
 
 

Competition and Intellectual Property Law and Policy 
in the Knowledge-Based Economy 

 

SCHEDULE OF HEARINGS  

Publisher’s Note: Some of the presentations may be found previously included 
under the speaker’s affiliation, especially those of university faculty. Only the 
presentations relevant to higher education copyright and patent issues are 
included. 

• Day 1: Welcoming Comments and Keynote Addresses (February 6th, 2002)  
 
• Day 2: Foundational Issues in Patents and Antitrust (February 8th, 2002, 2 

concurrent sessions)  
 
• Day 3: Economic Perspectives on Intellectual Property, Competition and 

Innovation (February 20th, 2002, 2 consecutive sessions)  
 
• Day 4-7: Economic Perspectives and Real-World Experiences with Patents  

With the support of the Competition Policy Center and the Berkeley 
Center for Law & Technology of the University of California at Berkeley, 
all sessions will be held in the Wells Fargo Room, Cheit Hall, Haas 
School of Business, 2220 Piedmont Avenue, University of California, 
Berkeley. 

 
• Day 4: Economic Perspectives on Intellectual Property, Competition, and 

Innovation (February 25th, 2002)  
 
• Day 5: Economic Perspectives on Intellectual Property, Competition, and 

Innovation (February 26th, 2002, 2 consecutive sessions)  
 
• Day 6: Business Perspectives on Patents: Software and the Internet 

(February 27th, 2002, 2 consecutive sessions)  
 
• Day 7: Economic and Other Perspectives on Patent Standards and 

Procedures (February 28th, 2002,  2 consecutive sessions)  
 



• Day 8-9: Business and Other Perspectives on Real-World Experience with 
Patents (March 19th-20th, 2002)  

 
• Day 10-12: Economic and Other Perspectives on Patent Standards and 

Procedures (April 9th-11th, 2002)  
 
• Day 13: Patent Pools and Cross-Licensing: When Do They Promote or 

Harm Competition? (April 17th, 2002) (The April 17th session will be held in the 
Great Hall of the Department of Justice's Main Building, located at 950 
Pennsylvania Avenue, N.W., Washington, DC. See the Details page for security 
procedures required for attendance)  

 
• Day 14: Standard-Setting Practices: Competition, Innovation and Consumer 

Welfare (April 18th, 2002) (The April 18th session will be held in the Great Hall of 
the Department of Justice's Main Building, located at 950 Pennsylvania Avenue, 
N.W., Washington, DC. See the Details page for security procedures required for 
attendance)  

 
• Day 15: The Strategic Use of Licensing: Is There Cause for Concern about 

Unilateral Refusals to Deal? (May 1st, 2002) (The May1st session will be held 
in the Great Hall of the Department of Justice's Main Building, located at 950 
Pennsylvania Avenue, N.W., Washington, DC. See the Details page for security 
procedures required for attendance)  

 
• Day 16: A Competition View of Patent Settlements (May 2nd, 2002)  
 
• Day 17: Antitrust Analysis of Licensing Practices (May 14th, 2002) 
• (The May14th session will be held in the Great Hall of the Department of 

Justice's Main Building, located at 950 Pennsylvania Avenue, N.W., Washington, 
DC. See the Details page for security procedures required for attendance)  

 
• Day 18-19: An International Comparative Law Perspective on the 

Relationship Between Competition and Intellectual Property (May 22nd - 
23rd, 2002) (The May22nd session will be held in the Great Hall of the 
Department of Justice's Main Building, located at 950 Pennsylvania Avenue, 
N.W., Washington, DC. See the Details page for security procedures required for 
attendance)   

 
• Day 20-21: Trends in Federal Circuit Jurisprudence (July 10th - 11th, 2002)  
 
• Day 22: Competition, Economic, and Business Perspectives on Patent 

Quality and Institutional Issues: Competitive Concerns, Prior Art, Post-
Grant Review, and Litigation (October 25th, 2002)  

 
• Day 23: Competition, Economic, and Business Perspectives on Substantive 

Patent Law Issues: Non-Obviousness and Other Patentability Criteria 
(October 30th, 2002)  

 
• Day 24: Antitrust Law and Patent Landscapes (November 6th, 2002)  



 
February 6: 

Welcome and Overview of Hearings 
2:00 p.m. FTC - Room 432 

Timothy Muris, Chairman, Federal Trade Commission 
  

Charles James, Assistant Attorney General for Antitrust, Department 
of Justice 

  
James Rogan, Under Secretary of Commerce for Intellectual 
Property and Director of the U. S. Patent and Trademark Office 

  
The Honorable Pauline Newman, U.S. Court of Appeals for the 
Federal Circuit 

  
Robert Pitofsky, Professor of Law, Georgetown University Law 
Center, and former Chairman of the Federal Trade Commission 

  
Q. Todd Dickinson, Howrey, Simon, Arnold & White, and former 
Under Secretary of Commerce for Intellectual Property and Director 
of the U.S. Patent   and Trademark Office 

  
Gerald Mossinghoff, Oblon, Spivak, McClelland, Maier & Neustadt, 
and former Assistant Secretary of Commerce and Commissioner of 
Patents and Trademarks 

  
Richard Gilbert , Professor of Economics, University of California, 
Berkeley, and former Deputy Assistant Attorney General for Antitrust, 
Department of Justice 

  
Richard Levin, President, Yale University 

  
Transcript of February 6, 2002 Proceedings 

February 8: 
Foundational Issues in Patents and Antitrust 

9:00 a.m. - 12:30 p.m. Concurrent Sessions 
These sessions will lay the foundation for all future hearings discussions. 
They will provide essential background information and identify critical issues.

 Patent Law for Antitrust Lawyers (FTC - Room 432)  
Scott A. Chambers, Arnold and Porter, Adjunct Faculty Member at 
Georgetown Law Center and The George Washington University Law 
School of Law 
Lawrence M. Sung, Assistant Professor, University of Maryland 
School of Law 
John R. Thomas, Associate Professor, The George Washington 
University Law School 
Transcript of February 8, 2002, Proceedings,Patent Law for Antitrust
Lawyers 

 Antitrust Law for Patent Lawyers (FTC - Room 332) 
William E. Kovacic, General Counsel, Federal Trade Commission 



Willard K. Tom [Document 2], Morgan Lewis & Bockius 
Transcript of February 8, 2002, Proceedings, Antitrust Law for 
Patent Lawyers 

February 20: 
Economic Perspectives on Intellectual Property, Competition and Innovation 

(FTC - Room 432) 
9:30a.m. - 12:30p.m. These sessions will explore what economic learning reveals, and does not 

answer, regarding the relationships between intellectual property and 
innovation, and between competition and innovation. 
Intellectual Property and Innovation 

Wesley M. Cohen, Professor of Economics and Social Science, 
Carnegie Mellon University 

  
Robert E. Evenson, Professor of Economics, Yale University 

  
Edmund W. Kitch, Joseph M. Hartfield Professor of Law, University 
of Virginia School of Law, and Visiting Professor, Georgetown 
University Law Center (Spring 2002) 

  
James A. Langenfeld, Director, LECG, LLC. 

  
Maureen A. O'Rourke, Professor of Law, Boston University School 
of Law 

2:00 p.m. - 4:30 p.m.  Competition and Innovation 
Shane Mitchell Greenstein, Elinor and Wendall Hobbs Professor of 
Management and Strategy, Northwestern University, Kellogg School 
of Management 

  
Margaret E. Guerin-Calvert, Principal, Economists, Inc. 

  
Joshua Lerner, Professor of Investment Banking, Harvard Business 
School 

  
Stan Liebowitz, Professor of Managerial Economics, The University 
of Texas at Dallas, School of Management 

  
Philip B. Nelson, Principal, Economists, Inc. 

  
Janusz Ordover, Professor of Economics, New York University 

  
Lawrence White, Arthur E. Imperatore Professor of Economics, New 
York University, Leonard N. Stern School of Business 

  
Transcript of February 20, 2002, Proceedings, Competition & 
Intellectual Property Law & Policy in the Knowledge-Based Economy

February 25-28: 
Economic Perspectives and Real-World Experiences with Patents 

With the support of the Competition Policy Center and the Berkeley Center for Law & Technology of the 
University of California at Berkeley, all sessions will be held in the Wells Fargo Room, Cheit Hall, Haas 
School of Business, 2220 Piedmont Avenue, University of California, Berkeley. 

Daily sessions will focus on business and other testimony regarding the "real-



world" experience with patents and competition, as well as explore economic 
and business perspectives on intellectual property, competition, and innovation. 

February 25 
1:00pm - 4:30pm: Economic Perspectives on Intellectual Property, Competition, and 

Innovation  
Opening Speech 
Mozelle W. Thompson, Commissioner, Federal Trade Commission 

  
Ashish Arora,Visiting Associate Professor of Economics, Stanford 
University, and Associate Professor of Economics and Public Policy, 
Carnegie Mellon University 

  
Kenneth Arrow, Nobel Memorial Prize and Joan Kenney Professor 
of Economics Emeritus, and Professor of Operations Research 
Emeritus, Stanford University 

  
Richard J. Gilbert, Professor of Economics, University of California, 
Berkeley 

  
Mark Lemley, Professor of Law, and Director, Berkeley Center for 
Law & Technology, University of California, Berkeley 

  
Daniel L. Rubinfeld, Robert L. Bridges Professor of Law, and 
Professor of Economics, University of California, Berkeley 

  
Howard Shelanski, Acting Professor of Law, and Director, Berkeley 
Center for Law & Technology, University of California, Berkeley 

  
Hal R. Varian, Dean, School of Information Management and 
Systems, and Professor, Haas School of Business and Department 
of Economics, University of California, Berkeley 

  
Transcript of February 25, 2002 Proceedings 

February 26 
9:00am - 12:30pm:  Economic Perspectives on Intellectual Property, Competition, and 

Innovation  
John H. Barton, George E. Osborne Professor of Law, Stanford 
University Law School 

  
Bronwyn H. Hall, (attachment) Professor of Economics, University 
of California, Berkeley 

  
Robert P. Merges, Wilson Sonsini Goodrich & Rosati Distinguished 
Professor of Law and Technology, and Director, Berkeley Center for 
Law and Technology, University of California, Berkeley 

  
Suzanne Andersen Scotchmer, Professor of Economics and Public 
Policy, University of California, Berkeley 

  
Robert D. Stoner, Vice President, Economists, Inc. 

  



David J. Teece, Mitsubishi Bank Professor of International Business 
and Finance, University of California, Berkeley 

2:00pm - 4:30pm: Business Perspectives on Patents: Biotech and Pharmaceuticals  
David W. Beier, Partner, Hogan & Hartson, Counsel to 
Biotechnology Industry Organization 

  
Lee Bendekgey, General Counsel and Executive Vice President, 
Incyte Genomics 

  
Robert Blackburn, Vice President, Chief Patent Counsel, Chiron 
Corp. 

  
David J. Earp, Vice President, Intellectual Property, Geron Corp. 

  
Michael K. Kirschner, Vice President Intellectual Property, Immunex 
Corp. 

  
Ross Oehler, Vice President, U.S. Patent Operations, Aventis 
Pharmaceuticals Inc. 

  
Transcript of February 26, 2002 Proceedings 

February 27 
9:30am - 12:30pm: Business Perspectives on Patents: Software and the Internet  

Yar R. Chaikovsky, General Counsel, Zaplet, Inc. 
  

Bradford L. Friedman, Director of Intellectual Property, Cadence 
Design Systems, Inc. 

  
R. Jordan Greenhall, Chief Executive Officer, Divx Networks 

  
Joshua Kaplan, President and Chief Executive Officer, Intouch 
Group, Inc. 

  
Robert H. Kohn, Vice Chairman, Borland Software Corp. 

  
Paul Misener, Vice President, Global Public Policy, Amazon.com 

  
David C. Mowery, Milton W. Terrill Professor of Business, University 
of California, Berkeley 

  
James Pooley, Partner, Milbank, Tweed, Hadley & McCoy 

2:00pm - 5:00pm: Diverse Perspectives on Patents  
Greg Aharonian, Editor, Internet Patent News Service 

  
Luis Mejia, Senior Associate, Office of Technology Licensing, 
Stanford University 

  
John Love, Director for Cryptography and Security Technology 
Center, United States Patent and Trademark Office 

  
Rick D. Nydegger, Shareholder, Workman, Nydegger & Seeley 



  
John Place, Executive Director, Center for Internet and Society, 
Stanford University Law School 

  
Carl Shapiro, Transamerica Professor of Business Strategy and 
Professor of Economics, Haas School of Business, and Director, 
Institute of Business and Economic Research, University of 
California, Berkeley 

  
Robert P. Taylor, Partner, Howrey Simon Arnold & White, LLP 

  
David J. Teece, Mitsubishi Bank Professor of International Business 
and Finance, University of California, Berkeley 

  
Les J. Weinstein, [Attatchment] Partner, Squire, Sanders, & 
Dempsey 

  
Transcript of February 27, 2002 Proceedings 

February 28 
9:00 am to 9:30 am: Independent Inventor Perspective on Patents  

Lawrence J. Udell, Executive Director, Intellectual Property 
International, Ltd. 

9:30am - 11:30am: Economic and Other Perspectives on Patent Standards and Procedures 
Joseph Farrell, Professor of Economics, University of California, 
Berkeley, and Chair, Competition Policy Center 

  
Justin Hughes, Visiting Professor of Law, University of California, 
Los Angeles 

  
John Love, Director, Technology Center 2100, United States Patent 
and Trademark Office 

  
Robert P. Merges, Wilson Sonsini Goodrich & Rosati Distinguished 
Professor of Law and Technology, and Director, Berkeley Center for 
Law & Technology, University of California, Berkeley 

1:00pm - 4:00pm: Business Perspectives on Patents: Hardware and Semiconductors  
Robert Barr, Vice President, Worldwide Patent Counsel, Cisco 
Systems, Inc. 

  
Peter N. Detkin, Vice President, Legal and Government Affairs and 
Assistant General Counsel, Intel Corporation 

  
Stephen P. Fox, Associate General Counsel and Director, 
Intellectual Property, Hewlett-Packard Company 

  
Bronwyn H. Hall, Professor of Economics, University of California, 
Berkeley 

  
Julie Mar-Spinola, Chief Litigation and Intellectual Property Counsel, 
Atmel Corporation 

  



Joel Poppen, Director, Patent Litigation and Licensing, Micron 
Technology, Inc. 

  
Desi Rhoden, President and Chief Executive Officer, Advanced 
Memory International, Inc. 

  
Frederick J. Telecky, Jr., Senior Vice President and General Patent 
Counsel, Texas Instruments 

  
Transcript of February 28, 2002 Proceedings 

March 19-20: 
Business and Other Perspectives on Real-World Experience with Patents 

Similar to the Berkeley sessions, these sessions will focus on testimony regarding 
"real-world" experience with patents and competition. 

March 19 
(FTC - Room 432) 

9:15 am - noon: Diverse Perspectives on Patents  
Lynn J. Alstadt, Shareholder, Buchanan Ingersoll and Adjunct Professor, 
Duquesne University  
  

F. M. Ross Armbrecht Jr., President, Industrial Research Institute 
  

Makan Delrahim, Republican Chief Counsel, Senate Committee on 
the Judiciary 

  
Joanne M. Hayes-Rines, Vice President, United Inventors 
Association 

  
Brian Kahin, Visiting Professor & Director, Center for Information 
Policy, University of Maryland 

  
James Love, Director, Consumer Project on Technology 

  
Ronald Myrick, Chief Patent Counsel, General Electric; President-
Elect, American Intellectual Property Law Association 

  
Cecil D. Quillen, Jr., Senior Advisor, Cornerstone Research 
Additional Material: Simplification & Reform ©1993 

1:30 - 4:45 pm: Business Perspectives on Patents: Biotech and Pharmaceuticals  
Robert A. Armitage, Vice President and General Patent Counsel, Eli 
Lilly and Company 

  
Monte R. Browder, Senior Intellectual Property Counsel, Ivax 
Corporation 

  
Barbara Caulfield, Executive Vice President and General Counsel, 
Affymetrix, Inc. 

  
David Coffin-Beach, President, Torpharm, Inc. 

  



Gregory J. Glover, Partner, Ropes & Gray, Counsel to 
Pharmaceutical Research and Manufacturers of America 

  
Nancy J. Linck, Senior Vice President, General Counsel and 
Secretary, Guilford Pharmaceuticals 

  
Rochelle K. Seide, Partner, Baker Botts, LLP 

  
Edward A. Snyder, Dean and Professor of Economics, University of 
Chicago Graduate School of Business 
Transcript of March 19, 2002 Proceedings 

March 20: 
(FTC - Room 432) 

9:30 am - noon: Business Perspectives on Patents: Hardware and Semiconductors  
George B. Brunt, Senior Vice-President, General Counsel and 
Secretary, Alcatel USA 

  
Daniel McCurdy, President and Chief Executive Officer, ThinkFire 

  
Richard L. Thurston, [Statement] Vice President and General 
Counsel, Taiwan Semiconductor Manufacturing Company, Ltd. 

  
Harry Wolin, Vice President of Intellectual Property, Advanced Micro 
Devices, Inc. 

  
Gary Zanfagna, Associate General Counsel for Antitrust, Honeywell 
International  

  
Rosemarie Ziedonis, Assistant Professor of Management, The 
Wharton School of the University of Pennsylvania 

1:30 - 4:00pm: Business Perspectives on Patents: Software and the Internet  
Edward J. Black, President and CEO, Computer & Communications 
Industry Association 

  
Dan L. Burk, Julius E. Davis Professor of Law, University of Minnesota Law 
School  
  

R. Lewis Gable, Partner, Cowan, Liebowitz & Latman, P.C. 
  

Scott Sander, President, Chief Executive Officer and Co-Founder, 
SightSound Technologies 

  
Mark Webbink, Senior Vice President and General Counsel, Red 
Hat, Inc. 

  
Transcript of March 20, 2002 Proceedings 

Additional sessions will be held at the FTC, Room 432, during April and May, as indicated below. 
The panelists for these sessions will be announced as further information becomes available. 
Topics and dates for concluding sessions in June will be announced at a later time.  

April 9-11: 
Economic and Other Perspectives on Patent Standards and Procedures 



These sessions will explore economic and other perspectives, and the approaches that they suggest, 
regarding patent standards and procedures. 

April 9: 
(FTC - Room 432) 

9:30 a.m. - 12:00 p.m.: Cross-Industry Perspectives on Patents  
Dean Alderucci, Chief Counsel of Intellectual Property, Walker Digital  
  

Timothy D. Casey, Partner & Chairman of Intellectual Property and 
Technology, Fried, Frank, Harris, Shriver & Jacobson 

  
Les Hart, Vice President of Intellectual Property, Harris Corporation 

  
Nancy J. Linck, Senior Vice President, General Counsel and 
Secretary, Guilford Pharmaceuticals 

  
Mary U. Musacchia, SAS Institute, Counsel to the President/CEO 
and Director, Government Relations & Public Policy 

  
Richard Stallman, President, Free Software Foundation 
Transcript of April 9, 2002 Proceedings 

# 
April 10: 

(FTC - Room 432) 
9:30 a.m - 12:30 p.m.: Substantive Standards of Patentability 
2:00 p.m. - 4:30 p.m.: Patenting Procedures, Presumptions, and Uncertainties  

Introductory Speaker: Kenneth M. Frankel (Finnegan, Henderson, 
Farabow, Garrett & Dunner), speaking on behalf of the American 
Intellectual Property Law Association 

Panelists: 
Mark D. Janis, Professor of Law, University of Iowa College of Law 

  
Salem M. Katsh, Partner, Shearman & Sterling 

  
Jay P. Kesan, Assistant Professor of Law, University of Illinois 
College of Law 

  
F. Scott Kieff, John M. Olin Senior Research Fellow in Law, 
Economics, and Business, Harvard Law School, and Associate 
Professor, Washington University School of Law 

  
Stephen G. Kunin, Deputy Commissioner for Patent Examination 
Policy, United States Patent and Trademark Office 

  
Roger W. Parkhurst, Partner, Parkhurst & Wendel, L.L.P., and 
President, American Intellectual Property Law Association 

  
Arti K. Rai, Assistant Professor of Law, University of Pennsylvania 
Law School 

  
Suzanne Andersen Scotchmer, Professor of Economics and Public 



Policy, University of California, Berkeley 
  

John R. Thomas, Associate Professor of Law, The George 
Washington University Law School 

  
Transcript of April 10, 2002 Proceedings 

April 11: 
(FTC - Room 432) 

9:30 a.m. - 12:00 p.m.: Patentable Subject Matter - Business Method and Software Patents  
Mark D. Janis, Professor of Law, University of Iowa College of Law 
  
Brian Kahin, Visiting Professor & Director, Center for Information 
Policy, University of Maryland 
  
Jeffrey R. Kuester, Partner, Thomas, Kayden, Horstemeyer & Risley
  
Jeffrey P. Kushan, Partner, Powell, Goldstein, Frazer & Murphy LLP
  
Rick D. Nydegger, Shareholder, Workman, Nydegger & Seeley 
  
John R. Thomas, Associate Professor of Law, The George 
Washington University Law School 
  
Robert Young, Chairman, Center for Public Domain, and Chairman, 
Red Hat, Inc. 

2:00 p.m. - 4:30 p.m.: Patent Criteria and Procedures - International Comparisons  
Kenneth J. Burchfiel, Partner, Sughrue Mion, PLLC  
  

Mark D. Janis, Professor of Law, University of Iowa College of Law 
  

Stephen B. Maebius, Partner, Foley & Lardner 
  

Rick D. Nydegger, Shareholder, Workman, Nydegger & Seeley 
  

Robert L. Stoll, Administrator for External Affairs, United States 
Patent and Trademark Office 

  
John R. Thomas, Associate Professor of Law, The George 
Washington University Law School 

  
Transcript of April 11, 2002 Proceedings 

# 
April 17: 

(Great Hall, Department of Justice Main Building) 
"This session will be held in the Great Hall of the Department of Justice's Main Building, located at 950 
Pennsylvania Avenue, N.W., Washington, DC. The general public and press are invited to attend. However, 
for security purposes, notice of your intention to attend the hearings and your date of birth must be given to 
the Department at least 24 hours in advance of the hearing date. This information should be provided to 
Kathleen Leicht of the Antitrust Division via e-mail at kathleen.leicht@usdoj.gov, or telephone at (202) 514-
7018. Interested persons will not be admitted to the Main Justice Building without advance notice. 

Visitors must enter the Main Building at the 950 Pennsylvania Avenue entrance and are required to show 



two forms of identification, one of which must contain a photograph. Please allow sufficient time to permit 
getting through the security procedures. Seating will be on a first-come, first-served basis." 

Patent Pools and Cross-Licensing: When Do They Promote or Harm Competition? 

Participants in this session will discuss the benefits and competitive concerns of business arrangements in 
which multiple parties hold related intellectual property rights. 

9:00 a.m. - 11:30 a.m. 
and 

1:00 p.m. - 4:30 p.m. 
Patent Pools and Cross-Licensing: When Do They Promote or Harm 
Competition? 

Robert Potter, Chief, Legal Policy Section, Antitrust Division--
Opening Remarks 

  
Garrard R. Beeney, Partner, Sullivan & Cromwell 

  
Jeffery Fromm, Senior Managing Counsel, Hewlett-Packard 
Company 

  
Baryn Futa, Manager and Chief Executive Officer, MPEG LA 

  
Peter Grindley, Senior Managing Economist, LECG, Ltd, London 

  
Christopher J. Kelly, Special Counsel, Litigation Department, Kaye 
Scholer LLP 

  
James Kulbaski, Partner, Oblon Spivak McClelland Maier & 
Neustadt, P.C. 

  
Josh Lerner, Jacob H. Schiff Professor of Investment Banking, 
Harvard Business School 

  
David McGowan [Document 2],  Associate Professor of Law, 
University of Minnesota School of Law 

  
M. Howard Morse, Partner, Drinker, Biddle & Reath, LLP 

  
Joshua Newberg, Assistant Professor, Robert H. Smith School of 
Business, University of Maryland 

  
Jonathan Putnam, Assistant Professor of the Law and Economics of 
Intellectual Property, University of Toronto School of Law 

  
Lawrence M. Sung  [Document 2] [Document 3], Assistant 
Professor of Law, University of Maryland, Baltimore 

  
Transcript of April 17, 2002 Proceedings 

April 18: 
(Great Hall, Department of Justice Main Building) 

"This session will be held in the Great Hall of the Department of Justice's Main Building, located at 950 
Pennsylvania Avenue, N.W., Washington, DC. The general public and press are invited to attend. However, 
for security purposes, notice of your intention to attend the hearings and your date of birth must be given to 
the Department at least 24 hours in advance of the hearing date. This information should be provided to 
Kathleen Leicht of the Antitrust Division via e-mail at kathleen.leicht@usdoj.gov, or telephone at (202) 514-
7018. Interested persons will not be admitted to the Main Justice Building without advance notice. 



Visitors must enter the Main Building at the 950 Pennsylvania Avenue entrance and are required to show 
two forms of identification, one of which must contain a photograph. Please allow sufficient time to permit 
getting through the security procedures. Seating will be on a first-come, first-served basis." 

Standard-Setting Practices: 
Competition, Innovation and Consumer Welfare 

Participants in this session will discuss the antitrust treatment of common practices used by organizations to 
set standards that incorporate intellectual property. Participants will address effects on innovation and 
product market competition. 

9:00 a.m - 9:30 a.m. Introduction  
Mark Lemley, Professor of Law, Boalt Hall, University of California, 
Berkeley  

9:30 a.m. - 12:30 p.m. Intellectual Property Strategies in Standards Activities  
Michael Antalics, Partner, O'Melveny & Myers, LLP 

  
Carl Cargill, Director Corporate Standards, Sun Microsystems, Inc. 

  
Donald R. Deutsch, Vice President, Standards Strategy and 
Architecture, Oracle Corp. 

  
Ernest Gellhorn, Professor, George Mason University School of Law

  
Peter Grindley, Senior Managing Economist, LECG, Ltd, London 

  
Mark Lemley, Professor of Law, Boalt Hall, University of California, 
Berkeley 

  
Amy A. Marasco, Vice President and General Counsel, American 
National Standards Institute 

  
Richard T. Rapp, President, National Economic Research 
Associates 

  
David J. Teece, Mitsubishi Bank Professor of International Business 
and Finance, University of California, Berkeley 

  
Dennis A. Yao, Associate Professor of Business and Public Policy 
and Management, The Wharton School, University of Pennsylvania 

2:00 p.m. - 5:00 p.m. Licensing Terms in Standards Activities  
Stanley M. Besen, Vice President, Charles River Associates 

  
Daniel J. Gifford, Robins, Kaplan, Miller & Ciresi Professor of Law, 
University of Minnesota School of Law 

  
Richard Holleman, [Document 2]   Industry Standards Consultant 

  
Allen M. Lo, Director of Intellectual Property, Juniper Networks, Inc. 

  
Mark R. Patterson, Associate Professor of Law, Fordham University 
School of Law 

  
Scott K. Peterson, Corporate Counsel, Hewlett-Packard Company 



  
Lauren J. Stiroh, Vice President, National Economic Research 
Associates 

  
Daniel Swanson, Partner, Gibson, Dunn & Crutcher LLP 

  
Andrew Updegrove [Document 2] [Document 3], Partner, Lucash, 
Gesmer & Updegrove LLP 

  
Daniel Weitzner, Director of Technology and Society Activities, 
World Wide Web Consortium 

  
Transcript of April 18, 2002 Proceedings 

May 1:  
(Great Hall, Department of Justice Main Building) 

"This session will be held in the Great Hall of the Department of Justice's Main Building, located at 950 
Pennsylvania Avenue, N.W., Washington, DC. The general public and press are invited to attend. However, 
for security purposes, notice of your intention to attend the hearings and your date of birth must be given to 
the Department at least 24 hours in advance of the hearing date. This information should be provided to 
Kathleen Leicht of the Antitrust Division via e-mail at kathleen.leicht@usdoj.gov, or telephone at (202) 514-
7018. Interested persons will not be admitted to the Main Justice Building without advance notice. 

Visitors must enter the Main Building at the 950 Pennsylvania Avenue entrance and are required to show 
two forms of identification, one of which must contain a photograph. Please allow sufficient time to permit 
getting through the security procedures. Seating will be on a first-come, first-served basis." 

The Strategic Use of Licensing: 
Is There Cause for Concern about Unilateral Refusals to Deal? 

Participants in this session will discuss the extent to which refusals to license intellectual property create 
competitive concerns, how recent case law on refusals to license is being interpreted, and whether this 
recent case law appropriately balances the interests of intellectual property law and antitrust law. 

9:30 a.m. - 12:00 p.m. 
and 

1:30 p.m. to 4:00 p.m. 
The Strategic Use of Licensing: Is There Cause for Concern about 
Unilateral Refusals to Deal?  

Ashish Arora [Document 2], Associate Professor of Economics and 
Public Policy, Carnegie Mellon University 

  
Jonathan Gleklen [Document 2], Partner, Arnold & Porter 

  
Paul Kirsch, Partner, Townsend, Townsend and Crew LLP 

  
Benjamin Klein, Professor of Economics, University of California, 
Los Angeles 

  
Jeff MacKie-Mason, [Document 2] Arthur W. Burks Professor of 
Information and Computer Science and Professor Economics and 
Public Policy, University of Michigan 

  
A. Douglas Melamed, Partner, Wilmer, Cutler & Pickering 

  
Carl Shapiro, Transamerica Professor of Business Strategy and 
Professor of Economics, Haas School of Business, and Director, 
Institute of Business and Economic Research, University of 
California, Berkeley 



  
Christopher J. Sprigman, Counsel, King & Spalding 

  
Mark Whitener, Antitrust and General Counsel, General Electric 

  
John Shepard Wiley Jr., Professor of Law, University of California, 
Los Angeles 
  
Transcript of May 1 Proceedings 

May 2: 
(Federal Trade Commission, Room 432) 

A Competition View of Patent Settlements 
Participants in this session will explore the efficiencies and competitive concerns that patent settlements may generate in a 

variety of industries and factual settings. 
Patent Settlements: Efficiencies and Competitive Concerns  

9:00 - 9:30 a.m. Introductory Presentations  
George S. Cary, Partner, Cleary, Gottlieb, Steen & Hamilton 

  
Stephen A. Stack, Jr., [Document 2]Partner, Dechert 

  
Document 2 

9:30 a.m. - noon Panel Discussion  
Thomas O. Barnett, Partner, Covington & Burling 

  
Joseph F. Brodley [Document 2], Professor, Boston University 
School of Law 

  
George S. Cary, Partner, Cleary, Gottlieb, Steen & Hamilton 

  
Robert N. Cook, Partner, Drinker, Biddle & Reath LLP 

  
James J. Egan, Senior Vice President, Business and Corporate 
Development, Novirio Pharmaceuticals 

  
Richard A. Feinstein, Partner, Boies, Schiller & Flexner LLP 

  
Phillip A. Proger, Partner, Jones, Day, Reavis & Pogue  

  
Prof. Carl Shapiro, Haas School of Business, University of 
California, Berkeley 

  
Steven A. Stack, Jr., Partner, Dechert 
Transcript of May 2, 2002 Proceedings 

May 14: 
(Great Hall, Department of Justice Main Building) 

"This session will be held in the Great Hall of the Department of Justice's Main Building, located at 950 
Pennsylvania Avenue, N.W., Washington, DC. The general public and press are invited to attend. However, 
for security purposes, notice of your intention to attend the hearings and your date of birth must be given to 
the Department at least 24 hours in advance of the hearing date. This information should be provided to 
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                    P R O C E E D I N G S1

        CHAIRMAN MURIS:  Thank you all very much for coming.2

I'm Tim Muris.  I'm the chairman of the FTC.  We have a star-3

studded panel today, and I'm delighted on behalf of the FTC4

to introduce the distinguished individuals who have joined me5

today as we open these hearings on Competition and6

Intellectual Property Law and Policy in the Knowledge-Based7

Economy.8

        We have with us the Honorable Charles James,9

Assistant Attorney General for Antitrust, U.S. Department of10

Justice; the Honorable James Rogan, Undersecretary of11

Commerce for Intellectual Property and Director of the U.S.12

Patent and Trademark Office; the Honorable Robert Pitofsky,13

professor of law, Georgetown University of Law Center and14

former chairman of the FTC; the Honorable Pauline Newman,15

U.S. Court of Appeals for the Federal Circuit; the Honorable16

Q. Todd Dickinson of Howrey, Simon, Arnold & White and former17

Undersecretary of Commerce for Intellectual Property and18

Director of the U.S. Patent and Trademark Office; the19

Honorable Gerald Mossinghoff, of Oblon, Spivak, McClelland,20

Maier & Neustadt, and former Assistant Secretary of Commerce21

and Commissioner of Patent and Trademarks before they had a22

proliferation of titles; and Professor Richard Gilbert,23

Department of Economics, University of California24

Berkeley and former Deputy Assistant Attorney General25
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for Antitrust, Department of Justice; and finally,1

but certainly not last or least, President Richard Levin of2

Yale University.3

        I want to thank each of the speakers for making time4

in their busy schedules to join us today.  I think this is a5

premier panel of speakers, and I'm certainly excited.  I6

don't plan to speak too much myself.  When we announced the7

hearings on November 15, I made a set of remarks, and we have 8

them available here.9

        I will say a few things, beginning with the obvious, which is10

that innovation has become crucial to our information age economy.11

Products and services undreamed of by our parents fuel the nation's12

growth.  Whole industries have been born and 13

others transformed, and understanding of the role of 14

innovation and of the effects of competition on innovation 15

is essential for responsible enforcement of the antitrust laws.16

        Intellectual property is a bulwark of the innovation process.17

The importance of innovative success heightens the significance of each18

of its components.19

        As such, questions involving the treatment of IP are20

increasingly significant in the application of public laws to21

business transactions, including, of course, the antitrust22

and consumer protection laws.23

        I'm pleased that the Justice Department has joined24

with us to co-sponsor these hearings, and that the U.S.25
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Patent and Trademark Office will contribute substantially.1

        The FTC has a distinguished history of studying2

important public policy issues relating to competition and3

consumer protection.  The Commission's activities in recent4

years have been particularly notable.  As chairman, I believe5

it is important to continue this tradition of research and6

study, which is why my fellow commissioners and I initiated7

this set of hearings.8

        Similar to the approach taken in prior FTC forums, the9

emphasis will be on hearing the best thinking from scholars,10

business leaders and legal practitioners on the nature and11

effects of the patent and IP systems.12

        In particular, the hearings will highlight economic13

insights on the effect of existing IP rules on innovation,14

growth and efficiency.  IP and antitrust law both seek to15

promote innovation and enhance consumer welfare.16

        The goal of patent and copyright law, as enunciated17

in Article 1, Section 8 of the United States Constitution,18

is:  "To promote the progress of science and useful arts by19

securing, for limited times to authors and inventors, the20

exclusive right to their respective writings and21

discoveries."  IP law, properly applied, preserves the22

incentives for scientific and technological process that is23

for innovation.  Innovation benefits consumers through the24

development of new and improved goods and services and spurs25
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economic growth.1

        Similarly, antitrust law, properly applied, promotes2

innovation and economic growth by combating restraints on3

vigorous competitive activity.  By deterring anti-competitive4

arrangements and monopolization, antitrust law also ensures5

that consumers have access to a wide variety of goods and6

services at competitive prices.7

        In short, we hope that the hearings will help inform8

the policy-making process by bringing forth information that9

may prove useful to enforcers, lawmakers and scholars as they10

deal with IP questions.  We are here to listen and to learn.11

        Our hearings could not be more timely.  Despite the12

growing importance of IP, there is relatively little13

empirical work on the overall effects of the IP system as14

currently constituted.  Economists have studied some topics,15

such as inter-industry differences and the effectiveness of16

patents.17

        Current empirical research on the effects of the IP18

and patent systems is being conducted under the auspices of19

the National Academy of Sciences.  We are honored that the20

co-chair of this project, Yale President Richard Levin, is21

sharing the rostrum today.22

        The net effects on social welfare of various parts of23

the patent system, however, are not well understood, although24

IP experts I've talked to tend to hold strong and sometimes25
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contrasting views on the topic.1

        As a former professor who was schooled in the law and2

economics tradition, I believe that good empirical testing3

and analysis is vital to an informed understanding of the IP4

and patent systems and to the development of sound policy.5

Obviously when legal regimes overlap, as IP and antitrust do,6

there may be sensitivities at the intersection as each regime7

examines issues that are also important to the other.8

        I would like to underscore that there is no hidden9

agenda in these hearings.  Admittedly, we will hear from10

critics who have expressed concern that too many patents are11

inappropriate or overly broad and that patent law today errs12

on the side of excessive protection of IP.13

        On the other hand, we will also hear responses from14

IP experts who are staunch defenders of existing patent rules15

and who strongly oppose any perceived weakening of the16

system.17

        Our goal is to highlight these contrasting points of18

view and to lay the foundation for further work that will19

increase our understanding and thereby enhance the quality of20

public policy.21

        In sum, our approach to these hearings and to other22

hearings the Commission may sponsor in the future is nicely23

encapsulated in a quotation from the first commissioner of24

patents, Thomas Jefferson:  "Here we are not afraid to follow25
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truth wherever it may lead nor to tolerate any error so long1

as reason is left free to combat it."2

        Before turning to my distinguished cochair, Assistant3

Attorney General James, let me briefly highlight our plan for4

the hearings, which will take place in stages over a series5

of days through June.6

        On Friday, we will hold sessions on antitrust basics7

for patent lawyers and IP basics for antitrust practitioners.  These8

sessions will differ from standard nutshell treatments in that they9

will focus directly on the issues of interest in the following10

sessions.  They will also focus on which each discipline needs to11

understand to facilitate the conversation we anticipate during these12

hearings.13

        I highly recommend these essential foundation14

sessions to you.  Subsequent sessions will address issues15

such as the roles of competition and IP in spurring16

innovation, real world experiences with patents, competition17

and innovation in different industries, likely consumer18

welfare effects of patent standards and procedures, likely19

consumer welfare effects of antitrust rules such as those for20

patent pools, licensing, contract, standard setting,21

unilateral refusals to deal and settlements.  Our scope will22

include some international and jurisprudential perspectives23

on these issues.  We will close with roundtables that will24

provide opportunities to assimilate what we have learned.25
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        Let me turn to our next speaker.  Charles James has1

had an impressive career in both the public and private2

sectors.  He's now the Assistant Attorney General for the3

Antitrust Division at the United States Department of4

Justice.  He previously served as a Deputy Assistant Attorney5

General for Antitrust and as Acting Attorney General during6

the first Bush Administration.  He also served in senior7

positions here at the Federal Trade Commission.8

        In addition, he's had a very successful career at the9

law firm of Jones, Day, Reavis & Pogue with an antitrust and10

trade regulation practice.11

        On a personal note, I've known Charles for 20 years.12

I am delighted to have the opportunity to work with Charles13

and his colleagues at the Antitrust Division.  I'm especially14

both pleased and proud that these hearings are taking place15

jointly with the Antitrust Division with Charles at the16

helm.17

        Please welcome my friend and colleague, Charles18

James.19

        (Applause.)20

        CHAIRMAN JAMES:  Good afternoon, ladies and gentlemen.  It's21

my great pleasure to be here today as we open up our 22

hearings into the intersection of antitrust law and intellectual23

property.24

        I believe in giving credit where it's due.  Bob25
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Pitofsky, during his tenure as chairman here, did a1

tremendous job of reviving the role of hearings on2

competition issues as a basis for assisting in the3

formulation of antitrust policy, and I'm very pleased that4

Tim Muris is carrying on that tradition and taking it a step5

further by inviting we at the Department of Justice to6

participate as full partners with him in these hearings, and7

we're certainly looking forward to that the effort.8

        As many of you know, I've spent a good deal of my9

career disagreeing with the antitrust pundits about just10

about everything, but one of the things that I do agree about11

is the significance of the issues that we're confronting12

today.13

        These intellectual property hearings, as evidenced by14

the very broad turnout that we see here in this room, have15

captured the imagination of the antitrust bar, the16

intellectual property bar, and I can tell you, having just17

returned from the World Economic Forum, that this was a topic18

of tremendous discussion there, and there is a tremendous19

amount of interest in every quarter about the process that20

we're undertaking today.21

        I think you can see from the slate of kickoff22

speakers that there is a tremendous amount of seriousness in23

this, and we certainly applaud the role of the Department of24

Commerce, both in current and in former personnel from that25
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agency in participating in this hearing.1

        You can see from the group of people who have come2

together today, including Judge Newman, that these hearings3

will take place on a very high intellectual plain, and they4

will be in the best tradition of developing antitrust policy;5

that is to say that we will try to bring the best thought6

process to the table and form our policy decisions on that7

basis.8

        I think if you sit here long enough today, I think9

you're going to hear from virtually every speaker, and it's10

one of the benefits of going second, that antitrust law and11

intellectual property law share a common purpose.  Antitrust12

law certainly attempts to promote competition by preventing13

artificial restraints on the competitive process.  Intellectual14

property law attempts to promote competition by celebrating 15

and rewarding innovation through the creation of property 16

rights and making sure that those rights have durability by preventing17

certain forms of imitation or inappropriate use.18

        Consequently, as antitrust law addresses the19

competitive implications of conduct involving intellectual20

property and as intellectual property law addresses the21

nature and scope of intellectual property rights, the key22

issue here is to have these things in balance, that is,23

competition laws do what they need to do to protect24

innovation and our competition laws do what they need to do25
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to protect the competitive process.1

        As Tim said, we approach these hearings with open2

minds, without any preconceived conclusions, and as Tim3

indicated, you're going to hear from a broad range of people,4

both the people on the antitrust side who have concerns about5

the extent to which property rights preclude competition, and6

people on the intellectual property side, who hold the view7

that the over-enforcement of the antitrust laws might intrude8

into legitimate intellectual property rights, and I think in9

the middle, hopefully, we will come to some good insights10

about how both disciplines can coexist and go forward11

promoting their joint goals.12

        Just by way of some introductory remarks about what I13

hope will take place at these hearings, I will start by14

saying that as everyone knows, the Federal Trade Commission15

and the Department of Justice articulated policies regarding16

intellectual property in 1995 in a set of guidelines.  The17

most frequently asked question since Tim announced these18

hearings that I encounter is, "Is this an effort to rewrite19

the Intellectual Property Guidelines?"20

        I don't think that that's necessarily where anyone is21

going here.  I think we are entering these hearings from a22

view that antitrust policy is best made in the light, and23

consequently, we want to get the best thinking and get the24

best information, and we'll let the policy consequences of25
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the information process sort themselves out as we are more1

informed.2

        Throughout this process of formulating the hearings,3

we found it useful to help to break the issues out into some4

flexible sub-groups.  As with any grouping, the lines aren't5

always neat, but we hope to aim these hearings to focus on6

licensing practices involving single IP-holder practices and7

multiple IP-holders.  Currently, the ubiquitous questions are refusal8

to license IP, and finally the international dimension of IP law as it9

exists in the various jurisdictions in a global10

economy.11

        Talking first about some of the issues that we hope12

we'll explore, in terms of the single firm aspect of it,13

bundling of intellectual property rights through means of14

packaged licensing has been an issue that's emerged in a15

number of antitrust contexts.  We certainly hope that that16

will be explored to some substantial degree.17

        Obviously, these bundling practices can have18

efficiencies, but the critical question that we encounter as19

antitrust lawyers is whether or not they properly facilitate20

or in some instances impede the development and licensing of21

intellectual property.  We hope that many of the speakers in22

their discussions will help us with regard to that issue.23

        A second issue that we encounter very often is grantbacks.24

Grantbacks will certainly allow people to share risks, particularly25
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as you think of follow-on inventions from an initial licensing1

arrangement, but also there is the question about the extent to which2

grantbacks reduce a licensee's incentive to innovate.  The hearings3

will hopefully inform us on that topic.4

        Finally, in the single firm area we expect to hear5

about a lot of licensing restrictions, for example, payments6

or agreements not to compete or agreements that extend beyond7

the life of the intellectual property rights, the wonderful8

area of refusals to license.  As everyone knows, the decision9

in the CSU v. Xerox case 18 months ago by the Federal Circuit10

has been a topic of extensive discussion and thought in both the11

intellectual property and the antitrust communities.12

        We hope that the hearings will elucidate the thought13

process underlying that decision, how courts have interpreted14

it and certainly how courts have handled related issues such15

as license agreements that are conditioned on certain actions16

or cross-licensing on another patent or purchasing or17

requiring purchasing of other products.18

        Patent pooling is an issue that I'm sure will have a19

great deal of discussion about, especially intellectual20

property rights and organizations in particular.  As everyone21

knows in the 1990s, the Division examined a number of22

arrangements, including I think three different proposals23

regarding MPEG, and two proposals regarding patent pools.  In all five24

instances there were favorable business review letters, and25
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it's important as we go forward in these hearings to examine and1

reexamine the thought process that underlie those decisions and to make2

sure that we're applying the appropriate criteria and appropriate3

approach in evaluating these collective circumstances.4

        On a somewhat related note, standard setting organizations are5

a very important topic.  We know that standards often can facilitate6

the creation of products through encouragement of compatibility.  By7

the same token, standards organizations bring together competitors8

which always make antitrust lawyers at least look closely, and making9

sure that we have the right approaches with regard to standards is an10

important issue.11

        With regard to standards, it is important from my12

standpoint that we look to both the creation of the13

standards, but also the operation of the standards down the14

road and hopefully bright ideas that we bring together will15

help us think through those issues.16

        There's a whole host of practical issues that we hope17

to look to.  One of the key issues that comes up in the18

antitrust context very often is the question of scope and19

validity.  This issue can often be determined competitive as20

to whether we think that there are firms that are in21

horizontal or vertical relationships with each other or22

whether they are, in fact, potential competitors of each23

other, and that is a significant issue in a lot of our24

conduct cases as well as our merger analysis.  Again we're25
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hopeful that the issues will be discussed fully.1

        Finally in the international area, we now live in a2

world of global competition.  Firms operate across borders.3

Many of the transactions that we look at are international in4

dimension, and it is very clear to the business community5

that different rules regarding intellectual property can6

impede trade flows, cause tremendous amounts of confusion and7

substantially complicate antitrust analysis.8

        Recently in December of 2001, the EU published a9

Green Paper.  It's called Technology Transfer Block10

Exemption.  There certainly have been discussions of the11

intersection of antitrust intellectual property in the UK,12

Australia and Canada.13

        I hope we'll spend some substantial time during the14

course of the hearings exploring how intellectual property is15

treated in various jurisdictions around the world, again16

promoting the very important convergence agenda that is at17

the height of what Tim and I are doing in other forums.18

        The fact of the matter is that we have a number of19

important discussions to undertake over the next several20

months.  The schedule is ambitious.  I think the staff of21

both agencies has done a tremendous job in assembling22

wonderful panels, getting balance, ensuring that the issues23

will be explored fully, and we certainly look forward to the24

opportunity to work with our colleagues at the Federal Trade25
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Commission and with all of you as the hearings progress.1

        I believe Tim's going to introduce the first2

speaker.3

        (Applause.)4

        CHAIRMAN MURIS:  As those of you who know me know, this is the5

sixth or seventh job I've had in government and the third time I've6

been at the Federal Trade Commission, and it's not surprising that I'm7

an admirer of people in government service, and one of the best things8

about it for me is to meet many fine people over the years.9

        And one of my recent experiences excellent10

experiences along that line has been to meet Jim Rogan.  I11

had admired Jim in the past and have recently had the12

opportunity to have several occasions to talk to him, and I13

was particularly excited when he took this job.14

        Judge Rogan obviously will add an important patent15

perspective.  He's the Director of the U.S. Patent and16

Trademark Office and the Undersecretary of Commerce for17

Intellectual Property.  That makes him the principle policy18

advisor in the Bush Administration on intellectual property19

matters, both domestic and international.20

        Judge Rogan also offers an important legislative21

perspective.  He's served two terms in the United States22

House of Representatives.  He was on the House Commerce23

Committee and the House Judiciary Committee where he earned a24
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reputation as a strong leader in the area of intellectual1

property.2

        Before his career on the Hill, he was California's3

youngest sitting state court judge.  He served as presiding4

judge of his court before being elected to the California5

State Assembly, so please welcome Judge Rogan.6

        THE HONORABLE JUDGE ROGAN:  First, I want to thank my7

good friend, Chairman Tim Muris, for inviting me to8

participate in these proceedings today, and to also9

acknowledge both him and another great public servant,10

Charles James, for their sponsorship.11

        And, Tim, if you will allow me, as we used to say up12

on the Hill, a point of personal privilege, I want to echo13

what Charles said about the fine job your staff has done.14

They have been extremely helpful to us as we have prepared15

for these hearings, and I want to thank and acknowledge them.16

        The USPTO welcomes the FTC and the Justice17

Department's desire to air a greater understanding of the18

patent system.  Until recently, patent law was regarded as an19

esoteric field, understood and navigated by a relative few.20

It held, at best, a marginal place in law school curricula.21

        Today, both practitioners and law schools know22

differently, and the FTC and the Department of Justice are to23

be applauded for helping to create a better understanding of24

intellectual property rights.  In attempting to regulate25
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certain economic relations, a greater appreciation of1

intellectual property will prevent against the unintentional2

consequence of stifling the very innovation and competition3

these hearings seek to encourage.4

        The USPTO is the federal government's tangible5

expression of commitment to invention and creativity.  This6

commitment goes back to the early days of our republic.  Our7

founders recognized the importance of patents and copyrights8

in encouraging research and innovation.  In drafting the9

framework for the United States, they placed in the10

Constitution in Article I, Section 8, the authority for11

Congress "to promote the progress of science and the useful12

arts, by securing for limited times to authors and inventors13

the exclusive right to their respective writings and14

discoveries."15

        For over two centuries, our nation has remained16

deeply committed to that vision.  The founders understood17

that a property interest granted to inventors and creative18

competitors, for a limited period, would create the incentive19

for innovation to propel us from a small, agrarian colony20

into an advanced and prosperous country.  The FTC and the21

Antitrust Division today undertake their missions in an economy in22

which intellectual property-based enterprises play a leading role.23

        During my service as an elected official, I saw that24

vision in action.  With the decline of defense spending at25
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the end of the Cold War, the economy in my home state of1

California came close to depression:  Some 700,000 jobs were2

lost when defense industries left the state.  Yet in a few3

short years California rebounded dramatically.  All of those4

lost jobs were recovered and more, but they did not come from5

defense-based industries.  Mostly they came from industries6

based on investment in intellectual property.  Today,7

California continues to lead the nation toward a8

knowledge-based economy.9

        The understanding of the patent system begins with10

the recognition that patents are a form of property11

anticipated by the Constitution.  The supposed tension12

between intellectual property law and antitrust law arises, I13

suspect, from a misunderstanding of patents as a form of14

monopoly.  Although a patent allows an inventor to exclude15

others from using or selling the invention without16

permission, it is not a monopoly in the antitrust sense.17

        While patents can encourage risk-taking and18

investment in new ideas, patent law also limits the advantage19

that a patent confers.  An inventor does not have an20

exclusive rights to that invention forever.  Once the term of21

the patent expires, the invention is in the public domain and22

may be used or manufactured by anyone.  This term limit also23

creates incentives for patent-holders not to rest on their24

laurels:  They must continue to innovate, since the advantage25
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of patent protection is temporary.1

        In granting an inventor a temporary patent, the2

public is given permanent and valuable consideration.  In3

exchange for the limited grant, inventors must disclose their4

invention for all the world to see, study, replicate, and5

make improvements thereon.  The patent must describe and6

disclose the invention so completely that it would allow7

someone of ordinary skill in the art to replicate the8

invention without difficulty.9

        This is a remarkable trade-off.  It is analogous to10

asking a business to each its competitors how to use the11

latest, most cutting edge technology.  This disclosure12

requirement is all the more something when one considers that13

it also allows a competitor to see where the competition's14

research may take them in the future.  It is highly unlikely15

that businesses ordinarily would open such windows into their16

research and development without obtaining a valuable right17

in exchange.18

        Under our patent system, that which might forever19

remain locked up as a trade secret is now open for20

inspection.  In analyzing the economic effects of the patent21

system, commentators often ignore this quid pro quo that22

society obtains from inventors in exchange for the temporary23

patent grant.24

        The Patent Act also encourages the disclosure of25
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secret information in another way.  It creates an incentive1

for inventors and businesses to publish their technologies2

early, even if they do not intend to patent them, since the3

printed publication of an invention can disqualify another4

who might independently arrive at the same discovery from5

obtaining exclusive patent rights in the United States.  The6

FTC has previously noted the importance to competition of7

having policies that encourage disclosure and research.  I8

know these hearings will highlight the important role that9

the Patent Act obviously plays in advancing that policy.10

        A patent is not simply a grant of economic advantage,11

nor is it a form of economic regulation.  A patent must be12

earned through the satisfaction of objective criteria, as13

well as by appropriate disclosure of the innovation.  When14

the inventor applies to the PTO for a patent, the application15

is examined to ensure that under the Act, the claimed16

invention is new, useful and non-obvious when measured17

against all previous inventions.18

        Patent examination does not include an analysis of19

the potential commercial impact of the patent.  It does not20

determine the relevant market in which the invention may be21

marketed or sold.  No patent examiner projects the economies22

of scale to be achieved through the invention.  Patent23

examiners, in considering the breadth of claims, are guided24

by the principle that a patentee's rights are limited only by25
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the ability to make a fully enabling disclosure of the1

invention, to provide an adequate written description of the2

invention, to demonstrate the utility of the invention, and3

to show the invention is novel and non-obvious in view of4

what we call the "prior art."5

        It is true that an innovator in a new area of6

technology may gain what is called a "pioneer patent" that7

provides broad rights.  There is nothing new, nor should8

there be anything unsettling about this.  The history of9

patents, and that of America, is replete with examples of10

inventions that broke new ground.  From the telephone to the11

Internet, from automobiles to plastics, the issuance of12

patents has not impeded the development of new technologies13

and industries, despite the initial protests that issuance of14

the patent would decimate innovation and competition.15

        Although patent law and competition law are not16

universally congruent, they're highly compatible and serve17

many similar ends.  To the extent that the Patent Act and18

antitrust laws are based on dissimilar policies, competition19

regulators are rightfully cautious in assuming that Congress20

automatically intends the distinctive policies of antitrust21

laws to trump those underlying the intellectual property22

system.23

        This is especially true when one contemplates that24

the foundations of intellectual property are found within the25



24

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

Constitution.  These hearings rightfully reflect that caution1

as well as the FTC and Justice Department's recognition of2

the growing importance of intellectual property rights on the3

U.S. economy.4

        Over the last two decades, our three agencies have5

helped work within the framework of the patent system to6

facilitate innovation and productivity in the American7

economy.  For instance, licensing guidelines at the FTC and8

DOJ promulgated in the 1980s helped articulate a balanced9

view of the value of patent rights.10

        That development allowed creative and inventive11

enterprises to increasingly see patents not merely as a tool12

for protecting their product market, but as valuable assets13

that serve a broader economic purposes.  Based on the value14

of these assets, a proliferation of start-up firms in the15

last decade received financing even before they had products16

to sell.17

        Today established firms, and in particular18

universities, now have increasing incentives to look to19

others who can use their patented technologies in order to20

maximize return on their intellectual property.  In contrast,21

a return by regulators to viewing IP rights with a 1970s era22

suspicion would risk interfering with these market-based23

incentives to innovation.24

        Several independent developments in the last 20 years25
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also have affected patent policy.  One was the establishment1

of the Court of Appeals for the Federal Circuit.  The2

existence of a court of national jurisdiction for cases3

involving patents has been an invaluable tool.  By reducing4

the jurisdictional conflicts that had preceded the court's5

formation, the Federal Circuit has made for a more stable6

patent system.7

        The USPTO now has a more coherent body of law against8

which to judge patent applications, and inventors have a more9

assured basis for making judgments on filings.  Patent10

litigators have a greater ability to anticipate the issues11

that will be raised in cases concerning whether patents are12

valid and infringed.  This stability has helped contribute to13

enhancing the value of patent rights as an engine of14

progress.15

        Another development has been the expansion of the16

subject matter of patents.  Whenever new technologies are17

prepared for patenting, such as with microorganisms or18

computer software, the entry of patent law in these areas was19

greeted with predictions of disaster.  Yet today, the United20

States is the international leader in these and all other21

areas of technological advancement.22

        Further, the United States has made it a key part of23

its trade policy to create international frameworks for24

recognizing intellectual property rights.  Agreements25
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negotiated through WIPO and the WTO have enhanced the ability1

of American inventors and holders of intellectual property2

rights to obtain and enforce parallel rights abroad.3

        In short, over the past two decades, the value of4

patents as business portfolio assets has increased, their5

validity has become more predictable, and the area in which6

patents could be obtained have expanded.  Each of these7

developments enhances the usefulness of patent law as a8

motivator for innovation.  This is reflected in today's9

unprecedented explosion of patent applications.10

        There are some who regard the increase in patent11

filings with suspicion.  The USPTO regards this growth with12

mixed emotions.  For a number of years, the USPTO has been13

engaged in what sometimes seems to be an epic struggle to14

muster sufficient resources to provide the timely and quality15

service our customers need.  But we remain confident that the16

growth in patent applications is a boon for America's17

economy, as well as contributing to the genius for18

innovation.19

        Looking across the world we see a high correlation20

between a country's economic strength and the vitality of21

their patent system.  No single cause explains economic22

growth, but neither is it an accident nor coincidence that23

the United States stands at the top of both lists.24

        Once again, I thank Chairman Muris for his gracious25
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invitation to participate here today.  In accepting the1

invitation, I committed our agency to helping these hearings2

facilitate a full discussion on the issues surrounding the3

interplay of intellectual property and antitrust policy.4

        We look forward to assisting both the Commission and5

the Department of Justice in gathering whatever information6

they need to make sound policy decision in today's7

knowledge-based economy.8

        Thank you.9

        CHAIRMAN MURIS:  Thank you very much, Judge Rogan.10

        Let me introduce now Bob Pitofsky, who is my11

distinguish predecessor here at the FTC.  He was chairman for12

six years, and he encountered many of the complex and13

difficult issues that we hope to address in these hearings.14

        Indeed Bob was the first person who suggested that we15

do these hearings, and as on many other matters I took his16

advice, and it was good advice.  Bob, as many of you know,17

has been a prominent academic for longer than he may care to18

admit.  He's been practicing in these areas for decades.  I first19

encountered Bob when I was a young staffer at the FTC at an AEI20

conference -- I don't think Bob remembers this, but I had the extreme21

pleasure of going out to dinner after going after he spoke, with Bob22

Pitofsky and Bob Bork, and Bob and I have been friends for a long time.23

He has graciously come back to give us his views on this topic, so I24

welcome Bob Pitofsky.25
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        PROFESSOR PITOFSKY:  Well, I didn't remember the1

dinner with Tim and Bob Bork.  Have you got any notes?  I2

would like to see what we both said.3

        I am very pleased to be included here in initiating4

this program, looking at these very challenging issues at the5

intersection of antitrust and intellectual property.  The one6

thing that I think we're all going to be unanimous about is7

these hearings are timely and extremely important.8

        I realize that a set of hearings before a regulator9

agency, especially on such esoteric subjects, are not usually10

the subject of the headlines of newspapers, but history11

demonstrates the fact that quite often it's the hearings and12

the studies and the analysis that turn out to be more13

significant and have a greater impact than the high14

visibility cases that are brought by agencies.15

        And I appreciate Charles James' kind word about the16

fact that this agency in the '90s restored that tradition.  I'm not17

entirely objective, but I do think this is the place, along with the18

Department of Justice and the Patent Office,19

to be exploring this set of issues.20

        It was what this agency was thought to be designed to21

do in 1914 and 1915.  The idea was not just to enforce the22

laws, not just be an enforcement agency, but examine the23

question of whether the laws and the procedures that are24

current deserve to continue to be enforced and to be current,25
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to detect and report on new economic trends, and to1

investigate on behalf of the administration and Congress of2

new developments in the economy.3

        Now, these are important hearings.  Why?  I think the reason4

is that the economy is immensely dynamic, and most people would agree5

that innovation is the driving force in that dynamism, that6

increasingly the products and services that we care about the most and7

which make the most difference to the success of our economy are8

products and services that are the embodiment of ideas.9

        Now, it is true that antitrust and intellectual10

property have the same long-term goals, which is to encourage11

innovation or incentives to innovate, and to help to contribute to12

consumer welfare, but the simple fact, the reality is that it hasn't13

worked all that well at different times in our history.  It's not a14

seamless convergence of policies.15

        In the 1970s, the Department of Justice issued a16

series of rules and regulations about antitrust and17

intellectual property, which were very, very restrictive.18

First of all, there was an assumption in those rules that if19

you had a patent, you must have market power, and I think20

that defies common sense.  You can have a patent, and nine21

other people can have a patent, and you could be meeting them22

in the marketplace or you could be meeting non-patented23

competitors in the marketplace.24

        Many of the rules declared practices, especially25
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licensing practices, illegal per se, that is, abbreviated1

analysis in which behavior was declared illegal, simply on2

the face, without examining why the behavior was engaged in3

and whether there were good business reasons.4

        Many licensing practices that today would not even be5

investigated were declared illegal in that set of rules only6

30 years ago.  It was amazing to me to sit with a class of7

students, as I did just two or three weeks ago, and examine8

the content of the so-called "Nine No-Nos" of enforcement9

policy in 1970, a far, far cry from where we are today.10

        It seems to me that one must conclude that in that11

period, enforcement agencies, backed by the courts, had come12

to a position where antitrust usually trumped intellectual13

property and the values underlying intellectual property.14

        I do believe that the pendulum has swung a long way15

since then.  There are many examples.  I'll use one that16

Charles mentioned is going to be a subject of these hearings,17

and that is the CSU v. Xerox case.  I have no quarrel with the18

result of the case, who won and who lost, but the analysis was as19

follows:  That it's a unanimous premise, and I agree with that, that20

the party holding the patent or a copyright for that matter21

doesn't have to license it.  They can tuck it away.  They can put22

it away.  They can do it themselves.  They have no obligation to23

license.24

        That's unanimous, but then the next step in the argument25
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is that because you didn't have to license it in the first place, you1

can license it on any terms you see fit, with three very, very narrow2

exceptions.3

        I am very uncomfortable with that kind of analysis.4

It seems to me that there, intellectual property has trumped5

antitrust because some of the licensed conditions that could6

be introduced are licensed conditions that have traditionally7

been violations of the antitrust laws, and I have in mind,8

particularly using your monopoly power, your real market9

power or your monopoly power in one market because you have a10

patent in order to influence and even monopolize another11

market.12

        That, it seems to me, is trumping antitrust, and all13

this occurs in a period in which many scholars are concerned,14

and I include myself in this group, in the number and the15

scope of patents that are being issued, even after you16

discount for the size of the economy.17

        The fact remains that there are more patent18

applications and more patents issued today per dollar of R&D19

than has been the case in many decades.  I don't think it's20

because we've become more original and more innovative, and21

certainly I would look to these hearings to examine the22

question of why it is that we find ourselves issuing as many23

patents as we do.24

        What are the possible approaches?  First of all, one25
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approach would be to argue that intellectual property is just1

property, and there's no reason why antitrust must adjust to2

take to special circumstances of innovation and the3

embodiment of ideas in to account.  I don't think that's4

right.5

        I think in innovation-type markets, in the high-tech6

sector of the economy, it is much more dynamic and the7

durability of market power is less.  I don't mean that it's8

always going to be dissipated in a short period of time, but9

on average market power isn't going to last as long.10

        Also, as the intellectual property guidelines pointed11

out, Rich Gilbert had so much to do with, it's so much easier12

to appropriate, to misappropriate intellectual property, and13

finally, and I think most significantly, there is emerging in14

this scholarship a notion that the basic economics of15

intellectual property markets are different.16

        Most of the expenditure in IP markets is in coming up17

with the idea in the first place.  It's the basic investment18

in R&D.  Once you have the R&D, duplicating the product often19

doesn't cost anything or hardly anything at all.  A copy of a20

line of computer code, for example, doesn't cost anything at21

all.22

        The result is that quite often in intellectual23

property markets I recognize that the tendency is not to24

curtail output and raise price.  It's quite the opposite.25
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It's to increase output and lower price in order to get as1

many people as possible to use this product which it costs2

you practically nothing to reproduce.3

        And Andrew Grove in his book "Only the Paranoid Survive" has4

a chapter in which he explains the economics of this.  Lawrence Summers5

has done a paper quite recently on this subject, and I'm quite6

persuaded the economics could very well be different, and that should7

be examined in this set of hearings.8

        The other extreme is that antitrust has no role to9

play at all.  Because the market is so dynamic, just leave10

the market alone, and it will take care of dissipating market11

power.  As Bill Gates in a hearing before Congress said, no one12

has a key to the factory of ideas.13

        Well, I agree with that, but it doesn't follow that14

market power will dissipate in a short period of time.  First15

of all, there is the patent itself which creates significant16

market power for a period of 20 years or the copyright for17

even longer.  There can easily be network effects where once18

you pass a tipping point in a particular market sector, it19

becomes almost impossible for anyone to catch up.20

        You can leapfrog over it to a new technology, but21

catching up is extremely different, and just look at the real22

world.  The fact of the matter is that there are companies in23

the high-tech sector emphasizing intellectual property who24

have had market power for quite a period of time -- ten years, 1525
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years -- and brought in enormous profits as a result, pharmaceuticals,1

bio-tech, computers and so forth.2

        Now, do I think that any company is likely to3

duplicate the performance of Alcoa in the first half of the4

century which dominated the market for the first 50 years?5

No, probably not, but that doesn't mean that you can't have6

durable market power in this industry.7

        The result is, the bottom line is, I don't agree with8

either position.  Intellectual property is different, and yet9

I think antitrust has a very important role to play.  The10

question is how do you adjust antitrust in order to fit11

comfortably with the goals of intellectual property?12

        That is an immense challenge, which I take it will be13

the centerpiece of these hearings.  But with the Department14

and the FTC, and I'm very encouraged by the fact that the15

Patent Office is so willing to consider these issues in an16

open mind in an analytical way, and with the wonderful people17

who have been at the Commission in the past, Susan DeSanti18

and others, who have run our hearings, all I can say it's an19

immense challenge.  Lots of luck.20

        (Applause).21

        CHAIRMAN JAMES:  All of us today have been22

celebrating our role in making antitrust policy and making23

intellectual policy from the standpoint of the enforcement24

agencies and regulatory agencies.25
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        One of the realities of our lives in government is1

every once in awhile there is another body of your government2

who can bring our policy decisions down to earth, and that is3

the judicial branch of our government, which has an equal and4

very important and very significant role in helping us5

understand the legal limits on the policy decisions we make.6

        We are very glad today to have the Honorable Judge7

Pauline Newman here to give us the view from the Court of8

Appeals for the Federal Circuit, the court that presides over9

many of these key issues we'll be discussing in our session.10

        She has served on the bench there since 1984.  Judge11

Newman has her roots in the scientific community.  She earned12

her Ph.D. in chemistry from Yale and worked as a research13

scientist before embarking on a career that led to a service14

on a wide variety of boards and committees dedicated to15

addressing legal issues in intellectual property.16

        Judge Newman has authored quite a number of very17

important decisions, far too many for us to list today, but they are18

very important, and she has helped to craft the law in this area as19

much as anyone, and we are indeed very honored to have her speak with20

us today and to get the judicial branch's input in these important21

undertakings.22

        Please welcome Judge Newman.23

        (Applause.)24

        THE HONORABLE JUDGE NEWMAN:  Chairman James, Chairman25
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Muris, Judge Rogan, I'm delighted to share this distinguished1

podium and to share in the introduction of this very2

important topic.3

        All of the speakers thus far and surely for the rest4

of the afternoon will stress the national, social and5

economic benefits of industrial innovation.  We've all6

recognized what we've come to call the knowledge economy.7

        We're talking here about knowledge based on science,8

knowledge derived from science, but knowledge that's been9

made available through technology and through industrial10

effort, electronics and communications, other new fields, all11

flowing from advances of science and from entrepreneurial12

risk-taking commercial investment.13

        Examples in the biological science you mentioned this14

afternoon, material science, the interrelationship of15

knowledge and the law and technology has penetrated even the16

mature businesses of the past.17

        Our court's 20-year existence coincides with this18

period of intellectual and industrial development,19

development that's been intertwined with and supported by the20

laws of intellectual property, primarily patent property on21

the agenda for today.22

        I should say that I speak only for myself, not for my23

colleagues on the court and not for our court, and I do draw24

on my past experience as a scientist and as a lawyer with25
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technology-based industry, and as well as my observations on1

the Federal Circuit.2

        The Federal Circuit arose from the broad policy study3

of industrial innovation, as some of the speakers have4

already mentioned this afternoon, in 1978 President Carter's5

domestic policy review of industrial innovation.  It was a6

time of serious industrial stagnation.  The Federal Circuit7

was formed as a dramatic move for the purpose of adding8

stability to the patent law.  It was the first change in9

judicial structure in over a hundred years, perhaps the last10

for another hundred.11

        Let me tell you something about our court.  Patent12

cases are about a quarter of our case load.  The rest of our13

jurisdiction is mostly historical, derived from our14

predecessor courts, relating to government contract disputes,15

tax cases, Fifth Amendment cases and eminent domain claims,16

Native American claims (we're the successor to the old Indian17

Claims Commission), child vaccine injury claims, all of those18

appeals come to us, as well as veterans claims (we're the appellate19

court for the newly formed Court of Veterans' Appeals), employment20

disputes, oil and gas price controls left over from the old21

Temporary Emergency Court of Appeals, which has become quite22

permanent, and other customs duties case coming23

from the Court of International Trade come to us, unfair24

competition and imports.  We receive the appeals from the25
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International Trade Commission, the trademark appeals, of course, from1

the United States Patent and Trademark Office and the other patent2

office tribunals, a broad variety deriving, as I said, from our3

predecessor courts and this additional jurisdiction of appeals of4

patent cases from the district courts in the nation, and the5

congressional insistence on preserving the general structure of the6

appellate courts.7

        Most of our judges have a general background.  Most8

of our judges hadn't seen a patent with its nice blue seal9

before coming on our court.10

        The issues of policy, economics and the law that11

surround antitrust issues it seems quite clear to me are not12

the same from those that govern the role of patents.13

        Patents are directed at innovation.  That's their14

purpose, and of course they affect competition.  That's how15

they work.  That's the only way they work, and that is why16

we're here today.  The history of trade regulation though17

shows that these interactions have not always been well18

understood and perhaps still are not well understood.19

        The role of creative invention and the evolution of20

scientific knowledge and its practical application and the21

investment risk-taking in producing new products all become22

history, most irrelevant, when the products are successful and23

on the market.  But isn't that when antitrust starts?24

        The patent system serves to encourage the start of25
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this lengthy and expensive and risk-laden process.  Unless1

the process of innovation is successfully completed, the2

patent is of no value.  I shouldn't say no value.  The3

knowledge it discloses can be of enormous value.4

        But one of my first assignments as an industrial5

scientist was to review the technological history of6

synthetic rubber, and I did easily find about 150 detailed7

scientific references.  Every single one was in the patent8

literature.  None existed elsewhere.9

        In virtually all fields of technology today as well,10

patents are the major if not the only source of technical11

information, so it is appropriate to understand the functions12

of patent systems in considering trade regulation.13

        Patents cover only things that are new, things that14

were unknown before the patentee discovered them and15

disclosed them.  The technologies have driven the economy16

since the Industrial Revolution have all invoked the17

commercial incentive of patents.  There are, I'm told, no18

exceptions, from the cotton gin to the electric light, the19

airplane.20

        As soon as the inventor showed the way, the21

entrepreneurial spirits of the nation took hold, and the22

copiers appeared, and litigation ensued.  All the major23

patents have been through the courts.24

        The economic role of patents was studied as well as25
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it might be at the time of the formation of the Federal1

Circuit court.  You may recall that in the late 1970s, the2

economy of the nation was at a low point.  Investment in3

basic science and in applied research had disappeared.  There4

were mass layoffs of scientists and engineers.  I recall the5

revolution in the American Chemical Society to try to somehow6

adjust or interact with what was happening to scientists who had7

studied and were jobless.8

        Our production in the United States was no longer9

competitive.  Old technologies were stagnant.  New ones were10

dormant, and the balance of trade had turned negative for the11

first time perhaps in our national history.  Only technology-based12

industry made a positive contribution, and there was concern, real13

concern, that national policies were not attuned to the needs of14

this industry, that we had created disincentives to industrial15

innovation.16

        I was a member of this Domestic Policy Review in the17

Carter Administration, and I recall talking and thinking18

about the conclusions, and the conclusion that didn't take19

much to know, that a diminished patent incentive had evolved20

in the United States.  Chairman Pitofsky mentioned some of21

the 1970 procedures and guidelines that were being followed.22

        It was clear that antitrust policy as well as23

judicial attitudes were providing disincentives to24

technological industry, and the economic consequences were25
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quite apparent, and they led to some major policy changes,1

new examination practices in the patent office.  The2

Reexamination Statute came out of that study, formation of3

the Federal Circuit and changes in competition policy,4

changes still pretty much present.5

        In 1981, a spokesman for the patent section of the6

Antitrust Division, Roger Anderwell, summarized the economic7

premises for the policy changes.  He said that companies that8

invest heavily in the research and development of new9

technologies have about three times the growth rate, twice10

the productivity rate, nine times the employment growth, and11

only one-sixth the price increases as companies with12

relatively low investments in R&D.13

        And that economic philosophy has very much guided the14

interface, if I can call it that, between antitrust and15

intellectual property law.16

        This so-called tension, we still call it tension,17

between the patent laws and the antitrust laws was rebalanced18

with emphasis on industrial innovation.  Today our economy is19

even more dependent on technology and the advance of20

technology-based industry than we were 20 years ago.21

        Also during that period we've experienced the most22

creative, energetic, entrepreneurial surge since the23

Industrial Revolution because manufacturers are involved.24

I'm afraid our court can't take all the credit, but I would25
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like to.  The creation of our court was a major step that was1

taken as part of the design to restore the statutory and2

indeed the constitutional role of intellectual property.3

        Well, we all know, and President Levin has heard me4

say, how hard it is to quantify the place of patents in this5

I call it a technological odyssey.  The powerful new6

knowledge that science was producing was better supported by7

patents.8

        There were harmonious decisions of the Supreme9

Court.  I mention particularly the Chakrabarty decision,10

which is credited for enabling the bio-tech industry, and the11

Federal Circuit, after it came into existence, the first12

thing that it did or tried to do was to restore the13

strength of the presumption of validity of patents had been in14

the statute since 1952, for all the good that it did anyone.15

        Our court, from the beginning, has tried to be16

faithful to the statute.  I trust we've succeeded in some of17

these areas.  One of the things that I have noticed since18

I've been on the court is that the investors, the businesses19

that have been built on technology, seem to understand what I20

call the risk return principles of the patent system often21

far better than the legal system has.22

        This commercial reality is seen in every patent in23

litigation, and it does contravene some of what I've read24

being written by the theorists.  For example, one sometimes25
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reads, in studies of the patent system, that most patents are1

on minor changes.  That's true.  But the conclusion ensues2

that they aren't worth very much, why bother.3

        Yet in our court we often see patent litigation on4

what look like relatively minor advances in relatively small5

industries, but the business they support must be worth at6

least the hundreds of thousands or the millions of dollars7

that the litigation costs.8

        Each minor advance leads to the next one, to perhaps9

what's called a leapfrogging advance by a competitor adding10

the diversity and competitiveness, instead of the stagnation11

that we now see in industries where innovation is absent.12

        Economists tell me, I press them on this, that it's13

not easy to include all the variables and analysis of the14

relation among technological advance and patent rights.  The15

value of individual patents, of course, varies greatly as do16

all other aspects of the product and its cost of development17

and its position in the market.18

        Commentators have well recognized that the dependence19

of patent protections varies with the industry and its20

maturity and its capital structure and its rate of21

technological change, and it does have other factors.  I do22

see it.  I welcome the interest of this Commission and of the23

scholarly interest, but we are still at the threshold of24

understanding how best to serve the national interest.25



44

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

        In the courtroom, each case presents a different set1

of relationships.  The litigation is almost always between2

competitors, the innovator and often a copier.  Litigation3

occurs after the invention has been developed, after it's4

been shown to be successful in the marketplace.5

        Only the successes are copied.  The creation and the6

marketing of something new is much rarer, much harder than7

moving in after it's been proven out.  It's for this reason8

that I say that the intellectual property laws are much9

broader impact than is measured by market competition, and I10

am pleased to see on the F.T.C.'s web page that you are receiving11

submissions on this broader impact.12

        Let me just close with a few thoughts as to broad13

areas that I think in addition to whatever else you're14

studying would benefit from review, at least as they apply to15

new fields of technology.16

        The first one involves very basic fundamental concepts that17

perhaps it wouldn't hurt to look at it again:  how easy or how hard18

should it be to get a patent?  What should be the extent19

of advance in the field in order to obtain a patent, and how20

do you measure it?  How expensive should it be?21

        As Judge Rogan said, the thing to be patented must be22

not only new, but it must be unobvious to persons of ordinary23

skill in the field of the invention.  Last year I think there24

were over 300,000 patent applications, inventors who thought that25
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they met those requirements at least enough to make the initial1

commitment in the legal fees to get into the system.2

        What an extraordinary testament to intellectual3

vigor.  Not all of these applications will be granted, but4

maybe half will.  So I wonder what's going to happen to the5

other half.  Are they going to be shelved?  Are they going to6

be hidden in secrecy?  How many of those will be developed to7

benefit the marketplace?8

        The standard of unobviousness is the core of the9

United States' law of patentability.  The early United States10

patent statues required only novelty and utility, as in11

England, that's what the British law required, but the judges12

often instructed the jury on something they called13

invention.  Justice Story called patentability the14

"metaphysics of law."15

        Now, it's in our statutes since 1952 and requires16

unobviousness and there is a large body of precedent applying that17

standard.  In litigation most patents are attacked on that18

ground.  It's fuzzy ground.  It's hard to decide, difficult19

to administer, even harder to set.20

        Some of you may remember at the time that the21

European patent was being established in order to try to22

ascertain what standard should be set for the examiners in23

the European patent office, the various systems were studied,24

and it was ultimately decided to try to establish a standard25
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sort of halfway between that which was being applied in1

Germany and that which was being applied in the Netherlands,2

perhaps approximating the vigor in the United States,3

perhaps a little more rigorous.  I must say I'm no longer4

current on international practices.5

        What I have observed, however, is still the6

continuing similarities in the scope of patents that are7

granted in the various countries.  Much has been written, is8

being written on patent scope, for it has many implications9

for the patentee and of course for competitors.10

        How easy, how hard should it be to avoid someone11

else's patent while using his idea?  The Federal Circuit has12

in recent years tightened its view of patent scope, tightened13

its view of how the law of infringement should be14

interpreted.15

        As a result, our decision constraining the doctrine16

of equivalents is now before the Supreme Court, where much of17

the argument related to the balance between innovator and18

copier, a lot of discussion of fairness as well as the19

economics.20

        These are hard questions.  They have many21

implications beyond competition, beyond patentability.  For22

instance, some of our opinions have said that if you, the23

patentee, wanted broader coverage, you should have done more24

work.  You should have had more examples of broader25
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specification and entitled yourself to broader coverage.1

        There's as much commentary on all of this.  Some2

decisions have said, Well, you should have fought longer and3

harder with the patent examiner instead of taking what you4

could get.  The critics say that all of this adds to the5

front-end cost, diverts resources at a time when they're6

scarcest, because it's often uncertain, at the time the7

patent application must be filed, even more so if we go to a8

first-to-file system, in order to decide whether the product9

has market value.10

        The response and generally my court's position is11

that the limits of the grant should be clear.  There should12

be clear notice to competitors of what's covered and what's13

available without the court having to tell you.14

        These are important questions of law, policy and15

economics, and there are risk factors.  Risk factors of16

course vary with the field of the invention, and again the17

front-end costs of R&D.  How much you can do before you're18

reasonably assured of a return on that R&D -- do you have to do --19

depends on the field of the invention.20

        In some fields technology is soon obsolete.  The21

common thread, the fundamental theme of patents is that the22

prospect of a commercial advantage is an effective incentive,23

effective enough to meet our national economic goals, and that24

reducing that prospect reduces the incentive.  How to measure25
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all of this I will leave in your hands.1

        I see the strength of the patent system drawn from2

the principles of property.  The securing of property, as one3

discovers, this is the word that the Constitution uses, to4

secure the right, was viewed as the securing of a natural5

right.  It's interesting to me to compare Jefferson's view of6

patents as primarily an instrument of fairness with Madison's7

view as an incentive to commercial enterprise, but both of8

these accord with a powerful view, the powerful belief of the9

framers in the sanctity of property.10

        And it's these property rights, as I see it, that are11

the foundation, the economic foundation of the innovation12

incentives that are built on technology.13

        I have yet to come upon an improvement in the14

simplicity and effectiveness of the principle that legally15

protected exclusivity for a limited time in exchange for the16

disclosure of the new knowledge is an incentive, an effective17

incentive to innovation.18

        So where are we?  Science and its applications have never been19

more promising.  Technological development has never been more dynamic.20

The public disclosure role of patents in this context is at least as21

important as it's ever been.  The22

knowledge contained in patents is not owned by the patentee.23

It's contributed to the public.24

        Only the use of the knowledge in tangible embodiments25
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1

that you sell is controlled by the patentee.  Others can use2

that knowledge to enhance their understanding, the progress3

of science to build on it.  In that sense the property is the4

converse of intellectual, for the ideas in patents are freely5

available to all.6

        I was interested to hear that you're also going to study7

foreign patent and antitrust aspects because we know that much of the8

patented technology in the United States is of foreign origin.  This9

reflects the large foreign presence in our markets, and United States10

industry reaching into world markets under foreign patents.11

        In our court, sometimes both sides are foreign12

entities or at least the U.S. subsidiaries of foreign13

entities, and the patent decisions in other courts, we see14

this in some of the European states, often are United States15

origin inventions.16

        Other nations are studying our law.  They're very17

interested in our judicial structure.  We often have18

delegations finding out what is the secret of the19

entrepreneurial vigor and the creative strength of the United20

States.  Again I would like to think it's the Federal21

Circuit.22

        So I conclude with a truism, that an understanding of23

intellectual property in all of its complexity is fundamental24

to the development of an optimum national policy.25

        So I commend you, Mr. Chairman, General James, for26
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this educational afternoon.1

        (Applause.)2

        CHAIRMAN JAMES:  Our next two speakers, Q. Todd3

Dickinson and Gerald Mossinghoff, have both helped lead the4

Patent and Trademark Office.  First, Mr. Dickinson is a former5

Director of the U.S. Patent and Trademark Office and the6

Undersecretary of Commerce for intellectual property.7

        He is now a partner at Howrey, Simon, Arnold &8

White.  He specializes in intellectual property, drawing on9

his wealth of experience in this field.  He's also written10

extensively on topics of keen interest to us today, including11

electronic commerce and IP enforcement in a knowledge-based12

economy.13

        He's taught at George Washington University, my alma14

mater, which makes him brilliant; Georgetown University;15

George Mason University, a place of fondness to Chairman16

Muris; University of Pittsburgh; and Tokyo University.17

        Please welcome Q. Todd Dickinson.18

        MR. DICKINSON:  Thank you, General.  Thank you again19

for inviting me, and I know I join my colleagues, both20

current and former at the USPTO, in thanking you and Chairman21

Muris for convening these hearings because this is obviously,22

as many speakers have pointed out, a critical and an23

important topic for us to investigate.24

        Let me also thank Judge Newman.  She is a tough act25
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to follow in many ways.  She does a beautiful job at1

articulating many of the key issues that are before us, and2

so what I'm hoping to do today is just touch on a few of them3

from the perspective of someone who has had to, as my4

colleagues have, administer the system and talk about a few5

of the particular issues that are involved there that I've6

understood your point to look into during the hearings.7

        I think it's instructive to recall, as several8

speakers have, just what the benefits attained by9

intellectual property systems and the policy rationale for10

them are in the first place.11

        As was suggested, the first and principal rationale12

obviously is that many times economic incentives are needed13

to motivate people to invest fully in research and14

development into new technologies, and we provide those15

through the systems that we've been talking about today.16

        By providing that period of exclusivity, prohibiting17

others from copying innovation, they are designed to18

encourage the investment in that research and development and19

in the resulting innovation.20

        This has been repeatedly demonstrated, and I'm going21

to put some of this in historical context.  This has been22

repeatedly demonstrated throughout our history in the United23

States.  The patent grant and the copyright grant are both24

constitutionally based, and they were among the first laws25
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passed by the very first Congress sitting in Philadelphia,1

and those systems, I think, have led in many ways to the2

United States being among the most technologically advanced3

and culturally rich countries the world has ever known.4

        Now, sometimes, as people have said, we call these5

rights monopolies.  I think that's probably too strong a6

word.  It obviously has inherent and sometimes negative7

connotations, so what is really granted is a fairly limited8

property right in many cases, property right whose economic9

value will often be determined by the market and not by10

government fiat.11

        Also, I think it's important to remember that in only12

a very small percentage of cases can patented ideas survive13

the product development cost burdens, the manufacturing14

problems, the marketing problems, and the other rigors of15

getting them into an actual product, and many patent ideas16

that do end up in cover alternatives, incremental optional17

features, cost savings, et cetera, and don't ordinarily18

displace alternatives, and they can also, in many cases, be19

easily designed around.20

        There are also many inherent legal limits on the21

protection that patents can afford.  A valid patent, some22

have said, is really nothing more than a limited term right to bring23

an expensive and lengthy lawsuit against infringers on the basis what24

may turn out to be narrowly drawn or interpreted claims.25
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        Moreover, any prior use, any sale, any publication or1

public knowledge more than one year prior to the application2

filing date is an absolute bar to the validity or enforcement3

of such a patent.  It might be suggested that therefore only4

on occasion or rarely can individual patents or small5

clusters of patents, even if fully enforced, provide6

significant market exclusivity, and only in narrow and new7

markets for limited terms, no matter how unfairly one might8

seek to define that relevant market.9

        The number of truly pioneer inventions or pioneer10

patents that turn out to be capable of providing significant11

market power with sufficiently broad claims may be indeed12

fairly small, and if so, are usually well deserved.13

        Now, this is not to suggest that multiplicity of14

patents or what have been called patent thickets or patent15

shields or other collections of patents could not establish16

sufficient barriers to entry to create the possibility of17

market power.  I think that's one of the issues that these18

hearings will elucidate in many ways, but as I say there are19

many vehicles and many mechanisms that are used to address20

the negative implications of that, designing around being a key21

one, thereby improving the process.22

        In turn, broad cross-licenses are given to those23

improvements.  These mechanisms can help break down some of24

those thickets and shields and provide business access to the25
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intellectual property and actually encourage competition.1

        Now, obviously this is not to say that certain2

situations could not raise anti-competitive concerns.  Some3

of them have been talked about this morning.  One can4

certainly envision when patent thickets arise when5

accompanied by anti-competitive conduct, they can tip the6

balance between IP protection and the antitrust laws.7

        The Commission and the Department have dealt with8

these, for example, in the DVD context, MPEG and others, and9

they have mechanisms to deal appropriately with such10

situations.  But again it's not necessarily the patent11

thicket itself, I don't think, which tips the balance.  It's12

the anti-competitive conduct.13

        Some, however, including perhaps a lot of folks in14

the academic world, worry that overly strong IP protection15

rights or those which might be inappropriately or overly16

expansively granted may actually have the opposite effect to17

this incentive that we've talked about, and that may serve as18

an impediment rather an incentive for the kind of19

technical progress the patent system was designed to foster.20

        Repeated studies have sought to analyze this question21

over the years from a variety of pedagogical viewpoints, and22

frankly I think they've come to a fairly widely varying23

results.  For every individual who believes that broad24

patent rights will choke such important and fast-moving25



55

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

fields as the Internet or genomics, there are others who1

argue that the historic record and frankly the current market2

might suggest otherwise.3

        I'll give you an example.  Some have argued for years4

against the patenting of software.  It's been a long running5

debate, since the first programmable digital computers had6

software which was accessible generally.7

        They have charged that the patenting of software in8

this context would actually impede, maybe even strangle, an9

important industry sector in the United States.  Yet today,10

we patent software routinely.  It's one of the fastest11

growing categories of patenting in the office, and the patent12

software industry seems to be remarkably robust in the United13

States, and the factors that have contributed to certain14

charges of market dominance in that field have not implicated15

patent rights.16

        Now, when new technologies arise, they even create a17

significant enthusiasm to spread that technology very18

rapidly, and sometimes intellectual property is seen as an19

impediment to that spread, and I think that's a fair20

reaction, it's a natural reaction, particularly when it's21

those technologies may be widely accessible or easily copied.22

        However, most of these new technologies, at the same23

time, depend very heavily for their commercialization on the24

protection and the nurturing effect that IP systems properly25
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provide.1

        Investors in such new technologies often require that2

there be strong assets to provide the collateral to back up3

those investments.  If they can be copied easily by4

competitors, there's obviously less incentive to invest, so5

ultimately there's a tension, the tension in these hearings6

again will illustrate between the need to incentivise7

invention and particularly follow-on invention and the need8

to incentivise investment in the development and9

commercialization, and then to make that technology widely10

available.11

        It's also important to note that many factors will12

affect the commercialization of technology, especially in13

fast growing areas.  There's sometimes a presumption that14

patents can bring this to a halt.  As we've said, if only15

patents were often that powerful.  Ordinary market forces can16

often swamp that effort, and moreover, as we've said,17

designing around and other types of mechanisms have contributed18

here.19

        For every one-click patent which is alleged to20

dominate on the on-line retailing market, for example, there21

comes a new solution, such as two-click with its inherent22

technological and commercial advantages and potential outcome23

at the end of the day, and I hope that the studies that this24

process will evaluate and bring to light will provide a25
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balanced review of this area, and a subsequent understanding1

of the reality of the situation which I think is much more2

important than the academic arguments that are sometimes3

engaged in.4

        Let me again reiterate and commend, mirroring what5

Chairman Muris had said and commend President Levin -- and6

Commissioner Mossinghoff is involved in this as well -- for the7

study they're undertaking at the National Academy of Science,8

and I think that's extremely valuable.9

        Let me talk a little bit about some of these specific10

topics.  Patent thickets, again let me return to that for a11

second and how that relates to what we do or what we've done12

at the Patent Office.13

        Some concerns we've said have been raised over the14

extent to which these new technologies may lead to multiple15

licensees and multiple patents and what the competitive16

effect of this might be.17

        The principal evidence behind a lot of these concerns18

appears to be the increasing number of patents, and several19

speakers have addressed this issue of patents and the number20

of patents and patent applications which are processed21

through the Office.22

        There hasn't been a lot of empirical data yet.  I23

would suggest, though I know there are some studies out24

there, that would demonstrate just where these actual25
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thickets are in a particular industry.  I think that will be1

an important thing to come to understand, if indeed such a2

thicket or such a concentration existed.3

        It may be something that's more researched as4

occurring across a wider spectrum of technologies, and these5

new technologies, as they arise, there may be an6

underappreciation of the potential for patent protection7

where this expansion occurs in areas such as business8

methods.9

        It may also be the case that reforms in the patent10

laws and policies that we'll talk about, and I'll talk a11

little bit more in a minute, have made the patent system more12

accessible and made it where at one point in time it may have13

been underutilized.14

        Also, I think a lot of the arguments about thickets,15

unfortunately, tend to seem to rest, at least the ones that16

I've heard, on fairly anecdotal evidence, where patents are17

categorized as broad or overbroad, either through a have I18

expansive reading of the patent, maybe the abstract, maybe19

the press releases in some cases I've noted when companies20

obtain patents.21

        It should be reminded that the claims of the patents22

are the only thing that have a legal effect, and as the23

Commission and the Department and others study this, I think24

they need to make sure they get below the surface to a lot of25
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these arguments to the reality of them.1

        Of course it is indeed possible, maybe even likely,2

that thickets might exist in certain areas, but I think we3

have to take them in many cases on a case-by-case basis.4

        Let me talk about the issue of scope of protection,5

which I think is another issue.  Defining patentability6

subject matter is at root.  It's a matter for the Congress7

and for the courts to decide, and as Judge Newman talked8

about, we have gotten very clear guidance in this area in9

many ways, from the very seminal opinions 20 years ago in10

Diamond versus Chakrabarty where the Supreme Court held that11

genetically-engineered living organisms were appropriate12

subject matter within the scope of Section 101 of the Patent13

Act, and then in doing that propounded the broader philosophy14

that anything under the sun made by the hand of man is15

patentable subject matter.16

        Right up to the present time, the U.S. system has17

taken a very expansive view of what is protectable by patent,18

and in many ways, we are by far the world leader in19

recognizing and expanding that.20

        And just a month or so ago the Supreme Court in the21

JEM case reiterated and actually went from a five to four22

vote up to a six to three vote on this basic tenant of the23

patent law.24

        Now, most observers would I think recognize that this25



60

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

change, this evolution, this setting that we've come to has1

also been a very significant contributing factor in the2

United States to developing new technological markets,3

technology probably being the singular example.4

        Another great foundation or principle of our system5

in the United States is that it's technology neutral.  It6

aims to apply the same norms to all inventions and all7

technologies.  Now, some are critical of that.  That's8

understandable, but I think that the uniformity and the9

neutrality of patent standards, of novelty, the obviousness,10

non-obviousness and utility have allowed it to respond to new11

sciences, entire new industries, without the need for12

Congress to constantly retool the law with the attendant13

political pushes and pulls, depending on who's in power or14

who's the chairman of a particular committee or not.15

        The natural evolution of the patent system I think is16

no small achievement.  More importantly, I think these17

arguments that have been made about the scope of18

patents may be actually after the wrong target in some ways,19

with potentially negative results.20

        I think in that context, it's very important to21

distinguish between patentability, what's patentable on the22

one hand, and access or licensing or the ability to get at23

that technology on the other hand.24

        Now, licensing clearly has antitrust implications, if25



61

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

the underlying behavior is anti-competitive.  However, in1

many areas where the actual concern is about access, we were2

talking about software a minute ago, genomics, even to some3

degree the very rigorous debate about HIV/AIDS drug pricing4

in South Africa.  Those who would suggest that the concern5

needs to be dealt with have dealt with it by trying to attack6

patentability instead of licensing and access, and I think7

that's getting at it from the wrong end.8

        As I said though this is not to suggest that certain9

types of patents may not raise legitimate questions of access10

that have market implications.11

        These examples, while important, in many cases tend12

to be fact- or technology-specific and therefore can be best13

dealt with with an individualized or medial approach perhaps14

rather than a broad brush.15

        An important and I think justified concern in this16

area is what's called patent layering.  It occurs at the17

moment most significantly I think in the genomics industry.18

The concern is that patents which issue on gene sequences,19

perhaps even greater concern on fragments like expressed20

sequence tags or single nucleotide polymorphisms, will be so21

numerous, yet issue to such a multiplicity of inventors and22

assignees so as to form a kind of intricate licensing web23

that prevent other researchers from gaining access.24

        For example, if you were going to commercialize a25
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diagnostic method, you may have to go from owner to owner to1

owner to owner with redundancies and cost implications that2

are clear.3

        To address this concern I commissioned, when I was4

over at the Office, what was called a white paper on5

so-called patent pooling to analyze whether this traditional6

means of dealing with this issue might be appropriately7

applied in the biotechnological area.8

        Now, in traditional antitrust terms I think patent9

pooling's often thought to have negative effects and can10

be highly discouraged when it's unregulated.  However, when11

we have a situation as we're talking about here -- another12

recent example would be the MPEG or High Definition13

Television, for example -- there is a really opportunity I14

think to moderate the negative effects, to increase access by15

pooling together with appropriate oversight and regulations.16

That white paper I think is still on the USPTO web site.17

        Another good example of an appropriate access18

mechanism that's worked is a very similar one, and that's19

one, for example, that was adopted 20 years ago by the20

University of California, San Francisco and Stanford, who21

were the assignees of the Cohen/Boyer patent for manipulated22

recombinant DNA, a very basic -- in fact it's a very pioneer23

patent.24

        The assignees in that case, recognizing the issues25
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they were faced with, chose to license that patent, chose to1

license that patent freely to any academic researcher or any2

non-commercial researcher that wanted to use it and charged3

an appropriate licensing mechanism for the commercializer of4

that.5

        As a result in many ways the bio-tech industry6

continued to grow and prosper, and we've seen that today7

recently in a similar mechanism where the Wisconsin Alumni8

Research Function has entered into a similar licensing9

program with regard to their system cell patent, also a very10

significant pioneering patent.11

        One issue that this highlights, which I think should12

be -- I think those of us in the intellectual property13

community are very nervous when it's invoked, one issue which is14

clearly sort of on the table, and that's the question of15

compulsory licensing.16

        I think it probably behooves us to look primarily in17

that area to much less drastic alternatives, cross licensing18

mechanisms we've talked about before, the use of superior19

licensing, negotiating strength in certain areas and20

particularly the public sector.  NIH's agreement with WARF21

would be a good example, even jawboning by public policy22

officials.  An example of that recently would be HHS's Secretary23

Thompson's discussions with the Bayer Corporations on Cipro in the wake24

of the recent anthrax attack and the patent pooling I talked25
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about before.1

        Let me talk briefly about the breadth of patents2

which are issued, because I know that's another key question3

which people have talked about a lot, and before I do that,4

specifically let me touch on an issue which Director Rogan5

mentioned, and that is the issue of revenue.  That directly6

affects this question.7

        USPTO is one of the only, if not the only, fully fee8

funded agency in the federal government, and any diversions9

of fees from the USPTO that occurred on my watch, on his10

watch, and others' watch, continues to be a significant11

problem, particularly if that magnitude increases.  It12

directly affects its mission, the quality of its products and13

services.14

        And I think I would applaud those in Congress who are15

trying to take steps to statutorily end this on a permanent16

basis and solidify the PTO's revenue position.17

        I think also additional resources need to be18

developed to further that mission.  Patent examiners need19

more time to examine.  They do, especially in increasing20

complex arts, especially with the greater burden which, with21

all due respect to Judge Newman, which the courts I think are22

appropriately placing on the Office to make a greater and23

more complete record.24

        In this case time truly is money, and if the quality25
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is to be further improved, resources have to be found.  Now,1

this is not to say in any means that the examiners don't do a2

great job with the resources they have.  They do, but this is3

not a case of trying to go to terrible to perfect.  This is4

rather going from very good to better.5

        Now, second, much of the public comment on breadth6

seems to be again kind of anecdotally driven or somewhat7

based on flawed methodologies.  Many critics of patent8

breadth choose very individual patents to pick them out.9

The USPTO issued 190,000 patents last year,10

and they picked these out to try to make their case.11

        I think it's very important that we understand the12

breadth of the kinds of issues we're talking about in this13

area rather than using war stories or individual cases.14

        However, one of the mechanisms for dealing with that15

is the reexamination system, which would allow the Office to16

go -- allow the patentee or third-party to bring that patent17

back into the Office for reexamination in light of additional18

prior art.19

        Now, traditionally there's tension here.  Congress20

took this issue up no less than three years ago, passed a21

bill expanding reexamination somewhat, but leaving a22

system which still had some rather significant holes in it.23

Congress, fortunately, I think is something in a mood to24

reconsider this issue again.  I would hope that they do25
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because I think that the reexamination system is a very1

valuable one but it needs additional reform.2

        Let me touch on the issue that Judge Newman talked3

about, and that's the issue of obviousness.  The USPTO4

searches and examines in accordance with statutory and5

regulatory law.  Section 103 is a good example of that, but in that6

case, the courts have required the Office to apply only specific and7

definitive art references with clear motivation of how to combine those8

references, and only that will suffice for this obviousness9

determination.10

        As recently as last month, the CAFC stated that this11

evidence had to be clearly documented.  The examiner could12

not even rely on the general knowledge that the examiner had13

in the field or even common sense for an obviousness14

determination.15

        Regarding patent quality measures generally, let me16

suggest that the only really comprehensive data of quality17

that I'm aware of that's really truly comprehensive happens18

to reside in the USPTO itself, in their owner quality19

assurance process.20

        This cuts across all technologies.  That process is21

conducted by the most seasoned, the Grade 15 examining22

professionals, that's been in place for many decades.  There's a23

large body of data.  It's constantly reviewed by USPTO management,24

by the Inspector General at the Department of Commerce and by GAO25
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and subject to congressional oversight.1

        It is showing a remarkable consistency in quality2

over the long-term, so anyone who would choose to study, I3

hope folks do, quality in this area needs to gain access and4

use that particular data.5

        However, when new technologies emerge -- a good example6

would be business methods, which I know was an issue that was7

cited in the materials leading up to this meeting -- additional and8

perhaps tailored approaches need to be taken.  That issue arose in9

2000, and what we did in the Office was to put in place the10

so-called business method initiative which, while these patents11

have been issuing since the mid-1860s on, while the IBM Corporation12

was founded on a pair of patents from the 1890s on the method of13

keeping statistical records, they've really come into their open14

as a result of the State Street Bank opinion and the growth of the15

Internet.16

        I think it's instructive.  Many people have been17

concerned about the growth of these patents in the Office.18

They are rapidly increasing, but it's also instructive to19

note, they're less than a half of 1 percent at the moment of20

all the patents that issue out of the office.21

        But the concerns about how this Office addresses them22

are real and genuine, so we issued this business method23

initiative.  Among other things, we brought the private24

sector in these technologies, insurance industries,25
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securities industry, et cetera, into the Office to help the1

examiners understand them better, and we instituted what was2

called the second look where a very seasoned examiner or3

quality assurance specialist reviewed them a second time4

before it issued.5

        And the effects of this was the overall allowance6

rate dropped down to about 40 percent, which is almost 257

percent or more less than the overall issue rate in the8

Office.9

        Finally, let me talk about an issue that Chairman10

Pitofsky raised, and that was the number of patents that11

issued overall and what the implications are of that.  Let me12

suggest, he raised a concern about it.13

        I think as Director Rogan stated, it's obviously a14

concern for the Office in its operations and its revenue.  I15

think it will be a very interesting thing to determine what16

the impact of the effect of that is overall.  Some would17

suggest that it's a natural consequence of reforms that were put in18

place to strengthen the patent system.19

        It's also I think a natural consequence of the20

increased investment in research and development.  It's21

also a consequence of the increase in foreign filing in the22

United States.23

        I think we also need to remember that patents expire,24

not at the end of their full term, but they expire when25
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someone fails to pay the maintenance fees, and that something1

like on two-thirds of patents, the maintenance fee at year 122

is not paid.3

        Let me talk a little bit about some of the reforms4

which may have led to this multiplicity, we'll call it, of5

patents.  In the early '80s principally and into the '90s they6

included things like creation of the CAFC, Diamond versus7

Chakrabarty, the reexamination system, the Bayh-Dole Act,8

better, at least more certain, funding mechanisms.9

        All of these I think have contributed to making10

people feel -- business people, researchers, investors feel11

more secure in the patent system, and that likely has driven12

up I think in many ways the number of patents which have13

issued.14

        I think we need to place this in a certain context.15

It may not be that there are too many patents issuing today,16

but rather that there might have been, if you will, too few17

before, that they were underutilized, undervalued because of18

flaws in the system at the time.19

        Some have also suggested the process the USPTO20

conducts is without adequate oversight.  I don't think that's21

the case either with their conduct or their policy function.  For22

example, the software field, three public hearings have been23

held in the last decade to get input.  Long comment periods24
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have ensued after that.1

        As we developed examination guidelines on2

biotechnology and utility and written description3

requirements and others, those examination guidelines were4

subjected to the review process and comment process.  They5

were revised in accordance with comments.  NIH in particular6

was very involved in the comment period relative to the7

utility guidelines, so I think that needs to be remembered as well.8

        So let me close there with one final comment, just a9

brief one, and that is that I think that the Commission and10

the Department need to be aware that there has been -- maybe11

it's a slight note of caution.  There has been a very12

significant amount of discussion and interest in the13

intellectual property community leading up to these14

hearings.15

        I think it may even be fair to characterize it as16

wariness, particularly in light of how some of the issues17

were framed.  Many folks I think in the IP community feel18

that the legal and policy issues here are among the most19

sophisticated and challenging.20

        And when I was doing my own patent work, I worked in21

the field of catalyses, where you used to say small changes22

in structure can make a big difference in outcome, and I23

think that's the concern that is expressed here as we work to24

change or modify or improve the system, so I would certainly25

urge on their behalf a cautious and deliberate approach which26
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I think certainly seems to be the case so far.1

        Also there are significant international implications2

to this that we need to be mindful of.  This process does not3

occur in a vacuum in this, and previous administrations4

worked very closely with our colleagues overseas to bring5

harmony and consistency to the law, and in some way it would6

be a difficult situation if the United States were sending in7

inconsistent messages on such critical issues.8

        I hope we also bring others in to the process as well9

from other agencies in the government, USTR, the State10

Department, Customs Service and others.11

        Thank you very much, Mr. Chairman, General, for12

giving me the opportunity.13

        (Applause.)14

        CHAIRMAN JAMES:  Just in case anyone is continuing to15

harbor the notion or doesn't understand that our Patent and16

Trademark Office is now and always has been in very capable17

and thoughtful hands.18

        Our next speaker, Gerald Mossinghoff, is also a19

former Assistant Undersecretary of Commerce and Commissioner20

of Patent and Trademarks.21

        Now, among other things, he brings to us an22

impressive level of international experience in this area.23

He was the United States Ambassador to the Diplomatic24

Conference on the Revision of the Paris Convention and25
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Chairman of the General Assembly of the United Nations World1

Intellectual Property Organization.2

        On the domestic side, Mr. Mossinghoff played a key3

role in advising President Reagan regarding the establishment4

of the Federal Circuit, and I believe his remarks today will5

address on that along with other important topics in the6

international area.7

        (Applause.)8

        HONORABLE GERALD MOSSINGHOFF:  Thank you very much.9

I'm very honored to be able to participate in these very10

important hearings.11

        My name is Gerald J. Mossinghoff, and I am senior12

counsel to the Arlington intellectual property law firm of13

Oblon, Spivak, McClelland, Maier & Neustadt.  In addition to14

that I teach intellectual property because at the George15

Mason School of Law and the and the George Washington16

University Law School.17

        During President's first term, I served as Assistant18

Secretary of Commerce and Commissioner of Patents and19

trademarks.  During that time, we were able to achieve20

significant progress in the protection of intellectual21

property.  With bipartisan support across the three branches22

of government, we enacted realistic user fees for the Patent23

and Trademark Office that led to that office being sufficient,24

and has been pointed out today, tragically it's more than25
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self-sufficient.  It's a source of income for totally1

unrelated government programs.2

        We set goals, ultimately achieved, of reducing the3

average time of patent pendency to 18 months and trademark4

pendency to 13 months.5

        Concrete steps were undertaken toward automating the6

USPTO's enormous databases leading to the goal of a paperless7

office.  The Court of Appeals for the Federal Circuit was8

established as we've heard.9

        We established a formal Trilateral Cooperation10

arrangement with the European Patent Office and the Japanese11

Patent Office, and that trilateral cooperation, which will12

celebrate its 20th anniversary next year, has proved to be13

extremely useful in fostering cooperation and harmonization14

both on technical matters and automation in other areas and15

in broad policy issues.16

        The penalties for illegal counterfeiting were17

significantly increased, and effective enforcement measures18

established.19

        The Computer Chip Protection Act was amended.20

        We laid the foundation that led to the United States21

joining the Berne Copyright Convention.22

        And we began the steps that led to multinational23

intellectual property norm-setting being conducted in the24

GATT as opposed to in the World Intellectual Property25
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Organization.  This resulted in the landmark agreement on1

trade-related aspects of intellectual property or TRIPS, in2

the World Trade Organization.3

        I am convinced that this progress was the direct4

result of the close cooperation during that period between5

the Antitrust Division of the Department of Justice, then6

under the leadership of Assistant Attorney General William7

Baxter, and the USPTO.8

        We were in weekly, monthly consultations and9

cooperation, putting these policy matters together and10

getting them enacted.11

        This afternoon, in the brief time available, I'll12

focus on three what I refer to as blue collar kinds of13

issues:  First, the critical importance of an adequately14

funded USPTO; secondly the Court of Appeals for the Federal15

Circuit and the key role it's playing and some of the history16

that led up to that enactment and establishment; and17

third, to the suggestion sometimes heard and heard today that18

maybe there are too many patents being granted and sometimes,19

somehow we should raise the bar on the number of patents.20

        The USPTO must be adequately financed in my view if21

we're going to have effective intellectual property22

protection in this country.  Central to the effective and23

appropriate patent protection technology is the PTO and the24

quality and timeliness of the examinations of patent25
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applications.1

        Quality depends upon the skill and dedication of the2

approximately 3,000 patent examiners, properly trained,3

supervised and mentored and with effective administrative and4

technical support.  For it to do its job properly the office5

must have the latest in e-government support, but apparently6

fiscal constraints will deprive the processing of the more7

than 300,000 patent applications it will receive.8

        Timeliness depends on adequate resources, and this is9

another area of great concern.  For the past several years,10

more than $850 million in user fees paid by patent applicants11

to support the PTO have been diverted to other totally12

unrelated government programs, and as could be guaranteed,13

the Office is falling alarmingly behind in being able to cope14

with its increasing workload.15

        My back-of-the-envelope calculations are that if the16

current funding of the USPTO remains constant in real17

dollars, increasing only by cost of living adjustments, in18

five years it will take more than three years for an19

applicant to receive a first action on application, and the20

overall time of pendency would increase to an average of more21

than four years, a result which I would submit is totally22

unacceptable to U.S. inventors and U.S. industry.23

        There would be a total of 2 and one-half million24

patent applications pending in the office, with each examiner25
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having a docket of more than 750 applications as compared to1

the 100 applications on a typical examiner's docket today.2

In short, the Office would be swamped.3

        Undersecretary Rogan, for whom I have the highest4

regard, can confirm whether these dire predictions are5

accurate.  I believe they are, and steps must be taken now to6

ensure that they are not realized.7

        Secondly, I would submit that the Federal Circuit8

Court of Appeals is an unqualified success.  That was9

established, as Judge Newman pointed out, in a bipartisan10

effort to bring certainty and stability to U.S. patent law.11

        Based upon a key recommendation of President Carter's12

domestic review on industrial innovation, a centralized13

national court with exclusive appellate jurisdiction over14

patent related cases was viewed in that review as "a vehicle15

for ensuring a more uniform interpretation of the patent16

laws, and thus contributing meaningfully and positively to17

predicting the strength of patents."18

        One of my highest priorities as a newly appointed19

Commissioner of Patents and Trademarks in 1981 was to20

recommend that the Reagan Administration support that21

initiative of the Carter Administration.  This was by no22

means assured given the strong opposition of the American Bar23

Association to the creation of such a "specialized federal24

court."25
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        At the time I was teaching patent law at American1

University's Washington College of Law and was all too2

familiar with the chaotic situation that business executives3

faced in deciding how, or most significantly where, to4

enforce their patents.  A leader in the research-based5

pharmaceutical industry summed up that industry's support for6

the Federal Circuit quite succinctly, "to eliminate geography7

dependent patent opinions."8

        Prior to the creation of the Federal Circuit, an9

analysis of most patent issues would depend on what federal10

circuit would try the case or hear the case, and such an11

assumption would often be more significant than the facts12

themselves.13

        The Reagan Administration did strongly support the14

creation of the Court of Appeals for the Federal Circuit,15

based on, among other things, then Secretary of Commerce, the16

late Malcolm Baldridge.  Having served as a very successful17

chief executive of Scovill Industries, Secretary Baldridge18

often expressed in his efforts to establish the court, that19

successful business executives are able or should be able to20

manage around adversity.  They cannot handle uncertainty.21

        And as the several federal circuits drifted father22

and farther apart in their interpretations of key sections of23

the patent code, the inevitable uncertainty called into24

question in the Carter Domestic Policy Review the viability25
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of an effective U.S. patent system for protecting new1

technology.2

        The beneficial results of the creation of the Federal3

Circuit were immediate and felt throughout America's high4

technology industries.  Forum shopping, or more accurately5

circuit shopping, is a thing of the past.  Although in no6

field as dynamic as patent law can there be 1007

percent assurance of the outcome of any case, business8

executives and their counsel can now look to a coherent and9

consistent body of case law to guide their fundamental10

research and development decisions.11

        My next recommendation is, Don't change the non-obviousness12

requirement of the patent code.  An assertion is sometimes made that13

there are too many patents being granted, or that patents are14

overbroad.  This leads to an idea, usually very vaguely defined, that15

we should somehow change the non-obviousness standard to raise the bar.16

That would be most unwise in my view.17

        Notwithstanding, non-obviousness is the most18

important patentability requirement and perhaps the most19

difficult to apply and probably why it applies.  Maybe 8020

percent of the patent cases finally reach court.  The section21

is familiar to everyone here: "a patent may not be obtained though22

the invention is not identically disclosed or described as set23

forth in section 102 of this title, if the differences between a24

subject matter sought to be patented and the prior art are such25
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that the subject matter as a whole would have been obvious at the1

time the invention was made to a person having ordinary skill in2

the art."3

        The enactment of Section 103 in 1952 was a reaction4

to a line of Supreme Court cases in which U.S. patents are5

with held to be invalid because they lacked "invention."  In6

one celebrated case, Justice Douglas went so far as to state7

that for a new device to be patentable, it "must reveal the8

flash of a creative genius."9

        The Supreme Court's anti-patent bias in the period10

leading up to 1952 was so pronounced that Justice Robert11

Jackson in a celebrated dissent complained "that the only12

patent that is valid is one which this Court has not been13

able to get its hands on."14

        In his "Commentary on the New Patent Act," Mr. P.J.15

Federico, a senior official of the USPTO and one of the16

principal authors of the 1952 Act, stated as follows:  "There17

has been some discussion as to whether section 103 modifies18

the so-called standard of invention....While it is not19

believed that Congress intended any radical change in the20

level of invention or patentable novelty, nevertheless, it is21

believed that some modification was intended in the direction22

of moderating the extreme degree of strictness exhibited by a23

number of judicial opinions over the past dozen or more24

years."25
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        The Supreme Court did not reach the issue of proper1

interpretation of section 103 until 1966 when the Court2

decided three patent cases often referred to as the Graham3

trilogy.  In Graham the Court pointedly confirmed that section 1034

codified the judicially developed non-obviousness requirement.5

Congress did focus inquiry on objective obviousness and, in effect,6

directed abandonment of "invention," courts have previously used7

to encapsulate the obviousness standard.8

        In Graham, still the leading case studied in all the9

patent academies and in every basic patent law book, still10

the leading case, the Supreme Court directed the lower courts11

and the Patent and Trademark to apply the following test:  "Under12

section 103, the scope and content of the prior art are to be13

determined; differences between the prior art and the claims at issue14

are to be ascertained." Let me underscore claims.  We're not talking15

about disclosure.  We're not talking about where there's a neat16

invention or not a neat invention.  It's the claims that come into17

issue under the test.18

        "Against this background the obviousness or non-obviousness19

of the subject matter is determined.  Such secondary considerations20

as commercial success, long felt but unresolved needs, failure of21

others, etc., might be utilized to shed light on the circumstances22

surrounding the origin of the subject matter sought to be patented.23

An indicia of obviousness or non-obviousness, these inquiries may have24

relevancy."25
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        Notwithstanding the guidance, the regional Circuit1

Courts of Appeals were all over the lot in interpreting the2

new section 1023.  One of the issues of whether synergism in3

some form or another was required to satisfy the4

requirement.5

        As noted by one patent law scholar, prior to the6

Federal Circuit analysis of the issue, confusion reigned7

among lower federal courts as to the proper role of synergism8

in evaluating non-obviousness.9

        One of the principal areas of concern that led to the10

creation of the Federal Circuit Court of Appeals was section11

103 and the differences in its interpretation throughout the12

regional circuits.  Although there are clear differences13

among the several judges serving on the Court of Appeals for14

the Federal Circuit at the present time, and we could name15

names and we could name issues if we had to, there are no16

major differences in the interpretation of section 103.17

        In one celebrated case, the Federal Circuit relied18

upon section 103 when it vacated the Seattle district court's19

preliminary injunction against Barnes & Noble in the famous20

Amazon.com case.21

        Thus, with respect to section 103 regarding non-obviousness,22

three factors have resulted in a workable23

standard of the patentability, both in the Patent and24

Trademarks Office by the 3,000 examiners and by the district25
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court and the court of appeals.1

        First is the enactment of the section in 1952.2

Second is the authoritative interpretation of the section in3

the Graham trilogy of cases, and finally the creation of the4

Federal Circuit, which in my view is doing an excellent job5

of interpreting section 103 on a case-by-case basis.6

        There are now more than 700 Federal Circuit cases7

interpreting section 103 in dozens of technical contexts.  If8

patent claims are said to be overbroad, I assume that means9

that they would not be valid under section 103 of the patent10

code or perhaps section 112 of the patent code, as those11

sections are now written.  Otherwise, I would have no idea12

what overbroad means.13

        To attempt now to amend section 103 somehow to raise14

the bar, whatever that means in any given case, would at the15

very least result in a generation or two of uncertainty and16

confusion.  Such an attempt would in my view be met with17

appropriate, vigorous and successful opposition by high18

technology industry, inventors' groups and the organized19

patent bar.20

        The number of patents being granted by the U.S.21

Patent and Trademark office, a has been pointed out, have22

increased significantly but I seriously doubt whether the23

increase has kept pace in research and development.24

        In the research-based pharmaceutical industry, for25
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example, R&D expenditures have increased more than ten-fold1

in the past 20 years, from 2.3 billion in 1981 to more than2

30 billion in the year 2001, and patents granted in the3

pharmaceutical field, although substantially increased, have4

not at all kept pace.5

        In 1981, we had 2017 such patents granted as compared6

with 6,751 patents in the year 2000.  So a ten-fold -- more7

than a ten-fold increase in R&D was met with a three- or four-fold8

increase in the number of patents in the pharmaceutical world.9

        Of course many of these patents covered new10

lifesaving and life-enhancing medications that simply would11

not have been invented except for the incentives provided by12

the U.S. patent system.13

        I am certain that the pattern of the research-based14

pharmaceutical industry is repeated in many other important15

fields of technology.16

        Mr. Chairman, this concludes my prepared statement.17

        Mr. James J. Kulbalski, a partner at Oblon Spivak, is18

is submitting a statement in connection with these hearings19

on patent pooling and technical standards, perhaps a little20

more directly related to the subject matter.21

        I hope that his statement and these comments have22

been helpful to you.  Thank you very much.23

        CHAIRMAN JAMES:  Rich Gilbert is the father of the24

intellectual property guidelines, which he helped shape, when he25
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was Deputy Assistant Attorney General for Economics in the1

Antitrust Division at the Department of Justice.2

        His interest in developing those guidelines is hardly3

surprising given that he is the author of a wide body of4

scholarship on economics, intellectual property and5

antitrust.  He's now professor of economics at University of6

California, Berkeley, where he continues to be at the7

forefront of these and other issues.8

        And he certainly is someone that I've learned from9

over the years.  Please welcome Rich Gilbert.10

        MR. GILBERT:  Thank you.  11

        Well, I will briefly discuss the recent history of12

thought about the appropriate role of antitrust policy for13

intellectual property, and then I will also work through a14

particular example and propose a Rule of Reason approach to a15

particular issue in IP licensing.16

        But before I start, I want to comment on an issue of17

prior art and the problem of accumulating a database on18

invention position, and to do that I want to draw on one of19

my favorite scholars of innovation, and that's Gary Larson.20

(Shows slide.)  There's a very large beast upside21

down with a very, very small arrow in its belly up here and22

these two cavemen saying, Well, maybe we should write that23

spot down.24

        So I want to suggest this to you, to our friends at25
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the Patent and Trademark Office to keep this in mind.  If you1

get a patent for a process to bring down mastodons, it might2

actually be written down there in the prior art.3

        Okay.  Let's go on and talk about the development of4

key principles and how they have evolved between the 1988 and5

the 1995 Intellectual Property Guidelines.  The 19886

Guidelines were really a watershed event.  There was the7

International Guidelines with a section of intellectual8

property licensing.  They introduced important concepts that9

really defined and redefined the way that antitrust scholars10

think about intellectual property.11

        We heard about the famous Nine No-Nos, and they were12

quite a revolution in thought.  The key principles in these13

guidelines were three.  First for the purpose14

of antitrust analysis, the agencies regard intellectual15

property as being essentially comparable to any other form of16

property.17

        Now, what this meant was not that intellectual18

property is the same as other forms of property.  It clearly19

is not the same.  It differs in very important and material20

respects, as has been identified earlier by Bob Pitofsky, and21

of course there's statutory limits and statutory prerogatives22

on the use of intellectual property, but in terms of how to23

analyze intellectual property issues, the same principles24

apply.25
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        Secondly, the agencies do not presume that1

intellectual property creates market power in the antitrust2

context.  I don't think this is a very controversial point,3

notwithstanding Jefferson Parish v. Hyde, but at the time, in 1988 this4

was somewhat controversial.5

        And the third point that the agencies recognize is6

that intellectual property licensing allows firms to combine7

complementary factors of production and is generally8

pro-competitive.  That is, licensing is a good thing.  We9

would like to have more of it, not less of it.10

        Now, in 1995 the overlap between these principles and11

virtually the identical principles that existed in the '8812

Guidelines were a source of some consternation to me,13

although I find some comfort in the fact that they are so14

close, and I think our thinking has helped up in a durable15

and nonpartisan way over these years on these basic16

principles.17

        Now, the '88 Guidelines also said or advanced a18

particular way of thinking about intellectual property, by19

advancing the principle that the owner of intellectual20

property is entitled to enjoy whatever market power the21

property itself may confer and also saying the Department22

will not require the owner of technology to create23

competition in its own technology.24

        In effect, this principle was that if there's a25
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demand curve, think of a demand curve, for the products or1

processes that used the license to intellectual property that2

the IP owner is entitled to appropriate the area underneath3

this demand curve.4

        This actually was a departure from recent thinking about cases5

such as the shrimp peelers cases which challenged the ability to issue6

royalties of discriminatory rates to reflect competition against7

different types of technologies, so this was quite an advance in8

itself, but there's a difficultly with this approach, and the9

difficultly is market power depends on conduct, which of course may be10

anti-competitive.11

        So there can be anti-competitive conduct such as12

exclusive dealing arrangements on the use of competing13

technologies which shift the demand curve out, and yet this14

principle you're entitled to the area under the demand curve,15

that is to the market power that the IP itself confers then16

becomes circular and somewhat ambiguous so in the '9517

Guidelines this principle was changed.18

        The part about the IP owner not being required to19

create competition in its own technology was retained on the20

whole, but then we substituted a different concept which was21

that antitrust concerns may arise when a licensing22

arrangement harms competition among entities that would have23

been actual or likely potential competitors in a relevant24

market in the absence of the license.25
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        I just like to use a shorthand competition in the1

absence of the license, has that been effective, so if we go2

back to this area underneath the demand curve, if we have the3

licensing market on the left, and you think of there being4

some different market.  Now, if there are practices and those5

practices effect say competitive conditions in that other6

market, suppose it shifts the supply curve to the left and7

leads to a higher price, that might shift the demand for the8

licensed product out because the higher price increases the9

demand for the licensed product, and now you have to weigh10

those competitive effects in that market against whatever has11

happened in the licensing market to see if on balance that is12

an issue that the antitrust agencies should be concerned13

about.14

        So now there are a number of different issues on an15

antitrust intellectual property agenda.  There's been a great16

deal of learning at the agencies on intellectual property17

issues.  A lot of very fine minds have been devoted to these18

issues, and we've had experience with a number of antitrust19

cases and merger cases, and yet there's still a number of20

areas where some more thinking is necessary and where some21

definition of past thinking would be appropriate.22

        For example, should antitrust policy differ for23

intellectual property?  Again Professor Pitofsky talked about24

this, the arguments for and against, how to deal with25
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combinations of allegedly blocking patents, patent1

settlements, cross-licensing and unilateral refusals to deal,2

standard setting and competition in winner-take-all markets,3

network effects, and I would also add to this list the4

general issue of whether market power is good for innovation5

and whether that justifies certain transactions that6

otherwise would raise concerns.7

        Now, it's a tall order to deal with these things, and8

I would like just as an example more to serve as a target for9

criticism than anything else to propose a rule of reason10

analysis to you for one of these issues, and that's how11

to deal with combinations of allegedly blocking patents.12

        There's been a noisy message from the agencies on13

this issue.  We've heard about the MPEG, digital vertical14

disk, the Motion Picture Entertainment Group, these were15

standards that were formed by an association of parties who16

cross-licensed their patents to enable these technologies.17

        And the message from the Department of Justice in the18

form of business review letters was that it was alright to19

aggregate these essential, that is, blocking, technologies, but20

then we also have some other cases at the FTC.  There was the21

VISX case where the pool was dissolved, and it involved some22

alleged blocking patents, others alleged to be substitutes.23

        The same with Ciba-Geigy-Sandoz, and this merger24

having to do with gene therapy technologies.  There were25
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concerns raised about aggregation of patents, which again1

were to some extent substitutes and also to some extent2

blocking as well.3

        How can we think about these?  I propose the4

following elements for an approach, and I should add my5

thinking here is informed by many conversations I've had with6

my colleagues at Berkeley, including some colleagues who are7

either recently or currently in active duty in the government8

and also past conversations at DOJ with colleagues like Greg9

Werden and others, and so -- but again this is all my10

thinking.11

        I don't blame anybody else, and you'll probably want12

to insulate yourself from anything I would say anyway, but if13

you think of the key elements of the approach, first what is14

the probability that blocking patents would be found invalid15

or not infringed?16

        I'm going under the premise that however we feel17

about the desirability of patent rights, I'm going under18

a premise that if patents are, in fact, invalid or not19

infringed, then they should not limit competition that would20

otherwise occur.  They should be in fact challenged.21

        The second point is benefits from competition if22

patents are held to be invalid or not infringed, so if it is23

the case that they truly should not be patent-right protected24

in these areas, one of the benefits that would occur in its25
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absence, and third, are the benefits from combining the1

patents in the pool itself?2

        And if do I this correctly, it is an application of3

the analytical principles of competition in the absence of4

the arrangement which is in the IP guidelines, so I want to5

introduce a little concept.  One times two, that is the6

probability that the patents will be held invalid times the7

competitive effect which is the expected competition that8

would have occurred in the absence of the licensing9

arrangement.10

        And the third is the benefits of the licensing11

arrangement, and these are the two sides of the rule of12

reason balancing that I think is accepted practice in13

antitrust these days.14

        Just to do a little bit of mathematics, and I'll go15

through this very quickly, just define N as the number of16

independent blocking patents.  P is the probability that a17

single patent would be held invalid or not infringed, and I18

want to make the important assumption that this is the same19

for all patents, and that it's independent, so showing one to20

be invalid doesn't necessarily say anything about any other 21

patents.22

        C is the reduction in prices from competition which I23

can measure as a percent of revenues on an annualized basis,24

and E is the efficiency from combining the patents as a25
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percent of revenues.  And it leads to a simple formula, which1

is that aggregation passes a rule of reason test.  If E over2

C is greater than P to the N, and E over C and what I'm3

calling the efficiency ratio, it's a ratio of efficiency to4

competitive effects, and P to the N is just the aggregate5

probability that there would be competition in the absence of6

the pool.7

        Now, it's something that's fairly obvious.  P to the N, for8

a reasons N goes down very quickly, so I have here three graphs9

corresponding to different probabilities of any one patent being10

held invalid, and I will note a recent study by Allison and Linley11

showed that in a sample of 300 tested patents, half of them were12

shown to be invalid, in litigation.13

        So of patents that were litigated in this period, I14

think which was '86 to '89, half of the patents were shown to15

be invalid, so a number of P around a half is one plausible16

starting point, but you can take a smaller number or a higher17

number.18

        If the number is smaller it goes down much quicker.19

If the number is higher, it goes down slower but my main20

conclusion is very simple, for any reasonable P once you get21

beyond a large number of patents, the probability of22

competition in the absence of the pool gets very low.23

        So what are some conclusions?  Another way of saying24

this if I can go back here is that the required efficiency25
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ratio.  Let's take the example, the MPEG pool contained 271

patents that were claimed to be essential to practice the2

technology.  That is 27 blocking patents.3

        Now, if you go out here to 27, it really didn't4

matter what the probability is of the success of an5

individual patent.  It's pretty close to zero, that there6

would be competition in the absence as long as these7

patents -- as long as their validity is independent of each8

other.  That is they're not highly correlated.9

        So the conclusion here, well, first I would say is10

that assertion of patents, an assertion that patents are11

blocking is not in my view sufficient to indemnify a12

combination from antitrust scrutiny because there is a high13

probability that litigated patents are found invalid or not14

infringed.15

        So merely saying I have a blocking patent is not16

enough if we believe that the truth is in the ultimate test17

of litigation over validity.  Chances are that's an invalid18

patent.  It's just as high as the chances are that it's a19

valid patent.20

        Secondly, it's not necessary in my view for the21

agencies to conduct a full scale review of patent scope and22

validity to assess the antitrust risk from combining patents.23

Because a probablistic approach, which is what I've just24

described, should be sufficient to estimate competition in25
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the absence of the combination, and there are some1

combinations where I would argue that the likelihood of2

competition is so low that it becomes in my view a fairly3

easy antitrust analysis.4

        Second, I would also point out another fact here,5

which I believe is at least the makings of a recommendation I6

have to the agencies, and that's the private incentive to7

challenge patents is less than the expected social return.8

The users of patented technologies, if they choose to contest9

the validity of a patent, they're going to appropriate only10

some of the benefits of the a successful challenge,11

but they pay the full cost, so there's a large spill-over12

cost.13

        The benefits, first of all, are shared with other14

licensees.  Secondly, consumers benefit from the competition15

that's created if the patent is shown to be invalid, and16

again I'm going under the premise that an invalid patent is17

one that none of us would like to enforce.18

        And then I could add to this also there19

are dangers that the parties who might be affected by a20

patent validity directly might have incentives that would be21

settled, and there's a coordination problem that adds to that22

which is each user wants someone else to challenge the23

patents.  No one wants to pay the cost.24

        It's much better to have a patent proved invalid and25
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not pay for the cost of proving, and the cost as we know is1

not at all trivial.  There's a coordination problem, and it's2

particularly severe when there are many patents and many3

patentees, so I have a not-so-modest proposal here, which is4

the antitrust agencies at least consider expending some of5

their scarce resources to challenge suspect patents when those6

spill over benefits and coordination problems are7

particularly large and also settlement specific efficiencies8

are small, that is when you think that this rule of reason9

test is likely to be -- to call for enforcement, or when we10

think that there are particular coordination problems that11

would lead to findings of validities, of invalidity or not12

infringement and the parties do not have an incentive to13

establish that fact or parties external to the arrangement14

also do not have an incentive to establish that fact.15

        That's my proposal.  Thank you very much.  I'm very16

happy to be here and address you.17

        (Applause.)18

        CHAIRMAN MURIS:  Thank you, Rich.  We come to our19

final speaker.  Richard Levin has accomplishments far too20

numerous to list.  He's the president of Yale University.21

He's the president not embroiled in major controversy at the22

moment, at least not that I've read in the Washington Post.  He's 23

also professor of economics, specializing in the economics of24

technological change.  Of great relevance to us today he's the25
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coauthor of a well-known and crucial 1987 study entitled "Appropriating1

the Returns from Industrial R&D."2

        Also at the moment he's co-chairing a very important3

study, as I mentioned earlier, at the National Academy of4

Sciences, examining the operation of the patent system and5

its effect on new technologies or newly patented technology.6

        Please welcome President Levin.7

        (Applause.)8

        PRESIDENT LEVIN:  I'm very pleased to participate in9

this opening session of these important hearings, and I'm10

especially honored to share the platform with the11

distinguished public servants who have shaped and who now are12

shaping the interpretation and enforcement of the nation's13

antitrust and intellectual property laws.14

        As the Chairman indicated, my involvement today15

derives from two personal experiences.  In the 1980s, with16

the support of the National Science Foundation, the plug for17

the importance of funding scientific research, I directed a18

substantial research program at Yale on the economic impact19

of intellectual property, and currently I co-chair a20

committee on intellectual property rights in a knowledge-based economy,21

as you said, under the auspices of the22

National Academy's Board on Science, Technology and23

Economic Policy.  Both these experiences I believe provide24

insights that are relevant to the subject of these joint FTC/DOJ25
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hearings.1

        The centerpiece of our research in the 1980s was a2

survey of 650 executives responsible for research and3

development in 130 different industries.  This survey, which I4

developed in collaboration with my Yale colleagues, Alvin5

Klevorick, Richard Nelson and Sidney Winter, sought to6

characterize both the opportunities for technological advance7

and the capacity for firms to appropriate the returns from8

their investments in research and development.9

        The most striking and perhaps the most influential10

finding from the data that we collected in the mid-1980s was11

that the role of patents differed significantly across12

industries and technologies.13

        In most industries, firms reported that being first to14

market with a new or improved product and supporting their15

head start with superior marketing and customer service most16

effectively protected the competitive advantages of their17

R&D.  In these industries, patents were not regarded as18

highly effective in protecting a firm's competitive19

advantage.  20

        By contrast, the pharmaceutical and certain other21

chemical industries were striking exceptions.  In these22

industries, patent protection was deemed to be far and away23

the most effective means of appropriating the returns from24

research and development.25
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        Despite significant changes in patent law during the1

ensuing years, a follow-up survey conducted in the late 1990s2

by Wesley Cohen, Richard Nelson and John Walsh essentially3

replicated our findings.4

        Now, the perceived value of pharmaceutical and5

chemical patents derived in part from the nature of the6

technology.  In the 1980s, the valuable and effective patents7

in these industries gave exclusive rights to a particular8

chemical compound, a specific molecule typically.  In such9

cases, patent rights were relatively easily enforced, and the10

rights to one patented molecule were rarely required to11

obtain or practice a patent on another molecule.12

        Now, in contrast to this discrete nature of chemical13

and pharmaceutical products, in other key technologies, such14

as microelectronics, telecommunications and computers, it was15

cumulative.  Virtually any advance, even then and even more16

so today, required access to a bundle of prior patents.17

        The circumstance had its roots as early as the very18

beginning of the microelectronic era, when access to the Bell19

Labs' transistor patent was required to develop virtually any20

new product.  It continued through the early years of the21

integrated circuit era when industry participation typically22

needed to license the fundamental product patent from Texas23

Instrument and the fundamental process patent from24

Fairchild.25
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        By the early 1980s the semiconductor firms already1

had well-developed practices of cross-licensing their entire2

patent portfolios and determining the net flow of royalties3

by scoring the most important patents in each portfolio.4

        Today with the widespread use of patented research5

rules and the attendant need for cross licensing, the6

pharmaceutical and biotechnology industries are moving closer7

and closer to this cumulative technology paradigm.8

        The difference between discrete and cumulative9

technologies is not acknowledged in the grantuing of patents10

or in the resolution of patent litigation, and I'm not saying11

that it should be, but it is a distinction of some value in12

antitrust analysis.  Put simply, in cumulative technologies,13

cross-license arrangements are a necessary condition of14

technical progress, a necessary condition of progress.15

        They should not ordinarily be regarded as16

anti-competitive unless they are used in a concerted way17

without sufficient justification on grounds of efficiency to18

block entry into a relevant product or innovation market.19

        Now, one more observation about our earlier20

work that is not in my prepared remarks, but inspired by the21

observations of Commissioner Rogan and Judge Newman about the22

importance of the other side of the patent bargain.23

        The patent bargain is, we grant you this exclusive right24

in return for disclosure, and one of the things we found when25
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looking at the technical opportunity side in our data1

collection effort, what indeed confirms the importance of2

this other side of the bargain, that is antitrust analysis is3

typically looking only at the grant of exclusivity and what4

potential anti-competitive effects it might have in relevant5

product or innovation markets.6

        But in fact we shouldn't ignore the importance of the7

disclosure element, which our findings, our research found to8

be quite pro-competitive, that is to say specifically, that9

those industries that regarded the information contained in10

patent disclosures as well as the public literature as11

valuable and informative were the industries with the highest12

rates of technological progress.  Interesting finding.13

        Let me now turn to the work of our ongoing National14

Academy's committee, which is investigating the broad15

economic impact of changes in patent law and administration16

over the past quarter century, and others have highlighted17

many changes in both the statutes and court administrative18

process and structure over those years.19

        Over the past two years our committees held three20

conferences and six meetings involving extensive public21

participation.  We've heard from virtually every interested22

segment of our society with a stake in the effectiveness of23

the patent system, including most of the speakers on today's24

program.  We've heard from independent inventors, from open25
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source software developers, from large companies, from1

lawyers, judges, patent office officials in the United States2

and Europe, representatives of international organizations,3

academic economists and academic lawyers and antitrust4

enforcement agencies.5

        Now, our committee expects to present its findings6

and recommendations in September 2002, well after the7

conclusion of these hearings, so I want to make8

the point that I very clearly do not speak for the committee9

which has not yet voted on its consensus recommendations and10

has not -- and certainly haven't been going through the11

formal review process at the academy, so I'm speaking12

directly for myself about some observations of two particular areas of13

concern that I've learned about through this process.14

        First, Commissioner Dickinson's comments15

notwithstanding, there is widespread concern about the16

quality of patents issued in some newly emerging areas of17

technology.  Now, I will concede that in some respects this18

concern is inevitable.  Almost by definition new areas of19

technology lack well-developed bodies of prior art in earlier20

patents and in the published literature.21

        This makes it difficult for patent examiners to22

determine whether a claim meets the required test of novelty23

and obviousness.  Still, even an observer as sympathetic as I am24

to the difficulties faced by patent examiners would find25
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reasonable basis for concluding that many software patents,1

including many of those describing computer-enabled business2

methods, do not meet a common sense standard for innovation.3

        Now, there are potentially serious consequences from4

a low threshold for patenting in emerging technology areas.5

A patent after all does grant an exclusive right and in some6

cases, not all, but in some cases it can confer power in7

product in innovation markets.8

        We should be wary of creating unwarranted market9

power by granting unwarranted patents, but I would argue the10

remedy does not lie in placing more rigorous antitrust11

constraints on the behavior of holders of low quality12

patents.  The remedy is to improve the quality -- is to13

improve the process of granting and reviewing patents to14

ensure that monopoly rights aren't conferred on rent seekers15

who have not truly achieved progress in the useful arts.16

        Now the Patent and Trademark Office has already begun to17

take steps, as Todd Dickinson mentioned, to improve the18

quality of its review in emerging technology areas, improve19

the quality of its databases, and indeed I would add it has20

taken steps to improve the qualifications of newly hired21

examiners in emerging technology areas, but still more22

resources may be needed to ensure timely and effective review23

of patent applications.24

        The courts might also consider to returning to a more25
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rigorous application of the standard for non-obviousness1

articulated in the last major Supreme Court decision on the2

subject, the Graham case.  I agree with Commissioner3

Mossinghoff that changing the statute is not the solution,4

but a recent study by Lunney in the Michigan Telecommunications5

and Technology Law Review I think is quite persuasive in documenting --6

with all due respect to my devoted alumni, Judge Newman -- recent7

decisions by the Court of appeals of the Federal Circuit that have8

tended to substitute the secondary Graham factors for the primary tests9

of obviousness.10

        And there are some good examples in that article that11

show that the standard comes perilously close to saying12

this:  If someone invested money in developing this13

invention, it must not be obvious.  It's the commercial14

success test.15

        A standard that diluted runs the risk of rewarding16

pure rent seeking with rights that should be reserved for17

socially beneficial innovation.18

        Another idea worthy of consideration would be to19

institute a stronger system of post-grant review, and that20

was mentioned earlier too, under which third parties can21

challenge the validity of patents, and I would say on grounds22

other than the narrow ones now permitted under the current23

reexamination procedures.24

        A low-cost administrative review procedure might25



104

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

reduce the need for subsequent costly litigation, and it1

might also reduce the need for what might turn out to be2

wasteful investments by those who are later judged to have3

infringed a valid patent.4

        A speedy procedure would also have another social5

benefits, as Rich Gilbert talked about the externalities6

involved here, that if early review of validity in new7

technology areas could clarify at an early stage of those8

technology the appropriate standard of non-obviousness and9

the scope of permissible claims, this would have signaling10

benefits to subsequent inventors and to the Patent Office11

examiners early in the process instead of waiting for a major12

court decision to come down years late.13

        The second area of concern that has come to our14

committee's attention as opposed to this issue about patent15

quality, the second area is one that more properly needs review I think16

by the antitrust enforcement agencies.17

        We heard that increasingly in computer networking,18

telecommunications and related technologies, we've come to19

rely on the work of private, not public, but private standard-20

setting consortia.  The work of these bodies is often21

indispensable for facilitating progress in cumulative22

technologies.  Yet the potential for anti-competitive and23

exclusionary practices warrant scrutiny.24

        The antitrust guidelines that Rich Gilbert was part25
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of developing and took the lead in developing for the1

licensing of intellectual property I believe offer very2

intelligent and sensible general guidelines in these areas3

based on what they say about cross licensing and patent4

pooling.  They're a relevant model for policy in this area.5

        I would say though that to permit the efficiency6

enhancing collaborations to move forward and to protect7

consumers from anti-competitive practices, standard-setting8

bodies should be subject to appropriately clear, specific and9

well-crafted antitrust guidelines.10

        These are just two areas of concern that have come to11

the attention of our committee.  Among others, let me mention12

the high cost of patent litigation, partly induced by an13

inefficient reliance upon a number of subjective14

determinations of intent in this kind of litigation.15

        A second concern drifts in some areas toward granting16

patents for discovering facts of nature rather than truly17

requiring human invention; and a third; wasteful duplication18

of public resources caused by the failure to achieve19

full international harmonization of patent law and full20

reciprocity for searches and even examinations.21

        These concerns, like those involved in the standards22

of patentability, I believe are more directly addressed23

through statutory, judicial or straight competitive changes24

in the patent system rather than in changes in antitrust law or25
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enforcement.1

        Despite all of these concerns that have been raised2

in the course of our committee's work and then undoubtedly3

will be raised in the course of these hearings, we must not4

lose perspective.  Innovation is alive and well in the5

American economy.  For more than a half century our nation6

has led the world in the development of new technologies and7

the creation of new products.8

        Our international competitive advantage rests on the9

unique encouragement that we give to scientific progress10

through the peer-reviewed, public funding of projects that11

are located in institutions that combine frontier research12

with advanced scientific and technological education.13

        Open entrepreneurial economy, fueled by a vigorous14

and effective capital market, translates the results of15

scientific advancement into industrial innovation better than16

is done anywhere.17

        Intellectual property rights play a significant role18

in this progress by protecting the returns to innovation just19

as antitrust enforcement preserves competition and protects20

consumers from the abuses of market power.  There's always21

room for improvement.22

        I trust these hearings will identify some such23

opportunities, but we should remember that intellectual24

property and antitrust are only small pieces of the larger25
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system that by any historical and international comparative1

standard functions very well indeed.2

        Thank you.3

        (Applause.)4

        CHAIRMAN MURIS:  I think we're finished for the day.5

I want to give another round of applause to our speakers, and6

to thank everyone for their participation and for your7

patience.8

        Thank you.9

        (Time noted:  4:47 p.m.)10

               -    -    -    -    -11
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Good afternoon. It is a pleasure to be here to address you on the opening day of these 
hearings, during which the Department of Justice and the Federal Trade Commission will 
take a close look at the intersection of antitrust law and intellectual property law. Together, 
we are about to delve deeply into an intellectually exciting topic, one of keen relevance to the 
missions of both our agencies.  

These hearings are the first to be jointly sponsored by the FTC and the Antitrust Division. I 
thank Chairman Muris for inviting us to participate in this significant endeavor. I note that 
there are many knowledgeable and able speakers with very interesting things to say this 
afternoon, including Mr. James Rogan, Under Secretary of Commerce for Intellectual 
Property and Director of the U. S. Patent and Trademark Office; the Honorable Pauline 
Newman of the U.S. Court of Appeals for the Federal Circuit; and Professor Robert Pitofsky, 
the recent former Chairman of the FTC, so I will try to keep my remarks short.  

In recent decades, there has been increasing recognition on the part of antitrust enforcers and 
the courts that intellectual property and antitrust law share the common purpose of promoting 
dynamic competition and thereby enhancing consumer welfare. Intellectual property law 
provides incentives for innovation and its dissemination and commercialization by 
establishing enforceable property rights in new products and processes and original works of 
expression. These property rights reward innovation and creativity by eliminating certain 
forms of imitation and unauthorized use. Antitrust law promotes dynamic competition and 
consumer welfare by prohibiting certain conduct by market participants that unreasonably 
constrains the competitive process. More than ever before, the creation and dissemination of 
intellectual property is the engine driving economic growth and consumer satisfaction. 
Consequently, as antitrust law addresses the competitive implications of conduct involving 
intellectual property, and as intellectual property law addresses the nature and scope of 
intellectual property rights, care must be taken to maintain proper incentives for the 
innovation and creativity on which our national economy depends.  

We at the agencies approach these hearings with open minds. We are going to hear from 
panels of business people, academics and practitioners representing a wide range of views on 
topics central to the debate about IP and antitrust policy. The diversity of these panels should 
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stimulate interesting and, at times, intense discussions. I would like to spend my time with 
you today previewing some of the issues lying at the heart of the intersection between 
antitrust and intellectual property law that we will encourage participants to explore during 
these hearings. (I note that up to date information about these hearings and how to contact us 
is available on both our websites: the Division's at www.usdoj.gov/atr and the FTC's at 
www.ftc.gov). 

General issues 

The Division and the FTC described our enforcement perspectives in this area in the joint 
1995 Antitrust Guidelines for the Licensing of Intellectual Property. Let me assure all of you 
that we embark on these hearings neither to rehash the Guidelines nor to critique them. We 
are, however, quite interested in learning what real-world licensing issues people are now 
confronting and how they can best be approached under the antitrust laws. Of course many 
topics are possible, but unfortunately our available time is not infinitely expandable. In 
mapping out areas of interest, we have found it helpful to break up intellectual property 
licensing practices into several flexible sub-groups: licensing practices by a single IP holder, 
practices by multiple IP holders, refusals to license IP and finally, comparing U.S. practice in 
these areas to that elsewhere in the world.  

For convenience, there are several issues of particular interest that we have classified as 
licensing practices by a single IP holder. The first is the bundling of intellectual property 
rights through means such as package licensing. While the bundling of these rights appears 
to offer significant potential efficiencies in situations where multiple licenses are needed, 
they may also raise antitrust concerns if they threaten competition in the development and 
licensing of intellectual property. 

Similarly, grant backs, which require a licensee to grant back to the licensor a right to use the 
licensee's patented improvements to the licensor's invention, can also have procompetitive 
effects, but can adversely affect competition in some instances. As the Section 5.6 of the 
Guidelines describe, grant backs can allow a licensee and licensor to share risks, and reward 
the licensor for making possible further innovation based on or informed by the licensed 
technology. But grant backs can also reduce a licensee's incentive to innovate. These 
hearings may help inform us about the current use of grant backs. Are they used in situations 
that cause competitive concern? Alternatively, does antitrust uncertainty inhibit the use of 
efficiency-enhancing grant backs? 

We will also encourage discussion of the competitive impact of licensing restrictions, 
payments or agreements not to compete that extend beyond the life of the intellectual 
property being licensed. 

Refusals to license 

Some of the most frequently discussed and debated areas of licensing practices involve the 
refusal to license patents and copyrights. Debate in this area has been heightened by the 
Federal Circuit's opinion 18 months ago, CSU v. Xerox, involving Xerox's refusal to continue 
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supplying patented repair parts to independent service organizations. During the course of 
these hearings, we will encourage participants to examine the degree to which holders of 
intellectual property are refusing to grant licenses, and whether such refusals to license raise 
competitive concerns. We will facilitate discussion of the current jurisprudence in this area, 
including how it is affecting current licensing practices and if there are circumstances in 
which a refusal to license may raise antitrust concerns. Participants may also investigate how 
the CSU opinion is being interpreted by the lower courts, and the possible implications of 
this opinion in other areas, including the review of licensing agreements that are conditioned 
on other actions, such as dealing exclusively with the patentee, cross-licensing another 
patent, or purchasing other products. 

Patent pooling 

We are interested in facilitating discussion of collective intellectual property rights 
organizations, such as patent pools, as well as cross-licensing agreements. Both patent pools 
and cross-licensing agreements are methods by which industries seek to commercialize new 
technology that is covered by many overlapping intellectual property rights. In the late 
1990s, the Division examined through the Business Review process three different proposals 
to jointly license patents to other companies, an MPEG patent pool (a video compression 
technology) and two DVD patent pools. In all three cases, the Division concluded that the 
proposed arrangements did not appear to pose antitrust concerns.  

The Division's decisions rested on a number of factors, including the fact that the pools 
license only those patents essential for a manufacturer to comply with an established 
standard. The pools were designed to capture the efficiencies that may come from licensing 
complementary technologies. Concomitantly, they were designed to limit the anticompetitive 
effect that can arise from pooling technology, such as the elimination of competition or the 
increase in prices that could arise if substitute technologies (that is, technologies that could 
compete against each other) were placed in a pool.  

In these hearings, we will encourage exploration of a number of broad questions about 
patents pools, such as whether pools actually result in the competitive problems they are 
hypothesized to cause and whether the antitrust authorities have focused on the right criteria 
when evaluating patent pools. We will also suggest that participants address practical issues 
such as how the term "essential" should be defined and whether the identity of the 
administrator of the pool matters. 

Standard setting 

The legal and economics professions have long recognized the potential value of industrial 
compatibility standards, especially in industries that exhibit network effects. Such standards 
are an important element of our discussion of intellectual property right issues because 
standards can facilitate the development of new products based on new technologies and 
because standard setting often involves firms' disclosing and sharing patented technology. 
One goal for these hearings is to improve our understanding of how various standard setting 
practices promote innovation and competition, and how various practices might result in 
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abuses of market power or disincentives for innovation. 

Compatibility between products can greatly enhance their value to consumers and 
businesses. For example, technical standards for digitizing data have proven vital for the 
usefulness and commercial viability of cellular phones, CDs, CD players, Internet 
communications, and a host of other products. However, the standard setting process 
generally requires that competitors come together to coordinate on a technological standard. 
In such a setting, there are opportunities for anticompetitive behavior as companies exert 
their influence over the process. After a standard has been established, there are many issues 
regarding access to the technology embodied in the standard; limited access could restrict the 
number of competitors in a market and severely inhibit entry. In some cases, we might want 
to consider whether consumer welfare is best served by having the industry settle on a single 
standard or by encouraging the development of multiple competing standards. We will 
encourage participants in these hearings to discuss the influence of intellectual property and 
antitrust law on real world standard setting.  

Practical issues 

In addition to addressing these particular licensing practices, these hearings will also focus 
on some practical issues that often arise in the antitrust analysis of licensing activity. Both 
agencies are increasingly facing questions regarding the scope and validity of patent rights in 
assessing the competitive effects of transactions. For example, we often must determine as an 
initial matter whether a licensor and licensee should be viewed as having a horizontal 
relationship. Under the IP Guidelines (§ 3.3), we focus on what would happen absent a 
license, that is, whether (and to what degree) the IP right would foreclose the licensee from 
being an actual or likely potential competitor in the relevant market. And the answer, as with 
so much else in life, is "it depends." It depends in large part on whether the patent is valid 
and on its scope. 

Similarly, in a merger review, a party may argue that its intellectual property creates a 
blocking position for the entire field. The party claims that a merger with what may appear to 
be a competitor actually poses no competition problems, because that "competitor" can only 
compete by infringing. 

We will encourage discussion on the standards and methods the agencies and courts should 
use to make judgments regarding validity and scope that are needed for sound antitrust 
analysis. Where and how should we draw the line between accepting the IP holder's position 
at face-value or a potential competitor's position that it could effectively compete without 
infringing the intellectual property? What weight should the agencies give to existing market 
conditions in situations where there are numerous firms competing--notwithstanding a 
claimed IP blocking position? Or suppose that significant questions exist about the breadth of 
a firm's patent position. The patents may not completely block the field, but no one knows 
for sure. In determining the ease and likelihood of entry into that relevant market, should we 
assess a potential entrant's risk of infringement and the cost of defending a possible 
infringement action? Does potential rivalry mean the ability to compete free from risk of 
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infringement liability? 

International Issues 

Our interest in the interaction of antitrust and IP law is not parochially limited to 
understanding how these issues are being addressed in the United States. Refusals to deal, 
licensing and standards, topics that are at the center of IP-based antitrust disputes in the 
United States, routinely have effects that reach far beyond our borders. On a regular basis, 
antitrust enforcers in multiple jurisdictions are asked to address complex antitrust issues 
arising from "borderless" intellectual property. An understanding of empirical and legal 
approaches to IP and antitrust in other countries may well serve to clear the underbrush in 
what has been called the "IP thicket." 

Many of our international colleagues have already undertaken the process of reviewing their 
competition and IP laws. In December 2001, the EU published a Green Paper evaluating the 
Technology Transfer Block Exemption, and is presently in the process of receiving 
comments on proposed changes. Australia, Canada and the UK, to name only three countries, 
have recently addressed the intersection of competition and IP. In the EU, refusals to license 
are the subject of pending litigation, in which courts are reviewing what "exceptional 
circumstances" may justify compulsory access to intellectual property under the EU's 
antitrust provisions.  

Antitrust disputes involving IP are being played out in "real time," with direct effects on 
consumers around the world. These hearings provide an opportunity to enhance mutual 
understanding with our global antitrust law counterparts and we are looking forward to the 
international contributions to these hearings.  

Conclusion 

We have a number of interesting discussions ahead of us that will enhance our understanding 
of how antitrust and IP law and policy affect innovation and other aspects of consumer 
welfare. We in the Antitrust Division have our sleeves rolled up and are ready to facilitate 
productive discussions in conjunction with the FTC. We look forward to this opportunity to 
hearing your views on these significant issues.  
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I want to thank my good friend, Chairman Tim Muris, for inviting me to participate in these 
proceedings today, and to acknowledge both him and Assistant Attorney General Charles 
James for convening these important hearings. 

The USPTO welcomes the FTC and the Department of Justice's desire to air a greater 
understanding of the patent system. Until recently, patent law was regarded as an esoteric 
field, understood and navigated by a relative few. It held, at best, a marginal place in law 
school curricula. 

Today, both practitioners and law schools know differently, and the FTC and DOJ are to be 
applauded for helping to create a better understanding of intellectual property rights. In 
attempting to regulate certain economic relations, a greater appreciation of intellectual 
property will prevent against the unintentional consequence of stifling the very innovation 
and competition they seek to encourage. 

*** 

The USPTO is the Federal Government's tangible expression of commitment to invention 
and creativity. This commitment goes back to the first days of our republic. Our Founders 
recognized the importance of patents and copyrights in encouraging research and 
innovation. In drafting the framework for the United States, they placed into the Constitution 
in Article I, Section 8, the authority for Congress "[t]o promote the Progress of Science and 
useful Arts, by securing for limited times to Authors and Inventors the exclusive Right to 
their respective Writings and Discoveries." 

For over two centuries our Nation has remained deeply committed to that vision. The 
Founders understood that a property interest granted to inventors and creators, for a limited 
period, would create the incentive for innovation to propel us from a small, agrarian colony 
into an advanced and prosperous country. 

The FTC and the Antitrust Division today undertake their missions in an economy in which 
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intellectual property-based enterprises play a leading role.  

During my service as an elected official, I saw that vision in action. With the decline of 
defense spending at the end of the Cold War, the economy of my home state of California 
came close to depression: some 700,000 jobs were lost with the exodus of defense-related 
jobs and the ensuing recession. 

Yet in a few short years, California rebounded dramatically. All of those lost jobs were 
recovered -- and more. But they did not come from defense-based industries: they came 
from industries based on investment in intellectual property. Today, California continues to 
lead the nation toward a knowledge-based economy. 

The understanding of the patent system begins with the recognition that patents are a form 
of property anticipated by the United States Constitution. The supposed tension between 
intellectual property law and antitrust law arises, I suspect, from a misunderstanding of 
patents as a form of monopoly. Although a patent allows an inventor to exclude others from 
using or selling the invention without permission, it is not a monopoly in the antitrust sense. 

While patents can encourage risk-taking and investment in new ideas, patent law also limits 
the advantage that a patent confers. An inventor does not have exclusive rights to his 
invention forever. Once the term of the patent expires, the invention is in the public domain 
and may be used or manufactured by anyone. This term limit also creates incentives for 
patent holders not to rest on their laurels: they must continue to innovate, since the 
advantage of patent protection is temporary. 

In granting an inventor a temporary patent, the public is given permanent and valuable 
consideration. In exchange for the limited grant, inventors must fully disclose their invention 
for all the world to see, study, replicate, and make improvements thereon. The patent must 
describe and disclose the invention so completely that it would allow someone of ordinary 
skill in the art to replicate the invention without difficulty. 

This is a remarkable trade-off. It is analogous to asking a business to teach its competitors 
how to use the latest, most cutting-edge technology. This disclosure requirement is all the 
more stunning when one considers it also allows a competitor to see where the 
competition's research may take them in the future. 

It is highly unlikely that businesses ordinarily would open such windows into their research 
and development without obtaining a valuable right in exchange. Under our patent system, 
that which might forever remain locked up as a trade secret is now open for inspection. In 
analyzing the economic effects of the patent system, commentators often ignore this quid 
pro quo that society obtains from inventors in exchange for the temporary patent grant. 

The Patent Act also encourages the disclosure of secret information in another way. It 
creates an incentive for inventors and businesses to publish their new technologies early, 
even if they do not intend to patent them, since the printed publication of an invention can 
disqualify another who might independently arrive at the same discovery from obtaining 
exclusive patents rights for it in the United States. The FTC has previously noted the 
importance to competition of having policies that encourage disclosure of research. I trust 
these hearings will highlight the important role that the Patent Act obviously plays in 
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advancing that policy. 

*** 

A patent is not simply a grant of economic advantage, nor is it a form of economic 
regulation. A patent must be earned through the satisfaction of objective criteria, as well as 
by appropriate disclosure of the innovation. When an inventor applies to the USPTO for a 
patent, the application is examined to ensure that under the Patent Act the claimed 
invention is new, useful and non-obvious when measured against all previous inventions. 

Patent examination does not include an analysis of the potential commercial impact of a 
patent. Patent examination does not determine the relevant market in which the invention 
may be marketed or sold. No patent examiner projects the economies of scale to be 
achieved through the invention. Patent examiners, in considering the breadth of claims, are 
guided by the principle that a patentee's rights are limited only by the ability to make a fully 
enabling disclosure of the invention, to provide an adequate written description of the 
invention, to demonstrate the utility of the invention, and to show the invention is novel and 
non-obvious in view of what we call the "prior art." 

An innovator in a new area of technology may gain what is called a "pioneer patent" that 
provides broad rights. There is nothing new, nor should there be anything unsettling, about 
this. The history of patents, and that of America, is replete with examples of inventions that 
broke new ground. From the telephone to the Internet, from automobiles to plastics, the 
issuance of patents has not impeded the development of new technologies and resulting 
industries, despite initial protests that issuance of a patent would decimate innovation and 
competition. 

Although patent law and competition law are not universally congruent, they are highly 
compatible and serve many similar ends. 

To the extent that the Patent Act and antitrust laws are based on dissimilar policies, 
competition regulators are rightfully cautious in assuming that Congress automatically 
intends the distinctive policies of antitrust laws to trump those underlying the intellectual 
property system. This is especially so when one contemplates that the foundations for 
intellectual property protections are found directly in the United States Constitution. These 
hearings rightfully reflect that caution, as well as the FTC and Justice Department's 
recognition of the growing importance of intellectual property rights in the U.S. economy. 

Over the last two decades, our three agencies have helped work within the framework of the 
patent system to facilitate innovation and productivity in the American economy. For 
instance, licensing guidelines that the FTC and DOJ promulgated in the 1980s helped 
articulate a balanced view of the value of patent rights. That development allowed creative 
and inventive enterprises to increasingly see patents not merely as tools for protecting their 
product market, but as valuable assets that serve broader economic purposes. Based on 
the value of these assets, a proliferation of start-up firms in the last decade received 
financing even before they had products to sell. 

Today, established firms, and in particular universities, now have increasing incentives to 
look for others who can use their patented technologies in order to maximize return on their 
intellectual property. In contrast, a return by competition regulators to viewing IP rights with 
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a 1970s-era suspicion would risk interfering with these market-based incentives to innovate.

*** 

Several independent developments in the last twenty years also have affected patent policy.
One was the establishment of the Court of Appeals for the Federal Circuit. The existence of 
a court of national jurisdiction for cases involving patents has been an invaluable tool. By 
reducing the jurisdictional conflicts that had preceded the court's formation, the Federal 
Circuit has made for a more stable patent system. 

The USPTO now has a more coherent body of law against which to judge applications for 
patents, and inventors have a more assured basis for making judgments on filings. 

Patent litigators have a greater ability to anticipate the issues that will be raised in cases 
concerning whether patents are valid and infringed. This stability has helped contribute to 
enhancing the value of patent rights as an engine of progress. 

Another development has been the expansion of the subject matter of patents. Whenever 
new technologies are presented for patenting, such as with microorganisms or computer 
software, the entry of patent law into these areas was greeted with predictions of disaster. 
Yet today the United States is the international leader in these and all other technological 
areas. 

Further, the United States has made it a key part of its trade policy to create international 
frameworks for recognizing intellectual property rights. Agreements negotiated through 
WIPO and the WTO have enhanced the ability of American inventors and holders of 
intellectual property rights to obtain and enforce parallel rights abroad. 

In short, over the past two decades the value of patents as business portfolio assets has 
increased, their validity has become more predictable, and the areas in which patents could 
be obtained have expanded. Each of these developments enhances the usefulness of 
patent law as a motivator for innovation. This is reflected in today's unprecedented 
explosion of patent applications. 

There are some who regard the increase in patent filings with suspicion. The USPTO 
regards this growth with mixed emotions. For a number of years, the USPTO has been 
engaged in what sometimes seems an epic struggle to muster sufficient resources to 
provide the timely and quality service our customers need. But we remain confident that the 
growth in patent applications is a boon for America's economy, as well as contributing to our 
genius for innovation. 

Looking across the world we see a high correlation between a country's economic strength 
and the vitality of its patent system. No single cause explains economic growth, but neither 
is it an accident nor coincidence that the United States stands at the top of both lists. 

*** 

Once again, I thank Chairman Muris for his gracious invitation to participate here today. In 
accepting the invitation, I committed our agency to helping these hearings facilitate a full 
discussion on the issues surrounding the interplay of intellectual property and antitrust 
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policy. We look forward to assisting both the Commission and the Department of Justice in 
gathering whatever information they need to make sound policy decisions in today's 
knowledge-based economy. 
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Mr. Chairman, Members of the Federal Trade Commission and Officials

of the Department of Justice:

I appreciate this opportunity to testify during these important

hearings.

My name is Gerald J. Mossinghoff.  I am Senior Counsel to the Arlington

intellectual property law firm of Oblon, Spivak, McClelland, Maier &

Neustadt.  In addition to that, I teach intellectual property law at the

George Washington University Law School and at the George Mason

University School of Law.  

During President Reagan's first term, I served as Assistant Secretary

of Commerce and Commissioner of Patents and Trademarks.  During that time,

we were able to achieve significant progress in the protection of

intellectual property.  With bipartisan support across the three Branches

of Government:

! We enacted realistic user fees for the U.S.
Patent and Trademark Office ("USPTO") that
led to the Office being self-sufficient
(tragically, over the past several years, the
Office has been forced to become much more
than self-sufficient).

! We set goals — ultimately achieved — of
reducing the average time of patent pendency
to 18 months and trademark pendency to 13
months.

! Concrete steps toward automating the USPTO's
enormous data bases — leading to the goal of
a "paperless" Office — were undertaken.  

! The Court of Appeals for the Federal Circuit
was established to hear all patent appeals
nationwide.
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! We established a formal Trilateral
Cooperation arrangement with the European
Patent Office and the Japanese Patent Office. 
That Trilateral Cooperation —  which next
year will celebrate its 20th Anniversary —
has proven to be very useful in fostering
cooperation and harmonization among the three
major patent offices of the world.  

! The penalties for illegal counterfeiting were
significantly increased and effective
enforcement measures established.

! The Computer Chip Protection Act was enacted.

! We laid the foundation that led to the United
States joining the Berne Copyright Convention.

! And we began the steps that led to
multinational intellectual property norm
setting being conducted in the GATT instead of
the World Intellectual Property Organization. 
This resulted in the landmark agreement on
the Trade-Related Aspects of Intellectual
Property, or TRIPS, in the World Trade
Organization.  

I am convinced that the progress we made was the direct result of the

close cooperation during that period between the Antitrust Division of the

Department of Justice — then under the leadership of Assistant Attorney

General William Baxter — and the USPTO.

This afternoon I will focus on three subjects:

(1) The critical importance of an adequately financed USPTO
to  technological and human progress throughout the
world,

(2) The Court of Appeals for Federal Circuit and the key role
it is playing in the coherent development of U.S. patent
law, and

(3) The suggestion sometimes heard that there are too many
patents being granted and that somehow we should "raise
the bar."
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THE USPTO MUST BE ADEQUATELY FINANCED

Central to the effective and appropriate patent protection of new

technology is the USPTO and the quality and timeliness of examinations of

patent applications.

Quality depends upon the skill and dedication of the approximate 3000

patent examiners, properly trained, supervised and mentored and with

effective administrative and technical support.  For it to do its job

properly, the Office must have the latest in 

"e-government" support, but apparently fiscal constraints will deprive the

Office of the capability to move to electronic filing and processing of the

more than 300,000 patent applications filed each year.  

Timeliness depends upon adequate resources to the USPTO, and this is

an area of great concern.  For the past several years, more than $850

million in user fees paid by patent applicants and patentees to support the

USPTO have been diverted to other totally unrelated government programs. 

And as could have been guaranteed, the Office is falling alarmingly behind

in being able to cope with its increasing workload.  

My "back-of-the-envelope" calculations are that — if the current

funding of the USPTO remains constant in real dollars, increasing only by

cost-of-living adjustments — in five years it would take more than three

years for an applicant to receive a first Office Action, and the overall time

of pendency would increase to an average of over four years!  There would

be a total of two and one-half million patent applications pending in the

Office, with each examiner having a "docket" of more than 750 applications



1Hearings on H.R. 6033, H.R. 6934, H.R. 3806 and H.R. 2414 before the
Subcommittee on Courts, Civil Liberties and the Administration of Justice,
House Committee on the Judiciary, page 797, 96th Cong., 2d Sess. (1980).
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compared with  current dockets of under 100 now.  In short, the Office

would be swamped.  Under Secretary Rogan can confirm whether these dire

predictions are accurate.  I believe they are accurate, and steps must be

taken now to ensure that they are not realized.  

THE FEDERAL CIRCUIT COURT OF APPEALS IS AN UNQUALIFIED SUCCESS

The Court of Appeals for the Federal Circuit was established in 1982

in a bipartisan effort to bring certainty and stability to U.S. patent law. 

Based upon a key recommendation of President Carter's Domestic Review on

Industrial Innovation, a centralized national court with exclusive

appellate jurisdiction over patent-related cases was viewed in that Review

as "a vehicle for ensuring a more uniform interpretation of the patent laws

and thus contributing meaningfully and positively to predicting the

strength of patents."1

One of my highest priorities as a newly appointed Commissioner of

Patents and Trademarks in 1981 was to recommend that the Reagan

Administration support that initiative of the Carter Administration.  That

was by no means assured given the strong opposition of the American Bar

Association to the creation of such a "specialized" federal court.  

At that time I was teaching patent law at the American University's

Washington College of Law and was all too familiar with the chaotic

situation that business executives and their counsel faced in deciding how

— and most significantly where — to enforce their patents.  A leader in the



2Statement of Dr. P. Roy Vagelos, then-President, Merck, Sharp &
Dohme Research Laboratories, Hearings on H.R. 6033, H.R. 6934, H.R. 3806 and
H.R. 2414, supra note 2, at page 72.  
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research-based pharmaceutical industry summed up that industry's support

for the Federal Circuit quite succinctly: "to eliminate geography-dependent

patent opinions."2  Prior to the creation of the Federal Circuit, an analysis

of most patent issues would depend on what federal circuit one would

assume would decide the case, and such an assumption would often be more

significant than the facts themselves.  

The Reagan Administration did strongly support the creation of the

Federal Circuit  based, among other things, upon the recommendation of

then-Secretary of Commerce, the late Malcolm Baldridge.  Having served as

the very successful Chief Executive of Scovill Industries, Secretary

Baldridge often expressed the view that successful business executives are

able to "manage around" adversity;  they cannot handle uncertainty.  And as

the several federal circuits drifted farther and farther apart in their

interpretations of key sections of the patent code, the inevitable

uncertainty actually called into question the viability of an effective U.S.

patent system for protecting new technology.

The beneficial results of the creation of the Federal Circuit were

immediate and felt throughout America's high-technology industries.  Forum

shopping --- or more accurately circuit shopping — is a thing of the past. 

Although in no field of law as dynamic as patent law can there be 100%

assurance of the outcome of any case, business executives and their counsel

can now look to a coherent and consistent body of case law to guide their



3Cuno Engineering Corp. v. Automatic Devices Corp., 314 U.S. 84, 91
(1941).  That case specifically prompted Congress to add a sentence to §103
that "Patentability shall not be negatived by the manner in which the
invention was made."  
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fundamental research and development decisions.  

DON 'T CHANGE THE NONOBVIOUSNESS REQUIREMENT OF THE PATENT CODE

An assertion is sometimes made that there are too many U.S. patents

being granted, or that the patents are "overbroad."  This leads to an idea,

usually vaguely defined, that we should change the nonobviousness

standard somehow to "raise the bar."  That would be most unwise in my view.  

Nonobviousness is the most important patentability requirement and

perhaps the most difficult to apply.  Section 103(a) provides:  

A patent may not be obtained though the invention is
not identically disclosed or described as set forth
in section 102 of this title, if the differences
between the subject matter sought to be patented
and the prior art are such that the subject matter
as a whole would have been obvious at the time the
invention was made to a person having ordinary skill
in the art to which said subject matter pertains. 

The enactment of §103 in 1952 was a reaction to a line of Supreme

Court cases in which U.S. patents were held to be invalid because they

lacked "invention."  In one celebrated case, Justice William O. Douglas went

so far as to state that for a new device to be patentable, it "must reveal

the flash of creative genius." 3 The Supreme Court's anti-patent bias during

the period leading up to 1952 was so pronounced that Justice Robert H.

Jackson in a dissent complained "that the only patent that is valid is one



4Jungersen v. Ostby & Barton Co., 335 U.S. 560, 571 (1949) (dissenting
opinion).

5P.J. Federico, Commentary on the New Patent Act, reprinted in 75
Journal of the Patent and Trademark Office Society 161, 183 (1993).

6Graham v. John Deere Co. and Calmar, Inc. v. Cook Chemical Co., 383
U.S. 1 (1966); Adams v. United States, 383 U.S. 39 (1966).  
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which this Court has not been able to get its hands on." 4

In his Commentary on the New Patent Act, Mr. P. J. Federico, a senior

official of  the U.S. Patent Office and one of the principal authors of the

1952 Act, stated as follows: 

There has been some discussion as to whether
section 103 modifies the so-called standard of
invention (which itself is an unmeasurable quantity
having different meanings for different persons) in
the courts and it may be correct to state that the
printed record does not show an explicit positive
command to the courts.  While it is not believed that
Congress intended any radical change in the level of
invention or patentable novelty, nevertheless, it is
believed that some modification was intended in the
direction of moderating the extreme degrees of
strictness exhibited by a number of judicial opinions
over the past dozen or more years;  that is, that
some change of attitude more favorable to patents
was hoped for.  This is indicated by the language
used in section 103 as well as by the general tenor
of remarks of the Committees in the reports and
particular comments. 5

The Supreme Court did not reach the issue of the proper

interpretation of §103 until 1966, when the Court decided three patent

cases, often referred to as the Graham Trilogy. 6  As stated by one leading

patent law scholar:  

In Graham, the Court pointedly confirmed that
Section 103  codified the judicially developed
nonobviousness requirement.  Congress did focus



7CHISUM ET AL. UNDERSTANDING INTELLECTUAL PROPERTY LAW 2-57 (Matthew
Bender 1997 Reprint).
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inquiry on objective obviousness and, in effect,
directed abandonment of 'invention,' which the
courts had previously used to encapsulate the
obviousness standard.  'Invention' had led to
conceptual confusion.  But, according to the Court,
Section 103 did not, and constitutionally could not,
'lower' or fundamentally alter the patentability
standard.  On the merits, the Court held two of
three patents invalid; it held a third patent valid,
emphasizing that the invention, a battery that
provided strong current with the addition of a
water electrolyte, was met with initial skepticism
by experts but later was used extensively by the
United States government. 7

In Graham — still the leading case interpreting §103 — the Supreme

Court directed the lower courts and the Patent and Trademark Office to

apply the following test:

Under § 103, the scope and content of the prior art
are to be determined; differences between the prior
art and the claims at issue are to be ascertained;
and the level of ordinary skill in the pertinent art
resolved.  Against this background, the obviousness
or nonobviousness of the subject matter is
determined.  Such secondary considerations as
commercial success, long felt but unsolved needs,
failure of others, etc., might be utilized to give
light to the circumstances surrounding the origin of
the subject matter sought to be patented.  As indicia
of obviousness or nonobviousness, these inquiries may
have relevancy. 

This is not to say, however, that there will not be
difficulties in applying the nonobviousness test. 
What is obvious is not a question upon which there is
likely to be uniformity of thought in every given
factual context.  The difficulties, however, are
comparable to those encountered daily by the
courts in such frames of reference as negligence and
scienter, and should be amenable to a case-by-case
development.  We believe that strict observance of



8383 U.S. @ 17.

9PETER D. ROSENBERG, PATENT LAW BASICS 9-48 (Clark Boardman Callaghan
1995). 

10AMAZON.COM, Inc. v. BARNESANDNOBLE.COM, Inc., 239 F.3d 1343 (Fed.
Cir. 2001).
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the requirements laid down here will result in that
uniformity and definiteness which Congress called
for in the 1952 Act. 8 

Notwithstanding this guidance, the regional Circuit Courts of Appeals

were all over the lot in interpreting the requirements of §103.  One of the

issues was whether "synergism" in some form or another was required to

satisfy the §103 requirement.  As noted by one patent law scholar, "prior to

Federal Circuit analysis of the issue, confusion reigned among lower

federal courts as to the proper role of synergism in evaluating

nonobviousness." 9

One of the principal areas of concern that led to the creation of the

Federal Circuit was §103 and the differences in its interpretation

throughout the regional circuits.  Although there are clear differences

among the several judges serving on the Court of Appeals for the Federal

Circuit in other areas of patent law, there are no major differences in the

interpretation of §103.  In one celebrated case, the Federal Circuit relied

upon §103 when it vacated the Seattle District Court's Preliminary Injunction

against BARNESANDNOBLE.COM on February 14, 2001. 10

Thus, with respect to §103 regarding nonobviousness, three factors

have resulted in a workable standard of patentability both in the Patent

and Trademark Office and in the courts:  (1)  the enactment of the section in



11

1952, (2) the authoritative interpretation of the section in the Graham

Trilogy of cases, and (3) the creation of the Federal Circuit, which is doing

an excellent job of interpreting §103 on a case-by-case basis.  There are now

more than 700 Federal Circuit cases interpreting §103 in dozens of

technological contexts.  If patent claims are said to be "overbroad,"  I

assume that means that they would not be valid under 35 U.S.C. § 103 or §

112, as those sections are now written.  Otherwise, I would have no idea

what "overbroad" means.

To attempt now to amend § 103 to "raise the bar" —  whatever that may

mean in a given case — would, at the very least, result in a generation or

two of uncertainty and confusion.  Such an attempt would, in my view, be met

with appropriate, vigorous and successful opposition by high technology

industry, inventor groups and the organized patent bar. 

The number of patents being granted by the USPTO has increased

significantly, but I seriously doubt whether the increase has kept pace with

the nation's investment in research and development.  In the research-based

pharmaceutical industry, for example, R & D expenditures have increased

more than ten-fold in the past 20 years — from $2.3 billion in 1981 to more

than $30 billion in 2001.  And patents granted in the pharmaceutical field

(USPTO  classes 424 and 514), although substantially increased, have not

kept pace.  In 1981, 2,017 such patents were granted, compared with 6,751

patents in the year 2000.  Of course, many of those patents cover new life-

saving and life-enhancing medications that would not have been invented

except for the incentives provided by the U.S. patent system.  I am certain
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that the pattern of the research-based pharmaceutical industry is repeated

in many other important fields of technology.  One way to decrease the

number of patent applications filed, of course, would be for the government

to discourage privately funded research and development, a step which

hardly anyone would seriously recommend. 

*     *     *

Mr. Chairman, that concludes my prepared statement.  Mr. James J.

Kulbalski, a partner at the Oblon Spivak firm, is submitting a statement in

connection with these hearings on patent pooling and technical standards.  I

hope that his paper and my comments will be helpful to you as your hearings

continue.  
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Key Principles
1988 and 1995 Guidelines

a) for the purpose of antitrust analysis, the Agencies 
regard intellectual property as being essentially 
comparable to any other form of property.

b) the Agencies do not presume that intellectual 
property creates market power in the antitrust 
context.

c) the Agencies recognize that intellectual property 
licensing allows firms to combine complementary 
factors of production and is generally 
procompetitive.
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Key Principles
1988 Guidelines

“The owner of intellectual property is entitled 
to enjoy whatever market power the property 
itself may confer.” 

“[T]he Department will not require the owner 
of technology to create competition in its own 
technology.”
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The IP owner is entitled to enjoy whatever 
market power the property itself may confer

Price

Quantity
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The IP owner is entitled to enjoy whatever 
market power the property itself may confer:

A critique

Price

Quantity

Market power depends on 
conduct, which may be 
anticompetitive.
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Key Principles
1995 Guidelines

“The Agencies will not require the owner of 
intellectual property to create competition in its own 
technology. However, antitrust concerns may arise 
when a licensing arrangement harms competition 
among entities that would have been actual or likely 
potential competitors in a relevant market in the 
absence of the license (entities in a ‘horizontal 
relationship’).”
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Harm to competition that would have 
occurred in the absence of the license

Price

Quantity

Price

Quantity

The licensing 
market

A different market
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Harm to competition that would have 
occurred in the absence of the license

Price

Quantity

Price

Quantity

The licensing 
market

A different market
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Key Questions for an Antitrust -
Intellectual Property Agenda

n Should antitrust policy be more lenient for 
intellectual property?

n How to deal with combinations of allegedly 
blocking patents

n Patent settlements
n Cross-licensing and unilateral refusals to deal
n Standard-setting
n Winner-take-all markets (network effects)
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Antitrust Policy For Patent 
Aggregations – A Noisy Message

n MPEG and DVD letters: OK to aggregate 
essential (blocking) patents

n FTC v. VISX: pool dissolved 
n Ciba-Geigy – Sandoz:  concerns raised 

about aggregation of blocking patents
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A Rule of Reason Approach to Evaluating 
Combinations of  “Blocking” Patents

Key elements of the approach
1) Probability that all blocking patents 

would be found invalid or not infringed
2) Benefits from competition if patents 

held to be invalid or not infringed
3) Benefits from combining patents
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A Rule of Reason Approach to Evaluating 
Combinations of  “Blocking” Patents

(1) X (2) = (Expected) competition that 
would have occurred in the 
absence of the licensing 
arrangement

(3)         = Benefits of the licensing 
arrangement
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A Rule of Reason Approach for Evaluating 
Combinations of Multiple “Blocking” Patents

Define:
N = Number of independent blocking patents
P = Probability that a single blocking patent 

would be held invalid or not infringed if 
challenged

C = Reduction in prices from competition, as 
percent of revenues

E = Efficiencies from combining patents, as 
percent of revenues
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A Rule of Reason Approach for Evaluating 
Combinations of Multiple “Blocking” Patents

Aggregation passes a rule of reason test if:

NP
C
E

>

E/C = efficiency ratio



15

Required Efficiency Ratio for 
Pro-Competitive Patent Aggregation
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Applying This Approach to Single 
Patent Settlements

Challenge a settlement involving a single patent if:

P
C
E

<

But this is a difficult potential competition case

Use the rule to guide further inquiry into patent 
scope, validity
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Conclusions Re Combining
“Blocking” Patents

n Assertion that patents are blocking should not be 
sufficient to indemnify a combination from antitrust 
scrutiny
n High probability that litigated patents are found invalid or 

not infringed

n Not necessary for antitrust agencies to conduct a 
full scale review of patent scope and validity to 
assess antitrust risk from combining patents

n A probabilistic approach should be sufficient to 
estimate competition in the absence of the 
combination
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Conclusions Re Combining 
“Blocking” Patents

n Probability of competition in the absence of the 
combination declines rapidly with the number of 
independent, blocking patents

n Efficiencies from combining many blocking patents 
can be large:
n Avoid “double-marginalization” with independent licensing 

of complementary blocking patents (royalty stacking)
n Avoid delays in launching a new product

n E.g., MPEG, DVD standards

n Suggests relatively lenient antitrust policy toward 
combinations with many blocking patents
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Private Incentive to Challenge Patents Is 
Less Than the Expected Social Return

n Users of patented technologies appropriate only 
some of the benefits of a successful patent 
challenge, but pay the full cost
n Benefits shared with other licensees
n Consumers benefit from competition

n Coordination problem
n Each user wants someone else to challenge the patent
n Coordination problem is particularly severe when there 

are many patents, many patentees

n Implies more resources should be devoted to 
ascertaining patent scope, validity
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A Not-So-Modest Proposal
n Apply agency resources to challenge suspect 

patent when spillover benefits and coordination 
problems are particularly large
n Many users of the patented technologies
n Multiple blocking patents; multiple patentees

n But -- consider challenging patents involved in 
allegedly anticompetitive settlements or pooling 
arrangements (only) when the patents are 
particularly suspect and settlement-specific 
efficiencies are small
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FTC/DOJ Joint Hearings on 
Competition and Intellectual Property Law 

Washington, D.C. 

February 6, 2002 

Testimony of Richard C. Levin 
President, Yale University 

It is a pleasure to participate in the opening session of these important hearings. I am 
especially honored to share the platform with the distinguished public servants who have 
shaped and now shape the interpretation and enforcement of the nation's antitrust and 
intellectual property laws. 

My involvement today derives from two personal experiences. In the 1980s, with the 
support of the National Science Foundation, I directed a substantial research program at 
Yale on the economic impact of intellectual property. Currently, I co-chair a committee on 
Intellectual Property Rights in the Knowledge-Based Economy under the auspices of the 
National Academies' Board on Science, Technology and Economic Policy(1) 

Both these experiences provide insights relevant to the subject of these joint FTC/DOJ 
hearings. 

The centerpiece of our research in the 1980s was a survey of 650 executives 
responsible for research and development in 130 different industries. The survey -- 
which I developed in collaboration with Alvin Klevorick, Richard Nelson, and Sidney 
Winter -- sought to characterize both the opportunities for technological advance and the 
capacity of firms to appropriate the returns from their investments in research and 
development. (2) 

The most striking and most influential finding from the data collected in the mid-1980s 
was that the role of patents differed across industries and technologies. In most 
industries, firms reported that being first to market with a new or improved product and 
supporting their head start with superior marketing and customer service most effectively 
protected the competitive advantages of their R&D. In these industries, patents were not 
regarded as highly effective in protecting a firm's competitive advantage. The 
pharmaceutical and certain other chemical industries were striking exceptions. In these 
industries, patent protection was deemed to be far and away the most effective means of 
appropriating the returns from research and development. Despite significant changes in 
patent law during the ensuing years, a follow-up survey conducted in the late 1990s by 
Wesley Cohen, Richard Nelson, and John Walsh essentially replicated our findings.(3)  

The perceived value of pharmaceutical and chemical patents derived in part from the 
nature of technology. In the 1980s, the valuable and effective patents in these industries 
gave exclusive rights to a particular chemical compound, a specific molecule. In such 
cases, patent rights were relatively easily enforced, and the rights to one patented 
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molecule were rarely required to obtain or practice a patent on another molecule.  

In contrast to the discrete nature of chemical and pharmaceutical innovation, progress in 
other key technologies -- such as microelectronics, telecommunications, and computers -
- was cumulative. Virtually any advance required access to a bundle of prior patents. 
This circumstance had its roots at the very beginning of the microelectronic era, when 
access to the Bell Labs' transistor patent was required to develop virtually any new 
product. It continued through the early years of the integrated circuit era, when industry 
participants typically needed to license the fundamental product patent from Texas 
Instruments and the fundamental process patent from Fairchild.(4)  

By the early 1980s, semiconductor firms already had a well-developed practice of cross-
licensing their entire patent portfolios and determining the net flow of royalties by 
"scoring" the most important patents in each portfolio. Today, with the widespread use of 
patented research tools and the attendant need for cross-licensing, the pharmaceutical 
and biotechnology industries are moving closer to the cumulative technology paradigm. 

The difference between discrete and cumulative technologies is not acknowledged in the 
granting of patents or in the resolution of patent litigation. But it is a distinction of some 
value in the antitrust analysis. Put simply, in cumulative technologies, cross-license 
agreements are a necessary condition of technical progress. They should not ordinarily 
be regarded as anticompetitive unless they are used in a concerted way, without 
sufficient justification on grounds of efficiency, to block entry into a relevant product or 
innovation market.  

Let me turn now to the ongoing work of our National Academies committee, which is 
investigating the broad economic impact of changes in patent law and administration 
over the past quarter century. Over the past two years, the committee has held three 
conferences and six meetings involving public participation. We have heard from virtually 
every interested segment of our society with a stake in the effectiveness of the patent 
system: independent inventors, open source software developers, large companies, 
lawyers, judges, patent office officials in the United States and Europe, representatives 
of international organizations, academic economists and lawyers, and antitrust 
enforcement agencies. The committee expects to present its findings and 
recommendations in September 2002. At this point, I want to make it very clear that I do 
not speak for the committee. Instead, I will offer just a few personal observations about 
two particular areas of concern. 

First, there is widespread concern about the quality of patents issued in newly emerging 
areas of technology. In some respects, such concern is inevitable. Almost by definition, 
new areas of technology lack well-established bodies of prior art in earlier patents and 
the published literature. This makes it difficult for patent examiners to determine whether 
a claim meets the required tests of novelty and nonobviousness. Still, even an observer 
sympathetic to the difficulties faced by patent examiners would find reasonable basis for 
concluding that many software patents, most notably those describing computer-enabled 
business methods, do not meet a common sense standard for innovation. 

There are potentially serious consequences of a low threshold for patenting in emerging 
technology areas. A patent, after all, grants an exclusive right, and in some cases it can 
confer power in product and innovation markets. We should be wary of creating 
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unwarranted market power by granting unwarranted patents. 

The remedy, however, lies not in placing more rigorous antitrust constraints on the 
behavior of the holders of low-quality patents. The remedy is to improve the process of 
granting and reviewing patents to ensure that monopoly rights are not conferred on rent-
seekers who have not truly achieved "progress" in the "useful arts." 

The Patent and Trademark Office has already begun taking steps to improve the quality 
of its prior art data bases and the qualifications of newly-hired examiners in emerging 
areas of technology. Still more resources may be needed to ensure timely and effective 
review of patent applications. 

The courts might also consider returning to a more rigorous application of the standard 
for nonobviousness articulated in the last major Supreme Court decision on the subject: 
Graham v. John Deere 383 U.S. 1 (1966). A recent study(5) documents how decisions 
by the Court of Appeals for the Federal Circuit have tended to substitute "secondary" for 
"primary" tests of obviousness, resulting in a standard that comes perilously close to "if 
someone invested money in developing this invention, it must not be obvious." A 
standard so diluted runs the risk of rewarding pure rent-seeking with rights that should be 
reserved for socially beneficial innovation. 

Another idea worthy of consideration would be to institute a system of post-grant review 
under which third parties could challenge the validity of a patent on grounds other than 
the narrow ones now permitted under the current re-examination procedures. A low-cost 
administrative review procedure might reduce the need for costly infringement litigation, 
and wasteful investments by those later judged to have infringed a valid patent might be 
avoided. A speedy procedure might also produce great social benefit by clarifying at an 
early stage the appropriate standard of nonobviousness and the scope of permissible 
claims in emerging areas of technology. 

A second area of concern that has come to our committee's attention is one that more 
properly needs review by the antitrust enforcement agencies. Increasingly, in the 
computer networking, telecommunications and related technologies, we have come to 
rely on the work of private standard-setting consortia. The work of these bodies is often 
indispensable in facilitating progress in cumulative technologies, yet the potential for 
anticompetitive and exclusionary practices warrants scrutiny. The Antitrust Guidelines for 
the Licensing of Intellectual Property, which offer intelligent and sensible guidance in the 
areas of cross-licensing and patent pooling, provide a relevant model for policy in this 
area. To permit efficiency-enhancing collaborations to move forward and to protect 
consumers from anticompetitive practices, standard-setting bodies should be subject to 
appropriately clear, specific and well-crafted antitrust guidelines. 

These are but two areas of concern that have come to the attention of our committee. 
Among many others, I would mention the high cost of patent litigation, the inefficient 
reliance upon subjective determination of intent in such litigation, the drift toward granting 
patents for discovering facts of nature rather than requiring human invention, and the 
wasteful duplication caused by the failure to achieve full international harmonization of 
patent law and full reciprocity for searches and examinations. These concerns, like those 
involving the standards of patentability, are more directly addressed through statutory, 
judicial, or administrative changes in the patent system, rather than through changes in 
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antitrust law or enforcement. 

Despite all the concerns that have been raised in the course of our committee's work and 
that will be raised in the course of these hearings, we must not lose perspective. 
Innovation is alive and well in the American economy. For more than a half century, our 
nation has led the world in the development of new technologies and the creation of new 
products. Our international competitive advantage rests on the unique encouragement 
we give to scientific progress through the peer-reviewed public funding of projects 
located in institutions that combine frontier research with advanced scientific and 
technological education. Our open, entrepreneurial economy, fueled by vigorous and 
effective capital markets, translates the results of scientific advance into industrial 
innovation. Intellectual property rights play a significant role in this process by protecting 
the returns to innovation, just as antitrust enforcement preserves competition and 
protects consumers from abuses of market power. There is always room for 
improvement, and I trust that these hearings will identify such opportunities. But we 
should remember that intellectual property and antitrust are only small pieces of a larger 
system that, by historical and international comparative standards, functions very well 
indeed. 

Endnotes: 

1. For a description of the committee's work, see http://www4.nationalacademies.org/pd/step.nsf. 

2. See R.C. Levin, A.K. Klevorick, R.R. Nelson, and S.G. Winter, "Appropriating the Returns from 
Industrial Research and Development," Brookings Papers on Economic Activity, 1987:3, and Klevorick, 
Levin, Nelson, and Winter, "On the Sources and Significance of Interindustry Differences in 
Technological Opportunities," Research Policy, 1995. Additional analyses of the survey data are found 
in Levin, "A New Look at the Patent System," American Economic Review, May 1986, and Levin, 
"Appropriability, R&D Spending, and Technological Performance," American Economic Review, May 
1988. 

3. W.M. Cohen, R.R. Nelson, and J.P. Walsh, "Protecting Their Intellectual Assets: Appropriability 
Conditions and Why U.S. Manufacturing Firms Patent (or Not)," Working Paper No. 7552, National 
Bureau of Economic Research, 2000. Although their findings are largely consistent with our previous 
work, Cohen, Nelson, and Walsh report some increase in the relative effectiveness of trade secrecy as 
a means of appropriation. 

4. See R.C. Levin, "The Semiconductor Industry," in R.R. Nelson, ed., Government and Technical 
Progress: A Cross-Industry Analysis. Pergamon Press, 1982.  

5. G.S. Lunney, Jr., "E-Obviousness," 7 Michigan Telecommunications and Technology Law Review 
363 (2001).  
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                    P R O C E E D I N G S1

        MS. GREENE:  Good morning.  On behalf of the Federal Trade2

Commission and the Department of Justice, welcome.  My name is3

Hillary Greene, and I'm in the general counsel's office here at the4

FTC, and with me at the far table we have Robert Potter and Frances5

Marshall who are from the Office of Legal Policy at the6

Department of Justice.7

        We are truly delighted to present this session on8

antitrust laws for patent lawyers and our distinguished9

speakers, Bill Kovacic and Will Tom.10

        When the Chairman first announced these hearings, he11

emphasized that properly understood, IP law and antitrust law12

both seek to promote innovation and enhance consumer13

welfare.  Today's speakers are true pioneers in promoting and14

understanding of how antitrust law serves those goals, and15

not surprisingly, they've used that same understanding to16

challenge and help the competition community to increase its17

sensitivity and their ability to promote those shared goals.18

        To say that the respective accomplishments of our19

speakers are far too immense to mention is an20

understatement.  Nonetheless, I'll mention a couple things.21

I'll begin with Bill Kovacic, the Commission's general22

counsel.23

        Bill returns to the FTC from a professorship at the24
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George Washington University Law School.  Previously he had1

worked at the FTC with the Bureau of Competition's Planning2

Office and later as an attorney advisor to Commission George3

Douglas.  Simply stated, he is one of the nation's preeminent4

scholars on competition policy.5

        I wanted to provide you with some type of overview of6

his work for today, and basically once my list hit about 757

articles and books that he had authored, coauthored or8

edited, I abandoned that enterprise.  So the one article that9

we do have, is called "Antitrust Policy:  A Century of Economic and10

Legal Thinking," and I urge you all to pick up a copy because it11

draws on the major antitrust decisions and research in industrial12

organization economics and provides, as the author stated, the 13

evolution of our thinking about competition.14

        I don't think we can discuss Bill without mentioning15

his extensive travels as well.  Bill has really gone around16

the world, and I mean that literally, and has worked with the17

governments of countries ranging from Egypt to Russia to18

Zimbabwe and has worked with them to better understand19

competition policies and to share with them his insights and20

to see how he can contribute to their own understanding, and21

so we're really delighted to have him here today.22

        Let me turn now to Will Tom.  Will is a partner at23

Morgan, Lewis & Bockius.24

        Will has an extensive history in public service.25
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Most recently, he served as Deputy Director of the1

Bureau of Competition here at the FTC from '97 to 2000, and2

before that he was the Assistant Director for Policy and3

Evaluation, also at the FTC, and before he joined us at the4

FTC, he was a counselor to the Assistant Attorney General in5

charge of the Antitrust Division at the Justice Department.6

        I guess the main thing that I want to say about Will7

is that he's the reason that we're all here.  It's his fault8

that we're here today, and while that's not entirely true, it9

is true to note that Will was one of the framers of the10

antitrust guidelines for the licensing of intellectual11

property, which the Federal Trade Commission and Department12

of Justice issued back in 1995, and he has continued to be a13

pioneer in this area and has written many subsequent14

articles, which have revisited the guidelines and looked15

critically at how they are functioning.16

        In addition, he's worked most recently as the guest17

editor for the Antitrust Law Journal, which will be having a18

symposium issue coming out, which will be focusing on the Federal19

Circuit and the various questions that it raises.20

        Basically it's just a pleasure working with these two21

folks, and despite their stature within the field, they are22
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not only some of the nicest people in the world, but they are1

also some of the people who are most accessible to learning,2

and I say that because I think we are really coming to the3

table today and hoping to learn from you as well, despite the4

fact that these folks are sitting up here.  We hope to learn5

from your questions, both what we can articulate better to6

you and also what you think we're doing wrong.7

        Thank you all for coming.  We will have one break8

at about 10:40 for about 15 minutes.  9

        Thank you.10

        MR. KOVACIC:  I want to thank Hillary and Gail Levine,11

Matthew Bye for putting together today's program, and I want to12

tell you how delighted I am on behalf of the Department of13

Justice and the Federal Trade Commission to welcome you to14

today's workshop.15

        I have to emphasize for you that one of the great16

privileges in coming back to the Federal Trade Commission is17

the opportunity not only to work with the professional staff18

of the Commission, but to fulfill a long time hope that I19

would have the opportunity to work with the many colleagues,20

who are now colleagues, but those who I've known from a21

distance at the Department of Justice as well, so this is an22

exceptional pleasure for me to be here today with both Bob23

and Frances and the whole team at Justice that has been24
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working with us on these hearings, as well as the wonderful1

collection of the professionals at the Commission that are2

responsible for this work.3

        We do have one handout for you for my part of the4

presentation today, just to give you a glimpse of what our5

agenda is today.  I'm going to give you a short overview of6

the U.S. antitrust system, both examining certain key7

features in doctrine and the evolution of doctrine over time,8

but also to focus in a little bit on the key institutions9

that are responsible for developing and implementing10

competition policy in the United States.11

        We will then be talking about a host of issues12

involving agreements, principally involving licensing13

arrangements.  We'll take a break about midway through, and14

then I'll come back and speak a little about monopolization15

and attempted monopolization and the set of controls that the16

antitrust system imposes on the behavior of individual large17

firms, and then we'll finish up with a discussion about18

mergers.19

        I want to mention Will and I both, as we go through20

the material today, we want to welcome you to ask questions,21

so to pose them not only to ourselves, but for really hard22

questions as an academic, I've learned as an academic I've23

learned you always hand them to someone else, and that's why24

Frances and Bob have been trapped in here with us.25
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        If it's a really tough, imponderable question, I1

developed academic skills at handing those off or, as I2

mentioned to Bob and Will earlier, using devices such as saying,3

"We'll get to that later," or "What do you think," the two "in case4

of emergency" academic tools for dealing with problems.5

        Also, Will and I have each papers for you to take a look at.6

With Carl Shapiro, I did a paper that's about 17 pages long,7

basically a tour through 110 years of U.S. antitrust history.  That's8

about a page and a half per decade, but what we've got there is a9

summary of a number of the concepts that I'll be speaking about10

today.11

        On one occasion in traveling in Russia, they had an12

earlier version of this translated and sent to the Russian13

audience, and my counterpart in Russia who we were working14

with said, "Could you give us some instructions about what you15

want to do with this," and I said, "We'll do what we do in a16

typical law school classroom, that is, I'll grill them in a17

very good natured way about what we're talking about."18

        I went to the seminar, and I've never seen people so19

compulsively and ferociously well prepared; that is, they had20

read everything.  They had good questions, but I said, "I've21

never seen such a grim bunch of folks in my life," and the22

translator said, "Well, it's this damn letter that you sent23

them."  I said, "Well, what does it say in Russian?"24

        It says, "Professor Kovacic insists that you read this25
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material, and if you don't do so, he will torture you with1

fire, and he will laugh while he does it."  The difficulty in2

working with translation: grill, torture with fire; laugh3

good naturedly, laugh while he does it.  No doubt they were4

well prepared but well terrorized by the threat itself.5

        I'm not going to torture you with fire today, and6

neither will Will.  Indeed, we're going to take a look at7

some of what we think are the principal features of the8

system, with an emphasis on those that bear upon the practice9

of intellectual property law.10

        Let me give you a quick half hour or so tour through11

the U.S. system and some of its key features.  I would like12

to do this in a few stages.  I would like to tell you briefly13

what the status quo in the United States was before 1890,14

when we had our first national experiment with competition15

policy, the Sherman Act, to tell you just a bit about the key16

antitrust statutes and to identify their major implications,17

that is, their powerful institutional and doctrinal18

implications that come from the way in which Congress has19

cast the basic competition policy.20

        I wanted to talk a bit about how the structure of the21

statutes themselves lend themselves to a collection of22

continuing debates and discussions about what gains antitrust23

policy ought to accomplish, and then to give you a quick tour24

through the evolution of doctrine and policy to bring us up25
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to the future with a bit of historical concept, and then as a1

way of framing the balance of our morning's discussion, to2

focus on what many observers agree to be today the core3

concepts of antitrust policy.4

        Again, as I go through this, if you have a question5

or comment, something I can clarify, or to address, please6

let me know.7

        What was the state of the competition policy art in8

the United States before 1890?  That is, as a way of thinking9

about what the Sherman Act did to change the framework of10

competition policy rules, what background was the U.S.11

Congress in 1890 writing against?12

        The common law framework, as you might imagine,13

induced judges to address what we would call competition14

policy issues in a number of cases, usually in the course of15

examining contract and property disputes, and out of that16

common law environment came a couple of key concepts.  That17

is, judges were attuned to the notion that certain types of18

contractual restrictions might be overreaching, and they19

developed a key concept that applies to the whole stand of20

antitrust policy for dealing with that called the Rule of21

Reason.22

        Here's the formative case.  It involves an apprentice23

working for a baker in post-industrial England.  The24

apprentice has agreed with the baker for a certain period of25
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time, "I will agree not to compete against you;" that is, in1

return for learning the skills that you're offering me as an2

apprentice, I agree as a condition of my employment that I3

will not show up across the street except after a certain4

period of time and compete against you.5

        And the question in this formative early case called6

Mitchell versus Reynolds was, Was the duration of the7

restriction on the apprentice's subsequent employment8

excessively long?  Was the geographic scope of the9

restriction too broad because the baker had reached very10

far?11

        As to duration, he said, You can never compete12

against me in the future.  And in what area?  Over an area so13

large, so far-reaching that it encompassed a good part of14

England, and the apprentice breached the agreement.  The15

baker said, I want it enforced, goes into the English courts16

to seek enforcement of the contract.17

        Issue before the court, Is the contract enforceable,18

and the court said, Some measure of restraint would be19

appropriate, else you would not have those skilled in certain20

trades being willing to impart their know-how to apprentices21

who come to work for them.22

        But on the other hand, to tell the apprentice that he23

can never practice the trade in effect within the better part24

of the country at any time in your life would deny not only25
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the individual the benefits of employment, but society the1

benefits of the rivalry that would come from having a new2

mind with new skills in the market offering consumers an3

alternative.4

        So the court said, Some restriction would be5

appropriate, but it must be a reasonable restriction, defined6

in terms of both its geographic scope and the duration of the7

restriction and the reasonable relationship of the8

restriction to a legitimate business purpose.9

        So English common law courts dealt with many of these10

formative concepts, and you also had those concepts imported11

into the Colonies in the period running up to the Declaration12

of Independence, the Constitution, and that provided the13

template for common law contract adjudication in the 19th14

Century.15

        What was the sanction if you had an overreaching16

contract in this pre-Sherman Act period?  The typical17

sanction was non-enforcement of the agreement.  Damages,18

penalties?  No, non-enforcement.  Who had standing to sue?19

The person restricted, not a customer, not a supplier, not a20

competitor, the person who was a party to the contract, so21

limited sanction for violating this basic restriction.22

        There was one national law in place before the23

Sherman Act's adopted in the United States.  Canada adopted24

the first national competition statute in 1889, and there25
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were predecessor state constitutions and statutes, both1

through the guise of antitrust laws and corporation laws that2

had competition policies principles.  That's the framework3

against which Congress is drafting when it comes to the4

Sherman Act, again in 1890.5

        What are the key U.S. antitrust statutes?  Basically6

three enactments with a number of amendments each, but the7

three foundational enactments are the Sherman Act, adopted in8

1890.  This is far and away the most important of the U.S.9

competition policy statutes.10

        Section 1 of the Sherman Act basically imposes11

restrictions upon collective action, agreements in restraint12

of trade, both involving direct competitors, which are called13

horizontal agreements, and those involving firms that are14

aligned in the relationship of a supplier or a customer.15

Those are what we usually call in our jargon vertical16

agreements.17

        Section 2 of the Sherman Act provides antitrust's basic18

mechanism of control for dominant firm behavior.  This is the19

location for the prohibition on the monopolization and20

attempted monopolization.  As we'll see today, antitrust21

draws a fundamental distinction between concerted action, two22

or more participants, and a unilateral conduct, with23

concerted action being treated with much greater scrutiny.24

        The second most important of the statutes is the25
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Clayton Act adopted in 1914 and amended significantly in 19361

and 1950, amended with respect to substance in those years.2

Section 2 of the Clayton Act prohibits certain forms of price3

discrimination under the guise of the '36 statute called the4

Robinson-Patman Act.5

        Section 3 involves a variety of distribution6

practices and vertical restraints such as tying and exclusive7

dealing, and Section 7 is the mechanism by which the U.S.8

antitrust laws control mergers.9

        The Federal Trade Commission Act is adopted in 1914.10

It is the foundation for the institution that is your host11

today physically.  The 1914 statute's key operative provision12

is Section 5 of the Federal Trade Commission Act, which13

prohibits unfair methods of competition.14

        For the most part, with some crucial amendments, the15

basic architecture of the U.S. antitrust system is put in16

place 25 years after the adoption of the Sherman Act by 1914.17

        Some key characteristics of these statutes, what I'll18

call the open texture of the statutes, decentralized19

enforcement and criminal and civil sanctions.  Let's look at20

each one.21

        What do I mean by open texture?  The key operative22

provisions of the U.S. antitrust laws are breathtakingly23

open-ended.  The Sherman Act, Section 1 and Section 2, for24

many observers, especially foreign observers accustomed to25
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civil codes that specify misconduct in exactly detail, is a1

shocking revelation.2

        Section 1 of the Sherman Act has fewer than 503

words.  Section 2 is a bit longer, but less than a hundred.4

What are the key operative terms?  Terms such as restraints5

of trade, monopolize.  Section 7 of the Clayton Act and its6

anti-merger provision, "may be substantially to lessen7

competition."  Section 5 of the FTC Act prohibits "unfair8

methods of competition."9

        The statute does not define these terms, and as you10

can see by themselves they are not self-defining.  Yes,11

Congress had in mind that judges would pay attention to12

common law models that provided some description of what13

these concepts might mean, but it made a formative change in14

designing the law this way.15

        It deliberately made the law open-ended to permit the16

conscious process of evolution over time.  It delegated to17

federal judges, for the most part, and implicitly to the18

federal enforcement agencies the role of elaborating the19

substance of the doctrines over time.20

        So with some fixed points of reference from earlier21

common law cases, for the most part what Congress said is, We22

want to give the statute a consciously, deliberately23

evolutionary scheme so that it can be adapted through24

judicial interpretation over time to account for new25
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developments in relevant social science disciplines such as1

economics and to adjust and adapt to new understandings that2

business behavior.3

        When you look at the whole scheme of U.S. economic4

regulation, I want to assert to you that this scheme is truly5

unique.  You will not find another field of economic6

regulation in the United States that relies upon this process7

of evolutionary judicial elaboration.8

        There is no scheme that gives the federal judiciary a9

greater role in elaborating standards, and there is no scheme10

that has what a number of courts have called so consciously a11

constitutional mechanism at work, and that is a uniquely12

remarkable feature of the U.S. antitrust system, but it does13

mean that things change over time, and we'll see depending on14

what.  What's the vehicle for change?  Judicial elaboration15

of standards over time.16

        Decentralization is the second remarkable feature of17

this scheme, and this is put in place by 1914.  The decision18

to procedure is placed in the hands of an executive cabinet19

department, the Department of Justice.  There is a second20

alternative mechanism for enforcement, principally21

administrative enforcement at the Federal Trade Commission.22

Our authority with the Department of Justice overlaps.  It's23

not absolutely congruent, but for our purposes today, we can24

assume that it's quite similar.25
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        State governments also have standing under the1

statute to bring cases as private parties, and, yes, there is2

a private right of action that enables injured customers,3

suppliers and competitors, to bring suit, and what induces4

them to do it?  An attorney's fees provision that compensates5

the prevailing plaintiff, not the prevailing defendant, the6

prevailing plaintiff for reasonable attorney's fees and costs7

and the measure of damages for the prevailing private8

plaintiff is three times actual harm.9

        No system of law in the United States delegates10

prosecutorial authority so broadly and to so many parties,11

and this has an important consequence.  It means that no12

single prosecutorial gate-keeper in the U.S. antitrust system13

has the ability to control the evolution and flow of doctrine14

and decide what matters get to the courts.15

        So that if you read these standard American antitrust16

case books, you will notice that as many formative cases17

feature titles involving private parties and private18

litigation as do cases involving the government of the United19

States or the Federal Trade Commission.20

        We can complicate this a bit by adding the presence21

of so-called sectorial regulators, the Federal Communications22

Commission, Federal Energy Regulatory Commission which also23

had a competition mandate for mergers.24

        I put upward ratchet on the slide simply to raise25
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this point; that is, when you have so many prosecutorial1

agents, there is the possibility that the most aggressive2

preferences or the most aggressive agent are those that3

determine which cases be brought.  That can import an upward4

ratchet into the prosecutorial process.  What is the5

rationalizing influence?  The courts.6

        This mechanism depends crucially on judicial7

elaboration to decide what the appropriate equilibrium of8

doctrine ought to be.  Of course, time can intervene.  It has9

in a number of times, but it's mainly the courts that decide10

which norms, which standards ought to be applied.11

        The last key item I want to mention is the12

coexistence of criminal and civil sanctions.  Why is this13

important?  The U.S. system, through the Sherman Act, permits14

the government of the United States to prosecute both15

individuals and corporate entities as criminals.  The statute16

defines all offenses of the Sherman Act as crimes.  Of17

course, they can be pursued civilly as well, but had the18

Justice Department chosen to do so, as a matter of technical19

analysis, if it had wanted to convene a grand jury to indict20

Bill Gates in the Microsoft Corporation, it could have.21

        That would have been a jarring departure from modern22

prosecutorial practice, but it is, nonetheless, striking to23

contemplate that the Sherman Act defines all of its offenses24

as crimes.25
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        What in fact has the government done over time?  How1

has it used its discretion?  It has ruthlessly focused the2

prosecution of criminal matters upon the most egregious3

offenses, what we call hard-core horizontal restraints,4

agreements between competitors to set prices, to allocate5

markets or customers.6

        In order to make that exercise of authority appear7

legitimate, courts over time have tried to carefully delimit8

what sorts of offenses deserve that kind of combination.9

Those tend to be called per se offenses in the language of10

antitrust offense?  What's a per se offense?  A per se11

offense is one for which the proof of liability depends only12

upon demonstrating that the agreement or the behavior in13

question took place, utterly without regard to actual effects14

in the marketplace.  As you'll be seeing a bit later today,15

certain types of price related agreements are condemned per16

se.17

        So what about goals, that is, what do the antitrust18

laws try to accomplish?  With that broad, open-ended19

language, an enforcement agency or a court might ask, It's20

hard to make sense of the law without having an idea of what21

you want to do with the law.22

        If you were really concerned about preserving an23

atomistic structure of suppliers, you might define monopoly24

as any condition in which a firm acquires more than a trivial25
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share of the market.  If your goal was absolute political and1

economic social decentralization, you can do that.  You might2

sacrifice some economic efficiency, but that could be your3

choice of enforcement strategies.4

        The choice on the list that matters a lot is economic5

efficiency.  Is it to promote practices that increase6

society's total wealth by encouraging the efficient use of7

resources?  Is it to prevent transfers of wealth from8

consumers to producers, transfers that take place often in9

the face of price-fixing agreements that impose supra-10

competitive prices?11

        Is it to promote economic decentralization as an end12

in itself?  Is it to achieve perceived political benefits of13

maintaining a relatively decentralized structure of business14

firms on the idea that large firms tend to be politically15

dangerous because they can manipulate the political process,16

whereas smaller firms might be seen as benign?17

        Is it to promote local autonomy by keeping business18

units small enough that business units are not able to19

distort cultural/social/political values at a local level or20

are there others?21

        If you had asked Congress in 1890 which of these22

count, they would have said all of them, every one, we wanted23

to do all of that.  You might ask yourself, Well, how do you24

do them all?  Aren't they internally contradictory at some25
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point?  That is, you can't have some of the benefits from1

economic scale if you want small cottage industry2

configurations in which no firm has more than a dozen or so3

employees.4

        Can you do that?  Congress would have said or5

answered this way, We don't think you have to be huge in6

order to gain economic efficiency benefits.  Congress would have7

said, It is a disruption in the natural economic order to have huge8

corporate enterprises.  They only get that way and stay that way by9

using improper means. There's no trade-off between the item on the10

top line and those on the lower part of the chart.11

        One of the things we've learned as a part of this12

evolutionary process and the strong role that economic13

analysis plays in changing views about what normative rules14

ought to be in this area is that there are trade-offs all15

over the place.16

        Just to anticipate something that we'll see today,17

what's the goal today?  Top line, that's virtually the single18

minded focus of decision making in the federal courts, and I19

would say the single final decision making in the federal20

antitrust systems.21

        It's the promotion of economic efficiency.  I'll say22

a little bit in a minute about how we got there.  Do other of23

these values come into play?  Are they accomplished by24



22

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

pursuing economic efficiency?  Sure.  That is, to the extent1

that you promote economic growth and the fruits of that2

growth are spread throughout a society, that has powerful3

political consequences.4

        To the extent that you prevent artificial5

restrictions on access to the marketplace, that has powerful6

social and economic consequences, but those are not the7

direct aims or directives of policy making.  Efficiency in8

the form of lower prices, greater innovation, those tend to9

be the aims of modern competition policy today.10

        I'm going to give you a quick view of how policy changed and11

evolved in the United States, and again for the mind-numbing12

treatment of this, the Shapiro paper out on the table gives13

you lots of the wonderful details of this trip.  But I want14

to emphasize for you how, in fact, policy changes over time15

and will continue to change and let me give you a sense of16

what's motivated the change.17

        To take the first 25 years, what comes out of the18

first 25 years?  What does the Supreme Court do?  In the19

Standard Oil case, one which I think you're all familiar20

with, this is the case that split John D. Rockefeller's21

empire into 34 separate pieces in 1911.22

        In the Standard Oil case, the Supreme Court said that23

model of analysis I referred to before, the rule of reason,24
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that's the basic template for analysis in the antitrust area1

too, and implicit in that is a trade-off, a balancing of2

competitive benefits against competitive harms, with a3

general view that restraints on competition should be no4

greater than reasonably necessary to accomplish legitimate5

wealth-increasing social ends.6

        The Standard Oil case also acknowledges that some7

forms of behavior may be so vicious in their competitive8

consequence, they can be condemned with a minimal court.9

That's the so-called per se rule, that it also coexists10

within the umbrella of the rule of reason.11

        Supreme Court mandated the break up of Standard Oil.12

It was a dramatic demonstration that antitrust remedies13

extended up to and including the restructuring of the firms14

that had gained their preeminence or maintained it15

improperly.16

        By 1914 the courts had recognized that criminal17

enforcement of the antitrust laws was appropriate,18

notwithstanding the seemingly open-ended language of the19

statute itself, that antitrust offenses could be attacked as20

crimes.21

        And institutionally you see Congress in 1914 deciding22

that it would experiment basically with two forms of23

administrative enforcement and elaboration, a principally24

administrative mechanism through the FTC with an independent25
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regulatory commission, and now with the demise of the ICC,1

the FTC is the oldest of the lot still in existence, and with2

executive enforcement through the Department of Justice.3

        From 1915 to 1936, this is a period in which the4

notion of reasonableness standards gains powerful currency in5

the U.S. system.  A distrust for using the possibility of6

carving out certain rules and condemning certain behavior as7

being intrinsically illegal by a per se standard, the attack8

upon dominant firms that brought about the challenge to9

Standard Oil largely falters from 1920 through the mid '30s.10

The government simply doesn't bring large cases to11

restructure major firms or attack dominant firm behavior.12

        Institutionally, especially in the midst of the Great13

Depression, we have a number of national experiments with14

coordination and economic planning, and I mention this simply15

to point out that even though the U.S. economic system relies16

heavily on a competitive process, with the adoption of the17

Sherman Act, there are many economic actors who come to18

realize that since private agreements and restraint of trade19

become hazardous, the old-fashioned, best way to do it is to20

get a public authority to do it for you, to run the cartel,21

to exclude entrants and to bring to bear the government's22

full powers of criminal and civil enforcement to keep your23

competitors out.24

        That's the other old-fashioned way to gain monopoly25
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power.  Many of the experiments in the 1930s endorsed this1

approach and planted the seeds of a number of theories that2

provide major exemptions from the operation of the antitrust3

laws today.4

        It's really not until the second New Deal of Franklin5

Roosevelt's presidency that there becomes a durable, sustained6

commitment to the use of competition as the means for7

organizing U.S. economic system.8

        From '37 to '72, we see a swing in the direction I9

suggest for the use and reliance upon per se rules of10

illegality.  The Supreme Court endorses the concept that11

certain types of behavior are intrinsically illegal.12

Horizontal restraints such as price-fixing agreements, the13

sort of behavior condemned in the Archer Daniels Midland Food14

additives price-fixing conspiracy, allocations of customers15

and agreement between one firm and another to decide which16

customers they'll serve; resale price maintenance by which a17

manufacturer imposes either a floor or a ceiling around the18

price at which its retailers can sell a product; tying19

arrangements in which the sale of one product is conditioned20

on the sale upon another.21

        And it's in many of these tying cases in this period,22

especially in the late '30s and early '40s, that the Supreme23

Court plants the idea in a number of cases that the existence24

of an intellectual property right is itself a source of25
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monopoly power, and Supreme Court decisions in this era in1

antitrust cases glibly tend to equate patents with2

monopolies, patents with monopolies, copyrights with3

monopolies, trademarks sometimes with monopolies.4

        That's a point of view that the antitrust system no5

longer holds.  Fortunately, the evolution that I'm referring6

to has taken us past that point, but if you're looking for7

the roots of that concept, it's embedded in a number of the8

cases that come out of this period.9

        There's another key assumption about structuralism,10

and I'll simply describe it this way, is a sense that high11

level of concentrations inevitably permit firms or encourage12

firms to glue with each other, and even if they're not13

actually sitting down in a hotel room deciding what to14

charge, it's easy for them to coordinate their behavior at15

arms length.  Lots of antitrust laws accept that premise.16

        Institutional changes: in 1950 Congress adopts the17

current variant of the U.S. anti-merger policy, merger18

statute, and in the late 1950s and early '60s we have a19

tremendous renaissance of private actions.  The three largest20

manufacturers of heavy electrical equipment used to build21

power plants basically decided that they would allocate sales22

opportunities for different public utilities.23

        This resulted in the largest horizontal price-fixing24

conspiracy prosecution in the history of the statute to that25
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point and greatly inspired a great growth in the use of1

private suits.2

        '73 to '91 is what I call the ascent of the Chicago3

School.  What's the Chicago School?  Chicago School is a4

shorthand term for a line of economic reasoning, theory, that5

has two principal tenants.  One is that antitrust policy6

ought to focus on prosecuting plain vanilla violations of7

two types:  Agreements among competitors to set prices or to8

allocate customers, so-called hard-core horizontal9

restraints; and to prevent mergers to monopoly.10

        Beyond that antitrust ought to stay out, and the11

second related concept that the Chicago School has, Why have12

such a plain vanilla antitrust policy?  Because courts and13

enforcement agencies aren't particularly good at doing14

anything else.  You need relatively simple, clear rules15

focused on a handful of practices because that matches the16

institutional capability of the bodies responsible for17

putting a system into operation, and if you let courts and18

enforcement agencies do something else, the rate of errors19

can go way up.20

        Major institutional changes that reflect some of the21

new economic thinking may be the most important, single set22

of administrative guidelines issued by either federal agency23

in their history.  One of the truly remarkable influential24

accomplishments of modern era, the 1982 merger guidelines25
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issued by the Department of Justice, a remarkable1

accomplishment in the field of competition policy, a great2

increase in criminal enforcement of hard-core horizontal3

restraints, the emergence in the 1980s of state governments4

as major enforcers of the federal antitrust laws and what I5

called HSR in 1976, a major change, the Hart-Scott-Rodino6

Antitrust Improvements Act, which imposes a requirement that7

mandates that parties to mergers give the federal agency a8

limited period to decide whether to challenge transactions9

before they're actually completed.10

'92 to the present:  major intellectual developments11

is in the school of economic thinking that's been called the12

Post-Chicago School.  The Post Chicago School of the great13

dialectic process is the counterweight to the Chicago School,14

it's the antithesis in some ways of the Chicago School, and15

that simply did pose many tensions.16

        How does the Post Chicago School differ?  Two key17

respects.  One is that it sees an appropriate role for18

antitrust enforcement beyond what I call the plain vanilla19

agenda of the Chicago School.  As a matter of concept, there20

are forms of business behavior, especially involving21

misconduct by dominant firms, that ought to be the subject of22

scrutiny, and second, with respect to institutions, there's23

much greater confidence on the part of Post Chicago School24

enthusiasts about the capacity of enforcement agencies and25
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courts to make sensible judgments about what practices hurt1

competition which don't introduce something sensible about2

them.3

        Doctrine in policy?  A change in merger policy that4

basically focuses scrutiny on horizontal mergers at the point5

of which you go below firms in the market, mergers that go 46

to 3, 3 to 2, 2 to 1.  For the most part the cases that end7

up in court over the past decade start to occur at the 4 to 38

level, a much greater willingness to accept levels of9

concentration in a structuralist view would have entertained10

decades ago.11

        Much greater attention to single firm conduct, at the12

Department of Justice the Microsoft case, the predatory13
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pricing case against American Airlines, the FTC's consent1

decree involving Intel.2

        MR. POTTER:  Call it a predatory conduct case.3

        MR. KOVACIC:  Predatory conduct case, yes, exactly in4

fact more than just pricing, a host of activities to deter5

entry by entrants into the airline sector.6

        Institutional changes, major changes in the federal7

merger guidelines, and as Will will be talking about a bit,8

the introduction of intellectual property guidelines, which9

are far more receptive than the earlier structuralist's10

perspective.  The per se perspective that I referred to11

before was towards a variety of licensing and other practices12

involving the use of intellectual property and the emergence13

of what I would call a public enforcement triad; that is, the14

establishment of state governments as being if not absolutely15

equal in their dedication of resources and activity to16

competition policy, certainly well entrenched as elements of17

the U.S. competition enforcement scheme.18

        Core concepts today, let me just mention a few areas19

that we'll be thinking about.  One is the importance of identifying20

and measuring market power accurately.  It was a general view that in21

many instances antitrust policy is most properly focused when it22

focuses on the improper accumulation of use of market power.23

        So knowing how to define that in a meaningful way is24
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important, and one thing I'll emphasize to you, that contrary1

to earlier cases or decisions that sometimes equated certain2

species of intellectual property as per se indices of market3

power, that point of view is no longer adopted today.  It4

depends on the number of alternative substitutes for the item5

that is subject to an intellectual property right.6

        Second is the focus of identifying and finding7

hypothesi of antitrust, what I call collusive effects on8

competitors to achieve and exercise market power through9

agreements among themselves, what I call exclusionary10

effects involving the efforts of firms to achieve or increase11

market power by denying access to the market to rival firms,12

and last the focus on what we might call efficiency and13

efficiency concerns, what's a good justification for14

practices.15

        I'm going to turn to Will who will focus on16

agreements, what kinds of agreements are matters of concern.17

If there's a question or comment I can address quickly for18

you, I would be glad to do that before we hand the microphone19

to Will.20

        Yes, sir.21

        MR. EDWARD POLK:  I had a question.  I'm trying to22

understand what an antitrust monopoly is as compared to a23

patent monopoly, what the differences are? 24

        MR. KOVACIC:  I would say I think in both instances25
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the term monopoly -- the question is, What is the meaning or1

what is the difference between a patent monopoly and an2

antitrust monopoly?3

        I think the term monopoly is a very unfortunate label4

to apply to either of those circumstances.  I think the5

vocabulary we might find better used when we're talking about6

patents, we're really talking about the right to exclude, and7

the right to exclude may have some commercial value.  It may8

have none at all.9

        If I have an idiotic idea that happens to be10

patented, I have the right to exclude you from using it11

except with my permission, but I may have no market power at12

all.  I may start with my idiotic idea that happens to13

patentable, commercially useful, a submarine tank that14

flies.  It's patentable.  It's a great idea.  Or a fur-lined15

bathtub or some other extraordinary innovation that I've come16

up with that has no commercial value, no market power.17

        When we talk about market power in the antitrust18

context, the monopoly in the antitrust trust context, we're19

talking about products for which there really aren't good20

alternatives or substitutes, so that a person can raise price21

for that product significantly without watching the migration22

of that person's customers to other products.23

        So I think the real question for us may be in both24

settings is to ask what are the alternatives, what are the25
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substitutes for the product in question, and when we talk1

about monopoly in this institution and two blocks over at the2

Department of Justice, we're talking about the capacity of an3

individual producer to raise price significantly above a4

competitive level without losing a substantial amount of5

sales.6

        And that depends entirely upon the availability -- in7

many instances on the availability of substitutes, so I think8

when we speak about monopolies, it's probably better to talk9

about the patent monopoly, when we really need to be talking10

about the right to exclude one from the use of that property11

right where the property right itself might have no value in12

some sense.13

        Yes, sir?14

        MR. WILLIAM MOORE:  You said the main goal of the15

1890 statute was economic efficiency and that the other goals16

had kind of fallen by the wayside, but there is nothing in17

the current rubric that concerns diversification in the18

economy, which would equate to economic decentralization I19

think in the original goals.20

        MR. KOVACIC:  I would say that there is a concern21

about diversification in this respect.  That is, antitrust22

people tend to be very suspicious about private arrangements23

that artificially restrict access to the market or suppress24

the emergence of, for example, new technologies or the25
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emergence of new competitors, and we are also suspicious of1

public restrictions that do the same thing.2

        So we have a keen -- we have a great deal of faith3

about the vitality that entering into the market tends to4

bring to the process of innovation, decisions about pricing,5

and you'll see that I think -- both of us have a great6

concern about private or public restrictions that have the7

effect of suppressing that kind of access, in part because of8

our awareness over time, that you never know who's got the9

next idea that really is going to make a difference.10

        Let me turn to Will.11

        MR. TOM:  First of all, let me say that it12

is really a pleasure to be back here today, and particularly13

to share a lectern with my good friend Bill Kovacic, who is14

certainly a luminary in this field.15

        What I want to talk about in this segment is the16

subject of agreements under Section 1 of the Sherman Act,17

which Bill has already explained to you is the part of18

antitrust law that deals with agreements in restraint of19

trade, and we're going to in this segment cover basically20

four topics.  21

        The first one is horizontal relationships versus vertical22

relationships.  The second is a little bit of review of per23

se versus rule of reason, some general principles that24

underlies the 1995 guidelines, and analysis of specific types25
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of restraints, and with some reference to the infamous Nine1

No-Nos.2

        Let me start with the horizontal versus vertical3

distinction, and to do that, inspired by the history lesson4

that we had already this morning, I'm going to go back to5

1906 I believe, and this little schematic diagram represents6

the case of Bement & Sons versus National Harrow Company,7

and this was a patent pool, and it dealt with a subject that8

was undoubtedly at the technological forefront of the day,9

namely, float springs and tooth harrows.10

        Does anyone know what a tooth harrow is?  Can I have11

a show of hands here?  Well, a harrow is basically something12

that you drag behind a farm animal or a tractor or something13

to break up the ground.  And somewhere along the14
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way people figured out that as you put springs in the teeth,1

it gives it certain advantages in dealing with rocky soil and2

the like.3

        And so a float spring tooth harrow was invented, and4

actually there were a number of purveyors of float spring5

tooth harrows, and ultimately about 22 of them emerged, and6

around about the turn of the century, they realized that7

competing with so many competitors was not a very comfortable8

thing, and they ought to form a pool.9

        And they all had patents on their individual10

products, and the nature of the pool was that they would all11

contribute the patents to the pool and then license them back12

on terms that essentially fixed the price at which they could13

resell their products, a fairly common practice in the14

intellectual property world.15

        But this pool had some unique features, and I16

diagrammed that by using different geometric figures,17

squares, triangles and circles, because the unique feature of18

this pool was that each manufacturer was allowed to license19

back only the technology it had contributed to the pool. 20

        So manufacturer A got the license back from the pool21

the right to use, the right to practice manufacturer A's22

patents, and manufacturer B got to license back and practice23

manufacturer B's technology and so on.  Kind of an odd pool,24
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you would think.1

        I'm going to ask for a volunteer, preferably someone2

who knows nothing about either this case or antitrust, and3

ask you how you think that case should have come out.  Can I4

have a volunteer?  Sir?  Go ahead.5

        MR. POLK:  I think from an antitrust standpoint,6

it seems like customers didn't really get anything.  The7

patentees are just selling what they could have done without8

the pool.9

        MR. TOM:  Exactly.  The answer my victim just gave10

is that it doesn't seem like customers were getting anything11

out of this deal, that each manufacturer was able, after the12

pool, only to do what it could have done to start with, so13

where was the benefit to consumers?14

        And indeed I think that's how an antitrust lawyer or15

economist or professor would look at it today.  This pool16

contributes nothing to economic efficiency.  It doesn't bring17

together complementary products.  All it does is fix the18

price of the product, and therefore this pool should be19

condemned as unlawful.20

        What did the Supreme Court do?  Well, as I think Bill21

alluded to, there's been an evolution in the law, and given22
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the degrees of inconsistency between some of the old cases1

and some of the current cases, they can't both be right, and2

let me suggest that the Supreme Court nodded on this one.  It3

was 1902, excuse me.4

        The Supreme Court in this case said:  "The general5

rule is absolute freedom in the use or sale of rights under6

the patent laws of the United States.  The very object of7

these laws is monopoly."  And therefore the Supreme Court8

upheld this pool, said it was lawful.9

        By the way, I guess I differ with Bill in one10

respect, the notion of patents as monopolies does not just11

arise from that unfortunate period in which the Supreme Court12

attacked patent rights wherever they could find them but also13

goes all the way back to 1902 in which the Supreme Court14

said, Patent equals monopoly, and therefore, the15

anti-monopoly laws have to yield.16

        Now, we'll see later in our history, as Bill was17

talking about, a period in which the Supreme Court did the18

same thing, patent equals monopoly and therefore the patent19

laws have to yield.  I would suggest they got it wrong both20

times, and let's fast forward a bit to that period.21

        This was I believe around 1945.  The case of United22

States versus Line Material Company, and Line Material23

involved a technology maybe somewhat closer to our own24

experiences.  It involved fuses, electrical fuses, and25
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Southern, I believe, had a patent on a very complicated and1

expensive fuse that was undoubtedly a great breakthrough,2

very fundamental kind of patent, but the product that3

Southern had was just not very efficient.  It was expensive,4

it was complicated, it was unreliable.5

        Along comes Line Material with a much simpler, better6

break-out fuse that would offer great benefits to consumers.7

The only problem with the Line Material product is that to make, 8

use or vend that product would infringe Southern's patent.9

        What did they do?  They got together, and they formed10

a pool and contributed patents to the pool, and what got11

licensed out of that pool was the right to make something12

better, something better than either company could have done13

on its own or that any manufacturer could have done by14

licensing patents from either one of the contributing patent15

holders individually.16

        And that's represented in this diagram by the17

semicircles being contributed to the pool and coming out of18

the pool the nice complete, full circles, so you can guess19

what the result of this story was.20

        The Supreme Court -- and by the way that pool like21

the earlier pool we talked about also fixed prices.22

        United States versus Line Material Company: Supreme23

Court says:  "The possession of a valid patent or patents24
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does not give the patentee any exemption from the provisions1

of the Sherman Act beyond the limits of the patent2

monopoly."3

        Well, what does this mean?  What is beyond the limits4

of the patent monopoly?  In another setting I analogize the5

whole focus of the inquiry during this period being like6

siblings trying to share a bedroom, and they got a sheet7

between them, and there are constant, daily arguments about8

whether the sheet is one inch on my side or one inch on your9

side, and all of the arguments are about whether you are10

within or outside the limits of the patent monopoly.11

        No attention to the fact that -- as Bill said, the12

whole idea of a patent monopoly is just an unfortunate term13

in the first place, because when you talk about monopoly in14

an antitrust sense, you're talking about the presence or15

absence of substitutes.  You're not talking about property16

rights, and what the Supreme Court here is calling a patent17

monopoly is really no more than a right to exclude but just18

as if I owned a factory, I have a right to exclude people19

from coming in and producing goods in my factory, but that20

doesn't make me a monopolist if someone else has a factory21

down the street producing the same kinds of goods, goods that22

are that substitutes for mine.23

        Okay.  Where are we today?  I think we can take a24

number of examples, but I'll take the Department of Justice25



41

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

in the business review letters that we did for the MPEG 21

patent pool and DVD patent pool.  Basically these were2

situations in which a great number of firms had patents that3

were essential to practice the standard for an emerging4

technology.5

        They were, in other words, all blocking patents, and6

the formers of the patent pools realized that given the mess7

the Supreme Court and the courts generally have left us in8

the pooling area, that there was some antitrust risk and9

uncertainty, and given the diversity of sources, and of10

course when you can't rely entirely on the enlightenment of11

principles that I think the enforcement agencies have12

migrated to, they decided to seek a business review letter13

from the Justice Department.14

        And what the Department did in this case was15

essentially focus on this question of whether these patents16

competed with each other or were indeed complements or17

blocking patents, and the mechanism that was set up to ensure18

that only blocking patents were contributing to the pool is19

that the members of the pool agreed to appoint an independent20

patent examiner to examine all the patents that were21

contributing to the pool and to make a determination that22

they were indeed necessary in order to implement the standard23

in this area.24

        Now, there were a number of safeguards as well, but25
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this was the essential and most critical safeguard to ensure1

this was really a Line Material kind of pool and not a peril2

kind of pool.3

        So what is the test here?  I think Rich Gilbert4

mentioned it on Wednesday.  The key test in the Intellectual5

Property Guidelines for distinguishing a horizontally6

relationship from a vertical relationship is "would there7

have been competition absent the license?"8

        By the way, for those of you who have no antitrust9

background, these notions of horizontal and vertical are10

probably somewhat non-intuitive.  They came about in days11

when people were mainly looking at traditional manufacturer12

and distributor relationships.  Horizontal relationships were13

relations between two manufacturers at the same level of an14

industry.  Vertical relationships were relationships between15

manufacturers and distributors, and you could visualize it as16

a chain or a hierarchy, and hence the terms horizontal and17

vertical.18

        Bill Baxter, a number of years ago, proposed that19

legislation be passed to abolish the words horizontal and20

vertical from the antitrust vocabulary and replace them with21

substitutes and complements.  I think that would be an22

excellent idea.  It's probably too late because we have now23

such a body of law and the literature using the language of24
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horizontal and vertical, but that's really what we're getting1

at.2

        We're getting at, Would there have been competition.3

Did these two things compete, and if there would not have4

been competition absent the license, you really can't call5

these horizontal competitors.  Even if you have got two6

manufacturers that seem to be producing the same thing, if7

one of them is in business only by virtue of a license from8

the other, you do not have a horizontal relationship.9

        Let me now pass on to the subject per se versus rule10

of reason and just to enumerate the basic categories that are11

treated as per se unlawful.  The core per se offense is12

horizontal restraints that fix prices, divide markets or13

restrict output.14

        This is obviously an area in which it is very15

important to determine whether you're dealing with a16

horizontal or a vertical relationship because what is --17

probably one of the most common licensing restraints in the18

intellectual property area, it is territorial restrictive19

licenses, I license you in North America to practice this20

technology, but my patents in South America I license to21

somebody else.  There is nothing wrong with that, as long as22

you're dealing with a vertical restraint.23

        Now, if you're dealing with a Bement versus Harrow24

kind of situation where each of those manufacturers were25
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perfectly capable on their own of competing effectively with1

each other and you create this pool or a cross license with2

restrictive territorial terms and I'll take east of the3

Mississippi and you take west of the Mississippi, then you do4

have a horizontal restraint, and you're talking about per se5

unlawful violations.6

        There are also some per se restraints that are more7

or less hangovers from an earlier day in antitrust, and one8

of the virtues of common law tradition in antitrust is that9

it is largely self-correcting.  If you have a stupid idea10

that is embodied in a bunch of court precedents but not11

embodied in a statute, it is fairly easy for courts to12

distinguish them, ignore them or otherwise deal with them.13

        In fact, in the symposium that Hillary mentioned, one14

of the authors has contributed an article praising the15

Federal Circuit for really accomplishing its mission of16

reforming patent law, making patent law more rational, and I17

think it's fair to characterize his argument as saying, When18

the Federal Circuit was being formed, there was all this19

testimony about forum shopping and about the problems that20

were created by different circuits imposing different rules21

for the same conduct and indeed in some cases the same22

patents.23

        Well, that was all largely window dressing.  If you24

looked at Judge Markey's testimony before the Congress and25
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when he talked about irrational decisions that were based on1

slogans instead of analysis, all of the examples that he2

pointed to came right from the Supreme Court, and the thrust3

of this author's argument is that the Federal Circuit has4

essentially accomplished its mission by ignoring silly5

positions from the Supreme Court.6

        And you can accept the argument or not accept the7

argument, but basically the judge-made law tends to be self-8

correctable.  It's not 100 percent true, and there are things9

that end up being relics, but by and large the courts and the10

agencies are trying to make sure that those relics do as little11

damage as possible.12

        It is probably the case that the per se rule against13

vertical minimum price restraints is one of those.  Since I14

no longer work for the Federal Trade Commission, I can say15

that.  I'm sure that there were some former bosses of mine16

who would be very unhappy and will be very unhappy when they17

see that I've said this, but I advanced the disclaimer that I18

speak for no one here but myself, certainly not for former19

agencies that I worked for nor for any of my partners or20

clients of Morgan Lewis, but there it is.21

        There are also per se rules against certain tying22

arrangements and concerted refusals to deal.  Those per se23

rules still do exist, but they've been moderated over the24

years by including as an element of the per se offense the25
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number of rule of reasonish kinds of requirements.  I will1

not say that they've emerged with the rule of reason.  I2

think they have not, maybe should not, but there are a number3

of elements there that make this quite different from the4

hard core per se rules.5

        Okay.  Rule of reason, Bill already talked about.6

It's basically any restraint that meets a very complicated7

mathematical formula.  Rich Gilbert had to put on8

mathematical formulas on Wednesday, so I've got to as well.9

Here's mine for the rule of reason.10

        If the harm to competition outweighs the benefit to11

competition, you have a rule of reason violation.  That12

formula probably does not reveal a lot of nuances that are13

packed into words like competition.  Remember that the harm14

has to be to competition.  Remember also that all competition15

is horizontal.16

        There's really no such thing as a vertical17

competition.  You can have another firm that's in a vertical18

relationship, that is a potential source of horizontal19

competition either because it threatens to enter the space of20

the other firm or because it can sponsor entry into that21

other space or otherwise is a necessary input into22

competition in that other space.23

        But in essence to have a restraint on competition,24

there has to be some horizontal relationship somewhere, even25
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when you examine vertical restraints.  Again as we said1

earlier, parties are in a horizontal relationship if there2

would likely have been competition among them, absent a3

license, and therefore this notion that the rule of reason4

will condemn any restraints that do harm or do more harm than5

they do good is actually a very limited and highly6

circumscribed notion.7

        And as a corollary, and just to take an example as we8

mentioned before, territorial and general restraints are9

typically lawful because they typically come up in the10

licensing arrangements that are vertical in nature, and11

there's nothing particularly wrong with that.12

        Remember again Professor Gilbert said we don't13

require firms or patent holders to create competition in14

their own technology.  That's really what we're talking about15

here, that to the extent that it is the patent holder's16

technology and the other firms that are restrained could not17

have competed absent the license, we're really not really18

asking the patent holder to create more competition.19

        The other half of the equation is the benefit side of20

the equation, and the important point to keep in mind here is21

that preventing free-riding and safeguarding the rewards to22

investment count as a justification, and this is for tangible23

property as well as intellectual property.24

        There's nothing wrong with somebody who is making a25
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very substantial investment, whether it's R&D investments or1

building a tangible facility of some kind, to put in place2

reasonable restraints to ensure the ability to reap the3

rewards of that investment.4

        And to give an example, a very mundane example, non-5

intellectual property example to illustrate that point, I'm6

going to diagram the Beltone case that the Federal Trade7

Commission dealt with probably a couple of decades8

ago by now, and this involved hearing aids.  Beltone was a9

manufacturer of hearing aids.10

        The way it marketed its product was to put11

advertisements in publications like Modern Maturity or12

publications that had the right demographic for their target13

audience, and those advertisements would have little clip out14

coupons that you could send in to the manufacturer and15

saying, yes, I want more information, or telephone numbers16

that you could call.17

        And what Beltone would do with all of these sales18

leads is find out whatever geographic area the customer was19

in and send those leads to the distributor in those areas20

that would go and make the sales calls on the sales lead.21

        Within their agreements with their sales22

representatives, their distributors, was an exclusive dealing23

provision that prevented the distributors from dealing with24

any hearing aid manufacturers other than Beltone, and this25
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was challenged as an exclusive dealing arrangement because it1

restrained competition at the distributor level, so the2

allegation went.3

        And the Federal Trade Commission looked at that and4

did a very complete and exhaustive analysis, but one of the5

bases on which the exclusive dealing arrangement was upheld6

was that this was simply a way of preventing free riding.7

        If Beltone goes through all of the expense of placing8

these advertisements and creating a database and sending the9

sales leads out to the distributors, and included in the10

wholesale price of the sales to the distributors is the cost11

of all of that advertising and so on, and then the12

distributor takes those sales leads and buys the el cheapo13

hearing aid from the other firms that are not undertaking14

those investments and goes to the sales leads and sells the15

other manufacturer's sales leads, this whole distribution16

system would collapse.  So this exclusive dealing17

was a way of protecting the investments and preventing free18

riding.19

        Well, you see this all the time in the intellectual20

property area.  Where there are restraints, as you'll see21

when we go through individual restraints, many restraints are22

there in order to prevent free-riding on the patent holder's23

investment in developing the patent in the first place.24



50

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

That's essentially why we have a patent system to promote the1

progress of science and useful arts.2

        Just a quick introduction and review of the general3

principle of the 1995 guidelines, and I think you heard these4

on Wednesday.  For antitrust purposes, intellectual property5

is comparable to other kinds of property.6

        Well, what does that mean?  Well, it's for antitrust7

purposes.  We're not saying that intellectual property is not8

different in any respect from other kinds of property, but9

antitrust can take those into account, and we'll go over some10

of those differences in a moment.11

        Second, this whole idea of a patent monopoly has12

nothing to do with antitrust.  The fact that you have a13

patent doesn't mean you have a monopoly.  You might have a14

monopoly if there are no adequate substitutes to your15

product, but the mere possession of a patent doesn't give you16

monopoly.17

        And finally intellectual property licensing is18

generally pro-competitive because it allows firms to combine19

complementary products.20

        What does it mean, intellectual property is21

for antitrust purposes like other forms of property?  Well,22

it doesn't mean there are no differences.  Certainly23

intellectual property is easier to misappropriate.  If24

you build a factory, you can put locks on the doors.  You can25
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build a fence around your factory.  You can hire security1

guards.  You're not totally reliant on the law against2

trespass.  In the case of intangible product, in particular3

the intellectual property, you really are reliant on the4

power of the state to enforce your rights.5

        Another difference is high fixed cost, near zero6

marginal costs.  It's very expensive to invent and to develop7

and to make them into useful inventions.  Once the invention8

is invented, it is very easy to copy.  The marginal costs may9

be zero.10

        This is not unique to intellectual property.  There11

are certainly investments that involve very large up-front12

investments, and the marginal costs are very low, and you can13

think of the cost of wiring up every home for telephone14

service, for example.  You can have X minutes of usage and15

you may have very low marginal cost, but the initial16

investment could be very substantial, but it is certainly17

characteristic of that.18

        And finally, intellectual property often requires19

many complementary inputs to produce a product, and as you'll20

see, when we look at specific restraints, that can have21

consequences, when people talk about the effects of patent22

thickets and so on, where the complementary inputs are many,23

many different patents in the hands of many, many different24

owners and some of the implications of that.25
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        I suppose implicit in the ones that I've listed is1

maybe a fourth difference, which is that the boundaries of2

the intellectual property are often a lot harder to discern,3

and in the case of real property, you've got surveyors, and4

they lay it out, and they put boundary markers, and those are5

observable things that don't often end up in innovation.6

        In the case of intellectual property, you may not7

know the boundaries of that property until after some very8

expensive litigation, and that also has some consequences.9

But I think that the fundamental position of the guidelines is10

that those differences can be taken into account by ordinary11

antitrust principles, and maybe that is because the antitrust12

principles are themselves open-ended and so economically13

oriented and based on a rule of reason.14

        On that last point, the notion that you don't need a15

fundamental alteration of antitrust principles, you can treat16

antitrust like other forms of property.  You don't need an17

exemption or immunity for intellectual property.  You don't18

need a sheet in a bedroom dividing the siblings.19

        Let me note that that's my view.  It's the view of20

the guidelines.  If you're counseling in this area,21

unfortunately you can't count on the courts necessarily22

adopting all of the principals of the guidelines, although23

there is a lot of confusion in this area.24

        As an example, let me put up here some victims from a25
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case called Townshend v. Rockwell in the Northern District of1

California, less than two years ago.  The principle2

enunciated in Townshend v. Rockwell is "because the patent3

owner has the legal right to refuse to license his or her4

patent on any terms, the existence of a predicate condition5

to a license agreement cannot state an antitrust violation."6

        So I can refuse to license altogether, and7

therefore I can impose any condition as a condition to that8

license, and that condition must necessarily itself be9

lawful.  This is a kind of antitrust immunity for a patent10

license, and let me suggest to you that that statement, as11

superficially plausible as it might seem, is simply wrong.12

        And I think probably the best answer to that13

proposition was given by the late Bill Baxter, who was really14

a giant in the antitrust field.  He was President Reagan's15

first chief antitrust enforcer.  He was a professor at16

Stanford, authored a number of seminal articles, and was a17

leading proponent of the Chicago School that rationalized18

antitrust and pared back some of the earlier excesses that19

we talked about.20

        And in 1966, the original article, then Professor21

Baxter had this immortal sentence:  "A promise by the22

licensee to murder the patentee's mother-in-law is as much23

'within the patent monopoly' as is the sum of $50, and it is24

not the patent laws which tell us that the former agreement25
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is unenforceable and subjects the parties to criminal1

sanctions."2

        The mere notion that the patentee can withhold a3

license all together doesn't absolve you from looking at the4

nature of agreements that the patent holders enter in to with5

other parties.6

        Let me turn now to specific types of restraints, and7

we'll start with this one, the Nine No-Nos.  Normally I would8

put on the top Nine No-Nos, because I'm a firm believer in9

the principle that the fewer words on Power Point slides the10

are better.11

        However, these slides will probably get posted on the12

web.  I'm certainly willing to Email them to anyone who wants13

a copy and sends me their Email address, and these things14

take on a life of their own, and I thought it important to15

retitle this slide a little bit, lest there be any16

confusion.17

        What are the Nine No-Nos?  Let me list them quickly,18

and we'll examine them quickly, and them we'll examine them19

in detail through modern times.20

        Tying of unpatented supplies; mandatory grantbacks;21

post-sale restrictions on resale by purchasers of patented22

products; tie outs; licensee veto power over the licensor's23

grant of further licenses; mandatory package licensing;24

royalties not reasonably related to sales; restrictions on25
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sales of unpatented products made by a patented process; and1

resale price agreements.  Don't write these down.  They'll2

only confuse you.3

        Okay.  Tying of unpatented supplies, what's that all4

about?  Well, remember this notion of the patent doesn't give5

the patentee rights that go beyond the scope of the patent6

monopoly?  And anything that goes beyond the scope of the7

patent monopoly must be a violation of the antitrust laws in8

addition to being a patent excuse and therefore9

unenforceable.10

        I think that misguided notion is probably what gave11

rise to the notion that tying of unpatented supplies must be12

an antitrust violation because if I say to you, You may13

license my patent or you may buy my patented product but only14

on the condition that you buy something necessary to use that15

machine, if it's a machine, from me, let's say IBM requiring16

punch cards to be bought from IBM, Xerox requiring copier17

paper to be bought from Xerox.18

        Well, clearly that must go beyond the scope of the19

patent monopoly, because Xerox has no patent on paper20

and IBM has no patent on cards, maybe they did, but let's21

assume they didn't, and therefore this is a misuse of your22

patent because you're trying to gain control of something23

that goes beyond the scope of the patent monopoly.24

        The surgeon general's warning here again:  courts may25
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still do this.  You've got to look at the case law.  If1

you're counseling, you have to look at some of the pitfalls,2

but how should we look at this issue?  Well, tying of3

unpatented supplies is usually a way of metering the usage of4

the product, right?  Somebody who buys a lot of copier paper5

is probably using that machine a lot more than somebody who6

buys only a little bit of copier paper.7

        Now, those of you who are old enough to remember will8

remember Xerox didn't have to do this because in the old9

days, they had a lease-only policy, and when you made a copy,10

there was a little counter that counted how many copies you11

made.  How much you paid depended on how many copies you made12

directly, so you didn't need to paper to meter.  You could13

use meters to meter.14

        But why would you want a meter?  Well, because,15

remember again Professor Gilbert put on the demands curve and16

said under the 1988 guidelines and the 1995 guidelines, the17

patent owner should have the right to everything they loan18

the value of this intellectual property.19

        Well, if you could only charge one price -- which20

I've marked here at this corner, right?  If you can only21

charge one price and you will charge the -- I'm sorry, wrong22

corner.  This corner, okay?  This is demand.  This is23

marginal revenue, right?24

        I don't have marginal cost on this because since we25
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get into intellectual property, I'm presuming it to be zero,1

right?  So you look at where marginal revenue intersects with2

marginal cost.  You get the quantity you should sell.3

There's your profit maximizing price, P, and what you earn at4

that profit maximizing price is everything below the dashed5

line, and that's your return on your intellectual property.6

        You're giving up quite a bit that's under the line.7

How do you solve that problem?  Well, if you8

could keep selling to these guys Q, all of the people who are9

currently buying quantity Q -- if you could keep selling to10

them at price P, but you could sell to some additional buyers11

marked here as Q prime at a lower price, P prime, what do you12

gain?  Well, you gain all of the area marked A, right, this13

little rectangle here.14

        So the result of this is you get to capture more of15

the rent from your ownership of the intellectual property or16

to put it another way, more of an reward for inventing the17

property in the first place, so generally speaking in the18

intellectual property area price discrimination is a pretty19

good thing, and tying of unpatented supplies as20

typically being price discrimination is not a bad thing21

either.  Well, I think perhaps someday the law will say that22

explicitly.  I think we're pretty close to that now.23

        By the way, anyone who wants a little more detail on24

this subject, I have another article on the Xerox case that I25
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have not put out on the table up front today because I1

don't have reprints of it and of course I certainly do not2

want to infringe the copyright of the American Bar3

Association, so again send me your contact information.  When4

I do get reprints I can -- I'll be happy to send you a copy.5

        Okay.  The next No-No is grantbacks.  6

        A grantback as you all know since this is an IP7

audience is licensing on the condition that the licensee will8

license assign back or otherwise convey rights to any9

improvements if the licensee.  What are the implications of10

that?11

        Well, the fundamental question that we have to ask here is12

what are the effects on the incentives to innovation?  And they're13

somewhat mixed.  The licensee who, let's say, in the strongest14

possible situations is subject to a requirement that it assign back15

any proven patents with no rights on the part of the licensee16

even to use the improvement will have a greatly diminished17

incentive to continue to innovate and make additional18

improvements to the original patent.19

        On the other hand, in the typical situation, the20

the licensor will not grant the license in the first place if it21

views itself as merely creating competition for itself down the road,22

and maybe being blocked out of the market entirely by a new and23

better product invented by the licensee.24

        So typically grantbacks are permissible in some form25
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at least in order to facilitate the licensing transaction in1

the first place, but the courts have wrestled with this:2

exclusive or non-exclusive; does the licensee retain rights to3

practice the patent; what are the royalty terms and so on and4

so forth.5

        And I think the guidelines contain the statement that6

non-exclusive grantbacks are less likely to raise problems7

than exclusive grantbacks, but exclusive grantbacks are not8

necessarily unlawful either.9

        I do want to put on an example of a grantback10

situation that could cause problems and would likely attract11

antitrust enforcement attention.  We're back to a policy12

situation again.  This is again a real case.  It's the13

Justice Department's case against the automobile14

manufacturers back in the 1970s and a somewhat stylized15

representation of the facts.16

        All the major automobile manufacturers got together17

in a pool with respect to pollution control devices, and they18

contributed all of their patents in the pollution control19

area and set up as one of the conditions of the pool the20

requirement that any future inventions by any individual21
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manufacturer also be contributed to the pool on a royalty-1

free basis and effectively licensed royalty- free to all pool.2

        What's the problem with that?  Well, the problem with3

that is if you know in advance that you cannot earn any4

return on your patent, what's the incentive to invent in the5

first place?  If you've got to share with the entire industry6

any patents that you get, why patent?  Why research?7

        It's fundamental to the idea in the patent system8

that there be a reward for new and useful compositions, 9

machines, and so on, and therefore the effect of that10

requirement in the pool was to bring to a grinding halt11

further progress in pollution control devices in the12

automobile sector because no company could get a competitive13

advantage from any further breakthroughs in that area, so14

that was challenged and a consent decree resulted.15

        Somewhat, in fact substantially, more controversial16

application of a similar principle, and I am reminded17

whenever I discuss the Intel case of a panel I was on with18

Judge Rader not very long ago in which we had a little19

conversation before the panel, and Judge Rader said, You20

know, I am also an academic, I teach on an adjunct basis, and21

one of my favorite things to do as a professor is to deal22

with one of my own decisions as a judge, and by the end of23

it, the students are generally convinced that whatever judge24
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issued that opinion has to be the craziest old fool that1

there is.2

        So in the spirit of Judge Rader, I talk about the3

FTC because it is admittedly a somewhat complicated set of4

facts, but here's how it relates to the previous document.5

        Intel, as you know, dominant manufacturer of6

microprocessors.  At the time of the case -- I'm going to7

simplify it a little bit just in the interest of time.8

Principal competitor in the microprocessor space was Digital9

Equipment Company which had the Alpha Microprocessor, much10

faster than the existing -- its own microprocessors.11

        Intel comes out with a new generation of12

microprocessors that doesn't completely close the speed gap13

with the Alpha Processor, but partly closes the performance14

gap, and in combination with the compatibility advantage15

Intel has, a lot of users want to use Intel microprocessors16

because of the desire to be compatible with other users of17

microprocessors, the combination of having a smaller18

performance disadvantage and a network effects made it19

virtually impossible for Digital to emerge as a significant20

competitor to Intel, or so the theory goes.21

        Digital, having examined Intel's new multiprocessors22

and having concluded that this performance gap was closed by23

Intel infringing a number of Digital's patents, brought24

suit.  What was Intel's response?  Well, they filed some25
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counterclaims certainly.  Nothing wrong with that.  That's1

the way the patent system is supposed to work.2

        But it also did something else.  Digital happened3

also to have about a $2 billion personal computer business.4

Personal computers don't use alpha chips.  Even Digital's5

personal computers didn't use alpha chips.  Only servers and6

work stations used alpha chips.  They used Intel chips7

because personal computers run Microsoft with those and that8

sort of thing, and it was written in the microprocessor and9

so on.10

        So this $2 billion personal computer business was11

entirely dependent on a supply of microprocessors from12

Intel.  Intel's response to being sued was, Well, we will13

continue to order your purchase orders; by the way, as14

everyone knows, we don't have any long-term contracts, we15

sell on a purchase order, and we're not telling what will be16

next, and also, by the way, you as a personal computer17

manufacturer have all of these instruction manuals, if you will,18

manuals that tell you what signals come out of what pins,19

under what conditions, stuff that you need to build a20

personal computer around this microprocessor.  Guess what,21

those are our trade secrets, you have them on your license,22

give them back and you're not getting any more.23

        The result of this is everyone else gets this trade24

secret know-how.  All the other personal computer25
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manufacturers get this trade secret know-how essentially for1

free, built into the price for which they're paying2

microprocessor.  For Digital the price is to $2 billion,3

and their entire PC business is hostage to the ability4

to get continued flow of the conditions and a continued flow5

of microprocessors, and these are all in the FTC's6

allegations, and hotly disputed facts and so on and so7

forth.8

        So what was the FTC's theory here?  Well, it was9

essentially what we saw in the previous diagram, which was if10

Intel can prevent Digital from getting a return on its11

patents, if it can essentially impose a privately sponsored12

compulsory licensing regime on its competitors in the13

microprocessing field, then threats to Intel's dominance dry14

up, and therefore it succeeds in maintaining its15

monopoly position by virtue of essentially eliminating the16

patent system for everybody else.17

        And so the FTC viewed itself in perhaps what others18

might find the odd position of championing the rights of the19

patent holder to obtain a return on its patent, and Intel's20

defense, perhaps uncharacteristically, was the patent system21

in this particular market causes some real problems, that patents are22

critically important in pharmaceuticals.  They're critically23

important in chemicals.  We heard this from Professor Levin the other24

day.  But in semiconductors, you don't have one patent, one product.25
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You have one product, a thousand patents, ten thousand patents,1

all right, and the cost of individual licensing transactions2

with each of those patent holders could be enormous, and the3

risk that you could get held up by any one of those patent4

holders is also enormous.5

        And so there's Intel out there succeeding in the6

marketplace with a great product and so on, and I didn't put7

it in the previous diagram, but there were similar episodes8

alleged, not just with respect to Digital but with respect to9

a couple of other companies, Intergraph and Compaq, here's10

Intergraph which had exited the microprocessor business,11

and its suing Intel for a significant proportion of the12

revenues from Intel's microprocessor business.13

        This is a problem, and FTC, you may think you're in14

there defending the patent system and the rights of the15

patentees, but indeed, you are simply making worse the16

problem of the patent thicket or what they also called --17

what a number of scholars have called the strategy of the18

anti-commons.19

        And I don't know if any of you have ever looked into20

environmental economics at all, but there's the famous21

tragedy of the commons in which if nobody has property rights22

to the field in which the cattle graze, and everyone who owns cattle23

feels a right to let their cattle loose on this product land,24

eventually it gets overgrazed, and all the grass dies, and this is25
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used as an illustration of the importance of property rights.1

        Well, here the strategy of anti-commons is the danger2

of the proliferation of patent rights, and in this case it is3

not the antitrust enforcers singing that song, but it was4

Respondent.5

        To sum up where we are on grantbacks, I think these6

are pretty good rules of thumb.  The grantbacks typically7

pose problems when they significantly reduce the incentives8

to innovate of those who could innovate absent the pool.9

        Grantbacks ought to pose no problems where the10

licensee grantor could not innovate or sponsor innovation11

absent a licensee from licensor grantee, so we're back to12

that theme of what's horizontal and what's vertical.13

        Post-sale restrictions on resale, I'm going to go14

through these fairly quickly in the interest to time.15

Involved here is the first sale of doctrine.  Lawyers are16

more aware of that than antitrust lawyers.17

        By and large, this whole notion of the for sale18

doctrine is pretty uninteresting to U.S. antitrust authorities,19

so I won't speak for the technology transfer block exemption20

in Europe or for other parts of the world, but the for sale21
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doctrine is more of that business about what's within the1

scope of the patent monopoly and what's outside the scope of2

the patent monopoly, and it doesn't really tell you.3

        What's a post-sale a piece on resale but a piece of4

price discrimination, and therefore ought to be -- I'm not5

saying it is, but it ought to be regarded fairly benignly by6

modern antitrust.7

        So if you're counseling or if you end up in court in a8

private suit, you have to worry about what the courts will do, but9

generally speaking, the case law does allow the use of a patent to be10

licensed separately from manufacture and sale of the patented11

product, and therefore separate royalties to be charged, which is the12

result the antitrust enforcers would reach through the price13

discrimination route.  The courts reach the same result in14

this limited context.15

        If you're outside that context, you may have to worry16

about the courts.  Maybe you can get the agencies to file an amicus17

brief on your behalf.18

        Tie-outs:  It's really exclusive dealing, licensing or19

selling on the condition that the licensee or purchaser not deal in20

the products or services of another.  Typically, as I say, it's21

exclusive dealing. Example of where exclusive dealing can raise a22

problem, the first Microsoft case was like this.23
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        The allegation was that Microsoft licensed to1

computer manufacturers companies, like Compaq and Dell and2

Gateway and so on, on the condition that they pay royalties3

for every box sold, regardless of whether Microsoft's operating4

system was in that computer or not.5

        At the time there were competing operating systems,6

like DR-DOS, which Novella, OS-2 which IBM owned, and the7

fear of the Justice Department was the effect of the licensing8

agreement was a kind of exclusive dealing.  The manufacturers9

had to have Microsoft's product because it was so widely10

accepted, and there were network kinds of things there, so11

some of their product had to have a Microsoft operating12

system.  The license terms in effect required these computer13

manufacturers to use Microsoft for all of its computers14

because they would have to pay Microsoft one way or another.15

        The effect was to exclude the competing operating16

systems, the DR-DOS and OS-2, again back to the theme of17

horizontal versus vertical.  These are vertical restraints18

between Microsoft and Compaq and Microsoft and Dell, but the19

competition that the antitrust people are worried about was20

horizontal competition between Microsoft on one hand and the21

DR-DOS and OS-2 on the other.22

        You see the same thing in Microsoft II, and we will23

get into that after the break, so I won't dwell on that.24

        A licensee veto power.  Well, what the heck is that?25
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This is really -- you're really talking about exclusively1

licensing in a way.  The only difference is that -- I don't2

know if there is a difference.  I guess the only difference3

is rather than the licensee up-front saying, I want an4

exclusive license, the licensee is saying, Well, you can5

license other people, but I want to approve it first.6

        As we know, exclusive licensing is extremely common.7

Antitrust lawyers don't generally have a lot of problems with8

it, except in rare cases where applying a merger analysis to9

the exclusive licenses will get you a merger that would be10

condemned by the merger persons, and we'll talk about mergers11

after the break.12

        Mandatory package licensing, this is really just a13

form of tying arrangement.  You can have licenses to patents14

A, B and C only if you take a license to patent D, E and F as15

well, and as I alluded to, there are a lot of requirements16

before you condemn a licensing arrangement.17

        Among them, separate products, coercion, market18

power, and an effect on commerce, and if there are questions19

later or if anyone wants me to go into them now, I'll be20

happy to, but suffice it to say that a lot of packaged21

licensing is not particularly problematic.22

        Royalty not reasonably related to sales, here we're23

talking about metering again.  You can have situations in which the24

royalties are based on all products sold, whether or not that product25



69

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

practices the licensed patent.  Now, there are cases where that1

causes problems as in the Microsoft case, but in many other cases, it2

would be nothing other than if one would meter.3

        The courts have had some trouble with this one4

because again it seems to violate the principle of staying5

within the scope of the patent monopoly, and you have the6

Zenith versus Hazelton case and the Supreme Court saying that7

royalties that are based on products that don't use the8

teaching of the patent are problematic, except in those cases9

where they are mutually agreed to for the convenience of the10

parties, but if a patentee imposes this requirement on a11

licensee, that's bad, again because it seems to extract a12

royalty on something that's not patented.13

        And in the case of Brulotte, the Supreme Court also14

condemned post-expiration royalties and royalties based on15

sales of the product after the patent expires.16

        From my vantage point at least, it's hard to see why17

this is particularly a problem, and whatever power the patent18

confers at the time of the license is being entered into,19

which is of course a time when patent is still valid, is20

essentially a fixed amount, and whether you extract them21

today or you postpone them until tomorrow shouldn't22

particularly make a difference to antitrust authorities, but23
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this particular rule I think is going to be with us for some1

time to come, whether I happen to think it's a good idea or2

not, and so you've got to counsel your clients accordingly,3

but there it is.4

        Okay.  Microsoft I, we already talked about.  There5

is a case in which it did cause a problem.6

        All right.  Sales of unpatented products made by a7

patented process.  To modernize, we ought to look at, again,8

what, if any, competition is being restrained.  Are we really9

doing with horizontal restraint here?  The exception again10

the guideline paper has this, it's there.11

        In the case of resale price maintenance, you still12

have problems if you try to restrict, for example, set the13

price of a product made by a patented process, and we'll see14

that in the final note when we get to resale price15

maintenance, which is in fact where we are.16

        Resale price maintenance, this is a somewhat odd one17

and is probably caused by the fact that resale price18

maintenance is a somewhat odd per se rule in the first19

place.20

        In the United States versus General Electric in 1926,21

the court held that it is perfectly okay for a patentee, in22

licensing to a manufacturer, that they will then take that23

product and commercialize it, to set the price at which that24

manufacturer can sell.25
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        So a patent exception to the antitrust rule against1

resale price maintenance, and since -- if I've made anything2

clear, it's probably that I think that patent exceptions to3

the antitrust laws aren't necessary.  You can guess that I'm4

not terribly happy with this state of affairs, but because of5

the per se rule against resale price maintenance, maybe this6

one is necessary.7

        So that's a rule.  I think the agencies are generally8

sympathetic to General Electric.  If you read the '95 IP9

guidelines, the message of the agencies was essentially,10

Look, this is a new body of law governed by some case law.11

The Supreme Court has made it a fairly arcane and technical12

body of case law, and we're just not going to touch it,13

period.14

        So General Electric is fine, and the exceptions that15

the courts have engrafted on to General Electric and that16

almost entirely swallow up General Electric are also fine,17

and here they are:  Multiple licenses with parallel price18

restrictions, okay?19

        If I, as the licensor, say, I'm going to have 1220

manufacturers all practicing in this patent, not exclusively,21

they're going to compete with each other, I think competition22

is good for me as a licensor, and I'll collect licenses from23

all of them, but I don't want them to sell below a certain24

price.25
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        The court says, Can't do that.  Unpatented products1

of patent processes, as I said before, can't do that one2

either.3

        Resale prices, it's fine for the licensor to set the4

price at which the licensee will sell.  Once those products5

have passed into the stream of commerce, those -- the prices6

of those products can no longer be set by the licensor.  The7

resale prices are not something that General Electric8

handles.9

        Agreements with other licensees or patentees, so10

there's other licensees agreeing with each other.  The11

licensor agreeing with other patentees, those are there, so a12

fairly intact legal body, and of the statute but there we13

are.14

        Probably the last of the Nine No-Nos to survive as a15

real reason for rule is you just got to follow them kind of16

through.17

        MS. NANCY LINCK:  Will, it looks like you turn an18

awful lot on what form your patent claim's in.  Is that true?19

I mean, what if I throw in a product made by the process,20

whereas the process is really -- we don't talk about heart of21

intervention anymore.  We don't talk about heart of invention22

anymore, so oftentimes you can take something that go23

patents, a unit, and then you'll also patent something that24

the unit is in, and then maybe something even bigger than the25
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unit is in.1

        How do the courts deal with that or don't deal with2

that?3

        MR. TOM:  In the resale price arena?4

        MS. NANCY LINCK:  In determining whether you're5

trying to get a royalty on an unpatented product?6

        MR. TOM:  Well, this is probably why I find so much7

of that old case law unsatisfactory.  What the antitrust8

enforcements would say today is whatever the claims are, each9

of those claims is a piece of property, and there's a right to10

exclude associated from that piece of property, and we take11

the property rights as different.12

        What we condemn are situations where you're13

restraining competition that would exist, notwithstanding14

that right to exclude, so if somebody else has another15

product that doesn't infringe any of those claims and you16

reach an agreement that restrains competition between you,17

that's bad, but the whole argument over what's within the18

patent scope and what falls without the patent scope is19

just -- it gets almost metaphysical.20

        It's not connected to any economic principles or21

antitrust principles, and generally speaking I think the22

antitrust enforcers will try to stay as far away from that as23

possible and simply accept the claims as given, with maybe a24

little bit of an exception that I'll talk about in the patent25
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settlement context, playing off of the issue of the1

boundaries or validity of patents.2

        How did courts deal with it in the areas where they3

still apply this notion of where there is this is a sale4

and a resale and is it the product of patent processes or is5

it a patent product and all of those kinds of things?6

        It's not entirely clear from the case law, but I7

guess if I were a patent holder, I would take comfort from8

the fact that most of those cases are now going to end up in9

the Federal Circuit, which is becoming one of the nation's10

leading antitrust courts for better or worse, and when in11

doubt, the patent holder will get the benefit of the doubt.12

        So in antitrust issues, I think if you look at the13

record of the Federal Circuit in patent issues, there's a lot14

of stuff that's of value, but sometimes the patent bar isn't15

terribly happy at what the court is doing, but in the16

antitrust area, very, very broad berth is being given to the17

patentees in some respects unfortunately so in terms of kind18

of language and analysis they're using, we'll get to that19

later.  Okay.  Patent settlements.20

        MS. GREENE:  Will, would this be a good time to take a21

break?22

        MR. TOM:  That probably would be a good idea.  Why23

don't we take a break, and we'll come back and do this.24



75

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

        MS. GREENE:  Ten minutes.1

                         (Whereupon, a brief recess was2

                         taken.)3

        MR. TOM:   We've only got a little more to go on agreements4

and what the restraint of trade will do, a segment on monopolization,5

the Sherman Act which Bill will do and a very brief, maybe ten6

minute session, on mergers at the end.7

        We'll try to get you close to the scheduled finishing8

time.  I've been asked to ask people to hold questions until9

the end so that -- I'm willing to stay as long as we need to10

answer questions, but that way we'll get through the whole11

thing for people who do have to leave.12

        All right.  Patent settlements.  The issues here are13

really similar to pooling and cross-licensing.  That is,14

we're talking here about either explicitly actual horizontal15

restraints or restraints that appear like horizontal16

restraints and that the courts can easily mistake for17

horizontal restraints.18

        And I'm just going to take the pharmaceutical patent19

settlements as an example because there have been a bunch of20

those cases, including a trial that may be going on in this21

very building today, but I'm not trying to single out the22

pharmaceutical industry here or anything.  Settlements often take the23

form of pooling and cross licensing and mergers so it's not24

surprising that they share issues in common.25



76

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

        Here's the pharmaceutical situation.  You start out with the1

guy up there labeled patentee.  This is a pioneer drug company which2

invests hundreds of millions of dollars in order to produce new3

products.  They make new breakthroughs that help cure or ameliorate4

human disease.5

        It may make those hundreds of millions of dollars of6

investments and end up with, quoting another industry, call7

it a dry hole.  Maybe about one in ten products ever make it8

to commercialization, and most of the R&D efforts are being9

essentially down the drain.10

        But if you do hit it, if you come up with that11

blockbuster drug that really makes an advance in ameliorating12

suffering, you get pretty handsomely rewarded for it.  The13

margins on the successful blockbuster drugs are enormous.14

        You often hear somewhat loose talk, particularly in15

political settings, about the cost of producing this drug as16

only ten cents a tablet, and why is the manufacturer charging17

$25 a tablet for it, and the answer of course is this is all18

the reward that incentivises the investment in R&D in the19

first place.20

        So as a result for this very successful drug where I21

have drawn a very fat arrow with a dollar sign in it22
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representing not necessarily patients, the payers are paying1

to the patentee for that drug, and whether it's hospitals or2

insurance companies, managed care organizations or whatever,3

or individual patients.  They're paying a lot of money to the4

pioneer drug company while the patent is in force.5

        Now, eventually, this is part of the bargain in our6

patent system, eventually that patent expires. And even in the7

pharmaceutical industry, the equation of one product and one patent8

is a vast oversimplification, and it may be that the patent on the9

chemical entity expires, but then the main patents on particular10

dosage firms, methods of delivery and so on and so forth.11

        So there can be arguments over exactly when the12

relevant patents expire, and there is competition in the13

marketplace from generic drug companies, but let's assume14

that all the relevant patents expire and a generic company15

comes into the market.16

        What happens to the size of that dollar sign arrow?17

Well, even more so than in most industries, in the18

pharmaceutical industry, it shrinks dramatically because19

you've got state substitution laws and managed care20

organizations and so on that are really forcing the move to21

the generic product.22

        So what happens when the generic company comes on?23

The arrow gets really skinny.  What might one do with the24
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difference between the fat arrow and the skinny arrow?1

        Well, we're talking hundreds and millions of dollars2

here that the pioneer company is losing when the generic3

company comes on to the market.  Forestalling that4

eventuality by a year, a month, a week, even a day can be5

significant, and notice something else, the size of the arrow6

going to the generic company is also very skinny because the7

generic company, while it may take tremendous volume from the8

pioneer company, is charging a much lower price than that9

generic company was charging.  So if you summed the size of10

those arrows up, it would be only a fraction of the big fat11

arrow that the patentee was getting in the first slide.12

        Well, what does that suggest?  Well, one thing it13

might suggest to a sufficiently inventive couple of companies14

is if you could increase the flow of money of the generic15

company from the patentee itself.  You can restore for the16

patentee the pre-expiration situation and get back the rents17

that you're otherwise getting, and this is particularly so18

because for the first 180 days under the Hatch Waxman Act,19

there's only one generic that can come out.20

        So this is the diabolical view of what can happen in21

these cases, and I am sorry to say that in the two district22

court cases that have been rendered so far in private suits,23

that's pretty much where the analysis ends.  What is this in24

the view of the Eastern District of Maryland and the Southern25
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District of Florida, this is nothing but a per se unlawful1

market division in which two companies are getting together2

and agreeing that in exchange for a payment, one of them is3

going to stay off the market.4

        So far I don't think the FTC has ever gotten that5

far.  If you've looked at some of their public statements,6

speeches of Commissioners, the statement that was released in7

connection with the Price Standards Consent Order, they8

recognize some of the complications that are present in this9

area.10

        Why are those complications?  Well, I talked earlier11

about the fact that intellectual property is different from12

tangible property in some respects and that when the13

guidelines say that for antitrust purposes, they will be14

treated the same as tangible properties, that only means that15

antitrust principles are sufficiently flexible to deal with16

the differences.17

        And what's the key difference in this area?  Well, it18

is that the property rights are not as clear-cut, and they're19

not as certain.  They may have to go through a litigation20

before you determine whether there's a property right there21

or not.22

        And in a particular pharmaceutical patent situation,23

these disputes arise out of the litigation in which the24

patentee is saying, I still have valid patents in this area25
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that block out any generics when a generic company is saying,1

No, I certified to the FDA that my product is not -- either2

my product does not infringe any of the patents that the3

pioneer company claims covers this area, or that those4

patents are invalid, and you've got a litigation, and the5

arrangement between the two companies comes about as a result6

of the litigation.7

        So the question which is being litigated or continues8

to litigated, we're going to see interesting variations on9

the subject, are how do you deal with uncertainty.  Does the10

FTC have to conduct a patent trial in order to determine11

whether there would have been competition absent the license,12

or is there some other way to resolve it?13

        Is there some kind of truncated rule of reason?  Can14

we say that this agreement has anti-competitive effects15

without offsetting appropriate benefits, without saying that16

these are marketing issues.17

        But one thing that should be clear is that you ought18

not stop the analysis of whether this is a horizontal market19

division because as long as there's uncertainty on the20

subject, the analysis is not all that simple.21

        And on Wednesday you saw Professor Gilbert put up a22

formula that suggests dealing with this in terms of23

probabilities and expected values and so on, and I think that24

may be helpful where there are a large number of patents, the25
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validity of which is independent of each other.1

        You can fairly quickly, as he showed say, Well, this2

is not of antitrust concern because the chances of this3

becoming an issue in this area were nil to start with.  Where4

you're dealing with a relatively small number of patents or5

if validity of all of them stands or falls on the same issue,6

then that is fairly far, and you're still left with the7

question, How do you determine whether there's horizontal8

competition in here that's being restrained here in the9

presence of uncertainty.10

        And to revert to my Judge Rader mode for a moment,11

you can study those 1995 guidelines in great detail and the12

guidelines are wonderful, and they state very sensible, very13

enlightened principles that are all true, let's say in the14

spirit of hyperbole, but they don't say anything about15

uncertainty.16

        If you knew there would have been competition absent17

the license, the guidelines give you the answer.  If you knew18

there would have been no competition absent the license, the19

guidelines give you the answer.  In the real world, which is20

90 percent of the cases where you don't know, the guidelines21

are only a bare starting point, and I think all we have to22

say on that subject this morning has been said.23

        Bill?24

        MR. KOVACIC:  I want to turn to the set of doctrines25
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that applied when the principal actor is what might be called1

or might be accused of being the dominant firm, and here2

we're going to look in relatively quick order at a set of3

doctrines that govern what antitrust specialists call4

monopolization or attempted monopolization.5

        And by way of taking this tour, I want to again6

acquaint you with the statutory framework that governs claims7

in this area, a couple of quick words about historical trends8

and the application of the relevant antitrust statutes, and9

then to look at three principal operative concepts that10

determine the implementation of this scheme, the definition11

of relevant markets and the measurement of market power, the12

ingredient of improper conduct, and just a little bit of the13

formulation of remedies.14

        The statutory framework basically is grounded in15

Section 2 of the Sherman Act, and Section 2 of the Sherman16

Act encompasses three offenses, but two of them that are17

principally important for us today, the offenses of18

monopolization and attempted monopolization.19

        The monopolization offense requires a showing of20

monopoly power defined in various ways in both the legal and21

economic literature.  For antitrust purposes, what we're22

mainly concerned about is the ability of the producer of a23

product to raise prices substantially above the hypothesized24

competitive level without suffering an immediate, substantial25
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loss of sales.  That's how antitrust economists and lawyers1

today define monopoly power.2

        But a vital concern in the antitrust system is that3

the antitrust laws do not attack the mere status of monopoly4

power, that as you could imagine a competition policy system5

that stopped the inquiry after point one and took specific6

measures to dissolve existing aggregations of monopoly7

power.8

        By its own terms, the U.S. antitrust system doesn't9

do that, and you can imagine why, for the same reason that10

the system of intellectual property laws encourages innovation11

and in many ways hold out a significant prize for innovation,12

a prize in the form of the possibility of gaining super-13

competitive returns.14

        Why else do many inventors get up early in the15

morning, except to achieve that possibility?  So too does the16

competition policy system realize that if you attacked the17

status of monopoly power, however lawfully attained, you18

would diminish incentives to innovate.  19

        The second ingredient is what's called the conduct20

requirement.  The plaintiff must show that the monopoly power21

in question was either obtained improperly or maintained22

improperly, and as you might imagine, great disputes focus on23

both of those requirements, does in fact the defendant have24

monopoly power and what is the definition of improper25
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exclusion.1

        The second offense, the attempted monopolization2

offense, basically attempts to create a zone of concern or3

scrutiny before that accomplishment of actual monopoly power,4

and here there are three requirements.  There has to be a5

specific intent to monopolize, improper conduct once again6

and the improper intent can be inferred from demonstrably bad7

conduct, and last there has to be a showing that the8

defendant has achieved a dangerous probability of attaining9

monopoly power, and it is these two offenses that really10

provide the core of controls on dominant firm behavior in the11

United States.12

        You can break the U.S. experience in dealing with13

Section 2 claims, especially government enforcement of them,14

into four periods.  To go back to the first period, 1890 to15

1914, that features the formative well-known cases that lead16

to the break up of the Standard Oil Company, American Tobacco17

and a number of other early leading figures in American18

enterprise.19

        The second major period ones from 1938 to 1956,20

beginning with a case called Alcoa that we'll talk a bit21

about more, and the development from Alcoa of a22

reinvigoration of Section 2 enforcement.  I choose 195623

because that's the year in which the government achieves24

settlement of a monopolization claim with AT&T, a settlement25
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that is revisited in 1982, and ultimately becomes the1

foundation for the so-called modified final judgment by which2

AT&T's restructured in 1984.3

        1969 to '82 is a period of unparalleled government4

enforcement effort, including well-known cases involving IBM,5

AT&T, the petroleum industry, the cereal industry in the6

United States, the Xerox case that Will mentioned before, for7

the most part a spectacular dedication of resources with8

relatively few successes.  Again I put the AT&T case in the9

success basket as most observers would.10

        The other cases raise fundamental questions about11

whether the doctrines governing intervention were sensible12

and raised perhaps even more fundamentally questions about13

the capacity of government enforcement agencies and courts to14

do that.15

        IBM is often held out as the most striking example16

begun in the last days of President Johnson's presidency in17

1969 and concluded in January of 1982, 13-year-long case.18

What Bob Morkin referred to as the antitrust division's19

Vietnam, a metaphor chosen both to reflect the amount of20

effort devoted to the undertaking as well as the failure at21

the end to accomplish success.22

        IBM, I think fortunately for the FTC, overshadows some23

of the FTC's own experience, most notably In Re: Exxon, which24

was the effort to restructure the eight leading petroleum25
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refiners in the United States.  Case began in 1973 and was1

ended in 1981.  There were eight years of pretrial discovery, costing2

tens of millions of dollars, both certainly to the private parties3

and to the FTC.  Case never went to trial.4

        This story isn't picked up again until the mid 90s5

with the renewed interest in Section 2 government6

enforcement, which includes the Intel case that Will7

mentioned as well as U.S. versus Microsoft and a number of8

other cases, perhaps commanding a bit less attention but also9

renewing the government's interest in enforcement in this10

field.11

        Talk a bit about the first requirement, the market12

power requirement, and I'm using the terms market power and13

monopoly power interchangeably here.  The antitrust system14

relies upon and entertains essentially two approaches to15

proving market power.  One might called direct evidence, the16

other circumstantial.17

        The direct evidence methods of measurement would18

include first and foremost directly measured demand19

elasticities to directly measure the intensity of user20

preferences and to use that direct measurement as a way of21

identifying the extent to which consumers react or perhaps22

more accurately do not react in the face of a relative23

increase in prices.24
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        Ideally, technically that's how economists would go1

about doing this, and today, with better and better2

econometric models, with better data in some areas and with3

better applied techniques inputting the two together, it is4

possible in some instances to creep up on relatively good5

answers simply using these kinds of fairly high tech, fancy6

economic models to directly measure market power, and the two7

enforcement agencies use these methodologies to an increasing8

degree in formulating divisions to prosecute merger cases.9

        Other forms of direct evidence include proof of10

actual price effects or actual exclusion, and the last item11

that I put there with two question marks just by way of12

emphasis to underscore something we've been saying today, Do13

you infer or presume market power from the holding of14

intellectual property rights?15

        Certainly the resounding answer from antitrust16

commentators and observers is, no.  The answer that17

intellectual property guidelines give in 1995 is no.  Do you18

still see a stray comment in the occasional antitrust opinion19

that says, Yes, there may be the proxy of that patent20

monopolies as being monopolies in the technical antitrust21

sense.  Yes, you can find them here and there, but such22

references are increasingly rare.23

        The other method, and in a sense the more traditional24

method, is what I call circumstantial evidence, and that is25
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to define a relative market for the products in question and1

to measure the market shares of the defendant in that2

relevant market.3

        Why is this circumstantial evidence?  Well, it's a4

proxy and the intuition behind the proxy is this:  If a firm5

acquires and maintains an inordinately high market share of6

activity in a given market over a long enough period of time,7

protected by barriers to entry into the market, you can infer8

that they have power over price or power to exclude rivals.9

If you show that, then you can infer that you've actually10

observed the operation of a monopoly over time.11

        Other forms of circumstantial proof the courts have12

looked at include profitability data or price cost ratios.13

To take an example of these concepts in work in the U.S. v14

the Microsoft case, the district court used and the court of15

appeals entirely endorsed the use of both methodologies.16

That is Judge Jackson's opinion from the district court with17

the subsequent approval of the court of appeals, came at the18

market power problems both directions, looked at direct19

evidence.20

        And in particular the court of appeals fastened upon21

Microsoft's suggestion at trial that Microsoft set its price22

for software without regard to its competitors.  In the D.C.23

Circuit opinion, the Procarian (phonetic) opinion issued last24

summer, said, Firms in competitive markets don't set prices25
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like that.  They don't simply say, We don't care what1

competitors are charging, here's our price, we don't think2

about it.  The court said, That's a form of direct evidence.3

        Circumstantial evidence, the court said, Let's look4

at the market shares and concluded that looking at the market5

characteristics as a whole, the market shares were a reliable6

proxy for market power as well.7

        Court of appeals, in other words, came at this8

problem, as did the district court, from both directions and9

found that the results were the same in each instance.10

        To perform the market definition, market power11

analysis, one has to define what we call a relevant market.12

This is the arena of commercial activity in which competitive13

effects are measured, and it has two dimensions.  One is to14

look at the product in question.15

        The principal basis for evaluating what the relevant16

product market is is to focus on what consumers regard as17

adequate substitutes for the product.  To take the Microsoft18

example again, from a demand side prospective, for personal19

computer operating systems, the district court and the court20

of appeals asked, Well, what else is there, and yes, it21

considered each of Microsoft's arguments about alternatives,22

and said, Well, maybe the PC is in the markets, it's a small,23

decentralized, hand held devices, and said, Well, maybe it's24

not just the Windows operating system, maybe it's Alcoa.25
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Maybe it's any number of other nascent competitive1

possibilities in these areas.2

        But the court relied very heavily on the cross3

examination of Microsoft's expert, a distinguished economist4

in the field, who said, Microsoft faces constraints from all5

of these directions, small hand-held devices, other operating6

systems, and that large market share that Microsoft has,7

that's an illusion because if it stops running for so much of8

a second, the rest of the world simply is going to blow by it9

so Microsoft, despite a high market share, has to run for its10

life.11

        On cross examination, the government's expert, and I12

focus on this just because it highlighted a point, was asked,13

How soon are those other things going to overtake the14

company?  Well, not yet.  When?  A couple years, two, three,15

four, five?  Somewhere over the horizon.  Thank you very16

much.17

        And in this instance, the court concluded that while18

there were other possibilities from a demand side19

perspective, they weren't coming along quickly enough to20

constrain Microsoft.21

        The other approach is to look at the possible22

responses of suppliers; that is, how quickly can suppliers23

reconfigure their production operations to produce the24

product that the defendant, the hypothetical defendant,25
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produces?  And if they can make adjustments relatively1

quickly at relatively low cost, that's a powerful constraint2

upon the operations of the defendant, and indeed it might be3

that productive capability itself that tells you what the4

real boundaries of the product market ought to be.5

        The geographic dimension simply asks where can6

consumers look to purchase the product, how broad a7

geographic round can they turn to, and increasingly in many8

intellectual property or high technology markets, those9

markets are global or at least based on large regions of the10

world rather than simply local markets, especially of the11

kind that we would characterize, say service markets for the12

paving of roads.13

        City of Los Angeles isn't going to ask road pavers14

located in Virginia to come on out usually and pave the15

roads.  If you're buying microprocessors, though, your scope of16

activity might be truly global instead.17

        Let me quickly mention a couple places that are very18

troublesome for the antitrust system.  If this were a19

sporting event and we were talking about match ups, I'm going20

to describe the problem that matches up badly against the21

antitrust system.  And it's the problem of defining relevant22

markets where you have a lot of technological dynamism, where23

you have an old technology incumbent technology being24

tendered by a new technology.25
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        And I'll quickly mention two cases.  One is a case1

called Standard Oil of Indiana which did involve patents.  It2

involved a patent pool for the then new technology, miracle3

technology for cracking gasoline as part of the refining4

process.  I'm going to offend all of you chemical engineers5

here today, but what's a petroleum refinery?  It's basically6

a big tea kettle.  The old technology is a big tea kettle.7

You heat crude oil, and the light fractions that boil off are8

the most valuable fractions, gasoline, kerosene in this9

period.10

        The heavier stuff that's left can be burned in11

industrial boilers, in ship boilers, used to make asphalt or12

to produce much of the coffee that I drink regularly.  That's13

the last residual use of the last bit of the barrel that14

can't otherwise be boiled off.15

        Obviously it's the higher valued fractions that are16

the most useful, and the miracle of cracking was that by17

reformulating the molecules themselves, you could extract a18

larger percentage of gasoline and kerosene from a single19

barrel of crude oil.20

        The problem in evaluating the pool, one problem for21

the court was to define the relevant market because the22

defendant's collective market share of activity swung widely23

between the mid 20s and the low 50s, depending upon whether24

you define the relevant market as being all refining25
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technology, that is distillation plus cracking or cracking1

only.2

        And the Supreme Court said it's all fungible3

capacity, so it's all refining technology, so the defendant's4

market share for this pooling arrangement is in the low 20s,5

not in the 50s.  That wasn't the only variable for the court6

but it had a lot to do with identifying what it thought to be7

the competitive significance of the arrangement.8

        Basically what the court did was to discount the9

extent to which the new technology was really going to simply10

sail past the old technology and displace it, and indeed that11

happens to a large extent over time.12

        But notice the dilemma for the court.  How much13

weight do you give?  What formula do you use?  Do you give14

some weight to the old technology but have a heavily weighted15

variable that gives more emphasis to the new technology?  How16

rapidly is the new technology going to gain acceptance and17

how do you predict that?18

        The court basically said, Too hard for us to sort it19

out, and instead arguably they underestimated the defendant's20

market power by focusing on the full range of refining21

technologies, which tended to bury or understate the22

significance of the cracking technology.23

        DuPont Cellophane is another four minute example of a24

court finding wrestling with a problem, arguably wrestling25
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badly with it.  Dupont Cellophane was the Department of1

Justice monopolization lawsuit against DuPont, one of2

antitrust's famous customers over time, and in this instance3

the government's claim was DuPont had illegally monopolized a4

relevant market consisting of cellophane as a flexible wrapping5

material.6

        DuPont said, Oh, no, relevant market isn't just7

cellophane, it's all flexible wrapping materials, including8

such wonderfully quaint names as Classene, Plyofilm as well9

as other things known better as wax paper or aluminum foil.10

        DuPont said, In the all-flexible-wrapping-materials11

market, we have a market share that's competitively12

insignificant given traditional cases laying out market share13

thresholds for monopolization.14

        The government said, But if you look at cellophane,15

your market share is well over 70 percent, and in part it's16

because you are the exclusive U.S. patent holder of the17

relevant process, there are imports, but your market share is18

70 percent plus.19

        So the court has to decide, Do you count all of the20

other stuff in, or do you count only cellophane?  In DuPont's21

main argument, which the court accepted was, You can tell22

that we don't have market power based simply on cellophane23

because you know what happens if we try to raise the price24

for cellophane.  Users migrate to these other wrapping25
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materials, QED, no market power.1

        If we had market power, we could simply keep pumping2

that monopoly price higher and higher and higher, and we3

wouldn't face substitution, but we do face substitution, and4

the Supreme Court said, Makes senses to us.  There's a high5

cross elasticity of demand that DuPont faces, and here's the6

market evidence that shows that the price is going up.7

        Again to use the Will Tom dialogue technique, Can8

you guess what's the problem there?  A problem that becomes9

known over time as the cellophane trap into which the10

Supreme Court fell.  What's the problem with the argument?11

When the price goes up we face substitutes.12

        MR. WILLIAM MOORE:  When you keep your price down,13

those substitutes go away.14

        MR. KOVACIC:  What might it tell you about the price.15

        UNIDENTIFIED SPEAKER:  The price that they're at is16

already the monopoly price?17

        MR. KOVACIC:  You're' already charging the monopoly18

price because, yes, at some point there's substitutes for19

everything.  I'm willing to bet you that if the price of20

gasolines or automobiles got high enough we would all be21

riding bicycles to work.  We would do it.  In fact, many of22

would start walking if we had to.23

        For many products you see substitution.  The question24

is, At what price.  Tough problem for the antitrust system to25
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wrestle with, dealing with the old and new.1

        The results you get in trying to measure market2

shares are very sensitive to assumptions you make about what3

you should count or not.4

        In Alcoa, U.S. v. Alcoa is a famous case that decided5

in 1945 by the Second Circuit acting as the court of last6

resort under a special congressional statute that accounted7

for the fact that the Supreme Court did not have a quorum.8

        Alcoa involved a challenge to the company for9

monopolizing a relevant market consisting of virgin aluminum10

ingot.  Alcoa for a long time had been the largest U.S.11

producer of aluminum.  The government said, That's the12

relevant market, if you look at virgin aluminum ingot, you13

have a market share of 90 percent plus monopoly power.14

        Alcoa said, No, you have to count in used aluminum as15

well, recycled.  We make aluminum, recyclers recycle it.16

They sell ingot based on used aluminum scrap.  That comes17

back and competes against us all the time.  If you put in the18

recycled aluminum, you push their share immediately down into19

the 60s, past the 90s.20

        The Second Circuit decision said, We're not going to21

count it at all.  Now, it's clear that some users insisted on22

virgin aluminum.  The aircraft industry did, for example, but23

a number of others would use it and used a lot of it.  Judge24

Hand ruled it out completely.25
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        Another category of activity involved internal1

consumption.  Alcoa not only made aluminum ingot, but it2

fabricated aluminum parts and then sold the parts, so do you3

count in their market share the stuff that they used4

internally or do you exclude that?5

        Judge Hand said, That counts, we're going to include6

that, probably a reasonable choice here.  The last choice was7

imports.  How much do you count imports, and Judge Hand I8

think correctly said it, It depends a lot on the trade9

regime.  If imports come easily in to the country, you count10

them, but you only count them to the extent that trade11

barriers or other hurdles in fact allow foreign suppliers to12

ship into the country.13

        By results, what do I have in mind here?  If you14

contradict Judge Hand's decision on the recycled goods and15

internal consumption, Alcoa's share goes down to 33.  If you16

leave in recycled aluminum at 64 -- if you leave out recycled17

aluminum as he did and you include internal consumption, you18

get a market share of 90.  Just to show you that the results19

you get and the inferences you draw in defining markets20

depend a lot on the assumptions you make about what is to be21

counted.22

        The last area in which measurement questions have23

become relatively tricky involve aftermarkets, and a case24

called Image Technical Services versus Eastman Kodak, Supreme25
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Court decision in 1992, highlights this.  Kodak made1

copiers.  They made about 20 percent of all copiers.  That2

was their market share at the time, but they also provided3

parts and services for their own copiers.4

        And over time there grew up to be non-Kodak companies5

that would also service Kodak copiers but needed Kodak parts6

in order to service Kodak copiers.7

        Kodak said we have a complete defense to8

monopolization here, our market share is 20 percent.  Image9

Technical Services, the plaintiff, said, No, you have over 9010

percent of the share of service on your own machine.  Kodak11

said, That's not the relevant arena to focus on, the relevant12

arena is to focus on parts and services for all copiers, not13

just Kodak copiers.14

        They said, Why is that?  With a 20 percent market15

share we have to go out every day of the week and sell new16

copiers, and if we achieve a reputation for gouging our17

copier customers in the aftermarket, we don't make new18

sales.  Why?  They look at life cycle costs.  That's what19

they're taking account of.20

        The plaintiff said, Oh, no, life cycles costs are21

hard to calculate, and there is a collection of purchasers22

that we might simply call as a shorthand suckers or more23

accurate suckers and dummies, and the Supreme Court said,24

Yes, there are suckers and dummies.25
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        Who are the biggest dummies?  They said government1

purchasing agents.  Those are the dummies, and they can't2

figure this out, and the Kodaks of the world can exploit this3

because the existing purchasers of their machines are locked4

in.  They're not going to sell their copiers and go some5

place else, and because of information imbalances that it's6

hard to calculate life cycle costs, those suckers and dummies7

are vulnerable, so that the relevant focus of concern might8

be the aftermarket for one's own product.9

        Couple of concluding thoughts about conduct.  As you10

might imagine, it's not enough again just to have monopoly11

power.  It's not enough to be big.  You have to be big and12

bad.  What does it mean to be bad in this area?  What's13

improper exclusion?14

        For a long time the antitrust laws answered this15

question by saying, Every time you twitch, if you have a16

particularly large market share, that could be bad, that you17

don't have to actually take a swing at someone, just looking18

at someone in an impolite way could be bad.19

        In Alcoa, for example, what was the bad act that the20

Second Circuit focused on?  In Alcoa, the government's21

recollection was that Alcoa had improperly excluded22

competitors by identifying likely increases in demand and23

adding new capacity to satisfy that demand, and by doing24

adding new capacity to satisfy that demand, that forestalled25
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entry by companies that might have serviced the same demand.1

        Now, many observers have looked at that and said, In2

effect what would you expect them to do otherwise?  That is,3

what was the avoidable behavior, ought Alcoa to have stood4

back and said, People want more aluminum but we're not going5

to produce it, we're not going to expand our facilities to6

produce more.7

        Again if you look at the period in which Alcoa was8

making these decisions, the 1930s, you can ask, Would it have9

been a better thing for the country if they had made less10

aluminum, added less capacity in the run up to the11

mobilization for World War II?12

        There is a theory called strategic entry deterrents13

where capacity additions, capacity announcements might be14

improperly exclusionary, but Alcoa underscored a basic15

normative concept about antitrust which is the rules ought to16

be able to give businesspeople clear guidance about what17

they can and can't do and ought to forbid clearly what it18

lacks.19

        A narrower perspective that comes from the 1980s, a20

case named Matsushita involving predatory pricing, is21

representative of what I would call a modern trend which is a22

trend that gives dominant incumbent firms much greater23

freedom to chose product development, pricing and promotional24

strategies of their own liking, not uninhibited, but the25
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general trend has been in looking at the conduct requirement1

to give firms broader freedom to act as they which but not2

uninhibited freedom.3

        The modern formula for identifying what's bad is4

suggested by the Microsoft decision where the court says5

Let's go through a four step inquiry.  First6

requirement has to be monopoly power.  Second, Has the7

plaintiff offered a hypothesis that shows there will be8

anti-competitive effects, and again, as Will said before, 9

does not simply mean harm to the plaintiff, harm to the10

competitive process.11

        Anti-competitive effects that will provide in a12

social society-wide basis, an economy-wide an increase in 13

prices or a reduction in innovation, reduction in output; 14

harms to competitors is not equated with harm to competition in15

this formula, but the plaintiff has to step forward and16

provide a hypothesis about those effects.17

        Then the defendant has an opportunity to justify the18

behavior by showing, as Will was suggesting before, for19

example, that it's trying to prevent free-riding, that it's20

engaged in reasonable efforts to ensure that it can21

appropriate the gains to its innovative activity, and last if22

there is a mix of those justifications and anti-competitive23

effects, the last steps is that the court will decide which24

predominates gains or harms.25
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        And in Microsoft, again to look back at the court of1

appeals decision, again this was given the difficulties and2

demand of the case in my own view is this is a considerable3

vindication for the Department of Justice and the position it4

took in the case.  The court focused on the use of exclusive5

contracts which Will was referring to before and focused on6

the use of bundling of certain forms.7

        It focused on the deliberate effort to suppress the8

emergence of new technology on the part of one of its9

customers, Intel, and in these and other key respects found10

that the company's behavior was improperly exclusionary.11

        Conduct claims sometimes are put into a collection of12

different compartments:  Predatory pricing, refusals to deal,13

product design and development, abuse of the administrative14

process.15

        I want to go simply for the moment to the second and16

fourth of these, and looking at refusals to deal, simple17

question, is a firm compelled to license its technology,18

required to license?  Short general answer is no, no more19

than one would ordinarily be required to share any other form20

of property right with a competitor or with a firm upstream21

or downstream.22

        There is a doctrine, however, that has raised23

questions about that, and that's called the essential24

facilities doctrine.  The doctrine is principally emerged25
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where the asset in question involves some physical bottleneck1

rather than say an intellectual bottleneck or a bottleneck2

defined by an intellectual property right.3

        And I'll simply say that in a limited number of4

circumstances, courts have said that where the asset in fact5

does confer monopoly power on its owner and is not feasibly6

replicated by a competitor, and there is no good business7

justification for denying or restricting use, a court can8

intervene to mandate on reasonable terms.9

        If you apply all four of those conditions ruthlessly,10

you have a tiny set of arguable matters in which access11

will be mandated, but I suppose a continuing question for12

holders of intellectual property rights is whether or not the13

right they hold in some sense might be characterized as14

falling within that category.15

        The Federal Circuit's opinion in the Intergraph16

case, which was the private counterpart to the FTC's Intel17

case, answered that question with a decisive no.  In looking18

at some of the conduct, a variant of the conduct that Will19

was describing, this time in a claim pursued by a20

manufacturer work stations Intergraph in private litigation21

with Intel.22

        The last I'll mention is the abuse of the23

administrative process.  What happens in a somewhat clumsy24

way you need to enlist the government or use the process of25
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government as a way of achieving your aims?  Suppose you lie1

to the Patent and Trademark Office?  Suppose you clog an2

administrative tribunal with suits that you know to be3

baseless?  Suppose you otherwise misuse the machinery of4

government in some sense to achieve a competitive advantage?5

        Under certain limited circumstances that kind of6

behavior can be illegal, although courts tend to7

draw distinctions about whether you're betokening a8

legislature, where you have almost uninhibited freedom, I9

would say, as opposed to approaching a judicial tribunal or10

other administrative body that exercises judicial functions,11

the protections, the petitioning protections under the First12

Amendment tend to be reduced.13

        Finally on remedies, basically three varieties:14

controls on behavior, that is orders that limit certain forms15

of competitive behavior; structural relief, and structural16

relief usually encompasses compulsory licensing and17

divestiture, and courts have said decisively that both are18

available to a prevailing plaintiff and most often made them19

available when the government is the plaintiff; and civil20

recovery, mainly through treble-damages actions.21

        The D.C. Circuit in one interesting paragraph in22

passage in the Microsoft case when asked, Is antitrust up to23

handling the new economy, what happens if the district court24

ultimately has lots of trouble designing a remedy?25
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        Part of the D.C. Circuit's answer is, Maybe it's the1

government's job ultimately to bring cases that help define2

what the legal rules are, what the liability rules are.3

Maybe the allocation of labor in that instance is for private4

claimants to step forward and obtain treble damages.5

        And arguably in the class action suits and perhaps in6

the AOL versus Microsoft suit, one might describe those7

developments as being part of the division of labor that the8

D.C. Circuit had in mind here.9

        The last point I have about institutional capability:10

there have been a number of observers who simply said,11

special challenge in technologically dynamic sectors is where12

the section moves quickly, do the enforcement and judicial13

processes move quickly enough to adapt to, to absorb that14

information and to account for the speed of change?15

        And I think the Microsoft case was a good example of16

how you can hold a trial in a time well short of a lifetime,17

and you can certainly overcome the notion that the litigation18

of a major Section 2 case in the high tech area is going to19

take a decade at a minimum.20

        I'll turn back to Will to do mergers.21

        MR. TOM:  Thank you, Bill.  I will try to do mergers22

well short of a lifetime myself.  I think we can probably do23

this in about ten minutes.24

        A few minutes to bear in mind about mergers, just to25
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put this all in perspective.  About 99 percent of mergers go1

through unchallenged so we're talking about a very small2

group of challenges here.  Many of the others can be3

restructured to solve the competitive problem, that is a4

particular line of business spun off, a product licensed or5

what have you, so generally speaking the efficiency enhancing6

aspects of mergers can be captured.7

        And most of the problems that we talk about come8

about when one firm acquires a direct horizontal competitor9

in a concentrated market.10

        Let me start with the simplest case, an acquisition11

of a direct horizontal competitor.  The key question we're12

looking at here is how much other competition is there, and13

you heard talk earlier in these hearings about the kinds of14

mergers that the agencies look at these days are typically15

five to four, not even that, four to three, three to two, two16

to one kinds of mergers.17

        If entry is easy, you're not going to have merger18

challenges.  Someone can have 100 percent of the market, but19

if he tries to exploit that position by raising price, other20

sellers will quickly leap out, and he's not going to be able21

to exercise market power.22

        And finally more and more of the agencies are looking23

at efficiencies, and they need to be efficiencies that can24

only be achieved through the merger, but where there are25
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significant efficiencies, those will allow mergers to go1

through.2

        Bringing more into the intellectual property context3

here, a key issue is when -- let me skip this.  This is4

obvious.5

        The acquisition of a firm or its key assets and the6

acquisition of patents can be equivalent in the sense that7

the patent can essentially confer a position in a particular8

market, and so if, for example, there are only two products9

that compete with each other and they're both patented, the10

acquisition by one firm of the other firm's patents can11

eliminate competition just as surely as acquisition of the12

entire firm.13

        But similarly, and here's where we get into some of14

the more complicated issues where you have exclusive licenses15

of patents, those can be analyzed as mergers.  Substantively16

they can be looked at as mergers, and also procedurally, the17

exclusive license of a patent can be reportable under the18

Hart-Scott-Rodino Act, which imposes pre merger notification19

requirements, if they meet various thresholds.20

        And the trick here is how do you value an exclusive21

license of a patent at a stage where the product may not have22

come into being yet.  The valuating issues can be very tricky23

here.  The threshold for HSR reportability is $50 million.24

        The initial license fee may be less than that, but25
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when you started adding up milestone payments and royalties1

that come in over the years down the road, how do you factor2

that in.  The general rule seems to be when you can discount3

for the probability of occurrence, so if payments down the4

road are highly uncertain, the board or its designee can make5

a good faith evaluation discounting for probability.  For6

some reason net present value concept calculations don't seem7

to be allowed, and so that's one of the quirks of Hart-Scott8

practice there.9

        Substantively some of the tricky issues comes in10

where the acquisitions involve products that have not yet11

been commercialized.  Back in the 1970s, we had a Second12

Circuit decision in SCM v. Xerox that essentially said, If the13

acquisitions take place at a point where there's no14

marketable product, it simply doesn't implicate antitrust15

laws.16

        I think I can understand the reasons why the court17

came to that conclusion.  It was an era where antitrust was18

not fully rational in the way that it was dealing with some19

of the issues in that case, and reaching for this kind of20

bright line rule was an easy way of avoiding what seemed to21

be some absurd results.22

        If anyone is interested, I have a whole article about23

the FTC and the private case back in the 1970s, but I would24

suggest that the rule of thumb that that court suggested25
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doesn't really work very well, and the proof of that is1

particularly in the case of some of the pharmaceutical2

mergers where you've got, for example, either -- you've got3

one product in the market and that firm is acquiring another4

firm that has a product very far along in the FDA pipeline,5

no other close substitutes.6

        Do you have a competitive problem, even though the7

second firm has not yet commercialized its product?  I would8

suggest you do because of the fact that if, particularly with9

the FDA pipeline, you've got a pretty clear indication that10

there is going to be any competition for the existing product11

in the near term, it's only going to come from the product of12

the company that's being acquired.13

        And it makes sense to require that product, that14

pipeline product to be divested as a condition for the merger15

going through, and there have been a number of cases that the16

FTC has dealt with reaching exactly that result.17

        We also have seen some I would say probably somewhat18

esoteric situations where the horizontal parity is not19

entirely obvious on the face of the merger, and here I20

generally use the gene therapy aspects of the Ciba Sandoz21

merger as an example, and playing off some of the diagrams22

you saw in the licensing presentation.23

        Here we had a situation where in order to produce a24

commercial gene therapy product.  You needed a lot of25
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complementary inputs.  Some of the inputs that were needed1

would be the patents on the genetic material itself, the2

isolation of the gene responsible for a particular disease3

entity, and those are represented by the circles up there at4

the top of the diagram.5

        But simply identifying the gene responsible for a6

form of brain cancer or hemophilia or something of that7

nature doesn't give you a commercial product.  In order to8

have a commercial product you need lots of other things,9

including the vectors that enable you to get the genetic10

material into the cell, you need the manufacturing facilities11

that have been certified by FDA as we do in manufacturing12

processes and the like.13

        And the FTC's investigation to oversimplify a little14

bit identified Ciba and Sandoz as the only possessors of the15

complements necessary to commercialize the vast majority of16

these products.17

        And how is competition affected?  Well, if Ciba and18

Sandoz are allowed to merge with no divestitures, then what19

will happen to the dozens of research entities up there at20

the top of the diagram who may have a very good and21

interesting patent on genetic material relating to particular22

disease states, but no way themselves to commercialize the23

product?24

        When they got into the business they had two entities25
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that they expected to partner with, joint venture where you1

sell out to.  When you do all your research and get your2

patents, then you approach Ciba and Sandoz and you say, Let's3

do a venture or if you want, if the price is right, just buy4

my company all together.5

        If the two companies merge and you had only one such6

entity to deal with, who would take most of the rents?  Well,7

the monopolist of the bottleneck would take enough of the8

represents that a lot of these research ops were actually9

giving serious consideration to shutting down abandoning10

their research and so on, so the FTC stepped in and made a11

solution for that problem a condition of the merger.12

        Innovation markets, I'm not going to talk about very13

much at all because it's been taught to death.  It really14

doesn't matter in the vast majority of cases.15

        Rich Gilbert in an article that he and I coauthored16

in the last year or so examined the Agency's merger17

challenges in the period before the guidelines and after the18

guidelines, and I think we concluded that there were only19

three of those mergers in which innovation markets really20

made a difference as to whether the merger would be21

challenged or restructured or not.22

        And I even have some doubts about those three, but we23

had to talk about something.24

        A limiting feature on use of innovation markets in25
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antitrust challenge that I think really pairs this down to a1

very small set of circumstances is the specialized assets or2

characteristics to do innovation in this area need to be3

scarce, and so if you're not a business in which any inventor4

in his garage might come from left field in disrupting kind5

of market, this is probably not a good candidate for6

innovation market analysis.7

        And the only other subject I want to touch on briefly8

is intellectual property as a defense in mergers of tangible9

assets, and this has come up in a number of cases mostly at10

the Department of Justice.11

        There was one, the Boston Scientific case, at the FTC12

many years ago, one in which it was raised as a defense but13

disposed of by the FTC, and a challenge did take place, but14

here the question is when are competitors that appear to be15

horizontal competitors really non-horizontal competitors, and16

the answer is where the patents, one of them are broad enough17

in scope to really cover the activities of the other.18

        So that going back to what's your definition of19

horizontal, if there is no legitimate competition absent a20

license, then at least it could be argued that there is no21

real horizontal competition here, and a merger ought to be22

allowed.23

        In the Miller case, this defense was examined and24

rejected I believe.  There are press accounts that a similar25
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issue was at stake in the acquisition of TV Guide by GemStar,1

and that case did not result in a challenge, and therefore2

there are no real official materials that we can go by to3

really judge what the facts were in that case.4

        But the nature of the defense at least seemed to be5

that GemStar's patents were broad enough that no real6

competition would be eliminated by the acquisition, and with7

that I think we're done.  I would be happy to stay and answer8

any questions.9

        MR. POTTER:  Are there questions, and if not we're10

over our time, but I would like to thank both Bill and Will11

who did a wonderful job this morning.12

        I know Bill in particular has been getting over a13

cold, so he's had two hours of worth of throat problems.14

        I just wanted to say that once we got by this15

fundamental session, future sessions I think we'll have much16

more debate and discussion among panelists, so you can look17

forward to that as we go forward.  And thank you very much.18

        (Whereupon, at 12:41 p.m., the hearing was19

concluded.)20

               -    -    -    -    -21

22

23

24
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Section 112, first paragraph of Title 35 reads:

The specifications shall contain a written description 
of the invention, and of the manner and process of 
making and using it, in such full, clear, concise, and 
exact terms as to enable any persons skilled in the art 
to which it pertains, or with which it is most nearly 
connected, to make and use the same, and shall set 
forth the best mode contemplated by the inventor of 
carrying out his invention.

This paragraph imposes three requirements on obtaining a United 
States Patent:  enablement, written description, and best mode.
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I. The enablement requirement assures the public is actually in 
possession of the invention:  has the specification put the 
invention in the hands of the public?

II. The written description requirement assures the public the 
inventor actually had possession of the invention when he 
filed the application:  has the specification taught the public 
that the inventor had the invention in his or her hands when 
it was filed?

III. The best mode requirement assures the public the inventor 
disclosed the best method he or she knew of when the 
application was filed.



February 26, 2002 Doc #706161 v.1 Slide 4

In re Wands, 858 F.2d 731, 737 (Fed. Cir. 1988):

1. The Breadth of the Claims;

2. The Nature of the Claims;

3. The State of the Prior Art;

4. The Level of Ordinary Skill;

5. The Level of Predictability of the Art;

6. The Amount of Direction Provided by the Inventor;

7. The Existence of Working Examples; and

8. The Quantity of Experimentation Needed to Make or Use
the Invention Based on the Content of the Disclosure.

see also Enzo Biochem. v. Calgene, 188 F.3d 1362 (Fed. Cir. 
1999).
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According to the Supreme Court, this provision was intended:

To put the public in possession of what the party 
claims as his own invention, so as to ascertain if he 
claims anything that is in common use, or is already 
known, and to guard against prejudice or injury from 
the use of an invention which the party may otherwise 
innocently suppose not to be patented.  It is, therefore, 
for the purpose of warning an innocent purchaser or 
other person using a machine, of his infringement of 
the patent; and at the same time of taking from the 
inventor the means of practicing upon the credulity or 
the fears of other persons, by pretending that his 
invention is more than what it really is, or different 
from its ostensible objects, that the patentee is 
required to distinguish his invention in his 
specification.

Evans v. Eaton, 20 U.S. (7 Wheat.) 356, 434 (1822).



February 26, 2002 Doc #706161 v.1 Slide 6

The purpose of the “written description” requirement is 
broader than to merely explain how to “make and 
use”; the applicant must also convey with reasonable 
clarity to those skilled in the art that, as of the filing 
date sought, he or she was in possession of the 
invention.  The invention is, for purposes of the 
“written description” inquiry, whatever is now claimed.

Vas-Cath, Inc. v. Mahurkar, 935 F.2d 1555, 1563-64 (Fed. Cir. 
1991)
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The name cDNA is not itself a written description of 
that DNA; it conveys no distinguishing information 
concerning its identity.  While the example provides a 
process for obtaining human insulin-encoding cDNA, 
there is no further information in the patent pertaining 
to that cDNA’s relevant structural or physical 
characteristics; in other words, it thus does not 
describe human insulin cDNA.

Regents of the University of California v. Eli Lilly, 119 F.3d 1559 
(Fed. Cir. 1997).
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[A] cDNA is not defined or described by the mere name “cDNA,” 
even if accompanied by the name of the protein that it encodes, but 
requires a kind of specificity usually achieved by means of the 
recitation of the sequence of nucleotides that make up the cDNA.

Regents of the University of California v. Eli Lilly, 119 F.3d 1559 
(Fed. Cir. 1997).
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A description of a genus of cDNAs may be achieved by means 
of a recitation of a representative number of cDNAs, defined by 
nucleotide sequence, falling within the scope of the genus or of a 
recitation of structural features common to the members of the 
genus, which features constitute a substantial portion of the genus.

Regents of the University of California v. Eli Lilly, 119 F.3d 1559 
(Fed. Cir. 1997).
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Best Mode Inquiry

1. Did the inventor have what he or she considered a best mode 
when the application was filed?

2. Did the specification set forth this mode?
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Exclusive Federal Jurisdiction

o Trial level
n District courts
n Court of Federal Claims
n International Trade Commission

o Appellate level
n Court of Appeals for the Federal Circuit
n Supreme Court
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Infringement

o Infringing conduct
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Infringing Conduct

o Direct infringement
o Vicarious infringement
o Other infringement
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Direct Infringement

o Manufacture
o Use
o Sale / Offer to Sell
o Importation
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Vicarious Infringement

o Inducing infringement
o Contributory infringement
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Other Infringement

o ANDA filing
o Export of unassembled components
o Offshore infringement
o Pre-grant infringement
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Infringement standards

o Preponderance of the evidence 
standard

o Literal infringement
o Infringement under the doctrine of 

equivalents
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Infringement Standards

o Methodology
n Claim interpretation
n Comparison of accused product or 

process to properly construed claim

o Literal infringement
n Test – Each and every limitation
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Infringement Standards

o Infringement under the doctrine of 
equivalents
n Test – (In)Substantiality of Difference
n Application limits
o Prior art
o Prosecution history estoppel
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Noninfringement

o Implied license
o First sale (repair / reconstruction)
o Experimental use
o First inventor
o Governmental immunity
o Reverse doctrine of equivalents
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Invalidity

o Clear and convincing evidence 
standard

o Conditions for patentability
o Disclosure requirements
o Inventorship
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Unenforceability

o Inequitable conduct
o Laches and estoppel
o Patent misuse
o Antitrust
o Overreaching
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Remedies

o Injunctive relief
o Damages
n Lost profits
n Reasonable royalty
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Overview of the Patent Law
Sources of Law

§ The Constitution
§ The Patent Act of 1952 (35 USC)
§ The PTO Regulations (37 CFR) and Manual 

of Patent Examining Procedure (MPEP)
§ The Case Law of the Supreme Court and 

Court of Appeals for the Federal Circuit



Overview of the Patent Law
Acquisition of Rights

§ Patent rights do not arise automatically.
§ Inventors must prepare and file an 

application at the PTO.
§ A patent application must completely 

disclose and distinctly claim the invention.
§ Examiners review the application to ensure 

that the invention meets the requirements of 
the Patent Act.



Overview of the Patent Law
Term and Scope of Protection

§ Issued patents ordinarily enjoy a term of 20 
years measured from the date of filing.
§ Patent proprietors may exclude others from 

making, using, selling, offering to sell and 
importing into the United States the patented 
invention.



Overview of the Patent Law
Enforcement of Rights I

§ The patent proprietor bears responsibility 
for monitoring competitors to detect 
infringement.
§ The patent proprietor may commence 

enforcement litigation against accused
infringers.



Overview of the Patent Law
Enforcement of Rights II

§The scope of patent protection is founded 
upon, but not limited to, the wording of the 
claims.
§Accused infringers may assert that the 

patent-at-issue was improvidently granted.
§However, patents enjoy a presumption of 

validity that must be overcome by clear and 
convincing evidence.



Patent Policy
Perceived Benefits of the Patent System I

§ Encourages invention.
§ Encourages investment in R&D.
§ Solves public goods problems associated 

with information products.
§ Encourages disclosure of information.
§ Discourages wasteful expenditures 

associated with maintaining trade secrets.



Patent Policy
Perceived Benefits of the Patent System II

§ Coordinates rivalrous R&D efforts by 
competing firms, reducing duplicative costs.
§ Stimulates markets.
§ Reduces transaction costs of bargaining by

commodifying information.
§ Reduces need for firms to achieve complete 

vertical integration.



Patent Policy
Perceived Detriments of the Patent System I

§ Increases industry concentration.

§ Creates barriers to entry.

§ Attracts speculators.

§ A game industry cannot afford not to play.

§ In terrorem effects upon innovation.



Patent Policy
Perceived Detriments of the Patent System II

§ Unified patent bar results in dearth of policy 
debate.
§ Capture of agency and specialized appeals 

court.
§ Public goods problems associated with 

challenging issued patents.
§ Difficult to quantify social consequences of 

the patent system.



Four Substantive Requirements
Three Provisions of the 1952 Patent Act

§ § 101 - Statutory Subject Matter
§ § 101 - Utility
§ § 102 - Novelty
§ § 103 - Nonobviousness



Statutory Subject Matter
Section 101

§ Section 101 provides that a "process, 
machine, manufacture or composition of 
matter" may be patented.
§ These broad words contain few inherent 

limitations.
§ Judicial limitations nonetheless traditionally 

cabined the scope of the patent system.



Statutory Subject Matter
Traditional Exceptions to Patentable Subject Matter

§ Laws of Nature
§ Abstract Ideas
§ Mathematical Algorithms
§ Mental Steps
§ Printed Matter
§ Methods of Doing Business



Statutory Subject Matter
Broadening Subject Matter Trends

§ The patent system has become increasingly 
ambitious in terms of subject matter.
§ Traditionally confined to biology, chemistry 

and physics.
§ Now virtually every human endeavor 

subject to private appropriation via patenting.
§ "Everything under the Sun made by Man" 

may be patented.



Statutory Subject Matter
Why the Scope of Patentable Subject Matter is Important

§ The patent law offers a robust property right 
with few restraining principles.
§ The patent law lacks

- A fair use privilege
- A meaningful experimental use exception
- An effective misuse doctrine
§Once an industry is subject to the patent 

system, firms possess broad power to 
regulate each other



Statutory Subject Matter
Examples of Broadening Trend

§Diamond v. Chakrabarty
- Supreme Court 1980
- Living inventions are patentable
§ In re Alappat

- Federal Circuit 1994
- computer software broadly patentable



Methods of Doing Business
Traditional Views

§Ex parte Abraham (Patent Office 
Commissioner 1869): No patents for 
"methods of book-keeping."
§Application of Shao Wen Yuan (CCPA 1951):  

Constitution opposes exclusive rights "to 
engage even in ordinary business activities."
§Giles S. Rich, Principles of Patenability

(1960):  "Diaper service" not patentable.



Methods of Doing Business
The State Street Bank Case I

§ Signature obtained U.S. Patent No.  
5,193,056 on a "data processing system for 
managing a financial services portfolio 
established as a partnership."
§ Such master feeder funds are entitled to 

certain tax advantages under the Internal 
Revenue Code and Treasury regulations.
§ State Street Bank brought declaratory 

judgment action against Signature.



Methods of Doing Business
The State Street Bank Case II

§ Trial court strikes down Signature patent on 
two alternative grounds:
- Mathematical algorithm
- Method of doing business
§ On appeal, the Federal Circuit reverses in 

sweeping language.



Methods of Doing Business
The State Street Bank Case III

§ Judge Rich announced that the patentable
subject matter should focus upon "the 
essential characteristics of the subject 
matter, in particular, its practical utility."
§ Judge Rich reasoned that the 

transformation of data by a machine through 
math produces a useful, concrete and 
tangible result, and is therefore patentable.



Methods of Doing Business
The State Street Bank Case IV

§ Judge Rich also laid the "ill-conceived" 
business method exception to rest.
§ Judge Rich reasoned that whether an 

invention is patentable should not depend 
upon whether the subject matter does 
"business" instead of something else.



Methods of Doing Business
The Amazon.com One-Click Patent I

§Amazon.com was awarded U.S. Patent No.  
5,960,411, directed towards a method of 
placing an order to purchase an item on the 
Internet.
§Timeline

- Patent Issued September 1999
- Suit Filed Against BarnesandNoble.com on 
October 1999

- Preliminary Injunction Issued December 1999
- Federal Circuit Lifted Injunction February 2001 



Methods of Doing Business
The Amazon.com One-Click Patent II

§ The Internet Version of a Vending Machine?
§ Concerns Over Consumer Lock-In
§ Patents don't have to be enforceable for 

very long to have a signficant marketplace 
impact.



Methods of Doing Business
The Contemporary Scope of Patentable Subject Matter

§ The patent system extends to virtually every 
field of endeavor:

- Accounting
- Aesthetic Arts
- Architecture
- Finance
- Legal Compliance
- Marketing

§ The patent system as the ultimate regime of 
private regulation.



The Utility Requirement
Basic Principles

§To be patentable, an invention must be 
useful:
- Generally, a very lenient standard.
- Must be minimally operable for a known use.
- Must be different, not necessarily better than the 
state of the art.

- The patent system is generally not considered 
the place for technology assessment.



The Utility Requirement
Biotechnology & Chemistry

§The utility requirement plays a larger role in 
unpredictable arts such as biotechnology and 
chemistry.
§ In those fields, inventors often develop 

compounds with uncertain uses.  Further 
testing is needed.
§When inventors seek patent protection on 

such compounds, they may confront the 
utility standard.



The Utility Requirement
The Leading Case

§The leading utility decision on utility is 
Brenner v. Manson (Supreme Court 1966).
§Manson attempt to obtain a patent on a 

method of making a steroid that was similar 
to a known steroid with tumor-inhibiting 
properties.
§However, Manson did not know whether his 

steroid actually worked.



The Utility Requirement
Brenner v. Manson

§The Court upheld the rejection of the 
application.
§ "Unless and until a process is refined and 

developed to this point - where specific 
benefit exists in currently available form -
there is insufficient justification for permitting 
an applicant to engross what may prove to 
be a broad field."



The Utility Requirement
Why the Utility Requirement is Important

§A robust utility requirement prevents 
patenting too close to the laboratory bench.
§Otherwise concerns arise over the tragedy of 

the anti-commons.
§Patent law is traditionally about downstream 

products, not upstream ideas.
§ If multiple patents exist between pure 

research and the marketplace, transaction 
costs and hold-up rights may threaten 
commerce.



The Utility Requirement
Subsequent History

§The rigor of the utilty requirement has 
wavered since Brenner v. Manson.
§ In re Brana (Federal Circuit 1995) - more 

lenient than Brenner v. Manson.
§Utility Guidelines, Phase I (PTO 1995) - in 

keeping with Brana.
§Utility Guidelines, Phase II (PTO 2001) - a 

return to Brenner v. Manson?



The Utility Requirement
The PTO Guildelines, Phase II

§Under the Utility Guildelines, the applicant 
must demonstrate either
- A specific, substantial and credible utility; or
- A well-established utility.
§A single such named utility suffices.



Novelty
Section 102

§To be patentable, an invention must be new.
§Novelty is a lenient requirement that implies 

mere difference from a single source of 
public domain knowledge.
§The United States employs a first-to-invent 

system where applicants are allowed to 
assert that they actually invented prior to the 
date a prior art reference became publicly 
available.



Novelty
Statutory Bars

§One problem with a first-to-invent system is 
that few incentives exist for the first inventor 
to file a patent application.
§So the Patent Act encourages inventors to 

file by creating a statutory bar.
§ If an inventor publicly discloses or 

commercially uses an invention more than 
one year before filing at the PTO, the patent 
is invalid.



Novelty
Prior Art Effect of Trade Secrets

§Generally speaking, an inventor's 
commercial use of a trade secret for more 
than one year before the filing date bars the 
issuance of a patent.
§However, if another independently invents 

the same technology, then a third party's 
trade secret use does not bar the patent 
application.



Novelty
Prior Art Effect of Pending Patent Applications

§ If a U.S. patent application is allowed to 
issue, that patent has a prior art 
effectiveness date as of its filing date.
§Because patent applications have 

traditionally been held in secret by the PTO, 
this "section 102(e) date" conflicts with the 
normal rule that trade secrets don't block 
patents.



Nonobviousness
Section 103

§ In addition to being strictly different than 
public domain knowledge, an invention must 
have been "nonobvious" to be patentable.
§Under Section 103, no patent may issue if 

"the differences between the subject matter 
sought to be patented and the prior art are 
such that the subject matter as a whole 
would have been obvious at the time the 
invention was made to person having 
ordinary skill in the art."



Nonobviousness
The Standard of "Invention"

§Nonobviousness descends from the earlier, 
amorphous requirement of "invention."
§Some courts required that inventions 

represent a flash of genuis; synergy; 
something unexpected or exciting; or even 
"that impalpable something."
§This standard is negated by section 103.



Nonobviousness
The Graham Factors

§ In Graham v. John Deere & Co. (1966), the 
Supreme Court stated that the following 
factors influence the nonobviousness 
determination:
- The scope and content of the prior art.
- The differences between the prior art and the 
claimed invention.

- The level of ordinary skill in the pertinent art.
- Secondary considerations such as commercial 
success and long-felt need in the art.



39

Nonobviousness

§ Obvious to Try.
- It is not enough that the prior art simply suggests a 
possible field for experimentation.

§ Use of Hindsight.
- Nonobviousness should be judged within the 
framework of the prior art, not at the time of 
examination or litigation.

§ Unmotivated Combination of Prior Art 
Teachings.

Disfavoured Frameworks for Nonobviousness
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Novelty & Nonobviousness

§ Preserve patent-free zone around the 
state of the art.
§ Preserve and ultimately augment the 

public domain.
§ Libraries, not laboratories.

Why are novelty and nonobviousness important?
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Today’s AgendaToday’s Agenda

l Overview of the U.S. Antitrust System
l Agreements
l Break
lMonopolization and Attempts
lMergers



The U.S. Antitrust SystemThe U.S. Antitrust System

l The Status Quo Before 1890
l The U.S. Antitrust Statutes
l The Goals of  U.S. Antitrust Law
l The Evolution of Doctrine and Policy
l The Core Concepts of Antitrust Today



Status Quo Before 1890Status Quo Before 1890

l Common Law Framework
– Formative concepts: Rule of Reason
– Sanction: Non-enforcement of contracts

l National Laws: Canada 1889
l State Constitutions and Statutes

– Antitrust
– Corporations



The U.S. Antitrust StatutesThe U.S. Antitrust Statutes

l Sherman Act (1890): Sections 1, 2
l Clayton Act (1914, 1936, 1950): Sections 2, 

3, and 7
l Federal Trade Commission Act (1914): 

Section 5



Key CharacteristicsKey Characteristics

l Open Texture
l Decentralized Enforcement
l Criminal and Civil Sanctions



Open TextureOpen Texture

l Key Terms of Statutes are Open-Ended
– Sherman Act Section 1: “restraint of trade”
– Sherman Act Section 2: “monopolize”
– Clayton Act Section 7: “may be substantially to 

lessen competition”
– FTC Act Section 5: “unfair methods of 

competition



ImplicationsImplications

l Consciously Evolutionary Scheme
– Some fixed points of reference
– Receptivity to new learning
– Unique role for economics, social science

l Central Role for the Courts



DecentralizationDecentralization

l Department of Justice (Executive)
l FTC (Administrative)
l State Governments
l Customers, Suppliers, Competitors
l See also: Sectoral Regulators
l Upward Ratchet?
l Rationalizing Influence: Courts



Criminal and Civil SanctionsCriminal and Civil Sanctions

l Preserving Legitimacy of Criminal 
Sanctions

l Bright Lines versus Reasonableness Tests



Goals: PossibilitiesGoals: Possibilities

l Economic Efficiency
lWealth Transfers
l Economic Decentralization
l Political Decentralization
l Local Automony
l Others?



Evolution of PolicyEvolution of Policy

l 1890-1914: Early Implementation
l 1914-1936: Ascent of the Rule of Reason
l 1936-1972: Structuralism and Per Se Rules
l 1973-1991: Ascent of the Chicago School
l 1992-Present: Toward a Post-Chicago 

Synthesis?



Formative Era: 1890Formative Era: 1890--19141914

l Doctrine
– Standard Oil (1911): Rule of Reason and 

remedies
– Criminal enforcement endorsed

l Institutions
– Federal Trade Commission



Rule of Reason 1915Rule of Reason 1915--19361936

l Doctrine
– Section 2: repose
– Rule of reason: Chicago Board of Trade (1918)

l Institutions
– National experiments with coordination and 

planning
– Seeds of exemptions



19371937--19721972

l Doctrine
– Per se rules: Horizontal restraints, RPM, tying
– Structuralism: Concentration begets collusion 

and rarely is explained by efficiency

l Institutions
– Celler-Kefauver Act of 1950: Mergers
– Private Actions: Electrical Equipment Cases



19731973--1991: Chicago School1991: Chicago School

l Intellectual Debates: Ideas/Institutions
l Doctrine: The Revolution of 1977

– Sylvania, Brunswick, Illinois Brick, Fortner II.
l Institutions

– 1982 Federal Merger Guidelines
– Criminal Enforcement
– The States
– HSR



1992 to Present1992 to Present

l Intellectual Developments: Post-Chicago 
(Ideas and Institutions)

l Doctrine and Policy
– Mergers: Drawing the line at 4-3, 3-2, 2-1
– Single-Firm Conduct

l Institutions
– Federal Guidelines: Mergers and IP
– Public Enforcement Triad



Core Concepts TodayCore Concepts Today

lMarket Power
l Anticompetitive Hypotheses

– Collusive Effects
– Exclusionary Effects

l Efficiencies



Monopolization and AttemptsMonopolization and Attempts

l Overview
– The Statutory Framework
– Historical Trends
– Market Definition/Market Power Measurement
– The Conduct Element
– Remedies



Statutory FrameworkStatutory Framework

l Sherman Act Section 2
– Monopolization

l Monopoly Power
l Improperly obtained or maintained

– Attempted Monopolization
l Intent
l Improper conduct
l Dangerous probability of attaining monopoly



Historical TrendsHistorical Trends

l 1890 to 1914: The Early Monopoly Cases
l 1938 to 1956: Alcoa and the New Section 2
l 1969 to 1982: Resurgence
l 1995 to Present



Market PowerMarket Power

l Direct Evidence
– Measure demand elasticities
– Actual price effects or actual exclusion
– Presumption from IP rights??

l Circumstantial Evidence
– Market shares in relevant market
– Profits or price-cost ratios



Relevant MarketRelevant Market

l Product Dimension
– Demand perspective
– Supply perspective

l Geographic Dimension



Special ProblemsSpecial Problems

l Technological Dynamism: Measuring 
Capability
– Standard Oil of Indiana (1931)
– DuPont (Cellophane) (1956)



Key Role of AssumptionsKey Role of Assumptions

l Alcoa (1945)
– Recycled goods
– Internal Consumpion
– Imports
– Results: 33, 64, 90



AftermarketsAftermarkets

l Kodak (1992)
– Original equipment: copiers
– Aftermarket: parts and service
– Lock-in
– Information imbalances



ConductConduct

l Improper Exclusion
l Broad Perspective

– Alcoa and United Shoe Machinery

l Narrower Perspective
– Matsushita



Conduct: Modern FormulaConduct: Modern Formula

lMicrosoft (D.C. Cir. 2001)
– Monopoly Power
– Anticompetitive Effects
– Justifications
– Balancing



Forms of Conduct ClaimsForms of Conduct Claims

l Predatory Pricing: Utah Pie to Brooke 
l Refusals to Deal: Lorain, Essential 

Facilities, and Withdrawal of Cooperation
l Product Design and Development

– Berkey, Xerox, and Microsoft

l Abuse of Administrative Process



RemediesRemedies

l Controls on Conduct
l Structural Relief

– Licensing
– Divestiture

l Civil Recovery
l Institutional Capability



Antitrust for IP Lawyers:  
Agreements Under ｧ 1 of the 

Sherman Act

Antitrust for IP Lawyers:  
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Sherman Act
Willard K. TomWillard K. Tom
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Topics to Be CoveredTopics to Be Covered

nn Horizontal Horizontal vsvs. vertical. vertical
nn Per se Per se vsvs. rule of reason. rule of reason
nn General principles of the 1995 GuidelinesGeneral principles of the 1995 Guidelines
nn Analysis of specific types of restraintsAnalysis of specific types of restraints



Horizontal vs. VerticalHorizontal vs. Vertical



P O O LP O O L



. . . the general rule is absolute . . . the general rule is absolute 
freedom in the use or sale of rights freedom in the use or sale of rights 
under the patent laws of the United under the patent laws of the United 
States.  The very object of these States.  The very object of these 
laws is monopoly.laws is monopoly.

E.E. BementBement & Sons v. National Harrow Co.& Sons v. National Harrow Co.
186 U.S. 70, 91 (1902).186 U.S. 70, 91 (1902).



P O O LP O O L



nn ". . . the possession of a valid patent or ". . . the possession of a valid patent or 
patents does not give the patentee any patents does not give the patentee any 
exemption from the provisions of the exemption from the provisions of the 
Sherman Act beyond the limits of the patent Sherman Act beyond the limits of the patent 
monopoly."monopoly."

FF United States v. Line Material Co., 333 U.S. 287, United States v. Line Material Co., 333 U.S. 287, 
308 (1948).308 (1948).



MPEG-2 & DVD PoolsMPEG-2 & DVD Pools

P O O LP O O L



Horizontal vs. Vertical:
the Test

Horizontal vs. Vertical:
the Test

nn Would there have been competition absent Would there have been competition absent 
the license?the license?



Per Se vs. Rule of ReasonPer Se vs. Rule of Reason



Per Se UnlawfulPer Se Unlawful
nn Horizontal restraints that:Horizontal restraints that:

uu Fix pricesFix prices
uu Divide customers or territoriesDivide customers or territories
uu Restrict outputRestrict output

nn Vertical minimum price restraintsVertical minimum price restraints
uu Except in certain IP licensesExcept in certain IP licenses

nn Certain tying arrangements and concerted Certain tying arrangements and concerted 
refusals to dealrefusals to deal



Rule of ReasonRule of Reason

nn Any other agreement that meets the Any other agreement that meets the 
following test:following test:

nn HarmHarmcompetition competition > > BenefitBenefitcompetitioncompetition



Harm Must Be to CompetitionHarm Must Be to Competition

nn All competition is horizontal.All competition is horizontal.
nn Parties are in a horizontal relationship if Parties are in a horizontal relationship if 

there would likely have been competition there would likely have been competition 
among them absent a license.among them absent a license.

nn E.g., territorial and fieldE.g., territorial and field--ofof--use restrictions use restrictions 
are usually lawful.are usually lawful.



BenefitsBenefits

nn Preventing freePreventing free--riding and safeguarding the riding and safeguarding the 
rewards to investment count as a rewards to investment count as a 
justification.justification.



BeltoneBeltone

Manufacturer 1Manufacturer 1
(invests in promotion)(invests in promotion)

Manufacturer 2Manufacturer 2
(sells at cheaper price)(sells at cheaper price)

CustomersCustomers

Dealer 1Dealer 1 Dealer 2Dealer 2 Dealer 3Dealer 3 Dealer 4Dealer 4



General Principles of the 1995 
Guidelines

General Principles of the 1995 
Guidelines



1995 Guidelines1995 Guidelines

n For antitrust purposes, IP is comparable to 
other kinds of property

n No presumption of market power
n IP licensing is generally procompetitive 

because it allows firms to combine 
complements



1995 Guidelines, cont’d1995 Guidelines, cont’d

n IP differs from other kinds of property.
u Easier to misappropriate
u High fixed costs, near-zero marginal costs
u Often requires many complementary inputs to 

produce a product

n These differences can be taken into account 
by ordinary antitrust principles.



Townshend v. RockwellTownshend v. Rockwell

nn Because a patent owner has the legal right Because a patent owner has the legal right 
to refuse to license his or her patent on any to refuse to license his or her patent on any 
terms, the existence of a predicate condition terms, the existence of a predicate condition 
to a license agreement cannot state an to a license agreement cannot state an 
antitrust violation.antitrust violation.””

(N.D. Cal. 2000)



““A promise by the licensee to murder the A promise by the licensee to murder the 
patenteepatentee’’s mothers mother--inin--law is as much law is as much 
‘‘within the patent monopolywithin the patent monopoly’’ as is the as is the 
sum $50.00; and it is not the patent laws sum $50.00; and it is not the patent laws 
which tell us that the former agreement is which tell us that the former agreement is 
unenforceable and subjects the parties to unenforceable and subjects the parties to 
criminal sanctions.criminal sanctions.””

the late William F. Baxter,the late William F. Baxter,
President ReaganPresident Reagan’’ss
first antitrust chieffirst antitrust chief



Analysis of Specific Types of 
Restraints

Analysis of Specific Types of 
Restraints



The Obsolete and Thoroughly 
Repudiated Nine No-Nos

The Obsolete and Thoroughly 
Repudiated Nine No-Nos

nn Tying ofTying of UnpatentedUnpatented
SuppliesSupplies

nn Mandatory Mandatory GrantbacksGrantbacks
nn PostPost--sale Restrictions on sale Restrictions on 

Resale by Purchasers of Resale by Purchasers of 
Patented ProductsPatented Products

nn TieTie--OutsOuts
nn Licensee Veto Power Over Licensee Veto Power Over 

the Licenser’s Grant of the Licenser’s Grant of 
Further LicensesFurther Licenses

nn Mandatory Package Mandatory Package 
LicensingLicensing

nn Royalties Not Reasonably Royalties Not Reasonably 
Related to SalesRelated to Sales

nn Restrictions on Sales ofRestrictions on Sales of
UnpatentedUnpatented Products Products 
Made by a Patented Made by a Patented 
ProcessProcess

nn Resale Price MaintenanceResale Price Maintenance



Tying of Unpatented SuppliesTying of Unpatented Supplies

Q Q’

P

P’

A

B



Grantbacks, cont’dGrantbacks, cont’d

P O O LP O O L



FTC v. IntelFTC v. Intel

DigitalDigital

AlphaAlpha $2 $2 billionbillion
PC businessPC businessIntelIntel

IntelIntel



Intel’s Principal DefenseIntel’s Principal Defense

nn Patent thicket/ tragedy of the antiPatent thicket/ tragedy of the anti--commonscommons



GrantbacksGrantbacks

nn Pose problems where they significantly Pose problems where they significantly 
reduce the incentives to innovate of those reduce the incentives to innovate of those 
who could innovate absent the pool.who could innovate absent the pool.

nn Should pose no problems where Should pose no problems where 
licensee/grantor could not innovate or licensee/grantor could not innovate or 
sponsor innovation absent license from sponsor innovation absent license from 
licensor/grantee.licensor/grantee.



Post-sale Restrictions on ResalePost-sale Restrictions on Resale
nn “First sale doctrine”“First sale doctrine”
nn Supremely uninteresting to modern antitrust Supremely uninteresting to modern antitrust 

authoritiesauthorities
nn Regarded as a species of price Regarded as a species of price 

discriminationdiscrimination
nn Courts may be more backward, but do allow Courts may be more backward, but do allow 

use to be licensed separately from use to be licensed separately from 
manufacture and sale.manufacture and sale.



Tie-OutsTie-Outs

nn Licensing or selling on the condition that Licensing or selling on the condition that 
the licensee or purchaser not deal in the the licensee or purchaser not deal in the 
products or services of another.products or services of another.

nn Typically takes the form of exclusive Typically takes the form of exclusive 
dealing.dealing.



Microsoft I (1995)Microsoft I (1995)Microsoft I (1995)

MicrosoftMicrosoft
DRDR--DOSDOS OSOS--22

CompaqCompaq DellDell GatewayGateway AcerAcer Etc.Etc.



Microsoft IIMicrosoft IIMicrosoft II

MicrosoftMicrosoft
NetscapeNetscape

CompaqCompaq DellDell GatewayGateway AOLAOL AppleApple



Licensee Veto PowerLicensee Veto Power

nn Isn’t this just another form of exclusive Isn’t this just another form of exclusive 
licensing?licensing?

nn We’ll show later on that exclusive licenses We’ll show later on that exclusive licenses 
can be analyzed like mergers.can be analyzed like mergers.



Mandatory Package LicensingMandatory Package Licensing

nn This is a form of tyingThis is a form of tying
nn Elements of tyingElements of tying

uu Separate ProductsSeparate Products
uu “Conditioning” or Coercion“Conditioning” or Coercion
uu Market PowerMarket Power
uu More Than De More Than De Minimis Minimis Effect on CommerceEffect on Commerce



Royalties Not Reasonably Related to 
Sales

Royalties Not Reasonably Related to 
Sales

nn Metering againMetering again
nn Zenith:  royalties on products that do not Zenith:  royalties on products that do not 

use the teaching of the patentuse the teaching of the patent
uu (except for the convenience of the parties)(except for the convenience of the parties)

nn Brulotte Brulotte v. v. ThysThys:  post:  post--expiration royaltiesexpiration royalties
nn Microsoft IMicrosoft I



Sales of Unpatented Products Made 
by a Patented Process

Sales of Unpatented Products Made 
by a Patented Process

nn Depends on what, if any, competition is Depends on what, if any, competition is 
being restrained.being restrained.

nn Except in the case of resale price Except in the case of resale price 
maintenance.maintenance.



Resale Price MaintenanceResale Price Maintenance

nn U.S. v. General Electric (1926)U.S. v. General Electric (1926)
nn Agencies sympatheticAgencies sympathetic
nn Courts have narrowed GE considerablyCourts have narrowed GE considerably

uu Multiple licenses w/ parallel price restrictionsMultiple licenses w/ parallel price restrictions
uu Unpatented Unpatented products of patented processesproducts of patented processes
uu Resale pricesResale prices
uu Agreements with other licensees or patenteesAgreements with other licensees or patentees



Patent SettlementsPatent Settlements

nn Issues are similar to pooling and crossIssues are similar to pooling and cross--
licensinglicensing

nn Indeed settlements often take the form of Indeed settlements often take the form of 
pooling, crosspooling, cross--licensing, or merger.licensing, or merger.
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A Few Points to Bear in Mind 
About Mergers

A Few Points to Bear in Mind 
About Mergers

nn About 99% of mergers go through About 99% of mergers go through 
unchallenged.unchallenged.

nn Many of the others can be restructured to Many of the others can be restructured to 
solve the competitive problem.solve the competitive problem.

nn Most of the problems come about when one Most of the problems come about when one 
firm acquires a direct horizontal competitor firm acquires a direct horizontal competitor 
in a concentrated market.in a concentrated market.



The Simplest CaseThe Simplest Case

nn Acquisition of a direct horizontal competitorAcquisition of a direct horizontal competitor
nn How much other competition is there?How much other competition is there?
nn How easy is it to enter?How easy is it to enter?
nn Are there mergerAre there merger--specific efficiencies?specific efficiencies?



Acquisitions of PatentsAcquisitions of Patents

nn Can be the equivalent of acquisition of a Can be the equivalent of acquisition of a 
firm or its key assets.firm or its key assets.



Exclusive Licenses of PatentsExclusive Licenses of Patents

nn Substantively, can be analyzed as a mergerSubstantively, can be analyzed as a merger
nn May also be reportable under the HartMay also be reportable under the Hart--

ScottScott--Rodino ActRodino Act
uu Valuation issues can be tricky.Valuation issues can be tricky.

FF Milestone paymentsMilestone payments
FF PerPer--unit royaltiesunit royalties
FF Can discount for probability of occurrenceCan discount for probability of occurrence
FF Cannot discount for time value of moneyCannot discount for time value of money



Acquisitions Where Products Have Not 
Yet Been Commercialized

Acquisitions Where Products Have Not 
Yet Been Commercialized

nn SCM v. XeroxSCM v. Xerox
nn Pharmaceutical pipeline mergersPharmaceutical pipeline mergers



Bottleneck in a ComplementBottleneck in a Complement

CIBA SANDOZ



Innovation MarketsInnovation Markets

nn Tempest in a teapotTempest in a teapot
nn Only where specialized assets or Only where specialized assets or 

characteristics are scarcecharacteristics are scarce



Intellectual Property as a 
Defense in Mergers Involving 

Tangible Assets

Intellectual Property as a 
Defense in Mergers Involving 

Tangible Assets



When is a Horizontal Merger
Non-horizontal?
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P R O C E E D I N G S1

-     -     -     -     -2

MR. COHEN:  Good morning.  My name is William3

Cohen.  I am Assistant General Counsel here at the FTC4

and I want to welcome you to this morning's session in 5

our hearings on the intersection of antitrust and6

intellectual property.7

We have now moved through our keynote speakers8

and through a set of panels that discussed some of the9

nuts and bolts of both the antitrust and patent law, and10

we are now in our third day of these hearings and we are11

ready to move into some of the analysis.  We felt that12

the way to start would be to bring together a number of13

outstanding panelists who can help us bring to bear some14

of the best economic thinking on some of the key issues.15

This afternoon we are going to have a panel that16

will deal with economic perspectives on the relationship17

between competition and innovation.18

This morning we will be doing sort of a flip19

side of that.  We'll be looking at economic perspectives20

on the relationship between intellectual property and21

innovation.22

What we will plan to do is divide our session in23

half.  We will have three panelists make presentations,24

have some discussion, take a break, come back for our25
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final two panelists to make presentations, and wrap up1

with what I hope should be a very good discussion.2

During the first half, we're going to try to3

cover some of the core issues in economics and the4

economics of intellectual property.  And in the second5

half of this morning's session, we will give particular6

emphasis to problems raised by innovation's nature as a7

continuous process.8

We have some terrific panelists.  Before I begin9

to introduce them, though, I'd like to introduce the10

others who will be participating from the United States11

Government.  We have, also from the Federal Trade12

Commission, joining me is Hillary Greene.  From the13

Department of Justice we have Sue Majewski.  And from the14

Patent and Trademark Office, we have Ed Polk and I15

welcome all of them.16

Turning now to our first speaker, our first17

speaker will be James Langenfeld from -- he's a director18

at the Law and Economics Consulting Group, with extensive19

experience in antitrust, intellectual property, and20

strategic consulting.21

His work includes, I guess, 11 years at the22

Federal Trade Commission.  During the last six of those23

years, he served as Director for Antitrust in our Bureau24

of Economics.  And it is really my pleasure to turn the25
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lectern over to Jim Langenfeld to start us off.1

 -     -     -     -     -2
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MR. LANGENFELD:  Thank you, Bill.  Thanks,1

everyone.2

I was very pleased to be invited to be a part of3

this particular panel because of research that I've done4

and some articles I've written and cases I've been5

involved in, both in terms of patent protection and6

competition, and the intersection between the two.7

What I was asked to do today was to provide a8

framework, an economic-style framework, to consider what9

the impact of intellectual property and innovation might10

be.  And I'm going to talk a little bit -- I'm going to11

eke over a little bit into this afternoon's session12

because I'm also going to talk about some of the13

tradeoffs with competition, and to provide just the14

framework to begin to think about what the key issues15

should be here.16

My experience, and with all respect to my former17

employer, although I really only worked for the FTC for18

ten years, so -- but my --19

MR. COHEN:  But it seemed like 11.20

MR. LANGENFELD:  Yes.  It was that enjoyable and21

fulfilling, yes.22

So one of the things that -- from my experience,23

looking at both competition and innovation issues, one of24

the -- what I consider to be the key fallacies in doing25
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these type of -- in weighing what intellectual property1

does for innovation and what competition does for2

innovation is that from the antitrust side, at least,3

what you have is a feeling that innovation or4

intellectual property should be treated just the same way5

as tangible -- tangible goods.  Tangible property.6

If you look at the intellectual property7

guidelines that the two agencies have developed, although8

they -- they make some mention it might be a little9

different, but by and large they are going to treat it10

just the same.  I think that actually sets back the11

analysis for understanding what type -- what the12

intellectual property does to stimulate innovation, and13

on the other hand what competition does to stimulate14

innovation.15

And let's think about some of the basic16

differences and some of these I discuss in an article,17

which some reprints are outside.18

But first of all, intellectual property can19

create certain social benefits because -- and an inventor20

will generally not get all of the returns from an21

invention.  So there tends to be, unlike building a22

factory, there can be an externality -- economists call23

it an externality through the economy by people building24

off of certain developments.25
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Also intellectual property by itself just1

doesn't do anything usually.  I mean, there has to be --2

if we're talking about a patent, you're talking about3

something that has to be applied to factories.  It has to4

be implemented somehow.  And that's not necessarily true5

for, you know, a stand-alone factory.  You have to embody6

the ideas in a patent, be it a process patent or a7

product patent.  So that's a little different from most8

forms of property.9

Also the obvious problem of free riding.  If you10

build a factory, you own it, it's there.  It's yours. 11

But if you have an idea and you can't protect it12

adequately, other people will steal it and use it and13

that, obviously, deters your incentive to develop those14

ideas yourself.15

And also research and development by itself can16

be inherently risky.  I wouldn't say it's completely17

different than other forms of oil exploration and things18

like that.  But it is inherently risky in the sense that19

there are going to be just a lot of dry holes out there20

before you actually get something useful.  Not21

necessarily the case, or less likely to be the case, with22

tangible property.23

On the other hand, there are other issues about24

intellectual property that I think make it quite25



9

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

different.  One is that the exclusions are very broad.  A1

patent means that you can actually prevent other people2

from having that idea or implementing that idea, that3

product, or that process, whether they are in competition4

with you or not.  They may even be in a completely5

different industry, unlike tangible goods where,6

basically, you own the property, but somebody else can7

reproduce the factory or a factory similar to that,8

subject to trade secrets and those things.  So if you get9

patent protection, you're talking about a very sweeping10

-- a very sweeping intellectual property potentially11

across the economy.12

Also the length of exclusion.  Most firms that13

build something tangible, somebody else can come in in a14

year or two, or depending on if you look at the merger15

guidelines, two years or less, more -- whatever you want16

to say -- that actually embodies a lot of the reality of17

the economy, which is that somebody else will eventually18

come in and compete away whatever -- compete for whatever19

product you're selling.20

With patent protection, you're talking 20 years. 21

That's a long time to eliminate someone else from22

competing with that specific product.  It is quite23

different than typical intellectual property -- typical24

tangible property.25
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Also there is a risk for follow-on innovators. 1

If patent protection is as broad as it can be interpreted2

and sometimes the Federal Circuits are going to -- are3

pretty broad, pretty broad areas of defense, there is a4

risk to follow-on innovators.  That is to say, you have5

the initial idea.  Someone else may come up with an idea6

to make it better.  And intellectual property patents can7

prevent that from happening, depending on how much8

protection is associated with that patent.9

Now I'll talk about what the tradeoff of that is10

in a second.  So there's a tradeoff here, depending on11

how strong the intellectual property protection is. 12

Let's think about what that is just to an economist.13

If you have very strong intellectual property14

protection, you have the ability to basically kill other15

innovations.  That is to say, follow-on or developmental16

innovations.  So if you take a very strong stance, you17

could actually -- you have a tradeoff.  You're not18

necessarily going to maximize innovation. 19

Clearly you're going to have less price20

competition.  There is no question about that, if you're21

preventing someone else from producing the same product,22

or close to it, or using the same process.  And in some23

sense, if it's strong enough, you could have fewer24

benefits, fewer externalities to society because it's25
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possible that the innovator could end up taking,1

literally, all of the surplus, no consumer surplus, no --2

no net benefit to other people.3

If you have weak IP protection, you've got a4

tradeoff on the other side.  You will encourage a free-5

rider problems, which will kill the incentive to, at6

least initially, innovate.7

You will have more price competition, which can8

benefit consumers, at least in the short run.  But you9

also have fewer externalities for society, fewer10

benefits, because fewer initial patents will come out. 11

People won't receive the benefits from them.12

So there is a tradeoff here for these two types13

of intellectual property.  And the way the economist14

thinks about it, and this is hugely simplifying it, but15

-- these points were made -- this sort of sums up the16

literature here, but you might think about it this way. 17

You have abstracting to give a -- in a sense so that18

patent protection can be seen as a degree of protection19

on the horizontal axis here.20

And on the left we'll say it's complete patent21

protection.  You have an idea.  It's automatically22

patented.  It's yours.  You don't have to share it with23

anybody else.24

On the other end, there is no patent protection. 25
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You come up with an idea, somebody else can just copy it. 1

And I'm going to -- as an economist, because I can do2

these things, I'm going to say that there is a continuum3

here.  And some of the other speakers are going to talk4

about different ways, even more specific items within5

this continuum, the different ways to try to move the6

continuum back and forth.  But for my purposes, I'm just7

going to assume that the continuum exists.  What does8

that mean?9

Well if you have complete patent protection,10

you're still going to have an effect on -- on developing11

a certain number of innovations.  And that's what's over12

on the left.  That's the blue line there.  And you'll13

still get some.  There will be some innovation.  But14

because you have prevented developmental or follow-on15

innovations, if you have complete patent protection,16

you're not even going to maximize the number of17

innovations.  It's not going to happen.18

As you move to the right along here, where you19

get more of a balance, where you don't give people20

complete rights, the number of innovations will go up, as21

I stylized, put it here, to some -- as economists always22

like to find -- some optimum level of innovations.23

And then, as you further weaken patent24

innovation, where people can copy, and you're not going25
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to get -- and inventors are not going to get the full1

returns on their investments, then you're going to see2

the number of innovations fall off.3

The interesting thing from an economist's point4

of view is what would be the optimum, though.  The second5

line here is basically total surplus -- is what I've said6

it is.  Total welfare, which is the sum of what consumers7

get, consumer welfare, and what producers get, profits.8

Assuming away for the moment the FTC standard,9

which is typically a consumer welfare only standard,10

which even Chairman Muris in an article last year11

mentioned this, the typical standard, and looking at it12

from more of an economist's point of view, we look at13

total welfare, what you can see here is that total14

welfare is going to be optimized in a similar pattern,15

but it's only going to be optimized with less16

intellectual property protection than the maximum number17

of innovations.18

Now why?  The reason is because you're going to19

get more competition, more price competition.  And if you20

get more price competition than the consumer welfare21

portion of total welfare will go up, even though the22

profits, the producer welfare portion, is going to go23

down.24

And so typically what you will find is, you25
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don't want to -- if you're trying to maximize society's1

welfare, you don't want to maximize the number of2

innovations, necessarily.  What you do want to do is, you3

want to have standards where you are maximizing consumer4

welfare and that's not going to be designing things so5

you get the maximum number of innovations, because there6

are these other gains that society can get with lower7

pricing and more competition.8

I just want to talk briefly about this.  This is9

important and I'm not an attorney, and I don't plan on10

being one, but as economists we look at some of the --11

some of the court decisions and try to tease out what the12

economics is.  And one of the problems that I think that13

the Department of Justice, and the FTC, and the courts14

face, and business face right now, is there's a lot of15

uncertainty as to exactly what the tradeoff between16

competition -- that is to say antitrust laws -- and17

intellectual property -- patent laws, copyrights -- what18

that tradeoff exactly is.19

Now these are patent cases, not that long ago,20

and depending on which case you read, it's unclear what a21

firm can do in terms of protecting its intellectual22

property.23

Certainly with the Federal Circuit, since 1998,24

taking responsibility for all of the cases that have a25
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patent kicker in them, and offering dictum copyrighting,1

they have really made themselves the focal point for at2

least unilateral actions to enforce patents.  And3

competition cases that involve patent allegations, that4

involve patent --5

And if you look here, you look at the Ninth6

Circuit's decision in Kodak.  That was a case where7

antitrust won over, at least asserted intellectual8

property rights, at least asserted patents and9

copyrights.10

And the older -- well not that much older, but11

older FTC Intel consents were once again one where the12

antitrust agency said, look if you have -- you cannot13

just use your intellectual property, your patents to --14

to prevent unilateral behavior that we believe it is15

anti-competitive.16

On the other hand, though, if you look at the17

Xerox case and the Intergraph case, in the Federal18

Circuit, pretty much unless it falls into a tie -- a19

tying claim, a sham litigation, or a fraud on the Patent20

Office, and it's not clear how broadly any of those will21

be read, the Federal Circuit has said antitrust22

competition doesn't have -- intellectual property is the23

key.24

Now whether that's going to stimulate innovation25
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or not, we can look back and think, well, it will help1

stimulate innovation, depending on how strongly that is2

read.3

And then there are other cases like Nobelpharma4

which is -- which is a Walker Process case, fraud on the5

patent -- and Bard, which is a predatory design case.  So6

looking at those cases where actually antitrust or7

competition issues were upheld, even though patents were8

at issue, looking at those two cases -- and I won't talk9

about them in detail, but looking at those two cases,10

it's unclear where -- whether those cases in the future11

would end up being -- whether antitrust violations would12

be found in the future, given a similar set of facts by13

the Federal Circuit.14

So what I see here, in my opinion, is the way15

the laws -- at least the laws involving unilateral16

actions by patent holders are going, there is an17

increasing amount of protection that is being given to18

patent holders.  And I'm not sure that it's actually19

balancing one way or the other correctly, given the20

tradeoffs that exist.21

The last thing I want to mention is and why we22

have someone from the Patent and Trademark Office  -- is23

enforcing this.  Now if -- there's always an issue, if24

the courts are going to give so much deference to a25
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patent, an ex parte patent that's been put out, then1

obviously -- and say that there is not going to be any2

antitrust or any competition issues here because this is3

-- this is the patent law, and these are the patents, and4

people can do whatever they want with them.  The problem5

here is that that means that that really puts the Patent6

and Trademark Office on the spot because, gosh, you'd7

better be getting those patents right.  You better be8

sure that the -- bar is incorrect.  You better be sure9

that -- you know, that obviousness has been dealt with. 10

You better make sure that the information you're getting11

from the firm that wants to have the patent is accurate.12

And as you can see here, what we have, since13

1996, is over a 50 percent increase in patent14

applications being put at the Patent and Trademark15

Office.  That's a lot of work.  By my count, that's about16

1,000 patents per working day that are submitted each17

day.  And you have a beautiful building over in Rosslyn. 18

You have a lot of people working hard.  But, you know, if19

the courts are going to assume that you've pretty much20

gotten it right in most instances, save for the lengthy21

litigation that could take place over the existence of a22

patent, you guys have to have enough bodies and enough23

people to do this accurately.  And that's not -- and24

that's something you can talk to.  I can't.25
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But I just know that that type of increase, and1

given the increasing importance of what the Patent and2

Trademark Office allows, because you all allow about 753

percent of the patents to go through, patent applications4

to be approved, that -- that puts you really on a spot,5

especially when we think about these business methods6

application patents that you are just starting to pick up7

in '99 and 2000, because these, I think, are distinctly8

different types of patents.  These are ones on -- enclave 9

bordering, things like that, that can completely cut10

across the entire economy.  These can be extremely broad.11

I've actually worked for General Motors and,12

gosh, you know, it certainly would be nice to have -- I'm13

not sure General Motors has any that they've submitted,14

but these can be an amazing tool for knocking out15

competitors across the board.  And I know that the Patent16

and Trademark Office has been looking more carefully at17

them recently.  But these have a huge potential for18

eliminating any tradeoff, in terms of follow-on patents,19

and in terms of follow-on innovations, and in terms of20

price competition.  And that potentially could be a21

pretty scary area here, in terms of giving intellectual22

property too much sway, because it's not clear that23

that's necessarily going to stimulate more innovations.24

So, in summary, I think there are a few points25
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you should take away.  First of all, it's necessary to1

recognize and study the implications of the differences2

between intellectual property and tangible property,3

certainly from the antitrust point of view.  You've got4

to think about this differently.  You just can't put them5

in the same box.  That doesn't mean, though, that you6

should get a get-out-of-jail-free card every time you7

wave the patent defense.8

So you need to -- I think it's very important to9

encourage innovation, to balance intellectual property10

protection and antitrust analysis.11

And then last, once again, we need to recognize12

the limits of the patent and trademark process, in terms13

of how much -- you know, how broadly intellectual14

property can be asserted.  And I think that's probably15

enough.  I think I'm about on time.16

So I will turn over -- Bill, do you want to17

introduce the next speaker?18

MR. COHEN:  Yes.19

(Time Noted:  9:54 a.m.)20

-     -     -     -21
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MR. COHEN:  Our second speaker this morning will1

be Wesley Cohen.  He is a Professor of Economics and2

Social Science at Carnegie Mellon University.  He is3

published widely on the economics of technological change4

and he is currently engaged in NSF-funded research on the5

effect of patenting on innovation.  I turn it over to Wes6

Cohen.7

PROFESSOR COHEN:  I would like to begin first by8

thanking the Federal Trade Commission and Department of9

Justice for holding these hearings on what I think is an10

extremely important topic, which should be apparent -- at11

least my views should be apparent, given that I've spent12

years working on them.13

Today I really want to report on essentially a14

series of papers that I've written over the past few15

years and I want to highlight that this has been done16

collaboratively with a number of folks -- Ashish Arora, a17

colleague at CMU; Marco Ceccagnoli, Akira Goto, and Akiya18

Nagata, both in Japan; Dick Nelson, who many of you know;19

and John Walsh at University of Illinois, Chicago.  And20

this work has been supported by many sources, but the21

major ones are Sloan, NSF, and the Center for Global22

Partnership of the U.S./Japan Foundation, at least the23

comparative dimension of the work.24

I think you should all be fairly familiar with25
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the background to the subject, that over the past 201

years we have witnessed a strengthening and broadening of2

patent protection in the United States.  And, in fact, we3

are witnessing the same with a bit of a lag in Europe and4

now in Japan as well.5

In the U.S. the most visible kickoff event to6

that process was the '82 creation of the Court of Appeals7

for the Federal Circuit.  We've seen pro-patent trends as8

well in court decisions.9

We've also seen the expansion in '81 of what can10

be patented, notably life forms, software, both in key11

decisions at that time.  And then, more recently, as Jim12

referred to, business methods as well in the late '90s. 13

And even an expansion of who can patent, in the form of,14

particularly, of Bayh-Dole and related legislation that15

permitted essentially universities and even government16

labs and other thoroughly sponsored institutions to go17

out -- to patent their inventions.18

We've also seen a significant change in private19

practices, reflected particularly in a dramatic growth in20

corporate patenting over the past two decades.  Jim21

showed some recent data, but patent rates have almost22

tripled in a period of about 20 years.23

Okay.  There is, however, cause for questioning24

both the public policies and private policies.  There, in25
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fact, exists in economics, largely, though not1

exclusively, based on survey research, a 40-year2

empirical legacy, starting from say the work of Mike3

Scherer in '59 and extending through the work of Ed4

Mansfield and particularly a precursor study to my own,5

the work of Rick Levin and his colleagues at Yale,6

Vaborik, Nelson, and Winter, that suggest that patents7

are, in fact, not central to the protection of inventions8

in most industries.9

And though there are important exceptions -- I10

use the word "most industries."  The drug industry is11

reliably and robustly an exception to that -- to that12

trend.  We've even had recent theoretical work that13

suggested that the effects of particularly broader14

patents on R&D is unclear, especially in industries where15

innovation is cumulative.  That is, innovation builds on16

-- importantly, on prior innovations.17

The work -- particularly the empirical work, but18

also the work in theory, casts some doubt on the presumed19

role of patents in stimulating invention in most20

industries.  And so what I want to talk about today is21

patents, their effectiveness and role in the22

manufacturing sector of the U.S., with some reference to23

experience, particularly in Japan.24

So the overview of what I'm talking about, I'll25
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provide a brief, brief review of survey based evidence on1

the effectiveness of patents in protecting inventions in2

the manufacturing sector; the uses of patents; how are3

they used across different industries in the4

manufacturing sectors; what I call the quid pro quo. 5

That is, in exchange for the legal ability to exclude6

others from using, commercializing, et cetera, an7

invention that is receiving a patent, patent holders are8

supposed to disclose the technical information standing9

behind that invention.10

Then I will end up by talking about, in the11

context of some recent work, the impact of patenting on12

R&D incentives in the U.S. manufacturing sector.13

The data -- I'll do this fast.  Survey data from14

the mid '90s.  We collected almost 1,500 observations15

from the U.S. manufacturing sector.  The sample is quite16

broadly representative of the firm size distribution in17

the manufacturing sector.  And I'll also be reporting on18

some results from a comparable -- and I mean truly19

comparable -- Japanese survey where we had well over 60020

observations.21

I want to provide some context here, which is --22

and this builds -- does build directly on the23

contributions of Levin and his colleagues -- that, in24

fact, there are a variety of mechanisms, okay, or ways25
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for protecting firms' inventions.  Patents are obviously1

one.2

Firms also, though, use secrecy, lead-time. 3

They will also exploit complementary sales and service4

capabilities or complementary manufacturing capabilities. 5

Okay.6

It's in that context that my colleagues and I7

evaluated the effectiveness of patents across the8

manufacturing sector.  And specifically we asked9

respondents -- and this is important.  Our respondents10

were actually R&D lab managers.  They weren't the patent11

attorneys.  We didn't go into the IP departments for12

these responses.  They were directors of R&D labs, R&D13

units, in manufacturing firms. 14

We asked the respondents to report on the15

percentage of their firm's innovations for which a16

mechanism -- secrecy, patents, lead-time, et cetera --17

was effective in protecting the competitive advantage18

from that innovation.19

Briefly, what did we learn?  Well before I tell20

you what we learned, let's be careful what we mean by21

this term "effectiveness" and the response scale.22

Mind you, the use of these mechanisms are not23

mutually exclusive.  Indeed, many of them are often used24

together.  You will use even secrecy and patenting25
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together, though not at the same time.  At least, I'm1

putting it a bit simply.2

So given that, I would suggest the way to3

interpret effectiveness of a mechanism and notions that4

one mechanism or means is more effective than another,5

not that that's used and the other isn't, were really a6

judgment on the part of firms of which of these means of7

protection are more central to firms' strategies in8

protecting their inventions.  9

With that said -- and we do this separately for10

product and process innovations, but I'll -- for brevity,11

I'll focus largely on product.  The top mechanisms12

overall were secrecy and lead time.  Which was, actually,13

a bit of a change from when Levin and his colleagues did14

their survey.  Secrecy was not nearly as important in the15

early mid '80s as it apparently is -- is in the mid '90s. 16

That, in fact, patents were the least effective overall17

which, in fact, though, obscures a lot of cross-industry18

variation.  And particularly we found patents to be19

relatively effective, as compared, again, to these other20

means in a small number of industries, particularly21

drugs, again, but also medical equipment, and I'd be22

happy to go into more detail.  And detail -- industry23

level detail is provided in the papers that we've done. 24

And we find patents to be a relatively less effective or,25
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again, less essential to the appropriability strategies1

of firms in other high-tech industries, like2

semiconductors and communications equipment.3

I want to pull us back for a moment, having said4

that.  Do not conclude from that observation that5

patents, therefore, do not stimulate invention, do not6

stimulate R&D broadly, and do not stimulate R&D or7

invention, even in those industries that say that patents8

are not as central or as effective as lead-time, secrecy,9

and so on.  Do not conclude that.  And, in fact, we will10

return to that question at the end of my talk, reflecting11

some analysis and work that we've done recently.  I'm12

happy to give numbers and so on during the discussion13

period.  I want to move quickly, though.14

The question is, well why do firms say that15

patents are relatively ineffective?  We asked our16

respondents why did you apply for a patent on your most17

recent invention.18

Demonstration of novelty.  That's really an19

issue of patentability.20

More interesting for our purposes, 24 percent of21

the respondents said, well, information disclosure, ease22

of -- again, these responses were not mutually -- not23

mutually exclusive.  Though disclosure and inventing24

around were the two most important reasons cited.25
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I want to highlight, though, at the bottom of1

the slide an interesting observation that might be of2

interest, particularly concerns over competition.  What3

we observed is negative within industry correlations4

between firm size and, other reason, defense costs, okay,5

regarding reasons for not applying for a patent.  In6

other words, your smaller defense cost looms larger.7

That's interesting because what we also found is8

that larger firms reported -- again, within industries --9

reported patents to be more effective.  And I would10

suggest that those two facts are related.  That, in fact,11

the access to legal resources on the part of larger firms12

lead them to suggest that patents are more effective,13

which is consistent with the initial negative14

correlation.15

Well, listen.  How are patents used?  In fact,16

the way patents are used depart a lot from the way I17

think we conventionally think about them.  And we need to18

consider how patents are used across industries and the19

difference in those uses to help understand how they20

affect innovation and, possibly, competition.21

These are our aggregate results.  These are22

actually simple averages.  We have patent weighted23

averages, as well, that I can talk about.24

A little clarification.  These are the different25
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reasons that we inquired about.  They, again, are not1

mutually exclusive.  We asked our respondents to -- to2

tell us why they patented their most recent innovation3

that they patented.  Again, product and process4

separately.  Which of these reasons motivated that5

decision to apply.6

Prevent copying.  Well that's sort of like7

mother and apple pie.8

Patent blocking.  What's patent blocking? 9

Precisely we asked was there reasons to prevent other10

firms from patenting, not the same, obviously, but11

related inventions.  That's what we referred to as patent12

blocking.13

Prevention of suits, also looms pretty14

importantly.15

Use in negotiations.  I'll be talking about16

particularly blocking and use in negotiations in a few17

moments.  But, again, we see that -- what you might call18

defensive patenting to be rather pervasive throughout the19

industry.  Indeed, if you patent weight that, that figure20

for products, the figure actually comes out to be 7421

percent, meaning those firms that patent most intensively22

are particularly concerned with the defensive use of23

patents.24

I want to now talk about industry differences in25
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the reasons to patent, because I think this gets a little1

interesting.  It builds on a key observation, an2

observation that came out of interviews.3

By the way, these data, this study, was4

supplemented by quite a few interviews in the U.S. as5

well.  I found that very, very helpful.6

The key point is to think about what's the7

implications of the number of patents that it takes to8

protect a commercializable innovation, a product.  Forget9

this one patent/one product relationship.  Even in the10

simplest of worlds where that mapping is pretty direct,11

that often doesn't apply.  Even in industries like drugs12

and chemicals, it often doesn't apply.  Sometimes it13

does.14

But in other industries -- electronics15

particularly, telecomm, computers, et cetera -- what I'll16

be calling complex product industry, it can take hundreds17

-- hundreds, sometimes over 1,000 patents, are associated18

with a commercialized product.  What's the implications19

of that?  And that's what's interesting.20

When that number of patents per commercializable21

innovation are great, it's unlikely that any one firm22

will hold all the necessary rights, essentially fostering23

a condition of mutual dependence across firm's patent24

holdings.  What does that lead to?  It leads to a lot of25



30

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

things, but quite notably and importantly it leads to1

often pervasive cross-licensing negotiations, which is2

not bad at all, but that's what that reflects.3

Now here are my definitions of what I call4

complex versus discrete product industries.  It's very5

simple.  Very simple.  Complex product industry is where6

a product is protected by relatively numerous patents --7

computers, communications.  Discrete product industries,8

relatively few.9

Now I want to distinguish then the uses of10

patents by industry type.  In our empirical work, we11

provide the details.  We distinguish across industries in12

a very coarse way, because we don't have direct measures13

on the number of patents per commercializable product. 14

We used the SIC Code, basically, their guide to15

distinction.16

And what we are suggesting is that in complex17

product industries, that patents are often used to block18

the use of complementary technologies that are essential19

to the -- essentially to the working of a patent, to the20

commercial introduction of a new -- of a new product. 21

And, in fact, by blocking the use by rivals in other22

firms of such complements, what you're really doing is23

you're saying, hey, you've got to deal with me.  You are24

essentially forcing them into a cross-licensing25
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negotiation.1

For example, essentially in what we call a2

player strategy, because what it does is, it makes -- by3

having a strong portfolio, you assure yourself of4

inclusion -- you're not excluded, but you're actually5

ensuring your own inclusion in such negotiations and6

interactions of an industry.  And that permits you,7

actually, to gain access to rivals' technology and vis8

versa, in this condition of mutual dependence.9

In contrast, for the more typical story, though10

even here there is a departure, in discrete product11

industries, patents are often used to block substitutes,12

as you tend to think of the -- more conventionally of13

patents, by often creating patent fences.  That is to14

say, even in discrete product industries, it's often15

fairly easy to invent around.  It's easy to come up with16

substitutes.  So what firms do is patent substitutes of17

surrounding some core invention that they're hoping to18

commercialize, building what we call a patent fence. 19

They are not -- so they used the block, but the purpose20

of that blocking, unlike the prior case, is not to compel21

cross-licensing.22

What do we find?  What we used are responses to23

our questions about the use of the patents to say, is24

this conjecture right, using this kind of coarse25
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distinction between SIC industries that I talked about1

before.  Does it map true responses?2

Well we, in fact, find negotiations to be much3

more prevalent in what we called -- the patenting --4

applying for patents for their use in negotiations to be5

much more prevalent in complex product industries than6

discrete product industries, much more prevalent for7

cross-licensing, in complex versus discrete.  You see the8

numbers.9

And, similarly, when we say well, when you10

answer to say that "I am patenting to prevent other firms11

from patenting a related invention," do you also check12

off the answer "and for use in negotiations"?  And we13

call that a player strategy.  You're blocking and you're14

using it for negotiating.  Again, much more prevalent in15

complex than discrete product industries.16

Well what about a fence strategy?  You're17

patenting to prevent -- you're patenting to prevent18

rivals from patenting related inventions but, no, you're19

not interested in negotiations.  You're building a fence. 20

Well, again, per our expectation, we indeed find in21

discrete product industries a fence strategy to be much22

more prevalent.23

Again, this is a very coarse distinction.  This24

is a first step at really teasing apart and understanding25
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the uses of patents, the motives behind patenting. 1

Clearly, there are some industries which are much more2

heterogeneous, even within this -- the set of industries3

that we -- that we look at. 4

For example, medical equipment, as an example,5

is fairly heterogeneous.  It would be hard to map it into6

one clear set of strategies versus another.7

What are some of the policy implications of this8

finding?  Reflecting my own work and the work of others,9

notable a nice study done by Hall -- actually, that10

should be Hall and Ziedonis -- that appeared in the 200111

Rand Journal, that mutual -- Ham and Ziedonis are the12

same person; she got married -- that the mutual13

dependence and associated player strategies spawn patent14

portfolio races in those industries, generating what15

might be thought of, metaphorically, as a rather costly16

arms race.  Indeed, in these industries, the term17

mutually-assured destruction is often used.18

People -- these firms, whether it's19

semiconductor firms, computer manufacturers, telecomm --20

amass just enormous patent portfolios and then they --21

they often trade, through cross-licensing and a blow to22

you who launches the first -- first missile in that kind23

of setting.  But, actually, in the setting it works well24

in one sense.25
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Now that kind of behavior might yield patent1

harvesting.  Why?  Well let's say what harvesting is. 2

It's essentially where firms are patenting innovations3

that they would have generated anyway.  And why does that4

occur?  Essentially it's a -- game.  You know, like a5

prisoner's-dilemma-like game, where everybody is trying6

to match, build, to come to the table from a -- and7

negotiate from a position of strength.8

Okay.  Now what that -- the possibility of9

patent harvesting suggests is that perhaps in such10

settings, patents are not having as much incentive effect11

on R&D as we might like.  Now that's -- we don't know12

that.  And I will try to address that portion a little13

later on.14

Why else might we be concerned in these15

settings?  Portfolio races and the pervasive cross-16

licensing of large portfolios, et cetera, in these17

industries may also deter entry and associated18

innovations.  Do we know if that's actually happening? 19

No.  Is it a concern?  Sure.20

Hey, not so fast, though.  Is it all bad news,21

the use of patents in these settings?  No.  Because there22

is some up sides to extensive cross-licensing.  It23

promotes information sharing and we'll talk about the24

benefits of that in a few minutes.  It also can avert25
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license stacking and the possible breakdowns in1

negotiations over rights due to large numbers of2

claimants.3

How does it avert that?  Well it keeps the4

number of claimants pretty small by deterring entry.5

I want now to shift gears a little bit and focus6

on the quid pro quo of patenting.  That is, the7

information that patent disclosures are supposed to8

provide and that tends not to merit a lot of -- or it9

hasn't received a lot of attention.  It merits more10

attention in the U.S.  And patents are supposed to11

promote innovation in two ways -- appropriability, and12

we've been talking about that.  The appropriation of13

profits due to invention.  But then also via the14

disclosure function.  Diffusion of information.15

The question is, is that trivial?  Is that16

something we really don't have to worry about?  Can such17

disclosures importantly affect innovation?  And to18

consider this, we compared patenting and related19

information flows in the U.S. and Japan.20

Just a -- wait a minute.  Why do we worry about21

R&D related information flows across rivals?  Jim talked22

a bit about that before.  Number of reasons.23

 Saves on duplicative R&D.  There can be24

complementary -- complementarity effects, improving R&D25
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productivity of firms in the industry, incentive.  It may1

promote entry.2

But, again, watch out because it can also3

diminish appropriability and associated R&D incentive due4

to appropriability.5

I don't have a lot of time.  I'll make this6

brief.  What we observed, using a variety of measures, is7

that information -- R&D information flows across rivals. 8

It's clearly greater in Japan.  A lot greater in Japan. 9

Okay.  I can talk about the precise measures.10

Then you would think, well, if there is more11

information flow, you would think that there is less12

appropriability.  Indeed, there is.  Using what we might13

call imitation labs, in fact, we find clearly, and other14

measures, that appropriability of profits due to15

invention is much less in Japan than in the U.S.16

Now the question is why.  We are going to17

suggest that patents may be key.  I don't want to go into18

a lot of detail here, but at the time of the survey --19

there are still policy differences and these policy20

differences were even greater in the mid '90s.  Key21

policy differences include priority to first-to-file in22

Japan from receiving a patent, versus first-to-invent in23

the U.S.  That basically means that firms have an24

incentive to patent earlier in the innovation process.25
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 There is also automatic disclosure of patents1

after 18 months in Japan.  That was not the case in the2

U.S. in the mid '90s.  It is now the case for -- except,3

for firms that patent only domestically.  4

Moreover, there was an opposition process in5

Japan and back then it was pre-grant.  Now it's post-6

grant since '96.  But what that means is that Japan, you7

have the opportunity, prior to the issue of the patent,8

to oppose it, for anybody to come up, a rival say, "Hey,9

this is not valid."  But you only have a limited window10

to do that.  Several months.11

What did that mean?  That meant that rivals had12

a lot of incentive to look very closely at those patents13

early on because that's where patents were challenged in14

Japan, typically not so much in the courts.  15

Another reason for more disclosure via patents16

in Japan.  Compared to the U.S., in essence, there are17

more patents per commercializable product.  Why?  There18

are fewer claims per patent and the claims are19

interpreted more narrowly.  Consequently, more claims --20

I'm sorry -- more patents per product.21

What does that do?  That implies that mutual22

dependence across firms' patent holdings, that we talked23

about in the context of complex product industries in24

Japan -- or in the U.S., are more pervasive in Japan. 25
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And in that regard, chemicals and semiconductors may not1

be all that different.2

What do we find, looking at the same reasons to3

patent that we did before?  In summary way, negotiations. 4

In Japan, using the same distinction across industries,5

essentially no difference between discrete and complex6

product industries in Japan.7

The player strategy, no difference between8

discrete and complex product industries in Japan.9

And the fences strategy, little difference, but10

even more interesting is that what we see is that patents11

are rarely used for exclusion in Japan.  Again, they are12

used as a part of this player strategy to make sure that13

everybody can, you know, participate at the table.14

So what we find is that -- then this different15

role of patents.  But wait a minute.  So why do we think16

that patents are a more greater source of R&D-related17

information across rivals?18

We do a comparison of different channels of and19

sources of information across rivals in Japan.  And just20

to get to the bottom line, patents stand out as being21

much more important in Japan than in the U.S.  And,22

indeed, it is the most important vehicle through which23

rivals learn about one another's R&D in Japan, according24

to our survey results, which we were -- that result25
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astounded us.  But that is the result that we -- we1

found.2

Implications.  The Japanese experience suggests3

that patent policy may, indeed, significantly increase4

R&D spillovers.5

Also, you'll say, well, hey, watch out.  That6

means R&D incentives may be diminished as well.  Again,7

not so fast.  Indeed, average R&D intensity in Japan is8

greater than in the U.S., particularly in the less R&D9

intensive, more mature industries, which was interesting.10

So the suggestion here is that patent reform11

efforts more generally in the U.S. should give, we would12

suggest, at least equal time to their disclosure13

function.14

Let's get back to the question that I deferred15

before then, reflecting on a recent paper that is nearing16

its end stage now, but this is a work, nonetheless, in17

progress on presenting, with a little trepidation, some18

preliminary results.  But I think they've been -- let's19

put it this way.  They've been robust -- they're getting20

banged around a lot for about a year now.21

In light of the finding that R&D is relatively22

unimportant in protecting inventions across most U.S.23

industries, does patenting stimulate R&D, even in such24

industries?25
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In this recent study with Arora and Ceccagnoli,1

we look at this question.  We evaluate the impact of2

patenting on R&D in U.S. manufacturing, using our survey3

data, exploiting a number of the unique data elements4

there, particularly our questions of patent effectiveness5

and particularly the percentage of innovations that firms6

patent, which we call patent propensity, which is a7

little different from the conventional notion of that.8

And in the paper we do two things.  We estimate9

what we call a patent premium, which is the proportional10

increment to the value of inventions realized by11

patenting.  So a patent premium of greater than one means12

you're getting a return to patenting.  If it's less than13

one, you're losing by virtue of patenting, perhaps to the14

disclosure effects of patenting, because -- and because a15

patent perhaps can be easily invented around.16

Then we look at the impact of that patent17

premium on R&D itself.  What did we find?  Let me whiz by18

that.  Our estimates of what we call the ex ante patent19

premium, okay, is that for all inventions across our20

wholesale -- across the manufacturing sector, for all21

inventions, indeed, the patent premium is less than one,22

about .6, which simply means that most inventions in the23

manufacturing sector broadly are not worth patenting. 24

Again, there is inventing around.  There is disclosure,25
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et cetera.1

But then I wanted to highlight the results for a2

couple of our sample industries -- semiconductors and3

biotech -- where you can indeed find similar results for4

semiconductors, really quite -- clearly the minority of5

inventions are worth patenting there.  But in biotech, as6

in drugs and medical equipment, that is greater than one.7

But then let's look at the right-hand column. 8

What's the premium if you patent?  The premium is9

strongly positive, conditional on patenting.  And what's10

interesting is that the return to patenting seems to be11

fairly comparable across industries, once that decision12

to patent is made, though I would suggest, again, for13

different reasons because patents are used in different14

ways.15

Then what's the effect of the patent premium on16

R&D?  Sort of the bottom line issue.  What this table17

presents is the percentage increase in R&D on the one18

hand and patenting on the other in response to a19

simulated doubling of the patent premium.  So we use our20

our empirical estimates to generate these results.  What21

we find is that across the whole sample, if you doubled22

the patent premium, and we can talk about what that --23

that might mean concretely, R&D spending would increase24

by 33 percent.25
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So there is a stimulative effect of increasing1

the patent premium, of increasing, if you will, patent2

effectiveness across -- for the whole manufacturing3

sector, and 28 percent in semiconductors.  So even where4

patents are least effective, among high-tech industries,5

relative to other mechanisms, even there we find a6

stimulative effect.  Unsurprisingly, in biotech, much7

higher than semiconductors, 48 percent increase in8

response through a doubling.9

Now what's the effect of increasing the premium10

on patenting itself.  And there we measured patents per11

million dollars of R&D.  Unsurprisingly, how much you12

patent increases more than proportionately than any13

increase realized in R&D itself.  So patents per million14

dollars of R&D increased 59 percent overall. 15

Semiconductors, a lot.  R&D increases there, you know, in16

response to an increased premium, but patenting increases17

more than proportionately.18

Biotech, that relationship is actually reversed. 19

R&D will increase more than proportionately than will --20

well, no, that's not reversed, because it's already21

normalizing for R&D.  You get the same relationship in22

biotech, that patenting increases a bit more than23

proportionately than R&D, but certainly nothing like it24

does in semiconductors.25
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Implications.  So we find a positive effect of1

patenting on R&D overall, even in semiconductors where2

patents are much less effective than other mechanisms. 3

Though we find some degree of -- again, I referred to4

this before -- of harvesting.  That is, the patenting of5

inventions that would have been generated anyway -- in6

all industries, but especially where the patent premium7

is lowest.8

Overall conclusions.  There are many ways to9

protect inventions.  While patents are not as featured as10

other mechanisms, they do stimulate R&D broadly, though11

more in some industries than others, unsurprisingly.12

Moreover, patent disclosures can contribute very13

importantly to R&D information flows, to R&D spillovers,14

okay.15

Where I would highlight a policy concern, but16

there are a lot of open questions here, is the pervasive17

player strategy raises issues of cost, and issues18

concerning entry.  Those are open questions requiring19

more -- more study, though.  We really don't know.20

Moreover, reflecting the point that I made21

earlier on, that we should be concerned about the22

possibility -- and this is suggested by other -- work by23

Lerner and others, that litigation costs, as well, may24

particularly disadvantage small firms.25
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Thank you, very much.1

(Applause.)2

(Time Noted:  10:32 a.m.)3
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MR. COHEN:  Our third speaker this morning will23

be Robert Evenson.  He is a Professor of Economics at24

Yale and he has done significant research in the area of25
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technology and productivity, especially in agricultural1

markets.2

PROFESSOR EVENSON:  Thank you for the invitation3

to appear and summarize some of the studies that we've4

done.  I come from the same tradition that Wes Cohen5

comes from, the Yale incubator for studies of invention6

and growth.  But I am tackling an international7

dimension.8

And the international dimension is important,9

even for -- for a lot of reasons, but even within the10

United States, simply because we have -- we are part of11

an international set of intellectual property rights with12

the -- and particularly with the TRIPs negotiations and13

with world trade organizations, firms in the United14

States are very much looking into international markets. 15

And the size of the markets that they're looking for in16

their technology is -- is much greater than it would be17

-- than is the case if you sort of -- is only marketing18

their buying and selling technology in the U.S.19

What I'm going to do is, I'm going to make a few20

comments about growth convergence.  Then I'm going to21

look at some invention patterns between developing and22

developed countries.23

And my main concern here is to report the24

results of two studies.  One is an international study of25
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R&D investment and intellectual property, and the1

strength of intellectual property rights.2

And the second is a study of the R&D3

productivity which asks the question as to whether the4

productivity of R&D, in terms of the inventions produced5

by R&D, is itself a function of the recognition of6

foreign intellectual property rights and essentially the7

experience with foreign -- with foreign inventions in8

your country.9

And I'll say a few -- I'll come back at the end10

to say a few more words about the intellectual property11

rights.12

What do I mean by convergence?  I'll just make a13

quick note.  I want to come back to this at the end. 14

But, basically, among all of the OECD countries, we15

essentially observe, over long periods of time and also16

over -- since 1960 -- this one actually happens to be17

over a longer period of time -- we've observed that if,18

for example, if you take the per capita income in the19

beginning of the period and compare it to the growth20

rates over the period, we get this kind of a21

relationship.  The highest per capita income at the22

beginning of the period grow slowest, and the lowest per23

capita income at the beginning of the period grow24

fastest.25
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Now this is a pattern that holds remarkably1

strongly for all OECD countries, but it doesn't hold for2

Socialist countries and it doesn't hold for developing3

countries.  So it holds only in a subset of the world's4

economies, the OECD market economies.  And I'm going to5

come back and try to say that that has something to do6

with the -- with intellectual property and with the7

technology markets.8

Now I'm going to show you some invention9

patterns to begin with here.  And for simplicity, I've10

reduced these and we have a lot of data on these.  But,11

basically, this is essentially the invention patterns12

from OECD countries, and in this case I've just got the13

U.S., all the European economies, and Japan.  And the --14

so that the U.S. -- U.S. indicates that in 1990 there15

were 59,000 U.S. origin patents.  Of those, 12,000 were16

patented in Europe and 14,000 in Japan.  And across all17

of the developing countries, we also see a steady flow of18

-- or essentially a fair amount of U.S. inventors19

obtaining protection in these developing countries.20

So that we get a steady flow of selling21

technology from the high-income countries into the22

developing countries, as well as a tremendous amount of23

selling technology between the high-income countries.24

Now when we look at that same figure for the25
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inventions that originate in the low-income countries, we1

find that -- we find quite a different pattern and I'll2

just summarize it briefly.  We find that Korea, in 1990,3

was already able to export inventions into the U.S.4

economy, and into Europe, and into Japan.  But almost all5

of the other countries have very limited exports of6

patents or of their inventions, in a sense, obtaining7

protection, even though it's easy to get protection in8

other countries, and for the countries, they do quite a9

bit of invention, but almost all of it is domestic10

invention only.11

Now I'm going to come back and argue that this12

-- and there isn't much cascading.  In other words, the13

high-income countries don't modify any technology that14

originates in -- or the middle-income countries don't15

modify the technology that originates in the high-income,16

and then modify it and sell it in the low-income17

countries.  There is virtually no exchange of18

intellectual property assessment between the developing19

countries.20

Okay.  Now let me turn to my two studies.  And21

I'm going to try to put a technology market focus on22

this.  Intellectual property should do three things for a23

country.  It should increase and stimulate domestic R&D. 24

And Wes Cohen has given us some insights into the way25
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this is happening and the degree to which it is happening1

in the United States over recent years.2

It should also facilitate the purchase and sale3

of technology by making it clearer and by providing4

licensing components and so forth.5

And it should have disclosure effects.  And, in6

particular, the availability of technology produced7

outside your country ought to have an effect on the8

productivity of R&D in your country.9

So I'm going to do two studies to look at these10

and I'll just -- I'll summarize them fairly quickly.  But11

they do represent international ways of looking at the12

question of does intellectual property actually stimulate13

R&D.14

That's a question that can be asked15

internationally because in many ways it's very hard to16

tell in a country that has had strong intellectual17

property rights for a number of years whether you're18

actually -- it's very hard to tell within a country19

whether you're actually stimulating R&D.  And it's -- Wes20

Cohen's work is quite ingenious, using this patent21

premium methodology.22

But in this case we're looking at several23

components and, basically, I'm simply trying to look at24

-- my variable is R&D as a percent of the GDP in25
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different countries.  The data are for a 18 -- 1980 and1

1985, and 1990.  I've got a sample of 30 some countries. 2

And I'm looking at determinants, and I've got some3

measures of GDP, growth in GDP, and a number of other4

things.  But the key variable is intellectual property5

protection.6

Now there are two indexes internationally that7

are widely used for intellectual property protection. 8

There is a -- Roziak measure, which essentially is based9

on the actual loss, and there is the Park and Ginarte10

measure, which is based on the actual implementation of11

the loss.12

And Park and Ginarte -- and this Park measure --13

incidentally, Park is also part of our Yale group.  And14

this measure is a much more realistic measure of the15

actual effectiveness of intellectual property.  And by16

that measure, we get countries varying quite a bit.17

And I'm sorry, incidentally, these -- I can make18

these slides available.  I did have a Power Point19

presentation, but decided I wanted to incorporate some of20

these materials that I didn't have in the Power Point21

presentation.22

But, basically, we see that countries with the23

strongest intellectual property are the USA, and24

Netherlands, and Austria, and other countries have25
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somewhat less.  Surprisingly, Canada does not have a very1

strong intellectual property protection by this measure.2

But the question is, are we -- can we get any3

predictive power from this measure by looking at4

comparison over time.  And what we're doing here is we're5

using what's called a random effects model, which is kind6

of a mixture of a fixed effects, which takes out -- which7

essentially looks at only the within country effects and8

so forth, and there are some econometric issues9

associated with that.10

But, basically, what this study is showing is11

that intellectual property indicators have a strong --12

that's the IP number -- have a strong impact, increasing13

R&D investment.  And we've got four different14

specifications here in the paper.  We have another15

several more -- dropping some countries and so forth. 16

And that result is robust.17

In other words -- now there is still -- there's18

a little bit of an issue here in terms of the19

simultaneity of R&D investment and of the intellectual20

property investment, but we've tried to take out most of21

that and we have tried to address it in many ways.  But22

this study essentially says that when you look at23

international data, our intellectual property -- stronger24

intellectual property, much of it coming through the25
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administration of intellectual property and the1

effectiveness of courts in enforcing it -- does stimulate2

R&D.3

Now we have tested this a little bit with -- by4

dropping some countries and including different5

countries, and so forth, and it seems to hold -- it's a6

pretty robust result.7

So the second study is the one that -- once8

again, I'll just summarize it here.  The second study is9

a study of -- more or less from the same countries,10

slightly different period, but essentially 1980, '85,11

'90.  And this study essentially asks the question, does12

the -- does a country -- or does the foreign patent13

recognition of a country actually make your own domestic14

R&D more effective, in terms of domestic inventions.15

So the -- variables, domestic inventions -- this16

is modeled on -- there are some modeling issues17

associated with this.  But basically the story here is18

that the elasticity, which is -- which is, essentially19

the -- if you were to increase your R&D by ten percent,20

you would get about six percent more inventions.21

If you increase your foreign R&D, even your22

foreign payments of royalties, you will get -- because it23

complements your domestic R&D, you get another four24

percent, or five percent more R&D.  And this is what25



53

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

essentially enables countries to double their R&D and get1

double their inventions.2

It is the foreign -- it is this foreign germ3

plasma and that's mostly -- it's mostly disclosure4

effects.  Disclosure effects internationally, but they5

are -- they are a different type of disclosure than some6

of the -- than some of the national things.7

Let me just say a couple words on invention in8

developing countries.  And, basically -- and then I'll9

try to wrap up here.  But, as we know, developing10

countries have resisted intellectual property protection. 11

They have -- and if we can go back to those -- to those12

figures that I showed you earlier, we essentially can see13

where some of that resistance comes from.  It comes from14

the fact that developing countries are buyers of15

technology, but they are not sellers.16

You have to get quite advanced before you can17

sell technology in the big markets.  All of the OECD18

countries, of course, sell and buy, but developing19

countries are mostly just buyers.  And when you're only a20

buyer, you want to -- you're seduced into thinking that21

you don't really need R&D and you don't need intellectual22

property because all you'll do is commit yourself to23

paying the drug firms for very costly AIDS drugs, which24

is, of course, is at issue in developing countries right25
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now, particularly in Africa, and that's a whole episode1

where the -- okay.2

But the methods of convergence says that many --3

many times it is said, why should developing countries do4

any R&D at all.  Maybe they can simply mimic.  And if you5

really just mimic or copy, why should you put yourself in6

a position of having to pay the U.S. and European7

intellectual property holders for the protection.8

Well you might not do this if, in fact, you've9

got a lot of location specificity, and there are a lot of10

other issues, as I've noted.  If you look at developing11

countries, by and large, you'll find that the bulk of12

them have very weak intellectual property rights, and13

they don't give much invention.  They don't have much in14

domestic invention either, but we saw some of it, some of15

the data.16

Well the people who have studied the convergence17

looked at several mechanisms here.  One mechanism is a18

paper by Coe and Helpman, which essentially says that19

imported capital goods convey a huge amount of the20

intellectual property or the invention spillovers and21

disclosures that essentially affect these markets and22

contribute to that foreign invention story.23

There is some alternative work that Wolfgang24

Keller and others have done, which essentially points to25
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more inventions, direct licensing of inventions.1

And there is now increasing recognition that the2

foreign direct investment in developing countries is a3

huge contributor to the technology flows and to the4

technology market that is being realized in these5

countries.6

Now just briefly, location specificity.  When it7

comes to agriculture, and soil, and climates, and so8

forth, the story is pretty simple.  No region in the9

world that has not got an R&D capability suited,10

producing crop varieties for that region, no region in11

the world has had any success in producing or copying12

inventions at all.  It is so location specific that,13

literally, you can just say that if you don't have R&D,14

you don't have anything.  You don't have productivity and15

you are part of the world's poorest economies.16

For the industrial technology, there still is a17

great concern that you don't really need the R&D, but the18

evidence just points all against it.  Even the World Bank19

does not push R&D for developing countries very heavily. 20

As I say, they do it for agriculture because it's so21

obvious there that there is no spillovers into regions22

that -- unless they have their own capacity.  Once they23

have the capacity, you bring in spillovers and it's that24

same spillover mechanism that we saw in the production.25
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There is a concern that institutions,1

corruption, transaction costs, and associated with2

imperfect markets is a big barrier to these international3

flows of technology and there have been studies of that4

and so forth.5

And there is something called tacit knowledge6

and I'll end my comments here, which essentially7

indicates that there is simply no way that developing8

countries or developed countries can acquire technology9

by reading the blueprint.  It is true that anyone can10

read a blueprint.  It is not true that that means that11

you have mastered the technology associated with it.  You12

have to have tacit, hands-on experience with the13

technology to benefit.  And that almost always means that14

you have to have some form of R&D.  You can have blue-15

collar R&D.  Many developing countries have a lot of16

blue-collar R&D.  That is, as opposed to white-collar17

R&D.18

Product improvers, modifying and making a lot of19

things.  Incidentally, there is an intellectual property20

right, a utility model, which is a petit patent, a weak21

intellectual patent that has never been used in the22

United States, but it's been used incredibly in Japan,23

where twice as many utility models as patents are24

granted.25
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And so the studies that we're looking at here do1

point to the importance of the institutions of this tacit2

knowledge, and to the importance of intellectual property3

in not only stimulating R&D, but in facilitating the4

exchange and making it feasible and possible for5

countries who do R&D to have more productive R&D.6

Now a certain amount of this is based on7

comparisons between developing countries and developed8

countries.  But if we go back to the OECD countries, we9

don't always appreciate the fact that several countries10

in the OECD, notably Spain, Portugal, Italy, Ireland, are11

countries that have had extraordinarily good economic12

performances, much better performances than France and13

Germany, or the U.S., in terms of their rates of growth14

over the last 40 years.  And much of that is due to the15

fact that they have been able to bring themselves into16

the OECD technology market -- buy and sell technology,17

recognize the property rights of others, and that hasn't18

happened with -- with all -- with many developing19

countries yet.  It's beginning to happen.  We're seeing20

it happen in China.  We're seeing it happen in India, and21

certainly Korea, and the best performing countries.22

Well I'll stop there and we can consider some of23

these items later.24

Thank you.25
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(Applause.)1

(Time Noted:  10:54 a.m.)2
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MR. COHEN:  Thank you.  Well I think we have at1

least a few minutes available for discussion here.  And I2

thought one item we could begin with derives from Jim3

Langenfeld's graphs where he showed a distinction between4

the level of protection where you might maximize5

innovations, and level of protection where you might6

maximize total welfare.  In part I know this is derived7

from considerations of competition and the -- the price8

effects there.9

I'm wondering if embedded in this is some form10

of assumption that the intellectual property at issue is11

creating market power, and whether that is the normal --12

should be our default assumption, or whether we should --13

I think Professor Kitch, at times, has written on the14

idea that a better default assumption would be that the15

-- in the instance of market power stemming from16

intellectual property is more rare.17

Perhaps Jim and Professor Kitch might want to18

both comment on this.19

MR. LANGENFELD:  Why don't I just start.  At20

least in my opinion, I think it's generally reflected in21

the economics literature.  I mean, if you have, by22

definition, a unique product as a result of a patent, a23

defended patent, and it's actually differentiated from24

other products offered in the market, even in direct25
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competition, what you're going to find, typically, is1

that, whether you call it a market power or a monopoly --2

that you're typically going to find some type of power. 3

You've identified, even for the broader market, a niche4

that's yours.5

And, by definition, if someone else can6

completely duplicate that, it will go head-to-head, even7

in a broader market context and prices will fall.  That8

will generate additional consumer surplus, at least in9

the short run, abstracting away from the reduced10

incentives to innovate.11

So, yeah, there is an assumption built in there12

that I think is a reasonable assumption, and I don't13

think that's that an unusual perception in the economics14

profession.  That's not to say, though, that by having a15

patent, that gives you necessarily anything along the16

lines of monopoly power that would allow you to do -- you17

know, to do anticompetitive tying arrangements or18

anything along those lines.19

It is going to eliminate direct price20

competition for comparable products, otherwise the patent21

is truly not --22

PROFESSOR KITCH:  Well it depends.  Sort of the23

important case in what class -- if you define patents in24

the way you're defining them, then it's true by25
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definition.1

The only point I make is that if you're trying2

to evaluate the social impact of the very large number of3

patents that are issued and enforced in the United4

States, then you have to look at the characteristics of5

all of the patents that are issued and outstanding.  And6

I -- we know, for instance, that most patents that are7

issued and outstanding have no commercial -- have no8

capital value.9

There are thousands and thousands of patents10

which have no market position, whatsoever, which then11

leads to a second kind of interesting question as to why12

firms even pay the cost of applying for and obtaining13

them.14

But you also have to understand that the patent15

world -- patents are defined -- the scope of a patent is16

defined in terms of the claims.  And the claim is not on17

a product in a market -- in an economist sense of a18

product market.19

And I think economists have always tended to20

think of inventions being an invention of a product,21

something like a car, or a copying machine, a radio. 22

Invention, as it's used in the patent system, is23

something that can be claimed, and it's usually a very24

small part of the -- sort of an applied technology.25
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And by itself -- and I think several speakers in1

their work quite clearly have picked this up -- they --2

they don't correspond with a product, to a competitive3

offering.  And one or more, as was said, in many cases4

thousands of patents' rights are involved before you get5

to the stage of actually having a competitive product on6

the marketplace, like a PC.7

So you really can't analyze these rights by8

using the kind of standard classification and9

conceptional system that commonly is used to talk about10

"products."  And of the thousands, and thousands, and11

thousands of patents outstanding, my judgment is that a12

very small number of them, in fact, infer a market power13

position in a traditional sense.  Some do, but in a14

traditional sense that economists think of that -- that15

concept.16

If the objective is to talk about the social17

effects of the patent system as a whole, then it seems to18

me, given this large number of patents, predominant19

number mind you, that don't have this characteristic,20

then it seems to me that that dominant number ought to be21

the focus of your attention.  Then you can deal with the22

outliers.  I think to look at it the other way is to turn23

-- to really turn it around unrealistically.24

PROFESSOR COHEN:  On the question of -- agreeing25
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with Ed Kitch, few patents confer product market power in1

a product -- in a market.  Again, drugs are an exception. 2

Often economists -- conventionally, when they thought of3

patents, have thought of drugs as being representative of4

the way patents work.  They are absolutely off the scale,5

an exception, in the way that patents work.  There are6

some industries that approach it, but again they are very7

different.8

Number two, let me make a broader suggestion. 9

If you think that actually some of these industries --10

semiconductors, telecomm, et cetera -- amass enormous11

patent portfolios and, indeed, they -- that improves the12

ability to cross-license, and often really the freedom,13

essentially, to design and freedom to operate without14

worrying about getting sued.  Why?  Because the other guy15

knows that you're going to sue them and everybody is16

going to lose in the process.17

Now given the way that patents are used in that18

-- that setting, what are patents doing?  How are they19

generating rent?  Are they generating rents -- is a20

patent generating the rent on the invented invention, of21

the invented item, per se, or is it rather becoming a22

vehicle for sharing oligopoly rents?23

Now clearly there is a return to the patent24

because at the margin it -- it increments your portfolio. 25
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But in the main, are you really deriving the profits from1

the patented product.  In fact, when you have these2

cross-licensing deals, there are firms, as we've heard in3

the past from Paul Ziedonis, firms will have a lot of4

these patents that they have acquired the rights to from5

other firms, they don't touch them.  They don't work.6

Okay.  So, in other words, they can become7

vehicles for simply R&D sharing in industry, as opposed8

to protecting the rights to a specific invention.9

MR. LANGENFELD:  If I can continue.  Okay.  If10

there are a lot of patents out there, which there are,11

that aren't used and they are used in a way that Wes is12

suggesting, then the graph is still accurate.13

PROFESSOR COHEN:  I wouldn't disagree with that.14

MR. LANGENFELD:  It is still perfectly accurate15

because what you're saying is they are used to prevent16

competition from other people coming into the market, if17

Wes' findings are correct, which we have no reason to18

doubt them.  So the -- the key point of that graph is,19

one, that maximizing the number of innovations, whether20

they are used or not, is not necessarily, from an21

economist's point of view, the optimum.22

Now you can argue and maybe this is where some23

of the -- some of the disagreements with the FTC and some24

firms out -- and their policies in the economy, is if the25
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-- the interesting graph that's not up there, the one1

that I thought, is -- okay, let's -- for the moment let's2

say we're trying to maximize total welfare, returns on --3

to the patent for the innovator -- patent over to the4

innovator and returns to consumers.  If the FTC takes the5

position or the Department of Justice takes the position6

that they only care about consumer surplus, they don't7

care about any producer surplus, they have to be taking8

an extremely long-running view because if -- because that9

graph would mean, to take it to the next level, if you're10

only concerned about consumer surplus, you will -- it11

would put further space between what is the optimum, the12

maximum number of patents, the optimum for society, and13

then the optimum for consumer surplus in the short run,14

because you're going to be subtracting out the gains to15

the innovators.16

So that graph actually would be heightened if17

you were taking a pure consumer protection point of view,18

consumer surplus point of view, which the FTC often has.19

MR.  COHEN:  You're saying the peak would be20

moved farther to the right on that graph?21

MR. LANGENFELD:  Yes.  So there -- I mean, you22

can justify it in terms of if the FTC takes a23

sufficiently long-run view, then -- and supply curves are24

perfectly flat, I mean, eventually they will -- you25
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should eventually curve them back to consumers.1

But if the FTC takes the short-run point of2

view, then the logical result of that policy is that3

you're going to -- you're not going to maximize the4

number of innovations.  You're going to come far short of5

that in determining the amount of intellectual property6

protection you're going to tolerate.7

PROFESSOR KITCH:  I have another problem with8

that graph.  In its own terms, I don't have any problem. 9

I agree with the basic proposition that, in theory, there10

is going to be some optimum level of innovative activity11

and you can have too much innovation, where the cost of12

it will exceed the benefits to society.  And you can have13

too little, and then the same way that there's -- I agree14

there is some relationship between the patent system and15

the amount of innovation and, indeed -- and that can work16

both ways.17

But my problem is with the definition of the18

bottom dimension.  That is, you talked about something on19

the horizontal dimension of the graph as being stronger20

and weaker patent protection.  And the problem is, to21

implement the conceptual structure in actual policy22

terms, it's necessary to understand how -- what stronger23

and weaker translates to, in terms of actual rules,24

conditions, and provisions of the patent system and25
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antitrust rules.  And unless you can define what is1

stronger and weaker and explain the connection between2

the graph and the strengthening or weakening of that3

particular provision, then there is no -- there is no4

sort of implementable policy bite in the insight.  It's5

kind of -- it's a nice heuristic and it sets up kind of a6

general conception, but it doesn't help us answer7

questions like should the time bar be three years or one8

years, or zero.9

What should be the scope of patent clients?10

How much should the Patent Office invest in11

patent examination?12

What procedures should the courts be using in13

the enforcement of patent rights?14

Should the antitrust laws follow Kodak or Xerox?15

I assume you're assuming, but not arguing, that16

Kodak is in the weaker direction and Xerox is in the17

stronger direction.  I assume you have some view about18

where the American patent system was on that graph 2019

years ago and they view that it has moved to the right20

in, say, the last 20 years.  But you're really not -- not21

sort of arguing the institutional details to show that22

that's true.23

Much is made of the fact that the Federal24

Circuit has strengthened the presumption of validity and25
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has seemed to soften the non-obviousness test, and that1

is argued to be generally, you can just say, a move in2

the direction of strengthening the patent system.3

For some reason, little is made of the fact that4

the Federal Circuit has quite strenuously pushed in the5

direction of narrowing patent claims, the scope of patent6

clients, and has had a lot of trouble with the doctrine7

of equivalants and other doctrines which broaden the8

effective scope of claims in particular patents.9

Well if you put the two together -- that is, you10

-- and you assess all other changes that the Federal11

Circuit has made, has the U.S. patent system gotten12

stronger or weaker over the past 20 years, or do we know?13

MS. GREENE:  And the answer to that is?  Because14

I'm curious as to how taking your own standard that you15

were applying, in terms of taking the -- what is the16

empirical analysis on that?  If you look at those two17

main factors, non-obviousness and claim construction? 18

What is the impact?19

PROFESSOR COHEN:  I certainly think it could --20

MS. GREENE:  Is it stronger or weaker?21

PROFESSOR COHEN:  I guess my own judgment, and22

again I don't really have an analytic structure that sort23

of leads from this notion of strong and weak to24

particular answers about the institutional structure.  I25
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think in the -- from a larger perspective, I don't think1

we have moved very much in the last 20 years.  We've2

probably moved a little.  But we're still sort of in the3

same ball park.4

Now that still begs the question as to whether5

we were in the right place 20 years ago.  And I don't6

think the economic analysis at least provides a clear7

answer to that question.8

MR. LANGENFELD:  Well I think it's -- it is9

true, as I said, I simplified the analysis in trying to10

-- actually, I used -- I used part of that from some11

research done by Landes and Posner.  I thought that was12

an appropriate assumption for the copyright analysis.13

I think it's a useful tool.  I agree that it's14

multi-dimensional, but most things in the world are.  And15

I do think that you need to look at all those dimensions,16

like in the hedonic type of analysis, to find out whether17

it was actually, you know, stronger or weaker.18

My sense of the areas that I have looked at is19

that I think it is that intellectual property -- and I20

think that was Wes' point, too -- has gotten stronger, or21

the protection has gotten stronger within the United22

States over time.  But can I show you a quantitative23

analysis of that?  I'm looking at the cases, because I24

think the cases are very clear.25
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But, you know, you're right.  There is an1

offset, if the claims are being read more narrowly.  I2

don't think anyone has done that type of quantitative3

analysis.  You know, we're all looking at it4

qualitatively.  And that's one of the reasons why the5

work, such as the work that is being done by -- by the6

other academics on the panel here, is quite helpful,7

because they are providing some quantitative insights to8

what's going on here, and I think that's really an area9

that -- that we should all be exploring.10

MR. POLK:  Can I jump in?11

MR. COHEN:  Go ahead.12

MR. POLK:  Clearly there has been a13

strengthening in the sense of the expansion of patentable14

subject matter over a couple of decades.  You're saying15

no.  Life forms, biotech, software -- you're not going to16

find that -- okay.17

PROFESSOR COHEN:  However, I think the general18

point that you make, which is right, which is often19

discussions are cast, you know, just for purposes --20

purposes of simplicity, in terms of strength of patents,21

that that can sometimes obscure some key issues.  So one22

needs to be mindful, when you talk about strength, what23

you mean.  You mean, presumably, enforcement.  You might24

mean, presumably, scope.  You mean life.  That is, the25
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duration of the patent life.1

And then, when you push that, you say well does2

an expansion of scope really advance innovation.  The3

literature suggests maybe not, even in a very simple way,4

that if -- if the scope of claims is in some sense5

broadened, what that means then, for example, is that6

there is some expectation that if your rival gets to an7

invention, your domain, before you, that actually8

restricts your rights and might, in fact, dampen your9

incentives to do -- to invent.10

So what I want to suggest is that, albeit the11

utility and simplicity in talking about strength of12

patenting, you really should talk -- you do, when it13

comes to policy discussions, probably break it down into14

fairly concrete dimensions.15

MR. COHEN:  Go ahead, Ed.16

MR. POLK:  I tend to agree with what he is17

saying here, as far as the terms of strengthening and18

broadening patent protection being thrown around without,19

necessarily, a good firm basis of what exactly that20

means.21

Now as far as the comments that the non-22

obviousness standard is somehow being lessened, I think23

that's wrong.  The non-obviousness standard was set forth24

in 1960, Graham v. -- in the '60s, Graham v. John Deere,25
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and that standard has not changed.  Now maybe the Federal1

Circuit has made it more uniform, so you can't go around2

and -- shop, and in the Ninth Circuit you have one3

standard of interpreting obviousness, and in the Second4

Circuit, a different standard.  Maybe if they were more5

uniform -- but I don't necessarily say making them more6

uniform, is somehow making it stronger or broader using7

the patents claims.  Coming from the standpoint of a8

former litigator before I came over to the Patent Office,9

I don't think they're going into a courtroom and being10

interpreted in a manner that may have been -- may be is11

suggested here.  I mean, I think courts are still -- are12

not just looking at it and giving the patentee, you know,13

what everybody they want when they get in the courtroom.14

I think the bigger problem, and something you15

have to address here, maybe is the doctrine of16

equivalence, the way that is being used right now.  I,17

wholeheartedly, agree that that is a problem right now.18

And the case of Festo right now is before the Supreme19

Court, and maybe the Supremes will finally, at this20

point, come in and put a little more clarity into the21

scope of patent claims under the doctrine of equivalence. 22

But I think a lot of that has somehow been shifted to the23

PTO that we're doing wrong, and we don't have anything to24

do with the doctrine of equivalence.  That's purely a25
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court-made doctrine and we don't have any way to rein1

that in.2

And as far as the Patent Office, when we are3

issuing patents, and the company thought is now that4

we're just issuing these broad patents, and we get -- we5

do have the examiners there who have to look at the6

doctrines.  And the Federal Circuit has been just as hard7

on us in denying patents to applicants and saying, you8

know, that we're -- just for instance, there is a case9

that just came up a few months ago that said that the10

Patent Office can't rely on their common knowledge to11

reject something.  There may be element of a plain12

language that any examiner would look at and say, "Yeah,13

this is obvious to me.  I may have done this in -- you14

know, in industry, yeah."15

But the Federal Circuit is saying, no.  We need16

a textual basis.  Go find this reference that says that. 17

And the examiner, for whatever reason, it may be some of18

the most obvious stuff, just can't find something that19

says it.  And we are not allowed to reject something if20

we don't have a textual basis, something to show the21

Federal Circuit, here.22

I mean, and that's part of what my job in my23

office is, what we do.  We represent the Patent Office at24

the Federal Circuit.  And we get slapped down quite a bit25
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because the court is saying the board is not making a1

proper factual finding.  You know, you can't just rely on2

your own common knowledge.  You know, and that's an issue3

that I don't think anyone has really taken to heart here.4

MR. COHEN:  We have a little bit of the5

advantage of not having a Federal Circuit reviewing our6

morning record right here.  And let me just tell you a7

little bit more about, you know, how -- what economics8

tells us is to an optimal approach.  I'd like to just9

stay a little bit more with some of the issues as to the10

patentability standards that are likely to be optimal.11

Does your work that distinguishes settings where12

patents are used for direct appropriation from settings13

where patents are being used as negotiating chips,14

suggest that -- suggest any differences in the way15

optimal standards might be set for patentability in the16

two settings?17

PROFESSOR COHEN:  Well you want to walk onto a18

very slippery surface there.19

MR. COHEN:  I want to push you onto the slippery20

surface.21

PROFESSOR COHEN:  No.  I'm not about to suggest22

that the standards for patentability should, in fact,23

differ across industries.  One can make an argument that24

perhaps in -- yes, there might be virtues, but that's a25
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pretty tough thing to do.  Where there has been sui1

generis protection, for example, outside of issues of2

patents, like design registration and semiconductors,3

that's really not been that -- that productive.4

But that sort of sidesteps your direct question,5

which is -- I think what you're -- the issue isn't so6

much should the standards differ, but how difficult is it7

to apply the standards to different settings.  And there8

there are remarkable differences and, indeed, you know,9

business methods, which is perhaps the most challenging10

-- or one of the most challenging domains right now,11

although even in biotech, you know, it's often -- it can12

be pretty tough, so even in a domain where patents13

clearly are having a very strong and critical incentive14

effect as well as effects on the viability of what Bob15

called technology markets.16

So I think I did not answer your question. 17

Maybe someone would like to step into --18

PROFESSOR EVENSON:  Let me just make a comment19

that Japan is always -- for a long time Japan had a20

restriction of single claim in their patents.  They've 21

changed that now but -- and that was designed in part to22

provide a weaker -- a weaker level of protection but, in23

fact, it wasn't very effective in doing so because, as24

far as I understand, the U. S. and European inventors25
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wanting to obtain protection in Japan were able to,1

pretty effectively, get around that single plain2

limitation by getting several patents and so forth.  And3

the reverse was also the case that Japanese patents were4

condensed when protected in the United States.5

So that was not -- that does not seem to have6

been a very effective mechanism for playing with this7

optimal degree of protection.8

MS. GREENE:  What empirical evidence would it be9

helpful for you all -- you all, the economists -- to have10

to get at that question better?  And what, if anything,11

can the federal government do, in terms of assisting in12

the process of gathering the data and understanding it?13

PROFESSOR COHEN:  Can I take a shot at that? 14

Some years ago, I, unhappily, moved upstream into data15

collection.  It's always nicer to be able to use other16

people's data.  Okay.  Because it's really a lot of work17

to collect it yourself, without that much of a return, in18

case of a very long run.19

But I had specific suggestions.  First of all,20

the R&D data for starters collected in this country is21

terrible.  Okay.  It is way, way too aggregate.  Okay. 22

In fact, the best -- the best data on R&D ever gathered23

in this country was collected by the Federal Trade24

Commission through what's called their Line of Business25
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Program and that data exists for 1974 through '77.  In1

fact, my early work, early in my career, relied very2

heavily on those data.  And you could see things and do3

analyses using that -- those data that cannot be done4

with R&D data that's subject, for example, to primary5

industry assignment or the -- almost sometimes the6

whimsical responses of firms to the still too aggregate7

NSF product field data requests, via census on -- you8

know, please break up your R&D, if you so choose.9

Then, of course, you need to complement that10

with other data on -- again, broken down clearly by line11

of business, but data which can correspond to your R&D12

data on things like, you know, sales and margins, et13

cetera.14

I would then -- I would suggest that the Federal15

Trade Commission go back and look at some of the work16

that you folks have done years ago.  Okay.  And I think17

Mike Scherer was at the origin of a good part of that18

program.19

Then you have other data, which is not the R&D20

data, not the nuts and bolts data, but the -- some of the21

data that are collected and that I did through my survey. 22

Would it be useful to collect it and revisit it?  Sure. 23

Not every year.  But -- rateables would be very useful.24

And my feeling is that data -- the R&D data,25
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even data of the sort that I just talked about, and not1

just on patents but broadly -- once you're in that2

business, be careful.  Because you don't just collect3

data on patents or patent effectiveness at R&D because to4

understand the effect of patents, to understand incentive5

effects, et cetera, you have to then be able to control6

for a bus load of other things.  Okay.  So it is also a7

slippery slope and a very ambitious undertaking, so let's8

not trivialize the cost.9

Also, let's not trivialize respondent burden. 10

Okay.  It is hard for these guys to respond and they11

didn't like it back then.  In fact, waged a battle that12

went right up through the Supreme Court back then, around13

the FTC's Line of Business Program, particularly their14

right to make the data available to non-FTC employees, in15

a formal setting.16

So is it worthwhile?  I think so.  Is it easy? 17

By no means.18

MR. COHEN:  I think this is probably an19

excellent time to take a break.  We should try to20

reassemble here in ten minutes and we'll try to start21

promptly at the deadline point.22

(Whereupon, there was a brief recess taken.)23

-     -     -     -     -24

  25



79

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

MR. COHEN:  The next speaker is going to be1

Professor Edmund Kitch, who teaches law at the University2

of Virginia.  He is currently visiting at Georgetown.  He3

is the author of  a seminal 1977 article entitled The4

Nature and Function of the Patent System and he is just5

the ideal person to give us additional background in this6

area.  Professor Kitch.7

PROFESSOR KITCH:  Well thank you for inviting me8

to participate today.  I've been asked to give an9

overview of that 1977 article, which offered a way of10

thinking about -- trying to think about these policy11

questions in connection with the patent system.12

I should explain that I am, by background, a13

lawyer and I have come at the patent system as the result14

of an effort to teach it and to explain its features to15

students.  In the process of doing that, I have benefited16

enormously from reading the work of economists on the17

subject of innovation and on the subject of the patent18

system.19

But as I proceeded in that enterprise, I came to20

notice what I thought were features that the patent21

system actually had that I had trouble squaring with or22

understanding in terms of the description and explanation23

that the economists had to offer.  And this -- so this24

perspective came out of that -- that inconsistency or25
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lack of fit and with some effort to try and take into1

account the actual features of the patent system and then2

try to relate them back to how one would understand the3

economics.4

Now the basic insight is simply a positive5

observation about the structure rights conferred by the6

patent system and that is that the rights conferred by7

the patent system are -- have important forward-looking8

elements.9

The traditional discussion by economists have10

focused on patents as rewards for inventions made and11

completed and now the patent enabled the inventor to12

exploit that invention in his marketplace.13

My observation was that an important dimension14

of the rights conferred by the patents, in fact, affect15

future inventions and future developments in technology.16

And in the article, trying to explain my17

unfamiliar ideas to my audience, I used a kind of tag18

line.  I described this aspect of the rights as19

"prospects."  Now, what are examples of these prospect20

rights?  Well the generic proposition is a claim with a21

few limitations will cover improvements or changes that22

include additional elements.23

Specific examples.  You can patent a specific24

compound, a chemical compound, based on a single utility,25
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and the claim will then, for the life of the patent,1

cover all subsequently discovered uses of the compound. 2

But the fact that the next inventor has found a new use3

and additional element will entitle that inventor to get4

a patent.  But that patent will also fall within the5

claims of the first patent, even though those uses were6

not limitations or not disclosed in the initial patent7

claim.8

Or a process claim will cover a process, even if9

a new inventor has come along and added additional steps10

or features to the process and even if those additional11

steps and features are the key to the actual commercial12

value of the process.13

In the same way a claim that covers a machine14

will cover the machine, even though it has new or15

additional features, and again even if those new and16

additional features are what add the marketplace value,17

the commercial value to the invention.18

So I found it difficult to explain, under the19

traditional reward approach that the economy theory had20

taken, to explain why the patent claims cover -- in fact,21

cover more than the inventor has actually achieved, and22

why patents are regularly awarded on inventions with no23

commercially practicable utility.  And so that was the24

motivation for trying to think about a new approach to25
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analyzing the impacts of the patent system.1

In addition, I noticed that the rules in the2

patent system actually force applicants to apply quite3

early in the innovation process.  That is, an inventor4

cannot, without risk under the patent system rules, sit5

around and wait until the invention is perfected and6

complete it.  This is because of the priority rules,7

which give a benefit to early filing, and because of the8

time bar rules.  That meant that applicants come into the9

Patent Office when really they have the first glimmer of10

a significant finding, which can be long before a11

commercially useful product has been developed.12

And, indeed, I took a look at some information13

on this question and was able to demonstrate that many14

important patents, in fact, have issued, historically,15

long before the technology was commercially important. 16

There are many striking examples of that, but it is -- it17

is not uncommon to see that the really commercial18

important introduction of the invention may occur at the19

very end or after the patent term has expired, which20

again is hard to explain, in terms of reward theory,21

because by the time something of real value appears in22

the marketplace, the patent is gone.23

I also noticed the patent is awarded to a single24

applicant without any effort to gauge the quality of the25
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applicant's contribution, and even if there were others1

who had a near miss, and indeed you can lose a priority2

contest by even days, even though your science was3

superior, your investment greater, and when you lose, you4

lose all of the rights.  You don't get some share of the5

resulting patent rights.6

Then to try and make this idea more familiar to7

my readers, I offered an analogy to the mineral claim8

system, where -- behind schedule, due to computer9

problems and other things, and so I'll just skip over10

that.  But, again, my use of the term "prospect" -- it11

fit the idea of prospector and the rules governing12

mineral claims on the federal public domain in the West.13

I then asked what -- what could be the possible14

benefits of these features in a patent system if they are15

-- if they are not explained by a reward or incentive to16

make investment type theory.  And I -- I identified the17

following benefits.18

One was that once a prospect is created by an19

issued patent, it makes it possible to have centralized20

management of the flow of investment into the21

exploitation of the prospect.  That is, investment in its22

improvement and perfection and, hopefully, the production23

-- eventual production of a commercial product.24

Second, better appropriability of the25
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implementation investments required to bring the1

invention to market.2

A reduction in transaction costs.  And I think3

this is probably the most important insight.  I compared4

a world with these prospect patents to a world in which5

only trade secrecy was available, and pointed out that it6

is extremely difficult for firms to engage in7

transactions which -- with each other, conveying8

information held in the form of trade secrets, and argued9

that since trade secrets are not going away -- that is,10

secrecy will be something that the system has to live11

with, that patents improve the ability of firms to12

contract and transfer information between themselves. 13

And I think some of the earlier presentations this14

morning, the empirical presentations, demonstrated the15

very important flow of transactions between firms holding16

patents, in forms of cross-licensing and licensing, and17

so on and so forth, in order to bring the invention into18

use.19

Again, I proceeded to speculate -- or attempt to20

speculate about a possible on the ground policy21

implications from this view.  And I argued first that22

there were some possible implications for the test of23

invention, and argued that a substantial novelty approach24

under this approach could make sense, as compared to a25
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cost focused approach.  I had actually argued for a cost1

focused approach in a 1966 article on Graham v. John2

Deere and in the -- this article I decided that -- or3

announced the position that my 1966 position really was4

not workable and substantial novelty could make more5

sense.  I just read a law review article published in6

2001 which said I had it right in 1966 and should have7

stuck with that.8

This approach has varied implications for the9

importance of coordination among firms through licensing.10

It is important to understand that the issuance of11

patents to particular holders will have a large element12

of randomness and arbitrariness about it.  Competing13

firms working in related fields of technology will quite14

easily end up with parts of -- patents on parts of the15

technology, whose exploitation may -- may fundamentally16

require that those technologies be combined for their17

efficient exploitation.  Yet one firm because maybe it18

was three months late, or its application was not timely19

filed, or some lawyer in the patent department was sick,20

or because the firm wasted two months pursuing what21

proved to be an unprofitable line, all really just22

accidents, some other firm gets a particular patent, but23

the existing technology base of the firm is really not24

worth something unless it also has access to that patent,25
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that the ability of firms to license and exchange and1

rearrange these rights among themselves is extremely2

important.  And this, of course, relates to my3

transaction cost point.  The existence of patents makes4

this process less costly.5

This is the -- I think the implication with the6

strongest implications for antitrust policy, and the7

implication is basically this.  Whatever the welfare8

effects of the patent system as a whole -- and we talked9

about some of the difficulties of understanding exactly10

where we are and what the applied policy implications are11

for that question earlier -- once you have a patent12

system, interventions which increase the cost of13

licensing, increase the cost of transactions between14

firms with different patent positions, is very likely --15

is probably going to work to, indeed, to increase the16

social cost and the social cost of the patent system that17

you have.  It's very important, if you have a patent18

system that the holders of the patents then be able to19

transact about the patent rights between themselves after20

the patents and even before the patents issues.21

And so I'm a great fan of the 1995 intellectual22

property guidelines.  I think they do start off in the23

right place.  I think it is important that when antitrust24

comes to intellectual property, it brings the same tools25
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and methods of analysis to intellectual property that it1

brings to other forms of property.  And I disagree that2

you can make kind of a sharp distinction between3

intellectual property rights and rights in what is4

sometimes called tangible property.5

Another implication I said was, in terms of6

government patent policy -- this is before Bayh-Dole and7

the issue, however, was alive -- as to whether recipients8

of government research subsidy should themselves be able9

to obtain patents on inventions resulting from the10

subsidized research work.  And from the reward11

perspective, of course, this makes absolutely no sense. 12

You've already been paid to do the research.  Why in the13

world should you have a patent as well.14

If, however, you are looking forward to the15

process by which inventions are further developed and16

exploited, then I argued that in order to provide for the17

orderly and efficient further development of those18

inventions, it would make sense to permit such entities19

to obtain patents.  And of course that has been a clear20

change in U. S. law and practice.21

So the bottom line is a -- of this prospect22

approach, the bottom line is the contrast with the reward23

approach.  The reward approach conceives of the24

innovation process as a single cycle.  You have25
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investment, invention, patent, and then exploitation, and1

not a continuous process in which each innovation is an2

input to successive innovations.  That is a multi-3

generational approach, an approach which does, I must4

admit, make the analysis far more complicated, multi-5

variate and difficult to follow and even to trace6

empirically.7

The reward conception looks backward.  The8

prospect consumption -- conception looks forward.  I9

think you can see this contrast in things like the10

important Levin, et al. study, the survey of managers11

about the importance of patents.  The central question12

asked there was are patents important in terms of13

obtaining financial reward and appropriability of14

research results.  That is a question that is consistent15

with the traditional economic approach to the patent16

system.  The question did not ask the managers and did17

not focus on the role of patents in the subsequent18

management of the invention process, and in the19

contracting process that goes on between firms working in20

the same or related area of technology.  And that's the21

overview.22

(Applause.)23

(Time Noted:  12:04 p.m.)24

-     -     -     -     -25
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MR. COHEN:  Our final speaker this morning will1

be Maureen O'Rourke who teaches intellectual property and2

other courses at Boston University.  She is now3

researching the antitrust implications of patent4

settlement agreements.  She brings some real world5

science and real world experience to the table to us. 6

She received a Bachelor of Science in Accounting and7

Computer Science and she spent three years working at8

IBM, dealing primarily with software licensing issues. 9

So we will turn this over to Maureen O'Rourke.10

PROFESSOR O'ROURKE:  Well, first I want to thank11

the staff for inviting me here today and for the12

opportunity to speak to and also listen to my fellow13

panelists.14

The theme that I want to talk about is really15

reflected in this whole series of hearings, which is that16

we tend to think of intellectual property law and17

antitrust law as discrete bodies of law, but rather as18

part of an overall system that includes all the sets of19

legal and extra-legal tools that we use to try to achieve20

the optimal level and insight to innovate, which21

unfortunately we can't define.22

But generally I would say that we, in the U. S.,23

have always believed that the optimal level is one where24

we've got some balance between the exclusive rights of25
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the inventor and those of the public, where the public1

would also include second-generation creators.  So I2

guess in my conception I would say I kind of envision the3

exclusive rights as still leaving something meaningful4

unprotected.5

So I think antitrusts are a part of that system6

that includes other things like contract and extra --7

devices like technology protection measures that regulate8

access and copying.  And so when we think about that9

system, we need to think about whether it has any gaps in10

it.  Are our bodies of law doctrinally equipped to11

achieve their goals, or are there some improvements that12

we can make that would be cost effective?13

And so I'm going to talk today about providing14

patent law with an additional doctrinal tool that I think15

would help it achieve its goals, help it fit within this16

broader system that I spoke about, and particularly maybe17

make its fit with antitrust law an easier one.  And so18

I'll talk a little bit about the idea, followed by an19

explanation of how I got to it, and mix in some talk of20

pros and cons and some alternatives, and what more we21

need to know.22

I should say at the outset that this idea is23

widely reviled, so I guess the only point there would be24

to say, while your initial reaction might be one of25
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revilement, if that's a word, maybe on further reflection1

it won't seem quite so odd.2

All right.  In a nutshell, my idea is that3

patent law may lack the doctrinal tools, at least as they4

are currently interpreted, to excuse certain literal5

infringements that are socially beneficial and wouldn't6

adversely impact the patentee's incentives.  And one way7

to remedy that gap would be to adopt some variant of8

copyright law's fair use doctrine.9

Now why would you want to do that?  I mean,10

patent law has never had a fair use doctrine, so what's11

different now?  Well to a certain extent, nothing is12

different and yet everything is.13

We've always had this fundamental assumption and14

a number of the speakers today have referred to it, which15

is that patentees would efficiently license their16

inventions.  They are not going to use them to suppress17

innovation or to leverage whatever power the grant would18

happen to give them into another market.  And if they19

did, antitrust law could deal with that.  So there is20

really no need for a doctrine like fair use that in21

copyright law, at least in some commentators' views,22

exists at least in part to correct market defects that23

lead to licensing failures.24

And also, to the extent that copyright failures25
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deals with First Amendment type issues, it's not a1

doctrine we need in patent law, where those issues are2

generally absent.  So why would a doctrine like that make3

sense in patent law?4

I thought it would be helpful if I sort of gave5

you an explanation of how I got to it, which means we6

start with a narrow, but economically important, context7

and then kind of broaden the view and raise some of the8

pros and cons here.  And that narrow context is really9

one that came out of my experience with IBM, which is the10

evolution of IP protection for the connectivity11

components of operating systems software, application12

programming interfaces, or APIs for short.13

Originally we thought these connectivity14

components were copyrighted.  But then in 1992, it became15

clear, at least in the Ninth Circuit, in the cases on16

video games, that they were not copyrightable subject17

matter.  And, in effect, the courts turned them over to18

patent law and, indeed, the major video game19

manufacturers have patented their APIs and so certainly20

have the major computing software manufacturers,21

including Microsoft.22

Now why would the courts have done this,23

basically sort of take something out of copyright24

protection that formerly was there.  Well it seemed like25
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part of what they were saying is that the market for1

operating systems exhibits network effects.  And you have2

some feeling that these manufacturers were leveraging3

small bits of code into a much larger market.  And so we4

thought it would be a good idea to kind of open up the5

standard for connectivity to give consumers more choice.6

So we turned APIs over to patent law and I would7

just note that that seemed to be in accord with8

economists' recommendations.  And just briefly the9

argument is that network markets make a case for weaker10

IP rights because of their externalities.  An IP right11

allows price of marginal cost, with a network effect.  A12

person's failure to join a network, because the price is13

too high, imposes negative externalities on those already14

in the network, which seems to translate into a policy15

recommendation that weaker IP rights might make sense.16

And as we've seen -- really I think Microsoft is17

probably an example -- IP rights can be especially18

powerful in network industries.  The problem is, though,19

at the same time you know there is probably some20

incentive required to produce APIs, but at the same time21

we know that strong IP protection may produce a regime22

where you have one dominant player and then less than23

optimal innovation, again, if we could define it, after24

the standard is set.25
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So patent law would make sense because its1

threshold requirements are higher than those of2

copyright.  So it would make sure that only those APIs3

that represented a technological advance would receive4

protection and possibly weed out those whose success5

stems not so much because of their technology, but6

because consumers happen to adopt the particular7

operating system.8

So rather than weaken the right directly, what9

the law really did was achieve basically the same effect10

by raising the bar for protection.  My problem is,11

though, that a patented interface can become a standard,12

as much as a copyrighted one, and strong patent13

protection may frustrate efforts for compatibility at a14

point when we think that would be desirable.15

For example, you can't offer a competing16

operating system that implements the same patented APIs. 17

Depending on how the claims are written, an application18

developer won't be able to write to the API.  They're19

going to have to reverse engineer to get at the API.20

Patent law scope-limiting doctrines generally21

don't allow much literal infringement.  You might be able22

to contort some of them, but it would be a real stretch. 23

I think it's pretty clear current law wouldn't allow24

this.25
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I don't think we'd care that much if we thought1

patentees had an incentive to license.  The problem is2

that in network markets, bargaining may break down if you3

want to try to control additional markets or if the4

potential licensee can't pay the price because they can't5

capture the externality of making the network more6

attractive to consumers who are already on it.7

What's the point?  The point is that addressing8

situations like this is in part one of the reasons why9

copyright fair use arose, so why not patent fair use?10

Well, you know, there are plenty of reasons to11

why not.  It would be expensive.  It would be error-12

prone.  It would increase the cost of litigation.  And13

the real concern would be that it would achieve exactly14

the opposite of what it's intended to do.  In my vision,15

what it is intended to do is really to provide -- not to16

be used so much to excuse infringement, but to provide an17

incentive for licensing.  The problem is, if fair use18

works, you complicate valuation questions so much it19

might actually not realize that goal.20

So here is what I know are a couple of21

alternatives.  You know, one defense that I always make22

to saying that this is a very odd idea, is that a couple23

other people sort of came up with the same idea with24

different twists on it at the same time.  Professors25
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Julie Cohen and Mark Lemley came up with the idea that1

patent law codify a right to reverse engineer software2

for research purposes.  Now that's a narrower solution -- 3

it's an industry specific solution -- than mine.4

What it won't do, though, from what I can figure5

out from what they said, is it won't protect a new6

product that literally infringes.  So you'd never have7

the chance to actually offer a competitive operating8

system that implemented the same APIs.9

Additionally it's not clear to me again -- it10

depends on how the claims are written, but if it's a11

process of using the API, it's also not going to shelter12

the application.  So that's one alternative.  And, you13

know, my argument is that sometimes exactly what we14

should do is permit some amount of literal infringement15

in the end product.16

Now Professor Merges has a different view or a17

different suggestion, which is that patent law should18

adopt a doctrine of technological genericide.  And he19

bases this idea on an analogy to trademark law and don't20

laugh.  And the basic idea is this, when a patented21

invention becomes a standard, basically you lose your22

patent rights then, just like a trademark owner loses its23

rights in the market when it becomes generic.24

Now that idea is both narrower and broader than25
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mine.  It's broader because you could lose all your1

property rights.  It's narrower because, again, from what2

I can understand, it ostensibly applies only to standards3

in network markets.4

Under a fair use type doctrine, at least as I5

would propose it, the court could hold an infringement to6

be fair, but require the infringer to pay for its7

continued use, which, in effect, would be like a8

compulsory license.9

The problem with a fair use type approach is,10

even if we could agree that network markets make a case11

for "weaker" patent protection, and we can argue about12

what that means, would that one context justify a new13

doctrine in patent law.  And I think the answer is14

probably no, that you have to have a broader15

justification for adopting a patent fair use doctrine.16

And so the question is, are there other contexts17

in which we might view some amount of literal18

infringement as socially beneficial, but bargaining for a19

license will break down.  And that's, I think, where I20

need to do some further work.21

Certainly others have talked about this for a22

long time.  In the biotechnology industry, we worry a23

little bit because the rights are so splintered that its24

difficult to amass all the licensing required to produce25
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a product.  And Professor Rebecca Eisenberg for a long1

time has argued that researchers who infringe a patent in2

the course of verifying the functionality of the patented3

invention should be exempt from infringement liability. 4

And she also argues that a patentee should not be granted5

an injunction against a research use that leads to6

improvements or alternatives to the invention.  And she7

goes through a number of economic reasons -- high8

transaction cost, difficulties of valuation, and some9

desire to maintain whatever market power you have -- that10

may prevent a license.  And she also makes the point that11

sometimes a licensee -- a potential licensee can't pay12

the cost because they can't capture the diffuse social13

benefit of moving clients forward.14

Generally, you know, we might have a use for a15

doctrine like fair use in any industry where some broad16

basic patent threatens follow-on research.  And this is17

where I refer you to the work of Rob Merges and Dick18

Nelson, where they go through a number of different19

industries and they talk about how even a modest threat20

that an infringer will be excused from liability has a21

salutary effect on pioneer improver bargaining.22

The point really is that there seem to be some23

recurring themes.  You know, one could adopt piecemeal24

industry specific legislation, like a reverse engineering25
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exception for software, but there seems to be a common1

core of issues that tends to recur across industries. 2

And sometimes they evidence motives that really don't3

have anything to do with advancing the patent system,4

like moving your power into another market, like not5

letting a researcher verify the functionality of your6

invention.7

The question is whether there are enough8

contexts to really justify a fair use doctrine, or are9

these just some high profile cases and someone importing10

this new doctrine would just mess up the whole system11

without any corresponding benefit to justify its cost. 12

And so there I think we need some empirical work on, for13

example, do patents really frustrate researchers and14

actually Scott Keith at Washington University in St.15

Louis is doing that work right now.  And so that might be16

useful information to have. 17

I think we need some additional studies along18

the line of Merges and Nelson's which came out in 1990,19

and I think the work that Wes is doing is great and that20

will help us answer some of the questions here.21

You know, I think that at the end of the day we22

might find that fair use judiciously applied can act as23

something of a safety valve against over-protection and24

plug the gaps of existing doctrine, which may actually25
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excuse too few infringements.  And it would eliminate the1

need for some of the more amorphous patent doctrines,2

like the reverse doctrine of equivalence.3

Finally, and I'm going to throw out another idea4

that also will be widely reviled, which is I think that5

if we had some way of excusing some literal infringement6

in patent law, like fair use, it would ease some tension7

between patent law and antitrust law, particularly with8

respect to the unilateral refusal to license a patent. 9

You know, it's not -- I'm not sure that the Federal10

Circuit is necessarily right that a unilateral refusal to11

license a patent can never be an antitrust violation. 12

You know, we know it can't be patent misuse but, you13

know, do patent misuse and antitrust have to be co-14

extensive.15

And I guess the point here is this, if the16

invention -- if the patent is an essential facility,17

antitrust law, it seems to me, could impose a duty to18

license.  And it's here, you know, I would part company19

with Ed, if I haven't already irretrievably done so, by20

saying that I think there is a difference between21

tangible and intangible property, in the sense that our22

intellectual property protection proceeds from a very23

clear constitutional ground, authority to promote the24

progress of science and the useful arts.  And it seems to25
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me that there is actually sort of perversely more reason1

to require the license of a patent under something like2

an essential facilities theory, than to order access to3

other tangible property, because intellectual property4

isn't viewed with the public interest that tangible5

property is.6

And so, I think that fair use, but permitting7

certain unlicensed uses, could help to head off that8

conflict and so there would be less need for antitrust9

law to intervene, and I think people worry when it does10

that it will sort of stomp on patent laws values.11

So I guess I'll stop there.  I'm sorry.  I sort12

of messed up my timing and so I have to leave pretty much13

on time to catch my flight.  But I guess I would just say14

that my point -- I have two points.  One is that we have15

to think of this as a system that works together, not as16

mutually exclusive sets of doctrine.17

And my second point is that within patent law,18

we might want to think about whether we have the19

doctrinal tools, sufficient to allow literal infringement20

that might actually be socially beneficial without21

undercutting the patentee's licensees.  Fair use is just22

one potential approach.  It may not be the one you'd like23

to adopt or the best one, but I think the point is to get24

people thinking about that idea and about how that might25
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help patent law fit with antitrust.1

Thank you.2

(Applause.)3

(Time Noted:  1:21 p.m.)4

 MS. GREENE:  The value of certainty to patent5

right is often viewed as a value in and of itself.  What6

are the ramifications of the fair use doctrine, as you7

propose it, for certainty?8

PROFESSOR O'ROURKE:  I guess I would say two9

things.  One is, yeah, fair use would certainly inject a10

level of uncertainty but like in copyright law, I think11

after you get through the first few cases, then it12

becomes relatively clear how it will be construed.  It13

won't cause increased costs tremendously.  And I think14

there will be benefit from the Federal Circuit because it15

would unify the doctrine and so I think actually it could16

become a reasonably clear doctrine.17

On the other hand -- actually, there is this18

other work which is in the Michigan Law Review, an19

article by -- and Clepper and it is quite difficult to20

understand.  But their basic point is that uncertainty21

can sometimes be a good thing, because -- let me see if I22

got it right -- because the last bit of monopoly pricing23

by a patentee gives a patentee not so much, but exacts24

very large social costs -- actually costs society quite a25
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bit.  And so increasing uncertainty would not necessarily1

be a bad thing.  They proposed to do it through a system2

of probablistic patents and that's where my understanding3

broke down.4

But -- and so the idea was just that this5

uncertainty would constrain sort of the power of the6

patent, whatever amount of power that is, and also7

encourage licensing.  And to go back to sort of the real8

question is -- you know, as Ed quite correctly points out9

-- most patents don't give you market power.  And so the10

real question is whether sort of adding a new doctrine11

that would do this is worth it for the number of patents12

that it would affect.13

MR. COHEN:  One question which I think I'd like14

to take up with you, since this is very much a15

foundational data, is one concept that I think was16

lurking in what you were talking about, you talked a17

little bit about -- it was suggested the idea of the18

blocking patent doctrine.  And maybe if you could just,19

you know, explain that briefly and then try to amplify a20

little bit as to why you felt that that fair use would21

help some industries move toward licensing solutions.22

PROFESSOR O'ROURKE:  Sure.  The blocking patent23

doctrine is generally the idea that if I have a patented24

invention and someone invents an improvement to it, they25
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can get a patent on their improvement, but they can't1

practice my invention, nor can I practice their2

improvement.  And so there is an incentive for the two of3

us to license because, as the original inventor, I can't4

use this hopefully better enhancing improvement, and if5

I'm the improver, I can't use the underlying invention. 6

And so we both have a mutual interest in licensing.7

Interestingly, it's not clear whether this8

doctrine actually results in a lot of licensing.  Because9

it seems -- it apparently seems that there is a lot of10

valuation problems, that the original inventor tends to11

over-value its contribution, and the improver likewise,12

which actually can make bargaining somewhat difficult.13

I'm not sure that I would say, sort of, you14

know, in every context that the patented improvement15

should necessarily have a sort of fair use right to the16

underlying patent.  The threat of fair use might make it17

easier to overcome the bargaining impasse, whatever18

bargaining impasse you achieve or you're at.  You know,19

I'm just kind of thinking out loud here.20

It does seem to me that that would be a case. 21

If one were to sort of look at it and, you know -- if one22

were to go through and see a case for fair use, it does23

strike me that that would be one in which you would want24

to have the improver pay the fee for use of the25
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underlying patent.  You know, copyright has traditionally1

viewed fair use as basically a compulsory license with a2

royalty of zero.  And there is no necessary reason why it3

has to be that way.4

I mean, I think actually Judge Kozynski said,5

"You know what we should do?  We should never grant an6

injunction.  We should just always basically assess7

continuing royalties for infringement in the copyright8

context."  And so one could do that in patents.  I don't9

think you want to do it as a matter of course, but I10

think as early as in the '60s and even before the11

Scherers' work, they did conclude that compulsory12

licensing would, you know, sort at the margins, not have13

an adverse effect on innovation.14

The question is whether you can reliably15

identify situations where that would be appropriate and,16

you know, uphold the defense of fair use, or whether the17

cost of errors offset the benefits that that would bring.18

MR. COHEN:  I would like to weave our prospect19

theory into the discussion.  How would your theory deal20

with blocking as an issue?  How would it deal with some21

of the concerns that have been raised about the fair use22

suggestions?23

PROFESSOR KITCH:  Well, I think this is a useful24

enterprise.  I have long been troubled by the apparently25
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narrow scope of the experimental use exception in patent1

law.  And it seems to me that the structure of the2

statute suggests that you at least ought to be able to3

fully investigate your competitor's patented technology,4

which requires that you engage in infringement of a5

patent and that clearly ought to be all right.6

There is no reason why the infringement7

doctrines have to be as clear edged as they are and why8

you wouldn't invite the courts to consider more factors.9

It does relate to a general problem, which goes10

far beyond antitrust and patent law, which is the nature11

of U. S. judicial procedures and the costs of litigating12

in the courts, which affects the costs of enforcing13

patents, the costs of defending patents, the costs of14

arguing invalidity to courts.  I am of the view that our15

general procedures allow kind of far too much unfocused16

open discovery and various side paths into irrelevant17

issues and there isn't enough control.18

If that's the procedure you're going to have,19

then getting -- adding this new whole range of subjects20

seems to be more costly, but I could imagine a procedural21

system where the -- probably a procedural system I would22

prefer myself.23

I didn't understand the point about the24

essential facilities doctrine.  I assume the essential25
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facilities doctrine applies to patents, as to any1

tangible property, and that they should be treated the2

same.  Antitrust itself does have a problem exactly3

classifying what is an essential facility and it would4

have that problem in the case of patents.  But I assume5

the doctrine is fully applicable, not because IP is6

different, but because IP is the same.  So I don't7

understand why that illustration requires that we view IP8

differently.9

But there is certainly no reason that the patent10

law has to have exactly the same form tomorrow that it11

has today.  And questions about fine tuning the doctrine12

and so on seem to me should be welcomed by everyone,13

including patent lawyers, who, of course, want to make14

the system more socially useful.15

MR. COHEN:  I know Professor O'Rourke has to16

leave.  Do you have any final --17

PROFESSOR O'ROURKE:  No.  I was just going to18

say that what brought the essential facilities doctrine19

to mind I think was the Intergraph/Intel opinion of the20

Federal Circuit where, you know, they rejected just the21

essential facilities generally because they weren't in22

competition.  Intergraph and Intel weren't in23

competition.  I think that was the reason for it.24

But there was this dicta I think where they said25
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that basically -- what I thought they said was that you1

couldn't require -- exercising your patent rights could2

not be an antitrust violation, and so that's where I3

picked it up from.4

And what brought it to mind was with the whole5

software API thing, it just struck me a long time ago6

that one of the ways to treat those would have been under7

an essential facilities doctrine, because that's sort of8

what they are.  They are the gateway to the second9

market.  So that opens up a whole another set of problems10

because the Microsoft problems, to the extent you think11

it's a problem, wouldn't be solved, actually, by patent12

fair use.  It would have to be solved more along an13

antitrust line because the system specifications for14

connectivity are so complicated, and there are so many of15

them.  There are like 50,000 API calls in Windows.  There16

is just no way that you could rely on anything other than17

Microsoft's help to clone a system or to -- 18

MR. COHEN:  Turning a little bit to the prospect19

theory, I know one -- one issue that you -- is that --20

this sounds fine in theory, but there are a lot of21

practical impediments to somebody being able to develop22

prospects early on.  There are difficulties in23

identifying the right -- the right firms to license to,24

and to turn development over to.  There are a lot of25



109

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

transaction costs.  There may be differences in valuing1

the yet-to-be-developed subsequent innovations.  And all2

of this can stand in the way of successful prospect3

development.  Would you like to comment on that?4

PROFESSOR KITCH:  Yes, indeed.  There are5

transaction costs and -- for instance, to give the6

example of blocking patents.  Yes.  Patent owners are not7

always going to be able to agree.8

Licensing is a costly process.  But the fact9

that there are some cases of failure doesn't tell you how10

well the whole process works over all and its approach,11

as compared to some other approach.12

And my basic argument was that you're going to13

have a world of licensing with trade secrets and no14

patents, and you're going to have a world of licensing15

with trade secrets, patents and licensing and that's what16

you have to compare.  You're not going to get rid of the17

ability of firms to appropriate the value of technology18

through keeping information internally.  And it is and19

remains an important way in which firms exploit the value20

of their technology.21

If you have a trade-secrets-only regime, it22

makes it, I argue, much more difficult to enter into23

these transactions with patents.  I agree there are24

difficulties with patents, but the choices that are25
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actually on the table are to either have these1

institutions or not.  I mean, you have to look at the2

other alternatives on the table.3

I mean, if you're conceiving of some central4

management of allocation of technology rights by a5

centralized regulatory agency, you can put that proposal6

on the table and then we can discuss the ability of the7

centralized system to work.8

Some type of very strong industry trade9

associations.  I mean, where are we going -- where are we10

going to go?11

Now I was interested in the results of --12

comparing Japan and the United States, suggesting that13

there was a lot more communication between Japanese firms14

about their technologies than among firms in the United15

States.  And one question that occurs to me is, to what16

extent is that a consequence of a much different attitude17

towards antitrust enforcement in the United States and18

Japan.  We lawyers have worked very hard to educate all19

of our clients that basically don't talk to your20

competitors.  It just leads to trouble.  And it's the21

beginning of a price fixing suit, and so certainly the22

general counsel's office has tried to very much monitor23

and control the amount of communication going on between24

firms in the United States.25
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Well, I think one of the consequences of1

creating an environment of uneasy communication is on-2

the-ground executives get the message that -- just to3

avoid that trouble.  Don't do it.  And some -- it's4

actually social -- socially useful communication may be5

lost.6

PROFESSOR O'ROURKE:  May I just ask a question?7

MR. COHEN:  Go ahead.8

PROFESSOR O'ROURKE:  Thank you.  My question9

was, does the prospect area work better for some10

industries than others?  Because I'm thinking of the ones11

where there are -- cross-licensing arrangements are sort12

of standard in the industry.  Because I know at IBM, and13

this may be -- it may not be, actually true.  But the14

story always was that IBM was first to patent the risk15

technology.  And they sat on it and they sat on it16

because they wanted to protect the high-end mainframes17

where they were making all their money.  And apparently18

somebody forgot that they had these cross-licensing19

arrangements with the entire industry and so HP -- or I20

guess Sun came out with a risk machine before IBM.21

So I guess my question would be, it seems like22

prospect works well where there is a lot of cross-23

licensing in the industry.  But when there isn't, you24

sort of run the risk that the firm actually -- they can25
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block rivals and also they can -- they're inactive1

themselves on developing the technology.2

PROFESSOR KITCH:  Well I don't know what works,3

but it certainly -- you seem to be able to come up with4

pertinent on-the-ground examples of this process as being5

more central in some industries than others.  But the6

legal system faces a very basic choice as to whether to7

try to create a framework which is not industry-specific8

and is not technology-specific, or whether you try to go9

through and create a kind of industry-by-industry,10

technology-by-technology set of rules.11

And I would argue that one of the great12

successes of the patent system has been to choose13

generalized principles over context specific rules.  And14

the great advantage of it is that, one, it reduces kind15

of industry specific lobbying, rent seeking, by trying to16

get -- I want better rules for pharmaceuticals because17

that's human health and that's important, than they get18

over there in electronics, because that's just tools, or19

-- I mean, it can go on endlessly.20

And really more important is that the framework21

doesn't have to anticipate shifts in the technological22

opportunities, and changes in sort of the technological23

possibilities in the future.  So the outsider who shows24

up with an idea contrary to conventional wisdom and25
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understanding can get a hearing in the patent system1

based on the general principles, without having to fit2

into sort of -- sort of industry-specific tailored rules.3

So, although I think for purposes of economic4

understanding, it's probably -- it's quite useful to sort5

of get down at the industry level and try to understand6

the range of variations, I think it would be a major7

shift in historic practice to try and start taking it at8

the -- at the structure level, an industry-by-industry9

approach and it has a lot of obvious negative problems as10

you go down the road.11

Now we see a little of it.  There is that12

exception for surgical/medical techniques that has gotten13

into the patent statute.  And the drug industry has14

gotten these special extension procedures for their15

patent terms.  And it could be the way the patent system16

would go in the next 100 years.  I tend to think that17

that's not a road to go down.18

PROFESSOR COHEN:  Regarding just a couple of19

small points.  One, we actually have data on, if you20

will, the informal communication across firms in Japan21

and the U.S.  They're not that different, in fact,22

notwithstanding a stronger emphasis on antitrust for the23

U.S.  In fact, Eric Von Hipple, some years ago, carefully24

documented how much informal know-how trading goes on25
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under the radar of top management, and attorneys, and so1

on, and -- quite consistent with his earlier findings.2

Number two, I want to -- on that broader point,3

economists have long been concerned with the expected --4

the anti-market power due to -- hence, not just the fact5

of a reward for invention.  In fact, you cite Levin. 6

Well distinguish -- and the survey distinguished between7

the need for a measurement that reflects on past8

effectiveness and experience, and you have to do that. 9

You need something that happened as the subject of10

measurement, versus the more theoretical conception and,11

indeed Levit, and I, and folks well before that are in12

print talking about the importance of patents as13

conferring "X" anti-market power that is before the fact14

of innovation, and as an inducement to the future15

innovation.  That's absolutely essential to the way16

economists have thought about it.  And like you, I think17

that's very important and that's where really patents18

have their force.19

MR. COHEN:  Okay.  We've run a little bit over. 20

I'd like to get just one more question out.  It takes us21

all the way back to our very first slide.  We've been22

talking a little bit about the overlap between a first23

generation and a second generation of innovation.  The24

first slide, I think, suggested something that there25
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could be some overlaps in innovation between industries. 1

I think Jim talked a little bit about the -- the flow of2

social benefits from one industry to another.  And I3

wondered if that leads you to make any comments about the4

way we've dealt with some antitrust principles at times,5

when we've tended to look at both harms and benefits only6

within a single market.7

MR. LANGENFELD:  Yes.  I have strong views about8

this and I had strong views back when I was at the FTC. 9

I can't say the FTC always agreed with me, but I always10

was willing to share those --11

I think one example to keep this focused, the12

FTC has expressed interest in taking consents in certain13

drug cases recently, between agreements, for example, on14

where one firm has the intellectual property right and15

there is a disagreement.  Commissioner Leary and I were16

on a panel awhile ago where we had some discussions about17

this. 18

I think one thing that's a problem with19

antitrust that handicaps -- that creates a real problem20

here in the area where intellectual property patents are21

an issue, if you think about it in terms of an agreement22

between a generic and a branded firm, making agreement to23

perhaps keep the branded firm off a branded firm's24

product, the generic firm's products off the market for a25
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period of time -- litigation be resolved.  And obviously1

there has been a lot of -- a lot of investigation of that2

still at the FTC.3

If you take a very narrow view about what the4

dynamics of competition are, you might just look at that5

single product and do a completely short-run -- a short-6

run analysis.  The longer -- the longer damage to7

competition, and I think that Ed and I would actually8

probably agree with this -- on this point, is that -- is9

that you're reducing the incentive of firms to come up10

with new innovations that are patented, particularly in11

the drug industry.12

And if you're thinking in terms of what is the13

tradeoff, what are the efficiencies from trying to14

negotiate these type of -- these type or any type of15

agreement where there is a patent litigation pending, you16

really have to think in terms of going beyond that one17

product, whatever that -- whatever that market definition18

is, because the benefits of that type of negotiation,19

whether it's a license or whether it goes to the type of20

deals that the FTC is investigating, the real benefits to21

society is from the longer run competition, coming out22

with the next new product.23

If it turns out that there are restrictions that24

are placed on firms either cross-licensing or doing any25
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other type of agreement while there is a patent dispute1

going on, without taking into account the long-run2

benefits that settling that might mean for the next3

generation of products that are coming out, that may not4

even -- it may not even be with the relevant market, I5

think you're taking way too narrow -- way too narrow a6

view.7

And so that's another way in which I believe8

very firmly that -- that looking at some of the typical9

antitrust analyses, dealing with tangible property, with10

tangible businesses, really to the extent that makes11

sense and it may or may not make sense, but to the extent12

that makes sense in the -- in the tangible markets, it13

really doesn't make any sense to have a narrow focus or14

an efficiency defense limited to the specific set of15

antitrust -- to a specific antitrust market.  You're just16

always going to get more.17

MR. COHEN:  Okay.  I'd like to thank our18

panelists.  They did just an outstanding job.  You've19

laid some important foundations, I think, in this session20

and many of the topics which have come up are going to be21

topics which will be explored in greater depth as we go22

forward with the hearings.  But I think we've made, you23

know, an excellent start this morning.24

Thank you.25
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(Applause.)1

(Time Noted:  12:45 p.m.)2

-     -     -     -     -3
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A F T E R N O O N  S E S S I O N1

(2:02 p.m.)2

-     -     -     -    -3

MS. DESANTI:  I think we saw this morning that4

that's a pretty tough goal to meet and it's really hard5

for people to resist getting into the nitty-gritty of6

these difficult and fascinating issues and making it all7

too abstract.  I think you'll see some of that same8

phenomenon this afternoon when we're asking about the9

relationship between competition and innovation.10

Early work in this area asked some fundamental11

questions about whether innovation is more likely in the12

presence of monopoly or competition.  However, as our13

speakers are going to quickly make apparent, the issues14

are much more complex than that simple question suggests15

and they are prepared to educate us about some of the16

complexities at hand.17

We're going to have basically two groupings this18

afternoon.  We'll begin with presentations and a19

discussion panel that focuses on the relationship between20

competition and innovation, but that also brings in how21

intellectual property, patents in particular, can affect22

competitive dynamics and, thereby, innovative23

competition.24

We'll have a short break after that.  Then we25
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will broaden the discussion with presentations on the1

role of networks and network competition, and the2

particular issues for innovation and intellectual3

property that may arise in a network setting, including4

the particular issues that patents may pose.  And we have5

different perspectives represented, so we can expect a6

lively discussion there.7

I'm going to warn you ahead of time that despite8

the note that this panel is supposed to end at 4:30, I9

have some sense that it may go over some.  So feel free,10

if your schedule requires you to leave earlier -- and I11

know Janusz Ordover is going to have to leave us early. 12

But don't be surprised if it goes somewhat longer.13

We're going to begin with a presentation by Phil14

Nelson.  He is a principal at Economists Inc.  He, too,15

has been a public servant, as some of our panelists this16

morning.  He was Assistant Director for Competition17

Analysis here at the FTC.  Now in the private sector, he18

examines, among other things, the competitiveness of the19

conduct of intellectual property holders.20

Phil.21

-     -     -     -     -22
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 MR. NELSON:  Well I was asked to get the ball1

rolling by doing sort of a quick overview of the2

economics literature that relates to market structure and3

innovation.  And a good starting place is to talk a4

little bit about Joseph Schumpeter.  Talking about these5

relationships without, at least, mentioning him a little6

bit is -- he says in his book, actually in a different7

context, it would be a little bit like talking about8

Hamlet without mentioning the Danish Prince.9

And so to come -- to give you a little sort of10

graphical view of some of Schumpeter's ideas, I concocted11

a simple numerical example of a market which has sales of12

about $1 million and hypothesized that there is a five13

percent static loss, so that you can see the red line or14

pinkish line at $50,000.  The monopolist takes over. 15

There's a static loss of $50,000 a year.16

But because the monopolist might be more17

dynamically efficient, passing on cost savings at the18

tune of one percent a year, but that compounds because it19

is really a growth rate, so the first year the monopoly20

contributes $10,000 in savings, because one percent of $121

million is $10,000.  And then if he continues to shed22

costs at one percent a year, I take one percent of23

$990,000 the next year and so on.  You then get a -- the24

line that is the yellow line.25
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And then if you adjust for the static loss, you1

get sort of the greenish line that is below the yellow2

line.  And parallel, and you can see it about the 2004,3

on an annual basis, the dynamic growth has gotten such4

that you're better off with a monopolist in that year,5

but on a cumulative basis, you get the sort of curved6

line that crosses at about 2000 -- 2009.7

And so it shows that, you know, a one percent8

dynamic cost saving could, you know, catch up with an --9

then from 2009 on, be a substantially preferable world10

than one that is competitive and doesn't have that11

dynamic growth or cost saving aspect.12

And that is, to some extent, the heart of what13

some people call the Schumpeterian Hypothesis, that14

you're better off in a world of creative destruction,15

where you have dynamic large firms.  And he went through16

various arguments to explain why large firms might, in17

fact, be better platforms for innovation and dynamic18

change.19

But that's not the only relationship.  We're20

going to talk about that in a second.  Other21

relationships I'm going to talk about is obviously22

innovation itself is going to feedback and affect market23

structure.  And then near the end I will talk about a --24

what I sometimes call the Yale literature and I coded25
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this blue to continue the Yale discussion from the1

morning session, since I was a student of Nelson Winter2

and Rick Levin. 3

But to talk about there might be underlying4

characteristics in market, like innovative opportunities5

and the appropriability of innovations that might6

simultaneously affect concentration and that7

characteristic of the market, as well as shaping how much8

innovation you observe.  And that is where we are going9

to progress.10

But I thought at the start we would talk a11

little bit about the Schumpeterian Hypothesis and the12

support for it.  I have two slides on the theory and13

these are basically pulled out of various literature. 14

You'll see a lot of it going, you know, back in F. M.15

Scherer and Ross' revision of the original Scherer16

textbook.  But some of those points are there, but they17

are scattered throughout the literature.  And they point18

out that there is some, at least, theoretical reasons for19

believing that large firms might be better platforms for20

innovative activity. 21

First, the larger scale firm will benefit more,22

so there is more -- you know, if you're going to spend23

some money in R&D, if you're going to get more gains, the24

thought was the large firms, since they have a larger25
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output and if you, for example, have a -- the R&D is1

going to lower your production costs by some fixed2

percentage, you're going to capture more total gains and3

thus it might be worth more to you to undertake the R&D.4

Richard Nelson and also Arrow, actually, in '625

talked about the second one, which is, if you have a6

diversified business that might be in multiple markets,7

since research and development is somewhat random, you8

may have a better chance of gaining from your research9

and development effort if you have this diversified10

portfolio of business activities, which larger firms are11

more likely to have.12

Third, large firms might be able to support a13

bigger portfolio of research and development efforts,14

meaning that they may take two or three tacks at solving15

a given problem and because they have the funding and the16

wherewithal to do that, their research effort might be17

less risky and they might have a bigger payoff as a18

result.19

Another -- another thought that has been out20

there is large firms have scale advantages in the R&D21

process.  For certain types of research and development22

efforts at least, you would like to have a big, you know,23

research lab, and that's a fixed cost and a large firm24

may be in a better position to -- to fund and support25
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that type of fixed cost.1

Larger -- another point is that larger firms may2

be in a better position to finance large-scale R&D3

efforts.  That was actually in Schumpeter's original4

book, but it has triggered a stream of research that5

tries to really profitability to research and development6

efforts and look at lag structures and you see some --7

some support for that, with small lag structures, but8

other people have come up with contrary results.9

Then you also have the fact that -- you know,10

you come up with the innovation, but you've got to get it11

to market to get some money.  And so there was some12

people that were suggesting large firms were better13

positioned to do research and development because when14

they came up with something, they were better -- in a15

better position to market it.  And so there -- there is a16

thought like that.17

And one of the connections that some of these18

later panels may be talking about are network effects and19

first-mover advantages, and we'll talk about that.  But20

if you can market your innovation quickly, take advantage21

of the first-mover effect, and then get yourself to be22

the accepted network, you may be in a better position and23

if large firms could do that, they might have an24

incentive -- stronger incentive to innovate.25



126

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

But the -- in addition to these sort of1

theoretical points and many of them are contested and2

people will say, their markets work.  You can license3

your technology to others.  But to the extent there are4

market imperfections, some of these theories, you know,5

are based on, I guess, an implicit assumption of market6

imperfections.7

But there is also theoretical research that goes8

contrary to the Schumpeterian Hypothesis and I think9

you're going to hear some people talking a little bit10

about that.  But early theoretical models by Arrow and11

then later ones that use Corno or Bertran, more formal12

game theories show that, at least in some market13

environments, a competitive firm, an entrant is more14

likely to have an incentive to innovate than a15

monopolist.16

So the theoretical work that you've got is17

cutting both ways, even before you get to sort of more18

behavioral economic theories, which the last bullet on19

this page is trying to capture, which is the notion that20

large firms may be more bureaucratic and it may be harder21

for them to manage an innovative research lab.  Or,22

alternatively, there is literature that's out there that23

suggest monopoly power makes monopolists lazy and they24

may take some of their monopoly rents through not being25
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as aggressive competitors.  But even before you get to1

that, you have somewhat more formal models.2

And so what does the empirical data say, given3

that you have these cross currents in the theoretical4

literature.  There were some early studies that were5

looking at measures like concentration in Herfindahl6

industries, for firm concentration ratios, and research7

and development often proxied by things like R&D to sales8

ratios, inputs into the R&D process.  Other ones started9

to try to use sort of -- some sort of measure of patents,10

or some sort of measure of output of the R&D process. 11

But, you know, measuring those things, some of them12

looked at the size of the firm, as opposed to13

concentration.14

And if you look at the literature reviews that15

are out there and, again, the Scherer textbook, while it16

is dated, has a fair amount of this early literature in17

it, you see that there is -- they were finding that18

higher concentrated markets tended to have more research19

and development to sales or some measure of innovative20

activity.  But there are contrary studies even to that.21

And then it was a little bit less consistent with respect22

to firm size, but again some people found that23

relationship and other people didn't.24

Now Scherer sort of started to argue that there25
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might be a non-linear relationship, that a little bit of1

concentration would lead to more research and2

development, or more innovative activity, but at some3

point the monopoly power element would take over, and4

then you'd start to see a decline in innovative efforts. 5

So he had sort of a curved upside down "U" as sort of6

what he was expecting.  And there is, again, some7

empirical literature supporting that perspective which,8

again, would be contrary to at least the simplistic9

version of Schumpeter, although Schumpeter was in quotes10

earlier and is even here in quotes, because he means11

different things to different people and you've sort of12

got to control for that.13

But these early studies did not have14

particularly great data sets.  They didn't use15

particularly sophisticated modeling.  And there are many16

ways that a modern economitrician might go after them. 17

And so -- so I'm not sure that one wants to take many of18

them to the bank.19

And interesting enough, there were a series of20

case studies.  One of the most famous sort of sets is by21

Jewks, Sawyers and Stillerman.  That's an older one, but22

they -- they were looking at sort of specific innovations23

and they were observing that large numbers of significant24

innovations came from small firms, which would be, again,25
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contrary to Schumpeter.1

One thing I thought would be helpful is to go to2

some of the data out there to see where -- you know,3

where the funding is coming from for R&D, and the4

previous edition of the economic report of the President5

-- a new one should be out momentarily -- but had this6

chart that I borrowed from it.  It's based on NSF data. 7

But you can see that the largest firms in the blue do do8

a fair chunk of it, but -- this is in terms of employees. 9

But you can see, and this is the point the economic10

report was trying to use with this chart, is you can see11

the smaller guys, and especially the ones in the green,12

are growing within -- in this period.13

Now one of the things that others may want to14

talk about is whether this is an anomaly of the last15

several years, where you -- you had particular types of,16

you know, dot-coms and other small companies that were17

really starting up, and whether this was, you know, just18

a peculiarity of this five-year period, or whether it is19

longer term.  But in any case you can see, at least20

during some periods of time, the small guys were growing21

and doing more of the research and development.22

But the other sort of line of empirical work23

that we're going to come to and talk about a little bit24

later that uses more of modern data sets, and you see the25
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name Levin there, and he -- Levin offers us some of this1

data that Yale got, and then they also used a lot of2

business data and marry the two together.  They start to3

try to build simultaneous equation models, do4

sophisticated modern econometrics.  And they start to5

come up with a notion that is the prelude to where we are6

actually going to end up that, well, Schumpeter had many7

insights, but you've really got to think about this as a8

complicated set of simultaneous equations and think about9

whether there are -- are root structural characteristics10

of markets, like the technical opportunities and11

appropriability conditions that are driving12

simultaneously the evolution of the market towards a13

given -- let's say Herfindahl level of concentration, and14

then also driving the market's innovative activity, and15

then there can be interactions between those.  And they16

do a yeoman's effort to try to estimate it, although17

they, I'm sure, would recognize, as everybody else, that18

while they have better data than their predecessors, the19

data still leaves something to be desired.20

So the -- but, nonetheless, Symeonidis, who in21

'96 did a sort of literature review, came to the22

conclusion that recent empirical work is moving you in23

this direction.  But what I'm telling you is at least24

it's not sort of a slam-dunk conclusion in terms of, you25
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know, the -- that the results are absolutely definitive.1

Now turning quickly to innovation can effect2

market structure, I mean, this is what you've been3

hearing about.  You've got the patent protection and4

trade secrets.  You know, innovators can be insulated. 5

That will obviously affect concentration.6

What a lot of the other people are going to be7

talking about is -- and you heard a little bit from Wes8

Cohen and the others this morning, about other aspects of9

industries insulating people with intellectual property10

rights.  And so people like Rick Levin were saying -- 11

have done studies that show that even if it's an12

unpatented item, there are going to be some substantial13

costs for people coming in and replicating it.  And so14

even without a patent system, there could be some15

protection there that would give a first-mover an16

advantage.17

Now innovation may also reduce concentration. 18

That is probably self-explanatory, particularly to the19

antitrusters in the group.  Because, you know, when you20

-- innovation can help support entry and there have been21

economic studies that have shown how when there are new22

products that are being introduced in particular, you get23

more entry than you get exit, and it has a24

deconcentrating effect.  Nothing that's too surprising. 25
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And so you -- and you have studies that sort of follow up1

on that.2

But the -- I talked about this a second ago. 3

You've got this market concentration and innovation may4

be simultaneously shaped by fundamental market5

characteristics.  And it was even creeping into the6

literature, you know, five - ten years ago, but it's --7

it's out there and you can see major inter-industry8

differences, as we were hearing this morning, between,9

you know, the characteristics of the industry.  So10

finding one very simple Schumpeterian relationship or11

something like that would be quite surprising.12

And so one of the things I thought I would spend13

a little time is just giving you a little flavor of this14

variation.  Historically, a lot of the R&D expenditures15

have been in the manufacturing sector, but I think that16

it may have shifted downward, looking at some of the time17

series -- but it's still substantial.  Within the18

manufacturing sector, it breaks out.19

Now one thing that you'll see is pharmaceuticals20

-- everybody thinks of them as being a lot of research21

and development and they are non-trivial, but there is a22

lot over in the computers, which are -- that sector is23

going to include all sorts of, you know, chips and things24

like that.  You get a more -- and this is just a25
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percentage of all R&D dollars that are in these different1

sectors.2

If you divide things by their sales, you get3

more what you expect.  You can see pharmaceuticals, as4

was sort of alluded to this morning as very different, a5

lot more, you know, of your relationship to your sales6

level, a lot more R&D dollars are going into7

pharmaceuticals, but again you can see quite a bit of8

variation.9

The economic literature that's sort of been10

built up has come to sort of some ideas of what -- what11

these variations are, and what variations might be12

significant.  And very quickly, you know, R&D is not a13

homogeneous good.  There are different types.  People14

talk about product innovation versus process innovation. 15

Process is lowering the cost of production, something of16

that type of change.  Product is coming up with a new17

product.18

But you also have basic innovation versus19

applied, you know, R&D expenditures.  I mean, that's20

another big difference.  And you see funding differences21

and sources of where these things are coming through that22

vary quite a bit across the type of R&D and they are23

going to vary across industry, too.24

The cost of R&D is going to vary.  In some25
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industries you need that big lab;  other industries, you1

don't.  I mean, so that the -- the structure of the cost2

and how much it costs to do it is going to vary.3

Funding sources vary.  In some sectors, the4

government is important, not just as far as, say, like in5

military R&D they're bigger.  In other sectors and in6

most sectors, though, it's private funding.7

The risk is going to vary from sector to sector,8

but it's also going to vary over the innovation cycle. 9

As you get further along, things become clearer, perhaps,10

and so different types of firms are going to be better11

positioned to handle the innovative activity at different12

stages of the innovation process.13

You've got technical opportunity varies.  What's14

gone before, what's passed is prologue in the world of15

innovation.  So that you can have the ability to make a16

breakthrough, depending on what point in time you're17

talking, but that's also going to vary across industries18

just because of the nature of the technologies and what19

people have been doing in the different industries.20

Complementary technologies vary.  We were21

hearing a little bit of this this morning about needing a22

whole set of maybe thousands of patents to really get to23

market.  So in some markets, that's going to be24

important.  In other markets, you're going to have the25
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ability to go forward maybe with your one innovation.1

Industry interfaces are going to vary.  In a lot2

of industries, the innovation is done by some vertically3

removed level, an input supplier, who then is supplying4

to somebody that supplies the consumer product or is5

downstream, and you need to have coordination with that6

downstream supplier to get your innovation to market, and7

that's going to vary from industry to industry.8

The technical challenges are going to differ. 9

And they are, again, going to vary over the life of the10

innovation. 11

And then appropriability conditions are going to12

vary because of the first-mover advantages or other13

things that are characterizing the industry.14

And so, given all these, you know, work that's15

been done, you know, it's clear that it's a really16

complicated problem because there are all sorts of17

endogenous variables that are related.  You're going to18

need to control for exogenous changes in demand over time19

if you're doing time series data.  So you have one set of20

problems if you're trying to go cross-sectionally, across21

industries.  You have a whole set of different challenges22

if you're going across time, which makes it very hard to23

do.  And while it is easy to criticize what's gone24

before, you know, there has been much to learn -- that25
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has been learned as sort of those -- and ideas of what's1

important.2

And so, you know, the conclusion of where we are3

today I would say is that there is no simple4

relationship, despite those early efforts to track down5

the Schumpeterian Hypothesis.  But, nonetheless, you6

know, we know a fair amount about the fundamental7

economic relationships that underlie innovation.8

So I'll turn it over to the next speaker.9

MS. DESANTI:  Thank you, very much, Phil.  That10

was a sufficiently daunting introduction to this.  11

(Time Noted:  2:27 p.m.)12
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 MS. DESANTI:  Our next speaker is Shane1

Greenstein.  He's a professor at the Kellogg School of2

Management in Northwestern University.  His research3

focuses on the economics of high technology, and this4

year he co-edited a book entitled Communications Policy5

in Transition:  The Internet and Beyond.6

Shane.7

PROFESSOR GREENSTEIN:  First of all, I want to8

thank the FTC for giving me the opportunity to speak. 9

And before we start, I need to say I don't have any10

financial interest in any present or pending antitrust11

case, nor any recent ones, either.12

I have written remarks, if somebody would like a13

copy with the footnotes and so on.14

So a central question motivates the literature15

I'll discuss now.  Do large firms with market power16

deserve special scrutiny in markets characterized by17

robust innovative activity?18

This question motivates a lot of recent19

thinking, as well as very -- very old thinking about the20

relationship between market structure and innovative21

activity.  And I was asked to provide a brief synopsis of22

the recent literature in particular and how it relates to23

the traditional literature, and so that's what I'm going24

to do.25
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Let me foreshadow my main message.  Public1

policy should distinguish between environments where an2

intellectual property is effective and where it is not. 3

And particularly where it is not, competition policy has4

to be concerned when a dominant firm uses non-innovative5

tactics to move the locus of competitive behavior away6

from innovative activity.7

Okay.  So what's the setting?  Well, first of8

all, the economic benefits from commercializing9

technology are essential for modern economic growth.  And10

successful commercial innovation enhances welfare,11

especially when it leads to lower prices and new12

services, even when both threaten the established order13

of business.14

In these kinds of markets, they are15

characterized by a great deal of uncertainty, both in the16

business environment and in the technical environment. 17

And as a consequence, most experts will have differing18

market forecasts and views about the best commercial19

options.  Hence, it's difficult to evaluate competitive20

behavior and especially in a market structure that's21

potentially ephemeral.22

Altogether, it's a pretty cautious setting for23

competition policy.  The topic is important to be sure,24

but you have to begin from a relatively humble position. 25
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And to be sure it's not the same as forbearance, but1

that's -- when you start from that position, at the end2

of the day there is one minimal principle that arises,3

and that is competition policy can seek robust commercial4

experimentation and encourage multiple commercial5

visions, even for innovations with modest probabilities6

of succeeding.7

That conclusion arises because in these sorts of8

markets even failures are useful.  One innovation might9

fail, but in failing they teach others who are working on10

their own innovations.  If eventually the original11

failure leads to commercial success, then the benefits12

from an informative failure can easily exceed the13

foregone spent resources and often by orders of14

magnitude.15

Hence, commercial failures should not be thought16

of as an obvious waste of resources, the recent17

experience with dot-bombs notwithstanding.  Still that18

doesn't get us very far, I'm told.  There have been a lot19

of studies of the key question.20

There is a traditional approach to the central21

question and it concludes that monopolies deserve special22

scrutiny.  There is a lot of literature here.  Let me23

just be very brief.24

The concern arises because monopolies may have25
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low incentives to innovate, and the intuition behind this1

concern arises if you compare an inventor selling an2

invention to a monopolist and you compare that with an3

inventor selling into an industry with competitive4

supply, where otherwise things are equal.5

The monopolist will be concerned about the6

cannibalization of monopoly rents he enjoys today,7

whereas the competitive firms will not be.  And according8

to this argument, firms with market power do not spend as9

much on innovative activity.  And in line with extension,10

some arguments in the same spirit, you can also show11

monopolists do not commercialize innovations as quickly.12

A contrasting and I would call a traditional13

approach focuses on monopolists' use of innovative14

activity to preserve their present position.  In this15

view, a forward-looking monopolist, identifying a threat16

from an entrant, who can credibly buy the invention,17

will, in fact, innovate robustly, or theoretically.18

In general, an incumbent monopolist has more to19

lose from falling from a position of monopoly than any20

new entrant will have to gain from entering, and so21

monopolist incentives are actually higher in that vision.22

Many researchers have held up these two views as23

directly contradictory.  And I think -- first of all, let24

me venture an opinion.  I think, actually, it's more25
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insightful to characterize a lot of these differences as1

different hypothetical scenarios.  To see this, consider2

melding together the two contrasting views, in something3

of a semantic shift.  So consider a vertically4

differentiated product market and let an inventor sell a5

qualitatively better product into one of three market6

structures -- one where you have a protected monopolist,7

who has sole control over the output market, another8

where you have a threatened monopolist who anticipates9

entry, and another where you have competitive industry.10

In that setting, the protected monopolist11

obviously has lower incentives to innovate due to12

cannibalization concerns by the traditional argument. 13

Then the interesting question is, what about the14

incentives for the threatened monopolist and the inventor15

in the competitive market.  Well, it's a long argument so16

I'm not going to do it here, but I can give you citations17

if you'd like.18

The general answer is it turns out the19

incentives don't differ much between the two -- the20

threatened monopolist and the competitive market.21

Now that gets you somewhere, but overall I don't22

think these insights lead to very satisfactory guidance23

for competition policy.  On the one hand, they suggest24

that competition policy should prevent firms from -- with25
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market power from protecting themselves from threats. 1

While this insight is in line with some of the spirit of2

antitrust law, it's also impractical in practice.  Policy3

makers are required by this sort of line of thinking to4

find information about, (a) the presence of monopoly, (b)5

the potential for another entrant, (c) the incumbent's6

calculations about the threat from an innovative entrant. 7

And these are just -- you know, when you put them into8

practice, they are just awkward and it's actually quite9

difficult to do.10

Okay.  Now recent thinking in this line has11

begun to reframe the central question, particularly as it12

applies to large firms and that's where I'm going to13

spend most of my time now.14

But the foundations for the recent thinking15

presumes we live in a world of widely-distributed16

technical knowledge, where many small firms have access17

to some, if not all, of the technical assets necessary18

for inventive activities.19

In addition, commercializing those inventions20

involves use of real assets from both disinterested21

parties, such as venture capitalists, and deeply22

interested parties, such as incumbent firms.  Entrants23

must incur entry costs to compete with entrants or,24

alternatively, make deals with them.25
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The crucial point in the new thinking is that1

each of these choices requires distinctly different2

investments.  And actually, in practice, most small3

firms, if you talk to them, will tell you that they will4

treat these as mutually exclusive decisions.5

This approach to thinking about innovation leads6

you to two questions right away.  First, if the two7

parties cooperate, do the incumbents have assets that8

significantly raise the value of the invention in its9

commercial form?10

Second -- oh, sorry.  And as it turns out, I11

should say, policy arises in markets where incumbents'12

assets are typically valuable, which is to say, most13

innovative markets.14

Second, and then the especially crucial, if two15

parties compete, can entrants effectively exclude the16

incumbent from imitating their invention?  Most markets17

lie between two extreme situations, those where entrants18

can exclude imitation by an incumbent or somebody else,19

and those where they can't.  Now, to be sure, the20

effectiveness of intellectual property in a particular21

patent law plays a key role in which situation arises,22

and so that's going to be an important insight we'll come23

back to.24

When an inventor can exclude imitation, then25
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markets for tradeable technologies arise.  And this is1

one of the biggest developments in this literature in the2

last ten years.  The plain fact is, there is an actually3

rather enormous market for licensing joint ventures and4

inventors tend to cooperate with incumbents holding5

valuable assets.  Sometimes these deals raise value for6

everyone and sometimes these deals are exclusive.  You7

know, in general, it's just hard to say.8

The large point in the investigation so far is9

to recognize that inventors tend to act as a source of10

ideas, but they don't tend to overturn market leadership. 11

So, for example, if you look at the biotechnology12

pharmaceutical industry today, this is what tends to13

happen, and also, as a matter of fact, in many chemical14

markets.15

Now, in contrast, consider a situation where16

entrants cannot exclude imitation, particularly by17

incumbents.  In those environments, incumbent strategies18

towards bartering with inventors for deals for technology19

turn out to strongly shape the incentives to innovate in20

the first place, by both the incumbent and the entrant.21

Now, knowing this, what happens is large22

incumbent firms can and do use their bargaining process23

to change the incentives of the small.  Incumbents can24

and do take actions designed to increase or diminish an25
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entrant's incentive to compete, build their own business,1

or choose among those options.2

Now it's important to understand that the3

literature has pointed out there is a wide range of4

economic behavior that arises during bargaining and so5

I'm not going to pick on anyone in particular in this6

case.  I just want to give you illustrative examples.7

So, on the one hand, some large firms have8

developed a reputation for not walking away from9

potential deals with proprietary information.  So for10

some years now, Cisco maintains strict policies.  So, for11

example, Cisco has maintained strict policies about when12

it would buy a firm and for how much.  Such13

predictability had a large influence on venture14

capitalists and small inventive firms that viewed Cisco15

as a potential partner.  And Cisco's policies certainly16

altered inventor entrant incentives to develop products,17

even when Cisco was the target buyer.18

Now, to be sure, the late '90s would have19

witnessed much innovation in communication equipment20

markets under any scenario.  But I don't think anyone21

doubts that Cisco's actions induced a lot of small firm22

entry on the margin, much of it favorable to Cisco, I23

might add.24

Now on the other hand, negotiations can also be25
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confrontational and certainly that matters also.  So, as1

an example, it is well known that in the Spring of 19952

Microsoft threatened to withdraw API support from3

Netscape, if Netscape refused their cooperative deal. 4

Now even though API information was readily given to5

others, it was well understood by all parties that this6

was one of several carrots and sticks for eliciting7

cooperation.  And Microsoft typically offered such8

carrots and sticks to small firms.9

It was also understood by everyone that10

withdrawing API support would slow down the pace of11

innovative activity in Netscape temporarily and delay the12

introduction of new features to Netscape's products.13

Now notice what the recent thinking is doing. 14

It's widening the scope of the analysis.  At the same15

time, it's providing a lot more nuance about innovative16

behavior.17

Okay.  Well let me cut to the chase.  There is a18

lot of literature here that I'm summarizing quickly and I19

can give you references if you like.  But, you know, what20

are the implications that are coming out of the recent21

thinking?22

First of all, recent thinking is focusing23

competition policy questions in a particular direction. 24

For policy purposes, this view requires information about25
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both structure and conduct.  It first asks whether1

conditions exist so that a smoothly-operating market for2

technology can arise easily.3

If not, it then asks whether incumbents have4

access to a wide arsenal of strategic tactics during5

bargaining and whether these tactics have consequences6

for innovation.  This view suggests that policy should7

encourage the use of intellectual property in the service8

of making technology markets work smoothly, particularly9

when incumbent assets are valuable.  That raises welfare10

for all parties involved.11

At the same time, it also raises questions about12

the competitive tactics of powerful firms in particular13

environments where intellectual property is weak.  And,14

finally -- and notice it suggests that the two situations15

are closely linked.16

Okay.  So now back to the main question.  Does17

this recent thinking suggest that incumbent firms deserve18

special scrutiny?  And the answer, I think so far, is19

yes.  But to be fair, the thinking is not fully worked20

out.21

So let me illustrate with a modest proposal22

motivated by recent thinking and then we'll take it from23

there.  Recent thinking would suggest a three-part test24

for one kind of action.25
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First, does the incumbent firm possess market1

power and use it when bargaining with entrants?2

Second, are the scrutinized tactics closely3

affiliated with non-innovative behavior?4

And, third, is there a rational -- a rationale,5

excuse me -- under which this action is in users'6

interests?7

So let me illustrate the test with an example8

and this time I really am going to pick on Microsoft,9

just to get the point across.  The point, however, is10

broader than this particular example and you should take11

it as a broad point, not a specific one.12

So in the PC industry in 1995, the OEM -- the13

original equipment manufacturers -- in this case, Dell,14

Compaq, Gateway, and so on -- they served as both the15

assembler and distributor for many users.  The dominant16

upstream supplier of operating systems insisted on17

restrictions in its contracts with the OEMs that, in18

effect, foreclosed placing logos on the desktop from19

other applications which were visible when users opened20

the box.21

These so-called first screen restrictions on the22

out-of-the-box experience were in Microsoft's interest,23

to be sure.  However, by the three-part test, they look24

like anti-competitive actions.  The market power test was25
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satisfied.  If there had been effective competitive1

alternatives for PC operating systems, then exclusivity2

like this would not have been at all worrisome.  The end3

users, hypothetically, alter their purchasing decisions4

regarding OEMs, if they cared to.  However, in this case5

there was no serious alternative competitive choice to6

mitigate the -- and Apple's recent comeback7

notwithstanding.8

The test about non-innovative tactics was also9

satisfied.  The contract clause had little consequence10

for innovation at Microsoft.  Notice that if it had, then11

one might be concerned about trading off different12

innovation incentives and I'll get to that point more13

deeply in a moment. 14

That said, this clause certainly did have15

consequence for other firms' innovative behavior by16

raising distribution costs to application firms.  It also17

became the source of considerable ire at OEMs because it18

prevented them from developing OEM-specific help screens19

and tools for reducing after-sale service expenses.20

Finally, the user's interest -- user interest21

test was satisfied because the contracting costs22

encumbered user choice without any large gain.  Indeed,23

I'd go even further and say it violated that minimum24

principle of fostering robust commercial experimentation.25
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 Okay.  So according to this test then, these1

contract restrictions were anti-competitive in the sense2

that non-innovative tactics diminished innovative3

behavior.  And more to the point, it suggested that only4

minimal contracting restrictions were appropriate in the5

setting, the idea being that once the product leaves6

Redmond, it's actually in society's interest to make sure7

that Redmond cannot protect itself from the harsh reality8

of user choice.  That's what gives them the incentives to9

innovate in the first place.10

I might add as an aside these restrictions also11

include some negotiations with Microsoft by making12

competing firms -- or firms who -- application firms who13

were thinking of competing with them, think twice about14

doing so.15

Now this is an illustration of a broader16

principle.  Competition policy can encourage dominant17

firms to compete by innovating.  It can do this by18

discouraging powerful incumbents from using non-19

innovative tactics, discourage innovation of other firms.20

The open question then is how far does this21

principle extend.  For example, should public policy --22

antitrust policy selectively intervene to discourage23

powerful incumbents from using innovative tactics, such24

as patent suits and patent blocking, to discourage 25
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innovation at other firms.  And I think the honest answer1

is the recent literature has not wrestled enough with2

this question to give a general answer, nor to provide a3

complete dichotomy of the tradeoffs.4

So what was the main message here?  The main5

message:  These issues that I'm describing here arise and6

I believe will continue to arise.  Information technology7

markets, in which I do most of my work, endemically8

produce firms with bottom line positions over key assets,9

not just the one I was talking about today.  It's more10

general than that.  And these are worlds with widely-11

distributed technical capabilities.  Hence, it is12

inevitable that new inventors compete and cooperate with13

incumbent firms who control existing assets.  It just14

happens all the time.15

Traditional analysis has tended to narrowly16

frame the policy issues for the setting and it's -- I17

believe it is more fruitful to think about how18

competition policy works through two mechanisms -- by19

altering entry conditions and by altering the terms of20

bargaining between powerful incumbents and innovative21

entrants.22

In addition, I think policy can discourage23

dominant firms from using non-innovative tactics that24

hurt both downstream users and innovative competitors. 25
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And the closer that this gets society to innovative1

competition, the better.2

MS. DESANTI:  Thank you, very much, Shane.  And3

I think we'll stipulate that Shane not only has no4

financial interests in any pending or recent cases, but5

that Shane speaks only for himself --6

PROFESSOR GREENSTEIN:  Absolutely.7

MS. DESANTI:  -- and none of his views should be8

imputed to anyone else sitting around the table today,9

especially since we have no respondents from Microsoft or10

Cisco and the Department of Justice, which is here,11

already has some issues that are in -- still in12

litigation.  So we'll stipulate that for the record.13

(Time Noted:  2:46 p.m.)14
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MS. DESANTI:  I think we are going to have to1

move at a faster pace and I'm really sorry to say that. 2

But I would like to introduce our next speaker, Josh3

Lerner.  He is a professor at Harvard Business School. 4

He brings a scientific background to the table.  He5

graduated from Yale with a major in physics and history6

of technology.  His research examines how intellectual7

property protection, especially patents, affect high8

technology industries.9

PROFESSOR LERNER:  Okay.  Let me just find the10

-- so I was asked to basically try to essentially bring11

-- go from the focus of the first two talks, which is12

really on competition issues and innovation more13

generally and sort of really relate it to some of the14

issues that we were talking about in the morning session,15

namely about intellectual property issues, and16

particularly sort of touch on some of the issues related17

to the inter-relationship between patent policy on the18

one hand and competition and innovation on the other.19

And essentially what I'll just highlight is some20

of the -- some of the consequences, in terms of some of21

the changes that have taken place in the intellectual22

property system, particularly the patent system in the23

United States.  In particular, I'll just sort of24

highlight that it seems that the policy shifts that have25
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taken place appear to have yet a pretty significant1

effect in terms of the nature of competition in various2

innovative markets.  And I'll try to highlight some of3

those -- some of those implications here.4

Clearly we don't have a lot of time to do it. 5

These are complicated and interesting issues.  But6

hopefully this will at least be suggestive of some of the7

issues that we explore -- explore later on.8

First of all, just to emphasize the backdrop,9

though this has been highlighted in the talks -- talks10

before, and particularly the economists have done this11

whole body of work on what might be called technology12

races or patent races, where we see competition between13

firms in high-technology industries, and highlighted how14

intensely this competition can translate into even small15

advantages leading to firms emerging with very dominant16

-- very dominant positions.17

And, clearly, this is saying that it's not only18

true in theory, but also very much in practice.  And one19

can sort of point to many situations where venture20

capitalists have been floated perhaps a dozen business21

plans, all working within closely-related areas, and22

where it's clear that only one or two of those are really23

going to emerge as dominant -- as dominant firms.24

I mean -- sort of thinks, whether one thinks25
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about corporations or venture capitalists, trying to1

choose through these -- these competing proposals, what2

one often sees is that really, ultimately is very3

critical in the decision making process is the4

intellectual property holdings -- the intellectual5

property holdings is absolutely -- is absolutely6

critical.7

Now the -- having established this sort of8

backdrop of very intense competition in numerous high-9

tech industries, I'm going to turn and sort of talk about10

some of the changes in patent policy, including -- this11

is issues which are very familiar to many of you -- many12

of you here.13

Clearly and, you know, the sort of real sea14

change that took place in American patent policy was less15

a sort of outright legislative change of policies, but16

rather something that was presented at its time as being,17

you know, merely a procedural -- procedural shift.  And18

in particular, as many of you know, prior to 1982, we had19

a situation where the patent cases were held -- treated20

like any other and essentially what -- because of the21

Supreme Court, which is very unwilling to handle patent22

cases, you ended up with a situation where there was a23

great deal of disparity between the treatment of the case24

-- of patent cases in various districts.25
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For instance, when you look at the win rate of1

patentees, it was -- it differed by a factor of two2

across various -- various districts.  And there was a3

sense that this was sort of quite an unappealing state of4

affairs, and that the way to address this was to sort of5

create this unified appellate court that would hear all6

patent -- patent cases.7

But, you know, as many people have discussed,8

and certainly Rob Merges is one of most articulate -- you9

know, the most clearest articulations of this point, well10

it was presented in a purely procedural kind of way.  It11

was at least anticipated by some that this was also lead12

to a change in patent policy.  And in particular, you13

know, the -- Rob's accounts and others have suggested14

that the staffing of the CAFC was, you know, by and large15

with judges who were very familiar with and sympathetic16

to patent policies.17

When one looks across a variety of different18

metrics, such as, for instance, the number of cases in19

which appeals of -- appeals of findings of infringement20

were brought up, what one sees is there was a very rapid21

shift in terms of cases.  Basically it went from22

somewhere around 60 percent of the cases the patentee23

appellant or the patentee -- the pro-patent ruling was24

upheld, to somewhere where around 90 percent cases25
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shortly thereafter.1

And similarly, one saw not only simply a greater2

willingness to uphold patentee rights, but simply -- but3

also the extension of patent coverage in different areas,4

a sort of greater latitude in terms of calculating5

damages, willingness to have preliminary -- preliminary6

injunctions and a whole variety of other -- a whole7

variety of other shifts.8

Now this is, of course, a very rich topic of its9

own, but what I'm going to focus on is, instead, the10

consequences and, in particular, the consequences in11

terms of competition and innovative in high-technology12

industries.13

In particular, what one sees is a whole set of14

consequences taking place -- taking place here.  The most15

obvious, of course, is just simply the resources that16

have gone into patenting.  As Sam Kortum and I17

highlighted, the U.S.  -- U.S. corporations roughly18

doubled their patent filings in the last -- in the last19

dozen years.  And while we've argued that to a certain20

extent this reflects the rate of acceleration and the21

rate of technological change, it also appears to reflect22

the fact that, again, holdings are more -- more valuable.23

Similarly, we have seen quite a dramatic24

increase in terms of litigation surrounding --25
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surrounding patents.  And based on some of the field work1

and other -- you know, other clinical research we've got,2

it seems that there has been a lot of -- also a very3

substantial increase in terms of the internal resources4

that a lot of corporations are devoting, not only to5

filing patents, but also to managing their patents6

through licensing and other kinds of activities.7

I think that it's fair to say that there are8

sort of two -- sort of points to that, but it sort of9

really begs the question as to why do we want to worry10

about this, or what are really the consequences in terms11

of innovation and competition.  And I think there are12

really two reasons why we want to -- or two pathologies13

which might lead us to be quite worried about these kinds14

of -- these kinds of situations.  And what I'll do is,15

I'll simply just point out two classes of -- two classes16

of problems that can emerge.17

The first is a situation where one sees the sort18

of growth of -- the growth in terms of litigation between19

established firms on the one hand and new firms on the20

other.  And in particular one sees -- you know, one sees21

certainly many examples of firms which are sort of very22

established, in many cases not necessarily that23

innovative today, but where they have substantial24

portfolios of patents that they developed in the 1970s25
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and 1980s.  And where they have established groups, often1

under the aegis of their general counsel, which have gone2

out and very aggressively litigated against -- against3

smaller firms.4

And certainly, when one looks at some of these5

examples, you really have to be concerned, saying, you6

know, isn't this really in some sense innovation tax,7

where we have some of the youngest, most promising8

companies being basically -- being basically, in many9

cases it seems, being -- you know, almost sort of forced10

to -- forced to make these payments.  Because certainly11

when one talks to many of the younger and smaller firms,12

the argument that one hears is that, you know,13

essentially the cost of uncertainty around litigation,14

the threat of -- threat of litigation, can be one that is15

sort of sufficiently onerous that -- that it sort of can16

have -- can be, you know, sort of profoundly --17

profoundly worrisome and that it's often far simpler to18

-- far simpler to settle.  And certainly one can make the19

argument that if some cases may effect, you know, firms'20

choices, in terms of whether to settle or not.21

I think in terms of the industries where this22

has been a problem, I think there is probably several23

examples.  I've done research highlighting some of these24

issues from the biotech industry and particularly around25
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the way in which some of the largest and most established1

biotech companies have apparently used their patent2

portfolios -- Bronwyn Hall and Rose Marie Ziedonis have3

done work in the semiconductor industry and, again, sort4

of highlighted how a few well-established, but not5

particularly -- particularly well-established6

semiconductor firms, but whose innovation seems to have7

dramatically fallen off, have basically been able to8

succeed in, it seems very much, in a sort of holdup9

strategy, extracting a lot of rents from smaller firms10

within the industry.11

The sort of second consequence I want to12

highlight is really on the other side of the coin, which13

has less to do with, you know, sort of an established,14

perhaps less -- you know, on this sort of downward glide15

path -- a firm, you know, essentially extracting rents16

from smaller, newer competitors, but rather with the sort17

of growth of individual inventors who have essentially18

tried to take somewhat of a holdup -- holdup strategy. 19

In many cases they've been able to exploit the fact that20

while, for instance, one competitor would be reluctant to21

threaten another one with a preliminary injunction, lest22

they also have that threat turned on themselves, here23

they can essentially, you know, sort of perhaps24

unilaterally engage in scorched earth kind of litigation25
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tactics, simply because they don't have much to lose1

themselves.2

And certainly again one can point to many3

examples where large firms have decided that, given the4

sort of uncertainty of litigation, particularly an5

environment where, you know, highly complex commercial6

disputes are often being tried, you know, in front of7

juries and one simply doesn't know what's going to8

happen, that it is sort of an economically rational9

response simply to settle in those cases.10

I think you know, this is clearly an issue in11

many industries.  I think it is particular severe, both12

these problems, in emerging industries.13

When one thinks about what are some of the14

problems and some of the issues that are running around15

here, clearly in these emerging industries, given the16

sort of relatively limited resource, as the Patent Office17

has, because in many cases the resources have been18

removed to fund the rest of the federal government, one19

has a situation where there is, you know, sort of20

recruiting examiners in these sort of new emerging areas21

can be enormously challenging.22

Similarly, the problems in terms of retaining23

the people who have these skill sets, when industry is24

simply offering compensation that is, you know, often25
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several times higher than that, that the Patent Office1

can -- Patent Office can retain.2

It also seems the Patent Office has a lot of3

difficulties in situations when one has a lot of prior --4

art there that isn't patented, and where it is sort of5

searching for it and hunting it down is particularly6

difficult.7

I'll just talk very briefly about one example8

and then I'll wrap up within my allotted 15 minutes.  And9

simply I'll just highlight, you know -- we have pointed10

out many examples of problematic -- you know, this sort11

of way in which the lack of experience on the part of12

patent examiners is sort of translated into, you know,13

sort of distorting competitive effects.  I'll simply14

point to this -- one example of financial patents.  And15

this is a Daughtery patent, which has to deal with option16

pricing, which -- which is really the first in a series17

of three patents that have issued to date dealing with18

pricing of options.19

Essentially what this is is a process for20

executing an expirationless option transaction.  I'm21

pretty clear the argument is that they essentially value22

price options but actually sort of figure -- you know,23

figure out -- not only describe how options work, but24

also how to value these -- value these options.25
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And, essentially, it is quite interesting to1

look at the sort of description of the prior art here. 2

Because what they argue is that even though there have3

been -- that there have been options that have been4

covering -- you know, essentially, finite-lifed options5

-- in particular, the work of Myron Schultz, and Fisher6

Black, and Bob Merton, which got a -- which was in the7

early 1970s, and was honored with the Nobel Prize a few8

years ago, is, you know, sort of work that looked at9

finite-lifed options.  They say that basically when you10

look at infinitely-lifed options, there has been no work11

done in this area.12

And similarly, they sort of -- you know, and13

when one looks at the examination file, the examiner sort14

of dutifully typed in the word "expirationless option"15

and couldn't really find anything there, and basically16

sort of signed off on the thing.17

Now it turns out, though, that there is this18

whole body of work on something called perpetual options,19

which are basically the same thing as expirationless20

options.  It's just simply a different name for this21

thing.  And it turns out that not only was this -- it22

turns out there's actually an easier problem, looking at23

an option which has an infinite life and a finite life,24

and basically people solved this problem in the 1960s. 25
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Paul Samuelson and my colleague, Bob Merton, among1

others, did a whole series of papers that basically2

figured out how these things work.  And now we suddenly3

see someone emerging with a whole series of patents on4

these things and they are basically now -- Mr. Daughtery,5

who is an individual inventor down in Americus, Georgia,6

has basically set up a little company and he's basically7

been knocking on various doors of Wall Street saying,8

"I'm going to sue you because I've got this infinite9

option pricing thing here."10

And once again, it seems clear that it's not in11

any sense malfeasance on the part of the Patent Office,12

but simply just that the examiner didn't have the kind of13

experience of knowing where to look in these kinds of14

situations.  It sort of introduced all these kinds of15

competitive distortions.16

Clearly, this is a hard area to shift policy in. 17

And I think we could talk -- there's far too much here18

and we could probably talk about some of the barriers, in19

terms of shifting patent policy.  I think I'll hold off20

until the question and answers in terms of talking about21

these issues.22

I think that if we were to say, what -- how can23

these barriers to change be addressed, I think, you know,24

certainly one of the sort of biggest steps is something25
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that's really taking place here as part of these1

hearings.  Particularly, I think that when we look to the2

patent arena, it seems that there has often been lawyers3

talking to lawyers and economists talking to economists,4

and we really haven't had a chance to have much dialogue5

between us.  So I sort of see this very much as sort of6

an important first step.7

But, nonetheless, I think it is a challenging8

process.  And in particular, the fact that in some sense9

patents have harmful effects to very many people, but in10

many cases it's sort of scattered around these11

industries.  Clearly patents also have helpful effects,12

but the harmful effects, which are there are sort of very13

much dispersed and scattered.  Clearly, you know, there14

may be a relatively small number of people who gain a lot15

from the litigation.16

If I were to sort of recommend a first step as17

we start thinking about policy issues and areas to18

address, I think this whole question -- you know, clearly19

patents pose many complex questions in terms of how they20

impact competition policy.  But certainly addressing some21

of the questions around patent quality I think is a very22

important first step.23

With that I will just sort of wrap it up and24

head back to my chair.25
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MS. DESANTI:  Thank you, very much, Josh.  We1

certainly will want to talk with you and with Shane, as2

well, about additional research that you both have done3

in this area.4

(Time Noted:  3:01 p.m.)5

-     -     -     -     -6

 7

 8

  9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25



167

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

MS. DESANTI:  Our next panelist, of the first1

four that we're going to have -- we'll finish up with2

Janusz, then we'll have a discussion, and then take a3

break.4

Janusz Ordover is an economics professor at New5

York University and a former Deputy Assistant Attorney6

General for Economics at the Department of Justice,7

Antitrust Division.  He is published widely on the8

intersection of antitrust and intellectual property, to9

say the least, and we are delighted to have him here.10

PROFESSOR ORDOVER:  Thank you, very much.  I11

have to apologize for being low-tech, but my dog ate my12

Power Point presentation.13

PANELISTS:  Yeah.14

PROFESSOR ORDOVER:  I don't even have a dog.15

I was asked to speak on a question that I think16

is on everybody's mind, which is to say whether or not17

conventional antitrust policy is capable of meeting the18

challenges of the new economy.  This is a very old19

question.  I think probably many of us spoke about it20

over the years.  And the usual answer that is given is,21

"Yes, but."22

So what I'd like to do today is to just point23

out a couple of these "buts" that I think are24

interesting, at least given the kind of interest that I25
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have, and the work that I have done over the years.1

The "but" part comes from the fact that we all2

recognize that some features of the new economy require3

policy makers and the economists, who work with the4

policy makers, or who toil in their ivory towers, to5

adjust their conceptual models how actually competition6

works, and how it should work.7

It is also the case that administration of8

antitrust may possibly adjust to the reality of the new9

information rich economy, but I will not talk about that10

issue in light of very interesting remarks by Judge11

Posner in the Antitrust Law Journal.12

I will, however, start my presentation by going13

quickly through the list of the properties of the new14

economy that Judge Posner proposed, and show how these15

features of the new economy bear on the application of16

certain antitrust policy problems.17

First of all, let me go through this with them18

and then come back -- go back and forth.  The first point19

that Posner makes is that, as far as the new products are20

concerned in this new economy, we are observing falling21

average costs over the ranges of output which are large,22

relative to the scale of demand.  And I think that's a23

very important point to realize.  One has to always24

quantify over what range these average costs fall because25
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just merely falling average costs is not enough to lead1

to the feared outcomes which may include a very small2

number of active participants or even some sort of3

monopoly marketplace.4

Posner also speaks of modest capital5

requirements.  I'm not certain whether or not this is6

true.  In particular, I doubt that it's true actually in7

the hardware sector of the new economy.  And, moreover, I8

am also doubtful whether it is going to be so easy going9

down the pike for the upstarts to raise sufficient10

amounts of capital in light of the dot com bubble that11

burst, as well as the fact that most of the12

telecommunications sector is pretty much bankrupt at this13

very moment.14

We already noted that the new technology -- the15

new economy is characterized by high rates of innovation,16

and some very fascinating talks were given as to the17

sources of -- and the drivers of the innovation rate,18

including perhaps availability of more complete and19

effective intellectual property protection.20

Posner also identifies quick and frequent entry21

and exit.  And that's something that may or may not be22

true.  I don't know whether the empirical evidence would23

actually bear out that characterization.  I think what it24

would bear out is probably substantial variance in terms25
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of entry and exit across the range of industries that are1

normally characterized as being the new economy industry.2

The point about which Margaret Guerin-Calvert3

will speak extensively and I will address also, but4

briefly is the fact that the new industries are5

apparently characterized by network externalities, and I6

hope that we can actually have some discussion as to7

whether or not these are critical to our understanding of8

how these various sectors do develop or not.  And I think9

even at this table, there is a great deal of10

differentiated views on whether these network11

externalities are something that economists cooked up in12

order to raise their consulting fees, or whether or not13

this is, in fact, something that is real and the policy14

makers ought to address in the assessment of how -- how15

enforcement should imply this.16

Nonetheless, given the network externalities17

and, therefore, potential for monopoly, there is also18

another side of the coin, which is standards, designed in19

some way to overcome the problems of incompatibilities20

that may arise in network -- in network industries.  But21

standards themselves create some interesting public22

policy questions, such as what are the limits to which23

the firms can go in the process of standard setting.  Can24

the process itself be perverted for the purposes of25
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perhaps enhancing or prolonging the existing market power1

of the group of standard setters, or whether it can be2

hijacked by a single firm for the purposes of extending3

and prolonging its market power.4

Posner finally identifies a feature that is not5

only -- that's important, I guess, in the high-tech --6

this new economy and many others, and that is the extent7

of vertical integration, as well as substantial incidents8

of transactions between firms which are both competitors9

and cooperators.  And I think there is a nice book by, I10

think Barry -- Dick Sid called Co-option that tries to11

meld these two concepts together where firms both12

cooperate and compete, and how the role of co-option13

affects the way the market dynamics evolved.14

Let me say a word or two about the point number15

one, which is these falling average costs and what does16

that mean for antitrust policy, as I see it.17

The obvious fact that needs to be borne out and18

I think that all of you know about it is that in such19

industries with a falling average cost, equilibrium20

market structure is likely to contain new firms and the21

survivors should be likely pricing above some version of22

marginal cost.23

In other words, in such industries with falling24

average costs, the standard benchmark for what25
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constitutes competitive price is no longer sustainable. 1

Marginal cost is not the right benchmark and not the2

right floor and, therefore, the question becomes, well,3

what is it.4

There are several possibilities that can be5

suggested, but one issue that I find more interesting6

than that is whether or not the new econometrics of7

market power that is being practiced here, as well as8

through the Justice Department and on the pages of the9

Rand Journal, in which an econometrician tries to10

estimate some version of the elasticity adjusted Lerner11

Index, i.e., the negation of price above marginal cost,12

is the kind of econometrics that's all interesting.13

Let's say we identify a situation in which there14

is such a high deviation, and what do we make out of15

this.  Does it mean that we have identified an industry16

or a firm -- a market power industry that behaves in a17

way that is somehow away from the competitive ideal. 18

Well the answer may be yes, or it may be no.  It's19

probably true, when we're talking about such things as20

steel.  On the other hand, is it true when we're talking21

about such things as -- content or content industries.22

So I would like to throw on the table or to this23

audience, who is adept at the econometrics much more than24

I do, probably, a challenge to see whether or not we need25
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to revise the way we do the market power econometrics to1

meet the -- the challenges of the new economy.2

Moreover, when it comes to the more mundane3

issue that does not require such heavy -- heavy-duty4

mathematics and tools, if marginal cost pricing is not5

the correct standard, then there is also the case that6

unsophisticated pricing, pricing which charges a customer7

ten cents per widget, is not likely to emerge in such a8

marketplace.  What is likely to emerge is what I call9

sophisticated pricing, which will involve all kinds of10

pricing arrangements, starting from the most simple11

quantity discounts, to bundling, to tying, to various12

ways of dealing with the fact that the firm confronted13

with the falling average cost and needing to recover14

substantial up-front investments will have to implement15

pricing principles that deviate from the standard price16

equals marginal cost precepts.17

Well that's all fine and dandy, but for the18

simple fact that antitrust historically has taken a tough19

look at these kinds of sophisticated pricing strategies. 20

Now I don't even want to refer to the Robinson-Patman Act21

because my throat constricts when I hear those two words22

-- or three.  But obviously it is a problem and it could23

be an issue even more so as we begin to realize that the24

firms do have to, in fact, deviate from the standard25
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textbook pricing principles.1

Moreover, when pricing is sophisticated, it2

could be the case that the perception of such pricing may3

lead the antitrust enforcer to infer market power.  We4

heard many times over from such luminaries as Mike5

Scherer that the evidence of price discrimination of6

sophisticated pricing could be the unit and index of7

market power.  And I think that it is, of course,8

possible to perhaps infer such, but whether that's the9

proper inference in the industries under consideration10

here, I think is not the case.11

In fact, we already know from the new literature12

that has really emerged over the last few years, that13

even in highly competitive marketplaces, sophisticated14

pricing, price discrimination can be practiced as, in15

fact, an equilibrium pricing strategy.  And I refer you16

to the latest piece by Armstrong and Vickers in the Rand17

Journal that actually models that fairly generally, as18

well as provides a fairly extensive bibliography of the19

subject.20

So when it comes to average cost falling, the21

question then is were we going to develop pricing, and I22

suggested that sophisticated pricing is likely to be the23

norm, that pricing may be used by virtue of the way that24

incentives are built into these pricing schedules, to25
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lock in the customers, to create an immoveable installed1

base.2

It's also the case, as Professor Lessig pointed3

out in some of his writings, in the new economy the4

pricing that can be used to extract value from consumers5

is likely to be enhanced by virtue of being able to6

control -- to monitor usage much more so than in the7

traditional economy.  So that when the consumer tries to,8

for example, listen to music over the Internet, or when9

the consumer tries to read a book over the Internet, all10

kinds of new pricing paradigms can be implemented, which11

may or may not go beyond what has been intended in the12

intellectual property law as to the rights of the -- of13

the owner of the copyright, for example.14

Let me quickly move on to the -- some other15

features that we have already identified.  And, in16

particular, the interaction between falling average cost17

and network externalities.  I won't say too much about18

it, but I must, by virtue of the fact that this subject19

matter came up in this very room some 20 odd years ago,20

and I always have to return to my youth, given my21

advanced age.22

The issue is, in fact, of how one looks at23

predation, how one looks at these practices that may24

appear to be anti-competitive in a world in which the25
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apparent battle is for the market position, for the1

market, so the -- battle to be a market leader.2

Some years ago Bobby Willig and I tried to model3

such a scenario and not necessarily successfully, in part4

because we really didn't quite understand how one deals5

with the issue of intertemporal scale and scope6

economies, which is something that, of course, is the key7

driver of the network effects, wherein the value of the8

network is profoundly related to the number of people9

that subscribe to the network.10

In such a setting it appears that the incumbent11

firm or the -- the two firms that can try to fight for12

the market, has a very strong incentive to price actively13

and aggressively in the first period.  Willig and I14

suggested that the one way to gauge whether that kind of15

aggressive pricing goes beyond the pale of what's16

permissible, is to ask whether or not a firm that where17

confronted with a viable survivor -- surviving competitor18

would, indeed, be willing to engage in that kind of19

aggressive pricing -- i.e., subject to a competitively20

viable rival, would pricing of that sort be, in fact,21

profitable.22

And it's easy to calculate whether it would be23

or would not be.  In the event in which the rival's24

ability to constrain, hypothetically even, to constrain25
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the entrant or the incumbent firm -- the incumbent firm,1

sorry -- is independent of the actions in the first2

period.  You can hypothesize that a firm can always come3

back, as the Chicago school hypothesizes, at the same4

marginal cost or same cost level as it did prior to its5

demise.6

But, in fact, in the case of network economies,7

a situation of that kind of network externalities, this8

is no longer the case.  While, indeed, it's true that9

perhaps firms' costs do not change, the equality or the10

attractiveness of its product changes significantly.  If11

the firm won no customers during the first period, then12

you will have to be extremely aggressive in order to13

capture the new cohort of customers to its offering.14

And, in fact, the predatory pricing is not15

designed as much to raise the rival's costs, but rather16

to lower the perception of the quality of its product by17

really denying to it the customer base.  And there are18

actually some ways of handling that problem by19

recognizing that the firm in the first period should be20

permitted to aggressively bid for the role of the market21

survivor, but at the same time it should not bid in such22

a way as to reflect in the prices that it's willing to23

charge the harm that it thereby inflicts on the rival24

firm.25
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Now it's easier said than done.  What it exactly1

means in practice, perhaps what it means in practice is2

that pricing ought to be constrained in some way, but the3

recognition that when the second round of competition4

does arise, hypothetical entrant would be there still at5

the level of cost or quality of product that it would6

have had it actually won the first round of competition.7

I have no idea whether this prescription8

actually generally conduces to higher social welfare than9

some other prescription, but it's not different from the10

proposal that is due to Gilbert and Newberry in their11

work on the incentives of the monopolies to preemptively12

bid for valuable intellectual property.  So there is a13

link between that work -- it goes back, I think, a decade14

or two, and the modern set of issues that arise from15

battles for the market.16

As I said, I believe that this particular17

proposal I think is consistent, both with the work that18

Willig and I did some years ago, but it actually tries to19

capture the issue of -- of the fact that the rivals may20

be disadvantaged merely by the fact that they cannot21

compete in the second period on the same footing.22

Let me say one -- two words about two other23

things.  One, because of the issues of vertical --24

vertical -- and vertical integration, as well as the25
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frequent transactions between buyers and competitors, and1

collaborators, the issue of access to the competitors or2

to the incumbent's assets becomes critical, from my3

perspective.4

The fact that there is extensive vertical5

integration suggests that the -- one of the firms may6

have, in fact, control over scarce assets.  Whether they7

rise to the level of bottleneck or somewhere below that8

is subject to debate in any particular case.  But it's9

quite clear that access to the assets of the firm is10

absolutely essential, in some circumstances, in order to11

enable competition to move forward.12

In such a situation, one can argue that some13

kind of open access may be the appropriate policy.  Now14

this is a fool's errand because to use the word "open15

access" opens up more problems than it closes.16

In particular, it is very hard to tell what17

exactly the open access means.  It could mean a lot of18

different things, which may turn on the quality of the19

access being provided, the timing of the access that is20

being provided, the ability of the firm that controls21

these scarce assets to actually define what it is that22

the firm seeking access will be able to do with the --23

with the assets at issue.24

Secondly, when one talks about open access, one25
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has to immediately address the question at what price. 1

Just because access is open, doesn't mean that it's free. 2

Open and free I don't think are equivalent words in the3

English language.4

Once you start on the slippery slope of pricing,5

you are already in the world of telecommunications and6

the experience that many of us had in trying to7

understand exactly what it means under the8

Telecommunications Act to require that incumbent local9

exchange companies should be selling or leasing access to10

unbundled network elements, which are pieces of the11

network that the entrants would like to have.12

Well it's now, I think, six years since the Act13

was promulgated and we still don't know what exactly that14

means, or what is the right pricing principle to use in15

order to determine what the price ought to be for such --16

for such access.17

So, moreover, when we talk about the issue of18

the open access, we also have to factor the fact that19

with open access the incentives to engage in these kinds20

of competitive investments in development of scarce21

assets of intellectual property and so on, could be22

undermined, in part because the innovator may not know at23

some future date at what rate the access to his assets24

may be deemed required, and that's the additional25
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component of risk is introduced.1

Finally, we have started by saying that in the2

new economy is the competition for being the leader in3

the market.  This ex ante competition is so critical. 4

Well that is true and I believe that the main role of the5

enforcers of antitrust in the new economy ought to be, in6

fact, to ensure that such competition for the next rounds7

of technology is fostered, facilitated, as opposed to8

distorted through the conduct of both the incumbent9

firms, as well as potential entrants.10

Thank you, very much, and I look forward to the11

discussion.12

MS. DESANTI:  Thank you, very much, Janusz.13

(Time Noted:  3:23 p.m.)14

-     -     -     -     -15
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MS. DESANTI:  Now we'd like to turn to a1

discussion for a few minutes, bringing in Ray Chen from2

the PTO, and Sue Majewski from DOJ, and Hillary Greene,3

also from the FTC.4

And I will use the moderator's prerogative to5

start out with a question.  We have gone a long way in6

this discussion.  We have covered a huge amount of7

territory, starting with early research on competition8

and innovation, and ending up with new models of9

competition and what does competition mean, and injecting10

some intellectual property concepts along the way.11

I'd like to go back to Phil Nelson and ask you a12

question about some of the research that you were13

reporting on.  Is it correct to say that R&D expenditures14

are used in that research as a proxy for innovation?  And15

what is your sense of the extent to which that's a viable16

proxy for innovation?17

MR. NELSON:  The answer is yes.  In the early18

literature R&D to sales was used as a proxy for19

innovation.  There is substantial discussion and20

literature whether that's a wise thing to do because you21

really are more interested in sort of the outputs of the22

innovative process, rather than the inputs, and observing23

the inputs doesn't necessarily track the outputs, because24

people might be inefficient innovators.25
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And so it's a matter of trying to use the1

available data, rather than using the data that is2

necessarily the best to use.3

MS. DESANTI:  So it's imperfect, as with4

everything else.  Okay.5

MR. NELSON:  I think it's fair to point out that6

people have tried to use patents and a whole variety of7

other indicators to try to get at some of these --8

PROFESSOR GREENSTEIN:  Oh, yes.  In fact, I9

mentioned that patents were one of the variables to use. 10

But how do you weight a patent, because -- and as we were11

hearing, the Japanese allow you, at least back a number12

of years ago, to kind of -- have a patent for one13

application and then they might have multiple patents so14

that they cover multiple applications, so the number of15

Japanese patents might not -- you know, ten of them might16

equal one U.S. patent.  And some fields are less17

patentable18

-- financial services, as Josh has pointed out, has a19

dearth of patenting, as compared to -- and still a very20

high apparent rate of innovation, but you won't find it21

by counting patents.22

MR. NELSON:  And the other thing that I really23

should have pointed out directly to your answer was that24

we argue the sales ratio comes from accounting reports. 25
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Smaller firms may not have formalized books and records1

that record an R&D expenditure column in quite the way2

bigger firms do, so you might even have an inherent bias3

in your data set that would understate the amount of R&D4

expenditures by smaller firms, and some people talk about5

that in the literature.6

MS. DESANTI:  And I'd like to follow up also,7

Shane and Josh, there's at least a superficial tension in8

your presentations in that -- and correct me where I go9

wrong here -- but, Shane, I read your presentation to10

seem to argue that strong intellectual property rights11

can assist new entrants and, thereby, encourage12

competition because the new entrant can use its13

intellectual property right as a bargaining chip, that14

may be allowed to cross-license or joint venture with15

others.16

And, Josh, I thought that your presentation was17

raising some problems that you thought that strong18

intellectual property protection had created deleterious19

effects on innovation and competition.  And I thought if20

you two could do some compare and contrast of the21

similarities, the dissimilarities, that would help22

clarify exactly --23

PROFESSOR LERNER:  Do you want to start?24

PROFESSOR GREENSTEIN:  Well, first of all, you25
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did hear me correctly on the first principle.  This is an1

observation about a phenomenon, rather than a model. 2

That is, a lot of firms use their intellectual property3

for purposes of licensing or in the process of a joint4

venture, or in the process of a merger discussion, and it5

is valuable in that context.6

I absolutely agree small firms use that in order7

to prevent firms from -- information and using it and to8

guard against a whole series of other -- other potential9

pathologies.  It's not the only thing firms use.  I10

should be honest.  You know, there's lots of other things11

firms do, but this is one thing.12

Second, it's not inconsistent with what I heard13

Josh say about incumbent use of patents in bargaining to14

holdup entrants, or to threaten them with litigation as a15

way to -- to get them to cooperate with them in certain16

ways.17

I hadn't -- I don't really have an opinion on --18

I have said, it's one of the things I deliberately tried19

to punt on when I discussed.  I don't know, to be fully20

honest, what sort of behavior incumbents tend to exhibit21

when they are holding patents and how they use them in22

the bargaining process with entrants.  I've got to be23

honest with you.  I don't know and I don't know what the24

full range of behavior is until -- so it's not25
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inconsistent with what Josh was describing.  It seemed to1

me it wasn't.2

PROFESSOR LERNER:  I'll answer it somewhat along3

the same tone as Shane's comments, which is I think it's4

certainly clear -- and I didn't want to leave the5

impression that, you know, sort of the -- that patents6

only have a dark side.  In the sense that it's clear that7

patents allow many cases -- you know, things could happen8

that might not happen otherwise.  I think we need to look9

no further than the biotechnology industry as an example10

of where we have seen many entrants not only being able11

to be successful in terms of accessing venture capital12

financing, but also in terms of being able to enter into13

alliances with much larger firms and with the14

pharmaceutical companies, and where they were very much15

facilitated in doing so by having intellectual property16

holdings.17

But I think the point to make -- simply that I18

was trying to make is that there certainly are not only19

anecdotal examples of abuses, you know, and we can20

certainly point to things that we know, written case21

studies about -- or else where there have been22

investigations in terms of people of established firms23

using -- using patent portfolios in a variety -- a24

variety of deleterious kinds of ways.  But also there's25
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again, some -- you know, some empirical evidence, at1

least from biotechs and semiconductors that suggests some2

real concerns about some of the very largest and most --3

you know, most aggressive patentees and what some of4

implications have been for innovation in those industries5

by newer and smaller firms.6

MS. DESANTI:  Can you speak more to that?  And7

in particular I'm wondering if you could add something on8

the research I know you've done on competition for9

venture capital.10

PROFESSOR LERNER:  Well maybe I'll take a stab11

at that.  First of all we can certainly see many examples12

where when you see a new emerging -- new emerging13

industries and where essentially there's been an effort14

on the part of established players to do a bit of a sort15

of land grab into that territory in the way of, you know,16

trying to assert property rights.17

I mean, for instance, we did a case study a18

number of years ago, if anyone is interested in it, on19

essentially Unisys and their strategy regarding the20

Internet, in particular, you know, sort of taking an old21

set of patents, in terms of various kinds of compression22

algorithms and asserting it regarding the GIF format, and23

essentially -- you know, their sort of strategy is to try24

to use that as a sort of way to go after a whole variety25
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of smaller, less established Internet content developers1

and so forth.2

More generally, I think that when we start to3

look at high-technology industries, what we see is that4

the fear of -- I mean, as organizations look for venture5

capital financing, venture capitalists are in a role of6

doing an enormous amount of screening.  Typically we see7

ratios of somewhere on the order of 100-to-one in terms8

of the number of -- number of business plans reviewed, to9

the number of actual ones funded.10

And while it's certainly not the case that --11

that, you know, that small firms do not violate12

intellectual property and do not need to -- and, you13

know, do not deserve to get sued in some cases, in other14

instances it really seems to be the case that the threat15

of litigation, even though it's perhaps not that well16

thought through, or in many cases where the patent which17

the threat is being based on does not seem to be that18

sound, often can have a very profound effect on the19

smaller firm, in terms of their ability to access -- to20

access financing.21

So, again, when essentially you're sort of22

reviewing 100 business plans and you're only going to23

find one, all it takes is perhaps a cloud or a threat of24

a cloud over it, and particularly many venture25
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capitalists being pressed for time, they're not even1

going to -- you know, the presumption is, when there is2

smoke, there must be fire there, or at least there's3

enough -- enough to sort of scare me away from even4

looking at and considering this company more seriously.5

PROFESSOR ORDOVER:  One comment or question,6

really.  I'm perplexed by what I just heard.  In view of7

the fact that -- it's my understanding if I have a patent8

I have the right to exclude those who likely infringe9

from enjoying the fruits of my innovation.10

So when we talk about the -- when we talk about11

the effects of these concerns about litigation, do we12

have -- do you think that it's possible to formulate a13

rule or something that would say you can assert this14

particular piece of intellectual property in that way,15

but not in some other way?16

What is it -- what is it that we can accomplish17

or are those adverse effects essentially built into the18

concept of intellectual property rights, as a right, or19

is it something that goes beyond the right and now20

assumes there is abuse of that right in a way that can be21

identified, that can be prevented, that the FTC can step22

in and say, "You can't do that"?  I was trying to see if23

we could get some --24

PROFESSOR LERNER:  Can I answer that question? 25
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I think it's an excellent question.  And I guess, to a1

certain extent, you know, the sort of difficulties of2

really trying to police the litigation process is3

somewhat what I sort of went for in terms of emphasizing4

the -- the importance of trying to get patents right at5

the time that they are actually being issued.  In the6

sense that if they can be -- you know, essentially,7

greater clarity and greater quality, in terms of patents8

being -- at the time that they are being issued, I think9

would forestall a lot of these problems.10

Just -- if I can just go on for one more second. 11

You know, I think back to an example of -- the example of12

a roundtable we had perhaps a couple of years ago on13

business method patents at the Patent Office, where14

Commissioner Dickinson at the time was sort of talking15

and saying, "Well my major goal, in terms of business16

method patents is going to increase the time that the17

average examiner spends in terms of examining them from"18

-- I forgot the precise numbers, but basically from19

around 11 hours per patent to 12 hours per patent.20

And when one thinks about, you know, the sort of21

challenges that an examiner has, in terms of going to22

this very complex area and having, you know, sort of very23

tight time frame to really learn about it and really24

understand what's going on, it's just there's something25
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fundamentally problematic about the -- about the system. 1

And I guess I've been much more supportive of efforts to2

try to bring in, you know, sort of much more of -- sort3

of information from third parties, in terms of through4

publication of the applications, as getting sort of third5

parties to make inputs, and sort of really opening up the6

review process.  Because I think that even if you were to7

give an examiner 20 hours, their ability to really be8

able to, you know, assess what the quality of the patent9

is, is going to be -- is going to be quite limited.10

MS. DESANTI:  Stan.11

PROFESSOR LIEBOWITZ:  Yes.  My question was12

actually related, but it wasn't clear to me, when you13

were talking about the deleterious effects of these14

patent pools that the older firms have, if you're saying15

that essentially they are bringing frivolous suits16

because they are big and the other guys are small, and17

they have bigger legal staffs and the other guys don't,18

and this is just a way to get them in court and make them19

spend money, and there is really nothing behind it, which20

I can see easily agreeing, yeah, that's definitely21

detrimental.22

The reverse is the case that if it's really a23

legitimate claim, then we're just either saying that24

there is something wrong with the contracting going on,25
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where they can't seem to reach a reasonable agreement, or1

that we're just looking at the back side of a balance2

that we have sort of drawn, which is that you give people3

a restriction on use, which is a monopoly, and we hope4

that that provides more of the activity in the first5

place.  And by focusing only on the restriction, you say6

it's deleterious, but we can't really do that when there7

is presumably a balance there and you have to look at the8

whole thing.9

So is it the first one, that it's -- they are10

being used frivolously or is it something else?11

PROFESSOR LERNER:  I think there's two -- two12

problems, one of which is, in many cases the patents13

which are being granted are in some sense -- you know, in14

many cases, overly broad or covering stuff which was15

actually -- where there is prior art that actually16

exists.17

And then, secondly, that in some cases they're18

being -- even cases where the patents themselves may be19

used, they're being enforced in a very aggressive way20

that often, you know, sort of extends beyond the --21

beyond the individual claims of the patents -- the22

patents themselves.23

So I think that really it's much more in sort of24

the spirit of the first comment, which is that the25
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quality of many cases, the patents themselves, as well as1

the sort of aggressiveness of many of these firms, in2

terms of seeing intellectual property as a business unit3

and essentially litigation as a business unit, is the4

real concern.5

PROFESSOR LIEBOWITZ:  So would you think6

something like having the loser pay and maybe -- you7

know, treble damages is something that might be a way8

around that?9

PROFESSOR LERNER:  Well I think there has been a10

big law and economics literature on this and it hasn't11

really come up with -- you know, it certainly doesn't12

imply that that's some sort of -- you know, sort of magic13

bullet that's going to solve problems of litigation.  In14

fact, in some of the models, I think when you have this15

sort of English rule kind of litigation, you actually get16

more litigation, rather than -- rather than less17

litigation.18

MS. DESANTI:  Okay.  Ray?19

PROFESSOR ORDOVER:  Much depends on the relative20

risk aversions of the parties.21

PROFESSOR LERNER:  Sure.22

MR. CHEN:  There's a lot of things that have23

been going on that have prompted me in my thinking to24

answer this question about nuisance suits or frivolous25
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lawsuits that are really an abuse of the patent by a1

patent owner.  I'm pretty sure there is a line of case2

law by the Federal Circuit where a patent owner would be3

punished for engaging in that kind of unlawful conduct,4

under -- I believe in some type of unfair competition5

theory.  So that certainly exists within the Federal6

Circuit.7

Actually, there's a lot of points that I would8

like to bring up, but first of all, let me reassure the9

panel and the audience that an examiner doesn't spend10

only 11 or 12 hours in examining a patent application.  I11

understand that it's not a lot of hours that they do, in12

terms of an exhaustive search, where they have perfect13

information of the prior art, but it's not -- it's14

certainly not that limited number of hours.15

As to Professor Lerner's finance patent example,16

first of all, we would always, at the PTO, as I'm sure17

the professor did, first warn people that you need to18

look at the claims of the patent first and not just the19

overall specification, which can be much more broad than20

the claims itself, which often times the patent owner is21

forced by the examiner, through the examination process,22

to add several more elements and limitations into the23

claims.24

But I was also wondering how the professor felt25
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about the re-examination procedures we have in the PTO,1

where this is basically a mechanism where, after a patent2

issues, the patent can be hauled back into the PTO, based3

on new prior art, that hadn't been considered by the4

examiner in the first instance.  And this is something5

that really any party can do and it seems like it's a6

relatively cheap and quick administrative way to review a7

patent and at the same time avoid the burdensome costs of8

litigation.9

PROFESSOR LERNER:  I'm just going to -- I mean,10

think that -- you know, first of all, I should have11

admitted this far along -- far from now.  I'm not a12

lawyer and, as such, certainly can't claim to have, you13

know, the -- a profound understanding of, you know, the14

sort of legal -- legal nuances of this.15

But certainly in terms of the conversations that16

I've had with practitioners around this question, in17

terms of lawyers in practice, whether in private practice18

or in corporate practice, there has been, you know, sort19

of some real reluctance expressed about going in to do20

re-examinations today under the current system.21

In particular, you know, there's a sense that in22

many cases the same people are doing the re-examination23

who made the initial decision to file the patent.  So in24

some sense, that there is, you know, sort of concern25
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expressed about whether one is really going to be able to1

get a fresh -- fresh glance at some of these issues.2

And I think really the other concern that has3

been expressed is that if one has the re-examination4

which goes unsuccessfully, it weakens one's position in5

the litigation going forward.  So at least when it's been6

described to me, many people have indicated that they've7

been -- that they are unwilling to sort of incur the --8

you know, the sort of potential damage to litigation for9

something that doesn't seem to be in the sort of current10

system necessarily that much of -- that much of a remedy.11

But anyway -- I'm sorry.  Yes.12

MS. DESANTI:  I thought we would take a break13

soon.14

PROFESSOR LERNER:  Okay.15

MS. DESANTI:  So you can go ahead with more, if16

you have more right now, or we can take a break.17

PROFESSOR LERNER:  Oh, well I have more, but we18

can do it right now or we can --19

MS. DESANTI:  Why don't we take a break now20

because we've --21

PROFESSOR LERNER:  That's fine.22

MS. DESANTI:  -- been going for awhile.23

PROFESSOR LERNER:  Right.24

MS. DESANTI:  And let's come back about 1225
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minutes before four, to be precise.1

(Whereupon, there was a brief recess.)2
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MS. DESANTI:  Professor Larry White will speak1

to us some more on network effects and competition.2

Professor White is an economics professor at New3

York University's Stern School of Business.  He is a4

former Director of the Economic Policy Office of the5

Antitrust Division of the Department of Justice, and he6

has published most recently on antitrust economics,7

competition, and policy.8

PROFESSOR WHITE:  I'm a low-tech guy.  I'm the9

wrong guy -- save the situation, please.  This is the10

time I should have brought my overhead transparencies.  I11

knew it. 12

MS. DESANTI:  While we are waiting for this to13

come up, Ray, did you want to raise a couple of other14

issues?15

MR. CHEN:  Oh.16

MS. DESANTI:  We'll interrupt you.  We'll17

interrupt you when this comes up.18

MR. CHEN:  I'll be very brief for purposes of19

the time.  I know that, you know, Professor Lerner20

brought up the concern about emerging technologies and21

whether -- and how the PTO can be equipped to handle22

examining such technologies and all I can say is,23

although the perception is we're a slow moving dinosaur,24

there is something called the Business Methods Patent25
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Initiative that in 2000 Former Commissioner Todd1

Dickinson instituted, where there has been a lot more of2

an outreach within the industry for seeking out all forms3

of non-patent prior art literature, that examiners are4

required to review before they issue a patent in that5

category of applications.6

MS. DESANTI:  I'm sorry to interrupt.  And I7

just will flag for the audience, we are going to have8

some remarks about that initiative next Wednesday, when9

we have sessions out in Berkeley, so we're looking10

forward to learning more about that.11

Professor White.12

PROFESSOR WHITE:  Thank you.  I'm Larry White. 13

I'm very pleased to be here this afternoon and I was14

asked to talk about network industries and innovation and15

I will try to tie it into the intellectual property16

theme, as well.  The hour is late and so I'm going to try17

to just move things along as quickly as I can.18

First, what do we mean by networks?  Well it's19

nodes connected by links.  That doesn't convey a whole20

heck of a lot, so let me try to give you some more21

concrete examples.22

And here is a stylized link.  It's a very -- a23

stylized network.  It's a very simple star network, but I24

-- when I start thinking about networks, this is one of25
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the things I instinctively think about.  And if you look1

at some of the -- some of the simpler airlines that have2

cropped up in the last two decades, post deregulation, a3

lot of them don't look all that different from this, as4

well as a local telephone network, a local package5

delivery network.  In its early days, this is the way6

FedEx looked.  Everything went through Memphis.7

I labeled this "S," that central switch, "S" for8

"switch."  That's going to be a crucial thing and I'll be9

coming back to it.10

All right.  But there are other kinds of11

networks.  Here is a simple ring network.  Those of you12

who live in this city would certainly recognize this as a13

real phenomenon.  To get from one side of the Beltway to14

the other, very few people try to thread their way15

through the city streets.  They go around the Beltway. 16

Some computer linkage systems have worked like this.  A17

Christmas tree light system, if it's in a series, would18

work like this.19

Here is an all-points connected network.  An20

urban street system, a CB band -- citizens bank radio21

system, where you don't have a central point.  You don't22

have a ring.  Everybody can connect to everyone else23

directly, and that's very different from that star.24

Last and perhaps most important, two star25
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networks connected by a trunk line, and this can describe1

a telephone system, two local exchanges connected by a2

long distance line; a railroad system, two local3

marshalling yards, where the freight is collected and4

then disbursed, and the long distance trunk line in5

between; airlines with hubs -- two hubs and you collect6

traffic at a hub and send it to another hub, and then7

disburse it.  Electricity, as well.  You could think of8

one of the clusters as a set of generating units and the9

other as a set of users, and you've got a coordinating10

mechanism, the high voltage transmission lines, the step11

down, and the -- and the distribution.  And again, here12

you have two central switches.  I've labeled them "S1"13

and "S2."  Remember them.14

All right.  Now network industries are15

different.  The number of the speakers in the previous16

hour and a half talked about network externalities.  And17

going back to one of those stars, the more users you have18

connected to the network, the more value there is for19

everyone.  Think of a telephone network.  Think of a fax20

network.  Think of airlines, railroads.  Any of those I21

would describe as a two-way network in the sense that any22

of the external nodes can send or receive.  And in that23

kind of network, the network of value, the extra value24

for an extra user is direct.  When another user joins the25
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network, he or she is doing it for his or her own value,1

but his or her presence also adds value for the others. 2

And so this is a direct network externality.  It adds3

value, up to the point where congestion through, say,4

that central switch may start decreasing value because5

the congestion slows down everybody else, or otherwise6

decreases the value for others.7

There are other kinds of networks, besides those8

two ways -- describe something like an electricity9

network, or broadcasting, or cable, or the worldwide web,10

a credit care network, as a one-way network, because --11

let me go back to this.  Again, if you think of this as12

electricity generating and this as users, basically the13

interesting flows are going only in one direction.  And14

when we get an extra user attached to this cluster here,15

the other users don't get any direct benefits.  I don't16

really care if the neighbor down the street is or is not17

connected to the electricity grid, unless either the18

neighbor is causing congestion problems, or interference19

problems, or somehow diminishing my value, or because the20

extra user adds to the potential economies of scale, or21

the extra user allows for more entities over here, which22

gives me more choice, which is the kind of thing that23

shows up, say, in a credit care network or an ATM24

network, where more users over here mean more suppliers25
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over here, which adds to the value over here.  But that's1

an indirect value, indirect effect, rather than the2

direct effect that occurs through those two-way networks.3

And, finally, a lot of discussion of networks4

has gone into discussion of things that don't really fit5

the standard notion of what a network is, the nodes6

connected by links.  There is nothing physical and so7

they've been described as virtual or metaphorical8

networks, but hardware and software, operating system,9

applications software, connections, which will have these10

same kinds of properties as a one-way network.  That the11

more users there are, the more value there is to other12

users.  And the -- the extra value happens because the13

extra users encourage more providers, which gives greater14

variety, greater choice.15

Other characteristics.  High fixed costs, low16

marginal costs, economies of scale, advantages up to the17

point where congestion may be a problem.18

Compatibility standards are important.  And19

these compatibility issues can arise because of20

technological phenomenon, because of just pure physical21

phenomenon.  Sometimes through pricing practices, through22

refusals to deal can create a de facto incompatibility.23

 When I think about issues of compatibility24

standards, one of the things I love to think about is25
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railroads.  They are a network industry.  They are a 19th1

century network industry.  But the issue of rail gauge,2

how far apart were the rails, was an important3

compatibility issue in the 19th century.  Up until 18614

-- as late as 1861, almost half of the U.S. rail network5

was of a different gauge than the other half, which had 6

serious implications, which I will talk about in just a7

minute.8

So these issues of compatibility are important. 9

Standards are important.  And at least one version of the10

compatibility standards issue is related to intellectual11

property, since certainly in a lot of the new economy12

type industries, those standards are technological, are13

based on the intellectual -- intellectual property.14

All right.  Now consequences.  What we often see15

are winner take most outcomes.  That's been mentioned a16

couple of times earlier today, and one gets a competition17

for dominance.  And as Josh mentioned before, sort of18

making sure that that process is a relatively open19

process is important.20

Issue of path dependence.  This is a21

controversial one, but I think if you -- if you run22

through the logic of the standards and compatibility23

issue, the possibility of a wrong path, of a different24

track gauge arising, and possibly a wrong gauge.  As it25
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turns out, the non-standard gauge was in the South and it1

was not compatible with the North.2

Those of you who travel in Europe, if you take a3

train from Northern Europe and head towards Spain, you4

can't get past Barcelona.  You have to change trains. 5

Why?  Because the Spanish rail gauge is different from6

the rest of Europe.7

If you take a train and go east, you can't get8

past Poland without changing trains, because the Russian9

rail gauge is different from the rest of European gauge.10

Another nice example of this compatibility11

standards thing, and in a sense, the path dependence, is12

electricity.  And some countries have 60 cycles, 11013

voltage, like we have.  Others have 50 cycles.  Others14

have 220 voltage.  We have incompatibilities, and I worry15

and ask the question, gee, did some of us go down the16

wrong path in terms of what would, with 20/20 hindsight,17

be a more efficient electricity set of standards.18

All right.  And now we get to the third point,19

potential losses from incompatibilities, from abandoned20

technologies, and the -- in the American rail case, we21

had freight being slowed down, off-loaded, reloaded,22

because the system was not -- was not compatible.  And23

then in -- between 1861 and 1886, there were changes in24

rail gauges, literally tens of thousands of burly25
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individuals going out, lifting up rail, moving it1

slightly to make it compatible with the standard gauge,2

the 4' 8 1/2" gauge.  Other burly individuals, with the3

help of a little bit of steam power, raising freight cars4

and moving the wheels around to make them compatible. 5

Substantial costs because of this standards and6

compatibility issue.7

And then, finally, remember that network, that8

star network with the central switch, the issue of9

bottlenecks being an important one.  Janusz mentioned it10

earlier, a central facility, a bottleneck.  Sometimes11

it's a proprietary technology, and again that brings in12

the IP issue.  Sometimes it's just a physical switch, and13

so access becomes an important one.  And, again, it can14

be a physical issue.  It can be a pricing or a business15

practices issue.16

All of us today fly on airlines and we now have17

a set of incompatible airlines.  Rarely do we switch18

planes in a particular traffic movement, in a particular19

-- on a particular origin and destination trip.  Twenty-20

five years ago, in the bad old days of regulation of21

airlines, and they were the bad old days, we had a set of22

compatible airline systems.  People didn't think twice23

about flying from here to Chicago on one airline and then24

flying from Chicago to Des Moines on a different airline. 25
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And things were compatible then.  They are now basically1

-- for better or for worse, they are incompatible.2

Consequences number two.  Entry is more3

difficult.  Sampling is harder.  Larger scale entry is4

required.5

Now what about innovations, since that's the6

major topic here?  It's complex, unfortunately.  Now7

innovation within the existing technological standard can8

often happen readily, unless the dominant firm feels9

threatened and if the dominant firm sees the innovation10

as a threat to its core activity.  That's the way I11

understand the Microsoft case.  That's the way I12

understand the major legal decisions in the Microsoft13

case.14

Or the dominant firm may see the innovation as15

undermining its ability to price discriminate.  And we16

all know the welfare consequences of price discrimination17

are ambiguous, so who knows quite what to do with that,18

but it can be a damper on innovation.19

And, once again, innovation outside the standard20

is harder.  It requires larger scale effort and sampling21

is difficult.  And the issue here -- again, take my22

railroad example.  If you've got a freight car that fits23

the 4' 8 1/2" gauge, then you can do modifications on the24

rail car and everything is fine.  But if you have this25
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great, wonderful rail car that requires a five-foot1

gauge, you're out of luck.  And you can't get people to2

sample it because they're going to say there is no five-3

foot track around.  You have to build a whole new five-4

foot railroad in order to do this.  Now this is just of5

the nature of what we're talking about.6

Contrast that with apples.  Somebody comes up7

with a new apple and they say, "Try it" and you can8

sample it.  If it's a good apple, people buy more.9

Innovation in the women's clothing industry. 10

You come up with a new design.  You can try it.  If11

people like it, you can -- you can produce more.  It12

doesn't have this kind of innovation within the13

standard/outside of the standard type of dichotomy.14

Policy implications.  Well, first, you've got to15

be wary.  There are problems of dominant firms making16

life excessively difficult for entrants and innovators. 17

But on the other hand, you've got to be careful.  Over-18

reaction may improperly penalize winners and reward19

losers.  Over-reaction is anticompetitive. 20

The bottleneck problems are real.  Standards21

issues are thorny.  Again, this got brought up earlier22

and Chairman Muris has been mentioning this in some of23

his speeches.  On the one hand, if you've got sole24

ownership, you may -- that by itself may create dominance25
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in market power.  Again, that's an IP issue.  But you get1

joint agreements.  They may turn out to be unduly2

exclusionary, exclude, freeze out mavericks who threaten3

the incumbent firms.4

If there is something called an essential5

facilities doctrine, if any, it would be useful to6

clarify it.7

Last.  Conclusion.  There are no easy answers,8

unfortunately, and good policy requires good judgments,9

requires a long-run perspective.  And that's true10

generally in the IP area.  A number of times that's been11

brought up.  The issues on IP, over and over again, are12

short run versus long run.  Short run it always looks13

like, gee, we can get benefits by restricting the14

granting of intellectual property rights, or stuff would15

get into the public domain and we'd have more16

competition.  Isn't that great?  But over the long run,17

what does that do for the development of intellectual18

property, the incentives to invent, the incentives to19

create?  And so, over and over again, we find the short-20

run/long-run conflict.  And taking, I believe, the long-21

run perspective is the right one.  It does require good22

judgment and that's why government employees are paid23

such handsome salaries.24

On that note, let me turn the podium over to the25
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next speaker.1

MS. DESANTI:  Thank you, very much, Larry, for2

that exploration of the alternate universe in which3

government employees are paid extravagant salaries.  I'd4

like to visit sometime.5

(Time Noted:  4:15 p.m.)6
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MS. DESANTI:  We'll next hear from Meg Guerin-1

Calvert, who is a principal at Economists Inc.  She was2

Assistant Chief of the Economic Regulatory Section at the3

Antitrust Division at Justice -- at the Justice4

Department.  And she has also served as an economist at5

the Federal Reserve Board.  Now she's in the private6

sector, and has been for sometime, and she specializes in7

health care, and financial, and network industries.8

MS. GUERIN-CALVERT:  Thank you, Susan.  I would9

particularly like to thank Susan, and Hillary, and Gail,10

and others from Susan's office, as well as particularly11

the Commission for the invitation to appear.  I have to12

start out with a disclaimer.  As you can see from this, I13

do like blue.  I do -- have tolerated really bad football14

teams, but I did not go to Yale, nor was I a cheerleader15

in high school, either, though.16

But having said that, it's a great pleasure to17

be here today.  What I thought I would do is really build18

on what Larry did and I will skip over some areas where19

his and my talk are largely complementary.20

The first thing that I wanted to say as an21

outset and what this is going to be is a review of the22

economic literature in the network industry, particularly23

looking at two issues.  What are the implications of it24

for IP issues and, alternatively, what are the really25
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thorny IP issues that are particularly relevant in1

network industries?2

The first thing is, and this is kind of based on3

a general review, one of the things that I was surprised,4

as I went back to prepare for this session, is that the5

1995 IP guidelines really do not expressly have examples6

or applications in the network industries.  A lot of the7

issues that are there, such as standard setting, cross-8

licensing, exclusivity, are all greatly relevant to the9

network context, both in the development of networks, and10

in competitive issues.  But there really are no network11

applications.12

Despite that, if you look at the history of13

major IP antitrust enforcement action by the federal14

agencies in particular, but also in terms of private15

litigation, between 1995 and today, there are a large16

number of them and the substantial number occur in the17

network industries.  So we all have had a great deal of18

experience dealing with this overlap between standard19

settings in joint venture network context, exclusionary20

practices in cross-licensing and patent pools in network21

context.  Almost anything that -- and as Larry mentioned,22

that is a virtual network, where installed base of users23

are relevant, as in computers, is really looking at a24

network issue.  And I'll come back to that at the very25
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end.1

The main thing I want to say and I did a sample2

bibliography that you can find outside, is there is a3

vast literature on network effects and it would include4

both economic literature that deals with general5

principles that apply in any kind of network context, and6

help us distinguish among networks, but also in terms of7

a lot of applications.8

If you think back on Larry's presentation, the9

sets of industries that he talks about, there are10

substantial industry reviews in each of those areas,11

particularly looking at antitrust and competition issues,12

case studies of those industries, and in many cases,13

already dealing with IP issues.14

What does that literature tell us?  I won't15

repeat this here.  This is basically what Larry has16

mentioned, that there are various types of networks.  One17

thing I want to point out in transition that is a useful18

distinction is a lot of the literature looks at the19

network as a system, as a whole package of the20

transmission, plus the distribution, plus the end-users. 21

Others of them, as in the financial network area, look at22

the network as a means of delivering a product -- the23

ability to get cash from an ATM.  And that can be an24

important distinction for standard setting and which IP25
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issues are more relevant.  So I wanted to flag it to your1

attention.  When you go through that literature, you'll2

see that distinction drawn.3

Again, just emphasizing what Larry said, largely4

if -- what I'm going to be talking about is that it's5

important, in terms of thinking about networks, and which6

issues are relevant to your inquiry, which things do you7

care about, when is something more likely to be8

anticompetitive, as opposed to more likely to be9

defensible, it's useful to kind of separate out mentally10

what a lot of us don't do, which is the demand side11

externalities, the things which make the value of the12

network increase as it is larger, which deals with13

critical mass issues, as opposed to supply side14

externalities, which are somewhat more standard vanilla,15

decreasing average costs over some range of production.16

And, again, to be thinking about or having in17

mind that the nature and extent of these externalities is18

going to vary, depending perhaps on the industry context,19

or the technology that's being applied in a given20

industry.  So just as Larry was mentioning, if you look21

at airlines at one point in time, and then revisit it at22

another point in time, you can't necessarily assume that23

the same phenomena that are driving network effects are24

in existence because the technologies may have changed.25
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Briefly, what I'd like to be talking about is,1

obviously, that network entry and competition analysis2

which is fully developed gives a lot of perspective as to3

which kinds of IP issues we should care about in a4

network context.5

The second point is that if you look at6

networks, the elements and the attributes of the network7

largely determine what outcomes in the marketplace are. 8

Different network attributes depending on which ones are9

more important, are more heavily weighted, is going to10

determine whether the result is a single network with a11

dominant firm, or whether it's a kind of structure that12

with open competition will allow multiple networks to13

flourish.  And these outcomes determine whether we should14

be focused on the process of getting to the network as15

the key focus of concern, what Janusz called the ex ante16

competition, as opposed to the ex post competition,17

either within the network or among networks for18

competition.19

And, again, in the interest of time, I just want20

to focus on, not surprising, if you're looking at what21

makes for a successful entry, it is how do you go about22

achieving demand and supply side externality.  Do you23

have issues or do you not requiring coordination24

standards and compatibility?  It's not the case in every25
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network that these are big stumbling blocks, although in1

some it is.2

And there are two stylized fact patterns that we3

can focus on that have very different implications.  One4

is the one that Larry mentioned.  It's the competition to5

be the monopolist.  It's to be the winner or to replace6

the incumbent monopolist.7

The second is an outcome where you can have8

multiple networks and where competition really is inter-9

network to get the volumes, to get the users.10

And in terms of looking at network entry, let me11

just pose this as a framework, that when you are thinking12

about the importance of intellectual property assisting13

network development, or intellectual property assisting14

network development or intellectual property impeding15

network development and innovation, the things to look at16

is look at your particular circumstance and try to17

identify what are the issues for this particular industry18

that are required to achieve the demand and supply side19

externalities.20

What are the issues?  Are there any about21

compatibility?  Are there issues of switching costs or22

are there not?  Not all networks have high switching23

costs.  Most of us, I would suspect, have multiple credit24

cards, even multiple ATM cards, and can switch them on25
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networks.  Probably not the case that we have multiple1

fax machines, but there is a common standard.2

An important point, and this, again is for3

predation, what Janusz mentioned, is how important is it4

as to the perceptions of people as to what will happen in5

the marketplace.6

And then, lastly, how -- what is the likely7

total size of the market and how big will you, as the8

innovator, be?  This is the issue in terms of the9

railroad gauge example.  It may be in railroads'10

interests to have a common set of gauges, or a common11

standard, because the total pie, the total demand for12

cross-country railroad traffic will be higher, although13

your slice of the pie will not be 100 percent.  So that14

the pie may be bigger with common standards.  Your slice15

is smaller, as compared to a circumstance where you have16

100 percent of a little tiny pie.17

In terms of going to the main point, let me jump18

to some of the key policy conclusions, so there will be19

time for discussion.  One of the things that comes up in20

network industries is the process of innovation.  And21

this is work that's been very well developed by Carl22

Shapiro and Hal Varian, and also by David Teece.  There's23

a number of sites in the bibliography, focusing on two24

kinds of innovation.25
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One is the incremental or evolutionary.  That is1

taking the product as it is currently, making sufficient2

changes or improvements to it that you have a new,3

better, more attractive product, or network to offer to4

people, but it's sufficiently incremental that those5

users on the first network are not having to make a6

quantum change, are all the more likely to try your7

network for a period of time, and you, as a result, may8

find it easier with that kind of compatibility or common9

assets to evolve and grow.10

The prospect for making a really big splash,11

gaining a really, really big share, may be more limited12

in this context, but we'd all say it has a higher13

certainty.14

In contrast, in terms of if you look at radical15

or revolutionary, you have the problem that you16

potentially have very incompatible products.  People have17

to make quantum leaps.  There are substantial switching18

costs.  However, there's a greater prospect perhaps of19

winner-take-all.20

And so in terms of thinking about how you get21

all of those aids and what are the issues, let me jump22

right ahead to -- this is one of the problems that23

intellectual property or patents can raise in that24

context on innovation.  If you have, by the incumbents,25
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substantial patents or, alternatively, as you get this1

new product together, you really need to have complex2

cross-licensing arrangements, or develop additional3

standards, it may be less feasible and less attractive to4

take the incremental approach.  You may arguably be5

forced into the high-risk approach.6

In the high-risk approach, you have the prospect7

of perhaps having a stranded product that you spent all8

the money on developing and then nobody is willing to9

switch, and no one is willing to experiment.  So I just10

raise that as one of the issues in network industries11

where the gains, the likelihood of success are achieving12

relative to the incumbents huge demand side externalities13

and huge supply side externalities, and the presence of14

certain arrangements can make it more difficult to pursue15

the safer and easier strategies.16

To go back up just for a moment, in terms of17

what network issues are relevant to intellectual18

property, the main one I'd say is -- what I had mentioned19

is, it's really worthwhile to look at the specific20

network you're dealing with, understand its attributes,21

its type, all of its properties, what's required for22

entry and expansion.  This will inform you as to where23

the tensions are, particularly in terms of how important24

it is for there to be a standard setting, for there to be25
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common ownership of assets, or deployment of1

complementary assets, and where there is a real risk that2

without certain kinds of intellectual property3

protection, you just won't have the practice over the4

product.5

Let me end, though, with a -- the other side of6

the coin is in circumstances where you have business7

practices that we also see in the merger and joint8

venture rule, which end up being exclusionary.  On the9

one hand, putting in place exclusive practices for10

exclusivity could promote the incumbent network in a11

positive way.  It may be necessary for success.12

Alternatively, it could be entry deterring or13

foreclosing.  And I think if you look at a number of the14

recent enforcement actions dating back to the Mac case15

and the ATM industry, to the early 1990s, they were16

focused on denial of access, in essence, or inability of17

members or users of a network to join other networks and18

to switch at relatively low cost.19

Let me jump to the straight conclusion then. 20

What we have is there is available to you a huge and21

extensive literature that deals with all of these issues22

in substantial detail.  What is most relevant for the IP23

area, from the network context, is a lot of the thorny24

issues on coordination, standard setting, exclusivity,25
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other related -- have already been dealt with.1

 Similarly, in terms of the network issues, the2

IP issues that are relevant for networks, it really does3

come down to whether or not you can facilitate4

coordination and sufficient standards to allow certain5

kinds of networks to develop.6

Thank you.7

(Time Noted:  4:30 p.m.)8

-     -     -     -     -9
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MS. DESANTI:  And now we will move quickly and1

test all of your patience.  And we especially appreciate2

the patience of Professor Stan Liebowitz, who teaches3

Economics at the School of Management at the University4

of Texas at Dallas.  He is published widely, and I'm sure5

most of you in the audience are familiar with his work. 6

And his work is particularly focused on how new7

technologies affect copyright owners, and on network8

effects.9

PROFESSOR LIEBOWITZ:  Okay.  While it is10

loading, it's really a very short presentation.  It's11

just the way I created it, it was made from an old12

presentation, which was very long, so it probably has13

like 25 slides, but I'm only planning to go through four.14

Let's see.  Oh, yeah.  First thing.  Let me put15

a little advertisement in.  It's getting late and a lot16

of the material I was going to talk about has already17

been covered, so there is no real harm.  I have a book18

coming out this summer which talks about some of these19

things.  I have another book that talked about it in the20

past, which was Winners, Losers, and Microsoft.  This21

one, if you want to see how it is that -- a belief in22

winner -- first mover wins, which I -- sort of comes from23

the network effect literature, why it led to the Internet24

meltdown.  That's the first three chapters in this book25
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and then it talks about other things on the Internet, as1

well.  So that's my little blurb.2

First of all, let me say that the term "network3

effect" versus "network externality," there is a serious4

difference and it's not always taken into account.5

So that I guess it's a point that I've made in6

the past and I want to make it again.  And network effect7

is defined here as when a product becomes more valuable, 8

the more consumers there are that use it.  That doesn't9

mean there is any sort of externality going on. 10

Externalities are normally bad things.  Externalities11

normally in markets don't work, particularly if they are12

technological externalities and not pecuniary13

externalities, another distinction that I'm not going to14

go into.15

But a lot of things that are referring to as16

externalities may or may not be externalities, and we17

should be careful when we use the terms.18

Okay.  You've already seen networks, fax19

machines, telephones -- those are very clear.  All right. 20

The number of other people with those machines are going21

to be the keys, the whole ball of wax, so to speak.  If22

there is nobody else on the other end of the line, your23

telephone is not really worth anything to you.  And so24

it's obvious that in those industries, networks effects25
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will be very important.1

Other networks industries, what we might call2

virtual networks, things like software, it's less clear. 3

Now Margaret made the point and it's true, there is very4

large literature out here on network effects.  But my5

reading of it is that it's to a very large extent6

theoretical.  There is very little empirical work7

examining very simple things like how strong are network8

effects, and where exactly do we find them, and are they9

really in software, and if they are, how important is the10

network effect.11

There are, to my knowledge, only a handful of12

papers, out of the hundreds that are available in the13

literature, that actually take a serious look to try to14

measure how strong the network effects are.15

Now in the case of telephones and fax machines,16

we really don't have to there.  It's pretty obvious that17

they are the basic element.18

In the literal networks, where we have a lot of19

more interesting issues, because historically there was20

literature in the 1970s that took a look at telephone21

networks and had network effects, but that's before the22

modern literature, which started in 1985 came along.  And23

in 1950 there was a paper on bandwagons, which was also24

about network effects.25
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The next literature in 1985, what makes it1

different, is that it talks about possibly getting stuck2

with the wrong network.  And that's really what has been3

so interesting about it.  And you don't really need4

network effects to tell that story to begin with.  Any5

natural monopoly can lead you to the issue of do we get6

the wrong natural monopoly.  It's just not a question7

that economists thought about all that much until 1985.8

And at that time it was the network effect set9

of papers, particularly, you know, Katz, and Shapiro,10

Fowler -- and then a little literature with Brian Arthur11

and Paul David, and what not, that brought to the focus12

maybe we have the wrong network.  But it could have13

easily just -- just as well been done with just old-14

fashioned economies of scale.  Network effects are15

another way of getting to economies of scale.16

I think the concept is overused.  I was reading17

-- I talk about it in the book.  There's this --18

something you may have read the first year -- first day19

of 2000.  The Wall Street Journal ran a special section20

on what the economy is going to look like.  And there was21

a paper called "Supply and Demand is Dead, Live With It,"22

or something like that.  And in that article, he talked23

about various things, including network effects.  And one24

of them he was talking about examples of network effects. 25
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He said television networks are obviously network1

effects.2

Well it's hard to really find very many network3

effects in television broadcasting.  It may be a network,4

but there really are no effects.  Viewers don't care how5

many other people are watching their program.  It doesn't6

affect their utility directly.7

Anything that has the word "network" in it8

doesn't mean that there are network effects, to say9

nothing of externalities.10

The few attempts to examine network effects have11

looked at things such as -- and it's a reasonable12

investigation.  If you have spreadsheets, what's the13

network effect?  The network effect would be that you14

want to be able to use other people's spreadsheets, their15

data.  And so, if you have Lotus 1-2-3, you want someone16

else who can read Lotus 1-2-3, if you're going to send17

them your data.  And so the tests that were done were to18

look at things like whether or not spreadsheets set19

higher prices, if they could transform Lotus 1-2-3 data,20

if they could read it.21

And, of course, they came to the conclusion --22

many of you may know this literature -- that, in fact,23

that there were network effects.  The problem is that, in24

fact, they don't show that there are network effects,25
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because if you had previously a Lotus 1-2-3 spreadsheet1

and you're buying a new spreadsheet, an upgrade either of2

Lotus or some other brand, you want to be able to read 3

Lotus 1-2-3 spreadsheets, too, because you want to be4

able to read your old spreadsheets.  And there is no5

network effect there.  And, therefore, the only way to6

have tested it would have been to take a look at people7

buying spreadsheets for the first time, where there is no8

problems with compatibility with their old selves and9

their old software.  And no one did that.10

So, in fact, there is virtually -- I can say, to11

my knowledge, zero empirical evidence of how strong12

network effects are in any of these literal networks. 13

Now I'm not saying that they don't exist.  And I'm not14

saying that they're not strong.  But I am saying that we15

don't know and we have a very, very, very large16

literature that's based on something that we presume17

exists and is powerful, that we have almost no interest,18

apparently in testing whether or not it really does exist19

in these literal networks.  So a minor criticism of the20

profession, if you will, and I'm not as popular as I21

might be.22

We know that if there were network effects, it23

gives us an economy of scale on the demand side, if you24

will.  And that that might lead to winner-takes-all.  But25
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network effects by themselves can't generate that result. 1

Economy of scale of production, without network effects,2

can, but if you have just economies of scale in3

production and you haven't had network effects, no4

guarantee that we're going to have winner take all.  It5

depends on which one is stronger.6

And my gut presumption, since all we're doing is7

dealing with presumptions here, since no one is testing8

these things, is that in most cases that people talk9

about the new information economy, what's really going on10

is that we have very strong economies of scale in11

production, and minor network effects that play a trivial12

role in a lot of these industries.  Now it's not clear13

that that changes much, okay, but still it's a different14

story.15

All right.  Whether we're talking about network16

effects or economies of scale, however, they both lead to17

the conclusion that we may have a just single winner or a18

small number of winners in the market.  This has been19

talked about before, competition for the market or in the20

market.  Who knows?21

Is it harmful to have a single winner?  Well it22

could be.  And, as everyone has said, it's a difficult23

issue.  I'm one of the few people that have taken a look24

with my co-author on much of this work, Steve Margolis,25
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and at particular industry, and whether or not it1

appeared to be the case that we were getting wrong2

winners, and whether or not the winners were getting3

stuck, and that they couldn't -- they were entrenched and4

were unable to be challenged by superior new firms.  That5

was the software market that we looked at.  6

And what we discovered when we looked at those7

markets is that there was no evidence of entrenchment. 8

There was evidence for winner-take-all.  But there was no9

evidence of a lot of other aspects, such as tipping, a10

term you hear all the time.  Try to go get an explanation11

or a definition of exactly what tipping is and it won't12

be that easy.  But what it would seem to be is that two13

firms compete and then at some magic moment, one of them14

gets a large enough market share that the network effects15

take over, and it then becomes the winner very quickly. 16

There was no evidence for a tipping point in terms of17

market share.18

There was no evidence for lock-in.  And what we19

found were very rapid changes in market share that went20

to the firm that was getting the better product review. 21

Now this is for a single industry which is software, over22

a single period of time, which was like, essentially,23

1985 to 1995 - '96.  It was an unusual time in the24

history of that industry.  It was still very young. 25
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Whether you can generalize those results to later periods1

of time when the industry is more mature, we don't know. 2

But at least we did look at that industry.3

And something that I haven't seen much of, among4

people who, in talking about lock-in -- now there has5

been a lock-in literature.  Railroad gauges, by the way,6

as you know, were talked about and so was AC/DC current. 7

But it wasn't whether we had the right DC, whether it was8

50 or 60.  It was whether we had AC or DC.  And we did9

get AC and AC is considered to be the better of the10

technologies, and there was a paper on that by either11

Paul David or one of his students, saying "We almost made12

a mistake.  We almost got DC, but we were lucky.  We just13

avoided, on the brink, getting the wrong product."14

The typewriter keyboard, which is what I'm15

probably best known for with Margolis, that was another16

story that turns out to be totally fictional of how you17

get stuck with a terrible product.  Everyone likes to18

make the claim that it was created to slow down typing,19

with apparently no evidence, whatsoever, behind that20

claim except the nice assertion that gets repeated over21

and over again.  What we discovered was that there was no22

real evidence that the -- keyboard was any worse than23

basically -- for any other keyboard out there, that they24

were basically the same.25
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Similar stories for Betamax versus VHS.  And so1

this idea of getting entrenched, getting locked in, it's2

a nice story and it certainly plays a large role in a lot3

of people's thinking, but it's still a story that -- now4

I should be a little more careful here.  If Carl Shapiro5

were here, he'd say, "Well my book -- Information Rules,"6

because he did this once before at a conference several7

years ago.  He was just -- he had an advertisement for8

his book at that time.  That was several years ago.9

He said, "My book has hundreds of examples." 10

But the difference was, his examples were examples where11

the incumbent has an advantage over the challenger12

because there's a cost in people switching and it may not13

be efficient for them to switch.14

The lock-in that I'm talking about here is a15

strong form of lock-in, which the  -- would be a story of16

that.  It would pay for you to switch.  All right.  The17

advantages are greater than the cost of switching and you18

still don't switch.  That's a strong form of lock-in and19

I don't know that there are any examples of that.  And if20

there were at this point, after 15 years of examination21

-- by the way, Paul David now says he doesn't have to22

have any evidence that there are cases of lock-in, that23

he would like us to prove that there are no cases of24

lock-in, which is sort of an interesting position to25



232

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

take.  And I presume you could take it either way, but my1

answer is that if you follow this literature and all2

this, well what were you doing for the last 15 years with3

your students?  Why were you bothering coming up with4

these examples if you didn't need to in the first place?5

But at any rate, let's see.  That's the story on6

lock-in.  So I don't know that it exists.  So what does7

that tell us about antitrust?8

Well, first of all, when we were talking about9

network effects, which I'm not denying exist, and in some10

instances might be important, or economies of scale,11

which I think are probably quite important in the new12

economy, we're going to have a different type of13

competition.  What we do need to know is not whether it's14

an economy of scale, not whether it's a winner-take-all,15

that's not so important.  What we really need to know is16

whether or not once you've won, that somehow there is17

going to be less competition in the future, that you're18

not going to be vulnerable to competition.  That's the19

real danger.20

And of that we have no evidence that I'm aware21

of to say that we should be worried.  Now perhaps we will22

get some and maybe we should be worried.  I think it's23

premature to start putting forward rules based on24

theories when, even though it may be a very large25
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literature, it doesn't have any support for the idea that1

we have incumbents who are getting locked in, who really2

should have been replaced by challengers.  All right.  So3

that's one thing that I think we should be very careful4

and avoid putting in into the current thinking until we5

know more.6

And the government goes around and asks people7

to do studies.  NSF does this all the time.  That would8

be very useful, I think, for the NSF to go out and ask9

people to actually try to measure how strong network10

effects are and whether or not we really do get stuck11

with the wrong products.12

Okay.  The other thing is that it does seem to13

me that there is potentially a place for intellectual14

property to talk -- to play some role in this literature,15

or this literature to play some role in intellectual16

property.  And that is, if we do have a fight between two17

competing standards, it is fairly important in most cases18

that either they both be owned or not owned, and that if19

they are both owned, you would expect the market to work20

better than if only one is owned.  And that's a rationale21

for ownership here of a standard.  That's quite different22

than the normal patent for -- ownership.  It has nothing23

to do with trying to provide a reward for the inventive24

activity.  It's ownership in the same way that we would25



234

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

want fisheries to be owned, if we want efficient use of1

the fish, and we don't want them to be over-fished.2

And so, there is a potential use for3

intellectual property in a completely different way, if4

we believe that there are these networks where there may5

be real externalities, and where there may not be an6

owner who puts the proper resources into fighting the7

other network.  And so that's something that somebody8

might want to think about and some government agency9

might want to look at.  And how that would work, as10

opposed to the old-fashioned intellectual property, I'm11

not entirely sure, but it is something different and it12

is something that arises here.  But I don't know that13

it's due to network effects.  It's due to any network14

where you're going to have a winner-take-all result,15

which just may be a network where you have economies of16

scale.17

That's my four slides.18

MS. DESANTI:  Thank you, very much, Stan.  We19

appreciate it.20

(Time Noted:  4:50 p.m.)21

-     -     -     -     -22

 23

 24

  25
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MS. DESANTI:  Well the hour is very late, but1

I'm sure there are some people who want to have comments2

made.  Did you want --3

MS. GUERIN-CALVERT:  I just want to make a4

couple of quick comments.  One is that I did, for a5

little bit, Stan, get a view as to the empirical6

literature that is out there on network effects.  I think7

a little bit of it is it depends on how one is valuing or8

measuring.9

For example, I would point to there is quite an10

array of studies in the airline industry, dating back to11

the immediate post-deregulation era, that look at the12

value of adding hubs and spokes by airlines, as opposed13

to single line traffic, in terms not just of economies of14

scale and scope on the supply side, but the ability by15

being able to offer seamless travel, common baggage16

handling, coordinated schedules, to get to a lot of17

places, that there are measurable increases in the volume18

of passengers of the airlines who have those, as opposed19

to not.20

And similarly, on the ATM industry side, there21

are a lot of studies that have been done, both by network22

owners and also by economists, looking at, again, the23

idea that you can have these large inter-connections. 24

You can induce and have a greater value, larger network25
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than you otherwise could, and that, in fact, drove the1

need for proprietary networks to share.2

But I think you raise an interesting issue that3

I think is very pertinent in terms of the lock-in issue. 4

It is, because I think that my view of the whole vein of5

literature looking at network effects, is that there are6

certain circumstances in which the best outcome for7

society is to have a single firm, and that acting8

competitively -- or a single standard.  That is what is9

going to happen.  That we are better off, ultimately,10

with competition, but who is going to be the standard,11

and VHS might be better than Beta.  And that then, as12

long as there is the prospect and no significant13

anticompetitive behavior that would keep DVD's from14

coming up and delivering fundamentally the same product,15

in a completely different technology, you can have the16

leapfrogging that doesn't happen in every industry.17

But it's the anticompetitive lock-in, as opposed18

to the existence of lock-in, that is a problem.  So it is19

an industry that otherwise would have gone to two or more20

competing products, that ended up with one because of the21

fact that anticompetitive games were played.22

The last thing is, I think you're right in terms23

of ownership of standards is an issue.  One of the things24

that's most intriguing in a lot of industries, we've25
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ended up with common standards, where there are massive1

network effects, such as fax, phone, and I would argue,2

rail gauge, and where the nature of the competition is3

multiple firms competing for the volumes, and that that's4

where the gains are.5

So I think it's important to distinguish between6

outcomes that could get to that multiple approach, but I7

think you're right that where ownership rights are not8

clear, it may well be the case for the product to even9

exist you need more tolerance toward joint ventures, more10

tolerance toward standard setting bodies looking at11

trying to come up with the common or best standard, so12

that then expost there can be competition.13

MS. DESANTI:  Phil and then Stan.14

MR. NELSON:  Yeah.  This is actually just to let15

you do a two-fer and get economies of scale.  This one is16

actually just a clarification.17

I think Europe is on direct current.  U.S. in on18

alternating current.  No?  Never mind.19

PROFESSOR LIEBOWITZ:  Yeah.  I guess on the20

first thing, as far as the literature, I know of some of21

the literature on ATMs, but my knowledge of the22

literature is flawed and I can go through that with you23

as well, but not -- I don't know the whole literature.  I24

know a couple pieces.  I guess Eleanor Sheppard and maybe25
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a few others.  I can say lots of things about it.  It's1

hard to -- 2

The other thing is that on the airlines, I'm not3

sure what it is that is the network effect that makes4

that an industry that we would talk about to have network5

effects in the first place.  I don't even know whether6

we're talking about hubs or spokes.  Yeah, it's network7

in the sense that it has hubs and spokes, but is there --8

what is the network effect where somehow the more uses9

there are, your utility goes up or down?  Are we just10

talking about prices changing?11

MS. GUERIN-CALVERT:  I guess I would have a12

couple of responses.  One is, it's a physical network and13

that in terms of getting greater volumes of users that14

demand the product, and find it more convenient and,15

hence, offer greater quality of service, would be what16

the value is.17

And, again, I think it goes back to Larry's18

diagram and he can probably say it more articulately than19

I can, it's the idea of you do not necessarily have to20

have the value as in the phone system, where I need to be21

connected to you for the value to occur, but that the22

presence of a substantial additional volume of passengers23

makes more service possible than could be sustained if24

there were not such a comprehensive network.25
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PROFESSOR LIEBOWITZ:  Yeah.  Well to some extent1

we may be relabeling things.  Any industry that's not a2

constant cost industry is going to have an impact where3

as more users or less users are in the industry, other4

consumers are going to have either higher prices or lower5

prices, and we can get concerned about how all these6

networks may be out of kilter.7

I'm not sure it does us a whole lot of good to8

start referring to that as a network effect, when I think9

the original idea of network effects was sort of more10

specialized, some more -- a case where you really were11

getting value because more people were using it, which12

would be something that would be involved, say, with the13

information and information economy makes more sense. 14

And also those are all very pecuniary externalities.  If15

they are externalities, you don't want to internalize16

them because if they were internalized, all we'd have17

would be monopolies.18

And because if one -- and takes consumers away19

from another, they're causing negative impacts and those20

are -- refer to those as network effects, if you will,21

and gee, do we want to stop that because it's causing22

negative impact.  And the answer would be no, because23

that's a pecuniary externality.  We don't want to24

internalize them.25
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So I think that that's sort of the first case1

you gave of all the empirical work.  It is empirical work2

that doesn't have anything to do with network effects,3

which doesn't do anything too much to reject my claim4

that there isn't much of a literature there.5

MS. GUERIN-CALVERT:  Yes.  We can agree to6

disagree.  Now the one thing that I would say is -- and I7

think you raised an important point.  Whether or not you8

end up with a single firm supplier depends substantially9

on the scope of the overall marketplace.  One of the10

things that has happened in the airline industry, for11

example, particularly if you look at transcontinental12

travel, is you have competing networks.13

And so, you know, I think it again, looking at14

the big picture issues, in some industries you'll end up15

with one.  In others, you could end up with multiple. 16

And those, I think are the key issues.17

PROFESSOR LIEBOWITZ:  We do agree on that.18

MS. DESANTI:  We have time for one last comment19

and, Shane, you're it.20

PROFESSOR GREENSTEIN:  All right.  I was going21

to say something provocative to try to generate22

discussion, but maybe -- I'll generate thought as you go23

home.  And this is sort of two comments and it's for all24

three of you who talked about networks.25
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First of all, I would like to offer the opinion,1

I don't find it at all useful and I don't think2

competition policy would at all find it useful to focus3

antitrust policy on avoiding inappropriate designs or4

directing industry to avoid inappropriate technological5

designs.  I think that is a waste of government policy6

and time and effort.7

And that raises the question, what should8

governments be worried about and what should we focus on9

in environments where there allegedly are networks?  And10

I took from your three talks that design alone is not11

what we should be focusing on, that when Larry puts up12

his little diagram, it's not -- it's not the physical13

connections alone that are the focus of our attention. 14

You know, when you put up a little hub and spoke diagram,15

it's not the physical connections alone that you worry16

about, it's about the economic relationships that are17

repeated over and over again between a whole series of18

actors who otherwise are not -- you know, otherwise are19

in different entities, and what that can do is entrench20

some firm in a position of power.  And what we worry21

about in innovative industries is whether the firms at22

the center of those network of economic relationships,23

whether the firms at the center of them can or cannot use24

the innovative process to -- and distort it in some way.25
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And I think the central question that we should1

be asking is if you see a firm at the center of one of2

those networks, the question you have to ask, okay, a lot3

of innovation is going to be to their benefit.  That4

seems to be fine.  Most of the time we actually think5

that's just fine.  So then, is there -- you know, is6

there a competition policy question there?  And I think7

the answer has to be it depends on the actions they take8

and what effect it has on the incentives of other firms,9

either within that network of economic relationships or10

not.  That's the central question. 11

I really just don't give a damn whether, you12

know, we get the wrong outcome or not, because I don't13

think I know.  I don't have enough information to know. 14

But I do really, really care, you know, what the firms at15

the center of these economic relationships do when16

talking to other firms, and what sort of deals they are17

trying to cut, and what effect that has on incentives. 18

To me, that's where we ought to place our focus.19

MS. DESANTI:  Thank you.  Thank you all, very20

much, for your patience.  Could you please join me in21

giving a round of applause to our speakers.22

(Applause.)23

(Time Noted:  5:00 p.m.)24

-     -    -     -     -25
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Background

• A strengthening and broadening of 
patent protection over the past 20 years
– 1982 Creation of CAFC and pro-patent 

trends in the courts
– Expansion of what is patentable and who 

can patent

• Dramatic growth in corporate patenting 
over past two decades
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Cause for questioning both public and 
private policies

• Forty year empirical legacy: patents not 
central to protection in most U.S. industries
– Drug industry is exception

• Recent theoretical work
– Effects of stronger (e.g., broader) patents on 

R&D unclear, especially in industries where 
innovation builds on prior innovation.

• Casts doubt on the presumed role of patents 
in stimulating innovation in most industries.
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Overview

• Survey-based evidence on effectiveness of 
patents in protecting inventions

• Uses of patents across industries
• The “quid pro quo”- a cross-national study 

of patent disclosures and their importance 
• Impact of patenting on R&D incentives in 

the U.S. manufacturing
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Data

• Carnegie Mellon Survey (CMS) 
administered to R&D lab managers in the 
U.S. manufacturing sector in 1994.

• 1478 of 3,240 labs responded; 46% 
response rate (54% adjusted rate)

• U.S. sample broadly representative of firm 
size distribution

• Also reporting on comparable Japanese 
survey (643 of 1,219 labs responded; 53%)
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Patent effectiveness
– Context: A variety of mechanisms for 

protecting firms’ inventions
• Secrecy
• Lead time
• Complementary sales and service
• Complementary manufacturing capabilities
• Patents

– Effectiveness
• Measure: % of firm’s innovations for which 

a mechanism was effective in protecting  
competitive advantage from that innovation 
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Relative effectiveness of mechanisms

• Since mechanisms not mutually exclusive,  
“effectiveness” reflects centrality to strategy

• For product innovations
– Top mechanisms overall: Secrecy and lead time
– Patents least effective overall

• Relatively effective in drugs and med. equipment.
• Less effective in semiconductors & communic. 

equipment

• Do not conclude patents do not stimulate 
R&D even where less effective
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Effectiveness of Appropriability Mechanisms for Product and Process Innovations
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Limits on patent effectiveness: Why 
firms do not patent 

• Most important reasons for not applying 
(exclusive) 
– Demonstration of novelty (32%)
– Information disclosure (24%)
– Ease of inventing around (25%)

• Negative partial correlation between firm size and defense 
cost (r = -.18) as reason not to patent, perhaps helping to 
explain why larger firms report (product) patents to be 
more effective (r=.22).
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How are patents used?

• Need to consider how patents are used 
across industries to help understand how 
they may affect innovation and, possibly, 
competition.
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Reasons to patent for aggregate 
sample

• Reasons (nonexclusive) Products Processes
– Prevent copying              96%             78%
– Patent blocking 82                64
– Prevent suits 59                47
– Use in negotiations 48                37
– Enhance reputation          48                34
– Licensing revenue            28                23
– Measure performance        6                  5
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Industry differences

• When number of patents per
commercializable innovation are great, 
unlikely that any one firm holds all 
necessary rights, fostering mutual 
dependence =>cross-licensing negotiations
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Implies different uses of patents in 
“complex” vs. “discrete” product 

industries
• Complex product industries: Where a 

product protected by numerous (e.g., 
hundreds) patents (e.g., computers, 
communications equipment)

• Discrete product industries: Where a 
product protected by relatively few patents 
(e.g., drugs, chemicals)
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Uses of patents by industry type

• Complex product industries: Patents used 
to block rival use of complements and thus  
assure inclusion or “player” status in cross-
licensing negotiations to gain access to 
rivals’ technologies

• Discrete product industries: Patents are 
used to block substitutes by creating patent 
“fences;” not to compel cross-licensing.



W.M. Cohen, "Patents: Their 
Effectiveness and Role"

15

Product patent uses across industry 
types

• Patent Uses Discrete Complex

• (patent applic. wtd.)
– Negotiations 33%             81%
– “Cross-licensing” 10                55
– Player: Block and negots. 29                61
– Fences: Block but not negs./lics.    45                11
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Policy implications of patterns of use in 
complex product

• Mutual dependence and associated player strategy 
spawn patent portfolio races, generating costly 
“arms race.” (cf. Hall and Ham [2001] for 
semiconductors)

• May yield “patent harvesting” where firms are 
patenting inventions that they would have 
generated anyway, suggesting may patents have 
little incentive effect on R&D. 

• Portfolio races may also deter entry and associated 
innovation
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Possible benefits

• Extensive cross-licensing among 
incumbents may also
– Promote information sharing
– Avert license stacking and possible breakdowns 

in negotiations over rights due to large number 
of claimants
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Quid Pro Quo: Disclosure

• Patents supposed to promote innovation in 
two ways:
– Appropriability
– Diffusion

• Disclosure often overlooked in U.S.
• Can patent disclosures importantly affect 

innovation?
• To consider, compared patenting and 

related information flows in U.S. and Japan
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Importance of R&D-related information 
flows

• Saves on duplicative R&D
• Complementarity effects, improving R&D 

productivity and incentives
• May promote entry
• But can diminish appropriability and 

associated R&D incentive
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Intraindustry R&D Information Flows 
and Appropriability in Japan and U.S. 

• Measure #1:  Whether information from rivals:
– Suggests new R&D projects:  J > U
– Contributes to completion of existing projects:  J >> U

• Measure #2:  When aware of rival’s major R&D 
project?
– Japan:  44% of respondents aware prior to development
– U.S.:  Only 16% aware prior to development

• Per more information flow, appropriability is less
– For unpatented and patented process and product 

innovations, imitation lags longer in U.S. by 40%-80%.
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Why more information flow and less 
appropriability in Japan?

• Patents may be key
• Policy differences (at time of survey)

– Priority to first-to-file in Japan versus first-to-invent in 
U.S.

– Disclosure 18 months after application in Japan versus 
upon grant in U.S. 

– Pre-grant (and pre-examination) opposition period in 
Japan prior to 1996.
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Another reason for more disclosure due 
to patents in Japan

• Compared to U.S., in Japan patent claims 
interpreted more narrowly and there are fewer 
claims per patent => more patents per product.

• Implies mutual dependence across firms’ patent 
holdings more pervasive in Japan
– Uses of patents across all Japanese industries 

resemble uses in U.S. complex product 
industries (i.e., all are patent complex)
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Product patent uses across industry 
types in Japan

• Patent Uses Discrete Complex
• (patent applic. wtd.)

– Negotiations 84% 86%
– Player: Block and negotiations          83              81
– Fences: Block but not negs./lics.       11               7
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Patents are a much more important 
information source for R&D in Japan

• Compared channels of R&D info. flow across 
rivals
– Top five (of 10) in both nations: patents, informal 

information exchange, products (e.g., reverse 

engineering), publications, public meetings/confs.

• One of top five channels stands out as much more 
important in Japan:  patents
– First place in Japan, scoring 30% higher than next most 

highly ranked channel, while in middle of pack in U.S., 
and absolute score 70% greater than in U.S.
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Implications
• Japanese experience suggests patent policy 

may significantly increase R&D spillovers.
• Also, such policies do not necessarily 

diminish R&D incentives
– In U.S. study, found positive effect of R&D

info. flows across rivals on industry R&D 
– Also Japan’s R&D intensity greater than that of 

U.S. on average 

• Patent reform efforts in U.S. should give at 
least equal time to disclosure
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But do patents “promote the progress 
of science and the useful arts?”

• In light of finding that R&D relatively 
“unimportant” in protecting inventions 
across most U.S. industries, does patenting 
stimulate R&D, even in such industries?
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Impact of patenting on R&D in U.S. 
manufacturing

• CMU Survey provides data on key variables:
– % of innovations that firms patent – patent propensity
– Patent effectiveness
– Reported number of patent applications 
– R&D

• Paper:
– estimates patent premium--the proportional increment 

to the value of inventions realized by patenting
– simulates impact of the patent premium on R&D
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Considerations in analysis

• Account for effect of both appropriability
incentive and patent disclosure

• Recognize R&D and patenting driven by many of 
same variables, and the one affects the other.

• Patent effectiveness driven by managerial 
capabilities--not just policy and technology--that 
may also drive R&D
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Estimated ex ante patent premia
(preliminary)

Note: Premium >1 =>  positive  expected return to patenting

3.031.59Biotech

2.780.31Semiconductors

2.760.59All

Patented 
Inventions

All 
Inventions
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2848Biotech

7228Semiconductor

5933All

Patents/ million      
$ of R&D

R&D

Effect of patent premium on R&D
(preliminary)

Table: % increase in R&D and patenting with 
doubling of patent premium
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Implications

• Positive effect of patenting on R&D overall
– Even in semiconductors where patents much 

less effective than other mechanisms.

• We find some degree of “harvesting”--the 
patenting of inventions that would have 
been generated anyway--in all industries, 
but especially where patent premium is 
lowest
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Conclusions
• Many ways to protect inventions
• While patents not as featured as other 

mechanisms, they stimulate R&D broadly, 
though more in some industries than others

• Patent disclosures can contribute 
importantly to R&D information flows

• Pervasive “player” strategy raises policy 
concerns (i.e., costs and barrier to entry)

• Litigation costs may bar small firms
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IPRS AND INNOVATION 

Presentation of Robert E. Evenson 
Federal Trade Commission Discussion - February 20, 2002 

Economic Perspectives on Intellectual Property, Competition and 
Innovation  

Study 1 (Kanwar and Evenson, 2001) 

This study examines the relationship between the strength of Intellectual Property Rights 
(IP) systems and R & D investment. The study was based on data from OECH 
developed market economies and developing countries with functioning IP systems. This 
study concludes that after controlling for other factors, stronger IP systems are 
associated with higher R & D intensities R & D expenditure related to Gross Domestic 
Product). 

Study 2 (Evenson, 2001) 

This study assesses the relationship between the recognition of IP rights of foreign IP 
owners and the productivity of domestic R & D programs (where productivity is measured 
in terms of domestic inventions patented per unit as domestic R & D spending). The 
study utilized international data from a set of countries similar to the countries included in 
Study 1. The estimates indicated that the recognition of foreign IP rights (measured as 
the number of patents granted to foreigners or as the payments of royalties to foreign IP 
holders) did raise the productivity of domestic R & D. 

Implications 

These two studies address the nature of international technology markets, where 
technology rights are purchased and sold in international markets. IP rights are important 
to international technology markets. They not only induce more domestic R & D, but by 
encouraging the recognition of the IP rights of foreigners, they enable domestic scientists 
and engineers engaged in R & D to have "disclosure" related access to an experience 
with the technology produced by foreign scientists and engineers. This is one of the 
mechanisms leading to improved domestic R & D productivity. 

The economic consequences of a well-functioning international technology market is 
economic convergence for countries engaged in the market. Economic convergence 
among OECD developed market economies has been very strong. The OECD 
economies with lowest per capita FDP in 1960 have enjoyed the most rapid growth in 
FDP per capita in subsequent years. 

Unfortunately, the international technology market does not extend to very many 
developing countries. Most developing countries are hostile to IP rights because of a 
market asymmetry in the number of technology buyers and sellers. The OECD countries 
have both buyers and sellers. Developing countries are predominantly buyers of 
technology. Their domestic R & D is generally direct to adaptive inventions which have 
value in domestic market but often have little value in "upstream" developing country 
markets. This produces a "buyers perspective" that leads to weak IP rights because 
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these are seen as forcing commitments to recognize (and pay for) the IP rights of foreign 
suppliers of technology. 

Thus, the international technology markets do not function well for most developing 
countries. A few very successful countries have managed to participate in the market 
with exceptional growth result (this includes the largest developing economies, China, 
India, Brazil and Indonesia). But most developing countries do not have the institutions 
(IP systems and related legal systems) or the investments in science and technology 
manpower to affectively participate in the international technology market. 
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Intellectual & Tangible Property Are Not 
Economically Equivalent

• Social Benefits
• Complementary 

Assets
• Free-Rider 

Possibilities
• R&D Risk

• Breadth of Exclusion
• Length of Exclusion
• Risks of Follow-on 

Innovators



Implications of IP Protection on 
Innovation & Competition

• Strong IP Protection
– Reduced Follow-on 

Innovations
– Less Price Competition
– Fewer Externalities for 

Society

• Weak IP Protection
– Free Rider Problem & 

Reduced Incentives to 
Innovate

– More Price 
Competition

– Fewer Externalities for 
Society



Optimal IP Protection

Degree of IP Protection

Complete Protection 
of All Claims

No Protection
of Claims

Number of
Innovations

Total
Welfare



Tension Between Patent Protection & 
Antitrust

Favor IP
Protection ?

Favor
Antitrust

Xerox Nobelpharma Kodak

Intergraph v.
Intel

Bard FTC Intel
Consents



Patent Applications 1996-2000



Summary

• Recognize & study the implication of differences 
between IP & tangible property

• Systematically balance the IP protection & 
antitrust to maximize welfare

• Recognize the limits of the PTO process
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Overview
n A brief synopsis of the literature

n Market structure and innovative behavior
n Broad lessons for policy from academic 

discussion
n Main message

n Competitive behavior by dominant firms in 
innovative markets

n Concerns about non-innovative tactics that 
are not in buyer’s interest
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Motivation
n Central Question

n Special scrutiny for large firms in innovative 
markets?

n Important b/c tech change à economic growth

n Difficult question in high tech markets b/c of 
uncertainties 
n Tactical behavior for potentially ephemeral market 

structure
n Policy seeks robust commercial experimentation
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Traditional approach
n Concern that monopolies don’t innovate 

n Cannibalization of rents

n Contrasting view that monopolies use 
innovation to preserve their position
n Monopoly has more to lose than entrant has to gain

n Real contrast or “semantic” difference?
n “Protected” or “Threatened” monopolist
n “Threatened” similar to “competitive.”

n Insights awkward to put into practical policy
n Monopolies should not be protected from innovation
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Recent thinking
n Reframing the central question
n The setting for technology markets

n Widely distributed technical knowledge
n Assets held by incumbent firms raise value of 

invention
n Entrants either compete or contract

n Policy issues arise when assets are valuable
n Entrants commercialize inventions by cooperating 

with incumbent or competing against them
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Effectiveness of intellectual 
property shapes outcomes

n When entrants can exclude imitation
n Licensing common, JVs common
n Markets for technology arise

n When entrants can’t exclude imitation
n Bargaining influences incentives/behavior

n Wide range of behavior shape innovation
n Reputation/commitment to deal process
n Offering information as carrot/stick for 

cooperative behavior
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Implications for policy
n Recent thinking focusing on both structure and 

conduct
n Intellectual property can contribute to use of 

markets
n However, where intellectual property is weak…

n Special scrutiny for incumbents? Yes, but…
n Not fully worked out

n A modest test
n Presence of market power?
n Non-innovative tactics shape innovative behavior?
n Tactics in user interest?
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Example: First screen 
restrictions w/OEMs

n Market power test? 
n Absence of alternatives

n Non-innovative tactics?
n Diminish innovation at other firms
n Also protects Microsoft

n User gain? 
n Encumbered choice w/ no apparent gain

n Conclude: A non-innovative tactics to move 
behavior away from innovative competition
n Scope of the principal?
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Main message reiterated
n Public policy can discourage use of non-

innovative tactics
n Question arises often in IT markets
n Recent thinking examines both structure and 

conduct

n Policy works through two mechanisms
n Shape entry and bargaining

n Policy can discouraging powerful firms from 
using non-innovative tactics
n Getting closer to innovative competition
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OVERVIEW

® 1995 IP GUIDELINES DO NOT EXPRESSLY
ADDRESS INTELLECTUAL PROPERTY & 
ANTITRUST IN NETWORK CONTEXT
• GUIDELINES’ STANDARD SETTING, CROSS-

LICENSING, AND EXCLUSIVITY SECTIONS ARE 
RELEVANT IN NETWORK CONTEXT

® NUMEROUS IP/ANTITRUST ENFORCEMENT 
ACTIONS AND LITIGATION HAVE INVOLVED 
NETWORK ISSUES

® EXTENSIVE ECONOMIC LITERATURE ON 
NETWORK EFFECTS AND APPLICATIONS
• LITERATURE HAS SUBSTANTIAL INSIGHTS FOR 

IP ISSUES IN NETWORK CONTEXTS



OVERVIEW OF NETWORK ECONOMICS
NETWORK TYPES

® ACTUAL, PHYSICAL NETWORKS
® DURABLE ASSETS; CONNECTIONS AMONG 

USERS

® “VIRTUAL” NETWORKS
® HARDWARE SOFTWARE; NETWORK OF USERS

® NETWORK AS SYSTEM
® COMPETITION BETWEEN NETWORKS

® NETWORK AS PRODUCT
® COMPETITION ON PRODUCT, PRICE



OVERVIEW OF NETWORK ECONOMICS
NETWORK PROPERTIES

® DEMAND-SIDE EXTERNALITIES
® INCREASED VALUE OF NETWORK TO USERS WITH 

SIZE OF NETWORK
® CRITICAL MASS
® DIRECT AND INDIRECT EFFECTS

® SUPPLY-SIDE EXTERNALITIES
® ECONOMIES OF SCALE AND SCOPE

® EXTENT OF NETWORK EXTERNALITIES IS INDUSTRY 
OR TECHNOLOGY SPECIFIC



OVERVIEW OF NETWORK ECONOMICS
NETWORK COMPETITION & INNOVATION

® NETWORK ENTRY AND COMPETITION 
ANALYSIS PROVIDE INSIGHTS INTO IP 
ISSUES IN NETWORK CONTEXT

® DIFFERENT MARKETPLACE OUTCOMES ARE 
POSSIBLE—NATURE OF THE NETWORK 
MATTERS

® MARKETPLACE OUTCOMES DETERMINE 
BOTH PROCESS/NATURE OF COMPETITION 
AND INNOVATION



OVERVIEW OF NETWORK ECONOMICS
OUTCOMES & COMPETITIVE 
IMPLICATIONS

® REQUIREMENTS FOR SUCCESSFUL 
NETWORK ENTRY & EXPANSION 
® ACHIEVING DEMAND & SUPPLY 

EXTERNALITIES 
® COORDINATION, STANDARDS, COMPATIBILITY

® NETWORK OUTCOME #1: SINGLE 
NETWORK/SINGLE PRODUCT
® COMPETITION TO BE THE “MONOPOLIST”
® OPEN VS. CLOSED

® NETWORK OUTCOME #2: MULTIPLE 
NETWORKS/SINGLE PRODUCT
® COMPETITION FOR USERS, “VOLUME”



OVERVIEW OF NETWORK ECONOMICS
NETWORK ENTRY AND COMPETITION

® REQUIREMENTS FOR NETWORK ENTRY :
® ACHIEVING CRITICAL MASS - NETWORK SCALE 

(DEMAND AND SUPPLY-SIDE)
® COMPATIBILITY ISSUES
® SWITCHING COSTS
® ROLE OF EXPECTATIONS AND MARKET 

RESPONSE TO NEW NETWORK/PRODUCT
® SIZE OF MARKET; RETURNS FROM 

INNOVATION AND TO INNOVATOR



OVERVIEW OF NETWORK ECONOMICS
NETWORK ENTRY AND COMPETITION

® IMPLICATIONS OF OUTCOME #1:
® COMPETITION TO BE THE MONOPOLIST
® NATURE OF INNOVATION PROCESS TO 

ACCOMPLISH NETWORK EFFECTS
® MAY REQUIRE SUBSTANTIAL COORDINATION 

FOR PRODUCT TO EXIST
® GAINS ARE FROM COMPETITIVE PROCESS

® IMPLICATIONS OF OUTCOME #2:
® INTER-NETWORK COMPETITION
® COMPETITION ON PRODUCT AND PRICE



OVERVIEW OF NETWORK ECONOMICS
NETWORK ENTRY AND COMPETITION

® INNOVATION RELEVANT TO IP ISSUES IN 
NETWORK INDUSTRIES

® “INCREMENTAL/EVOLUTIONARY”

® “RADICAL/REVOLUTIONARY”



OVERVIEW OF NETWORK ECONOMICS
APPROACHES TO INNOVATION IN A 

NETWORK CONTEXT

® “INCREMENTAL/EVOLUTIONARY”
® COMPATIBILITY WITH EXISTING TECHNOLOGY
® EASE OF ATTRACTING USERS FROM 

INCUMBENTS –LOWER SWITCHING AND 
OPPORTUNITY COSTS

® COMPETITION AMONG NETWORKS AND 
PRODUCTS

® POSSIBLY LOWER PERFORMANCE GAINS



OVERVIEW OF NETWORK ECONOMICS
APPROACHES TO INNOVATION IN A 

NETWORK CONTEXT

® “RADICAL/REVOLUTIONARY”
® INCOMPATIBLE PRODUCTS –SWITCHING 

COSTS
® GREATER PROSPECT OF “WINNER-TAKE-ALL”



OVERVIEW OF NETWORK ECONOMICS
WHAT IP ISSUES ARE RELEVANT TO 
NETWORKS?

®ACHIEVING DEMAND AND SUPPLY SIDE 
EXTERNALITIES -- SUBSTANTIAL 
COORDINATION (HORIZONTAL AND VERTICAL)

®USE OF COMMON ASSETS (WHO OWNS)
®SIZE AND NETWORK SHARE OF “MARKET”
®ABILITY OF USERS TO BELONG TO MORE 

THAN ONE NETWORK 
®ROLE OF IP TO PROTECT PROPERTY RIGHTS 

OF NETWORKS AND PARTICIPANTS WHILE 
ALLOWING NEW PRODUCTS TO DEVELOP



OVERVIEW OF NETWORK ECONOMICS
WHAT NETWORK ISSUES ARE 
RELEVANT TO IP?

®EVALUATING ANTITRUST-RELATED IP 
ISSUES IN NETWORK CONTEXT
l CONSIDER NETWORK ATTRIBUTES, TYPE, 

PROPERTIES, & REQUIREMENTS FOR 
ENTRY AND EXPANSION –THIS WILL 
INFORM ANALYSIS OF BALANCE

®EVALUATION OF STANDARD SETTING OR 
COORDINATION OF COMPLEMENTARY 
ASSETS:
l NETWORK OR PRODUCT WOULD NOT 

DEVELOP
l OWNERSHIP OF STANDARD



OVERVIEW OF NETWORK ECONOMICS
WHAT NETWORK ISSUES ARE 
RELEVANT TO IP?

® “INVENTING AROUND PATENTS”
l IN THE PRESENCE OF PATENTS OR NEED 

FOR COMPLEX CROSS-LICENSING 
ARRANGEMENTS, INCREMENTAL OR 
EVOLUTIONARY APPROACH MAY BE LESS 
ATTRACTIVE STRATEGY

l INCREASED RISK OF STRANDED PRODUCT 
AND UNWILLINGNESS OF CONSUMERS TO 
EXPERIMENT



OVERVIEW OF NETWORK ECONOMICS
WHAT NETWORK ISSUES ARE 
RELEVANT TO IP?

®EVALUATION OF BUSINESS PRACTICES BY 
SINGLE NETWORK OR IN CONTEXT OF 
INTER-NETWORK COMPETITION
l MERGER AND JOINT VENTURE ANALYSIS
l EFFECTS OF EXCLUSIONARY PRACTICES

l PROMOTING NETWORK VS. ENRY 
DETERRANCE OR FORECLOSURE



OVERVIEW OF NETWORK ECONOMICS
SUMMARY

®EXTENSIVE ECONOMIC LITERATURE ON 
NETWORK EFFECTS
l APPLICATIONS TO WIDE VARIETY OF NETWORK 

TYPES AND COMPETITIVE SITUATIONS
l DIFFERENCES IN NETWORK PROPERTIES 

AFFECT BOTH COMPETITIVE PROCESS AND 
OUTCOMES

®VIRTUALLY ALL NETWORK CONTEXTS 
INVOLVE KEY IP ISSUES 
l COORDINATION, STANDARDS, LICENSING, ETC.

®ANALYSIS OF ANTITRUST IMPLICATIONS 
OF IP ISSUES IN NETWORK CONTEXTS IS 
COMPLICATED BY NETWORK EFFECTS



Into the Patent 
Thicket

Josh Lerner
Harvard University and National 

Bureau of Economic Research



Overview
" CAFC creation represented a profound 

change in U.S. patent system.
" Increasing filing and litigation of 

patents have been consequences.
" Numerous reasons for concern about 

impact on innovation and competition.



The backdrop
" Intense competition between firms in high-

technology industries:
!Technology races with substantial first mover 

advantages.
!Ability of venture capitalists to choose between 

dozens of competing proposals.
!Critical importance of clear title to intellectual 

property in process.
 Reinganum [1989]; Lerner [1997]; Gompers and Lerner 

[1999].



The shift
" Creation of Court of Appeals for the 

Federal Circuit:
!Centralized appellate court created in 

1982.
!Presented at time as benign change to 

address “forum shopping” by litigants.
Merges [1992].



The shift (2)
" Shift to a more “pro-patent” stance:

!62% of infringement findings upheld in 
previous 30 years.

!90% in first 8 years of CAFC.
Koenig [1980]; Harmon [1991].

" Important doctrinal shifts in a number 
of areas.



Consequences
" Greater willingness to file for and litigate 

awards:
!Doubling in patent filings by U.S. corporations 

between 1988 and 2000:
 Somewhat reflects pace of technical change.

!>3X increase in patent litigation, 1981-2000:
 Estimate that roughly 25% of basic research spending.

!Increase in internal resource to patent activities.
 Kortum and Lerner [1998]; Lerner [1995]; various 

government publications.



A shifting competitive 
environment

" Growth of litigation between new and 
established firms:
!Established firms have sought to license 

portfolios of long-issued patents.
!May lead in some cases to substantial transfers 

from newest (and far more innovative) firms.
!May affect newer firms’ choices when deciding 

which innovations to pursue.
 Hall and Ziedonis [2001]; Lanjouw and Lerner [2001]; 

Lerner [1995]



A shifting competitive 
environment (2)

" Growth of individual inventors who 
seek to “hold up” established players:
!Unilateral nature of threat (e.g., 

preliminary injunctions).
!Uncertainty of litigation.
!Often settlement is the preferred 

response.



Particularly severe in 
emerging industries

" Lack of experienced examiners.
" Difficulties in retaining examiners.
" Particular challenges when substantial 

non-patent prior art:
!Example of financial patents.

Lerner [2002].





Illustration: Daughtery 
patent

" “Apparatus and process for executing an 
expirationless option transaction”:

 “The common denominator among the variety of prior 
art systems for transacting asset-based options are 
that they are only capable of transacting options which 
expire after a certain period of time.”

 Only three academic citations.
– Does not cite Samuelson [1965] and Merton and 

Samuelson [1969].
– Does cite Merton [1973], but misrepresents!

 Now attempting to license.



Difficulties of shifting 
policy

" System is very resistant to change:
!Many reform efforts have been resisted 

over many decades.
!“Independent inventor” lobby has been 

most active, even though current system 
arguable causes them most difficulties! 

!Limited input by economists in recent 
debates.



Key barriers to change
" Complexity of issues involved.
" Failure of lawyers and economists to 

promote dialog on these issues.
" Presence of differing incentives:

!Small, well-connected group benefit from 
complex, litigious system.

!Much more diverse group harmed:
 On average each hurt to a lesser extent.

" Patent quality a key first step.



Stan Liebowitz: UT Dallas

• Advertisement: Book available in summer: 
Internet Cents and Nonsense

• Today: Focus on network effects, antitrust, 
and intellectual property.



Network Effects
• Definition: a product becomes more valuable to a 

consumer the more other consumers there are of the 
product.

• Example: Fax machines, telephones…..
• And software??
• Concept is overused. Being on a network doesn’t 

mean there are network effects. Almost no testing of 
the power of these effects, and most testing has had 
problems.

• Virtually identical theoretically to economies of scale 
- Markets will tend toward monopoly, winner-takes-
all result (in simple world).
– But, network effects by themselves are not strong enough 

to guarantee this effect.



• Why are they relevant?
– Is the winner really a monopolist?

• Competition for the market or in the market?

– Is it harmful to have a winner?
• Winner-takes-all results are efficient. Does this 

make it a natural monopoly?

– Does the winner keep winning?
• Do firms get entrenched?
• Theory talks about ‘lock-in.’ 
• Strong lock-in would be inefficient.No empirical 

support. Almost no interest in testing. 
• Evidence is in the other direction.

Network Effects and antitrust



• When competition is ‘for the market’ 
ownership of competing networks 
internalizes economic factors, helping to 
ensure the efficient outcome.

• There is something new in terms of 
importance of ownership to make sure 
markets choose the correct ‘standard’.  
Patents or copyrights may have value other 
than providing incentives for invention.

Network Effects and antitrust



Theme of Talk
• Should Network Effects alter our thinking 

about antitrust or intellectual property?
– .

• The little testing that was done was weak 
and wrong.



• They are less common than generally 
claimed.

• The are not ‘new’.
• The size of the network is not usually a 

concern in this new literature.

Problems with the understanding of Network Effects



Other (neglected) Software Attributes

– Higher Prices:
• Market leaders should be able to charge higher 

prices as market share (and market size!) 
increases, because of increased value to 
consumers.

– Instant Scalability:
• Reproducing discs is not like building more 

automobiles. Output can be ramped up almost  
at will.

– Temporal Compatibility: 
• compatibility with old files is probably far more 

important than compatibility with other users.



Network Effects and case against Microsoft

• Government Claims:
– Microsoft is a monopolist.

• Meaning is not simple. Having large market 
share is not the same as acting like a 
monopolist (having high prices). 

– Network effects materially strengthen its 
monopoly (lock-in).
• Assertion - totally untested.

– Microsoft monopoly harms consumers.
• Also appears as if it will remain untested -

Government seems uninterested in 
demonstrating the higher price and decreased 
output that hurts consumers.



• Four main questions that can be 
answered.

– How do software makers (and Microsoft)  
achieve success?

– Has Microsoft harmed consumers?
– Is there any evidence of deleterious lock-

in? 

– Importance of network effects in the 
software market? 

Our Analysis of Software Markets



Quick answers :

– Product quality is key to success.
• Inferior products lose market share amazingly 

rapidly. 

• Success seems to come only to the  #1  
product. 

• Price plays only a small role.

– Microsoft was successful because it 
produced better products at lower prices. 

– Consumers are not harmed by Microsoft 
unless lower prices and higher quality are 
thought to be harmful.



Quick answers (Cont.):
– No evidence of lock-in or inertia. 

• Products deemed better seem to quickly 
replace inferior products.

• Admittedly, there are no real benchmarks 

– Network effects: how strong are they 
really?
• Evidence for winner-take-all, but other factors 

can explain this equally well. 

• No evidence of tipping. 

• Prices do not rise with  larger market (share), 
which they should if there is any monopoly 
power. 



11 Software markets examined
– 3x Wordprocessors, (Mac, Dos, Windows).
– 2x Spreadsheets (Macintosh, Windows)
– 3x Desktop Publishing (High-end 

Macintosh & PC, Midrange PC).
– 1x Personal Finance
– 1x Browsers.
– 1x Online Services



Figure 8.7: Spreadsheet Wins
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Figure 8.8: Comparison Spreadsheet Ratings
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Fig 9.10: Personal Finance Wins
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Fig 9.12: Market Share PC Personal Finance
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Fig. 9.14: HIgh End Macintosh DTP
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Figure 9.15: Market Share Mac High-End DTP
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Fig 9.21: Midrange DTP Wins
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Fig 9.22: Midrange PC DTP Shares
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Fig 9.23: Browser Wins
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Fig 9.24: Browser Shares

0%
10%
20%
30%
40%
50%
60%
70%
80%
90%

100%

Jan-96 Jul-96 Jan-97 Jul-97 Jan-98 Jul-98

Netscape
Internet Explorer
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Relationships Between Market 
Structure and Innovation

By
Philip Nelson

Principal
Economists Incorporated

February 20, 2002
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Innovation Is Critical Element of Market 
Performance: Dynamic Efficiencies Can 

Swamp Static Inefficiencies
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Potential Relationships Between 
Market Structure and Innovation

• “Schumpeterian Hypothesis”: Large firms 
in concentrated markets are more likely to 
support innovation.

• Innovation shapes market structure.
• Market Structure and innovation are 

simultaneously shaped by underlying 
market characteristics, such as innovative 
opportunities and appropriability.
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There is some support for the 
“Schumpeterian Hypothesis”
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Theoretical Support For 
“Schumpeterian Hypothesis”

• A larger scale firm may benefit more from an 
innovation (e.g., percentage cost reduction applied 
to larger volume)

• A large diversified business may allow a firm to 
capture more benefits from an innovation

• Large firms may be able to support a larger 
portfolio of R&D efforts, increasing the likelihood 
that it will develop an improved product or 
process
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Theoretical Support For 
“Schumpeterian Hypothesis”

• Large firms may have scale advantages in the 
R&D process

• Larger firms may be better-positioned to finance 
large-scale R&D efforts

• Large firms may market innovations more 
effectively

• However, theoretical research also indicates that a 
monopolist can have less incentive to innovate
– Arrow (1962)  shows that a competitor can profit more than a 

monopolist from innovation
– Others have argued that large firms’ organizational structures may 

deter innovative activity
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Empirical Evidence Related to the 
“Schumpeterian Hypothesis”

• Some early studies for the United States and other leading 
nations found a positive correlation between 
concentration/firm size and a measure of innovation.

• Some studies found non-linear relationships that suggest 
that innovative activity increases with firm 
size/concentration to some point, then levels off or 
declines.

• However, these early studies employed simple models, 
used aggregated data, and did not always control for 
industry effects.

• Case studies show that a significant number of major 
inventions came from smaller firms (firms without major 
labs).
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Large Firms Fund Most R&D,
But Small Firm R&D Has Been Increasing Faster
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Empirical Evidence Related to the 
“Schumpeterian Hypothesis”

• More recent empirical work considers the possibility that 
R&D intensity and market structure are both determined 
by other market characteristics
– Levin & Reiss (1984, 1988): Study R&D and Concentration in 

simultaneous equations models controlling for technical 
opportunity and appropriability conditions using LOB and survey 
data

– Symeonidis (1996): “Recent empirical work suggests that R&D 
intensity and market structure are jointly determined by 
technology, the characteristics of demand, the institutional 
framework, strategic interaction and chance.”
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Innovation Can Affect 
Market Structure
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Innovation May Lead To 
Increased Concentration 

• Patent protection and trade secrets can insulate 
innovators, increasing concentration

• Even without IP protection, innovators may be 
insulated from competition 
– Costs of duplicating unpatented new products can be 

large (may exceed 50% of original innovation costs)
– Network effects, learning, and other structural 

characteristics of the market may insulate first movers
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Innovation May Also Reduce 
Market Concentration

• Some studies have found that innovation can lead 
to growth of smaller firms or entry

• Other studies have found that innovative activity 
is associated with both higher and lower levels of 
concentration, depending on the nature of the 
R&D effort. 
– When R&D is focused on the development of new products, it 

tends to be associated with lower concentration  
– When R&D is focused on the development of new production 

processes, it tends to be associated with higher levels of 
concentration
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Market Concentration and 
Innovation May Be 

Simultaneously Shaped By 
Fundamental Market 

Characteristics
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Innovation and Concentration 
May Be Endogenous

• FM Scherer: “[T]he market structure affecting 
R&D decisions is not given, but endogenously 
determined by technology and competition.”

• Inter-industry differences in technological 
opportunity appear to have much greater power in 
explaining varying innovation intensities than 
differences in concentration.

• As indicated above, richer data sets and more 
recent theoretical work suggest the existence of 
complicated simultaneous relationships
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R&D Varies Across Industries: 
Sector R&D/ Total R&D

61.4%

38.6%

Manufac tur ing Non-Manufactur ing

Source:  National Science Foundation/Division of Science Resources Statistics, Survey of Industrial Research and Development: 2000

Sector  R&D Funds as  a  Percentage  of  Total  Industr ia l  R&D Funds,  2000
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R&D Varies Across Industries: 
Industry R&D/Manufacturing R&D

Industry R&D Funds as a Percentage of  Manufacturing R&D Funds,  2000

35.7%

20.7%

11.6%

7.2%
5.9%

3.1%

15.9%

Computer  &
Electronic
P r o d u c t s

Transportat ion
Equipment

Pharmaceut i ca l s
and medic ines

Chemicals  (not
inc luding

pharmaceut i ca l s )

Machinery Electr ical
Equipment ,

Appl iances  &
Components

Other
Manufacturing

Source:  National Science Foundation/Division of Science Resources Statistics, Survey of Industrial Research and Development: 2000
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R&D Varies Across Industries: R&D/Sales

Research & Development  Funds as  a  Percentage of  Sales  of  Manufacturing Industr ies ,  2000

7.9%

3.1%

9.8%

3.6%
3.8%

2.1%

1.2%

Computer &
Electronic Products

Transportation
Equipment

Pharmaceuticals  and
medic ines

Chemicals  (not
including

pharmaceuticals)

Machinery Electrical
Equipment ,

Appliances &
Components

Other Manufacturing

Source:  National Science Foundation/Division of Science Resources Statistics, Survey of Industrial Research and Development: 2000
Table E-4 Domestic net sales of companies that performed industrial R&D in the U.S., by industry, by size of company: 2000
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Characteristics of Innovative Activity
• Types of R&D Vary: “Product” vs. “Process” & “Basic” 

vs. “Applied” R&D
– Most R&D is “Product R&D” (Roughly 75% according 

to some estimates)
– “Basic R&D” is a small percentage of R&D (Less than 

5% according to some estimates)
– Universities, non-profits, and government labs play a 

more significant role in basic R&D than in other R&D.
• Cost of R&D Varies: Innovation can be expensive, 

especially during later stages.  But, this varies across 
projects and industries.
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Characteristics of Innovative Activity
• Funding Source Varies: Much innovative activity is 

privately funded, although public funding plays an 
important role in some R&D efforts.

• Risk Varies: Successful innovation is not certain—there is 
often a random component.  Risk varies across projects 
and over the lifecycle of an innovation.

• Technical Opportunity Varies: Innovative opportunities 
vary across industries and over time. What has gone before 
contributes to what is possible today.
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Characteristics of Innovative Activity

• Complementary Technology Varies:
Introduction of a successful innovation may 
require access to complementary capabilities or 
intellectual property.  Supporting inventions may 
be required before the original innovation is 
technically or economically viable.

• Industry Interfaces Vary: Inventions by one 
industry often must be accepted by another 
industry before consumers benefit.  Indeed, studies 
have shown that innovative ideas often come from 
outside of the firm that implemented them. 
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Characteristics of Innovative Activity

• Technical Challenges Vary: The challenges 
posed by the innovative process vary over the life 
cycle of an innovation, which implies that the 
capabilities needed to clear the hurdles at different 
stages of the process differ.

• Appropriability Varies: Innovations vary with 
respect to the costs others would incur to replicate 
the invention and/or take advantage of it.  
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Conclusions

• Empirical work is complicated 
– There are several related endogenous variables
– Need to control for changes in demand 
– Need correct lags (innovation may be pulled by lagged demand 

and theory implies that historical profits support increased 
innovation)

• Nonetheless, economists have learned much.  
• There does not appear to be a simple relationship between 

innovation and market concentration: Market concentration 
and innovative activity are both the product of a number of  
economic relationships that vary across market 
environments.
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I.   Introduction 

 Is conventional antitrust policy capable of meeting the challenges of the new 

economy? This is a perennial question that receives generally the same answer:  “Yes 

but…”  The “but” recognizes that some features of the new economy require policy-

makers, and economists, to adjust their conceptual models of how competition works 

and should work in the new economy. I have been asked by the organizers of these 

important Hearings to comment on some of these necessary adjustments in our 

collective thinking about how antitrust should be implemented. I found it useful to 

organize my remarks around the characteristics of the “new economy” identified in a 

recent article by Judge Posner. 

 Judge Posner’s article, “Antitrust in the New Economy,”1 spells out some of the 

main features of the new economy and offers some challenging insights for the 

administration of antitrust laws. I shall focus on how these main features implicate 

the analytics. In the new economy, Judge Posner finds:  

• Falling average costs, on a product basis, 

• Modest capital requirements2  

                                                 

1 Posner, R. “Antitrust in the New Economy,” Antitrust Law Journal, 2001, 925-943. 

2 While indeed it may be the case that these capital requirements are modest in comparison with some 
old-fashioned smoke-stack industries, the fact of the matter is that the collapse of the dot.com sector has 
made it very difficult to raise capital, even modest amounts. Second, the capital requirements in the 
“hardware” sector (such as telecoms equipment), for example, are hardly trivial and there too, the 
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• Very high rates of innovation, 

• Quick and frequent entry/exit, 

• Network externalities that produce: 

o “Monopoly”  

o “Standards” 

• Vertical integration 

Hence, in Posner’s version of the new economy, vertical integration and transactions 

among competitors are common and so is the need for competitor collaborations.3   

II. Declining Average Costs 

Regarding declining average costs, it is important to note that in equilibrium, 

the survivor (or survivors) should be pricing above some version of marginal cost in 

order to recoup its fixed costs.  For any given pattern of consumer preferences, which 

are not immutable, the higher are the fixed costs, the fewer will be the number of 

survivors, and the resulting markup of price above marginal cost will be potentially 

larger.  Since marginal cost pricing is not feasible, what is the proper benchmark for 

gauging whether prices are set at a “competitive” level or not?  

A. Benchmarking 

Let me note that since marginal cost is not the proper benchmark, the 

usefulness or applicability of the recent advances in the “econometrics” of market 

power may be limited. After all, those models use the concept of the elasticities–

adjusted Lerner index as the foundation of the model to be estimated and as the 

main “object” of the analyst’s interest.   

                                                                                                                                                             

downturn likely will make it more difficult to raise funds in the future, once the economic conditions 
improve. Hence, even these allegedly modest capital requirements do not portend easy entry.  

3 The need for collaboration is perhaps less novel than one may surmise from Posner’s paper. After all, 
during the peak of fears that Japan’s industry is going to vanquish U.S. firms, research joint ventures 
and other partnering arrangements were touted as an important solution to the innovation crisis in the 
U.S. 
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Hence, my question for the audience is: What should be the new paradigm for 

econometrics of market power?   

As observed by Gilbert and Katz in “An Economist’s Guide to Microsoft,”4 long-

run average cost (LAC) is one potential benchmark.  However, using LAC raises the 

usual set of issues surrounding the calculation of LAC for a multi-product firm.  For 

example, if Microsoft is developing numerous software programs, a good portion of 

the development costs may be common to all the products, and the LAC for any 

single product will be difficult, or even impossible, to reliably determine.  Thus, if 

Microsoft is not charging a price equal to marginal cost for its software, as it cannot, 

what price level would signal that it has “monopoly power” in some relevant market?  

Perhaps, a fall-back might be average total product/service long-run incremental 

cost, as it has been developed in the telecommunications regulatory arena. However, 

before one jumps to embrace this concept, it is worth noting that this measure of costs 

is difficult to estimate econometrically and the usual tricks employed to “infer” 

marginal costs from the equilibrium conditions just will not do. 

Furthermore, forcing firms to price at LAC may lessen incentives to innovate 

since the LAC only allows for a risk-adjusted rate of return on an investment.  A 

better gauge could be a persistence of returns in excess of LAC, rather than 

temporary departures there from.   

B. Sophisticated Pricing 

Declining average costs create another challenging antitrust issue, that of 

“sophisticated” pricing.  By sophisticated pricing, I mean pricing strategies that 

deviate from the standard of constant per unit price. The fact that declining AC 

creates incentives for such pricing is not sufficiently appreciated by antitrust 

regulators because such pricing is viewed as inconsistent with competition. Indeed, 

                                                 

4 Gilbert, Richard J. and Michael L. Katz, "An Economist's Guide to US v. Microsoft," 
Journal of Econonomic Perspectives, Vol. 15/No. 2 (Spring 2001), 25-44. 
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antitrust policy continues to exhibit a certain degree of animosity towards 

sophisticated pricing strategies: 

• See Robinson-Patman Act,5  

• In its analysis of Exxon/Mobil, the FTC concluded that the presence of 

“zone” pricing provided sufficient evidence that imperfect competition 

exists in retail gasoline markets.6 

When costs are fixed and substantial, sophisticated pricing leads to: 

• Discounts related to volume and/or loyalty payments 

• Bundling 

• Second-degree price discrimination based on self-selection 

These are often the only means for extracting enough revenues to recover the 

substantial up-front investment. Moreover, price discrimination is not invariably a 

signal that the relevant market is not competitive. In fact, discriminatory pricing can 

be present in competitive markets and as such should not automatically raise 

antitrust concerns.7 

As always, there is a potential “dark” side.  Sophisticated pricing can make it 

easier to lock-in customers and thus limit the demand available to new entrants.  

Sophisticated pricing can make detection of “predation” more difficult. Sophisticated 

pricing, made possible by the new digital/web-based economy, can modify the 

mechanisms that an intellectual property owner employs to charge for his product, 

potentially in ways that are at odds with the social goals of intellectual property 

statutes. 

                                                 

5 Sections 2(a) to 2(j) of the Clayton Act, 15 USC §13(a)–13(j) 

6 Federal Trade Commission, “Analysis of Proposed Consent Order to Aid Public Comment,” Docket No. 
C-3907, November 30, 1999, pp. 5–6. 

7 For a nice model and references, see Armstrong, Christopher M. and John Vickers, “Competitive Price 
Discrimination,” RAND Journal of Economics (Winter 2001), pp. 579-605. 
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• See  Larry Lessig on usage-sensitive pricing of content8 

• Web-based music and other content 

• Up-grades and differential pricing for old/new products in software  

III. Network Externalities 

The importance of modest capital requirements, high rates of innovation, and 

quick and frequent entry/exit in the new economy will be addressed by other 

members of the panel, so let me say a few words about the interaction between 

declining average costs and network externalities as it bears on one issue – 

predation. 

A. General Arguments 

We can think about both declining AC and network externalities as 

sharpening the battle for the market, since only one, or at best very few, firms will 

survive in the market in the long-run equilibrium.  Thus, being the sole survivor (or 

one of the few) may generate profits sufficient to induce a heated competitive battle. 

So how nasty can such a battle get without tripping the antitrust circuit 

breakers? One possible answer might be that there should be no limits whatsoever, 

since the quick entry/exit feature of the new economy identified by Judge Posner 

should take care of the resultant monopolist in due course, and the due course will be 

soon.  Others on the panel will speak to this issue from the vantage point of 

experience with empirical evidence. 

Let me suggest that the previous answer, while appealing in many ways, is 

contrary to the prediction that network effects create frictions in replacing the 

incumbent.  Hence, the “happy hour” of monopoly may extend way past the pundit’s 

or the expert’s forecast of its scheduled closing time. Here, then, the role of the 

regulator is to ensure that the battle for the market is kept open and that the rightful 

advantages of incumbency do not translate into its perpetuation against superior 

                                                 

8 Lessig, Lawrence, Code and Other Laws of Cyberspace, (New York: Basic Books), 2000. 
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offerings.9 If one models this battle for the market, the disturbing results (from 

auction models, for example) suggest that an initially cost-advantaged firm may be 

able to prevail against its rivals at more and more advantageous terms as its 

advantage vis-à-vis rivals opens up, potentially leading to total discouragement of 

potential entry. It is this type of dynamic outcome that is most troubling.  

B. A Simple Model 

Let’s now return to the assignment.  Consider a simple model of a two period 

game with network effects.  In period one, either firm A or B captures the market.  In 

the second period, if the first-period loser is still alive and kicking, a new round of 

competition ensues upon arrival of new customers.  In this model, the winner in 

period one, say firm A, now has the demand-side advantage over firm B, which may 

outweigh whatever cost-advantage firm B may possess in period two.  Thus, while 

aggressive action by firm A in period one does not raise firm B’s cost, it has the 

economic equivalent, i.e., it deteriorates the quality and consumer value of the rival 

product in the second period. Stated another way, aggressive pricing in period one 

has the effect of lessening the competitive restraint that the rival can impose on the 

winner in the future.  

So how should this risk of undue “hobbling” be reflected in the restrictions 

placed on the actions of firm A (or B) in the initial period?  Standards proposed by 

Ordover/Willig10 suggest that the competitive vigor of firm A should not be limited in 

any way, provided that, in its reduced-form profit function, the competitive viability 

of firm B is assumed to remain intact.  This, of course, begs the question to some 

extent, since the competitive viability of firm B (which we linked to its costs and/or 

product quality) is not independent of firm A’s actions, as was implicitly assumed in 

the original Ordover/Willig paper. 

                                                 

9 This does not mean, of course, that the incumbent’s ability or incentives to innovate should be hobbled 
so as to give another firm a “break.”  

10 Ordover, J.A. and R.D. Willig, "An Economic Definition of Predation: Pricing and Product Innovation," Yale Law 
Journal, vol. 91, November 1981, 8-53. 
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My formulation in the IO Handbook chapter with Garth Saloner11 offers some 

illumination of the pertinent calculation, but it does not provide a fully worked-out 

standard.  My current hunch is that the competitive viability constraint essentially 

ensures that in deciding on its conduct in the first period, firm A should be allowed to 

price as aggressively as it wants under the counterfactual assumption that in the 

second period, firm B will (or could) operate a “hypothetical” network of its own of 

some pre-specified size, for example the size it would have had it won the competition 

in the first round.  

Put another way, firm A’s calculation runs something like this: 

• If I don’t win, firm B will have a network NB2 at the start of the second period 

and I will have NA2 = 0. 

• If I do win, firm B will have a network N^, which could be equal to the network 

that B would have had had it won all the customers in the first period or could 

be less than that depending on some plausible rule of hypothetically dividing 

the market in the 1st period, and I will have a network NA2 at the start of the 

second period.  

The question firm A must answer is this: How much am I willing to bribe with low 

prices the consumers in the first period to go with me in order to avoid being 

disadvantaged by a lack of an installed base in period two, given that the benefits 

from being the survivor are capped by the hypothetical competition from the rival 

network?  

 Frankly, I have no idea how this approach will work from a total welfare 

standpoint, but it has a certain appeal and is not inconsistent with what I have said 

over the years.  It is also consistent with Gilbert and Newbery’s12 approach of 

                                                 

11 Ordover, J.A. and G. Saloner, "Predation, Monopolization, and Antitrust," in R. Schmalensee and R.D. Willig 
(eds.), Handbook of Industrial Organization, vol. 1, North Holland, 1989, 538-596. 

12 Gilbert, R. and D. Newbery, “Preemptive Patenting and the Persistence of Monopoly,” American 
Economic Review, 1982, pp. 514-526. 



- 8 - 

restricting the incumbent monopolist’s ability to pay for future IP in bidding against 

an new rival, for example. (See my discussion in a paper with Will Baumol.13) 

 As we have seen, when you add network externalities to the mix, the already 

complicated competitive calculus becomes still more complex.  So perhaps one way to 

lessen the assessment burden is to insist that the networks be rendered less 

proprietary than the free interplay of market forces may secure. 

IV.  Vertical Integration and Access 

 This brings me briefly to one of my obsessions: the question of access.  As 

Judge Posner noted, the new economy is characterized by extensive vertical 

integration, frequent transactions among firms that are notional competitors, as well 

as valuable installed bases of consumers, or real assets (such as telecommunications 

networks, ATMs, and software). 

 A radical proposal may be to insist on extensive opening of access to these 

valuable bottlenecks. Indeed, I myself agree with such proposals with respect to 

telecom networks (although I have shied away from advocating such for cable 

broadband networks, for example).14 

Let me say that “open access” is not a panacea.  First, what does “open” mean 

exactly?  Quality and timing both can be critical in the assessment. 

Second, what are the terms on which access should be granted?  The battle 

over the proper pricing methodology for unbundled network elements that comprise 

local telecommunications networks is now six years old and has yet to be resolved.  I 

believe that pricing issues may be even more challenging when it comes to the 

pricing of access to IP assets. Indeed, at an FTC conference over twenty years ago, 

Bobby Willig and I supported an analytical approach that could guide pricing 

                                                 

13 Ordover, J.A. and W.J. Baumol, "Antitrust Policy for High-Technology Industries," Oxford Review of Economic 
Policy, vol. 4, Winter 1988, 13-34.  Reprinted in E. Fox and J. Halverson (eds.), Collaborations Among Competitors: 
Antitrust Policy and Economics, American Bar Association, 1991, 949-984. 

14 In a recent decision, the FCC has also concluded that cable broadband networks need not be opened to 
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decisions for access in systems markets. It now seems that our analytical approach 

has aged better than I have. 

Third, one may also argue that if firms were to labor under the ever-present 

fear that they may be required to open access to their strategic assets, their 

incentives to invest in such assets in the first place could be severely dampened. We 

do not yet have enough economic research – empirical and theoretical – to gauge how 

serious will be these disincentives to investment. I am inclined to suggest that if the 

terms of access were operated using the familiar price caps regulation then such 

incentives could potentially be preserved. But this is only a hunch. 

 

Thank you. 

 

                                                                                                                                                             

competitive ISPs. 
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Networks: A DefinitionNetworks: A Definition

l Nodes connected by links
l What does this mean?



Some Stylized Examples (1)Some Stylized Examples (1)

A simple star network (e.g., local telephone; 
local package delivery)

s



Some Stylized Examples (2)Some Stylized Examples (2)

A simple ring network (e.g., a “beltway” 
highway; some computer linkages; 

Christmas tree lights)



Some Stylized Examples (3)Some Stylized Examples (3)

An all-points connected network (e.g., an 
urban street system; a “citizens band” 

radio system



Some Stylized Examples (4)Some Stylized Examples (4)

Two star networks connected by a trunk line 
(e.g., telephone; railroad; airline; 

electricity)

s1 s2



Network Industries Are Network Industries Are 
DifferentDifferent
l Network externalities are significant

– More users raise the value of the network for other 
users (until congestion decreases value)
l Directly (two-way): railroads; airlines; telephone; fax; e-

mail; etc.
l Indirectly (one-way): electricity; broadcasting; cable; www; 

credit cards, etc.
l Indirectly (“virtual”, one-way): hardware-software; OS-

applications software; etc.

l High fixed costs, low marginal costs: economies 
of scale

l Compatibility; standards are important



Consequences (1)Consequences (1)

l “Winner take most” outcomes
– Competition for dominance

l Path dependence
– Possibility of “wrong” path

l Potential losses from incompatibilities and from 
abandoned technologies

l Importance of bottleneck “central facility”
– Proprietary technology
– Central “switch”
– Access



Consequences (2)Consequences (2)

l Entry is more difficult
– Sampling is harder
– Larger scale entry required

l Innovation?
– It’s complex



InnovationInnovation

l Innovation within the existing technological  
standard can often happen readily -- unless the 
dominant firm feels threatened
– Dominant firm may see the innovation as a threat to 

its core activity
– Dominant firm may see the innovation as 

undermining its ability to price-discriminate

l Innovation outside the standard is harder
– Requires large scale; sampling is difficult



Policy ImplicationsPolicy Implications

l Be wary
– Dominant firms may make life excessively difficult 

for entrants and innovators
l Be careful

– Over-reaction may improperly penalize winners and 
reward losers; over-reaction is anticompetitive

l Bottleneck problems are real
l Standards issues are thorny

– Sole ownership may create dominance, market power
– Joint agreements may be unduly exclusionary

l Clarifying an “essential facilities” doctrine (if 
any) would be useful



ConclusionConclusion

l There are no easy answers for antitrust 
policy

l Good policy requires good judgments and 
a long-run perspective
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    1                          P R O C E E D I N G S

    2                          -    -    -    -    -

    3                  COMMISSIONER THOMPSON:  Thank you.  I am glad

    4        you were all able to find your way here.  Our Court

    5        Reporter did not.  And it goes to show that even the best

    6        plans -- but thank you very much.  

    7                  On behalf of the Commission and my colleagues

    8        at DOJ, it is a pleasure to welcome you here to the West

    9        Coast Session of our hearings on Intellectual Property. 

   10        It is a great honor to be here amongst such distinguished

   11        company discussing really important topics.  But I hope

   12        we will also have some fun in this process trading ideas

   13        and learning from each other.  

   14                  I would like to start out by extending special

   15        thanks to Susan DeSanti, our Deputy General Counsel for

   16        policy studies and her dedicated staff, and our

   17        colleagues at the Department of Justice who all have

   18        worked so hard to put this ground breaking forum

   19        together.  Thank you very much.  

   20                  I would also like to thank our administrative

   21        host, Bob Barde, and the folks here at Berkeley for

   22        extending their hospitality and allowing us to invade

   23        their 

   24        space.  

   25                  Now being here at Berkeley reminds me of a very
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    1        important conclusion that was reached by the students

    2        that I had in a Graduate Public Policy Workshop at

    3        Princeton several years ago.  That class was examining

    4        the important issues surrounding the next generation

    5        Internet that is expected to operate at speeds multiples

    6        faster than current Internet speeds.  

    7                  And that class was surprised to conclude that

    8        almost all of the important Public Policy decisions that

    9        we will confront in looking at NGI and the future of

   10        Information Technology will not be decided at some later

   11        date, but instead are being decided right now.  And I

   12        think the same holds true for the many policy issues

   13        surrounding Intellectual Property generally -- patent,

   14        copyright, and licensing issues that will drive the

   15        future in areas such as Communications, Publishing,

   16        Music, Entertainment and Biotechnology and I could go on. 

   17                  So it is no exaggeration that, in many senses,

   18        the people in this room have the ability to make a

   19        tremendous impact on the direction of our economy,

   20        whether we call it the "Old Economy," the "New Economy,"

   21        or the "New New Economy."  I would be thankful to have an

   22        economy right now.  

   23                  Most of you here know a little bit about the

   24        FTC.  It is a small little agency in Washington of about

   25        1,000 lawyers and economists and other staff people.  We
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    1        have a dual mandate because we act as the country's

    2        primary Consumer Protection Agency.  But at the same time

    3        we are also charged with promoting competition through

    4        the enforcement of American Antitrust laws.  

    5                  While the Commission's direct mission is to

    6        protect competition and consumers, this mission also

    7        provides a platform opportunity because a truly

    8        competitive marketplace values and promotes opportunities

    9        for the skilled, creative and innovative, to be rewarded

   10        for their talent.  In that sense, the worlds of

   11        Intellectual Property and Antitrust are not very

   12        different.  

   13                  Let me underscore that point and explain just a

   14        little further.  In the case of the New Economy, whether

   15        Internet-related, E-Commerce, or other technology or

   16        biotechnology-based markets, the impact of consumer

   17        protection and antitrust laws may be particularly

   18        significant as open competition and consumer trust are

   19        both essential to realize short term market growth and

   20        long term market potential.  

   21                  So what does competition and intellectual

   22        property mean for the future of the New Economy,

   23        separating apart the legal sector?  That was a joke. 

   24        Reflecting on where we have been in the past several

   25        months, we have seen a dot.com shake-out and an economic
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    1        recession, and these events have had a particularly

    2        significant impact here in the Bay Area.  

    3                  But what we have also seen is an increase in

    4        collective wisdom, I will say, with a renewed focus on

    5        value, a more consumer-based orientation, with an

    6        increased attention to evolution, as well as revolution,

    7        and these changes not only affect high technology

    8        industries, but also the off-line world.  

    9                  For these reasons, Intellectual Property and

   10        how we treat it has never been more important, how we

   11        handle these issue especially in the context of rapidly

   12        changing technologies, presents a tremendous challenge

   13        for both Antitrust and Intellectual Property disciplines. 

   14        Now, although I say that Antitrust and Intellectual

   15        Property laws are largely symbiotic, I recognize that, in

   16        the past, proponents of the respective documents have

   17        sometimes regarded each other with a little bit of

   18        suspicion.  And it may be tempting to regarding the area

   19        of Intellectual Property as a zero sum game with clear

   20        winners and losers.  

   21                  For example, some have argued that in the past,

   22        the pendulum has swung too far in favor of limiting the

   23        scope of Intellectual Property, resulting in reduced

   24        incentives to innovate, rather than enhancing those

   25        incentives.  And others have now claimed that the
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    1        pendulum has swung too far the other way and that the

    2        recent proliferation of patents and restrictive licensing

    3        schemes has created a patent thicket that stifles

    4        innovation.  

    5                  Now part of reconciling the topical tension

    6        between Antitrust and Intellectual Property may be

    7        recognizing that the doctrines are indeed harmonious

    8        because they both enhance public welfare by encouraging

    9        competition.  The challenge, then, is striking the right

   10        balance, which in most controversies, as in this one, is

   11        probably some place in the middle.  So what will be

   12        instructive here in striking that middle balance is

   13        applying what we have all learned from our experiences at

   14        the outer edges of the curve, and how we apply those

   15        learnings going forward.  

   16                  In addition, economics has increasingly been

   17        recognized as a potential bridge between I.P. and

   18        Antitrust and may provide one means to help illuminate

   19        the middle road.  We are hoping that our esteemed guests

   20        here today might share their own light on that subject,

   21        as well as identify additional issues for us to explore. 

   22                  So to conclude, I think that we have to

   23        recognize that all of us in Antitrust have recently had

   24        significant and extensive histories in complex cases

   25        involving the competitive use of intellectual property. 
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    1        I mean, I can think of just looking back at recent times

    2        of the things that we looked at in mergers such as

    3        AOL/Time Warner, or in investigations like Intel or 

    4        Dell.  So it is not so distant that we considered those

    5        issues.  

    6                  So we at the Commission remain alert to

    7        Antitrust issues involving intellectual property, but we

    8        also have to recognize that in a fast moving marketplace

    9        we have much to learn.  While we have been generally

   10        cautious in our approach to New Economy and Intellectual

   11        Property questions, we attempt to apply an appropriate

   12        degree of circumspection and balance because I strongly

   13        believe that in achieving benefits to consumers and

   14        industry alike, we have to have a balanced and

   15        transparent and forward-looking approach to policy

   16        problems by using interactive forums like this one, as

   17        well as working groups, industry self regulation, and

   18        from time to time, a little strong law enforcement.  

   19                  For these reasons, I look forward to hearing

   20        what all of our generous and distinguished panels have to

   21        tell us.  And I am also interested in hearing your

   22        questions.  So let the games begin. 

   23                  MS. DeSANTI:  Thank you very much, Commissioner

   24        Thompson.  I am Susan DeSanti and I also want to thank

   25        the Competition Policy Center and the Berkeley Center for

                               For The Record, Inc.
                                 Waldorf, Maryland
                                   (301)870-8025



                                                                     9

    1        Law and Technology, very gracious and helpful hosts, and

    2        generous hosts.  Many people have made this possible and

    3        we appreciate it.  

    4                  Basically we thought that we should not be

    5        doing hearings on intellectual property and competition

    6        policy without coming to what has been a center for much

    7        of the innovation that has gone on, as well as a lot of

    8        the thinking about innovation and how best to understand

    9        it. 

   10                  This week, we hope to get two important

   11        perspectives, perspectives from economists, perspectives

   12        from business.  The basic questions for today's panel

   13        involve does competition spur innovation?  And if so,

   14        how?  What are the policy implications?  You all know

   15        this is not a simple question.  In addition, it leads to

   16        questions about the role of patents in encouraging or

   17        hindering competition that may foster innovation.  

   18                  So from the very start, we meet ourselves

   19        coming and going as we start to look into these issues. 

   20        We are here to listen and learn, and you will see that we

   21        are asking questions rather than making definitive

   22        statements.  We are hoping we will learn a lot from these

   23        hearings.  In structuring today's panel, I had two

   24        problems, 1) everybody here is a headliner.  These are

   25        all people who should be the centerpiece of any panel
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    1        that you have.  So that was my first problem.  

    2                  And, in addition, each one of their

    3        presentations, I believe, compliments and builds on the

    4        other.  So we are going to have a somewhat arbitrary

    5        order.  We will have four presentations and then we will

    6        have a discussion for 45 minutes, and we will then have a

    7        break for 15 minutes, probably around 3:00 to 3:15, and

    8        then we will have another three presentations and finish

    9        up with a discussion through to 4:30.  

   10                  Before I go any farther, I do want to introduce

   11        the other people who are on this panel from the

   12        Government.  There is Hillary Greene from the FTC Staff,

   13        Sue Majewski from DOJ, Ray Chen from the Patent and

   14        Trademark Office, and I also want to give the opportunity

   15        to Frances Marshall to speak.  Frances is the person at

   16        the DOJ Antitrust Division who is leading up their

   17        effort.  Frances?  

   18                  MS. MARSHALL:  Thanks, Susan.  I just want to

   19        take a couple minutes to say good afternoon to everyone. 

   20        We also thank the Competition and Policy Center and

   21        Berkeley Center for Law and Technology for making these

   22        sessions possible and for providing this beautiful venue. 

   23        It is really wonderful to be here.  I am delighted to be

   24        here and do look forward to the series of interesting

   25        presentations and discussions through Thursday.  In the
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    1        afternoon as we continue to examine the effects of how

    2        tradition in patent law and policy on innovations and

    3        other aspects of continued welfare.  But thank you,

    4        Susan. 

    5                  MS. DeSANTI:  Thank you, Frances.  All right,

    6        and now let the games begin.  Our first presenter will be

    7        Professor Richard Gilbert.  Rich is Professor of

    8        Economics at the University of California at Berkeley. 

    9        From 1993 until May of '95, he was the Deputy Assistant

   10        Attorney General for Economics in the Antitrust Division

   11        of the U.S. Department of Justice, where he basically

   12        became the father of the Intellectual Property Guidelines

   13        that were jointly adopted by DOJ and FTC.  He has

   14        extensive research in this area, far too numerous to

   15        mention all of his articles, but it basically focuses

   16        among other things on Antitrust Economics, Intellectual

   17        Property, and Research and Development.  

   18                  Rich? 

   19                  MR. GILBERT:  Thank you, Susan.  First, I am

   20        delighted to welcome our friends and colleagues from

   21        Washington to our little town of Berkeley.  Here you can

   22        be both inside and outside the beltway because we do not

   23        have a beltway, but we are very delighted that we can

   24        have an opportunity to debate these very important issues

   25        here on Berkeley soil.  I would like to discuss a
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    1        question that we have heard a great deal, particularly as

    2        intellectual policy and R&D policy developed in the

    3        former administration and that is whether innovation

    4        should continue to have a role in merger policy.  

    5                  And that is a question that we are all likely

    6        to ask with the new Administration.  And arguments for

    7        the importance of innovation from market performance,

    8        there are many analyses that relate economic growth to

    9        investments in Research and Development and human

   10        capital.  This is all about the analysis of the residual

   11        and total factor productivity measurements.  

   12                  For example, showing that once you subtract out

   13        that contributions of capital labor and ordinary inputs,

   14        a whole lot is leftover, much of which appears to

   15        correlate with the research and development and human

   16        capital.  There is also a great deal of anecdotal

   17        evidence that competition promotes innovation.  You can

   18        find it in almost any industry from the software

   19        industry.  There is the competition that occurred between

   20        digital researches, DR Dos and Microsoft's MS-DOS, and

   21        new upgrades while DR DOS was a potent competitor.  There

   22        is the competition between Netscape and Internet

   23        Explorer.  

   24                  You can look at the races that have occurred

   25        and the timing of new product upgrades for Intel and AMD
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    1        in the microprocessor area, and other semiconductor

    2        components races.  Looking at how foreign competition

    3        affected labor productivity and other measures of

    4        productivity in the automobile industry, also some

    5        evidence in Telecom as well.  These sorts of stories can

    6        be interpreted different ways, of course.  

    7                  There has generally been a shift towards more

    8        development and less basic research in response to

    9        competition, but nonetheless a delivery of more product

   10        to the consumer.  

   11                  Now some arguments against that we have heard,

   12        I would just like to review them for this session.  There

   13        is the historical Shumpeterian -- Joseph Shumpeter's

   14        argument that monopoly promotes innovation, arguing based

   15        on appropriation, scale economies, cash flow, all factors

   16        that could at least theoretically contribute to more

   17        innovation.  

   18                  But, of course, looking at the other side of

   19        that, the incremental benefit from innovation can be low,

   20        a point that Kenneth Arrow made, I think, in 1962 it was,

   21        a very perceptive article.  And then the difficulty of

   22        identifying sources of innovation -- R&D is typically

   23        secret, so it is very hard to see who is doing it and

   24        therefore very hard to assess the state of competition. 

   25        And innovations can come from unexpected sources.  
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    1                  Another argument against innovation having a

    2        role in merger policy is that the link between Research

    3        and Development expenditures and innovation can be weak. 

    4        And what we tend to focus on in merger analysis is

    5        accounting the inputs, the research and development, but

    6        what we would really like to know is what happens to the

    7        outputs, innovation, and they are not the same thing. 

    8        There is little empirical evidence supporting a link

    9        between competition and innovation.  

   10                  Most of the statistical analysis in this area

   11        tends to fall apart, as we look across industries and

   12        account for industry characteristics.  But on the other

   13        hand, there are also really few natural experiments that

   14        can be used to assess this relationship between

   15        competition and innovation.  And it is not at all clear

   16        that the kind of cross-sectional statistical analysis

   17        that we have looked at can really shed much light on this

   18        subject.  And therefore, I am not sure it is proper to

   19        include it as an argument against.  

   20                  Now just to review merger enforcement in the

   21        first half of the 90's, innovation challenges were few

   22        and far between.  Of all the merger challenges out of a

   23        total of 135, four of those challenges were based on

   24        innovation effects, a total of 3 percent lost in the

   25        noise.  
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    1                  Then, in the second half of the 90's, that

    2        number changed dramatically.  The number of merger cases

    3        challenges about doubled.  That was in line with the pace

    4        of merger activity over this period.  And the total

    5        number of challenges went up to about 18 percent of the

    6        total, that is an increase of six times.  A total number

    7        of challenges that were baseline innovation effects --

    8        alleged innovation effects.  

    9                  So there was a dramatic shift in the role that

   10        innovation played in this latter half of the 90's, but I

   11        would argue that much of this was more rhetoric than it

   12        was an actual decisive role played by innovation in these

   13        cases.  And if you take apart the cases and look at them

   14        closely, of the 49 challenges, alleging innovation

   15        effects in the latter half of the 90's, 35 of them 

   16        were really add-on effects in industries that almost

   17        certainly would have been challenged based on effects 

   18        in markets for existing goods and services.  That is,

   19        these were fairly traditional merger cases in which

   20        innovation effects were included as another concern from

   21        the merger.  

   22                  Another five of these could have been

   23        challenged based on a theory of one-sided potential

   24        competition, that is, a market in which one firm is a

   25        potential competitor into a market in which the other
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    1        firm is a significant player.  And by our count, about

    2        six to eight cases that we would call real innovation

    3        cases, which I would also say you can look at as two-

    4        sided potential competition cases; that is, Firm A is a

    5        potential competitor into a market where Firm B may also

    6        be a potential competitor.  

    7                  So the market does not yet exist and the two of

    8        them are potential entrants into that market.  One way to

    9        look at that is as a very complicated potential

   10        competition case.  Another way to look at it is as a case

   11        on an R&D.  

   12                  Now I would like to just say where I come out

   13        in all of this.  I think the evidence is very clear that

   14        innovation plays such an important role to the economy

   15        that it should be considered in merger analysis.  Despite

   16        a lot of rhetoric on this subject, the agencies

   17        historically have actually been, I would say, quite

   18        discrete in their analysis and their use of innovation

   19        concerns in merger cases.  It has really been limited to

   20        only a very few cases in which it has played a central

   21        role.  

   22                  And if you look at these cases in detail, I

   23        think most of them are based on quite sound reasoning

   24        where the evidence may have to be more anecdotal as to

   25        innovation's effect than statistical, but clearly there
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    1        is need for further study in this area and maybe some

    2        follow-up study on the effects of divestitures and

    3        remedies in these cases.  I have got ten minutes and I

    4        think I came under.  

    5                  MS. DeSANTI:  Our next speaker is Professor Dan

    6        Rubinfeld.  Dan teaches both Law and Economics at the

    7        University of California at Berkeley.  He also served in

    8        June of 1997 through December 1998 as Deputy Assistant

    9        Attorney General for Economics in the U.S. Department of

   10        Justice Antitrust Division.  He also is the author of a

   11        variety of numerous articles relating to antitrust and

   12        competition policy law and economics, public economics,

   13        and two economics textbooks.  Dan.

   14                  MR. RUBINFELD:  Thanks very much, Susan.  It is

   15        a pleasure to be here.  And the organization is just

   16        perfect because Rich Gilbert has covered the first nine

   17        minutes of my talk.  So I could be very quick.  And just

   18        to vary things, I am going to go low tech and talk from

   19        some hand-outs, and I have not enough copies to go

   20        around, and it is not crucial you get one, but we will

   21        have an auction for the copies that we are distributing. 

   22                  What I have done in my hand-out is borrow some

   23        materials from an article that John Hoven and I have

   24        published recently in a book on Dynamic Competition. 

   25        John is an economist with the economic analysis group of
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    1        the Department of Justice.  And what we have done is to

    2        first highlight all the areas of the various guidelines

    3        that the agencies have promulgated that talk about

    4        innovation.  And I will skip almost all of that because

    5        you all know about it.  

    6                  But I do want to point out that if we look,

    7        say, at the horizontal merger guidelines and look at the

    8        discussion of anti-competitive effects, it will tell you

    9        something about the issue I want to follow-up on, which

   10        is the relationship between competition and innovation. 

   11        If you are going to try to look for the empirical work

   12        that supports whether there is such relationship or not,

   13        you obviously have to figure out what the theory is you

   14        are trying to support.  

   15                  And the guidelines suggest, at least to me,

   16        that with respect to innovation, coordinated effects are

   17        probably less likely to be important than unilateral

   18        effects because, really, for some of the reasons Rich

   19        Gilbert pointed out, with R&D being so secret and

   20        monitoring being difficult, it is not likely that you are

   21        going to have a coordination in most situations unless it

   22        is through an explicit joint venture, and that is treated

   23        separately by the guidelines.  But I think there are

   24        significant unilateral effects that are of two

   25        characters.  

                               For The Record, Inc.
                                 Waldorf, Maryland
                                   (301)870-8025



                                                                    19

    1                  One is perhaps a traditional argument that says

    2        that when emerging firms compete more directly with each

    3        other than with other firms with respect to innovation,

    4        it can be then shown using standard unilateral effects

    5        theory that innovation could be reduced by a loss of

    6        competition.  There is a second effects theory that

    7        builds on the idea that innovation is more likely to be

    8        random due to unusual unpredictable events.  And it just

    9        says that if you have fewer innovators, if you have less

   10        diversity, you are likely to have less innovation or

   11        higher prices or lower quality products.  

   12                  Now if you go back and sort of ask yourself

   13        what is the empirical basis to support building a

   14        unilateral effects theory, as I think Rick suggested,

   15        most of the evidence is anecdotal, there is not really

   16        solid econometric evidence, but there are a lot of

   17        interesting case studies that I think are enlightening,

   18        and I will just highlight a few of the issues.  

   19                  First of all, there is the usual tension that

   20        Rich described, that says perhaps monopoly makes sense

   21        for innovation because monopolists will recoup all the

   22        rewards from innovation; on the other hand, there is a

   23        concern that with monopoly, either explicit monopoly or a

   24        vertical relationship that results from vertical

   25        integration, that there might be the possibility of what
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    1        amounts to vertical foreclosure, that is, the vertically

    2        integrated company may have an incentive to keep its

    3        innovative research in-house and not to support

    4        competitors external to the firm that might actually be

    5        innovating in competition with part of the vertical

    6        operation.  And that is what I am going to call in-house

    7        bias.  

    8                  When you look at the empirical data on rewards

    9        from innovation, I think you may get a misleading view

   10        because we all know that there is a very skewed

   11        distribution of rewards from innovation.  The really

   12        successful companies are very profitable and most R&D is

   13        not terribly successful.  You do not want to make either

   14        of two mistakes.  You do not want to necessarily assume

   15        that the successful firm has earned its monopoly rents

   16        inappropriately, but you also do not want to necessarily

   17        assume that the big companies are the best innovators.  

   18                  The fact is that the empirical evidence shows

   19        it is very hard ex ante to know who is going to be

   20        successful and innovating and the results vary a lot

   21        depending on the structure and nature of the industry. 

   22        The work I have seen suggests that smaller firms are as

   23        research intensive as larger firms, and often more

   24        productive.  

   25                  Small firms with substantial innovation
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    1        typically arise in capital intensive industries, or as

    2        you would expect, industries where innovation costs are

    3        relatively low.  And in those industries that are high

    4        tech or highly innovative, we tend to see smaller firms

    5        playing a big role in innovating.  

    6                  And finally, there is a study I find compelling

    7        that suggests that in the computer and semi-conductor

    8        industries, innovations interestingly typically occur

    9        both from the large established firms and the small

   10        start-up's, but not so much by the smaller firms that are

   11        already well on their way.  So there is kind of an

   12        extreme conclusion either way.  

   13                  There is evidence, both theoretical and

   14        empirical, that suggests that the nature of innovation

   15        will depend on whether you are in an industry where the

   16        innovation is cumulative, or whether it is likely to be

   17        discrete and independent, and with cumulative innovation,

   18        there are a lot of issues that will come up here and in

   19        the hearings because you typically need some form of

   20        collaboration in the form of standard setting or cross

   21        licensing agreements, and that may raise coordination

   22        issues.  

   23                  And similarly, if you are looking empirically

   24        in innovation in network markets and comparing it to non-

   25        network markets, there may be some important differences. 
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    1        Network markets, the concern I have, which I think is

    2        supported by some of the literature, is that incumbents

    3        are likely to innovate, but innovate in ways that

    4        reinforce their position as incumbents, whereas new

    5        smaller players are likely not to be affected by that

    6        incentive.  

    7                  And I find myself in agreement with the view of

    8        Scherer and Ross (phonetic) who say that technological

    9        progress thrives best in an environment that nurtures

   10        diversity of sizes and perhaps especially that keeps

   11        barriers to entry by technologically innovative newcomers

   12        low.  

   13                  Now I was looking around just based on my

   14        experience during the second half of Rich's experiment

   15        where there were a lot of innovation cases, and it may

   16        surprise you to find that it is not the Microsoft case

   17        which I was very involved in, which brings up the most

   18        interesting innovative issues, it was actually, in my

   19        mind, the proposed merger between Lockheed and Northrop,

   20        which is a large defense merger.  Since there seem to be

   21        a few other defense mergers coming down the pike, it

   22        might be useful to take a minute and just sort of

   23        highlight a few issues and the details are described in

   24        the article that I referred to earlier. 

   25                  The reason Lockheed Northrop is interesting to
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    1        me is that the Division staff actually developed some of

    2        these theories of innovation and actually got some

    3        interesting empirical support for those theories.  I will

    4        not go through the details.  It would probably take more

    5        than the two or three minutes I have left, but in

    6        Lockheed Northrop, there are horizontal issues because

    7        there was the proposed merger which did not go through

    8        eventually, it was blocked.  

    9                  The merger would be a merger to monopoly in

   10        Airborne early warning radar, electro-optical missile

   11        warnings, fibre-optic toe decoys, and directed infrared

   12        counter measures. I am sure you all wanted to get all

   13        that down.  And then it would be three to two in high

   14        fixed wing military airplanes and stealth technology and

   15        a few other areas.  But interestingly, there are also

   16        significant vertical issues because Lockheed was dominant

   17        in air frames in Northrop in radar.  

   18                  And the question was would Lockheed and

   19        Northrop as a combined firm handle that vertical

   20        relationship differently.  And the division in developing

   21        its case emphasized the advantages of diversity and

   22        innovation and empirical evidence to support the view

   23        that you need at least a reasonably large number of firms

   24        to innovate where the strategy of innovation is highly

   25        unpredictable.  And they supported the view that often
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    1        path breaking innovations in the defense area, at least,

    2        are made by niche players and not by the leading

    3        incumbents.  

    4                  And in developing the vertical case, they were

    5        very concerned that Northrop Lockheed would have an

    6        incentive to deny rivals' access to key technologies and

    7        that it would not be willing appropriately to share know-

    8        how and trade secrets when in fact certain cooperation

    9        with outsiders would be pro-innovation.  And the division

   10        was concerned that this anticompetitive effects with

   11        respect to in-house bias would hurt competition and

   12        innovation in air frames and radar.  

   13                  And in the end, interestingly enough, in

   14        Northrop Lockheed, it was the innovation arguments that

   15        really led, in my view, led the division to decide to

   16        block the merger.  There were some traditional arguments,

   17        but it was the innovation arguments that dominated.  

   18                  So just to sum up, while the evidence is far

   19        from being very clear, it is my view that in many areas,

   20        particularly in areas which are dynamic and innovating

   21        generally, that competition is good for innovation and we

   22        have to be very careful about losing that important

   23        social benefit.  Thank you. 

   24                  MS. DeSANTI:  Thank you very much, Dan.  Our

   25        next presenter is Professor Howard Shelanski, who teaches
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    1        Antitrust Law and Regulation at the University of

    2        California at Berkeley.  In 1999 through 2000, Professor

    3        Shelanski served as Chief Economist of the Federal

    4        Communications Commission.  In 1998 through '99, he was

    5        Senior Economist to the President's Council of Economic

    6        Advisors.  And prior to his appointment at Berkeley and

    7        his government service, Professor Shelanski practiced law

    8        in Washington, D.C. and also served as a law clerk to

    9        Justice Scalia of the Supreme Court.  

   10                  Howard? 

   11                  MR. SHELANSKI:  Thanks, Susan.  Well, if Rich

   12        gave nine minutes of Dan's talk, Rich and Dan together

   13        have given all of my talk, but I would like to go back

   14        and talk in a little bit more detail about why the

   15        question of how and to what extent to bring innovation

   16        into antitrust policy is such a difficult question.  

   17                  We have seen starting probably about 15 years

   18        ago, a body of scholarship that loudly made the point

   19        that innovation was extremely relevant to antitrust

   20        policy, and even more strongly making the point that it

   21        was relevant to a retreat in antitrust policy.  And yet

   22        some of the very people who gave us that scholarship now

   23        look at what has happened as antitrust listened to them

   24        to the extent of embracing innovation, but then in the

   25        view of some, took it in precisely the wrong direction,
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    1        in the direction of more enforcement.  

    2                  Now, I think as Rich has made very clear,

    3        innovation has come in so far in the cases as an

    4        additional set of arguments to be made to enforce or to

    5        not enforce.  Innovation has not become a completely

    6        freestanding and independent objective of antitrust

    7        policy; rather, in the course of merger analyses, what

    8        the agencies seem to have done is to be on the look-out

    9        for protecting innovation, just as they protect

   10        competition where a transaction might give rise to harm. 

   11        Going forward, there is a question of whether that has

   12        been a wise policy course, whether it should be

   13        continued, or whether the original arguments for retreat

   14        in antitrust policy because of its possible negative

   15        consequences on innovation should again come to the fore

   16        and reverse the course that we have been on.  

   17                  There is some economic learning that I think is

   18        relevant to this and it tells us why it is so hard to, as

   19        a general policy prescription, come out with general

   20        rules for enforcement with regard to innovation, just

   21        like we have some general rules or guidelines for

   22        enforcement with regard to market performance along more

   23        convention variables like price and output.  And I want

   24        to talk a little bit about some of this data.  

   25                  The idea that innovation and static
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    1        efficiencies -- static economic efficiency -- might

    2        differ in their respective responses to market

    3        concentration was suggested long ago by Shumpeter

    4        (phonetic), among others, as Dan mentioned.  Shumpeter

    5        wrote in  1942 that perfect competition is not only

    6        impossible, but inferior, and has no title to being set

    7        up as a model of ideal efficiency when the goal is

    8        economic welfare over time, rather than static economic

    9        performance.  Fairly strong statement that goes right to

   10        the heart of much of the policy premise of modern

   11        antitrust law.  

   12                  And Shumpeter really had the view that large

   13        firms, and presumably firms of market power, would be

   14        superior innovators.  There was of course countervailing

   15        theoretical arguments, early work by John Kenneth

   16        Galbraith, important work by Kenneth Arrow, but some of

   17        the most interesting work that flowed from this were

   18        efforts empirically to test -- what is called the

   19        Shumpeterian hypothesis, and more broadly to test the

   20        relationship between market structure and innovation.  

   21                  I am not going to go deep into the econometrics

   22        of these tests in the time that I have here.  They are

   23        subject to a lot of methodological critique, and I will

   24        just refer you to the work of Wesley Cohen at Carnegie

   25        Mellon for excellent discussions of those methodological
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    1        issues.  

    2                  One thing that is interesting about the

    3        background of empirical information is that with regard

    4        to innovation, there has long been a view that not just

    5        market share, the conventional focus of antitrust, but

    6        firm size, is relevant to innovation.  And that is

    7        something that comes in in merger policy.  When firms

    8        merge, an entity that is larger than either of the

    9        previous two individual entities generally results --

   10        generally.  

   11                  Usually in antitrust policy, we do not think

   12        about firm size, but because there has been a large body

   13        of literature arguing or suggesting that firm size in

   14        innovation is relevant, it would seem that the firm size

   15        literature at least has some relevance to antitrust

   16        policy for mergers.  

   17                  Following Shumpeter, large enterprises have

   18        been praised for their superior ability to attract

   19        financial and human capital, bear risks, recoup

   20        investment required to sustain R&D activities, etc.,

   21        small firms, on the other hand, have been touted as being

   22        more creative and more nimble in adapting to changes and

   23        opportunities than their larger more bureaucratic

   24        counterparts.  So what do we want for sustained R&D?  

   25                  Numerous early studies found that investment in
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    1        R&D did increase steadily with firm size, and whether the

    2        data was compared across industries or within a

    3        particular industry, the evidence generally was accepted

    4        to show that R&D investment measured in dollars --

    5        inputs, input dollars into R&D -- were higher

    6        proportionally in large enterprises.  

    7                  Other studies found that very small firms were

    8        in fact more innovation intensive than middle size firms

    9        and that the steady link between a firm size and

   10        innovation actually occurred over a very limited range. 

   11        And so the data really did not give us any clear sense of

   12        whether it was true the larger firms invested more in

   13        innovation.  

   14                  General consensus nonetheless did emerge on two

   15        basic points, that large enterprises were more likely

   16        than small ones to have ongoing R&D programs, and that

   17        among firms that do undertake R&D, bigger firms, tend to

   18        make larger R&D investments proportionally.  But neither

   19        of these conclusions imply that merger policy should

   20        begin to attach positive weight to firm size on

   21        innovation grounds.  

   22                  First, the probability that a firm engages in

   23        at least some innovative effort approaches 100 percent at

   24        even a modest level of firm size, so you do not get a lot

   25        of differentiation in the investment above that level of
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    1        firm size.  

    2                  Moreover, empirical studies relying on formal

    3        data such as reported R&D expenditures or patent output

    4        do not capture informal or sporadic innovation, which may

    5        be quite characteristic of small firms.  And the

    6        presumption that a large enterprise is more likely to

    7        undertake some technological development than a small one

    8        is supported only weakly.  So the presumed benefit of

    9        firm size is questionable.  

   10                  Second, although R&D expenditure is higher in

   11        large firms, beyond a threshold level of size, there is

   12        little evidence that larger firms' R&D investments are

   13        proportionately greater than those made by smaller firms. 

   14        So there is some proportional increase up to a point, but

   15        with very large firms the data is quite unclear.  And

   16        moreover, these patterns, these consensus patterns vary

   17        enormously across industries.  I do not have time to go

   18        through the various industry specific studies, but the

   19        results vary substantially depending on the kind of

   20        industry.  

   21                  A third reason we do not want to take the firm

   22        size evidence as a reason not to enforce on R&D grounds

   23        or innovation grounds is it is very unclear when you pull

   24        apart the econometrics of the studies whether the weight

   25        that is being put on firm size when you control for other
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    1        variables really is statistically significant.  There has

    2        been a lot of debate over the significance.  

    3                  And finally, when the focus is shifted away

    4        from innovation inputs such as R&D expenditures to

    5        outputs such as patents, large firms show no advantage at

    6        all.  Small firms actually tend to have slightly higher

    7        patent rates.  Of course, one can wonder how valuable

    8        that measure is given that many patents are indeed not

    9        worth terribly much.  

   10                  Okay, switching to the main focus of antitrust,

   11        if the firm size literatures were ambiguous and does not

   12        give us a reason to retreat from merger enforcement

   13        because large firms are good for innovation, what about

   14        the market concentration and innovation link?  

   15                  For the most part, economic theory and

   16        antitrust policy favor more competition over less for the

   17        purpose of lowering prices, expanding out puts, but the

   18        presumption that increased benefits come from increased

   19        competition may become less universal when one focuses on

   20        innovation activity over time.  The presumption at least

   21        that competition is good is a less strong one.  

   22                  Early theoretical explorations of Shumpeter's

   23        claim found that when the polar cases of monopoly and

   24        perfect competition were compared, it was in fact perfect

   25        competition that provided stronger incentive for cost
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    1        reducing innovations and that Shumpeter's argument that

    2        the large firms would be better over time for innovation

    3        was quite questionable. The empirical data do not resolve

    4        any of the ambiguity in the relationship between

    5        competition and innovation, the Shumpeter argument that

    6        large firms and accumulated market power would be

    7        beneficial, the more competition-oriented argument that

    8        cost-reducing incentives were stronger in a competitive

    9        market.  

   10                  The empirical evidence is really quite

   11        ambivalent.  Many analyses supported the Shumpeterian

   12        view by finding a positive concentration and R&D

   13        investment.  Others found data that show concentrations

   14        have a negative effect on innovation, and when you pull

   15        these apart, it depends what other variables the authors

   16        of the studies decided to control for and what industries

   17        they were studying.  

   18                  A study by Mike Scherer indicated that both

   19        could be correct, that competition was good and that

   20        market power was good, over a sufficiently large range of

   21        market structures because the relationship between

   22        innovation and concentration is non-linear. And what he

   23        came up with was an idea that showed an inverted U with

   24        innovation increasing up to a certain degree of market

   25        concentration and decreasing thereafter.  And if you go
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    1        ahead and do the analysis of all the studies testing the

    2        inverted U pattern, it comes out at about exactly where

    3        the horizontal merger guidelines are.  

    4                  So if you believe that worked, the horizontal

    5        merger guidelines are not just good for output and price,

    6        but they are great for innovation also.  

    7                  The evidence supporting the idea that

    8        accumulations of market power over some range will be

    9        beneficial for innovation is not, however, terribly

   10        robust.  And I will just say that when industry-specific

   11        factors start to get factored into these studies, when

   12        you look across different industries, and then when you

   13        start to factor in the anecdotal evidence of the kind

   14        that Rich factored in with the case-specific studies that

   15        do not lend themselves terribly well to statistical data,

   16        you tend to find that the empirical data is exactly what

   17        it seems to be -- terribly ambiguous.  This is important

   18        for antitrust policy.  

   19                  What it tells us is there is less consensus and

   20        less systematic relationship between market structure and

   21        innovation than there is between market structure and

   22        more conventional measures of market performance, price

   23        and output.  

   24                  When you take a body of policy that is designed

   25        to do one thing, protect competition in the interest of
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    1        keeping output high and prices lower for consumers, and

    2        where there is a body of economic learning, though not

    3        etched in stone and, certainly as we have seen in the

    4        past 50 year of antitrust policy subject to change and

    5        learning, but when there is a body of learning that

    6        supports a presumption in favor of competition to get

    7        those consumer benefits, it becomes very hard to expand

    8        up out of this policy in a systematic way to factor in a

    9        goal like innovation that does not lend itself to such

   10        systematic presumptions.  

   11                  That is what is so hard about bringing

   12        innovation into antitrust, and that is why I think the

   13        results that Rich showed about very careful case by case

   14        analysis is the way the policy will proceed in the future

   15        and the way that it should proceed. 

   16                  MS. DeSANTI:  Thank you very much, Howard.  And

   17        we will now turn to Professor Mark Lemley, who is

   18        Professor of Law at the Boalt Hall School of Law and

   19        Director at the Berkeley Center for Law and Technology. 

   20        He teaches Intellectual Property, Computer Law, Patent

   21        Law, Electronic Commerce, and he is also of counsel to

   22        the law firm of Pepper and Bennass (phonetic).

   23                  MR. LEMLEY:  Thanks, Susan.  First I have to

   24        comment.  I cannot help but notice that this panel is

   25        composed of five Berkeley Professors, one Stanford
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    1        Professor, and one professor from the rest of the world. 

    2        And that ratio strikes me at about right.  It is

    3        consistent with the DOJ's ratio of Chief Economists in

    4        recent years.  And keep up the good work.  All right,

    5        what we have talked about so far are the relationship

    6        between innovation and market structure and the

    7        relationship between innovation and antitrust.  

    8                  I want to drill down a little bit into some

    9        more detail in two respects.  One is I want to focus on

   10        patents in particular, rather than innovation at large,

   11        and the second is I want to focus on industry-specific

   12        rather than sort of broad cross-industry measures.  And

   13        the measure I really bring is one of heterogeneity. 

   14        There was a tremendous heterogeneity among industries in

   15        patent practice and the importance of patents by

   16        industry, and I think any antitrust enforcement has got

   17        to reflect that.  

   18                  So let me say a little bit about the various

   19        kinds of heterogeneity that exists between different

   20        industries and in terms of patents.  First off, it is

   21        easier to get patents in some industries than others. 

   22        The empirical evidence suggests that patents in the

   23        semiconductor and the electronics industry are obtained

   24        more quickly.  

   25                  They cite many fewer prior art references. 
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    1        They are much less likely to involve abandonment and

    2        refiling practice.  They have fewer claims.  They are

    3        shorter.  By any measure of sort of complexity, those

    4        patents are less complex -- the prosecution process is

    5        less difficult for the patentee than the patentee in

    6        areas like biotechnology, for example, pharmaceuticals,

    7        or chemistry.  

    8                  So the first thing to understand about dealing

    9        with patents from an antitrust perspective is that not

   10        all patents are created equal and that there are very

   11        serious systemic differences between industries in how

   12        much effort it takes to get a patent. 

   13                  Second, it seems to me that there is pretty

   14        good evidence that there are rather serious differences

   15        between industries in how important the incentives of a

   16        patent are to encouraging research and development.  And

   17        here, to take just a stylized example, you can imagine

   18        the difference between an industry like a software which

   19        has a relatively low R&D cost to duplication ratio, and

   20        compare it to an industry like pharmaceuticals which has

   21        an enormous R&D cost, and while a relatively higher

   22        absolute duplication cost, still a much higher ratio of

   23        R&D costs to duplication costs.  

   24                  What that means is that the exclusivity

   25        requirement is much more important if you are a
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    1        pharmaceutical company than it is even if you were a

    2        software company.  You can get by on other factors like

    3        first mover advantages, trademark and branding, and so

    4        forth, much more easily in some industries with a lower

    5        ratio than you can in an industry like pharmaceuticals.  

    6                  Third, it seems to me that industries are

    7        heterogeneous with respect to the role of improvement and

    8        cumulative innovation, that some industries again one

    9        might point to Pharmaceuticals as an example, or many

   10        mechanical inventions are really sort of self-contained

   11        inventions.  And the power or the value of a particular

   12        patent captures most of the value of that product.  

   13                  By contrast, if you take an industry like

   14        software or the Internet, or an industry like

   15        semiconductors, the role of cumulative innovation is much

   16        greater.  That plays into, I think, something that our

   17        other commentators have raised, which is the importance

   18        of broad vs. narrow patents.  

   19                  If you give broad patent protection in an

   20        industry in which cumulative innovation is important, you

   21        are in effect gambling that one initial innovator will be

   22        able to effectively coordinate improvement, will be able

   23        to effectively act as a central planner for all

   24        subsequent innovation.  That gamble strikes me for

   25        reasons that Ken Arrow, among others, have written about
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    1        as an unwise one where innovation is particularly likely

    2        to be cumulative.  The more it is that people have to

    3        build on each other, the more problematic strong initial

    4        grants of rights are because they rely on an assumption

    5        of efficient licensing, which turns out in practice not

    6        to be particularly robust. 

    7                  And to give just one example, it seems to me

    8        that we are much better off with respect to the Internet

    9        by virtue of having had competition to create new types

   10        of technologies than we would have if we had given AT&T

   11        in the 1970's sort of broad patent rights that gave it

   12        control over networks and said, "Okay, let AT&T

   13        coordinate the development of computer networks."  

   14                  Fourth, and perhaps most significantly, patents

   15        are heterogeneous with respect to what I call the patent

   16        to product ratio.  In Pharmaceuticals, for the most part,

   17        and with some notable exceptions, a patent covers a

   18        product.  What I patent is a chemical, which I actually

   19        deliver as a drug, similarly in many chemistry type

   20        inventions, what I patent is a product.  

   21                  The ratio of the number of patents to the

   22        number of products is about 1:1.  The ratio gets a little

   23        higher in industries like Biotechnology where you have

   24        patents on upstream research and development tools, or in

   25        software where you might have a number of different
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    1        inventions that are put together into a computer program. 

    2        It gets astonishingly high, something on the order of

    3        1,000-1 when you get to semiconductors.  You cannot

    4        produce a new microprocessor without infringing hundreds

    5        if not thousands of patents because the inventions are

    6        not semiconductors.  Nobody gets a patent on a

    7        semiconductor chip.  

    8                  They are small changes in process, they are

    9        small changes in product, they are circuit design

   10        innovations, they are little pieces of the innovation. 

   11        What this means is that in those industries with a high

   12        ratio like semiconductors, blocking patent problems and

   13        hold-up problems are much greater than they are in other

   14        industries.  Now, there is more of course to

   15        heterogeneity, but I wanted to say a little bit about the

   16        implications of it.  

   17                  First off, you are going to hear from a lot of

   18        people over the course of the week who represent various

   19        industries.  And you will hear, I predict, very different

   20        things about the patent system.   You will have people

   21        from the computer networking field come here and tell you

   22        that patents do their firms no good at all, and if you

   23        could get rid of them, life would be good.  You will have

   24        people who come in from the Pharmaceutical and the

   25        Biotech industries who will tell you that patents are the
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    1        lifeblood of their industry and that if you do anything

    2        to restrict the power of patents, you are going to shut

    3        down R&D.  

    4                  Both of these statements can be true because

    5        each of these industries is looking at one part of the

    6        elephant.  And I think it is important for the agencies

    7        to focus on the fact that you cannot have a policy with

    8        respect to patents.  You have got to have an industry-

    9        specific approach.  

   10                  Now, patent law has some difficulty itself

   11        having an industry-specific approach.  We have at least

   12        nominally a unitary set of patent laws.  We have got a

   13        set of non-obviousness rules or enablement rules which,

   14        while it does in practice differ a little bit from

   15        industry to industry, it is supposed to be legally

   16        neutral.  

   17                  But the antitrust agencies, it seems to me, can

   18        and should take this industry specificity into account in

   19        determining whether or not they ought to be enforcing the

   20        antitrust laws vigorously where patents are at issue. 

   21        Now one way which they might take it into account, you

   22        might say, "Well, gosh, if patents are really important

   23        in the pharmaceutical industry, but they are really

   24        problematic in software, we ought to enforce antitrust

   25        heavily in software and leave them alone in the
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    1        pharmaceutical industry."  I am not sure it is that

    2        simple, right?  

    3                  You might for example take patents more

    4        seriously in an industry like pharmaceuticals within

    5        their scope.  Give them greater deference, not try to

    6        push on them, but still be more worried about effects to

    7        leverage those patents outside their effective scope, or

    8        to use them to promote cartels as happened in a number of

    9        recent cases involving patents owning pharmaceutical

   10        companies agreeing with generics effectively to extend

   11        the life of their patent.  Right?  

   12                  So the fact that patents are more important

   13        does not mean that the Antitrust Division should

   14        necessarily stay away, but it may mean that we want to

   15        change the focus of the inquiry to focus in particular on

   16        efforts to extend patents there, while we might think

   17        more about other market clearing mechanisms in areas like

   18        semi-conductors and computer software.

   19                  And that takes me to the final point I want to

   20        make which is I do not think the antitrust agencies can

   21        or should ignore the fact that a patent is not a

   22        guarantee.  The empirical evidence suggests that patents

   23        issue all the time with very little examination at the

   24        PTO, that there is no opportunity effectively for

   25        competitors to object to a patent or submit prior art,

                               For The Record, Inc.
                                 Waldorf, Maryland
                                   (301)870-8025



                                                                    42

    1        there is no requirement that even patent applicants

    2        search for prior art and disclose it to the Patent and

    3        Trademark Office and, not surprisingly, as a result,

    4        about 45 or 46 percent of all patents ultimately

    5        litigated turn out to be invalid.  

    6                  Now it seems to me that the agencies ought not

    7        ignore this fact.  It is not enough as a sort of defense

    8        to an antitrust claim for a company to assert, "Look, we

    9        have a patent," and therefore that is the end of it. I

   10        think the antitrust agencies ought properly to inquire

   11        into whether patents are likely to be held valid and into

   12        what the effective scope of that patent is likely to be. 

   13                  And it is often a scope that is narrower than

   14        is asserted by intellectual property owners, not for the

   15        purpose of attacking the ownership of the patent itself,

   16        but for purposes like determining whether a licensing

   17        transaction between two competitors, in which two patents

   18        are cross licensed, is in fact really a sham transaction

   19        or really a cross license of blocking patents.  If the

   20        standard is merely do we own patents, virtually any

   21        company is going to be able to come up with a patent that

   22        they can assert as an immunity from any inquiry into

   23        their cross licensing activity.  

   24                  At the same time, it seems to me that you do

   25        have to respect valid patents within their scope, that
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    1        the antitrust laws ought not be going after unilateral

    2        refusals to license patents, but instead ought to be

    3        focusing attention on plus factors or plus conduct --

    4        agreements involving the use of patents that might extend

    5        their scope, or conditions that are placed on a license

    6        so that it is not truly unilateral and unconditioned,

    7        right?  

    8                  So that the effect of this, it seems to me -- I

    9        guess what I would suggest is both with respect to

   10        different industries and with respect to different

   11        patents even within an industry -- it is not enough to

   12        treat patents as a unitary phenomenon, you have got to

   13        drill down and you have got to focus on the actual

   14        characteristics of the industry and the actual

   15        characteristics of the patent to try to decide how

   16        important it is to innovation and how antitrust law ought

   17        to treat it. 

   18                  MS. DeSANTI:  Thank you very much.  We have a

   19        wealth of material all ready on the table for discussion

   20        and where I would like to go from here is to ask some

   21        questions, but also get discussion going among our

   22        panelists.  

   23                  Please, Professor Varian, Professor Arrow,

   24        Professor Arora, join us.  

   25                  I know that there are many points that you have
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    1        that are overlapping with the issues that we have already

    2        raised, and just turn your name tag on its side, and then

    3        we will be sure to know when people have things that they

    4        want to contribute.  I would like to for starters go back

    5        and explore a little of the notion that anecdotal

    6        evidence is what we have got at this point, that the

    7        firmest of it in support of a role for competition in

    8        terms of promoting innovation.  

    9                  I guess one question is, does that mean we

   10        should be looking for case studies?  Or does it mean that

   11        the same kind of careful fact by fact analysis that we

   12        typically do in merger analysis and in non-merger

   13        analysis, for that matter, is the right way to go. 

   14        Professor Arrow?

   15                  MR. ARROW:  I would like to ask one question of

   16        each of two of the speakers, just for clarification.  One

   17        is Professor Rubinfeld, Dan, you referred to the

   18        difficulties of collaboration in R&D, suggesting in a

   19        competitive situation of an independent R&D, that it is

   20        not likely to lead to problems of collaboration.  You say

   21        that.  Am I quoting you correctly?  Why do we have such a

   22        high frequency of strategic alliances?  

   23                  We seem to have a lot of collaboration on the

   24        research side, there are already many examples, I do not

   25        know statistically what a large fraction it is -- how do
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    1        strategic alliances on -- to what extent are they

    2        compatible with competition?  Why send out a cloak core

    3        conspiracy and Smith Alliance or whatever?  He talked

    4        about merriment and diversion, but maybe --

    5                  MR. RUBINFELD:  You know, I think that is a

    6        good question and others may want to comment.  My overall

    7        sense is that there are many areas where, in the end,

    8        because of compatibility issues, or whatever, there is

    9        going to be a need for a strategic alliances, but that it

   10        best evolves if a lot of the core innovative work is done

   11        independently and the strategic alliance may resolve

   12        standard setting problems, or marketing, or other

   13        problems.  

   14                  But if the strategic alliance is doing R&D, it

   15        may work in some cases, but it strikes me as risky to at

   16        least have it broad industry-wise for strategic alliance

   17        at that stage.  Joint R&D ought to be done on a smaller

   18        scale by one or two or three firms, but not on at a broad

   19        industry level.  The problem --

   20                  MR. ARROW:  You mean for competition?

   21                  MR. RUBINFELD:  Right.  

   22                  MR. ARROW:  You used the word "risky."  It

   23        creates a risk of a monopolistic --

   24                  MR. RUBINFELD:  Yes, yes, a risk of anti-

   25        competitive effect.  And the problem is, once you start
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    1        to deal with the standard setting compatibility issues,

    2        you have created a real tension because obviously the

    3        standard setting body, if it is, say, a patent pool that

    4        is going to achieve some real benefits of achieving

    5        compatibility, but there is a risk that it will control

    6        blocking patents and deter others who are not part of the

    7        pool.  And that is a standard tension that the guidelines

    8        are worried about.  But I think that comes at a later

    9        stage than the innovation.

   10                  MR. ARROW:  I have a question for Professor

   11        Shelanski.  This point struck me a long time -- you

   12        referred again to Shumpeter as saying, you know,

   13        monopolies are oversized with innovation, but it struck

   14        me that you reached simply to Camfrey (phonetic).  He's

   15        close on a lot of things.  One of them seems to be that

   16        the monopoly that is encouraged with innovation works the

   17        other way.  It is the prospect of monopoly that

   18        encourages innovation -- existing monopoly.  I do not

   19        think he ever says -- maybe he says -- but it does seem

   20        to follow from his logic.

   21                  (Tape blank for these portions.  Transcript not

   22        available.)

   23                  MR. SHELANSKI:  Entry barriers are going to be

   24        an extremely important part of the analysis.  For any

   25        point that you are thinking about, let us say having an
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    1        unusual remedy, or making innovation part of the

    2        enforcement decision, I think that -- in some ways, this

    3        goes back to the very first question you asked -- the

    4        inquiry is going to be very case-by-case and very

    5        industry-by-industry.  

    6                  In Aerospace where there are huge entry

    7        barriers, you are obviously not going to be able to

    8        presume fringe firms and unpredictable sources of

    9        innovation.  In Biotech it may be a very very different

   10        story depending on the level of innovation you are

   11        looking at, you know, basic science vs. final product.  

   12                  But that is going to factor in there the same

   13        way any of the other considerations are going to factor

   14        in, the likelihood of licensing, the likelihood of

   15        multiple sources being foreclosed and consolidated.  You

   16        are going to look at a firm-specific analysis in the

   17        first place just like you do for efficiencies.  What is

   18        uniquely tied to this merger?  What is going to result

   19        here?  And an industry-specific analysis.  

   20                  And I think when it comes to entry barriers, it

   21        is going to be the same kind of thing.  Are we worried

   22        about innovation as between these two firms when there

   23        are low entry barriers?  No, we are not.  There is

   24        nothing merger-specific that is going to create new entry

   25        barriers that we are not going to follow through with the
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    1        innovation concern.  If it is an industry in which there

    2        are high entry barriers, you will have a very different

    3        analysis for that particular case.  

    4                  So I think it does matter.  The cross-licensing

    5        issue does tie in, though, to the entry barrier question

    6        because if you are presuming that innovation that

    7        requires complimentary assets is going to occur from

    8        fringe firms, you are obviously going to make some

    9        presumptions about what the merging firms are going to do

   10        with their combined intellectual property and whether

   11        they are more or less likely to cross-license separate

   12        firms or as a combined entity.  But it all comes back to

   13        the case-by-case analysis.  

   14                  And just the other point that I wanted to make

   15        very quickly in responding to Hal's point about what kind

   16        of innovation.  I think that is also very important. 

   17        Cost-cutting innovation is perhaps less of a concern in

   18        the entry barriers context and may raise less concerns

   19        overall.  It seems non-controversial to say it is a

   20        theoretical matter, that even monopolists have an

   21        incentive to reduce costs.  

   22                  The problem empirically is that any true

   23        monopolist -- most true monopolists we have had in this

   24        century have been regulated and have had rate regulatory

   25        regimes that deter them or make it uninteresting for them
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    1        to cut costs.  That is less so now.  We may start to see

    2        evidence, but we do not have to worry about cost cutting

    3        innovation.  But when you are talking about product

    4        improvement in an innovation or product or production,

    5        that is a different and more complicated story. 

    6                  MS. DeSANTI:  Rich?

    7                  MR. GILBERT:  Well, Susan, I know that you know

    8        the answer to this question about innovation and entry

    9        barriers and all because I remember working on the IP

   10        Guidelines and you were sitting there and talking about

   11        asset specificity.  

   12                  And one of the key characteristics identified

   13        in the Guidelines is that a necessary condition to worry

   14        about innovation in a merger case is the ability to

   15        identify assets that are specific for the R&D that the

   16        merging companies are performing because, otherwise, you

   17        do not know where the innovation is going to come from

   18        and there are all kinds of stories of innovations coming

   19        from very unexpected places.  And the cases that are

   20        brought, that have been brought, are ones where the R&D

   21        is extremely asset specific like pharmaceutical R&D where

   22        you just know there is a pipeline and the issue is who is

   23        in the pipeline to innovate with respect to some

   24        therapeutic class of drugs.  

   25                  But I want to also add another point to this,
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    1        which is if you observe competition or lack of

    2        competition in R&D, you should be very careful about

    3        making inferences about entry barriers from that.  For

    4        example, you could have situations where the dynamics of

    5        R&D result in only two firms engaged in R&D even though

    6        anybody can do it because there could be lots of learning

    7        economies or experienced economies that lead to drop-out

    8        behavior if you are not far enough along the experience

    9        curve.  

   10                  You can have preemption where some firm

   11        preempts the R&D that others do -- it might lead to a lot

   12        of R&D being done, but it still leads to the observation

   13        of high concentration, even if perhaps you had a very low

   14        entry barrier, so you have to be real careful about

   15        inferring entry barriers from observing R&D competition. 

   16        That is true for price competition as well, but

   17        particularly true for R&D competition. 

   18                  MS. DeSANTI:  Thanks, Rich.  And Dan, I see you

   19        are ready to follow-up, but let me ask you to talk about

   20        core competencies as to some of the specific assets that

   21        may be at issue in looking at entry barriers and

   22        innovation, in addition to whatever else it is that you

   23        are going to talk about.  

   24                  MR. RUBINFELD:  Okay, well, I was going to say

   25        one thing in that regard.  In areas like the defense
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    1        merger that I was talking about earlier, there is not

    2        much stuff.  There were significant barriers to entry in

    3        almost all areas.  

    4                  But one area where core competency became

    5        important was looking at prime contractors.  And those

    6        are the folks that really have to contract with DOD to

    7        produce weapon systems.  They are having to put together

    8        sort of a whole set of subsystems, so they have to be

    9        sort of knowledgeable in a number of different areas. 

   10        And one of the problems in looking at a merger was to

   11        make sure that post-merger there would be enough folks

   12        around who could fill this role of being prime

   13        contractors.  

   14                  And the barrier to entry there is not a patent

   15        or anything, or a license, it is really just the know-how

   16        that comes with having that core competency.  And so the

   17        agency worried a lot about the possibility that, if they

   18        did not maintain enough firms that had that core

   19        competency that there would be created a significant

   20        barrier to entry and that would have very harmful effects

   21        on innovation.  

   22                  The other view about the markets was very

   23        difficult for the agencies because all of the effects I

   24        am talking about occur over a long period of time.  And

   25        it has always troubled me that the guidelines typically
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    1        sort of take about, say, a two-year perspective.  And

    2        when we worry about entry, we worry about entry that

    3        might be viable within two years.  The kind of entry we

    4        are talking about here is, if it is going to arise, will

    5        probably take place over a longer period of time.  And if

    6        it is lost, if you create a barrier because you lose

    7        know-how, it is going to be lost for a long period of

    8        time.  

    9                  So these decisions about whether to support or

   10        not a merger are going to have huge long term effects

   11        that are going to be difficult to out-do.  It is just not

   12        easy to go out there and certainly in an area like

   13        Defense and say, "We have decided to have a new firm in

   14        the industry, so DOD is going to issue a contract to a

   15        new firm."  It just does not work that way.  These

   16        competencies have to be developed over very long periods

   17        of time.  

   18                  MS. DeSANTI:  Ray, you are patiently awaiting

   19        to raise your question.  

   20                  MR. CHEN:  Thanks.  I just have one short

   21        question.  I am just interested in learning more about

   22        the heterogenous effect of patents in various industries

   23        that Professor Lemley commented on.  And while there is

   24        no doubt that, in the past, say, 20 years, the pace of

   25        technological change in various industries like software,
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    1        hardware, or semi-conductor processing has been fast and

    2        furious, it sounds like later on this week we will be

    3        hearing a variety of anecdotal stories.  

    4                  But I guess what I was wondering about is, is

    5        there any empirical evidence or studies that have been

    6        conducted so far for a particular industry on whether

    7        patents have had a deleterious effect on innovation or

    8        somehow have exceedingly high transaction costs for that

    9        particular industry?  Or maybe a different way to put it

   10        is, maybe any studies for a particular industry that

   11        patents do not have as beneficial of an effect as in

   12        other industries?

   13                  MR. LEMLEY:  Well, I mean, let me take the

   14        questions in reverse.  I mean, there is certainly

   15        evidence suggesting that intellectual property owners

   16        value their intellectual property differently by

   17        industry.  The classic work is Levin, Clavorick, Nelson &

   18        Winter in the 80's and updated by Wesley Cohen

   19        (phonetic), et al. at Carnegie Mellon in the late 1990's. 

   20        And that evidence strongly suggests that, if you ask

   21        licensing managers and technology managers how important

   22        are patents to you as an appropriability mechanism

   23        relative to other appropriability mechanisms -- trade

   24        secrecy, first mover advantages, whatever else there may

   25        be -- you get very different answers by industry.  
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    1                  So, I mean, that strongly suggests, I think,

    2        that industry owners, even companies who are acquiring

    3        intellectual property rights -- right? -- or acquiring

    4        them even in industries in which they may not think they

    5        are particularly important as appropriability mechanisms. 

    6        Now, evidence going the other way I am going to defer to

    7        anybody else on the antitrust side who knows the answer

    8        to that question.  

    9                  I mean, I do not know of empirical studies that

   10        suggest that the costs of patents are particularly

   11        greater in one industry than another.  I know of

   12        anecdotal evidence, right, that suggests particular

   13        problems with hold-up in some industries and so forth,

   14        but if others want to jump in on that?  

   15                  MS. DeSANTI:  Ashish, I am sure you have things

   16        to say on this, and then we will take our break.  

   17                  MR. ARORA:  Sure.  I want to report on a study

   18        with Wesley Cohen (phonetic) and other colleagues at

   19        Carnegie Mellon where we tried to ask exactly this

   20        question, which is could we quantify the impact of

   21        patents on R&D.  Specifically, we were interested in

   22        investments in R&D.  And what we measured is what we call

   23        the patent premium, which is what is the incremental pay-

   24        off to being able to file a patent for an invention vs.

   25        not being able to file it.  And, as Mark pointed out, and
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    1        consistent with our studies, there is a great deal of

    2        variation across industries.  

    3                  Here is some of what we find.  The average pay-

    4        off for all inventions, whether patented or not, is less

    5        than -- is negative.  So, in other words, for the typical

    6        invention filing a patent, you would actually lose money,

    7        not even counting the direct costs of filing, the filing

    8        fees and so on.  

    9                  For patented invention, the incremental pay-off

   10        varies between 120 percent incremental pay-off to about

   11        180 percent, depending on how exactly you do the

   12        analysis.  If you are interested in cross industries, for

   13        the unpatented invention, there is tremendous variation

   14        across industries.  Semiconductors is on the order of,

   15        you know, negative 50 percent.  So you would lose for the

   16        typical invention 50 percent.  

   17                  But conditional on filing a patent, in other

   18        words, for patented inventions, it is about 180 percent

   19        for semiconductors, about 200 percent on average for

   20        biotech, so that gives you a sense of what the impact,

   21        what the patent premium is.  Probably a more direct way

   22        to answer your question is to say, "Well, what would

   23        happen if we increased this premium by ten percent?  What

   24        impact would there be?"  

   25                  And our preliminary estimates suggest that a
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    1        ten percent increase in premium would increase R&D by

    2        three and a half percent, patenting by nine and a half

    3        percent, and so patent per R&D would increase by six

    4        percent.  And that is roughly consistent with what we

    5        have seen over the last 20 years.  There has been a

    6        steady increase in patent per R&D dollar.  Once again,

    7        this varies greatly across industries. 

    8                  So for semiconductors, the impact on patenting

    9        would be much greater, and the impact on R&D is

   10        relatively small, it is 2.5 percent.  If you look at

   11        Biotech, a ten percent in premium would increase R&D by

   12        five percent, and would increase patenting by eight

   13        percent.  

   14                  So patents per R&D would grow by much less in

   15        Biotech than they would in semiconductors which is,

   16        again, consistent with what I think we see: in the

   17        aggregate, patent per R&D dollar has increased far more

   18        rapidly in the IP sector than in the health care sector. 

   19        And I would be happy to sort of talk more about this if

   20        folks are interested. 

   21                  MS. DeSANTI:  Thanks.  Okay, let us take a ten-

   22        minute break and come back at 3:10.

   23                  (Whereupon, a brief recess was taken.)

   24                  MS. DeSANTI:  Thank you very much for your

   25        patience as we work through our technical issues.  We are
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    1        going to start once again, this time with Professor

    2        Kenneth Arrow, who is a Nobel Prize winning Economist,

    3        now a Professor Emeritus at Stanford, author of 22 books,

    4        230 papers, served in numerous academic societies. 

    5        Professor Arrow.  

    6                  MR. ARROW:  Thank you.  First off, a remark,

    7        one thing that every analysis of patent for the

    8        discussions here, in other words, any model of patents

    9        whatever I know of, leads to one conclusion -- that the

   10        optimal patent provisions -- the length, breadth,

   11        whatever you want, depends on circumstances and are

   12        different from industry to industry and even within

   13        industry they differ according to the nature of the thing

   14        and so forth in time.  

   15                  So we have a problem, on the other hand, I

   16        suppose, is a demand for adjudicability and so forth

   17        creates the problem that you are likely to have a kind of

   18        procrustean bed into which you have to fit the bright

   19        line, I guess, in order to fit these things.  So there is

   20        a tremendous amount of heterogeneity.  

   21                  I have been thinking about -- this discussion

   22        arose from a case -- some thoughts about the nature of

   23        what everybody calls "Dynamic Competition."  It suggests

   24        ways of modeling, some theorists I am going to -- I am

   25        not going to try to present the details here, these are
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    1        still in process, but the general idea.  This work has

    2        been going on with Andrew Rosenfeld, the lawyer and

    3        economist.  

    4                  Now this is going to apply only to a certain

    5        set of circumstances and is not by any means a universal

    6        -- I mean, it is universal in a sense, but not universal

    7        in any sense, let me put it that way.  The real question

    8        is how important they are and maybe at the end of class

    9        we will come to the end fitting into some of the

   10        discussion earlier, and there may be some questions as to

   11        the relevance of this concept in the patents field. 

   12                  Now one of the things I do like to assume is

   13        that diversity is good.  Now if you have differing

   14        sources of R&D -- I am using the word "sources," but they

   15        might be "firms," "Laboratories," and whatever that

   16        measurement is -- if there is a problem to be solved at

   17        the next stage of the quality ladder of products that

   18        different groups will come at it differently, somewhat

   19        differently.  

   20                  I mean, obviously there is a correlation in

   21        them because one of the things is there is kind of a

   22        basic knowledge that everybody in the industry possesses,

   23        and this knowledge is changing over time.  It is changing

   24        endogenously in part because the solving of the previous

   25        problems isn't out; it is also changing exogenously, at
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    1        least exogenous to the industry because basic R&D and

    2        basic research has changed the perimeters and so forth. 

    3        And there are many interactions between these two causal

    4        connections in any one way.  

    5                  But at any one moment, there are a big number

    6        of firms tackling this and some will have a better chance

    7        of getting anything at all.  If one goes to get it, they

    8        will get somewhat different things, and maybe better

    9        solutions.  I am going to be more or less assuming these

   10        solutions are arrayed on the single quality dimension. 

   11        Actually, that is over-simplifying because we may have

   12        several dimensions of quality and may have different

   13        issues in the market, but let me just assume they are

   14        single-quality things.  

   15                  Now, I am going to assume -- and this is

   16        confining myself to industries in which at any one moment

   17        of time there is no competition, or the competition is

   18        very limited.  There are increasing returns in

   19        production, increasing returns in innovation themselves,

   20        the network effects -- so there is a variety of

   21        industries in which we expect at any one moment to have a

   22        dominant firm or a few dominant -- or at least very very

   23        limited competition for classically understood reasons,

   24        but essentially in one form or another you have got

   25        increasing returns.  
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    1                  But the idea of dynamic competitions, while

    2        there is monopoly all the time, there can be new

    3        monopolists and the existing monopoly is not necessarily

    4        a persistent one, and the entry is by innovation. 

    5        However, we do want to add one more thing and this is

    6        where, in particular, patents are a possibility, but it

    7        is not only patents, and that is the idea that there is

    8        an entry barrier.  Whatever firm is in existence has an

    9        advantage.  It could be, you know, installed base, or it

   10        could be patents which block further innovation.  

   11                  Now the question whether that is a real

   12        obstacle or not has been discussed earlier and I do not

   13        know that it is true.  The case which stimulated me was

   14        one in which there were very elaborate discussions and

   15        there was a blocking patent, and in the middle of the

   16        case it was settled.  I do not know what the agreement

   17        was.  It was a licensing agreement.  So in fact, it did

   18        not block.  It threatened to block.  

   19                  Obviously the blocking was used as a basis for

   20        the settlement, the disagreement point in a national

   21        bargaining situation, but it nevertheless -- I said

   22        national -- you can be sure it was under the joint game,

   23        I am not saying to society as a whole, although in this

   24        case it probably was.  But joint game certainly to the

   25        two participants.  
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    1                  So the question where the blocking -- there has

    2        certainly has been a lot in the literature and it is not

    3        purely an empirical question -- to what extent blocking

    4        patents are real.  Do we really get the anti-commons,

    5        tragedy in the anti-commons that people have talked

    6        about.  

    7                  Certainly I have seen a number of articles

    8        alleging this occurs in Biotechnology, particularly with

    9        what is thought of as being an overly generous patent

   10        policy in that field.  Others say -- there seemed to be

   11        some consensus this morning that this is not true, that

   12        you will eventually get into licensing agreements, some

   13        kind of joint ventures which overcome.  I do not know if

   14        it is true.  There are other entry barriers and the

   15        analysis will be valid in general for entry barriers, but

   16        the question whether it is relevant to patents, I am

   17        afraid, is something I will have to leave open.  

   18                  The model is that essentially at any one  

   19        moment there is a monopoly, it is incumbent.  The firms

   20        try to essentially invest in R&D and try to develop any

   21        equipment.  The investment yields a random return. 

   22        Nobody knows what quality of product they will come

   23        across.  

   24                  Now if the best entrant -- now there are a

   25        number of entrants, this is why what is relevant is the
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    1        best entrant -- so essentially the model is one of what

    2        is called "order statistics" in statistical theory.  You

    3        take the maximum of some random variables.  If the best

    4        entrant's quality exceeds the incumbent's quality by more

    5        than the entry barrier, then it wins monopoly for the

    6        next period which of course includes return that is now

    7        the incumbent, which gives it some advantage in the

    8        future.  

    9                  Now it seems to me this sort of captures a lot

   10        of things.  And I think it captures a big class of cases

   11        where entry barriers are relevant.  One can think of

   12        antitrust cases.  It is clear to me that this model fits

   13        a lot of cases.  Whether it fits patents, I am not so

   14        sure.  And that is an empirical question.  In principle,

   15        blocking patents as though they should do this, but there

   16        are some issues which seem to be in dispute, but perhaps

   17        there is a consensus that it is not big.  

   18                  As the best entrant -- and the best entrant

   19        wins the monopoly, of course, if it is sufficiently good. 

   20        If it is not sufficiently good, if it does not exceed the

   21        quality of the incumbent who is also doing some research

   22        possibly -- may or may not be -- the incumbent raises the

   23        quality.  

   24                  Now, I will be very brief here since the

   25        implications, I think, are fairly clear.  In the first
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    1        place, proposing that some firms do try to enter, well,

    2        the probability that the incumbent will change -- it

    3        would be a new incumbent -- increases with the number of

    4        entrants, and decreases with the size of the entry

    5        barrier.  The higher the entry barrier, the less probable

    6        it is that the incumbent will be displaced.  

    7                  Now this member -- this probability, of course,

    8        is known to the potential entrants.  I am assuming

    9        everybody understands the situation.  And of course,

   10        well, the best entrant is -- the incumbent loses and the

   11        best entrant wins, which means that the firms --

   12        conditional on the incumbent being ousted, there probably

   13        is only one over N that will succeed.  So presumably the

   14        firm takes that into account in deciding whether there

   15        will be incentive to enter.  

   16                  So if the number of firms is large enough, no

   17        additional firms will enter.  It also gives a measure of

   18        the incentives on the existing firm to do research.  The

   19        more firms try to enter, the less the incentive on the

   20        existing firm because the probability of winning is less. 

   21        So there could be an excessive competition.  

   22                  Now I said something clear enough under C, but

   23        I didn't realize I left out a point which I thought about

   24        that somehow did not get in here, which is the role of

   25        the entry barrier.  Suppose the entry barrier increases? 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                   (301)870-8025



                                                                    64

    1        Well, this will decrease -- it would appear, in the first

    2        place, that this will decrease potential competition. 

    3        That, unfortunately, needs a little more analysis, as I

    4        realized, and is a point I had thought of and somehow did

    5        not incorporate it into this.  

    6                  Namely, the potential competitor is buying --

    7        with some probability -- is buying incumbency; therefore,

    8        if you win, part of the reward is that you are the

    9        incumbent for the next period.  So there is a delicate

   10        balancing act here in terms of which of the improvements

   11        -- because you are buying, that of course is the logic

   12        behind patents in the first place, that if you win, you

   13        get a monopoly.  The difficulty here is if you have

   14        blocking patents.  

   15                  In other words, the problem of that here is you

   16        have patents where you have many patents so that the next

   17        stage, even though you win the competition, so to speak,

   18        you need to have access to the patents.  So the patent --

   19        let us say -- I am going period-by-period, so I will

   20        assume the patent period is more than one period, so it

   21        just does not expire each time.  So the patent period is

   22        let's say two periods.  

   23                  Then, if the innovation has new elements, it

   24        also needs something from the old patent -- this is the

   25        thing that I think Suzanne Scotchmer and Jerry Green have
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    1        worked on -- is that there is a blocking or a payment,

    2        which is a little bit of a blocking, by the way, even if

    3        it gets unscrambled, it is something of a blocking too,

    4        now that I think of it -- I mean, it is a partial

    5        blocking.  So the existing patents will just scourge out. 

    6                  On the other hand, the counterpart is that, if

    7        you do win, you have acquired that monopoly power, so

    8        there is an offsetting figure here which I must say -- I

    9        am sure you could work out the answer.  Once you set up

   10        the model, you can do these things by simulation, if

   11        nothing else, you could work out the answer.  The trouble

   12        is, it is going to be a very very circumstance- dependent

   13        answer.  

   14                  The only general observation I thought I would

   15        make is the following.  We have set up certain rules on

   16        patents, saying, "We have agreed -- somehow we have come

   17        to a social decision, a joint social judgment, that a

   18        monopoly for 17 years is the appropriate reward." 

   19                  Now if it turns out that the existing patent

   20        gives you an advantage in keeping your incumbency, and

   21        therefore it in effect means the effect of a patent is

   22        longer than the planned period, and therefore, although

   23        it might seem to say that we should take action to

   24        prevent patents from being used to extend themselves

   25        beyond the period originally entitled.  Thank you.  
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    1                  MS. DeSANTI:  Thank you very much, Professor

    2        Arrow.  Next we will hear from Professor Ashish Arora. 

    3        He is an Associate Professor of Economics and Public

    4        Policy at Carnegie Mellon University in Pittsburgh, a

    5        representative of another university, but he is also

    6        currently a visiting Associate Professor of Economics at

    7        Stanford University.  He is also the Research Director of

    8        the Software Industry Center at Carnegie Mellon.  His

    9        research focuses on many things, including the economics

   10        of technological change.  

   11                  MR. ARORA:  Thank you, Susan.  I bring you

   12        greetings.  When Mark Lemley skipped out, I greeted him

   13        for the rest of the world.  I appreciate the chance to

   14        participate in these hearings.  Let me begin by sort of

   15        picking up on what I thought were sort of the expressed

   16        theme of this hearing, which is sort of IP in the 

   17        Knowledge Economy and this phrase, the Knowledge Economy,

   18        has always troubled me because it sort of suggests that

   19        we were earlier living in the Ignorance Economy.  

   20                  And so, if you sort of think about the process

   21        of modern economic growth, the systematic application of

   22        science, as Kuznets portrayed, to economic ends is the

   23        hallmark of modern economic growth.  So by that

   24        reckoning, we have been in the Knowledge Economy for at

   25        least 200 years.  
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    1                  So what sense, then, remains of the not calling

    2        the present decade the Knowledge Economy?  Let me offer

    3        one and see if you agree, which is the increasingly

    4        independent identity of knowledge as an economic

    5        commodity, in other words, as a tradeable economic

    6        commodity.  And if you will indulge me with that, what it

    7        leads to is thinking about the possibilities of markets

    8        for such knowledge, which I am going to call "Market for

    9        Technology" as a shorthand.  And as an important

   10        implication of having such markets is the possibility of

   11        specialization and knowledge production.  

   12                  And as you will readily appreciate,

   13        intellectual property then is an important institutional

   14        counterpart of thinking about knowledge as a tradeable

   15        economic commodity.  

   16                  What I want to do in this presentation is make

   17        two points.  I am going to try and sort of give you some

   18        sense of what we know about the existence and size of

   19        markets for technology, and the second thing is I am

   20        going to try and convince you that where there exists,

   21        such markets have very important consequences for the

   22        themes that have interest in competition and welfare. 

   23        And let me skip through that.  

   24                  Here is a simple typology, if you like, from

   25        Markets for Technology.  The two columns, I think,
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    1        correspond well with the existing FTC DOJ Guidelines. 

    2        The first column, you could think of as markets for

    3        technology, and the second column of what the Guidelines

    4        call the "Markets for Innovation," or the "Innovation

    5        Markets."  And within each of those, you could think

    6        about horizontal transactions, which is licensing or

    7        transactions with potential rivals and vertical

    8        transactions which .  And it sometimes is we tend to

    9        think about either the top left or the bottom left boxes

   10        as the most interesting, but it may well be that we

   11        should think about these other boxes as well.  

   12                  And I suspect each of these transactions and

   13        each of these raise somewhat different sets of concerns

   14        if you are thinking from the point of view of antitrust,

   15        and some of these have already been raised.  Let me skip

   16        to the second bullet.  The first task, if I am going to

   17        talk to you about Markets for Technology, is to give you

   18        some sense of how big they are.  And you can measure them

   19        a couple of different ways.  

   20                  You can look at the royalty flows from the

   21        stock of existing deals, or you could look at the value

   22        of deals in any particular year.  And whichever way you

   23        look at them, you get slightly different numbers and, as

   24        you will readily appreciate, you should expect to get

   25        different numbers if you are counting the value of
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    1        royalty flows or the value of the deals.  But take it on

    2        faith that these numbers are sort of consistent.  

    3                  And if you want to think about how big these

    4        numbers are, it is somewhere between ten and 15 percent

    5        of civilian R&D.  And by the way, these are estimates for

    6        all the rich countries taken together, so not just the

    7        U.S., so ten to 15 percent of civilian R&D in the OECD

    8        countries, which is not huge, but not trivial either. 

    9        Moving to Consequences, this is a very interesting slide. 

   10                  If you look at the last row and the bottom

   11        right number, that tells you what fraction of the world

   12        exports of chemicals are accounted for by countries other

   13        than the rich countries.  And according to this table, it

   14        is 33 percent.  I have looked at some other sources and

   15        the numbers are somewhat smaller, but regardless of how

   16        you choose to measure chemicals or exports and so on, or

   17        how you count multinationals, there is no disguising the

   18        fact that there has been a tremendous increase in entry

   19        into the world market for chemicals by what you might

   20        call developing countries.  

   21                  And these are -- well, you can think about

   22        China, Korea, Taiwan and India.  Those are the four

   23        prominent ones that account for a lot of this number. 

   24        The question is, how did this happen?  Obviously there

   25        are lots of explanations and the one that I am going to
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    1        focus on is by no means the only one, but what I would

    2        like you to look at -- the one that I am concerned about

    3        is where do these entrants get their technology from.  

    4                  And what is interesting, if you look at the

    5        second column, that says the share of licenses from SEF's

    6        -- SEF's are Specialized Engineering Firms.  These are

    7        firms that specialize in the business of plant

    8        construction design and providing technology and know-

    9        how, and frequently act as agents for other chemical

   10        firms that want to license their intellectual property. 

   11        Actually, if you go to the third column, you can see

   12        almost none of the technology is internal to the third-

   13        world countries.  Almost all of it comes from the

   14        outside.  And a very significant chunk comes from other

   15        chemical producers and a little bit less comes from these

   16        specialists -- technology producers.  

   17                  Let me go back to the theme that I mentioned,

   18        which is that the vertical structure of the industry, the

   19        fact that there is this group of firms that are

   20        specializing in plant construction and in supplying

   21        process technologies, these are almost all chemical

   22        process technologies, is very significant.  And I would

   23        submit to you that they have played a very important role

   24        in hastening technology diffusion from the rich countries

   25        to the poor countries.  
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    1                  What is also interesting if you just look at

    2        the rich countries alone and you divide the producers

    3        there between large -- the top 100 chemical producers and

    4        the rest -- the small first-world firms look a lot like

    5        third-world firms in terms of their reliance on outside

    6        sources of technology and in the reliance on the

    7        specialized technology suppliers for technology.  

    8                  The bottom line from that chart is, where you

    9        have functioning markets for technology and where you

   10        have these firms that specialize to some extent in

   11        technology generation, but to a much greater extent in

   12        selling technology and providing the complimentary know-

   13        how and services that need to go with it, that you get

   14        tremendous social gains in terms of rapid technology

   15        diffusion and entry.  

   16                  As some of you know, the chemical industry is

   17        highly competitive and the competitive pressures that

   18        force a far-reaching restructuring in the industry and

   19        the U.S. and other European countries.  More broadly, 

   20        if you think about markets for technology, what they do

   21        is -- we talked about whether small companies are more

   22        innovative than large companies -- one way to think about

   23        markets for technology is they find you a way out of this

   24        dilemma.  

   25                  You know, you can do -- and Professor Arrow has
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    1        written on this as well -- is that you can get a kind of

    2        division of labor where firms can specialize in those

    3        aspects of innovation where they have a competitive

    4        advantage and, in particular, small companies do not need

    5        to acquire the extensive downstream complimentary assets. 

    6        For R&D intensive companies, having such a market

    7        provides an additional option -- they can always choose

    8        to license.  And from a social point of view, having such

    9        markets has additional benefits in terms of awarding

   10        duplicate of R&D.  

   11                  So, to conclude, having markets for technology

   12        is, I think, a very important component for having this

   13        kind of vertical specialization and division of labor in

   14        innovation.  And when you have such a division of labor,

   15        in particular that tends to lower entry barriers even in

   16        the downstream product markets.  The other part that --

   17        Susan, am I over my time limit?

   18                  MS. DeSANTI:  No. 

   19                  MR. ARORA:  Okay.  So let me come back to then

   20        the other theme, which is what role do patents play in

   21        such markets for typology.  And I will submit to you that

   22        patents play an important role.  They enhance the

   23        efficiency of knowledge transfer and they help structure

   24        the kinds of licensing contracts that I have talked

   25        about.  
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    1                  And let me conclude by saying that -- I do not

    2        want to sound as if there are no downsides -- I think

    3        there are a number of issues that have to do with the

    4        role of intellectual property rights and the market for

    5        technology.  These have already been raised.  

    6                  This question of blocking patents that

    7        Professor Arrow talked about and Mark Lemley talked

    8        about, and others did, and semiconductors and biotech,

    9        what kinds of social costs are involved in coming to

   10        terms or making these kinds of arrangements to get access

   11        to the technology through this market, and in particular

   12        what are the social costs involved when these

   13        transactions break down?  

   14                  And moreover, there is some evidence that

   15        suggests that legal costs -- litigation costs -- may be

   16        especially burdensome for small innovative firms.  There

   17        are specific concerns about whether the patents are

   18        playing the roles that they are supposed to play and, in

   19        particular, whether they are sort of adequately

   20        disclosing what they are supposed to disclose.  

   21                  And the last bullet, I think, is perhaps not

   22        relevant for the immediate topic, but is relevant for

   23        where we are, which is what impact markets for technology

   24        in general will have on academic norms and academic

   25        research.  Thank you. 
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    1                  MS. DeSANTI:  Thank you very much.  For our

    2        final speaker, we move to Professor Hal Varian, who is

    3        the Dean of the School of Information Management and

    4        Systems at the University of California at Berkeley.  He

    5        also holds joint appointments in the Haas School of

    6        Business and the Department of Economics and occupies the

    7        Class of 1944 University Professorship.  He has written

    8        numerous papers and books on Economic Theory,

    9        Econometrics, Industrial Organization, and the Economics

   10        of Information Technology. 

   11                  MR. VARIAN:  Thank you.  Let us see if I can

   12        operate this.  You know, I am a believer in this

   13        principle that power corrupts and Powerpoint corrupts,

   14        absolutely!  But nevertheless, I decided to use that

   15        technology for this demonstration.  I knew that I was

   16        coming at the end of the talks this afternoon, so I

   17        decided that, rather than being repetitive, I would try

   18        to be provocative.  

   19                  So what I have put together are some PBI's,

   20        Partially Baked Ideas, about the subject matter and maybe

   21        a little bit orthogonal to some of the ideas that have

   22        come so far but, as you will see, there are also several

   23        overlaps.  

   24                  So I want to go back to the basics, really, and

   25        sketch out the typical analysis.  And if you look at the
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    1        text books, I could recommend a few, but if you look at

    2        the text books, they start generally with monopoly and

    3        then they say, "Well, what are the losses?  Prices are

    4        too high, output is too low."  And then they might say,

    5        "Well, where did the monopoly come from?"  And it might

    6        come from government regulation or it might come from

    7        returns to scale, or it might come from bad behavior.  

    8                  And then they say, "Well, how do you remedy

    9        it?"  Well, you might deregulate if it is a government

   10        and you might regulate if it is returns to scale.  I

   11        always thought it was kind of amusing that you could both

   12        deregulate and regulate as a cure to monopoly.  And then

   13        you might adjudicate if it comes from bad behavior.  So

   14        that is pretty much a summary of what we see in the

   15        textbook analysis.  

   16                  But the problem with this, I think, is in many

   17        cases -- and you might even say most cases these days --

   18        firms compete to acquire the monopoly.  So there is the

   19        discussion we have had today about patents where you are

   20        competing and in many cases there are patent races to

   21        acquire monopoly, there is lock-in, where you could

   22        acquire a position where you have some monopoly power,

   23        but of course there is a competitive stage to acquire

   24        that power because there are switching costs.  

   25                  Their network effects or demand-side of
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    1        economies of scale, supply-side of economies of scale,

    2        competing for proprietary standards, and what the

    3        textbooks tend to leave out is this competitive stage,

    4        the prior stage of monopoly.  And I think this is what

    5        professor Arrow is addressing a little bit earlier.  And

    6        of course, if competition is very intense in all these

    7        cases, the profits are completely competed away.  Of

    8        course, we still have the dead-weight loss, even though

    9        the profits could be competed away.  

   10                  But even with dead-weight loss, I think there

   11        is a big problem with the standard analysis because the

   12        concept is pretty clear -- it is the value of the lost

   13        output that results from price being greater than

   14        marginal costs, but of course, in a lot of industries

   15        that we are concerned with today, if you have a flat

   16        price, it has got to be greater than marginal cost

   17        because of the returns to scale component.  And

   18        additionally, it is very very common to see firms

   19        engaging in various kinds of price discrimination.  

   20                  In fact, here is a pet peeve of mine, that if

   21        you look at a lot of this efficiency condition, people

   22        say price equals marginal cost, price equals marginal

   23        cost, but that is not really true.  It should be marginal

   24        price equals marginal cost.  Right?  That is what you

   25        want for efficiency, that the willingness to pay by
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    1        marginal consumer for the marginal unit should equal the

    2        marginal cost of production.  

    3                  And in many cases, the real efficiency loss

    4        does not end up being so much an output loss, but rather

    5        the quality distortions that you get from attempts to

    6        satisfy the soft selection constraints.  

    7                  So take my favorite example of looking at

    8        movies and videos and so on, it might cost you $30 to

    9        take your family out to see the movies, but if you wait

   10        for six months, you can see it at home for $3.00 or

   11        $4.00.  And so the marginal cost which is something that

   12        I think pretty much approximates the marginal cost of

   13        providing that particular product, so the marginal cost

   14        is really the six months that you have to wait rather

   15        than the output distortions.  

   16                  Now that is the kind of thing that I think is

   17        more and more present and, of course, there are many many

   18        other cost monopolies besides just the output distortion. 

   19        I am going to talk about that a little bit later on.  And

   20        of course, those factors have always been around, but

   21        they are of growing importance because of the ease and

   22        the incentive to engage in this kind of price quality

   23        discrimination.  

   24                  So it has certainly been facilitated by

   25        improved monitoring technologies, more and more
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    1        transactions are computer mediated, more and more

    2        merchants have records of purchase history, loyalty clubs

    3        that trend towards licensing for both information goods

    4        and physical goods, and I think more and more cases where

    5        price is going to depend on conditions of use.  

    6                  So, for example, if you go to the supermarket

    7        and you are in the loyalty club, you get coupons, and

    8        those coupons depend not only on what you have bought in

    9        the past, but even on what you are buying now.  If you go

   10        on-line, of course, there are all sorts of price

   11        discrimination.  I will give you all a good reason to be

   12        here this afternoon, despite the beautiful day outside,

   13        by giving you a tip on how to buy on-line.  

   14                  So whenever you want to buy anything, what you

   15        should do is go to your search engine and type in Amazon

   16        coupon, or Buy.com coupon, and nine times out of ten, you

   17        come up with a coupon for $10 or $25 off, so you

   18        immediately save $10 or $25 right there just by using

   19        that coupon.  I also discovered another kind of cute

   20        thing.  

   21                  A while ago I was at Amazon and I put a product

   22        in my wish list -- they have got a wish list there -- and

   23        the next thing you know, a day later, I got an e-mail

   24        saying, "Hey, we will give you $10 off anything on your

   25        wish list."  And if you think about it, it's kind of cute
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    1        because, to say that it is on your wish list says, "Well,

    2        I want to buy it, but I am not quite ready to pay that

    3        price."  So, of course, in that case, they like to make

    4        you another offer.  

    5                  So you are doing a kind of iterated negotiation

    6        in that case.  And, of course, it is not a secret that

    7        Microsoft and other software companies would like to sell

    8        software by the services or by subscriptions, it depends

    9        on conditions of use, they have recognized that durable

   10        goods monopoly problem is a real issue and there are even

   11        more exotic technologies on the horizon like RF bar codes

   12        which I think will dramatically affect the way goods are

   13        sold.  

   14                  RF bar codes are little bar codes that generate

   15        radio frequencies so you can walk by something and see

   16        how much stuff is, what the prices are.  And you could

   17        also potentially price products by the products that are

   18        consumed with, so you can extract some of the value of

   19        the complimentarities.  So in any event, there are lots

   20        of different technologies that are going to allow very

   21        dramatic forms of price discrimination.  

   22                  Of course, when you are in an industry with

   23        high fixed cost and low marginal cost, you are extremely

   24        interested in price and product differentiation to avoid

   25        kind of head to head competition that would benefit or
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    1        cost both of you.  And here are a few diagrams from Econ

    2        1.  I mean, that is the ideal perfect competition.  

    3                  The color code here is "Green is Good" and Blue

    4        is Bad," at least for non-economists.  And black is real

    5        bad.  We all agree black is bad.  So you have got the

    6        consumer surplus, the producer surplus, and the dead-

    7        weight loss.  That is the picture you usually see.  

    8                  But then, if you compete for the monopoly,

    9        well, at least sometimes the competition -- maybe that

   10        all gets passed along to the consumers and so you will

   11        have the dead-weight loss, but the consumers get a great

   12        deal.  And then, if you have a perfectly discriminating

   13        monopolist, well, everything is producer-surplus, but if

   14        you have firms that compete to become perfectly

   15        discriminating monopolists, which I think is a very real

   16        case, well, then, it is great because all the benefits go

   17        back to the consumers.  

   18                  So, in fact, I think you might want to call

   19        this the -- maybe this is apologies to Ken Arrow -- this

   20        is the third theorem of Welfare Economics -- that if

   21        firms that compete to become a price discriminating

   22        monopolist, then you should get an efficient outcome and,

   23        in fact, consumers get the bulk of the gains.  Now that

   24        is obviously an extreme case, but so is perfect

   25        competition and perfect monopoly.  
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    1                  In fact, somebody told me this was just too

    2        perfect because it has got to be perfect competition for

    3        a perfectly price discriminating, perfect monopoly.  So

    4        it is three orders of perfection here.  

    5                  But I think you ought to take it seriously,

    6        particularly when you try to look at an analysis of what

    7        happens in increasing returns industries, or industries

    8        with a lock-in or network effects, and it is important to

    9        look at the entire history of competition in the industry

   10        and also, of course, to evaluate the impact of price

   11        discrimination appropriately.  

   12                  And in that last factor, I think, there is a

   13        real conflict between the way the Law views price

   14        discrimination and the way Economics views price

   15        discrimination.  And so instead of Law and Economics, you

   16        know, see there I wrote "Law vs. Economics" in that

   17        particular case.  But then it is also important to

   18        recognize that, being a really extreme case of that sort,

   19        there are lots of problems with that analysis.  

   20                  And I think seeing what is wrong, I mean,

   21        taking that as your baseline case and then critiquing it

   22        I think leads to some of the same insights that we have

   23        heard generated today in the other discussion.  One is

   24        that just the output effect is really small potatoes

   25        compared to a lot of the other social costs of monopoly. 
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    1        But the trouble is, the output effect is clear-cut -- if

    2        monopolists, at least the non-price discriminating

    3        monopolists, produces too little output, whereas if you

    4        look at quality and choice of innovation it can go either

    5        way.  Maybe you can have too high a quality.  

    6                  I mean, people have argued that AT&T, for

    7        example, maybe due to regulation incentives, or maybe due

    8        to quality as an entry barrier, had too high a quality of

    9        their product.  Or it can have too low.  Maybe your

   10        favorite example is some other telecommunication

   11        companies might go in there.  And innovation?  Well, we

   12        have heard a lot about that.  

   13                  And I think what we have heard is, on the one

   14        hand, on the other hand, the monopoly has the money, so

   15        they have got the money to invent to put into R&D, they

   16        have got an incentive to save cost, and they have perhaps

   17        an incentive to do something to quality.  But they

   18        certainly do not have an incentive to destroy revenue to

   19        do really disruptive innovations.  

   20                  I thought about this a few weeks ago.  I went

   21        to a conference on Moore's law and Intel demonstrated a

   22        Terahertz transistor -- 1,000-gigahertz.  So now we have

   23        gigahertz chips.  And just this morning there was an

   24        announcement where IBM says that it is going to have a

   25        100-gigahertz chip, but this was ten times that, so this
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    1        is a Terahertz transistor. 

    2                  And they are putting huge amounts of money into

    3        innovating in that particular approach to semiconductors,

    4        but then we have people over in the EECS that are

    5        printing integrated circuits on potato chip bags with

    6        ink-jet printers, which is really a rather dramatically

    7        different technology, especially if you look at the

    8        difference between fixed cost and variable costs for how

    9        those technologies play out.  

   10                  And Intel just is not a player in that

   11        particular industry, even though I think it has got quite

   12        dramatic possibilities for changing not so much the

   13        traditional semiconductor market, but in fact opening up

   14        all sorts of new markets to semi-conductors that are

   15        currently not available.  

   16                  So the other thing is that competition to

   17        acquire the monopoly does not always benefit consumers. 

   18        You might have rent dissipation.  And it is kind of funny

   19        when you look at the literature, if you look at rent

   20        seeking literature, it says all the expenditures to

   21        acquire the monopoly are a social cost, but if you look,

   22        say, at lock-in literature, all the expenditures to

   23        acquire monopoly benefit consumers because it is all

   24        modeled as first-period consumption.  

   25                  And if you cut your prices in order to get
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    1        those consumers locked-in second period, but of course

    2        there could be lots of other ways to compete that do not

    3        necessarily benefit consumers, by lobbying and

    4        regulation, and doing all sorts of things of that sort. 

    5        Of course, there is also path dependence, luck, strategy,

    6        mistakes.  You can look at a lot of situations where

    7        little changes made a big impact in the Operating Systems

    8        -- Steve Balmer.  

    9                  In the race between OS-2 and Microsoft Windows,

   10        there was apparently a bug in OS-2 where if you hit

   11        certain keys at the same time, the whole Operating System

   12        would crash.  And Steve Balmer went around Comdex showing

   13        every booth what keys to hit to crash OS-2, which I think

   14        was a particularly interesting pivotal event in the war

   15        between those two operating systems.  

   16                  And of course there is also the preemption

   17        races of duplication of effort issues that go on when you

   18        look at competition to acquire monopoly.  So this is the

   19        kind of patent race stuff.  

   20                  Finally, there is path time consistency and I

   21        think that is a very interesting point because when the

   22        monopoly phase goes away, will the consumer still be

   23        willing to pay?  And there is a big difference between a

   24        one-year cell phone contract where you say, "I will give

   25        you a phone if you sign up for a year," and pay high

                               For The Record, Inc.
                                 Waldorf, Maryland
                                   (301)870-8025



                                                                    85

    1        prices for that year.  

    2                  A three-year ink jet printer life where you pay

    3        a high price up front, you get locked into using a

    4        proprietary cartridge, or the last example were you

    5        should pay a higher price for Excel because it only cost

    6        $50 back in 1985 where we were at a price war with Lotus

    7        1-2-3.  

    8                  Or you look at another kind of nice example

    9        which is what is going to happen with those 3-G licenses

   10        in Europe where companies that pay huge amounts of money

   11        to acquire these third-generation wireless licenses and

   12        maybe in ten years, after slugging down the marketplace,

   13        you will get a monopoly or maybe a duopoly where there is

   14        a lot of pricing power going forward and are the

   15        antitrust authorities really going to stand by while 

   16        the companies say, "Well, we bid for this back in 1998

   17        and now you are saying you want to take away the profit

   18        flow that comes from that particular highly competitive

   19        phase of the   monopoly."  And maybe, again, we might

   20        say, "Well, if they are really good at price

   21        discriminating, maybe there is not a lot of social cost

   22        to that either."  

   23                  So I think it is an issue we really have to

   24        think about going forward in these cases.  But the most

   25        important issue, I think, is the tactics to acquire,
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    1        maintain, and extend the monopoly where, of course, the

    2        problem is not even in these partial-equilibrium examples

    3        I gave with a single market.  It is not so much the cost

    4        in that market that is the problem as the attempts to

    5        extend or protect that monopoly using socially

    6        detrimental tactics.  So the best player wins, not always

    7        the incumbent.  

    8                  So maybe we want to look at that model a little

    9        differently where we could have full efficiency and even

   10        dramatic consumer benefits in a particular market because

   11        of this dynamic monopoly or competing for a monopoly

   12        story that I have been telling.  But it still could be

   13        bad because of the spill-over effects into adjacent

   14        markets.  So I think that is also a fairly critical issue

   15        to look at.  

   16                  So in summary, I think the textbook case is

   17        less and less relevant to the real world for many of

   18        these examples because price is inevitably going to be

   19        greater than marginal cost in lots of industries of

   20        interest.  Appropriate analysis of price discrimination

   21        is critically important.  

   22                  We have to keep this in the back of our mind, I

   23        think, or maybe in the front of our mind that you want

   24        the marginal price to equal marginal cost.  And I like to

   25        see a more systematic treatment of competition to acquire

                               For The Record, Inc.
                                 Waldorf, Maryland
                                   (301)870-8025



                                                                    87

    1        monopoly because right now when you look at the

    2        literature it is really very divided.  There are many

    3        many different cases you could look at and nobody has

    4        really pulled those cases together in a systematic way. 

    5        And finally it is the impact on innovation quality and, I

    6        think, future competition and leverage issues that are

    7        really the critical issues in looking at monopoly and

    8        antitrust going forward. 

    9                  MS. DeSANTI:  Thank you very much.  Well, we

   10        have even more issues on the table now for discussion. 

   11        Rich, do you want to start off? 

   12                  MR. GILBERT:  Yeah.  I have a question for

   13        Ashish.  You referenced -- you made a statement earlier

   14        about how it was hard to find a licensing situation that

   15        was not working by some definition.  But now, we have had

   16        consent decrees.  We have had consent decrees with AT&T,

   17        IBM, and Xerox.  And most observers of these consent

   18        decrees say that they have had profound impacts on the

   19        evolution of those markets -- of the software markets of

   20        the telecommunications market, of the development for

   21        xerography.  It seems that these statements are in

   22        contradiction, or these observations are in

   23        contradiction. 

   24                  MR. ARORA:  I do not -- I mean, I agree with

   25        your observation and I do not think they are in
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    1        contradiction, but let me clarify.  

    2                  My statement was simply that transaction costs,

    3        while they are important, they do not appear to be large

    4        enough to block most of the sort of licensing

    5        arrangements that people want.  I did not mean to imply

    6        that owners of intellectual property would always license

    7        that intellectual property.  And what you are saying is

    8        that when certain firms were forced to license their

    9        intellectual property -- I assume those are the consent

   10        decrees you are talking about -- that they can have very

   11        profound impact.  

   12                  And I would agree that what they would

   13        essentially do would be to allow a great deal of entry

   14        into those and related markets.  And I also agree with

   15        Professor Rubinfeld's observation on the importance of

   16        diversity.  I think that can be a really important social

   17        benefit. 

   18                  MR. GILBERT:  So is this the dog that does not

   19        bark?  I mean, maybe we are not finding a lot of problems

   20        because the ones who have problems do not exist.  

   21                  MR. ARORA:  So to some extent, the idea of

   22        intellectual property does include the right to do what

   23        you want to do with it, including not license it to

   24        somebody else.  You might imagine situations where the

   25        ownership of the intellectual property, in order to
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    1        derive value from that, it has to be commercialized.  You

    2        know, the knowledge is of a kind where it is best used by

    3        a large number of users.  

    4                  Research tools is a classic example of that. 

    5        And that is where we were looking for breakdown failures. 

    6        So we did come across a number of cases of the following

    7        kind: somebody had developed a new therapeutic protein,

    8        you know, that they were going to do for something.  And

    9        they refused to license to anybody else.  

   10                  I do not consider that to be a breakdown in the

   11        market for technology because, by its nature you would

   12        expect this to be very tightly controlled in terms of

   13        exclusivity.  And refusal to license that protein to

   14        somebody else where you would imagine that the uses will

   15        be rivaled -- privately rivaled -- seems perfectly

   16        consistent with the idea of intellectual property.  That

   17        is what a patent is supposed to allow you to do.  

   18                  When the IPO owner has a lot of market power,

   19        then the antitrust considerations come in and you might

   20        get a different outcome.  

   21                  MS. DeSANTI:  I would like to put a couple of

   22        questions on the table and see if people could comment on

   23        these in the remaining few minutes that we have.  One is

   24        this question of short run vs. long run competition and

   25        what should be the focus, Hal, this is one of the points
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    1        you were bringing up at the end.  Implicit in your

    2        competition for the monopoly point, I think some people

    3        have said:  

    4                  What the antitrust enforcers should pay

    5        attention to is competition to acquire the monopoly; once

    6        the monopoly occurs, then you simply leave it alone and

    7        then pay attention to the next phase of the competition

    8        for the monopoly.  

    9                  But is it not correct that 1) that is not a lot

   10        difference in the sense that antitrust law generally

   11        says, you know, "If you acquire a monopoly because of

   12        your talent and all of that, then you are allowed to do

   13        that.  What we look for is bad conduct...," which is

   14        always hard to identify, "...in connection with acquiring

   15        the monopoly or maintaining the monopoly."  But at any

   16        rate, my question goes to do you presume that, in some

   17        long-range basis, antitrust would forego further

   18        enforcement?  

   19                  And I want to contrast that with Dan.  I took

   20        some of your points -- and tell me if I am misreading

   21        you, but I took some of your points as saying, "When it

   22        is innovation, we need to look far into the future."  And

   23        I am wondering, is there a tension here in terms of the

   24        time frame in which antitrust should be looking at, "What

   25        is the conduct with which we are concerned?"  Anybody?
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    1                  MR. ARROW:  Implicit in my presentation that I

    2        was thinking that, as a recurring event, that you do not

    3        have a once and for all monopoly.  And the forces of --

    4        for the reasons that Hal mentioned -- the forces of

    5        competition may lead to a monopoly under increasing

    6        returns and all these other things.  But we do not want

    7        that to be permanent in any situation because of the

    8        demand for diversity -- or conditions change.  And

    9        particular technological conditions change, maybe demand

   10        conditions too.  

   11                  And you certainly do not want -- a permanent

   12        existing monopoly is always sure to create situations in

   13        which there is gross inefficiency and it would have been

   14        better to prevent it in the first place.  I mean, I

   15        realize that the nature of the law is such that you look

   16        for offenses rather than policy, but if you are asking

   17        what the economic aspects of the matter are, I would say

   18        that anything which leads to a permanent monopoly or a

   19        long-lasting monopoly, is a bad thing.  That has bad

   20        effects on innovation and so forth.  

   21                  So I think there is a very strong feeling that

   22        all things be equal, some weight should be given to the

   23        idea preventing a monopoly from perpetuating itself, or

   24        at least making it more costly to perpetuate itself. 

   25                  MR. RUBINFELD:  Can I jump in?  In the spirit
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    1        of Hal Varian, I want to try to be provocative to the end

    2        of the day, so I will just make a few comments.  First of

    3        all, with a lot of innovation, I think the stakes for the

    4        antitrust enforcement are increased on both sides.  The

    5        benefit of encouraging the right kind of innovation is

    6        that you move along a very different dynamic path.  And

    7        that can generate huge benefits.  

    8                  The cost, if it is the wrong path, can be huge,

    9        particularly because typically innovations, at least in

   10        high tech, are not reversible.  We cannot go back and, if

   11        we find a problem five years down the road, and say,

   12        "Let's just break up a company and put them back where

   13        they were."  So the stakes are really huge and I would

   14        say generally vastly larger than in many of the static

   15        kinds of mergers we look at.  

   16                  So the bottom line is, for the reasons Ken

   17        suggested in his comments, we really have to have a

   18        longer time horizon because if we have an industry where

   19        we are encouraging innovation which leads to a monopoly,

   20        and that monopoly will then have an incentive to engage

   21        in innovations which protect its monopoly position, the

   22        benefits and costs of that are just going to be

   23        phenomenal.  

   24                  We just cannot -- whether one should intervene

   25        is a difficult question, but I do not think we should
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    1        just put it off by saying it is too far in the future to

    2        worry about.  And I want to also say that the framework

    3        and model that Ken was describing, all those issues which

    4        I think are on the table are just compounded if we are

    5        talking about a standard-setting world where we want to

    6        encourage standard-setting because of all the benefits it

    7        can bring about -- innovation and otherwise.  

    8                  On the other hand, we have to understand that

    9        when we help to support these standard-setting bodies, we

   10        also create incentives which could deter entry for

   11        parties that are playing in the game.  

   12                  So everything Ken said in his story, I think,

   13        is just compounded and made much more significant if we

   14        are talking about competition for the market where we are

   15        talking about standard-setting, which is why I am going

   16        to be very interested to see what happens with the look

   17        at the Music-net and Press-Play joint ventures in the

   18        audio-streaming area.  I think those are really

   19        interesting issues and they are going to sort of put the

   20        test to the division in this case, Sue, to sort of sort

   21        out all these issues. 

   22                  MS. DeSANTI:  Hal?

   23                  MR. VARIAN:  Yes, I was going to say on this

   24        diversity point, it is also important to look at

   25        incentives to invent around because if we take the Xerox
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    1        case that you brought up -- or I guess Rich brought it

    2        up, sorry -- I mean, one could argue that there was a

    3        great patent, there was a huge amount of effort that went

    4        into invent around that patent, looking at various

    5        technologies.  

    6                  One technology was ink-jet technology which

    7        never quite did it in the copier market, but ended up

    8        being the right solution and a cost-effective solution in

    9        the printer market.  And of course it dominates

   10        xerography in the color-printing market because it is

   11        much easier to color print with ink-jet than with black

   12        and white.  And we might never have gone down that road

   13        if Xerox had licensed its patent more liberally in the

   14        early days.  

   15                  So there was something you said for exploring

   16        the design space and it is not so clear that, if you

   17        believe in diversity, it is not so clear that licensing

   18        helps you have more diversity, it helps you have less

   19        diversity.  But it may give you more cost-effectiveness. 

   20        So it is a trade-off here as well.  

   21                  And, oh yes, I wanted to say a point about the

   22        point Dan just made about what should we do in these

   23        industries where you have got a monopolist who maybe

   24        acquired the monopoly fair and square, or competed for

   25        the monopoly and ended up with it because of scale
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    1        returns.  I think you want to think about merger policy

    2        very differently for those cases because, even if the

    3        monopolist acquired that monopoly fair and square, the

    4        danger then is extending that monopoly to other

    5        industries and having undue leverage.  

    6                  And I think you would want to analyze that

    7        situation very very differently than you would other

    8        kinds of mergers.  

    9                  MS. DeSANTI:  Rich, would you like to make our

   10        final comment?

   11                  MR. GILBERT:  Oh, gosh, if you put it that 

   12        way. 

   13                  MS. DeSANTI:  You began, we'll let you

   14        conclude.  

   15                  MR. GILBERT:  I am not sure I want to do 

   16        that.  

   17                  MS. DeSANTI:  It better have great import, yes.

   18                  MR. GILBERT:  I was just thinking about in the

   19        context of this quality letter, or quality letter

   20        competition and the acquisition to obtain a monopoly as

   21        being part of the analysis of the subsequent monopoly --

   22        I hate to bring these things too close to home -- but the

   23        question I come to think of is would we want to change

   24        our policies with respect to Microsoft under the basis

   25        that, well, Microsoft had to compete to get this position
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    1        and therefore the consumers got some of the benefits.  

    2                  I think one of the difficulties here is that we

    3        rarely see an industry where it has a very regular

    4        pattern of competing for a market and then experiencing

    5        the benefits, and then something happening and competing

    6        again.  And I think when that does happen, it is a fairly

    7        mature market.  

    8                  So you have to separate that from these events

    9        which often look pretty exogenous events or random events

   10        that create a market in the first place, or create

   11        dominance in the first place. 

   12                  MR. VARIAN:  Absolutely.  I mean, I mean I

   13        would say the Microsoft example is exactly what I was

   14        thinking of when I raised some of those questions.  And

   15        it is interesting, I think, that Microsoft is running

   16        into a problem of a maturing market in its core market

   17        and a durable goods monopoly problem, in my opinion.  

   18                  And then the question is how do you extend that

   19        power they have to other areas?  And that seems to me to

   20        be the most critical issue.  It is not so much the

   21        monopoly in the Operating Systems market that is the

   22        problem as it is the extension of monopoly.  I think I am

   23        one of the few people that can speak freely since I am

   24        not involved in this case, but that is my analysis, at

   25        least.  
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    1                  MS. DeSANTI:  Yes, well, I was not going to say

    2        anything about Microsoft, but this has provoked me to

    3        think of one more question for all of you.  As I think

    4        about everything that you are saying, for the most part,

    5        I believe that it fits within what I understand to be

    6        current antitrust theory and application at the Federal

    7        Antitrust Enforcement Agencies.  

    8                  I am not aware of huge differences and I am

    9        wondering if any of you have any areas in which you think

   10        that there needs to be a radical change, or whether you

   11        perceive it differently than I do.  

   12                  MR. RUBINFELD:  I just think as long as we

   13        lock-in the Berkeley position at the Antitrust Division,

   14        we will do fine.  But beyond that, no, I actually think

   15        seriously that we basically have -- the set-up is fine. 

   16        We have the tools we need.  I do not think anything is

   17        radically different myself.  

   18                  MS. DeSANTI:  Yes, Rich?

   19                  MR. GILBERT:  This question of whether

   20        intellectual property or, indeed, demands a different

   21        framework for analysis is one that has been around for a

   22        long time.  And I think it is clear that the framework of

   23        the analysis is the same, but I think there are lots of

   24        issues -- and I imagine you will hear lots of issues

   25        throughout the rest of the week and the rest of your
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    1        hearings -- where there will be arguments for looking at

    2        things significantly differently.  

    3                  I think these issues are unsettled and still

    4        may require some different thinking.  

    5                  MS. DeSANTI:  Well, on the unsettled note,

    6        then, will you please all join me in thanking our panel

    7        of very distinguished speakers.  We will start tomorrow

    8        at 9:00 a.m. with a panel that will explore innovation

    9        and patents.  Thank you very much. 

   10                  (Whereupon, the workshop was adjourned.)

   11                          -    -    -    -    -
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P R O C E E D I N G S1

-    -    -    -    -2

MR. KOVACIC:  Good morning everyone.  My name3

is Bill Kovacic, and I'm the general counsel of the4

Federal Trade Commission, and I want to begin this5

morning by once again expressing our thanks to the6

University of California at Berkeley for being such7

wonderful hosts for these hearings.  8

It's a tremendous pleasure for us to have this9

event at this magnificent jewel of an intellectual center10

for work in the fields that we're going to be speaking11

about today and to have participation from so many12

individuals in the academic community and business13

community in the Bay Area that have made this field a14

rich and exciting area for policy analysis.15

I also want to express my thanks on behalf of16

the Federal Trade Commission and it's Office of Policy17

Studies, headed by Susan DeSanti, the Department of18

Justice and it's Policy Unit represented today by Frances19

Marshall, and the Patent and Trademark Office with Ray20

Chen sitting in throughout the week to participate in21

this process.  I can't say enough about the wonderful22

work that this team has done to assemble the hearings23

that you're seeing this week.24

Let me simply spend a couple of minutes talking25
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about, again about our motivation for having this set of1

intellectual explorations.2

I think that many observers who have studied3

the antitrust system have concluded that the concepts4

that are key to the operation of the antitrust system are5

quite adaptable and well suited to adjust to6

circumstances posed by challenges in what's called the7

knowledge-based economy or the new economy.  And this is8

a result of a far-sighted institutional design of the9

U.S. system.  The key operative provisions of the U.S.10

antitrust laws have a deliberately open texture that11

contemplate an evolution of concepts and doctrines over12

time.13

The crucial operational terms are defined very14

generally and Congress in 1890 anticipated that the15

specific analytical content that makes those terms16

operate would be informed by continuing developments in17

the fields of legal and economic theory.  In short,18

Congress assumed that there would be a process of19

adjustment, a process informed by exactly the type of20

intellectual inquiry we're pursuing this week.21

I think that the real challenge in the22

antitrust system is not so much the adaptability of the23

concepts, but the adaptability of the institutions that24

implement them.  I think in many respects what we found25
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is that rapidly changing, highly dynamic industrial1

sectors put tremendous pressure at the weakest of the2

joints of the antitrust systems that -- antitrust3

institutions that don't always adapt or move as quickly4

as changes in the market.5

And I think what we've learned is that it is6

absolutely imperative for the institutions to be capable7

to expand the knowledge base on which they operate.  A8

continuing theme of yesterday's sessions, for example,9

was the crucial value of detailed, sophisticated10

industry-specific study in formulating and applying rules11

of competition policy in technologically dynamic markets12

and to the intersection of intellectual property and13

antitrust.14

And these hearings help demonstrate the utility15

of continuing efforts by our institutions to establish16

and expand that knowledge base.  In short, the only way17

we can ensure that the institutions are truly competent18

with these questions is to make sure that we are at the19

state of the art in the marketplace of ideas.20

I want to turn the program to Bill Cohen, who21

is a member of my office, and with Susan DeSanti in our22

office, and Hillary Green and Mike Barnett, Michael23

Wroblewski, Robin Moore and Gail Levine have been24

instrumental on our side in preparing the hearings.25
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And I'd say as a final note that from our1

perspective, and with our colleagues at the Department of2

Justice, what we see ourselves doing is building on a3

relatively recent tradition.  One, that Susan DeSanti,4

whom you saw yesterday at this podium, developed one that5

placed an absolute premium on increasing our knowledge6

base, a tradition established also at the Department of7

Justice in their formative hearings on the international8

enforcement of antitrust laws.9

So, I want to turn the program to Bill's very10

capable hands to moderate the discussion today.  Bill.11

MR. COHEN:  Thank you, Bill.12

Bill has already introduced to you Fran13

Marshall from Department of Justice and Ray Chen from the14

Patent and Trademark Office.  Also joining us from the15

Federal Trade Commission today is Hillary Green, to my16

left.17

Today's session is going to take off where18

yesterday's left off.  We're going to delve again into19

the area of economic perspectives on intellectual20

property competition and innovation, whereas yesterday's21

session tended to give some emphasis to competition. 22

Today's session is going to shift the focus a little bit23

more strongly on intellectual property.24

We have a wonderful collection of speakers25
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joining us.  What we think we will probably do is start1

off with four of our speakers who will address, among2

other things, some discussion to the area of initial and3

follow-on innovation.  We'll leave some time for some4

discussion, take a break, return with our two final5

speakers and then some concluding discussion.6

What I'd like to do is to alert our speakers,7

as we move in the discussion just turn your little name8

tents up, I'll be able to see who has something to9

contribute and then can recognize you as we go.10

We're going to begin this morning with Robert11

Stoner, who has prepared the results of his literature12

search in the area.  Bob Stoner is a vice president of13

Economists, Inc., and a former deputy assistant director14

for antitrust in the Bureau of Economics at the FTC.  He15

has testified on a number of antitrust cases and before a16

variety of governmental agencies, and in particular has17

recently submitted testimony in an ITC Section 33718

proceeding involving patent licensing.  He has his own19

Berkeley roots, having received his Ph.D. here.20

Bob, why don't you start us off.21

MR. STONER:  Thanks very much, Bill.22

When the FTC first asked me to review the23

literature on patents and innovation I thought they were24

asking me to teach a course, and then they told me I had25
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10 minutes.  So I hope you'll bear with me as I rush1

through this, and just blow the whistle whenever you want2

me to stop, because I'm off.3

As the first speaker today I'd like to try to4

bring some perspective to the issue of the relationship5

between intellectual property, in this case patent6

protection, and innovation.  This is a very complex7

subject, and I believe it helps initially to present the8

dichotomy of the various rationales that have been put9

forth for patent protection.  These rationales are10

sometimes conflicting, or at least they create11

conflicting issues.  More importantly, the context of the12

innovation process presumed in the different rationales13

can be very different and, thus, it's not surprising that14

the theoretical and empirical work on optimal patents15

that I will briefly review often has conflicting16

conclusions, depending on the particular patent rationale17

and underlying innovation context that lie beneath each18

model.19

Turning to slide one, there are four principal20

benefits or rationales of patent protection that are21

discussed in the literature.  I will adopt the rubric of22

Mazzolini and Nelson's 1998 JEI article, but these23

concepts are widely recognized.  The four rationales are,24

briefly, invention motivation, invention dissemination,25
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invention commercialization and orderly cumulative1

development of invention.  We'll discuss each of these in2

turn.3

The most widely recognized theory is that4

patent protection provides the incentive for innovation. 5

This is because without patent protection innovators6

cannot appropriate the full benefits of their innovation. 7

Some of the benefits go to free riders without payment.8

Patent protection is said to restore9

appropriability and internalize externalities.  Note that10

the assumption here is that inventors cannot gain the11

full benefit of innovation by using a new product or12

process while keeping the relevant information secret to13

prevent rapid imitation.  Further, the invention14

motivation theory of patenting is generally couched in15

terms of invention as a one-time stationary phenomenon,16

not a cumulative process whereby inventions build on each17

other.18

Thus, increases in appropriability19

unambiguously increase innovation since there's no20

offsetting retardation of innovation that could come from21

the increased risk of infringement by followers in the22

cumulative chain.23

The cost side of this appropriability rationale24

for patents is that patents restrict access to completed25
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innovations and may allow the exercise of market power. 1

Also more invention may not be desirable if it results in2

a wasteful patent race to be the first successful3

inventor.  And because of these offsetting potential4

costs to patent protection there is an implied optimal5

patent duration and breadth that attempts to balance6

these factors.  Much of the theoretical literature on7

optimal patent protection attempts to explore this8

balancing.9

The second rationale for patent protection10

concentrates not on the enhanced incentives of the11

innovator but on the role of patents in encouraging wider12

use of inventions.  Under theory two, patents encourage13

dissemination of innovation because patents induce14

inventors to disclose their inventions when otherwise15

they would rely on secrecy to obtain their innovation16

rewards, and also because patents induce licensing of17

inventions.18

Note that relative to theory one, where19

patenting is seen more as restricting the use of20

innovation, theory two stresses that patents bring about21

wider dissemination.  Of course the two theories are22

really more consistent than that, to the extent that23

patenting encourages licensing, since licensing of a24

patented invention can both increase the returns to the25
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innovator and promote dissemination.1

Theory two is likely to have the most2

applicability when (a) the inventor by himself cannot3

exploit all the uses of the invention, and (b) secrecy4

would otherwise be effective in enabling the inventor to5

reap at least some returns.  Some studies, such as the6

Yale survey of Levin et al., in 1987, suggests that this7

is the case for many process innovations.  In these8

cases, to the extent that patents facilitate licensing,9

they increase the reward for disclosure relative to10

secrecy and facilitate wider use.11

By contrast, for product innovations where12

secrecy may be less effective in the first instance as a13

means of appropriating returns, patents may do less to14

encourage disclosure.15

The third rationale for patent protection is16

that patents induce development and commercialization of17

initial inventions which have little or no value in their18

initial form, but need further development to be19

commercially valuable.  In this theory patents either20

facilitate exclusive licensing to entities who would21

invest in necessary development work, or they induce22

initial inventors to be entrepreneurs.23

This theory is particularly important in24

assessing the issues surrounding patent rights on25
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inventions that emanate from government-funded research1

projects.  The Bayh-Dole Act of 1980 gave universities2

and government labs such patent rights, but there has3

been a good deal of discussion in the literature about4

the efficacy of that policy change.5

The reason that such patenting rights have been6

at issue is that they are arguably unnecessary to induce7

inventing since the original invention is, by definition,8

underwritten with government funds.  If patenting is thus9

unnecessary to induce the original invention, the10

question then becomes whether patents on the original11

invention and subsequent licensing are necessary to12

assure commercialization.13

Opponents of Bayh-Dole have argued that there14

is no reason that patents cannot be taken out on15

subsequent development work, or that the results of such16

development work cannot be made proprietary in other17

ways.  For examples, studies by Levin, 1987, Mansfield,18

1986, and Cohen et al., in 1996, indicate that a simple19

head start on commercialization can yield large profits20

on a new product, and secrecy can protect effectively new21

process technology used by the commercial developer.  If22

this is the case, the follow-on developer would not need23

to license the seed invention to profitably develop it.24

By contrast, if the follow-on developer is a25
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small firm that must marshal outside funds and may be1

swamped by quick imitation from a large firm, the case2

for the Bayh-Dole Act may appear stronger.3

Theory four posits that strong patents assure4

appropriability and orderly development in the case of5

inventions with strong follow-on or cumulative potential. 6

These types of inventions are sometimes called broad7

prospects.8

Theory four differs from theory three in that9

instead of positing that the initial invention has only10

one commercial product at the end of the invention11

process, the initial discovery or invention is seen as12

opening up a whole range of follow-on developments or13

inventions.  Such a cumulative framework tends to set up14

a much richer set of theoretical modeling possibilities15

that is missing from the non-cumulative framework16

underlying, in particular, theory one.17

Under theory four the holding of a broad patent18

by the original inventor on such a prospect-opening19

invention is argued to permit the development of the full20

range of follow-on possibilities in an orderly fashion. 21

The goal is to grant the prospect-opening invention22

sufficiently broad patent protection that the inventor23

has an incentive to create what has been termed broad24

shoulders for following inventions to stand on.25
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It is argued that this is only possible by1

preventing, through broad patent protection, duplicative2

R&D that closely mimics the patent holder's patent. 3

Balanced against this, however, is the potentially4

offsetting effect that broad patent protection, while5

needed to maximize the incentive to create broad6

shoulders at the initial stage, might also hinder7

inventive activity at later stages if efficient licensing8

opportunities prove to be hard to transact and follow-on9

innovation is hindered because of the resulting10

overreaching threat of infringement.11

Having set up this four-part dichotomy, it's12

instructive now to review some of the patent literature13

through this lens.  I would like to briefly summarize14

several strands of the theoretical and empirical15

literature on optimum patenting in this fashion.16

First I'd like to briefly look at the optimal17

patent length and breadth literature considered in a18

static or noncumulative mode.  This literature19

essentially comes out of a theory one framework of20

appropriability, i.e. it is primarily concerned with21

providing the best incentive mechanism to develop a22

primary invention that has no follow-ons.23

In this literature there's a tradeoff between24

providing adequate incentive for the inventor to innovate25
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and the static efficiency loss associated with the1

monopoly power conferred by the patent.  The literature2

on optimal patent life is generally connected to3

Nordhaus, 1969, and Scherer, 1972.  This literature has4

been extended by Gilbert and Shapiro, 1990, and5

Klemperer, 1990, and others to consider both optimal6

patent life and breadth simultaneously.  This latter7

literature chooses a combination of breadth and patent8

length that minimizes the welfare loss associated with a9

specific degree of innovation incentive.10

Klemperer considers two kinds of welfare loss11

in a differentiated product model.  First, reductions in12

the consumption of the preferred product to less13

preferred products, and, two, simply not consuming the14

product at all.  If reductions in consumption of the15

preferred product is the larger expected effect of16

extending patent breadth, then an optimal patent policy17

would be wider patents of shorter lengths to eliminate18

inefficient shifts among closely substitutable products. 19

If simply not consuming the product at all is the larger20

expected effect of extending patent breadth, then an21

optimal patent policy would be more narrow patents of22

greater length to eliminate the efficiency from not23

consuming.24

Gilbert and Shapiro's model, since it is a25
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homogenous product model, only recognizes the1

inefficiency connected with not consuming the product in2

question and, accordingly, their model generally3

advocates long-lived patents of narrow breadth.4

A second strand of literature that analyzes the5

relationship between patents and innovation is the6

literature on patent races and so-called over-fishing. 7

When investment opportunities are public knowledge8

multiple firms will have the opportunity to invest in9

innovation.  In this environment an optimal patent policy10

must take into account the strategic interaction between11

firms competing in the innovation market.  More12

competition is not necessarily efficient.  Firms might13

duplicate investments by entering races or engage in14

over-investment.15

I'd like to skip discussion of the earlier16

patent race and over-fishing model in the interest of17

time.  But I will mention that DeNicolo, in 1996, has18

specifically attempted to extend the analysis of the19

optimal patent breadth/length mix to the case of a patent20

race where there is R&D competition.  DeNicolo observes21

that the optimal patent breadth literature of Gilbert and22

Shapiro and Klemperer takes the socially-desired R&D23

investment as pre-specified and studies the efficient way24

to incentivize firms to invest in R&D of exactly that25
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amount.1

By contrast, DeNicolo attempts to take into2

account the effect of R&D competition itself on the3

incentive to innovate and, therefore, on optimal patent4

breadth.  DeNicolo concludes that the more inefficient is5

R&D competition in the sense that it spurs patent races6

the broader and shorter patents should be.  The reason is7

that inefficient R&D is less likely to be promoted by8

broad patents that limit competition.9

Another important strand of literature is that10

connected to the determination of optimal patent breadth11

in a world such as posited in theory four, where there is12

cumulative innovation, i.e. a multistage process of13

inventions, changes in these initial inventions and14

improvement.  In this framework an optimal policy is15

concerned both with providing the best incentive16

mechanism to develop a primary invention, as well as to17

assure incentives for secondary follow-on inventions.18

Initial inventions usually require larger19

investments and the incentives of the initial inventor20

will depend on the potential to share the benefits from21

follow-on innovation.22

To the extent that the patent protection for23

the primary invention controls the development of the24

follow-on invention, the patent becomes an instrument for25
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orderly development of more innovation.1

Kitch, 1977, views this as a problem of optimal2

coordination among different researchers working on3

related technologies.  In the absence of coordination4

there will be wasteful duplication of effort and possibly5

over-investment as firms seek to beat each other to6

important results.  Kitch argues that granting broad7

patent rights to a pioneering inventor early in the8

development of a line of technology will allow that9

inventor to ensure optimal orderly development of the10

technology.11

To the extent that other inventors have ideas12

or capabilities that contribute in the development of the13

technology, the pioneering inventor would have an14

incentive to include them in the development process via15

licensing or other contractual arrangements.16

Later work has brought the incentive of the17

potential follow-on inventors explicitly into the models. 18

The question of patent scope or breadth can be19

characterized in terms of the magnitude of the20

improvement over the original patented idea that a21

follow-on invention must represent before it is granted a22

patent of its own or before it will be held to infringe23

the patent of the previous inventor.  This line of24

research is associated with Scotchmer, 1991 and 1996,25
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Green and Scotchmer, 1995, Chang, 1995, and O'Donohue,1

1998.2

For example, Green and Scotchmer show that in3

the case of sequential innovation where the follow-on4

innovations compete with the primary innovation there5

could be inadequate incentive to invest in basic6

research.  According to Green and Scotchmer, an optimal7

patent policy will reduce this inefficiency by8

transferring profit to the first generation innovators. 9

Other literature in this line also confirms Kitch's view10

that broad patent protection should be afforded to the11

initial invention in a cumulative development line.12

The intuition behind this result is that the13

incentive to create broad shoulders for others to stand14

on is socially inadequate because setting the table for15

future inventors represents a positive externality. 16

Scotchmer has even argued in some context that second17

generation products should not be patentable at all. 18

Scotchmer, 1996.19

This result, however, seemingly depends on the20

assumption that the trajectory of innovation is known,21

such that the first inventor will have an ex ante22

incentive to license his technology to the second23

whenever it is optimal to do so under terms that do not24

prevent the development of second-generation innovation. 25
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Others have pointed out that this assumption may not be1

tenable in some situations, given the uncertainty of2

future innovation paths.3

If the ex ante licensing assumption is not4

tenable then there may be situations, particularly when5

we are dealing with inventions that are likely to spawn6

many fertile lines of subsequent cumulative innovation,7

that infringing second-generation products will not be8

developed.9

Hopenhayn and Mitchell, in 1999, explored the10

implications of the fact that inventions differ in the11

extent to which they are likely to generate cumulative12

innovations, and the speed with which they are likely to13

do so.  An optimal patent policy should take into account14

this heterogeneity.  For example, if an innovation leads15

to multiple and rapid improvements an initial innovation16

effort will likely require greater initial rewards, that17

is broader patents, in order to recover the value of the18

investment before the invention becomes rapidly obsolete.19

On the other hand, this broad patent protection20

might not be necessary when secondary improvements take21

place at a slower rate.  Hopenhayn and Mitchell show that22

overall innovation incentives can be improved by offering23

patentees a menu of combinations of patent duration and24

patent scope or breadth.  Optimal construction of this25
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menu induces patentees to reveal their private knowledge1

regarding the fertility of their inventions and the2

likely speed of follow-on, and thereby achieves a better3

balance between the incentives of the initial and4

subsequent inventors than can be achieved with uniform5

patent scope.6

Finally, we briefly review some of the7

empirical work that has been done in this area. 8

Virtually all the systematic empirical work that has been9

done on the effects of patents has been guided by theory10

one, i.e. looking at whether patents appear to provide an11

incentive to invent through increasing the effectiveness12

of appropriability.13

There have been several interview or survey14

studies that have explored the perceived importance of15

patents as a means of enabling firms to profit from their16

inventions, all of which have explored inter-industry17

differences.  These include a study by Mansfield, 1986,18

the Yale survey of Levin, 1987, and the Carnegie-Mellon19

study of Cohen, 1996.  All of these studies come20

basically to the same conclusion, that patents are an21

important inducement to invention in only a few22

industries.23

In pharmaceuticals, for example, patents seem24

to be an important part of the inducement for R&D. 25
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However, in industries like semiconductors and computers,1

the advantages that come with a head start, including2

setting up production, sales and service structure and3

moving down the learning curve were judged much more4

effective than patents as an inducement to R&D.  In some5

of these industries the respondents said that imitation6

was innately time-consuming and costly even if there were7

no patent protection.  In others it was said that8

technology was moving so fast that patents were9

pointless.  In any event, the empirical literature on10

appropriability certainly points up that there appear to11

be some industries where patents play a much smaller role12

than other forces in shaping the pattern of innovation.13

When we are looking at patent policy we have to14

do so within the context of understanding how means other15

than patents induce invention and related activities. 16

These other means include government grants and contracts17

and strong first-mover advantages.18

There have also been several studies of the19

effects of different degrees of patent scope on20

innovation.  First, there are two studies across21

countries.  Kortum and Lerner, 1998, studied the22

significant increase in patenting in the United States23

since the 1980s.  They look at four possible24

explanations:  changes in the legal system which increase25



122

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

patent scope, changes in the regulatory system, the1

development of new areas such as biotech and information2

technology, and increases in research productivity.  They3

conclude that stronger patent protection and increased4

scope did not explain the surge in patenting; rather, the5

main factor was judged to be an increase in the6

productivity of the research process.7

Brandsetter and Sakakibara, in 1999, estimate8

the impact of an apparent increase in the scope of9

Japanese patent protection starting in 1988, when Japan10

converted to a system much like the U.S., in which a11

single patent can have multiple claims.  They find no12

evidence of an increase in patent -- in inventive13

activity, either in terms of overall R&D spending by14

Japanese firms or the number of innovations produced by15

Japanese firms in the U.S.16

Nor is there compelling industry evidence on17

the effectiveness of changes in patent scope.  Hall and18

Zionidis, in 2001, analyzed the semiconductor industry,19

which is characterized by rapid technological change and20

cumulative innovation.  They do not find that stronger21

patent protection since the 1980s is driving the22

innovation effort or output of firms in the semiconductor23

industry; they find that patenting in this industry is24

driven by patent portfolio races aimed either to ensure25
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access to technology and not be held up by rival1

patenting of the same technology or to strengthen2

bargaining power when negotiating the access to other3

technology.4

Finally, Merges and Nelson, in 1990, present5

evidence on how patent scope effects innovation in the6

U.S., based on case studies of several important7

historical technologies, Merges and Nelson question the8

theoretical literature advocating broad patent protection9

for pioneering innovators in the context of cumulative10

innovation.11

The analytical basis for the disagreements is12

that Merges and Nelson believe that ex ante uncertainty13

and disagreement among competitors about which lines of14

development will be most fruitful makes licensing15

agreements or other such coordination mechanisms unlikely16

and/or ineffective.17

Examining the historical development of18

electrical lighting, automobiles, airplanes and radio,19

they argue that the assertion of strong patent positions20

and disagreements about patent rights inhibited the broad21

development of the technologies rather than aiding22

subsequent development.23

I'm confident that some of the other panel24

members will have further comments on some of these25
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empirical studies and what they might or might not have1

added to the debate.2

So, with that brief synopsis I'll turn the3

program over to the next speaker, or the moderator.4

MR. COHEN:  Okay.  Thank you, Bob.  That survey5

is wonderful in that it shows -- will help to show how6

all these different elements that are going to be talked7

about fit together, and fortunately we are able to have8

many of the people who you referred to here to speak for9

themselves.10

One of those is Suzanne Scotchmer, who will be11

our next speaker.  She is a professor of economics and12

public policy at the University of California, Berkeley,13

and has held visiting appointments at universities14

ranging from Stanford and Yale, all the way to the15

Sorbonne and the New School of Economics in Moscow.  She16

has published extensively on the economics of17

intellectual property and other topics, and she has18

appeared before several committees of the National19

Research Council, mostly regarding intellectual property.20

It's my pleasure to introduce our next speaker,21

Suzanne Scotchmer.22

PROFESSOR SCOTCHMER:  Well, thank you.  And let23

me also congratulate my colleague across the room, a24

really well thought out survey; not just a survey, a well25
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thought out kind of framework for thinking about these1

issues.2

I want to come back to the subject about which3

I have thought the most, in conjunction with other4

colleagues, and that is the context of cumulative5

innovation and how that context for intellectual property6

intersects antitrust policy.7

In part I am going to follow from some of the8

conversation of the panelists yesterday.  Yesterday our9

colleagues gave testimony on what drives competition in10

the economy, what we know about what drives competition11

in the economy, which raises for me the question of: 12

What's the proper domain of intellectual property policy,13

and what's the proper domain of competition policy, and14

how do they fit together?15

So, for example, our colleague Howard Shelanski16

gave testimony on what we know about whether or not size17

of firms matters for their innovativeness, their18

inclination to innovate and their success at innovating. 19

And if you ask yourself the question, "To what policy20

issue that's within the purview of the agencies, is that21

inquiry directed?" you kind of scratch your head and say,22

"Well, is that inquiry directed, for example, to the23

question of whether the agencies should be more lenient24

with mergers if, for example, there were evidence that25
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the merging firms were medium-sized and medium-sized were1

more innovative and, therefore, you should favor" -- I2

mean, to what question is that directed?  What exactly is3

the mandate of the agencies as concerns innovation policy4

as opposed to competition policy, how does that fit5

together?6

In preparation for these remarks I actually7

went back and read the 1995 guidelines which are a very8

clear statement, I think, of how the agencies view their9

role in innovation policy.  And maybe the intent of these10

hearings is to revise those, so I thought I would get it11

clear what I think the agencies -- how the agencies view12

themselves now.13

My reading of the guidelines is that there's a14

clear division of powers.  That the agencies see a clear15

division of powers between the Congress and the16

competition policy authorities.17

There is no mandate that I could find in the18

guidelines for competition policy to take incentives into19

account in a proactive way.  That is, the guidelines20

enforce some perhaps elusive notion of market power21

embodied in intellectual property that Congress22

reasonably could be interpreted to have intended, but not23

to create market power or permit market power that goes24

beyond the rights that Congress reasonably intended.25



127

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

And that raises the question, one that, you1

know, raises its head in various guises, and certainly2

raised its head implicitly in the conversation of the3

panel yesterday, it raises the question:  Should4

competition policy be viewed as a proactive tool, rather5

than competition policy being viewed as a way of6

implementing or enforcing an innovation policy that the7

Congress intended?8

Now something that lawyers often remark upon,9

and sometimes economists also but I've heard it more from10

lawyers, is that competition policy is more flexible in11

this regard than intellectual property policy.  And12

that's because competition policy typically is made on a13

case-by-case basis.  The agencies decide whether to14

challenge a merger, they decide whether to bring a case15

against a licensing practice, and they do that on a case-16

by-case basis, as opposed to intellectual property, which17

has this broad -- at least as concerns copyrights and18

patents -- has a broad stroke, you know, comprehensive,19

one-size-fits-all character, and that gives -- that20

flexibility could conceivably be used as a way to21

buttress innovation policy in a way that intellectual22

property itself is possibly not equipped to do.23

And the question is should -- one question that24

one could raise is:  Should competition policy view25
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itself that way?  Should the agencies view themselves1

that way?  Another way to put that is:  To what question2

are these hearings addressed, and is that one of the3

questions to which these hearings are addressed?4

Now, I want to come to these issues as they5

relate to the area where -- about which I've thought the6

most, and that's the cumulative innovation context. 7

Okay.  So let's come to this question of cumulative8

research.9

I want to start by pointing out that there are10

two views which aren't inconsistent but have different11

emphases of patent and antitrust objectives.12

The more recent literature, in which I've been13

involved and which only recently rediscovered the Kitch14

literature, the more recent literature is focused on the15

question of:  In a context where later innovators build16

on earlier innovations, how is the profit divided so that17

all generations of innovators have an incentive to do18

their part?19

And in particular, the problem that arises20

there is that earlier innovators are laying a foundation21

for later innovators.  And they're, in a sense they're22

creating an option on later innovations.  That option has23

value.  How do you reward the earlier innovators for the24

option they create for later innovations?25
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So the focus on this later literature of1

economists, which was nicely discussed by Dr. Stoner, is2

focused on that question of how do you divide the profit3

so as to give the right incentives at each stage.4

In contrast Kitch, who also discusses this5

cumulative context, had a different focus, although6

these, these models implicitly share many elements.  His7

focus was not on the question of rewarding the first8

innovator, he was pretty much taking a pioneer patent9

holder as already having innovated, but rather, his focus10

was on the question of how do you use that patent to11

ensure efficient coordination of follow-on research.12

And there are important implications of that13

focus for a competition policy, which I think, in the14

many discussions of Kitch's contribution, are not15

discussed enough.  And I want to come back to the16

implications of the Kitch perspective for competition17

policy.18

Notice that both of these perspectives, the19

perspective that focuses on how it's profit-divided, and20

the perspective that focuses on the ability of a broad21

patent holder to coordinate follow-on research, both of22

them come to the conclusion that licensing and the23

ability of prior innovators to consolidate market power,24

if you want to put it that way, through licensing -- both25
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of them come to the conclusion that that's a good thing.1

Well, if that's a good thing, somehow the2

goodness of that thing, licensing, ought to intersect3

with the concerns the competition policy has about4

licensing, and that's what I wanted to come to.5

Let me begin by pointing out the danger to6

competition policy and intellectual property policy of,7

say, narrow patents, and then I'm going to point out the8

danger of broad patents, and then I will come to Kitch.9

The danger of narrow patents is that there10

won't be any incentive for follow-ons due to competition11

with the prior innovator.  So if a -- if in fact you have12

a narrow patent and a follow-on comes along he has the13

right, you know, he has the right to innovate with a14

small improvement, say, but he's going to do that in a15

way that's harmful to both of them.  Well, if he does16

that in a way that's harmful to both of them, then not17

only may there be no incentive for the second innovator,18

there may also be no incentive for the first innovator19

because, after all, a large part of the value created by20

the first innovator is the option on later innovations21

which aren't going to occur because of the narrow patent. 22

So this is one way to view a possible harm of, say, a23

narrow patent.24

Now, can competition policy mitigate this25
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danger?  Well, yeah, it could allow merger or licensing1

between these potential innovators if the agencies and2

the courts, or the agencies wanted to permit it, even3

though there's no infringement, that's what the narrow4

patent gives you.  But notice that that's not consistent5

with the guidelines and it's not consistent with current6

practice.7

I mean, the guidelines typically would not8

allow either merger or licensing consolidation between9

these two innovators if, in fact, their intellectual10

property would be non-infringing.  And that's because the11

guidelines support a competition policy isn't proactive12

vis-a-vis innovation, that is it simply implements the13

intellectual property, as I understand it, that the14

Congress gave -- and if this is what the Congress gave15

and these patents would be infringing they wouldn't be16

blocking -- then there's no mandate for the antitrust17

authorities to allow a consolidation of those property18

rights.19

So that may not be the appropriate competition20

policy stance, I only point this out because it could be21

otherwise.22

Okay.  What's another danger of narrow patents?23

Another danger of narrow patents is the24

effective patent life in the cumulative context is not25
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the statutory life, and that's largely due to narrow1

patents.  So what happens?2

We talked about this in yesterday's panel, in3

particular, Ken Arrow talked about it, various people4

talked about it in yesterday's panel, the idea that in5

the modern economy the way firms compete is by sequential6

monopoly, by leap-frogging, one technology overtakes7

another technology, dominates the market for a period of8

time and then another technology dominates the market.9

Well, one way to think about that, each of10

those technologies is protected by intellectual property,11

but is protected for some period of time that's shorter12

than the statutory 20 years.  Why?  Not because the 2013

years expires in four years, but because a competitor14

drives out that product.  So in that sense the effective15

life could be four years and not 20 years.16

So, various of our colleagues have studied this17

question and the data, and particularly our colleague18

Mark Schankerman at the London School of Economics, and19

they've used the patent renewal data to try to understand20

how long patents actually last in fact.21

And it turns out -- it's hard to study this in22

the U.S. system because we've only had a renewal or23

maintenance system since the early '80s, so most of the24

data comes from Europe -- and at least in many places in25
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Europe the bar to patents is higher in the U.S. so the1

results aren't entirely comparable -- but notice, even in2

places with a very high bar to patents, Germany in3

particular, only 11 percent survive to 20 years.  That4

says that this phenomenon is extremely important.  The5

statutory patent life is probably not very important as6

regards how patents actually operate out there in the7

economy.8

One of the other really important things that9

Schankerman discovers is that half -- no matter how you10

cut the technology -- and he cuts it into electronics and11

chemical patents and pharmaceuticals, some other12

categories as well -- but no matter how you cut the13

technology, almost half, around half of patents die by14

year 10.  Die in the sense that they're no longer15

renewed.  Once you don't renew the patent you lose the16

option on it.  So that means that most patents don't come17

anywhere close to their statutory life.18

And the other interesting thing, not relevant19

particularly to this conversation, my talk here, but20

worth pointing out, is that only about 15 percent of the21

costs of R&D are covered by the additional revenue that22

comes from the right to patent, from the revenue that23

comes from patenting as opposed to other ways of24

protecting intellectual property.25
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Now, you'll have to read the paper to see how1

he massages the data to get that conclusion.  But, it's2

not inconsistent with other evidence, especially other3

evidence we heard yesterday from the survey, from the4

surveys that have been conducted, and probably the reason5

for it is that patents -- because of this phenomenon that6

they don't last their statutory life -- probably that's7

an important reason that they're not as profitable as in8

theory we would like to believe they are.9

Now, can competition policy do something about10

that?  Well, that's a matter of policy for the agencies I11

think.12

Okay.  So those are dangers of narrow patents,13

that patents don't last long enough, they don't generate14

enough profit.15

Can the agencies step in proactively to do16

something about it?  They could if they wanted to.  But17

to my understanding of the guidelines, they don't view it18

as their mandate to do that.19

So there are also dangers to broad patents, and20

that's what I want to come to now.  And in fact this goes21

back and connects to Kitch's argument about prospecting.22

Okay.  So what are the dangers to broad23

patents, dangers to competition policy and intellectual24

property policy, of having to fine-tune broad patents?25
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Well, broad patents can stifle follow-ons, and1

that will be true -- unless you get contracting -- unless2

the pioneer patent holder actually finds a way to3

contract for those follow-ons before the follow-on4

investments are made -- if he can't do that -- and this5

is the point I think that's really made by Merges and6

Nelson -- if he can -- in their 1990 paper -- if he can't7

do that then a follow-on innovator who will infringe the8

prior patent puts himself in jeopardy of holdup, they now9

have blocking patents, there's nothing the follow-on10

innovator can do without negotiating a license ex post. 11

Well, then he's in a -- he's already sunk his costs, he's12

in a position of holdup, that possibility can stifle13

follow-on innovation.  That's probably the most important14

danger of broad patents.15

And of course if the follow-ons are stifled so16

are the original innovations.  Because again, remember,17

the mantra here for cumulative innovation is that one of18

the primary values of the early innovation -- created by19

the earlier innovator is the option on later innovations. 20

The things that that innovation facilitates that we hope21

will occur, but if they don't then the value is much22

undermined and the profitability is much undermined, so23

if you stifle the follow-ons you also stifle the prior24

innovation and the whole research line dies.25
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Can competition policy mitigate this danger? 1

Well, yes, it can allow ex ante merger and licensing to2

avoid the ex post holdup problem, and that's kind of the3

thrust of much of the literature that I have been4

involved in on the economic side here, and that's5

completely consistent with current practice.  Because6

these patents would be blocking, then certainly as a7

mandate embodied in the antitrust guidelines of 1995,8

certainly the agencies would view it as within their9

powers to allow the licensing and merger that allows10

consolidation ex ante between these potential patent11

holders.12

Okay.  And now I want to come to Kitch.  As you13

all know, what Kitch argued was broad patents are14

valuable because pioneer patent holders with broad15

patents can coordinate research efficiently.  The thing16

that Kitch does not emphasize is that what he means by17

efficiently is privately efficiently; efficiently for the18

firms, efficiently for the broad pioneer patent holder19

and for the follow-on innovators.20

Now the thing that -- a fundamental to the21

economics literature in this regard is that private22

efficiency is not the same as social efficiency, and23

where that appears most evidently is in the arguments24

behind competition policy in this regard as embodied in25
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the 1995 guidelines.1

So here's an example.  Suppose we have a gene2

sequence that codes for a disease -- okay? -- and there's3

some pioneer patent holder that has a broad patent on4

this gene sequence that codes for a disease, what are the5

powers enabled by the holding of that patent?6

Well, one thing that it enables is, it enables7

the patent holder to coordinate the pharmaceutical firms8

that would race for the therapy.  And by coordinating9

them -- usually patent races have -- are -- in fact the10

premise of the guidelines is -- or a premise of the11

guidelines is that patent races are a good thing.  They12

dissipate profit for the firms, that is the firms could13

increase their profit by making a deal, avoiding a patent14

race, but it's good for consumers because typically the15

patent race will get us the product sooner, and may get16

us the product with higher probability, but typically we17

say it'll get to us sooner.  So there's a conflict18

between the private incentives to cut back on R&D and the19

social incentives.20

Now, if you allow the pioneer patent holder to21

coordinate the research that's like allowing him to22

coordinate the research in a way that cuts back on this23

patent race, this profit-dissipating patent race.  He can24

simply form a joint venture; he has the right to do that25
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because he holds a patent that blocks them,1

prospectively, from marketing their innovation.  So2

you're -- that's the intersection with competition3

policy.4

In the same way competition policy would think5

it would -- would certainly respect the view that6

restraining the race would be contrary to social7

interests, then surely you would have to conclude that if8

you give a broad pioneer patent which also gives the9

right to restrain the race, that's also in some way10

contrary to social interest.11

Okay.  And then there's another way that12

coordinating the follow-on research can be contrary to13

the social interests, and that is in bullet point one I14

was assuming that these pharmaceuticals were racing for a15

patent and only one of them would get it.16

In bullet point two let's suppose that's not17

true.  Suppose that this gene code's for, say, a therapy18

or a vaccine or different therapies that would be non-19

infringing ex post.  In ordinary competition policy, as20

embodied in the guidelines, you would certainly not allow21

those firms racing for non-infringing substitute patents,22

you would typically not -- and according to the23

guidelines -- allow them to form a joint venture and24

merge their efforts and avoid the competition among the25
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later patents, you wouldn't allow them to do that.  If1

Congress intended those patents to be non-infringing,2

then Congress intended them to be non-infringing and we3

wouldn't let them overcome that by forming a joint4

venture.5

In this context, however, if all of them are6

going to infringe a prior patent, and the prior patent7

holder is allowed to coordinate their efforts, for8

example, by giving an exclusive license to one of those9

potential therapies and not to all of them, then he --10

then the pioneer patent holder can do precisely what11

would not be allowed under the ordinary interpretation of12

the 1995 guidelines.13

So it seems to me that these considerations14

should -- this is where primarily I think competition15

policy meets this question of broad versus narrow patents16

in the cumulative context and deserves some attention.17

Okay.  I think I'm overstaying my welcome here.18

Notice that the -- the conclusion of my prior19

remarks is, if the agencies were going to interpret their20

mandate as taking a proactive stance, vis-a-vis21

innovation policy, that is using antitrust policy to step22

in where perhaps intellectual property rights are23

inadequate, which, as I understand it, is not their24

stance, but if they were going to, notice that they can25
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remedy one of the dangers and not the other.  They can1

remedy the problem of narrow patents by being lenient as2

regards antitrust policy, but they don't have to do so as3

regards the dangers of broad patents.  And so there's a4

slight asymmetry there that might be worthy of5

consideration.6

So, my conclusion.  Competition policy has more7

flexibility than intellectual property policy to fine-8

tune incentives to innovate.9

As now written, I think, the 1995 guidelines do10

not assert the right to exercise this flexibility as11

regard to proactive stance.12

As I understand it, antitrust policy as regards13

innovation policy respects intellectual property but does14

not augment it.15

And it is easier to exercise the flexibility to16

mitigate problems of over-broad patents than to mitigate17

problems of too-narrow patents.18

MR. COHEN:  Thank you.19

PROFESSOR SCOTCHMER:  That's backwards.  Sorry.20

MR. COHEN:  Thank you.21

Our third speaker will be John Barton.  He's a22

George E. Osborn Professor of Law at Stanford University. 23

He chairs the U.K. Department for International24

Development Commission on Intellectual Property Rights,25
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and he is a member of the National Academy's Committee on1

Intellectual Property Rights and the Knowledge-based2

Economy.  He's written extensively in the patent3

antitrust area.  4

PROFESSOR BARTON:  Thank you.5

I have the nice privilege on being able to6

build on what has just been said.  7

What I want to do is apply what has just been8

said in the sense of what I see as the three paradigms9

that are emerging patent antitrust issues, not so much as10

to give answers to the paradigms, as to try to describe11

the paradigms as fairly specific questions that we need12

to face.13

The first one of these, the scope of the IPR14

and their exclusion, is really precisely the issue of15

which Suzanne was just talking about, it's the question16

of the follow-on innovation versus owner innovation.  The17

second one is the use of patents as the basis for an18

intellectual property generally, as a basis for leverage. 19

And the third pattern is the issue of cross-infringing20

oligopolies, which we -- I think we're beginning to see21

in a fair number of industries, indeed, as one of the22

results of Bronwyn Hall's research.23

Let me look at each of these in turn.  Here we24

go.25
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Starting with what I've identified as the scope1

of IPR, but in a sense that may be exactly right, because2

when you begin looking at the patents it becomes not so3

much broad and narrow as a question of what claims you're4

talking about.5

The issue of course, at least as I would put6

it, is what is the optimum strength or form of IPR at a7

first-stage innovation in order to encourage that8

innovation and not create too many barriers to the9

subsequent innovators.10

Let me take as a good working example this11

third one, the utility patent on a plant restricting use12

of seed for breeding.  The kind of patent which the13

Supreme Court just upheld a few months ago for plants has14

two important claims that I want to talk about.15

I claim I produce a new variety of plant and I16

have two important claims, one of which says "I claim the17

use of this plant for growing a crop," and the other is18

"I claim the use of this plant for breeding purposes." 19

And let me distinguish the two of those because it makes20

the distinctions very clear and very sharp.21

Pretty obviously, claiming the monopoly for use22

of breeding purposes is a very traditional pattern of23

what patents are all about.  You have invested24

significant sums in the breeding, you need a monopoly for25
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a period of time in order to be able to reap the returns1

from that investment in breeding.  2

The monopoly against use of it for breeding,3

however, means that you or I cannot go to the company in4

the midwest, buy a bag of the seed and start crossing it5

with our own material to see if we can find a new variety6

that is better than the variety that we bought in the7

market.  In other words, I have, by the second claim,8

significantly weakened the ability and subsequent9

innovators to build on the invention that was initially10

made.11

Indeed, I will not only -- when I buy that seed12

I will not only be faced with this patent provision, I13

will also be faced with a contractual provision in which14

I agree that I will not use the seed for any purpose but15

growing a crop, and now to broaden the logic, I will16

deliberately not be entitled to reverse-engineer the17

product.  The same thing as the quick wrap license on the18

software that 19

says I may not reverse-engineer this, I may not de-20

compile it.21

In short, we have the question:  To what extent22

an initial innovator who needs the innovation to create23

the breeding should be entitled to slow and complicate24

subsequent innovation, and subsequent innovation by25
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competitors of course.1

And I might note this undercuts a very2

traditional principle that anything that has entered the3

chain of commerce may be reverse-engineered freely, a4

standard principle trade secret law.  Currently we should5

have some questions whether I should be entitled to get6

that second kind of claim.7

Now, I think you can raise the same kinds of8

questions in almost all the others of these dimensions,9

which -- well, let me skip that one for the sake of time.10

Patents on an EST or research tool.11

We all know that it's relatively easy to find12

sequences of partial genes.  It is very appropriate, no13

question about that, that I should be entitled to obtain14

a patent on that gene as I -- that partial sequence as I15

use it as a research tool to try to identify the complete16

chain.17

Question:  Should I be entitled to claim the18

complete gene even if it was discovered and sequenced in19

some other way?  And that of course depends on the20

details of the claims that are granted in the patent21

office.22

Similarly, with diagnostic sequences, you have23

the question:  Of course you want to encourage people to24

discover new diagnostic sequences, but do you want them25
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to be able to keep people in a hospital from screening1

large numbers of patients for different sequences in2

order to make new discoveries about what's going on in3

the disease?4

I think this is one of the contemporary5

versions of this first problem of subsequent and follow-6

on innovation, and I think these examples should give us7

a sense of the way that problem plays out in the patent8

system, and also the way it may play out in some9

contractual provisions in which we attempt to do with10

contracts exactly what we might do with patents.11

The second paradigm I'd like to suggest is the12

contemporary extension of the traditional  leverage13

paradigm.  Of course we all said, following Bill Baxter's14

work and following the real -- you know, a little bit of15

microeconomic realization, that there's nothing wrong16

with tying.  And yet in some contexts there may be17

something wrong with tying.18

Now, it is not a patent case, but it's a19

software case, but it raises exactly the same case20

situation of Microsoft moving into the browser market. 21

We're concerned not so much that in the traditional22

leverage analysis, the question would be:  Does the tying23

enable the patent holder or intellectual property rights24

holder, does the tying enable that person to charge a25
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different price for people who use the product to a1

different intensity.2

And so we all said it's -- though, you know,3

the courts reached it in a bizarre ray -- it is quite4

right for IBM to be entitled to say "I will sell my5

computers for a little less, and sell my IBM cards for6

more, and if you use my computer you have to use my IBM7

cards," so that the heavier user of the computers use8

more IBM cards and pay more than the light user of the9

computers.10

But what's happening with Microsoft?  That's11

not what's happening with Microsoft at all.  What's12

happened with Microsoft is, it already has a very13

powerful position in the operating system market, it14

would like, by tying the browser to that operating15

position, to be able to gain a strong position in the16

browser market.  And, after all, there are network17

externalities in the browser market.  If you have the18

browser that two-thirds of the world has, especially if19

you manage to get some features in it that are used in20

some of the websites that are going to be contacted, then21

you have locked in a monopoly.  So you are using the22

leverage process now, in the presence of network23

externalities, in order to move from one monopoly24

position, or strong power position I should say, to25
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another one.1

Now I've given you two more examples, since I2

admit that one's copyright rather than patent, I've given3

you two more examples to show that the same thing can4

happen with patents and then with trade secrets.5

In the case of the video game the classic6

question is:  Can I require that when you buy my video7

game you buy your cartridge from me, and in one way or8

another, by patent device, trade secret device,9

contractual provision -- in one way or another try to10

prohibit other people from making video games for my11

cartridge?12

All right.  Same kind of leverage question --13

I'll come back in a moment to whether it's a good idea to14

apply restrictions.15

And then one which I ran into a couple of years16

ago.  Now when we make automobiles they are driven by17

carefully-controlled computer chips which carefully18

design everything so you reduce the emissions. 19

California of course was the leader in this.20

All right.  The computer program and the chip21

are arguably protected by trade secrecy.  If you would22

like to build a repair part for the car, or if you would23

like to repair it, you may need to know what's going on24

in that computer program.  If the company won't tell you25
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what's going on in that computer program then the company1

has an effective monopoly not only over the automobiles2

but over the after-market, including both repair and3

replacement parts.4

And I might just note for thinking purposes,5

automobiles today have computer chips in them, tomorrow6

everything will have computer chips in it.7

Now, I recognize fully I have questions in both8

these last two cases whether my models of network9

externalities really apply.  We all know that there's an10

antitrust law debate over whether the market for the11

product is a separate market from the market for repair12

and replacement part services, or whether or not those13

are really one market.  I recognize fully there's a14

controversy there, but simply flag the issue is going to15

be posed very often.16

And then in the middle one, the video game17

device, you know, are there network externalities?  Maybe18

not as it is.  But on the other hand, suppose we're19

talking about an internet game and a few games catch on20

very strongly and become something which is used by every21

game player -- you know, 60 percent of the game players22

in the country and therefore, of course, would23

effectively be used by a hundred percent of the game24

players in the country due to some form of network25
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externality and tipping behavior.1

So we have now a second paradigm, this leverage2

paradigm, which in a high tech sector looks quite3

different from what it does in things like the old4

International Salt case and the old IBM case and all5

these, all these old patterns.6

I think I want to say one more thing about it,7

that -- and it's really exemplified best by the Microsoft8

case -- note what my policy balance here is.  My policy9

balance is I know I'm going, especially if there's10

network externalities, I know I'm going to have dominant11

companies.  I know also that any company that is12

currently competing in a business should be a reasonable13

contender for the dominant position in the next14

generation of the business, and that in any high tech15

business there isn't one market, there's a market today,16

different markets tomorrow, still different markets the17

next couple of years, and the question is sort of what is18

the optimum probability that an existing incumbent is19

going to be knocked out in the transition from one20

generation of market to the next generation of market.  I21

would certainly say that's kind of the ultimate22

underlying issue which we have to face there.23

Now my third problem, I don't have such a sharp24

and crystal clear antitrust question, but I sure have a25
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hard set of questions.  As Bronwyn put it, on her work on1

the semiconductor industry, the semiconductor industry is2

fundamentally an industry in which everybody has enormous3

portfolio patents that nobody ever looks at, and4

everybody infringes everybody else's patents.  And if my5

portfolio is a lot bigger than yours, maybe you're going6

to have to pay royalties to me, but otherwise we won't7

really worry about royalties, we'll just kind of keep8

these portfolios of patents in case somebody is silly9

enough to sue somebody else, in which case you say,10

"Well, you're infringing my patents, wouldn't you rather11

negotiate."12

So, you know, we have a situation in which13

whatever the patent system is doing, it's doing something14

very different from the traditional models.15

I think clearly the semiconductor industries in16

this world -- I have a strong suspicion that the17

financial services industry will be in this world as we18

evolve through, you know, a generation of business method19

patents.  I wouldn't be surprised if the biotech industry20

ends up in this world, and, you know, there may be21

others.  But certainly this is not going to be an22

uncommon situation.23

Now in that situation -- no, let me give you24

sort of two serious antitrust problems that might well be25
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viewed as popping up in this situation.1

One is, suppose sitting there is one of the2

oligopolists, the three or four others were oligopolists3

too, we happily don't sue each other because we know4

we'll be sued back and therefore we give each other at5

least a tacit license, and we maybe give each other a6

formally explicit license with some kind of formal cross-7

license.  A competitor comes in, a new start-up, one of8

us sues him to keep him out.  Should that be an antitrust9

problem?10

And note kind of the pro argument is, it's the11

oligopoly rent for maintaining an oligopolistic situation12

that becomes the reward for the research we have built.13

On the negative side, pretty obviously, those14

patents aren't serving the same kind of incentive purpose15

that we were thinking of when we created the patent16

system.  And, indeed, it seems abundantly clear to me17

that in the semiconductor industry, as an example, the18

key incentives are built around the character of the19

product cycle, the character of consumer demand for ever20

more sophisticated chips and all this kind of thing, and21

the fact that, you know, you don't issue a -- you don't22

get a patent issued until your three, you know, three23

generations of product down the development cycle.  So,24

you know, strong questions whether or not how I want this25
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one to come out.1

Second example that I want to give you, because2

it's already been a significant antitrust question, is3

the question of what about the cross-licenses that we4

have for a particular purpose, like these cross-licenses5

between a variety of semiconductor companies, media6

companies, television companies, and so forth that we7

have for the DVD and MPEG standards and so forth, that8

have been approved by the Department of Justice.9

I think it seems abundantly clear, and10

absolutely correct under the traditional antitrust11

analysis, that a license arrangement like that is12

appropriate because we have zillions of mutually-blocking13

patents.14

But what would happen if indeed the royalty fee15

that was involved for charging for that were not simply16

enough to cover a reasonable share of the research costs17

and so forth, but the royalty fee was so big as to knock18

everybody else out of the industry?  I think we would19

then have some questions.20

Now these are obviously tricky ones, and I'll21

own up that I have an article coming out on this set of22

issues in the issue which comes out March 10th, of the23

Antitrust Law Journal, in which I attempt to explore the24

way the oligopoly rents and the incentives to innovate25
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compare with a number of firms in the industry, and then1

try to draw some of the -- you know, tentative I think2

would be the best way to put it -- tentative antitrust3

conclusions that come out of this.4

But I do think that these three patterns, this5

follow-on innovation question, the new-style uses of6

leverage, and the cross-infringing among oligopolies and7

what you do about it.  I think those are three of the8

most important and common patterns that we're going to9

see in the next generation of patent antitrust issues. 10

Each one is obviously a rule-of-reason kind of question11

because the balances are pretty high.12

MR. COHEN:  Thank you very much, Professor.13

Our final speaker before we head into14

discussion is Professor Robert Merges.  He teaches15

intellectual property and contracts right here in16

Berkeley at the Boalt Hall School of Law.  His primary17

scholarly interest is in the economic aspects of18

intellectual property rights, especially patents.  He's19

an author or co-author of several leading student20

casebooks on intellectual property and he has written21

numerous articles in both the legal and economics22

literature.  Professor Merges.23

PROFESSOR MERGES:  Okay.  Thank you very much.24

Well, it's an honor to be here, not only as the token25
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lawyer, but also just to be here.  I learn so much at1

these things that I'm madly scribbling notes as I go2

along.3

What I wanted to talk today about was what I4

call second-order patent scope.  A lot of the economic5

literature on patent scope implicitly centers on only a6

couple of doctrines in patent law, and, you know, we've7

made really good progress in exploring the economic8

effects of those doctrines, especially with respect to9

setting up this bargaining problem between pioneers and10

improvers, which, you know, now runs under the header of11

the cumulative R&D problem.12

But I wanted to bring into view a couple of13

other doctrines, and a couple of other issues that I14

think affect patent scope in the hopes that by enticing15

my extremely talented economist colleagues to be16

interested in them, I'll actually learn what they're17

about and how they work.  So that's my hidden agenda18

here.19

Traditionally, let's say in the last 10 years20

or so, the patent doctrines that we've dealt with,21

implicitly anyway in the economic literature, are22

doctrines of enablement and infringement.23

Enablement is the doctrine that says, to use24

Suzanne's very helpful terminology, how many future25
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options should an inventor be granted, how many next-1

generation products should a given patent cover.2

John Barton was talking about the problem of3

deciding whether an expressed sequence tag patent, the4

patent on a little gene fragment, ought to dominate or5

cover the full gene patent which comes along later.  And6

that's an example of how deciding the enablement question7

assigns the number of options that you're going to grant8

to the patentee.9

In the area of infringement the doctrine of10

equivalence -- this is one of the areas that has been11

talked about a lot -- especially the problem of whether12

or not the doctrine is going to be applied so as to cover13

improvements that came along after a particular invention14

was created.  That's what the lawyers call after-15

developed improvements, and that's very much consonant16

with the economic literature in this area.17

So these are doctrines which we now know18

something about from sort of an economic point of view. 19

But there are a lot of other doctrines that affect patent20

scope.21

First is the so-called written description22

requirement, which is an important determinant of what23

the economics literature now calls leading breadth, which24

is to say the number of embodiments of a particular25
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invention that are developed after an inventor actually1

files for a patent.2

A second, which is really a kind of a subtle3

mix of rules and doctrines, covers team research.  And4

I'm going to argue here that there's a kind of subtle5

favoritism for pioneering corporate teams, which I think6

is really interesting in light of a couple of the7

presentations that have been made so far, and of8

unpacking what those effects are and thinking about what9

economists might be able to teach us about them.  That's10

an interesting issue.11

Likewise double patenting.  Also kind of a12

complex doctrine that confers a subtle advantage on13

pioneers in the race for improvements.  I'm going to talk14

briefly about how that works and how, again, sort of15

economic perspectives can help us understand it a little16

better.17

The written description requirement often18

applies when a patentee amends claims after a patent19

application has been filed but before the patent issues. 20

And what happens is the patentee files a patent21

application but keeps an eye out on the market and sees22

what competitors are doing, and there's a certain amount23

of wiggle room that you have in amending your claims24

during prosecution.  And during that pendency period you25
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can actually amend your claims to cover, to explicitly1

cover competitors' products.2

There's a kind of -- this is a good example of3

what the economists call leading breadth, in the sense4

that you don't understand when you file all of the5

particular embodiments that you might want to claim or6

cover, but during pendency some of the competitors'7

products may come into view, and there's an opportunity8

to amend your claims during prosecution to actually cover9

competitors' products.  And I just spell this out here in10

kind of a longhand form.  The idea is that you can amend11

your claims specifically to cover competitor products,12

and I give an example of a case where this happened.13

And these issues, the question of whether the14

inventor, I in this little example, will be permitted to15

extend his or her claims to cover the competitor products16

that runs under the doctrinal heading of the written17

description requirement.  If you look at it sort of18

symbolically the way the issue plays out is whether or19

not, even though you enable a broad range of embodiments;20

that is to say, you generally teach people in your field21

how to build lots of embodiments, that's the lighter22

circle here.23

But the question is, did you really contemplate24

all those embodiments when you filed your application. 25
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And the subset of the big circle, which is labeled here1

"described," and I'm sorry it's a little hard to read, is2

the subset that the Federal Circuit now is saying, that3

you are limited to in terms of claim amendments.  And4

what this means is, in effect, that at least during5

pendency and at least when the other requirements for the6

written description requirement are met, the Federal7

Circuit has cut down on what the economists would call8

leading breadth.  The embodiments that your competitor9

introduces while your patent application is pending can10

no longer be included in your set of claims, or at least11

under some circumstances.12

Just like the original discussion of some of13

the issues on patent scope, I believe there's a lot of14

policy issues floating around in this legal doctrine. 15

And I believe it's the kind of doctrine that we'll have16

to start looking at as we broaden our understanding, our17

conception of what goes into patent scope.18

The notion of leading breadth has been19

championed by Suzanne Scotchmer and, a former Berkeley20

grad student, Ted O'Donohue, and the notion that they21

have is of course that the leading breadth is a key22

determinant in the bargaining or division of profits23

between the pioneer and the improver.24

And I call this a kind of short-term leading25
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breadth issue, the written description issue, because of1

course it only applies during the pendency of the patent2

application.  Once the patent is issued there's another3

set of doctrines that kick in that also affect this4

general topic, but that runs under the heading of5

reissuance.  There's a two-year limit on broadening6

reissuance which is another leading breadth issue that I7

don't have time to talk about today, and those of you who8

are bored by patent law will be thrilled to hear that.9

The second set of issues that I wanted to talk10

about in the what I call the second-order patent scope11

topic, are questions of portfolio-level scope issues, and12

in terms of sort of the conceptual issues, in terms of13

the intellectual richness I think there's a lot here that14

many of us can explore.15

I'm going to talk about two of them today. 16

There are a series of prior art rules that have to do17

with team research that in effect encourage a pioneering18

corporate research team.  And the way that that19

encouragement takes shape is there's a kind of subtle20

favoritism for the assembly of a fairly broad patent21

portfolio, or a relatively broad patent portfolio.22

And what I'm talking about here is the23

difference between the rules as they apply to a corporate24

research team, a big group of inventors who all work25
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together, as opposed to the way the same rules would1

apply if all of these inventors were separate, if they2

were independent entities.  And for various reasons --3

and a couple ways I'm going to explain -- the big team4

has an advantage, the big team can wind up with a broader5

patent portfolio than the individual people could if they6

invented in isolation and later aggregated their results. 7

Okay?8

And this grows out of a whole series of sort of9

procedural and substantive rules that developed over the10

years.  And if you're a fan of political economy you11

won't be surprised to learn that big corporate R&D is12

favored in patent law, because of course the constituents13

that push for legal rules and legal change in this area14

tend to be drawn from that world.15

Anyway, the second doctrine that I want to talk16

about works very much the same, and it's the so-called17

double patenting doctrine, which is really just kind of a18

variation on that theme of team research.19

The way it works in practice is, you see this20

first bullet item, inventions conceived and applications21

filed by team members do not count as prior art against22

other team members.  And what that means is that you23

don't have to worry necessarily about what the other team24

members are doing, you don't have to worry about the25



161

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

patents they file and the inventions they work on1

affecting the patentability of your own invention. 2

Whereas, if you were separate and working in independent3

entities, if all the inventors were separate, the prior4

work by each of them would threaten the patentability of5

each other's work.  That's just a kind of feature of the6

details of patent rules.7

What it means in practice is that there's a8

kind of relaxation when you have a team research project. 9

If you understand that if most of the people who are10

working on a particular problem are working within your11

corporate department you don't have to worry quite as12

much about their work in effect imperilling each other's13

patents.  And that can have a big effect sometimes in a14

fast-moving field.15

What this does is, as I say here, facilitates16

the building of what I call a pioneer portfolio.  And I17

just want to drop a footnote here and say that one of the18

things that characterizes what I would call the first19

generation cumulative R&D literature is a focus on20

individual inventions or individual patents.  But we21

heard from John Barton, and we know from just looking at22

the world, that out there in the real world the patent23

portfolio tends to be the more important unit of24

analysis.  Individual patents are a good kind of, let's25
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say a conceptual framework to work with, they're simpler,1

but in reality real business firms tend to deal in patent2

portfolios.3

And so one way to look at what I'm talking4

about this morning is just to say that I'm trying to open5

up the idea of exploring patent scope into the broader6

world of patent portfolios, rather than look patent by7

patent, a pioneer patent and an improvement.  What I'm8

talking about here is kind of looking across a whole9

portfolio of patents held by a firm, and then we would10

then talk about the pioneer portfolio versus the improver11

portfolio and, of course, it would get more complicated,12

but also I think more realistic.13

Another doctrine that affects patent scope,14

again at the portfolio level, is this notion of double15

patenting.  And my students who are in attendance will16

hear a sickening amount of detail on this later in the17

semester, but I'll give you the quick version now.18

In general, if two independent inventors try to19

patent obvious variance of each other's inventions20

they're not going to get very far, but the double21

patenting doctrine permits this to happen, where two22

inventors work for the same inventive entity, where they23

work at the same corporate R&D lab basically.24

And there's a subtle favoritism here of25
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pioneers over improvers in the race to develop1

improvements, because what often happens is that once a2

pioneering discovery is developed and filed the race for3

improvements begins, but in many ways -- and I don't4

think the literature has necessary understood this very5

well -- in many ways the pioneer has a leg up, they have6

a head start in the race for improvements.  Obviously7

they have an informational advantage, they developed the8

pioneering invention.  We all know that because patent9

applications are secret they have a legal advantage, at10

least for the 18 months now that the patent applications11

are secret.12

But what I'm talking about here is an13

additional advantage.  There's the ability to spin out14

some obvious variations on the pioneering invention, not15

only during the pendency of the first patent application,16

the pioneering patent application, but also for a short17

time thereafter.18

The tradeoff in this doctrine is that you can19

file patents for obvious variations, but the law requires20

you to file what's called a terminal disclaimer, which21

requires you to limit the patent term of the second22

patent so that it coincides with the patent term of the23

first patent.  From a policy point of view this has an24

obvious source in the understanding that we shouldn't25
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allow patents on obvious variations to in effect lengthen1

the term of the patent, and that makes a certain amount2

of sense.3

But what I want to point out this morning, and4

relate it to the very excellent summary of the existing5

literature on patent scope, is that in this literature6

length versus scope is a tradeoff that's well understood. 7

And the legal rule that focuses only on the patent term I8

think fundamentally misunderstands how important scope9

is.  To put it in the context again of the Mark10

Schankerman study that Suzanne Scotchmer was talking11

about, the full patent term is often not what's really12

important, scope is often much more important.  And if13

that's true, then the fact that you can file a terminal14

disclaimer doesn't really hurt the patentee much.  So15

it's been viewed, you know, in the legal system as kind16

of a tradeoff.17

Well, we'll allow a kind of implicit broadening18

of the portfolio at the expense of this terminal19

disclaimer.  It might not be much of a tradeoff at all. 20

And I simply point out that inherent in this notion of21

double patenting is this kind of invisible built-in22

favoritism for the pioneering firm, and it's a favoritism23

that might not really cost them much because the terminal24

disclaimer mechanism doesn't really have much bite.25
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Okay.  I'll just take an excerpt from a recent1

case on double patenting that sort of explains what the2

doctrine is about, and I just highlighted the key part of3

it, is where the Federal Circuit says double patenting --4

I'm going to paraphrase here -- enables some limited5

protection of follow-on improvements.  Okay?  And again,6

this is just an explicit judicial recognition of the fact7

that double patenting favors the pioneer in the race for8

improvements.9

To revert to Suzanne Scotchmer's talk, I just10

want to say that there may be good reason to do that, it11

may well be that having that broad pioneer portfolio is a12

very helpful inducement so we'll get more pioneering13

invention.  It may also be the case that in setting up a14

race for improvements we might want to favor the pioneer15

for a whole variety of reasons.16

My point this morning is simply to say there is17

a legal rule that does that, and it does impact patent18

scope and it's something that we might want to think19

about.20

I couldn't come into a setting like this21

without talking about another topic.  And I'm sorry I'm22

running over, but I'll try to be as brief as I can.23

In some ways our focus on legal rules and24

doctrines as interpreted and applied by the courts misses25
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probably the biggest source of intellectual property1

scope, which is Congress.  There are all kinds of bills2

proposed in any given time, and the number grows over the3

years, has grown rather precipitously, and in all kinds4

of ways Congress is expanding patent rights -- and also5

expanding other IP rights, but that's a topic for another6

day.7

And I just, you know, have a quick reference8

here to Doug North, who says you've got to watch the9

legislature, there's no guarantee that they're going to10

get the allocation of property rights correct.11

In light of that, I just wanted to point out12

that the Supreme Court recently granted cert in a case13

that wouldn't seem to have much to do with what we're14

talking about this morning because it's a copyright case15

and it has to do with an extension of term as opposed to16

scope.  However, there is the potential here for a kind17

of new monitor, there's a potential here for a whole new18

player in the game of patent scope and IP scope19

generally, and that's the Supreme Court.20

If they choose to, they could announce21

something that looks like some kind of constitutional22

restraint on rent seeking.  And I would say in terms of23

the overall system, one of the things that the FTC and24

the DOJ ought to be doing is watching that process25
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carefully and encouraging it in a healthy direction,1

because I think a lot of the action in the intellectual2

property world happens in Congress these days.  Not that3

the doctrines I'm talking about aren't important, they4

are, but a lot of the additional strength and scope of IP5

rights is happening legislatively.  And as long as we6

treat that as a given, something we can't affect,7

something that's not a policy variable, in some sense we8

may be missing one of the main events, and so I thought I9

ought to point that out.10

Anyway, sorry to run over.  Thank you very11

much.12

MR. COHEN:  Thank you very much.13

We've certainly heard a variety of approaches14

to these issues, at least three paradigms have been15

presented over the last couple days, and in one of our16

earlier sessions probably even more than that, but three17

that strike me.18

One is the idea of vesting strong rights in the19

initial innovator, perhaps going so far even as to bar20

follow-on innovators from patenting and relying on ex21

ante licensing to develop a good result.22

Another approach suggested is to limit the23

extent of first generation protections, so that follow-on24

innovators are left free to proceed.25
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And a third approach is to vest both initial1

and follow-on innovators with patent rights and let their2

mutual ability to block each other lead them to some form3

of ex post cross-licensing.4

What I think I'd like to do is just throw these5

different models and any variants that you want to come6

up with out on the table for our panelists to discuss the7

various tradeoffs between them and help us in assessing8

how each of them leads to maximizing welfare.9

Anybody want to start?  Well, maybe I'll start10

us off with Suzanne and the idea of stressing the first11

innovator.  You've, in some of your writings I know,12

talked about the idea that if you want to maximize13

innovation you want to give full value to the first14

innovator because that would give the incentive at least15

to develop any efficient innovation out of that.16

One of our panelists in Washington, Jim17

Langenfeld, pointed us to the work of Landes and Posner18

and helped extend that, and told us that the place along19

the spectrum of property protection, intellectual20

property protection where you maximize innovation is a21

little bit different from the place where you might22

maximize welfare, perhaps slightly less strong protection23

maximizes welfare because it takes into account the24

values of competition.  How does this fit into your25
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thinking?1

PROFESSOR SCOTCHMER:  Well, of course, welfare,2

in a deep sense there shouldn't be a contradiction3

between innovation and welfare because innovation is a4

component of creating welfare for consumers.  So of5

course it's a conflict between two ways of creating6

welfare for consumers, which is to create welfare by7

encouraging innovation or to create welfare by keeping8

prices low, and that of course in the end is the tension9

between intellectual property and competition policy.10

When Robert Stoner brought up my paper that you11

just reiterated, that if you were really only concerned12

about the innovator you might want to go so far as to13

give strong rights to a first innovator so that14

everything subsequent infringes so that you're protecting15

the subsequent innovations not by giving them their own16

intellectual property but by giving -- but by making sure17

they infringe a prior patent and protecting them thereby18

with the prior patent rather than...  Okay.19

So when you brought that up I wrote a note to20

my neighbor, John Barton, that said, "This is in the21

category of most regretted paper,"  too clever by half.22

There is something true about that, in the23

sense that it is true that if you create a situation24

where one piece of intellectual property infringes25
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another, you can protect the infringing by an exclusive1

license on the infringed.  That is absolutely true.2

Where that line of reasoning is extremely3

misleading, though, is precisely in the context of not4

the two-generation cumulative context that's mostly been5

our focus here, but rather in the broader cumulative6

context where you have an infinite sequence, if you will,7

of leapfrogging improvements, sequential innovators in8

the market that keep going on and on, who all exist more9

or less, not simultaneously, but with kind of -- in10

parallel, there's no notion of first and second because11

every innovator will be both first and second.12

And in that context, you know, suddenly that13

changes the focus.  Suddenly the question there is not14

how do you divide profit between the first generation and15

he second, because there's no such thing, the question16

becomes what's the total level of profit, what's the17

profit flow, if you will, in this market that's being18

generated for these innovators, because the profit flow,19

just looking at the profit flow that's going to generate20

the incentives to want to be the next innovator in the21

market.22

Now, how do you increase or decrease the23

profitability of being the current incumbent in that kind24

of market where, you know, you have firms leapfrogging25
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each other?1

Well, what is it that constrains price?  Think2

of it that way.  What is it that constrains how much3

market power the current incumbent has?  That which4

constrains market power is the distance between the5

incumbent and his closest competitor, which would6

typically be the previous incumbent.7

Now, how much distance will there be?  That is8

a question of patent breadth, so the thing that9

determines who gets to compete in the market is the10

distance between them that's required not to infringe11

each other's patents.  Fundamentally that's a question of12

patent breadth.13

Now there are also questions of, you know, the14

patentability standard, what's required to get a patent. 15

But fundamentally that's a question of patent breadth,16

because the thing -- if you're within the patent breadth17

you can consolidate your patents and consolidating the18

patents will increase the flow of profit by putting more19

distance between you and the next previous competitor,20

and increase the flow of profit.21

So it's fundamentally a question of22

intellectual property policy, but going back to my23

previous remarks, if the agencies viewed it as their24

business to support innovation in a proactive way, it25
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could also be a matter of competition policy, allowing1

consolidation of rights along that quality ladder that2

perhaps might not be justified by the intellectual3

property itself.  Pretending as though we had blocking4

patents when in fact we don't, for purposes of5

competition policy.6

I think that's an open question.  It's not the7

current practice of course.8

MR. COHEN:  Yes.9

PROFESSOR BARTON:  Let me first add a -- I want10

to respond to Suzanne, but let me first add a possible11

fourth version to your list of options, which may be a12

variant of the third.  And this is the research exemption13

dependency license, some way that, at least during the14

research phase, a subsequent innovator has a right to use15

a patented invention, with or without a royalty of some16

type, with, of course, being subject to clear veto by the17

initial patent holder if the final product happens to18

infringe that initial patent.  You know, there are some19

options of that type in there as well.20

But I most wanted to respond to Suzanne and21

your general discussion by pointing out there's also a22

dimension of the sociology of innovation, which leads me23

to want to have as many people involved as possible.24

And my two examples are the laser.  Whatever25
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you might have thought of when the laser was invented,1

you probably -- you might well have thought of energy2

delivery to a particular point.  Would you have thought3

of radial keratotomy?  Would you have thought of using a4

laser for surveying?  Would you have thought of using a5

laser as a read-in/read-out device on something like a6

CD-ROM?  And the fact of the matter is, you know,7

different people bring different ideas, and it's good to8

have different innovators attacking.9

My other version is when we freed up everybody10

and said "you didn't have to tell -- you didn't have to11

get permission from AT&T to bug something into the phone12

networker," we didn't just get cheaper telephones, we got13

designer telephones and modems and faxes and et cetera,14

et cetera, that there's some benefit I think in having a15

certain multiplicity of innovators able to work with an16

initial group of ideas.17

PROFESSOR MERGES:  Yeah, actually I had a point18

on that too.  I think that's a very well-taken point, and19

I think, you know, looking at how the innovation20

communities are sort of imbedded in different21

institutions is really essential if you're going to get a22

full picture.23

And I just wanted to mention in that respect,24

pick up on something that Suzanne said.  You know, she25
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was talking about some of the social welfare loss that1

you might have if you had a Kitch sort of coordination2

paradigm where you were awarded a broad prospect patent,3

and the notion was that, you know, there might be a lot4

of private gains from coordinating the development, but5

there might be some social welfare loss as well.  And I6

think that's true in general.7

But I wanted to point out that university8

licensing offices are often in that same situation.  And,9

you know, those of us who know the university licensing10

people know that because of their situation within11

universities they do not take a strictly profit-12

maximizing view.  And what they do when they have13

something that's a kind of a broad gene patent, like in14

Suzanne's example, they tend to restrict each licensee to15

a particular field of use.16

And the idea is they don't want to give an17

exclusive license so that we only get one therapy based18

on a particular gene sequence, or some basic discovery. 19

They try to encourage that multiplicity of applications20

which the models tell us will happen if you open up the21

broad prospect to a lot of competitors.22

So, it doesn't mean that AT&T would have23

benevolently, you know, licensed access to the plugs if24

only we'd waited long enough.  It just means that the25
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innovator and the person who holds the broad property1

right may in some cases have some incentives, and2

sometimes they're not even financial incentives, to do3

that.4

It's just one cautionary note, when we look at5

these sort of models strictly in the abstract, and6

university licensing offices are really an interesting7

example of entities that in a sense hold a lot of8

options, but for various reasons decide to give them away9

or not enforce them.  I think the non-enforcement of the10

property rights is a really interesting feature of the IP11

system that we haven't looked at.12

Most of our models kind of assume maximum full-13

bore enforcement whenever possible.  And one of the14

things that we observe in the real world is that that15

doesn't happen.16

Does that mean we shouldn't grant broad rights17

in hopes that people will elect to not enforce?  The18

policy implication is complex, but it's a fact people19

don't always enforce their rights, and sometimes they20

don't enforce their rights for profit-maximizing reasons. 21

Anyway...22

MR. COHEN:  David.23

PROFESSOR TEECE:  Well, I think we can sort of24

all agree that there's a great benefit to variety and so25
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forth.1

But I'd like to pick up on John Barton's2

comment about cross-licensing, because, you know, in the3

semiconductor industries you recognize that is an4

industry where people pretty much do enforce their5

intellectual property rights.  But I was struck by the6

fact that you came away thinking that there was sort of7

nothing beneficial, this sort of happened and this was8

sort of a perversion of the patent system.9

When you look more closely at it what you10

discover, of course, is that it's not just simply11

everyone cross-licensing everyone, there's certainly a12

lot of that, but some folks who don't have intellectual13

property end up paying, so they're balancing payments.14

And it seems to me that, one, you know, the15

major players do license and they don't actually use16

intellectual property to keep people out of the industry,17

they just simply use it as a way to extract a fee.  So18

the latecomers who didn't, you know, incur a lot of those19

early expenses end up, you know, having to pay something,20

and you seem to me that you've solved the classic sort of21

free-rider problem.22

So in that context I'm struck by the fact that23

you don't see anything socially beneficial in this cross-24

licensing arrangement when it seems to work pretty well,25
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and I don't think anyone would claim that the1

semiconductor industry is not advancing at a very rapid2

pace.  You've got rapid innovation, strong intellectual3

property, cross-licensing that doesn't seem to stand in4

the way of new entrants, but you do end up some wash5

payments going back and forth.6

So what's the problem?  Did I miss something?7

MR. COHEN:  I see Suzanne's tent up, but I8

think I should give John a chance to...9

PROFESSOR BARTON:  I guess what I see is a10

great deal of legal churning.  In other words, I think if11

you would ask an executive in the semiconductor industry12

they would say, "We have to build the portfolio because13

we risk getting sued, but that's not why we're investing,14

that's not why we're investing in research; therefore,15

we're expending a significant amount on legal bills to16

apply for patents and on occasion, of course, to defend17

ourselves."18

It isn't clear that the system is contributing19

in fact, there are other sets of motivations in a20

particular industry that are leading to the high level of21

research, and the patent game is sort of a fallout of22

that that you engage in because of the risk that you're23

competitor will engage in it and sue you, as happened24

when Texas Instruments started the litigation early on.25
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Indeed, I think I can add, the risk of1

litigation is strongest if a company is not making it in2

the marketplace, because then it has smallest market3

share and, therefore, least risk of counter-claims and4

counter-royalties, but the greatest chance it has of5

asserting whatever portfolio it has against its6

competitors.7

There are some fairly perverse aspects here.8

MR COHEN:  Suzanne and then Bronwyn.9

PROFESSOR SCOTCHMER:  I liked Rob's optimistic10

view, especially of university licensing and patenting,11

but maybe the way to think about that is that, you know,12

it's possible to hold a patent of any type, in particular13

a pioneer patent, and use it in a copy-left kind of way14

as opposed to a -- that is -- and one might want to15

stylize the difference between using the intellectual16

property in a copy-left kind of way as opposed to a17

proprietary kind of way, as precisely the difference of18

coordinating follow-on research for private gain rather19

than social gain.20

PROFESSOR HALL:  I just want to go back to the21

discussion between David and John, of course, on22

semiconductors.  John said if we asked a semiconductor23

executive, I think I just want to underline that I -- we24

did ask semiconductor patent executives, CEOs in some25
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cases, in the case of small firms, and patent attorneys1

in the case of large firms, and they said exactly what2

John said, which is that they were -- the system works3

but there's a lot of resource waste.  They did not view4

it as important for their innovative activities, they5

viewed it as essential for preventing them from facing6

the threat of preliminary injunction and shutting down7

manufacturing plants because they were infringing in8

their manufacturing of semiconductors.9

Most of them could not think of anything they10

would miss if the system went away, except that they11

thought that entry into the industry would actually be12

harmed.  Not assisted, but harmed.  Because the positive13

benefit of the patent system that they pointed to, and14

these were people in large firms, was the fact that it15

enabled new entrants to obtain financing to enter the16

industry.17

Now, this is of relatively small effect18

compared to the amount of money that was being spent on19

patents, but it's still something, it was something to20

keep in mind when thinking about the system.21

But they were -- even the patent attorneys, the22

patent counsel themselves were not of the view that this23

system was creating a lot of value on the whole, which24

was, you know, a little surprising since those are the25
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people that are most heavily vested in the system.1

MR. COHEN:  Okay.  I think we can return to all2

these issues a little bit later, but I think we could all3

use a short break.  Let's figure about 10 minutes, and4

let's say 11:15, we'll try to start right then.5

(Whereupon, a brief recess was taken.)6

MR. COHEN:  All right.  I think we can resume.7

Our next speaker is Professor Bronwyn Hall, in8

the Economics Department here at the University of9

California at Berkeley, and a research associate of the10

National Bureau of Economic Research, and the Institute11

for Fiscal Studies in London.  Her current research12

includes comparative analysis of the U.S. and European13

patent systems, measuring the returns to R&D and14

innovation at the firm level, and studying recent changes15

in patenting behavior in the semiconductor and computer16

industries.  Professor Hall.17

PROFESSOR HALL:  Thank you.  I want to first18

of all try to remember to speak into the microphone, and19

secondly to thank the organizers for inviting me to20

participate in a panel with such distinguished people.  I21

really enjoyed listening to the first part of the22

session, and I'm looking forward to hearing David's23

remarks.24

I decided that I would talk about something I25
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know something about rather than talking about antitrust,1

namely patents and their effects on the innovation2

system.  So I'm going to focus on that.3

I have the usual economist's view of the patent4

system as a somewhat necessary evil, which is to say that5

-- so I'm stepping aside from the whole property rights6

approach to the analysis of patents.7

But with a patent grant we're trading off this8

short-term monopoly in return for the two most important9

things I think out of the two that Stoner listed earlier10

where, first, the incentive to innovate, the thing that's11

been analyzed the most by economists; and, secondly, the12

publication, the early publication of information about13

the invention, rather than the use of secrecy to protect14

innovation.15

Now, this view, a sort of skeptical economist's16

view of the patent system, was well stated 50 years ago17

by Edith Penrose, and I'm grateful to Josh Lerner for18

informing me that Fritz Machlup, who is also known for19

having said essentially the same thing, presumably had20

her quotation in mind when he said what he said about the21

patent system.22

But the problem here is that it's difficult to23

make a conclusive case in many situations for introducing24

a patent system, but it's also difficult to make a25
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conclusive case for removing or limiting it once it's in1

place because institutions and organizations and firms2

adapt to whatever rules and regulations you place in3

their way.  And I think that's one of the things that4

we've learned from our empirical research.5

Now my take on this -- on the broad subject, I6

sat down and I said, "Okay, what do they mean by IP7

innovation and competition?"  And I thought I would --8

the blue on the slide is intended to highlight the area9

where I think -- I'm going to just tell you what I know10

so far -- which is to say, this is the patent system as11

viewed by a two-handed economist, of which I am one --12

okay? -- and I'm not going to repeat the old saw about13

the need for a one-handed economist -- which is basically14

there -- it has benefits for innovation in the sense that15

it should, and I think probably does create incentives16

for research and development in some areas, and17

innovation.18

It has a cost, which is that it can impede the19

combination of new ideas together and new inventions20

together, and subsequent innovation, depending on exactly21

how it's structured.  The reason for that is22

fundamentally because in the presence of licensing it23

will substantially raise the transactions cost of24

reaching agreement.  And I'm sure many of you are25
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familiar with the extreme version of this argument, which1

is the Heller and Eisenberg article about the tragedy of2

the commons -- the anti-commons, sorry.3

The second benefit cost tradeoff, and the one4

that I'm not going to spend as much time on, is the5

competition side, what do we think the effects of6

intellectual property would be on competition, and we've7

discussed that a lot already this morning.8

And the things that I can identify as benefits9

are primarily that it does facilitate the entry of new10

small firms or new inventions in situations where the11

producers of the innovation have relatively limited12

assets, tangible assets to protect and therefore have in13

a sense only an idea.  And being issued ownership of that14

idea is an advantage both in securing financing and just15

being able to exploit the innovation.  And, of course,16

absence of that might mean that you would never produce17

the idea in the first place.18

Why do I emphasize this point?  I emphasize19

this point because for me one of the most important20

safeguards for competition is to make it easy for new21

entities to enter.  That's the thing that drives profits22

down to zero, that's the thing that in a sense limits23

market power in the long run, is facilitating entry.  And24

so I am concerned about things that do that.  And I25
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thought, you know, the AT&T example, the regulated1

industry example was a good example in that setting.2

And the cost of course is the short-term3

monopoly, and I think right now, today, we're worried4

about the fact that short-term monopolies which enable5

you to take over dominance in a network industry may put6

you in a position that lets you extend the length of the7

monopoly longer than the typical patent term because of8

cumulative -- really because of switching costs in many9

cases.10

Okay.  So the question I addressed myself to11

was the question that Bob Stoner actually did a really12

nice job of surveying.  So of course, like everybody13

else, I feel, you know, a little bit like some of my14

presentation is a waste of time.  So what I'm going to do15

is focus on the things that I know about the answers to16

the question:  Does the patent system increase innovation17

activity from the empirical side -- okay? -- rather than18

from the theoretical side?19

And why do I emphasize that?  Because if you20

have theories which tell you it could increase it or it21

could decrease it, then inevitably it does become an22

empirical question, and in particular it depends on what23

time period we're talking about, and it depends on what24

industry we're talking about, and it depends on a lot of25
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factors in the environment.1

Now, what I put up here was two pieces of 19th2

century evidence, and I'm -- not because I think we're3

moving back to the 19th century, but because the 19th4

century was a period when there was more variation in5

patent systems and more things going -- being introduced6

and stopped and so forth than there is today, at least in7

developed countries, in countries that were otherwise8

rather similar.  Okay?  We have a lot of variation today,9

in spite of what you read about the TRIPS agreement, but10

much of that variation is between economies that are so11

different in other respects that it's very hard to12

conduct an experiment of this kind, which is basically to13

say "change the patent system, what happens to innovation14

activity."  Two things.  Okay.15

One is, a graduate student of mine has studied16

this by measuring innovation by measuring inventions at17

world fairs and expositions across many countries.  And18

she basically finds no effect on overall innovative19

activity within a country of having a patent system, or20

having longer or shorter patents.21

But she does find that the industries in which22

innovators innovate are influenced by the presence of a23

patent system.  They tend, when there is no patent24

system, to go towards industries where trade secrecy is25
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more important and more salient, where they're able to1

protect their inventions with trade secrecy.  In other2

words, they do respond somewhat, but only in focus not in3

levels.4

The second finding is a new one which -- by5

Josh Lerner which -- I don't know, Josh may have talked6

about this at some point to at least some of the people7

in this room --8

MS. GREENE:  He hasn't.9

PROFESSOR HALL:  He didn't talk about this at10

all?11

MS. GREENE:  No.12

PROFESSOR HALL:  I actually found this very13

interesting.  He has compared patent systems in the 19th14

century across a great many countries and identified many15

changes where -- many times when the systems were16

strengthened, and he has asked, "After that strengthening17

what happened to patenting," sorry, "What happened to18

innovation and patenting in the countries where it was19

strengthened?"  And what he finds is that foreigners tend20

to patent more in a country when the patent system is21

strengthened.22

Domestic firms do not.  Nor do they increase23

their patenting in Great Britain, which at the time is24

the big economy where they have a big market -- okay? --25
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because these are mostly European firms.  In other words,1

the interpretation of that is the domestic firms weren't2

innovating more because they weren't increasing their3

patenting in Great Britain, but foreign firms, seeing4

that there was a stronger patent system came in and5

started patenting in that country.  Okay.6

Now in the 20th century evidence -- we'll skip7

over Hall and Ziedonis because that was mentioned,8

Branstetter and Sakakibara was mentioned -- there is one9

cross-country comparative piece that looks like Lerner's. 10

And in that piece, by Walter Park and Ginarte, what they11

found was that there is some evidence that the strength12

of intellectual property rights, including -- one of the13

measures they use is the -- is whether your country14

covers pharmaceuticals because up until TRIPS many15

countries did not cover pharmaceuticals, they did not16

allow patenting of pharmaceutical products, and even of17

some chemical products -- what they found was that that18

was somewhat positive for research and development, it19

did -- countries with stronger IPR rights, developed20

countries with stronger IPR rights did tend to increase21

their research and development.22

I won't go into the details of Baldwin's study,23

but it's a study on Canada, and basically it does seem --24

it doesn't -- it seems to be somewhat pessimistic on25



188

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

whether patenting is increasing innovation.1

Some of you are familiar with Bessen and Maskin2

who have argued that the software industry was doing fine3

without strong patent rights.  The evidence that they4

give is not very strong; however, I think that what you5

can point to is some changes in organization within the6

software industry since patent rights became -- ease of7

entry with pure -- as a package software entity,8

internet, the internet industry.  I think, I think much9

of this reflects the activities in those industries, not10

the industry itself but the activities in those11

industries reflect the rise of software and business12

method patents.13

Now, I have to confess at this point that one14

thing that isn't in my biography is that I'm a dinosaur,15

and I have a very small niche product software firm which16

was established in the pre-patent era and has always17

viewed copyright as the appropriate protection, and18

operates in an industry without -- that does not, by in19

large -- a niche of the industry, which does not, by in20

large, worry about patent rights, so I'm a little bit21

biased in this respect.  Newer entities, newer entrants22

tend to have different views.23

I cite here Lanjouw and Shankerman, and I24

finally go on to talk -- let me talk a little bit more25
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about Cohen and Levin, because that's the survey1

evidence, and that was cited -- that was alluded to by2

Stoner, and I think what's interesting about that survey3

evidence, they surveyed R&D managers.  That's the first4

thing to understand.  Okay?  So the people they were5

talking to were the research and development executives6

at firms.7

It was two surveys 10 years apart and they both8

reached the same conclusion with respect to patents,9

which is that they were not important for securing10

returns to innovation except in pharmaceuticals and11

possibly some small mechanical-product industries. 12

However, they were important for defensive purposes for13

blocking and for a variety or other things.14

And Arora has built on this, Arora and his co-15

authors have built on this basically to, you know, focus16

on the pharm and biotech question.  Okay.17

I want to just conclude and spend a little time18

talking about the four conclusions I've reached from19

reading this literature, which I obviously didn't do20

justice to by quickly going over it.21

The first thing is, it's unambiguous that if22

you strengthen or introduce a patent system you will23

increase patenting activity.  That's the strongest result24

that comes out of the literature, it's no surprise to25
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anybody.1

You will also increase the strategic use of2

patents if -- in that setting.3

It's much less clear that you get an increase4

in innovation activity, although you may get some5

redirection towards things that are patentable and/or are6

not subject to being kept secret within the firm.7

Three and four are, if there is an increase in8

innovation due to patents it's likely to be centered in9

pharmaceutical and biotechnology, and possibly specialty10

chemicals, and I include agricultural chemicals there.11

The existence and the strength of the patent12

system -- and this is where -- may be a relatively newer13

thought -- does affect the organization of industry, and14

this is -- again, this is going to bear on the antitrust15

issues -- because what it does is, it allows trade in16

knowledge.  I am hoping here that you've heard from17

Ashish Arora, or are going to hear from Ashish Arora --18

did he speak yesterday?19

MS. GREENE:  Yesterday.20

PROFESSOR HALL:  Yeah.  Because this is a21

subject about which he can speak eloquently.22

And what trade in knowledge does is, it23

facilitates vertical disintegration of knowledge-based24

industries, and we saw that in the semiconductor25
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industry, where you now have firms that are mostly1

designed, and being mostly designed, being able to2

produce the design for a chip but not necessarily3

manufacturing it, sending your manufacturing over to4

merchant firms in Taiwan or even, you know, to firms in5

the valley, it's facilitated if you know that you can6

protect your design ideas and your inventions via the7

patent system.  Okay?  So that's a vertical8

disintegration taking place, and specialization.9

And the second thing is the thing I mentioned10

before, which is it facilitates the entry of new firms11

that possess only intangible assets.12

So, you can expect the patent system to have13

consequences for the organization of industry.  Once14

you've had those consequences it's difficult to then15

change the system drastically because not only will you16

actually weaken the current way industry operates, but17

the other thing that happens of course is you've created18

a whole bunch of people that have vested rights in the19

system.  All right?  And that is obviously going to20

inhibit the -- your ability to change it, to change it21

very drastically.22

Okay.  That's all I want to say.23

MR. COHEN:  Our final speaker will be David24

Teece.  He is an applied industrial organization25
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economist and an economics professor here at the Haas1

School of Business.  He has testified before Congress and2

government agencies on regulatory technology and3

antitrust policy, and he's authored, oh, over 150 books4

and articles.5

David.6

PROFESSOR TEECE:  Thank you.  Since I'm the7

last speaker I thought I would take advantage of the last8

slot to sum up a little bit on some of the things I heard9

yesterday, as well as today, and to congratulate the10

agencies for I think finally stepping out and endeavoring11

to address these very hard questions that we have before12

us around dynamic competition and the relationship13

between intellectual property and antitrust.14

And let me begin by saying that I thought15

something very important started to happen yesterday on16

the panel, and that is that people let their hair down,17

and once you let your hair down a little bit I think you18

have to -- if you're honest, you have to end up saying,19

"Gee, a lot of things are different if you start20

factoring in the innovation story and if you have to take21

intellectual property into account."22

I don't think we can pretend much longer that23

the old static approaches really work, even though I24

recognize that from the agencies' point of view they have25
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to create certainty, so this is the great conundrum.  You1

don't want to let your hair down too much because you2

have to provide some degree of clarity and guidance to3

industry with respect to enforcement.  And so it's4

inherently the case that the agencies must be5

conservative, which puts into context the exercise we're6

going through here, because this is a chance for the7

agencies working with academics to really take the lid8

off and probe further.9

I was struck by one of the remarks that Dan10

Rubinfeld made yesterday, which is that once you dig11

deeply here two things happen:  you recognize that the12

cost of getting it wrong goes way up, and also13

potentially the benefits of getting it right go up.  So14

the agencies should like this because in some sense it15

means the payoff to what they do is greater in the new16

economy than possibly it was before.17

But at the same time, I think it means, because18

of the lack of understanding on a lot of these issues,19

that there's no place for hubris and that in fact there's20

plenty of room to roll up one's sleeves and get down to21

the hard work, such as is taking place yesterday and22

today.23

Let me just make a comment first of all about24

Howard ShelanskI's survey yesterday, because we got two25
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extremely important surveys of the literature, and1

Shelanski had the job of sort of looking at the2

relationship between market structure, firm size and3

innovation, and he summarized for us what we all know. 4

Namely, there really isn't much effect.  I suppose5

there's almost two generations of scholars now that have6

plowed that turf, and someone maybe out at some point7

will come up with some better metrics and maybe we'll8

find some small effects.  9

But I think we need to stand back from it and10

say, "Well, why is it that we're not finding a11

relationship, or much relationship between market12

structure, firm size and innovation," and I think the13

answer is, "Well, there isn't much of a relationship."14

And in a business school that's not surprising. 15

If you take a course in the management of technology or16

in innovation, and if at the end of the class you were to17

ask the students, "Well, what are the main factors18

driving innovation," I don't think they would have market19

structure, or a lot of the traditional things that20

economists look at, near the top of the list.  They21

probably wouldn't be on the list at all.22

In fact structure does matter, but the23

structure that matters the most is the internal structure24

of the firm.  And there are many, many articles in the25
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strategy literature and the innovation literature that1

speak to, you know, incentive questions, speak to2

questions about centralization, speak to questions about3

bureaucratic decision-making.  There's a long litany of4

things that are important, firm-level determinants of5

innovation, but firm size is hardly one of them.6

And to the extent to which, you know,7

historically and through Schumpeter or whatever, the8

financial resources of firms mattered, that link has also9

substantially been broken by the venture capital10

industry, so that while it's true that in many -- for11

many large firms there's a strong -- the best determinant12

of R&D spending is cash flow, once you get down to13

smaller firms it's not cash flow, it's venture capital14

funding.  And the basic sort of historic links that15

existed between access to capital and corporate16

treasuries has really being broken quite some time ago.17

All of this says we shouldn't be surprised by18

the lack of a strong statistical relationship.  It's not19

to say there aren't some, and no doubt some will be20

found, but the level of explanatory power that we're21

going to get from looking at the traditional metrics I22

don't think is ever going to get high.  But, there's lots23

of other things that help us understand why.24

Unfortunately there's not a lot that naturally25
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the agencies can get their handle on, although over time1

-- and I think particularly in the context of mergers and2

acquisitions, one can begin to understand how aspects of3

the internal organization of the firm affect economic4

performance.5

And indeed, I found it striking that yesterday6

the languages of competencies and capabilities and so7

forth, some of the things that I always thought were8

important, and that in the corporate strategy literature9

are frequently referred to, are now getting into the10

lexicon of antitrust.  Complimentary assets,11

competencies, capabilities, these factors -- you know,12

these are some of the tools that one can use to try and13

understand the process.14

Let me also just dwell for a moment on some of15

the points that Hal Varian was making when he talked16

about his half-baked ideas.  Those, such as myself, that17

respect Hal will recognize that one of Hal's half-baked18

ideas is just as good as most people's fully-baked ideas.19

And he stressed -- in fact, drawing on the20

examples that Gilbert put out -- the importance of21

competition for monopoly as a primary driver of the22

innovation process.  And I think indeed that's -- you23

know, that's what you see in many industries, it's the24

opportunity to compete for a monopoly which is25
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significantly motivating, and it tends, but does not1

guarantee, that you'll -- the competition will play2

itself out in the form of a number of transient3

monopolies or sequential monopoly, whatever you want to4

call it.5

You see it at the micro level in industries6

like medical imaging, you know, where one generation of7

products will wipe out a prior generation, typically in8

the hands of a different set of innovators.9

And this dynamic is in fact the dynamic that10

characterizes competition in many evolving industries,11

whether it's a cumulative process or whether it is more12

of a revolutionary process.  And certainly the different13

-- you know, the difference between regimes in which14

innovation is cumulative and those which it's more15

exogenous, I think that they are part of the important16

metrics that we have to play with as we begin to think17

about innovation and competition.18

All of this is to say that I think a lot of the19

structuralist apparatus that antitrust has historically20

relied on should probably be relegated to one side, if21

it's not already being relegated in that fashion as I22

think to some extent it has.23

But the old structuralist approach which, you24

know, quite frankly came out of Joe Bain's work here at25
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Berkeley in the '50s and Mason's work at Harvard in the1

'30s, if it's not dead it ought to be dead.  Joe is dead2

but his ideas live on perhaps longer than they should.3

Now, why does all of this matter?  Why do these4

stories matter?  Well, you know, traditional things such5

as the way you think about predation, I mean, if you take6

Hal's framework, the notion of predatory pricing, you7

know, just gets tipped over once again.8

Not that we ever got to any resolution in the9

economics profession of what predation was and what it10

wasn't, but certainly if you take the framework that Hal11

was tentatively putting forward where, you know, the way12

you capture markets of course is to price low, not just13

because marginal costs are low but also because it's14

important to build some kind of an installed base.  You15

know, all of that the traditional notions of predation16

just have to be looked at through a completely different17

lens.18

Also, unfortunately I think it also puts into19

context the whole sort of snip approach to market20

definition.  I mean I think if you think about the snip21

approach at a conceptual level it's just fine, but the22

basic apparatus by which you start thinking about market23

definition has to be thought of in very different ways in24

a dynamic context.25



199

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

So, the conceptual apparatus I think is alive1

and well and is fundamentally sound.  But thinking about2

how you actually apply that is a different matter.3

And then a final comment which relates to some4

of the points that Bronwyn was making was thinking about5

entry.  First of all, if you look at the innovation6

literature it says that, you know, most innovation comes7

from outside the industry.  You know, the basic paradigm8

of antitrust is to focus on inside the industry as being,9

you know, the main driver of innovation, but the10

literature and the anecdotes all speak to the importance11

of the innovation which comes from outside.12

Which of course there's a natural road to13

incorporate that into traditional analysis, and of course14

through entry analysis.  But it's sort of entry not from15

other players inside the industry but from the small16

players within, but from the small and the large players17

from without.18

And, whereas historically there's been a focus19

on patents as a barrier to entry, you have Bronwyn20

telling us a few moments ago that patents are in fact the21

tool by which new entrants come into the market.  So the22

old-fashioned ideas that you find in Bain and Mason23

about, you know, incumbents sitting there with patents24

and blocking entries turned completely on its head by25
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some of the observations that the talent around this1

table here has been able to identify.2

With those few broad comments, let me make a3

few narrower comments that are -- will hopefully build4

off of these more general points.5

You know, at the end of the day, this debate on6

patents as a determinant of innovation I think is7

probably going to be inconclusive.  But I think that when8

the dust settles, patents do have some effect.  You know,9

it's not clear it increases the overall rate of10

innovation, as Bronwyn's just explained, it may simply be11

that it directs and channels the nature of innovation.12

But there is an effect on innovation, it is13

important for appropriability in some industries.  I mean14

there are very important studies that have been referred15

to many times by Levin and Nelson and Winter and so16

forth, you know, the new version of this stuff17

essentially says that patents have become more important18

over time as a device to capture value.19

And I think this is particularly important, and20

it doesn't necessarily shine through in these studies,21

for small firms.22

I want to pick up on the point that Bronwyn was23

just making, and that is that to the extent to which --24

you know, in the antitrust arena we favor the role of25
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small firms.  Small firms are the ones that I think1

benefit the most from patents.  And this is hostile to2

the traditional view; the small firms benefit the most in3

two regimes.4

One, that enables them, if they're good at5

invention, to specialize in invention.  And this is a6

very old and sort of Adam Smith idea.  But I think it's,7

I think it's correct.8

I used to always enjoy in class asking my9

students, "Give me the name of a company that just10

specializes in invention."  and of course there weren't11

any.12

Now you've got a few, like Rambus.  And Rambus,13

just what are they, what's their product, patents?  What14

are they -- you know, is it -- well, their products is15

technology, and their technology's protected by patents,16

but they don't have any complementary -- they're not in17

the business of making semiconductors, they're simply in18

the business of licensing intellectual property to19

others.  So, a well-oiled patent system facilitates20

specialization and division of labor.21

So, you know, one of the very sort of oldest22

ideas in economics I think can possibly be enabled by the23

patent system and, of course, the big question is:  Well,24

how efficient is that market?  And I will, in the next25
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couple of slides, try and address that through talking a1

little bit about some of the issues around the strengths2

of patents.3

I think the -- you know, the economics4

literature tends to deal with patents at a fairly broad5

level, you know, and length and breadth is something6

which, you know, is in most of the models.7

What's not in most of the models is the8

validity.  I think, you know, we always like to think9

that a patent is something that's valid and is a clear10

piece of intellectual property, but as you look closer11

patents of course are very unclear in terms of the12

intellectual property that they contain and the13

exclusionary power that they convey.14

Which brings me to I think a very important15

point that has to be understood with respect to16

understanding the market for know-how and understanding17

some of the competition policy issues.  And that is that18

there are a lot of fuzzy boundaries around intellectual19

property, unlike real property, unlike tangible property20

which is usually defined fairly well.  Certainly if you   21

-- even if you own land in Berkeley it's relatively well22

defined, but if you're on intellectual property anywhere23

in the United States it's not well defined.24

You know, the various claims that are out there25
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will pretend to describe the scope of the intellectual1

property, but it's only when subsequently tested in court2

that you know that in fact these claims are valid.3

One of the implications of this is that -- and4

this comes from the market for know-how -- if there are5

unclear boundaries it tends to foul up the workings of6

the market for know-how.7

And this, by the way, is something of great8

importance to the agencies because to the extent to which9

you inject antitrust into the market for know-how, and to10

the extent to which you affect the property rights of11

intellectual property owners through enforcement action,12

if that's not clear then, then you create another level13

of ambiguity around intellectual property rights which,14

in turn, fouls up the efficient workings of the market.15

Most patent disputes arise because people16

disagree as to the scope of the patent.  It's not that,17

you know, there's a clear view of the patent on both18

sides and they can't come to a meeting of the minds, it's19

simply that there's a disagreement as to the scope of the20

patent.21

And, you know, this is a, you know, straight22

Coase Theorem point in a way, that, you know, if you23

define the property rights well things will get sorted24

out to the benefit of the parties, not necessarily the25
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benefit of the public interest, but certainly to the1

benefit of the parties.  But the greater the ambiguity2

around intellectual property rights the less likely that3

the market will be able to work and so transactions move4

from the marketplace into the court.5

And this is a topic for tomorrow when we talk6

about patent thickets and so forth.  But one of the7

things the agencies have to be cognizant of to the extent8

to which they change perceptions of intellectual property9

rights and create ambiguity around that, it can10

potentially foul up the market for know-how.11

That's not to say the agencies shouldn't get12

involved, but if they do get involved they have to do so13

in a fashion that leads to clarity of understanding in14

the outside world with respect to how the agencies are15

going to act.16

One of the other aspects of intellectual17

property -- and this is purely a conceptual chart -- is18

that the value changes over time and, and this chart19

really builds on the comments that I've just made.20

You know, there's a presumption when you get a21

patent that it's valid, but that presumption can be22

overturned in court.  And so, you know, this is very much23

the manner in which the venture capitalists would think24

about patents, if someone's got an invention, if they25



205

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

apply for a patent, yes, well, that's a couple of points1

in your favor.  Is the patent being granted?  Yes.  Well,2

that's significant, but it's not particularly3

significant.  Value is really only established once you4

have proved the validity of a patent in court, and then5

of course after the patent expires you're left with6

nothing, potentially some reputational benefit.7

But I think it's very infrequent that people8

sort of have this view of the dynamics of the life of a9

patent where value changes according essentially to how10

the property rights change and very few patents, as Mark11

Lemley has explained in his papers, very few patents ever12

get into court and ever get tested, and so one is always,13

one is always implicitly discounting the value of14

intellectual property.15

Another aspect of this is that the values that16

you observe for intellectual property in a marketplace17

almost always reflect deep discounts.  They reflect deep18

discounts because no one wants to test the patent.  So if19

you think there's a probability of -- if you think your20

intellectual property's really worth X and you've only21

got a 50 percent chance of prevailing in court, well,22

then, you know, it'll trade at half X or something like23

that.24

And to the extent to which the numbers are much25
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lower than that, which is probably typical, then the1

observed prices in the marketplace would be different2

from the observed prices in court, and perhaps even on3

the courtroom steps.  So you have the very unusual4

circumstance that the value of intellectual property is a5

function in part of where you're measuring it.6

Now if intellectual property is not the primary7

appropriability mechanism, what are some of the others? 8

Well, I think they're well known, you know, the9

positioning of a firm in the market, it's complementary10

assets and so forth, it's lead time advantages, all of11

these things are now well recognized as being important12

determinants of the ability of a firm to appropriate13

value from technology.  And in a way, in saying that the14

-- you know, intellectual property's not important, it's15

-- in some sense it's because firms have had to invest in16

these other things.  I mean, there's a little bit of a17

causation issue here.18

I mean if for instance there was a rule which19

said you can't vertically integrate maybe the value of20

intellectual property would be high.  I mean firms21

vertically integrate in order to position themselves in a22

market so they can capture value from intellectual23

property, and the weakness of the intellectual property24

system perhaps is one reason why firms are structured the25
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way they are, to capture value from technology.  So1

there's a recursive system there which I don't think is2

frequently addressed.3

Well, what does all of this mean in terms of4

licensing and antitrust policy?  I'm not really going to5

get much into policy today, but I did want to lay the6

foundations, building on some of the remarks that John7

Barton made and Bronwyn made, and that is that -- well,8

and Bob Merges -- the world is increasingly one where you9

have to think about patents in terms of portfolios.  The10

unit of analysis for patents is portfolios, is a strong11

version of what I'm saying.12

Most of the case law, the unit of analysis is13

the patent.  Economic theory, the unit of analysis is a14

patent.  The reality in the real world is that the unit15

of analysis is the portfolio, and that makes a big16

difference I think.17

Certainly we recognize that all innovators18

stand on the shoulders of others, the cumulative19

innovation story is there.  I think there's important20

distinctions to be made between complex and discreet21

technologies, or systemic and autonomous innovation as I22

prefer to call it.23

But there are significant implications for the24

changing nature of the unit of analysis around the way we25
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think about licensing and cross-licensing.  And antitrust1

does get implicated in these issues.  I mean the2

guidelines obviously deals with licensing policies.  But3

there's an enormous tendency amongst economists, and you4

see it in telecom and everywhere else, to think the world5

is better if you unbundle.  There's an enormous tendency6

in institutional economics to question that.7

And fundamentally, if the unit of analysis is8

the portfolio, the notion that somehow rather you should9

piece-part the portfolio and license on a, you know,10

patent-by-patent basis, which I think is what the11

instinct of the agencies is probably to do, I'm thinking12

a little bit about Dell Computer there I suppose in the13

back of my mind.14

But I think one has to recognize that when you15

have a portfolio you don't necessarily know what the16

value is of each individual patent, you don't necessarily17

know which patents read on which products, and that if in18

fact you force unbundling of a portfolio you in fact --19

you require the owner of the intellectual property to20

incur a tremendous amount of transactions costs.21

I mean in the extreme form where companies have22

patents that -- they may have thousands of patents in23

their portfolios which in turn read on thousands of other24

products.  Then how are you going to figure it out, which25



209

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

products -- which patents read on which products?  Well,1

you've got to reverse engineer all those products.  So2

it's not just transactions costs of haggling, it's --3

you're forcing people to go into the lab and spend huge4

amounts of resources doing what everyone thinks of as5

pretty unproductive research, namely reverse engineering6

for purposes of establishing whether there's7

infringement.8

I mean, reverse engineering can be very9

valuable in other contexts for learning about technology. 10

But if all you're doing reverse engineering for is to11

figure out if someone's infringing your patent and which12

ones, then it's very different.13

All of this is to come back to a basic theme14

here, which I think is fairly uncontroversial, which is15

that a lot of licensing does enable one to achieve design16

freedom or freedom to operate at low transactions costs17

and a footnote on that, which I'm not sure I got John18

Barton to agree with, is that -- and by the way, it also19

enables you to hook the free rider and make them pay some20

piece, make them pay something for the intellectual21

property that they're using which others have invented.22

So this system does have certain costs23

associated with it, John, you're absolutely right about24

that.  It's not clear if the agencies get in the middle25



210

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

of it that those costs will go down.  I think, and1

certainly in terms of unbundling, they'll unquestionably2

go up.  And at the end of the day -- and this may be the3

property of well-established industries.4

I mean, it was interesting to me to notice5

yesterday once again, in Hal Varian's presentation he6

pointed out, and you see the same thing today, that in7

the early days of an industry -- and he mentioned sewing8

machines but he could have mentioned automobiles -- there9

frequently are battles around patents.  In fact Bob10

Merges in his paper with Dick Nelson talks about Henry11

Ford having to battle the Selden patents before he could12

commercialize the automobile because Selden had a patent13

on the automobile.  But what tends to happen is that14

these problems get solved.15

Now in the case of radio, the United States16

government jumped in the middle of it, but there may well17

be a difference here between the early stages of an18

industry and later stages.  You know, the semiconductor19

industry works just fine because there is sort of norms20

with respect to licensing practices.  In the early phases21

of an industry such as biotechnology people have got22

patents, they don't necessarily know what they're going23

to do with those patents, they don't necessarily know24

whether they want to license them to other people, and so25
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that can clog things up.1

So finally, since I'm undoubtedly running out2

of time here, there are important implications I think3

from this with respect to licensing policies, and there4

are also important implications with respect to dynamic5

competition more generally.  But my time is up so I won't6

go further right now.7

MR. COHEN:  Okay.  Thank you, David.  That was8

certainly a provocative presentation, but let's take one9

piece of it and throw it to the group.  I think you said10

fairly categorically small firms benefit the most from11

patents.12

What do people think about that?  Any13

reactions?14

PROFESSOR SCOTCHMER:  I'm wondering whether15

there's solid evidence or whether that's speculative.16

PROFESSOR TEECE:  Well, there's anecdotal17

evidence of that.  I mean, if you think about -- if the18

unit of analysis is the portfolio, the small firm, you19

know, has -- the small firm without any product but only20

intellectual property is actually in the position to hold21

up the big firm.22

I mean, let me say that the traditional way of23

thinking about this is I think wrong.  There isn't a lot24

of evidence for what I say, but I do think we should bear25
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in mind the following:  Where does the real power come1

from?  It comes from someone who's got intellectual2

property and has no product.  Someone with intellectual3

property and product will enter into a cross-license, but4

if the norm is cross-licensing, who can screw up the5

cross-licensees and the cross-licensors?  The answer is6

someone with intellectual property and no product.7

I think the other element of the argument is if8

you believe the story about the mechanisms of9

appropriability, what were they?  Lead time,10

complementary assets and so forth.  Where are the small11

firm's position on complementary assets?  By definition,12

zero.13

So reading into the Nelson-Winter-Klevorick14

studies about appropriability, I think there's a15

reasonable inference that small firms benefit because16

they are less well positioned with respect to17

appropriability mechanisms.18

PROFESSOR BARTON:  Let me just comment with19

sort of a pro and a con.  I think you're absolutely right20

that in many contexts the small firms do benefit.  I21

think there's no question venture capitalists look for22

intellectual property.23

But I want to add, and a good example is like24

the fellow who held up Microsoft with a patent on, you25
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know, some kind of software device.  At the same time1

there's a counter-argument, very often small firms can't2

afford to engage in patent litigation.3

I mean one more set of the uncertainties that I4

think you did a masterful job of presenting, is it's5

enormously expensive to go through litigation, you know,6

at least in the millions of dollars, which on the whole a7

venture capitalist doesn't want to fund, and so that8

simply by creating uncertainty in a legal relationship,9

sometimes the small firm can be hurt.  And indeed, from10

another side of it, trying to get a decent legal opinion11

that, no, this product does not infringe that patent,12

even that is a very expensive task that may sometimes be13

beyond the ability of a small firm.  And of course a14

lawyer's going to be very, very careful about writing an15

opinion letter on it.16

MR. COHEN:  Suzanne.17

PROFESSOR SCOTCHMER:  This is on a different18

topic, is that okay?19

MR. COHEN:  Okay.20

PROFESSOR SCOTCHMER:  This is on the question21

of bundling complements and substitutes, which has been a22

latent issue in this panel and I want to bring it up more23

explicitly.24

Susan DeSanti actually raised an interesting25
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issue at the break in the cumulative context, pointing1

out that in the situation where you have an underlying2

innovation and a follow-on which is an improved -- a3

follow-on can take many forms, it can be an application,4

but one of the forms it can take is that it's an improved5

version of a prior product.  And what she pointed out was6

on the question of whether the intellectual property on7

those two pieces of knowledge are complements or8

substitutes is ambiguous.9

They're complements in the sense that you need10

the -- the whole point is you need the prior for the11

latter, you can't have the latter without the prior.  But12

ex post, if one is an improvement of the other and they13

compete in the market they're substitutes.14

Now, given that the question of when15

complements are substitutes is an extremely important16

determinant as to how the agencies will view merger and17

licensing, enshrined in fact in the 1995 guidelines. 18

That leads to a question of how should the agencies view19

licensing in that context, whether or not the20

intellectual property -- should they allow those21

intellectual properties to be merged.  So that's one22

question.23

But another question that relates to this24

ambiguity about complements and substitutes is in fact25
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the bundling context, which David Teece has now1

emphasized, as did also John Barton and Bronwyn.  And2

that is in many patent portfolios when you're -- it used3

to be, back in the pre-1995 era of the nine no-nos, that4

bundling was -- I don't know if it was per se illegal,5

but it certainly called for scrutiny, as did many other6

licensing practices which have -- the stance toward which7

has been softened subsequent to 1995.8

But one of the issues with bundling is if9

everything in a bundled package were complements then of10

course, as described in the guidelines, we should be less11

suspicious, we should think that that was very pro-12

competitive to patent -- to license them jointly, at13

least in the sense that you're likely to get lower prices14

than if they're licensed separately, and there's nothing15

that impedes competition.16

The problem is that one presumes that many of17

these bundled packages contain both complements and18

substitutes.  And I'm thinking for example, and this is19

probably something that John Barton knows more about, I'm20

thinking for example of ag biotech, where now you've had21

a lot -- you've had in the last five or eight years a lot22

of consolidation, much of which has been achieved through23

merger and other forms of actual corporate joining rather24

than licensing, a lot of merger of intellectual property25
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where it's ambiguous whether the constituent parts of the1

things being merged are in fact complements or2

substitutes.3

So for example, traits that you might want to4

insert into a germ plasm can be substitutes or5

complements, methods for doing that can be substitutes or6

complements, and so the question becomes, you know, when7

these mergers take place and you end up with these big8

patent portfolios, these bundled rights, what kind of9

control or guidelines should the agencies assert over the10

joining of those rights in bundles as concerns11

complements and substitutes, and how much of each.12

When these packages get large enough, as in13

semiconductors for example, the inquiry as to whether the14

constituent parts are complements and substitutes is a15

huge inquiry, much more complex than even, say, in ag16

biotech.17

And I just want to raise that as an unresolved18

issue, the principles of which I think are clear in the19

1995 guidelines and in the agencies' practice as I20

understand it.21

MR. COHEN:  Go ahead.22

MR. KOVACIC:  Just a question that follows on23

that.  If one were formulating an approach for -- that24

took careful account of whether one's dealing with25
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complements and substitutes, I take it from your comments1

that -- and others today -- that it might be very2

difficult to tell in some instances.  And in fact that3

someone who seems to be the producer of a complement in4

fact ends up being most likely to be the producer of a5

substitute because the producer of the complement knows a6

great deal about what the producer of the principal7

product, just to use a label, is doing.8

Do you have thoughts about how an analysis of9

the problem ought to try to classify or evaluate whether10

one is looking at complements or substitutes?  Or is this11

perhaps -- is this an area as suggested by some of12

yesterday's panelists, where only an extremely deep13

knowledge of the sector and the industry permits you to14

correctly identify what you're looking at?15

PROFESSOR SCOTCHMER:  Well, I can't imagine16

that there's any substitute for a deep knowledge of the17

industry.  And in fact that's one of the great virtues of18

how the agencies proceed, you know, an investigation19

always involves a deep knowledge of the industry.20

MR. KOVACIC:  Thank you.  That's very21

reassuring.22

MR. COHEN:  While we have this group of experts23

assembled, I think if I could turn us back to one point24

that was raised in the first session and throw it out for25
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some discussion.  I think John Barton suggested briefly1

that there's a lot that might be done for restriking the2

balance between first and second generation by some type3

of work on experimental use or fair use approach which4

might enable research to be done even if you don't allow5

the final commercialized product to go forward without6

honoring the first innovator's rights.7

What does the panel think about this?  How does8

this fit in?9

PROFESSOR BARTON:  I've had my say on it.10

PROFESSOR SCOTCHMER:  Nevertheless, I defer to11

my colleague.12

PROFESSOR BARTON:  I've had my say on it, let's13

get some other ideas.14

MR. COHEN:  Any other ideas?15

We had a presentation by Professor O'Rourke,16

who stressed a fair use idea in patent law and felt that17

that would be a good addition.18

No takers on this one?19

PROFESSOR HALL:  Well --20

MR. COHEN:  Okay.21

PROFESSOR HALL:  -- I'm in great sympathy with22

John's position, I mean, I have to say.  It's only that I23

have been confronted several times with this -- it's24

difficult to know where -- it's difficult to know where25
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to draw the boundary, and I don't find myself really1

understanding how this would work.  In principle I get it2

-- okay? -- but then I think, well, there's the output of3

that research, and then what kind of ex post licensing4

are you going to require if it becomes commercially5

feasible.6

It's kind of -- I'm not quite sure where to7

draw the line and I'm -- I'm assuming that we're going to8

hear more about this tomorrow morning, I guess.  Is9

tomorrow morning, we're talking about biotechnology and10

issues like that?  Because I think it comes up really11

strongly in that industry.12

Now maybe I provoked you to say something more,13

because my attitude is I don't know.  You know, I'm very14

sympathetic to the view because I think we've gone a15

little bit too far --16

PROFESSOR TEECE:  Yeah.17

PROFESSOR HALL:  -- in the patenting direction18

with respect to research.  But I don't quite know how to19

fix it.20

PROFESSOR TEECE:  Let me come back to one of21

the key problems that fouls up the market, and that's22

uncertainty with respect to rights.  The minute you put a23

fair use thing in there it means, okay, somebody's going24

to determine fair use, which means you've just thrown the25
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patent into another tailspin because there's uncertainty1

as to what that means.  The minute you create additional2

uncertainty the incentive of the parties to come together3

and strike a deal goes down.4

I mean, Ken Arrow was saying, "Well, gee, I was5

working on this blocking patent thing and, you know what,6

yeah, it was a blocking patent.  But do you know what? 7

It settled when I was in the middle of my work."  And of8

course the reason it did was because, you know, if in9

fact there's a hard position that it's blocking and10

you've got rational people they can almost always find a11

way to cut through it.12

So I think that whatever you do in this area,13

if you do something you have to take into account the14

effects of the policy on the perception of the property15

right itself.  And clarity, once again, clarity is the16

answer.  It's better to get it clear and wrong than to17

get it unclear and correct.18

PROFESSOR BARTON:  I'm obviously provoked to19

respond to a couple of points.20

I think first, if we look, take the EST example21

right now, we don't yet have a clear judicial decision22

whether or not an EST patent can block the protein for23

which it codes a part.  We're having to have millions of24

dollars, if not billions of dollars, in investment in the25
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industry with that issue already being uncertain.1

I agree completely with you, having any kind of2

fair use analog right makes us still more uncertain, but3

part of the underlying problem here is in fact the4

technology and the necessity for investment decisions is5

moving faster than the ability of the litigation system6

to give us reasonable answers to some of the7

uncertainties here, and that's simply a fundamental part8

of the problem.9

In response to Bronwyn's point, in some cases I10

think I can rely on the patent claims.  That is, in other11

words, I take your invention, I tinker around with it12

under some fair use right, and I produce something new13

which might be within the claims of your patent, in which14

case I owe you a royalty, or it might not be within the15

claims of your patent, in which case I don't owe you a16

royalty, except perhaps something for the fair use.17

Now there is a real problem in here which is,18

you know, sort of the final point on this, my final point19

on the issue.  What I do about inventions that are really20

designed for research.  I mean, I design a new analytic21

balance, I don't want you to have the right to use that22

invention freely, and clearly we have to have some way to23

cope with that set of questions as part of any kind of24

fair use concept.25
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MR. COHEN:  Later on we're going to have a1

couple sessions that move into some of the details of2

patentability standards.  Professor Merges has had to3

leave early but he'll be available for that one, and I4

know Professor Scotchmer will be available for the other5

one.  But John Barton I think has written somewhat in6

this area, talking about issues such as enablement and7

utility and not-obviousness.8

While we have you here, since you are concerned9

about the breadth of first-generation claims, where in10

the system do you think we should look if you were to try11

to design it more optimally, to try to get an optimal12

result?13

PROFESSOR BARTON:  Let me try to expand on14

that, and also use it to make another point.15

In terms of the system, I have some combination16

of research exemptions, fair-use type of arrangement,17

interpreting utility doctrine more strongly in order to18

make it harder to get a patent on something very19

fundamental or something closer to a discovery than to an20

invention, in a naive sense.  I know of course the patent21

law says whoever discover or invents.22

Or, third, I can do something in the order of23

my non-obviousness standard, presumably to decrease the24

number of patents, in essence.  Say there should be fewer25
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patents on minor incremental inventions.  Although1

clearly I think a real research to a problem is with the2

significant invention in the first instance, followed on3

by minor inventions.4

But I want to use that as a springboard for,5

you know, a sort of one final point to make, and that is,6

you know, Dave and I are sort of trading debates.7

There's two kinds of industries.  There's the8

semiconductor-type of industry where it really is the9

portfolio that matters.  Nobody ever looks to see whether10

the patent's valid, you only negotiate a kind of a rough-11

and-ready license arrangement.  There is at the other12

extreme the pharmaceutical industry, where you are very13

carefully concerned about the precise scope and detail in14

specific patents.  You instruct your scientists to avoid15

infringement, you carefully negotiate all the licenses16

you need.17

Now clearly the number of patents, which is18

related to the non-obviousness standard, affects which19

one of these patterns an industry takes.  And it seems to20

me that there's an important challenge for the economists21

to say, "Can you tell us when an industry will be in the22

portfolio style and when it will be in the detailed23

patent style, and might we not need different antitrust24

laws for the two kinds of industry."  I simply want to25
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kind of flag that point.1

MR. COHEN:  Okay.  We just have a couple2

minutes left before our scheduled closing time.  I don't3

want to constrain the panelists, if any of you have4

anything that you would like to get out on the record5

which the questioning hasn't been able to get to, feel6

free.  This is a final opportunity.7

I think then the thing to do is to thank you8

all for, you know, just terrific presentations.9

I've been asked to announce, for those of you10

who aren't familiar with the campus and will be coming11

back for the afternoon session after lunch, that there12

are two possibilities.  One is, there's a cafe directly13

across the courtyard, I guess on the bottom floor across,14

and the other is the faculty club, which I'm told is 5015

yards to the west of here, and you do not have to be a16

member to eat there, so that gives you a couple17

possibilities for your lunch.18

We look forward to seeing you in the afternoon.19

(Whereupon, at 12:29 p.m., a luncheon recess20

was taken.)21

22

23

24

25
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AFTERNOON  SESSION1

(2:02 p.m.)2

MR. WROBLEWSKI:  Good afternoon, and welcome3

back.  My name is Michael Wroblewski and I am Assistant4

General Counsel at the Federal Trade Commission in5

Washington.6

This afternoon's panel is the first of three7

panels to obtain business perspectives on the use in the8

role of patents.  Today's session will focus on the9

biotech industry; tomorrow's panel will examine patents10

in software and the internet; and the business panel on11

Thursday will focus on hardware and semiconductor12

patents.13

Each of these panels, each of these business14

perspective panels will examine how patents and antitrust15

systems aid or discourage the innovation process in the16

specific industry that we're examining.17

Before we get started I'd like to introduce my18

co-moderator and my supervisor, Susan DeSanti, Deputy19

General Counsel of the FTC, as well as Ray Chen from the20

U.S. PTO, and Sue Majewski from the Department of21

Justice, who will be joining us as questioners of the22

panelists.23

I would like to cover six or seven topics this24

afternoon that build on what we heard this morning, as25
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well as what we heard yesterday afternoon, and then we'll1

follow with a panel discussion.  The six or seven topics2

include the importance of patents to the innovation in3

the biotech industry, competition's role in innovation,4

the quality of biotech patents that are being issued, 5

the impact of the granted patents on the industry,6

licensing and the use of alliances in the industry,7

research tools and how research tools are being handled,8

and finally, if we have time, the tragedy of the anti-9

commons that we heard mentioned this morning and that we10

heard yesterday afternoon.11

Before delving into any of these topics, I've12

asked each of the panelists to provide a brief13

introduction to their company and the issues that face14

each one of those companies so that we can have a context15

in which to view the discussion that we're going to have16

this afternoon.17

I'll start first with David Beier.  David Beier18

is a partner in the Washington, D.C., office of Hogan &19

Hartson, focusing in fields such as biotechnology and20

pharmaceuticals.  In addition, Mr. Beier counsels21

biotech, pharmaceutical companies and trade associations22

on bioterrorism, related legal issues including23

indemnification, antitrust treatment, and intellectual24

property issues.  Before joining Hogan Mr. Beier served25
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as chief domestic policy advisor to the Vice President of1

the United States.  Mr. Beier is also serving as senior2

fellow at the Wharton School of the University of3

Pennsylvania.4

Mr. Beier.5

MR. BEIER:  Michael, I take it you want an6

introduction just of each person before we...7

MR. WROBLEWSKI:  Yeah, if you 8

can --9

MR. BEIER:  Sure.10

MR. WROBLEWSKI:  And actually introduction of11

who you're representing today --12

MR. BEIER:  Sure.  Sure.13

MR. WROBLEWSKI:  -- as well as the issues14

facing you.15

MR. BEIER:  Well, thank you for the opportunity16

to appear before you here today.  I'm here representing17

the Biotechnology Industry Organization which, as you18

probably know, is a trade association consisting of more19

than 1,000 members, mostly biotech companies and mostly20

small biotech companies, universities and others who are21

interested in the biotechnology world.22

Bio represents an industry that has about 120023

members, 1200 companies in the United States that24

produces about 450,000 direct and indirect jobs in the25
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United States that has produced 117 products that have1

been approved for commercial use, and it's an industry2

that is probably more capital-intensive and more R&D-3

intensive than any other industry in the world.4

MR. WROBLEWSKI:  Okay.  Thank you.5

Next we'll hear from Lee Bendekgey.  He's the6

general counsel for Incyte Genomics, which we understand7

has the world's largest intellectual property portfolio8

of genomic information.9

As general counsel he has directed the10

company's patent and licensing strategy.  Before joining11

Incyte Mr. Bendekgey was the Director of Strategic12

Relations at Silicon Graphics, and a partner at Graham &13

James, a San Francisco law firm specializing in14

intellectual property production and licensing.15

Mr. Bendekgey.16

MR. BENDEKGEY:  Hi.  Just to make sure, I 17

too am playing by the rules:  so aside from identifying18

the organization you wanted us to describe a little bit19

about --20

MR. WROBLEWSKI:  The company --21

MR. BENDEKGEY:  -- the company and the issues22

that --23

MR. WROBLEWSKI:  Sure.  Exactly.24

MR. BENDEKGEY:  Well, as you may have gathered25
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from the introduction, Incyte Genomics is a genomics1

company.  Traditionally our focus has been on the2

discovery and characterization of the function of genes3

and proteins, and more recently antibodies as well.4

Historically Incyte's business model has been5

to sell that information non-exclusively or license it6

non-exclusively to multiple customers for their use in7

the development of therapies and diagnostics.8

We are a prolific patent applicant, as the9

introduction indicated, and that's played a critical role10

in our traditional business, in that having intellectual11

property rights and information you're selling makes for12

a potentially more attractive business model than13

reselling public domain information, or information14

that's otherwise publicly available.  And those have been15

the primary values that we've been providing to our16

customers, our intellectual property and novel content17

information that's not otherwise available to them.18

More recently we've announced that we are also19

going to begin applying some of what we've learned to the20

development of drugs and diagnostics ourselves.21

And in terms of the kind of the issues as we've22

seen them, in terms of intellectual property and23

competition that have been sort of predominant for us, I24

would say the most obvious is that whenever a new25
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category of technology or innovation comes along, the1

legal community in particular I think has a tendency to2

treat it as if it is unlike anything that's ever come3

before, and deserving of a whole new set of rules.4

And in fact in general, while it takes some5

time, we think that the patent system in general has6

shown that it accommodates new waves of innovation and7

new types of innovation quite well if allowed to evolve8

on its own, and that, you know, historically when we've9

attempted to adopt industry-specific intellectual10

property legislation we have done best when we've come up11

with something that turns out to be an irrelevancy, like12

the Semiconductor Chip Protection Act.13

That said, we have been both the plaintiff and14

the defendants in patent litigation.  We don't think that15

the patent system as it's currently operating is16

necessarily perfect.  You know, I think most of the17

issues that people raise when it comes down to particular18

categories of invention, really in many cases just come19

down to the quality of examination, whether you're20

talking about gene patents or whether you're talking21

about business method patents there are issues with the22

quality of examination, and I think that is partly -- can23

be addressed through additional resource allocation to24

the patent system.25
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You know, I've had reason, and I'm sure others1

around the table have had reason to think hard about the2

incentives that we use for our patent examiners.  I've3

certainly had comments repeated to me to the effect that4

incentive -- examiners have an incentive to move cases5

along and dispose of them, and sometimes they think6

there's something novel here, they're not sure what, and7

so they're just going to allow it and let things get8

sorted out in litigation.  And I can tell you, when9

you're at the receiving end of litigation like that it10

has a decidedly chilling effect on competition.11

But I think that we could also -- I think we12

ought to think hard about taking a page from a private13

sector company by the name of Bounty Quest, with which14

some of you may be familiar.  We've been on the receiving15

end of Bounty Quest bounties.  This is a company that16

will accept -- for a $10,000 fee they will post a patent17

and give a reward to anyone who finds supposedly18

invalidating prior art.19

And that is actually -- I mean, as I said,20

we've been on the receiving end of that, and it was21

actually useful information that we got from it.  And so22

I think that we could profitably borrow from Bounty23

Quest, and borrow actually from other international24

systems that have opposition proceedings and public25
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comment proceedings that allow the public to contribute1

prior art and reasons why someone shouldn't get a patent,2

or why a claim is too broad that it may be unrealistic to3

expect the patent office to have access to on its own.4

So, you know, we do have some of those issues,5

but, anyway, that's an overview.6

MR. WROBLEWSKI:  Okay.  Thank you very much.7

Next we'll hear from Robert Blackburn.  He is a8

distinguished scholar here at the Berkeley Center for Law9

and Technology, and he's also Vice President and Chief10

Patent Counsel of Chiron Corporation.  He has been11

actively involved in the development of legislative and12

judicial policy affecting biotechnology IP, and he has13

served as Chairperson of the Intellectual Property Law14

Committee of the biotechnology industry organization, and15

also is a board member of the Biotechnology Institute of16

Public/Private Initiative that aims to educate U.S. PTO17

personnel.18

Mr. Blackburn.19

MR. BLACKBURN:  Thank you, and thank you for20

inviting me here today.  I just want to -- do you want21

just an introduction now or the overview of the22

testimony?  I'm...23

MR. WROBLEWSKI:  Since it's the third time that24

this question --25
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MR. BLACKBURN:  Yeah --1

MR. WROBLEWSKI:  -- obviously I wasn't --2

(Several persons speaking simultaneously.)3

MR. WROBLEWSKI:  I actually wanted a 4

background of the company so that people in the audience5

understood --6

MR. BLACKBURN:  Right.7

MR. WROBLEWSKI:  -- what Chiron did and what8

Incyte did -- Bio's slightly different because it's a9

trade association -- and then some of the issues that you10

believe are facing it.11

MR. BLACKBURN:  All right.  Chiron is an12

unusual -- I'm going to call it a biotechnology company,13

really a biopharmaceutical diagnostics company is really14

what we are.  The Chiron today is not the Chiron that was15

founded by two University of California professors in16

Emeryville just down the road here; the Chiron today is a17

-- the product of the merger of a number of18

organizations.  That original corporation plus Cetus19

Corporation, plus Behring Werke Vaccines' business, plus20

Sclavo Vaccines.21

So actually through Behring Werke we go back a22

hundred years of corporate existence now, including Emile23

Behring, the first Nobel Price winner in medicine, and in24

our Cetus incarnation another Nobel Price to Cary Mullis25



234

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

for PCR.  I think we stand in unique distinction of being1

the only commercial organization with two Nobel prizes2

coming out of its work.3

So our interest in innovation is long and deep,4

and our business today is composed of a number of5

business units.  We have a biopharmaceutical group, we6

have -- which is mainly directed to vaccines -- I'm7

sorry, to cancer treatments and to antibiotics.  I should8

mention that that came through the acquisition of a9

company of a company called Pathogenesis; we're also one10

of the few multinational biotech companies.11

We have a vaccines business that is based12

primarily in Germany and Italy.  We have a diagnostics or13

blood screening business which is in large part J.V.-like14

work relationships with -- one with Johnson & Johnson,15

not a small company, another with Genprobe, which is a16

small company.17

The -- about 25 percent of our revenue comes18

from intellectual property directly, so we are keenly19

aware of the need to protect this and to capture the20

value that's been created and disseminated through the21

industry.22

MR. WROBLEWSKI:  Okay.  Thank you very much.23

Next we'll hear from David Earp.  He is the24

Vice President of Intellectual Property at Geron25
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Corporation.  He was formerly with the intellectual1

property law firm of Klarquist, Sparkman, where his2

practice focused on biotechnology patent law.3

Mr. Earp.4

MR. EARP:  Thank you.5

Geron is probably down at the very small end of6

the scale of biotechnology companies, certainly compared7

to the other people sitting around the table today who8

represent other companies.  We are a biotechnology9

company down in Menlo Park of about 120 people.  We are a10

multinational, in that we do also though have an office11

in Edinburgh, Scotland.12

If you've heard of us at all, you've heard of13

us because of two of the three technologies that we have: 14

the Dolly-the-sheep cloning technology and we also work15

on human embryonic stem cells.  Our third technology16

platform is around an enzyme called telomerase. 17

Telomerase is the enzyme that adds little bits of DNA on18

the ends of chromosomes and it's very relevant to19

determining the life span of cells.20

We have four business units arranged around21

those technology platforms.  The two major business units22

are our regenerative business unit which focuses on23

making products, therapeutic cellular products from human24

embryonic stem cells.  We have three primary focuses:25
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We're looking to create dopinergic neurons from1

human embryonic stem cells for the treatment of2

Parkinson's Disease.  We're also looking to create3

cardiomyocytes for congestive heart failure, and4

pancreatic islet cells for the treatment for diabetes.5

Our second business unit is our oncology6

platform.  Telomerase is the enzyme that allows cancer7

cells to escape the cellular clock of mortality and8

become immortal.  We've cloned the telomerase enzyme and9

we know now that when we turn it off we can make cancer10

cells mortal again so they senesce and die after a11

certain number of cell divisions.  So we have a number of12

products that are either inhibiting telomerase or13

inducing an immune response as a cancer vaccine against14

telomerase.15

Our other two business units are a nuclear16

transfer business unit, which is simply an out-licensing17

opportunity through which we're leveraging the value we18

obtained when we bought the Dolly cloning technology. 19

We've currently licensed that to seven different20

companies that are using the technology to clone animals21

for various purposes including agricultural uses and22

biologics production.23

The fourth business unit is what we call24

research and development technologies, and that's focused25
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on the use of cells that we can make from human embryonic1

stem cells in drug discovery.  An example of that would2

be hepatocytes.  The pharmaceutical industry struggles a3

lot with toxicity prediction of new drugs.  When they4

screen drugs for toxicity problems getting reliable5

sources of hepatocytes that are going to be predictive of6

toxicology in humans is very troublesome, it's very7

problematic.  Mostly they use hepatocellular carcinoma8

cells, which liver cancer cells or actually slices of9

human cadaveric livers to try to predict the toxicology10

of these drugs.  Having a renewable uniform supply of11

liver cells in which you could determine the toxicity of12

new drugs will be very useful.13

We do not as a company have significant14

revenues from cells products.  We have some product cells15

but they're research-use-only kits, so they're very small16

revenue.  So we rely very extensively on the capital17

markets for funding to continue our activities.  And we18

really have two major assets:  the scientists and the19

science that they produce and the intellectual property20

with which we protect -- through which we protect that21

innovation.22

We are both a licensee of technology and a23

licensor of technology, so we see things from both sides24

of the coin.25
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Issues that affect us on a daily basis that I1

think that are very relevant today would be patents that2

we think are troublesome and might in fact be a hindrance3

to us entering particular product opportunities.  We do4

quite a lot of work internationally in the patent field,5

and so our experiences are, for example, European6

opposition procedures shows us that there are perhaps7

better ways of dealing with patents that really shouldn't8

have been issues in a system that falls short of the need9

for full scale litigation.10

Other issues that we deal with relate to11

patentability, what is patentable subject matter.  There12

are significant differences between the U.S. laws and13

laws of many other countries with regard to what is14

regarded as patentable subject matter, and when you're15

dealing with cloning technology, cloned animals, human16

embryonic stem cells, that's very relevant for us and it17

certainly affects the way that we think about the18

competitive positioning of the company in the global19

marketplace.20

MR. WROBLEWSKI:  Thank you.21

Next we'll hear from Michael Kirschner.  He's22

Vice President for Intellectual Property at Immunex23

Corporation.  Before joining Immunex Mr. Kirschner24

handled intellectual property litigation and patent25
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prosecution matters at the law firm of Finnegan,1

Henderson in Washington, D.C.  Mr. Kirschner is an active2

member of the Association of Corporate Patent Counsel and3

is on the Board of Directors of the Intellectual Property4

Owners Association.5

Mr. Kirschner.6

MR. KIRSCHNER:  Thank you for inviting me.7

Immunex Corporation was founded in 1981,8

shortly after the Chakrabarty Supreme Court decision,9

which I think many view as the establishment of the10

biotechnology industry.  We are dedicated to bringing11

therapeutic products to treat human diseases and12

conditions to the market.  It took 10 years, until 1991,13

before we brought our first product to the market,14

recombinant modified human GMCSF sold under the trade15

name of Leukine.  It took another six years before we16

brought our second product to market, a new fusion17

protein called Enbrel, which is used to treat rheumatoid18

arthritis and now psoriatic arthritis, and is promising19

in many other inflammatory conditions.20

From the time we were founded in 1981 until21

1998, except for one or two fluke years, we lost money22

every year.  The people who originally put their money23

into Immunex did not see a return on their investment24

really for 17 years, until 1998.25
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We for a long time were known as Immunex1

University, because our scientists were dedicated to the2

proposition of publishing papers and sharing materials3

with pretty much anybody who would ask, and I think even4

today we are viewed in the university community, the5

academic community as being one of the easiest companies6

from which to gain reagents and materials.7

I have noticed that our industry is extremely8

different, or has many significant differences from the9

pharmaceutical industry.  I was interested in noticing10

this morning that it always seemed to be pharma/biotech,11

pharma/biotech.  Well, I would suggest that in many ways12

biotech is situated differently from pharma.  I think as13

the bio testimony points out, is that we are probably14

more research intensive than the pharma industry.  By the15

nature of what we do, there are a lot more complexities16

involved and uncertainties involved in the research than17

in the pharmaceutical industry.18

I think, you know, it's a bit of an19

exaggeration to say this, but I think by in large it's20

fair to say that the pharmaceutical industry pretty much21

has a love affair with patents without any ambiguity,22

whereas I think in the biotechnology industry, from where23

I sit, it's best described as a love-hate relationship. 24

Certainly the industry would not exist, and our company25
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would not exist but for the existence of a strong patent1

system and a predictable ability to obtain and enforce2

patents.3

On the other hand, given the complexity of our4

industry, we are highly vulnerable to this theory that I5

think is expressed in shorthand as the tragedy of the6

anti-commons, being reliant upon and needing to have7

access to a wide range of technologies to discover,8

create, manufacture and market a human therapeutic9

product.10

For example on our product Enbrel at one time11

every vial of Enbrel resulted in royalties to seven12

companies.  That is now down to six.  But -- or, not13

companies only, but entities.  But the one patent expired14

but the patent owner tried hard to get a bill through15

Congress that would extend that particular patent, which16

would mean we were still at seven.17

And we still have to deal with other people who18

approach us suggesting that maybe we might want to take a19

license, thereby adding to our royalty stacking, royalty20

problem.21

Especially painful for us to deal with are22

patents that are issued in the United States which are23

issued to the wrong parties, or on a surprising number of24

occasions patents on an invention, the same invention25
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issued to multiple parties without the patent office1

having discovered that there would be the issuance of2

multiple patents or having declared interferences to3

resolve that conflict between various parties, or patents4

that contain overly-broad claims in view of the prior art5

or the scope of what was enabled or the scope of what was6

described.7

It is my personal view that the PTO's ability8

to provide a meaningful examination of biotechnology9

patents right now is in a crises.  We've had an10

increasing number of examples over the last two or three11

years that examiners are not taking the time to read what12

they send to us.  And on one occasion an examiner13

admitted to us that they didn't have time to read a14

response that we had sent back to them before they15

printed out a response to the response that was not read16

and sent back to us.17

I've talked with examiners who were in the18

patent office or have left the patent office who are19

extremely frustrated because they did not have time to do20

what it was they really enjoyed doing, which was provide21

a examination based on the substance of the patent22

application, rather they felt their job had been reduced23

to looking for ways of finding shortcuts and engaging in24

those shortcuts in order to get a patent issued.25
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Brand-new examiners are given a total of 251

hours from beginning to end in which to examine a2

biotechnology patent; more experienced examiners are3

given 20 hours.  It often takes one of my practitioners4

40 or more hours to write this application.  During this5

time they're supposed to read and understand the patent,6

do a search, provide a thoughtful office action, review7

our response, provide a thoughtful response, and so on8

and so forth.  It is clearly inadequate given the9

complexity and difficulty of biotechnology patents to10

expect an examiner to conduct a meaningful examination of11

a patent with those time constraints.12

There is some concern that the patent office is13

focusing more on pendency times for patent applications14

instead of the quality.  Increasingly some of these15

shortcuts are I think making the situation worse.  For16

example, wherein a situation where something called17

restriction requirements are used routinely in group 160018

to meet the time goals within which applications are to19

be responded to, and not -- and the patent office is20

taking a single application and saying that it contains21

not two, not three, not four different inventions but I'm22

now getting a restriction requirement that says this23

application has 120 different inventions in it, or 18024

different inventions in it.  Clearly it would not be25
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economical for us to pursue out of a single application1

180 new applications, trying to get each different2

invention that the patent office is saying is contained3

within that application.4

You know, to give away kind of my punch line,5

it is my view that what we need to do most to cure6

innovation problems in the United States is to increase7

the quality of the patents coming out of the biotech8

group at the patent office primarily by increasing the9

amount of time the examiners are given to examine these10

applications.11

My suggestion, my personal suggestion is we12

need to at least figure out a way to double the amount of13

time each examiner has to examine a biotechnology patent14

and to provide these examiners with more training and15

mentoring.16

And lastly, I think we need to supplement the17

work of the patent office now with a vigorous opposition18

system in the United States, not directly copied from19

Europe, but taking the best features of a European20

opposition system and the United States reexamination21

system so that we are not wholly dependent upon22

overburdened examiners in the patent office who are doing23

I believe an heroic job under the circumstances they are24

currently facing so that we can supplement their work25
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with that of interested parties in the United States to1

improve overall the quality of patents so we don't have2

to rely upon ultimately the choice that we're often given3

of avoiding an entire area or running the risk of4

litigation, which is becoming ever riskier given what the5

Federal Circuit is doing with damages these days.6

MR. WROBLEWSKI:  Okay.  Thank you.7

And finally we'll hear from Ross Oehler.  He's8

Vice President for U.S. Patent Operations at Aventis9

Pharmaceuticals, a research-based global pharmaceutical10

company.  He manages their U.S., U.K., and Japan patent11

functions, as well as the patent function at Gencell, the12

Gene Therapy Division of Aventis.  Mr. Oehler is13

responsible for providing patent and trademark14

prosecution, counseling and studies and litigation15

management services, as well as licensing support16

services.17

Mr. Oehler.18

MR. OEHLER:  Good afternoon.  Thank you for19

inviting me.20

In some respects I'm an odd man out, but in21

many respects the concerns that we as a company have are22

very much in line with some of the concerns we have23

already heard this afternoon.24

Aventis is in some respects a new company,25
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being the result of a merger between Hoechst, Marion,1

Roussel and Rhone-Poulenc Rorer in late 1999.  Traveling2

back in time though, we do head back over a hundred years3

in the legacy companies.  We are, as Michael pointed out,4

a research-intensive company, spending in excess of $2.55

billion a year in research and development efforts.6

We concentrate in the areas of respiratory and7

rheumatoid arthritis, central nervous system, CNS,8

oncology, cardiovascular metabolism, to name a few.9

We're located in several countries.  While we10

do have offices in -- and scientists in Japan and the11

U.K., our main research sites are in the United States,12

back in New Jersey, France, just outside of Paris, and in13

Germany, just outside of Frankfurt.14

We are involved, as I mentioned, focusing in15

those therapeutic areas and we sell today everything from16

Maalox to Allegra for respiratory allergic issues.  So17

we're in many areas in the pharmaceutical area, but we're18

also, as pointed out, in the genomics business, both19

internally and through many collaborations.  And we also20

are involved with gene therapy in the form of Gencell in21

particular.22

We have many of the same issues that we've23

heard this morning, rather this afternoon, and many of24

those from our perspective are, while we do an awful lot25
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of research and development, we bring in an awful lot1

from the biotech industry.  So many of the people seated2

here at the table have agreements with Aventis, and we3

are constantly looking for new technologies, not just4

from within but also from the outside in biotechnology.5

Accordingly, we spend an awful lot of time in6

the patent group in particular looking at issues such as7

patent coverage, patent validity, freedom to operate,8

infringement and litigation.  So we have concerns that9

cross all of those areas.  And again, I would agree with10

many of the issues that were raised, not necessarily all11

the solutions perhaps, but many of the issues.12

MR. WROBLEWSKI:  Okay.  Thank you very much.13

Some ground rules before we start the14

discussion.  I will try to guide the conversation along,15

and if any of the panelists would like to add something16

please just turn your name tent on its side and then I17

will be able to recognize you.18

Before we get started really with all of the19

topics that I laid out in the beginning that we'd like to20

talk about, I was hoping one of the panelists, just for21

the clarity of the record, could flesh out what is22

involved in developing a biotech product, in terms of how23

long does it take, how much does it cost, just so that we24

have this on the record and a common understanding going25



248

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

forward.1

And then I'm going to ask Ross to contrast that2

to how we develop a pharmaceutical product or a small-3

molecule product.4

So starting with the biotech side, David would5

you like to go?6

MR. BEIER:  Sure.  And I'm sorry, I didn't7

understand your instructions the first time through.8

MR. WROBLEWSKI:  That's okay, I wanted you to9

be the cleanup man anyway.10

MR. BEIER:  Okay.  I'm not sure that there11

really is fundamental difference, other than that12

pharmaceutical products historically have been small13

molecules taken by mouth and absorbed through the14

digestive system, and biotech products for the most part15

are large molecules that are either injected or inhaled. 16

Obviously biotech products are more complicated.17

But the fundamental point, which is that if the18

20th century was the era of physics and astronomy, or the19

era of the automobile, the 21st century is going to be20

the era of life sciences.  And the cost and risk21

associated with producing a new product is so different22

in these two industry sectors that it's beyond any23

comprehension of any of the panelists this morning, who24

merged semiconductors and biotechnology as if they were25
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fungible parts of fruits and vegetables.  It's just not1

true.2

The best and most accurate research in terms of3

developing a new product, the work done at Tufts suggests4

that the average cost of developing a new pharmaceutical5

agent is $802 million, using year 2000 numbers.  That6

obviously includes the costs of failed products and the7

time value of money, or the opportunity costs associated8

with investing in year one when the product's going to9

come out in year 10 or 12.10

The risk associated with developing a new11

product is either on the range of -- one estimate is12

10,000 chemicals produce a hundred targets, which produce13

10 products that go into the clinic, three of which make14

money.  So you've got a filtration system where the risk15

is phenomenal from the point of discovery or even16

identifying a target.17

So I think one of the things that I'd like to18

get across, at least on behalf of the biotechnology19

industry, is that there is a huge difference between20

electronics and life sciences.21

If you go back to the work done by Professor22

Mansfield and Professor Scherer, going back to 1959, and23

you up date it with Josh Lerner's work up to and24

including 1999, if you do a scale of one to 10 on the25
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importance of patents to an industry for pharmaceuticals,1

biotechnology and to some extent agricultural2

biotechnology, it's six or seven, and for electronics3

it's one.  And so you should not assume that you can4

easily make these analogies that some of my academic5

friends have suggested from this morning.6

MR. WROBLEWSKI:  Okay.  Thank you.7

Mr. Blackburn.8

MR. BLACKBURN:  Thank you.  I just want to add9

to what David said, and maybe give a slightly different10

spin on how to look at this.11

I'm not -- I don't think it's helpful to really12

divide biotech and pharmaceuticals that much anymore. 13

There is an end point, there's a product that is a --14

it's a drug, and that drug could be a small molecule or15

it could be a protein or it could be an antibody.  All16

right?  So we can divide it into small molecules and17

biologics.  A company like Chiron does both.  And the18

small molecule-type research today, which is the19

traditional pharmaceutical industry product, is done with20

biotech tools and recently proteins and genomic sequences21

are used in developing them in a much more efficient way. 22

So I think you see both ends of what the industry, the23

two industries look like 10, 15 years ago, they're24

converging in the middle here.25
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And also what sort of fits in a little bit with1

what the panel this morning was talking about, there's2

actually a division of labor in many instances, where3

there are research tool companies and companies that take4

it to the next step, and then partners who have the money5

to pay for clinical trials, et cetera.  So you can find6

examples of all of those.  The two industries really7

blend together in that sense.8

And I can think of an example now where we're9

going, I know of a pre-IPO company, it's been in10

existence for three years, has a research tool technology11

base and they have a small molecule in phase two clinical12

trials.  All are now under one roof in a pre-IPO startup.13

So where we are today is quite different than I14

think the classic way the industry was 10, 15 years ago.15

MR. WROBLEWSKI:  Okay, thank you.16

David Earp.17

MR. EARP:  Yes, just a quick comment on what18

Bob was saying.19

I entirely agree with the merger of biotech and20

the pharmaceutical industry, but I think one of the21

things that we're tending to see now is a trend within22

the life sciences is it's almost like a food chain, the23

biotech companies that do a lot of the fundamental24

research simply cannot afford, because of the costs of25
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developing a drug all the way to market, to do it by1

themselves.2

So in most instances you will see a3

biotechnology company doing the fundamental research, and4

then partnering with a pharmaceutical company, or perhaps5

being acquired by a pharmaceutical company which will6

take the product through to commercialization.7

There are certainly biotechnology companies8

that are of much larger size, and perhaps Chiron might be9

an example of that, and you might think of Genentech or10

Amgen, that border on the size of pharmaceutical, of11

traditional pharmaceutical companies that have the sorts12

of financial assets to be able to develop products and13

take them all the way through to commercialization.  But14

most, what you think of today as, you know, classic15

biotechnology companies don't have that ability, and so16

there is sort of a progression through the industry of17

many biotech companies doing basic research and then18

merging, partnering, collaborating with pharmaceutical19

partners to realize the commercial product.20

MR. WROBLEWSKI:  Okay.  Thank you.21

Ross, do you have anything to add?  And then22

I'm going to go on into the importance of --23

MR. OEHLER:  Well, we have one more point 24

here --25
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MR. WROBLEWSKI:  Okay.1

MR. OEHLER:  -- perhaps before we...2

MR. WROBLEWSKI:  Okay.3

MR. KIRSCHNER:  I wanted to come back, and I4

agree that nowadays pharmaceutical companies are more5

likely to have involved in biotech, and biotech companies6

more likely to be involved in small molecule work.7

I think the point I was trying to make, and8

perhaps unsuccessfully earlier, that a biotechnology9

product is far more vulnerable to third-party patents10

than is a small molecule, in addition to the underlying11

economics which make a traditional small molecule far12

more profitable than a traditional biotechnology product.13

MR. WROBLEWSKI:  Okay.14

MR. OEHLER:  You know, on that last point, I15

tend to agree with Michael.  But having lived through it16

many times, and I expect to live through it many times17

more, small molecules tend to be vulnerable to third-18

party patents as well.19

We simply deal with freedom to operate all the20

time, and one reason for that is because we don't know21

what our colleagues up the road are doing in their22

laboratories until their patents come out.  We live with23

a now shortened blackout period because of the24

publication after 18 months, which we typically I think25
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at this table all participate in now.  But 18 months can1

seem like an eternity when you're caught in the middle of2

it trying to answer "am I free to operate."  So whether3

it's a biologic or small molecule, I think we both have4

that.5

But I do fully understand the point,6

particularly in the biotech industry.  I think given the7

age of the industry relative to the more chemical-based8

pharmaceutical industry, that can be expected.  But I9

think both are vulnerable.10

I think it's true to say that the large11

pharmaceuticals aspire to be small biotech, and the small12

biotechs aspire to be large pharmaceuticals.  And we look13

to one another I think for ways to achieve that, either14

through collaboration, through acquisition, through15

partnering of some sort.  So I agree with those comments16

completely.  But I think it's also fair to say that there17

really aren't a great number of differences.18

I will point out that the cost of coming to19

market with a biologic or a small molecule is very high. 20

We heard the number 802, I'd like to know where the two21

came from, but I've very often heard in the range of 80022

million.  I think it's nearly impossible to calculate it23

because of some of the factors that were pointed out,24

it's a very complex calculation.  But it's a lot of25
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money.1

And so much so that even the large2

pharmaceuticals don't act alone all the time.  There are3

many instances of co-promotion, co-marketing between two4

very large pharmaceutical companies with tens of billions5

of dollars each in sales.  It still requires a huge6

investment in dollars, in terms of dollars, in terms of7

manpower and the risks associated with it.  So even large8

pharma turn to one another for that type of partnering.9

MR. WROBLEWSKI:  Thank you.10

We heard this morning a lot about the role or11

the potential role that patent protection plays in12

simulating innovation, and I'd like just to kind of13

explore that a little bit more in terms of how does14

patent protection play in stimulating innovation in the15

biotech industry.16

One of the things that I found interesting this17

morning, I don't remember who exactly said it, but said18

that most of the new entry comes from smaller firms, and19

that the size of the firm, in terms of innovation,20

doesn't really matter anymore.21

And I was just wondering what people's reaction22

was to those comments from this morning, in terms of what23

role does patent protection play, where is the innovation24

coming from, is it from small firms or larger firms, and25
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how does that patent protection play into those two1

areas.2

Lee, I see you nodding your head so I'm going3

to call on you first.4

MR. BENDEKGEY:  Well, you know, I certainly5

would not get into trying to isolate the, you know, one6

sector where innovation is taking place.  There's lots of7

innovation going on in a lot of places.8

I think in terms of the role that patents are9

playing right now in innovation, you know, there's two or10

three things that occur to me.11

One is that, you know, all you need to do is12

look at what happened to the biotech sector in the two13

days after the Clinton-Blair announcement, which was14

interpreted as some general pronouncement on gene15

patents, and I think the whole sector lost about half of16

its value in two days.17

And it's hardly surprising.  I mean, David's18

description of Geron is not unique in this sector, in19

that most companies would say that their -- you know,20

that their principal assets are their science and their21

intellectual property.22

So clearly it plays a very important role in23

capital formation which, in turn, plays an important role24

in research as we've heard.  And I don't know what the25



257

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

latest statistics are, but, you know, a couple of years1

ago the story was that the biotech sector spent between2

45 and 50 percent of all of its revenues on research and3

development.  You can't keep that up for long without4

accessing the capital markets.5

The other thing that -- the other things that I6

would say in terms of the role of a patent system and7

encouraging innovation are twofold.8

One is that the patent system itself, as we've9

heard, you know, people talking about the 18-month10

publication and possible oppositions, the patent system11

inherently promotes disclosure, which encourages12

innovation.  And in fact if you look at Incyte's original13

database agreements back in the 1994 time frame, at that14

time the company relied almost exclusively on trade15

secret protection because the patent landscape was very16

uncertain, so you had this very lengthy, essentially17

glorified confidentiality agreement, was what the18

database agreement was.19

And the transaction costs associated with doing20

something like that versus a transaction involving21

inventions that are patented where the content is already22

known are very different.23

So, you know, we now do licensing on the24

internet at Incyte, which we wouldn't have done in the25
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day when we only had to rely on trade secrets.1

So, and I guess the last thing I would say,2

kind of to -- and I know we've been cautioned about3

making analogies to other sectors -- but I think some of4

the -- the last comment I'd make about the role of5

intellectual property, and you can think about it also in6

some of David's comments and some of Bob's comments about7

various of Chiron's businesses, as well as the Aventis8

description, is in some ways what the biotech industry9

is, is an outsourcing supplier for pharmaceutical10

research.11

There aren't that many companies that are like12

Chiron and Amgen and Genentech that are fully integrated. 13

Most of the biotech sector -- and so what you can see, if14

you look at the pharmaceutical industry over the last15

several years, is gradually most of the functions have16

been outsourced to a greater extent to entities that17

provide comparable services to multiple people, whether18

it's starting with patient management, manufacturing,19

distribution, clinical research organizations now through20

the clinical development process, and then you have the21

biotechnology industry is kind of the outsource or the22

supplier both of tools and sometimes, you know, often are23

product candidates to the pharmaceutical industry.24

And I would say that when -- what you were25
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selling is some piece of the product or something that1

will be used to develop the product somewhere along the2

way, having the potential of getting intellectual3

property that will enhance your returns on the sale of4

that product becomes more critical.  If you're fully5

integrated, like, you know, as was the old model in6

pharmaceutical companies, you'd actually just as soon not7

have any IP on anything other than the final drug that's8

sold.9

And so I think we're seeing an evolution in the10

structure of the market.  Which actually, if you think11

about it, is not unlike the evolution of the computer12

industry.  You know, 10 years ago you had, you know, one13

company making the microprocessor, the operating system,14

building the box, selling the box, servicing the box. 15

That obviously has changed to the vast benefit of16

consumers.17

And I think, getting back to my final comment,18

is, you know, there's a lot of innovation going on19

everywhere, but we think that genomics, when it succeeds20

on its promise of providing a reasonably comprehensive21

understanding of biology, ought to remove a lot of the22

risk associated with developing and prescribing23

therapeutics.24

And so in terms of the how fundamental the25
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innovation is and what it could mean ultimately to what's1

available to consumers, how safe it is and at what price,2

we think it's pretty dramatic.3

MR. WROBLEWSKI:  Okay.  Thank you.4

Mr. Blackburn.5

MR. BLACKBURN:  On the issue of innovations and6

its role in market entry, I think the research tool area7

is a very important topic to understand.8

And you had asked me before if I could say a9

little bit about what is a research tool --10

MS. DESANTI:  Yes, thank you.11

MR. BLACKBURN:  -- so everybody would12

understand.13

I think we could all come up with a slightly14

different definition of research tool.  My operative15

definition is it's technology that's used to find, refine16

or otherwise design and identify something else that will17

be sold in the marketplace, the final drug.  It is not a18

patent that covers the final product that is the subject19

of ongoing manufacture and sale.20

Classic examples of research tools are targets,21

that is like receptors on a cell where drug -- you hope a22

drug will act, combinatorial libraries from which drugs23

will be fished out of, high-throughput screening24

technologies, array, micro-array-type technologies,25
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genomic databases, modeling programs, et cetera, they go1

on.2

And I want to also, in the context of this I3

want to address something that Suzanne Scotchmer4

discussed this morning on the Kitch work.  She pointed5

out that the conclusion of that paper was that there was6

efficiency in resolving the -- that licensing dilemma,7

but it was private efficiency and not social, necessarily8

social efficiency.9

And I think that goes across the board if a10

patent is involved.  A patent is a distortion of one11

efficiency for the other, and certainly in every instance12

and what we really have to look at is that over time is13

there social efficiency for that distortion.  And I think14

the answer clearly is "yes" when you look at something15

like research tools because they are enabling technology16

that allow market entry.17

I mentioned earlier about the example of a very18

small pre-IPO firm that has moved into a phase two19

product in there years based on research tool technology. 20

That was inconceivable to have happened 20 years ago,21

before the invention of research tools.22

If you look at the $802 million that is spent23

in product development, the vast majority of that time24

and money is in the clinical trial portion, and at the25
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far end of that, it's increasing as you go from phase one1

to phase two to phase three.2

In the front end the discovery and the -- in3

today's world the investment has gone down considerably4

that's required to do that front-end research because of5

research costs.6

How would you do it classically, when it was7

only small molecules and you just had to find a small8

molecule?  You hired a thousand chemists to make lots of9

compounds one at a time and stick them in an animal model10

or some sort of biological screen to see if they did11

anything.  That was the approach.  Now it's much more12

systematic, much more perfect.13

Where you run into problems today is you have14

so many leads how do you sort them out, where do you15

prioritize what you take into the clinic.16

So there's been a -- this technology has been17

extremely powerful, and I think is responsible for more18

products being in the clinic today than we could have19

conceived of 25 years ago.20

Now, and it's research tool technology that has21

permitted that and, therefore, in my mind it's pretty22

straightforward, if there's anything you want to protect23

and incent with patents it's the research tool24

technology.25
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Now what if you don't protect that research1

tool technology?  I don't think you'll get the next2

generation of tools.  And this is extremely important3

because we're still talking -- the expensive part of the4

process is still out there.5

We now have people who are working on -- small6

startups who are working on research tools that will7

address the toxicology side of drug development, maybe8

shorten it by six months and several million dollars. 9

That's a little increment, but that's marching down that10

development pathway.11

We will never see the investment in all of12

these research tools.  To my knowledge, of the13

significant research tools that have really made a14

difference, have all come as a result of venture capital15

investment that was premised on patent protection, and16

have been acquired by larger corporations.  And speaking17

for Chiron, I think we are a net buyer of these tools. 18

We won't get that next, that second and third and fourth19

generation company coming in and trying to work on this20

high cost of drugs.21

Now the -- even if you look at the licensing22

issue again for research tools, there sometimes can be I23

think a disconnect in -- as we see in the panel this24

morning, there's the assumption that, well, if you -- the25
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patentee will do an exclusive deal.  In our experience1

that's not how we have handled it.2

A research tool that we've owned of significant3

importance, we did the analysis and it -- where it's a4

target, it's a target for an important disease.  Why5

would we exclusively license that?6

We cannot pick out the company that has in7

their combinatorial libraries the best compound or the8

efficacious compound to do this.  Our incentive is that9

there be a product and a good product on the market,10

because that's -- with designs like research royalties,11

that's what incents us to make sure that the license gets12

into the right hands.  And when you cannot predict ahead13

of time the incentive is there to broadly license.14

Now I think there are examples of tool owners15

who have done exclusive deals, and I think there are16

probably examples of tools that maybe are appropriately17

exclusively licensed.18

If you look in the area of cancer, we have a19

cancer genomics program, and we've pretty much slowed it20

down because we've gotten more cancer targets than21

anybody can possibly work on.  There are -- it is a22

buyer's market for potential genomic cancer targets.  So23

you may not want to do it, you may not get anybody even24

to take a license unless you can offer it to them25
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exclusively.1

But, you know, that's a -- it's going to be2

very difficult I think for you folks to shape a policy3

that can distinguish between those instances and those4

where they are broadly -- should be broadly licensed.5

As long as the right incentives are there that6

the patentee can actually profit from the downstream7

exploitation of the tool, I think that's the best way to8

drive the broad dissemination of these tools and bring in9

new market entries.10

MR. WROBLEWSKI:  Okay, thank you.11

David Beier, you wanted to add something to the12

role of patents and innovation.13

MR. BEIER:  I want to answer your question.14

MR. WROBLEWSKI:  Okay.15

MR. BEIER:  And I'll try to do it succinctly,16

three facts and one observation.17

The biotechnology industry, 70 percent of the18

industry is less than 15 years old, only 30 percent of19

the industry is publicly traded.  I think you can make a20

rough approximation, it's many, many small companies,21

most of whom do not yet show a profit.22

Individually patents are hugely important.  The23

testimony, we cite work by Professor Lerner, suggesting24

that the average biotech patent's worth somewhere between25
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$9 million and $14 million.  He's attempted to quantify1

that.2

The observation, in terms of the importance of3

intellectual property in the industry, and I think Lee4

talked about this, the industry in the year 2000 had5

revenues of about $22-23 million and spent about 10.76

billion in R&D, so it is a hugely research-intensive7

operation, with the hope that they're going to produce a8

patent.9

While I agree both with Lee and Bob about the10

potential of genomics and research tools, it would be11

wrong I think if the government agencies who are here12

assumed that somehow the cost of drug development or the13

cost of products as a result is going to go down.  In an14

era of personalized medicine you are more likely to have15

a targeted product for a smaller patient population and16

the clinical trial designs at the end may not17

fundamentally change, the cost of development in constant18

dollars could remain very high and the price could19

actually go up if you have a smaller patient population.20

But the tradeoff is you're going to have a21

product that is targeted and really effective, that22

doesn't produce adverse reactions, that increases its23

efficacy.24

So as you think about trying to calibrate the25
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perfect patent scope, perfect quality, perfect licensing1

regime, you have to I think avoid the problem of making2

the perfect the enemy of the good.  And in the view of3

Bio we have a good patent system now, that doesn't mean4

it can't be improved, but the sky has not fallen.5

MR. WROBLEWSKI:  Okay, thank you.6

Lee, you had a comment --7

MR. BENDEKGEY:  Occasionally an anecdote is8

useful perhaps, and I was reflecting on Bob's comment9

about exclusive versus nonexclusive licensing.10

Following up on my earlier comment, if you11

think in terms of this question of research tools, you12

look at Bob's definition and on one end a research tool13

could be a computer, his definition fully comprehends a14

computer, but when people start talking about research15

tools in the context of patents somehow I think they're16

not thinking about that.17

At the other end of the spectrum a research18

tool could include, as Bob said, a target.  And as these19

technologies and the knowledge advances, it certainly is20

now the case that if you have a certain category of genes21

that you know to be secreted on a cell surface and you22

have a highly-specific disease association for that gene,23

you don't need to know any more, you can develop a24

therapeutic antibody, you will develop a therapeutic25
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antibody to that gene.1

So all of the invention really -- or I2

shouldn't say all, but a huge percentage of the invention3

is associated with the discovery of the target in that4

particular case, not going from target to therapy.5

So this idea that we put everything in a6

research tool bucket, and that once it's in that bucket7

it is somehow deserving of some kind of different status,8

whether higher or lower, strikes me as misguided.  And I9

think a lot of people agree with that, which is when they10

in turn that shift and say, "Okay, well the problem is11

not with the patents, the problem is with how people12

license them," and people might do exclusive licensing.13

Well, in Incyte's case, actually Incyte's14

success is in large -- I shouldn't say this too publicly,15

but there are many people who believe that Incyte's16

success is in large measure a function of the fact that17

in, I believe it was 1995 or 1996, Human Genome Sciences,18

which was then an Incyte competitor in selling -- in the19

database business, did an exclusive deal with SmithKline20

Beecham, and gave SmithKline Beecham exclusive access to21

the database with limited rights to sublicense.  But22

basically they gave it a five-year, six-year exclusive23

deal to SKB.24

The consequence, the immediate consequence of25



269

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

that deal was that every other big pharmaceutical called1

Incyte and asked if they could get a nonexclusive access2

to Incyte's database.3

And one of the reasons was they were worried4

they were going to get left behind.  And from Incyte's5

standpoint it's sort of the same analysis of if you're in6

the business of selling the database having one customer7

is not a real business.  And so if you're trying to build8

a real business of course what you're going to do in the9

research tool context is nonexclusive.  Because you want10

to sell the same thing to multiple people, that's the11

only way that economics are going to make sense.12

MR. WROBLEWSKI:  Okay.  Thank you.13

David, you had something you wanted to add.14

MR. EARP:  Yeah.  I'd like to push the area of15

research tools a little further into reach-through16

royalties, because that's what Bob was really talking17

about, leveraging the value of research tools by18

collecting revenues based on royalties of the product19

that is actually sold, the product that is discovered20

using the research tool.21

Some of these research tools can be very far22

removed from the final product.  I mean, in Lee's23

example, the computer that you use to analyze the24

database versus the actual target that you're screening25
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against to find the product.1

As a licensee and a licensor of technologies I2

come across many instances of companies that are trying3

to license research tools with these reach-through4

royalties, and I think it raises some interesting5

questions that there is really no clear legal analysis at6

the moment, or certainly no clear guidance for companies7

to think through.8

The crux of the problem is the licensing9

company is demanding royalties on the sale of a product10

that is not covered by their patent.  Clearly we have11

antitrust, potentially patent misuse issues here.12

I've looked at license agreements that have13

been offered to my company on a number of occasions with14

those sorts of issues in them, and I've scratched my15

head, and I've gone to the FTC and the DOJ guidelines on16

licensing and I've tried to find some guidance there and17

I've been relatively unsuccessful.18

I have read the case law on patent misuse, and19

there's some very clear case law out there, the 196920

Hazeltine case, Zenith Radio, talking about patent misuse21

and the conditioning of a license on the payment of22

royalties on a product that is sold that isn't covered by23

the licensor's patent -- I'm sorry, the -- yeah, the24

licensor's patent.25
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So I have struggled with this, it's exorcised 1

me, and when I talked to antitrust counsel and asked for2

opinions on this they talk about rule-of-reason analysis3

and market power.  But when we're talking about biotech4

companies where there is as yet no product and we get5

into them, the incredibly vexing problem of innovation6

markets and technology markets, it's very difficult7

problem for biotech companies to try to figure out a8

clear answer to this.9

It's made even more difficult by the fact that10

when you're getting into licensing arrangements at an11

early stage of development.  You may well be in a12

situation today as a small biotech company, even if you13

go with the innovation market, there is no market power14

involved.  There's certainly no product.  There may well15

be no market power involved, and you can enter into a16

license agreement that even your most conservative17

outside counsel will say, "You know, looks actually18

pretty okay."  19

Ten years down the road though, if you're20

successful, if your product and your technology become21

very successful, you do now have marketing power, you do22

now have market power, that license agreement gets23

scrutinized at that time, the outcome might be very24

different.25
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And I struggle with -- and of course the1

analysis of whether there is an antitrust issue, and2

potentially maybe the patent misuse issue, although I3

think there's a very different jurisprudence behind4

patent misuse and I don't -- I think it's a mistake to5

put the two of them together, as you've seen many times.6

But the problem with market power changing, the7

problem with these reach-through royalties I think is an8

area where I would like to see more guidance on, for more9

practical guidance for biotech companies.10

MS. DESANTI:  Let me ask a follow-up question. 11

Do you have an idea of what you think the answer should12

be?13

It's certainly something that the antitrust14

agencies have wrestled with from time to time, the fact15

that you can look at an agreement at one point in time,16

and under a rule-of-reason analysis there's not a17

competitive problem.  Well, competitive circumstances18

change and, therefore, you can have a 10-year-later19

situation.  As you point out, the competitive20

circumstances are different, therefore the competitive21

analysis is different.22

That's a very difficult problem for us to deal23

with at the front end, not knowing any more than you do,24

how the competitive circumstances are going to change. 25
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And I'm just wondering if you have practical insight from1

your business perspective into what would make sense,2

what's feasible.3

One idea that's been raised from time to time4

is the notion that you put into the agreement itself5

something that says "of course we will re-examine this6

agreement if competitive circumstances change," and it7

may be that one party to the agreement or the other has8

market power, or something more artfully framed than9

that.10

But I'd be interested to know what's your --11

from a business perspective what would make sense to you?12

MR. EARP:  The very simplistic answer as what13

would make sense is to tell me what I can do.  So --14

MS. DESANTI:  You don't care what the answer15

is.16

MR. EARP:  So, well, there are going to be17

people around this table who care very much one way or18

another.  For a small company like mine, where we're19

involved on both ends of this, you know, I don't have an20

opinion as to what the preferable -- I mean, you could21

say, "Well, you go back and you look at the analysis at -22

- you know, you do the analysis when the agreement was23

signed," I don't think that's an appropriate answer.24

Clear guidance is what I would like.25
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I have seen agreements and worked on agreements1

that do contemplate the future modification of the2

agreement as might be necessary.  Those sorts of3

agreements are difficult to negotiate because they4

clearly are open-ended so you're having an agreement5

between two parties that says "if things change we'll6

talk about this."  Well, you know, that's always the case7

with any contract, isn't it?  I mean, look at the State8

of California and it's energy contracts today.  It's9

always the case with any deal that companies get into.10

The problem is where you have a deal that's11

locked in place and you have now one of the entities12

potentially facing antitrust problems as a result of it. 13

If the party that got the better end of the deal on day14

one isn't interested in renegotiating along those lines,15

then that's not going to be a solution, and having a16

meeting of the minds later on is going to be problematic.17

I also though would like to just, back to you18

again, the issue and the conflict between patent misuse19

and antitrust and licensing, because I think there is a20

lot of uncertainty there.21

And there are very clear circumstances in my22

mind that constitute clear, I think, black-letter patent23

misuse which when you look at them from an antitrust24

perspective, particularly under a rule-of-reason25
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analysis, might absolutely pass muster.1

So I would also like to see not necessarily2

harmonization of patent misuse in the antitrust and the3

licensing arena, because I do think there are different4

bodies of law, but I would like to see a little more5

consistency in the results of the outcomes.6

MR. WROBLEWSKI:  Bob, did you have something7

you wanted to add on the --8

MR. BLACKBURN:  Yes.  Well, I think I can9

address Susan's question directly, about what we would10

like to see practically happen with these type of11

royalties or these licensing arrangements.12

I think we'd like to see in the world13

affirmation that it's okay to do reach-through royalties,14

and it's okay to do them in a nonexclusive way, and15

perhaps that there is an option to either have a fully16

paid-up royalty or a reach-through royalty.17

And the reason is if you -- if reach-through18

royalties are not available that means the cost of19

licensing tools initially goes up, goes up significantly.20

Reach-through royalties are a way to lower the21

up-front costs for the smaller firms and to have a risk-22

sharing arrangement basically with the tool owner but23

whether if the -- anything useful comes out of the tool. 24

It means that firms can license-in many more tools.  And25
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the only way that, you know, sort of mid-size1

biopharmaceutical companies or small biopharmaceutical2

companies are going to hope to catch up to the Mercks and3

the Glaxo SmithKline's of the world is that it's through4

the access to tool technology, and reach-throughs5

facilitate that greatly.6

MR. WROBLEWSKI:  Okay.  Thank you.7

David, did you have something you wanted to8

add?9

MR. BEIER:  Just a quick footnote.10

You might ask the folks at the National11

Institutes of Health about their research tool licensing12

program.  My colleague --13

MR. WROBLEWSKI:  I see Ted Roumel is back14

there, yeah.15

MR. BEIER:  -- is back there.  At least they16

have attempted to articulate what the appropriate role is17

with a government-funded research tool.  But I agree with18

Bob's observation in general.19

And with respect to David's comment about20

attempting to reconcile misuse with antitrust law, in a21

previous incarnation I spent 10 years on Capitol Hill and22

attempted to do that, and failed miserably because no one23

can agree what current law is, let alone try to codify24

it.25
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MR. WROBLEWSKI:  Thank you.1

Ross, did you have something to add on this2

point?3

MR. OEHLER:  Yeah, David, I'm glad you pointed4

out the NIH guidelines, and I think that makes sense to5

look at some of that groundwork.6

I'm not sure that I agree with what I've heard7

on some of the likely direction of reach-through8

royalties, and I think some of that is because I'm kind9

of troubled with some of the premisses behind that.10

We've heard over the last half hour or 4511

minutes about the role of research tools in reducing12

costs and reducing time.  But I would suggest that we13

don't quite have those answers yet, that we're not really14

there yet.15

There has been a reduction in time.  If you go16

back 15 years or so -- in fact I would commend the17

current issue of Script magazine that kind of looks at18

this carefully -- if you go back you can see that early,19

the early phase of the work has sped up, but the latter20

part of the work has not.  Not only has that time not21

caught up, but the risks associated with the fallout of22

compounds through trials is still quite high, so the23

costs aren't necessarily saved the way we would like to24

see it yet.  There's great promise there and the hope is,25
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and expectation is, that that in fact will reduce time1

and costs further but we're not there yet.2

And I would suggest that until we're there we3

don't necessarily know what type of royalty schemes are4

necessary.5

Lee pointed out earlier that, you know, you go6

back into the early '90s and there were different ways of7

doing business in the biotech as a licensor than there8

are today.  There's more thought about pooling for9

example, there's a more open structure to many of the10

license deals.11

Reach-through royalties are a very real issue I12

think for large pharmaceutical in particular when they're13

on the receiving end of the license.  Clearly, from a14

monetary point of view that shouldn't be a surprise.15

I also think it's somewhat flawed to suggest16

that risk should be shared.  I'm not sure that the risk17

is truly shared when you're talking about a tool versus18

the product itself.  The tool may prove itself quite19

early; the product may fall out yet at the end of the20

clinical trial.  So the risk is still back-loaded at the21

most expensive phase of the research and development time22

line, and I don't know that that's a true sharing of the23

risk.24

So for those reasons I think that to conclude25
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from those premisses that a reach-through royalty is a1

good idea, I think it's flawed.2

MR. WROBLEWSKI:  Thank you.3

One last comment, then I want to change gears.4

MR. BLACKBURN:  Okay.  Ross makes some5

interesting points on the risk sharing in particular, and6

I think that really reduces to a price negotiation, how7

much does the tool owner profit from the successful8

development of a product.  So that allocation of risk I9

think is taken care of in the pricing.10

So, you know, and on the other hand I think11

it's rather unfortunate that we have a system where, a12

patent system doesn't recognize I think fully that back-13

loaded investment.14

And let me give you an example of where the15

patent system is a complete failure.  And that is if16

somebody brought you a -- table salt today and said, "You17

know, I think this can actually," if it's given in the18

right way, "control hypertension."  You can't get a19

patent on table salt, and nobody's going to do the back-20

ended investment in that clinical trial to prove it.21

You know, in my mind we've had an intellectual22

property regime developed for it for drugs where the23

market isn't large enough to provide the incentive for24

it, it's completely independent of patentability, and25
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it's fair to say that there could be a -- some sort of an1

award for that risk of investment as well, separate and2

apart from the patent system.3

MR. WROBLEWSKI:  Okay.  Thank you.4

I'd like to switch gears just a little bit. 5

You know, we started out this conversation with what role6

did -- do patents play in the innovation process, and I'd7

like to switch gears.  One of the things that we really8

examined yesterday afternoon in the introductory session9

was what role does competition play in the innovation10

process.  And I'd like to turn it over really to anybody11

who would like to start, in terms of, you know, what role12

does competition play.13

We heard a lot, I guess it was yesterday14

afternoon and then this morning, about that there was the15

race -- there's a new model in these new kind of high16

tech industries, in which there's a race to become the17

monopolist, and so I'm interested to see how that plays18

out in the biotech industry.  If anyone would like to19

start with that?  David Beier.20

MR. BEIER:  Well, let me try and answer the21

question by referring to the questions you raised in your22

notice for the hearings.  You raised a question in the23

notice about mergers and merger conditions and let me try24

and address that, because it's in our testimony.25
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At least a couple of times the Federal Trade1

Commission, both in 1990 and in subsequent mergers,2

conceived of the idea of an innovation market and imposed3

conditions.  And I think, as the testimony points out,4

that conclusion is speculative.  It's unclear what the5

market is when you have no marketed product and you're6

basically dealing with naked intellectual property.7

And care should be exercised when the potential8

economic efficiencies, as a result of a merger, could9

actually produce a product.  The example that I think is10

cited in the testimony is gene therapy, where you all11

required a certain level of licensing when there was no12

market for gene therapy, and I dare say there's no market13

today for gene therapy for a variety of reasons14

associated with intellectual property.15

So one concrete suggestion that Bio has that16

could conceivably improve the precision of the antitrust17

agencies' examination of these merger questions in18

innovation markets is a retrospective review of the19

previous licensing obligations you imposed on companies. 20

That's without prejudice as to whether they were good or21

bad, and it's not commenting on any of the individual22

mergers, but rather it's an area where you all have23

staked out a position that there is such a thing as an24

innovation market and that there should be some testing25
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of that hypothesis over time.1

The other question that is implicit in your2

inquiry, Michael, is whether the antitrust agencies have3

materially improved the ability of companies to compete4

by issuing relatively clear guidelines.  I think on5

behalf of Bio, the 1995 guidelines, were a material6

improvement over previously rigid and, frankly in some7

cases, irrational rules.  So the existence of those8

guidelines and this relative certainty that was9

associated with their evolution and promulgation has10

actually been a positive thing.11

And then the last point on competition.  You12

raised in your inquiry questions about patent term, and I13

would actually offer the following hypothesis:  that the14

Hatch-Waxman Act and the essentially balance that15

Congress achieved in 1984 achieved a level of competition16

that's unheard of in Europe or elsewhere by creating the17

generic drug industry as an offset to the brand-name18

industry, and in partial compensation gave partial patent19

term extension to pharmaceutical and biotech products. 20

But that competition could actually be enhanced if that21

patent term restoration was made full and complete so22

that you got day-for-day extension of the terms that you23

go through in terms of clinical trial development.24

MR. WROBLEWSKI:  Okay.  Thank you.25
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MR. OEHLER:  No.  You've raised a lot of good1

points, particularly the last.  I think it's -- you2

should not lose sight of the fact that in many instances3

patents aren't enough.  They're either not long enough in4

term or their terms have been essentially shortened due5

to the regulatory period of review that's involved, and6

simply the length of time that's involved in our7

industries.  And so we, you know, we often turn to the8

market exclusivity granted by the FDA.  And so, you know,9

patents aren't always enough.10

But I'm a little puzzled by your -- in your11

questioning you said, you know, there seems -- there's a12

rush, and without the benefit of this morning's13

testimony, but there's a rush to become a monopolist. 14

And I wonder if there's a difference.  Isn't there a rush15

to become the first to patent a particular innovation or16

invention?  Isn't that the very point?  So I'm wondering17

where you're going with that question; perhaps --18

MR. WROBLEWSKI:  Sure.  No, the model that they19

posited yesterday afternoon was, I think it was Professor20

Arrow talked about how it would be a race to become the21

monopolist and then technological improvements and22

developments would then supersede that, so there would be23

a sequential number of monopolies.  And that was actually24

what was driving the innovation, was the ability to25
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become that.1

And it was especially important, and maybe he2

may have been talking about more in network industries,3

but wanted to bring that out, or bring that topic up for4

discussion here to be able to differentiate those5

industries, and that was the concept that he was going6

for --7

MR. OEHLER:  Well, I, for what it's worth, I8

would suggest that it's the point of the patent system9

that innovations are rewarded with that monopoly period10

in the firm of a letters patent.  And of course there's11

always a rush to that, to be the first to invent in this12

country, and that it does not necessarily exclude others13

from coming in.14

We live in a multi-layered or multi-patented15

area that there's -- we're not as in depth perhaps as the16

computer industry.  I recall a seminar within the last17

year where they described opening up the box that they18

made, the computer, and they had flags inside19

representing the number of patents, and they were color-20

coded for what was theirs and what was not theirs, and21

there were hundreds of flags inside of this box and most22

of them were not theirs.23

So, you know, it's not as multi-layered as24

that, but there are very often many layers of patents25



285

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

that go behind either a product or the means to get to1

that product.2

MR. WROBLEWSKI:  Okay, thank you.3

Lee.4

MR. BENDEKGEY:  Just a couple of comments.5

As your introduction mentioned, I had spent a6

few years at Silicon Graphics before coming to the7

biotech industry.  And I think that in fact -- I mean,8

everyone used to joke, and I guess probably still does in9

that industry that, you know, everyone, you know, sort of10

loves to hate Microsoft and Intel and then secretly11

wishes they were that.12

But I think some of the analogies -- I think13

because of the network effects in that industry, you14

know, it doesn't really translate, although I would wager15

that there are a few people, a few companies spent some16

time trying to figure out how they could become the17

Microsoft or the Intel of biotech.18

I will say that in both circumstances, to19

answer your question about the role of competition in20

innovation, actually I witnessed variations on the same21

phenomenon play out at both Silicon Graphics and at22

Incyte, in that both companies really were founded, or23

had their initial success I guess you should say, off of24

the introduction to market of a product for which there25
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was not previously a comparable product.  In the case of1

Silicon Graphics it was 3-D graphics workstations; in the2

case of Incyte it was these databases of biological3

information.4

And managed to, you know, become the 800-pound5

gorilla in each of them in a, you know, sort of moderate6

size but promising product category, at which point, in7

the case of Silicon Graphics -- well, both cases, in the8

case of both companies, much bigger, much funded9

competitors emerged and decided that that business was10

big enough that they needed to participate in it.11

In the case of Silicon Graphics, those people12

included Intel, Microsoft, Hewlett-Packard, Sun13

Microsystems, IBM, everyone was in 3-D graphics all of a14

sudden and was going to do it bester and cheaper than15

Silicon Graphics and, you know, the result to Silicon16

Graphics is now history.17

In the case of Incyte, about three years ago18

what was then Perkin Elmer announced that they were19

creating a new company, Celera, whose role was to, among20

other things, put Incyte out of business.21

And I can say that one thing that competition22

does is, it sure makes you hurry up.  In the case of23

Incyte we successfully, I think, defended our franchise24

and really didn't lose any customers to Celera, but we25
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lost money, and to a significant degree, for the next1

couple of years trying to keep ahead of them.2

So in my mind that pattern is something sort of3

significant in terms of, you know, a new company4

identifying a new opportunity, then these other entrants5

sort of with more resources sort of follow on.6

MR. WROBLEWSKI:  Thank you.  Bob Blackburn, you7

wanted to add to that.8

MR. BLACKBURN:  Yeah.  The sort of sequential9

monopolist model does not really work in the10

pharmaceutical field, because of sort of the plethora of11

diseases, people are going after different indications12

and it doesn't work.13

It may work as, in the sense as Lee is14

suggesting, in research tools, what's the latest, best15

array, what's the latest, best whatever, high-throughput16

screening.17

And also certainly where it's a factor is in18

diagnostics, where you actually do have something similar19

to an operating system, and that's the test format.20

And I mentioned for the PCR patents that came21

originally from Cetus and their current owners, as a22

result of a merger, were required by European authorities23

to make those available  non-exclusively for licensing24

and -- because they really did have a networking effect. 25
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It was the latest, best, perhaps, test format that all1

the diagnostic labs were employing.  And there is2

competition now to come up with yet another better, you3

know, sort of an Apple-type analogy, of test formats to4

come up with -- to compete with PCR.  But, you know, the5

barriers of market entry there are enormous because of6

installed machinery that runs a certain particular format7

of test.8

So that is one area I think where this might9

translate well.10

MR. WROBLEWSKI:  Okay.  Thank you.11

I'm going to switch gears, if anyone else wants12

to add anything to that point.13

People brought up in their opening statements,14

I think Michael Kirchner, you brought up in your opening15

statement in terms of issues dealing with the quality of16

patents that are issued.  And I guess my question is, is17

I wanted to expand on the themes that you brought up in18

your opening statement, and has there been uncertainty in19

the industry with respect to the validity of patents that20

are coming out of the PTO now in the biotech industry? 21

And if so, what are the reasons for them?22

MR. KIRCHNER:  Well, I think there is.  On an23

individual basis I think you can say that there are24

uncertainty in the validity of patents.25
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When a particular individual patent issues that1

perhaps touches on certain of your activities you are2

under a duty, in essence, to analyze that patent,3

determine whether or not you're infringing it and/or4

whether or not that patent is valid.5

Frequently we find that there is in fact real6

validity questions coming out of that patent, frequently7

we find that the best prior art was not cited to the8

patent office, was not discovered by the patent office,9

or was cited to the patent office and clearly the10

examiner did not appreciate it, which again is not a11

surprise when you understand the conditions under which12

the examiners are examining the patents in question.13

We also find, like I say, that there seems to14

be an increasing number of patents coming out filed by15

different parties covering the same invention so that you16

have, if you want to practice a particular technology,17

several different parties you need to go to, to discuss18

either getting a license or several different parties19

you're going to need to fight in court and when in order20

to practice a particular technology.21

I think that the quality of the people the22

patent office has is very high, I think they are23

dedicated, I think they're working under really tough24

circumstances.  So I'll stand by my other comments and25
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basically say I think the bottom-line problem is they are1

not given the resources in one form or another that they2

need in order to examine a patent to the sort of degree3

that the law assumes it is being examined when it says4

"it shall be presumed valid, and you can overcome that5

presumption only by clear and convincing evidence."6

MR. WROBLEWSKI:  Do you want to add something?7

MS. DESANTI:  No.8

MR. WROBLEWSKI:  David.9

MR. EARP:  I think this is a clear area where10

the effects on competition and innovation is marked.  If11

you are a small biotechnology company looking to enter12

into a particular space and to use a particular13

technology and your analysis of the field shows that14

there are patents that potentially would block your entry15

into that area --16

MS. DESANTI:  I'm sorry, I just want to17

interrupt to ask everybody to please speak into the18

microphone --19

MR. EARP:  I'm sorry.20

MS. DESANTI:  -- just so we can get everything21

on the transcript.  I apologize for interrupting you.22

MR. EARP:  So if you're looking to move into a23

particular area of technology as a small biotechnology24

company, and you identify potentially blocking patents25
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which your analysis shows may have some -- may be1

invalid, may be susceptible to prior art attacks, perhaps2

were improperly issued by the patent office, you have two3

choices.  You can either walk away from that area and4

decide not to engage in development in that technology,5

or you can take the risk and start investing the dollars,6

usually millions of dollars even early on, to move into7

that technology area and risk getting sued by the company8

that holds the patent.9

For companies such as small biotechnology10

companies it's often not a choice.  You will avoid that11

area.  It's one thing to have a letter, a letter from --12

an opinion letter from outside counsel saying the patent13

is invalid, go ahead; all that does is it insulates you14

potentially from the threat of treble damages from15

willful infringement down the road.  It doesn't insulate16

you from, first of all, the jury deciding that your17

patent counsel gave you the wrong opinion; and, secondly,18

what's more problematic for small companies, just the19

actual process and the cost of engaging in the litigation20

in the first place.  So litigation is truly a fairly21

horrifying option to smaller companies.22

In other jurisdictions, in Europe for example,23

there are opportunities to challenge a patent immediately24

after it is granted.  Patents are published in the25
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official gazette in Europe and there's an announcement in1

which you have a nine-month period to file a notice of2

opposition and tell the European patent office why that3

patent shouldn't issue.  That is an in-depth process in4

which both sides file briefs with the European patent5

office, there is a hearing and there's an assessment as6

to whether the patent was or was not properly issued.7

That system isn't perfect, but it's certainly a8

lot better than the choice that we're currently faced9

with in the U.S.10

MR. WROBLEWSKI:  Okay.  Thank you.11

Ross, did you want to add something?12

MR. OEHLER:  Yeah.  I think we should be clear13

that this is not specific to biotechnology.  I mean the14

issues that come up in whether patents coming out of the15

U.S. patent office are good or not good is really not16

field-specific.17

And in fact, I would suggest that, given the18

concentration of the patent office on guidelines and19

resources in the biotech field, which I think have been20

pointed out in some of the materials that have been21

distributed today, have really, in the biotech field, has22

benefitted more than perhaps the other fields in the23

last, say, 10 years.24

Clearly more resources are needed at the patent25
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office to hire and retain qualified people and, as1

Michael pointed out, to give them the time necessary to2

actually do their job and do it well.3

And I would also point out that we should be4

careful shifting the burden to a public sort of thing.  I5

agree certainly we --6

MR. WROBLEWSKI:  I'm not sure -- what do you7

mean by shifting the burden to a public...8

MR. OEHLER:  Well, we as a company participate9

in the opposition proceedings in Europe all the time, and10

it certainly is less expensive than all-out litigation.11

But I would rather see a concentration on12

better resourcing at the patent office than, say,13

institute an opposition-like proceeding in the U.S. where14

now the public or the companies of interest are -- it's15

just not true with the public and the individuals,16

although that opportunity is there.17

It then puts the burden on them.  The cases are18

there before the PTO, the PTO is dedicated to the task of19

reviewing these and granting those that should be20

granted, and denying those that should not.  I'd rather21

see the resources focus there.  And it's -- not only is22

the PTO dedicated, but you would shift the cost to the23

public by instituting a system whereby opposition would24

be the preferred way to go.25
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We should not lose sight of the fact, as well,1

that there are opportunities for the public to submit2

comments to the patent office.  Now with an 18-month3

publication there's an increased opportunity for those4

that do want to follow what is pending at the patent5

office to get comments in.  It may not be as perfect and6

as targeted as an opposition proceeding, as in Europe,7

but there are opportunities there.8

MR. WROBLEWSKI:  Okay.  Thank you.9

Bob, did you have something you wanted to add?10

MR. BLACKBURN:  I think there's going to be a11

finite limit to quality.  The PTO is a human institution12

and there's no doubt in my mind they need more resources13

to do their job.14

But beyond that, there will necessarily be a15

percentage of patents which -- it's not an issue of16

quality, it could be a misinterpretation of the law or a17

change in legal doctrine, or whatever, that there are18

patents out there that are subject to challenge.19

The unique problem in the biotech and20

pharmaceutical industry is the ability to challenge21

these, because under current U.S. law you cannot begin a22

D.J. action and challenge the validity of a patent unless23

you've been threatened with litigation by the patent24

owner.  And usually people are not dumb enough to do25
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that.1

And you couple that with Hatch-Waxman, which2

suggests that there's no infringement in any event during3

the expensive clinical trial phase, so that there is no4

infringement to even threaten litigation over, these5

patents can hang out there.6

You have the ultimate result -- to follow up7

with David's comment -- is you go to your head of R&D and8

says, "Can I do this," they say, "Well, invest the 8009

million and I'll tell you in 10 years whether you can do10

it or not."  And that's unacceptable.  And every other11

developed countries' patent system allows challenges to12

the patent's validity, not just within nine months, as in13

the European patent office.14

But what people forget is that once that patent15

finally issues from the European patent office it becomes16

a national patent and there's a national system of17

bringing third-party challenges to validity which is18

available, which does not have the same U.S. requirements19

of standing.20

And the -- you know, for example, I believe the21

system in the U.K. is you write a letter to the patent22

owner and say, "Is the license available on it, on what23

terms," and then it's your sole discretion whether you24

like the answer and you can begin to sue to have the25
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patent revoked.1

You know, it is a significant drag I think on2

competition when there are these bad patents that sit out3

there and you can't touch them.4

MR. WROBLEWSKI:  Thank you.5

David, did you want to add?6

MR. BEIER:  At the risk of disagreeing with7

some of my colleagues, my assignment here today is to8

represent the Trade Association, and the development of9

the testimony was a consensus process, so I'll attempt to10

honestly and faithfully develop that consensus.11

Essentially the consensus is that if you look12

at the broad sweep of the last 25 years, the patent13

system has remarkably been self-correcting.  And if you14

go back to when I first started working on this in 197915

on Capitol Hill, and you think about everything that's16

happened in the Congress, in the PTO and in the courts,17

it's gone in the direction of improving the patent18

quality and the ability to obtain higher quality and19

appropriate scope.20

Starting with the creation of the Court of21

Appeals for the Federal Circuit in 1982, an entire series22

of patent law changes enacted by the Congress in the23

1980s.  And then, frankly, a remarkable set of24

administrative reforms within the Patent and Trademark25
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Office under four different commissioners, starting with1

the creation of a biotech patent group, the issuance of2

written description guidelines, the issuance of utility3

guidelines, the creation of special training for patent4

examiners, special quality review mechanisms.  Every time5

there's been some kind of public controversy within a6

discreet period of time the Patent and Trademark Office7

has responded affirmatively.8

The most recent examples I was involved in9

personally in my previous government service, one was10

gene patents and the second was business method patents.11

On the gene patent side there was development12

of guidelines that essentially represented the13

reconciliation of views between Harold Varmus, then the14

director of the NIH, and Todd Dickinson, the PTO15

commissioner.  We spent hours hammering out those16

distinctions and differences.  And I think generally17

speaking the stakeholders are largely pleased with the18

outcome and will produce higher quality gene patent19

guidelines with appropriate levels of utility and20

specificity.21

The same thing happened with respect to22

business method patents.  There's no doubt that there was23

valid criticism of early-on-issued business method24

patents.  But again the Patent and Trademark Office came25
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up with a comprehensive approach of improving examination1

of prior art, training examiners, et cetera.2

If you add to that the final question, which is3

judicial review, and you may not like all of the4

decisions, and I know my colleague Bob doesn't like some5

of them, from the Court of Appeals for the Federal6

Circuit, they have attempted to match the law with7

evolving technology, and in many cases provide the level8

of certainty that would improve the ability of the Patent9

and Trademark Office to examine patents and to come up10

with an appropriate question of quality.11

I think the question isn't whether the patent12

system is perfect.  It's, if there's a problem what the13

solution is.  And if the solution causes more harm or14

creates more uncertainty or more delay, which I would15

submit, at least on a personal basis, an opposition16

system could -- if you look at the Japanese experience, I17

think that suggests that you'd end up with multiple18

oppositions and delay in certainty -- you could end up19

with a worse system.20

So the question isn't whether there are21

problems, the question is whether the solutions can match22

the problems you've described and whether you can23

reasonably assert that those solutions are enactable and24

practical.25
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MR. WROBLEWSKI:  Thanks.1

Lee, did you want to add to that, or disagree2

with that?3

MR. BENDEKGEY:  Well, I was going to disagree a4

little bit, but poor Ray has been waiting a long time so5

why don't we give him a chance.6

MR. WROBLEWSKI:  Ray, go ahead.7

MR. CHEN:  Appreciate that, thanks.8

Mr. David Beier has already said a lot of the9

things I was going to say, and obviously the primary goal10

of the PTO is to have a strong system of valid patents. 11

And to that effect, in the biotech industry, obviously12

the PTO has done a number of things such as issuing a new13

set of utility examination guidelines and written14

description examination guidelines, as well as doing15

other things in the business methods patents arena.16

But also it appears that, based on our quality17

review statistics, just a percentage of all allowed18

applications do undergo a second-look quality review,19

that those statistics have been improving from each year20

to year but -- and obviously if you give more resources21

to the PTO there will be a correlation to an improved22

process.23

But also there's still always going to be a24

public element when it comes to these issued patents, and25
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therefore, because the PTO oftentimes doesn't have1

perfect information, it's really the competitors out2

there who have access to the best prior art references.3

And so I understand that industry oftentimes4

has a dilemma when they feel like there's a bad patent5

that it either has to suffer through expensive litigation6

that's risky, you never can be sure what's going to7

happen with a lay judge or a jury.  Then your other8

option is to just completely stay out of that particular9

market.10

However, there is a third option that exists,11

which is the re-examination proceedings.  But I've also12

heard here that there's perhaps a strong interest in some13

type of opposition proceeding.14

And I guess what I'm wondering is, is there at15

this table today a particularized interested or proposal16

in some form of improved re-examination, or some17

particular form of opposition proceeding they have in18

mind?19

I know personally, from my experience I've seen20

several patents die in the PTO under re-examination. 21

And, you know, obviously oftentimes that gets affirmed at22

the Federal Circuit.23

MR. WROBLEWSKI:  I think David wanted to24

respond to that.25
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MR. EARP:  Yeah.  I think it's highly1

appropriate that we raise the re-examination proceeding2

issue.  There are relatively new re-examination3

procedures in place today, but I think it's probably your4

experience, perhaps you could confirm that, that very few5

people are using them because there are some severe6

disadvantages with the re-exam procedure that's in place.7

There's legislation pending now, and perhaps8

you can update us with -- tell us whether new legislation9

is pending -- but some of --10

MR. BEIER:  If I could interrupt there.  To11

answer your question, there are four cases where people -12

-13

MR. CHEN:  Four is it?14

MR. BEIER:  Yeah, out of I think 160,000, so15

people are obviously not using it.16

MR. EARP:  Right.17

MR. BEIER:  In the Bio testimony there are18

references to the specific bills that would eliminate the19

preclusive effect of participating in the re-examination20

process, which is something, at least as a trade21

association, we would support doing to make it easier to22

participate and not risk as much by participating.23

MR. EARP:  So just let me summarize for people24

who aren't familiar with some of the issues.25
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There is a preclusive effect of going into a1

re-examination proceeding and failing and not being able2

to raise those sorts of -- the same prior art defenses in3

it's party's litigation proceeding.  There's no ability4

currently to appeal a re-examination decision beyond the5

Board of Patent Appeals and Interferences.6

And there's also the Portola Packaging case, in7

which the Federal Circuit said you can't use as the basis8

for re-examination prior art that has already been made9

of record by the examiner or by the applicant during the10

patent application process.11

So there are I think a couple of House bills,12

1866 and 1886, and the Senate bill, which I think the re-13

exam provisions are tacked onto the end of the PTO14

appropriations bill for this year.  I don't know what the15

current status of them is, maybe you could tell us where16

they're at today.17

MR. CHEN:  As far as I know they're all still18

pending.  And like all bills, they're turning into19

Christmas trees, where things are just getting tacked on,20

and it seems very speculative whether or not in this21

session any of them will pass.22

MR. EARP:  All right.  So I think it's23

appropriate to note that there is a re-examination24

proceeding, but it's also appropriate to note that25
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nobody's using it, and it truly isn't an alternative to1

an opposition proceeding at the moment with the way the2

law is currently construed, or configured.3

MR. WROBLEWSKI:  Lee, did you want to add,4

finish --5

MR. BENDEKGEY:  I just had --6

MR. WROBLEWSKI:  You ceded your time.7

MR. BENDEKGEY:  -- two quick comments.8

One is that from our standpoint the big defect9

with the current interference -- I'm sorry, re-exam10

regime is the lack of appeal.  The fact that, you know,11

you're stuck with the outcome you get, you know, right12

then and there really, you know, why would you -- if you13

really thought that you were potentially going to be in14

an infringement litigation you absolutely would not take15

your one shot, you know, at the board there, at the16

patent office.  So that's the big defect from our17

standpoint.  It's not surprising that there's a grand18

total of four people who've taken advantage of it, and19

good luck to them, God bless.20

But the other thing I would say actually, which21

is in general, you know, we agree that the patent office22

is doing its best without enough resources.  We also23

agree that -- I don't think we're talking, Ross, about24

shifting responsibility from the patent office to the25
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public, but rather supplementing what the patent office1

is doing, particularly, as Ray says, in a lot of sectors,2

you know, the patent office is not going to have access3

to the best prior art.4

One of the places where I really take issue is5

to claim that the written description guidelines and the6

utility guidelines are some huge improvement.7

You know, in my experience one of the things8

that has been also damaging to the morale of the9

examiners in section 1600 is the politization of the10

guideline process.  I mean, with all due respect, how11

Frances Collins and Harold Varmus are feeling should not12

go into the formulation of the utility standards, and13

when you have the patent office, the director of the14

patent office and many of those who report directly to15

him marching around, talking about raising the bar and16

lowering the bar when the law that they are applying was17

enunciated by the Supreme Court in 1965, there's18

something wrong with that, and it should not be a19

question of the patent issue, it should be a question of20

the patent office with appropriate resources faithfully21

applying the law that exists, not reacting to the latest22

P.R. problem created by -- whether it's Jeremy Rifkin or23

Harold Varmus.24

MR. BEIER:  I assume then you would have25
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disagreed when the industry complained in 1989 about 1

the fact that the patent office had increased the utility2

bar --3

MR. BENDEKGEY:  I think the question --4

MR. BEIER:  -- to require virtually clinical5

trials until the response to that complaint was for the6

patent office to lower the utility --7

MR. BENDEKGEY:  I think the answer should be8

what is the right answer under the patent law, not9

reacting to the latest tempest.  And if the law has been10

on the books since 1965, the law ought not have changed11

multiple times.12

MR. BEIER:  And so I assume that the law13

shouldn't match current technology then either.  You14

should just have a divine ability to determine what the15

law is and apply it to technology regardless of what year16

--17

MR. BENDEKGEY:  You have to apply the law to18

technology, but you shouldn't be raising and lowering19

standards.20

MR. WROBLEWSKI:  Okay, that's great.  Thanks.21

I'm going to -- if you're adding something22

different then we can go forward, if you're going to --23

MR. BLACKBURN:  I am.24

MR. WROBLEWSKI:  Okay.25
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MR. BLACKBURN:  Or maybe some context as well.1

This really falls under what Professor Teece2

was talking about this morning on uncertainty.  And the3

reason we have this kind of breakdown is because the4

patent office actually isn't the final arbiter of what5

the law is.  Usually it's the Federal Circuit, sometimes6

it's the Supreme Court.7

And these policies, establishing a policy and8

then issuing patents to it is actually I think a creation9

-- it contributes to uncertainty.  Because the patent10

office decides you can't -- because of this inability to11

-- for third parties to challenge issued patents in any12

reasonable time period we don't get any judicial review,13

and unless they're rejected by the patent office they14

don't go up to the court on review.15

So really what you ought to have is the patent16

office taking a fairly aggressive view and doing17

rejections so somebody can go up to the court, or we'd18

have to have a system of third-party challenges or19

whatever that can get the issue up to the Federal20

Circuit.  Because whether I agree with them or not,21

they're generally the final arbiter and that, the fact22

that they haven't had a chance to address these issues is23

a huge area of uncertainty, and people don't know whether24

patents, or classes of patents are valid or not, whether25
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they should be spending R&D dollars going ahead with the1

program, or paying for a license or blowing them off, or2

getting out of the field.3

MS. DESANTI:  Sue, would you like to ask a4

question?  But I also have a follow-up question, so why5

don't you go first and then I'll --6

MS. MAJEWSKI:  I wanted to ask sort of a new7

direction question.8

MS. DESANTI:  Let me ask a follow-up question9

first then.10

I'm interested in the extent to which you can11

tell in the biotech field which patents are important.12

One of the issues that's been raised in some of13

the literature is the question of should we really try to14

reform anything at the PTO, and obviously that would not15

be the role of the Federal Trade Commission, but this is16

an exploratory, we're trying to understand things better,17

and this is a Mark Lemley article that basically says,18

look, the vast majority of patents do not become subject19

to any dispute.  Maybe you have one, two percent of20

patents that are actually subject to dispute, they are21

commercial important enough that that really matters.22

And so the premise of his article, and he goes23

through trying to develop some ballpark estimates, is24

that as a general rule it wouldn't make any sense to try25
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to make anything more certain at the PTO, but rather you1

might want to question whether there should be a patent -2

- an assumption of patent validity.3

But one of my questions is, do you know -- I4

mean, in biotech is it different in terms of the number5

of patents that actually become in dispute, and where it6

might be helpful to have an opposition system or a re-7

examination system where you didn't have to pay the price8

of preclusion from further litigation?9

MR. KIRSCHNER:  I don't know about other10

industries, but I can say at least in our company we keep11

a review of patents that are issued each week out of the12

patent office.  We also review each week what is being13

published in the European patent office, and now we're14

reviewing each week what is being published but not yet15

issued by the U.S. patent office.16

As a result of these reviews we are able to17

identify patents that are potentially problematic for us. 18

And for example in Europe, then to file an opposition19

within the limited time that you have to oppose an issued20

patent if it is of significant concern to us.21

I would say that you can't -- just because the22

vast majority of U.S. patents do not end up in litigation23

does not mean that you can assume that they are not24

problematic, and that the problem hasn't been dealt with25
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simply by avoiding an area that otherwise you may have1

worked on and innovated within, simply because the risk2

is too great with their not being in the United States an3

effective way to determine before you've spent your $8004

million and 10 years in product development, plus5

incurred liability, add on to this potential damages of6

500 million or more on top of that, whether or not you7

were right or you were wrong.8

MR. BLACKBURN:  There certainly are areas of9

research that Chiron would have done, or would have10

pursued a little bit longer than it had if there had been11

an effective, cheap, quick way of testing the validity of12

a third-party patent.13

And the fact that you decide not to go forward14

with that area means there never will be a challenge15

probably to that patent, and so we'll never know.  And it16

won't show up in the Lemley statistic, and it's just a --17

there's got to be some sort of multiplier there, and I18

don't know what it is.19

MR. WROBLEWSKI:  Okay.  Sue, do you want to...20

MS. MAJEWSKI:  Sort of following up on this21

discussion, this issue -- it makes it sound as if there's22

a large proliferation of patents that maybe shouldn't be23

out there.24

And much earlier in the panel someone had25
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brought up the issue of contemplating patent pools as a1

solution to the royalty stacking program, and this is2

something that the academics have also contemplated in3

earlier sessions.4

And what I've noticed is no one here at the5

table has really talked about a tragedy in the anti-6

commons.7

So my question to the panel is, you know, what8

examples do we have of cases where royalties become too9

high to make R&D or commercialization of a product really10

viable?  And to what degree is proliferation of11

overlapping patents a problem in the industry?12

MR. WROBLEWSKI:  Michael, do you want to go13

ahead?14

MR. KIRSCHNER:  I think there is a risk of a15

problem with the anti-commons in the biotech industry.  I16

think we tend to be tasting it when, like I say, for17

every vial of our product we sell we have to pay seven or18

six other entities.  And this was in the era before what19

are now called research tool patents and reach-through20

royalties became all the rage, not only of other21

companies but also of universities.22

I think in the earlier days you got a cell23

line, for example, you would be allowed to pay a one-time24

reasonable up-front fee to use that cell line and forget25



311

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

about it.  Now with everybody wanting reach-through1

royalties, and with research tools being defined as2

broadly as they are, any cell line that's used somehow3

within your research program, any target, any reagent or4

molecule that you have screened against to see if there5

is cross-reaction, any particular assay type that you6

have used, and of course you end up in the course of7

researching the biological properties of a molecule using8

a wide variety of assays, you're going to start to attach9

reach-through royalties to each of those research tools,10

I think you have a severe risk of a problem of the anti-11

commons.12

How you deal with that I don't know.13

MR. WROBLEWSKI:  I'm going to go with David --14

MR. BEIER:  Let me try and respond a little bit15

about patent pools and a little bit about Professor16

Barton's observations this morning about whether there17

should be a research exception or fair use --18

MR. WROBLEWSKI:  That was my next topic we were19

going into so --20

MR. BEIER:  -- which is probably the worst idea21

that's emerged, at least during the course of the day.22

The idea that you should create special rules23

for biotechnology or pharmaceutical products is both a24

bad idea and inconsistent with both domestic law and25
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international law and would produce bad social1

consequences, for the reasons that Professor Teece2

explained.  It would produce tremendous uncertainty. 3

There's no bright line between commercial and4

noncommercial.5

Moreover, the idea that there's this huge6

problem out there is contradicted by the best and most7

available and most recent study, which I think you all8

heard about from Professor Cohen of Carnegie-Mellon,9

which was commissioned by the National Academy of10

Sciences.  And that suggests that there is not a patent11

thicket, that there is less problem in the licensing12

context than the academic literature suggests.13

The message, at least on behalf of the trade14

association representing hundreds of companies is that15

the most important thing the government can do is to make16

sure that it avoids any imposition of a compulsory17

license.  Patents are more than the right to collect18

royalties, they are the right to exclude others from19

copying your invention.  And in this case there is a20

tremendous risk that people will associate patent pools21

with compulsory licenses.22

If there's one message that we want to get23

across, the paper that was published by the Patent24

Trademark Office in January of 2001, which described the25
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pros and cons of patent pools for biotechnology, was1

completely appropriate because it stressed the voluntary2

nature of patent pools and outlined in great detail the3

potential competitive benefits and anti-competitive4

effects, depending on how the patent pools were5

structured, whether the patents were valid, whether you6

needed all those patents to complete the research7

activity.8

So I think the question of patent pools needs9

to be seen in this larger policy context.  It would be10

wrong to go down the road of suggesting that the11

government should intervene and impose conditions, to12

require the licensing of intellectual property for some13

other larger alleged social good, as Professor Barton14

suggested this morning, either by taking away part of the15

bundle of rights and giving the public a research16

exception or a fair use right.  It would also be wrong to17

have the government impose a patent pool requirement in18

order to achieve some alleged efficiencies when there's19

no proof that there's a patent thicket or stacking20

royalties.21

If companies in the marketplace decide that22

they want to engage in patent-pooling behavior, and the23

antitrust agencies find that it's pro-competitive, that's24

fine.25
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MR. WROBLEWSKI:  Bob Blackburn, you wanted to1

add something.2

MR. BLACKBURN:  The -- first a little bit on a3

patent thicket which might justify a pool.4

A couple weeks ago when I was looking at some5

of the literature that was cited in the Chairman's speech6

on this topic, I saw in the first -- from a faculty7

member at Berkeley -- first page about the patent thicket8

in semiconductors, biotech, et cetera.  I went, "Wow,9

there's a patent thicket in biotech."  I didn't know10

that.11

Went into Lexis, did a patent count for about12

the top 10, 12 market cap biotech companies in the United13

States there were three companies that had issued U.S.14

patents numbering around 600, 700, and there's a --15

dropped down to the next one, it was about 300, then 200,16

and then everybody else was well under a hundred. 17

There's not a patent thicket.18

And when you're talking about developing a19

particular product, there's not many instances I can20

imagine, actually I can't imagine any instance where pool21

would be an efficient solution.  Michael's example, he22

can count the number of patents that are at issue there,23

and they're owned by different parties, and you wouldn't24

-- there's no reason to form a pool.25
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You might look at genomics, you've got a lot of1

targets out there, you might want to look at all of them2

maybe.  I'm not sure that, again, whether that can't be3

done by going to, you know, a one-source-type license or4

whether you really need a pool to do it.  We certainly5

haven't found a need to do it.6

But in the royalty stacking issue what we found7

in negotiations, all the parties tend to be fairly8

sensitive about it.  If the licensor in that instance is9

about to propose a royalty that's going to kill the10

product they're not going to make any money.  And most of11

the players in this field are sophisticated enough to12

understand that.13

Now, and while there's this theoretical threat14

with the anti-commons, you tend to see the reach-throughs15

in more unique tool technology, you don't see it in, say,16

fungible research tools, and there are a number of those,17

there's a number of different array technologies for18

example which are fungible today, and the screening,19

high-throughput screening machinery and other equipment,20

so you don't get stacking from all of these different21

tools that go into the process.22

But mostly the players, in our experience, are23

fairly sophisticated and know that they'll kill the goose24

if the stack is too high.25
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MR. WROBLEWSKI:  Thank you.1

Lee, you wanted to add something to that as2

well.3

MR. BENDEKGEY:  Just briefly.4

We have in our database agreements actually a5

provision that could be thought of as an example of a6

patent pool.  This is in the context that Bob alluded to7

of patents on genes as targets really.  And so when we8

license our gene patents and the database to our9

customers they can't -- if they discover for example a --10

if they find a partial gene that looks interesting to11

them in the database they can, you know, discover the12

full-length gene and characterize it and figure out what13

it does and get a patent on that.14

And so we have a provision in all of our15

agreements that's voluntary, everyone has -- you know,16

we're happy to delete it if people don't want it -- that17

says that if people obtain patents based on data derived18

from our database, there is a nonexclusive grant back to19

Incyte and to everyone else who's working with our20

database only in the research field.  So only for21

research purposes, both Incyte -- so the model is very22

much like what subsequently became the open source model,23

where there's kind of an improvement grant-back that24

applies to everyone else who's working with the same25
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stuff.1

And as I said, it's entirely voluntary and so2

far everyone has signed up to it.  But for those people3

who don't want to, or who may not even be interested in4

the Incyte patent portfolio because they just have a5

small number, they're always free to go to the small6

number of targets that they're interested in working7

with, they're always free to either develop their own8

patent position or go to the people who own the rights9

to, you know, those handful of targets.10

But it is a way we found of reducing11

transaction costs and allowing, you know, kind of12

everyone who is using our stuff in a broad sort of way to13

get freedom to operate under each other's portfolios as14

well.15

MR. WROBLEWSKI:  Thank you.16

Susan, you had a question you wanted to ask.17

MS. DESANTI:  Yeah.  I have a different18

question, and it follows to some extent from your19

comments, Michael.20

One of the points that Judge Newman made in the21

very first session of these hearings was the tradeoff22

value in the patents.  On the one hand you're granting an23

exclusivity, make, use and sell for a certain amount of24

time, but the upside to society is that there is a25
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disclosure that's required and associated with that.1

And I'm wondering whether in the biotech field2

the disclosures that go along with patents are a3

significant source of your ideas for further innovations4

or not.  And I'm wondering in part, Michael, because you5

were saying that you were reviewing patent disclosures,6

and clearly one of the purposes is to find out whether7

you're doing research in an area where there may be a8

conflict.  But the further question is, is that a source9

of other ideas as well?10

MR. KIRSCHNER:  Well, I cannot give a11

categorical answer.  But in my experience it has not been12

a significant source of ideas within the research we've13

been conducting.14

Now, I think it's fair to say on occasion our15

scientists have read scientific articles which contained16

information that turned out -- had been filed on in a17

patent application, and we tried to review our18

publications to make sure that we have appropriate patent19

filings made before they are issued.  But again, having20

been Immunex University, that process was not as tight as21

it might have been.22

But, frankly, in our experience, for example on23

some of the patents on which we are paying royalties, we24

are wholly unaware of the work that was done that gave25
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rise to those patents, it was work that we were doing in-1

house on our own, and yet because the patents issued and2

because they're presumed to be valid, whether or not they3

actually gave us knowledge that was useful to us, we've4

ended up taking licenses.5

MS. DESANTI:  Bob?6

MR. BLACKBURN:  I think it's important to7

realize that in this field an awful lot of the8

information transfer happens in the scientific literature9

of the patent literature, but quite a bit of the10

scientific literature is enabled by the fact that there's11

been a patent filed on it.12

And I have seen over time an increase in the13

relevance of the patent literature as a source of14

technical improvements that might be patentable but may15

not excite a journal editor.16

MS. DESANTI:  Thank you.17

MR. WROBLEWSKI:  Ross, did you want to add18

something?19

MR. OEHLER:  Yeah.  I would add that, in my20

experience, there are -- most scientists that I have21

dealt with at some point in their research efforts are22

looking at patent publications and issued patents, so I23

think there is value to be found in patents as24

literature.  But you have to recognize of course that25
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there's at least an 18-month blackout, and for the U.S.1

that's relatively recent.  The blackout could have been2

years.3

And so the scientific literature per se would4

be more timely for their purposes very often than the5

patent literature itself.  And that may be why you see6

the turn to the patent -- the scientific literature first7

and patent literature second.8

MR. BLACKBURN:  I have just one quick...9

It occurred to me actually in the small10

molecule area I think the primary source of information11

of what competitors are doing and things like -- is the12

patent literature, not the scientific literature.13

MS. DESANTI:  Thank you.14

MR. WROBLEWSKI:  That wraps up the prepared15

questions that we had, and I was going to open it up to16

the floor.  And I realize a couple of the panelists were17

misled or didn't understand my earlier directions.  And18

so if there are closing statements that you would like to19

make that don't have to do anything with your company but20

want to deal with the issues, you can certainly go ahead. 21

We can go around the table and then we'll wrap up.22

MR. BEIER:  Let me address two questions which23

were in your notice which we didn't talk about.  One is24

the unilateral refusal to license and the second is25
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international.1

As I think Ray knows full well, there's been a2

dispute going on between the 9th Circuit and the Court of3

Appeals for the Federal Circuit over the unilateral4

refusal to license.5

Bio's view is not to side with either6

particular Circuit, but to suggest that there is a7

principle at play here, which is a patent is the right to8

exclude, it's also a right to license.9

And as the President's own economic report,10

written by the Counsel of Economic Advisors, suggests11

there can be tremendous values that can be derived from12

licensing.  And the question is whether there's a13

legitimate business justification and whether there's a14

presumption, and what evidence is necessary to overcome15

that presumption to bring the anti-competitive question16

forward.  And Bio's request of the various agencies, that17

you attempt to clarify that, because the lack of18

certainty on that question is a result of the Supreme19

Court's not taking the Xerox case is going to continue to20

hamper developments in this context.21

On the international side, I know you have a22

day devoted to this later and you also have a debate23

about the application of the TRIPS agreement to24

development of drugs in developing countries.25
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Let me take a step back and point out where1

we've come from and where we are today and why it's2

beneficial.3

From the 19th century until the formation of4

the World Trade Organization and the obligation of the5

TRIPS agreement there was not an obligation to protect6

pharmaceutical products.  And those countries that had7

pharmaceutical patents had pharmaceutical industries,8

those who did not -- I'm thinking of Italy, South Korea,9

Canada, et cetera, where they had either no protection or10

very weak protection, those countries did not benefit11

from having innovation nor research and development.12

And one of the remarkable things of this13

international agreement was an obligation to patent14

essentially all technologies, and we could get into the15

details of what the exclusions are.  But that obligation16

being undertaken for trade purposes has been if it's17

implemented an opportunity for all countries to benefit18

from patent protection, and to do so in a19

nondiscriminatory way.20

The availability of patents for biotechnology,21

as several people have talked about, we would all not be22

here representing the biotech industry if the Supreme23

Court had not decided the Chakrabarty case in 1980.24

We also would not be here 10 years from now25
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talking about the export market for biotech products,1

which currently is in the billions of dollars, if other2

countries did not honor and protect the patents issued to3

American inventors in the biotech context.4

So I think one of the challenges for the5

executive branch is to make sure that the right to6

exclude others from practicing your invention is applied7

in a way that's consistent with the TRIPS agreement, and8

that it's done so on a nondiscriminatory basis.9

One of the things that is troubling about many10

of the academic comments from yesterday and today is the11

suggestion that somehow you can pick and choose12

technologies and create special rules.  The TRIPS13

agreement doesn't admit to that possibility, with some14

exceptions.  And I would suggest that you not go down15

that road of trying to create special rules for16

biotechnology or for pharmaceutical products.17

MR. WROBLEWSKI:  Thank you.18

Lee.19

MR. BENDEKGEY:  I've said quite enough.  Thank20

you.21

MR. WROBLEWSKI:  Okay.  Thank you.22

MR. BLACKBURN:  Maybe I have too, but I still23

will say more.  Okay?  A couple of comments from this24

morning's panel I wanted to call to your attention.25



324

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

Professor Merges talked about two areas that1

maybe required some inquiry, and that was the team2

research and prior art in that context, and the other was3

double patenting.  In both instances he suggested that4

some of that was an advantage to the large organization5

or team, and in fact I take a quite different view.  That6

what the exceptions to prior art in the team research7

model actually do is make things not prior art to the8

team, to a large team, that wouldn't have been prior art9

to a competitive small team.  It actually is a leveling10

of the playing field, things that would -- because of11

some unusual provisions of our laws, called 102-G, and12

very strict views of inventorship being the source of13

prior art disclosures.14

On the double patenting side, that in15

particular is something that does not favor the team. 16

And the most recent decision affecting our industry,17

Lilly v. Barr, where a Lilly patent went down on a double18

patenting issue, because they have obtained -- they19

obtained a patent that if anyone else in the industry had20

obtained that patent they -- the patent at issue for21

Lilly would have been valid, but because they obtained it22

the patent at issue was invalid.  You know, and that23

clearly -- double patenting is clearly something that is24

aimed at reining in the team in large part.25
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With the research fair use proposal -- I 1

won't go on about why it's a bad idea but rather point2

out that de facto there is such an exemption in that if 3

it is not commercially economically competitive at 4

the patent holder they don't go through the time and5

expense of patent litigation to stop it.6

Finally, when we talk about uncertainty and the7

inability to bring challenges and uncertainties over8

validity going forward, another real problem with patent9

law I think is our interference system, and that we are a10

first-to-invent system versus first-to-file.  We have11

much more certainty abroad where it's first to file. 12

It's almost always the outcome that it is in the United13

States anyway.14

And what I think is not quite appreciated15

broadly in the United States, versus the foreign systems16

that are first-to-file, is you actually end up with more17

stakeholders in that system.  Because prior-filed18

applications which are unpublished are only available as19

a novelty destroying prior art.  They are not available20

for obviousness-type prior art.21

So the second to file, I mean literally, if22

they disclose -- if Henry Ford filed first on the black23

Model T and they disclosed and they said it could be any24

color, blue, red, green or black, they could get a patent25
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on blue, red or green Model Ts.  And so now there's two1

people in the marketplace.2

So there's both a pro-competitive aspect to a3

first-to-file system, and certainly a huge clarification4

of certainty of who gets patent rights.5

Thank you.6

MR. WROBLEWSKI:  Okay.  Thank you.7

David.8

MR. EARP:  Just to summarize a couple of things9

that we've heard this afternoon.10

From my perspective, representing a small11

biotechnology company, patents are indeed the key asset12

for us.  They enable us to have access to the capital13

markets and to continue our innovation and development.14

The patent office does a remarkably good job15

with the resources that it has today, but the continued16

diversion of funds from the patent office to other17

branches of the government is a problem that we all agree18

needs to be addressed.  And I'm sure you've heard it from19

everyone who uses the patent office that maintaining the20

level of service, with the challenges that the patent21

office faces as new technologies emerge, is going to be22

increasingly important.23

With respect to the issue that was raised on24

patents that are out there that may have flaws in them25
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that we would like to challenge in order to enable1

competition and to have access to those technologies and2

to allow companies to make the decision to put the3

investment to move towards that technology, the current4

re-examination procedure is not effective, it's not used. 5

Even the pending legislation that would amend the re-6

examination procedure probably wouldn't convince a whole7

lot more people to go forward with it.  And consideration8

of a system somewhat similar to the European opposition9

system I think would be a substantial step forward.10

With respect to antitrust and patent misuse11

issues, and particularly DOJ and FTC guidelines, from a12

user of those guidelines, from the perspective of a user13

of those guidelines, I would like to see perhaps them14

updated and revised in light of some of the new issues15

that are coming forward.  The reach-through royalty issue16

would be a good issue I think to have some guidance from17

the FTC and DOJ.18

The guidelines offer -- well, largely -- I19

mean, very good fodder for academic antitrust professors20

to discuss rule-of-reason analyses and market power, but21

it's very difficult for a small biotechnology company,22

counsel in a small biotechnology, to provide clear,23

concise guidance to the company based on what are, you24

know, relatively academic principles that are being25
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addressed in those guidelines.  So more specific1

consideration of those guidelines and addressing2

examples, we'd benefit from that.3

The patent office has done that quite recently,4

and regardless of what you think of the new utility5

procedures and guidelines and written description, the6

patent office provides training manuals with examples of7

the application of the guidelines to real-life examples8

that we might come across every day.  And I think if FTC-9

DOJ took a look at some of those examples, which are10

perhaps a little more concrete than the examples in the11

'95 FTC-DOJ guidelines, I think we'll benefit from that.12

MR. WROBLEWSKI:  Okay.  Thank you.13

Michael.14

MR. KIRSCHNER:  I think I'd basically like to15

reiterate what I said before.  That first of all this16

industry would not exist but for the existence of17

predictable patents.  We need, and I believe we have,18

fundamentally a good system in the United States that has19

allowed the biotechnology industry to flourish like it20

has nowhere else in the world.21

However, patents can certainly be a drag on22

innovation, and it's particularly painful when that's23

kind of a self-inflicted wound, because we are not24

providing proper resources to the patent office to do the25
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job that they need to do.1

I agree with David Beier, that over the course2

of time the patent office has been extremely responsive3

to concerns raised by the industry.  That doesn't change4

the fact that at the moment the individual examination5

being done on the ground in the patent office is being6

done under a sense of desperation, as reflected by a 120-7

way or a 180-way restriction requirements that we are now8

seeing.9

The administration, to its credit, has greatly10

increased the funding for the patent office this year. 11

However, if that funding is going to be split up in a way12

that's designed to promote better pendency times, I think13

in a way, at least in group 1600, you're going to end up14

with a quality problem that's even worse.  I would urge15

the administration or the patent office to focus on16

improving quality, at least within group 1600.  Perhaps17

other industries are more concerned with pendency than18

the biotechnology industry.19

And then finally, certainly in Congress we've20

got some bills to try to improve the re-examination21

process.  I think we may want to go beyond that and look22

at perhaps incorporating a European-style opposition23

process in the United States as the way to perhaps do the24

most to reduce the drag on innovation that patents that25
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have been poorly examined can place on the system.1

MR. WROBLEWSKI:  Thank you.2

And Ross, final word.3

MR. OEHLER:  In view of the hour and the4

comments that proceed me, I think I'd just as soon turn5

the time over to questions from the floor.6

MR. WROBLEWSKI:  Well --7

MS. DESANTI:  Can I say a final --8

MR. WROBLEWSKI:  Sure.9

MS. DESANTI:  Well, I'm not going to have a10

question, but I do want to make a thank you to our hosts11

at Berkeley for yet one more day of wonderful12

proceedings.  They've really enabled us to bring all of13

you here.14

And I also want to thank Mike and our audio-15

visual guys who are keeping us running smoothly through16

all of this, and we shouldn't take that for granted. 17

Thank you very much.18

And I'll let you wrap up, Mike.19

MR. WROBLEWSKI:  Well, I'd just like to ask the20

audience to join me in thanking the participants today21

for their excellent remarks.22

And to remind everybody that tomorrow's,23

tomorrow morning's panel starts at 9:30, and it is the24

business perspectives on patents from the software and25
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the internet industries.1

Thank you very much.2

(Whereupon, the workshop was adjourned.)3
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P R O C E E D I N G S1

-    -    -    -    -2

MR. BARNETT:  My name is Michael Barnett and3

I'm a staff attorney with the Federal Trade Commission. 4

I'd like to welcome everyone to the third day of our5

hearings at the Haas School of Business here at the6

University of California at Berkeley, entitled Economic7

Perspectives and Real World Experiences with Patents.8

The hearings in Berkeley are provided with the9

support of the Competition Policy Center and the Berkeley10

Center for Law and Technology of the University of11

California at Berkeley as part of a larger series of12

public hearings from the Federal Trade Commission and the13

United States Department of Justice Antitrust Division,14

investigating competition and intellectual property law15

in the knowledge-based economy.  This mornings hearings16

are entitled Business Perspectives on Patents:  Software17

and the Internet.18

Here today I would like to introduce19

Commissioner Mozelle Thompson from the FTC to my20

right; Commissioner Tom Leary also from the FTC here21

to my left; as well as Susan DeSanti, Deputy General22

Counsel for Policy Studies at the Federal Trade23

Commission; also, Pam Cole, who is a trial attorney at24

the United States Department of Justice; and Ray Chen,25
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Associate Solicitor at the United States Patent and1

Trademark office.2

Gathered with us are representatives from3

software and Internet companies as well as academia and4

the legal community, to provide us with their insight5

into patents, competition and innovation within their6

business or field, and in turn, the industry in general. 7

In my opinion, I think that this is an exciting group of8

individuals who are impressively distinguished in their9

fields, and I'm anxious to hear their thoughts.10

With that in mind I think we should begin.  We11

will start by briefly introducing each panelist, and12

following their introduction they will provide a brief13

explanation of what their companies do or who they14

represent or what their area of expertise is, to provide15

us with some perspective toward their relationship to the16

industry.17

Following these introductions, four of our18

participants have graciously offered to provide us with a19

brief opening presentation to introduce us to ideas and20

issues that they find particularly relevant and important21

to the issues at hand.  This hopefully will set the stage22

for further discussion from the entire panel into these23

and other issues.24

To my far right is Joshua Kaplan.  Joshua25
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Kaplan founded Intouch Group, Incorporated.  The1

company's flagship product was a patented record store2

kiosk that allowed music consumers to preview any CD in3

the store and that collected data on certain consumers. 4

The company received a patent on its on-line music5

previewing system as well.6

Before founding Intouch Group, Mr. Kaplan was a7

technology research analyst with Gartner Group and worked8

with the San Francisco-based investment banking firm of9

Robertson, Stephens and Company.10

Mr. Kaplan.11

MR. KAPLAN:  Thanks, Mike.  Good morning12

everybody.  Just briefly, I think Mike covered what we13

do, but we started encoding music back in 1990 and14

developed --15

MS. RODRIGUEZ:  Excuse me, could you just speak16

into the microphone a little more?17

MR. KAPLAN:  Sure, sorry.18

MS. RODRIGUEZ:  Thank you.19

MR. KAPLAN:  After coming out of the technology20

and investment banking business we put together a company21

that was responsible for approaching the music industry,22

this was back in 1990, and telling them we felt we had an23

interesting concept on unlocking the potential of the24

music to the consumer at the retail level while25
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collecting demographic and psychographic data on the1

customers so that the music industry could find out a2

little bit more about what their customers were doing.3

The way that this worked was somebody would4

walk into a record store, fill out a form, get a card,5

walk up to device called an iStation, scan the bar code6

of a CD and be allowed to listen to anything on the CD or7

the tracks that we'd encoded.  We encoded roughly 200,0008

CD's and this was starting in 1990.9

We received a patent on that product called the10

iStation, which was a physical kiosk.  We transitioned11

the business in 1995 to an online business, and received12

a patent in 1999 for the online version of the13

interactive kiosk that allowed for previewing music and14

collecting psychographic and demographic data on a15

customer and tracking the customer's progress through the16

website.17

Since receiving the second patent we put18

approximately 190 companies on notice and went into19

litigation against 6 companies in March of 2000.  We have20

settled with 5 of the 6 companies.  We're currently in21

the Northern District litigating with the final company,22

and I'll talk a little bit more about that as we go23

further on.24

MR. BARNETT:  Next we have Robert Kohn.  Robert25
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Kohn is Vice-Chairman of the Board and Director of1

Borland Software Corporation.  He is also the co-founder2

of Emusic.com and the former Vice President and General3

Counsel of Pretty Good Privacy, Incorporated, a developer4

and marketer of Internet encryption and security5

software.6

Robert.7

MR. KOHN:  Thanks.  I started my career at8

Ashton-Tate in 1983 and before going to Borland as9

General Counsel.  While I was at Borland we were involved10

in a highly celebrated intellectual property case that11

went to the Supreme Court called Lotus v. Borland, having12

to do with, in our view, the difference between copyright13

and patent and where the lines are drawn.14

I started a company, as he mentioned, Emusic,15

which is the leading downloadable MP3 music service which16

was sold to Vivendi Universal last year, and I've17

recently done a startup company called Laugh.com, a18

comedy record company with George Carlin, so I wanted to19

do something less serious.20

Borland Software today -- you know, in21

preparing for this I looked and I had testified for the22

FTC on November 29th, 1995, and I was reading my23

testimony last night and it holds up pretty well except24

Borland is almost a different company today than it was25
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seven years ago, which is very indicative of our industry1

and how companies can change so dramatically.2

Borland is doing extremely well right now by3

entering into new phases and new areas of software4

development.  Before, we were doing personal computer5

software, tools such as spreadsheets and databases and6

programming language tools, competing head to head with7

some of the major players, you can imagine who.8

And now the company is focusing on development9

tools not only for PC's but also for the enterprise field10

as well as programming tools for PDA's like palm pilots11

and pocket PC's and cell phones, doing deals for12

development of job applications on the whole new wireless13

world.  So the company has really, really changed what it14

was doing.15

And one more thing that's relevant to what I16

may talk about later is that Borland, during my tenure as17

General Counsel from '87 to '96, I don't know the total18

number but I think we filed over 200 patent applications,19

filing patent applications for just about everything that20

Borland had innovated during that period.21

MR. BARNETT:  Thank you.  Next we have James22

Pooley.  James Pooley is a senior partner in the Palo23

Alto office of Milbank, Tweed, Hadley and McCloy, where24

he specializes in intellectual property matters, and he's25
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represented a wide variety of companies in the computer,1

software and Internet industries.2

Mr. Pooley is also a member of the Board of3

Directors of the American Intellectual Property Law4

Association, a member of the National Academies of5

Science Committee on Intellectual Property Rights in the6

Information-Based Economy, an adjunct professor in the7

Intellectual Property Program at Boalt Hall, and the8

author of a leading treatise on trade secrets.9

Jim.10

MR. POOLEY:  To the extent I have anything11

useful to say here, it probably comes simply from the12

fact that I have been a trial lawyer in Silicon Valley13

for almost 30 years now, and my first intellectual14

property career, if you can call it that, was focused15

primarily on trade secret disputes which formed in some16

ways the backbone of the development of Silicon Valley.17

But in the last 10 years my practice has focused almost18

exclusively on patent litigation, primarily, although not19

exclusively, on the defense side, and frequently in the20

areas of software and Internet patents, so my remarks21

will come from the experience base that I have in both22

defending and prosecuting those kinds of claims and in23

advising clients who are faced with assertion of those24

sorts of patents.25
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MR. BARNETT:  Thanks, Jim.  Next we have Yar1

Chaikovsky.  Yar is the General Counsel with Zaplet,2

Incorporated, an enterprise software and services3

company.  Before joining Zaplet this year, Yar was the4

sole patent counsel at Yahoo!.  Before that he was a5

senior associate at the Patent and Technology Practice6

Group at O'Melveny and Myers in Los Angles, California.7

Yar.8

MR. CHAIKOVSKY:  Again, Yar Chaikovsky.  At9

Zaplet, it's interesting.  I have a different take with10

respect to Internet and software patents, because at11

Zaplet we focus on enterprise software, collaborative12

business process management, where obviously we're taking13

on individuals such as Microsoft, IBM/Lotus, and focusing14

on patents from that perspective and competition from15

that perspective.16

On the other hand, as Chief Patent Counsel at17

Yahoo! looking at the competition and then focusing more18

on the Internet perspective that I bring to bear here,19

dealing with the smaller competitors that have patents20

and are asserting patents in order to extract rents at21

the same time requires filing many patents at the same22

time to protect our own innovations.23

But I will say out front that Yahoo! was able24

to get to a $120 billion market cap in its heyday with25
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only three issued patents in its portfolio.1

MR. BARNETT:  Thank you.  Now over to my left,2

first we have R. Jordan Greenhall.  He's the co-founder3

and CEO of DivXNetworks, a technology company that4

enables the distribution of DVD-quality video over5

Internet protocol networks.  He has also served as a6

strategic consultant with InterVu, a streaming media7

services provider, and is Vice President of MP3.com.8

MR. GREENHALL:  I guess I'll just give a heads9

up of some areas that we have some expertise in.  Our10

company is really focused on fairly low level11

technologies, algorithmic development, chipsets, so we12

may be the more hardcore technology side of the companies13

around here.14

Previously at InterVu, for those who don't15

know, we actually had, I believe, five patents that16

covered most of the distributed networking space17

(inaudible) Akamai and (inaudible) of the world.18

And of course at MP3.com not a whole lot to do19

with patents, more similar to Yahoo! there.  Although if20

we do drift into copyrights I'd have some interesting21

experience in that world.22

MR. BARNETT:  Thanks.  Next we have Paul23

Misener.  He is Amazon.com's Vice President for Global24

Public Policy.  Formerly a partner and the Chairman of25
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the E-commerce and Internet practice at the law firm of1

Wiley, Rein and Fielding, Mr. Misener also served as2

Senior Legal Advisor and Chief of Staff to a Commissioner3

of the Federal Communications Commission.4

Prior to his federal service, Paul was Intel5

Corporation's manager of telecommunications and computer6

technology policy, where he co-founded and led the7

computer industry's Internet Access Coalition.8

Paul.9

MR. MISENER:  Thanks, Mike.  For those of you10

who don't know, Amazon.com is the Seattle-based11

profit-making juggernaut.  We are the holder of 2212

patents, 2 of which are relatively famous, or infamous13

depending on your point of view, and hopefully we'll be14

able to talk about those.15

MR. BARNETT:  Great.  Thanks, Paul.  Next16

we have David Mowery.  David Mowery is a Professor of17

Business Administration here at Berkeley and the Director18

of the Haas Ph.D. program.  His research interests focus19

on technological change, international trade, United20

States technology policy and the relationship between21

public policies and the private sector.22

David.23

PROF. MOWERY:  Thank you.  I'm obviously not24

presenting a real world but an economic perspective here25
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today.  I guess what I will probably speak to are some1

earlier work I've done on the growth of the U.S. and2

international software industries, and then in particular3

a paper that I and a student here, Stuart Graham, did on4

overall trends in software patenting and copyright which5

was done for the National Academy's panel on intellectual6

property rights that Mr. Pooley sits on.  Thank you.7

Oh, let me just make one other note. 8

Unfortunately, I have to leave shortly before noon9

because of a teaching schedule conflict, so don't read10

anything into my hasty departure.11

MR. BARNETT:  Finally, we have Brad Friedman. 12

Brad is the Director of Intellectual Property at Cadence13

Design Systems, Incorporated, a global electronics design14

automation company.15

Before joining Cadence, Brad worked as Senior16

Intellectual Property Counsel at Varian Associates and17

Varian Medical Systems in Palo Alto.  Before moving18

in-house, Brad practiced law with the patent litigation19

firm Fish and Neave.20

He is a member of the Licensing Executive21

Society, the Silicon Valley Intellectual Property Law22

Association, the intellectual property section of the23

California Bar Association, and the American Corporate24

Counsel Association.25
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Brad.1

MR. FRIEDMAN:  Hi, good morning.  Cadence is an2

interesting company, fairly unique on this panel.  Our3

industry is the electronic design automation industry. 4

We develop software tools that we sell to others who5

design semiconductor chips or smart electronics like cell6

phones.7

Cadence's patent portfolio has grown through8

acquisition more than by its own internal innovation,9

and it's not an uncommon thing to do within the EDA10

industry.11

I come to Cadence from a unique perspective as12

well.  My background, as you heard, was patent13

litigation, focusing in medical devices, then moving14

in-house working in imbedded software, semiconductor and15

now finally in electronics.16

I'm looking forward to providing the view of17

the world's largest supplier of electronic device18

software in talking about how our patent policy affects19

this particular branch of software.  Thank you.20

MR. BARNETT:  Thanks, Brad.  Now we're going to21

begin with the introductory presentations.  I think we're22

going to begin with Bob Kohn.23

MR. KOHN:  What I'd like to share with you are24

some of my thoughts, I guess really to set the tone for25
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the morning.  I think that means to upset as many panel1

members as possible to goad them into controversial2

discussion, but I'd like to say something about3

intellectual property protection in general in connection4

with patents, something about software patents in5

particular, and then something about the system that6

we're living with.7

As everyone knows, we have intellectual8

property protection, whether it's copyrights or patents,9

so that there isn't an underproduction of goods.  I mean,10

these are public goods once they're created, and if11

everyone else can use them without compensating the12

author, it may not be created to begin with.  So clearly,13

intellectual property protection is needed in order to14

have an efficient number of goods or ideas or whatever15

products are produced.16

But there is a problem that with too much17

protection you're going to have the same problem as too18

little protection.  That is, you're going to have too few19

goods produced, especially in the area of complimentary20

products such as applications working with operating21

systems or carburetors working with other parts of cars. 22

So when you have too much protection, there's a danger23

that you're going to have inefficient production of24

goods, and the challenge that legislatures have always is25
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defining the scope of intellectual property protection.1

Now, with that background in mind, let's think2

about software patents or patents that involve computer3

programs.  And the computer program, of course, the4

source code, et cetera, is copyrightable.  It is5

protected by a large body of important intellectual6

property protection, but unlike a lot of other areas like7

a carburetor or a drug or a particular process for8

building something where you can get a patent, or an9

airplane, there is generally a specific thing this patent10

protects, this process.11

It protects this product, and if someone is12

infringing your product, it's the whole product.  And if13

you didn't have the protection you may not have had that14

innovation, you may not have built that product to begin15

with.16

This is a little bit different from software in17

the sense that, remember, the software code is already18

protected by copyright.  And you can also treat a lot of19

your ideas as secrets, you can hide the source code20

behind object codes and stuff.  But in a piece of21

software, a large complex piece of software, there are22

potentially hundreds of thousands of patentable ideas23

embodied in that software, all right?  So that leads to a24

problem of what marginal benefit is there to a particular25
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patent for a particular part of a piece of software code1

that is already protected by intellectual property? 2

Okay.3

So I would argue or at least put out that in4

the software area there's a real potential for5

overprotection of what's going on in a piece of software. 6

It's already protected by copyright.  Now you're starting7

to add patents.  What is the marginal benefit of this?8

Now in the software area, just by experience I9

think most businessmen in our field will tell you that10

innovation generally is promoted by competition and not11

by the intellectual property protection.  Of course,12

intellectual property protection is important, it's good. 13

You need to be compensated for your software so that, you14

know, people can't just or shouldn't be able to just copy15

your software verbatim and not pay you for these16

additional copies.  But most of the innovation comes from17

a competitor coming out with a new feature or something18

as opposed to, "Boy, I think we can get a patent on this19

and protect it for 17 years."20

Most of the patents filed, I would argue, in21

our field, in the software area, are filed for defensive22

purposes so that if you get sued you'll have a war chest23

in order to defend yourself, which is precisely what24

Borland did over the period of time when I was General25
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Counsel.  We filed patents on virtually everything.  Any1

innovation in user interface design, flyover help,2

spreadsheet notebooks -- I mean, you name it, I had my3

guys file patent applications.4

Those features weren't developed because we5

could get a patent on it.  They were developed because we6

had to build a better product than our competitor.  I was7

filing them because I knew I was going to get sued8

someday by some large competitor who had patents and I9

needed some way to defend ourselves against that lawsuit.10

Now, finally, the point I want to make about11

the system is this.  When you get involved in one of12

these cases, or you get involved even with a settlement13

discussion, and let's say you're legitimately infringing14

somebody else's patent in some small piece of process or15

something that you use in this ten million lines of16

software code for your product, potentially hundreds of17

thousands of patentable ideas in your code, somebody sues18

you and says, "You're using our process, you're using our19

this or that, our interface design.  We want a ten20

percent royalty on your sales, we want ten percent of21

your gross."22

I mean, you end up getting into these23

discussions, "Well, wait a minute, wait a minute.  This24

is only one patent out of a hundred thousand, okay.  You25
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can't ask us for ten percent of our product, it's just a1

minor feature.  Yeah, we're infringing it."2

"Well, if you don't pay us the money, we're3

going to sue you, and you know what the damages are in a4

patent case."5

And then you get into this discussion where6

you're hiring guys like Carl Shapiro for $500 an hour,7

and I've been through this at Borland.  We won in the8

Supreme Court but we spent $5 million in the damage phase9

of the case to determine what the potential damages were10

for infringing the copyright.  It's no different in the11

patent field in determining the damages.12

So, my argument is at the end of the day there13

needs to be a major overhaul of how damages are14

determined in these large intellectual property cases so15

that there's some reasonableness brought to the table so16

that when there's one little process or procedure in a17

code you don't get into this huge discussion of what are18

your profits and what are our lost profits.  Some judge19

should be able to say, "Look, I'm going to set a20

reasonable royalty here.  It should be one-hundredth of21

one-thousandth of a percent because this is what the22

value of your particular idea is to the whole piece of23

software."24

That's what I have to say this morning, and I25
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hope that sparks some interest.1

MR. BARNETT:  Thank you very much, I have a2

feeling that it will.  I think next we're going to hear3

from Brad Friedman.4

MR. FRIEDMAN:  I want to thank the Federal5

Trade Commission and the Antitrust Division of the6

Department of Justice for the opportunity to testify7

today.  My name is Brad Friedman, I'm the Director of8

Intellectual Property at Cadence Design Systems, and9

we're located in San Jose.  I first want to state that my10

testimony, and the views and opinions that I express here11

today, are solely my own, and do not in any way represent12

the opinion of Cadence or of any of its employees.13

A little bit more about Cadence.  It is the14

world's largest supplier of electronic design automation15

software and methodology services, both of which are used16

in the design of electronic space products such as17

semiconductors, computers, telecommunications equipment18

and consumer electronics.  Cadence employs approximately19

5700 people worldwide and had revenues of approximately20

$1.4 billion in 2001.  The company is traded on the New21

York Stock Exchange under the symbol CDN.22

I'm especially appreciative to participate on23

this particular panel to represent here a distinct and24

significant industry within the broad umbrella of25
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software, and that of software tools for product design. 1

My perspective on today's issues may be somewhat unique2

on the panel.3

For example, Cadence Design Systems sells its4

software not to the end user but to other businesses who5

in turn use those software tools to design6

electronics-based products that ultimately reach the end7

user.  I'd like to speak to you from that perspective.8

And personally, ideologically and9

philosophically, I'm a strong supporter of governmental10

incentives for innovation.  I strongly believe that11

innovation has and does drive the progress of societies. 12

With that in mind, I want to take a look at the current13

framework in the U.S. as it applies to software.14

The beneficial role the patent system in its15

present form plays in Cadence's industry is not at all16

clear.  Compared to the effect of competition in this17

industry, the current patent system has relatively little18

effect on the motivation to innovate.19

The short time cycles of innovation, product20

development and market obsolescence in this industry are21

inadequately addressed by a patent system encumbered by a22

single process used for all patent applications.  Other23

more timely means of information and knowledge transfer24

-- for example, publications, industry conventions and25
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conferences are seen as much more useful in advancing the1

state of the art.  Business practices, in turn, have2

adapted to the current environment.3

With respect to movements towards open source4

standards and interoperability, there's an increased5

participation in standard-setting bodies.  Early on,6

standards organizations were largely based on patented7

technology owned by the founders of the standard body in8

an attempt to move the industry under their proprietary9

position.10

More recently, forward thinking standards11

groups are premised on open source or open licensing12

schemes for the purpose of achieving interoperability as13

demanded by customers.  There is the implicit expectation14

that anti-trust scrutiny will be appropriately loosened15

for these standards groups.16

As I'm sure this committee is aware, there is a17

general animosity to pure software patents within and18

outside of the industry due to, one, the perceived19

allowance of what I'll diplomatically call overbroad20

patent claims, and two, the historically non-proprietary21

culture of the software engineering industry.22

There's a concern that the USPTO lacks the23

necessary information about prior art in the field of24

information technology software and business methods to25
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make the needed decisions on the novelty and1

non-obviousness of patent claims, and also lacks the2

needed expertise and infrastructure.  The uncertainty in3

the process generates skepticism, withdrawal from4

participation in the process, as well as optimism.5

I also want to note it's perhaps telling of the6

role of patents in this industry, the relatively low7

volume of patent litigation in the design software space8

versus other industries.   This holds true for software9

in general.  The maintenance of a patent portfolio serves10

mainly as a means of keeping detente or for11

cross-licensing opportunities.12

Given this scenario, can anything be done to13

achieve the policy goals of the patent system for the14

electronic design software industry?15

In adhering more closely to the fundamental16

ideology of quid pro quo that underlies and should17

motivate the patent system, the Legislature might weigh18

in on this issue and consider more radical changes in our19

patent system than the courts are equipped to accomplish20

-- for example, differentiating between those inventions21

that add greater societal value from those whose benefit22

to society is minimal.  This would be a daunting and23

improbable task.24

Incorporating present day economic realities25
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into the value given to the patentee through a patent1

grant -- also a daunting task.2

Acknowledging the enormous administrative3

burden, an ideal, perhaps utopian patent system would4

tailor the rights, scope and duration of a patent grant5

to the specific industry or knowledge base to which it6

belongs.  In the electronics design industry, for7

example, we'll take a short-term, low-level protection in8

exchange for speed of issuance, while in another9

industry, biotech or pharma for example, long-term10

protection might be needed because the revenue stream is11

in a much more distant horizon.12

On the judicial side, we might consider13

eliminating the presumption of a patent's validity,14

enabling more rigorous judicial oversight of the already15

small percentage of patents that end up being litigated.16

In sum, largely because the current patent17

system is poorly fashioned for the software design tool18

industry, the industry has evolved to minimize the impact19

that patents have on competition and has relied on other20

more market-oriented drivers of innovation.  I believe21

this is a missed opportunity for accelerating22

technological and economic growth in the industry.23

Thank you again for this opportunity.24

MR. BARNETT:  Thank you.  Next we have Josh25
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Kaplan.1

MR. KAPLAN:  Thanks, Mike.  I'm going to give a2

slightly different perspective this morning because we3

are a smaller company.4

Although we're a ten-year-old company, we're5

based in the music space, and I think unless you're one6

of the Big Five music labels it's been very difficult to7

actually make a business out of the music space over the8

past few years.  I think everybody has seen what's9

happened with companies such as Napster as well as10

MP3.com, and a number of companies actually have just11

disappeared, either being acquired or have gone out of12

business in my landscape over the past few years.13

One of the first things that we did when we14

were granted our second patent, which covered the15

Internet for music previewing and the tracking of user16

and the collecting of marketing information, is that17

instead of turning it over to our law firm I decided,18

well, I'll write a nice, non-threatening letter to a19

number of companies that we felt were infringing on our20

claims.  And I can tell you that out of the 30 or 4021

letters that we sent out, we may have received 1 or 222

responses.23

Typically the response went something like24

this:  "Meritless patent.  We don't believe we infringe,25
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but send us a claim chart if you think that we do1

infringe."  And that process moved on for months and2

months and months.3

So as a small company, the problem that we4

faced in the Internet is that while we started in 19905

and we have raised roughly $30 million over 12 years to6

build this business, the issue in our space is that once7

something can be broken down and digitized, there really8

is no competition.  And within the Internet space what9

you've had over the past 4 or 5 years are companies that10

have gone out, raised massive amounts of capital either11

through private placements or IPO's, and they have had12

very little perception towards profitability and it's13

been to go out and do a land grab.14

And what's happened there is that people would15

wholesale just simply go out and replicate your business16

within a very short period of time, while it took us17

three or four hundred thousand manhours to encode18

hundreds of thousands of albums.19

And we started this in 1990.  You can imagine20

the change in technology between 1990 and 1999 where what21

we did by hand and having people sit there and listen to22

music and encode a sample and pick out the right point23

was now very easy for somebody simply to develop a24

system, drop the needle and build something just like we25
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had in a matter of six months and then give it away for1

free.2

So, while I've heard some of my colleagues say,3

you know, we only have three patents and we have4

$150 billion market cap, the reality in our space is that5

it's very simple for somebody to replicate your process,6

go out there and give it away and really destroy the7

market value of what you have, and so from our position8

we really had no choice but to assert our patents and try9

to defend them.10

Which brings me to a funny story.  We were11

actually in Federal court on Friday, another summary12

judgment motion, and I think we've gone through four or13

five of them at this point and we've spent, just to let14

you know, it's a small company, probably $3 million and15

we've gone through two law firms.16

We had to be very creative as a young firm. 17

The first law firm we brought on actually took an equity18

position in the royalty payout of the company, which19

probably allowed us actually to file our initial lawsuits20

and stake our claim in this space.21

Roughly a year and a half later we were able to22

find a partner in the music industry that felt that they23

could leverage our patents, and so they decided they24

would help fund the litigation moving forward, so it gave25
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us two things.  It gave us a deep pocketed investor and1

it also gave us somebody we felt could become a master2

licensee of the patents should they, you know, continue3

to hold their validity and then go out and license the4

music industry.5

So Friday we were sitting in court.  We were6

the only case on calendar, but there was a motion to the7

judge that they had somebody else that had to come in. 8

And actually there was a man who approached in shackles,9

he was apparently a bank robber who had seven counts of10

robbery against him.  And of course we had to sit there11

for an hour and wait for our summary judgment motion to12

be heard.13

And I found it interesting as I sat there -- 14

again, young company having to put up a lot of money to15

defend our patents -- that here you've got somebody with16

a high school education, but yet he had the presumption17

of innocence and is given clothing, shelter, food and18

counsel all free of charge.19

And I had to juxtapose this to a small company20

like Intouch.  It's a 12-year-old company, really not21

guilty of anything unless you include filing for software22

patents, which puts you as a bane of the industry.  We23

had two presumed valid patents, yet the perception is24

that as a small company asserting patents that you are25
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guilty before proven innocent.  So from our perspective1

when you look at civil or criminal proceedings versus2

what we have to go through, it just seems like3

something's been turned upside-down.4

If we were, for example, treated like the bank5

robber, we'd be potentially given an attorney, have the6

presumption of innocence, guaranteed the right to a7

speedy trial, and yet we've gone through litigation now8

for almost three years.  We have to face dozens of9

summary judgment motions that are really there10

specifically to try to invalidate your patent versus11

companies trying to legitimately take a license from you.12

So why do I bring this all up?  One of the13

things that Mike and I discussed, he said, "Well, what14

would you like to see happen through these hearings?"15

I think there's a palpable perception problem16

with those companies that own software patents that are17

issued through the PTO.  The one perception is that the18

Patent Office doesn't have the resources to evaluate and19

make a determination as to whether these patents are20

valid or not, and the other perception is that patents21

are handed out, you know, really like jelly beans.22

And I can tell you from our perspective it took23

us almost eight years to get our two patents, and our24

file wrapper on the second patent is probably nine inches25
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thick, so clearly there was quite a bit of scrutiny to go1

through and get our patents.  We probably have fifty to2

sixty citings between the two patents, so clearly we went3

out and we did our homework.4

But from everything that you read in the press,5

every time we approach somebody to take a license or6

negotiate a license, the feedback was always, "You have a7

software patent.  We'll invalidate it in court.  It8

probably doesn't have any merit and we'll fight you on9

this."  And I would say that that happened 95 percent of10

the time.11

The ones that didn't simply looked at us as a12

nuisance case where they looked at taking a license13

relative to what they had to spend to defend us.  In14

other words, as soon as we sue somebody you can look at15

an instant $100,000 retainer that they would have to pay. 16

So from our perspective, that was the gating factor when17

we looked at trying to license to companies.18

So one of the things I thought about was, well,19

how can the PTO work to change this perspective?  And20

again, these are longer-term concepts, but I think that21

the Patent Office has a perception problem.  I don't22

think it's any different than the NRA has.  The23

difference is they have Charlton Heston as a spokesman24

and everybody feels warm and fuzzy about going out and25



364

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

getting a gun.1

Maybe the Patent Office needs to resurrect an2

Abe Lincoln or an Edison to be a spokesman so that they3

champion the software patents and all patents and the4

innovators and not make it look like we are, I think the5

term one of my colleagues just used here, trying to6

extract rents.  And that tends to be the perspective of7

most people, that we're simply here as a fulcrum to try8

to squeeze something out of the legitimate business.9

The other thing I think we'd like to see is10

whether there's some way that the PTO in conjunction with11

another arm of the government, whether it's the Small12

Business Administration, could assist small companies in13

defending their patents.14

Now, I brought this up to Greg Aharonian, who15

most of you know from PATNEWS.  He laughed and said why16

would you ever want the government to help you defend17

your patents?  That would be one of the worst things you18

could do.19

But I think it's unlikely that most companies20

can be that innovative, find companies or attorneys to21

take an equity position and pony up $2 to $3 million and22

spend two to three years of management time to defend the23

patent.  So if there were some mechanism for funding the24

litigation of a small company, we think that that would25
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potentially be a deterrent from people to simply take you1

on in litigation versus sitting down and negotiating some2

type of reasonable settlement.3

So, I think at the end of the day we're not4

looking for free clothing and shelter and three meals a5

day, but we are looking for a fair shake in an industry6

where you're a small company going up against very large7

corporations, a number of whom are sitting around this8

table that we've actually met in court and gone through9

the process with.10

Thank you.11

MR. BARNETT:  Thank you.  Now we're going to12

hear from David Mowerypanel.13

PROF. MOWERY:  Thank you.  I think I'll try to14

preserve the PowerPoint-free nature of the discussion so15

far and I'm just going to summarize some of the findings16

in this paper that we did for the National Academy of17

Sciences panel, which is a paper that I believe will be18

posted on the website for the Board on Science,19

Technology and Economic Policy, which is a wholly-owned20

subsidiary of the National Academy of Sciences, and you21

should be able to find it through their website.  It was22

a paper co-authored with Stuart Graham, as I said.23

I began life actually before I came to the24

business school as an economic historian, and I think25
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there is some advantage in adopting a historical1

perspective to some of these issues, because the software2

industry in particular has been around for a number of3

years, number of decades, and what we're really looking4

at in the issues created by growing formal protection of5

intellectual property in this industry is really a6

confluence of developments, some of which are related to7

policy, the strengthening of intellectual property rights8

generally in the U.S. economy that's taken place over the9

last 20 years or so, but also technological change and10

the growth of new markets that have greatly increased the11

importance of formal intellectual property protection.12

And the most recent, if you will, or a recent13

very important technological development influencing this14

industry, the Internet, is having effects the ultimate15

dimensions of which I think we don't fully know at16

present, but you can think of at least three17

contradictory, to some extent, effects of the Internet on18

the software industry and the role of intellectual19

property protection.20

The first is the role of the Internet in making21

possible the rise of open source software itself. 22

Shareware has been around in the software industry for a23

very long time, but open source software really is24

shareware squared in some sense, and the Internet makes25
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feasible the maintenance of a unified source code, an1

open source that previously I think was very difficult to2

do.  So that's one challenge in some sense to formal3

protection created by the Internet.4

The second is the role of the Internet in5

facilitating low cost distribution of software, which6

should facilitate entry by new firms in some cases and7

the growth and intensification of competition.8

A third and, again, somewhat offsetting effect9

of the Internet on software development and intellectual10

property protection is the role of the Internet in11

creating a space for patented business methods.  Most of12

the rise in business method patenting in this area has13

been facilitated by the growth of the Internet as a venue14

for exploiting business methods and patented business15

methods in particular.16

Now let me talk very quickly about some of the17

trends that our analysis of patenting in the software18

industry seems to highlight.19

The first issue I think that comes up here is20

how we define a software patent in a way that is21

meaningful for supporting some kind of analysis of trends22

over time.  That's not a trivial exercise, and so what my23

student and I have done is defined software patents in a24

way that tends to overweight packaged software patents25
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within our definition.1

So we're looking at a definition of software2

patents that tends to emphasize packaged software patents3

much more heavily than something like embedded software,4

which in fact is much less frequently the focus of formal5

intellectual property protection, and I think there are6

four or five interesting findings, if you will, that are7

highly preliminary that come out of this.8

The first is that by our definition, software9

patenting as a share of overall patenting in the United10

States certainly has increased during the last 15 years. 11

The share has grown to nearly 3 percent of overall12

patents, which is a substantial growth from its level 1513

years ago.14

Secondly is that within software patenting,15

large packaged software specialist firms have increased16

their share of overall patenting.  At the same time,17

however, and a very important set of players to keep in18

mind when one is analyzing trends in software patenting,19

is the fact that large electronic systems firms,20

Motorola, IBM, Intel and others, have increased their21

share of software patenting by our definition much more22

significantly so that they are accounting now for more23

than 15 percent of what we define as software patents.24

If we look at patents per R&D dollar -- some25
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sort of an intensity measure, how many patents are you1

obtaining for each R&D dollar that you're investing? 2

This is obviously a challenge because we want to try to3

look at software-related R&D investment -- nevertheless,4

what we observed between roughly '87 and '97, and I think5

this is consistent with Mr. Kohn's argument, is that6

large packaged software firms including Borland have7

quite significantly increased their patenting per R&D8

dollar during this period of time, so their patenting is9

much more intensive, relative to their R&D investment.10

At the same time, however, if one compares the11

patent intensity, if you will, patents per R&D dollar of12

IBM, who have reported their software-related R&D13

investment, and Microsoft, who we largely treat as a14

software specialist, IBM remains a much more intensive15

patentor of software compared even to Microsoft who has16

dramatically increased their patent propensity during the17

1990's.  So if we compare IBM over the 1990's, they begin18

by obtaining nearly 20 times as many patents per R&D19

investment dollar, keeping in mind that we're looking at20

software-related R&D investment, 20 times as many patents21

as Microsoft.22

This gap narrows.  IBM's R&D dollars per patent23

decline somewhat, Microsoft's increase dramatically. 24

Nevertheless, it's clear that a great deal of the25
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increase in patenting, perhaps much of which is motivated1

by defensive motives, is going on in the diversified2

systems firms in addition to an increase in the3

specialist --4

(Tape One, Side B)5

PROF. MOWERY:  -- two other points.6

The quality issue in software patenting has7

been raised.  And again, it's very difficult to know how8

to measure the quality of software patents.  What we have9

done is define a very crude measure, a somewhat10

controversial measure, that looks at how frequently11

software patents are cited, the patents assigned to a12

given firm, how frequently those are cited relative to13

all software patents.  So if your patent is being cited14

in subsequent inventions relatively intensively, that is15

one indication that this is a more widely referred to,16

perhaps a more important, patent.17

And what we observe in looking at patents18

assigned to these large packaged software firms is that19

there is no evidence during the '87 through '97 decade of20

a significant deterioration in the intensity with which21

these patents are cited.  So that's one very imperfect22

measure of quality.  We don't see a significant23

deterioration over this period of time in the citation24

intensity, which at least could be interpreted as not25
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representing a significant decline in quality.1

Finally, I think that our exploration of this2

issue really underscores the extent to which our3

indicators of what is going on here are very imperfect. 4

I'm going to really put on my academic hat now.  This is5

a very economically important space and we have extremely6

imperfect and incomplete data.7

We don't really even know.  We don't have good8

robust definitions that would allow us to look at how9

much software patenting has been going on over the past10

30 to 40 years, because this field has been so dynamic11

and because the categories that we are able to use12

themselves are changing very rapidly.13

So I think that as policy makers begin to14

consider these issues more seriously and deliberatively,15

one very important issue is trying to develop ways of16

getting our arms around measuring it as well as dealing17

with the problems of addressing the economic and18

competitive challenges created by it.19

Thank you.20

MR. BARNETT:  Thank you, David.21

MS. RODRIGUEZ:  I was wondering if you could22

have everybody turn off their cell phones.  It's very23

distracting, and he was going very, very fast.  I was24

wondering --25
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MR. BARNETT:  Apparently, if we could ask1

everyone to turn off their cell phones as well as if2

people could be conscious of somewhat speaking at a3

moderated pace as we are providing facilities for the4

hearing impaired.5

That said, and with these ideas in mind, I6

would like to begin with a less structured portion of the7

session.  Let me start with some of the rules of the8

game.9

As we begin these discussions, if you would10

like to contribute or have something to say, just turn11

your name plate on its side and that way nobody has to12

waive hands around or anything like that and then we can13

get to everybody in turn.14

Given the statements from the people who have15

given presentations, I think we'd be interested in16

hearing from some of the panelists who did not give17

presentations, and it looks like Jordan Greenhall has18

jumped into the fray already.19

MR. GREENHALL:  Yeah, this is great.  We do20

bring a different perspective from the other companies21

that have spoken today.  Let me start off by issuing a22

few mea culpas because I'm about to agree with Mr. Kohn23

and Mr. Friedman.  First off --24

MS. DeSANTI:  Hearing is difficult.  Could you25
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speak into the microphone a little more?1

MR. GREENHALL:  Yeah, I apologize.2

MS. DeSANTI:  Thank you.3

MR. GREENHALL:  My previous company, INTERVU,4

made an egregious amount of money by virtue of its patent5

portfolio, and my current company, DivXNetworks, also6

stands to capitalize significantly on a patent portfolio,7

so I have a lot to benefit personally from the strong and8

vigorous enforcement of, specifically, software patents.9

Second, we are a small company with very large10

competitors.  I think it's fair to say that Microsoft11

would be considered our number one competitor on a global12

basis, something I'm reminded of probably ten times a13

day, and we do have, as I mentioned earlier, many patents14

filed.15

Nonetheless, I would tend to agree with16

Mr. Kohn and Mr. Friedman about the state of patents and17

software, and I could just issue a couple of concerns18

that I have which I think are somewhat different from19

what we've heard so far today.  I'll do that really by20

virtue of maybe throwing out a couple of concepts that we21

might want to use or that might have some interesting22

value.23

The first of which is something that we24

internally call a patent farm.  How does one identify a25
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patent farm?  Simply divide the software engineers in a1

company by the number of lawyers in that company.  These2

are organizations that have very intelligently determined3

that you can generate, again, hundreds of thousands of4

patents in software code that you've already paid to5

develop because you're developing a product, and if there6

is value in creating a spew of patents, most of which are7

defensive, although there is a uniquely offensive value8

to those patents as well, which I will categorize with a9

second concept that I call patent FUD.10

Are we familiar with the concept of FUD?11

MS. DeSANTI:  I think it would be very helpful12

for the record if you could lay it out.13

MR. GREENHALL:  Great.  Well, FUD is something14

that was invented probably 15 years ago, mostly by15

Microsoft, which stands for Fear, Uncertainty and Doubt. 16

This is a concept where you issue press releases,17

announce strategic relationships about products that you18

have not yet developed that you soon will be developing19

and will destroy everybody else who wants to get into20

that marketplace, which of course causes smaller21

companies who are trying to get in that marketplace to22

find significant difficulty finding traction with23

customers who say, "Well, isn't Microsoft already24

developing this?"25
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Patent FUD is a unique strain of that1

particular virus that is more effective because now2

companies who have patent farms can say, "Well, not only3

am I developing that product, but I've also patented it,"4

which again, thinking about this from the concern of5

lucidity in the patent landscape, let me sort of put my6

first bullet point out.7

My largest concern about the patent landscape8

is a lack of transparency.  Patent farms and patent FUD9

specifically go towards that point.10

As a small company, one of the biggest risks I11

face is uncertainty in the marketplace.  I can minimize12

my risk by understanding my competitor's products very13

well, by understanding my products very well, by14

understanding what the consumers and customers want.  But15

I've found in the past year that I really can't16

understand the patent landscape and that I'm sitting with17

a nuclear bomb on top of my products that could go off at18

any point and cause me to simply not have a business19

anymore.20

Let me sort of anecdotally describe what I'm21

talking about here.  I recently took one of my lead22

developers, a gentleman who's widely considered a leader23

in his field -- he sits on both the MPEG and the ITU24

committees, is deeply involved with the entire25
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intellectual property landscape around digital video --1

and asked him to evaluate a particular patent that we've2

been hearing about in the marketplace.3

We did a quick search on the USPTO website,4

which by the way is very useful, and uncovered no less5

than 120 patents that claim to be within the general6

scope of this particular patent, which was widely cited.7

The poor guy spent the better part of five days8

examining all these different patents and came back to me9

saying, "I haven't the slightest idea whether or not we10

infringe on these patents, and frankly, they all seem to11

infringe on one another."12

The end result being that I have no idea13

whether my product infringes on upwards of 120 different14

patents, all of which are held by large companies who15

could sue me without thinking about it.16

The end result, much like Borland, I have now17

issued a directive that we reallocate roughly 20 to 3518

percent of our developer's resources and sign on two19

separate law firms to increase our patent portfolio to be20

able to engage in the patent spew conflict.  I think the21

concept here would be called saber rattling.  I need to22

be able to say, "Yeah, I've got that patented too, so go23

away and leave me alone."24

That assumes, of course, I don't get a sit-down25
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strike from my engineers, who can't understand the logic1

behind this.  And if you guys have ever dealt with2

engineers, the lack of logic is a complete conclusion.3

So really the thought process that I've gone4

through -- and this is all, you know, very concrete5

literally in my life in the past year -- is that there's6

a bizarre inequity between the cost to create patents in7

software and the value to be generated by purely8

defensive patents that have no sort of innovative value9

in and of themselves.  They weren't, as we say, created10

to innovate but simply are riding on the backs of11

innovation to create a zone of obscurity where other12

companies really don't know what the patent landscape is.13

And also, let's not forget the incredible14

windfall that can befall a company if one is able to15

establish both a patent and a standard based on that16

patent.  We could call this the Qualcomm model, which as17

I understand it, means a secure patent, the establishment18

of that patent as the international standard for some19

particular piece of large-scale technology, and then sit20

back and make billions of dollars.21

The time to develop a patent in my company, for22

example, we could probably do twenty to a hundred patents23

in a year easily, spend about a million dollars to24

develop those patents from a technical perspective, that25
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doesn't count the legal time, which I assume would be1

three to four or five times that, and frankly, generate2

billions of dollars off of that intellectual property3

portfolio if we're able to establish the three cherries4

of getting that patent into an international standard.5

I find that to be odd, that somebody could6

make billions off of that, somewhat of an interesting,7

almost lethal possibility, but standing back and thinking8

about it from a public policy perspective, that9

disproportionate ratio between the investment risk that I10

take and the potential upside windfall that I could11

generate is problematic.12

MR. BARNETT:  Thanks, Jordan.  Jim?13

MR. POOLEY:  First of all, I want to make it14

clear that when I'm giving my remarks they're on behalf15

of myself individually and not my firm, my clients or the16

organizations I'm affiliated with.17

COMMISSIONER THOMPSON:  Hey, Tom, there's18

someone else who has to say this too.19

MR. BARNETT:  Jim, could you speak up?20

MR. POOLEY:  Yeah.  One of the things I want to21

focus on here is the distinction between the quality, as22

it's been referred to, of the patents, software and23

Internet patents as they emerge from the Patent Office,24

however one might try to define that, and the quality25
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of the process by which we resolve disputes about those1

patents.2

I think it's not only a feckless task to try to3

understand whether something has quality in the abstract4

when it comes out, but that's not really where the action5

is in terms of the impact on the marketplace as I have6

seen it.  It's the litigation process that animates the7

decision of any given company either to take on a license8

or to, perhaps worse and in a way that we can't measure,9

back away from a product or a part of the marketplace10

that they would otherwise compete in.11

It's in part because of the issue that's been12

referred to already about uncertainty.  That's one aspect13

of it.  There is great uncertainty in the process of14

resolving disputes when one receives a notice of the sort15

that Josh was sending out.  And presuming for a moment16

that there is a rational basis for challenging the17

validity of the patent or challenging the assertion that18

one infringes, what you face is a highly, highly19

uncertain process.20

It's made uncertain in part because ultimately21

we know the decision on things like infringement and the22

scope and content of the prior art will be decided by a23

lay jury, and we think ahead to that when we look at what24

our exposure is.25
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We consider the effect of the doctrine of1

equivalents, which is often used, especially in the2

Internet's space, to make older patents that were3

intended obviously in their first incarnation to apply to4

an earlier technological environment, all of a sudden to5

become applicable broadly to the Internet space.  And so6

the issue of breadth is not in the initial issuance of7

the patent, but the way in which it is treated in the8

litigation process and allowed sometimes to expand9

through the doctrine of equivalents.10

The process is made more uncertain because of 11

entrants, and usually in my experience in the software12

industry we have a kind of business that's easy to enter,13

but where you enter with sometimes an overwhelming sense14

of dread because you don't know how many pieces of IP you15

will need in order to operate.16

It is opaque, you can't get there, and in fact17

the system discourages you from looking very hard because18

your lawyers may advise you that simply by virtue of19

poking around to find out what patents exist you expose20

yourself to wilfulness claims which can triple the amount21

of damages and exposure to attorney's fees.22

And there's also the problem that Bob Kohn has23

referred to of, you know, we don't know how much we're24

going to have to pay.  And it can seem overwhelming25
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sometimes when someone knocks on your door and asks for1

five percent of your revenue and you negotiate that, end2

up paying three, and then surprise, there's someone else3

who asks for another five or ten percent.4

Because their particular claim is measured by5

what would happen in the litigation process, not by a6

sane, well-informed view of all of the IP that is out7

there that might be necessary and that would be8

appropriate to reward the producers of that IP, we end up9

in something like The Producers where there's more than a10

hundred points in the percentage scheme, and that just11

eats up profit margins and discourages people from12

pursuing business.13

I think one of the process issues that we face,14

particularly in the Internet and software field, is the15

difficulty of challenging validity.  One of the issues16

that's already been cited here is the lack of a reliable17

source of prior art.  Unlike the predictable arts, it is18

very hard to find relevant information unless you have a19

very large bankroll and a lot of patience and a lot of20

time to do detective work and come up with the kinds of21

things that would when laid in front of a court indicate22

that the patent really was obvious.23

The standard of proof is another particular24

problem.  What is clear and convincing evidence?  When25
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you actually put that notion in front of a jury, their1

eyes glaze over.  It really reinforces the notion that2

the patent with the gold seal and the ribbon on it is3

something that they as lay persons are not really4

qualified to look behind and question because someone5

with training has already checked this out at the Patent6

Office.7

When you combine that, especially in the8

software environment where, as Mr. Kohn has noted, a9

piece of software that has perhaps hundreds of thousands10

of lines of code can be stopped in its tracks through a11

patent claim that covers one routine in that product,12

when you deal with issues of validity and you're trying13

to challenge it, you can be overwhelmed with a story of14

commercial success -- one of the so-called secondary15

factors that actually have come to be primary in16

litigation over this issue and required to be presented17

to the jury -- you're overwhelmed with this story that18

the product itself of the plaintiff was successful in the19

marketplace, and therefore the market has accepted the20

patented feature.21

Well, the patented feature may be buried deeply22

inside the product, but it is very difficult for a jury23

to understand when presented with this overwhelming story24

of award winning products that you really have to push25
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away everything that isn't the patented feature and try1

to judge whether the patentee has really demonstrated the2

existence of relevant commercial success.3

When you pile all of that on with the actual4

out-of-pocket costs of patent litigation, the management5

diversion and so on, what you end up with is what can be6

sometimes an overwhelming notion when someone presents7

this patent to you.8

And so I think that some of the focus needs to9

be brought to bear, the focus of this inquiry, not quite10

so much on the process of generating the patents or the11

standards and so on.12

And frankly, from my own observation I think13

the Patent Office is doing a pretty good job in applying14

the rules that ought to apply for determining whether15

something deserves to be a patent.  But on the process of16

resolving disputes, because the litigation after all is17

only accelerated negotiation, and if we were better able18

to control the cost and provide a little more certainty,19

then I think we'd bring a little more rationality to the20

process of working out licensing and lessening the21

anti-competitive threat that sometimes exists with some22

of these patents.23

MR. BARNETT:  Thanks, Jim.  A couple of the24

panelists have mentioned notions of predictability and25
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patent FUD and backing away from R&D, which brings to1

mind to me just how does the issuance of a patent or how2

do patents, whether it's patents owned by yourself or3

patents owned by your competitors, end up affecting the4

direction of your R&D efforts?  I might direct this one5

to Yar.6

MR. CHAIKOVSKY:  Well, in terms of what we've7

spoken about today with respect to the effect on our R&D8

efforts, I can talk about both.  And again I'll put the9

same caveat; these are my opinions and not necessarily10

the opinions of Zaplet where I presently work or Yahoo!11

prior to that.12

But as we've seen with respect to the patents13

that are issuing and focusing on packaged software in14

particular because that happens to be the space that15

we're in and it happens to be the space where you see16

increased patent allowance from the Patent Office, I17

can't say that there's, as opposed to coming from Mr.18

Greenhall at DivXNetworks, a specific amount where I said19

30 or 40 percent of R&D is set aside for patent20

development.  That doesn't occur at Zaplet or Enterprise21

Software Development, although we recognize that there is22

a focus, that our significant competitors are also23

Microsoft, as any packaged software company is probably24

going to say Microsoft is a significant competitor.  IBM25
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is a significant competitor with Lotus in our space,1

which is collaborative business process management.  So2

we recognize that there are these significant entities.3

And also, as Professor Mowery mentioned, we4

also have the entities such as Motorola, Intel, et5

cetera, that are patenting software and even Internet6

techniques that aren't necessarily in their main line of7

business, but they happen to have a 'patent farm' or what8

have you and they decide to file for patents that might9

not necessarily be where their R&D lies.10

So with respect to our company, the reality is,11

and I was going to touch on the point that, again, it's12

the competition that promotes the innovation.  We're13

taking a look at what competitors have out in the market14

-- What is Microsoft developing?  How is Sharepoint15

developing?  How is Lotus developing?  How is Groove16

developing a product with Ray Ozzie, the ex-developer17

from Lotus?  How is he going out there and developing a18

product and taking a look at that product? -- and that19

drives our R&D.  At the same time, recognizing that20

because of the way the patent system is, and we'll use21

another infamous statement, MAD, Mutually Assured22

Destruction, and the ability for people to stockpile23

their patents.24

I mean, the reason I was hired at Zaplet and25
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was brought to bear there by Alan Baratz, our CEO who1

used to be president of JavaSoft at Sun and came over2

from Yahoo!, was because of the fear of these larger3

competitors and not necessarily the fear of the smaller4

competitors, because the stockpiling or the MAD technique5

doesn't work against one of our colleagues who has a6

smaller company, necessarily.7

A patent portfolio won't help me in that vein. 8

It'll help me against the larger players so that whether9

my company, Zaplet, is successful on its own right or10

whether Zaplet eventually ends in some other liquidity11

event, whether that's an acquisition or a merger with12

some other company, the IP is of significant value to13

that company and particularly from a defensive14

perspective, so whether that company be BEA or some other15

company that decides to add us to their ap server, we16

look at it as, will we add value?17

Yes, they're going to buy the code, they're18

going to look at our engineers, and they're also going to19

take a look at the IP and the IP is going to be a strong20

intrinsic value of the company as opposed to just having21

the code and letting someone else copy it without having22

the protection to some extent, as Mr. Kohn said, that23

Borland did.  The reality is you have to have that IP in24

the software space to back up your packaged software.  If25
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you don't have it, you're going to have problems.1

But going back to R&D, I can't say that we've2

set aside engineers or spent specific dollars and said,3

"Okay, let's do this."  Yes, there is -- as a patent4

attorney I was hired to focus in on making sure that we5

do have our intellectual property covered.  As opposed to6

another panelist here, my argument would be that7

intellectual property is something that's useful if you8

have a product that is very useful in the market, a9

product that people are interested in.10

In particular during the '95 to '99 time frame11

in this marketplace in this valley, well, you would have12

gotten a significant investment from a venture capital13

company such as Zaplet did.  Our company received over14

$100 million in funding from Kleimer Perkins and it was15

because it had a great idea, they thought they had a16

great idea.  Other people followed through with that and17

came back and backed that up, whether it was Robby18

Stephens, Amerindo, Cisco, Novell, Oracle, they're all19

investors in Zaplet.  Why?  They thought the company had20

a great idea.21

And it wasn't because we had a patent portfolio22

at the time, although that was one of the factors that23

the venture capitalists would look at, is this something24

that maybe can be protected through intellectual25
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property, as opposed to some other companies who try to1

establish a business and try to establish some type of2

business opportunity, and after going around for three,3

four, five years recognizing, "Hey, my business isn't4

working.  Well, let's see what I can pull out of the bag5

and send at somebody, and if I've got something, it may6

not be the greatest patent in the world but it's the last7

thing I can do because my business is totally8

ineffective."9

That's not what we do and that's not the10

perspective we take.  I've seen that happen many times so11

now I'll cut back to my Yahoo! experience.12

Yahoo! is a perfect example of a company that13

came about in 1995, went public in March of '96, didn't14

have its first patent issued until 1997, didn't have a15

patent attorney until 1999, and was able to achieve a16

market capitalization in December of 1999 of, as was17

previously mentioned, over $120 billion.  At that time it18

had three issued patents.19

Patents had nothing to do with the interest in20

the company, consumer use of the product of the company21

and the Internet space.  There was no focus of an R&D22

effort with respect to patents.23

As I said, the first patent attorney was hired24

in '99, the company had been public since March of '96,25
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backed by Sequoia and other venture capitalists in the1

community here.  Why?  Because it was a great idea.  Was2

there competition out there?  Sure, there was Excite,3

there was Lycos, there was AOL, there was significant4

competition.  In fact, Excite and Lycos went public in5

the same month that Yahoo! went public.6

But did intellectual property matter?  Did the7

General Counsel or the CEO of Yahoo! sit there and say8

we've got to file patents and get patents to promote our9

products?  No.  And if you even looked at AOL with their10

acquisitions of Netscape and Compuserve over the years,11

they have a portfolio that's over 70 patents strong.  So12

it wasn't a concern of the company.13

Sure, eventually it became a concern.  And why14

did it become a concern of the company?  It became a15

concern of the company because you did have entities,16

such as Professor Mowery mentioned, coming at us with17

large portfolios, upwards of ten patents at a time, and18

Yahoo! made the realization, perhaps a little late and a19

little naive -- on the other hand, the company was doing20

quite well without it -- that they had to get into this21

ball game also to basically not pay people percentage22

royalties on the company's revenues going forward.  So23

Yahoo! obviously decided that it was time to hire one24

patent attorney, and I was it, with no other support25
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other than that.1

You know, at the same time I can say we2

received letters from smaller companies such as Intouch. 3

And a patent portfolio is not going to really help me in4

that sense, because I can't really do anything.  Building5

up a patent portfolio for defensive/MAD purposes is not6

going to help me against a small competitor.  I'm not7

going to countersue him and try to get whatever dollars8

he has left that he may be spending on litigation at this9

point, so it's not going to help me at this point.10

We had two significant litigations at Yahoo!,11

one was by a New Zealand woman who had a patent on12

universal shopping carts.  You know, it cost us a lot of13

money to defend that lawsuit.  It was a waste of legal14

time, it was a waste of our resources, it wasted some of15

our VP's and engineering and commerce time involved in16

the project.  It ended up settling on terms that were17

favorable to Yahoo! with Yahoo! paying no amount of18

dollars of its own and settling the case.19

The other case we had going was a Fantasy20

Football case that was brought by a plaintiff's21

contingency attorney with patented Fantasy Football22

on-line on the Internet.23

Well, you know if you think about Fantasy24

Football, for those of you who have ever played Fantasy25
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Football where you pick the players on-line, well, people1

have been doing that since the '80s on paper, and to2

think that you can get a patent on that.  And again, the3

quality of patents is sometimes good, but when you think4

you can get a patent on that on the Internet and its5

application onto a computer, it's troubling and it cost6

the company again a significant amount of dollars. 7

Again, the end result being that time was spent.8

Obviously the person here, perfect example on9

the Fantasy Football and the shopping cart examples,10

their business models weren't working.  Some of them may11

have not even have had a business model.  They end up12

getting patent agent firms or licensing firms, as we call13

them, not law firms.  They sue on those patents.14

They cost our companies a lot of dollars, and15

the end result is so far none of them have been16

victorious against the companies that I've been involved17

with.  In fact, it just cost us a lot of dollars.  We've18

never had to pay a cent; it's just cost a lot of legal19

fees and made attorneys like Mr. Pooley some money at20

their law firms in representing clients such as ours.21

But going back to the point at hand with R&D. 22

Again, a little bit different from the Internet23

perspective because of the, it's been spoken about, the24

antipathy, I'd say, towards software Internet patents25
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from the community here in Silicon Valley.1

If you go to engineers in general they'll say,2

"That's patentable?"  I mean, the reality is that's the3

general reaction from most engineers.  They are4

traditional believers in the open source movement.5

On the other hand, as you're protecting6

intellectual property for your company you're not going7

to necessarily dive into open source.  You might get into8

some of it, but then you've got to worry about GPL and9

LGPL and worry about the issues that are involved there10

as you're selling packaged software and you don't want to11

have that type of open source wrapped into the new public12

license that's out there and getting that wrapped into13

your product, as I see here at Zaplet and the comments14

with respect to that.  It does us no good because all of15

a sudden I've got to open up my code to everybody and it16

gets into issues as to what's tied into that open source17

code.18

And I open up a whole new can of worms with19

open source issues, even though our engineers would love20

for everything to be open source.  We're never going to21

make any dollars, competition is stifled.22

And again, my main point and I'll finish with23

this is that it's really competition that spurs24

innovation.  I haven't seen anyone look at the USPTO's25
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website and say, "Wow, I found these ten patents.  I'm1

going to come up with a great idea."  That just never2

happens.3

I mean, the reality is we're looking at what4

are good business ideas.  People in the valley here look5

for good business ideas.  They back them up, they go6

forward.  They're not looking at patents.  The exclusion7

to that may be IBM who looks at their own portfolio and8

makes $1.5 billion a year basically on revenues of their9

patents, at least they did in the year 2000.10

Thanks.11

MR. BARNETT:  Josh, one of those comments12

seemed to have brought a -- Oh, okay.  Let's go ahead and13

go to Paul.  Paul's been waiting patiently.14

MR. MISENER:  I'd be happy to have Josh15

take this.16

MR. BARNETT:  Oh, that's okay, go ahead.17

MR. MISENER:  Well, I just hope it's obvious to18

everyone that these are not mutually exclusive business19

objectives.  You need not sit down a priori and say,20

"Gee, we want to have a patent farm and we don't want to21

innovate and then get patents."  Or you don't go the22

other way and say, "We're going to be so pure as to just23

want to innovate in response to competition that we won't24

actually ever use our patents in either an defensive or25
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offensive manner."1

Let me suggest there's a third leg to this2

stool, and that is really focusing on what your basic3

business is and not thinking about the intellectual4

property as the objective but rather as the means to5

serve the ultimate business objective, which for example6

in Amazon.com's case is our focus on our customers and7

trying to provide them the best possible service that we8

can.  In that way we developed some innovative solutions9

in the technical space and decided that there was10

potentially some intellectual property there and decided11

to and successfully patented several inventions.12

I'd like to cycle back for a second, though, to13

what Jim was mentioning earlier.  He had talked a lot14

about dispute resolution and said that there had been15

perhaps too much focus on the a priori grant, or the16

prior-to-grant patent quality issues.  And perhaps there17

has been relatively too much attention focused on it, but18

still I think it's worthy of note here that -- well,19

perhaps a historical perspective is helpful.20

About two years ago, yet another patent was21

issued to Amazon.com which created some controversy,22

especially among what we'll call the open source23

community who had been and remain big supporters of24

Amazon as a proposition and a company.  And so as a25
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result, we kind of stood back and decided to really1

engage with the folks in the open source community,2

primarily with a fellow named Tim O'Reilly who, as you3

may know, is a publisher of an excellent set of computer4

books.5

He and my boss and I met on several occasions6

to try to figure out, well, what's a good way to address7

this in a public policy sense?  And we decided that three8

of us would actually go to Washington, D.C. and spend9

some of our lobbying capital on trying to get changes10

made to the patent system that reflected the differences11

between traditional patents and the newer, call them12

business method and/or software patents.  And what the13

three of us went to Congress and actually proposed was14

that perhaps there's a better way of dealing with this15

particular subset of patents.  Perhaps a shorter period16

of protection is appropriate.17

As Jeff is want to say, a business method or18

software patent ought to be able to catch a lot of wind19

in three to five years and there's probably no need to20

protect that for twenty years, so in spite of the fact21

that we hold several of these patents, we actually22

lobbied for a reduced term on them.23

We also suggested that for U.S. based patents,24

which as you may know, there is no pre-issuance comment25
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period allowed for U.S. based patents, perhaps at least1

in this area there ought to be a pre-issuance public2

comment period.  That, tied with what has been discussed3

earlier, some sort of a prior art database, could be4

valuable to the USPTO.5

And lastly, we have spent some of our capital6

trying to ensure that the USPTO is able to at least keep7

the funds that it raises.  I'm not sure it's widely8

known, but the USPTO serves as something of a cash cow9

for the federal government whereby it takes in all of its10

revenue through fees.  Taxpayer money does not pay for11

the USPTO, it takes it in by fees, but it also has to12

turn over a large percentage of those fees, and I think13

it's roughly 30 percent or so, to the general revenue of14

the government.  And so in other words, the Patent Office15

is taking in more money than it's allowed to keep to do16

its own business.17

This to us seems like a major problem.  And18

it's not to say that the patent examiners are doing a bad19

job now, I don't think that's the case.  But frankly, in20

order to simply reduce patent pendency, which in this21

business is a huge issue, we ought to allow the USPTO to22

retain the funds that it collects.23

MR. BARNETT:  Josh, do you have some thoughts24

on this?25
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MR. KAPLAN:  A couple things come to mind. 1

Again, I think I try to represent a real world2

application of patents here.  An interesting thing, and3

I'm not going to, you know -- Yar made some interesting4

points.5

Number one.  You know, Intouch also is funded6

by people like Bill Hewlett, Ray Norder who founded7

Novell, Amerindo, Bay Partners, Tim Draper, venture8

capitalists who felt we had a great idea.  And we were9

very early on in this thing, 1990.  I think the founders10

of Yahoo!, I don't know, they were still in high school11

probably around that time.  We were out there very early.12

In fact, when I first got my patent on13

identifying the user, tracking the user, having the user14

uniquely identify themselves to the system, previewing15

music, I waved my patent around at a board meeting to16

venture capitalists.  They looked at it and they said,17

"Let me understand this.  You've got a patent that18

somebody will have to identify themselves to a system19

before they listen to music?  What a worthless patent20

that is."  They didn't ascribe any value to the patent21

that we had.22

In fact, as recently as two weeks ago I read an23

article where the venture capitalist was quoted, and I24

think it was Benchmark that said, "We really don't25
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ascribe a lot of value to patents that small companies1

have.  It's more of getting out there quickly and2

establishing a beachhead for their product."3

Now, interestingly enough, I've never met Yar4

before, but obviously he received our letter, our notice5

letter.  Okay.  No follow-up, no discussion, not a call,6

not a reach out.  Hey, Intouch, what can we do to work7

with you to see what we can do?8

And by the way, Yahoo! I believe just became a9

profitable company.  I'm not sure if they're profitable10

today, but like most of these companies that have spent11

hundreds and hundreds of millions of dollars -- Excite,12

obviously we know what's happened with them.  They're, I13

think, in Chapter 11 right now and probably will cease to14

exist.15

It's been a market share game in the Internet16

industry.  It doesn't really matter how quickly you are17

out there with a product.  Ask anybody who's competed18

against Apple or Microsoft.  You establish a nice little19

product.  Next thing you know, it's part of their20

operating system.  Oh, too bad, you've lost your market. 21

This has happened to countless companies in the valley,22

all that have been venture funded.  The only thing they23

can do is go off and sell their company.24

I think when EMusic was public it had a market25
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cap of, I don't know, $300 million.  Is that right?1

MR. KOHN:  Don't remind me.2

MR. KAPLAN:  $300 million.  They got sold for3

$14 million, I believe.4

MR. KOHN:  No, 25.5

MR. KAPLAN:  Okay, $25 million.  So again,6

market cap doesn't mean anything, the public market7

doesn't mean anything.  The problem is if somebody comes8

along with your same technology and eclipses you and runs9

out there and gives it away, you really have nothing that10

can protect you aside from your patent portfolio.11

So Yahoo! was known as a search engine.  They12

got into the music space.  When they did that we sent13

them a nice friendly letter, not from the lawyers but14

from myself to the CEO of Yahoo!.  No response.  And we15

don't understand why there wasn't some type of reaching16

out to say, "Let's take a look at this.  How can we work17

together? "18

Actually, we did finally get a letter from a19

gentleman at Yahoo! who said, "Show us how we infringed."20

So we went back to our intellectual property letter and21

we put together a massive claims chart analysis on our22

patents versus what Yahoo! was doing, clearly showing23

that there was at least the presumption of some24

infringement.  Nothing.  No return calls, no return25
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letters.1

I think we've now outlasted three or four2

lawyers at Yahoo!, and we finally, because we happened to3

settle with our good friends over at Amazon -- and I'm4

not even sure Paul knew about our lawsuit with Amazon. 5

Maybe you did, maybe you didn't, but I will tell you6

this.  As soon as we try to reach out and establish a7

contact at a company for a license, the business people8

say, "Let's send this to the lawyers."  That's it, end of9

negotiation.  It then becomes my lawyers negotiating with10

the lawyers within Amazon.11

So for two years, and I'll wager that Amazon12

spent $500,000 to $600,000 to defend this, we end up13

settling.  It's a confidential settlement so we can't say14

anything.  We're pleased with the settlement.  I'm sure15

Amazon is too because they never have to deal with us16

again, and most of the companies have tried to structure17

the same settlements.  But it would have been a lot18

easier and a lot less expensive for everybody involved if19

the business people could have sat down very early on and20

decided what a reasonable license fee is.21

We hired damages experts.  We sent the damages22

expert report to Amazon.  I'm sure they laughed at it and23

filed it away.  But again, every step that we made to try24

to reach a reasonable negotiated settlement simply ended25
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up with the lawyers saying, "It's really not acceptable1

to my client," and so you're right back at ground zero.2

And so, it's my feeling that unless there is3

something that preempts the legal process, like an4

arbitration or like something where there's a panel that5

is able to sit down and help these companies come to6

terms, it's simply an issue then between the law firms,7

and then it becomes an issue of who has the staying8

power.9

Luckily we were able to be creative and bring10

in initial money from lawyers who were contingency11

lawyers.  It's not the greatest thing I would recommend,12

but your venture capitalists don't want to see you spend13

$5 million to defend a lawsuit, so we had to do what we14

had to do to try to get to this point.15

We've settled with five of the six defendants. 16

Finally, after doing this and after getting some press,17

other companies are saying, "Okay, we'd like to sit down18

with you and discuss this," and that's where we are19

today, but it took two years and millions of dollars and20

hundreds of notice letters to even get to this point.  I21

mean, I think if anybody else has to do that, any22

entrepreneur or inventor, it just kills the whole23

process.24

And we have a lot of people coming to us right25
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now, small inventors that have interesting patents that1

are saying, "How can you help us with this?  We haven't2

gone through Markman.  You've seemed to monetize this. 3

You've gone through the process, you've gone through all4

the pain.  Can you help us with our patent?"5

And so one of the things that we're looking at6

is, is it worth it to take on some other patents, make7

them a part of our portfolio and move this ahead?  That's8

what we're faced with in order to protect our market.9

(Tape Two, Side A)10

MR. BARNETT:  Yar?11

MR. CHAIKOVSKY:  My first response would be12

that Josh did receive response very, very quickly.  He13

may be forgetting due to the sheer number of people he14

sent letters to, but actually our company was one of the15

few, and was in fact congratulated by Intouch for our16

responsiveness as compared to others, maybe even some17

that are at this table, to your letter.  So I would18

disagree with that characterization.19

Secondly, I would also disagree with the20

characterization that, yes, it does get handed off to21

lawyers, but the lawyers requested more than just claim22

charts.  The lawyer requested a significant amount of23

information, and the information that you just set forth24

with respect to what you provided Amazon, never25
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forthcoming.1

I mean, the reality is -- and I won't point2

this at Intouch -- the reality when you get letters all3

the time from companies is that they don't provide you4

this information.  You're looking for information with5

respect to the patent, whether it be claim charts or what6

exactly it is that they think is problematic or infringes7

their patent, or the damages calculations, as Josh just8

mentioned.  You know, where is all this information, or9

maybe you could help me come to a reasoned analysis as to10

what to do in this situation.11

And the reality is, yes, lawyers do provide12

advice in the situation.  And the fact of the matter is13

that Josh may be sitting there because his company is14

sending out a letter, and this is his business and he's15

not making money in his business and therefore they have16

to sue people to extract rent to keep up with his17

business.18

Well, Yahoo! at the time when I was there, I19

was getting a letter every three weeks, so maybe yours20

wasn't on my priority list because I was getting a letter21

from every other company in the world to do the same22

thing, and being the only patent attorney there, there23

was a lot to do.24

So there's also a time lag when you're dealing25
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with the Yahoo!s, the Amazons, the AOL's and all the1

other individuals, Time Warner, et cetera, that you sent2

letters to.  These are large organizations, bureaucratic3

organizations, and as opposed to these smaller entities4

such as Zaplet where I could probably respond to you at a5

quicker point in time.  The bureaucracy happens to be a6

lot larger, not as large maybe as the government's, but7

it happens to be quite large and the responsiveness will8

be quite longer in time.9

MR. BARNETT:  Thanks, Yar.  Everybody, it10

seems, is ready to speak.  I've been informed that it11

might be a good time for a break, though, just because12

we're approaching the two-hour point, so let's come back13

in ten minutes.  I've got -- well, let's come back in ten14

minutes.  Thanks.15

(A brief recess was taken off the record.)16

MR. BARNETT:  -- that these companies are17

dealing with and that the industry is dealing with and18

some of the problems that exist.  I think it might be19

nice to shift gears a little bit and maybe look at20

perhaps some solutions or some ways that have been21

attempted to try and deal with some of this, whether it's22

at the PTO or the Business Method Patent Initiative or23

the re-examination process.24

Jim, do you have any thoughts on that as far as25
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the re-examination process and some of the initiatives of1

the PTO?2

MR. POOLEY:  Well, the Business Method3

Initiative, by all reports both anecdotal and I think4

statistical, is very encouraging, and I think it's a5

demonstration of the way in which an agency with a gate6

keeper function like the PTO can properly respond to an7

issue and do it in a timely and effective way.  So I'd8

say kudos on that one.9

As far as issues of pre-grant input or the10

post-grant opposition process, I think there are some11

very interesting things to look at there to make the12

process more rational and efficient, and I think those13

deserve further inquiry.14

I think the difficult thing you have to deal15

with is trying to get the information in to the PTO so16

that it can be used, and to make sure that that flow is17

open and free and not discouraged or constricted by fears18

of estoppel by participation in the process.  So there19

has to be a certain balancing there, but I think there20

are great opportunities in both pre-grant comment and21

post-grant opposition so long as it's extremely22

efficient, streamlined and doesn't lead us to the kind of23

process that we've seen in some other countries.24

I do want to make just two very quick comments25
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on some of the observations that have been made here.1

The notion of different terms or a reduced term2

for certain kinds of patents rather than a3

one-size-fits-all twenty-year term.  It's a beguiling4

suggestion and I think an interesting one; however, I5

think it's something that we have to look at very, very6

carefully.  The system has worked very well so far, I7

think, by and large with a twenty-year term or a8

seventeen-year term or a ten-year term, whichever point9

in history you take as the measure, but a common term for10

all sorts of technologies.11

We have to look carefully at what some of the12

collateral problems might be of trying to define which13

patents fall into what technology and how much each14

deserves and what the effects are of the length of the15

examination process, but all of this may be a bit16

academic because we have certain international treaty17

obligations that may make that impossible anyway.  So18

that's one comment there.19

The second comment has to do with the danger in20

this debate of descending into name calling on patents. 21

Not about people.  I think, you know, that people can22

measure their own relationships, but I think when we're23

talking about patents it's easy to label a patent as bad,24

silly.  And some of them clearly are, and we all can25
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amuse ourselves with some of the patents that have been1

issued.2

But as I pointed out earlier, in my own3

observation, it's not the patent as issued that really is4

the biggest problem, but the way in which we deal with it5

after it's issued.  And if we succumb to labels, whether6

it's the one-click patent of Amazon.com or call something7

else a shopping basket patent and so forth, we sometimes8

make assumptions about the content of that patent and the9

coverage of the claims that are not warranted and that10

deteriorate the quality of the debate.11

It's very important when you're looking at any12

patent and trying to make a judgment about its quality13

and its coverage to read the claims and understand14

exactly what it is rather than to put a name on it and15

then get drawn into a discussion that may not be16

well-founded.17

MR. BARNETT:  David, I know you have to leave18

fairly soon.19

PROF. MOWERY:  Yeah.20

MR. BARNETT:  Do you have some points you'd21

like to make?22

PROF. MOWERY:  I just wanted to comment very23

briefly on the point you raised about the U.S. re-exam24

process and the processes for post-grant re-examination25
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or opposition.1

First, and I should preface this by suggesting2

this is not, as far as we can see, the fault of the3

USPTO, but the re-examination process as it was amended4

in the Congress and developed really is one that operates5

very differently from what we see in an EPO, European6

Patent Office, style opposition process.7

If you look at the data, which again Mr. Graham8

has helped me collect and Bronwyn Hall collect, it looks9

as though nearly 50 percent of the re-examinations for10

which we have records in the USPTO covering the '80s and11

'90s are initiated by the patent holder, all right?  So12

this new prior art comes up or they encounter problems in13

the claims.14

So the point here is not that this is a good or15

a bad thing.  It is that this is operating for a16

substantial number of the patents in a very different way17

than the opposition process that some people originally18

envisioned the re-examination process fulfilling.  And19

again, this is not a USPTO issue, this is more a20

congressional design of the process issue as far as I can21

see.22

The second point relates to the opposition23

proceedings as they operate in the EPO.  One of the24

benefits that some people have suggested for a more25
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elaborated post-grant opposition proceeding in the U.S.1

system is that it could resolve uncertainty about the2

validity and the like more quickly.  However, what seems3

to be the case in the EPO process is that, partly because4

of the need for an appeals procedure, this takes a very5

long time.  So one of the key benefits that is at least6

held out for an opposition style process in the States7

would be that that is a more rapid resolution doesn't8

seem to operate based on the data that we've been able to9

collect on the EPO opposition process.  That's something10

to keep in mind.11

And it's also important to recognize that the12

EPO opposition process does not preclude litigation13

following the conclusion of the opposition process and14

the appeals of the opposition process.15

So it's not clear what you're buying into, at16

least on the basis of the data we've seen.  When you go17

toward an opposition process and graft it into the U.S.18

system, which obviously would have a very different set19

of political dynamics in the design of this process, as20

witnessed in the re-exam process.21

MR. BARNETT:  Brad, you've been fairly patient22

for awhile.  Do you have some comments?23

MR. FRIEDMAN:  I do, actually, on what's been24

just discussed and I wanted to talk a little bit about25



410

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

your question on R&D.1

First to what was just stated, in a potential2

U.S. opposition procedure one possible solution is to3

allow a third party similar to what we currently do in4

the re-exam, allow a third party to submit prior art and5

perhaps an argument, and that's all, and have the rest of6

the proceeding continue to be ex parte in the Patent7

Office.  And so that third party is no longer involved8

that would highlight the efficiencies, if you will, of9

the U.S. Patent Office vis-a-vis the inefficiencies that10

you might see in the EPO system where the opposition11

period can take an extraordinarily long time.12

I also wanted to note that I personally don't13

feel that it's ordained that all patents must be14

identical, whether it's 17, 20 or 10 years.15

And also with respect to the breadth and scope16

of those rights that are given, I look to countries17

outside the U.S. such as the petty patents in the German18

system where the patentee or perhaps the Patent Office if19

you might here in the U.S. can decide what type of20

patent, what type of grant might offered to the patentee,21

and so that creates more options for the government to22

give particular rights to the patentee for providing23

further innovation.  I think that's something that we24

might be well advised to look at.25
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The difficulty, as I mentioned, is the1

administrative burden, which is enormous, in trying to2

make those distinctions, and would those distinctions be3

then appealable, and so it's very important to look at4

that process as well.5

A comment on the innovation and the R&D6

question that we had initially asked, I wanted to make7

this point.  Outside the software industry the use of8

patents for other business purposes such as corporate9

intelligence or determining technology trends where there10

are technology gaps within the IP vector of the industry11

is fairly commonplace.  In the software industry it's12

not.  Outside of software the information can be used as13

input in, say, a continuous feedback loop for R&D, so I14

understand where the technology is going because I can15

see what has been patented and what is being patented;16

therefore, I know how to direct my R&D to innovate in a17

particular area.18

In the software industry, as we mentioned19

earlier, and Jim, I think you mentioned it specifically,20

the number of overbroad patent claims allowed by the21

USPTO, the uncertainty in the current patent process22

going through, and particularly the uncertainty in the23

judicial process post-grant, all combine to increase the24

difficulties and inaccuracies of the endeavor of trying25
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to use that information in a competitive manner, because1

there's too much information and it is no longer2

meaningful in the same way as it might be in other3

industries, which might seem irrational.4

The result is that you undermine the5

fundamental purpose of a patent system to provide6

valuable information and incentives to innovate beyond7

the existing art so I see where the art is and I instruct8

my R&D, I focus my resources and endeavors to improve9

upon that art for my profit and ultimately for the10

benefit of society.  But instead, in the software11

industry I would say that patents are at best neutral to12

R&D efforts, and at worst an additional risk and13

uncertainty that slows innovation in the industry.14

MR. BARNETT:  Bob.15

MR. KOHN:  Yeah, first I'd like to clarify for16

the record that I'm not speaking on behalf of Borland,17

I'm speaking on behalf of James Pooley.  Well, two18

comments.  One is -- actually, I'm speaking on behalf of19

Laugh.com so that you won't take anything I say20

seriously.21

One comment that, actually, Jim has alluded to22

or referred to twice, and that is that he's not unhappy23

with the Patent Office and how their processes and24

procedures are going.25



413

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

I don't have any hard facts, but I can just say1

just through my experience over ten or fifteen years,2

I've seen just too many patents come across my desk that3

are generally agreed to be either obvious or the claims4

are just overbroad.  Too many of them, whether they're5

business model patents or other kinds of patents, they're6

just stunning and we just can't believe these actually7

came out of the Patent Office.8

And the other thing I'd like to just throw out9

which is more in the notion of Adam Smith, you know, the10

invisible hand.  I don't really think anyone at the11

Patent Office is doing anything to specifically sway the12

system one way or another, but I did see the previous13

Commissioner of the Patent and Trademark Office give a14

speech once where he showed a chart of the revenues of15

the Patent and Trademark Office and how proud he was that16

those bars kept going up and look at all the patents that17

we're issuing.  And it was just going up, up and up, and18

he was saying that was sort of the reason of their19

existence, to have more and more patents issued.20

And everyone, I think, was pretty skeptical in21

the audience that I talked to, like wait a minute, it's22

really we're talking about the quality of the patents23

that really should be the focus here and not the quantity24

of the patents.25
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And to even be more skeptical, and I'm not1

accusing anyone and I'm a lawyer myself, okay, but the2

Patent Office is comprised of examiners who are all3

lawyers, all right, and they're going to -- I think their4

career path generally is not to remain patent examiners5

but to go out in the field and to either prosecute6

patents or to become like a Jim Pooley and be a litigator7

of patents where it's a lot more lucrative.8

So isn't there something built in, may I ask9

very skeptically, isn't there something built in the10

system where these transaction costs and wasteful wealth11

transfers, as economists would call them, are kind of12

being perpetuated by the very people who would benefit13

from those wasteful wealth transfers and transaction14

costs?  Which the transaction costs of course 99 percent15

of it go to the lawyers, so maybe the economists have a16

piece of that too, so they're the ones who have an17

incentive, I would think, to create as many bad patents18

as possible so that when they get out they litigate them,19

all right?20

Now, I'm not accusing anybody in specific, I21

would never accuse a specific person, but I think the22

incentive there is built in, and the Patent Office,23

rather than talking about quantity, ought to really be24

focusing on things built into the system that are, I25
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think, incentivising high transaction costs and wasteful1

litigation.2

On the other side of the coin, I mentioned3

earlier my concern or my desire for a system where, as4

Jim put it, it's The Producers problem where one company5

comes in and asks for five percent, another company comes6

in and asks for five percent, and all of a sudden you're7

like Zero Mostel or Nathan Lane, you know, giving away a8

hundred and twenty percent, three hundred percent of your9

revenues to various patents.10

And there's an infinite number of potential11

patent claims that can come to you, that there really has12

to be some kind of a system whereby the reasonable13

royalty or the fee for that patent relative to all the14

other things that go into that project can be determined15

at a much earlier stage rather than after the liability16

has been determined, it should be well before then.17

And I'd like to ask Jim whether he has any18

ideas on the subject of how, since he's a litigator and19

would be closer to it, how he might envision that kind of20

a system.21

MR. POOLEY:  If I could just answer that, and22

I'm speaking only for myself.  I've been in this position23

before.  One idea that comes to mind short of trying to24

encourage either through industry sources the formation25
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of consortia or perhaps even through government1

imposition, there is the idea similar to a stakeholder2

lawsuit in court where you would implead all the people3

that you think have IP that's relevant to what you're4

doing into one place, offer to pay a reasonable royalty5

to whatever it is that's determined at the end of the day6

to be the necessary IP, and let them fight it out among7

themselves in one place as to what the proportionate8

share should be.9

I've not had a client yet that's willing to10

take on that burden, and of course it's an imperfect11

solution because you don't always know who all the12

impleaded defendants would be, but at least it's, I13

think, a way for us to start to think about this.  The14

problem is that we don't know who all the people are and15

we can't get them all in one place.16

MR. BARNETT:  That raises some interesting17

issues.  To a large extent, concepts such as standards18

setting have been brought up as well as, I don't know if19

the patent pools have been brought up so much, but those20

seem to come about in other conversations.21

Jordan, do you have any thoughts on what he22

just said?23

MR. GREENHALL:  Actually, I have a number of24

comments that I'm going to hold onto the floor for a25
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second, but actually MPEG was one of the areas that I1

wanted to talk about.2

MPEG is the significant patent pooling3

organization in my space, which has to do with video4

technologies, multimedia technologies.  They were created5

in response to the patent thicket that had developed in6

the mid-'80s in the digital video space such that7

business couldn't move forward in the industry because8

there was simply too many overlapping conflicting9

patents.  So in order to promote standards, the10

international organization got together to create a11

patent pool that would try to create both a nice standard12

for everybody to be able to work with and a comprehensive13

reasonable and fair license so everybody could actually14

go ahead and have rational licensing.15

It worked quite well for the first two16

iterations.  The current iteration, MPEG-4, may be17

exposing some of the significant difficulties that18

have arisen since the inception of the standards19

organization.20

The first is the increasing politicalization21

and economic value just found in being embedded in the22

standard.  Frankly, the first two iterations of MPEG were23

what you might call an ideal environment, very public24

service-oriented, lots of intellectual property dropped25
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into it, very touchy-feely and came off quite well.1

Everybody agreed on it and the licenses were pretty2

straightforward.3

MPEG-4 has become considerably more politicized4

with very significant companies being part of the5

licensing process as well as the standardization process6

who have significant interests in the failure of the7

standard, for example.8

That said, they've just recently announced9

licensing terms for one element of the standard, about10

two years after they said they originally would.  And in11

fact those terms will be open for another year before12

they're finalized, introducing some quite novel concepts13

to the licensing scheme.14

For those who aren't familiar, MPEG-2 licensing15

has always been driven by the encoder and decoder.  Think16

of consumer electronics, flat fees based on units sold17

with also a small fee tied to disks.18

MPEG-4 introduces the concept which is very19

sort of 2000-ish of starting to also put fees on20

broadcasts, that is per viewer, and start trying to put a21

tax on the actual use of the technology as it scales into22

delivery of content -- something that's shocking the23

content providers and interestingly enough, actually,24

economically if you just do the math, can't work.  The25
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fee is actually larger than the revenue generation that1

this provides.  But that's neither here nor there.2

The issue that's of significant interest within3

the industry is the failure of MPEG to provide a4

reasonable platform of patent.  That is, I can go out and5

get an MPEG license, but that doesn't in any way protect6

me.  The number of companies who have similar7

intellectual property to those that are inside the MPEG-48

patent pool is very large; the overlapping of those9

licenses is very large.10

And to make it extremely concrete, if a very11

large international multimedia company, who won't be12

named, asks me to license them my technology, and as part13

of that license requires that I warrant that my14

technology does not infringe on anybody else's patents, I15

can't sign that contract, because I don't know.  Even if16

they go out and pay the MPEG-4 license and leverage their17

time and effort to actually go out and do the analysis,18

they can't promise that either.  So it's a pretty19

significant problem that even an international standards20

organization can't promise you that if you pay their21

license, they can cover you against third party lawsuits.22

Another comment, just to be clear on the23

allocation of resources that we're facing and maybe to24

give a little bit of a ballpark of how research and25
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development is impacted by patents, our company is 751

percent engineering, research and development.  We've2

been around for 2 years.  For the first year and a half3

we were allocating roughly 50 percent to advanced4

research and 50 percent to development.  In the coming5

quarter that allocation will now be 50 percent6

development, 25 percent research; 25 percent of that will7

also now be dedicated to assisting in the filing of8

patents.  This is actual engineer time, these are9

physical engineering resources who could be developing10

new technologies who will be working directly with our11

attorneys to process the actual patents.12

By the way, that does not include the negative13

impact on productivity that occurs when you force14

engineers to talk to lawyers.15

As a complete side comment, but I think one16

that was brought up earlier that I found to be shocking17

and interesting, is this concept of wilfulness claims18

that Jim brought up earlier.19

My first introduction to the way to deal with20

patents by my attorneys was, for the love of God, don't21

look at them, which meant that I was in a vacuum for more22

than a year.  I simply didn't look at any patents and I23

never went to the USPTO site, and if anybody mentioned a24

patent I burned it as quickly as possible.25



421

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

I've recently reversed that process, simply1

because I've been asked to sign these warrants and I kind2

of feel like I need to know what I'm warranting.  That3

puts me in a very precarious position.  I now am familiar4

with lots of patents, many of whom it's reasonably5

arguable I might be infringing on, although for the6

record I don't believe I'm infringing on any patents.7

That just strikes me as a very odd way for the8

law to work, so just my two cents to those who might have9

some ability to change it:  if you could fix that, that10

would be great.11

Last part on the concept that's been floated12

around a little bit on reallocating the scope of patents13

to be proportionate to the industry, the idea strikes me14

as being very common sensical.  Really, if you sort of15

look backwards, if the concept of patents is to promote16

innovation, and to be very bottom line as a citizen and17

as a consumer to provide me with as much cool stuff as18

possible for as little as possible, a patent should19

compensate an innovator with the very least amount of20

economic incentive that would introduce as much21

innovation as possible, so that if I as an innovator feel22

like I can get, say, 10-X return on my risk, I'll do it. 23

In many industries, particularly in the24

software industry, you don't have to give me any25
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incentive because competition would generate innovation. 1

It would be great if I could get 100-X return on my2

investment, and certainly as an executive I'll probably3

be lobbying you to do that, but as a citizen if you look4

at simply the risk involved in the development of5

intellectual property in different industries, the6

investment and time to market is incredibly disparate.7

I mean, before I got into this IP nonsense I8

was actually involved in biotech, and they were talking9

about ten, fifteen years, hundreds of millions of dollars10

and very high likelihood that it'll blow apart at any11

moment.12

In my business I can develop intellectual13

property that's highly patentable in two, three months,14

$20,000, and it's guaranteed to work because I did it. 15

Rewarding me with the equivalent patent coverage just16

doesn't seem to me to make sense from a pure common sense17

perspective.  I would say that the biggest issue really18

is taking the time to go out and take a look at what the19

actual economic implications are of changing that20

machine, and then really taking the time as intelligent21

people to figure out how to implement the right22

institutions to make it work.23

I admit I'm extraordinarily naive.  I actually24

do tend to believe that smart people can actually develop25
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pretty good rules when they put their minds to it, but1

that naivete leads me to think that's a pretty good idea.2

MR. BARNETT:  I think at this point we should3

go straight to the source as far as the Patent Office4

goes, and Ray, do you have any thoughts?5

MR. CHEN:  Thanks, Mike.  I'm not even sure6

where to start.  I'll just do the best I can to talk7

about a few different things.8

Yeah, I am concerned that maybe there is, the9

more I listen, perhaps a perception gap going on with10

regards to the Patent and Trademark Office, but first of11

all, I think I do recognize that there's a concern about12

uncertainty with regards to patent scope and things like13

that, and perhaps patents being interpreted rather14

broadly.15

But at the same time, I think if you look at16

the recent few years, say five to seven years, and you17

look at what the Federal Circuit as well as the PTO has18

been doing, you'll see that there's been a rather19

significant conscious trend towards stressing the clear20

notice function of what patents should have in terms of21

what their scope ought to be, and I think that's been22

especially stressed in these past few years.23

If a certain Commissioner has taken pride in24

the fact that filings have gone up and issued patents25
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have gone up, I think it's probably more of an indication1

to him that that's a reflection on the pace of2

technological change in this country, especially over the3

past 20 years where we've seen an explosion of progress4

in so many different industries.5

I think the USPTO would definitely want to6

encourage as much public participation in the process of7

trying to maintain a strong system of valid patents.  I8

think that's really what the PTO is there to do.  I don't9

think there's anybody in the PTO that really thinks that10

its incentive is to issue as many patents as possible.  I11

think it's to try to do the best job that it can do under12

the circumstances and under the prior art that it has13

access to, and to that extent, public participation is a14

problem.15

I've been hearing that there seems to be16

feelings of concern with the two re-examination regimes17

that currently exist, and perhaps they are imperfect, and18

we're definitely open to hearing all kinds of suggestions19

that we can promote on the Hill to improve both of those20

processes, as well as the possibility of opposition21

proceedings.22

I think we've heard that the Business Methods 23

Patent Initiative that came out a couple years ago has24

done quite a bit in this particular arena to improve the25
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quality of the examination process.  We've done industry1

outreach where we've specifically gone out to seek out as2

much prior art as possible.  Obviously, most of our prior3

art databases rely on previously issued patents, but in4

areas such as software and the Internet, obviously we5

have to go to non-patent literature as much as possible. 6

And again, that's where we really count on public7

participation.8

One question I have from hearing some of the9

discussion this morning is whether there's something10

unique about the software industry -- and maybe I pose11

this specifically to Professor Mowery and Mr. Pooley --12

about this tension between small companies, large13

companies, maybe a small company having a patent, and14

whether or not there's this following perception that15

these small companies are somehow creating a drag on the16

larger companies?17

And just as a crude analogy I would look at,18

say, the auto industry where maybe an individual inventor19

has a patent on a windshield wiper and then all of a20

sudden goes and tries to reach out to the Big Three21

automotive companies and tries to find a reasonable22

royalty there, and is that somewhat analogous to what we23

see here?24

I guess the only question I have is, is there25
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something unique about the software industry that makes1

it different from really any other industry that's2

dealing with these same type of issues?3

PROF. MOWERY:  I have to go in just a couple4

minutes.  I think the question you pose is absolutely the5

right question to pose to this group because I think that6

there's a great deal of industry specific knowledge here7

and a lot of what, in my view, we've heard this morning8

could be replicated in other industries:  small firms,9

large firms, short pockets, deep pockets, etcetera,10

etcetera, etcetera.11

Seems to me there are probably two or three12

things about software that are different.  One obviously13

is the fact that you have a regime change in this14

industry in some sense where you have new markets opening15

up where formal IP protection now is much more valuable,16

and you have this change in the judicial deference to17

patents and the like that has increased the perceived18

value of patents.19

All of that means you're in this transition20

period where you're going to a much more patent intensive21

regime.  That means that the patent-based prior art is22

much less abundant for examination.  But again, that, I23

think, is something that one sees in new areas of24

technology more generally, this transition problem in a25
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system that relies heavily on reviews of patent-based1

prior art.2

So software is different, but software is not3

different in that you've got this transition problem, and4

arguably, once the transition is over, whenever that5

happens -- and as prior art becomes more abundant that6

may be less of a problem -- but I think the other areas7

in which software may pose unusual challenges is the8

potential complexity of the patent coverage of a given9

artifact.  I mean, the argument that you can have10

potentially dozens or hundreds of patents covering11

individual components of a product, that may create one12

of these anti-commons problems where the complexity is so13

great.14

The second, I should say the third area in15

which this industry is perhaps different is that the cost16

of entry, particularly as compared with the automobile17

industry, is obviously relatively low.  I mean, people18

still in some instances can enter this industry on the19

basis of maxing out their credit cards.  That's not20

commonly associated with other far more capital intensive21

industries.22

So arguably you have a much larger fringe of23

independent or new entrants who are interacting with,24

sometimes fruitfully and sometimes not, an established25
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group of firms, so in some ways that may be another1

characteristic of this industry that is different, but2

it's embedded with the change in markets and the change3

in technology that is driving this industry so rapidly.4

So those are some thoughts, but I don't think I5

have fully exhausted the possibilities of what makes this6

industry unique.  I wish I could stay and hear from7

people who actually know more about it from a8

practitioner point of view, but I have to go teach. 9

Excuse me.10

MR. KOHN:   If I can reiterate a couple of11

David's points on the difference between software and12

others.  The availability or nonavailability of prior13

art, primarily because a lot of it's behind the object14

code, is a challenge the Patent Office has had and we15

realize that, and also the number of potential processes16

that could be in a million-line or ten million-line piece17

of source code.18

But again, something I mentioned earlier.  You19

can't get a copyright on a windshield wiper, so really20

the only available protection for innovation for21

windshield wipers is patent protection.  You already have22

copyright protection in that entire piece of software. 23

What is the marginal benefit of patents within that24

particular piece of software to the people who have to25
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make money selling the software?  So I think that is1

something that should be considered, and I think clearly2

there is a difference in software.3

I don't know necessarily that there needs to be4

any changes to the patent law to reflect this.  I've5

given a lot of thought to this.  The changes that were6

made several years ago, I think were great, eliminating7

the submarine patents.  But having been through some8

major cases, I just think that -- and I didn't mean9

earlier to accuse the Patent Office of overtly doing it10

or whatever, but certainly I do think the Commissioner11

was very proud of the fact that the quantity of patents12

are going up.13

I don't necessarily think it's all this new14

innovation, it's just all this need for defensive patents15

because of this thing that's been created.  But I think16

the focus might be in what is the value in the software17

field of that one patentable piece of this huge product18

that has lots of contributions to its value, and how can19

that be determined at an early stage so someone can make20

an evaluation rather than just being faced with "We want21

five percent or we want ten percent, or this is going to22

cost you half a million dollars to litigate," so it's a23

nuisance value to begin with even though there's some24

minor value there.25
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I think there should be some focus -- and I was1

a little disappointed, James, that you didn't have the2

total solution to the problem on the process of3

litigation.  Maybe when this lawsuit is filed or maybe4

when you get a demand letter there's some kind of board5

that goes through the evaluation of what's going on here6

to weed out the frivolous claims or not.  I don't know7

the answer to that, but I think that's where a lot of, I8

think, useful focus can be made.9

MR. BARNETT:  Pam.10

MS. COLE:  Yes?11

MR. BARNETT:  You've been very patient.12

MS. COLE:  I have, and I'm usually not.  Just a13

few introductory comments.  First of all, my views do not14

reflect my colleagues at the Antitrust Division or my15

superiors, and they might not even reflect me because16

they change every day.  I actually wanted to shift gears17

a little bit and talk about the role of the antitrust18

enforcement in all of this since these hearings are about19

the collision, if you will, of intellectual property and20

the antitrust.21

Let me first say that I work with the San22

Francisco office of the Antitrust Division, and the23

Federal Trade Commission also has a San Francisco office,24

and both offices pride themselves in being very familiar25
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with high tech antitrust issues that are coming out of1

the Silicon Valley.  That is what we tend to specialize2

in, so know that you have local friends in the antitrust3

enforcement agencies that you can talk to.4

Which leads me to a story that I'd like to tell5

some of the business people here today.  About a month6

ago, a small business owner came in to meet with me. 7

This small business owner was being sued for patent8

infringement by a very big firm.  This small business9

owner had found out that this very big firm had indeed10

sued many companies for patent infringement, had lost all11

of the cases that had gone to litigation, and if the12

cases didn't go to litigation had actually purchased the13

defendants as a way of settling the lawsuits.14

That raised a lot of red flags with me, and15

that type of behavior by a dominant firm or a dominant16

patent holder can raise some interesting antitrust17

issues.  They could potentially raise some sham18

litigation issues by the patent holder in terms of19

bringing these infringement cases as a way of tying up20

these small firms and because they're too busy defending21

the case to focus on what they're there to do.22

And it's also a way, like I said, that they can23

be acquiring these firms.  And a lot of times we at the24

government will not know about these acquisitions because25
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they will fall below the Hart-Scott-Rodino notification1

threshold or they will be deliberately structured in such2

a way as to avoid Hart-Scott-Rodino notification.  So3

that type of behavior can raise Clayton Act merger4

concerns, it can raise sham litigation concerns, and I5

opened up a case and now I'm going to look at it.6

Now, the good news is that if the government7

looks at a case it doesn't cost you anything except your8

tax dollars.  Now, yes, we can move slowly, but quite9

frankly, I'm not sure we move any more slowly than the10

private courts do in this.11

So I just want to raise that and I actually12

wanted to ask any of the panelists if they've had any13

experiences mostly as a patent defendant where they have14

raised antitrust counterclaims such as sham litigation15

counterclaims, patent misuse counterclaims, unfair16

competition counterclaims.  I mean, the good news is if17

you win on that you obviously get treble damages and you18

can get attorney's fees.19

So I see some cards going up so I think I'll20

just stop right there and hear from you on that.21

MR. BARNETT:  I think Bob just edged out Jim.22

MR. KOHN:  Sure.  Well, when we were sued, when23

Borland was sued by Lotus -- my God, when was that, '93,24

1990, '91?  I don't know when it was -- we intentionally25
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did not file any counterclaim for antitrust or anything1

else, but particularly antitrust.2

And you know, they had 80 percent market share3

at that time, which was before Excel essentially, so4

there were potential claims there, but the reason why we5

didn't was it would have invoked their insurance6

provision so the lawsuit would have been covered by7

insurance, so we intentionally did not.8

And most antitrust counterclaims in patent and9

copyright cases tend to be viewed by the people in the10

profession as just sham.  They're not really going to11

work, but you just throw something over to the other side12

to put them on the defensive.  But we decided not to do13

that because it would just simply have all their14

litigation financed.15

Ours was financed fortunately by our insurance16

because I made a claim under our advertising injury17

provision, and we literally changed all the insurance18

forms as a result.  But we had almost all of our fees19

covered by the cost of that, and we knew that on the20

other side that would be the main advantage for them, so21

we didn't do it.22

And again, antitrust claims are generally these23

really soft claims and very difficult to do.24

And the analogy, by the way, of25



434

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

Hart-Scott-Rodino, maybe there should be a1

Hart-Scott-Rodino kind of process before patent2

litigation begins.3

MR. POOLEY:  There's something provocative.4

I would just say that from my own experience,5

increasingly antitrust claims, counterclaims are made in6

patent litigation, but you have to distinguish between7

the sort that are the sham litigation claims which judges8

look on generally very skeptically, tend to bifurcate and9

put off because you haven't reached the predicate point10

of proving that you've won the case, and then the more11

complicated interesting kinds of claims of the sort that12

you've recognized or you've mentioned, including refusals13

to deal.14

And there, I think, the experience generally is15

that the trial judiciary, cheered on a bit by the Federal16

Circuit, is also fairly skeptical about those kinds of17

claims because what they're hearing at least from the18

Federal Circuit is that patents are a very, very strong19

bit of property and you can't blame owners for how they20

use them.  And I realize, of course, it's a much more21

complicated issue than that, but the tone is there.22

And so, on the other hand, we absolutely see23

these kinds of claims coming up more and more often, and24

somebody's going to have to deal with them at the25
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appellate level on a continuous basis, I think, until we1

get further clarity.2

MS. COLE:  Let me just respond very quickly to3

some of those comments.4

First of all, there will be separate hearings5

that the Federal Trade Commission will be holding in D.C.6

in terms of the role of the Federal Circuit.  Perhaps it7

is because I was one of the attorneys that represented8

Intergraph in the private antitrust suit against Intel9

that went to the Federal Circuit, perhaps that leads to10

these comments.  I myself am very concerned about the11

role that the Federal Circuit is playing in antitrust and12

I think that's an important issue.13

In terms of your comment that antitrust14

counterclaims are often viewed as a sham or looked down15

upon, again, this may come from my perspective of being a16

plaintiff's antitrust lawyer in private practice and17

actually went back to the government, and after hearing18

comments today I'm very glad that I did.19

You know, don't be so sure who's creating that20

perception.  I mean, granted, yes, there are some cases21

that are of concern that are coming from the Federal22

Circuit, but I think you just have to be careful in terms23

of who might be creating that perception and why it's24

being created, because the antitrust laws are still25
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there.  There are still some good opinions on the books.1

And I do agree that sham litigation is2

increasingly becoming difficult to prove, but one of the3

great things about doing an antitrust counterclaim is4

that you get access to some very good documents that you5

cannot believe exist, and so I just wanted to make those6

two comments.7

MR. BARNETT:  I think Jim's comments brought up8

another idea in my mind.  Another avenue other than9

litigation where antitrust or fair competition issues can10

arise is in the licensing or cross-licensing process, and11

we've heard concepts such as leveraging and also from the12

standpoint of dealing with patent pools or dealing with13

--14

(Tape Two, Side B)15

MR. POOLEY:  I have raised this notion before. 16

I'm not sure whether it's a good idea or not, but it is17

an idea and so I'd like to throw it out here and perhaps18

hear comment from some of the other panelists.19

One of the problems in licensing is the notion20

that was alluded to by Josh; that is, that virtually all21

patent licenses are confidential.  And as a result of22

that, when you enter into negotiations with a patent23

holder and the assertion comes across the table that you24

should pay X amount, whatever it is, because the industry25
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has recognized that, the natural response probably would1

be, "Well, that's interesting, but let me see the2

licenses so I can examine what the circumstances are and3

weigh the context in which that kind of agreement was4

reached."5

But you can't see those agreements, you don't6

know precisely who the people are, how much it is that7

they actually are paying when weighed against other8

contributions that they're making or obligations that9

they're taking.10

That, it strikes me, necessarily leads to a11

higher general payment of royalties than otherwise would12

happen if, for example, and this is where the idea is,13

all patent licenses like patent assignments were required14

to be recorded and perhaps made available for inspection.15

You know, a radical notion and one that where16

we have to think about the collateral consequences, but17

it bears mention that there's a great deal of opacity18

that inhibits the natural process of negotiation of19

licenses, and it might be helpful if we were to free20

ourselves from the problem that comes up every time when21

someone suggests you ought to pay this and you say,22

"Well, let me see your other licenses and they say we23

can't do that."24

And the rejoinder is, "Well, if I sued you or25
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if you sued me, we'd be able to see them."  And he says,1

"Yes, I know that, but we're not in litigation."  So you2

feel almost as if you're forced into litigation in order3

to get the discovery that you need to make an intelligent4

resolution to the dispute.5

MR. KOHN:  I like that.  That's a great idea.6

MR. BARNETT:  Brad.7

MR. FRIEDMAN:  I had one comment, but I'm going8

to fold it into what Jim just said, which was intriguing. 9

I'm going to, Jim, remind you of what you had suggested10

in terms of using impleading in terms of having all the11

people who might ask for a share of the royalties, of the12

rents.13

One thing that David Mowery said was that the14

software industry was unique in terms of the number of15

components and the patents covering the various16

components to it.  There's another industry that clearly17

comes to mind that I've previously worked in, which is18

biotech, and certainly pharmaceuticals, which shares that19

problem that the final product is covered by a large pool20

of patent owners, each of which own the naked virus, the21

gene, certain components, the vehicle of delivery and so22

forth that result in the final product.23

And some system whereby you could pool these24

interested parties, and I view them now as patentees on25
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the one hand, and then on the flip side the potential1

licensees whose agreements you can't see, pool them2

together and create basically a market-driven assessment3

of the value of the patent.4

The difficulty there is markets with few people5

in it are extraordinarily inexact.  Currently what we6

have, though, is a one-off every time, and so I certainly7

don't see that what I'm suggesting is a panacea, but it's8

a whole lot better than what we currently have.  Nor, of9

course, am I suggesting a particular structure because I10

haven't thought of one, but I think it's important to11

look at the uncertainties that we can focus on and bring12

to light.13

For instance, we require some license14

agreements to be recorded if you want to create a secured15

interest in that license and the value, the revenue that16

comes with it.  Well, perhaps having all license17

agreements recorded for the purpose of allowing the value18

of the patent to be seen is a good idea.  Whether or not19

that should be public to everyone or available to those20

who sincerely are approaching for a license, maybe that's21

a good thing to do.22

Which is leading me to say perhaps we want to23

go to a compulsory license model such as in France, in24

which case a reasonable royalty becomes out there and all25
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comers who are interested can show that they deserve to1

have a license.  I'm not sure if we want to go there, but2

I think it's something we ought to look at if you're3

looking at trying to shed light on those areas of4

uncertainty.5

MR. BARNETT:  Thanks, Brad.  I think at this6

point we may start wrapping things up.  If anyone has any7

particular final comments they'd like to make or any8

thoughts that they've had as a whole, we'd appreciate9

them now.  Jim.10

MR. POOLEY:  Just a quick comment.  The11

compulsory licensing scheme I know Brad appreciates is a12

provocative notion, and just for my own point of view I13

think we need to be very, very cautious about that,14

because one of the pillars of the patent right is the15

right to exclude, and once you create a general16

compulsory licensing scheme you've eliminated that right.17

I think there is some merit in other18

suggestions I've heard where, for example, the right to19

exclude, that is to provoke a judge to issue an20

injunction, might be limited to those who actually21

practice the invention, but a general compulsory22

licensing scheme I think is anathema to our system.23

MR. KOHN:  But compulsory licensing isn't24

totally foreign to intellectual property.  It may not25
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apply in the patent field because the relative value of1

the patent of the particular product is going to be so2

varied in each case it would be very difficult.3

And I mean, I don't know how they do this in4

France, but in the music industry there's a value of a5

song to a sound recording and they've set it at 7.556

cents and that's what the government's statutory rate is7

set.  And some songs have greater value than others to a8

recording, but you know, there is a level playing field9

that they can establish there for that.10

I was looking at my testimony seven years ago11

in front the FTC and I suggested in one instance, and I'm12

not taking this position today, but that a compulsory13

license might be applicable in an antitrust situation14

where someone is controlling some kind of an interface15

standard or something like that to such a degree or so16

dominant that it's determined that --17

MR. POOLEY:  Essential facility.18

MR. KOHN:  Essential facility, I don't know19

what the terms are, and I don't want to get too close to20

that subject.  But anyway, I'm not suggesting that, but21

compulsory licensing might be confined to specific22

instances where the antitrust field comes about.23

MR. FRIEDMAN:  I just wanted to say that I24

think it's clear we have a lot in our arsenal in terms of25
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enhancing innovation and specifying the ways in which we1

do that, and so if we put all of those on the table and2

take the radical idea that we can actually change things3

with a focus of vision as opposed to it's hard to change4

what we have as opposed to inertia, I think we can get to5

a place, perhaps even in our lifetime, where we've6

improved the system quite significantly.7

MR. BARNETT:  Very good.  Does anyone else have8

any comments?  On that note, I would sincerely like to9

thank all our panelists for coming today and would like10

to join in a round of applause for them.11

(Applause.)12

Thank you for attending.  The next session is13

at two o'clock.14

(Whereupon, at 12:25 p.m., a luncheon recess15

was taken.)16
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AFTERNOON SESSION1

MS. GREENE:  Welcome back and thank you for2

returning for the afternoon panel.  We had, as many of3

you know, a fantastic panel this morning that was an4

industry panel looking at the Internet and software.5

This panel is entitled "Diverse Perspectives in6

Patenting" and we have an extraordinary group of folks7

around the table, so let me turn to introducing them very8

quickly.9

Firstly, I'd like to introduce my colleagues at10

the government.  My name is Hillary Greene and I'm from11

the General Counsel's Office at the Federal Trade12

Commission.  To my left is Bill Cohen, who is the13

Assistant General Counsel for Policy Studies in the14

Office of General Counsel.15

MR. COHEN:  Policy Studies.16

MS. GREENE:  Policy Studies, that's where we17

come from -- Bill and Hillary.  And then one person over18

we have Carolyn Galbreath, who is a representative from19

the Department of Justice; and then to her left we have20

Commissioner Tom Leary from the Federal Trade Commission;21

and to my right, Ray Chen, who's from the Patent and22

Trademark Office.23

Okay.  Let me just go real quickly through who24

our panelists are.  They're going to be each giving25
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presentations scattered throughout, so why don't I just1

get the intros out of the way up front.2

First we have Greg Aharonian, who is the3

publisher of the Internet Patent News Service, a daily4

e-mail newsletter that covers intellectual property5

issues.  The newsletter has focused on the issue of6

patent quality, in particular the problems patent7

applications and examiners are having dealing with8

non-patent prior art.  Mr. Aharonian is also a consultant9

to corporations and law firms conducting patentability10

and invalidity searches primarily in the electronic and11

computer areas.12

We also have John Love with us.  John Love is13

the Group Director in Technology Center 2100 at the U.S.14

Patent and Trademark Office.  As director, he is15

responsible for managing the work of several hundred16

examiners who review patent applications for compliance17

with statutory requirements for patentability in the area18

of data processing, e-commerce and cryptography. 19

Mr. Love has also served as Chairman of the Supervisory20

Patent Examiners and Classifiers Organization and has21

been awarded many Department of Commerce awards for his22

work at the Patent Office.23

Next we have Rick Nydegger, who is a founding24

partner at Workman, Nydegger and Seeley, conducting IP25
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matters for many of the firm's clients in the electronic1

software and information science, e-commerce and medical2

device technology areas.  Mr. Nydegger was invited in3

1999 to become a member of the National Patent Board, a4

non-profit entity founded to provide access to5

experienced IP attorneys for mediating patent disputes,6

and he has also served as an arbitrator.7

Next we have John Place, who is the Executive8

Director of the Center for Internet and Society at9

Stanford Law School, a policy center dedicated to10

exploring the impact of the Internet on law and society. 11

Mr. Place is a former Vice President, General Counsel and12

Secretary of Yahoo!, the first in-house attorney Yahoo!13

hired.  And before joining Yahoo! Mr. Place was senior14

corporate counsel at Adobe Systems.  The Los Angeles15

Daily Journal has named him one of the 100 most16

influential attorneys in California.17

Next we have Carl Shapiro.  He is a professor18

here at the Haas School of Business and is Director of19

the Institute of Business and Economic Research and20

Professor of Economics in the Economics Department at21

UC Berkeley.  He has also had a public service career. 22

He served as Deputy Assistant Attorney General for23

Economics in the Antitrust Division of the U.S.24

Department of Justice during 1995 to '96.  His current25
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research interests include antitrust economics,1

intellectual property and licensing, product standards2

and compatibility and the economics of networks and3

interconnection.4

And next we have Robert Taylor, who is Managing5

Partner of the Silicon Valley office of Howrey, Simon,6

Arnold and White.  For more than 25 years he has7

specialized in patent and antitrust litigation and8

related fields of law.  His experience covers all aspects9

of litigation in these areas.  He is the former Chair of10

the Antitrust Section of the ABA.  He was also a member11

of the Advisory Commission on Patent Law Reform, whose12

report was presented to the U.S. Secretary of Commerce in13

August, 1992, proposing changes to patent laws.14

Next is David Teece, who is participating with15

us once again today.  He is an applied industrial16

organization economist and an economics professor here at17

the Haas School of Business.  He has testified before18

Congress and government agencies on regulatory,19

technology and antitrust policy, and has authored over20

150 books and articles.21

Additionally, we have Les Weinstein.  He is the22

Senior Litigation Partner at Squire, Sanders and Dempsey,23

focusing on patent and antitrust matters.  He counsels24

technology clients in a wide variety of fields including25
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chemical, pharmaceutical, electronics and telecom1

industries.  He began his legal career as the first U.S.2

Patent and Trademark Office registered patent lawyer3

employed by the U.S. Department of Justice Antitrust4

Division.5

And we have an unfortunate omission.  Katherine6

Ku, the Director of the Office of Technology Licensing at7

Stanford University, is not able to join us, which is8

unfortunate, but we are really delighted to have in her9

place Luis Mejia.  He is the Senior Associate in the10

Office of Technology Licensing at Stanford.  He has been11

at Stanford for 14 years and has negotiated over 20012

license agreements.  He has a Bachelors of Science and13

Mechanical Engineering from Arizona State University, and14

has been the co-founder of several Silicon Valley startup15

companies.  He has spoken internationally on many16

occasions on the topic of technology transfer at17

universities.  Most recently, he was keynote speaker at18

the Ericsson Innovation Awards at Canberra, Australia.19

Well, it took a while.  Fantastic panel.  Thank20

you all so much for joining us.21

Let's see.  In terms of logistics, we're going22

to have three presentations, then we're going to have23

discussion, then we're going to have two presentations,24

and then we're going to have a break.  Then we'll have a25
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couple more presentations and then a discussion.1

The bottom line is that I realize that the2

numbers don't add up.  Several of the panelists who are3

joining us today were kind enough to forego a formal4

presentation on the assumption that our discussion would5

be an adequate vehicle for them to get their ideas out. 6

And what I can say is:  we know who you are, and so while7

everybody else needs to tilt up their table tent like8

this to let me know that you have a comment to make, I9

want to make sure that those people who won't be giving10

formal presentations just throw their table tents at me. 11

I really want to make sure that you have your points12

adequately included.  Okay, so here we begin.13

We talk about the social trade-offs that are14

inherent in the patent system, and what we have is you15

have disclosure, and what you get from the disclosure is16

a right to exclude.  As a result of that, we as a society17

are hopefully promoting innovation.18

What we're going to be looking at today is, as19

a practical matter, what does it mean to implement that20

trade-off?  What are the consequences of how we choose to21

implement that trade-off?  Step one in this process of22

implementing the trade-off is clearly the patent23

application or the grant process.  Our first three24

presentations will focus directly on that process, and25
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then we'll have some discussion.  And then we will expand1

our inquiry into how the patentee uses the rights once2

acquired, and part of that will be the litigation that3

invariably, or at least frequently, ensues.4

So why don't I turn now to our first5

presentation by Les Weinstein.6

MR. WEINSTEIN:  Thank you.  Can you hear me in7

the back?  You may want to change places with people that8

can't.9

First I need a standard disclaimer.  I do not10

speak for my law firm, my partners or my clients.  I come11

here today speaking on my own, drawing on my experience12

in the middle of the last century as patent examiner, as13

an antitrust lawyer, and now increasingly involved in the14

patent antitrust interface.15

For those of you who are interested, more16

extensive remarks and some suggestions about the problems17

that need to be remedied are going to be available on the18

FTC's website.  I'm going to focus on a couple of points19

today.20

I want to compliment the Justice Department and21

the FTC for this very important step.  This is something22

that is essential to our economy, and you're to get high23

praise for undertaking this work.24

I am deeply concerned with the way the patent25
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system is functioning today.  My view of it is that we1

are no longer granting patents on inventions, we are2

granting patents on investment.  And that's a policy the3

country can make, but it would be much more efficient to4

do it through tax policy rather than handing out --5

through the examination process with all of its6

imperfections -- patents which are also clubs, and I'll7

come to the nature of those clubs in a moment.8

They're clubs to drive people out of business. 9

They can be clubs used to destroy their investment.  The10

exclusionary power of a patent, as Kodak found out a few11

years back when it lost $900 million because it made a12

"mistake" can be very powerful in how our economy is13

effected.14

Now, in fairness to the Patent Office, which is15

often everybody's current whipping boy, it's fair to16

recognize that the Patent Office is caught often between: 17

the dictates of the Court of Appeals for the Federal18

Circuit which is expanding what can be patented, the19

statutes our Congress has passed through whatever20

legislative process goes on commanding them to do certain21

things; and its own shortcomings in budget and22

occasionally in talent.  So I do not want you to think23

that I'm here to bash the Patent Office particularly, but24

to talk about how the system works.25



451

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

The problem as I see it is that we are issuing1

too many patents with too many claims, each of which is2

an individual patent as a practical matter that cannot be3

understood.  We are told that a patent is like a deed to4

property or like a statute, that it's supposed to warn5

people as to what is forbidden.  Yet in almost every case6

now, millions of dollars are spent and certainly hundreds7

of thousands in Markman hearings so a judge that is8

reversed about 50 percent of the time, can tell people9

what that patent means.  Something is wrong with that10

system.11

There are patents that come out today with12

hundreds of claims, unintelligible to almost anyone13

except the people who drew them.  And yet, people who14

violate them jeopardize sometimes a lifetime of15

investment or their division or their product.  That16

system doesn't work well to spur innovation or carry out17

the constitutional mandate.18

Indeed, for those of you who were here this19

morning and listened to the people in the software20

industry talk about how threatening this is to their21

businesses, as I see it, patents today are often22

entrenching the established at the expense of allowing23

the newcomer to come in.  I question today whether a24

Steve Jobs could start an Apple or a Bill Gates could25
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start a Microsoft in view of the web and thicket of1

patents that is out there.  Let me give you just a couple2

of quick examples.3

I was in the ski shop the other day and I was4

interested in buying an orthotic for my ski boot, and I5

spotted this little card here saying it's covered by 386

patents.  Now, that's very interesting because, as it7

turns out, a competitor only needed 1 to protect its own8

device.9

Now, I'm not faulting this company.  It merely10

took advantage of the system.  I'm not faulting any11

company that is playing by the rules.  The question is,12

do the rules work?13

Again, this morning those of you were here14

heard Jim Pooley say don't jump on patents until you read15

the claims, don't take anecdotal evidence.  Let me read16

you a claim here of a recently issued patent by four17

inventors of IBM.18

"A method for providing19

reservations for restroom use,20

comprising receiving a reservation21

request from a user and notifying22

the user when the restroom is23

available for his or her use."24

You know, if you say to this flight attendant,25
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"Please tell me when the bathroom is available," you're1

all probably infringers.  This patent has in it 64 claims2

by 4 inventors.  It goes on to make a real contribution,3

though, because it suggests in one of the alternative4

claims that you could schedule people by either the price5

of their ticket or their frequent flier miles status.6

Now, let me tell you that similar things are7

going on with laser technology, going on with8

semiconductors and microprocessors.  And this is a9

burden, this is a drag on our economy and we need to10

figure out some way to fix it.11

MS. GREENE:  Right.  And we're going to move on12

to our next presenter, and we'll be coming back to you13

and hopefully figuring out ways in which we can, quote,14

"fix it."  Our next presenter will be Greg Aharonian.15

MR. AHARONIAN:  Well, since I'm going to blame16

the lawyers I suppose we can fix it by getting rid of the17

patent lawyers.18

My problem is as follows.  I'm not a lawyer, so19

when I hear a lot of these words I have to kind of define20

them in my mind.  When I hear the word 'antitrust' I'm21

sure there are a lot of legal rules in Washington about22

what exactly that means, but in my mind it's someone who23

abuses the spirit of the system and not actually any24

particular law.25
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A couple big businesses chit-chatting over some1

drinks somewhere could probably do it discretely enough2

to not violate any laws but end up somehow abusing the3

system in some way.  To me that's not so much antitrust4

but against trust, to abuse the trust of the public, of5

their peers, whatever.  So to me, I mean, what's at6

interest to me in the patent system is the abuse of trust7

that goes on, assuming there is any.8

Now, to me, I have no problem with someone with9

a good patent, developed patent with a new invention,10

being as nasty as he wants.  I suppose that's kind of the11

fun of the game and the reward of actually coming up with12

something new.  I mean, I think there's very little new13

to be discovered and I think the person who does discover14

something new should be able to have as much fun as he15

wants with it, or her.16

My problem is with the quality of the patents. 17

There are just too many patents, as Les and many other18

people have stated, that are just plain bad; and I blame19

a lot of it on the applicants themselves and their20

lawyers.21

Certainly, I've bashed the Patent Office many22

times over the years, and I think there's much they could23

do to improve their operations, but they are hamstrung in24

many ways by politics and budgets and things like that. 25
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But what gets me is just kind of the cavalier attitude of1

a lot of patent applicants, especially the corporations.2

I've passed out, in the back of the room if you3

don't have a copy, some statistics I've gathered on4

computing patents, which is my field of expertise, and5

the numbers, I think, are quite interesting.  The data6

ranges from 1976 to 2001, so it's a very long time7

period.  It stretches the Internet period and it8

stretches over the '70's and early '80's when a lot of9

the formative technologies that now are part of the10

Internet and other areas were being developed.11

I mean, you see some interesting things.  We go12

from a few thousand patents in the early '80's to upwards13

of seventeen to twenty thousand computing patents a year14

being issued now.  And I mean, frankly there's just not15

that much innovation out there to justify that kind of16

rise.17

One of the reasons why so many patents are18

issuing is that the Patent Office really has no choice. 19

The examiners are obligated to pretty much process a20

patent application in two passes so that at the end of21

the second pass if they have no more ammunition to use22

against a patent, they pretty much have to issue23

something.24

And the problem is that you look at one column25
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there, Number OREF, and the second column, Percent ZREF. 1

What that translates into is the number of non-patent2

prior art references cited on the average patent is the3

number of OREF.  And percent ZREF is the number of4

patents that cite no non-patent prior art at all.5

Now, in the computing field as of today there6

are probably about ten million publications in the7

general area of computing.  There are major8

organizations, IEEE, the ACM, that have hundreds of9

conferences and journals every year with thousands of10

pages in each one.  You walk into any engineering library11

around the country and all you'll hear is the librarians12

complaining about not having enough room on their shelves13

for more books, more conferences, more papers.  So that14

for a computing patent today hitting the Patent Office, I15

would say that there are about ten million potential16

pieces of prior art that might be asserted against it. 17

Now, the vast majority of them are in different fields of18

computing.  I mean, a patent on a graphics technique will19

have no prior art in the database area.20

But the fact that over half of all patents21

issuing cite none of this prior art to me is abominable. 22

And the reason is that the corporations and the23

applicants aren't doing any searching because they're not24

obligated to.  The problem then is that the examiners,25
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who everyone knows are overworked and under-resourced,1

they don't have time to go out and seek that prior art. 2

The end result is that they have to issue patents on3

ludicrous ideas like a reservation for an airline4

restroom because they don't have the specific information5

on hand to properly issue a rejection.6

So the solution is quite clear, it's to stiffen7

the search requirements for applicants.  Rule 56 -- which8

is an obligation on applicants to disclose what they know9

but not to search what they know exists -- to me, is a10

total joke of a rule.  It allows companies, especially11

large companies like an IBM which brags about having the12

biggest databases on the planet and the best search13

engines in the universe, to then say, "Oh no, we don't14

know how to find out anything, only apply for our15

patents."  I mean, come on, give me a break.16

The other problem is that right-hand column,17

Percent Jepson.  For patent applications there's a18

language you can use in the patent claims and there's a19

certain phrase that appears occasionally, "the20

improvement comprising."  Now, if any of you use software21

or any technology, almost anything you see coming out new22

on the marketplace is an improvement on something else.23

I mean, there are few truly revolutionary ideas24

anymore that are just so new that they're not an25
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improvement on anything.  So, I mean, to someone who's1

naive to all this you would think that every patent claim2

where someone's claiming what it is they've invented3

would first say, "Here's my improvement over the existing4

art," so that we could then focus, for example in Markman5

hearings and other such venues, on what it is that's6

truly new that someone might be infringing.  So you'd7

think that 80, 90 percent of the patents would be using8

this format if they were truly sincere.9

Given that even amongst lawyers in fields of10

computing the thought is that at least half the patents11

are invalid and, therefore, they're an improvement on12

nothing.  And, yet, over the last 20 years we see the use13

of this format dropping.  Why?  Because lawyers will say,14

"Well, if we specifically point out to the examiner what15

the improvement is, he'll issue us an obviousness16

rejection because he'll say, `well, you have so much17

other stuff that everyone already knows about, your18

little improvement's too trivial, it's obvious, so no19

patent.'"20

I can understand that, but the answer to me is21

to have the patent lawyer work with the Patent Office to22

come up with a way to, A, get their client to do more23

searching, to come up with some minimum search24

requirement that everyone would have to do, and B, to25
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come up with a way of pointing out what the improvement1

is so that people can focus on that.2

So, I think there's a lot of work that can be3

done with the mechanics of the system itself to improve4

greatly the quality of the patent without imposing an5

undue economic burden on anyone.  Applicants are now6

spending ten to twenty grand to get a patent issued out7

of the Patent Office.  In bulk, decent searching could be8

done on all those either by the companies themselves, by9

people such as myself, and I do this for a business, or10

by giving more money to the Patent Office so they could11

do it.  I'd estimate at the level of about $500 on the12

average for a patent application.  So for someone13

spending ten to twenty grand, and again we're talking14

mostly corporations in the computing field, I do not15

think $500 is an undue burden to help improve the quality16

overall of the entire system.17

And the result then is these issues keep on18

getting pushed off year by year.  A lawyer down in the19

valley, Ron Laurie, in 1988 and 1989 gave a talk on20

computing patents, and this was before all this hit the21

press and became real big news.  But even back then he22

was arguing, based on his experiences in the firms he was23

with, that 80 percent of the issued computing patents24

were invalid.  That was, what, 14 years ago, and frankly,25
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I have seen nothing change in the subsequent time period.1

So my concern over the past few years has been2

harping on this one issue.  There's a lot that can be3

done very easily, very reasonably in terms of cost to4

greatly improve the quality of the patents.  And I think5

that if applicants -- and again, if you look at one of6

the columns, Percent Corporation, the vast majority of7

these patents are going to corporations large or small. 8

We're not talking about some guy in a basement anymore,9

this is corporate stuff.10

If you really want to get a powerful weapon,11

the patent is -- and I have no problem with the patent12

being a powerful weapon -- I think you should have a13

higher burden to get such a weapon.  But for too long the14

patent bar has done nothing, and the Patent Office I15

don't think has a chance to do much of anything.16

What happens with all these issues?  You have17

to go into court, spend hundreds of thousands of dollars,18

millions of dollars, arguing what it is that was19

invented, whether or not the prior art was relevant or20

not, in front of a jury or a judge who doesn't understand21

the technology, and the district court doesn't even22

understand the patent laws.  I mean, it's a real mess,23

much of which could be dealt with a lot earlier in the24

system, but it isn't.  The result is that large companies25
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and smaller companies start building up these patent1

thickets and they start suing people and it's hard to2

fight stuff like that off.3

I myself should know.  I mean, I've been sued4

for patent infringement on a patent that is totally5

worthless, and you know, spent a fair amount of my own6

money defending myself.  In the end I think I'll prevail,7

but it's not something I should have been made to do.8

And it's the type of patent that, had the9

applicant been required to do some searching ahead of10

time when he was filing for the patent, or if the patent11

assignee, once he got the patent but before he sued12

someone in court, was required to do a search.13

I could maybe see arguing that, you know, let's14

not burden everyone at the patent application stage.  But15

to be able to sue someone without doing any due diligence16

on the validity of your patent and hiding behind the the17

canard of, you know, the patent was presumed valid, I18

mean, again as a non-lawyer, that's silly.  It may be19

legal, but it's not very serious.20

So I find it funny that in this era where we21

have in Silicon Valley some of the brightest minds, some22

of the most powerful software tools, tremendous amounts23

of technology, some of which is being claimed, that the24

very process for protecting that technology, the patent25



462

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

system, is so ineptly run.1

I mean, how can large companies in Silicon2

Valley with a straight face file for these patents and3

not do any searching when a five-minute automobile ride4

from their buildings and offices to, for example, the5

libraries of Stanford University which are some of the6

best libraries on the planet, or companies here in the7

East Bay, to apply for a patent and not say to one of8

your engineers, "Get in your car, drive over there, park9

it somewhere, do some searching for an hour or two and10

then we'll throw the results into the patent11

application," to me is just total nonsense, it's silly.12

MS. GREENE:  Okay.  Thank you so much.  And13

we're going to have John Love give his perspective on the14

patenting process.15

MR. LOVE:  If I can get this up on the screen. 16

Thank you.17

I was also here this morning and found it very18

interesting to hear the different perspectives.  At some19

times I found it difficult to sit back and not say20

anything.  I was kind of rising up in my seat whenever21

the term 'PTO' was mentioned, but there is one thing I'd22

like to say about some comments this morning to get the23

record straight.24

A comment was made that all the examiners at25
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the PTO were both attorneys and engineers.  And there1

was, I guess, an insinuation, perhaps in jest or maybe2

not, but that this somehow gave them incentive to issue3

as many patents as they could because they were later on4

brought into the private practice and would be defending5

and suing on these patents.  But I just wanted to get the6

record straight that the vast majority of examiners are7

not attorneys; a close percentage would be about ten8

percent have law degrees.9

I appreciate the chance to come and give a10

presentation on what we're doing at the PTO to improve11

the quality with respect to these software and, in12

particular, business method applications.  I'd like to13

give a little bit of a background here.  I think most of14

us know this but it's been talked about indirectly and15

sometimes directly.16

There are knee-jerk reactions to patents that17

are issued, and of course while the language may seem18

clear even in the claims, the claims do define the scope19

of the invention, but the claim interpretation is a20

question of law and not of fact, and what you read may21

not be exactly what would be interpreted to be covered by22

the scope of that claim.  It's very complicated.  Not23

unimaginably complicated, but it is a technical question24

that the courts do go through when they interpret the25
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scope of a claim.  They look at the specification and the1

prosecution of the case that could have an effect on the2

narrowness or how narrow those claims are interpreted.3

And of course, we know that the right is to4

exclude others from making, using or selling the5

invention, and in response to what Les said awhile ago6

about exclusivity rights, I think we need to keep in mind7

that the Constitution in Article 1, Section 8, talks8

about securing for inventors the exclusionary rights that9

we're talking about here, so even the founding fathers in10

the Constitution provided for a patent system.11

There are many ways, and we don't pretend to be12

perfect at the PTO, there are many ways that third13

parties or others can participate in the application14

process both before and after a patent is granted.  With15

the recently changed law, the AIPA, most patent16

applications will, in effect, be published 18 months17

after their filing date.  After that, any member of the18

public has an opportunity to submit prior art to the19

Patent Office for our consideration.20

Prior to that publication date, if an applicant21

becomes aware -- excuse me, if a member of the public22

somehow becomes aware of a pending application or sees23

that a product is stamped patent pending, they can send24

to the PTO what's called a protest under our rules, Rule25
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291, and include with that any information they'd like us1

to consider as a protest to the grant of a patent2

application on that particular product.3

And we also heard this morning some discussion4

about the various procedures that we have after the5

grant.  And we do have, in fact, at least four procedures6

whereby the validity of a patent can be brought into7

question after it's issued by a third party without8

necessarily getting involved in a, except for the fourth9

one there, without being a party to litigation.10

The first is through a prior art citation as11

provided for in Rule 501.  Any third party can submit a12

prior art statement and have it placed in the file of a13

patent.  Those submissions are submitted to the group14

directors for review and will in fact be considered15

should a reexamination request be filed in another16

proceeding.  Those prior art statements that are in the17

file will be considered.18

There's an opportunity for an ex parte re-exam19

proceeding.  Any member of the public can initiate that20

proceeding, and we've averaged in the last 15 or 20 years21

about 400 per year.22

Also, the AIPA provided for a second type of23

reexamination proceeding that we call inter partes.  And24

that's the one where there's been a lot of discussion25
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about the adverse or the estoppel effect that may be,1

say, a detriment or a deterrent to people using that2

particular process.  We've only had three filed to date,3

but part of the reason is that it only applies to4

applications that have been filed after November of 2000,5

so there haven't been a great deal of patents that have6

issued since then.7

And, of course, invalidity can be raised as a8

defense in litigation by a party who's being sued or in9

the preliminary injunction hearing.10

As far as I know, the Patent Office, we do an11

internal review of the quality of our patents, and we, I12

believe, are the only one in the world that will publish13

the results that we get, our findings.  And these reviews14

are done by staff that report directly to the15

Undersecretary for Commerce and they do not report to the16

patent core management, so we hope and we feel that this17

gives it a certain amount of objectivity.18

What you see there -- at the bottom line --19

represents the core error rate.  That means that in 5.520

percent, at least in '99, of the applications that we21

eventually allowed, that there were 1 or more claims that22

our internal review found to be unpatentable for various23

reasons, either 102, 103 or 112 or 101.24

The TC-2100 and 2600, TC stands for technology25
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center, these are the two technology centers that deal1

with what we can, I guess, imagine as software patents. 2

There's a 95-percent chance that they would be assigned3

to one of these technology centers.  And you can see that4

the error rate in those two technology centers is below5

the office average.  In fact, last year, 2100, which I'm6

associated with that has the software or the e-commerce7

patents and the business method patents, our error rate8

went down substantially from '00.9

In the year 2000, March of 2000, there was what10

we called the Business Methods Initiative.  That was11

partially in response to a public concern about the12

quality of patents that were being issued in the business13

methods area, and to address those concerns we put out a14

rather comprehensive program to help us in the15

examination of these applications.  The purpose of the16

industry outreach portion of that initiative was to help17

identify additional sources of non-patent literature18

[NPL], to provide training opportunities for examiners,19

and also provide a forum to discuss business method20

issues.21

We are partnering with over 30 industry22

organizations that communicate with us and talk to us and23

provide us resources for training and indicating24

additional sources of NPL, since this initiative began. 25
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These are some of the organizations that we partner with: 1

the Information Technology Association of America,2

Software Industry Information Association, NACHA, BITS,3

and you can see the others.4

We've had two internal partnership meetings5

with our customers.  Representatives from these business6

organizations and the legal community attend and we7

discuss the issues that are common and important to all8

of us.  The initial roundtable was held in July of 20009

-- since I have ten minutes, I got to promise to get10

through here in ten minutes.  We published a federal11

notice in the Federal Register where we indicated the12

non-patent literature sources that we examined and we13

asked our customers and our partners to indicate to us if14

they felt there were other areas that we should be15

looking at.16

Part of the Director's initiatives were to17

create three mandatory fields of searches for the18

examiners.  The first would be the traditional classified19

search for the examiners, the second would be foreign20

patent literature databases, and the third was that we21

required the examiners in the business methods area to do22

a non-patent literature database search.23

Now we've identified over 900 commercial24

databases and we've grouped them together depending on25
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the particular technology or part of the business method1

area that the examiners are searching.  And it's a2

mandatory search that they go into these commercial3

databases and do word technology searches on the4

inventions.  We also have available to the examiners5

professional searchers who will help them go through6

those databases and will help them craft their search7

strategy and actually do the search for them if they ask8

for it.9

Many of our partners have sent representatives10

to give us presentations on different topics.  You see11

some of them here, and they're very well received by the12

examiners and they really give us a great deal of13

information on what the up-to-date techniques are in the14

industry.15

We have a program in the PTO where we will pay16

for examiners to take technical courses during their17

non-duty hours, and we've expanded that now to take18

courses in finance, business and insurance so that these19

courses now also qualify for the type of training that we20

will pay for for our examiners.21

We've revised the guidelines to take into22

account the State Street and the AT&T decisions, which by23

the way, I hope have put to bed most of the 101 issues. 24

We're focusing now on trying to develop the best art that25
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exists as opposed to the 101 issues about eligibility.  I1

explained this to you a little earlier -- about the fact2

that we have a mandatory search for all cases that are3

originally filed in class 705, and the examiners are4

required to search a document from each one of these5

sources of searching.6

A unique aspect of this program that we7

initiated in 2000 is what we call our second level8

review.  When an examiner gets to the point where they9

feel the case should be allowed, we pass that on to an10

experienced examiner or panel of examiners who review11

that case.  They, first of all, review it to make sure12

that the searching requirements have been met.  They look13

to make sure that reasonable allowances have been placed14

in that case, and they also do a basic review of the15

scope of the claim.  If they have any questions or16

concerns about the scope of the claim then they'll kick17

it back to the examining group and we'll take a second18

look at it.  That's in addition to our overall quality19

review program.20

That is a sampling of all cases throughout the21

office, and since this program has been introduced, for22

the entire portion of '00 which included the first two23

quarters of '00 prior to the initiatives, the allowance24

rate was 55 percent.  In '01 the allowance rate for class25
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705 went down to 45 percent, and that's compared to the1

office-wide allowance rate, which is 69 percent.  The2

allowance rate is basically the percentage of cases that3

are allowed versus those that are eventually abandoned. 4

And to give you some raw numbers of the patents that we5

issued in class 705 for '00, we issued 899, and the6

patents that we issued last year in FY '01 basically were7

cut in half to 433.  So I hope that provides some basis8

later for discussions following up.9

MS. GREENE:  Why don't we have some of the10

discussion now?11

MR. LOVE:  Okay.12

MS. GREENE:  We've gotten several different13

perspectives on the patent system and how the trade-offs14

are working as a practical matter.  Do we have anybody15

else that would like to comment as to what their16

experience has been?17

MR. WEINSTEIN:  I have a question for Mr. Love.18

MS. GREENE:  Absolutely.19

MR. WEINSTEIN:  To be candid, I'm troubled20

about the terms "partners" and "customers."  When I was21

an examiner there were "practitioners" and "applicants." 22

Shouldn't your only partner be the public in which you23

invite the public in to discuss these things and to talk24

about what is good for the public interest?25
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MR. LOVE:  I think we realize that we have a1

duty to protect the public interest, and patent examiners2

have always, their job is to protect what should be3

protected and then not to protect that which is in the4

public domain.5

And when we talk about partners we don't limit6

it to people that have filed patent applications.  We7

have members of the press, we have members of academia8

come to us and participate.9

MR. WEINSTEIN:  Would you be happy if the FDA10

treated people seeking new drug applications as11

customers?12

MR. LOVE:  That would be a definition of a13

customer certainly.14

MS. GREENE:  Bob?15

MR. TAYLOR:  I have just a comment really on a16

couple of the points that Mr. Aharonian made.  I think17

it's certainly contrary to my experience that companies18

start litigation on patents where the lawyers that are19

representing them haven't done a substantial amount of20

due diligence, because you can spend a very large amount21

of money as the plaintiff in a patent case.  And to get22

to the end of a patent case and have a court say that23

that patent is invalid, particularly because of prior art24

that surfaced that you could have found, is not something25
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that any of my clients would tolerate for very long. 1

They're very insistent that we know, as best we can2

determine before we start those lawsuits, that we're3

going to prevail at the end of the day.4

I also had a question perhaps of Mr. Love,5

because I think Mr. Aharonian makes a fairly good point6

that when you analyze the software patents the Patent7

Office doesn't seem to be using the non-patent database8

information as much as it might.9

When the Commission on Patent Law Reform sat10

ten years ago now, one of the suggestions that was made11

to the Commission over and over again by people in the12

business was that the Patent Office really does need to13

create its own database for the very reason that14

Mr. Aharonian mentioned -- that the technology develops15

so rapidly that you really are not going to find in the16

patent database the real prior art -- and I'd just be17

interested in a comment as to where that's going.18

(Tape Three, Side B)19

MR. LOVE:  -- we are relying on commercial20

databases.  And as I said, we have over 900 that are21

available to the examiners.  They have a terminal on22

their desk that they can access these databases and23

they're encouraged to use it.24

I think we perhaps have a ways to go, but at25
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least the numbers show that we're going in the right1

direction, and in fact, in the business methods area it's2

a mandatory search right now.  I would like to be able to3

say that 100 percent of the cases that issue in 705 will4

have at least some NPL literature cited, but I won't5

promise perfection.6

MS. GREENE:  Carl.7

PROFESSOR SHAPIRO:  Yes, I have a couple8

questions for Mr. Love as well from the perspective of9

somebody who's trying to listen to all this and sort out,10

you know, are there really a lot of bad patents out there11

or not and what should we do about it.12

First, the idea of imposing search requirements13

on applicants, I'm wondering if PTO had a view on that. 14

It seems like a good idea to me, I guess.15

And the second thing, you gave some data16

indicating, if I saw that last slide correctly, in17

class 705, whatever that is, less than half the number of18

patents have been issued in '01 than '00.  Do I take from19

that that you're saying that the PTO has significantly20

improved the quality and there were probably a good21

number of low quality patents issued but you hope you've22

gotten over that problem?23

MR. LOVE:  Getting to your first question,24

there's been discussion about mandatory prior art25
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searches or IDS's [Information Disclosure Statements]1

being submitted.  I mean, it's still nothing that we're2

advocating at the current time.  Certainly Rule 56 is3

there.  One of the methods that we encourage of complying4

with that is submitting a prior art statement or an5

information disclosure statement, so that's one way of6

complying with your duty of disclosure.7

With respect to the numbers, I guess they speak8

for themselves.  We understood that there were concerns9

about the quality of the patents that were being issued10

in the late '90's; and with the increase in the awareness11

of business methods as a viable form of patent protection12

as a result of the State Street decision, we felt it was13

important to take these initiatives.  And certainly I14

guess the squeaky wheel gets the oil and the squeak goes15

away.  So the fact that there are fewer patents in '0116

than were issued in '00, I think is an indication that17

we're at least searching harder for prior art in these18

cases and we hope that we're getting the claims narrowed19

to the point of where they should be to protect the real20

invention and the contribution to the art.21

MS. GREENE:  John.22

MR. PLACE:  First I've got to make a23

disclaimer.  I'm not a patent attorney, I'm way not smart24

enough for that, but the perspective that I can bring to25
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the discussion is as one who has had to manage through1

this patent environment for a company, and I have some2

experience as to how the patent environment influences a3

company's behavior and influences how it allocates its4

resources.  Just to comment on a few things that have5

been mentioned here.6

It could be, if I recall the slide on the7

patents allowed in '00 versus '01, it seemed like the8

percentage allowed had gone down, but if you extrapolate9

those numbers it seems like the number of applications is10

much more in '01 as well.  Is that correct?11

MR. LOVE:  Well, the number of examiners also12

has increased significantly from '00 to '01, and then the13

filings tripled from '98 to '99.14

MR. PLACE:  Okay.  But the filings were, it15

seems like they were significantly less from '01 to '00. 16

Is that if you extrapolate those numbers?17

MR. LOVE:  That were issued.  Yeah.18

MR. PLACE:  Oh, okay.19

MR. LOVE:  Yeah, these were the issued patents,20

but the filings have gone up.21

MR. PLACE:  I'm just looking at the allowance22

rate.23

MR. LOVE:  Right, yeah.24

MR. PLACE:  And if you take the allowance rate25
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-- I'm just wondering if my premise is correct, because1

if that's the case, if there are significantly fewer2

number of patents applied for in '01 and that's the main3

impact on the raw number allowed -- it could be because a4

lot of the so-called business method patents have been5

filed by Internet startups and other companies that were6

in a much different financial position in '01 than they7

were in '00 and their financial backers, either venture8

capitalists, et cetera, they didn't want their companies9

spending their resources on patent applications.10

MALE VOICE:  It takes longer than a year to11

process a patent.  It's not an automatic cycle.12

MR. PLACE:  All right, fair enough.  Just a13

thought.14

With respect to who does the searching on prior15

art, what has been my experience -- and I don't know what16

the right answer to that is because, again, I'm not a17

member of the patent bar -- but how it impacts companies18

is you get a patent claim and all of a sudden you have to19

marshall all kinds of resources, and the most precious20

resource of a small company or a medium-sized company is21

not necessarily cash, it's engineering resources.22

Engineering resources are far more precious in23

many cases than cash, and you'd have to divert a24

significant amount of engineering resources, especially25
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in the Internet space, to go out, marshall all their1

contacts, spend a lot of time digging up all the prior2

art that they can.  And so there's a shift, the burden3

and the cost of finding the prior art is shifted to the4

potential defendant.  Again, don't know whether there's a5

better system, but that's been my experience how it works6

now.  And the soft costs, i.e., the engineering resources7

that are diverted from actually being productive and8

actually building products and actually making a business9

run, they're diverted now to defending a patent claim.10

There's another diversion of engineering11

resources that we can talk about when we get into the12

business aspects.  Again, I'm not a patent attorney but I13

have worked with many, both in-house such as14

Mr. Chaikovsky from this morning and with a multitude of15

outside patent counsels, and so I've taken the liberty of16

canvassing some of them and asking them what certain17

problems might be and what certain solutions might be. 18

And with respect to the qualification of the examiners,19

one idea that was presented is, if I understand it -- and20

again, correct me if I'm wrong, it's not my field -- in21

the past, software engineers couldn't be examiners, and22

that was relaxed.23

To really understand the prior art in certain24

business method patents -- and again, I understand when25



479

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

you talk about business method patents that can be a1

fuzzy line -- but to really understand the prior art in2

the Internet space and the business method patent, you3

sort of have to be of that space, and in many cases4

having a business background is very helpful.  So one5

idea that has been mentioned by a couple of my contacts6

in the patent bar is, well gee, maybe we don't require7

everyone to have an engineering degree.  Maybe we allow8

people from other backgrounds, other business9

backgrounds, maybe finance degrees.10

And then you could say, "Well, why don't we get11

people who both have a finance background and an12

engineering background?"  But if you look at that,13

someone who's got an EE and an MBA is going to be an14

incredibly valuable commodity and because of the15

opportunity cost of working for the Patent Office it is16

probably not going to get a large number of people.17

MS. GREENE:  Okay, you've raised a really18

interesting way of thinking in terms of where are we19

placing the burden.  Where does the burden lie?  Who's20

capable of handling it better?  How much cost does it21

impose?  As the session wears on we're going to see that22

part of the allocation of burden question up front may be23

connected to what are the costs and benefits down the24

line.  Because obviously the patent application process25
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is -- we're just starting at the beginning.  And then1

we're going to look at the way that it's used and the2

litigation that often results.  So these are our three3

last comments for this session and then we will switch to4

some more presentations.  Greg?5

MR. AHARONIAN:  I have a comment to Robert and6

then a question for John.7

I actually want to take back what I said.  I8

didn't want to tar and feather all law firms or all9

applicants.  There are law firms that do exactly what you10

say, make sure working with their clients that their11

clients do have some good stuff to assert, and also work12

with their clients to help them fight off the bad stuff. 13

But there are other law firms that don't, so there are14

good apples and bad apples.15

As I mentioned in my Patent News, when I got16

sued I turned to one of the best firms in the business,17

your firm, to help defend me, so you know, I understand18

completely.  I am constantly asked by inventors and stuff19

for what law firms to use, and you know, I have a list of20

firms that I think are very excellent and I give them21

their names all the time, including yours.22

MS. GREENE:  We'll stipulate that there are23

some good law firms.24

MR. AHARONIAN:  I suppose I've kind of lamented25
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over the years that the good law firms and the good1

lawyers really haven't done more to crack down on their2

bad brethren.  I mean, there are some firms out there3

that working with their clients are just bad and, you4

know, should be kind of stomped out.5

MALE VOICE:  Bad people.6

MR. AHARONIAN:  Now, as I said, I've done7

invalidity studies on close to 500 software, Internet and8

business method patents in the last 5 or 6 years, pretty9

much working with all the firms here at one point or10

another and many others.  I have no problem, because in11

many cases it's my money on the line, if someone asks me12

to do a search and in the end I really don't find13

anything of any thrilling value.  I probably won't end up14

charging on that particular search.  But when people call15

me up to do a search, lately they've been calling me up16

with batches of five patents to bust.  I don't know why17

but it just seems they come in clumps in five.  I think18

it has something to do with IBM.  IBM for many years19

liked to throw five patents at people, and I think other20

people are picking up on that.21

And when I get ready to do the searching and22

start planning to allocate time and anticipate income, I23

figure I'm going to collect on four out of the five24

patents.  That is, I'm going to find some really good25
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prior art that takes down one or more independent claims1

out of four of the five patents.  It's pretty much held2

up like that for about eight or nine years, and it3

certainly is consistent with what Ron was saying back in4

the '80's, that about eighty percent of the issued5

patents in the computing business have one or more6

independent claims that are invalid on one of two grounds7

if not one of three grounds.8

Now, I routinely do surveys out of my9

newsletter of what everyone in the business thinks just10

based on their impressions of the invalidity rate. 11

Typically, when I get hundreds of responses from lawyers,12

academics and inventors from the computing field, it's13

upwards of 60 percent, 80 percent of the issued patents14

have 1 or more independent claims that are invalid.15

So it concerns me that, oh, the many years I've16

been sending out my data that I've repeatedly heard17

Patent Office officials, John now and Jerry before him,18

saying that by their internal measures they're getting19

about a 5 to 10 percent error rate on having 1 or more20

claims of an invalid nature, and it makes me continually21

question exactly how the Patent Office does measure their22

quality internally.  And given the endless accounting23

scandals all over the place where internal controls were24

violated and ignored, it seems to me that it's due now25
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that the patent system have an independent outside1

assessment of the patent examination process.2

MS. GREENE:  Okay.  And now I want to switch to3

someone else.  Les?4

MR. WEINSTEIN:  I want to ask Mr. Love another5

question.  I have some question about your statistics. 6

When I take a patent prosecutor out and buy him a7

martini, they tell me that it's almost malpractice not to8

get a patent issued.  And what they tell me is that when9

you take out the mom-and-pops and the nonestablishment10

applications and subtract from that the odious practice11

of filing continuation after continuation, which you take12

credit for, that the actual issue rate at the corporate13

level approaches 90 percent.  And I've seen studies to14

that effect.  Is there merit to that?15

MR. LOVE:  I'd have to see the data you're16

referring to.  Believe me, we're not happy with17

continuations either, because they do add to the18

workload.19

MR. WEINSTEIN:  But you have not looked at any20

data to determine what the issue rate is for the Fortune21

500 or Fortune 100?22

MR. LOVE:  Our statistics don't take into23

account the characterization of the applicant, if that's24

what you're asking.25
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MR. WEINSTEIN:  Take a look at Mr. Quillen's1

study which is part of this record.  You'll see that his2

statistics, which are pretty good, looks like it's3

90 percent issuance rate.4

MS. GREENE:  Okay.  I see that we have5

two more folks teed up to speak, Bob and Luis.  Let me6

just throw out on the table the question of, and you can7

address whatever you want, but we've got this idea of8

what obligation could or should be imposed in terms of9

search?10

MR. AHARONIAN:  Actually --11

MS. GREENE:  If you did -- one second.  If you12

did have some sort of search requirement, what would be13

limiting principles for that, and how would that be14

converted into practice?  Because I think that the15

translation mechanisms of the aspirational goal of what16

we want to achieve in terms of how do we actually get it17

out of any institution is interesting and I'm curious to18

hear what you all have experienced and what you think it19

should be.20

Is this going to be fast?21

MR. AHARONIAN:  Yeah.  Mine was a question to22

John, does he think we should have an independent outside23

review of their quality?24

MR. LOVE:  Well, I think you ought to ask25
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Mr. Rogan about that, how he feels about it.1

MS. GREENE:  Okay.2

MR. LOVE:  We administer the laws as Congress3

sees fit.4

MS. GREENE:  Bob?5

MR. TAYLOR:  I'll address the question you put6

on the table and save for a later time the point I was7

going to make.8

MS. GREENE:  Okay.9

MR. TAYLOR:  It seems to me that the biggest10

difficulty with imposing a search requirement on anyone11

who comes to the Patent Office, there are two aspects of12

it and they're both problematic.  One, the vast bulk of13

patents that get issued really never have any economic14

significance.  And so if you add to the cost of getting a15

patent several dozen hours or numbers of hours of16

engineer time, you really just impose a burden which17

really is just an additional cost of getting a patent on18

a company.  That's the first point.19

MS. GREENE:  Okay.20

MR. TAYLOR:  The second point, and I think it's21

perhaps the most difficult one, is the task of policing. 22

How do you know whether someone has lived up to their23

responsibilities?  Right now the state of the law is that24

if an inventor or the lawyer who represents the inventor25
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in the Patent Office can be shown to have known about a1

piece of prior art and if, with an intent to deceive the2

Patent Office, they failed to call that to the attention3

of the Patent Office, then that's regarded as a violation4

of Rule 56, inequitable conduct, and the patent is5

unenforceable.6

There's a specific intent requirement.  And we7

get into the things that keep trial lawyers in business8

-- which is trying to determine from the fact of9

nondisclosure whether the surrounding facts are such from10

which you can infer specific intent.  You rarely get hard11

evidence of specific intent.12

Now, just translate that problem as it now13

exists with proving inequitable conduct into an arena14

where you're now saying to the engineer your job is to go15

search.  You have to go, as Greg put it, to Stanford16

University, and not stop at the McDonald's on the way and17

spend half of your five hours having a coke and a18

hamburger.  I think it's an impossible standard to try to19

articulate and administer as part of the system.20

MS. GREENE:  Okay.  And I'll just throw out and21

we'll take it up in our next session:  What are the22

implications of what you've just said in terms of what23

presumptions should be attaching to the patents?  And as24

a practical matter, what are the implications of these25
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burdens in terms of the cost to search up front or what1

issues or what comes out at the back end?2

Luis?3

MR. MEJIA:  Yes, I'll make my comments very4

quick.  First of all, costs are extremely important to5

universities.  We generally operate our licensing6

operations much like an individual business unit within7

the university.  We have to be able to justify our patent8

expenses by the income we generate from licensing.  So,9

consequently, we have a different perspective on what we10

choose to file patent applications on.11

The difficulty in what we do is that the12

inventions that we deal with are very early stage. 13

Oftentimes they're ten, sometimes twenty years, ahead of14

their time before they're possibly commercializable, so15

costs are very important to us.  Some of the current16

changes in the Patent Office, I think, have led to more17

complicated and costly prosecution.  One thing that I've18

noticed recently is an increase in the number of19

restriction requirements that we're getting.  It's not20

uncommon now to see a restriction requirement with four21

or five different groups, so we're faced with having to22

do the possibility of four or five different patent23

applications to try to get claims allowed.  So anything24

that goes to increasing the burden on universities with25
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regard to the patent prosecution process, I think will1

not be a welcome thing.2

I'll address the issue of searching also3

because, again in an effort to try to keep our costs4

down, we do do searches on many occasions.  Fortunately5

we do have the Stanford University libraries to access,6

but we do it because it's a cost effective means to get7

enforceable and strong patent applications.8

It's a different motivation, of course, than9

what companies have.  Companies are motivated to file10

patent applications for defensive purposes and to build11

their patent portfolio estates to increase the valuation12

of the companies.  This is completely contrary to what13

universities file applications for.14

So I guess my point in summing this up is with15

regard to anything that's going to increase the cost of16

filing patent applications and the prosecution of those,17

I think that would be looked at quite negatively by the18

university environment.19

MS. GREENE:  Okay.  And you've teed us up20

perfectly because you're drawing the distinction about21

the ways in which the universities and businesses may22

anticipate using the patents differently.  We have with23

us our next two speakers, two attorneys who have a lot to24

say about how businesses use patents, and so I'd like to25
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start with Bob Taylor.1

MR. TAYLOR:  I've got a PowerPoint presentation2

in my computer set up.  Let me start off by saying that3

in preparing for this presentation today I thought very4

hard about how one distills remarks on a topic that could5

take ten hours into ten minutes, or perhaps even more6

than ten hours.  So what I've really done is to try to7

hit some high points, and I'm going to move very rapidly8

through them and then hopefully the questions can flesh9

out some of the points.10

And like Les, I have to make the same11

disclaimer that no one should conclude from any of my12

remarks that they're on behalf of either my firm or any13

of my clients.14

Fundamental principles, it seems to me, are an15

important starting point for the work of these agencies16

as they think about some of the many complex issues that17

are on the table as a result of Chairman Muris's18

challenge in his November talk on this subject.  The19

fundamental principle -- and it goes directly to20

something that Les said although I reach a different21

conclusion from it -- the fundamental principle is that22

reward is essential to attract capital and to attract23

people that are willing to undertake risk.  And the24

patent system is for many industries, particularly those25
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with high front-end costs where their products are easily1

copied and attracting free riders, the patent system is2

an absolutely essential requirement for those companies3

to be in business at all.4

I represent a small medical products company,5

and their objective is to make the best surgical products6

that are available to surgeons.  They take 22 percent of7

their revenue stream and plow it back into R&D.  And they8

live and they die by their patent portfolio, it's the9

crown jewels of the company, and there are just literally10

dozens of companies in the California economy and11

nationwide that are in that same circumstance.12

The second point.  Patents and copyrights over13

a long period of time have offered a proven method for14

measuring the reward for an innovation with the value15

that it brings.  The vast majority of patents never get16

asserted, they never have any economic value.  They have17

economic value, remember, only if there is some economic18

advantage of saying to someone you cannot use this19

invention.  It is only a tiny portion of patents for20

which that turns out to be true.21

Third bullet point.  Much of the concern that22

we're hearing expressed about patents today, I think23

derives from a couple of industries, the drug industry24

being one where you see for a given product or a given25
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drug a very high level of profitability.  One of the1

things it's important to harken back to, however, is the2

risk equation.  High profitability for success often3

reflects high failure rates for people that tried and4

didn't succeed.5

One of the wonderful examples from 50 or 606

years ago was the wildcatter looking for oil.  The7

wildcatter drills 9 or 10 wells that are dry before the8

company hits one that produces any real oil, and the oil9

that comes out of the 1 well that's producing has to pay10

for the costs of drilling those 9 dry holes or nothing11

happens, there's no economic incentive to do it.  The12

drug industry is the same way; every blind alley costs13

money, and those do not show up in the profits that are14

measured by looking only at the cost of producing a given15

drug.16

My final point on this fundamental principles17

slide is that the marriage of capital and entrepreneurial18

zeal in the California economy and in the nation's19

economy has been one of our primary engines for growth20

over the last 20 years.  I'm going to talk a little bit21

about the history of the intellectual property system22

over a longer period of time in a second, but I want to23

just focus clearly on how important this marriage of24

capital and people willing to take risks has been.  The25
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primary growth in the American economy has come out of1

this.2

Before we start looking at changes that need to3

be made, I thought it was important to focus the agencies4

on a little bit of historical perspective on where we've5

been.6

Early in the twentieth century, if you look7

back over the history of the patent system, early in the8

twentieth century the enactment of the Sherman Act in9

1890 began to dominate the thinking of courts towards10

what you could do with a patent.  License restrictions11

became unlawful.  As a general principle, any effort by12

the patent owner to capture value outside the patent was13

not only unsuccessful but often held to be illegal.14

There was a case decided in the '30s called15

Carbice v. American Patents Development Corp.  It had to16

do with a company that was in the carbon dioxide17

business, the dry ice business, and in order to create a18

market for their dry ice they came up with a clever19

two-layer box arrangement that you could stick the ice in20

the little space between the two boxes, and they got a21

patent on that.  And when they tried to enforce the22

patent the Supreme Court of the United States said that23

because your patent is on a box and you're trying to use24

it to sell carbon dioxide, that's an extension of the25
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patent monopoly.1

This kind of thinking just took away much of2

the incentive that companies had to be innovative.  This3

company wasn't in the box business.  They were in the dry4

ice business, and they created that box only to help them5

sell some dry ice.  That was evidence of what throughout6

that period of time was an intense hostility by the7

Supreme Court toward all forms of intellectual property.8

Times change.  In the early 1980's, actually in9

the late 1970's we began to get very concerned in this10

country about the successes of foreign competition, the11

Japanese automobile industry, the German automobile12

industry, the Japanese and Korean electronics industries. 13

Many industries were being afflicted by foreign14

competitors coming in, and in the early days of that the15

concern was that their labor costs were low.  The steel16

industry, for example, said, "Well, how can we compete17

with these foreign competitors from Asia whose labor18

costs are much lower than ours?"  By the end of the19

1970's, it was Japan and Korea primarily that were coming20

in with technological superiority, and that turned out to21

be a wake-up call.22

In that same period of time we were seeing the23

rationalization of antitrust to economic principles. 24

Market power became an important criteria before we would25
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find conduct actionable.  Per se rules really were1

narrowed, and the primary principle was the shift from2

protection of competitors as an objective of antitrust to3

consumer welfare.  All of this was accompanied by an4

upheaval in the treatment of intellectual property.  The5

first harbingers you see, at least the first that I've6

been able to find, are the SCM v. Xerox and the Dawson v.7

Rohm & Haas cases.8

In SCM v. Xerox, SCM challenged the Xerox use9

of its patents to maintain what had become a monopoly in10

plain paper electrostatic copiers.  They contended that11

because Xerox had bought the patents from Dr. Carlson and12

the Battelle Institute in the early days, that that13

purchase of the patents with the intention of having a14

monopoly was illegal.  And the Second Circuit could15

easily in an earlier time have agreed with that, but the16

Second Circuit to its credit took a hard look at the17

economics of investing in a risky new technology.  And18

it's commendable reading for you because it lays out very19

clearly the risks that Dr. Carlson had to take.20

He took that technology to every serious21

business products company he could find.  IBM turned it22

down several times, and finally he got the Haloid23

Corporation, a little company in Rochester, New York, to24

make an investment in the technology and commercialize25
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it, and that company changed its name to Xerox.1

And the Dawson v. Rohm & Haas case, the Supreme2

Court --3

MS. GREENE:  What I was hoping that we could do4

is to switch actually to your next slide.  That's just5

because I have an advance copy, and I'm concerned because6

I really would like to have these ideas put on the table7

so that we can all think about them for the next bit and8

then have our break.9

MR. TAYLOR:  The purpose of this slide is to10

recognize a couple of points -- that the reconciliation11

of antitrust and intellectual property is still required12

today despite having created a much more hospitable13

environment for intellectual property in the 1980's that14

exists today.  The two primary points on this slide that15

I know Hillary wants to talk about are the fact that the16

consumer welfare analysis, as a matter of economics, is17

quite different between intellectual property and18

traditional antitrust, and I articulate that in this way.19

If you look at just an ordinary restraint of20

trade as a matter of antitrust law and you ask the21

question:  does this restraint diminish consumer welfare? 22

Does it raise prices or does it diminish output.  You23

examine that restraint of trade on its own and you see24

whether that restraint in fact diminishes consumer25
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welfare.  Everyone agrees, or at least most everyone1

agrees, that intellectual property and antitrust seek the2

same objective in that both seek to enhance consumer3

welfare, but the enhancement in intellectual property4

comes in a different time frame.5

If you just look at whether or not there's an6

enhancement of consumer welfare to let someone enforce a7

patent, close down a competitor as Kodak did with8

Polaroid, you clearly diminish output and allow Polaroid9

to maintain a higher price, so that's not the time frame10

in which you ought to be examining this enhancement of11

consumer welfare.  And that turns out to be a hidden12

problem that is very confusing to the courts that often13

get into this.  I suspect it's one for which you all are14

going to struggle as agencies in trying to find a way of15

figuring out exactly how much diminution of consumer16

welfare you're willing to tolerate as part of the patent17

system.18

And the second point is somewhat related.  When19

a patent owner has a real patent monopoly as a matter of20

economics as did Polaroid in the time frame anyway of21

when Xerox [sic] was trying to get into their business --22

when you've got monopoly profits one of the questions23

that has come up over and over again, going all the way24

back to the General Electric case in 1926, is to what25
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extent ought antitrust policy allow the patent owner to1

share that monopoly profits in order to diminish the2

incentives of other potential competitors that might3

produce competing technologies?  That's the question that4

didn't get addressed in the GE case, has never really5

been carefully addressed by any court that I've ever6

seen, and yet it is an implicit question that underlies7

antitrust analysis in many of these cases.8

All right, I quit.9

MS. GREENE:  Okay.  Do you have the last slide10

up?  It's got a lot of good information.11

MR. TAYLOR:  Oh, yeah, this is an important12

slide.  One of the things that I want the agencies to13

keep well in mind is when we talk about reconciling the14

patent system and the copyright system to principles of15

competition, I want you to keep well in mind that they're16

already defined in an effort to reconcile them.17

John mentioned that the U.S. Constitution makes18

reference to the patent system and it does.  It is both a19

sanction of the patent system, but it's also a limitation20

on the power of Congress to grant exclusive rights.  They21

have to be hooked to something like progress in science22

and the useful arts.  Going back through the Supreme23

Court jurisprudence, particularly that drafted by24

Justices Douglas and Black, you see constant references25
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to the fact that Congress couldn't create this kind of a1

right.  The best explication of the reconciliation of the2

patent system with principles of competition in the early3

days is in Graham v. John Deere, the Supreme Court4

decision by Justice Clark.5

We find competition used today in patent and6

copyright analysis in connection with defining the scope7

of what is protectable in a software copyright, for8

example, the Computer Associates v. Altai case, the fair9

use doctrine, and just recently the Ninth Circuit in Sony10

v. Connectix held that a competitor of the copyright11

owner can reverse engineer the software -- can copy the12

software in order to reverse engineer it and extract out13

the ideas that are not protectable in that.14

You see the same thing in the patent law, you15

see claim construction issues being referenced back to16

what competitors should reasonably be able to rely upon. 17

You see section 112 issues, particularly the definiteness18

issues in section 112, harkening back to what should19

competitors be able to construe from the history and from20

the patent itself.  And clearly you see competitive21

concerns being used to shape the doctrine of equivalents.22

My final point is that the agencies are already23

being heard on these points.  Probably the best brief24

that was submitted to the Supreme Court in the Festo case25
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was the one submitted by the Solicitor General's Office1

in consultation with both the Patent Office and the2

Department of Justice.3

So that's my final slide and I've used up all4

of my time.5

MS. GREENE:  Okay.6

MR. TAYLOR:  And then some.7

MR. WEINSTEIN:  -- in your reference to Kodak. 8

Kodak got about, by my account, 400 patents on9

essentially the same technology.  Polaroid fenced Kodak10

out forever.  There never was competition in instant11

photography.  Polaroid got lazy, didn't see the digital12

revolution coming and went bankrupt.  And this is a good13

example of how piling patent on patent on patent deprives14

the public of ever getting the reward that they're15

supposed to get under the constitutional provision.16

MS. GREENE:  Okay.  And why don't we take a17

break now for ten minutes and then when we get back we're18

going to start off with Professor Teece and then turn to19

Carl Shapiro, and we will address the questions of what20

are the implications of those patent layerings.  Thanks.21

(Whereupon, a brief recess was taken.)22

MS. GREENE:  Do you have your PowerPoint? 23

Okay.  Thank you for joining us again.24

PROFESSOR TEECE:  Perhaps I can begin by trying25
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to open up the concept of the patent thicket.  I think1

we've heard today and on a number of previous occasions2

that there may be antitrust issues when so-called patent3

thickets exist.  The suggestion is that when there's a4

lot of patents they may not only just get in the way of5

competition, but they may in fact get in the way of6

innovation itself.7

It seems to me that these discussions are8

fairly superficial and that the right question to ask is9

not whether or not there's a patent thicket, but whether10

or not the patent thicket, if there is one, is11

undergirded by a technology thicket or not.  Because it's12

one thing to have a patent thicket without technology,13

but it's quite another to have a patent thicket with14

technology.  Needless to say, I'm not troubled by the15

latter but one could be troubled by the former.16

But I'm amazed that when discussions about17

patent thickets take place and people complain about all18

of these patents, there's never much of a discussion19

about whether or not there's any technology; and if there20

isn't any technology then why isn't it easy to work21

around?22

A related concept that I think is necessary to23

understand the patent issue in the antitrust context is24

the difference between patents that are complements25
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versus those that are substitutes.  Many patent thickets1

involve a complex mixture of both.  And, in fact, one2

with a large portfolio will probably never know what's3

really a substitute and what's really a complement, and4

perhaps it's not important to know.  But, as a matter of5

theory, if one is cross-licensing it's almost impossible6

in my mind to find a way where you would ever be troubled7

by complementary patents being licensed in some type of8

cross-licensing arrangement.9

There may be issues that arise if what is being10

cross-licensed is substitutes rather than complements;11

although just figuring out what a substitute is, as I12

said before, may be quite difficult.  But even where13

substitutes are being cross-licensed it could be, for14

instance, that by combining substitutes you in fact15

create a new technology which is better than either.  But16

the general sense here, of course, is that maybe it's17

better for companies not to cross-license their18

substitutes but to pursue them independently because that19

way you'll get more competition in the market.  I mean, I20

think that is a hypothesis that's worth exploring on a21

case-by-case basis, but as a general matter, licensing22

and cross-licensing really ought not raise antitrust23

issues.24

I believe that the question of royalty25
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stacking, which is a related question that frequently1

comes up, is perhaps of the same ilk.  Here we're talking2

about a circumstance, and it relates to the patent3

thicket idea, where there are multiple bits of4

intellectual property that are needed to bring a product5

to market.  And of course if every owner of every bit6

wants a five-percent royalty, you can't make it if7

there's fifty patents.  And indeed, in a fairly simple8

product like a personal computer, I think someone9

mentioned yesterday there are literally hundreds, if not10

thousands, of patents.  So the royalty stacking problem11

arises, in theory at least, if you have a variety of12

parties who are each asking for their piece of the action13

in the way of a royalty, and the stacking of one royalty14

claim on top of another overburdens the technology and15

the technology fails.  That's the concern.16

Question:  Is this an antitrust problem?  Well,17

I think it's important to ask what is the generic problem18

underlying this and is it unique to intellectual19

property, and I think the answer is no.  You see exactly20

the same problem in many other contexts.  For instance,21

if I'm a real estate developer and I want to develop a22

block of city property, the guy with the holdout lot may23

screw up my opportunity to develop the entire block, but24

in such circumstances one typically doesn't go to the25
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Federal Trade Commission nor the Department of Justice1

and seek relief.2

Is it different with respect to intellectual3

property?  If someone's holding out on a patent that's4

important for development, should the agencies and should5

the antitrust laws be involved?  I think it's a bit more6

complicated than the urban development example I gave7

you, but the principles are similar.  If there are8

alternative technologies, then clearly there is no issue.9

And, in general, these things tend to get10

worked through so long as you've got rational actors who11

are aware of the fact that there are other parties12

claiming value from their intellectual property.  So the13

concerns only really arise if you have negotiation that14

is for some reason socially inefficient, but if people15

are rational and are aware of the other bits of16

intellectual property around, these problems should get17

solved.  So there may be transactions cost issues here,18

but it's hard for me to see that there is a competition19

policy problem.20

Let me use that as a basis to circle back to21

this whole question of patent breadth.  We've heard, I22

think for the last three days about the saga of the23

patent that's supposedly too broad, and the Patent Office24

takes it on the chin for supposedly granting patents that25
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are too broad.  I think we must recognize that there may1

be patents that are too narrow as well, but the people2

that don't get granted patents that are broad enough3

don't come forward and complain.  So the political4

economy of this process is one where people that have to5

pay to people that have patents that are too broad6

typically show up, and those that get patents that are7

too narrow you typically don't hear from.8

But clearly the sweet spot here is to align the9

scope of the patent with the scope of the invention.  And10

what of course we all seek and I trust what the Patent11

Office tries to do is to conceptually end up there on the12

45-degree line, but if you listen to some people, they13

don't want patents to be issued on that 45-degree line as14

clearly as someplace lower than that.15

Well, how should the Patent Office deal with16

this or how should the antitrust authorities deal with17

it?  Well, it seems to me that if there's an antitrust18

issue here at all, and I'm not sure there is, it's purely19

a policy one, it's certainly not an enforcement one.20

We don't want the antitrust authorities running21

around playing cleanup behind the Patent Office.  If22

there is an issue, and I'm not sure there is, it seems to23

me that discussions need to take place between the24

enforcement agencies and the Patent Office to clear it25
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up.  But I think if the Federal Trade Commission or the1

Department of Justice jumps in directly, it simply2

creates additional uncertainty and, in fact, perhaps3

leads to a reduction in economic efficiency rather than4

an improvement.5

The other point that I think needs to be made,6

and I think Mr. Love did an excellent job of this, is7

that there are mechanisms for combating the overly broad8

patent.  When people speak about patents being overly9

broad they often leave you with the impression there's10

nothing you can do about it, but Mr. Love explained in11

some detail so I won't bother to go through it that at12

least since 1999 patent applications are thrown open to13

the public.  You can come in and protest and try and get14

things changed.  And of course, as was explained as well,15

these matters do get dealt with in litigation, although16

the question there, of course, is at what cost?17

So let me just briefly talk about some of the18

litigation issues here, and I would draw your attention19

to the paper by my colleague Mark Lemley because I think20

he really puts in context the reality that we're looking21

at.22

You know, there's over 200,000-odd patents that23

are issued each year, but in the end there's only about24

100 trials each year over patents.  There's, I think25
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something like 16,000 patent suits, but 100 of these end1

up in court.2

Where do you focus your attention?  You know,3

should the Patent Office be spending lots of resources on4

a whole bunch of patents that are never going to see the5

light of day?  Or should the resources be focused where6

the rubber meets the road on those few patents which in7

fact are economically important and that are the ones8

that get litigated around?  So I think my comments here9

are perfectly consistent with what Bob Taylor was saying,10

and that is that these issues do get sorted out in court,11

the question is at what cost?12

And that brings me to my final comment.  You13

know, patent thickets have gotten a bad name, so has14

so-called defensive patenting.  But once again, people15

don't really tell you what they mean by defensive16

patenting.  I think by defensive patenting people are17

referring in the main to a circumstance where someone18

gets a patent merely for the purpose of essentially19

trading or exchanging or cross-licensing with somebody20

else.  And clearly if that's the case, then you'd be21

better off if everyone could agree not to engage in such22

behavior.  How one would effectuate such an arrangement23

of course without violating the antitrust laws is a24

completely different issue.25
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But it seems to me that a defensive patent once1

again is something that's in the eye of the beholder.  If2

a patent has to be used, then there's got to be some3

technology that's underlying it, so a defensive patent4

must have something underlying it, otherwise it's not5

something that would ever get in the way.6

So my point here is that, as with the concept7

of the patent thicket, the whole concept of defensive8

patenting has to be blown open as well to see whether or9

not there is anything that's deeply troubling with10

respect to the behavior that I just described.  I think11

at the end of the day what one will discover is that, yes12

indeed, there are some inefficiencies in the market for13

know-how, that it takes a while for industries and for14

the players in an industry to figure out cross-licensing15

and other arrangements that will move the technology16

forward.17

But as Hal Varian described in the first day of18

these hearings, with the sewing machine industry in the19

early days there were patent disputes, in the automobile20

industry there were patent disputes in the early days,21

with respect to radio there were patent disputes, but22

some way or another, and there's a different story in23

each case, these things got sorted out.24

And that one should indeed be concerned that25
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technology could be delayed, but the reality is that if1

there is reasonable clarity around intellectual property2

rights, people will negotiate through to solutions. 3

That's not to say that some litigation won't be involved4

along the way, but all of this is to say that there may5

be some policy issues here, and undoubtedly there are6

some, that the Patent Office and the competitive7

authorities can work on together, but in terms of finding8

enforcement opportunities whereby the antitrust agencies9

need to go out and use the antitrust laws to fix patent10

problems, I think that's going to be a very, very rare11

circumstance.12

MS. GREENE:  Professor Shapiro.13

PROFESSOR SHAPIRO:  Thank you.  Well, I come to14

the discussion as somebody who's spent a lot of time15

doing research and getting involved in some cases16

involving antitrust, many of which have important17

intellectual property rights associated with them.  I18

would commend or encourage you to look at my website and19

a paper I've written about patent thickets and also on20

patent settlements.21

And I'm a believer, I think, which reflects22

what Professor Teece just said, that some division of23

labor between the antitrust enforcement agencies and the24

PTO.  Typically, at least, the standard, or certainly my25
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approach, to antitrust is to take as given the1

intellectual property rights and then for the antitrust2

analysis to then evaluate what companies are attempting3

to do in terms of its competition in the presence of4

those rights.5

But having said that, I think that the FTC and6

the DOJ cannot just be neutral, as it were, with respect7

to changing conditions in the patent world.  I mean, FTC8

and DOJ have always had to kind of roll with the punches,9

if you will, in terms of changing business conditions,10

whether it's additional international competition or the11

need to consolidate because of economies of scale.12

I would say the changing business conditions13

now that are on the table and we're talking about involve14

significant changes in the way patents are issued and15

treated and used, and this is not neutral with respect to16

competition by any means.  So in my limited time I'd like17

to focus on three changes in the nature and use of18

patents that I think are well documented and in fact have19

only been confirmed by the last couple days of these20

hearings, and I want to talk about their implications for21

antitrust enforcement.22

The first change let's just call the patent23

thicket which we've now heard of:  the increasing24

propensity of the patent, the increasing number of25
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patents, the defensive patenting particularly in selected1

industries such as we've heard and indeed some of the2

industries that have been represented at these hearings. 3

So patent thicket is one.4

The second is the fact that in more and more5

antitrust cases the agencies, in order to evaluate the6

competitive effects of what is before them, whether it's7

a merger or a license, need to or feel they need to8

assess the quality or strength of the patents that are9

involved in the case, and that can be a headache for the10

agencies and I want to talk about how they can operate in11

that situation.  So let's call the second one the12

importance of patent strength in evaluating antitrust13

specific matters.14

And then a third area would be the increasing15

number of weak patents that have been issued.  And16

actually the fact that you can have a patent thicket does17

not mean there are a lot of weak patents.  I think this18

is what David Teece said, there may be a patent thicket19

because there are a lot of good technology, so let's20

break out the third point.  If we believe there are a lot21

of weak patents, that raises a whole set of separate22

questions.23

And when I say patent strength or weakness, I24

would tend to define that as, if you have a patent, the25
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probability that if it gets litigated it will actually be1

proved to be valid and infringed, that would be its2

strength.  So it's not a technical measure, it's3

something of how strong it is in the context in which the4

patent is being applied or considered or asserted.5

And certainly we've heard that there's a lot of6

concern about there being weak patents.  Again, this is7

nothing new historically whether we get into the sewing8

machine or the radio or the airplane, but it seems to me9

it's not a matter of indifference to the antitrust10

agencies if there are many weak patents being issued.11

I would certainly be in the group that would12

encourage the FTC and DOJ to be part of a process working13

with the PTO to improve the quality of patents, and we've14

had that conversation today.  I think we have to take it15

as given that there are probably a lot of low quality16

patents out there.  Even if the PTO has improved its act,17

which it sounds like they're at least indicating they18

believe they have, there's a whole body of lower quality19

patents that still are out there that would be enforced20

for some time.21

Okay.  So the three areas.  First the patent22

thicket.  I would pose the question as, how should23

antitrust enforcement policy account for the presence of24

large numbers of patents, including potentially blocking25
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patents, in certain industries?1

I think primarily this becomes a business2

issue.  Companies in these industries such as3

semiconductors, are well aware of this problem and they4

have a variety of business reactions to it, primarily5

cross-licensing, patent pools, various licensing6

practices.  I think I do not agree with Professor Teece7

that these things necessarily work themselves out in an8

attractive manner.  Royalty stacking.  Seems to me9

the example of the urban real estate tells us that,10

first, that's a real problem when you have holdout people11

who can prevent major development, but it's mitigated by12

the fact that if somebody holds out on one block you can13

probably go to another block and build your skyscraper. 14

That's not going to be true if we have truly blocking15

patents, particularly in the context of industry16

standards.17

So businesses are trying to work this out all18

the time.  It's not a costless thing to do.  I think by19

and large the agencies have done well to recognize the20

benefits of cross-licenses and patent pools, and they21

should affirm those benefits going forward.  For example,22

the DOJ's treatment and business review letters in the23

MPEG and DVD patent pools I think were exemplary in that24

respect.25
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I would, in contrast, take issue with the FTC's1

analysis in the Intel case where they did not count as a2

competitive benefit the lower cost that Intel achieved3

through its so-called IP-for-IP strategy, where Intel4

hoped by trading IP they could have lower costs than5

having to basically pay royalties on their core products. 6

However, I think these days we're in pretty good shape in7

the U.S. and I doubt the current FTC would bring the8

Intel case.  But I might flag that the European9

Commission is not necessarily quite in the same camp, and10

I'm somewhat concerned actually about their taking a more11

rigid view of various restrictions such as field abuse12

and geographic restrictions associated with patents.  But13

I think the patent thicket is primarily a problem for the14

quality of patents, and the agencies are doing a pretty15

good job understanding what businesses have to do in the16

context of the thicket.17

Secondly, how can the DOJ and FTC enforce the18

antitrust laws without also coming to highly technical19

judgments about the strength of various patents that are20

central to more and more antitrust matters?21

Here I would say let me give an example.  So22

when Gemstar and TV Guide sought to merge about a year23

and a half ago, Gemstar was suing TV Guide in the area of24

interactive program guides, but in the face of that25
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lawsuit TV Guide was competing.  After the two agreed to1

merge, Gemstar basically went in and said to the DOJ,2

"Look we have these patents.  To the extent TV Guide's3

competing, it is illegitimate competition because they're4

simply infringing our patents.  And, therefore, a merger5

that eliminates illegitimate competition should be fine.6

You shouldn't be in the business of preserving such7

infringement activity, so let us merge and get on with8

it."  Now, of course the agency, particularly since there9

was a whole slug of Gemstar patents, they didn't want to10

have to evaluate the quality of each of these and the11

probability they would win and so forth.12

I would suggest an approach where much as the13

agency would take in a case where there was a merger and14

the acquired firm came in and said, "We're about to leave15

the market, we're about to exit because, you know, our16

products, we can't keep up."  The agency would look and17

say, "Well, by all indications out there on the market, 18

you're competing effectively.  We have no reason to think19

that that will change overnight, and so we're inclined to20

look at what you do rather than what you say in terms of21

predicting future competitive effects and we're not going22

to simply take as given that you now say you're about to23

exit when your documents don't support that, when your24

business behavior prior to the merger does not support25
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that."1

So, on that view, one should look at the2

ongoing competition in the face of the patent suit that3

had been filed there by Gemstar against TV Guide, and I4

would not view that competition as somehow illegitimate. 5

We don't know how the patent suit will end up, and the6

effects of the merger can be evaluated to a considerable7

degree without assessing patent strength.8

The very same issues come up with some of the9

FTC generic drug cases where incumbents pay money to have10

challenging generic players either not enter, as in the11

Cipro case, or delay entry.  Then one does not12

necessarily need to assess the strength of those13

underlying patents in order to evaluate the competitive14

effects of these arrangements.  Now in other cases,15

cross-licenses and some pools, I think it is inevitable16

to evaluate patent strength.17

So what I'm saying is with some good economic18

analysis the agencies can minimize the extent to which19

they have to be judging the strength of patents in order20

to do their job enforcing the antitrust laws; but they21

can't entirely avoid that and that's just the way it22

goes.23

The third area, the presence of low quality24

patents, I must say I'm even more concerned about this25
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problem.  I was quite concerned about it before, and1

being here the last couple days has just elevated that2

concern.  One might ask how should antitrust enforcement3

policy be affected if many low quality patents are4

thought to have been issued?5

Okay, now while I go back to my starting point,6

which is I don't think the antitrust agencies should be7

in the business of saying this patent should never have8

been issued, because that's the PTO's job.  At the same9

time, if there are low quality patents, that is low10

strength in the sense I've defined the term, then one11

should be more suspicious of agreements that eliminate12

competition based on those patents, because competition13

is more likely to flourish if the patents are actually14

litigated because they would probably fail just by15

definition if it's a weak patent.16

So in other words, just simply comparing a17

business arrangement, whether it's a merger or a license,18

we would say without this arrangement the parties might19

litigate.  But say they would litigate and the patent20

would probably fail, that might open up a lot of21

competition.  And compared with that the proposed22

business arrangement looks to afford less competition and23

less benefits to consumers.  That's a legitimate24

comparison and is more likely to go against permitting25
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such arrangements if the patent is seen to be weak.1

Now, in this respect again a number of lawyers2

I talked to say, "Well, the patent is presumed to be3

valid and it's a right to exclude and the patent holder4

should be given a lot of deference here to enter into5

arrangements even if they eliminate competitors, because6

after all that's what the patent is supposed to be for."7

And my answer to that, and maybe this will be a8

pithy end to my short remarks here, would be, well, you9

keep hearing I guess the standard thing for IP lawyers is10

the patent is a right to exclude.  Well, I'm going to be11

maybe controversial and say I disagree with that.  I12

think the patent is not a right to exclude; the patent is13

a right to try to exclude.14

If I have a patent, unless I can get a15

preliminary injunction, I can't get you to stop16

infringing what I claim is infringing.  I can go to court17

and try.  Now if the patent is very weak I may fail.18

So all patents should not be treated as though19

they were an absolute exclusionary right.  Some are20

stronger or weaker than others.  And the presumption of21

validity should not mean that the patent is treated as an22

absolute right to exclude, and of course there's no23

presumption of infringement to begin with anyhow.24

So I would encourage us all to think about the25
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patent not as some absolute right to exclude, but more of1

a probabilistic right.  It may be a right to exclude or2

it may not be, and of course that will depend on how3

strong it is.  Thank you.4

MS. GREENE:  Thank you very much.  And just as5

a little point here -- many of the earlier schedules that6

came out said we're ending at 4:30, but we'll be7

continuing till 5:00 o'clock.  Obviously, that's barely8

enough time to fit in everybody's comments, but we'll at9

least give it a try.  And next I think we'll hear from10

Commissioner Leary.11

COMMISSIONER LEARY:  Thanks very much.  I12

appreciate the opportunity to make a couple of highly13

individual comments here.14

I've been interested in this interface between15

patent and antitrust law for as long as I've been on the16

Commission because I see them as essentially the flip17

side of the same issue, and the issue is how we weigh18

present effects versus future effects.19

Bob, with respect, I disagree with your comment20

about the differing time lines between competition law21

and patent law.  The incipiency component of antitrust is22

forward looking, just like the patent laws are, and the23

only difference is that they're sort of upside-down.  In24

the antitrust laws when you're looking at whether or not25
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there is some kind of an incipient antitrust violation,1

you're looking at some present conduct that may be benign2

or even pro-consumer in a static sense, that may have3

long-term anti-competitive effects.  And to be simplistic4

about it and without expressing any views on the merits,5

that's kind of what the Microsoft case is all about.6

The patent law is upside-down.  In the patent7

regime what you're doing is you're saying we are willing8

to tolerate certain present anti-competitive,9

anti-consumer effects in the expectation that in the long10

run it will lead to pro-consumer benefits, innovation and11

so on, not only with these particular products but across12

the entire economy.13

So in a sense they are both incipiency regimes14

and they both involve a certain degree of wishful15

thinking, or in the other case pessimistic thinking, and16

I think the problem I have is that we don't really know a17

great deal about how to weigh those trade-offs.  Anybody18

would say you have to discount future effects very19

heavily when you're weighing them against present effects20

because of the time value of money and the increased21

uncertainty as you go out ahead, but beyond saying that,22

I'm not sure I know how to do it, at least for my piece23

of this puzzle.24

And it seems to me that what we're talking25
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about here, a couple years ago you may remember a1

responsible economist would say that the high-technology2

sector is different, we shouldn't have any competition3

rules in the high-tech sector, it's so fast moving and so4

on and so forth, the antitrust laws have no application. 5

You don't hear that too much anymore.  I don't know6

whether that's psychological as a result of the crash of7

the .coms or what, but we don't have that feeling of this8

magic mystical thing that's going to turn the economy9

upside-down.10

On the other hand, I don't think that anybody11

in the enforcement community and I don't think that any12

of the critics of the current patent system sitting13

around this table would say that there's no role for the14

protection of intellectual property, so I don't think15

that's the issue.  I don't think we need to frame it that16

way.  Those are just straw horses on both sides.17

The issue is what are the appropriate18

trade-offs and what can we do to improve the trade-offs19

given the best knowledge we have, recognizing that we can20

never ever perfect it.  To me that's what the value of21

these hearings are, as an exchange of information and an22

effort to accumulate some kind of body of knowledge. 23

I've certainly learned a great deal.  The key issue for24

me sitting here is the issue that some of the other25
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people have addressed and that is:  what can we do about1

it?2

I mean, we in the Federal Trade Commission do3

not run the world.  We don't establish patent policy and4

we don't establish energy policy and we don't establish a5

great many other policies in our economy, but we are6

asked to comment from time to time.  We're asked to7

comment in judicial actions.  We file amicus briefs. 8

We're asked to comment about various legislative9

proposals.  And my sense is that thing that was called10

competition advocacy about 15 years ago, I think you're11

going to see more of it.  I think you're going to see12

more proactive commentary by the Federal Trade Commission13

-- and I would assume, maybe, by the Department of14

Justice as well, I can't speak for them -- in those areas15

bringing whatever expertise we have to bear on issues of16

public concern.17

Just as I don't feel embarrassed to submit a18

comment in another forum, I would hope that speakers as19

we go forward in these hearings will not feel remotely20

embarrassed to tell us specifically what they think we21

can do within our limited jurisdiction to assist this22

process.  Thanks.23

MS. GREENE:  Comments on the Commissioner's24

comments?  Yes, Bob.25
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MR. TAYLOR:  Let me see if I can expand a1

little bit, Tom, on the point about the time line.2

MS. GREENE:  Which I gave you generously all3

of, what, 20 seconds to explain?4

MR. TAYLOR:  No, 45 seconds.  And it's helpful5

to go back to some basics and just ask the question, what6

is a patent and why do we give it?7

If you accept the idea that the inventor brings8

to our society something that didn't exist before and9

that there's nothing improper or anti-competitive or10

anything else about saying to that inventor, "If you'll11

tell us what you did and record it here so that others12

can do it, we'll give you a limited monopoly -- we'll13

give you a limited exclusive right," I won't use the term14

"monopoly."  So if the only question that the court or an15

agency is having to deal with is, is there anything16

improper or anti-competitive about letting that inventor17

enforce its rights in that particular technology? 18

Because it's new and because that's the bargain that you19

struck as a government with the inventor.  I don't think20

there's even a competition law issue involved in it.21

COMMISSIONER LEARY:  I agree.22

MR. TAYLOR:  The competition law issues come up23

when you start examining the real world behavior of24

companies that own the patents.  They don't just25
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normally, some do but many do not, they don't just sit1

back and own the patent.  They enter into all sorts of2

complex relationships, and it's those complex3

relationships with other companies that are potential4

competitors that raise the issues that bring antitrust5

concerns into play.6

Now, I don't disagree with you that antitrust7

often focuses on a longer time line than just a snapshot8

look at an industry.  But the point I was trying to get9

across is, if you think about any given patent, and it's10

much simpler to do this if you think of a one-patent11

industry or a one-patent company -- think about any given12

patent and strip yourself of social policy and just look13

at economics -- that patent was given to a company for14

technology that's already invented.15

You don't have to give the patent to get the16

technology that's already been invented except to the17

extent it may require some disclosures.  So what you're18

doing, as a matter of policy, is you're granting a patent19

on technology pursuant to a long-term contract in hopes20

of encouraging the next investor to come along and21

develop technology and to disclose it.  But if you just22

look at the specific patent that's on the table, that23

patent represents the ability of someone to diminish24

output and raise price, and in that sense it doesn't fit25
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the kind of equation that a normal antitrust analysis1

would fit.  That's the reason that I say the time lines2

are different.  I do understand the point, though, about3

antitrust taking a longer horizon, particularly in the4

last 15 or 20 years.5

COMMISSIONER LEARY:  I don't have any problem6

with what you say.  It's just that it seems to me, just7

as in the late '70's and in the '80's, we in the8

antitrust community came to the conclusion that we were9

emphasizing long-term downside effects excessively and10

condemning a lot of arrangements that were benign in the11

short term out of an excessive fear of long-term effects,12

in both of these regimes, we always need to be open to13

the possibility that there is a present imbalance, that's14

all I'm saying.15

MR. TAYLOR:  And I don't disagree with this. 16

The reason I raise the point is, in our interest to17

reconcile patents and antitrust, let's not get too18

short-term in our effect and forget that the purpose of19

the patent system, if you back off and look at the last20

20 years -- and it's the reason I went through a21

historical perspective -- and ask yourself what has22

happened in the American economy, it is a vastly23

different more vibrant economy today than it was in 1980. 24

Those American companies that were being pushed out of25
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world markets are now being challenged because they're1

too dominant in world markets.  We are a much stronger2

country, and if you think that there's any connection3

between that and the reinvigoration of the patent system,4

you really do have to take a macro look at this.5

COMMISSIONER LEARY:  Yeah, and that's a very6

fair comment.  We did that in the antitrust world as7

well, because we looked at what was happening to American8

industry in the '70s and came to the conclusion that our9

present antitrust policies may well have been unrealistic10

in light of what was going on around the world, so that's11

a fair comment.12

MS. GREENE:  Rick.13

MR. NYDEGGER:  I was asked to come and to14

comment about the kinds of things that clients that we've15

worked with over the years take into consideration as16

they attempt to develop patent portfolios.  That's an17

interesting question in the context of the hearing on18

antitrust policy as it relates to the interface with19

intellectual property laws.20

From my experience, smaller clients tend to21

look at patents from the standpoint of added value to22

their business and entry into a marketplace.  They're23

interested in acquiring patents to protect their24

innovative technologies and ideas and hopefully put them25
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on a somewhat level playing field with larger1

competitors.2

On the other end of the scale you have larger3

clients.  We also have some interaction with clients that4

are fairly significant players in their respective5

industries, and interestingly enough, I see those clients6

also using patents in what I think is a pro-competitive7

way, not an anti-competitive way.  Although I will be8

quick to tell you that if I'd ever sat in a discussion9

with a client that talked about using patents in an10

anti-competitive way I certainly wouldn't admit to it in11

this forum.  Larger clients, from our experience, tend to12

use patents in many respects, I think, to protect, as do13

smaller clients, their innovative technologies, but also14

I think to protect themselves with respect to a concept15

called freedom of design access, continued access to16

technology.  That's an important concept to many of them,17

particularly the larger ones.18

Turning to the question of antitrust policy and19

how that plays into these kinds of considerations, which20

I think admittedly is a much more difficult topic in some21

ways.  It seems to me that historically antitrust law has22

played the role of implementing enforcement policy in23

those circumstances where patents have been abused.24

Unlawful tying arrangements, for example, which25
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have attempted to improperly extend the scope of the1

subject matter of the patent to unpatented subject2

matter, or unlawfully extending the term of the patent3

beyond the lawful term of the patent, those kinds of4

arrangements.  And I would make the additional point that5

typically antitrust enforcement policy has been concerned6

with the large firms, not the small players who are7

seeking entrance.8

So I suppose that if there is a question, if we9

take for just a moment as a given the assumption -- and I10

don't want to by any means by this comment suggest that I11

agree with it; in many respects I do not -- but if we12

take as an assumption that there are large numbers of13

patents that are being granted that are overly broad in14

their scope, not high enough quality, I think the real15

question that that seems to pose then is, does that give16

rise in some fashion or another to large firms to17

increase or strengthen their monopolistic positions,18

assuming that they have them?  I think that's a tough19

question to address, particularly given the fact that20

much of what goes on today goes on in a context that's21

much different from when the antitrust laws first22

developed this enforcement policy.23

I thought that Professor Greenstein from24

Northwestern University submitted a paper that was25
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extremely interesting on this point and I want to just1

make reference to a couple of points that he made by way2

of closing that will kind of emphasize the comments that3

I've made here.4

He made the point, first of all, and I'll5

quote:6

"Public policy should7

distinguish between environments8

where intellectual property is9

effective and where it is not.  When10

it is not, policy should be concerned11

when a dominant firm uses12

noninnovative tactics to move the13

focus of competitive behavior away14

from innovative activity."15

As a corollary to that he made the comment16

that:17

"Recent rethinking reframes the18

analysis of the central question19

about large firms.  It presumes we20

live in a world of widely distributed21

technical knowledge where many small22

firms have access to some if not all23

of the technical assets necessary for24

inventive activity.  And, in25
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addition, commercializing those1

inventions involves use of real2

assets from both disinterested3

parties such as venture capitalists4

and deeply interested parties such as5

incumbent firms."6

And then he concludes with these two points in7

relation to this idea:8

"This approach directs attention9

toward two questions.  First, if the10

two parties cooperate, do incumbents11

have assets that significantly raise12

the value of the invention in its13

commercial form?"14

Then he says as it turns out:15

"Policy issues arise in markets where16

incumbent's assets survive, which is17

to say most innovative markets."18

And then his second point is this:  "Especially19

crucial," and I'm quoting again:20

"Especially crucial, if the two21

parties compete, can entrants22

effectively exclude the incumbent23

from imitating their invention?  Most24

markets lie between two extremes,25
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those where entrants can exclude by1

the incumbent and those where they2

cannot.  To be sure, the3

effectiveness of intellectual4

property such as patent law plays a5

key role in determining which6

situation arises, and when inventors7

can exclude imitation, then markets8

for tradeable technologies arise. 9

The larger point is that inventors10

tend to act as the source of ideas11

but they do not tend to overturn12

commercial leadership."13

A lot of what's gone on, it seems to me, in the14

hearings is anecdotal in nature, but there are very large15

and real questions out there.  I think one of the key16

questions, as I said at the beginning of my comments, is17

whether if one assumes that there are problems with the18

scope of patents being granted, does that necessarily19

suggest an enforcement policy or something else?  I20

thought Professor Teece's point on that was a good point,21

it was well taken.  Perhaps there's a role in terms of22

encouraging reformation.  I think the Patent Office is23

painfully aware of that.24

They've undertaken that role last year.  Just25



531

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

last year at about this time, they implemented an1

initiative with respect to their business methods patent2

examination group.  We heard John Love talk about that3

today.4

I think related to that question is whether5

patents in that category are really any different from6

patents across the board that the Patent Office deals7

with and grants.  We've heard a lot about business method8

patents.9

Back in the '70s when I was first starting to10

practice, there was an interesting patent tacked up on11

the wall of one of my clients that was a medical device12

company having to do with a method for swallowing a pill. 13

This is a problem that's been around for a long time,14

over a hundred years in fact.  If you look at the15

telephone and the telegraph cases, the very same issues16

were presented in those cases over a hundred years ago in17

terms of whether the scope of those patents was18

commensurate with what was being added to the state of19

the technology in terms of what was new and different and20

patentable.21

So, I guess in short, again coming back to22

Professor Greenstein, I'd simply close with once again,23

maybe, a quote from his comments because I think it24

dramatically underscores the situation.  He says this:25
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"Public policy can encourage1

dominant firms to compete by2

innovating.  It can do this by3

discouraging powerful incumbents from4

using non-innovative tactics that5

discourage innovation at other firms. 6

How far does this principle extend? 7

For example, should public policy8

selectively intervene to discourage a9

powerful incumbent from using10

innovative tactics such as patent11

suits and patent blocking?"12

MS. GREENE:  Right, Professor Greenstein13

certainly does raise a lot of very important points in14

his comments, which I will say as a plug are on our15

website, ftc.gov, which is where the proceedings from the16

entire set of hearings over the next several months will17

be put.  There will be transcripts from our hearing today18

as with all the other hearings.  PowerPoints will be put19

up there as well.20

And you've really honed in on an interesting21

point which is sort of delineating these roles, as22

Professor Teece said, that the antitrust agencies have a23

policy role to play.  And, as you said, a reformation24

role as well as this enforcement role.25
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MR. NYDEGGER:  I think that's the real1

question.2

MS. GREENE:  Okay, and I'm curious does anybody3

want to take on either one of those potential roles and4

give us some advice?5

MR. WEINSTEIN:  Let me try and address in an6

effort to be constructive what it's like to be on the7

wrong end of a patent assertion.  If you're a small8

innovative company, really got something good, and you9

get a letter in the mail that says, "If you don't pay us10

big bucks, you're going out of business because we're11

going to sue you."12

First of all, the deck is stacked dramatically13

in favor of the patent owner.  Most people do not realize14

this, but section 102 of the patent law says the Patent15

Office shall issue a patent unless it proves that the16

patent is unworthy.  Imagine a big drug company coming in17

armed with lawyers and Ph.D.s against some college18

graduate two years out of chemistry battling with this19

drug company.  So there is this presumption that the20

Patent Office has the burden of carrying the ball.  Now21

this company gets sued, and what does it find?  There's a22

presumption of validity when you might argue that it23

could be just the other way around.24

In addition to that, the Court of Appeals says25
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a presumption of validity is not strong enough.  We're1

going to make clear and convincing the standard to2

overturn it.  We don't like a preponderance of the3

evidence standard.4

So this little upstart company with a great new5

cure for Parkinson's Disease or whatever you want to6

hypothesize is now faced with five patents with a hundred7

and fifty claims with fantastic financial burdens placed8

upon it if it wants to stay alive.  It has to decide9

whether it can finance its defense or whether it's going10

to fold and merge with that company, sell out its11

portfolio, give up or pay a high priced license fee,12

assuming the plaintiff will license as opposed to just13

say you're gone.  Now this is a very serious real world14

problem, it happens every day.  I've been there, I've15

seen it, and that's the way the system really works when16

it comes to Mr. Big versus Mr. Little.17

Now let's assume the patents are invalid. 18

Let's assume that Mr. Big has just decided to aggregate19

and throw out the standard letter saying somewhere in20

these five patents we got you.  Put yourself in the21

position of this innovator and figure out what's good for22

the consumer, what's good for competition, and how we get23

the balance back to where it needs to be.24

Now, I agree with the Commissioner that there25
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is a strong need for an advocacy role.  I do think1

particularly where there are reckless or knee-jerk2

assertions of these patents there's room for section 5 of3

the Federal Trade Commission Act and there is room for4

other various remedies under the Clayton Act and the5

Sherman Act when things go beyond the pale when the6

patents have been purchased in order to aggregate those7

patents.8

Let me just say if I can just two more points9

and then I'll be quiet.10

No one has addressed either this afternoon or11

this morning that I heard the subject of whether or not12

we're giving patents for R&D or investment versus13

invention.  This goes to the fundamental question of the14

standard of invention.  That is the essential question15

for reform.  It's not an antitrust issue, it's an16

essential question for reform.17

The other thing is, I'm old enough to remember18

when the head of the Senate Judiciary Committee, Philip19

Hart, and the head of the House Judiciary Committee,20

Emanuel Celler, were there worrying about the public21

interest.  Worrying about it, preserving it, holding22

hearings.  I haven't seen their likes in the Senate and23

the House on the patent front since they've been gone.24

I've seen people come in and say, "Well, you25
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know what, you guys in the software industry, if you can1

agree on a bill we'll pass it.  You get together, go out2

in the hall, and we'll pass it.  Or you guys get together3

and pass a new patent law just so you're all in4

agreement, we don't want to get in this fight."5

Well, who was protecting John Q. Public?  And6

that's the role I think that must be played by the7

enforcement agencies or this will not get corrected.8

MR. PLACE:  I might add that the same dynamic9

happens in copyright as well.10

MR. WEINSTEIN:  Yes.11

MS. GREENE:  Okay.  Actually, Professor12

Shapiro.13

PROFESSOR SHAPIRO:  I think some of this14

discussion about the big guys versus the little guys and15

how threatening it is if you're on the wrong side of the16

suit actually should highlight exactly where the FTC and17

the DOJ should not go in taking sides on those sort of18

disputes.  It seems to me that that's always going to be19

the case.  We heard it on biotech earlier, you know,20

there's people saying you've got all these patents,21

particularly when large numbers of patents are asserted22

and they're suspect about the quality.23

As I understand the law here, it seems to me24

just right, so long as somebody's asserting their patent25
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in good faith and there's no fraud on the Patent Office,1

that is what the patent allows you to do.  And the other2

guy might not like it and it may tend to exclude and shut3

down the target of this assertion, but that should not be4

something that the FTC or DOJ should try to stop any more5

than they should get into mandatory licensing if somebody6

doesn't want a license.  So I think that's where you want7

to draw the line.8

Now, when we get to a whole range of other9

business practices, if somebody's acquiring patents and10

maybe building up a portfolio that has an exclusionary11

effect, or the terms of a settlement are restrictive12

conditions, are exclusive arrangements -- merger could be13

an instance of this -- that's when you come in and say,14

"No, no, maybe those particular terms are not something15

that is pro-competitive."  But I think you don't want to16

get swept off in the passion of those who are on both17

sides of these disputes, which is inevitable when people18

are asserting these intellectual property rights.19

And of course, you can take that view and still20

play an active role in making sure that the public and21

the little guy is protected in the sense that the patent22

policy is well thought out and the way the PTO is run and23

the procedures to make sure that patent quality is24

improved.  But don't get in the middle of these disputes,25
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they're simply the normal process of people asserting1

patents, which of course can be exclusionary.2

MR. WEINSTEIN:  Carl, would you get in the3

middle if you learned that the letter accusing the party4

of infringing five patents was sent out without an5

investigation and challenge it under section 5 of the FTC6

Act?7

PROFESSOR SHAPIRO:  Again, not being a lawyer I8

think I'll duck this one, but it seems to me so long as9

it's good faith and if it's Bob Taylor's law firm and10

they've checked it out --11

MR. WEINSTEIN:  No, it's bad faith.  I asked12

you to assume no investigation.13

PROFESSOR SHAPIRO:  Well, my understanding is14

if it's bad faith in the sense, for example, you know the15

people don't infringe, and it has a true exclusionary16

effect that effects a whole market and not just, you17

know, one competitor, then that's a real antitrust issue,18

sure.19

MS. GREENE:  Okay.  Professor Teece.20

PROFESSOR TEECE:  I'd like to build on what21

Carl is saying and put it back to Mr. Weinstein.  Yes,22

you can come up with these individual anecdotes, but in23

fact one of the interesting things that's come through24

from these hearings is that the guys with the patents are25
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not the big guys frequently, it's the little guys.  In1

fact, Mr. Nydegger just pointed out that in many cases2

small firms, new entrants, use their patents to establish3

that they're qualified players in an industry, and those4

of you that heard Bronwyn Hall yesterday will remember5

that she surveyed the semiconductor industry and found6

that the folks that really especially appreciate patents7

are the new entrants.8

So the sort of traditional, old-fashioned view9

that the incumbent firms have the patents and the poor10

little new entrant's getting hit on the head and this is11

retarding competition, while it undoubtedly occurs from12

time to time, the reality is that doesn't fit anymore13

from what I'm hearing based on the field research that's14

been done around here and from what people are giving in15

the way of general comments.16

So we have to be very, very careful not to17

craft policy based on the individual anecdotes.  I mean,18

I've been in many circumstances where the venture19

capitalist says, well, I'm throwing in an extra million20

dollars for a patent litigation because I expect it. 21

This is not the end of the world.  The odd patent case,22

there's a hundred of them a year, is not the end of the23

world.  You know, every industry when it emerges there24

are difficult problems around patents, but we shouldn't25
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throw the baby out with the bath water.  We should1

certainly always work to try and improve policy, but you2

know, to craft policy based on individual sad cases will3

surely give us bad policy.4

MS. GREENE:  Greg.5

MR. AHARONIAN:  You know, there's another6

agency we haven't really mentioned here today, at least7

in this session, I'm not sure of the others, but that's8

the Securities and Exchange Commission.9

None of these lawsuits and activities before10

the lawsuits happen in a vacuum, especially during the11

Internet bubble era.  Oftentimes we'd see one startup12

after another, as soon as they got their patent issued,13

go straight to the press and announce that they got this14

great patent that's going to let them block out all their15

competitors that was broad as hell.  You would see the16

stock price rise immediately and significantly, and then17

over time as everyone started checking it out and18

realized these guys are bullshitting, the price dropped.19

In fact, I commented on this in my newsletter20

and an economist actually checked it out and he figured21

that you could actually make money by shorting the stock22

of a startup or a big company that announced a bogus23

patent the day after they announced it.24

To me, one of the reasons I'm so insistent on25
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patent quality is not just for players in the industry1

itself, but also bad patents lead to market distortions2

in stock prices and related phenomena, and that is3

directly a charge of the Securities and Exchange4

Commission, to make sure such things don't happen.5

So my question for Professor Teece and maybe6

the Commissioner is maybe we're addressing the wrong7

commission here or maybe we've got to pull in the SEC.8

Bad patents distort the markets, that's bad for9

everyone, and there are competitive problems there as10

well.  Maybe we should bring them in, because they do11

have a direct role as opposed to these kind of vague12

trying to find some antitrust goings on out there, which13

I think is hard.14

PROFESSOR TEECE:  Well, you know, I'm not in15

favor of bad patents, but I would point out that there's16

learning that goes on.  And you just described it as17

basically that people are idiotic and think that somehow18

or other issuing a patent is conveying uncommon value. 19

Anyone that's studied patents will know what Bob Taylor20

said, namely there's only one in a hundred that ever has21

commercial value, so the fact that there are idiot22

investors out there who make dumb decisions and there's23

people who make money on it, I don't see the SEC needs to24

get in and fix that.  We're not going to fix every25
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problem in this society.  If people take a while to1

learn, so be it.  But if we run in and try to regulate2

our way to perfection, we're certainly not going to get3

perfection.4

MS. GREENE:  John.5

MR. LOVE:  I just want to comment.  I've heard6

a lot of concerns raised about what to me is patent7

misuse and I certainly understand that there are problems8

there, but I think that's a different issue than looking9

at the patent system in general.  If there are concerns10

about patent misuse I think the FTC and Department of11

Justice, certainly there's a concern there in some policy12

issues, but I guess I'll reiterate don't throw the baby13

out with the water.  The problem may not be with the14

patent system.  It may be in the use and the practices15

that people make of it, of the patents themselves.16

And one other thing.  The last 20 years there17

have been other industries that have gone through18

similar, I guess, patent awareness and increases in19

patent activity, and I just want people to keep in mind20

that the patent system has served industries very well21

the last 20 years.  You know, our economy has certainly22

flourished and we've been one of the best economies in23

the world and the envy of many companies.  In the24

sporting goods area, those of you that play golf and25
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tennis, I'm sure you're aware of the number of patents1

and the increased development of the technologies of2

those companies, and they seem to be surviving very well. 3

Also, I used to have jurisdiction over the4

medical and health care industries, and I think people5

who are familiar with those industries, 20 years ago they6

were very, very -- I guess, in the patent infancy stage7

about using and filing for patent applications -- but8

over the past 20 years the activity in that area has9

increased drastically, because I know I had to oversee10

the increase.  There used to be about six examiners11

handled all the applications in the surgical area, now12

there are over 150.13

So other technologies have dealt with the14

problem.  They've survived, competition has flourished,15

and software may have some different characteristics, but16

I think let's not overreact about the value of the patent17

system if in fact there are some misuses of the patent18

itself, which seems to be a different issue.19

MS. GREENE:  Okay.  Bob.20

MR. TAYLOR:  I would very much not want to see21

the agencies getting into the business of trying to22

police what somebody thinks might be bad or weak patents. 23

First of all, I think you may even be proceeding from an24

incorrect premise that there are more patents today than25
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there were at other times in history.  The size of the1

American economy is vastly different today than it was 202

years ago or 40 years ago, and if you make an assumption3

that there might be some correlation between the number4

of patent applications and the gross national product,5

then you at least ought to examine that question, which6

I'm not sure anybody has done.7

Furthermore, on that point, the nature of the8

American economy.  We are increasingly finding our growth9

in the economy in new technology, and while new10

technology has been a driving force for this economy for11

200 years, it is today the primary driving engine, and12

that will in and of itself lead to a large number of13

patents.14

The further point, though, is even if you15

accept the idea that there are in the patent system a lot16

of weak patents, and I'm not sure I agree with the way17

Carl looks on a weak patent.  He said he thought that a18

weak patent was one that might not be enforceable.  I19

think the system itself, by and large, takes care of the20

unenforceable or the invalid patents.  I think there21

probably are some patents that make very marginal22

contributions in terms of the advance of human knowledge,23

and if I were thinking about patents that would support24

anti-competitive types of arrangements between companies,25
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it would seem to me that that would at least be a1

relevant inquiry.2

Indeed, I think that if you contrast the old3

General Electric case dealing with tungsten filament4

light bulbs with the U.S. Gypsum case which dealt with a5

machine that depressed the edge of a wall board, of a6

piece of wall board so that when they build a house they7

can put tape in the joint, cover it over with mud and can8

seal the crack, the way the Supreme Court handled the9

price fixing arrangements or the price restrictive10

licensing arrangements in those two cases, you will at11

least find some historical precedent for treating12

differently technology that really adds something of13

great importance to the economy.14

But for the agencies to get in and try to bring15

enforcement actions and try to identify those strikes me16

as an almost impossible task.  There's precedent for it. 17

U.S. v. Glaxo, and there's at least another case brought18

by the Department of Justice back in the '40's and '50's19

where they challenged restrictive licensing based on the20

grounds that the patent was invalid and they went after a21

validity attack on the patent.  I thought we had laid22

those to rest by the time we got to about 1970.23

MS. GREENE:  Right.  Unfortunately, our time is24

starting to come to an end, so just to restate one of our25
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issues and throw it out for everybody to make some1

closing comments, Professor Teece articulated it as -- I2

keep picking on your presentation -- you've got some3

problems, but they do get sorted out, and then the4

question becomes at what cost?5

And one of the things that seems to be6

percolating through our discussion is that the cost of7

addressing certain problems changes if you address them8

early on or later on; and, in fact, the nature of the9

issue or the problem may change over time, depending upon10

what it is.  And I'm obviously speaking about the patent11

process through turning it into actually using the12

patent, then potential litigation, et cetera.13

So with that as just sort of a final word on my14

part, does anybody have some additional comments?15

PROFESSOR TEECE:  Just one last comment, if I16

may.  There probably are a few cases where in theory the17

agencies can improve things, but let me come back to a18

fundamental issue about patents and patent disputes.19

Most patent disputes and the reasons why they20

end up in court are around different perceptions by the21

parties as to validity and infringement and therefore22

value, so there's uncertainty.  If there was a clear23

definition of the property rights these things would24

typically get worked out in the marketplace through25
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negotiation and there wouldn't be litigation.1

Even if the agencies can improve things in2

theory, if you inject another element -- namely, I've got3

a patent, not only do I have to work through the4

probability that it's valid and the probability if it's5

valid that it's infringed, but I've also got to take into6

account what the agencies will do -- unless there's7

absolute clarity with respect to the way the agencies are8

going to act, that's an additional element of uncertainty9

that can create distance between the parties to the10

litigation and reduce the likelihood of settlement.  So11

you end up pushing things out of the marketplace and into12

the courtroom unless whatever you craft is so clear that13

it doesn't add another element of uncertainty.  So that's14

kind of just raising the bar really on terms of how you15

get good public policy here.16

I'm willing to admit that I think that there is17

some policy improvement that can come through the18

agencies working together at a policy level.  But when19

you get into the enforcement action, unless the policy20

guiding the enforcement is crystal clear, you're going to21

take a step backwards rather than forward because you're22

going to create additional uncertainty which will lead to23

more disputes, not less.24

MS. GREENE:  Carl.25
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PROFESSOR SHAPIRO:  I think the agencies have1

of course long realized that there are various licensing2

arrangements and deals between competitors that can act3

against the public interest.  That's equally true of4

various settlements.  So while I agree with various sort5

of hands off sentiments that have been expressed, I would6

leave you with the notion that you should not presume7

that settlements or other arrangements involving patents8

that are reached between competitors are in the public9

interest.  There is just no such inference, and that's10

why it's an entirely legitimate area for the agencies to11

keep an eye on such settlements, particularly between12

direct competitors.13

MS. GREENE:  Right.  Les.14

MR. WEINSTEIN:  Picking up on this point and15

also responding to Professor Teece, it's important to16

recall that for every case that gets to trial, and I have17

no data on this, but it would not surprise me if there18

were 50 or 100 that get settled that if they had gone to19

trial would have had a defendant prevail, but the risk of20

the draconian injunction putting you out of business and21

the treble damages and the uncertainty surrounding22

litigation forces settlements which impose a tax on the23

public as opposed to allowing the invalid patents that24

are pouring out, and I do think they're pouring out, to25
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get adjudicated.1

MS. GREENE:  Now, even though it's five, I want2

to give everybody the opportunity to have a last comment,3

so we're going to just keep going.  Rick.4

MR. NYDEGGER:  Yeah.  I think one thing is5

worth noting here in terms of this whole issue with6

respect to patent quality.  I think that in a sense in7

fairness to the PTO, if there is a question here, an8

issue -- and I again, I don't think we ought to9

necessarily jump to that conclusion too quickly -- a lot10

of the evidence seems to be anecdotal in nature.  But I11

think it's worth noting that the PTO deserves an12

opportunity to probably have access to the resources it13

needs to do its job properly and then to see if that14

results in improved quality at the outset.  It's no15

secret that over the last five years Congress has16

diverted a half-billion dollars of user fees paid to the17

PTO for other purposes that Congress deemed to be more18

important than patent examination.19

What's worse, uncertainty and increasing20

pendency that results from that uncertainty, or trying to21

decrease that pendency, those both can have implications22

in terms of potential anti-competitive effects.  I23

personally think that the uncertainty that comes from24

increasing pendency can perhaps be a larger problem.25
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The PTO has struggled mightily to keep that1

down.  In that same five-year period, for example, the2

pendency has gone from 20.8 months to 24.7 months. 3

They're doing a good job of staying paced but that's4

putting pressure obviously on the PTO in terms of its5

resources.  The number of filings in that same period6

rose by 71 percent.  Their staffing, on the other hand,7

rose something like 34 percent, or half the pace.  How8

many corporations do we know of that could handle those9

kinds of increases in demands on their output or10

production with essentially staying level or at half the11

pace?  That's a tremendous burden for any agency to bear,12

so perhaps if there is an issue that's the starting point13

for solving the issue it is to give them a fair chance to14

fight with both hands instead of one hand tied behind15

their back.16

MS. GREENE:  Greg.17

MR. AHARONIAN:  I'll agree to some extent with18

Robert and David that, as much as possible, keeping up19

government agencies is always a good thing.  I firmly20

believe that a very effective and reasonable, and21

sometimes undue, burden of costs affects that industry22

itself, but working with the PTO can solve a lot of these23

problems.24

At the same time, as John kind of jokingly25
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pointed out, every industry for the last hundred years1

has had this problem, and he said that eventually we2

resolved it and moved on.  At the same time, that means3

for the last hundred years this country has been unable4

to anticipate how to deal with the next thing.  We keep5

on screwing it up every generation.  You'd figure at6

least one time we'd say, "Hey look, ten years from now7

we're going to get another headache.  Why don't we get8

ready for it now."  So in a sense we've been kind of9

screwing this up repeatedly for the last hundred years;10

and I say screw up because, in the engineering sense,11

this is something that can be fixed.12

And as the data I like to toss out all the time13

shows, industry really isn't doing enough, I don't think. 14

In that case, where industry refuses to take these15

problems seriously over a long period of time, good or16

bad, let's bring in someone else.  I mean, they might not17

make it any better or worse, but we've blown our18

opportunity and it's time to shake it up a bit.19

MS. GREENE:  Thank you.  Luis.20

MR. MEJIA:  Yeah, I'll make it very quick21

here.  I just wanted to follow up on Professor Shapiro's22

comment about settlements most likely being between23

competitors.24

The university is rarely a competitor with a25
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company in which we find ourselves in litigation.  Just1

for illustrative purposes, the university has only sued2

three companies in thirty years.  So we do this very3

rarely and most of the time hesitantly when we do do it,4

because that's really not what we're about.5

The point I wanted to make was that in my6

experience with the process, and having only very limited7

experience in this realm, there is oftentimes great8

pressure to settle, and the pressure seems to come from,9

again from my limited experience, from judges that don't10

want to handle patent cases.  And then we have to take a11

look at the possibility of, you know, being overturned12

and all of the down sides of not settling.13

So the point is that I think from the14

university standpoint I think our avenues are somewhat15

limited because we don't find ourselves in direct16

competition with companies in which we can cross-license17

and have a standard type of a settlement.  So I would18

just throw that out as something to think about.  I know19

it's beyond my experience really to go into any great20

detail on that, but I do know that from my limited21

experience that there are some issues there that do tend22

to be problematic.23

MS. GREENE:  Thank you.  John.24

MR. LOVE:  I thought I was through but I have25
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one more comment in response to Greg.1

MS. GREENE:  We'll end on a note of Love --2

what can I say.3

MR. LOVE:  What I meant by saying we've been4

through this before is the cycle of what we call emerging5

technologies where the patent activity due to the nature6

of the technology the grants are very broad in nature,7

and I think that's part of what the system is all about. 8

You have emerging technologies, you have pioneer9

inventions, the inventors are entitled to broad claims. 10

But then the developments come along, patents are issued11

to improvements, and you know, at the end of the cycle12

you have several companies that are competing and seem to13

be doing very well.  And again I'll say there are many14

examples of that over the last 20  years and to me that's15

one of the benefits of the patent system.16

MS. GREENE:  Okay.17

MR. LOVE:  Thanks.18

MS. GREENE:  I lied because I did say everyone19

could have their last comment, so Bob.20

MR. TAYLOR:  I just wanted to say that it's21

been a great privilege to be part of this group, it's a22

very distinguished and thought provoking discussion and23

I've enjoyed it immensely.24

MS. GREENE:  I couldn't end it better myself. 25
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Thank you all so much.1

(Whereupon, at 5:05 p.m., the workshop was2

adjourned.)3
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P R O C E E D I N G S1

-    -    -    -    -2

MR. COHEN:  Good morning everyone, those of you3

who made it here this early.  I want to welcome you to4

what is going to be our final day at these hearings here5

in Berkeley.  This morning in our first session, it is a6

little bit different.  We are going to actually have two7

separate small sessions.  The first one will involve one8

speaker who was not able to make it; we were not able to9

make arrangements on an earlier day, but we found an10

opportunity this morning.  After he makes his11

presentation, we will have a separate small panel with12

presentations and discussions.  13

I am Bill Cohen, Assistant General Counsel for14

Policy Studies at the FTC.  With me here for this first15

mini-session are Michael Barnett from the FTC, and Ray16

Chen from the Patent and Trademark Office.  Our speaker17

in this first session is going to be Larry Udell.  He18

serves as Executive Director of the California Invention19

Center, the Center for New Venture Alliance and20

Intellectual Property International.  He teaches courses21

in New Ventures and Entrepreneurship at leading22

universities throughout the United States and Canada and23

has lectured throughout the United States for the PTO and24

clients, as well as for the World Intellectual Property25
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Organization.  I am pleased to give you Larry Udell. 1

MR. UDELL:  Good morning.  That was very nice,2

thank you.  Can you read it?  Part of this has already3

been said, but there are a few points I would like to4

make and I am here actually for the benefit of American5

inventors everywhere.  If I had a claim to fame -- if I6

had one -- it would be the fact that I have not worked7

for a corporation since March of 1964.  In that period of8

time since then, I have put together 22 corporations9

mainly from inventions, working with inventors, mentoring10

inventors, and developing new businesses from inventions11

that wound up employing people and helping the American12

economy, especially California.  I started teaching in13

the early 80's New Ventures and Entrepreneurship, have14

taught here at Berkeley and elsewhere, and have lectured15

for the Patent Office for the last 20-odd years.  I do a16

lot of consulting work with clients from Fortune 50017

companies to international corporations like Siemens. 18

But the most fun I have is working with small,19

independent, new start-up's.  And I might add that20

Invention and New Product Exhibition which you see here,21

San Francisco, California, was one that took place March22

9th through the 17th of 1957, copyright Lawrence J.23

Udell.  So I just want to let you know I have been around24

a long time and constantly learning, though.  25
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Let me give you a few pointers on the Patent1

and Trademark Office, which was established in 1790.  In2

the first year of its establishment, there were three3

patents issued.  By 1800, ten years later, there was a4

total of 268 patents.  But 1820, 50 years later, there5

were only 1,998 patents issued.  By 1870, it was 117,000. 6

Then, in 1959, it was the first year that passed 50,0007

patents issued.  In 1994, it passed 100,000.  And in8

2001, there was 166,000 patents issued and approximately9

double that amount of patents filed.  If you take this on10

a weekly basis, the Patent Office is issuing almost 3,50011

patents a week.  And right now, we are approaching,12

unless we passed it, 6.5 million -- somewhere close.  13

American inventors, where do they come from? 14

Every segment of society from the garages and basements15

across America from all ages, youngsters to seniors.  In16

1995, California Invention Center had a major exhibit in17

downtown San Francisco at Moscone Center on inventing the18

future.  And the theme for kindergartners and first-19

graders was "What can you invent to make your20

grandparents' life easier?"  It was fabulously21

successful, was on television, hit the wire services22

because the reporters were sitting on the floor with23

these kindergartners talking about what it is they24

created to make their grandparents' life easier.  25
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By virtue of being human, you are an inventor. 1

You have the innate creative abilities to create the2

product of tomorrow.  All cultures, races, origins, all3

with a single dream -- fame and fortune.  In America4

today, other than winning the lottery in your particular5

area, the one single way for an individual in this6

country to become independently wealthy without a major7

investment is to invent the product of tomorrow.  Twenty-8

five thousand new products a year are introduced in this9

country.  QVC, a television network which is broadcast to10

81 million homes, sells $400,000 an hour, 24 hours a day,11

364 days a year, of product.  They are looking for 10,00012

new products right now.  They have got a nationwide13

search that will be starting in April.  They are opening14

a retail store at the Mall of America in Minneapolis, St.15

Paul, and QVC is one example of how an individual16

inventor can create a product and have a ready market17

through their television network.  I do not know how well18

you can see this, but between 1969 and 1981, there were19

actually -- this number, 21,000 to the government, of20

patents issued to corporations in that ten-year period,21

the largest of course was General Electric, AT&T, IBM,22

Westinghouse, Dupont, General Motors, etc. etc.  See all23

these famous Fortune 500 names?  Now let us look at 1982-24

1991 -- General Electric, Hitachi, Toshiba, Cannon, IBM,25
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U.S. Phillips, Siemens, Fuji, Mitsubishi, AT&T, only1

three American corporations.  Now let us look at 1992-2

2001.  IBM, which for five years in a row has received3

more patents than any other corporation in that ten-year4

period has received almost 20,000 patents.  But when you5

look down this recent list, there is only IBM, Motorola,6

and Eastman Kodak, three American corporations out of7

ten.  Does that tell you something?  It should.  8

Let me give you an example of one invention. 9

It is not a simple invention, but it was invented by a10

friend of mine.  His name is Jim Ferguson.  Some of you11

may have heard of him.  Jim Ferguson has over 150 U.S.12

patents and over 500 foreign patents, and is the father13

of Liquid Crystal Display Technology, LCD.  If Jim was14

not on a world cruise, he would have love to have been15

here, but -- very wealthy.  He collects royalties from16

companies all over the world because he has patents all17

over the world.  He found at a very early age and a very18

early stage the value of the American patent system, but19

his one technology, LCD, is used in television, lap tops,20

digital watches, calculators, palm pilots, cell phones,21

etc. etc., portable medical equipment and monitors,22

diagnostic equipment.  The LCD industry in the world23

today employs over half a million people.  One invention,24

one inventor, one example of American creativity that we25
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cannot lose and not ignore because it is the people like1

this and the inventions like this that created some very2

famous names like Hewlett and Packard and many others.  3

Consider the following: without a patent4

system, which our famous forefathers saw the vision and5

did something about it, what is the incentive for6

invention and innovation?  Where would the products of7

tomorrow come from?  Where would the new companies come8

from?  Where would the millions of new jobs come from? 9

Because your Fortune 500 are reducing their numbers of10

employees, yet small business in America has created over11

twenty-five million jobs in the last ten to 12 years. 12

Where would America be today if our founding fathers had13

not seen the vision of the future?  America sets the14

standards for the whole world.  We do.  We have.  And if15

the American patent system was not as important as it is,16

then why would 90,000 patents a year be issued to foreign17

individuals and corporations?  18

Licensing -- licensing today of intellectual19

property is a $140 billion industry annually -- $14020

billion.  That includes everything from Mickey and Minnie21

Mouse to Star Wars to technologies that IBM, for example,22

has created.  When Lou Gerstner came into IBM nine years23

ago, IBM was earning $30 million a year in royalties off24

their technology -- $30 million a year.  That is not bad. 25
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Last year, because of the re-direction and the focus of1

R&D within IBM Corporation, IBM earned in royalties on2

their intellectual property, last year, $1,600,000,000. 3

Why?  Quite simple.  They recognized that they were4

spending a lot of money on R&D and then keeping it in-5

house when the concept came to whoever it was there that6

said, "If we are this good at inventing, why don't we7

invent for the rest of the companies?  Why don't we8

invent for our competitors?"  So last year, IBM earned9

$1,600,000,000.  And it went right to the bottom profit10

line off of their investment in technology and11

inventions.  12

I have here at list of 230 products, well-known13

products that were invented by independent inventors, not14

the research centers at U.C. Berkeley or Stanford or15

elsewhere, not the Battelles or SRI's of the world,16

independent backyard garage inventors -- 230 well-known17

famous products.  I will present you with the list, sir. 18

Now let me tell you what is happening that is19

really exciting.  Next year, 2003 celebrates the 100th20

anniversary of the Wright Brothers.  Starting on January21

1, 2003, with a float in the Rose Parade -- can you see22

the plane on that float made of flowers? -- that will23

launch America's year of creativity and invention.  If24

everything works well on September 11th of this year,25
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there will be an announcement out of the White House1

announcing all of the programs and incentives and2

motivations for kindergartners to seniors to invent the3

future of America during the year 2003.  On December 17,4

2003, at Kitty Hawk, North Carolina, the President of the5

United States and other dignitaries and so forth will be6

there to celebrate the exact 100th year of the flight. 7

There is an exact replica being built of the Wright Flyer8

in Warrenton, Virginia, which the experts, aeronautical9

and otherwise, said never should have flown.  They are10

going to try it again.  On December 17th, they are going11

to fly an exact replica of the Wright Flyer, which of12

course, as you know, hangs in the Smithsonian.  At the13

same time, NASA has the Wright Brothers' shuttle that14

will be flying over Kitty Hawk coordinating all of this. 15

The State of North Carolina has a commission with all16

kinds of celebrations and programs going on all year. 17

The State of Ohio, because the Wright Brothers were from18

Dayton, Ohio, has all kinds of events going on all year. 19

And other people are getting on the bandwagon -- American20

Aeronautical, Astronautics, and so forth.  It is a21

worldwide event and I am happy to say I have the22

privilege of representing the Wright Family on parts of23

the program.  The Wright Family Fund will be contributing24

-- we do not know the exact amount yet -- but somewhere25
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between $10 and $40 million for these programs which will1

emanate from organizations like the Academy of Applied2

Science, the National Science Foundation, and so forth,3

for programs for all ages across all 50 states.  So next4

year in America will be a re-birth of honoring inventors,5

recognizing the value of the patent system, and at the6

same time building towards a new future, a new America,7

with new products, new incentives, and hopefully benefit8

to everyone.  Thank you. 9

MR. COHEN:  Thank you, Larry.  I just have one10

question.  You talked quite eloquently about the11

contributions to the patent system in spurring some of12

these innovations.  Looking forward, do you have any13

suggestions, any ideas as to how things might be14

improved?  If you could change anything to help the15

smaller inventor that you talked about, what would you16

come up with? 17

MR. UDELL:  Well, one thing I would do was to18

get Congress' hands out of the Patent Office budget and19

quit stealing the money that inventors are putting into20

the patents.  Are you aware of this?  The patent system21

is supported by inventors and companies filing patents. 22

Congress, has reached into the pockets of the Patent23

Office.  And I think last year it was $90 million or24

something was taken out of the budget for other purposes. 25
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That is number 1.  Leave the money where it belongs. 1

Number 2, the patent system in America is well respected2

worldwide by virtue of the fact that you have so many3

foreign inventors and corporations filing patents in the4

United States, recognizing that this is a wonderfully5

large market, but at the same time that it does support6

intellectual property and its protection.  And I think by7

and large the patent system today is probably more8

efficient and more effective than at any other time in9

history.  You have got a good Commissioner, Jim Rogan,10

who is a former Congressman from California.  You have11

got a great staff of people.  You have got people that12

are devoted, they are hiring more Examiners, and by and13

large, I am not sure how to improve it any, other than14

the fact of leaving the money where it belongs.  15

MR. BARNETT:  Mr. Udell, throughout the week,16

we have heard from the perspective of many companies17

regarding their particular patent policies or their18

experience.  Could you provide us with some perspective19

of the small inventor's experience and how it differs20

from the corporate experience, either from a cost21

perspective, or from a timing perspective, or a resource22

perspective, and particularly with the idea of other23

particular attributes of the patent system that are24

particularly useful to small inventors?25
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MR. UDELL:  That was a long question.  The best1

way to answer it is that I talk to inventors almost on a2

daily basis and some are the wild-eyed, bushy-haired3

people with shopping bags that you are not sure you want4

to talk to, others are very intelligent, very motivated,5

and very focused.  They recognize that one of the first6

things they need to do if they are going to make any7

money with their invention is to get some protection. 8

And the largest majority file a provisional patent9

application first, which is a simple one-year document10

for $75.00.  Inventors recognize that to earn money from11

their creation, they have got to be able to protect it. 12

So how does it become a physical asset unless you file13

for a patent?  Out of that individual's dream, with the14

right assistance, and staying away from the invention15

scam organizations that bleed a lot of money from16

inventors every year, they begin to learn from either the17

Patent Depository Libraries all across America, from18

Inventor organizations, from colleges and universities,19

that what you need besides yourself and your idea is a20

team of people, a team of qualified people to help turn21

an invention into a product.  It is a cycle that you go22

from concept to product to market.  Now, I grant you,23

less than five percent of all of the patents issued ever24

reach the market.  But by the same token, that number25
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would increase if there was greater knowledge available1

and additional resources for the individual inventor. 2

The small company that is born of an invention -- and I3

am working with six of them right now, six brand new4

start-up's -- are companies where the individual has5

enough experience and perhaps some credentials to develop6

a product that is recognized by others, or experts in7

their field, that has a great potential.  And then you8

begin to look as to how to perfect it and how to finance9

it.  I am happy to say, whether you recognize it or not,10

that in America today, there is more money available for11

new ventures than at any time in history.  The venture12

capital community is not parting with the money as easily13

as it did three and four years ago, but there is venture14

money which is very rarely available to inventors.  There15

is private money to the best estimate of $100 billion16

worth of private investment capital from angel investors17

all across America.  So from that perspective, the18

companies that are being created today that will create19

the employment and better economy tomorrow is happening.20

I do not know if that specifically -- and I think the FTC21

has done a magnificent job of not only educating22

inventors, but also getting the scam organizations that23

have been bleeding inventors for decades out of the24

pockets of the poor inventors in America.  25
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MR. COHEN:  Okay, on that note, we thank you. 1

And we are going to end this mini-session and, in about2

two or three minutes, begin our next panel.  3

Thank you. 4

(Whereupon, a brief recess was taken.)5

MR. COHEN:  Let me welcome you back.  We have6

what I hope will be another outstanding panel before us. 7

As I indicated earlier this morning, I am Bill Cohen from8

the FTC.  Joining me on this panel from the Government9

will be Frances Marshall from the Antitrust Division of10

the Department of Justice and Ray Chen from the Patent11

and Trademark Office.  12

This panel is going to be a little bit13

different in a couple respects than panels we have had14

previously.  We are going to be a little bit more15

detailed in our look at some of the issues raised by the16

patent system and we are going to shift our focus17

slightly.  Most of our panels have at least started from18

the perspective of the patent system as it stands today. 19

We thought that we should have at least one panel which20

attempts to shift the focus a little bit more toward21

where the patent system perhaps should be, at least in22

theory.  And we will give our panelists an opportunity to23

let their minds range and come up with suggestions and24

thoughts and comments.  25
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What I am going to do is we have four panelists1

and I think the best thing to do would be to introduce2

all four of them at the beginning.  Immediately to my3

left at the end of the table here is Professor Robert4

Merges, who is back with us again today.  Professor5

Merges teaches Intellectual Property and Contracts at6

Boalt Hall School of Law here on the campus.  His primary7

scholarly interest is in the economic aspects of8

intellectual property rights, especially patents.  He is9

the author or co-author of several leading student10

casebooks on intellectual property and has authored11

numerous articles in both the legal and economics12

literature.  Just to my right is Professor Joseph13

Farrell, a Professor of Economics here at the University14

of California at Berkeley, where he is also Chair of the15

Competition Policy Center and Affiliated Professor of16

Business.  His research has explored a range of topics in17

micro-economics, including network effects and standard-18

setting.  Professor Farrell has twice served full-time in19

the Federal Government as Chief Economist of the Federal20

Communications Commission, and from July 2000 to June21

2001 was Chief Economist and Deputy Assistant Attorney22

General of the Antitrust Division in the Department of23

Justice.  Again, immediately next to Professor Farrell on24

my right we have Professor Justin Hughes, a Visiting25
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Professor at U.C.L.A.  His research and teaching1

interests focus on Intellectual Property and Internet2

Issues.  From 1997 to 2001, Professor Hughes worked as an3

Attorney Advisor in the U.S. Patent and Trademark Office,4

focusing on the initiatives in Internet-related5

intellectual property issues, a lot about the Amendment6

Immunity issues and Intellectual Property Law in7

Developing Economies.  And fortunately, our final8

panelist, John Love is here again with us today.  He is9

at the end of the table on my left, middle table,10

actually.  He is Group Director in Technology Center 210011

at the U.S. Patent and Trademark Office.  As the12

Director, he is responsible for managing the work of13

several hundred examiners who review patent applications14

for compliance with the statutory requirements for15

patentability in the area of data processing, electronic16

commerce, and cryptography.  Mr. Love has also served as17

Chairman of the Supervisory Patent Examiners and18

Classifiers Organization.  He has received many19

Department of Commerce Awards for his work at the Patent20

Office.  We have an excellent panel here. 21

What we are going to do is we are going to22

start off with three presentations and then we will move23

into a period of discussion.  Our first person to make a24

presentation is Professor Merges.  And we will turn this25
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over to him. 1

PROFESSOR MERGES:  Okay, thank you very much. 2

I want to also thank my students from my Patent Law class3

who are here.  One of the real rare opportunities that we4

have when we are studying this kind of issue here at U.C.5

Berkeley is to have exposure to groups like this and I6

appreciate that you are taking advantage of it.  7

Today I want to talk about patent standards and8

procedures and I was asked to do a literature summary and9

discuss future directions in this literature, and since10

that was what I was asked to do, that is what I'm going11

to do.  I am going to talk about two different sets of12

issues.  The standard of patentability, and there are13

really three different legal requirements that I am going14

to talk about -- novelty, utility, and non-obviousness. 15

These are the main gatekeepers or screens that determine16

which of the filed patent applications will turn into17

issued patents.  Primarily what I am going to do is talk18

about how economists and people interested in law and19

economics have looked at these requirements of20

patentability always in this session with an eye towards21

what we might learn of a practical nature in terms of22

reform or at least conceptual thinking about the patent23

system.  24

The second set of issues I am going to talk25
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about have to do with patent procedures.  And under this1

heading, there are a variety of things one could talk2

about -- the priority system, first to invent vs. first3

to file.  It is an important procedural element of our4

patent system.  And the second topic, optimal patent5

quality, is one that has only recently really gotten some6

attention in the economics and, I should say, especially7

law and economics literature.  That is the one I am going8

to stick to for the most part and the topics that run9

under this heading I am going to talk about are optimal10

patent examination and really a sub-topic, whether kind11

of a patent registration system would make sense, whether12

there is a need and justification for a patent opposition13

system, and some other internal PTO reforms -- salary14

retention, internal incentives, these kinds of things. 15

And I will say that, for John Love's sake, I think the16

primary Examiners and the Group Directors are in for a17

big salary increase under these proposals.  Maybe I will18

have at least one fan by the time I am finished.  19

I am going to go back to the classics that20

discuss the kind of economic justification for patents21

and see what they had to say about patent standards.  We22

will start in this review with John Stuart Mill writing23

in 1848.  Mill is famous for having said that the great24

thing about patents is that by awarding a property right,25
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society essentially calibrates the reward to the degree1

of contribution made by the inventor.  His theory was2

that there is not a very big cost to issuing a useless3

patent, although we do have the utility standard, because4

his view was that if people are not going to use it, the5

property right will just kind of wither on the vine.  The6

other side of that coin for him was that, the more7

important and significant the invention, the more8

valuable the property right would be.  And he was writing9

in an era when people had started to discuss whether10

direct governmental rewards made sense.  This was a11

proposal that came up periodically in England and in the12

U.S. in the 18th and 19th centuries.  And his view was,13

no, the property right is a nice way to reward inventors14

and it is more workable than a direct reward from the15

government.  He did mention that usefulness was a good16

kind of screen to keep out completely useless inventions. 17

And so, really, we had for the first time in a kind of18

serious way a discussion of what patent standards were19

all about.  He was kind of vague on the purpose and the,20

let us say, precise degree of the utility requirement,21

but at least he mentioned it.  22

Fritz Machlup and Edith Penrose wrote a famous23

article in 1950, reviewing what they called the24

International Patent Controversy of the 19th Century,25
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which was a review article that talked about the various1

conflicts between economists who argued all through the2

19th century whether we needed a patent system or not. 3

They emphasize that, historically, the administrative4

costs of the patent system were a good reason not to have5

patents.  They had an implicit emphasis in their article6

on the fact that patent standards tended to drop over7

time to a kind of low standard of patentability, and that8

was one argument that the anti-patent forces made, which9

was that patents were somehow inherently always going to10

decline in quality.11

Michael Polangi, writing in 1944, did a very12

thoughtful kind of top-down conceptual review of the13

patent system.  His idea was essentially to revisit the14

19th century debate and re-institute a kind of a more15

direct reward system and also enhance that with a limited16

property right involving compulsory licenses.  He17

basically said that the invention test, which was the18

forerunner of our current non-obviousness standard, was19

not administratively workable, that it was too20

complicated and too difficult.  His real point was that21

most invention was done by teams and to single out an22

individual inventor and determine whether their precise23

contribution met the standard involved too much24

administrative cost.  And he wanted to kind of give more25
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of a group right and structure it more like a reward.  1

In 1958, Fritz Machlup revisited patents again2

and he wrote this wonderful study for the U.S. Senate,3

and it is called "An Economic Review of the Patent4

System."  And it is still one of the most widely cited,5

really, summaries of economists' view on patents.  And it6

is really just kind of a classic two-handed Economist7

account on the one hand.  On the other, what it useful8

about it is it is comprehensive and it has some very, I9

think, reasonable and moderate bottom-line10

recommendations.  One of the points that he made in this11

report that I think is of interest, especially in light12

of the presentation today on small inventors, and13

something that I want to emphasize, is that if you were14

here for a Tuesday session, then you will recall that we15

had a very nice summary of the different theories of why16

we have patents.  The classic one is a kind of reward for17

invention notion, which is a straightforward, "If we18

encourage invention, we'll get more of it" kind of view. 19

Another take on patents is that they are useful for a20

combination of disclosing information someone might keep21

secret, and attracting finance for ideas that are22

developed in secret.  And this is the one that Machlup23

picked up on in this report.  And I mention this because24

one of the trends that we see is that patents are25
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considered more and more important in the venture capital1

world, and the kind of marginal importance of a patent2

seems to grow as the size of a business declines.  To say3

that in plain English, small businesses and small4

inventors really need patents.  And what Machlup said was5

that the nature of inventions -- and by that, he really6

meant the standard of patentability -- is really beside7

the point in some sense if what we are trying to do is8

structure a legal device to attract capital.  Just a9

provocative point: if the idea is a reward, then we want10

to calibrate the reward to the degree of contribution. 11

If the idea is protecting information to attract capital,12

he is suggesting, you might want to worry less about the13

standard of patentability.  This is from the famous14

conclusion where Machlup said in a passage just before15

this, "I am not sure that we would invent the patent16

system if we did not have it, but now that we have it, it17

is probably not a good idea to get rid of it."  Just18

after that, he says that, basically what I call the grand19

question, "Are patents good or bad?" may be just simply20

impossible for us to answer.  But what he says is that we21

can attempt to analyze the marginal benefits and costs of22

particular moderate changes in the duration, scope or23

strength of patented protection.  And if there has been24

really a mantra in the literature in the last ten or 1525
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years, although this proposition is not cited, this is1

really where economists have taken off, the grand2

question, you know, "Should we have patents or not?" 3

This was settled by kind of an agreement that we cannot4

answer it.  So what we do now is we tinker and we look at5

the marginal effects of changing this or that on the6

assumption that we are going to have a patent system.  7

We get to the standard of patentability.  Some8

real serious thinking begins in 1966.  Edmund Kitch, who9

wrote a very nice review article having to do with this10

Graham v. John Deere case, an important Supreme Court11

case, he really clarified what I call the "but for"12

standard which, as you will see, is directly tied to the13

reward theory of the patent system.  He basically said,14

"Do not give a patent unless you need to give a patent to15

have a certain invention developed."  To put it another16

way, if someone is going to do it anyway, do not give17

them a property right.  That is kind of what I call the18

"but for" standard.  And that has been the defining19

proposition for economists looking at standard of20

patentability.  Being a scholarly type, I had to go back21

and make sure that there were not some antecedents for22

this.  In fact, I understood that there were and I dug up23

a couple.  The Scherer date is later, but he cites some24

stuff that is earlier.  So anyway, that is a pretty25
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straightforward notion.  What I mean to say is that a lot1

of independent thinkers have come up with the same idea -2

- don't give a patent unless you need to in order to call3

forth a certain invention.  4

I did some work in this area to try to5

summarize some of the old literature and talk about the6

marginal influence of the patentability standard on7

decisions to essentially embark in a research project. 8

And what I tried to do was connect two bodies of thought. 9

On the legal side, the legal standard for non-obviousness10

talks about essentially a degree of technical merit.  It11

says an invention that is obvious to someone skilled in12

the art is not patentable.  And that is kind of an13

absolute technical standard.  What I try to do is connect14

that with some notion that an economist would be15

interested in, a notion of cost.  Because on the legal16

side, there is no reference to cost.  In theory, even17

though something is extremely straightforward18

technically, it may be very very expensive to achieve.  19

And what I try to do is I try to say, "Sure, the non-20

obviousness standard takes into account that degree of21

expense.  Should that form part of our understanding of22

what technical merit is?"  And I concluded that for very23

high-cost research, we might want to lower the standard24

of patentability to take into account the cost and25
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expense.  1

To jump ahead to some very recent work now by a2

former U.C. Berkeley Grad Student who is now at Cornell,3

Ted O'Donoghue, he picked up the patent scope literature4

that we talked about on Tuesday if you were here, which5

talked about the optimum scope of patents to be awarded6

to the first pioneer in an industry as opposed to7

subsequent improvers.  He picked up on that theme and8

kind of integrated it into a discussion of patent9

standards.  And what he came out with was a view that, if10

we raised the standard of patentability and we11

essentially make each quantum of invention bigger, what12

that does is it tends to make the pioneer or the first13

into a market have a longer effective market dominance14

period.  And since enhancing the reward to pioneers is15

one of the goals that he was discussing -- he thought16

raising the standard of patentability makes sense.  But I17

have to say, as a policy recommendation, it runs pretty18

counter to a lot of the trends that we have seen.  That19

is to say, if O'Donoghue is right and we want to20

encourage the pioneer to have a longer period of market21

dominance, the discussion we have had for the most part22

tends to focus around how broad their patent is.  But23

people have missed the idea that if we have a high24

standard of non-obviousness, the number of subsequent25



582

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

improvers who get patents will be reduced.  And that, in1

effect, will increase the profitability of being the2

pioneer.  I have a "see-also" cite here because a fellow3

who I think is a lawyer came up with a very similar idea,4

though strictly from a kind of legal and policy view, did5

not have any equations and Greek letters attached to it,6

but it is very much the same idea and it was published7

recently.  So I had to mention that. 8

Okay, now I am going to talk about patent9

procedures.  And here there is a lot less recent10

literature, although I think because particularly with11

the business method patent controversy, we are beginning12

to see some interest in this field as well.  One of the13

early references in this area has to be to Alfred Kahn,14

who is probably one of the doyens of the early literature15

on regulation, on the economics of regulation, but he did16

make a foray into discussion of the patent system as17

well.  He was from the Polanyi school of thought, which18

said that there is a very high cost and great complexity19

in assigning individual property rights in an era of20

large scale collective invention.  This is somebody who21

saw a kind of collectivist large scale enterprise era of22

invention as a trend that could not be argued with and23

was basically something that was going to happen and was24

happening.  And what he saw was that the patent system25
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tended to favor the powerful and the unscrupulous and he1

talked about some of the tricks and games that patent2

lawyers can play in order to extend the pendency of3

patent applications and in order to amend claims to try4

to capture competitor products and things that are quite5

familiar to patent lawyers.  Of course, this was written6

in the era before the patent term was changed.  We now7

have a term that begins to run when you file a patent, so8

the games that you can play during prosecution have been9

reduced.  And it is funny that he in a sense had a very10

good diagnosis of a problem, but his prescription was a11

little over-broad.  Rather than completely scrap the12

patent system, we might have argued to him, "Let's start13

with something simpler like change the patent term." 14

Well, that is in effect what we have done and so we do15

not have to throw out the patent system, but at least he16

took a look at patent procedures and saw what the17

economic effect would be.  18

There is another branch of this literature that19

is worth mentioning.  It is on what I call two-tier20

patent protection.  In Europe particularly, many21

countries have a system of what are commonly referred to22

as petty patents, that is to say minor innovations, and23

they are administered in a kind of parallel system to the24

general utility patents.  The argument is that, by25
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separating out the smaller inventions, and by separating1

out let us say relatively low value inventions, it is2

easier to preserve a high standard of high patentability3

for the important stuff.  And it also allowed the 4

specialization or division of labor so that mass-market-5

appeal gadgets and a lot of the kinds of improvements6

that small inventors are famous for can handle it in7

their own system.  The idea is that, by separating them8

out, we can more efficiently award property rights for9

both those small inventions and the residual -- the big10

important stuff.  And there is a couple of studies that I11

would reference on this and they are cited here.  12

I have to say that this idea runs counter to13

one of the basic themes of our patent system, which is14

this very Jeffersonian -- and I might even say Jacksonian15

-- sense that IBM and the garage inventor are both good16

enough and both deserve the same property right, and they17

deserve the same treatment in our Patent Office.  And I18

think the small inventor community would be very19

resistant to the idea that we should split off their work20

from the kind of work that goes on at U.C. Berkeley and21

Stanford and IBM and places like that.  So there would be22

a lot of political resistance.  But as a conceptual23

matter, separating the two classes of inventions still24

makes a certain amount of sense.  25
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One of the more recent areas for inquiry has1

been the area of internal Patent Office incentives.  And2

by this I mean a look at the Patent Office as kind of an3

economic institution that, through its compensation and4

through its internal culture, gives its employees5

incentives to do certain things.  There is a literature6

in this area called Personnel Economics that looks at how7

compensation structures and how a variety of variables of8

the employment relationship can be changed and9

manipulated to get the outcome that you want.  This is10

really a straightforward and common sense literature that11

basically says, "Be careful -- look carefully at what we12

are rewarding," because employees are very sensitive and13

they are going to tend to give you that which you reward. 14

The argument is that if we more carefully review how the15

examiners job and the review process is structured, we16

might come up with a patent system that gives us higher17

quality patents, on average.  This, of course, starts18

from the proposition that higher quality patents are19

something that we need and that we ought to be interested20

in.  And I ought to take an aside here and say that the21

business method patent controversy, like the software22

patent controversy before it, was kind of a rallying23

point for people who thought there are some deficiencies24

in the patent system, particularly in patent quality,25
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that need to be addressed.  And so this discussion of how1

should we restructure patent office incentives started2

from the proposition that something is wrong.  To use the3

somewhat overblown rhetoric from my own piece cited here,4

there is a crisis and we have to fix it.  Another variant5

on that proposal is the idea that one of the reasons that6

for low-quality patents, that is, say, patents which if7

given a reasonable degree of scrutiny would be found8

invalid, one of the reasons for that is that so much of9

the information about patentability is held in private10

hands.  The way our system works now is somebody files11

for a patent application and the burden is thrown on the12

patent examiner to search through the prior art and see13

if anything like that filed patent application has ever14

been published or presented publicly before.  The15

argument is that competitors of the patent applicant know16

a lot more than the examiner.  And one way to get that17

information into the system is through what is called an18

Opposition System, which creates a formal role for19

competitors to come in and say, "Here is a piece of prior20

art that is very similar to a patent application that is21

currently pending in the patent office."  We have22

something a little like Opposition Systems in our23

reexamination system.  It is not used very much, and, to24

some extent, this literature is a discussion of how we25
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can revamp re-examination and make it look more like a1

true Opposition System, which is what they have in Europe2

and also in Japan.  3

My colleague, Mark Lemley, had written a very4

thoughtful piece that discusses this topic in the5

Northwestern Law Review, and the title really says it6

all, it is called "Rational Ignorance at the Patent7

Office."  And his argument is that it makes sense for the8

Patent Office to do a relatively low degree of analysis9

on each patent application.  It is a point that I made in10

my piece and other people have made, but he really spells11

it out very nicely.  He says that because most patents12

never reach a commercial product, if we raise the amount13

of scrutiny higher than what it is now, we may be in14

effect wasting a lot of resources on inventions that are15

not any good to anybody anyway.  And he talks about the16

fact that we really have a two-tiered scrutiny system. 17

We have the examination as the first broad cut, but the18

detailed analysis of validity does not come until19

litigation.  And the reason that system makes sense, of20

course, is that only the patents that are litigated get21

the heightened scrutiny, and therefore only the ones that22

merit that kind of expenditure wind up being looked at23

carefully.  24

This kind of theme has been picked up by a25
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couple of other scholars and I wanted to mention their1

work.  And I call it "new directions" because this is2

fairly new stuff.  I am going to come back to this first3

point on the social welfare gap in just one second. 4

Taking the Lemley notion to perhaps an extreme, there is5

a young fellow at Washington University Law School named6

Scott Kieff, who puts forth a semi-serious proposal to go7

back to a registration system.  This is a system where8

there is no patent examination.  This is a system where9

my colleague to my left, John Love, gets to retire early. 10

The idea is that litigation is the only analysis of11

patent validity that we really need, so we should just12

have a kind of rubber stamp system where people file and13

register patents, and only the ones worth fighting about14

will be analyzed for validity at all.  And we had this15

system between 1793 and 1836.  One of the problems with16

the proposals of going to a registration system is they17

do not look very carefully at the historical record and18

they do not understand why we went to an examination19

system in 1836.  To put it bluntly, there were a lot of20

abuses and a lot of the complaints about the current21

patent system is that it favors the big guys.  I do not22

think it takes a genius to see that a registration system23

would favor the big guys even more or at least some24

features of it would.  25
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Another idea that is along these lines is an1

idea for so-called patent bounties.  This is an article2

that proposes that the Patent Office award prior art3

informants with a bounty for coming forth with prior art4

that invalidates a patent.  It is a little like an5

Opposition System, but it is a little more of a direct6

reward.  The problem with oppositions are that you only7

benefit in filing an opposition if you have a big8

incentive to invalidate a particular patent.  If you do9

not have a product that is going to compete with10

something covered by the patent, there may not be a11

reason to justify the expense and cost and difficulty of12

filing an opposition.  Patent bounties put the money13

directly on producing the prior art, so instead of the14

indirect benefit of invalidating a patent that favors15

your own product, there is a direct incentive.  If you16

have got a piece of prior art sitting around your office,17

you can make some cold hard cash simply by sending it to18

the Patent Office.  So it is an interesting idea.  And19

again, the idea is to get the information from the people20

who have it, which is largely competitors, into the hands21

of the people who need it, which is the patent examiners22

in the Patent Office.  23

I will go back to the first point now.  My24

colleague, Rich Gilbert, in a presentation earlier in25
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this series of hearings presented a very nice discussion1

of blocking patents and patent pools.  And one of the2

things that he pointed out is that there really is a3

social welfare gap when it comes to invalid patents. 4

That is to say it is relevant to the point I was just5

making.  The private incentive to invalidate patents is6

not often high enough, given how much social value would7

be created from invalidating a patent.  That is to say,8

no individual may have an incentive to invalidate it,9

even though we would all be better off if they did.  And10

I put that forth as a kind of organizing principle for11

these reform proposals.  That is to somehow get private12

actors to do the thing they want them to do, which is to13

increase social welfare, to make us all better off.  And14

all these proposals are really trying to make stabs in15

that direction.  I am going to do a quick summary of some16

recent empirical work because I am running over my time,17

I am sorry to say. 18

My colleague, Josh Lerner, at Harvard Business19

School, has studied essentially the historical20

development of patent offices and patent standards.  One21

of the things he finds, which is really not surprising,22

is that, where industry grows up and becomes more23

sophisticated, and people and industry end up with lots24

of different types of inventions and inventions are more25
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variegated, there is a lot more discretion and1

procedures.  That is to say, Patent Office procedures2

somehow take into account the fact that the rules have to3

be more elaborate and that there, in effect, should be4

different patent rules for different complexities of5

invention.  This notion of information asymmetry just6

means that the private participants in the patent system7

have different -- in this case, more -- information than8

the Patent Office.  And I point that out simply because9

it is related to that theme of what I call the social10

welfare gap.  Lerner basically finds that there is good11

historical and empirical evidence for the fact that grows12

over time as invention becomes more sophisticated.  13

Again, my colleague, Mark Lemley, writing with a co-14

author, finds in a recent empirical summary that what I15

would call the "sophistication of patents" has grown over16

time and is growing considerably, even as we speak.  He17

argues that the increase in citations to prior art18

references shows that the patent system is in some sense19

responding adequately to the kind of new technological20

environment that we find ourselves in.  21

A very interesting paper which is just out,22

which I am going to summarize very quickly, is this23

recent paper by Ian Coburn, who is at Boston University,24

and some other colleagues.  They actually did what I25
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think is the first empirical study of patent examiners. 1

And what they found was a couple of very interesting2

things.  Perhaps counter-intuitively, they find that3

experience and workload are not correlated with patent4

validity rates, which runs counter to some of the naive5

reform proposals that people like myself had made.  The6

theory is, if we can retain patent examiners, patent7

quality will go up.  They find that might not be right. 8

There may be a burn-out factor that off-sets the9

experience factor or there may be other things we do not10

know about it.  They did find that patent quality was11

declining in recent years, that patents issued before12

1990 were upheld more often, and so that is cause for13

concern.  But one of the really interesting findings that14

they had was that patent examiners who are in a sense15

more generous or liberal, who give broader claim scope,16

are cited more often and they also have higher invalidity17

rates.  So the idea is that Patent Examiners who issue18

broad patents lead to a lot of "important patents" in the19

sense that they are broad, but they also become invalid20

more often.  The courts invalidate them more often.  And21

that just bears out a point Judge Rich used to make all22

the time which is, the stronger your patent the weaker it23

is, meaning if it is broader it has got a bigger chance24

of being invalidated, and the weaker your patent is, the25
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stronger it is.  Anyway, it is a really interesting1

study.  I do not have time to give the full kind of scope2

of the kind of work that is being done in this area. 3

There are a lot of people and a lot of places taking a4

big interest.  But I will say, from a practical point of5

view, I would summarize it by saying economists and6

people interested in patent policy have gotten really7

interested in recent years in this very important topic8

of the gap between the social cost of an invalid patent9

and the private incentive to invalidate it.  And I think10

some really good and new and exciting work will probably11

come out of this at the theoretical level.  Translating12

it into practical results, translating it into13

legislative proposals and actual court decisions is of14

course a much more difficult project.  It is fraught with15

all kinds of perils.  But I just want to say that, if you16

take the R&D analogy at all seriously and you believe in17

it, then what we have here is a real uptick in what I18

would call basic research on the patent system.  And if19

our model is right, then eventually some of this basic20

research will find application in the real world.  And so21

it is kind of an exciting time to be a basic researcher22

in this field because a lot of people are working on it23

and we think that there might be some real pay-off.  So I24

want to make a final pitch to my students that the policy25
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stuff is really important in this area because it might1

make a real difference out there.  So thanks very much2

for the chance to participate.  3

MR. COHEN:  Our next presentation is going to4

take us over to the economic side.  Joe Farrell is going5

to present some thoughts and will be using the slides. 6

PROFESSOR FARRELL:  Thank you.  Well, I am7

delighted that so many of my Washington friends are able8

to be here and I hope that these sessions are going to be9

helpful to you in what you are doing.  What exactly are10

you doing?  It seems to me there are two agendas here11

and, although there is a slough of interesting questions,12

I hope that you are thinking clearly about what it is you13

are trying to do.  It seems to me there are two agendas. 14

One is to do competition advocacy which, of course, is a15

traditional role for the antitrust agencies, and to do16

competition advocacy specifically in the IP sector. 17

Okay?  So thinking about ways in which the intellectual18

property system can become even friendlier to efficient19

competition than it is, thinking about how you should20

tweak it in order to make it better, leaving completely21

aside what Rob said is the grand question that we cannot22

answer.  23

A second also important question which perhaps24

is even closer to your daily workload is how do you do25
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good antitrust in markets or involving firms where1

intellectual property is an important part of what is2

going on.  It seems to me those are not necessarily the3

same question.  And I apologize that I have not been able4

to be here for more of the previous sessions, but from5

what I heard this morning and from what I heard from6

staff people yesterday, it sounds as if a lot of the7

discussion has been the first of these.  And perhaps8

there has not been quite as much of the second.  But9

whether that is right or wrong, it seems to me it is10

important to keep both goals clearly in mind and to keep11

the distinction between them clearly in mind.12

So I am going to have a few things to say on13

each of those two agendas.  I will try to be relatively14

brief.  We could go on for hours.  But in fact I noticed15

that when the notice of this session came around, it said16

that the session would last from 9:30 A.M. to 11:30 P.M. 17

But I am going to work on the assumption that that was a18

typo!  19

It seems to me that, in terms of the20

competition advocacy mission, the first lesson, which is21

not controversial at all, I think, among economists or22

among sophisticated practitioners, but which sometimes23

gets lost in the political or quasi-political debate, is24

that more IP is not necessarily better.  Okay?  You25
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cannot measure the success of an intellectual property1

protection scheme by the gross revenues involved in2

licensing. You cannot measure the success of an3

intellectual property protection scheme by the4

profitability of having a patent.  Those are not5

performance indicators.  It is not true that there should6

be private property rights in everything.  Now that last7

one might be getting a little closer to a controversial8

position, but it seems to me that we -- well, I will come9

back to that more later, but by and large it is not, "Oh,10

we should push for more, oh, we should push for more, oh,11

we should push for more, and that way the world will get12

better and better."  Part of the reason for this is that13

intellectual property can be a costly way to get14

innovation, even on a static single-innovation model,15

intellectual property rewards and therefore gives an16

incentive for innovation through allowing the innovator17

to charge what I am going to loosely call "monopoly18

price" for the innovation.  This brings up what Rob19

Merges quoted as the "but for" problem.  Some innovations20

are going to happen anyway.  The wheel was not patented. 21

Okay?  22

So as a result of the fact that more23

intellectual property is not always better and24

intellectual property can be a costly way to go, it25
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should be used judiciously.  In some places, in some1

industries, for some innovations it is essential or at2

least a very handy way of providing incentives and3

financing, and so on; in other cases, much less essential4

and perhaps much more costly.  5

Finally, there is a lot of discussion,6

certainly in the popular press and trade journals and so7

on about how the Patent Office maybe is doing things8

wrong.  And as some of Rob's later comments illuminate,9

whether or not the Patent Office might be doing something10

wrong, or whether or not it might look as if the Patent11

Office is doing something wrong, if you examine it in12

isolation, that is really not the question.  The question13

is to evaluate the process, the system, as a whole.  And14

it is perfectly conceivable, as Lemley's work and others15

have suggested, that the efficient way to organize the16

process as a whole is to have the Patent Office be17

relatively generous in awarding what are called patents,18

but in what some sense might be more accurately described19

as opportunities to litigate for patent protection.  That20

does not mean that is true, and in fact I suspect it is21

not entirely true, but it is perfectly conceivable and22

the analysis really needs to look at the process as a23

whole. 24

Alright, the first point under this, more25
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intellectual property is not necessarily better -- I am1

not going to spend a lot of time on this.  It may not2

even be better for innovation.  Innovation is not our3

only goal, but it may not even be better for innovation4

to the extent especially that having a single steward of5

a line of innovation might lead to a limiting of a degree6

of imagination.  And this suggests -- I am not going to7

go further than suggesting here -- it suggests that we8

might want to try to have some different way of looking9

at things.  It would not necessarily lead to different10

treatment because that would involve some severe11

practical problems, but at least a different way of12

looking at things in areas where the innovation is13

clearly defined, well specified, the next step in Moore's14

Law, okay?  Creating the micro process at twice the speed15

of the current generation.  16

A lot of people probably know roughly what has17

to be done in order to do that, but it is very expensive. 18

That is a rather different problem.  Encouraging that19

kind of innovation is a rather different problem from the20

kind where you want to have many imaginations working on21

a problem and, once the imaginative spark has been22

struck, it may not be all that expensive to bring it to23

fruition.  In the one case, incentives are crucial, and24

that is perhaps all you need.  In the other case, while25
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incentives are never unimportant, it might be more1

important to have widespread opportunity and diversity of2

approaches.  So it is a different problem.  3

So how might one set about using intellectual4

property judiciously?  Just a few thoughts.  One thought5

is we might want to use it less intensively, less6

generously, when there are relatively few alternatives to7

the invention.  Okay?  Why?  Well, because in classical8

economic terms, at least, the welfare cost of using9

intellectual property protection is the economic10

distortion created by giving exclusivity, giving a11

monopoly if it is a sufficiently broad exclusivity.  And12

that says the cost is higher and any economist can tell13

you that, where the cost is higher, you want to do less14

of it.  Now you have to be careful here because, relative15

to something, the benefit might also be higher.  So this16

needs to be thought through some more, but it is a17

dimension on which you might want to use intellectual18

property judiciously.  You might want to award less19

generous intellectual property protection when you have a20

new field for innovation where there may be many obvious21

and easily realized innovations just waiting to be made. 22

So this goes back to the "but for" standard.  If you have23

a new field of endeavor, it is not obvious that we should24

not say, "Okay, let us wait a year or so, picking a25
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number completely at random, and see what people come up1

with just out of natural curiosity or out of non-2

intellectual property incentives to innovate first.  And3

then, whatever has not been invented, we will say, "Well,4

perhaps it is now important to give the additional5

incentive created by intellectual property protection." 6

I raised this idea at a conference a couple of years ago7

in an attempt to provoke discussion.  It actually got8

reported in a newspaper.  As far as I could tell, the9

discussion kind of ended there.  And I assume that is10

because there was no earthly chance of it happening,11

otherwise people would have jumped on it.  But if what12

you are trying to do is provoke more discussion,13

interesting ideas for the intellectual property system,14

as part of competition advocacy, I am not sure how you15

set about making people discuss things that they are not16

afraid might happen, but that might be part of the17

process.  18

I have also suggested elsewhere that, where19

network effects are important, there can be arguments for20

giving less by way of intellectual property protection. 21

Basically the network effects -- in many circumstances,22

not necessarily -- already give a considerable degree of23

protection.  And the incremental protection given by24

intellectual property may be particularly harmful in25
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terms of deadweight loss.  That is the very classic1

argument. There are other things going on.  Again, I do2

not mean to suggest that this is the answer, but I do3

mean to suggest that this might be an important question.4

Evaluating the process as a whole, Rob Merges5

already talked about this and pointed you to some6

literature that talks about it in much more detail than I7

can, but I want to stress again that PTO policy is not8

the final answer, it is a part of the process.  Having9

said that, I certainly do not feel comfortable with the10

idea that we say, "Okay, uh, anyone can get one of these11

proto-patents." And the answer is in the litigation. 12

Litigation is slow, and it is costly, and it is scary,13

perhaps especially to small players.  And so we should14

not regard it as okay that a lot of invalid intellectual15

property is around and can be used as a threat until it16

gets litigated to completion.  However, the17

methodological point still stands.  18

What is the goal here?  Well, I suspect that,19

in D.C., you hear a lot from people who want there to be20

more intellectual property protection, and you hear a lot21

from people who want there to be less intellectual22

property protection.  The non-lobbying message is that23

both kinds of errors are costly.  So we want in some24

sense to minimize infringement of good IP, whatever25
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"good" may mean, and at the same time to minimize1

enforcement of bad IP.  That says that you cannot just2

say, "Oh, we want easier opposition.  We want different3

standards applied in litigation, and we want different4

presumptions."  Maybe those things are true, maybe not. 5

But remember that it is a balancing act.  You want to6

minimize both types of errors simultaneously, if7

possible.  8

And coming to the last bullet here, Rob already9

talked about this, basically it is an information10

problem.  There is a lot of information out there that11

bears on whatever the legal standard is, whatever the12

legal standard should be, for intellectual property13

protection, and that information does not all arrive at14

any one person's desk right away in the beginning.  Okay? 15

So we have to think about both incentives and16

opportunities for a lot of people to adduce possibly17

useful information.  And that is where we might get into18

application, timing and costs.  If it is costly to apply,19

then perhaps the applicant will do more screening.  There20

are some good sides and bad sides to that -- timing and21

breadth of publication, search by the Patent Examiners,22

search perhaps by bounty hunters looking for a reward for23

producing prior art, opposition by interested parties,24

and litigation.  As Rob mentioned, and Rich Gilbert25
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described earlier, there are some interesting and perhaps1

dysfunctional things in the strategies of patent2

challenge.  So for example, think about a firm in a3

highly competitive industry, all of whose members are4

subject to a royalty charge on some debatable5

intellectual property.  If this competitive firm6

successfully challenges the intellectual property, often7

it will be a case that not only will it no longer have to8

pay the royalty, but all its competitors will no longer9

have to pay the royalty as well.  To the extent that10

competition in this competitive industry leads to full11

what I call "relativity," that is, you do not care so12

much about the absolute level of your costs, but about13

the level of your costs relative to competitors, there14

may be very little incentive to challenge.  What happens15

if the intellectual property holder has a policy of16

giving better terms on the license to those who do not17

challenge than those who challenge unsuccessfully?  Might18

that be enough to completely deter a challenge, and19

therefore in a game-theoretic strategy, if you like,20

achieve the equivalent of intellectual property21

protection on something that in fact may be quite weak? 22

I do not know.  It seems to me more research needs to be23

done on this, and one of the areas where you might want24

to push is to clarify exactly what questions you would25
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like to know the answer to in this kind of way.  As a1

former Journal Editor, I will tell you there are many2

Ph.D Economists who desperately need good research3

topics.  4

Let me go back to this slide, two agendas.  I5

have talked a little bit about some themes that come up6

in competition advocacy and intellectual property policy. 7

Now let me talk a little bit about the other half of what8

I take to be your agenda, doing good antitrust where9

intellectual property matters.  And here, four things10

that I want to comment on very briefly.  The first is,11

"Must one assess the intellectual property?"  Assess its12

scope, assess infringement, assess validity.  Second, "To13

what extent can and should antitrust agencies treat14

intellectual property IP like any other P?"  Third,15

"Dealing with compliments and substitutes in the IP16

area," and fourth, "Thinking about scale and innovation." 17

Obviously, I am not going to say very much on each of18

these, but just to raise them and make sure they are on19

your screen, and we can talk more about them later if20

people want.  21

So first, "Must want to assess the IP."  I22

think it is fair to say that the antitrust agencies are23

reluctant to get into making substantive judgments of24

whether one product infringes one piece of intellectual25
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property or a portfolio of intellectual property, whether1

the intellectual property is valid.  That is what I mean2

by assessing the IP.  And it seems to me it is not3

certainly in the traditional area of expertise of4

antitrust agencies.  I think the agencies are reluctant5

to do it and they are rightly reluctant to do it.  It is6

possible that you will at some point have to do that.  I7

do not think you need to shy from that to the extent of8

being unwilling to do your job if that is required, but I9

think it would be appropriate for you to be in some sense10

reluctant to do that.  I think there are some substitutes11

for doing that.  In particular, if you have a piece of12

asserted intellectual property and a competitor is13

allegedly infringing it and offering product and is14

willing, let's say, to indemnify customers, or customers15

are willing to buy knowing that there may be some claims16

for damages later, that provides a kind of market signal17

of the expected strength of this intellectual property. 18

And it seems to me appropriate that you would be willing19

to trust these market signals in conjunction with, or20

possibly even instead of, an internal analysis of the21

validity and strength of the intellectual property --22

something to think about anyway. 23

Is settlement a good thing?  Of course, the24

legal system as I understand it really likes settlement25
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because it gets thing off the docket and it feels good1

because people are not fighting anymore, they have2

resolved their differences in some relatively friendly3

way.  That is probably right if you have settlement4

between two parties that jointly lack market power.  If5

you have a settlement in general between two parties that6

jointly have a great deal of market power, then there is7

a lot of scope for mischief.  That does not change the8

fact that there is also a lot of scope for good in9

settlements, and of course that is what makes it10

difficult.  11

Should one treat IP like other P?  I like the12

quote from the Microsoft decision, the Appeals Court13

Decision, that said, "It's your intellectual property. 14

It is my baseball bat.  That doesn't mean I can swing it15

wherever I want."  It is kind of along the lines of16

treating intellectual property like other property.  And17

I think that is a pretty good starting point.  It is not18

always going to take you all the way, I suspect. 19

Intellectual property, as a matter of fact, does have20

certain special properties.  For example, no physical or21

technological congestion.  Broader use does not spoil it. 22

It may spoil it economically, but it does not spoil it23

technologically.  The real question is not, "Is24

intellectual property just like other kinds of property?" 25
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In some ways it is and in some ways it is not.  The real1

question is, "When does that matter?"  And I would2

suggest that the agencies ought to be willing to take3

into account the fact that intellectual property has some4

certain special features where that matters, but that5

does not mean that you should be asking different6

questions.  Ask fundamentally the same questions and take7

the facts into account.  Let me leave that for the8

moment. 9

Compliments and Substitutes -- obviously,10

anybody who does antitrust knows that compliments are the11

opposite of substitutes.  Where you want substitutes to12

be kept separate, by and large, you want compliments to13

be combined by and large.  And pretty much everything has14

the other side.  If you have two pieces of intellectual15

property that bear on some industry or perhaps some set16

of industries, how do you set about telling whether they17

are compliments or substitutes?  If you have 47 pieces of18

intellectual property that bear on an industry, how do19

you set about telling to what extent they are substitutes20

and to what extent they are compliments?  So, for21

example, if you have a merger between one firm with 32 of22

these pieces of IP and another firm with 15 of them, and23

you can see some substitutability relationships and you24

can see some complimentarity relationships, how do you25
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assess whether this is broadly a merger of compliments or1

broadly a merger of substitutes?  I have not the faintest2

idea.  It is really hard.  But that is a question that is3

going to be coming up, probably has already come up.  4

One of the lessons of the Microsoft case that5

is quite a challenge, I think, to good antitrust thinking6

is that compliments can become substitutes.  In the7

Microsoft case, certain pieces of software or middlewear8

were, in the short-run, compliments to Microsoft Windows9

and, in the long-run, Microsoft thought might well be, or10

sponsor, or become, or take the role of substitutes. 11

That makes it even harder to decide whether two things12

are compliments or substitutes and, accordingly, how13

antitrust should view them.  And is this more likely to14

happen with IP than with physical assets?  I suspect it15

may be, but again, it is going to be fact-dependent.  16

Finally, a little bit about scale and17

innovation because I have no doubt that you hear quite18

frequently in Washington, "Oh, we want to become bigger,19

we have to become bigger, we want to merge, we want to do20

so and so," because scale will encourage innovation.  I21

think those are difficult claims to assess by and large. 22

Here are just a few things you might want to think about23

in developing policies to assess claims like that.  One24

thing is the scale over which an innovation is going to25
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be exploited does reduce the relative cost of innovation1

compared to, say, cutting prices.  If you have a large2

scale of innovation, then the R&D dollars are going to be3

spread over a larger number of units of output.  Okay? 4

And so there is a sense in which scale does encourage5

innovation certainly relative to, say, price-cutting. 6

Now you have to be careful, as I will stress in a minute,7

about what scale you are talking about.  But there is a8

real sense in which this is true.  At the same time,9

market power reduces firms' incentives to offer surplus,10

whether by innovation or by price-cutting.  Okay?  So if11

you want to look for the effect of scale bundled, if you12

like, with market power, suppose you imagine some merger13

that plausibly will increase scale and create some market14

power, imagine what is the effect of that on innovation? 15

It seems to me there are these two forces going in16

opposite directions.  So that is a difficult question. 17

And then two easy outs that probably are not really18

available in the interesting cases, but worth checking19

for them.  One easy out is to ask the question that I20

like to ask about scale efficiencies in general, which is21

why not achieve scale, not by let's say merger, but by22

offering a better product and getting more customers? 23

And if you think back to the classic Arrow analysis of24

incentives for innovation, that is exactly what happens. 25



610

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

Those of you who are familiar with that work will1

remember that Arrow talks about a competitive firm2

meaning a very small firm having a very large incentive3

to innovate.  Why?  Because innovation gives you a4

slightly lower cost and you then take over the whole5

market.  So scale is not exogenous in that model.  Now6

sometimes, typically, scale will be more exogenous than7

that makes it seem.  Okay?  And so it is an easy out that8

probably is not completely available, but it is something9

to think about.  10

And finally, licensing, of course, unlinks the11

size of the firm that does the innovation from the scale12

on which the intellectual property it creates can be13

exploited.  14

So my goal here really was to say a few things15

about a bunch of different topics, but the over-arching16

goal was, I think, to hope for some clarification on17

these two agenda items -- doing competition advocacy in18

the intellectual property world and how do you do good19

antitrust when intellectual property is there?  And I20

think those are both very difficult questions.  I both21

envy you and do not envy you having to do them.  22

MR. COHEN:  Thank you, Joe.  Now Justin Hughes23

will give our final presentation and then we will turn to24

some discussion afterwards. 25
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PROFESSOR HUGHES:  Thank you for inviting me1

today.  I recently left the PTO and am now teaching full-2

time, so I do not have a fancy show for everyone.  I have3

a hard enough time finding my classroom, still.  But if I4

were going to give a title to the remarks I'd give, I5

would steal something from Professor Farrell.  I would6

call it "No Earthly Chance of It Happening."  I spent too7

many years in Washington watching and reading interesting8

proposals, many of which Professor Merges put on the9

Powerpoint for us, reading them and thinking, "That is10

really interesting," and, "That has about as much chance11

as a cellophane dog chasing an asbestos cat through12

hell."  And I think what I want to talk about a little13

bit is what we can really effectively expect of the14

patent system and the front end of the patent system,15

which is the Patent Office, in its awareness of economic16

issues, and then actually talk about where I think there17

are some opportunities or the best openings for18

interesting ideas to bring about some reforms in the19

patent system.  20

Professor Farrell said that antitrust agencies21

are rightly reluctant to assess intellectual property. 22

And I must confess that when I was invited to come here23

today -- I sometimes have a very literal mind -- and when24

I was called, they said something to me quickly and it25
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was a call out of the blue, and it was something about1

"economic criteria in patenting," or "economic criteria2

in granting patents."  And I went on the rest of my day3

and I started to think about that and I called a friend4

who used to be at DOJ Antitrust, Chris Kelly, and I said,5

"Chris, they couldn't have meant that, could they?  I6

must have misunderstood.  I will have to call them back." 7

And he said, "No, that is what they mean."  I had8

literally thought the opposite of Professor Farrell's9

idea.  I imagined a patent examiner sitting there and,10

after going through standards of patentability, trying to11

assess the market impact of the claims he or she was12

going to grant, and once doing that for those claims, to13

then assemble a list of the various patents that the new14

patent holder also held, and do an assessment there of15

the total market impact of what effectively would be16

granted by the government in what a lot of people call a17

"monopoly."  Well, as soon as you think about it that18

way, it is a very scary thought.  And even for some of us19

who are not Constitutionally afraid of government20

regulation, the idea of patent examiners even thinking21

thoughts like that is frightening.  So while we all22

recognize that the patent system as a whole is a23

regulatory structure, I think the single grant of patent24

rights as it comes out of the patent examination process,25
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the PTO, as more like a random event.  Now I do not mean1

a random event in the sense of the patents Greg Aharonian2

sometimes entertains us with, but a random occurrence3

from the perspective of what a central regulator would4

like a competitive economy to look like, or what a5

central regulator would even like a particular niche or6

market or submarket of a competitive economy to look7

like.  8

Now, on a good day, from as best as I can tell9

from the time I was there, the PTO's work is daunting and10

sometimes overwhelming.  I think it is actually getting11

better.  It is getting better for macroeconomic reasons12

that really do not have any relationship to who is the13

PTO Commissioner now or who has been in the past.  Just14

as the boom of the 1990's was good for the PTO's15

business, I think the downturn of these days may actually16

be good for the PTO.  Now Rob was talking about evidence17

or recent scholarship indicating otherwise.  I have18

always assumed that less attrition among patent examiners19

would be a good thing because it improves the knowledge20

base of patent examiners.  And that has certainly been an21

operative principle in PTO policy.  I am afraid that this22

recent scholarship suggests we should be trying to push23

Examiners out the door.  But I have assumed that, as the24

job market is less hot than it was in the past few years,25
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that this would actually be good for the PTO to have a1

chance to solidify its knowledge base.  And it is a2

knowledge base that really does need stabilization and is3

slowly stabilizing.  It needs it because, in the 1990's,4

there was almost Kuhnian paradigm shifts in many5

different ways in terms of intellectual property.  One,6

there was a shift in the underlying technology with the7

explosion of Internet technology; and then two, there was8

a shift in what people thought was patentable technology9

which was a massive paradigm shift of its own within the10

intellectual property world, and then there was bringing11

pressure onto the intellectual property world a massive12

paradigm shift in how the business community understood13

assets and intellectual assets and knowledge based14

assets.  And I do not know how many of you have read this15

book, "Rembrandts in the Attic," but I was forced to read16

it by the COO of a big electronics company who gave it to17

me for Christmas and wanted to know what I thought.  It18

is 200 pages of business person airplane reading -- a19

stretch, 200 pages -- if you think it says anything about20

competition law or antitrust policy, you are completely21

wrong.  There is not a word in there.  But do not fret,22

it hardly says a word about patents too.  It is called23

"Unlocking the Hidden Value of Patents."  And I realized24

after 200 pages, they do not explain what a specification25
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is, they don't explain what claims are, they don't1

explain the difference between a pioneer patent and an2

improvement patent, and what is disturbing about this is3

that there are lots of COO's and CEO's and CFO's out4

there in Fortune 500 and Fortune 5000 companies reading5

this book and then calling their lawyers and saying, you6

know, "Let's get the maximum value we can out of the7

intellectual property that we have."  So I think that8

that paradigm shift has put a whole lot of pressure on9

the intellectual property community from the PTO and10

throughout the rest of the community.  It is kind of a11

nice moment in the sense that we suddenly have all this12

attention, those of us who are interested in intellectual13

property, but it is also a sobering moment because the14

attention has now turned to scrutiny.  15

Now, as for the other thing I wanted to say on16

PTO operations, I do think that, in the 1990's, Bruce17

Lehman did a very important thing for the PTO in that he18

really, really pushed the agency on information19

technologies, automation, and computerization.  And20

anyone who has been around the campus of the PTO and21

knows the shoe boxes, and knows that the PTO Examiners22

Union fights and argues about the size of offices, not23

about the quality of patents, knows that the importance24

of establishing that the information technologies that25
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are available to the PTO examiners is going to be a key1

issue as to whether or not the stabilized knowledge base2

can actually help improve the quality of PTO patents in3

the future.  4

But as to what Chairman Muris identified as a5

possibly imbalanced view when these discussions or6

hearings were opened before, I have to say that I am7

afraid the PTO has contributed to that to a small degree. 8

And I know how we have done that, or when I was there how9

we did that.  On the one hand, the PTO is happy to say10

that the expansion of patentable subject matter is not11

the PTO's doing, it is the doing of the courts.  And that12

is largely correct.  But obviously the PTO has had a hand13

in it.  In the State Street case, there had to be a14

patent in which to decide that business methods would be15

patentable.  And the PTO is not any different than any16

Washington bureaucracy in that sense.  They vary in17

bureaucratic terms.  It is a large organization that is18

happy to grow larger, and is happy to have an important19

role, happy to have both importance and perceived20

importance in the economy.  So it is hard to look to the21

PTO for an expectation or for any arguments or for any22

proposals that the realm of patenting or the importance23

of patenting should be shrunk.  So when Chairman Muris24

says that the patent professionals of almost all stripes25
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-- and that is not just the PTO, it is certainly all1

patent attorneys -- have gotten a little property2

intoxicated -- that is my phrase, not his -- and that3

they may have failed to give competition law and4

antitrust policy its due, I think that is right.  But at5

the same time, I am not sure that in the division of6

labor it is for the patent attorneys or for the PTO to7

worry very much about competition law and antitrust8

policy, for the same reason that Professor Farrell said,9

rightly so, the antitrust agencies are not very desirous10

of having to assess intellectual property.  So if you11

look at Undersecretary Rogan's statement, this is his12

February 6th statement for, I guess, the initiation of13

the Washington hearings, very clearly and distinctly, he14

declared that a patent is not a monopoly.  He actually15

was repeating remarks made by his predecessor,16

Undersecretary Dickinson, that the patent is not a17

monopoly.  I know that because I wrote those remarks. I18

did that precisely so that we could, as an agency, step19

away from the very interesting discussion, or the claims20

that appear in jurisprudence throughout American history,21

that a patent grant is a monopoly because if you say that22

a patent grant or a copyright grant is a monopoly, you23

give attorneys an argument that the government regulators24

have, in essence, granted this monopoly and it should be25
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immune from antitrust and competition law scrutiny.  And1

you see that argument raised.  It is a dubious argument,2

it is a silly argument.  But what we needed to clearly3

say, and what I think what needs to be clearly said by4

the intellectual property agencies, is monopolies and the5

conclusion that there are monopolies in the economic6

terms are not our business, and we do not grant7

monopolies.  And we need to undercut the argument that8

some people make, particularly in litigations, as9

Microsoft did, that when they are granted these10

copyrights or patents, they are given some monopoly11

rights that should somehow trump competition law12

scrutiny.  Now when we talk about economic criteria,13

though, in the patenting system -- and we do not want to14

have to imagine a patent examiner sitting in her15

windowless office trying to figure out how much market16

share the applicant will get when she grants them these17

six claims -- when we talk about translating economic18

concerns into the actual patenting system, we have had19

broad or wide-ranging discussions about patentable20

subject matter, about the level or test for non-21

obviousness, about the concerns for prior art, and much22

of the very interesting literature that Professor Merges23

went over about tinkering with the patent process and the24

actual application process.  And there is a very25
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interesting draft paper by Mark Janis who -- Professor1

Merges had another article of his from the Harvard2

International Law Journal on one of the Powerpoint slides3

-- but Professor Janis has a new draft paper talking4

about patent reform in the 19th Century and Great5

Britain.  And it is a wonderful paper and it is6

wonderfully depressing because all of the arguments for7

patent reform in the 19th Century can largely be8

transposed into the late 20th and 21st Century in9

America.  So a lot of the ideas of tinkering, or almost10

all if not all of the ideas of tinkering with the patent11

granting process had been around for a long time.  12

What I would like to talk about is what I see13

for the window for interesting reform of the patent14

system, or at least a meaningful addressing of15

fundamental issues.  I would like to go back to16

patentable subject matter.  And I do not want to beat a17

dead horse -- or, if I do want to beat a dead horse, I18

want you to think it is alive, at least, for the moment. 19

So I want to talk a little bit about software and20

business method patents.  And I want to talk about the21

good news, the bad news, and the interesting news.  I22

think the good news is that, as John Love will have23

discussed or has discussed, or will discuss today, the24

PTO is definitely getting better in handling business25
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method patents.  The 2000 program for improving business1

method patents seems to have genuinely worked.  And when2

you look at the statistics and you look at the3

application statistics and the grant statistics, and you4

just look at the increasing sophistication of what the5

PTO is issuing, it really looks like the system is fixing6

itself or largely fixing itself.  Many of you know that7

the Business Method Patents Program now requires there to8

be a "second pair of eyes" that looks at the application. 9

And I wanted to talk about that second because most10

people do not recognize that there is a little bit of a11

problem the PTO has with that.  And that is, by the terms12

of Article 27 of the TRIPS agreement, as we interpret it13

in the United States, the United States is obliged to14

treat all areas of technology, all fields of technology,15

the same without any discrimination among them.  And if16

it were ever the case that we had one field of17

technology, or what people could claim as a field of18

technology, that was getting a different examination19

process, that was being treated differently by the PTO20

systematically, there would be a potential argument that21

we were in violation of the TRIPS agreement by not22

comporting with the requirement of Article 27.  Now the23

good news, as I said, is that I think the business method24

patents are here to stay, unquestionably -- or, sorry,25
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the good news is the PTO is improving.  If you take it as1

bad news, that business method patents are here to stay,2

Professor Merges said that it was a rallying point, and I3

take that past tense very seriously.  But what is4

interesting now and what people should focus on is the5

dichotomy that now exists between the United States and6

Europe on business method patents and software patents. 7

It is very interesting because one of the things when we8

look at intellectual property, we do not have good test9

cases.  We do not often have very good comparative cases10

of different events, economies doing different things,11

but we are getting a very good case of the Western12

European countries who belong to the European Patent13

Convention taking a very different standard on software14

patents and business method patents.  By the end of 1999,15

the European patent office had issued about 13,00016

software patents which is considerably less, less than17

half of I think what were the software patents that were18

then out in the United States.  And this is because the19

European Patent Convention has a requirement that any20

software application that is patentable make a technical21

contribution to a process.  And there is a lot of22

ambiguity in interpreting that, but it is considered by23

many people to have created a bar in Europe to software24

patents, and certainly a bar to business method patents. 25



622

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

And what is interesting now is the research that is going1

on on the effects of that on small and medium-size2

enterprises, on large enterprises, and the politics are3

very interesting too.  And the politics are interesting4

because, in the United States, we have ended up with5

business methods being patentable purely as a matter of6

judicial fiat.  It was not a hard-fought legislative7

battle with lobbyists going at one another, with8

academics going at one another.  It was simply the status9

quo very quickly changed by a couple judges and a couple10

of judges opinions.  In Europe, we have much more of a11

typical situation of intellectual property law12

development or intellectual property law reform where13

there is a lot of opportunity for serious discussion of14

economic issues and how intellectual property does or15

does not affect and stimulate innovation.  Now that is16

not useful to us because the United States is always17

interested in international harmonization of patent18

standards, and so it is possible that the discussions in19

Europe on software and business methods could be very20

revealing to us about what we are doing.  21

Now the last thing I wanted to say, to22

summarize, is that "grand question" of the "but for"23

question -- you find it everywhere.  I was just looking24

at some of the recent papers on Software and Business25



623

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

Method Patenting from Europe and, literally, you find it1

there too, that patents should only be granted where it2

is a necessary condition for X, and sometimes X is3

identified as innovation, sometimes X is identified as4

diffusion of a technology.  But the problem is that in a5

lot of proposals you see for better tweaking of the6

intellectual property system and the patent system to7

reflect the desired incentive structure economically, is8

that you end up with the recognition that different kinds9

of technologies have very different development cycles. 10

Professor Merges has written about this in a very11

interesting 1990 article with Richard Nelson.  There are12

different cycles of development to technology and13

different ways technological innovation occurs in14

different industries.  Not only that, there are different15

kinds of innovation.  We know that there is a huge16

difference between a pioneer innovation or an innovation17

captured by a pioneer patent and the more small18

incremental innovation that is manifested in improvement19

patent.  And we have that tremendous diversity and we20

have, in essence, a one-size-fits-all patent system. 21

Usually the proposals for tinkering with our one-size-22

fits-all patent system are proposals to say, "Let us23

identify this and change the rules a bit to better make24

the rules fit the economic incentives needed for this25



624

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

particular sector."  And so Professor Farrell suggested1

that, in a new field of endeavor, perhaps you would want2

to withhold patent protection for a time.  And what is3

interesting about that is the pragmatic mind immediately4

goes to all kinds of issues of, "How are we going to5

define what the new field is?  Since it is a new field,6

we won't even know it is a new field until it is an old7

field, will we?  And if we did think it was a new field8

and we later turned out wrong, what would we have done in9

terms of our incentive structure?  What if it turned out10

just to be a little blip on an existing field and we11

withheld patent protection?"  So when you seek a12

different incentive structure or you want to treat the13

incentive structure for the economic reality of a sector14

or subsector of the economy, it makes a lot of sense on15

paper, but it has two major deficiencies.  The first one16

is the impossibility of tailoring the law quickly enough17

to respond to the technological development cycles in our18

country.  That is one.  And two, there is a tremendous19

desirability, actually, to the one-size-fits-all system,20

and that is because of the problems of information flows. 21

That is because of the problems of "Rembrandts in the22

Attic," okay?  Two hundred pages later, the average23

businessman understands practically nothing about24

intellectual property.  25
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I can only tell you how important this1

information flow problem is and the desirability of a2

simple, consistent, somewhat understandable IP regime is3

by telling you a story from copyright law.  I was at a4

conference in Atlanta and I got invited to an artist's5

exhibition.  And he had these huge paintings of the6

Scooby-Doo characters on the wall.  And I spoke to him7

and I said, "By the way, have you talked to Hanna-Barbera8

about this?"  And he said, "No, no problem.  I followed9

the rule of seven differences."  And I said, "Oh, really? 10

What is the rule of seven differences?"  And he said,11

"Well, as long as there are seven differences between my12

Scooby-Doo and their Scooby-Doo, I do not infringe."  And13

I said, "Well, really?"  So here we have a creator of a14

very different scale, but maybe closer to a small and15

medium-size enterprise, maybe closer to an independent16

inventor, who is genuinely clueless about an intellectual17

property regime which is relatively simple compared to18

the patent regime.  So the problem with tweaking the19

system to make it efficient is there is a real real huge20

information flow problem.  And that is something I think21

we need to take into account in any proposals that we22

consider.  Thank you.  23

MR. COHEN:  Thank you, Justin.  Okay, I would24

like to open things up for discussion.  I have heard a25
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number of themes.  Maybe we will explore a couple broad1

questions and then move into some of the more detailed2

questions.  By the way, your assumption that we did not3

mean 11:30 P.M. may not be right, looking at the list of4

things that I would hope we would get through, but we5

will move ahead.  I will ask you, if possible, to try to6

keep your responses to individual questions as brief as7

possible so we can cover as much ground as the time8

permits. 9

I guess one general question would be if we are10

thinking about, at all, the idea of improving11

patentability standards, a general question might be,12

does the PTO really have any discretion, any significant13

discretion here, on standards?  Or are we necessarily14

speaking perhaps in our competition advocacy voice to the15

Courts and Congress?  16

MR. LOVE:  Well, not having presented this17

morning, I did present yesterday, Justin, some of the18

statistics and results that we have been getting from the19

"second pair of eyes" review and the other initiatives20

and the Director's 2000 Initiative, but in listening to21

the three presentations and discussions yesterday, the22

amount of discretion that the PTO has is very limited.  I23

think people need to understand that.  And since we are24

getting into the area of judgment and opinions, I guess I25
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should state that, of course, I am speaking for myself1

right now and not in any official capacity for the PTO. 2

But we are constrained quite a bit, in the first place as3

a statute, 35 U.S.C., of course, that explains very4

specifically the conditions for patentability and, in5

addition to novelty or non-obviousness, patentable6

subject matter -- 101 is a considerable restriction.  We7

are also constrained by the way the CAFC interprets those8

provisions.  And to the extent that we have to follow the9

decisions of the CAFC, and we cannot go outside the10

constraints of the law, which state that, "A patent shall11

be granted unless...," I mean, there is your discretion. 12

And the burden is on the PTO by empirical evidence,13

evidence that will stand up in Court, that one of the14

conditions of patentability is not met.  So to answer15

your question, at least from my perspective, we in fact16

have very little discretion and we are constrained by the17

interpretation of the law by the Courts and the very18

specific provisions of the law itself.  And I do agree,19

court decisions do have an impact to a large extent on20

the range of patentable subject matter, but it is very21

rare that the Legislature will take on that question and22

deal with it by amending the patent laws, which23

substantively have not been amended to great extent since24

1952.  25
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MR. COHEN:  Ray. 1

MR. CHEN:  Thanks.  To answer your question,2

you are right.  This is an issue of the courts and3

Congress.  As far as patentable subject matter, I think4

what Justin suggested was right, that it is pretty much a5

dead issue as far as the PTO is concerned with regards to6

questions of software and even business method patents. 7

You know, I think we all know that ten to 15 years ago8

there was a very fierce debate about whether or not so-9

called software computer implemented inventions should be10

eligible for subject matter.  And that seems to be a11

closed issue now.  And I think what the PTO is required12

to do is to carry out the mandate of the statute, and the13

statute for eligibility of patentable subject matter is14

drafted very broadly.  Any method is really eligible for15

subject matter, not just business methods.  Any kind of16

improvement in any kind of process is eligible. 17

Furthermore, we take our dictate from the Diamond v.18

Chakrabarty case, which essentially said that anything19

under the sun made by man is eligible for subject matter20

protection.  And also to that extent, the Courts are also21

playing a large role in regulating what the PTO can and22

cannot do with regards to art rejections.  The PTO used23

to make subject matter rejections all the time in the24

area of software before the Federal Circuit eventually25
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evolved its case law on that matter.  And now we have1

been sort of compelled to move over to strictly art2

rejections in that area. But also in the area of non-3

obviousness, it seems like in the past few years, the4

CAFC has been curtailing the types of rejections we can5

do in that area in the sense that the standards have been6

stricter in terms of scrutiny of our 103 rejections. 7

When I say "103," I mean non-obvious rejections.  So in8

that sense, that is all true and it is a question of the9

Congress and the courts, it is not necessarily a question10

for the PTO.  11

PROFESSOR MERGES:  Can I interject quickly?12

MR. COHEN:  Yeah.  One quick suggestion -- if13

people happen to have thoughts that they want to14

contribute, maybe you can turn your name tags up and that15

way we'll know.  16

PROFESSOR MERGES:  This implies I am going to17

make a contribution, so I'm wary.  I will put it half-18

way.  It's a half-baked -- the discussion here is19

something that I hear all the time and the policy players20

under discussion are the Court of Appeals for the Federal21

Circuit and Congress.  I think we are forgetting about22

somebody.  We are forgetting about the Supreme Court. 23

The notion in our generation that the Supreme Court would24

weigh in on something as detailed as Section 103 is kind25
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of revolutionary, but I think this kind of discussion,1

and the discussion about things like Federal Circuit2

review of non-obviousness rejections, these days is3

percolating up.  It is percolating up in cert. petitions4

and increasingly in cases that the Supreme Court hears. 5

So I would say that there is an important sector that is6

re-entering or potentially re-entering the stage.  And7

that is an action that is going to be a lot more open to8

broad policy argumentation because that is how they see9

their job.  And so, I think these are really good points10

and I would say, particularly on the Section 10311

discussion, this is a dead horse that I have beaten many12

times, is that, if you look at Supreme Court precedent,13

which is what they will look at when they next take a14

Section 103 case, you can argue that, just on the basis15

of that precedent, what the Federal Circuit has done is16

deviating from the law.  It is because, effectively, we17

have not had a Supreme Court in the patent field.  The18

Federal Circuit has been the Supreme Court of patents,19

but this Supreme Court has shown an interest.  Successive20

years show more and more cert. grants.  So what I am21

trying to say is that these policy arguments are going to22

potentially have more traction. It will not be very often23

that they take a case, but when they do, it will open the24

door for this kind of discussion.  So I just wanted to25
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throw that out because I always hear this and people1

forget about that. 2

MR. COHEN:  One more and then we will move onto3

another question. 4

MR. CHEN:  Professor, I would just like to5

follow-up on that idea.  Do you think that the Supreme6

Court would have in mind changing the Graham v. Deere7

case and in some way modifying the standard of8

obviousness that they put forth in that decision?  9

PROFESSOR MERGES:  It is impossible to know10

what they would do, but I would say it is very likely11

that they would implement a minor course correction on12

Federal Circuit doctrine by citing Graham v. John Deere,13

and by in effect saying it is not dead.  Do you see what14

I am saying?  Let me give you an example.  Graham v. John15

Deere talks about the objective factors and it talks16

about the rationale for Section 103.  Implicit in that, I17

think, is a rejection of some of the more extreme Federal18

Circuit cases on the so-called suggestion test.  I think19

you could say that that is inconsistent with Graham.  The20

motivation test?  It is not in there.  And this is not21

even to talk about the secondary factors which the22

Federal Circuit has elevated from the fourth23

consideration which may be considered into sometimes the24

most important consideration, right?  So there is a lot25
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in Graham v. John Deere which is still on the books -- it1

has never been overruled -- that you could argue the2

Federal Circuit has slowly deviated from.  That is all I3

am saying. 4

MR. COHEN:  Okay.  The other general question I5

had, I think, springs from some of Justin's comments.  We6

know his views.  He was talking in terms of the one-size-7

fits-all issue.  I am wondering what the various panels8

think about, whether there is any likelihood to tailor9

substantive patenting criteria to better account for10

differences between industries.  Anyone have thoughts on11

that?12

PROFESSOR FARRELL:  Well, yes, of course13

implementation issues are going to be important, but let14

us remember, as I said earlier, you have to treat the15

system as a whole.  And to, say, pay attention to facts16

about the industry, facts about the proposed patent, does17

not mean that some patent examiner has to do it. It might18

mean that a court might do it later.  Which of those19

makes more sense or whether neither of them makes any20

sense has to be evaluated in a holistic way and not just21

thinking about an overworked Patent Examiner. 22

MR. COHEN:  Okay.  I would like to spend our23

remaining time going through some of the individual24

elements of the patenting decision.  Perhaps the place to25
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start would be with patentable subject matter.  We have1

heard about a number of improvements that have been made2

in the area.  I would like to throw a question to3

Professor Merges and ask if you are still seeing before4

your breakfast some patents that surprise you in this5

area?6

PROFESSOR MERGES:  Yes.  He is referencing this7

article, the best part of which is the title, "As Many as8

Six Impossible Patents before Breakfast," it is called --9

Alice in Wonderland.  To tell you the truth, it is hard10

for me to evaluate that kind of thing.  I have not done a11

systematic empirical study. I believe what I hear and I12

also know that, in general principles, the number of poor13

quality patents in any field is going to go down over14

time.  That is fact because as the prior art builds up,15

and as the patent prior art particularly builds up, it16

simply becomes impossible to sneak pitches by the batter. 17

I mean, they are going to be clobbered.  But I will say18

this, I think the statistics that John is talking about19

are extremely important because they show that, first of20

all, patent scrutiny is a policy variable and it is21

something that we can change, number one; and two, if it22

is true that the "second pair of eyes" proposal is23

working, then it seems to me that it is the kind of thing24

you might want to try to duplicate in other fields.  Let25
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me just say you can always point to bad patents.  And one1

of the things that drives that is, you know, in any2

organization with 3,000 employees, I mean, if I were to3

say, "Who here in Berkeley is doing the worst research4

today," I would include myself, so I might be a candidate5

on any given day, many days.  You can find some stuff. 6

And they used to do this -- they used to give the Golden7

Fleece Awards for really ridiculous stuff.  And it does8

not mean that the whole enterprise is shot to hell.  What9

it means is, you have got some bad apples.  So the kind10

of Greg Aharonian, "Let's elevate last week's worst11

patent to a kind exemplar of the system," that does not12

necessarily work for me.  When I see systematic studies13

that show the number of prior art references cited as14

going up, that makes me a little more confident.  I don't15

know if that really answers the question or not. 16

MR. COHEN:  Let us turn to a key factor, non-17

obviousness.  We have heard a bit about a possible "but18

for" standard.  I am wondering how the panelists feel the19

patent system in an ideal world would deal with20

inventions that result as a fairly mechanical natural21

evolution of what has gone before, such as where an22

inventor need only try each of a limited array of23

possible choices until one succeeds.  John?24

MR. LOVE:  Well, first of all, I forgot to25
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mention, I am still waiting to hear about my pay raise. 1

There are several principles around 103 and non-2

obviousness that come out of court decisions.  And if we3

are talking about routine examination or something that4

would be obvious to the one with ordinary skill in the5

art, we have principles that generally cover those6

situations.  I do not think we give out improvement7

patents to contributions that are routine or would be8

readily obvious to the one with ordinary skill in the9

art.  So I think we do have an inventive test as it is in10

103 right now.  I am certainly, I guess, very reluctant11

to want to introduce any time of economic test into this12

whole question of obviousness.  I think you really are13

introducing another level of uncertainty and complexity14

that I, for one, would not be comfortable giving to15

examiners.  And to suggest that we should have different16

standards on obviousness depending upon the nature of the17

invention, again, I think would introduce another level18

of uncertainty and just very difficult standards and19

legal tests to apply in an area right now that, of20

course, is very difficult for the examiners.  And in most21

cases, that is the ultimate question that they have to22

resolve, this "Whether or not this improvement or the23

differences between the prior art and what the invention24

is is in fact obvious?"  And of course there are whole25
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textbooks full of law that deal with that question and1

what factors do tend to indicate obviousness and what2

factors do not. 3

MR. COHEN:  Professor Farrell?4

PROFESSOR FARRELL:  Well, I think, you know,5

obviously obviousness is somewhat case-specific.  It does6

worry me when I read about firms who are worried that7

something that they have been doing for a long time might8

get patented by somebody else.  As Rob points out, you9

cannot judge a system by its dysfunctions entirely, but10

it does hint that it might be too tempting to try to11

patent something without really checking to see whether12

other people are doing it.  And it might be too painful13

for somebody who has in fact been doing it for years to14

get the courts to dismiss a patent that might result from15

that.  I do not know what specific policy changes that16

might push us towards, if indeed it is a broad worry and17

not just a few bad cases, but I think it is something to18

worry about if people are systematically worried that19

something that the industry is doing or that they have20

been doing for a long time might get patented by somebody21

else.  That is a sign of real trouble, I think.  22

PROFESSOR HUGHES:  I just wanted to go back to23

something that Professor Merges had said, talking about24

petty patent systems and Jerry Reichman's writing about25
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subpatentable innovations.  That may be a genuine way to1

permit one to retain or improve the threshold of non-2

obviousness, by having a petty patent system of some3

sort.  And the reason I find that appealing as an idea4

over the long-term is it is actually politically viable5

too.  If you tell the patent buyer they will have6

something new to sell, you actually might make it happen7

as a matter of law.  So that might be a way actually to8

protect the system by creating a smaller form of property9

right.  10

PROFESSOR MERGES:  Bill, just one quick11

addendum, which is tangentially related to the12

obviousness question.  There is an important policy issue13

floating around in this area that has not gotten enough14

attention and that is the fact that sometimes there is15

one firm that holds a key piece of prior art that could16

invalidate another firm's patent.  And I do not have good17

evidence of it, but I know there are very strong18

incentives for those two entities to collude and, in19

effect, for the patentee to buy the right to suppress a20

key piece of prior art.  And this is really a gap in our21

law because if you have two patentee's settling a case,22

then the antitrust folks can get involved, but if you23

have two patent applicants settling an interference,24

Section 135 requires them to file with the office a25
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record of their agreement.  But here is a case which1

falls into that kind of gray area where a private deal to2

suppress a prior art does not seem to have any public3

policy review, even though it can have the same economic4

consequences as an interference settlement or even a5

patent license, and in some ways can be even worse in the6

sense that it is a private deal that preserves the7

validity, the technical validity, of a property right8

that is actually invalid.  And I just throw this out9

because I think it is the kind of thing that, if the10

antitrust authorities want to really more deeply11

scrutinize the patent system, it is the kind of thing12

that they need to be looking at and they need to figure13

out a kind of legal hook that would allow them to get14

involved in deals like that.  I think they are going to15

become tempting for patentee's, and for all I know they16

go on all the time now.  It is just kind of a gap that I17

have thought about and I guess in some sense am worried18

about.  There is a literature now that is coming out in19

economics on the whole business of strategically20

destroying your competitor's ability to patent.  And it21

is only a short step from that literature to the22

proposition of, "Well, what is the value to you of23

preserving your patent?  Why don't I just sell it to24

you?"  And when I looked into this, I was surprised to25
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see that there is no existing legal theory that would1

say, That is wrong, you can't do that."  There are some2

general principles that you might invoke, but no legal3

rule.  Anyway, it is kind of worrisome -- maybe just4

worrisome to me, but I wanted to throw it out to you. 5

MR. COHEN:  Let's take up enablement for a few6

minutes.  I think I will direct this back to Rob, who7

will not get off so easily.  From his last presentation,8

he framed the issue in a very interesting way, he asked9

the question, "How many future options should an10

innovator be granted?"  And I think I am going to ask him11

to try to answer that or to give some thoughts on that,12

and maybe any of our panelists might want to comment on13

how we should deal with settings where it is difficult to14

tell early on just how much has actually been enabled.  15

PROFESSOR MERGES:  Okay.  Let me set the16

context here first.  When an inventor wants to get a17

patent property right, there are two major constraints on18

how broad it can be.  There is the prior art, and that is19

what we have been talking about, and then there is the20

enablement doctrine which says, "Even apart from the21

prior art, or not specifically with reference to any22

particular piece of prior art, how significant is the23

contribution you have made?  How many embodiments have24

you really taught us are viable based on the work you25
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have done building your prototype or in the lab?"  So the1

idea is, when you file for a patent, usually you have2

something that is kind of a working model.  And3

enablement says, "How far beyond the working model can4

your property right go?"  And when I am teaching this to5

my students, I always talk about expansion points.  How6

can you change this feature or that feature, the7

materials, as many perimeters of the product or object as8

you can to broaden the property right?  The legal test is9

that you can expand it all the way until someone who10

tries to build your product based on your patent11

specification.  It would have to engage in undue12

experimentation.  As long as they do not have to engage13

in undue experimentation, even though you have not14

specifically taught how to build something, you have15

enabled it.  Okay?  So the law permits a fairly broad16

range of expansion points in an invention, limited only17

by this undue experimentation.  And again, this is apart18

from the prior art restriction on your scope.  This is19

just the enablement point.  Having said that, there is20

really a trade-off involved in enablement and the courts21

have been somewhat cognizant of it.  On the one hand, you22

want to award somebody, again, to invoke this "but for"23

notion; there are a lot of inventions that are going to24

follow on that you may be in some sense the cause of. 25
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Now you cannot go too far because there are many of those1

future inventions that, although you helped cause it,2

will contribute so much value on their own that you do3

not want to cover it with a property right.  And so we4

have looked at this balance in the law of saying, "How5

much have you taught us compared to what we knew before?" 6

In a rough sense, "How many of the downstream things that7

you cause should you get compensated for, should you get8

a piece of, basically?"  And the way the legal test works9

is it is pretty rough and ready.  But here is an area10

where we really do have different patent standards for11

different industries because, in the so-called12

predictable arts, you typically get a broader scope of13

coverage because mechanical things are predictable.  In14

the so-called unpredictable arts, you get a smaller15

scope.  And you can translate this roughly into sort of a16

cost function and say, "Where it is more costly to build17

on old inventions, we are going to restrict the property18

right.  And where it is less costly because it is more19

predictable, we will give a broader right."  Okay?  And20

by the way, if you take that Article 27 argument too far,21

and this is a perfect example, many features of our22

system do not make sense, and I think it is pretty clear23

that that Article 27 principle, just like the principle24

of equality in Constitutional law, cannot be taken to25
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some kind of logical extreme.  There are all kinds of1

industry variations which flow out of the nature of the2

technology in the industry.  So anyway, this is the well-3

understood model that explains, you know, what enablement4

is all about.  But I just want to point one thing out5

which is, on the flip side of that, there is another6

consideration and that is that when somebody has built a7

prototype and has developed something in the lab, if the8

law of enablement requires them to do a lot more lab work9

in order to get a broad claim, that may actually not be10

pushing them in the direction that we want to, which is11

to say once they have established this thing as workable,12

it might be better for us if they went on to the next big13

thing instead of filling in the gaps so that they would14

be meeting the legal test to get a broad claim.  In other15

words, if the extra expenditure of dotting your 'i's and16

crossing your 't's that is required by a rigorous17

enablement standard is not worth it -- if that is not the18

next best use to their money -- then enablement is not19

working right.  So that is kind of the flip side.  Having20

said that, I think enablement is a body of law that works21

pretty well.  I think the enablement test as applied in22

the patent office, although it never set out to23

consciously capture important economic variables, I think24

when you look at it in the big picture, it works pretty25
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well.  And the example of predictable vs. unpredictable1

arts is a good one.  Nobody said, "Gee, what kind of2

invention do we want to stimulate?"  Nobody read the3

American Economic Review when they came up with the test4

of enablement.  But in a rough and ready sense, it5

achieves, I think, the right sort of balance.  It is also6

the kind of thing that I think inherently is going to7

vary industry by industry because of the nature of the8

legal test.  And it is an example of what you might think9

of as sort of the common-law flavor of the patent system. 10

And here is a plug for the one-size-fits-all system. 11

Inside of a one-size-fits-all system, there is a lot of12

room for law-making and variability.  When you try to13

codify it and make it explicit, if we were to try to get14

Section 112 expanded to codify predictable and15

unpredictable, the lobbyists would come forth and16

Justin's former nightmare world would come to be, and it17

would become a huge morass.  And this is an argument in18

favor of leaving some things over there in the vague,19

general standard, common-law world.  So I have answered20

your question with a very long winded answer and I am21

sorry, but it is complicated.  22

MR. COHEN:  We think we heard early on from one23

of our speakers in Washington that there is a presumption24

of enablement in the PTO and that sometimes evidence that25
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something does not work may be hard to find since1

failures do not necessarily get published.  We heard that2

there are presumptions on various other factors which3

tend to put at least a burden of establishing a prima4

facie case on the examiner.  I know there are some5

economic literature on burdens of proof suggesting6

sometimes who should get their burdens.  Does anybody7

have any comments on the presumptions that prevail8

without our system?  It's not triggering any thoughts. 9

What I am getting at is the possibility that sometimes10

you want to try to fashion your presumptions in a way11

that the burden is on the party with greatest access to12

the necessary knowledge.  Does that trigger anything? 13

Joe?14

PROFESSOR FARRELL:  Well, I think that is right15

and it is all part of evaluating that system as a whole,16

remember.  So if you think about a system where the PTO17

applies a certain standard and then things can go to18

licensing negotiations and then things can go to the19

court system, where in that process does the information20

come?  I think that is a good framework to think of it21

in.  I think you are right about giving the burden of22

proof often to the person either who has the information23

or has the best ability or the most incentive to uncover24

it.  More specific than that, I do not think I could go. 25
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MR. COHEN:  Okay.  We are pretty much at the1

end of our scheduled time.  I think I would like to get2

in just a couple more questions.  Oh, John, go ahead.3

MR. LOVE:  As I mentioned earlier, the way the4

law is written now, the initial burden is on the Patent5

Office to come up with a rejection that is supportable6

under the statute.  Then the burden would shift, if it is7

a prima facie case, the burden would shift to the8

applicant, then, to overcome that rejection.  9

MR. COHEN:  Okay, just my two concluding10

questions.  One of our panelists here in Berkeley, and11

one in Washington also, threw out the suggestion that one12

way the patent law might be improved would be to take13

greater account of experimental use or fair use.  Does14

anybody see any room for developing that doctrine or any15

benefit from using that, or harmful consequences from16

that, approach?  Any reactions?  This is sort of the John17

Barton thinking. 18

PROFESSOR MERGES:  A quick reaction.  There is19

a pretty fair case to be made for it from an economic20

point of view if it is framed right, and that is a21

complicated issue.  It is probably a good example of an22

issue that is best resolved if at all by the Supreme23

Court.  That is to say, every time we try to codify fair24

use in patent law or experimental use in patent law, it25
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becomes a lobbying nightmare and we get legislative1

deadlock.  And I think that is always going to happen in2

that area because there is too many down sides for too3

many companies.  And killing legislation is always a safe4

thing to do if it might hurt you, and it is an easy thing5

to do because that is what our system is designed to do. 6

So I think it makes some sense, but the best place to7

make that pitch might be at the Supreme Court because I8

just do not know if Congress is ever going to codify9

anything that is a robust experimental use exemption.  I10

would not bet on it. 11

MR. COHEN:  Joe. 12

PROFESSOR FARRELL:  Well, I think this may be13

an instance where it is useful to go away from the14

abstract nouns and talk in verbs.  What is it that we15

want people to be able to do that they cannot do in the16

current state of the law?  I am going to guess that what17

you have in mind is people with no contractual nexus with18

the patent holder ought to be able to experiment because,19

that way, promising lines of development might come up20

and they can then contract for the patent holder in some21

way more smoothly or more efficiently than they could22

have done when they were first just thinking about toying23

with the idea.  That then really turns it into a24

statement about when is contracting most friction-free25
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and I think that would probably be a good way to assess1

that question.  I do not know what the answer would be. 2

MR. COHEN:  A final thing I would like to3

explore, and it sort of builds on the idea of looking at4

the system as a whole, is the issue of uncertainty. 5

There could be uncertainty at the level of whether6

patents or patent applications exist.  There could be7

uncertainty at the level of determining early on the8

likelihood of validity or of infringement.  And I am9

wondering if there are any aspects of the system that any10

of you could spot which contribute to or help with a11

better management of an uncertainty.  John?12

MR. LOVE:  Yes, I guess what comes to13

mind, of course, is the 18 month publication part of the14

IPA, which is to be a response to the submarine problems15

of patents.  And I believe our statistics show that16

roughly 90 percent of all pending applications are in17

fact being published under the 18 months so that very few18

people opt out of publication.  So that certainly has19

gone a long way, at least allowing the decision makers20

and the corporations to give them an idea of what patent21

applications are pending and give an indication of where22

the technology is going also.  And there should be some23

kind of a guide as to where to invest resources in your24

R&D. 25
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MR. COHEN:  Other issues within the system that1

might bear on the discussion and could be the operation2

of the Doctrine of Equivalents -- the first to invent vs.3

first to file?  Anybody have any thoughts on how that4

might tie into uncertainty?  5

PROFESSOR MERGES:  Quick one.  I think one of6

the things in favor of the Doctrine of Equivalents as a7

way to adjust patent scope is that it comes later in8

time.  I mean, I think everybody agrees that the idea9

that an examiner would sit there and try to predict what10

the economic impact of each claim in a patent application11

is, that is ridiculous.  The nice thing about the12

Doctrine of Equivalents is, when it comes time to apply13

it, after the patent issues, after the product is14

commercialized, after somebody sees that it is worthwhile15

to infringe, and after we have had some time to develop16

the record litigation, that one of the things in favor is17

it comes later in time where the courts have less18

uncertainty about the development of this technology.  As19

a model of tinkering with the property right as a model20

of when to apply discretion, we could do worse than look21

at the Doctrine of Equivalents.  22

MR. COHEN:  Justin. 23

PROFESSOR HUGHES:  I was just going to echo24

that and say when we talk about uncertainty, it just25
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strikes me intuitively as apples and oranges, differences1

between uncertainty relevant to the after-the-fact grant2

of rights and the scope of the rights vs. uncertainty3

issues which affect the decisions to invest the incentive4

structure for investment ex ante as to someday getting5

rights.  So your first-to-invent, first-to-file issue is6

the ex ante incentive structure uncertainty, whereas the7

doctrine of equivalents is the rights uncertainty.  And8

it just strikes me as -- they are very different9

problems.  I do not have any sorted out all how to10

approach them, but they are different. 11

MR. COHEN:  Okay, we have had a fairly12

compartmentalized discussion.  Before we end, if anybody13

has anything that they were not able to get in at the14

time that they wanted to and they want to get on the15

record?  It looks like we are set.  I want to thank all16

of you.  I thought it was a very fruitful panel.  17

(Whereupon, a brief recess was taken.)18

19
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23

24

25
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AFTERNOON SESSION1

MS. DeSANTI:  Okay, thank you very much.  I2

think we'll go ahead and get started.  One of the things3

that I wanted to say are some thank-yous that need to be4

said.  5

I am Susan DeSanti, I'm Deputy General Counsel6

for Policy Studies at the Federal Trade Commission, and7

we're about to open our last session in a week of8

sessions on business and economic perspectives on9

competition and intellectual property policy.10

None of this would have been possible without11

the help of lots and lots of people, so let me put these12

thank-yous on the record.  First of all, to our many13

Berkeley hosts, Joe Farrell, head of the Competition14

Policy Center at Berkeley; Carl Shapiro, director of the15

Institute of Business and Economic Research; and Peter16

Menell, head of the Berkeley Law & Technology Center.  We17

very much appreciate all of their logistical help.  We18

really couldn't ask for anything more in terms of making19

this all feasible, and not to mention the many20

substantive contributions that come from having an event21

like this in the thoughtfulness capital of the world,22

Berkeley.23

Rich Gilbert also has been an extremely24

gracious host for various events this week, and none of25
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this would have been possible without Bob Barde, who has1

been amazingly tolerant of our invading his office on2

multiple occasions and has always come through whenever3

we've needed anything.4

I also very much want to thank Mike who is5

right now doing his job, Mike and the other audio-visual6

guys who have helped us put all the presentations up and7

made things run smoothly on very easy basis.  Our8

colleagues at DOJ, Carolyn Galbreath, Frances Marshall,9

K. B. Leich, Sue Majewski and Pam Cole have been around10

to help us out and to ask interesting questions and keep11

us all in a learning frame of mind, and so have our12

colleagues from the PTO, Ray Chen, John Love and Bridget13

Quinn who have contributed to these sessions.14

From the Federal Trade Commission I need to15

thank Commissioners Leary and Thompson, who joined us16

this week; Bill Kovacic, General Counsel of the FTC, has17

been amazingly supportive and this never would have18

happened without his support; and finally, my staff, Bill19

Cohen, Michael Wroblewski, Hillary Greene, Mike Barnett,20

to my right, and two people who haven't been able to be21

here this week, Robin Moore and Matthew Bye.  All of them22

have pitched in and put together astoundingly brilliant23

panels, and one of which we have this afternoon.24

I thank all of you for coming.  And my final25
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thanks goes to Professor Sherman Shapiro, who has been1

our constant and congenial companion this week and a2

delight to meet and get to know.3

So with that, we will now go into our final4

panel, which is Business Perspectives on Competition and5

Intellectual Property Policy for Hardware and6

Semiconductors.  What we plan to do here, let me give you7

a brief outline, I'll introduce each person, going around8

and asking each one to give us some sense of their9

business and perspective that they bring to the table,10

their business perspectives.  Then I will ask Professor11

Hall, I'll introduce her and then ask her for some12

observations which she's learned in recent research, and13

we'll move into presentations and then we will move into14

the discussion format, and we'll take a break sometime15

between 2:30 and 2:45.16

So with that, let me start with Fred Telecky,17

over on my right, who is the Senior Vice President and18

General Patent Counsel for Texas Instruments,19

Incorporated.20

Fred.21

MR. TELECKY:  Thank you.  Last time I --22

MS. DeSANTI:  Could you -- I would -- I should23

ask everyone to speak directly into the microphones. 24

Thank you.25
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MR. TELECKY:  Yes.  Texas Instruments is a1

semiconductor company, which means we make integrated2

circuits, we service the wireless and communications3

industries and we're proud of our digital signal4

processors, our analog kinds of chips, and our mixed-5

signal chips.6

And last time I looked, I didn't look today,7

we're about an $8 billion company.  That's been going up8

and down, mostly down this last year or so.  But we've9

done a lot of patent licensing in the past, probably, oh,10

starting around 1986, we sued something like 10 mostly11

Japanese companies, if you'll recall.  The Japanese were12

pretty much taking over the semiconductor world back then13

in ‘86 and we sued a number of them in the ITC and14

various district courts, and included some Korean15

companies, and we won there and that started our patent16

licensing program off.17

And our objective at that time was to get what18

we considered to be a fair return on our R&D investment. 19

And since then we've kept up patent licensing for -- with20

the same objective.21

MS. DeSANTI:  Thank you.22

Next is Joel Poppen.  Joel is Director of23

Patent Litigation and Licensing at Micron Technology,24

Inc., in Boise, Idaho.  Before joining Micron, Mr. Poppen25
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practiced at the law firm of Brown & Bain in Phoenix,1

Arizona, focusing on technology litigation and related2

counselling.3

Joel.4

MR. POPPEN:  Micron's a memory company.  We're5

headquartered in Boise, Idaho.  We do DRAM, SRAM, flash6

and other specialty memories.  We've moved up chart in7

terms of our patent production and very proud of our8

innovative process.  We now have fabs and facilities9

around the world, so we're a global player, but the only10

US maker of memory.11

MS. DeSANTI:  Thank you.12

Next we have Julie Mar-Spinola.  She is Chief13

Litigation and Intellectual Property Counsel for Atmel14

Corporation.  Before joining Atmel, Ms. Mar-Spinola was15

Special Counsel at the law firm of Heller, Ehrman, White16

& McAuliffe in Palo Alto, specializing in patent17

litigation, licensing and counselling and particularly in18

the computer and semiconductor arts.  She has also taught19

patent law as an adjunct professor at Santa Clara20

University School of Law.21

Julie, if you could just say a little bit about22

your company, we would appreciate that.23

MS. MAR-SPINOLA:  Sure.  Good afternoon.24

Atmel Corporation is headquartered here in San25
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Jose, California, but it is a global company.  We1

manufacture nonvolatile memory devices, wireless products2

and a variety of blue-tooth devices, and we have3

foundries throughout Europe and in the United States, in4

particular Colorado Springs, and design centers5

throughout the United States and the world.  6

Atmel has a small patent portfolio compared to7

some of the representatives here, and we're one of the8

few companies, I think, that doesn't go out and make our9

portfolio a revenue-maker.  So I'm here to provide input10

from that perspective.11

MS. DeSANTI:  Thank you.12

Next we have Steve Fox.  He is the Associate13

General Counsel and Director of Intellectual Property at14

Hewlett-Packard Company.  He's also past President of the15

Association of Corporate Patent Counsel, a board member16

and executive committee member of the Intellectual17

Property Owners Association and a board member of the18

National Inventors Hall of Fame Foundation and he has19

also published widely in the area of intellectual20

property.21

Mr. Fox.22

MR. FOX:  Sounds like you've got it all in23

there.24

HP started about 63 years ago in a garage.  At25
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that time it was primarily a test-and-measure company; we1

spun off that piece of the business in 1999 to Agilent,2

and today what we do is enterprise computing, printing3

and imaging, information technology services and4

infrastructure solutions.5

Just recently we announced that last year we6

filed on a worldwide basis 5000 patent applications, so7

we are a big customer of the patent offices around the8

world.9

MS. DeSANTI:  Thank you very much.10

Next is Desi Rhoden.  He's President and Chief11

Executive Officer of Advanced Memory International, a12

not-for-profit corporation focused on the coordination13

and promotion of standard memory technologies and the14

infrastructure required by the memory industry.15

Mr. Rhoden.16

MR. RHODEN:  Thank you.  Advanced Memory17

International was created to facilitate, negotiate,18

mediate, whatever is required, all of the people that are19

involved in memory, DRAM and whatever else, primarily20

DRAM in recent years, and it requires the facilitation21

and coordination of an awful lot of companies, and, of22

course, there's an awful lot of IP involved in all of23

that, and that's why I'm here.  Thank you.24

MS. DeSANTI:  Thank you.25
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Next we have Robert Barr.  He is Vice-President1

for Intellectual Property and Worldwide Patent Counsel2

for Cisco Systems in San Jose, California.  In fact, he3

started Cisco's patent program in 1994 and has since4

built a portfolio of over 700 issued patents and over5

2000 pending patents.  He has degrees in electrical6

engineering and political science from MIT and a JD from7

my own alma mater, Boston University School of Law.8

MR. BARR:  Thank you.  Cisco makes networking9

equipment.  We started in 1984 making equipment, routers,10

to connect the many different types of networks that11

existed at colleges and businesses then.  We've expanded12

since that time into enterprise levels, switching and13

networking products and beyond data into voice and video. 14

We now make telephones.  Thank you.15

MS. DeSANTI:  Thank you.16

Next we have Peter Detkin.  He is Vice-17

President for Legal and Government Affairs and Assistant18

General Counsel of Intel, where he oversees Intel's19

patent practice and competition policy departments, among20

other things.  Before joining Intel, Peter was a partner21

at the law firm of Wilson, Sonsini, Goodrich & Rosati in22

Palo Alto.23

MR. DETKIN:  Thank you, Susan.  Intel is the24

world's largest semiconductor company with between 25 and25



658

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

30 billion dollars in revenue.  We were founded by a1

gentleman who is the co-inventor of the integrated2

circuit which, of course, is the sine qua non of all of3

Silicon Valley.  Since that time, Intel engineers have4

invented and been responsible for such important5

inventions as the microprocessor, the DRAM and the EPROM,6

so as you can imagine, throughout Intel's history,7

intellectual property and patents in particular have8

always been very important to the company.9

MS. DeSANTI:  Thank you.10

And finally, we are lucky enough to have11

Professor Bronwyn Hall who has agreed to participate12

twice with us this week.  She is, of course, a Professor13

of Economics at the University of California, Berkeley,14

and a Research Associate of the National Bureau of15

Economic Research and the Institute for Fiscal Studies in16

London.17

We've asked her to give us some brief synopsis18

of her recent research in this field to help us set the19

stage for the discussion.20

Professor Hall.21

MS. HALL:  Thank you.  I should explain that22

one of the reasons we're operating in the order we are is23

that I teach at this institution, and in particular I24

teach a hundred undergraduates between 2:00 and 3:30 on25
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Thursday, so I'm going to have to leave, which is too1

bad, because I'd like to hear all the other2

presentations.  But hopefully they will turn up on slides3

somewhere sometime.4

One of the things that Susan didn't mention5

because I probably didn't put it in the bio is that I6

have a small career as a software entrepreneur, too.  I7

have a very small niche product, a software firm, which8

I've had for the last -- product's been in existence for9

about 30 years now, has been evolving, which means that I10

have actually been on the fringes of the software11

industry for a long time and watched it evolve.12

I, of course, have been a big hardware user,13

but not a producer.  Actually the software industry in14

any case evolved from the copyright towards patent.15

Now what Susan asked me to do, I think, will16

make sense for some people here, but for the speakers17

they're going to be familiar with this story, I think. 18

The research that I'm going to want to describe just19

hopefully in three minutes is research that I did jointly20

with a former student from this institution, from the21

Haas school, Rosemarie Ziadonis, who is now an assistant22

professor at the Wharton school, and the research was23

prompted by two observations.  We started it about three24

years ago.25
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It was prompted by observing that the1

semiconductor industry had a patenting rate per R&D2

dollar which doubled over about 10 years.  In other3

words, the patenting rate had gone up enormously between4

1985 and 1995.  That was at the same time that we had5

evidence from a survey conducted by another person who's6

testified at these hearings, Wes Cohen, at Carnegie-7

Mellon, and his co-workers, Richard Nelson and, I think,8

John Walsh was involved, and they had a survey which,9

among other things, reported that the semiconductor10

industry R&D executives were saying that patents were not11

important for securing the returns to research and12

development.  Lead time was much more important, and all13

the other things that we know are important, learning14

curve and so forth.15

And this had not changed between the survey16

that they conducted, that Wes conducted with Rick Levin17

and various other people, in 1984, the survey that they18

conducted in the mid-'90s.  And this puzzled us.  And so19

we went out and we talked, typically to either the20

general patent counsel in the case of a large firm or the21

CEO in the case of a small firm, to a small sample of22

firms in the semiconductor industry, most of them in23

Silicon Valley; not all, but most of them, because we're24

here and it was easier to go down there to talk to25
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people.1

And the interesting thing was that even with a2

small sample we got the same story from everybody, so it3

convinced us that we didn't need to talk to 50 people;4

talking to a few people was just as good.  The story, the5

interpretation, one's feelings about it may vary6

depending on which side of the story you're on, but the7

sense of the story was the same, which was that firms8

were increasing their patenting rates because they felt9

threatened by the potential of being sued because they10

were using a piece of technology that was patented by11

another firm and because they were in a position where it12

was very costly for them to shut down a fabrication plant13

even for a short time.  I can't give you figures now, but14

I'm sure people around this table know what those figures15

are.  It's an extremely costly thing to build a16

fabrication plant and so you can imagine that not being17

able to use it or not being able to use part of it for a18

period of time is very costly to any firm that's19

operating such a plant.20

And they were extremely concerned by two21

demonstration effects.  The first one was the one that22

Fred just mentioned, which was that they observed Texas23

Instruments's strategy of exploiting its, and earning24

revenue from its, patent portfolio, and they were very25
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concerned because Texas Instruments naturally holds a1

number of good patents in this area.  So they were2

worried that they might get a phone call and not be able3

to negotiate a cross-license to use the Texas Instruments4

technology unless they had patents themselves with which5

they could engage in some kind of barter activity.6

And the second demonstration effect, which I7

think in some ways was the one that really caught their8

attention, was the Kodak-Polaroid case.  Even though that9

wasn't in their industry, they saw the injunction and the10

shutdown of the business, of Kodak's instant camera11

business, and that really scared them, because that was12

much more expensive than just having to pay past13

royalties.14

They, more than one of them, used a term which15

I gather has been used here in these hearings already by16

the software people, mutually assured destruction. 17

Basically we pile up a lot of patents because the other18

guy has a lot of patents and that, when we, if we, do get19

threatened, we can engage in a cross-licensing20

negotiation.21

What I'm doing is essentially telling you22

economic history, I'm telling you what happened to the23

industry in the last 15 years.  Your interpretation of24

whether this is good or bad will depend a lot on where25
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you stand.  And I think I'm not going to take a position1

here, other than to point out that what it tells you is2

that the traditional economic use of patents, which I3

tried to sort of hint at on Tuesday and many other4

speakers did, too, is probably not the salient reason why5

people are applying for patents in this industry now.6

It's protecting their own research.  It's a7

defensive purpose rather than an offensive purpose, is8

another way to say it, okay.  But I'm looking forward to9

hearing what other people have to say about this, because10

I --11

MS. DeSANTI:  Thank you --12

MS. HALL:  -- have different views.13

MS. DeSANTI:  Well, we always hope for14

different views.  Makes things very lively.15

All right.  We would like to start with our16

presentations now, and Peter Detkin, I'll ask you to17

start us off, please.18

MR. DETKIN:  Thank you, Susan.  Actually, this19

will be an interesting segue to what Professor Hall was20

just saying.21

I was very honored when the FTC called and22

asked me to testify here.  Susan at least started by23

saying it was because of my almost 20 years of experience24

all of which was devoted to counselling semiconductors25
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companies both large and small, starting with small1

startups, and now Intel, a very large company.2

But then I found the real reason was because3

she said you have 10 minutes to cover the entire4

semiconductor patent landscape and I'm noted as someone5

that can talk really fast.  So I'm going to do as much as6

I can, but this really will be a survey, which is why I7

call it a semiconductor patent survey, and I'm from New8

York, I had coffee, let's see how far we go.9

So I mentioned Intel's history when I first did10

the introductory remarks.  Intel today has over 80,00011

employees with facilities around the world.  We spend12

several billion dollars, that's billion with a B, in13

research and development each year.  So with that as a14

background, we have all these employees out there and15

they're all inventing at a furious rate.  The question16

naturally comes up, what should Intel be patenting.17

Very simplified, here's some of the criteria we18

look at.  Most companies will look at the first three and19

stop:  Is it patentable?  Is it something we're doing? 20

And is this significant improvement?  That's great if21

you're going to sue yourself, but at the end of the day22

the whole reason for patents is to assert them against23

others; otherwise, you're just spending thousands of24

dollars on a very pretty piece of paper that the25
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engineers will like but it won't do the company any good1

and shareholders won't be particularly happy.2

So bullets four and five there are very3

important.  Is this a patent that's easily designed4

around?  How detectable is it?  Process patent, that is,5

the process for making a semiconductor for those of you6

who know, it's an enormously complex task involving7

hundreds of thousands of steps and it's very hard to tell8

from the final product how that product was made.  So a9

process patent is of limited value.  Some of them are10

enormously valuable.  One of Intel's most valuable11

patents, it's expired, was one owned by Gordon Moore on a12

method for manufacturing semiconductors by melting glass13

and it was probably our single most valuable patent for a14

long time.  But we have a whole bunch of patents that15

today are useless because you simply could not tell, I16

couldn't tell if TI were using this process if my life17

depended on it.18

You also have to look at whether I can police19

this.  And finally, it takes patents two and a half years20

to get through the Patent Office, for some of the more21

complex ones, and design wins start early on in the22

process; maybe the whole thing will be obsolete by the23

time the patent issues.24

So after you go through these criteria, at the25
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end of the day, we still consider the successful1

disposition.  We may choose not to patent; we'll maintain2

it as a trade secret.3

How many patents is enough?  Well, the answer4

is 15, because I daresay that even an extraordinarily5

active licensing program, you know, it still doesn't cite6

more than 15 of their patents in either licensing or7

litigation in any one year.  The problem is you have no8

idea which 15 are going to be the most important ones9

five years from now.  That's why I say that omniscience10

is desired, but I've not been blessed with it; I don't11

know of any who has been.  So you have to try and do your12

best to figure out which are going to be the most13

valuable patents, but at the end of the day you end up14

filing on -- you heard the number from Mr. Fox -- what15

was it, 5000 this year around the world.  It's a constant16

balancing of where the products are going to be made,17

who's going to be making them, who's going to be selling18

them.19

For example, there's no reason for me to file,20

again, a process patent in, for example, Italy, where21

there are very few fabs.  So if I have competitors who22

have fabs, that's a manufacturing facility for a23

semiconductor, those tend to be more in certain parts of24

Europe or in Asia, that's where I'm going to focus my25
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process filings.  However, my chip sets or my processors1

or the DSP chips that TI -- DSP patents that TI files,2

will be focused on, I imagine, where their competitors3

are.4

Just some numbers, Intel has -- these are as of5

the end of 2001 -- we had approximately 5500 patents,6

that's US, in our portfolio.  This will surprise a lot of7

people but those billions of dollars in R&D we spend are8

not just semiconductors -- surprise -- not just9

processors, all sorts of technology.  We have, in fact, I10

think, three times as many operating system patents as,11

for example, Microsoft.  We have a thousand foreign12

patents and we issued about a thousand in ‘01.13

Professor Hall mentioned the patent thicket. 14

Here's putting some numbers to it.  You can see the ramp15

in semiconductors that took off about in ‘85 which is not16

coincidentally when TI went on its licensing kick, and17

you can see how compares to aerospace and drugs.  Putting18

some more numbers to it, we've done some analysis and a19

lot of this, I believe, can be found in some of Carl20

Shapiro's recent writings, you will find that there are21

more than 90,000 patents generally related to22

microprocessors held by more than 10,000 parties.  When23

you consider that Intel is really a semiconductor company24

and we have a lot of system revenue as well, if you look,25
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up close to a half a million patents, these are active1

patents, by the way, held by more than 40,000 parties. 2

And the fact is that design houses, that's companies that3

do nothing but design technology and patent, are4

proliferating.  The cost of entry into the semiconductor5

business is very different today than it used to be. 6

Why?  Because you don't have to build your own fab.7

There are a lot of fabs out there.  These are a8

foundry, they do foundry work, companies like TSMC and9

UMC who will take your design.  20 people in a garage can10

come up with a really cool design, go to TSMC, a company11

in Taiwan, and manufacture and sell this product.  They12

don't have to invest in fab, they don't have to invest in13

process technology.  Will they get the latest cutting-14

edge technology?  Not necessarily.  Do they need it?  No.15

So they can really get into the semiconductor16

business and get patents for a fairly low cost of entry. 17

What's the conclusions from these numbers? 18

There's an unavoidable overlap of IP.  There's only a19

certain amount of ways that you can connect transistors20

together in new, unique and nonobvious ways, and people21

are tripping over each other's patents right and left.22

We'll get back to that in a second.23

But then the question is, okay, you got all24

these patents, what are you going to do with them?  Well,25
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you have three choices:  license, litigate or do nothing,1

hang them on your walls.  Doing nothing is equivalent to2

royalty for your cross-license, but it might be3

strategically the right thing to do.  Professor Hall4

mentioned mutually assured destruction.  Well, again, I'm5

here to testify that those exist in our industry.  It's6

sometimes it's the right thing to do, it's not always the7

right thing to do, but at the end of the day you only8

have these three choices.9

When to license also comes down to three basic10

considerations.  This is actually very simplified, but11

again, I have 10 minutes and even at my speed it's not12

that much.  But at the end of the day for licensing you13

say, "What have they got on us, what do we have on them,14

and who cares?"  Well, one thing that you have to15

consider as importantly as civil law is Moore's Law,16

which basically says that stuff gets integrated, because17

the amount of work that any one semiconductor device will18

do will double over the course of 18 to 24 months.  So a19

classic example is a so-called chip set.  A chip set does20

a lot of functions.  That's what connects the processor21

in your system to the rest of the system, the memory, the22

keyboard, and the monitor, etc., and it used to be that a23

chip set where all those functions were carried out by24

hundreds of discrete devices, you had a lot of devices25
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each of which carried out individual functions.  Well, as1

Moore's Law advanced, as the semiconductor industry2

advanced, that got consolidated onto, first, four chips,3

then three chips and now two chips.4

And you have to think about, therefore, what5

patents do I care about, not only because of the products6

I'm making today, but also the products I'm going to be7

making tomorrow.  So civil law's important.  Moore's Law,8

as with everything else in our industry, is even more9

important.  What that really means is that if you think10

you're tripping over people's patents today, just wait. 11

You're going to be tripping on a lot more, so you end up12

with what is so-called a patent thicket, a term I've13

licensed to Carl Shapiro that you'd have to pay me for. 14

But it really comes down to licensing, comes down to, in15

a very simplified manner like everything else in16

business, a two-by-two matrix.17

On the one axis you have how many relevant18

patents there are; on the other axis is what kind of19

revenue is there.  If a company has a bunch of relevant20

patents and a bunch of revenue, at the end of the day21

they are considered a contributor and we're going to22

license them -- you know, the terms and what's the scope23

of the license, what the balancing payment will be --24

this isn't always the case, but the end of the day, lot25
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of relevant patents, lot of revenue, we're both1

contributors, there'll be a license.2

At the other end of the scale, no relevant3

patents, no revenue, it's a don't-care.  I'm not going to4

pay any attention to those people.  If you have not many5

patents but a lot of revenue, well, guess what, you're a6

target.  That's when TI's going to sit up and take notice7

and say, "Hey, I got stuff on them, they don't have8

anything on me, I'm going to pay attention."9

Then the trouble comes when you have a lot of10

relevant patents, not much revenue.  Those are what are11

either called sometimes extortionists, although I've been12

sued for libel from calling some people that, gold-13

diggers, or my new favorite word is trolls.14

Talking about that in a second, what a troll15

is, according to Norwegian myth, is someone who lived16

under a bridge they didn't build, demanding money from17

anybody who passed by.  So I now have a bunch of trolls18

on my desk.19

So conventional wisdom is that big companies20

will license each other to the detriment of new entrants.21

But you have to remember, as alleged up here, there's an22

asymmetry of risk.  You only need a few patents to put a23

large amount of revenue at risk.  A startup who's been24

working on technology for a long time will likely have25
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some good patents.  They've got a bunch of smart1

engineers working in the lab and you know what, they'd be2

happy to give five percent of their revenue to IBM to pay3

for IBM's patent portfolio in exchange for five percent4

of IBM's revenue.  That's a happy trade as far as they're5

concerned, they don't need that many patents to attack6

IBM's revenue.7

So as a result what you find is that large8

companies -- this is not always the case and I'm sure9

Fred can argue with me on this -- but at the end of the10

day they tend to use their portfolio more to generate11

revenue as opposed to exclude competition, which is the12

kind of romantic notion of patents, and that's the13

example that we see with TI; IBM and Lucent are the same14

way.15

So let's talk about trolls for a second. 16

There's a lot of IP out there and there're a lot of17

entities that exist for the sole purpose of snapping it18

up and asserting it.  They're at the ultimate end of the19

scale.  They have lots of relevant patents and no20

revenue.  I cannot attack these people, I can't threaten21

them.  Just even a small company, strategically they22

don't want to be shut down by Intel, so even if they are23

threatening more revenue than I can threaten,24

strategically it's a match.  We could find the right25
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resolution.1

These guys have no threat of counterclaim. 2

It's the ultimate asymmetry of risk.  They're demanding3

billions of dollars in damages against me, and I'm not4

making that up.  You could look at our annual report, we5

disclose it there.  And even better, they demand an6

injunction, which boggles my mind.  That is not what the7

patent system was intended to provide, injunction for8

someone who is not adding anything to the public welfare.9

So we strongly believe that legislative relief10

is required here.  It's something that we are working11

with the SIA.  I'd love to talk about it more in detail12

but I think my 10 minutes are up.  Thank you.  13

MS. DeSANTI:  Thank you very much, Peter, I14

think you did it in just under 10 minutes.15

MR. DETKIN:  Really?16

MS. DeSANTI:  Congratulations. 17

Congratulations.18

MR. DETKIN:  Okay.19

MS. DeSANTI:  Thank you.  Next we're going to20

hear from Bob Barr at Cisco.21

MR. BARR:  Thank you.  The only way I can keep22

to 10 minutes is to read from a prepared statement, so23

I'm going to do that.24

Cisco was founded in 1984 and went public in25
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1989.  Between 1984 and ‘93, the first 10 years of the1

company, they filed only one patent.  It issued in 1992. 2

And by 1994 the company had grown to over a billion3

dollars in annual revenue.  This growth was obviously not4

fuelled by patents, it was fuelled by competition and by5

open, nonproprietary interfaces.  But in 1994 the company6

brought me in to start a program to obtain more patents. 7

Why?  Well, you already know that -- for defensive8

purposes, to have something to offer in cross-licenses9

with older companies who have large patent portfolios and10

use them to obtain revenue and design freedom through11

licensing.12

We filed six patents in 1994.  We were proud of13

that.  We increased each year toward the point where14

we're now filing over 750 patents a year.  We've entered15

into several cross-licenses.  We've been involved in16

several expensive patent lawsuits.  I'm going to discuss17

the relationship between patents and innovation at Cisco.18

We think we're an innovative company, but I19

want to define innovation the way we do.  Our chief20

development officer, Mario Mazzola, and I can't do the21

accent so I'll just do it, defines innovation as follows: 22

"A more efficient and creative way of providing customers23

with products and technology that deliver new levels of24

functionality and services that were previously25
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unobtainable.  Innovation is more than just a new idea. 1

It is about taking a new idea and developing it into2

customer value and positive business impact."3

We've done this.  We've brought products to4

market that help create the internet as it exists today,5

and we've helped change the way people communicate.6

When I said we do phones I meant in addition to7

everything else; we're not down to phones yet.  But8

they're neat, they're on, they're in the war room in the9

West Wing -- that's a Cisco phone.10

My observation is that patents have not been a11

positive force in stimulating innovation at Cisco. 12

Competition has been the motivator; bringing new products13

to market in a timely manner is critical.  Everything14

we've done to create new products would have been done15

even if we could not obtain patents on the innovations16

and inventions in those products.  I should know this. 17

No one's ever asked me, "Can we patent this?" before18

deciding whether to invest time and resources into19

product development.20

On the other hand, they do ask me whether21

anyone else has a patent on a product or feature that22

we're considering implementing.  But despite the fact23

that our products are independently developed, that we24

don't copy from anyone, I can't clear a product or25
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feature and I can't do the right business thing which is1

determine the cost of licensing -- to go out and figure2

out are there patents, are we going to be able to do3

this, and what's it going to cost to get the right4

licenses in place?  Why can't we do this?  Well, first,5

there's the well-known holdup problem -- did you license6

that term, too?7

MR. DETKIN:  I can't take credit for8

everything.9

MS. HALL:  We said it first on paper.10

MR. BARR:  Okay, so we don't know where to11

attribute that.12

The holdup problem, as I understand it, where13

patents issue after the product is in the marketplace and14

a design-around is very expensive, as Professor Shapiro15

notes, is worse in industries where a large number of16

patents have potentially read on a given product because17

the likelihood of stepping on a land mine is so great. 18

I would add that even early publication of19

patents doesn't solve the problem because of the20

uncertainty about the claims that will eventually issue. 21

I'd also add that in addition to the holdup problem, the22

sheer number, which is what we're hearing about, the23

proliferation, sheer number of issued patents in our24

fields makes it virtually impossible to search all25
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potentially relevant patents, review the claims and1

evaluate the possibility of an infringement claim or the2

need for a license.  And the penalty for so-called3

willful infringement makes this a really stupid idea to4

do that kind of research, because there's a penalty5

applied to it if you find patents that later on somebody6

says you infringe.  You can be fined, you can be liable7

for triple  damages.8

So it makes more business sense to assume that9

despite the fact that we don't copy other people's10

products and other companies' products and despite the11

fact we don't derive solutions to problems from patent12

literature, we will be accused of patent infringement. 13

The only practical response to this problem of14

unintentional and sometimes unavoidable patent15

infringement is to file hundreds of patents each year16

ourselves so that we can have something to bring to the17

table in cross-licensing negotiations.18

That's what we've done.  In other words, the19

only rational response to the large number of patents in20

our field is to contribute to it.21

The time and money that we spend on patent22

filings, prosecution, maintenance, litigation and23

licensing could, in my opinion, be much better spent on24

product development and research leading to more25
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innovation.  But instead we're filing hundreds of patents1

per year for reasons totally unrelated to promoting or2

protecting our own innovation, other than protecting our3

right to sell our products.4

Now, it's not so bad.  We'll benefit in the5

coming years from having all these patents to deter6

copying of our products as our industry evolves.  That's7

why patents are so critical, in my view, in other8

industries, such as pharmaceuticals and medical devices,9

because they prevent copying.  But we wouldn't need to10

file this many patents to deter copying.  We'd need11

probably one or two or three for each product on the key12

features, and that's what I think you'll find in those13

industries.  In industries where copying is the issue,14

you'll find a few patents per product, not the kind of15

numbers that Peter's talked about.16

Instead, since our purpose is to create a17

portfolio for cross-licensing, we've had to stockpile18

patents and contribute to a backlog in the Patent Office19

that's reached three or four years to first office action20

in our areas.  In an industry where healthy competition21

makes time to market critical and the pace of innovation22

is rapid and the product cycles are short, that's too23

long to wait for a patent.  The system is in danger of24

destroying itself.25
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Moreover, stockpiling patents doesn't really1

solve the problem of, well, trolls and unintentional2

patent infringement through independent developments.3

MR. DETKIN:  Pay toll.4

MR. BARR:  A toll for a troll.5

If we're accused of infringement by a patent6

holder who doesn't make or sell products or who sells in7

much smaller volume than we do, our patents don't have8

sufficient value to deter a lawsuit or counter the9

licensing fees that they're asking for.  Thus, rather10

than rewarding innovation the patent system penalizes11

innovative companies that successfully bring new products12

to the market, and it subsidizes those companies that13

fail to do so.14

So obtaining patents has become for many people15

and companies an end in itself, not to protect an16

investment in research and development, not to license17

the results of their work to people who actually want it18

and need it, but to generate revenue through licensing or19

holding up other companies that actually make and sell20

products without even being aware of these patents.  I'm21

not talking about, well, individuals or companies in22

particular, but they try to patent things and that other23

people or other companies will intentionally and24

unintentionally infringe, then they wait for those25
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companies to successfully bring products to the1

marketplace.  They place mines in the minefield.2

The people and companies I'm talking about file3

these patents and extract license fees from successful4

businesses.  They play this patent system like a lottery. 5

They gamble that people will infringe these patents6

without ever learning anything from the patentee and7

without interfering with any effort by the patentee to8

commercially exploit their invention.9

The long delays in the Patent Office work to10

their advantage by keeping the eventual coverage of the11

patents indefinite while others produce products.  They12

benefit from the high cost of litigation by demanding --13

I'm sure you're familiar with this one -- demanding14

license fees that just happen to be less than the cost of15

litigation, hoping that people will pay even if they16

don't infringe or if they do infringe it'll be too costly17

to change the product.18

This certainly provides opportunities for19

contingency-fee litigators, for licensing companies and20

consulting firms who claim to help people mine their21

patent portfolios for patents that they didn't even know22

they had.  It hard to see how this contributes to the23

progress of science and the useful arts.24

And that's my point.  The patent system does25
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not exist to protect the rights of inventors as such,1

doesn't really exist to protect any particular interest2

group, doesn't exist to protect what we call intellectual3

property as if it were protectable for its own sake.  The4

patent system exists only to protect the progress of5

science and the useful arts.  If the patent fails to do6

that in certain areas, the cost and negative effects of7

the patent monopoly can't be justified.  Where the patent8

system enables true innovation, true progress, where it9

enables companies to bring new products to consumers in10

circumstances where they otherwise would not do it, or11

where the system disseminates knowledge that others need12

or want, then the system's working, and there's certainly13

examples of industries where it serves these purposes and14

these benefits must be preserved.15

In my experience, not only at Cisco, but my16

prior experience representing a variety of companies, the17

negative effects of stockpiling patents, the consequences18

of interested infringement to independent development,19

the cost of proving infringement or invalidity through20

patent litigation, and the exploitation of the patent21

system as a revenue-generating tool in its own right have22

hindered true innovation and outweighed the benefits.23

Now I was going to say something about24

standards, but I'm told there's going to be another panel25
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on that.  I was thinking about it on the way up.  The1

only thing I want to say is based on day-to-day2

experience, standards are very important to us because3

it's important for our equipment to interoperate with4

other equipment.  To get your e-mail from here to there5

or mine to Peter, it goes through the equipment of many6

different manufacturers and our customers demand no less. 7

They don't want to be locked into a proprietary solution.8

But it's my observation and you can see9

examples, there is a crisis on the ground in the10

standards bodies right now between intellectual property11

rights and standards, and it's a serious crisis that is12

going to immobilize the standards process.  You can look13

at what happened this week in the W3C attempting to find14

royalty-free solutions, and you can look at what's15

happening in other standards bodies, and I'm sure we'll16

get a chance to talk about that.17

Thank you very much for the opportunity to make18

a statement.19

MS. DeSANTI:  Thank you.  I think we will get20

into standards issues later in this panel.21

Next we'll hear from Joel Poppen of Micron.22

MR. POPPEN:  I guess I need the community23

laptop over there from the front table.24

Plenty of memory to go around but apparently25
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not enough processors so they have to use one machine.1

MR. DETKIN:  Want more processors, be happy to.2

(Pause.)3

MR. POPPEN:  I'm going to ask Peter to yield4

whatever remaining time he had left to make sure that I5

get within 10 minutes, I think I'm going to need a few6

extra seconds.  7

Some of the stuff has already been discussed by8

Robert and Peter, so I'll move through it fairly quickly. 9

It may look like this has been coordinated but I assure10

it hasn't, in terms of topics.11

Quickly moving through just a little bit about12

Micron; I didn't anticipate having the chance to talk13

about the company in advance so I included a slide. 14

You'll notice we have about 6600 US patents now, close to15

1700 last year, and the products that we make and sell,16

as I mentioned before, are generally in the area of17

semiconductor memory.18

I want to hit real quick on the semiconductor19

landscape from our perspective.  It certainly is a20

capital-intensive business and I think that's been21

mentioned.  The cost of building and equipping a new fab22

is generally thought to be in the range of two billion on23

up now.  But it's important to keep in mind that it's not24

just a capital-intensive business, it's a people-25
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intensive business.  Semiconductor companies are made up1

of lots of skilled individuals and all of those are2

individual inventors.3

On the technology side, it's worth noting that4

semiconductor companies spend millions, sometimes5

billions every year to update and upgrade their equipment6

in order to stay competitive.  7

On the thicket side, as we mentioned, had I8

known that I owed a royalty on this I certainly would9

have chosen a different word, lots of overlapping patents10

and the rate at which they're growing is growing very11

quickly.  It's worth pointing out, I think, that these12

are very complex products; hundreds, thousands of patents13

cover a single product.  And that's particularly14

important when you look at patent infringement litigation15

where a single patent can be asserted against a product16

but knowing that there are hundreds or thousands of other17

patents that may cover that product.  And I've mentioned18

a number of different areas here that potentially cover19

semiconductor products.20

As has been mentioned before, cross-licenses21

are relatively commonplace within our industry, and on22

the opposite side of that, the lack of cross-license in23

the mutual destruction arrangement.24

Looking at competition and patent law and25
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policy, this is really just a background for what I'd1

like to talk about.  I think the objectives here are2

pretty obvious and we could talk about a lot of issues3

that we might have, but since it's real-world business4

issues and perspectives, I wanted to focus on the one5

that we see as having the biggest impact and biggest6

threat to our business.7

And that's holdup.  And I've tried to8

recharacterize a little bit here what Robert and Peter9

talked about, and Bronwyn as well, in terms of holdup. 10

And this is sort of the definition that I am going to be11

using here when I talk about holdup, and that's really12

someone who exploits the system to hold up innovative13

manufacturers, those who sell and make and sell product. 14

It's using flaws either in patent prosecution or in the15

litigation process to get what I would say is really16

inappropriate leverage as a way of getting royalties from17

manufacturers and sellers.18

I want to cover three different categories.  I19

think they're separate but related, and I'll explain what20

I mean by each of these in turn.  The first is use of21

injunctive threat by what I'm going to refer to here as a22

nonpracticing entity, that is, someone who's not making23

or selling product pursuant to the patent.  24

Patent stalking and standard-setting ambush --25
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we'll spend just a second talking about standard-setting. 1

Starting first with nonpracticing entity holdup, here's2

what I'm trying to get at.  It's the idea that someone3

who's not practicing a patent, is not making or selling4

product, has this incredible lever in negotiations and in5

patent litigation and that is they have a threat of a6

permanent injunction.  They use that threat very7

effectively, I might add, to collect grants and royalties8

from a manufacturing entity like Micron that's in a9

position of facing a threat to its business.10

And the way I've stated it here, either you11

decide you're going to pay or potentially put your entire12

business at risk.  13

It's important to note that in this case, the14

nonpracticing entity is not protecting products here. 15

They're really in the business of collecting money. 16

Their revenue comes from a different source, it comes17

from collecting royalties.18

Now I've listed a couple of examples that I19

think at least potentially fall under this category of20

nonpracticing entity holdup.  The first one refers to a21

collection of engineers, along the lines that Robert was22

talking about, that really are sitting around dreaming up23

patents, knowing that in this game you can then go assert24

those patents against manufacturers of product and25
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collect lots of royalties.1

Moving down, the professional patent assertion2

companies -- that's sort of a very formal way of saying3

companies that are in the business of buying patents or4

recovering patents from bankruptcy who then go out and5

assert those against manufacturers and sellers of6

product.  In some cases, they're doing it on a7

contingency basis.  These aren't inventors, these are8

people who have learned to play the game.  And the rate9

at which companies join this profession goes up virtually10

daily.11

The last one, patent mining, refers to12

companies that assert their portfolios aggressively13

outside of their business.  So the idea here would be14

again that it's a revenue generation in return for their15

patents, as opposed to really protecting product.16

Patent stalking -- what do I mean by patent17

stalking?  This is what is exploiting flaws in the patent18

prosecution system, and I'm really talking about flaws19

here in the policy sense.  I will give you that, what20

firms are doing, for the most part, is allowed under21

existing patent law, under PTO practices.  The question22

is whether as a matter of policy, it ought to be.  And23

the idea here is that it really is the manufacturer and24

the seller of product that's doing the inventing or at25
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least that's what the patentee is looking at.  They're1

monitoring what the companies or industries are doing. 2

They stretch out the prosecution process so that they can3

watch what's happening and secretly tailor their claims4

to cover it.  And then after the company or the5

industry's fully entrenched, they've got product out6

there, there's a big market, that's when they spring the7

patents.8

So there's no disclosure here until well after9

it's already too late.10

Some examples, well, as I mentioned, a lengthy11

process, and here I'm referring to a very aggressive12

process of making sure that you always have a13

continuation alive so that you can amend your claims as14

needed and get the very tailored patent that you think15

you need.  And in fact firms openly admit that they do16

this, that they reverse-engineer products that are out in17

the market and they modify their claims accordingly.18

And that Lemelson, I think that's an example19

that most folks are familiar and certainly those of us at20

the table have seen these sorts of things.21

Standard-setting ambush -- in this case it's a22

firm that either has, already has, IP or in the23

background they're pursuing IP that relates to a standard24

that's being worked on in the standard-setting body. 25
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What happens is that they don't disclose that they have1

that IP.  They wait for the standard to be adopted and2

then even more than that, wait for the standard to be3

implemented within the industry by companies and by the4

industry itself before they spring the fact that they5

have this IP.6

Now because of the lock-in, that is, firms and7

industry having product out there have OEMs that are8

designing it into systems, it becomes very difficult at9

that point to change the standard or design around the10

patent, so here again you have incredible leverage11

because you have a patentee who's got this patent and12

nailed the standard and now that you're far enough down13

the line that it's very difficult to reverse course.14

And here are a couple of litigation examples. 15

I'm not going to talk to the merits of any of these, but16

throw it up for the point that it is an area that's hot. 17

It crosses a number of standards organizations and also18

covers a number of different technologies.19

Okay, so you identify the problem.  I guess the20

logical question is, so what, is it harmful?  Well, I21

would argue that it is.  I think when you look at what22

happens in holdup, you see a dislocation of dollars. R&D23

investment is moving, engineering resources are moving,24

and where are they moving from and to?  Well, they're25
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moving from what I would call an innovative firm that's1

doing design and manufacturing and selling product to a2

patent generation and royalty extraction firm.  It's3

people who are moving because they want to take advantage4

of the game.5

As I think both Robert and Peter mentioned, the6

problem here is that the rewards are going to the wrong7

people.  They're not providing any benefit in the sense8

of patent protection, but they're getting the reward.9

Royalty stacking -- I don't think we mentioned10

royalty stacking today, but certainly has been mentioned11

before.  The idea is that everyone wants a piece of the12

pie.  Well, those pieces keep adding up.  They stack up13

on top of each other and the problem in the holdup model14

is as the model becomes more and more successful, there's15

more and more stacking of royalties on top of it.  16

Well, what happens with that?  Well, it's got17

to be passed along.  Eventually those holdup costs are18

going to be passed along to consumers, so it's through19

higher prices and it's certainly harmful in that respect.20

And I suppose ultimately what could happen is21

innovative firms decide that their only out is to avoid22

the problem, and they move their manufacturing and sales23

operations offshore; although it's not a perfect solution24

I think it certainly does reduce your risk.25
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So then looking at the problem and the harmful1

effects, what about a solution.  Well, okay, here's some2

30,000-foot ideas, and you'll notice we'd call them3

potential solutions and I'll be the first to admit that4

they're not fully thought through and there's lots of5

room to debate and to discuss them, but we think it's at6

least a start.7

Remember the nonpracticing entity is the one8

that has this incredible threat of unilateral injunction. 9

So the idea here is you say, "Well, look, if you were in10

the business to collect royalties, to collect money,11

really you shouldn't have the lever of a permanent12

injunction."  You're not going to be irreparably harmed13

if you don't get an injunction because you're in the14

business of money.15

So if you create this presumption that says16

you're not entitled to permanent injunction, that helps17

mitigate the holdup problem.  At the same time it allows18

balanced litigation.  Now you can actually litigate the19

merits of a patent.  You don't have this threat that20

you're going to get shut down in your business and so you21

can litigate.22

At the same time, the patentee can be made23

whole through money damages and that still allows that24

patentee to prove irreparable harm under particular25
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circumstances.  So it doesn't say you can't get an1

injunction, it just really puts back into the system that2

you've got to show you're entitled to it, that you can't3

be made whole by damages.4

What about patent stalking?  Well, the idea5

here is that there may not be a perfect solution but6

maybe there's an imperfect solution.  And that is, why7

not require patentees to say early on what their8

invention is?  The idea here is to jump on top of the9

publication requirement and say at 18 months you have to10

have your broadest claim.  11

I think this is premised on the fundamental12

idea that an inventor ought to know what his invention is13

and shouldn't have to wait to see what everybody else is14

doing before he describes in the claims what his15

invention is.16

Now the thing with the publication obviously17

there are current exceptions that are problematic because18

not everyone had to publish, so you'd have to fix that19

problem.  You might say, well, the Symbol vs. Lemelson20

case doesn't that fix it, the Federal Circuit21

acknowledging that there's this prosecution laches22

defense.  Well, I guess my answer to that would be really23

what the Federal Circuit said, is that it's a potential24

defense.  The other thing they didn't do is give a whole25
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lot of guidance with respect to when it's going to apply1

from a manufacturer's point of view, any certainty that2

you can rely on with respect to counselling your client.3

What about publication in 20 years, then those4

things go in that direction.  Well, as I mentioned,5

publication has one problem, that is, there are loopholes6

to publishing.  The second problem with publication is7

that it doesn't necessarily indicate the scope of the8

ultimate claims.  In other words, as long as you have9

enough support within the specification you can work10

those claims long after the 18-month requirement.  So if11

you actually do go and look, you're not going to know12

what the claims are ultimately going to be and the13

specification is not really going to help you.14

20-year patent term -- same problem; it may fix15

the long-term submarine problem, but it doesn't really16

help technology companies.  The turnover in technology17

within semiconductor companies is so fast that 20 years18

basically doesn't mean anything.  20 years is more than19

enough time to have continuations pending, get tailored20

claims and assert against an entrenched industry while21

still having patent life left.22

Finally to the standard-setting ambush, well, I23

think some of the changes I just discussed on fixing24

tailored claims certainly will help mitigate standard-25
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setting.  You don't have the time to sit in standard-1

setting meetings to tailor your claims.  You've got to2

have them on file in 18 months.3

I think the other solution is one that's4

already in place -- standard-setting organizations have5

IP guidelines, have IP rules, and certainly they're all6

focused now probably more than ever on those rules and7

guidelines.  I think this is really a place where the8

agencies have a strong role to play and that is in9

keeping a watch on abuse of that process and then10

aggressively litigating.  And really one of the key11

reasons is you might say, "Well, private litigation will12

fix that."  You can always go litigate once the patents13

are asserted against you.14

The problem with that is the business realities15

in patent litigation are, because of a whole lot of16

complicated factors, you may have to settle and your17

settlement is unlikely to fix the consumer harm, and it's18

unlikely to fix the problem for the industry.  Certainly19

the agencies are in a much better position to take on the20

consumer interest portion of this and to more effectively21

and efficiently resolve the issue.22

Thank you very much.23

MS. DeSANTI:  Thank you, Joel.24

Now we're going to move into the discussion --25
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oh, I'm sorry, Stephen, I forgot to -- Steve Fox from1

Hewlett-Packard.2

MR. FOX:  Thank you.  I have an opening3

statement, and copies are on the table in the back if you4

don't have one yet.  It would take longer than 10 minutes5

to go through it all if I read it, so what I'll do is6

I'll hit the high points and just review portions of it.7

As I said earlier, just to define HP, we are in8

enterprise computing, printing and imaging, information9

technology services and infrastructure solutions.  And it10

was two years ago that we rebranded the company to put11

the word “invent” in our logo.  Any of you who have seen12

the HP logo will notice that.13

It's also been in the last two years that we've14

doubled our worldwide patent application filing rate, and15

as I mentioned, we have, we are filing or last year filed16

5000 patent applications.  As I say, that's doubled in17

two years.18

We take large risk in our investments in R&D19

across a broad range of complex technologies.  Both the20

patent and the antitrust law regimes critically influence21

our risk-taking and our risk management policies.  We22

seek patent protection for our inventions both to prevent23

rivals from free-riding on our investments and to counter24

or minimize exposure to other firms' blocking patents and25
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holdup strategies.  I think you're going to hear a lot1

about holdup this afternoon.2

The current state of the patent law system is3

problematic from HP's standpoint.  We have witnessed in4

recent years a vast proliferation of patent grants by a5

seriously understaffed Patent & Trademark Office and an6

equally vast proliferation of complex litigation over7

patent validity and scope.  The result is pervasive8

uncertainty about legal rights, and that uncertainty9

heightens risks surrounding innovation investment10

decisions.11

It is without doubt a serious drag on the12

technological and scientific progress that the patent13

system was designed to promote.  An unknown but14

undoubtedly significant number of invalid patents are15

issued, an unknown but undoubtedly significant number of16

patents generate lawsuits or threaten lawsuits involving17

overbroad claims, and litigation has become a poor means18

of addressing these problems.  There are high stakes for19

plaintiffs and defendants alike in these suits.20

There are, however, equally high unrepresented21

stakes for the public in these same suits, and we would22

respectfully suggest a new role for the FTC and the DOJ23

in filling that gap.  Specifically, both agencies could24

look for appropriate cases in which they would25
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participate in an amicus capacity to represent or to1

present their perspectives on issues of patent law with2

significant competition policy implications.3

Examples of issues on which the Federal Circuit4

could benefit from your agencies' thoughtful analysis of5

competitive effects include all of the following:  patent6

claim uncertainty versus the Doctrine of Equivalents;7

licensee estoppel; patent misuse and when it should and8

should not coincide with antitrust liability; prosecution9

laches or late claiming; and the proper role of juries in10

patent cases.11

Chairman Muris emphasized the fundamental12

consistency between intellectual property and the13

antitrust law in their objectives of promoting innovation14

and enhancing consumer welfare, and HP fully endorses15

that view.  There have nonetheless been points of16

conflict between these regimes.  One way in which these17

FTC-DOJ hearings could be helpful in this regard would be18

shining light on the issues of most concern, and19

thereafter supporting various forms of guidance from the20

agencies to the courts for their views in the21

adjudication of private suits.22

The agencies' 1995 antitrust guidelines for the23

licensing of intellectual property were well received,24

particularly among those of us who remember the notorious25
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"nine no-nos" back in the 1970s, and there has been1

considerable controversy over range of issues either2

unaddressed or inadequately addressed.  Permit me to3

offer some thoughts on one issue which has been the4

subject of some extensive private litigation, namely,5

antitrust attacks on unilateral refusals to license IP6

rights.7

First there was the Kodak case.  The court held8

that the jury in the case was justified in finding9

Kodak's refusal to be unlawful, exclusionary conduct10

based on entirely subjective evidence of anticompetitive11

intent.  Three years later, the Federal Circuit upheld12

Xerox's virtually identical refusal to license its13

patents and copyrighted manuals to its service14

competitors, in affirming a district court's grant of15

summary judgment in Xerox's favor.16

Xerox was not the last word from an appeals17

court in this general area.  In June of last year the DC18

Circuit in its decision in the Microsoft case flatly19

rejected Microsoft's intellectual property defense of20

challenged provisions in its Windows licenses to OEMs. 21

The court referred to the baseball bat analogy.  HP22

accepts what now might be called the DC Circuit's23

baseball bat doctrine: IP licensors are not free to24

bludgeon their licensees into accepting anticompetitive25
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license conditions without scrutiny under the antitrust1

laws.2

That said, however, there are disagreements3

over the scope and application of both of these points,4

and the lack of clarity on the positions of the5

enforcement agencies on them.  One example of a highly6

controversial license condition now being employed in the7

context of software copyright licensing is a broad8

constraint upon licensees' assertions of present or9

future patent rights -- distinguish copyright and patent10

rights -- against the licensor or other licensees that11

are frequently horizontal competitors.12

In HP's view, these provisions are13

anticompetitive insofar as it diminished future14

innovation incentives and innovation rivalry.  We would15

in any event welcome meaningful agency guidance on their16

legality.  The FTC and DOJ could usefully clarify17

standards in these areas in the aftermath of these18

hearings.19

There are other subjects at the intersection of20

IP and antitrust law regimes.  Areas of particular21

interest to HP include licensing practice of patent22

pools, and IP policies implemented in standard-setting23

processes.  24

First let me say a few words about patent25
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pools.  The subject of both patent pools and standard-1

setting are going to be considered in detail, I2

understand, in some additional hearings on April 17th and3

18th.  HP will have two additional folks representing HP4

at those hearings.  I'm just going to hit the high points5

now.6

Patent pools have become critically important7

mechanisms for enabling widespread use of new8

technologies that require access to a multitude of9

patents dispersed among a multitude of parties.  The10

DOJ's business review letters on the MPEG and the DVD11

pools have provided valuable guidance.  The problem from12

our standpoint is undue rigidity on how participants in13

the patent pool would interpret and apply the advice in14

those letters with regard to the terms of package license15

offers.  A common approach today is a one-size-fits-all16

license for the totality of patents within the pool.  But17

we think applicants in these situations should be able to18

license the set of patents they need without being forced19

to take and pay for the whole package.20

We are highly skeptical about claims that21

offering partial licenses would be "inefficient."  There22

surely is room for choice or flexibility in license23

terms.  In our view, the agencies would expressly24

encourage evolution of these patent structures in this25
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unambiguously procompetitive direction.1

Now let me say a few words about standard-2

setting.  HP is an active participant in a wide variety3

of standard-setting processes, and we constantly confront4

the need to consider incorporation of proprietary5

intellectual property, particularly patents or technology6

subject to patent applications and to specifications7

intended to become standard that will be open to all8

comers on a level playing field.  The FTC's Dell Computer9

action of six years ago called attention to the manner in10

which anticompetitive patent holdup or patent ambush11

situations can arise.  That action, however, opened a12

virtual Pandora's box of follow-on issues over how to13

address and minimize exposure to post-adoption14

opportunistic conduct by holders of patents required for15

a standard's use.16

There is no appropriate, one-size-fits-all in17

this realm.  All potentially affected parties have a18

legitimate interest in knowing before the standards19

decisions are made what the economic effects will be of20

accepting a patent into the standard.  Yet when21

suggesting that the impact of patent licensing terms  be22

considered, we have encountered the objection that23

disclosure of particular license terms would be attacked24

as unlawful "price-fixing."  That objection, in our view,25
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is wholly unfounded.  This is an area where agencies1

could constructively clarify their view of permissible2

and desirable disclosure practices.3

Let me close with just one thought on4

harmonization.  HP believes that your agencies could play5

an important role of promoting international6

harmonization of IP rights in the same manner that you7

have so persistently promoted harmonization of8

competition policy on a global basis.  And I thank you.9

MS. DeSANTI:  Thank you very much.10

All right, now we will move into the discussion11

phase.  I think there is more than enough controversy and12

possibly red meat on the table to keep us going for the13

rest of the afternoon with no trouble.14

The rules of the game here are simply if you15

want to say something, please put your name tent up on16

end.  Then you have to promise not to use any adjectives17

or adverbs.  We're very proud that no libel suits have18

ever resulted from our hearings.19

So we'll start.  I would like to give the20

others who have been listening a chance to comment and21

then we have some questions that we would like to get22

into.23

Fred, would you like to start?24

MR. TELECKY:  Sure.  There's been quite a bit25
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said.  I guess TI doesn't have any major overall problems1

with the patenting system the way it exists today.  I2

think there are a number of problem areas that can be3

addressed that have been brought up, such as what do you4

do about people who have no production of their own who5

have patents and are out there asserting them?  You can't6

use your own patents as defense or trading material.  But7

we've thought a lot about those kinds of issues, and8

frankly, I don't know whether we have any good ideas for9

addressing that without harming the entire patent system10

for people who do have products.  And we're not sure that11

in every instance where there's a patentee with no12

product, that they haven't legitimately contributed13

something to the fund of human knowledge.14

I think we can all think of some particularly15

egregious examples where patent applications were16

prosecuted over 40 years or so and with no apparent17

contribution to the art, but I'm not sure that we know18

how to fix that sort of thing.  One can look at19

enablement requirements and wonder whether there's any20

real enablement in some of those things.21

But by and large, I think we think the22

patenting system does prevent free-riders. Provided an23

innovative company does file for patents, it does give24

them material that they can use both protectively or in25
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some instances royalty generation; there are people who1

have contributed a relatively small amount to the2

industry.  If you look internationally, not just in3

United States, you see places where companies are4

springing into existence all the time and they may not5

have the same kinds of costs associated with production6

of their products that some other countries do with tough7

environmental standards and the like.8

I just had someone from an Asian country tell9

me recently sometimes people are envious of their quick10

rise to prominence as a country producing integrated11

circuits, but he says all you have to do is go around the12

country and see where there are examples of pollution and13

the like.  So I think patents can serve to redress that14

kind of disparity in costs.  So I think they've been15

valuable to us in that sense, and that's kind of how we16

got started back in the mid-'80s.17

MS. DeSANTI:  Okay.  Julie.18

MS. MAR-SPINOLA:  Sitting here and listening to19

a lot of the opening statements certainly hit on a lot of20

the issues that I have for Atmel Corporation.  Also, just21

as a practitioner in the patent law area, I just feel22

that there are all these problems that have been pointed23

out there.  I think that we don't have problems just on24

one area.  There is a lot of need to reconcile law,25
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practices and policies throughout.1

For example, antitrust law does have its value2

and it's important to keep our competition thriving.  At3

the same time we have to balance that with patent4

monopolies, and I think you can reconcile it so long as5

there is a moderate application of both.  And from my6

experience and observation, I seldom see moderation.  I7

either see one extreme or the other.8

There are problems with respect to how9

companies are using their patent portfolios.  In my view,10

there has been a huge trend in the last five to ten years11

or five to eight years, a trend to make patent portfolios12

a revenue maker or patent law within the legal department13

a profit center.  TI has been very successful at that,14

and maybe another handful of companies, but I think TI's15

success, or what their plan was, was very different than16

how it's being applied now.17

One of the problems that I see when it's18

negotiations, license negotiations, between companies who19

are practicing patents and technology is that oftentimes20

when a company, the licensor, prospective licensor, views21

their patent portfolio as a money-maker, they move it22

over and create a business division and they send23

business folks out to negotiate licenses who oftentimes24

have little or no patent law background.25
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So when you sit down with them and for Atmel1

I'm typically the one who's charged with doing that2

delightful experience, what you find is, if you want to3

respond in good faith and you want to respond on the4

merits, you're talking to folks who are business people5

who really don't care what the merits are.  And I find6

what happens there is that you end up at a minimum with7

protracted license negotiations.  In my experience it can8

often go up to the time that laches becomes a concern. 9

Then you have as a last resort for these companies,10

having to bring suits, not because they believe that they11

can file this action on the merits but because they have12

to, otherwise they're going to be barred from bringing13

the suits.  So I would propose that license negotiations14

ought to come with some patent law background. 15

And then you have, as has been pointed out16

today, the Lemelson type licensors who do not practice17

the law and they have nothing basically to lose except to18

extort money from companies.  They start at the bottom19

and the practice has been to brag about how many licenses20

they've been able to have entered and therefore it must21

be nonobvious and you ought to pay up because everybody22

else is.  And for companies such as Atmel and the23

companies that are represented here, that's not likely to24

happen.  But we can't be funding that kind of fight for25
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the rest of the industry.  It needs to be unified.1

MS. DeSANTI:  Thank you.2

Okay, Desi, I'll give you a chance and then3

we'll move into the questions that are on our minds.4

MR. RHODEN:  Well, I can make it pretty easy. 5

The opening statements by Intel, Cisco and Micron and HP6

line up almost exactly with everybody that I deal with in7

the industry.  Looks to me like they all communicated,8

but in reality it's just like Professor Hall said it in9

the beginning, the message is the same.  It's coming from10

everybody, and it's the same message.11

The main issue where I sit, which I spend an12

awful lot of my time in standards, is the trolls, the13

people that are actually not contributing and yet mining14

the benefits from everybody that's involved in the15

industry.  And DRAM, the threat of shutdown in a DRAM16

business where companies are almost exclusively operating17

in a single product, they can go from a multibillion-18

dollar company one day to basically zero the next.  So19

that threat is catastrophic.20

And DRAM itself is actually a commodity, it's21

basically the first manmade commodity product that's ever22

existed in the world.  It's like pork bellies, because23

you see the price of it change on an hourly basis, day to24

day.  So that's good and that's bad, it depends on where25
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you are on which day.1

So this concept and the ability and the2

contribution that the DOJ and the FTC can make here, I3

think, are extremely important and also very timely.4

Thank you.5

MS. DeSANTI:  Thank you.6

Well, let me start by using the moderator's7

prerogative to lay out a few of the questions that are8

running through my mind and then throw it open to9

everybody to contribute to the discussion.10

People have, and at the risk of having to pay a11

license fee to Peter, you know, in terms of the patent12

thicket, and I'm willing to pay up, Peter, one --13

MR. DETKIN:  It's borrowed from Carl Shapiro,14

but that's okay.15

MR. POPPEN:  It's  probably prior art on Peter,16

by the way.17

MS. DeSANTI:  And Bronwyn was making a claim,18

too, so let me just ask this, does this come about19

because there are problems with the patents that have20

issued in terms of their validity, in terms of21

overbreadth, or does it come about simply because the22

technology is overlapping?  This is a point that David23

Teece, who's in the audience, was making for us24

yesterday.25
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I mean, it seems to me there are different1

policy implications depending what the answer is.  If2

there is a problem with the patents that are being3

issued, then that may have policy implications for the4

PTO.  If it's simply that the technology is overlapping5

and there really isn't any way to get around it, then6

that may have more policy implications for competition7

people who are looking at standards for cross-licensing8

and patent pools.9

And so I'm wondering if you can give me some10

sense what you think the proportion is of either types of11

problem.12

Peter.13

MR. DETKIN:  -- that technology -- to license14

that from you --15

MS. DeSANTI:  That one you have to --16

MR. DETKIN:  -- see now how the royalty17

stacking starts --18

MS. DeSANTI:  -- exactly.19

MR. DETKIN:  It's like The Producers, everybody20

wants a percentage.21

Actually I think you're looking at the wrong22

end of the problem.  I don't think the thicket itself is23

the problem, as I said.  24

First to answer your question, where does the25
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thicket come from.  I don't think it comes from as much1

Patent Office resources or invalid patents or poorly2

written patents.  There are those out there, absolutely.3

That is a problem and -- I forget who it was who referred4

to it, I believe it was Steve Fox -- some of the5

uncertainties of litigation that arise from the Festo6

problem that is now before the Supreme Court, the7

doctrinal equivalent to some other issues that is buried8

in there, that arises out of the thicket because there9

are so many patents out there. That's how it causes the10

thicket.  What causes the thicket is Moore's Law, it's11

the fact that a Pentium processor has tens of millions of12

transistors.13

Someone once told me, I don't know if this is14

true, but there are more overpasses and underpasses in a15

Pentium processor, that is, stuff going underneath or16

over each other, than there are in the entire United17

States highway system.  I imagine that a Micron DRAM is18

just equally as complicated.  It may not have as many19

circuits or transistors, but it's also an extraordinarily20

complicated device, one of the most complicated devices21

man has ever created.22

When you connect hundreds of millions of things23

together,  it's impossible to say that it's going to be24

done in a way that's never been done before.  That's what25
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creates the thicket.  Just to simplify it, it's Moore's1

Law, not the Patent Office.2

And by the way, we know how to deal with a3

thicket.  I think that that comes down to the two by two. 4

Contributors tend to license each other.  The terms of5

the license is always subject to negotiation -- what's6

the scope?  What's the balancing payment?  But we tend to7

know how to deal with a thicket except at the corner8

cases.  The holdup problem, the troll problem, is not so9

much result of the thicket, it's the problems of the10

gaming the system.11

MS. DeSANTI:  Fred.12

MR. TELECKY:  I think I tend to agree with13

that.  In our view, the number, increasing number, of14

patents represents, at least for Texas Instruments, an15

increasing R&D budget.  I've looked at our numbers over16

the last 10 years, and found that by and large the patent17

disclosures that we get, and we clearly can't file more18

than we disclose, have roughly tracked what our R&D is. 19

If you normalize it or if you look at patents disclosed,20

patent ideas disclosed per R&D dollar, billion dollars of21

R&D, we've found that there is a pretty good22

correspondence.  In fact, if anything, the R&D curve has23

slightly overtaken our disclosure rate in the last five24

years.  So it's hard for us to see that this problem of25
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people filing more than their R&D dollars justify.  I1

think, looking at what a lot of companies have done, it2

could be that you see an effect where people have been3

filing no patent applications at all, say, five, ten4

years ago, and then patent consciousness increases for5

whatever reason.  And then you see people suddenly6

deciding or corporate decisions being made, "Yes, we need7

to spend the dollars to file in these areas."8

MS. DeSANTI:  Thank you.  Joel, and then --9

MR. POPPEN:  I was generally going to agree.  I10

think it is a result of the complex technology, and the11

complex product more so than Patent Office, and I'd point12

out, I guess, two things with respect to the Patent13

Office.14

One is while, I guess, I agree that they15

certainly could improve, I think the bigger point is16

they're never going to get to the level that we get to in17

litigation, that they can't possibly have the resources18

or the budget to do what we do in litigation.  It just19

never is going to happen.20

The second point is even if patents were much21

better, closer, perfect, it really wouldn't solve the22

problems that at least I complained about.  Those are in23

some respects independent of the quality of the patents24

coming out of the Patent Office and have more to do with25
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the way in which those patents are obtained, not as a1

function of art but as a function of process, and the2

particularities of patent litigation that allows use of3

those patents irrespective of how well they've been4

resolved in the Patent Office itself.5

MS. DeSANTI:  Bob.6

MR. BARR:  Yes, I'm not going to defend the7

trolls, but I want to say the thicket is the problem and8

the point I was trying to make, that just the sheer9

quantity of patents is independent of the quality of10

patents.  Ours, in fact, happen to be all very high-11

quality. 12

As I said, we've entered this game five, six13

years ago in full force for the wrong reason and we're14

contributing to the proliferation to mutually assured15

destruction.  It doesn't solve the problem of figuring16

out what's the right thing to do.  How do you price a17

product?  How do you know what licenses you have to get? 18

There are so many patents out there, as I said, on top of19

the undisclosed, unpublished patents, there's just this20

buildup now that we contribute to that makes it21

impossible to make rational business judgments.22

So I think the problem is quantity.  I think23

it's partly a reaction of your normal growth of R&D24

budgets and overlapping technology and transistors, but25
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my point was some of us are doing it for the wrong1

reasons.2

MS. DeSANTI:  Stephen.3

MR. FOX:  First of all, after all we heard4

about the patent system, I'm compelled to think, you5

know, patent system is no Camelot, but when Mark Twain6

wrote A Connecticut Yankee in King Arthur's Court, he7

talked about establishing a patent system in his country,8

his new country.  And he said the first thing he would do9

in his administration, on the very first day, would be to10

set up a patent system because, as he said, a country11

without a patent office and a good set of patent laws is12

like a crab, it can only move sideways and backways.13

So we do have a patent system and it does work14

and I'm sure you'll hear that from a lot of folks, but15

addressing the thicket issue, I think we're way beyond16

the romantic notion that inventions are made on a17

breakthrough basis with a bright flash of light going off18

in some lab and then the patent attorney running over and19

writing down the invention.  In these times, given what20

companies spend in R&D, and HP does spend $2.7 billion a21

year, that's what they did last year, there are lots and22

lots of incremental inventions.23

And the concern is if you don't patent them,24

you're somehow going to lose position.  So the engines25
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have been cranked up to capture all of these inventions. 1

And the companies that do spend a lot of money in R&D get2

pretty good at it, and hence there are lots and lots of3

patents that are produced.4

The other notion is that inventions can5

oftentimes be made simultaneously by two inventors6

working completely independently when the logical bases7

for that invention come into place.  And this happens all8

the time all over the world on a continuing basis. 9

Again, it's a reason why we see so much proliferation of10

patents and also that concern that if you are not the11

first to the Patent Office you are somehow going to lose12

position.13

MS. DeSANTI:  Julie.14

MS. MAR-SPINOLA:  I don't disagree with any of15

the statements here, but I do think that there is room16

for improvement in the Patent Office and the application17

of law.  In particular, I think it's not a question of18

quality versus quantity and quantity being where there's19

an overlap.  I think it's how patents are issued or how20

they're allowed to issue.  21

For example, we were talking about patent22

stalking where someone can continue to file continuations23

and then to wait and figure out how they're going to24

describe their embodiment and claim it, and that after a25
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company has spent all this money to bring this product to1

the market.2

So I think there is room in the Patent Office3

to create some kinds of regulations that would prohibit4

that type of problem.5

I also think what we need is to reconcile, and6

you may hear that word from me a lot, but I think we need7

to reconcile the Patent Office regulations and their8

procedures with how the courts, particularly the Federal9

Circuit Court, is creating law or interpreting those10

regulations, because there are huge discrepancies.  In11

particular, the biggest one in my mind is Festo, which12

puts everybody's portfolio potentially on their head,13

because the courts have decided something that the Patent14

Office continues to allow an applicant to do and I think15

that causes problems.16

MS. DeSANTI:  Could you just briefly for the17

record describe what you mean by the Festo issue?18

MS. MAR-SPINOLA:  I'm going to ask others to19

help me on that one.  The Festo decision, as I understand20

it, is that basically, if during patent prosecution you21

amend your claims, you are going to be stuck with your22

original claims and not the amendments.  That's a23

simplified way of saying it.  I'm going to ask anybody24

else to come in, but basically what happens is that where25
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you have had claims that were legitimately prosecuted and1

then you try to enforce the patent, the courts can2

interpret the amendments as nonbinding and you are3

limited to the scope of your claims.4

MS. DeSANTI:  And that issue is before the5

Supreme Court now?6

MS. MAR-SPINOLA:  That is.7

MR. DETKIN:  Okay, if I could clarify just a8

little --9

MS. DeSANTI:  Peter.10

MR. DETKIN:  -- just to build up what Julie was11

saying, the CAFC has basically said that when you amend12

your claims you're going to be given a very literal13

interpretation of the claims as they finally issue. 14

There are ways around it but for the most part what the15

CAFC has said is that there'll be very little range of16

equivalence, so doctrinal equivalence is for the most17

part for an amended claim a nullity and that is something18

that the Supreme Court is looking into right now.  There19

has been a furious round of briefing, amicus briefing,20

from a lot of people at this table, in fact.21

MS. DeSANTI:  Thank you.  Ray?22

MR. CHEN:  That's right.  In fact, we in the23

government have filed an amicus brief through the SG's24

office, but just getting to the whole question of patent25
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stalking, this is an issue that the PTO's been very1

familiar with for several years now, and we, more than2

anyone else, don't like it when someone is trying to game3

the patent examination process.4

We've been trying to deal with submarine5

patents and obviously those are pretty much over as we6

know it, but as for the question of patent stalking,7

you're right, it still continues, it still exists, we see8

it.  Percentage-wise, there are very few players that are9

trying to do it, and I find your proposal of possibly10

requiring the broadest claims to exist in the 18-month11

publication to be an interesting idea, because,12

obviously, that's one way to promote some level of13

certainty among competitors.14

I guess an even more radical idea would be just15

to completely abolish continuation practice, but, of16

course, these are all major statutory changes we're17

talking about.  The things that we do when we see someone18

that is trying to morph their application is really try19

to knock them out on section 112 rejections, particularly20

enablement and written description.  We get into big21

fights with these players all the time over that.22

We were very happy to see the Symbol23

Technologies case which says that there's a possibility24

of a defense of prosecution laches that can render a25
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patent unenforceable, the kind of patent where someone is1

basically keeping an application cooking along in the PTO2

until finally there are competitor products out there and3

then they manage to finally surface with their patent. 4

In fact, we're trying ourselves to make those kind of5

rejections ourselves now, even though there's technically6

not a statutory basis for the PTO to do it.  We're going7

forward with that and now we're running it up the8

flagpole at the Federal Circuit and see if we, ourselves,9

can get prosecution laches as a way to knock out an10

application.11

But still, you're right, there is a pendency12

problem in this area as well as software, compared to13

other art areas.  Those are the biggest problems, and14

mainly that's just due to finding the best people we can15

that can handle these types of arts.16

MS. DeSANTI:  Thank you.  Desi?17

MR. RHODEN:  I wanted to make a general18

comment, and I get this from all of the companies that I19

work with, some 300 or so at any given time, relative to20

standardization, and this is not a problem that is21

prolific across the whole industry.  In fact, probably 9922

percent of the companies that are involved operate in23

good faith.  So in a sense you can argue either way on24

particular issues. 25
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The problem and the generation of everything1

that's going on inside the PTO right now, and if you look2

around the table, the presentations that were made, you3

find that probably 20 percent of the patent portfolio of4

any one of the companies here, and they're major and5

they've been around for a lot of years, but 20 percent of6

it was filed last year or granted last year.  So that's7

pretty serious, and that happens because of the one-8

percent problem, and it's the holdovers and it's the9

trolls and it's the ones that kind of subvert the system.10

And what we need to do is find a way, and11

that's why we're having these hearings here, to actually12

get at those that are actually abusing the system rather13

than the ones that are actually working within it,14

because from TI's perspective if they follow along, if15

you follow the rules and you operate in good faith, then16

everything should be okay.  The problem is that we have17

companies that are not.18

MS. DeSANTI:  Fred.19

MR. TELECKY:  Yes.  Patent stalking, I guess20

I'd like to present the other side of that issue, and21

that is the difficulty of knowing what your invention is22

at the time you make it or the time you file it.  In a23

lot of instances you may think it's one thing, but in24

reality, once you've looked at the prior art you find in25
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fact that it may have shifted a bit or it's not exactly1

what the inventor thought it was or what the patent2

attorney filing it thought it was.3

So while I agree that things like the 20-year4

rule have been good, along with other measures to prevent5

patents from being in Patent Office for an extraordinary6

period of time, we still think that you have to recognize7

that during prosecution you may change your mind, as you8

see the art and as you think about it, as to what your9

invention is.  And I don't see anything wrong with that10

as long as your disclosure supports what you do with your11

claims, and as long as you're not running into the prior12

art.13

MS. DeSANTI:  Thank you.14

All right, this may be a good time to take a15

10-minute break.  Why don't we all come back at five16

minutes before 3:00.  Thank you.17

(Whereupon, a brief recess was taken.)18

MS. DeSANTI:  Thank you very much, and I should19

let you know that we will end precisely at 4:00 if not20

before, because this room needs to be used for another21

function almost immediately thereafter.22

I'd like to follow up on some of the discussion23

that we had about trolls.  I think I understand what the24

problem is that you've described, but I'm trying to25
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figure out how that works within the context of the1

present patent system, which I don't understand to impose2

any obligation on a patent to actually practice the3

patent.4

So could you help me in understanding are you5

asking in effect for an obligation on the patent holder6

to practice the patent in order to seek to enforce it? 7

And is this an industry-specific idea because of the8

problems with the very, very, very complex technology?9

Peter.10

MR. DETKIN:  The short answer, no.  Drawing it11

out, we already treat plaintiffs differently for damage12

purposes.  We already say that if you could prove that13

you would have made sales but for the infringement, then14

you're entitled to lost profits.  If you didn't lose15

sales but for the infringement, then you're entitled to a16

reasonable royalty.17

What we're saying is that the equitable18

analysis should be very similar.  I'll pick on AMD19

because they're not here and because we have a patent20

cross-license with them, but if AMD and Intel were to21

have a patent fight, well, there's a situation where it's22

competitive, we have competitive products, and were they23

to prove that we infringed one of their patents, that24

would be one situation where we are essentially competing25
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against them with their own IP and injunction might be1

called for.2

However, when you have a troll who's not3

practicing the patent, we don't think it's in the public4

interest, which is theoretically one of the factors to be5

considered in determining whether to issue an injunction.6

We don't think the public's interest is served by saying7

Intel should no longer make microprocessors because you8

are infringing the patent of someone who is not in the9

microprocessor business.10

MS. DeSANTI:  Bob.11

MR. BARR:  Yes.  I was just going to agree on12

the injunction point, only that I wouldn't say that13

there's a duty to commercialize invention or that you14

can't necessarily get damages if you don't commercialize15

invention.  But there should be some limits on16

injunction.  There should be.  There are differences in17

the potential damages.  Then again, I'm not picking on18

trolls.  I'm trying to try to carve out some area for19

either independent development or at least rational20

business processes to know what is out there.21

MS. DeSANTI:  Desi.22

MR. RHODEN:  What I was going to point out is23

that it's the unfair negotiating position that the trolls24

have.  There's absolutely nothing that they have to give25
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up.  There's nothing that they need that you have and so1

they're basically in the position where they have2

something perhaps that you need.  Since there's no3

mutually assured destruction, which is what Professor4

Hall called it earlier, then they're put in a position5

that if they can shut you down, and perhaps the right way6

to do this is to eliminate the possibility that they can7

get an injunction, then the advantage is unbalanced, and8

this is not a good-faith kind of negotiation.9

So that's what the problem is, and that's where10

the issue of trolls come in, is because they can come in11

and assert and shut your business down and you have no12

option against them.13

MS. DeSANTI:  Okay.  Well, I'm a competition14

lawyer and although the FTC statute says unfair15

competition, I'm wondering what unfair means.  As John F.16

Kennedy once observed, life is unfair; there are lots of17

unfair situations that the competition laws have nothing18

to say about, because it's competition that we're looking19

for.20

So I'm interested in your perspectives, but the21

mere fact that people are in unequal bargaining positions22

doesn't necessarily have policy implications, so I'm23

looking for the plus factors as we go in along in the24

conversation that make the issue even more interesting.25
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Joel.1

MR. POPPEN:  I was just going add, think if you2

look at an injunction from the remedy point of view, it's3

really an equitable remedy and the idea, at least in4

common law, of equitable remedy for something like an5

injunction is you have to show irreparable harm.  You can6

work into that backwards when you're talking about a7

troll or someone who's not practicing the patent, because8

in that case it's hard to imagine that money damages9

really won't solve their issues.10

We're not saying these people who have a patent11

aren't entitled to the reward the patent gives them, it12

really is more of a focus on what is the reward.  In most13

cases, if money damages takes care of the issue, that's14

where the inquiry stops.  If they can demonstrate15

irreparable harm, and again I think it's hard for them to16

defend an argument that says there's irreparable harm17

without getting an injunction other than to say, "I've18

got to have that threat because otherwise I can't get19

people to pay me the kind of money that I want to20

collect."  That, of course, only supports the position21

that that really is a perversion of the whole idea of the22

patent process.23

MS. DeSANTI:  Julie.24

MS. MAR-SPINOLA:  In my mind, the issue or the25
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question is more of not what a patent holder is entitled1

to and I don't think there should be a second-class2

patent holder.  I think the issue is creating a level3

playing field, and whether that's appropriate.4

You mentioned something about policy, and my5

best understanding of the antitrust law is that it6

doesn't apply to such individuals or entities that don't7

practice or are in business other than to acquire8

patents.  So you don't have antitrust policy that will9

keep them in check.  You don't have those kinds of10

protections, I think, that companies, corporations, are11

held to.12

MS. DeSANTI:  Now let me correct the record on13

that, because if in fact there is a relevant market14

there, and that there's a market for technology is what I15

think I'm hearing, then competition laws applies there as16

well as elsewhere.17

So if you have more, or Stephen.18

MR. FOX:  I want to --19

MS. DeSANTI:  Did you have more you wanted to20

go into?21

MS. MAR-SPINOLA:  I want to think about your22

comment there because I think that the issue is being23

able to identify that relevant market, whether that's24

really possible to do or not.  I don't disagree that25
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there might be a way to get there, but I think that path1

is very difficult to get to.2

And again, it's an issue of level playing3

field.4

MS. DeSANTI:  Stephen.5

MR. FOX:  I think reflected in the concern6

about trolls and holdups is a fundamental breakdown in7

the contract, the constitutional contract, between the8

inventor who is supposed to disclose his ideas to the9

public in exchange for exclusivity, for a limited period10

of time.  The concern is where did these trolls come11

from?  Out of the blue, you know, the ambush approach. 12

Did they really meet the contract of disclosure as13

envisioned by the Constitution?  Does the US Patent14

Office today permit that kind of disclosure to be made15

given the backlogs, given the way some folks can game the16

prosecution process in the Patent Office.17

I think that's one of the concerns.18

MS. DeSANTI:  Fred.19

MR. TELECKY:  Let me look at trolls a little20

bit differently and get at how would you define a troll. 21

For example, if you're a legitimate company and, let's22

say, you've got $20 billion in sales today, but you've23

gotten out of a product area and got out of it five years24

ago.  But you still have a large patent portfolio in that25



728

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

area, and another company sues you for patent1

infringement and they happen have a patent that covers2

what you're selling currently, but they produce products3

only in that area that you got out of.  Now are you a4

patent troll if you assert your patents against them and5

ask for an injunction?  I think there's some hard6

questions there if you generalize in that area.7

MS. DeSANTI:  Peter.8

MR. DETKIN:  If I could respond to both your9

comment and to Fred, mostly by echoing what Steve said. 10

I think that, Susan, you were looking at the wrong11

policy.  We're not asking you to level the playing field12

in negotiations.  Yes, they're unfair sometimes.  Frankly13

it's something we were screaming long and loud in our14

last litigation with the FTC when it was an issue as to15

whether we were unfairly using our IP position against16

someone who didn't have as much IP.17

What we are asking you, however, to do is to18

look at the policy underlying the constitutional contract19

as Steve mentioned, and whether or not the way the game20

is being played today is actually promoting the progress21

of science and the useful arts.  What you had instead is22

the Lemelsons of the world imposing a tax on the US23

economy, and that is something that I would imagine the24

DOJ and the FTC should take a long, hard look at.  I25
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mean, Lemelson is just the tip of the iceberg.  He's the1

most famous one.  Frankly, I think that he got more2

press, more air play, than he deserved, and we changed3

the whole patent 20-year term issue, frankly, just to4

deal with him.  I don't know anybody else, really, who5

that's going to affect.  At the end of the day, I don't6

think that affects anybody else.  But I'm glad we at7

least solved this one problem even if it was a little8

late.9

But, you know, we haven't even looked at the10

other problem and it's something that you should look at11

in terms of how much money he has extracted from US12

companies.  He, meaning he and his legal team.  Couldn't13

get anything from him, think he's been dead for five14

years. 15

Turning to Fred's comments, yes, the definition16

of a troll, I agree, is not an easy one.  And that is why17

I am not at all proposing there be some hard and fast18

legislation -- if you are a troll, you cannot get an19

injunction; that is not what we're saying here.20

All we are saying is that we encourage judges21

to consider, in considering whether or not to grant an22

injunction, whether the public interest would be served,23

how the balance of hardships will be served by giving an24

injunction to someone who's not practicing the patent25
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that's being at issue.1

So using Fred's example, if you are being sued2

by somebody that you need to countersue so you can try to3

level the playing field for the negotiation and you have4

those certain patents that you are not currently5

practicing, well, if I'm a judge I'm not going to give6

them an injunction because they're in both fields and7

you're not and you're only in one.  I don't know any8

judge is going to do that.  I think it's required that9

the judge take that into consideration, but the proposal10

would not be to mandate -- sorry, Fred -- because you're11

not in that field you don't get your injunction.12

MS. DeSANTI:  I think we're going to take just13

a couple more comments and then moving in, move into14

patent pools and license, and, Mike, you had a --15

MR. BARNETT:  I'm curious if this could16

potentially be effectively considered a compulsory17

license at that point, or, and if not, how would we18

distinguish that?19

MR. DETKIN:  That is -- sorry?20

MR. BARR:  Said we won't use that term.21

MR. DETKIN:  No, that is the natural argument,22

that this devolves to compulsory licensing.  But the fact23

is that, while the history of US policy has been anti-24

compulsory-licensing and I think rightly so, there have25
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always been exceptions, and all we were saying is that1

this is one area where it would be more appropriate to2

say that damages is sufficient remedy as opposed to3

injunction.4

MS. DeSANTI:  Joel --5

MR. POPPEN:  Yes, I think --6

MS. DeSANTI:  -- last word on these topics.7

MR. POPPEN:  I was going to say I think that's8

right, and the reason for that is, I mean, there9

currently is a statute, section 283, that deals with the10

right to an injunction, and it doesn't say in any shape11

or form that you're automatically entitled to an12

injunction if you prevail on infringement.  The idea is13

that the analysis ought to be one of the appropriate14

remedy.  15

Compulsory licensing, I think, really refers to16

a different sort of format, and that is saying to a17

company like Intel, "You've got to go give a license to18

all these other companies, and that's it.  Instead, what19

this is looking at is really doing an analysis based on20

equities in a particular circumstance, whether or not21

it's the appropriate remedy.22

MS. DeSANTI:  Well, let's move into more of the23

antitrust issues that have been raised.  Steve, you24

raised some of these antitrust issues, and I'm interested25
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in the thoughts of our panelists on patent pools and1

cross-licensing.  Leaving aside the holdup problem, are2

there antitrust issues?  How are the intellectual3

property guidelines working for you?  Are there4

observations that people have to make in this area?5

Steve.6

MR. FOX:  I'll start off.  I think in patent7

pools to a certain extent the antitrust laws are being8

used as a sword when they shouldn't be by certain patent9

owners who want to participate in a pool, but who will10

say they cannot discuss the price of the patent, the11

royalty charge, to be charged for the patents that they12

own because discussion of prices among horizontal13

competitors might lead to antitrust concerns of price-14

fixing and that kind of thing.15

So for those patentees who have critical16

patents to be thrown into a pool, they might use them. 17

They might hold back on their pricing, arguing they can't18

discuss price until it's all done.  And that works19

against the promulgation of effective technology20

effectively into a pool situation.  The same is true in21

standards to some extent.22

MS. DeSANTI:  Other observations?  Are patent23

pools working as ways to overcome some of these patent24

thicket issues?25
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Desi, you're very involved with standard-1

setting; maybe you can take this one.2

MR. RHODEN:  Well, actually, within standard-3

setting, we don't use the concept of patent pools.  But4

what we do use is something that's called reasonable and5

nondiscriminatory, and reasonable and nondiscriminatory6

is very specific.  The courts are the ones that7

ultimately define what that means, but it does address8

the issue that you cannot exclude anyone. 9

And we can't really create standards in the10

industry without having a way of preventing exclusion. 11

Now, then you get to what is reasonable?  Well, I'm12

certainly not the one that can do that part.  So, we13

don't use patent pools directly in most of what I'm14

involved in.  They are used in some level in some places,15

but we find that that particular premise is the one that16

we use the most and it's been pretty effective.  So far17

the courts have agreed there.18

MS. DeSANTI:  Bob, I have the feeling you have19

something to say.20

MR. BARR:  Good.  The one thing that I like21

about patent pools, I'll start there, is at least in the22

consolidated administration and the effect that it has on23

limiting the stacking problem, which brings me to the24

reasonable, nondiscriminatory royalties and the problem25
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we opened up earlier of disclosure.  So years ago, and1

maybe last year, maybe last month, the standards bodies'2

primary concern was just what you said -- that to have a3

standard we have to make sure nobody can block it.  So4

the standards bodies did the right thing and said people5

ought to come forward, disclose their patents and agree6

to license them on reasonable, nondiscriminatory terms.7

So that was, to me, you know, a solution to8

first problem.  Second problem is now everybody knows9

that they can get in big trouble if they don't disclose10

their patents there.  They need to educate their11

engineers, their representatives on the standards bodies. 12

Not everybody, but people I'm working with were all13

trying to put together databases to disclose all our14

patents.  Fine.15

So go to the IEEE website, 802.11, for example,16

see how many patents have been disclosed for 802.11. 17

This is a very forward-looking, wireless LAN standard so18

we can all work all the time without ever disconnecting19

from the network, and is very important.  And you would20

find 30, 40, 50 patent claimants listed there under21

variations on the 802.11 standard, and that's just an22

example.23

The fact that someone makes a disclosure is24

their attempt to do the right thing, to not ambush25
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anyone, and as I say we're all setting up infrastructure1

to do it.  We disclose our patents and when we look2

there, we go, "Well, now what's reasonable and3

nondiscriminatory?"  Maybe it should be looked at in the4

aggregate of the stacking problem, being that there are5

this many patent holders.  So what's reasonable so that6

we can put out these products?  All of us can put out7

these products.  Maybe we should take into account the8

multiplicity of patents, the thicket that's now9

surrounding the standard.  And once we get past the10

disclosure problem we're going to have to address that.11

I don't know if patent pools are the right way12

to address that, but I'm not aware of any court that's13

addressed it, except I'm told in Europe it's been14

rejected as a defense.  And so you can end up paying15

under this theory 120 percent of your revenue for16

practicing a standard.17

MS. DeSANTI:  Bob, could you expand on that a18

little bit, because I wasn't sure that I understood19

everything you were saying towards the end about the20

European system --21

MR. BARR:  Oh, I --22

MS. DeSANTI:  -- and the royalty-stacking23

issue.24

MR. BARR:  Okay, I'll back up, because I'm a25
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little on shaky ground on what the courts have done --1

and people can help me -- and what the European decision2

was.  I know I read it and I don't have it.3

But what is a reasonable, nondiscriminatory4

royalty?  Do you look at the individual claimant's5

patent?  First of all, is it any different than a6

reasonable royalty under the statute anyway?  I don't7

know.  The issue of whether you look forward or backward8

has been raised in the literature about whether, you9

know, it's certainly a more important patent and more10

valuable now that it's a standard.11

But assume it's disclosed and assume there are12

many patents on the standard, in my exaggerated example,13

you know, enough that at a few percent each we got over14

100 percent, so do you take that into account and who15

takes it into account in looking at what a reasonable,16

nondiscriminatory royalty is?  That's what I called the 17

stacking problem that's going to get worse as people18

abide by their disclosure obligations a little more19

aggressively and, when in doubt, disclose.20

But my reference to Europe was I believe that21

when someone raised that, it was rejected.  But, and22

before I ask you whether I answered the question, there's23

one more point I was going to make about that.  The real24

problem -- you might see this coming from me -- the real25
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problem is predictability in the standards bodies.  The1

standards bodies, IEEE in particular, aggressively object2

to any discussion of patents and I don't really blame3

them.  We don't want everybody talking about what claims4

are this and so on, but I would like to see disclosure of5

licensing terms when you make this disclosure of, "I'm6

going to license on reasonable nondiscriminatory terms."7

I'd like to know what they are before my people vote yes8

on the standard.  It's legitimate, I think, to take9

economics into account, and even the IEEE recognizes it's10

legitimate to take business pricing into account in11

deciding and voting on a standard.  And I'd like to see12

open disclosure of the licensing terms in advance, and13

then people can say, "Well, on a stacked basis we're14

looking at a 80 percent royalty here, so we're going to15

vote against it, or they can  say it's reasonable.16

MS. DeSANTI:  Okay, we'll go to Stephen and17

then we'll go back to you, Desi.18

MR. RHODEN:  That's fine.19

MR. FOX:  I agree with what Robert just said. 20

Reasonable and nondiscriminatory does work in some cases,21

but what's more important is a full disclosure of so-22

called essential patents to whatever the activity is. 23

And that is an issue in itself, essential versus24

nonessential and under the umbrella of a technology, for25
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example, what do you really need versus what relates1

simply to implementation.2

And you get into the issue of, does one size3

fit all when you have a package of patents?  There is a4

trend currently to say that, "One size fits all, you have5

to take the whole package or you can't have any, it's all6

or none."  And then folks say whatever the royalty will7

be will be reasonable and nondiscriminatory, but by the8

time you've identified what's in the package and gotten9

over that hurdle, then the question is, what's the10

royalty?  And if you haven't agreed upon it at that point11

in time, the parties in the pool could be at a serious12

disadvantage.13

So as Robert said, it's imperative to know14

before you select the patents and when you define the15

pool, what's the royalty going to be?16

MS. DeSANTI:  Thank you.  Desi?17

MR. RHODEN:  I don't think there's any standard18

body, standard development organization, that wouldn't19

actually go along with having something like either one20

of you are saying.  It has usually been the participants21

and the legislation that exists around that that has22

prevented us from talking about it.23

MR. FOX:  Correct.24

MR, RHODEN:  And so essentially --25
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MR. FOX:  Exactly right.1

MR. RHODEN:  -- in terms of defining what is2

reasonable or is it something that you make public,3

that's one of the areas that I think that the FTC and DOJ4

can actually step in and make some suggestions, some5

guidelines.  I don't really know exactly what you would6

come up with.7

But there is a need for us to know.  Now some8

of the people that say reasonable and nondiscriminatory,9

some of them say, "We will offer it at reasonable and10

nondiscriminatory and by the way it's going to be free11

for anything that is implemented in this standard."  It12

doesn't say that they're giving away the IP for all13

products.  It said that they're willing to offer it for14

the products that are involved in the standard.  That's15

something that's relatively new.16

MS. DeSANTI:  Anyone else?  Fred.17

MR. TELECKY:  Yes, I'd just like to say that I18

don't think TI's a member of a single patent pool, just19

to put it in perspective.  Guess what I'm saying is it's20

not really an issue for us in our area of business.  The21

whole standards issue is a big issue, the disclosure22

requirements, what's relevant, what's necessary, what's23

essential; that's a huge issue just from a work24

standpoint.  But just classical patent pooling, we just25
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don't see it.1

MS. DeSANTI:  So in terms of the antitrust2

issues that you run into in standard-setting, is there3

more to say than has been put out here?4

MR. FOX:  Well, clearly there's a lot more to5

say because April 17th and 18th are reserved for those6

topics.7

MS. DeSANTI:  Yes, but this is your opportunity8

to lay the foundation for some of that discussion by9

giving a business perspective on it.  I think that those10

conversations may be more arcane in the antitrust sense.11

MR. FOX:  We promise we'll have much more to12

say.13

MS. DeSANTI:  All right.14

MR. BARR:  Yes, let me just agree with Steve15

that it's an area you can help us in, because it is sort16

of fear of antitrust issues, I think, that keeps the17

standards bodies from making some of the improvements18

that we're looking for.19

And while I'm at it, on nondiscriminatory,20

there's also no definition.  I saw a letter to a21

standards body today that said, "I'll be22

nondiscriminatory but that doesn't mean I'll offer the23

same terms to everyone."24

MS. DeSANTI:  Could you just, for the record,25



741

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

lay out which antitrust issues you think that create the1

most anxiety?2

MS. BARR:  I'll pass on that.3

MR. RHODEN:  Okay, we have hard and fast rules. 4

Anytime somebody mentions the word "price" they're almost5

always thrown out of the room.  We have that because we6

want to make absolutely certain that we do not violate7

any of the antitrust policies, and so that's why you'll8

never see a patent letter that has anything listed in it9

about what the rate is.  And actually, I would say, nine10

out of 10 times when I review a patent letter that comes11

from some place, it usually does have that in there.12

And so people, I think, in general want to make13

it public and they'd like for everybody to know exactly14

what it is, but we feel from, at least, our15

interpretation of the guidelines that we can't do that,16

because then it would be a violation of antitrust because17

it would be price-fixing or whatever.18

Now if you come out and say something19

different, frankly, we're looking for guidelines.  If you20

help us out here, you give us some guidelines, if you21

don't like the way we're doing it, let's change it so we22

can fix it and actually service the industry.  Because23

the standards bodies are really the industry working for24

the industry.  The same people that are in this room are25
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all in the same organizations trying to work, and doing1

what the customers essentially won't let us do any other2

way.  Every one of us here, every company here, would3

love to own their own market.  We're in standards because4

the customers won't have it any other way.5

MS. DeSANTI:  Joel.6

MR. POPPEN:  Well, to the extent you're asking7

for a laundry list, I guess I will go back to the one8

that I presented earlier, and that is the ambush problem. 9

From an antitrust point of view, obviously what happens10

there is there's incredible market power created by, in11

particular, the knowing nondisclosure and really an12

intention to have exactly happen what happens, and that13

is you hope for your IP to be adopted.  It gets adopted,14

you don't tell anybody, you're then in position where you15

have incredible market power based on that adoption.  So16

that ambush issue that I think is clearly an antitrust17

issue on top of the things that standards bodies do or18

don't do based on not knowing whether it's an antitrust19

issue or some sensitivity to it.20

MS. DeSANTI:  Fred.21

MR. TELECKY:  Yes.  Getting to standards and I22

think the Dell situation has given us a lot of pause, and23

the whole problem of knowing what to disclose and when to24

disclose.  I think JEDEC's got something like 5025
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committees and subcommittees and JEDEC is only one of a1

multitude of organizations that TI belongs to.  And we2

send engineers; we don't send patent lawyers.  Even3

patent lawyers don't have perfect knowledge of what our4

patent portfolio is.  TI has something like 8000 patents5

in the United States that are active patents, and for us6

to know what's in that portfolio, we think, is just a7

mind-boggling,  budget-busting exercise to try to figure8

that out with any degree of accuracy at all.9

Typically, for example, when we go through our10

portfolio to see what patents are valuable for a11

particular licensing situation, we'll find patents that12

are 12 years old, when we come up for the 12-year13

maintenance fee.  Up to then we didn't know about them. 14

Nobody knew about them.  So if we didn't disclose that, I15

mean, are we suddenly in trouble with a standards16

organization?  Reasonable people can disagree on the way17

you read a patent claim within a single licensing18

organization or listen to a licensing debate.  Watch a19

litigation and watch the judge scratching their head20

trying to figure out who's right in a Markman hearing. 21

We think the problems are just enormous in that22

area with having some kind of an absolute disclosure23

standard.  And then you've got all the problems of24

figuring out what's essential or what's necessary or25
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what's relevant, all these different terms.  Is a1

background patent relevant?  TI had a patent on the basic2

integrated circuit at one time, the Kildy patent, both in3

the United States and Japan.  We presume that most people4

would require that for a whole host of standards.  Do we5

have to disclose that?6

We see a lot of people disclosing everything7

they've got.  They say, "Half our portfolio is necessary8

or essential for this patent  What kind of notice does9

that provide?  I mean, we could say, "Sure, we've got10

8000 patents, need them all."  It's not good faith.  So,11

I think there are a lot of problems in that area.12

MS. DeSANTI:  Desi?13

MR. RHODEN:  From the issue of standardization,14

let me address directly your comment.  15

If later down the road you discover that you16

have a patent, I don't think any of the standards bodies17

are saying that you have to disclose every patent that18

you've ever created.  Essentially what they're asking you19

to do, and I hope I don't wind up shooting someone in the20

foot by saying this, but in my opinion what we're saying21

is that if you do not disclose that you have something22

and you discover it later, then by definition you're23

basically saying, "I'm not going to go after that24

standard."25
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And I believe that's reasonable, because if you1

want to assert something against a standard that is going2

to create an automatic market and to create automatic3

customers and to create automatic lock-in, then you4

should do some due diligence and actually make sure that5

you have covered your bases.  The flip side of that is to6

say, "Well, I didn't really review this until 12 years7

down the road."  You get into that slippery slope there8

where did you know about it or did you not?  9

And remember, I'm not talking about the10

companies that operate in good faith, I'm talking about11

those that abuse the system.12

MS. DeSANTI:  Robert?13

MR. BARR:  Just real briefly on that, my14

observation is that the making the patent unenforceable15

when someone fails to disclose it is the draconian16

remedy.  As long as reasonable, nondiscriminatory terms17

don't tell us much anyway, I think we should default to a18

failure to disclose obliges you to license on reasonable,19

nondiscriminatory terms which is the initial concern of20

the standards body, that somebody wouldn't block it in21

the first place.22

But the current remedy is, maybe in egregious23

cases, I don't know, but in all cases I've seen is to24

make the patent totally unenforceable.  So I'd actually25
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sympathize with the patent holder on that one.1

MS. DeSANTI:  Well, can I clarify it, is it2

totally unenforceable or unenforceable with respect to3

that particular standard?4

MR. BARR:  With respect to the standard.5

MR. RHODEN:  That's right.6

MR, BARR:  But I'm saying with respect to the7

standard, there would be a RAND obligation as we now call8

it, but then you get to my concerns about what does that9

mean and how do we deal with that?10

MS. DeSANTI:  Fred?11

MR. TELECKY:  Yes, I have a problem with12

unenforceability, for all the reasons that I just13

mentioned.  I think it would an inequitable result given14

the difficulties, and apparently it's an absolute-15

liability sort of standard that's being proposed here. 16

We think it would lead to people abandoning standards17

organizations if that were the result.  It would be18

better to not participate and just be able to use your19

patent portfolio the way you think it makes sense, rather20

than to have to live up to some, "If you don't disclose21

it you lose it."  22

And then if you do overdisclose, then I23

question what good is that.  What if you're wrong, what24

if you say this is essential for the standard and it's25
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not?1

MS. DeSANTI:  Stephen?2

MR. FOX:  I think it is --3

MR. RHODEN:  Nothing I --4

MS. DeSANTI:  Go ahead and then --5

MR. RHODEN:  -- so I --6

MS. DeSANTI:  -- Stephen.7

MR. RHODEN:  I don't think that requiring8

people to disclose would lead to the end of standards9

organizations and in fact I would have to say that it's10

been my experience that following down that path, and11

when the courts have actually made rulings along these12

lines where the Dell ruling or something along that line,13

there have been more people that want to get involved,14

because they said, "Well, we like the way that we can15

have at least some protection going down that path."16

Now you do open up and say, well, what about17

those people that are not part of the standards18

organization?  What about the decisions that you make and19

the people that are not there?  How is it that whatever20

IP they may have, how do you deal with that?  And that's21

another thing that we'd be looking for input from you22

guys here.23

MS. DeSANTI:  Stephen and then Peter.24

MR. FOX:  You have to be careful not to be25
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overly simplistic in defining what is a standard and1

what's essential, because a standard today may not be the2

same standard as tomorrow and the one standard today may3

morph into something slightly different tomorrow, next4

year, three years, five years, whatever it may be5

downstream.6

So the process of identifying patents and7

making them available later on has to somehow be8

accommodated in the guidance that you give.9

MS. DeSANTI:  Peter.10

MR. DETKIN:  We have to be somewhat careful11

here in our terms.  We're not talking about licensing12

patents, we're really talking about licensing a13

technology.  At the end of the day the process is doing14

fine, which is essentially JEDEC or some other committee15

will develop a technology, a standard, a specification,16

and the companies that participate in it can at a certain17

point say, "Yes, we want to sign onto this and we will18

license this technology, we have some patents that are19

relevant to this specification."20

And most companies will have a good idea, to an21

80, 90 percent confidence level what patents they have. 22

I mean, there's going to be the one patent that you23

didn't know about that was buried that came up for24

renewal, but for the most part you will know which25
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patents are implicated by the specification that you are1

signing onto.2

And as to the last 10 percent, essentially you3

are taking a risk, but you're saying, "When I find those,4

that last 10 percent, I am going to license this under5

the terms that the committee has agreed on."  Generally6

these days it's R&D, we don't call it RAND, which I also7

agree with Robert is an undefined, big and potentially8

very dangerous term because of the patent stacking9

problem.10

But if you want to play the game, that's one of11

the costs, which is you're agreeing to license the12

technology and patents on that technology.13

MS. DeSANTI:  Fred?14

MR. TELECKY:  Yes, I guess if it were that15

simple it might be easier for us if it was just a16

technology, if it were understood that these were patents17

specific to that technology and they don't include18

background patents like our integrated circuit patent or19

something that would cover any standard, no matter what20

was implemented.  Because in that case it doesn't matter21

what standard is ultimately chosen, we have a patent that22

covers that.23

MR. DETKIN:  We try to address that -- I agree24

with Fred -- we try to address that by talking about25
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patents that are necessary to implement, as opposed to1

things in the background that could be used or could not2

be used; if it's not necessary to implement the standard3

or the specification, then it's not one that we would4

consider under the R&D obligation.5

But I think that varies and that's one flavor6

of standards.  There are a lot of flavors out there, and7

I think that that's something you'll explore the 13th and8

14th.9

MS. DeSANTI:  Let me ask you more broadly,10

since these are areas that are looking both at how11

businesses are finding competition and intellectual12

property policy on the ground, but also stepping back to13

look at a broader policy perspective at these issues, if14

you have any comments on the role of patents with respect15

to innovation in your industry, and the role of16

competition with respect to innovation in your industry?17

And I'll just throw that out for anyone.18

Okay, Joel?19

MR. POPPEN: I would tend to say the answer is20

it depends or includes all of that, but certainly I think21

competition has a lot more to do with it.  I'll give you22

example.23

We, Micron, tries to position itself as the24

lowest-cost provider of memory products of all of our25
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worldwide competition.  There's nothing about patents1

that suggest to us that we should be innovating to be the2

lowest-cost provider.  And much like Robert said, if the3

patent system went away tomorrow, we wouldn't change our4

behavior.  We would still try and be the lowest-cost5

provider because of the competition issues.6

On the other hand, the patent system does play7

a role, and does play a role in innovation.  I think it's8

just a much lesser role than maybe in a lot of other9

industries.10

MS. DeSANTI:  Peter.11

MR. DETKIN:  What I want to say is that the12

clear driving force behind innovation is competition, I13

mean, Intel spends, you know, three or four or more14

billion dollars a year in innovating because we face15

fierce competition at every level from various different16

competitors, and if we don't do it, we're going to be17

knocked out of the market in a heartbeat by AMD or VO or18

Trans-Meta or whomever, or Sun or IBM or DEC or Compaq19

now or HP.  There're a lot of them.20

The patents, however, are necessary partly,21

well, primarily for defensive reasons, but we can't lose22

sight of the free-rider problem.  So we still need the23

right to exclude to deal with the free-rider problem24

because there are a number of companies out there --25
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MR. BARR:  What's that?1

MR. DETKIN:  -- that would like to --2

MR. BARR:  What is that?  What do you mean by3

that?4

MR. DETKIN:  Well, the free-rider problem5

meaning people who will come in, having -- well, to take6

advantage of the billion dollars in R&D that we spent to7

develop a market and to develop a successful product. 8

It's not that hard to knock off really any semiconductor9

product at the end of the day with a couple of talented10

engineers and a fab.11

You seem surprised at that but I'm telling you,12

20 --13

MR. BARR:  Very.14

MR. DETKIN:  -- 20 skilled engineers in a room15

can come up with any semiconductor product, and they can16

just go to TSMC and say make this for us.17

MS. DeSANTI:  Okay, Stephen and then Fred.18

MR. FOX:  Okay, that's the point I was going to19

emphasize, too, is the free-rider problem.  It's only a20

matter of time if you don't protect the output of the21

technological advance.  If anybody can come along and22

freely copy it, it's only a matter of time before the23

innovator stops innovating because what's the use, you24

can't make a buck out of it.25
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It's very important.  HP gets patents for four1

reasons.  Number one is to prevent other folks from2

copying, to preserve our markets.  Number two is to have3

a portfolio that we can use for cross-licensing.  Number4

three is to get patents to make sure somebody else5

doesn't get a patent on the same thing, going back to6

what I said earlier about independent inventions being7

done by people completely independently, in different8

places, different areas of the world.  If we don't get9

the patent, somebody else will.  It will put us at a10

disadvantage.11

And then the fourth reason is simply to get a12

decent return on your investment through out-licensing or13

other revenue-generating means.14

MR. DETKIN:  Is that in order of priority?15

MR. FOX:  Basically it's in that order: one,16

two, three, four.  HP may be a little different than some17

companies.  We have a sizable part of our business that18

does rely on patents to preserve our markets.  But on the19

other hand, we have another part of our business where we20

seemed to get picked to death on the holdup situation.21

MR. DETKIN:  I might flop around reasons three22

and four but I tend to agree with you, probably less --23

oh, sorry.24

MS. DeSANTI:  That's okay.  Fred?25
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MR. TELECKY:  Yes, I think I agree pretty much1

with what's been said, but if looking specifically for a2

link with innovation I think you can't overlook the3

disclosure that the patents promote.  I'm talking about4

when you look at a global economy like we've got today,5

certain countries like Japan are, have been notorious for6

being very difficult to know what they're doing7

technically.  And everything's written in Japanese; not8

many people read that.  A lot of their publications are9

circulated amongst Japanese companies only, and you can't10

get some of the technical journals.  It's impossible.11

So we find those patents a source of ideas.  We12

see things in them that we might not otherwise see. 13

People would keep them trade secret.  And I think you'd14

probably see a lot more trade secrets around, and to me,15

that would slow innovation.16

MS. DeSANTI:  Desi and then Robert.17

MR. RHODEN:  Well, it's been my experience that18

competition is what drives the innovation; patents have19

almost nothing to do with innovation.  Because as soon as20

I get a product out and I get competition, as you've21

heard here, it's pretty easy for anybody to say, "Wow,22

that's a neat product, I want to do something just like23

that.  I can go off with a few engineers in a very short24

period of time and do exactly the same thing."25
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Now obviously you got to change something about1

it, otherwise you're going to walk across some patents,2

and so the protection part of it, I think, is what the3

patents serve, not the innovation.  So in other words,4

the fact that I can get a patent doesn't necessarily5

guarantee that I'm going to innovate.  I think it's quite6

the opposite.  I think it winds up being the competition7

more than anything else; at least, that's within the8

circle of people that I work with, that's a pretty9

universal feeling.10

MR. DETKIN:  Right, but don't forget there's no11

incentive to do the innovation if at the end of the 12

day --13

MR. RHODEN:  Well --14

MR. DETKIN:  -- you're not going to be able to15

protect it.16

MR. RHODEN:  -- that's right.17

MS. DeSANTI:  Thank you, Peter.18

MR. BARR:  Well, and I -- am I up?19

MS. DeSANTI:  Yes, you are, Robert.20

MR. BARR:  I certainly think that's an21

important function of patents, to protect against22

copying, absolutely.  But I think it somewhat depends on23

the industry and the stage at which the industry's in24

whether that's an important factor in innovation.  I25
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think I addressed that.1

I wanted to address the disclosure thing.  I'm2

glad to hear Fred say that their company gets value out3

of disclosures, particularly from other countries.  It's4

been my experience in my practice, not just with Cisco,5

that I've actually never met an engineer that learned6

anything from a patent.  And I also think it's important7

to note what Peter said, which is the philosophy of many8

of us now, that if we can keep something trade secret, he9

was talking about processes, and historically, you know,10

there's both sides to that -- you see plenty of patents11

on processes, maybe that's the ones that TI learns from 12

-- but in general we will choose not to patent if we13

believe we can keep it a trade secret because we're just14

publishing something that someone else could then use and15

we would never know it.  If it can be kept a trade secret16

by us, it could be kept a trade secret by them, and it's17

not worth patenting.  The bargain breaks down.  Most of18

the companies that I visit with and compare notes, it's19

always detectability and trade secret issues that are20

part of their criteria for patenting these days, and21

they're not going to disclose things that they can keep22

trade secrets. The patent system, in my opinion, doesn't23

help cause people to disclose things.24

MS. DeSANTI:  Okay, I think we'll take a final25
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round of any comments people would like to make. 1

Stephen, go ahead.2

MR. FOX:  Yes, I'll pick up on one comment over3

here.  While in some cases, competition does drive4

innovation, you have to start then with the premise that5

you have the freedom to compete.  How do you get the6

freedom to compete; get it through the patent system.7

MR. BARR:  Mark Twain went broke.8

MR. FOX:  Made a lot of money writing books,9

though.10

MR. BARR:  You see part two?11

MS. DeSANTI:  Any final comments that people12

would like to make?  Julie?13

MS. MAR-SPINOLA:  Somewhat related, I think --14

and this is one of the issues that I brought up earlier,15

my observation of the trend of licensing practices with16

some companies and underlying philosophy of making it a17

revenue maker, as opposed to a device for protecting your18

technology and your development -- sometimes overzealous19

licensing practices actually stifle innovation, for two20

reasons.21

One is that, if everybody continues to make22

their technology through their patents available and23

we're willing to pay for that, then a company has to make24

a decision sometimes as to whether they're going to use25
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that money to pay someone for the license or use that1

money to pay for innovation, R&D.2

The other thing, I think, too, is that if3

you're going to pay for it and it's usually a hefty sum,4

at least that's been my experience, I think you're going5

to practice it or you're going to find a way to practice6

a portfolio that you just cross-licensed.  That takes7

money, and I think also what it does, too, is that you8

may be offering a product now that others offer, so to a9

customer you may not be offering something that is10

innovative, or unique.  But what you're doing is that11

you're offering something that some other company has12

developed and you've paid a pretty penny for it and you13

need to do it.14

So I think again sometimes overzealous15

practicing, overzealous licensing will result in less16

innovation.  So patents aren't always, like anything17

else, I suppose, as positive.18

MS. DeSANTI:  Thank you.  Fred?19

MR. TELECKY:  Yes, I guess if this is open to20

just anything, patent thickets have been something that's21

been underlying, I think, a lot of what we've been22

talking about today, and I think our observation at TI is23

that we haven't seen a big problem resulting from patent24

thickets.  I think that when you have to negotiate with25
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someone, they'll use their patents for trading material1

just like we will, and you deal with each individual at a2

time, you don't find people ganging up on you.3

So we're able to take the same clutch of4

patents we've got and negotiate with multiple people to5

get licenses that we need.  So, you know, it's not as if6

one or two big companies held all of those patents and7

were keeping everybody else out.  So you can, I think,8

negotiate with these people one at a time and get the9

freedom of operation that you need that way.10

And I don't think there's an issue, a serious11

issue, with quality of those patents, because we don't12

see that many what we would consider to be unenforceable13

patents asserted against us, not seriously.  I think you14

realize you end up spending too much money and you have15

too many problems if you try to assert a patent that you16

think may be invalid.  If we see a patent that we think17

we've got a problem with, we'll either not use it at all18

or reexamine it.  Reexaminations are available to patent19

holders to try to correct some problem, prior art20

problems, if not everything was in the office right away. 21

We use re-exams quite a bit.22

So we just don't see the big issue with patent23

thickets as an obstacle.  In fact, sometimes they're even24

a positive spur for innovation, if we want to design25
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around.  I mean, if somebody's got a patent, they don't1

want to license it, in only a few cases do we see someone2

saying, "Hey, we're not going to license that patent at3

all."  Usually it's about money.  So in those few4

instances, it may be a spur to design around, or if the5

royalty rate's too high, it's a spur to design around,6

create new technology that way.7

MS. DeSANTI:  Bronwyn, we're glad you're back.8

MS. HALL:  I just can't resist a comment or two9

on -- fascinated to hear this --10

MS. DeSANTI:  Can you pull the microphone11

closer?12

Thank you.13

MS. HALL:  Yes, I know I missed some good14

stuff, and I'm not going to comment on the stuff that I15

missed, 16

but --17

(Laughter.)18

MS. HALL:  Oh, I'm an academic, I can comment19

on anything.  But the re-exam thing is kind of -- I'm20

afraid it's something that I have the numbers on and, you21

know, between, I guess, 1979 and 1999, give or take, you22

know, 20-year period, there were 3000 re-exams requested23

in the US PTO and 50 percent of those were requested by24

the holder of the patent.  It's less than one percent of25
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patents.  It's just not a big deal and I'm really1

surprised to hear you say that you've requested a lot,2

because it's not visible in the data.3

MR. TELECKY:  Well --4

MS. HALL:  It must be in the last year or two.5

MR. TELECKY:  -- we like to think our6

portfolio's big, but I don't think it's going to impact7

your data.8

MS. HALL:  I mean, it's not that it wouldn't be9

nice to have re-exams, but the way the rules are set up10

it's not in most companies' interests.11

MR. TELECKY:  Well, I think --12

MS. HALL:  To request it and --13

MR. TELECKY:  -- I think in fact if you -- I14

think you're right if you're talking about requesting15

exam of somebody else's patent, but if you request16

examination of your own patent --17

MS. HALL:  Your own, yes.18

MR. TELECKY:  -- I think things change, because19

it is pretty much just an ex parte kind of a --20

MS. HALL:  Yes.21

MR. TELECKY:  -- prosecution just like the22

original patent, you know, when you got the patent.23

MS. HALL:  Well, that's the point of my24

numbers, half of them are requested by the patent holder.25
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MR. TELECKY:  Right.  So but the point is, we1

do use it as a tool because it's an absolutely essential2

way to dispose of prior art that wasn't considered by the3

Patent Office, but nonetheless you think you've got a4

very good patent fundamentally.  You think that the basic5

invention was there.  You think you may need to scope6

back on your broad claims a bit, but there's still7

something very useful there.8

We've got some patents we've reexamined twice,9

and you end up with a patent that's got a lot of10

presumption of validity.11

MS. HALL:  So it's your own patents, okay.12

MR. TELECKY:  Yes, exactly.13

MS. HALL:  Yes, okay, fine.  That I wanted to14

clarify.15

MR. TELECKY:  No, we never request examination16

of anyone else's.17

MS. HALL:  Yes, yes, yes, that's consistent18

with what I know, that --.19

MR. BARR:  Surprised it's 50 percent, you're20

saying 50 percent?21

MS. HALL:  50 percent of all re-exams appear to22

be --23

MR. BARR:  I expected --24

MS. HALL:  -- between 40 and 60 percent appear25
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to be requested by the owner.  It's a little hard to1

tell, the 40 percent is the absolute minimum.  The reason2

it's hard to tell, of course, is because the law firms3

sometimes request them, so you have to manually check4

that, and we haven't been able to do that.5

But I would say 50 percent is a pretty good6

number, I'd put a lot of confidence on that being roughly7

the right number of those 3000.  But that's only through8

1999.  Really what I was wondering was whether he was9

referring to the last two years for his own patents, and10

it's his own patent which I, you know, very possible.11

MS. DeSANTI:  Okay, Peter, we're going to let12

you have the last word.13

MR. DETKIN:  Oh, oh, that's great. just to see14

which company you --15

MR. FOX:  Now I want to talk --16

(Laughter.)17

MR.  DETKIN:  This discussion of re-exams is18

interesting.  I have some strong views on re-exams but19

it's really tangential to the thicket issue.  You'll20

recall the number they put up on the slides know,21

indicating that in the semiconductor/system areas, close22

to half a million patents active out there, and the23

problem is not that they're all invalid or that a large24

portion of them are unenforceable.  Some of them are, but25
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those aren't the ones that we're talking about.1

The problem is that there's unavoidable2

overlap, so that at some level we're going to have to3

worry about the patents of all as, I think it was, half a4

million patents owned by more than 40,000 parties, that5

we have to worry about all those parties, and we have to6

worry about how we're going to negotiate with them.  Some7

of them don't want to negotiate with us.  I know how to8

negotiate with other contributors in the field, but there9

are some out there who just say, "I just want billions of10

dollars."  It costs them nothing to go to litigation. 11

They get a contingency-fee lawyer, they can keep12

litigation going for, you know, quarter-million-dollar13

investment, no problem, and they force me to spend14

millions of dollars, which is worth it from Intel's15

standpoint, because I'm protecting a revenue stream of16

tens of billions of dollars, and it's a lottery ticket17

for them.18

And you play the lottery enough times, sooner19

or later something's going to hit.  So the issue is not20

re-exams, it's not validity, it's not enforceability.  In21

fact, every one of the trolls we faced we have beat them22

back with claims of noninfringement.  I just got one23

affirmed yesterday from the CAFC.  Datapoint, another one24

that's out there that you guys don't have --25
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MR. BARR:  Another troll?1

MR. DETKIN:  So the re-exam is really2

tangential to the issue.3

MS. DeSANTI:  Okay, all right, Stephen, we'll4

let you go and then --5

MR. FOX:  Okay, I don't want to --6

MS. DeSANTI:  -- the record remains open, but7

go ahead.8

MR. FOX:  -- I didn't want to upstage Peter,9

but I do have one thing in the nature of a closing10

comment.11

We heard earlier in this panel discussion12

perhaps legislation could fix some of these things, but I13

would like to encourage the FTC and DOJ to look at some14

shorter-term solutions.  You know, I view legislation as15

a long-term kind of a thing.  It takes a long time for a16

bill to work its way through, and just about the time you17

think you've got it right, then the Congress adjourns and18

you start all over again next time.19

Meantime, I think that the FTC and the DOJ20

could be looking at ways to interpret what we've already21

got on the books in the way of laws to --22

MR. DETKIN:  Hear, hear.23

MR. FOX:  -- help us through some of these24

situations.25
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MR. TELECKY:  Hear, hear.1

MS. DeSANTI:  Thank you very much, and I will2

note that the record remains open, and we are accepting3

further comments.  If you have ideas on areas you would4

like the antitrust agencies to think about, please let me5

note that, you know, send in your comments, your cards6

and letters and all of those things are very welcome to7

us.  This is just the start of a process of thinking8

through these issues.  There's going to be a lot more to9

come.10

But I would like everybody in the audience11

please join me in thanking a wonderful panel of12

presenters.13

(Applause.)14

MS. DeSANTI:  And with that, we conclude our15

Berkeley sessions.  Thank you.16

(Whereupon, at 3:58 p.m., the workshop was17

concluded.)18

19

20

21

22

23

24

25
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Speech of Commissioner Mozelle W. Thompson  

Commencing the West Coast Sessions 
of the FTC/DOJ Intellectual Property Hearings 

Economic Perspectives on Intellectual Property, 
Competition, and Innovation 

February 25, 2002 

On behalf of the Commission and my colleagues at DOJ it is my pleasure to welcome you to 
the West Coast Session of the FTC/DOJ hearings on intellectual property. It is my great 
honor to be here among such distinguished company discussing such important topics. But, 
I hope that we will also have some fun here this week, trading ideas and learning from each 
other. I'd like to start out by extending special thanks to Susan DeSanti, our Deputy General 
Counsel for Policy Studies, her dedicated staff, and our colleagues at the Department of 
Justice who have worked so hard to put this groundbreaking forum together.(1) 

Introduction 

Being here at Berkeley reminds me of a very important conclusion that was reached by the 
students in my Graduate Policy Workshop at Princeton two years ago. The class was 
examining the important issues surrounding "NGI" or "Next Generation Internet" that is 
expected to operate at speeds multiples faster than current internet speeds. The class was 
surprised to conclude that almost all of the important policy issues that we will confront for 
NGI and the future of information technology, will not be decided at some later date, but are 
being decided right now. 

I think the same holds true for many policy issues surrounding intellectual property generally 
- patent, copyright, and licensing issues that will drive the future of areas such as 
communications, publishing, music and entertainment, and biotechnology. So, it is no 
exaggeration that in many senses, the people in this room have the ability to make a 
tremendous impact on the direction of our economy - whether we call it the Old Economy, 
the "New" economy or the "new, new" economy. 

Competition and Intellectual Property - Creating Platforms for Opportunity 

Most of you here know the Federal Trade Commission as a small agency of about 1,000 
lawyers, economists and staff people with a dual mandate: we act as the country's primary 
consumer protection agency and we are also charged with promoting competition through 
enforcement of the U.S. antitrust laws. While the Commission's direct mission is to protect 
competition and consumers, this mission also provides a platform for opportunity - 
because a truly competitive marketplace values and promotes opportunities for the skilled, 
creative, and innovative to be rewarded for their talent. In that sense, the worlds of 
intellectual property and antitrust are not very different.. 

Let me underscore my point and explain just a bit further: In the case of the New Economy - 
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whether Internet-related, electronic commerce, or other technology or bio-technology based 
markets - the impact of consumer protection and antitrust laws may be particularly 
significant as open competition and consumer trust are both essential to fully realize short-
term market growth - and, long-term market potential. 

What Does Competition and Intellectual Property Mean for the Future of the New 
Economy? 

Reflecting on where we have been recent months, we've seen a "Dot com shakeout" and a 
economic recession. These events have had a especially significant impact here in the Bay 
area. But what we have also seen is an increase in collective wisdom, with a renewed focus 
on value; a more consumer-based orientation, with an increased attention on evolution as 
well as revolution. These changes not only affect high-technology industries but also the off 
line world. (e.g. entertainment) Accordingly, IP and how we treat it, has never been more 
important. How to handle these issues, especially in the context of rapidly-evolving 
technologies, presents a tremendous challenge for both the antitrust and IP disciplines.  

Defining the Relationship Between IP and Antitrust 

Although antitrust and patent law are largely symbiotic, proponents of the respective 
doctrines have in the past regarded each other with perhaps a little bit of suspicion. It may 
be tempting to regard the area of intellectual property as a zero sum game with clear 
winners and losers.  

For example, some have argued that in the past, the pendulum swung too far in favor of 
limiting the scope of IP, resulting in reduced incentives to innovate rather than enhanced 
ones. Now, others claim that the pendulum has since swung too far in the other direction, 
and that the recent proliferation of patents and restrictive licensing schemes has created a 
patent thicket that stifles innovation. Part of reconciling the topical tension between antitrust 
and patent law might be recognizing that the doctrines are indeed harmonious - they both 
enhance public welfare by encouraging competition. The challenge, then, is in striking the 
right balance - which, as with most controversies, is probably somewhere in the middle.  

What will be instructive in striking that middle balance is applying what we have learned 
from our experiences at the outer edges of the curve, to our policies going forward. In 
addition, economics has been increasingly recognized as a potential bridge between IP and 
antitrust, and may provide one means to help to illuminate the middle road. We are hoping 
that our esteemed guests today might shed their own light on that subject, as well as identify 
additional issues for us to explore. 

Conclusion 

The Commission has had a significant and extensive history in complex cases involving the 
competitive use of intellectual property. (e.g. the mergers of TimeWarner/Turner, 
AOL/TimeWarner, in re Intel Corporation, in re Dell Corporation) Accordingly, the 
Commission remains alert to antitrust violations involving intellectual property issues. Yet, 
we also recognize that in a fast moving marketplace, we still have much to learn. We have 
generally been cautious to approach New Economy and intellectual property questions, and 
approach them with an appropriate degree of circumspection and balance. I strongly believe 
that achieving benefits to consumers and industry alike also requires a balanced, 
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transparent and forward looking approach to policy problems by utilizing interactive forums 
like this one, as well as working groups, industry self-regulation and (of course) strong law 
enforcement. For these reasons, I look forward to hearing what all of our generous and 
distinguished panelists have to tell us. 

1. The comments that I make today are my own and do not necessarily represent those of the Commission 
or the other Commissioners.  
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The Knowledge Economy?

• Knowledge has been important for a long time
– The systematic application of science to economic ends 

is the hallmark of modern economic growth
• Increasingly independent identity of knowledge as 

an economic commodity - a market for technology
– Specialization in knowledge production

• Intellectual property is the institutional counterpart 
of knowledge as a tradable economic commodity
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Overview and Roadmap

• Twin role of patents in innovation
– Incentives for R&D
– Facilitate technology trade

• Patents and incentives for R&D (Arora,
Ceccagnoli, Cohen)
– Evidence from recent research

• Patents and markets for technology (Arora,
Fosfuri, Gambardella)
– Specialized technology suppliers – can unbundle

innovation from commercialization and manufacturing
– Implications for entry and competition 



Patent and Incentives for R&D

Impact of patent effectiveness on 
R&D and patenting behavior

(Arora, Ceccagnoli and Cohen)
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Impact of patenting on R&D in U.S. 
manufacturing

• CMU Survey provides data on key variables:
– % of innovations that firms patent – patent propensity
– Patent effectiveness
– Reported number of patent applications 
– R&D

• We estimate
– patent premium--the proportional increment to the 

value of inventions realized by patenting
– Simulate impact of the patent premium on R&D
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Estimated Ex Ante Patent Premium

Note: Premium >1 =>  positive  expected return to patenting

3.031.59Biotech

2.780.31Semiconductor

2.760.59All

Patented 
Inventions

All 
Inventions
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% increase in R&D and patenting due if 
patent premium doubled

2848Biotech

7228Semiconductor

5933All

Patents / R&DR&D



Patents and Technology Trade

Markets for Technology
(Arora, Fosfuri & Gambardella)
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Markets for Technology: A Simple 
Typology

Existing 
Technology

Future 
Technology 
or component 

Horizontal (with 
actual or 
potential rivals)

Union Carbide 
licensing Unipol 
polyethylene 
technology to BP 

Sun licensing Java to 
IBM; R&D joint ventures 
between rivals

Vertical 
(Licensing to 
non rivals) 

Licensing of IP 
cores in 
semiconductors

Affymax 
licensing 
combinatorial 
technology to 
pharmaceutical 
companies
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Patents encourage the development of 
the market for technology

• Increasing licensing and tech trades in 1990s
– Active or emerging tech markets in 

• chemical processes 
• Biotechnology
• Semiconductors

– Technology trading companies and exchanges

• Estimated size of market for technology
– $50 billion per year (royalty flows)
– $20-35 billion per year (licensing plus R&D)
– 10-15% of civilian R&D
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Share in World exports of chemicals, 
1899-1993, by country of origin

 USA Britain Germany
1 

Other W. 
Europe2 

Japan Other 

1899 14.2 19.6 35.0 13.1 0.4 4.2 

1913 11.2 20.0 40.2 13.1 1.0 0.3 

1929 18.1 17.5 30.9 15.3 1.8 0.4 

1937 16.9 16.0 31.6 19.4 3.0 0.3 

19501 34.6 17.9 10.4 20.5 0.8 0.5 

1959 27.4 15.0 20.2 21.1 3.1 0.2 

1993 13.0 5.2 12.7 13.1 13.0 33.4 
 Source:  Table 2 in Eichengreen, in Arora, Landau, and Rosenberg (eds), 1998
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Buyers of chemical process technologies, 
by source of technology, 1980-90

Technology Buyer 
Firm  

total 
number of 
plants 

share of 
licenses from 
SEFs 

share of in-
house 
technology 

share of 
licenses from 
other 
producers 

Third World  4068 43 % 3 % 54 % 
First World  4905 28 % 37 % 35 % 
     
Large First World  2836 22 % 52 % 26 % 
Small First World  2069 37 % 16 % 47 % 
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IMPLICATIONS

MFT PROVIDES OPTIONS FOR
• Small innovating companies – Can benefit from 

innovation even without extensive downstream 
assets

• R&D intensive companies – Capture more value 
from innovation

• technology users – Avoid duplicative R&D

MFT ENCOURAGES
• Vertical specialization & division of labor
• Entry - entry barriers are lower
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Patents and Markets for Technology

• Enhance efficiency of knowledge transfer through 
licensing contracts
Patents can be held as “credible hostages” in technology 
transactions when non-protected, complementary know-
how and services have to be provided. This can reduce the 
transaction costs in technology trading.

• Disclosure role of patents: The “informative” 
content of patents can help “define” the MFT
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IPR & The Market for Technology: 
Policy Issues

• Fragmentation of IPRs and “blocking” patents –
semiconductors; biotech

• Increased litigation costs  -- may especially hurt 
small innovative firms

• Inadequate disclosure (e.g., software patents and 
source code)

• Impact on academic norms



Kenneth J. Arrow

      FTC/DOJ HEARINGS ON COMPETITION AND INTELLECTUAL     
PROPERTY LAW AND POLICY IN THE KNOWLEDGE-BASED ECONOMY

      University of California at Berkeley
   25 February  2002

I. Basic Elements of “Dynamic Competition” Model

A. Differing sources of R&D have somewhat independent chances of 
achievement

B. At any moment, competition is limited because of increasing returns in
innovation or production or because of network effects;  for simplicity, assume a
monopoly 

C. Firm in being has an advantage (“entry barrier”); installed base or, more
relevant here, existence of patents which can block further innovation

D. Firms try to enter by investing in R&D. Quality of innovation a random 
variable.  If best entrant quality exceeds incumbent’s quality by more than entry
barrier, it wins monopoly for next period.  Otherwise, incumbent retains
monopoly.

II. Sketch of Implications

A. Suppose some firms try to enter.  The  probability that the incumbent will be 
ousted is an increasing function of number of entrants and decreasing function
of entry barrier.  

B. This function defines incentives to enter and incentive on existing firm to 
engage in research.  

C. It is clear enough, though the analysis still remains to be carried out in detail,
that increased entry barriers, such as patent protection,  decrease  the direct
returns to potential competition but increase the prospects of obtaining a
subsequent temporary monopoly.  There is at least the possibility that 

       increased patent protection has the effect of increasing the effective length of     
   a patent monopoly beyond the apparent limit set by law.  
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Arguments for:
n Importance of innovation for market 

performance
n Anecdotal evidence that competition promotes 

innovation
n DR-DOS and MS-DOS; Netscape and Internet 

Explorer
n Intel – AMD microprocessor races
n U.S. auto industry’s response to foreign competition
n Telecom industry’s response to deregulation
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Arguments against:
n Schumpeterian argument that monopoly promotes 

innovation
n Appropriation, scale economies, cash flow

n But incremental benefit from innovation can be low (Arrow)

n Can be difficult to identify sources of innovation
n R&D typically secret
n Innovations can come from unexpected sources

n Link between R&D and innovation can be weak
n Little empirical evidence supporting link between 

competition and innovation
n But few “natural experiments”
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Merger Enforcement
Jan 1, 1990 – Dec 31, 1994

3%3%3%Percentage of 
Challenges

422

Challenges 
Alleging 
Innovation 
Effects

1357164Merger 
Challenges

TOTALFTCDOJ



February 25, 2002 DOJ/FTC Hearings on IP and Competition 5

Merger Enforcement
Jan 1, 1995 – Dec 31, 1999

18%24%11%Percentage of 
Challenges

493613

Challenges 
Alleging 
Innovation 
Effects

269148121Merger 
Challenges

TOTALFTCDOJ
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The Numbers Overstate 
Innovation’s Role In Merger Policy

n Of the 49 merger challenges alleging 
innovation effects from Jan 95 – Dec 99:
n About 35 could have been challenged based 

solely on effects in markets for existing goods and 
services.

n Another 5 could have been challenged based on a 
theory of “one-sided” potential competition.

n Leaves 6-8 “real” innovation cases
n “two-sided” potential competition 
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Some Conclusions

§ Innovation issues are clearly important and 
should play a role in merger analysis
§ Despite rhetoric, actual role of innovation 

concerns has been limited in merger cases
§ Most innovation cases appear sound, but need 

for further study
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Intellectual Property, 
Competition and Innovation

Some Partially-Baked Ideas
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Textbook analysis

• Typical analysis starts with monoply
– What are losses?

• Prices are too high, output is too low

– Where did monopoly come from?
• Government
• Returns to scale
• Bad behavior

– How to remedy?
• Deregulate
• Regulate
• Adjudicate
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Problems

• In many (most?) cases firms compete to 
acquire monopoly
– Patent races
– Lock-in
– Network effects (demand-side economies)
– Supply-side economies of scale
– Competing proprietary standards

• If competition is intense, profits may be 
competed away
– Of course, still have deadweight loss!
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Deadweight loss

• Deadweight loss of monopoly is the lost 
output resulting from price greater than MC

• Unsatisfactory today for several reasons
– A (flat) price has to be greater than MC when 

there are returns to scale
– It is common to engage in price discrimination

• Efficiency requires marginal price = marginal cost
• Often efficiency loss is due to self-selection constraints

– There can be many other costs of monopolies

• These factors have always been present, but 
are of growing importance…
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Price discrimination

• Price/quality  discrimination is facilitated by
– Improved monitoring technology

• Computer mediated transactions
• Purchase history
• Loyalty clubs, etc.
• Licensing as opposed to sales for both info goods and

physical goods
• More and more price will depend on conditions of use

– Attempts to avoid head-to-head competition in 
industries with returns to scale
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Econ 1: perfect competition

PRICEPRICE

QUANTITYQUANTITY

MCMC

CSCS

Green = goodGreen = good
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Econ 1: Perfect monopoly

PRICEPRICE

QUANTITYQUANTITY

MCMC

CSCS

PSPS
DWDW

Green=goodGreen=good
Blue=badBlue=bad

Black=real badBlack=real bad
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Econ 1: Perfect competition 
for monopoly

PRICEPRICE

QUANTITYQUANTITY

MCMC

CSCS
DWDWCSCS

Green=goodGreen=good
Blue=badBlue=bad

Black=real badBlack=real bad



3/22/2002 SIMS 9

Econ 1: Perfectly price 
discriminating monopolist

PRICEPRICE

QUANTITYQUANTITY

MCMC

PSPS

Green=goodGreen=good
Blue=badBlue=bad

Black=real badBlack=real bad
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Compete to be (price 
discriminating) monopolist

PRICEPRICE

QUANTITYQUANTITY

MCMC

CSCS

Green=goodGreen=good
Blue=badBlue=bad

Black=real badBlack=real bad
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What’s to worry?

• 3rd Theorem of Welfare Economics: If firms 
compete to become a price discriminating 
monopolist, then we get efficient outcome
– True, this is extreme case, but so are perfect 

competition and perfect monopoly
– We have to take it seriously, particularly in 

presence of increasing returns, lock-in, network 
effects

– Policy implications: look at entire history, evaluate 
impact of price discrimination appropriately (law v 
economics)
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What’s wrong with this case?

• Other social costs to monopoly
– Quality choice: can go either way

• Too high: AT&T (regulation, entry barriers)
• Too low: [your favorite example]

– Innovation: incentives can go either way
• Invent: monopoly has the money 
• Deploy: incentive to save costs, but not destroy 

revenue 
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What’s wrong, continued…

• Competition to acquire monopoly 
doesn’t always benefit consumers
– Rent dissipation

• Lock-in: all expenditures to acquire monopoly 
benefit consumers

• Rent seeking: all expenditures to acquire 
monopoly are social costs

– Path dependence, luck, strategy, mistakes
– Races, preemption and duplication of effort
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What’s wrong, continued

• Time consistency: when monopoly phase 
arises will consumer be willing to pay?

• Big difference between:
– 1 year cell phone contract
– 3 year ink jet printer life
– “You should pay a higher price for Excel because 

your father got a great deal in 1985.”
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What’s wrong, continued

• Tactics to acquire, maintain, extend a 
monopoly
– Monopolist may try to prevent socially 

beneficial entry
– Monopolist may be able to extend 

monopoly in socially detrimental ways
– Want fair competition in future challenges, 

so best player wins, not always an 
incumbent
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Summary

• Textbook case is less and less relevant to 
real world (mea culpa)

• P>MC is inevitable sometimes
– Price discrimination is critically important
– What’s important for efficiency is marginal 

price=MC
• Competition to acquire monopoly needs 

unified, systematic treatment
• Impact of monopoly on innovation, quality, 

future competition are critical issues



PATENTS AND ANTITRUSTPATENTS AND ANTITRUST
EMERGING PARADIGMSEMERGING PARADIGMS

John H. Barton
Stanford Law School

February 26, 2002



THE NEW PARADIGMSTHE NEW PARADIGMS

l Scope of IPR and their exclusion
l Leverage with network externalities
l Cross-infringing oligopolists



SCOPE OF IPRSCOPE OF IPR

l Issue: What is the optimum strength of IP to 
encourage innovation and not discourage 
subsequent innovation?

l Examples
– Patents on EST or research tool
– Patent on diagnostic sequence
– Utility patent on plant restricting use of seed for 

breeding
– Reach-through rights in license



LEVERAGE WITH LEVERAGE WITH 
NETWORK EXTERNALITIESNETWORK EXTERNALITIES
l Issue: What is the optimal ability for a firm to use 

IP-based power to enter a separate market, 
especially one with network externalities?

l Examples:
– Microsoft moving into browser market
– Tying of patented video game device to use of 

designated cartridges
– Use of rights in automotive computer program to 

control access to repair or replacement part markets



CROSSCROSS--INFRINGING INFRINGING 
OLIGOPOLISTSOLIGOPOLISTS

l Issue: When should oligopolists in a dense 
patent environment be entitled to employ 
selective licensing strategies?

l Examples: 
– Use of patents to exclude entrants in 

semiconductor or a financial industry
– Effort by part of industry to obtain royalties 

from rest of industry for use of a standard such 
as the DVD standard



Patents and Innovation

Bronwyn H. Hall
UC Berkeley and 
NBER
February 26, 2002



Central theme

“If national patent laws did not exist, it 
would be difficult to make a conclusive 
case for introducing them; but the fact 
that they do exist shifts the burden of 
proof and it is equally difficult to make a 
really conclusive case for abolishing 
them.” [Edith Penrose (1951)]

(Thanks to Josh Lerner for unearthing this quotation, 
which was paraphrased later by Fritz Machlup). 



Patent system viewed by a 
two-handed economist
Effects on: Benefit Cost 
Innovation creates an 

incentive for 
R&D 

impedes the 
combination of new 
ideas & inventions; 
raises transaction 
costs 

Competition facilitates 
entry of new 
small firms 
with limited 
assets 

creates short-term 
monopolies, which 
may become long-
term in network 
industries 

  



Does the patent system 
increase innovative activity?

! 19 century
! Moser finds no effect on overall 

innovation, but change in focus
! Lerner finds increase in patenting by 

foreigners but no increase by firms 
within country or in GB (that is, no 
increase in innovation)



Does the patent system 
increase innovative activity?
! 20th century

! Park and Ginarte – 60 countries, 1960-90. 
Strength of IPR (incl. coverage of pharma) 
positive for R&D in developed countries.

! Branstetter & Sakakibara – increasing patent 
scope in Japan (1988) did not increase R&D

! Hall & Ziedonis – CAFC etc (1982) caused 
increased patenting in semiconductor 
industry, due to litigation fears and needs for 
patent portfolios for cross-licensing

! Baldwin et al – Canadian innovation survey. 
Innovation causes patenting, but patenting 
does not seem to increase innovation.



Does the patent system 
increase innovative activity?
! Bessen & Maskin – software industry developed 

without strong patent rights (although recent 
changes in software and internet industry may 
reflect the rise of patents)

! Lanjouw & Cockburn – has direction of pharma 
research changed in anticipation of TRIPS 
(towards developing country diseases)? –
possibly, but change has not lasted – awaits 
future evidence

! Cohen et al/Levin et al – patents not important 
for securing returns to innovation (except in 
pharma).

! Arora et al – increasing “patent premium” does 
not increase R&D except in pharma/biotech.



Conclusions
1. Introducing or strengthening a patent system 

(lengthening the term, broadening subject 
matter coverage, etc.) unambiguously results 
in an increase in patenting and in the 
strategic uses of patents.

2. It is much less clear that these changes result 
in an increase in innovative activity, although 
they may redirect such activity toward things 
that are patentable and/or are not subject to 
being kept secret within the firm. 



Conclusions 
3. If there is an increase in innovation due to 

patents, it is likely to be centered in the 
pharmaceutical and biotechnology areas, and 
possibly specialty chemicals. 

4. The existence and strength of the patent 
system DOES affect the organization of 
industry, by allowing trade in knowledge, 
which facilitates the vertical disintegration of 
knowledge-based industries and the entry of 
new firms that possess only intangible assets. 



 Testimony to FTC/DOJ Hearings, 26 Feb. 2002                                          Bronwyn H. Hall 

Testimony for the FTC/DOJ (Antitrust) Hearings on 
Competition and Intellectual Property Law in the Knowledge-Based 
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“If national patent laws did not exist, it would be difficult to make a 
conclusive case for introducing them; but the fact that they do exist shifts 
the burden of proof and it is equally difficult to make a really conclusive 
case for abolishing them.” [Edith Penrose (1951)]1 

 
Thank you for inviting me to speak today at these hearings. Our topic today is economic 
perspectives on IP, competition, and innovation. I will focus my remarks on the effects of 
the patent system on innovation, which is both an important question and my area of 
research interest. By and large, I share the usual economist’s view of the patent system, 
which is that it is a necessary evil: with a patent grant we trade off short term exclusive 
(monopoly) rights to the use of an invention in return for two things: 1) an incentive to 
create the invention in the first place and 2) early publication of the invention rather than 
the use of secrecy to protect its misappropriation.  
 
This quick summary of the economic view of the goals of the patent system already hints 
at the tension highlighted by the topic of this session: 1) competition may suffer when we 
grant a monopoly right but it will benefit if this right facilitates entry into the industry by 
new and innovative firms. 2) innovation will benefit from the incentive created by a 
patent but it may suffer if patents discourage the combining and recombining of 
inventions to make new products and processes. Thus the relationship between patents, 
competition, and innovation is guaranteed to be a complex one, and one that may vary 
over time and across industries. The table below summarizes the tradeoffs as we view 
them. My presentation focuses on the net effects that result from the tradeoffs in the first 
row 
 

The Patent System Viewed by a Two-Handed Economist 
 

Effects on: Benefit Cost 
Innovation creates an incentive for 

R&D 
impedes the combination of 
new ideas & inventions; 
raises transaction costs 

Competition facilitates entry of new 
small firms with limited 
assets 

creates short-term 
monopolies, which may 
become long-term in 
network industries 

 

                                                  
1 I am grateful to Josh Lerner for unearthing this quotation.  
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Does the patent system increase innovative activity on net? 
 
This has proved an exceedingly difficult question to answer, due to the absence of real 
experiments. Most researchers who investigate this topic have looked at historical eras 
when there were changes to the system and examined the consequences for subsequent 
innovative activity. Recently there have emerged a couple of studies that use mainly 19th 
century data (when there was substantial variation across countries in patent systems). 
One uses invention data from World’s Fairs and Expositions and one uses patenting itself 
as the innovation measure.  
 
Petra Moser, one of my graduate students at UC Berkeley, finds that inventors in 
countries without a patent system do not innovate more than inventors in countries with 
patent systems. However, inventors in countries without patent systems do tend to 
innovate in areas that are more easily protected with trade secrecy. Josh Lerner finds that 
when a country strengthens its patent system, inventors from other countries patent more 
in that country. However, inventors in that country do not seem to invent more – they 
neither patent more in their own country, nor in Great Britain (a very important market in 
the 19C and one with a well-functioning patent system). 
 
Results using data from the 20th century are harder to find, but we do have some survey 
evidence. I am sure you have already heard from Wes Cohen and Rick Levin about the 
Carnegie-Mellon and Yale surveys, which demonstrate fairly clearly that patents are 
NOT among the important means to appropriate returns to innovation, except perhaps in 
pharmacueticals. Similar results have been obtained by other researchers for Europe and 
Japan. More important means of appropriation are usually superior sales and service, lead 
time, and secrecy. Patents are usually rated as important for blocking and defensive 
purposes.  
 
Using a somewhat more complex economic model and this survey evidence, Arora, 
Ceccagnoli, and Cohen find that increasing the patent premium, which they describe as 
the difference in payoffs to patented and unpatented inventions, does not increase R&D 
much except in pharmaceuticals and biotechnology. 
 
The most positive results are those from Park and Ginarte. In a 1997 paper using 
aggregate data across 60 countries for the 1960-90 period, they find that the strength of 
the IP system (an index based on coverage, especially whether pharmaceuticals are 
covered; membership in international agreements; lack of compulsory licensing and 
working requirements; strength of enforcement; and duration) is positively associated 
with R&D investment in the 30 countries with the highest median incomes (that is, G-7 
and others). In the other countries, the relationship is positive but not significant.  
 
Branstetter and Sakakibara studied the effects of expanding patent scope in Japan in 1988 
(allowing multiple claims per patent as in the U.S. had the effect of increasing scope 
according to their interviewees). This change to the patent system had a very small effect 
on R&D activity in Japanese firms.  
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Hall and Ziedonis looked at a single industry (semiconductors) that doubled its patenting-
R&D rate after the creation of the CAFC and other changes to patent legislation in 1982. 
Interview evidence suggested that the increase was due to the fact that inventions in this 
industry use technology that is covered by hundreds of patents held by a number of firms, 
and that firms increasingly feared litigation and preliminary injunctions if they failed to 
have cross-licensing agreements in place. Negotiating such agreements was greatly 
facilitated by having a large patent portfolio of your own, so several firms, large and 
small, were engaged in defensive drives to increase their patenting rate. This had little to 
do with encouraging innovation, and in fact looked like a tax on innovative activity.  
 
Baldwin and his co-workers studied this question for Canada. Using firm-level survey 
evidence on innovation, they find that the relationship between innovation and patent use 
is much stronger going from innovation to patent use than from patent use to innovation. 
Firms that innovate take out patents; but firms and industries that make more intensive 
use of patents do not tend to produce more innovations.  
 
Lanjouw and Cockburn use new survey data from India, the results of interviews with 
industry, government and multinational institutions, and measures of R&D activity 
constructed from a variety of statistical sources to determine trends in the allocation of 
research to products specific to developing country markets. There is some, although 
limited, evidence of an increase in such research in the mid- to late 1980s which appears 
to have leveled off in the 1990s. The full effects of TRIPS on research directed to 
developing country needs remains to be seen.  
 
The conclusions from this brief survey of empirical work can be summarized as follows: 

1. Introducing or strengthening a patent system (lengthening the term, broadening 
subject matter coverage, etc.) unambiguously results in an increase in patenting and in 
the strategic uses of patents. 

2. It is much less clear that these changes result in an increase in innovative activity, 
although they may redirect such activity toward things that are patentable and/or are 
not subject to being kept secret within the firm.  

3. If there is an increase in innovation due to patents, it is likely to be centered in the 
pharmaceutical and biotechnology areas, and possibly specialty chemicals.  

4. The existence and strength of the patent system DOES affect the organization of 
industry, by allowing trade in knowledge, which facilitates the vertical disintegration 
of knowledge-based industries and the entry of new firms that possess only intangible 
assets.  
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Current Economics Literature Focuses 
on Two main sets of rules:

1.Enablement
2.Infringement
à In particular, the Doctrine of 

Equivalents (DOE)



Many other doctrines affect 
patent scope

• “Written description” requirement –
important determinant of “leading breadth”

• Rules on team research and prior art –
favor “pioneering corporate teams”

• “Double patenting” – important, subtle 
advantage to pioneer in race for 
improvements



Written Description 
Requirement

• Applies frequently when a patentee 
amends claims in pending application to 
cover new product introduced by 
competitor

• Expansion in claim scope during 
prosecution (pendency) of patent 
application



Common Scenario: Amending Claims 
to Cover Competitor’s Product

1. Inventor (I) files patent application disclosing an 
invention and including initial claims of scope S1.

2. Competitor (C) begins selling an embodiment 
outside the range of inventor’s claims S1.

3. I amends claims to scope S2 to include 
competitor’s embodiment.

4. I’s patent issues with claims of scope S2; I sues 
C; C defends on “written description” grounds.
à Eg, Gentry Gallery, 134 F.3d 1473 (FC 98)



Specification Re-filed

Enabled

Described

Claim 1
Original 

Application

If the inventor re-files the specification at a later date, she cannot 
claim what the first filing enabled but failed to describe. 

Enabled

Described

Claim 2



Written Description and 
“Leading Breadth”

• Leading breadth notion of O’Donohue, 
Scotchmer & Thisse (1998)

• “After-developed improvements”
• How broad should scope be?
• Bargaining/division of profits perspective
• Relative contribution perspective: short-

term leading breadth



Portfolio-Level Scope Issues

Prior Art Rules on Team Research

“Double Patenting” Doctrine



Team Research and Prior Art

Rules on team research and prior art – favor 
large corporate pioneers

ØInventions conceived, and applications 
filed, by team members do not count as 
prior art against other team members

ØFacilitates building “pioneer portfolio”



Double Patenting

• Ok to claim obvious variants of pioneering 
invention in one or more related applications

• Subtly favors pioneer over improver/competitors 
in race to develop improvements

• “Terminal Disclaimer” under 35 USC 273 
Required – no term extension

• But literature on length v. scope tells us this may 
be less important than broadening of scope



Quad Envt’l Techs. Corp. v. Union 
Sanitary Dist., 946 F.2d 870, 873 (Fed. 

Cir. 1991)
Voluntary limitation of the term of the later 

issued patent is a convenient response to 
an obvious-type double patenting rejection, 
when the requirement of common 
ownership is met. Any possible 
enlargement of the term of exclusivity is 
eliminated, while enabling some 
limited protection to a patentee’s later 
developments.



The Next Frontier?

• Lobbying: Monitoring Property Rights at 
their Source

• D. North: Watch the Legislature!

• Supreme Court: Eldred v. Reno, copyright 
term extension under constitutional review 
– constitutional restraints on rent seeking?



Second Order Patent Scope

Scope shaped by many doctines

Policy issues inherent in the details



Competition Policy and Innovation:
The Context of Cumulative Innovation
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Underlying Issue
• What is the proper domain of 

– Intellectual Property (IP) policy
– Competition Policy (CP)

• 1995 Guidelines: clear division of powers 
– No mandate for competition policy to take incentives 

into account.
– Guidelines: enforce some elusive notion of the market 

power that Congress “intended”.

• Should CP be viewed as a proactive tool?
– CP is more flexible than IP policy
– Can take costs and market structure into account



Cumulative Research:
Two Views of Patent/Antitrust Objectives

• Divide profit so as to ensure both generations of 
research

• Kitch:  Ensure efficient “prospecting”
• Both lead to the conclusion that licensing is 

“good” 



Danger to CP/IPP of Narrow patents:

• No incentive for follow-on due to 
competition with prior innovator

• Then….No incentive for prior innovator, 
who cannot profit from follow-ons

• Can competition policy mitigate this 
danger? Yes, allow merger/licensing despite 
the lack of infringement

• (Not consistent with current practice.)



Another danger of narrow patents

• Effective life is not statutory life
• Schankerman et al

Data:  Patent renewal (maintenance) systems
Even in places with a high bar to patents 

(Germany), only 11% survive to 20 years
Half of patents in all jurisdictions and 

technologies in France have died at year 10\
Only about 15% of the costs of R&D are covered 

by patenting.



Danger to CP/IPP of Broad patents:

• Stifles follow-ons if ex ante licenses do not occur. 
• Stifles prior innovations if follow-ons are stifled

• Can competition policy mitigate this 
danger? Yes, encourage ex ante merger and 
licensing. 

• (Consistent with current practice.)



Another Danger: Kitch Prospecting
• Pioneer patentholders coordinate research “efficiently”
• But….private efficiency is not social efficiency.  
• Example: gene sequence that codes for a disease

• By coordinating the pharamceutical firms that would race 
for the therapy, race is avoided.

• Patents on therapies might be mutually noninfringing. 
Nevertheless, an exclusive license on the gene can ensure 
a monopoly in the market for the therapy.

• Two antitrust dangers to coordinating “efficiently”
- avoid patent race for follow-ons, and retard progress
- avoid competition in the market for follow-on products



Conclusion

• Competition policy has more flexibility than IP 
policy to fine-tune incentives to innovate.

• As now written (I think) the 1995 Guidelines do 
not assert the right to exercise this flexibility.
Antitrust policy respects intellectual property, but 
does not augment it. 

• It is easier to exercise the flexibility to mitigate 
problems of over-broad patents than to mitigate 
problems of too-narrow patents



Intellectual Property and 
Innovation

By Robert Stoner
Senior Vice President, Economists, Inc.

Berkeley, California--February 25-28

FTC/DOJ Hearings on “Competition and Intellectual 
Property Law and Policy in the Knowledge- Based 

Economy”



Rationales For Patent Protection
(following Mazzoleni & Nelson, 1998) 

1. “Invention Motivation”: patent protection allows appropriability 
and internalizes externalities  

2. “Invention Dissemination”: patent protection encourages wider 
disclosure and use of inventions

3. “Invention Commercialization”: patent protection induces    
development and commercialization of non-commercial   
inventions

4. “Orderly Cumulative Development of Inventions”: patent                        
protection assures orderly development of inventions which      
are cumulative 



Theory 1—Invention Motivation

n Without patent protection, lack of appropriation of full benefits of 
innovation leads to free-rider problem

n Patent protection internalizes this externality

n This theory usually assumes innovation not cumulative 

n Cost of granting full appropriability is restricted access to the 
completed innovation and ability of the patent holder to exercise 
monopoly power

n Also, full appropriability can lead to wasteful patent races 

n Optimal patent literature attempts to balance these benefits and
costs of full appropriability   



Theory 2—Invention Dissemination

n Role of patents in encouraging wider use

n Patents encourage licensing rather than relying on secrecy to 
obtain innovation rewards

n Theory 2 consistent with Theory 1 to the extent that licensing 
both increases the rewards to innovation and leads to wider 
dissemination

n Theory 2 most applicable when secrecy is likely to be effective 
in reaping returns from innovation

n Theory 2 may be more applicable to process innovation than 
product innovation



Theory 3—Invention Commercialization

n Patents induce development and commercialization of initial inventions 
that would otherwise have limited commercial value

n Theory is relevant to the efficacy of granting patent rights on inventions 
emanating from government-financed research—Bayh-Dole Act of 
1980

n Patenting the original invention is arguably not necessary to induce the 
inventing activity if this activity is paid for with government funds

n Case for patents on the original government-financed research output 
is weakened further if patents can be taken out on subsequent 
development work

n Bayh-Dole may encourage small firm development 



Theory 4—Orderly Cumulative 
Development of Invention

n Patents assure appropriability in the case of inventions with 
strong cumulative potential (“broad prospects”)

n Broad patent on the original inventor argued to be necessary 
to create “broad shoulders” by assuring appropriability
against close imitation

n Offsetting effect is that broad patent protection might hinder 
later stages of development if licensing has high 
transactions costs and infringement threat dampens 
subsequent investment



Optimal Patent Length/Breadth Literature
Non-Cumulative Innovation Framework

n Tradeoff between providing adequate incentive to innovate and static 
efficiency loss associated with monopoly grant

n Optimal patent life—Nordhaus (1969) and Scherer (1972)

n Optimal patent life and breadth—Gilbert & Shapiro (1990), Klemperer
(1990) and others

n Latter literature chooses breadth and length  to minimize welfare loss 
associated with a specific innovation incentive

n Gilbert & Shapiro conclude, in the context of a homogeneous product 
model, that long-lived patents of narrow breadth are likely to be optimal

n Klemperer concludes, in a differentiated product model, that either 
broad or narrow patents could be optimal depending on characteristics 
of substitution



Patent Race Literature

n Possible inefficiencies that arise from the strategic interaction of 
multiple firms investing in innovation need to be taken into 
account in any optimal patent policy

n Patent race and “over fishing” literature

n Framework for analysis: 
n limited research alternatives
n returns to inventive activity depend on being first

n Broad patent protection may lead to over-investment in inventive 
activity 

n Outcome is less likely in industries where there is a broad menu
of potential non-competing ideas



Optimal Patent Length/Breadth Literature
Cumulative Innovation Framework

n When innovation is cumulative, optimal patent policy must provide 
adequate incentives to develop the primary invention as well as incentives 
for follow-on

n Kitch (1979) argues that granting broad patent rights to a pioneering
inventor (with subsequent licensing) will assure orderly development 

n More recent work by Scotchmer and others confirms Kitch’s view that broad 
protection ought to be given to the initial invention in a cumulative series

n These results depend on a known trajectory of innovation and a strong ex 
ante incentive to license.  If licensing breaks down, broad patents could 
slow second generation invention due to heightened fear of infringement 

n Hopenhayn and Mitchell (1999) suggest that offering a menu of patent 
breadths for innovations of different types may be superior to “one size fits 
all”



Empirical Work on Patent Effect

n Empirical work has tended to look at Theory 1-type questions regarding whether 
patents appear to aid innovation through increasing appropriability

n Interview/survey studies by Mansfield (1986), Levin et al (1987) and Cohen et al 
(1996) indicate that patents are important inducement to innovation in only a few 
industries (e.g., pharmaceuticals)

n Kortum & Lerner (1998) and Brandsetter & Sakakibara (1999) find little evidence 
that changes in patent scope have lead to increased R&D or patent output in the 
US or Japan

n Hall and Zionidis (2001) find no evidence that increased patent scope in the US is 
driving innovation effort or output in the semiconductor industry 

n Merges and Nelson (1990) find that in the historical development of several 
industries, strong patent rights inhibited the broad development of the technologies
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The Economics of Innovation 
and Intellectual Property

• Patents are a determinant of innovation
– One of several appropriability mechanisms

• Others:  secrecy, lead time to market, etc.

– Important for appropriability in some industries
• E.g., medical equipment and pharmaceuticals, 

computers and auto parts

– Between 1983 and 1994, patents have become 
more important as a device to capture value

• Carnegie survey:  Cohen, Nelson and Walsh (2000)



Calibrating the Strength of 
Patent Protection

• Length:  how much time left to run?
• Breadth:  range of products covered?
• Validity:  likelihood of being upheld if 

challenged?
• Exclusionary power:  can the owner refuse 

to license without raising antitrust or other 
issues?

• Available remedies if patent infringed



The Uncertain Nature Of 
IP Rights

• “Fuzzy boundaries”
– unclear how claims will be interpreted in 

practice
– “inadvertent” infringement can occur
– unclear boundaries “fouls up” workings of the 

Coase Theorem
– disputes over value are not uncommon
– IP “discounted” in the marketplace as a 

consequence



Value and Stages of Patent Life

V
al

ue

Invention            Patent                   Patent            Patent Found    After Patent
Applied For          Granted Valid/Infringed    Expiration



Other Elements of 
Appropriability Regimes

• Other IP (trade secrets, copyright)
• Complementary assets
• Lead time to market  (first mover)
• Learning curve cost advantage



Complementary IP And the 
Fallacy of “One Patent, One 

Product” Thinking
• All innovators “stand on the shoulders” of 

others
• Important distinctions between:

– complex vs. discrete technology
– systemic vs. autonomous innovation

• complex/systemic usually comprised of numerous 
separately patentable elements

• discrete/autonomous may have just one patentable 
element



Importance of Bulk Licensing 
and Cross-Licensing

• Bulk/package licensing and/or cross-
licensing are important (and justified) when 
innovation is systemic
– too costly to license patents one at a time

• cannot test all patents against all products
• not practical to condition royalties on a product-by-

product, patent-by-patent basis

– achieves design freedom and freedom to 
operate



Some Implications

• Some legal concerns are often beside the point 
– Examples:  paying royalties “beyond the expiration of 

the patent” or on “products that do not practice the 
patent”

• Licenses that call for payment of royalties on total 
sales, whether or not all of those sales infringe, are 
appropriate and necessary
– Law allows this if it is “for the convenience of 

the parties”
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SUMMARY 

  The biotechnology industry is the most research and development 
intensive and capital-focused industry in the world. As such, it is very dependent on 
a robust intellectual property system as well as a strong set of competition laws. 1/ 
Recent experience suggests that intellectual property law and administration in the 
United States offers both sufficient incentives to innovate and appropriate 
competitive safeguards, and that the current system is superior to alternative 
schemes in place in other nations or in the proposals of some commentators. 2/ The 
Federal Trade Commission and the Department of Justice are performing an 
important service by focusing attention on the emerging intellectual property and 
competition policy issues that affect American innovators. Scrutiny by these agencies 
can help further improve an already well-functioning legal regime. 

 

BACKGROUND  

 BIO and the Biotechnology Industry 

 The Biotechnology Industry Organization (BIO) is a trade association 
of more than 1,000 companies, universities, research institutions worldwide and 
state and affiliated organizations engaged in biotechnology research on medicines, 
diagnostics, agriculture, pollution control and industrial applications. BIO 
represents an industry that has already provided more than 250 million people with 
benefits from more than 117 commercially approved drugs, biologics and vaccines. 3/   
More than 75 percent of these medicines have been approved in the past 6 years. 
There are more than 350 biotech drug products and vaccines in late stage clinical 
trials to treat more than 200 diseases, including various cancers, AIDS, Alzheimer's 
disease, heart disease, diabetes, multiple sclerosis and arthritis. In addition, 
biotechnology companies and researchers are responsible for the development of 
hundreds of medical diagnostic tests, many biotechnology derived foods, 
environmental products and other industrial products. 4/ 
 
 There are over 1,200 biotechnology companies in the United States of 
which about 30 percent are publicly traded. 5/ The revenue of these companies was 
about $22.3 billion in 2000 and the market capitalization of the industry equaled 

 
 
 



   
 

over $350 billion in 2000, although it is somewhat lower today. The biotechnology 
industry is very research intensive. The industry spent $10.7 billion on R&D in 
2000, with the top five companies) spending an average of $89,400 per employee on 
R&D. This intensity in R&D spending is more than double the average of the 
pharmaceutical industry (both on a per employee basis and as a percentage of 
sales), and the pharmaceutical industry is several times more R&D intensive than 
any other industry.  
 
 The biotechnology industry is also a dynamic one. The industry 
doubled in size between 1993 and 1999. Currently the industry helps to create 
437,000 U. S. jobs, including 150,800 direct jobs. The industry has direct revenues 
of about $20 billion, and additional revenues for companies supplying inputs or 
selling goods to the industry of $27 billion. The biotechnology industry, as a whole, 
is not yet profitable, yet those companies that are in a tax-paying situation make 
tax payments of $10 billion per year (with 2/3 going to the federal government). 6/ 
 
Role of Intellectual Property in the Biotechnology Industry 
 
 The biotechnology industry is very dependent upon strong intellectual 
property protection. Biotech companies rely heavily on private investments for 
financing, and patents are among the most important benchmarks of progress in 
developing a new company's product line.  
 
  Empirical evidence suggests that patents are an important means for 
protecting the value of biotechnology firms.  Economist Joshua Lerner has found 
that not only do patents help biotechnology companies attract venture financing, 
but also that the valuation of a start-up biotechnology firm is directly proportional 
to the breadth and scope of the firm's patents.7/  In another recent economic 
analysis, specific values were attributed to biotechnology patents as calculated from 
a function depending on the patents' content.8/  Individual patents in the core areas 
of biotechnology development were shown in this study to be valued between $13 
and $21 million on average. 9/  This same analysis also revealed that a biotechnology 
patent yields significant economic value to rival firms of the patent holder due to 
the public knowledge spillover from the patent's disclosure. 10/ 
 
  Biotechnology firms recognize the value of patents in their industry 
and survey evidence has tended to show that the biotechnology industry places a 
greater emphasis on seeking patent protection than do many other industries.  In a 
1989 study, firms in over 100 industrial disciplines ranked patents as the least 
important of several available strategies for competing in new-product markets. 11/  
These firms placed more emphasis on the effectiveness of trade secrecy, early entry, 
and customer service when engaging emerging product sectors.  The same study 
revealed, however, that firms in the chemical and pharmaceutical disciplines (into 
which most biotechnology firms were categorized at the time) ranked patents as one 
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of the most effective means for effecting competition. 12/  In a similar study 
undertaken in 1986, empirical data suggested that not only did the chemical and 
pharmaceutical industries place more emphasis on patents, but a relatively large 
portion of the innovations in those industries would never have succeeded to market 
without patent protection (as compared to innovations in ten other industries). 13/  
The 1986 study also showed that in those industries (including chemical and 
pharmaceutical) where patents were regarded as a relatively important means for 
competition, patents were more likely to be sought for patentable inventions than in 
those industries that did not regard patents as relatively important. 14/   
 
  The results of these mid-1980s studies were re-examined in a 1999 
survey, which delineated biotechnology firms from the chemical and pharmaceutical 
industries. 15/  This more recent survey suggested that in industries other than 
biotechnology, chemical, and pharmaceutical, to which patents remain very 
important, the emphasis on secrecy and non-disclosure has generally increased 
since 1987.  The importance of patents to the biotechnology industry, however, 
remains high.  This can be seen because companies have continued to file more and 
more patent applications even though the cost of filing and presenting biotechnology 
patents is higher and it takes longer than inventions in some other fields because 
long administrative delays in the Patent and Trademark Office are common for 
biotechnology patents.16/   
 
Patents and Competition Policy in Biotechnology 
 

 The primary purpose of patents is to offer a limited period of 
exclusivity 17/ and an appropriately circumscribed scope of protection against 
commercial use of an invention by a third party, thereby protecting against the "free 
riding" that would sap the incentive to innovate. 18/  The patent system also assures 
that inventions will eventually be publicly disseminated.  Patents are granted for a 
limited period of time (20 years from filing), and once the patent expires, the subject 
matter of the patent enters the public domain.  Once an invention is in the public 
domain it may be freely used by anyone.  In addition, the patent system promotes 
scientific progress by offering valuable additions to the existing art in the field.  
This is especially true now that patent applications must be published within 18 
months after filing.  The existence of patents actually can foster competition 19/ by 
pointing potential competitors a way to invent around a patent or invent 
improvements to the patent subject matter. 20/  

As the President's Council of Economic Advisors put it in its recently issued 
Economic Report of the President:21/  

 

"[I]n many cases, firms or individuals might not embark 
on developing an innovation because, although the social 
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benefit from it may be large enough to justify its 
development costs, the firm or individual could not expect 
to reap enough of that benefit to justify those costs.  The 
consequences of this problem were recognized in the U.S. 
Constitution, which empowered Congress to develop a 
body of intellectual property laws, including those 
establishing patents.  A patent for an invention confers on 
an individual or firm (the patent holder) limited rights to 
exclude others from making, selling, or using the 
invention without the patent holder's consent.  Patents 
generally are granted for 20 years, and as the rights they 
provide imply, the patent holder can license to other 
individuals or firms the right to use its innovation.  
Patents give a firm the legal power to keep others from 
using its innovation to create competing products without 
bearing the cost of the innovation.  Licensing provides a 
means whereby the innovator can receive compensation, 
in the form of licensing fees, from others that find a 
beneficial use for the innovation.  Thus policy has long 
recognized that, to encourage innovation, firms must 
expect that successful innovations will yield a market 
position that allows them to earn profits adequate to 
compensate for the risk and cost of their efforts.” 

 
 The United States biotechnology industry was provided with the “fuel 
of interest”  22/ for the inventive genius of American scientists when the Supreme 
Court decided the case of Diamond v. Chakrabarty in 1980. 23/ In that case the 
Court upheld the notion that biotechnology-related inventions are patentable. Since 
the Chakrabarty decision the biotechnology industry has been able to attract 
venture capital and sustain the innovation through massive investments in 
research and development. The industry, and the customers it serves, has further 
benefited from a series of administrative, Congressional, and judicial 
determinations, which have fashioned a stable, strong, and relatively clear set of 
patent rules for biotechnology. 
 
 The biotechnology industry also has benefited from the pro-competitive 
effects of vigilance exercised by the competition enforcement agencies, especially the 
Federal Trade Commission and the United States Department of Justice. These 
agencies have, over the life of the industry, modernized the rules on intellectual 
property licensing and moved to a more economically rational rule of reason 
approach in appropriate cases. The continued use of tools that permit fact sensitive 
evaluations of competition issues can help sustain the continued viability of the 
biotechnology industry, while assuring an open marketplace that will benefit 
consumers through further innovation and competitively-priced products. 
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SUMMARY OF THE ISSUES ADDRESSED IN THIS TESTIMONY 
 
 
 This testimony addresses the following issues: 
 

•  Patent scope and quality.  Do developments in patent law and 
practice pose any important competition questions? 

 
•  Patent term and competition.  Have changes in patent term 

been pro-competitive? 
 

•  Patents for “research tools” and the development of “patent 
thickets.”  Is there sufficient evidence from the real world to 
suggest the need for changes in law or agency guidelines? 

 
•  Merger enforcement and “innovation markets.”  How should 

the enforcement agencies, in conducting merger reviews, take into 
account the intellectual property assets and R&D efforts of the 
merging parties? 

 
•  Unilateral refusals to deal.  What considerations should the 

enforcement agencies take into account when evaluating unilateral 
refusals to license intellectual property? 

 
•  Treatment of biotechnology inventions under international 

law.  Should the United States continue to advocate strong global 
patent protection for biotechnology inventions? 

 
These questions are addressed in this testimony by first offering a summary 
conclusion followed by a brief discussion and rationale for that conclusion. The 
views expressed in this testimony are those of the trade association and should not 
be imputed to any individual member(s) of the association. 

 
 
 

PATENT SCOPE AND QUALITY 

The scope and quality of patents have improved in recent years due to 
increased management attention to these issues within the U.S. Patent and 
Trademark Office (PTO), and multiple legislative actions by the U. S. Congress.  The 
Patent and Trademark Office, under a series of Commissioners (starting with 
Mossinghoff and including Manbeck, Quigg, Lehman and Dickinson), have taken 
actions to improve the processing of biotechnology related inventions. These changes 
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include new utility. 24/  and written description guidelines, 25/ creation of a separate 
art unit for biotechnology, 26/ increased training for biotechnology oriented 
examiners, dramatic increases in the number of biotechnology examiners, frequent 
reviews of biotechnology related patent policy questions, , 27/ and support for an open 
and thorough dialogue on these issues with all affected parties.   

The most important changes in patent law relating to biotechnology 
include the issuance of new gene patent utility guidelines (Jan. 2001), 28/ new 
instructions on "business method" patents (March 2000), 29/ and the enactment of the 
American Inventors Protection Act (AIPA) by the Congress (creating an 18-month 
publication requirement along with some partial revisions to the re-examination 
process). 30/ These changes -- taken together -- will substantively address issues of 
patent quality as well as increase the transparency and accountability of the 
American patent system. More could be done, particularly by providing that the PTO 
should retain all of the user fees that it generates. 31/ In general terms, however, the 
United States patent system has been remarkably responsive in addressing 
legitimate criticisms. 

 
 An effective patent system requires that the patents that are issued 
are valid, and confer an appropriate scope of protection on their owners.  The 
agency charged with ensuring that patent grants meet the requirements of 
patentability, and are of an appropriate scope is the Patent and Trademark Office.  
The PTO must discharge this obligation through adoption and use of rules, 
practices and procedures that are designed to yield accurate determinations of 
patentability, and issuance of patent claims reflecting those accurate 
determinations.  
 
 The PTO has, without question, faced numerous challenges in the 22 
years following the landmark Chakrabarty decision authorizing the granting of 
patents on living organisms.  The PTO, and the industry, have had to respond to 
these challenges through adoption of new and refined examination standards and 
practices.  In the experience of BIO and its members, the PTO has adapted its 
examination practices and procedures successfully to meet these challenges as they 
have arisen. 
 
 For example, in the late 1980’s, the PTO faced a significant challenge 
in the form of a remarkable increase in filings of applications directed to 
“biotechnology” inventions.  The increased rate of filings led to the accumulation of 
a significant backlog of unexamined applications, and an significant increase in the 
pendency of biotechnology applications.  The PTO responded to this challenge by 
developing and implementing a 12 point plan.  Parts of the plan included formation 
of a special biotechnology examination group, adjustment of examiner salaries to 
attract and retain highly qualified examiners and development of rules to govern 
issues unique to the industry (e.g., governing deposits of samples of living 
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organisms and submission of sequence listings).  The PTO also commenced an 
aggressive effort to procure specialized information technology systems to assist 
search and examination efforts.   
 
 The PTO was able to successfully manage the increased workload and 
ultimately to eliminate the backlog of unexamined applications.  These steps have 
also paid significant dividends in the form of increased quality.  The biotechnology 
examination group boasts a level of education and experience shared by virtually no 
other examination authority in the world (e.g., more than 60% of the examiners 
hold Ph.D. degrees).  The PTO’s information technology infrastructure is extremely 
sophisticated, and its capacity to search and analyze sequence information is 
matched by few commercial or academic institutions in the world.  
 
 The implementation of the 12-point plan is only one example where the 
PTO has adapted to challenges in the biotechnology field.  In the mid-1990’s, the 
PTO promulgated examination guidelines concerning the utility requirement to 
address concerns in the patent user community.  The examination guidelines were 
produced in transparent and participatory process, where the PTO actively sought 
input from the patent user community and the public on appropriate standards and 
practices the Office should adopt.   
 
 Over the last 25 years there have been certain criticisms of the U.S. 
patent system. In the 1980s the criticism centered around such issues as the lack of 
sound statutory underpinnings (e.g., lack of adequate process patent protection), 
judicial incoherence caused by differing approaches to patent law questions between 
regional circuit courts of appeals, and a need for improvement in the operation of 
the Patent and Trademark Office. Over the last two decades, Congress and the PTO 
have gradually addressed virtually all of these criticisms. 

 
 In 1982, Congress addressed the problem of disparate results in 
patent-related court decisions -- especially as a result of  divergent opinions on 
questions of national applicability between various federal appellate courts -- by 
creating the Court of Appeals for the Federal Circuit. 32/  While not every decision by 
that court has been uniformly praised, 33/ the Federal Circuit Court of Appeals has 
brought a beneficial degree of uniformity to patent law in the United States.34/ 
Moreover, Congress has gradually addressed defects in the patent law through a 
series of patent law changes, including biotechnology process patent protection 35/ 

and patent term restoration. 36/ In addition, the federal courts have applied the law 
to new technologies through new court decisions 37/ addressing issues of 
technological change. The Congress and the PTO have taken action to expand 
patent rights 38/, improve examination procedures, and better define appropriate 
patent scope. Finally, in response to criticism of the status of, and funding levels for, 
the PTO, 39/ Congress enacted a series of incremental improvements that have 
elevated the status of the office 40/ and increased its resources. 41/ 
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 More recently, there has been a new strain of criticism concerning the 
scope and quality of certain types of patents, particularly gene patents and business 
method patents. 42/  Whatever the validity of that criticism concerning practices in 
the late 1990s, the current situation is far different and the quality of patent 
examination and the scope of claims on issued patents has improved. The issuance 
of business method patent guidelines has improved patent examination in that field 
and should lead to higher quality patents.  With respect to gene patents, the PTO's 
new utility guidelines go a long way toward fully addressing critics’ concerns 
regarding the legal requirements that applicants must meet before obtaining a so-
called "gene patent".  

 
 

PATENT TERM AND COMPETITION 

Duration of patent term has been adjusted in recent years to achieve 
international harmonization (e.g., the World Trade Organization’s "20-year from 
filing" rule adopted in 1994), 43/ and recent Congressional actions have compensated 
for delays caused by the PTO by partially permitting patent restoration. 44/ 
Additional action should be taken to fully extend patent terms to compensate for 
delays attributable to the approval processes of the Food and Drug 
Administration. 45/ Specifically, federal law should offer full patent term extensions 
to account for the total period during which drugs are undergoing clinical trials. 46/  

 
 In addition to criticism of patent scope and quality, there has been 
criticism evident in the patent community in recent years pertaining to whether 
patent terms are fair and adequate or, alternatively, if they have been artificially 
extended. Before addressing those issues in detail, it is important to note the 
history of patent term in the United States. 
 
 Throughout most of American history, the period of patent term was 
17 years and it ran from the date of patent issuance. 47/ This system was workable 
for many years for two reasons. First, there was less substantive examination of 
patents, so there was little delay between filing a patent application and its 
eventual issuance.  Also, under a 17-year term that began at issuance there was 
less risk of patent term erosion.  Second, until the last several decades there were 
very few products that were subject to extensive federal government review before 
they could be marketed.  In the 1960’s and 1970’s the federal government began to 
impose new public health and safety requirements that must be met before some 
patented products could be marketed. 48/ This requirement of  pre-market approval 
had the net effect of eroding patent term for these products and creating, in some 
cases, very substantial differences in patent term for products based upon whether 
and how they were regulated. 
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 In response to the unfairness of eroding patent term due to the 
imposition of pre-market approval processes, Congress enacted the patent extension 
provisions of the Hatch-Waxman Act, which attempted to partially restore the 
effective patent term of products subject to this type of regulatory delay. 49/  When  
these provisions were enacted, Congress assumed that there would be an increase 
in patent term for pharmaceutical- and biotechnology-related products.  Congress, 
in the same act, created additional drug competition by creating a new, expansive 
generic drug approval process.  
 
  One authoritative study suggests that inventors in these fields did not 
receive the kind or length of patent term restoration that was expected to result 
from the Hatch-Waxman provisions. 50/ This study found that the Hatch-Waxman 
provisions offered an average of about 3 years of patent restoration for drug 
products approved between 1993 and 1995, but that those same products still lost 
about one-third of their full patent term due to the patent term restoration rules set 
by Congress.  The competition component of Hatch Waxman has been a success.  
The number and percentage of generic drug prescriptions has grown dramatically. 

 
 In the 1990’s, Congress once again altered patent term in order to 
move toward an internationally agreed-upon norm of 20 years from filing. 51/ The 
net effect of this change was to risk the loss of patent term due to regulatory delays 
in the PTO. When these changes were enacted, the average review period for a 
biotechnology patent within the PTO was substantial. 52/ As a result, between the 
date of enactment of the 20-year term and more recent Congressional action, there 
has been practical erosion of biotechnology patent term. In 1999, Congress acted to 
provide for partial compensation for this form of regulatory delay. 53/  Congress 
created a system to add back patent terms for applicants that the PTO does not act 
on within three years. 
 
 In sum, over the last 20 years Congress has consistently recognized 
that patent term should be calculated in a manner that takes into account the 
practical difficulties that some inventions, and some industries, face as a result of 
regulatory delay beyond their control. Congress has, as a result, passed a series of 
measures permitting the adjustment of patent term to restore time lost due to 
regulatory requirements.  
 
 BIO believes that Congress should continue this work by providing for 
full patent term restoration for all the patent term lost as a result of requirements 
imposed by federal agencies such as the FDA. Specifically, BIO  believes that 
inventors should receive full patent term restoration for each day that products 
covered by applicable patent are undergoing human clinical trials. 54/  
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CONCERNS ABOUT PATENT THICKETS / RESEARCH TOOLS 
  
 International law generally bars discrimination in patent law against 

certain technologies. 55/  Domestically this concept of non-discrimination between 
categories of inventions has been seen to contribute to the progress of science and the 
useful arts. 56/ Policy makers should reject suggestions that biotechnology patents 
have "special" patent rules.  

 
 There is insufficient evidence to suggest that significant problems exist 

within the PTO 57/ or in the licensing processes used for patents in commerce 
(including alleged patent thickets, or patent stacking)58/ with respect to "research 
tools," 59/ or in decisions by either the lower courts or the Federal Circuit Court of 
Appeals 60/ to suggest the need for governmental intervention by creating a statutory 
research exception, 61/ any mandatory patent pooling 62/ or other interventions. 

 Before turning to some of the policy questions raised by the FTC and 
Department of Justice about "patent thickets," it would be useful to describe the 
kinds of patent practices that are common in the industry. At least for the health-
oriented part of the biotechnology industry, the most desirable kind of intellectual 
property protection is a product patent, especially one that can protect against 
unfair "free riding" after a new drug or biological product has been approved by the 
Food and Drug Administration. Thus, companies and their investors see the 
existence of these strong product patents as the most stable form of intellectual 
property. Not surprisingly during the last 20 years of exploding gains in our 
knowledge of biology there has been a dramatic increase in the issuance of relevant 
product patents.63/  

 There are instances in which disputes have arisen about the validity 
and scope of basic biotechnology patents. Those cases have been fully, fairly and 
extensively litigated in the Federal courts. Virtually no one in the industry or the 
university community -- winners or losers in these cases -- has sought major 
legislative relief or reform of the judicial system for adjudicating patent disputes. 
This suggests a general level of satisfaction with the processes used to judicially 
resolve these disputes.  

 Over the past 20 years there has been a dramatic increase in the 
amount and quality of university research in biotechnology. 64/  This research 
explosion has been stimulated by a series of changes in federal law as well as 
increased interest by universities in transferring technology into the private sector. 
This paradigm shift also occurred in parallel to similar changes, including expanded 
technology transfer, from the federal research establishment to the private sector. 
Thus, the picture of technology transfer is a remarkably vibrant two way street 
between the university and government communities and the for profit 
biotechnology community.  
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 Inevitably a few of the inventions created in the private sector have 
produced patents which have the potential to impinge on the operations of non-
commercial entities, including universities. Before turning in detail to the merits of 
a proposed "research exemption", it is important to keep in mind that the number 
and frequency of disputes in this area is very, very small. Universities, and other 
non-profit enter do not seek to "make or sell" products that are covered by product 
patents. On occasion, these non-commercial entities may want to "use" a patented 
product or process to conduct an experiment or test. In the vast majority of even 
these cases, the patent owner and the researcher reach an informal understanding 
about when and under what circumstances such experimentation is permissible. So, 
it is misleading to assume that isolated cases reported in the trade press, or in 
academic journals, about friction between the university community and the 
biotechnology industry are the norm. Rather the norm is a cooperative and 
collaborative relationship in which the industry seeks out universities as partners 
and collaborators, and frequently where the industry is licensing intellectual 
property from the university or government.  

 
Discrimination Based on Patentable Subject Matter Is Not 
Justified 
 
 On occasion, some advocates have urged Congress to create special 
rules for patents pertaining to pharmaceutical products or biotechnology inventions. 
For example, in the 1980's some members of Congress suggested the institution of a 
moratorium on the issuance of patents on transgenic animals (which are genetically 
modified animals, generally needed in research on drug production.  Fortunately, 
those suggestions were rejected and the use of transgenic animals is currently 
viewed as one of the most positive steps in the drug development process in recent 
years, especially with respect to AIDS-related drugs. The expanded use of 
transgenic animals in research would not have been possible had Congress barred 
the use of patents in conjunction with this kind of research.  In more recent years, 
some members have suggested that drug-related patents should be treated 
differently and opened up to automatic compulsory government licensing. This 
approach has also, wisely, been rejected. 
 
 Congress has recognized that there is substantial merit to applying the 
general rules of patent law to all technologies. This approach has prevented the 
"Balkanization" of intellectual property protection based on the classification of an 
invention.  
 
Concern over Research Tools and the Alleged "Patent Thicket" 
 
 In recent years, criticism has been leveled regarding the existence of 
certain patents with overly broad scope, and complaints have been voiced that 
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patents in certain fields have the net effect of blocking new research. 65/  In some 
instances it has been suggested that Congress consider enacting a statutory 
“research exception.” Some, in the academic community, have argued that virtually 
all non-profit work should be "non-infringing." 66/  In general, these criticisms have 
been misplaced, and the proposed solutions would be either worse than the alleged 
problem or inconsistent with federal and/or international law.  For some of the 
complaints about multiple patents there are solutions already available under 
existing federal law. 
 
 The emergence of biotechnology-related inventions and patents in the 
genomics field, and the issuance of patents for genes, have caused some 
commentators to articulate the view that there is a “real risk” that the existence of 
multiple patents will create an “anticommons” 67/ or that multiple patents will 
create a “patent thicket”. 68/ 
 
 Our experience, however, echoes the conclusions of a recent study 
supported by the National Academy of Science 69/ which concludes that: 
 
 “…There has been an increase in patents on the inputs to drug   
 discover [sic](“research tools”)… we find drug discovery has not   
 been substantially impeded by these changes.” 70/ 
 
 This study reflects the experience within the industry. According to 
this study, there are numerous means of addressing circumstances involving 
multiple patents, including: (1) taking licenses, (2) inventing around patents; (3) 
using an informal non-statutory practice of judicious non-enforcement by patent 
holders; (4) creating public domain oriented databases; and (5) challenging patents 
in court. While there is no doubt that the current licensing situation in the 
biotechnology field is more complex -- and the resolution of licensing problems more 
time consuming, and sometimes more expensive -- than 20 years ago, it is still 
manageable. More importantly, considering the many patients who benefit from the 
products of biotechnology, there is insufficient evidence to suggest that valuable 
research have been abandoned as a result of intellectual property issues. 
 
 
Patent Pools 71/ 
 
 One of the important potential solutions to concerns regarding 
overlapping patents is the creation of voluntary patent pools.  As the PTO noted in 
its white paper on Patent Pools: A Solution to the Problem of Access in Biotechnology 
Patents (January 2001), these arrangements can offer very positive pro-competitive 
benefits. 72/ Indeed, the benefits that can result from cross licensing were recognized 
in the intellectual property guidelines issued by the Federal Trade Commission and 
the Department of Justice in 1995. 73/  

- 12 - 
 
 



   
 

 
 As noted by the Patent and Trademark Office, the benefits of voluntary 
patent pooling can result in the reduction of transaction costs, clearance of blocking 
patent positions, integration of complementary technologies, avoidance of costly 
infringement litigation, and promotion of the dissemination of technology. 74/ 
 
 There are, no doubt, countervailing anti-competitive risks 75/ and 
appropriate safeguards need to be put in place, 76/ but it is vitally important that the 
federal competition agencies maintain the current guidelines and avoid any hint of 
a return to the mechanistic rules of earlier eras of multiple and unjustified per se 
rules. 77/ 
 
 This resistance to compulsory licensing and government-imposed 
solutions is especially important to uphold in the United States because of the 
potentially adverse international consequences of ambiguity in this area. As noted 
above, under the provisions of the TRIPS agreement 78/, countries that have agreed 
to the terms of World Trade Organization membership are required to patent 
technology on a non-discriminatory basis. 79/ In addition, there are severe 
limitations on the use of compulsory licenses where patents are concerned. 80/ To the 
extent that the United States permits the imposition of compulsory licenses more 
easily than in the past, other countries, especially in the developing world, will be 
tempted to stretch even further the definitions of when compulsory licenses are 
permitted. 81/   
 
 

MERGER ENFORCEMENT AND "INNOVATION MARKETS" 
 
 In some cases involving the merger of biotechnology or pharmaceutical 
companies, the federal antitrust agencies have required the divestiture or licensure of 
intellectual property assets, even in cases in which it was unclear whether, if at all, 
these assets would be used in the production of a product that would actually be  
marketed.  In considering whether the intellectual property assets of merging firms 
raise competitive concerns, it is essential that these agencies exercise caution in light 
of the uncertainties involved in predicting the future importance of such assets, the 
lack of a clear understanding between industry concentration, R&D efforts and 
innovation, and the potential that mergers can have to increase innovation by 
combining complementary efforts and eliminating redundancies.  The agencies 
should conduct a retrospective review of past mandatory licensing and/or divestiture 
requirements to determine whether such steps were necessary to maintain 
competition. 
 
 During the last decade, both the DOJ and the FTC increasingly raised 
concerns regarding the impact of mergers and acquisitions on innovation.  For 
example, a recent survey found that the agencies had alleged innovation effects in 
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47 challenges to mergers and acquisitions during the 5-year period ending 
September 30, 1999, or in 17.5 percent of the cases that they brought. 82/   One of the 
first cases to raise innovation concerns involved the 1990 acquisition by Roche 
Holdings of a controlling interest in Genentech, a biotechnology firm. 83/  
Transactions involving the biotechnology and pharmaceutical sectors continue to be 
closely scrutinized, and sometimes challenged, due to concerns about the impact on 
innovation. 84/ 
 
 This increased scrutiny with respect to effects on innovation has 
coincided with the announcement, in the IP Guidelines, that in addition to the 
traditional market for goods, the agencies will also scrutinize possible competitive 
effects in markets for technology (consisting of intellectual property that is licensed 
and its close substitutes) and markets for research and development or “innovation 
markets.”  The latter consists of the “research and development directed to 
particular new or improved goods or processes, and the close substitutes for that 
research and development.” 85/ 
 
 The concept and utility of “innovation markets” have been hotly 
debated. 86/  No one doubts the importance or benefits of innovation in our economy.  
But to the extent that one or both of two merging firms have R&D efforts that are 
likely to result in the offering of products that compete with each other, the 
transaction can be scrutinized under traditional antitrust analysis as involving 
either “actual” or “perceived” potential entry. 87/  To use “innovation markets” to 
attack transactions that do not involve potential competition (for example, because 
neither party has an actual product in the market) raises the concern that antitrust 
enforcement will venture into areas where the likely effects are extremely 
speculative and where more harm than good may result. 

 There are several reasons why the agencies should exercise caution 
when considering a challenge based on the intellectual property assets of one or 
both merging parties – regardless of whether the challenge is based on a “potential 
competition” or “innovation market” theory.  These include the following: 

•  The value of intellectual property assets is often very 
uncertain.  For example, in the biotechnology and pharmaceutical 
industries, a patent represents only a modest beginning step in a very 
long, and extremely expensive, process of creating a marketable 
product. The best available research on this topic suggests that with 
respect to pharmaceutical products, only one out of five thousand 
inventions survives to the point of screening in clinical trials; that only 
one out of five products in clinical trials receive FDA approval; and 
that out of every ten products approved for the commercial market, 
only three make money.  The vast majority of money spent on 
development is spent after a patent application has been filed (e.g., 
after human clinical trials have begun.  In addition to the uncertainty 
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associated with whether any particular R&D effort will ultimately 
prove successful, in highly innovative fields such as biotechnology one 
must also factor in the uncertainty associated with whether others will 
achieve better results with alternative technologies, rendering one’s 
product obsolete even before it comes to market. 

•  The likely anticompetitive effects resulting from combining the 
R&D efforts of merging firms are very difficult to predict.  In 
traditional antitrust analysis, where the focus is on firms that are 
currently selling a particular good or service, it is as least possible to 
obtain an understanding of the number and relative strengths of the 
competitors in the market.  There are also well-accepted economic 
theories that can be applied in determining whether a particular 
transaction is likely to result in anticompetitive unilateral or 
coordinated effects.  This is not the case where the concerns involve the 
possible impact on innovation in a market where neither party is 
currently producing a good. Unlike an existing goods market in which 
concentration levels can be measured in terms of sales or capacity, in 
this case the agencies must measure the competitive significance of the 
R&D efforts of the merging parties and others that are engaged in 
similar efforts.  But a mere counting of R&D dollars or personnel is 
unlikely to be a useful measure of the value of an R&D effort.  Thus, it 
is very difficult for the agencies to confidently assess how 
“concentrated” the field may be with respect to specific R&D efforts.  
Moreover, there is little consensus on the general relationship between 
concentration, R&D effort and innovation; consequently, it is unclear 
how the agencies can confidently predict whether the removal of one 
entity engaged in R&D could likely have any real competitive 
significance. 

•  Overzealous enforcement can result in lost efficiencies and less 
innovation.  Finally, it is crucial to remember that significant 
benefits may be lost as the result of an unnecessary challenge to an 
R&D merger or acquisition.  Collaboration on research can result in 
the sharing of economic risks, increased economies of scale, the pooling 
of complementary skills and intellectual property, and the elimination 
of redundancies.  Indeed, Congress has recognized the potential 
benefits of joint research ventures by according them special antitrust 
treatment. 88/ 

 In light of these considerations, we urge the agencies to exercise 
caution in assessing the potential competitive effects associated with the R&D 
efforts or intellectual property of firms involved in a merger or acquisition.  
Moreover, we believe that it would be useful to engage in a retrospective review of 
agency enforcement actions in which a divestiture or mandatory licensing of 
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intellectual property was required as a condition for agency clearance.  This review 
could help inform the agencies of the benefits and costs of such imposing such 
conditions, and could shed light on the wisdom in using them as a tool to preserve 
competition. 

UNILATERAL REFUSALS TO LICENSE  
INTELLECTUAL PROPERTY 

 At present, the law is unclear as to the circumstances in which a 
patent holder may be held liable under the antitrust laws for unilaterally refusing 
to license its intellectual property.  The Federal Circuit Court of Appeals took a 
narrow view of the scope of potential liability, holding that "[i]n the absence of any 
indication of illegal tying, fraud in the Patent and Trademark Office, or sham 
litigation, the patent holder may enforce the statutory right to exclude others from 
making, using, or selling the claimed invention free from liability under the 
antitrust laws," and that inquiry into a patent holder's motive in refusing to deal is 
inappropriate "so long as [the] anticompetitive effect [of refusing to sell or license a 
patented invention] is not illegally extended beyond the statutory patent grant." 89/   
 
 The Ninth Circuit Court of Appeals has taken a somewhat broader 
view.  In Image Technical Services, Inc. v. Eastman Kodak Co.90/, that court ruled 
while there is a rebuttable presumption that exercising the statutory right to 
exclude constitutes a legitimate business justification immunizing a refusal to 
license from liability under section 2 of the Sherman Act, that presumption may be 
rebutted by evidence that the proffered business justification is merely pretextual. 
 
 BIO offers the following comments to assist the Commission and the 
Division in evaluating refusals to license.  First, the patent law is expressly 
premised on the notion that during the statutory term of a patent, the patent holder 
has the right to exclude others from making, selling or using the patented 
invention.91/ Refusing to license a patented work is thus ordinarily a necessary 
incident of the Congressional determination that, in order to encourage invention, 
patent holders must be afforded the exclusive right to determine how their 
inventions are used during the statutory patent term.  For that reason, refusals to 
license a patented invention should be afforded a presumption of legality under the 
antitrust laws, and liability for refusal to license should be found only in highly 
unusual circumstances. 
 
 Second, there are a broad variety of legitimate business justifications 
for refusing to license a patented work.  First among these is the right to obtain the 
full value of the invention during the patented term.  The inventor of a new drug, 
for example, does not violate the antitrust laws by failing to license another 
manufacturer to make and sell that drug during the statutory term.   
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 And third, because of the high cost of antitrust litigation, BIO supports 
the establishment of guidelines that establish clear rules for determining when 
unilateral refusals to license violate the antitrust laws, and providing for safe 
harbors for refusals that do not violate those laws.   Those guidelines should, to the 
greatest extent possible, rely on objective, rather than subjective, factors for 
determining the legality of a patent holder’s conduct. 
 

INTELLECTUAL PROPERTY: 
AN INTERNATIONAL DIMENSION FOR BIOTECHNOLOGY 

 
 Special care should be taken in reviewing the international intellectual 
property regime. 92/ Strong patent protection in developing countries can serve to 
stimulate domestic industrial growth and increased domestic research and 
development, 93/ and widespread exemptions (or compulsory licenses) do not serve the 
public interest.  Moreover, without sufficient protections against "free riding," the 
incentive necessary to create new products for markets outside the developed world, 
especially in the health care arena, will be undermined.  The United States should 
continue its leadership role in advocating for patent protection for biotechnology 
related inventions within the World Trade Organization and the World Intellectual 
Property Organization and other international fora.  
 
 The market for biotechnology-derived inventions extends well beyond 
the United States. There is an urgent need for the United States government to 
maintain its advocacy on behalf of the science of the biotechnology industry as well 
as to push for strong intellectual property regimes in other countries.  
 
 Biotechnology products, including medicines, devices, diagnostics and 
agricultural items, are increasingly sold on a worldwide basis.  In 1996, U.S. 
biotechnology exports totaled nearly $1.2 billion. 94/ 
 
 A key to assuring the continued viability of the United States 
biotechnology industry is continued vigilance concerning the methods used by 
governments to regulate the approval and marketing of biotechnology products. It is 
vital that the executive branch continue to focus attention on the need for other 
nations to implement regulatory regimes that are exclusively based on sound 
science, and not motivated by fear or concern about fair competition with 
domestically created products. The imposition of unfair or arbitrary moratoria on 
the approval of products for commercial marketing based on unproven safety claims 
or on the alleged economic impact of new technology on older industries, should be 
rejected. If other nations are able to freeze out biotechnology derived products based 
on irrational regulatory schemes, they will have undermined innovation and 
thwarted the marketing of patented products. An aggressive stance on this issue by 
the Administration is of vital importance to the biotechnology enterprise. 
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 Equally important is a renewed effort on implementation of adequate 
and effective intellectual property systems.  The global intellectual property 
standards reflected in the WTO TRIPS Agreement came about as a result of 
significant effort by the United States, particularly the United States Trade 
Representative (USTR), the Patent and Trademark Office (PTO) and the 
Department of State.  A more significant problem lies in the lack of implementation 
of adequate and effective national intellectual property systems based on the TRIPS 
agreement, particularly by major developing countries.  Many countries have not 
made any attempt at implementation, while others have omitted key protections 
relevant to the biotechnology industry.  The lack of implementation, now more than 
two years past the due date for developing nations, is a significant problem that 
companies face outside the United States.  
 
 The failure of many countries to provide adequate and effective 
protection through their national systems is foreclosing growth of the biotechnology 
industry in these markets.  When countries have enacted new patent laws it has led 
to increased research and development and economic growth within the innovative 
industries in those countries.  Specifically, there has been rapid growth in the 
pharmaceutical and biotechnology sectors in those countries that honor intellectual 
property protection, especially patents. 
 
 BIO and its Members believe it is important for the Federal Trade 
Commission and the Department of Justice to acknowledge and promote the critical 
importance of the exclusive rights that must be conferred by the grant of a patent.  
This is true not only in the United States, but also in any country where patents are 
to function properly. This right to exclude is substantially more important and 
valuable than the right to collect royalties from persons who use your inventions. 
Indeed, the international community has agreed that intellectual property --- in this 
case a patent --- must be given the status of property rights.  As with real property, 
a property owner must retain the right to exclude others from using the property if 
this right is to have any real meaning. Real property owners --- except in rare 
circumstances --- can not be forced to permit strangers to come onto their property 
in exchange for only rent payments. In the same way, the international community 
has made it clear that, absent extraordinary circumstances countries will not 
restrict these exclusive rights, either by revoking patent grants or by issuing 
compulsory licenses.  This approach to intellectual property protection is the central 
ingredient that the United States government must strive to protect in various 
international institutions and domestically.  95/ 
 
 One of the important features of the TRIPS agreement is the broad 
rule requiring that all technologies be eligible for patents (with exceptions that are 
not applicable to commercial biotechnology patents).  This non-discrimination rule 
in the patent provisions of TRIPS is an important safeguard against the creation of 
different patent or intellectual property rules based on unfounded scientific claims 

- 18 - 
 
 



   
 

or fear of downstream economic consequences of new technologies. Moreover, this 
approach to patent eligibility is a positive development in contrast to the Paris 
Convention. 
 
 As the United States government evaluates the pending issues within 
the WTO on the application of the TRIPS agreement to public health issues, several 
points are important to note. First, the TRIPS agreement is not intended to solve 
the public health problems of developing countries. Rather, the Agreement is 
separate and apart from the pre-existing problems of those countries with respect to 
their need for increased public health spending and infrastructure. TRIPS becomes 
relevant once a country seeks access to products which are not available in their 
own country. In these cases it is permissible for a member of the WTO to use a 
compulsory license to obtain access to a patented product. That kind of compulsory 
license, however, under the terms of the TRIPS agreement, requires compensation 
and a limitation on such a license to in-country production. 
 

CONCLUSION 
 
 The Federal Trade Commission and the Department of Justice are to 
be congratulated for undertaking this careful and thorough examination of the 
interface between competition policy and intellectual property protection. BIO 
appreciates the opportunity to appear before you to describe the nature of the 
industry and its contributions to the improvement of the human condition, and to 
assess the issues presented by these two federal agencies. 

In the main, we are strong supporters of maintaining the status quo 
with respect to both competition policy and patent policy. With limited exceptions, 
we believe that the combination of Congressional action, agency actions and judicial 
interpretations have addressed many issues concerning both patent scope and 
quality. We also believe that current competition policy is a sound balance of 
interests and that there is no compelling need to revise either the IP Guidelines  
merger guidelines used by the competition policy agencies of the federal 
government. 
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Antitrust Agencies?:  The Intellectual Property Guidelines Five Years Later, "69 Antitrust L. J. 43 
n.8 (2001). 
 
 Without the reward of a patent and the right of exclusive use that it confers, “firms have 
weak incentives to absorb the costly expenditures needed to develop intellectual property.” Abbott, 
Alden F.  "Developing a Framework for Intellectual Property Protection to Advance Innovation."  
Intellectual Property Rights in Science, Technology and Economic Performance:  International 
Comparisons  Eds., Francis W. Rushing & Carole G. Brown.  Boulder:  Westview Press, 1990. 317.  
Firms “run the risk that . . . their innovations w[ill] earn insufficient profits to offset the losses 
stemming from failed research efforts,” and that “capital markets w[ill] be far less willing to provide 
funds for independent research efforts.” Id. at 321.  

 One scholar offers an interesting rationale for the Intellectual Property Clause by asserting 
that it offered a “perfect solution to encouraging the progress of science and useful arts with the least 
expense.” Edward Walterscheid, “To Promote the Progress of Science and the Useful Arts: The 
Background and Origin of the Intellectual Property Clause of the United States Constitution,” 2 J. 
Intell. Prop. L.  1, 34 (1994). The alternative of direct government support for promoting science was 
not possible for a small and "impecunious national government." Id. at 34-35.  Bauer & Cie v. 
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O'Donnell, 229 U.S. 1, 10 (1913)(the patent system is based on rewarding and protecting invention).  
See generally, Robert P. Merges, "Commercial Success and Patent Standards: Economic Perspectives 
on Innovation," 76 Cal. L. Rev. 803 (July 1988). 
 
19/  The patent system fosters innovation and investment in research and development through 
what the U.S. Supreme Court has described as “a carefully crafted bargain.” Bonito Boats, Inc. v. 
Thunder Craft Boats, Inc., 489 U.S. 141, 150-151 (1989). In exchange for “disclosure and the 
consequent benefit to the community,” the law gives inventors exclusive rights to practice their 
inventions for a limited period of time. Id. 

20/ See, e.g., Yarway Corp. v. Ever-Control USA, Inc., 775 F.2d 268 (Fed. Cir. 1985) (discussing 
the laudable goal of designing around patents and that such is evidence of good faith in instances 
where an infringer is charged with bad faith copying).  See also State Indus., Inc. v. A.O. Smith 
Corp., 751 F.2d 1226, 1236 (Fed. Cir. 1985) ("One of the benefits of a patent system is its so-called 
"negative incentive" to "design around" a competitor's products, even when they are patented, thus 
bringing a steady flow of innovations to the marketplace."); WMS Gaming Inc. v. Int'l Game Tech., 
184 F.3d 1339, 1355 (Fed. Cir. 1999), and cases cited therein. 
  
21/  Economic Report of the President, February 2002, available at 
<http://w3.access.gpo.gov/usbudget/fy2003/pdf/2002_erp.pdf>. 

22/  “The [U.S.] patent system … added the fuel of interest to the fire of genius in the discovery 
and production of new and useful things.”  Lincoln, Abraham, Lecture on “Discoveries, Inventions 
and Improvements,” February 22, 1860, in 5 Complete Works of Abraham Lincoln.  Eds., John G. 
Nicolay & John Hay.  New York: Francis D. Tandy Co., 1894, p. 113. 

23/  Diamond v. Chakrabarty, 447 U.S. 303 (1980). 

24/  Utility Examination Guidelines, 66 Fed. Reg. 1092-02 (January 5, 2001) superseding 
Revised Interim Utility Examination Guidelines, published at 64 Fed. Reg. 71440, Dec. 21, 1999; 
1231 O.G. 136 (2000); and corrected at 65 FR 3425, Jan. 21, 2000; 1231 O.G. 67 (2000). 

25/  Guidelines for Examination of Patent Applications Under the 35 U.S.C. 112, Paragraph 1 
'Written Description' Requirement, 66 Fed. Reg. 1099 (January 5, 2001).  Since 1995, the PTO has 
provided aids for patent applicants in complying with the computer readable form submissions and 
the 37 C.F.R. §§ 1.821-1.825 Requirements for Patent Applications Containing Nucleotide Sequences 
and/or Amino Acid Sequence Disclosures.  See 1172 Off.Gaz.Pat.Office 33 (March 13, 1995).  The 
PTO has also increased applicants' abilities to file applications with sequence listings via the 
Internet.  See "Bioscience Internet Filing," Off.Gaz.Pat.Office Notice (Nov. 4, 1999). 

26/ As of late 1997, plans were in place to consolidate technology groups 1200, 1800, and 2900 
into new Technology Centers 1600 and 2900 to handle Biotechnology, Organic Chemistry, and 
Designs.  See 1204 Off.Gaz.Pat.Office 30 (Nov. 11, 1997). 

27/ The Office of Patent Quality Review (OPQR) randomly selects a sample of allowed patent 
applications for review.  The policy objective of the OPQR is to provide "a mechanism to educate the 
Patent Examining Corps regarding recurring examination errors so as to improve public confidence 
in the consistency and accuracy of the examination process and the validity of issued patents."  See 
"Office of Patent Quality Review," available at <www.uspto.gov/web/offices/com/oqm/opqr.htm>. 
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28/  The new rules for gene patents were published on January 5, 2001. Utility Examination 
Guidelines, 66 Fed. Reg. 1092 (Jan. 5, 2001).  These rules establish a three-pronged set of 
requirements for establishing “utility” by requiring that claims be: (1) specific, (2) substantial and (3) 
credible.  The vast majority of examples given in the Guidelines and in the examiner training 
materials relate to biotechnology inventions, even though the Guidelines are of general applicability. 

29/  The new PTO rules for "business method" patents are found in the new rules for "Automated 
Financial or Management Data Processing Methods (Business Methods)" (Mar. 29, 2000) available 
at <http://www.uspto.gov/web/menu/busmethp/index.html>. 

30/  The American Inventors Protection Act of 1999 (AIPA), Pub. L. No. 106-113, 113 Stat. 1501 
(1999), requires inventors to publish their patent applications within 18 months after filing a patent 
application. This major change in patent law in United States law will make it more likely that the 
quality of patents will improve. This is so because other parties, especially competitors, will have 
access to the patent application and can provide the PTO with "prior art" to help defeat or narrow 
the patent claims being sought. In addition, this form of publication arguably will offer an earlier 
opportunity for other inventors to invent around the proposed patent. Both of these steps should 
materially improve the patent system. 

 Administrative review procedures can be useful for certain instances where this significant 
commercial risk is not present.  Under existing law, it is possible to use an administrative proceeding 
known as reexamination to review the validity of a patent.  The current authority, however, is 
extremely limited.  Efforts to improve the reexamination procedure in 1999, yielded a new “inter 
partes” procedure that unfortunately has been hobbled by onerous penalties on third parties that use 
the procedure and unrealistic limitations, such as a prohibition of third-party appeals of PTO 
determinations. Efforts are underway to improve the inter partes procedure in the present Congress, 
and if successful, will provide a useful new means of ensuring patent quality. 
 
 AIPA also adds an inter partes reexamination scheme for third party participation in the 
reexamination process.  For a critique of certain aspects of this particular reform, see "Statement of 
the Biotechnology Industry Organization on Patents: Improving Quality and Curing Defects," 
available at <www.bio.org/laws/state051001.html>. 

31/  President Bush has proposed in his FY 2003 budget an increase of more than 21% in the 
PTO budget, which is most welcome. See "President's 2003 Budget Raises USPTO Spending and 
Fees By 20 Percent," IPO News, available at <www.ipo.org>. Unfortunately, the proposed budget for 
the PTO continues a practice of the last several administrations of using user fees collected by the 
PTO to pay for general governmental services. In this budget the practice involves the imposition of 
a "surcharge" on the existing user fees, only a portion of which will be used by the PTO. The PTO 
still requires additional resources to improve its information technology operations and to continue 
in the process of upgrading pay and training for staff. The PTO does a good job with its existing 
resources, but it could do better with more resources. The Administration and Congress have 
reached a bipartisan consensus over the last seven years to double the funding for research at the 
National Institutes of Health and to stimulate private sector research and development with tax 
credits, but the PTO, which must evaluate and process the inventions that stem from that research, 
has not experienced a similar increase in its available resources. 

32/  See Pub. L. No. 97-164, 96 Stat. 49 (1982). 
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33/  See Amicus Curiae Brief of the Biotechnology Industry Organization in Support of Plaintiff-
Cross Appellant's Petition for Rehearing or Rehearing En Banc, Eli Lilly & Co. v. Barr Labs., Inc., 
251 F.3d 955 (Fed. Cir. 2001) (disagreeing with the Court of Appeals for the Federal Circuit on the 
issue of “double patenting”). 

34/  BIO expresses no view about the appropriateness of decisions of the Court of Appeals for the 
Federal Circuit with respect to its exercise of antitrust jurisdiction. 
 
35/  Biotechnology Process Patent Amendments of 1995, Public Law 104-41 (eff. Nov. 1, 1995). 
See generally David Beier and Robert H. Benson, "Biotechnology Patent Protection Act," 68 Den. U. 
L. Rev. 174 (1991). 

36/  The so-called Hatch-Waxman amendments are found in Pub. L. No. 98-417, 98 Stat. 1585 
(1984). 

37/ See, e.g., Amgen Inc. v. Chugai Pharmaceutical Co., 927 F. 2d 1200 (Fed. Cir. 1991) 
(addressing the enabling of DNA sequences);  Regents of the University of California v. Eli Lilly and 
Co., 119 F. 3d 1559 (Fed. Cir. 1997) (addressing written description requirements for biotechnology 
inventions that led to the PTO’s Interim Written Description Guidelines); In re Bell, 991 F.2d 781 
(Fed. Cir. 1993) (addressing the obviousness of preparing DNA sequences from fragments).  See also 
Festo Corp. v. Shoketsu Kinzohu Kabushiki Co., 234 F.3d 558 (Fed. Cir. 2000), cert. granted, 121 S. 
Ct. 2519 (2001), a pivotal case on the “doctrine of equivalents” pending in the Supreme Court.  
Regardless of the outcome of Festo, there will likely be an alteration in the law in this area.  The net 
effect in Festo and related cases has been to increase the degree of scrutiny courts have applied to 
assertions of “equivalents” and a more careful examination of patent prosecution history.  These 
developments, taken together, are likely to improve the scope and quality of patents upon issuance, 
because applicants will be more careful in refining their claims in the patent prosecution process.  
This development should, in turn, decrease the risk of overly broad claims (or equivalents) thereby 
limiting the risk of creating a patent thicket.    

38/  Process Patent Amendments Act of 1988, Pub. L. No. 100-418, 102 Stat. 1563 (1988). 

39/ See Operations of the U.S. Patent and Trademark Office, Including Review of Agency 
Funding: Hearings Before the Subcomm. on Courts, the Internet, and Intellectual Property of the 
House Comm. on the Judiciary, 107th Cong. (2001). 
 
40/  For example, the Director (formerly Commissioner) of the Patent and Trademark Office was  
an Administration appointee but not at the same level as an Assistant Secretary; now the Director of 
the Patent and Trademark Office is also Under Secretary of Commerce for Intellectual Property.  
American Inventors Protection Act of 1999, Pub. L. No. 106-113, 113 Stat. 1501 § 4732 (1999)  More 
importantly, with the enactment of Public Law 106-113, the PTO became a performance-based 
organization, which should increase accountability, service and quality of patent examination and 
issuance. 
 
41/  In FY 1999, the PTO budget was $806 million.  U.S. Dep’t. of Commerce, FY 2000 Corporate 
Plan for the United States Patent & Trademark Office: Moving into the 21st Century (Feb. 23, 1999), 
p. 3.  Available at <http://www.doc.gov/bmi/budget/PB2000/BROWSE/PTO.PDF>.  In FY 2001, the 
PTO’s enacted budget was $1.039 billion; the PTO’s requested FY 2002 budget is $1.128 billion.  U.S. 
Dep’t. of Commerce, Budget in Brief: Fiscal Year 2003, p. 117.   Available at 
<http://www.doc.gov/bmi/budget/FY%202003%20DOC%20Budget%20in%20Brief.pdf. 
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42/  For criticism of business method patents, see, e.g., Hearing on Gene Patents and Other 
Genomic Inventions of the Subcomm. on Courts and Intellectual Property of the House Comm. on the 
Judiciary, 106th Cong. 128-56 (2000) (testimony of Harold Varmus, M.D.); James Gleick, “Patently 
Absurd,” New York Times Magazine, 12 March 2000, 44; and R. Dreyfuss, “Are Business Method 
Patents Bad for Business?” 16 Santa Clara Computer & High Tech. L.J. 263 (2000).  So-called 
business method patents arose out of State Street Bank & Trust Co. v. Signature Financial Group, 
Inc., 149 F. 3d 1368 (Fed. Cir. 1998). 
 
43/  Uruguay Round Agreements Act (URAA), Pub. L. 103-465, 108 Stat. 4809 1994.  Congress, 
as a part of implementing an international agreement, provided for a 20-year patent term from 
filing. 

44/  The American Inventor Protection Act, Pub. L. No. 106-113, 113 Stat. 1501 (1999) (which 
contains provisions sometimes called the Patent Term Guarantee Act of 1999) changes the law, in 
relatively complex ways, to permit patent term extensions for delays at the PTO that are outside the 
control of the applicant after an expiration of three years of pendency. 

45/  When Congress enacted the Drug Price and Patent Term Restoration Act of 1984, Pub. L. 
No 98-417, 98 Stat. 1585 (1984), it established a complex regime for determining patent term 
restoration rules. In sum, the Congress acted to permit companies to receive full -- or day-for-day -- 
restoration for the entire period of time that a company's application is before the Food and Drug 
Administration awaiting final commercial marketing approval. The Congress, however, provided for 
three other rules that limit both what other regulatory delays can justify a patent restoration and 
the maximum overall time for which a company receive an extension. The Congress determined that 
companies could only receive patent restoration credit for one half of the time that the product was 
in human clinical trials. This limitation can be quite significant because most of the drug 
development time occurs during this period of time. The human clinical trial phase can last up to 10 
years. The other caps on total patent term restoration have also prevented innovator companies from 
receiving full patent restoration. The first limitation is that a company, regardless of the total 
clinical trial development time, and its due diligence cannot receive a total patent extension of more 
than five years. The second limitation is that no company may, as result of the combination of the 
original patent term plus any permissible extension, result a total patent term from issuance of more 
than 14 years. For a more detailed description of the statute and how it has operated, see 
Congressional Research Service Report to Congress, Patent Law and Its Application to the 
Pharmaceutical Industry: An Examination of the Drug Price Competition and Patent Term 
Restoration Act of 1984 ('The Hatch-Waxman Act'), Dec. 18, 2000; Sheila Schulman, Joseph DiMasi 
and Kenneth Kaitlin, "Patent Term Restoration: The Impact of the Waxman-Hatch Act on New 
Drugs and Biologics Approvals 1984-1995," 2 J. Biolaw & Bus.,  63 (1999). 
 
  BIO has previously testified in favor of altering the terms of the Hatch-Waxman statute to 
permit patent term restoration for all of the time that a biotechnology firm is conducting human 
clinical trials. See Statement of the Biotechnology Industry Organization (BIO) Submitted to the 
Subcommittee on Courts and Intellectual Property of the House Judiciary Committee Regarding 
Reform of the Hatch Waxman Law, July 1, 1999. <http://www.bio.org/laws/tstm070199.html> 
For reasons that are inexplicable, current law limits patent term extensions to compensation for only 
one-half of the time that a product is involved with human clinical trials. This denial of patent term, 
due to federal regulatory denial, unfairly discriminates against products regulated by the Food and 
Drug Administration. As the FDA requirements to establish safety and efficacy have changed over 
time by requiring more and more clinical data, the actual patent term for some products has eroded 
over time. 

- 26 - 
 
 

http://www.bio.org/laws/tstm070199.html


   
 

                                                                                                                                             
46/  Patent Restoration Act and Drug Price Competition, "Testimony of David Beier on behalf of 
the Biotechnology Industry Association before the Senate Judiciary Committee Regarding Loss of 
Patent Term Due To Delays At The Food & Drug Administration and Amendments To The Hatch-
Waxman Patent Term Restoration Act."  Mar. 5, 1996. 

47/  See, e.g., Mark A. Lemley, “Intellectual Property and Shrinkwrap Licenses,” 68 So. Cal. L. R. 
1239, n.169 (1995). 

48/  See "To Promote the Progress of...Useful Arts" in an Age of Exploding Technology, Report of 
the President's Commission on Patent System (1966) (the President's Commission on the Patent 
System was created by President Johnson through Executive Order 11125; the Commission’s report 
was followed by President Johnson’s legislative recommendations in Patent Reform Act of 1967, U.S. 
Dept. of Commerce, Communication from the President of the United States, A Draft of Proposed 
Legislation for the General Revision of the Patent Laws, Title 35 of the United States Code and for 
Other Purposes, H.R. Doc. No. 90-59 (1967)).  See also Domestic Policy Review of Industrial 
Innovation (1978-79) (instituted by President Carter); Hearings on H.R. 6033, H.R. 6934, H.R. 3806 
and H.R. 2414 before the Subcommittee on Courts, Civil Liberties and the Administration of Justice, 
House Committee on the Judiciary 797, 96th Cong., 2d  Sess. (1980). 

49/  Drug Price and Patent Term Restoration Act of 1984, Pub. L. No. 98-417, 98 Stat. 1585 
(1984). 

50/  See DiMasi, J.A.  Patent Term Restoration for Drugs and Biologicals Under the Drug Price 
Competition and Patent Term Restoration Act of 1994:  A Report Prepared for the Subcommittee on 
Courts and Intellectual Property of the United States House Judiciary Committee.  May 21, 1998. 

51/  Pub. L. No. 103-465, 108 Stat. 4809 (1994). 

52/ See Testimony of Paul B. Crilly, Ph.D. Before the House Judiciary Committee, Subcommittee 
on Courts and Intellectual Property, Nov. 1, 1995 (“Using pendency figures from a 1994 issue of the 
Patent Gazette, the average pendency is seven years. In a June 1994 letter from BIO, a biotechnology 
industry trade group, they suggest it takes an average of ten years for a biotechnology patent to 
issue.”). See also Mark A. Lemley, “An Empirical Study of the Twenty-Year Patent Term, 22 Am. 
Intell. Prop. L. Ass'n Q.J. 369, 405 (Summer/Fall 1994). 
 
53/  American Inventors Protection Act of 1999 (AIPA), Pub. L. No. 106-113, 113 Stat. 1501 
(1999). 

54/  See n. 45, supra. 

55/  Under the terms of Article 27 of the Agreement on Trade-Related Aspects of Intellectual 
Property Rights (TRIPS) <http://www.wto.org/english/docs_e/legal_e/27-trips.pdf> portion of the 
WTO treaty, it is not permissible for countries to discriminate between technologies by refusing to 
patent certain products. See n.93, infra.  This element of TRIPS was a substantial improvement for 
innovators over the previous international standard of the Paris Convention, which had permitted 
that form of discrimination. 

56/ The uniform approach taken in the United States towards the various categories of 
technology has worked well.  See The Advisory Commission on Patent Law Reform, A Report to the 
Secretary of Commerce at 192 (August 1992) (“The patent laws have successfully adapted to new 
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technologies for over two hundred years, and in each instance have fulfilled their role in promoting 
the technological innovation and commercial application of such technologies.”); and also Diamond v. 
Chakrabarty, 447 U.S. 303, 315 (1980) (“The subject matter provisions of the patent law have been 
cast in broad terms to fulfill the constitutional and statutory goal of promoting ‘the Progress of 
Science and the useful Arts’ with all that means for the social and economic benefits envisioned by 
Jefferson” (emphasis added).  In contrast to the non-discrimination uniformity across subject matter, 
the sui generis protection called for by the Semiconductor Protection Act has not fulfilled its billing to 
provide a well balanced set of protection schemes for semiconductor technology.  See Patenting 
Business Methods: A White Paper of the American Intellectual Property Law Association (2000), 
available at <http://www.aipla.org/html/whatsnew/patentingbusiness2.pdf>. 

 
The United States should continue to follow such a non-discrimination policy because 

altering the domestic patent laws with respect only to certain technologies would disadvantage 
American inventors as compared to their international counterparts still bound by the TRIPS anti-
discrimination article and would pose problems with defining what technologies would be subject to 
the changes and deciding how to distinguish between inventions closely on either side of the border. 
 

57/  To the extent that commentators criticized the PTO for earlier decisions or guidelines 
relating to either so-called gene patents or business method patents, these issues have been 
addressed administratively. In each instance the reaction from affected parties has been positive.  
See text at pp. 5-7. 

 The obligation of the Patent and Trademark Office to update their procedures is spelled out 
by the Court of Appeals for the Federal Circuit in the case of In re Lundak, 773 F. 2d 1216, 1220, n.1 
(Fed. Cir. 1985). 

58/   For a description of the problem, see C. Shapiro, Navigating the Patent Thicket: Cross 
Licenses, Patent Pools, and Standard-Setting (March 2001), available at 
<http"//haas.berkeley.edu/~shapiro/thicket.pdf>. 
 
59/  For a discussion of the research tool issue from the perspective of a leading academic 
commentator, see R. Eisenberg, "Bargaining Over the Transfer of Proprietary Research Tools: Is this 
Market Failing or Emerging, in R. Cooper Dreyfuss, D. Zimmerman, H. First, eds. EXPANDING 
THE BOUNDARIES OF INTELLECTUAL PROPERTY (2001).  See also Report of the National 
Institutes of Health (NIH) Working Group on Research Tools, Presented to the Advisory Committee 
of the Director, June 4, 1998.  Available at  < http://www.nih.gov/news/researchtools/.> 

 For a discussion of the value of "research tool" patents see Testimony of Randall Scott, CEO 
of Incyte before the Subcommittee on Intellectual Property, Committee on the Judiciary, United 
States House of  Representatives, July 13, 2000.  Available at <www.house.judiciary.gov>. 

 The most comprehensive and detailed assessment of these issues of patenting research tools 
is found in a study prepared for the Science, Technology and Economic Policy Board of the National 
Academy of Sciences, J. Walsh, A. Arora, W. Cohen, " The Patenting of Research Tools and 
Biomedical Innovation," (Oct. 9, 2000), available at 
<http://www4.nationalacademies.org/PD/step.nsf/files/walsh2.pdf/$file/walsh2.pdf>. 

60/  Pioneer Hi-Bred Int’l, Inc. v. J. E. M. A G Supply, Inc., 200 F. 3d 1374, 1376 (Fed. Cir. 2000), 
aff’d, 122 S. Ct. 593 (2001)(court has a duty to update the laws to meet new technologies). 
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61/ American courts have long recognized a common law research exception to statutory patent 
infringement.  See e.g., Whittemore v. Cutter, 29 F. Cas., 1220 (C.C.D. Mass. 1813).  This exception, 
however, has been correctly reserved for non-commercial activities.  See Roche Products, Inc. v. Bolar 
Pharmaceutical Co., 733 F.2d 858 (Fed. Cir. 1984).  Notwithstanding some vague proposals to 
legislate in this area, there has been only narrow legislative consideration of this issue within the 
United States.  See, e.g.,  7 U.S.C. 2544 (Congress excepted bona fide research from exclusive rights 
granted to developers of new and unique plant varieties) (here the exception does not apply to 
patents per se but to the Plant Variety Protection Act) and Drug Price Competition and Patent Term 
Restoration Act, Public Law 98-417, 202, 98 Stat. 1585, 1603 (1984); 35 U.S.C. 271(e)(1) (Congress 
excepted from infringement the use of a patented drugs and biological products, other than new 
animal drugs or veterinary biological products prepared by certain biotechnological means, when 
such use is related to the preparation of a regulatory submission to the Food and Drug Association).  
There is good reason for the lack of a broad statutory research exception: there is no evidence of a 
serious problem, and the possible remedies in creating a statutory exception are virtually impossible 
to overcome.  To the extent that research activity is genuine experimentation and non-commercial 
there seems little controversy, see J. Walsh, A. Arora, W. Cohen, “The Patenting of Research Tools 
and Biomedical Innovation,” (2000) (Prepared for the Science, Technology and Economic Policy 
Board of the National Academy of Sciences), and once the activity leaves that sphere and becomes 
commercial it should not be protected because to do so would substantially undermine the property 
rights of the innovator. 

 
62/  For a description of voluntary patent pools see Clark, Jeanne, et al., U.S. Patent & 
Trademark Office, “Patent Pools: A Solution to the Problem of Access in Biotechnology Patents?,” 
Dec. 5, 2000 (hereinafter “PTO White Paper – Patent Pooling”), available at 
<http://www.uspto.gov/web/offices/pac/dapp/opla/patentpool.pdf>. 

63/  The United States Patent and Trademark Office (PTO) receives about 260,000 patent 
applications per year and issues 170,000.  See n. 16, supra. 

  In contrast, even large biotechnology firms like Genentech, Chiron and Amgen only hold a 
total of hundreds of patents. The number of gene-based patents issued to biotechnology firms as of 
year-end 1999 is as follows: Incyte Pharmaceuticals (356), SmithKline Beecham (197), Genentech 
(175), Eli Lilly (145), Novo Nordisk ( 142) and Chiron (129). Biotechnology Industry Organization 
(BIO).  "Primer:  Genome and Genetic Research, Patent Protection and 21st Century Medicine."  July 
2000.  (hereinafter "BIO Primer") <www.bio.org/genomics/primer.html>. 

64/  There has been a dramatic increase in the number of patents issued to the university 
community. According to the National Science Board, 44% of all United States patents issued to 
universities for the 25-year period from 1969 to 1994 were issued in the last five years of that period. 
See National Science Board, “Science and Engineering Indicators – 1996” at 5-42. In fiscal year 1998, 
universities filed more than 4,800 patent applications.   BIO Primer.  
<www.bio.org/genomics/primer.html>  Moreover, university patents accounted for 25% of the total 
patents awarded in molecular biology and microbiology and drugs. See National Science Board, 
“Science and Engineering Indicators – 1996” at 5-43, Fig. 5-31. The typical licensees of such patents 
have been small pharmaceutical, biotechnology or medical businesses. Id. at 5-43. 

  The most common licensing practice in the university community in this sector is a non-
exclusive license (339 out of 536 reviewed by the National Science Board). See National Science 
Board, “Science and Engineering Indicators – 1996” at 5-42 – 5-43. This is not surprising given the 
evident financial success of Stanford University with the Cohen-Boyer that it licensed on a non-
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exclusive basis. Id.  See also Scherer, F.M.  New Perspectives on Economic Growth and Technological 
Innovation.  Washington, DC:  Brookings Inst. Press, 1999:  55-56 (noting that the Cohen-Boyer 
basic biotechnology patent generated $75 million in revenue for the university between 1991 and 
1994).   

65/ Heller, Michael A. and Rebecca S. Eisenberg. "Can Patents Defer Innovation?  The 
Anticommons in Biomedical Research."  Science 280 (May 1, 1998):  698-701. 

66/  Id. 

67/  Id. 

68/  C. Shapiro, supra n. 58. 

69/  J. Walsh, A. Arora, W. Cohen, " The Patenting of Research Tools and Biomedical 
Innovation," (Oct. 9, 2000) presented to the STEP of the National Academy of Sciences, n. 54, 
available at <http://www4.nationalacademies.org/PD/step.nsf/files/walsh2.pdf/$file/walsh2.pdf>. 

70/  Id. at p. 1. 

71/  See Robert P. Merges, Institutions for Intellectual Property Transactions: The Case for Patent 
Pools (Aug. 1999) <www.law.berkeley.edu/institutes/bclt/pubs/merges>. See generally Steven 
Carlson, "Patent Pools and the Antitrust Dilemma," 16 Yale J. on Reg. 359 (1999). 

72/  Available at <www.pto.gov/web/offices/com/speeches/01-06.htm>. 

73/  See U.S. Dep’t. of Justice and Federal Trade Commission, Antitrust Guidelines for the 
Licensing of Intellectual Property (1995) ("IP Guidelines") available at 
<http://www.usdoj.gov.atr.public/guidelines/ipguide.htm>. 

74/  PTO White Paper – Patent Pooling, at 6. See also Steven Carlson, "Patent Pools and the 
Antitrust Dilemma," 16 Yale J. on Reg. 359, 379-382 (1999). 

75/  For example, anticompetitive concerns may arise if: (1) excluded firms cannot effectively 
compete in the relevant market for the good incorporating the licensed technologies, (2) the pool 
participants collectively possess market power in the relevant market, and (3) the limitations on 
participation in the patent pool are not reasonably related to the efficient development and 
exploitation of pooled technologies. PTO White Paper – Patent Pooling, at 6. 

76/  For example, competitive concerns can be reduced if: (1) the patents need to be valid and 
unexpired, (2) there should be no aggregation of competitive technologies and setting of a single price 
for them, (3) an independent expert should be used to determine whether a patent is essential to 
complement technologies in the pool, (4) the pool agreement should not advantage competitors in 
downstream product markets, and (5) the pool participants must not collude on prices outside the 
scope of the pool (that is with respect to downstream products).  PTO White Paper – Patent Pooling, 
at 7.  

77/  See generally Timothy Muris, “The Federal Trade Commission and the Rule of Reason: In 
Defense of Massachusetts Board,” 66 Antitrust L. J. 773 (1998); Sheila F. Anthony, “Antitrust and 
Intellectual Property Law: From Adversaries to Partners,” 28 AIPLA Quarterly Journal 1 (Winter 
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2000); Willard K. Tom and Joshua A. Newberg, “Antitrust and Intellectual Property: From Separate 
Spheres to Unified Field,” 66 Antitrust L. J. 167 (1997). 
 
78/  Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS), available at 
<http://www.wto.org/english/docs_e/legal_e/27-trips.pdf>. 

79/  TRIPS Art. 27(1) states that in WTO member states that "patents shall be available for any 
inventions, whether products or processes, in all fields of technology, provided that they are new, 
involve an inventive step and are capable of industrial application . . .  patents shall be available and 
patent rights enjoyable without discrimination as to the place of invention, the field of technology 
and whether products are imported or locally produced." (Emphasis added.)  Article 27(3), however, 
allows WTO member states to exclude from patentability methods of surgery, therapy, and 
diagnosis, non-microbiological plants and animals, and processes for the production of non-
microbiological plants and animals. 

80/  TRIPS Art. 31 provides WTO members the authority to grant compulsory licenses, but only 
after the hurdles of the article's twelve subsections are cleared.  Those subsections limit the use of 
compulsory licenses to situations where the use is authorized only on an ad hoc basis, where the IP 
owner is compensated for the use, where the use is non-exclusive, where the use is non-assignable, 
where the use is authorized predominately for the supply of the member state's market only, where 
the grant of the use is subject to review by a higher authority in the member state, and other 
limitations. 

81/  Presently, TRIPS Art. 31(b) allows member states, that otherwise would be required under 
the WTO agreement to only grant compulsory licenses where the IP owner was initially but 
unsuccessfully engaged with a commercial offer for the use of its rights, to forgo any initial contact of 
the IP owner in situations of a "national emergency or other circumstances of extreme urgency."  
Developing nations undergoing public health crises may attempt to at least claim their health 
situations as emergencies under the agreement such that they could grant compulsory licenses for 
patented pharmaceuticals or other treatments, if they do not pass on TRIPS outright for the sake of 
not allowing the patent protection of such pharmaceuticals and treatments in the first place.  Many 
developing nations advocated at the November 2001 Doha Ministerial Conference by way of a 
Declaration on the TRIPS Agreement and Public Health to recognize certain flexibilites in the 
agreement, which would allow the members greater abilities to provide unencumbered access to 
patented pharmaceuticals and treatments in the wake of domestic epidemics, especially those of 
HIV/AIDS, tuberculosis, and malaria.  The Declaration also requests the developed members to 
"promote and encourage technology transfer to least-developed country Members pursuant to Article 
66.2 [of TRIPS]."  "Declaration on the TRIPS Agreement and Public Health," World Trade 
Organization Ministerial Conference, Fourth Session, WT/MIN(01)/DEC/W/2 (November 2001). 

82/   Richard J. Gilbert and Willard K. Tom, "Is Innovation King at the Antitrust Agencies?  The 
Intellectual Property Guidelines Five Years Later," 69 Antitrust L. J. 43, 48 (2001).  This compares 
with 4 cases (3% of the challenges) in the preceding 5-year period. 

83/  In re Roche Holding, Ltd., 113 F.T.C. 1086 (1990). 

84/   See, e.g., Glaxo Wellcome plc, FTC Dkt. No. C-3990 (Jan. 26, 2001); Novartis AG, FTC Dkt. 
No. C-3979 (Dec. 15, 2000); Pfizer Inc. and Warner-Lambert Co., FTC Dkt. No. C-3957 (June 19, 
2000); Hoechst AG and Rhone-Poulenc S.A., FTC Dkt. No. C-3919 (Jan. 18, 2000); Zeneca Group plc, 
FTC Dkt. No. C-3880 (June 7, 1999); Merck & Co., FTC Dkt. No. C-3853 (Feb. 18, 1999); Roche 
Holding Ltd., 125 F.T.C. 919 (1998); Ciba-Geigy Ltd., 123 F.T.C. 842 (1997); The Upjohn Co., 121 
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F.T.C. 44 (1996); Hoechst AG, 120 F.T.C. 1010 (1995); Glaxo plc, 119 F.T.C. 815 (1995); American 
Home Products Corp., 119 F.T.C. 217 (1995). 

85/  IP Guidelines at § 3.2.3. 

86/   See e.g. Richard J. Gilbert, Steven C. Sunshine, "Incorporating Dynamic Efficiency Concerns 
in Merger Analysis: The Use of Innovation Markets," 63 Antitrust L. J. 569 (1995); Richard T. Rapp, 
"The Misapplication of the Innovation Market Approach to Merger Analysis," 64 Antitrust L. J. 19 
(1995); Robert J. Hoerner, "Innovation Markets: New Wine in Old Bottles?,"  64 Antitrust L. J. 49 
(1995); Richard J. Gilbert and Steven C. Sunshine, "The Use of Innovation Markets: A Reply to Hay, 
Rapp and Hoerner," 64 Antitrust L. J. 75 (1995). 

87/   See United States v. Marine Bancorp., 418 U.S. 602, 624-625 (1974); United States v. 
Siemens Corp., 621 F.2d 499, 505 (2d Cir. 1980). 

88/   National Cooperative Research and Production Act of 1993, Pub. L. No. 103-42, 107 Stat. 
117 (1993) (codified at 15 U.S.C. § 4301-05 (1994)). 

89/  In re Independent Service Organizations Antitrust Litigation, 203 F.3d 1322, 1327 (Fed. Cir. 
2000), cert. denied, 531 U.S. 1143 (2001). 
 
90/ 125 F.3d 1195, 1219-1220 (9th Cir. 1997). 
 
91/ 35 U.S.C. § 154(a)(1). 
 
92/  Agreement Establishing the World Trade Organization, Annex 1C: Agreement on Trade-
Related Aspects of Intellectual Property Rights, April 15, 1994, WTO No. LT/UR/A-1C/IP/1. The 
general rule barring discrimination against biotechnology patents is found in Article 27 which states 
that “…patents shall (emphasis added) be available for any inventions …” with certain very limited 
exceptions. The exceptions in Article 27, para. 2  (e.g. those necessary to protect public morality, 
human life or health, or to avoid serious prejudice to the environment) do not serve as a justification 
for excluding biotechnology inventions as a category. The exceptions found in Article 27 
(3)(permitting the exclusion of “plants and animals other than micro-organism, and essentially 
biological processes for the production of plants or animals other than non-biological and 
microbiological processes”) have been read  --- because of the context of the legislative drafting --- in 
a manner that does not permit the exclusion of modern biotechnology-related pharmaceutical 
patents.  

 Under the requirement of Article 27 of TRIPS, the WTO is obligated to review the patent 
rules with respect to biotechnology inventions. This review is underway and is designed to assist 
member States in evaluating how their laws compare to the requirements of the TRIPS, but does not 
contemplate substantive revisions. 

93/ For a discussion of the patent laws of other countries, especially developing countries, see 
Harvey E. Bale, Jr., “Patent Protection and Pharmaceutical Innovation,” 29 N.Y.U.J. Int'l L. & Pol. 
95 (1996-1997). For a more detailed discussion of the benefits of patent protection in developing 
countries, see Harvey E. Bale, Jr., “Patent Protection for Pharmaceuticals: A Platform for 
Investment, Markets and Improved Health in the Americas.”  Paper presented to Workshop ID, 
Cartagena, March 1996, available at <www.scie.oas.org/ip/pharma_e.asp>. 
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94/  National Science Foundation, "Science and Engineering Indicators – 1998," Appendix Table 
6-6.  Available at <http://www.nsf.gov/sbe/srs/seind98/pdfstart.htm>. 
 
95/   Some in Congress have suggested that the United States freely permits compulsory license 
to the government of private sector-held patents on pharmaceuticals.  See Sen. Charles E. Schumer, 
Schumer: New Cipro Source Could Dramatically Increase Supply (visited Jan. 2, 2002).  
<http://www.senate.gov/~schumer/> (stating that “Federal law . . . allows the United States to 
purchase products like ciproflocaxin for official use from manufacturers other than the patent 
holder.”).  These claims do not withstand scrutiny. 

 Uncompensated government use of patented products is not explicitly authorized by federal 
statute.  Rather, Congress has chosen to provide judicial procedure for those extremely rare 
instances in which the Government has advertently or inadvertently used a patent without 
permission. See 28 U.S.C. § 1498 (2001).  Specifically, 28 U.S.C. § 1498(a) provides: 

Whenever an invention described in and covered by a patent of the United States is used or 
manufactured by or for the United States without license of the owner thereof or lawful right 
to use or manufacture the same, the owner’s remedy shall be by action against the United 
States in the United States Court of Federal Claims for recovery of his reasonable and entire 
compensation for such use and manufacture. . . .  

Although § 1498 does not specifically limit its application to times of war or national emergency, 
legislative history suggests that it was meant primarily to address such a situation.  In fact, the 1918 
amendment (Naval Appropriations Act of July 1, 1918, ch. 114, 40 Stat. 705) which instituted § 1498 
was “necessary and urgent” because it would “expedite the manufacture of war materials.”  Leesona 
Corporation v. United States, 202 U.S.P.Q. 424, 433 (Ct. Cl. 1979) (quoting 56 Cong. Rec. 7961 (1918) 
(remarks of Rep. Padgett)). 

 This procedure requires the federal government to make "reasonable and entire" 
compensation for any governmental patent infringement. This limited form of guaranteed 
compensation is not, as some have argued, a full-blown compulsory licensing scheme. 
 
 Any abrogation of a patent during its term should be very reluctantly undertaken.  The 
current legal system in the United States permits compulsory licensing (the unauthorized use of a 
patent) in only limited instances either relating to competition policy concerns or unusual fact 
patterns.  On rare occasions federal agencies involved in competition policy or merger reviews have 
ordered that an allowance be made to permit the use of a patent as a form of punishment or remedy 
for anti-competitive behavior or ordered divestiture to prevent undue concentration. See, e.g., United 
States v. 3D Systems Corporation and DTM Corporation:  Proposed Final Judgment and 
Competitive Impact Statement, 66 Fed. Reg. 49,200-211 (Dep’t of Justice September 26, 2001) 
(requiring 3D Systems to license its rapid photocopying patents to competing third-parties to 
alleviate anti-competitive effects of 3D Systems’ acquisition of DTM Corporation).  
 
 While there have been situations in which the Government has been found to have used a 
patent held by a private sector entity without permission, there appear to be only rare instances in 
which the Government infringed a patent purposefully.  See, e.g., Brunswick Corp. v. United States, 
34 Fed. Cl. 532 (Ct. Cl. 1995) (unpublished decision); Gargoyles Inc. v. U.S., 32 Fed. Cl. 157 (Ct. Cl. 
1994); Hughes Aircraft Co. v. U.S., 219 U.S.P.Q. 493 (Fed. Cir. 1983). These cases do not state 
explicitly that the U.S. government’s infringement was unintentional, but imply as much.  In 
Hughes, supra, for example, the government disputed ownership of the patent, implying that its 
infringement was not willful since it thought it was the rightful owner of the patent.  In Gargoyles, 
supra, the fact that the U.S. offered defenses of patent invalidity, also shows that it was not a 
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knowing, purposeful infringer.  In most of these cases, in fact, it was a Government contractor who 
unintentionally used a private sector patent, rather than a purposeful Government taking. See, e.g., 
Brunswick Corp. v. United States, 34 Fed. Cl. 532 (Ct. Cl. 1995) (holding that U.S. government 
infringed the plaintiff’s patent for camouflage screens by procuring infringing screens from third-
party supplier) (unpublished decision); Gargoyles Inc. v. U.S., 32 Fed. Cl. 157 (Ct. Cl. 1994) (holding 
that U.S. government infringed the plaintiff’s patent for ballistic eyewear by procuring infringing 
eyewear from third-party supplier); Hughes Aircraft Co. v. U.S., 219 U.S.P.Q. 493 (Fed. Cir. 1983) 
(holding that U.S. government infringed the plaintiff’s patent for an apparatus that stabilizes the 
spin axis of space vehicles by procuring infringing apparatus from third-party supplier). 
 
 In those handful of instances in which the Federal Government has acted explicitly to use a 
patent owned by a private sector entity, the courts have generally avoided an explicit Government 
taking by either invalidating the patent (see, e.g., Carter-Wallace, Inc. v. United States, 496 F.2d 535 
(Ct. Cl. 1974) (finding that plaintiff is estopped from asserting the validity of patent against the U.S. 
government where the patent was held invalid in a prior litigation to which the plaintiff was a party) 
or declining to grant an injunction to enforce the patent. In the later instance, the Government has 
still been obligated to pay entire compensation to the patent holder.  It is the payment of reasonable 
and entire compensation, in part, which has deterred the Government from using this power 
frequently, because such compensation could be similar or equal to the cost of purchasing the 
patented product in the first instance.  Thus, in practice the United States does not have a 
compulsory licensing scheme of a kind as exists in some other countries – or as contemplated by 
some in Congress. 
 
 Currently the Government is seeking the cooperation of the pharmaceutical and 
biotechnology industry to engage in basic research as well as in creating new vaccines and treatment 
to address the risks of bioterrorism.  The worst signal to send to the industry would be to suggest 
that the creation of such new products and vaccines will not receive meaningful patent protection.  
Such a signal would indicate that the Government intends to expropriate future research results 
from all these contracts.  "Taking" a patent in the current environment is likely to deter many firms 
from actively cooperating in the basic research tasks that the government needs to address 
bioterrorism.  If the Government could act years later to seize the fruits of basic research unrelated 
to a real national emergency there will be far greater risks to such cooperation.  
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STATISTICS ON PRIOR ART CITATIONS 
FOR U.S. COMPUTING PATENTS 

Greg Aharonian 
Internet Patent News Service 

February 28, 2002 
 
 

For the 1976 to 2001 time period, I offer eight columns of data, all calculated using the PTO 
Bibliographic Green Book data. By "Comp Pats", I mean computing patents from 21 PTO classes 
from the last 26 years (such as 235, 364, 395, 700s, etc.). "Numb UREF" is the average number of 
references to prior U.S. patents. "Numb OREF" is the average number of non-patent prior art 
references. "Perc ZREF" is the average number of patents citing ZERO non-patent prior art items 
(which is ludicrous for computing patents in light of ACM/IEEE/SPIE publications). 
 

"Pend" is the pendency in months (with some accounting for CIPs, etc.). "Claims " is the 
average number of claims. "Perc Corp" is the percentage of patents issued to corporations. 
"Percnt Jepson" is the percentage of patents using the Jepson format "... the improvement 
comprising ..." for all issued patents. 
 

 Comp  Numb Numb Perc   Perc Percnt 
Year Pats  UREF OREF ZREF Pend Claims Corp Jepson 
---- ----- ---- ---- ---- ---- ------ ---- ----- 
2001 17070 13.5 1.6 61 35.1 20.3 95.7  2.4 
2000 15743 12.4 1.4 65 33.3 20.3 95.5  3.0 
1999 16581 11.4 1.3 66 31.1 19.3 95.4  2.8 
1998 15606 11.4 1.3 66 29.8 18.4 95.5  3.1 
1997  9250 10.9 1.2 63 29.0 17.4 95.0  3.7 
1996  8859 10.3 1.2 63 26.8 16.3 95.2  4.1 
1995  6789 9.5 1.1 64 26.2 15.3 94.6  4.6 
1994  6117 8.8 1.0 66 27.6 14.9 94.8  5.3 
1993  4938 8.6 0.9 67 28.5 14.7 94.8  5.8 
1992  3846 9.1 0.8 69 28.3 14.2 94.5  6.6 
1991  3624 8.1 0.8 72 26.1 13.6 94.1  7.2 
1990  3373 8.3 0.7 73 25.7 13.7 94.3  7.8 
1989  3780 8.3 0.8 72 27.3 13.7 93.7  8.4 
1988  2646 7.4 0.6 74 29.3 12.1 93.7  9.2 
1987  2463 7.4 0.5 78 30.9 12.4 93.8  9.6 
1986  2030 7.5 0.5 79 32.6 12.3 93.3 10.5 
1985  1915 7.5 0.4 80 32.1 12.4 93.1 11.1 
1984  1636 7.3 0.4 83 32.6 11.9 92.0 11.9 
1983  1234 7.0 0.3 85 32.5 12.0 92.7 13.1 
1982  1206 7.0 0.3 85 30.0 12.7 89.1 14.1 
1981  1102 7.1 0.2 88 27.3 12.4 90.2 14.4 
1980  1050 6.8 0.2 91 27.2 12.6 90.6 14.5 
1979   749 6.3 0.1 94 23.6 11.7 90.1 13.7 
1978   986 5.9 0.0 97 21.5 12.7 90.2 13.7 
1977   856 5.5 0.1 97 21.1 12.1 89.6 13.1 
1976   657 5.1 0.1 96 21.4 12.0 86.3 12.8 



Steps Taken to Improve Patent Steps Taken to Improve Patent 
Quality Quality 

John J. Love
Group Director Technology Center 2100



Patent RightsPatent Rights

nn Claims define scope of inventionClaims define scope of invention

nn Claim interpretation is a question of law, not factClaim interpretation is a question of law, not fact

nn Claims are interpreted in view of: Claims are interpreted in view of: 
vv specification specification 
vv prosecution historyprosecution history

nn Right is to exclude others from making, using, or Right is to exclude others from making, using, or 
selling the invention….selling the invention….



Third Party ActivityThird Party Activity

nn After PreAfter Pre--Grant Pub  Grant Pub  –– 37 CFR 1.9937 CFR 1.99

nn Protest Protest –– 37 CFR 1.29137 CFR 1.291

nn After Grant:After Grant:
vv Prior Art Citation Prior Art Citation -- 37 CFR 1.50137 CFR 1.501
vv Ex Ex Parte Reexam Parte Reexam –– 37 CFR 1.510 (about 400/year)37 CFR 1.510 (about 400/year)
vv Inter Inter Partes Reexam Partes Reexam –– 37 CFR 1.915 (3 to date)37 CFR 1.915 (3 to date)
vv Invalidity as a defense in litigationInvalidity as a defense in litigation



Quality Quality as internally measuredas internally measured

Organization FY-99 Error Rate FY-00 Error Rate FY-01 Error Rate

TC 2100 4.9% 4.5% 2.8%
TC 2600 4.3% 4.9% 4.1%

corps 5.5% 6.6% 5.4%



March 2000 Director March 2000 Director 
InitiativesInitiatives



Industry OutreachIndustry Outreach

nn Identify additional sources of NPLIdentify additional sources of NPL

nn Provide training opportunities for examinersProvide training opportunities for examiners

nn Forum to discuss Business Method issues. Forum to discuss Business Method issues. 



Industry OutreachIndustry Outreach
1. 1. Customer PartnershipCustomer Partnership

Since September, 2000, we have increased partnership Since September, 2000, we have increased partnership 
participants from 10 to over 30 industry organizations. participants from 10 to over 30 industry organizations. 
Some of our partnership organizations include:Some of our partnership organizations include:

vvthe Information Technology Association of America (ITAA)the Information Technology Association of America (ITAA)
vvOracleOracle
vvthe Software Industry Information Association (SIIA)the Software Industry Information Association (SIIA)
vvBITS BITS (formerly the Banking Industry Technology Secretariat)(formerly the Banking Industry Technology Secretariat)
vvthe Electronic Payments Association (NACHA)the Electronic Payments Association (NACHA)
vvthe Securities Industry Association (SIA)the Securities Industry Association (SIA)
vvthe American Council of Life Insurers (ACLI)the American Council of Life Insurers (ACLI)
vvthe American Banking Association (ABA)the American Banking Association (ABA)
vvIBMIBM
vvthe NASDAQ Stock Exchange.the NASDAQ Stock Exchange.



Industry OutreachIndustry Outreach

§§ First joint partnership meeting held on First joint partnership meeting held on 
March 1, 2001.March 1, 2001.
vv in attendance were approximately 60 in attendance were approximately 60 

representatives from the business and legal representatives from the business and legal 
community, trade associations and community, trade associations and 
academia.academia.

§§ Second partnership meeting held onSecond partnership meeting held on
November 5, 2001.November 5, 2001.



Industry OutreachIndustry Outreach

2. 2. Roundtable ForumRoundtable Forum
A Roundtable forum was convened by the USPTO in A Roundtable forum was convened by the USPTO in 
July, 2000. July, 2000. 

3. 3. Industry FeedbackIndustry Feedback
We continually work with Industry to obtain feedback We continually work with Industry to obtain feedback 
on current prior art resources, and we actively solicit on current prior art resources, and we actively solicit 
input on ways to expand resources to include other input on ways to expand resources to include other 
databases and information collections that we do not databases and information collections that we do not 
currently use in Class 705. currently use in Class 705. 
vv We have addressed several industry organizations and We have addressed several industry organizations and 

received feedback.received feedback.



Industry OutreachIndustry Outreach

Federal Register Notice PublishedFederal Register Notice Published

This Notice requests input from interested parties on This Notice requests input from interested parties on 
additional sources of prior art that the USPTO could additional sources of prior art that the USPTO could 
utilize to examine applications in Class 705. A full and utilize to examine applications in Class 705. A full and 
complete listing of the current core databases for Class complete listing of the current core databases for Class 
705 is provided in the notice for comment, along with a 705 is provided in the notice for comment, along with a 
detailed description of the required mandatory search detailed description of the required mandatory search 
for all applications examined in Class 705.for all applications examined in Class 705.



QualityQuality
1. 1. Enhance Technical TrainingEnhance Technical Training
§§ We have worked aggressively to identify examiner educational We have worked aggressively to identify examiner educational 

needs in the business method areas, and we have solicited needs in the business method areas, and we have solicited 
Industry to provide technical training on business methodIndustry to provide technical training on business method--
related topics. Examples:related topics. Examples:
vv Fireman’s Fund Insurance Fireman’s Fund Insurance –– The claims processThe claims process
vv NACHA NACHA –– Electronic paymentsElectronic payments
vv MercataMercata –– Dynamic pricing in an eDynamic pricing in an e--commerce environmentcommerce environment
vv American Bankers Association American Bankers Association –– Digital signaturesDigital signatures
vv BITS BITS –– Emerging technologies and the financial services industryEmerging technologies and the financial services industry
vv The NASDAQ Stock Exchange The NASDAQ Stock Exchange –– ee--trading principlestrading principles



QualityQuality

1. 1. Enhance Technical Training (cont.)Enhance Technical Training (cont.)
§§ We have communicated areas of training We have communicated areas of training 

needs with partnership organizations.needs with partnership organizations.
§§ Expanded afterExpanded after--hours technical training hours technical training 

program to include business related program to include business related 
courses.courses.



QualityQuality

2. 2. Revise Examination GuidelinesRevise Examination Guidelines
The Manual of Patent Examination Procedure                   The Manual of Patent Examination Procedure                   
guidelines for computerguidelines for computer--related inventions (MPEP related inventions (MPEP 
2106) was revised in February, 2000 to reflect the 2106) was revised in February, 2000 to reflect the 
State Street BankState Street Bank and and AT&TAT&T v. Excelv. Excel court court 
decisions. These revised guidelines are posted on decisions. These revised guidelines are posted on 
the Business Methods web page. the Business Methods web page. 



QualityQuality

3. 3. Expand Current Search ActivitiesExpand Current Search Activities
§§ Mandatory SearchMandatory Search: Mandatory searching has : Mandatory searching has 

been implemented in TC 2100 for all been implemented in TC 2100 for all 
applications in Class 705. This mandatory applications in Class 705. This mandatory 
searching includes a classified US patent searching includes a classified US patent 
document search and a text search of U.S. document search and a text search of U.S. 
patent documents, foreign patents, and nonpatent documents, foreign patents, and non--
patent literature (NPL). patent literature (NPL). 

§§ Business methods Intranet web page Business methods Intranet web page 
developeddeveloped
vv Recorded over 8,000 hits on this web site for the Recorded over 8,000 hits on this web site for the 

month of January, 2002.month of January, 2002.



QualityQuality

§§ Second Level ReviewSecond Level Review: A second: A second--level review of all level review of all 
allowed applications in Class 705 is now required allowed applications in Class 705 is now required 
and is performed by theand is performed by the QAS'sQAS's. The second level . The second level 
review ensures:review ensures:
vv Search requirements are metSearch requirements are met
vv Accurate reasons for allowance are in every caseAccurate reasons for allowance are in every case
vv Scope of claims is appropriateScope of claims is appropriate



ResultsResults

Allowance RateAllowance Rate

nn Class 705 FY’00 = 55%Class 705 FY’00 = 55%

nn Class 705 FY’01 = 45%Class 705 FY’01 = 45%
vv OfficeOffice--wide FY ’01 = 69%wide FY ’01 = 69%

§§ Patents Issued FY ’00 = 899Patents Issued FY ’00 = 899

§§ Patents Issued FY ’01 = 433Patents Issued FY ’01 = 433
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I express appreciation to the FTC and Antitrust Division for this invitation to 

participate as part of the panel in these hearings and to provide comments on the 

important topic of competition and intellectual property law and policy in the knowledge-

based economy.   

I begin my comments by first noting that I have been invited to the hearing in order to 

share my experience about the kinds of reasons that clients are interested in developing 

patent portfolios, particularly in regard to software and so-called business method 

patents.   

In my experience, on one end of the spectrum, the interest of small start-ups in 

obtaining patents for software and e-commerce technology in general is most often driven 

by two considerations:  1) a desire to protect innovation, thereby hopefully placing them 

on a more level playing field with larger competitors who may dominate a particular 

market (clearly a "pro-competitive" use of such patents), and 2) as a means of attracting 

investment capital by giving investors assurance that their venture capital spent in 

developing the technology would be protected to the extent possible from being pirated 

and copied by others.   

On the other end of the spectrum, again based on my experience, large companies, 

even those with a dominant position in a market, do not seek to develop patent portfolios 

in order to create "patent thickets" or barriers to competition as such.  Rather, their 

concerns are more typically borne out of 1) attempting to insure "freedom to innovate" or 

"design freedom" as it is sometimes called, by providing a portfolio that can be used to 

negotiate cross licenses, for example, when threatened with banishment from an 
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important market due to patents held by a large competitor (again a "pro-competitive use 

of patents"), and 2) the hope of protecting investment and new technology which results 

from investment of R & D dollars (again an important thing for management to convey to 

shareholders in terms of promoting increased share value, just as in the case of small 

start-ups). 

In a paper written by Prof. Greenstein of Northwestern, given during some of the 

earlier FTC hearings, Prof. Greenstein argued, in effect, that antitrust policy is really 

concerned only with large firms and that patents can provide pro-competitive leverage 

when used by small firms seeking entrance to a market dominated by larger 

"incumbents."  He also noted that whether patents truly stifle competition as opposed to 

advancing progress in the useful arts, as they are supposed to, is likely a very complex 

question that depends on particular industries and is not currently susceptible of any 

definitive answer given the lack of any real empirical studies on the question.   

I think Prof. Greenstein has correctly framed the issues in his paper, and given my 

own experience as noted above, where patents are typically used at both ends of the 

spectrum in a very legitimate, pro-competitive fashion (e.g., by small "entrants" to a 

market to level the playing field, and by large "incumbents" to protect "design freedom" 

vis-à-vis their large competitors in a market, and by both to protect investments, increase 

share value and attract (in the case of the start-up) additional venture capital), and given 

the lack of any real empirical evidence to the contrary, the real question to be addressed 

in these hearings is whether the FTC/DOJ should depart from it traditional role.   

In other words, the antitrust/IP interface has historically only been concerned with 

identifying, setting and enforcing antitrust policy where patents are abused as such (e.g., 
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citing the classical scenarios such as unlawful tying arrangements which attempt to 

expand the scope of a patent to unpatented products, or to unlawfully extend the duration 

of a patent, as noted by Mr. Taylor in his presentation).  Assuming for the sake argument 

that there is a problem with patent quality the question is whether that is a matter for 

FTC/DOJ involvement, or whether that is best left as a matter of patent policy, as it 

historically has been.  It is also worth noting that this is not a new thing.  Over a hundred 

years ago we faced similar challenges, as evidenced by the Telephone and Telegraph 

cases, both of which also presented questions of whether the claims granted in those 

patents were commensurate in scope with the contributions which the inventors had made 

to advancing the state of the art.     

John Love of the USPTO has observed in the course of these hearings that the 

medical device arts, where he had formerly worked as a director in the PTO, had also 

undergone similar kinds of issues during the early days when that technology rapidly 

grew in terms of patent filings, and that the medical device art units had ultimately 

worked through those issues in an acceptable way, and that the business method arts 

would also, if given time.  

In closing, even if the "quality" of patents issued for business methods is a legitimate 

concern (something which I frankly question in view of the fact that of all patents issued 

in 2000 and 2001, the number of business method patents issued 1) represents only about 

½ of 1% and ¼ of 1% respectively for those years, and 2) that as applied to those very 

small percentages, the "error rate" in the class 705 patents (e.g., claims found to have 

been not warranted as allowable due to prior art or other reasons), as determined by the 

PTO in reference to all other patents allowed, is only about 3% - 5%, less than that for the 
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PTO overall), that perhaps the starting point for "reformation" ought to be to insure that 

the PTO is given a chance to carry out its statutory duty for examining applications, with 

the benefit of its full budget.  I note that in the last 5 years, 500 billion of the user fees 

paid to the PTO had been diverted by congress for other uses rather than letting the PTO 

use those fees to improve patent examination quality, and that during that same time its 

workload had increased by 71% in terms of increased filings, while its increase in hiring 

and resource development for handling that increase had been less than half that, barely 

enough to just stay even from year to year in terms of preventing shrinkage of its 

workforce.   
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Fundamental Principles

• Reward is essential to attract capital and 
effort to undertake risk 

• Patents and copyrights offer a proven 
method for measuring reward with value

• High profitability for success often 
reflects high failure rates for others

• Marriage of capital and entrepreneurial 
zeal has been primary engine of growth



Historical Perspective

• Early domination of IP by Sherman Act

• Many license restrictions were unlawful

• Efforts to capture value outside the 
patent were unsuccessful

• Misuse doctrine created odd defense to 
infringement

• Supreme Court showed intense hostility 
toward intellectual property



Changing Times in 1980s

• Rising concerns over success of 
foreign competitors

• Application of economics to antitrust

• Market power screens became common

• Use of “per se” rules narrowed

• Focus shifted from protection of 
competitors to consumer welfare 



Upheaval in treatment of IP
• SCM v. Xerox case was harbinger, 

emphasizing commercial necessity

• Dawson v. Rohm & Haas places 
emphasis on need to attract investment

• Reagan administration shifts DOJ policy

• Creation of Federal Circuit 

• Report of President’s Commission on 
Industrial Competitiveness



Reconciling Antitrust and IP

• Consumer welfare analysis uses different 
timelines for IP and traditional antitrust

• Arrangements in which patent owners 
share profits with potential competitors

• Cross licenses and pooling arrangements

• Use of innovation markets implicates IP



Patents and Copyrights Are 
Defined by Competition 

• U.S. Constitution assumes competition

• Competition as backdrop in copyright for 
protectability, fair use, functionality

• Competitive concerns underlie much of 
patent law on claim construction, Section 
112, and doctrine of equivalents

• Agencies often are heard on these issues



IP, Competition Policy, and 
Enforcement Issues

Testimony of Prof. David J. Teece
FTC/DOJ Hearings

Berkeley, CA
February 27, 2002



“Patent Thickets”

• Patent thickets may or may not map to 
“technology thickets”
– Numerous patent grants may reflect numerous 

technological breakthroughs
– Whether patent thickets are desirable or 

undesirable depends on whether or not they are 
undergirded by technology thickets



Complements vs. Substitutes

• Many “patent thickets” involve complex 
mixture of substitutes and complements
– Especially in context of bulk licensing

• Cross-licensing of complementary patents is 
unambiguously good

• Cross-licensing of substitutes sometimes 
requires further analysis



“Royalty Stacking”
• “Input stacking” problem is ubiquitous and 

not unique to IP
– manufacturing, real estate, oil pools, etc.

• Not generally seen as a competition issue
• Is IP different?  discriminating factors may 

include:
– Availability of alternative technologies
– Concern that IP owner negotiate in a socially 

efficient fashion

• Evidently a transaction cost problem, not 
competition problem



Patent Breadth Issue

Too Broad
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“Overly Broad” Patents?
• If there is a PTO problem, then:

– Antitrust authorities have policy role to play 
encouraging reform

– But not an antitrust enforcement issue

• Other mechanisms for combating overly-
broad patents
– Intervention during prosecution
– Ex parte and inter partes reexamination
– Litigation regarding validity
– These problems do get sorted; issue is:  cost?



Patent Litigation As An 
Antitrust Issue

• Cost of litigation
– But see Lemley (“Rational Ignorance” paper)

• Litigation costs are high, but infrequently incurred
• The “threat” of litigation is needed to encourage 

negotiated agreements

• Settlements
– Typically involve compromise on disputed 

issues
– Concern:  if authorities restrict settlements, 

transactions move out of the marketplace and 
into the courts



“Defensive Patenting” And 
Antitrust

• Concern about growth of what some see as 
“defensive patenting”
– “Prisoner’s Dilemma” issue

• Issues:
– No clear line identifying “defensive” patents 

• Clearly not technological
• Motives for patenting?  Subsequent use?

– Source of “defensive” value is fact that others 
are using the invention

• implies:  represents some technological advance
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Thank you for inviting me to participate in these hearings.  Since time is limited, let me 

just note that I believe the Federal Trade Commission and the Justice Department are performing 

a very valuable public service by conducting these sessions.  I am honored to be in the company 

of the outstanding group of people who are participating throughout these proceedings.   

I bring to the discussion over forty years of experience starting with the time when I went 

to law school while serving simultaneously as a patent examiner in the Patent Office in order to 

finance my education.  To be quite candid, my experiences as a patent examiner helped drive me 

to the Antitrust Division because, to paraphrase, I felt that those who have an interest in either 

patents or sausage should not watch either being made.  Those were the days of yesteryear, these 

are now.  This sausage consumer of old is now eating filet mignon.  

What have I observed? 
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I proceed here mindful, very mindful, of the complexity of the issues involved in the 

patent-antitrust interface and the delicate balance required to properly spur invention as 

mandated by our Constitution while at the same time accommodating our national inheritance 

which so values strong competition as a charter of the economic freedom embodied in our 

antitrust laws.  Let me assure you that I am not a patent busting radical who believes that the 

antitrust laws should trump patents nor am I one who believes that patents should in significant 

measure displace or be immune from the antitrust laws.  I come today hoping to make some 

small contribution to this weighty discussion with some thoughts on improving the system so 

that it rewards true “invention” better than it now honors the Constitutional commandment while 

serving the public interest which is at the root of the patent grant.  I am one who believes that our 

patent system can be more efficient than it now is and can more effectively serve and reward 

individual inventors and innovating companies.  We should take steps to avoid what is a rapidly 

growing zero sum game involving billions of dollars, annually being used not to reward worthy 

invention and inventors but to clog commerce by subsidizing routine research and development 

and indeed more often mere investment.  We can and should do better.  Truly innovative 

companies and inventors and our overall economy will be enhanced by a robust and more 

selective patent system.   
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I believe that most (but not all) of the problem areas needing improvement I here address 

do not involve illegality under current antitrust law standards but rather are imperfections and/or 

anticompetitive through lawful flaws in the system which most companies legally take advantage 

of.  A set of patent rules which didn’t work very well in the latter part of the last century 

certainly will not do us credit in this century.  We are facing a “tragedy of the commons” in 

patent law.  Improvements can come from FTC/DOJ legislative advocacy function, court 

intervention, rule changes, law enforcement and constructive dialogue. 

Let me note in passing that I speak today for myself.  I do not represent the views of my 

law firm.  I am not here as an agent for any client or any group of clients.  I am solely an 

advocate – right or wrong -- for my own opinion and perceptions.  Indeed, it is not in my self-

interest to be here as I have made a comfortable living walking clients through both the patent 

mine fields and the patent antitrust interface holding their hands, be they patent owners, licensors, 

licensees or accused infringers.  The current system serves well the lawyers representing patent 

applicants, licensors and litigants and also supports the armies of consultants that we employ.  I 

have, for example, watched as one lonely inventor armed with a very skilled lawyer reap more 

than a billion and one-half dollars in royalties using dozens of “paper patents” while, in my view, 

he never created a job or a product.  I have seen companies finishing in the top ten in the number 
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of U.S. patents issued annually who do not significantly benefit financially from that lofty 

position.  How can we improve things? 

I have attached to my remarks today a list of a number of specific areas where I believe 

improvement can come while bene fiting innovative companies, individual inventors, the U.S. 

economy and, above all, in the end, the American public whose members are the intended 

ultimate beneficiaries of the patent clause for whom our Constitutional fathers chose to provide a 

reward to inventors.  If invited to do so, I will later supplement these remarks over the next 

month or two with an amplified written statement.  I have, however, in the interest of the time 

available, here listed the matters that I feel deserve the attention by The Patent Office, the 

Federal Trade Commission, the Department of Justice, our Congress and, indeed, if I may be so 

bold, our esteemed Court of Appeals for the Federal Circuit and its bar.   

I here focus on two of what I believe are the most significant problems.  The first has 

been discussed by many and is the subject of considerable public interest, namely, the 

implications of the increasing number and type of patents flowing through our Patent Office.  I 

hope to at least add some helpful gloss.  The second problem is a less discussed but nonetheless 

important and relates to the enormous burdens faced by litigants, particularly those accused of 

infringement when they are in good faith confident that they are innocent of infringement and/or 
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have valid defenses which are now so often made so difficult to establish. 

The Current Issuance Practices Of The PTO:  Is the nation being served?  I will not 

burden you with well known patent growth statistics you already have except to note that not 

only are we increasing the number of patents that issue and the ease with which they are obtained 

(to a point that some commentators suggest that we seriously consider a registration system 

rather than an examination system), but focus on the type, vagueness and complexity of those 

patents which are so often baffling.  A patent has been often likened to either a deed to a piece of 

real property or statute designed to either forewarn trespassers or tortfeasors away from 

prohibited conduct.  It is supposed to give the general public clear notice of its scope so that 

those who wish to abide by the law may do so and not be inappropriately frightened off.  It is a 

limited time exclusivity grant for making a significant contribution to the public good later 

passing into the public domain.   

What is now pouring out of the Patent Office are patents that are so vaguely and broadly 

worded containing so many claims that they more often than not create uncertainty, confusion, 

risk and often a negative incentive for competitors to innovate and compete.  Patents with broad 

claims that allow you to use a baby’s bottom to apply paint pictures (6,022,219 with 17 claims) 

or control the right to schedule bathroom visits (6,329,919 with 64 claims) tend to dishonor the 
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Patent Office.  These may be humorous examples.  When they involve microprocessors or 

pharmaceuticals, it is not humorous.  It is an increasingly rare case now when a high technology 

company goes into court to enforce a single patent or (a single claim) because they now often 

come in clusters each with numerous claims.  Patents can now form seemingly endless linked 

claims of “improvements” creating barriers to entry.  Buy any experienced patent lawyer a 

double martini and he or she will tell you that, on the patent prosecution side, it is almost 

malpractice not to get a patent if you just stick with it long enough and file enough continuations 

until the Patent Office simply gives in.  Ask lawyers engaged in licensing their experiences and 

they all know that “one lousy patent is a lousy patent but five lousy patents are a profitable 

licensing program.”  One manufacturer whose principle business is to manufacture off- the-shelf 

orthodic shoe inserts used for walking and athletics proudly proclaims that it is protected by 

thirty-eight patents.  One can only question whether a Steve Jobs or a Bill Gates could today start 

an Apple Computer or a Microsoft in the face of what has occurred in the last twenty years as 

computer and software patents now flood our system and present enormous barriers to entry and 

financial risks to anyone new who dares to consider venturing in.   

Yes, I acknowledge that even under the current flawed system (so in need of 

improvement in my view) there are numerous shinning and good examples and some worthy 
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companies which are occasionally able to gain a foothold and carve out a spot in the marketplace 

(sometimes not long before they are acquired or sell off their portfolios).  Whether this is 

incentivizing for individuals who invent as opposed to assignees who employ them is a question 

that I leave to those who are experts at studying individual motivation when it comes to 

innovation.  I note here parenthetically that the term “invention” has been largely replaced in the 

economic and legal literature by “innovation” and whether this is a difference without meaning, 

significant or legal legerdemain  is open to conjecture.   

Pick up any recent patent involving a complex technology.  Hand it to an intelligent 

college graduate with a science degree and somewhat familiar with the subject matter and ask 

what those fifteen or twenty or fifty claims mean and why there are so many and what the patent 

really protects.  The silence is usually deafening.  There are many million dollar and a few 

billion dollar catastrophes along the roulette road of patent litigation such as the now well-

documented and often discussed Polaroid litigation against Kodak.  He who is well intentioned 

and law abiding and ventures into the thicket often goes into it not well enough armed for the 

thistles and barbs that come as a rude surprise.   

Let me make a few points about infringement litigation with a slight lead in.  Generally 

speaking, the concept behind well examined and earned patents issued on true inventions are of 
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great public benefit.  When I was in the Patent Office, we referred to those who filed applications 

as “petitioners” or “applicants.”  Why the current touchy-feely term promoted by the PTO is 

“customer” is troubling.  I’m reminded that when I was a child my mother shopped at Gimbels 

Department Store because their motto was “the customer is always right.”  Such seems to be the 

approach now taken by the Patent Office, which internally on a revenue analysis is apparently a 

rare self-sufficient federal agency’s moneymaker to such an extent that – in the view of many -- 

it financially insensitizes examiners to do less than their best work.  It promotes their taking the 

easier way out rather than vigorously defending the public’s right to having only good inventions 

pass through.  If the issuance standards applied by the Patent Office today were the standards 

applied by either the Treasury Department or the Food and Drug Administration, one would have 

to seriously wonder what could happen to our national economy and our individual health. 

The Falsely or Incorrectly Accused Infringer:  Let me now move on to the often daunting 

task faced by a typical alleged infringer which genuinely believes, based upon sound legal and 

technical advice, that it has been unfairly or incorrectly accused of infringing one or more patents 

that are invalid and/or not infringed and/or not enforceable.  Proving any one of those defenses 

today is a task which has been made enormously expensive, complicated and difficult.  These 

“costs” alone are often barriers to legitimate and fa ir competition.  A patent owner can, at least in 
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theory, put on a prima facie case of infringement liability in about an hour if it chooses to do so.  

The accused’s defense task at trial is usually a week or several weeks’ long effort preceeded by a 

year or two of defense preparation.  As I mentioned earlier, often there is not a single patent in 

issue but a multi-directional thrust seeking the pot of gold at the end of the patent rainbow with 

almost every filed case automatically alleging willful infringement (irrespective of the command 

of Rule 11 of the FRCP) and in turn generating knee jerk legal opinions of non-infringement 

from defense counsel to hopefully forestall a finding of willfulness and possible treble damages.  

The accused is normally faced with one or more patents containing a multitude of claims in 

language often so vague that the courts were forced to adopt an expensive Markman hearing in 

most cases so as to educate a federal district judge into making a finding as to what the patent 

“really means” after months of work and preparation by lawyers and experts.  The court then 

makes a considered judgment, sometimes after  also obtaining a technology “tutorial.”  A 

decision is then made by the trial court on claim construction which is almost as often overturned 

on a de novo standard by the Court of Appeals as it is affirmed.  In other cases where federal 

judges tutored, educated and lectured by lawyers and experts through lengthy proceedings bench 

try a case, they bat about 50%.  And this is an infringement standard which is supposed to be 

clear to the general public on the face of the patent and which brands as a wrongdoing tortfeasor 

infringer everyone who makes, uses, sells, imports, offers for sale the patented product down to 
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the point of making individual retailers and ultimate users and consumers wrongdoers!  Is this 

any way to run a patent system?   

Let us move on to the task of establishing invalidity.  Without the benefit of legislation, 

the Court of Appeals for the Federal Circuit in its earliest years (and to be fair, probably without 

knowledge at that point of what was really going on in the Patent Office in terms of its being out 

gunned by attorneys and experts and having examiners incentivized to sometimes take the easy 

way out), chose to increase the defendant’s burden by creating a “clear and convincing” standard  

of proof to overcome the existing statutory presumption of validity.  One would think that the 

statutory presumption and a preponderance standard would have been enough but the Court of 

Appeals felt that it was important to presume that the Patent Office was almost always correct.  

Not only that, but the Court of Appeals by also adding the so-called “secondary factors” tests to 

find validity where the patent might not otherwise pass the Graham v. John Deere obviousness 

test, added considerations such as commercial success which considerations are not within the 

normal knowledge base of the Patent Office.  In other words, validity is sometimes now 

determined in the courts on evidence that was not before the Patent Office when it issued the 

patent which patent carries this now heightened presumption of validity.  Can this be so?  Should 

it continue?   
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Look at the risks an accused infringer, liable or not liable, faces in this somewhat random 

process:  Up to Treble damages and attorneys’ fees if found by a jury to be willful.  A damage 

analysis that is often not limited to a reasonable royalty at minimum but sometimes includes a 

reasonable royalty plus lost profits and sometimes lost profits on related but unpatented products.  

Most significant and what frequently forces settlements ending and/or preventing the litigation 

(and the corresponding adjudication of invalid patents) is the risk of a draconian injunction 

closing down one’s product line, perhaps one’s factory and, indeed, sometimes one’s entire 

business and livelihood.  This is the civil economic equivalent of the death penalty.  Injunctions 

are essentially automatic as of right in virtually every infringement case at the whim of the patent 

holder (and I here deliberately use the word “patents” as opposed to “patent”, since so frequently, 

it is a collection of related patents that is thrown up to create this impenetrable or indefensible 

web of complexity).  The end result is often to entrench the established fading or inefficient 

competitor at the expense of the newcomer innovator.  The costs also sometimes discourage 

worthy individual patent owners or their employees from trying to enforce their own valid and 

earned patents because of the expense which typically range into the millions merely to get 

through a Markman hearing and to a trial and a battle of experts.  The counterclaims in many 

cases can often overwhelm the good.  When not speaking on the record, many patent lawyers 

often privately criticize this system while claiming its rewards.  Through it also has its many 
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defenders, they are often ones who, like me, profit from this complexity and uncertainty which 

the law is supposed to abhor. 

I’ll not dwell here on the numerous decisions of the CAFC which have cut so deeply into 

establishing what used to be thought of as the defenses of misuse, fraud on the Patent Office 

(inequitable conduct) and/or the ability to establish an antitrust violation in the abuse of patents.  

Suffice it to say the decline of these defenses is an additional judicial means which serves to 

strengthen what I believe to be the unwarranted strong presumptions afforded largely not 

inventors, but assignee employees who can thereby use R&D and investment as barriers to entry 

and to ward off other innovators.   

A somewhat arcane but important subject which has obtained inadequate attention is the 

increasing practice of patent applicants to “wash” prior art through the Patent Office during the 

application process in order to take advantage of the Patent Office’s limited resources and create 

an aura that is used to later argue that a often overwhelmed patent examiner, with usually over a 

hundred cases on his or her docket, has read the fifty or sixty or one hundred and fifty patents 

and publications referenced in the application in the few hours allotted to examination of that 

application.  This helps ward off later challenges to validity as the patent owner argues that the 

PTO considered all the prior art cited.  While this arguably unethical anti-competitive and 
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inappropriate conduct may be technically lawful (unless the Court occasionally invokes the hand 

of equity), it is designed to hide the pertinent real prior art buried in the list of art that a patent 

applicant is duty bound to give to the Patent Office. 

Again, lest my concerns cause me to be called a patent basher, let me say that this system 

in my view does not serve well the many truly creative individual inventors and companies that 

employ such inventors who want good and earned patents but that are forced to amass large 

portfolios of paper patents having questionable value in order to meet the new technology/legal 

arms race commanded by the current practice of mutually assured infringement.  Some patent 

conscious forward thinking companies are hopefully now increasingly willing to speak out 

because they are wastefully pouring millions of dollars and huge amounts of human resources 

into generating paper patents, hiring lawyers and experts and trying to keep up with, through 

their “lawful behavior,” the exclusionary behavior of their competitors. Some companies 

increasingly now believe:  One good patent is excellent, several good ones are even better.   

If I can invite your attention to the list of issues I have provided, I believe that they 

suggest some possible areas requiring a remedy which can help bring greater rationality to the 

system.   

Yes, there are, despite these flaws and imperfections, numerous merits success cases, 
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triumphs and also some mere roulette winners.  Juries will sometimes decide as between 

conflicting experts whether an accused company or its division lives or dies or whether its 

product will enter the marketplace to compete.  Interrogate jurors after a trial and all too often 

you’ll find that they’ve done the best they can and they are often in the business of either 

punishing the unappealing expert, splitting the baby or just deciding a case so they can get home 

before the weekend or before their employers’ indulgence and salary subsidy runs out. 

Let us work together to improve the system so that the Patent Office can afford to hire 

and train even more qualified people with more time to consider these valuable properties which 

grant at least initially 20 years of exclusivity at the expense of the public.  Let the Federal Trade 

Commission and Justice Department not only engage in their statutory law enforcement 

functions rooting out unlawful anticompetitive conduct (which statutes are often ill suited to 

curing some of these problems), but also act in their advocacy roles in promoting sound rule 

making and legislation.  We should act not to hobble the patent system, nor to tilt it in favor of 

the antitrust laws but to make it work better for competition, true inventors and the public.  Let 

inventors and/or an employer hiring them hold their head high and know that when it receives a 

patent it isn’t just for its routine investment seeking a public subsidy in the form of these grants, 

but for contributing to the long term of public welfare so that at the end of the 20 years, it isn’t 
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holding a new batch of a dozen or two dozen patents covering essentially minor improvements 

on the same initial invention.  Let us really consider whether or not it is truly more important to 

reward “one click” versus two clicks as distinguished from rewarding a teacher in an elementary 

school who comes up with a better method of teaching English or mathematics or a nurse who 

figures out how to better put on a cast so a patient is in less pain, or award a theoretical 

mathematician or a physicist, (such as Einstein) who gave little if any thought to seeking patent 

protection).  Indeed, if you would take a look at the list of the great mathematicians working in 

this country today and run their names against the PTO inventor data base, you will find very 

few, if any, mathematicians seeking a monopoly on what is essentially an idea, a basic principal 

of science or something which occurs in nature or a method of employing such science. 

Regrettably, I personally have only small expectations that most or even a significant 

number of the problems I listed in my appendix will be remedied in the short term unless and 

until we have a political furor over AIDS drugs, patenting the human genome, or interfering with 

some other aspect of our humanity.  I do, however, carry optimism that we will repair some and 

that in the longer term that we will improve the patent system so it is more in harmony with our 

valued free enterprise system.  We need to get back to invention and relegate greed or pure self 

interest to their proper places in the patent framework.  If that is patent bashing, so be it.  If it is 
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viewed by some as a suggestion for common sense to improve this system, I’ll accept the slings 

and arrows flung by those who revere the current system. 
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1. Proliferation In The Number And Types Of Patents. 

A. Are we rewarding “invention” or innovation or R&D or merely investment? 

B. Software and business method patents:  Do they help or hinder competition? 

C. The standard of invention is simply too low.  Stop treating “applicants” and 

“petitioners” as “customers” and recognize the potentially great economic power 

patents give and the need for them to be truly earned. 

D. “Continuation” prosecution practice is a significant part of wearing down the PTO 

and results in the issuance of bad patents.. 

2. Patents Contain An Increasing Number Of Claims Which, Often Confuse And Are A 

Trap For The Unwary.  They Can Constitute Webs And Thickets In Themselves:  Are 

Claims Understandable to Those who Innovate and/or do Business and Would Compete?  

Should the number of claims be limited? 



If trial courts are frequently reversed  on claim construction by the CAFC (40% of the 

time) after their Markman Hearings or a bench trial, how can people or companies who 

import, make, sell, use or offer for sale (including consumers and retailers) know what is 

prohibited merely by reading the patent?  There is a need for reform and to move away 

from patent roulette. 

3. We Need a Better Trained and Equipped PTO Examiner Corps With Time to do Their 

Important Job.  There is an often overwhelmed and inadequately trained and equipped 

examining corps.  However well intended they may be, in most cases involving high 

technology, rich companies at the frontiers of technology can create a match up between 

Superman and Mickey Mouse.  By reducing the number and complexity of patents 

examined and granted, hiring more and better trained examiners and precluding the 

“washing” of a huge number of prior art items during the process, the quality will 

improve.  We should compel the designation by the applicant and counsel of the “best” 

prior art. 

4. Take Financial Incentive Considerations for the PTO Out of the Important Examining 

Process.  The Patent Office has undesirable financial incentives which causes it to 

encourage filings, more claims per patent and to issue patents.  Its fee structure is not one 



designed to primarily serve the public interest.  It expressly treats applicant/petitioners 

persons and companies as “customers” rather than petitioners seeking valuable and 

exclusionary government grants.  Is the “customer” always right?  There is nothing 

wrong with the USPTO performing a service and not recovering its operating costs and 

being even more available to small entities and individual inventors. 

5. Eliminate Any Profit Incentive For Examiners in the Form of Bonuses or Salary Increase 

for False “Efficiency” Which Can Results In Poor Patent Quality.  Bonuses encouraging 

disposal rates create a bias in favor of issuing patents.  Should we give financial 

incentives to those examining new drug application at the FDA or those producing 

money at the U.S. Mint to produce more and at a faster pace?  Why not give IRS 

examiners a greater salary for very rapidly processing more tax returns? 

6. Eliminate the Perceived Burden Of Proof On The PTO To Show Lack Of Invention (35 

U.S.C. § 102) .  Put the real burden where it belongs, i.e., on the applicant.  Can what 

exists be logically correct and be squared with a statutory presumption of validity (35 

U.S.C. § 282) attaching to all issued patents which can then only then be later overcome 

by clear and convincing evidence of invalidity? 



7. Re-examine the Proof Standard Required to Overcome The Statutory Presumption Of 

Validity In The Courts.  This can now only be overcome by meeting a judicially created 

“clear and convincing” proof standard.  This should be corrected. 

8. Discourage if Not Prohibit Arcane and Confusing Claim Language and The Number of 

Claims.  The effort by patent applicants to block all paths available to competitors and 

potential competitors and fence off technology results in claims often incomprehensible 

to both judges and jurors and those who would compete or purchase from those who 

compete.  Almost every patent infringement case now requires a Markman hearing to 

determine – what should be apparent on its face-- what a patent says or means?  Judges 

after tutorials and hearing evidence are now – on appeal – almost found to be as often 

wrong as right!  Is this any way to run a patent system? 

9. High Cost (And Very High Risk) To Defend Against A Claim Of Infringement 

Irrespective of its Merits.  Two million dollars is not an unusual cost and the primary cost 

burden is most often on the accused against whom the deck is now stacked. 

10. Far Too Low A Standard To Obtain A Permanent Injunction At The Whim Of The Patent 

Owner.  Rule 65 is virtually automatically applied in every case without regard to the 

“public interest.”  Courts should hear from the public and non-party competition and 



customers before issuing an injunction.  The opposing litigant is all to often afraid to fully 

speak out hoping to later settle if it loses and then share the patent grant via a license, etc. 

11. Treble Damage Risks Often Going Beyond a “Reasonable Royalty” Often Force or 

Encourage Unwarranted Settlements and/or Anti-Competitive Arrangements and/or 

Market Withdrawal.  Invalid patents are often not tested because the great risks favor 

settlement often at unwarranted costs to the alleged infringer. 

12. Legitimate Defenses Have Been Made Increasingly Hard to Prove by the CAFC.  

Unclean hands, inequitable conduct antitrust violations and other defenses are more 

difficult to establish and the patent is increasingly seen as creating a legal “but for” basis 

on which to permit or diminish proper competition. 

13. Business And Institutional Misuse Of The Patent System.  The creations of patent 

thickets by the successive filing of large number of closely related and overlapping patent 

improvement applications and washing prior art (which obscures or hides the truly 

relevant prior art) and increasing the number of claims in a patent, present serious 

competitive issues.  Why not require the applicant specifically to point out the “best prior 

art” just as it must point out the “best mode” for practicing an invention? 



14. Abuse Of The Courts By Patent Owners.  The use of “rocket” docket courts by those 

patent owners who are ready to go to trial to pressure the newly-sued, unprepared (and 

sometimes innocent) and bad faith assertions of infringement to force licenses and filing 

of suits needs to be reexamined as to legal and Rule 11 propriety. 

15. Collusive and Anticompetitive But Arguably “Legal” Interference And Infringement 

Settlements Via Licensing Are a Basis of Concern.  Remedies need to be considered.  

Amendment of 35 USC § 135(c) to give it teeth and make it effective should be 

considered.  It should be expanded to include litigation (or even possibly prelitigation) 

settlements in some circumstances. 

















Competition and IP

Joseph Farrell
Berkeley, 28 February 2002



Two agendas

• Competition advocacy in IP policy
• Doing good antitrust when IP matters



Competition advocacy in IP 
policy

• More IP not always better
• IP can be costly way to get innovation
• Use judiciously
• Evaluate the process as a whole



More IP isn’t necessarily better

• not even better for innovation
• especially where imagination is key?



IP can be a costly way to 
encourage innovation

• “monopoly” (?) markups
– depending on alternatives

• veto power over subsequent innovation
• compared to what?



Use judiciously

• less where few alternatives (exclusivity is 
strong monopoly)?

• less where obvious lines of development 
remain?

• less where network effects are important?



Evaluate process as a whole

• PTO policy not the final answer
• Minimize infringement of “good” IP and

enforcement of “bad” IP
– not a lobbying message

• Incentives and opportunity to adduce 
information
– Timing and costs of application, publication, 

search, opposition
– Patent challenge and licensing strategies



Two agendas

• Competition advocacy in IP policy
• Doing good antitrust when IP matters



Doing antitrust when IP matters

• Must one assess the IP?
• Treat IP like other P?
• Complements and substitutes in IP
• Scale and innovation



Must one assess the IP?

• Agencies rightly reluctant
• Market signals, e.g. indemnification
• Is settlement a good thing?

– Degree of joint market power



Treat IP like other P?

• MS “baseball bat”
• IP does have “special” properties; when 

does that matter?
– Ex post and ex ante

• Can even weak claims hamper entry?



Complements and substitutes in 
IP

• How do you tell?
• Short run and long run:

– can complements “become” substitutes?



Scale and innovation

• Scale makes innovation cheaper as means to 
offer surplus,

• but market power reduces incentive to offer 
surplus

• Why not achieve scale through a better 
offer?

• Licensing unlinks firm size and scale of IP 
exploitation



Patent Standards and Procedures

Literature Summary and Discussion of 
Prospects

Professor Robert P. Merges
UC Berkeley

rmerges@law.berkeley.edu



Patent Standards and Procedures

w Standards
n Novelty
n Utility
n Nonobviousness

w Procedures
n Priority system

l 1st to Invent vs. 1st to File

n Optimal Patent Quality
l Optimal examination
l Registration only?
l Opposition system
l PTO Reforms
w Salary/retention
w Internal incentives



Literature Review: Patent 
Standards: “The Classics”

w John Stuart Mill, 
Principles of Political 
Economy (1848)
n Emphasized utility

requirement
n Once past threshold, 

amount of reward 
depends on degree of 
utility

w Machlup & Penrose 
(1950)
n Administrative Costs a 

factor in anti-patent 
arguments

n Implicit emphasis on 
low standard of 
patentability



Lit. Review

w Michael Polanyi 11 
Rev Econ Stud. 61 
(1944)
n P. 72: “Invention” too 

difficult to test
n Replace patents with 

rewards, compulsory 
licenses

w Fritz Machlup (1958)
w AN ECONOMIC 

REVIEW OF THE 
PATENT SYSTEM, 
SUBCOMM. ON 
PATENTS, 
TRADEMARKS & 
COPYRIGHTS OF THE 
SENATE COMM. ON 
THE JUDICIARY, 85TH 
CONG., 2d SESS., 
(Comm. Print 1958)



Lit Review: Machlup

w “[I]t is after all the "difficulty" of inventing which 
determines the relative scarcity of invention and, 
consequently, provides the rationale for the policy 
of creating an extra stimulus for inventive effort.  
This presupposes …that it is invention rather than 
enterprising innovation which the patent system is 
supposed to encourage.  If society aims at …
attracting venture capital into … investment, then 
the controversies about the nature of "inventions" 
are beside the point [;]the innovators' risks are not 
proportional to the costs and results of the inventive 
efforts. – Machlup (1958), at p. 9.



Lit Review: Machlup

w "I have suggested that, although it may be 
impossible to estimate the total benefits and 
costs of the patent system, one may attempt 
to analyze the marginal benefits and costs of 
particular moderate changes in the duration, 
scope, or strength of patented 
protection."-Fritz Machlup (1984)



Ed Kitch (1966)

w “But for” standard
w “[A] patent should not be granted for an 

innovation unless the innovation would have 
been unlikely to have been developed absent 
the protection of a patent.”
w Edmund W. Kitch, Graham v. John Deere:  

New Standards for Patents,  1966 SUP. CT. 
REV. 293, 301.



Other sources of “but for” 
standard

w S.C. Gilfillan, The Root of Patents, or Squaring 
Patents by their Roots, 31 J. PAT. OFF. SOC'Y 
611, 611 (1949): “A patent is helpful and proper 
when it rewards sufficiently useful creative work 
which might not have been done without that 
prospective reward.…”
w F.M. SCHERER, Ind. Mkt. Structure & Econ Perf., 

2d ed. 1980, at 442-43.



Merges, 7:1 [Bkly] High Tech LJ (1992)

w The patent system has greater effect on the 
incentive to develop inventions as opposed to the 
incentive to invent.
w Important marginal influence on decisions to try to 

invent.
w Suggests a moderate lowering of patentability

standards for very high-cost research.
w Tries to introduce bridge between technical merit 

and economic variables: especially COST.



O’Donoghue (1998)
29 Rand J. Econ. 654

w Varying minimum quantum of invention can 
influence rewards to pioneer and/or improver(s)

w Higher standard of patentability induces larger 
quantum innovations, increasing market 
incumbency of pioneers, enhancing reward to 
innovation

w Restrictive assumptions in model . . .
w See also Samson Vermont, “Pioneering Obviousness,” 29 

AIPLA QJ 375 (2001)



Patent Procedures: Lit Review

w Alfred Kahn, “Fundamental Deficiencies of 
American Patent Law,” 30 AER 475, 485 (1940)
n “Dragnet” patent applications: amending claims during 

long pendency to capture competitors’ developments
n Basic problem is cost and complexity of assigning 

individual property rights in era of large scale collective 
invention

n Patent procedure favors “the powerful and the 
unscrupulous” – p. 486.



Two Tier Patent Protection

w Good example is European system of “petty 
patents”
w Separates high-quality, high-value 

inventions, from novelties etc.
w Good comparative studies by Jerome 

Reichman [2000] (53 Vand. L. Rev. 1743), 
and Mark Janis [1999] (e.g., 40 Harv. Int'l 
L.J. 151).



Internal Patent Office 
Incentives

w Merges, 14 Bkly. Tech. LJ 577 (1999)
n Optimal validity rate, optimal examination
n Internal reforms: lessons from Personnel Economics 

studies (alter incentives, etc.)
n Need for opposition system; criticized as inadequate by 

some: Thomas, 2001 Univ. Ill. L.Rev. 305

w Lemley, 95 Nw. L.Rev. 1495 (2000)
n “Rational Ignorance at the Patent Office”
n Current expenditures may be closer to optimal
n Very few patents merit detailed scrutiny; best done 

through litigation



New Directions

w Growing consensus on 
need to address social 
welfare gap: difference 
between private and social 
cost of invalid patents
n See Richard Gilbert 

Presentation, Feb. 6, 2002
w Scott Kieff, Washington 

Univ. Law School: “The 
Case for Registering 
Patents,” working paper

w Jay Thomas, “Patent 
Bounties,” 2001 Univ. 
Ill. L.Rev. 305: 
proposes that the 
Patent Office award  
prior art informants 
with a bounty assessed 
against applicants



Recent Empirical Work

w General concern with lowering of patent 
standards – speculation about effects



Josh Lerner, 150 Years of 
Patent Office Practice

w Empirical survey of worldwide historical 
trends in patent office procedure
wWhere information asymmetry is greater, 

patent systems have adapted:
n More discretion for applicants
n Division of labor between patent offices and 

courts



Lerner (2001)

w One insight that emerges from the regulatory 
economics literature … is the extent to which 
information [asymmetry] problems can be 
overcome if the regulator offers a menu of incentive 
contracts. Even if the regulator cannot observe the 
differences between companies, he may design a 
range of alternatives that can discriminate between 
firms of different quality. In this way, the problems 
typically associated with asymmetric information 
… can be alleviated.



John R. Allison & Mark A. Lemley
The Growing Complexity Of The United States Patent 

System
U.C. BERKELEY SCHOOL OF LAW PUBLIC LAW AND LEGAL THEORY 

(WORKING PAPER (2001))

w The increase in the number of prior art 
references cited and the length of prosecution 
before the Patent Office suggest that issued 
patents are getting better scrutiny.



Ian Cockburn, Sam Kortum & Scott 
Stern, “Are All Patent Examiners 

Equal?”

w Working paper. Feb. 2002, avail. SSRN.com
w Answer: No!
w Patent quality declining: pre-1990 patents upheld 

more often
w Experience and workload not correlated with 

validity rates -- ?
w More “generous” (liberal) examiners work on 

patents that are cited more often; they also have 
higher invalidity rates!



Robert Barr, Vice President, Worldwide Patent Counsel, Cisco 
Systems, Inc. 
 
 Cisco Systems designs and sells network equipment.  Cisco was founded in 1984 
and went public in 1989.  Between 1984 and 1993, the first ten years, the company filed 
only one patent.  In 1994 the company had grown to over $1B in annual revenue. This 
growth was obviously not fueled by patents, it was fueled by competition and by open 
non-proprietary interfaces.  But in 1994, the company started a program to obtain more 
patents.  We did this for defensive purposes, to have something to offer in cross-licenses 
with older companies who had large patent portfolios and used them to obtain revenue 
and design freedom through licensing. We filed 6 patents in 1994, and increased that each 
year;  we are now filing over 700 patents/year.  We have entered into several cross-
licenses and we have been involved in several costly patent lawsuits. I would like to 
discuss the relationship between patents and innovation at Cisco. 
 

Cisco is an innovative company.  Our Chief Development Officer, Mario 
Mazzola, defines innovation as “a more efficient and creative way of providing 
customers with products and technology that deliver new levels of functionality and 
services that were previously unattainable.  Innovation is more than just a new idea—it is 
about taking a new idea and developing it into customer value and positive business 
impact”.  We have done this, we have brought products to market that have helped create 
the Internet as it exists today and that have helped change the way people communicate.   
 

My observation is that patents have not been a positive force in stimulating 
innovation at Cisco. Competition has been the motivator; bringing new products to 
market in a timely manner is critical. Everything we have done to create new products 
would have been done even if we could not obtain patents on the innovations and 
inventions contained in these products. I know this because no one has ever asked me 
‘can we patent this?’ before deciding whether to invest time and resources into product 
development.  
 

On the other hand, I am sometimes asked whether anyone else has a patent on a 
product or feature that we are considering.  But, despite the fact that our products are 
independently developed, that we do not copy,  I can never definitively ‘clear’ a product 
or feature, or determine the costs of licensing in advance.  First of all, there is the well-
known ‘hold-up’ problem, where patents issue after the product is in the marketplace and 
design-around is costly. As Prof. Shapiro notes, the hold-up problem is worst in 
industries like ours where a large number of patents can potentially read on a given 
product because the likelihood of stepping on a land mine is so great.  I would add that 
even early publication does not solve the problem, because of the uncertainty about the 
claims that will issue. I would also add that, in addition to the hold-up problem, the large 
number of issued patents in our field makes it is virtually impossible to search all 
potentially relevant patents, review the claims, and evaluate the possibility of an 
infringement claim or the need for a license.   And the penalty for so-called ‘willful’ 
infringement makes this a really bad idea. It makes more business sense to assume that, 
despite the fact that we do not copy other company’s products, and despite the fact that 



we do not derive solutions to problems from the patent literature, we will be accused of 
patent infringement. The only practical response to this problem of unintentional and 
sometimes unavoidable patent infringement is to file hundreds of patents each year 
ourselves, so that we can have something to bring to the table in cross-licensing 
negotiations. In other words, the only rational response to the large number of patents in 
our field is to contribute to it. 
 

The time and money we spend on patent filings, prosecution, and maintenance, 
litigation and licensing could be better spent on product development and research 
leading to more innovation.  But we are filing hundreds of patents each year for reasons 
unrelated to promoting or protecting innovation. 
 

We will certainly benefit from having patents to help deter copying of our 
products.  This is why patents are so critical in other industries, such as pharmaceuticals 
and medical devices, to prevent copying. But we don’t need to file this many patents to 
deter copying, we would need maybe one, two or three patents for each product, which is 
what I believe you will find in those industries.  Instead, since our purpose is to create a 
portfolio for cross-licensing, we find it necessary to stockpile patents and contribute to a 
backlog in the Patent Office that has reached 3-4 years in our technology area. In an 
industry where healthy competition makes time to market critical, and the pace of 
innovation is so rapid, that’s a long time to wait for a patent.  Too long. The system is in 
danger of destroying itself. 
 

Moreover, stockpiling patents does not really solve the problem of unintentional 
patent infringement through independent development.  If we are accused of infringement 
by a patent holder who does not make and sell products, or who sells in much smaller 
volume than we do, our patents do not have sufficient value to the other party to deter a 
lawsuit or reduce the amount of money demanded by the other company. Thus, rather 
than rewarding innovation, the patent system penalizes innovative companies who 
successfully bring new products to the marketplace and it subsidizes or  rewards those 
who fail to do so.  
 

So obtaining patents has become for many people and companies an end in itself, 
not to protect an investment in research and development , not to license technology to 
others who need it, but to generate revenue through licensing  (“holding up”) other  
companies that actually make and sell  products without even being aware of their 
patents. They try to patent things that other people or companies will unintentionally 
infringe and then they wait for those companies to successfully bring  products to the 
marketplace.  They place mines in the minefield.  The people and companies (I am not 
just talking about individuals here) who file these patents and extract license fees from 
successful businesses play the patent system like a lottery. They gamble that people will 
infringe these patents without ever learning anything from the patentee, and without 
interfering with any effort by the patentee to commercially exploit their invention.   The 
long delays in the patent office work to their benefit by keeping the eventual coverage of 
their patents indefinite while others produce products.  They benefit from the high cost of 
litigation by demanding license fees that are less than the cost of litigation, hoping that 



people will pay even if they don’t infringe, or, if they do infringe, it will be too costly to 
change the product.  This provides opportunities for contingency fee litigators, for 
licensing companies and consulting firms who claim to help people ‘mine’ their patent 
portfolios for patents that even they didn’t know they had.  It’s hard to see how this 
contributes to the progress of science and the useful arts. 
 

And that’s the point. The patent system does not exist to protect the rights of 
inventors, or any particular interest group. It doesn’t exist to protect what we now call 
‘intellectual property’, as if it were protectable for its own sake.  The patent system exists 
to protect the progress of science and the useful arts. If the patent system fails to do that 
in certain areas, then the costs and negative effects of the patent monopoly cannot be 
justified. Where the patent system enables true innovation, true progress, where it enables 
companies to bring new products to consumers in circumstances where they otherwise 
would not do it, or where it disseminates knowledge that others need and want, then it’s 
working.  There are certainly examples of industries where it serves these purposes, and 
these benefits must be preserved.  But in my experience at Cisco and my prior experience 
representing a variety of companies, the negative effects of stockpiling patents, the 
consequences of innocent infringement through independent development, the cost of 
proving noninfringement or invalidity through patent litigation and the exploitation of the 
patent system as a revenue generating tool in its own right have hindered true innovation 
and outweighed the benefits. 
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I.   What should Intel be I.   What should Intel be 
patenting?patenting?
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Patent Filing CriteriaPatent Filing Criteria
llPatentability Patentability 
llRelated to current or future businessRelated to current or future business
llSignificant improvement over current Significant improvement over current 

design/methoddesign/method
llEase of designEase of design--aroundaround
llEase of detectionEase of detection

––Related to competitors’ business? Related to competitors’ business? 
––Who would infringe? Able to police?Who would infringe? Able to police?
––Will it be obsolete by the time the patent Will it be obsolete by the time the patent 

issues?issues?
llOtherwise, maintain as trade secretOtherwise, maintain as trade secret
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How many patents is How many patents is 
enough?enough?
llOmniscience desired, but not practicalOmniscience desired, but not practical
llCost a significant factorCost a significant factor

––Quantity vs. Quality tradeQuantity vs. Quality trade--offoff

ll Intel: app. 5,500 patents total (U.S.)Intel: app. 5,500 patents total (U.S.)
–– covers all sorts of technology, not just covers all sorts of technology, not just 

semiconductorssemiconductors

––Add’lAdd’l 1,000 foreign1,000 foreign

––App. 950 issued in ‘01App. 950 issued in ‘01
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The “Patent Thicket”The “Patent Thicket”
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ll Recent ramp in semi filings, outpacing other industriesRecent ramp in semi filings, outpacing other industries

–– ~90K CPU patents, ~90K CPU patents, held by >10K partiesheld by >10K parties

–– ~420K semi / system patents, ~420K semi / system patents, held by >40K partiesheld by >40K parties

–– Design houses proliferating (Design houses proliferating (RambusRambus, ARM,, ARM, QualcommQualcomm))

Conclusion:  Unavoidable overlap of IP
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II.II. What to do with these What to do with these 
patents?patents?
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3 Choices3 Choices
ll LicenseLicense

ll LitigateLitigate

ll Do NothingDo Nothing

–– equivalent to RF crossequivalent to RF cross--licenselicense

–– MAD?MAD?
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Licensing ConsiderationsLicensing Considerations

llWhat do they have on us?What do they have on us?
llWhat do we have on them?What do we have on them?
llWho cares?Who cares?
llNote:  Note:  Moore’s Moore’s law as important as civil lawlaw as important as civil law

“Patent Thicket” => 30 yr. History of 
x-licenses
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Is Conventional Wisdom right?Is Conventional Wisdom right?
ll CW:  Big companies with big portfolios xCW:  Big companies with big portfolios x--license license 

each other, to the detriment of new entrants each other, to the detriment of new entrants 

ll But…asymmetry of riskBut…asymmetry of risk
–– Only need a few patents to put a large amount of        Only need a few patents to put a large amount of        

revenue at riskrevenue at risk

–– startstart--up happy to trade x% of revenue with IBMup happy to trade x% of revenue with IBM

ll Result:  Large companies tend to use portfolio Result:  Large companies tend to use portfolio 
more to generate revenue, not exclude more to generate revenue, not exclude 
competitioncompetition

–– E.g., TI, IBM, LucentE.g., TI, IBM, Lucent
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Trolls:  A Looming ProblemTrolls:  A Looming Problem
llLots of IP available from distressed Lots of IP available from distressed 

companiescompanies
––Many entities exist for sole purpose of Many entities exist for sole purpose of 

acquiring and asserting (e.g. acquiring and asserting (e.g. TechsearchTechsearch))
––No threat of counterclaimNo threat of counterclaim

–– Ultimate asymmetry of riskUltimate asymmetry of risk

ll$$xBxB claims against Intel claims against Intel 
––Plus an injunction (!!!)Plus an injunction (!!!)

llLegislative relief requiredLegislative relief required
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FTC/DOJ Hearings on Competition and Intellectual Property 

Law and Policy in the Knowledge-Based Economy 
 

February 28, 2002 
 
 

Introduction 
 

 Hewlett-Packard applauds this FTC/DOJ initiative to explore critical issues at the intersection of 

intellectual property and competition law and policy.  We welcome the opportunity to offer our 

perspectives, particularly some thoughts on how your agencies can contribute to the evolution of patent 

and antitrust law regimes in directions that encourage innovation activity. 

 The innovation focus of these hearings goes to the heart of the history of our company from 

roots in a garage 63 years ago to its present day pioneering role in enterprise computing, printing and 

imaging, information technology services and infrastructure solutions.  The “Invent” logo attached to our 

name speaks volumes about both the driving force behind our success in the past several decades and 

the central imperative to continued success in the years ahead.  We take large risks in our investments in 

R&D across a broad range of complex technologies.  Risk is inherent in all of our markets in light of the 

array of rivals we confront, rivalry from both established firms with comparable R&D resources and 

aggressive upstarts with new ideas that can literally change the world tomorrow. 

 Both the patent and antitrust law regimes critically influence our risk-taking and risk management 

policies.  Both regimes in their current iterations create combinations of incentives and disincentives to 

our investment in R&D activity.  Both regimes could be materially improved in ways that serve the 

public interest in maximizing innovation and technology development generally. 



  - 2 -  

 1. The Patent Law Regime 

 HP relies on the patent law regime to enable us to realize return on investments in innovation 

efforts.  We seek patent protection for our inventions both to prevent rivals from free-riding on our 

investments and to counter or minimize exposure to other firms’ blocking patents and hold-up strategies. 

 Our patent portfolio enables us to pursue a variety of policies to protect our inventions, from 

appropriately aggressive prosecution of infringing uses to licensing and cross-licensing arrangements that 

remove patent clouds and ensure design freedom for further initiatives. 

 The current state of the patent law system is problematic from HP’s standpoint.  We have 

witnessed in recent years a vast proliferation of patent grants by a seriously understaffed PTO and an 

equally vast proliferation of complex litigation over patent validity and scope.  Notwithstanding the 

centralization of patent law development in the Federal Circuit over the past two decades, the governing 

standards for patentability and patent law jurisprudence generally remain plagued by unpredictability in 

their application, particularly with respect to patents bearing on new or emerging technologies.  The 

result is pervasive uncertainty about legal rights, both in terms of ability to enforce one’s own patents 

and ability to avoid rapidly escalating exposures to infringement claims by others.  And that uncertainty 

heightens risks surrounding innovation investment decisions. 

 Those risks, moreover, are a growing menace to innovation efforts across the information 

technology landscape.  Given how much they burden and impair a company as resourceful as HP, the 

loss to society from their cumulative impact on companies large and small including the most otherwise 

promising start-ups unable to raise capital for their projects in this environment must be considerable.  It 

is without doubt a serious drag on the technological and scientific progress that the patent system was 

designed to promote. 

  Competition policy is deeply implicated in this unsatisfactory situation.  An unknown but 

undoubtedly significant number of invalid patents are issued; an unknown but undoubtedly significant 
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number of patents generate lawsuits or threatened lawsuits involving overbroad claims.  Both 

phenomena create serious impediments to competition, both from existing products on the market and 

from new products in the development stage.  Litigation has become a poor means of addressing these 

problems, in part because of the unacceptably high cost and length of the litigation process and in part 

because of the already mentioned unpredictability of litigation outcomes.  There are high stakes for 

plaintiffs and defendants alike in these suits.  There are, however, equally high unrepresented stakes for 

the public in these same suits.  Courts are called upon to adjudicate sharply conflicting arguments over 

IP rights without hearing from a voice on behalf of the public’s interest in results consistent with 

innovation-encouraging competitive markets. 

 We would respectfully suggest a new role for the Federal Trade Commission and the 

Department of Justice in filling that gap.  Specifically, both agencies could look for appropriate cases in 

which they would participate in an amicus capacity to present their perspectives on issues of patent law 

with significant competition policy implications.  There are many issues of this sort on which the Federal 

Circuit in particular could benefit from FTC or DOJ input.  Examples of issues on which the Federal 

Circuit could benefit from your agencies’ thoughtful analysis of competitive effects include all of the 

following:  (i) patent claim certainty versus the doctrine of equivalents; (ii) licensee estoppel; (iii) when 

patent misuse should and should not coincide with antitrust liability, (iv) prosecution latches or late 

claiming; and (v) the proper role of juries in patent cases. 

 2. The Antitrust Law Regime 

 In his address discussing the plans for these hearings last November, Chairman Muris 

emphasized the fundamental consistency between intellectual property and antitrust law in their 
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objectives of promoting innovation and enhancing consumer welfare.1  HP fully endorses that view and 

welcomes the interest of the antitrust agencies in advancing the development of both law regimes with 

those consistent objectives in mind. 

 There have nonetheless been points of conflict between these regimes.  From HP’s standpoint, 

the conflicts of consequence in recent years have come less from FTC or DOJ initiatives than from the 

ease with which private parties can prosecute treble-damage antitrust claims improperly implicating IP 

rights.  The problem has been compounded by a lack of sufficient guidance available to generalist judges 

in their rulings on motions to dismiss or for summary judgment in such cases.  One way in which these 

FTC/DOJ hearings could be useful in this regard would be by shining light on the issues of most concern 

and thereafter supporting various forms of guidance from the agencies to courts for their use in the 

adjudication of private suits. 

 The agencies’ 1995 “Antitrust Guidelines for the Licensing of Intellectual Property” were well-

received by both antitrust and IP counselors to high technology companies such as ours, particularly 

among those of us with enough gray hair to remember the notorious “Nine No-No’s” era of the 1970s. 

 Over the seven years since the 1995 promulgation, however, there has been considerable controversy 

over a range of issues either unaddressed or inadequately addressed therein.  These issues could 

appropriately become the focus for either updated guidelines or other means of disseminating guidance 

based on these hearings (including through reports or speeches by agency officials in the months ahead). 

 Permit me to offer some thoughts now on one such issue that has been the subject of extensive private 

litigation in recent years: antitrust attacks on unilateral refusals to license IP rights. 

 In 1997, the Ninth Circuit affirmed a treble-damage judgment against Kodak for what the 

opinion characterized as a unilateral refusal to sell patented parts and to license copyrighted materials to 

                                                 
1 “Competition and Intellectual Property Policy:  The Way Ahead,” Prepared Remarks of FTC Chairman Timothy J. 
Muris Before ABA Antitrust Section Fall Forum, November 15, 2001, at 2 (hereafter “Muris Remarks”). 
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competing independent service organizations.2  The court adopted a “rebuttable presumption” that a 

patent or copyright owner’s refusal to license was supported by the owner’s legitimate interest in 

exclusive control over its own property.  It then, however, held that the jury in the case before it was 

justified in finding Kodak’s refusal to be unlawful “exclusionary” conduct based on entirely subjective 

evidence of “anticompetitive” intent. Three years later, the Federal Circuit upheld Xerox’s virtually 

identical refusal to license its patents and copyrighted materials to its service competitors in affirming a 

district court’s grant of summary judgment in Xerox’s favor.3  The Federal Circuit flatly rejected the 

Ninth Circuit’s rebuttable presumption rule as applied to patents while adopting a variation of it that 

excludes subjective evidence as applied to copyrights.  For unilateral refusals to license patents, the 

court in essence adopted a rule of per se legality:  

In the absence of any indication of illegal tying, fraud in the Patent and 
Trademark Office, or sham litigation, the patent holder may enforce the 
statutory right to exclude others from making, using, or selling the 
claimed invention free from liability under the antitrust laws.4 

 
 As Chairman Muris noted in his November address, there are diverse views about the Xerox 

decision, and its effect has been more rather than less debate over whether or when refusals to license 

can be a basis for antitrust liability.5  Xerox is also not the last word from an appeals court in this general 

area.  In June of last year the D.C. Circuit in its decision in the Microsoft case flatly rejected Microsoft’s 

intellectual property defense of challenged provisions in its Windows licenses to OEMs.6  As the court 

noted: 

                                                 
2 Image Technical Services v. Eastman Kodak Co., 125 F.3d 1195 (9th Cir. 1997). 

3 In re Independent Service Organizations Antitrust Litigation, 203 F.3d 1322 (Fed. Cir. 2000). 

4 Id. at 1327. 

5 Muris Remarks at 6-7. 

6 United States v. Microsoft Corp., 253 F.3d (D.C. Cir. 2001) (en banc). 
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The company claims an absolute and unfettered right to use its 
intellectual property as it wishes:  “[I]f intellectual property rights have 
been lawfully acquired,” it says, then “their subsequent exercise cannot 
give rise to antitrust liability.”  Appellant’s Opening Br. at 105.  That is 
no more correct than the proposition that use of one’s personal 
property, such as a baseball bat, cannot give rise to tort liability.  As the 
Federal Circuit succinctly stated:  “Intellectual property rights do not 
confer a privilege to violate the antitrust laws” [quoting from the Xerox 
decision].7 

 
 HP believes the Federal Circuit was exactly right in its holding that a unilateral refusal to license 

IP rights cannot by itself constitute the conduct element of an antitrust violation.  And, as applied to 

refusals to license patents, that holding should now be considered a binding precedent across the 

country under the Federal Circuit’s national jurisdiction over antitrust issues in patent cases.  At the 

same time, HP accepts what might now be called the D.C. Circuit’s “Baseball Bat Doctrine”:  IP 

licensors are not free to bludgeon their licensees into accepting anticompetitive license conditions 

without scrutiny under the antitrust laws.  That said, however, there are disagreements over the scope 

and application of both of these points, and lack of clarity on the positions of the enforcement agencies 

on them.  One example of a highly controversial license condition now being employed in the context of 

software copyright licensing is a broad constraint upon licensees’ assertions of present or future patent 

rights against the licensor or other licensees that are frequently horizontal competitors.  In HP’s view, 

these provisions are anticompetitive insofar as they diminish future innovation incentives and innovation 

rivalry.  We would in any event welcome meaningful agency guidance on their legality. 

 More generally speaking, uncertainty over IP owners’ freedom to decide when to license or not 

license their rights and uncertainty over conditions they may appropriately impose in their license 

agreements invite litigation and impede efforts to develop and commercialize new technologies.  The 

                                                 
7 Id. at 63. 
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FTC and DOJ could usefully clarify standards in these areas in the aftermath of these hearings.  Doing 

so could advance public policies at the core of both the IP and antitrust laws. 

 There are other subjects at the intersection of the IP and antitrust law regimes that should also 

be addressed in these hearings and should then become candidates for thoughtful agency guidance.  

Areas of particular interest to HP include licensing practices of patent pools and IP policies implemented 

in standard-setting processes.  My HP colleagues, Jeff Fromm and Scott Peterson, will discuss these 

areas in some detail in their appearance at the April segment of these hearings.  I will take just a few 

moments to outline our general perspectives on them. 

  (a) Patent Pools 

 Patent pools have become critically important mechanisms for enabling widespread use of new 

technologies that require access to a multitude of patents dispersed among a multitude of parties.  

Combining all “essential” patents into single “package” licenses openly available on reasonable terms to 

all interested parties can promote innovation and competition generally throughout new markets.  The 

DOJ’s Business Review Letters on the MPEG-2 and DVD pools have provided valuable guidance on 

how to structure these arrangements in a manner that avoids antitrust exposure.  The problem from our 

standpoint is undue rigidity in how participants in the patent pool world interpret and apply the advice in 

those letters with regard to the terms of package license offers. 

 The common approach today is a “one-size-fits-all” license for the totality of patents within the 

pool.  But a new entrant seeking access to the technology in question at some point after the pool has 

been formed may only need a fraction of all of the covered patents since it may already have access to 

many of them through existing licenses or cross-licenses with several pool participants.  Or the new 

entrant may not be interested in implementing the entire standard.  Applicants in these situations should 

be able to license the set of patents they need without being forced to take and pay for the whole 

package.  Forcing upon them what in their case is a combination of needed and completely unneeded 
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licenses raises entry costs and thereby impedes competition.  (They may, for example, end up paying 

twice for many of the patents being bundled together.)  The proffered alternative of individual 

negotiations with pool participants holding patents that the new entrant needs is often impractical for 

many reasons, including patent holders’ lack of incentives to accommodate the interests of the new 

entrants. 

 We are highly skeptical about claims that offering partial licenses would be “inefficient.”  There 

surely is room for choice and flexibility in license terms.  In our view the agencies should expressly 

encourage evolution of these pool structures in this unambiguously procompetitive direction. 

  (b) Standard-Setting 

 HP is an active participant in a wide array of standard-setting processes critical to the 

development of innovation-encouraging and competition-encouraging information technology 

infrastructures.  We constantly confront the need to consider incorporation of proprietary intellectual 

property, particularly patents or technology subject to patent applications, into specifications intended to 

become standards that will be open to all comers on a level playing field.  As Chairman Muris aptly 

observed in his November address, “[s]tandards that rely on intellectual property can raise difficult 

competition issues,”8 and these issues are the subject of intense debate within many of the groups in 

which HP participates. 

 The FTC’s Dell Computer action of six years ago called attention to the manner in which 

anticompetitive “patent hold-up” or “patent ambush” situations can arise when standard-setting bodies 

go about their business of fashioning standards and voting upon them without knowledge of the patent 

implications of the standards they adopt.  That action, however, opened a virtual Pandora’s Box of 

follow on issues over how to address and minimize exposure to post-adoption opportunistic conduct by 

                                                 
8 Muris Remarks at 8. 
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holders of patents required for a standard’s use.  There is no single essential solution appropriate for the 

myriad of standard-setting contexts.  Different groups are now employing or considering different 

approaches, involving a variety of pre-adoption patent disclosure and license commitment policies.  

There is no appropriate “one-size-fits-all” in this realm.  Everyone concerned about these issues, 

including your agencies, should welcome this diversity of experience and of experimentation with 

methods of addressing recognized problems. 

 That said, however, HP has in some circumstances favored an approach that we believe should 

be encouraged but that is often opposed by others upon what we believe is a misapprehension of 

antitrust risks.  If a party promoting use of its patented technology for incorporation in a proposed 

standard states it is willing to offer a license on terms that are “reasonable and nondiscriminatory” (but 

terms not otherwise specified), consideration of the impact of the patent on the proposed standard often 

ends at that point -- indeed some participants insist any further or more specific discussion about it 

would invite antitrust trouble.  All potentially affected parties have a legitimate interest in knowing before 

standards decisions are made what the economic effects will be of accepting a patent into the standard. 

 Yet, when suggesting that the impact of patent licensing terms be considered, we have encountered the 

objection that disclosure of particular licensing terms could be attacked as unlawful “price-fixing.”  That 

objection is in our view wholly unfounded.  To the contrary, disclosures of the sort we have suggested 

would be procompetitive by foreclosing opportunistic hold-up situations that are all too easy to arise 

when a patent holder’s view of “reasonable” license terms remains secret until after a standard has been 

adopted.  This is an area where the agencies could constructively clarify their view of permissible and 

desirable disclosure practices. 

i i i i 

 Finally, with regard to all of the issues I have discussed and all others affecting the IP-

competition policy interface, it is important to keep in mind the interconnected impact of law and policy 
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regimes throughout the world but particularly between the United States and the European Union.  

Conflicts or inconsistencies in applicable principles among jurisdictions impede innovation and 

technology development generally.  HP believes that your agencies could play an important role in 

promoting international harmonization of IP rights in the same manner that you have so persistently 

promoted harmonization of competition policy on a global basis.   

i i i i 

 Let me conclude by reiterating HP’s appreciation for the care and thoughtfulness with which 

these hearings have been organized.  We support and encourage followup initiatives that provide 

enlightened guidance to courts and affected business communities on critically important issues at the 

intersection between the intellectual property and antitrust law regimes. 
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 The FTC’s “Notice of Public Hearing,” Chairman Muris’ speech, and the various 
topics that have been discussed at these hearings raise a number of issues that are 
particularly significant to the semiconductor industry. 

 
 

INCREASED PATENTING 
 
The last ten years or more have seen a large increase in the number of patents issued 
annually in the United States, as is evident from the statistics released by the USPTO. 
This trend includes the semiconductor industry. How does one account for this increase? 
 
Causes 
 
Many people believe intuitively that there must be a close connection between the rate of 
R&D spending and the rate of patenting. During the last ten years, in the semiconductor 
industry, and most certainly in other industries as well, there has indeed been a steady 
increase in the annual rate of R&D spending. At Texas Instruments, for example, annual 
patent filings, over the last ten years or more, generally have tracked R&D spending.  
 
Another factor accounting for the increase in patent filing has been the globalization of 
the world economy. Many companies now file patent applications in several countries for 
the same invention. This has resulted in many foreign companies filing patent 
applications in the United States for inventions made outside the U.S..  In the year 2001, 
for example, more than half of the top twenty-five companies acquiring patents were 
foreign companies. 
 
Yet another factor in increased patenting may be an increase in patent litigation. Many 
companies are now using patents in litigation more than at any time in the recent past. 
This may create a perceived need for more patents. 
 
My impression is that patent litigation among semiconductor companies has been on the 
increase in recent years. A quick study of patent lawsuits filed annually in the United 
States by or against 21 large, mostly U.S., semiconductor companies, found that the total 
number of new patent lawsuits filed by or against the companies in 1996 was nine. In 
each subsequent year the number of new patent lawsuits increased so that by 2001, the 
number  of new patent lawsuits filed in that year had reached 39. 
 



An increase in the rate of cross licensing may be another factor influencing the upward 
trend in patenting. More cross license activity means an increased need for patents to use 
as trading material. I believe that the rate of cross licensing, in the semiconductor 
industry at least, has increased in recent years. Most patent cross licenses are entered into 
without publicity, so it is difficult to know with certainty. But a good guess would be that 
the increase in patent litigation during the period 1996-2001 signals a corresponding 
increase in patent licensing during the same period. The number of licenses entered into 
without litigation may have exceeded the number of lawsuits, since, as experience has 
shown, more patent disputes end up being resolved without litigation than require 
litigation. Such resolution usually takes the form of a cross license. 



"Patent Thickets" 
 
Some have suggested that the large number of issued patents has created "patent thickets" 
around technology areas that must be penetrated in order to compete in those areas. 
 
But the presence of a "patent thicket" in a given area of technology reflects the fact that 
the USPTO has determined that there are numerous different patentable innovations in 
that area. In other words, a "patent thicket" presumably reflects the presence of a 
corresponding "technology thicket." It is not surprising that some technology areas 
involve more innovations than others, and may have "patent thickets" associated with 
them. Integrated circuits are a good example, where a single silicon device may have 
millions of transistors. 
 
"Patent thickets" do not hinder commercialization. They may be evidence of 
commercialization. Companies often file patent applications to protect new products they 
plan to market, so that "patent thickets" in many instances are indicators of areas of 
concentration where many products exist or are planned. 
 
"Patent thickets" are not impenetrable. Newcomers selling products into an area 
surrounded by a "patent thicket" may be too small for patent holders to bother to sue or 
attempt to license, or often they can get licenses from the various owners of the patent 
thicket. After they themselves have become technology contributors and have patents of 
their own, those patents can be used as trading material to obtain necessary patent 
licenses. 
 
"Patent thickets" may encourage others to develop improvements on the patented 
technology and to get patents covering the improvements. The improvement patents may 
then be used as trading material to obtain licenses from the "patent thicket" patent 
owners. 
 
"Patent thickets" also encourage "design-around" which creates alternative technologies 
that accomplish the same result (often better and cheaper). The motivations for design-
around are usually royalty avoidance, so that the newly designed product will by 
definition cost the maker less than the royalties being avoided. This may result in a lower 
cost product for consumers. Experience has shown that the need to design-around can 
result in innovative new ways of approaching an old problem. Without the need to 
design-around, simple inertia and practicalities such as the necessity of qualifying a new 
product with customers can be a barrier to innovation. The new design-around 
technology will eventually have its own patents. 
 
Finally, "patent thickets" are not as dense as they may appear. I have found a good rule of 
thumb to be that for every one hundred patents, only a few will ever prove useful in 
licensing or litigation. That ratio of course is only a generalization and may be highly 
inaccurate in specific cases. But experience has shown that it often gives a good sense of 
the number of patents that may be important when evaluating a large number of patents 
such as in a "patent thicket." 



 
There are probably many reasons for such a low ratio of useful patents. The primary 
reason may be that many patents do not cover actual products. That is, often the patented 
innovation is never used by others. Another reason is that patent claims may be too 
narrow or miss what later turns out to be the important point of an innovation. At the time 
that an innovation is made it is difficult to know whether it will be important enough to 
warrant seeking a patent, and if so, which features of the innovation to claim. 
 

BROAD PATENTS 
 
An important patent is likely to be broader than patents of lesser importance if the reason 
for its importance is that it is a pioneering or basic patent. There should naturally be less 
prior art  relevant to a pioneering or basic innovation than would be the case for an 
innovation of lesser importance, so the scope of the claims of the important patent should 
extend farther. That is a proper reward for someone who undertakes the costly and 
speculative enterprise of developing basic technology. 
 
Broad patents encourage follow-on innovation in industries such as the  semiconductor 
industry. The holders of useful improvement patents have a lot of leverage for obtaining  
licenses under favorable terms from the holder of the broad patent. Without a license 
from the holder of the improvement patent, the holder of the broad patent may be unable 
to use the most effective technology. The parties will often enter into a cross license 
agreement in these situations. 
 
"Patent Flooding" in Japan is an extreme example. "Patent flooding" is a term that was 
coined several years ago to characterize the practice of some Japanese companies which 
would literally file dozens (sometimes hundreds) of patent applications covering every 
conceivable improvement, they could think of at the time, to a basic, broad invention 
covered in a Japanese patent application (discovered through the laid open patent 
application eighteen months after filing). They would then negotiate a license from the 
holder of the basic patent on very favorable terms. 
 
My general impression is that I do not see a lot of unjustifiably broad patents, although  
I do see some. In any event if the USPTO is issuing bad patents, or the CAFC is too 
lenient on patent holders, it should be up to those organizations to address the problems 
directly, rather than to ask the FTC to take a band aid approach. That conclusion would 
also be reached by application of comity between Government agencies.  
 
If I had to pick an area where I think the USPTO could improve the most it would be in 
the area of searching for prior art.  Especially, non-U.S. art.  If one compares the USPTO 
with the European Patent Office and the Japanese Patent Office, both the EPO and JPO 
do a better job of searching the prior art. I don't think that this disparity in searching is a 
new phenomenon in the last five years, however. 



 
The USPTO is underfunded and understaffed, and in the past has not been able to keep 
all the fees it collected. The USPTO also has trouble keeping experienced patent 
examiners due to salary competition with private law firms and industry.  
 
Having said that, the USPTO nonetheless does a pretty good job overall. 
 

PATENTS AND INNOVATION 
         
Strong IP rights encourage improvements and design-around alternative technologies, as 
has been discussed above in the Patent Thickets section. 
 
Widespread follow-on innovation requires widespread dissemination of knowledge about 
the current technology. Patent publications accomplish this to a degree that would not 
happen without the patent system. Without patents, trade secrets would become the 
preferred form of legal protection for many technologies, especially process and 
manufacturing technologies which are not easily discovered or reverse-engineered. 
Absent patent publications (especially English language counterparts filed in the U.S.), 
the technological developments in "closed societies," such as Japan, would be largely 
inaccessible to U.S. scientists and engineers. 
 

REFUSAL TO LICENSE 
 
I don't see a need for a change in the law relating to refusal to license. Along with the 
ability to obtain an injunction, refusal to license is at the heart of the patent system, even 
though, in the semiconductor industry at least, there are relatively few instances of 
refusals to license. Patent licensing is the most common use for patents in the 
semiconductor industry. 

 
PATENT CROSS LICENSING 

 
Patent cross licensing occurs frequently in the semiconductor industry. The form of cross 
licensing which occurs most often in the semiconductor industry is the portfolio cross 
license. A portfolio cross license between two parties is the mutual licensing of 
substantially all their patents worldwide to each other, to make, use and sell certain 
products. The licensed products may include virtually all products or may be restricted to 
certain products. The underlying rationale for portfolio cross licensing is that each of the 
parties to the license has or may have multiple patents in multiple countries covering one 
or more of the products of the other party. A single product may infringe multiple patents 
of the other party in the country of manufacture, in each country into which that product 
is imported or sold and resold through distribution, and finally in the country in which the 
product is incorporated as part of another product or is otherwise used. Each party to a 
cross license may have thousands of patents worldwide. Under such conditions, it is 
impractical to seek or take licenses piecemeal under single patents or in single countries 
only. For a discussion of portfolio cross licensing, see TEXAS INSTRUMENTS, INC. v. 
HYUNDAI ELECTRONICS INDUSTRIES, CO. LTD., et al, 49 F.Supp.2d 893. 



 
Some portfolio cross licenses recognize that each party is filing, and will continue to file 
during the life of the license agreement, a large number of patent applications on a 
worldwide basis. There is a substantial likelihood that a license will be necessary under 
patents which have not yet issued but will issue during the life of the agreement. This 
form of portfolio cross license includes all worldwide patents issued (or, possibly, filed) 
prior to the expiration of the agreement. 
 
Cross licenses are common in settlements of patent disputes, including litigation. Many 
disputes, especially litigation, create a strong desire for patent peace on the part of both 
parties. In litigation settlements and in any case where a company's significant patents are 
to be licensed to another party, it would amount to unilateral disarmament not to require a 
license back from the party to be licensed. The standards setting environment, where 
standards organization members undertake to license all comers on fair and 
nondiscriminatory terms, is also a case where reciprocal licenses back are important, on 
the same theory that the licensor cannot afford to disarm unilaterally. 
 

STANDARDS ORGANIZATIONS 
 
At least one standards organization requires member companies to disclose patents and 
patent applications which are relevant to standards up for adoption.  An obligation, on the 
part of a corporation with thousands of patents, to search and identify patents relevant to 
a particular standard, places a huge burden on the corporation. 
 
It is incredibly time consuming to search through a large number of patents in order to 
identify which patents may be relevant. The claims of every patent searched have to be 
correctly construed. The claims of even a single patent may be difficult to construe,  and 
is a task over which even patent attorneys often disagree. Anyone who has ever been 
involved in a Markman hearing to construe patent claims during litigation is intimately 
familiar with this. Likewise, the same is true for those who have participated in patent 
license negotiations. The problem is compounded by the fact that most people who attend 
standards committee meetings are engineers and not patent lawyers. 
 
Some have suggested that the solution is to over-disclose, that is, when in doubt, disclose 
a patent or application as being relevant. Such a solution would end up providing 
meaningless data -- one might as well list some large percentage of one's whole patent 
portfolio. This is nearly the situation now existing in wireless standards organizations, 
where individual companies often list hundreds of patents and patent applications. 
 
In the case of patent applications, all the previously mentioned difficulties are 
compounded by the fact that until very late in the life of an application, when the 
application is ready to issue, the patent claims are still in a state of flux and are not 
known with certainty. 



 
Some standards organizations have taken the position that a patent should be 
unenforceable against products complying with a standard in any case where the patent or 
application was not disclosed to the standards organization, even in cases where the 
failure to disclose was unintentional. I believe that to render a patent unenforceable 
against products complying with a standard is too harsh a penalty for unintentionally 
failing to cite it as relevant. I think that the best solution is to require members to license 
their patents on fair and nondiscriminatory terms for a reasonable royalty, provided that 
the potential licensee is willing to reciprocate with a similar license back.  
 
If a given standards organization and its members agree that it is best for their specific 
organization to impose a duty to disclose patents or applications, it should be limited to 
the personal knowledge of the members attending the committee meeting, and the 
knowledge of others in the corporation should not be imputed to the attendees. If there is 
a duty by the corporation to search for "relevant" patents and applications, then 
"relevance" should be defined to include only those patents and applications primarily 
directed to the subject matter of the proposed standard. Unintentional failure to disclose 
should be curable by subsequent disclosure by the patent owner upon discovery of the 
failure. Discovery of the failure may be made by the patent owner, or may occur through 
notice from a third party (including members of the standards organization). 
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P R O C E E D I N G S1

-     -     -     -     -2

MR. KOVACIC:  Good morning.  My name is Bill3

Kovacic, and I'm the General Counsel of the Federal Trade4

Commission.  On behalf of the Department of Justice5

Antitrust Division and the FTC, I want to welcome you to6

the resumption of our hearings on Competition and7

Intellectual Property Law and Policy in the Knowledge-8

Based Economy.9

We resume after an absolutely wonderful week in10

February, when at the University of California at11

Berkeley, we had the benefit of extraordinarily12

insightful presentations by the academic community in the13

Bay area, and extremely important to us, from the14

business community that lives day in and day out with15

these issues.  I want to repeat the thanks that we gave16

there to our hosts at the University of California at17

Berkeley for putting on such a wonderful setting for us18

to hold our hearings. 19

I have to emphasize to you, and I can't do it20

strongly enough, just how valuable it is to have all of21

our speakers here today.  And I can't quite capture for22

you how grateful we are that in the spirit of the23

hearings today, they've thrown themselves into preparing24

so assiduously to give us the benefit of their thoughts. 25
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We simply could not do what we hope to do without your1

extraordinarily generous contributions.  We know you have2

many pressing demands on your schedule, and we are most3

grateful to you for carving out a half day or so to help4

us with this important project.5

I simply underscore to you also that we are6

learning a great deal in this process.  This is7

absolutely vital to the ability of our colleagues at the8

Department of Justice, to the Federal Trade Commission,9

and indeed to our colleagues at the Patent and Trademark10

Office, who have been joining us in working on a number11

of the sessions to date to increase our knowledge base so12

that we meet the challenges identified in this project. 13

I want to finish this morning by simply singling14

out one individual who has been extraordinarily important15

to this project at the FTC, and that's our moderator16

today, Hillary Greene.  In recognition of her diligent17

and most effective efforts to help organize these18

programs, we've made Hillary the Project Director for19

Intellectual Property within the Office of Policy Studies20

in the General Counsel's Office.  And one of the great21

challenges that we and our colleagues at the Antitrust22

Division face is acquiring and accumulating the human23

capital that we need to work effectively in these areas. 24

In working with Hillary for the past nine25
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months, and working indeed with the whole project team1

from the division and the Commission on this project, I2

can assure you that we are in very good hands.3

So let me welcome you again, and to turn you4

over the Hillary.  Thank you. 5

(Applause.) 6

-    -    -    -    -7
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MS. GREENE:  Thank you much, Bill Kovacic. 1

First of all, I'm delighted to be here.  The one caveat2

I'll put on what Bill said was these folks would be lucky3

if they were able to surrender just a half day to the FTC4

and get away for free.  You know, lots of them have5

already come in and spoken with us.  I've spoken to lots6

of them on the phone.  They have sent in various7

publications that they have written.  8

And so the process is really ongoing.  The9

dialogue is really ongoing.  And this is just hopefully10

going to give you a very useful glimpse into what it is11

that we have access to in terms of all of these12

extraordinary people willing to share their insights with13

us.14

With regard to the panel at hand, all of you who15

followed the hearings to date know that we typically16

organize each one of our sessions around a number of17

features.  Sometimes it's along industry; sometimes it's18

along the type of legal issue.  And then after we19

organize it in that manner, we try to have as many20

diverse perspectives on whatever the category may be.21

Well, today's panel is Diverse Perspectives in22

Patenting, which, based on the format I just gave you,23

means that today's panel is Diverse Perspectives on24

Diverse Perspectives.  So virtually everything is25
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invariably going to come up.1

And before I turn to getting into some of the2

specifics that we discussed, I realize that despite3

Bill's generous introduction of me, I failed to introduce4

the people who have really made this possible.5

First of all, to my left, we have Ed Polk, who6

is the Associate Solicitor at the U.S. Patent and7

Trademark Office.  And this is, I think, the second time8

Ed has joined us on a panel, and we're grateful to have9

you here.  And I'm really looking forward to your10

questions, because I'm sure lots will come up that you'll11

want to question.12

And then to my right, we have Bill Cohen, who's13

the Assistant General Counsel for Policy Studies.  And14

then to his right, we have Frances Marshall, who's15

leading the charge from the Department of Justice.  She's16

in the Office of Legal Policy. 17

And so we are all collectively delighted to have18

you here.19

Getting back to that nasty little question of20

what exactly is the panel about in terms of specific21

topic.  The conversations that I've had with all of the22

people here, as well as the conversations we've had more23

broadly, may start at one spot and end at different24

spots.  But invariably, they encompass three elements. 25
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And it's upon those three elements I've asked1

our panelists to focus, the first of which is looking2

really at the granting of patents:  the application3

process, the quality of the patents granted, those types4

of issues.  5

The second is once a patent has been granted,6

what can you tell us about how it's used or abused within7

the economy?8

And thirdly, we all wanted to step back and look9

institutionally at the system.  And it's a very complex10

cast of characters.  We have multiple agencies, we have11

lots of goals, et cetera.  And we have the legislature,12

the executive independent agencies, and the judiciary,13

obviously.  And with that complex cast of characters,14

throw that into the mix, and then what does that tell us15

as an antitrust agency as to what we should be doing?16

From this, we hope to better understand the role17

that the competition agencies can play, either in terms18

of policy or in terms of actual enforcement.  And though19

the opinions of the panelists today differ, one thing20

does not, and that's their extraordinary caliber and21

their dedication to the issue.22

And so I'm going to read through just briefly23

the bios for our panelists.  Longer versions are in the24

materials that were handed out.  And this really doesn't25



10

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

do justice to them, but we've got to leave some time to1

talk about the issue.2

Let's start with Lynn Alstadt, who's a3

shareholder in Buchanan Ingersoll and an Adjunct4

Professor of patent law at Duquesne University and the5

University of Pittsburgh Law School.  He brings a wealth6

of experience litigating IP issues both before judicial7

and administrative forums and to the table today.  He is8

currently Vice President of the Pittsburgh Intellectual9

Property Law Association. 10

Then we have Ross Armbrecht, who's the President11

of the Industrial Research Institute in Washington, D.C.,12

which is an association of over 250 industrial companies13

with the common interest in the management of R&D14

technology and innovation.  Its members conduct over 7015

percent of the industrial R&D in the U.S.  And Ross holds16

a Ph.D. from MIT in chemistry.  Prior to joining IRI, he17

held various technical and management positions18

throughout industry. 19

And then to my right, we have Makan Delrahim,20

who is Republican Chief Counsel and Staff Director for21

the Senate Judiciary Committee.  Before joining the22

committee, Mr. Delrahim was a registered patent attorney23

who practiced IP and international trade public policy24

matters at Patton Boggs in D.C.  And prior to joining25
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Patton Boggs, he played key roles in intellectual1

property policy at the National Institutes of Health and2

the Office of the U.S. Trade Representative. 3

And to my left, we have Joanne Hayes-Rines, who4

is the President and Board Chair of the United Inventors5

Association.  She's also a board member and Vice6

President of the Academy of Applied Science, which is a7

national non-profit organization promoting invention and8

scientific excellence through educational programs for9

students.  She has spoken widely on issues involving the10

role of the independent inventor, and is publisher and11

editor of Inventors' Digest.12

And on the right corner, we have Brian Kahin,13

who is the Director of the Center for Information Policy14

at the University of Maryland.  He is also a visiting15

professor there, with appointments in the Schools of16

Public Affairs and Business.  Mr. Kahin has served as a17

Senior Policy Analyst in the White House Office of18

Science and Technology Policy, and has played important19

roles, IP policy-making roles, in a variety of20

governmental and private posts.21

And we have to the left James Love, who is the22

Director of the Consumer Project on Technology, a small23

non-profit, non-governmental organization in Washington24

that focuses on consumer protection in new technologies.25
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Mr. Love has been an invited expert on intellectual1

property and economist issues in forums organized by the2

World Trade Organization, the World Intellectual Property3

Organization, and other global organizations.  He has4

advised several national governments and NGOs on national5

policies on intellectual property. 6

And then we have Ron Myrick, who is the Chief7

Intellectual Property Counsel for General Electric, and8

was formerly a principal of the law firm Fish and9

Richardson.  He is active in many industry and bar10

associations, including he is currently the President-11

Elect of the American Intellectual Property Law12

Association, and the immediate past President of the13

Intellectual Property Owners Association and Chair of its14

Amicus Committee. 15

And last but not least, we have Cecil Quillen,16

who is a Senior Advisor with Cornerstone Research, an17

economic consulting firm.  Cecil held a number of posts18

prior to joining Cornerstone Research, many of which were19

at Kodak.  While at Kodak, he was the Patent Section20

Manager, the Licensing Manager, the Director of Patent21

Litigation, the Director of Antitrust Litigation.  And22

I'm assuming because you ran out of things to do, they23

made you General Counsel.  He has spoken and written24

widely on innovation and the U.S. patent system, and has25
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testified at the Patent and Trademark Office Public1

Hearing concerning the non-obviousness standard, and has2

served as a guest lecturer on patent strategies at the3

Wharton School of Business. 4

Okay.  We have lots of folks, lots of5

information.  Why don't we start in with some6

presentations.  What I would like to do is have three of7

the presentations proceed.  We'll have Ron, and then8

Cecil, and then Lynn.  And then we'll take probably about9

a half an hour to have discussion, where everybody will10

be joining in and discussing whatever issues they want,11

and then we'll have a short break.  And then we'll return12

and take up the rest of the presentations, and still more13

discussion.  Thank you.14

-    -    -    -    -15
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MR. MYRICK:  Thank you very much.  Good morning. 1

As you've been told, I'm Ron Myrick, and I'm very pleased2

to be here to offer my own perspective on what was3

characterized as the real world experience with patents. 4

I'll dispense with any remarks about my background, as5

you have heard my resume from Hillary, and it's also6

included in your materials. 7

I am appearing, though, today before you in my8

personal capacity to provide whatever insights I can9

based upon my experience in intellectual property over10

the last 30-some-odd years.11

Let me begin by commending you for seeking the12

views of the business community and the IP and Antitrust13

Bars on the issues to be addressed in these hearings. 14

Hopefully, we can provide some useful real world15

experience for your consideration. 16

I start with the basic proposition that I see no17

fundamental crisis in substantive patent law, or in the18

interface between IP law and antitrust law in this19

country.  In my view, the relationship between the IP20

laws and the antitrust laws is not out of balance, and21

should not be modified through changes in antitrust law22

enforcement.  Rather, to the extent the changes to the IP23

system may be warranted -- and I have some suggestions in24

that regard -- those changes should be accomplished25
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through legislative modification of our IP laws and1

improvements in the administration of those laws.2

Systemic substantive IP changes should be made,3

in my view, by Congress, not by using the instrument4

sometimes referred to as the blunt instrument of the 5

antitrust law enforcement.  I would not characterize it6

so just now.7

Before stating my own recommendation for changes8

to the IP system, I would like to briefly address several9

areas that have been identified by others as causes for10

concern.  In my view, these concerns may be somewhat11

overstated and do not justify using antitrust law12

enforcement to fix perceived inadequacies in our system13

of IP laws.14

Concern has been expressed about the quantity15

and quality of patents issued by the U.S. Patent and16

Trademark Office, the agency responsible for reviewing17

and processing patent applications filed in this country. 18

There is no question that the PTO could use and should19

have additional resources to assist it in speedily and20

effectively carrying out its mandate to insure that21

newly-issued patents satisfy the statutory requirements22

of novelty, utility, and non-obviousness.  23

In fact, I see a looming crisis in the ability24

of the PTO to administer the patent laws in a timely and25
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effective manner.  The crisis is caused primarily by1

Congress's persistent efforts to withhold a substantial2

portion of Patent Office fees from the Patent Office3

budget.4

 The PTO is entirely supportive of the fees paid5

by patent and trademark applicants that receive those6

taxpayer funds.  Without proper funding, however, the7

PTO's ability to process patent applications and to issue8

valid and enforceable patents on a timely basis, or to9

deny them timely, has been and continues to be10

threatened.  I urge the FTC and the Antitrust Division to11

add their voices and their unique perspectives to the12

ongoing battle for proper PTO funding.13

The priorities of the PTO should be -- and I14

have to congratulate the PTO on saying they are --15

quality, pendency reduction, and digitization and16

modernization of their processes.  That's laudable.  They17

have their priorities in the right place.18

In my view, the increase in the number of issued19

patents in recent years is attributable to three factors,20

none of which is a cause for great concern.  The first21

factor is the increasing importance to businesses,22

investors, and even now, securities regulators of patent23

protection.  Patents play a critical role in the24

competitive environment for new technologies. 25
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The second factor is the increased uniformity1

and certainty of patent law that has resulted from the2

establishment of the Federal Circuit.  It is true that3

the CAFC has upheld the validity of a higher percentage4

of patents than many of the circuits did in the past,5

some of which seem to adopt the view that all patents6

were invalid.7

But while the CAFC has brought balance and8

improved jurisprudence to important areas of patent law,9

such as obviousness, it would be a serious mistake to10

view the Court as a captive to patent holders.  Indeed,11

the Federal Circuit's recent decision in Festo, which12

significantly narrowed the doctrine of equivalents13

affecting patents both old and new, and which is now14

under review by the Supreme Court, shows otherwise, as do15

the many rulings of non-infringement rendered by the16

Court.  17

The Court has helped the patent system,18

generally speaking, by improving predictability.  It has19

done so by sometimes enhancing the validity of patent20

determinations, while some view at the same time, it has21

substantially constrained the scope of patent protection. 22

One cannot avoid but to see both sides of that equation.23

What this Federal Circuit, then, has done is24

bring some certainty and clarity to patent law,25
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generally.  And that has been a benefit to our IP system,1

not a detriment.2

A third factor fueling the growth of patents is3

the stakes, of patent litigation.  The value of patents4

is often realized through royalty-bearing licenses, but5

on rare occasions, a patent dispute actually gets to6

trial.  Actually, in my written remarks, you'll see the7

number of trials last year was 52 in this entire country. 8

At least that's the data I have.  That's a small number9

of trials.10

The very size of the stakes in patent11

litigation, both with respect to what patent owners may12

stand to gain and what accused infringers may stand to13

lose, had put a premium on effective patent protection14

for inventions.15

I do not think that any of these reasons for the16

increasing number of patents should cause great concern. 17

We must consider that patents do not only provide18

encouragement above and protection for innovations by19

granting exclusionary rights; they primarily are intended20

to insure public disclosure of inventions.  The21

alternative to more patents is more reliance on trade22

secret protection.  23

Patenting thus serves the public interest by24

encouraging still more innovation, which in turn must be25
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publicly disclosed to be entitled to patent protection. 1

This is a cycle to be welcomed, not feared.2

Moreover, while I believe the USPTO can do a3

better job regarding the quality of its work, I have not4

seen sufficient evidence to suggest that the overall5

quality of patents issued by the office is poor.  Some6

are; most are not.  What the press picks up is always7

those that aren't.8

The application of modern sixth-sigma quality9

methodology to PTO processes could afford a significant10

improvement in quality and reliability of the examination11

and issuance process.  That effort should be funded,12

along with the modernization of today's paper-based13

patent application processing techniques.14

The business community, antitrust enforcers, and15

members of the IP and Antitrust Bars must share a common16

interest in a properly-funded PTO, one that can17

expeditiously and rigorously review and process the large18

number of patent applications.  A PTO with the resources19

it requires will simultaneously serve the interest of20

those concerned with strong patent protection, and those21

concerned with encouraging competition and innovation.22

Before I leave the subject of the proliferation23

of issued patents, let me briefly address the concern24

that some have raised about "patent thickets."  This is a25
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term that is sometimes used to refer to a large number of1

blocking patents in a particular industry.  While it may2

indeed be difficult to navigate around a multitude of3

patents, it seems to me that the benefits of having to go4

to the effort to innovate in this context are often5

overlooked.6

Blocking patents force innovation.  Absent7

blocking patents, it would be easy to compete using8

existing technology.  In a short run, such increased9

competition may lead to lower prices and more10

competitors.  But in the long run, technological progress11

is encouraged by blocking patents. 12

And all of society is the better for it.  Even13

an industry such as the computer industry, where blocking14

patents are alleged to have hampered competition, the15

staggering rate of innovation and new product development16

is powerful empirical evidence that the patent system17

works without untoward effects from a patent thicket.18

I believe that some of those who have expressed19

concern about a patent thicket and about so-called paper20

patents -- that is, patents covering inventions that the21

patentee does not himself manufacture -- are trying to22

re-balance the system of incentives created by our patent23

system to value the patents of some inventors more than24

the patents of others, particularly more than small or25
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academic inventors.  This is not the proper role of the1

antitrust laws, particularly because these small2

inventors can rarely be considered to have the market3

power that is the proper concern of the antitrust laws.4

To the extent that patent thickets do present a5

problem, there are legislative solutions, including, one,6

expansion of the prior user right to all patents, not7

just patents on methods for doing business, and8

elimination of the one-year prior use limitation9

applicable to such a right.  10

Two, elimination of the right to opt out of the11

requirement that patent applications be published at 1812

months, and the requirement that patent applications be13

processed either by granting or denying the patent within14

18 months, or some other suitable period deemed15

reasonable by Congress.16

Three, adoption of a first-to-file patent17

system, admittedly controversial, but as an adjustment to18

the patent thicket problem, a possibility, which would19

increase incentives for inventors to file patent20

applications promptly.21

Let me turn to some recommendations that I22

believe would promote certainty in the IP laws and23

balance between the goals of the IP and antitrust24

systems.  Certainty and clarity of the rules that govern25
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IP protection and antitrust enforcement are critical to1

the continued investment and innovation that the patent2

system rewards and that ultimately benefits us all.3

First, lingering uncertainty remains in the case4

law concerning whether patents confer market power.  As5

the IP guidelines recognize, such a presumption of market6

power simply makes no sense.  There may be hundreds of7

patents for mousetraps, each claiming an improvement over8

its predecessors.  But I dare say that none of them9

confers market power on its own.10

In order to remove uncertainty in this area of11

the law once and for all, I would urge the FTC and the12

DOJ to support efforts in Congress to make clear that13

ownership of patents should not create a presumption of14

market power.  15

Secondly, intellectual property owners need16

certainty in a related area:  clarification of the right17

to unilaterally refuse to license lawfully-acquired18

intellectual property, or license it under certain19

limited terms.20

The essence of a patent is constitutionally21

based and is the right to exclude others, which the22

patent laws in the Supreme Court have long recognized. 23

It is not the grant of a mere right to remuneration for24

the use of the claimed invention.  In this context, the25
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disagreement between the Ninth Circuit, as expressed in1

the Kodak case in the Federal Circuit, as expressed in2

the Xerox case, is concerning the possibility that a3

refusal to license may constitute misuse, or an antitrust4

violation fosters uncertainty among IP owners as to the5

proper boundaries of their rights. 6

It would thus be helpful for the unfortunate7

agencies to make clear that Section 271(d) of 35 USC,8

which provides that a refusal to license is not misuse or9

unlawful extension of the patent, and applies to both10

antitrust and misuse claims, and for Congress to make it11

explicit that a mere refusal to license a patent cannot12

violate the antitrust law, just as it cannot give rise to13

a claim of patent misuse.14

In closing, I wish to emphasize again that15

fundamental changes in the relationship between the IP16

and antitrust laws are not warranted by what I see17

happening in the real world.  The patent system continues18

to fuel innovation and technological advancement, and19

antitrust enforcements should not be used as a blunt20

instrument to effectuate changes in the IP systems where21

improvements are needed.  Instead, appropriate changes in22

IP laws should be made directly by Congress, and the23

proper administration of the patent system by the PTO24

should be supported by proper funding.25
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Thank you for your attention and the opportunity1

to present my views.  And I am submitting more complete2

written materials.  Thank you. 3

-    -    -    -    -4
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MR. QUILLEN:  I'm going to very quickly go1

through what I have.  I have more complete remarks that2

are being submitted for the record.  3

I want to draw attention to two changes that4

have been brought about by the Federal Circuit and their5

effect on innovation in this country.  I think it's well-6

known that the commonly-quoted statistic is that prior to7

advent of the Federal Circuit, something on the order of8

two-thirds of litigated patents were legal and valid. 9

Following the advent of the Federal Circuit, the10

statistic reversed itself, and only about one-third of11

litigating patents were ruled invalid, two-thirds were12

ruled valid.  The consequence of this change lowered the13

standards that are brought about by the Federal Circuit14

as higher costs for innovators.  15

A standard policy for innovators is -- the16

standard practice or policy for innovators in order to17

preempt or block others from getting patents that would18

in turn preclude them from commercializing their19

innovations has been to file patent applications on those20

inventions that one might use commercially.  And that's21

the block here.  Wes Cohen, who presented earlier, and22

his colleagues in their study ascertained that blocking23

or filing to preempt was the second most common reason24

given for seeking patents. 25
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When you take into account what the Federal1

Circuit is doing, and the lowered standards, all of a2

sudden, you discover that you've got to file a whole lot3

more patent applications in order to carry out the4

preemption strategy, which, as I indicated, is5

essentially a universal strategy followed by innovators. 6

Your costs have gone up, and it's that simple.7

The effect can be seen -- it's quite dramatic in8

terms of the growth in application filings.  You can see9

it starts in 1983.  1983 is the first full view -- these10

are Patent Office fiscal years that begin in October of11

'82, which is when the Federal Circuit began working. 12

And it's perfectly obvious that innovators, in order to13

file and preempt others from getting patents, they've had14

to increase their filings from maybe a hundred thousand15

in 1983 to nearly 300,000 in the year 2000, which is the16

last year for which I have statistics. 17

The study that Brian Hall and Rosemarie Ziedonis18

have done in the semiconductor industry determined that19

there was a doubling of the number of patents in that20

industry between 1982 and 1992, although I think each --21

Rosemarie will be here tomorrow, and she can answer her22

own questions.  But I think their finding, essentially,23

was that the filing was not motivated by any increase in24

innovation or invention, that this was simply necessary25
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in order to protect oneself and be in a position to do1

the licensing transactions that were required in the2

semiconductor industry.3

The effect, of course, of filing more patent4

applications is that there are more patents.  And the5

chart, again, goes from '73 to the year 2000, and you can6

see that the allowances and grants begin going up in the7

'83/'84 time period, and it increased from about 60,0008

to on the order of 170,000.  Innovators, of course, must9

work their way through what Mr. Myrick characterized as 10

-- or what others have characterized as patents.  I11

gather Mr. Myrick would not accept that characterization. 12

The effect of all of this has been to increase cost that13

innovators must bear in order to commercialize and bring14

their new products to marketplace.  15

There is a further change that's been brought16

about by the Federal Circuit, which is increased17

uncertainty or unpredictability about the outcome of18

patent litigation.  And there is a difference between the19

"A point" for the validity rate and the ability to20

predict the outcome of litigation in advance to give21

advice as to whether a patent presents a problem or not.22

The Federal Circuit specifically has mandated23

consideration of the so-called secondary factors, and24

they've told us that the way you consider these is to25



28

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

consider the evidence collectively.  I'm not quite sure1

how you consider the evidence collectively, but the2

effect, of course, has been to increase the cost of3

patent litigation, and to make extremely difficult the4

giving of advice.5

The increased uncertainty was well-illustrated6

in our Polaroid litigation.  The litigation started with7

12 patents.  Ten were tried.  We lost on 7 of the 12. 8

That's a 4/17 batting average.  The Court was called on9

to critique our patent clearance process, and ruled that10

our patent clearance process could be a model for what11

the law requires.12

Mr. Myrick mentioned sixth-sigma technology, and13

I can assure you that a 4/17 batting average for a model14

process doesn't qualify for sixth-sigma technology. 15

One of the effects of the uncertainty is16

increased cost of capital for innovation investments. 17

And this also was illustrated in the Polaroid case.  The18

judgment was announced against us at $909 million, which19

is a hunk of money.  It was reduced later to $87320

million, which is still a substantial amount of money. 21

The interesting thing, though, is eliminating22

the uncertainty as to what the judgment was going to be23

resulted in an increase in the equity market value of the24

Kodak Company of $921 million on the day following25
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announcement of the $909 million judgment.  And that1

increase, of course, means the cost of capital for the2

Kodak Company suddenly went down.  And it's probably3

close to a hundred basis points that it went down. 4

So the effects of the uncertainty on the cost5

per capital for innovation investments is real.  I'm6

hoping some of my economist friends will get excited and7

actually try to quantify what it might be.8

There are a number of other features of our9

patent law that introduce unnecessary uncertainty.  The10

materials that I had provided to the Commission are11

available on the web site.  And you can see, with one12

possible exception, which I hope we'll soon remedy -- you13

will be able to see the areas that I had looked at and14

dealt with, and the suggestions I had for change.15

I want to talk about another issue that has to16

do again with strength of the patent system, and that has17

to do with the Patent Office itself.  We have in this18

country a unique ability to file continuing applications19

in which you file a brand new application that qualifies20

for the benefit of the filing date of an earlier21

application and go your merry way.22

This is a little bit of a stylized chart that23

illustrates what you can do.  But you can file an24

original application.  There are refiled applications. 25
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The total number of applications is there.  It goes1

through examination.  Maybe you get it allowed and file a2

divisional, which is permitted by the statute, or a3

continuation in part.  Maybe you're unhappy with the4

outcome of the examination.  You refile, abandon, away5

you go.6

I worked on a case two or three years ago where7

the patent was granted on the sixth filing.  It was an8

original filing and five successive refilings.  Mark9

Lindley and John Allison, in one of their papers, report10

having looked at a patent that was granted on the ninth11

filing.12

The point of this is that the Patent Office, in13

reporting its statistics in their annual reports, does14

not mention the existence of continuing applications, and15

so it is not possible from the annual report statistics16

to, in fact, determine the performance of the Patent17

Office. 18

I was fortunate a couple of years ago in getting19

data from the Patent Office as to filings of continuing20

applications for their 1993 through 1998 fiscal years. 21

And Slim Wexter, who was Chief Patent Counsel at Kodak at22

the time -- I was the company's General Counsel -- and I23

worked our way through the numbers, determined two24

performance measures for the Patent Office, one of which25
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is the grant rate, which is published on the trilateral1

web site.  And it's simply applications allowed by2

application disposals.  The other we determined was3

allowance percentage, which is applications allowed4

divided by applications filed.5

But with the data we got, we were able to6

correct for continuing applications, those that were7

refiled going around again.  And the results that we got8

-- which this is a published study that was published in9

the Federal Circuit Bar Journal this fall, their August10

2001 issue.  And as you can see, if you base it simply on11

the grant rates, which are the published figures, you12

assume that all of the refiled cases were starting over13

again.  That rate was 97 percent.  And you work your way14

down to this other series of assumptions:  European15

Patent Office, 67 percent; Japanese Patent Office, 6416

percent.17

So it's quite obvious the ultimate examination18

in the U.S. Patent Office is less rigorous than in the19

other patent offices.  Same results when you calculate20

allowance percentages, which is, again, applications21

allowed divided by the number of original applications,22

and depending on how you define it.23

The most interesting thing, there's a study of24

the German Patent Office that was done by Mike Shara and25
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some folks actually for another purpose.  But they looked1

at the 1977 Cohort and Jelen patent applications, and2

41.7 percent were granted, which suggested Germany3

deserves the reputation for rigor that it has within the4

patent trade.5

More recently, and that being this fall, we were6

able to take again from the Patent Office information7

going back to 1980, hopefully for the purpose of seeing8

what effect there might be.  And this is a plot that9

shows the growth in continuing applications since 1980,10

going from about 15 percent of the total filings up to11

27, 28 percent in the year 2000.  The bottom line is the12

number of provisional cases that were filed.  The spike13

in 1995 is obviously people who were interested in14

getting in ahead of the 20-year term so that the patents15

that were granted on those applications would get the 17-16

year term.17

The U.S. grant rates over time are shown on this18

chart.  The uncorrected grant rate -- that is to say,19

calculated just on the numbers that are published in the20

annual report -- bounces along between 60 and 70 percent. 21

That's the bottom line.  If you correct for continuations22

and CIPs, you've got the intermediate line with the23

triangle showing that it goes from about 78 percent up to24

98 percent in the year 2000.  The top line is an25
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assumption that is contrary to fact that all continuing1

applications represent new cases.  That's not true. 2

There are divisional cases that really should qualify as3

divisional applications. 4

MS. GREENE:  This is clearly a very important5

and complex topic.  But I just want to flag that I know,6

in particular, Bill wants to ask a scholarly question --7

MR. QUILLEN:  Yes.  Bill has warned me already.8

MS. GREENE:  -- on continuing applications.  So9

I'm going to ask you to -- if you could go quickly10

through your remaining --11

MR. QUILLEN:  I've got two more to do.12

MS. GREENE:  Fantastic.13

MR. QUILLEN:  This is just a -- the bottom14

cluster is what is reported on the trilateral web site15

for the U.S. Patent Office, Japanese Patent Office,16

European Patent Office.  Outlined is the U.S. Patent17

Office corrected for continuations in the CIPs, showing18

again it's considerably less rigorous.19

This chart is allowance percentages.  Again, the20

bottom line is uncorrected allowance percentages.  The21

assumptions are a two-year lag.  They allow for22

prosecution.  The line with the square block is corrected23

to all original applications, again on a two-year basis.24

And the line with the triangles is sort of a three-year25
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rolling average to recognize the fact that a two-year1

pendency period is really an approximation, and if you2

look at the time frame.3

So there are a number of implications in this4

that are discussed in the paper, and the paper is5

available on the web site.6

MS. GREENE:  Thank you very, very much.  And now7

we're going to turn to Lynn, who has props.  8

MR. ALSTADT:  Good morning.  I appreciate the9

opportunity to participate in these hearings.  Throughout10

our nation's history, there has been a tension between11

the patent laws and the antitrust laws.  The patent laws12

grant inventors of a patentable invention the right to13

exclude others from making, using, and selling and14

importing his or her invention for a limited period of15

time in exchange for disclosing that invention to the16

public.17

Some have called this exclusive right of18

monopoly.  The antitrust laws, of course, were enacted to19

prevent illegal monopolies and promote competition.20

There's been a continuing debate over whether21

the patent laws are stifling competition.  Those who22

argue in the affirmative went to Microsoft and others who23

have patents on widely popular technology and then they24

urged a tightening of the antitrust laws limit or avoid25
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what they see as the evils of the patent system. 1

I disagree with that point of view.  The patent2

laws encourage competition in many ways and provide the3

proper incentive for the development of new products. 4

I come here today to offer some real world5

examples, and I also come to encourage that no6

significant changes be made in the antitrust laws7

relative to patents or in the intellectual property8

antitrust guidelines, particularly as they relate to9

licensing.10

I'm a registered patent attorney who practices11

in a large general practice firm.  We have a diverse12

client base ranging from individual inventors to large13

institutional or multi-national corporations.  I'm also14

an adjunct professor at the University of Pittsburgh and15

Duquesne Law School, where I teach a patent practice16

course.  Each year, I teach several continuing legal17

education courses, and have done these things for over 2018

years.19

I usually begin my courses with an explanation20

of the reasons that our forefathers created the patent21

system, because I think it's helpful to have that22

background as we look at the patent system. 23

We all probably know that the system was rooted24

in Article 1 of the Constitution, where it says that25
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Congress shall make laws to promote the progress of1

science and the useful arts.2

There had been a system in feudal Europe under3

which the prince or king or lord of the land would grant4

favors to certain subjects who had rendered a worthy5

service to the ruler.  The reward was a grant from the6

king of the right to be the only person in the kingdom or7

the country who could engage in a particular business,8

such as barrel-making or wagon-making.  This right was9

granted in a letter from the ruler to the subject called10

the letters patent. 11

When our country was founded, our forefathers12

were aware of that system.  Yet at the time our patent13

system was created, they were coping with the problem of14

devising a way to promote the useful arts or encourage15

invention, and to provide an incentive for an inventor to16

disclose his or her invention.17

They concluded that giving an inventor an18

exclusive for his invention for a limited period of time19

would encourage invention.  However, they also concluded20

that to qualify for this exclusive, the invention must be21

new and useful, and the differences between the invention22

and what was known before must not have been obvious to23

one skilled in the art at the time the invention was24

made.25
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Furthermore, the inventor must fully disclose1

his or her invention in a published written document2

called a patent.  The hope was that the disclosure of the3

invention and the limited exclusive would encourage4

others to learn from that disclosure and improve upon it,5

and then we would have a system of disclosure, invention,6

disclosure, invention, improvement.  And this continuing7

process would enable our society to advance, and I think8

that's precisely what has happened. 9

We should recognize that there's one very10

important difference between the letters patent issued by11

the feudal king and our patent system today.  The king's12

letters took from the public what otherwise weren't13

patent available to them.  Whereas the United States14

patent gives to the public something that is new and not15

previously known to the public.16

Let me give you some real world examples of how17

the patent system has encouraged the invention and18

created jobs for Americans.  19

One of my clients is a small company in20

Portersville, Pennsylvania, which is a small town north21

of Pittsburgh.  The company makes suction cups, which are22

brought here, and clips and hooks like this clip here,23

refrigerator magnet type clips.  Their president has24

created some innovative designs from these molded25
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products.  All or nearly all of our client's competitors1

no longer produce molded products in the United States. 2

They moved their manufacturing to China and the far east. 3

Yet this company continues to make high-quality products4

in Pennsylvania that have been quite successful.5

The reason for that is the company's patents6

have prevented competitors from copying the client's7

innovative designs, and have kept jobs in Pennsylvania. 8

These jobs are not limited to the employees of Adams9

Manufacturing.  They're also jobs that suppliers as well10

as retailers and service providers in the town that have11

as their customers Adams employees.12

I have another client in the toy industry. 13

About 20 years ago, a competitor introduced a miniature14

battery-operated car, of which I have one here.  The15

competitor obtained a patent on that car, and the patent16

related to the position of the battery, which is on this17

portion, and the motor, so that the car was balanced and18

children could play with it.  It would climb over19

obstacles they put in its path without tipping over.20

Our client wanted to sell a similar vehicle, but21

did not want to infringe the patent.  So he had his22

engineer design a miniature toy vehicle, which is this23

little one, that did not infringe the patent.  And, in24

fact, they created a different design with a different25
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battery placement and motor that enabled them to get1

their own patent.2

I can tell you that absent the patent on the3

original car, my client would have had no incentive to4

design the new product, and probably would have just5

copied what had been available to them from the6

competitor.7

I have another client in the metals industry. 8

They're one of the few companies in the United States who9

are doing research to develop new corrosion-resistant and10

high-temperature elements.  The cost to develop these new11

products is significant.  Therefore, the company wants to12

be sure that a competitor will not simply copy a new13

product they have spent years and hundreds of thousands14

of dollars to create.15

Well, they have a concept for a new alloy.  They16

asked me to first determine if it would infringe17

another's patents, and also whether they can get their18

own patent protection for this proposed alloy.  If a19

patent protection is not available, they usually will not20

make the investment to develop the product.  The patent21

system provides to them the incentive to make the22

investment to create new and better products for their23

customers.24

Now, while the patent system has fulfilled the25
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purposes for which it was designed, the effectiveness of1

the patent system depends upon the quality of the patents2

at issue and the speed and effectiveness of the courts in3

enforcing those patents.  Here, there are many problems,4

but I think the solution lies with the Patent Office and5

the courts, not the FTC or the Justice department.6

The lawsuit between Amazon and Barnes and Noble7

that was recently in the news illustrates one of the8

problems.  As you may know, Amazon filed a patent9

application back in September of 1997 for its One-Click10

system for ordering books over the Internet.  The patent11

issued on September 28, 1999, for a method and system for12

placing an order with a customer so the customer can13

complete a purchase using a single action.  Amazon called14

this ordering system their One-Click system. 15

Since the information of the customer was16

already in Amazon's database, the customer could simply17

order the product by moving the cursor with his mouse18

over a display on the screen of the product, then click19

the mouse, and the order was placed.20

Within weeks after the patent issued, Amazon21

sued Barnes and Noble for infringement.  They alleged22

that the express checkout service used by Barnes and23

Noble infringed on its patent.  The trial court agreed24

that Amazon was likely to prove infringement and issued a25
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preliminary injunction as the 1999 Christmas shopping1

season began.  Barnes and Noble then had to change its2

ordering system to require the consumer to make multiple3

actions to place an order from their web site.4

After two Christmas seasons had passed, the5

Court of Appeals for the Federal Circuit vacated the6

preliminary injunction on February 14th, 2001.  The7

Appeals Court decided that Amazon's patent was of8

questionable validity, because the claimed method was9

similar to a CompuServe trend system and an August 199610

web basket ordering system.  The patent examiner who had11

approved Amazon's patent application had not considered12

either of these prior systems for making orders.  13

Amazon and Barnes and Noble announced on March14

6th of this year that they had settled their dispute. 15

The terms of the settlement were not released.  But when16

this suit was filed, it set off a firestorm of complaints17

about what was being granted in terms of patents in this18

field of technology.  There was much criticism of the19

Patent Office for its inability to find the closest20

priority.21

I could give other examples of patents that are22

issued in technology, in particular, computer-related23

technology, that simply were not patentable.  Clearly,24

there are significant costs to competitors who must25
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defend themselves against infringement claims involving1

patents that never should have issued.  However, again, I2

think it's the Patent Office, not the FTC or the3

Department of Justice, that should be addressing the4

problem.  And, in fact, I believe they are addressing the5

problem.  They're making efforts to improve the search6

capabilities of examiners.  They've hired and are7

training examiners who are knowledgeable in these8

technologies. 9

Finally, I would like to comment on the10

antitrust guidelines that are in place concerning11

licensing.  I think the Justice Department did a service12

to all of us in providing some guidelines concerning the13

use and licensing of patents.  When these guidelines were14

introduced, my colleagues and I took time to read them15

and understand them.  We attended continuing education16

programs that presented and discussed the guidelines. 17

Many of us in the profession have advised our18

clients concerning proposed licenses and other business19

arrangements based upon these guidelines.  Consequently,20

there are thousands of licenses, contracts, distribution21

programs, and other practices in place that meet the22

current guidelines.  And indeed, many of them were put in23

place specifically because lawyers had told the business24

people that the proposed practice could be adopted.25
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Therefore, I encourage the Justice Department1

and the FTC not to make significant changes in these2

rules.  Such a change would have widespread implications3

and cause many businesses to incur substantial costs in4

reviewing and perhaps changing existing business5

practices. 6

And I thank you for the opportunity to be here. 7

I'm glad to participate. 8

MS. GREENE:  Thank you very much.  Thank you all9

for your presentations.  And now, since everybody has10

gone over the allotted time that you were given, there11

will be no breathing for the rest of the session, so that12

we can cram in some discussion.  13

I just wanted to flag a few issues that you all14

raised, and then let everybody ask one another questions,15

one of which, I guess, is the starting point of the16

Constitution.  The Constitution clearly provides for the17

possibility of a system, a patent system.  But it18

certainly doesn't provide the specifics or the details. 19

And so in the absence of the endorsement of a specific20

model, lots of very interesting questions, I think, can21

and are being raised about whether or not the system as22

structured is best promoting the end that's endorsed in23

the Constitution.24

You talked about, for example, Lynn, the idea25
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that you have a chain of disclosure, improvement,1

disclosure, and improvement.  And in a minute, I would2

like to throw that open so that other people can comment3

upon whether or not they think that's the dynamic that4

occurs.5

The other issue that clearly was raised was the6

role of the Court of Appeals for the Federal Circuit, and7

the impact that the Court of Appeals has had on both8

things that are more unique to patents in terms of patent9

standards, and whether or not it's impacted the --10

whether it's raised or lowered the bar.  And then also11

more directly questions of what happens when competition12

claims are joined with the patent claims, and then appear13

before the Federal Circuit.14

And then lastly, something that I know that lots15

of folks will touch on, but that Ron has really gotten us16

off to a running start with, is a few of those17

legislative proposals.  Ron has mentioned just a few. 18

And they are very controversial, and I look forward to19

hearing what everybody has to say about them.  And I can20

assure you that they're part of sort of the ongoing21

dialogue, and will be reappearing in other sessions as22

well.23

So with that, let me say that if you have a24

question, just turn your table tent to the side, or if25
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you want to make a comment, and we can take it from1

there.  Anybody want to start?  Ron?2

MR. MYRICK:  This reminds me of WIPO, where you3

do the same thing.  4

First a couple of comments, and I'll not take5

too much time with them.  I know we have limited time.6

Regarding the Constitution, you're quite correct7

that the Constitution does not provide many specifics,8

except it provides one.  It provides for exclusive9

rights.  That's explicit.  So we shouldn't ignore that10

point.11

As far as determining whether or not the system12

really works, I best would judge that from the empirical13

data of the United States economy being the most14

efficient and effective in the world, without question,15

after 200 years of this system, and it's not been harmed. 16

In fact, I think one could say that we've done a pretty17

good job for it.  I think Director Rogan spoke to this in18

his address at the beginning of these sessions.19

As regard the Court of Appeals for the Federal20

Circuit, I would like to direct your attention to the21

most recent edition of the Antitrust Law Journal, which22

is newly out, and its entire journal is directed to the23

Federal Circuit and antitrust.  24

Interestingly, on page 665, there is an article25
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by Janicke, who drops a couple of footnotes, which I1

commend you to read, footnotes 115, 116, and2

interestingly, 117.  In 115 and 116, he differs with Mr.3

Quillen in regard to -- may I call you Cecil?4

MR. QUILLEN:  Sure.5

MR. MYRICK:  Thank you, Cecil.6

MR. QUILLEN:  Everybody else does.7

MR. MYRICK:  He differs with Cecil on the8

numbers.  He cites the following:  "One critic, Professor9

Merges, says the percentage of patents being held valid10

five years after the Court's creation was about 4511

percent."  And that's 115.  And then he cites 116, which12

had varying numbers, somewhat higher, I must add. 13

But most interestingly, the discussion of 117 is14

particularly significant.  It says, "See the web sight15

dah-dah-dah-dah-dah listing the numbers of the Federal16

Circuit patent infringement decisions for the year 200017

favorable to the patent owner or favorable to the accused18

infringer.  Patent owners won only 12 decisions in the19

literal infringement area, while accused infringers won20

47.  On the infringement under the Doctrine of21

Equivalents, patentees won five, while accused infringers22

won 44.  Now, is that a patent-favorable court?  I23

question it."24

As respects other issues, I would say that the25
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Court has demonstrated its objectivity in the extreme1

with the Festo case.  And that's going to be reviewed by2

the Supreme Court.  3

But also on this issue, which I think probably,4

Cecil, really fits something you should speak at the5

upcoming oversight hearings of the PTO and the Congress. 6

Because the issues that you were addressing there really7

fit that oversight hearing regarding the continuing8

application practice.9

But there, the Federal Circuit again has10

answered the question to some degree by addressing11

Lemmelson's laches defense.12

MR. QUILLEN:  May I make a comment?13

MR. MYRICK:  Sure.14

MR. QUILLEN:  The problem with -- I mean, I15

applaud anybody who can find a way to (inaudible) -- Mr.16

Lemmelson.  On the other hand, it created another17

defense, the scope of which nobody knows, which is going18

to add to the complexity of patent litigation for people19

who choose to raise this defense.20

MR. MYRICK:  Well, Cecil, I couldn't agree with21

you more.  And that's why I say I agree with Lynn in that22

I think we should focus ourselves on improving the23

processes in the Patent Office, and avoiding -- and I24

think that goes back to my funding question.  The Patent25
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Office needs to be properly funded to do things in a more1

efficient and perhaps even more thorough manner.  2

But I'm not going to paint with a broad brush on3

the Patent Office.  I think you've raised a number of4

issues I think that should be raised with the Patent5

Office that I agree with.  6

MR. QUILLEN:  One more comment, Ron, that I7

didn't get to this in the presentation.  The number of8

continuing applications was 28.4 percent over this six-9

year time period for which we had.  Which means if you10

abolished them, that is a huge reserve of manpower that11

could be turned to examining original applications.  This12

is a way of dealing with, in some -- the funding issue. 13

MR. MYRICK:  I take your point there.  I would14

add that, though, the Festo case is driving people in the15

opposite direction, because the Festo case is making it16

so difficult for people to understand what they've got17

when they file the application.  And they're resisting18

the -- they're expressing their concerns about having to19

accept amendments during the prosecution process.  They20

resist that, so they file continuations, do not have to21

accept amendments they don't agree with.  And Festo22

forces that kind of action.  So we'll have to wait and23

see how this report handles that.  24

So the point is that this is a complicated25
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issue.  I think for the purposes of these hearings, much1

of what we were discussing really is interesting, but2

they're not antitrust issues.  What goes on in the Patent3

Office should be addressed by the Patent Office and fixed4

in the Patent Office.  Recommendations from this body to5

the Patent Office to fix them would be welcome, I think. 6

MS. GREENE:  Right.  So you're saying that --7

MR. MYRICK:  But they're not something where8

antitrust enforcement should be used to solve that9

problem.  It's a systemic problem.  The problem that10

Cecil raises, to the extent that he's correct, is a11

systemic problem in the grant of patents, not in the12

administration of the antitrust laws.13

MS. GREENE:  One of the panelists that we had in14

California, Professor David Theece from the University of15

California at Berkeley, was talking about how the16

competition agencies have a dual role:  one is the17

antitrust enforcement dimension, which, I think,18

corresponds with what you were referring to as the blunt19

instrument; the other is more of a policy reform world,20

which is participation in a discourse.  So that's why we21

are exploring lots of different issues in terms of22

discussing them and bringing to bear different insights.23

MR. MYRICK:  And I fully support that discourse. 24

That's why we're all here, to help in that discourse. 25
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And I think that piece of it is a very important role1

that the FTC and Justice Department should be definitely2

involved in.3

In fact, as you'll see in my written remarks, I4

even suggest a role, perhaps, that could be in place for5

the FTC and the Justice Department to bring to the6

attention of the PTO in post-grant review proceedings,7

problem patents that they think should be reviewed.  I8

see no reason why that couldn't be something we could9

install.  It's certainly, you know, a Parens Patriae type10

of authority.  The Justice Department and the FTC could11

exercise that kind of a role.  But they should provide12

that -- they should initiate that proceeding in the13

organization with the primary jurisdiction over patents,14

and that's the PTO. 15

MS. GREENE:  I have a completely vested interest16

in this comment.  I also recommend to people the17

Antitrust Law Journal issue you brought to their18

attention.  My disclaimer is that I'm on the board of the19

journal.  But what I would also urge you to do is20

actually to read the articles because there are a number21

of different perspectives on the Federal Circuit.  And22

while Professor Janicke makes some excellent points, they23

are contested and statistics are addressed throughout, as24

well as in multiple other sources.25
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Let me turn now to Ross.1

MR. QUILLEN:  A quick comment.  The best source2

I know for numbers right now is the John Allison/Mark3

Lemley paper, "Empirical Evidence on the Validity of4

Litigated Patents" that was published in the AIPLA Law5

Journal.  And their numbers are different from the round6

numbers that I used.7

MR. MYRICK:  That's the note in 116, I believe. 8

MS. GREENE:  Ross?9

MR. ARMBRECHT:  I'm going to speak as a person10

who has done work in the laboratory and as a person who11

has tried to train people to do work in the laboratory. 12

I know that when we are given a project to try to bring13

something to the marketplace, we have two things we must14

do immediately: first of all, read the literature that is15

published; and secondly, read the patents.  16

There are two reasons for reading the patents. 17

One is, as was mentioned, to make certain you are not18

coming up with an idea that someone has already patented19

and will exclude you from the marketplace.  Because if20

that's the case, and if you, in your reading, believe21

that that patent is likely to be valid, and you, even as22

a scientist, are to estimate that kind of judgment, then23

it is senseless to put the money in the innovation24

process. 25
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The second thing is, you read the patents to try1

to understand the principles behind the individual2

inventions.  Because, an invention talks about a method,3

but sometimes it discloses in a most elegant way the4

principle that that method is operating under.  If you5

can understand the basic principle behind it, you can6

often come up with many, many other ways to meet the7

principle, which is valuable in the marketplace.8

So you use this act of reading the patents as a9

way to stimulate your own creative juices.  In training10

people to do this, you try to teach them the way to use11

patents as a lever to come up with new ideas.12

Yes, the barrier is there, and you're always13

disappointed when your competition has beaten you to the14

punch.  But I have yet to see a truly creative scientist15

that can't find a way to accomplish a market goal in a16

new way, and oftentimes, it's by reading the patent. 17

Recognize, in the lab, you're not trying to create new18

technology for technology's sake.  You're trying to19

create something that is going to have an impact in the20

market.21

And a very good example was the one that Lynn22

gave by looking at something that had value in the23

marketplace, a non-tipping car.  That's not a technology. 24

How you get to the non-tipping car is a technology.  If25
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you can find another way to reach that market, then1

you've made a major advance.2

Carrying this to thickets, I would like to build3

on your sixth-sigma suggestion for the Patent Office. 4

For those of you that maybe you're not familiar with that5

concept, sixth-sigma is a quality methodology, pioneered6

in large part by G.E., but now used quite broadly.7

Just last night, someone said to me, "But that's8

no different than the total quality management thing that9

was going on maybe five or six years ago," and actually10

ten.  My comment to him, because I hadn't thought about11

it, was that the difference between sixth-sigma is that12

it set a totally new set of standards that you had to go13

after.  Total quality management was incremental14

improvement.  Sixth-sigma says, "Get to where you really15

ought to be now, and find an innovative way to do it."16

A patent thicket operates on a man's or woman's17

mind the same way sixth-sigma does.  You look at that18

thicket.  Instead of having the single pattern saying,19

"Okay, I'll figure out that principle," you now have to20

say, "Wait a minute.  I've got this barrier here."  21

But again, I've never found it to be a barrier22

to the thought process that goes on.  And truly creative23

individuals will find other ways to get around that24

thicket.  And, in fact, often, it throws up totally new25
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principles when you see where other people are working. 1

And now on the other side, the person who's2

building the thicket, if you come up with a technology --3

and I'm just talking in the terms of a plane -- the4

technology covers one piece, on a platform like this, of5

value.  It's absolutely imperative that you cover the6

rest of this plane, because someone could come with7

another technology to do the same thing.  So you build8

your thicket when you're on a level surface that you talk9

about, say, a technology spike.10

If you have a technology that is so unique that11

other ways to the marketplace are not going to give you12

the same value, you don't worry about building that13

thicket.  14

So there are reasons for building the thicket. 15

And in every case when you put a patent in as a part of16

that thicket, you are fully disclosing the thinking that17

went behind it, and that will cause someone else to find18

another way to extend that plane.19

So there are advantages to thickets from the20

person that's doing it, and disadvantages, and it has to21

do with the disclosure process.22

I'll make one comment on the circuit.  I did go23

out and poll some of my members as to what they thought,24

and you mentioned that this would be brought up.  And I25
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would have to agree with Ronald that my membership -- and1

probably not having the advantage of your data, Cecil --2

said that it is their feeling, and they are acting as if3

the circuit has brought a lot more stability and4

predictability to the patent process.  And that was5

universal across industries. 6

The last comment, again on the PTO, it is7

believed by the membership that if the PTO was able to8

use the funding that it generates to improve its9

processes to give examiners a chance to continue to10

educate themselves on the leading-edge technology, then11

the concerns that we have about inconsistency sometimes12

in the granting of patents could be greatly alleviated,13

and that possibly the wrong metrics are being used to14

drive performance at the PTO. 15

MS. GREENE:  Brian?16

MR. KAHIN:  Well, I will have a lot to say about17

that last statement, and I agree with it.  Let me say18

that my industry background here is that for 10 years, I19

was General Counsel of the Interactive Multimedia20

Association.  And in that position, I would like to go21

around asking people, "Do you read patents?  Does your22

attorney recommend that you read patents in your field as23

they come out?"  24

And the answer to the last question was, if I25
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asked about in-house counsel, they would say, "The1

attorney says no.  Our counsel says no, don't read them. 2

Willful infringement.  Don't do it."  If you go to an3

out-of-house counsel, the answer will be almost4

invariably, "It depends."  5

And that was my introduction to the basic6

economics of transaction costs in the patent system.  I7

think the questions that you raise are important.  You8

have your own view on that.  There is no empirical data9

that I've been able to find on whether innovators and10

engineers or developers will ever actually read patents. 11

Most of the information that anecdotally was summarized12

in the Digital Dilemma is at least that software13

developers don't read patents.  14

And we have to ask why don't they read patents?  15

Is it the risk of willful infringement?  Is it the low16

quality of the patents?  Is it the opportunity costs? 17

Why not?  You may articulate a case for why they should. 18

That may apply in certain fields.  But clearly, as far as19

I've been able to determine, they don't read patents in20

software. 21

And this is not really the legal question.  It22

isn't a question that could be answered empirically.  But23

the feel is if they're psychology, it's information and24

knowledge management, and it's not law and it's not25
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economics.1

MS. GREENE:  Jamie?2

MR. LOVE:  I really agree with Brian that how3

people react to this whole disclosure thing was just4

always sort of dragged out as this big benefit for the5

patent system.  It varies a lot from field to field. 6

I've had people in the pharmaceutical sector say that if7

there's a patent on a molecule and we notice a lot of8

information conveyed in that, they see that as something9

that's useful for them.  And I agree that I don't know10

any programmers that sit around reading patents to figure11

out how to solve a programming problem.  They wouldn't12

get any work done if they did.13

So I think that the first thing you need to come14

up with is that the way the patent system plays out in15

different parts of the economy is identical.  And it's16

dangerous to draw these broad-sweeping conclusions.  I17

think a lot of people look at the patent system as some18

kind of religious debate that goes on.  And so there's a19

tendency to prove it's this over-arching theme, work20

everywhere for everything all the time.  21

And I just think that's just never practical.  I22

think you have to kind of have an open mind and test it23

out in different ways.  24

The other thing is, I love this presentation25
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about the toy patents and things like that.  And I think1

when I look at this, I look at the situation about a2

patent on, say, a breast counselors's diagnostic test or3

something like that.  Everybody would say, "What's the4

difference between being able to get a test for breast5

cancer and being able to buy this toy?"  6

I think we all know there's a difference, right? 7

So what we don't know is exactly where you draw the line. 8

And I think that there are cases in this blocking patents9

area where you can get around them; there's cases where10

you can't.  If B.G. gets that hypertext linking patent,11

well, that would be bad now.  Or they have the patent, I12

guess, if it's upheld.13

It would be good if we could come out of here14

with some principles as to how you can distinguish15

between the cases where it's not acceptable to society to16

have this monopoly, and cases where you actually think17

it's a very good strategy to get the kind of innovations18

and investment you want.19

And I think that to pretend as if it never gets20

to the range where you want to have the public interest21

involved is just ludicrous.  I mean, what's more22

interesting to me, rather than defending these extreme23

positions, is to talk about the criteria for doing it,24

and whether or not we have the proper artillery.  Do we25
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have to do a full-blown gazillion-dollar, gazillion-year1

antitrust case in order to get a compulsory license2

granted, or could we vest government agencies with much3

lower burdens in terms of stepping and doing obvious4

stuff to protect the public interest?5

MS. GREENE:  Joanne?6

MS. HAYES-RINES:  Thank you, Hillary.  Being now7

the spokesperson here for the independent inventor 8

community, I wanted to talk a little bit about quality,9

and what do independent inventors think about patent10

quality. 11

For the sophisticated inventor -- and this is12

someone who is maybe a professional product developer --13

patent quality is extremely important.  I polled some14

through the Internet, polled some of the folks who have15

signed up for my e-mail alerts, and I asked, "What do you16

think about patent quality?  Is it important?"  I got17

some answers back like, "Are you kidding?"  I said, "No,18

that's the question they're asking."19

And one man, Peter Theis, who is the inventor of20

interactive voice response and natural speech technology,21

has had his own challenges with the courts and with his22

patents.  And he says, "Without patent quality, a patent23

is only a means to rip off the independent inventor and24

fleece investors.  And the PTO today is the stereotype25
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for the expression, 'I'm from the government and here to1

help you.'"2

In his opinion, the most basic fundamental step3

for the Patent Office is to keep track and keep records4

of what the courts do to the patents that are issued.  A5

quality control system has to be implemented so that the6

inventor and, very importantly, the investors can know7

that there is some hope.8

Another inventor, Ph.D. Richard Holope, with9

Magicolor, out of Rochester, New York, says, "I think an10

important factor in patent quality is to make sure that11

the core of examiners is as good as possible, and that12

the examiners are not completely overburdened.  Improving13

wages and working conditions would help with the former,14

and insuring adequate staffing can help with the latter,15

which has a lot to do with working conditions.  All of16

the foregoing goals would be greatly advanced by making17

sure that the fee income to the USPTO is not siphoned off18

for governmental purposes.  I resent the idea that as an19

independent inventor and entrepreneur, I am paying20

indirect taxes, whose effect is to reduce the quality of21

services that I intended to pay for."22

That's a very big response from independent23

inventors and small businesses, and obviously, from24

corporate America, that the inventors are paying, patent25
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applicants are paying, a fee for services.  This is not1

an additional tax that the government has a right to.  So2

we have those folks, the sophisticated inventors who are3

developing for products.  4

The other end of the spectrum are the newbies,5

somebody who working on a Saturday morning in the yard or6

working around the house gets an idea for a new product. 7

They've solved the problem that they have.  They are very8

vulnerable.  Because most often, they don't have an9

experience in developing a product.  They don't know10

anybody who has ever done it.11

So to their chagrin for years, if they're up12

late watching television and listening to the radio, they13

hear one of these ads from an invention marketing14

company.  "Do you have an idea?  Do you have an15

invention?  We can help you.  And the more money you have16

in your life insurance or the more equity in your home,17

the more we can help."18

The big problem with these folks is that they19

charge an awful lot of money, and they do little or20

nothing.  And how could they be stopped?  They all offer21

marketing services, which are worthless, and they offer22

patenting services.  Well, who does the patenting23

services?  Patent agents and patent attorneys.  And what24

do they do with those patent applications?  They file25
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them at the Patent Office, the only organization that1

looks at these applications -- and believe me, they're2

worthless.  Someone who has a new engine, it should be a3

utility patent, but the person may not know it.  They4

wind up with a design patent that has some kind of an art5

design on this engine, and they've gotten a patent on a6

flower on an engine.  These are real.  There are many. 7

There are thousands of these cases.  8

I feel the Patent Office, it behooves them to9

put more teeth in their Office of Enrollment and10

Discipline and do something about this, because it's also11

a consumer issue.  These inventors are consumers, and12

they're being ripped off.  And the Federal Trade13

Commission has investigated that, but really hasn't done14

much more than slap them on the hand.  There have been15

settlements where people get pennies on the dollar for16

what they've invested, and lost tens of thousands of17

dollars.18

Talking about disclosure of patents, doing19

patent searches, that's something that the independent20

inventor community and small businesses are incredibly21

encouraged to do.  22

Brian made the comment that outside counsel said23

maybe they encourage people.  I think most attorneys who24

represent independent bidders and small businesses really25
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encourage them to look at the patent files, because first1

of all, it's an education.  They don't even know what a2

patent looks like when they start out, most of them.  But3

beyond that, they see what else has been developed in4

their field, and they're encouraged to out-invent5

themselves, come up with an idea.  If you've really got a6

good idea, how can you make it better so that it will7

stand out in the marketplace?8

Ron made a comment about small inventors rarely9

having the market power to justify the concern of10

antitrust laws and agencies.  And I would agree with that11

for the newbie, the small, the person who is just doing12

maybe one product just starting out.  But when people13

really have a good idea for a product, and they can get14

it licensed or make their own business around it, they15

stop being a small inventor.  That's how they started,16

but that's not where they're going, hopefully, in the17

future.18

I was on the airplane flying down from Boston19

last night, and I picked up Sky Mall.  And as I started20

flipping through it, I thought I had to rip out some21

pages.  You've probably all seen the "Evacuate," this22

kind of strange-looking thing.  But we know now there's a23

real need for it.  In case of a fire, it will give you24

oxygen.  I know the independent inventor who came up with25
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that product and got it on the market.1

We've got Sky Roll, which is produced by2

Magellan.  It's a duffle bag that has a travel bag3

wrapped around it, over your shoulder, has the core4

inside.  It's hollow.  You can put in your shoes and5

toiletries and all.  I know Don Churnoff, who invented6

this.  He lives here in Virginia.  And he got it licensed7

to Magellan.  He by himself is not a market power, but8

Magellan certainly is.9

MS. GREENE:  And we're going to switch gears. 10

Because I notice that Ed, while you were talking, was11

nodding his head, I think in agreement in some instances,12

and perhaps -- 13

MS. HAYES-RINES:  You got a feeling for what I'm14

saying.15

MS. GREENE:  We do.  Thank you.  And so Ed, can16

you --17

MR. POLK:  No, just to piggyback on what you18

said as far as the -- of mission corporations.  I19

definitely wholeheartedly agree with you there. 20

The office I work in at the PTO, that is one of21

our responsibilities.  I'm one of probably six attorneys22

in the office who do go after those individuals.  We23

bring charges against them.  So we have six of us against24

a group of corporations that are doing that.  And there's25
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a lot of problems.  1

As you say, the inventors may think they're2

getting a utility patent on an engine, but it's just3

design patents they're getting.  And, you know, what is4

the ethical violation at that point?  We try to see what5

we can to -- we try to protect the client. 6

And trust me.  Those corporations do cover their7

tracks.  They give the document to individuals who may8

not be sophisticated enough to really read those.  They9

realize what they're getting, but they do let them know10

that's what they're getting.  At that point, we say,11

"What can we do about it now?"  And they'll say, "Well,12

the guy should have read it there."  We're kind of13

limited at that point.14

So I agree there's a problem.  If there are any15

solutions you can think of, definitely -- 16

MS. GREENE:  Do you have comments on other17

points?18

MR. POLK:  Yeah.  As far as the other points19

here, I guess the Federal Circuit seems to be getting20

beat up quite a bit there.  I mean, I do think they have21

brought some certainty there.  But it's part of the22

comment that Mr. Quillan made as far as the secondary23

consideration, because at least we keep the record24

straight.  That's not something that the Federal Circuit25



66

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

themselves came up with.  That was something that's1

imposed by the Supreme Court in Graham v. John Deere. 2

That's not something --3

MR. QUILLEN:  Excuse me.  In the Graham case,4

they were at conditional relevance.  Nothing to be5

considered in the absence of doubt.  And the Federal6

Circuit has mandated their consideration.7

MR. POLK:  And, if I remember the reading,8

Graham agreed to a secondary consideration of the9

presentation, be considered.10

MR. QUILLEN:  That's not what Graham says.11

MR. POLK:  Maybe we should go --12

MS. GREENE:  We'll agree to disagree at this13

point.14

MR. POLK:  Yeah, I'm going to agree to disagree15

on that.  But as far as the other thing you said as far16

as continuing applications, it's just two points.  One,17

maybe I just didn't follow what you were saying there. 18

One, I don't necessarily see the problem with continuing19

applications, as opposed to maybe the drain on the20

resources.  Yeah, I agree with that.  But as far as the21

problem, I don't understand what the problem is.22

MR. QUILLEN:  The Patent Office is not in the23

position of being able to force a final decision.  The24

persistent applicant can always avoid the final decision25
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by refiling.  If we're concerned about quality in the1

Patent Office, we ought to arm the Patent Office with the2

weapons it needs to do its job.3

MR. POLK:  Okay, yes.  Maybe I just didn't4

follow that.  But as far as your statistics when it comes5

to the allowance rate, the continuing application seems6

sort of counter-intuitive to numbers that you've got7

there.  Again, maybe I didn't understand it.8

If you are saying that the continuing9

application somehow raids the allowance rate, I didn't10

follow that.  I mean, just as simple as that.  There were11

10 applications filed, and seven were granted, that's a12

70 percent rate.  If there were four continuations filed13

off of either one of those applications, there's still14

just seven patents granted.  Then that would lower the15

percentage instead of increasing it.  So I didn't see how16

there was an increase in the percentage.  That was just17

somewhat counter-intuitive, and I just didn't follow your18

numbers there. 19

MR. QUILLEN:  Okay.  A simple example I20

mentioned that I worked on several years ago, the patent21

was granted after six filings.  And there was one22

original application, and that means you got  your23

allowance rate was a hundred percent.  24

But if you calculate -- as it gets calculated,25
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that looks like a 16 percent allowance rate, because1

there were six filings, five abandonments, and one grant. 2

And that's one patent per original application, although3

it went around in a circle six times before it finally4

dropped out.5

MS. GREENE:  This raises some really good6

questions about what data is available, how is the data7

interpreted.  Obviously, one of the entities that could8

be providing some insights into the impact of the patents9

on competition is the Federal Trade Commission, or other10

agencies.  So I want us to be included in the mix in11

terms of what additional types of information is it that12

you would want.13

We've got a lot of empirical questions that are14

lingering out there with question marks.  They may be15

question marks because we can't ultimately come to a16

clear answer, or because we may not have assembled the17

data in a way that it can be used.  So that's something18

that I just want to flag more generally, because I doubt19

we'll be able to settle this here.  Ross?20

MR. ARMBRECHT:  Just a few comments.  One is on21

the continuation in part in refiling, and with respect22

particularly to the foreign offices that you mentioned. 23

And this is purely anecdotal in my own experience, but it24

has to do with whether to continue to try to push for a25
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patent in Germany in particular.  And in Japan, of1

course, you have to be examined -- you put something in;2

it stays an application until someone comes after it. 3

It's a totally different system.4

But in Germany, we often would abandon after a5

first rejection, because it was highly unlikely that if6

we went back to the German Patent Office, you would7

really get a new reading, even if you made changes. 8

Well, you've been rejected once.  You'll get rejected9

again.10

We found that if we went to the Patent Office in11

the U.S. and worked with the patent examiner, you could12

often understand what the objections were.  They were13

generally bringing up new information that you didn't14

have when you filed your patent.  And you could actually15

come to something that was a valid patent, in a sense,16

negotiated through this process.  And I believe that is17

quite useful for the individual inventor or the18

corporation, something that you don't get in the German19

Patent Office.  So, you know, there's a little bit of20

culture here, I think.  21

And so I would hesitate to say there's something22

wrong with our system.  I actually think our system helps23

the inventor and helps actually make these patents24

stronger by this process.25
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MR. COHEN:  Before we leave the area of1

continuations, I would like to flag one issue which I2

know Cecil has raised in some of his written statements. 3

You've talked a bit about the possibility that4

continuations can be used in ways to I think you used the5

word "ensnare" these post-initial application6

developments by making changes to the initial application7

after the fact.  You were able to bring in -- extend8

coverage to something that the competitors have done.9

Could you elaborate a little bit on this?  And I10

would be interested if anybody at the table sees this as11

a substantial issue or a substantial problem.12

MR. QUILLEN:  You mentioned Mr. Lemelson earlier13

in the day, and Mr. Lemelson without a doubt was the most14

accomplished practitioner of the practice of -- I guess I15

should adopt Carl Shapiro's jargon rather than mine -- of16

issuing hold-up patents.  And he would start with a very17

broad disclosure and keep it alive by filing continuing18

applications.  And as people came along and19

commercialized products, then he would shape his claims20

so that he had an opportunity to claim them.21

So as far as I know, none of the Lemelson22

patents have ever been litigated to a final determination23

of leading an infringement, but essentially served as 24

extortion troops to make a lot of money for the late Mr.25
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Lemelson.  1

I suspect that anybody here who was ever in2

active patent practice has had this done to them.  I know3

I have.  And I suspect some of us may have done it to4

others, although I'm not ready to engage in true5

confessions.  But it's a common practice, and some people6

are more skilled at it than others.7

MS. GREENE:  Yes, Ron.8

MR. MYRICK:  If I may.  I would refer you back9

to the testimony of Pauline Newman, because she addresses10

this issue, and what the Federal Circuit is doing in11

making it harder to do this late realization of what you12

had when you filed it 35 years ago.13

But there have been some changes in the law14

since Lemelson started his escapades, and one of them is15

that the patent term is now based from filing date.  So16

the submarine patents of yesteryear, and certainly of17

vintage '54/'56, which is Lemelson's date of filing, are18

passe, or at least they will be passe, based upon the19

fact that the filing date is the beginning point of the20

patent term.  21

So every continuation takes more term, and it22

takes more money; you have to pay fees.  The Federal23

Circuit's determination laches in the Lemelson case is24

going to have a bearing upon that and the Federal25
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Circuit's more restrictive use or more restrictive1

approach to interpreting claims based upon "spec".  It's2

going to be harder to originally file a specification. 3

It's going to make it harder to do that in the future.4

So these problems are being addressed5

organically as the law develops in the United States. 6

Problems are perceived as being addressed.  And I think7

that's important.  8

I would like to address a couple more points9

that were made earlier.  One, I think the blunt10

instrument aspect that Jamie referred to in regard to a11

compulsory license after years litigation, I think, is12

exactly correct.  And I think if there is to be a13

compulsory license approach, it should be adopted as a14

result of the social contract being changed by the15

Congress, as opposed to individual cases that have such16

difficulty, shall we say, proceeding through the Court.17

So I think there is a -- it's exactly the kind18

of debate that should be had in the Congress.  I think19

that Jamie is going to respond to that comment.20

There was also another point in that if there is21

a blocking patent out there in this particular area, that22

"Oh, geez, that's bad."  That's not bad; it's good. 23

That's exactly what Ross is talking about.  It causes24

that innovation to find their run.25
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You know, a hundred and fifty years ago or so,1

somebody, as attributed to -- attributed to someone that2

we should close the Patent Office, because everything's3

been invented.  Honest to God, that was an absolute --4

does anybody recall who said it?5

VOICE:  Something like 1901, and it was the head6

of the Patent Office. 7

MR. MYRICK:  Now, that was the mind-set then,8

and that's the mind-set we have to avoid.  We're always9

on the precipice of new invention, and it's the vehicle,10

the  incentive that gets us past that precipice.11

Finally, an interesting comment about reading12

patents.  I find it incredible that people are not13

reading patents and so forth.  I think that they are.  I14

think it may be unique to the industry we're in that they15

were not.16

But I think you have posited an issue which I17

think is worthy of consideration, and that is if it's18

treble damages that are causing people to not read the19

patents for fear that they'll be then subjected to20

willful infringement, then we should revisit treble21

damages.  Treble damages are there to determine social22

good.  If they're not serving that good, then they should23

be revisited.  I don't think there's anybody other than24

private litigants, or private litigators, who are25
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particularly in favor of treble damages.  And they1

certainly cause Corporate America a great deal of grief.2

So I would say that that may be something that3

should be looked at.  If that was what was causing your4

folks not to read their patents and learn and get the5

benefits of the system, maybe the system should take a6

look at that again.7

Finally, I think that the one thing that comes8

out of all this that I've heard is that quality is9

critical, and that all of us, I think, agree that the PTO10

should be funded properly so that it does a quality job11

and has the resources to do a quality job.  And the12

diversion of funds, or beyond the diversion of funds, we13

have now a new proposal to add a surcharge on top of the14

current fees of the Patent Office for further diversion15

of other purposes all wrapped in the laudable rubric of16

Homeland Security.  But we cannot ignore the fact that17

patent system exists for the economic security of this18

country, and that is a very distinct part of Homeland19

Security.  Thank you. 20

MS. GREENE:  Thank you.  And actually, what I'm21

going to do is completely revise the schedule that we22

had, because we have until noon.  And I propose we just23

keep going, because it's only one more hour.  If you take24

a 10-minute break, it will turn into 20 minutes, and then25
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we'll be shot to hell.1

So what I would like to do is actually have2

Makan picking up on the current proposal that you -- the3

current legislation that's pending.  Can you speak to --4

can you give your presentation now?  That's my awkward5

introduction to the Senate.6

MR. DELRAHIM:  Certainly.  Thank you for having7

me.  The legislation you're referring to is with respect8

to the fees of the Patent Office?9

MR. MYRICK:  It's the President's proposed10

budget.  It may not be for real yet. 11

MR. DELRAHIM:  There has been legislation that12

has passed.  Chairman Coble of the House Subcommittee on13

Intellectual Property has introduced legislations. 14

Senator Hatch, he was chairman.  And this has been15

bipartisan with respect to the authorizing committee's16

support to have the PTO fully funded, meaning that they17

get to keep the fees that they generate.18

This is a phenomenon that started, I think, in19

1994, and it's gradually grown to a level -- I believe20

it's close to $200 million now that's been proposed as21

far as the amount of fees that would get used and22

diverted for other purposes.23

And let me just say it's not a -- this is not to24

condone the practice, but this is not new.  The SEC's25
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fees, the FCC's fees, and all those, they didn't get to -1

- what's that? 2

MR. MYRICK:  The FAA figures.3

MR. DELRAHIM:  The FAA and a number of -- all4

the agencies, they rarely get to keep -- I think a very5

small percentage of the funds go to the general treasury.6

But having said that, the PTO, it is an agency7

where it is for the inventors.  They collect fees.  They8

cost the general taxpayer, I believe, nothing, and it is9

just fully funded by the users of the office.  And it is10

a shame that the money is being diverted for other11

general purposes.12

It is a phenomenon of the Appropriations13

Committee, of which Chairman Muris is before today,14

probably being drilled on the FTC's and DOJ's agreement15

to create some efficiency and make some sense out of the16

merger review process, in our view, of how they go about17

and how they have divided the practices between them.18

But the Appropriations Committee each year has19

taken some fees.  And once you get to the end of the year20

and need to balance budgets, especially in a shrinking21

economy, there are pools and funds that they can reach22

into, and that's one.23

Other areas have been, as many of you may be24

familiar, in the Hart-Scott-Radino merger review fees. 25
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And there has been some change that occurred last year to1

change the thresholds, but fees have been increasingly2

going up.  And that was something that started with an3

appropriations rider back in 1990 or '92, I believe.  So4

it is a shame.5

The question remains whether or not the6

additional resources will allow the PTO to recruit the7

type of talent that they need to increase the quality of8

patents and lower the pendency.  I think most people are9

in agreement that it would, or that at least the10

inventors' cry for fairness should dictate that the PTO11

get to keep those fees.  I would just note the resentment12

to pay indirect taxes.  I wish more people would resent13

paying indirect taxes.  Maybe we'll get back into the14

majority in the Senate.15

But with respect to the inventors, I think16

that's appropriate.  And I think that's something17

everybody's in agreement, whether they're an independent18

inventor or a large company inventor or a small inventor.19

MS. GREENE:  You come to us not only from the20

Senate, but also as a patent attorney.  So can you give21

us any particular insights into the legislative process? 22

Because one thing that's clearly come up from our23

speakers, regardless of their specific perspective, is24

that you have lots of players here.  Is it something that25
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an agency should be looking at?  The PTO? The Congress? 1

A little bit of all three?2

MR. DELRAHIM:  This, I think, if there is going3

to be input from the public, needs to go to the4

appropriators, the subcommittees on Congress, Justice,5

and State, on both the House and the Senate.  They are6

the folks who write out the checks to the agencies, and7

they appropriate the agencies and determine who gets to8

keep what.  9

And I think the authorizing committees, Senator10

Hatch, Senator Leahy, and on the House,  Congressman11

Conyers, and including the Subcommittee on Intellectual12

Property in the House, Chairman Coble and Berman, both --13

they all agree.  They're all in agreement with respect to14

the appropriators keeping the funds.  This is bipartisan,15

and it's got consensus out from the public sector and16

private sector.  But this is an issue that needs to be17

impressed upon to the appropriators to get that fully18

funded.19

There has been -- you may or may not believe it,20

but there are a couple of other schools of thought of21

whether or not it's important to have good quality22

patents issued, fully examined.  Professor Coase, you may23

recall he won the Nobel Prize in Economics in 1991, and24

came up with a Coase theory.  He justifies his theory25
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that the best quality patents or the best examined1

patents are not necessary for their social good.  Because2

once you internalize externalities -- that means the cost3

you impose on others -- society will determine that the4

most efficient player will be appropriated the right5

patent.  It does not seem to make a lot of sense6

intuitively, but there is an economic theory, and that is7

just basically, I think, pure economics, pure theory, and8

good for the academic world.  9

I think in the real world, a lot of people would10

argue that once you do see a patent -- folks from the11

private sector would be able to comment on this in a more12

educated way:  whether you see a blocking patent, whether13

you still do it in the hope that social good would14

transfer those patent rights to you, or whether that15

would be a block from you continuing on in that market16

and perhaps going a different route of achieving those17

market objectives.18

There is also Professor Lemley, who has argued19

that only five percent of patents issued by the PTO ever20

get litigated or licensed.  So therefore, it's rational21

ignorance by the PTO to not focus more resources on22

examination, and allow for examination of only those23

patents that are litigated or licensed.  I just throw24

that out there for other theories that Congress and other25



80

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

folks do hear.  But I believe this is one that's just1

pure numbers.  It's just balancing the budget, balancing2

the appropriations, and making enough money for various3

pet projects that may be out there.4

Other legislation that's before the committee --5

and we happen to be in a unique position on the Judiciary6

Committee, both in the House and the Senate -- can throw7

back to the Senate of having exclusive jurisdiction of8

both the antitrust laws and the patent laws and other9

intellectual property laws.  So we get to hear both10

sides, and the different perspectives from both11

competition policy and intellectual property policy.12

The major debate going on in the committee deals13

with the sovereign immunity issue.  It has not -- I don't14

know to what extent it has been a practical problem.  We15

commissioned a GAO study that only reported back a16

handful of cases where the state has invoked it's17

Eleventh Amendment sovereign immunity right from18

lawsuits.  19

And let me just briefly get into that.  That's20

from the Supreme Court's decision in the Florida prepaid21

case that held that Congress did not have the right or22

did not appropriately abrogate a state's Eleventh23

Amendment rights, and those rights being the sovereign24

immunity, from being sued in the federal courts.25
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And despite what some folks may argue, that this1

is a new phenomenon starting with the Seminole decision2

in 1996 that overturned Congress's enactment of the3

Indian Gaming Regulatory Act, it started back in 1985 in4

Atascadero, which was a case dealing with the5

Rehabilitation Act, where the Supreme Court said that6

abrogation of the Eleventh Amendment needs to be7

explicitly and unambiguously written in the statute8

itself.9

In response to that, when there were some courts10

turning down some patent cases, there were some -- not a11

lot.  In some cases, Congress enacted in 1992 amendments,12

both the patents and copyrights in other areas, where13

they did specifically abrogate the right of states and14

allowed them to be sued in court, deriving from its15

constitutional authority to enact intellectual property16

rights. 17

It was the 1992 amendments that were in question18

in the Florida prepaid case, both under the Lanham Act19

and the Patent Act.  And that's where we are now.  20

So if you have a patent, and a state is21

infringing, and more and more, you see states involved in22

commercial activity, whether it's a genetics market23

testing lab or copyright uses for educational purposes,24

that may not qualify under the fair use defense.  But25
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they can invoke the Eleventh Amendment. 1

The proposals before Congress range from a2

constitutional amendment.  Could you imagine states3

enacting that?  You would hope that they would, if you4

could find 37 states that would ratify such a5

constitutional amendment, assuming it gets passed by the6

Senate and the House.7

MS. GREENE:  Are there additional issues in8

addition to those of sovereign immunity that you want to9

flag for our --10

MR. DELRAHIM:  No, that's the only two.  That's11

the last one.  And the proposals that have been laid12

before Congress on that issue, one deals with allowing13

states to sue for damages on state-owned patents in14

exchange for them waiving their sovereign immunity, and15

the other one would simply not allow them to obtain16

patents from the Patent and Trademark Office unless they17

waive their sovereign immunity. 18

MS. GREENE:  Thank you.  And I know that you19

mentioned Lemley and his piece on rational ignorance, 20

and I know that's something that Brian has given some21

thought about.  So why don't we turn to Brian to give his22

presentation.  And then after Brian, we'll have Jamie. 23

And then we'll have a few minutes left to talk.24

MR. KAHIN:  I would like to have had a single25



83

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

paragraph on Lemley.  I don't have to say anything.  I1

think an interesting question that might be raised about2

Lemley, while I entangle myself, is it possible that one3

would want to have a registration system for software,4

but not for other kinds of technology?  Or business5

matters?  It may be that when you get down to that level6

that a registration system does work better when there is7

a proliferation of information.  8

But in either case, it seems to me you have to9

address the presumption of validity.  That's a major10

factor in determining whether the examination standard is11

correct.  I have a few visuals.12

Let me say, first of all, that I am going to13

focus my comments on some software patents and -- there14

we go.15

MS. GREENE:  I have no problem having the16

technology dictate the order of the presentation. 17

Whatever we can find.18

MR. KAHIN:  Let me begin by saying that19

assessing and attacking the problems we've been20

discussing is difficult because of the basic lack of21

empirical data on real world practice.  And this is one22

of the principal problems of the patent system when you23

compare it to something like telecommunications24

regulation, where we have a massive amount of data to25
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work with. 1

There is data in the front end in terms of the2

patent-granting operations, and there is data at the back3

end for the relatively few patents that end up in4

litigation.  I mean, there's virtually nothing in between5

on license and practices, portfolio building, risk6

management strategies, or on the overwhelming majority of7

patent disputes that don't go to court.  And yet that's8

where the real economic action is.9

And you look at the Mansfield-Levin-Cohen line10

of empirical studies, and it does help illuminate this11

vast territory in between by surveying the views of R&D12

managers.  But these studies stop short of the13

heterogeneous world of software development, let alone14

the recent economy-wide phenomenon of business methods.15

Given the U.S. lead in software and the16

patenting of software, it's ironic that the first17

empirical studies of software developed for perspectives18

were the two European studies released last year.19

In contrast to other regulatory systems, the20

administrators of the patent system do not mediate among21

competing interests in a neutral manner, except in the22

rare case of interferences.  Of course, the system23

operates by awarding strong private property rights on an24

ex parte basis.  And once the patent is granted, the25
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administrator plays no further role, and can therefore be1

indifferent to how patents play out in practice.2

So the USPTO was focused on its internal3

operations, rather than the proper functioning of the4

patent system as a whole.  It does not engage an5

economist, and does not participate in mainstream debate6

on innovation and competition and economic growth.7

The PTO is charged by statute with advising the8

President and the executive branch on intellectual9

property policy, and in practice, takes the lead in10

policy development within the administration.  But11

instead of performing integrated policy research and12

analysis, the PTO has styled itself as an advocate for13

expanded rights, as shown by the performance goal in14

recent corporate plans, which, say, help protect,15

promote, and expand intellectual property rights systems16

in the U.S. and abroad.17

The 2002 plan drops the term "expand" and18

introduces an element of balance for the first time.  So19

you can see that in that second paragraph there, there is20

some configuration that it champions intellectual21

property rights and forges a balance between the public's22

interest in intellectual property and each customer's23

interest in the particular patent or trademark.24

But in an operational level, the PTO's25
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institutional limitations continue to shape, in1

particular, its implementation of the government2

performance and results, which requires agencies to3

identify and maintain metrics for evaluating their4

effectiveness.  And the PTO has chosen to evaluate its5

performance in terms of patent grants and customer6

surveys that measure its service to patent applicants and7

patent professionals. 8

So here you have the two missions of the9

patent's business and the trademark's business, with the10

patent one being specifically to help customers get11

patents, while the trademark's business focuses on12

examination.  And this institutional orientation, which13

is indifferent to the size or sophistication of the14

customer, undercuts PTO's claims for additional resources15

to address the persistent problem of quality.  And16

unfortunately, this problem has been framed by the fee17

diversion problem that we've been discussing.18

While I would agree that greater resources are19

needed for examination, and the fee diversion is20

certainly a dubious policy, it actually may not be much21

worse than giving a government agency a financial stake22

in expanding the scope of its operation, especially when23

the agency styles itself as an advocate of expansion.24

PTO can rightly claim that it does not actually25



87

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

set substantive policy, and points out that the policy is1

set by the Court of Appeals for the Federal Circuit,2

which has not been shy itself about expanding the scope3

of its jurisdiction and a certain confidence.  4

Much may be said about the influence of the5

Federal Circuit, but let me build on Cecil Quillen's6

observations with some figures reported by Glynn Lunney7

in his recent article, "E-Obviousness."  He adds to the8

better-known figures on holdings of invalidity with9

information on obviousness as the grounds for10

invalidating.  11

So you see the middle line there is the patents12

held invalid.  That's the figure that we've been talking13

about.  But on the upper line, there is obviousness as14

the basis for invalidity.  It's the proportion in which15

obviousness is the critical factor in holding the patent16

invalid.17

And when you multiply Lunney's figures out, you18

get the bottom line, which is the frequency of appellate19

decisions in which the patent is held invalid for20

obviousness.  And as you can see, that hovers around 4021

percent pre-CAFC, and plummets after the introduction of22

the CAFC.23

Quality and performance should no longer be24

confused with customer satisfaction.  The metric should25
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be keyed to the creative and innovative individuals that1

the patent system is intended to incent.  In other words,2

whether the PTO awards patents at a level which meets3

their standards of merit and practicality.  Inadvertent4

infringement should become rare, and the risks that it5

creates should be manageable, even for small companies.6

The ultimate test will be whether developers,7

rather than lawyers, choose to read the patents, whether8

patents are read because they are truly enabling,9

including reliable information about ownership, and do10

not normally require interpretation by an attorney.  If11

the benefits of reading outweigh the costs, including the12

opportunity costs and risks of willful infringement, then13

the disclosure function will be realized.  And much has14

been made in recent years of the value of patents in15

supporting innovation markets, supporting the exchange of16

information that may be protected by trade secret.17

But this is directly contingent upon how well-18

defined patents are, and whether they clearly inform and19

reveal, rather than surprise, astound, and mystify.20

Unfortunately, we have no empirical data as to21

the extent to which licensing is genuinely enabling,22

because it facilitates the transfer of knowledge and23

allows use of sought-after technology, or simply reflects24

expedient settlement of inadvertent infringement, or25
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disputes over broadly claimed patents that would be too1

costly and distracting to contest.2

This build-up of information and transaction3

costs favors large companies over small, because they4

enjoy economies of scale and scope in the management of5

patent-related knowledge, and can internalize and spread6

costs while maximizing revenues through in-house patent7

and licensing departments. 8

This high transaction cost of contesting patents9

has created an array of tactics that can be exploited10

against those least able to bear them.  For a small11

company accused of infringement, the cost of a $10,00012

license will look very attractive compared to a similar13

cost of securing an outside opinion on validity14

infringement that may still point to the need for a15

license.16

As for going to court, consider the cost of17

litigating patents where the amount of dispute is under18

$1 million.  These AIPLA figures for 2001 show an average19

of $499,000, up 25 percent from two years earlier.  You20

double this to see that both sides will now on average21

spend more on legal expenses than the amount in dispute. 22

And this calculus has changed substantially in the last23

two years.  This is why so few cases go to court, not24

because there are so few disputes.  Many are settled25
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because alleged infringers have no choice facing costs1

like these.2

In conclusion, although the PTO is the only3

executive branch agency specifically charged with4

addressing intellectual property policy, intellectual5

property is far too critical to be left to an agency that6

styles and conducts itself as an advocate, and it7

measures its effectiveness by how ex parte applicants8

judge it, and how many patents it grants.9

While I commend the Department of Justice and10

the Federal Trade Commission for examining the role of11

intellectual property and innovation and competition,12

this engagement should be continual and not occasional. 13

The competition agencies can bring broad expertise to14

bear that will help provide an economic understanding of15

innovation that comes to grips with how it works for16

different technologies in different industries and at17

different points in the value chain.  This must be based18

on a deeper understanding of how patents work in19

practice, and how the costs of evaluating and negotiating20

patents play out.21

While neither Justice nor FTC are positioned to22

conduct extensive empirical research, they could be23

empowered to collect information that would help monitor24

this vast amount of economic activity that takes place25
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after grant and prior to litigation, and to help evaluate1

the extent to which the system is either abused or used2

productively to transfer and disseminate knowledge.3

In particular, any notice letter sent to advise4

a company that it may be infringing should be registered5

with the Federal Trade Commission.  Beyond the value of6

monitoring this system, this would discourage the use of7

broadcast notice letters to intimidate and threaten.8

The competition agencies can do much to help9

articulate the research agenda, and can do so as part of10

the present mission.  But I would go further.  Given that11

the patent system has positioned itself front and center12

as a digital economy, it is not unreasonable to require13

that one percent of the fees it generates should be14

directed to assessing the real impact of patents on15

competition and innovation in different sectors.  An16

additional one percent should be dedicated specifically17

to understanding the problems of quality and18

predictability, drawing on independent research and19

specific initiatives that can return meaningful20

information.  Thank you. 21

MS. GREENE:  Thank you very much.  And we have22

one more presentation, and that will be Jamie.23

MR. LOVE:  If it's okay with you, I'll skip some24

of the slides, because I wasn't sure what I wanted to25
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emphasize.  Coming last, that gives me the opportunity to1

not -- I'll just put it on the record.2

MS. GREENE:  That's fantastic, and we'll have 3

the record.4

MR. LOVE:  One of the things that I wanted to5

emphasize that I thought was problematic for us is in6

TRIPS Rule, Article 27, paragraph 1, it says that7

countries have to give -- they can't have -- patent8

rights have to be insurable without discrimination as to9

the field of technology.10

I say this because there's big debates about11

whether or not patents are appropriate for some fields of12

technology, or even if they are appropriate for different13

fields of technology, whether or not the way you do14

public interest exceptions or compulsory licensing or15

things like that should be different in different fields.16

I don't know anyone that thinks that it makes17

sense from a policy point of view to treat software the18

same as pharmaceutical patents, that isn't just defending19

the patent system as some kind of religious ideological20

agenda or something like that.  There's all kinds of21

pragmatic reasons they should be different. 22

But things like this, they tend to raise the23

issue if there's a strait jacket -- and I flag this,24

because trade policy tends to be made by expert25



93

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

industries.  There's very weak consumer representation,1

even within the government review process.  And I think2

the FTC has to inform the United States Trade3

Representative.  4

There's actually a big debate on this issue in a5

different context right now.  And to the extent they6

understand, there's a reason to be -- you know, not to7

put a strait jacket on countries would be good.8

We think that not one-size-fits-all is wrong. 9

We think these are just examples, as other examples.  But10

certainly software business methods, surgical procedures,11

are examples of areas where the benefits of the patent12

system in these fields, in our opinion, are very weak,13

and I think the costs are great.  And I think, you know,14

that society ought to be able to decide it's not a great15

system for everything.16

I don't think we should be forced to choose the17

patent system as a method of funding innovation in every18

system.  I think it should compete against other ideas in19

all of these areas.20

And even when you do feel like maybe exclusive21

rights models -- I mean, patent system or some kind of22

incentive is -- you can see, for example, your research23

tools, biotech rights and data.  A lot of people now are24

saying the exclusive rights model is not the right way to25
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think about this.  You might think about liability1

models, different kinds of ways that structure2

compensation in a non-exclusive way.3

There's a lot of issues about these public4

partnership cartels in the IP field that raise all kinds5

of problems.  But back in, you know, like six months ago,6

I heard WIPO touted this as a great big victory for the7

alternative dispute resolution system in the trademark8

field.  And yet it's kind of structured like a cartel,9

with very weak consumer interest.  And that's raised a10

lot of problems.  11

You have other problems in these public12

partnerships involving drug companies trying to control13

research agendas.  Or this accelerating access program14

right now for Africa, it's not an American problem.  But15

basically, it's a cartel on behalf of the big pharma16

companies and their price negotiations and aid structure17

with developing countries.  And they use public sector18

support to essentially discourage African countries from19

buying off-patent products, even when there are no20

patents in place.  And it's a very harmful practice.  21

I mention it because to us, it's an antitrust22

thing, except the government's involved.  When the23

government's involved, I guess you can get away with a24

lot of antitrust things.25
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We don't think the joint venture guidelines are1

really working well in the area of collaborative work2

between companies.  And what we would like to see, in3

addition to like, for example, on a merger of your4

standard HHI analysis, we would like you to throw in a5

second number, which is the HHI performed where every6

company that had a cross-license with each other or7

collaborate venture was looked at, and it's the same8

firm.  You just compare that number to the other HHI9

number, and then, you know, just see how much different10

they are.11

If you look in the pharmaceutical area, it's12

kind of hard to tell how independent companies are from13

each other, when you've got Merck selling Pfizer drugs in14

this market and vice versa and all that kind of stuff. 15

And you see in the music industry and in the software16

industry a lot going on in those areas.  So we would like17

seriously to revamp the analytics on the HHI metrics.18

We think we need lower hurdles for pro-19

competitive conduct remedies.  I think that antitrust20

case -- I mean, Brian brought out the constant patent21

litigation, the constant antitrust cases is really high. 22

The burdens are really way too high in the United States,23

in our opinion, to be able to get a public interest24

remedy.25
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A lot of times, you shouldn't have to prove that1

the people who got in the dominant position, or whatever2

are creating the problems, are necessarily part of the3

Mafia or anything like that.  You should just be able to4

prove that the consequence of allowing them to exercise5

their rights in an unfettered way is contrary to the6

public interest, more like the European approach in a lot7

of these things.8

And I think that -- it also protects, I think,9

the inventors in areas that don't have things that are10

really challenging, big problems.  Like, you know, say11

you've got a patent on a toy.  Well, you don't need to12

drag out the compulsory licensing mechanism to the U.S.13

Government to solve that problem.  But you might end up14

totally complaining about the whole patent system because15

you're unhappy with the impact on genes or something like16

that.  17

So the ability to distinguish, I think, benefits18

people that don't present these kind of social public19

interest products by providing a safety valve for solving20

these social problems. 21

The explosion of sui generis rates are a real22

big problem.  There's been all these problems with the23

data exclusivity provisions, in our opinion.  And the24

Hatch-Waxman Act has created a lot of problems, like in25
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the pricing of Taxol, the cancer drug.  You have big1

problems with the orphan drug marketing exclusivity,2

which is a sui generis right, which companies gathered,3

then they used it to build up all kinds of patent4

thickets on process patents and stuff to maintain that5

forever.  And then like Epigen, for example.6

Then you have the pediatric patent extensions,7

which are a colossal waste, another thing that just8

extends the life of these patents.  And you have all9

these sort of various proposals on data.10

So basically, the patent system isn't even the11

first and last role about intellectual property rights. 12

It's just basically like they got patent rights, you got13

contract rights, you got sui generis rights, you got14

everything you can pile on top of it.  So it's basically15

this just sort of what can you get the government to do16

for us to basically protect the monopoly?17

The Orphan Drug Act, I'm not going to go through18

all the data here before you right now, except to flag19

this data, which is to say we look at the tax returns on20

companies that filed the orphan drug tax credit.  And you21

find on per approval basis for orphan drug approvals,22

they have to report how much they spent on clinical23

trials to get the tax credit.  It only amounted to24

around, the last two years we looked at it, a little25
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under $8 million per approval, half of which is paid by1

the U.S. taxpayer. 2

So in the afternoon panel, when you get to the3

two times the gross national product of most countries is4

the cost of developing a drug, you might ask them how5

they reconcile that with what they filed their income tax6

returns for the orphan drug, and ask them to explain why7

it is that we have this multi-billion-dollar subsidy for8

orphan drugs, and their only -- you know, huge subsidies,9

and their only gain out of it incrementally after the tax10

credit an extra $141 million a year.  Well, that's over11

two years, actually.12

Some examples of some of the products that are13

qualified as orphan:  Paclitaxel, which costs $4,000 a14

month for the rest of your life, a huge amount of trials15

not funded by the NIH; AZT; Epogen and Neupogen  together16

generate over $3 billion a year, so there is a half17

million dollars for a single year of treatment, et18

cetera.19

In 1998, 23 percent of FDA new molecular20

entities qualified as orphans, just to let you know21

basically how often this comes to the play in some years. 22

We're not going to talk about this, except to give this23

little data.  24

These are the Wall Street Journal estimates of25
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the benefits of the six-month pediatric extension for1

different blockbuster drugs.  You have to realize the FDA2

guidelines said you have to do -- maybe 18 patients is3

the low end of the scale in a Phase II trial, which could4

cost you a couple tens of thousands of dollars in order5

to get these benefits.  It just shows you the impact of6

consumers on these kind of monopolies.7

According to their federal income tax returns,8

U.S. taxpayers pay about 7-1/2 percent of their sales on9

R&D, of which we probably care about less than half of10

that, because a lot of it's sort of "me-too" research.11

The best study of direct development cost is12

done by the TV Alliance Report.  If you read the report,13

it's very thorough.  It has very detailed appendices.  It14

actually breaks down the cost of drug development, even15

within clinical trials and things like this.  And these16

are the numbers that it takes it at.  17

The Tufts number that you're going to have18

thrown around, those guys are industry consultants.  They19

drag them out all the time to sort of prop up, you know,20

basic arguments.  Incredibly ridiculous study they put21

out where they said that the average cost of clinical22

trials, $282 million before capital costs.  And these23

numbers are a little bit more realistic.24

The big issue in innovation, and I think Brian25
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brought this up, is the issue of -- you know, it's the1

way people are now thinking about innovation.  It's not2

really so much that we're thinking about patents as being3

the be-all and end-all.  4

I mean, in the software thing, a lot of people5

were influenced by that.  When Eric Raymond wrote this6

little article, "Cathedral and the Bazaar," it got people7

to think about how research and innovation actually takes8

place in part of these collaborative research laws.  9

The Human Genome Project was pretty interesting. 10

This is a map of some of the people that participated on11

the sequence of the human genome.  Now, if you look at12

this, you realize that not only a lot of players, but a13

lot of these people were doing this to prevent Craig14

Ventner from getting patents on human genomes, and15

basically, there's massive public and donor support to16

prevent a private party from getting a patent.  And the17

pharmaceutical companies, they actually were cheering18

this on, because they didn't want anyone to get those19

kind of patents either.20

But another thing that was taking place here was21

this idea, the thinking that biology is too complex for22

any organization to have a monopoly.  When a company23

starts researching a new project, most research is being24

done by someone else.  If there are blocks on the data,25
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they are held privately.  Companies missed out on the1

analysis.2

And so with fewer people blocking access, the3

data will have a less value.  But the idea they had there4

was by putting the data out, sharing it widely, getting5

rid of the proprietary nature of the whole thing, and6

speeding up the time table on things, they essentially --7

it was more of an open model to research.  And there's a8

lot of belief right now that in the pharmaceutical area,9

this has become a really important thing.  10

On gene patents, his recommendation is -- Tim11

Hubbard was the number two guy in the Sanger Project in12

England that was doing the human genome sequencing, and13

he's really a person you might want to invite down the14

road.  He's a very bright guy.  Now, he just says they15

should allow sort of basic gene patents.  And I'll let16

the patent lawyers here figure out where to draw the line17

on that.  Or supplementary, make compulsory license18

easier, faster, and less costly.  And I think a lot of us19

think that's really essential in that area.20

And then I'll skip over this, except to say that21

we're involved in South Africa right now on the drafting22

of a complaint to create the equivalent of this kind of a23

patent pool compulsory license for AIDS drugs in South24

Africa.  And one of the bases for that is the development25
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of fixed-dose combinations of drugs, which are important1

for resistance of AIDS patients.  You can buy them in2

India.  You can't buy them in South Africa.  You can't3

buy them in 37 African countries, because GlaxoSmithKline4

has got patents on combinations of AZT and Combivir, and5

in 3TC, and other companies have patents on other things.6

And so the combinations you want to make7

involving different companies' products, you can't buy,8

except for the Indian generics companies.  And so the9

public health guys think those products are essential for10

easy compliance and lack of resistance.  And so we're11

going to sort of follow the old FDR model in the South12

Africa case.13

MS. GREENE:  I'm going to just cut in here,14

because you're obviously focusing upon issues that are15

beyond important.  I mean, they are literally life and16

death.  And I don't mean to be giving short shrift to17

that, but we have a lot of additional comments.  18

And what I urge you to do, in addition to all of19

our panelists, is there's incredible information that20

everybody brings to the table that they can't even begin21

to present in the few minutes that they're slotted to22

give a presentation.  And I know that Jamie Love and the23

Consumer Project on Technology, you have a whole section24

that looks at pharmaceutical issues and all of this type25
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of thing.1

So I urge you to submit for the record, you2

know, links so that people can go and continue to look at3

that.  And I know that we have several folks in the4

audience who will be on the pharmaceutical and5

biotechnology panel this afternoon with Robin Moore and6

Susan DeSanti.  So I'm going to let them continue on,7

perhaps, some of the dialogue this afternoon, and we're8

going to switch back and let everybody get in a few more9

last remarks.10

Okay.  Oh, my.  Where to begin.  I know Makin11

might have a time problem, so let me turn to you first.12

MR. DELRAHIM:  Just one -- legislation.  There's13

a number of issues, obviously important issues, that14

Jamie presents working for the author of the Orphan Drug15

Act and the Hatch-Waxman Act and a proponent of the TRIPS16

Agreement, and (inaudible).  17

But what it did remind me of, there is a piece18

of legislation that has passed the Senate, which I forgot19

to mention that has some specific bearing on grants and20

antitrust.  It deals with pharmaceutical agreements21

between pharma and generic companies that -- which22

agreements need to be reported with the FTC now. 23

Actually, it's passed the committee.  It's pending on the24

seventh floor.  It's a Leahy legislation.  Senator Leahy25
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has worked on this.  His deputy chief counsel has been1

intimately involved.  Any comments you have, if you are2

not familiar with it, the next panel is intimately3

familiar with it.  And you guys probably are.  4

But that's something that will increase your5

burdens, reviewing those agreements.  And I think it6

touches on a lot of the issues with respect to antitrust7

agencies being aware.  I'll just leave it at that.8

MS. GREENE:  Cecil?9

MR. QUILLEN:  As to reading patents, it was our10

practice at Kodak to make patents available to all of our11

scientific and technical people in the fields in which12

they worked, and they could subscribe to whatever they13

wanted.  14

Reading patents is mostly a matter of15

competitive intelligence to understand what your16

competitors are doing.  If you really want scientific17

information, you need to go to scientific literature.  On18

the other hand, if you're trying to do what your19

competitor is doing, reading his patents is the best way20

of figuring out how to get there. 21

As to fee diversion, at the risk of sounding22

excessive and cynical, the Patent Office is in the23

business of selling monopolies.  If they can earn a24

profit doing that, the profit ought to be returned to the25
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people who pay for them, the American consumers.  And I1

don't know of a better proxy in the federal government2

than the federal treasury.  If they hurt products selling3

monopolies, the people who pay for the monopolies are4

American consumers, and the money ought to be returned to5

the American consumers.6

MR. ARMBRECHT:  Just a comment on that.  It's an7

interesting thought, Cecil.  But what that says is that8

we already have created a monopoly in the monopoly9

business, and that's the Patent Office.  And if they're10

forced by this practice of returning to the consumer poor11

quality in their business, it hurts everyone.  So I'm a12

little concerned about your comment in that sense.13

I'd like to just say I'm very interested in14

Brian's and James's comments on software as being15

different from some material products, to some extent. 16

And I think partially that's driven by the culture of the17

people that are dealing with the development, in that18

generally, I don't think the software people have been19

trained as scientists, and so there's a whole different20

standard with respect to driving the technology forward.21

Likewise, I think probably, from what I've22

heard, and this is just my perception, it's a lot more23

difficult to decide in the software case whether24

something is obvious to someone skilled in the art or25
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not.  And so this, I believe, causes maybe some of the1

differences between the types of things we see in the2

industrial side, although Microsoft is one of our people.3

The comment on treble damages that was made, I4

will say that there are some reasons for having treble5

damages, and part of it is that business up here of the6

499,000 that you mentioned.  7

Because in one particular case that I'm very8

familiar with the client, treble damages was not awarded9

in a willful infringement case.  And it wound up that the10

inventor went out of business because of the legal fees11

he had had to pay to enforce infringement in this12

business.  And he had been successful eight different13

times.  And in his ninth case, his business went out of14

business because of the legal fees when treble damages15

were not awarded.  So there is some reason for it, I16

believe, in certain cases.17

MS. GREENE:  Ron?18

MR. MYRICK:  Thank you.  Just a few comments. 19

The last remark about treble damages, I understand your20

point.  However, treble damages and attorney's fees are21

different things.  So attorney's fees could have been22

awarded and resolved that issue.23

I want to especially comment on Brian's24

presentation, particularly with the comment, or his25
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observation, that there's no economic effects office in1

the PTO.  I think it's a good idea, and I think we ought2

to explore that.  There ought to be some -- there should3

be some vehicle by which we could have the PTO looking at4

downstream effects of their work.  And I think that's a5

very worthwhile plan to pursue.6

In response to Cecil's comment about returning7

fees to the surrogate public, the consumer pays in more8

than just fees.  Patents are issued that should not have9

been issued.  Low-quality patents that are issued are a10

drag on the economy.  They should not be there.  If one11

could say that the Patent Office could make more money by12

reducing its quality and producing more bad patents13

faster, and then return that money to the treasury as a14

surrogate for consumers, I think that consumers would be15

poorly served by that exercise.16

All of these situations that we hear academics17

positing that put more patents on the block that industry18

has to deal with, the public has to deal with, that19

shouldn't be there in the first instance are not good20

policy.  We should make sure that the patents that come21

out of the office are the best quality we could have, and22

that they serve the purpose that they're intended to23

serve, and that is disclosure of valid and good ideas,24

new ideas.25
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I would like to mention, though, the mission1

statement.  One of the things that wasn't mentioned at2

all today -- and I'm loathe to bring up too much, because3

I'm not empowered to speak for the Patent Public Advisor4

Committee; although I serve on it, I'm not empowered to5

speak for it -- we have not developed a public statement6

for this set of hearings. 7

But in 1999, the AIPA authorized the Secretary8

of Commerce to appoint a Patent Public Advisory9

Committee, and that was done.  The committee is now about10

two years old, and we are a quasi -- I don't know what11

our legal status is, but we actually are special12

government employees.  And our role is to oversee the13

Patent Office in many respects; not all respects, but in14

many respects -- policy respects, budget respects.  15

When I say "oversee," that's an overstatement. 16

It's consult.  It's advise.  It's an advisory body, as17

its name implies.18

When the mission statement that you quoted was19

first presented to the Public Advisory Committee, it's an20

outgrowth of Commissioner Lehman's term, unchanged by21

Commissioner Dickinson.  It was presented about 18 months22

ago.  And on the record, the public record, the Public23

Advisory Committee took that mission statement soundly to24

task as being inappropriate with regard to the public25



109

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

interest that patents are affected with, (inaudible)1

Atkins case and before.2

I think what you see in -- and if you harken3

back to Director Rogan's testimony before this body some4

weeks ago, and you see it in the corporate plan for 2002,5

you see a change.  Now, whether that came from the Patent6

Public Advisory Committee is irrelevant.  What's relevant7

is that balance between the interests of patentees and8

the interests of the public.  The Patent Office is9

looking at that now.  And I suspect that that mission10

statement may be changed under the new director, Mr.11

Rogan.12

Finally, I think that every time we hear13

concerns about the CAFC, I do recommend to you, as14

Hillary did, the entire copy of the Antitrust Trust Law15

Journal, because it is replete with arguments on both16

sides.  But what you come out understanding is how17

complex the assessment of the Federal Circuit really is. 18

There is no easy, bland, and plainer analysis of the19

Federal Circuit, and certainly one cannot separate the20

Federal Circuit's decisions or its analysis of its21

decisions on validity from its analysis of its decisions22

on infringement.  They're very, very different in some23

senses, but certainly the Federal Circuit has not missed24

the boat on trying to constrain and make more clear --25
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providing more clarity around patent claims.1

I would say in response to a further comment,2

far and away, more patents are read by developers than by3

lawyers.  I think most major corporations, you couldn't4

stop it if you wanted to.  There's the Internet.  The5

patents are all out there.  And the inquiring minds of6

engineers and scientists and IS people, information7

sciences people, are going to get them out there looking8

at the patents that are being issued, including software9

patents, and the software patents have a great deal of10

value to those folks.  11

All the problems that we saw with the quality of12

software patents in the early days have been mitigated by13

the fact that there now is an established vehicle by14

which art is available for searching and so forth.  So15

the software patent issues are much, much better today.16

Finally, with regard to Jamie's comments, I17

would say that -- I've already made some comments about18

dealing with the social contract.  That's really an issue19

between Jamie and Maken Delrahim.  But I think DOHA20

reflects the -- and the DOHA declaration reflects a21

change in the direction that TRIPS is going, and remains22

to be seen how far that will go.  But the TRIPS counsel23

is commissioned to come up with some solutions at the end24

of this year, addressing particularly the concerns that25
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Jamie has mentioned and in the body of countries that he1

was referring to. 2

DOHA, of course, I'm referring to the World3

Trade Organization's meeting in DOHA.4

Thank you very much for this excellent hearing,5

and I do commend the Commission and the DOJ for holding6

it.  Thank you. 7

MS. GREENE:  Thank you.  And Lynn.8

MR. ALSTADT:  A few comments on the statistics9

that Cecil put out.  I don't want anyone to take from10

them the impression that one gets a patent by simply11

continuing to file and file and file an application,12

because that just doesn't happen.  That's not been my13

experience, and I think that's not been the experience of14

most people in the profession.  I think the examiners try15

to do their best.  16

And I don't see anything wrong with continuation17

applications, because they're filed for a host of18

reasons.  I'm not sure whether you put divisional19

applications in your category of continuing applications.20

But suggesting that that's a review of the same invention21

two or three times, that's not what happens.22

I'm also a little troubled by the comparison of23

the U.S. patent to the Japanese patent system, because24

the Japanese patent system requires a request for25
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examination, and they're notoriously slow.  It may take1

seven, eight years before that gets reviewed.  And in a2

lot of technologies, the market's gone, so why pursue it. 3

Go on to the next generation. 4

The concern about invention marketing companies5

that was raised is something that I think the Federal6

Trade Commission ought to be concerned about.  I'm aware7

of at least three lawsuits where people have criticized8

invention marketing companies, and they've been sued for9

defamation.  And the manner in which the suit was10

processed involved complaints that were maybe 300 pages11

long to start the proceeding, and then huge discovery12

requests and so forth, that it made it very difficult for13

the individuals who were trying to get the word out to14

proceed.  15

And the judges -- I was a little troubled when16

the judge said, "Well, this is how they litigate.  That's17

the lawyer's reputation."  So there is a problem there.  18

And I think that the Patent Office, in their efforts on19

enrollment discipline in going after these people, from20

what I've heard, is moving along.  And although those21

proceedings are kept secret, from what I've talked to the22

people, it would be that they take it seriously from23

what's been reported.  That effort is ongoing.24

But the cost of litigating patents is25
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outrageous.  I think that it is very difficult for an1

individual inventor or even a small company to get2

involved in those.  And some changes, I think, have to be3

made there.  I'm not sure where that should come from. 4

And finally, the concept of registering notice5

letters from the FTC, I think, is a horrible idea.  We6

don't need the government to get involved in that.  And a7

lot of times, we'll send out letters to companies to ask8

them if they are infringing.  "Well, you've got a product9

out there.  You've advertised this product.  We haven't10

seen it yet.  Here's our patent."  Should that be11

registered for the FTC? 12

MR. KAHIN:  Absolutely. 13

MR. ALSTADT:  I disagree with that.  I don't14

think that there's any value in having the government15

involved in that.16

MR. KAHIN:  I've seen a lot of people at the17

receiving end of those letters, and it's pretty painful18

if you're a small company.  And I'm not suggesting the19

government do anything at this point, other than20

requiring that information be made public.21

MR. ALSTADT:  Thank you. 22

MS. GREENE:  Thank you.  Jamie.23

MR. LOVE:  I think that Brian's presentation on24

the business plan, this whole definition of people get25
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patents as customers, and as a member of the public, you1

wonder, "Well, I'm not a customer.  Who am I?"  I mean,2

apparently, you even pay the salaries of the patent3

officers. 4

I testified before Congress back when they were5

putting into effect this quasi-privatization plan in the6

mid-'90s that, would it change the character of the7

agency if the operation was paid for by these user fees? 8

And everybody said, "Oh, no, no.  It's just some way of9

making these people, you know, pay the cost.  It's not10

going to change the mission of the agency."11

But you look now.  It's really true.  They see12

themselves as turning out patents like McDonald's13

hamburgers or something like that. 14

And if there's one good use for the fee, I think15

it would be to fund some kind of office of advocacy and16

the other half on the behalf of the public, the people17

that are confronted with abusive practices or -- you18

know, part of it's patent quality.  But even with good19

patents, public interest issues about whether or not it's20

-- you could have a high-quality patent, very expensive21

litigation, and it could have a monopoly situation.  And22

if people can't afford the cost of the antitrust23

litigation, they could never get the kind of relief that24

maybe would be socially efficient.25
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More sensitivity to these kind of issues is1

really lacking over at the Patent Office.  They're like2

these messiahs.  Like Bruce Lehman, he got this big grant3

from the government to run around the world promoting4

intellectual property as the best thing that ever5

happened to Africa or something like that.  6

And it's this missionary zeal which is kind of7

troubling.  It's not evidence-based.  If it was the8

Environmental Protection Agency, they would have to go9

through a little bit more rigorous criticism and10

justification for what they do.  This is government11

regulation, government monopolies, and there's nothing in12

the Patent Office that really stands up for the interest13

of the people on the receiving end of these patents.  And14

so that's something that needs to be corrected. 15

MS. GREENE:  Thank you.  Joanne?16

MS. HAYES-RINES:  In the last few minutes we17

have, I just wanted to make a couple of comments about18

legislation that has been proposed previously and19

somewhat touched on today, and to state that the needs of20

the independent inventors are very, very different from21

Corporate America.  When patent legislation changes are22

proposed that may well suit Corporate America, they could23

be incredibly detrimental to the independent inventor.24

One example is first-to-file legislation.  I've25
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had the privilege of talking with inventors overseas.  In1

fact, that's how in 1989 I first learned about first-to-2

file.  I was contacted by a French inventor explaining3

how difficult it was, because they had to operate in a4

total cloak of secrecy, where our inventors have the5

grace period and could go out and do market research and6

do things before they ever filed a patent application.7

And then the other is prior user rights, and how8

if our Constitution does say that patents give the9

inventor the exclusive rights, prior user rights, by10

definition, dilute the value of that patent.  They are11

granting rights to someone who chose to keep a trade12

secret.  And the independent inventor community is very13

opposed to both of those.14

On these issues, when you say that the Patent15

Office, one of its responsibilities is to advise the16

President about the value of intellectual property, how17

it should be changed, how it could be improved, I have18

talked to Director Rogan and said, "How can you propose"19

-- or "How could the Patent Office previously propose to20

change to first-to-file, or to make other" -- such as 18-21

month publication -- "make other proposals that support22

them without any studies to back up what you're saying? 23

What would be the impact to independent inventors, to24

small businesses, to universities, to Corporate America,25
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if you make these changes?"  1

Well, I think the idea of the Patent Office2

being involved and understanding, having a branch that3

does do the research, and just doesn't listen to one side4

of the argument and say, "Well, Corporate America deals5

internationally."  And so we know how to operate on those6

different playing fields.  7

They know their experience, but they don't know8

the experience of the independent inventor in America and9

in France and Japan, of which, of course, there are not10

as many as there are here.  And we feel that's because11

our first-to-invent system encourages independent12

inventors, and that's why we have so many of them.13

For the record, I will submit a list of nearly14

300 products, everything from the ATM to the Furby, the15

laser, and the incredible cardiac pacemaker, all created16

by independent inventors.  I'll put that in the record to17

show the incredible economic power that independent18

inventors have contributed and continue to contribute to19

our society.  Thank you. 20

MS. GREENE:  Ed?21

MR. POLK:  I guess I could take the PTO hat off22

for a second.  I stayed in private practice for a while.23

I would agree that the patent litigation costs are24

enormous.  It is somewhat out of hand right now.  I think25
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there's one solution, and we ask what the solution of1

that could be.  And Mr. Delrahim, maybe you could have2

some insight on how this is going.  3

I know the PTO has been pushing for an appeal4

process to the Federal Circuit from inter partes5

reasoning.  That is a process we have now.  Very few6

people use it.  And again, the number in my head from7

private practice was people don't want to use it because8

of the estoppel effects of getting it to court.  9

I guess something we've been pushing for is,10

again, to have direct appeal to the Federal Circuit from11

that.  And that, obviously, is not having the same12

litigation cost.  It is a reduced cost.  It's13

administrative proceedings before the PTO, and after14

that, it's just a matter of writing an appeal, brief, and15

argument to the Court, which is a whole lot less cost16

than going through the discovery process and the private17

litigation. 18

I guess Mr. Kahin will put some statistics up as19

far as the decline in the obviousness standard.  I would20

simply ask could that possibly be as a result of increase21

in anticipation findings by the Federal Circuit? Did you22

account for that, that that could be a possible reason23

that obviousness standards are going down, that these24

patents are being called invalid on 102 grounds, rather25
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than 103?  And you may want to consider that.  It may1

have some impact with the numbers going down.2

As far as the PTO looking at downstream effects,3

to some extent, this is a rare procedure that's not4

something that we use too often, because, quite honestly,5

we don't go out looking for information to try to go find6

whether a patent is valid.  We put it out, and we assumed7

that it is valid.  8

But we do have a reexamination that the director9

can institute on his own.  And I guess one of the most10

notable ones right now is the Unocal patent, where we did11

-- I think that's in dispute from some of the California,12

I believe, gas --13

VOICE:  Reformulated gasoline.14

MR. POLK:  Yeah.  Reformulated gasoline patent. 15

We heard some complaints about that, and the director did16

institute a re-exam going into that.  I don't know how17

that re-exam, whether it's over or whether the patent was18

found irrelevant.  I can't tell you what happened, but I19

know we do have those procedures.  And when something20

does come to the attention of the director, we do take a21

look into that.22

And as far as the mission statement, I guess I23

sit here and look and let PTO handle it.  I shouldn't say24

that, but yeah, the mission statement, I would agree, is25
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probably not worded the best that it should be.  But I1

don't think that really affects how the examiners do2

their job.  3

I mean, my wife would probably beat me up if I4

didn't say something.  She is an examiner.  So then I5

guess I better say something on their behalf.  But I6

think most examiners, they're conscientious individuals,7

they do try to do a good job, and they do work within the8

limits that they have right now.9

I can sit here, the job that I do belongs to10

appeals to the Federal Circuit.  I have much to see and11

look at the patent references and get prepared to argue12

before the Court.  They don't have months in which they13

have to look at something.  They have a number of hours14

in which they have to examine these patents.  But I think15

they try to do the best job that they can.  16

So I think it's so misleading to think that the17

examiners are just sitting out here, just can't wait to18

issue something.  And I know that's not the case.  They19

do try to do the best job that they can, and they do work20

within certain constraints.21

MS. GREENE:  Frances?  From the Department of22

Justice.23

MS. MARSHALL:  Just a couple of comments.  I24

think today's panel has again laid out this bifurcated25
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nature of our proceedings here.  A lot of discussion1

about patent quality, policy concerns, and then talk2

about what drives innovation, and how the competition3

policy can affect those concerns.4

And I think what we've heard a lot in Berkeley,5

what we've heard some today about is there are6

differences, or there appear to be differences, in what7

drives innovation-specific industries, and that we have8

on the one hand a patent system that has what people call9

a one-size-fit-all formulation for granting patents, and10

then some empirical evidence appearing that there are11

differences in the different industries about how they're12

used and what actually is driving people to move forward13

in those industries, and that, again, I think, as Brian14

was pointing out, there appears to be not a whole lot of15

empirical data on these issues, which are very important16

to how we proceed from a competition policy standpoint. 17

And then I just wanted to point out that we are18

going to be looking at some of these issues in even more19

detail coming up.  We're going to have a session on20

patent pooling, on standards, on refusals to license, IP21

bundling, then taking a look also at practical issues,22

about how you go about analyzing patents within the23

context of an Anacosta investigation, and then also24

looking at patent settlements.  And some of these issues25
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about innovation and how you should take them into1

consideration in looking at them in an antitrust context2

will again come to the fore.3

But they are difficult issues, and I think this4

-- many of the issues that you've been raising just to5

point out to all of us how complex each one of these6

questions are, and how there are no easy answers.7

MS. GREENE:  Well, thank you all so much.  I am8

grateful that you participated.  Excellent exchange. 9

Thank you for going without a break.  But what can I say? 10

You all had too much to say, so it's your fault.  Thank11

you, thank you, thank you.  And our session will start12

this afternoon at 1:30.13
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1

A F T E R N O O N  S E S S I O N2

(1:30 p.m.)3

-    -    -    -    -4

MS. MOORE:  Good afternoon.  5

I'm Robin Moore, and I'm a staff attorney in the6

Office of Policy Studies in the General Counsel's Office7

here at the FTC.  To my left is my supervisor and my co-8

moderator, Susan DeSanti.  She's Deputy General Counsel9

in the Office of Policy Studies.10

To my right, I have Sue Majewski.  She's in the11

Office of Legal Policy at the Department of Justice. 12

MS. MAJEWSKI:  I'm actually an economist. 13

MS. MOORE:  Okay.  I stand corrected.  And, to14

Susan's left, I have Edward Polk, who is the Associate15

Solicitor at the PTO. 16

This afternoon's panel is the first of three17

panels focused on obtaining business perspectives18

regarding the world of patents and antitrust systems in19

either encouraging or discouraging innovation in various20

industries.  It's a topic that we started at Berkeley in21

these hearings. 22

This particular session will focus on23

pharmaceutical and biotech, and tomorrow's panel is going24

to focus on hardware and semiconductors and software and25



124

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

the Internet. 1

Before we get into the topics, let me introduce2

the panelists that we have here today.  Rochelle Seide,3

who is sitting on the end here, is a partner in the4

Intellectual Property Department of Baker Botts's New5

York office.  Her practice focuses on, among other6

things, patent prosecution and client counseling in the7

biotech pharmaceutical industries.  In addition, she8

holds a Ph.D. in human genetics from the City University9

of New York, an M.S. in biology from Long Island10

University, and a B.S. in bacteriology and botany from11

Syracuse.12

To Rochelle's right, we have Edward Snyder. 13

He's the Dean and a Professor of Economics at the14

University of Chicago's Graduate School of Business.  He15

received his Ph.D. in economics and an M.A. in public16

policy from the University of Chicago, and he has focused17

his research on industrial organization, antitrust18

economics, law and economics, and financial institutions.19

Continuing around the table, we have David20

Coffin-Beach, who is the President of Torpharm.  Torpharm21

is the U.S. manufacturing facility for Apotex, which is22

Canada's largest privately-owned pharmaceutical company. 23

David holds a B.S. in pharmacy from Union University's24

Albany College of Pharmacy, and a Ph.D. in pharmaceutics25
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from the University of Maryland. 1

Continuing around here, to my right, we have2

Greg Glover.  He is a partner at Ropes and Gray's3

Washington, D.C., office, where his practice focuses on4

advising pharmaceutical, chemical, and biotech companies,5

as well as trade associations, on FDA regulations and6

intellectual property law.  He also holds an M.D. from7

Duke University.  Today, Mr. Glover is representing8

Pharmaceutical Research and Manufacturers of America, or9

PhRMA, which represents the country's leading research-10

based pharmaceutical and biotechnology companies. 11

To Greg's right, we have Barbara Caulfield, who12

is the Executive Vice President and General Counsel of13

Affymetrix.  Affymetrix is probably best known for its14

gene chip technology, which is a tool that has helped15

harness the Human Genome.  Prior to coming to Affymetrix,16

Barbara served as a U.S. District Judge for the Northern17

District of California. 18

Next to Barbara is Robert Armitage, who is Vice19

President and General Patent Counsel for Eli Lilly and20

Company.  He's currently the chair-elect of the National21

Council of Intellectual Property Associations, and he22

also chairs the Fellows of American Intellectual Property23

Law Association.24

To Bob's right is Monte Browder, who is Senior25
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Intellectual Property Counsel at IVAX, a company which1

specializes in proprietary and generic drug products. 2

Prior to coming to IVAX, he worked at several big3

pharmaceutical and chemical companies, including Merck,4

Zeneca, Abbott, and DuPont.5

With this impressive table of individuals, I'm6

hopeful that we will have quite a lively and good session7

this afternoon.  We're going to address two topics.  The8

first is the role that both patents and competition plays9

in driving innovation between research companies in the10

pharmaceutical and biotech industries.  The second is11

what impact the threat of generic entry or generic entry12

outright has on the innovation of the pharmaceutical13

industry. 14

Before we get started, let me just lay out a15

couple of ground rules, one of which I've already broken,16

which is to try to speak into the microphone so that we17

have a good record.  The second is I will guide the18

conversation in the sense that I'll throw some general19

questions out to either a specific individual or to the20

panel as a whole.  If any of the panelists wants to add21

something, all you need to do is just tip your nameplate22

up like this.23

So I'm going to throw the first question out to24

Bob and ask him to explain how drug development works,25



127

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

and how the patent term of drug discovery works. 1

MR. ARMITAGE:  Thank you.  I'm glad you asked me2

that question.  Because there's a very short and simple3

answer to how the drug discovery in an innovative4

pharmaceutical company works.  You simply take about a5

billion dollars, and 20 years later, you have, if you're6

lucky, an innovative medicine bill.  That would at least7

be the short answer.  But perhaps you would like me to8

elaborate a bit on the short answer.9

There are basically what I would call two10

distinct stages of innovation.  One is going from idea to11

molecule.  The other is going from molecule to innovative12

drug product.  And indeed, this can be for many13

significant medicines a 15- or 20-year effort beginning,14

of course, with the scientists figuring out what among15

the 10,000 medicines that have already been developed16

would be the next medicine that would be effectively17

competitive with all the medicines on the market, and18

actually make a substantial contribution to human health.19

The ways in which ideas for new medicines go20

from ideas to molecules are probably as numerous as the21

number of products on the market.  Modern biotechnology22

can play a role with drug targets and receptors. 23

Scientific insight, hunches, and sometimes someone who's24

simply so relentless, refusing to give up on an idea25
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until finally the idea for that -- the time for that idea1

has come.2

Getting to the molecule requires an enormous3

investment in experimental chemistry, chemists or4

biotechnologists willing to take molecular innovation to5

places where no human being has gone before.  When you6

have a molecule and you've established that there's at7

least some hint of important biological activity, then8

the real hard, expensive effort commences of figuring9

out, whether through animal testing, and then eventually10

human clinical testing, you will have a drug that will be11

safe and effective.  And we'll leave for a later12

discussion whether that drug actually could ever be13

successfully and competitively marketed once approved by14

the FDA.15

Normally, once you've finished your animal16

testing, sufficient testing to establish that the drug is17

likely to be able to be used in human beings, you go18

through the traditional three phases of clinical study19

mandated by the FDA.  Phase I studies, where you take20

healthy people and at first maybe give them but a single21

dose of the drug to see the effect on a human being. 22

Finish your Phase I studies, largely designed to23

determine that the drug can be in some ways safely24

administered to human beings.  25
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Phase II is more expanded testing.  Often, some1

of the patients receiving the drug in Phase II will2

actually be patients for whom the drug might later be3

indicated if approved.  And then sophisticated, double-4

blinded, and sometimes very extensive clinical trial work5

-- for many drugs, clinical trial work that may take6

years to complete -- to indeed establish that the drug is7

safe and effective enough so that a new drug application8

could be submitted to the FDA.9

And, of course, if all this is successful, you10

probably have started out with between a thousand and11

10,000 molecules and found one that passes all the tests,12

you can file a new drug application or a biological13

license application, have the FDA review your14

application, and then you reach the point where you're15

finally able to sell your drug.16

And for at least a few drugs that go through17

this 15- to 20-year effort, and in round numbers, about a18

billion dollars worth of activity, you'll find a drug19

that will actually return profits to the innovator, and20

those profits, obviously, are what's used to drive the21

next cycle of innovation in a big pharma company. 22

So it's really quite simple.  And fortunately23

for all of us, it has delivered that engine of innovation24

over the last 30 years.  Probably the single most25
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important contribution next to sanitation in all human1

research. 2

MS. MOORE:  Thank you very much.  Before we go3

on -- and then I think what I would like to do is hear4

from Greg, who has some prepared remarks, followed by5

Barbara Caulfield from Affymetrix, is to have the panel6

give a one- or two-sentence introduction beyond what I7

have given about their company and the issues that face8

their company.  Why don't we start with Monte.9

MR. BROWDER:  As Robin indicated, IVAX is a10

proprietary and a generic drug company.  I have these11

slides that could give a real quick introduction to IVAX. 12

The company profile, global R&D with global manufacturing13

and global marketing.  We actually have 700 scientists14

and physicians, over 8,000 employees.  We are all over15

the world.  And again, the focus is a split between16

generic pharmaceuticals and proprietary pharmaceuticals. 17

Our revenues in 2001 are over a billion dollars per year,18

with the generic being about 60 percent of those19

revenues, and the proprietary being 40 percent. 20

Our future, at least the chairman of the21

company, that's Bill Frost, who's a dermatologist and22

founded the company back in the mid-'80s based in Miami,23

Florida, is that we, too, would like to become a24

proprietary business and grow our business to the point25
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where it's perhaps 80 percent of our revenue or more, and1

not rely on the generic segment for our revenues. 2

In terms of the business drives of our company,3

Dr. Frost has maintained an international strategy, and4

so he's gone into places -- or we've gone into Latin5

America, Hungary, Czechoslovakia, England, and the United6

States to establish our company.  And the worldwide7

operations are throughout the world, and he intends, or8

we intend, to develop that even further.9

Therapeutic categories is a focus of the company10

in the sense that we don't have huge numbers of11

therapeutic categories.  But the respiratory franchise is12

a large part of our business.  We acquired Norton Health13

Care in the United Kingdom, and they have some devices14

called Easy Breathe that puts albuterol and betamethasone15

and various other known asthma drugs.  And we hope to16

market those all over the world.17

We also have dry powder inhalers, which is18

another kind of device.  We intend to market and sell19

that as well.20

In addition to that, we have recently acquired,21

through an acquisition from Elan, a product called22

Nasarel, which is a flunisolide hemi-hydrate.  And we23

actually do have patents listed in the Orange Book.  24

So we're a fine line between being both a25
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branded company and a generic company in terms of some of1

the issues that we have to deal with. 2

And that is pretty much the basic --3

MS. MOORE:  Thanks.  Bob?4

MR. ARMITAGE:  We also have patents listed in5

the Orange Book at Eli Lilly.6

(Laughter.)7

MR. ARMITAGE:  We're about a $10 billion8

pharmaceutical company in sales.  Actually, a little more9

than that.  We spend about $2 billion a year on10

pharmaceutical research and development efforts.  Our11

major area of innovation in the last several years has12

been in the neurosciences area.  I'm sure you've all13

heard of the drug Prozac.  It literally revolutionized14

the treatment of depression.  Probably many of you,15

particularly in light of John Nash's recent notoriety,16

have heard of our drug Zyprexa, which indeed is one of17

the most important medical advances in the treatment of18

schizophrenia of all time.19

Lilly is also the largest or one of the largest20

biotechnology companies on the planet.  Between our human21

insulin products, growth hormone, and our new sepsis drug22

Xigris, we have, among big pharma, perhaps one of the23

most divergent approaches to innovation, being fairly24

balanced between small molecules and biotechnology25
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molecules. 1

In terms of the IP issues that face Lilly today,2

obviously, IP rights globally are a concern to us, as3

they are to all pharmaceutical companies.  But the4

majority of our sales and most of our research is done in5

the United States.  And in the United States, we face6

some particularly difficult IP issues. 7

I think as you're all aware, in 1984, Congress8

basically eliminated the traditional trade secret9

protection available for data packages as they relate to10

innovative medicines.  So that our generic pharmaceutical11

competitors no longer need to independently develop trade12

secret safety and efficacy information in order to get13

generic approval, literally being able to take advantage14

for free of billions of dollars worth of our research15

activities. 16

And as a consequence, this leaves us with patent17

rights, and really solely patent rights, and the primary18

driver of marketing exclusivity for innovative medicines. 19

And as a result, our most innovative products, really,20

after a fairly transient period of time, often shorter21

than the time it took to originally develop that, become22

subject to very intense generic competition, essentially23

becoming overnight commodities.24

We are privileged in the United States to have a25
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patent system that does provide adequate and effective1

protection for innovations.  However, like other2

innovators in all fields of technology, our patent system3

is a bit complicated and expensive to use.  It has many4

subjective elements that reduce its predictability and5

drive up the cost of litigating patents very6

substantially, and for many of the products, particularly7

in the biotechnology area, it often takes too long for8

the Patent and Trademark Office to establish patent9

rights, which only serves to amplify the uncertainties. 10

Thanks.11

MS. MOORE:  Thank you.  Barbara?12

MS. CAULFIELD:  Affymetrix is a company of 90013

people.  It's a research company.  It's what's called a14

biotech tool company.  We make the Affymetrix gene chip15

array product.  It is the ability to manufacture, using16

computer type manufacturing techniques, a biological17

testing device where you can put down 100,000 genes on a18

single slide the size of your fingernail half of DNA19

sequences.  Then other DNA sequences are added by20

researchers, and where there's a match, it lights up. 21

Those sections that light up are read by computers, and22

are e-mailed all over the world.  It is a revolutionary23

tool.  It's used by all the major universities in the24

United States, as well as worldwide.25
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One of the very interesting things that we found1

is that what used to take a post-doc in the laboratory2

approximately six months with proper front-end research3

can now be done in 20 minutes.  And the reason why this4

is so critically important is you can see how much more5

quickly biotech research and genetics is going to move. 6

The impact is yet unknown.  It is an infant7

science.  Let me just give you three examples of things8

that have been found in the last three years using this9

gene chip array technology.  And there are many other10

companies that do the same kinds of technology. 11

Working with Harvard at the medical school as12

well as the biotech, they discovered, actually, the gene13

that is the metastasis gene for cancer.  Now, that's not14

to say there's a cure for cancer, but now they know where15

in the genome the metastasis gene lives.  That doesn't16

mean it can be shut off yet, but the research is ongoing.17

The second major piece of research was that18

there's two kinds of leukemia.  I'll spare you the19

biotech details but both are very difficult to cure. 20

They have a very short life span once you're diagnosed. 21

But you can increase the possibility that a person will22

live through these two different kinds of leukemia if you23

can tell which one is which, because they have very24

different chemotherapy interventions.  If they use the25
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wrong one, it can increase the death rate.1

It used to be done with a microscope and looking2

at slides, which required a tremendous amount of3

expertise.  But because with the gene chip, you can take4

it down to the level of the DNA of which kind of leukemia5

is at work, that that test can now be given to people who6

have this particular disease, and a chemical intervention7

strategy created for them.8

Now, those are three things within the last9

three years that have been done.10

So I like to think of the Affymetrix gene chip11

as an entirely new kind of microscope that is critical to12

DNA research, and very, very fast.  And also very13

automatic in the sense that you can guarantee that an14

experiment done in Harvard could be matched to an15

experiment done in Paris, or Alaska, and e-mail the16

results.  So the ability of scientists to cooperate is17

critical, and also can move the research forward.18

Where is this going?  I think the next big area,19

as I have already featured, is the area of oncology. 20

Because we have just begun in the U.S. research21

facilities, of course, to look at the genetic composition22

of tumors.  Specific tumors.  It's not just a person's23

genetic composition, but what is it in a particular tumor24

that either can be treated, or there can be an25
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intervention, or we can at least get a picture of what1

those tumors are like.  It's going to be the major2

impact, many people believe, in oncology research. 3

So Affymetrix is a tool company.  We're in Santa4

Clara, California.  And we're obviously very interested5

in the issues of how patents will play in this research6

area, and how this very powerful DNA research can be7

unfettered by blocks that may, in fact, impact us here in8

the United States, and they may not impact in Europe or9

in Canada.10

MS. MOORE:  Thank you.  Greg?11

MR. GLOVER:  As Robin mentioned, PhRMA12

represents the leading research-based pharmaceutical-13

involved technology companies in the country.  These are14

the companies that are known by everyone as household15

names that have been responsible for the treatments and16

cures that have improved the public health over the last17

century, and will be developing new treatments and cures18

into the next century.19

PhRMA is here today to emphasize the importance20

of strong and certain intellectual property protection in21

the pharmaceutical industry for biomedical research and22

to the public, particularly patients.  And I'll expand on23

these comments in my prepared remarks later. 24

MS. MOORE:  Thank you.  David?25
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MR. COFFIN-BEACH:  My name is David Coffin-1

Beach.  I'm down from Toronto, Canada.  I am the2

President of Torpharm, which is a division of Apotex,3

which is Canada's largest privately-held pharmaceutical4

company.  Similar to IVAX, we have both generic and5

proprietary pharmaceuticals.  The Proprietary Division6

has a product that is now sold internationally.  It's an7

oral iron chelator.  8

The majority of Apotex's revenue stream comes9

from generic drugs.  It's a 30-year-old company headed by10

Dr. Barry Sherman.  Apotex thrived in the Canadian11

environment under a compulsory licensing law that was in12

effect until the early '90s with the advent of NAFTA, and13

then it was repealed.14

Torpharm has been a company that I've had the15

pleasure of leading from a greenfield start-up in 1993. 16

We currently employ some 600 employees.  Apotex employs17

some 4,000 people in Toronto, commercializes products in18

some 115 countries around the world, and does both19

innovative research and generic.  Our major thrust into20

the U.S., however, is generics, and that's who I'm here21

today to represent.  We're not a household name, but we22

hope to be one day.23

MS. MOORE:  Thank you.  Ted?24

MR. SNYDER:  Thank you, Robin.  I will just use25
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this time to introduce myself a little bit more.  I'm1

Edward A. Snyder, Professor of Economics and Dean at the2

University of Chicago Graduate School of Business.  I3

began my professional career 24 years ago with the4

Antitrust Division, and also served as staff to the5

National Commission to Review Antitrust Laws and6

Procedures.  7

As Robin indicated, my academic research focuses8

on antitrust enforcement, and I've done work on financial9

institutions, legal rules, and contracting practices. 10

I've also served as an antitrust expert in various11

antitrust cases involving brand name drugs.12

Last week, I finished co-teaching a class on13

major policy issues with Gary Becker, Nobel laureate in14

economics, and Kevin Murphy, winner of the John Bates15

Clark Medal in economics.  In addition to developing16

frameworks on policy issues, our students actually went17

through and looked at various current public policy18

proposals and did a great job in analyzing them.  I19

taught the modules in antitrust policy and on the20

pharmaceutical industry.  And I'll speak later today21

about some research that I've been doing.22

MS. MOORE:  Great.  Rochelle?23

MS. SEIDE:  Yes.  I'm Rochelle Seide.  I'm a24

partner with Baker Botts, which is a 650-person general25
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practice firm with about 120 of our attorneys who1

practice patent and trademark law, true intellectual2

property lawyers.  I head up the firm's biotechnology and3

pharmaceutical practice in the New York office.  I've had4

about 17 years of patent law experience primarily in the5

area of biotechnology and pharmaceuticals.  6

As Robin said, I have a Ph.D. in genetics, and7

prior to becoming a patent lawyer, I was a professor of8

medical genetics at a medical school in northeast Ohio,9

and did work on -- actually, at that time, it was not10

gene therapy.  It was the predecessor for gene therapy11

techniques, enzyme replacement therapy for treating12

genetic diseases.  So I've actually had work in the13

trenches on biotechnology research as it affects diseases14

as well.15

Our practice involves as a private practitioner,16

and I'm not here representing the pharmaceutical industry17

or the generics.  Our practice and our firm represents18

just about everybody as a private firm.  We represent19

pharmaceutical companies, we represent biotech companies20

large and small, we represent industry individuals, and21

we represent universities and medical institutions.  22

So we see a lot of intellectual property issues23

across the spectrum from very, very early stage24

technology coming out of, say, universities, and later,25
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intellectual property issues of downstream and companies. 1

And we look at all the facets of this technology, from2

procuring patents for our clients to rendering opinions3

and counseling on what is patentable, what's not4

patentable, how to avoid problems -- you know, mainly how5

to avoid problems if they come to us early enough -- and6

enforcement issues.  We also get involved in litigation. 7

So we've seen it from the whole spectrum in these issues,8

and mainly in this area that we're going to talk about9

today.10

MS. MOORE:  Thanks.  Why don't we go now back to11

Greg, and he can give us his prepared remarks.12

MR. GLOVER:  Good afternoon.  On behalf of the13

Pharmaceutical Research and Manufacturers of America, I14

am pleased to appear before you today to present15

testimony on the Issues of Competition in the16

Pharmaceutical Industry.  17

PhRMA represents the country's leading research-18

based pharmaceutical and biotechnology companies, which19

are devoted to inventing medicines that allow patients to20

lead longer, healthier, and more productive lives. 21

Having invested more than $30 billion in 2001 alone in22

discovering and developing new medicines, PhRMA companies23

lead the way in the search for cures.24

Today I will speak on the drug development cycle25
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and the fundamental role intellectual property rights1

play in this cycle, the importance of maintaining2

incentives for pharmaceutical research and development,3

and the compatibility of competition and intellectual4

property rights. 5

Achieving the promise of pharmaceutical6

innovation requires the maintenance of strong and7

predictable intellectual property rights.  The social8

value of the pharmaceutical industry is apparent and9

profound.  Not only is it the source of cost-effective10

treatments that continue to increase life expectancy and11

bring better lives, it is also a significant contributor12

to the strength of the United States economy.13

The strength of intellectual property rights14

protection profoundly impacts investment decisions.  The15

investment secured by intellectual property rights16

supports the constant efforts of research-based companies17

to develop innovative products to compete with the18

products of other research-based companies in a given19

therapeutic class.  This investment also promotes20

competition between research-based companies and generic21

companies, as this is a crucial point to understand. 22

Simply stated, generic companies are in the23

business of copying products developed by research-based24

companies.  To the extent investment does not occur to25
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fund the development of those innovations, research-based1

companies and generics alike will have fewer new2

products, and less competition will occur.3

The pharmaceutical industry depends upon a cycle4

of innovation that is supported by strong and predictable5

intellectual property rights.  Intellectual property6

rights protect early-stage innovation that is essential7

to the development of new treatments and cures.  These8

rights enable the development of government-approved9

marketable drug products.  And by providing research-10

based manufacturers an opportunity to benefit financially11

from the innovations they develop, these rights also12

provide the necessary incentive to promote further13

investment to support research, development, and14

refinement needed to discover future treatments and15

cures, and provide them to the public.16

Robust patent rights for initial and sequential17

product development are needed to promote innovation and18

related competition.  Sequential product innovation is an19

important feature of the innovative process for the20

pharmaceutical industry.  As you can well imagine,21

innovation does not occur in a predictable, consistent22

manner.  It comes as it will, sometimes quite23

serendipitously.  The full range of patent protection is24

crucial to achieving the full benefits of sequential25
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innovation. 1

In addition, innovation and competition in the2

pharmaceutical industry require the ability to make3

economically efficient decisions regarding intellectual4

property transactions and disputes, whether with regard5

to licensing or settlement of infringement claims.  Good6

faith efforts to protect internal innovations and to make7

economically sound decisions regarding their use should8

not be subject to extraordinary antitrust scrutiny that9

discourages such conduct.10

I would now like to describe the drug11

development process, the vast commitment in time and12

money it demands, and the magnitude of risk inherent to13

it.  The key to the pharmaceutical industry's innovation14

is the ever-growing investment in research and15

development.  Pharmaceutical companies are investing more16

in research and development than ever before.  Enormous17

investments are necessary to support this time-sensitive,18

extremely expensive, and risky effort.  19

On average, economists estimate that it takes 1020

to 15 years to develop a new drug.  Most drugs do not21

survive the rigorous development process.  Only 20 in22

about 5,000 compounds that are screened enter preclinical23

testing.  And only one drug in five that enters human24

clinical trials is approved by the FDA as being both safe25
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and effective.1

Since 1980, the average number of clinical2

trials conducted prior to filing a new drug application3

has more than doubled, and the number of patients in4

clinical trials has tripled.  Cumulatively, several5

thousand patients may be studied during the clinical6

phase.  Numerous medical procedures are performed on the7

patients to acquire the necessary safety and efficacy8

data to support the marketing application.  Beyond these9

pre-approval requirements, sponsors often take additional10

post-marketing steps to insure that their products can11

easily be used safely.  Accordingly, the average cost to12

develop a new drug has grown significantly, and has been13

estimated $802 million. 14

At the same time, average returns from marketing15

a new drug have dropped.  A 1998 Congressional Budget16

Office report estimated that average returns to a pioneer17

from marketing a new drug had declined by approximately18

12 percent since 1984.  Despite popular misconceptions19

about the invariable profitability of pharmaceutical20

companies, most marketed drugs failed to cover their21

research and development costs.22

Even the largest pharmaceutical companies cannot23

diversify the underlying research and development-based24

investment risk.  They must rely upon a handful of25
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flagship products for the majority of their sales, and1

the commercial life of a drug is generally less than2

seven years.3

Consequently, even major companies must develop4

a blockbuster every two to three years or face massive5

financial contraction.  The frequency of mergers of6

research-based companies is a direct consequence of this7

basic market dynamic.  As market conditions have8

continued to become increasingly competitive, this9

dynamic has become even more significant.10

In contrast, the costs to develop a generic drug11

are, in both relative and absolute terms, extremely low,12

allowing generics to enter the market at dramatically13

reduced prices, as they have done increasingly at high14

rates.15

In 1984, generics accounted for 19 percent of16

the prescription drug market.  By 2000, generics17

accounted for 47 percent of the prescription drug market. 18

Pioneers lose more than 40 percent of their market share19

on average generics soon after patent expiration.20

With the scale of investment and risks necessary21

to develop new treatments, strong intellectual property22

protection is essential for the preservation and growth23

of the research-based pharmaceutical industry, and thus24

for the continuing development in new and better25
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medicines for patients. 1

Now I would like to turn to the importance of2

intellectual property rights protection, both for3

innovation and competition in the pharmaceutical4

industry.  5

While patents are more or less significant to6

innovators in all industries, they are absolutely crucial7

to the pharmaceutical industry.  Without current levels8

of intellectual property protection, there would be no9

significant pharmaceutical industry, at least not in its10

current form.  And neither would there be a significant11

generic industry, because few new drugs would be12

developed for generic companies to copy.  13

The reason is simple.  Companies would not be14

able to invest the huge amount of time and money it takes15

to discover and develop a new medicine if they did not16

have the sufficient opportunity to make a reasonable17

return before generic competitors copy and market the18

drug at greatly reduced cost.19

It is also important to underscore that20

pharmaceutical inventions rarely reap the benefits of the21

full statutory patent term.  The full term in the United22

States is 20 years from the date a patent application is23

filed.  Drug firms have a strong inducement to apply for24

patents early in the development process.  However, the25
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lengthening development and FDA review times mean reduced1

effective patent lives.  That is, the time on the market2

following FDA approval.  3

The average period of effective patent life for4

new medicines introduced in the early to mid-1990s that5

received patent term restoration is only 11 to 12 years. 6

Innovators in other industries who do not need regulatory7

approval before going to market typically receive up to8

18.5 years of effective patent life.9

Pharmaceutical patents impact competition both10

between research-based companies and between research-11

based and generic companies.  Pharmaceutical patents12

confer exclusive rights to market a specific product for13

a limited period of time.  Pharmaceutical patents,14

however, do not grant the manufacturer a monopoly on the15

treatment of any specific disease.  Other manufacturers16

are free to produce and offer different medicines to17

treat the same disease, and there is strong competition18

between products within therapeutic classes.  For19

example, different patent medicines to reduce cholesterol20

and limit blood pressure compete vigorously against each21

other. 22

Increased competition in the rush to find new23

and better cures for diseases has resulted in a24

shortening period during which a new breakthrough25
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medicine can hope to be alone on the market.  For1

example, Tagamet, an ulcer drug introduced in 1977, had2

six years on the market before another drug in the same3

class, Zantac, was introduced.  In contrast, Invirase,4

the first of anti-viral drugs known as protease5

inhibitors, was on the market only three months before a6

second protease inhibitor, Norvir, was approved. 7

Patients and the American health system benefit from this8

robust innovator competition.9

With respect to competition between research-10

based and generic companies, first it's important to11

understand the 1984 Hatch-Waxman law stimulated the12

development of a generic pharmaceutical industry in the13

United States.  Since the law's passage, the generic14

industry's share of the prescription drug market has15

jumped from less than 20 percent to almost 50 percent16

today.  The economic realities of non-innovator commodity17

production allow generics to enter the market at a18

significant discount, and for prices to decrease with19

increased generic entry.20

These market developments, carefully balanced21

with protections for pioneer intellectual property, have22

spurred additional innovation and competition.  Brand23

name manufacturers have introduced new dosage24

formulations that provide superior therapeutic products25
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than the original formulation, and have introduced over-1

the-counter versions of products.  These competitive2

innovations have been effective for selected drug3

products and categories in those cases where physicians4

and patients find these incremental innovations5

sufficiently attractive to forego use of less expensive6

generic alternatives.7

There's also an important relationship between8

sequential innovation and patent protection.  The9

pharmaceutical industry is characterized by significant10

first-mover advantages.  At the same time, breakthrough11

drugs generally face competition within their initial12

patent life from other branded drugs of the same13

therapeutic class.  This sets up a comparative14

environment in which branded rivals rely heavily on15

product differentiation to achieve competitive advantage16

over other branded rivals.  Further, with eventual17

generic competition a certainty under the Hatch-Waxman18

Act, branded manufacturers try to develop improved19

products to retain sales.20

Sequential product innovation also produces21

substantial consumer benefits.  It results in a variety22

of different drugs within the same therapeutic class that23

have a variety of different clinical and side-effect24

profiles.  This gives physicians more options to fit the25
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drug to the needs of the individual patient.  And the1

substantial demand for improved variations of pioneer2

drugs, even after the introduction of lower-priced3

generic competition, attests to the consumer benefits4

attributable to the sequential innovation.5

To conclude, the pharmaceutical industry is6

alive and well.  Innovation continues apace, and7

competition is robust.  The system works.  However, it is8

delicately balanced.  It relies ultimately upon enormous9

investments of time and money to support an innovative10

process that is inherently uncertain.  Maximizing the11

certainty that a research-based manufacturer can obtain,12

enforce, and make full legitimate use of intellectual13

property rights is essential to maintain the cycle of14

innovation upon which the industry and the public rely. 15

Thank you. 16

MS. MOORE:  Thank you, Greg.  And now we'll hear17

from Barbara.18

MS. CAULFIELD:  I had introduced Affymetrix a19

little bit earlier, and now let me go to the first slide,20

which is what I call Baseline for Genomics Research.  And21

I want to say that this is a very different market, and22

it's a very different approach than I think some of the23

other speakers are going to be discussing today.  And24

here's why.  25
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Genomic research, there is no doubt about it, is1

in its very early stages.  I mean, I think many of you2

remember from headlines in the New York Times or3

Washington Post, there's 350 human genomes, and now we're4

down to 35.  And before this is all over, it will go up5

and down a few times. 6

The other thing to remember is we now have the7

50,000-foot view of the human genome, if I can put it8

that way.  We're going to drill down deeper.  We're going9

to know a lot more about it.  And it's rapidly moving,10

but it is an infant market with infant research.11

The effect of this market is going to be on12

every kind of health research we do worldwide.  It's13

going to have a profound effect on oncology.  It's going14

to have a profound effect on medical research, both15

clinical and diagnostic.  But we just can't predict what16

it is now, which is why it is so interesting from an17

infant market perspective, and why it probably needs more18

monitoring, surveillance, and/or protection, however you19

like to look at that, at this stage by government20

authorities.21

The tools are just now developing for how we22

look at this research.  Databases -- everybody hears23

about bioinformatics, but what really is that?  Right24

now, they're huge databases of what we do know about the25
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human genome.  Eventually, it will include data about1

individuals.  It will include data about particular2

tumors.  And so it is not going to be how you collect the3

data, but how you release the data, package the data,4

help medical researchers analyze the data.  And all of5

that is a submarket called bioinformatics.6

Now, the public importance of rapid research 7

built on the public database is what distinguishes this8

market from a lot of others.  You know very well that we9

had a debate as, you know, who owns the genome?  And we10

all decided that it was no one, that there was going to11

be a public database equally accessible.  It was some of12

the things we decided a long time ago about tumor13

databases in the medical field, that they should be14

something that's open to all researchers to do.15

So that also is a distinction here.  We've16

already made the decision that this is a public database. 17

And as the data becomes more real, more effective, more18

rapidly developed, it is our position that it should stay19

in the public sector.  And that is not to say that we20

disagree that people ought to have IP rights.  It's just21

that the balance is very, very delicate in an infant22

market and in such an important area.23

The other interesting development here is the24

oncology research, which I've touched on a little bit. 25
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But we are now beginning to see that oncology research1

has a very important genetic component.  We always2

thought that.  We always counseled people about families3

who have certain kinds of cancer that repeat.  And now4

we're going to be able to figure out interventions,5

possible early chemical therapies.  And it's a worldwide6

research opportunity. 7

Now, the reason why that is important is because8

if the oncology research is being done worldwide, then9

how the laws of the United States play into a worldwide10

research effort are critical.  Because if we have a11

different balance, for example, than France or Canada,12

you may see that research will leave the U.S. and go13

overseas, which is something that no one wants to see14

from a U.S.-centered perspective.  We would rather see15

greater cooperation worldwide. 16

Now, the bottom point is we have to look at this17

as novel research in infant science and infant markets to18

get a perspective, which is very different from a lot of19

the other subjects that we will probably talk about20

today.21

Just to give you one slide on why we need to22

understand a little bit about the science is if you look23

to the left of this slide, it shows, you know, a24

representation of a DNA sequence.  And what we're going25
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to be doing literally is mining every little spot on that1

database.  And then once we figure out where things are 2

-- and we haven't even gotten very far yet; we're still3

at the 50,000-foot level -- we have to measure the4

variation between people -- very difficult -- and what5

the function of the variations are.  6

Once we do that, and we're just now getting into7

this issue, then we have to go through and say, "Is there8

a group of genes?"  That's what's called genotyping.  Is9

there a group of genes that leads from one thing to10

another?  It's not a single gene leads to this and a11

single gene leads to that.  What is the interactive phase12

to it?  And we're also just starting that.13

Then we have to go down to expression, and14

what's important about expression.  That's what these15

genes do.  They express proteins.  And even if we16

understood how they work together, if they work together,17

what is the expression component of it?  One group of18

genes may express one thing, another group of genes may19

express another, or it may vary from individual to20

individual.  And then you have a disease mechanism or21

health mechanism that is dependent upon this.  So this is22

important to see how early we are in the sequence of all23

these issues.24

Now, if you want to take sort of a view of what25
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does that level of complexity, being very infant about1

it, where are we going to go?  At any one of these2

integrations, there's going to be both a legal process, a3

court process, a patent process that will be engaged. 4

But the balance is very delicate.  5

And one of the questions is -- and I will come6

to it in a minute -- can anyone really own the genome? 7

Can they own a spot on the genome?  Is it like real8

estate?  Can you own somebody's tumor sample, and thereby9

prevent other people from doing research on it?10

Then there's the research tools.  What kind of11

research tools do we need?  They are patentable,12

obviously.  And then there's the analysis.  Once we13

figure out that there is a certain genotype that causes14

or doesn't cause a human health result, can that15

knowledge be owned?  Not the drug to intervene, not the16

test to do it, but the knowledge about it.  And how do17

you price a database that includes that information that18

is really derived from human beings?19

So here's the fundamental questions that I don't20

think really have been answered yet.  And I know there21

are cases that have danced around some of these issues,22

but they have never really dealt with the human genome23

issue.  And there are some people that say this could24

also well be a plant genome issue.  But from my25
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perspective, I'm only talking about the human genome. 1

So who owns the genome?  And the answer to that,2

from my perspective, is no one.  Now, there are people3

that say because of a Supreme Court case in 1980, 204

years ago, the Chakrabarty case, which said that you can5

patent a human-made microorganism, that because of that6

case, you ought to be able to patent a sequence of DNA. 7

Well, even under Chakrabarty, you shouldn't be8

able to patent it unless you made it.  And you don't make9

human genome sequences or DNA sequences as they occur in10

nature.  You may make them further down the line for11

intervention, but you don't make them.  You simply look12

at them in many different ways.13

Who controls access to the genome?  And the14

answer to that is the individual patients who are being15

examined or consulted, and the individual researchers. 16

But it shouldn't be a blocked access.  And again, one of17

the big intervention issues is who owns the genome and18

who owns the sample that a person has contributed to the19

research -- is it the researcher; is it the individual --20

at this level?21

Who can monetize the genome?  And again, this is22

the commercial question.  And the answer right now is23

anybody who can prove to the Patent Office that they have24

got an honest development off of the human genome. 25
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Now, here's the first question, I think, this1

particular human genomic research market faces.  Should2

naturally-occurring gene sequences be patented?  And this3

is a very significant impact question for the research,4

for the market, and for the future of this research, I 5

think on an international competitive basis, as well as a6

U.S. competitive basis.  I think you can tell from my7

remarks that we believe no, that Chakrabarty said you8

have to make something in order to patent it, and that9

means you can't patent a particular gene, or a sequence10

of a gene.  You can patent a process.  You can patent a11

drug.  You can patent a cure.  You can patent all of12

those downstream things.  13

But there are many who say, "No, I own the14

patent on a particular gene, because I know that it15

contributes to a particular disease."  And there's no16

turning back the clock on this issue, but I think it17

deserves greater scrutiny in the U.S., because as we move18

from just in gross knowing about sequence and databases19

to really doing the research, those that have a gene20

patent can charge everybody who wants to do research on21

it.  And eventually, it will get highly prohibitive.22

So what I call the land-grabbing gene patents23

may already be started.  It is our position that it needs24

to be stopped, and it needs to be stopped with both25
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Patent Office and legislative intervention.1

Rewarding early innovators versus the cost to2

society -- we absolutely agree.  I mean, we are an early3

innovator in the tools industry.  There's no doubt about4

it.  And we think that early innovators have to have a5

reward.  But I think the analysis over actual naturally-6

occurring human genes is different, because the7

innovation needs to go on in the subsequent discovery8

phases, not just in the early 50,000-foot views.  And9

that is what's going to patently harm or prohibit the10

innovation downstream.11

So early discoverers may not be early innovators12

in the issue of human genomics research, and that's the13

difference.  And it's because we know so little about14

where we're going to end up that it's very hard to mark15

the difference between an early discoverer and an early16

innovator.  And it certainly may or may not be a high-17

cost item compared to the downstream results that we18

have.  So a lot of the economic analysis that we've used19

in other markets is not transferrable to this particular20

market, because it's so unique. 21

The chilling effect on both public and private22

sector research -- and let me just say here that whether23

you think it's right or wrong for somebody to own a piece24

of the real estate called the human genome, or the mouse25
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genome, or any other genome, it is certainly expensive to1

get into a fight about it.  Because if a person has a2

patent and you want to test whether or not that patent is3

appropriate, then you go about your research, you get4

your products, and you probably will draw a patent5

lawsuit for the effort, and then you go to court and you6

try to resolve it. 7

The cost for a biotech patent case is8

extraordinarily high.  It is between $5-7 million, and it9

takes two to three years.  Now, while sources of private10

sector funding and everything is up in the air because of11

this patent dispute, six months is a tremendous amount of12

time in human genomic research.  And so what we would say13

was a good way to resolve these disputes in other markets14

may be a death knell to the U.S. genomic research.  15

And I know I'm using improvident language here,16

and I do it on purpose to try to put up a flag.  Because17

when you have an entire market, the further back you move18

the patent process to pieces of the human genome, the19

less likely court intervention is going to be able to20

intervene in time to allow the innovation to continue. 21

And that's a problem.  It's a big problem.  It's22

a limitation of the system.  Which is why I come to the23

point naturally-occurring human genes should not be24

patentable.  And if there was a law that said that, the25
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courts could be about that particular event very quickly,1

rather than going through the whole patent process.  Then2

you wouldn't have the chilling effect of, I'm a small3

innovative research company, I'm a small researcher, and4

I get notice of a huge patent lawsuit.  Can I continue5

with that research, or do I have to give up?  And it6

depends whether you have the ability to fund the defense7

of the lawsuit.  8

Alternatives to patents on naturally-occurring9

gene sequences, all that has to be done is move the IP10

process downstream in an effective way.  If you find a11

method to make the gene operate differently, if you find12

a protein or you manufacture a protein that can cure a13

disease or lead to other research, absolutely patentable. 14

No doubt about it -- it's just the early stage of saying15

that somebody owns where a gene is in the sequence.  Or16

somebody owns the drill-down of what exactly is the group17

of genes that created genotype.  That's where the danger18

lies.  19

And that patenting is going on right now.  And20

it's because the last case that seems to be directly on21

point from the U.S. Supreme Court is Chakrabarty, which22

had to do with microorganisms that eat polymers.  But23

somebody made the microorganism.  Nobody made the human24

genome.  It's not human-made, and you shouldn't be able25
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to patent it.1

So the alternatives to patents are just2

protecting, as we always have done, the downstream3

innovation, not the source of the research.  And it's4

drawing a distinction between early discovery versus5

early innovation. 6

I'm just going to go through some statistics7

which I think are interesting.  Not only is there a high8

cost, but there's an explosion in patents, doubling of9

the filings in that time period -- and look, that is10

eight years after Chakrabarty -- and there's a threefold11

increase in patent litigation in the same two decades. 12

And then the high cost of biotech.13

Obviously, one of the ways to deal with all14

these issues is an appropriate licensing policy for15

different companies.  One of the concerns is -- and I've16

heard a number of researchers say this -- that it's just17

easier to go to Europe and do your research than to do it18

in the U.S.  And that's a brain drain; the genomic19

research in this country should not have to worry about20

it.21

Let me just give you a quick slide on what are22

the components of the human genomic research market. 23

Obviously, the center circle, which is the information --24

this is an information-selling system.  You have to25
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acquire the information, you have to interpret it, which1

is the hard part of the science, and then you have to2

manage thousands upon thousands upon thousands of pieces3

of data about the sequence in order to get anything out4

of it.  5

And there is the story.  And there are many ways6

to intersect that.  But only one of them is an7

intellectual property way.  And another danger is that8

you want to make sure that each of the supports for this9

genetic information is free to operate in a competitive10

system. 11

Two suggestions I have -- well, actually, three. 12

I already gave you one.  The first one is no patents on13

naturally-occurring genes or gene sequences.  Second is14

codify the research exemption, which allows the15

universities to operate, because they may have non-16

commercial uses for what they do.17

Right now, the research exemption exists only as18

a gentleperson's agreement.  It's been going on for19

years.  And what we need to do is to encourage20

universities and other not-profits to be innovation21

incubators in genomic research.  And in order to do that,22

they have to have the freedom to do it through the23

research exemption.24

Another possibility, because there's been a lot25
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of complaints about patent thicketing in this area of1

research.  And how do you ever decide whether something2

is a thicket or an appropriate use of patents and3

licenses?  That's the tough question.  And one of the4

things that would be helpful, and it's a possibility,5

that because there's an infant market, there could be a6

license database excluding trade secrets maintained by a7

government entity to bring sunshine to the licensing8

process.  So if a person needs to know who's operating in9

any given area, they would be able to go to the10

government to find out.11

The PTO may need help because of the rapidity of12

this research, and there's a model.  The bio-pharma13

agreement with the FDA on PDUFA-2, where it allows people14

to use independent experts to get help, is one way to15

give the PTO some help in steering where one patent16

starts and the next one stops.17

So here's the actions.  Codify the research18

exemption, monitor the patent process, strict penalties19

for patent misuse, a license database, and specific20

examination of component integration, vertical21

integration in the biotech market.  Thank you. 22

MS. MOORE:  Thank you, Barbara.  I would like to23

first get into one of the issues that Greg raised, and24

that is the importance of patents to the pharmaceutical25
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industry.  I would like to delve down and then really1

flesh out exactly what role patents play in influencing a2

company's willingness to undertake drug development.  And3

I throw that open to the whole panel.  So whoever wants4

to speak first can speak up.......  Bob?5

MR. ARMITAGE:  I'm old enough to remember when6

patents were important, but they were not absolutely7

critical.  If you go back prior to 1984, and the Drug8

Price Competition and Patent Term Restoration Act, there9

was an expectation that a pharmaceutical product would10

have an extended period of marketing exclusivity.  And11

there would come a time when there would be competitors12

in the marketplace who would come, often one at a time,13

as the FDA approved follow-on companies to market the14

same product that you were marketing.  And indeed, I can15

remember patent expiration days passing and not being an16

event for a company.  17

As I said in my opening minute or two comment,18

in 1984, Congress basically eviscerated trade secret19

protection for innovative medicines, and in doing so,20

profoundly shifted what was a synergistic balance between21

patent protection and trade secret protection, so that22

the only long-term engine that drove exclusivity that,23

frankly, provided the basis to file back revenues into24

research was the patent profile for a product. 25
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So you, I think, in the year 2002, cannot1

underestimate the fact that the half-life for an2

innovative pharmaceutical product is somewhere on the3

order of five to seven years.  And that half-life is4

wholly dependent in the United States on the5

effectiveness of patent protection.  And when I say6

"half-life," if we stopped innovating today, more than7

half the current thousand or so medicines that are8

currently protected by some form of marketing exclusivity9

would be generic.  And within another few years10

thereafter, there would be no more patent-protected11

medicines.  I think as Greg said earlier, we would have12

an entirely generic marketplace.13

So patents are now the alpha and the omega of14

what really drives innovation and the ability to fund15

innovation both in the pharmaceutical industry, and for16

that matter, in the biotech industry, although the17

funding mechanism is obviously driven in that case by a18

venture capitalist willing to take a bet that the patents19

will hold up if the product is actually successfully20

developed. 21

MS. SEIDE:  I was just going to say also, just22

to add on to what Bob said, to expand on into the biotech23

industry, and also maybe to answer to Barbara a little24

bit, also from the perspective of her position, it's25
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absolutely crucial to the biotech industry to have strong1

patent protection for products and innovations that are2

early stage, and especially if it is driven by the3

venture capital investment in biotechnology, that is4

exactly what they're looking for.  Because in many cases,5

the early stage biotech companies don't have products on6

the market.  What they have is technology, and what they7

have is trying to get protection for that technology. 8

And that even spawns all the way down to the9

university.  I mean, universities are also in the10

business of obtaining patents on university inventions,11

and spawning off companies that are used to market those12

inventions from technology ultimately to product.  So13

it's not just big companies that are looking to tie up14

products in patents, but everybody is looking to try to15

protect their developments, which ends up being able to16

further that development. 17

I would like to just address Barbara's comment18

for a minute, also, on the issue of the genome versus19

genes versus everything else from the perspective of not20

only patent work, but of a geneticist.  You cannot patent21

something that is a product of nature.  Our genome is the22

sum component of all the DNA that's in everyone's cells,23

okay, which from one individual to another is about 99.924

percent identical.  That goes into detail.  I mean, we're25
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98 percent identical to chimpanzees.  We are 99.9 percent1

identical pretty much to everybody else in this room.  So2

the differences in the genomics are very much tied up in3

those little details.4

Now, I think what people tend to look at is that5

genes are somehow rather magical and mystical, and they6

are different from any other chemical entity in the body. 7

We have for many years been patenting vitamins, hormones,8

other bodily product cells and the like that have never9

raised the controversy of patenting genes.10

What the individuals who are looking to patent11

DNA molecules are looking for -- they're not patenting12

DNA sequences.  A DNA sequence is a chemical13

representation of a DNA molecule.  You cannot get a14

patent on a molecule unless it has some utility.  And I15

think Bob had a very famous case many years ago on16

prostaglandins.  Wasn't that your case, the utility17

issue?  It doesn't have to be the ultimate commercial18

pharmaceutical utility.  It has to have some real utility19

to be able to get a patent on that molecule.  Now, it20

doesn't have to be the commercial ultimate use of it, but21

it has to have some real-life perspective.  22

The PTO does not grant patents just willy-nilly23

on DNA sequences.  And as a matter of fact, it is very24

difficult to get patents on DNA molecules.  It's not an25
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easy perspective and not an easy thing to do.  And1

despite the fact that there are multiple filings with2

huge amounts of data and everything else, it's still3

different.  I'm sure Edward can talk about that a little4

bit too.  But it's not a grant without a lot of5

difficulty, and you spend a lot of time arguing back and6

forth to get those patents issued.7

And as a matter of fact, today, at the same time8

this hearing is going on, the PTO is having one of their9

quarterly biotech customer partnership meetings, which10

members of the PTO meet with practitioners in the area of11

biotechnology and pharmaceuticals to discuss issues in12

regard to patenting of biotechnology products.  As a13

matter of fact, these meetings have been going on for the14

last five or six years.  15

So there are a lot of complex issues.  It's not16

a very simple thing.  But in regard to certainly the17

biotech industry, patents are the lifeblood of this18

industry until a lot of companies actually have real19

products on the market.  And again, it's also the20

lifeblood of the pharmaceutical industry, because I don't21

think there would be a significant investment in22

developing useful drugs as there would be without this23

kind of protection.  Ted?24

MR. SNYDER:  Just to go back to your question,25
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if you go back to '84, and you say Hatch-Waxman1

eliminated a lot of the protections, and you're left with2

patents.  And then you ask the question if you got rid of3

the patents, what's left after that?  In effect, what you4

have is the market only.  And the market affords two5

types of benefits to innovators.  One is you get some6

degree of what I would call de facto exclusivity from7

being a first-mover.  It takes some period of time before8

an imitator can follow, and the amount of that time will9

depend on the regulatory process for generics. 10

The other thing that you have in your favor is11

there is a sizable significant segment of consumers who12

prefer branded products over generics.  I wouldn't say13

it's a majority, but they're willing to pay more.  And14

that is a fact of life about products outside of15

pharmaceuticals.  There's no reason to believe it would16

not be a fact of life for pharmaceuticals absent patent17

protection. 18

In our research, what we find is that if you19

look at the difference between worlds with patent20

protection and without patent protection, the profits21

that fuel R&D and innovation would fall significantly, in22

the range of 60 percent, and so reduce the flow of new23

chemical entities, new molecular entities, that it24

wouldn't go to zero.  I think that's important to point25
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out.  It would be a significant reduction.  1

One reason why it's not a bigger percentage2

drop-off is what Mr. Armitage said, which is the3

effective life of patents is now lower than what it used4

to be.  So we're already starting from a point where the5

effective duration of patents isn't all that great.  If6

we were back up to 12 or 15 years, going from patents to7

no patents would have, in percentage terms, a more8

significant effect.9

MS. MOORE:  Greg, did you want to respond?10

MR. GLOVER:  I simply wanted to point out that11

there are some unique things about the pharmaceutical12

industry that I think are a little different with respect13

to other industries, as linked to your comment concerning14

the preference for branded products.  Once products have15

gone generic, it is not only the circumstance that you16

have physicians and patients who are very influential in17

the decision-making process, but it is also the case when18

you have pharmacy benefit managers and formulary managers19

who are basically forcing the hand of physicians and20

patients to use the cheaper generic product.  So21

therefore, what you see is perhaps even a more rapid22

decline in the pioneer share of the market than might be23

justified simply by virtue of the preference of the24

consumers. 25
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MS. MOORE:  Let me ask a follow-up question. 1

You both mentioned that the effective life of patents is2

no longer as long as it used to be, and I'm wondering if3

you could clarify what's been going on to reduce the4

effective life of patents. 5

MR. GLOVER:  Well, certainly.  We start --6

MS. MOORE:  All of you.7

(Laughter.)8

MR. GLOVER:  Let's just start with probably more9

history than we need.  But in a circumstance that really10

existed in this country where you did not have to11

demonstrate that a product was safe and effective before12

it got on the market -- that is, before 1962 -- you had a13

circumstance where you get it on the market relatively14

quickly.15

Now, that doesn't mean that you're getting on at16

the beginning of your patent life.  Because even for17

pharmaceutical products, you have to demonstrate that18

they actually work in humans, work in animals, et cetera,19

et cetera, et cetera, because you won't take the risk,20

regardless of what the regulatory requirement is.21

So the patents are obtained very early on in the22

development process, so you're already spending some of23

your time there in your patent life trying to get it to a24

point for it to be a marketable product.  25
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You then add to that, the safety and efficacy1

pre-market requirements that came along in 1962.  All of2

a sudden, you now have the need to have two randomized3

double-blind trials.  With many patients, the cost goes4

up, et cetera, et cetera.  The time that is associated5

with that also eats away at your patent life. 6

We now then move towards where we are today,7

where over time, we have not been focusing so much on8

simply replacing things that are in the body.  We're9

planning on many more complex things with respect to the10

pharmaceutical targets we have, so that we're trying to11

modulate the immunology system, we're trying to do more12

subtle things with the endocrinology system, et cetera. 13

So obviously, we now are going for things that14

are much more complex.  The trials are much longer, the15

end points are much more subtle.  So therefore, it takes16

a much longer period of time to get through the process17

that can demonstrate to the FDA that things are safe and18

effective.19

You then add to that that once you finally get20

on the market with whatever patent term you have left, it21

will be a very short period of time before your branded22

competitor is on the market with something similar. 23

Because your research is not really going on in24

isolation, many people are going after similar targets at25
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the same time because of the flow of information that is1

available in the scientific community, and by virtue of2

patent documents getting published in the U.S. and3

abroad.4

MS. MOORE:  Monte?5

MR. BROWDER:  Yeah, I have just one comment to6

that.  We're not really talking about one patent here7

that expires.  Ultimately, the process of pharmaceutical8

discovery relates to first the ground-breaking generic9

patent.  And that could occur in the early years,10

covering a large chemical class that one of the companies11

is focusing on.  And then most of the time, the company12

would ultimately find the development candidate and then13

file a separate patent on that, and that starts the 20-14

year term from that moment that that patent is filed.  15

And so what you ultimately have, again, as we16

see in the Orange Book, could be over the life cycle of17

the particular drug, if it makes it to the drug. 18

Because, you know, ultimately, 15 patents, but maybe at a19

minimum, four, could cover the generic compound, the20

specific compound, enantiomer, the salt, the hydrate,21

polymer, whatever that may be, and then a unique22

formulation, for example, like Prilosec.  You know,23

again, those patents were filed much later than the24

earlier patents claiming NCE compounds, per se.25
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So it isn't just that we have, you know, the1

earliest patent early on.  It's a strain of very valuable2

and very important patents that cover what are 99 percent3

of the time real inventions that are focusing on,4

ultimately, the goal, which is the compound that then5

becomes the product, or the approved product, that then6

has whatever life it has from NDA approval to whenever,7

ultimately, the first generic can get onto the market. 8

And that delta from NDA approval time to when the first9

generic comes on can vary greatly, depending upon which10

particular drug and what happened in discovery.  11

And the pressures of these drug companies is12

clearly to find that drug candidate as early as possible. 13

So you're trying to shorten that internal time.  And14

also, there's some pressure at the FDA to shorten the NDA15

approval time.16

So in other words, to be realistic, I think17

again, it's not just focusing on that one patent, and18

then at the end of it, you may have very little term. 19

That's really not the issue.20

MR. SNYDER:  You said, as far as talking about21

the patent term there, just from an informational22

standpoint, what seems to be the bigger delay in the term23

of the drug patents?  Is it the delay, albeit rare, going24

through the Patent Office, or the regulatory approval? 25
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Which is the bigger aspect of reducing the term of drugs?1

MS. SEIDE:  Actually, you know, in regard to2

getting patents issued, it is, in many cases, a long3

time.  But it pales in consideration to getting drugs4

approved and on the market.  I mean, you're talking about5

maybe two to three years.  I mean, I know that the patent6

term, you would like to have it at 18 months from filing7

to approval.  It's going in the other direction again. 8

It is certainly in pharmaceutical biotechnology. 9

But it pales in contrast to the 10 to 12 years10

that have to go through clinical testing for some11

products to get it on the market.  And I know for a fact12

that, some of the things that I'm familiar with, that13

patents on the core part of a product will be expired by14

the time the FDA approves the product for marketing in15

certain areas of pharmaceutical and biotech products that16

are being developed.17

MS. MOORE:  Bob?18

MR. ARMITAGE:  I, unlike Rochelle, was not19

trained as a geneticist.  I'm actually an old math major. 20

So I'm going to approach the answer to the effective21

patent term issue just by doing some basic math.  22

At least prospectively going forward, we have a23

20-year patent term from filing.  And in the24

pharmaceutical industry, because by and large the entire25
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industry works on global patent strategies, you file as1

soon as you possibly can, which means as soon as you've2

identified the molecule that may be a potential drug3

candidate, within a matter of months, you're going to4

file.5

Now, it is true that there are ways in which6

drug patents can be extended under the 1984 law.  But the7

reality is the way the extension actually works, and you8

look at how long the extension you're going to get is, it9

ends up historically being an average, I think, of about10

2.3 or 2.4 years, and prospectively will probably be a11

bit longer than that. 12

So from the time you have your molecule until13

the time you get FDA approval, you are typically talking14

about perhaps a decade, perhaps a little longer.  It just15

depends.16

You end up there with an effective patent life 17

-- and I think Greg's quoted figure was around 12 years18

or thereabouts -- which is probably a good average. 19

Again, under the 1984 act, 14 years is pretty much the20

ultimate cap. 21

So if you look typically at any time, therefore,22

for innovative products on the market, the half-life, how23

many of them will be off patent within the next decade,24

it's literally most of them.25
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Now, let me quote you another mathematical1

statistic, and it's what I refer to as the 98/2 Rule. 2

And while there are many exceptions to the rule, and I3

suppose exceptions can disprove the rule, normally, about4

98 percent of the prospective net present value of the5

pharmaceutical innovation at the time you launch it is6

tied up in the NCE patent.  In other words, that patent7

application you file, when you first make the innovation,8

that discloses the molecule, discloses its pharmaceutical9

compositions, discloses a method for making it, and10

obviously, what in many cases proves to be its principle11

or one of its principle indications for use, when that12

basic NCE patent expires, that innovation, the way the13

patent system has worked for 212 years, can simply be14

copied.  15

Well, it's true if there had been improved16

innovations along the way, if there were more convenient17

dosage forms for the patient, or perhaps new uses, it18

can't be copied, including its improvements.  But the19

default assumption probably to the extent of about 9820

percent of its NPV, Net Present Value, is that that NCE21

patent will be the end of the game.22

And occasionally, you have other patents that23

provide effective marketplace exclusivity, and then24

there, frankly, are circumstances where the 98/2 ratio is25
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reversed.  It turns out that the NCE patent -- and this,1

perhaps, the only commercial use -- the only commercial2

use is the subject of a later patent.  And indeed, your3

entire franchise then will largely rise and fall on a4

later patent.5

In terms of the suggestion that if you didn't6

have about this 12 years of exclusivity, that you could7

get by by being the first-mover, or because some patients8

might be willing to pay substantial premiums, if indeed9

such were the case in the marketplace, for a brand name10

product, I submit that -- well, I haven't seen those11

studies -- that they really don't reflect the competitive12

reality as I understand it.  13

In the first instance, this is not the 1970s or14

the 1980s.  Probably not even the 1990s, now that I think15

of it.  But what you have now in place around the world16

is a great deal of sophisticated ability to manufacture17

complex chemical substances, formulate them as18

pharmaceutical products, and be on the marketplace ready19

to sell competing dosage forms sometimes at the time the20

innovator is first able to be on the market.  21

In fact, there are some classic examples of22

where a generic product actually beat the innovator of23

the market outside the United States, where no IP24

protection exists. 25
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So if you're honestly talking about an innovator1

who largely does all of his work in public so that his2

work can be copied long before he actually gets to3

market, how much effective first-mover significance he4

would have in a zero IP environment, I submit to you it5

would be approximately zero.6

And for those of you in managed health care7

plans, I submit to you that increasingly, as your plans8

seek to drive costs that they paid to provide you medical9

care out of the system, that we'll all have less choice10

about our benefits where significant differences exist in11

pricing.12

And so you're literally talking about a13

competition environment, where a first-mover would invest14

billions of dollars over decades in hopes, without15

intellectual property, that somehow he would recover16

enough money to justify venture capitalists who demand17

20, 30 percent return rates.  I think that innovation in18

the pharmaceutical industry, absent what IP protection we19

have now, absent making it more certain, frankly, than it20

is now would indeed go to zero.21

MR. SNYDER:  I think maybe my remarks might have22

been misinterpreted.  I was trying to explain how markets23

work out of some patents.  I don't think innovation would24

go to zero.  That's an area of disagreement.  I think it25
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would be greatly reduced.  Reduced from a level that1

generates huge consumer benefits.  And whether the number2

is 60 percent reduction or a hundred percent reduction,3

the cost to consumers, which is what I'm going to talk4

about later, far outweighs the benefits from short-term5

greater access.6

And the other thing to keep in mind, and I think7

on this point we agree, our research is consistent with8

what Mr. Armitage and Mr. Glover said.  The effective9

patent life now is very short.  So we're measuring --10

when you talk about a zero IP world, you're measuring11

that delta from a world where you don't have much patent12

protection now anyway.  So if it's 70 percent or 6013

percent off of the current levels of innovation, that's a14

big drop off a relatively low-level patent protection. 15

Now, as I said -- and I think Mr. Glover's point16

is well taken -- there are differences when it comes to17

these particular products.  I as a consumer, I can go18

into a drug store, and I can decide to buy Advil or a19

store brand version of ibuprofen.  And when it comes to20

prescription drugs, I'm not the only decision-maker.21

But my point is simply if you take away patents,22

all you have left are those two things:  first-mover23

advantages and consumer preferences for branded drugs.  I24

don't think that's much of a threadbare suit for25
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continued innovation. 1

MS. MOORE:  Sue, did you have a question or a2

comment?3

MS. MAJEWSKI:  A question, if we have enough4

time.  Particularly in light of Barbara Caulfield's5

presentation, my question to the panel has to do with the6

extent to which recent increase in patenting and7

proliferation of patent rights, particularly in the areas8

of genetic information or tools or biotechnology,9

bioinformatics, to what extent does that proliferation of10

patent rights cause a situation of fragmented rights,11

difficulty negotiating over licenses to finally bring end12

products to markets, the tragedy of the anti-commons, as13

Heller and Eisenburg put it, to what extent are we seeing14

that currently in the industry, or do we expect to see15

that in the future?16

MS. CAULFIELD:  Well, I guess I should launch17

first, because, obviously, I raised the issue.  I think18

we're right at the cusp of seeing a real difficult time19

coming.  And the reason I say that, with all respect for20

the utility test of the Patent Office, it's a very big21

screen through which a lot of material goes through.  I22

mean, you say, "I found a DNA molecule.  I think it might23

be helpful to the following diseases," period, full stop.24

And that's a patent.  And I don't mean to oversimplify25
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the Patent Office, but there you go.  1

And my question is that that is something --2

those molecules, those gene sequences should not be3

owned.  They are existing in nature, and they should not4

be owned.5

What should be owned, then, what should be6

available is that which is downstream.  And we don't even7

know what all the downstream products are now, but at8

least we know the timing of it.9

Now, why do I see it as a big issue right now?10

You know, we sit as a tool in the middle of a lot of11

research.  And so we work with a lot of universities.  We12

work with a lot of other companies.  We work with a lot13

of database companies.  And soon you start getting more14

and more calls about what is it exactly are you using --15

and the universities are getting those same calls.  And16

the calls run like this.  "What is it that you're using,17

because we want to look at it, because perhaps we have a18

patent on it.  And we will charge you 10 cents every time19

we drop this into a slide to do research on it."20

Now, that is a very different kind of patent21

effect than what we're talking about here.  It's further22

upstream.  It's right in the center of the innovation. 23

And I take a very different position than many other24

people do.  And I think that's why, because of where we25
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are in this research market, it's critical, and we need a1

lot of sunshine on the issue.  And I think also, we need2

a research exemption for universities so they are free to3

be the innovation incubators.  We have to kind of re-look4

at the system.  5

I don't think the PTO, doing the very best they6

can with the laws we have, just because of where this7

market is, can possibly do the balancing act with the8

social policy issues that are coming out so that we can9

get the innovation going.  10

And I'm one of the people -- you know, I sit in11

a private company, and, you know, appropriating what is12

yours because of what you discovered is critical to13

investment.  But I don't think it means as far back as14

certainly the status quo is right now.15

MS. MOORE:  Bob?16

MR. ARMITAGE:  If we look at historic levels of17

patent going back to the 1980s, it's true that we have18

about twice as much patenting going on.  However, I19

remember the 1980s.  I remember in the 1980s, many U.S.20

industries being worried that our technology would be21

swamped by the Japanese, that they were taking over area22

of technology after area of technology.  Maybe even the23

Japanese pharmaceutical industry would be the dominant24

force in the twenty-first century.25
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And I've noticed that since we doubled the1

amount of patents and we, frankly, had a venture capital2

market that's poured tens of billions of dollars into the3

biotechnology industry that no one worries whether or not4

the United States' technological leadership is not only5

threatened, but certain to be overtaken by some other6

country using another quite different view of7

intellectual property than the United States is now8

using.9

But to get to this issue of whether we need some10

kind of special patent system for gene patents, or11

special consideration for gene patents, I think one of12

the beauties of the patent system is not only that it13

provides adequate and effective protection, but it has,14

since it's very beginning, built into it so many15

limitations that most of the sky-is-falling hypotheses,16

including this recent tragedy of the anti-commons, seem17

very unlikely to occur in the real world.18

Indeed, one of the chief limits of the patent19

system, and particularly in the post-Uruguay round patent20

system, is that we now have the 20-year patent term.  By21

the time we actually finish this debate on whether genes22

should be patented, all of those patents will have23

expired, I have great confidence.24

But in all seriousness, there are subject matter25
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limits.  You can only patent, as Rochelle said, a product1

or a process.  There are public domain limits.  You could2

never take something away from the public domain.  There3

are substantiality limits.  You can't patent something4

that's obvious.  There are enablement limits.  Your5

patent can only extend to what you can enable someone to6

actually carry out in the real world.  There are utility7

limits.  The utility you describe has to be both8

substantial and immediately available.  And you can't9

patent something you don't possess.  You can't simply10

say, "I want to patent something because it produces a11

good result or function."  You've got to actually12

describe what the thing is you're patenting. 13

And lastly, as to whether we need a statutory14

experimental use exemption, I don't know.  But it is at15

least my view that even the court in Roche v.Bolar16

recognized, going back to Robinson on patents in 1890,17

that indeed, scientific and philosophical inquiry was18

beyond the realm of the patent system.  19

And certainly, were one in a university or in20

any other environment, it is merely seeking to understand21

how an invention works, what it's basic properties or22

characteristics are, is seeking not to commercialize the23

invention, but to develop improvements or alternatives to24

the invention, or find new and improved uses for the25
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invention.  These are all in the realm of the scientific1

or philosophical inquiry, and I don't think offend the2

holding in Roche v. Bolar, and have longstanding judicial3

precedent going back almost to the beginning of the4

patent system.5

So the idea that somehow patents shut down basic6

scientific and philosophical inquiries in the patented7

inventions, I would reject on its face.  So I see the sky8

as still being quite a high elevation.9

MS. MOORE:  Rochelle?10

MS. SEIDE:  Also, I did actually write a formal11

response to Rebecca Eisenberg's article a number of years12

ago in regard to the anti-commons.  I was asked by13

Science magazine.  It's still online in regard to that. 14

And I went back to a number of issues relating to patent15

issues and licensing issues.16

In answer to your question, I think, it depends17

on whether or not you do -- if you're developing products18

that ultimately, you have -- and every company faces19

patents.  It's a fact of life, you know.  You have your20

own, and you have other people's patents.  And to develop21

a technology or a product, you have to have freedom to22

operate.  And it's a matter of how much you can tolerate23

in regard to freedom to operate, or what you have to24

derive and what you look at as a fair amount to25
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recompense somebody who has an intellectual property1

right.  2

And if you go into it with a rational design as3

to, in a sense, what is called in the industry royalty-4

stacking.  I mean, you know you need a certain amount of5

technology, say, to develop a product.  And all of these6

technologies are patented.  And you go into the decision7

whether or not to develop a product based in the face of8

these technologies, based on whether or not you risk9

assessment of it, and whether or not you need to take a10

license.  And if you go in to say, "My royalty stacking11

would be to tolerate 10 percent on any product that I12

ultimately develop," and you can carve out all of the13

pieces of technology, a contribution of that piece of14

technology to the ultimate product, it depends on the15

product. 16

A patented DNA molecule -- and I'm going to be17

somewhat heretical -- I don't think the real value in all18

of this research in pharmacogenomics is going to be in19

the genome.  It's going to be in the what's called20

structural genomics, the 3D structure of proteins, which21

will give you rise to rational drug design.  It will be22

in proteonics, proteins that are encoded by the drug,23

because those are the ultimate gene targets for drugs and24

to do rational drug design.  And we have to go way beyond25
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the genome and way beyond mutations or differences in1

individuals' genomes' to look at what those mutations and2

things do to protein's 3D structure, where molecules find3

what's involved in disease states.  4

I think that's where the real value of all of5

this is going to go, and that's where it is going.  I6

mean, I think there are going to be much more attendant7

problems to patent issues in those areas, as opposed to8

patents and DNA molecules.  9

But again, if you go into this with a rational10

decision as to how much the market will tolerate, you11

know, late-stage drug development, if you're looking for12

small molecules -- and what you have is you have a13

beginning molecule that's your lead or your target -- how14

much does that value into an assay for maybe identifying15

something further, if way down the line, five, ten years16

from now, the ultimate product is a small molecule?  17

That's where I think the focus has to be, and18

that has not affected or stymied as far -- I second and19

third Bob's comments.  The sky has not fallen.  It has20

not stymied research in this area.21

MS. MOORE:  Edward, you had your hand up a22

couple of minutes ago.  Did you want to make a comment?23

MR. POLK:  Well, no.  Bob pretty much covered24

exactly what I was going to say as far as patents are not25
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ever going to stop pure, again, philosophical research1

being done just for the knowledge of it.  I mean2

experimental use doctrines.  If I take off my PTO hat and3

go back to the private practice end, it's been part of4

our law for quite a while.  It's only when you come to5

the commercialization aspect that you start -- you know,6

if you want to step on a few patent land mines, the whole7

patent system comes in when you start commercializing,8

not just a pure recent aspect of it.9

MS. MOORE:  Okay.  With that, why don't we take10

a 10-minute break.  It's 3:15.11

(Whereupon, there was a brief recess.)12

MS. MOORE:  We're going to continue with a13

presentation from Ted Snyder.  Go ahead.14

MR. SNYDER:  Thank you, Robin.15

MS. DESANTI:  Excuse me just a moment.  We do16

have a request from the sound people we should have17

announced to you at the beginning.  Please turn off your18

cell phones, because that, for some reason, screws up our19

microphones, to whatever extent they are working today. 20

Thank you. 21

MR. SNYDER:  Thank you, Robin.  Thank you for22

the invitation.  My testimony today draws directly on a23

research paper by Jim Hughes, who's Chairman of the24

Economics Department at Bates College, and Michael Moore25
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at the University of Virginia.  They co-authored a paper1

that is titled "Access Versus Innovation, Consumer2

Welfare, and the Pharmaceutical Industry."  Professor3

Hughes and Moore are experts in public policy and the4

health sector.5

As indicated by the title, our research is6

focused on consumer welfare.  Standard economic analysis7

measures consumer surplus as the difference between the8

value consumers gain from products.  For prescription9

drugs, those benefits are increased life expectancy and10

improved quality of life.  It's the difference between11

that value and the price they pay.12

And in our research, we addressed how weakened13

patent protection would affect current and future14

consumers.  And so, as this slide indicates, we measure15

the trade-off between the increase in consumer benefits16

from providing greater access to the stock of17

prescription drugs now available and the loss of consumer18

benefits due to reductions in efforts to develop and19

bring to market new drugs.20

To get right to our bottom line result, let me21

state the following.  While providing greater access to22

the current stock of prescription drugs would yield large23

benefits to consumers in absolute terms, realizing those24

benefits has a net greater cost in terms of lost consumer25
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benefits from reductions in the flow of new molecule1

entities. 2

The bottom line on this trade-off is as follows. 3

For every dollar and consumer benefit realized from4

providing greater access, other consumers would be harmed5

at a rate of $3 from reduced innovation.  This three-to-6

one ratio of harm to benefit indicates that consumers7

would not be served by policy changes that would reduce8

patent protection or accelerate generic entry.9

This ratio indicates the effects of an extreme10

policy experiment whereby, as we talked earlier during an11

exchange, all patent protection is eliminated.  This is,12

in effect, Napsterization of the prescription drug13

industry.  It also is informative about less dramatic14

policies that would alter effective patent life or limit15

exclusivity.16

Before developing the framework, I want to17

emphasize that our focus is on consumers, and therefore,18

it is consistent with the views of many experts on the19

appropriate goals of antitrust policy.  The premise of20

our research is that sound public policy should balance21

the interest of current and future consumers, recognizing22

that future consumers may not have a sufficiently clear23

voice in the public policy process.  24

Indeed, a significant literature underscores the25
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point that policies tend to be fashioned in light of the1

interest of groups that are identified and well2

organized.  There is, therefore, an obvious risk that3

actual and potential consumers of prescription drugs4

currently on the market will have a greater voice than5

unidentified potential consumers of drugs not yet on the6

market.7

I will now turn to our estimates of the8

prospective consumer gains and losses.  As you know,9

consumer expenditures on prescriptions have increased10

faster than expenditures on most other goods.  Currently,11

U.S. consumers spend approximately $206 billion annually12

on prescription drugs, nearly three percent of total13

consumer spending.14

U.S. consumers spend approximately $150 billion15

on branded pharmaceuticals that are patent protected. 16

U.S. consumers spend the balance of $56 billion on17

generics and branded pharmaceuticals that have gone off18

patent.19

For purposes of our analysis, consumers do not20

have "full access" to the prescription drugs that are21

patent protected, those referred to in Category A on this22

chart.  Conversely, they have full access to the23

competitively-supplied prescription drugs in Category B.24

The consumer surplus from these expenditures is25
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significant.  The gains to U.S. consumers from purchases1

of prescription drugs now on the market sum to $1802

billion per year.  Consumers gain $64.5 billion in3

surplus from prescription drugs that are patent4

protected.  Consumers gain $115 billion in surplus from5

the purchase of prescription drugs that are not patent6

protected.  The bulk of that comes from generic drugs,7

and $12.5 billion from branded drugs that are off patent.8

These estimates of consumer surplus are9

conservative in light of other research findings10

concerning the overall value of medical research and11

know-how.  Frank Lichtenburg's research indicates that12

much of the unprecedented increase in longevity in the13

last century is due to the development of new drugs.  My14

colleagues, Kevin Murphy and Robert Topel, found that the15

longer life expectancy increased consumer welfare in the16

United States by an amount that matched the gains from17

increased GDP.18

Interestingly, William Nordhaus frames the issue19

of consumer welfare in terms of a choice concerning the20

second half of the twentieth century.  Which of the21

following combinations would a typical American prefer?22

Two choices.  The first is the combination of23

life expectancy and quality of life in 1950, along with24

the goods and services in the year 2000; or the25
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combination of life expectancy and the quality of life in1

2000, along with the goods and services in 1950.2

Not an obvious choice.  The difficulty of that3

choice makes the point, and I quote Murphy and Topel,4

"Over the last half century, improvements in health have5

been as valuable as all other sources of economic growth6

combined.  Looking forward, the aggregate consumer7

evaluations from further increases in life expectancy are8

huge."9

Murphy and Topel find "U.S. consumers would be10

willing to pay nearly $10 trillion for 10 percent11

reductions in both cancer-related deaths and heart-12

related deaths."  13

While the Murphy and Topel figure of $1014

trillion measures consumer evaluation before subtracting15

the cost of such treatments, it is confirming evidence of16

our finding that U.S. consumers derive significant17

amounts of surplus from prescription drugs.18

From our estimates of the annual consumer19

surplus, we also derive estimates of the present20

discounted value of current and future consumer surplus21

from the stock of prescription drugs now on the market. 22

Present value of current and future consumer surplus from23

those drugs, the drugs now on the market, using a three24

percent real discount rate is in the range of $6-$1025



196

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

trillion.  1

This figure is based on three components.  The2

first, consumers benefit from patented drugs during the3

remaining period of patent life.  Second, consumers will4

benefit from prescription drugs already off patent.  And5

third, consumers will benefit as patents now in force6

expire.7

The next step in our analysis is to consider how8

much U.S. consumers would benefit from greater access to9

the stock of currently available pharmaceuticals not now10

subject to generic competition.  In particular, we11

estimate the consumer benefits from eliminating patents12

on all branded pharmaceuticals.  We measure these effects13

compared to the status quo, where the currently-available14

patented drugs go off patent in the normal course.15

So this first part of the analysis focuses on16

the first part of the trade-off that I identified at the17

outset, the question of consumer gains, consumer surplus18

from greater access.  Consumers will benefit for two19

reasons; both, I think, fairly obvious.  First, some20

incumbent consumers switch to lower-priced generics. 21

Second, new consumers, those who value the drug enough to22

pay more than the incremental cost of the drug, but not23

enough to pay the price when the product is patent24

protected, will gain from having access to the drug at25
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lower prices.1

Our estimates of the incremental gains to U.S.2

consumer surplus from drugs going off patent are based on3

the stylized set of facts observed from the actual4

workings of markets for prescription drugs.  In5

particular, our analysis accounts for the average6

elasticity of demand for branded drugs, price cost7

margins in the industry, and a range of market outcomes8

where generic manufacturers offer the drug at9

significantly lower prices, the volume of prescriptions10

rise, a minority at sizeable subset of consumers prefer11

to continue to purchase brand name drugs, and brand name12

manufacturers may indeed raise prices slightly after13

patents expire, in effect ceding the bulk of the market14

to generic competitors.15

The effects of this Napsterization policy will16

be to move forward the time that patents on currently-17

available drugs expire from an average of about six years18

to the present time.  If all such branded patented drugs19

were subject to competition immediately, consumers would20

gain an additional amount of consumer surplus in the21

range of $120 billion to $140 billion annually in the22

near term.23

In present value terms, therefore, we have one24

side of the trade-off identified at the outset, the so-25
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called static efficiency gains.  The present value of1

consumer gains over time for making the current stock of2

patented prescription drugs immediately accessible is in3

the range of $540 billion to $620 billion.  Even though4

these gains would be realized over time, we refer to5

these gains as static efficiency gains due to the fact6

that the added consumer surplus would be realized from7

the existing stock of patent-protected drugs.  This8

figure in excess of half a trillion dollars represents9

real gains to consumers. 10

To assess the other side of the trade-off, we11

investigated the lost consumer surplus associated with12

the reduced flow of newly-patented drugs.  These dynamic13

efficiency gains include the consumer surplus from the14

flow of new drugs while they are under patent.  They also15

anticipate the fact that eventually, the patents on these16

new drugs will themselves expire, and the drugs will17

become "accessible."18

The significant issue with this step of the19

analysis is the extent to which incentives to innovate20

would be weakened as patent protection is weakened.  The21

earlier exchange is relevant to this very point.  If one22

were to assume that all innovation would cease absent23

patent protection, then this ratio that I identified at24

the outset, the lost consumer surplus, would be huge, and25
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the ratio of consumer harm-to-benefit would be in the1

range of eight-to-one, rather than the three-to-one2

figure that I identified. 3

But I do not believe that innovation would cease4

absent patent protection.  I believe it would be greatly5

reduced.  Manufacturers would be motivated to innovate,6

albeit at a significantly lower level, for two reasons. 7

And I mentioned them earlier.  8

First, manufacturers would still realize a de9

facto period of exclusivity from being first to market. 10

Second, a segment of consumers prefer brand names absent11

patents, as they do in other markets.12

Given these market realities, we investigated a13

range of market equilibria to assess the extent to which14

profits of brand name manufacturers would fall. 15

Consistent with research by Elizabeth Jenson, we then16

posited that the flow of new drugs would fall by the same17

percentage that profits would fall.  Using those data, we18

then returned to focus on consumer welfare and calculated19

the loss in consumer surplus from a reduced flow of new20

branded drugs.21

So now we have the other side of the trade-off,22

the dynamic losses.  The present value of the consumer23

losses from reduced innovation associated with24

eliminating patents is in the range of 1.3 trillion to25
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1.9 trillion. 1

I'll conclude, therefore, by going back to our2

bottom line.  While providing greater access to the3

current stock of prescription drugs would yield large4

benefits to consumers in absolute terms, realizing those5

benefits has a yet greater cost in terms of lost consumer6

surplus from reductions in the flow of new prescription7

drugs.  Specifically, the ratio of harm-to-benefit is8

three-to-one. 9

Now, let me just pause and add here that as I10

said earlier, if Mr. Armitage's view is right, and all11

innovation would cease, then that ratio would go to12

eight-to-one.  Another way to ask this question, what13

percentage reduction in innovation would make14

Napsterization an even trade?  And the answer to that is15

it would only take probably about 20 percent reduction in16

the flow of new drugs to make Napsterization an even bet. 17

And if the percentage reduction exceeds about 20 percent,18

then it becomes a bad bet for consumers.19

So again, for every dollar in consumer benefit20

realized from providing greater access, other consumers 21

would be harmed at a rate of $3 from reduced innovation. 22

This specific ratio of harm-to-benefit indicates that23

consumers on that would not be served by policy changes24

that at the margin would reduce patent protection or25
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accelerate generic entry.1

On this point, I'll just mention that this2

particular ratio was influenced by the extent to which3

consumers prefer branded products absent patent4

protection.  One of the further insights to our analysis5

is that weakening patent protection is less costly to the6

extent that consumers there is a significant amount of7

consumers who prefer branded drugs, and thereby would8

sustain some incentives for innovation. 9

Thank you very much.10

MS. MOORE:  Thank you.  And now we will hear11

from David.12

MR. COFFIN-BEACH:  Thank you, Robin, for asking13

me to speak here today.  Given the forum, given the14

nation's capital, I certainly want to qualify my15

statements as being as the president of a generic company16

or a company from Canada, and not necessarily17

representative of the entire generic industry. 18

That being the case, I have some mom-and-apple-19

pie statements to make, what we consider to be the20

problem, and some concluding comments.21

By way of introduction, I want to state clearly,22

and based on this afternoon's conversation, that Apotex23

certainly believes in true innovation, and believes that24

innovation should be rewarded.  Apotex supports innovator25
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intellectual property and patent rights.  Apotex is1

committed to citizens' access to affordable medications,2

and has a 30-year history of providing the same in3

Canada.  We believe generic drug products offer a safe,4

effective, affordable alternative to more expensive5

innovative brand drugs at patent expiry.6

The public benefits from rapid availability of7

generic drugs through expanded access to medicine, better8

health, billions of dollars in savings on drug costs. 9

Americans -- and world citizens, for that matter -- and10

generic drug companies are entitled to a fair,11

predictable regulatory regime.  We believe that that12

regime should encourage competition, innovation, and13

investment. 14

The statement of the problem, then.  We believe15

the problem can be easily stated as brand name company16

tactics that seek to delay and defeat generic17

competition.  We believe that brand name companies --18

some brand name companies, not all -- currently game the19

system.  They abuse the courts and FDA regulatory systems20

to delay and defeat generic competition.  Brand name21

product life cycle strategies seek to extend patent22

monopolies beyond the patent expiry of the new chemical23

entity. 24

FDA Orange Book listings are used to obtain25
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successive 30-month stays on generic approval.  We're1

currently enjoying that right now with a product that2

we're attempting to bring to the U.S. market.3

Generic companies have no effective remedy4

before FDA or the courts.  Approval is delayed or denied,5

even when FDA has determined that the generic drug is6

safe, effective, and approvable.7

The drug approval regulatory system has become8

unfair, unpredictable and inconsistent.  There is both9

legal and regulatory gridlock.  The legal and regulatory10

climate is uncertain for generic drug companies11

currently.12

A perspective for the Hatch-Waxman Balance that13

we believe was struck in 1984.  In 1984, the Hatch-Waxman14

Act struck the balance between innovators, government,15

consumers, and generic drug companies.  Innovators were16

protected with expected access to affordable generics.  17

The Hatch-Waxman intent, we believe, was to18

provide consumers speedy access to safe and effective19

generic medicines through generic competition after20

patent expiry.21

We believe the assumptions have changed in the22

15 years since Hatch-Waxman.  Well, more than 15. 23

Actually, 17, 18 years since Hatch-Waxman was24

implemented.  Health care and drug costs are rising. 25
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It's a matter of fact.  Expertise of the brand pharma1

companies has improved with respect to extending patent2

life.3

Current court dockets have become jammed with4

patent cases.  The circuit courts are in a state of5

gridlock over the number of drug patent cases that6

they're dealing with.  Also, generic drugs' capability to7

fairly adjudicate the Orange Book has been compromised.8

The generic drug business and the generic drug9

industry now is big business, and is a significant10

contributor to the health care system.  We believe11

generics offer significant savings to government,12

insurers, and citizens today.13

Jumping, then, from 1984 to today, brand name14

patent product life cycle strategies, we believe, seek to15

extend patent monopolies.  They prevent generic16

competition or slow generic entry by a matter of years,17

not days or weeks or months.  18

Part of that strategy is to obtain and list19

patents on new formulations, on new indications, on20

changes to tablet scoring, on changes to packaging, on21

changes to dosing schedules, and other minor variations22

with questionable therapeutic merit.23

Brand names seek to extend labeling24

exclusivities, with marginal Phase IV studies and with25
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pediatric studies.  Some examples of the delay tactics:  1

Paxil, we believe, is a poster child for Orange Book2

abuse; Tramadol, this has a labeling issue associated3

with it brought up by the innovator at the eleventh hour4

at patent expiry.5

In conclusion, we believe the U.S. drug6

regulatory scheme is not working, the climate is7

unpredictable, and it's uninviting for generic drug8

companies.  We believe that citizens are being denied9

timely access to generic alternatives.  Excessive prices10

are being paid by consumers, insurers, and governments,11

with no remedy at law currently.  We believe there is12

gridlock at FDA.  We believe there's gridlock within the13

District Court system.  14

We believe that the U.S. Patent Office continues15

to issue frivolous and invalid patents which assist brand16

name drug companies in the current status to, again,17

properly extend their monopolies.  Standards need to be18

addressed at the Patent Office. 19

Research and development dollars are spent on20

brand name product life cycle management, and not on21

searching for the medicines and drug therapies.  We seek22

a balanced, predictable, fair, competitive regulatory23

environment.  We seek a level playing field in the drug24

business in the United States.  Thank you. 25
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MS. MOORE:  Thank you, David.  Rochelle?1

MS. SEIDE:  I just have a few remarks at the end2

in regard to a number of the issues that have been3

discussed this afternoon.  I'm trying to strike a balance4

on branded drugs and generic entry.5

I think, in a sense, it's somewhat unfair in6

regard to the last statement about the Patent and7

Trademark Office issuing frivolous patents.  I certainly8

have had my own arguments with the PTO in prosecuting9

patents, not only in the pharmaceutical and biotech area,10

but certainly in other areas as well, also practice. 11

In general, the PTO or the examining staff of12

the PTO does an admirable job under difficult13

circumstances, even though on occasion, I've commented on14

other issues in that regard, too.  But I think overall,15

patent examination is given serious thought, and it's not16

a frivolous answer.17

And that also in regard to the listing issue,18

the FDA requires -- their regulations and the statutes19

require patents that cover drugs, certain patents to be20

listed.  Previously, several years ago, only patents for21

the drug product itself were required to be listed.  22

Now the FDA itself requires patents that cover23

the drug itself, methods of its use, methods of24

manufacture are required to be listed in the Orange Book. 25
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I think it's unfair, in a sense, to challenge the1

pharmaceutical companies that list patents in the Orange2

Book or send the patents to be listed in the Orange Book3

pursuant to the dictates of the FDA -- is a difficult4

situation.  I think perhaps in this case, the law needs5

to be changed.  And I know Congress is addressing that,6

and this is not an area where the FTC wanted to get7

involved in regard to changes in Hatch-Waxman.  That's an8

issue at this present time for Congress to be addressing,9

and it is addressing.10

But in regard to that, I think in reality, most11

patents that are listed, with a few exceptions, are not12

frivolous, and they are actual real innovations.  Or13

perhaps patents that exist later or come along later that14

cover the actual commercially-valuable drug that's on the15

market, rather than perhaps the generic original new16

molecular entity, which in many cases is a -- if you're17

looking at a small molecule in a new molecular entity,18

you have a small molecule with a lot of different radical19

groups on it that could cover thousands of compounds. 20

And subsequently, you define and refine the most21

preferred compound there with a later drug and a later22

compound and later use, as you do more and more research23

and development.  And in most cases, the patents that are24

listed actually cover real innovation, and not just25
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frivolous additions.  1

That's not to say that in some cases, there may2

be some mysterious and frivolous additions, and the3

courts are now working that out in great detail.4

The last part here is in regard to looking at5

what -- we've been talking about patent protection in the6

generic sense, and during the break, I went back -- and I7

know Bob mentioned the issues and what was required to8

obtain a patent.  But again, I think most people lose9

sight of the fact that what you really have to look at is10

what's contained in the claims of a patent.  A patent is11

a document that describes an invention.  12

But the real metes and bounds of what your13

invention has and your intellectual property right is in14

a claim.  And the claim is really what defines your metes15

and bounds.  Your claim can't read what's out in the16

prior art, what's out in the general knowledge, what's17

beyond what you're in possession of, what's beyond what18

you've described and enabled.  Your claim actually has to19

be what you invented.  And it's really, in a sense, your20

narrow circumscribed invention.  And I think we can't21

lose sight of the fact that that's the most important22

aspect of what we're dealing with here.23

And I think at the present time, despite the24

fact that there is a tremendous amount of litigation,25
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patent litigation, I venture to say since I also practice1

in a large firm where we don't only represent2

pharmaceutical companies and biotech companies, a lot of3

the patent litigation that we see also is in every4

industry, from mechanical downward, you know, including a5

very large one -- I don't know that anyone saw the Wall6

Street Journal today -- of hair dryers.  7

So I think this is a general phenomenon of our8

society, not just in this particular area of business in9

regard to patent litigation. 10

MS. MOORE:  Thank you.  I guess the first11

question I would have goes directly to a couple of new12

points that Ted made.  First, I want to make sure that13

we're all clear.  Your presentation was dealing14

specifically with the pharmaceutical industry, correct? 15

MR. SNYDER:  Yes.16

MS. MOORE:  And then here comes the follow-up17

question.  What does your study assume about the extent18

of investment that needs to be recouped in order to make19

innovation worthwhile?20

MR. SNYDER:  The extent of innovation that would21

-- I'm sorry.  I don't understand the question, Robin.22

MS. DESANTI:  Let me follow up.  One question is23

does this research apply only to pharmaceuticals? 24

Implicit, it seems to me -- and correct me if I'm wrong 25
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-- implicit in your study is the notion that in order to1

make an investment in the R&D, in order to make the2

investment in R&D worthwhile, you have to recoup on your3

investment.4

MR. SNYDER:  Right.5

MS. DESANTI:  And so the question is what were6

your assumptions about how much you have to recoup on7

your investment in order to make pharmaceutical research8

worthwhile?9

MR. SNYDER:  Here's the way we handled that in10

our research.  We followed the finding of Elizabeth11

Jenson.  And I think there's some practice-based12

information that's relevant here.  The simple fact is13

that research-based pharmaceutical companies fund their14

research out of current revenues and profits.  Our15

specific assumption was that to the extent that those16

profits would fall, they would reduce R&D by the same17

proportion.  That begs the deeper issue of if you think18

about the R&D process in real option terms, exactly which19

projects would survive and which would not?  20

I think it's clear that you can identify cases21

in the case of I think it was Novartis with their22

leukemia drug.  That particular drug and that particular23

effort would not have survived without the promise of24

patent protection.  There may be others.  And we were, I25



211

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

think, conservative relative to the view that all1

innovation would cease, and assuming that, in fact, some2

would continue.  But we cannot be more specific about3

which projects would survive.4

So we just took simply the proposition that the5

number of new chemical molecular entities would fall6

proportional to the drop in profits.7

MS. DESANTI:  I have another question which is a8

much more general question to throw open to the floor. 9

We came to the question of patent quality that David10

raised, and Rochelle, you responded on, and Bob, you11

probably have something to say about as well.  I'm12

wondering about quality of patents that are issued and13

how that may affect competition to innovate?  14

I ask in particular, because at some of our15

Berkeley sessions, we heard some company saying, you16

know, "We look at patent disclosures on a regular basis,17

and we assess our R&D programs in relation to patent18

disclosures.  And there are times when we look at those19

patent disclosures, and we think that those are likely to20

be invalid patents for one reason or another.  But the21

cost to us of litigating to get that result is way out of22

bounds, proportionate to the risks that we have to23

undertake in order to research what seems like a24

promising area, but there's no certain result that comes25
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out of it."  1

And I'm just wondering how that plays in2

innovation strategies and competition to innovate3

strategies for both brand and generic companies? 4

MR. COFFIN-BEACH:  I'll bite first.5

MS. DESANTI:  Thank you, David.6

MR. COFFIN-BEACH:  Well, certainly what strikes7

us as we look at the patent information that's available8

-- and again, we do read patents, because we find them9

instructive in terms of formulating generic drugs -- is10

that an entity can be discovered, its kinetics well-known11

at the time of first commercialization, and yet, it's 1012

years sometimes and longer before a sustained release or13

once-a-day dosage form comes along.  14

And is that timing accidental?  Is that not part15

of development?  It's a question, I think, that's open. 16

Certainly that becomes, then, another source for17

innovation.18

Similarly, in this day and age of pharmaceutical19

development, different types of processes are available20

to formulate the oral dosage forms in particular, which21

is my area of specialization.  There will be patents22

issued for an entity to a known process, basically -- I23

mean known for a good long time, basically, in the24

literature -- that will still find themselves or find25
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their way into listing under Hatch-Waxman provisions.1

So it's interesting.  Is it again part of life2

cycle strategy management?  Can't say for certain.  But3

it's interesting that it takes so long in these hot beds4

of innovation, which is our competition, to come up with5

these.  And the timing is certainly not accidental, it6

doesn't seem.7

MS. MOORE:  Bob?8

MR. ARMITAGE:  Let me make an opening comment9

that may be different or a different perspective from10

what you heard at Berkeley.  Because at least in my view11

as I look at the resources the PTO has today, the12

constraints under which it operates, it is doing, in my13

view, an amazingly effective job at examining patent14

applications and issuing patents.  Indeed, what limited15

data exists from the PTO's customer focus initiatives of16

the last decade would suggest that the quality perceived17

by users of the patent system is relatively high and18

growing.  And those are the data.19

However, you can't really stop there in20

determining whether the PTO needs to be working under a21

different environment, under a different set of22

constraints, and with a different level of funding.  I23

think the PTO has enormous problems keeping a skilled24

trained examining core.  They do not have the career25
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paths, they do not have the flexibility in retaining the 1

recruiting examiners that they need.  And particularly in2

the areas of the most complex technology, where examiners3

are most heavily recruited out of the PTO, it's essential4

that they have the kind of private sector-like business-5

like orientation to running the office.  6

It's also quite clear that the PTO got started7

on automation way too early -- indeed, at the beginning8

of the Reagan Administration -- trying to put in place9

technology that did not exist, and has now fallen really10

behind the technology curve it needs to effectively run11

this huge operation.  It needs an e-technology12

infrastructure that it doesn't have. 13

Now, one of the reasons that the PTO is in the14

position that it is has to do with the fact -- and I know15

you heard this this morning, but it's absolutely true --16

it's funded from fiscal year to fiscal year.  It spends a17

good deal of each fiscal year not planning for its18

future, but fighting over the resources that it will get19

to keep within the user fees it collects.  And as a20

result, they cannot do the type of long-term financial21

planning, they cannot do the type of head count22

management and training that they need to do to be a much23

better patent office than they are today.24

There are -- I know you heard it again this25
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morning -- initiatives in this Congress to change that. 1

But until it's done, I don't think that in the high-2

technology industries, we're going to have the PTO that3

we need, a combination of high-quality examination done4

in a much prompter manner than we're doing today.  And5

frankly, that will benefit everyone who uses the patent6

system, whether you couch yourselves as an innovator or7

couch yourselves as one who wants to make use of patented8

technology once the patent has expired.9

I think the other thing that's quite clear is10

that unlike other patent systems around the world, the11

work of the patent system in the United States is much12

more complicated because we have a much more complicated13

patent law than anyone else has.  We have a patent law14

where you as an inventor can rely on invention dates.  We15

have a patent law where there are subjective as well as16

objective inquiries.  We have a patent law that the17

complexity of which not only is visited on the18

examination side, but again on the enforcement side.19

So I would just ask anyone who has an interest20

in knowing of how the patent system might change just to21

listen to every comment made this morning about reforming22

the patent laws of the United States, almost all of which23

I agree with and I won't repeat here.24

If I could just spend a couple of minutes on25
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product life cycle management? 1

MS. MOORE:  Certainly.2

MR. ARMITAGE:  I heard a very narrow statement3

that it would be desirable to have a balanced,4

predictable, and fair regulatory environment.  And I call5

that a narrow statement, because I think that what we6

really want is a balanced, predictable, and fair legal7

environment overall.  I think to the extent that that's8

in the interest of the so-called generic manufacturing9

industry, it's also, frankly, very much in the interest10

of the innovator industry.11

Now, I think sometimes this term "product life12

cycle management" is misunderstood, particularly when13

it's applied in the context of the patent system.  There14

is a fundamental immutable principle of patent law.  Once15

a product is first marketed -- once a product is first16

marketed -- no invention that you made after the17

marketing begins can validly protect that marketed18

product in the sense of preventing someone from copying19

the product.  I think I made this statement earlier.  And20

it therefore follows that nothing an innovator company21

can do, either in getting follow-on patents or in listing22

patents in the Orange Book, is ever going to repeal that23

fundamental principle.24

However, product life cycle management, as25
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practiced in the innovative pharmaceutical industry,1

actually relies on a much different principle of patent2

law.  And that is that follow-on innovations, while they3

cannot stop copying of the pre-existing product, they4

certainly can prevent copying the novel, useful, and non-5

obvious improvements made to that innovation product. 6

And indeed, more convenient dosage forms, easier-to-7

manufacture formulations, new indications for use, new8

treatment protocols, new delivery devices, and other9

types of information that make better medicines are10

indeed the very stuff of consumer benefit in the11

pharmaceutical industry.12

And clearly, the pharmaceutical industry is in13

no way different from any other industry practicing14

identical product life cycle management strategies. 15

Somebody did put color in black and white TV, somebody16

did put fluoride in toothpaste, somebody did put17

transistors in old vacuum tube computers, and someone18

made injectable penicillin oral.  19

So I assert that product life cycle management20

isn't a way to delay the start of generic competition,21

but indeed, it may leave someone who does not innovate at22

a competitive disadvantage in that they may not23

incorporate the novel, useful, and non-obvious24

innovations.  And this is always a risk in the patent25



218

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

system if you seek to copy and follow rather than to1

innovate and lead.2

MS. MOORE:  Edward, did you want to make a3

comment?4

MR. POLK:  Yeah.  I guess I have probably two5

questions I guess I'll throw out.  First, I've heard a6

few folks talk about the invalid patents that the PTO7

tends to issue.  My question would be how often have you8

ever used the administrative process to remedy that if9

you want to avoid the litigation cost, such as re-exam or10

just a prior art submission to the PTO?   How often have11

you ever used that?  And if not, why not?12

The other question would be something that Bob13

raised as far as the PTO under a different system of14

examination.  I think most people, or maybe not, are15

aware that examiners have a certain amount of time that16

they are to spend on each patent application.  I believe17

it may be around 10 hours.  18

Now, we can all sit around for months and look19

at a patent and say whether it's valid or not, but that's20

not the system that the patent examiners work under.  And21

if we were to change and give patent examiners more time22

to actually look at an application, the backlog that23

would now result, how many of us are willing to accept24

that?  25
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So I'll throw those two issues out to the panel.1

MS. MOORE:  Bob, did you want to respond?  Your2

tent is up.  Is that --3

MR. ARMITAGE:  Oh.  It's because I didn't take4

it down.5

MS. SEIDE:  I was going to say I think the6

number from start to finish on examining a patent is7

something like 21 hours or thereabouts.  And in many8

cases when you're reading a patent application that's 1509

to 200 pages, it sort of stretches the time and the10

consideration.  11

In addressing the issues of looking at12

invalidity, and especially if you have many, many more13

hours to look and do a -- you know, when you're looking14

to invalidate a patent, you have to go way, way beyond15

the issues that were raised in patent prosecution that16

got to get the patent issued.  Because again, the patent,17

once it's issued, is presumed valid.  So if you ever take18

it to court to challenge it, the standards are much19

higher, so you have to come back in with a much higher20

issue. 21

Edward, in regard to that, I've never challenged22

a patent administratively.  I mean, my only23

administrative issues have ever been in the interference24

proceedings, which are one aspect of something that Bob25
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never talked about.  The U.S. patent system again, is1

particularly unique in a lot of the structures that we go2

through, including who actually was the first to make an3

invention.  In many cases, that's a long, drawn-out4

procedure also.5

But again, it's a -- I don't know anybody,6

really, who goes in that much to challenge by a7

reexamination or submission of prior art.  It's not an8

easy patent, and you run the risk sometimes if you go in9

and challenge it for reexamination.  The patent succeeds10

in re-examination and comes out, in a sense, stronger11

than it went in.  It's not always the best way to go in12

and challenge it.13

MS. MOORE:  I wanted to move back to something14

Bob said a little while ago, and that's the 98 percent of15

the time, the entity, or the new chemical entity, is the16

patent, or the patent on that is the one that really17

matters.18

Given that -- I guess I would ask, and I would19

throw this up to the entire panel -- if there is an20

incentive, and what that incentive might be for companies21

to get patents claiming the drug after the NDA has been22

approved.  Rochelle?23

MS. SEIDE:  I think the NDA being approved is,24

as Bob would say -- it's 10 years down the line, usually,25
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long after you've started the research.  In one sense,1

what you're trying to say is you're going to keep your2

patented invention as a trade secret.  And in that case,3

you run the risk again. 4

There are a lot of companies and a lot of5

individuals that are looking at the same thing.  As I6

said, we have interference proceedings in the U.S. where7

it determines who's the first to invent.  If you keep8

something as a trade secret, if you don't file for patent9

protection until the NDA has filed, or you've gone10

through all of the clinical trials, you also run the risk11

that somebody else has come out and actually patented12

what you have gone through hundreds and millions of13

dollars in critical development to seek protection for,14

and you don't have any product.  You can be kept off the15

market.16

MR. GLOVER:  Was that your question?17

MS. MOORE:  No.18

MS. SEIDE:  Okay.  Then I misunderstood your19

question. 20

MS. MOORE:  Bob, did you want to respond?21

MR. ARMITAGE:  Well, as I indicated, the 98/222

sometimes works in the other direction, and that's one of23

the reasons why you continue to file patent applications. 24

Whenever you continue to have innovations, and those25
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innovations become relevant to the product as it evolves1

in the marketplace.  And I'll give you the most classic2

example of the 0/100, where the NCE patent effectively3

was of no use, but a follow-on use patent turned out to4

be the entire commercial value of the product to within a5

minuscule amount.6

If you remember back in the '70s, I believe it7

was, a little pharmaceutical company in Kalamazoo,8

Michigan, got approval of Loniten.  How many people have9

ever heard of the drug Loniten?  No one has.  It is a10

blood pressure medicine that largely sold a few million11

dollars a year, an NCE drug, one of the ones that was a12

tremendous medical innovation, but not a commercial13

success largely because of another class of drugs, the14

ACE inhibitors.  15

However, this drug had what was perceived16

initially as a side effect.  It grew hair.  And its17

active ingredient, Minoxidil, was then the subject of a18

use patent, a use for topical application to grow hair,19

which indeed became Rogaine, which indeed sold more than20

a few million dollars, but was by no means a blockbuster21

drug.22

So there you had a situation where, indeed, it23

took a very long time for both the NCE drug and for the24

later-use drug to be patented.  And for, I think, a25
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period of somewhat less than 10 years, the use patent was1

still around and protected Rogaine.  The NCE patent2

expired quite early.  3

It is, I think, also true, as you look at -- and4

I was trying to do the mental exercise, which is5

difficult for me on the fly here.  We've had a number of6

Hatch-Waxman patent challenges at Lilly, and we have a7

number of patents for Lilly products listed in the Orange8

Book.  I can't remember a single time in which we have9

actually sued a generic manufacturer for filing a patent10

challenge for a patent that issued after the NDA was11

approved.  Indeed, we have sued on patents that issued12

before the NDA was approved.  13

But I think in each case -- and I may be wrong 14

-- where it was an NCE drug, it was the NCE patent.  And15

by "NCE drug," I mean, where the drug itself was still a16

new chemical entity drug under Hatch-Waxman.  And I don't17

believe that's atypical in the pharmaceutical industry.  18

There are examples -- and again, Rogaine, and I19

could probably think of other ones -- where indeed the20

tables would be turned.  And it's very important,21

therefore, when there's innovation, you have a patent22

system that provides effective protection for innovation.23

MS. MOORE:  The other question that I have moves24

back to something that one of the panelists this morning25
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said.  He described a situation in which he would have1

disclosure and innovation, and then more disclosure and2

innovation, and so the cycle goes.  I guess my question3

to the entire panel would be do you see that in the 4

pharmaceutical industry on either the branded side and5

generic? 6

MR. GLOVER:  I might have said that, or I might7

have said something similar.  If what you're suggesting8

is that by virtue of the disclosures that result from a9

patent being published, or a patent application being10

published, that you then spur innovation by virtue of11

other competitors, whether it be brand name or otherwise,12

I think the answer is absolutely yes.13

But as you know, the general bargain that is14

struck with the government with respect to patents is15

that you get the period of exclusivity, where you are16

simply able to exclude others from making, using, and17

selling your invention, giving you no affirmative rights18

yourself.19

On the other hand, the trade-off is that you20

have to disclose fully what you do so that others can21

practice what you do.  And so the benefit to the public22

is that your invention goes into the public marketplace23

and can be used to work on other discoveries and things24

of that nature.25
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So the answer is absolutely yes.  I think what1

you will find in the industry is that people do read each2

other's patents and pay attention to what they're doing. 3

And generally, you're going to know to some extent, by4

virtue of whatever sources, where other people's5

development plans are with respect to moving into a new6

class of drugs and things of that nature.  And all of7

that is important to the innovation process. 8

MS. MOORE:  David?9

MR. COFFIN-BEACH:  Well, certainly we10

incorporate, or because we've also got assigned chemical11

capability, different synthesis in formulating many of12

the new entities that we develop.  So if it is truly13

innovative, patents are issued out for that as well.  14

So there is innovation on both sides of the15

street.  It is a platform on which other things are16

growing.  So as my comments indicated at the opening, we17

certainly don't want to do away with the Patent Office or18

the patenting of intellectual property. 19

MS. MOORE:  Bob?20

MR. ARMITAGE:  Going back to your original21

question, were you alluding to the discussion this22

morning that related to the filing of continuing patent23

application, where an application is filed, then a24

subsequent patent application is filed, et cetera?  When25
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you said --1

MS. MOORE:  No, no, no.  I was alluding to --2

and I don't remember which panelist it was, frankly. 3

This panelist was describing what the patent system, what4

the Constitution envisions in terms of the disclosure5

itself, fostering further innovation.6

MS. SEIDE:  Well, one of the goals, what's7

called designing around.  I mean, that's innovation also8

that it spurs innovation in another way to avoid what's9

patented, and if you're an innovator company, to come up10

with your own innovations that don't fall within the11

patented protection. 12

MS. MOORE:  This is going back to a point that13

Monte made a little bit earlier, and that's do14

pharmaceutical companies patent defensively?  And if so,15

what is driving that?  Monte.16

MR. BROWDER:  I can't speak for Bob.  But just17

based on my experience on the brand side -- you know,18

defensively, again, you're chronologically going along19

the development path and ultimately selecting a20

development candidate -- that if you're going to then21

invest hundreds of millions of dollars or something in22

clinical trials, you choose that one over some other23

ones.  And then at that point in time, you still sort of24

maintain the franchise with the complete awareness of25
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Hatch-Waxman, and the complete awareness of all the1

market exclusivity and the new formulation development. 2

And so as you bring the compound to market,3

people don't just shut down their innovation, as Bob4

implied.  The patent department, in conjunction with the5

clinical people and formulators and everybody in these6

companies, at IVAX or any other place, both on the7

generic and brand side, you are continually patenting, if8

you can, the new inventions.  9

And to the extent that that's going to be10

defensive against either a brand company, if you're going11

after the identical target, or if it's going to be12

ultimately defensive or offensive against the generic13

company at the end for detailment of the life cycle, when14

either the NCE or the follow-on patents are getting ready15

to expire, again, you're taking, in essence, full16

advantage of the framework as we currently have.  17

And to the extent that some companies may18

actually be better at that than others, or be more19

aggressive at it than others, that's internal to their20

own policies.  And to the extent that there are the21

abuses in the system, the one abuse would be simply to --22

again, you go back to listing Orange Book patents that23

reasonably do not claim or cover the product and could24

not reasonably be asserted against a non-licensee who is25
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practicing that invention to IVAX anyway.  1

I mean, principally, that's maybe the only2

current problem with Hatch-Waxman as we see it.  Because3

the other exclusivity provisions, both on the brand side4

and the generic side, are great incentives to innovate,5

both for generic companies to design around, to be the6

first to file and challenge all these formulation patents7

that, for the most part, it does take a lot of work and a8

lot of energy.  9

I've heard the word "copying" a million times. 10

And to the extent that that's pejorative, it does take a11

lot of energy and time to actually find these bio-12

equivalent formulations and design around the various13

patents that may be there both on the third party side14

and on the brand company side.  15

So it's a world of patents out there that it's 16

-- again, each company may be different in the numbers of17

patents and their internal, you know, how patent18

attorneys communicate with clinicians.  Some companies,19

the patent attorneys may never even see them.  Others,20

they're actually in a room together, arm-in-arm, and21

helping that drug product all the way through, and22

continuing to make those improvements. 23

MS. MOORE:  Thank you.  Greg?24

MR. GLOVER:  I just wanted to comment on where 25
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-- that we have waded in to Orange Book listings, where1

we have said we would not wade.  And while we probably2

need a separate hearing to really give enough background3

to understand that, I do want to make the point that4

where certain people will see abuses in the listings,5

others see the opportunity and the right to vigorously6

defend the rights that have been set up in the Hatch-7

Waxman Act.8

And in the context where the Hatch-Waxman Act9

created a circumstance where the pioneers were not able10

to fully assert their patents, and the circumstances that11

they could previously; and where the data protection for12

our confidential data was restricted to a certain number13

of years, as opposed to being more infinite; and where we14

have patents that are presumed to be valid, and the15

generics are claiming to be making an identical copy of16

our products; we believe that at a minimum, our vigorous17

support and adherence to the rights that are provided by18

the act should not be viewed as abuse, nor should they be19

viewed as anticipative. 20

MS. MOORE:  Thank you.  Bob, did you have a21

comment?22

MR. ARMITAGE:  Just a comment on the defensive23

patent question you raised.  And the comments I'm going24

to make are sort of a case study that is only grossly25



230

For The Record, Inc.
Washington Metro (301)870-8025
Outer Maryland (800)921-5555

accurate, because I don't know all the details.  And this1

follows on, again, some comments from this morning. 2

There came a time when SmithKline revolutionized3

the treatment of ulcers with Tagamet.  And SmithKline not4

only patented Tagamet, but they had a huge number of5

patents, perhaps a dozen, perhaps more patents, on things6

that were like Tagamet, but not Tagamet.  And indeed, one7

could look at those as defensive patents, since they8

defended around the already-patented Tagamet molecule.9

In fact, of course, what SmithKline was doing10

unsuccessfully is trying to find a successor product to11

Tagamet.  They were never able to do that.  They were12

never actually able to find the super Tagamet they were13

looking for.14

On the other hand, you had another tiny,15

insignificant pharmaceutical company that looked at all16

these patents and said, "Gee, what's left for us to do? 17

What innovative thing can we do, given all of these18

patents?" and made a significant but fundamental change19

to the H2 receptor in Tagamet.  They changed the chemical20

ring structure, and almost immediately discovered another21

chemical component called ranitidine that became Zantac,22

that became a far bigger product than Tagamet, that, at23

least in Glaxo's eyes, had advantages for patients that24

Tagamet didn't have.25
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And I notice today that company is called1

GlaxoSmithKline.2

So sometimes you have defensive patenting,3

because you are unsuccessful at offense, and sometimes4

that defensive patenting, as you heard this morning,5

really is the trigger for that next leap forward of6

innovation. 7

MS. DESANTI:  Let me ask a follow-up question,8

because to some extent, the question about defensive9

patenting is prompted by trying to do some of the cross-10

industry comparisons that we've had with different11

panels.  And one of the things that we've heard in the12

semiconductor industry and in software, to some extent,13

is that defensive patenting occurs in the sense that you14

need to have patents to trade in order to do cross-15

licensing deals, because in order to develop your16

products, you need to be able to have access to others'17

products as well.18

What I think I'm hearing is that's not how19

things are working in the pharmaceutical industry.  But I20

just wanted to put that out on the table and have it21

confirmed.  And I think that would be apart from your22

interpretation of defensive patenting and what that would23

look like, what that would mean in the context of the24

pharmaceutical industry.  It's not so much that you're25
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providing yourself with patents that you will have as1

chips in trading negotiations for cross-licensing deals.2

MR. ARMITAGE:  I was trying to confine my3

comments to the pharmaceutical industry in the classic4

sense we've been talking about it today.  But as I5

indicated earlier, one of the leading biotechnology6

companies in the United States is Eli Lilly and Company. 7

And it does work a little differently in the8

biotechnology industry, where you had a good deal of9

similar innovation done, obviously from Cohen-Boyer10

patent onward, where I think you heard in Berkeley more11

concerns about alleged royalty-stacking and multiple12

inventions.13

And I would say that in that industry, there are14

situations where I think you see more of the classical15

defensive patent.  Although I have to tell you, frankly,16

that the way I see patent strategies work best to protect17

innovative biotechnology products are really not that18

much different today, at least, from traditional pharma19

products.  You really want to have an NCE product.20

For example, our insulin analog, Humalog, is21

protected by an NCE.  It's a chemical compound that we22

devised in our lab.  23

And I think increasingly, biotechnology24

patenting will be more like traditional pharma patenting.25
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MS. SEIDE:  I was going to agree with that,1

because traditionally, biotechnology patenting has been2

more what now is referred to as tools.  It's technology3

needed to -- and it wasn't product oriented, whereas4

pharmaceutical patenting was more product oriented.  You5

filed for patent protection on the chemical molecule,6

rather than the way to get to that molecule.  Whereas, in7

biotechnology, perhaps like with Barbara's comments, you8

filed patents on the DNA molecule.  9

The DNA molecule is not what's going to be the10

drug.  What's going to be the drug is the use of that DNA11

-- the use of the information, that an assay using that12

DNA molecule, or something like that, to derive the drug.13

And that's the technology, and I think that's14

where a lot of this is.  And I think a lot of15

pharmaceutical companies are facing that issue also with16

the technology type patents that are out in the17

biotechnology industry in regard to royalty-stacking and18

licensing, if you want to develop certain products using19

old technology to do it.20

MS. MOORE:  Ted?21

MR. SNYDER:  Thank you.  I wanted to just22

comment and step back.  I think that economists and non-23

economists alike now have a pretty good understanding of24

what I would call static competition, that in markets, we25
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are comforted when a price goes to something close to1

marginal cost.  We understand that that means that2

consumers are willing to pay more than incremental cost3

to get the product.4

I think there is, by comparison, less5

understanding, less appreciation, less comfort with6

dynamic competition.  And that's what this industry is7

concerned with.  8

And I find very interesting this line of9

questions, because you've got -- once you've set up a10

patent system, you're going to have -- well, first of11

all, you can't suppress competition.  The patent system12

will change the way competition is manifested.  And once13

you have a patent system, you're going to get efforts to14

design around patents.  You may get efforts to engage in15

what is referred to as defensive patents.  You may find16

incentives to develop new therapeutic classes, the kind17

of things that we all celebrate.  You can also find18

efforts to develop new drugs within a therapeutic class19

that had different attributes in a product space sense20

that match better with particular customers.  You can get21

innovations in terms of delivery and frequency of dosage,22

like Cardizem.23

What I find -- and I am not an expert on the R&D24

process, and I thought Susan's question earlier was25
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appropriate -- I suspect that even experts, however,1

would be able to predict exactly what kinds of R&D2

efforts led to what kinds of innovations, that when you3

start out this process, there is oftentimes no logical4

link between where you start out and what your intentions5

are with R&D, and even with patenting efforts and where6

you end up.  That is simply maybe my way to getting to a7

fairly obvious conclusion, and that is given that, it's8

very difficult to then identify and channel this dynamic9

competition exactly how you want it.  It's just a very10

tough problem.11

And I go back to the fundamentals of our12

research.  Whatever policy options that are considered13

down the road, I would hope that we would keep in mind14

the interests of consumers.  The people I'm thinking15

about are people who are looking for better treatments of16

diabetes, Alzheimers.  We should, as I said earlier, keep17

in mind the interests of these future consumers and18

caution ourselves.  19

And, in effect, this is March madness.  It's,20

you know, get a time-out on changes, knowing that exactly21

what effects they have are extraordinarily hard to22

predict.23

MS. MOORE:  I would like to shift gears for just24

a moment.  We've talked a lot this afternoon about25
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patents and their role.  I don't think I've directly1

posed the question of the role that competition plays in2

the pharmaceutical and in the biotech industry.  So I3

throw that open to the panel.4

MS. DESANTI:  To be as specific as possible.  I5

mean, what role -- we've talked a lot -- and Ted, your6

paper goes to the role of patents in inducing innovation,7

and what would happen if you didn't have patents as one8

of the pillars to induce innovation.  Is there a role of9

competition in pharmaceuticals to promote innovation?  If10

so, how does that work?11

MR. GLOVER:  I can start and take a gander at12

this the....While competition is important, as we13

discussed, perhaps, in my prepared comments, and we've14

been discussing all along, which is that when you see15

that somebody else has made an innovation and it's a16

market that you want to get into, then you will try to17

find a way to innovate around whatever has been done.  So18

that is, in fact, competitive.19

However, because the cost of playing the game of20

the pharmaceutical industry is so large, and because the21

risks are so large, you will not get into that game to be22

competitive without patent protection.  23

And I know that's not what you wanted to hear. 24

You wanted to hear how they were separate.  At least from25
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our perspective, that does not work for this industry. 1

That is, as much as I might want to have the better drug2

than the other company, I'm not going to get into the3

game of trying to play that and trying to do the research4

and take the risk if I do not have the R&D protection. 5

MS. DESANTI:  Well, I'm not asking for6

competition in the absence of patent protection.  I'm7

asking for how does competition work, and is there a8

supplementary role that competition plays in promoting9

innovation in addition to having the patent protection? 10

In other words, if you -- I thought where you11

were initially going in your response was to say, you12

know, in some sense, you need a market niche in order to13

justify going forward when you have such great expense14

and risk involved.  And then when you added at the end15

"absent IP protection," then I got a little confused.16

MR. GLOVER:  Well, let me try again, and I'll17

defer to others.  But we did describe that one of the18

circumstances that has changed over the last year is that19

if you go to, for example, Tagamet, where it took some20

six years for the next good drug of this class to get on21

the market.  And then with some of the newer drugs, for22

example, the protease inhibitors, it took three months. 23

That is all about competition, that as you know,24

if you get up to the market, whether you have IP25
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protection or not, and you fail to innovate, you will be1

off the market soon, because somebody else will come2

along with something that is better.3

So the overwhelming incentive is that what you4

developed already is going to be surpassed by every other5

drug company that might be trying to get into the same6

therapeutic promise.  7

So that is the inherent competition that is8

going to push you along, as well as your ultimate9

knowledge that eventually your patent will expire, and10

the Hatch-Waxman Act will allow the generics to enter the11

market.12

MS. DESANTI:  Thank you.  That helps.13

MS. MOORE:  Monte?14

MR. BROWDER:  I think just early on, before15

anything becomes a product, if each -- you know, three or16

four different companies are going after an identical17

target, like the CRF receptor or something like that,18

then clearly, they pay attention to the publications, the19

patent publications, what's happening in the science. 20

And there has to be sort of healthy competition21

to maybe be either the first company to get an actual22

drug candidate, ultimately a drug that is specific for23

that receptor, then it has an indication, a proven24

indication, that they're going after.  And that occurs25
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constantly throughout the drug business, where it would1

be, you know, just like the H2 in Tagamet or any other2

kind of now novel targets that people have, in essence,3

may be racing after to find a new drug.  So I think4

that's wise in the industry.5

MS. MOORE:  David?6

MR. COFFIN-BEACH:  The generic piece of this is7

interesting, because there's acute competition for the8

six-month exclusivity that's granted, certainly.  But9

even after that.  If we look at the generic price erosion10

that typically occurs, where, you know, if brand pharm is11

a dollar, the generics end up at five cents on the12

dollar, that is also forced by competition.  13

So irrespective of intellectual property rates14

on the generic side of the street, competition certainly15

drives down the cost of generic pharmaceuticals.16

MS. MOORE:  Ted?17

MR. SNYDER:  I felt that point is important.  I18

mean, you can talk about this in terms of second and19

third generic.  You can talk about the competition20

conditional on patent protection.  There is a whole huge21

economic literature on what is the optimal industry22

structure to promote R&D and innovation.  And I will23

reduce it to what I firmly believe in, which is24

competition is good.  25
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I mean, if you compare a world where you have1

only one firm allowed to take advantage of, for example,2

the ability to get patents, and compare that to a world3

where you have competition, you would be much better off4

with competition.5

I would agree that given the nature of6

competition in this industry, we would not expect to see7

huge numbers of firms.  And there is some economic8

literature that would suggest when you get a large number9

of firms, sometimes you get less than optimal innovation.10

But I don't think there are many firm take-aways11

from economics and public policy, except to say12

competition is better than a single firm.  After that, it13

gets complicated.14

MS. MOORE:  Okay.  Bob?15

MR. ARMITAGE:  I think that research-based16

pharmaceutical companies would like competition to drive17

innovation, but I don't think they know how to do it. 18

And I say that because even today with the industry as19

consolidated as it is, there are no really big pharma20

companies.  There are no big three pharma companies. 21

There are no big five pharma companies.  There are just22

lots of market companies with relatively small market23

shares and focuses in one product area or another.24

And the second is that the process of innovation25
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is not predictable enough.  Even if I decided that I1

wanted to -- even if I decided after Tagamet, for2

example, at SmithKline that I wanted to focus my research3

so I could drive my market share to be the Jack Welch4

number one or number two in the treatment of5

gastroenterology, it's so unlikely that I'm going to6

succeed that I can't let just competition drive the way I7

do innovation.  8

And then the other reality is that product life9

cycles for innovative medicines are so short that you run10

the risk of being totally out of an area where you want11

to focus innovation before you ever can find the next two12

or three products that indeed would give you the kind of13

market share that Proctor and Gamble has in toothpaste,14

for example, or dental care products.15

I mean, the model is nice, but I don't think16

anybody knows how to make it work.17

MS. MOORE:  Have biotech tools had any impact,18

either made it more efficient or less efficient in trying19

to bring some certainty to this process?20

MR. ARMITAGE:  I'm just going to give you one21

sentence.  Several years ago, a large number of22

companies, three or four companies in the genomic area,23

claimed that they had the sequence of every gene in the24

human body.  And in fact, they had the sequences of three25
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times more genes that were, in fact, in the human body,1

but they didn't know it at the time.2

And the reality is knowing everything is a lot3

like knowing nothing.  In other words, so far, this4

revolution has been a revolution of information, rather5

than a revolution of knowledge and insight.6

So I think we're a generation away from that7

being a driving force in a lot of information.  Dumb luck8

is still better than the genome. 9

MS. CAULFIELD:  I think on the biotech industry10

-- and I was going to reflect that we really have such a11

different opportunity here, and it's such a different12

market here, because the market is actually being driven13

from both ends.  It's being driven from what Bob just14

said, which is the sort of gross what's-in-the-genome. 15

And the other end is starting with diseases and health16

care issues and working back towards the genome, you see.17

So the competition is actually in two parts18

there.  There's R&D competition coming from what we know19

about diseases and what we know about tumors and people20

that have diseases, and working back towards the genome21

or proteins or haplotypes or genotyping, and coming this22

way also.23

So what you've got is a completely dynamic, if24

you will, as Ted says, effect here.  And competition is25
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the name of the game, because the more people that are1

innovating, going towards sort of the golden spike, if2

you will, in the middle of the research area, the better3

off and the quicker the innovation is going to be.4

The other advantage is that the research in the5

genome is going towards the middle or going towards6

disease, and there is obviously none of the kind of7

regulatory effect everybody was talking about here. 8

That's a big one.  And there's not the high cost of9

innovating or the long term.  There is down here at the10

other end, coming this way.11

And when genetic research hits, you know, small12

molecule research, if I can put it that way, it is going13

to be very interesting in this middle group as to how14

competition is going to affect innovation in that sphere. 15

And I would say we're closer to it -- I think, Bob, when16

you said "generation," you meant "technological17

generation."  But that's moved so quickly in the past18

five years that a lot of people are projecting in three19

more, we're going to be very close to that middle ground. 20

And it's going to be in oncology, because there's so many21

initiatives in the area.22

MS. SEIDE:  I was just going to say the same23

thing.  The generational issue, again, it's not in the24

genome where we are now in the genomic sense.  It's where25
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we're going to be in the next technology, again, which is1

the information from genomics, which is structure, which2

is function, and which is proteins, which will be the3

targets for correlating that.  And that's already4

happening.  I see it a lot, certainly.  5

And a lot of that area is not even in the6

biotech companies or even in the pharmaceutical7

companies.  A lot of that's in the universities.  There's8

a tremendous amount of technology that's being developed9

in that area in maybe the very small biotech companies,10

and also in the university area, which are developing11

technologies that will have great ramification in that12

interface, you know, several years down the line.  13

I mean, the whole area -- I mean, the buzzword14

has always been what's called pharmacogenomics, basically15

using this information to develop better drugs.  And I16

don't think we've even talked about that particular area17

at all.  18

The classical model for pharmaceutical19

development is you develop a drug.  And that drug is used20

to treat a population who have different responses to the21

drug.  And what some areas are going in is to maybe22

target and focus drug development and drug discovery to23

populations that will respond better, have fewer side24

effects.  And a lot of that information is going to be25
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coming out of biotechnology.  You know, better drugs1

developed using this information. 2

MS. CAULFIELD:  And I think one immediate impact3

of that is going to be if you could have the information4

to drive a clinical trial, for example, to people where5

the drug is genetically more effective.6

MS. SEIDE:  It's working already.  GeneSense is7

doing that already.  And there are companies that are8

actually looking at that information, and they're doing a9

very big study on known drug statents in targeted10

populations based on their genetic composition, and11

showing information in that regard. 12

MS. MOORE:  We have a couple of minutes left, I13

guess.  I will let each one of the panelists, if they14

have a couple of closing remarks, short remarks.  Let's15

go around the table.  We'll start with Rochelle.16

MS. SEIDE:  Not very many closing remarks.  I17

think we still need to have an intellectual property18

protection system to drive innovation.  Competition is19

not enough.  Although there is a lot of competition in20

certainly smaller areas.  But that's not to say that the21

situation is perfect as it is.  And it can be fixed, and22

it should be, to some extent.23

MS. MOORE:  Ted?24

MR. SNYDER:  Robin, just thanks for being here. 25
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I don't have anything to add.1

MS. MOORE:  Okay.  That was short.  David?2

MR. COFFIN-BEACH:  Same for me.  I appreciate3

the opportunity to be here with this panel and to hear4

the discussions of today.5

MS. MOORE:  Greg?6

MR. GLOVER:  Research-based industry looks7

forward to the opportunity to continue to develop new and8

improved cures and treatments into the next century, and9

we hope that we will maintain a strong and certain IP10

protection system that will allow it to occur.11

MS. MOORE:  Barbara?12

MS. CAULFIELD:  I guess I come out very close to13

where Rochelle is, which is I'm advocating taking a look14

at a whole new way of doing research, and asking some15

very serious questions about how we manage IP protection16

when you have a whole new market and industry17

development. 18

MS. MOORE:  Bob?19

MR. ARMITAGE:  I would just concur with almost20

all the closing comments of everyone else and add that21

indeed, my hope is that we do have a patent system that22

works well for the consumer in the future, and that23

today's hearings, and particularly some of the things24

said this morning, can help it be a better patent system25
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for consumers in the future.1

MS. MOORE:  Monte?2

MR. BROWDER:  Yes.  Thank you, Robin.  And also,3

we strongly support a strong intellectual property4

position, and also data exclusivity, market exclusivity,5

the whole scenario of incentives as it currently stands. 6

MS. MOORE:  I would like to thank all of the7

panelists for the multiple conversations that they have8

had with me, as well as taking the time to come in this9

afternoon and talk with us.  Thanks.10

(Applause.) 11

(Time Noted:  4:41 p.m.)12

-    -    -    -    -13
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P R O C E E D I N G S1

-    -    -    -    -2

MR. BARNETT: Good morning.  My name is Michael3

Barnett.  I'm a staff attorney here at the Federal Trade4

Commission.  I would like to welcome you to this5

morning's hearings, "Business Perspectives on Patents,6

Hardware and Semiconductors."7

This hearing represents the second of our8

business-related hearings dedicated to various high-tech9

hardware and semiconductor industries, as opposed to10

other industries more adequately described as software11

and Internet or biotech and pharma.12

Joining me today are my colleagues from various13

government agencies and I would like to introduce Susan14

DeSanti, to my left, Deputy General Counsel for Policy15

Studies at the Federal Trade Commission.16

Sue Majewski, an economist at the United States17

Department of Justice, is to my right.  And then two down18

to my left is Robert Bahr, Senior Patent Attorney at the19

United States Patent and Trademark Office.  20

Gathered with us are representatives from various21

companies as well as academia to provide us with their22

insight and experience into patents, competition and23

innovation within their business or field and, hopefully,24

in turn, their industries in general.25
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In my opinion I think this is an impressive group1

of individuals who are distinguished in their fields and2

I'm anxious to hear their thoughts.  With that, I think3

we should begin.4

We will start by briefly introducing each5

panelist and following their introduction, they will6

provide a brief explanation of what their companies do,7

or their area of expertise, to provide us with some8

perspective into their industry.9

Following these introductions, five of our10

participants have graciously offered to provide a brief11

presentation to introduce us to ideas and issues that12

they find particularly relevant and important to the13

issues at hand.  14

We will begin with three of these presentations15

followed by some discussion and a brief break.  Following16

the break we will continue with two presentations17

followed by continued discussion.18

To my far right is George Brunt.  George Brunt is19

Senior Vice President, General Counsel and Secretary of20

Alcatel USA and is responsible for legal, business21

development, government relations, and intellectual22

property for North and South America.  23

George has also served as Vice President, General24

Counsel, and Secretary of DSC Communications Corporation,25
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before it was acquired by Alcatel.  George.  1

MR. BRUNT: Thank you, Mike.  It's a privilege to2

be here and to discuss patents and the convergence of3

intellectual property and competition.4

Mike asked me to give just a little explanation5

of who Alcatel is.  We are a global telecommunications6

company.  We're headquartered in Paris, France with an7

Americas headquarters in Dallas, Texas.8

We make all of the equipment that sits behind the9

jack in the wall where your telephone plugs in:  the10

switchers, the routers, the cables, the fiber optics, all11

sorts of telecommunications equipment.12

And I'll go into a little bit more detail about13

what Alcatel does and the commitment we have to14

innovation during the presentation.  15

MR. BARNETT: Great.  Thank you, George.  Next we16

have Dan McCurdy.  Daniel McCurdy is the President and17

CEO of ThinkFire, a new company that we understand aims18

to help its clients obtain returns on their technology19

investments through intellectual property licensing.20

Mr. McCurdy is the former President of Lucent21

Technologies' intellectual property business and he has22

worked for IBM and Siena Corporation as well.23

At IBM, Mr. McCurdy was Vice President in charge24

of the company's market entry into the life sciences25
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information technology market.  Dan.  1

MR. McCURDY: Thanks, Mike.  I, too, am very2

pleased to be here today.  It's a subject that I have3

spent probably the last 15 or 20 years in and about in4

the various companies that I have worked with.5

I will make a couple of comments a little bit6

later with respect to some of the views on the subjects7

that this panel is addressing.  I look forward to the8

interaction with the panel.9

ThinkFire -- you put it about as succinctly as I10

can -- does exactly what you have said.  We formed this11

company last summer to help leading innovative companies12

in the world in the licensing of their patents and13

know-how.14

MR. BARNETT: Thanks, Dan.  Next we have Harry15

Wolin.  Harry Wolin is Vice President of Intellectual16

Property for Advanced Micro Devices, Incorporated.17

Prior to joining AMD, Mr. Wolin was with Motorola18

for 12 years where he held a number of positions within19

its legal organization, primarily involving intellectual20

property law and culminating with his being Vice21

President and Director of Legal Affairs for Motorola's22

semiconductor product sector.  Harry.  23

MR. WOLIN: Thank you for the introduction, Mike,24

as well as allowing me to participate in these hearings. 25
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Of course the subject matter of these hearings are very1

interesting, especially being affiliated with AMD.2

AMD is about a 33-year-old company and we3

participate in three businesses.  We have got a flash4

memory business.  We have a new business we're just5

trying to get off the ground, which is really embedded6

microprocessors for wireless-type devices.  And then our7

flagship business is participating in X86 microprocessors8

for the personal computer and server markets as well as9

other chips that are needed for those types of platforms.10

We are a company that had $4.6 billion in revenue11

in 2000 and $3.9 billion in revenue in 2001.  Our big12

claim to fame there is we only shrunk at half the rate of13

the rest of the industry.  I look forward to discussing14

these issues.  Thank you.  15

MR. BARNETT: Very good.  Thanks, Harry.  Next, to16

my far left, is Rosemarie Ziedonis.  Rosemarie Ziedonis17

is an Assistant Professor of Management at the Wharton18

School of the University of Pennsylvania.19

Her research interests are in the area of20

intellectual property rights and corporate strategy in21

high-technology industries and she's currently working on22

assessing the impact of stronger intellectual property23

rights on firm strategy in the U.S. semiconductor24

industry and other research projects.  25
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MS. ZIEDONIS: Thank you for letting me join the1

panel and I look forward to sharing some insights of some2

large scale empirical studies that I have been doing both3

on my own and also in collaboration with Bronwyn Hall out4

at Berkeley whom you heard from on the previous panel. 5

So thank you for the opportunity.  6

MR. BARNETT: Thank you.  Next we have Gary7

Zanfagna.  Gary is the Associate General Counsel for8

antitrust at Honeywell International.  Before joining9

Honeywell, Mr. Zanfagna was Assistant Director for Policy10

Planning here at the Federal Trade Commission in11

Washington, D.C.12

At the Commission he was one of the principal13

authors of the FTC and DOJ "Antitrust Guidelines for14

Collaborations Among Competitors" and was instrumental in15

writing the FTC staff report titled, "Anticipating the16

21st Century: Competition Policy in the New High-Tech17

Global Marketplace."  Gary.  18

MR. ZANFAGNA: Thanks, Mike.  I'd just like to19

thank you and thank Susan for the opportunity to be back. 20

It's a pleasure to be here today, and I appreciate the21

opportunity to participate in the hearings on behalf of22

Honeywell.23

I am Associate General Counsel for Antitrust at24

Honeywell.  Honeywell is maybe a little broader than most25
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companies here.  It's a $24 billion diversified1

corporation, a technology and manufacturing company.  We2

serve customers worldwide.3

We're involved in home building controls.  We're4

involved in automotive products, specialty chemicals,5

fibers, plastics and electronic materials.6

We do also participate in the semiconductor7

industry in certain discrete or specialized areas.  In8

addition, I look forward to talking more about what we do9

and our view on competition and intellectual property. 10

Thank you.11

MR. BARNETT: Very good.  Thanks, Gary.  Finally,12

we have Richard Thurston.  Dick Thurston is the Vice13

President and General Counsel of Taiwan Semiconductor14

Manufacturing Company Limited.15

Before coming to TSMC he pursued an international16

intellectual property-oriented practice at Haynes and17

Boone in Dallas, Texas and at Texas Instruments. 18

Richard.  19

MR. THURSTON: Thanks, Mike, for the introduction20

and especially for the invitation to come all the way21

from Taiwan to participate in this morning's hearing.  It22

is a great honor and pleasure to be here because this23

topic is extremely important to me.  24

I have spent about 25 years working in this area25
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but also it's especially important for our company which1

takes great pride in being a major technology leader. I2

think it builds products for, I think, all the companies3

here at this table in one way or another.  4

And we are also here because the U.S. law and5

U.S. market is extremely important to us.  Over 606

percent of our customer base are U.S. companies, largely7

a combination of fabless companies.  8

Over 175 fabless companies have been our9

customers as well as the IDMs, integrated device10

manufacturers, which we'll talk more about later.  We11

also had a great year in 2000, about $6 billion in12

revenue.  13

It dropped of a little bit last year although we14

were fortunate to turn a profit every quarter.  This year15

is looking to be a strong one for us and hopefully, if we16

don't get into too much litigation over patent issues,17

we'll turn a profit again.  Thanks.  18

MR. BARNETT: Thanks, Dick.  Now, we'll begin with19

a few presentations from our panelists, and we're going20

to start with Rosemarie Ziedonis, who's going to give us21

an idea of what she's found with her research on various22

industries.  23

MS. ZIEDONIS:  As I said, it is a pleasure to24

have the opportunity to present some work today.  Mike25
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was kind enough to call me and ask me to kick off this1

panel by perhaps setting the stage with establishing some2

general trends that have been going on in patenting.  We3

hear a lot about the explosion in patenting.  Well, how4

does that compare with R&D trends over the past two5

decades that a lot of us have been scratching our heads6

about?7

Why is semiconductors different?  And I'd like to8

spend a bit of time, after laying out these general9

trends, focusing on the interesting and also different10

roles of patents even within one industry like11

semiconductors.12

And building on a comment that was previously13

made, the role of patents for manufacturing firms versus14

fabless firms, as I'll call them, these specialized15

design firms, can be quite different.  And I think that16

it's important to keep that in mind.  So I want us to17

think about that as we continue through my presentation.18

Now, the insights from two recent studies19

include, as I said, work in collaboration with Bronwyn20

Hall that was published in the Rand Journal last year so21

I'm going to be summarizing some of the main findings22

from that study and also recent work that I thank the23

National Academies and the Step Board for commissioning24

me to really trace, for about a 30-year period, patterns25
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of patent litigation in semiconductors.  1

And here I'm mainly talking about dedicated U.S.2

semiconductor firms but obviously companies like TSMC and3

the like are on receiving or giving ends of that4

particular sample.  So semiconductors is an interesting5

setting to think about this role of patents and what6

purpose does it serve in either stimulating innovation or7

not?8

I want to point out two things.  One is that the9

Yale survey, the Carnegie Mellon survey, has consistently10

pointed out that if you interview or survey R&D lab11

managers across industries, representatives from the12

semiconductor industry report that patents are among the13

least effective mechanisms to appropriate returns from14

R&D.15

Instead, we're talking about lead time, secrecy,16

complex manufacturing capabilities.  We have other ways17

of profiting from R&D and we don't rely solely or largely18

on patents.19

This is a consistent finding from these surveys. 20

The first one that was administered in the 1982-83 time21

period and the second one that was administered in 199422

after many of the pro-patent policies, as many of us call23

it, have taken place.24

And despite that, you see that over a period of25
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the 1970s through -- and this drops off in '93 -- an1

explosion of patenting relative to R&D spending in the2

semiconductor industry.3

So one of the main things that we should learn4

from this particular slide, what we've done here -- this5

is from the paper with Bronwyn -- is we tried to weight6

this explosion, this growth in patenting, by industrial7

R&D spending.8

So the red line that you see that's a fairly flat9

line, slight decline from 1979 through -- the best way to10

end this is '93.  Forget the drop-off.  It's because of11

data issues.12

But you see that overall, with U.S.13

manufacturing, that the patent growth hasn't been14

disproportionate relative to R&D spending.  Part of that15

is because of an explosion and an increase in R&D16

spending in pharmaceuticals and the like that has17

certainly outpaced any growth in patenting during this18

period.  19

So the red line is really -- well, overall for20

U.S. manufacturers, patenting has grown but so has R&D21

spending.  Now, if you look at the blue line, these are22

dedicated U.S. semiconductor firms and you'll see that23

around the mid-1980s we have a sharp increase in24

patenting per R&D dollar.25
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So if you think about any million dollars spent1

in R&D, more effort is generated, more resources, more2

time filing -- and these are applications that have been3

granted -- and obtaining U.S. patents.  The black line,4

you'll notice, is computers.  It follows a similar time5

trend but not at as high a level as what we see in6

semiconductors.7

Now, our study ended around the 1995 period, and8

in case you think that this kind of aggressive patenting9

by semiconductor firms has gone away -- well, I can tell10

you, just for our sample of about 130-some U.S.11

semiconductor firms, including companies like AMD,12

excluding more diversified companies like a Honeywell or13

an IBM or Motorola -- just looking at the dedicated firms14

you'll see that from '95 to 2000 the number of U.S.15

patents awarded to these companies has continued to16

escalate.  We do not have a slowing down of what has been17

an upward trend.18

So what's driving this surge?  That was the main19

question of a complicated study that I refer you to. 20

Here I just want to highlight a few main points.21

In the study with Bronwyn we focused on what22

might be the first obvious things you would look at. 23

Well, maybe we've just gotten better at managing R&D labs24

so that we are just more productive for any dollar that25
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we're spending in R&D.  We found little evidence that1

that was the case.  We know that semiconductors has been2

an area where it has been fueled by technological3

opportunities and wireless communications and the4

Internet wave and a lot of other opportunities along the5

way.6

We saw little evidence that that explanation was7

what was driving the surge and our main conclusion from8

the study was that these broader changes in the patent9

landscape in the United States have fundamentally10

affected the patent strategies in this industry.11

There are two kinds of related and interrelated12

aspects that are complicated to tease apart.  One is what13

we have referred to as this pro-patent strengthening of14

patent rights -- translated, this means higher15

probability of receiving large fines if you are found16

guilty of infringement, the shift in the evidentiary17

standards of invalidating patents, and a series of other18

reforms and policies set in place by the Federal Circuit19

Court.20

The second one that I bulleted here is that21

perhaps that alone wouldn't have fueled all of this22

intensive patenting, but we also have something else23

going on, which is that it's fairly easy to get patents24

coming out of the patent office, at least this is my25
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understanding.  This is not my area of practice.1

But consistently in the interviews with folks in2

the industry I was like, "Well, you know, if we had to3

change one thing let's just make it a little bit harder4

to get all of these very trivial inventions coming out5

from the patent office."  So those two things, I think,6

are going on.7

 There are very different strategic implications,8

however, for firms within the industry.  Remember, I said9

at the beginning, two very different types of firms10

within, as we call it, the U.S. semiconductor industry. 11

One, think of those that are operating $2.5 billion, $312

billion manufacturing facilities that integrate very13

complex technologies.  Those are manufacturers.  And then14

we'll think a few minutes about the different15

implications for design firms separately.16

So these manufacturers, the ones that own these17

complex expensive facilities, their main reaction18

according to our results was that, "Boy, if you're19

strengthening the rights of patent owners, we're now20

concerned about being held up by those patent owners."  21

So we want to basically preempt litigation,22

preempt the use of external rights against us.  We're23

going to patent so that we exclude others before being24

excluded ourselves -- a very defensive tone to the use of25
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patents.  We're going to value owning these patents1

because we need them to trade, either in cross-license2

agreements or license agreements.  And as someone trained3

more on the economic side, I started out this being a4

little suspicious and asking why would quantity matter?5

I mean, surely the quality of the portfolios --6

it's well, quality matters, but quantity matters too.  So7

there is this notion of the quantity of the portfolio,8

size of the portfolio actually being of some economic9

value in these license exchanges.10

And then finally, we see this showing up in11

improved internal management.  This was not unusual in12

some fields, more unusual for the tier of companies that13

we were talking about in semiconductors.  A lot more14

attention paid to how do we generate, harvest, patentable15

inventions internally.  So is it the establishment of16

these advocacy committees, more attention to really17

identifying discovered inventions that would qualify for18

patents, and then, finally, supplementing that with19

annual goals and awards?20

A very contrasting view, if we think about the21

perspective of specialized firms that lack manufacturing22

capabilities of their own, that contract out those with23

companies such as TSMC and rely critically on patents to24

raise capital, especially in the start-up phase.25
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Here, the reaction to this stronger patent regime1

was, that is fantastic.  We rely on bulletproof -- we're2

not going to play the kind of get-as-many-patents-as-we-3

can game.4

We want very strong, solid patent protection to5

raise venture capital, to stake out these proprietary6

rights -- not necessarily against incumbent firms but7

against other niche market rivals, and Ethernet cards,8

and input/output devices and the like -- and then an9

intentional strategy towards enforcing these rights.  One10

of what, I thought, was a surprising finding in my work11

for the National Academies was that these specialized12

firms are enforcing their rights at a rate that looks13

remarkably like the specialized biotech firms.14

So four out of every hundred patents that they15

own end up in court.  That's actually a very, very high16

number relative to other industries and within the17

semiconductor industry.18

However, one thing that I had noticed just from19

field interviews is that there was more attention towards20

this patenting defensively and beefing up of portfolios21

as the revenues increased and as the companies grew22

older.  So, in summary, semiconductor firms do not rely23

solely on patents to capture the returns from knowledge24

assets.  We know that from the surveys that Rick Levin25
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and others have set forth before us.1

However, many companies operating in this area2

can't afford not to patent, but for very different3

reasons.  For manufacturers these are strategic assets4

used in cross-licensing, used defensively, which we may5

want to think about from the policy perspective.  For6

design firms, however, these are critical business assets7

in a way that, in my opinion, the patent system was8

really intended to operate.9

Emerging issues or at least questions that I10

would like to pose that I'm still wrestling with and that11

I would pose to the panel, how long will this upsurge in12

patenting continue?  This is a costly exercise.  There is13

some indication that firms are turning more to defensive14

publications much like IBM used, the old technical15

bulletins and the like, but there is also this economic16

cost perhaps of doing that because of foregoing the17

leverage in negotiations.18

The second point that, I think, is perhaps more19

closely related to antitrust issues is how exactly are20

firms navigating these thickets of patents that have been21

issued?  And this gets, obviously, at the interface of22

innovation and then competition and cooperation on the23

other hand in terms of patent pools, cross-licensing24

agreements and the like.  And then finally, the question25
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that is still not clear is whether, on net, the surge in1

patenting is truly good or bad news for innovation in2

this industry as we see it being challenged now with3

research tools and genomics and software which we'll be4

discussing later on this afternoon.  Thank you.  5

MR. BARNETT: Thank you, Rosemarie.  We're going6

to move on to another presentation.  If I could get you7

to close -- there we go.  We run a danger of the laptop8

crashing if each person doesn't close out their9

PowerPoint after they're done.  I think at this point10

we're going to hear from George Brunt.11

MR. BRUNT: It's a privilege again to be here12

today and to address these issues.  I want to go a little13

bit more in depth into Alcatel and what Alcatel is.  I14

know that it's not a household name yet in the United15

States but I think it's rapidly becoming one.16

What we do is we do design.  We do have some17

semiconductor activity but largely our activity is in18

telecommunications, which consists of semiconductors,19

computers and networks.20

And we design, develop, build and market21

innovative networks and solutions for our22

telecommunications customers.  Our goal is to enable any23

type of content to be delivered to any type of customer24

anywhere in the world.25
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Basically, our strengths are our global presence,1

complete portfolio of all the telecommunications2

equipment that you could want, and the ability to3

integrate this equipment into networks throughout the4

world.5

This is a slide we don't often show the Justice6

Department but we are the number one service provider in7

infrastructure worldwide.  We're number one in broadband8

access, number one in global optical transport.9

In ATM we're number two worldwide, number one in10

contact centers worldwide.  These are customer contact11

centers for companies who want to have a customer call-in12

center.  We're number one in DWDM and SDH, worldwide, and13

a leader in intelligent networks.  We're number four14

worldwide in satellites, and we're a leader in enterprise15

solutions.16

And so we really do have quite a presence in the17

telecommunications industry worldwide.  Our roots come18

from the same place that AT&T's and Lucent's roots come19

from.  And in telecommunication we're basically what was20

the old International Telephone and Telegraph, or ITT.21

So some facts and figures.  Basically, we're22

around $24- $25 million in annual sales.  We invested in23

the year 2001 11.3 percent of our revenues into research24

and development.  So we're very committed to research and25
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development and to innovation.  We have around 100,0001

employees worldwide.  We're in 130 countries and we have2

over 22,000 engineers.3

You can see by this chart the different areas4

that our business is focused in.  Carrier networking is5

45 percent of our business.  Space and components is 126

percent, and e-business is 14 percent, and optics is 297

percent.  8

Our customers run the gamut of anybody who is9

trying to establish a communications network whether10

their carrier is mobile operators, mobile phones, fixed11

line proprietors, data providers, voice providers -- and12

we have customers all over the world.13

And most of the companies that make up Alcatel14

have been home grown in their home country.  And that's15

true with the United States, too.  The companies that are16

here, the Alcatel companies that are here, are companies17

that have grown up here.18

Optics I use as an example, some of the19

innovation that we do and the breadth of what our20

innovation is addressing.  Both network intelligence,21

which is becoming more and more important, network22

solutions, terrestrial systems, submarine systems.  We23

also make the fiber cables and the optical components24

that go into the system.25
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We believe that this is an evolving system that1

the eventual answer will be a fully optical switching2

photonic, era, but there are some steps we have to go3

through to get there and we serve all of those levels,4

including ADSL and broadband, that are part of the5

migration path.6

And there's a lot of innovation and there's a lot7

of development left to be done.  One of the main things8

driving us today are our costs.  And so we're trying to9

address our customers' issues by providing more for less. 10

And these are the research and development centers that11

we have around the world.12

So to get on to the topic that we're addressing13

here today, innovation is one of the core values of14

Alcatel.  We have 6,000 patent families, 22,00015

individual patents worldwide.  They're in the various16

different areas that we have been discussing.17

We also concentrate heavily on trade secrets.  I18

think it's a good thing that the Department of Justice19

and the FTC is taking an interest in this because I think20

there's a lot of innovation yet to come.21

We spend around $3 billion a year in innovation22

and if it weren't for patent protection and for trade23

secret protection of the intellectual property rights, we24

could never get investors to allow us to spend that much25



24

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

of their hard-earned money on research and development.1

Patents have proliferated over the years and I2

think one of the things that is of interest to this panel3

is what's causing the increase.  And I think it's just4

because we're in the information age.  There is a lot5

more information.  We can more easily identify the6

problems that need to be addressed and there's more7

people working on the problems.8

I think that this is the greatest stage of9

innovation and it's in front of us not behind us.  Even10

though we have experienced great innovation in the last11

few years it will accelerate.  And so, it's justified12

what we're doing here.13

The founding fathers knew that great strides14

would be made in society if innovation and disclosure was15

encouraged and that's the purpose of the laws. 16

Innovation had been protected by trade secret laws and17

that's old.  We have cases going back to Roman times for18

inevitable disclosure when they would protect employers19

from their employees leaving with their ideas.20

In order to coax companies to release these ideas21

and to allow them to be practiced in the public, the22

Constitution has granted some exclusive rights to23

inventions and innovations.  And I believe it was24

divinely inspired in our Constitution and that's one of25
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the great things that has made the United States advance.1

Patent uncertainty, we still have problems with2

it.  The process, I think, is too slow.  Far too many3

patents fail for lack of validity.  And this is one of4

the things that's causing the cost of litigation and the5

waste that goes on in the process.  We figured that to6

maintain a patent worldwide over a period of 20 years it7

costs about $200,000.  Therefore, patents are assets that8

suck money out of the system unless there's a licensing9

program that brings the money back in.10

And so that's one of the reasons why you see more11

patenting and more emphasis on licensing and on mining12

the value of your patent portfolio today.  Litigation is13

also very expensive.14

There are some new companies emerging with what I15

think is a shortsighted patent philosophy.  These16

companies live to exploit innovation from companies that17

they acquire through marketing schemes and don't rely so18

much on IP.19

But I think it's shortsighted because if20

innovation isn't protected, they're going to run out of21

companies with innovations to exploit.  And this chart22

kind of shows you in a way some of what they call the New23

World companies or .com companies have a different view24

of IP.  But I think that this is shortsighted because it25
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doesn't result in a reinvestment in research and1

development.  2

Trade secrets are also important.  Particularly3

in times when patents can't be counted on to be4

enforceable companies hold onto their innovations by5

trade secrets.  So common law trade secrets have been6

enforced throughout time.  It's an important property7

right.8

The very adoption of patent law to encourage9

disclosure recognizes the law of trade secrets.  And it's10

in the laboratory where most innovation takes place.11

We've had a hard time at Alcatel in keeping our12

innovations in our laboratories and patents have not been13

effective for us to protect those innovations because14

they walk out the door far before the patent is available15

to help us.16

Patents don't become effective until issued.  The17

patent issuance process takes a lot of time, and if a18

group of employees working on a specific project leave19

our lab and go out -- are funded by venture capitalists20

to start another company that's going to do the same21

thing that they were doing in our lab -- then we run into22

some severe problems.  23

We have to use trade secret laws to protect24

ourselves and patents are inadequate there.  And it's25
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different in each state, so I would really encourage the1

adoption of a federal trade secret law because it's the2

precursor of patent law.3

The other aspect that I think is very hard to4

realize is the value of patents, and the value of5

innovation to our society.  It's hard to think in the6

billions and trillions.  And that's what it costs to7

innovate and we need the protection that allows us to8

continue with this innovation.9

Basically, I think that it's very important that10

we resolve the uncertainty in the patent and the11

trademark system and that we continue to uphold it12

because I think it's the basis of innovation in our13

society and responsible for the great advances that have14

been made in the last 150.  Thank you, very much.  15

MR. BARNETT: Thank you, George.  Next we're going16

to hear from Richard Thurston at TSMC.  17

MR. THURSTON: Good morning again.  It's a real18

pleasure to be here and it shows what a small world this19

is.  I traveled all the way from Taiwan to follow a20

fellow Texan, that I live in the same community in which21

he lives and have had a close working relationship with a22

lot of his executives over the years, before I moved out23

to Taiwan.24

As you heard, I'm with TSMC, again, also not a25
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household name although most of the products that are in1

your household have contained products that were built by2

our company for our customers.3

We are a young company, only 14 years old, having4

been established back in 1988 in Taiwan as the really5

first contract manufacturer in the semiconductor6

industry.  We have grown to be the world's largest7

foundry in this business and take great pride in our8

technological accomplishments.9

Today we are in full scale manufacturing of10

technologies at the .13 micron level which is a11

significant factor in the ability to have a lot of12

technologies at your home which you enjoy, which your13

kids enjoy, such as Xbox.  Invidia is a major customer of14

ours and has been a major enabler of products such as15

that.16

It's been also an interesting career for me17

because I had the honor of being at the dawn of creation,18

so to speak, when I joined TI in 1984 and was actively19

involved in a lot of the strategy that went into our20

licensing program, especially as concerns Asia.  I was21

Asia-Pacific regional counsel at that time, lived in22

Tokyo from '87 through '90, and was actively involved in23

much of what we were doing out there.24

At that point in time, as has probably been well25
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written and maybe my friend and former colleague, Fred1

Telecky, talked about it at the last hearing in2

California, that TI really entered upon the program out3

of necessity, out of survival.4

We were really dying in many ways, lost5

competitive edge, not just because of the Japanese6

dumping but because of a lot of factors, but most7

importantly felt that we were not obtaining a fair return8

on our investment in the technology market and9

particularly when you look at the level of research and10

development that went into semiconductors at that time. 11

And that has only exponentially increased today.12

And, in fact, Rosemarie, the average price of13

building a 12-inch wafer fab, the most advanced, is in14

excess of $4 billion today.  That's how much it costs for15

us.  We're building two of those facilities right now. 16

Intel, IBM are among the last of the generation that are17

building such facilities that are very important to the18

survival of the semiconductor industry.  Our greatest19

fear is also what's looming on the horizon across the20

Taiwan Straits, and for many reasons, cheap manufacturing21

costs, but also still a lack of consideration given to22

intellectual property issues.23

In fact, we have initiated some significant trade24

secret cases in Taiwan, and I agree with my colleague25
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George about the importance of trade secrets.  And1

perhaps in many ways in the future I would encourage FTC2

and Justice to look more at that.  And it may be a way3

also to eliminate some of the backlog at the patent4

office.5

We are a process manufacturer.  We do not do the6

design work of the semiconductor chips.  We leave that to7

AMD and Honeywell and Alcatel and others.  We build the8

manufacturing processes, and therefore, as in most9

process-oriented companies, the manufacturing trade10

secret value is fairly significant.11

TSMC today has over 3,000 patent applications12

that have been filed in the U.S.  Nearly 2,000 have been13

issued.  Two thousand five hundred in Taiwan, and then14

maybe another 500 around the rest of the world -- I'll go15

into that next as to some of the rationale behind our16

programs and then hopefully save the rest for discussion.17

I would add, Rosemarie, that I concur with most18

of your comments and would certainly be glad to expand on19

it from our position as a foundry.  Also, we are20

fortunate to have unique insight into the fabless design21

companies as well as the IDMs themselves since most of22

them or many of them are our partners.23

As we saw from George's presentation the founding24

fathers had a very specific view of what the patent25
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clause should look like.  I have prepared a ten-page1

paper that I have given to Mike that will be published2

that goes into a little bit more of the founding fathers3

thoughts. I have done a lot of research in this area as4

well as a lot of the issues behind TSMC and our5

perspective on semiconductors and patents and6

intellectual property.7

Needless to say, Jefferson, Madison, Pinckney and8

others were initially strongly opposed to providing any9

patent monopolies in the United States because they10

feared that it would limit innovation.11

There is extensive discussion in their papers and12

also in the Federalist Papers, particularly 43, on the13

thinking behind finally accepting a patent clause. 14

Looking at the objectives and goals that TSMC has, we15

have heard a number of those from George, but first and16

foremost is to manufacture securely and freely, not to be17

shut down.18

We want to sustain competitive advantage.  We19

want to enhance our global image, provide the customers20

value-added and leveraged access to third parties.21

And we do a lot of joint development work which22

is also relevant to this topic and I can talk about that 23

more in discussion.24

Increasingly, and one of the reasons I was hired25
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is to try to help minimize patent infringement, liability1

damages cost, particularly that which involves lost2

management time that you have to face as you prepare for3

those, certainly, and when you get an infringement claim4

notice of doing the internal research and review and5

analysis.6

Increasing shareholder value and increasing7

employee welfare -- much more through innovation,8

initially; today though, as we've heard, patents are9

driving for a number of reasons.  When we file, we have a10

number of considerations, certainly patentability, as11

provided for under law.12

We do competitive analyses of what our13

competitors are up to in this area.  And again, this is14

largely driven from a defensive position rather than any15

offensive or revenue-generating.  We want to know what16

potential claimants are doing that might come after us17

for infringement in the process area.18

We consider our advance process technology19

roadmap, particularly as we have gone and we have20

developed our portfolio, especially focused on 1.1821

micron and below.  More patents today are going into the22

.10 micron area.23

New manufacturing processes such as copper24

technology, titanium dioxide, et cetera, are25
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considerations; portfolio value, design around, as we1

know, are looked at and we looked at other intellectual2

property issues, trade secrets particularly; and finally,3

designing our patents, our claims and the way we4

prosecute in the patent office with litigation5

considerations in mind.6

Our efforts have been intensifying.  Only a7

12-year-old company, having had issued nearly 2,0008

patents in the United States is not a small9

accomplishment.  We have been filing 400 to 500 a year. 10

Our goal now is to file about 500 patents a year, again,11

largely for defensive purposes.  Globalization also12

requires us to file more.  Primarily, up to now it's been13

Taiwan and the U.S.  However, China, as your heard, is a14

major factor in consideration; the EU and some in Japan.15

Quantity versus quality.  Quantity is a very real16

factor out in the industry for defensive purposes. 17

Sometimes the ability to throw 20, 50 good patents18

against someone, that takes a tremendous time to research19

on prior art, invalidity, et cetera, does enable the20

scales to be a little bit better balanced, especially as21

you're playing a catch-up game in hard-court quality.22

We look at trying to leverage our portfolio in23

connection with joint development products, research and24

development.  You have probably seen where we announced25
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two weeks ago a major R&D program with Phillips and ST1

Microelectronics.  Other factors, such as defensive2

position, litigation resource, et cetera, are taken in3

full consideration.  I must have fallen asleep a little4

bit on the plane -- patent tolling is important, but here5

it was supposed to be patent trolling.  A major concern6

we have is with respect to companies that are no longer7

in the manufacturing business that are coming after8

companies such as ourselves for significant royalties. 9

And there's no way to defend against that. I spent a fair10

amount of time in my paper discussing the negative effect11

that has and the proliferation of litigation in that12

area.13

A couple of individuals' names I won't mention14

here but everybody knows about in the field have been15

certainly significant.  In one matter right now we16

entered into a license agreement with the "L" company and17

we're getting sued again because they didn't like the18

initial terms of the license agreement.  This is a19

serious problem that we have to look at.  I'm concerned20

about some of the issues that were not the intention of21

the founding fathers.  And, of course, we have the issue22

of trying to stretch patents beyond the scope of the real23

invention which is again, in part, what I just referred24

to.  And I also would strongly endorse trying to get more25
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resources into U.S. PTO although I'm not sure if it1

really will help in the total big picture.2

I remember having a number of discussions with3

Bruce Lehman when I was at TI concerning the4

expropriation by Congress of patent filing of fees and so5

forth and we do not condone that.  Thank you.  I'll talk6

with you later.  7

MR. BARNETT: Thank you, Richard.  With these8

ideas in mind I would like to begin our discussion9

portion of the hearing.  Let me begin with some rules of10

the game.  11

If, during the course of the discussion you would12

like to contribute, just please stand your nameplate on13

end and then we'll call on you in turn.14

I think at this point I would like to give maybe15

Dan McCurdy a chance to comment on some of the things16

that he's heard here.  I know that he doesn't have an17

opening presentation prepared, but I'd like to hear from18

the people that haven't had presentations so far and just19

hear what their thoughts are on what they have heard so20

far and then we'll go from there.  So why don't we start21

with Dan?  22

MR. McCURDY: Mike, it's true I don't have an23

opening presentation.  I do have seven points that I24

would like to make that will take me about a minute and25
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30 seconds and then one question, at least for Rosemarie1

with respect to her presentation.  2

First, I believe as you have heard from others3

that the intellectual property system in the United4

States has served the country exceedingly well since its5

inception.  It has shown amazing resilience to6

accommodate tremendous progress in science and the useful7

arts.  The evolution of the system has been the key to8

that.  Attempts at dramatic change such as the sui9

generis Chip Protection Act have proven distracting and10

unhelpful.11

Second, the patent system has encouraged enormous12

investments in technology and life sciences, two13

industries with which I am familiar.  Without the patent14

system, substantial investments would not occur -- George15

also made this point -- and technical progress would slow16

dramatically.  17

Third, in high-technology industries, unlike, for18

example, the pharmaceutical industry, patents can seldom19

be used successfully to exclude others.  I think this is20

a very key point.21

Few innovations are sufficiently fundamental to22

permit such exclusions.  With time and money, most23

high-tech innovations can be avoided by engineering24

around them.  They are more like speed bumps than25
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concrete barriers.1

Nonetheless, these speed bumps can be expensive2

to build, so companies that are net innovators rather3

than net users of others innovations pay a toll in the4

form of royalties for their use of such innovations. 5

This royalty enhances the ability of those who are6

significant inventors to continue the cycle of7

innovation.  Our economy is the winner.8

Fourth, patents can enhance the standards9

process, provided essential patents are used and10

standards are licensed under reasonable and11

non-discriminatory terms.  Inhibiting the licensing of12

patents used in standards or requiring patents used in13

standards be licensed royalty-free would diminish14

investment in precisely the areas where investment should15

be encouraged.16

Fifth, recent practices in patent creation and17

patent enforcement, such as the so-called submarine18

patents, damage the legitimacy of the patent system. 19

Actions such as tailoring patent applications through20

continuations to place a potential licensee's products in21

direct infringement of the patent when it actually issues22

do nothing to promote innovation.23

Sixth, next to last, arguments that the patent24

protection of computer software-related inventions has25
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harmed or is harming innovations in computer software are1

uncompelling.2

The United States has long had the most effective3

protection for computer programs in the world.  Under4

this regime our country has developed the most effective5

and impressive computer software industry in the world. 6

Countries with weaker intellectual property systems in7

this area have failed to make such economic progress.8

To date, I have found no empirical evidence,9

whatsoever, demonstrating damage to software innovation10

by the protections afforded all software developers.  In11

fact, the evidence of industry leadership points in the12

opposite direction.  Lacking clear and convincing13

evidence, tinkering with the system that has produced14

enormous economic benefits to the United States would be15

ill-advised.  16

Lastly, the licensing of intellectual property,17

particularly patents and know-how, is a significant18

catalyst to competition and that enhanced competition is19

a further catalyst to innovation.20

With that, one question I have for Rosemarie, has21

the study looked at all at this upward trend of patent22

applications and patent issuance?  Have you also looked23

at patents that are being dropped by companies at the24

same time, obviously, that they're being issued?  The25
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burden, of course, being otherwise companies end up with1

tens or even hundreds of millions of dollars a year of2

maintenance fees, and what the impact of that has been on3

a net holding by an individual company of a portfolio?  4

MS. ZIEDONIS: To answer your question honestly,5

no.  Those numbers are not corrected for applications6

that have been granted but then the maintenance fees are7

not paid.8

That said, one, it can be done.  It just hasn't9

-- we haven't merged that part with it.  The other thing10

is that a funny empirical fact from studies that Mark11

Schankerman and Jenny Lanjouw have done some work in this12

area as well.13

When they have looked at renewal rates across14

industries, semiconductors and electronics are actually15

renewing on a higher level than pharmaceuticals or other16

industries, suggesting that maybe some patents are being17

kept alive for reasons not directly tied to the short18

product life cycles that characterize the industry.  19

MR. McCURDY: The reason I asked the question is20

it is probably important data to know.  It's also21

extremely difficult to get.  You can search it out but it22

isn't something that in our attempts to find the data,23

and so all we have is anecdotal at best.24

I know what we did at IBM.  I know what we did at25
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Lucent, which is you look at IBM as an example for, what,1

the last eight or nine years it's been the number one2

producer or grantee of U.S. patents and yet the portfolio3

overall has not grown all that significantly, because as4

they granted patents they dropped patents.  The idea5

being that they want to improve the quality of the6

portfolio not the quantity of it.  It's an important7

correlation of fact.  Whether it's pervasive, I don't8

know.9

MS. ZIEDONIS: If I can make one clarifying10

comment.  The trends that I presented, those upward11

trends, were simply the number of successful applications12

in a given year.  Those were not cumulative numbers.  13

MR. McCURDY: Right.  And so if you look at the14

overall size of the U.S. patent, of what I call active15

patents, and do a trend of that, it's also an important16

piece of empirical data to have, just to see if we know17

that.  18

MR. BARNETT: On that note, I think that one thing19

that we are interested in is the role that patents are20

playing in a company's fundamental innovation decisions. 21

I might open this question up as to what that role is to22

the panel.  I might start with Gary, just because I know23

that he mentioned that Honeywell is such a diversified24

company that that might provide some interesting25
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perspective on this.  1

MR. ZANFAGNA: Absolutely.  Might it make sense2

for me to make my two-minute comment now as opposed to3

waiting?4

MR. BARNETT: Sure.  By all means.  Go ahead.  5

MR. ZANFAGNA: Why don't I just do that.  6

MR. BARNETT: Sure.  7

MR. ZANFAGNA: Thank you, Mike.  Again, it's a8

pleasure to be here.  I'm here today as antitrust counsel9

for Honeywell and that's largely the perspective with10

which I approach this topic of the intersection between11

antitrust and intellectual property.12

I did not prepare a PowerPoint presentation and13

as antitrust counsel you will not see any presentation14

from me stating, "Number one in everything we do."  I can15

assure you that I take that out all the time, out of the16

presentations that my company puts together.  So I'm17

proud to say that today, and I will keep my comments very18

brief today as well.19

I said before we're a large diversified20

manufacturing and technology company.  It's interesting21

to me to be here today because we really are in many ways22

quite different from the organizations that are here23

today, the companies that are here today.  Also, we have24

some similarities.25
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As I said before, we do participate in the 1

semiconductor industry.  I think you might call them a2

specialty semiconductor area and I don't think I'm really3

here to talk about that today.  It's a niche market and4

it really, I don't think, operates in the same way that5

other industries and other businesses here are going to6

talk about.7

I wanted to spend a couple of minutes today and8

it might be a good opportunity to change the dialogue9

slightly to talk a little bit more about antitrust and10

intellectual property and how Honeywell and I, anyway,11

see that combination impact innovation.12

Let me start with the following.  As Honeywell13

folklore goes, our company was founded and built on a14

patent.  In the late 19th-century, a gentleman by the15

name of Mr. Butz invented and patented what is no doubt16

famous to all of you, the flapper damper.  It's a17

wonderful device that mechanically regulated the airflow18

in a home furnace and that permitted the coal fire to19

burn all night.  And in Minneapolis, which is the20

headquarters, the former headquarters of Honeywell, it21

was absolutely critical at that time to keep the fire22

burning.  Honeywell hasn't looked back since then and my23

point simply being with the endnote that intellectual24

property is, in fact, in a very real sense a cornerstone25
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of Honeywell.1

Today and throughout the history of Honeywell2

over the last hundred or so years, Honeywell has3

innovated in order to vigorously compete in the4

marketplace and service customers.  I very much agree5

with the comments from the other side of the panel.6

Antitrust laws promote innovation through free7

and fair competition.  That's my perspective on the8

world.  Intellectual property rights promote innovation9

by encouraging private investment in the development of10

new and improved products and technologies.  11

Without the protection afforded by intellectual12

property rights, Honeywell, I will say, would not be able13

to commit the same level of resources to innovation. 14

Simply put, intellectual property rights encourage15

innovation by enabling sufficient level of return on our16

investment in our R&D.  17

Does the nature of innovation depend on or vary18

by the industry in which Honeywell competes?  The answer19

is absolutely yes.  In chemicals and pharmaceuticals, for20

example, if I can just broaden the discussion briefly,21

innovation is more typically what one might call discrete22

or distinct.23

The value of a patent in these industries is24

often the exclusive right to a particular chemical or a25
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particular blend or to a next-generation drug.  Again,1

these are industries that Honeywell participates in.2

The benefit is quite clear and it can be absolute3

in those industries.  In other industries in which4

Honeywell competes, such as aerospace, home ability5

controls, innovation is considered more cumulative or6

incremental, I think, are terms that one might use. 7

Honeywell will not patent an entire new generation8

engine.  It patents innovation on a new engine and9

patents improvements on an engine.10

Similarly with the thermostat, we don't patent11

the new thermostat.  We patent developments on new12

improvements on the thermostat.  So although the nature13

of innovation -- and this is the point that I would want14

to make loudly -- although the nature of innovation15

varies from industry to industry, the fundamental role of16

innovation is Honeywell's ability to compete remains17

constant.18

Honeywell maintains and furthers its competitive19

advantage in the marketplace, in whatever industry we're20

competing in, all of the ones I have mentioned, through21

continuously developing new and improved products and22

technologies.  23

Innovation is critical to Honeywell's ability to24

compete in the multitude of marketplaces and cross-market25
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space that it does.  Intellectual property protection is1

at the core of Honeywell's ability to innovate.  2

The level of investment, again, as I said before,3

in innovation is contingent on our ability to earn an4

expected rate of return on our investment, on the5

innovation that we make.  6

Let me just give a brief perspective on this. 7

Honeywell has tens of dozens of engineers across the8

country and across the world that are dedicated to9

finding novel solutions for new and improved products,10

materials, methods, processes.  11

Annually, Honeywell engineers internally submit12

around 1,000 patent disclosures.  About half of those13

result in patent applications before the PTO, just to14

throw numbers out as everybody is today.15

About 80 to 85 percent of our patent applications16

are granted so we're somewhere in the range of between17

400 and 500 patents a year that Honeywell is granted.18

The point I'm making is saying that in order to19

compete, we innovate.  We invest a lot of money in20

innovation and we protect that innovation through the21

development of and the perfection of intellectual22

property rights.  I'll just leave it at that.  23

I just think that's the starting question for me24

and that's the perspective on which I'm going to talk in25
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general.  Thank you.  1

MR. BARNETT:  Well, for example, both George and2

Dick brought up the idea of trade secrets being essential3

to innovation to some extent.  And I think some people4

would say that those are arguably somewhat inconsistent5

-- well, maybe not inconsistent, but at the same time6

they're different doctrines.  7

And so how does this compare -- I'll throw this8

out to the panel -- just at what time is trade secret9

appropriate and what time is patent appropriate when10

you're considering a role in innovation?  11

MR. BRUNT: I can address that a little bit, Mike.12

I think that the trade secret is the more fundamental13

right.  No one should be able to force someone to14

disclose their innovation.  That's why you provide an15

incentive for it.  16

But the trade secret definitely limits17

competition in large degree because if you never disclose18

the idea, then it isn't coaxed out into the public use19

and other companies don't develop to exploit the idea and20

to bring the value into society that can be brought.  21

So I think that's why the emphasis on patents and22

why the emphasis on this limited period of time that23

inventors and authors can have some exclusive rights to24

recoup their investment.25
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Now, I think that the trade secrets are essential1

in the early stages of innovation.  And innovation is2

essential for competition.  So they do play a vital role3

in competition because if you can't protect your trade4

secrets then you can't afford to invest in innovation.5

MR. THURSTON: I think you have to look at the6

specific industry in question and it varies, again based7

on the industry.  An industry that's oriented toward8

process technology, in our case, trade secrets can become9

much more relevant.10

The problem with trade secrets are that you can't11

use them to defend against patent claims by other12

companies.  The problem with patents is when you have a13

lot of what we call the spice rules, designs internally14

for a processes, if we go for a patent in some of those,15

then that's laid open ultimately and you have issues16

there.17

Design circuitry manufacturers, those companies'18

trade secrets are not as relevant in the design area as19

they are in the process area.  Venture capital is an area20

where, again, the start-up companies need to get some21

protection so they're going to be relying a lot on the22

patent portfolio initially.  23

MS. DeSANTI: Could I just ask a follow-up24

question there?  In saying that trade secrets are more25
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important in the process area than in the design area, is1

that because processes are more easily kept secret, or2

what explains the different function of trade secret3

protection for different industries?  4

MR. THURSTON: I think part of it is processes are5

more easily kept secret when you're looking at our6

semiconductor manufacturing processes, as a lot of7

different processes are involved.  I think we have in our8

technology database several thousand different processes9

for each technology in a generation.  10

But when you look at a circuit design then you11

look at how much copper you put in or how you protect the12

copper or what have you, that process is important.  And13

it's harder to reverse engineer processes.  It's harder14

to determine infringement, in fact, with the processes as15

well.  16

MR. BARNETT: Dan, you had some comments.  17

MR. McCURDY: Yeah.  A couple of thoughts on this. 18

First, the issue is always, like the rest of things in19

intellectual property, very complicated.  So if you think20

about a fundamental invention that is extremely important21

to a company, let's say it's a semiconductor etch process22

that's a fundamental breakthrough that can drive the23

price, well, a company then has to think through the24

following problem.25
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If I keep it as a trade secret then I have1

obviously the exclusive use of it at least for that2

period until somebody else discovers it.  Now, you have3

the countervailing problem that if somebody else4

discovers it and you haven't published it, and you're5

using it, then suddenly you're blocked from using a6

process that you, in fact, discovered.7

But now you can't because somebody else has8

actually filed and there is no prior art that exists9

because it wasn't published.  So there's that trade-off10

particularly in the technology industry.11

Second is that even if it's a great intervention12

I frequently had people in Bell Laboratories who would13

come to us and say, "Look, I've got this incredible14

invention.  Don't you think it's incredible?"  We'd say,15

"Yes, that's an incredible invention."16

And they'd say, "We're going to patent it,17

right?"  And we said no.  And they said, "Well, why not? 18

You said it was an incredible invention.  It's going to19

help the company."  We said, "Yes, it is.  The problem20

is, it's not discoverable."  And they say, "Well, what21

does that mean?"  We say, "Well, here's this great thing22

that you did, like a semiconductor etch process.  It23

helps save us a lot of money.  It gives us competitive24

advantage.  We implement it and we go through the process25
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of filing this patent application that is going to cost,1

depending on where we file and how long we can maintain2

the patents, somewhere between $60,000 and $200,000. 3

It's issued and we can't ever figure out whether4

anybody's infringing it or not."5

So patents, unlike the common belief that if you6

get a patent, somebody is going to simply stop working in7

that area, is obviously wrong.  There's lots of8

infringers in the world.  Some of them knowingly and some9

of them not.10

So if we can't discover it, we don't patent it11

because we can't enforce it.  That is, we can't enforce12

the exclusion and we can't license it because we can't13

prove that they're infringing.  So why bother?  Important14

issues like that that help in this distinction between15

what to keep as a trade secret, what to patent.  Those16

are at least some thoughts.  17

MR. BARNETT: Harry?  18

MR. WOLIN: I want to comment on that last point19

that Dan made.  I think whether or not an invention is20

detectable should play a large part in whether or not to21

keep it as a trade secret or to go ahead and file for a22

patent on that.23

However, I think there's a lot of other factors24

that need to come into that.  For example, who else is25
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working in this area and where is innovation in the1

industry going?  I may not be able to reverse engineer a2

part and tell what etch somebody is using but I'll have a3

pretty good idea if I look at the outline of the metal4

and know what the profiles from various etches are, of5

what people do.  So it's not absolutely detectable, but6

if I can get an idea and I know the industry is moving in7

that direction, I'm still likely going to file for a8

patent.9

The other thing that trade secrets are really10

being used for quite a bit these days are to cope with11

the change in employment.  Nobody goes to a company and12

stays there anymore.  Everybody hops around and goes from13

one place to the next.14

So where we see trade secrets coming up most in15

our industry is in employees jumping from one company to16

another and being able to protect those things they take17

with them.  Back in '99 and 2000 when the startups were18

really the thing to do, nobody ever went out from a big19

company and went into a startup that was something unlike20

what they were doing at the big company, but they went21

and they did what they knew.  So trade secrets were very22

important for the big companies because that is how you23

could protect those secrets and those things that people24

were taking with them.  25
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MR. BARNETT: I might go to Rosemarie and then we1

might go to a break after that.  2

MS. ZIEDONIS: I just wanted to underscore how a3

lot of these comments bring us back to probably what Wes4

Cohen presented with the results of the Carnegie Mellon5

study that he did with Dick Nelson and John Walsh, really6

emphasizing the importance of trade secrets as a7

mechanism for protecting innovation.8

That said, I just wanted to qualify two things9

coming out of that.  One is that the way that that survey10

was written and the way that some of this discussion is11

going, it's not clear whether we're talking about12

substitutes or complements in the sense that what I hear13

George saying is that "Well, we really rely on trade14

secrets early in the process," and then you may be15

generating patents at that second stage.  That's very16

different from, "We rely on trade secrets instead of17

patents."18

So I just wanted to bring us back to the results19

of the survey that was across industries and did20

underscore the importance of secrets.  But we shouldn't21

imply from that that it is a substitute mechanism.  22

MS. DeSANTI: Although I guess I heard, Dan, that23

part of what you were saying was in some cases trade24

secret is a more appropriate way to protect than patents. 25
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MR. McCURDY: Yeah.  I think there were two1

elements.  One is in some cases I think that that's true2

but there are also some risks that you run in making that3

decision.  And so it is always a very complicated4

decision based on all of those factors.5

If I had to come down to a generalization that6

applies to most of what we have done, I would agree with7

Rosemarie.  I think that it is more that patents and8

trade secrets are more complementary than they are9

substitutes for one another.10

And the fact that in spite of what the11

Constitution tells us and the body of law teaches us, the12

fact is that patents seldom teach enough so that someone13

can actually go out and actually do the invention without14

some additional work.15

I mean, they are extraordinarily complicated16

innovations and so frequently what happens in modern17

licensing practice is that increasingly companies will18

actually license know-how, that is, trade secret and19

patents to help spur innovation by the potential or by20

the licensee.  It helps competition because it helps21

other people enter a space more quickly than they22

otherwise would.23

It helps the licensor because the fact is that no24

matter how good your company is some significant amount25
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of the time you're still going to lose.  And by licensing1

and putting the technology into the hands of somebody2

else with an appropriate reasonable royalty, even when 3

the company or licensor loses, it wins.4

MR. BARNETT: I think this would be a good time to5

go for a break.  Why don't we meet back at 11 o'clock --6

11:05.7

(Whereupon, a short recess was8

taken.)  9

MR. BARNETT: We're going to go ahead and get10

started.  We're going to be messing with the microphones11

a little bit.  We're having some trouble with getting12

some volume out of the ones at the table, but we're13

fairly certain that Harry's over at the podium is going14

to work fine while we're working on it so we're going to15

go ahead and start with Harry Wolin from AMD.  And I16

think he's ready.  17

MR. WOLIN: I am ready.  Thank you.  I really have18

one goal for this presentation and that's to make sure I19

don't get handed a note by Susan.  I will try to move20

through this quickly.  21

I want to change, really, the direction that22

these hearings have been going and rather than talk about23

how many patents we have got and what we use them for,24

other than to say we're as guilty as everybody else and25
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we've got a lot of them, I want to talk a little bit1

about standard setting in the context of our business.2

And the one thing I really want you to understand3

is that in the X86 microprocessor, business standards are4

incredibly important because the X86 is a defined5

instruction set, a defined technology.  6

And to participate in that platform you have to7

be compatible with a number of other players that make up8

the platform.  So, for example, there's not only the9

microprocessor but there's a chipset.  There's a10

motherboard.  There's all the buses that go between all11

those parts.  And they've got to be able to work12

together.  13

So really what you're seeing in the industry,14

frankly, where a number of years ago there were quite a15

few architectures out there, now there's really only a16

couple of instruction sets.  And the industry is moving17

more and more toward the standardization of interface18

specifications.19

And typically, standardization occurs in a few20

different ways:  open bodies, that's the IEEE, JEDEC21

types of standards bodies, everybody's welcome; closed22

bodies which are basically set up by certain members of23

an industry group, but not necessarily everybody in the24

industry gets to participate; and then de facto standards25
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are set up.1

De facto standards are set up in a couple of2

ways.  Those companies with market power are able to set3

them by making some technology changes.  Sometimes he who4

has the best mousetrap is able to create a de facto5

standard.  So as with all, some good, some bad.  6

As we all know, there are some significant7

benefits for the entire industry in creating standards8

both for developers of the standard and for consumers. 9

We all know where we're going to play at that point. 10

Rather than having things competing in the industry from11

a technology standpoint, we can compete based on12

performance and not have to go through the extra steps of13

trying to get people to buy into the various platforms.14

Does that hinder competition?  I guess an15

argument can be made there, but typically there are a lot16

of benefits and I won't go through each of them.  I think17

this is in some handouts as well as up there for you to18

read.  19

In an open standard, like anything else it can be20

abused, but where I see the most room for abuse, frankly,21

is in closed standards and in de facto standards just22

because of a simple point:  not everybody gets to play.23

So there's a lot or room for abuse and I don't24

mean to go ahead and say that these types of standards25
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are bad.  I'm just saying there's more room for abuse1

there.  So when we're talking about closed standards,2

there's a lot of things I'm concerned about that3

potentially create room for abuse.4

There's typically hierarchical membership levels. 5

We have promoters.  We have adopters.  Not everybody is6

treated equally, where in an open standard typically what7

you have is a group that makes the rules, although8

somebody in the group may have a little more power than9

somebody else the group, as a whole or a subset of that10

group, really gets to point out who gets to play what11

role.  So it's not a small group of companies or a single12

company deciding who gets to do what.13

The hierarchical membership levels are especially14

concerning to me when not only do they tell you who gets15

to do what, but everybody gets different licensing terms. 16

Frankly, some of the more egregious terms I've seen in17

some standard setting bodies include a company that is a18

promoter getting to license their technology on fair and19

reasonable terms while somebody that is an adopter has to20

throw theirs into a patent pool, royalty-free.  So I21

think that's something where there's just a lot of room22

for abuse and something that basically screams for23

regulation, frankly.24

In the closed standard settings, by definition of25
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it being closed, or by virtue of it being closed, you're1

always going to have competing standards.  So there are a2

lot of incentives for competing and rival standards.3

And also this last bullet really goes through4

those within the standards body based on the hierarchical5

membership as well as those outside, and that is timely6

access to the technology.  Not everybody gets the same7

thing at the same time, and that can potentially be very8

abusive.  9

Talking a little bit about de facto standards, I10

think it's no secret that in the PC and server11

industries, Intel and Microsoft dominate it.12

I can honestly say I have no desire -- I have13

some desire but I have no ability to put the thing up14

that says AMD is number one.  We're clearly number two in15

the industries we participate in.  We're pushing to get16

there but we're not quite there yet.  17

Basically, decisions by any dominant firm can18

often lead to de facto standards.  A firm with market19

power really gets to go where they want.  If Intel in my20

industry, for example, changes a technology, they've got21

a pretty good opportunity to take 80 percent of the22

market with them because they're an 80 percent market23

player.  So that's something that frankly scares me in my24

position quite a bit.25
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So again, I want to make the point that change in1

and of itself is not anticompetitive and is not bad. 2

It's just that change can be effectuated for3

anticompetitive purposes -- and I think really it's just4

something we need to watch and it especially needs to be5

watched -- by those with market power.6

When we have a de facto standard because somebody7

comes out with the best technology, I think I'd have a8

very rough time telling anybody that that's a bad thing.9

That furthers technology.  It's a good thing.  Everybody10

wants to see it.  11

And in a perfect world, that's how it works, but12

let's not kid ourselves.  A lot of time standards, de13

facto standards especially, are driven not because14

somebody has the best technology but because they have15

market power to make a change.16

A company with market power also has quite a17

broad range in which they can basically abuse a standard,18

both with direct competitors and with downstream19

developers.  20

For example, in a software case if we're talking21

about an operating system, it's very easy for the market22

leader to create a de facto standard and everybody really23

has to follow along with it because they're in all the24

computers.25
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So if somebody has got a competing operating1

system, it's extremely difficult to match up to the2

operating system that's in there if they have made a3

change and that change is not shared.4

The potential abuse vis-a-vis downstream5

developers is a little bit different and that is, who6

develops things that go with that software?  So if there7

is a discrepancy in who gets what information first, we8

have quite a bit of potential for abuse there.9

If competitor A in the downstream market gets10

something first they can obviously come to market quicker11

and get the lead in the market and have their product out12

first.13

If their competitor gets something six months14

later, a six-month head start in our business is all the15

time in the world.  It's got the real potential of16

excluding somebody completely from a business for at17

least a generation.18

And so I'm on the summary.  I haven't got a note. 19

I'm pretty much there.  But I just want to really leave20

you with two points, and that is in our industries,21

standardization has got significant benefits.  It's a22

good thing.  Open standards are a great thing.23

However, I think that manipulation of24

intellectual property based standards are something that25
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we need to take a look at, we need to keep an eye on and1

that they cause a significant regulatory concern.  No2

notes.  I made it.  3

MS. DeSANTI: Congratulations.  4

MR. BARNETT: Thank you, Harry.  I think we've got5

the mikes working now, at least to some extent.  Well, on6

that note, with the standpoint of standard setting I7

might throw Harry's comments out to the panel with the8

idea that we've got some other industry representatives9

besides the semiconductor industry.10

And one thing I'm interested in is the role that11

patents play in the standard setting process and whether12

they confrom with the standard setting process or hinder13

it or how that ends up coming about?  Does anyone have14

any thoughts?  Dan?  15

MR. McCURDY: Maybe I'll look at it backwards and16

work our way into the standards process.  I don't know17

that companies necessarily innovate with the idea, at the18

time that they start innovation, of driving a standard. 19

That is, most technologists, what turns them on is the20

development of technology that they have knowledge and21

interest in.22

And sometimes you get really lucky and you end up23

with a technology that is particularly important.  It's a24

breakthrough of some sort.  It makes a significant25
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contribution to the evolution of the technology, and it1

is precisely those kinds of technologies that are useful2

in standards processes because obviously you want the3

standards at the highest possible level of technological4

innovation, not an incremental bottom.5

So from my perspective, if that's the objective6

then what you end up with are practical dilemmas in the7

standards process.  So for the most part I think the8

observations that Harry made I agree with.  I always hate9

to generalize because it's a very complicated industry. 10

But I think that many of the observations I would11

certainly agree with.12

At the same time you have people who are quite13

junior inside of a company frequently sitting in14

standards processes.  They are highly unaware of a lot of15

the other activities that are going on at the company. 16

They may be highly unaware of a lot of the patents that17

exist or the applications that exist within a company. 18

And so then you get into the practical issues which are19

the complicated ones, again, that drive this process.20

No one disagrees that there shouldn't be nasty21

behavior in standards processes.  You have to avoid those22

kinds of things.  Collusive behaviors are bad; all those23

sorts of things are bad.24

If a company knows about a patent, knows25
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explicitly about a patent that's in their holding that1

affects the standard, certainly it ought to be disclosed. 2

But what happens in the practical scenario is where3

someone doesn't know.  Those are the kinds of issues that4

I think are the tough ones to conquer in this arena, but5

you can't throw the baby out with the bath water.6

The fact is innovations are important to7

standards.  Patents are therefore the result of that8

innovation and are important to standards.  We have just9

got to find rules that allow these things to be disclosed10

when they are known to be sure that they are not used11

against someone in an unfair manner, that they are open12

to all under fair and reasonable terms.  And if we do13

those things I think we'll end up with a best of all the14

worlds.  15

MS. DeSANTI: Well, let me ask a follow-up16

question because we heard some out in Berkeley about17

whether there should be a duty to disclose, which is the18

practical issue that you are raising.  Should there be a19

duty to disclose?  Is that a practical way to go from a20

business perspective?  21

MR. McCURDY: It's hard.22

MR. WOLIN; I think the answer for one who chooses23

to participate in the standard -- I mean these are24

voluntary bodies.  People don't get dragged into them25
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unwillingly -- there should be a duty to disclose.1

The point that Dan made that I thought was very2

valid is we've got portfolios of thousands of patents. 3

You don't know every patent you've got that's going to4

potentially agree on the standard.  5

But typically in the open standards, the IEEE,6

JEDEC, you brought on yourself the requirement that you7

license under fair and reasonable, sometimes8

nondiscriminatory terms.  So I don't know that anybody9

licenses per patent for standards.  10

Typically, people will license their portfolio to11

be used in the standard.  I think that takes care of the12

problem somewhat, but I think, in short, you should be13

required to disclose those you know about and you14

probably should be required to license those that you15

commit to the standard.  You should not be able to come16

back for a second bite.17

MR. ZANFAGNA: I would just agree with that.  I18

would just add that with a company the size of Honeywell19

it is not uncommon that the left hand is not talking to20

the right hand.  And so, I know we participate in a lot21

of standard setting organizations all across the country,22

all over the world, some of great significance, some of23

minor significance.24

And it is definitely the case that while I would25
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agree that it's appropriate and I would suggest I think1

Honeywell does try and disclose a potential relevant2

technology it may not always be the case that the person3

involved is aware of that.  That's something that has to4

be, I think, more vigilantly addressed, quite frankly, if5

it is a continuing problem.  6

MR. BARNETT: Taking off of what Rosemarie had to7

say, just about how patent trends are seemingly on the8

rise and are increasing, in a lot of industries for that9

matter, but also in the semiconductor industry, does that10

simply complicate the process and then at a certain point11

does it become virtually impossible to be able to detect12

all your patent portfolios?  13

MR. THURSTON: I think initially it's probably so.14

When companies, particularly well established companies, 15

had significant portfolios -- we found the same thing at16

TI, that we didn't understand.17

Today as you look at intellectual capital18

management to which most sophisticated companies are19

adopting using IT -- we're doing this at TSMC -- over20

time you should be able to better understand, forecast,21

evaluate your portfolio and know what's in there. 22

Certain companies are still not in that position, but we23

anticipate that over the next three to five years we will24

be in a much better position to address that issue.25
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Also, by creating a new CTO office, we have been1

able to help coordinate this whereas before we  did have2

a fairly unwieldy R&D structure located in different fabs3

and facilities and different patents were coming out. 4

And oftentimes what was being filed by the U.S.5

headquarters, Taiwan didn't know.  But again, part of6

that is the process that you can establish to help7

address that issue.  8

MR. WOLIN: I think, frankly, I disagree with part9

of that.  I think we can do better in evaluating our10

portfolio, knowing what's in there and with the IT11

advances that are being made, we're more able to do that. 12

But even if we know the patent, we're only one attorney13

away from a different reading of it.  14

So whether it applies on the standard or not I15

may say one thing, Dick may say another on the same16

patent, same claim, in regard to any particular standard. 17

MR. THURSTON: And I agree with Harry on that.  18

MR. BARNETT: Sort of shifting gears a little bit,19

but still on the same theme, from the standpoint that all20

these patents are out there and we're seeing increasing21

patent trends, cross-licensing seems to be and licensing22

seems to be a method of dealing with these problems both23

in the standard setting context and just in normal24

business.25
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Could someone go through the licensing process1

and how it relates to their business, particularly from2

the standpoint of dealing with a lot of patents out3

there?  4

MR. McCURDY: Well, it is my business so I'll do5

it from a general perspective so that at least we can see6

whether there's general agreement on the licensing7

process.8

First of all, at least in technology industries 9

-- and it's very important to distinguish among10

industries because the licensing practices can be11

significantly different -- obviously, they are quite12

different in the case of a pharmaceutical company, as13

Gary pointed out earlier, who generally is granted a14

patent and uses that patent to exclude others during the15

period of that patent.  It's quite different than in most16

what I'll call high-tech, non-life sciences companies:17

telecommunications, information technology,18

semiconductors, software and so on.19

In those industries the evolution has been a very20

clear one from the use of patents, up until 15 or 2021

years ago, generally to achieve freedom of action -- that22

is, let's make sure that we all license one another so23

that we can go do whatever we want to in terms of product24

or services development and not worry about whether we're25
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going to get an infringement suit, with very little money1

changing hands as the primary objective -- to more recent2

practice which is, let's ensure freedom of action, but3

when there is a relative imbalance in the portfolio by4

quality or size in terms of use of the potential licensee5

-- both directions -- as those patents affect the other6

licensee, let's make sure we correct for that with a7

change of money.8

So the practice is a fairly straightforward one. 9

You take a portfolio, you dissect the portfolio down to a10

relatively small number of patents out of a whole11

portfolio.  In general, only one to two percent of an12

entire portfolio are used in an active patent assertion13

or patent licensing program.14

In the case of Lucent, for example, we had 28,00015

worldwide patents, almost 12,000 U.S. patents, and we ran16

a half a billion dollar a year licensing program by17

having selected 200 of those patents as those most likely18

used throughout the industry.  We licensed all of them. 19

We just used those 200 as the ones we looked for20

infringement on.21

Once you do that, you figure out who's22

infringing.  It's a very complicated problem.  You put23

together a proof case with respect to that.  You approach24

the individual and say, "We think that we have something25
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that you might have some interest in."  That's the code1

word for "We think you're infringing."  There's a2

discussion that ensues.3

The process takes one-and-a-half to two years on4

average where you have now given them some patents to5

look at.  The next meeting they will give you some6

patents to look at.  The negotiation goes back and forth. 7

You say in the end, look we think that at "X" royalty8

rate you owe us $40 million a year.  They'll say, well,9

at an equivalent royalty rate on our patents, that your10

products are worth $30 million a year.11

You have a $10 million differential and you12

settle for something that's less than that and you try13

and get a settlement without having to sue each other.14

Generally, you settle without having to sue each15

other.  In cases of companies I have been involved with,16

greater than 99 percent of all patent discussions were17

resolved without any filing of a lawsuit at all.  And in18

those rare cases where a lawsuit is filed we settled them19

almost always before they go to trial.  Having said that,20

we are always perfectly prepared if necessary to go to21

court.  We just try and do everything we can to avoid it. 22

MR. BARNETT: Rosemarie.  23

MS. ZIEDONIS: I just thought it was important to24

qualify that I think that the "we" in your sentence was25
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really coming from your experience at Lucent or AT&T,1

where a large company's perspective and your ability to2

settle may be very different.  3

MR. McCURDY: Yes, it's in my perspective which is4

IBM and Lucent.  IBM is even much rarer than Lucent in5

terms of the number of cases that have been filed.6

MS. ZIEDONIS: The other thing that I just wanted7

to point out is that even though we have lots more8

patents, that cross-licensing is by no means new to this9

industry.  I mean, far earlier than the formation of the10

Federal Circuit Court or a lowering of the nonobviousness11

standards or whatever it is that's being discussed here,12

that the widespread licensing of the old Bell Labs13

patents, Western Electric patents, Fairchild14

semiconductor, TI, and they were widespread and common15

practice.16

And at least in that study I tried to trace17

litigation patterns before and after this shift and the18

strengthening of property rights.  And based on the work19

that I have done thus far, I don't see any difference in20

kind of established firms versus established firms suing21

each other.  I mean, it's unusual in the early period. 22

It remains unusual in the latter period relative to what23

they're spending in R&D and other kind of ways of24

normalizing things.25
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But two things that, at least, the preliminary1

numbers suggest, however, is that we do have more firms,2

more of these high-tech firms that are more in the game,3

the pharmaceutical or biotech company, in that they need4

to try to exclude others.  Who they're excluding are5

other niche market rivals.  So you have an explosion of6

small firm lawsuits, the Altera versus Xilinx, these7

types of cases that have crept up.  The second main trend8

that at least seems to be creeping up thus far is more of9

these lawsuits brought by the "L" word that I hear by10

companies that are specializing --  11

MR. McCURDY: That's a foundation not a company.  12

MS. ZIEDONIS: Yes.  That's true.  But since about13

the mid-1980s I do think that you see more case filings14

by individuals or by organizations, foundations that are15

not active in the product markets.16

MS. DeSANTI: Have you seen indications of why 17

that's the case and what's the motivation and how does it18

work?  19

MS. ZIEDONIS: I'm from a business school, right,20

so I have learned now the answer to that question quite21

quickly and that's there are profits on the table.  The22

Lemelson Foundation, I think, has made a very successful23

business from setting licensing fees so that balancing24

payment, you set it low enough to where it's below the25
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cost of actually going to court or the managerial time1

that it would take to basically fend off the lawsuit. 2

That, to me, is perhaps a concern if you have a lot of3

these patents that could be falling right below that4

threshold.  5

MR. McCURDY: Just to clarify Rosemarie's comment,6

balancing payment in the industry is generally the word7

that's used when there is assertion and counterassertion8

as part of a licensing program.  That is, you owe me X; I9

owe you Y.  Let's figure out how to do something and make10

everybody's life comfortable with respect to attaining11

that freedom of action.12

In the case of that particular "L" that's been13

mentioned by my colleagues, the issue is there really14

can't be a balancing payment per se because there is no15

counterassertion capacity.16

And those are the ones when we have clients who17

ask us how can you help us?  In those instances, the only18

answer is we can help you by ensuring that you're getting19

a fair return on your own investment so that if and when20

you get these kind of assertions and, in fact, there's21

infringement, at least you have something to pay for it22

with.  It's a very difficult problem.  23

MS. DeSANTI: Are you seeing increasing numbers of24

this?  I'm asking because some of what we heard in25
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Berkeley was a concern that as some companies have folded1

there are more patent assets on the table to be acquired2

and therefore it's easier to find that there are3

companies who are building a business around patent4

assertion in that kind of nontrading situation.  And so5

I'm interested in your views on this.  Well, this is6

going to be good.  7

MR. McCURDY: That's a good question.  8

MS. DeSANTI: Why don't we just go around the9

table.  We'll start with Rosemarie and work our way10

around.  11

MS. ZIEDONIS: I just have a surprising-to-me-at-12

least fact.  When I was doing this work for the National13

Academies where I had this list of about 136 companies, I14

was like, "Oh, what lawsuits, what patent lawsuits have15

they been involved with that have been filed in the16

United States?"  Well, when I actually looked the patents17

over, I think a third of the lawsuits that have been18

filed were about intellectual property that had not19

originated from the company itself -- for example, the20

old Mostek patents that became acquired by ST21

Microelectronics that then ST Micro enforces against and22

uses as basically licensing revenues quite successfully.23

Or another example, when a company like Seeq sold24

off its particular production line with intellectual25



74

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

property with that to I believe it was Atmel.  I could be1

wrong about that.  But then that company uses those2

assets to enforce those rights against a market rival. 3

And my understanding is that a lot of these acquisitions4

of the physical assets are far more valuable if you are5

able to use that to exclude a rival that you didn't have6

those patents yourself.7

So I was just -- on the face of it, two-thirds of8

those cases were about patents that the companies9

themselves had generated through internal R&D and a third10

of those cases, a third of the lawsuits, were about11

externally generated R&D which I personally found, one,12

surprising and, two, indicative of this kind of trade for13

patents that's emerged or become more developed, should I14

say, in the last ten years.  15

MR. THURSTON: I agree and I think we have seen,16

and believe I have before joining TSMC in private17

practice, a significant increase in this area.  We18

represented in the law firm several companies that were19

approached by nonoperational companies of that nature20

that were just trolling for patents.21

Currently, we have, I think, eight matters that22

are pending at TSMC.  Four of them are by companies. 23

Now, two of them are Lemelson-related that don't have any24

business, any operations rather, other than generating25
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revenue.1

So I think it has been on the rise as companies2

have been demised through economic inefficiencies or what3

have you, there a number of increasing companies out4

there buying portfolios.  We as a company are looking at5

it and have several relationships to acquire portfolios6

from companies that are going under as well as with7

universities to try to improve our patent position8

vis-a-vis other companies.9

I'd also like to add another point with respect10

to the licensing picture.  Again, based on industry11

characteristics cross-licensing may not be all that12

effective and certainly for us as a process manufacturer,13

cross-license does not give us the ability to take that14

other company's portfolio and apply it against another15

company or a dozen companies that come after us.16

So what we may be looking at increasingly and17

what we are looking at increasingly is, again, somewhat18

related to patent pooling, but joint development, joint19

research programs where we go in we go in with major IDMs20

that have patent portfolios.21

As we help them to develop, we are the leader in22

developing those new technologies, then there is this23

cross sharing of portfolios and the ability for us to24

take a portfolio and to apply that vis-a-vis some other25
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company.  So its not just the traditional cross-licensing1

approach, that may, in fact, develop as a trend in2

certain aspects of industry but not all industries.3

MR. WOLIN: I think the answer to your question is4

an absolute yes.  There are more people out there not in5

the industry trying to assert patents.  And it's become6

sort of a cottage industry by itself.7

And not only are people trying to do that on the8

assertion side, what we're seeing quite a bit is a lot of9

companies coming to us with portfolios and patents trying10

to sell them which sometimes is a thinly veiled threat --11

"Hey, buy them.  This way you won't have to face them12

later."  And sometimes it's, "Look at all the money we13

can make you if you buy this portfolio."  So I think if14

you go back a number of years in the semiconductor15

industry, patents were the result of R&D and then16

licensing became a way of freedom of action and with a17

little luck some return on your investment.  Now, it's18

almost getting to the point where patents are becoming19

the industry themselves, separate form the technology20

part of the game.  21

MR. BARNETT: George.  22

MR. BRUNT: I think we'll probably see more.  At23

least during recessionary times like this what happens is24

the markets move out and so venture capitalists have to25
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make a decision about whether they're going to keep a1

company alive for an additional two years while they wait2

for the market to develop or sell off the patent3

portfolio and cut their losses and go on.4

And you're going to see a lot of that in our5

current -- like I said, there's a lot of innovation6

that's out there in small startup venture capital-funded7

companies that apply for and receive some very good8

patents.  But the only way the VCs are going to be able9

to recoup their investment is through a patent licensing10

program, either selling the patents or exploiting them.  11

MR. McCURDY: I think just one follow up to that. 12

In our company we have had a lot of interest by companies13

of the ilk, smaller companies, bankrupt companies, and so14

on, who said, "Gee, we heard about your company.  Can you15

help us?"  And the answer in general is no, we can't. 16

Again, sometimes for very practical reasons.17

The reason that we are able to help companies18

extract some value from their portfolio is that they tend19

to be very significant innovators.  If you end up with a20

portfolio that's two or three or five or ten patents, the21

licensing discussion is extraordinarily hard because what22

a licensee wants to get to, ultimately, is they want to23

feel that they are getting value.  And they want to24

effectively develop a relationship so that this freedom25
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of action is achieved.  And they like the fact that they1

are dealing with someone who is a significant innovator2

and will continue to innovate.3

So, if you end up with a company that only has a4

few patents or a bankrupt company, yes, it's true that5

there will be people in the industry who might pick them6

up, but I would contend that you're much more likely to7

see those end up in court, in litigation, than what I8

call the higher level set of discussions where you have9

significant and continuing innovators who are spending10

billions of dollars a year and can establish these kinds11

of relationships at a business level.  So that's going to12

be the issue.13

MR. THURSTON: I was going to make really kind of14

the same point.  I agree with Dan in that comment, and on15

the VC side we did see, and as I was advising a number of16

VC firms, a significant increase in the late '90s and the17

last several years of filing UCC 1s, et cetera, against18

the patents, intellectual property.19

But the problem that those companies had, the20

VCs, they're not in the business of managing portfolios. 21

There is limited criticality of mass and a lot of times22

it just costs too much more just to even maintain those23

portfolios.24

So I think they've gotten a little bit away from25
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that, but there are a number of companies out there that1

have lined up with some key VC firms that are obtaining2

those intellectual property rights, the conduit through. 3

So I think it is an issue to address but I think Dan's4

point is a much better one.  5

MR. BARNETT: Gary.  6

MR. ZANFAGNA: I just had a quick comment.  We7

obviously vigorously enforce our intellectual property8

rights against others we think are infringing.  It's an9

active program.10

But the conversation that may be indicative of11

the different entries that we play in, but I'm not12

familiar that we are trading in intellectual property13

rights and in entire patent portfolios.14

In fact, I don't believe that we engage,15

regularly in any case or typically, in the sale of16

cross-licensing patent portfolios as I think we17

selectively cross-license where we feel we need to.18

I could be wrong, but I don't believe we trade19

like it might just be an industry issue, that we don't20

play in these markets where it's becoming a commodity21

almost, is what you're saying.  I just thought I would22

add that.  It seems to be a little bit of a different23

scenario for Honeywell.  24

MR. BARNETT: That brings up maybe a follow up25
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that I might want to ask Harry.  Harry mentioned how1

patents started.  He recalled how patents used to be more2

of a tool for freedom of access and then they shifted3

almost to a product of themselves.  Where do you see the4

motivation behind the change in the role of the patents5

in that sense?  6

MR. WOLIN: I think you have to look at it from7

two different perspectives.  The first perspective is8

those within the industry.  The second perspective is9

those who are really not industry participants but are10

basically asserting patents for money.  The Lemelson11

Foundation and a number of others.  Frankly, a lot of the12

change outside started with Lemelson Foundation.  I think13

they came onto the picture in the mid- to late-'80s if I14

remember right and had this huge portfolio and read it on15

all sorts of things and were very successful.16

When others saw that model, all of a sudden if17

you went into the patent office things were very18

different.  You had hoards and hoards of people sitting19

there going through the files looking for patents that20

some obscure inventor had that they could go buy and it21

was almost a get rich quick scheme.22

In the industry, I think, things changed.  If you23

look back mid-'80s, prior, I think there was a lot of24

freedom of action and everybody just competed and it was25
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the same group of players.  After that you have seen a1

lot of growth in the industry and you have seen a lot of2

new companies come in.3

And I think the focus turned more from making a4

reasonable amount of money and moving forward with your5

business that was going to be there for 50 years to a new6

group of CFOs coming in saying, "I'm going to make money7

off of every asset I have," and patents became one more8

asset that we had to generate a return from.  So, '85,9

'87, somewhere in there is sort of where I saw the10

changes go in.11

MR. BRUNT: I think in the same time frame there12

has been a lot of globalization that's occurred, too, and13

that's increased the cost of maintaining that and so CFOs14

have also looked at and said, "Wait a minute, are we not15

deriving revenue from this?  This is taking large amounts16

of revenue.  If it's an asset that has value, we need to17

be recovering some revenue from that asset."  18

MR. WOLIN: Yeah.  I think one quick follow up. 19

The other thing that happened around that same time frame20

is what Dick mentioned earlier.  That is where TI was21

going underwater and their way to save their company was22

to license patents.23

And other companies out there -- I was at24

Motorola at the time -- we had always licensed patents25
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for what today would be relatively cheap rates.  And it1

was good money, but cheap by today's standard.  But then2

we saw the kind of money and TI was getting for theirs3

and -- albeit we were in a different position.  We4

weren't going to save the company at that time -- it was,5

"Hey what are we leaving on the table here?"  6

MR. McCURDY: One of the things that I would 7

encourage some additional work on, and Rosemarie, you may8

know of people who are looking at this, but while I'm not9

at all an expert, I've been following this activity10

requirement in the accounting community to account for11

intangibles.  And I don't know if you've been following12

this but it's going to be a very interesting issue that13

emerges because once the intangibles are actually carried14

on the balance sheet then management and boards of15

companies now have the burden of figuring out how they16

are going to actually gain a return on those intangibles17

which are now carried.  If you don't do it, you're18

perhaps in breach of your fiduciary responsibility.  19

So I suspect that as a result of these changes,20

what I call responsible prudent efforts to ensure that21

companies are getting a return on the significant22

intellectual property assets is very likely to occur.  We23

might be several years from that by the time these are24

actually solidified, but I'm pretty confident that that25
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is going to happen as a result of that activity.  1

MS. ZIEDONIS: Just to highlight that, the largest2

body of work that I'm aware of on that very effort is at3

NYU with Baruch Lev.  I know that he's been organizing a4

series of conferences on that very topic and has been5

doing a series of studies also in conjunction with the6

SEC.  7

The other point that I just wanted to clarify or8

perhaps contribute to, one, I echo what Harry said about,9

well, what happened there around '85 or to the '87 time10

frame.  And I think the importance of TI really paving11

this way that, well, the value of patents can be12

separated from the product market, and that there is13

money on the table was an important demonstration for14

companies in managing intellectual property but also for15

the same independent inventors like Jerome Lemelson and16

the like.  17

So, I think that lesson was learned across patent18

owners regardless of whether you're a company or a19

university or an independent inventor.20

The other important demonstration event that21

happened around that same period, however, is, of course,22

the shutting down of Kodak's facility.  Well, not only do23

we have this potential upside, but now if I'm investing24

the what I now hear is $4 billion in a facility being25
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concerned about the threat of holding production for two1

weeks when that facility is going to last you, what, five2

years?  3

MR. THURSTON: If.  4

MS. ZIEDONIS: That's a large sum in multiple5

millions of dollars so there's a real cost/benefit6

analysis that is really driving, perhaps, patenting from7

both sides.8

MS. DeSANTI: Is the implication of what you're9

saying that there's more defensive patenting as a result10

of the Kodak-type demonstrations?  11

MR. WOLIN: I think there's more patenting,12

period.  Offensive, defensive, you name it.13

MS. ZIEDONIS: To answer your question, I would14

agree with that.  I mean, the lesson then that I would15

learn from that was that you can see why there would be16

an incentive to patent for more defensive reasons, but17

you can also see why from the business perspective you18

would also want to pay more attention to patenting from19

the offensive or the market share or just revenue stream.20

It's going to be interesting to see how exactly 21

you're going to be able to disentangle value of22

intangible assets from potential products that might be23

coming down the road five, seven years from now where24

that value's not going to be really revealed in the25
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product form, and is a highly risky, uncertain thing. 1

But I'll leave that to the accountants.2

MR. WOLIN: Being that we're back on quantity I3

think there's one point I'd like to make.  In the4

semiconductor industry, as much as quantity is picked up5

I don't think it can all be related to improving your6

patent portfolio.  I think a lot of it has really come in7

for other reasons.8

It became a great incentive for engineers, the9

number of patents that we issue end up in our marketing10

materials.  I actually went in at one point and said we11

should file less and I'll give back some of my budget. 12

And I was basically kicked out and they said, "We'll tell13

you what you spend.  You just go get us patents."14

It wasn't improving the portfolio.  Management15

understood that these incremental patents weren't16

improving the portfolio, but at the same time it was17

great press releases and it was great incentive to hire18

new engineers and it was great incentive to retain19

employees.  So for that reason it was worth spending the20

incremental dollars to management.21

MS. DeSANTI: Well, we have little time remaining22

but I would like to throw out a large question and just23

get some observations on it.  We've been talking a lot24

about patenting in relation to innovation.  What about25
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competition, the role of competition, in relation to1

innovation in this industry?  2

And I would just give you, Harry, an opportunity3

to bring in any points related to your standard-setting4

issues that you raised that may be implicated when you5

talk about competition and the reliance, the need for6

compatibility and standard-setting in order to innovate7

to the next level, next generation.  8

MR. WOLIN: Well, as we know, I think, general9

antitrust concerns and the general patent laws go head to10

head.  So the question is where do we find that happy11

medium and how do we effectively create no monopoly while12

keeping in effect the patent monopoly?  And I sure wish I13

had an answer.14

MS. DeSANTI: We were expecting one from you.  15

MR. WOLIN: But I just think you have to have the16

patent right.  You have to be able to innovate and I17

think a lot of the concern really comes in -- you can't18

give that right, that patent right when it's -- it19

doesn't give you the ability to circumvent the antitrust20

laws.  21

And I think it really has to be looked at on a22

case-by-case basis and standards of, certainly, who has23

the market power comes into it.  But I just don't know24

and I don't think there can be any hard and fast rule on25
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how we address this.  Sorry for all that enlightenment.  1

MS. DeSANTI: Rosemarie.  2

MS. ZIEDONIS: This is an equally maybe -- oh my3

goodness -- "interesting issue, but who knows the answer4

to it" type of comment.  I noticed Hal Wegner in the room5

and he was kind enough to let me sit in on his6

international property law class here at GW probably ten7

years ago and one of the interesting twists in the tone8

of this debate is that at that time we would have been9

sitting in this room really being the large portfolios of10

Japanese firms and how that was going to be a barrier to11

the small innovative U.S. companies or companies that12

lacked experience in Japan.13

And that's actually how I got in this funny path14

was doing some work on behalf of a congressional15

committee on that type of topic.  With that kind of16

background I find it interesting that we really aren't17

questioning to any real extent, I don't see people being18

concerned about the role of these portfolios with the19

large firm versus a small firm.20

Like, is the lack of a large portfolio a problem21

for entry into the industry or for competing with the22

incumbent firms?  And I'll just offer an observation that23

from what I understand with semiconductors, part of this24

may have just been fueled because the side effect of25
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strengthening patent rights has been that we're able to1

raise venture capital and we're competing in areas that2

are truly like the input/output devices or even AT cards3

and then get acquired by an incumbent firm.4

The other thing is that we know that the5

technological opportunities have been continuing at a6

pretty impressive rate in this industry.  It's unclear7

how this dynamic of competition is going to change if we8

reach an era where those technological opportunities9

aren't continuing to expand.  And thankfully even with10

this downturn, I don't think that people are projecting11

that in the next five to ten years given the impressive12

accomplishments in the industry.13

MR. BARNETT: That brings maybe a different14

question that I want to ask.  It reminds me of your15

comment on Japanese firms and whatnot.  I know that Dick16

Thurston has quite a bit of experience dealing with17

foreign countries, and I'm just wondering if the18

experience is the same in other countries as we're19

experiencing here as far as increasing proliferation of20

patents.  I wonder if you have any thoughts?  21

MR. THURSTON: I think it is.  And I think that's22

an area that U.S. companies, all companies, need to be23

really increasingly concerned about.  And I, a number of24

years ago, had a very interesting discussion with Bruce25
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Lehman on this point, stressing that need for the PTO to1

undertake an initiative similar to Justice on the2

antitrust area for stronger cooperation and relationship3

in monitoring what these foreign countries are doing in4

the patent area.5

Take Japan today, which as we all know is6

suffering economically.  One of the largest licensing 7

organizations, maybe, next to IBM and so forth, is8

Hitachi -- 400 strong, constantly analyzing portfolios9

and going through their list.  We did at TI.  We had10

first tier, second tier, third tier and now you're11

getting down well below that and going after a lot of12

different companies as they scan the SEC reports all13

sorts of things we're seeing.14

Our biggest concern, even as a "Chinese" company15

and from Taiwan, is the mainland.  It's being ignored. 16

But the efforts that are being undertaken right now --17

I've had over a hundred trips to China since '79 -- are18

substantial in the area of intellectual property design,19

development.20

In the semiconductor area, you go into the21

research and development houses in Shijiazhuang or in22

Xi'an and Shanghai -- tremendous efforts and filing of23

patents there, kind of subtle sort of thing.  They have a24

very sophisticated PTO when it comes to electronics, but25
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our industry in the United States, a lot of companies are1

ignoring that potential.2

So as you look at potential for litigation and of3

course manipulation in that country of IP to advantage4

despite the WTO, that's where I see tremendous concern5

and we need to be really on our guard.  And these issues6

just magnify and are exponentially increased once you7

cross the ocean.  8

MR. ZANFAGNA: Two follow-up points real quick. 9

One to Susan's question, I'll just redirect my point from10

before.  At least as far as Honeywell is concerned it is11

competition that's driving innovation.  We don't hire12

engineers to hire engineers.  We innovate because we feel13

we need to to stay ahead in our marketplace.14

Innovation is driven by competition in all of our15

markets.  That's how we maintain our positions.  That's16

how we maintain our competitiveness.  That's how we keep17

our customers.  That's how we please our customers.  It's18

through innovation.  It's through new products.  It's19

obviously through service and so forth as well but it is20

the continuous ability to innovate, to provide new21

technology and new products that makes us a strong22

company.  It's through competition absolutely.  On the23

international point, I'm not exactly sure what the24

overall question was but I'll make two observations. 25
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One, our portfolio is very international.  We have over1

10,000 patents internationally, I think 5,0002

domestically and we don't just focus on patenting3

technology and products in the United States.  We4

proliferate our portfolio globally.  We have a global5

sales presence and it is critical that we are able to6

propagate to affect our portfolio around the world.7

Another observation that I am told is that there8

is a gigantic increase in foreign ownership or foreign9

filing in the United States.  There's a lot of foreign10

ownership of U.S. patent rights.  That is a whole new11

evolution that U.S. companies have to be aware of and12

that affects how the patent system works in our country. 13

MR. BARNETT: It looks like we're starting to run14

short on time.  We started a little late but I would like15

to invite anyone to make any closing comments or any16

remarks that they might have before we finish.  17

MR. BRUNT: Just a two second summary on that18

issue.  I think that competition drives innovation. 19

Limited exclusivity pays for it.20

MR. BARNETT: Very good.  Well, maybe on that note21

we will end this hearing.  I'd like to thank our22

participants very much.  So thank you.  23

24

25
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AFTERNOON SESSION1

(1:37 p.m.)  2

MS. DeSANTI: Good afternoon.  My name is Susan3

DeSanti and I'm Deputy General Counsel for Policy Studies4

at the FTC.  Thank you so much for coming this afternoon. 5

We particularly thank all of our speakers for coming this6

afternoon.7

Unfortunately, I have to begin with a couple of8

people who were not able to make it.  Dean Alderucci from 9

Walker Digital is sick today, unfortunately, but we will10

be hearing from Walker Digital later on in the hearings. 11

And also Andrew Steinberg from Travelocity.com is not12

able to be with us today for business reasons but we're13

also going to try to get another shot at getting him to14

come and speak with us on another panel.  So we're very15

glad to have the people we do have.16

And what I wanted to just start with is a brief17

introduction to the topics of the panel.  This is18

"Business Perspectives on Patents:  Software and the19

Internet."  It's the second panel to address this topic.20

The other one was held at Berkeley in February.  And as21

with the morning panel we will be covering a wide range22

of issues relating to patents and competition and how23

they spur or discourage innovation.  Before we get any24

further let me introduce the other government25
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participants today.  To my right is Matthew Bye who is a1

wonderful attorney in my shop who has worked very long2

and hard in getting in touch with the people for this3

panel and talking with them about the issues that they4

were most interested in addressing.5

To my far right is Frances Marshall, the amazing6

person at the antitrust division of the Department of7

Justice who is organizing and implementing all of these8

hearings from their perspective.  To my left is Bob Bahr9

from the PTO who we're very grateful to have here.  And10

that sort of rounds out the government participants for11

today.12

I'd like to start by briefly introducing each13

panelist and then asking each one after that brief14

introduction to just say a bit either about their company15

and what their company does so we have a better16

understanding of how they're approaching these issues or17

the members of their trade association or their research18

interests.  Let me start with Dan Burk over to my right. 19

Dan is the Julius E. Davis Professor of Law at the20

University of Minnesota law school where he focuses on21

intellectual property in the context of cyberspace and22

biotechnology.23

He teaches courses in copyright, patent and24

biotechnology law and has been closely involved in the25
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development of the university's new Internet study1

center.  Professor Burk has held appointments at Seton2

Hall University, Stanford Law School and George Mason3

University.  Dan.  4

MR. BURK: I'm very pleased to be here and I want5

to applaud the leadership of the staff, both the FTC and6

the DOJ, for holding these hearings which is being7

watched with great interest by all of us in the research8

community.9

My personal interests are innovation policy and10

how patent law is developed and shapes the nation's11

policy.  I'm very interested to see what's said today and12

what's said at the other hearings.13

MS. DeSANTI: We'll go to Dan's right to Ed Black. 14

Ed has been the President and Chief Executive Officer of15

the Computer and Communications Industry Association16

since 1995.  Prior to this, Ed served as Vice President17

and General Counsel at CCIA.  He has had responsibility18

over a wide range of legislative policy and regulatory19

areas for CCIA and its member companies specializing in20

international trade, competition policy and intellectual21

property.  And I will note that Ed was with us in our22

1995 hearings and we're glad to welcome him back today.  23

MR. BLACK: Thank you.  It's a pleasure to be24

here.  A little bit about CCIA.  We have been around for25
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30 years, represent a cross-section of companies,1

computer; telecom; Internet; small, medium and large2

hardware; servers; software.  And the goal is to have a3

senior executive roundtable that tries to pull together4

very diverse parts of the industry so that when we can5

come up with some positions on what are constantly6

turning out to be fairly challenging policy areas that we7

really do think we have the input from a wide range of8

players.9

Historically, we basically were founded in a very10

pro-competitive motivation dealing with both IBM and AT&T11

antitrust cases in the early years and have viewed12

intellectual property as likewise a critical factor in13

promoting the innovation and dynamic growth of our14

industry.15

MS. DeSANTI: Thank you.  Next, we're going to16

move to Scott Sander.  Scott Sander is the President, CEO17

and co-founder of SightSound Technologies.18

After graduating from the University of Denver in19

1982 with a degree in business administration, Scott20

moved to Silicon Valley where he worked as an investment21

analyst for a Menlo Park-based real estate investment22

company.  In 1987 Scott returned to his native23

Pennsylvania to start his first business, Kinetic24

Workplace, a management consultancy specializing in25



96

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

workplace innovation.  Scott.  1

MR. SANDER: And I'm very glad to be here because2

since that time I got together -- I'll tell you a little3

story about it later when we get into the more formal4

remarks.  But I'm really here to talk not about myself or5

even our company, SightSound Technologies, but I'm very6

specifically here on behalf of an inventor named Arthur7

Hair who also happens to be my best friend.  And together8

we built a company on intellectual property that9

specializes in the download sale of movies and music via10

the Internet and other networks.  11

MS. DeSANTI: Thank you.  To Scott's left is Mark12

Webbink.  Mark is the Senior Vice President, General13

Counsel and Secretary for Red Hat, Inc.  Prior to joining14

Red Hat he practiced intellectual property at Moore and15

Van Allen.  Mark also spent 20 years in corporate finance16

before entering the practice of law holding senior17

management positions with several Research Triangle-area 18

companies.  Mark.  19

MR. WEBBINK: I would probably be remiss if I20

didn't say I was probably bringing a little different21

perspective to the issue than some folks today given that22

our company is probably the leading open source software23

company in the country today.  And part of what I'll talk24

about is the impact of intellectual property protection25
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on open source.1

MS. DeSANTI: Thank you.  Finally, at the end of2

the table we have Lew Gable.  Lew is a partner in the New3

York office of Cowan, Liebowitz and Latman where he4

specializes in the preparation and prosecution of complex5

electronic and computer inventions before the PTO.  His6

technical expertise includes Internet-related inventions7

and methods of doing business.  Lew.  8

MR. GABLE: You've completely taken away my9

background.  10

MS. DeSANTI: Could you speak into the mike?  I'm11

sorry you have to move it back and forth a little bit.  12

MR. GABLE: My practice, as the bio indicates, is13

the preparation and prosecution of patent applications.14

And I have worked with the patent office in filing15

applications for almost 40 years now.16

And I have seen the evolution of the17

patentability of software and software-related products18

and now methods of doing business.  And my perspective,19

whether it's for my clients or whether it's for the20

public interest, is really to ensure that patents are21

well searched and that the most pertinent prior art is22

found and that the patent office would issue patents23

whose validity there is a presumption, a strong24

presumption, of validity on those patents.25
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MS. DeSANTI: Thank you very much.  All right. 1

We'll begin with our presentations now.  And the first2

presentation will be from Mark Webbink.  3

MR. WEBBINK: I have prepared some written remarks4

and I got those to Matthew I think late yesterday or5

early today depending on how late he was here last night. 6

And I'd like not to spend a whole lot of time going into7

the things that I addressed in the written remarks other8

than to say that about six months ago I participated in a9

panel addressing a committee of the National Academy of10

Sciences on somewhat similar issues.  They were11

principally focused on patent protection in the software12

industry.13

And with some of the issues that I was raising14

the common response I kept getting was these are15

antitrust problems not patent problems.  And I said,16

"Well, okay.  Then I'll have to go find a proper venue to17

address them."  Red Hat is an open source company.  What18

does that mean?  We work with, I think the polite term19

would be computer scientists or software developers -- we20

call them hackers -- all over the globe in developing21

open source software.22

Our principal product is an operating system23

called Linux.  Ours is the Red Hat version of Linux. 24

There are other distributions all built on the same Linux25
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kernel.1

While we hold copyrights on our software, which2

is sort of the old traditional way of protecting software3

other than trade secrets, we do not hold trade secrets in4

our software and in fact we make not only the binary code5

but also the source code available to customers of our6

software.7

Until I arrived at Red Hat the company had a8

policy of not pursuing patent protection on software as9

being inconsistent with the open source philosophy. 10

However, business realities have to take a role as well11

and one of those business realities is our competition. 12

And one of our principal competitors, a rather large13

company from the Pacific Northwest, also holds probably14

more software patents than perhaps any other company15

other than perhaps IBM, and continues to gather a great16

deal of issued patents either to their control or control17

through licensing with other companies.  18

The people who work in the open source community19

tend to be very careful about what they develop in terms20

of avoiding software where there are known patents.  But21

given the time frame of patent issuance the fact that22

under U.S. policy patents are not disclosed publicly at23

the time that they are filed and their development in the24

software industry, it may be years beyond the time that a25
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particular piece of technology has hit the marketplace 1

before it is evident that it, in fact, it is covered by a2

form of patent protection.  3

We've got additional concerns around the fact4

that for years in the industry there was no patent5

protection for computer software or for that matter,6

business methods.7

A tremendous body of prior art exists but not in8

a well established database like you have with the other9

arts to where professionals such as Lewis can go and10

manage a search that is going to ferret out pre-existing11

technology that may very well invalidate the patent.12

You then put that process of issuing patents13

that, for arguments sake, I will say are perhaps less14

valid than what you might find in the other arts out in15

the marketplace, backed then by big money, and all of a16

sudden you have got a situation where the smaller17

entrants into the market, the new entrants into the18

market, are at a tremendous disadvantage in terms of19

being able to compete.20

And one of the critical questions that I get on a21

repeated basis from companies that are looking at22

adopting open source software is where is my warranty23

against infringement?24

Of course, I have now tongue-in-cheek started25



101

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

pointing them to take a look at their own license to1

Microsoft Office and invite them to point out to me2

Microsoft's warranty for noninfringement in their license3

agreement which, if you haven't looked, you won't find.4

But this is a big issue for them.  And it's5

perceived to be a direct and imminent threat to the open6

source community and the adoption of open source7

software.8

Now, people can look at open source and say,9

"Well, by its very nature is open source truly10

innovative?  Isn't Linux, for example, nothing but11

another rehash of UNIX?"  And there are a lot of12

different forms of innovation.  Not all of them are13

technical.14

Innovation can also come in the form of reducing15

the cost of a product and the manner in which it can be16

used.  And what we found is that not only are we able to17

reduce costs to the consumer but in fact we have been18

able to produce a technically superior product, one that19

has performed extraordinarily well in benchmarks against20

the more established operating systems and have done so21

without the protection of issued patents.  We have done22

it in a collaborative manner working with people both23

within our company and outside our company by sharing24

technology and making the technology freely available.25
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And so I participate today as perhaps not a voice1

crying in the wilderness but one saying, let's not forget2

why our intellectual property laws were established in3

this country.  They were established to protect the4

people and to protect society at large.  Ideas such as5

fair use are quite critical to the general public in6

protecting the rights of the general public.  And I would7

invite discussion with the rest of the panel to look at8

some of those issues.9

MS. DeSANTI: Thank you, Mark.  I have a number of10

questions I already feel like asking you but I'll hold11

off and we'll go to the next presentation -- Scott12

Sander.  13

MR. SANDER: Thank you.  I said briefly in my14

opening comments that I was really here to talk to you a15

little bit my good friend and the inventor that we built16

our company up on his innovations.17

But what I want to do is also give a quick bit of18

history, not just the history of Sightsound but also as19

you pointed out there are some issues right now about20

copyrights as well as patent rights and we're square in21

the middle of all of that because of the nature of our22

business in distributing movies and music.23

I want to give you a little history and also24

bring you forward to the very acute situation that we25
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find ourselves in today with the movie studios and record1

labels.  Let me start by giving you that background and2

say in the mid-1980s my friend, a young engineer named3

Arthur Hair, saw the future of movies and music.  And4

Arthur invented a method and system for selling digital5

audio and video files over networks like the Internet. 6

He was convinced back then that if the record labels and7

movie studios would embrace his invention that they would8

be spared a future of rampant piracy powered by computers9

connected to the Internet.10

Arthur's father, an engineer from Pittsburgh, had11

patented a process for strengthening steel and he gave us12

a prophetic piece of advice.  He said, get a patent to13

protect yourself so the big companies don't just steal14

your ideas.15

We decided to start a company that would16

revolutionize the entertainment industry, which is no17

small feat for a couple of guys from Pittsburgh.  And we18

were going to do it with a distribution method that was19

better, faster and cheaper than anything they had seen20

before.21

In 1993, based upon Arthur's father's advice, we22

received our first patent.  Now, up to today, let's bring23

ourselves back to the future, if you will.  Last month24

James Rogan, Director of the U.S. PTO said, in these25
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hearings, "Understanding the patent system begins with1

the recognition that patents are a form of property2

anticipated by the United States Constitution."  Well, in3

our property, Art and I set about to build a company and4

change an industry.  We were able to sell the world's5

first downloadable music in 1995 and the first feature6

film in 1999.  And since then we have sold download7

movies into more than 70 countries worldwide.8

Before the world went Napster crazy, Arthur and I9

presented the leaders of the media companies with our10

patent-protected method and system.  We offered them an11

opportunity to sell their product, preempt piracy and 12

make a new deal with the next generation of consumer. 13

But they were frozen with fear and a commitment to cling14

to the control that they currently had.15

We started to feel a little bit like Filo16

Farnsworth whose only reward for his invention of the17

television was personal satisfaction because in reality18

he lost an epic battle with the Radio Corporation of19

America and General Sarnoff.  Sarnoff spent, as some of20

you know, many years and millions of dollars to work21

around Farnsworth's patents.  Although Farnsworth will22

always be remembered as the man who invented television23

he himself knew only the struggle of lawsuits.24

The story of David versus Goliath repeats itself25
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throughout history, but in our case it is more than just1

a mismatch in size.  It's more than just one on one.  We2

seek to change the business practices of an entire media3

oligopoly, an oligopoly which is currently under4

investigation, quite possibly engaged in a civil5

conspiracy to restrain trade, and like Sarnoff, certainly6

committed to delaying the future.7

And that future, we believe, promises American8

consumers the benefits of its new and useful process for9

distributing entertainment.  The future has to be based10

upon a mutual respect for property rights, our patent11

rights, their copyrights.  And I'm here today to testify12

emphatically that our patent rights are the only thing13

that has the power to change the business practices of14

men like Rupert Murdoch, Sumner Redstone, Michael Eisner15

and the handful of companies that control the production16

and distribution of all of our recorded movies and music.17

Like robber barons of an information age they18

seek to control all forms of distribution.  Consider the19

following statement by Ted Turner of AOL Time Warner as20

told to New Yorker magazine in April 2001.21

Ted said, "You need to control everything.  You22

need to be like Rockefeller with Standard Oil.  He had23

the oilfields, the filling stations, the pipelines, the24

trucks and everything to get the gas to the stations. 25
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And they broke him up as a monopoly.1

You want to control everything.  You want to have2

a hospital and a funeral home so when they die in the3

hospital you move them right over to the funeral home4

next door.  When they're born you got them; when they're5

sick you got them; when they die you got them."  He said6

"The game is over when they break you up, but in the7

meantime you play to win.  And you know you've won when8

the government stops you."9

Fortunately for us, another Ted, Teddy Roosevelt,10

once said the only way to meet a million dollar11

corporation is by invoking the protection of a hundred12

billion dollar government.13

Arthur Hair sought that protection and we value14

it in our patent rights.  The fact that these patents15

ultimately expire fills us with impatience and forces us16

to continue to innovate.  And the ultimate beneficiary of17

our impatience and our innovation is the American18

consumer.  Thank you.  19

MS. DeSANTI: Thank you.  Next we're going to hear20

from Dan Burk.21

MR. BURK: I've been fascinated to hear the22

testimony given thus far and look forward to engaging23

with members of the panel because both of the previous24

testimony has certainly resonated with me.  But I thought25



107

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

I would start my presentation by sharing with you some of1

the research that I mentioned in my introduction.  2

This is some research that's currently ongoing in3

conjunction with Professor Mark Lemley at the University4

of California at Berkeley who testified on the West Coast5

hearings a few weeks ago.6

We have been specifically looking at the question7

as to whether patent law is technology specific.  What do8

we mean by that?  Well, we have in the United States a9

patent system which, for the most part, is directed to10

all kinds of technologies.11

There are a few exceptions to that.  There's12

Section 103 and elsewhere where Congress has specifically13

legislated rules with regard to a particular technology. 14

But for the most part we have a patent system that covers15

software, biotechnology, mechanical devices, and all the16

other sorts of innovations that we talked about in these17

hearings.  18

And so that law has to be very flexible, has to19

be very adaptable, has to be designed to meet the needs20

of these different industries.  But recently we have21

noticed a trend towards becoming technology specific in22

the patent law.  And the best examples of this are in the23

area of software patents and also in the area of24

biotechnology patents which there was some testimony on25
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yesterday.1

Now, what are we seeing specifically when we2

analyze the cases coming out of the United States Court3

of Appeals for the Federal Circuit which, as you know, is4

the court that Congress has vested with authority to deal5

with patent law.6

We find in the area of software patents that7

we're focusing on here today that two very interesting8

things are beginning to happen.  One of the purposes of9

the patent system that we haven't heard about so far10

today is to put information in the hands of the public11

not only to protect the property rights of the inventor12

and create that incentive for further innovation that we13

just heard about but also to disclose that invention so14

that when the patent expires everyone has that15

information to build upon.  16

And in the area of software patents we are17

finding, as we look at the cases that have been decided,18

that the Federal Circuit tells us that essentially there19

is no disclosure requirement for software.20

In cases that have come before that court where21

there has been a question about disclosing code or even a22

flowchart or some other indications of how software23

works, the Federal Circuit tells us that's not necessary,24

that once you decide what you want to do, be it a25
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split-sheet or a compiler or some other type of software,1

that writing the code is mere clerical work.  Anybody2

with average skill in the art can write that.3

Now, I suspect that some of the folks who do4

programming, and some of them are here today, will tell5

you it's a little bit more difficult than that to6

actually write code that works.  And we'll have a chance7

to talk about that, I hope, during the discussion period.8

 On the other side we don't give a patent to just9

anyone who has discovered something.  We only want to10

give patents to significant technology advances so we11

have a requirement of obviousness.  You can't get a12

patent if your invention would be obvious in light of the13

prior art.14

And the Federal Circuit there has indicated that15

there is going to be a very high threshold with regard to16

obviousness, that most software patents for most software17

inventions they are going to consider to be obvious.18

Now, that is connected to this idea of disclosure19

as I'll mention in a moment but they are simply the flip20

side of one another.  If anybody as a matter of mere21

clerical work can do some programming, let you know what22

function you want to have happen, that also suggests that23

it should be very, very obvious how to do that and so it24

ought to be very difficult to get a patent on software.25
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Let me just mention in contrast to that -- we1

have already heard in these hearings about biotechnology2

yesterday but the situation has become exactly the3

opposite in biotechnology.4

The Federal Circuit has told us that we have very5

stringent disclosure requirements in biotech.  If you're6

going to try and patent a biotech molecule, you need to7

give us the sequence.  Simply knowing how to get that8

sequence is not enough.  But there's a very, very low9

obviousness threshold and essentially anybody who10

discovers a molecule is going to be able to get the11

patent on it.12

Now, we suspect that as a matter of innovation13

policy this is exactly backwards, that if you look at the14

character of the two industries that we're studying,15

software where development is typically incremental has16

relatively short development times, relatively low cost17

development, compared to many other industries.18

We suspect that we should actually have a more19

stringent disclosure requirement and a relatively low20

obviousness threshold which would lead to more and21

narrower software patents.  I'll come back to that in a22

moment.  23

And in biotech by contrast, just to give you a24

sense of what another industry would look like, we have25
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long and very expensive development times that we should1

have less of a disclosure requirement, higher obviousness2

threshold, leading to fewer and broader biotechnology3

patents.4

Now, some people cringe when we suggest that what5

may be needed in software is a different standard that6

would give you more and narrower patents because there7

are many complaints already that we have too many8

software patents.  Let me note that we're talking here9

about valid software patents because we suspect that the10

majority of software patents that are issuing would be11

invalid under the standards that have been announced.  12

What are the causes for this?  Well, I'll just13

suggest a couple that we found out.  I have already14

mentioned the legal standard.  We suspect that there15

should be some tinkering with the standard that's used to16

measure obviousness and measure disclosure in these17

industries.18

More importantly, I think there's an19

informational problem that as courts are looking at these20

industries, we are typically looking at old technology,21

especially the biotech area but certainly the software22

area where things change very rapidly.  23

By the time a case gets up to the Federal Circuit24

we're looking at rather old technology and so they are25
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developing standards that might have applied 5, 10, 15 or1

even 20 years ago, but probably don't meet the needs of2

the industry today.3

And so one of the problems here is working from4

facts that are no longer appropriate to what the industry5

needs.  So with that I will close my presentation and6

look forward to engaging the other panelists in a7

discussion of the issues that they raised and the issues8

raised by this research.  Thank you.  9

MS. DeSANTI: Thank you very much, Dan.  We10

already have a lot out on the table to discuss and now11

we're going to get even more.  Lew Gable.  12

MR. GABLE: Thank you.  My comments this afternoon13

will reflect really my career in terms of preparing and14

prosecuting patent applications before the patent office.15

I can sympathize very greatly with Scott in his problem16

of enforcing his patent, even valid patents.  17

If you do not have a patent, you really have no18

protection and someone can come along and take and steal19

your idea and you have no recourse to that taking, that20

stealing of your intellectual property.  21

Most of my clients are small clients and they use22

their software patents in order to attract capital.  And23

so it's not like perhaps a large company that has24

thousands of patents and the life of the large company25
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does not depend on one or two whether they are issued,1

whether they're valid or whether they can be enforced. 2

But if you talk with most of my clients the first thing3

they are interested in is in terms of using their patents4

in order to get capital so that they can develop and5

market their invention.  Literally, patents are the6

lifeline of this company that will keep it going until it7

can either make it or break it really in the marketplace.8

One of the things I wanted to talk about, and9

most of my career has been in dealing with computer and10

now method of doing business patent, I wanted to go over11

some of the standards we have in terms of securing12

patents and to give you my feel on which are the most13

important which have been settled.  14

As you are aware there is at least two basic15

standards, Section 101 of the patent code, and this deals16

with what kind of inventions may be patentable.  We have17

been operating now for 30 years with security protection18

for patents.19

There has always been at least a basic question,20

can you patent software?  Can you patent methods of doing21

business?  And over this 30 or so years of time there has22

perhaps been 55 decisions of the Federal Circuit and the23

Court of Custom and Patent Appeals.24

In addition, in I believe it was '96, the patent25
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office issued its software guidelines on how to prepare1

computer applications.  And it's gone further.  It has2

provided very definite and very meticulously detailed3

teachings of how to prepare claims that will pass 1014

muster.5

And so we come down to the point now in 2002 and6

we have a very well-defined standard.  It is the7

practical application standard.  If your invention,8

whether it's a method of doing business or whether it's9

software, if it has a practical application in the10

technological arts, then it is patentable.11

State Street said this; AT&T reinforced State12

Street.  The Supreme Court has refused to hear these on13

cert.  And so this aspect of the patent law and the way14

it looks at software is very well settled, at least in15

the patent office, at least in the Federal Circuit.16

But there are other issues, the issues involved17

in Sections 102 and 103.  And this is the area where we18

get into in terms of what it takes to be patentable.19

How much do you have to be different from the20

prior art in order to be awarded a patent?  And it's in21

this area that we seem to have more difficulty and, as22

other people have alluded to, the problem comes up when23

you don't find the most pertinent reference.24

And the patent office has been justifiably25
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criticized for examining patents and issuing them without1

the best art, the best technology cited against them.2

 The down side of this, of course, is that if you3

miss the most pertinent references you have seriously4

undermined the presumption of validity of your patent.5

How do you do this?  Well, how do you find better6

prior art?  It's tough.  There are some built-in problems7

that you have.  Probably the first is just the very8

nature of the technology we're looking at.9

I can remember when patents were just starting10

out a long, long time ago, someone gave me the project of11

trying to determine whether a certain piece of technology12

was infringed or not.  And what I got was a box of object13

code and someone said, "Tell me whether this infringes my14

patent."  That's almost a no-brainer.  I mean, there's no15

way you can do it.16

I said, "Fine, would you like to spend maybe17

$10,000- $20,000 going through this object code and18

telling me what it does?"  It's often very difficult to19

know what processes, what functions, are happening in a20

piece of software if you only have the source code and21

much worse if you just have the object code.  It's a very22

difficult task and of course you can't use that as a23

prior reference in the patent office to reject certain24

patents because you don't know what really that software25
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is going to do.1

The other problem we've had -- and we've had it2

in the '80s with software patents and we're having it now3

with method of doing business patents -- and that is we4

have had a rush of creativity and patenting.  In the5

early '80s there were no patents on how to program your6

computers.7

There was very little out there that could be8

used as prior art references so the patent office was put9

in the position -- "We have no references so we have to10

issue this."11

It's similar now with methods of doing business.12

Methods of doing business, if you want to have a birth13

date for these kinds of patents you might take it as14

December '97.  This was the first time that the patent15

office issued a set of classification, their word.  I16

think there was a handful, maybe 800- 900 patents at that17

point that were issued.  And that's when they started to18

classify it and put it into a particular class.19

Well, since then, since '97 and you go from year20

to year to year, there has been a 40 percent increase in21

the number of patents that are issued.  But unfortunately22

in terms of prior art, most of these are not of much23

value because it's now taking two to four years to24

successfully examine such patents in technology center25
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2100, which is the group of examiners that examines1

business method patents.2

Right now in that center the pendency for an 3

application has gone from two or two-and-a-half years to4

three years in order to get your first examination.  So5

you might be looking at four to five years before you6

would actually get the patent issued.  And when that7

happens and it's happened with methods of doing business8

type of technology, you have nothing to recheck them9

with.10

The examiner is sitting there trying to find a11

reference.  And there's no reference because everything12

is being held in secrecy.  It's an application -- the13

technology is described in a lot of applications but the14

examiner cannot use them to recheck the new applications15

that are coming in.  So you do have a problem.16

But in part, some of these problems are17

self-correcting.  In the '90s, after we have literally a18

decade of incredible amount of patent and creativity in19

terms of software, you could go in and you can find prior20

art without much more difficulty than you can in any21

other technology.22

And we're also seeing now in methods of doing23

business, we're starting to see the first basic patents24

issue.  And they, of course, being the basic patents, I'm25
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sure, will be good ammunition for patent examiners to1

apply against applications that are just now being filed. 2

There's other things that are happening that can affect3

the problem of whether or not you have the best prior4

art.  Almost a year ago now, the patent office has begun5

to publish not issued patents but pending applications6

even before they are allowed.7

In a single year, and I just checked this with8

Robert because I wasn't sure, but somewhere between9

50,000 and 55,000 published applications have now been10

published in the span of one year.  11

This is going to give a tremendous resource to12

the examiners and to the patent bar to know not only what13

inventions are patentable under 102 and 103, but also are14

there patents out there that are of potential15

infringement interest?  16

One of the big things of the lack of technology17

or lack of patents is that you're trying to advise a18

client who's coming in and saying, "Can I enter this19

field and are there third-party patents out there that I20

will infringe?"  If these patents are sitting in the21

patent office there's no way you can legally look at22

them.  There's no way to find out whether your client23

will be just walking into an infringement problem.24

And the thing that often happens, and it's sort25
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of tragic for the individual small inventor.  They put a1

lot of money and a lot of effort into this process and2

two or three years down the line, typically, in the3

course of the prosecution of their own patent they found4

out another patent has issued that covers their invention5

and they're barred from using it.  Hopefully, the present6

publication of references will go a long way to do that.7

The patent office is to be applauded in many ways8

for how they have handled a very difficult situation. 9

The office is criticized for not finding references and10

certainly that has to improve, but certainly they have11

done a lot to solidify and explain what the definition of12

statutory subject matter is.   13

In terms of what the patent office is now doing14

with methods of doing business, they have taken special15

procedures with this kind of invention, particularly in16

technology center 2100.  They're doing a number of17

things.  One of the things they're doing is they're18

encouraging their examiners to use the Internet.  19

If you're going to examine an Internet patent,20

where the best source of information is on the Internet. 21

And so you go; you search and find the Web sites and get22

a disclosure of what's happening.   23

The other thing that is happening is that once24

the application has been allowed, a senior examiner,25
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typically someone from quality review in the patent1

office, will come in and before that is actually issued,2

the notice is set, the experienced examiner will take a3

look at that and will give it his or her blessing.  So4

you do get a second review of these applications before5

they come out.   6

The other thing that is being done is that they7

want to make sure that each application is thoroughly8

searched.  And so the group directors of 2100 have set up9

a set of fields of search so that if you have a10

particular technology, you will have to search a11

particular set of subclasses, particular databases.12

For example, how about if you're patenting a13

method of encryption of credit card data?  There is a14

particular subclass and there's a related subclass that15

deal with that technology in Class 703.  According to the16

instructions that are given to those examiners, they have17

to search all of those subclasses and they have to search18

through related databases of technology.  19

And this has helped to ensure that to the extent20

possible -- you can at least in a particular technology21

center -- you will have the increased shortness of the22

examination in the hope that you have really found all23

the most pertinent technology.  But to the extent that24

the patent office has done that there's other things, I25



121

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

think, the patent office can do.  1

And these may just be the pipe dream, but what I2

would like to see them do is to give the initial3

examination of each of these patent applications more4

time.  I have been an examiner in the patent office and5

one of the things that you're really crunched with is the6

time in order to make the first examination.7

In the first examination you have to read the8

application which may be 30 pages; it may be a hundred9

pages.  You have to search the prior technology and you10

have to also write a report and the time you're typically11

given for something that may be not too complex, you12

might be given eight hours to do it.  And that is tough13

to do.  It is very difficult.  So it would be good if14

they could give more time with the initial examination.15

And the other suggestion -- these are not16

anything new with me but certainly I endorse them -- and17

that is to take steps to keep the experienced examiners. 18

There is a very significantly high turnover in the19

examiners particularly, I understand, in the biotech area20

as well as the software, method of doing business area. 21

So at least at one time in the last recent history, 5022

percent of the examiners that were in examining software23

had less than two or three years experience.24

And if you're going to be able to examine well,25
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you not only have to know the patent laws, you have to1

know the technology.  So the worst thing that could2

happen for someone like myself is to get an examiner who3

has just been in the office for six months because they4

don't know the technology and the references they will5

typically cite to me are not typically pertinent.  6

But the one thing, and I was just talking with7

Robert, is that what this means is that you have to have8

more examiners.  You have to increase the number of9

examiners and yet this is going to be very, very10

difficult under the present ways in which the patent11

office is funded and the way in monies are given to the12

patent office, and particularly in relationship to the13

fees that are been charged for examination.14

It's not the picture I would want and I guess I'm15

very concerned about this and the resulting inability16

really to do the examination that is required and to17

really find the most pertinent references.  Thank you.   18

MS. DeSANTI: Thank you very much.  Our final19

speaker before the break will be Ed Black.  Ed?  20

MR. BLACK: Thank you.  It's a pleasure to be here21

and I want to again congratulate the Commission and DOJ22

for bringing attention to what is a very important part23

of our economy and legal structure that needs, I think, a24

great deal of attention.  As I said earlier CCIA has a25
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long history both in antitrust and intellectual property1

activity.  We have been strong supporters of intellectual2

property over the years, and with software piracy, but we3

have also been very concerned that the scope of such4

things such as copyright protection -- I'll speak a5

little more broadly than just patents, but IP in general6

because they're tremendously intertwined in the software-7

Internet world that the scope of protection is not being8

properly extended so as to unreasonably impede the9

development of innovative hardware and software products10

that interoperate with other products in the marketplace.11

We have our core goal to be vigilant in the12

efforts to maintain the openness of the Internet and the13

smooth operation of modern telecommunications networks. 14

As a leading industry advocate for the application of15

legal standards that will effectuate the constitutional16

mandate to ensure authors "the right to their original17

expression" while encouraging competitors to build freely18

upon the ideas and information conveyed by a copyrighted19

work, a strong yet balanced system, we're convinced,20

works best for all.  At the outset, it's important to21

emphasize that our antitrust laws are in no way22

subordinate to intellectual property laws.  23

This point was made very clearly recently when in24

June the U.S. Court of Appeals for the District of25
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Columbia delivered an en banc decision unanimously in the1

U.S. v. Microsoft case and it responded in that case to2

Microsoft's claim that their intellectual property rights3

excuse conduct that would otherwise violate antitrust4

laws.5

"Microsoft's primary copyright argument borders6

on the frivolous.  The company claims an absolute and7

unfettered right to use its intellectual property as it8

wishes.  If the intellectual property rights have been9

lawfully acquired," it says, "then their subsequent10

exercise cannot give rise to antitrust liability."11

The court continues, "That is no more correct12

than the proposition that the use of one's personal13

property such as a baseball bat cannot give rise to tort14

liability."  The court wound up concluding that15

intellectual property rights do not confer a privilege to16

violate antitrust laws.17

I would suggest this unanimous en banc decision18

should be in the forefront of all of our consideration on19

development issues in this area as well as focus here on20

copyright.  It generally does use the language of21

intellectual property in the broadest sense.22

It's that wise jurisprudence that we think should23

guide us and that, while intellectual property rights are24

absolutely essential to encourage innovation and25



125

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

creativity, strong safeguards are also necessary to1

prevent the abuse of those rights.2

I'd like to briefly discuss a few points related3

to one particular area, business method patents, which4

have obviously been mentioned.5

There's little debate that the mechanical process6

in the offline world can be patented.  However, in recent7

years some patent applications have claimed patent rights8

for taking a commercial process or business method that9

has existed in the brick and mortar world and promulgated10

it online.  We believe that these kinds of patent claims11

do not serve the purpose of the patents laws.12

Some examples include Amazon's one-click purchase13

patent, reverse auctions on the Internet and British14

Telecom's hyperlinking patent.  The experience with these15

and other patents is illustrative of how the liberal16

issuance of business method patents can create perverse17

results.18

PTO is clearly overburdened by the huge number of19

patent applications and has lacked adequate resources and20

we've had a good description of many of the problems that21

exist to conduct a kind of thorough prior art review for22

each application.23

But unfortunately, the results therefore have24

been predictable.  In order to remedy the situation,25
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Congress and the PTO needs to institute some basic1

changes in procedures, as well as the resources necessary2

to provide more meaningful opportunity for the affected3

business community to challenge the validity of a4

business method patent claim.  We obviously have more5

details in our written submission which lay out some of6

this much further.  7

I think it's also hard to talk about software and8

the Internet without talking about the international9

Treaty and the DMCA law which has been implemented in10

connection with that.  And you have Section 201 at the11

DMCA.12

The anti-circumvention provisions of the DMCA we13

are concerned and at the time of passage indicated that14

we thought there were some fundamental flaws in that15

construction.16

Legitimate efforts to deliver new and innovative17

products in the market and to consumers have been18

thwarted or have been challenged as violations of the law19

as amended by DMCA.20

We recently have observed the rise of litigation21

involving reverse engineering of the encryption22

protecting digital versatile disks.  This litigation23

exemplifies the undue narrowness of the DMCA reverse24

engineering process.  We support very strongly a25
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broadening of reverse engineering exception to facilitate1

interoperability of any storage format with any operating2

system or software platform.  3

The other thing I think when we talk about the4

Internet and software is what it does in the world of5

information and data flow.  And we have seen the issue of6

database protection has arisen.  7

And for several years Congress has wisely8

declined to enact legislation to protect owners of9

established databases from competition.  Claiming to be10

victims of database privacy or free-riding, large11

publishing houses, largely foreign, and others now12

advocate passage of legislation to provide novel legal13

protection to databases.  14

Most others in the high technology, science and15

academic community believe an entirely new regime of16

intellectual property law is unnecessary, unwise and17

could have serious negative results on the impact and18

flow of important information on the Internet and in an19

open society.20

We believe a mere compilation of facts already in21

the public domain in whatever form does not meet the22

constitutional standard for intellectual property23

protection unless there is a regional selection24

coordination or arrangement in the compilation as25
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indicated in the Feist decision.  1

Both this Commission and DOJ has wisely voiced2

objections to the Coble Bill in the House citing serious3

Constitutional reservations and concerns about the effect4

of this legislation.  And we urge you to continue to do5

so when asked or not.  6

One final issue.  We believe that competition7

issues are very important, as I said, in the development8

of products for consumer and enterprise software markets. 9

Given the dominant position that Microsoft holds in these10

markets, it's important to look at the way in which they11

have attempted to utilize the Copyright Act as a12

strategic tool to achieve anticompetitive objectives. 13

Restrictive licenses required of computer manufacturers14

and zealous protection concealment of interface15

specifications are among the primary tools Microsoft has16

used to protect and extend its monopoly position and17

thwart effective competition in related markets.18

As a leading supporter of the Justice19

Department's case against Microsoft, we have recognized20

that antitrust enforcement alone is not sufficient to21

restrain an aggressive monopolist.  The protection of22

vital user rights under the Copyright Act is also23

essential for the preservation of competition and24

innovation in the computer and software industries.   25
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We felt it was necessary to mention Microsoft1

because they are the 800-pound gorilla in this world and2

it would be impossible to have discussion of the3

intersection of intellectual property and competition4

policy in the high technology sector without doing so.5

The resolution of this antitrust case and the6

intellectual property and other remedies that are likely7

to be imposed upon Microsoft will be a primary8

determinant of the future of the competitive environment9

of our industry.10

In conclusion, I said that this broad area that11

you are holding these hearings on is an area that is very12

ripe for debate.  We're pleased to be part of it.  We13

recommend that the Commission take a leading role in14

making sure that our intellectual property laws and 15

competition laws achieve the necessary balance.  16

The courts on a whole, we think, have been doing17

a good job in trying to preserve the fundamental balance18

between protection and competition.19

However, I think that, frankly, the other two20

branches of government have not.  During the '90s some21

dominant companies persuaded Congress and the Executive22

Branch that stronger intellectual property laws meant23

more jobs and exports without consideration of the24

benefits of a balanced system.   25
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The relevant House committee and the PTO within1

the Commerce Department have, I think, been overly2

influenced and persuaded by these arguments. 3

Accordingly, intellectual property legislation over the4

past decade has steadily ratcheted up the level of5

protection with less concern for public domain, fair use6

and overall balance.  7

Where can we find the countervailing forces to8

the politically influential content industries and other9

dominant players?  The courts can only do so much.  They10

cannot create the exceptions and limitations Congress has11

explicitly rejected.12

It would be unrealistic to expect the PTO to13

advocate strongly against the expansion of its14

jurisdiction and against the interests of its customers15

that fund its operations.   16

I would submit, however, to the Commission that17

it and the Department of Justice are logical18

countervailing forces to the strong dominant industries19

in this area.  Their role is to protect -- your role is20

to protect the public against monopoly power and various21

corporate interests that seek to expand their22

intellectual property monopolies through legislation.  23

I would urge both institutions to please increase24

your capability in the intellectual property area and25
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your commitment to strong competition and to participate1

vigorously in interagency and inter-branch process on2

behalf of competition rather than deferring to agencies3

which may have substantial technical expertise, such as4

PTO, but lack the ability to put in perspective all of5

the relevant factors and maintain the proper balance. 6

Thank you very much.   7

MS. DeSANTI: Thank you, Ed.  All right.  I think8

we're just going to take a ten-minute break to digest9

everything that we have heard and then we'll come back10

for an hour of discussion.  So let's return at quarter of11

3:00 please.12

(Whereupon, a short recess was13

taken.)14

MS. DeSANTI: I wanted to begin, Dan, by asking15

you a few questions about your presentation, and also you16

mentioned that you had some questions on your mind.  So I17

want to let you follow up with those.  But one question18

that occurred to me is -- well, there are two questions. 19

One is was your research indicating that, in fact, in20

particular cases the way the Federal Circuit has applied21

the law which on the surface, at least as it is22

articulated, appears to have a one-size fits all standard23

that, in fact, in particular cases it was articulated --24

it was applied differently or that the articulations were25
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different?  That's one question.  1

And the second question is why would you ever2

want to talk about lowering the standard for disclosure? 3

We have heard a lot from people through all of the4

sessions so far that the fundamental pact involves a5

period of property exclusivity in return for a disclosure6

that is in the public interest to foster innovation.  So7

those are two questions to start with.  8

MR. BURK: Sure.  The analysis that we have9

been doing, in particular these two sets of cases,10

Federal Circuit cases dealing with software patents and11

the Federal Circuit cases dealing with biotechnology, as12

you say indicates that in the abstract we have a one size13

fits all system.  We say, well, we have these legal14

standards.  We apply them to everybody.  We apply them to 15

semiconductors.  We apply them to biotech.  We apply them16

to software.17

But the standard deals with something called the18

person having ordinary skill in the art.  That's the19

legal standard that tries to match the characteristics of20

the industry and their needs to the patent law.  So we21

try and evaluate patentability as compared to what's22

already known in a particular industry.23

Now, that should be more flexible -- enough in24

the law when we look at software to say, "Well, we think25
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that the person of ordinary skill in the art in regard to1

software knows a certain amount and that will determine2

patentability, but the level in biotechnology might be3

different."  For example, the Federal Circuit has told us4

that a person of ordinary skill in biotechnology is at5

the Ph.D. level.6

That is not necessarily the case in software.  It7

might be the teenage hacker in the garage might be the8

person with ordinary skill in the art in software.  So we9

try to adapt it to the different industries and as we do10

that we're discovering that we are essentially evolving11

sort of subregimes of patentability so that the Federal12

Circuit has articulated a very, very distinct and unusual13

standard for biotechnology that says you must disclose a14

DNA sequence to us in order to get a patent, but once you15

do you are essentially assured of a patent, whereas in16

software they say, "Oh, well, just tell us what you want17

it to do."18

And we figure that the person of ordinary skill19

in the art in software, once you tell what you want to20

have happen, they can always write the code.  Writing the21

code is no big deal.  Now, in reality we suspect writing22

code is a big deal -- getting the bugs out, getting it23

developed and actually getting it to function.24

So again, the articulation has been one size fits25
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all, but the outcome is that we have very, very different1

standards for different industries.2

And going to your second question, why would you3

want to lower the requirement for disclosure?  Remember4

that one of the hurdles you have to get over to get a5

patent is you have got to disclose something to us. 6

That's the pact that you talked about.7

In the area of software there is essentially no8

hurdle at all.  Tell us that it's a compiler; tell us9

that it's a spreadsheet.  We'll assume that you can write10

the code.  You don't need to tell us what the code is. 11

You don't need to give us a flowchart, don't need to give12

us any indication of how you do it, just tell us its13

function.  14

In biotech though, as I said, this standard is15

very, very stringent.  You must have actually found the16

sequence even if one of ordinary skill would know how to17

find the sequence.  And so that creates quite a barrier18

to the biotech patent application -- I have already done19

the work but to have the sequence in hand before I'm20

entitled to a patent.21

And it may be that a lesser standard would be22

appropriate because part of what we're trying to do as we23

heard from some of our first panelists is use this patent24

to get venture capital, use this patent to get the money25
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to develop something.  1

And so maybe if I know how to get the sequence,2

even if I don't have the sequence in hand yet, it may be3

appropriate to give that person a patent so that they can4

attract the venture capital to innovate, to actually5

develop that and turn it into a marketable product.  6

You asked about some of the questions I had.  One7

of the things that came up several times with the other8

panelists comments that I found fascinating and really9

resonated with is the intersection that looked at the10

measure between copyright of the content industries and11

patenting of the software or Internet innovations.12

And one of the issues that has been on my mind is13

the question that Mark Webbink had mentioned and Ed14

mentioned with regard to fair use.  Of course, in the15

software copyright context, fair use has been critical to16

competition because the courts have told us that reverse17

engineering someone's software is a form of fair use.18

And so fair use essentially gives you the ability19

to look at somebody else's code, look at somebody else's20

software and create an interoperable or competing21

product.  Patent law, as we know, doesn't have a fair use22

doctrine.  So as we're starting to patent these things it23

seems to me that we may be inhibiting innovation,24

inhibiting competition, because I can't reverse engineer25
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someone's product, can't do what I can do in the1

copyright area with patent.  2

I wonder if the other panelists are seeing this 3

-- that because there's no fair use in patent law, it's4

harder to create interoperability, harder to create5

competing products?   6

MS. DeSANTI: Let me add just one additional part7

to that question which is a question of when do you8

choose copyright versus patent protection?  When does it9

make sense to choose copyright protection for software? 10

When does it make sense from a business perspective to11

choose patent for software?  Lew?  12

MR. GABLE: A lot of it depends on what's13

commercially at risk.  A patent in the software area may14

cost you $30,000- $40,000 to file and prosecute.   15

MS. DeSANTI: Could you pull the microphone a16

little closer?  Thank you.  17

MR. GABLE: It will cost you $30,000 or $40,000 to18

prepare and file and prosecute a run of the mill, 15-page19

patent application protecting a particular application 20

program.  In order to do that you have to justify that21

expense.22

And at that point if you do have that need to23

protect that technology because the market is going to be24

sufficient to support that kind of cost, then you25
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probably want the added advantage of the patent.1

The patent uniquely has the advantage to protect2

a process.  And you take a look at most of your software3

patents.  You take most of your method of doing business4

patents and they boil down to a simple flow diagram.5

Everything that goes into a claim can almost be6

correlated back to a simple flow chart, so you can get7

protection at a fairly high level.  And, of course,8

that's our goal, to get as much as we can.  And, of9

course, what limits us is the prior art. And that's why10

it's so important to know what's the prior art so you can11

calculate how far you should go with the scope of your12

claims.  13

MR. BURK: Surely Ed has something to say about14

interoperability.  15

MR. BLACK: Well, I guess I was most intrigued by16

the question because you felt the need, Susan, to qualify17

it and say business reasons because the truth is that's18

what is governing here and that's what's wrong.  It's not19

innovation enhancement rationale.  20

It really is covering yourself and liability and21

protecting and making sure you've got instead of somebody22

else.  And somehow we have intellectual property23

interlocking regimes where the goal is really how to game24

the system.25
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And I'm afraid that just in too many different1

places it has lost its fundamental engine, which is it's2

supposed to be the dynamo and the legal structure that3

really promotes innovation.4

And I'm just increasingly seeing that that's not5

its core function, that the core function is business6

strategy, gaming, squeezing players out, preventing7

people from wanting to take risks -- some of which are8

not relevant to innovation.  Some are absolutely contrary9

and counterproductive.10

I can say positive things too -- I guess I'm11

overemphasizing the negatives here, but they do seem to12

stand out.  And I think it's worth pointing out that I13

haven't researched the year so I could be off, but14

somewhere in the early '90s was the point at which15

software patents really exploded.16

And until then, I think the number I remember is17

seven or something existed.  And most of the tremendous18

dynamic growth in the computer software industry occurred19

before then.  So you had vigorous dynamic vital growth,20

exchange of information, rapid innovation without needing21

any innovation boost from the patent system for software. 22

So now we've got it.  23

And everybody's got thousands of patents that are24

all over the place but it's really hard if you look at25
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that history to conclude that patenting of software is a1

really valuable catalytic plus for innovation.   2

MS. DeSANTI: Let me just stipulate to clarify on3

the record that when I say for business reasons, I assume4

that innovating is a business reason.  Scott?  5

MR. SANDER: Yeah.  I wanted to say something that6

Ed might be a little surprised at, but certainly will be7

interested to hear, and that is that I didn't actually,8

at first, respond to that question because it seemed to9

be a question about patenting software or copyrighting10

software.11

And we have patents that have both method and12

systems claims.  We build a system to distribute the13

movies and music of digital audio and video14

electronically.  We have patent protected many things15

that we have done around there, but I'm not qualified to16

answer the question because we, specifically, as a17

business strategy since Day One never make software18

because we live in America and patented or copyrighted it19

doesn't really matter.  There, that's my gift to you 20

today, Ed, because there is a reality called Microsoft21

that puts us in a very different situation as a small22

company trying to build a business.  23

So we only leverage the software that Microsoft24

creates and then patent protect the method and system so25
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that we don't get Microsofted on our core business.  So1

that's a concession that we do neither because we just2

bail before we even start because we don't do software. 3

And that's probably another area on the other side of4

town.   5

MS. DeSANTI: Yes, exactly.  And we're not6

covering those issues today.  7

MR. BURK: Those are both very interesting8

comments to me because I'm reminded of a story about a9

close friend of mine who was a property attorney who10

moved from a law firm to an in-house position with a new11

Internet startup.12

And his first day there he went down to see what13

they were developing, what the engineers had come up14

with.  They showed him their latest product and being, of15

course, an intellectual property attorney like Lew or16

myself, said, "Gee, I wonder if we can patent that?"  And17

so they thought about it and they said, "No, it was too18

obvious."  They wouldn't be able to patent it.19

And he said, "Well, maybe we can protect with20

copyright."  And they thought about that, the engineers,21

and they decided no, copyright wasn't really very good22

protection for that.  And my friend said, "Well, what are23

we going to do?  We're going to lose the company."  And24

the engineers looked at him like he was insane.  And they25
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said, "We're going to sell this for six months until our1

competitors copy it and then we'll move on and sell2

something else."3

And that's what we do in this industry, which4

tends to anecdotally support Ed's view that maybe when5

you have a very, very short development time and very,6

very short life for some of these products, some7

intellectual property protections, as they now exist,8

just are not terribly helpful in your business plan.   9

MS. DeSANTI: Mark, I have to ask you this10

question.  You mentioned that you do have copyrights and11

I'm wondering as a corollary whether you can help us12

understand if making money from protecting intellectual13

property rights is not your business revenue model, what14

is?  15

MR. WEBBINK: Well, maybe addressing that issue16

first would be helpful.  While we derive some income in17

our company from the distribution of open source software18

most of that income centers around, in terms of if you19

think of a traditional boxed product, the fact that we20

are delivering convenience at that point because the same21

product that is in that box is freely downloadable from22

our website.  But if you are not on a T1 line, if you're23

trying to download Red Hat Linux software with a 28K home24

modem, if you don't have about six days of free telephone25
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time it might take you a while to do that.1

And so it's there as a retail product to help2

consumers be able to get it on a CD, get some technical3

support, get some credit manuals, that sort of thing. 4

And the software itself is still fundamentally free.5

So where do we derive the rest of our income?  We6

derive it from a variety of things.  One, we have a very7

robust training and education program around Linux and8

other software related to open source software including9

training on C++ and things like that which provides a10

good deal of income for us.11

We do derive some income from just pure technical12

support, the kind of, "I need help.  I'm trying to get13

this software installed.  I've looked at UNIX my whole14

life and can you help me walk through this?" developer15

support which is becoming an increasingly important thing16

for us.  I'll come back to that in just a second. 17

Engineering services, much of that's been focused on18

embedded systems, but it's also been support of other19

software vendors who are interested in porting their20

products to run on Linux and need interfaces developed so21

that the applications will run.22

A growing portion of our business is in just pure23

IT type consulting.  Related to Linux again, you've got24

large users that are looking to convert their operating25
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system and they don't have the internal resources to make1

this migration.  They need help.  They need a migration2

path defined for them.  They need assistance in making3

the migration.  They may need some high-level software4

that they use from other vendors ported in advance and so5

we have consulting services built around that.6

And so the vast majority of our income is derived7

from services and almost nothing from what you would8

traditionally think of as the sale of software.  Going9

back then to understanding where we are in our industry10

and in areas of where we do compete and compete11

effectively in areas where we have, for very rational12

reasons, not competed against the company that has a 9413

or 96 percent market share.14

Where we have competed effectively is in the15

server market, both in web servers and enterprise16

servers.  And there, the biggest gap we had to overcome17

was not within the web server market but within the18

enterprise -- large industry looking to adopt an19

alternative operating system.20

And there they needed, again, assistance in21

convincing major ISVs, and those would include companies22

like Oracle, IBM itself with its DB2, Lotus Notes and23

products like that, Veritas.  These are companies that24

are providing software that is critical to large industry25
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and that software didn't run on Linux.1

And so we had to bridge that chasm.  We had to2

get from the early adopters to a point where those ISVs3

now saw that that's where the market was going and4

started moving and wanting us to help carry them into5

that marketplace.  And that's where we have gotten to.6

  So some would say that, in fact, this is before7

I joined the company I read the comment somewhere, Red8

Hat was a successful IPO in search of a business plan. 9

And I would say that to some extent that might have been10

true three years ago.  But the company has very much11

focused itself now.12

We are in a business where we don't have the13

ability to look and say, "Well, what did somebody else in14

this industry do because there has not been an open15

source company that's been built on open source16

technology before."  So we have had to take a few steps17

forward and even once in a while take a step back and18

say, "Okay, this is an area where it's working and this19

is an area where it's not working."  Where we found that20

it does work though is built on a subscription model that21

is fundamentally built around service and customer22

convenience at very different levels.  At the retail23

level customer convenience was built on simply delivering24

a CD rom.  At the enterprise level customer convenience25
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is built around a system that we called Red Hat Network1

which allows system updates and management to take place2

at a very high level.3

We touched earlier on the fact that there are4

multiple regimes here that touch on software and this is5

something that I don't think the average person6

recognizes, that software is touched by virtually every7

form of intellectual property regime, be it patent, be it8

copyright, trademark, which is critically important to my9

business, and also trade secret.  They have all touched10

on it at one point or another.11

It's now at a point and I think in some respects12

while maybe not totally unique, it is probably more13

unique in that regard than other areas of intellectual14

property.  It's not something you see to the same degree15

in chemical or mechanical items.16

And it's that overlay to where you've got fair17

use under copyright, but proprietary companies saying,18

"But you can't reverse engineer my product."  And their19

product now contains patents that they're supposed to20

have offered disclosures on, but you look at what's21

available in terms of a disclosure and all you can look22

at are claims that are extraordinarily broad.23

And I recently got a very typical letter in the24

patent industry from a law firm representing a company25
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that holds some patents inviting us to consider taking a1

license in their patents because they've got this broad2

range of technology covered by their patents that they3

have acquired.4

And I take those and I send them out to our5

software engineers and in a matter of about 24 hours they6

have cited prior art to every one of these.  And this7

isn't something that should have been hard to find.  It's8

just this type of technology was well known several years9

before these applications were ever filed.  And yet the10

patents have now been issued.11

Now, this being the typical run of the mill sort12

of situation I'm probably going to tell these folks what13

they can probably do with their patents, that we are not14

likely to take a license.  But you take those same15

patents now and put them in the hands of a very large16

corporation that's got $40 some billion in cash in the17

bank and you've got a very different situation.18

How do I fight that situation?  I can't simply19

ignore that and I'm not on a level playing field anymore. 20

And that's part of where our concern is with this21

process.  Red Hat is not opposed to intellectual property22

protection.  We are not opposed fundamentally to patents23

and patenting things, but as a casual discussion was24

going on during a recess, it's largely about balance. 25
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Where do you strike the balance between what is, for lack1

of a better term, true innovation, something that is2

adding value, and something that is simply trying to3

carve off a block a world and starts off with its first4

claim is, "We claim all things existing within the solar5

system operating around -- consisting of nine to ten6

planets," and that's the first claim.  And you go, geez,7

I think somebody came up with that idea first.8

Those are the sorts of things that we feel like9

the system has gotten out of kilter in, where the area of10

business methods, software patents is different from11

other areas.  12

MS. DeSANTI: Well, let me follow up and ask13

others, and Dan, you may have information on this, are14

you seeing in the cases that you have looked at really15

broad claims and to what extent do people around the16

table feel that there is a problem with the quality of17

software patents being issued?  I know, Lew, you18

mentioned a number of initiatives that the PTO has taken19

to try to deal with this issue but maybe you can have20

some reflections as well on where they are in those21

steps.  22

MR. GABLE: There's a couple of thoughts.  It is23

very difficult when I hear something, especially in the24

newspaper, that will say a patent covers this huge scope25
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of technology.  And you know as a patent attorney that if1

you get into the very precise and rigorous infringement2

determination, that the scope of that claim will turn out3

to probably be something much narrower, and I think one4

of the great examples of this is the Amazon.com patent.5

I have not looked at it in great depth, but I6

know enough that the people who did look at the7

references and after a number of days of making a8

determination came up with the idea that this was not9

clearly obvious over the prior art.10

There's a question here.  The District Court11

looked at the references, looked at the scope, and said,12

"I think this is valid."  It's apparent from the dicta in13

the Federal Circuit decision, which reversed the14

preliminary injunction, that they were not quite so15

sanguine about the patentability of this.  This is close.16

And I think most people would paint this,17

especially in the newspaper, as here you have this way18

overbroad patent.  If it was very, very overbroad one19

thing that would happen in the patent office, the patent20

office would start a reexamination process of this on its21

own initiative.22

But I'm fairly certain that the people in the23

patent office gave the second look at this, and they came24

up with the conclusion on the second time around, this25
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was in private, that these claims were nonobvious when1

they gave this the second look.  And so no reexamination2

process of the Amazon.com patent ever happened.  But you3

see how the Commissioner of patent or the Director, now,4

of patents works that if there is a patent that is5

getting severe press, and of course Amazon.com patent,6

the patent office will consider whether it should on its7

own initiative or not take a second look at it.  And they8

do.9

In a number of situations, they do just without10

outside party involvement at all, they will take a second11

look.  And in some cases they have significantly narrowed12

the scope of patents that were issued.  13

MR. BURK: I think two or three thoughts on that.14

The first is the one that's inherent in Mark's comments,15

which is that the problem is not a patent with overbroad16

claims or a few patents, but sort of a death by a17

thousand cuts, that there are many, many of these18

patents, that it's very difficult to determine which of19

them are valid or not.20

Looking at what the Federal Circuit says about21

the standard, first of all, makes it difficult to22

determine whether it's invalid because, as Mark23

indicated, there's rarely disclosure on most of these. 24

So they're claiming a lot with minimal disclosure for you25
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to evaluate on and the Federal Circuit tells us that the1

obviousness threshold is going to be very high.2

So we would guess that many of these are going3

eventually be found to be obvious, at least.  But that is4

several years and many thousands of billable hours down5

the road before you get that determination.  And so it's6

the fear factor when you get this kind of delay the7

market is talking about.  8

I think the second point to make in conjunction9

with that is to ask ourselves what we think patents are10

doing, because one of the assumptions that we typically11

make and that we have been making in our discussions so12

far is that patents exist to be licensed to provide an13

incentive or payback on investment.   14

When you do R&D, you then have a piece of15

intellectual property that you can license and collect16

royalties on or sometimes infringement damages on.17

But we note the vast majority of patents are18

never litigated, never licensed, in more than 90 percent19

of patents.  Well, what are they doing out there?  Why20

are people spending money to get these things?  We've21

heard some of the things that they're used for, right?22

They might be used to attract venture capital and23

never licensed and never litigated.  They might be used24

in a situation where I'm simply being defensive.  Mark25
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talked about that a little bit.  I'm afraid of my1

competitor who has big portfolio patents.  One way to2

protect myself is to develop big portfolio patents3

myself, in case they ever decide to sue me, that I have4

something to countersue with.5

They might be used as negotiation chips in6

various kinds of joint ventures.  They might say, "Well, 7

you're bringing something to the table.  I can bring this8

portfolio of patents to the table."9

So there are a lot of sort of nontraditional or10

nonexpected uses of patents.  And the question then11

becomes how much examination, how valid do we want them12

to be to be used for all kinds of purposes?  Clearly, if13

they're going to be used to ask you to license or ask you14

not to develop a certain technology without paying a15

royalty, we would want that to be very stringent and be 16

real sure that that's a good patent.17

If they were being used to attract venture18

capital or signal something about your business plan, it19

may be less important, but to make sure that they're20

really on solid legal footing.  If they're being used as21

sort of negotiation chips or for defensive posture, it22

may be even less important.23

So they're being used for different reasons than24

maybe we had originally anticipated.  And it's not clear25
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how much effort we need to put into those different types1

of uses for them.2

MR. SANDER: I had a comment about the observation3

that when these things that are actually quite complex4

end up in the media and it's a very simple sound bite5

and, especially the Amazon one-click, you just think --6

two things immediately come to mind.  That must be7

obvious.  And the second is, so what?  Just do two-8

clicks.9

So what's the value?  That's been a little bit of10

a problem for us at SightSound Technologies because, to11

go back and do a little more history, in 1995 we started12

our company and sold the world's first music download,13

the same year that Jeff Bezos started his company.14

And we thought this guy is so dumb because he's15

only halfway home.  He's taking the order electronically,16

but he's fulfilling the object physically.  Meanwhile,17

over in Pennsylvania where we were selling from, back18

then they had a little thing. Every time they would sell19

a book they would ring this bell and then as business20

really started to take off and the bell was ringing so21

much they had to unhitch it, ours wasn't ringing quite as22

fast.  23

But we were convinced that it was a superior24

solution to both take the money electronically and25
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fulfill the transaction electronically.  Well, I just say1

that to give you the sense that we were both there doing2

business already, precisely because we had raised venture3

capital around our patents in 1995 before they even filed4

for their one-click patent.  And we were doing our5

business based upon a filing from 1988 for a patent that6

issued in '93.7

And our first order of business in '93 was we8

went around to all the record labels and movie studios9

and said, "Here we are, a couple of guys, and have this10

patent, and these are all of the other things that we11

want to do.  And we would like you to invest in our12

company to get us started."13

And they looked at us like a couple of guys that 14

had a patent on an internal combustion engine that ran on15

seawater and we were at Exxon asking them to put up the16

money.  So we recognized after a while that we would17

probably have to do a bunch of other innovation before we18

could get the skeptical record label executives and movie19

studio guys to come on board.20

So we were able to raise and spend $24 million21

doing a whole bunch of other innovation that became the22

basis for more patents and enabled us to shift from music23

to movies and build the systems, do all of the stuff, but24

we were doing it because we had the money from the25
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patents.1

We went to the skeptical copyright holder.  They2

kept throwing higher and higher and higher burdens.  We3

kept getting over them.  And finally, we came back.  We4

were like, "Okay, you want the broomstick of the wicked5

witch of the west.  We delivered it.  Can we go to Kansas6

now?"  And they still -- that's a whole different story,7

but you know they still are withholding the copyright.8

So I think we are a case study in the initial9

patent, which a lot of people piled on after us and tried10

to get method patents or a particular way of doing11

business electronically.  12

We were so many years before that that we were13

already in the second generation with our patent process,14

which was solving all of these other problems for them. 15

But the problem is we get all painted with the same16

brush: one-click, two-click.  That's a lot different than17

years of solving each problem to try and get a skeptical18

copyright holder to release their movie or their music19

electronically.  20

MR. BURK: I have to say that one of the things21

that concerns me about something like the Amazon patent22

or the patent on the peanut butter and jelly sandwich or23

the golf swing patent or the other ones that have gotten24

into the popular press is that if people like Scott are25
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using patents for nontraditional uses, or not the1

traditional, "I'm going to license this and collect2

royalty," use, if you're using it to convince skeptical3

business partners or to bring something to the table in a4

joint venture -- and the public has begun to lose5

confidence in the patent system because they have heard6

so much about what looked to them like ridiculous or7

obvious or what should be unpatentable types of items --8

that you begin to get this kind of reaction that Scott9

experiences where you show up with something that's truly10

innovative.  11

You have a patent on it and it no longer has any12

currency because the public or investors no longer13

believe that the patent office or the courts have done14

their job so you have something that's actually valuable15

to bring to the table in your business transaction.   16

MS. DeSANTI: That relates to a -- well, go ahead,17

Mark.  18

MR. WEBBINK: I was just going to ask, having not19

been involved in patent litigation directly myself at20

this point, if one of the other panelists would just21

speak, just for the record, about the cost of patent22

litigation generally because I think that needs to be23

well understood?  24

MR. GABLE: Ten million bucks.25
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MR. SANDER: How about many millions?  It depends1

on who you're up against.  It depends on what the patent2

covers and what's at stake.  And in our case we just had3

a very decisive first-round victory in the Markman phase4

of our trial.5

But if I had to venture a guess on Bertelsmann's6

side, we were admonished by the judge when we were all7

begging him, could you please issue this ruling because8

it matters to us in time of -- we don't have time like9

these big huge companies.10

And he admonished everyone in the courtroom on a11

scheduling hearing and said, "I remind you, Mr. Sander,12

you have never been here with less than several lawyers. 13

And I remind you, Bertelsmann, that you have never been14

here with less than an army of lawyers.  And there's me 15

-- the judge and his clerk."16

And he said, "We are trying as hard as we17

possibly can.  And you will have it."  And he did finally18

get it and it was very, very good for us.  But if I had19

to take a stab I would say it was $9-$12 million if I had20

to guess their side of it and add it to our side.21

MR. BURK: Let me just say that ten years ago for22

patent law class we used to get 10 or 12 students.  Now,23

on a bad semester I get 40 or 50.  On a good semester I24

get 70 or so.  So people know that there are jobs doing25
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this kind of thing.  That market indicator should tell1

you how much money there is available for attorneys to2

make which tells you how much the businesses are spending3

on these kinds of suits.4

MR. BLACK: And although I am an attorney, that's5

not the way we want to build the economy.  6

MR. BURK: Well, the Japanese have a saying that7

engineers make the pipe bigger whereas lawyers decide how8

to  divide it up.9

MS. DeSANTI: Well, I guess that relates to a10

question that we wanted to pose about the role of11

uncertainty with respect to patents or with respect to12

antitrust rules.  Is there a role that uncertainty plays13

in how the competition evolves in this industry, both14

with respect to uncertainty about patents, patent15

quality, patent validity, and other aspects of it?  16

MR. GABLE: I think the biggest question -- I had17

a very interesting conversation with Scott -- is after18

you have gone through and you have done the best job you19

can in order to secure a valid patent that is patentable20

over the closest prior art, you always fear, I think,21

that there will be some new disclosure, some article,22

some product that has been sold, perhaps just a piece of23

software that has been sold, that has gotten no24

disclosure at all that could be an effective reference25
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against your patent.  And there is always that1

uncertainty and I would like, perhaps, Scott to describe2

his bounty approach to obtaining references.  3

MR. SANDER: We were subject to a new idea which4

is pretty clever called Bounty Quest.  And Bounty Quest5

was -- I think it actually had some money from Jeff Bezos6

as one of the investors if I'm correct.  And they put out7

a $10,000 reward typically on these things, but for the8

SightSound, for the Hair patents, the SightSound patents,9

they put out their highest bounty ever of $40,000.  And10

then it erroneously got into the media that this bounty11

had been paid for our patents.  12

MS. DeSANTI: Can you just clarify for the record,13

this is a bounty for people to come and say we have14

invalidating prior art or whatever?  15

MR. SANDER: Yes, yes.  So it uses the power of16

the Internet to search the entire world to look for17

anything that's allegedly prior art.  And so they awarded18

a $10,000 reward on patents called the Kaplan patents, I19

believe, or they're called the Intouch patents.20

So they gave a reward of $10,000 for somebody21

that came up with something.  That was patents on music22

sampling.  And the problem was that somehow there was23

something wrong on their website or whatever and they24

actually - - somebody got confused and thought that they25
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gave out the award for the Hair patents.  They did not. 1

The Hair patents survived the $40,000, not the $10,0002

Kaplan challenge, but the $40,000 Hair challenge.  And3

they actually issued a clarifying statement saying that4

the process of surviving this Bounty Quest -- and we're5

still on the island.  We weren't voted off or whatever --6

that it actually served to strengthen the argument that7

our patents were valid.8

And as an aside, the ones that lost -- we should9

have gone for the ten grand because the patents -- this10

goes exactly to what we're talking about today.  The11

patents that were at issue and the bounty that was12

actually paid were filed for the year after we sold the13

first music, and when we sold that music there were 30-14

second free samples as part of the download.15

So I think our business practice probably back in16

1995 existed as that prior art but you couldn't go back17

and re-create 1995 and nobody cared that we were selling18

music download back then.  And Jeff Bazos wasn't Man of19

the Year until 1999 and whatever.20

So it is problematic when you lump all of these21

things together.  But not to be overly quaint and quote22

Teddy Roosevelt one more time, but this has less to do23

with the patent portion of it and probably more with24

antitrust.  25
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But we lived through an era where that's all we1

were looking for, what's the deal?  We have the patents. 2

We're trying to do the right thing.  We're trying to play3

by the rules.  And there were two ways of doing the4

business, our way where people got paid, and the whole5

Napster, MP3.com, all of this craziness was going on at6

the same time.7

And Teddy Roosevelt once wrote, he said, "It's8

absurd and much worse than absurd to treat the deliberate9

lawbreaker as on exact par with the man eager to obey the10

law whose only desire is to find out from some competent11

governmental authority what the law is and then live up12

to it."13

And we thought we were living in this sort of14

Alice in Wonderland upside-down world where Napster was15

celebrated and we were crucified because we had patents16

and they were just stealing all the copyrights.  So we17

really do need hearings like this to get some order back18

to the discussion and say, "Look, we don't want patents19

that are issued badly, but they're property."  And20

Michael Eisner sits up there and yells at Bill Gates and21

says, "You're stealing my property," and then I'm saying22

to Michael Eisner, "You're stealing my property," which23

he's not -- he announces an intent to with their24

Movielink and Movies.com services.25
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And right now there's all these people just1

pointing fingers at each other.  And the American2

consumer is, in our business, just stealing the stuff3

because nobody will lay down their arms long enough to4

start selling it to them.5

So your help is appreciated and even if it's not6

legislation, which I hope it's not, it's probably just7

getting the media back on track through hearings like8

this that there needs to be some rational thought about9

these things.   10

MS. DeSANTI: Thank you.  Ed.  11

MR. BLACK: On uncertainty, just, I think, from12

talking to CEOs in my industry for many years on many 13

subjects, they don't like uncertainty.  They want14

certainty.  Uncertainty equals unproductiveness and15

expensive overhead, frankly, costs that they don't want. 16

Having said that, they might well prefer uncertainty to17

really bad rules, laws in that regard.  So it does not18

say, "Just make it clear whatever you do," isn't19

acceptable, but it is important.  And in these areas, I20

think, one of the reasons I think we would like to see21

some reforms in the patent processes is exactly so when22

the patent is issued you can say, "Boy, that is really a23

solid patent."  And people can take it to the bank and24

feel good about it.25
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Things can always disrupt it but the higher1

degree of certainty, I think, is better, which arguably2

says we should be shrinking, not trying to massively grow3

that base of intellectual property.  And I do think on4

the competition side of the equation we have witnessed I5

think some policy -- there's law and there's policy.  And6

we've got enforcement and we've got rules.  And I do7

think there is danger that wide swings in policy overlay8

over the law helps to undermine the credibility and the9

effectiveness of the law for everybody in terms of,10

again, predictability.11

And right now we're, I think, very concerned that12

there seems to be, there had been -- just real quickly, I13

think there had been a sense that in the '70s it got14

overly regulated and detailed.  In the '80s the pendulum15

swung the other way and it kind of was anything goes. 16

'90s was the feeling that it was coming back into more17

even keel and now it's, I'm afraid, we're sensing a real18

sense that antitrust policy just lost its clout as a19

credible, desirable policy outcome.  And I think in20

addition to disagreeing with that substantive outcome I21

am unhappy about the swing pendulum aspect of policy22

evolution.  23

MR. GABLE: One further thought that hasn't been24

brought up so far, and Bob and I have discussed it a25



163

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

little bit, and that is the possibility of an effective1

reexamination procedure.  What is the answer to the2

clearly invalid annoying patent that is capable of great3

mischief in this use?4

One simple answer would be the reexamination5

procedure.  We do have such a procedure in the patent6

office, but there are significant defects in it,7

primarily that the person challenging the patent holder8

is at a significant disadvantage procedurally.  And if9

you lose, if you're challenging a patent and you lose,10

then you're barred, you are estopped with the result that11

your device would infringe a certain patent.12

If some small modifications could be made to the13

present system whereas the field would be more level for14

both the patent holder and the challenger of the patent15

and if they both have equal access to review,16

particularly to the Federal Circuit, such a procedure17

would be a very effective, at least comparatively to the18

$12 million or $1 million it would not cost that in order19

to knock out these patents which are overly broad.  20

MR. BURK: Let me qualify that just a bit because21

that's been the subject of some discussion, certainly in22

the active research literature about broadening or23

changing or extending the reexamination process.24

And it's certainly an idea worth exploring but25
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some of the objections that have been raised to that is1

we already have an overburdened patent office.  And so at2

least without making some real changes in the way things3

are done, it doesn't seem to make a lot of sense to dump4

back onto them again things that they have already looked5

at once.6

  And maybe a less kind and less gentle objection7

has been that there may not be much incentive for the8

patent office to look as carefully as they might at9

something that's already been through there once.  There10

may be some institutional moral hazard, you might say, in11

looking at that.12

So whichever way you want to take that, whether13

its an overburdened patent office or some institutional14

difficulties, that may not be the total solution.  I15

think Lew may have mentioned inadvertently another part16

of the solution, which is he talked about misuse.  And we17

have essentially gutted the doctrine of patent misuse18

over the past few years.19

It may be that we will have to revisit that20

penalty of nonenforcement for misusing of patents. It21

might create a credible deterrent for trying to get and22

enforce patents that shouldn't be enforced.23

Notice, interestingly enough, that the24

renaissance in misuse over the past few years has been in25
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the area of copyright of software where people have tried1

to enforce or overreach with regard to their software in2

the copyright context.  It may make sense to relook at3

the question of misuse of the patent software context as4

well.5

MS. DeSANTI: Thank you.  As a follow up let me6

ask if any of you have observations or insights or7

experiences related to the burden that is put on the PTO8

under the case law to justify the rejection of an9

application?  One would just think logically that if10

there is a burden of proof to show that, in fact, the11

application should be rejected, then that might prove to12

be an additional hurdle, in close cases, as you say, Lew,13

to ensuring that in fact patents that are of the proper14

quality are issued.  15

This is an issue that's been raised by some and16

I'm wondering whether any of you have observations or17

thoughts related to it.  18

MR. GABLE: Maybe I can get a little19

clarification.  You mentioned cited case law.  When you20

get a rejection from the patent office it usually names21

the patent that's being cited or perhaps some article22

that is being cited.  And the patent office in the last23

five, ten years is doing a better job of formatting what24

goes into a rejection.25
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Under these internal guidelines of the office,1

you need to state where each element in the claim that is2

under examination is found in the prior art.  And3

typically, what you have is the cited patent shows and4

then they take the claim that is being examined and try5

to show in the asserted reference what element meets6

that.7

And if they can make a clear teaching that each8

reference, each element of the claim, is met by the9

reference then that patent is validly rejected.  Of10

course, then as a patent attorney we go back and take a11

look, element by element by element, to see if there is a12

clear teaching.  And that is one of the very difficult13

skills to teach the examiner.14

There is fair application and there is15

application, particularly of say a young examiner who16

really has not gone through this process and is not17

applying the reference element by element in a clear way. 18

MR. BAHR: I think the question you were asking19

was under current Federal Circuit case law, the office20

has the burden of establishing unpatentability of a claim21

to reject a claim.  22

MS. DeSANTI: Correct.  23

MR. BAHR: And I think you were asking would24

things be better if say the applicant had the burden of25
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establishing that a claim was patentable before we1

allowed it?  2

MS. DeSANTI: Thank you, Bob.  That was my3

question.4

MR. GABLE: Okay.  I missed it.  5

MS. DeSANTI: That's okay.  Well, Bob articulated6

it better.  7

MR. BAHR: From Patent Office lingo.  8

MR. BURK: When we're thinking about procedure in9

general, whether it's at the patent office or anywhere10

else, we typically want to calibrate a burden of proof or11

standard in such a way that the burden rests on the party12

with the most information.13

And my sense has been, at least in the areas I'm14

most familiar with, and Lew or others can correct if this15

is different in the software area, but the party applying16

virtually always has more information than the patent17

office does.  18

And given what we know about the burden on the19

patent office and at least some studies indicate the20

patent examiner spends a total of maybe 18 hours with an21

application that is making its way through the patent22

office.  23

It's unlikely the patent office is going to24

develop better information than the party has.  And so25
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from a policy standpoint you would think that we would1

want to calibrate things in such a way that the burden be2

on the party to produce the information rather than the3

patent office to try and develop the information.  4

MR. GABLE: There is some procedure at the patent5

office.  I mean there's the duty of candor that the6

applicant and applicant's attorney owes to the patent7

office.  And if you have some information, whether it's8

prior art or anything else that would affect the validity9

of the patent, as an attorney, as an inventor applicant,10

you're under an obligation to disclose that.  And if you11

fail to do that, that of itself could invalidate your12

patent.  So usually most patent attorneys are very13

scrupulous in citing everything they potentially can have14

to the office.  15

MR. BURK: I think maybe part of what makes the16

question is, under current Federal Circuit case law that17

duty of candor is always completely toothless.  You're18

right.  But if you aren't candid  -- you're right; in19

theory, it should invalidate the patent but virtually20

never does.  So there's no real penalty there for failing21

to come forward or to be as diligent as you could be.  22

MS. DeSANTI: Another issue that has been raised23

is that there is a duty of candor with respect to what24

you know already, but there is no duty to search.  And25
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we've been told by some companies during these hearings1

that they go out of their way not to search because they2

don't want to know about things and then be accused of3

willful infringement subject to treble damages4

subsequently.  And any views on that?  5

MR. BURK: Just the same one I expressed a moment6

ago that you want to put the burden -- I mean, always in7

court, in an agency, anywhere -- on the party that has8

the most information or has access to the most9

information.  10

MR. GABLE: Well, there are some incentives that11

are not written into the rules of the patent office of12

the statutes.  In talking with Scott here on his patent13

application, one of the things that they did with the14

results of their searching was to give it to the patent15

office.16

There were an extreme number of references17

involved, but the reason you would do it, and it has18

nothing to do with the rules, is that by putting this19

much prior art into the record of examination, you20

certainly probably have given the patent office the best21

references they'll find.22

 But it also establishes a level of validity.  In23

other words, to seriously challenge the validity of this24

patent later you would probably have to find a reference25
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that's not included in the submission of the applicant to1

the patent office.  2

And so, you can almost tell me to look at a3

patent on the front page, how many references are cited4

against it, I take it as a measure of the effort.  If you5

go a couple of pages of references, you have been very6

diligent in bringing the prior art to the patent office.7

MR. BLACK: I suppose I would think, though, that8

if we wanted to put patents into different motivations9

for getting patents, which is not that easy, it's10

complex.  But nevertheless, the attempt that some people,11

they're getting in there.  The rationale that I think12

they came up with, we don't want to know too much, we can13

use for leverage.  We can use it for trading or we're big14

enough to bargain and pressure people.15

You get a different dynamic.  I think what you16

describe, Lew, is the traditional ideal model of somebody17

who really has got something, wants to go in and get a18

patent, license it, what I think we all thought was the19

core purpose of it and what I'm saying, I think if the20

patents are going to be done, the different kind of gamed21

system, then that model doesn't work for a lot of people.22

And, in fact, the instinct to not do that23

research, to not know all of that information, those24

things become much more cost effective little strategies25
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to process through the system.  1

MS. DeSANTI: Well, I'm not quite sure where the2

siren sound came from, but I was wondering whether3

someone had a timer on because we are coming to the end4

and what I'd like to do is give everyone a chance to make5

any closing statements, cover any thoughts you have that6

haven't been raised so far.  Mark.  7

MR. WEBBINK: Just to cover a few points and8

Robert's been very patient listening to us rail to some9

extent on the patent process.  But I don't think any of10

us look at it as something that is institutionalized11

necessarily into the Patent and Trademark Office other12

than as it is treated legislatively.13

There are some curative measures and some of them14

are legislative.  Funding, which has been a sore spot for15

any of us who have practiced in this area, the fact that16

reported user fees are levied on people seeking17

protection, intellectual property protection, logic would18

dictate that those user fees should go to fund the19

organization that's trying to prosecute and deal with20

those matters.  And yet those funds are diverted to the21

general fund of the government and away from that office. 22

And then the office is considered overburdened.  It seems23

like we've got a disconnect there.  24

I think the issues of patent misuse need to be25
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revisited.  The issues of disclosure, especially within1

the area of software and business method patents, and2

while we have a system that attempts to put the same shoe3

on every foot regardless of technology one has to4

question whether that ought to be the case, whether there5

are different realities that exist for pharmaceutical6

versus software, for chemical patents versus mechanical7

patents.  And should they, in fact, all be treated8

differently or the same?9

These are, in fact, legislative matters that need10

to be dealt with and I don't see any groundswell.  If11

anything where we're seeing the groundswell of12

legislation being pushed is for stronger and stronger13

measures, criminalizing practices that have been14

previously noncriminal practices, industries that have15

great financial strength go into Congress and say there16

is no technology that would allow me to safely download17

my digital content so we need the government to take18

action and step in on this matter.19

Well, in fact, there is technology that would do20

it.  And they know that there is technology that would do21

it.  So there are a host of legislative issues.  I then22

look at the folks that we've got before us and I say, for23

the rest of us, where's our protection?  And it's with24

the agencies that are sitting right here.  25
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It's with the Department of Justice and it's with1

the FTC, and asking you all to focus on these matters in2

the manner that you have, but understand that there is a3

reality out there that I'm not sure the average member of4

the public understands about how business is being5

conducted in this country right now.  6

MS. DeSANTI: Thank you.  Scott?  7

MR. SANDER: I'd like to just finish up by saying8

that bigness does not necessarily equal smartness nor is9

bigness in itself a crime.  Let me give you two examples. 10

I told you the story of Arthur Hair and our patents and I11

think we are -- I hesitate to use the term "poster12

children" because it makes us seem very much like victims13

and we're not -- but we are the classic case of where we14

have got it fair and square.  We used it right and then15

everyone woke up and took notice.  That seems to me why16

the patents should be issued on one hand.17

But then I've had a personal experience.  I have18

five young children and my youngest of the five children19

has bone disease that called osteogenesis imperfecta. 20

It's called brittle bone disease.21

And a pharmaceutical company figured out a way to22

use this class of drugs called Bisphosphonates to treat23

this and my daughter, who is now seven, from the time she24

was two to the time she was four, she broke her legs25
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seven times.  Every time she would learn to walk again1

she would break her legs.2

From the time that we took her, actually to put3

her into this experimental drug treatment, until today4

she hasn't had any fractures and this Christmas she5

danced in the Nutcracker with her sisters.6

And they did that because they make these drugs7

because they get the patents and they can put more money8

into it.  So I'm going to leave all of that to you people9

because it is not that simple.  It does matter.  And some10

day SightSound Technologies may be a very big company and11

I hope that we use our patent rights well.  And I think12

these issues have to be balanced.  13

MS. DeSANTI: Thank you.  Well, thank you all very14

much for coming.  This has been an extremely interesting15

discussion and I would ask you to join me in thanking our16

speakers as well. 17

(Whereupon, the hearing was18

concluded at 3:54 p.m.)19
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[[No form of regulation has expanded as dramatically with as little legislative 
direction as patents on software and methods of doing business.  This historic 
expansion of the patent system has greatly exacerbated a number of the 
underlying problems of the system.  It appears to impose disproportionately large 
information and transaction costs in a field uniquely open to small businesses 
and individuals.  It has been colored by a persistent crisis in quality and the 
practical failure of public disclosure as the quid pro quo for exclusive rights.]]  
 
Assessing and attacking these problems is difficult, because the lack of empirical 
data on real world practice is one of the principal problems of the patent system.  
There is data at the front end in terms of the patent-granting operations of the 
PTO, and there is data at the back end for the relatively few patents that actual 
end up in litigation.  There is virtually nothing in between – on licensing practices, 
portfolio building, risk management strategies, or the overwhelming majority of 
patent disputes that do not go to court.  Yet that is where the economic action is. 
 
The Mansfield/Levin/Cohen line of empirical studies helps illuminate this vast 
territory by surveying the views of R&D managers, but these studies stop short of 
the heterogenous world of software development, let alone the recent economy-
wide phenomenon of business methods patents.  Given the U.S. lead in software 
and the patenting of software, it is ironic the first empirical studies of software 
developer perspectives were two European studies released last year. 
 
In contrast to other regulatory systems, the administrators of the patent system 
do not mediate among competing interests in a neutral manner (except in the 
rare case of interferences).  Rather the system operates by awarding strong 
private property rights on an ex parte basis.  Once the patent is granted, the 
administrator plays no further role and can therefore be indifferent to how patents 
play out in practice.   Accordingly, the USPTO is focused on its internal 
operations rather than on the proper functioning of the patent system as a whole.  
It does not engage economists and does not participate in mainstream debate on 
innovation, competition, and economic growth. 
 
PTO is charged by statute with advising the President and Executive Branch on 
intellectual property policy and in practice takes the lead on policy development 



within the administration.  But instead of performing integrated policy research 
and analysis, PTO has styled itself as an advocate for expanded rights as shown 
by the performance goal in recent corporate plans: “Help protect, promote and 
expand intellectual property rights systems throughout the United States and 
abroad.” 
 

Corporate Plan (1999-2001):

Performance Goal: “Help protect, promote 
and expand intellectual property rights systems 
throughout the United States and abroad.”

 
 
However, the 2002 plan drops the term “expand” and introduces an element of 
balance: “The Under Secretary and Director champions intellectual property 
rights and forges a balance between the public’s interest in intellectual property 
and each customer’s interest in his/her patent and trademark.”   
 

Corporate Plan 2002:  

“One of the chief missions of the USPTO is to 
strengthen intellectual property (IP) protection in the 
United States and abroad, making it more accessible, 
affordable, and enforceable.”

“The Under Secretary and Director champions 
intellectual property rights and forges a balance 
between the public’s interest in intellectual property 
and each customer’s interest in his/her patent and 
trademark.”

 
 
It remains to be seen how this complex formula will be articulated and 
implemented. 
 



  

At an operational level, the PTO’s institutional limitations continue to shape its 
implementation of the Government Performance and Results Act, which requires 
agencies to identify and maintain metrics for evaluating their effectiveness.  PTO 
has chosen to evaluate its performance in terms of patent grants and customer 
surveys that measure its service to patent applicants and patent professionals.  
 

• The mission of the 
Patents Business is 
to help customers 
get patents.

• The mission of the 
Trademarks 
Business is to apply 
the provisions of the 
Trademark Act of 
1946 in the 
examination and 
registration of 
trademarks.

PTO Mission

 
 
The corporate plan proclaims starkly: The mission of the Patents Business is to 
help customers get patents.  By contrast, the mission of the Trademark Business 
remains the examination of trademarks. 
 
This institutional orientation, which is indifferent to the size or sophistication of 
the “customer,” undercuts PTO’s claims for additional resources to address the 
persistent problem of quality.  Unfortunately, that problem has been framed by 
the debate around fee diversion, with the implication that it could be resolved if 
only Congress would stop channeling patent fees to other purposes.  While I 
would agree that greater resources are needed for reexamination and the fee 
diversion is dubious policy, it may not be much worse than giving a government 
agency a financial stake in expanding the scope of its operation, especially when 
the agency styles itself as advocate of expansion. 



 
PTO can rightly claim that it does not actually set substantive policy and points 
out that policy is set by the Court of Appeals for the Federal Circuit, which has 
not been shy about expanding the scope of its jurisdiction and asserted 
competence.  Much may be said about the influence of the Federal Circuit, but let 
me build on Cecil Quillen’s observations.  Glynn Lunney recently reported some 
interesting data in his article, E-obviousness.   
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He adds to the well-known figures on holdings of invalidity (middle line) with 
information on obviousness as the grounds for invalidating (top line).  His initial 
figures, using selected two-year periods, show that holdings of obviousness 
dropped substantially as the reason for invalidity after the formation of the Court 
of Appeals for the Federal Circuit.  When you multiply out his figures (bottom 
line), you can see very dramatic drop in successful invalidation on grounds of 
nonobviousness.  
 
Quality and performance should not be confused with “customer satisfaction.”  
The metric should be keyed to the creative and innovative individuals that the 
patent system is intended to incent.  That is, whether the PTO awards patents at 
a level which meets their standards of merit and practicality.  Inadvertent 
infringement should become rare, and the risks it creates should be manageable, 
even for small companies.  



 
The ultimate test will be whether developers (rather than lawyers) actually 
choose to read patents.  I.e., whether patents are read because they are truly 
enabling, include reliable information about ownership, and do not normally 
require interpretation by an attorney.  If the benefits of reading outweigh the costs 
(including opportunity costs and risk of willful infringement), then the disclosure 
function will be realized.  Much has been made in recent years of the value of 
patents in supporting innovation markets, but this is directly contingent on how 
well-defined patents are – whether they clearly inform and reveal rather than 
surprise, astound, and mystify.  Unfortunately, we have no empirical information 
on the extent to which licensing is genuinely enabling because it facilitates the 
transfer the knowledge and allows use of sought-after technology, or reflects 
expedient settlement of inadvertent infringement or disputes over broadly 
claimed patent that would be too costly and distracting to contest. 
 
The build-up of information and transaction costs favors large companies over 
small because they enjoy economies of scale and scope in the management of 
patent-related knowledge and can internalize and spread costs while maximizing 
revenues through in-house patent and licensing departments.  The high 
transaction costs of contesting patents has created an array of tactics that can 
exploited against those least able to bear them.  For a small company accused of 
infringement, to cost of a $10,000 license will look very attractive compared to a 
similar cost of securing an outside opinion on validity and infringement that may 
still point to the need for a license.  As for going to court, consider the costs for 
litigating patents where the amount in dispute is under $1,000,000:   
 

average cost of litigation
amount at stake < $1 million

1999:

$400K

2001:

$499K

source: AIPLA Economic Report 2001

 
 
AIPLA figures for 2001 show an average of $499,000, up 25% from two years 
earlier.  Double this and you see that both sides will now on average spend more 
in legal expenses than the amount in dispute, and that the calculus has changed 
substantially in just two years.  This is why so few cases go to court, not because 



there are so few disputes.  Many are settled because alleged infringers, 
especially small companies, have no real choice facing costs like these. 
In conclusion: 
 
[[The quality problem must be addressed methodically.  The PTO needs to come 
to grips with what the private sector has learned about knowledge management 
in information-rich environments, including costs and limitations.  Certainly, if any 
agency needs a Chief Knowledge Officer and a coherent strategy for managing 
public knowledge on a vast scale, it is the PTO.  However, it will need 
independent expertise and analysis to address this aspect of the quality problem, 
not just a reallocation of its own resources.  PTO funding should be enhanced 
but with a commitment to address the quality problem in an authoritative, 
accountable manner using with the best talent the private sector has to offer.]] 
 
Mark Lemley has written a provocative article, Rational Ignorance at the Patent 
Office.  I believe it understates the value of examination for reducing transaction 
costs in the private sector, but it suggests that there may be rational limits to 
investing in some aspects of quality at the front.  At least, registration should be 
investigated as an alternative to examination for certain sectors or technologies. 
 
Although the PTO is the only Executive Branch agency specifically charged with 
addressing intellectual property policy, intellectual property is far too critical to be 
left to an agency that styles and conducts itself as an advocate and that 
measures its effectiveness by how ex parte applicants judge it and how many 
patents it grants.  While I commend the Department of Justice and the Federal 
Trade Competition for examining the role of intellectual property policy in 
innovation and competition, this engagement should be continual rather than 
occasional.  The competition agencies can bring broad expertise to bear that will 
help provide an economic understanding of innovation – including how it works 
for different technologies, in different industries, and at different points in the 
value chain.  This must be based on real understanding of how patents work in 
practice and how the costs of evaluating and negotiating patents play out. 
 
While neither Justice nor FTC are positioned to conduct extensive empirical 
research, they could  be empowered to collect information that would help monitor 
the vast amount of economic activity that takes place after grant and prior to 
litigation – to help evaluate the extent to which the system is either abused or 
used productively to transfer and disseminate knowledge.  In particular, any 
notice letter sent to advise a company that it may be infringing should be 
registered with the Federal Trade Commission.  Beyond the value of monitoring 
the system, this would discourage the use of broadcast notice letters to intimidate 
and threaten.   
 
The competition agencies can do much to help articulate the research agenda 
and can do as part of the present initiative.  But I would go further. 
 



Given that the patent system has positioned itself front and center in the digital 
economy, it is not unreasonable to require that 1% of the fees it generates should 
be directed to assessing the real impact of patents on competition and innovation 
in different sectors.  An additional 1% should be dedicated specifically to 
understanding the problems of quality and predictability drawing on independent 
research and specific initiatives that can return meaningful information. 
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WTO rules on non-discrimination by field of 
technology create problems for patent policy.

Article 27: Patentable Subject Matter
1. Subject to the provisions of paragraphs 2 and 3, patents 
shall be available for any inventions, whether products or 
processes, in all fields of technology, provided that they are 
new, involve an inventive step and are capable of industrial 
application.[1] Subject to paragraph 4 of Article 65, paragraph 8 
of Article 70 and paragraph 3 of this Article, patents shall be 
available and patent rights enjoyable without discrimination
as to the place of invention, the field of technology and 
whether products are imported or locally produced.

[1]For the purposes of this Article, the terms "inventive step" and "capable of 
industrial application" may be deemed by a Member to be synonymous with 
the terms "non-obvious" and "useful" respectively.



Areas where patents are not 
needed

• Software
• Business methods
• Surgical procedures



Areas where Exclusive Rights 
models are not the best 

instrument for incentives

• Research tools
• Complex biotech inventions
• Rights in data



Some concerns about Public/Private 
cooperation

• Public Private Partnerships
– “Big pharma” Pharmaceutical cartels on AIDS 

pricing, and control of public sector R&D

• ICANN
– Management of Cartel or self regulation?



DOJ/FTC joint venture 
guidelines

• Do not reflect impact of joint ventures and 
collaborative ventures on competition
– Need new metric to supplement HHI for 

industries with extensive licensing, joint 
venture and other collaborative ventures.

– Music industry
– Pharmaceutical companies
– Software



We need lower hurdles for pro-
competitive conduct remedies

• Abuse of market power tests should be 
lower

• Rules that have substantial probability of 
pro-competitive results should be easier to 
impose.
– Microsoft
– Compulsory licensing 



The explosion of sui generis rights are 
important barriers to competition

• Article 39.3 of the TRIPS and 
Hatch/Waxman data exclusivity

• Orphan Drug marketing exclusivity
• Pediatric patent extensions
• Proposed US sui generis database 



US Orphan Drug Act

• Initially designed to encourage marketing of 
existing medicines with small markets, with 
emphasis on moral suasion.

• Attention shifted to R&D, and public 
subsidies for research, subject to needs test.

• Companies eliminated needs test, and 
obtained very strong exclusive rights.



Orphan Drug Act Incentives

• Available by indication, for client 
population of 200,000 or less

• FDA managed grant program
• Tax credit for 50 percent of the cost of trials 

– (all US and some foreign trials).  

• Seven years marketing exclusivity.



Orphan Drug Tax Credit 
1998-1999

Expenditures on Clinical 
Trials for Orphan drugs
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• Total expenditures
– $283 million 

before taxes
– 141 million after 

taxes

• 36 Orphan 
approvals (39 
indications)

• Expenditures per 
approval
– $7.9 million per 

before taxes
– $3.9 million after 

taxes



Some drugs that have  benefited 
from US Orphan Drug law

– Paclitaxel
– Oxandrolone 
– Gleevec
– AZT
– Epogen and Neuogen 
– Ceredase



How important are orphan drugs 
in the US?

– Varies from year to year.
– In 1998, of the 30 FDA approved new 

molecular entities, 7 were classified as 
orphans, or 23 percent of the total.



Pediatric Exclusivity

• In return for clinical trials on children, 
companies can obtain six months of 
marketing exclusivity. 

• Required tests can involve small numbers of  
children. 

• Very expensive in terms of cost to 
consumers, in return for very modest private 
sector costs. 



What do we get from the companies for 
the 6 months Pediatric Exclusivity?

“The studies required to gain six more months of 
marketing exclusivity are relatively small and 
inexpensive, costing anywhere from $200,000 to $3 
million. But the extended exclusivity that results can 
be very valuable. It will boost drug-company sales by 
more than $4 billion, by the Journal's calculations, 
which compare six months of sales while a drug has 
marketing exclusivity against typical six-month sales 
of the drug after generic competition hits.”

Drug Makers Find a Windfall Testing Adult Drugs on Kids, Rachel 
Zimmerman, WSJ, Feb 2001



WSJ estimate of Company 
Benefits of Pediatric Exclusivity
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R&D is important, and costs 
money



What do companies spend on 
R&D?



7.5 percent of sales



Pre-clinical research can be 
difficult, risky and costly



TB Alliance Report on economics of 
TB drug development

• Drug Development Costs:
– The costs--including the costs of failure--to develop a 

new chemical entity (NCE) to treat TB are estimated to 
be approximately $76 million to $115 million, 
including preclinical development, pharmaceutical 
development, and clinical trials. Including rough 
estimates of discovery brings the estimated total to 
between $115 million and $240 million (including the 
costs of failure). (All values are in U.S. dollars.)



How to fund R&D?



Property rights in IP

• Advantages
– Works without appropriations
– Decentralized decision making
– Encourages risk taking

• Disadvantages
– Excessive secrecy
– Ethical concerns over pricing
– Bargaining failures can block product development
– Under investment in public health priorities



Alternative funding models

• Public funding and subsdies
• Research mandates



Efforts to reexamine IPR system 
in high tech economy

• National Academy of Sciences
• FTC on IPR and antitrust
• EU debate over software patents
• Unrest among users

– Research tools
– Future of music
– Free software movement
– Challenge to US copyright extension
– Access to public documents on the Internet
– Access to scientific journals



Collective intelligence

• Eric Raymond’s the Cathedral and Bazaar 
broadened interest in the benefits of 
collaborative research models.

• Human Genome project



GNU General Public License 
(GPL)

• For copyrighted materials, you can use 
freely even for commercial purposes, but 
must share modified code.

• Efforts to extend to patent or data.



Human Genome Sequencing
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Tim Hubbard on Effect of restrictions 
on access to biological data

• Biology is too complex for any organisation 
to have a monopoly of ideas or data

• When company starts a new project:
“Most research is being done elsewhere”

• If blocks of biological data are held privately, 
even if they pay for access, companies miss 
out on the analysis that would be published by 
other scientists, if they too had access to this 
data.

• The fewer people analysing a block of data, 
the less valuable it is.



Tim Hubbard on Options to moderate 
monopoly effects of gene patents

• Do not allow gene based patents
– Already much more difficult
– Patent law currently being reviewed at WIPO, WTO

• Make compulsory licensing easier and less costly
– A government or a judge issues a non-voluntary license 

to use a patent.
– Compulsory licensing can introduce competition and 

lower prices.
– Compulsory licensing can prevent a patent holder from 

blocking R&D and/or the development of new 
products.



Compulsory licenses and patent pools

“In 1917, as a result of recommendation of a committee 
formed by the Assistant Secretary of the Navy (The 
Honorable Franklin D. Roosevelt), an aircraft patent pool 
was privately formed encompassing almost all aircraft 
manufacturers in the United States.9 The creation of the 
Manufacturer's Aircraft Association was crucial to the U.S. 
government because the two major patent holders, the 
Wright Company and the Curtiss Company, had 
effectively blocked the building of any new airplanes, 
which were desperately needed as the United States was 
entering World War I.10”



GPL type approach to Public 
Funded Patents?

• Should US agencies preserve researcher 
access as condition of public funding of 
inventions?



Doha Declaration

4. We agree that the TRIPS Agreement does not and 
should not prevent Members from taking measures 
to protect public health.  Accordingly, while 
reiterating our commitment to the TRIPS 
Agreement, we affirm that the Agreement can and 
should be interpreted and implemented in a manner 
supportive of WTO Members' right to protect public 
health and, in particular, to promote access to 
medicines for all.

In this connection, we reaffirm the right of WTO 
Members to use, to the full, the provisions in the 
TRIPS Agreement, which provide flexibility for this 
purpose.



The US approach to Paragraph 6 of the Doha 
Declaration on TRIPS is anti-consumer

• US seeks to limit exports of medicines to limited cases.
• Often economies of scale and scarce technology make it 

impractical to have large numbers of suppliers of goods
• Article 31.f of TRIPS is limitation of exports without 

consent of right owner.
• Exceptions to 31.k for anticompetitive practices still 

present problems
• Some inventions should be distinguished and exports 

permitted, where rights of patent owner are protected in 
country of consumption.

• US Trade policy shaped too much by export industries.



What would a trade agreement 
look like if designed by public 

health officials?



It would be different than the 
TRIPS

• Focus on innovation
– Greater attention to outcomes and health care priorities
– More transparency of investment flows

• Consider a wider range of instruments
• Property rights would be a means, not an end
• Public sector research would be addressed
• Other tools to promote R&D would be considered

• Promote access to medicines, technology transfer 
and capacity building for R&D

• Greater attention to efficiency



Trade Discussions involving 
R&D

– Regional and bilateral
• Treaty establishing the European Community.
• EU/Israel Scientific and Technological Cooperation 

Agreement 
– Weapons

• Convention on the Prohibition of the use, Stockpiling, 
Production and Transfer or Anti-Personnel mines and on their 
destruction.  Also,  Comprehensive Test Ban Treaty, 1972 
treaty on Biological weapons.

– Kyoto Protocol to the UN Framework convention on 
climate change.

– Health
• G8 discussions of R&D on neglected diseases



Models for R&D trade 
frameworks on health care

– Clinton/Blair agreement on funding sequencing of the 
human genome.

– G8 discussions on research for neglected diseases
– Several proposals for treaty on R&D on vaccines.
– Possible agreements on public access to journals
– Proposals to let WHO use government funded patents
– Discussions on benefit sharing when R&D takes place 

in developing countries
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Thanks.  Excuse me for rushing but there is a lot of ground to cover and little 

time to do it.  Detailed arguments and citations in support of the points I 

make are available at the Comments section of the website for these 

hearings.  In addition, the text and slides of today's presentation will also be 

posted to the website. 

 

I start with the assumption that fostering innovation, the commercialization 

of new products and new processes, is an objective of both patent law and 

competition law and that each may have something to learn from the other in 

that regard.  Today I will focus on patent law and its administration, and in 

particular on the effects of changes in U.S. patent law by the Federal Circuit 

on innovation in the United States, as well as Patent Office performance.  At 

the end I will draw attention to learning that I believe competition law can 

offer to patent law.   

 

The first of the Federal Circuit changes I should mention is lowering the 

standards for patentability, particularly the nonobviousness standard.  Prior 

to the Federal Circuit something like 2/3 of litigated patents were ruled 

invalid, and Courts, including the Supreme Court in Graham v. John Deere, 

frequently admonished the Patent Office to follow the higher standards that 

prevailed in the courts.  Following the advent of the Federal Circuit, this 
                                                 
* Mr. Quillen is the former General Counsel of Eastman Kodak Company where he was s Senior Vice 
President and member of the Board of Directors.  He is presently a Senior Advisor at Cornerstone 
Research, an economic consulting firm.   
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statistic was reversed, and about 2/3 of litigated patents were ruled valid, 

with only about 1/3 being ruled invalid.1   

 

The consequence of the lowered standards is higher costs for innovators, 

those who commercialize new products and new processes.  A common, 

perhaps universal, strategy for innovators is to attempt to preempt others 

from obtaining patents that might frustrate commercialization of their 

innovations by themselves seeking patents on those inventions they might 

employ commercially.  Wes Cohen and his colleagues, in their study that 

was presented earlier in these hearings, referred to this preemption strategy 

as "patent blocking."  It was the second most common reason for seeking a 

patent.   

 

This chart illustrates for an innovator following a preemption strategy a 

thought process for selecting inventions on which to seek patents.  And, 

when the Federal Circuit lowered the standards for patentability, this is what 

the chart looked like.  Innovators pursuing the preemption strategy had to 

file more patent applications to fill the hole created by the Federal Circuit's 

lowered standards.  Filing more patent applications, of course, costs more 

money, thus raising innovation costs.  But one's competitors must also file 

more applications.  All have incurred higher costs.  None have obtained an 

advantage. 

 

A sense of the magnitude of the additional filing costs can be gained from 

this chart which shows application filings since 1973.  The number has about 
                                                 
1 These proportions are approximations.  More precise figures can be found at Allison and Lemley, 
Empirical Evidence on the Validity of Litigated Patents, AIPLA Quarterly Journal, Vol. 26, No. 3 (Summer 
1998), pp. 185-275.  
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tripled since 1983, going from about 100,000 in 1983 to nearly 300,000 in 

2000.  Bronwyn Hall and Rosemarie Ziedonis, in their study of patenting 

practices in the semiconductor industry found that the number of patents per 

R&D dollar in that industry doubled between 1982 and 1992,2 which is a 

strong indication of the increased filings made necessary by the lowered 

standards. 

 

The result of increased preemptive filings is, of course, more application 

allowances and more patents, which, as can be seen from this chart, grew 

from about 60,000 in 1983 to nearly 170,000 in 2000.  And this has meant 

that innovators must face and deal with more patents in order to 

commercialize their innovations, which has further increased their 

innovation costs.   

 

A further change by the Federal Circuit was to mandate consideration of 

nonstatutory secondary factors in the obviousness/nonobviousness 

determination despite the fact that they were only of conditional relevance 

under the Supreme Court test as laid out in Graham.  In this regard, the 

Federal Circuit told us to consider "the evidence of 

obviousness/nonobviousness collectively,"3 whatever that may mean.  The 

effect has been to increase the complexity and cost of patent litigation and to 

make outcomes more uncertain and less predictable, which, in turn, has 

                                                 
2 Hall and Ziedonis, The Patent Paradox Revisited: An Empirical Study of Patenting in the U.S. 
Semiconductor Industry, 1979-1995, RAND Journal of Economics, Vol. 32, No. 1 (Spring 2001), pp. 101-
128.  
 
3 Simmons Fastener v. Illinois Tool Works, 739 F.2d 1573, 1576 (Fed. Cir. 1984). 
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increased the amount of litigation.4  Claim construction presents similar 

problems of uncertainty and unpredictability as Prof. Kimberly Moore has 

reported that 33% of claim construction decisions by District Court Judges 

are reversed by the Federal Circuit.5 

 

A consequence of increased uncertainty is an increase in the cost of capital 

for innovation investments.  Both the diminished predictability and increase 

in the cost of capital were illustrated in Polaroid v. Kodak.  We were found 

to have employed a patent clearance process "that could serve as a model for 

what the law requires."6  Yet we lost on 7 of the 12 patents in suit for a .417 

"batting average."  Now that is real uncertainty when the best a model 

process can do is .417.  But, following announcement of the $909 million 

judgment (later reduced to $873 million), the equity market value of Kodak 

increased by $921 million ($795 million at the fifth day),7 which meant a 

corresponding decrease in the cost of equity capital for Kodak as a 

consequence of elimination of uncertainty as to the outcome of the litigation.  

 

There are other features of our patent law that introduce unnecessary 

uncertainty, and hence unnecessary costs for innovators.  These are 
                                                 
4 Judge Easterbrook, in commenting on the antitrust Rule of Reason, said "When everything is relevant, 
nothing is dispositive.  Any one factor might or might not outweigh another, or all of the others, in the fact 
finder’s contemplation.  The formulation offers no help to businesses planning their conduct.  *  *  *   
Litigation costs are the product of vague rules combined with high stakes, and nowhere is that combination 
more deadly than in antitrust litigation under the Rule of Reason.”  The Limits of Antitrust, 63 Tex. L. Rev. 
1, 12-13 (1983), quoted at 66 Antitrust Law Journal 787 (1998).  The rules for decision in patent cases are 
equally vague. 
 
5 Moore, Are District Court Judges Equipped To Resolve Patent Cases?, Harvard Journal of Law & 
Technology, Vol. 15, No. 1 (Fall 2001), pp. 1-38.   
 
6 Polaroid v. Kodak, 16 USPQ 2d 1481, 1538 (Dist. Mass, 1990). 
 
7 Demasi, Essays On The Effects Of Public Policy, Harvard University Department of Economics PhD 
Thesis, May 1991. 
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discussed in detail in the items I previously mentioned that are available 

from the Comments section of the website.   

 

Another factor bearing on innovation and the patent system is the standards 

for patentability followed by the U.S. Patent & Trademark Office, which 

necessarily reflect the standards pronounced by the Federal Circuit Court of 

Appeals.   

 

A unique feature of the U.S. patent system is the ability to file continuing 

applications which claim filing dates of earlier applications and start the 

examination process all over again.  There is no limit on the number of such 

"refilings" and the only way the Patent Office can rid itself of a determined 

applicant is to allow his or her patent application.  The Annual Report 

statistics published by the USPTO do not mention continuing applications, 

so it is not possible from the published Annual Report statistics alone to 

determine the effect of such continuing applications on the USPTO 

workload or its application acceptance rates. 

 

Application flow through the USPTO is depicted on this chart.  Some of the 

total applications filed are in fact refilings of subject matter that has 

previously been examined.  Similarly, the subject matter of some of the 

applications counted as abandoned was in fact the subject of refiled 

applications, and thus wasn't really abandoned at all. 

 

In early 2000 I obtained information from the USPTO as to continuing 

application filings for its fiscal years 1993-1998 which revealed that 28.4% 

of the applications filed in those years were continuing applications that had 

5 



already been (or could have been) examined by the USPTO, essentially 

"rework" imposed on the USPTO by refiled patent applications, the cost of 

which would have not have been incurred if our law did not permit 

continuing applications. 

 

These data, along with the USPTO Annual Report data for the same fiscal 

years, enabled Ogden Webster and me to complete a study of the 

performance of the USPTO taking continuing applications into account.8  

This study is also available from the Comments section of the website for 

these hearings. 

 

We estimated two measures of USPTO performance, Grant Rate and 

Allowance Percentage.  Grant Rate is defined on the Trilateral Website, 

where it is reported for the USPTO as well as for the European and Japanese 

Patent Offices.  Allowance Percentage is simply applications allowed 

divided by applications filed, with suitable corrections to take continuing 

applications into account, and, in what we characterized as a "more refined" 

calculation, with a 2 year time lag to allow for prosecution time.   

 

This table summarizes our findings.  When continuing applications are taken 

into account, acceptance rates, whether measured by Grant Rate or 

Allowance Percentage, are substantially higher for the USPTO than for the 

EPO or JPO, or for the 1977 cohort of German patent applications.  This 

means, of course that the USPTO is less rigorous than the other patent 

                                                 
8 Quillen and Webster, Continuing Applications and Performance of the U.S. Patent and Trademark Office, 
The Federal Circuit Bar Journal, Vol. 11, No. 1 (August 2001), pp. 1-21. 
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offices.  Policy questions suggested by our findings are set forth in the 

published study. 

 

Last year the USPTO provided data that enabled us to extend our study back 

to 1980 for Grant Rates and to 1982 for Allowance Percentages with a two 

year lag for prosecution time.  The study employing these data is still in 

preparation and has not yet been submitted for publication.  

 

This first chart shows the progress of continuing applications, growing from 

15% of the applications filed in 1980 to 28% of the applications filed in 

2000.  Thus the proportion of the USPTO's workload that is rework has 

increased over time.  

 

The results for Grant Rates are on two charts.  Corrected Grant Rates have 

gone up over time and, by 2000, when corrected for continuation and 

continuation-in-part applications, the Grant Rate was 98%, more than 25 

points higher than the uncorrected Grant Rate.  The second chart shows 

Grant Rates as reported on the Trilateral Website for the USPTO, the EPO 

and the JPO, as well as the USPTO Grant Rate corrected for continuation 

and continuation-in-part applications.  The comparative lack of rigor by the 

USPTO is apparent. 

 

This chart shows the progress of Allowance Percentages over time and 

illustrates the upward progression that has occurred.  The corrected 

Allowance Percentage for the 2000 fiscal year, based on original 

applications, is 95%, more than 20 points higher than the uncorrected 

Allowance Percentage. 
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These findings seem to verify the observation of Judge Ellis of the Eastern 

District of Virginia in 1994 that "the PTO's filter is becoming more porous."   

 

CONCLUSION 

 

I opened by referring, without attribution, to a speech by Commissioner 

Muris about reciprocal learning between intellectual property regimes and 

competition law regimes, and focused my remarks on intellectual property, 

patents in particular.  I believe, and hope it was apparent from the foregoing, 

that one learning which competition law can offer to patent law is that costs 

count, and that unnecessary costs, whether incurred directly or in the form of 

increased capital costs as a consequence of unnecessary uncertainty, are an 

impediment to innovation.  This final slide is a summary of changes needed 

to "fix" the U.S. patent system.  Most are aimed at eliminating unnecessary 

costs that our present patent system imposes on innovation in the United 

States. 
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Application Allowances and Patent Grants - 1973-2000
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Continuing Applications as Percent of Total Applications
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U.S. Grant Rates
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HOW TO "FIX" THE U.S. PATENT SYSTEM 

1. Undo the Federal Circuit's misinterpretation of Graham v. John Deere and restore the 
higher and more certain standards for patentability that prevailed in the Federal Courts 
before the advent of the Federal Circuit.  Return the statutory presumption of validity to 
the evidentiary standard which existed prior to the Federal Circuit.  Abolish entirely the 
nonstatutory “secondary factors” as indicators of nonobviousness. 
 

2. Require the U.S. Patent & Trademark Office to adhere to the restored higher standards.  
This will necessitate abolition of continuing applications (including voluntary divisionals 
and requests for continued examination) so that applicants can no longer avoid final 
patentability determinations and put the USPTO in the position of being able to rid itself 
of persistent applicants only by allowing their applications.1  In addition, management 
practices and policy changes within the USPTO will also be necessary. 

 
3.   Eliminate the remaining sources of unnecessary uncertainty.  Changes to do this should 

include: 
 

1).  Abolish the doctrine of equivalents 
 
2).  Change to "first-to-file" rather than "first-to-invent" 
 
3).  Publish all pending U.S. patent applications 18 months after their 
      “effective” filing dates and permit inspection and copying of the 
      USPTO files of all published U.S. patent applications. 
 
4). Eliminate "hidden" prior art, but provide a noninfringement defense for 
      a prior user/inventor.  
 
5).  Etc. 

 
4. Eliminate excessive damages for nonwillful patent infringement. 
 
5. Return appellate jurisdiction in patent infringement cases to the regional courts of appeals 

so that the U.S. patent system has the same self-correcting judicial structure as other areas 
of U.S. law. 

 
6. Undertake legislative reconsideration of the administrative/judicial decisions extending 

patent coverage beyond the "new and useful process, machine, manufacture, or 
composition of matter, or any new and useful improvement thereof" authorized by 
statute, i.e., the decisions extending patentability to intangibles such as business methods, 
computer software, etc. 

                                                           
1 Elimination of continuing applications will also limit the ability of applicants to maintain an "inventory" of 
pending applications for the purpose of redrafting their claims to ensnare innovations commercialized by others after 
the filing date of the original application, and, along with the inspection and copying of published pending 
applications as contemplated in #3. 3)., should substantially diminish or eliminate the "hold-up problem." 
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PROPOSAL FOR THE SIMPLIFICATION AND REFORM
OF THE UNITED STATES PATENT SYSTEM

Cecil D. Quillen, Jr.1

I. INTRODUCTION

The Advisory Commission on Patent Law Reform, established

in 1990 by then Secretary of Commerce Robert Mosbacher,

delivered its report (referred to herein as the Commission

Report) to the Secretary of Commerce in August 1992. The

Commission confined its recommendations to issues affecting the

U.S. patent system as they pertain to "harmonization" of U.S.

patent laws with those of other countries, to procedural issues

regarding the enforcement of patents in the courts and to

certain specialized patent issues, and did not deal with

substantive issues of patent law.2 This paper goes beyond the

report of the Commission and identifies substantive features of

present U.S. patent law which are contrary to the objectives

that should be sought to be achieved by a patent system,

including changes in U.S. patent law which have occurred in the
____________________

1. Senior Advisor, Putnam, Hayes & Bartlett, Inc. (Economic
and Management Counsel), formerly Senior Vice President,
General Counsel and Director, Eastman Kodak Company. Bachelor
of Science in Chemical Engineering, Virginia Polytechnic
Institute & State University; Bachelor of Laws, University of
Virginia; graduate of the Executive Development Program of the
University of Tennessee. The views expressed in this paper are
those of the author and should not be attributed to Putnam,
Hayes & Bartlett, Inc. or Eastman Kodak Company.

Copyright 1993, Cecil D. Quillen, Jr. All rights reserved.

2. The issues considered by the Commission, as reported in its
Overview of Recommendations (commencing on page 7 of the
Commission Report), dealt with three topics, Harmonization-
Related Issues, Patent-Enforcement Related Issues, and Unique
Issues Facing the Patent System.
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past decade, and, in addition to commenting on certain of the

Commission's suggestions, sets forth substantive proposals for

the reform and simplification of the U.S. patent system which

deal with those features and changes.3

II. OBJECTIVES OF A PATENT SYSTEM

For purposes of this paper and the proposals contained

herein, it has been assumed that the overriding objective of a

patent system is to enhance consumer welfare by fostering

innovation, the commercialization of new products and new

processes.4 A patent system seeks to achieve this objective by

offering the prospect of a subsidy from the consumer to those

who create or discover new ideas, disclose them to the public,

and exploit them commercially. The prospective subsidy is in

the form of a supra competitive price for the patented goods or

goods made by the patented process, and is made possible by the

exclusive right granted to the patentee which enables him to
____________________

3. Many of the suggestions herein are not original with the
author and have previously been made or endorsed by others,
e.g. the Advisory Commission on Patent Law Reform, the Section
of Patent, Copyright and Trademark Law of the American Bar
Association, and the authors of many of the papers cited
herein. The author's hope is that he has drawn together in one
paper the most important reforms which should be made to the
U.S. patent system.

4. Millions of words appear to have been written on this
topic, not all of which have been read by the author.
Hopefully this summary of the objectives of a patent system is
a fair approximation of the better thinking expressed in those
works the author has read. A particularly interesting treatise
on the topic is Kaufer, "The Economics of the Patent System,"
Harwood Academic Publishers, New York (1989). Also of interest
is Schlicher, "Patent Law: Legal and Economic Principles,"
Clark Boardman Callaghan, New York (1992), which approaches the
topic from a different perspective.
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exclude others from practicing the patented invention in

competition with him or charge them a royalty for practicing

the invention.5 The extent to which such a supra competitive

price can be charged depends upon consumer demand for the

patented product (or for the product of the patented process)

and the extent to which economic (not technical) substitutes

are available.6 Consumer welfare is also enhanced by

innovation in the form of imitations of patented goods or

patented processes by those who "design around" the patents

covering them, an activity which is aided by the diffusion of

knowledge resulting from public disclosure of patented

inventions. This latter form of innovation, "designing

around," is an expression of competition and increases the
____________________

5. Some might object to the characterization of the supra
competitive price as a subsidy. Perhaps the exclusive right is
necessary to discourage "free riders" and enable the patentee
to recover his costs. Thus the underlying hypothesis is that
the prospect of obtaining the monopoly made possible by the
exclusive right conferred by a patent is necessary to induce
the research and development work and investment that led to
the new product or new process in the first place, and there
would have been no new product or new process in the absence of
that prospect. Interestingly enough, it does not appear that
this hypothesis, which is the central justification for a
patent system, has ever been verified by empirical research,
except possibly for a few specific industries. See Kaufer,
supra, at 21-22. It is certainly possible that much modern
corporate research is driven by the necessity to maintain
parity with competitors, and would be done even in the absence
of the possibility of a patent and the hope for a monopoly
profit, and that the patenting of such research is primarily
"defensive" to assure the opportunity to use the fruits of
one's own work. It is almost certain that government funded
research would go forward without such a prospect.

6. "Cross elasticity of demand" is the term economists use to
characterize and quantify the extent to which one product is an
economic substitute for another. Mansfield, "Principles of
Microeconomics," W. W. Norton & Company, New York (Third
Edition 1980) at page 169.
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variety of choices available to consumers. Presumably the two

forms of innovation, that by patentees and their licensees, and

that by those who introduce imitation products or processes by

"designing around," are equally virtuous. The latter,

"designing around," is considerably more common.7 The

enhancement in consumer welfare should at least equal its cost

(i.e., the supra competitive price paid by the consumer), and

the administrative costs inherent in the system should be held

to a minimum and should be borne by those receiving the

subsidy.8

A patent system, like any legal regime, should inform

those affected by it of their rights and duties so they can act

accordingly. The outcome of disputes or possible disputes

should be predictable in advance to minimize uncertainty, and

____________________
7. With the possible exception of pharmaceuticals and chemical
compounds, which frequently are a single chemical substance,
and either are or are not covered by a patent, even the
simplest of products or processes can be affected by tens, or
even hundreds, of patents. Thus most innovators, even those
who are patentees, face the task of designing around numerous
patents owned by others. This, together with the increased
number of valid patents brought about by today's lowered
standards for patentability, has made the task of the innovator
more complicated and expensive for the reasons noted elsewhere
by the author. See Quillen, footnote 10 infra.

8. This essentially means the system should be self supporting
through fees paid by patent applicants and patentees. These
costs however would be reflected in the prices charged by
patentees and their licensees for patented goods and goods made
by patented processes and thus would ultimately be borne by
consumers who are said to be the beneficiaries of the system.
This is entirely appropriate as it merely requires consumers to
bear the costs of a system operated for their benefit and
enables them through their purchasing decisions to determine
which patented innovations are of value to them.
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so that litigation to ascertain ones' rights and duties is

unnecessary, or at least minimized and simplified. This

requires a simple and explicit analytic method that can be

applied easily to possible disputes. The system should impose

the least possible cost on those who are affected by it, and

transaction costs, including the litigation costs to resolve

those disputes that do arise, should be minimized to the extent

possible.

III. CURRENT FEATURES OF THE U.S. PATENT SYSTEM WHICH ARE
CONTRARY TO THE OBJECTIVES A PATENT SYSTEM SHOULD SEEK

The U.S. patent system, as it presently operates, is

unnecessarily complicated and uncertain and imposes excessive

and unnecessary costs on innovators, and thus is a deterrent to

innovation in the United States.9 The excessive costs result

from three features of current U.S. patent law: diminished

standards for patentability, excessive damages for patent

infringement, and unnecessary uncertainty as to the outcome of

patent disputes and patent litigation. Each will be dealt with

briefly in turn.10

9. See Rutter, "The Great Patent Plague," Technology
Supplement to Forbes Magazine, March 29, 1993, page 58.

10. The effect of these three features on innovation in the
United States has been discussed elsewhere by the author.
See Quillen, "Innovation and the United States Patent System
Today," presented October 19, 1992 at "Antitrust and
Intellectual Property: Practice and Policy Issues for the
1990s," an ABA Continuing Legal Education Institute co-
sponsored by the Section of Antitrust Law and the Section of
Patent, Copyright & Trademark Law.
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A. DIMINISHED STANDARDS FOR PATENTABILITY

Virtually all commentators have agreed that the standards

for patentability in the United States have been lowered in the

past decade.11 This has been brought about by three concurrent

changes in U.S. patent law affecting (1) the relevance of

nonstatutory factors to the determination of nonobviousness

under 35 U.S.C. Sec. 103, (2) the scope of prior art regarded

as relevant to the obviousness/nonobviousness issue,

particularly as it relates to "combination" patents, and

(3) the presumption of validity.

Graham v. John Deere12 and United States v. Adams,13

decided by the Supreme Court on the same day, prescribed the

test for determining whether an invention has met the

nonobviousness requirement of 35 U.S.C. Sec. 103. The Supreme

11. For example, see Klitzman, "The Federal Circuit is Making
New Law," presented at the PIPA Congress, Chicago, IL,
(October, 1985), Lee, "The Most Significant Patent Cases
Relating to the Question of Obviousness Under 35 U.S.C. Sec.
103," presented at the ABA Annual Meeting, New York, NY,
(August, 1986), Adelman, "The New World of Patents Created by
the Court of Appeals for the Federal Circuit," 20 U. Mich. J.
L. Reform 979 (1987) at footnote 1 and at page 991 (cited
herein as Adelman, "The New World"), and Merges, "Commercial
Success and Patent Standards: Economic Perspectives on
Innovation," 76 Calif. L. Rev. 805, at pages 810-811 (cited
herein as Merges, "Commercial Success").

12. Graham v. John Deere, 383 U.S. 1 (1966). For a discussion
of Graham v. John Deere and a historical review of the
development of the nonobviousness standard, see Kitch, "Graham
v. John Deere Co.: New Standards for Patents," 49 J. Pat. Off.
Soc. 237 (1967), reprinted from 1966 Sup. Ct. Rev. 293.

13. United States v. Adams, 383 U.S. 39 (1966).

6



Court statutory test requires a three-step factual analysis:

(1) determining the scope and content of the prior art,

(2) ascertaining the differences between the prior art and the

claims at issue, and (3) resolving the level of ordinary skill

in the pertinent art. The question of obviousness or

nonobviousness is determined against this factual background.14

Graham and subsequent Supreme Court cases made it plain that

nonstatutory factors, the so-called "secondary considerations,"

are only of conditional relevance in ascertaining whether the

nonobviousness requirement has been met.15 Decisions of the

Court of Appeals for the Federal Circuit, however, have

elevated the nonstatutory factors to primary importance,

stating that they must always be considered,16 and that they
____________________

14. Graham, supra, at 17.

15. "Such secondary considerations ... might be utilized to
give light to the circumstances surrounding the origin of the
subject matter sought to be patented. As indicia of
obviousness or nonobviousness, these inquiries may have
relevance." Graham, supra, at 17-18 (emphasis supplied). In
commenting on the Scoggin patent, also at issue in Graham, the
Court said "However, these factors do not, in the circumstances
of this case, tip the scales of patentability." Graham, supra,
at 36. This position was subsequently reiterated by the
Supreme Court in Anderson's-Black Rock v. Pavement Salvage, 396
U.S. 57 (1969) and Sakraida v. Ag Pro, 425 U.S. 273 (1976). In
essence the Supreme Court cases hold that nonstatutory factors
cannot overcome a determination of obviousness under the
statute using the three-step analytic method prescribed in
Graham. Hence, under the Supreme Court test the nonstatutory
factors are only of conditional relevance, to be considered
only if there is doubt remaining after application of the
three-step statutory test.

16. See Fromson v. Advance Offset Plate, 755 F.2d 1549 (Fed.
Cir 1985) where, notwithstanding the conditional relevance
accorded the nonstatutory factors in Graham and the subsequent
Supreme Court cases, the court, at 1556, said "[E]vidence of
secondary considerations must always when present be considered
in the process of determining obviousness." See also
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can even override a conclusion that the invention did not meet

the nonobviousness requirement under the Supreme Court's

three-step statutory test.17

The scope of prior art regarded as relevant to the

obviousness issue has been narrowed by the Federal Circuit to

preclude considering collectively the teachings of prior art

____________________________________________________________
Stratoflex v. Aeroquip, 713 F.2d 1530 (Fed. Cir. 1983) where,
at 1539, the court said "It is error to exclude ... evidence
[of secondary considerations] from consideration." The Federal
Circuit has characterized the nonstatutory factors as
"objective evidence of nonobviousness," Perkin-Elmer v.
Computervision, 732 F.2d 888, 894 (Fed.Cir. 1984), although
they are considerably less "objective" than are the statutory
factors. See Merges, "Commercial Success," supra, Whelan, "A
Critique of the Use of Secondary Considerations in Applying the
Section 103 Nonobviousness Test For Patentability," 28 Boston
College Law Review 357 (1987), and Harris, "The Emerging
Primacy of 'Secondary Considerations' as Validity Ammunition:
Has the Federal Circuit Gone Too Far?", 71 J. Pat. & Trademark
Off. Soc'y. 185 (1989) (cited herein as Harris, "Secondary
Considerations").

17. "[T]he teachings of the prior art prima facie would have
suggested to one of ordinary skill in the art the claimed
invention. ... However, the evidence of secondary
considerations ..., particularly commercial success, is
extremely strong, and is entitled to great weight. In
considering the evidence of obviousness/nonobviousness
collectively, we conclude the trial court's decision that the
... invention ... would have been obvious ... must fall."
Simmons Fastener v. Illinois Tool Works, 739 F.2d 1573, 1575-76
(Fed.Cir. 1984). "This is one of those cases where evidence of
secondary considerations 'may ... establish that an invention
appearing to be obvious in light of prior art was not.'"
(citations omitted). Alco Standard v. TVA, 808 F.2d 1490, 1501
(Fed. Cir. 1986). Demaco v. von Langdorff, 851 F.2d 1387
(Fed.Cir. 1988) appears to be another such case. See footnotes
40 and 46 of Adelman, "The New World," supra, and footnote 1 of
Harris, "Secondary Considerations," supra. None of these
cases, however, provide any analytic method other than
"considering the evidence collectively" for relating the
nonstatutory factors to the three-step statutory analysis
mandated by Graham, or for determining when their weight is
sufficient to overcome a determination of obviousness under the
statutory analysis.
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references which do not themselves suggest that they be

considered together.18 This is contrary to the approach

followed by the Supreme Court in Graham and subsequent Supreme

Court cases.19 The implicit assumption in the Federal Circuit

cases apparently is that the "man of ordinary skill in the art"

does not keep himself informed of developments in the arts

pertinent to his work, and that he is a literalist, devoid of

even the tiniest amount of imagination or creativity, and is

totally unskilled at problem solving.20 The Federal Circuit
____________________

18. For example, see Ashland Oil v. Delta Resins, 776 F.2d
281, 293 (Fed.Cir. 1985), Panduit v. Dennison, 774 F.2d. 1082,
1093 (Fed.Cir. 1985), ACS Hospital v. Montefiore, 732 F.2d.
1572, 1577 (Fed.Cir. 1984), Lindemann v. American Hoist, 730
F.2d. 1452, 1462 (Fed.Cir. 1984), and Medtronic v. Cardiac, 721
F.2d 1563, 1575 (Fed.Cir. 1983). The practical effect is to
read Sec. 103, the nonobviousness section, out of the statute
and to make patentable all inventions which are "not
identically described or disclosed" in a single prior art
reference. See Sec. 5.04[3], pages 5-77, 81 of Schlicher,
supra, and footnote 219 of Nguti, "Patent Law: Doctrinal
Stability - A Research and Development Definition of Invention
is Key," 20 Valparaiso University Law Review 653 (1986).

19. In Graham, in evaluating the obviousness of the
insecticide sprayer bottle patent assigned to Cook, the Court
considered the collective teachings of references from the pump
sprayer art and references relating to liquid containers with
pouring spouts, even thought the references did not themselves
suggest that they be considered together. Graham, supra, at
35. Elsewhere in Graham (page 19), the Court stated: "[T]he
ambit of applicable art in given fields of science has widened
by disciplines unheard of a half century ago. It is but an
evenhanded application to require that those persons granted
the benefit of a patent monopoly be charged with an awareness
of these changed conditions." In Dann v. Johnston, 425 U.S.
219 (1976), the Court said, at 229, "[I]t can be assumed that
such a hypothetical person would have been aware both of the
extensive use of data processing systems in the banking
industry and of the system encompassed in the Dirks patent"
even though there was no such suggestion in the Dirks patent.
In Sakraida he was assumed (perhaps tongue-in-cheek) to be
familiar with Greek mythology. See footnote 1 of Sakraida,
supra.
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approach leads to the result, deplored by the Supreme Court in,

Anderson's-Black Rock, Sakraida, and A&P v. Supermarket, 340

U.S. 147 (1950) of valid patents on combinations of old

elements in which each element does only what the prior art

taught that it would do, and which achieve no new or unexpected

result.21 Finally, the presumption of validity prescribed in

35 U.S.C. Sec. 282 has been transformed into a heavy burden of

persuasion which can be overcome only by "clear and convincing

evidence."22

____________________________________________________________
20. In Standard Oil v. American Cyanamid, 774 F.2d 448, 454
(Fed. Cir. 1985), the Federal Circuit said: "A person of
ordinary skill is ... one who thinks along the line of
conventional wisdom in the art and is not one who undertakes to
innovate...." Every engineer or scientist with whom the author
has ever worked would be offended by this characterization.
This is certainly not the man of ordinary skill in the Supreme
Court cases.

21. The six patents in A&P, Graham, Adams, Anderson's-Black
Rock, and Sakraida were all "combination" patents. Five of the
"inventions" were held obvious (and hence the patents were
invalid) because they were combinations of old elements each of
which did only what the prior art taught it would do, and which
achieved no new and unexpected result. One, the invention in
Adams, although a combination of old elements, was determined
not to be obvious because it achieved a new and previously
unknown result. The Supreme Court has told us the standard for
patentability applied in these cases has its origin in the
Constitution. See Graham, supra, at 5-6, Anderson's-Black
Rock, supra, at 61, and Sakraida, supra, at 273. The Federal
Circuit however has not followed Supreme Court law on
"combination" inventions. For example, see Environmental
Designs v. Union Oil, 713 F.2d 693, 698 (Fed.Cir. 1983) and
Medtronic v. Cardiac, 721 F.2d 1563, 1566 (Fed.Cir. 1983). In
American Hoist & Derrick v. Sowa, 725 F.2d 1350, 1360 (Fed.Cir.
1984) jury instructions which followed the Supreme Court test
in haec verba were characterized by the Federal Circuit as
"wholly erroneous." See Harris, "Prospects for Supreme Court
Review of the Federal Circuit Standards for Obviousness of
Inventions Combining Old Elements," 68 J. Pat & Trademark Off.
Soc. 66 (1986)

22. For example, see Connell v. Sears Roebuck, 722 F.2d 1542,
1549 (Fed.Cir. 1983).
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The consequence of the diminished standards for

patentability is that valid patents can now be obtained on

inventions that once could not have been the subject of a valid

patent. Simply put, there are more valid patents. The

availability and existence of more valid patents makes it

necessary for would-be innovators to seek and deal with more

patents (and thus incur higher costs) than they otherwise

would. The would-be innovator however obtains no advantage

from his additional patents because the same opportunity (or

necessity) applies to his competitors as well. At the end of

the day everyone has more patents and no one has gained an

advantage. All have found it necessary to incur higher

costs.23

These changes have had two other effects beyond the

increased costs resulting from the lowered standards for

patentability. They have made patent litigation (both

discovery and trial) more complex and costly, and they have

made the outcome of patent disputes and patent litigation more

uncertain. Increased litigation costs result from the simple

fact that there are more (and more complex) issues to be tried,

which increases the length of trials and the scope and amount

____________________

23. The beneficiaries are those whose incomes have been
enhanced and jobs made more secure by the increased work, e.g.,
patent attorneys who advise and represent patent applicants,
patentees, and innovators; patent examiners who examine the
additional patent applications; licensing managers who must
negotiate more licenses; consultants and experts who assist in
litigation; and arbitrators and mediators who practice ADR.
See page 62 of Rutter, supra.
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of discovery necessary to prepare for them. Outcomes have been

made more uncertain because of the increase in the number and

complexity of issues (the more and more complex the issues on

which probabilistic predictions must be made, the more

uncertain is the ultimate prediction), and because there is no

prescribed analytic method for dealing with these issues other

than to "consider the evidence collectively."24

B. EXCESSIVE DAMAGES FOR PATENT INFRINGEMENT

The intention of the patent damages statute (35 U.S.C.

284), according to the Supreme Court, is to compensate the

patentee for harm suffered as a consequence of infringement.25

Current law often overcompensates the patentee.26 Many cases

award the patentee as damages both his "pecuniary loss" and a

"reasonable royalty,"27 and the Federal Circuit has said that a

"reasonable royalty" should be more than the "normal, routine

____________________

24. This is a paraphrase from Simmons Fastener v. Illinois
Tool Works, supra, where the court said, at 1576, "In
considering the evidence of obviousness/non-obviousness
collectively, we conclude the trial court's decision that the
... invention ... would have been obvious ... must fall."

25. See Aro v. Convertible Top, 377 U.S. 476 (1964) and
General Motors v. Devex, 461 U.S. 648 (1983). Also see the
papers cited in footnotes 28 and 31, infra.

26. The excessive compensation frequently awarded patentees
may to some extent account for the fifty percent increase in
patent litigation between 1980 and 1990. See Seabrook, "The
Flash of Genius," The New Yorker (January 11, 1993) 38, 40.
Perhaps patentees, like Willie Sutton, know "where the money
is."

27. For example, see State Industries v. Mor-Flo, 883 F.2d
1573 (Fed.Cir. 1989) and Radio Steel v. MTD, 788 F.2d 1554
(Fed.Cir. 1986).
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royalty noninfringers might have paid."28 The author has

argued elsewhere29 that the literal interpretation of the

patent damages statute is that the patentee is to receive as

damages either his "pecuniary loss" as a consequence of the

infringement or a "reasonable royalty"30 for the infringer's

use of the invention, that the two are mutually exclusive, and

that the patentee should receive the greater of the two, one or

the other, but not some combination which exceeds either of

them.31 To award a combination of the two, or a reasonable
____________________

28. The quoted language is from Panduit v. Stahlin, 575 F.2d
1152, 1158 (1978), a Sixth Circuit case which has been adopted
by the Federal Circuit as setting forth approved methodology
for calculating both "lost profits" and "reasonable royalty."
In Stickle v. Hublein, 716 F.2d 1550 (Fed. Cir 1983) the court
said, at 1562-63: "[T]he trial court may award an amount of
damages greater than a reasonable royalty so that the award is
'adequate to compensate for the infringement.' [quote from
Panduit omitted] Such an increase, which may be stated by the
trial court either as a reasonable royalty for an infringer (as
in Panduit) or as an increase in the reasonable royalty
determined by the court, is left to its sound discretion." For
a criticism of the Federal Circuit approach, see Adelman,
"Infringement Damages - Law and Policy," presented October 19,
1992 at "Antitrust and Intellectual Property: Practice and
Policy Issues for the 1990s," an ABA Continuing Legal Education
Institute co-sponsored by the Section of Antitrust Law and the
Section of Patent, Copyright & Trademark Law (cited herein as
Adelman, "Damages").

29. See Quillen, at footnote 10 supra.

30. "Pecuniary loss" is what the patentee would have earned
had the infringement not occurred. It may be price erosion on
the patentee's sales, it may be lost profits on sales the
patentee lost to the infringer, it may be foregone royalties if
the patentee had licensed his patent, or it may be some
combination of the foregoing. "Reasonable royalty" is the
amount a willing licensee would have paid for using the
invention.

31. In addition, patent damages awards today typically do not
take into account the additional income taxes the patentee
would have paid on his additional income in the "but for"
world, and are calculated based on lost income rather than lost
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royalty which exceeds that which a noninfringer would have

paid, is to give the patentee more than he would have earned in

the absence of the infringement and to treat the patent damages

statute as punitive, not compensatory.32 Those who innovate by

designing around existing patents33 may sometimes find that

their conclusions of noninfringement or invalidity were

incorrect and that they are patent infringers instead. It is

fair that innovators who find themselves in this position

should compensate patentees for the harm they have done, or pay

a reasonable price for their use of the invention, whichever is

the greater. But to require more, as the current law

frequently does, is to discourage efforts to innovate by

designing around existing patents.

C. UNCERTAINTY

As noted above, uncertainty in patent law has been

increased by proliferating the number of issues which must be

tried to resolve a patent infringement suit, and by the number

of instances in which no simple analytic method is prescribed,

____________________________________________________________
cash flow (even though the award will be paid in cash and only
cash can be invested to earn interest). See Quillen, at
footnote 10 supra, Jarosz, "Pre-Tax Versus After-Tax Patent
Damages: Do The Courts Have It Right?," 74 J. Pat. and
Trademark Off. Soc'y.," 938 (1992), Quillen, "Income, Cash, and
Lost Profits Damages Awards in Patent Infringement Cases," 2
Fed. Cir. Bar J. 201 (1992), and Jarosz, "Considering Taxes in
the Computation of Lost Business Profits," 25 Creighton L. Rev.
41 (1991).

32. Adelman, "Damages," supra, pointed out that the law of
enhanced damages is available to punish those infringers whose
conduct was willful.

33. As noted in footnote 7, supra, this is most innovators.
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and a determination one way or the other is to be made by

considering all of the evidence collectively, based on the

totality of the circumstances, or committed to the sound

discretion of a judge. In such instances no one can ascertain

in advance whether a proposed course of conduct is proper or

improper, and the answer is not known in the absence of

litigation.34

Preliminary injunctions in patent cases have also become a

source of increased risk to innovators. Previously such

injunctions were available only upon a showing by the patentee

of, inter alia, likelihood of success on the merits and

irreparable harm.35 As a consequence preliminary injunctions

in patent cases were rare.36 Now it has been ruled that patent

infringement itself is presumed to be irreparable harm.37

That, along with the presumption of validity which can be

overcome only by "clear and convincing" evidence, places the

patentee who can show a "reasonable likelihood of success" on

the infringement issue in the position where he need
____________________

34. See footnote 44, infra.

35. Foster, "The Preliminary Injunction - A New and Potent
Weapon in Patent Litigation," 68 J. Pat. and Trademark Off.
Soc. 281, 282 (No. 6, June 1986)

36. See Szczepanski, "Licensing or Settlement: Deferring the
Fight to Another Day," 15 AIPLA Q. J. 298, 302-303 (1987), and
Morrison, "The Impact of the Creation of the Court of Appeals
for the Federal Circuit on the Availability of Preliminary
Injunctive Relief Against Patent Infringement," 23 Indiana Law
Rev. 169 (1990).

37. Smith International v. Hughes Tool, 718 F.2d 1573, 1581
(Fed.Cir. 1983),
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demonstrate neither likelihood of success on the validity issue

nor irreparable harm. Both are presumed for him, and the

defendant has the task of rebutting those presumptions.38

Thus, preliminary injunctions are now common.39 Similarly,

final injunctions were almost always stayed until after the

appellate process was concluded.40 Now, however, stays of

final injunctions are regularly refused, and the defendant who

is unsuccessful in the District Court is frequently out of

business before his appeal can be concluded.41 Both of these

changes significantly increase the risk and uncertainty for one

who has sought to innovate by designing around another's patent

(and has concluded it is not infringed or is invalid), and is

considering an investment for a new product or new process

based on that conclusion. The possibility that investments may

be rendered worthless by a premature injunction, even if the

conclusions ultimately prove to be correct, creates a risk that

38. See Roper v. Litton Systems, 757 F.2d 1266 (Fed.Cir.
1985).

39. Morrison, supra. But see Glazer, "Preliminary Injunctive
Relief: A View From the '90s," The Journal of Proprietary
Rights (January, 1992), page 2, for an indication that the
Federal Circuit has recently tempered its treatment of
preliminary injunction motions.

40. Szczepanski, supra, 301-302.

41. Szczepanski, supra, 301-302, and Gerstein, "Death to
Infringers - Or - The Two Chances of Obtaining a Stay Pending
Appeal," III Court of Appeals for the Federal Circuit
Newsletter 115 (No. 4, January - July 1986), published by the
Appellate Practice Committee, Litigation Section, American Bar
Association.
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few prudent businessmen would (or should) assume, thus

discouraging economic conduct that enhances consumer welfare.42

Not all of the causes of uncertainty are new to patent

law; many of them have been with us for decades. For example,

the secrecy afforded patent applications means that an

innovator can never be certain a relevant patent will not

appear, even long after his new product or new process has been

commercialized. This is compounded by the ability to file

continuation, continuation-in-part, and voluntary divisional

applications which makes it possible for an applicant to

prolong the pendency of patent applications (and the expiration

of the patents granted thereon) for years, or even decades.43

Interferences, which are conducted in secret, likewise postpone

the issuance of patents, and are a source of similar

uncertainty. The innovator, in effect, is subject to an

indeterminate "black out period" as to the possibility of

subsequent patents that may affect his innovations.

A significant source of uncertainty for would-be

innovators whose innovations may be affected by patents granted

____________________

42. Morrison, supra, 195-197.

43. The continuing patent application is one of the more
bizarre features of U.S. patent law. It is an invitation to
sloppy work by those who practice before the USPTO, and is a
source of much abuse by those who file a sequence of continuing
applications and "reinvent" their claims in light of subsequent
developments by others. It also compounds the workload of the
USPTO by requiring that it reconsider, frequently time after
time, matters already presented to it.
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on domestic inventions arises from our "first to invent"

system. Because such patents are entitled to the benefit of

their "invention dates" in the United States, rather than the

filing dates of the applications on which they were granted,

would-be innovators cannot know in the absence of litigation

and discovery whether the references on which they might rely

in evaluating such patents are effective as prior art (unless

the reference was published more than a year prior to the

patent's filing date). Even if the file history of the patent

of concern happens to contain a Rule 131 affidavit, the actual

invention date may not be revealed. This is just one of

several instances in current U.S. patent law in which the facts

necessary for evaluation of a dispute or potential dispute

cannot know be known without engaging in litigation and

discovery. The result for would-be innovators is another

source of uncertainty and risk.

Perhaps the greatest source of uncertainty is the

"doctrine of equivalents" which affords the patentee protection

beyond the scope of his patent claims.44 The innovator who has
____________________

44. "The dissent's argument is based on the utopian belief
that a copier 'should be able to look at the patent claims and
know whether his [or her] activity infringes or not.' Although
this may be a desirable goal for the patent laws, it is not the
law as it exists. In particular, the doctrine of equivalents
has been judicially created to ensure that a patentee can
receive full protection for his or her patented ideas by making
it difficult for a copier to maneuver around a patent's claims.
In view of this doctrine, a copier rarely knows whether his
product 'infringes' a patent or not until a district court
passes on the issue." Paper Converting v. Magna-Graphics, 745
F.2d 11, 19 (Fed.Cir. 1984). One commentator (Hantman, "Patent
Infringement, 71 J. Pat. and Trademark Off. Soc'y 454 (May
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identified all of the patents relevant to his proposed product

or process and carefully designed his product or process so as

to avoid their claims is nonetheless at risk.45 The

uncertainty associated with the doctrine of equivalents has

been compounded in recent years by decisions of the Federal

Circuit which have articulated different, and difficult,

analytic approaches to the question.46

____________________________________________________________
1990), at 515-16) has observed that "This view by the CAFC that
a copier rarely knows the scope of a patent until it is
litigated violates the raison d'etre of the U.S. patent system.
The establishment of the Patent Office in 1836 to examine
patent applications and determine inventions was intended
specifically to remedy the prior situation in which courts had
determined the meaning and scope of patents during litigation.
A return to that time of uncertain patents and the accompanying
infringement litigation cannot be expected to encourage
innovation."

45. The "doctrine of equivalents" is said to be an "equitable"
doctrine. It is decidedly inequitable. The infringer is by
definition one who successfully designed around the claims of
the asserted patent, an innovation activity said to be
encouraged by the patent system, and then was found to be an
infringer anyway. Abolition would not be unfair to patentees
who after all get to draft the claims that define their
inventions. In practice most patent claims are drafted by
attorneys who have passed an examination for competence. The
public, including innovators, should be able to take patentees
(and their competent attorneys) at their word.

46. See Harris, "Three Ambiguities of the Doctrine of
Equivalents in the Federal Circuit," 69 J. Pat. and Trademark
Off Soc'y 91 (1987), and Adelman and Francione, "The Doctrine
of Equivalents in Patent Law: Questions that Pennwalt Did Not
Answer," 37 U. Pa. L. Rev. 673 (1989). Hantman, supra, at 506-
507, also suggests that Pennwalt did not settle things. These
predictions appear to have been born out. See for example
Wilson v. David Geoffrey, 904 F.2d 677 (Fed.Cir. 1990).
Adelman and Francione, supra, at 729, conclude "We have shown
in this Article that justice can be achieved in almost all
cases without the use of the doctrine of equivalents. Hence,
it should receive a proper burial from the Federal Circuit
except and to the extent that no other just doctrine is
available."
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The effect of risk and uncertainty is to increase the cost

of capital47 for innovations affected by patents,48 those which

at the end of the day turn out to be perfectly proper as well

as those which turn out to have been infringements. In those

instances in which the risk or uncertainty is excessive or the

cost of capital exceeds the expected return, the innovation

does not occur, even if it would have been entirely proper.

Uncertainty is corrosive in this regard; it discourages the

worthy as well as the unworthy.

IV. PROPOSALS

The Report of the Advisory Commission on Patent Law Reform

presents the opportunity to consider a more comprehensive and

substantive reform of the U.S. patent system. The proposals

presented here are intended to simplify U.S. patent law and to

eliminate from it those features which impose excessive and

unnecessary costs, risks, and uncertainties on innovators.

These proposals, if adopted, should reform the U.S. patent

system so that it no longer functions as a deterrent to

innovation in the United States.

47. The cost of capital is greater for uncertain and risky
projects than it is for less risky projects. See Quillen,
footnote 10 supra.

48. As noted in footnote 7, this is most innovation projects.
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A. FIRST TO FILE

Interferences should be abolished and patents should be

granted to the first inventor to file an application.49 The

"first to invent" principle should be abandoned entirely except

that there should be provided by statute an affirmative "prior

inventor" noninfringement defense, personal to the accused

infringer, to the effect that there is no infringement if the

accused article or process (or the feature which causes it to

be accused) was actually reduced to practice in the United

States by the alleged infringer prior to the effective filing

date of the asserted patent.50 The person entitled to raise

this defense should be the "prior inventor," his assignee if

the assignee, at the time the invention was made, was entitled

to assignment of the invention by virtue of an agreement with

the actual inventor or by law, or a purchaser of the entire

49. This is among the principal recommendations of the
Advisory Commission on Patent Law Reform for the purpose of
enabling "harmonization." A "first to file" system is
important in its own right, for reasons noted herein by the
author, and should be adopted in any event and without regard
to "harmonization." The Commission also recommended that
assignees of inventions be permitted to file applications for
patents thereon. This is also a salutary proposal which should
be adopted. For assignee-filed applications, the assignee
should be required to identify the actual inventor or inventors
and make an oath that he believes her/him/them to be true and
original inventors.

50. This is a substitute for the "prior user right" defense
proposed by the Commission. Commission Report, pages 11-12,
21, and 48-53. The availability of this defense should
eliminate the necessity for filing "defensive" patent
applications, i.e., those which are filed only to assure the
inventor the right to use his own work, and thus reduce the
workload of the USPTO.
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business to which the prior invention relates from a person

entitled to raise the defense.

Adoption of the "first to file" system will eliminate two

major sources of uncertainty and expense from the U.S. patent

system; interferences and the aforementioned inability of

would-be innovators to evaluate patents on domestic inventions

in light of references published less than one year before the

filing date of such patents. Other arguments favoring the

"first-to-file" system are set forth in the Commission Report

and will not be repeated here.51 In addition, interferences to

determine who is the first inventor are a source of major delay

in the granting, and hence, expiration, of patents, and the

continuation of first-to-invent system would be wholly

inconsistent with a patent term dated from the filing date as

recommended by the Commission, or from the publication date as

proposed by the author.

51. Commission Report, pages 11-12, 21, and 43-55. It is
often argued that a first-to-file system is arbitrary and
unfair. A "first-to-file" system is no more arbitrary or
unfair than our present "first-to-invent" system. U.S.
interference practice depends on such arcane notions as
"conception," "diligence," "actual reduction to practice,"
"constructive reduction to practice," "senior party," "junior
party," etc., and gives a decided advantage to the first to
file. In the end, the current U.S. system reaches a result
that is no less arbitrary than that of a "first-to-file"
system. If we are to have an arbitrary system for ascertaining
which of two or more inventors is entitled to a patent, and it
is inevitable that we must, then why not have a simple and
inexpensive arbitrary system which does not require a special
proceeding and in which the outcome is certain, rather than our
present complicated and expensive arbitrary system in which the
outcome is uncertain until the proceeding is concluded?
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B. PROVISIONAL APPLICATIONS AND PUBLICATION

Provisional applications (Commission Report, pages 11-12,

21 and 45-46) should be permitted for nonconvention

applications only, at the option of the applicant.52 The USPTO

should be required to provide the nonconvention applicant with

a complete prior art search and first office action within nine

months after the filing date of a provisional application, or a

complete application if the applicant chose not to file a

provisional application.53 The applicant should then have

until twelve months after the filing date of his provisional

application, or complete application if no provisional

application was filed, in which to convert his provisional

application into a complete application, to amend his complete
____________________

52. The Commission did not draw a distinction between
convention applications and nonconvention applications. The
rationale for the provisional application is to enable
applicants to file a "low cost, informal application to secure
their rights to obtain patent protection" to be followed within
twelve months by a complete application so as to afford the
applicant time, among other things, "to explore the commercial
opportunities for the invention." Commission Report, page 11.
The applicant who files a convention application has already
had twelve months for such exploration. To permit convention
applicants to file a provisional application is unnecessary and
would give them an unwarranted advantage over nonconvention
applicants.

53. The nine month period was selected as a convenience for
U.S. applicants contemplating filing foreign patent
applications under the convention so as to afford them the
opportunity to reevaluate their inventions in light of the
prior art and revise their applications accordingly before
filing their convention applications. If this is not thought
important, the nine month period could be lengthened and the
time for filing the prepublication amendment correspondingly
extended. The Commission recommended the availability of an
expedited search upon payment of an additional fee. Commission
Report, pages 23 and 61. The early search and office action
for a nonconvention application proposed herein by the author
would be mandatory, making the expedited search unnecessary.
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application if he did not file a provisional application, or to

abandon his application.54 Conversion of a provisional

application into a complete application, or amendment of a

complete application when no provisional application had been

filed, should be liberally permitted, subject to a "unity of

invention" requirement. This would permit applicants to revise

their notions of what they had invented and their unpublished

applications in light of the prior art search and knowledge

obtained by them in the interval between their first filing and

the prepublication amendment.55

All applications (both convention and nonconvention)

should be published eighteen months after their effective

filing dates unless they were expressly abandoned prior to

____________________

54. The Commission recommended that the one year "grace"
period provided by 35 U.S.C. Sec. 102(b) be retained.
Commission Report, pages 11, 21, and 47-48. This is perhaps
unnecessary. An applicant can file a provisional application
to secure his effective filing date and then have one year in
which to do the things the "grace" period is said to enable.
Even today the "grace" period is of no value to U.S. applicants
who intend to file abroad because it is not recognized by any
of the industrial countries in which U.S. applicants
customarily file. A better change would be to substitute for
the present Sec. 102(b) a provision that the applicant forfeits
his opportunity to obtain a patent on his invention if his
application is not filed within one year after his first
commercial use of the invention without regard to whether the
use was a "public use" or a "secret" use. This would codify
current law. See Metallizing v. Kenyon, 153 F.2d 516 (2d Cir.
1946).

55. The opportunity to revise in light of later discovered
information is the justification most often proffered for the
need for continuation-in-part applications. Liberal amendment
of unpublished applications should meet that need and permit
the abolition of all continuing applications, including
continuations-in-part.
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publication.56 The USPTO would publish the abstract and one

claim of the application in the Official Gazette. The complete

file of the application, including all communications between

the applicant and the USPTO, both prior and subsequent to

publication, should thereafter be open to public inspection and

copying.57 Applications which are abandoned should also be

published unless the applicant requests that the application be

maintained in secret and not published.58 No applicant (or

assignee) would be permitted to file a subsequent application

for patent for an invention that was the subject of an earlier

application by the same applicant (or assignee), and

continuation, continuation-in-part, and voluntary divisional

applications would be abolished.59
____________________

56. The Commission suggested publication within 24 months from
the earliest priority date claimed. Commission Report, pages
12, 23, and 61-63. Eighteen months should be adequate. It is
the time period followed in virtually all other industrialized
countries, it accelerates the commencement of the time for
which damages can be collected if a patent is ultimately
granted, and it provides earlier notice to would-be innovators
of the applicant's claims, and thus reduces the possibility of
costly surprises.

57. This is essentially the same as the Commission's proposal.
Commission Report, page 23 and pages 61-63.

58. The ability to continue to maintain an invention in secret
if it turns out to be unpatentable is the reason given for the
need for secret patent applications. Under the author's
proposal that opportunity is preserved. Nonconvention
applicants need not decide whether the application will be
published until after they have received an office action and
prior art search from the USPTO. Convention applicants may
well receive a prior art search from the patent office in which
they first filed. In any event they have ample time to conduct
their own prior art search and make their own patentability
evaluation.

59. The Commission apparently did not consider whether
continuing applications should be abolished, but did recommend
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C. PATENT TERM AND ENFORCEABILITY

The patent term should commence when the patent is granted

and terminate eighteen and one half years after the publication

date of the application on which it was granted (i.e., 20 years

after the effective filing date of the application on which the

patent was granted). Although the patentee would not be

permitted to file an action seeking damages or an injunction

until the patent is granted, damages, either "pecuniary loss"

or a "reasonable royalty," as proved by the patentee, should

"relate back" to the publication date of the application.60

Injunctions should not be available until after the patent had

been granted.
____________________________________________________________
that the term of patents granted on continuing applications be
dated from the earliest claimed U.S. filing date for a complete
patent application. Commission Report, pages 12, 22, and 57-
59. This still leaves open the possibility that an innovator
could be surprised by the issuance of a patent long after his
innovation had been commercialized and preserves opportunities
for abuse and sloppy practice. The better solution is to
eliminate all continuing applications, i.e., continuations,
continuations-in-part, and voluntary divisionals. See
footnotes 43 and 55. This would also permit the USPTO to stop
worrying about "double patenting."

60. This feature of the author's proposal is similar to the
Commission's suggestion of Provisional Rights (Commission
Report, pages 12, 23, and 63) and results in an effective
patent term of eighteen and one half years from the publication
date of the application on which the patent was granted. Under
the author's proposal a patent will terminate twenty years
after the effective filing date of the application on which the
patent was granted, which is similar to the Commission's
recommendation of a twenty year term from the filing date of
the complete application. The commission selected the filing
date of the complete application because of the requirements of
the Paris Convention, and to place domestic applicants on the
same footing as foreign applicants. Commission Report, pages
12, 22, and 57-59. Under the author's proposal the effective
term of a patent (eighteen and one half years) is the same as
under the Commission proposal, domestic and foreign applicants
are treated the same, and the publication (and ultimately, the
expiration) of patents is expedited.
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D. IN RE HILMER

The In re Hilmer doctrine should be abolished, but not in

the way suggested by the Commission. Rather, published U.S.

patent applications should be effective as references for all

purposes as of their publication dates, i.e., eighteen months

after their effective filing dates, not before, and an

affirmative noninfringement defense should be provided,

available to all accused of infringement, to the effect that

there is no infringement if the accused article or process (or

the feature which causes it to be accused) is disclosed in or

obvious in view of prior art as to the asserted patent and any

U.S. patent or published U.S. application having an effective

filing date prior to the effective filing date of the asserted

patent.61

The author's proposal eliminates all distinctions between

domestic and foreign origin patents and published patent

applications insofar as their effect as references against

____________________

61. The Commission (Commission Report, page 12 and pages
65-66) recommended that, contingent on a satisfactory
harmonization treaty, U.S. patents and published U.S.
applications be applicable as prior art references for novelty
as of their earliest effective filing date (foreign priority
date) and for both novelty and obviousness as of their U.S.
filing date. This is unnecessarily complicated and is an
invitation to complex invalidity litigation. The solution
proposed by the author, i.e., a noninfringement defense that
the accused infringement is anticipated by or obvious in view
of prior art and published applications and patents having
effective filing dates prior to the effective filing date of
the asserted patent, is simpler. Adoption of these proposals
should not await a satisfactory harmonization treaty. They
should be adopted immediately to abolish unnecessary
complications from U.S. patent law.
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other patents and patent applications is concerned; does not

impute to patent applicants knowledge they could not have had,

i.e. unpublished patent applications; but, through the

noninfringement defense, assures that innovators do not

infringe two (or more) patents which are mere obvious

variations of one another. The noninfringement defense here

described, together with the personal "prior invention"

noninfringement defense referred to in the discussion regarding

FIRST TO FILE, should be the only survivors of our first-to-

invent system. All of the rest, interferences, Secs. 102(e)

and 102(g), should be abolished.

E. STANDARDS FOR PATENTABILITY AND THE PRESUMPTION OF
VALIDITY

The standard for determining whether an invention has met

the nonobviousness requirement of Sec. 103 should be restored

to the three-step statutory test mandated by the Supreme Court

inGraham, Adams, and subsequent Supreme Court cases62 and the
____________________

62. The proposals in this section, along with those in the
next section concerning damages and injunctions, would perhaps
be unnecessary if appellate jurisdiction in patent cases is
restored to the regional Courts of Appeals, which are less
likely to ignore Supreme Court jurisprudence. Such a
restoration of appellate jurisdiction to the regional Courts of
Appeals would have the additional virtue that patent appeals
would be heard by courts that regularly hear other cases
involving significant issues of economic policy and thus would
afford the opportunity for patent decisions to be made by
judges familiar with a broader economic context. Of greatest
importance, the Supreme Court would again become the final
arbiter of legal policy issues affecting patents, but would
face those issues only after the arguments on all sides had
been developed and articulated in several (at least two) of the
regional Courts of Appeals unimpeded by stare decisis, and
would not have to deal with them as cases of first impression,
which is often the current situation with the Federal Circuit.
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nonstatutory factors should be abolished entirely as indicators

of nonobviousness.63 The three-step factual analysis

prescribed in Graham should be the exclusive method for

evaluating whether the nonobviousness requirement has been met.

It should be made plain that the "scope and content" of the

prior art to be considered on the obviousness issue includes

all prior art relevant to the problem that was solved, without

regard to whether the prior art itself suggests that it be

considered together.64

The presumption of validity should be restated so that it

is clear the accused infringer has the initial evidentiary

burden of going forward with the evidence, and that his burden

of persuasion is to establish the facts underlying the

obviousness/nonobviousness determination only by a

"preponderance of the evidence." There is no reason in logic

why the burden should be any higher, or extend to the legal

question of obviousness. The pressure in the USPTO to "deal

See Davis, "Why a Single Court for Patents Isn't Enough," New
York Times (Nov. 28, 1992).

63. Kitch, supra, at 281-287, argued that commercial success
should not be relevant to the obviousness issue. Whelan,
supra, at 377-380, argues that commercial success, licensing,
copying by an infringer, and progress through the Patent and
Trademark Office are not independently relevant to the question
of obviousness. Merges, "Commercial Success," supra, at 874,
suggests that only failure of others is directly relevant, and
that reliance on commercial success risks rewarding efforts the
patent system is not designed to reward.

64. This, together with restoration of the analytic method
prescribed by the Supreme Court in Graham and Adams, should
resolve the "combination patent" conundrum.
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with the backlog," which it can do only by issuing patents,65

suggests that any higher burden makes it "more likely than not"

that a lot of patents which never should have issued in the

first place will be ruled valid (or not invalid) under the

clear and convincing standard.66

F. REMEDIES FOR PATENT INFRINGEMENT

The damages statute should be restated to more clearly

provide that the patentee is entitled to recover as damages

either the "pecuniary loss" suffered as a consequence of the

infringement, or a "reasonable royalty" which is a reasonable

payment for the infringer's use of the invention, that the two

are mutually exclusive, and that the patentee is entitled to

the greater of the two, but not some combination of them.67

The injunction statute should be amended to state explicitly

that infringement of a patent shall not be presumed to be

"irreparable harm." One seeking a preliminary injunction

should have the burden of establishing by proof all of the

traditional elements prerequisite thereto, including
____________________

65. See Kitch, supra, at 297. The problem is compounded by
the ability to file continuing applications which enables a
determined applicant to make it impossible for the USPTO to
"dispose" of his application except by granting a patent.

66. The rationale for the "clear and convincing" standard is
the alleged expertise of the USPTO. American Hoist & Derrick,
supra, at 1359. The Supreme Court does not share this regard
for the USPTO. See Graham, supra, at 18, where the Supreme
Court said "We have observed a notorious difference between the
standards applied by the Patent Office and by the courts," and
expressed the hope that "[T]he Commissioner [of Patents would]
... strictly adhere to the 1952 Act as interpreted here."

67. See footnote 30, supra.
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irreparable harm and the likelihood of success on the merits,

and the courts should return to the practice for patents not

previously adjudicated valid of staying injunctions during

appeal. Infringement by virtue of the "doctrine of

equivalents" should be abolished.68

V. COMMENTARY ON OTHER RECOMMENDATIONS OF THE COMMISSION69

A. PATENT ENFORCEMENT ISSUES

The Commission's suggestions on this topic, with three

exceptions, appear to be standard recommendations frequently

made to expedite the disposition of any litigation. No one can

disagree with suggestions that trial dates should be set early

in litigation and adhered to, that lawyers should be civil to

one another, that judges' time should be conserved by use of

magistrates and masters, that mediation or other forms of

voluntary settlement should be encouraged, that experts should

be controlled and their testimony limited to factual issues,

that more judges should be appointed to handle the litigation
____________________

68. See footnotes 44, 45 and 46, supra.

69. These comments on the remaining suggestions and
recommendations of the Commission are limited to those on which
the author believes he is qualified to comment by virtue of his
experience. Some, e.g. those related to computer software
inventions (Commission Report, pages 17, 33-34, and 145-168),
are beyond the author's personal experience. However, a casual
walk through a "software supermarket" certainly leaves the
impression that there is no shortage of new ideas incorporated
in the software products that are available, which presumably
has taken place prior to the prospect of patent protection.
This does at least suggest serious inquiry as to whether the
prospect of obtaining the monopoly made possible by the
exclusive right conferred by a patent is necessary to induce
new ideas in the computer software industry. Perhaps normal
market forces alone are sufficient. See footnote 5, supra.
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flood, etc. The three exceptions, specialized patent trial

courts, intracircuit sharing of judges having patent trial

experience, and "small claims" procedures for certain patent

cases, are unique to patent litigation.70

What all of these suggestions fail to address, at least

with respect to patent litigation, is the source of the

problem. Even if followed, they are unlikely to produce a

salutary result if the problem itself is not addressed. The

problem, as alluded to earlier, is the proliferation of issues

to be resolved in patent litigation and the absence of any

prescribed analytic method for dealing with those issues other

than to consider the evidence collectively, weigh the totality

of the circumstances, or rely on the sound discretion of a

trial judge.

If patent litigation is to be brought under control, the

number of issues to be tried and the facts relevant thereto

(and the discovery necessary to prepare for trial of them) must

be reduced and a simple analytic method for dealing with the

reduced number of issues must be prescribed. Hence the

author's recommendations that consideration of the nonstatutory
____________________

70. Adoption of the suggestions that there should be a
specialized patent trial court or a cadre of traveling
specialist judges for patent trials would be to concede that
patent law cannot be made to perform its function of informing
those affected by it of their rights and duties without the
need for litigation. How can mere mortals be expected to
predict outcomes in advance and arrange their affairs
accordingly if a priesthood of experts is required to resolve
disputes?
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factors in connection with the obviousness inquiry be

abolished, that we return to the three-step analytic method

prescribed by the Supreme Court in Graham, Adams and subsequent

Supreme Court Cases, and that infringement by the doctrine of

equivalents be abolished. Potential litigants using the

Supreme Court analytic method should be able to make better

predictions about the outcome of potential litigation and thus

arrange their affairs so as to minimize the possibility of

litigation. The litigation which does occur should be easier

to deal with because discovery or trial of the nonstatutory

factors would never be required. Patent litigation should not

(and need not) be more complicated than any other type of

litigation.71 A patent trial should require for the liability

portion only documents and expert testimony on the two sides of

the novelty issue, the three statutory factual inquiries set

forth by the Supreme Court for the obviousness issue, and the

infringement question.72

71. This assertion is almost certainly wishful thinking and
undoubtedly underestimates the ability of lawyers to make
complicated things which should be simple, and perhaps is not
applicable to a lost profits damages claim which requires the
creation of a world that never was through expert analysis and
testimony. In any event the scope and cost of litigation is
more often than not proportional to the stakes involved and the
size of the litigants' pocketbooks. Proper and coherent
damages rules as recommended by the author should reduce the
stakes in many cases, and that may help. Impoverishment of
litigants would be a more certain cure.

72. Even the testimony of the inventor would not be required
as Sec. 103 makes irrelevant the manner in which the invention
was made.
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B. BEST MODE

The "best mode" requirement (Commission Report, pages 100-

103) should not be eliminated. If it is a source of confusion,

it should be clarified. Surely it is not unreasonable to

expect a patent applicant who is seeking an exclusive right

from the public to disclose to the public the best mode known

to him for practicing the invention as to which he seeks the

exclusive right and to identify it as such. To do otherwise is

to invite a lack of candor and encourage concealment.

Applicants who file a provisional application or a complete

application in lieu of a provisional application should

disclose in their applications the best mode then known to

them. Subsequently, when they convert to a complete

application or amend the earlier filed complete application,

they should disclose the best mode known to them at the time of

the conversion or amendment.

C. DISCLOSURE OBLIGATIONS

In the same vein, the Commission's suggestion that an

applicant's obligation of candor should be regarded as

satisfied if the USPTO finds and considers a material

reference, no matter how it comes to its attention, should be

rejected (Commission Report, pages 14, 28, and 111-115).

Applicants (and their attorneys) should be expected to disclose

to the USPTO all material references known to them at the time

they file an application, and all that come to their attention

during the course of prosecution of the application. They
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should suffer a penalty if they do not, even if the USPTO finds

the reference by other means. Any lesser standard invites

"game-playing," and establishes standards of conduct that are

inconsistent with an attorney's ethical obligations and what we

should expect of one seeking an exclusive right from the

public.

D. USPTO FUNDING

Should the author's recommendations be followed and the

USPTO adhere to the higher standards for patentability

prescribed in the Supreme Court cases and be required to

provide nonconvention applicants with a complete prior art

search and first office action within nine months after filing,

there is a distinct possibility of higher funding requirements

for the USPTO.73 Consistent with the principle enunciated

earlier that the costs of providing the subsidy represented by

the exclusive right of a patent should be borne initially by

those receiving the subsidy, i.e., by patentees, any higher

funding requirements should be met by increased fees.

____________________

73. This may not turn out to be the case. The office action
and prior art search must be provided anyway, and doing it for
nonconvention applications within nine months after filing
affects only when, not whether, it is done. The USPTO should
certainly be able to realign its priorities to accommodate the
nine month requirement for nonconvention applications which
comprise only about half of current filings. The restored
higher standards for patentability and elimination of the
necessity to file "defensive" patent applications should result
in the filing of fewer original patent applications, and
significant USPTO resources would be made available by the
abolition of interferences and the need to reexamine subject
matter already considered in continuations, continuations-in-
part, and voluntary divisional applications.
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E. REEXAMINATION/REISSUE/DEFERRED EXAMINATION

Reexamination and Reissue are separate procedures for

dealing with two facets of the same problem, the failure of

patent applicants and the USPTO in the original examination

process to "get it right the first time." This perhaps

suggests that emphasis should be placed on the original

examination process, rather than providing remedies for its

failures. Nonetheless, if these procedures are to be

continued, it would seem sensible to combine them into a single

procedure with a clearly defined purpose. Perhaps what should

be done is to have a single procedure in which the patentee

could amend claims which he believes to be invalid or of

improper scope, and in which he could have his patent

reconsidered in light of uncited prior art of which he and his

attorney were unaware during the original examination. Any

broadening of claims should be strictly limited,74 and

innovators who had commercialized new products or new processes

before the reissue application or made substantial preparation

to do so in reliance on the narrower claims should be provided

with a personal noninfringement defense to permit them to

continue. The procedure should not be available during the

pendency of litigation in which the validity or infringement of

the patent is in issue. There should be no "enhancement" of

the presumption of validity for patents which have gone through

the procedure.

____________________

74. The Commission suggested a one year time limit on
broadening reissues. Commission Report, page 130.
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The Commission recommended that we not adopt a deferred

examination procedure. That recommendation is sound. Deferred

examination simply introduces and prolongs uncertainty about

whether a patent will be granted and what its scope will be.

As noted repeatedly herein, excess and unnecessary uncertainty

is a feature of the current U.S. patent system which should be

eliminated to the maximum extent possible. We should not

intentionally add to uncertainty.

VI. SUMMARY OF PROPOSALS

The principal proposals set forth herein are as follows:

1. Patents are granted to the first inventor to file

an application. The applicant may be the actual inventor

or his assignee. Interferences are abolished.

2. Patent applications are published eighteen months

after their effective filing dates and patents terminate

eighteen and one half years after the publication dates of

the applications on which they were granted.

Nonconvention applicants initially may file either a

complete application or a provisional application, and

receive a complete prior art search and first office

action within nine months after filing. Applicants for

nonconvention applications are permitted to amend their

applications up until twelve months after their effective

filing dates. Patent applications are published unless

they have been expressly abandoned. Abandoned

applications are also published unless the applicant
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expressly requests otherwise. No applicant is permitted

to file a second application for the same invention, and

continuation, continuation-in-part, and voluntary

divisional applications are abolished.

3. Prior art for determining patentability includes

public knowledge or use in the United States, patenting in

the United States or elsewhere, and description in a

printed publication (including a published U.S. patent

application) in the United States or elsewhere prior to

the effective filing date of the application. No patent

is effective as a reference (as a patent) until its

granting date and no published patent application (U.S. or

elsewhere) is effective as a reference until its

publication date. The earliest date available to a patent

applicant for antedating a prior art reference is his

effective filing date.

4. The standards for patentability mandated in

Graham, Adams, and subsequent Supreme Court cases are

restored, and the nonstatutory factors now required to be

considered in regard to the obviousness question are

abolished. The prior art regarded as available to and

considered by the "man of ordinary skill in the art"

includes all prior art relevant to the problem solved,

without regard to whether it states that it should be

considered together.

5. The presumption of validity is restated to

require proof of the underlying factual issues only by a
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preponderance of the evidence, and the injunction statute

is restated to indicate that patent infringement is not

presumed to be irreparable harm. Infringement by the

doctrine of equivalents is abolished. Two additional

affirmative noninfringement defenses are provided: that

the article or process accused of infringement (or the

feature which causes it to be accused) was actually

reduced to practice in the United States by the accused

infringer (or by one from whom he was entitled to

assignment of the invention at the time it was made, or by

one who purchased the entire business to which the

invention relates from a seller who was entitled to the

defense) prior to the effective filing date of the

asserted patent; and that the article or process accused

of infringement (or the feature which causes it to be

accused) was described in or obvious in view of the prior

art listed in paragraph 3 of this summary and any U.S.

patent or published U.S. patent application having an

effective filing date earlier than the effective filing

date of the asserted patent.

6. The patent damages statute is amended to make it

more clear that the patentee is entitled to recover as

damages the greater of either his pecuniary loss or a

reasonable royalty, one or the other, not some combination

of them.
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VII. SUMMARY OF THE ADVANTAGES OF THE PROPOSALS

The foregoing provides a comprehensive plan for

simplification and reform of the U.S. patent system which

should prove advantageous to all affected by it -- patentees,

innovators who introduce new products and new processes, the

USPTO, and, perhaps most important of all, consumers, whose

interest the system is supposed to serve. The advantages to

each will be dealt with in turn.

A. PATENTEES

Patentees are provided a straightforward and simple system

for securing their patent rights. They file their

applications, receive (in the case of nonconvention applicants)

a prompt and complete prior art search and office action, and

are afforded the opportunity to amend their applications before

they are published, or, if they choose, to abandon their

applications and have them remain secret forever. The

examination of their applications is straightforward; there is

no concealed prior art (e.g., prior U.S. inventions or

unpublished but prior filed U.S. patent applications) to be

considered. Rule 131 affidavits and interferences and the need

to prove dates of invention are a thing of the past, as are

"double patenting" rejections. The granting of patents is not

delayed because of interferences or because the USPTO is

diverted from its examination task by the need to reexamine in

continuing applications subject matter that it has already

examined in prior applications. The effective term of patents
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is lengthened: it is eighteen and one-half years, rather than

the present seventeen. The evaluation of validity and

infringement issues is simplified. There are clear and simple

analytic methods for doing so and the only "non-transparency"

for the patentee is the "prior invention" defense by the

alleged infringer. All other defenses are based on information

that is readily accessible to the patentee. He should face

fewer disputes, and those which do occur should be more easily

(and less expensively) resolved. He is distressed to learn

that the restored higher standards for patentability mean fewer

of his existing patents are respected by others (and to be

advised that some of them are probably invalid and shouldn't be

enforced), but relieved when he changes to his role of

innovator to be told that there are fewer patents owned by

others that are of concern with respect to his new products and

new processes. There is unmitigated joy when he realizes he

can reduce the size of his patent and licensing departments and

his R&D staff can return to its primary job of creating new

products and new processes, rather than spending large amounts

of time with patent attorneys, because the restored higher

standards for patentability mean he needs (and can get) fewer

patents and that there are fewer patents of others that affect

his new product and new process plans.

B. INNOVATORS

The "black-out" period for pending patent applications is

no longer indeterminate; it is the eighteen months between the
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filing and publication of a patent application. By evaluating

the patents which have been granted and the patent applications

which have been published as of the date his innovation is

commercialized and for a period of eighteen months thereafter

he can be certain that he is aware of all of the patent

problems he will ever encounter for that innovation and can

reach an informed judgment as to what he should do. Abolition

of the doctrine of equivalents makes more certain his

conclusions regarding noninfringement. The evaluation of

validity questions can proceed with more certainty because of

the simple analytic method applicable thereto. There are no

"non-transparencies" for the innovator; he can evaluate all of

his defenses, including his affirmative noninfringement

defenses (prior actual reduction to practice by himself or his

assignor, and anticipation or obviousness in view of prior art

and applications or patents having effective filing dates prior

to the effective date of the patent of concern) on information

that is readily accessible to him. The prior actual reduction

to practice noninfringement defense assures that he will be

able to continue to use his own earlier work and can

discontinue filing "defensive" patent applications for that

purpose, and the anticipation/obviousness noninfringement

defense assures that he will never be required to pay more than

once for the use of a single innovation. Because of the

restored higher standards for patentability he faces fewer

disputes with other patent owners, and those which do occur are

more easily (and less expensively) resolved. He is relieved

42



when he learns that there are fewer patents owned by others

that affect his innovations, but distressed (when he changes to

his role of patentee) to be told that fewer of his existing

patents are respected by his competitors and that he shouldn't

attempt to do anything about it. There is unmitigated joy when

he realizes he can reduce the size of his patent and licensing

departments and his R&D staff can return to its primary job of

creating new products and new processes, rather than spending

large amounts of time with patent attorneys, because there are

fewer patents of others that affect his innovation plans and

because the restored higher standards for patentability mean he

needs (and can get) fewer patents.

C. THE U.S. PATENT & TRADEMARK OFFICE

The resources of the USPTO are conserved because it no

longer need devote time and energy to the resolution of

interferences or the reexamination in continuing applications

of subject matter that already has been presented to it before

in prior applications.75 Fewer patent applications are filed
____________________

75. The question does arise of what transition provisions
should be applied to presently pending U.S. patent
applications, both original and continuing applications. The
answer should be simple. Apply the new law to them as soon as
it becomes effective. Those which have received an office
action and prior art search as of the effective date of the
statutory amendments should be afforded the opportunity to
amend or abandon within three months after the effective date
of the amendments and those which are not abandoned should be
published nine months after the effective date. Those which
have not received an office action and prior art search should
receive them within nine months after the effective date of the
statutory amendments and thereafter should proceed on the same
schedule as a newly filed nonconvention application, i.e.,
amend or abandon within three months after the office action
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because the necessity to file "defensive" patent applications

no longer exists and because the restored higher standards for

patentability mean that fewer patents are available (and

because patentees and innovators have reduced the size of their

patent staffs and thus their capacity to file large numbers of

patent applications). Patent prosecution is simplified and

expedited because all prior art to be considered is accessible

to the USPTO. For the USPTO there are no "non-transparencies."

Rule 131 affidavits to prove priority and "double patenting"

rejections are a thing of the past. Factors and considerations

once regarded as relevant no longer need be considered.

Patentability evaluations are simplified and expedited because

of the explicit and simple analytic method to be applied.

D. CONSUMERS

Consumers benefit most of all. Resources provided by the

consumer for the examination of patent applications and for the

resolution of patent disputes (courts, judges, etc.) are
____________________________________________________________
and publish six months thereafter if not abandoned. The term
of these transition patents should be seventeen years from the
granting date of the patent or eighteen and one-half years from
the publication date, at the election of the patent applicant
made at the time of his first response to the USPTO after the
effective date of the statutory amendments. Validity for all
patents should be evaluated under the restored higher standards
for patentability, the new noninfringement defenses should
become effective as to all patents as of the effective date of
the amendments, and no continuation, continuation-in-part, or
voluntary divisional applications should be permitted after the
effective date of the amendments. Pending interferences should
be concluded expeditiously and no new interferences should be
declared after the effective date of the amendments. Or
perhaps all interferences should be discontinued and the
applications handled as outlined above. A prior inventor who
was the second to file would have a personal noninfringement
defense that would permit him to practice his invention.
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conserved. The restored higher standards for patentability

mean that the excessive innovation costs made necessary by

today's lowered standards for patentability are reduced. The

elimination of risks and uncertainties for innovators reduces

the capital costs for innovation investments. As a consequence

of the reduction of these excess costs, which are borne by the

innovation process and diminish the amount of innovation, there

are more innovations. The consumer has available to him more

new products (and products made by new processes), and their

prices are lower. That is a good thing.
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BaselineBaselineBaseline

•• Genomic research Genomic research -- early stages early stages 

•• Tools Tools -- developing developing 

•• Databases Databases -- bioinformatics developing bioinformatics developing 

•• Public importance of rapid research built Public importance of rapid research built 
on public database on public database 

•• Oncology Oncology -- worldwide research worldwide research 

•• Novel research in infant science and infant Novel research in infant science and infant 
markets markets 



Understanding GenomesUnderstanding Genomes

Variability

Function

GenotypeGenotype
(DNA Analysis)(DNA Analysis)

SequenceSequence
DatabaseDatabase

ExpressionExpression
(RNA Analysis)(RNA Analysis)



Tools to Understand GenomesTools to Understand Genomes

GenotypeGenotype
(DNA Analysis)(DNA Analysis)

SequenceSequence
DatabaseDatabase

ExpressionExpression
(RNA Analysis)(RNA Analysis)

Research Research 
ToolsTools



Fundamental QuestionsFundamental QuestionsFundamental Questions

•• Who owns the genome? Who owns the genome? 

•• Who controls access to the genome?Who controls access to the genome?

•• Who can monetize the genome?Who can monetize the genome?



Should Naturally Occurring Gene 
Sequences be Patented
Should Naturally Occurring Gene Should Naturally Occurring Gene 
Sequences be PatentedSequences be Patented

•• The “land grab” in gene patentsThe “land grab” in gene patents

•• Rewarding early innovators vs. the cost to Rewarding early innovators vs. the cost to 
societysociety

•• Chilling effect on both public and private Chilling effect on both public and private 
sector researchsector research

•• Alternatives to patents on naturally occurring Alternatives to patents on naturally occurring 
gene sequencesgene sequences



Patent Acceleration  Patent Acceleration  Patent Acceleration  

•• Explosive growth in patentsExplosive growth in patents
–– Doubling of patent filings by US corporations, Doubling of patent filings by US corporations, 

1988 1988 -- 20002000

•• ThreeThree--fold increase in patent litigation, 1981 fold increase in patent litigation, 1981 --
20002000
–– Costs proportionately much higher in biotechCosts proportionately much higher in biotech

•• LicensingLicensing

•• Research moving offshore Research moving offshore -- US competitive US competitive 
positionposition
–– “Brain drain” impacts US competitive position“Brain drain” impacts US competitive position



ArraysArrays

Components of Research MarketComponents of Research MarketComponents of Research Market

Software &
Bioinformatics

Software &
Bioinformatics

ReagentsReagents

Databases
&

Content

Databases
&

Content

Intellectual
Property

Intellectual
Property

InstrumentsInstruments

GeneticGenetic
InformationInformation

–– AcquireAcquire
–– Interpret Interpret 
–– ManageManage



Codification of the Research ExemptionCodification of the Research ExemptionCodification of the Research Exemption

•• Exists only as a “gentleperson’s agreement”Exists only as a “gentleperson’s agreement”

•• To encourage universities and other nonTo encourage universities and other non--profits profits 
to be to be Innovation IncubatorsInnovation Incubators

•• Needed to bring rules of the road, both to Needed to bring rules of the road, both to 
researchers and to patent holdersresearchers and to patent holders

•• Distinction between commercial and Distinction between commercial and 
noncommercial is key, with requirements that noncommercial is key, with requirements that 
research be available in the public domainresearch be available in the public domain



A Patent Licensing DatabaseA Patent Licensing DatabaseA Patent Licensing Database

•• License database minus trade secretsLicense database minus trade secrets

•• Maintained by government entityMaintained by government entity

•• Brings sunshine to the licensing processBrings sunshine to the licensing process

•• Infant marketInfant market



PTOPTOPTO

•• Recent BIO/Pharma agreement with FDA on Recent BIO/Pharma agreement with FDA on 
PDUFA III a possible modelPDUFA III a possible model



ActionsActionsActions

•• Codify research exemptionCodify research exemption

•• Monitor patent processMonitor patent process

•• Strict penalties for patent misuseStrict penalties for patent misuse

•• License databaseLicense database

•• Specific examination of component integrationSpecific examination of component integration
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On behalf of the Pharmaceutical Research and Manufacturers of America 
(“PhRMA”), I am pleased to appear before you today to present testimony on Issues of 
Competition in the Pharmaceutical Industry.  I am a physician and an attorney with the 
law firm of Ropes & Gray, specializing in representing the research-based industry at 
the intersection of intellectual property and FDA regulatory law.  PhRMA represents the 
country’s leading research-based pharmaceutical and biotechnology companies, which 
are devoted to inventing medicines that allow patients to lead longer, healthier and more 
productive lives.  Having invested over $30 billion in 2001 alone in discovering and 
developing new medicines, PhRMA companies lead the way in the search for cures. 

Today, I will speak on the drug development cycle and the fundamental role 
intellectual property rights play in this cycle; the importance of maintaining incentives for 
pharmaceutical research and development; and the compatibility of competition and 
intellectual property rights.   
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Achieving the promise of pharmaceutical innovation requires the maintenance of 
strong and predictable intellectual property rights.  The social value of the 
pharmaceutical industry is apparent and profound.  Not only is it the source of cost-
effective treatments that continue to increase life expectancy and bring better lives, it is 
also a significant contributor to the strength of the United States economy. 

The private sector research performed by the research-based pharmaceutical 
companies is essential to the innovation that has supported the health care revolution in 
America.  The research-based pharmaceutical sector is the single largest source of 
research and development funding in the world.  As a result, the American 
pharmaceutical industry now leads the world in pharmaceutical innovation. 

Strong intellectual property protection is essential to a vital innovative 
pharmaceutical industry.  The strength of intellectual property rights protection 
profoundly impacts investment decisions.  This investment is essential to enable further 
pharmaceutical innovation, as it now supports the extraordinary progress from which 
this and future generations all benefit. 

The incentives for innovation that are secured by intellectual property rights are 
also essential to promote competition, both among research-based companies and 
between research-based and generic companies.  This investment supports the 
constant efforts of research-based companies to develop innovative products to 
compete with the p roducts of other research-based companies in a given therapeutic 
class.  This investment also promotes competition between research-based companies 
and generic companies.  And this is a crucial point to understand.  Simply stated, 
generic companies are in the business of copying products developed by research-
based companies.  To the extent investment does not occur to fund the development of 
these innovations, research-based companies and generics alike will have fewer new 
products, and less competition will occur. 

The pharmaceutical industry depends upon a cycle of innovation that is 
supported by strong and predictable intellectual property rights.  Intellectual property 
rights protect early stage innovation that is essential to the development of new 
treatments and cures.  These rights enable development of government-approved, 
marketable drug products.  By providing research-based manufacturers an opportunity 
to benefit financially from the innovations they develop, these rights also provide the 
necessary incentive to promote further investment to support the research, development 
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and refinement needed to discover future treatments and cures and provide them to the 
public. 

Robust patent rights for initial and sequential product development are needed to 
promote innovation and related competition.  Sequential product innovation is an 
important feature of the innovative process for the pharmaceutical industry.  As you can 
well imagine, innovation does not occur in a predictable, consistent manner.  It comes 
as it will, sometimes quite serendipitously.  The full range of patent protection is critical 
to achieving the full benefits of sequential innovation.  In addition, innovation and 
competition in the pharmaceutical industry requires the ability to make economically 
efficient decisions regarding intellectual property transactions and disputes, whether 
with regard to licensing or settlement of infringement claims.  Good faith efforts to 
protect internal innovations and to make economically sound decisions regarding their 
use should not be subject to extraordinary antitrust scrutiny that discourages such 
conduct. 

The current system of patent rights provides predictability and protects against 
abuses.  Should abuses arise, ample remedies exist.  The FTC, for example, continues 
to exercise its authority in a manner that makes clear abuses will not go unchecked. 

I would now like to describe the drug development process, the vast commitment 
in time and money it demands, and the magnitude of risk inherent to it. 

The key to the pharmaceutical industry’s innovation is its ever-growing 
investment in research and development.  Pharmaceutical companies are investing 
more in research and development than ever before.  Enormous investments are 
necessary to support this time-intensive, extremely expensive, and risky effort. 

On average, economists estimate that it takes 10-15 years to develop a new 
drug.  Most drugs do not survive the rigorous development process – only 20 in 5,000 
compounds that are screened enter preclinical testing, and only 1 drug in 5 that enters 
human clinical trials is approved by the FDA as being both safe and effective. 

The average cost to develop a new drug has been estimated to be $802 million, 
according to a recent study conducted at Tufts University, independently corroborated 
by a study conducted by the Boston Consulting Group.  New drug development is also a 
lengthy process, and total drug development time has grown significantly.  Average total 
drug development time has gone from 8.1 years in 1960, to 11.6 years in the 1970s, to 
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14.2 years in the 1980s and 1990s.  Since 1980, the average number of clinical trials 
conducted prior to filing a new drug application (NDA) has more than doubled, and the 
number of patients in clinical trials has tripled. 

At the same time, average returns from marketing a new drug have dropped.  A 
1998 Congressional Budget Office report estimated that, for a variety of reasons, 
average returns to a pioneer from marketing a new drug had declined by approximately 
12% since 1984.  Despite popular misconceptions about the invariable profitability of 
pharmaceutical companies, most marketed drugs fail to cover their research and 
development costs. 

Even the largest pharmaceutical companies cannot diversify the underlying 
research and development-based investment risk.  They must rely upon a handful of 
flagship products for the majority of their sales, and the commercial life of a drug – from 
market launch to patent expiration – is generally less than seven years.  Consequently, 
even major companies must develop a block-buster every two to three years, or face 
massive financial contraction.  The frequency of mergers of research-based companies 
is a direct consequence of this basic market dynamic.  As market conditions have 
become increasingly competitive, this dynamic has become even more significant. 

According to a 1994 study of drugs introduced between 1980 and 1984, for every 
ten drugs that came to market, only three covered the average development costs.  This 
period is prior to the enactment of the abbreviated proceeding to facilitate generic drug 
competition.  The same study showed that the top 20% of products with the highest 
revenues generated 70% of the returns.  Increasing development time and costs, and 
decreasing average returns suggest that even fewer new drugs now cover their 
development costs than did in the period of 1980 to 1984. 

In contrast, the costs to develop generic drugs are, in both relative and absolute 
terms, extremely low, allowing generics to enter the market at dramatically reduced 
prices, as they have done at increasingly high rates.  In 1984, generics accounted for 
19% of the prescription drug market; by 2000, generics accounted for 47% of the 
prescription drug market.  Statistical research shows that the first generic entrant will 
come in at a dramatically reduced price from the pioneer, (with the exception of 
generics that receive a half year’s relative exclusivity under Hatch-Waxman for 
challenging a pioneer’s patent), and subsequent generic entrants will lower the price 
even further.  Pioneers lose more than 40% of their market on average to generics soon 
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after patent expiration. 

While costs have increased in inflation-adjusted terms for all R&D phases, the 
increases have been particularly acute for clinical trials.  The inflation-adjusted annual 
growth rate for capitalized clinical costs (11.8 percent) has been more than 5 times 
greater than that for pre-clinical work.  Clinical costs have risen largely due to 
increasingly demanding FDA regulatory requirements accompanied by the complexity of 
designing clinical trials. 

Formal clinical trials occur in three phases.  In Phase I, drugs are evaluated for 
safety in healthy volunteers in small initial trials.  The first trial is conducted with a single 
dose of the drug.  If the drug is shown to be safe, multiple doses of the product are 
evaluated for safety in other clinical trials.  In Phase II, the primary focus is to evaluate 
the safety further and obtain preliminary data on the efficacy of the drug.  Second-stage 
trials are conducted with patients instead of healthy volunteers.  A phase III trial requires 
the participation of many patients, and is the last stage before a new therapy can be 
considered safe and effective for general use. A phase III trial will often compare the 
new therapy with a more standard or traditional therapy, and is designed to determine if 
the treatment is an improvement over previous therapy. 

Cumulatively, several thousand patients may be studied during the clinical 
phase.  Numerous medical procedures are performed on the patients to acquire the 
necessary safety and efficacy data to support the marketing application.  Beyond these 
pre-approval requirements, sponsors often take additional post-marketing steps to 
ensure that their products can be used safely.  FDA usually completes its review of a 
“standard” drug in 10 to 12 months although longer review periods are common. 

With the scale of the investment and risk research-based pharmaceutical 
companies must face to develop new treatments, strong intellectual-property protection 
is essential for the preservation and growth of the research-based pharmaceutical 
industry – and thus for the continuing development of new and better medicines for 
patients.  (For additional information on pharmaceutical innovation, please see 
http://innovation.phrma.org.) 

I would like to turn to the importance of intellectual property rights protection both 
for innovation and competition in the pharmaceutical industry. 

 



 

 

6

 

While patents are more or less significant to innovators in all industries, they are 
absolutely crucial to the pharmaceutical industry.  Without current levels of intellectual 
property protection, there would be no significant pharmaceutical industry – at least not 
in its current form.  And neither would there be a significant generic industry – because 
few new drugs would be developed for generic companies to copy. 

The reason is simple:  companies would not be able to invest the huge amount of 
time and money it takes to discover and develop a new medicine if they did not have a 
sufficient opportunity to make a sufficient return before generic competitors copy and 
market the drug at greatly reduced cost. 

It is important to underscore that pharmaceutical inventions rarely reap the 
benefits of the full statutorily-mandated patent term.  The full patent term in the U.S. is 
20 years from the date a patent application is filed.  Due to the basic requirements of 
patent law and the obvious market incentives to file a patent early, drug firms have a 
strong inducement to apply for patents early in the development process.  However, the 
lengthening development and FDA review times mean reduced effective patent lives – 
that is, time on the market following FDA approval. 

The average period of effective patent life for new medicines introduced in the 
early to mid-1990s with patent-term restoration is only 11-12 years.  Innovators in other 
industries, who do not need regulatory approval before going to market, typically receive 
up to 18.5 years of effective patient life. 

I understand that you are also interested in understanding better how intellectual 
property rights impact competition, both between researched-based companies and 
between research-based and generic companies.  Let me begin with competition 
between research-based companies. 

Pharmaceutical patents confer exclusive rights to market a specific product for a 
limited amount of time.  Pharmaceutical patents do not grant the manufacturer a 
monopoly on the treatment of any specific disease.  Other manufacturers are free to 
produce and offer different medicines to treat the same disease, and there is strong 
competition between products within therapeutic classes.  For example, different 
patented medicines to reduce cholesterol and limit  blood pressure compete vigorously 
against each other. 
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Thus, contrary to the assertions of some, rapid recent growth of the generic drug 
industry is not the only source of increased competition in the pharmaceutical market.  
The competition among research-based pharmaceutical companies continues to 
increase.  One company’s patent on a specific drug does not preclude other innovator 
companies from making rival medicines to treat the same disease. 

Increased competition in the rush to find new and better cures for diseases has 
resulted in a shortening period during which a new breakthrough medicine can hope to 
be alone on the market.  For example, Tagamet®, an ulcer drug introduced in 1977, had 
6 years on the market before another drug in the same class, Zantac®, was introduced.  
In contrast, Invirase®, the first of a new class of anti-viral drugs known as protease 
inhibitors, was on the market only 3 months before a second protease inhibitor, Norvir®, 
was approved.  Patients and the American health care system benefit from this robust 
innovator competition. 

With respect to competition between research-based and generic companies, 
first it is important to understand that the 1984 Hatch-Waxman law stimulated the 
development of a generic pharmaceutical industry in the United States.  Since the law’s 
passage, the generic industry’s share of the prescription drug market has jumped from 
less than 20 percent to almost 50 percent today.  The economic realities of non-
innovator commodity production allow generics to enter the market at a significant 
discount, and for prices to decrease with increased generic entry. 

Before the 1984 law, it took 3 -5 years for a generic copy to enter the market after 
the expiration of an innovator’s patent.  Today, generic copies often come to market as 
soon as the patent on an innovator product expires.  Prior to the Hatch-Waxman law, 
only 35 percent of top-selling innovator medicines had generic competition after their 
patents expired.  Today, almost all innovator medicines face such competition.  
Competition from generic products generally occurs as a pioneers’ patents in major 
markets expire. 

These market developments, carefully balanced with protections for pioneer 
intellectual property,  have spurred additional innovation and competition.  Brand-name 
manufacturers have introduced new dosage formulations that provide superior 
therapeutic properties than the original formulation (e.g., calcium channel blockers), and 
introduced over-the counter versions of products (e.g., anti-inflammatories, H2 blockers).  
These competitive innovations have been effective for selective drug products and 
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categories in those cases where physicians and patients find these incremental 
innovations sufficiently attractive to forego use of less expensive generic alternatives. 

Another area of interest to the FTC, as evidenced by the speech of Chairman 
Muris, is the possible existence of “patent thickets” and the relationship between 
sequential innovation and patent protection. 

First, the development of “Patent Thickets,” while a recognized occurrence in 
other industries and a possible issue in the biotechnology industry with respect to 
research tools, is not a major factor for therapeutic products  in the pharmaceutical 
industry.  In contrast to the discrete nature of chemical and pharmaceutical innovation, 
progress in other key technologies – such as microelectronics, telecommunications, and 
computers – has been cumulative.  Virtually any advance required access to a bundle of 
prior patents.  In contrast, value and effective patents in the pharmaceutical industry 
give exclusive rights to a particular chemical compound, a specific molecule, or 
particular methods, to use such compounds or molecules. 

Sequential innovation leading to improved product improvements, however, is an 
important element of competition in the pharmaceutical industry, and patent protection 
is an essential precondition for that innovation.  Much of this sequential innovation is the 
result of internally generated research.  

Sequential product innovation is an important feature of the pharmaceutical 
industry.  Industry data indicate that of the $26 billion spent by U.S. firms on 
pharmaceutical research in 2000, $5 billion (19 %) was spent on post-launch R&D for 
new indications, new formulations, and other improvements to existing products.  
Sequential product innovation is spurred by and fosters competitive pressures.  
Moreover, sequential product innovation expands the variety of therapeutic choices 
available to consumers.   

The pharmaceutical industry is characterized by significant first-mover 
advantages.  At the same time, breakthrough drugs generally face competition within 
their initial patent life from other branded drugs of the same therapeutic class. This sets 
up a competitive environment in which branded rivals rely heavily on product 
differentiation to achieve competitive advantage over other branded rivals. Further, with 
eventual generic competition a certainty under the Hatch-Waxman Act, branded 
manufacturers try to develop improved products to retain sales.   
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Sequential product innovation also produces substantial consumer benefits.  It 
results in a variety of different drugs within the same therapeutic class that have 
different clinical and side-effect profiles.  This gives physicians more options to fit the 
drug to the needs of the individual patient.  For example, differentiated competition 
within the selective serotonin reuptake inhibitor and serotonin/norepinephrine reuptake 
inhibitors (“SSRI/SNRI”) category has produced a wide variety of new therapeutic 
indications for this class of drugs, including treatment of obsessive-compulsive disorder, 
panic disorder, social anxiety disorder, post-traumatic stress disorder, and premenstrual 
dysphoric disorder.  The substantial demand for improved variations of pioneer drugs 
even after the introduction of lower-priced generic competition for the breakthrough 
version attests to the consumer benefits attributable to this sequential innovation. 

Furthermore, antitrust concerns about “switching strategies,” in which branded 
manufacturers attempt to introduce new patented versions of their products on the eve 
of generic competition, is misplaced.  This concern implies a market failure that does 
not exist in today’s pharmaceutical marketplace.  If the product does not deliver a 
genuine improvement to patients, doctors simply will not prescribe it.  Moreover, 
pharmacy benefit managers and formulary committees will not pay higher prices for it, 
and it will lose sales to generic competition.  If the product does deliver such benefits, it 
will gain sales.  In neither case should the antitrust laws attempt to override the decision 
of the marketplace.  Commissioner Anthony has herself stated that she is inclined to 
trust doctors and patients to determine the relative worth of a new product. 

Thus, the full range of patent protection is critical to achieving the benefits of 
sequential innovation.  The innovative formulation or method of use itself can be directly 
patented.  In the case of new indications, method-of-use patents can protect the use 
itself.  However, the potential for substantial off-label use can make this form of 
protection illusory.  Where the innovation involves a new version of the compound or a 
new formulation, the new version can often be separately patented.  Similarly, 
innovators can attempt to obtain additional patents on related discoveries in the field.  
Collectively, these approaches allow innovators to make it more difficult for competitors 
to circumvent potentially narrow patents.  This available coverage can provide a 
sufficient degree of patent protection to warrant investment in new indications for 
existing products and for new dosage forms. 

Innovators also need to obtain patent protection to provide freedom to operate.  
Pharmaceutical companies will often patent around an existing product to increase the 
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chances that they will not be blocked by the patents of others.  Such patenting allows 
the pioneer innovator greater freedom to develop new indications, new formulations and 
lower-cost manufacturing processes.  It protects against the risk that someone else 
could patent some aspect of its existing drug and knock that drug off the market or 
extract an extortionate royalty to keep the product on.  Examples would include 
patenting different molecular structures that could appear in trace amounts in the 
marketed product or through in vivo conversion. 

 

To conclude, the pharmaceutical industry is alive and well.  Innovation continues 
apace, and competition is robust.  The system works.  However, it is delicately 
balanced.  It relies ultimately upon enormous investments of time and money, to support 
an innovative process that is inherently uncertain.  Maximizing the certainty that a 
research-based manufacturer can obtain, inform, defend and make full, legitimate use 
of intellectual property rights is essential to maintaining the cycle of innovation upon 
which the industry and public rely. 

Thank you. 



We measure the We measure the tradeofftradeoff betweenbetween

ll The increase in consumer benefits The increase in consumer benefits 
from providing greater access to the from providing greater access to the 
stock of prescriptions drugs now stock of prescriptions drugs now 
available, andavailable, and

ll The loss of consumer benefits due to The loss of consumer benefits due to 
the reductions in efforts to develop the reductions in efforts to develop 
and market new prescription drugs.and market new prescription drugs.



BottomBottom--line on the tradeoffline on the tradeoff

For every dollar in consumer benefit For every dollar in consumer benefit 
realized from providing greater realized from providing greater 
access, other consumers would be access, other consumers would be 
harmed at a rate of three dollars from harmed at a rate of three dollars from 
reduced innovation.reduced innovation.



BottomBottom--line on the tradeoff, line on the tradeoff, cont.cont.

This 3 to 1 ratio of harm to benefit This 3 to 1 ratio of harm to benefit 
indicates that consumers would not indicates that consumers would not 
be served by policy changes that be served by policy changes that 
would reduce patent protection or would reduce patent protection or 
accelerate generic entry.accelerate generic entry.



U.S. Consumer ExpendituresU.S. Consumer Expenditures

Currently U.S. consumers spend Currently U.S. consumers spend 
$206 B annually on prescription $206 B annually on prescription 
drugs, nearly 3% of total consumer drugs, nearly 3% of total consumer 
spending. spending. 



U.S. Consumer Expenditures, U.S. Consumer Expenditures, cont.cont.

a.a. U.S. consumers spend U.S. consumers spend 
approximately $150 B on branded approximately $150 B on branded 
pharmaceuticals that are patentpharmaceuticals that are patent--
protected. protected. 

b.b. U.S. consumers spend the U.S. consumers spend the 
balance of $56 B on generics and balance of $56 B on generics and 
branded pharmaceuticals that branded pharmaceuticals that 
have gone off patent.have gone off patent.



Annual U.S. Consumer Surplus from Annual U.S. Consumer Surplus from 
Prescription Drugs ExpendituresPrescription Drugs Expenditures

The gains to U.S. consumers from The gains to U.S. consumers from 
their purchases of prescription drugs their purchases of prescription drugs 
now on the market sum to $180 B per now on the market sum to $180 B per 
year. year. 

a.a. Consumers gain $64.5 B in Consumers gain $64.5 B in 
consumer surplus from prescription consumer surplus from prescription 
drugs that are patentdrugs that are patent--protected.protected.



Annual U.S. Consumer Surplus from Annual U.S. Consumer Surplus from 
Prescription Drugs Expenditures, Prescription Drugs Expenditures, cont.cont.

b.b. Consumers gain $115.5 B in Consumers gain $115.5 B in 
surplus from the purchase of surplus from the purchase of 
prescription drugs that are not prescription drugs that are not 
patent protected:  $103 B from patent protected:  $103 B from 
generic drugs and $12.5 B from generic drugs and $12.5 B from 
branded prescription drugs that branded prescription drugs that 
are off patent. are off patent. 



Valuing Health ImprovementsValuing Health Improvements

William William NordhausNordhaus (2001) frames the (2001) frames the 
issue in terms of a choice issue in terms of a choice 
concerning the second half of the concerning the second half of the 
20th Century:   Which of the 20th Century:   Which of the 
following combinations would a following combinations would a 
typical American prefer? typical American prefer? 



Valuing Health Improvements, cont.Valuing Health Improvements, cont.

1.1. The combination of life The combination of life 
expectancy and quality of life in expectancy and quality of life in 
1950 along with the goods and 1950 along with the goods and 
services in the year 2000, services in the year 2000, oror

2.2. The combination of life The combination of life 
expectancy and quality of life in expectancy and quality of life in 
2000 along with the goods and 2000 along with the goods and 
services in the year 1950.services in the year 1950.



Murphy andMurphy and TopelTopel (2002) finding(2002) finding

U.S. consumers would be willing to U.S. consumers would be willing to 
give up nearly $10 T in other goods give up nearly $10 T in other goods 
and services for 10% reductions in and services for 10% reductions in 
cancercancer--related deaths and heartrelated deaths and heart--
related deaths.related deaths.



Discounted Present Value of U.S. Discounted Present Value of U.S. 
Consumer Surplus from the Stock of Consumer Surplus from the Stock of 
Prescription Drugs now on the MarketPrescription Drugs now on the Market

The present value of current and The present value of current and 
future consumer surplus from the future consumer surplus from the 
stock of drugs now on the market stock of drugs now on the market 
is in the range of $ 6 to 10 T.   is in the range of $ 6 to 10 T.   

This figure is based on three This figure is based on three 
components.components.



Discounted Present Value, Discounted Present Value, cont.cont.

a.a. Consumers will continue to benefit Consumers will continue to benefit 
from patented drugs during the from patented drugs during the 
remaining period of patent life. remaining period of patent life. 

b.b. Consumers will continue to benefit Consumers will continue to benefit 
from prescription drugs already off from prescription drugs already off 
patent. patent. 

c.c. Consumers will benefit as patents Consumers will benefit as patents 
now in force expire. now in force expire. 



One side of the tradeoff One side of the tradeoff ––
“static efficiency” gains“static efficiency” gains

The present value of the consumer The present value of the consumer 
gains over time from making the gains over time from making the 
current stock of patented current stock of patented 
prescription drugs “immediately prescription drugs “immediately 
accessible” is in the range of $540 B accessible” is in the range of $540 B 
to $620B.to $620B.



The other side of the tradeoff The other side of the tradeoff ––
“dynamic” losses“dynamic” losses

The present value of the consumer The present value of the consumer 
losses from reduced innovation losses from reduced innovation 
associated with eliminating patents associated with eliminating patents 
is in the range of $1.3 T to $1.6 T.is in the range of $1.3 T to $1.6 T.



Access and Innovation Access and Innovation –– Effects Effects 
on Consumers on Consumers 

For every dollar in consumer benefit For every dollar in consumer benefit 
realized from providing greater realized from providing greater 
access, other consumers would be access, other consumers would be 
harmed at a rate of three dollars from harmed at a rate of three dollars from 
reduced innovation.reduced innovation.



Access and Innovation Access and Innovation –– Effects Effects 
on Consumers, on Consumers, cont.cont.

This 3 to 1 ratio of harm to benefit This 3 to 1 ratio of harm to benefit 
indicates that consumers on net indicates that consumers on net 
would not be served by policy would not be served by policy 
changes that margin would reduce changes that margin would reduce 
patent protection or accelerate patent protection or accelerate 
generic entry.generic entry.
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AlcatelAlcatel’s mission ...’s mission ...

DESIGNDESIGN
DEVELOPDEVELOP

BUILDBUILD

… enabling any type of content to be delivered to any type … enabling any type of content to be delivered to any type 
of customer anywhere in the world.  of customer anywhere in the world.  

Market innovative and 
competitive communications 

networks & solutions ...
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AlcatelAlcatel
the enabler ofthe enabler of

globalglobal
communicationcommunication

Our positioning ...Our positioning ...

Complete portfolio 
of network 
solutions

Global presence

Integration capabilities 
of any network type
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An unmatched portfolio of products and An unmatched portfolio of products and 
solutions in 2001 ...solutions in 2001 ...

Satellites:Satellites:
N° 4N° 4 wwww

DWDM & SDH:DWDM & SDH:
N° 1N° 1 wwww

wwww leaderleader
in Intelligent in Intelligent 

NetworksNetworks

N° 1 inN° 1 in
Contact centersContact centers

ATM:ATM:
N° 2N° 2 wwww

UniqueUnique
broadband broadband 

access: access: 
Fixed or MobileFixed or Mobile

Reliable and carrier Reliable and carrier 
gradegrade

core networkscore networks

RevenueRevenue--ready ready 
value added value added 
applicationsapplications

Complete Complete 
professional professional 

servicesservices

leaderleader
in enterprise in enterprise 
voice & data voice & data 
convergenceconvergence

N° 1 N° 1 
IN SERVICE PROVIDERIN SERVICE PROVIDER

INFRASTRUCTUREINFRASTRUCTURE

N° 1 in  N° 1 in  
Broadband  Broadband  

accessaccess

N° 1 IN GLOBALN° 1 IN GLOBAL

OPTICAL TRANSPORTOPTICAL TRANSPORT
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2001 facts and figures ...2001 facts and figures ...

25,4 billion Euros sales25,4 billion Euros sales25,4 billion Euros sales

11.3% invested in Research & 
Development 

11.3% invested in Research & 11.3% invested in Research & 
Development Development 

99,000 employees
active in 130 countries generated 

Over 22,000 engineers 

99,000 employees99,000 employees
active in 130 countries generated active in 130 countries generated 

Over 22,000 engineers Over 22,000 engineers 
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Sales by segment of activity ...Sales by segment of activity ...

45%

29%

14%

12%

Carrier Networking

Optics

e-Business

Space & Components
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We serve all type of customers ...We serve all type of customers ...

MLEs SMEs

Mobile 
operatorsBSPs

CarriersISPs

Mobile
Phones

ConsumersConsumers
EnterprisesEnterprises

ServiceService
ProvidersProviders
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And serve our customers worldwideAnd serve our customers worldwide……

+ 500,000 + 500,000 

EnterprisesEnterprises
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OpticsOptics
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Alcatel’s Alcatel’s opticaloptical
networking activitiesnetworking activities

TMN & services

Submarine systems

Terrestrial systems

Fiber & cables

Optical components
Network
components

Network
solutions

Network
intelligence
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C
ap
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ity

Capacity
Cost

Optimization Photonic Era

DWDM
SDH/SONET

Fully
Optical 

Switching
& Routing

Optical 
Protection

Mesh Managed
Restoration

New
Generation

Optical

Leading the optical network evolution...Leading the optical network evolution...
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Optimizing total cost ofOptimizing total cost of
network ownership (TCO)network ownership (TCO)

Cost and flexibility are today more important
than capacity for our customers

Core: Lowest cost
per managed bit

Metro: Lowest
cost per managed

connection

Distributed or centralized
network management

Alcatel’s TCO
optimization
foundations
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AlcatelAlcatel R&D R&D 
CentersCenters
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Research & Development centersResearch & Development centers

Antwerp 
Belgium

Stuttgart 
Germany

Marcoussis
France

Ottawa 
Canada

Dallas 
USA

Shanghai 
China

Alcatel R&D Sites

• 1 R&D center in Shanghai, China

• 3 R&D centers in Europe:
• Marcoussis, France
• Stuttgart, Germany
• Anvers, Belgium

New

• 2 R&D centers in North America:
• Dallas, USA
• Ottawa, Canada



ARCHITECTS OF AN INTERNET WORLD
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Alcatel’s Alcatel’s shared values ...shared values ...

t Four core values:

44 customer commitment: the first priority for all of uscustomer commitment: the first priority for all of us

44 innovation: goes beyond technologyinnovation: goes beyond technology

44 teamwork: behaving as a member of a single corporationteamwork: behaving as a member of a single corporation

44accountability: we all share the destiny of Alcatelaccountability: we all share the destiny of Alcatel

t Through Alcatel values, we promote:
44 best business practicesbest business practices

44 corporate citizenshipcorporate citizenship

44 environmental concernenvironmental concern

… for a … for a sustainablesustainable developmentdevelopment
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Intellectual PropertyIntellectual Property

t Patents
t 6000 Patent Families
t 22,000 Individual Patents World Wide
t Fiber Optics
t Switching
t Software
t ADSL

t Trade Secrets

t Trademarks

t Copyrights

Intellectual Property is a Key to Alcatel’s success - This is particularly true 
in the information age as opposed to the industrial age
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Alcatel’s Alcatel’s PositionPosition

t The Constitution of the United States provides
t Article 1, Section 8
t “To promote the progress of Science and useful Arts, by securing for limited 

Times to Authors and Inventors the exclusive Right to their respective Writings 
and Discoveries.”

t Purpose of the hearing is to discuss in broad terms the meeting of 
Intellectual Property protection and the protection of free competition

t Draw the line at fair competition, not free competition

Constitutionally Fair, not Free Competition!
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Why Patents Are Important to AlcatelWhy Patents Are Important to Alcatel

•Alcatel innovates to bring value to its shareholders
•Alcatel invests $3B each year of its shareholders money in 
research and development of new ideas and technologies that 
will benefit mankind.

•Alcatel’s reward should be its enjoyment of a limited period 
of time where it can profit from its true innovation without 
competition.  This is the promise of the constitution.

•There is nothing bad about a limited period free from 
competition for an innovative solution to a perplexing problem 
that will be contributed to the public domain at expiration.

It is unlikely that a company can long continue to make 
this kind of investment in research and development if 
its ability to deliver a payback to its shareholders is not 
protected for a limited period of time.
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PatentsPatents

•Have proliferated over the past few years
•Founding Fathers thought to encourage innovation

•Uncertainty with regard to Patents will chill competition

•Trade Secrets are more important in a time of uncertainty
•Patents are impractical for protecting early stage R&D

•Value of IP staggering but so is cost of innovation
•Courts no longer providing certainty

•Patent Litigation is very expensive due to lack of certainty
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What is causing the increase in PatentsWhat is causing the increase in Patents

t We are in the Information Age

t With this increase in information, we can more easily identify, 
understand and solve problems

t We live in the Age of the Greatest Innovative Processes

t During the last 150 years we witnessed exponential growth in 
innovation during the industrial age

t It will accelerate during the information age

t The focus the FTC and the Department of Justice is placing on 
the innovative process is warranted to ensure

t Current solutions are effective in promoting fair competition
t Public disclosure of innovative solutions
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Why the Founding Fathers encouraged Why the Founding Fathers encouraged 
Innovation and Public disclosureInnovation and Public disclosure

t The founding fathers knew that great strides would be made in 
society if innovation and disclosure was encouraged.

t Innovation had been protected by non-disclosure (common law 
of trade secrets).

t In order to coax companies to disclose their secrets, a time 
limited monopoly was granted to those companies who would 
disclose their inventions and innovations in such a manner that 
would allow others to practice their innovations at the expiration 
of the period.

t This was such a divinely inspired priority that it was made a part 
of the Constitution of the United States, the highest law of the
land.
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Patent Uncertainty will Chill CompetitionPatent Uncertainty will Chill Competition

•Patent Process is too slow
•Far too many patents fail due to lack of validity
•Obtaining and maintaining patents is expensive 
and time consuming

•$200,000 over the lifetime of a patent
•Not including enforcement actions

•Major patent litigation costs around $2M per 
month that could be going into innovation, 
development and further research

There is a lack of certainty chilling innovation
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Patent Uncertainty will Chill CompetitionPatent Uncertainty will Chill Competition

•New Companies emerging with short sighted 
patent philosophy
•These companies look to exploit the innovation 
of smaller companies through marketing 
schemes and ignore IP rights as “old world”
•It is short-sighted because, if innovation is not 
protected and encouraged, the day will come 
when they run out of companies with technology 
to exploit

There is a lack of certainty chilling innovation



All rights reserved © 2001, Alcatel — 25Corporate Strategy - 28/02/02 -

IP Business ModelsIP Business Models

Alcatel “New World”

Innovation Own R&D Acquires R&D

IP View R&D is Critical     No in-house R&D

IP Investment No IP Investment

Invests in IP Reaps from IP 

Reinvests in Does not reinvest in

R&D R&D
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Trade Secrets are ImportantTrade Secrets are Important

t Particularly in a time when Patents cannot be counted on to be 
enforceable.

t Companies hold on to their innovations as trade secrets

t Common Law trade secrets have been enforced throughout the 
history of courts.

t Trade Secrets are an important and basic property right.

t The very adoption of the patent law to encourage disclosure 
indicates that the founding fathers assumed as assured that every 
person would have the right to its trade secrets

t Initially, all innovation takes place in the trade secret environment

It is in the secret of the laboratory where 
Innovation first takes place
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Today, even Trade Secret Law is UncertainToday, even Trade Secret Law is Uncertain

t There is a wide disparity between the states on trade secret 
protection

t This is a basic property right and should be uniform throughout 
all states to maximize the encouragement of innovation

t Today Patent Law cannot be relied on to protect the theft of trade 
secrets from the laboratory 

t The only remedy for a company who invests in R&D to protect its 
innovation is the law of trade secrets

t inevitable disclosure injunctions should be available in all 
jurisdictions through the implementation of a uniform federal trade 
secret law

t A trade secret is the precursor of a patent

t Without trade secrets there would be nothing to disclose as a 
patent
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Patents are inadequate to Protect Laboratory Patents are inadequate to Protect Laboratory 
Research and  InnovationResearch and  Innovation

t Patents do not become effective until issued

t The Patent issuance process takes up to 3 years (20 years in  
some cases)

t If a group of employees working on a highly secret and 
innovative lab project are induced to leave as a group

t And they are hired by a competitor to develop substantially the 
same product as they were working on in the prior employers lab

t No sale has been made
t No patent has been issued or applied for
t The only property right that exists is the trade secret

t We need a federal trade secret law as a part of our Patent 
Program
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The Value of IPThe Value of IP

t It is hard to imagine the value of innovation
t in terms of the benefit to society

t Car
t Phone
t Refrigerator
t Computer

t in terms of dollar value
t Billions and the Trillions

t Companies can only realize the full value in the free market with 
the full protection of trade secret law and patent law combined

t We never get full value in court
t juries and judges cannot comprehend the immense value that would be 

realized absent the infringement
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Expensive LitigationExpensive Litigation

t When a party has to go to court to enforce its patent rights
t There can be millions of pages of documents
t Cost can be staggering for the handling and review of these 

documents

t The basic issue always revolves around the belief that the party
against whom the patents are asserted has a reasonably good 
chance of winning on the validity issue.

t If the patent is found to be valid, there is a pretty good shot on 
the infringement issue.

t Patent litigation tends to settle on the courthouse steps only after 
the bulk of the expense has been made.

t Greater certainty would greatly reduce the costs of litigation.
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SummarySummary

t Alcatel is a company founded on the core principle of innovation

t Provide more and more for less and less

t Alcatel invests Billions in research and development

t Alcatel must protect its investment using the intellectual property 
laws and the fair competition laws

t If Alcatel did not protect the value of its innovations, shareholders 
would soon cease to invest in a company that lets its inventions
walk out the door

t There is uncertainty in both the trade secret field and the patent 
field

t Uncertainty increases costs and wastes valuable resorces
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Goals and Objectives of US Patent System  
A Jeffersonian Perspective

n “That ideas should freely spread from one to another over 
the globe, for the moral and mutual instruction of man, 
and improvement of his condition, seems to have been 
peculiarly and benevolently designed by nature…
Inventions then cannot, in nature, be subject of property. 
Society may give an exclusive right to the profits arising 
from them, an encouragement to men to pursue ideas 
which may produce utility, but this may or may not be 
done according to the will and convenience of the society, 
without claim or complaint from anybody…”



TSMC Patent Prosecution Goals and 
Objectives

n Enabling TSMC to manufacture securely and freely;
n Enabling TSMC to sustain competitive advantage 

(including but not limited to: i.) Enhancing the global 
technological image of TSMC; ii.) Providing to customers 
additional value added; and iii.) Leveraging access to third 
party technologies);

n Minimizing patent infringement liability/damages/costs 
(including significant lost management time);

n Increasing shareholder value; and
n Increasing employee welfare (financial, job security, 

enhanced working environment, etc.).



TSMC Patent Filing Considerations

n Patentability;
n Competitive Analysis;
n Advanced Process Technology Roadmap;
n Portfolio Value;
n Design around;
n Other intellectual property value; and 
n Litigation considerations.



TSMC Patent Prosecution Efforts are 
Intensifying

n Driven by increased patent activity by others in 
industry;

n Increased infringement claim activities;
n Globalization requires filing in more 

jurisdictions;
n Quantity vs. Quality (filing/maintenance costs)
n Since 1988: 

n US- 3225 applications/1993 issued
n ROC- 3417 applications/2213 issued
n Goals - 500 U.S. each year



Value of Patent Portfolio to TSMC

n Leverage in joint development 
projects with customers;

n Licensing technologies/royalty 
generation;

n Defensive position;
n Litigation resource;
n Enhanced technological image;



Challenges

n Patent Tolling
n Deleterious affect of proliferation of litigation;
n Return to pre-1930’s beliefs in the right to exploit 

patents as a Lockean natural right against which 
society has no claim – this was not the intention 
of the Founding Fathers;

l Many patent owners have tried to stretch patents 
beyond the scope of the real invention thereby 
creating unfair results;

n Insufficient dedicated resources of U.S. PTO.
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Opening Statement of Dr. Richard L. Thurston1 

Vice President and General Counsel 
Taiwan Semiconductor Manufacturing Company2 

 
FTC/DOJ Hearings on Competition and Intellectual Property 

Law and Policy in a Knowledge-Based Economy 
 

Business and Other Perspectives on Real-World Experience with Patents 
March 20, 2002 

Washington, D.C. 

 

 
Introduction. 

 
 

 The Founding Fathers of the United States of America provided in the 
Constitution for Congress “to promote the progress of science and useful arts, by 

securing for limited times to authors and inventors the exclusive right to their 
respective writings and discoveries.” 3 U.S. Patent system proponents argue that the 

patent grant created by the Founding Fathers creates the potential for financial and 
other economic returns to the inventor, thus providing incentives to invest in 

expensive and time consuming research and development (“R&D”) necessary to 
promote technological advancement and entrepreneurism. In return for the 

opportunity to obtain an economic return, the inventor not only must disclose to the 
public the invention, but also is given a time-limited monopoly right to exploit the 

invention. Absent legal protection and economic incentives, there may well be little 
motivation for inventors to invest in new R&D since new products could be copied 

cheaply by “free rider” competitors.  
 

                                                 
1 Dr. Thurston is Vice President and General Counsel of TSMC. His career started as an associate at the 
Philadelphia-based law firm of Duane Morris. From 1984 – 1996 he worked at Texas Instruments, where he was 
Vice President, Corporate Staff, and Assistant General Counsel. From 1996 – 2001 he was a senior partner at the 
Dallas-based law firm of Haynes and Boone, where he helped to create a technology practice for the firm and 
established the firm’s “Telecom Corridor” office in Richardson, Texas. Immediately prior to joining TSMC, he was 
a founding partner of Kelt Capital Ventures, LP, a Dallas-based consulting and venture capital organization. Dr. 
Thurston earned a Ph.D. from the University of Virginia and a JD from Rutgers School of Law, Camden, New 
Jersey.  
2 Taiwan Semiconductor Manufacturing Company is the world’s largest semiconductor contract manufacturer, or 
“foundry.” Established in the late 1980’s, TSMC is headquartered in the Hsin Chu Science-Based Industrial Park, 
Taiwan, Republic of China. With manufacturing operations located in Taiwan and in the United States, TSMC has 
had issued in the U.S. nearly 2000 semiconductor manufacturing process-related patents since 1988.  
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 Taiwan Semiconductor Manufacturing Company (“TSMC”) commends the 

FTC/DOJ efforts to review the issues surrounding intellectual property, innovation, 
entrepreneurship and their interplay with US competition laws. We especially 

welcome the opportunity to share our thoughts and recommendations on this 
important topic. 

 
 

 

 
A Historical Perspective .4 
 

 A strict reading of the U.S. Constitution could easily lead any reviewer to 
conclude tha t the Founding Fathers had intended to grant to inventors a specific 

monopoly right to exploit their patented inventions for relatively unrestricted 
economic gain. To the contrary, it can be argued that at least Messrs. Jefferson (the 

first U.S. administrator of patents), Franklin, Madison, and Pinckney intended to 
provide protection to the country and to encourage inventions that were beneficial to 

the country as a whole. 
 

 The considerations given to the enactment and implementation of the Patent 
Clause were considerable in the late 1700’s and early 1800’s. The personal papers of 

Jefferson and Madison are replete with discussion on this point. Jefferson and 
Madison were opposed originally to a monopoly grant to inventors because of a 

deep-seated concern that such rights could be abused against the better interests of 
public good and welfare. Jefferson, when writing to Madison about a “Bill of Rights,” 

wanted to prohibit all monopolies of any kind because of his abhorrence of British 
monopolistic practices. He ultimately changed his reservation: 

 
“That ideas should freely spread from one to another over the globe, for the 

moral and mutual instruction of man, and improvement of his condition, 
seems to have been peculiarly and benevolently designed by nature… 

Inventions then cannot, in nature, be subject of property. Society may give 
an exclusive right to the profits arising from them, an encouragement to 

men to pursue ideas which may produce utility, but this may or may not be 

                                                                                                                                            
3 U.S. Constitution, Art. I, Section 8, Paragraph 8. 
4 The following discussion is based on joint research undertaken in the mid-1990’s as part of a larger study on 
antitrust laws and innovation by Steven P. Reynolds, Esq., R. Darryl Burke, Esq., and Dr. Richard L. Thurston, 
Esq. 
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done according to the will and convenience of the society, without claim or 
complaint from anybody… ”5  

 
Writing in the Federalist, No. 43, Madison came out in favor of a restricted patent 

grant system because the “public good fully coincides…with the claims of 
individuals.” A significant factor in his support, however, was the change in 

draftsmanship of the Patent Clause so as to cover the “securing” of a right, rather than 
of guaranteeing a favor of special privilege to all inventors or creators. Compensation 

and other considerations given to inventors would be “just” but balanced in the best 
interests of the nation-at-large. While inventors could profit from the fruits of their 

toil, such entitlement would only exist to the extent that the inventions provided 
society with a fundamental ongoing productive value. We should continue to 

appreciate and honor the spirit and intentions of Jefferson and Madison.  
 

Innovation in the Microelectronics Industry 
 

Innovation is at the core of American entrepreneurism and competitiveness. 
Many factors influence innovation, whether it is to create for creativity’s sake; to 

create for the public good, to create for personal notoriety, or to create purely for 
commercial advantage or economic gain. Innovation has been a key factor in the  

 
 

growth of the microelectronics industry during the past several decades, especially as 
concerns the revolution which has been experienced in the semiconductor based 

segment of that industry.  
 

In the case of TSMC, once a “start-up” established merely 14 years ago during 
the late-1980’s, innovation and entrepreneurship have been key principles at the heart 

of the company’s existence and culture. They are increasingly important to our future 
success. The establishment of TSMC as the world’s first semiconductor foundry (and 

today’s largest semiconductor contract manufacturer) enabled the creation and 
proliferation of a new generation of semiconductor companies  - the “fabless” 

semiconductor company. 6 With TSMC’s emergence as a credible manufacturer, 
Silicon Valley and other semiconductor start-ups no longer needed to be dependent on 

                                                 
5  
6 In the semiconductor industry, the facility in which semiconductor devices are manufactured is referred to as a 
wafer fabrication facility, or “fab” for short. A “back-end” facility is commonly referred to as the assembly and test 
operations where the semiconductor chips are packaged and tested for eventual incorporation into end equipment 
such as digital cameras, cellular phones and notebook computers. 



March 20, 2002, 
Dr. Richard L. Thurston 
Page 4 of 12 

the integrated device manufacturers (“IDMs”) such as IBM, Motorola, Intel, TI, etc., 
for often scarce capacity and more importantly, manufacturing process technology 

resources. The emergence of the semiconductor foundries has allowed venture capital 
investors better to utilize investment funds since their invested companies no longer 

have been required to expend significant capital for brick and mortar. Instead of 
building costly new facilities, the start-ups could focus limited, valuable resources on 

R&D and the creation of technologies and products that have truly exceeded the 
wildest expectations of Messrs. Jefferson and Madison as to benefiting society and 

mankind. 
 

Efficient use of limited financial resources has been a material factor behind the 
emergence of new semiconductor technologies, whether it is the technologies which 

drive the functioning of digital TVs and digital cameras, the global operation of cell 
phones and PDAs, or the inner workings of the Xbox game systems. The voracious 

appetite of American and global consumers for advanced technologies is growing, but 
it is not without a price. Back in the late 1980’s, a world-class semiconductor fab cost 

approximately $250 million to build. Today, one of TSMC’s world-class twelve-inch 
facilities costs in excess of $4 billion to build and fit out for manufacturing.7 Without 

new technological breakthroughs, future fab costs will continue to mount. 
Consequently, fewer companies can afford to build their own fabs. TSMC’s customer 

base exceeds 150 fabless companies and includes an increasing list of IDMs.  
 

 Furthermore, to increase the density of the circuitry of a semiconductor device 
requires tremendous innovative efforts to advance the feature size of the devices. To 

achieve the densities and efficiencies of new device technologies, further requires 
extensive R&D efforts and expense on the part of TSMC and other manufacturers to 

achieve high quality, reliable, and high yield bearing manufacturing processes. To 
manufacture each new device generation requires TSMC to spend in excess of $300 

million a year on R&D efforts alone.8 
 

 In order to assist in the creation of new fabless companies and the creation of 
new technologies, TSMC has funded three venture capital funds to invest in potential 

customers. Additionally, we are considering the creation of additional venture capital 
funds to continue to finance innovation, including assisting start-ups fund patent 

                                                 
7 The term “twelve inch” refers to the size of the silicon wafer on which semiconductor devices are built. The 
twelve inch wafer is significantly more costly to build than its 8” predecessor. The geometries of the devices built 
on a 12” wafer are now of the .13micron size. 
8 This amount does not include investments of our customers in joint development projects, such as the one 
recently announced by TSMC with Philips (Netherlands) and ST Microelectronics of France. 
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prosecution activities. Other companies in and throughout the industry have taken 
similar initiatives. For example, while at Texas Instruments, I helped to establish TI’s 

venture capital arm in early 1996, TI Ventures, which has invested significantly in 
emerging growth companies since 1996. I roughly estimate that venture capital 

funding of emerging growth companies will cost in excess of $100 million dollars for 
each company that successfully takes its product to the marketplace. Most of the 

investment will go into R&D and productization. However, increasingly large sums of 
invested funds are spent on the prosecution of patent portfolios and licensing from 

third parties. 

 

 
Role of Patents and Other Intellectual Property and Related Trends in the 
Semiconductor Industry. 
 

 Intellectual property, especially patents and trade secrets, play a significant role 
in the success and failure of semiconductor companies. For TSMC, the value added is 

multiple: 
 

a. Enabling TSMC to manufacture securely and freely; 
b. Enabling TSMC to sustain competitive advantage (including but not limited to: i.) 

Enhancing the global technological image of TSMC; ii.) Providing to customers 
additional value added; and iii.) Leveraging access to third party technologies); 

c. Minimizing patent infringement liability/damages/costs (including significant lost 
management time); 

d. Increasing shareholder value; and 
e. Increasing employee welfare (financial, job security, enhanced working 

environment, etc.). 
 

Initially, TSMC placed the heaviest emphasis on items #b, d, and e as the 
underlying value of, and justification for, creating an intellectual property portfolio. 

During the past several years, the focus has shifted increasingly to items #a and c as 
the principal reason d’être for creating a strong patent portfolio. Part of the shift is the 

result of the fact that many of TSMC’s senior management originated from TI, IBM 
and other major semiconductor companies which have achieved significant success in 

freedom to operate and in financial performance from strong, tested patent portfolios. 
As we have achie ved leadership in advanced process technologies, we also wish to 

protect those technologies from “free riders” similar to the way in which TI addressed 
that threat in the mid-1980’s.  
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Inherently, engineers are extremely creative. They desire to innovate in an 

unrestricted, non-bureaucratic environment. Innovation is at the core of their 
motivation, not solely obtaining patents (although that has changed somewhat as 

incentives (see below) can become significant factors in the filing of disclosures). In 
obtaining a patent for an innovation, engineers tend to place significant value on the 

notoriety of obtaining one or more patents and as a credential for one’s CV rather than 
the commercial success of the innovation. Their employers, on the other hand, which 

have invested significant sums of monies into the R&D efforts of engineering staff 
(let alone, in many cases, the academic training of engineering talent), want to protect 

those assets over time. In order to increase productivity in developing patent 
portfolios, corporations have increased steadily the level of incentivization given to 

engineering talent beyond base compensation. Incentive awards based on disclosures, 
issued patents, patents, which withstand legal challenges, etc., are provided as 

additional incentives. So, too, are stock options and grants in emerging growth 
companies.   

 
Having spent many years advising entrepreneurs in the start-up of their businesses, 

I have seen an evolution in the emphasis which investors have placed on intellectual 
prope rty portfolios. Initially, in the 1970’s and 1980’s, principal interest was in 

innovation for innovation’s sake and time-to-market principles. Because patents were 
difficult to enforce in the courts, and since prosecuting a patent meant public 

disclosure ultimately, patents were often not pursued extensively by the Start-up 
Company. However, as the courts recognized increasingly intellectual property rights 

and validated patents as a rule rather than the exception, the attitudes of investors and 
corporations alike changed dramatically. So, too, did the resources required to protect 

those interests in the courts. 
 

By the dawn of this century, as a general rule, a microelectronics company would 
not obtain venture capital funding unless the company had at least one patent 

application in the mill at the U.S. PTO. Similarly, companies would be required in 
their funding documents (placement memorandum, contracts, representations and 

warranties) to provide assurances that their technologies did not infringe any and all 
other patents or other intellectual property. Finally, VCs increasingly sought to secure 

their investments with IP collateral by filing security statements against such 
intellectual property.  

 
 Today, most high-tech companies, especially in the semiconductor industry, have 
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increased substantially their IP budgets so as to place them in a better defensive and 
ultimately offensive position, portfolio-wise vis-à-vis their competition (known and 

unknown). Similarly, an increased dedication of budget to pure research has emerged 
within certain semiconductor companies such as Intel, IBM, TI and TSMC.  While 

continuing to place significant emphasis on innovation for innovation’s sake, TSMC 
also has been increasingly forced by the litigious infringement environme nt to 

develop its patent portfolio for defensive/cross-licensing purposes. As a result, we 
have increased substantially the filing of patent applications principally with the U.S., 

Taiwan PTOs, and increasingly in other jurisdictions such as the EU, Japan and China. 
This effort has come at great cost and expense, diverting key resources (monetary and 

manpower) from commercialization of technologies. We believe that most other 
companies are in a similar boat and, therefore, the workload of the various PTOs 

around the world has increased exponentially over the past decade.  
 

Because we must maintain our freedom to manufacture the products of our 
customers, the filing of increased numbers of patents has been an unwanted necessity 

to TSMC. Similarly, as the number of patent infringement claims climb, so too must 
the technical and legal efforts of our company and those of our customers, to counter 

those claims, especially through expensive and time consuming non-use and prior art 
investigations. Increasingly, start-up fabless companies and foundries such as TSMC 

are being subjected to growing infringement claim efforts. Over the past twenty years, 
I have noticed a significant increase in one’s ability to uncover prior art to invalidate 

patent claims because of the overload of patent examiners globally. Even most 
sophisticated IT capability is not totally effective in this area. Nevertheless, 

companies like TSMC are tired of being pushed around unnecessarily and will 
increasingly undertake efforts to respond in a responsible way for our customers, 

employees and shareholders.  
 

To the extent that infringement claims and challenges originate from companies 
which generate revenue principally from the products and technologies which they 

sell, then fabless and foundry companies alike are capable of addressing the issues in 
a more business-like, professional manner, and thus better able to evaluate their risks 

and to develop IP and business strategies alike to anticipate and counter such 
contingencies. Therefore, a strong TSMC patent portfolio can be, and will be used in 

cross-licensing negotiations, in joint development projects, as well as in creating basic 
strategic commercial transactions. Unfortunately, the environment has changed 

significantly in recent years so that patent “trolling” has become more the rule rather 
than the exception. 
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As economic conditions have deteriorated during the past several years, an 

unfortunate trend has emerged. First, as many companies close their doors and/or sell 
off assets, many entrepreneurial companies have emerged solely to purchase IP 

portfolios from distressed companies and then to generate revenues from licensing 
efforts. Those companies, just like several other famous non-operational patent 

holders and their successors, have nothin g to lose but everything to gain by 
threatening litigation9 and pursuing unrelentlessly significant revenue streams from 

royalties, even when parties that they pursue already have existing license agreements, 
but in such cases they are not satisfied with terms and conditions negotiated 

previously! Don’t take this wrong, inventors should be able to be compensated justly 
for their innovative efforts and to obtain a fair return on their significant investments. 

That which is wrong with the present environment is that the “trolls” do not have to 
worry about counterclaims, they do not have to worry about being shut down, or ever 

having to pay royalties themselves. Normally, they have no ongoing R&D efforts, and 
no expenses of their own. The playing field has become far from balanced as was 

intended by the Founding Fathers.  
 

 The other development has been the creation by a number of companies of 
“profit centers” in their licensing activities. As corporations have been unable to 

sustain competitiveness in the market place, because of their own ineffectiveness (as 
compared with the environment encountered by TI in the mid-1980’s), they have 

increasingly resorted to generating lost commercial revenues through an aggressive, 
independent (from business operations) licensing program. Increasingly, as 

commercial and financial pressures cause many companies to have cut back in their 
ongoing R&D during the past several years, those companies have sought to rely on 

older patent portfolios and to milk those portfolios to the fullest extent possible until 
the patent term expires. In some cases, the profit centers have no connection with 

business operations and therefore, business solutions are increasingly difficult to 
negotiate. Thus, the level of litigation may be rising in direct proportion to the 

worsening of economic conditions within the corporate world.  
  

Consequently, over the past several years, it can be argued, as many have stated in 
these hearings, that patent prosecution has become increasingly less the result of 

innovation but rather a defensive and offensive tool in an increasingly litigious world. 
                                                 
9 Professor Lerner in his recent prepared statement to the FTC has litigation has increased significantly 
and has had a deleterious effect on innovation. We concur with Professor Lerner’s observations as well 
as his concern “that an individual will succeed in getting a preliminary injunction to shut down activity 
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Competitive market forces, on the other hand, have sustained innovation, generally, 
not related specifically to a well-honed patent system. Providing value to TSMC’s 

customers has been driven by our desire to excel in developing most advanced 
technologies rather than by the size and quality of our patent portfolio. As a general 

rule, this situation is still the prevailing nature of competitive forces in the 
non-Japanese segment of the Asia-Pacific region. However, as a result of WTO 

initiatives, the environment is also starting to change throughout Asia. 
 

 The costs and risks associated by these developments have become substantial. 
This is particularly true since it is virtually impossible to search all patent databases , 

thereby becoming increasingly difficult to evaluate infringement claims, the need for 
licenses, etc.  

 
It is fair to say that the CAFC has enabled the strengthening of patent system 

beneficially. But, we have seen a vast proliferation of patent litigation as Professor 
Lerner has noted. If litigation continues to increase, it can and will impact negatively 

the growth of emerging companies and the creation of new technologies. Small firms 
will be forced to divert more income away from basic R&D. 

 
While Dr. Richard Levin (President of Yale) on February 6, 2002 noted that the 

semiconductor industry practice of cross licensing “…put simply, in cumulative 
technologies, … are a necessary condition of technic al progress…” sustaining that 

condition may be increasingly problematic and counterproductive over time. Part of 
the consideration is because of, as Professor Carl Shapiro has identified in an earlier 

panel and paper, the increasing existence of a “patent thicket.” Which may worsen, as 
it becomes increasingly difficult to commercialize new technologies. In the 

semiconductor industry, the issue of narrow vs. broad patent claims has becoming 
threatening to the industry. As in the pharmaceutical industry, we may need to 

re-evaluate distinguishing between the legal life and economic life of a 
semiconductor-related patent. 

 
 Consequently, TSMC has made a conscious decision to place intellectual 

property, especially patent portfolio prosecution, at the pinnacle of our strategic 
planning process. Creating better business process management tools is a high priority. 

As patent wars in the semiconductor industry may be looming more significantly than 
in the past as a result of poor economic performance, many companies like ours either 

                                                                                                                                            
at the established firm.” (See page #4 of his submitted remarks). 
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need to seek help from government agencies and/or pay more attention to intellectual 
capital management. This effort can not be done strictly at the PTO because of the 

significant increase in filing fees and maintenance costs (estimated by some to be as 
much as $250,000 per patent globally filed during the life of the patent).  In this 

respect, patent pruning and licensing of non-essential patents may become more 
prevalent than in the past. 

 
 There are serious dangers inherent, however, in more aggressive patent 

management as companies either develop more proactive “profit centers” within their 
licensing activities, or else turn to outside companies to seek out licensing/royalty 

generating opportunities outside traditional business or licensing areas. The additional 
costs and burdens on society may become quite costly over time and perhaps start 

stifling innovation if not properly monitored and perhaps regulated.  
 

Additional Thoughts and Comments. 
 

 This panel and those of the other sessions have identified numerous issues which 
I have not addressed in the above discussion since they have been addressed ably by 

others more knowledgeable. In an abbreviated fashion, I would like to reinforce 
certain comments made earlier as well as raise some additional supportive thoughts 

(not in any particular order). 
 

l Many patent owners have tried to stretch patents beyond the scope of the real 
invention thereby creating unfair results; 

 
l The CAFC has been working hard to address the patent abuse above mentione d 

by jurisprudence that is guided by the Notice Function of patents and restricts 
them to a more reasonable scope based on what the public should be able to 

determine in advance to be the parameters of the invention; 
 

l The semiconductor industry (and others as well) needs more resources dedicated 
to the U.S. PTO (instead of siphoning off funds to the general budget) so as to 

give the U.S. a higher quality patent system consistent with the intent of the 
Founding Fathers; 

 
l We should quash ongoing efforts to return to pre-1930’s beliefs in the right to 

exploit patents as a Lockean natural right against which society has no claim – 
this was not the intention of the Founding Fathers; 
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l The tension inherent in the establishment of the US Republic and evident in the 

public nature of our patent system suggests that political and economic orthodoxy 
can not and must not last forever – the pendulum must swing back to a more 

middle ground if innovation is to survive in the U.S. and to be able to withstand 
future competition from China; 

 
l We agree with Professor Lerner’s concerns about ongoing deleterious affect of 

proliferation of litigation between large and small firms and generally; 
 

l As to patent pooling - if properly structured, those arrangements are and should 
continue to be extremely important in enabling the rapid dissemination of new 

technologies throughout society consistent with the vision of the Founding 
Fathers. We encourage the FTC and DOJ to make sure that fair, reasonable, but 

flexible, guidance be given to industry in this area. As Stephen Fox of HP noted, a 
“one size fits all” approach should not be pursued or tolerated; 

 
l As are a number of other panel participants, TSMC is increasingly participating 

in standard setting activities concerning semiconductor pr ocess technologies and 
design rules for chip designs (through design libraries and “spice” rules for the 

manufacturing process). New rules and guidelines should be established in this 
area. 

 
 

Conclusion. 
 

 The FTC hearings are extremely timely and provide an excellent forum to 
discuss the significant issues surrounding innovation and the nexus between 

competition laws and intellectual property laws. TSMC appreciates the opportunity to 
participate in these well-organized hearings. We look forward to initiatives which may 

arise from the results of the hearings, and offer our support for future guidance which 
will assist companies in our industry in promoting the competitiveness of our 

innovative capabilities.  
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Standard Setting 

n Business Context
n AMD makes X86 microprocessors for 

personal computing, business and 
server solutions.

n In order to be competitive, AMD 
microprocessors must be compatible 
with numerous other components that 
form the personal computer or server 
platform.



Standard Setting 

n Trend
n The PC and server industries are 

moving more toward the 
standardization of interface 
specifications.

n Standardization occurs in various ways:
• Open bodies.
• Closed bodies.
• De Facto.



Standard Setting 

n There are significant benefits to 
standardizing interface specifications for 
PC and server platforms.

• Developers
• Easier entry by innovators.
• Can achieve more widespread adoption.
• Innovation can be faster.
• Better coordination among the various players.

• Consumers
• Are not foreclosed from innovations due to competing, 

non-standard solutions.
• Benefit from innovations earlier. 



Standard Setting – Closed and 
De Facto

n Trend
n In the PC and server industries, more 

and more standards are being formed 
by closed bodies and on a de facto
basis.
• There is more opportunity for anti-

competitive abuse with closed standard 
bodies or de facto standards.



Standard Setting-Closed 

nAnti-competitive concerns.
n Hierarchical membership levels. 
n Unequal intellectual property licensing 

terms among various members.
n Incentives to thwart a rival standard. 
n Denial of competitors’ timely access to  

standard.



Standard Setting – De Facto

n Trend
n Intel and Microsoft dominate the PC 

and server industries.
• Decisions by a dominant firm to alter its 

technology often lead to a de facto
standard for an entire industry.

• Change in and of itself is not anti-competitive 
although change can be effectuated for anti-
competitive purposes.



Standard Setting – De Facto

n Potential Anti-Competitive Issues.
n Many opportunities for abuse of the 

standard by a firm with market power.
• Potential abuse vis a vis direct competitors.
• Potential abuse vis a vis downstream 

developers.



Summary
n In the PC and server industries, the trend 

is toward the standardization of interface 
specifications.
n Standardization has significant benefits to 

component manufacturers and consumers.
n Manipulation of an intellectual property-based 

standard in an anticompetitive way should be 
a regulatory concern.
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Semiconductors

n Among the industries least reliant on 
patents to appropriate returns to R&D 
(Yale, CMS surveys)
n Pivotal role of lead time, secrecy, and 

complementary manufacturing capabilities

n Yet, a dramatic growth in patenting by 
semiconductor firms—that outpaces 
trends in other industries 
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What’s driving the surge?
n Hall and Ziedonis (2001):

n Improved management of R&D process?
n Technological opportunities?
n Broader changes in the US patent landscape

n 1980s “pro-patent” legal shift 
n Demonstration events in mid-1980s

n Polaroid/Kodak case
n TI’s victories and lucrative IP strategies

n Ease of obtaining patents at USPTO

n But different strategic responses within the industry



Implications for Dedicated 
Semiconductor Manufacturers

n Safeguard assets
n “exclude before you’re excluded”

n Accumulate more “bargaining chips”
n Improve internal management of 

patenting process
n Patent Advocacy committees
n “Harvest” more latent inventions
n Annual goals, awards



Implications for Specialized 
Design Firms
n Secure “bullet proof” patents

n Raise venture capital
n Stake out proprietary rights in niche markets

n Plan towards an aggressive enforcement 
strategy
n Design firms, on average, enforce 4 out of every 

100 patents they own 

n Patent defensively as revenues grow



Summary

n Semiconductor firms do not rely solely on 
patents to capture returns from their 
knowledge assets

n Yet few can afford not to patent
n Manufacturers:  broader, strategic value
n Design firms:  critical business assets



Emerging Issues

n How long will the upsurge continue?

n How can firms navigate the “thickets” of 
IP most effectively?

n And, is this good or bad news for the 
innovation process? 
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Thank you Mr. Chairman and Commissioners for allowing me the opportunity to be here 
and express the views of the Computer & Communications Industry Association (CCIA) 
on this important and timely topic: the intersection of intellectual property and 
competition policy. CCIA has a very active history on this subject, and at its roots was 
founded to help ensure that the high-tech industry would maintain vibrant, open markets 
with dynamic competition. While this task is never complete, in our over 30 years of 
existence, I believe we have done an excellent job in working towards this goal. 

Since its founding in 1972, CCIA and its members have had a substantial interest in 
antitrust matters concerning the industry, having been integrally involved in some of the 
most important competition cases and legislation in the last three decades. CCIA was a 
leading advocate for the Tunney Act, an important antitrust law passed in the early 
1970's, and regularly participates in academic, legislative and regulatory discussions on 
the impact of current and proposed antitrust law and its relationship to the high-
technology sector.  

CCIA was a major supporter of the Department of Justice's efforts to release the software 
industry from the domination of IBM in the early 1970's, and actually took part in several 
of the lawsuits to have the court's evidence open to public inspection. In the 1980's, CCIA 
championed the Justice Department's successful break up of the Bell monopoly.  

Similarly, CCIA has a robust history in the field of intellectual property. We have 
consistently supported the basic rights of copyright holders and have backed efforts 
aimed at preventing software piracy in the United States and abroad. However, as policy 
makers and courts address the protection of intellectual property rights in various fora, we 
have also been very concerned that the scope of copyright protection not be improperly 
extended so as to unreasonably impede the development of innovative hardware and 
software products that interoperate with other products in the marketplace. We are also 
vigilant in efforts to maintain the openness of the Internet and the smooth operation of 
modern telecommunications networks. CCIA is the leading industry advocate for the 
application of legal standards that will effectuate the constitutional mandate to ensure 
authors "the right to their original expression" while encouraging competitors "to build 
freely upon the ideas and information conveyed by a [copyrighted] work." 1 

An important issue on which CCIA has led the industry is the copyright protection 
available to computer interfaces, and to software that implements computer interfaces. 
CCIA has been a staunch advocate for the principle that copyright protection should 
apply to the expression in any form or part of a computer program, but should not extend 
to the ideas and principles underlying the program. Therefore, those ideas and principles 
that individually or collectively permit the computer to communicate, interoperate, or 
work with another computer program or other product are not protected by copyright. 
Furthermore, copyright law should not restrict the extensive observation and analysis of 
the input, output, and operation of a computer program for the purpose of designing 
functionally compatible systems and software otherwise independently developed to 
interoperate with the program, and for the purposes of discovery of the underlying ideas, 

                                                 
1 Feist Publications v. Rural Tel. Serv. Co., 499 U.S. 340, 349-50 (1991). 
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principles, and data. We believe that these issues are central to competition in computer 
and software markets, and will have important implications for the future of the 
technology industry. 

Our history includes strong action in litigation and legislative activities that have 
significantly impacted these user rights. This includes our work in such seminal cases as 
Sega Enterprises, Ltd. v. Accolade, 2 Inc., Lotus Development Corporation v. Borland 
International, 3 and also the Digital Millennium Copyright Act (DMCA). Additionally, 
CCIA worked to incorporate safeguards for Internet service providers, website owners, 
and telecommunications carriers for secondary liability for copyright infringement into 
multilateral treaties negotiated under the auspices of the World Intellectual Property 
Organization (WIPO). 

Because of the broad rights conferred to patent and copyright holders under many 
intellectual property regimes, an intellectual property rights holder has broad discretion in 
controlling protected content for specified rights terms. This gives that right holder a 
government sanctioned and enforced monopoly, and that brings us to today’s discussion: 
the intersection of intellectual property and competition policy. CCIA believes that for 
several years, many have been seeking to move the policy focus away from the careful 
balance that has been achieved, concentrating almost entirely on expanding intellectual 
property rights to the detriment of a robust competitive landscape and free and open 
discourse. 

At the outset, it is important to emphasize that our antitrust laws are in no way 
subordinate to intellectual property laws. This point was made clear as recently as last 
June, when the United States Court of Appeals for the District of Columbia, delivering its 
unanimous en banc decision in United States v. Microsoft, responded to Microsoft’s 
claims that their IP rights excused conduct that would otherwise violate antitrust laws: 

Microsoft's primary copyright argument borders upon the frivolous. The company claims 
an absolute and unfettered right to use its intellectual property as it wishes: "[I]f 
intellectual property rights have been lawfully acquired," it says, then "their subsequent 
exercise cannot give rise to antitrust liability." Appellant's Opening Br. at 105. That is no 
more correct than the proposit ion that use of one's personal property, such as a baseball 
bat, cannot give rise to tort liability. As the Federal Circuit succinctly stated: "Intellectual 
property rights do not confer a privilege to violate the antitrust laws."  4 

  

It is this wise jurisprudence that should guide our thinking on this matter. While 
intellectual property rights are essential to encourage innovation and creativity, strong 
safeguards against the abuse of those rights are equally important. 

Also, of critical importance for the high-tech community are open standards and systems. 
When companies use proprietary formats, or attempt to restrict others from accessing 
their interfaces and thereby reducing interoperability, users are not able to take full 

                                                 
2 Sega Enters. v. Accolade, Inc., 977 F.2d 1510 (9th Cir. 1992). 
3 Lotus Dev. Corp. v. Borland Int'l, 516 U.S. 233 (1996). 
4 United States v. Microsoft Corp ., 253 F.3d 34, 63 (D.C. Cir. 2001) (per curiam) 
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advantage of advanced computing technology and telecommunications networks. This 
was in evidence during the IBM antitrust trial, the Bell System proceedings, and this 
practice still goes on today. Often, dominant companies talk of embracing and then 
extending industry standards, whether it is security standards such as Kerberos or the 
HTML standard , when in actuality they intend to embrace, extend, and extinguish the 
threat of the open standard to their dominance. 

I would like to spend my time today addressing several issues related to these concerns, 
posing a threat to open competition: the proliferation of business method patents; the 
Digital Millennium Copyright Act (DMCA); and attempts to provide unconstitutional 
protections for facts underlying databases. I would also be remiss if I did not discuss what 
is the one of the most significant applications of this debate today: the aforementioned 
Microsoft antitrust trial. 

BUSINESS METHOD PATENTS 

A "business method patent," which is not recognized as a separate category by the U.S. 
Patent and Trademark Office (PTO), refers to patents for business and Internet strategies 
and techniques. There is little debate that a mechanical process in the offline world can be 
patented. However, in recent years some patent applicants have claimed patent rights for 
taking a commercial process or business method that has existed in the brick-and-mortar 
world and promulgating it online. CCIA believe that these kinds of patent claims do not 
serve the purpose of the patent laws.  

The relative ease with which business method patents can now be obtained has spawned 
thousands of such applications. No prudent business would allow its competitors to 
patent key business processes without attempting to obtain some patents of their own. 
And so, virtually every large Internet company must accept the law as it is and 
aggressively attempt to obtain patents wherever possible. This comes at great cost for the 
industry and our nation's economy: in addition to the substantial direct legal costs of 
prosecuting new patent applications, technical and programming staff is required to 
devote enormous time to development of patent applications, taking them away from 
developing true innovations. 

Amazon's One-click Purchase Patent 

In September 1999, the PTO issued a patent to Amazon.com for "one-click purchasing," 
and within three weeks Amazon.com had sued competitor barnesandnoble.com for patent 
infringement. The controversy arose because barnesandnoble.com’s website allowed 
customers to purchase of items by clicking just once on an icon, permitting the website to 
access pertinent personal information previously stored in barnesandnoble.com’s 
database. According to the Amazon.com claims validated by the PTO, this concept was 
novel, unique, 5 and not obvious "to a person having ordinary skill" in the field. 6 

                                                 
5 35 U.S.C. 102 
6 35 U.S.C. 103(a) 
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The concept of one-click shopping, while perhaps new to the world of electronic 
commerce, is not much different than many other means of shopping. For decades it has 
been common for catalogue and mail order companies to maintain customer records, 
including billing information, in order to complete a purchase with minimal additional 
input from the purchaser. However by merely transferring this process onto the Internet 
and asserting patent rights, Amazon.com has attempted to create a competitive advantage 
for itself, to the detriment of the development of e-commerce. In addition, Amazon.com 
has assured that it will not be sued by a competitor asserting similar claims in the future. 

The one-click purchase patent thus illustrates a major problem created by business 
method patents. Often, these claims seek to exploit obvious and well-known ideas for 
competitive advantage in the online world. In addition, the existing patent regime creates 
a tremendous burden for online businesses to file defensive claims merely to protect 
existing practices. Entrepreneurs are forced to bear tremendous legal and administrative 
burdens to protect business methods that they may deem obvious or not novel. 

Interestingly, Amazon.com founder Jeff Bezos has recognized this problem and has come 
to champion efforts to reform the current patent system, calling for shorter patent terms 
and improved review processes. Mr. Bezos experience demonstrates that while it may 
make business sense to patent a business method before someone else can and lock out 
competitors, this is not a logical or desirable system. 

Earlier this month, the two parties finally reached a settlement. However, this details of 
this settlement are not public, and moreover, there is no clear rules to emerge  from this 
case to apply to future similar cases. 

Reverse Auctions on the Internet 

Another illustrative example of a questionable "business method" patent is related to the 
subject of auctions on the Internet. Public auctions took place as early as ancient Greece, 
and have been used for products ranging from tobacco leaves to fine art. This traditional 
concept of an auction has been applied to the Internet arena with great success. The most 
prominent firm in this sector is of course eBay. eBay was founded in September 1995, 
and today is the world's largest online trading community with 18.9 million registered 
users, and is among the most popular shopping sites on the Internet. However, eBay does 
not have an overarching business method patent on online auctions, and plenty of other 
Internet sites, including Yahoo!, CNet, Amazon, ZDNet, and Excite have established 
competing online auctions. The result is ferocious competition among the various 
industry participants to see who can provide the best auction service, and today, millions 
of people participate in and benefit from online auctions.  

However, compare the success of the traditional online auction to so-called "reverse 
auctions." In a reverse auction, the buyer announces his or her preferred price, and sellers 
are allowed to bid in response. Of course, like the traditional auction, reverse auctions 
have existed in various forms in the offline world, including the Dutch auction. But when 
Walker Asset Management was issued U.S. Patent No. 5,794,207 on August 11, 1998, it 
was clear that there would be no widespread implementation of or technology 
competition as to reverse auctions over the Internet.  
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The Walker Asset Management patent, which is used by Priceline.com, is described as 
"method and apparatus for a cryptographically assisted commercial network system 
designed to facilitate buyer-driven conditional purchase offers." For example, a customer 
can specify that he is willing to pay $250 for an airline ticket between Washington and 
Los Angeles, departing on April 14 and returning on April 17. If that price offer is 
acceptable to one of Priceline’s participating airlines, the customer’s credit card is 
charged and the ticket is issued. If it’s not acceptable, the customer’s offer is declined. 
The airline flight inventory that Priceline is selling is not necessarily unique, but because 
Priceline has enjoyed a well-publicized patent on "name your own price online," few 
companies have entered the field of reverse auctions via the Internet, lessening the 
amount of technical innovation. Moreover, the patent has effectively limited the methods 
by which discounted or last-minute travel inventory can be presented to consumers. So 
although there is substantial doubt as to the validity of the Walker Asset Management 
patent, any company seeking to employ reverse auction sales on the Internet risks being 
sued and possibly become involved in a protracted and expensive lawsuit. 

Hyperlinking 

Perhaps the most striking example of a patent that could have a devastating impact on the 
technology industry is British Telecom’s claim to own a patent on "hyperlinking," a 
fundamental tool for traversing the World Wide Web. In 1980, BT applied for a U.S. 
patent for a functionality that is somewhat similar to that of a hyperlink. While this patent 
was sought about 10 years before anyone ever heard of the Web, and well before its 
development as a core element of communications and commerce, BT has just recently 
attempted to assert claims under the patent. The existence of the patent was only recently 
discovered by BT during routine maintenance in the summer of 2000. 

The essence of the BT patent divides the information on a particular page of software 
code into two categories: visible data, and data that can influence the display in response 
to a keyboard entry signal. While an interesting idea, it seems quite a stretch to assert that 
this claim was either unique or non-obvious -- even in 1980. Furthermore, the BT patent 
applied strictly to terminal apparatuses, not personal computers. 

British Telecom faces another challenge to the patent from reports of "prior art" 
indicating that this form of organizational system had been developed and used by others 
as early as 1960. One programmer recently claimed that he invented a similar scheme, 
but recognizing the potential for the idea chose to publish his findings in an article 
instead of patenting it. 

The enforceability of BT's patent will ultimately be resolved in the courts, as BT has sued 
Prodigy, one of the earliest commercial online services. The trial court recent issued a 
ruling that appears to significantly narrow the scope of the patent. However, the litigation 
may continue for years, and during its pendency a sword of Damocles will be hanging 
over the Internet industry. This leads to a very basic question: how do we avoid the 
circumstance in which one company claims ownership over an obvious, previously 
published, and widely used concept such as hyperlinking? Certainly, this broad form of 
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intellectual property protection does little "to promote the progress of science and useful 
arts." 7 

Addressing the Problem 

The experience with one-click purchases, reverse auctions, and hyperlinking are 
illustrative of how the liberal issuance of business method patents can create perverse 
results. One shudders to think what might have happened if these kinds of patents had 
been liberally permitted throughout the last half century. Signature Financial Group 
obtained a patent on the hub-and-spoke system for mutual fund investment allocations, so 
shouldn’t similar protection have logically been available for the original hub-and-spoke 
system of the airline industry? If electronic coupons distributed online can be patented, 
then what of paper coupons? If the technique of hyperlinking were controlled by a single 
company, what would the Internet even look like today? 

Our Patent and Trademark Office is clearly overburdened by the huge number of patent 
applications for business methods and, lacking the resources to conduct a thorough prior 
art review for each such application, the results are predictable. In order to remedy this 
situation, Congress and the PTO must institute some basic changes to the procedures by 
which business method patents are examined as well as provide more meaningful 
opportunity for the affected business community to challenge the validity of a business 
method patent claim. 

As a threshold matter, we do not accept the contention that business method patents are 
no different than any other patent. Clearly, these patents can be distinguished from more 
traditional patents, and are already subject to different rules than other patent claims. For 
instance, pursuant to the American Inventors Protection Act, enacted into law last 
Congress, business method patents may not be enforced against prior users. The PTO's 
Business Methods Patent Initiative also properly recognizes these patents as a distinct 
class. (Indeed, many foreign jurisdictions do not recognize business method patents at 
all.) 

CCIA has advocated that the patent process for business method patents be made more 
transparent and provide greater opportunity for input by experts and those knowledgeable 
in the field. Many of these applications are highly technical or involve the identification 
of "prior art" that may not be easily unearthed by a patent examiner. 

Business method patent claims based on Internet applications of obvious or well-known 
"bricks and mortar" business techniques should also be given greater scrutiny than a truly 
novel business method claim. Merely transferring a familiar or obvious process into a 
new communications medium should not provide an "inventor" with a twenty-year 
monopoly on that procedure. In the dynamic and innovative world of the Internet, 
transient monopolies and the leverage of "first movers" are common phenomena. 
However, if these nascent powers are given exclusive control over a mode of business by 
statute, then innovation, consumer choice, and competition will founder. Congress and 

                                                 
7 U.S. CONST . Art. I, § 8, cl. 8. 
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the PTO should be reluctant to provide this monopoly status without a fair degree of 
certainty that the patent claims are valid. 

Finally, the patent system should permit a more equitable means of challenging the 
validity of a patent grant. For instance, as discussed above, we are convinced that the 
"reverse auction" patent was wrongly issued. However, in order to vindicate this position, 
a competitor would be forced to initiate litigation that would likely end up costing their 
company hundreds of thousands of dollars, if not millions. For an Internet company 
striving to achieve profitability, such a significant charge on earnings without any 
assurance of success is not a good investment. There ought to be recourse other than the 
costly path of litigation to discharge this and other flawed patents. Sensible legislation 
would release competitive forces in otherwise stagnant areas of business. 

CCIA recognizes that the Patent and Trademark Office has undertaken steps to address 
some of the complaints regarding business method patents. The PTO reports that it has 
hired additional, highly qualified examiners, and that it is providing added educational 
and training assistance for these examiners. Improving the Scientific & Technical 
Information Center - Electronic Information Center and supplementing other PTO 
resources are also important and useful undertakings. The PTO is also apparently 
reviewing patent review guidelines and procedures, which is obviously necessary. 

Another recommendation, originally put forward by the American Intellectual Property 
Law Association, is to amend current law to provide for early reexamination of patents 
with a right of judicial appeal by a third party, and with no estoppel attaching to PTO 
determinations not reviewed by the court. While the reexamination process is often 
biased in favor of patent holders and appellate litigation is often a difficult and costly 
proposition, third parties should at least have the option to actively participate in these 
proceedings and should not be prejudiced in court by determinations made by the PTO 
Board of Patent Appeals and Interferences. 

We also strongly support the longstanding efforts to restore all patent fees to the use of 
the PTO, rather than having them diverted to the general Treasury. Patent owners and 
applicants should not be forced to fund unrelated government programs, particularly in an 
era of budget surpluses. Such a "tax on innovation" is intolerable in a nation that thrives 
on the power of its ideas and ingenuity. 

At bottom, we believe even more must be done to resolve the problems we are addressing 
in this hearing. Legislation introduced by Congressmen Berman and Boucher in the last 
Congress, H.R. 5364, the Business Method Patent Improvement Act, would be a 
significant advance in addressing this problem. 

 Congressman Howard Coble (R-North Carolina), Chairman of House Subcommittee on 
Courts, the Internet, and Intellectual Property, has also introduced legislation, H.R. 1886, 
which would provide for limited appeals by third parties for patent reexamination. While 
CCIA recognizes this legislation as being an important first step to open up the 
reexamination proposal, we believe the reforms in this proposal are too limited and do 
not address underlying concerns about the patent grant process. H.R. 1886 has passed the 
House of Representatives and awaits consideration by the Senate. 
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CCIA believes that urgent action is necessary and that significant harm could occur to 
important sectors of our economy if current policies and practices remain in place. The 
PTO has taken positive steps toward addressing the shortcomings in its review process, 
and some progress has been made. Other proposals to modify the examination and post-
grant challenge process, such as those by Congressmen Berman and Boucher, should also 
be quickly adopted. 

SECTION 1201 OF THE DMCA 

As we anticipated at the time of the enactment of the anticircumvention provisions of the 
DMCA by Congress, the Act's fundamentally flawed constructs and the progress of 
technology have produced the need for additional exceptions to the circumvention 
prohibitions in the statute. Legitimate efforts to deliver new and innovative products to 
the market and to consumers have been thwarted or have been challenged as violations of 
the Copyright Act as amended by the DMCA. 

We have recently observed the rise of litigation involving the reverse engineering of the 
encryption protecting Digital Versatile Disks. This litigation exemplifies the undue 
narrowness of the DMCA’s reverse engineering exception, but to be clear, we support 
broadening the reverse engineering exception to facilitate the interoperability of any 
storage format with any operating system or software platform. 

A Digital Versatile Disk, or DVD, is an optical storage disk that stores digitized data in 
essentially the same manner as a Compact Disk (CD), but has far greater storage  
capacity. In order to prevent unauthorized copying of the video and audio content on 
DVDs, a consortium of content producers and consumer electronics companies (the DVD 
Content Control Association (DVD-CCA)) created a method of protecting the data on 
DVDs. The Content Scrambling System (CSS) encrypts the data on each disk so that 
unauthorized users cannot play the DVD. The DVD-CCA has licensed a DVD decryption 
program to manufacturers of DVD players that attach to televisions, and also to 
manufacturers of DVD drives that run on personal computers that utilize the Microsoft 
Windows operating system. These DVD devices can play DVDs, but cannot copy them. 

Unfortunately, until recently, DVDs were not usable by the growing number of 
computers operating with a Linux operating system. Linux is an open-source operating 
software program derived from another operating system known as Unix. Linux is 
envisioned by many as a potential competitor to Microsoft Windows as a platform for 
personal computing or workstations. Many members of CCIA are developing Linux 
products and are enthusiastic about its potential as an alternative operating platform for 
software applications and computing devices. However, the viability of Linux as a 
mainstream operating system will almost certainly depend on its ability to provide the 
most popular applications and to playback the most popular content formats, including 
DVDs. 

It appears that Linux developers could not obtain a license for the CSS because they 
could not meet all of the secrecy conditions required for the license; the Linux movement 
is based on open-source software. Accordingly, Linux developers reverse engineered the 
CSS security and developed a program that implements the same decryption process used 
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in DVD players. As a result, Linux users could play DVDs and Linux vendors were 
provided the opportunity to be competitive with Windows and other commercial 
operating systems. 

However, a program based on code from the Linux DVD project, DeCSS, was 
subsequently posted widely on the Internet. DeCSS does not appear to have the copy 
controls built into CSS, and the widespread availability of a means of circumventing the 
CSS control prompted the Motion Picture Association of America (MPAA) to bring suit 
in federal court in New York against operators of websites containing information and 
code related to CSS, including but not limited to those containing DeCSS. 8 The MPAA 
also sued an Internet Service Provider that hosted such websites. The court found against 
the defendants for violating the circumvention provisions of the DMCA. 

Further, the court ruled specifically that the reverse engineering exception did not apply 
for three reasons. First, the court saw no evidence that the defendants actually were trying 
to promote interoperability. Second, the reverse engineering exception requires that the 
product that enables interoperability be used solely for that purpose. DeCSS, however, is 
a Windows program designed to decrypt video streams from DVDs and write them to 
disk. (The court neglected to distinguish other websites related to CSS and the Linux 
DVD player.) Because DeCSS can run on Windows as well as Linux, the court reasoned, 
it has purposes other than permitting interoperability. Third, the reverse engineering 
exception is available for achieving interoperability between computer programs, but the 
DVDs now available on the market contain motion pictures, not computer programs. 

The judge’s third rationale precludes the current development of a Linux-compatible 
DVD driver, or relegates such development to the control of DVD manufacturers. CCIA 
believes, however, that once a consumer purchases a DVD, he should be able to view it 
on any platform he pleases; he should not be locked into a specific platform mandated by 
the manufacturer. Accordingly, CCIA supports an exception to Section 1201 that would 
permit the development, sale, and use of a product that enables DVDs to run on Linux or 
another operating system. 

In the Senate Judiciary Committee's report on the DMCA,  9 the Committee made clear 
that reverse engineering for the purposes of promoting competition and innovation was a 
primary purpose of the interoperability exceptions to the Act's prohibitions on 
circumvention of copyright protection measures. 

Sections 1201(g)-(j) are intended to allow legitimate software developers to continue 
engaging in certain activities for the purpose of achieving interoperability to the extent 
permitted by law prior to the enactment of this chapter. The objective is to ensure that the 
effect of current case law interpreting the Copyright Act is not changed by enactment of 
this legislation for certain acts of identification and analysis done in respect of computer 
programs. See Sega Enterprises Ltd. v Accolade, Inc., 977 F.2d 1510, 24 U.S.P.Q.2d 
1561 (9th Cir. 1992.). The purpose of this section is to foster competition and innovation 
in the computer and software industry. 10 

                                                 
8 Universal City Studios, Inc. v. Corley, 273 F.3d 429 (2d Cir. 2001). 
9 S.Rpt. 105-190. 
10Id., page 29. 
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Clearly, the needs of Linux developers and users to make use of DVDs are within the 
intent and purpose of the DMCA interoperability exceptions. However, as the court in the 
DVD case noted, the Committee Report goes on to say that "interoperability" as 
contemplated within those exceptions is limited only to computer programs: 

This provision applies to computer programs as such, regardless of their medium of 
fixation and not to works generally, such as music or audiovisual works, which may be 
fixed and distributed in digital form. Accordingly, since the goal of interoperability is the 
touchstone of the exceptions contained in subsections 1201(g) through (j), nothing in 
those subsections can be read to authorize the circumvention of any technological 
protection measure that controls access to any work other than a computer program, or 
the trafficking in products or services for that purpose. 11 

Therefore, although the Congress intended for the DMCA "to foster innovation and 
competition in the computer and software industry," the Act does not seem to permit 
access to information other than computer programs for purposes of promoting 
competition. We believe that the reverse engineering exception should be broadened to 
allow this sort of activity. 

I hasten to add that CCIA takes no position on whether all of the particular defendants 
named in the DVD action were in fact engaged in an a Linux interoperability exercise, or 
instead were seeking to facilitate piracy of films stored on DVDs. CCIA, of course, does 
not condone conduct aimed at facilitating piracy. However, CCIA believes that the 
DMCA should not stand in the way of legitimate Linux interoperability activities. Thus, 
we believe that reverse engineering resulting in the development of programs which 
allows DVDs to run on Linux, while at the same time preventing the copying of the 
content stored on the DVD, should be permitted. 

DATABASE PROTECTION 

For several years Congress has considered but declined to enact legislation to protect 
owners of established databases from competition. Claiming to be victims of database 
piracy or "free-riding," Reed-Elsevier, West Publishing Co., the New York Stock 
Exchange, and others now advocate passage of legislation, championed last Congress by 
Congressman Howard Coble (R-N.C.), to provide additional legal protections to 
databases. Others in business, the sciences and the non-profit arena believe an entirely 
new regime of intellectual property law is unnecessary, unwise and could have serious 
negative results impacting the flow of important information on the Internet and in an 
open society.  

Creators of original works of authorship are afforded copyrights as a means of protecting 
their intellectual property. Just as one cannot seize the real property of another, copyright 
protection acts to ensure that one who uses another’s intellectual property must 
compensate the creator of the work. Originality, however, is a constitutional prerequisite 
to obtaining copyright protection. The mere compilation of facts already in the public 
domain, in whatever form, does not meet this constitutional standard unless there is 

                                                 
11Id., at page 30 (emphasis added). 
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original selection, coordination, or arrangement in the compilation. This fact was driven 
home in the U.S. Supreme Court’s decision in Feist Publications Inc.12   

Congressman Coble’s proposed legislation gave the owner of the database (the compiler 
of facts) unprecedented control over the use or reuse of the information contained in the 
database. A small group of database owners supported this legislation including Reed-
Elsevier, the largest publisher of scientific journals, West Publishing Co., the largest legal 
publisher, the New York Stock Exchange, and the American Medical Association, which 
publishes the Physicians Desktop Reference. The Coble legislation would permit these 
companies and a few others to maintain a stranglehold on the compilation of facts and 
take ownership over information now in the public domain. In the Information Age, this 
sort of control could prove even more detrimental than may have historically been the 
case. It seems quite clear that such legislation, if enacted, would provide a significant 
financial benefit to a few who have undertaken the mere compilation of facts, while 
doing substantial harm to the Internet, scientific research, and scholarly studies. 

Both this Commission and the Department of Justice have voiced objections to the Coble 
bill, citing serious constitutional reservations and concerns about the effect this 
legislation would have on competition and the spread of information. In addition, when 
Congressman Coble sought to include his database legislation as part of the Digital 
Millennium Copyright Act (DMCA) in the fall of 1998, the Senate opposed the proposal. 

Last Congress, CCIA supported an approach taken by former House Commerce 
Committee Chairman Thomas Bliley (R-Virginia). Congressman Bliley’s legislation, 
H.R. 1858, the Consumer and Investor Access to Information Act, sought to address the 
issue of piracy or "free-riding" directly. It would have created a right of action for the 
Federal Trade Commission to pursue those who misappropriated all or portions of 
another's database. In so doing, this bill would have added to the variety of existing 
protections database owners may assert to pursue "database pirates." These existing rights 
of action include, but are not limited to, copyright law, state contract laws, state 
misappropriation statutes, technical protection measures, and the prohibition of 
circumvention devices under the DMCA. 

During days of hearings over the past several years on database protection legislation, 
supporters of the Coble bill and its predecessors have never been able to identify a single 
example of piracy that forced a company to close its doors. In the array of cases cited by 
those who supported the Coble bill, virtually every case was resolved under existing law 
in favor of the database publisher. While supporters of the Coble approach have failed to 
justify congressional enactment of major database legislation, CCIA believes the 
approach taken by former Chairman Bliley would adequately fill in whatever gaps may 
exist in the current fabric of database protection law that may exist. Most importantly, 
CCIA will oppose any database legislation that purports to create an implied property 
right in the underlying facts used to create databases. 

In testimony on the Bliley bill before the House Telecommunications Subcommittee, I 
invoked the "law of unintended consequences" in reviewing the Coble database bill. 
                                                 
12 Feist Publications Inc., 499 U.S. 
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While we can all agree to oppose wholesale copying or unlawful duplication of 
databases, overly broad proposals would have harmful effects on the useful sharing of 
data, the growth of the Internet, development of e-commerce, and the ability of all 
consumers to benefit from the Information Age. 

If a party who first publishes a database is able legally to control or restrict the 
development of other databases that simply utilize the same underlying facts, this will 
cripple the dissemination of information, especially that which can be delivered 
electronically. Facts have always been in the public domain. However, no one can deny 
that the manner in which facts are uniquely used, cataloged, analyzed or "massaged" may 
create a proprietary interest on behalf of the creator of the database. Nonetheless, facts 
can be used and databases developed for more than one purpose, and compilations of 
facts can be built upon with new information that in turn creates new databases. These 
transformative uses would be fully protected under the Bliley bill, but the creation of 
these new databases would be left to the whim of the original database creator under Mr. 
Coble’s proposed legislation. 

The development of transformative databases is an essential component in the 
advancement of scientific and scholarly research. The almost instant availability of work 
done by another over the Internet has added significantly to new scientific and scholarly 
research activities. It makes no sense to risk of reducing the flow of information while the 
Internet -- a revolutionary communications medium -- is in its infancy. If legislation is 
necessary, it should be balanced to protect only the ability of the author to be 
compensated for his or her original work and promote the development of new databases. 

This Congress, the House Judiciary and Energy and Commerce Committees have 
struggled to formulate a consensus bill. If legislation does ultimately get introduced, we 
urge the Commission and the Antitrust Division to review it carefully to determine its 
impact on competition in the information sector of our economy. CCIA stresses the 
importance of not granting government sanctioned monopolies, through intellectual 
property rights, to the underlying facts of a database. 

SOFTWARE AND IP 

CCIA believes that these issues are particularly important in the development of products 
for the consumer and enterprise software markets. Because of Microsoft's dominant 
position in these markets, it has attempted to utilize the Copyright Act to achieve its 
anticompetitive objectives. Restrictive licenses required of computer manufacturers and 
zealous protection and concealment of interface specifications are among the primary 
tools that Microsoft has used to protect and extend its monopoly position and thwart 
effective competition in related markets. As a leading supporter of the Justice 
Department's case against Microsoft, CCIA recognizes that antitrust enforcement alone is 
not sufficient to restrain an aggressive monopoly. The protection of vital user rights under 
the Copyright Act is also essential to the preservation of competition and innovation in 
the software and computer industries. 

As noted, CCIA has been an active participant in the antitrust proceedings against 
Microsoft, both in the United States and in Europe. 
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Microsoft’s conscious and strategic exclusionary application of intellectual property 
rights on the markets in which it is active over the last fifteen years underscores the need 
to ensure that appropriate antitrust and intellectual property measures prevent an 
intellectual property owner from using his intellectual property rights to eliminate 
competition on the market. Over the years, Microsoft has used its intellectual property 
rights to maintain and strengthen its desktop operating system monopoly and to extend it 
into new markets by a variety of well-publicized means.  

The case against Microsoft is currently pending, and there has been much discussion 
about it, but let me briefly fill in a few examples. 

Microsoft has frequently used licensing practices to hinder innovation and new 
competition to its core monopolies. This is evident in their OEM licensing practices, 
which led to a settlement with United States and European authorities in the mid-1990s 
and which is today once again in the spotlight. As recently as this week, evidence has 
come out in the ongoing trial that Microsoft threatened OEMs who distributed Linux, a 
rival operating system to Windows. Recently released internal Microsoft e-mails discuss 
"hitting the OEM [Dell] harder than in the past with anti-Linux actions," while other e-
mails urged Bill Gates and Steve Ballmer to remind Dell "of the meat of why it’s smart to 
be partnered with Microsoft." 13 Additionally, Microsoft has used licenses with Internet 
Service Providers to lock out competitors and promote Microsoft products.  

Microsoft has repeatedly refused to comply with open standards and often engages in the 
tactic of extending open standards and then protecting such extensions through 
intellectual property rights so as to make them proprietary, such as Microsoft’s COM and 
DHTML. The end result is that developers must conform to the monopoly standard, a 
mutated form of the open standard. This gives Microsoft leverage to build products 
around their standards, and forecloses competitors from being able to offer suitable, 
competitive alternatives. 

Microsoft also leverages its intellectual property to new markets, by a variety of means 
such as discriminatory licensing and bundle licensing. For example, Microsoft hides 
behind copyright protection to justify repeated refusals to disclose interface information 
related to its monopoly desktop operating system and personal productivity applications, 
and engages in discriminatory behavior toward competitors, aimed at conquering 
neighboring markets such as server operating systems and middleware markets. By 
denying competitors in neighboring markets the opportunity to achieve interoperability 
with its monopoly desktop operating system and personal produc tivity products, 
Microsoft is able to drive the adoption of Microsoft products by existing Microsoft 
customers dependent on this privileged degree of interoperability. 

As a result of their entrenched monopoly and dominant position, Microsoft is able to 
leverage its desktop monopolies into new markets through copyright protection and its 
practice of bundling an ever increasing number of previously independent programs with 
its monopoly desktop operating system. In doing so, Microsoft has exploited the 
company's exclusive access to the principal software distribution channel (OEM sales of 
                                                 
13 Jonathan Krim, “Microsoft Still a Monopolist, Holdout States Say” Washington Post (March 19, 2002). 
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computers) and has thereby effectively preempted consumer demand for competitors’ 
products. If one already has Microsoft MediaPlayer on one’s desktop, why take the 
trouble to locate, download and store a competitor’s product?  

I mention Microsoft solely in the context of it being the 800-pound gorilla in the corner, 
it would be impossible to have a discussion on the intersection of IP and competition 
policy in the high-tech sector without doing so. Clearly, if we are to discuss the role of 
license agreements, patents, and monopoly power, we must look at Microsoft as the 
prime example of the need for a robust competition policy. The resolution of this case 
and the remedies imposed upon Microsoft will be a primary determinant of the future of 
the competitive environment of this industry. 

CONCLUSION 

Clearly, this is an area that is rife with debate and one that we do not anticipate being 
settled in the near future. For that reason alone, we commend the Commission for holding 
this comprehensive series of hearings. It is important to understand, over the sometimes 
loud, rancorous debate, that a good middle ground can and should be found. Again, I 
return to the D.C. Court of Appeals admonition that IP laws should not trump or restrict 
antitrust laws. Just as our IP system is designed with the goals of fostering innovation and 
spurring competitive growth, we have seen many instances where the overbroad 
extension of these rights has done precisely the opposite. 

Intellectual property should not be a tool to allow the first movers of obvious or 
widespread ideas from the brick and mortar world to gain a monopoly for these same 
practices in the online world. Facts underlying a database should not be afforded 
constitutional protection that the founders never envisioned and runs contrary to some of 
our most cherished rights. Programmers and academics should not be prevented from 
discovering the inner-workings of proprietary systems in an effort to develop new 
technologies or allow greater consumer choice. All these would have the unfortunate 
consequence of eliminating competition, and causing serious consumer harm to 
innovation and technological development. 

How do we prevent all this from happening? The courts on the whole have been doing a 
good job preserving the fundamental balance between protection and competition that is 
found in the Intellectual Property Clause of the Constitution. However, I think that the 
other two branches of government haven’t done as good a job, for obvious reasons. 
During the 1990s, some dominant companies persuaded Congress and the Executive that 
stronger intellectual property meant more jobs and more exports. The House 
Subcommittee on Courts the Internet, and Intellectual Property, and the Patent and 
Trademark Office within the Department of Commerce have been particularly persuaded 
by these arguments. Accordingly, intellectual property legislation over the past decade 
has steadily ratcheted up the level of protection, with less concern for balance, the public 
domain, and fair use.  

Where can we find countervailing forces to the politically influential content industries? 
The courts can only do so much. They cannot create exceptions and limitations Congress 
explicitly rejected. Indeed, all the courts can do is find that the unbalanced statutes violate 
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the Constitution’s Intellectual Property Clause. For its part, the Patent and Trademark 
Office is in the business of granting patents and registering trademarks. It would be 
unrealistic to expect the PTO to advocate strongly against the expansion of its jurisdiction 
and against the interests of its customers that fund its operations. 

I submit that the Commission and the Division are the logical countervailing forces to the 
content industries. Their role is to protect the public against monopoly power, and the 
various corporate interests seek to expand their intellectual property monopolies through 
legislation. To some extent, the Commission and the Division have acted in this capacity 
with respect to various pieces of legislation on an ad hoc basis. I would urge both the 
Commission and the Division to increase their intellectual property policy capabilities 
significantly, so that they participate aggressively in the interagency and inter-branch 
process on behalf of competition, rather than deferring to agencies with merely technical 
expertise, such as the PTO.  

I thank the commission for allowing me to speak on this matter and welcome any 
questions. 

 



Is Patent Law Technology Specific?
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Patent Law

• General Application
– flexibility
– adaptation

• Recent Trends
– technology specific
– software patents
– biotechnology patents



Software Patents

• Disclosure Requirement
– nonexistent
– unnecessary
– “mere clerical work”

• Obviousness
– high threshold
– inverse of disclosure



Biotechnology Patents

• Inverse of Software
– stringent disclosure
– low obviousness threshold

• Exactly Backwards
– software: incremental, short development
– biotech: long and expensive development



Causes

• Legal Standard
– PHOSITA construct
– stare decisis

• Informational
– fact finding
– adjudicative delay
– rapidly changing industry
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Good afternoon.  
 
In the mid-1980s, my friend, a young engineer named Arthur Hair, saw the future 
of movies and music. 
 
Arthur invented the method and system for selling digital audio and video files 
over networks like the Internet. He was convinced that if the record labels and 
movie studios would embrace his invention, they would be spared a future of 
rampant piracy powered by computers connected to the Internet.  
 
Arthur’s father—an engineer from Pittsburgh who patented a process for 
strengthening steel—gave us a prophetic piece of advice: “Get a patent to protect 
yourselves, so the big companies don’t steal your ideas.” 
 
We decided to start a company that would revolutionize the entertainment 
industry with a distribution method that was better, faster and cheaper than ever 
before. 
 
In 1993, we received our first patent.  
 
Last month in these hearings, James Rogan, Director of the United States Patent 
and Trademark Office, said: “Understanding the patent system begins with a 
recognition that patents are a form of property anticipated by the United States 
Constitution.” 
On our property, we set out to build a company and change an industry. We sold 
the world’s first downloadable music in 1995 and the first feature film in 1999. 
Since them, we have sold downloadable movies into more than 70 countries 
worldwide. 
 
Before the world went Napster crazy, Arthur and I presented the leaders of the 
media companies with our patent-protected method and system. We offered them 
the opportunity to sell their product, pre-empt piracy and make a new deal with 
the next generation of consumers.  
 
But they were frozen with a fear of the future and a commitment to cling to 
control. 



 
We began to feel a bit like Philo Farnsworth, whose only reward for his invention 
of the television was personal satisfaction—he lost an epic battle with the Radio 
Corporation of America’s David Sarnoff. 
 
Sarnoff spent many years and many millions of dollars to work around 
Farnsworth’s patents. Although he will always be remembered as the man who 
invented television, Farnsworth knew only the struggle of lawsuits. 
 
The story of David versus Goliath repeats itself throughout history. But in our 
case, it is more than just a mismatch in size. We seek to change the business 
practices of a media oligopoly currently under investigation, possibly engaged in 
a civil conspiracy to restrain trade and, like Sarnoff, certainly committed to 
delaying the future. 
 
That future promises American consumers the benefits of this new and useful 
process for distributing entertainment. That future is based upon a mutual respect 
for property rights: our patent rights, their copyrights.  
 
I am here today to testify emphatically that our patent rights are the only thing 
that has the power to change the business practices of men like Rupert Murdoch, 
Sumner Redstone, Michael Eisner and the handful of companies that control the 
production and distribution of movies and music. Like robber barrons of the 
information age, they seek to control all forms of distribution. Consider the 
following statement by Ted Turner of AOL/Time Warner, as told to the New 
Yorker magazine in April 2001: 
 
“You need to control everything, you need to be like Rockefeller with Standard 
Oil. He had the oil fields, and he had the filling stations, and he had the pipelines 
and the trucks and everything to get the gas to the stations. And they broke him up 
as a monopoly. You want to control everything. You want to have a hospital and a 
funeral home, so when the people die in the hospital you move them right over to 
the funeral home next door. When they’re born, you got ‘em. When they’re sick, 
you got ‘em when they die, you got ‘em.” He smiled and added, “The game’s 
over when they break you up. But in the meantime you play to win. And you 
know you’ve won when the government stops you.” 
 
Fortunately for us, another Ted, Teddy Roosevelt, once said: “The only way to 
meet a billion-dollar corporation is by invoking the protection of a hundred-
billion-dollar government.” 
 
Arthur Hair sought out that that protection and we value it in our patent rights. 
The fact that these patents ultimately expire fills us with impatience and forces us 
to continue to innovate. 
 
The ultimate beneficiary of our impatience and innovation is the American 
consumer. 
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Red Hat would like to take this opportunity to give an open source perspective on 

the granting of software and business method patents, and the importance of preserving 

anti-trust causes of action in the patent context. 

 

For starters, Red Hat takes the general position that patenting business methods 

and software applications is the wrong approach.  We are of the view that patent 

protection for these two categories should be minimized and ultimately eliminated.  With 

regard to the nexus of patent law and anti- trust, it is our position that competition law is 

necessary and beneficial to innovation particula rly where large patent portfolio holders 

are deploying their patents to stifle competition in other markets. 

 

One reason that patenting business methods and software applications is the 

wrong approach is because of the problems of updating, maintaining and accessing a 

database by which the patent office can search effectively for prior art.  Unlike most other 

technologies - such as pharmaceuticals, chemicals, and industrial design - there are no 

extensive, comprehensive databases where software prior art can be reliably found.  In 

the computing arts, particularly in the open source community, a great amount of 

innovation has been and is produced by individuals who never publish in industry 

journals.  For almost 20 years commercial software development was protected as trade 

secrets, thus denying the general public of broad knowledge of that prior art.  Even in the 

years since the USPTO has accepted applications for software and business method 

patents, the long periods between filing and publication have frequently exceeded the 



useful life of the process claimed.  Then to, the publication of choice for open source 

innovation primarily occurs via email listservs or Internet chat rooms.  While this free-

form, decentralized approach to innovation is a hallmark of open source, it does not lend 

itself well to comprehensive and organized searches by the patent office. 

 

Thus, diligent searches for business methods and software are often unreliable and 

costly. 1  This is particularly true given that a simple program can consist of hundreds of 

previously developed algorithms and business methods of unknown origin.  As a result, 

software and business method patents are being obtained too easily and often contain 

well-known prior art, ideas that lack novelty to those skilled in the art, or concepts 

already in the public domain. 2 

 

These patents, a generous proportion of which would not survive judicial scrutiny, 

still receives a presumption of validity.  Since financially strong companies can more 

easily acquire large patent portfolios which include such dubious patents, the burden 

typically falls to the public and small-scale innovators to consider expensive and time-

consuming litigation.  This problem is exacerbated by the fact that "often, open source 

developers don't realize their [own] ideas are patentable. And even if they do, they often 

don't have the time and money to patent them."3  Unchallenged, financially strong 

companies holding large portfolios of software patents are able to extract unfair fees and 

leverage their patent monopolies in unintended ways.  

 



The current regime of patent protection for business methods and software patents 

is problematic for two other reasons. First, the speed of innovation in these areas is so fast 

that the long periods of protection granted by patents is stifling subsequent innovation. 

Second, software in particular can be adequately protected under copyright law.  

 

The patent system is designed to "promote the Progress of Science and the useful 

Arts" by giving "Authors and Inventors" the exclusive right to practice their inventions 

for twenty years.4  In the traditional areas of Chemistry, Biology, Physics, Medicine, 

Mechanics, etc., the twenty-year patent term allows the inventors to recoup their 

investments. Pharmaceutical innovations cost about $500 million and require twelve to 

fifteen years on average to bring to market.5  In software and business methods, however, 

innovation proceeds at a much faster pace. Even in large software packages, such as 

Linux or Microsoft Windows, new versions are released at a fraction of the development 

costs and time compared to pharmaceuticals. 

 

While it is our position that patent protection for software and business methods 

should be phased out, some of these problems can be relieved by shortening the patent 

term for software and business-method patents to three years. Three years is more in line 

with the development time and cost that software and business methods face. As it is, 

copyright law offers long-term, yet softer protection for software deve lopers and does 

less to hinder follow-on innovation. Other software developers have taken advantage of 

the mild scrutiny of software patent applications to leverage their dominance into other 

areas. 



  

Red Hat is also concerned with efforts to limit the scope of anti-trust actions 

where patents are involved.  While the Supreme Court in Eastman Kodak  has broadly 

indicated that "power gained through some natural and legal advantage such as patent, 

copyright, or business acumen can give rise to liability if a 'seller exploits his dominant 

position in one market to expand his empire into the next [market]'", the Federal Circuit 

appears to have narrowed the criteria by which anti-trust claims may be considered.6  

Although the Xerox case was more about a unilateral refusal to license intellectual 

property, as compared to a case of "tying" in Kodak, we are nonetheless concerned about 

situations where large portfolio holders are actually undermining competition by refusing 

to deal with particular customers in a fair marketplace.7 

 

As stated earlier, we are generally opposed to the patenting of software and 

business methods.  Allowing these patents to "trump" competition law only makes 

matters worse.  There is a real question as to whether the Federal Circuit is following the 

Supreme Court's lead, given the former's position which tends to severely weaken anti-

trust liability.  As a policy matter, it makes it even more difficult for others to stop anti-

competitive behavior on the part of large patent portfolio holders.  As a few examples of 

consolidations and potential abuses of software patents, consider the cross- licensing 

between Microsoft and KYE Systems Corp., SGI8, and Inprise9.  

  

The debate has gone on for more than a hundred years concerning where the 

balance should be found between the doctrines of anti- trust and patent law.  However, 



commentators have noted that the rise of antitrust legislation in the 1890's in this country 

was partly in response to the reluctance of manufactures to license their patents.  Even 

more so today, anti-trust law still acts as a check on strategic behavior on the part of 

patent holders who might otherwise extend their monopolies well beyond the innovation 

the conceptual framework was designed to protect.10  The realization here is that patents 

should not be used to weaken or destroy the creation or maintenance of parallel or 

derivative markets, and the avoidance of such harm is properly within the purview of 

anti-trust law.

                                                 
1 A U.S. software patent will generally cost approximately $10,000 to prepare and file and, in our 
increasingly global community, it is necessary to obtain patent protection in all major marketplaces as well. 
This means filing a patent application in each jurisdiction that may constitute a major market for the 
software program. Costs to translate, prepare, and file corresponding patents will average about $5,000 per 
jurisdiction.  http://www.redherring.com/mag/issue19/property.html (March 1995 Issue, last visited March 
19, 2002). 
2 IBM patent #4,742,450 covers “shared copy-on-write segments, even though shared segments and copy-
on-write have been used since the 1960’s.  See also: Patent 4,956,809, issued to the Mark Williams 
company on September 11, 1990, applied for in 1982, covered storing data on disk in a machine-
independent order, as the DVI, TFM, GF, and PK file formats.  Even though TeX was "prior art”, the 
patent was granted. Since there is a strong presumption in the courts of a patent's validity once it has been 
granted, there is a good chance that users or implementers of TeX could be successfully sued on the issue. 
http://www.cl.cam.ac.uk/texinfodoc/eplain_8.html  (last visited 3/19/02).  
3 http://www.linuxworld.com/linuxworld/lw-1998-11/lw-11-thesource.html  
4 U.S. CONST . ART . I, SEC. 8, CL. 8; 35 U.S.C. §§ 1-376. 
5 PhRMA “Why do prescription medicines cost so much?” 
http://www.phrma.org/publications/publications/brochure/questions/whycostmuch.phtml (last visited 
March 19, 2002). 
6 Eastman Kodak Co. v. Image Technical Services, Inc., 504 U.S. 451, 479 (1992) citing Times-Picayune 
Pub. Co. v. U.S., 345 U.S. 594, 611 (1953). 
7 CSU, L.L.C. v. Xerox Corp. (In re Independent Serv. Orgs. Antitrust Litig.) , 203 F.3d 1322 (2000). 
8 SGI made $62.5 million selling "non-core intellectual property rights" to Microsoft; see: 
http://zgp.org/linux-elitists/20011023171025.D16614@navel.introspect.html (last visited March 19, 2002). 
9 Microsoft poured $125 million into the troubled development-tools vendor and licensed Inprise's 
technology patents for $100 million; see: 
http://www.idg.net/idgns/1999/06/08/MicrosoftCashCouldBailOutAiling.shtml. (last visited March 19, 
2002). 
10 For an example of predatory behavior arising from patent pooling and cross-licensing, see: 
http://www.google.com/search?q=cache:OejF7l2HwZgC:www.virtualwallstreet.com/news/Volume_4_Issu
e_8_Aug_2000/04_8_103.shtml+Microsoft+and+patent+cross+licensing&hl=en&ie=ISO-8859-1 (last 
visited March 19, 2002). 
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                    P R O C E E D I N G S1

        MR. BARNETT:  If we could go ahead and get started.2

Good morning.  My name is Mike Barnett.  I'm a staff attorney3

here with the Federal Trade Commission, and I'm joined by4

Matthew Bye, also a staff attorney here at the FTC.5

        I would like to welcome you to this morning's hearing6

on cross industry perspectives on patents.  This hearing7

represents one of several business related hearings dedicated8

to various high-tech industries in the fields of9

biotechnology, pharmaceuticals, software, the Internet, as10

well as various hardware and semiconductor related11

industries.12

        This hearing differs from prior business related13

hearings in that prior hearings have separately dealt with14

issues related to particular industry groups, whereas today's15

hearing combines these industries in an effort to explicitly16

determine how these industries' intellectual property concerns17

differ and how they are alike.18

        Joining me today are my colleagues from various19

government agencies, and I would like to introduce Jill20

Ptacek from United States Department of Justice and Magdalen21

Greenlief at United States Patent and Trademark Office.22

        Gathered with us are representatives from various23

companies and the legal community to provide us with their24

insights and experience in patents, competition and25
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innovation within their business or field and hopefully, in1

turn, their industries in general.2

        In my opinion, I think this is an impressive group of3

individuals who are distinguished in their fields, and I'm4

anxious to hear their thoughts.5

        With that, I think we should begin.  We will start by6

briefly introducing each panelist, and following their7

introduction, they will provide a brief explanation of what8

their companies do or their area of expertise, to provide us9

with some perspective toward their relationship in the10

industry.11

        Following these introductions some of our12

participants have graciously offered to provide brief13

presentations to introduce us to ideas and issues that they14

find particularly relevant and important to the issues at15

hand, at which point then we will begin the moderated16

discussion portion of the hearing.17

        To my far right we have Leslie J. Hart.  Les Hart is18

Vice President of Intellectual Property for Harris19

Corporation, an international communication equipment company20

with operating divisions serving a variety of communication21

markets.22

        Mr. Hart has spent 25 years with Harris23

Corporation.  20 years were as Vice President, General24

Counsel of the semiconductor sector of the business.25
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        Les?1

        MR. HART:  Yes.  A few words on Harris Corporation.2

Harris is 106 years old, started out as a printing equipment3

company in Cleveland, Ohio.  Today it's about at $2 billion a year,4

annual sales, in communications equipment ranging from5

sophisticated communications equipment primarily sold to the6

U.S. government, particularly the Defense Department, to7

television transmitter equipment.8

        We're a leading supplier to TV and radio transmitter9

corporations in the United States, and the first to introduce10

high definition over the transmitters, also microwave11

communication equipment, telecommunications test equipment. 12

So that, generally, is Harris.13

        Two years ago we were in the semiconductor business14

and sold that business in 1999, but prior to that we had been15

in the semiconductor business for 30 plus years.16

        MR. BARNETT:  Thank you.17

        Next we have Richard Stallman.  Richard Stallman is the18

founder of GNU Project launched in 1984 to develop the free19

operating system GNU.  Today, Linux-based variants of the GNU20

system are in widespread use.  There are an estimated 20 million21

users of GNU/Linux systems today.22

        He is the principal author of the GNU Compiler23

Collection, a portable optimizing compiler which was designed24

to support diverse architectures and multiple languages.  The25
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compiler now supports over 30 different architectures and1

seven programming languages.2

        Richard?3

        MR. STALLMAN:  I am not a lawyer.  I'm a software4

developer, at least I was before I became the leader of a5

political and social movement.  In our movement, we develop6

free software, free as in freedom, which means that you, the7

user, have the freedom to study what the software does,8

change it to suit your needs, distribute it to other people9

and thus form a community where you are allowed to10

cooperate.11

        You don't have to do these things yourself.  If12

you're a business, say, you could hire a skilled person to do13

it for you.  So, these freedoms are vital and important and14

useful for everyone who uses computers.15

        Now, this gives us unfortunate experience with the16

patent system.17

        MR. BARNETT:  Thanks, Richard.18

        Next we have Nancy Linck.  Nancy Linck is Senior Vice19

President and General Counsel for Guliford Pharmaceuticals,20

Incorporated, in Baltimore, Maryland.  Nancy has been with21

Guliford since late 1998 when she resigned her position as22

Solicitor at the United States Patent and Trademark Office23

where she served as Solicitor for four years.  Prior to that she24

was partner with the law firm of Cushman, Darby & Cushman.  She25
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has also taught at both Georgetown Law Center and George1

Washington School of Law as an adjunct professor.2

        Nancy?3

        MS. LINCK:  Thank you.  Guliford Pharmaceuticals is a4

publicly traded proprietary drug company, as you were told,5

in Baltimore.  It employs 280 people, approximately.  It6

changes every day, and we have more than a hundred U.S.7

patents.8

        Guliford at this time has one commercial product9

which is used to treat brain cancer, and we have products to10

treat Parkinson's disease, diabetic neuropathy, and ovarian11

and lung cancer.12

        As yet, Guliford is not a profitable company.13

Therefore, we have a burn rate of approximately, I believe14

it's $60 million a year, so in order to stay afloat, we15

depend very heavily on investment in our technologies and on16

partnering primarily with larger drug companies.  Thanks.17

        MR. BARNETT:  Thanks, Nancy.18

        Now to my far left we have Dean Alderucci.  Dean19

Alderucci is the Chief Counsel of Intellectual Property for20

Walker Digital Management, a business-solution invention and21

development company.  He directs the creation and patenting22

of software products and participates in commercialization23

efforts.  He has previous experience as an attorney in an24

intellectual property law firm and is a software engineer.25
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        Dean?1

        MR. ALDERUCCI:  Good morning.  For the past eight2

years, Walker Digital has invested in patent protection for3

those of its inventions that are more readily copied by4

others.5

        Walker Digital certainly owns approximately 1506

issued and 300 pending patents in a variety of fields.  We're7

well known for the invention of business methods and systems8

widely associated with priceline.com, but our portfolio9

covers a wide range of inventions designed to deliver value10

to customers and businesses.11

        Walker Digital commercializes its products primarily12

through joint venture development and also through licensing13

to third parties.  Accordingly, we have an enormous stake in14

the patent system with a strong review process which uses15

high quality patents.16

        MR. BARNETT:  Thanks, Dean.17

        Next we have Mary U. Musacchia.  Mary is Counsel to18

the President, Government Relations and Public Policy at19

SAS.  As Counsel to the President, Mary helps SAS formulate20

and represent its public policy views to government officials21

and handles special projects for the president.22

        Previously, she worked eight years as General Counsel23

for SAS coordinating legal services for the company and its24

more than 30 subsidiaries around the world.  She has also served25
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previous tenures as a senior attorney for GTE South Incorporated1

and as Assistant Attorney General of the Missouri Attorney2

General's antitrust division.3

        Mary?4

        MS. MUSACCHIA:  Thank you.  I need to speak up.5

Founded in 1976, SAS is the largest privately held software6

company, with its world headquarters in Cary, North Carolina --7

part of the RTP area.  We have revenues in excess of $18

billion.9

        Our core technology was developed in the 1960s at NC10

State University.  We like to describe our company as one11

that takes data and turns it into knowledge which then can be12

used to create business intelligence.  We have a software13

product that has been used, that is currently used, by more14

than 90 percent of the Fortune 500 companies.15

        SAS has over 8,000 employees and over 202 offices16

worldwide.  Our software is used by more than 38,000 businesses,17

governments, universities sites, and over 118 countries18

around the world.19

        In the year 2000, SAS invested more than 30 percent of20

its income in research and development.  SAS is proud of the21

fact that it has only a 5 percent or less turnover rate in22

its employee base in an industry that exceeds somewhere23

between 17 and 20 percent turnover rate.24

        We're routinely identified as one of the best places25
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to work by groups such as Working Mothers and others.1

        MR. BARNETT:  Thanks, Mary.2

        Finally we have Timothy Casey.  Tim Casey is a3

partner from Fried, Frank, Harris, Shriver and Jacobson where4

he's Chairman of the firm's intellectual property and5

technology transactions department.6

        Prior to joining Fried, Frank, Mr. Casey was Chief7

Technology Counsel, Senior Vice President and Assistant8

Secretary of WorldCom, Inc., where he headed all legal9

aspects of the worldwide technology, intellectual property10

operations of WorldCom and Express MCI Communication Corps.11

        He has also held tenures as Director of Intellectual12

Property at Silicon Graphics, Incorporated, and as Divisional13

Patent Counsel at Apple Computer Corporation.14

        Tim?15

        MR. CASEY:  Thank you.  That helps explain a little16

bit as to probably why I'm here in that I've only recently17

gone back into private practice after a long time of being18

in-house in the computer software and telecommunications19

industries, so hopefully I'll bring somewhat of a perspective20

from a number of different industries into this discussion21

today.22

        MR. BARNETT:  Thanks, Tim.23

        We'll now begin with the presentations.  Dean, would24

you like to start?25
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        MR. ALDERUCCI:  Mr. Chairman, members and staff of1

the Federal Trade Commission and officials of the Department2

of Justice, Walker Digital, like countless other companies3

and individual inventors, has experienced difficulties due to4

inadequate PTO funding.5

        We have consistently supported an increase in PTO6

funding because our business depends on a timely and quality7

examination of patent applications.  Unfortunately,8

inadequate funding hinders both.9

        Financing for PTO operations has not kept up with10

increases in patent filings, despite the fact that all of our11

patent laws, and in fact the very theory behind the patent12

system, are predicated upon an agency that examines patent13

applications efficiently, accurately and in a timely manner.14

        During these hearings, a substantial portion of the15

testimony has referred, directly or indirectly, to PTO fee16

diversion, and to the resulting scope of patents issued in17

the United States.  Fee diversion is a real issue.  Business18

is paying for a better PTO and not getting it.  Unlike FDA19

fees, which have reduced examination time frames, PTO20

fees often go straight into the general treasury.21

        This may help balance the budget, but we all pay the22

price when hundreds of millions of dollars in PTO funding23

fail to be spent for their intended use.24

        Some testimony has also been critical of the patent25
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system and its effect on industry, while other testimony has1

indicated that the patent system is essential to2

competition.  Some testimony has been conclusory and3

unsubstantiated, and some has been accompanied by extensive4

references and statistics.5

        To quote from Professor Lerner's testimony regarding6

our patent system, "the issues are complex, and sometimes7

difficult to understand.  Simplistic claims frequently cloud8

these discussions."9

        I propose that much of this testimony may be10

reconciled, whether it comes from critics or proponents, from11

academics, practitioners, industry or organizations.12

        Both sides agree that the current administration of13

the patent law is not optimal.  The proponents of the U.S.14

patent system have requested that the PTO be adequately funded.15

The critics of the U.S. patent system have denounced the16

consequences of the PTO's shortcomings.17

        Specifically, the criticism regarding overly broad18

patents, and the ensuing problems that such patents create,19

is ironically largely a similar condemnation of the20

inadequate resources of the PTO.21

        So where does the debate diverge?22

        The differences between proponents and critics lie in23

their tacit assumptions regarding the PTO's shortcomings.24

Proponents generally believe that the shortcomings are from25
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inadequate funding, and consequently more funding would1

ameliorate conditions at the PTO.2

        On the other hand, the critics tend to assume that3

the state of PTO operations is constant.  For the critics,4

past problems in the administration of patent laws serve as5

an excuse to demand changes to those laws, rather than6

improve the administration problems.7

        To the best of my knowledge, the critics have rarely,8

if ever, addressed whether their arguments would hold if the9

PTO operated efficiently.  It is interesting that the10

criticism invariably ignores what would happen if the PTO11

were properly funded, managed and operated.  In my opinion12

this represents an inexcusable gap in the policy analysis of13

U.S. innovation and competitiveness.14

        Take the problem of overly broad patents.  To the15

extent that these may be issued, better resouces, properly16

applied, would help eliminate the problem.  There's no17

substitute, and far more resources will help that.  Critics18

should also not ignore the fact that legal reviews also19

operate to deal with failures in the examination process.20

        I define an efficiently operating PTO as one which21

would, for the vast majority of patent applications, find the22

most relevant prior art, render cogent decisions on23

enablement and definiteness of claims, and issue high quality24

patents in a timely manner.25



15

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

        I note in passing that a mere increase in funding,1

without also requiring substantial operational changes,2

rarely results in significant improvement of any3

organization.  It could be demonstrated that an efficient PTO4

would cure the shortcomings denounced by critics.  Then the5

critics and proponents would presumably agree to realize a6

common goal -- implementing this efficient PTO.7

        However, I regret that I have never seen an empirical8

analysis of the competitive benefits of an efficient PTO, nor9

any estimates of the cost to implement such a PTO, nor any10

conclusion regarding whether the cost would outweigh the11

competitive benefits.  I am furthermore unaware of any12

quantitative research that predicts the reaction of businesses13

to such a new environment.  Regarding this lack of empirical14

data, Judge Michel of the U.S. Court of Appeals for the Federal15

Circuit has recently complained that many of those who advocate16

patent reforms offer no support for their claims that there17

are significant problems and that fundamental reform is18

needed.19

        It is reasonable to assume that as the quality of20

patents increases and the time to patent issuance decreases,21

businesses would gradually but inevitably alter their22

strategic behavior in a variety of ways.  For example, not23

only would business alter the amount of resources devoted to24

acquiring patents, but they would also tend to devote more25
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attention to how they acquire patents.1

        One would expect more meticulous patent drafting and2

prosecution by businesses, for example.  In other words, if3

low quality patents were unlikely to issue from the4

PTO, fewer business would even bother filing low quality5

patent applications because to do so would be a waste of6

their resources.7

        In summary, those that condemn our patent system have8

rarely employed such a forward thinking analysis with9

empirical data.  Perhaps this is because many critics lack a10

thorough understanding of PTO operations, the patent laws,11

and Federal Circuit case law.12

        In conclusion, I would like to say that most13

proponents have advocated for a halt to the diversion of14

funding to PTO.  I propose that this should only be the first15

step.  The U.S. should spur competition in innovation by16

significantly investing in its patent system.  Currently, the17

patent system, and thus competition in general, is penalized18

by the diversion of funds.19

        We should determine how best to implement and fund an20

efficient PTO.  This would satisfy many critics and21

proponents alike and restore confidence to the patent system.22

        Thank you.23

        MR. BARNETT:  Thank you, Dean.24

        Next we'll hear from Richard Stallman.25
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        MR. STALLMAN:  Many people assume that it's sensible1

to have a patent system in software, and they question only2

details, such as how many patents, which kinds, how broad and3

so on.4

        This is, I believe, because there is an emotional5

attachment to the idea that a system such as the patent6

system must be a good thing, but in other areas, we're quite7

capable of looking at a government program that was designed8

to achieve a certain goal and questioning whether it does9

achieve that goal, whether it makes any sense at all.10

        Now, I am a software developer.  I don't have much11

background in other fields of industry, and I don't have an12

opinion about whether it's good or bad to have a patent13

system in fields such as pharmaceuticals or automobile14

manufacturing.  I figure I'll leave the discussion of those15

questions up to the people who know those fields, but I have16

worked in the software field for a long time.  I was in the17

software field when there were officially no software patents in18

the U.S., and I've been in it since, and it's clear to me that19

software patents are just an obstacle to the development of20

software.21

        It's not a matter of the precise details.  Yes, if22

you had a competent PTO -- I wouldn't call it an efficient and23

effective PTO-- there might be fewer stupid24

patents, but it's not only the stupid patents.  It's not only25
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the ones whose validity might be questionable that cause1

obstructions to software development.  Even patents covering2

ideas I would say are brilliant have caused tremendous3

obstruction in progress of software.4

        There is mathematical research now.  I can't show you5

statistics.  I don't spend my time studying what the patent6

system does.  I spend my time trying to get software7

developed, but I can tell you where to find mathematical8

research showing how patents can obstruct progress in a field9

where there's incremental innovation.  This can be found in10

www.researchoninnovation.org/patents.pdf.11

        What I can tell you about myself is my experience12

dealing with the patent system.  For instance, there was the13

patented LZW Compression algorithm.  I wouldn't say that was14

trivial or obvious.  It was patented not just once, but twice.15

That is to say, two patents were issued for the same16

technique to two different people and owned by two different17

companies.  When this happened it made a free software18

package called Compress impossible to use.  That program had19

been written while the patent was pending, and the developer20

had no idea that he was stepping on to a land mine, but he21

was.22

        So we sought somebody else to come up with another23

algorithm that we could use for data compression, and24

somebody came forward to us.  We were a week away from25
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releasing that program when by chance I saw the New York1

Times patent column, and I didn't see that more than once in2

a year, and it happened to mention a new patent on data3

compression.4

        I sent away for that patent.  It turns out that5

program had just stepped on a land mine, too, and I wouldn't6

say that other algorithm was trivial.  I wouldn't say the7

patent office made a mistake in that case.  It's one of the8

exceptions where they didn't make a mistake, but nonetheless,9

that program was destroyed.10

        And by the way, there are two patents for that11

algorithm also, so we eventually found another algorithm12

which we released the program, which is now widely used under13

the names GZIP and WINZIP, but that was fine for programs whose14

job was data compression.15

        At the same time, though, people had started using16

the same compression algorithm in the GIF image format.  You17

may have seen GIF files in the Internet.  The problem is18

it's a de facto standard.19

        Well, of course people took this new algorithm and20

developed a format using this new algorithm, which is patent21

free, but society had so much inertia invested in use of GIF22

format that in ten years of trying, we have not been able to23

get both the web sites and the web browser switched over to24

this new format.25
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        So even finding a better algorithm, which supposedly1

the patent system is supposed to encourage people to do,2

even if you find one, that may not help at all.  And when3

there are patents that cover a whole field such as the patent4

on public key encryption, that can lock up the whole field5

of activity for decades.6

        Now, people have the naive idea if you develop a new7

product, there will be one patent for it and you will "get8

the patent" and therefore the patent system will benefit you,9

the developer, of this innovative product.10

        In some fields maybe it's like that, or more or less11

like that, but fields vary tremendously in how much they are12

like that.  Software is at the opposite extreme.13

        If you look at a word processor, you'll see maybe a14

hundred features.  Well, each of those features is something15

that might, in principle, have been patented by somebody16

else.  It might be patented by someone else.  A combination17

of two features might be patented by someone.18

        And the result is if you want to develop a word19

processor, even if it has some innovative improvements,20

you're at tremendous risk of running into patents belonging21

to others that may make it impossible for you to develop the22

program.23

        Standards that you want to comply with may be covered24

by patents.  Even official standards may be covered by patents,25
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which may not matter much in other areas of industry where1

products are made by factories and where you could buy a widget2

that implements a certain standard whose manufacturer licensed3

the patent, and all you have to do is use it.4

        It's not like that in software.  These licenses are5

referred to as reasonable and nondiscriminatory, both are6

false.  They discriminate against free software that we7

develop, and I think that's not reasonable.  Many other8

people do too.9

        People are starting to object when standards10

organizations propose to adopt such standards.  We are now in11

danger of being unable to implement free operating systems12

that will talk to a new generation of scuzzy disks because13

those disks do have the ability to talk directly over the14

Internet.15

        And the protocol you have to use for the security to16

make sure somebody else doesn't talk to your disk drive,17

which you wouldn't want, but it's covered by several18

different patents belonging to different companies, and we're19

afraid we won't be allowed to support that protocol at all in20

free software.21

        Finally, I should say I have a lot more examples I22

could site, but I don't have time now.  I have had at least23

two patentable ideas in my life.  I know this because they24

were patented by others afterwards.  One of them is the probably25
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well known British telecom connecting to the machine through a1

telephone line and traversing hyperlink patent.2

        MR. BARNETT:  Thank you.  Finally, we're going to hear3

from Mary Musacchia.4

        MS. MUSACCHIA:  Thank you.  On behalf of SAS, I5

commend the Federal Trade Commission and the Department of6

Justice for seeking the views of the business community7

through these hearings and welcome the opportunity to appear8

today to present our perspective.  My comments will focus9

exclusively on the controversy surrounding business method10

patents, or BMPs as they're commonly called.11

        SAS is concerned that the public perception of the12

patent system has suffered with the introduction and rapid13

growth of the filing and granting of business method14

patents.  Whether it is a patent on a Dutch auction, a one-15

click shopping experience, or techniques to pictorially train16

"cleaners of facilities," the public eye has been turned in17

the direction, and the question asked, what is the value of a18

patent system that grants monopolies on such innovations?19

        The historical justification of patents, as set forth20

in the Constitution, empowers Congress to create a system to21

promote the progress of science and useful arts by securing22

for a limited time to the inventors exclusive rights to their23

respective discoveries.24

        In exchange, the inventor makes full disclosure of25
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the invention.  The economic theory of patents is that the1

disclosure of the innovation will stimulate competition and2

further innovations.  By virtue of disclosure, society is3

invited to invent design-arounds and further technological4

advances are made, augmenting the storehouse of human5

knowledge.6

        In industries such as manufacturing and electronics,7

history proves that this is so.  For every new microchip or8

carburetor, the disclosure of the new invention spurs9

competition to design improvements.  It is also recognized10

that in some industries, such as pharmaceuticals, a financial11

recovery incentive may be required because of the expense12

associated with the original discovery.  Society's value to13

granting this limited monopoly thus must be based upon either14

a disclosure that would encourage subsequent innovations or15

encourage expenditures for discoveries by creating a16

plausible payback mechanism.17

        It has been in the last several years that the scope18

of patent protection has been enlarged, resulting in a19

dramatic increase in the number of patents, both filed and20

issued.  Certainly, not an insignificant portion of that21

growth can be attributed to BMPs that have emerged from the22

use of the Internet by businesses.  These hearings are23

valuable because they will seek to look at the impact of this24

change on the economy and as a matter of public policy.25
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        Many business method patents simply take a commercial1

brick and mortar business process and articulate it as an2

Internet or electronic application.  Having minimal or no3

physical component, business method techniques cross the line4

into abstractions, mere shadows of innovation.  And while5

mechanical processes have been patented, BMPs are not in6

keeping with the historical and publicly held belief that7

patents have an innovative technical character.8

        For example, when an electronic device is patented,9

the disclosure of the new circuit in the text of the patent10

is expected.  With a business method, since the business is11

already active in the marketplace, there's no incentive to12

the filer to disclose within the patent.13

        In many instances, the business process, by its very14

nature, is already public.  Most typically, the underlying15

technology that is used in the process, the actual lines of16

code, is not part of the patent filing.  What is seen most17

often is a broad, non-illuminating description of already18

public techniques.  Thus, without information on the19

technical mechanism, the disclosure of a business method20

patent fails to augment public knowledge.  In effect, there21

is no longer a quid pro quo, the creation of intellectual22

property right and its protection in exchange for public23

disclosure.24

        In the marketplace, business methods are developed25
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not in a research laboratory in a series of sequential1

improvements upon past technology, as in the manufacturing2

and electronics, nor in repeated breakthroughs, as in the3

pharmaceutical industries, but in an arena of competition.4

Iterative emulation, such as Internet advertising and5

commerce, transferring brick and mortar techniques to the6

Internet or systematizing human processes and human7

transactions, appears to be the focus of business method8

changes.9

        A competitive marketplace between similar or only10

slightly different businesses is all that is truly necessary11

to spur improvements, not the carrot of the monopoly power.12

Ignoring this quality of business methods leads to a failure13

to achieve the proper balance originally contemplated as part14

of the patent system.15

        Some argue there is a need for patents, including16

BMP's to prevent free riding.  To the extent free riding acts17

as a disincentive to innovation, this could be the basis for18

a government granted monopoly power.  However, in the area of19

business processes, does this position really hold up?20

        Traditionally improved business methods are their own21

reward.  They depend in strong measure on the social22

structure within a company utilizing them, on compensation23

schemes, lines of reporting, supervising policies and other24

business factors, both internal and external.  In addition,25
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the first-mover advantage is a strong incentive, in many1

cases ensuring adequate returns to compensate for the cost of2

the implementation of the process.  The government does not3

need to intervene where the market works.4

        We live in a world that is growing increasingly5

smaller.  It's been the practice of the USPTO to work with6

its counterparts in both Japan and Europe to harmonize the7

patent laws.  We agree that harmonization is necessary, but8

as harmonization would apply to BMPs, the United States should9

move toward the European Patent Office and the Japanese Patent10

Office approach, not the reverse.  Neither the EPO nor the JPO11

grant patents on business methods per se.  Instead, the EPO12

requires that an invention have an industrial application, and13

the JPO requires an invention be industrially applicable.14

        Recently, the EPO evaluated its position on software15

patents, business method patents and industrial application.16

A proposed directive makes clear that the EPO stands on the17

requirements for patentability, and calls for the additional18

requirement that an invention have a technical contribution.19

For example, the invention must contribute to the state of20

the art in the technical field concerned.  Thus, a computer21

implemented invention in which the contribution to the prior art22

does not have a technical character would be considered23

unpatentable.  Last spring, the United Kingdom e-minister,24

Patricia Hewitt, announced her government's decision not to25
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recognize business method patents, stating, "Our key principle1

is that patents should be for technological innovations."2

        The JPO requires that an invention be industrially3

applicable, and further limited by the requirement that4

inventions liable to contravene public order, morality or5

public health shall not be patented.  These two requirements6

have resulted in the JPO refusing to grant patents for new7

medical treatments, methods of typhoon control and business8

methods.  According to the Japanese, the systemization of9

existing human transactions would not be deemed patentable10

because it would be obvious to a person in the ordinary skill11

in the art.12

        The industrial application requirement in both the13

EPO and JPO, along with their requirement that patentable14

inventions have a technical character, limits the extent of15

patent protection that may be received for inventions of an16

economic nature, a BMP.  By explicitly including industrial17

application as a prerequisite to even entering the realm of18

patentability, the possibility of protecting processes solely19

involving economic or personal utility, such as a method of20

the training of a janitorial staff or the swinging a golf21

club, is significantly reduced.22

        In a global marketplace, business method patents may23

also introduce an artificial constraint on the competitive24

process and should be evaluated for possible impact to the25
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U.S. Economy.  Query:  If the JPO and the EPO continue their1

restricted approach to recognizing BMPs, will patent seekers2

flock to the United States to obtain a protected monopoly,3

constraining behaviors in the U.S., while leaving the rest of4

the global marketplace free of impediments?5

        The dynamics are probably too new to really know how6

this will play out, but it's certainly worth consideration and7

study.  If history provides a basis for judgment, there's8

little to suggest that the previous lack of monopoly protection9

for business methods, on any significant scale, hurt the growth10

of U.S. business from the time our Founding Fathers authorized11

Congress to create the patent system over two centuries ago.12

        Throughout the course of these hearings, numerous13

suggestions have been made as regards BMPs.  SAS has been a14

proponent of full funding for the USPTO.  This will help15

improve the quality of the work, benefit those that use the16

system and cease to be an indirect tax on inventors who have17

contributed the most to the U.S. economy over the last two18

years.  However, full funding should not be considered a cure19

to a fundamental flaw that exists by granting patents for20

business methods.21

        It has been suggested that reducing the life of the22

patents for BMPs to three years would be desirable.  While23

this would be an improvement on where we stand today, it24

again does not address the underlying public policy issue.25
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If BMPs have been defined clearly enough, they can be defined1

clearly enough not to be granted.2

        Whatever action may be considered, it should be3

conducive to harmonization on a global basis.  There are no4

borders, and careful consideration should be given to moving5

towards the positions of the EPO and the JPO on this6

subject.7

        I thank you for affording SAS the opportunity to8

participate.9

        MR. BARNETT:  Thank you, Mary.10

        With these ideas in mind, I would like to begin the11

discussion portion of the hearing.  Let me start with just,12

more or less, some rules of the game.  If during the course of13

discussion during the panel, you would like to contribute,14

just take your nameplate and stand it on end like this,15

and that way we can call on everybody in turn, and nobody has16

to waive their arms or anything along those lines.17

        I think at that point then we should start.  I might18

go ahead and start by asking either Les or Nancy or Tim if19

they have any comments based upon what they've heard from the20

various presentations?  Since they elected not to give a21

presentation in this case, if they had any particular22

comments based on what's been said?23

        Sure, go ahead, Nancy.24

        MS. LINCK:  I do have one general comment.  There's25
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been a lot of discussion about improving the quality of1

examination in the Patent and Trademark Office, and I used to2

be a huge proponent for doing so, but on reflection and3

talking to a number of folks who have testified earlier at4

these hearings, I've come to the conclusion that we're5

getting a pretty good examination as it is.6

        The office is under tremendous pressure.  There's a7

huge turnover.  I don't know if it's a money thing as much as8

just being able to get quality people and keeping quality9

people.  In an age when the unemployment rate is so low,10

salaries are very low in the PTO compared to private11

industry.  I know when I went to the PTO to become solicitor, I12

took a 50 percent cut in the salary, and one of the reasons I13

went back was to go back to the salary I had when I went14

there.15

        Given all those challenges, I think we actually get a16

remarkably good examination, given that the office issues about17

200,000 patents each year.  Of the 200,000, 200 per year18

roughly, rough numbers, are put into litigation.  Therefore,19

the conclusion to be drawn is, of all the patents that are20

examined and issued, very few really are extremely valuable21

patents, and so I think the best solution in fact is to have22

a better reexamination system.23

        The one we have right now is very one-sided in that a24

third-party or challenger to a patent is really in a25
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difficult situation if they try to go to the office and get a1

patent reexamined.  There's pending legislation -- HR 1856,2

1886, and Senate Bill 1754 -- that would go a long way to fixing3

the reexamination system we have now.  That way we could4

focus funds on fixing bad patents that get through the5

system -- and they do get through, it's inevitable -- rather6

than focusing so much on trying to make every single patent that7

the office examines a high quality patent.  I just think it's8

not really possible.  We could hope for it, but I just don't9

think it's possible.10

        MR. BARNETT:  Thanks, Nancy.  I think Tim had a11

comment and then Les.12

        MR. CASEY:  Yes.  First, I have to clarify that I'm13

not here speaking on behalf of anybody.  This is just on my own,14

so my views don't represent any views of a particular client or15

that necessarily of the firm, just of myself.16

        I would like to address a couple things that came up17

as a result of the prepared presentations, and that18

is Mary's comment about the disclosure function of19

the patent system.  It is a good one, but in many ways, in20

response to Richard's comments regarding software21

patents, if you had an example where development was being22

done on a data compression technology, and you had a23

disclosure of that patent, then a lot of time wouldn't have24

been wasted developing it, possibly because you would have25
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had a disclosure of that information.1

        Now, if you never disclosed the information and all2

the patents or all the software were maintained as source code3

that wasn't being disclosed and object code which was made4

available to people, there's some question as to whether or5

not you would have a very adequate disclosure of the6

technology that was underlying that.7

        So part of your ability to be able to figure out that8

you were actually doing something that somebody else had9

already gotten a patent on was somewhat dependent upon the10

fact that the patent disclosed the technology that was in11

there in the first place.12

        Part of the problem at that point in time was that13

patents weren't published until they were issued.  We now14

have an 18 month publication period, although it's somewhat15

disturbed by the fact that we have -- is a patent application is16

only filed in the U.S. and somebody opts out of the17

disclosure system, then it won't be disclosed until or if a18

patent issues.  But there is something to be said for earlier19

publication, opinion application, so that people have an idea20

of what is coming along the line.21

        The other thing that's interesting is there's a lot22

of talk about whether or not there's any benefit to software23

patents or patents in any particular field that comes along.24

You can go back 200 years, in fact, even before the25
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development of the current patent system in which states1

issued their own patents, and look at some of the disputes2

that arose as a result of the fact that we didn't have a3

federalized system.  And so you had a lot of disputes between4

different states issuing different patents to people on roughly5

the same inventions.  There's a big story about steamboats and6

patents being issued on different steamboat designs.7

        And in part, the federal system rationalized that,8

taking common law perspective and putting it into a9

common scheme that was utilized across the board.  And that10

had some fairly significant benefits, but even back then11

people complained about patents.  They complained they weren't12

being adequately examined, and in fact for a period of time they13

weren't examined at all.  They complained they were inhibiting14

the industry, yet we seemed to have developed anyway.15

        In fact, ten years ago I was in a panel with Richard16

where the PTO was having a number of hearings about software17

patents.  One of the panels was in San Jose, and his18

argument at the time was roughly the same as it is now, that19

software patents are going to destroy the software industry.20

But other than a few isolated examples where patents were21

issued on stuff that perhaps they shouldn't have been issued22

on, it's hard to see how the software industry has been23

destroyed.24

        So you leave some question as to whether or not the25
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arguments that were made by the railroad industry or the1

steel industry or any of a number of other industries along2

the line about how deplorable the patent system was going to3

be and all the problems it was going to cause, whether or not4

it ever actually did.5

        And from my own perspective, I've had the opportunity6

to sort of see both sides of that fence in that when I was7

in-house with Apple and Silicon Graphics, these were8

emergent players into the computer industry, whether it was9

the personal computer or the work station industry.  And as10

emerging players, we had to face a lot of other companies11

that had been there long before us and had very well12

established patent portfolios and for whom we had to13

negotiate licenses.14

        And that costs companies a significant amount of money15

and arguably that money could have been used to fund other16

research and development.  It could have been used to do any17

of a number of things.  Could it have been returned to the18

shareholders?  Hard to say, but one thing it did cause19

companies to do is get serious about attempting to protect20

its own technology.21

        And much of the way in which we went about doing that22

was to file patents on software, and so Apple developed a lot23

of significant patents on software.  SGI also did the same,24

and many years later, both companies saw the benefits of that25
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because back when Apple stock, back in 1987, was trading1

roughly at just under $10 a share and the company was having2

a very difficult time, it announced that it had entered into3

an investment and patent cross licensing agreement with4

Microsoft, causing the stock to jump up to over $13 per share5

the next day.6

        And if you go back and you look at a five-year table7

of the stock, other than one dip in between, it's roughly8

gone up since, until the recent industrial collapse.  But you9

can pinpoint this, going back to when that announcement was10

made, and what did that do?11

        It allowed them to get funding at a time when they12

particularly needed it, and it gave them an opportunity to be13

able to get a restart on where they had been.  The same thing14

was roughly true with SGI.  If you look at SGI in October 22,15

2001, it was trading at under a dollar a share. It also16

announced a license agreement with Microsoft, and some $6517

million or so in revenues as a result of that license, and its18

stock tripled the next day and has roughly continued to increase19

since then.20

        Now, it's still not high.  It's $4 and change I think,21

but the fact is that it gave the company an opportunity to22

kind of get back into the marketplace.23

        So it's hard to say would they have been in that24

position if they had not gotten patents on this, and25
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Microsoft is one of these companies that it has been able to1

license this technology out to, or would they have never been2

in the sort of economic position they were in at the time3

that they entered the license had they never had to pay for4

licenses from other people in the first place and spent money5

on a patent development program?  It's impossible to say.6

        But what you can do is you can look at the data7

that's there.  You can look at when these announcements were8

made, and you can track the progress from those particular9

dates, and there is at least some evidence that there was a10

benefit to it.11

        MR. BARNETT:  Les, do you want to comment?12

        MR. HART:  I would like to comment on all the patents13

coming out of the patent office.  At one end of the spectrum,14

to litigate a patent day, it's fairly complex.  You're15

talking $2 million in legal fees, so at the far end of the16

spectrum, you would think, "Well, it's very dangerous and very17

expensive to have obviously invalid patents out there."18

        But let me suggest that from my experience where I19

have licensed semiconductor patents for 20 years, both20

licensing mine and being the object of infringement claims by21

others, that reasonable business people negotiating patent22

licenses are not going to run the risk of getting involved in23

a $2 million per patent litigation.24

        If a patent was being asserted against me or I'm25
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asserting it against someone else and someone comes up with1

prior art, clearly if it anticipates those claims, the basis2

of one or two reasonable people withdraw those patents from3

consideration.  They're dead.  They know it, and no one is4

going to risk a $2 million per patent litigation over that.5

        So there is a screening process that exists in the6

real world that I have experienced that says, sure, some7

patents are going to slip by.  I've seen it where it appears8

to be an immature examiner who just missed some classes that9

he should have searched in, but in my experience that hasn't10

happened very often.11

        MR. BARNETT:  Thanks.  Richard, you had a comment?12

        MR. STALLMAN:  Yes.  I feel that you have13

misrepresented what I said both in San Jose ten years ago and14

what I said today.  First of all, you've been very convincing15

in arguing that owning patents has been beneficial for the16

companies you've worked for.  I'm not surprised.  I wouldn't17

argue against that, but you gave me some advice in a rather18

condescending way.  In order to give someone advice, you19

really should study the scenario first.20

        This program I was talking about was written about a21

year after someone saw an article in a journal, so even with22

today's practice of sometimes publishing patent applications23

after 18 months, he still would have been blindsided, and24

the later program that was destroyed, well, it wouldn't have25
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helped us at all.  We were getting ready to release it, and a1

week before release, we saw that a patent had just been2

issued.3

        Now, there may be some other circumstances, it's4

true, for the ultimate GZIP program, we looked at all the issued5

patents.  The developer studied them.  He studied them not to6

get any hints for what he could do but only to learn what he7

couldn't do, so the fact that a patent existed did not in any8

way help him.9

        It only hurt him.  It just showed him, "Here are a10

bunch of solutions you can't use, and you had to work harder11

to get to the same place that he would have been in with the12

LZW algorithm," and then finally, as I explained, even though13

our algorithm worked a little bit better, we couldn't even14

get people to switch to it because society's inertia.15

        Now, when a company is big enough, it can make16

something a de facto standard just because it wants to.  Look17

at Microsoft, say with .net.  Microsoft is saying they have18

patents covering .net, and with their 30 or so billion19

dollars, they have a lot of resources to get people to switch20

over, and if they get people to switch to a standard that we21

are not even allowed to implement, then we're in big trouble.22

        I would like to ask you a question.  When you talked23

about these companies having to get licenses, did they24

include any cross licenses?  Did you license your patents to25
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those companies as well?1

        MR. CASEY:  Most of the time that's the way they work2

out, absent cross licenses.3

        MR. STALLMAN:  Right.  What this shows is your patent4

didn't even protect you from the big companies that might5

have wanted to compete with you.6

        MR. CASEY:  That's because there weren't very many at7

the time.  You cross licensed, but you didn't cross license8

very much.  That gave you an impetus to develop more, so you9

weren't quite so one sided.10

        MR. STALLMAN:  I'm sure it gives an impetus.11

        MR. BARNETT:  We might step back for a moment, and12

one thing that we're interested in, I think, is the role that13

patents play in a company's innovation decisions.  In other14

words, why are companies innovating and where does the15

decision to patent fit in with all this?16

        I might open this up to the panel.  That question is,17

intuitively patents are arguably spurring innovation, but where18

does it fit in with the company's framework or the inventor's19

framework?  Does anyone have any20

thoughts?  Dean?21

        MR. ALDERUCCI:  I would like to note that the22

innovation spurred by the patent system is really two23

components.  One is the incentives that flow from24

protecting your intellectual property, but the other, which is25
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rarely talked about, I found is the ability of anyone to1

review the public disclosures in issued patents or published2

patent applications.3

        And to the extent that it's a patent and it's4

expired, you're free to use anything that is claimed or5

disclosed, obviously, and to the extent it's disclosed and not6

claimed, you're also free to use that technology as well.7

        I'll speak to my original experience with this, which8

was when I was an attorney in a law firm.  We had a client9

that was very patent savvy, and this client would routinely10

send me or other attorneys to the files of patents related to11

its relevant technology, and it would basically give us basic12

problems to solve.  It would say, "See what kind of disclosure13

is relevant to solving this or that kind of problem."14

        In this way the company basically had a lot of free15

research.  They had to pay for the attorneys, and quite16

frankly, knowing what I know now, they could have paid other17

people to do just as good a job at a lower billing rate, but18

there's really a tremendous amount of information that is not19

taken advantage of by a lot of different people in industry.20

        Now, in my current position at Walker Digital, we do the21

same thing.  We review the disclosure of issued patents and22

pending patent applications.  It's been my experience that23

you can find disclosures relevant to certain technology areas24

in the middle of a patent that on its face, by reading the25
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title of the abstract, might not deal with that technology1

area.2

        For example, I remember a patent that dealt with a3

vending machine.  It was basically a very simple vending4

machine.  In the middle of the patent, seemingly out of5

place, was a very helpful description of revenue management6

technique.  If anyone who knows what revenue management7

technique is, it's basically a way to alter your prices so you8

can optimize your profits.9

        It really wasn't expected in the middle of a patent10

regarding a vending machine which allowed the user to reach11

in and take the food product themselves, which was part of the12

innovation.  But my point is, when you look at the disclosure13

that the public patent system provides and you take advantage14

of that disclosure, then you're much better off, and it tends15

to increase your ability to innovate.16

        MR. BARNETT:  Les, did you have a comment?17

        MR. HART:  I'll use Harris Corporation as an example18

of innovation and the part that it plays in management of the19

company.  Harris got in to the semiconductor business in the20

early '60s, like many other companies like Intel and many21

others, and once you started having sales, the first patented22

company that would approach you would be Western Electric,23

AT&T, Bell Laboratories, because they had the patent on the24

transistor.25
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        That started the process at Harris of, say, you1

went from the point where you had no patents and you were2

building infringing product.  You went from there, you3

migrated from there to the point of saying, "We better get4

some patents because the next time we have to deal with5

Western Electric five years from now we better have some6

patents that hopefully are infringed by Western Electric."7

        From that point you migrate even further, and if8

you're really in a hurry to get patents, you might even9

consider buying them from other companies, and that's10

happening with an increasing frequency today, not so much 2511

or 30 years ago.  But in the migration path of innovation,12

you're at the point now where you get patents for defensive13

purposes, to defend yourself from somebody else with more14

patents who comes after you.15

        Time marches on, and in the migration of the16

importance of innovation, most of these companies in the17

semiconductor industry are spending 12 to 15 percent annually18

of their sales on R&D.  You finally get to the point in the19

migration of this where instead of being defensive, your20

accumulation of patents may put you in a position that you21

can license them actively and get a return, monetary return,22

so that you can use that money to make further R&D23

investments.24

        It migrates even further, and I think there are parts25
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of companies like Harris that have been in all four of these1

things.  At the same time, that migrates further, where your2

decisions in the future on where you would invest in R&D3

would be keyed on your ability to look at the world, the4

patented world out there, and say, "Where is a place I could go5

that isn't heavily patented?" or you could say, "This area is6

heavily patented and I think I want to go in this direction,7

but this company has those patents."8

        You might make a decision based on that, "Why don't I9

acquire that company?" all of which I suggest is some very10

competitive environment.  But companies do, whether they11

realize it or not, go through those four stages.  Not many12

companies are in that fourth stage now, but companies are13

migrating that way.14

        As an example, we acquire businesses, and we have15

acquired businesses where the company had no product, had no16

sales.  They had 85 or a hundred very bright electric17

engineers that had some pending patent applications on some18

really important stuff.  We spent an awful lot of money and19

what are we buying?  We're just buying the patents and the20

ongoing engineering capability because there were no sales.21

They hadn't developed a product.22

        So innovation and patents I think are very important23

to a high-tech company's decision on what they do.24

        MR. BARNETT:  Mary?25
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        MS. MUSACCHIA:  The question that you proposed was,1

"How do your companies look at patents or innovation, how does2

it impact your planning?" and for SAS it does not, and it3

never has.  We've historically had a process where we've gone as4

high as over 35 percent of our gross income going back into5

R&D.6

        We've been around since 1976.  Patents were not a7

part of that calculation in terms of, "We are going to do this8

development so we can obtain this patent."  It didn't impact9

those decisions.  We actually have a very market driven10

philosophy as to how we do our development.11

        We go to our users at annual meetings and we say,12

"What is it that you want?  What features do you need?" and we13

actually will come back and take a look at it, prioritize it14

and develop our evolution based upon where we see the market15

will take us, not upon a view that if we go in this direction or16

in that direction, we will be able to get a patent.17

        I think some of the comments that you hear, and I18

appreciate very much, Mr. Hart, what you just said, because a19

lot of times, and what was said earlier, you see this original20

development.  In some cases it comes about in a defensive21

basis.  We didn't think we were going to, and I think I22

understood you to say that for SGI and Apple, they didn't23

originally plan to patent, but all of a sudden they said,24

"Gee, I better go get some patents so that I can play with25
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other people in this park."1

        That to me doesn't say it's stimulating innovation,2

which is what I think the framers were originally looking3

for.  That was just a sign of quid pro quo.  Let's move4

forward, and if you don't get that, then you have to really5

say, "Is the justification to strictly protecting my6

intellectual property, my economic well-being as an7

individual company, was that the original purpose?"8

        I don't believe it was, and I think that's the danger9

that we're falling into with some of these things.  If we10

cannot go back -- this is where what I tried to suggest in11

our paper -- we would really hope that some real, solid,12

scholarly work would be done to see, are we really creating13

innovation in doing this?  If we are not, then what is the14

government doing by extending the patents into an area that15

-- at least in the totality of time, it's been fairly recent,16

last couple of years, last decade or two -- for SAS, it's not a17

factor for us.18

        MR. BARNETT:  Tim?19

        MR. CASEY:  The impact or relevance of innovation is20

highly industry dependent, so you have to look at which21

particular industry you're talking about at the time to22

determine whether or not it's a determinant.  To say that23

patents drive innovation is only partially true in that24

innovation, more often than not, drives patents because you25
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obviously can't file a patent on something until it's been1

invented, so clearly the innovation has to come first.2

        The only way in which patents primarily relate to the3

level of innovation that a company may partake in is where it's4

driving people to have to develop something different.  So if5

you look at a particular industry where there's very little6

distinguishment between companies that are offering products in7

the personal computer industry, for example, most of the PCs8

that are out on the marketplace, especially at the lower end,9

don't have a whole lot of innovation per se in them because you10

can't afford to do a lot of innovation in a product that's11

selling for under a thousand dollars.12

        So there isn't a lot of incentive in that particular13

industry to create a lot of newness because of market14

factors, but not so because of whether or not you can get a15

patent on it.  I'm sure you can get patents on things that16

are being incorporated into many of these devices, and I'm17

sure that Compaq and Dell and HP, et cetera, are all getting18

patents on as many little different things as they can.19

        But those aren't really patents on significant20

innovations as much as they are just playing the game, as Mary21

mentioned earlier, but it's a very different thing when you talk22

about the pharmaceutical industry, for example, where a patent23

is pretty much everything to whether or not a product is going24

to have any significant economic return for the company.25
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        We represent a lot of investors.  They're making1

investments in pharmaceutical companies, and in doing due2

diligence and trying to help those investors analyze what it3

is they're getting into, most of the time the investment4

decision rests upon how strong a patent protection that they've5

been able to develop or the potential for that patent6

protection based on pending applications that the company's7

been able to develop, and that alone is a primary determinant8

valuation in what kind of investment they're going to make.9

        So if you throw that away, you throw the patent10

system away.  In that particular industry, and that industry11

is not alone, but it's a good example, you question whether12

or not anyone would be investing in these pharmaceutical13

companies and whether or not they would actually be driving14

the new development of new drugs to cure other diseases15

and other issues.16

        So you have to again look at what industry you're17

talking about as to whether or not it makes any significant18

difference.  Les's suggestion that in some cases this may drive19

companies to actually make a purchase, often plays out quite20

frequently.21

        We were representing General Semiconductor, which had a22

hostile bid made by Deutsche.  They turned it down, and23

Deutsche sued them for patent infringement.  The litigation24

went on for a period of time, the ultimate result of which25
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was Deutsche increased its price to a point where General1

decided it was worth doing the deal after all.  They went ahead2

with the merger, and there went the patent litigation.3

        So the patent litigation in that instance was a tool4

that ended up being used more by General than Deutsche because5

Deutsche filed it, because it gave them an opportunity to help6

to increase the price the shareholders were getting for the7

company.8

        Does that really have anything to do with patents?9

Not necessarily, it's just another tool in industry10

manipulation in corporate development.11

        MR. BARNETT:  Nancy, I was wanting to hear your12

comments on that, coming from the pharmaceutical industry as13

well as PTO, but what are your thoughts in particular in14

addition to any others, on the notion that different15

industries are different from a patent perspective?16

        MS. LINCK:  I think they are different, but maybe more17

in their stage of evolution.  I mean, Tim is absolutely right.18

For proprietary drug companies and even for generics, patents19

are absolutely critical.  We do not move forward for20

developing a drug for which we don't have patent protection,21

that is a given.  We can't bring in investor funds.22

        As I explained earlier, that's critical to our23

company right now.  Unless we have a big patent estate, a24

strong patent stake, we can't patent with big pharma unless25
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we have a strong patent stake.1

        When I was the solicitor, I worked actually on the2

software guidelines, and we did a lot of research on whether3

or not software should be patentable, and initially we took4

the position that it shouldn't be.  We wanted to take the5

In Re Lowrey case up to the Supreme Court and see if we could6

get the Supreme Court to reverse the Federal Circuit.7

        And it was actually someone in the antitrust division8

of the Department of Justice that convinced me that software9

should be patentable, but if antitrust thinks software should10

be patentable and the PTO thinks it shouldn't be, there's11

something wrong with this picture.12

        Going back to the importance to different13

industries, I think it's absolutely clear today, but when we14

were looking into whether or not we should patent software,15

the hope was that while the software industry was making16

little tiny steps advancing its art, perhaps by providing more17

meaningful protection through patents rather than copyrights we18

would see more significant inventions being made in the19

industry.20

        And, frankly, once we started patenting software, I21

haven't studied that issue, and I don't know whether that has22

happened, but certainly that was one of our rationale for23

moving forward.24

        I think also those who work in the intellectual25
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property area, patents specifically, for the most part1

believe strongly that different technology should not be2

treated differently.  They have not been treated differently3

for several hundred years and our system continues to work4

very well.5

        And while there have been times when there have been6

questions about patenting different technologies such as7

life, the Chakrabarty case, we've moved forward with saying that8

inventions in that field should be patentable.  I think before9

we change that, before we treat different technologies10

differently, we should really move very slowly to make sure that11

that's not going to negatively impact the way our system works.12

        MR. BARNETT:  Richard?13

        MR. STALLMAN:  What we've seen here is a14

recommendation that there's no need for caution before you15

impose the patent system on a field that hasn't had it16

before, but there is a recommendation for caution in not17

making that change.18

        Why in the world should all fields be treated alike?19

It seems like sort of a religious assumption when you can easily20

see that the relationship between patents and products is very21

different between different fields, and that means the effect of22

having patents is very different in different fields.  Never23

will the software field evolve to be like pharmaceuticals.24

        What it takes to develop a pharmaceutical, to find a25
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pharmaceutical that will work and then to test it is very,1

very different from what's involved in developing a program.2

Many drugs are polypeptides.  They are proteins, essentially.3

Do you know how many amino acids typically appear in a large4

protein drawing or how many atoms would appear in a drug that is5

not a protein, an order of magnitude even?6

        I would guess thousands of amino acids or maybe7

thousands of atoms in something that is not a protein is the8

limit of what humans can do.  Now, this is because that field9

is terribly hard.  I'm not saying that those people are not10

smart.  I'm saying that the field, what they have to do, is so11

hard.12

        For us, what we have to do is much easier, so a13

program with a thousand components in it, a thousand14

operators, that's trivial and you can write that in a week.15

Hard programs have maybe millions of operators in them.  You16

might have 20 operators to choose from, just as there's 2017

amino acids you could choose from in a protein.  So what this18

shows is how different the jobs are that we have to do.19

        And then you get these fairly simple designs that are20

terribly hard to develop and test, and then you get a patent21

on the whole thing.  In software, if a patent covered a22

single entire program, it wouldn't cause any trouble, so23

patents affect and relate to products very differently24

in these two fields.  I think these are the obvious candidates25
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for being treated differently.1

        MR. BARNETT:  I might ask Dean and Mary, because2

they're both in software related fields, what their thoughts3

are, and then we might go to a break after that.4

        MR. ALDERUCCI:  I would like to clarify that software5

is provided for the more commonly assumed software that is6

developed for PCs or services.  There's also invented software.7

There's software that goes into very low tech devices, and I'll8

give one specific example.9

        Software is now used in cash registers.  The industry10

likes to call them point of sale terminals, but most people11

would probably call them cash registers.  By development, I mean12

the ability to replicate a process that has been demonstrated to13

work on, for example, a cash register might be very simple.  It14

might be the case that once a given piece of software is proven15

to work very well in an environment, in a business environment,16

then it might be a very good business decision to copy it.17

        Now, it might also be true that even though this18

software was very simple to develop, it was very difficult to19

prove that it would work.  Now, what I mean by work is that20

it would actually have a net benefit to the business, that it21

would, for example, increase the sales of whatever business22

is running the software.23

        So you can see in a certain type of industry that24

wouldn't be very open to innovation -- let's say it's an25
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industry in a subsegment of retail that's not very1

open to innovation -- if you had to convince this business2

that it was going to interact differently with its customers in3

order to increase a profit, the natural reaction is going to be4

reluctance.5

        You might have to expend significant resources in6

testing and prototyping to prove that this new interaction7

with customers was actually going to be a benefit for the8

industry.  You might also have to significantly test it9

across a variety of different retailers in that industry.10

        Only after you had successfully proven that the new11

process was in that benefit, that it did increase sales and12

profits for that industry, would it be a very viable business13

option for others in the software field and particularly in the14

field of making software for cash registers to copy that system15

that had already been proven, and perhaps it would take tens of16

millions of dollars to prove that it would work in this17

particular industry. 18

        This is the type of situation the patent system is19

designed to protect:  the simple innovation that can be20

easily copied, but yet significant investment goes into the21

development of innovation.22

        Now, significant investment doesn't necessarily go in23

the physical operation of how the process flows from start to24

end in the interaction with the customer; the development is25
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in the testing.  The development is in the prototyping on1

various industries, collecting the statistics, tweaking what2

works and doesn't work.3

        And I'll note along these same lines, Mary made a4

comment that business methods are not developed in a5

sequential testing and research manner, and that's just6

completely untrue, at least in the business segments that7

I've been involved in.8

        MR. BARNETT:  Mary, I'm curious on your thoughts,9

particularly from the standpoint of your comments earlier10

about SAS's approach to patenting, but also just in general.11

        MS. MUSACCHIA:  I think that what I've tried to do is12

articulate, in the business method arena what you begin to13

see is really an effort by businesses to take events that are14

already known in most cases, process that for the most part.15

I think it's a phrase out of the Japanese phrase, it's the16

human transaction that already exists, and you now17

systematize it.18

        You put it in, and you make it electronic or you add19

a piece of software to it, and now we have something that is20

new.  I think you can see it in a host of ways so from our21

perspective, we don't see that that overall adds to the22

collective effort in terms of adding new technology, new23

information, new design.  These things for the most part for24

the business methods already exist.  So that is the point25
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that I'm trying to direct it to.1

        In terms of the laboratory reference, the suggestion2

there is that again in most places people have studied the3

marketplace in a lot of these business methods that I'm4

discussing, and they just look at what exists out there.5

They see what is happening, whether it's in the financial6

industry, whether it's in the food service industry,7

whatever, in the janitorial industry.8

        I still struggle with that one every time I've read9

that patent, claims and all, and I sit there and say, "Oh, I10

could look at a human process and you've written it up,11

you've put it in the proper format, and now you have turned12

it into a patent."13

        We believe they not only do not add to innovation, they14

can actually hamper it.  Nancy's comment that we need to look at15

all areas, and you cannot distinguish, I too get concerned as a16

lawyer to say that we are going to take a system and pull one17

group out, but I do not believe that we have to, and I think the18

word that Richard used was "slavishly" following this.19

        I do not believe that just because it is difficult, that20

you do not question it and you do not turn around and say21

possibly that all areas are not the same, that you do have to22

treat them differently.  Tim, you made that point as well.23

        So it's something that needs to be done.  It needs to24

be looked at.  Certainly there are other places in the world25
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that feel you can do this and they are doing it right now, so1

that is again where we come back and say, "Take a look at what2

is going on in Europe and Japan and other places,3

particularly as it relates to this category of patents and4

let's move in that direction."  That's our fundamental5

position.  That's where we believe it needs to go.6

        Finally, just one other point, an intellectual7

property right such as patent isn't like the right to8

breathe.  It isn't like the right to live.  It is something9

that is created by man in the Constitution.  So when we talk10

about protecting it, that is something again where we're talking11

about protecting the original concept that was created by all of12

us that sits in our Constitution, and we have evolved. 13

        Congress evolved it.  The Courts have evolved it.14

There is nothing wrong with going back and taking a look and15

saying, "Was the original purpose still being served?" and I'm16

not a constitutional scholar, don't hold myself out to be17

one, but I certainly think it is again an issue that was18

debated at the time.  It's debated now, and we don't believe19

that we really are adhering to some of the original precepts20

which is the quid pro quo for society.21

        What do we get?  Do we really spur innovation?  Is it22

something we need to protect?23

        MR. BARNETT:  Just as a quick follow-up, would you24

have the same thoughts with software patents that are25



57

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

arguably not business method patents?1

        MS. MUSACCHIA:  Some patents that are not business2

method patents, SAS would take the position that we also, had3

we had our druthers, we would not have software patents.4

That is water that has gone so far under the bridge of over5

the past more than two decades.  That is a discussion that we6

think, while we would have loved for it to have happened and7

for there never to have been software patents, we think8

that's probably something that cannot be reversed, whereas9

business methods is one that is so new the die is not so10

irretrievably cast that it cannot be pulled back, and that's11

why our comments are very heavily focused on the business12

method arena.13

        MR. BARNETT:  We might go with Dean, Richard and then14

Tim.15

        MR. ALDERUCCI:  I'll be very quick.  I just want to16

say, Mary, a large part of what you just said was basically17

business systems that already exist in the public knowledge18

should not be patented.  I agree 100 percent.19

        I know for a fact that's why there's a Section 10220

and Section 103 in the patent statute, but I also note that21

the division or the way to categorize a business method is22

not well defined.  As far as I know I've never seen a23

definition put forth that basically says a business method24

invention is one which is a copy of something being done in25
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existence, but now it is in electronic form.  That is clearly1

not patentable, and there's clearly a remedy.2

        I'll just mention in passing, and I'll go to Richard3

who has been waiting patiently, we, through our subsidiaries4

and joint venture partners, have been on the receiving end of5

overly broad patents.  People have asserted certain patents6

cover certain operations that we were performing or7

contemplating performing, and it was a fairly straightforward8

exercise for our research department to investigate the9

relevant prior art and therefore obviate any further10

discussion on the matter.11

        Now, it does take a bit of research, and our average12

is around -- last time we did an average was several months13

ago -- 26 hours of priority search per patent, when you want14

to be completely sure you're not going to infringe someone's15

patent.  For example, when you're presented with someone16

else's patent, you do a little bit more, but really in the17

scheme of things it's not that much to invest.18

        MS. MUSACCHIA:  Richard, if you'll let me add one19

thing before we move on to you.  Again this is why we have20

pushed so hard that we look over at, for example, what's21

going on in Europe because -- nobody has had a22

monopoly on brilliance, and I think all of us would agree --23

Europe at least has three tests they look at regarding your24

patent.  That invention, it has to have a technical field.  You25
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have to solve a technical problem, get into a technical field,1

enough to have technical features.2

        They do have criteria that they look at that help you3

get to the definition of what can be a business method4

patent, something that they can use to help articulate that.5

So again it's why we continually urge because we believe in a6

world without borders.  For all practical purposes, in most7

business, harmonization is important.8

        Look at what they're doing in Europe.  Look at those9

combinations of criteria that they use, and then implement10

that, take some of that and put it together.  You can do11

the same thing in Japan, and at that point you have the three12

largest patenting bodies together:  EPO, JPO, and USPTO, and13

that's where we all need to move.14

        And why force in these harmonization discussions --15

why send our U.S. patent office representative over there and16

constantly tell them to move in the direction, move in that17

direction, come to the U.S.  Why not for once throw them a18

carrot and go in their direction?19

        MR. BARNETT:  Richard?20

        MR. STALLMAN:  Many distinctions are made by lawyers21

which are not presented to you clear-cut.  For instance,22

there's a law against driving while intoxicated by alcohol.23

There's no place you can draw the line between drunk and24

sober.  In fact, there's a continuum stretching from cold25
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sober to drunken unconscious, and there is absolutely no1

place to draw a line that's any better than any other, so an2

arbitrary line was drawn.3

        It's better than treating the two of them alike.4

This idea that makes it seem hard is something that people do5

when they don't want the job to be done.  They try to6

discourage from trying by making it seem impossibly hard.7

        Now, Dean -- is it?  -- presented us with one scenario8

full of maybes:  maybe this might happen, maybe that will9

happen, and the result might be an innovation in, say, point of10

sale terminals.11

        Well, I'm not sure we should pay much attention to a12

scenario with so many maybes on it, but supposing it did13

happen, the biggest part of their work would have been in14

establishing relationships with customers.15

        So this company which had invested so much effort in16

establishing these relationships would get a very direct17

benefit from doing so.  They had an idea which probably took18

a second, wrote a program which might have taken a few weeks19

or maybe even a few months, and then spent a lot of resources20

developing these relationships.21

        Well, then why shouldn't I be able to spend an equal22

few weeks or few months and then try myself to develop such23

relationships with some customers?24

        Now, there are two possibilities here.  Either I'm a25
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big established company, and I've got a lot of patents that I1

made them cross license me anyway, in which case their patent2

is not going to do any good against me, or I'm so newcomer3

and I haven't got a ghost of a chance of selling to those4

companies unless I've got some other big advantage.5

        Why should the government create a secondary monopoly6

for them to pile on to their relationship that they built with7

these customers?8

        Anyway, this scenario may be a possible one.9

It could be one way in which society could develop and put10

into use such improvements in point of sale terminals, but11

there's another way it can happen.  Somebody who makes point12

of sale terminals could put in the feature they think is13

better and put that in their competition with other companies14

that make such terminals, and then another company can see15

that and say, "Well, gee I don't think that's quite so good, I16

think I can do it better," and they could tweak it17

differently.18

        Just because you can show a scenario whereby with a19

patent system companies could take advantage of that, that20

doesn't mean society needs it to create monopolies in order21

to get these things done at all.  There are other ways that22

things like that have happened in the past and can still23

happen today.24

        MR. BARNETT:  Tim and then Dean, and then we'll take25



62

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

a break.1

        MR. CASEY:  I had two things I wanted to bring up.2

One was that there is little value in complexity per se in3

many cases.  Richard made a comment earlier about nothing4

would patent a complete software program, and he's right5

because it's too complex and in that complexity, it becomes6

very easy to be able to get around it.  So you don't try to7

patent things that have too much complexity because it's too8

easy to avoid and therefore you really get no protection.9

        The result of that is that technology focuses on10

the simplest, and so does patent protection.  You try to get a11

patent on the simplest, most basic form of an invention as you12

possibly can, and in many ways technology often tries to find13

the simplest way to be able to do something.14

        The question was asked earlier about the molecular15

weight of certain pharmaceutical drugs, and one of the things16

pharmaceutical companies attempt to do is to develop drugs17

that have the lowest possible molecular weight because18

they're easier for the body to process them and you have19

greater efficacy.20

        In the same sense, technology tries to be simplified21

as well.  If you look at the user interface in any computer22

operating system, you can develop an incredibly wonderful and23

horribly complex operating system that nobody will use.  The24

valuable ones are the ones most simple, and the same way,25
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the protection on those interfaces is going to be the1

simplest.  That is then, the more valuable it's going to be2

because it's going to be utilized by other people.3

        You have to have some levels of complexity, but where4

the real value comes in is where you create a simple5

interface between the human whose attempting to interact with6

the technology and the technology itself.7

        The other thing that I wanted to touch on is I don't8

think it's so easy to define what exactly is technology.9

What is a technical field?  Where exactly did you have a10

technical problem?11

        I'm an electrical engineer by original training and12

practice.  I look at a lot of patented inventions or things13

people are interested in protecting, and I think it's very14

difficult to be able to define exactly where the technology15

stops and something else starts.16

        It's perhaps like Richard's example of when you're17

drunk or when you're sober.  Although I think there was some18

empirical data of when you were impaired or not impaired.  They19

did test that a little bit, although maybe they made it20

up.  I don't know.21

        But I think drawing that line between where does22

technology start and stop is also very similar.  We would23

have to do it on a guess, and whether or not that24

guess is correct is hard to say.25
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        MR. BARNETT:  Dean, and then we'll take a break.1

        MR. ALDERUCCI:  I'll briefly comment.  Mary has an2

excellent suggestion regarding harmonization between the3

Europe and Japan, and I'm a big proponent of harmonization4

for other reasons, but I would note that there are several5

recent court decisions in New York regarding what the6

technical effect is.7

        There's an excellent book by an associate of mine8

named number Keith Ferrisberg who is a European patent9

attorney.  He's written a book of software patents in10

Europe, and he has several examples of that -- and if you'll11

call him up, he'll be glad to give you more -- but there are12

several examples of what a technical effect is and there are13

a few recent ones that say a sufficient technical effect is,14

for example, to increase user friendliness to increase profit15

and sales.  So I think the Europeans are actually divergent to16

more of a U.S. viewpoint.17

        MR. BARNETT:  I'm sorry, I thought you were18

finished.  Go ahead.19

        MR. ALDERUCCI:  I wanted to say, Richard, "maybe" is20

a lawyer's way of saying "I'm bound by confidentiality to say no21

more, at least for the time being," so my "maybes" were22

really based on something that was actually a product,23

something that's actually been tested and something that,24

yes, tens of millions of dollars were spent before it was25
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finally accepted as something that has been sufficiently1

tested to work for the industry in question, at which point a2

copier emerged.3

        So I'll also say that establishing customer4

relationships really wasn't what the testing was about.  It5

was testing whether or not sales increased overall.  Customer6

relation was something you couldn't test in that particular7

circumstance.  Customers came and went.8

        MR. STALLMAN:  Bullshit.9

        MR. ALDERUCCI:  It's not really bullshit.10

        MR. STALLMAN:  You've misrepresented what I said to11

attack it.  I didn't say you were testing customer12

relationships, but you were building them as a by-product.13

        (Discussion off the record.)14

        MR. BARNETT:  On that note why don't we take a15

break.16

        (Break in the proceedings.)17

        MR. BARNETT:  Okay.  We're back now.  I think we're18

going to try to shift gears for a moment, and from some of19

the testimony that we've had earlier, we talked about when20

patents begin to infringe with one another.  One thing I21

think might merit our discussion is what happens when they're22

infringing each other and the impacts that patent litigation23

can have and the process that gets underway from there.24

        Nancy, you had mentioned a reexamination process, and25
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I think I would like to hear your thoughts on reexamination1

versus litigation and why reexamination isn't used more.2

        MS. LINCK:  Thank you.  Obviously for a small company3

like mine, litigation is really not an option, so that's one4

reason why I'm stressing the importance of a strong5

reexamination system.6

        The system that presently is in place, at least the7

inter partes system, began as legislation back in 1990 or so8

that would have, in fact, provided us with a system that would9

have been useful to address bad patents rather than10

litigate.  11

   It provided for a right of appeal to the Federal12

Circuit for patent challengers or third parties, and it also13

did not have the estoppel provision that ultimately ended up14

in the legislation that now kicks in the minute that a15

third-party files a reexamination.  That third-party cannot16

later raise issues that either were raised or could have been17

raised during reexamination later in litigation if that party is18

sued.  That patent, of course, if it makes it through reexam,19

it's not strengthened legally, but in fact, in the eyes of the20

jury or the eyes of the Court, if it's been through the process21

twice, it's considered to be a stronger patent.22

        So once a third-party goes into reexam, they need the23

right to be able to take that reexam all the way up to the24

Federal Circuit and out of the Patent and Trademark Office,25
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and they need the ability to be able to raise issues later on1

in a court action, if they don't ever get into Federal Court. 2

I think it's fair that once a third-party takes a reexam into3

Federal Court, then they should be estopped from raising4

issues that they raised or could have raised.5

        Right now, there is legislation pending, as I6

mentioned, that would provide third parties with the right to7

appeal to the Federal Circuit.  The estoppel provisions that8

kick in the minute reexam is filed would not be corrected by9

the pending legislation, and I would urge the FTC and DOJ to10

support the pending legislation that would fix reexam, but11

also to urge Congress to fix the estoppel provision.12

        There's also another problem with the reexam as it is13

today.  When I was a solicitor, a case came down, In Re Portola14

Packaging, where the court said that any patent that15

was before the patent office as prior art during the first16

examination could not be relied upon during reexamination,17

that there was a presumption that, in fact, the office did its18

job and considered every single piece of prior art, not only19

alone, but in combination with every other piece of prior art20

that had been cited during original reexamination, and that21

is just not realistic.  The office is very limited on its22

time to examine patent applications.  Oftentimes there will23

be hundreds of references cited.24

        The present pending legislation would fix that25
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problem, but would legislatively overrule Portola Packaging,1

and therefore the art that was in the file during original2

examination could be considered during reexam.  And I think3

that's extremely important because oftentimes that's the best4

prior art that can be cited against a patent, and the office5

frankly just cannot consider it in the detail in which the6

court said it could at the time.7

        So I'm a real big advocate for reexam.  It's been8

suggested that an opposition system would be another solution9

or an alternative solution an opposition system such as10

what's used in objective.  I don't know if that is a good11

one, but I don't think it's an alternative to reexam.12

        Reexam is an alternative, a fast alternative to13

litigation.  Oppositions go on for years and years and years14

so even if we decide to go forward with an opposition system,15

we need to fix reexamination as an alternative to litigation,16

particularly for small companies, but I think big companies17

would also use it.18

        MR. BARNETT:  Tim?19

        MR. CASEY:  Yes, I would like to address the reexam20

issue because I've had to deal with it quite a few times, and21

it's been a real impediment to an effective alternative solution22

to litigation.23

        One of the comments you often hear is even an invalid24

patent is worth a million dollars because that's pretty much25
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what it's going to cost you to defend yourself against it, so1

there is a real cost to having invalid patents out there in2

that if someone is actually asserting them and they bother to3

file litigation, then you have to go ahead and deal with that.4

        It would be wonderful if we had an effective5

reexamination process that provided you with an alternative6

to having litigated against these patents, and I think some7

of the solutions that Nancy's mentioned would go a long way8

in getting us there, but I'm still not sure that it's enough,9

and there's a number of reasons for that.10

        One is, I don't know that the system even, as11

proposed, necessarily encourages people who have art to come12

forward with it, and I'll give you an example.  Years ago13

when we had the pure ex parte system.  We instituted a14

reexamination where we had like nine different references15

that we felt were all good references against the patent.  But16

we didn't want to come forward with all of them at one time17

because if you throw them all into it and the Patent Office18

looks at it and they go ahead and issue the patent over19

those, over the prior art that you made available, then20

your chances of ever being able to present any different21

arguments in litigation related to that prior art pretty much22

go out the window because you've got a presumption then that23

the patent office considered that art and decided that the24

subject matter was patentable anyway.25
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        So we filed a reexamination with three of the1

references.  Because it was an inter partes, and we2

had no right to object to the arguments that were made by the3

patent owners, we then had to wait until the office issues4

its response to our first filing.  At which point we filed a5

new reexamination with the next three pieces of art so that6

we had an opportunity to respond to what was said in the7

first case.8

        So that was the system where luckily we had a lot of9

art and ultimately the patent got knocked out.  In fact, we10

did this three times, but if you only have two references, then11

you may have to go forward with both of those in order to be12

able to have what seems like a more fair process.13

        It's important to recognize why the process isn't14

necessarily fair because the ownership of the patent, in15

responding to the reexamination issuance by the patent16

office, can make a lot of different arguments.  Most of17

the time what they do is go in, slightly modify the patent18

claims to respond to the reexamination, narrow them -- and it19

somewhat turns out to be a fairly insignificant way to maybe20

get around the art -- and they end up with actually stronger21

claims coming out of the reexamination than they had going22

into it, because now they've improved how the claims read on23

technology that other people are utilizing.24

        They've removed prior art as reference, and as a25
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result, they have a patent that's even easier for them to be1

able to litigate, so you don't improve the situation at all.2

You only make it worse.  Making it an inter partes3

proceeding where the party that's filed it has at least the4

opportunity to argue their case other than the one-time shot5

when they file their reexamination application would be a6

long step in fixing that, as would be the appeal process7

because the practice had been in the past at least to assign8

the same examiner to the question of whether or not to reexamine9

patent. 10

        Well, the examiner has somewhat of an embedded11

interest in not having been wrong in the first place.  The12

patent office has gotten away from doing that, and I think13

that was a great idea but I think there still could be a special14

unit that's designed to just deal with these reexaminations that15

can change from technologists in different parts of the office16

and who don't have any interest at all in seeing that you have17

a very appropriate reexamination process that people can18

actually have faith in, which is going to result in a good19

outcome.20

        I think the estoppel issue, though, still sort of plays21

into this.  Do you really put all your art forward because22

once you've made your argument, you're estopped from being23

able to utilize it later?  So I think it still somewhat24

encourages people from necessarily making the complete25
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argument that they could make because of the opportunity that1

they would lose it if they then lose the reexamination and2

they ever need to rely on that later on.3

        I think perhaps one of the last things would be -- I'm4

not quite sure how you would do this -- stop the process of5

allowing someone to be able to modify their claims during the6

reexamination process.  I think you have to go into the7

reexamination with the claims that you have, and that's it.8

If you want to then subsequently file a reissue answer of9

your patent and seek to have the claims modified according to10

that process, then maybe that would be appropriate, but I11

don't think that should be a way in which you respond to the12

rejection that's been presented by the panel.13

        MR. BARNETT:  Les, what were your thoughts on this?14

        MR. HART:  My thoughts were similar to Tim's.  10 or15

15 years ago, we were in a patent litigation as a defendant16

under about half a dozen patents, and we were at a crossroads17

in this litigation.  Do we file for reexaminations under all18

six of them because we felt we had found a lot of prior art19

that would invalidate these patents?20

        On balance, we did go ahead and do that but we were21

relying a lot more on summary judgment motions in the22

litigation for invalidating these patents than we were at23

that time because it was ex parte.  We just knew that the24

patent attorney was going to find a way to argue away his25
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prior art and come out with a patent that seemingly was more1

valid than it was when it went in, and fortunately the case2

was settled.3

        Summary judgment motions were never ruled on, but4

notwithstanding litigation being more expensive than5

reexamination, we were having a lot more faith in the ex6

parte proceeding in the litigation by way of summary7

judgments motions than we were in reexaminations.8

        MR. BARNETT:  Nancy?9

        MS. LINCK:  I wanted to make one comment on what Tim10

said which I think he well stated the ex parte reexam and11

inter partes, if we could have a system that's being12

proposed.  On the estoppel issue, if a party is worried about13

estoppel, of course they could always stop at the Board of14

Appeals.  If the party felt that if estoppel doesn't kick in15

until that point and a party felt they didn't have a good16

chance before the Federal Circuit based on the record before17

the Patent and Trademark Office, they could stop at that18

point and estoppel would not be an issue.19

        MR. BARNETT:  Richard?20

        MR. STALLMAN:  The phenomenon of a patent becoming21

more dangerous after reexamination is something I've been22

worried about too, and it calls to mind a phenomenon I've seen23

that as the context of activity changes, then what you have24

is that basically the same idea would take a different form25
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in some details today from what it would have taken say 151

years ago.2

        For instance, today many people develop web based3

interfaces to do various jobs talking to a server.  Client4

servers in the 1980s programs, where there was a specific5

client developed along with a specific server and they were6

meant to talk to each other, and somebody -- there may be a7

patent today on doing something in a web based interface, and8

you might find prior art, which whether it's prior art9

either is a question.10

        But you might have found an example of doing the same11

job, communicating the same kind of information through a12

client server program, and this is the kind of situation13

where it's possible to patent today's incarnation of the same14

idea because of the low standards of interpreting the term15

unobvious.16

        And this is the kind of case where that danger would17

be very real.  If somebody had a patent which covered the18

client server implementation and you found such a thing19

documented from the 1980s, he would then rewrite the claim so20

that they only cover the web based interface, which is what21

people really want to do today, and because the context is22

being shaken up constantly by other changes, you can expect23

this phenomenon to always continue.24

        But I have a question; this is not a rhetorical25
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question like many of the others I've asked.  I'm wondering,1

if you change to having a reexamination where both parties2

are present, would that in and of itself reduce the danger3

that the patent holder would simply rewrite the claims to4

stand up and gerrymander the claims, basically, or would you5

need other changes in the system to prevent that?6

        MR. CASEY:  That's why I'm proposing that you would7

need additional changes because right now, they have the8

ability to go in and amend the claims here in the process in9

order to defend any argument presented.10

        MS. LINCK:  You have to have a basis in the11

specification so if it's something that's newly developed12

like the web based server that you were speaking of, they13

couldn't just add that to the claims unless it's supported by14

the specification written ten years earlier.15

        MR. STALLMAN:  We're miscommunicating.  I am imaging16

a patent issued in the 1990s, when there already were web17

based applications and that would have covered both, and the18

scenario is that the defendants dig up prior art which19

involves a client server application prior art from the20

1980s, not that it's a patent from the 1980s.21

        MR. CASEY:  Just to address that issue, I think it's22

an open question as to whether or not you can do that.  The23

Federal Circuit just came out with a new case, Johnson &24

Johnston, and they dealt with the issue.  Even if you've25



76

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

disclosed it in the specification but you didn't write claims1

to cover it, you're now going to be barred from being able to2

go back and reclaim the material that was disclosed.3

        I'm not quite sure whether it's even a great result.4

        MS. LINCK:  That's a doctrine of equivalents case.5

        MR. CASEY:  Right, you're not going to be able to6

argue through the doctrine of equivalents that you have a7

right to that material, but would you be able to go back?  And8

they said in part of it that your solution is to go and seek9

a reissue of the patented claim material that you hadn't10

previously claimed.  But if that's barred by doctrine of11

equivalents, then there's got to be some question as to12

whether or not it's really appropriate to go back and claim13

stuff through the reissue process when people out in the14

public thought it was part of the disclosed material in the15

first place.16

        So you're still going to have a lot of uncertainty17

related to what someone can cover in the specification long18

after the fact.19

        MR. BARNETT:  Nancy?20

        MS. LINCK:  As far as going back and recapturing the21

material by reissue, you certainly cannot broaden your claims22

after two years in any way that would capture something that23

would not have been captured under the broader claims, so I24

think that's part of --25
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        MR. CASEY:  Right, but you can narrow it any time.1

        MS. LINCK:  You can narrow the claims, yes.2

        MR. CASEY:  It doesn't take a lot to narrow the3

claim.  It may be one word.4

        MS. LINCK:  If you narrow claims, then the original5

alleged infringer was already ensnared by the original --6

        MR. CASEY:  See that's my point, and I'm kind of7

following along with Richard, not necessarily.  If you had a8

client server and a web based disclosure in the9

specification, but you didn't claim the web based one, you10

only claimed the client server one, what's to stop you from11

subsequently going back and claiming the web based one in a12

narrow fashion.13

        MR. STALLMAN:  No, we're actually talking about two14

different scenarios which may both be relevant scenarios to15

discuss, but we should separate the discussion so that we16

have an intelligible discussion of both.17

        The scenario I had in mind was a claim that covered18

both the web based implementation that people would want to19

use today and a client server implementation such as people20

would have used in the 1980s.  In other words, if it were a21

claim that didn't talk about web based or client server, but22

just said what data was being exchanged and what job was being23

done by exchanging this data, and then you find that there was24

prior art from the 1980s, which happens to have been a client25
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server type implementation, they could then narrow their claim1

to gerrymander it around that prior art, so it's not a matter of2

broadening in any sense of the word.3

        It's a matter of making it immune, basically4

withdrawing from whatever little islands the actual prior art5

happens to be in, so that they can defend everything else.  And6

because of the constant change in surrounding7

technological context, you can just be sure that what people8

actually want to do today is different from what they9

actually wanted to do in the 1980s, which means that10

narrowing to withdraw from the specific prior art of the11

1980s is always possible while still having what people want12

to do today.13

        Always is an exaggeration -- very, very often.  Once in14

awhile there's a living fossil.15

        MR. BARNETT:  Dean?16

        MR. ALDERUCCI:  I merely want to make sure I17

understand -- for my own edification I want to understand18

your example -- so are you saying that the claims that would19

cover both web and client server embodiments, that was a20

valid claim, and it was supported by the original21

specification that was filed in the '90s or it's invalid?22

        MR. STALLMAN:  I'll not sure which sense of valid.  It's23

invalid because you then find prior art from the 1980s, so in24

that sense if looked at on its own without the possibility of25
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narrowing it would be invalid.1

        MR. ALDERUCCI:  But the portion of it as it were --2

not that you can have partially valid and partially invalid3

claims, but the portion of it that was web based was not in4

the prior art, is that part of the example?5

        MR. STALLMAN:  Well, if you believe that that's6

really a separate idea, if your threshold for what7

constitutes an invention is that low that just using a web8

based communication technique instead of a specially written9

client server program would really make an invention, indeed10

by that low standard the web based one would be an11

invention.12

        Now, I don't think that's true.  I think that's a13

foolish way to look at it, but as long as the patent system14

looks at it that way, you will have this phenomenon that by15

narrowing the claim to just the particular details of the way16

people would do it that would be most useful to do it in17

today's context, they can get a valid claim emerging to18

replace the invalid one.19

        MR. ALDERUCCI:  I see.  The claim was directed to --20

one embodiment was clearly invalid because it was not new and21

because it was obvious.22

        MR. STALLMAN:  I would say it should be obvious from23

the previous one, but in fact the way the patent system seems24

to judge the issue of obviousness, their threshold is very,25
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very low.  You have a phenomenon where prior art becomes like1

American soldiers in Vietnam.  They cover the ground that2

they stand on, but they don't project their force to any3

distance because the distance to which they project their4

force is measured by the threshold of unobviousness when that5

is very low.  Essentially whatever examples you find from the6

past make no difference at all.7

        MR. BARNETT:  We night step back a moment, and one8

thing I'm interested in, in lieu of a reexam system, I guess9

when in doubt, litigation is the only other option.  I'm10

interested to ask, Les, we've heard testimony at least in the11

semiconductor industry and you had mentioned earlier this12

notion of an escalating number and more and more people are13

patenting and conceivably that leads to cross licensing14

situations, but I'm curious if you can let us know sort of15

the math that goes on, or compare and contrast litigation16

decisions when you're dealing with a competitor or participant17

in the market who has a patent in litigation versus a patent18

holder who is not a participant in the market?19

        I'm curious if there's a difference there or if you20

have any thoughts on that.  Could you pass the microphone21

over to Les, please?22

        MR. HART:  First of all, in my experience, probably if23

you're trying to license your patents, I would say 80 percent of24

the time you're going to come to an amicable resolution of this25
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with the party that you're negotiating with.1

        So we're dealing with the other 20 percent where your2

choices are about three or about two.  You can forget it; go3

away mad, but go away; or exercise the only other option you4

have and that is to go into court.  Of those 20 percent, in5

my experience, probably 80 percent of the 20 percent settle6

very quickly after the litigation has started.7

        It might start some discovery, but in the cases I have8

seen, very few cases seem to go through trial, verdict and9

judgment.10

        So for the vast majority of the cases of semiconductor11

cross licenses negotiated as part of the settlement, you get12

a far better result because a judgment in a patent litigation13

only is dealing with past damages.  And whether or not you're14

going to get an injunction going forward or settling the15

whole thing on the cross license basis covers the future,16

covers both sides' patents.17

        It covers the issues of the patents you're going to18

get on inventions in the next period of the term, which19

typically in our industry has been five years.  So settling20

these things is a lot better than litigating, but when you do21

litigation, the settlement is a lot better than what you22

would get with a judgment because it's far more all23

inclusive.24

        MR. BARNETT:  I might ask a follow-up.  I guess in25
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some of the prior testimony, we heard concern that with the1

increasing frequency of patenting in the semiconductor industry,2

there is a situation with a lot more patent holders who aren't3

interested in cross licensing and are more, for lack of a better4

term, strictly rent seeking, and if you noticed, is that an5

increasing trend and if so, what your thoughts were?6

        MR. HART:  Yes.  Just give me a little more7

clarification.  It was not clear to me exactly what you're8

getting at.  Rent seekers are new entrants in to the field9

that do not have a patent position?10

        MR. BARNETT:  Rent seekers being someone who does11

have a patent but who is not a participant or not an entrant12

into13

the market and so they're not interested necessarily in a14

cross license and more just a return on the patent.15

        MR. HART:  Well, in a sense, there are companies in16

the semiconductor field that have been both from the sense17

they've been rent seekers.  And even Harris Corporation has18

been that in the sense that we acquired a large patent19

portfolio from General Electric in 1988, and they had all of20

RCA's semiconductor patents, and we found a large number of21

those patents were infringed by semiconductor memory, and22

Harris did not make memories.23

        So in that sense we were rent seekers, but I would24

say, so what?  We own the patents.  What, in fact, we did was25
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to license them, and the money we got from that, we invested1

in the R&D that we otherwise couldn't afford to do in the2

business line that we wanted to be in.3

        MR. BARNETT:  Tim?4

        MR. CASEY:  Going back to one thing that we haven't5

addressed, and it seems to relate to this, arguably patents have6

caused this to happen in the marketplace in the first place, and7

in the context of licensing, if you at least start with the8

premise that patents exist at least in certain industries -- I'm9

not going to get into that argument -- and will continue to10

exist in those industries for some period of time, and the11

unlikelihood that we're simply going to get rid of them, then12

you have a couple of scenarios that you can follow.13

        One is when someone asserts a patent against you,14

what do you do?  Well, you can hope it goes away.  Sometimes15

that works.  You can seek to license it, either through a16

cross license or through the payment of money or through the17

trading of services.  I think that factor gets underlooked18

a lot, that everyone assumes that every patent asserted19

results in someone having to pay money for it and that's20

often not the case.  They trade things.  I've traded all sorts21

of things in patent license agreements that weren't money per22

se, but that enabled the company that I was working with to23

enter into a market that it wasn't in, to develop those product24

lines that it didn't have, all by virtue of being able to25
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utilize the patents as leverage.  That enabled us to be able to1

get someone to pay attention to us who may not have otherwise2

wanted to do so.3

        And in some cases, where the opposing party is someone4

who has a large portfolio of patents, you can get a freedom to5

operate.  And that gets underlooked in terms of the value that6

that brings forward in many cases because a lot of companies,7

because of the existence of these patents, spend a lot of time8

and a lot of resources trying to avoid infringing on somebody9

else's patented technology.10

        And many times that time and resource is wasted11

effort that could be better spent if they had a license to12

the patents that that company has and no longer had to worry13

about whether or not they were infringing and could in fact14

actively seek to utilize them.  In a number of cases where15

we've entered into patent licenses that ended up costing us much16

less than we ever thought that they would, when we analyzed it17

from a damage perspective -- what's the potential risk we have18

here? -- and we found we were able to get a license for pennies19

on the dollar, compared to what we thought the risk was, that we20

then had the freedom to be able to utilize the patented21

technology.22

        And we would go through, look at the portfolio, and23

figure out what groups in the company might be able to make24

use of it.  We make those patents available to them and say,25
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"Use this stuff, go through here and see anything you want,1

and you're now free to utilize it," and that's actually had2

some very positive benefits in terms of the product changes3

and innovations that the company has been able to come4

forward as a result of that.5

        The other thing is, patents will also prompt people to6

seek a way around them, and I think that's very important to7

remember as one -- what I always thought, whether or not it8

really was is hard to say -- motive behind the patent9

system in the first place.10

        If someone has a patent on something, you can either11

pay them for it, stop using it or find a way around it, and12

perhaps the most significant way in which patents promote13

innovation is the fact that sometimes they force people to find14

a way around it.  Well, how do they find around it?  They have15

to invent something else.  They have to come up with something16

new that enables them to avoid that.17

        It may be a very small change, but in other cases it18

may be something that's quite significant.  So you have to look19

at that aspect of what are patents adding and I think that's20

fairly substantially significant.21

        MR. BARNETT:  Les and then Richard? .22

        MR. HART:  On the notion of designing around patents,23

there's an added danger in doing that versus paying what it24

takes to get a license.  And that is, if you're going to design25
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around, you better do it well because if you are in1

litigation and you don't have a good legal opinion that the2

course you did take did avoid the patent or if you don't have a3

good legal opinion that says you don't need a license, as you4

all know, you're faced with the prospect of being unlawfully5

infringing.6

        And I bet in cases like that, there's an in-house7

counsel during the course of the year, you can get -- I'm8

sure Tim knows this too -- you can get a very large number of9

charges of infringement from people that are out there.  I10

just think of college professors being one of the more11

typical examples where you'll get a letter saying, "This12

patent we think you're using" and the business you're in, you13

get a lot of them.  To send every one of those out to an14

outside counsel to get an opinion that you're not infringing15

a valid claim can be very, very expensive.16

        So you rely on in-house counsel to do a preliminary17

check to see whether or not you have a problem or not.  And18

again, if you're in litigation, you're relying on in-house19

counsel's opinion that you've done it well enough to avoid20

a unlawful infringement.21

        So there's a root example of why you may be very well22

off just taking a license and getting the free use, or23

thereafter the incremental free use, of all of these patents24

rather than just trying to avoid it and run that risk of25
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willfulness.1

        MR. BARNETT:  Richard?2

        MR. STALLMAN:  I have a comment about licensing and a3

comment about avoiding patents.  The discussion of licensing4

often takes for granted something which may be true in most5

industries -- in most fields I should say because calling them6

industries is making the same mistake -- namely, the assumption7

that everything is being done by various more or less large8

businesses that have to set up factories and can have9

negotiations about patent licenses on the side because10

compared with the cost of all the rest of what they have to11

do, that's just a small fraction.12

        And many fields are like that -- certainly13

pharmaceuticals, making semiconductors, as far as I know14

are like that -- but software is not like that.  Software15

doesn't have to be developed by large companies.16

        In fact, it doesn't have to be developed by companies17

at all.  In the free software movement, we have developed18

large programs, often with zero funding, by volunteers, in some19

cases thousands of volunteers.  Sometimes we get funding to20

pay some people to work on parts of the program after it's21

going.22

        For us it's a completely different situation.  I23

appreciate that a company would want to get the freedom to24

use the ideas that have been patented by some other company.25
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I think they should have that freedom.  I would like to have1

that freedom too, but I can't get it the way they do.2

        I think we should all have that freedom because there3

should be no patents in the software field -- that would solve4

the problem clearly.  And for everybody to argue that the5

patent system is good -- like getting some patents, you could6

get a cross license, and then you can get free to use the7

ideas that have been restricted by patents -- is basically8

trying so solve the problem you're creating.9

        Now, with regard to avoiding a patent, it's true that10

one of the nominal ideas of the patent system is that it11

encourages people to invent a new better way of doing12

something so they can bypass something someone else13

patented.  This doesn't always work.  I've heard that there14

was zero progress in electric lighting for 17 years after the15

invention of the first light bulbs.16

        The reason was that Edison had no interest in trying17

to invent a better one, and neither did anybody else.  They18

wouldn't have been able to get permission to make their19

better light bulbs because Edison's patent was broad enough20

that it would have covered it anyway.21

        Now, in some cases even a rather narrow patent is22

hopeless to invent around.  I gave you one example already,23

LZW.  Yes, we found another compression algorithm that's even24

better, and we can't get society to shift to use the better25
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compression algorithm instead of LZW for their images.  That's1

not the only example.  There's an Apple patent covering font2

hinting in true type fonts.3

        Now, we might be able to come up with another way of4

doing font hinting, but it would do us no good, so the result5

is in our community we can't have good looking fonts.  To6

redevelop all those fonts would be a gigantic job.7

        Little by little that may be what we have to do, but8

simply developing a better technique to do the job that this9

patent covers a way of doing wouldn't help us at all.  You have10

to look at the effects of patents in the structure of the feed11

to see what they're really doing.12

        If Microsoft has patents on aspects of .NET, then13

first of all we might find a better way of doing it, but if14

that isn't 100 percent compatible with the applications users15

write for .NET, it won't do us any good at all.  It might16

be technologically superior.  Hell, there might be things that17

we already know that are technologically superior that everybody18

knows aren't patented.  It still won't do any good at providing19

users a practical alternative to Microsoft.20

        MR. BARNETT:  Thanks, Richard.  At this point I think21

we're getting close in time.22

        I might open the floor for any closing comments, but23

one I think I am interested in in the context of that and24

perhaps combine them or whatnot, is we talked a lot about the25



90

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

impacts of patents on innovation, and I'm curious if anyone1

has any thoughts on sort of the flipside of that, how2

competition affects innovation.3

        MR. ALDERUCCI:  I'll comment that Richard apparently4

has standards which are technologically inferior, but are still5

entrenched in the industry, and it's not because of their patent6

position that it's so entrenched.  It's presumably because of7

their market position.  Is that true?8

        MR. STALLMAN:  Well, yes, that's true.  They get it9

entrenched.  They can make it.  They can entrench it because10

of their market position, and then they use the patents to11

prevent us from doing any effective competition to it.12

        MS. MUSACCHIA:  I want to add something on the LZW13

because I think one of the things with compression algorithms14

is that there's a huge debate in the software field about15

that particular patent.  I always find it very interesting16

that Richard is citing it because there are a number of17

companies and literature about compression algorithms.18

        And so some people have argued, and you can read it19

in the literature -- have argued that the LZW patent and20

compression actually snuck up on somebody because they were21

off using compression algorithms that they had themselves22

created, but because of the way it was written and drawn it23

was also a somewhat not broad.24

        And I'm out of my depth of field a little bit, but25
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there were people that were concerned about whether or not1

they did or did not infringe such a patent because you could2

go into the literature and find from innumerable places3

discussion in actual formula on a compression algorithm.4

        And so that is one of those cases where there was5

quite a bit of debate and probably still remains so.  The6

other issue, in terms of Richard's comment, that people didn't7

move for some societal reason, a lot of times compression8

algorithms are very, very deep in product so it's not merely9

a matter of saying we're trying to persuade somebody to10

change.  A lot of times it's very difficult to make a change11

once something is already embedded in a piece of technology,12

embedded deep in a product, so this is something else to be13

recognized.14

        On a closing comment basis, the only thing I wanted15

to say is that again going back to the position that we have16

been advocating about Europe, and I very much appreciate17

Dean's comment, the European system is one where while the18

EPO will go ahead and grant the patents, the cases that the19

gentleman may have been referencing were possible20

interpretations by the various countries because the21

enforcement is done by the individual nations within the22

European Union.23

        The European Union, though, has within the last six24

months come in order and said in their push within the union25
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itself to get more harmonization and bring all the countries1

in line so some of the judicial interpretations where you may2

have found an individual country or court in a country coming in3

one direction or going in another, if you read some of the4

public statements, and there's been articles in the Wall Street5

Journal recently on this very point.6

        The Europeans take it on the chin from the U.S.7

companies as they come to us and complain about the fact that8

we are going to have stricter standards.  And that is the9

direction that at least the European Union Commission is10

talking about pushing when they harmonize even in their11

judicial settings within the European union.12

        Again I appreciate very much when you have cases13

where you're going to find courts in some of the countries14

going in different directions but that's not where the actual15

union is going.16

        And so the last point I wanted to make is my17

summary comment.  This is an industry where there are a large18

number of small significant inventors.  I'm on the Board of19

Directors in NCEITA, North Carolina Electric and Information20

Technology Association.  They did a study in North Carolina --21

just call NCEITA, they'll give it to you -- and they found in22

North Carolina we have in excess, I think, of 4,000 small high23

tech companies in the information technology field of which24

less than 10 percent have more than 15 employees.25
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        Well, when you begin to think about it, that means1

there are an awful lot of companies out there that are coming2

out of the University of North Carolina in Charlotte, people3

that are being spun off out of University of North Carolina4

at NC State, NC state campuses.5

        These companies are small, and yet they're6

innovative.  They are the ones that are creating a lot of new7

technology.  So I would recommend anybody, again if you want8

to see where some of the small companies are, look at the9

local trade associations that exist within those states and10

start asking them how many members do they have?  How many of11

those companies are small?  What are their sizes?  And then ask12

what their business is?  How many of them are developing13

technology in the security field?  How many of them are14

developing technology of one type or another?  And I think you15

will find a lot of interesting information.  They're not16

going to be litigating.  They may not even be patenting17

because they can't afford it.18

        They can't get the attorneys' opinions because they19

don't have the money.  They're still looking for angel funds20

and VC funding, the idea of finding the money to do the21

other, but this is where that innovative heart is coming22

from.23

        And again as you look at it, please go out in the24

field to some of these small technology trade associations25
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and see who is out there and what they're actually doing as1

opposed to what some of the larger people who can afford to2

send me up here for a couple days are doing.3

        Thank you.4

        MR. BARNETT:  Tim?5

        MR. CASEY:  It's an interesting thought.  The patents6

are a form of competition in and amongst themselves.  We7

often look at patents in terms of how it's affecting8

competition in other areas, but clearly just based on what9

you've heard today, there's any of a number of people out10

there who are competing solely on the basis of patents, and11

that is the competition, and in fact that is the industry.12

        So sometimes I think we view patents in the context of13

the industries in which they are around, but they are a form of14

competition amongst people in industries or in technology much15

the same way as companies compete for employees or capital or16

customers or any of a number of other things.17

        And in terms of barriers of entry into that18

particular field, a barrier of entry into being able to compete19

in the patent field is significantly less than it is in many20

other areas.  In fact an inventor can write their own patent21

application.22

        The patent office provides directions and will help23

pro se applicants in trying to put together a patent24

application without utilizing an attorney, although it's not25
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necessarily always the greatest idea.  Especially if you1

think you have something that's very valuable, you might want2

to get some professional help, but there is the ability to be3

able to do that.4

        The price is relatively low if you go about it that5

way.  But even if you use an attorney, your fees may range6

from $10,000 to $30,000 to get an application on file and7

prosecute it through the patent office, which is significantly8

less than the billions of dollars that it might cost you to9

build your own semiconductor fab, so certainly the barrier to10

entry in that market is quite a bit different.11

        And in fact, there's nothing stopping anybody from12

patenting anything that they may develop and entering the13

market whenever they want to.  You may not be able to build14

the market, but you can certainly build things having to do15

with semiconductors and have a patent on it and actually have16

a say in the marketplace as a result of that that you may not17

otherwise have as an individual.18

        MR. BARNETT:  Thanks, Tim.19

        Richard?20

        MR. STALLMAN:  I don't know whether to cry or laugh21

at the idea that people can compete using patents.  It's22

true, of course, once you have patents you'll get people23

competing just to get patents, and they will have a say in24

the marketplace and a negative kind of say, so I can't25
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dispute any of the facts that you've just said.  Whether this1

is a good thing for society, though, is a different question.2

        Now, it may not matter so much with regard to making3

semiconductors.  You say it costs a large amount of money to4

set up a fab line, and those that have that enough money can5

afford to deal with the patent system.  For them it's a side6

issue.7

        But for a lot of us, free software developers don't8

spend ten thousand dollars and if we had to, it would be9

crippling.  That's the thing that gives free software its10

strength.  It doesn't take any labor, just their labor.11

That's what makes it possible for us to develop a spectrum of12

software that covers the whole range of things people want to13

do and do it so well.14

        So we are in danger of being crushed.  If it costs as15

much to develop a software package as it does to build a fab16

line, the situation would be very different.17

        MR. BARNETT:  Thanks, Richard.18

        Nancy?19

        MS. LINCK:  In the drug industry we have essentially20

two kinds of competitors.  We have other proprietary drug21

companies, and then we have the generic drug companies.  And22

with respect to the proprietary drug companies, we try very23

hard to develop our drugs so that they don't fall within the24

claims of another competitor.  But in fact, if we have strong25
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patent protection for our drug, developing a drug to cure a1

disease is such a difficult process that our primary focus is2

moving that drug forward, and we will find a way to market3

that drug.4

        I don't know of any drugs that have been developed5

that would treat diseases that have been kept off the market6

by a competitor's patents.  Maybe that's because I've only7

been in the drug business for three and a half years, but I8

think drug companies work together to make sure that drugs that9

can help people get on the market.10

        With respect to generic drug companies, they are11

growing rapidly and taking over more and more of the12

pharmaceutical sector, and I believe the average life of a13

patent once you get approval for a drug is about 1114

years, not the full term of the patent.15

        So we try very hard during the drug development16

process to get follow-on, I believe you call them sequential17

or follow-on patents to the formulations or to the dosages or18

to different indications, in an attempt to get more of our19

patent life before the generic can copy what we've done and move20

quickly into the market.21

        And I think there's been some criticism of that22

practice, but in fact that practice is absolutely necessary23

for a drug company to recoup the investment which I believe24

now, again for one commercial product, is $802 million25
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according to a Tufts survey, so that's how we deal with1

competition.2

        Thank you.3

        MR. BARNETT:  We'll finish with Les.4

        MR. HART:  Regarding patents and competition5

between big companies and small companies, the small company6

that would get a patent on its innovations early on has a7

tremendous amount of leverage against large companies later8

on, if that high gear becomes part of the mainstream of9

technology.10

        The big companies really fear those small companies11

because the IBMs and the Motoralas -- and those companies know12

that an early patented invention that is really good by a13

small company that becomes part of the industry because of14

their exposed sales -- they are really at a tremendous15

disadvantage to the small companies, so it really can be16

advantageous for those small companies to get early patents17

on that innovative work, and if they're successful, they have18

a tremendous amount of economic power vis-a-vis the big19

companies.20

        MR. BARNETT:  Well, I think that concludes our21

hearing for today.  I would like to really thank our enters22

for coming and dock this.  Thank you.23

        (Time noted: 12:10 p.m.)24

                    -    -    -    -    -25
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MR. COHEN: Good morning.  I'm William Cohen.  I'm3

an Assistant General Counsel here at the Federal Trade4

Commission, and I want to welcome you to today's session5

of the FTC/DOJ hearings on competition and intellectual6

property law and policy in the knowledge-based economy.7

This morning we're fortunate to have an8

introductory speaker who will talk to us before we move9

into the first session of our day-long panel.10

Our speaker is Kenneth Frankel who will be11

addressing us on behalf of the American Intellectual12

Property Law Association, the AIPLA.  13

Mr. Frankel is a partner at Finnegan, Henderson14

Farabow, Garrett & Dunner in Washington, D.C.  His15

practice focuses on patent litigation, client counseling,16

and intellectual property antitrust matters.  17

He came to private practice following 16 years as18

a trial attorney in the Antitrust Division of the U.S.19

Department of Justice.  Mr. Frankel is the Chairman of20

the AIPLA's Antitrust Law Committee.  So I'll start us21

off by letting Mr. Frankel give his introductory remarks.22

MR. FRANKEL: Thank you very much, Bill.  Good23

morning.  On behalf of the American Intellectual Property24

Law Association we welcome this opportunity to provide25
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our association's views on antitrust and intellectual1

property protection, promoting innovation and2

competition.  3

We offer our views on several specific topics4

that pertain to the interface between these two sets of5

laws: the roles of antitrust law and intellectual6

property in fostering innovation, unilateral refusals to7

license intellectual property, settlement of intellectual8

property disputes, the role of the Federal Circuit in9

developing antitrust law in the intellectual property10

area, the scope of patents, the lack of market power of11

intellectual property, and the use of different types of12

licensing.  13

While we have submitted our written views on all14

these topics which should be printed for everyone to see,15

today I'll focus on really the fundamental one, the roles16

of antitrust law and intellectual property in fostering17

innovation, and also the very important topic of not18

diverting funds from the PTO.  19

Initially, let me give you a little bit of20

background about our organization so that you can better21

understand the basis for our comments.  22

The AIPLA is a national bar association23

representing a cross-section of the intellectual property24

bar in the United States.  25
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Our membership includes attorneys who are1

in-house, private, government, academic, and who2

represent a wide range of clients in all aspects of3

intellectual property licensing and protection.  4

Our members, who number over 13,000, regularly5

work with diverse issues involving patents, copyrights,6

trade secrets, trademarks, unfair competition law, the7

full range of intellectual property, as well as other8

fields of law affecting intellectual property.  9

They advise large corporations and small10

corporations, individuals, institutions, government11

agencies.  12

Our members represent intellectual property13

owners seeking to enforce their intellectual property14

rights as well as those sued for infringing intellectual15

property rights.  And they represent parties that allege16

antitrust violations and misuse of intellectual property17

as well as those who defend against such charges.  18

Our members' clients are among the most19

innovative companies in the world.  They are vitally20

interested in continuing to promote innovation in the21

United States and increasing the number of United States22

jobs based on technologies without violating our23

antitrust laws.  24

As a result, we believe that we have a balanced25



5

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

view of the role of intellectual property protection and1

the competition processes.  We also believe that this2

balanced view extends to the respective roles of3

antitrust enforcement and intellectual property.  4

First, I'd like to talk about the roles of 5

intellectual property and antitrust laws in fostering6

innovation.  Our members have learned that business7

competition spurs innovation, and they seek to preserve8

it.  But they do not want to stifle innovation by making9

it harder or less rewarding to innovate or to compete in10

the United States.  11

We believe that intellectual property protection12

is essential in promoting innovation and investment in13

new technologies, and that licensing this property is14

pro-competitive.15

The core element of intellectual property rights16

is the limited right to exclude others from carefully17

circumscribed areas.  Patents and copyrights protect18

investments in innovations and expressions respectively19

for only limited, specific periods of time.20

Trademark rights similarly protect marks from21

identical and confusingly similar uses by others, and22

state common law trade secret rights protect proprietary23

information such as know-how only until the information24

is no longer secret.  25
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All are limited in scope to specific inventions,1

expressions or information and only in the exceedingly2

rare case do they encompass an entire antitrust relevant3

market, and all protect against only limited types of4

infringing activities.  5

Intellectual property rights give the owner no6

right to make, use, sell or copy the technology or7

expression that is protected by the rights.  For example,8

inventions very often are improvements on earlier basic9

inventions made by others.  If the owner of the10

intellectual property rights to the basic invention wants11

to exercise its exclusivity, that owner can stop the12

owner of rights to the improvement from making, using or13

selling the improved invention.  Likewise, the owner of14

the rights to the improvement can stop the owner of the15

rights to the basic invention from making, using or16

selling the improved invention.17

The intellectual property rights thus give only18

the right to exclude not the right to use.  That19

exclusivity is the powerful driving force behind the20

incentives to innovate, to license, to compete.21

  Intellectual property protection encourages22

investment in development and use of innovations.23

Moreover, patents encourage disclosure of inventions so24

that others can learn from them and expand upon them.  25
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By affording exclusivity and protection1

intellectual property laws spur competitors to innovate2

around the protected invention and to make advances in3

alternative and often superior technologies.  Further4

promoting competition, intellectual property rights very5

often are licensed to others.  6

We view the antitrust laws as providing7

complementary protection of competition and fostering8

innovation at the same time.  The antitrust laws in our9

view serve their proper  role by stepping in to curb10

excesses in the marketplace only when the restraints on11

competition exceed their reasonable bounds.  In so doing12

they allow existing and would be competitors the freedom13

to develop and to market innovations to better compete.  14

Consequently, we view the two sets of laws as15

fully sharing common, not conflicting, goals and acting16

together in balance.  17

Now, we have some views also on the unilateral18

refusals to license intellectual property which has taken19

a forefront in the debate in recent years.  We recognize20

that the antitrust laws provide limits on what people can21

do with their property when restraints on competition in22

the marketplace exceed reasonable bounds.  23

As I pointed out, however, the essence of the24

intellectual property right is the right to exclude25
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others from using or copying the intellectual property. 1

Without that exclusivity the intellectual property right2

is essentially meaningless.  3

Consequently, the AIPLA does not believe that the4

unilateral act of refusing to license intellectual5

property should be the basis for imposing antitrust6

liability as long as the competitive effect of the7

refusal is not extended beyond the scope of the statutory8

grant and the refusal is not accompanied by fraud or sham9

litigation.  10

We also have views on the settlement of property,11

intellectual property disputes.  Obviously, settlements12

are a form of an agreement.  Depending upon the terms of13

the settlement and the relationship of the parties in the14

marketplace, they could raise antitrust issues similar to15

those raised by any other form of agreement.  16

At the same time, settlements are an efficient17

means of resolving litigation and eliminating risk for18

owners of intellectual property and their potential19

competitors.  20

Moreover, litigation settlements serve other21

public policies including conservation of judicial22

resources.  We believe that the antitrust rules relating23

to settlements need to accommodate all of these policy24

considerations.  25
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A few courts have recently held settlement1

agreements illegal under a per se rule.  We believe that2

applying a per se rule to litigation settlements is3

unwise and inappropriate absent fraud or sham litigation4

on settlements.  5

Per se liability should be reserved instead for6

practices that lack any redeeming value.  The potential7

benefits to efficiency and to innovation from litigation8

settlements suggest that bona fide settlements should not9

be subject to a per se rule.  Indeed, it would seem to be10

particularly inappropriate to apply a per se rule to11

conduct that the courts explicitly encourage.12

We also have views on the role of the Federal13

Circuit in the intellectual property antitrust area.  In14

reviewing antitrust issues in patent infringement cases15

the Federal Circuit normally applies the antitrust16

precedent of the regional circuit court of appeals for17

the circuit in which the district court rendering the18

judgment is located.  However, for issues that the19

Federal Circuit believes clearly involve its exclusive20

jurisdiction, it applies its own precedent rather than21

that of the regional circuit.  22

In the latter category the Federal Circuit23

includes conduct in procuring or enforcing a patent and24

determines the antitrust liability of such conduct under25
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its own precedent.  And this has raised questions amongst1

the antitrust and patent bar.  2

The AIPLA believes however that the Federal3

Circuit's approach is correct.  This approach can provide4

uniformity in application of the antitrust law for5

patents that have nationwide scope and conduct that's not6

limited to one region of the country.  By applying a7

uniform standard in infringement cases, uncertainty is8

reduced for patent owners, and that fosters innovation. 9

Moreover, applying its own precedent does not insulate10

the Federal Circuit from developments in antitrust law11

from other regional circuits.  12

The FTC has also been focusing on the scope of13

patents and the procurement procedures.  In our view, the14

scope of patents raises competition issues, for it can15

affect the degree to which patents spur innovation.  But16

we believe that the scope should be left to the courts to17

develop as a matter of patent law.  18

Patents that are valid have a scope that covers19

only new, useful, and nonobvious inventions.  The scope20

should not be artificially altered to meet concerns of21

other bodies of law such as antitrust law.  22

Working within the scope of valid patents we23

believe that the courts can balance the two complementary24

goals when they interface in the particular cases.  25
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We do not view the procurement procedures for1

patents as having antitrust significance or needing2

correction for antitrust reasons, but we do have3

substantial concerns about the diversion of funds from4

the Patent and Trademark Office, which affects its5

ability to conduct a rigorous review of all patent6

applications.7

The PTO shoulders a tremendous burden and8

responsibility in annually reviewing huge numbers of9

patent applications and deciding which deserve the patent10

award.  Over the years, the PTO has demonstrated its11

responsiveness to the changing needs of examining12

different types of subject matter.  13

Unfortunately, recent executive and legislative14

actions have severely undermined the ability of the PTO15

to meet the growing challenges it faces.  Since 1992 the16

President and Congress have combined to divert over $70017

million of PTO fee revenues to other federal programs.18

This diversion of revenue from the PTO has19

increasingly inhibited the PTO from routinely and20

promptly performing high-quality search and examination21

of patent applications and establishing electronic filing22

and processing of patent applications as demanded by U.S.23

industry.  24

Ensuring adequate support for the PTO to carry25
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out its constitutional mission could be one laudable1

outcome of these hearings.  If it obtains proper funding,2

we believe it would have the ability to conduct a3

rigorous review of all patent applications.  4

And the last topic I just want to point to is the5

lack of market power of intellectual property.  The AIPLA6

believes that no presumption of market power should exist7

for intellectual property, in accordance with the8

position that the federal agencies have taken.9

A blanket presumption of market power for10

intellectual property bears no valid relationship to the11

real world.  In all but the rarest cases in our economy,12

products and methods compete with other products and13

methods that affect their market price.  14

In conclusion, the AIPLA appreciates the15

opportunity to contribute to the FTC's and the Antitrust16

Division's understanding of the dynamics of intellectual17

property and its benefits for promoting competition. 18

Thank you.19

MR. COHEN: Thank you very much.  Your statement20

and the written statement that underlies it provides some21

comprehensive insights into many of the issues that we're22

discussing not only today but throughout the rest of the23

hearings.  24

For the rest of today we will be engaged in a25
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panel discussion covering substantive standards of1

patenting this morning and patenting procedures,2

presumptions and uncertainties this afternoon.  3

This builds upon a session that we held early in4

these hearings where we heard three excellent5

presentations which were designed to depict, in entirely6

objective terms, the current state of the substantive and7

procedural law of patenting.  8

Today, we're going to free the panelists to9

present their opinions in offering normative assessments10

of these subjects.  While we expect to hear opinions,11

we're going to be particularly interested in the analysis12

that underlies their thinking because we hope to draw13

from today's session a better understanding of the legal14

and economic principles that underlie today's patent15

practices and the various changes that have been16

suggested.  17

We have an outstanding set of panelists who have18

offered their time to help us with these issues.  First19

though, I want to be sure to introduce the other20

participants from the government who will be joining me. 21

To my left is Hillary Greene who is our project22

director for intellectual property in connection with23

these hearings, in the Policy Studies section of the24

General Counsel's office here at the FTC.  25
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Down toward the end of the table is Bill1

Stallings who will be joining us from the Department of2

Justice.  And right next to him is Magdalen Greenlief who3

is going to be helping us from the Patent and Trademark4

Office.  5

Now, as to the panelists who have joined us, I6

think what I'll do is give very brief introductions to7

each of them.  We can just move around the table.  8

At the far end of the table we have Suzanne9

Scotchmer who is a professor of economics and public10

policy at the University of California, Berkeley.  She11

has published extensively on the economics of12

intellectual property and other topics, and she has13

appeared before several committees of the National14

Research Council, mostly regarding intellectual property.15

Immediately next to her is Jay Kesan, who is an16

Assistant Professor of Law at the University of Illinois,17

College of Law and also holds positions in the Institute18

of Government and Public Affairs and the Department of19

Electrical and Computer Engineering.  He holds a Ph.D. in20

electrical and computer engineering, which helps explain21

the latter appointment.  He is a registered patent22

attorney and teaches and writes extensively in the areas23

of patent law, intellectual property law and regulation24

of cyberspace, and law and economics.  Professor Kesan25
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serves as the faculty editor in chief of the University1

of Illinois Journal of Law, Technology and Policy.  2

Next to him is Salem Katsh, the head of the3

Intellectual Property Group at Shearman & Sterling.  He4

is a partner in that firm and an experienced trial lawyer5

with a practice focused on patent, trade secret,6

trademark, unfair competition, and antitrust litigation. 7

Mr. Katsh has written extensively on intellectual8

property and antitrust matters as well as related9

litigation topics.  10

Now, moving just two seats to my right we have F.11

Scott Kieff.  If you have noticed a pattern here, we have12

a great many panelists whose names begin with K.  He is13

the John M. Olin Senior Research Fellow in Law, Economics14

and Business at Harvard Law School and an Associate15

Professor of Law at Washington University School of Law. 16

Before taking up his teaching posts he practiced as an17

associate with the firm of Pennie & Edmonds in New York18

and as an associate and counsel with the firm of Jenner &19

Block in Chicago.  He has written numerous articles about20

obtaining and enforcing intellectual property rights and21

he is a  co-author of the treatise and casebook,22

Principles of Patent Law.  23

Now, moving two seats to my left, we have Mark24

Janis, a Professor of Law at the University of Iowa,25
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College of Law.  He teaches and writes in the field of1

patents, trademarks, unfair competition, and intellectual2

property/antitrust.  He has published several articles on3

domestic and international patent law and is a co-author4

of a treatise, Intellectual Property and Antitrust, as5

well as a forthcoming casebook on trademarks and unfair6

competition.  Professor Janis is a registered patent7

attorney and practiced law with Barnes & Thornburg in8

Indianapolis prior to his appointment at the University9

of Iowa.10

Skipping Mr. Frankel we move to Arti Rai who is11

an Assistant Professor of Law at the University of12

Pennsylvania Law School.  She has taught at the13

University of San Diego Law School and the University of14

Chicago Law School and was a faculty fellow at Harvard15

University.  Professor Rai has written numerous articles16

on patent law and biotechnology and health-care17

regulation.  Before teaching she practiced law with18

Jenner & Block in Washington, D.C. and in the federal19

programs branch of the Department of Justice.20

Next to Professor Rai is Professor Jay Thomas, an21

Associate Professor of Law at the George Washington22

University.  He also serves as visiting researcher in 23

entrepreneurship and economic growth at the Congressional24

Research Service and instructor at the U.S. Patent and25
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Trademark Office Patent Academy.  He is the author of1

numerous articles on intellectual property law and also2

authored a patent law casebook and intellectual property3

treatise.  4

And at the far end of the table on my left we5

have Stephen Kunin, a Deputy Commissioner for Patent6

Examination Policy at the U.S. Patent and Trademark7

Office.  In that capacity he participates in establishing8

patent policy including changes in patent practice,9

revision of rules of practice and procedure,10

establishment of examining priorities, and classification11

of technological arts.  Previously he has served as a12

patent examiner, a supervisory patent examiner, Director13

of the Manufacturing Group, Director of the Electrical14

Communications Group, Deputy Assistant Commissioner for15

patents, and Acting Assistant Commissioner.  In 2001 he16

was named by Intellectual Property Today magazine as one17

of the most influential people in intellectual property18

law.  19

That's just an outstanding panel, and we look20

forward to hearing from them.  21

And I skipped right over, and I'm being pointed22

out here -- I'm sorry.  My apologies.  Roger Parkhurst,23

president of the American Intellectual Property Law24

Association.  He is a name partner at the law firm25
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Parkhurst & Wendel in Alexandria, Virginia.  He comes to1

us with  extensive experience as an author, speaker and2

expert witness on aspects of patent law.  And we're very3

glad to have you even though I skipped you.4

Let's begin now.  We have three presentations5

this morning from our panelists.  And I understand that6

Professor Rai will talk to us for a few minutes to lead7

us off.  Professor Rai.8

PROF. RAI: My comments this morning will be9

directed to issues of patent scope in the context of10

cumulative innovation.  And I will note the interaction11

of patent scope with the nonobviousness and possibly the12

utility standard.13

Now, when one is speaking about cumulative14

innovation, determining the scope of the initial or15

pioneer patent is obviously a very difficult problem. 16

And many scholars have written about this problem, one of17

the most prominent being Suzanne Scotchmer, who is here18

with us today.  19

We have to calibrate scope in a manner that20

provides adequate incentives for both the initial21

innovator and for follow-on innovators.22

Now, an initial patent of broad scope will no23

doubt provide useful incentives for the first innovator. 24

However, there may be difficulties associated with25
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licensing this patent of broad scope to subsequent1

follow-on innovators.  2

It's particularly true ex post, again as Suzanne3

Scotchmer has pointed out, when the follow-on innovator4

has already invested and the first patent can be used as5

hold-up.  6

But it can also be true ex ante because the7

parties may have divergent valuations of their respective8

contributions or potential contributions in the case of a9

follow-on innovator and other transaction cost10

difficulties.  11

The Merges and Nelson article in the 199012

Columbia Law Review catalogues a variety of historical13

contexts in which a pioneer patent of broad scope could14

not usefully be licensed and therefore at least arguably15

hindered subsequent innovation.16

More recently, I just want to call your attention17

to a case that involved a somewhat similar set of issues18

in the biomedical arena, and this is the Johns Hopkins19

versus Cellpro case. 20

In that case, Johns Hopkins had a broad patent on21

a class of antibodies that could be used for purposes of22

producing stem cell separation.  Hopkins received this23

broad patent even though it had actually identified only24

one of these antibodies.  However, nonetheless it25
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received a patent on a class of antibodies.  1

It licensed its patent exclusively to a company2

called Baxter.  It turned out, however, that Baxter was3

not nearly as creative or efficient in figuring out how4

to use this technology to produce a marketable stem cell5

separation device as was a competitor called Cellpro.6

And even though Cellpro used an antibody that was7

actually different from the Hopkins antibody, Cellpro's8

work fell within the scope of the very broad Hopkins9

patent.  10

In any event, the purpose of bringing that story11

to our attention today is that Cellpro and Baxter in that12

case could not satisfactorily conclude a licensing deal13

on the Hopkins patent.  And so when Cellpro marketed its14

device, Hopkins and Baxter, as the exclusive licensee,15

sued for an injunction.  16

And there might, in fact, have been a quite17

serious delay in the introduction of a potentially18

life-saving stem cell separation technology had the19

District Court in that case not required, as part of its20

determination of what the relief should be, that21

Cellpro's infringing device actually be continued to be22

sold until Baxter eventually came up with a product.  23

So the court designed some relief that was24

peculiar to the characteristics of the case, and had the25
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court not done that we would have seen a substantial1

delay in the introduction of potentially life-saving2

technology.  3

Now, granted, unlike the patents studied by4

Merges and Nelson, the Hopkins patent didn't necessarily5

cover research we might consider truly foundational.  But6

presumably the effect on innovation might have been even7

worse had the patented research been truly foundational.8

In this regard I think that one patent to watch,9

again in the biomedical arena, which happens to be my10

area of focus, is the very broad patent that has been11

granted to the University of Wisconsin on stem cell12

lines, which the University of Wisconsin has licensed the13

most important uses of that patent exclusively as well.14

So that's a problem, a possible problem, with15

broad patents in terms of cumulative innovation.  Of16

course, by the same token, we want to provide incentives17

to the initial innovator particularly if the initial18

innovator is producing an invention of some significance.19

In addition there are contexts, particularly in20

bio-pharmaceuticals, where patents serve not only the21

traditional incentive function but also serve the22

function of incentivizing further commercialization and23

development.24

At the margin, however, though, I would argue25
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that we probably want patents of relatively narrow scope1

on upstream invention.  And I just want to spend a couple2

of minutes thinking about how we go about achieving3

relatively narrow scope on upstream invention while not4

necessarily having such narrow scope for more downstream5

invention.  6

And by the way, I just want to note that when I7

say narrow scope for upstream patents, I don't8

necessarily mean going as far as the Federal Circuit has9

gone in some of its cases involving the use of the10

written description requirement, in particular such cases11

as Eli Lilly and a case that was just decided a few days12

ago called Enzo Biochem.  13

I think the PTO's approach to written description14

is more suitable for creating relatively narrow scope,15

and it's more moderate than the Federal Circuit's.  It16

has tried to moderate the Federal Circuit's approach in17

such cases as Eli Lilly.  18

Now, how would we go about achieving narrow scope19

on upstream patents while not necessarily having such20

narrow scope for more downstream patents?  Well, this is21

where the nonobviousness doctrine might come in.  22

As research moves further downstream it may23

become more predictable and certain.  Given that24

possibility at least, as a doctrinal matter, patent scope25
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can become broader as research moves downstream because1

patent scope is dependent on how predictable the research2

is.  In other words, the more predictable the research,3

the wider the claim scope allowed.4

So the nonobviousness doctrine might provide a5

simple doctrinal mechanism for the PTO and the courts to6

allow only relatively narrow scope upstream and broader7

scope downstream.  8

Of course, that presumes that research will get9

more predictable as one moves downstream, and that won't10

always be true.  So are there any other levers by which11

we can restrict upstream scope without adversely12

affecting downstream scope?13

Well, one rather definitive way to do it would be14

to have a high utility standard.  That way it would be15

difficult to patent upstream invention at all.  And no16

patent at all obviously means not just narrow scope but17

actually zero scope.  18

So using the lever of utility to eliminate19

patenting in certain areas might be a way to go.  It is, 20

however, a fairly dramatic lever.  We don't necessarily21

want zero scope for upstream patents.  Probably a more22

cautious approach would be narrow scope rather than zero23

scope.  So we should be careful about raising the utility24

standard too high.  And once again, it seems to me that25
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what the PTO has done in its recent utility guidelines is1

an appropriately cautious approach.  2

Now, we don't know what the Federal Circuit is3

going to think of these utility guidelines, and if the4

Federal Circuit's interpretation of the PTO's written5

description guidelines and the recent Enzo case is any6

indication, the Federal Circuit may not be paying much7

attention to what the PTO does in this arena.8

But nonetheless I do applaud the PTO for setting9

up a utility standard that might be useful for10

eliminating patent scope in certain narrow areas but11

allowing patent scope, a narrow scope, for upstream12

patents in other areas.  Thanks very much.13

MR. COHEN: Thank you.  Our second presentation is14

going to come from Salem Katsh.15

MR. KATSH: While they're getting that going let16

me just comment on Professor Rai's discussion because I17

think it points out one of the major questions that18

confront this Commission, the Department of Justice, the19

Patent Office.  And that is the question of whether and20

how the patent system can be fine-tuned.  21

The ability to fine-tune the patent system I22

think is seriously in doubt, and it either operates as a23

large blunderbuss one way or the other.  But I think that24

the economic impact of patents which can be brought out25
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by studies like you have done and the others here have1

done are extremely important to know which way to tilt2

the system.  3

I am not here as a representative of Shearman &4

Sterling.  I am here solely in my individual capacity as5

someone who has practiced for -- this is my 30th year --6

I know I don't look that -- in antitrust and the last 157

years in the IP area.8

I'm not going to go through all these slides but9

I think that I would not agree that the patent laws and10

antitrust laws do not conflict.  11

I think the means that are used to promote12

competition by the antitrust laws, which is to intervene13

in the marketplace, and the means used by the patent14

laws, which is to grant exclusivity, can and will and15

perhaps inevitably will conflict from time to time.16

Now, the notion that the patent law, or patents,17

should not be considered as conferring market power, is18

one that I have heard many times.  And it has always19

struck me as rather curious because one of the20

foundations of the patent system is to encourage people21

to innovate by holding out the prospect of being able to22

charge a supercompetitive price when they have obtained a23

patent.  That is as the heart of the patent system.  24

And I find it curious that so many people are25
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defensive about that.  There should be no defensiveness1

about the fact that the patent is granted to give an2

above competitive return as a reward for innovation.  3

Now, people don't like to use the word monopoly4

and I certainly agree there should be no presumption that5

any given patent will confer market power.  6

But that then again raises the question of why so7

many patents are granted that don't confer market power. 8

Why are we flooding the system to the extent that, as Mr.9

Frankel said, you never know?  And maybe it's only the10

rarest cases where patents can confer the reward that the11

system is intended to confer generally.  12

There is a tremendous philosophical divide -- and13

I'm here, in a sense, as a protagonist or a provocateur,14

if you will -- I think there is a tremendous15

philosophical divide between the patent approach to16

antitrust and the traditional approach that the courts17

have taken.18

This is one example where the Federal Circuit in19

1997 basically took the position that a patent is20

inherently what it is and it should be allowed the full21

exercise of whatever value can be extracted to it22

regardless of who would hold it.23

Now, we don't have that rule with respect to24

private property.  IBM is not allowed to buy the next25
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biggest computer company.  But it appears that the1

Federal Circuit is suggesting that patents somehow should2

be considered as immune from examination under the laws3

regulating acquisition of patents, the laws regulating4

acquisition of market power.  5

Now, in that case, obviously, the patent did6

confer market power and that's very good.  The fact that7

it was acquired by a company that could incrementally add8

to its current position is what the court was9

confronting.  10

And I think it reached a conceptual result, a11

conceptual framework, that is not shared, certainly, by12

other courts or by the FTC/DOJ guidelines.  I'm not13

commenting whether the result was right or wrong.  I'm14

simply commenting on the concept.  I'll skip these.  15

I want to mention one point here which I think16

it's appropriate for the economists in particular, and I17

know they have studied it, to balance what seems to be a18

very basic notion of rewarding invention, to balance that19

against some of the contraindications, if you will, as to20

the question of whether the patent system is the panacea21

that we rely upon for innovation.  Is it the driver that22

people say it should be?  23

I sponsored a National Institute's program in24

1984 when I was active in the antitrust law section of25
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the ABA on the interface, and I was amazed that there was1

no consensus that society was better off having had a2

patent system than it was if it didn't.  But there was no3

empirical way to tell because there was no control.  I4

mean, we've had it.  And it is supported.  5

But the reason that the Supreme Court upheld6

state law on trade secrets from a constitutional7

challenge as being in conflict with the patent clause was8

because there were so many areas that patents could not9

cover.  10

We're told that patents are necessary to prevent11

free-riding.  It's certainly true that that is a concern. 12

But that's also a concern in a host of other areas such13

as industrial design, mail order houses that take free14

rides on manufacturers that invest and make new products,15

and the fact that trade secret protection is not16

absolute.17

So free-riding per se is a factor, but I don't18

think it's the only factor that can be said to justify19

the patent system.  I think the reason that the patent20

system is under question these days is because of a21

number of factors.  22

As I read the Graham v. Deere decision it assumes23

a relatively high bar to patentability.  The whole tenor24

of its discussion of the views of Thomas Jefferson as25
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they evolved from being anti-patent to being pro-patent1

to writing the first patent code, to upholding talking2

about the Hotchkiss case, all went to the fact that this3

was an exclusive right to be granted to a true invention. 4

And they were grappling, of course, with what invention5

or nonobviousness meant. 6

Let me go back for one second here.  There are7

questions that have not been answered about the fact that8

the PTO is completely underfunded.  How can people come9

and say that the patent system is working properly or 10

adequately if it's working minus $700 million that it11

said it needs to operate properly?  You can't have it12

both ways.13

The system is suffering dramatically because the14

examiners don't have enough resources.  There aren't15

enough examiners.  There's not enough expertise brought16

to the system.  17

I live in the real world of counseling clients18

and litigating for clients with claims that are drafted19

on the cheap and then get asserted in litigations, with20

patents, as the Supreme Court said in Graham -- I don't21

think it's on this slide -- they said, quote, we are at a22

loss to understand what the Patent Office did.  How many23

of us day-to-day ask ourselves that same question?  So24

the underfunding, you can't make the argument that you're25
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underfunded but everything's fine.  Everything is not1

fine.  2

The Federal Circuit's inability to define the3

scope of a Doctrine of Equivalents, the impact of the4

long time lag between filings and final actions, the fact5

that all patents have the same term, the fact that6

business method patents can be introduced in 1998, the7

fact that Festo can wipe out billions and billions of8

dollars of prior investments that were based on the fact9

that companies were willing to pay for certainty against10

the uncertainty of the Doctrine of Equivalents.  11

That case wiped out billions of dollars of12

investments that people made.  And I know because I'm13

involved in counseling on big mergers.  14

And if there's a patent out there that has to be15

considered in due diligence, you can quickly tell if16

there is a literal problem.  But then you have to17

consider is there an equivalents problem.  18

Prior to Festo there was an equivalents problem,19

if there was an equivalents problem.  After Festo, if20

there was an amendment, there's no equivalents problem.21

Now, prior to Festo, people paid a lot of money22

when I would tell them that you've got an equivalents23

issue and therefore it could go to a jury.  And if it24

goes to a jury, you can't predict the outcome.  People25
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paid a fortune to be free of that uncertainty.  1

I think the Federal Circuit frankly has not been2

the success that it was intended.  I don't think the3

venue, the forum shopping argument, had any merit. 4

Frankly, I have great respect for the judges as judges,5

but that is not an expert court.  There are only a6

handful of judges on the Federal Circuit that have any7

patent experience.  There are less than that that have8

any prior judicial experience.  9

We're not dealing with a court, in my view, of10

the same caliber as the Second Circuit, the D.C. Circuit,11

and yet we're vesting in this court with the issuance of12

patents which we want to confer monopoly power, legal 13

monopoly power.  14

Now, I agree that the real issue is one of15

obviousness.  What is obvious?  Did Graham erect a high16

bar?  Has the Federal Circuit lowered the bar?  In any17

event, what should it be and who is qualified to judge? 18

And how can the Patent Office make a real determination19

without help from outside experts?  20

You can't take an engineering student and put him21

into a position where he is evaluating whether somebody22

should be granted a patent.  That doesn't make sense.  23

And I want to just point out the second quote24

from Edison intrigues me because the patent disclosure25
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tells you how to make a product or how to use the1

disclosed process.  It doesn't tell you everything that2

went into the successful result.  3

And it's that 10,000 ways that didn't work that4

the company will know about but that the public won't5

know about that represents the true technology of that6

company that will stay there as trade secret, as its7

infrastructure, and that will allow it to continue to8

improve and innovate.  9

So the patent does not represent all of the10

technology by any stretch that went into the final result11

unless it were to tell you the 10,000 trial-and-error12

experiments that were done, which it doesn't have to.  13

From my point of view as a practitioner I can14

tell you that the underfunding of the PTO, the changing15

of standards by the Federal Circuit has created a crisis16

of uncertainty.  And it's a crisis for investors.  It's a17

crisis for attorneys.  It's a crisis for managers and18

something really ought to be done about it.  19

Bill's looking at me and I'll stop, all right,20

but I just want to read one thing -- well, I'm sorry. 21

What I wanted to read to you was from the presidential22

proclamation in 1965 or 1966 following Graham or prior to23

Graham that established the presidential commission to24

study the patent system.  25
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And if you read that executive order it has1

findings signed by President Johnson to the effect that,2

and I may find them and point them out later, that3

technology is exploding.  The number of applications is4

exploding.  The PTO is underfunded.  It writes about the5

technological explosion of innovation in a way that one6

writes about it today.  7

And it writes about the problems in the system8

the same way that we're talking about them today, whether9

one thinks they're more or less severe.  And it looked10

for improvement.  11

The Commission came back with 35 recommendations. 12

Some of them, over the years, have been adopted but in13

general that effort never seemed to take root.  So I14

would hope, as somebody that practices in this area and15

confronts these issues day to day, that this Commission16

and the Department will seriously consider the need for17

strategic reform and not mere tinkering.  Thank you.18

MR. COHEN: I think our panelists have been19

gnawing at the bit to get into the discussion.  And20

probably what I think we ought to do is to begin with21

some of our general discussion, move on, take our break22

and come back for the second half, start off the second23

half with Suzanne, if that's all right with you, and then24

we'll move into some of the more detailed items item by25
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item.  1

What I'd like to do is give you all an2

opportunity to join in.  When you have points that you3

would like to make, what I suggest you do is that you4

just turn your tents up on their sides, and I'll5

recognize you in turn.6

Perhaps a good place to begin would be by trying7

to think generally about what principles economics can8

help provide for assessing the patent system.  9

And what I would suggest is that maybe we can try10

to lay out a framework.  I'll start with a framework that11

was suggested by Kenneth Dam in one of his articles,12

tinker with it a little bit, and put it before you.13

And I think what he suggested was that on one14

hand with the patent system you have a method for15

creating incentives to innovate by enhancing16

appropriability while simultaneously disclosing what has17

been invented.  18

And I'll add in here on this side of the equation19

that the system can also serve as the basis for raising20

capital in some instances.  21

On the other hand though you have potential22

problems.  One potential problem is the possibility of23

market power.  Another is the possibility of24

inefficiencies from rent-seeking activity.  And another25
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would be the possible impediments to follow-on1

innovation.2

I'll add still another which we'll probably spend3

some time on this afternoon which is the potential for4

generating uncertainty as to the existence or reach of5

patent rights.  6

I'd want to throw out to the panel just generally7

whether you think this provides an adequate framework for8

discussion of the issues, should anything be added,9

subtracted or modified as our framework that we can10

return to as we go item by item later.  I see Suzanne has11

-- is your tent up?12

MS. SCOTCHMER: Yeah.13

MR. COHEN: Yeah.14

MS. SCOTCHMER: Actually, I had a narrower15

question so maybe this isn't the right time to ask it but16

I had the narrower question for Mr. Katsh, I think, with17

respect to uncertainties that have been generated or are18

generated by changes in law in judicial decisionmaking,19

rulemaking always has retroactive effects on previous20

right holders and so on.  And that can be extremely21

harmful from the point of view of equities and so on.22

Economists usually think about rulemaking though23

from the point of view of the prospective view, which is24

to say, what effect does it have on incentives for25
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innovation which is being contemplated rather than1

thinking about the equity effects and harms it may have2

on innovators who have already completed their task,3

which I don't want to minimize.  4

But I would like you to address the question, for5

example, with respect to Festo, not from the point of6

view of harms rendered to previous innovators for whom7

the rules changed but rather with respect to the8

prospective question of its effect on the incentive9

implications of the patent system.10

MR. KATSH: Well, I think to briefly respond, I11

would note a case I didn't have time to discuss which is12

the recent en banc decision in Johnson and Johnston,13

leave the trademark issue aside for a minute, where the14

court held that something disclosed in the specification15

but not claimed in the patent could not then be claimed16

under the Doctrine of Equivalents, even though it was17

clearly within the scope of what would otherwise be18

considered an equivalent.  19

Now, the reasoning of the court was harkening20

back to a case in 1881 where the Supreme Court had held21

that things that are disclosed or that are apparent on22

the face of a patent but not claimed are dedicated to the23

public.  24

Well, talk about uncertainty.  Here's an en banc25
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decision with all sorts of opinions, a strong dissent by1

Judge Newman, resurrecting now a doctrine of public2

dedication as a new argument that injects further3

uncertainty into the ability to counsel and will create4

much more litigation as now people will argue that5

whatever was disclosed cannot be considered equivalent,6

and even if it wasn't disclosed if it was obvious at the7

time of the invention, it can't be equivalent.  8

So it's going to be a mad house because people9

will now argue that only things that were not obvious10

should be within the scope of a claim that was granted at11

the time when this alleged equivalent was not obvious.12

So Festo is a manifestation, if you will, of the13

fact that it's not one case or one decision.  It is being14

confronted with a court that seems internally paralyzed15

to create and maintain a cohesive and consistent body of16

case law.  17

And it's more than simply wiping out past18

investments.  It's what do you tell clients about the19

future patentability of an invention, whether to keep it20

a trade secret or not.  That's my response.  21

MR. COHEN: I see Scott.22

MR. KIEFF: Thank you.  I guess a couple of the23

usual disclaimers.  Unlike Suzanne Scotchmer I'm not an24

economist so I need to be careful what I say since that's25
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not my -- I'm not a doctor and I don't play one on TV.1

And, Salem, you talked about your 30th year.  I'm2

now just past my 30th year.  By the way, that's in life. 3

So I defer to your great experience.  4

With those two disclaimers and deferences on the5

table, the J and J case you mentioned, Johnson and6

Johnston case you mentioned, raised an issue that I think7

is nicely connected to the point Suzanne raised.8

It seems to me it goes like this.  We could have9

a clear rule that says what's disclosed is an equivalent. 10

We could have a clear rule that says what's disclosed is11

not an equivalent.  12

The decision between those two rules will13

allocate wealth between plaintiff and defendant.  But it14

is not clear to me that it has for society any greater or15

less social cost or social benefit.  16

Indeed, maybe the uncertainty generally17

associated with what we do with the Doctrine of18

Equivalents has some cost.  Those could be in different19

types.  20

There could be general uncertainty cost.  There21

can be specific rent-seeking or social choice costs where22

parties in any one case try to articulate a rule that23

sounds crisp in their case but turns out to be quite soft24

in application downstream.25
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Those would be social costs.  Maybe a solution1

then is to say no Doctrine of Equivalents.  That might2

indeed eliminate a lot of those social costs.  3

Indeed, I thought the point you were going to4

make when you discussed the billions of dollars5

sacrificed by narrowing the scope of the Doctrine of6

Equivalents I thought you were going to say, gee, look at7

all these rational folks choosing to spend that much8

money to get certainty.  9

That's what I thought, and that's at least one10

way to look at it, which is to say, sure by decreasing11

scope in that sense you are sacrificing some wealth for12

some folk who got it at that time.  13

Prospectively, that might do a great deal for the14

system downstream.  Patentees and those who need to15

negotiate with and around patentees -- around is a big16

part of it -- they will all know where the fences lie and17

you don't have the uncertainty of the hidden fence or the18

shifting fence.  Just some thoughts to blend those two19

sets of comments if that's helpful. 20

MR. COHEN: Roger.21

MR. PARKHURST: Thanks, Bill.  I was going to22

comment also with respect to some of Salem's ideas.  Some23

of us started litigating patents before the Federal24

Circuit existed.  And my question would be are we better25
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off today than we were before 1982 in terms of a patent1

system?  2

Salem mentioned that in work like due diligence3

work that today the scope or the effect of patents on4

such considerations may be huge, and no doubt I would5

suggest to you, and maybe I should ask a question not6

suggest it, was that the case before 1980?  7

I suggest that today patents are a much more8

material asset on the balance sheets of patent owners9

than they were in 1980.  10

Skipping backward to the outset of your11

presentation, you focused upon what is the reward that12

the patent system offers the patentee and you focused13

primarily upon the super-market-price possibility.  14

I'd like to harken back to what Ken Frankel was15

saying this morning in talking about the simple right to16

exclude which, in effect, while not affirmatively giving17

the right to practice, does provide some exclusivity for18

some period of time depending upon how the patent owner19

may or may not choose to exercise his right to exclude.20

So the patent owner may not need to be seeking21

the super-market price if he simply has a market.  Just22

some thoughts on some of the things you brought up.23

MR. COHEN: All right.  We're going to be devoting24

most of this morning to taking a look at the substantive25
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criteria for issuing patents and determining1

infringement.  2

What I'd like to do with you is to explore some3

of these basic patentability criteria as applied and4

compare them against what might be the ideal.  5

And we're going to get into asking ourselves have6

we been asking the right questions in fashioning the7

various requirements and in applying the various8

statutory requirements.  9

I guess perhaps a starting place would be to get10

some views as to the degree of discretion that is likely11

to reside in the PTO.  Does the PTO have meaningful12

discretion in applying these standards, in applying13

nonobviousness and applying utility, written description,14

enablement, et cetera?  Or are we necessarily speaking15

this morning to the courts and to Congress?  Arti.  16

PROF. RAI: I think Scott was first.17

PROF. KIEFF: I've already gone.  I'm happy to18

wait.19

PROF. RAI: As somebody who has spent some time20

recently, and who doesn't pretend to be a scholar of21

administrative law, but has spent some time recently22

studying it because I've been very disturbed by what I23

perceive as the apparent lack of power of the PTO from an24

administrative law standpoint, it seems to me that given25



42

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

the current Supreme Court jurisprudence on when courts1

have to defer to the PTO, in particular a case called2

Mead which came down last year, it's probable that the3

Federal Circuit's position of not deferring to the PTO is4

the correct position as an administrative law matter5

because the PTO does not have adversarial proceedings.6

And Mead suggested strongly that adversarial7

proceedings of some sort would be necessary as a8

prerequisite to deference to an agency determination.  9

Now, that strikes me as a real problem because it10

strikes me that an administrative agency is the11

appropriate place to place the sort of power of12

determining how these particular substantive criteria13

should be applied because they, in theory at least,14

should have the resources and expertise to engage in the15

sophisticated economic analysis necessary.  The courts16

simply cannot do that.  17

Whether Congress can do that is another matter18

but it seems to me that the courts clearly cannot and the19

courts, and the Federal Circuit in particular, seems to20

be the place where this is supposed to be happening.  I'm21

not sure they're doing it, and I'm not sure they could do22

it if they wanted to.23

MR. COHEN: Scott.   24

MR. KIEFF: If it's okay maybe to back up to a25
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slightly more general level on these standards.  Is that1

all right?2

MR. COHEN: Yes. 3

MR. KIEFF: I do think the point Arti is raising4

here is a really important point.  I suspect you guys are5

going to want to explore that more this afternoon, kind6

of where we fight these battles.  Do we do it in the7

Patent Office?  Do we do it in the courts?  8

But by no means by talking about this other thing9

do I, or could I, devalue the importance of that point. 10

It's a very good point.  But if I may talk a bit more11

generally about some of the substantive standards.  12

And we hear a lot.  We heard it today that times13

are changing.  Technology is changing.  Maybe the law14

needs to change too.  We heard it in the '60s during the15

President's commission.  We hear it again today.  16

Again, you're absolutely right.  The language,17

the rhetoric are remarkably similar.  The notion that law18

needs to change to catch up with technology, I guess,19

could make some sense.  It has, I think, great initial20

appeal.  21

I don't know how it maps onto a law designed to22

deal with new technology.  And, in fact, as the Supreme23

Court said in the Chakrabarty case, the role that24

unanticipated inventions are without protection would 25
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conflict with the core concept of patent law, that1

anticipation undermines patentability.  2

So, in fact, patent law has got to be the best3

candidate.  If we had to pick a law that doesn't need to4

change to address new technologies it's probably going to5

be patent law because that is a law that was written to6

encourage new technologies.  It's the law that has new7

technology on its mind.  That's its raison d'etre.  It8

probably doesn't need to change.9

So that's an important thing to keep in the back10

of our minds as we think about what types of shifts we11

would want to make, whether the system is so12

fundamentally broken that it needs to be really amended13

in important ways.  14

Again, this is the system designed to encourage15

new stuff.  In fact, the more unanticipated, the more16

unobvious, the more patentable under the patent system,17

not the more strange under the patent system.18

So let's, I think, at least keep those standards19

in the back on our mind as we think about obviousness and20

as we harken back to the Graham case.  21

And remember Graham and Section 103 were an22

effort to give predictability to patent law; 103 was23

written to create an objective standard to replace the24

vague concept of invention with an objective standard for25
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nonobviousness.  1

And let's think about whether that type of2

approach can work.  Maybe it doesn't.  I don't know.  But3

at least that's the fantasy.  That's the goal.4

MR. COHEN: Stephen.5

MR. KUNIN: Well, standards of patentability is6

probably my favorite subject.  There are a couple of7

points I'd like to make.  First of all, I'd like to maybe8

build on a point that Arti was making with respect to the9

question of deference.  10

Certainly, one of the debates I think that has11

been going on for some time is the debate over what is a12

matter of fact versus what is a matter of law.  13

And particularly what happens in many of these14

cases is that the Federal Circuit will essentially call15

something a matter of law which in essence means that16

they get to look at everything de novo.  17

And even when the Supreme Court dealt with the18

Dickinson v. Zurko case, deference in that respect had to19

do with fact finding.  And of course no good deed shall20

go unpunished.  21

And if you look at what has happened post-22

Dickinson v. Zurko with cases In re Gartside and others,23

you will see that in essence all that does is it raises24

the level with respect to getting deference on25
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fact-finding because now you've got to do substantially1

express fact-finding, much like a district court judge2

does, in order to get that level of deference.3

It's interesting on the issue of Mead deference,4

and before that Chevron deference, certainly I agree with5

Arti that the Fed Circuit in Merck v. Kessler said that6

we don't have substantive rule-making authority only7

interpretative rule making and therefore we could not get8

the kind of deference that perhaps some of us would like9

to see happen.  10

And, of course, interesting for those of you who11

had the opportunity to be at the Cal Berkeley conference12

that many of the panelists here were able to be on a13

number of the panels.  The keynote speaker was Judge14

Michel.  15

And it was quite fascinating to me to sit there16

in the audience, and this was later reported in an17

interview that Judge Michel gave, that he said, well,18

maybe we're doing the wrong thing in terms of having all19

of these hearings and the like.  20

I'm not sure that that necessarily is going to21

lead to the right outcome, and if I were asked one of22

many things to do, I think that Congress ought to23

consider giving the Patent and Trademark Office24

substantive rule-making authority.  25
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I kind of almost fell out of my chair because1

Hillary and I had talked about that maybe an hour or two2

earlier.  And I was shocked to hear the Judge say that. 3

But that leads me to my next point.  I think there is an4

interesting issue with respect to PTO influence.  5

First of all, the long history of, certainly I6

would call the common law on patents in the states, has7

been in many instances a graveyard of In re cases where 8

the law has changed because first CCPA then maybe the Fed9

Circuit has essentially overturned decisions of the Board10

and changed the law.  11

And in recent times in the area of official12

notice in Section 103, I'm sure that some of the13

panelists will talk about cases like In re Kotzab, In re14

Sang Lee and so forth which, in essence, makes it15

extremely difficult to satisfy a 103 standard.  16

I recall even in my own progression, as Bill17

Cohen was mentioning in my introduction, is I remember18

examining cases at the time when we used a standard where19

you could say you had the collective suggestions of the20

references, entering the block with In re Keller-type of21

standard, and now with cases like Dembiczak and Kotzab is22

like it never existed in the law.  23

But what we have done, and of course I was24

pleased to hear in some of Arti's presentation the aspect25
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of what attempts we have made in terms of the examination1

guidelines approach, where we do public notice and2

comment and we try to fill in the gaps.  3

Certainly, the Federal Circuit, or even any4

District Court, has only a multitude of cases on a case5

or controversy, and as was mentioned, we have to deal6

with hundreds of thousands of cases every year.  7

So there are a lot of ways that we can deal with,8

I'll call it, hopefully advancing the law because we have9

to fill in the gaps.  And I think we do that through10

examination guidelines.  11

Sometimes the court finds favor with our12

guidelines.  I can give you a number of cases where they13

have been quoted favorably by the court.  And I have seen14

cases where the court has said, well, in the majority we15

agree.  And here's the section from the guidelines.  On16

the dissent we used the guidelines.  And you can use the17

guidelines for any position you want to reach.  18

I think Enzo was a very recent example of where19

both Judge Lourie and Judge Dyk were quoting from our20

guidelines in terms of once again not saying they were21

given deference but just to bolster their own22

perspectives.  23

So I think this is an interesting issue in terms24

of how we deal with many of these things, both from a25
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judge-made law perspective as well as administrative rule1

making.  2

MR. COHEN: I see a couple of other signs up. 3

What I would like to do is sort of enrich the discussion4

by throwing out another issue which you can deal with5

either now or in combination with what's already out6

there.  7

And that's the issue of the degree to which8

there's likely to be any ability to tailor substantive9

patenting criteria to take account of differences of10

various types, differences between industries,11

differences between the stages in the research process as12

Arti alluded to, differences between different types of13

competitive settings.  14

We have had some who have suggested that perhaps15

you might have a different optimal result in a network16

context than in other contexts.  17

One of our speakers has suggested that there18

already is some tailoring of this type going on, although19

not directly acknowledged.  I think Professor Burk20

suggested there may be a higher standard for21

nonobviousness in software than in biotech but a more22

stringent standard for disclosure in biotech than in23

software.  24

How much room is there for flexibility within the25



50

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

system?  How much is necessarily one size fits all?  With1

that set of issues out there I think Professor Scotchmer2

had her sign up first.3

PROF. SCOTCHMER: I have two questions.  I would4

like to ask Professor Rai at some point to revisit the5

question of why she thinks that upstream patents should6

be narrower than downstream patents, just to articulate7

very clearly for the record why you think so.8

But my second question, as well, which is9

unrelated:  implicitly if not explicitly, comments that10

we have had at this table this morning have gone to the11

fundamental question of why intellectual property, of12

what is the objective of giving intellectual property?13

And I think Mr. Frankel raised the issue, for14

example, that sometimes comes up about whether we should15

give intellectual property or strengthen it or tailor it,16

to use Mr. Cohen's language, to cost or sweat of the17

brow, the old sweat-of-the-brow standard, how should we18

think about that, as opposed to rewards for creativity,19

rewards not for the cost invented or compensation for the20

cost invented but rather rewards for the value21

contributed, socially?  22

Those are two distinct and different fundamental23

views of what should be rewarded.  And the issue of24

anticipation, it seems to me, as represented by Mr.25
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Kieff, embodies the idea that to the extent that1

anticipation means you knew you could get it if you2

invested sweat of the brow and a lot of money but that3

bars patentability, argues on behalf of rewarding value4

created regardless of cost as opposed to rewarding5

creativity only, in fact, when you needed to reward it in6

order to reimburse the cost.  All of which goes to the7

question of should we think about intellectual property8

as simply a reward for value contributed or should we9

think about it more as an economist would like to think10

about it, which is we want to reward creativity and value11

contributed, but we don't want to reward it more than is12

necessary to get it, but to make the latter calculation13

one has to consider sweat of the brow and costs.  14

So how do those two views of what fundamentally15

we're trying to accomplish fit together?  And I believe16

we have heard, at least implicitly, two views of that in17

the panel this morning.18

MR. COHEN: Anybody have a response to those19

questions?  I see lots of signs up. 20

PROF. RAI: I don't know if I should go out of21

turn.22

MR. COHEN: Arti, you have the first part of it.23

PROF. RAI: Yeah, just briefly.  The reasons that24

I think that upstream patents are better left narrow than25
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downstream patents is basically based upon my position1

that when you have broad upstream patents for the reasons2

articulated by Merges and Nelson in their piece, it's3

often difficult to get the downstream development that4

you would like to get.  5

In addition, one point that was not articulated6

by Merges and Nelson which I think is interesting is that7

with upstream patents there's always an incentive for8

further development because there's the possibility of9

downstream patents down the line whereas with downstream10

patents, and let me give you a concrete example, a patent11

on a drug, for example.  12

At that point that patent has to serve in and of13

itself as the incentive for further development,14

commercialization, specifically going through the FDA15

approval process.  There is unlikely to be another patent16

down the line that will serve as that incentive.  17

So I guess in brief it would be reasons18

articulated by Merges and Nelson basically that it's the19

transaction cost difficulties of licensing upstream broad20

patents can be serious.  21

And two, that by definition, upstream patenting22

means that there is downstream patenting to be had to23

provide an incentive to move further down the development24

path.  25
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MR. COHEN: Mark.1

PROF. JANIS: A variety of comments here and they2

start off from the theme that you raised just a minute3

ago about whether tailoring in substantive patent4

standards is possible, whether it's a good thing.5

You asked whether there was room to do it.  I6

would say it certainly is going on and I think probably7

it's always been going on in the patent system every time8

a judge had to decide a case in a particular technical9

area.  10

So I think when we talk about this issue of one11

size fits all, what's embedded in that question is really12

the question of the process by which this tailoring is13

going to proceed.14

And to that point I wonder about the efficacy of15

trying to impose large-scale, legislative reform to16

accomplish this tailoring, for example, passing17

particular statutory standards for business method18

patents or particular standards for biotech patents, or19

whatever you might imagine because I wonder if that leads20

us to a kind of Balkanization of the patent statute.  And21

so I throw that out for comment.  I just think that's a22

matter of concern.  I think you can see that happening in23

the copyright statute, for example.24

Another point, I think this relates to Scott25
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Kieff's earlier point about how the patent law changes1

with changing technology or whether it's necessary for2

that to occur.  3

Again, I suppose I have a similar observation.  I4

think we ought to be cautious about getting too caught up5

in concerns about exploding technology and a view that6

what's happening today is unique, that technology is7

moving so quickly and this has never occurred before.  8

Salem Katsh mentioned that there was similar9

rhetoric in 1966, and he could have said that there was10

similar rhetoric in 1866, literally.  In 1866, many of11

these same objections were raised.  Many of these same12

solutions were proposed.  13

So that really leads me again to say maybe when14

we look at this choice between strategic reform and15

tinkering, which is how Salem Katsh put it, maybe we16

ought to speak in favor of a little tinkering and in17

favor of going a bit slow.  Well, maybe I'll leave it18

there.19

MR. COHEN: I see two more up and then we'll take20

those two and then go to a break.  Jay.21

PROF. KESAN: One quick point before I address the22

issue of disclosures and divergence in different23

technologies and so on.  To the extent that the J and J24

case that Salem Katsh referred to suggests that you have25
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to be careful about policing the line between what you1

claim and what is publicly dedicated, I think whenever2

you sort of have this kind of realignment by the courts3

it could be really beneficial.  4

For example, it could really invigorate, reissue5

and continuation and all these other practices, so that6

some of the same uncertainty that Mr. Katsh is concerned7

about might actually go away.  8

And so you may actually have a reduction in9

overall social costs of patents because now you've got a10

much clearer property right.  In other words, police that11

boundary more carefully.  Be careful.  And you've got12

some chance within the statute to fix it even after your13

patent issues.  And that may not be a bad thing.  But14

that was just one minor point.  15

The issue of applicability of these standards in16

different contexts and they're not being done uniformly17

doesn't bother me as much as the fact that it's not being18

done properly in the individual technologies themselves. 19

In other words, to the extent that there is good20

policing of enablement, if you will, at least if we look21

at the case law in biotechnology and no policing is what22

I would say in software patents, that sort of divergence23

does not bother me as much as the fact that there is no24

policing in software patents per se.  25
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And I want to spend just a minute or two on1

software patents because I think this is a very important2

issue, and it's an issue that I follow fairly closely.  3

I do agree that there is some heavy policing on4

obviousness in software patents.  This is in keeping with5

what Dan Burk had mentioned.  And the problem in this6

area is that very high-level functional descriptions have7

been found to satisfy enablement in software cases.  8

In other words, if you look at MPEP Section 2106,9

they are perfectly happy with what they call reasonably10

detailed flowcharts.  And what does that amount to?  That11

just amounts to a function and nothing else.  12

The Federal Circuit in the Fonar v. GE case and13

the Northern Telecom v. Datapoint cases has basically14

said that anything beyond very broad functional15

descriptions is just mere clerical function and so a lot16

of software, the innovation lies in how you execute that17

function.  18

So what ends up happening is that it really19

amounts to essentially giving patents to ideas is what it20

comes down to.  It's sort of like saying I have an idea21

for a washer and a dryer in one machine.  You don't get a22

patent for that.  You get a patent for exactly how you're23

going to make that washer and dryer.  24

And this is a serious problem in software because25



57

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

what ends up happening is that you have patents that use1

different terminologies because companies use different2

terminologies they're patenting the same thing, numerous3

examples of that.  4

There is no prior art being built up and that's5

why -- because once again the knowledge, the disclosure6

is not there.  That's why we end up with patents on7

things like option pricing that's been known for decades,8

because you say things slightly differently. 9

And, finally, the same problem is the reason why10

we don't have a good perception of the so-called business11

method patent, which is really a disservice to the12

software community, I think, because most of the13

so-called business method patents are commercial, are14

software implementations of commercial transactions.  15

Not all of them but a lot of them are your16

engineering and software, a commercial transaction, and a17

patent should be given for the innovation in the18

software.  And to turn around and call it a business19

method is sort of not doing justice to the underlying20

technology and the underlying innovation.  I'll stop21

right there.22

MR. COHEN: Salem.23

MR. KATSH: Just a few quick points.  I'm not sure24

of the fact that reforms have been advocated since -- I25
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appreciate the correction -- 1866 along the same lines1

necessarily is evidence that the reforms should not have2

been implemented.  One could argue that we wouldn't be3

here.  4

The second point is that I think that the '52 Act5

was meant to change the law.  I think the Graham Court6

was very clear in '65 or '66 that there was no change in7

the law.  What there was was in the Court's words a,8

quote, unquote, notorious difference between the9

standards applied by the courts and the standards applied10

by the PTO.  11

And that continued subsequent to Graham.  It was12

true before Graham.  And you had an enormous percentage13

of patents invalidated in those time periods.  So from14

the certainty point of view, if I'm a businessman and I'm15

looking at a patent problem in an acquisition, although I16

didn't do that kind of work in pre-Federal Circuit, I'm17

sure that patents -- people did not pay as much for18

certainty in those years because there's a greater chance19

the patent would be invalidated.20

Finally, in my mind I think the rule-making21

proposal is something that should be seriously looked at. 22

To me obviousness is a quintessential value judgment.  I23

don't know how you can get around that.  24

And it's like Section 7 of the Clayton Act.  It25
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was never changed, but the Justice Department and FTC1

decided to change how it would be enforced.  That was a2

value judgment.  The words of the statute didn't change3

but it was a value judgment that there wouldn't be Von's4

Groceries.  5

That can be done from a policy point of view by6

an agency that is well funded, brings to bear the right7

kind of scientific and expert expertise, and goes through8

whatever you want to call that.  9

Now, the DOJ is not, you did by guidelines.  It10

could be done by guidelines.  It could be done by rule11

making.  But I would have to say that fleshing out12

specifics on what is expected when you apply for a13

business method patent and what is expected when you14

apply for a biotech patent and go through it in a way15

that is meaningful in the sense that the Merger16

Guidelines were would have to have a beneficial effect. 17

I'll just leave it there.18

MR. COHEN: Okay.  Let's take a ten-minute break. 19

Try to get back and restart at 11:25.  We will pick up20

with Suzanne Scotchmer's presentation, and then we'll21

start going element by element through the various22

criteria.23

(Whereupon, a short recess was24

taken.)25
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MR. COHEN: We're going to begin with a1

presentation from Professor Scotchmer, and I'll turn it2

over to her and take a seat out of the light. 3

PROF. SCOTCHMER: Well, I want to return to Arti4

Rai's subject for this morning, which is cumulative5

innovation and how the two most controversial aspects of6

intellectual property operate in that context.  7

And I'm doing that with a view toward trying to8

sort out how should we think about patent scope or patent9

breadth and how should we think about standards of10

patentability or the bar for patentability standards for11

getting protection, in this context, if we're thinking12

about kind of the consequentialist view of what13

implications does it have for progress, the rate of14

technological transformation and so on. 15

In this context there have been at least two16

views articulated as to the policy objective.  One view17

that has been articulated is that in this context of18

cumulativeness where innovators build on prior art, they19

build on prior inventions that often have been protected20

by patents or other intellectual property, one view is21

the focus on the question of how does intellectual22

property operate to divide the profit so that every23

generation is protected?  24

So that in this context where you have blocking25
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patents, where it may well be that an improver to a1

technology both has his own protection but infringes2

prior patents so that there are blocking protections that3

have to be resolved through license or other kinds of4

agreements among firms, all of those have implications5

for the division of profit.  And of course, the division6

of profit among the sequence of innovators has enormous7

implications for the incentive to create that sequence of8

innovations.  9

So that's one view.  And that's the view that's10

most closely represented in the economics literature on11

this topic, addressing that question of the division of12

profit and how these two important features of13

protection, the standards for protection and breadth of14

protection operate there.  15

The other view which I discussed in some detail16

at the Berkeley hearings in February, and I won't revisit17

very much here, is the view articulated by Kitch in the18

1970s, who was not so much concerned about the division19

of profit and how the division of profit sets the20

incentives for each sequential innovator but rather21

thinking about intellectual property in this context as22

giving a platform for the organization of research23

downstream.  24

So I'm putting that up to remind you of that.  If25
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anybody wants to see my views on it, you can find my1

views in the testimony I gave in February in the Berkeley2

hearings.  3

So here I want to discuss how standards of4

patentability and scope of protection operate to5

determine the division of profit, hence to determine the6

incentives to make continuing progress.  7

As an example for this, I want to return to an8

old technological subject which we resolved in one way9

and then resolved in another way and that's semiconductor10

chips.  11

Semiconductor chips, computer chips, are a poster12

child for this context of cumulative innovation.  My13

understanding of how progress happens in chips is that14

it's precisely through reverse engineering, understanding15

circuitry on previous chips, trying to make improvements16

to those chips going forward from the prior art.  So it's17

a poster example of cumulativeness.  18

In the 1970s and 1980s the chip manufacturers19

became very concerned about the erosion of their20

incentives to make progress in this art because there21

evolved technologies for reverse engineering chips.  And22

so it came to be the case.  23

If you want to find a source for the information24

I have given here on the chip industry and other matters,25



63

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

I have a paper coming out this month actually in the Yale1

Law Journal on reverse engineering.  And this information2

and sources for it are cited there.  3

But some information on this matter was that4

chips, of course, are expensive to develop from the5

ground up, and the information I found was on the order6

of $40- to $50 million, and very cheap to clone, on the7

order of $50,000 to $100,000.  And that's because it8

became mechanized, the unmasking of the circuitry of9

chips.  10

And so, of course, this created an enormous11

conflict within the industry, where the chip12

manufacturers were afraid that their incentives were13

being eroded and that the whole chip industry would die14

because the inventors, the market power, their ability to15

recoup costs was being eroded. 16

What this illustrates for the context, and I'm17

using this as a model, as an example, I don't really want18

to talk about chips.  I want to talk about it as a model19

for a broader context.  What it illustrates is20

conflicting economic goals.  21

On the one hand what cumulativeness is about is22

that subsequent innovators use the knowledge created by23

prior innovators to create further progress.  And that's24

a good thing.  It's the foundation of progress.  And all25
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academics know that that's how academic progress proceeds1

and it's also how industrial progress proceeds.  2

The problem, of course, is that those who learn3

from you can be your nemesis, can cause your demise, so4

that when subsequent innovators replace you, build on5

your work, make a newer, bigger, better improved chip,6

you're dead as the prior innovator, which sets up a7

conflict.  8

On the one hand is the prior innovators who9

create the foundation for progress.  On the other hand10

your successors, using your foundation for progress, can11

wipe you out in the market.  That creates conflicting12

economic goals and it's the role of the intellectual13

property system to mediate that conflict.  And so it's14

how does the intellectual property system mediate that15

conflict that I want to discuss with you.  16

The Semiconductor Chip Protection Act of 1984,17

which, as I understand it, is no longer very important in18

protecting chips because chips are now patented, is19

interesting not because it's an important form of20

intellectual property protection at the moment but rather21

because it's a stylization of patent law.  And that's how22

I want to use it.  23

So I'm not using chips or the Chip Protection Act24

as an object of interest but rather as a model.  The Chip25
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Protection Act allows reverse engineering of chips in1

this mechanized way that was developed in the '70s and2

'80s.  So it doesn't restrict the reverse engineering.3

Indeed, patent law would not require reverse4

engineering because there's a disclosure requirement, but5

the Semiconductor Chip Protection Act provided an6

explicit forward engineering requirement in order to7

avoid infringement.  8

So what's interesting about that is it prevented9

entry with a cloned chip, an identical chip, but allowed10

entry with an improved chip.  11

And what that suggests is something that's also12

present in patent law.  It's patent-like in the sense13

that it prevents entry to the market with the identical14

thing that would be, if it were patented, covered by the15

patent, but it permits entry with a substitute or rival16

product that manages to escape infringement by escaping17

some scoped out set of similar products, in this case18

chips, as set forth here explicitly as a forward19

engineering requirement but in patent law set out usually20

in case law as a breadth requirement.  And so the21

question is how does that operate?  22

Another interesting thing about the Chip Act is23

that there's no explicit distinction between what it24

takes to escape infringement and what it takes to get25



66

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

your own protection.  The standard, if this were a patent1

act rather than a sui generis chip act, the standard for2

patentability and the standard for breadth would be3

coincident.  That's not true typically in patented4

subject matter.  5

So I want to use this as a model now to come to6

the question of how those two features operate more7

generally in the context of cumulative innovation,8

thinking of this example, even though it's not a patent9

example.  10

So, as you know, economists have a lamentable11

tendency to write models.  This is as model-like as it12

will get but it's a stylization of the context which I13

think is useful.  If you look at the diagram at the14

bottom of the overhead what I've drawn is a quality15

ladder and the way to think about that is the sequence of16

chips.  17

So Q1 is the quality of some initial chip.  Q2 is18

the quality of some subsequent chip and so on.  And each19

chip proceeds by a leap of quality that I call delta20

there at the bottom of the diagram.21

And the thing to notice about this context which22

makes the cumulative context for intellectual property23

protection fundamentally different than other contexts is24

that there is an extremely evident reason that there's a25
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discrepancy between how much of the value created can be1

appropriated by the inventor.  There's a discrepancy2

between what he can appropriate and what he creates.  3

So the benefit of each improvement I've written4

there is the size of his incremental improvement, say5

delta, divided by r, and what that represents is the fact6

that if you make some incremental improvement in7

technology the value of that improvement goes on forever.8

Why is that?  It's because it creates a foundation for9

all future progress.  10

So even if you get wiped out of the market in the11

next period by an improved chip, the value you created12

remains there because it's a foundation for your13

improving successor and it's a foundation for every14

successor after that.  15

However, you as the improver may well get wiped16

out of the market after the next incremental innovation,17

which means that you may collect profit on your18

improvement for two years whereas in fact you have19

created a value which can go on forever.  Enormous20

discrepancy between the value created, the social value21

created, and the amount of that value you can22

appropriate.  How does intellectual property law mediate23

that problem?  That's what I want to address.  24

There are two tools, as I said at the outset, two25
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important tools that bear on this problem.  One is1

breadth and the other is the standard for patentability. 2

So what I've drawn now on the bottom diagram I've shown a3

consolidation.  4

The implicit idea in my previous diagram was that5

each sequential innovator comes along with his q1 plus6

delta, his improvement, and then becomes a competitor to7

the previous patent holder.  8

Suppose, however, that the subsequent9

improvement, improved product, infringes the prior10

patent?  That is a question of patent breadth, whether or11

not the subsequent inventor infringes the prior inventor.12

And if he does, then that gives a legal13

foundation for consolidating the patent rights in the14

ownership of one firm, under the market control of one15

firm, because to resolve the blocking patents they have16

to license.  17

So what does that do?  It increases -- instead of18

having competition between the sequential innovators what19

it does is give an opportunity, a legal opportunity under20

antitrust law to consolidate the market control of those21

two innovations and collect twice as much profit -- I've22

written here 2 delta -- twice as much profit in every23

period for the duration of those intellectual properties.24

So that's what breadth does, and in particular25
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leading breadth, giving some claim to each innovator on1

what comes after.  And I call it leading breadth because2

it's giving a claim to things he hasn't invented.  It's3

leading, the leading edge of what he's invented, you're4

still giving a claim those inventors may infringe.  5

Now that, of course, is a bit tricky in patent6

law.  But if you don't have that, then the ability to7

protect each inventor is seriously restrained.  8

Okay.  So that's what I view as the main tool for9

mediating this conflict between sequential innovators is10

the fact that subsequent innovators may infringe in the 11

sense of blocking patents.  12

How do we think in this context about the bar to13

patentability or the standard for patentability.  How do14

we think about the minimal patentable step?  Well, in15

this context if you think about the incentive for an16

improver to actually make the improvement, if it's a17

third-party firm not the original patentee, not the18

previous patent holder, then clearly he's going to be19

reluctant or at least think hard before making an20

improvement that's not patentable, that doesn't meet the21

standard for patentability.  22

Why?  Because after he makes it if in some way23

it's revealed -- and of course, this all depends on24

whether it can be held as a trade secret and so on -- it25
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can be appropriated, for example, by the previous patent1

holder.  So the standard for patentability will operate2

in this environment to constrain what kinds of3

improvements the improver is willing to make.  4

I view that as a secondary issue to the question5

of protecting the sequence of innovators by creating6

enough patent breadth, but it's not irrelevant because7

the standard for patentability can give an incentive for8

innovators to be more ambitious than they otherwise would9

be instead of just trying to find a market niche by10

finding some patentable invention.11

So let me come now to the question of these two12

very controversial aspects of intellectual property which13

occupy so much of our attention both as economists and14

lawyers in this era, that is, patent breadth and15

standards for patentability, bars to patentability.16

And I want to ask the question, if we get it17

wrong, what is the downside risk?  And by asking that18

question what I'm trying to get to is the question of19

what should we really be worried about here.  20

So we are worried about both things.  We have21

judicial decisions that change notions of breadth all the22

time.  We have Patent Office grants that change notions23

of breadth all the time.  24

And indeed both of those things also bear on25
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questions of patentability.  And we argue about all of1

them.  Which are the important ones?  The downside risk2

of getting the leading breadth wrong -- so what would I3

mean by that?  4

How much of scope for improvement is staked out5

as an infringement to the prior patent?  That's what I6

mean by leading breadth.  If we get it too narrow, that7

is, we haven't scoped out enough territory of improved8

products that infringe the prior patent, if we get it too9

narrow, then we suffer the danger that the competition10

will stifle innovation entirely.  11

Every innovator in this sequence will fear that12

even though he enters the market and can have maybe two13

years of market incumbency he too will be supplanted14

because his breadth also will be too narrow to stake out15

a longer period of time in the market or more territory16

or more ability to create profit in the market.  17

The problem with getting a leading breadth that's18

too broad is that you could be enabling more market power19

consolidation than is necessary to create the sequence of20

innovations and hence compounding market power beyond21

that which is necessary.  That's an old story.  It's a22

very old story about the basic trade-offs in patent law.23

Let's come to what is the downside risk of24

getting the patentability standard wrong.  Well, there,25
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you see, I think that the downside risk is less severe. 1

So let me come to an example that Professor John Barton2

at Stanford often gives when talking about these issues3

because it's a very good example for illustrating why I4

think that we don't have to worry very much about the5

patentability standard but we have to worry a lot about6

breadth.  7

Professor Barton often is at academic conferences8

as am I, and at academic conferences we often have coffee9

and cake which the FTC can't afford.  So everybody at the 10

conference has a paper cup.  11

And so John Barton holds a paper cup, and he12

points to the bottom.  He says, look at this; patent13

pending.  It's a paper cup.  And then he picks up another14

paper cup at the conference and he holds it up and he15

looks at the bottom and it says patent pending.  Isn't16

that interesting.  It's a different paper cup.  17

And he uses this to illustrate the idea that18

standards for patentability may have become so minimal19

that both of these paper cups could be patented.  20

And we see, of course, the same arguments with21

respect to one click or two click or business method22

patents.  People argue that trivial things are being23

patented.  And the question is how dangerous is that?24

And I look at those paper cups and I say, okay,25
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so these two paper cups will have patents.  So what?  The1

real question is do those paper cups infringe each other? 2

If those two paper cups both have patents, they both meet3

the bar for patentability, the standard for patentability4

but neither infringes the other, then there is almost no5

harm to competition.  6

So it's my view that as between the controversies7

regarding breadth and the controversies regarding the8

standards for patentability it seems to me that the one9

we really need to get right is the standard for breadth10

more than the standard for patentability.  11

So following that example let me come back to my12

comments about what the downside risk for getting the13

standard for patentability wrong, assuming that we have14

gotten the standard of breadth right.  15

If we have the standard too high it could stifle16

follow-ons because third party inventors won't want to17

enter the market because their innovations might be18

appropriated in that they won't get patent coverage.  19

However, there's a solution to that.  Prior20

patent holders in the same line of research don't suffer21

that problem.  Because they have patents on the prior22

innovation, they're still covered, so that downside risk23

is mitigated by an incentive of prior patent holders to24

do their own improvements.  25
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What if we get the patentability standard too1

low?  The problem with that, and this is the one that's2

usually raised in regard to business method patents or3

indeed, Professor Barton's paper cups, is it might result4

in unnecessary patents.  5

The solution to that is it doesn't matter as long6

as the patents are narrow, so that despite the7

proliferation of patents in the market nevertheless the8

market admits competition.  9

It's the breadth that admits competition not the10

standards for patentability.  So my conclusion is it11

might be more important to get the leading breadth right12

than to get the standards of patentability right.  13

And in this regard as sort of a preview of things14

that will come later in these hearings I invite you to15

compare for a moment or think for a moment about the16

comparison of copyright and patent.  17

The standard for protection in copyright is18

extremely low, at least for traditional subject matters19

like pictures and books.  We have never worried about20

that.  21

Why is it we have never worried about the fact22

that the standard for protection in copyright is so low? 23

I believe the reason we have never worried about that is24

precisely because the protection is so narrow. 25
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Everything is copyrighted, but everything is1

noninfringing, so despite the fact that everything is2

protected there's a lot of competition in the market. 3

Thank you.4

MR. COHEN: Thank you very much, Suzanne.  I think5

what we would like to do now is to turn to some of the6

elements of the patent standards and go through them one7

by one.  8

And where I thought we could start would be with9

what Suzanne has termed the patentable step, the10

nonobviousness standard.  We'll get to the leading11

breadth discussion a little bit later as we go through12

this.13

  With regard to nonobviousness we have heard14

through the hearings and even this morning some talk15

about one possibility might be if you're trying to design16

things optimally you might want something that will17

approximate a "but for" rule.  Give a patent if and only18

if it would be needed to call forth an invention.  Often,19

this may be a higher standard than what we're used to20

dealing with.  21

Others have suggested that a lower standard might22

suffice.  Perhaps a "substantial novelty" standard would23

work if our goal is primarily one of efficient24

development of a prospect.  25
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I think I'd like to throw out the various1

possibilities and get your reactions.  Let's start with a2

"but for" approach.  Would a "but for" rule, when3

designed to issue patents if and only if they're needed,4

provide a measuring stick that would accurately reflect5

economic goals?  Scott.6

PROF. KIEFF: I think that's actually an amazingly7

difficult question.  And this gets back to kind of the8

disagreement Salem and I had about how to read Graham and9

103.  10

And the disagreement kind of goes with a history. 11

Buried, actually, in a jury instruction of all places in12

a very, very old case is the notion that we want to look13

at what the ordinary mechanic in the field would think to14

do.  And then during the bulk of the 1900s all the way15

up, in fact, even past the 1952 Patent Act, and I agree16

with you, past Graham, a lot of people had the notion17

that we ought to look for things like flash of genius or18

synergism.  19

But I do think it's interesting, and you're20

right, absolutely you're right, the Supreme Court in21

Graham expressly discusses the no-change language.  22

But the sentence continues with a cite to23

Hotchkiss.  And the story has been told by the author of24

that opinion, Justice Clark and his law clerk at the25
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time, Charlie Reed, and it's catalogued very richly in a1

couple of places.  2

So there's a book called, Nonobviousness, the3

Ultimate Condition of Patentability by Witherspoon and a4

book called, Principles of Patent Law, by a group of5

people including me, that talks about this story, and6

then actually a law review article by George Sirilla.  7

So there's a lot of sources for the history.  And8

the view seems to be that the no-change language was9

consensus gained, but the cite to Hotchkiss was key.  And10

the cite to Hotchkiss was key because the rule was, no,11

we want to go with an objective standard.  And the12

standards flash of genius, synergism, things like that,13

were viewed as too subjective. 14

So the no-change is harkening back to Hotchkiss15

not harkening back to A&P or Cuno or the other subjective16

standard cases which are absolutely right.  The no-change17

language is in there.  It turns out to have this18

interesting kind of story associated with it.  19

But the sentence doesn't end with no-change.  It20

goes on; it cites to Hotchkiss.  Hotchkiss becomes the21

key.  And that's where the ordinary mechanic -- today we22

call this PHOSITA, person having ordinary skill in the23

art, P H O S I T A.  24

So we asked Madam PHOSITA or Mr. PHOSITA what25
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would be obvious to you?  And maybe we could try to do1

some kind of "but for" analysis.  Maybe an answer to that2

question is to say the following -- and I think this gets3

at some of the underlying points you were raising -- what4

standards do we want for patentability?  5

One of them that we don't want probably, we don't6

want patents to issue on stuff that other folks are7

otherwise doing because we like protecting investment-8

backed expectations.  So we could have a standard that9

says, listen, if someone's already doing it, don't patent10

it.11

Now, we can tell the story that the novelty12

requirement exists to do just that, and we could argue13

about whether we should tweak the novelty requirement to14

capture things that, as a matter of fact, folks have15

already been doing but somehow we weren't catching them16

under 102.  17

And I think if you look at the history of the18

case law on 102 you'll find that we have done that.  So,19

for example, under 102(a) there was this view that there20

was a publicity requirement.  21

A lot of people looked at that and they said,22

well, that doesn't quite make sense because people could23

be investing in a meaningful way without making it24

public.  We might want to capture that as an investment-25
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backed expectation.  We might want to protect it and, lo1

and behold, the court has evolved, in fact, the Federal2

Circuit has evolved, a view of 102(g) to say as long as3

people have not abandoned, suppressed or concealed it, it4

counts as prior art.5

So we're doing a lot of work, in fact, in making6

sure that we prevent patents from issuing on stuff that7

folks are otherwise not doing.  If they are otherwise8

doing it, we don't let a patent on it.9

And if they're otherwise doing it and keeping it10

secret, well, then we do let a patent on it because we11

have some feelings about trade secrecy and especially12

some feelings about whether people could go for trade13

secrecy plus patents.  We don't like it when they do that14

because they get two bites of the apple.  So that's what15

anticipation could do for us.  16

So we could view nonobviousness as the effort to17

make sure patents don't issue on what folks are just18

about to do.  So we could have this view that says, if19

folks are doing it, we don't want to patent it.  If folks20

are just about to do it, if they have invested in21

investing, if they are starting to ramp up, that could be22

some investment-backed expectation we want to protect,23

and we could try to conceptualize the nonobviousness24

requirement as a proxy.  25
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Like all proxies it will be sloppy, but then the1

question is going to be what objective criteria -- and we2

would want to decrease social cost on this, so we would3

want to have a legal standard that could be testable with4

objective, factual criteria.5

And I agree with, I guess, Mr. Kunin, who had6

made the point that we need to be careful about what we7

call legal and what we call factual because of deference8

issues.9

But presumably and, in fact, the Federal Circuit10

Lee case which you cited, this is the most recent.  I11

think it's February or January of this year, recent Lee12

case is a fact-type case and it's a case that says,13

listen, when we're doing our obviousness analysis we need14

to hinge it on the facts.  15

And the factual analysis needs to go like this:16

we look in the prior art.  We generate a checklist.  The17

checklist is everything in the claim.  Everything in the18

claim plus enough teaching to enable someone to actually19

make the claim.  20

If we can find all of that in any single21

reference, objectively, we actually find it there as a22

matter of fact, that's anticipation and we're done.  23

If we can find it all there, but instead of24

finding it in a single reference we find that checklist25
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spread among two columns, two or more, two, three, four1

references, and, as a matter of fact, as in the Lee case,2

we've got some objective teaching, suggestion, or3

motivation to combine those references, then we've got4

obviousness, then we've got no patent.5

But that is a view of obviousness that is6

relatively crisp and objective and relatively easy to7

apply.   8

Now, I completely agree that it doesn't have the9

kind of valuative stuff that you suggested.  And I think10

it would be great if we could figure out a way to have11

someone do that evaluation.  And I think this gets at12

Arti's comment about whether maybe what we ought to do is13

have an expert economist in the Patent Office decide is14

it, quote, worth it, to issue this patent.15

But those are going to be very -- and I guess16

they use your analysis, I think, because they struck me17

as a very good analysis, but then the question is can18

someone sitting in Arti's type of office applying19

Suzanne's type of analysis, bolstered by Salem's type of20

kind of valuative approach, do it cheaply?  21

Or do we want to have a crisp -- you add up the22

facts; they're there or they're not.  It's obvious or23

it's not.  You've got the teaching of every element. 24

You've got a suggestion motivation to combine.  It's25
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obvious.  1

If you don't have all that stuff in the text of2

the documents you're looking at, the journal article in3

Cell or the journal article in the one-click patent case,4

it's going to be going to some business school class and5

looking at the notes.  We have a lot of case law about6

what facts you get to look at for prior art.  But that's7

where you look.  And then we need to make this8

comparison.  But that's I think the comparison we'd be9

making.10

MR. COHEN: Let's make a comparison with some11

other people's comments.  Mark.12

PROF. JANIS: A small point here.  We're talking13

about -- beginning to talk about these patentability14

doctrine seriatim but we need to remember that they do15

interact.  So it's convenient, of course, we have to talk16

about them seriatim but I think they interact in very17

important ways.  18

So, for example, I might be very happy with an19

easy eligibility standard if I know that it's backed up20

by a rigorous standard on enablement, scope, breadth or a21

rigorous obviousness standard.22

Likewise, I might have Jay Kesan's problem if I'm23

in the software problem and I have an easy eligibility24

standard and perhaps an easy enablement standard.  Those25
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two together may create a problem where one or the other1

individually might not, but those two together surely do.2

And another related point you hear people talking3

in the biotech area about an easy dual standard for4

obviousness in counterpoise with a heightened written5

description standard as a way to justify those two.  So6

just a small point about remembering that these doctrines7

interact with one another.8

MR. COHEN: Arti.9

PROF. RAI: Just to follow up, I think that10

Suzanne is exactly right, that it probably doesn't matter11

as much what the standard for nonobviousness is as long12

as we get the scope right, but the difficulty is that if13

you have a very low standard for nonobviousness the way14

the patent law is at least currently set up that means15

you're tied to a narrow scope, which may or may not be16

good depending upon your analysis.17

And so if you want to decouple nonobviousness and18

scope you have to do so by using explicitly economic19

analysis that is different from the doctrinal analysis20

that the court would apply.  21

So, I mean, I think that raises the larger22

question of, it seems to me, that the patents' doctrines23

are meant to get, at the end of the day, the only24

questions they're intended to get at are questions of25
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innovation policy.  1

So then, and Scott mentioned that it may be too2

difficult to have an economist sort of analyzing each3

patent to determine what the optimal scope and so forth4

would be, but I do think we could -- and this is back to5

the point I made in the earlier session -- I do think6

that one of the things that a PTO with substantive rule-7

making authority could do is come up with guidelines that8

might apply across a variety of cases that explicitly9

incorporate economic policy considerations and therefore10

allow us, if we want, to decouple nonobviousness from11

scope, if that is the economically sound thing to do.  12

And that doesn't have to be done on a case by13

case basis.  I think it can be done on perhaps an14

industry by industry basis, which leads to the question15

of -- I don't think the patent laws should be technology16

specific in the sense that it should always be grounded17

in the facts to some extent, but it may be that there are18

different economic considerations at play in different19

industries that would affect how you would want to think20

about scope.  21

MR. COHEN: Steve.22

MR. KUNIN: I'd like to take a little bit of a23

different approach.  I think it's important for us to24

look at a couple of different elements.  The first25
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element is the role of the Patent and Trademark Office as1

the gatekeeper, and basically the way the law is2

currently set up the burden of proof is on the examiner. 3

So you're entitled to a patent unless....  4

And essentially the examiner has to establish a5

prima facie case of unpatentability on any of the6

patentability criteria.  And of course applicants have an7

opportunity to submit rebuttal arguments, evidence,8

affidavits, but of course at the end of the day still the9

Office has the burden of proof.  10

It's interesting then if you then take this to11

the next level, which is now once the Office has done its12

gatekeeper role the patent has a statutory presumption of13

validity.  The Office or the government has been presumed14

to have performed its function correctly, and15

consequently the current standard is that any accused16

infringer in trying to show invalidity has to do so by a17

clear and convincing evidence standard, not a18

preponderance of evidence standard which is the standard19

within the Patent and Trademark Office, even for re-20

examination or reissue, but this clear and convincing21

evidence standard.  22

And, of course, I think this makes it difficult23

from the standpoint of making that determination of24

whether the standard in the final analysis is really25
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different in terms of the proceedings within the Office1

versus proceedings in litigation.  2

And, of course, I think sort of the middle ground3

here is the aspect of the fact that some ways that people4

have historically approached it, and I'll go back to some5

of the things that were discussed in early President6

commission lists of recommendations, led to, for example,7

in the 1980-81 time frame, re-examination.  8

And re-examination was intended to be on patents9

and printed publications, substantial new question of10

patentability, fairly low standard, and that this was11

supposed to be a patent correction mechanism.  12

And, of course, under the American Inventor's13

Protection Act, an inter partes re-examination law was14

passed.  Of course, I think there were enough show15

stoppers in there that, to date -- while that went into16

effect roughly November 29 of 1999 for patents that were17

filed thereafter and then ultimately grant those patents,18

and it takes a while -- we've only had three.  So that19

shows you that maybe that wasn't the perfect solution and20

maybe that needs to be fixed somehow.21

MR. COHEN: We'll try to focus on that this22

afternoon.23

MR. KUNIN: But in essence I think the point I24

want to make in conclusion is that when you look at these25
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standards, I think you need to look at them all along the1

process, not merely in front of the patent examiner but2

obviously in front of a district court judge or the3

Federal Circuit judge and whether those standards4

actually are different kinds of standards.  5

And of course one critical aspect, at some point6

we really need to talk about, is claim interpretation7

because to a large degree how claims are interpreted for8

examination, how claims are interpreted for enforcement,9

you find also, I think, that there's potentially a10

different approach that's taken.  11

And, of course, you can't make judgments on12

anticipation and nonobviousness without knowing what the13

claim covers.  And I think to a large degree once again14

under Markman that's a question of law for the judge to15

determine what the claim really means, yet a lot of these16

determinations, as Scott was mentioning, begin with fact17

finding.  18

You have got to do fact finding for anticipation. 19

You've got to do fact finding even for nonobviousness in20

terms of what is in the prior art before you ever get to21

the motivation issue.  And of course you have this aspect22

of this whole realm of fact finding relative to the23

evidence.  And on the other hand what the claim really24

covers and ultimate conclusions on nonobviousness are25
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matters of law.1

MR. COHEN: On this side of the table.  Jay.2

PROF. KESAN: Yeah.  Just a couple of points to3

follow up on some of the comments that were mentioned.  I4

think the obviousness or nonobviousness standard, if you5

will, is really at the heart of the patent system.  6

And it's our way of defining what it means to7

have an invention.  And you essentially create sort of a8

zone of patent-free world around the prior art, and9

obvious variations of the prior art are deemed not to be10

worthy of the extravagance of a patent.  11

But the key link there though is now that we12

understand the standard as articulated in Graham and in 13

Section 103, the key thing is to what appears to be a14

value judgment to every one of us in one technology15

versus another, reemphasizes the importance of going back16

to this person who is skilled in that field and in that17

art.  And it's only with respect to that person that the18

standard makes any sense at all.19

So while we're talking about sort of this view20

from 10,000 feet the real action in the obviousness21

standard is in knowing what the prior art is.  That's the22

first thing, knowing what the prior art is.  And23

secondly, what is a person in that field, what do they24

think of that prior art.  25
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And I think that's where the concerns on1

obviousness come in, and the standard itself is pretty2

good, but whether all the relevant prior art is available3

to the PTO, that's the first question.  4

The second question is did they really have an5

accurate understanding of what a person who is skilled in6

the subfield, not necessarily just in the broad field, is7

important.  8

The second thing that I wanted to mention, and9

this goes back to Professor Scotchmer's talk, and that is10

to me the breadth problem emphasizes the importance of11

the disclosure requirements.  So, in other words, you can12

claim whatever you want and your claims can be --13

MR. COHEN: Let's be brief here.  We're going to14

get to disclosure separately.  So with that caution, go15

ahead.16

PROF. KESAN: To the extent that your claims are17

overbroad, if you police the written description,18

enablement and best mode requirements well you can knock19

off the overbroad claims.  20

Where a patentee is trying to anticipate what is21

coming down the road and tries to act as though all those22

developments were contemplated by him all along, which is23

where he's trying to overreach, that's where policing the24

disclosure requirements as part of the patentability25
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standard becomes important.  1

One other thing I wanted to mention with respect2

to this 2 delta problem is I'd like to hear your response3

on how that jibes with the product life cycle hypothesis4

in the sense that every patentee is aware that they're5

not going to get much profits early, then later on6

they're probably going to get 1.5 delta, the7

distribution, and then they're going to end up with about8

half a delta as obsolescence and preemptive innovation9

kicks in.  10

So in other words, between two people the11

distribution is really important.  And I know that at12

some point I may get a big chunk but then as I go down13

the road I'm going to get a smaller piece because this14

other guy comes along and puts a spout to my bucket with15

a handle or puts a lid to my bucket.16

MR. COHEN: Salem.17

MR. KATSH: I think it's important to recognize18

that we're probably focusing on the gray area of patents,19

those that are neither clearly meriting a patent and20

those that are clearly not meriting.  21

And from a lot of work with juries and jury22

consultants it's become -- I've been taught and I find it23

reflected in the experience -- that when you come to24

close questions people don't or can't follow what some25
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people would say are objective criteria, the jury1

instructions.2

And it may be that one kind of study that ought3

to be done in this field is a social studies type study4

of the process by which decisions are made by examiners.5

Now, some examiner felt that one click was6

patentable.  A district court judge, another reasonable7

person I assume, felt it was worthy of an injunction. 8

The Federal Circuit -- reasonable people -- they9

disagreed.  10

Now, when you have that kind of result, you can't11

say there's an objective standard.  Something else is12

going on, and it's like asking what is insubstantial on13

the question of Doctrine of Equivalents.  14

If you read the hearing of the Warner Jenkinson15

case in the Supreme Court, it's very interesting.  You16

had one justice after another saying well, what do you17

mean by insubstantial?  And the law is full of these18

issues.  19

Well, what is the reasonable person in tort20

cases?  What is foreseeable?  I don't mean by value an21

economic value.  I mean the value that the individual22

says to himself, is this worthy of a patent?  Because23

that's what the social scientists, psychologists are24

telling us is the way a person reaches a decision.  25
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And so if we don't recognize that and attempt to1

provide more guidance, then I think we're not going to be2

able to arrive at a more predictable system.  MS.3

GREENE: You mentioned that many standards that pervade4

all areas of law have this tough balancing  test where5

you really have decision calls to make, is what you're6

talking about.  7

To what extent, if at all, is the technical8

nature of patent law something that is going to enhance9

or undermine the ability to engage in the type of refined10

criteria that you think are needed?11

MR. KATSH: I don't think that unless you put it12

into a computer program, put the art into the computer13

program and program the computer with some set of14

instructions and you want to live with that, fine.  15

But as long as you're going to have people doing16

it, I just don't think it can be as simplistic a notion17

of you've got motivation, you've got the elements, you've18

got novelty, the patent issues.  19

Because an examiner and a judge and a jury and20

society are going to reach their own conclusions.  And at21

some point the ultimate question is is this worthy of a22

patent?  That's going to be -- and I don't know.  23

I've never been an examiner but I've certainly24

argued jury instructions which are supposed to be25
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quantitative and objective, and you end up with decisions1

that are influenced by the individual.  2

How many examiners, if you took a gray area3

patent and did a test and gave them the same facts, and4

it's in the gray area, would come up -- and these people5

are in the art -- would come up with the same result? 6

That would be an interesting exercise. 7

MR. COHEN: Let's try Roger and then Steve on this8

and then move on.9

MR. PARKHURST: I was just going to say I think10

it's interesting.  Salem has just suggested maybe a study11

of the sort of philosophical or social question of does a12

certain subject matter rise to the level of -- should13

society grant a patent for this.  14

I was going to ask Arti just exactly what sort of15

economic criteria she had in mind might fit into the16

evaluation of patentability.  But it seems to me that the17

scheme that we have now by statute says let's try to make18

this decision based on the standard that is set forth in19

Section 103, now Section 103(a) and let the market sort20

out those other things after the fact.  21

Harkening back to Suzanne's talk, I think that22

the market does some of these things when we have a broad23

patent and improvement patent.  You do have the blocking24

patents.  The market says we're not going to accept the25
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subject matter of the broader, basic patent without the1

improvement.  So somehow the owners of those patents have2

to work it out to market any product.  3

Another solution of that problem which I think4

fits into one of the categories you had on your board was5

I've seen the market solve the problem for a patent owner6

by saying, look, I'm going to have a second source of7

supplier.  I'm not buying anything from you.  8

And so I know I was involved in a rather major9

event for one of my clients where we were confronted with10

an entire portfolio of patents, and the solution11

ultimately was that the customers of the patent owner12

were demanding that they were going to have a second13

source of supply.  14

So the two parties who were the eligible15

suppliers really had to work it out to achieve that, or16

they were both going to lose.  17

It seems to me in today's world, in today's18

statute, a decision was made by Congress long ago that we19

weren't going to go into this kind of detail to make the20

evaluation, but we were going to try to get something21

that we could deal with objectively, recognizing that the22

last step is subjective, and then let the market and the23

real world sort it out from there.24

MR. COHEN: Steve.25
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MR. KUNIN: I'll try to be brief here, but I felt1

that maybe we ought to just briefly mention, if not go2

into any depth, the fact that as Roger was talking about3

what the literal words of the statutes say and others4

have talked about the Graham v. John Deere analysis but5

of course, in the Graham v. John Deere analysis in6

addition to the principal case there is a consideration7

of, as the court said, the secondary considerations,8

which now have been known as the objective indicia of9

nonobviousness, things such as failures of others, long-10

felt need that has gone unsolved, unexpected results,11

commercial success, and so forth and so on.  12

And of course, maybe what happens is the detail,13

if you will, becomes more complex as you get beyond just,14

I would call, a superficial look at the prior art and15

throw the facts in the computer and see whether the16

computer says, well, everything is there and there's some17

indication of motivation, it would have been obvious18

because that's only the prima facie case.  19

Then when you start piling on these other20

secondary considerations in making the ultimate21

determination I think that you find that it becomes22

something which is not very easy to deal with and does23

involve a lot of professional expertise and judgment.24

MR. COHEN: Let me build on that.  I'd like to25
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shift for a few minutes -- we only have a few minutes1

before our lunch break -- into some of the legal issues2

surrounding nonobviousness.  3

And we can start with the objective indicators4

because that's where you have left us.  I'm wondering if5

the panelists have any thoughts as to whether there are6

particular settings where reliance on some of these7

factors perhaps ought to be tempered or where our8

knowledge of how competition works might suggest that9

there's not an adequate nexus between the various factors10

and the nonobviousness of the invention.  11

For example, with the commercial success factor,12

if we're dealing with settings where there are potential13

lock-ins to existing technologies and subsequent patents14

come along and are commercially successful, should we15

look at this in the same way as we would look at it if16

the patentee had no lock-in already?  Does this work its17

way into the law?  Any thoughts on this?18

MR. PARKHURST: Well, I think it's already in the19

law.  I think the requirement for nexus is already there. 20

I mean, you've got to have a nexus with what's claimed,21

and then we look at why was there success.  And if22

there's not a nexus between success and what was claimed,23

then the law says, in theory, you're not entitled to the24

extra credit, if you will, for so-called commercial25
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success.1

MR. COHEN: I'm trying to go a little bit beyond2

the theory into the actual practice.  Is it working?3

MR. PARKHURST: Well, I think it's on a case-by-4

case basis.  And it always will be because it's going to5

be a matter of how well parties and their counsel and6

experts develop the evidence and how, finally, the7

evidence can demonstrate whether or not the nexus exists8

or does not exist.9

MR. COHEN: Let's try our other litigator.  Salem.10

MR. KATSH: I was going to say that from a11

litigator's point of view, the secondary considerations12

are extremely attractive.  There's no better jury13

argument than would have, could have, should have. 14

On the other hand, there is a danger, it seems to15

me, that those standards, and I think this point has been16

made in other sessions of these hearings, those standards17

are attractive, whether to an examiner or certainly to18

judges and juries, because they want to answer the19

question should a patent be issued here, they want to20

answer it well.  Those are very attractive nuisances, if21

you will, that will lead them to rely on those elements22

perhaps more than would be warranted.  23

So I think it's a double -- I mean, there's24

certainly obvious common sense in saying that people have25
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been trying for 200 years to invent something and1

somebody comes along and all the pieces are out there but2

nobody's done it, you're never going to convince a jury3

that that was obvious.  But, at the same time, there has4

to be a control over the extent to which those are taken5

into account.6

MR. COHEN: I see Kenneth has his sign out.7

MR. FRANKEL: It seems to me that Salem is8

approaching the right question as to whether somebody9

really is entitled to the patent and that is what is the10

gut feeling that you end up with at the end of a case.11

I don't think that there's the situation that12

Salem was talking about where you're clearly entitled,13

you're clearly not entitled to a patent.  I think that14

that's a very rare situation.  15

MR. KATSH: Those don't go to court. 16

MR. FRANKEL: They may not go to court, but17

skillful litigators are going to point to various18

different factors and make everything into the gray area.19

I think that when the juries are looking to make20

that ultimate gut decision they need to have at least21

some criteria to look to.  And I think that these22

objective criteria -- the nonobjective criteria -- at23

least give some guideposts, so that the juries can at24

least link themselves to these areas and then make up25
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this decision.  1

If you don't have these criteria, and you're just2

leaving it to the gut, I think that we would have great3

uncertainty.  You'd have no idea where you're going to be4

making your investments for the future.  5

And maybe I read something into your question,6

but I don't think that these criteria should be different7

for different industries.  I think that they can be8

tempered for general guideposts and that for any specific9

case, as Roger was saying, you can make your arguments10

that some factors are more important than others.  So I11

think it's absolutely critical to have these general12

factors in there.13

MR. COHEN: Just a couple other questions of a14

legal nature, stepping away from the objective indicators15

back into the more basic test.  We heard a little bit16

this morning about a combination of references and need17

for motivation.  18

I'm wondering if anyone has reactions to the19

extent to which practice has kept up with practical20

developments.  The ability to run computer searches that21

may cross-reference different fields and make it easier22

to draw on analogous -- non-analogous sources.  How is23

this factored into the combination-of-references24

thinking?  Anyone have a reaction on that?  I see Jay's25
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sign up.  I don't know if it's for this or for a prior.1

PROF. KESAN: My only reaction to that is that2

this is a common problem most commonly in the area of3

information technology and computer software.  4

And the reason for that is primarily because the5

nonpatented prior art, which is very significant in that6

field because software was not thought to be protected by7

patents for a long time, has made it hard, and most8

programmers know that a lot of the relevant prior art is9

found actually in handbooks.  10

Every company puts out its handbooks on various11

kinds of software that they used to use.  And that's the12

sort of information that I think is problematic.  And13

it's widely considered to be a problem for the Patent14

Office because they simply don't -- the searching costs15

are first of all too high, and the amount of time that16

you have assigned -- 8 to 18 hours for a patent17

application throughout the whole process according to18

empirical study -- just doesn't allow for that kind of19

prior art searching.  20

MR. COHEN: We've reached our 12:30 breaking21

point.  I think we will take our lunch break now.  We22

unsurprisingly haven't gone through all the elements,23

substantive elements this morning.  I think we'll pick up24

with that when we start the afternoon and then move on25
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into the procedures.  1

So I felt though that the morning might run a2

little long and it did.  And we'll pick up where we're3

leaving off at 2 o'clock this afternoon.  We'll try to4

start promptly so we can keep moving forward.  Thank you.5

(Whereupon, a lunch recess was6

taken.)7
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AFTERNOON SESSION1

(2:04 p.m.)2

MR. COHEN: I think we can get started.  We're3

going to resume where we left off this morning.  We have4

the same set of panelists joining us but we have a couple5

of new people joining us from the side of the government.6

 Immediately to my left is Susan DeSanti who is7

Deputy General Counsel here for Policy Studies at the8

FTC, and our representative from the Department of9

Justice this afternoon will be Douglas Rathbun.  And10

we'll welcome both of them to our group.11

Where we ended up this morning was we discussed12

the nonobviousness requirement, the patentability step13

that was identified this morning.  I think maybe the next14

place to go would be to follow in the order that15

Professor Scotchmer's presentation suggests and take a16

little bit of a look at the standards that deal with17

leading breadth, the degree to which an improvement18

infringes or escapes from coverage of infringement.  19

And what I'd like to do is we have had the topic20

introduced by Suzanne.  I'd like to throw out to the21

panel the question as to whether you regard current22

practice as giving optimal results for leading breadth? 23

Is it where it should be?  Are we drawing the line at24

what infringes properly?  Any thoughts? 25
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MR. PARKHURST: I'll start.  I think literal1

infringement is pretty straightforward.  I think as Steve2

Kunin mentioned this morning claim construction is a3

large area of question.  Particularly, we have seen some4

Federal Circuit cases that have gotten into the business5

of permitting reading limitations from specifications6

into claims de facto.  I think that's a poor practice and7

it's a poor precedent for the district courts.  8

I think if you look at the various aspects of the9

existing patent law when properly applied they result in10

claims being the focus, as the court said many times in11

the Johnson and Johnston decision that Salem mentioned12

earlier this morning.  13

And when the claims are the focus and the other14

aspects of the law are properly applied, you have a15

situation where the claim is either of proper breadth or16

invalid breadth.  And that issue should be minimized, but17

with some of the things that are going on today I think18

it is an issue.  So I just sort of offer those comments19

to kick it off.20

MR. COHEN: Salem.21

MR. KATSH: I would offer also the observation22

from what I've been told that something approaching 5023

percent of Markman decisions have been reversed or24

modified by the Federal Circuit.  25
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And again from the perspective I bring to the1

practice of my clients wanting as much certainty as2

possible, the fact that even the literal scope of the3

claim is subject to so much question, and it's coming4

back again I guess to the quality that's experienced5

within the prosecution process and the question of6

resources.7

As far as the separation of the claim8

construction function, there's another case that was just9

decided, Tate -- I remember the first name is Tate10

something.  And in that case the court did not and had11

before it a preliminary injunction entered by a district12

court on a finding of literal infringement.  And13

apparently it was conceded that the defendant was14

practicing the prior art.  15

But the Federal Circuit did not feel it had 16

before it or that it was the right context for it to17

reconstrue the claim since that issue apparently was not,18

strictly speaking, before it.  19

And that was kind of a shocking opinion to me20

because if you take the Johnson and Johnston case they're21

saying you can't take matter out of the public domain,22

and here they're refusing to address a conceded fact that23

the accused device was in the prior art on the ground24

that  this is the way we do things.  25
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This is the way we approach claim construction. 1

You either invalidate the claim, or it's valid and then2

you infringe -- I guess even if your device is in the3

prior art.  4

Now, they did say that that would be a rare5

situation, where you have a valid claim that could cover6

a device practicing the prior art.  But it just struck me7

as the kind of situation that called for a court to do8

justice.  And, again, it's the kind of decision that9

brings more uncertainty into the field.10

MR. COHEN: Arti.11

PROF. RAI: I think the figure is more like the 3012

and 40 percent depending on which of the various studies13

you believe.  So maybe that's why 50 percent -- it also14

depends on what time period you studied.  But in any15

event that's neither here nor there.  16

It seems to me that one of the problems with17

breadth that one sees in the two areas which I followed,18

complaints about breadth in biopharmaceuticals, the19

complaint is written description is being used to make20

scope too narrow.  And then in software, which I know21

less about, but I know the conventional wisdom seems to22

be that the scope of claims is too broad.  23

In some ways the response to both of those24

problems is pretty simple, and that is that the Federal25
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Circuit should understand the technology better than it1

does because the reason that it's keeping claims so2

narrow in the biopharm area is because it seems to think3

that everything in biopharm, particularly in biotech, is4

incredibly unpredictable, and therefore claims must be5

narrow.  6

By contrast, I think, as Jay suggested earlier,7

in software it seems to think you can have incredibly8

broad claims without any disclosure whatsoever.  So it's9

a sort of a misunderstanding of the technology to some10

extent.11

Having said that, at least in the biotech area if12

we're going to have upstream patents as the Federal13

Circuit is letting us do or is inclined to let us have,14

particularly if it keeps the utility standard as low as15

it has in some of its cases, it seems to me that narrow16

scope is probably a good idea if we're going to have17

those patents at all.  18

The problem arises if that narrow scope, those 19

principles of narrow scope, are used all the way down the20

line even to more downstream patents, because that21

strikes me as a real problem.  22

And in any event, the Federal Circuit is23

certainly not doing it because I think it's kind of come24

up with some sort of sophisticated economic analysis of25
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upstream patenting versus downstream patenting.  I think1

it just misunderstands the technology in the biopharm2

area.  And my understanding is, my sense is that it's3

misunderstanding the technology in software as well.4

MR. COHEN: One thing we sometimes hear in this5

area is that when you move over into the realm of the6

Doctrine of Equivalents, a greater range is allowed for7

pioneer patents.  Have you found this to be the case and8

if so is it justified?  Does that make sense?  Is that9

what we would want?  Mark.10

PROF. JANIS: Yeah.  I had some comments before11

the question.12

MR. COHEN: I'm sorry.13

PROF. JANIS: Let me just comment on a variety of14

things and maybe I'll end up at the pioneer comment.  The15

Tate Access case, like Salem, I thought that was a16

jarring case to read.  I think though it may boil down to17

something pretty simple about the burden of proof.  18

I need to read it again to remember correctly,19

but I think the Federal Circuit was simply saying you20

can't escape -- you the defendant in an infringement case21

can't escape your burden of proving invalidity by22

converting that into a noninfringement defense of23

practicing the prior art.  24

And if that's the extent of it, then that's a25
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pretty innocuous opinion.  But the way it's written is1

jarring.  I really agree with that.  2

I was just going to throw out a variety of issues3

that I think are important issues that come under the4

heading of breadth.  Some of them we have touched on, and5

I don't intend to develop these unless you want to, but6

I'll just throw them out and see what you think.  7

One would be the tendency at the Federal Circuit8

to attempt to create apparent per se rules relating to9

equivalents.  And of course I'm talking there about the10

Festo case and the Johnson and Johnston case.  11

And I have questions there about whether you12

really get more certainty or whether you just get a shift13

in the area of uncertainty.  I really want to imply14

strongly that it's the latter.  So that's one thing I15

see.  16

Another thing is functional claims.  I think the17

sixth paragraph of Section 112, as it's currently18

written, and certainly with all the gloss that the19

Federal Circuit has added to it, is, I'm tempted to say,20

a disaster but highly problematic, perhaps, I should say. 21

And that's just another area where the costs are22

much higher than they need to be, particularly when you23

get down to the level of 112, sixth paragraph,24

equivalencies.  So that would be just another thing.25
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Another area is the use of extrinsic evidence for1

claim interpretation.  I think that that may follow along2

with the comment about attempting to create per se rules3

or a more rigid regime for an area that just seems to4

resist.  5

And then finally, and this goes back to what Arti6

was saying, we shouldn't forget that an important aspect7

of this whole issue of breadth derives from acquisition8

doctrines that control breadth.  It's not just all about9

infringement doctrines and equivalents and whatnot.  It's10

also all about enablement and other 112 doctrines.  And I11

think those tend to get too little attention in these12

debates.  13

I think the enablement doctrine could be made to14

do much, much greater work than it has done so far,15

really fine tuning claim breadth.  So we shouldn't forget16

about that doctrine when we're having this discussion17

broadly speaking about breadth, broadly speaking.18

MR. COHEN: Jay.19

PROF. KESAN: I just wanted to follow up and when20

I have this -- Mark made a couple of points I was going21

to make.  That's fine.  At least in the case of claim22

interpretation and 112, paragraph six, it's really23

important to understand once again how that dovetails24

with the disclosure requirements.  25
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So, in other words, if, for example, in a1

software patent one of the elements of the claim recites2

something like sorting these vectors or something like3

that, the term "sorting" has meaning when there is a4

proper enabling disclosure of that step in the5

specification.  6

And if the Patent Office does not police that7

carefully, then when a second patent comes along you8

basically are not able to say, well, that word sorting9

referred to this kind of step.  I'm talking about10

something different now.  And I'm talking about a11

different kind of sort.  12

So when you properly interpret the previous13

patent, you will find that it's actually narrower than if14

you simply read the words of the claims.  After all, the15

Federal Circuit in Markman told us that you have to16

interpret the language of the claims, the literal17

language of the claim itself but also the specification. 18

And that's where the disclosure requirement is so19

important.  20

The same thing is true in 112, paragraph six,21

when you have a step plus function or means plus22

function.  If you don't properly police the disclosure23

requirements, particularly in software patents, and you24

don't mandate, for example, as I have suggested in some25
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of my work, you don't mandate the use of representational1

languages, which is the way computer programmers talk to2

each other, there is no problem here in the sense that3

the patentee is someone who is skilled in computer4

science.  The examiner is another person skilled in5

computer science.  Let them talk the same language to6

each other.   7

And the English language is a very blunt8

instrument to police the disclosure requirement so9

mandating the use of things like representational10

languages, which we do in other areas, in other11

technologies, for example, nucleotide sequences and all12

these chemical formulae and all these other things that13

are automatically required in biotechnology.  But there's14

no such corresponding requirement in software.  15

MR. COHEN: Scott.16

PROF. KIEFF: Your question began talking about17

the Doctrine of Equivalents, and we tied in a couple of18

discussions on disclosure.  And I think that makes a lot19

of sense.  Let me try, if I could, to bang them off20

quickly, see if we can take them apart.  21

On the Doctrine of Equivalents we talked a little22

bit about this earlier, so I'll say it briefly and we can23

go back and look later in the text if we want, but at24

least a group of judges at the Federal Circuit in the25
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Hilton Davis case and dissent, including Judge Rich, who1

was not known to be unfamiliar with patents, had the view2

that maybe the doctrine is not so good, period, full3

stop.4

So rather than have a discussion about what5

limits or what ranges or what -- how about zero, or zero6

except in exceptional cases, and throw that out as an7

option to at least think about.  8

On the disclosure front, and Mark and Jay have9

tied, I think, similar issues here, make a lot of sense10

about the importance of the Section 112, paragraph one,11

and also, in fact, paragraph two, disclosure requirements12

and the need to give notice.  13

Because the important thing, the real muscle, the14

real reason we've got those, I take it, is that we want15

folks to know what's going to infringe and what won't.  16

This is not so much a kind of teaching to enrich17

the art, although that's often the rhetoric.  At least a18

real important mission, if not the mission, is notice.19

If we focus then on notice, there are some things20

we can take from the discussions.  One, it's actually not21

clear that Amgen, Fiers and Lilly and their22

interpretation of the disclosure requirements, those23

three different cases, are biotech-specific because, in24

fact, Lockwood, a computer case, applies exactly the same25
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reasoning.  1

And just in case we thought that was high tech2

specific, I'm pretty sure that couches are low tech and3

Gentry is a couch case.  And it applies exactly the same4

reasoning. 5

So, yeah, we all need to pay more attention to6

it, but the court hasn't been technology specific on that7

one.  It's trans-technology.  8

A really neat suggestion might be to go even9

further than what Jay suggested.  In the biotech area we10

require sequence listings.  You have got to actually send11

in the detailed info.  And these biotech patents as the12

Patent Office knows, you send in a computer disk, or you13

can e-mail it now.  But this is a big chunk of data.  14

Jay, you asked about beefing up disclosure in15

software cases.  Why not just dash an e-mail and send in16

your code.  And it could be either object code or source17

code.  18

And I suspect what you want, based on what you're19

talking about, and I think Mark would agree with this20

too, is you would want source code because you want it to21

be human readable. 22

And again, that's not a legal change.  Some of23

this stuff just comes down to why haven't lawyers made24

this argument in court?  And it may just be they haven't25
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had a chance yet, and they will because they're smart1

lawyers and they'll litigate this issue.2

So it may not be a problem that is fundamentally3

kind of the system's broken.  It may just be that case4

hasn't percolated up yet.5

MR. COHEN: Before we leave the -- I see Stephen6

has his up.7

MR. KUNIN: I think there were some interesting8

points that were reasonably raised by Jay and Scott. 9

And, of course, if you listen to what they both said and10

the legal basis for what they both said, I think you find11

that we're in a conundrum, because the truth of the12

matter is if you listen to what Jay said, the Fed Circuit13

for the most part has dealt with the 112(1) issue for14

software.  He read off a litany of cases.  There's15

Robotic Vision, Hayes Microcomputer, Fonar, the Northern16

Telecom case.  You can go on and on. 17

And basically, whether you're talking about the18

best mode requirement or the enablement requirement, the 19

requirement for source code is just not there.  And have20

smart litigators raised that?  Yes.  And they have also21

lost it in front of the Fed Circuit.  22

But I would then point out that we have talked a23

little bit about Enzo, and the interesting thing is what24

does Enzo mean with respect to written description?  25



115

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

If Enzo were the law -- let's assume there is no1

request for a hearing en banc and the court changing its2

mind -- you could have a situation where, much like Scott3

and Jay were mentioning, that if possession does not meet4

the written description requirement you must describe5

that which you possess, oh, I guess you better describe6

software, because you may be in possession through the7

functional narrative that you can put in a written8

description.  You can provide it in high-level flow9

diagrams and the like.  10

But the interesting thing is if indeed we've got11

one patent law for all technologies, the implications of12

Enzo could cross over technologies.  13

My final comment is I think you were doing really14

well, Jay, until you mentioned Gentry Gallery because,15

yes, Gentry Gallery is a couch case with recliners, but I16

think unfortunately with cases after Gentry Gallery,17

Zebco in particular and a few others, I think the court18

kind of is putting Gentry Gallery in its omitted element19

test, kind of in the corner and saying, "You just stay20

over there until we need you again." So I think, in21

essence, I do agree that Lockwood is a good case for22

crossover to other technologies.23

MR. COHEN: Before we leave the area of breadth I24

didn't hear many takers on the pioneer invention.  Let me25



116

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

try the reverse of that.  What we often see in scholarly1

articles is a lot of stress on the benefits that could2

flow from greater use of the Reverse Doctrine of3

Equivalents.  4

What we heard at our session in February, when we5

were given an objective reading as to where the state of6

the law was, was that this just doesn't -- it's a7

doctrine that just isn't used.  Would anybody like to8

jump in and opine on the doctrine?  Let's try Arti.9

PROF. RAI: I think as a doctrinal matter it just10

isn't used, but I think that it's partly for the reason11

that it would serve -- I mean, I think Rob Merges has12

been a big advocate of this idea, that it could deal with13

a difficult transaction cost in blocking patent14

situations.  15

I think it serves an explicitly economic function16

or could serve an explicitly economic function.  One of17

the reasons it isn't used is because I don't think the18

Federal Circuit sort of thinks in economic ways.  So19

there's no reason for it to be used at least as our20

current Federal Circuit is constituted.21

MR. COHEN: Salem.22

MR. KATSH: If there was any doubt how the Federal23

Circuit regards the Reverse Doctrine of Equivalents, it24

made itself more than clear in Tate Access, where I think25
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it said something to the effect that it has never based a1

case on it, and it never will.  2

The last part is paraphrased but they were saying3

that they're not going to attempt to do justice on the4

basis of arguing that there's a screwy result. 5

MR. COHEN: I'd like to move on to enablement.  I6

did note that Jay Thomas had to be away during most of7

the discussion of obviousness this morning.  Is there8

anything in particular that you want to get into on that,9

or should we just go forward?10

PROF. THOMAS: I'm reluctant to speak with the11

preliminary discussion that might have already occurred,12

but I think Mr. Kunin has already raised reality, which13

is the Federal Circuit is making it extremely difficult14

for the U.S. PTO to reject applications where there is15

not a fully anticipatory reference at their disposal.16

Effectively, they need a Section 102 reference to17

provide the motivation for combining the 103 references. 18

I think that's a very difficult position for the U.S. PTO19

to be in.  And as well the U.S. PTO needs to write a20

fulsome tome to be able to reject an application under21

cases that were previously mentioned.  22

So I think we have to think about the obvious23

behaviors that are going to come from this set of24

incentives, which is the PTO makes more money if they25
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allow applications to issue.  1

And anyone with a small child at home, I know2

it's many of us, knows that allowance is easier to do and3

is more satisfactory than rejection, if you've ever4

denied a piece of chocolate to a little one.  So I think5

these truths put the U.S. PTO in a very bad position.  6

MR. COHEN: Enablement.  We'll treat it very7

closely with description.  I think we've been into both8

subjects already to some extent, and I'd look for any9

comments you might have on whether you regard current10

practice in the enablement area as optimal.11

And what I want to stress here is that we heard12

during our sessions in Berkeley from Rob Merges.  And he13

tried to describe enablement as a doctrine that14

determines how many next-generation products a given15

patent covers.  16

And I think we heard from Mark just a little17

while ago you talked about how fine tuning of this18

doctrine could have a lot of importance.  19

Would anybody like to give their views on where20

it stands and where it, perhaps, should be going?  Any21

further thoughts on enablement?  Mark.22

PROF. JANIS: I guess I can elaborate.  I mean, we23

talked about how there seem to be problems in the24

software patent area with a really liberal enablement25
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standard.  I would agree with that.  I think the court1

could make that much more rigorous with good effect.  2

The other comment I have relates not so much3

directly to the enablement requirement, but to the4

description requirement.  And that is, I guess, maybe in5

distinction to what Scott Kieff said, I do take seriously6

the teaching function of the specification, and I think7

the enablement requirement is well focused on that.  8

The claims provide notice in my view, and I think9

that the recent history of the written description10

requirement is a little startling, I think, culminating11

in this very recent Enzo Biochem case.  12

I think the written description requirement has13

been very, very difficult for the Federal Circuit to14

characterize in any way that's very meaningful.  I15

thought that the possession standard was the governing16

standard until last week, when I was told in the Enzo17

Biochem case that that wasn't a comprehensive answer18

either.  19

And when I look at that area of jurisprudence, it20

just makes me suspicious, and so some of my work suggests21

that perhaps this effort to elucidate the written22

description requirement is not worthwhile, that it23

detracts attention away from the enablement requirement24

where more good work could be done.  25
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So I don't go quite so far as the one article to1

say that we ought to get rid of the written description2

requirement altogether, but I'm sort of teetering on the3

brink of that proposition.  But mostly to draw attention4

to the fact, again, as I said just a minute ago, that I5

think that the enablement requirement has a lot of6

potential and could be much better utilized than it has7

been so far.8

MR. COHEN: Jay.9

PROF. KESAN: I wanted to follow up on Steve's10

points.  The Federal Circuit jurisprudence in this area11

goes back to this old CCPA 1980 case, In re Sherwood,12

where you have this language where basically the court13

said the conversion of a complete thought into a language14

a machine can understand is necessarily a merely clerical15

function, which is sort of all of software is just that.16

And they just repeatedly, Fonar and other cases,17

they simply cite to that, and I think in 1980 software18

was considerably less complex than it is today.  And so I19

think we really have a problem there.  And I agree with20

you that the PTO is stuck because the Federal Circuit is21

not policing this requirement.  I agree with that.22

But what I wanted to mention relatedly was23

enablement really has two parts.  It's both how to make24

and how to use.  And in the software area you never see a25
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proper analysis of both these parts because a very1

important part of enabling software is not only just how2

the algorithm is written but how the algorithm is being3

tailored for use in this application.  4

And that's where in the pharmaceutical area and5

in the biotech area there's lots of cases that describe,6

that police, the issue of how this particular drug is7

administered and so on.  And yet you don't find any such8

analogies in the software area.  So it's actually a9

pretty serious problem and a pretty big oversight in my10

view.  11

MR. COHEN: Steve.12

MR. KUNIN: I want to make a brief comment on what13

Mark Janis was saying in terms of the state of the14

written description requirement.  I would submit to you,15

based upon my own personal experience in dealing with the16

substantive patent law treaty negotiations, that when the17

United States delegation discusses the substantive18

written description requirement in terms of Regents of19

California v. Eli Lilly or Fiers v. Revel, the rest of20

the world looks at us like we don't know what we're21

talking about, because they just cannot comprehend how22

you could have different requirements for written23

description and enablement.  24

So if we're ever going to move in harmonization25
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we're going to have to deal with this written description1

issue.  Either bring the rest of the world in our2

direction or just give up on this.  3

The other point that I would like to make is we4

have talked about enablement but of course we haven't5

talked enablement.6

I agree with Jay from the standpoint of, yes,7

there's a how-to-make-it and a how-to-use requirement.8

But remember, the law of enablement is based upon the9

evaluation, the In re Wands factors, and you have to go10

through that analytical analysis.  11

And what are you trying to prove?  To determine12

whether the invention for its full scope would be enabled13

for that particular purpose or use without undue14

experimentation.  And that I think is a decisive line15

drawer between the debate over things like unpredictable16

technologies versus predictable technologies.  17

And while I understand Jay's frustrations,18

especially as a Ph.D. in the software field, I believe19

that the current feeling with respect to software20

inventions is that they are in predictable arts and that21

when you do apply the In re Wands factors you get to a22

substantially different conclusion than you do with23

technologies that have long been categorized as24

unpredictable.  And then you say there are a lot of25
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factors under Wands, the extent of experimentation1

required and the like.  2

But I think that really at the heart of the3

matter here that we haven't really gotten to is the4

aspect of the relationship between the utility5

requirement and the enablement requirement in particular6

when you look at enablement for the invention as claimed.7

Now, where the claim itself has a particular8

utility, a particular use, it's most readily exemplified9

in, for example, method-of-use type of claims, as opposed10

to product claims.  11

It's clearly the case that those things fall out12

for in a straightforward manner where, as you know, all13

you need is to have either one asserted utility or one14

that is well established for your invention if, for15

example, the invention is a product invention.  16

So if you have a utility that can be enabled for17

that particular product, when you flip it over to the18

enforcement side you get enforcement against all uses.19

And so as far as I understand in my reading of a20

lot of the debate, really the debate has to do with the21

fact that you get this degree of protection based upon22

perhaps a single utility when, in fact, the claim will23

protect against all uses and subsequent uses regardless24

of whether they're patentable, unpatentable.  25
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And I think to a large degree this aspect of all1

you need is one and you're in the door, is maybe some2

aspect of perhaps where the academic discussion could3

take place.  Because that's where I see is the hardest4

deal for us to deal with in an examination issue.5

MR. COHEN: Well, we could go in a couple of6

different directions here.  Let me just follow up on7

where you took us because this is a question I had wanted8

to address in the utility context, the issuing of patents9

based on a single utility.  10

I'm wondering if anybody has any comments on11

whether this allows for adequate incentives for follow-on12

innovation in settings where a later innovator discovers13

a new use for a patented process.  14

The utility that had originally been discovered15

is quite different than what the new innovator would come16

up with, and yet the patent is there.  How does this fit17

in?  Scott, let's start with you.18

PROF. KIEFF: Okay.  Let me just spend two seconds19

on just a couple of the preliminary issues that were20

talked about.  One is the notion that the Federal Circuit21

is not technologically grasping what it's doing.  And I22

think that it's important to keep in mind a couple of23

things.  24

Number one, we've got a number of judges on that25
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court with Ph.D.'s in hard sciences.  I think it's a hard1

case to make that they don't understand the technology.  2

Number two, it's a court that has a specific3

budget line item for a staff of senior technical4

advisors.  I think it's probably hard to make the case5

that they are not devoting some resources to that issue. 6

And at least it's my understanding that in fact7

the law clerks on that court have their pay scale8

adjusted if they have a technical background to reflect,9

yet an added concern that the court is -- now, maybe it's10

not doing a good enough job but at least it's focusing11

some effort on that issue.  12

On the written description/enablement problem13

that Steve Kunin pointed out, interesting problem14

separating out written description, enablement and, in15

fact, utility.  Brief answer there.  16

It seems to me that exactly in a fast-moving17

field is where you're going to see easy-to-enable and18

hard-to-describe.  Because I have no idea what I'm doing19

but everyone can do it, so once I provide my disclosure20

everyone is enabled.  21

In fact, I'm not sure how hard that is to enable,22

but I do think I really haven't yet gotten my mind around23

what I've invented.  And that's a conception and written24

description problem.  And conception and written25
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description are tied expressly in Fiers. 1

On utility I guess the simple answer there is no2

one infringes a useless patent.  And if it's too useful3

that seems to answer Suzanne's search about what patents4

do we care about?  Well, the ones that are useful.  5

So the utility requirement, I guess, in my mind6

has never made any sense except to the extent that you7

read Section 101 as an introductory section, which the8

court has told us expressly it does.  9

The novelty requirement in 101 does not get a10

special treatment.  The court has told us that we look to11

102 and 103 to understand what novelty means in 101. 12

Utility appears in 101, and maybe what we need to do is13

we need to look to 112 to see what utility means, just14

like we look to 102 and 103 to see what new means.15

But other than looking there, it's not clear that16

we need a separate utility requirement that means17

anything more than that.18

MR. COHEN: Let's try Arti.19

PROF. RAI: A couple of points.  The fact that a20

few judges on the Federal Circuit, I believe it's either21

three or four, have Ph.D.'s in hard sciences doesn't mean22

that they are adept in any particular science.  23

Having a Ph.D. in chemistry doesn't give you24

expertise in molecular biology, for example.  And this is25
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where I think Jay Kesan has made some very interesting1

points in his work on how localized knowledge is in these2

areas.  3

If you talk to people who actually practice in4

the area of molecular biology about cases like Eli Lilly,5

they'll just shake their heads in despair, basically, and6

so I find the idea that the mere fact that somebody has a7

Ph.D. shouldn't insulate them against the collective8

weight of the people who practice in an area.9

The utility point is a very interesting one10

because I think it shows the way in which enablement11

isn't really -- I mean, it's in part about making and12

using the invention but because tying to a single utility13

on a product gives you a product patent with respect to14

all utilities, it also shows the extent to which15

enablement is really, and I keep on reiterating this, a16

question of economic policy, which means we basically17

decided as a matter of economic policy that if you18

isolate a particular product and you come up with one19

use, that should give you claim over all uses, even if20

you have no idea how to enable people with respect to the21

other uses.  22

And whether that is a good policy judgment or not23

I don't know, but it seems to me that it gives a pretty24

broad claim to the initial inventor that has really25
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nothing to do with making and using the invention at all. 1

It has everything to do with economic policy.  And so I2

think we're kidding ourselves if we really think it's3

about making and using the invention.4

MR. COHEN: Jay.5

PROF. THOMAS: I just have a handful of scattered6

remarks.  If you're concerned about a composition of7

matter covering all subsequent utilities, a proposal8

that's been made is simply to disallow claims on9

composition of matter and only allow claims toward their10

uses.  That certainly solves that kind of problem.  11

And that's kind of old to the literature though12

I'm not sure how we're able to do that given our13

international obligations.  14

It's interesting to see if the utility15

requirement would be wholly eliminated because Section16

101 certainly would cease to do any work.  Certainly17

there's a statutory subject matter that's been collapsed18

into the utility requirement, which would then be19

collapsed into nothing.  20

So that steadily eliminates gatekeeping through21

the patent system and makes more things patentable.  And22

I think those have some very serious repercussions.23

I would join Mark Janis and perhaps state it even24

more strongly that I just think the written description25
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requirement really just doesn't make any sense for the1

reasons that were given and as well would ask can we2

really train 3300 examiners in the written description3

requirement?  4

I think you'll find no better articulation of the5

written description requirement in the written6

description guidelines.  But the fact is can we really7

communicate that to the entire corps of examiners?  Well,8

my guess is if we tried to figure out what it was among9

us right here we probably wouldn't come up with a very10

good definition.  11

I think obviously some hard things are worth12

doing and complexity shouldn't scare us off, but it's13

another factor that I think is hard to administer.14

I would also agree that I think background in two15

people with Ph.D.s in chemistry and a couple of others16

with B.S.'s here and there doesn't necessarily17

acknowledge or mean expertise in all fields.  18

I certainly agree with that, and I think that's19

precisely the problem in cases like Eli Lilly is that20

people come from a chemistry perspective and believe that21

that chemistry background works within biotech, ignoring22

the redundancy of the genetic code and relying upon23

typical manners of researching chemical compounds, which24

don't necessarily occur in biotech.  And I would also,25
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going back to written description, I would wonder if it's1

really about one technology or one judge.  Thank you.2

PROF. RAI: Exactly.3

MR. COHEN: We'll take Jay and then Salem and then4

I've got a couple of wrap-up questions on the substance. 5

Jay.6

PROF. KESAN: Yes.  I just wanted to follow up on7

a couple of points on written description and enablement. 8

Actually, in the software area regarding the actual9

enablement standard about whether it's trivial10

experimentation, reasonable experimentation, undue11

experimentation or it takes another invention, that's the12

sort of sliding scale that you see in the Federal Circuit13

case law.  There is a lot of enablement cases where it is14

not undue experimentation.  It's well beyond undue15

experimentation.  The disclosures are so scant that16

you're really talking about basically taking another17

invention to actually enable what is disclosed.  So18

you're sort of way over the edge there.  And that's what19

I meant when I said the written description is not20

policed.  21

As far as the written description and enablement,22

actually the software cases are a good area where it23

actually shows that the written description does work in24

a way that is not covered by enablement.  And in part it25
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goes to what Scott had mentioned, and that is that the1

written description requirement, the way I understand it,2

is that it's really designed to serve the notice3

function.  It's designed to describe the metes and bounds4

of the invention, so that when you have subsequent5

innovation and you have cumulative innovation, you can go6

back and say that was what that invention was about.  And7

my invention is different.  8

And so it's just going beyond saying I have9

enabled the invention for somebody else to realize this10

or how to make and how to use the invention.  It goes11

beyond that.  It's the notice issue and it's the issue of12

describing the invention and the metes and bounds of the13

invention, which is something that's not covered14

traditionally in enablement.  15

And that, I think, has consequences to what16

Suzanne Scotchmer was saying, where you have cumulative17

innovation and you're trying to go back and interpret18

what those terms mean.19

MR. COHEN: Salem.20

MR. KATSH: I want to comment on a few points.  I21

don't believe -- I remember when I first started patent22

law groups in the context of a general practice firm and23

I started looking at the kinds of opinion letters that24

they would write.  25
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And I immediately saw that they were writing as a1

technical expert more so or at least equally as a lawyer. 2

And I cut that practice out.  Lawyers are not technical3

experts.  Lawyers should not be giving opinions on how4

they evaluate technology, nor should judges.  5

Judges are not supposed to bring to a case their6

individual expertise from their high school science or7

Ph.D. course.  They're supposed to be judges of the law8

and based upon a record.  So it really troubles me on the9

one hand there's the notion that we have an expert court. 10

I don't know what that means.  Expert in what?  11

As I noted earlier very few have sophisticated12

science backgrounds but more troubling is that very few13

have judicial backgrounds.  That's what I would look for14

in a court are people with basic judicial temperament.  15

In the antitrust area, where I also practice,16

there was the case of United Shoe, a big trial in the17

early '50s, where Judge Wyzanski from the First Circuit18

had Carl Kaysen, a famous economist from Harvard, I19

think, serve as his private law clerk to advise him on20

the economic issues raised in this monopoly case.21

And I believe that it was either Kaysen or22

Wyzanski or both that subsequently felt that that was an23

improper -- not improper but that it was not consistent24

with the proper judicial mode to take basically ex parte25
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expertise in deciding a case.  1

And I don't know the inner workings of the2

Federal Circuit.  I'm sure there are roles to be played3

for competent help in understanding things, but that's4

not their job.  Their job is not to decide whether some5

DNA sequence is obvious.  Their job is to decide the law6

on the basis of the record.  7

Now, going to the enablement issue I'm trying to8

understand if I heard what you -- the answer to your9

question about what a pioneer patent is.  Because I think10

I did.  And that is a patent that has a very broad claim11

that is enabled for a single utility.12

Now, a pioneer patent is a conclusion.  It's not13

a reason.  And the problem with those patents is the14

question of whether they are in fact enabled for15

additional species, as they say.  16

The entire area of genus-species is one that I17

must say is very confusing.  It's talked about a lot just18

as pioneer patent is talked about a lot.  And as far as I19

can tell, there are very, very few cases on it.  20

So the person who goes for the broad claim with a21

small enablement runs a risk of being shot down, either22

because his claim is going to sweep in prior art or23

because he's going to be deemed to have not enabled the24

millions of species that his broad claim may literally25
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cover.  1

So I think that's an area where there is, and I'm2

not blaming the courts in this case, I just think that --3

maybe I'll blame the PTO -- but the narrow claim, if you4

go to Suzanne's point, and I've talked about this with5

some of my colleagues, you're going basically to that6

metering function, which I think somebody has written an7

article about, that you basically issue the patent with a8

very narrow claim.  There's no equivalents.  That's it,9

and the marketplace decides the value.  10

That may be one answer to a lot of these11

questions, realizing that there's no perfect answer. 12

Literal, narrow -- but then you have to have meaningful13

claims.  And you can't have 30 or 40 percent of claim14

construction reversed.  15

MR. COHEN: Roger, I don't think you've been in on16

this round, so I'll give you a chance.17

MR. PARKHURST: Well, I was just going to remark18

that I think to its credit the Federal Circuit has really19

gotten away from conclusory labeling of patents and20

claims as pioneer and has tried to pay attention to the 21

statutory criteria rather than such labels.  22

The old school, of course, was that, quote,23

pioneer patents were entitled to some extraordinary24

scope.  And I think they have really gotten away from25
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that, and I think that's good.  1

In terms of utilities beyond those contemplated2

by a particular patent disclosure, I think the law is3

clear that if there is a new use of a disclosed4

invention, whatever it would be, that it is possible to5

claim that at least as a new method, if you will.  6

And so it comes back to the standard of7

patentability.  So I think there is a place for that in8

the existing matrix.9

MR. COHEN: Just a final question on the10

substance.  We have heard at some of our earlier sessions11

about the use of continuations and the possibilities that12

this can open up to modify claims in ways that permit13

covering subsequent developments in the market by14

competitors.  15

I'm wondering if any of you have thoughts as to16

whether the combination of the description and the17

enablement requirements adequately deals with this? 18

Arti?19

PROF. RAI: This relates to what I was going to20

say about written description as well.  Written21

description, it seems to me, does have a function, and22

Janice Mueller has a good article about this in the23

context of continuation patent applications, in general,24

in the context of later-filed claims, because those25
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claims may be filed just precisely to deal with stuff1

that's emerging in the marketplace that the patentee2

didn't originally claim but now wants to claim.  3

So that's the purpose of the written description4

requirement and prior to Judge Lourie's beginning to use5

this in biotech cases for originally filed claims, that's6

how it was used.  7

And, in fact, Gentry Gallery, which is the8

nonbiotech case that's always cited, was a case involving9

a later-filed claim.  It wasn't a continuation patent.  10

I think they amended their original patent, but11

once again, as far as I can tell, that's the only12

legitimate use of written description, because otherwise13

the originally-filed claim should provide the requisite14

notice of what the patentee -- what, sort of, the metes15

and bounds as it were of the patentee's patent.  16

And so it seems to me that continuation17

applications can be a problem, but that is the precise18

problem that WD is supposed to address.19

MR. COHEN: Steve.20

MR. KUNIN: I think continuation practice can be a21

way to create submarine patents in essence, but I think22

there have been some cases where even from the standpoint23

of appeals from the Board, like In re Hyatt, where in24

essence the so-called reinventing aspect of essentially25
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trying to write a claim that will literally infringe the1

later developed technology in essence, to a large degree,2

goes back to, I think, some of the aspects of what is3

proper claim interpretation and how you read that in4

light of and consistent with the supporting written5

description of that application and anything in its6

parentage in order to go back to earlier dates.  7

I think we find that even in practice what will8

happen, especially with that type of evolution and long9

chain of applications, that it usually comes down with us10

to a fight over which application in the long chain of 11

continuations actually has support under 112 for that12

particular claim.  13

And in fact, by not giving benefit under Section14

120 to some of the earlier applications in the chain,15

intervening prior art, and I'll use that term loosely16

here, because many times it turns into actually a lack of17

novelty or nonobviousness because the art which then is18

applicable to those claims is available to attack those19

claims in addition to the aspect of the written20

description/enablement.  21

But in practice to a large degree what we find is22

the written description/enablement component of that23

analysis has to do with finding the point in time where24

Section 120 benefit is no longer available and then25
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hammering the applicant on those claims with prior art,1

saying you can't use these earlier disclosures and this2

art is useful against you.  We will apply it, and we will3

show your claims are not novel and not nonobvious.4

MR. COHEN: Jay.5

PROF. THOMAS: This comment might move more to the6

procedure --7

MR. COHEN: That's where we're heading.8

PROF. THOMAS: But I just want to stress more how9

important continuation practice is from the10

practitioner's perspective because it effectively is a11

way to get around the broadening reissue requirement. 12

You simply maintain continuations for the entire life of13

the patent and simply add what you can later.  14

And another trick beyond continuations is simply15

filing multiple applications with either identical or16

very similar inventions.  And the PTO often has trouble -17

- Rule 105 gives them a mechanism and their computer18

system gives them a mechanism, if it's done and if all19

records are kept, but by simply having multiple20

applications sometimes that are identical, its persistent21

accounts speak to that.  22

And you can often -- although you can't pick an23

examiner you can try different examiners, and sometimes24

results will differ.  So that's yet another technique25
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that can be used to enable strategic behavior. 1

MR. COHEN: Salem.2

MR. KATSH: Well, I think that the extent to which3

the system encourages tricks and techniques is something4

that should be dealt with.  And I think part of the5

President's commission, back in the '60s, one of their6

more specific points was that the subject matter that's7

put forth in the original application ought to get wound8

up with the divisionals and continuations within a9

certain period of time, so that it doesn't go for the10

life of the patent, that there should be an endpoint.  11

You don't want to make -- the inventor may 12

legitimately find that he needs to add or change and13

there should be a time period for that.  But to have it14

go on forever, I mean, the system invited Mr. Lemelson to15

do what he did.  Had the commission's recommendation been16

accepted then, his lawyer wouldn't have that house in17

Aspen or whatever. 18

Another point on continuations, I find it19

paradoxical to look at the Johnson and Johnston case, and20

the majority concludes by saying, having limited the21

claims to a sheet of aluminum then they can't claim what22

the specification describes, which is aluminum is23

currently the preferred material.  Other metals such as24

stainless steel can be used.25
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Now, of course, the infringer was using stainless1

steel.  The court says you dedicated stainless steel to2

the public domain in your specification.  You didn't3

claim it.  You're out of luck.  And then the final4

sentence of the court's opinion says, oh, by the way, you5

can get around this problem either by a reissue6

proceeding or, as Johnson and Johnston did in this case,7

file continuations that literally claim stainless steel8

and these other alloys.  9

So I don't know if those are issued applications. 10

You have an opinion here that's basically telling people11

you can rely on the specifications as far as what's been12

dedicated, but you can't because you don't know whether13

they have got continuations properly being pursued.  I14

think that's a dilemma.  You noticed that, right?15

MR. COHEN: Now, turning more fully into the16

procedural side of things.  I think probably another way17

to connect up to what we've been talking about would be18

to take a look -- to start with the elements of a prima19

facie case before the PTO.  20

One of our speakers early on told us that there's21

a presumption of enablement and that evidence that22

something doesn't work may be hard to find because the23

patent office doesn't have testing facilities and24

failures don't necessarily get published.  25
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We also heard early on that in the context of1

written description the guidelines say that there's a2

strong presumption that written descriptions are3

adequate.  4

Given considerations like this, I'm wondering if5

people have views on whether the prima facie case holds6

up properly.  Is it an adequate test for a patent, for7

validity issues?  Jay.8

PROF. THOMAS: I would just comment that patent9

applicants are in a really great position because by10

filing an application they're presumptively entitled to11

receive the grant.  And the PTO is not in a position to12

test many of their claims and, in fact, will often accept13

basically naked statements without supporting evidence.14

For example, date of invention, to antedate a15

reference.  It is presently the practice of the office to16

accept a Rule 131 affidavit stating that I invented prior17

to the date of the reference.  18

Now, the MPEP tells us that you're supposed to19

have at least some supporting evidence, for example a20

notebook page, but you're allowed to redact the date of21

the note.  So you can just basically have a letter and a22

stripped page. 23

And it's my understanding that some additional24

groups have just dispensed with the page because it25
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doesn't offer any additional insight, so they simply1

accept a statement, I invented before the date of the2

reference, and that's it.  3

As well, once you get the patent you have a very4

strong presumption of validity.  So there's a lot of5

presumptions, et cetera, helping out.  6

Now the prima facie isn't inevitable.  If you7

read cases like Oetiker and Judge Plager's concurrence it8

says things that well, how can we do it any other way? 9

Are applicants supposed to shoot at the dark wondering10

what objections the examiner might harbor in the future. 11

It doesn't really have to work out that way.  One12

thing that could happen is that the applicant could go to13

an approved authority to do a search, or the PTO could14

simply present the applicant with a search.  And then it15

would be up to the applicant to classify the art and16

present a statement of patentability over the art.17

You could shift these burdens of persuasion and18

production to some degree.  So I think that's something19

that bears some rethinking.  20

MR. COHEN: Anyone else on this point?  Okay. 21

We've gone a little bit more than an hour.  I think what22

we'll do is take a short break.  Let's say ten minutes at23

most.  We'll start again ten minutes from now at 3:15 and24

by taking the break, we've got a lot to cover.  We may25
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run ten to 15 minutes over, but we'll try to get done1

within that time frame.  So we'll begin again at 3:15.2

(Whereupon, a short recess was3

taken.)4

MR. COHEN: We're going to begin the rest of our5

session by having a couple of presentations.  The first6

will come from Professor Kesan.7

PROF. KESAN: I will try and stick to my allocated8

ten minutes.  The purpose of this talk here is to follow-9

up on a couple of things that have already been mentioned10

by a number of people, and it relates to this issue of11

who has the best information and how that can be brought12

to the attention of the PTO in the examination process.  13

There are a number of people who have made14

comments about how the PTO does not have good knowledge15

of the prior art.  I have seen at your FTC site there's a16

number of comments made by other people.  17

The most recent one I saw last week was comments18

by Josh Lerner, who has made the same sorts of comments19

that the PTO has issued patents on various sorts of20

things that have been known for decades.  And so there is21

a common belief that there's a need to enhance the22

quality of the issued patents.23

And the key question in my mind is how?  And what24

I would like to suggest is that the answer lies in25
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getting better information.  Of course, resources and1

more examination time is helpful, but it's not nearly as2

helpful as getting good information from the people who3

know it best.  4

In order to really talk about this in a5

meaningful way it's important to understand what is6

relevant prior art when you're examining a patent.7

Most of us truly cannot tell if there has been an8

advance in any subfield in patent law until we have9

really pored over what has been written in that area. 10

If somebody were to simply ask me what is the11

latest writings on patent misuse, I may be a patent12

person, I may teach patent law, I may write patent13

articles but I have no way of knowing what is new and14

what is old in patent misuse right off the top of my head15

unless that really happens to be an area where I have16

actually done some writing.  17

This sort of localization of knowledge is18

actually a very well-recognized concept.  It's very well19

recognized in information economics and information20

sciences.  It's also very well recognized in people in21

the library and information science community, so-called22

knowledge management people.23

And all of them basically talk about how24

information is organized in these concentric circles, and25
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technical and specialized knowledge is in the innermost1

circles in the sense that it's known to the least number2

of people.  3

And so, in short, we simply cannot assume that4

the PTO is well informed about the relevant prior art. 5

And it's not simply a matter of saying, okay, here is6

five or ten more hours for you to go and search the prior7

art.  In order to truly understand the terms that are8

being employed you really have to be immersed in that9

field.  10

So the related point to this, of course, is well11

so what?  I mean, we have a system where we, after all,12

have a two-stage bargain.  In the first stage you go to13

the Patent Office, you get your patent right, but it's a14

contingent right.   15

It's a contingent right because in the second16

stage, in the litigation stage, you can fix it.  You can17

go change the claims.  You can invalidate claims.  You18

can narrow the scope and so on and so forth.  So what's19

the big deal and why does it matter?20

And the big deal here is really that as we have21

just begun talking about, we have all kinds of22

presumptions.  We have all kinds of deferences.  All the23

art that gets cited in PTO Form 1449, there are strong24

empirical studies that show that it's rarely ever used by25
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a court to invalidate the patent, and your patent is --1

the best thing you can you do if you want to have a good2

patent is to list everything in the information3

disclosure statement and get it signed by the examiner. 4

And you know your patent is bulletproof with respect to5

that.6

At the same time, if patents are overbroad or7

they're improvidently granted, there is a whole lot of 8

serious things and a whole lot of social costs that are9

imposed by these sorts of things.  There is a typical10

problem of opportunistic licensing by a lot of individual11

inventors at times, who can easily create hold up and so12

on and so forth.  And we can think of a whole bunch of13

them. 14

So the basic theoretical solution to this problem15

of social cost is to simply say that I am going to set16

the marginal investment in information gathering to be17

equal to the marginal reduction in the social cost that18

you get from having better patents.  I mean, that's sort19

of from the social welfare standpoint, that's what makes20

sense.  21

So a way of improving the efficiency of22

information gathering is to simply say I'm going to get23

better information from the folks who know it most.  And24

the folks who know it most are the patentee and the25
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competitors.  So we've got to think seriously about ways 1

that the patentee and the competitors can weigh in.  And2

that's what is the critical point.  3

I'll mention a few things about the patentee and4

I'll mention a few things about mechanisms for third5

parties, and then I'll talk a little bit about litigation6

reform with respect to this precise issue of relevant7

prior art.  8

My suggestion is that we do one of two things,9

that we try and go back to a regime where we had better10

prior art disclosures.  We have had better prior art11

disclosures in the past, and there was a concern that all12

that this does is it empowers the defendants to make13

inequitable conduct charges.  14

Well, inequitable conduct is not that much of an15

issue any more.  The standards for inequitable conduct,16

especially the intent requirement, have been set very17

high.  And I think we want to be in a situation where the18

prior art that is disclosed meets the issue of19

patentability of the claims as filed.  20

In other words, there has to be a discussion for21

how every relevant piece of prior art is patentable over22

the claims as submitted.  And we can either mandate it --23

after all, the regulatory state and administrative24

agencies routinely get information through disclosures. 25
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That's the way you solve the information asymmetry1

problem.  You mandate disclosures whether it's the FDA,2

EPA or the SEC.3

The second option is to basically say -- is to4

present it as an incentive and say there is going to be5

no general presumption of validity, which has been6

interpreted by the Federal Circuit as meaning clear and7

convincing evidence to invalidate a patent.  Instead, you8

would get this kind of a presumption of validity only for9

prior art that is properly disclosed.  In other words,10

you get a specific presumption of validity only with11

respect to prior art that's properly disclosed.  So you12

create a sort of incentive.13

So if you don't properly disclose it, you get14

nothing.  And this is a very valuable thing, because if15

you think about it, in the patent system it's the public16

that retains these very important residual rights to17

invalidate the patent.  18

And that's the intrinsic patent bargain, that you19

get these exclusive rights.  You get a disclosure back,20

but the public retains these residual rights to21

invalidate the patent.  And giving away these residual22

rights with these broad presumptions of validity is not a23

good thing when you don't get anything back in return. 24

These are chits that we have to carefully trade for25
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things that we really get back in return.  And we have to1

think about it that way.  So that's as far as the2

patentee goes.  3

At the very least if we don't do that and we4

don't have an enhanced disclosure, then we should think5

very seriously about eliminating the presumption of6

validity that we have today because the presumption of7

validity that we have today simply trades away our rights8

to invalidate, and you get nothing in return.  9

So that's really the worst possible situation and10

we at least have to  -- we could move in either direction11

but it would still be better than where we are today. 12

And I've written more about the theories behind all this,13

and you can take a look at some of my other writings.  14

As far as third parties goes, the reality is we15

have a very real problem in the cost between getting a16

patent and invalidating a patent.  You pay $25,000 to get17

a patent, and then it takes several hundreds of18

thousands, as much as two-and-a-half million, to take the19

patent down.  And we've got a serious problem there.  20

We need to think of a reasonable cost alternative21

to revocation or invalidation, that is a reasonable22

alternative to costly litigation.  I think, as was23

pointed out this morning by Steve Kunin, the current24

interactive re-examination statute was dead on arrival25
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for very obvious reasons.  1

It's not very attractive and that's what would2

have been our prediction, and it's indeed turning out to3

be true that it's largely not been used.  What we really4

need is an opposition system.  And what I would like to5

suggest is that we need a pre-grant opposition system.6

The main reason for a pre-grant system is simply7

to get the information to the examiner before the8

examiner has committed to an outcome.  Behavioral9

economists understand this problem very well.  It's10

called post-decisional cognitive dissonance, and that is11

that basically once the institution or an examiner is12

committed to an outcome, the amount of evidence that is13

needed to change a person's opinion is more than if the14

same evidence had been presented prior to him making a15

decision.  That's simply because we like to be16

consistent, and we just basically end up discounting17

things that raise dissonance or cause inconsistencies in18

our mind.19

And this is something that is a serious problem,20

which is why in a lot of post-grant opposition systems,21

for example in Germany and Japan, the use of these post-22

grant opposition systems has been decreasing.  And I have23

talked to a number of people practicing, and they largely24

prefer to go to the courts once the PTO has decided to25
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issue a patent.  1

Instead, what I suggest is that if -- there are2

two concerns.  One concern is that private parties might3

decide that they want to wait for the PTO to do its job,4

and so that's a reason not to have a pre-grant system.5

And I suggest that we publish the application 906

days after the first office action.  So we publish the7

application 90 days after the first office action, and8

you publish it with a list of the cited prior art, so you9

know what prior art the PTO has.  And if you have better10

prior art, come in with it.  You know where the PTO11

stands.  It has shown its hand, and you have a chance to12

come in there and help the PTO.  13

Another concern that's often made with pre-grants14

is that there is delay of harassment.  That is, big15

companies keep on filing oppositions and prevent small16

inventors from getting their good patents.  And that17

again is a classic litigation problem.  It's a classic18

civil litigation.  19

It's a classic administrative tribunal's problem20

where you have put in procedural safeguards for fixing21

these sorts of things.  You're not allowed to have more22

than one opposition per party.  You're not allowed to23

bring the same kind of prior art, cumulative prior art,24

over and over again, even to the extent of limiting pre-25
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grant oppositions to purely anticipatory prior art, so1

that the most egregious cases get knocked out and you're2

dealing only with 102.  3

There's a number of things that can be done, but4

the important thing is that we need to think about5

bringing third parties into the picture prior to the PTO6

taking a decision.  7

Once the PTO has taken a decision and it has8

spoken, we make a clean break, and we say next move on to9

the courts.  So you have a clear outcome from the PTO, a10

clear outcome from the Patent Office where private11

parties and the patentee have weighed into the process. 12

They have brought better information to the Patent13

Office, and then you then move on and deal with the next14

situation in the courts.  15

There's a couple of other things that can be16

done, and that is we really want to also think about17

creating disincentives for people to capitalize on the18

information asymmetry and the lack of knowledge that the19

Patent Office has, where you get patents through the20

Patent Office and you then turn around and enforce it21

against parties.  22

And to the extent that any license, et cetera,23

that you're willing to offer is considerably less than24

the cost of litigation, these parties are simply going to25
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turn around and take a license.  1

What I suggest is that we want to empower people2

to hang in there and fight to invalidate the patents, and3

one way, pro-defendant fee-shifting, is a very effective4

way of doing that because what you're really doing is5

you're changing the range of outcomes.  6

And by changing the range of outcomes you're7

really empowering people to hang in there, and you're8

basically encouraging patentees to make sure that their9

claims are valid.  You make sure that their claims are10

valid and make sure that before they begin their11

enforcement -- and I'm not talking about strange third-12

party sales and so on here -- I'm talking about one-way13

fee-shifting if your claims have been revoked or14

invalidated based on prior art categories that could have15

reasonably been discovered by the patentee.  16

We're not talking about -- 102 has a lot of other17

strange things that are simply beyond the patentee's18

control.  But for things that are within the patentee's19

control we want to create an ex ante incentive for the20

person to do a thorough prior art search.  21

And one way of doing it is by changing the range22

of outcomes for defendants, so that if defendants know23

I've got good prior art, I'm going to hang in there.  I'm24

going to hang in there and litigate and choose to oppose25



154

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

instead of simply settling.  It's definitely something to1

think about.  2

Along the same lines, another proposal to think3

about is whether, when there is a collective action4

problem or a coordination problem in an industry, where5

parties are simply -- they know there's a bad patent but6

they're simply going ahead and taking licenses, there is7

room for government agencies like the FTC to basically8

come in, and if they hear a lot of complaints where there9

is a clear anticompetitive effect of a patent that's out10

there, for them to come in and essentially solve the11

collective action and coordination problem by opposing12

and invalidating those patents that basically are a13

problem for everybody, but each one is not individually14

motivated to stick the two-and-a-half million in there to15

fight it.  It's again something to think about.  16

I think litigation reform where we try to create17

disincentives for opportunistic patenting is something18

that we should pay a lot of attention to.  19

In short, I think we can improve patent law by20

getting better information from the patentee, getting21

better information from third parties.  22

We really need to think carefully about the kind23

of presumptions that we trade away when we don't get24

anything in return.  We really need -- I think, any25
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change from here is an improvement from what we have, and1

we need to think about mechanisms for third parties to2

come in, like pre-grant oppositions that rely on early3

publication.  4

And finally, I think fee-shifting is a very5

effective way of increasing the costs that will be borne6

by patentees if their patents are revoked based on7

readily discoverable prior art.  It's another very8

effective litigation reform tool.  Thank you very much.9

MR. COHEN: Thank you.  Our final presentation10

today will come from Professor Kieff. 11

PROF. KIEFF: Thank you very much to the12

Commission and the Department for inviting me to help out13

at these joint hearings.  I've tried to dovetail my oral14

remarks here to match up with the conversations that we15

have been having during the day, so I'll be brief and try16

to plug into those.  17

Everything that I'm saying here is explained more18

fully in my body of written work, including the summary19

of proposed testimony that I submitted in December, and20

it's posted on the Commission and the Department's web21

pages.  22

And let's kind of dive in.  So we explored a lot23

of the substantive criteria for determining24

patentability, and we talked a little bit about25
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infringement.  And the first thing I think we need to do1

is keep in mind that those issues are not irrelevant to2

the procedural discussion.  And that's because everything3

ties together here.  4

Suzanne, you asked some important questions about5

what do we want patents to do?  What incentives are we6

providing?  And we heard discussion about incentives to7

disclose information, and we have heard talk about8

incentives to invent and to make new technologies.  And I9

think those are important.  10

We should not forget that there's probably at11

least one other important incentive out there, which is12

the incentive to take new stuff that's already been13

created and bring it to market.  Let's just call that14

commercialization.  15

I talk about that in my other work when we think16

about the incentive to commercialize as a focus.  If17

that's a benefit, there are costs, and this is explored,18

I think, really well in work by Arti Rai and Becky19

Eisenburg and Michael Heller and others.  There are a lot20

of costs.  There are costs to property rights.  They're21

sticky.  They're clumsy.  You've got to bargain over22

them.  23

Let's look at that though.  Presumably then we're24

going to want a system that has fewer of those costs. 25
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All other things being equal we want less cost, more1

benefit.  So what are the ways to screen?  And we talked2

about things like utility, and we talked about things3

like, gee, this patent really deserves it -- sorry, this4

invention really deserves a patent.  But then how do we5

screen deserves?  How do we screen useful?  How do we6

screen important?  I don't know.  7

The patent system has some screening techniques,8

though, so we might look at those screening techniques9

and see how costly they are to administer.  The screening10

techniques and the infringement rules, they all11

interrelate, and they interrelate in the following way. 12

Judge Rich always told us the name of the game is the13

claim.  Every patent you look at the claim.  The claim is14

what it's all about.15

You compare the claim to the allegedly infringing16

product or process.  That's the infringement analysis. 17

You compare the claim to the prior art.  That's the18

novelty and nonobviousness analysis.  You compare the19

claim to the original disclosure.  That's what Mark and20

Jay and I were exploring earlier.  That's the written21

description, enablement, and particularly pointing out22

and distinctly claiming requirements.  23

So we take this claim and we map it different24

places, we compare. But it's the same claim.  Steve Kunin25
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and Salem each talked about some problems with claim1

construction and how we do it and when we do it. 2

Interesting point.  3

Let's try to summarize and add all this stuff up4

together.  Well, I completely agree with you, Jay, and I5

think, Arti, you made this point earlier too, who's got6

the information about the prior art?  7

It's out there.  It's out there in people's back8

pockets.  It's in their laboratory notebooks.  It's9

sitting on the shelf in the experimental side of their10

lab.  It's just out there.  11

And the question is how do we get that12

information to the mind of a decisionmaker on a question13

like prior art validity issues.  In a patent infringement14

suit the credible threat of the injunction draws the15

defendant's attention quite sharply to that matter.  I go16

out of business, or I go find some prior art.  That makes17

me pay attention.  18

We could then ask ourselves whether there are19

other ways to get that information, and when we try to do20

it, I'm not sure we come up with any really great21

answers.  Jay, both Jays in fact, have made different22

proposals about incentives, structures, bounties, things23

like that to get people to come to the Patent Office to24

make that decision.25



159

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

In the paper posted on the Web page here I make a1

different suggestion.  The suggestion is why not2

litigate?  If you wait until litigation, the market has3

told you it's important, because someone is only going to4

litigate what matters.  5

Now, let's talk about -- that's cost shifting and6

behavior by patentee -- that's infringers.  What about7

patentees?  Well we talked this morning about how hard it8

is to write a good written description in enablement. 9

We, in fact, can imagine some very rational behavior by10

patentees to search out and find all pertinent prior art. 11

So now we're talking about patent prosecution12

costs that are going to be quite high.  Instead of the13

$25,000 that Jay discussed, maybe it's $50-.  Maybe it's14

$100- to write a really, really good patent, a patent15

with a very rich citation of prior art, a huge 1449 Form,16

a patent with a really, really good, beefed up written17

description and enablement disclosure.18

Patentees who manifest that kind of willingness19

to pay that kind of big positive price are folks who tend20

to be economic actors, which gets us to then shift -- so21

how hard is it going to be to bargain with them?  22

We talked about transaction costs.  We talked23

about hold-out problems.  We talked about all sorts of24

reasons why bargains won't clear.  But we know that the25
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people who are best at clearing bargains -- no one's1

perfect.  No one does no cost.  But the people who are2

best at it are the people who are economic actors, the3

people who signal to the world up front:  it's worth a4

lot to me to get this patent; I'm paying big bucks for5

it.  And people on the other side who say it's worth a6

lot to me to deal with this issue, invalidity.  7

So now we've got two folks at the table who have8

shown each other, hey, I'm really willing to spend a lot9

of money.  I'm really willing to think about this issue10

in a meaningful way.  And we are private parties who can11

get access to this information.  12

Well, the old Calebresi/Melamed test on whether13

we should have property rule or a liability rule says, if14

private parties have that information, property rule15

treatment is just fine, because property rule treatment16

forces private parties to come together and negotiate17

with each other.  18

Liability rule treatment forces them to come to19

courts.  An alternative that we see here, and this is why20

it's good that the Justice Department is here today, is21

they can go to the Justice Department.  They say,22

actually, there's a misuse problem.  Please approach this23

as a misuse issue.  Please look at this as an antitrust24

problem.  25
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Instead of coming together under -- where they're1

forced to come together under a strong property regime,2

they go other places.  If they're the ones who have the3

information, why not put them together?  Maybe it's not4

such a bad idea, and maybe they'll be able to clear those5

transactions just fine.6

We also want to then think a little bit about how7

we're going to do this system.  The Federal Circuit has a8

couple of innovations.  It turns out it's a court that9

has gone quite far in using Rule 11 sanctions against10

patentees.  11

The Judin case is a stark example.  You sue me12

for infringement.  You have no idea whether I infringe. 13

That's a problem.  Rule 11 sanctions.  You pay me.  Your14

lawyer pays me.  Your appellate lawyer pays me.  That's15

the result in Judin.  That's not insignificant.  Judin16

was a case about infringement.  Maybe we could do the17

same thing with validity.  18

Cellpro is a case about opinions of counsel in19

part.  Again, the Federal Circuit educates us.  What's a20

good opinion of counsel?21

Cellpro, big sanction case because there's a bad22

opinion of counsel, but we learned from that.  So maybe23

what we do is the following:  maybe we require patentees24

to actually have a meaningful view of the validity of25
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their own patent before they go to court.  1

A reform then could be to decrease or eliminate2

the presumption of validity, allow litigation, and then3

look back at the patentee's portfolio and ask her, when4

you came to court and you sued me for infringement, had5

you become educated about any facts related to validity?6

And, of course, who's going to educate the7

patentee?  It's the infringer.  So during the pre-filing8

of the lawsuit interactions between the parties or early9

on in the case, because remember, Rule 11 attaches to10

each filing throughout litigation, you've got policing.  11

The parties are going to be educating each other12

just like today patentees educate infringers about the13

strength of the patent.  Under this plan infringers are14

going to be educating patentees about the strength of the15

prior art and the weakness of the disclosure.  16

Patentees educate infringers about infringement. 17

Infringers educate patentees about validity.  And if18

either side really doesn't have a good argument supported19

by a decent written opinion of counsel, they pay the20

other guy's fees.  21

And only those people who are doing this are the22

people who actually are spending money and want to spend23

money, so they're acting more like rational economic24

actors.  25
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No one's perfect.  There will be costs to this1

system.  The biggest cost, of course, is litigation, and 2

litigation is a big cost.  But when we try to ask3

ourselves how we're going to administer questions like4

gee, this really is a good patent ex ante, before we have5

any idea where the technology is going, I think that's a6

hard question to answer.  7

And, in fact, the uncertainty there, which is8

often argued as a reason why there are increased9

transaction costs, because it's hard to evaluate, you10

have to keep in the mind the following.  I'm a patent11

upstream technology.  I have no idea what downstream uses12

there will be.  13

If other people are interested in doing work --14

let's assume I have no idea where the big commercial15

utility is -- I want to license everyone in the room in16

the hope that they find a commercial utility, because17

then I get a piece of that pie.  18

So, in fact, breadth upstream might not be such a19

bad idea as long as the nonobviousness requirement is20

such that downstream folks can get patents too, then we21

have to negotiate with each other.  22

There will be costs to those negotiations, but we23

have to come to the table and talk to each other. 24

Forcing us to do that if we have the information that's25
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important has got to be at least an option to look into. 1

Thanks.2

MR. COHEN: Thank you, Scott.  Let's resume our3

discussion for the last time, today at least.  Let's turn4

to the issue of information, and recognizing that most5

procedures at the PTO are handled on an ex parte basis,6

maybe I'll direct a question at Steve because of your7

background in many different levels of this.  8

What kinds of evidentiary problems does an9

examiner face when trying to deal with an application,10

with the prima facie level and then in responding to the11

applicant's response to a prima facie case from the12

examiner?13

MR. KUNIN: Well, let me start with the issue of14

prior art.  Certainly, I think from the perspective of15

the current situation, as some of the other panelists16

have mentioned, that even with the voluntary information17

disclosure statement that many times what is submitted is18

not very helpful.19

In fact, because of cases like In re Portola20

Packaging it's almost an insulation against re-21

examination.  And because there's no requirement in the22

existing rules to identify relevancy of, in particular,23

U.S. patents, then the burden obviously is substantially24

on the examiner to acquire all the information.  25
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Since more and more technology is found in1

nonpatent literature and foreign patents, and the size of2

the proverbial haystack that the needle has to be found3

in is getting larger every day, it is a substantial4

challenge for examiners to get the closest prior art.  5

I think we do, generally speaking, a very good6

job in finding patent literature, and I think we're doing7

a better job all the time in finding nonpatent8

literature, where the nonpatent literature is readily9

available.10

As Jay indicated, sometimes the handbook hidden11

in the resources of some library only in paper form is12

more difficult to get at as opposed to a digitized13

collection that is indexed and is searchable.14

So first I think the aspect of finding closest15

prior art is the initial challenge.  The second thing is16

with respect to issues of description and enablement,17

particularly with respect to enablement, obviously when18

the examiner is searching the databases, it's of19

particular benefit to come across nonpatent literature20

and patent literature that doesn't qualify as prior art21

to show that something has not yet been accomplished even22

later in time.  23

So that you can show, for example, that if the24

literature is skeptical that something will work or is25
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enabled, and you've got a piece of literature that's a1

year or two after an applicant's filing date, well,2

certainly that is very useful information if you can get3

your hands on it to help establish that prima facie case4

of lack of enablement, let's say for example.5

And, of course, what is difficult is in certain6

areas like inherency.  The Office has no testing7

facilities, so therefore it's a very difficult burden to8

establish that something indeed was inherent.  And9

inherency deals with both the subject of anticipation as10

well as nonobviousness.  11

Once again I'll pick up on some comments that Jay12

Thomas was making with respect to what the case law has13

done with respect to what applicants can submit in terms14

of rebuttal affidavits or declarations or evidence that15

normally has to be accepted on its face.  16

And once again, the burden is on the examiner to17

point out why the statements are not credible, the18

statements that are made factually, and why that's not19

persuasive.  20

In fact, a case like In re Alton is a good case21

which basically is one that says -- this came from the22

court.  Basically the court said, examiner, you really23

have to accept that affidavit or declaration.  You can't24

just not accept it and substitute your own judgment.  25
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So those are generally speaking the kinds of1

evidentiary types of situations that we have from the2

standpoint of principally an ex parte process that is3

highly based upon documentary evidence that is readily4

available.  5

And to a large degree when the going gets tough,6

certainly the applicant is in the position to have the7

experts to do the testing, to submit documentary evidence8

to show why the examiner should allow the case.9

And, of course, as I said, we don't have10

laboratories, and we don't have independent experts in11

that regard.  So therefore, we are really compelled to12

accept some of that, particularly from the standpoint of13

the fact finding, that is presented to us.  14

MR. COHEN: One of the controls you might have on15

this process, at least in the prior art area, would be16

the duty of candor.  I'm wondering what the panelists17

think about whether the duty of candor is set at the18

proper level.  Jay.19

PROF. THOMAS: I'm not a big fan of augmenting the20

duty of candor because during my brief experience as a21

prosecutor for a patent solicitor I found myself just22

disclosing everything.  It was the easiest way to go.  23

A lot of people in law firms are segregated by24

particular technical area of expertise.  And you discover25
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you suddenly have hundreds of documents at your disposal. 1

And it's simply easier and less time-consuming to have2

them all photocopied and ship them off.  3

I think you would be surprised if you speak to4

examiners just how many documents they get, how little5

time they have to parse through them.  6

MR. COHEN: Any other views?  7

MR. PARKHURST: I had two or three points.  I8

think the level of the duty of candor is about right.9

But I think the PTO and maybe the profession at large10

could do more jawboning on how it's executed.  11

I think we might well consider more emphasis upon12

the need to carry out the Rule 97, 99 suggestions of13

demonstrating distinguishing features over the closest14

references even though you're presenting them in the15

English language, whether or not they're in the English16

language.  17

The second thing is Jay mentioned this morning18

the problem, particularly in the so-called business19

method patents area, that the applicant himself or those20

he knows of may have been carrying out the very same21

business functions manually or by long-standing other22

techniques, telephone, in part, for example.  23

I think, particularly in that area where the24

Office does not have an existing body of prior art and25
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where indeed there may not be in large measure documented 1

prior art, there should be a real push on the applicants2

to disclose how they were previously doing this procedure3

if they were doing it in part manually, for example, and4

how their competitors were previously doing this5

procedure.  6

I think his comment was pretty accurate that many7

of these functions that we now find being filed as8

business method patents were at least in part carried out9

in the past by businesses, by whatever means were then10

available.  11

And those functions have now been adapted to the12

convenience of all-purpose computers, and in some way13

there ought to be a bigger onus on the applicants to come14

forward with what is genuine prior art material.  So just15

a couple of thoughts.16

MR. COHEN: Scott and then Jay.17

PROF. KIEFF: I guess just briefly I think this18

actually dovetails in again with the notion that19

patentees have a very, very strong incentive to20

self-discipline.  21

I think, Salem, you discussed earlier the notion22

of kind of getting patents on the cheap and then23

asserting them.  And I think that if you get patents on24

the cheap and you assert them, and you're fighting25
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somebody who's actually able to fight, the answer is your1

patent's invalid.  And we see that time and time again.2

In fact, in the areas -- if anything is discussed3

today people seem overly critical of the Federal4

Circuit's holding invalid claims.  But it's certainly not5

-- Amgen, Fiers, Lilly and Enzo are not examples of6

patents prosecuted on the cheap and being enforced7

successfully.  They're examples of patents that did not8

have adequate attention put to them and ultimately died9

in court.  10

So the duty of candor in a sense may be redundant11

if the incentive to, quote, get the scope right is12

sharply enough experienced by the patentee herself during13

prosecution and during litigation.14

MR. COHEN: Well, let me ask you about that.  What15

about the setting where the patentee has multiple claims,16

and one may be overstated, but they have a fallback17

position which protects them?  In that setting does this18

self-incentive to get it right still operate?19

PROF. KIEFF: It seems to me, and I think the20

Patent Office folks see this a lot, applicants file21

multiply overlapping, partially overlapping, completely22

separate claims.  23

And I think, Jay, you're exactly right.  They're24

going to do it either through continuation practice or25
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they'll simply file multiple applications.  But again,1

the more applicants are willing to do that in the end2

they're still going to get tested on validity in the3

infringement case.  4

And if that's a patent that actually meets all5

the standards for patentability, then what's wrong with6

allowing claims on it?  Sure, it's a broad set of claims,7

but that's purely an allocative -- that's purely a8

distributional problem between infringers and patentees. 9

That's not an allocative problem of resources getting to10

the right folks.11

People who want to practice those inventions even12

if very, very broad because one claims falls but another13

one survives, they'll call up the patentee and negotiate14

a license.  15

But it's not clear that that's anything but a16

battle over the same turf between plaintiff and17

defendant.  It's not a social loss problem.18

MR. COHEN: Let me try Jay who had his up first.19

PROF. KESAN: A couple of points.  First,20

regarding the duty of candor on the disclosures, Jay is 21

exactly right.  You just simply -- and I must admit I did22

plenty of that when I was in private practice as well --23

throw everything over the fence and hey, your patent is24

bulletproof with respect to that.  That's the system we25
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have today, and that is the problem.  1

The problem is that there is no way to sort out2

the relevancy of the prior art.  There's no requirement3

to sort out the relevancy and to meet the issue of4

whether this prior art has anything to do with my claims5

that I'm filing.  Instead, I just simply take every piece6

of prior art and toss it over the fence.  7

The patentee's in the best position to do that. 8

And they should be forced to do that.  The second thing9

is -- or at least an incentive should be created to do10

that.  11

The second thing is this again follows up on12

Jay's point and I agree with him.  The problem here is13

that it's attorneys who do it.  And that is also another14

problem.  In other words, when you talk about ideas,15

people never go back to the inventors.  16

I can tell you I have five patents of my own, and17

my patent attorney never asks for any prior art.  It's18

exactly as Jay Thomas described it which is, hey, I've19

got my biotech group or I've got my computer group and20

they've got all the prior art.  And it's not true.  They21

don't have all the prior art. 22

It's the patentee who needs to be asked the23

question of what is the relevant prior art.  And he knows24

he's got this little folder, most probably, where he's25
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got the most relevant five references with respect to the1

claims.  And that's really the critical issue that we're2

talking about.  3

So the duty of candor is fine.  It's just that4

the relevancy is something that you can't do.  You can't5

simply have the 200 references all be relevant equally. 6

There are some that are more important than others.  And7

the Patent Office should know that.  8

The second point, as far as the fixing it purely9

on litigation goes, there is a lot of empirical work that10

is coming out that suggests that just simply invalidation11

through litigation is not a very good alternative all by12

itself.  13

I want to point you to at least a couple of14

things on the record, and one place where I did see a lot15

of reference to that is in Josh Lerner's statement to the16

FTC, where basically there are about two or three points17

that are closely related.  18

The first thing is it's increasingly clear that19

although the number of full-blown patent trials have not20

increased for a long time, the number of complaints that21

are filed have increased a lot.  22

And it's become very clear that patentees are23

filing these lawsuits purely for the purpose of forcing a24

settlement.  That's it.  They have no intention of25
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litigating the whole thing to trial.  They're perfectly1

happy to get a low-cost license and buzz out of there and2

simply don't care, because they know that once they get3

one low-cost license, then they can get the entire4

industry will just fall back in line for the same terms. 5

So, for example, last year I think there were6

about 1700 complaints filed and only 75 full-blown7

trials.  The vast majority of the cases settled.  So8

because of the huge disparity between litigation costs9

and patent procurement costs there's tremendous room to10

just simply settle it.  11

And I think that is something we really do need a12

low-cost or reasonable cost alternative to simply burst13

these wrongfully granted patent claims.14

MR. COHEN: Suzanne.15

PROF. SCOTCHMER: I just thought it would be16

useful to clarify the distinction in social costs and17

benefits that as we were discussing them this morning and18

as we are discussing them now in the context of19

procedural issues.  20

If I understand our discussion about procedural21

issues this afternoon, the kinds of social costs and22

benefits that concern us are those that have to do with23

the social waste of litigation and so on.  24

But that's a different set of social costs and25
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benefits than those that arise from the substantive1

aspects of patent law, which go to the distribution of2

profit between, for example, early inventors and later3

inventors or indeed the distribution of benefits between4

inventors and users of intellectual property.  5

The reason I raise it is that when we ask the6

question, for example, do we care about the distribution,7

as you put it, of profit between a right holder and a8

potential infringer or alleged infringer, and we say9

that's merely a distributional issue, indeed it may be10

true from an ex post procedural social cost of litigation11

point of view that it is, quote, merely, unquote, a12

distributional issue.  13

But from an ex ante point of view, from the point14

of view of the very heart of the patent system which goes15

to the incentives to create inventions, it is not only16

not subordinate, it is the very essence of the question. 17

MR. COHEN: Jay.18

PROF. THOMAS: Yes.  I would certainly agree that19

the Coase Theorem and its progeny don't work often so20

well in this arena.  That's quite so.  I would also say,21

and my experience is largely in this town and the patent22

community here.  I'm not sure that's representative of23

elite law firms elsewhere.  But my sense is that there24

are very few people who want to obtain gold-plated25
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patents, and in fact companies send firms out on very1

strict budgets.  2

I've been to an office of a very large firm, and3

the officer had a sign on his wall saying we do not spend4

more than $5,000 per application on outsourcing patent5

work.  I've heard of people who dictate these things6

while they iron in the morning to try to increase the7

quantity.  8

In very extensive patent portfolios I've been9

involved in cases where large companies have gone to10

small ones and said, I've got 200 patents that cover your11

neck of the woods.  Well, which ones do I infringe?  "You12

figure it out," was the literal answer.  Companies boast13

of the number of patents that they obtain.  14

So it's possible and it might be quite right that15

you get what you pay for.  But that's just not my16

experience.  And I can see that line of reasoning.  I17

personally haven't experienced it.  I have just seen18

really the rush is, almost a degree of economic19

pollution.  Let's get as many as we can as quickly as we20

can.  21

And Mr. Parkhurst, I think you're quite right22

about can we get applicants to disclose more.  I think23

the key tool that the PTO has now is Rule 105 on this24

point.  But I would observe that the PTO does not often25
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use Rule 105.  It's supposed to have codified earlier1

authorities.2

MR. COHEN: For us antitrust people, please3

translate.4

PROF. THOMAS: Rule 105 was brought into the5

Patent Office rules along with the American Inventors6

Protection Act, although it was not spawned by it.  It's7

called Requirements for Information, and it allows8

examiners to query applicants, and they are supposed to9

respond with information.  10

A response that the information in unavailable or11

not conveniently available -- is that perhaps the12

language -- is considered a complete response and would13

allow basic questions such as, how did you develop this14

invention?  That's one of the things that I think is15

listed in the MPEP.16

The difficulty, I think, is that it's very17

difficult to draft these requirements.  It's on the18

examiners amendment docket, and it leads to patent term19

adjustment, which is a problem the PTO wisely wants to20

avoid.  21

It has principally been used with regard to the22

bizarre plant patent case of ex parte Thompson, which is23

just now raising a fuss.  And that's another line of24

inquiry.  25
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So I think the PTO has the means at its disposal1

to do it, although I think we might want to revisit under2

Rule 105 whether "I don't know" or "It's inconvenient to3

me" ought to count as a complete answer.  And if4

examiners can be incented to use it.  Thank you.5

MR. COHEN: Let's take Arti and then Salem, and6

then we'll move to re-examination.  We'll get everybody7

in at least once on this round.  Arti.8

PROF. RAI: Just a quick point, a plea, I suppose9

for some empirical work.  Basically, the problem that we10

are facing, and Mark Lemley has tried to take a stab at11

this in his Northwestern article on Rational Ignorance at12

the Patent Office, is we don't really know what the13

social costs of bad patents are because we don't know how14

they're used.  15

We know how much litigation there is.  We may16

know how many complaints are filed, but we don't know17

short of that how patents are actually used.  We don't18

know what percentage are licensed, what sorts of behavior19

they induce in terms of people not going into certain20

areas of innovation because of the presence of patents,21

and so forth.  22

And another area we don't have much or any23

empirical purchase on, which is critical, is determining,24

if we were to implement some of these procedures, some25
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sense of what percentage of bad patents would actually be1

eliminated as a consequence of these procedures.2

So I think it's really important to sort of --3

here the percentages really do matter because it's all a4

question of the marginal costs -- reducing the marginal5

social costs while increasing -- at a cost to the Patent6

Office that's not too high.7

MR. COHEN: Salem.8

MR. KATSH: Well, this brings me back to the point9

I made earlier about my questioning whether tinkering in10

the system is going to work.  11

I think that in the real world, if there is such12

a thing, the problem is predictability.  Now, whether one13

says it was right or not, prior to the Federal Circuit we14

know that whatever, 60, 70 percent of patents were15

invalidated.  Post Federal Circuit just the opposite.16

Now, Jay is pointing out the problem of17

wrongfully granted patent claims.  But wrongfully granted18

patent claims in a system that upholds 60 to 70 percent19

of the claims litigated in litigation is going to spawn20

ever-increasing applications, ever-increasing demands on21

the PTO and is going to stretch the resources beyond the22

breaking point.  I mean there is no free lunch.  23

We are either going to have to establish claim24

construction rules, guidelines for obviousness,25
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guidelines for equivalents, if any, and reduce the number1

and encourage companies to invest in patents that they2

write.  3

When I said that somebody can get a patent on the4

cheap, I was referring to what John Thomas is talking5

about.  Companies -- it's not that they wouldn't want a6

gilt-plated patent.  They would love to have one.  But7

they have no idea what's going to be issued.  They have8

no idea what's going to be relevant.  They have no idea9

what's going to be needed.  Not no idea but they have to10

sweep broadly to protect themselves against the fact that11

other companies are filing hundreds if not thousands of12

applications.  13

And when you file hundreds if not thousands of14

applications you can't spend $100- to $200,000 per15

application.  16

So this system is sort of snowballing on itself17

to create more patents with less resources put into their18

preparation, creating more of a problem in terms of19

inexperienced or marginally experienced examiners with a20

presumption of validity that goes into the process, with21

a presumption of validity that comes out of the process22

and with a court system that now is inclined to uphold a23

great majority of the patents.  24

Predictability, therefore, is on the side of25
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value.  And I don't agree with Scott that the fact that1

you can lose a case like Lilly or others or even get Rule2

11 sanctions in some cases is going to be a deterrent.  3

Courts, in my experience -- I mean the conduct4

they let you get away with is astonishing.  And Rule 115

is not going to be the answer.  And I'll bet you, if I6

asked you, Scott, whether you could have -- how sure you7

were about the results in those cases you mentioned8

before they were decided -- whether you would have said,9

there's no chance of success.10

PROF. KIEFF: But that's why it's under the reform11

section of the paper, which is to say maybe we should12

take those things seriously.  13

MR. KATSH: But those cases were not predictable14

before they were decided.  People lose cases all the15

time.  They get reversed all the time.  16

So just my final point would be that you pointed17

out earlier, when I was talking about Graham, some very18

interesting history to the opinion.  I was really talking19

though about Hotchkiss, and if you look at the Hotchkiss20

case, my understanding is that that case involved a21

patent for the substitution of ceramic or metal for22

wooden door knobs.  And that was held unpatentable.  23

Now, how many thousands of patents are issued for24

creating old products with new and unobvious materials25
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with better functioning and better cost efficiency?  1

And if Graham said follow Hotchkiss, and if the2

circuit courts of appeals, putting the forum shopping3

issue to one side, because that was really dealt with in4

Blonder Tongue, if they were all following Hotchkiss, and5

you had a 70 percent reversal rate, that was sending a6

signal to the PTO that, as the court said, there was a7

notorious disparity in standards.  8

So it was then a move to fund the PTO to make the9

effort so the courts would not invalidate.  That10

incentive is diminished when you have the courts11

basically upholding what Jay is calling wrongfully12

granted patent claims.  Not wrongfully granted unless the13

courts says they are.14

MR. COHEN: Let's move for a little while now to15

re-examination.  We've been told in the hearings that the16

re-examination process deals with novelty and17

nonobviousness, but not with enablement, description and18

utility.  And that even when treating issues of prior art19

it addresses only prior art not previously considered. 20

Given these limitations, does anybody have any thoughts21

as to whether the scope of re-examination is sufficient? 22

Mark. 23

PROF. JANIS: Yes.  I do have thoughts and, no,24

it's not.  But I do think we need to step back and ask25
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some very hard questions about what it is that we really1

want out of such a procedure.  2

And I think my study of the history of the re-3

exam statute and the proposals that preceded it suggest4

to me that no one really came to a consensus on that.  Is5

it really some sort of very limited error correction6

mechanism, or is it really a serious effort to create an7

administrative alternative to litigation?  8

Now, those are not -- those are extremes out of9

spectrum.  I suppose you could have elements of both in a10

given procedure, but I take from the many factors,11

including the fact that this procedure is called a12

re-examination not opposition, that in the beginning it13

was skewed toward a model of error correction, a very14

limited model of correcting an error.  You have to show15

an error to get into re-examination basically,16

substantial new question of patentability.  17

So it shouldn't surprise us that when we look at18

it today and say is this procedure an adequate19

alternative to litigation the answer is no, that there20

are all these limitations.  21

And this is an area where tinkering is simply not22

going to work.  And the latest round of legislation23

proves that amply because we never did get back to the24

question of what we really wanted.  25
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Instead, we took this re-examination procedure1

and said, we'll tinker with it.  We'll make some small2

efforts to enhance third party participation and call it3

inter partes, but then we'll take a lot away in estoppal4

provisions.  And then we'll say to the world now we have5

this great administrative alternative to litigation.  6

And so it's just not surprising that that's not7

what we have.  So those types of discussions really need8

to occur.  And you can see the kinds of alternatives that9

are going to arise from those discussions.  10

You're going to have Jay Kesan saying, no, no. 11

It needs to be pre-grant opposition.  You'll have me12

saying it needs to be a full-fledged, post-grant13

opposition.  You'll have others saying we shouldn't have14

any administrative proceeding.  It's more efficient to15

let it all go to litigation.  And that's the sort of16

discussion that we need to have.  17

I think we ought to end up in the middle, with a18

post-grant opposition scheme that does have a broader19

substantive base and allows people to come in and make20

challenges based not only on documentary prior art, but21

on enablement, on other patentability issues.22

MR. COHEN: What about the issues of estoppel and23

ability to appeal?24

PROF. JANIS: If you create a system where the25
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options per challenge are severely limited like the1

current system and then you lay on top of that serious2

estoppal provisions, I don't think anybody is going to3

use that system.  4

It's bad enough that there is not a long record5

of re-examination.  People don't have the sort of6

reassurance that it's going to be conducted and that7

they're going to get good results out of it.8

When I was using it, I just was always a little9

uncomfortable.  I just never quite knew whether I was10

going to get good justice out of that procedure.  So it's11

bad enough even without the estoppel.  But when you add12

the estoppel in, people aren't going to use it.  13

Now, if you make this the mirror image of14

validity challenges in litigation, then perhaps talking15

about estoppel is more reasonable.  But the estoppel16

provisions as they stand in the current scheme, I think,17

among other factors, make it just almost completely18

unworkable or certainly just so unattractive that it's19

hard to see counseling people to engage in it.20

MR. COHEN: Roger.21

MR. PARKHURST: Well, a number of points.  The22

existing system is obviously inadequate.  Steve's23

statistic about three inter partes re-exams under the 24

1999 Act.  And I think if the AIPLA executive director,25
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Mike Kirk, was here, he could tell you in excruciating1

detail that that statute is the result of practical2

politics in the Congress these days.3

And that's an issue that we haven't talked about4

here in any of these points.  But it would be an overlay5

over any thought of radically modifying the patent law. 6

 But talking about re-exam in particular and the7

estoppel point, it would seem that if we could get a 8

re-examination procedure that would just simply open it9

up to all attacks, then you could have an estoppel that10

looks like res judicata or collateral estoppal in the11

courts, and you would have a system that would invite12

those with economic interest to attack those patents that13

are of economic significance.  14

You would probably have a greatly increased use15

of that system, and you would have a focus on those16

patents that are really of interest economically.  So I17

would think that that's a good goal.  How long it takes18

us to get to that goal is a big question.  19

Meanwhile, this, like the issue we just discussed20

of how to get the best prior art before examiners, brings21

us back to the need to urge Congress to give the Patent22

Office access to all the fees it collects to try to23

create the quality patents that we'd all like to have, so24

that we have the kind of certainty that Salem's clients25
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are talking about.1

And part of that certainty is reducing pendency,2

so that you have some certainty of what it is that your3

competitor is getting out of his application even though4

today it's published.5

MR. COHEN: Jay.6

PROF. KESAN: Just a couple of things to add onto7

what Mark said.  First I want to mention one piece of8

work by Dietmar Harhoff, where he has done some studies9

on oppositions in Germany.  And he shows that surviving10

an opposition is one of the very best predictors of11

patent value, in other words how valuable a patent is. 12

If you want a signal that I do have this great patent,13

then surviving an opposition is one of the very best14

measures of it.  15

And I think that is very valuable, because it16

really shows that when you have other people weigh in on17

the process and you still end up with a patent, that18

sends a clear signal to the marketplace.  I mean, this is19

not just some paper claims, et cetera.  There's some real20

economic value associated with this.  People have tried21

to take this down and did not succeed, and I really have22

something here.  23

And the earlier on in the process that we can24

actually have that kind of a market mechanism that points25
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to real value is, of course, a very good thing for the1

patentee, and it makes complete economic sense.  2

The only other similar predictor that I have seen3

is in payment of maintenance fees as being another very4

good indication of patent value.  In other words, the5

patents that do get reviewed are the ones that really do6

have value, since you have maintenance fees at three-and-7

a- half, seven-and-a-half and eleven-and-a-half years.  8

In talking about deciding whether the oppositions9

should they be -- I completely agree with Mark that we10

need a full-blown system, and any way to sort of hamper11

the system with estoppals, et cetera, doesn't make sense.12

But in terms of thinking about the opposition13

system as to whether it should be pre-grant or post-14

grant, I again want to draw your attention to data that I15

have published and that Bronwyn Hall has published.  16

Hers is, I think, a working paper looking at pre-17

grant and post-grant opposition data in Japan and in18

Germany.  And what you see in Japan they switched from a19

pre-grant to a post-grant in 1994.  In Germany they20

switched from a pre-grant to a post-grant in the EPO in21

1980.  22

And what you see is that there was a vigorous23

opposition practice in the pre-grant years.  Now, some of24

it might have been due to delay and harassment.  That's25



189

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

certainly possible.  But there was a vigorous opposition1

practice, and it has dropped off substantially when they2

moved to a post-grant system.  3

At the same time, the number of invalidation4

trials and nullity proceedings and so on have increased5

dramatically.  So in other words once you go to -- when6

they moved to a post-grant system, people automatically7

started favoring the courts as opposed to going to the8

patent office.  9

And I think that's something to really keep in10

mind, and it goes directly to the issue of -- what really11

struck me when I did this qualitative interviews in Japan12

was when I started realizing that we really do have a13

serious post-decisional cognitive dissonance problem,14

where basically what you have is examiners and the15

examination boards and the reform boards are willing to 16

change the scope of the claims once the patent issues,17

but they are not willing to revoke or invalidate claims18

entirely.  19

In other words, the tendency is to say, well, I20

was right all along.  Maybe I just need to simply narrow21

the scope of the claim.  I'm committed to an outcome, and22

I think I was right all along.  And I'm not going to23

change from the outcome.  I'm merely going to narrow the24

scope of the claims.  25
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That serves as a tremendous disincentive to the1

parties.  The parties feel like, well, I'm not going to2

get a fair shot here.  I mean, the patent office has3

spoken.  They have taken a decision that the patent is4

anyway going to get allowed, and I'm going to take my5

chances at another forum, the courts.  I think it's6

something to keep in mind. 7

MR. COHEN: Let's try Steve and then move to our8

final topic area.9

MR. KUNIN: I'll be brief.  Jay and I have debated10

this issue many times, but basically I would point out11

that for all the practical reasons we probably will get12

to where we want to be either by fixing re-exam or having13

a post-grant review system put in place, as opposed to14

pre-grant opposition.  15

We fought the Japanese very hard to eliminate16

their system because of Keiretsu and the problem with17

respect to the specific way to deny foreigners patents18

that occurred, I think, as a result of that practice. 19

The situation with respect to would Congress have20

an appetite to do so?  The American Inventors Protection21

Act specifically precludes it.  It says, in the law,22

there shall not be any basis for pre-grant opposition or23

protest as a result of publication of an application.  24

The situation I think from the standpoint of pre-25
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grant which hasn't been mentioned is in the United States1

we have patent term adjustment.  If you are worried about2

submarine patents, how about 28-year patents or 30-year3

patents or whatever it would be if you didn't take into4

account the fact that right now in the law if you impose5

all of these delays for whatever purpose -- it could be6

appeal interference or administrative delay -- you get7

day-for-day term adjustment?  8

So I think it's just not conceivable, with9

respect to the regime on term adjustment, to even10

consider pre-grant opposition.  I think there's many ways11

-- different examiner, proceedings conducted by a panel12

of administrative patent judges -- there's ways by which13

you can, I think, reduce or eliminate some of those14

perceptions that Jay was mentioning in terms of why pre-15

grant is superior to post-grant.  16

So I think that from the perspective of where do17

we get there from here, I would say that despite the18

arguments that have been made for having pre-grant in the19

United States, I just don't think it's going to happen.20

MR. COHEN: Okay.  I'd like to get us to wrap up,21

say within 15 minutes, but before we do that, there's one22

more topic area.  It has floated throughout our23

discussions.  I'd like to focus on it directly.  And24

that's the handling of uncertainty.  25
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And I think we've heard that there can be1

uncertainty as to the presence of patents or patent2

applications.  That's one area.  Separate from that may3

be uncertainty with regard to patent validity or breadth. 4

Let's look at the first one.  We now have an 18-5

month disclosure rule, for many patents at least.  I'm6

wondering what has been the experience with this?  Is it7

working out?  Will it work differently in different8

industries?  9

We heard, I think, in our biotech panel that 1810

months can be an eternity there.  Anybody who would like11

to contribute on the new disclosure rule?12

PROF. THOMAS: I'll mention very briefly, the new13

disclosure rule does nothing because it simply discloses14

what was already available from foreign patent offices. 15

It really doesn't add anything to what the U.S. industry16

is doing.  17

It saves a translation fee on occasion, but the18

18-month publication -- there really have been no changes19

other than that there's an extra fee charged at the PTO.20

And that's why I think the PTO should implement21

this just by ripping pages out of the European Patent22

Office and sticking it in there is just to save everybody23

the money.  It's not the fault of the PTO.  That's the24

legislative deal they were handed.25



193

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

MR. COHEN: Any other thoughts on the 18-month1

disclosure rule, or do we take that as the view of the2

panel?  Jay?3

PROF. KESAN: No.  I think it actually does serve4

some benefit, and that is that you do have, in fact,5

disclosure.  People are put on notice, and to that extent6

you have the reduction on various sorts of social costs. 7

I mean, clearly it's --8

PROF. THOMAS: I agree with all that.  It's just9

there are no -- it only publishes applications that would10

have been published anyway.  There's nothing additional11

added by the American Inventors Protection Act.12

MR. COHEN: Salem.13

MR. KATSH: One quick point.  As long as there's14

the potential for continuations, divisionals that are not15

going to be published until their 18 months are up,16

you're still dealing with an unknown period of17

uncertainty as to what additional claims are going to be18

sought.  So it does give the industry some knowledge of19

what's out there, but not complete knowledge.20

MR. COHEN: How about turning for our final focus21

to uncertainty with regard to patent validity and22

breadth.  I'm wondering if any of you have views as to23

whether there are differences from industry to industry24

in the predictability of infringement determinations.  25
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We've heard a lot that things are different for1

various aspects of the patenting process, industry to2

industry.  What about for the infringement predictions?3

Scott.4

PROF. KIEFF: Just a couple of thoughts.  I'm5

sorry Suzanne left, but I completely agree with her that6

we have to do the dynamic analysis, the multiple cycle7

analysis on these things.  8

But, if anything, that takes us back, on this9

uncertainty problem this takes us back to well, what kind10

of scope do we want to give whatever patent is upstream11

that's going to be uncertainty to issued patents and what12

certainty do we want to give downstream to people who13

want to do inventing?  14

And if we have a nonobviousness requirement15

that's actually lower rather than higher, whatever that16

means, at least for the concerns she just expressed, the17

downstream inventor gets a piece of the pie too.  She's18

got an incentive to do downstream inventing.  So that can19

play out.  20

But if we start to say, hey, listen, if you're in21

a downstream/upstream position, somehow there are22

different rules on validity for either you or the23

upstream guy, I think that's a big form of the24

uncertainty.  And that plays out in this area because25
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people will go to the Justice Department or here, and1

they'll argue misuse or antitrust problems that have to2

do with breadth.  That is a cloud of uncertainty.  3

So uncertainty issues -- the shortest answer on4

uncertainty is this hearing creates a massive uncertainty5

on the system.  And that's not irrelevant.  And the more6

we make liability rule treatment, in fact, the more we7

have multiple cycle problems, because you'll squeeze out8

more efficiency in whatever cycle you're presently in,9

absolutely, just like under an efficient breach analysis10

in contract law, you'll get the stuff to the higher value11

use in that cycle of the game, but you won't get future12

cycles.  In multiple cycle games, squeezing out the added13

efficiency in one cycle will have the effect of deterring14

players from playing future cycles.  15

And that is exactly, I think, a problem and16

that's a problem -- I'm sorry Suzanne left because I17

actually think it cuts the other way on all of these18

issues.  19

MR. COHEN: Arti.20

PROF. RAI: I'm not sure I understand this21

multiple cycle sort of argument, but the point that I was22

going to raise was that I think that at least in biotech,23

which is the industry with which I'm familiar, the24

conventional wisdom seems to be that the Federal Circuit25



196

For The Record, Inc.
Washington Metro (301) 870-8025
Outer Maryland (800) 921-5555

has created tremendous uncertainty.  And so it's not1

clear that any changes would make that worse.  2

So again, I mean, I think that there's a great3

deal that could be done to create more certainty.  I4

think certainty is a valuable thing to have.  And in5

particular I think that some of the reforms along the6

lines suggested by the Jays with respect to -- and Mark -7

- with respect to getting certainty at the administrative8

level will really help all industries out.9

MR. COHEN: Jay.10

PROF. KESAN: Just a couple of things.  One is, of11

course, two points related to uncertainty.  One is that12

having an administrative proceeding like that would13

actually reduce some of the uncertainty, because now you14

really know you have a valuable patent.15

The second thing actually goes back to a point16

that Scott made very briefly in the morning.  And that is17

I think a large part of the uncertainty in private18

practice really comes about because there is so much19

difficulty in -- if you are a competitor -- in20

understanding the scope of the patent just by looking at21

the claims that's largely brought about by the Doctrine22

of Equivalents.  23

And I think my own view on that is that this game24

of having a Doctrine of Equivalents and then trying to25
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limit it with all sorts of -- rein it in, you have it but1

rein it in -- is something that I think is well worth2

rethinking.3

I think the dissents in the Hilton Davis case at4

the Federal Circuit level make some very, very powerful5

arguments that the Doctrine of Equivalents doesn't do6

very much, and it's perfectly okay to put the burden on7

the patentee to have claims at the outset.  8

He's the person who is best in the know, so why9

not do a darn good job, and if you have made a mistake10

you've got two years to fix it in the reissue.  You've11

got time to fix things.  And I think a lot of the12

uncertainty on patent scope would be eliminated if we13

didn't have this whole equivalents issue.14

MR. COHEN: Mark.15

PROF. JANIS: I'm just going to be a pessimist on16

this issue.  I think certainty is awfully elusive in17

patent law, and I think it just springs in part from the18

complexity of the document and the use of claims.  19

If we took away the Doctrine of Equivalents, we'd20

have a lot of people making a lot of fancy arguments21

about literal infringement and claim construction.  And22

we'd say, gosh, this is all very uncertain.  And I think23

that's true of obviousness.  I think it's true of24

enablement.  25
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I think those are inherently complicated legal1

inquiries, but they all relate back to claims and the2

complexity of claims.  So I'm a little worried.  I don't3

buy into some of the certainty rationales that the4

Federal Circuit parades before us, because I think that5

the rules that they create and rationalize on the basis6

of certainty often just shift the uncertainty elsewhere. 7

I think I probably said that earlier in the hearing.  8

So I don't want to be too much of a pessimist,9

but I do want to sound a cautionary note that we not buy10

into the certainty rationale wholesale, that we just11

recognize that there may only be so far we can go.  12

MR. COHEN: Arti.13

PROF. RAI: One point I forgot to make, not to14

double dip, and that is sort of one of my pet peeves15

about the Federal Circuit, which I think Salem has16

brought up several times, is that it's essentially acting17

in many situations as a trial court.  It revisits all18

sorts of issues that are fact-based.  19

And that creates tremendous uncertainty because20

you just have to wait until the appellate court decides21

the issue before you know what the outcome is, which is22

not the way that our rules of civil procedure is supposed23

to work and for good, sort of economic efficiency,24

reasons. 25
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MR. COHEN: Well, we're late in the day.  We want1

to wrap up, but I want to give each of you an2

opportunity, before we leave -- if there's anything on3

any of the subject areas that we have tried to cover4

today that you never got your chance to make the point5

that you were dying to make, I'll give you that chance. 6

I see Scott has his sign up. 7

MR. KIEFF: Well, yeah.  I mean, I think that to8

follow up on a point that Arti made, I completely agree9

with you, Arti, that lots of things in life are empirical10

questions.  And I completely agree with you that data is11

always better than no data.  12

But our understanding of the way things work13

sometimes gets us to a point where we no longer need14

data.  So, for example, I think we're all going to just15

take it, and it's not worth litigating the issue, that if16

I drop the cup it's going to fall, because we have an17

understanding here at this speed on this planet at this18

time that gravity is going to operate that way.  19

And the laws of economics have taught us a little20

bit about transaction costs, and they have taught us that21

the types of problems explored at length in the22

literature of transaction costs, bargaining over patents,23

are transaction costs that are typically associated with24

markets that are thin.  25
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And the economics literature teaches us pretty1

clearly that a good cure for that anemia is to fatten up2

the markets.  And the more diversity of wealth -- sorry,3

the more diversity of players and the more quantity of4

wealth you bring to those markets, the less transaction5

costs you have on average.  That's just one of the things6

that economic science teaches us as a science. 7

And one of the neat tricks of patents is that8

they bring to these markets a drastic increase in the9

number of dollars in the well and a drastic increase in10

the diversity of players.  That is a solution to the11

transaction cost problem.  And we shouldn't overlook that12

solution.13

MR. COHEN: Jay.14

PROF. KESAN: I just wanted to make a point that I15

talked about earlier with you, that you asked me raise. 16

This relates to the nexus requirement on the objective17

indicia of nonobviousness.  And that is, I think Salem18

pointed out, that is a huge gateway to get a whole bunch19

of things in there to fight obviousness.  20

But the real problem that I see in the nexus21

requirement is that it's a multiple causation problem. 22

And I have looked carefully at these nexus cases, and the23

real problem is that you can show a link between the24

inventive activity and commercial success or inventive25
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activity and some other objective indicia.  1

The problem is that there is a whole bunch of2

other things that could have contributed to it, good3

marketing, a lock-in as you pointed out, or network4

externalities, as we call them.  5

And the real need in the nexus requirement is a6

"but for" requirement.  In other words, there should be a7

requirement that says that but for the inventive8

activity, the particular commercial success, et cetera,9

would not have taken place.  10

So when you have a multiple causation problem and11

you're relying on this to show nonobviousness, you really12

need to have a "but for" test there which is something --13

the whole nexus requirement is not well policed, but I14

think the "but for" requirement is really essential.15

MR. COHEN: And then I guess Salem will have the16

last word today.17

MR. KATSH: Well, I wanted to reference again, I18

guess, where I started.  It troubles me that in all of19

these studies, in all of the -- whether qualitative or20

empirical -- there is really no concrete evidence of21

whether  we are all better off with or without this22

patent system, to what extent it actually provides23

products and processes faster or that otherwise would not24

be here.25
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Now, politically, it's a reality.  But in the1

Temporary National Economic Committee hearings in the2

'30s, there was a colloquy where the chairman of General3

Motors was asked whether they would have made the same4

innovation without the patent system, and he said no. 5

And then Edsel Ford, who was then chairman of the Ford6

Motor Company, was asked the same question, and he said,7

yeah.  Patents wouldn't make a difference.  8

There's studies by Mike Scherer, who found that9

most of the R&D and business people didn't think it would10

make a great difference.  The people who were most 11

convinced it made a difference were the lawyers.  12

Now, I happen to love the patent system the way13

it is now.  And it's very provocative, and it gives me a14

lot of work.  But it seems to me that given the15

uncertainty about what it actually does, because it's so16

hard to measure without a control, there's room for17

experimentation and creative thinking at least, about18

some kinds of new approaches.  19

And I saved this for last because I didn't want20

to get beat up too much, but we could have a ranking21

system.  We could have a system like the Presidential22

commission we talked about, where people would23

voluntarily delay examination.  24

We could do a lot of things.  We could experiment25
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with different terms for different patents, different1

standards for different industries.  These are concepts2

that ought to be explored, because it's unclear whether3

the costs would outweigh the benefits.  4

The whole idea of preserving as absolute the5

right of exclusivity in all cases, even given the fact6

that most patents are asserted to lack market power, that7

poses to me a question of why are we multiplying the8

number of patents that are being issued.  9

One study in particular I would recommend is that10

we have just gotten the business method patent11

legitimized as of 1998.  Perhaps that could -- the12

Commission has a great Bureau of Economics.  And there is13

a control possibility, to look at what the impact of14

having a business method patent would have been had it15

been in effect, say, in 1960 and had frequent-flier miles16

been patented and credit cards have been patented and17

lots of other things have been patented.18

If you look back, software patents were not19

recognized until quite recently.  There are areas where20

you could try to establish, it seems to me, maybe21

President Levin at Yale is doing this in some part, but22

we have no guidepost.  All we know is that there's a23

chilling effect out there of having all these patents,24

whether they're in litigation or not.  25
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And it strikes me that there's a lot of work that1

could be done to try different approaches that would2

benefit both producers and consumers.3

 MR. COHEN: Thank you. This has been a very4

interesting, very useful session.  I want to thank all of5

you for your thoughtful comments, for your patience, and6

for your willingness to help.  Thank you.7

(Whereupon, the hearing8

concluded at 4:49 p.m.)9
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        1                     P R O C E E D I N G S

        2                     -    -    -    -    -

        3             MS. GREENE:  Good morning.  Thank you all for 

        4    joining us.  Exceptional panel, lots to discuss.  Let 

        5    me just jump in.  The question is I guess on a certain 

        6    level, why are we even here?  Yesterday we had two 

        7    incredible sections that dealt with substantive patent 

        8    standards as well as patent procedures.  And I guess 

        9    Bill is asking, why are we here, because he was in 

       10    charge of the entire day, so maybe he'd rather be home, 

       11    but no rest for the weary. 

       12            The answer is in part because business methods, 

       13    and to an extent software more generally, is something 

       14    that really has become a lightning rod for discussion 

       15    about patent issues generally.  It carries a lot of 

       16    symbolic importance, and it carries a lot of actual 

       17    importance.  We really need to figure out what's at 

       18    stake when folks are discussing business method patents 

       19    and come up with widely contradictory assessments. 

       20            We have a great group of panelists here.  Thank 

       21    you all for joining us.  And we have our panelists not 

       22    only here but I'll just say in passing that we have 

       23    panelists who came before you, because our hearings 

       24    have been going on since the beginning of February, and 

       25    some of you folks have already joined us and been on 
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        1    other panels.  And what we're able to do is to 

        2    incorporate what we learn along the way and hopefully 

        3    weave it back in in subsequent sessions.  So, I really 

        4    do appreciate that where we are today is informed by 

        5    all the hard work and all the information you've given 

        6    us already. 

        7            Also, I'll just make a plug for our website, 

        8    ftc.gov.  Any of the public comments that we get get 

        9    put onto the website, and those are read very closely, 

       10    and so if folks want to respond to anything that they 

       11    hear today, that would be a great avenue by which to do 

       12    so. 

       13            In terms of logistics, my name is Hillary 

       14    Greene, and I'm the Project Director for IP here at the 

       15    Federal Trade Commission's General Counsel Office.  And 

       16    to my right is Bill Cohen, who's the Assistant General 

       17    Counsel for Policy Studies.  And we have Douglas 

       18    Rathbun, who is from the Department of Justice.  Next 

       19    to him is Bob Bahr, who is from the Patent and 

       20    Trademark Office.  Thank you, both. 

       21            The panelists, as I was discussing just a 

       22    minute ago with Bob, are what I like to think of as the 

       23    people that make my life easy, because they're the ones 

       24    that we go to in order to have a lot of really tough 

       25    judgment calls explained, et cetera.  And so let me go 
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        1    through and describe a little bit about the 

        2    extraordinary folks we have here. 

        3            First is Mark Janis, and Mark is a Professor of 

        4    Law at the University of Iowa College of Law, where he 

        5    teaches and writes in the fields of patents, 

        6    trademarks, unfair competition, IP and antitrust.  In 

        7    2000-2001, he was the recipient of the University of 

        8    Iowa Collegiate Teaching Award.  He has published 

        9    several articles on domestic and international patent 

       10    law and is the co-author of a two-volume treatise, IP 

       11    and Antitrust, with some folks we may have heard of, 

       12    Hovenkamp and Lemley.  Prior to joining the Iowa 

       13    faculty, he practiced patent law with Barnes & 

       14    Thornburg in Indiana. 

       15            Next we have Brian Kahin, and Brian directs the 

       16    Center for Information Policy at the University of 

       17    Maryland, where he's a Visiting Professor in the 

       18    College of Information Studies.  Active in the early 

       19    multimedia industry, Brian was among the founders of 

       20    the Interactive Media Association, where he served as 

       21    general counsel until 1997.  During that time, he also 

       22    founded and directed the Information Infrastructure 

       23    Project at Harvard School of Government.  From '97 to 

       24    2000, he served as the senior policy analyst at the 

       25    White House Office of Science and Technology. 
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        1            And then to -- where is -- where did Jeff go?  

        2    Oh, hi.  It's going to kill me with having two Jeffs.  

        3    Two Jeff Ks make it worse. 

        4            Jeff Kuester is a partner with the patent, 

        5    copyright and trademark firm of Thomas, Kayden, 

        6    Horstemeyer & Risley in Atlanta, Georgia.  He is 

        7    currently an Adjunct Professor at Georgia State 

        8    University College of Law, and he is currently the 

        9    Chair of the Patent Legislation Committee of the IP 

       10    Section of the ABA.  And as a member of the State Bar 

       11    of Georgia, he also is serving as Chair-Elect of the IP 

       12    Law Section. 

       13            And next we have our next Jeff K, Jeff Kushan.  

       14    He is a partner with Powell, Goldstein, Frazer & Murphy 

       15    in their Washington office.  Prior to joining Powell, 

       16    Goldstein, Jeffrey spent over ten years with the PTO, 

       17    including a two-year assignment to the Office of the 

       18    U.S. Trade Representative in Geneva, Switzerland.  And 

       19    before serving in Geneva, Jeff worked in the PTO's 

       20    Office of Legislative and International Affairs, where, 

       21    among other things, he authored the Patent Examination 

       22    Guidelines governing software.  So, you obviously have 

       23    nothing to say.  And he is also a member of the Adjunct 

       24    Faculty at George Washington University. 

       25            And then we have with us Rick Nydegger.  And 
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        1    Rick is a founding shareholder of Workman, Nydegger & 

        2    Seeley, which specializes in IP law.  He's currently an 

        3    Adjunct Faculty Member at Brigham Young's Law School.  

        4    He has worked closely with the PTO in the development 

        5    of several important policy initiatives over the years, 

        6    including he was the principal author of the AIPLA's 

        7    Response to the Commissioner's Request for Comments on 

        8    Computer-Related Inventions.  He is currently First 

        9    Vice President of the AIPLA and was recently inducted 

       10    as one of its fellows as recognition for outstanding 

       11    service. 

       12            Next we have Jay Thomas, and Jay is an 

       13    Associate Professor of Law at George Washington 

       14    University here in D.C.  He also serves as a Visiting 

       15    Fellow in Economic Growth and Entrepreneurship at the 

       16    Congressional Research Service as well as an instructor 

       17    at the PTO Academy.  Previously, he was a visiting 

       18    scholar at the Max Planck Institute in Munich and at 

       19    the Institute of Intellectual Property in Tokyo, and he 

       20    previously clerked for Chief Judge Helen Nye of the 

       21    Federal Circuit. 

       22            And lastly, we have Bob Young, who is the 

       23    co-founder and formerly CEO and Chairman of Red Hat 

       24    from '93 to 2000.  Bob was responsible for the early 

       25    success of Red Hat.  Red Hat is credited with driving 
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        1    the global, industry-wide adoption of open source 

        2    development practices.  For this work, he has been the 

        3    recipient of prestigious honors, including the Business 

        4    Week Magazine's Top Entrepreneurs for 1999.  In 1999, 

        5    he founded the Center for the Public Domain, a 

        6    nonprofit foundation that supports the growth of a 

        7    healthy public domain of knowledge and arts, and he was 

        8    chairman of the Center until 2002, when he founded 

        9    Lulu.  

       10            A little more logistics.  We are going to have 

       11    four short presentations.  They won't all be in a row, 

       12    and these are meant to be starting points for 

       13    discussion, targets, if you will.  I really want them 

       14    to spur discussion.  They're not meant to be 

       15    comprehensive or discuss both sides of all issues.  And 

       16    we should have a small -- a short break about halfway 

       17    through. 

       18            For those of you who haven't been here, turn 

       19    your table tent like this if you want to have us call 

       20    you.  And Jay Thomas has informed me that he's just 

       21    going to leave his tilted up, as with Jeff and Jeff. 

       22            Now, one of the things that's discussed, Ed 

       23    Kitsch refers to it as linguistic confusion, and that 

       24    is used to describe what many others have also 

       25    commented on in terms of the indiscriminate use of the 
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        1    word "monopoly" to describe a patent.  And the question 

        2    that Kitsch raises is, is there really disagreement 

        3    there, or is it just confusion about the language being 

        4    used, and that type of thing?  And this is really a 

        5    challenge that we have in these cross-disciplinary 

        6    debates.  And it's very pernicious to effective debate, 

        7    because it really undermines our ability to distinguish 

        8    when we don't understand one another and when we don't 

        9    agree with one another.  This general admonition is not 

       10    only something to keep in mind, but it seems like it's 

       11    particularly relevant here. 

       12            When I spoke to the panelists and invited them 

       13    to come to discuss business method patents and 

       14    software, some of them asked, well, what do you mean by 

       15    business methods, or some said, there is no such thing 

       16    as a business method patent, and that type of thing.  

       17    And so my response was, well, what should I mean?  And 

       18    towards that end, we're going to start off with Brian 

       19    Kahin, and his presentation will discuss in part what 

       20    does business method mean. 

       21            Then we are going to turn to the relationship 

       22    between business method patents and software patents, 

       23    and obviously embedded in all of this is the $100,000 

       24    question about are they abstract ideas, et cetera, and 

       25    should they be patentable.  All right. 
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        1            MR. KAHIN:  In fact, although I can't answer 

        2    that question, that is exactly what I'm going to talk 

        3    about. 

        4            First off, I guess we're picking up on the 

        5    theme of uncertainty that we were discussing toward the 

        6    end of the day yesterday and talking about it at a very 

        7    high political level.  What are business methods? 

        8            See, here is the director of the PTO in an 

        9    interview in Harvard Business Review, the premier forum 

       10    for the country's business executives, in an interview 

       11    entitled, "Can you Patent your Business Model?"  And he 

       12    answered that, "We distinguish between a model, which 

       13    is a general vision and strategy, and a business 

       14    method, which is a specific way of doing business." 

       15            Then he goes on to, of course, talk about 

       16    nonobviousness, utility and novelty and enablement, 

       17    leaving the business community with that single 

       18    sentence, that they do indeed distinguish, although he 

       19    suggests you might want to consult an attorney if you'd 

       20    like to find out how. 

       21            He's not afraid to take on the patent -- the 

       22    mainstream bar as well.  In an interview in the 

       23    O'Reilly Network with Tim O'Reilly, he asks, "How would 

       24    you feel if a lawyer was able to business -- to patent 

       25    an argument," and he doesn't basically have any problem 
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        1    with it as long as, of course, it meets the statutory 

        2    criteria. 

        3            Now, State Street Bank, which Jay will talk 

        4    about in greater detail, of course, says that this 

        5    business method exception never properly existed, and 

        6    it also, however, does not really explain what it was, 

        7    some general but no longer applicable legal principle 

        8    perhaps arising out of the requirement for invention 

        9    that was eliminated with the 1952 Act. 

       10            Now, this is -- what State Street does from a 

       11    practical perspective is it overturns the expectations 

       12    of 100-150 years of business practice, practice based 

       13    on free competition.  But what is it more precisely or 

       14    how does Judge Rich come to this decision?  Well, he 

       15    looks to the legislative history.  He looks to 

       16    Congressional intent and finds that it's not proper to 

       17    read any limitations into Section 101, and he, of 

       18    course, cites the language from the committee report 

       19    that was picked up by the Supreme Court in Diamond v. 

       20    Chakrabarty. 

       21            However, Diamond v. Chakrabarty involved new 

       22    technology.  The use of -- the creation of life forms 

       23    to eat bacteria -- or bacteria to eat oil spills, 

       24    rather, was not a technology known at the time of the 

       25    1952 Act, whereas the rule against business methods was 
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        1    established hornbook law.  There was also no discussion 

        2    at the time of the 1952 Act that Congress intended to 

        3    change the law with respect to business methods. 

        4            But it turns out that Judge Rich is actually 

        5    something of an authority on Congressional intent.  In 

        6    1963, he delivered a speech, the purpose of which was 

        7    to explain the intent behind the 1952 Act and the roles 

        8    played by the actual authors and the Congress.  Now, 

        9    this was in a sense a way to respond to the famous 

       10    colloquy on the floor of the Senate in which Senator 

       11    Saltonstall asked if the bill was intended to enact any 

       12    substantive change in the law or only codify it, and 

       13    Senator McCarran answered, it codifies it. 

       14            At the end of Judge Rich's article, he quotes 

       15    Representative Crumpacker, who says if you're looking  

       16    for the intent of Congress, you would do well to look 

       17    to the writings of Federico, Rich and Harris and the 

       18    others, because they really knew what was meant by the 

       19    bill.  And in fact, Judge Rich was, along with P. J. 

       20    Federico from the Patent and Trade -- or it was then 

       21    the Patent Office, was one of the two-man drafting 

       22    committee that drafted the original bill. 

       23            Now, despite the fact that this was an 

       24    ill-conceived exception, we still have to deal with it, 

       25    because a year after State Street, the American 
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        1    Inventors Protection Act was enacted, and in August -- 

        2    it was enacted in November.  In August, as part of a 

        3    compromise to secure a first inventor defense -- and as 

        4    I understand it, that's not really a first inventor 

        5    defense, it's prior user rights, you don't have to be 

        6    the inventor and you don't have to be first -- but this 

        7    was limited in a political compromise, according to 

        8    Howard Coble, to the State Street Bank case.  And the 

        9    reasons were, as elaborated by Representative Manzullo, 

       10    that it was not equitable to subject people who thought 

       11    that their business practices were unpatentable and had 

       12    maintained them to trade secrets, it was not fair to 

       13    sort of change the rules in midstream here. 

       14            Notice that he says, "Before State Street, it 

       15    was universally thought."  So, in this -- in 

       16    recognition of this pioneer clarification of the law -- 

       17    pioneer clarification, is that an oxymoron or does it 

       18    mean the first of many clarifications? 

       19            Then we have a late legislative history on the 

       20    first inventor defense which is quite a bit broader in 

       21    its interpretation.  This includes manufacturing.  In 

       22    fact, there are two separate statements by a Senator 

       23    and a Representative that make you think, since they 

       24    were exactly the same, that somebody had a very clear 

       25    idea of what business method should mean, and it should 
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        1    include manufacturing.  Coble's remark was actually two 

        2    days after the remark in the previous slide. 

        3            So, what does the PTO think?  Well, business 

        4    methods are really just automated financial or 

        5    management data processing methods, technical stuff, 

        6    and in fact, this is really just a change in the 

        7    format, that business methods like using a cash 

        8    register have been around for many years.  They've 

        9    simply been claimed differently.  And this is just 

       10    inevitable.  It's an inevitable result of progress. 

       11            The AIPLA report on business method conflates 

       12    business methods with software.  It says we already 

       13    dealt with software with the Advisory Commission of -- 

       14    Report of 1992, and the issues are the same. 

       15            The IPO's statement on business methods, well, 

       16    it doesn't define them, but it does suggest that these 

       17    are emerging technologies, when, in fact, the whole 

       18    thrust of State Street was to change the rule on 

       19    long-standing technology.  Certainly the PTO version of 

       20    business methods argues that it is a long-standing 

       21    technology. 

       22            Now, I have got some questions about this.  

       23    This is a statement that was approved unanimously by a 

       24    50-member board twice, saying that Congress should not 

       25    touch this.  I'm curious, because I'm -- I find it hard 
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        1    to believe that U.S. industry really wants innovation 

        2    and competition at a general level managed by lawyers, 

        3    courts and a federal bureaucracy.  When you look at 

        4    what individual companies have said on the rare 

        5    occasions where they have not voiced their views 

        6    through a trade association, presumably might have 

        7    thought about it a little more, "With the advent of 

        8    business method patenting," says IBM, "it is possible 

        9    to obtain exclusive rights over a general business 

       10    model which can include all solutions to a business 

       11    problem simply by articulating the problem." 

       12            And GE says in Europe, "We do not want the 

       13    lifting of the technical effect requirement," which is 

       14    very close to the distinction between patentable and 

       15    unpatentable business methods in Europe. 

       16            European opinion?  Well, here is the summary 

       17    from the UK Government's consultation, which shows 

       18    clearly that the weight of industry feeling is against 

       19    business methods.  Are UK executives fundamentally 

       20    different from American executives in the way they feel 

       21    about business methods?  The statement from the 

       22    European Patent Office I think makes it fairly clear 

       23    that it's a difference in disciplinary background, 

       24    societal and financial relationships, not the stuff of 

       25    engineering, not associated with the natural sciences. 
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        1            Now, another way to understand this is to look 

        2    at software, and I'm not going to go into this in 

        3    detail, but here are some of the reasons why software 

        4    is different.  Fine granularity, it's a complex 

        5    product, and innovation is notoriously incremental.  

        6    But also in software, there's this huge range of 

        7    granularity, from code to concept, and business methods 

        8    are really at the high end of that.  It's hard to 

        9    distinguish between whether one-click patent is a 

       10    business method or a high-level software concept, user 

       11    interface concept. 

       12            Network effects, of course, are typical of 

       13    software.  They are not really a problem in business 

       14    methods.  The problem in business methods is breadth, 

       15    coarse granularity, it's at the high level, abstraction 

       16    and breadth, not technology in the usual sense, but may 

       17    preempt technological implementations.  This is the 

       18    crux of IBM's position.  They don't want business 

       19    methods.  They don't want people sitting around in 

       20    conference rooms thinking up business methods and 

       21    preempt their opportunities to invest a lot of R&D 

       22    money in software solutions. 

       23            Just noting that low barriers to entry are 

       24    similar in both cases, but the documentation issues are 

       25    quite different.  The documentation problem with 
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        1    software is an over-abundance of information. 

        2            In Europe, the line tends to get drawn around 

        3    technicity, and this is an EPO press release from 

        4    August of 2000 that I think is a bit stricter than the 

        5    standard enunciated in the EC's recent proposed 

        6    directive.  I did want to flag the term "social 

        7    processes," which is introduced in that proposed 

        8    directive as a way to talk about business methods and 

        9    beyond with no technical contribution. 

       10            Conclusions?  I think it's very important to 

       11    define competency.  From an institutional perspective, 

       12    you can't expect one agency to cover everything, and 

       13    that's essentially what the State Street decision has 

       14    put the PTO in the position of doing. 

       15            I think that the competency needs to be linked 

       16    with the "person having ordinary skill in the art" 

       17    standard.  We do have a mechanism in patent law for 

       18    identifying the field of innovation.  It's difficult to 

       19    apply outside mature technological fields, and of 

       20    course, the Patent Office may not approach it 

       21    rigorously.  It will be applied rigorously only in 

       22    litigation. 

       23            However, it ignores -- a fundamental problem of 

       24    the PHOSITA standard is it ignores the growing reality 

       25    of team-based innovation, that innovation nowadays 
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        1    comes increasingly from multi-disciplinary teams, and 

        2    this would be particularly true for business methods 

        3    understood broadly. 

        4            At the same time, however, we have this low 

        5    nonobviousness standard for combinations that was 

        6    discussed yesterday, and in my view, this dual standard 

        7    ought to be eliminated, and we ought to be willing to 

        8    draw lines around patentable subject matter.  And I say 

        9    this recognizing that this is a chronic policy problem 

       10    in an age of porous boundaries, that it is hard to 

       11    maintain lines.  But the alternative is to swallow the 

       12    world, and I don't think that's what the patent system 

       13    should be doing. 

       14            Thank you. 

       15            MS. GREENE:  Thank you, Brian.  That was very 

       16    interesting and very provocative.  One event that I 

       17    wanted to add to your chronology was that Brian 

       18    actually was the first person to organize a public 

       19    event on software patents, and that was for the MIT 

       20    Communications Forum in 1988.  And I'm curious about 

       21    when you were holding that conference, would you have 

       22    anticipated that the debate about software and 

       23    ultimately business methods would be where it is today? 

       24            MR. KAHIN:  That's easy to answer.  No.  There 

       25    was certainly no reason to suspect that we were going 
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        1    to be dealing with business methods today. 

        2            MS. GREENE:  Now, the definitional -- you 

        3    presented a number of definitions regarding business 

        4    methods, some inconsistent, et cetera.  What are we 

        5    supposed to draw from that, and what do other people 

        6    draw from that? 

        7            MR. KAHIN:  I don't think we can draw anything 

        8    from it at this point.  I think it would -- it's ripe 

        9    for some kind of authoritative definition.  One thing 

       10    that is worth pointing out in terms of the difficulty 

       11    of this debate is that in an earlier version of the 

       12    American Inventors Protection Act, there was, in fact, 

       13    a provision for a study by the GAO which could have 

       14    given some definition to this problem.  Now, my 

       15    understanding is that that was removed at the behest of 

       16    the Patent Bar or perhaps IPO, I'm not sure which. 

       17            MS. GREENE:  Jay? 

       18            MR. THOMAS:  I believe that the definitional 

       19    problems are overstated.  It seems to me that if you go 

       20    to a college campus and are asked to decide whether the 

       21    course is in marketing or differential equations or 

       22    high-temperature superconductivity, that -- or 

       23    low-temperature, I should say, you would be able to 

       24    figure out which part of the campus to wander to in 

       25    order to attend the class. 
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        1            We already have to make the decision, because 

        2    the First Inventor Defense Act tells us we must, and 

        3    the reality is the PTO has to define every invention 

        4    that comes through the door.  In fact, it does have a 

        5    universal encyclopedia of all fields of endeavor and 

        6    has to slap things into particular categories so they 

        7    can match the expertise of examiners to that subject 

        8    matter. 

        9            Also, the Berman-Boucher Bill offers a 

       10    definition, which was sort of met with a muted response 

       11    by the patent bar.  It just said, well, we still can't 

       12    do it.  There weren't a lot of discussions about the 

       13    particulars of that definition, which I think was 

       14    certainly at least a good start and perhaps answered a 

       15    lot of these questions.  So, I've always found that to 

       16    be not a robust explanation for why we're not trying, 

       17    and I would also say some hard things are worth doing 

       18    in any event. 

       19            MS. GREENE:  Jeff? 

       20            MR. KUSHAN:  I have -- I don't know if I've 

       21    suffered, but at least I've listened for a long time 

       22    about the definitional question.  And I often am 

       23    reduced to being way too practical in terms of trying 

       24    to imagine the patent examiner sitting inside the 

       25    Patent and Trademark Office at his desk and looking at 
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        1    an application and sitting there with this imponderable 

        2    question of, what is this, when ultimately it doesn't 

        3    really matter what it is, because we have to evaluate 

        4    what the claims are, whether there are discrete steps 

        5    that are required to be practiced, and then whether 

        6    those discrete steps that make up the process are in 

        7    the prior art or not or whether they are reflective of 

        8    what is perceived by the inventor to be the invention 

        9    and how would we measure that. 

       10            And I think part of the problem with the 

       11    business method definitional debate is that ultimately, 

       12    if you draw a line, us evil patent lawyers will 

       13    immediately circumvent it by putting words in the claim 

       14    to mask what the invention is, to make sure it fits 

       15    into the boundary you've just defined.  And it's not a 

       16    fruitful path for tackling the fundamental problem, 

       17    which is to make sure that patents, when they come out 

       18    of the Patent Office, or if they come out of the Patent 

       19    Office, have a scope which does not distort the 

       20    business environment, where you have a true innovation 

       21    that merges different types of disciplines so that 

       22    there's never been before that technique or process 

       23    used in the marketplace. 

       24            We want to make sure that, you know, there 

       25    should be no free riding of that invention, and 
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        1    ultimately we get things moving forward as technology 

        2    and, you know, the convergence of technology and 

        3    business. 

        4            The task that, you know, given the environment 

        5    of the PTO examination process, there are only so many 

        6    things that can be done well by the Patent Office.  And 

        7    to the extent that we can keep the examination process 

        8    focused on the measurement criteria of inventiveness as 

        9    opposed to the definitional criteria of eligibility, 

       10    the likelihood is that you'll have a lot more patents 

       11    coming out that people will not be upset about.  I 

       12    mean, people get upset about these patents that come 

       13    out that have, you know, you have a beautiful picture 

       14    painted by the inventor saying, this is the coolest 

       15    thing you'll ever see, and then you look at the claim, 

       16    and you look at what they just described, and you 

       17    wonder what's the connection.  There is no connection, 

       18    because they omit all the things that make it cool. 

       19            Now, if you were to get patent claims coming 

       20    out of the Patent Office which people had a matching of 

       21    the coolness with the claim scope, no one would be 

       22    upset.  And that's ultimately the challenge for getting 

       23    the patent examination process to produce that level of 

       24    satisfaction.  You know, I have some of this in my 

       25    talk, so I don't want to preempt anything, but it's an 
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        1    important thing to look at when you're looking at what 

        2    the Patent Office can produce relative to public 

        3    expectations. 

        4            MS. GREENE:  And Jeff will be giving a 

        5    presentation towards -- later on in the session.  And 

        6    one of the reasons why we're addressing this up front 

        7    is because ultimately one of the questions becomes the 

        8    extent to which if you don't have this eligibility 

        9    criteria up front, whether or not subsequent 

       10    evaluations can sort of do the job and tease out that 

       11    which is not novel and obvious and that type of thing. 

       12            Let's see here, Mark? 

       13            MR. JANIS:  I guess I was a little surprised by 

       14    Jay's remark regarding the -- how robust the 

       15    definitional question is.  I tend to think that it is 

       16    pretty robust, actually, just for a couple of reasons.  

       17    I just think it imposes an awful lot of costs on the 

       18    system when we try to draw these kinds of lines and 

       19    then attach serious consequences to them, you know, the 

       20    proposed legislation that says if you fall into the 

       21    category of a business method, lots of bad things will 

       22    happen.  And that's going to generate a lot of 

       23    ancillary litigation over this preliminary question of 

       24    whether you're a business method or not. 

       25            And the history in this area is bad.  If you 
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        1    look at 20 years of debate over software patents and 

        2    what was an algorithm, what was a mathematical 

        3    algorithm, what was math, there were tremendous costs 

        4    sunk into that question.  And I look at those cases and 

        5    wonder, you know, gosh, was it really all worth it, or 

        6    does this tell us that eligibility just really is a -- 

        7    is very clumsy as a discriminator and other doctrines 

        8    would do better? 

        9            So, I tend to be hesitant and pretty suspicious 

       10    about the notion that we ought to try -- it may be that 

       11    ultimately we could come up with an elegant definition 

       12    of business methods, but I just think that the costs 

       13    entailed in getting there might not ultimately be worth 

       14    it.  And I just harken back to all the debates that we 

       15    saw initially over software patents in thinking about 

       16    that. 

       17            So, I guess when I listened to Brian, I was 

       18    thinking that the definitional question is exactly the 

       19    point, that is exactly the right place to start.  He 

       20    didn't say very much about the specific language of the 

       21    proposed bill, the HR 1332, but as you look at the 

       22    language in that definitional section, I can see big 

       23    problems there, or I can see lots of opportunities for 

       24    litigation there. 

       25            You know, for example, part of the definition 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       27

        1    says, "any technique used in instruction."  That would 

        2    be a business method.  Well, I can -- almost anything 

        3    would be a business method, I think, under that 

        4    definition, even sort of conventional technical 

        5    processes that we've thought for a hundred years were 

        6    eligible subject matter.  So, the main point here is 

        7    that I just -- I really wonder whether trying to place 

        8    so much pressure on an eligibility criterion is the way 

        9    to go as opposed to looking to other doctrines, 

       10    obviousness, enablement and so forth. 

       11            MS. GREENE:  Thank you. 

       12            Rick? 

       13            MR. NYDEGGER:  Yes, I agree, and --

       14            MS. GREENE:  Can you all speak into the mike, 

       15    and also I forgot to tell you, our court reporter has 

       16    asked you to identify yourself the first few times you 

       17    speak to make life easier. 

       18            MR. NYDEGGER:  Rick Nydegger. 

       19            I agree with much of what Professor Janis is 

       20    saying.  I think that the definition of business 

       21    methods is terribly important, because I think it's 

       22    really tied to what I think is a very important 

       23    question in terms of what is it exactly that's 

       24    bothering us about the patent system?  And I think it's 

       25    one thing if you talk about business methods in its 
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        1    broadest sense, which might encompass all kinds of 

        2    different things, not tied at all to computer 

        3    technology, methods for teaching golf or sports 

        4    activities, methods for chemical processes for 

        5    producing pharmaceuticals or any almost unlimited 

        6    variety of different things, which seems to be in some 

        7    respects the scope of the term as it was introduced in 

        8    the Berman-Boucher bill back a year or two ago. 

        9            On the other hand, if what's really bothering 

       10    people is related to the idea that we are now 

       11    struggling and dealing with something that's a 

       12    relatively recent development in the sense of 

       13    e-commerce technology -- that is to say, where once we 

       14    were transacting business in a very conventional way 

       15    using paper and transactional methods that involved 

       16    human interaction, today, all of that is occurring 

       17    increasingly through the medium of the internet, using 

       18    computer networks and computer technology  -- well, if 

       19    it is the concept that those kinds of electronic 

       20    transactions, some of which are now the subject of 

       21    patenting, are things that are bothering us, then I 

       22    think it's important to define business methods in that 

       23    context, so that we understand what it is that is 

       24    troublesome about the system. 

       25            So, failure to adequately look at and define 
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        1    that term I think tends to really obscure the problem 

        2    that one is dealing with, and it is precisely for that 

        3    reason that I think the definition is terribly 

        4    important. 

        5            I think the other thing that is maybe worth 

        6    noting is that it seems like whenever we talk about 

        7    this whole issue of business methods, we in some 

        8    respects end up passing like ships in the night, 

        9    depending upon whether we're focusing -- and this gets 

       10    back to a comment that Professor Janis just made -- 

       11    whether we're focusing on the question of patent 

       12    eligibility in the first instance or whether we're 

       13    focusing on the question of the ultimate inventive 

       14    merit or contribution that's made by the business 

       15    method.  And there's a lot of confusion it seems to me 

       16    in the discussion, the debate, that is surrounding this 

       17    whole area about those two fundamental concepts, and I 

       18    think that the policies that come into play in those 

       19    two respects, again, are very, very different. 

       20            On the one hand, with respect to Section 101, 

       21    the policies that drive that section, it seems to me, 

       22    are and ought to be liberal.  We ought not to exclude 

       23    in the first instance entire classes of new technology 

       24    as opposed to testing those in terms of inventive 

       25    merit. 
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        1            MS. GREENE:  Thank you. 

        2            Robert? 

        3            MR. YOUNG:  Bob Young. 

        4            Rick, you just triggered one of my real 

        5    concerns with the whole concept of the Patent Office.  

        6    And it just came up reading -- who's the Chairman, 

        7    Muncy, is it? -- his comments on the growth of the 

        8    patent industry.  Twenty years ago, we were patenting 

        9    66,000 items; today we're patenting 175,000 items per 

       10    year.  Any of you guys have an average cost of what it 

       11    costs to patent something?  Is there a number in the 

       12    industry? 

       13            UNIDENTIFIED SPEAKER:  $25,000. 

       14            MR. YOUNG:  $25,000, 175,000 patents, works out 

       15    to, what, something in excess of a $3 billion industry 

       16    to file patents.  I think just the reverse.  I think we 

       17    have to have patent legislation that is extremely 

       18    conservative as opposed to liberal.  We should avoid 

       19    patenting things unless we can prove economically that 

       20    there is a value to us as a society for awarding that 

       21    patent. 

       22            The drug companies who spend huge amounts of 

       23    money inventing the drug, even bigger amounts of money 

       24    building the factory to produce the drug, and then even 

       25    bigger amounts of money getting that drug approved 
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        1    through the FDA process, deserve patents to make a 

        2    return on that investment. 

        3            Software companies, Mark Ewing in my Red Hat 

        4    company that we started on our credit card balances, 

        5    absolutely did not deserve to get a patent on the 

        6    various pieces of software that we wrote as part of our 

        7    product.  It just -- it would have cost us more, 

        8    dramatically more, money to register those patents and 

        9    defend them, than it would have cost us to produce the 

       10    technology around the patents. 

       11            So, in order to avoid this growth industry, 

       12    this $3 billion industry pushing for greater and 

       13    greater patentability, I think we have to write 

       14    legislation that goes the opposite direction. 

       15            MS. GREENE:  Bob was referring to Chairman 

       16    Muris' speech, which we have up on our website.  And it 

       17    was given during I think the ABA meeting in November.  

       18    So that's still online if you want to find that. 

       19            I'm going to have just two last comments here.  

       20    I'm going to let Brian respond to sort of what he 

       21    started.  And then I want to have Jeff take this up, 

       22    because one of the things that Brian mentioned in his 

       23    presentation was IBM's comments about business method 

       24    patents making it possible to obtain exclusive rights 

       25    over a general business model, and that could include 
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        1    all solutions to a business problem.  And I think that 

        2    really sort of dovetails with Rick's question of what 

        3    is it here that's bothering us. 

        4            So, Brian, can you turn to more of the 

        5    definitional questions, and then I'd like Jeff to 

        6    actually give a presentation which goes directly to the 

        7    questions of the impact on businesses.  And then we'll 

        8    switch gears there. 

        9            MR. KAHIN:  Well, partly I wanted to respond to 

       10    Jeff's statement, which I think would apply -- this 

       11    Jeff -- this Jeff, the other one hasn't had a chance -- 

       12    if the test was just novelty.  But the problem is the 

       13    test is nonobviousness as well, and this is a very 

       14    expensive test.  And I think we have reason to think 

       15    it's extremely expensive for software because of the 

       16    prolific nature of the industry.  There are a lot more 

       17    innovations to separate obvious from nonobvious, and 

       18    there are problems in evaluating the prior art. 

       19            So, I think Bob's aiming at the application 

       20    costs to get a patent, that is, the filing fee and the 

       21    lawyer's fee, is only the tip of the iceberg, and that, 

       22    as has been pointed out repeatedly here, the real costs 

       23    of evaluating patents don't surface until you get into 

       24    a dispute, and that's where the money really starts 

       25    flowing.  We don't know how that money flows between 
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        1    the time the patent is issued and the time it ends up 

        2    in court. 

        3            The court -- the figures on litigation, which I 

        4    cited a month ago, are that for a case in which less 

        5    than a million dollars is at stake, the average costs 

        6    per side are $499,000.  Those are AIPLA's figures from 

        7    the economic report. 

        8            What we don't have here, and I want to take 

        9    issue with Mark now on the -- where do we concentrate 

       10    our resources?  What we hear from the patent bar is you 

       11    concentrate your resources on determining these four 

       12    factors, that that's the priority.  So, there's no 

       13    engagement -- I'm sort of surprised to -- and gratified 

       14    to hear Rick at least defend looking at the definition 

       15    of business method, because there's no willingness 

       16    there to engage economic differences among 

       17    technologies, why business methods are different, why 

       18    software is different.  Because there's no willingness 

       19    to engage, there is no dialogue within the patent 

       20    system that connects to economic reality. 

       21            MS. GREENE:  Let me let Rick respond and then 

       22    we'll turn to Jeff Kuester's presentation and comments. 

       23            MR. NYDEGGER:  Thank you, Rick Nydegger. 

       24            I also wanted to make a comment very quickly 

       25    about this notion that, quote unquote, "business 
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        1    methods" are somehow uncoupled from technological 

        2    advancements.  I think, again, that that is a common 

        3    misperception that exists.  I think it's possible that 

        4    patent claims can be written in a way in which those 

        5    claims are probably so broad that they do uncouple from 

        6    technology.  But on the other hand, it seems to me that 

        7    that gets more to a problem of patent quality and the 

        8    ability of the U.S. Patent Office to carefully and 

        9    thoroughly perform its statutory duty of examination 

       10    and issuing patents that are quality patents and that 

       11    are valid and sustainable. 

       12            A case in point, an example, I suspect that 

       13    word-processing software, for example, or an operating 

       14    system software such as Windows might well be viewed as 

       15    a so-called business method, because those things are 

       16    used extensively in conducting various kinds of 

       17    business planning in different ways and through a whole 

       18    variety of different kinds of operations.  So, the 

       19    question is, are those kinds of software completely 

       20    uncoupled from technology?  Not necessarily. 

       21            For example, there are ways of rendering 

       22    characters that get to be very, very technical, display 

       23    sampling or sub-pixel elements and those kinds of 

       24    things.  And what this tends to do is to illustrate 

       25    again that I think it depends upon the environment 
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        1    you're operating in and the claims before the Patent 

        2    Office as to whether that claim truly is a well-known 

        3    business technique or whether the claim is something 

        4    that really does start to represent a new technological 

        5    advance not found in the prior art. 

        6            MS. GREENE:  Thank you. 

        7            Jeff Kuester? 

        8            MR. KUESTER:  Thank you, Hillary. 

        9            I'm very honored to be here, included in this 

       10    great bunch of folks. 

       11            MS. GREENE:  We have you in the southern 

       12    corner. 

       13            MR. KUESTER:  Yeah.  It is with great pleasure 

       14    that I am here and am able to participate in this.  I 

       15    think these are very important hearings, and hopefully 

       16    you're getting a lot of good information out of this.  

       17    And the comments I've heard so far I think are 

       18    advancing the discussion quite a bit.  I do have a few 

       19    comments that I wanted to respond to Jay, because he, 

       20    of course, touched a hot button of mine, which is the 

       21    definitional issue as well, and I know he's spent a 

       22    good deal of time on it.  But it is certainly an issue 

       23    that I don't think we can sweep under the rug at this 

       24    point. 

       25            First, responding to your question about 
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        1    industry, I wrote a law review article not too long ago 

        2    with Georgia State Law School on this issue of business 

        3    method patents and did some research and looked around 

        4    and tried to see, you know, is there really good 

        5    evidence of industry impact either way.  And of course, 

        6    it's still very early.  I'm particularly interested in 

        7    hearing the results of the study that's due to come out 

        8    end of this year I think the Yale University 

        9    President's involved with, right? 

       10            MS. GREENE:  National Academy of Sciences, yep. 

       11            MR. KUESTER:  -- National Academy of Sciences, 

       12    that will hopefully shed some light in this area, 

       13    because to this point, my experience has been that 

       14    there's just a bunch of colloquial assumptions, broad 

       15    assumption-based reasoning in this area on both sides 

       16    of the argument, that it's simply, "Oh, well, patents 

       17    are good for innovation because they always have been," 

       18    or, you know, "These are different from everything else 

       19    we've ever seen, so -- there's no evidence -- so we 

       20    need to, you know, rethink it." 

       21            Those types of arguments, and there are quite a 

       22    few of them like that, are still without any 

       23    substantive, actual impact evidence from my 

       24    perspective.  I mean, from a patent attorney's 

       25    perspective, it certainly resonates with me that, you 
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        1    know, we've seen advances in technology before, broad 

        2    new areas, and the patent system is set up to be sort 

        3    of subject-matter-blind with respect to some of the 

        4    lines we're trying to draw right now.  And 

        5    consequently, I'm a little bit skeptical that, you 

        6    know, the sky is falling, and there are antitrust 

        7    problems and competition issues with yet another new 

        8    area of technology that the patent system has always 

        9    been able to handle. 

       10            But by the same token, again, that's just 

       11    anecdotal, you know, reasoning, not based on, you know, 

       12    what's really happening out there.  Is this spurring 

       13    innovation or not?  So, while I wish I could answer 

       14    your question affirmatively  -- my heart says that this 

       15    is good for the economy, it's good for our society in 

       16    general, for patents to be in this area if properly 

       17    tailored and of the correct scope  -- I think it's very 

       18    difficult for anyone to speak without making some broad 

       19    assumptions economically, based on the evidence I've 

       20    seen so far.  But again, that could change.  Maybe 

       21    we'll get -- you know, the latest, greatest study will 

       22    come out and say, you know, clearly business methods 

       23    are different from everything else, and their societal 

       24    impact is so small compared to the cost they have that 

       25    we just need to restrict them somehow.  But I just 
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        1    haven't seen that yet. 

        2            Regarding the definitional issue, you know, the 

        3    PTO has said for a while that they've been issuing, you 

        4    know, these patents for decades.  Yet the court says, 

        5    you know, that it's been universally accepted that you 

        6    can't patent them.  So, I think Jay's first pointing to 

        7    the Patent Office and saying that the definitional 

        8    issue is fairly straightforward, you know, they're 

        9    doing it already, I think that causes question in that 

       10    area.  If they think they've been issuing them, but the 

       11    court says, no, you haven't, then there is some 

       12    question right there between, you know, what really are 

       13    we talking about here?  Is this something that's been 

       14    around forever but the court says no?  Who's right? 

       15            The Berman-Boucher Bill I do think was an 

       16    excellent start.  Whoever drafted that definition did a 

       17    wonderful job trying to move the ball forward, but as 

       18    was said by some others on the panel here, there are 

       19    some big problems with the definition still. 

       20            I think the extreme ends of the definitional 

       21    question are fairly clear.  I've used the example 

       22    before, if someone were to call me up and say I want a 

       23    patent for the way my secretary answers the phone for 

       24    me, you know, she always say, well, you know, who's 

       25    calling first, and then she says, you know, if it 
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        1    answers no, then she asks who it is, you know, that 

        2    seems fairly straightforward that that's a business 

        3    method.  It's something used in business.  There's not 

        4    much technology involved, though there is a phone 

        5    system involved, so now we're, you know, heading down 

        6    the technology road a little bit, but that seems to be 

        7    at one end of the extreme.  It seems fairly businessy, 

        8    and it just feels that that would be covered by 

        9    something we would call a business method. 

       10            On the other end of the spectrum, of course, 

       11    you've got drugs and door locks and automobile engines 

       12    and things that just feel very unbusinessy.  But when 

       13    you start getting in the middle, particularly when the 

       14    internet gets involved, when you start in software, 

       15    immediately you get into a very vast, confused area of 

       16    no matter what words you try to attach, you know, 

       17    businessy or whatever other characterization you want 

       18    to attach to the words.  And I agree with Jeff Kushan, 

       19    it's -- you know, patent attorneys -- I think you said 

       20    us evil patent lawyers -- are very good at figuring out 

       21    how to throw in some technical-sounding words, and all 

       22    of a sudden it's got a technical effect, or, you know, 

       23    take out the businessy sounding words, and all of a 

       24    sudden it doesn't sound businessy. 

       25            So, trying to attach words to this thing we're 
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        1    calling business methods is, I think, a very difficult 

        2    task.  The AIPA defense, frankly I don't think it's 

        3    going to get used very much.  Congress was certainly 

        4    reacting, as was pointed out earlier, to what seemed to 

        5    be a surprise.  I know personally when I read through 

        6    the State Street decision, I saw the section on 

        7    business methods and thought, what does business 

        8    methods have to do with State Street?  And I kept 

        9    reading and thought, oh, now I see.  It finally made 

       10    sense, but immediately that jumped out to me as an area 

       11    that I wasn't expecting. 

       12            I was expecting to hear, you know, mathematical 

       13    algorithms, they're still patentable if there's a 

       14    practical impact or a practical result, and then all of 

       15    a sudden, and oh, by the way, business methods are 

       16    patentable, too. 

       17            But then it -- once I got to thinking about it, 

       18    well, you know, yeah, it is sort of a business issue, 

       19    and it's in software, so they -- it's good that they 

       20    took that issue up and I guess it was ripe for 

       21    consideration.  But the AIPA defense that was created 

       22    in response to that decision was -- still lived in a 

       23    very small area of patent law.  If you dive into it, 

       24    you will see these are types of prior uses -- which I 

       25    agree, it's not a first inventor defense, it's a prior 
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        1    use -- that are not prior art.  If there's prior art 

        2    that's there, then you're just going to invalidate the 

        3    patent. 

        4            So, you're talking about activities which are 

        5    not prior art that have been around more than a year, 

        6    used in business commercially, that they can prove, so 

        7    we're talking about a very small -- and it's 

        8    nontransferable, it just happens to be that defendant, 

        9    who happened to be using it already for more than a 

       10    year noncommercially and it wasn't prior art -- I mean 

       11    commercially, and it wasn't prior art somehow. 

       12            So, I don't think we're going to be seeing a 

       13    lot of litigation trying to figure out what the 

       14    definition is.  It would be good if the court came out 

       15    and told us, but I just -- I don't see it.  There 

       16    hasn't even been a case asserted yet, I haven't even 

       17    seen one, and it's been out for a couple of years now 

       18    at least.  So, I think we're still sort of adrift in a 

       19    sea of uncertainty in terms of what business methods 

       20    mean, either statutorily or if the Patent Office or 

       21    another regulatory agency were to try to go in and say, 

       22    you know, everything's okay except for these business 

       23    method things. 

       24            They'd need to go into pages and pages of 

       25    definitions, and then would we be better off after the 
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        1    pages, because then you start having to define the 

        2    terms you've just used to try to define the term you 

        3    started out trying to define.  It just -- the patent 

        4    law itself is going through quite a bit of difficulty 

        5    in that area  right now, and just what do words mean in 

        6    the claims, and do you go to the specification and 

        7    different areas.  And it seems, you know, defining what 

        8    we mean, what are these terms, I don't think can just 

        9    be, you know, shifted under the rug like Jay was trying 

       10    to minimize it. 

       11            MS. GREENE:  Right.  Well, defining the words, 

       12    on that point I'd just like to say I'm very glad we 

       13    have a patent attorney officially sanctioning the use 

       14    of the word "businessy," so I --

       15            MR. KUESTER:  I am like my own lexicographer, 

       16    so I'll take that one. 

       17            MS. GREENE:  Now, the other thing I wanted to 

       18    ask you about is what your heart is saying.  You say 

       19    that your heart says that you think business method 

       20    patents are promoting innovation.  I suspect -- and 

       21    then you mentioned generally, plus the information that 

       22    I've seen or the evidence that I've seen. 

       23            MR. KUESTER:  Right. 

       24            MS. GREENE:  You know, if we assume for the 

       25    sake of argument that neither side of the debate can at 
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        1    this point point to any empirical evidence that's, you 

        2    know, iron-clad, et cetera, what are the types of -- 

        3    given that the evidence is unclear, what is it that you 

        4    tend to focus on that makes you sort of lean one way 

        5    versus the other way, et cetera? 

        6            MR. KUESTER:  Well, in all honesty, I'm a 

        7    patent attorney --

        8            MS. GREENE:  Okay. 

        9            MR. KUESTER:  -- so from a biased perspective, 

       10    I think my heart may be there just because that's what 

       11    I do.  But trying to divorce myself from what I do as 

       12    part of this $3 billion industry, I --

       13            MR. YOUNG:  Sorry, $4.3 billion. 

       14            MR. KUESTER:  -- $4.3 billion industry, as I 

       15    was saying, if there isn't really good evidence that we 

       16    can rely on that's not disputed -- and maybe that's too 

       17    much to ask for, that there's no real, you know, 

       18    disputes -- then as I was saying, I think that the 

       19    patent system has dealt with new areas of technology 

       20    before, and so this is a new area where I think they're 

       21    going to react. 

       22            Frankly, I think a lot of the problems have 

       23    come up because of the press and other groups of people 

       24    who are reacting to seemingly overbroad patents in this 

       25    area, which just say, "How could anybody get a patent 
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        1    on that?"  It's not unlike any defendant when they get 

        2    accused of infringement, their immediate response is, 

        3    "How could anybody get a patent on that?"  It's a very 

        4    common response.  But then when you sort of explode 

        5    that with the internet explosion -- and the internet is 

        6    peculiar in the sense that it involves telecom as well, 

        7    which is a time-honored, patentable area  -- so, you 

        8    combine these different factors, and all this 

        9    excitement about everything, it seems to me just a bit 

       10    misplaced in that the patent system is going to adapt 

       11    and handle this just like it has handled everything 

       12    else. 

       13            And therefore, the patent system inherently 

       14    promoting innovation, this is just another aspect of 

       15    something else that's patentable.  It's hard to draw a 

       16    line and say, well, this is not, for some particular 

       17    reasons. 

       18            Now, if we step back and say there just is 

       19    really no evidence of the patent system at all 

       20    promoting innovation, I mean, you have to question 

       21    whether or not, you know, America being the economy 

       22    that it is, where would it be without the system that 

       23    it had.  Or we're all of a sudden off and running into 

       24    an area where, you know, do we really want to try to 

       25    change something that's been an integral part of our 
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        1    economy, that's maybe played a part in getting us where 

        2    we are today?  Do we really want to now put I would 

        3    think a restraint on the e-commerce part of our economy 

        4    where it's suffered quite drastically in the recent 

        5    year or two, as all of our 401(k)'s probably know.  But 

        6    given that investment dollars are going to be tighter 

        7    than ever in this area, if now, copyright not existing 

        8    and hasn't been for a while, we are going to pull 

        9    patent away from that area as well, are we really going 

       10    to now cripple any development in the e-commerce area, 

       11    where I think the future lies in many regards for our 

       12    economy? 

       13            MS. GREENE:  Right, I'll turn to Rick in a 

       14    moment, just throw one more thought out onto the table.  

       15    One of the things that's been mentioned thus far is 

       16    when it comes to whether or not business methods and 

       17    software patents promote innovation, the question is 

       18    whether or not the inventors are able to get a return 

       19    on their money and whether they're able to, 

       20    particularly in high capital-intensive industries. 

       21            The other element to the equation in terms of 

       22    the social trade-off is what is being disclosed, and I 

       23    was wondering if we can also put on the table what 

       24    about the disclosures attendant to software make them 

       25    particularly able or unable to promote innovation? 
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        1            Rick? 

        2            MR. NYDEGGER:  I have comments in a number of 

        3    respects.  Going back to his filed application for the 

        4    method of answering the telephone, it's one thing to 

        5    patent something as broadly as that.  It's something 

        6    else quite different again to, again, patent a 

        7    technique that truly goes beyond that in new and 

        8    interesting and potentially valuable ways. 

        9            For example, let's take that example, and 

       10    suppose that someone had developed a technology using 

       11    voice recognition in some sort of very sophisticated 

       12    method for analyzing the voice pattern.  When someone 

       13    calls in, the secretary says, "Who's calling, please?"  

       14    The software then immediately, based on the response, 

       15    recognizes through that pattern recognition who's on 

       16    the telephone.  And suppose that that enables the 

       17    attorney, Mr. Kuester, in the morning when he steps in 

       18    the office and knowing he's programmed into his laptop 

       19    computer a particular prioritization for incoming calls 

       20    that day, that voice recognition pattern then says, oh, 

       21    this is somebody in your family.  Well, he's 

       22    prioritized that at the top of the list.  If they call, 

       23    they are to be passed through, and that immediately 

       24    pops up on the secretary's screen, this call is 

       25    acceptable. 
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        1            Now, that appears to be much more like 

        2    technology and like something that ought to be 

        3    protected.  That illustrates the point.  And therefore, 

        4    it sort of begs the question to talk about the mere 

        5    fact that some kinds of patents deal with technology 

        6    that have a result, if you will, on the one hand of 

        7    being useful in some business method context.  Clearly 

        8    that's a business method in the sense of, you know, a 

        9    method for answering a telephone. 

       10            Now, I dare say that if a patent issued on 

       11    something like that, you might well get some people out 

       12    there who are saying, "Oh, you can't patent that.  

       13    That's simply a method for answering the telephone."  

       14    On the other hand, there's a good deal of technology 

       15    that goes into that. 

       16            Now, as a follow-on to the comment that Bob 

       17    made and I think also that Professor Kahin made, what 

       18    about allocation of resources for protecting that kind 

       19    of technology?  Back in 1992, which is almost 

       20    tantamount to the Jurassic Age for software technology, 

       21    the Advisory Commission on Patent Law Reform found that 

       22    the software industry at that time accounted for over 

       23    $36.7 billion of the U.S. -- gross product, and I would 

       24    venture to say that it is significantly higher than  

       25    that today. 
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        1            Spending -- and I don't think we should perhaps 

        2    assume too quickly for purposes of the record that the 

        3    patent profession is spending something like $3 or $4 

        4    billion.  I don't know that that's really a -- you 

        5    know, ought to be considered to be a finding, but even 

        6    if it were, is it inappropriate to spend dollars in 

        7    that magnitude to attract investment capital, which 

        8    often is a primary concern for investors when they're 

        9    looking to fund new kinds of technology development 

       10    like the automated secretarial answering system, if we 

       11    can use that as an example. 

       12            I mean, without those kinds of protections in 

       13    place, very often these kinds of startup companies and 

       14    these kinds of technologies would not get funded.  So, 

       15    it seems to me that it's not at all inappropriate to 

       16    look at spending those kinds of resources to protect 

       17    that technology for that, among other purposes.  Not 

       18    only that, patents can and often do put these kinds of 

       19    startup companies on a more level playing field with 

       20    respect to the dominant players in a market industry.  

       21    That's not an unhealthy competition policy, it seems to 

       22    me.

       23            MS. GREENE:  Let's turn to some more comments 

       24    and just have people, to the extent that they want to, 

       25    comment on the opposing example that Rick proposed, 
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        1    because it seems like what you were mentioning and what 

        2    Jeff Kuester was mentioning are poles apart, even 

        3    though they do both go to answering the phone. 

        4            Why don't we just go in a line.  Brian? 

        5            MR. KAHIN:  Well, first, just a series of 

        6    comments to respond to people since the last time I had 

        7    a chance to speak. 

        8            First of all, in regards to e-commerce -- no,  

        9    let me talk more generally first.  I agree that we 

       10    really do not have empirical data here; however, we do 

       11    have empirical data on how other industries outside of 

       12    software and business method look at patents, and the 

       13    capsulated explanation -- answer is that for some 

       14    industries, a few industries, the system is very 

       15    important, especially biotech, pharmaceuticals, 

       16    chemicals.  For most industries, it's not that 

       17    important. 

       18            It's possible that -- nobody's done this yet, 

       19    although I would say that there are a couple of studies 

       20    in Europe which show a negative perception of the 

       21    patent system among small enterprises, particularly 

       22    among small enterprises.  So, it's ironic that given 

       23    the fact that we've been out ahead on patent policy and 

       24    expanding the scope of this system to deal with 

       25    software, the first empirical stuff on this is coming 
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        1    out of Europe.  And I can assure you, you look at the 

        2    site for the NRC study, there is no new empirical work 

        3    coming out of that study that's going to help us in 

        4    this discussion.  There's a tiny, very small sample 

        5    piece on biotech, but that's really it.  That's the 

        6    only thing that addresses the fundamental policy 

        7    questions that we're talking about right now. 

        8            On the question of the impact on e-commerce, I 

        9    think it's also important to remember that e-commerce 

       10    has been driven by the widespread availability of 

       11    nonproprietary technologies, the internet, all the 

       12    protocols around the internet, the worldwide web. 

       13            And finally, Rick was raising some good, 

       14    important questions there, and to my thinking, they 

       15    have a lot to do with what is the appropriate breadth.  

       16    Do you get a patent for the particular implementation, 

       17    or do you get a patent for the whole business concept?  

       18    And so these are the questions that should be asked.  

       19    They are not being asked in this country.  They are 

       20    being asked in Europe.  That's where the action is 

       21    right now. 

       22            MS. GREENE:  The action is right next to you, 

       23    also, because I know that Jeff thinks about a lot of 

       24    those topics, but your comment also or immediately is? 

       25            MR. KUSHAN:  I find these debates to be 
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        1    complicated, because what's really underlying the 

        2    questions are the business strategies.  I mean, the 

        3    latest comment from Brian is a good way of framing 

        4    this.  Yeah, the internet community has defined 

        5    standards, but all the money came into the internet 

        6    community on the prospect of unjustified hopes of 

        7    enrichment. 

        8            I mean, the concept that drove all the 

        9    investment capital into the e-commerce sector was not 

       10    the idea that we're all going to define standards to 

       11    communicate with each other.  It was the hope of 

       12    unjustified enrichment, of launching companies and 

       13    getting wealthy. 

       14            I mean, if the concept is that we want our 

       15    technology-based products and services industries to be 

       16    driven not by this lure of unjustified wealth but by 

       17    another path, then let's have a debate about the 

       18    propriety of patent availability, because the simplest 

       19    way I look at this is when investors come and look at a 

       20    project, a possession of a patent which excludes others 

       21    from using the thing that will be developed by that 

       22    venture increases the odds of commercial success.  If 

       23    people want to debate that, I'll have a wonderful 

       24    debate, because I can't imagine that you can show that 

       25    that's false. 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       52

        1            If I can stop you from selling what I have just 

        2    developed, my odds of success in the market are going 

        3    to go up.  And from a crude investment community 

        4    calculation, they say that's better than not having 

        5    exclusive rights.  So, that's a separate question, and 

        6    I think that is the undercurrent to a lot of these 

        7    debates on patent eligibility, because if you want to 

        8    have a different agreement about successful 

        9    commercialization paths, then let's have that debate. 

       10            The question about whether there should be 

       11    patent eligibility or drawing lines of eligibility is a 

       12    separate question which, you know -- and I think this 

       13    is one which we need to talk a lot about -- can you 

       14    regulate proper patent grants in the system that we've 

       15    endorsed, which is patent eligibility to facilitate 

       16    successful commercialization? 

       17            Now -- and it's a good example, because in the 

       18    software world, there are lots of people who have 

       19    elected to choose a commercialization path which does 

       20    not try to use or depend on proprietary rights, the 

       21    open source movement.  And a lot of this has been 

       22    consciously pursuing a path, and I would argue that 

       23    what they're selling is services and not products.  I 

       24    mean, the revenue projections that drove money into Red 

       25    Hat and other Linux entities was not the idea that they 
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        1    would make money selling products.  They were going to 

        2    get rich selling services to support the system. 

        3            I want to know, because that's my informal gut 

        4    reaction, but there was a lot of money that went into 

        5    Red Hat from the investment community on the hope that 

        6    they would be making money somehow without having --

        7            MR. YOUNG:  And just for clarification, the 

        8    answer is both.  There is no distinction between a 

        9    service and a product.  From a customer's point of 

       10    view, he just wants to solve the problem. 

       11            MR. KUSHAN:  Right. 

       12            MR. YOUNG:  So, just to be clear on that, it 

       13    doesn't really matter. 

       14            MR. KUSHAN:  Right, but that kind of frames the 

       15    debate nicely over the question of whether you want 

       16    proprietary rights in this area, because is the 

       17    preponderance of success higher when you have patent 

       18    availability and exclusive rights, even if they're not 

       19    used to exclude, but just the availability of -- and 

       20    the decision, or is it better or more productive to not 

       21    have that in the environment?  And that's, you know, 

       22    fundamentally at the root of a lot of the debates that 

       23    you see at this very high level -- should patents be 

       24    available or not?

       25            My sense is that the investment community has 
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        1    told us they want more patent eligibility, they want to 

        2    use anything they can to have success in the ventures 

        3    that they back.  And so my heart that I hear reflecting 

        4    comments from investors is if you can find a way to 

        5    make this more successful, I'll give this guy money.  

        6    And if I could answer that question by saying, well, 

        7    there could be a possibility of getting exclusivity 

        8    over this part of what they're developing through a 

        9    patent, then I get a plus on my column.  If the answer 

       10    is no, there is no possibility of getting exclusive 

       11    rights, that doesn't end the investment inquiry.  It 

       12    says, well, what else can we do to achieve commercial 

       13    success?  How are we going to do that? 

       14            It forces thinking which is much more 

       15    complicated than the question of whether you can get a 

       16    patent on something.  So, my sense is that generally 

       17    there is a positive correlation on eligibility and 

       18    investment money coming in and commercialization.  And 

       19    so that's -- again, I'm speaking to an issue which is a 

       20    little bit different as it's been phrased, but that's I 

       21    think at the root of this debate. 

       22            MS. GREENE:  Jay? 

       23            MR. THOMAS:  Okay, I would like to comment on a 

       24    number of points -- this is Jay Thomas -- and as some 

       25    of my colleagues have done at the round table, I will 
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        1    indulge myself in a few moments of discussion. 

        2            As far as the definition, just for the purposes 

        3    of my talk, my definition will be the point of 

        4    patentable distinction involves the manipulation of 

        5    natural laws to -- concerning physical elements.  That 

        6    is where the point of patentable distinction lies, and 

        7    that is what I am talking about when I talk about 

        8    business method patents, which I will call 

        9    post-industrial patents, because it's more than just 

       10    business methods.  It's post-industrial patents in 

       11    every walk of life as compared to, say -- and again, 

       12    physical principles and natural laws as opposed to 

       13    economic and social principles. 

       14            European statutes and regulations have these 

       15    kinds of words in them, as do the Japanese 

       16    corresponding provisions.  These patent offices 

       17    routinely reject applications on this ground.  I'm just 

       18    very surprised that we just think we're incapable of 

       19    doing it when our foreign counterparts are doing it all 

       20    the time and looking on us with something of a grin to 

       21    see how we're manipulating our markets and our systems, 

       22    why they're not subjecting their industry to the same 

       23    constraints. 

       24            Statutes are full of words that are not defined 

       25    well by the legislature and are hard to figure out.  
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        1    Reasonable, seasonable, intent to monopolize, restraint 

        2    of competition.  You know, we work our way through it.  

        3    It's not always easy, it's not always pretty, but that 

        4    is the process of lawyering and how the law works. 

        5            I agree entirely with Mr. Young.  The fact is, 

        6    this economy is founded on the privilege to compete.  

        7    That is the fundamental, bedrock principle of our 

        8    capitalist economy.  Value does not equal property.  

        9    There has to be additional rationale for property than 

       10    just it's valuable, and we simply must be very 

       11    concerned when we manipulate our markets to restrain 

       12    competition. 

       13            We're not just -- again, this is methods.  

       14    We're patenting every walk of life.  We're subjecting 

       15    everything we do, every field of human endeavor, to 

       16    private appropriation.  I don't think that's something 

       17    that we should casually enter into.  I think that's 

       18    something that should be done with restraint.  When 

       19    most regulating agencies regulate a market, they 

       20    usually at least have notice and opportunity-for- 

       21    comment rule making, and they will ask, first of all, 

       22    what's our justification for making this rule?  And is 

       23    it a good idea?  Let's ask about this. 

       24            You know, for individual patents, which are 

       25    effectively laws, they are private causes of action in 
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        1    tort that are drafted by private proprietors and 

        2    enforced with all the vigor of private enterprise as 

        3    compared to the comparative langor of the state.  They 

        4    are private laws.  They are -- we just hand them out 

        5    because -- we hand out private regulations because 

        6    they're different.  That's what it comes down to. 

        7            We don't ask whether they're good on an 

        8    individual basis.  We have this holistic belief that 

        9    they're going to be for the good because they are going 

       10    to promote more regulating. 

       11            When we say entire fields of endeavor -- you 

       12    know, we suddenly submit entire new industries to 

       13    private regulation in ways that just haven't been 

       14    contemplated before, you know -- it seems to me we at 

       15    least ought to ask whether we think it's a good idea, 

       16    especially since when we do ask them, they routinely 

       17    tell us they don't want it and it's a bad idea. 

       18            One just last comment is, do business owners 

       19    need exclusivity?  That's just not our experience.  You 

       20    know, I don't think when you say to a small business 

       21    owner at a corner store, I am not going to open this 

       22    corner store unless I have an exclusive permit, I'm the 

       23    only one who can sell soda and snack food in this area.  

       24    That's just not the way business enterprise runs.  

       25    There are certainly other means of obtaining funding, 
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        1    and for every business owner who wants more money, 

        2    it --

        3            MR. KUSHAN:  Take a strip mall, where you have 

        4    a CVS next to a Giant and ask whether the CVS is 

        5    allowed to sell food products, and the --

        6            MR. THOMAS:  I regret the --

        7            MR. KUSHAN:  -- the guy who sold the lease to 

        8    CVS says you're not allowed to sell food products 

        9    because I can't sell the big space next to you to 

       10    Giant --

       11            MR. YOUNG:  Yeah, but across the street, 

       12    there's not --

       13            MR. KUSHAN:  These are nice hypotheticals, but 

       14    there are all sorts of barriers that crop up 

       15    everywhere. 

       16            MR. YOUNG:  That's how most small businesses 

       17    get started.  It's not with any form of exclusivity.  

       18    So, that's a very valid point. 

       19            MR. THOMAS:  Yeah, I regret the interruption.  

       20    In all events --

       21            MR. YOUNG:  I'm sorry, I'll restrain myself. 

       22            MR. THOMAS:  -- for every business owner who 

       23    wants money for funding, there's going to --

       24            MS. GREENE:  This is a discussion. 

       25            MR. THOMAS:  -- there's a downstream business 
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        1    owner who's going to be excluded, and we have to put 

        2    that in.  What are the effects of what we're doing on 

        3    innovation and industry concentration?  Would we be at 

        4    WordPerfect 9.0 now, or would we be at WordPerfect 1.0 

        5    because that would be -- everything would be locked up 

        6    with basic patents?  Would we have one bank, because 

        7    someone would have an idea of an ATM machine outside of 

        8    the bank, or would we have lots of banks with different 

        9    bank machine providers who have patented the physical 

       10    components to make up their bank machines?  I think 

       11    these are really important issues. 

       12            You know, again, that's sort of where my heart 

       13    takes me.  If you're saying, well, let's patent 

       14    everything because we think it's worked, gosh -- and 

       15    this is my last comment -- how about the movie "When 

       16    Harry Met Sally," and there's a scene where a young 

       17    woman in a restaurant is eating and she just whips 

       18    herself into a frenzy and is very delighted, and an 

       19    older woman in the restaurant says, you know, I'm going 

       20    to have what she's having.  It just strikes me as this 

       21    whole problem in the area of patents is the causation 

       22    problem. 

       23            Again, I think my heart says that the privilege 

       24    to compete is the most important principle we have in 

       25    our economic way of life.  And when we peel back 
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        1    fingers of the invisible hand through broad 

        2    manipulation of economic principles and proprietizing 

        3    them, you know, we don't know if we are getting any 

        4    good, but our experience with the patent system says 

        5    there's going to be some bads, because there's 

        6    speculators out there, there's monopolists, and we 

        7    really ought to have some good reason. 

        8            Thank you. 

        9            MS. GREENE:  Bob Young. 

       10            MR. YOUNG:  Pleased to hear that.  I thought I 

       11    was the only one on this panel.  Bob Young. 

       12            I guess I have three points.  One is 

       13    obviousness.  Again, to pick on Rick down at the end, 

       14    he was trying to describe something that should be 

       15    patentable under a business method model, and I would 

       16    strongly argue that the very idea that sitting around 

       17    this table we could come up with an idea that should be 

       18    patentable illustrates the problem with business method 

       19    patents. 

       20            Patents should be things that are fundamentally 

       21    nonobvious, things that take a lot of effort to invent 

       22    and develop.  If we can sit around here and come up 

       23    with a good idea, by definition it should not be 

       24    patentable.  I mean, that should be the standard.  If 

       25    it didn't take several years worth of research to come 
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        1    up with this idea, it should not be patentable. 

        2            So, you know, business methods is just -- the 

        3    whole category should not be patentable.  That's a 

        4    personal opinion, but I've been in business for 20 

        5    years, and I haven't seen a business method yet that 

        6    should be patentable. 

        7            The State Street case was a legal case.  It was 

        8    not an economic analysis case.  The judges were not 

        9    looking at this from the point of view is this the 

       10    right thing to do for our society.  They were looking 

       11    at it from the point of view of is this how the law is 

       12    written.  I'm not a lawyer, so I'm not going to go 

       13    there. 

       14            But the obviousness stuff, you know -- so, 

       15    that's the one -- the example of this stuff is business 

       16    methods shouldn't be -- a guy like Larry McVoy runs a 

       17    little technology company in California called Bit 

       18    Mover.  It has built an algorithm that is sufficiently 

       19    nonobvious that people in our industry have been trying 

       20    to build this thing for 20 years.  He's the first guy 

       21    who's actually succeeded.  He needs a patent on that, 

       22    and the reason he needs a patent on that is not for 

       23    him.  It's for us, because how is Red Hat ever going to 

       24    learn how to use, how to build technology like that if 

       25    we don't have this societal bargain that the patent is 
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        1    supposed to be about? 

        2            It's supposed to be about we'll give you a 

        3    20-year monopoly or whatever, some period of monopoly 

        4    on your invention if you share with us the secret of 

        5    your invention.  Our industry needs to know how Larry 

        6    McVoy did this, because we've been trying to do it for 

        7    20 years.  Right now, Larry McVoy has no incentive, 

        8    because he doesn't actually happen to believe in 

        9    software patents, but that's another story.  Without 

       10    software patents, he actually doesn't have an incentive 

       11    to share his invention with us, and this is a 

       12    nonobvious invention.  It's something that he's taken 

       13    years and years and years to develop. 

       14            So, the absolute test is -- and this is the 

       15    cool thing about this panel and about this whole 

       16    discussion.  When you actually start researching the 

       17    history of it, and it goes back to -- I studied history 

       18    in university -- you get all the way back to Jefferson 

       19    and Franklin debating with Madison and Jefferson over 

       20    whether we should have a patent office at all.  And 

       21    Jefferson's argument is, no, ideas are for the common 

       22    good of mankind.  And Madison argues, but what about 

       23    the poor businessman who needs to make a profit on his 

       24    investment?  And they end up settling and saying, okay, 

       25    we'll have a patent office for patenting inventions, 
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        1    not, specifically, not for patenting ideas. 

        2            Business methods are ideas.  Most of the 

        3    software patents that I've ever seen are patents around 

        4    ideas, but again, I'm not an expert on it. 

        5            The third one, though, is just to sponsor this 

        6    thing, you know, we need to do -- we need to get 

        7    smarter on this stuff.  The -- you know, when I start 

        8    talking about this and people come to me for advice and 

        9    I realize, gee, if I'm an expert in this field, this 

       10    field's in trouble.  Examples of the sort of thing that 

       11    we need to find and get going are guys like Bessen and 

       12    Maskin at MIT did a paper on "Sequential Innovation, 

       13    Patents, and Imitation."  And as far as I'm concerned, 

       14    they need a course in marketing, because that's 

       15    probably the worst title of a study I've ever read.  

       16    But it's a great study. 

       17            I mean, it's the sort of economic analysis of 

       18    our industry saying, look, you know, software patents 

       19    actually tangibly have no value.  They did not increase 

       20    the rate of innovation in our industry at all.  All 

       21    they've done is impose this huge cost on our industry 

       22    and not done anything for accelerating innovation, 

       23    because guys like me, all the entrepreneurs out there, 

       24    are going to launch our companies anyway.  You know, 

       25    the software industry, 20 years is too long.  In fact, 
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        1    the three-year time it takes to get a patent is too 

        2    long. 

        3            So, most of us -- you know, the IBMs rush 

        4    around getting patents.  Most of us entrepreneurs don't 

        5    bother, because by the time we get a patent, we aren't 

        6    using that piece of technology anymore anyway.  So, we 

        7    have got to keep focused, not on legal precedent, not 

        8    on the fine points.  We have got to keep focused on 

        9    what's right for our society.  How do we maximize our 

       10    personal liberties?  How do we maximize our economic 

       11    growth?  And are patents on business methods 

       12    contributing or detracting from that? 

       13            It's painfully obvious to anyone in the 

       14    industry that they have no great value other than to 

       15    this $4.3 billion patent filing industry.  Sorry. 

       16            MS. GREENE:  No problem.  Okay, we will turn to 

       17    Mark for a comment, and then we are going to have our 

       18    last two presentations. 

       19            MR. JANIS:  I'm going to go back to the mundane 

       20    fine legal points, just a quick response, mostly to Jay 

       21    but to some of the other comments, too. 

       22            Jay, as usual, has forcefully and eloquently 

       23    stated his position, but I think it's very important to 

       24    take that apart a little bit.  Jay is talking about 

       25    whether -- the decision about granting exclusivity, and 
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        1    Jay knows and, you know, I want to make sure that 

        2    everyone else is clear, too, that there's a couple of 

        3    decisions embedded there. 

        4            One decision is whether to make business 

        5    methods or software or anything else eligible for 

        6    patent protection.  But that's not the ultimate 

        7    decision about whether to grant exclusive rights.  

        8    There are other doctrines, such as obviousness, 

        9    enablement and other doctrines to consider. 

       10            So, when Jay says, very powerfully, should we 

       11    be granting exclusive rights in this area, he might not 

       12    be saying should we have a rule against eligibility for 

       13    this subject matter.  He could be saying, and I wish he 

       14    were saying, we ought to have -- we ought to make sure 

       15    that the obviousness criterion is being given robust 

       16    and proper application in this area.  We ought to make 

       17    sure that disclosures are adequate and proper enabling 

       18    teaching is given, consistent with the scope of what's 

       19    claimed.  And I think that's a very important 

       20    distinction because I just think that those doctrines, 

       21    obviousness and enablement, for example, they are more 

       22    expensive, Brian Kahin mentioned that, they are more 

       23    subtle, they are more complex, but I think that those 

       24    are the doctrines -- I think that's where -- that's the 

       25    hard task that is worth developing, because I think 
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        1    that the history of the patent system has suggested to 

        2    us that those doctrines do operate better as 

        3    discriminators between what ought to be worthy of 

        4    exclusive rights and what shouldn't be. 

        5            Just a final point that I hope picks up on 

        6    several things that were said around the table, 

        7    including when Jeff Kuester said he wished he had some 

        8    empirical study so that he might know better whether 

        9    exclusive rights work in this area.  What he needs is a 

       10    little more time, and we all need a little more time 

       11    for this debate to develop, and I think that that is 

       12    part of the difficulty here.  Are we willing to give 

       13    this a little more time?  Are we willing to give courts 

       14    a little more time to develop standards of obviousness 

       15    in this area?  It takes time. 

       16            Since I'm an academic, I have the luxury of 

       17    being able to sit back and take the long view.  I don't 

       18    have to worry about whether my business is going to be 

       19    destroyed by some bad patent today, and so I don't want 

       20    to trivialize the problems that can exist when you have 

       21    a new technology coming to the patent system and the 

       22    patent system having to adapt to it.  Those -- that is 

       23    a -- we are in a time of volatility, and there are 

       24    difficulties there. 

       25            But I think taking the long view, I really 
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        1    suspect that we would find that gradually we could 

        2    develop a proper obviousness standard, we could make 

        3    sure the Patent Office had the resources to apply it, 

        4    we could develop proper standards of enablement, and 

        5    maybe a lot of this might not look so scary to us. 

        6            MS. GREENE:  Let's see how scary it looks after 

        7    Jay and Jeff Kushan give their presentations.  Jay, if 

        8    you could go first.  Much of what's in their 

        9    presentations has been hinted at in various ways 

       10    throughout the morning. 

       11            MR. THOMAS:  I guess at this point I needn't 

       12    say that I have a skeptical view about intellectual 

       13    property rights for computer software and business 

       14    methods, but what I'll try to do is highlight some of 

       15    the high points and discuss sort of the legal progeny 

       16    for patents on business methods. 

       17            What about copyright protection?  One thing I 

       18    was tasked with was saying, well, what about 

       19    copyrights, and are those enough, and what is the 

       20    situation there?  Well, key events for computer 

       21    software, one of them was a 1964 policy of the 

       22    Copyright Office to start registering software 

       23    programs.  Now, it did so under the rule of doubt, and 

       24    remember, registration is not a full grant procedure 

       25    like at the PTO.  It's really more of a ministerial 
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        1    task that alerts the public that a copyright exists and 

        2    is a predicate to litigating the copyright, but it 

        3    doesn't establish the copyright. 

        4            So, the Copyright Office did this, but it 

        5    wasn't of such consequence.  It really took the work of 

        6    a Presidential Committee, the Committee on New 

        7    Technological Uses, which in a final report just after 

        8    the 1976 Copyright Act was enacted legitimized the 

        9    copyrighting of software.  And that was brought about 

       10    through 1980 amendments to the '76 Act.  So, there is 

       11    really no question that copyright extends to computer 

       12    software as text. 

       13            Really the courts have moved on to second order 

       14    issues at this point.  They're really more interested 

       15    in copyrighted scope of protection, the interest of 

       16    derivative works, especially linking and framing, 

       17    especially in very recent cases.  Scope of protection, 

       18    the relationship between source code and object code, 

       19    displays, what sort of protection lies there.  Again, 

       20    it's more finetuning than these initial questions we're 

       21    grappling with today. 

       22            Now, what about business methods?  Well, 

       23    there's not much available under the Copyright Act.  

       24    There are a few decisions from the courts that might 

       25    have gone the other way, and there's a few examples 
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        1    otherwise, but I think in large and in the main, 

        2    Section 102(b) of the Act prohibits copyrighted ideas, 

        3    procedures, processes, systems or methods of operation.  

        4    And what this means is that there's probably not a lot 

        5    of room for copyright protection in a business model, 

        6    per se. 

        7            Again, if you have a business method on the 

        8    internet with a hardware platform that's a software -- 

        9    a piece of software text, you'll get protection for 

       10    that software text to some degree, but you won't get 

       11    protection on the model, per se.  Anyone else could 

       12    come up with one click, so long as they wrote the code 

       13    themselves.  So, what this meant is that innovators 

       14    would turn to the patent system to attain more robust 

       15    protection. 

       16            Now, there were a bunch of early limits on the 

       17    patent protection of computer software.  Mathematics, 

       18    mental steps, abstract ideas, printed matter and 

       19    algorithms have all come up in this arena.  They have 

       20    all been historical exceptions that when the patent 

       21    system came along -- excuse me, when the computer 

       22    software came along were challenged, that became more 

       23    difficult to maintain. 

       24            For example, printed matter, text on a 

       25    substrate, this was something that was held not to be 
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        1    patentable, because it should be channelled to the 

        2    copyright law.  This is something that was not 

        3    technological in character.  Well, the difficulty, of 

        4    course, with computer software is that although it 

        5    looks like text, it's really a machine, right?  It's 

        6    really -- it's text that behaves.  So, this printed 

        7    matter exception started to wither and become 

        8    increasingly challenged, and so with the other 

        9    traditional exceptions. 

       10            Recent case law, particularly from the Federal 

       11    Circuit, has largely obliterated all of these 

       12    exceptions, some of them wholly, most of them with 

       13    regard just to computer software, per se.  So, there's 

       14    really no doubt today that software inventions are 

       15    broadly patentable under the current case law of the 

       16    Federal Circuit. 

       17            What about business methods?  Well, there's 

       18    really a long pedigree for patent protection of 

       19    business methods.  One is the Statute of Monopolies.  

       20    Now, I needn't apologize here about using monopolies 

       21    versus super-competitive or something like that, 

       22    because that's what the statute was called.  The Crown 

       23    was sponsoring a lot of monopolies in order to raise 

       24    money, monopolies on things like printing playing cards 

       25    or importing salt in the Jacobian era.  And so the 
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        1    Statute of Monopolies -- through that the Parliament 

        2    prohibited Crown-sponsored commercial monopolies, just 

        3    said they are void. 

        4            But there was an exception, and they said, 

        5    well, you can have a patent, 14-year term, for "any 

        6    manner of new Manufacture."  It's important to note 

        7    with this very early episode that this is a 

        8    foundational issue for the patent law.  The patent law 

        9    has been concerned about business methods from the very 

       10    beginning.  The earliest common law antecedent that we 

       11    have on a patent system said business methods are out.  

       12    We're just going to have manner of new manufacture.  

       13    That is what will be subject to proprietary rights or 

       14    not.  This is not a new issue, and it's as old as the 

       15    patent system is in the English-speaking world. 

       16            Now, there were cases and decisions that 

       17    continued this tack, largely out of recognition of the 

       18    Statute of Monopolies.  One was Ex parte Abraham, and 

       19    that's an 1869 decision from the Patent Office 

       20    Commissioner that said, well, look, the application 

       21    from Abraham is analogous to a method of bookkeeping, 

       22    and it is a long-standing rule in this Office as of 

       23    1869 that we do not allow patents in this arena.  They 

       24    simply said it.  There was not a reasoning provided, 

       25    but it was said expressly. 
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        1            Another big event was when Judge Rich published 

        2    an article, a free plug for the George Washington 

        3    University Law Review, called "Principles of 

        4    Patentability," and what he said in discussing Section 

        5    101 -- and again, this was a series of speeches done in 

        6    1959 -- is that not every invention is patentable.  He 

        7    gave a number of examples.  He said teaching courses in 

        8    chemistry or Russian language is valuable to our 

        9    national defense, but it's not patentable, because it's 

       10    outside the enumerated categories of invention in 

       11    Section 101. 

       12            He also said that "one of the greatest 

       13    inventions of our times, the diaper service," is not 

       14    patentable subject matter.  I think he was referring to 

       15    the trucks that would come along with cloth diapers and 

       16    take the new.  I happily have recently advanced beyond  

       17    the disposable diaper era in my household, but I would 

       18    certainly concur it was a great invention and that it 

       19    had a lot of value, but Judge Rich said this isn't 

       20    patentable. 

       21            Now, why isn't it patentable?  Well, he didn't 

       22    really say that, but I think we can all agree this is 

       23    not an abstract idea or natural law but instead would 

       24    lie in the realm of business methods. 

       25            Now, there are clearly more cases on the other 
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        1    side of the coin.  One of the big ones is Paine Webber 

        2    from the District Court of Delaware.  Time is short, 

        3    but I give you the language from what the court said.  

        4    The court said, "The patent is statutory subject matter 

        5    on a securities brokerage cash management system.  It 

        6    teaches a method of operation of a computer to 

        7    effectuate a business activity." 

        8            In retrospect, it's really hard to say whether 

        9    it's a software or business method patent case, but I 

       10    think anyone who likes business method patents and is 

       11    looking for an early antecedent can certainly fairly 

       12    point to this decision.  It does suggest that the 

       13    business method exception is antedated, to say the 

       14    least. 

       15            Then comes the State Street Bank case, and in 

       16    State Street Bank, the patentee claimed a method of -- 

       17    excuse me, first he had a method, eliminated those 

       18    claims and stuck with his system claims, for managing 

       19    master feeder funds, the so-called funds of funds.  And 

       20    Congress provided for certain tax regulations that if 

       21    you managed these funds in a certain way, you would get 

       22    single-pass taxation treatment, like a partnership, 

       23    instead of double-pass taxation like a corporation. 

       24            The District Court, Judge Saris, said the 

       25    invention wasn't patentable, because it was either math 
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        1    or a method of doing business.  So, it's important to 

        2    note about the claims of this invention is that it 

        3    basically claims a computer, and then it says -- again, 

        4    when you attach to the computer the N-4, it basically 

        5    at that point just copies from the tax regulations, and 

        6    it's basically a means for complying with the tax laws, 

        7    and if you match these regulations up with the claim, 

        8    you'll find almost express borrowings of certain 

        9    phrases. 

       10            The Federal Circuit held, as Professor Kahin 

       11    told you earlier, that the transformation of data, 

       12    representing discrete dollar amounts, by a machine 

       13    through a series of math to a final share price 

       14    produces a useful result that is patentable.  That's 

       15    really one of the core holdings.  The Federal Circuit 

       16    also took the opportunity to lay the ill-conceived 

       17    business method exception to rest.  It says, since the 

       18    '52 Act, we ought to have treated business methods the 

       19    same as any other kind of invention. 

       20            It's not a distinguished legal pedigree in this 

       21    opinion, because I believe it has a lot of problems on 

       22    a legal basis and deserves careful reading if you have 

       23    not done it before.  First, Judge Rich says, well, this 

       24    invention produces a final share price, and that's why 

       25    it's useful and therefore patentable.  Well, one 
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        1    difficulty is the claims don't say anything about final 

        2    share price.  I remain gratified that -- the fact is 

        3    it's the operation of our market and not a patent claim 

        4    that determines how shares will be priced in this 

        5    country.  The claim simply doesn't say final share 

        6    price, and it makes me wonder if this invention was 

        7    truly contemplated. 

        8            The State Street Bank test also collapses the 

        9    statutory subject matter test into the utility 

       10    requirement, which also resides in Section 101, but is 

       11    a very lenient requirement.  It simply requires that 

       12    something have an immediately available result, not a 

       13    very strict gatekeeper to the patent system if it is 

       14    one at all. 

       15            Judge Rich also says,  after Diehr and 

       16    Chakrabarty, two Supreme Court cases, the 

       17    Freeman-Walter-Abele test -- a predicate and more 

       18    strict test about statutory subject matter -- has 

       19    little applicability. 

       20            Well, that's a bit of a stretch, since Diehr 

       21    and Chakrabarty were written in '80 and '81, and Abele, 

       22    the last of the trilogy there, was written in '82.  

       23    Judge Rich was on that panel, and in Abele the court 

       24    discusses these two Supreme Court cases.  It's a little 

       25    difficult reasoning to say that these cases were 
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        1    overruled even though they discuss the cases themselves 

        2    in their own text. 

        3            Also, Chakrabarty expressly states a claim for 

        4    an improved method of calculation, even when tied to a 

        5    specific end use, is unpatentable, which makes me 

        6    wonder to what extent that State Street Bank complies 

        7    with governing Supreme Court precedent. 

        8            Is this transition problem or is it a tectonic 

        9    shift, in the few moments I have remaining?  Business 

       10    methods are older than the patent system.  The 

       11    Hanseatic League, pricing on the nines, all of these 

       12    things are a lot older than patent law.  This isn't a 

       13    case where we have got a new technology that is an 

       14    immediate successor of the traditional industries.  The 

       15    traditional manual and mechanical arts the Framers 

       16    contemplated is embraced within the patent law.  This 

       17    is something different. 

       18            This is, again, regulating a lot of industries 

       19    that are as old as this republic, had previously not 

       20    been regarded as patentable, or perhaps more fairly 

       21    stated, patents were not traditionally sought.  I think 

       22    everyone would at least agree patents were not 

       23    traditionally sought in these fields. 

       24            There is really no limit on what is patentable.  

       25    Again, these are post-industrial patents.  We are not 
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        1    talking about business methods or finance or insurance 

        2    only.  We're talking about architecture or aesthetics 

        3    or teaching.  Again, personal liberties was mentioned 

        4    before.  I think these are a big concern, because we 

        5    have even had patents enforced and injunctions issued 

        6    on speech acts, on commercial advertising.  So, this is 

        7    something different in my view, not something -- not a 

        8    little transition problem that will go away when we 

        9    just get all the prior art at the Patent Office. 

       10            The last slide mentions a few examples, 

       11    WordPerfect, Frequent Flyer Miles.  I think we have to 

       12    ask, again -- and I've stated this before, I won't bore 

       13    you again -- but -- too much, I hope -- what's the 

       14    baseline?  Is it the privilege to compete, or is it the 

       15    ease of the patent bar and the courts in deciding 

       16    what's patentable?  Is it getting rid of the standard 

       17    just to be a little bit more coherent and to have it be 

       18    easy and streamlined, or is this something fundamental 

       19    to our economic way of life? 

       20            I believe my ten minutes have expired, so I 

       21    will turn to my former professor at George Washington 

       22    and my colleague Jeff Kushan.  Thank you. 

       23            MR. KUSHAN:  Thank you.  I'm going to try to go 

       24    fairly quickly, and I think it's been an extremely 

       25    healthy and good discussion.  I think there are a 
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        1    couple ideas I want to put into play which luckily I've 

        2    included in my presentation, but I think there are some 

        3    very interesting opportunities ahead of us. 

        4            What I'd like to do is go to the question, 

        5    which seems to be evolving, what do we mean by patent 

        6    quality now.  And I think that's -- I phrased it this 

        7    way, because there have been a lot of evolutions since 

        8    the debates in the nineties, and now with cases like 

        9    Festo and written description evolving, this is a 

       10    different question of what we need to come out of the 

       11    Patent Office. 

       12            I'm going to talk a bit about the guidelines 

       13    development process inside the PTO, more from the 

       14    perspective of why than what was done.  And then 

       15    finally, I had wanted to get into some ideas to put 

       16    into play on new areas for reform. 

       17            Patent quality has always been the middle part 

       18    of this debate.  It's -- you know, it's -- whenever 

       19    people get frustrated, it's -- then they hold up a 

       20    patent that nobody believes should have been issued and 

       21    then sees an impact coming into the marketplace because 

       22    of that inappropriately granted patent.  What tends to 

       23    be the focus is the claim covering a lot more than what 

       24    the invention is described to be.  And when we look at 

       25    some evolving doctrines, written description is the 
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        1    most popular evolving doctrine.  It's something which I 

        2    think is a very powerful doctrine to control and limit 

        3    the scope of claims and make sure that they are 

        4    conforming to what people are actually inventing.  And 

        5    it's particularly important in areas like software, 

        6    genomics, where you're looking at what was actually 

        7    made and trying to circumscribe rights to what the 

        8    inventor made as opposed to what could be made. 

        9            So, the first variable in terms of expectations 

       10    of a patent coming out of the Patent Office is that 

       11    first and foremost in the modern age, this patent 

       12    should cover what the inventor actually made and not go 

       13    into areas which can't be reached by what the inventor 

       14    made and what he has taught.  One thing that I think 

       15    was a glimmer, there was a Microsoft v. Reiffin case, 

       16    which showed a glimmer of a new doctrine that might be 

       17    coming online soon, and that's the notion of a claim 

       18    which fails to capture all of the essential aspects of 

       19    the invention that are necessary to deliver the utility 

       20    identified for that invention. 

       21            So, if I say a method of doing a transaction in 

       22    a microsecond comprising getting data and doing the 

       23    transaction, but I leave all the parts out of the claim 

       24    that you need to actually deliver that result, and 

       25    that's why it's useful, that's not right.  There should 
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        1    be a claim reform to that claim to capture the things 

        2    that are required to deliver the utility of the 

        3    invention.  This is something which may be challenging 

        4    to deliver in the work product of the PTO, but it's 

        5    something which will have constrained the scope of the 

        6    claims in a way that's not linked to prior art and 

        7    finding something out there.  It's looking more at the 

        8    description of the invention in the patent application. 

        9            Fundamentally, you also have to respect that 

       10    patent claims should not be limited to picture claims, 

       11    what you actually invented.  There needs to be some 

       12    breadth around those claims so that you get reasonable 

       13    protection around what you invented.  But the concept 

       14    that you have to capture in these claims is that you 

       15    define your invention and you show how to get to that 

       16    scope around the claims, around the examples you've 

       17    provided.  That is the basis of this fairness in the 

       18    patent grant.  You're entitled to some scope of 

       19    protection that is commensurate with your contribution. 

       20            The second major variable in the modern work 

       21    product of the PTO is that the patent has got to, the 

       22    patent record, has got to show us what happened inside 

       23    the Patent Office.  Festo, written description, claim 

       24    interpretation, all these doctrines require a much more 

       25    informative file wrapper than what you typically find 
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        1    in a typical patent grant.  What this is, you know, in 

        2    the -- if you pick up a patent file wrapper, you see 

        3    the -- all of the communications that went back and 

        4    forth between the applicant and the Patent Office. 

        5            In that, what should come out of that record is 

        6    a story where -- which we can in the public read and 

        7    appreciate.  What did the examiner perceive to be the 

        8    invention?  How would -- you know, there is evidence 

        9    that you can look in the communications of the examiner 

       10    that reflect what they thought the invention was that 

       11    was the basis of the examination.  What information was 

       12    considered by the PTO?  So, we can know if new 

       13    information should be considered fairly -- have been 

       14    addressed in the examination process or whether 

       15    something really that was not in play in the PTO. 

       16            What did the applicant say to the PTO to get 

       17    the patent granted?  This is going to be an extremely 

       18    important boundary now after Festo in shaping what 

       19    rights are actually going to attach to the patent 

       20    grant.  And finally, what does the examiner conclude 

       21    why this invention was patentable?  This is difficult 

       22    to capture, but it's -- you know, typically, if you 

       23    look at the sequence of events, you have a lot of 

       24    vigorous rejections imposed in the first office action, 

       25    and then you have a response by the applicant, then you 
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        1    have a very broad patent that comes out.  What did the 

        2    applicant say that the examiner found persuasive to 

        3    withdraw all those rejections and allow the patent? 

        4            If we knew that, we'd have a good -- a much 

        5    greater insight into understanding what exactly the 

        6    scope of the claims were and how to interpret those 

        7    when they go into litigation.  So, in terms of what 

        8    must come out of the Patent Office, I look at the 

        9    quality measurement, looking at these two variables, 

       10    making sure that the claims are right and giving us a 

       11    complete picture on what happened inside the PTO. 

       12            Now, in a perfect world, we'd have these 

       13    refined economic social, et cetera, debates inside the 

       14    PTO to make sure that all the patents that ever come 

       15    out are truly justified, deserving, et cetera.  That's 

       16    a dream world.  The real world is 300,000 cases that 

       17    the Patent Office did not write, that have been filed 

       18    by people who want patents, are flowing in every year.  

       19    You've got 25 percent of the patent examining corps 

       20    saying I can make a better life outside the Patent 

       21    Office than I can inside the Office, so turnover is 

       22    moving, and that's not entirely unhealthy. 

       23            UNIDENTIFIED SPEAKER:  Is that still true in 

       24    this economy? 

       25            MR. KUSHAN:  Well --
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        1            UNIDENTIFIED SPEAKER:  Turnover I believe is 

        2    going down a little bit, but still with the increases, 

        3    it's... 

        4            MR. KUSHAN:  Ten to 15 percent is still a 

        5    fairly significant loss of experienced examiners each 

        6    year going out.  You get roughly 25 hours to finish, 

        7    that's the time that the PTO can budget to moving a 

        8    case from filing to grant.  That's the entire 

        9    examination process.  Constantly evolving legal 

       10    standards that have to be taught to examiners who come 

       11    out of college last year.  This is the environment, 

       12    this is the environment where you have to shape the 

       13    examination policy.  So, you see a lot of obvious 

       14    constraints in what you can do and what you can expect 

       15    the PTO to do in order to get something that is not 

       16    going to be too disruptive in the market when these 

       17    patents are granted. 

       18            So, when I look at this type of challenge, the 

       19    examination priorities that are crucial to patent 

       20    quality have to be focused on a process which in the 

       21    shortest amount of time achieves a number of very 

       22    specific points.  The examiner must be able to quickly 

       23    comprehend what the invention is.  They have to analyze 

       24    the claims to compare the invention as comprehended to 

       25    what the applicant wants.  They have got to find prior 
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        1    art that is relevant to what the claims are.  And then 

        2    they have got to go to the key patentability 

        3    requirements and make accurate judgments on those. 

        4            112 has two requirements, enablement, written 

        5    description, those are the major inquiries for many 

        6    cases today.  102, novelty is a fairly simple test if 

        7    you have a piece of prior art, and 103 is a harder 

        8    test, which has a subjective element that must be --  

        9    is another test, harder to apply but fundamental to the 

       10    patent grant. 

       11            Utility, my favorite topic.  I've obsessed more 

       12    probably than anybody in the past decade over utility, 

       13    and it is fundamentally not the standard we want to 

       14    measure patent grants by.  It's a very important 

       15    requirement.  You know, as Jay said, there's two 

       16    aspects of 101.  Four categories.  Your claim has to 

       17    fit into one of four categories.  And second, your 

       18    invention that you've claimed has to be useful.  And 

       19    that is a definition that has been toyed with in 

       20    various cases by the Federal Circuit. 

       21            Fundamentally, it's a yes/no question.  It's 

       22    not a how much question.  It is a simple, binary 

       23    choice.  Does the invention fit into one of these four 

       24    boxes?  Does the invention possess utility?  If the 

       25    answer is yes, you're done, thank you very much. 
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        1            Now, utility has a lot of value in the 

        2    examination as a disclosure.  If I say, "This invention 

        3    is the greatest thing for doing X," and then I find 

        4    prior art that shows very similar technology for doing 

        5    X, we should be able to use that statement of utility 

        6    to somehow pin in whether the applicant can say, "No, 

        7    my invention is useful for Y, and therefore that very 

        8    relevant art shouldn't be applied to me."  So, you 

        9    can -- there's a lot more creativity that can be 

       10    achieved in the use of the utility disclosures in 

       11    shaping how you apply these other criteria of 

       12    patentability. 

       13            Whether the essential aspects of the invention 

       14    deliver that utility, if you say I think my invention 

       15    has to do X, and there are a number of attributes to 

       16    the invention that are necessary to deliver that, that 

       17    hopefully should be used in a useful way in the patent 

       18    examination process to make sure that the claims that 

       19    come out of the examination process capture all those 

       20    requirements. 

       21            When you look at the process of examination 

       22    when a rejection has been imposed, you can use the 

       23    utility characterization to shape and limit how the 

       24    applicant might try to escape from the effect of an 

       25    obviousness rejection.  Again, this is something which 
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        1    is in the meat and potatoes side of examination but is 

        2    something which is not typically used a lot. 

        3            Now, I want to talk a bit about the experience 

        4    in the '94 and '96 time frame for developing the 

        5    Computer-Implemented Guidelines.  Fundamentally, the 

        6    exercise was aimed at addressing the unhappiness of 

        7    the -- I suppose a nice way of saying it -- the "find 

        8    the algorithm" test, which was a basic examination 

        9    strategy from '88 until '94-'95.  Under the 

       10    Freeman-Walter-Abele standard, what you had was this 

       11    obsession with whether the invention was a mathematical 

       12    algorithm or not.  And the practical effect in terms of 

       13    the examining corps was that examiners were just 

       14    fighting endlessly over whether the claims were 

       15    defining a mathematical algorithm or not, and after 

       16    this big fight, you know, the applicant finally 

       17    convinces the examiner this is not a mathematical 

       18    algorithm, and out pops the patent. 

       19            What happened to novelty?  What happened to 

       20    obviousness?  What happened to enablement?  What 

       21    happened to written description?  We didn't have time 

       22    for that, because we were trying to find the algorithm.  

       23    And that was fundamentally an unhealthy examination 

       24    strategy, to put so much emphasis on the 

       25    algorithm-finding function of that test.  So, part of 
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        1    the motivation of those guidelines was to say stop it, 

        2    stop obsessing about whether this is an algorithm or 

        3    not.  Let's give you a simpler perspective, where you 

        4    can get past the question of whether it's eligible and 

        5    go into the measurement standards of patentability. 

        6            So, one thing that was done that was new for 

        7    the PTO was to do an extremely broad calling for 

        8    information from the public.  And I can attest to this 

        9    because back in '92 I was with the Advisory Commission 

       10    staff, I did work on that.  We did hearings, we did 

       11    solicitations for comments, we went out to bar groups, 

       12    went out to public lectures, tons and tons of outreach 

       13    to try and find out if we were going down the right 

       14    path.  And what we heard universally was that there 

       15    were concerns about patent quality, and then you 

       16    started to hear a very useful input into the reasons 

       17    why those concerns existed.  And that's a process which 

       18    I think now is part and parcel of the PTO's examination 

       19    development process, to go out and get that 

       20    information. 

       21            So, what happened?  The test that ended up 

       22    being fashioned was a very simple, some might call it a 

       23    crude screening process, where there are some safe 

       24    harbors defined for the examiners and also for patent 

       25    applicants to define whether their claims would be 
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        1    subjected to a 101 rejection or not.  And those safe 

        2    harbors, we came up with a number of those safe 

        3    harbors, but fundamentally, the simplest way to think 

        4    about it, if the claim didn't fit into one of those 

        5    safe harbors, go talk to your supervisor, and -- 

        6    because if it wasn't going to fit into one of those 

        7    clean, clearly defined categories, it's going to be a 

        8    more complicated inquiry, and we don't want the junior 

        9    examiners doing that complicated inquiry.  We want them 

       10    to rely on the more experienced examiners. 

       11            The whole essence, as I said, was to get people 

       12    past 101 and get in -- get the examiners into a review 

       13    of 112 issues and 102 issues and 103 issues. 

       14            So, at this point what I want to do is shift 

       15    over into kind of a forward-looking set of comments.  

       16    There are a very finite range of options for the PTO, 

       17    given all of its constraints on what it can do to 

       18    improve patent quality through its examination process.  

       19    If you look at all these current developments in the 

       20    law, what we want to focus on is getting a work product 

       21    that helps us answer and fit into this world defined by 

       22    Festo and Enzo and a number of other recent cases so 

       23    that when these patents go into litigation, we can 

       24    navigate the claims and find out what the claim scope 

       25    should be.  What did the applicant relinquish during 
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        1    examination?  How did the applicant characterize the 

        2    invention critical to written description?  What was 

        3    needed to convince the examiner that the invention was 

        4    patentable?  That should come out of the file wrapper. 

        5            Money is important.  If you're running the PTO 

        6    on 85 percent funding, which is Congress' current 

        7    prerogative, PTO has to be extremely efficient.  $200 

        8    million going out of the system every year is going to 

        9    have an impact on patent quality.  Congress doesn't 

       10    seem to be intent on changing that any time soon.  They 

       11    keep diverting the money. 

       12            How do you get better quality and shrink the 

       13    amount of work?  Well, you've got to shift more of the 

       14    examination burdens onto the applicant.  And I'm sorry, 

       15    this is where I'll be ostracized by my fellow 

       16    colleagues in the patent bar, but the patent applicant 

       17    has to help more and to be used more to produce a 

       18    better quality work product.  Otherwise, we will not 

       19    achieve improvements in patent quality.  You've got to 

       20    help examiners understand the invention faster than 

       21    they are now.  You have to help the examiner conduct a 

       22    proper search, because the inventors typically know 

       23    more about the technology than the examiner does, and 

       24    where you might find something that might be relevant. 

       25            You have got to focus patentability questions 
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        1    on the core issues that are going to address and answer 

        2    correctly whether the invention is patentable, rather 

        3    than the current process, where you have the examiners 

        4    essentially fumbling toward the answer.  If you look at 

        5    the examination process now, the examiner picks up the 

        6    case, reads it, tries to figure out what the invention 

        7    is, tries to figure out what the claims are, does a 

        8    search, and makes a whole bunch of assumptions about 

        9    the invention. 

       10            They go out in the first office action, and 

       11    half the time they may be completely irrelevant to what 

       12    the invention is or the relevant topics.  We've got to 

       13    find a way of getting the right rejections imposed 

       14    earlier in the process so we can get to the questions 

       15    that are relevant to the actual patentability criteria. 

       16            There's a powerful tool the PTO has at its 

       17    disposal to get that information out of applicants.  If 

       18    you say something to a patent applicant and the 

       19    applicant says something misleading back to the Patent 

       20    Office, there goes the patent.  It's unenforceable.  

       21    So, the Patent Office, through coercion, can elicit a 

       22    lot more information in the examination process than 

       23    people perceive and is currently done, and that may be 

       24    a tool that PTO needs to employ more to get this 

       25    information into the system faster. 
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        1            There are some streamlining issues that need to 

        2    be addressed.  And this is really getting into the 

        3    green eye shade perspective of examination reform, but 

        4    I'm up here, and you can't get rid of me for another 

        5    couple of minutes, so here we go.  Right now we have 

        6    about 36 months before -- it can be -- well, no.  Soon, 

        7    it will be about three years before a patent examiner 

        8    picks up your application and sends you a first 

        9    communication about whether the invention has any 

       10    merit.  That's a long time to sit there and wait before 

       11    you know anything, and we have got to find ways of 

       12    getting earlier communications that can move the 

       13    prosecution forward. 

       14            I think giving examiners some capacity to send 

       15    an early communication out and get information in to 

       16    better frame the issues may be a tool that should be 

       17    employed by the PTO.  We need to use a more legalistic 

       18    perspective on examination, where the examiners can 

       19    require stipulations on obviousness or other criteria, 

       20    a person skilled in the art.  If we can stipulate to 

       21    that, we can save some time, and that would be the same 

       22    legally binding effect as an examiner finding and 

       23    making a conclusion on that point.  But there are a lot 

       24    of little issues that can be stipulated to and 

       25    solicited from the applicant to get the conclusions 
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        1    framed quickly. 

        2            We need to find a way of letting the rules 

        3    empower the examiners to get substantive responses to 

        4    things that the examiners say, as opposed to knocking 

        5    issues off the table by procedure.  I know I'll never 

        6    be able to work in the patent world after this talk, 

        7    but, you know, this is the area for reform that will 

        8    actually shrink pendency and get quality up.  But we 

        9    need to start thinking of things that are a little bit 

       10    more radical. 

       11            When you look at the file wrappers that come 

       12    out, you know, it's like reading the entrails of a 

       13    goat, because there is so little in there to explain 

       14    what actually happened that we get paid a lot of money 

       15    to be patent experts to try to guess what might have 

       16    happened.  And it sure would be nice if something overt 

       17    was in there that explained why a rejection was being 

       18    withdrawn or the claims were being allowed. 

       19            There are lots of instances where good 

       20    examiners will document and say, all right, listen, I 

       21    read this point from the applicant, and that's why I'm 

       22    allowing the case, but there is much more frequency of 

       23    patents which are totally cryptic.  And we need to find 

       24    a way of getting an explanation of what happened 

       25    captured in the record. 
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        1            If you're an examiner and you tell the 

        2    applicant, I'm going to search in this area, and the 

        3    applicant knows that's not right and fails to do 

        4    something, that patent's not going to be worth a lot.  

        5    Again, coercion is a useful tool here to get the right 

        6    information in. 

        7            In conclusion, I come from a perspective which 

        8    is different from others who we're hearing from today.  

        9    I think radical changes about redrawing the lines on 

       10    eligibility is going to be a lot more harmful and not 

       11    going to achieve much of the desire, which everybody 

       12    shares, which is to prevent the issuance of patents 

       13    that are inappropriate, too broad, and disruptive in 

       14    the market.  And my experience has shown -- my 

       15    experience has taught me at least that trying to draw 

       16    these relatively arbitrary lines over eligibility just 

       17    will not work at addressing the fundamental concern, 

       18    which is that of inappropriate rights. 

       19            When I look at the impact in the sector of IT, 

       20    what you can -- and I want to kind of draw into the 

       21    real world for a second.  People or companies sitting 

       22    around a table, for example, defining a new standard, 

       23    each of them possessing appropriate rights, can usually 

       24    yield a good outcome.  They usually sort out their 

       25    differences.  They figure out what rights and what 
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        1    entitlements on royalties can be appropriately shared 

        2    among this group of standard-setting entities.  That is 

        3    the desirable outcome, where you have an appropriate 

        4    use of patents and market power and participation and 

        5    technology contributions to define standards, to work 

        6    together, and to yield market-based compliance. 

        7            When you have invalid patents, overbroad 

        8    patents, that disrupts these processes, but 

        9    fundamentally, we should be solving that disruptive 

       10    effect by getting better quality patents than 

       11    attempting to carve out the patent eligibility or do 

       12    more radical steps. 

       13            Finally, as I said before, the Holy Grail here 

       14    is to get better patent quality in a shorter amount of 

       15    time.  And to achieve that, or to try to achieve that, 

       16    we need to put more responsibility on applicants to 

       17    better frame the issues that are key to patentability, 

       18    produce this goal of improved quality, better record, 

       19    and more accurately characterize rights or define 

       20    rights. 

       21            Thank you. 

       22            MS. GREENE:  We have gone right through the 

       23    morning break, and I'm sure you all didn't notice that.  

       24    But now it's just too late, because we have more things 

       25    to discuss, so we will just plow ahead. 
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        1            Any reactions to the two presentations? 

        2            Brian? 

        3            MR. KAHIN:  I'd like to sort of zoom out.  And, 

        4    you know, I appreciate a number of things that Jeff is 

        5    saying about reforming the process, but, you know, 

        6    realistically these reforms do have costs.  There is a 

        7    political cost that would have to be paid, and there's 

        8    a -- it is very difficult to suggest reforms that are 

        9    going to increase the burden on small applicants. 

       10            On the other hand, we also don't have an 

       11    adequate framework for understanding the total costs of 

       12    the system.  And to say that the patent system is 

       13    running at 85 percent of what it needs or what it 

       14    deserves, I mean, is 85 percent of what?  You know, we 

       15    don't know what it takes to do a proper job.  We don't 

       16    have any measures of the optimum, and the only way we 

       17    can get at those measures, in my opinion, is to have 

       18    some extrinsic evidence that's tied to how the patent 

       19    system quality is viewed within the industries that it 

       20    affects. 

       21            It's got to have some tie to an outside 

       22    reality.  So, if you could actually show -- and this is 

       23    not just the customers that the PTO defines, it is not 

       24    just the patent applicants.  You can't just ask the 

       25    patent applicants, are we doing a good job?  You have 
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        1    to ask the industries that are affected.  And, of 

        2    course, this gets very hard to do in some of the areas 

        3    we've been talking about, software and business method, 

        4    because it's very hard to define the industries, 

        5    especially business methods, because they're every 

        6    industry. 

        7            But anyway, if there were some way, then we 

        8    could get a handle on what are the trade-offs.  I do 

        9    commend the Patent Office for the business method 

       10    initiative, because for frankly the first time, we got 

       11    some kind of empirical handle on what additional 

       12    investment in the examination process would result in 

       13    in terms of acceptances.  But until we find some 

       14    broader framework for understanding costs, then there's 

       15    no way of getting this beyond the political problem 

       16    that you face because of the institutionalized 

       17    information asymmetries and the difference in the 

       18    ability to bear cost. 

       19            As we saw in all the furor around the American 

       20    Inventors Protection Act, it was polarized between the 

       21    patent establishment and independent inventors, 

       22    including universities, around the issues of how the 

       23    different parties bear information and transaction 

       24    costs, not along the issues we've been talking about 

       25    here at all.  But that is the political reality in 
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        1    which we've got to operate. 

        2            MS. GREENE:  Bob? 

        3            MR. YOUNG:  Yeah, for all that Jeff and I 

        4    probably disagree on a lot of things, I was actually 

        5    very impressed with his reform proposals.  I think it 

        6    would go a long way to avoid some of the problems.  And 

        7    the problems are -- you know, the furor you referred to 

        8    earlier over some of the patents that various parts of 

        9    our industry get upset about really delve into the 

       10    obviousness issues, that someone says, how did you get 

       11    a patent on that, I could have thought of that one, you 

       12    know, yesterday evening drinking beer.  In fact, that's 

       13    where I get most of my good ideas.  We won't go there.  

       14    But just on the topic of reform, two items on software 

       15    patents. 

       16            If we have to have software patents -- so let 

       17    me phrase that, I don't like software patents as a 

       18    general rule, but we need to have very high standards 

       19    associated with them.  Software is, just to be very 

       20    clear, software is a form of expression.  It may be a 

       21    form of expression that most of us on this panel cannot 

       22    interpret, but we all appreciate that if someone tells 

       23    a joke in Albanian and a bunch of Albanians laugh at 

       24    it, it's probably a funny joke, and we will protect the 

       25    Albanians' right to free speech or would if they had 
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        1    it.

        2            Source code is exactly the same thing.  

        3    Software is the same thing in our industry.  If you can 

        4    code software well, I mean, I go to conferences, 

        5    technical conferences where you hang around the 

        6    hallways and you listen to these guys tell jokes to 

        7    each other in software code.  I mean, such that a 

        8    regular human being like myself doesn't understand a 

        9    clue of what they've just finished saying.  Because of 

       10    that -- so, that's the problem with software patents, 

       11    is it actually infringes on a form of expression, and 

       12    if it's -- if it is not truly nonobvious, if it is not 

       13    a Larry McVoy type invention, then there's a problem 

       14    associated with patenting this. 

       15            One of the problems may be that 20-year patents 

       16    in software is simply too long.  If we have to have 

       17    software patents, maybe they should only be ten years, 

       18    because our software -- our industry moves so quickly 

       19    that 20 years is a whole career.  It's effectively 

       20    taking that algorithm out of the use of the industry 

       21    for a generation, in effect, and it may not be a good 

       22    idea.  So, there may be some way of -- I don't know if 

       23    anyone's discussed the way of having patents on shorter 

       24    time frames. 

       25            But finally, and this is the one I care most 
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        1    about, is if we have to have software patents, we have 

        2    to require that the person applying for the software 

        3    patent files the source code behind that patent, 

        4    because the source code is the invention.  It -- 

        5    without knowing that the source code does what the 

        6    applicant says it does, you can be very easily granting 

        7    a patent to someone for an idea.  He says, I'm going to 

        8    write source code to do this.  If he doesn't have to 

        9    file the source code, you don't actually know for a 

       10    fact that he is doing what the description in his 

       11    patent says he is doing. 

       12            It's actually a real problem in the whole 

       13    software industry, that the reason people have so much 

       14    enthusiasm over the open source technologies, like 

       15    Linux and Apache Web-Serving, is because we deliver 

       16    source code.  The users of these technologies can trust 

       17    the technology, because they can look at it.  If it 

       18    doesn't do what it's supposed to do, they can find out 

       19    if the problem is that there's an error in it or did 

       20    the guy who wrote it write intentionally to cause harm 

       21    to his competitors? 

       22            In the sort of existing software industry or 

       23    legacy software industry, this binary-only model, where 

       24    you buy software without getting source code, we've 

       25    seen well documented, the Caldera v.  Microsoft case, 
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        1    well-documented cases of companies who published 

        2    software, distributed software that had code written in 

        3    it whose purpose was to damage his competitor.  And 

        4    these companies get away with it for 10-15 years 

        5    because no one ever sees the source code. 

        6            You know, it's sort of as if we wrote laws in 

        7    this country and didn't have to publish the law, just 

        8    threw people in jail for breaking the law without 

        9    having to tell them what the law would have said.  So, 

       10    source code is essential.  Software is not software 

       11    without source code.  It is as simple as that. 

       12            Thank you. 

       13            MS. GREENE:  How do Bob's ideas about 

       14    disclosures of source code fit in with your areas of 

       15    inquiry? 

       16            MR. KUSHAN:  Source code is virtually useless 

       17    for the examiner to do a good job in examination.  It 

       18    may be an important part to show possession of an 

       19    invention, especially under the written description 

       20    standards, but the real challenge and the better type 

       21    of patent application for the PTO to consume is one 

       22    that abstracts the source code to a slightly higher 

       23    level of explanation, so that the examiner can 

       24    appreciate how the functionality that it imparts into a 

       25    computer is achieved, and that allows the examiner a 
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        1    much more digestible perspective on the invention, so 

        2    they could do a better search and make that 

        3    determination of obviousness. 

        4            And then one of the problems is that if you 

        5    focus on the source code, you're actually kind of going 

        6    to a level that is unhelpful to you making accurate 

        7    judgments on obviousness, because you want to know that 

        8    if you could do this technique by a very simple, 

        9    well-known other alternative, equally relevant 

       10    technique, that would render the invention obvious, and 

       11    the dependence on that source code is really very 

       12    little, if none. 

       13            So, for examination processes, there -- and I 

       14    know that when we were looking at the examination 

       15    reform issues throughout the nineties, that was one of 

       16    the big questions.  How do you get a characterization 

       17    of the software at a sufficiently high level into the 

       18    hands of the examiner so they can do a better job in 

       19    appreciating what the invention is and doing a search? 

       20            I note that I think the way that the PTO came 

       21    out was basically to say use any way you can, other 

       22    than source code, because source code is just not a 

       23    uniform starting point that everybody can appreciate.  

       24    It's better to have something that is more digestible. 

       25            But again -- and I know we were talking before 
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        1    the conference started, but whether you want to have 

        2    disclosure requirements of source code for some 

        3    techniques or some software that is very difficult to 

        4    prove it works the way it does or if there's some 

        5    dependence on the invention on a particular 

        6    implementation, that may be something where deposits 

        7    analogous to the micro-organism deposits in the biotech 

        8    area achieve the goal of satisfying public need and 

        9    access to an operable invention.  But that's an area 

       10    which hasn't really been looked at much inside the PTO. 

       11            MS. GREENE:  Your reference now to the written 

       12    description requirement is particularly challenging for 

       13    software.  Can you just -- you went through some of 

       14    this in your presentation.  Can you reflect on the 

       15    other requirements and how those may or may not be easy 

       16    to translate into software/business methods? 

       17            MR. KUSHAN:  Well, the -- I think the thing 

       18    that's interesting about the recent cases on written 

       19    description, and maybe the way to look at it is, 

       20    written description is a measurement of what the 

       21    applicant did, and enablement is a measurement of what 

       22    the public can do with what the applicant has given to 

       23    the public.  And the two questions are kind of pointing 

       24    in opposite directions as far as the inquiry. 

       25            Enablement becomes a less difficult standard to 
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        1    meet when the technological skill in the art gets 

        2    mature and more sophisticated.  So, if I show in my 

        3    disclosure, you know, you have to find a way of 

        4    displaying this image on the screen, somebody who's 

        5    writing code, that's trivial.  So, to enable display on 

        6    virtually any type of display would be enabled by a 

        7    very simple disclosure.  But if the invention is a 

        8    particular technique that's better than the rest, 

        9    then -- and that's really why this invention is useful, 

       10    then the written description requirement will focus on 

       11    how that's characterized in the application and how 

       12    that tracks in relation to the claim. 

       13            The enablement issue is not really going to be 

       14    a complicated inquiry.  On the other standards, 

       15    obviousness has always been a tough test, because 

       16    process claims, unlike product claims, are much more 

       17    complicated inquiries.  Why did you pick this sequence 

       18    of steps?  The motivation from the prior art as to a 

       19    sequence of steps is much harder to establish than 

       20    analogy in like in a chemical compound, that this 

       21    chemical compound is like that chemical compound and 

       22    therefore might be obvious.  That goes into the 

       23    questions of whether you can have certain types of 

       24    stipulations as to the state -- you know, whether 

       25    something would be obvious to code something to achieve 
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        1    this function, as a way of framing or at least getting 

        2    to a more refined obviousness inquiry. 

        3            But that's the -- enablement, written 

        4    description and obviousness are the hardest standards 

        5    to apply, but those are all the ones that shape what 

        6    claims come out the best.  Those are the measurement 

        7    criteria, and those are the ones that we've got to find 

        8    better ways of applying inside the PTO. 

        9            MS. GREENE:  Okay, let me just open up the 

       10    floor for anybody to make any additional comments that 

       11    they want, perhaps prompting more questions.  And to 

       12    the extent folks want to focus on the issues that Jeff 

       13    has been raising, to what extent does Jeff's proposal 

       14    of focusing on the -- these criteria rather than the 

       15    underlying eligibility requirement, to what extent are 

       16    people optimistic about it?  We've heard a little from 

       17    Brian on that and would like to hear from other folks. 

       18            Rick? 

       19            MR. NYDEGGER:  Well, actually I have comments 

       20    more directed to some of the points that were commented 

       21    on earlier, and then I'll get to my response to Jeff. 

       22            There really are two things that I'd like to 

       23    comment on with regard to some of Jay Thomas' comments 

       24    and remarks.  You made the point in one of the slides 

       25    that there were certain limitations that were 
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        1    established that involved things like patenting 

        2    mathematics, mental steps, abstract ideas, printed 

        3    matter, and algorithms.  First of all, I think it is 

        4    important to distinguish between those limitations 

        5    which are Constitutional in nature and those which are 

        6    not. 

        7            Part of our Constitutional jurisprudence on the 

        8    law of patent eligibility has and continues to require 

        9    that laws of nature, natural phenomena and abstract 

       10    ideas are, in fact, limitations.  So, it's not strictly 

       11    correct to say that contemporary cases have eliminated 

       12    restrictions such as abstract ideas.  Those remain as 

       13    constraints under a shield of Constitutional cases that  

       14    are there today. 

       15            Secondly, in respect to that, I think that 

       16    there is another way of looking at the development of 

       17    the cases in the lower courts, which suggests something 

       18    other than elimination of those restrictions.  For 

       19    example, it seems to me that much of what was going on 

       20    in those cases was simply a recognition by the lower 

       21    courts, the CCPA, in particular, and the Federal 

       22    Circuit that the standards they were attempting to 

       23    employ in their effort to comply with those 

       24    Constitutional constraints was unworkable. 

       25            In point of fact, what we saw happening was 
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        1    very much like the same kind of thing we saw that led 

        2    to ultimately the enactment of the nonobviousness 

        3    standards in the 1952 Act.  The law of invention 

        4    developed into such a state of disarray prior to 1952, 

        5    in terms of efforts by the Supreme Court and other 

        6    courts to develop what did or didn't constitute 

        7    invention, that ultimately those cases were largely 

        8    discarded in favor of what was perceived at the time to 

        9    be a more workable and definable standard, namely, 

       10    nonobviousness. 

       11            I think the same kind of thing is going on with 

       12    respect to the law of patent eligibility in the cases.  

       13    What we've seen is that the lower courts were 

       14    attempting to define patent eligibility through a 

       15    series of negative rules; that is to say, by 

       16    pigeonholing something as a mental step, that was 

       17    discarded in 1970, in the CCPA's decision in In re 

       18    Musgrave.  Pigeonholing something as printed matter, 

       19    that was later discarded by the Federal Circuit in 1995 

       20    in In re Lowry.  Then later, the mathematical algorithm 

       21    and the business method exceptions, which ultimately 

       22    were discarded, of course, in State Street Bank. 

       23            So, instead what the court did is determine 

       24    that they have to define the constraints of not 

       25    permitting subject matter that represents, for example, 
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        1    an abstract idea from being patented by defining that 

        2    constraint in terms of a positive test, something that 

        3    required positive end results.  So, I think it's 

        4    possible to look at the case development in a way that 

        5    doesn't necessarily say that these restrictions were 

        6    simply eliminated.  They were simply redefined in a 

        7    different way because of the unworkability of all of 

        8    these negative rules that had developed out there in 

        9    the case law. 

       10            The other point that I would like to make in 

       11    relation to State Street Bank, which was also addressed 

       12    by Jay, is that I think that at the heart of the 

       13    difficulty is the problem of properly interpreting the 

       14    claims in question, in other words, answering the 

       15    question, "What exactly did the applicant invent?"  

       16    This touches a little bit on Jeff Kushan's comments.   

       17    In State Street, Judge Rich looked to the claim 

       18    language and the underlying language in the 

       19    specification which supported that claim, and he found 

       20    a machine that consisted of a CPU and a data disk and 

       21    certain complete new logic circuits.  In contrast to 

       22    that, the lower court decision in State Street saw the 

       23    claimed invention rather as a combination of processing 

       24    computations as opposed to some sort of a machine. 

       25            I think that on one level, the rationale used 
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        1    by Judge Rich can be criticized as overly simplistic 

        2    and could lead virtually in every case to the finding 

        3    of a statutory machine.  On the other hand, I think 

        4    that a closer look at the nature of software, how it's 

        5    evolved with time and its relationship to hardware, 

        6    perhaps illustrate why that rationale is not 

        7    necessarily as flawed as some think that it is. 

        8            To illustrate my point, hardware can include, 

        9    as everyone is well aware, a series of interconnected 

       10    computer chips.  Given today's technology, there can be 

       11    literally thousands, tens of thousands, hundreds of 

       12    thousands of micro-circuits which are not visible to 

       13    the human eye.  Those kinds of hardware architectures 

       14    are more easily described in terms of the functional 

       15    relationships between plots or components of those 

       16    circuits.  That's very similar to the way in which 

       17    hardware is developed.  Just as in the case of 

       18    hardware, it's really the functional relationship that 

       19    goes on between the different steps that are performed 

       20    in a complex program that represents sometimes 

       21    literally thousands or tens of thousands of different 

       22    processing steps that become described functionally 

       23    by -- in terms of what they do.  It's that functional 

       24    interrelationship that becomes a thing of interest. 

       25            I think that's the reason why persons skilled 
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        1    in the art and who can implement that does certain 

        2    functions in either hardware or software, but the line 

        3    between them is often very blurry. 

        4            So --

        5            MS. GREENE:  Okay, and I am going to give Jay a 

        6    chance to respond.  Did you have more? 

        7            MR. NYDEGGER:  Yeah, I had actually two more 

        8    points. 

        9            MS. GREENE:  Okay. 

       10            MR. NYDEGGER:  I think the court's focus in 

       11    State Street on this concrete, tangible result test 

       12    really reflects the way in which this software 

       13    technology has developed.  In the early days, just as 

       14    in Benson, what we saw was number crunching, 

       15    programming using more mathematical kinds of processing 

       16    steps as opposed to the more object-oriented 

       17    programming that goes on today that focuses on 

       18    functional relationships between the plots or chunks of 

       19    program components. 

       20            I think the other point that is maybe worth 

       21    just observing is the point that Jay Thomas made on the 

       22    Constitutional history.  He wrote an article in 1999 

       23    that was published in I think it was Boston Law Review.  

       24    It was entitled "Patenting of the Liberal Professions."   

       25    And he made the point there that he felt that the 
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        1    Framers of the Constitution undoubtedly did not intend 

        2    for this kind of subject matter to be embraced under 

        3    the patent statute.  They had certainly contemplated 

        4    industrial, mechanical and manual arts in contrast to 

        5    the seven liberal arts and the four fine arts in the 

        6    classic learning.  Yet on the other hand, it seems to 

        7    me that the Framers didn't contemplate patenting things 

        8    like the Harvard mouse, either, or gene sequences, or 

        9    new pharmaceuticals that take advantage of those kinds 

       10    of gene sequences to target specific kinds of organisms 

       11    for treating disease.  Clearly none of those things 

       12    were contemplated by the Framers, and yet they are very 

       13    important, useful technologies to us today. 

       14            I think it's fair to say that Jefferson, who 

       15    really was the framer of the first patent act and who 

       16    was the architect of Section 101, which has been 

       17    essentially the same since 1793, with the exception of 

       18    changing one word in that section of the statute, saw 

       19    that as a liberal section.  In his writings, he made 

       20    the comment, quoting here, that "Ingenuity should 

       21    receive a liberal encouragement." 

       22            So, I think those are points that one ought to 

       23    take into account in reflecting on where the case law 

       24    has come from, where it is today, and what kinds of 

       25    policies are and ought to drive the case law. 
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        1            MS. GREENE:  Jay? 

        2            MR. THOMAS:  First, thank you for reading the 

        3    article, which is all I'll say on that.  And I 

        4    certainly enjoyed Jeff's comments and would agree 

        5    heartily with all of them toward the end.  I think 

        6    we're all working toward the same goals on that score.  

        7    And I would just note some skepticism about the nature 

        8    of the prior art in these business method fields, 

        9    because unlike the sciences, there is not a drive to 

       10    publish.  There is no Chemical Abstracts available with 

       11    disclosures.  The commercial practices are kept in the 

       12    heads of business persons, and I think there are much 

       13    more systemic problems in getting a hold of the prior 

       14    art.  So, I think a lot of his reforms are well 

       15    meaning, and if enacted would do a lot to improve, but 

       16    I do think there are systemic problems in the areas 

       17    outside the confines of traditional technology with 

       18    which the patent system has usually concerned itself. 

       19            Thank you. 

       20            MS. GREENE:  And I am just going to make one 

       21    more appeal.  Does anybody have any additional comments 

       22    on Jay's great articulation of whether or not there's 

       23    systemic problems for these particular areas? 

       24            MR. YOUNG:  Other than the -- this is Bob 

       25    Young. 
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        1            Other than just the obviousness, the concept of 

        2    this being an idea, the moment you approach granting a 

        3    patent around a concept or an idea, by definition, 

        4    you're going to raise all sorts of problems of how do 

        5    you define that thing.  You can define an invention.  

        6    You can define an implementation of an idea.  You can't 

        7    define an idea well enough to patent it. 

        8            MS. GREENE:  Brian? 

        9            MR. KAHIN:  A couple of points about it.  One 

       10    is --

       11            MS. GREENE:  Jeff, are you going to respond to 

       12    that? 

       13            MR. KAHIN:  I am going to respond specifically 

       14    to this question.  And that is the more abstract the 

       15    subject matter, the more difficulty you have in having 

       16    a consistent vocabulary.  That's a fundamental problem.  

       17    It's a fundamental problem of high-level software 

       18    patents and business method patents in particular. 

       19            I did suggest that there are some dimensions of 

       20    the software documentation problem that are more 

       21    complex.  And they have to do with the fact that 

       22    software, unlike business methods, is largely 

       23    self-documenting, that you have in the code itself and 

       24    in the comments that are written into the code, you 

       25    have documentation, but that documentation is lost when 
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        1    the code is compiled, or at least it's virtually 

        2    inaccessible, especially if it's protected under 

        3    contract.  So that there are complexities in software, 

        4    and there is this enormous volume problem that's 

        5    distinct from the business method, although other 

        6    aspects that Jay mentioned are similar. 

        7            MS. GREENE:  Jeff? 

        8            MR. KUSHAN:  The systemic problem that Jay has 

        9    pointed to is one that I -- it's a very easy thing to 

       10    put into play and in debate.  And the problem I see is 

       11    that the vast volume, the high volume of cases that are 

       12    being filed don't tend to characterize or seek claims 

       13    in the worst case scenarios.  And I think legitimately, 

       14    some of these ideas that people conjure up as possible 

       15    interests for patenting, certainly one has to question 

       16    why they would waste their money trying to get those 

       17    claims. 

       18            I think in the process of the debate, there's 

       19    been this fundamental problem of defining business 

       20    method patents and essentially taking the example of 

       21    someone combing their hair and saying that's what all 

       22    these cases are focused on, when, in fact, 99 percent 

       23    of the cases that are probably in the category of 

       24    business method inventions are automated techniques for 

       25    doing something that people used to do in a 
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        1    nonautomated way.  And I think a very important inquiry 

        2    that may calm down the concern, because if people are 

        3    going to be getting claims to block out the business 

        4    model, that's bad.  Certainly that precludes the 

        5    innovation and the subsequent innovation that the 

        6    system is supposed to induce. 

        7            If the claims are truly capturing and 

        8    encompassing every way you are going to implement a 

        9    business model, that claim should never come out of the 

       10    Patent Office.  My sense is that you can stop that 

       11    claim with stringent written description requirement, 

       12    possibly with enablement, possibly using utility, and 

       13    looking at some of these, you know, not yet fully 

       14    developed legal concepts like essential elements to 

       15    make sure that those broad claims don't come out. 

       16            That's where I -- I mean, I wanted to leave on 

       17    a positive note, that I am very sympathetic to the 

       18    concerns of claims coming out of the Patent Office that 

       19    cover business models, because that's certainly not 

       20    something which is fitting into the logic of the patent 

       21    system and not helpful. 

       22            I think I differ from Jay in that I would put 

       23    all of our effort into using the tools of written 

       24    description, enablement, obviousness and other tools 

       25    that could be come up with to prevent those claims from 
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        1    coming out of the Patent Office without the appropriate 

        2    limitations and allow the subsequent innovation to 

        3    occur.  And that's I think the challenge, but I think 

        4    the end point is probably shared.  Nobody wants these 

        5    dominating patents to come out which foreclose the 

        6    subsequent innovation. 

        7            MS. GREENE:  Jeff, and this will have to be the 

        8    last word. 

        9            MR. KUESTER:  Oh, boy.  I'm not sure I'd go as 

       10    far as saying no one wants those patents to come out, 

       11    because first of all, what are we talking about?  You 

       12    suggested, you know, no one wants the business model to 

       13    be covered.  We step into the same definitional problem 

       14    of what is a business model now and how is that 

       15    different from, you know, the software system that, you 

       16    know, Rick suggested.  Is that a business model of 

       17    automatically answering and determining who your phone 

       18    is -- who's calling you or something? 

       19            I think furthermore that the comments we've 

       20    heard -- you know, Jay saying there was just a systemic 

       21    problem with these business method patents and Robert 

       22    saying that, you know, well, they're just obvious, 

       23    unless it took years and years to come up, it shouldn't 

       24    be patentable -- and the fact that we can sit around 

       25    and think of something is evidence that it shouldn't be 
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        1    patentable, those are the exact types of arguments that 

        2    I talked about earlier, that are not based on any 

        3    empirical evidence at all, you know, it's just wrong, 

        4    they're just obvious, it's just systemically wrong, you 

        5    know, all areas of life are now patentable.  And it's 

        6    just these types of debates, in terms of, you know, 

        7    sort of hurling out these types of arguments, I don't 

        8    think are really where we need to be ultimately. 

        9            Again, my point is that we need some real 

       10    empirical evidence.  We need to be focusing on is the 

       11    Constitutional purpose of advancing science and the 

       12    arts really being forwarded by this particular area.  

       13    And you have to actually step back and talk in terms of 

       14    economics that we can all agree on, that we have 

       15    baselines and we're looking at, you know, not just an 

       16    investment in particular areas, but also benefit to 

       17    society, benefit in all areas, not just this one area. 

       18            So -- but I am, like Jeff, confident that the 

       19    Patent Office can react to whatever it is that we need 

       20    to do in this area.  If there is, in fact, a utility 

       21    problem, if there is, in fact, a written description 

       22    problem in this area, then I'm sure the Patent Office 

       23    is equipped to be able to do that, as long as it 

       24    doesn't get into analyzing code as Robert suggested.  I 

       25    tend to agree with Jeff.  That's virtually useless in 
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        1    an examination process.  It's tens of thousands of 

        2    lines of information that just can't be really utilized 

        3    very well.  So, as long as we're not heading down the 

        4    road that creates so much more additional work that 

        5    also the small inventors would now be burdened to have 

        6    to explain things that -- or, you know, they may not 

        7    know what a search area is and whether or not that's 

        8    the right one or --

        9            And with the courts out there, you -- that's 

       10    the other variable here. Of course, they started us 

       11    down this road with State Street, you might argue.  And 

       12    you've got issues there with, you know, if -- if we 

       13    didn't have Gentry issues and other definite -- Gentry 

       14    issues in terms of -- let's just suffice to say that 

       15    the scope of the claim protection is now very much 

       16    dependent on not only what you say in the prosecution, 

       17    but how the patent specification and the wording is 

       18    presented earlier on, which will make patent attorneys 

       19    very reluctant to cooperate with an examiner, and say, 

       20    okay, here's my invention or here's the -- you know, 

       21    the core issues of patentability, or I'll stipulate to 

       22    anything, frankly, but that this is old or that this 

       23    would be obvious or that all these other issues.  With 

       24    the court focusing very closely on every word that you 

       25    say in those realms, it's going to be difficult I think 
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        1    for the Patent Office to make much progress in some 

        2    direction like that that the Patent Bar doesn't just, 

        3    you know, erupt violently almost, that the court is 

        4    just going to destroy whatever patent that proceeds 

        5    down that direction. 

        6            I think that the Patent Office will have a very 

        7    difficult time following Jeff's recommendations, 

        8    well-intentioned though they are. 

        9            Thank you. 

       10            MS. GREENE:  Well, I want to thank you all very 

       11    much for coming and participating today.  An incredibly 

       12    nuanced, thoughtful conversation dealing with some 

       13    difficult issues, always searching for limiting 

       14    principles.  And I want you all to please be sure, if 

       15    you want to submit additional things to the record, 

       16    publications, I know in particular a lot of the 

       17    professors have websites that list lots of their 

       18    research and writing, fantastic resources as well.  

       19    Thank you. 

       20            We will be starting up at 2:00. 

       21            (Whereupon, at 12:15 p.m., a lunch recess was 

       22    taken.)

       23    

       24    

       25    
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        1                       AFTERNOON SESSION

        2                          (2:00 p.m.)

        3            MR. BARNETT:  My name is Michael Barnett, and 

        4    I'm a staff attorney here at the Federal Trade 

        5    Commission.  I would like to welcome you to this 

        6    afternoon's hearing.  "Patent Criteria and Procedures, 

        7    International Comparisons." 

        8            Joining me today are my colleagues from various 

        9    governmental agencies.  I would like to introduce at 

       10    two seats down from me, Susan DeSanti, Deputy General 

       11    Counsel for Policy Studies at the Federal Trade 

       12    Commission; Suzanne Michel, Counsel for Intellectual 

       13    Property at the Federal Trade Commission to my left; 

       14    Sue Majewski is directly to my right, she is an 

       15    economist at the United States Department of Justice; 

       16    three down from me at the end of the table is Robert 

       17    Bahr, Senior Patent Attorney at the United States 

       18    Patent and Trademark Office. 

       19            Gathered with us today are representatives from 

       20    academia and the legal community to provide us with 

       21    their insight and experience into patents within their 

       22    fields, and hopefully, into industries in general.  In 

       23    my opinion, I think this is an impressive group of 

       24    individuals who are distinguished in their fields, and 

       25    I am anxious to hear their thoughts. 
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        1            To my far right at the end of the table is Rick 

        2    Nydegger.  Rick Nydegger is the founding shareholder of 

        3    Workman, Nydegger and Seeley, which specializes in 

        4    intellectual property law.  He is currently an adjunct 

        5    faculty member at Brigham Young's Law School.

        6            He has worked closely with the PTO in the 

        7    development of several important policy initiatives 

        8    over the years, including as the principal author of 

        9    the AIPLA's response to the Commissioner's request for 

       10    comments on computer-related innovations.  He is 

       11    currently First Vice President of AIPLA and was 

       12    recently inducted as one of its Fellows.   

       13            Next to Rick is Ken Burchfiel.  Kenneth J. 

       14    Burchfiel is a partner at Sughrue Mion, PLLC in 

       15    Washington, D.C., specializing in the chemical arts, 

       16    with experience in photographic, pharmaceutical, 

       17    petrochemical, polymer, biotechnology, textile, and 

       18    general organic and inorganic chemistry and industrial 

       19    chemical process technology.

       20            He was the first American patent lawyer 

       21    admitted to practice in Japan under the reciprocal 

       22    foreign practicer statute, opening a firm branch office 

       23    in Tokyo.  He was a visiting scholar at the Max Planck 

       24    Institute in Munich in 1992, where his field of 

       25    research was patent law protection for biotechnology 
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        1    inventions along with comparative law and legal 

        2    history. 

        3            Next, we have Steven Maebius.  Steve is a 

        4    partner at the Washington D.C. office of Foley & 

        5    Lardner, where he is the co-chair of the Washington 

        6    Office Intellectual Property Department. 

        7            He is a former patent examiner of the United 

        8    States Patent and Trademark Office, where he examined 

        9    patent applications in the biotechnology and 

       10    pharmaceutical fields. 

       11            He co-teaches International and Comparative 

       12    Patent Law at George Washington University Law School.  

       13    He has been a Visiting Associate Professor of Patent 

       14    Law, conducting research at Tokyo University's Research 

       15    Center for Advanced Science and Technology.  He is on 

       16    the Advisory Board of the NanoBusiness Alliance, an 

       17    association dedicated to serving the needs of 

       18    nanotechnology businesses.

       19            To my far left we have Robert Stoll.  Robert 

       20    Stoll is an Administrator for External Affairs in the 

       21    Office of Legislative and International Affairs at the 

       22    United States Patent and Trademark Office. 

       23            He has been a patent examiner, working in the 

       24    area of metal containing complexes and compounds and a 

       25    supervisory patent examiner, supervising the 
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        1    examination of classified chemical applications, 

        2    radioactive bio-treating compositions and liquid 

        3    crystals.  He holds a Bachelor of Science degree in 

        4    chemical engineering from the University of Maryland 

        5    and a Juris Doctor degree from Catholic University.

        6             Next we have Mark Janis.  Mark Janis is a 

        7    Professor of Law at the University of Iowa College of 

        8    Law where he teaches and writes in the fields of 

        9    patents, trademarks and unfair competition, and 

       10    intellectual property and antitrust. 

       11            In 2000-2001, he was the recipient of the 

       12    University of Iowa Collegiate Teaching Award.  He has 

       13    published several articles on domestic and 

       14    international patent law and is co-author of a 

       15    two-volume treatise, Intellectual Property and 

       16    Antitrust, with Hovenkamp and Lemley.  Prior to joining 

       17    the Iowa law faculty in 1995, Professor Janis practiced 

       18    patent law with Barnes & Thornburg in Indiana.

       19            Finally, we have John R. Thomas.  Jay is 

       20    an Associate Professor of Law at George Washington 

       21    University Law School here in Washington, D.C.  He also 

       22    serves as Visiting Fellow in Economic Growth 

       23    and Entrepreneurship at the Congressional Research 

       24    Service, as well as an instructor at the PTO Academy. 

       25            Previously, he was a Visiting Scholar at the 
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        1    Max Planck Institute in Munich, and at the Institute of 

        2    Intellectual Property in Tokyo.  Formerly, he was a law 

        3    clerk to Chief Judge Helen Nies of the Federal Circuit.

        4            With that, I think we should begin.  Before we 

        5    begin the discussion portion of the hearing, let me 

        6    start with some rules of the game.  Basically, if 

        7    during the course of the discussion you would like to 

        8    contribute, please stand your name-plate on its end.  

        9    That way we could call on everyone, and no one has to 

       10    raise their hands or anything like that, and we will 

       11    get to everyone in turn.  

       12            I think a good place to start would probably be 

       13    with re-examination, and the re-examination system in 

       14    proceedings in the United States, and hopefully, to 

       15    evaluate it in the context of similar regimes in other 

       16    countries and throughout the world.  Suzanne, would you 

       17    like to start?  

       18            MS. MICHEL:  I will start.  Because one of our 

       19    goals today would be to compare and contrast the United 

       20    States system with European and Japanese systems, and 

       21    particularly, what we might learn from them, I would 

       22    like to begin with just a very brief overview of the 

       23    re-examination system in the United States, and 

       24    perhaps, with a particular emphasis on the new inter 

       25    partes re-examination process. 
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        1            Would anyone like to volunteer for that task?  

        2    I see Jay pointing to Mark. 

        3            MR. JANIS:  I did a little bit of this 

        4    yesterday, so I will recount some of my comments from 

        5    yesterday, I suppose.  You can add or steer me in a 

        6    different direction if you wish. 

        7            My take on the big picture in re-examination is 

        8    that the United States never quite reached consensus on 

        9    the important question of what it exactly wanted out of 

       10    this administrative scheme.  Did it want a simplified 

       11    error correction scheme, or did it want a true 

       12    full-fledged administrative alternative to validity 

       13    litigation? 

       14            I think for a variety of reasons, perhaps, the 

       15    reasons of political compromise or perhaps because no 

       16    one really asked some hard questions, no consensus was 

       17    really reached.  We ended up with a system that was 

       18    called re-exam and has many characteristics of a more 

       19    simplified correction scheme, but occasionally, even in 

       20    the contemporary legislative record, was justified in 

       21    part on the basis that it could provide an alternative 

       22    to litigation.  So, right from the very beginning it 

       23    was this mixed character for this scheme. 

       24            I think that practice under the original ex 

       25    parte re-examination scheme revealed that it was flawed 
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        1    in many ways, or at least revealed that it didn't meet 

        2    the need for an administrative alternative to 

        3    litigation. 

        4            So, in time, legislative initiatives were 

        5    directed toward that end.  And instead of completely 

        6    scrapping the system, starting over with a system that 

        7    was designed to operate as -- I will call it an 

        8    opposition system for short -- but designed to be an 

        9    administrative alternative to litigation, again, 

       10    because of political reasons, perhaps because of 

       11    misconception or misunderstanding, the decision was 

       12    made to tinker with the existing re-examination system, 

       13    try to give it some inter partes character. 

       14            So, the 1999 reforms eventually gave us that.  

       15    They gave us some enhanced third-party participation in 

       16    what previously had been a largely ex parte scheme for 

       17    re-examination of patents, but along with that came a 

       18    large number of provisions, particularly provisions 

       19    relating to estoppel, against raising validity claims 

       20    later in litigation. 

       21            So, these alone were such great disincentives 

       22    to third-party participation in inter partes 

       23    re-examination, that I think it was predictable that 

       24    this system was -- like someone said yesterday -- "dead 

       25    on arrival."  It's a little too early to say whether 
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        1    that's really the case. 

        2             Steve Kunin said yesterday that three inter 

        3    partes re-exams have been filed.  Now, I don't know how 

        4    -- these only applied to patents that were filed after 

        5    1999, so, it's maybe a little early to say it's a total 

        6    failure. 

        7            But many of the aspects of re-examination that 

        8    were discouraging were retained.  I think the major 

        9    example is that re-examination still can only be based 

       10    on a very limited range of validity arguments.  They 

       11    have to be based on arguments based on patents and 

       12    other documentary prior art.  There are many other 

       13    validity arguments that range, of course, well beyond 

       14    that. 

       15            So, this current state of U.S. re-exam laws 

       16    that we have, this sort of a mongrel system, that is, 

       17    it is trying to serve as an administrative alternative 

       18    to validity litigation, but I think is doomed, because 

       19    I don't believe it was ever really designed to serve 

       20    that function to begin with. 

       21            I will end by saying that's to be contrasted 

       22    with other systems, notably the European opposition 

       23    system, which has its own problems, but does not have 

       24    some of these flaws that I have spoken of in connection 

       25    with the U.S.  re-examination system.  
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        1            MS. MICHEL:  Mark, can I get you to give us 

        2    just a very mechanical walk-through of how that 

        3    procedure works?  

        4            MR. JANIS:  Sure.  The re-examination system 

        5    begins with the initiation of a request by either a 

        6    patent owner or a third party.  It can be initiated by 

        7    the Patent Office as well. 

        8            If a third party initiates the re-examination, 

        9    the patent owner has an option to file a patent owner's 

       10    statement.  Many patent owners don't do that, because 

       11    filing of the statement allows the third-party 

       12    requester the opportunity to file a reply.  So, that's 

       13    the initial stage of the process. 

       14            Proceeding from there, the re-examination 

       15    process, the statute provides that examination proceeds 

       16    like other patent examination.  Under the current 

       17    statute, there are now two branches to this procedure; 

       18    there's an ex parte procedure and an inter partes 

       19    version of the procedure. 

       20            Under the inter partes branch, the third-party 

       21    requester has an opportunity to comment on office 

       22    actions that are issued by the examiner, but does not 

       23    have an opportunity to participate beyond that.  That's 

       24    not strictly true, there's only limited opportunity 

       25    beyond that.
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        1            MS. MICHEL:  So, within this U.S. system, does 

        2    the third-party questioner have any ability to 

        3    participate in examiner interviews?

        4            MR. JANIS:  They do as I understand it.  Now, 

        5    there have been three inter partes proceedings, and I 

        6    couldn't tell you if that's actually happened or not.  

        7    I believe that the regulations provide that third 

        8    parties can participate in that.  I, perhaps, can stand 

        9    corrected on that --   

       10            MR. STOLL:  No, they do not. 

       11            MR. JANIS:  I anticipated that would be a huge 

       12    problem, and I could understand why the regulation is 

       13    written that way.  So, thanks for the correction on the 

       14    regulation.  That's not provided for as a matter of the 

       15    statute, that's left open for regulation. 

       16            MS. MICHEL:  If the examiner ultimately 

       17    maintains a final rejection of the application and the 

       18    patentee appeals to the Board of Patent Appeals and 

       19    Interferences, what are the third party's abilities to 

       20    participate at that point?

       21            MR. JANIS:  Limited abilities to participate, 

       22    and that's been the subject of current legislative 

       23    efforts.  So, as the inter partes statute currently 

       24    stands, certainly the third party does not have the 

       25    ability to appeal to court. 
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        1            As I recall, the third party has the ability to 

        2    appeal to the Board -- I have to look around to see if 

        3    I'm correct on that.

        4            MR. STOLL:  That is correct.

        5            MR. JANIS:  But the third party does not have 

        6    the ability to appeal beyond that to what would 

        7    ordinarily be an appeal to the Court of Appeals for the 

        8    Federal Circuit.

        9            MS. MICHEL:  So, ultimately if the examiner 

       10    decides to allow the patent, then the third party 

       11    requester can appeal to the Board of Patent Appeals and 

       12    Interferences challenging that grant.  Is that right?

       13            MR. JANIS:  That is correct, yes.

       14            MS. MICHEL:  But then if the Board were to 

       15    decide to grant the patent, the third party may not 

       16    appeal to the Federal Circuit.

       17            MR. JANIS:  That's the current state of the 

       18    law, yes. 

       19             MS. MICHEL:  Bob, would you like to make a 

       20    comment on that?

       21            MR. STOLL:  On the systems themselves.  Let me 

       22    explain the way I'm understanding things the way we 

       23    currently have them.  We actually have two systems 

       24    running right now.  We have the ex parte system and 

       25    third-party system.  They are separate systems. 
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        1            The ex parte system is basically unchanged as 

        2    it has been going forward for many, many, many years 

        3    now.  The third-party system is the new system that is 

        4    created by the AIPA.

        5            I would like to state that I believe the 

        6    third-party system is unworkable as it's currently 

        7    formulated, and I do not anticipate there will be much 

        8    change.  There are only three that have been filed 

        9    under that system. 

       10            I think the original idea with respect to 

       11    making a third-party system was to be able to have a 

       12    system that handled more than just written prior art 

       13    and possibly even allowed for more discovery and more 

       14    discussion with respect to it.  Something cheaper than 

       15    going to court, something that allowed the Office to be 

       16    able to handle a process much more simply than is 

       17    currently being able to be handled by the Court of 

       18    Appeals for the Federal Circuit. 

       19            I think that the fact that the third-party 

       20    system requires that anything that was raised or could 

       21    have been raised during that process would very much 

       22    inhibit the ability for an attorney to persuade a 

       23    client to go in that direction.  I do not anticipate 

       24    that that third-party system is going to be used in any 

       25    large manner in the United States at all.
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        1            MS. MICHEL:  Is that the reason you refer to 

        2    the system as unworkable?

        3            MR. STOLL:  Yes.

        4            MR. BARNETT:  Ken, you have a comment, but in 

        5    the process of your comment, I would like to know how 

        6    you're advising your clients to deal with the 

        7    re-examination process, and the effects they have on 

        8    your practice.  Also, could I get everyone to speak in 

        9    the microphones, because it's easier for the court 

       10    reporter in that sense. 

       11            MR. BURCHFIEL:  With respect to the question of 

       12    appeal, Section 315(a) of the statute deals with the 

       13    appeal rights.  The patent owner is entitled to appeal 

       14    to the Board of Appeals and to the Federal Circuit. 

       15            A third-party requester who is unhappy can go 

       16    to the Board, but not to the Federal Circuit.  A really 

       17    serious, serious problem with this statute is that 

       18    although a third party can participate in the Board 

       19    proceeding, a third party cannot participate in the 

       20    Federal Circuit appeal if it's taken by the patent 

       21    owner.  That is just a killer. 

       22            Certainly, no one in his right mind would give 

       23    away the chance to challenge a patent in district court 

       24    litigation if it's going to be shut down at the Board.  

       25    It is not conceivable that I would recommend to any of 
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        1    my clients that you pursue this kind of thing. 

        2            With respect to the ex parte re-examination 

        3    system, I think it's worth noting it's really ex parte 

        4    only in name.  I have just been through litigation 

        5    where we filed a re-examination request; it was 

        6    granted. 

        7            During the course of that re-examination, the 

        8    patent owner would file a paper.  We would file another 

        9    re-examination request responsive to the paper, and 

       10    that would be merged and considered by the examiner 

       11    along with evidence and affidavits. 

       12            After the next response, we filed a third 

       13    request for re-examination.  After the next response, 

       14    we filed a fourth request for re-examination.  So, we 

       15    participated as fully as possible to the existing 

       16    system.  It is something that the Patent Office does 

       17    not approve of -- 

       18            MR. STOLL:  You are right. 

       19            MR. BURCHFIEL:  -- and yet, the Commissioner 

       20    denied our request for a fifth re-examination, but we 

       21    had to take a run at it. 

       22            I think that there's one big, big benefit to 

       23    the inter partes system, and that is that Section 318 

       24    of the statute gives a patent owner who files a request 

       25    for re-examination during litigation a stay, a stay of 
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        1    the district court litigation.  

        2            In effect, the patent owner can stop litigation 

        3    potentially for years while the Patent Office considers 

        4    this, and the patent owner can go on and conduct as 

        5    many ex parte interviews with the examiner that is 

        6    helpful or convenient, weighing the scales very much, 

        7    in our view, in favor of confirming the patent claim.

        8            MR. BARNETT:  Steven, I would like to hear your 

        9    comments.

       10            MR. MAEBIUS:  I agree pretty much with what Ken 

       11    said, and I just wanted to point out that the Patent 

       12    Office did make two minor improvements recently to both 

       13    types of re-examination practice by requiring that a 

       14    request for re-examination has to be handled by an 

       15    examiner other than the original examiner that issued 

       16    the patent. 

       17            They also require a patentability review 

       18    conference before the patent is either granted or an 

       19    appeal goes up to the Board where three examiners have 

       20    to participate and discuss the issues before it goes to 

       21    the next stage. 

       22            At least in my own practice, that's led to a 

       23    modest increase in the use of it.  However, it still 

       24    falls short of being an effective alternative for all 

       25    the reasons you just heard as being an alternative to 
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        1    litigation. 

        2            MS. MICHEL:  I was just going to call on Rick, 

        3    and I suggest we then move on to discuss the European 

        4    system. 

        5            MR. NYDEGGER:  I will just comment very 

        6    briefly, I more or less agree with everything that Ken 

        7    has said.  However, I am going to step out of my role 

        8    for a moment.  I'm appearing here today on behalf of 

        9    the AIPLA, but stepping out of that role simply as a 

       10    private attorney who has represented clients in that 

       11    proceeding, I would disagree just slightly with Ken's 

       12    comment that ex parte re-examination really is inter 

       13    partes, in a sense.  It's very, very limited. 

       14            The third-party requester only has an 

       15    opportunity to submit comment, short of the kind of 

       16    procedural creativity that Ken described, up until the 

       17    initial decision as to whether to grant the request is 

       18    handed down.  Once that decision is made, from that 

       19    point on, the examination process is just like it is in 

       20    the normal patent application -- it's entirely ex 

       21    parte. 

       22            For that reason, from my experience at least, 

       23    defendants or potential defendants very much shy away 

       24    from that proceeding, because they would much rather 

       25    have all of the procedural safeguards that go with the 
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        1    plenary right to cross examine, take testimony, and so 

        2    on, in the context of testing a patent's validity.

        3            MS. MICHEL:  All very interesting points, thank 

        4    you.  I would like to talk now a little bit more about 

        5    the European opposition system.  In particular, some of 

        6    the interesting features we could bring out and discuss 

        7    here today are:  At what point in the proceedings of a 

        8    patent's life does the opposition proceeding occur?  

        9    What kind of issues can be raised in the opposition 

       10    proceeding?  How is the opposition proceeding 

       11    conducted; is it more like a patent examiner in his 

       12    office, or is it more like a trial?  Is there anyone 

       13    who would like to volunteer to discuss the European 

       14    system?  Yes, thanks Rick.

       15            MR. NYDEGGER:  Again, stepping a little bit out 

       16    of my stated role here.  I have been through a number 

       17    of oppositions in the European Patent Office.  We are 

       18    currently involved in several in our office, one of 

       19    which I'm directly handling. 

       20            There are frankly some very real concerns, I 

       21    believe, that come out of the way in which that 

       22    opposition procedure works.  For example, in one of the 

       23    oppositions that I was involved in, we met with the 

       24    opposition panel which consisted of three examiners, 

       25    one of whom was the original examiner who up to that 
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        1    point granted the claims and the disputed application. 

        2            On the question of patentability that was 

        3    raised by the opposers, there were certainly prior art 

        4    documents of record.  There were maybe three or four of 

        5    them, and then discussion occurred in the course of 

        6    that opposition proceeding on a rather informal basis 

        7    about what those documents did or didn't teach. 

        8            Now, up to that point, I don't have too much 

        9    quarrel with how the opposition proceeding was handled.  

       10    Argument pro or con about what a prior document does or 

       11    doesn't stand for, I think is pretty much fair game in 

       12    an opposition proceeding like that. 

       13            The part where I start to depart and have 

       14    frankly some concern about the way European opposition 

       15    works is that, toward the end of that hearing, one of 

       16    the parties brought an expert witness just by way of 

       17    closing. 

       18            As the panel is getting ready to go out and 

       19    make its decision, it turned to the parties and invited 

       20    each of them to make any closing comments.  One of the 

       21    panel turned to the party who had brought with him this 

       22    particular expert, and he spoke up and proffered on the 

       23    spot gratuitous, unsworn, untested testimony about 

       24    certain things that, from his point of view, were 

       25    well-known in the art.  None of which, I might add, 
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        1    were documentary prior art of record in the case. 

        2            As it turns out, much to the surprise of a 

        3    number of people in the opposition, the panel came back 

        4    and based their decision on that gratuitous testimony.  

        5    Oppositions that are handled in that manner are bad 

        6    from a policy perspective.  It sort of turns the 

        7    proceeding into almost a shootout at the OK Corral.

        8            MS. MICHEL:  Could you explain how a typical 

        9    proceeding would operate?  That sounds to me like an 

       10    atypical proceeding.  Could you just give us a sense of 

       11    how the system operates in the sense of when a 

       12    third-party files its opposition, what kind of 

       13    documents it can send in?  What kind of arguments it 

       14    can make?  Then, tell us what actually occurs, what 

       15    kind of ground rules are there for the proceeding 

       16    itself?

       17            MR. NYDEGGER:  In Europe it's very, very 

       18    liberal.  What I have found is that you can frankly 

       19    submit almost any kind of evidence or testimony that 

       20    you might wish to. 

       21            You can submit affidavit testimony in 

       22    connection with a response or reply to the other 

       23    party's arguments or their brief.  As I said, you can 

       24    bring witnesses, if you will, so-called witnesses.  

       25    They are not sworn in, no one cross examines, and the 
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        1    opposition panel simply listens to what they have to 

        2    say. 

        3            I think some of this derives from the differing 

        4    legal frameworks from which people in Europe come from.  

        5    You tend to get people on an opposition panel, some of 

        6    whom have orientation legally arising out of common law 

        7    principles.  Then you get some who have legal 

        8    orientation arising out of civil law kinds of 

        9    experiences and principles, and they are very, very 

       10    different.  So, that's part of what's frankly 

       11    troubling, I believe, about the European opposition 

       12    system. 

       13            I will say, stepping maybe into my roll for a 

       14    minute now on behalf of the AIPLA, the AIPLA has gone 

       15    on record as supporting early, true inter partes 

       16    opposition proceedings.  Our Executive Director, Mike 

       17    Kirk, gave testimony on that about a year ago in 

       18    oversight hearings that Congress held with respect to 

       19    business method patents. 

       20            Under that proposal, the proceeding would be  

       21    in addition to those re-examination proceedings that 

       22    are presently available, would require a third party to 

       23    initiate an opposition proceeding within a very short 

       24    time period after the patent issues, for example, one 

       25    year, and would permit the third party to challenge the 
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        1    patent on the basis of Sections 102, 103 and Section 

        2    112. 

        3            The opposer would be permitted to participate 

        4    before the USPTO in generally the same manner as a 

        5    third-party requester is now permitted to participate 

        6    in inter partes re-examination, with the very important 

        7    difference that the third-party opposer would be 

        8    permitted to appeal and to participate in an appeal of 

        9    a decision by the Board to the Federal Circuit. 

       10            The AIPLA believes that this would provide 

       11    several benefits.  First, a balanced approach between 

       12    the interest of the patentees and the public to remedy 

       13    the possible issuance of overly broad patents in a 

       14    timely fashion. 

       15            Secondly, by requiring such oppositions to be 

       16    filed early, third parties would have to come forward 

       17    before the patentee has invested large sums of money in 

       18    commercialization, and while the patentee can still 

       19    file a reissue application so you can broaden claims or 

       20    claims that otherwise would avoid the art coming out of 

       21    that kind of proceeding. 

       22            MS. MICHEL:  Could you contrast with us how 

       23    that proposal differs from the European system?

       24            MR. NYDEGGER:  One very important difference is 

       25    our difference in legal framework.  I could not imagine 
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        1    that the USPTO would not employ appropriate procedural 

        2    safeguards with respect to the kind of evidence and 

        3    testimony submitted. 

        4            Moreover, Sections 102, 103 and 112 would raise 

        5    issues, it seems to me, that are less susceptible, in 

        6    some respects, to the kinds of free-wheeling 

        7    evidentiary problems that the European opposition 

        8    proceeding is susceptible to.

        9            MS. MICHEL:  Could you clarify that?  In 

       10    particular, is 101 -- and by that I mean utility, 

       11    patentable subject matter -- specifically or 

       12    intentionally lacking from the list of possible 

       13    challenges in the proposal you just laid out.  

       14            MR. NYDEGGER:  Well, again, from my own 

       15    personal perspective, I could not see why that couldn't 

       16    be included as a potential part of this type of an 

       17    early opposition proceeding.  I frankly think that 

       18    that's not a bad idea. 

       19            MR. BARNETT:  I'm just curious.  It may be my 

       20    lack of knowledge of the situation, but given the 

       21    amount of time and expense that's typically associated 

       22    with discovery in the United States, say, in the 

       23    litigation context, is it possible to really 

       24    effectively or efficiently allow additional information 

       25    with the procedural safeguards that you are thinking of 
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        1    while at the same time avoiding protracted discovery in 

        2    a re-examination context?

        3            MR. NYDEGGER:  That's a good question.   I 

        4    frankly think that there would still be a fair number 

        5    of litigants on the defense side that would prefer not 

        6    to use this type of proceeding out of that very 

        7    concern. 

        8            On the other hand, it is an option, and it is 

        9    one that does provide a much larger scope and basis for 

       10    challenging the patent in a timely fashion.    Because 

       11    of the lower cost, I think that there would certainly 

       12    be a larger number of people that would use that 

       13    proceeding. 

       14            Clearly, where you have three filings currently 

       15    to date under the re-examination provisions of the 

       16    AIPA, that is virtually no effect.  It is, for all 

       17    practical purposes, unsuccessful. 

       18            I think this type of proceeding would offer a 

       19    viable alternative, particularly for companies and 

       20    entities that do not have the kind of resources to 

       21    engage in large-scale major litigation.  It is a viable 

       22    option.  

       23            MS. MICHEL:  Jay, you had a comment?

       24            MR. THOMAS:  Well, my specific comment, I think 

       25    the moment has passed, but let me offer a few 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                      142

        1    observations on some of the questions that you have. 

        2              Mr. Nydegger is exactly right, the procedural 

        3    safeguards of these oppositions of the EPO is very lax.  

        4    I was very shocked as a young man, my first of eleven 

        5    or a dozen of these procedures, going into downtown 

        6    Munich where these oppositions are held. 

        7            It's a sense of justice west of Pecos. 

        8    Affidavits are submitted by professor such and such 

        9    saying any of my grad students could have done this.  

       10    Then there's another affidavit from the other side 

       11    saying this is the greatest invention ever.  Where are 

       12    these affiants?  Can we cross examine them?  It's a 

       13    very free-flowing procedure. 

       14            Then the three of them walk out, they make 

       15    their decision, and come back in.  You wonder how much 

       16    deliberation has gone on.  It's a much different norm 

       17    in a civil law regime than our own.

       18            MS. MICHEL:  Are there always three decision 

       19    makers?  

       20            MR. THOMAS:  There's usually three, and one 

       21    doesn't say anything, the junior one.  But yes, those 

       22    boards are three.

       23            MS. MICHEL:  Give us more of a flavor of what 

       24    these proceedings are like.  Are they like arguments 

       25    before an appellate panel, or are they more like -- are 
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        1    there witnesses or questions with direct examination?

        2            MR. THOMAS:  You could bring in just about 

        3    anyone you want, anyone of interest.  I would say it's 

        4    much more like this discussion than what you would 

        5    consider a tribunal. 

        6            If I could say a few more things before my time 

        7    is past.  Certainly, procedural safeguards, we expect 

        8    them.  The question is, can a patent office do them?  

        9    That's to the extent that we want a full-fledged 

       10    administration revocation proceeding that is as good as 

       11    what could happen in court, I believe a patent office 

       12    loses the ability to do it because of the technical and 

       13    legal qualifications. 

       14            Oppositions raise major public goods problems, 

       15    because having a patent struck down is a public good, 

       16    and there are collective action problems that prevail.  

       17    Which one of us industry participants is going to 

       18    strike down the patent? 

       19            I think opposition proceedings are something of 

       20    a panacea, because one problem is motivation to bring 

       21    the opposition.  In civil law systems, where invaldity 

       22    cannot be decided in the judicial forum, oppositions 

       23    are very attractive. 

       24            But in other systems where it may be easier to 

       25    settle out, it may be easier just to send a prior art 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                      144

        1    reference to the patentee and not formally challenge 

        2    it, it's easier to settle litigation -- like Amazon.com 

        3    recently, where there's lots of invalidating 

        4    references, but the parties would just settle rather 

        5    than take the invalid patent off the books -- likely 

        6    invalid, I ought to say -- those raise problems. 

        7            Delay is the final concern that ought to be 

        8    discussed.  Pre-grant opposition seems to take forever 

        9    at the EPO.  We just have not had a system where they 

       10    seemed to have worked.  Especially in systems like 

       11    Europe, where the longer the patent stays at the EPO, 

       12    the more money the EPO makes.  

       13            Post-grant sounds more attractive, but at that 

       14    point, unless you are willing to have a full substitute 

       15    for the traditional forum, it does not seem to work 

       16    very well.  Thank you.

       17            MS. MICHEL:  Can anyone give me an idea of what 

       18    a long time is?  How much of a delay is caused by these 

       19    oppositions? 

       20            MR. NYDEGGER:  In the one that I'm currently 

       21    involved in, we are going into the eighth year now.  

       22    The point I was going to make is that the European 

       23    experience is also very insufficient. 

       24            Once you get through the first round of the 

       25    opposition, you have the option to go through, yet, 
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        1    another round, but it is not a true appeal in any 

        2    sense.  It is, in fact, a de novo opposition proceeding 

        3    just like the one you went through, now just with a 

        4    different panel. 

        5            So, again, predictability, efficiency are, 

        6    frankly, sadly lacking in my experience in the context 

        7    of the European procedure.

        8            MR. THOMAS:  If I could pipe up one more quick 

        9    comment, the EPO is also not effectively subject to 

       10    judicial supervision.  That's a big difference between 

       11    the USPTO and the EPO.

       12            MR. NYDEGGER:  I couldn't agree more, 

       13    absolutely. 

       14            MS. MICHEL:  Ken, please?  

       15            MR. BURCHFIEL:  I have one brief point, and 

       16    that's with respect to the procedural safeguards.  From 

       17    the view of one who's practicing, they are the essence 

       18    of the right in the Patent Office, and there's a 

       19    reasonably effective method of taking testimony and 

       20    conducting cross examination in interference 

       21    proceedings. 

       22            Evidence is presented by affidavits.  An 

       23    opponent has a chance during the testimony period to 

       24    conduct cross examination, under oath in deposition, 

       25    and follow that evidence. 
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        1            From my point of view, any re-examination worth 

        2    doing would have to give the opponent a chance to cross 

        3    examine and submit the depositions.

        4            MS. MICHEL:  Well, that is an excellent point, 

        5    and something I have been wondering about when we talk 

        6    about the ability of the PTO to handle an 

        7    opposition-type proceeding, and what we could learn 

        8    from interferences about the PTO's ability to handle a 

        9    more adversarial-type proceeding than it normally deals 

       10    with. 

       11            I'm going to see if Mark has anything to 

       12    comment on.  At some point, we would like to address 

       13    that topic, because I think it's an interesting one. 

       14            MR. JANIS:  Mike Barnett asked the right 

       15    question about how these procedural safeguards are 

       16    going to be implemented, and it probably expresses a 

       17    little bit of skepticism, appropriately, about whether 

       18    they can be.  I don't think the record is all that 

       19    good. 

       20            I don't know that so much for interferences.  I 

       21    may be agnostic on that.  But interferences teach us 

       22    that you need a fairly elaborate regulatory scheme if 

       23    you are going to have an administrative inter partes 

       24    proceeding.  It, at least, tells us that.  It's not 

       25    going to be easy to implement this scheme.  It's going 
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        1    to be a lot of regulations and a lot of complexity. 

        2            So, for me the question is, is it worthwhile to 

        3    give this a shot?  Is it worthwhile to experiment with 

        4    such a system and see whether we could do it?  I'm 

        5    persuaded that it is worthwhile, given the extremely 

        6    high cost of litigation. 

        7            So, we may end up with something that's 

        8    administratively complex and not all that cheap, but we 

        9    still may be better off than not having an effective 

       10    system at all.  It does really depend on the ability to 

       11    elaborate good procedural safeguards, and that's a 

       12    challenge, to be sure. 

       13            MS. MICHEL:  Robert Stoll?

       14            MR. STOLL:  I want to address your issue with 

       15    respect to the ability of the Patent and Trademark 

       16    Office to handle a more complex proceeding.  I would 

       17    agree that currently we are not set up to be able to do 

       18    a full court-type proceeding.  We would have 

       19    difficulties implementing such a thing. 

       20            That all being said, if the Hill decides that 

       21    that is what they want us to do, we would be able to 

       22    set up a system where we could do cross examination, 

       23    where we could do discovery.  We can set up exactly 

       24    what is done.  We administer the laws. 

       25            If the court deems that its functions are best 
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        1    served there at the Patent and Trademark Office to do a 

        2    full third-party re-examination, we, of course, would 

        3    do it.  One of the reasons we do not have third-party 

        4    participation in discussions right now is because our 

        5    examiners are not trained in the manner that would 

        6    allow us to do that type of thing.

        7            MS. MICHEL:  By "discussions," do you mean 

        8    examiner interviews?

        9            MR. STOLL:  Yes, I do.

       10            MS. DESANTI:  Is there a difference between the 

       11    opposition system that the AIPLA was proposing and 

       12    district court litigation, in the sense that for 

       13    litigation the defendant needs to have received a 

       14    "threat letter" or demand letter that would give 

       15    someone standing?  

       16            Whereas, in the opposition that you were 

       17    proposing, it is contemplated that there would be a 

       18    right to challenge, indeed, a duty to challenge, within 

       19    one year, so there would be less of an issue of the 

       20    strategy that we sometimes heard that occurs around 

       21    sending out a letter that implicitly does indeed raise 

       22    the notion that litigation might ensue without, in 

       23    fact, triggering the standing. 

       24            MR. NYDEGGER:  I think that's a fundamental 

       25    difference.  There is no jurisdictional requirement, as 
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        1    such, in the early post-grant opposition proceeding 

        2    that we are talking about. 

        3            It is not like litigation, where if you are a 

        4    defendant, in order to challenge the patent, there has 

        5    to be a jurisdictional threshold in terms of whether 

        6    the defendant has been sufficiently threatened, if you 

        7    will, that there is a real case and controversy, which 

        8    could then give rise to the district court's 

        9    jurisdiction. 

       10            That's not the case in the kind of proceeding 

       11    that we are talking about.  In fact, quite the 

       12    contrary.  I think it's really designed to motivate the 

       13    public, if you will, to become more proactive.  If they 

       14    think, for example, that the Patent Office has not 

       15    discovered the best prior art, or somehow did not apply 

       16    the prior art that it did have in the correct way, it 

       17    has a chance to do something about it early on, rather 

       18    than wait until they find out there's a problem and 

       19    they're threatened with litigation or sued and then  

       20    involved in protracted litigation procedures.  

       21            MR. BARNETT:  Steven, you have some thoughts?  

       22    I would like some feedback and ask your thoughts as to 

       23    how the system works in Japan, if you could add that to 

       24    the mix.  

       25            MR. MAEBIUS:  Well, I was just going to add 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                      150

        1    first of all that in Europe, the lack of estoppel is a 

        2    problem.  We had a patent that went through the whole 

        3    opposition proceeding, then it was litigated again in 

        4    Germany under various same prior art, and it was upheld 

        5    there.  Now, it's under litigation again in the 

        6    Netherlands. 

        7            So, that's a larger problem that Europe has, 

        8    because it's a collection of different countries, but 

        9    one that we could solve in the United States by just 

       10    maintaining the estoppel effect.

       11            MS. MICHEL:  Was the opposition party also the 

       12    litigating party so that the no estoppel rule applies?

       13            MR. MAEBIUS:  Same parties, same prior art.     

       14    With respect to Japan, they have a pretty good system 

       15    over there.  You have to file within six months 

       16    following the grant and the patent, and it includes all 

       17    areas of patentability, you know, not just the print 

       18    and prior art, they are equivalent of 112 issues, 

       19    enablement and description. 

       20            There's a right of appeal for both the patent 

       21    owner and the requester, full participation along the 

       22    way, and opportunities to amend the claims or fix them 

       23    or narrow the scope, if necessary, at various points 

       24    along the way. 

       25            I have spoken to companies in Japan, and they 
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        1    would actually prefer to bring an opposition proceeding 

        2    if they were within the time limit, as opposed to 

        3    joining litigation in court, because the Japanese 

        4    Patent Office is a better forum for deciding these 

        5    issues of patentability. 

        6            MS. MICHEL:  Is there an estoppel -- or what is 

        7    the estoppel rule in Japan?

        8            MR. MAEBIUS:  As far as I know -- and I'm not 

        9    expert in that -- I don't think there is an estoppel 

       10    rule in effect. 

       11            So, you could have simultaneous litigation in 

       12    district court over there, and opposition proceedings 

       13    going on in the JPO. 

       14            MS. MICHEL:  Have you heard anyone explain why 

       15    they prefer the Patent Office as a forum rather than 

       16    court litigation if given the option in Japan?

       17            MR. MAEBIUS:  Well, one of the reasons is that, 

       18    I guess, there has been a very recent change that the 

       19    Japanese Patent Office has increased the speed at which 

       20    it is handling these proceedings. 

       21            For awhile they had a pendency problem, and 

       22    some of them were dragging out, but lately they have 

       23    increased the speed.  Also, I think it's just because 

       24    the examiners have a better ability to understand the 

       25    prior art, and it's perceived that a fair result would 
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        1    take place within the Japanese Patent Office.

        2            MS. MICHEL:  Do you have any sense of the 

        3    expense associated with pursuing opposition in Japan as 

        4    opposed to litigation?  

        5            MR. MAEBIUS:  I don't have much cost 

        6    information on that, but I think it's generally 

        7    cheaper, because the litigation -- in Japan, though, 

        8    there's not much discovery, so the litigation is not 

        9    nearly as expensive as it is in the U.S.  so, I'm not 

       10    sure there is a big cost difference.

       11            MS. MICHEL:  Ken, you had a comment?  

       12            MR. BURCHFIEL:  Yes.  I am by no means an 

       13    expert on Japanese law, but I don't think the Japanese 

       14    Court of First Instance has any jurisdiction to 

       15    consider patentability issues.  They don't arise in 

       16    that context, because the Court can't consider them.

       17            I think you go from the opposition proceeding 

       18    probably to the Tokyo High Court.  Jurisdiction from an 

       19    infringement action would also lie in the Tokyo High 

       20    Court. 

       21            Infringement litigation in Japan is rather 

       22    extraordinary, because there's no trial, there are 

       23    generally no witnesses, and the proceeding consists of 

       24    a truly interminable series of sort of informal 

       25    conferences with the judge. 
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        1            The parties come in and have these rather vague 

        2    discussions with the judge, and the judge says, "We 

        3    will talk to you later on," making settlement a very, 

        4    very attractive alternative in Japan. 

        5            MR. MAEBIUS:  Just one quick comment.  There's 

        6    actually a recent case that allows the district court 

        7    to handle validity of a Japanese patent if it's 

        8    "clearly invalid."  Only if it's clearly invalid, 

        9    whatever that means. 

       10            MR. THOMAS:  If I could just chime in briefly, 

       11    I think that was correct, the jurisdictional route you 

       12    described.  I'm married to a Bengoshe, which is my sole 

       13    qualification in this arena. 

       14            The Texas Instruments case you are referring 

       15    to, the Supreme Court said that we could consider 

       16    invalidity, but I think it only is in regard to 

       17    infringement matters, though.  So, I think the patent 

       18    still stays on the books, it's just unenforceable in 

       19    this lawsuit against the particular claimed 

       20    infringement. 

       21            So, there are some nuances to this no validity 

       22    in the courts, but I don't think it really goes to 

       23    solve the problem.  So, yeah, opposition is the only 

       24    legitimate route to go in validity. 

       25            MS. MICHEL:  We are getting near the end of the 
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        1    re-examination discussion.  Does anyone have any 

        2    thoughts on how it might play out in the Patent Office 

        3    if we were to have some sort of proceeding which 

        4    allowed challenges based on criteria other than 

        5    obviousness and anticipation, for instance, enable- 

        6    ment, and what kind of evidence would have to be put 

        7    into play, and how we would, therefore, have to change 

        8    the system in order to make that work?  Mark?

        9            MR. JANIS:  I have just a brief comment, I 

       10    guess.  To be sure you would likely be getting into 

       11    more affidavit evidence or more nondocumentary 

       12    evidence.  It may seem to be more complicated, and it 

       13    may seem problematic, yet, as in a matter of first 

       14    instance examination, the examiners are theoretically 

       15    engaging in those inquiries anyway. 

       16            So, I think these arguments about how it would 

       17    be so complicated and take examiners into this new 

       18    realm, it may be that we should not have examiners 

       19    adjudicating these matters; that it will take the 

       20    Patent Office into this new realm. 

       21            However, that argument always has to be 

       22    tempered by the fact that, at least theoretically, the 

       23    examination is supposed to be considering these issues 

       24    in the first instance anyway.

       25            MR. MAEBIUS:  Right now you could actually have 
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        1    an enablement or written description issue considered 

        2    in a re-exam if there's a situation where the patent is 

        3    a continuation in part of an earlier patent and your 

        4    argument is that there is lack of support in the parent 

        5    case, and intervening prior art publications apply. 

        6            So, the way you do it right now is by way of 

        7    expert affidavits.  We would find a suitable expert and 

        8    argue that there's not enough support in the parent 

        9    priority document, and therefore, this intervening art 

       10    applies.  So, it can be done on an affidavit basis. 

       11            MR. BARNETT:  I'm going to kind of shift gears 

       12    a little bit, but staying a little bit on the theme, I 

       13    guess, outside of the context, though, of 

       14    re-examination. 

       15            Are there reasons why litigation seems to be 

       16    the preferred method in the United States?  In other 

       17    words, are there disincentives to litigation in the 

       18    same European systems?  

       19            MR. THOMAS:  The chief disincentive is simply 

       20    that validity is just not an available argument.  To 

       21    invalidate, the Court just lacks jurisdiction.  Either 

       22    you have to bring a separate suit within the general 

       23    judicial system, say, like in England, or there's a 

       24    separate court like in Germany, which does nullity 

       25    proceedings, or you have to go to the Patent Office, 
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        1    per se, and the courts won't do it at all, as for some 

        2    other countries.  So, that's the chief advantage for 

        3    validity. 

        4            In the States, I would defer to more 

        5    knowledgeable members of this panel, but plainly it's 

        6    the jury that must motivate many of these 

        7    considerations.

        8            MR. BARNETT:  To some experts, one thing I'm 

        9    curious about is the standard of substantive validity 

       10    that we have in the U.S., how does this compare with 

       11    other systems?  For example, in Europe once the EPO 

       12    grants the patent, and then if you're going to bring an 

       13    infringement suit or whatnot, where does all this fit 

       14    in?  Does anyone have any thoughts?

       15            MR. THOMAS:  I'm certainly aware in other 

       16    jurisdictions, there's essentially a presumption of 

       17    validity, and I would say, in some courts like in the 

       18    Netherlands, there's a very strong presumption. 

       19            I think they've often been very quick to bring 

       20    preliminary injunctions based on EPO grants, but I 

       21    don't sense an enormous difference.  Certainly, some 

       22    jurisdictions like in the UK, you had to in the past 

       23    prove your patent valid to enforce it.  So, I think 

       24    there's some variation.   

       25            MR. BARNETT:  Go ahead, Ken.
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        1            MR. BURCHFIEL:  If I could make just a very 

        2    brief comment about inter partes re-examination, I 

        3    counsel my clients, if possible, to show a date of 

        4    invention one day before the date of a patent issuance 

        5    to provoke an interference, because the Congress 

        6    combined the jurisdiction of the Boards. 

        7            Now, the Board of Patent Appeals and 

        8    Interferences itself has to consider all these issues 

        9    of validity.  And typically, that consumes 80 percent 

       10    of the Board's time and resources, because you can 

       11    raise any ground -- enablement, utility, written 

       12    description, inequitable conduct -- the same as in a 

       13    district court.  It is inter partes, and there is 

       14    affidavit evidence, and there is cross examination, and 

       15    there is a right of appeal, right up to the Federal 

       16    Circuit.  So, a vastly, vastly superior avenue than 

       17    Federal District Court litigation for challenging 

       18    validity.  It's wonderful. 

       19            MS. MICHEL:  Is that superiority due to speed 

       20    and expense or is there some other reason?

       21            MR. BURCHFIEL:  Well, one of the advantages of 

       22    it is the expense, because proceedings take a long 

       23    time, and lawyers get to bill a huge amount of time.  

       24    So, the expense is a big advantage to the proceeding 

       25    from our point of view.  The real benefit is that you 
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        1    can raise any issue, you have a right to cross 

        2    examination, you have a record, and you have appeal.  

        3    That's all that would be needed in a re-examination 

        4    system, and it's already done by the Board. 

        5            On the other hand, if you were to strip 

        6    jurisdiction or separate it again into interferences 

        7    and re-examination, interferences would be disposed of 

        8    very quickly. 

        9            MR. NYDEGGER:  Mike, your question about 

       10    presumption of validity causes me to reflect.  I would 

       11    like to, at least, offer the additional thought that  I 

       12    think that that is also or would be, frankly, a very 

       13    strong incentive for using early post-grant opposition, 

       14    as opposed to third-party litigation.  Third-party 

       15    opposers would not face the same evidentiary steep 

       16    climb, if you will, they might otherwise face if they 

       17    waited to litigate.  So, I think that's a further 

       18    motivation and inducement for parties to use the early 

       19    post-grant opposition proceeding. 

       20            MS. MICHEL:  Well, let me put on my litigator 

       21    hat for a moment.  As a defendant in patent litigation, 

       22    I would typically prefer to litigate infringement and 

       23    validity together. 

       24            The validity arguments also often give me good 

       25    arguments for limiting claim interpretations and 
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        1    sometimes strengthen my non-infringement arguments.  I 

        2    see this, perhaps, as one factor that might influence 

        3    the choice of whether to go to district court or to 

        4    choose any kind of opposition proceeding. 

        5            Does anyone have any thoughts or comments about 

        6    that?  Yeah, Rick?

        7            MR. NYDEGGER:  I think that may be more 

        8    perceived than real in terms of the distinction, 

        9    because frankly from my perspective, if I were a 

       10    third-party opposer in an early post-grant opposition 

       11    proceeding, I would have absolutely no doubt that my 

       12    arguments with respect to the art and the claims would 

       13    undoubtedly be taking into account my own viewpoint as 

       14    to how those things ought to be interpreted in order 

       15    for my client not to later be found to infringe should 

       16    my view prevail.

       17            MS. MICHEL:  In a sense then creating a record 

       18    that's going to influence later claim interpretation 

       19    anyway?

       20            MR. NYDEGGER:  Yes.

       21            MS. MICHEL:  All right, that's an excellent 

       22    point. 

       23            MR. BARNETT:  We might move to another subject 

       24    beyond re-examination at this point.  We have     heard 

       25    several amounts of testimony regarding just a broad 
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        1    standard for patentable subject matter in the U.S., and 

        2    I'm curious as to how it compares to other systems.  I 

        3    might ask John for his thoughts, because I have heard 

        4    him mention sort of the broad patentable subject matter 

        5    in the U.S.

        6            MR. THOMAS:  I'm reluctant to dip my toe in 

        7    this water again after this morning because I think 

        8    we're whipping that dead horse again.  But I'll mention 

        9    briefly, European Patent Convention expressly disallows 

       10    patents for -- the precise wording escapes me, but it's 

       11    systems or methods of doing business.  It also 

       12    disallows software per se. 

       13            There are very few attorneys who can't get a 

       14    software patent out of the EPO of the same scope as in 

       15    the US.  I think that the per se means it's a very 

       16    limited exception.  As a practical matter it's wholly 

       17    vitiated. 

       18            Business methods, I suspect a different tenor.  

       19    To the extent that the business method is 

       20    software-embedded, then I think you can get them to the 

       21    same extent as you can here very often.  I think a 

       22    capable patent attorney can get them for you. 

       23            To the extent that it's sort of a wholly 

       24    post-industrial patent, such as things we are starting 

       25    to see come out here in the States, I still think there 
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        1    is certainly a break that exists in Europe.  We 

        2    certainly see it in Board opinions. 

        3            Certainly anyone can point to an issued patent 

        4    or two that seems to disregard this, just as every 

        5    patent office occasionally issues patents that don't 

        6    meet the nonobviousness standard, but that's the sense 

        7    of the situation. 

        8            Japan, I think, is somewhere in the middle 

        9    between the US and Europe, very liberal on software, I 

       10    think perhaps somewhat more liberal on business 

       11    methods. 

       12            UK Patent Office has just issued a statement  

       13    saying we see no positive benefits that can come from 

       14    granting business method patents, we would not allow 

       15    them. 

       16            The Executive Branch has entered into a treaty 

       17    with the Hashemite Kingdom of Jordan saying that Jordan 

       18    ought to allow lots of patents that issue on software 

       19    and business methods. 

       20            The bottom line is there is variance.  

       21    Certainly, I think the most extreme use can be found in 

       22    Europe.  Thank you. 

       23            MR. BARNETT:  Robert?  

       24            MR. STOLL:  I agree there is variance, but I 

       25    don't think it's as significant as I keep hearing.  I 
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        1    agree that Article 52 of the EPC precludes the 

        2    patentability of software or business methods per se in 

        3    Europe. 

        4            However, anecdotally many, many attorneys have 

        5    told me that they are patenting both software and 

        6    business methods in Europe.  I'm well aware that Europe 

        7    recently set out a statement saying that they were no 

        8    longer examining three areas:  One being 

        9    telecommunication, another being pharmaceuticals, and 

       10    the third being business methods. 

       11            The United States, under State Street, has 

       12    clearly set out that business methods are patentable in 

       13    the United States.  There's a Class 705, related to 

       14    those that have a technical component or a computer 

       15    implementation, but it's quite clear no technical 

       16    component or technical aspect is necessary in the 

       17    United States. 

       18            We have been patenting business methods with 

       19    the Patent and Trademark Office since the late 1700s.  

       20    I could pull up patents, numerous patents.  We have 

       21    whole sub-classes related to teaching methods in our 

       22    directory, those are business methods.

       23            Japan patents business methods as well, 

       24    although they don't acknowledge that they would patent 

       25    a business method, per se, but they do need technical 
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        1    aspects in Japan. 

        2            Recently, I've seen a supreme court case coming 

        3    out of Australia that actually cited State Street.  So, 

        4    Australia now patents business methods without a 

        5    technical aspect. 

        6            All this being said, we have 7,000 applications 

        7    related to business methods, and very, very, very few 

        8    of those don't have a technical aspect.  We do not have 

        9    a technical aspect requirement in our statute. 

       10            Utility is what you'll find in the 

       11    Constitution, and usefulness is what you'll find in  

       12    our statutes.  I'm not even quite sure what a technical 

       13    aspect is or how you make that evaluation, and I don't 

       14    think it's such a huge deal the way it's being 

       15    perceived as being some sort of Jihad in Europe and 

       16    Japan.  It's simply not as significant as everybody is 

       17    saying that it is. 

       18            MR. BARNETT:  Rick?

       19            MR. NYDEGGER:  I really have two follow-up 

       20    comments to the point that Bob just made.  First, I 

       21    want to read the official communication that was issued 

       22    by the European Patent Office in January of this year 

       23    on this point. 

       24            What they said was -- and I'm now quoting --  

       25    "The EPO wishes to remind applicants that pursuant to 
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        1    Rule 39.1 PTC, it will not carry out an international 

        2    search on an application to the extent that its subject 

        3    matter relates to no more than a method of doing 

        4    business" -- and then this is the phrase that everybody 

        5    seems to forget -- "in the absence of any apparent 

        6    technical effect." 

        7            So, the question is, what does that mean, just 

        8    as Bob pointed out.  Well, I want to turn to that 

        9    question just briefly.  In its most recent decision of 

       10    September 8, 2000, a decision that comes out of the 

       11    Board of Appeals of the European Patent Office, there 

       12    was a claim that was presented that is remarkably like 

       13    the claim that was at issue in State Street Bank. 

       14            I would like to invite the panel to contrast 

       15    the State Street Bank claim, I think everyone is well 

       16    aware of that claim, as I briefly summarize what this 

       17    claim is about, and then I would like to talk just 

       18    briefly about how the Board of Appeals dealt with this 

       19    claim. 

       20            The claim in question to which I referred was 

       21    Claim 5.  It was an apparatus claim that was directed 

       22    to a data processing means arranged to receive 

       23    information into a memory.  Basically, this was a 

       24    system for allocating contributions to plan 

       25    participants in a profit-sharing plan.  
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        1            The claim goes on to recite, "...data 

        2    processing means including a processor which includes:  

        3    A. Average age computer means for determining the 

        4    average age of all enrolled employees" -- it sounds 

        5    suspiciously just like configured logic circuits in 

        6    State Street Bank -- "life insurance cost computing 

        7    means for determining the periodic cost of said life 

        8    insurance... administrative cost computing means for 

        9    estimating all administrative, legal, trustee, and 

       10    government premium yearly expenses... information 

       11    defining each subscriber employer's monetary 

       12    contribution to a master trust; the face amount of each 

       13    life insurance policy... and periodic benefits 

       14    payable... to each enrolled employee upon death, 

       15    disability or retirement."  That's Claim 5 in PBS 

       16    Partnership. 

       17            So, what did the Board of Appeals do with that?  

       18    Well, first of all, the standard that they employed was 

       19    this -- I'm quoting from the opinion -- "An invention 

       20    may be an invention within the meaning of Article 

       21    52(1)" -- invention here meaning eligible subject 

       22    matter -- "if, for example, a technical effect is 

       23    achieved by the invention, or if the technical 

       24    considerations are required to carry out the 

       25    invention." 
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        1            So, what does that standard mean in terms of 

        2    how it is applied in this case?  Well, again, the 

        3    holding in this case:  "The claim, when read in 

        4    isolation, is amenable to be construed as claiming a 

        5    scheme for doing business only, as such, which, 

        6    according to Article 52, should not be regarded as an 

        7    invention within the meaning of Article 52. 

        8            "The appellants' arguments, however, are based 

        9    on an apparatus consisting of a suitably programmed 

       10    computer or system of computers.  This interpretation 

       11    of the claim, and in particular of the term 

       12    'apparatus,' is supported by the manner the 'computing 

       13    means' are described with reference to Figure 3 in the 

       14    application itself."  And they go on to say, results in 

       15    the following:   "This basis is accepted by the Board 

       16    in the framework of the present considerations. 

       17            "In the Board's view a computer system suitably 

       18    programmed for use in a particular field, even if that 

       19    is the field of business and economy, has the character 

       20    of a conscrete apparatus in the sense of a physical 

       21    entity, man-made for a utilitarian purpose and is thus 

       22    an invention within the meaning of Article 52(1) EPC." 

       23            Now, if that's not tracking State Street, I  

       24    don't frankly know what is.  The result in the case is  

       25    -- to this point, the case is virtually congruent in 
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        1    all aspects of State Street Bank. 

        2            The case did go on to consider the inventive 

        3    merit of the claim, and rejected it on grounds of 

        4    obviousness or, in the parlance of the European Patent 

        5    Office, inventive step. 

        6            MR. MAEBIUS:  I would like to add to that 

        7    there's definitely variance between the standards of 

        8    patentability around the world and in the U.S., but in 

        9    terms of utility, I think, or industrial applicability 

       10    as called in Europe or Japan, the standard may actually 

       11    be lower than it has become recently in the United 

       12    States. 

       13            But there may be differences in other standards 

       14    that prevent the same breadth of patents from being 

       15    granted over there.  For example, in terms of inventive 

       16    stuff or obviousness, they may be more likely to 

       17    restrict the scope of a claim when the broad claim had 

       18    been granted in the United States. 

       19            In Japan, recently some patents have been 

       20    granted in the biotech area that are of equal breadth 

       21    or broader than their U.S. counterparts.  So some of 

       22    the standards applied in particular technologies lead 

       23    to differences than we have in the US. 

       24            When you start looking at biotech or particular 

       25    areas like that, you see that the policies or 
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        1    examination guidelines at the patent office level play 

        2    an important role as well as the decisions coming from 

        3    the courts in those countries.

        4            MR. BARNETT:  Ken?

        5            MR. BURCHFIEL:  Yes, I know that the discussion 

        6    focuses a lot on business method patents.  I think 

        7    there are two pretty significant differences, though.  

        8    Article 53(b) prohibits the patenting of plants, and 

        9    our Supreme Court has just decided that plants can be 

       10    covered by utility patent. 

       11            A utility patent offers such a broad scope that 

       12    it is a matter of very significant economic consequence 

       13    to farmers in the United States, and there's a matter 

       14    of a huge political consequence to farmers in Europe.  

       15    So, that's a big difference, although sort of a 

       16    sleeper. 

       17            The other, I believe, is Article 52, Section 4, 

       18    excludes from patentability methods for treatment of 

       19    the human body and methods for diagnosis in the human 

       20    body.  That's a pretty significant difference to the 

       21    pharmaceutical and medical device kind of community.  

       22    Those are the two that I know of. 

       23            MR. BARNETT:  Robert, your hand went up so 

       24    quickly, I suppose I'll call on you next.

       25            MR. STOLL:  I just wanted to address some of 
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        1    that.  Plants have been patentable in the United States 

        2    for a long time, I mean, it's nothing new here.  They 

        3    are covered under (inaudible) by plant certificates in 

        4    Europe.  There has been some recent litigation in the 

        5    area.  Plus, I think Europe under TRIPS is required to 

        6    cover plants microbial in nature, as well as other 

        7    biological materials. 

        8            Methods for treatment, I want to point out, in 

        9    the human body are definitely prevented.  That does not 

       10    mean diagnostics in Europe.  So you are going to find 

       11    even there they are expanding.  Diagnostics tests 

       12    outside the body are patentable in Europe.  I just 

       13    wanted to make that clarification. 

       14             Many of the arguments that have been made with 

       15    respect to business methods relate to the processing 

       16    that was done in the United States early on after State 

       17    Street. 

       18            While I said that they've been patentable, 

       19    business methods, for many, many years, there were a 

       20    flood of applications that occurred after State Street 

       21    when more and more people became aware of it. 

       22            The scope of some of the patents that issued  

       23    may have been overly broad at that time, based upon the 

       24    fact that the accessible databases were not readily 

       25    available to the examiners. 
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        1            So, there was a time period when possibly 

        2    applications were being issued in an overly broad 

        3    manner.  Since then we have done many things.  We have 

        4    implemented many new procedures to make sure there's a 

        5    double look, we've got SAWS, we've got different 

        6    processes in place to make sure that we don't issue 

        7    overly broad patents. 

        8            In fact, the allowance rate in what is called 

        9    the Computer-Implemented Business Methods, Class 75, 

       10    has dropped significantly since there have been these 

       11    new procedures taken into place. 

       12            We are not having the same general complaints 

       13    we are having with respect to business methods, 

       14    particularly.  Every once in awhile you will see a 

       15    patent issued to a very unusual subject matter, and 

       16    maybe it slipped out, but that does not necessarily 

       17    mean it is in the area of business methods either.  

       18    I mean, there are plenty of mechanical patents that 

       19    shouldn't be out there. 

       20            So, I just wanted to point out I do believe 

       21    that the actual processing, which was the concern, at 

       22    least one of them, in Europe and Japan, has improved 

       23    with respect to it, much in the manner that software 

       24    patenting itself has improved over the years. 

       25            When it initially became patentable, we did not 
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        1    there, then have the access to the databases that were 

        2    necessary to be able to do as good a job as we do now.  

        3    We're seeing very few complaints with respect to the 

        4    issuance of software patents.  The industry has not 

        5    been turned on its head.  We are not seeing the 

        6    problems there.  I anticipate that 

        7    the same process is being followed with respect to 

        8    business methods as well.

        9            MR. BARNETT:  I might have some follow-up, and, 

       10    again, this is more from a competition standpoint, in 

       11    whether it's an emerging industry or in an area where 

       12    there are new patenting concepts like business methods 

       13    or something like that where you're getting a flood of 

       14    new patents, and there's a threat of a flood of overly 

       15    broad patent applications at the beginning.  On the 

       16    outside obviously there's a learning curve that 

       17    eventually gets fixed. 

       18            What's the impact of all these overly broad 

       19    patents overall say?  Suddenly, you find after the 

       20    learning curve is taken care of, there's more 

       21    appropriate patents, but how do we deal with the 

       22    arguably overly broad patent?  

       23            MR. STOLL:  If they are significantly over 

       24    broad, and everyone is aware, they are basically 

       25    disregarded.  Where there's a lack of certainty as to 
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        1    whether or not that breadth is an appropriate breadth 

        2    or not, that's problematic for industry, and there's a 

        3    fear that that would have a dampening effect on 

        4    invention, and it might if that continued.   But they 

        5    basically become prior art and are useful as a 

        6    reference against subsequent applications. 

        7            I think it works itself out of the system, is 

        8    what happens.  The system has a lot of checks and 

        9    balances in place, and evolves, and you eventually get 

       10    the proper breadth of patent application issuing. 

       11            MR. BARNETT:  John? 

       12            MR. THOMAS:  I would note SAWS, System 

       13    Application Warning System, are you familiar with the 

       14    lingo? 

       15            MR. BARNETT:  I'm actually not, I figured they 

       16    were just using their regular jargon. 

       17            MR. THOMAS:  It's just that the examiner is 

       18    asked to notify a SAWS officer.  The examination 

       19    proceeds apace, and this is sent.  I would like to say 

       20    a few more words, but first I would like to ask Bob a 

       21    question, if I may? 

       22            Last week a European Commission official was 

       23    quoting that the grant rate of business methods have 

       24    decreased from 56 percent to 36 percent.  I would ask 

       25    you, is this rate based on the final rejection rate or 
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        1    is this based on the abandonment rate of the 

        2    applications?   Because as we know, in patent law 

        3    there's nothing so provisional as the final, and that 

        4    people may persist in their applications, and so final 

        5    rejection rates often do not account for continuations, 

        6    and we know a lot of continuations are granted later.  

        7    Are you aware of the statistics of the abandonment?  

        8            MR. STOLL:  I believe the way we do counts that 

        9    way, it's abandonments that are occurring with respect 

       10    to the allowance rate.  So, we would count an 

       11    abandonment without knowing whether or not a file 

       12    wrapper continuation or continuation was occurring on 

       13    that. 

       14            I heard that being said by Mr. Noteboom as 

       15    well.  I do believe that that was for maybe one month, 

       16    that's a little low, when you say that.  It's lower 

       17    than the allowance, which I believe is in the 70th 

       18    percentile, but not quite in the 30s.  I think 50 is 

       19    about the right percentage rate for allowances,  

       20    recognizing we are only talking about 705, we had 

       21    business methods all throughout the different classes. 

       22            MR. THOMAS:  If I could just briefly continue.  

       23    Again, I would note I would bring some of these 

       24    documents to the attention of this committee.  There 

       25    are certainly other decisions.  There's the Merrill 
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        1    Lynch case from the UK, which is comparable to the 

        2    Merrill Lynch case I mentioned this morning, which 

        3    rejects the application.   

        4            There's a Japanese opposition recently.  The 

        5    decision of the opposition division of the JPO, which 

        6    rejects a patent on the method of giving a marriage 

        7    wedding gift. 

        8            The UK and the French offices have spoken out 

        9    against business methods, but the German Patent Office 

       10    seems in favor of them.  I think certainly the Pension 

       11    Benefit Systems case can be read as in favor of -- the 

       12    European Commission seems to like software patents, but 

       13    insists upon technical effect. 

       14            I really don't want to re-tread too much 

       15    ground, but I would re-note that the trick that's being 

       16    done in cases like Pension Benefit Systems, and 

       17    actually even Merrill Lynch, the British case, it turns 

       18    out that a patent was ultimately granted upon remand to 

       19    the office, even though there's this decision that 

       20    says, "No." 

       21            Is that what people are saying?  "I don't have 

       22    a new business method, I've got a new technical trick 

       23    here.  I manipulate my data this way," or "My system is 

       24    very robust," et cetera. 

       25            So, it's sort of in this pre-State Street Bank, 
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        1    Freeman-Walter-Abele test of saying, "Let's just couch 

        2    it to make it sound really technical."  So, that's the 

        3    trick. 

        4            You know, you can read some of these cases and 

        5    say, "Wow, look at this invention, it's just like 

        6    that," but please do remember the underlying argument, 

        7    which is saying, "I really do have a technical 

        8    contribution.  It's not that I'm selling goods better 

        9    because I can buy with one click, it's that I got these 

       10    protocols and robust data and data structure."  So, 

       11    that's the game that's being played.  I do not believe 

       12    that is a robust endorsement of business method 

       13    patents, but I think it's certainly reasonable; people 

       14    can differ.  

       15            MR. BARNETT:  Rick, you had a comment?

       16            MR. NYDEGGER:  Yeah, two things, really.  One 

       17    immediately in response to Jay's observation is that  

       18    there's certainly nothing technical in Claim 5 of PBS 

       19    that I just read to you.  It's absolutely clear that 

       20    that claim is in every respect of the same type and 

       21    character as the State Street Bank claim. 

       22            Secondly, I meant to make this point, and it 

       23    slipped my mind as I was making an earlier comment.  

       24    There are some procedural nuances with respect to 

       25    European patent practice that underlie this recent 
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        1    pronouncement not to conduct international searching 

        2    and the reason behind it. 

        3            I believe that's not very well understood, for 

        4    the most part, but it happens to be this.  When doing 

        5    an international search, for example, the European 

        6    Patent Office, if it comes across a claim which 

        7    obviously is nonstatutory, really can't search that 

        8    claim.  There is not much that it can do with it. 

        9            On the other hand, in the European Patent 

       10    Office, if that same claim were presented there, the 

       11    European Patent Office would issue an advisory action 

       12    notifying the applicant that this claim has a problem 

       13    with respect to its eligibility, and the applicant 

       14    could then respond to that.  If that problem is 

       15    appropriately addressed and resolved, the EPO then goes 

       16    on to consider the claim on its incentive merit.  So, 

       17    that procedural difference is one of the reasons why 

       18    this statement was issued. 

       19            The other reason, I believe, has to do with its 

       20    ongoing backlog problem.  This was the way of stepping 

       21    out of a lot of man-hours, if you will, that really 

       22    don't result in applications that are ultimately filed 

       23    in the European Patent Office. 

       24            In other words, they were spending a lot of 

       25    time on international searches, with the consequence 
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        1    that their own applications were suffering because of a 

        2    lack of manpower, and hence, the need to somehow figure 

        3    out a way to deal with their own growing backlog.  This 

        4    was one of those ways which they chose to implement.

        5            MR. BARNETT:  Well, we got a good hour and a 

        6    half.  Why don't we get up and take a break, and we'll 

        7    come back at 25 til. 

        8            (Whereupon, a ten-minute break was had in the 

        9    proceedings.) 

       10            MR. BARNETT:  All right, we're going to go 

       11    ahead and get started.  From the notion of business 

       12    method patents and software patents, one example that 

       13    has come up in prior testimony, we have heard, at least 

       14    for some of the arguably controversial areas of 

       15    patenting, thinking of those two in particular, is the 

       16    notion of, perhaps, using a petty patent system for 

       17    those, or some sort of utility patent or second tier 

       18    patent system for those. 

       19            With that in mind, I was hoping to get some 

       20    comments from Mark Janis.  For starters, if you could 

       21    just acquaint us with those as a concept.

       22            MR. JANIS:  I would be glad do that.  Let me 

       23    just try a couple of notions here.  I mean, this label 

       24    could be applied to a lot of different types of 

       25    systems. 
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        1            If you look at the types of systems that have 

        2    existed, the Gebrauchsmuster in Germany, that petty 

        3    patent system in Australia that preceded the current 

        4    Innovation Patent System, some of these systems started 

        5    out as a sort of a close cousin to sort of a design 

        6    protection scheme. 

        7            They really did not, at the beginning, have 

        8    much of the character of a true patent scheme.  They 

        9    were for the shapes of mechanical objects and such.  

       10    That gradually has fallen away, and now modern 

       11    proposals are truly for what I would call second tier 

       12    patent systems. 

       13            So, their characteristics now -- their 

       14    eligibility requirements vary.  Some of them shy away 

       15    from more controversial areas of subject matters.  So, 

       16    some of the proposals actually would exclude software 

       17    and biotech subject matter.  For example,  just the 

       18    opposite of some of the US proposals. 

       19            In other respects their eligibility standards 

       20    are now similar to patent eligibility standards, and 

       21    these modern proposals I'm talking about are proposals 

       22    for a Community-wide utility model, and also an 

       23    existing system in Australia called the Innovation 

       24    Patent System. 

       25            In other respects these systems are very 
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        1    different from general or first tier patent systems in 

        2    that second tier patent systems typically don't have 

        3    any substantive pre-grant examination.  They only have 

        4    formal examination, and to that extend they are 

        5    comparable to systems that are ordinarily called 

        6    registration systems.  They have generally a shorter 

        7    term than the standard for first tier patents, a 

        8    10-year term from date of filing in the latest 

        9    Community utility model proposal, to give an example.

       10            There are varying approaches as to whether 

       11    second tier patents would be allowed to subsist in 

       12    parallel with first tier patents.  So, you see a 

       13    variety of different proposals, some of which say, 

       14    "No dual protection would be allowed," some of which 

       15    say, "Dual protection would be allowed to the point 

       16    where one or the other grants, and then you must 

       17    elect."  Other proposals say that dual protection would 

       18    be allowed, but no serial enforcement would be allowed, 

       19    so, you could not sue on a first tier patent, lose, and  

       20    turn around and sue on a second tier patent.  That sort 

       21    of thing.  There's a variety of different approaches to 

       22    that question. 

       23            So, I hope that gives you the general flavor 

       24    for them.  There are other aspects of them we can talk 

       25    about, but that gives the general outlines. 
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        1            MR. BARNETT:  You know, to step back to the 

        2    basics a little bit, what's the intended purpose of the 

        3    systems, of the second tier patent system, I mean, why 

        4    do them at all?  

        5            MR. JANIS:  You have to plow through a lot of 

        6    rhetoric to get to the answer of that question.  The 

        7    popular rhetoric is that these systems make the IP 

        8    system or patent system more accessible to, for 

        9    example, small enterprises, because supposedly costs 

       10    are lower, rights are acquired more quickly. 

       11            There's the notion -- and this is an important 

       12    feature of the systems that I left out -- there's a 

       13    notion that patentability is easier achieved under 

       14    these systems, mostly because they often feature softer 

       15    obviousness standards. 

       16            So, I suppose in summary, the selling point 

       17    would be a quicker, easier, cheaper patent for 

       18    inventions that aren't quite nonobvious, but are 

       19    somewhere between inventive in the patent law sense and 

       20    old, somewhere in this gray area, not quite patentable 

       21    in the patent law sense, but maybe close. 

       22            MR. BARNETT:  Bob, you have a comment?

       23            MR. STOLL:  Yeah, I do.  I think it may be a 

       24    good time for industrial interests, people who file 

       25    patent applications to begin discussing a plethora of 
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        1    products coming out of the Patent and Trademark Office.  

        2    I'm saying, just discuss.  I don't know where that 

        3    discussion would ultimately lead, but I don't think we 

        4    have recently had any significant discussions on this. 

        5            I'm talking not just about what was mentioned 

        6    before, some sort of utility model or some sort of 

        7    petty patent, but also some super patent that has been 

        8    really examined to death, let's put it that way.   

        9    There may be a right time for discussions about whether 

       10    those are of interest.  But I have real concerns 

       11    whether we are picking out business methods patents and 

       12    saying that they are of different inventiveness, 

       13    recognizing that that would be a different capability, 

       14    standards, and different validity determinations there.  

       15    I don't see why we would make an assumption that they 

       16    are any more or less inventive than other areas.  So, I 

       17    have some problems when we start talking about a petty 

       18    patent for business methods applications.

       19            MR. BARNETT:  Well, thinking about it in terms 

       20    of some of testimony from some of the software panels, 

       21    a lot of the descriptions of the software industry seem 

       22    to begin to mirror some of the conditions that Mark 

       23    Janis was discussing, arguably short times of utility 

       24    of the actual software, soft standards for obviousness 

       25    and those senses.  I'm wondering how that sort of thing 
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        1    might apply to software and if that's viable or not 

        2    viable or what your thoughts might be.

        3            MR. STOLL:  In those areas the concerns I have 

        4    heard raised dealt with pendency times at the Patent 

        5    and Trademark Office, and that there are different 

        6    industries that have different concerns related to 

        7    that, that software has a very short shelf life maybe, 

        8    five years.  People who file those applications would 

        9    like them quicker, because they have such a short shelf 

       10    life.  If so, I think we should be moving quicker on 

       11    all applications, but they don't necessarily need to 

       12    pay the second and third maintenance fees, and 

       13    therefore, they've delegated that to the public. 

       14            On the other hand, I am pretty familiar that 

       15    pharmaceutical companies are much more interested in 

       16    long-term, they would rather pendency went on as long 

       17    as possible and get term tacked on at the end. 

       18            So, I think we are talking about pendency time 

       19    and terms, and not necessarily different scopes of 

       20    validity with respect to the actual examination of the 

       21    application or how it's treated, which is more along 

       22    the lines of what a petty patent is.  It's a different 

       23    treatment of the application, and therefore, a 

       24    different believability as to its validity.

       25            MR. BARNETT:  I guess I was thinking 
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        1    specifically of some comments made two days ago 

        2    regarding software and regarding how arguably they 

        3    should have -- this particular testimony I'm thinking 

        4    of was against patents altogether in the software area.  

        5    So, I'm wondering whether it's plausible to have a 

        6    compromise or splitting it down the middle and having a 

        7    petty patent.  Do you have any thoughts on the idea of 

        8    giving software a different patent scope or different 

        9    patent validity at that point?  

       10            MR. STOLL:  I don't believe I would negotiate 

       11    in splitting down the middle when one person says we 

       12    should have no patent for software.  I would not tend 

       13    to want to even really get into a negotiation on that.  

       14    I think we have established in this country the value 

       15    of patenting software, that it has not caused a great 

       16    harm in inventiveness, and actually served as basis for 

       17    many software companies in the United States.  You 

       18    know, I was not privy to that testimony at this time, 

       19    so I would not move an inch, but thank you. 

       20            MR. BARNETT:  Fair enough.  Mark?  

       21            MR. JANIS:  I just want to signal my agreement 

       22    with Bob, particularly the beginning of his comments.  

       23    The fundamental premise that we ought to have tailored 

       24    systems for each type of subject matter that comes 

       25    along.  I think that that's just the road to oblivion.  
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        1    So, I have particular problems with the concept of a 

        2    second tier patent system across all subject matters.  

        3    I have a problem with that. 

        4            Then I have a greater problem with trying to 

        5    create that kind of a system and saying we are going to 

        6    shuttle certain types of subject matter off into it.  

        7    And in part that arises from comments that I made and 

        8    others made this morning about boundary problems that 

        9    are created when you try to break up the patent statute 

       10    by subject matter.  I think that those costs are 

       11    significant when you try to do that. 

       12            MR. NYDEGGER:  I want to make a brief comment 

       13    about your observation about the so-called shelf life 

       14    for software in terms of duration of patents or that 

       15    kind of technology. 

       16            I think that software technology in many 

       17    respects is not -- again, I agree with Bob on this -- 

       18    all that different from other kinds of technologies, 

       19    and I don't know if there's any empirical data to 

       20    warrant singling this kind of a technology out. 

       21            I represent, in addition to a host of clients 

       22    in the software and so-called business method, I prefer 

       23    to refer to it as e-commerce technology kinds of 

       24    domain, I also represent a fair number of clients in 

       25    the medical device technology area.  We see frequently, 
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        1    for example, how those medical devices start out with a 

        2    basic fundamental concept. 

        3            I have one client who, for example, as an 

        4    entrant succeeded in capturing 80 percent of a very 

        5    significant market, just as a small company.  It's a 

        6    very specialized niche, but they are now into their 

        7    fifth or sixth generation on that product.  That does 

        8    not mean that the original patents that were issued 

        9    some 10 years ago are still not operative in terms of 

       10    the fundamental concept represented by that very unique 

       11    patentable device. 

       12            There are certainly subsequent improvements 

       13    that have been put in place.  I think that software is 

       14    not unlike that.  If you look at the Windows operating 

       15    system or other kinds of technology, you will see that  

       16    the basic concepts of some of those software 

       17    technologies are still as valid today as when they 

       18    first started out.  So, I think one has to take that 

       19    into account when talking about patent term for these 

       20    kinds of technologies.

       21            MR. BARNETT:  Ken, you have a comment?  

       22            MR. BURCHFIEL:  Well, perhaps, it's a footnote 

       23    to a footnote, but Section 2 of the German Utility 

       24    Model law excludes methods from protection. 

       25    I don't know if there's a proposal to include methods 
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        1    with these petty patents or not, but software and 

        2    business methods are not the kind of thing we are 

        3    looking to protect by a utility model. 

        4            MR. JANIS:  Arguments about that, I don't know 

        5    where the latest proposal stands, because there were 

        6    amendments to the original proposal, and some of the 

        7    amendments dealt with the scope of eligibility.  So, I 

        8    don't know where that stands at this very moment. 

        9            MR. BARNETT:  John, would you like to comment?  

       10            MR. THOMAS:  I would like to note many of you 

       11    may not consider yourself an intellectual property 

       12    specialist, so perhaps you're becoming one.  I don't 

       13    think things are quite as neat as may have been 

       14    painted.  We have separate design patents.  We have 

       15    plant patents.  We have plant variety protection 

       16    certificates.  We have semiconductor chip certificates.  

       17    We have boat-hull certificates that are called design 

       18    something or other.  We have lots of sundry 

       19    intellectual property rights of all sorts with 

       20    different terms.  So, I don't think things are, 

       21    perhaps, quite as doctrinally neat as imagined. 

       22            Within the Patent Act, we have a separate 

       23    obviousness requirement for biotechnology.  We have a 

       24    separate term for pharmaceuticals and medical devices.  

       25    We have separate enforcement provisions for methods of 
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        1    medical treatment.  We have separate enforcement 

        2    provisions for processes.  There are number of other 

        3    examples.  We have separate provisions for business 

        4    methods already in terms of defense. 

        5            The patent system is a very balkanized agency.  

        6    It's divided into 16 groups, each of which use varying 

        7    standards that their long administrative experience has 

        8    suggested that different examination routes go well.  

        9    For example, interference searches, done extensively 

       10    probably in biotech, an area where the technical 

       11    nomenclature is standardized.  The extent to which 

       12    interference searches are done in areas where the 

       13    technical nomenclature is not standardized, there are 

       14    persistent accounts available that, perhaps, they are 

       15    not so rigorously done.  There are other mechanisms 

       16    that go on.  So, it would be nice to live in a 

       17    theoretical world where we could divide it up so 

       18    neatly, but that's not really the history of our 

       19    system. 

       20            Despite my disagreement on some of the 

       21    fundamental issues, I also don't think separate 

       22    patents, certainly for business methods, are a good 

       23    idea at all.  I also think that a separate regime for 

       24    software patents would also be a disaster. 

       25            The big problem with these specialized regimes, 
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        1    they would have to be interpreted newly again.  I think 

        2    sort of working with what we have and trying to do the 

        3    best job we can in making sound policy decisions within 

        4    that framework is superior than some of the proposals 

        5    for petty patents.  On that front, I certainly agree 

        6    with what I've heard.  

        7            MR. BARNETT:  Mark, I'm acquainted with some of 

        8    your critiques of just the petty patent systems or the  

        9    second tier patent systems.  Would you share those with 

       10    us a little bit?  

       11            MR. JANIS:  A variety of them.  I suppose, I 

       12    think the main one is that I really think that they 

       13    would impose very high clearance costs across the 

       14    board.  And I think that it's hard to guage that 

       15    empirically.  It's hard to guage what clearance costs 

       16    are imposed now by the current patent system and the 

       17    uncertainties surrounding current patent doctrines, so 

       18    I suppose that's an easy argument for me to make in 

       19    some ways.  But I'm picturing many, many, many small 

       20    second tier patents suddenly out there, all of which 

       21    rational business actors have to now account for when 

       22    deciding whether they have freedom to operate. So, I 

       23    think that that's the major criticism I would have.  I 

       24    don't think those are adequately accounted for in the 

       25    proposals that exist currently. 
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        1            I also think that the proposals that suggest 

        2    that costs really would be reduced -- acquisition costs 

        3    really would be reduced  -- I think that those 

        4    arguments are overstated, because I tend to think that 

        5    lawyer fees account for most of the acquisition cost.  

        6    And I actually don't think that those would necessarily 

        7    be much lower for second tier patents, because they are 

        8    not going to be examined.  You have to get it right, 

        9    you may not be able to amend your claims later.  There 

       10    may be a lot of reasons why those are not so much 

       11    easier to draft -- you're going to be drafting claims 

       12    anyway, and so forth. 

       13            Also to the extent that second tier patents 

       14    would ever have to be enforced -- and I realize it's 

       15    hard to know what percentage of them would actually be 

       16    litigated -- but to the extent you actually have to go 

       17    and enforce those, I think the costs there are going to 

       18    be substantial as well. 

       19            In some respects, those might be more costly to 

       20    enforce than regular patents, because you would not 

       21    come in with the presumption of validity.  I don't know 

       22    how you could possibly justify that.  You would not be 

       23    likely to ever get a preliminary injunction, I 

       24    shouldn't think, on a second tier patent, because there 

       25    is no indication of likelihood of success on validity, 
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        1    I shouldn't think.   So, these sorts of things make me 

        2    think that enforcement costs would be particularly high 

        3    to the extent that those patents would be enforced. 

        4            I think, as well, if you get to asking the 

        5    really broad questions about what these rights really 

        6    are going to incentivize, I also think the answers are 

        7    not very acceptable.   For example, there's a growing 

        8    recognition that patents give incentive to attract 

        9    venture capital.  I think very quickly second tier 

       10    patents would be viewed, properly so, as extremely 

       11    insecure rights, and they would not adequately perform 

       12    that function.  That's a catalogue of some of the 

       13    criticisms. 

       14            I think second tier patent proposals are very 

       15    insidious in a way, because I think they sound 

       16    politically attractive in many ways.  I really fear 

       17    that this kind of vision can be easily sold to small 

       18    businesses, small entrepreneurs, and I think they would 

       19    be getting pieces of paper that are practically 

       20    worthless. 

       21            MR. BARNETT:  Steve, you had a comment?  

       22            MR. MAEBIUS:  Yeah, I just wanted to say there 

       23    may be less of a need for that kind of a system also, 

       24    because of provisional rights which we now have at 18 

       25    months from publication.
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        1            MR. BARNETT:  Ken?

        2            MR. BURCHFIEL:  On the question of petty patent 

        3    system, especially for software, I think that 

        4    discussion would probably have to begin with the 

        5    Semiconductor Mask Protection Act, that's codified at 

        6    17 USC Section 902.  It's the only act that I know of 

        7    that has granted copyright-like protection to an 

        8    article of utility. 

        9            It protects the mask work used to make 

       10    semiconductor chips.  It has a lot of attributes of 

       11    these petty patent systems.  It has a 10-year term.  

       12    Its remedies are harsh and swift.  They include 

       13    injunction, impoundment and destruction. 

       14            The level of registrability is very low.  It's 

       15    little more than originality in the sense that the mask 

       16    work has to originate with its creator, not that it has 

       17    to be original in the artistic or scientific sense. 

       18            The reason it is supposed to work is because 

       19    there are broad rights to reproduce the mask work in 

       20    order to produce a better mask work, and that could be 

       21    separately registered.  So it seems to fit a software 

       22    model, and because it tracks so many of the features of 

       23    these petty patent systems, and it's an aspect of U.S. 

       24    law.  It's an act that has been administered by the 

       25    courts, decided by the Federal Circuit on an extensive 
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        1    legislative history. 

        2            So, that would be my only contribution is to 

        3    say that if you are thinking about software-like 

        4    protection and giving people an election, you could 

        5    extend copyright protection, but not make a full patent 

        6    scope protection for it.  I would be interested to hear 

        7    what Mark has to say, though.

        8            MR. JANIS:  I looked at that when I was 

        9    studying second tier systems, and my only comment 

       10    there, and my recollection as to that research is that 

       11    I couldn't find very much.  There was one Federal 

       12    Circuit decision on the SCPA.  I don't get a sense that 

       13    that act was very successful.  If it was, it's hard to 

       14    tell very much about it.  It would be good to see 

       15    empirical studies on that legislation, but at least, as 

       16    far as the efficacy of these enforcement provisions you 

       17    mentioned, I have not seen any reported decisions that 

       18    would give me any indication as to whether that worked.

       19            MR. BURCHFIEL:  I never heard of a case.

       20            MR. JANIS:  There's only one Federal Circuit 

       21    case, I believe.  I think it's administered by the 

       22    copyright office.  I think there are very few filed, if 

       23    I'm not mistaken. 

       24            MR. BARNETT:  That would have been my next 

       25    question.  Is it being used at all or just not 
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        1    enforced?

        2            MR. STOLL:  Almost not at all from what I 

        3    understand.

        4            MR. JANIS:  I don't believe it is, either.

        5            MR. BURCHFIEL:  But it could be predictive of 

        6    how much confidence the industrialist community 

        7    replaced in paying taxes. 

        8            UNIDENTIFIED SPEAKER:  That's a good point, 

        9    Ken.

       10            MS. DESANTIS:  Is there any sense of what the 

       11    reasons are as to why it is not being used?

       12            MR. STOLL:  I don't know very much about it.  

       13    No one I know has ever asked anything about it.

       14            MR. JANIS:  I tried to get a sense of that.  To 

       15    put it into a general context, you would have to ask a 

       16    E.E.  or a specialist to be sure.  I got the sense that 

       17    maybe by the time that system was implemented, the real 

       18    need for it had passed by. 

       19            I sort of got the sense that people at some 

       20    point really thought they were going to need copyright 

       21    production for these mask works, and by the time they 

       22    got it, they really didn't need it anymore.  People in 

       23    the audience are nodding heads, so I'm feeling 

       24    reassured by that.  

       25            MR. KIRK:  The filings have dropped to 50 
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        1    percent and are going down.  

        2            MS. DESANTI:  Thank you, Michael Kirk. 

        3            MR. BARNETT:  With that in mind, why don't we 

        4    shift gears again.  I think in some sense it is 

        5    unavoidable that when we are comparing different 

        6    systems or the U.S. to other systems in the world,  

        7    that the question of first-to-file versus first-to- 

        8    invent can come up.  

        9            Now that's said that this is recognizing the 

       10    passion that some people bring to this discussion, so 

       11    we are going to try to have our cake and eat it, too, I 

       12    think.  I think really the thought that comes to mind 

       13    is what impact first-to-invent could have on 

       14    predictability of patents in the U.S.  I would just 

       15    open this up to the floor, in this sense.  I'll open 

       16    this up to the panel, for that matter.  Any comments in 

       17    particular?  Steve?  

       18            MR. MAEBIUS:  One problem is that with the 

       19    first-to-invent system that we have, there is a certain 

       20    amount of unpredictability.  Patents that remain stuck 

       21    in interference for a long time, and people may not 

       22    know what scope they have, and they come out later and 

       23    cause problems, and they weren't expected. 

       24            The reality is that most companies have to file 

       25    early, because everywhere else in the world has 
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        1    first-to-file system.  So, it may just be a question of 

        2    when we trade that off for something else. 

        3            MR. BARNETT:  Jay, then Bob. 

        4            MR. THOMAS:  I just find it incredibly 

        5    difficult to explain to anyone outside the US patent 

        6    system why we still have a first-to-invent system.  

        7    It's very difficult to try to explain the reason.  I 

        8    think a lot of it is political in nature. 

        9            I would say if we have a first-to-invent 

       10    system, one of the uncertainties is an unknown and 

       11    often unknowable date of invention attached to each 

       12    patent.  I would just throw open the observation that, 

       13    why aren't we attaching dates of invention to every 

       14    patent?  That's what makes our system unique. 

       15            But our patent instruments look like everyone 

       16    else's, they have the date of filing, and not the date 

       17    of invention.  Simply require the inventors to give the 

       18    first date they believe to be their plausible dates of 

       19    conception and reduction to practice, and you could 

       20    actually know when the patent issues what the 102(a) 

       21    relevant dates are, and you would not have to sue 

       22    someone to find out about it or be sued.  Again, I 

       23    think, perhaps, there are some that disagree.  I just 

       24    can't imagine why we can't get to first inventor to 

       25    file.  Thank you. 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                      196

        1            MR. BARNETT:  Bob.

        2            MR. STOLL:  I think Jay actually said it, it's 

        3    political in nature.  There has been significant 

        4    attempts for decades to move in that direction.  I 

        5    think the last country that had a first-to-invent 

        6    system was the Philippines, and I think their's went to 

        7    first-to-file about four or five years ago. 

        8            My understanding is that we have a very strong 

        9    group of particularly independent inventors who are 

       10    very concerned that large corporations will somehow get 

       11    an advantage running to the door of the Patent and 

       12    Trademark Office, and they will be stuck -- they, the 

       13    independent inventors -- without an invention.   

       14            That being said, we are in the midst of a very 

       15    significant undertaking at WIPO to talk about moving in 

       16    the direction of best practices in the sense of a 

       17    treaty dealing with several issues; in re Hilmer, grace 

       18    period issues, claim drafting, scope of claim. 

       19            I am quite sure that some small country or 

       20    large country or every country will be looking to put 

       21    first-to-file on the floor to discuss with respect to 

       22    getting the United States to move in that direction. 

       23            That all being said, I think that what we are 

       24    looking at is best practices.  Is it the best practice 

       25    to go to first-to-file?  Looking at what 
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        1    is going on now, we find that significantly less than 

        2    1 percent of all applications, significantly less, are 

        3    affected by the issue dealing with first-to-invent and 

        4    first-to-file. 

        5            I also think there was a misunderstanding in 

        6    the independent inventor community.  They were 

        7    concerned that the first to file would be taking it or 

        8    ripping it off from someone else, not recognizing that 

        9    there would still have been the requirement upon the 

       10    inventor that they are the first to invent, that they 

       11    are, in fact, the inventor.  I think maybe the 

       12    explanation of that was not done in the manner it 

       13    should have been done. 

       14            I think there should be more discussion that 

       15    that first inventor -- the first filer must still be 

       16    the inventor of the subject matter.  I do think there 

       17    will be significantly more discussion on it and look 

       18    forward to discussing it.

       19            MR. BARNETT:  Ken, and then Rick.

       20            MR. BURCHFIEL:  I'm a devoted believer in the 

       21    first-to-invent system for a number of reasons.  You 

       22    are right, we are not going to resolve the moral issue 

       23    here today.  I only point out one thing, and this is 

       24    important to my clients.  I represent huge corporations 

       25    in interferences, they don't like them.  They would 
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        1    really much likely be rid of them, they're just a 

        2    nuisance. 

        3            I also represent companies that have one 

        4    invention, and it's a medical product, or it's a 

        5    compound, or it's a biotechnology invention.  Their 

        6    entire ability to get venture capital to make that an 

        7    invention or pioneering invention lies on the first-to- 

        8    invent system. 

        9            They don't have the resources of General 

       10    Motors.  They don't have people to crank out 

       11    applications.  They might not even realize that there 

       12    is a patent until after they have tested it and figured 

       13    out whether it works.  

       14              So, it might be less than one percent, but I 

       15    don't believe that it is conceptually correct to look 

       16    at it as a statistical question.  It's a question of 

       17    saying overall in the economy, what companies benefit 

       18    from it, and what companies don't, and striking a 

       19    balance there. 

       20            In terms of progress in our laws, I think we 

       21    are rowing on both sides of the canoe here, because the 

       22    prior use defense in method patents specifically 

       23    requires an actual reduction to practice more than a 

       24    year before the filing date, and that is the 

       25    fundamental interference concept.  So, I think that if 
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        1    we get rid of interferences, we would find interference 

        2    concepts everywhere in U.S.  patent law, instead of 

        3    just in the interference context.

        4            MR. BARNETT:  I might ask for follow-up, and 

        5    part of it is because I'm trying to get a grasp on it, 

        6    but the misunderstanding that Robert was talking about 

        7    regarding that the first to file had to be the first to 

        8    invent, why wouldn't that solve the situation?

        9            MR. BURCHFIEL:  It would be primarily a 

       10    defense.  It wouldn't establish a right to a patent 

       11    against someone who was first to file.  That's what an 

       12    interference does, it enables an inventor to establish 

       13    a date of invention that's prior to the date that 

       14    someone else filed a patent application.  That is its 

       15    sole justification and sole reason for it. 

       16            So, I don't know, people who do medical 

       17    products and biotechnologies, I think tend to see it in 

       18    a far different context than the electronics industry 

       19    or a major industry in other fields. 

       20            MR. BARNETT:  Rick, you have a comment?  

       21            MR. NYDEGGER:  First of all, the AIPLA has for 

       22    a long time been a supporter of first-to-file, and I 

       23    echo what others have already said in that respect in 

       24    terms of many reasons for advisability and why it is an 

       25    important thing to support. 
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        1            I would simply offer the observation that, in 

        2    connection with some of the major arguments against 

        3    first-to-file, which are raised by those who do oppose 

        4    it, would seem to me to be answered in large measure by 

        5    the now existing procedure for filing provisional 

        6    applications.  That is not an expensive process, and it 

        7    would seem to me to create a pretty much level playing 

        8    field for both small and large entities alike. 

        9            While I acknowledge that it's not a perfect 

       10    solution in all respects, it seems to me to go a long, 

       11    long ways towards answering some of those fundamental 

       12    concerns that have historically been raised by those 

       13    who opposed first-to-file. 

       14            I would also say that I think that if we don't 

       15    start seriously trying to change our patent law so that 

       16    we become a first-to-file jurisdiction, we may 

       17    ultimately be shooting ourselves in the foot with 

       18    respect to our patent system. 

       19            I say that in the context of just a few weeks 

       20    ago an AIPLA delegation met with the General Director's 

       21    Office at WIPO, and we were asked this very difficult 

       22    question, why are we not a first-to-file jurisdiction?  

       23    What are we going to do about it? 

       24            The fact is that increasingly there's a need 

       25    for greater levels of full faith and credit and the 
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        1    ability of patent office jurisdictions around the world 

        2    EPO, JPO, USPTO, to be able to rely upon the things 

        3    that they do in terms of one jurisdiction versus 

        4    another. 

        5            To the extent that we're ever going to do that, 

        6    which may ultimately be, frankly, critical in order to 

        7    solve some of the growing backlog crisis, not just here 

        8    in the US, but around the world, that is going to 

        9    require greater levels of harmonization.  It seems to 

       10    me that that itself is going to dictate in a very, very 

       11    strong way the need to move to a first-to-file scheme.

       12            MR. BARNETT:  I'm curious, you brought up the 

       13    notion of provisional applications.  Just for the 

       14    record, could you break that down for us with just 

       15    what's involved in that?

       16            MR. NYDEGGER:  You can file a provisional 

       17    application based on virtually any kind of technical 

       18    disclosure.  I've taken technical disclosures that were 

       19    based on documentation that was prepared for a trade 

       20    show and filed it in order to walk in and protect the 

       21    filing date for that. 

       22            Again, while I say that's not without some 

       23    risks down the road, because ultimately within 12 

       24    months you have to convert that into a regular utility 

       25    application.  But, if we are talking about having 
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        1    sufficient resources to protect one's filing date, if 

        2    there is any doubt, it seems to me, that you may have a 

        3    significant invention that you want to protect, you 

        4    spend a few hundred bucks to do it.  You file a 

        5    provisional application, and then you make the decision 

        6    down the road whether to take that into a utility case 

        7    or not.  It's not an inordinately expensive procedure 

        8    by any means.  

        9            MR. BARNETT:  Mark, did you have a comment?  

       10            MR. JANIS:  I want to chime in with the comment 

       11    about the danger of labels in this debate.  First-to- 

       12    file is often portrayed by opponents as first pirate to 

       13    file, but as Bob Stoll points out, that's not what 

       14    first-to-file means.  First-to-invent in the United 

       15    States is not really first-to-invent.  We have 

       16    statutory bar provisions.  Any starting patent law 

       17    student quickly figures out that the so-called 

       18    first-to-invent system in the U.S. is not quite a pure 

       19    first-to-invent system. 

       20            So, I think a lot of times the gulf between 

       21    these two systems looks very large when, in fact, it is 

       22    not quite as large conceptually, at least, as it may 

       23    appear.  Politically, yes, but conceptually, no.

       24            MR. BARNETT:  Ken, go ahead.

       25            MR. BURCHFIEL:  With respect to the 
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        1    first-to-file system and first-to-invent system, the 

        2    only real area of significant concern I know is 

        3    biotechnology.  Probably 80 percent of the pending 

        4    interferences are biotechnology interferences, 

        5    something like that.  It's a huge number.  

        6            MR. STOLL:  It's not that high.  It's high.

        7            MR. BURCHFIEL:  It's very high.  It's 

        8    astonishing the extent to which the final judgment in 

        9    those cases can come down to a matter of two days, or a 

       10    week, or 10 days.  The Constitution, Article One, 

       11    Section 8 only provides that a patent can be granted to 

       12    the inventor, first inventor, and you are going to wind 

       13    up with validity problems anyhow. 

       14            So, it would be a good idea to talk to 

       15    biotechnology people who are investing a lot of money 

       16    on research and development and who are deeply involved 

       17    in interferences.  They'll give you a much clearer idea 

       18    of what it's worth and not worth to them.  They are a 

       19    good source to, at least, ask about it, since they do 

       20    it more than anyone else. 

       21            MR. NYDEGGER:  Two comments about that.  First 

       22    of all, I think that most of these interferences in 

       23    fact don't typically involve small individual 

       24    inventors.  They are usually fought out between major 

       25    corporations, I believe.  Secondly -- I'm not quite 
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        1    sure about this,  this is the point maybe you can 

        2    clarify, Bob -- I also believe somewhere in the back of 

        3    my mind it sticks in my memory that a very high 

        4    percentage of these interferences is, in fact, won by 

        5    the party that's first to file in any event. 

        6            MR. STOLL:  I agree.  And I think that senior 

        7    parties win up to, I think, it's 80 percent of the 

        8    actual interferences that are filed. 

        9            I want to add in to the Constitutional issue, 

       10    too.  I don't think that's a very strong argument, 

       11    because it depends on how we define inventor.  If we 

       12    define the inventor as the individual who actually 

       13    invents and is the first to provide the information to 

       14    the Patent and Trademark Office, that is, in fact, the 

       15    inventor.  I don't think we run into a Constitutional 

       16    question, although I have heard that argument before.  

       17            And remember, we are actually providing a 

       18    limited term of exclusivity directed to exclude others 

       19    to make use, et cetera, in order to get the 

       20    information.  So, there's a bargain going on here, and 

       21    I think going to the Office is a very important part of 

       22    that bargain. 

       23            MR. BARNETT:  Steve?

       24            MR. MAEBIUS:  It's also extremely difficult to 

       25    have evidence that satisfies the requirements that have 
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        1    evolved for proving the date of invention.  And some of 

        2    the biotech interferences we have seen that involve 

        3    universities, for example, they had a very difficult 

        4    time pulling together evidence that would win.  The 

        5    ones that I'm aware of, they usually came out on the 

        6    losing side. 

        7            MS. MICHEL:  Is that because corporations 

        8    generally have better programs in place for explaining 

        9    to their scientists the reason they need to write 

       10    things in notebooks, as opposed to graduates who write 

       11    things on paper?

       12            MR. STOLL:  Let me correct that.  We have done 

       13    a recent study and found that just as many independent 

       14    or small inventors win as large corporations.  The 

       15    rates are the same.

       16            MS. MICHEL:  So, the issue then is who is the 

       17    senior party more than...  

       18            MR. STOLL:  That's more of the likelihood of 

       19    the outcome than anything else.  Because they are the 

       20    ones that got into the door first, they are likely to 

       21    be the prevailers.

       22            MR. BARNETT:  We are getting to run a little 

       23    close in time.  If anyone has a closing statement or 

       24    any points they would like to make, right now would be 

       25    very appropriate, I think.  Jay?  
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        1            MR. THOMAS:  I would commend this committee for 

        2    looking at international comparative law, because 

        3    that's something that the U.S.  patent system has not 

        4    traditionally relied upon.  And there certainly is a 

        5    sense of xenophobia from our trading partners, so the 

        6    fact we are willing to assemble such a group and 

        7    discuss it is a good sign and bodes well for the future 

        8    of this issue.  Thank you. 

        9            MR. BARNETT:  Rick?

       10            MR. NYDEGGER:  I wasn't aware of this, but  

       11    apparently former Commissioner Gerald Mossinghoff is in 

       12    the process of preparing a paper that's getting ready 

       13    to run for publication that would have statistics on 

       14    first-to-file versus first-to-invent over the last 20 

       15    years, which I'm told is going to be published in the 

       16    Journal of the Patent and Trademark Office Society.  

       17    That may be of interest for people to take a look at, 

       18    because there would be probably some valuable empirical 

       19    data coming out of that. 

       20            MR. BARNETT:  Thank you, Rick.  With that, I 

       21    think we will go ahead and conclude.  Thank you to all 

       22    the participants.  

       23              (Whereupon, hearing concluded at 4:20 p.m.)

       24    
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Good morning. My name is Mary U. Musacchia.  I am Counsel to the President/CEO and 

Director, Government Relations & Public Policy for SAS Institute Inc.  Founded in 1976, SAS is 

the world's largest privately held software company, with world headquarters in Cary, NC.  Its 

core technology was developed in the 1960's at North Carolina State University.  SAS now has 

over 8,000 employees in 202 offices worldwide.  Its software is used at more than 38,000 

business, government and university sites in over 118 countries.  In 2000, SAS invested 30% of 

its income into its R & D.  

On behalf of SAS, I commend the Federal Trade Commission and the Department of 

Justice for seeking the views of the business community through these hearings and welcome the 

opportunity to appear today to present our perspective.  My comments will focus exclusively on 

the controversy surrounding business method patents, or BMP's as they are commonly called.   

SAS is concerned that the public perception of the patent system has suffered with the 

introduction and rapid growth of the filing and granting of business method patents.  Whether it is 

a patent on a Dutch auction, a one-click shopping experience, or techniques to pictorially train 

"cleaners of facilities", the public eye has been turned in this direction and the question asked: 

"What is the value of a patent system that grants monopolies on such 'innovations'"? 

 The historical justification of patents, as set forth in the U.S. Constitution, empowers 

Congress to create a system "to promote the progress of science and useful arts by securing for 

limited times to . . . inventors exclusive right to their respective . . . discoveries".  In exchange, 

the inventor makes full disclosure of the invention. The economic  theory of patents is that the 

disclosure of the innovation will stimulate competition and further innovations. By virtue of 

disclosure, society is invited to invent design-arounds and further technological advances are 

made, augmenting the storehouse of human knowledge. 

In industries such as manufacturing and electronics, history proves that this is so. For 

every new microchip or carburetor, the disclosure of the new invention spurs competition to 

design improvements.  It is also recognized that in some industries, such as the pharmaceutical, a 
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financial recovery incentive is required because of the expense associated with the original 

discovery.  Society's value to granting this limited monopoly thus must be based upon either a 

disclosure that would encourage subsequent innovations or encourage expenditures for 

discoveries by creating a plausible payback mechanism.  

 It has been in the last several years that the scope of patent protection has been enlarged, 

resulting in a dramatic increase in the number of patents, both filed and issued.  Certainly, not an 

insignificant portion of that growth can be attributed to BMP's that have emerged from the use of 

the Internet by businesses.  These hearings are valuable because they seek to look at the impact of 

this change on the economy and as a matter of public policy.  

Many business method patents simply take a commercial brick and mortar business 

process and articulate it as an Internet or electronic application.  Having minimal or no physical 

component, business method techniques cross the line into abstractions, mere shadows of 

innovation.  And while mechanical processes have been patented, BMP's are not in keeping with 

the historical and publicly held belief that patents have an innovative and technical character.   

For example, when an electronic device is patented, the disclosure of the new circuit in 

the text of the patent is expected.  With a business method, since the business is already active in 

the marketplace, there is no incentive to the filer to disclose within a patent.  In many instances, 

the business process, by its nature, is public.  Most typically, the underlying technology that is 

used in the process, the actual lines of code, is not part of the patent filing.  What is seen most 

often is a broad, non-illuminating description of an already public technique. Thus, without 

information on the technical mechanism, the disclosure of a business method patent fails to 

augment public knowledge.  In effect, there is no longer a quid pro quo -- the creation of an 

intellectual property right and its protection in exchange for public disclosure.  

In the marketplace, business methods are developed not in a research laboratory in a 

series of sequential improvements upon past technology, as in the manufacturing and electronic 

industries, nor in repeated breakthroughs, as in the pharmaceutical industries, but in an arena of 

competition.   Interactive emulation, such as Internet advertising and commerce, transferring brick 

and mortar techniques to the Internet, or “systematizing human transactions” appear to be the 

focus of business method changes. A competitive marketplace between similar or only slightly 

different businesses is all that is truly necessary to spur improvements, not the carrot of monopoly 

power.  Ignoring this quality of business methods leads to failure to achieve the proper balance 

originally contemplated as part of the patent system.  i  

Some argue there is a need for patents, including BMP's to prevent free riding.  To the 

extent free-riding acts as a disincentive to innovation, this could be a basis for government 
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granted monopoly power.  However, in the area of business processes, does this position hold-up?  

Traditionally, improved business methods are their own reward. They depend in strong measure 

on the social structure within a company utilizing them, on compensation schemes, lines of 

reporting, supervising policies and other business factors, both internal and external.  In addition, 

the first mover advantage is a strong incentive, in many cases ensuring adequate returns to 

compensate for the cost of the implementation of the process.  The government does not need to 

intervene where the market works. 

We live in a world that is growing increasingly smaller.  It has been the practice for the 

USPTO to work with its counterparts in both Japan and Europe to harmonize the patent laws.  We 

agree that harmonization is necessary, but as harmonization would apply to BMP's, the United 

States should move toward the European Patent Office and the Japanese Patent Office approach; 

not the reverse.  

Neither the EPO nor the JPO grant patents on business methods, per se.  Instead the EPO 

requires that an invention have an "industrial" application and the JPO requires an invention be 

"industrially applicable".  

Recently, the EPO evaluated its position on software patents, business method patents, 

and industrial application.  A proposed Directive makes clear the EPO’s stance on requirements 

for patentability, and calls for the additional requirement that an invention have a “technical 

contribution”, i.e., the invention must contribute to the “state of the art” in the technical field 

concerned. Thus, a computer-implemented invention in which the contribution to the prior art 

does not have a technical character would be considered to be unpatentable. ii  

Last spring the United Kingdom’s e-minister, Patricia Hewitt, announced her 

government’s decision to not recognize business method patents, stating, “Our key principle is 

that patents should be for technological innovations.” iii 

The JPO requires that an invention be “industrially applicable” and further limited by the 

requirement that “inventions liable to contravene public order, morality or public health shall not 

be patented.” iv  These two requirements have resulted in the JPO refusing to grant patents for 

new medical treatments, methods of typhoon control and business methods. v   

According to the Japanese, the “systemization of existing human transactions” “would 

not be deemed patentable because it would be obvious to a person of ordinary skill in the art.” 

The industrial application requirement in the EPO and the JPO, along with their requirement that 

patentable inventions have a technical character, limits the extent of patent protection that may be 

received for inventions of an economic nature, vi a BMP. “By explicitly including industrial 

application as a prerequisite to even entering the realm of patentability, the possibility of 
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protecting processes solely involving economic or personal utility, such as a method of training 

janitorial staff…”vii or of swinging a golf club, viii is significantly reduced. ix 

In a global marketplace, business method patents may also introduce an artificial 

constraint on the competitive process and should be evaluated for possible impact to the U.S. 

economy.  Query: If the JPO and EPO continue their restricted approach to recognizing BMP's, 

will patent seekers flock to the United States to obtain a protected monopoly, constraining 

behaviors in the U.S., while leaving the rest of the global marketplace free of impediments?  The 

dynamics are probably too new to really know how this will play-out, but it is worth considering.  

If history provides a basis for judgement, there is little to suggest that the previous lack of 

monopoly protection for business methods, on any significant scale, hurt the growth of U.S. 

businesses from the time our Founding Fathers authorized Congress to create the patent system 

over two centuries ago.   

Throughout the course of these hearings, numerous suggestions have been made as 

regards BMP's.  SAS has been a proponent of full funding of the USPTO.  This will help improve 

the quality of the work, benefit those that use the system and cease to be an indirect tax on 

inventors who have contributed the most to the growth of the US economy over the last two 

hundred years.  However, full funding should not be considered a cure to the fundamental flaw 

that exists by granting patents for business methods.   

It has been suggested that reducing the life of the patent for BMP's to three years would 

be desirable.  While this would be an improvement on where we stand today, it again does not 

address the underlying public policy issue.  If BMP's can be defined clearly enough to have the 

patent life reduced, they can be defined clearly enough not to be granted.  Whatever action may 

be considered, it should be conducive to harmonization on a global basis, and careful 

consideration should be given to moving toward the positions of the EPO and JPO on this subject. 

I thank you for affording SAS the opportunity to participate and I look forward to the 

remainder of the morning.   

                                                                 
i Leo J. Raskind, Symposium:  The State Street Bank Decision: The Bad Business of Unlimited 

Patent Protection for Methods of Doing Business, 10 Fordham I. P., Media & Ent. L.J. 61 (1999). 
 
ii Proposal for a DIRECTIVE OF THE EUROPEAN PARLIAMENT AND OF THE COUNCIL on 

the patentability of computer-implemented inventions.  See 
http://www.europa.eu.int/comm/internal_market/en/indprop/com02-92en.pdf 

 
iii Pamela A. MacLean, Patent Medicine, Congress tries to limit business-method patents., House 

Counsel, May/June 2001.   
 
iv Japan Patent Law, Law No. 121 of 1959, art. 32. 
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v John Richards, Recent Patent Law Developments in Asia, 7 Fordham Intell. Prop. Media & Ent. 

L.J. 599, 619 (1997). 
 
vi Brian P. Biddinger, Limiting the Business Method Patent:  A Comparison and Proposed 

Alignment of European, Japanese and United States Patent Law, 69 Fordham L. Rev. 2523 (2001). 
 
vii U.S. Patent No. 5,851,117 (issued Dec. 22, 1998). 
 
viii U.S. Patent No. 6,071,199 (issued June 6, 2000). 
 
ix Brian P. Biddinger, Limiting the Business Method Patent:  A Comparison and Proposed 

Alignment of European, Japanese and United States Patent Law, 69 Fordham L. Rev. 2523 (2001). 
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 On behalf of the American Intellectual Property Law Association, we 

welcome this opportunity to provide our association's views on antitrust and 

intellectual property protection in promoting innovation and competition.  

We offer our views on several specific topics that pertain to the interface 

between these two sets of laws and about which the Agencies solicited 

comments: the roles of antitrust law and intellectual property law in 

fostering innovation; unilateral refusals to license intellectual property; 

settlement of intellectual property disputes; the role of the Federal Circuit in 

developing antitrust law in the intellectual property area; the scope of 

patents; the lack of market power of intellectual property; and the use of 

different types of licensing.  While we have submitted our written views on 

all those topics, today I will focus on the fundamental one—the roles of 

antitrust law and intellectual property in fostering innovation. 

I. The AIPLA 
 
 Initially, let me give you a little background on our organization so that 

you can better understand the basis for our comments. The AIPLA is a 

national bar association representing a cross-section of the intellectual 
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property bar in the United States.  Our membership includes attorneys who 

are in-house, private, government, and academic, and who represent a 

wide range of clients involved in all aspects of intellectual property licensing 

and protection.  Our members, who number over 13,000, regularly work 

with diverse issues involving patents, copyrights, trademarks, trade secrets, 

and unfair competition law, as well as other fields of law affecting 

intellectual property. They advise large corporations, small companies, 

individuals, institutions, and government agencies.  Our members 

represent intellectual property owners seeking to enforce their intellectual 

property rights, as well as those sued for infringing intellectual property 

rights.  And they represent parties that allege antitrust violations and 

misuse of intellectual property, as well as those who defend against those 

charges. 

 Our members’ clients are among the most innovative companies in 

the world.  They are vitally interested in continuing to promote innovation in 

the United States and increasing the number of new United States jobs 

based on new technologies without violating our antitrust laws. 

 As a result, we believe that we have a balanced view of the role of 

intellectual property protection in the innovation and competition processes. 
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We also believe that this balanced view extends to the respective roles of 

antitrust enforcement and intellectual property. 

 One of the stated purposes for which the AIPLA was formed is to aid 

in making improvements in the field of intellectual property, including the 

study of and commenting upon the laws protecting such property rights.  It 

is in pursuit of this purpose that the AIPLA expresses its views today. 

II. Roles of Intellectual Property and Antitrust Laws in Fostering 
Innovation 
 

 Our members have learned that business competition spurs 

innovation and they seek to preserve it.  But they do not want to stifle 

innovation by making it harder or less rewarding to innovate or compete in 

the United States.  We believe that intellectual property protection is 

essential to promoting innovation and investment in new technologies and 

that licensing this property is procompetitive.   

 The core element of intellectual property rights is in the limited right to 

exclude others from carefully circumscribed areas.  Patents and copyrights 

protect investments in innovations and expressions, respectively, for only 

limited, specific periods of time.  Trademark rights protect marks from 

identical and confusingly similar uses by others.  State common law trade 

secret rights protect proprietary information, such as know-how, only until 

the information is no longer secret.  All are limited in scope to specific 
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inventions, expressions, or information, and only in the exceedingly rare 

case do they encompass an entire antitrust relevant market.  And all 

protect against only limited types of infringing activities.   

 Contrary to the suggestion of one court recently,1 an intellectual 

property right is not like a baseball bat, which its owner has the right to use.  

Intellectual property rights give their owner no right to make, use, sell, or 

copy the technology or expression that is protected by the rights.  For 

example, inventions very often are improvements on earlier basic 

inventions made by others.  If the owner of the intellectual property rights to 

the basic invention wants to exercise its exclusivity, that owner can stop the 

owner of the rights to the improvement from making, using, or selling the 

improved invention.  Likewise, the owner of the rights to the improvement 

can stop the owner of the rights to the basic invention from making, using, 

or selling the improved invention.  The intellectual property rights thus give 

only the right to exclude, not the right to use.  

 That exclusivity is the powerful driving force behind the incentives to 

innovate, to license, and to compete.  Intellectual property protection 

encourages investment in development and use of innovations.  Moreover, 

patents encourage public disclosure of inventions so that others can learn 

                                                 
1 United States v. Microsoft Corp., 253 F. 3d 34, 62 (D.C. Cir. 2001). 
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from and expand upon them.  By affording exclusivity and protection, 

intellectual property laws spur competitors to innovate around the protected 

property and to make advances in alternative and often superior 

technologies.  Further promoting competition, intellectual property rights 

very often are licensed to others.   

 We view the antitrust laws as providing complementary protection of 

competition and fostering innovation.  The antitrust laws, in our view, serve 

their proper role by stepping in to curb excesses in the marketplace only 

when restraints on competition exceed their reasonable bounds.  In so 

doing, they allow existing and would-be competitors the freedom to develop 

and market innovations to better compete.   

 Consequently, we view the two sets of laws as fully sharing common, 

not conflicting, goals and acting together in balance. 

III. Unilateral Refusals to License Intellectual Property 
 
 We recognize that the antitrust laws provide limits on what people 

can do with their property when restraints on competition in the 

marketplace exceed reasonable bounds.  As I pointed out, however, the 

essence of the intellectual property right is the right to exclude others from 

using or copying the intellectual property.  Without that exclusivity, the 

intellectual property right is essentially meaningless.  Consequently, the 
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AIPLA does not believe that the unilateral act of simply refusing to license 

intellectual property should be the basis for imposing antitrust liability, as 

long as the competitive effect of the refusal is not extended beyond the 

scope of the statutory grant, and the refusal is not accompanied by fraud or 

sham litigation. 

IV. Settlement of Intellectual Property Disputes 
 
 Obviously, settlements are a form of agreement.  Depending on the 

terms of the settlement and the relationship of the parties in the 

marketplace, they could raise antitrust issues similar to those raised by any 

other form of agreement.  At the same time, settlements are an efficient 

means of resolving litigation and eliminating risk for owners of intellectual 

property and their potential competitors.  Moreover, litigation settlements 

serve other important public policies, including conservation of judicial 

resources.  We believe that antitrust rules relating to settlements need to 

accommodate all of these policy considerations. 

 A few courts have recently held settlement agreements illegal under a 

per se rule.  We believe that applying a per se rule to litigation settlements 

is unwise and inappropriate, absent fraud or sham litigation or settlements.  

Per se liability should be reserved for practices that “lack . . . any 

redeeming virtue.”  The potential benefits to efficiency and innovation from 
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litigation settlements suggest that bona fide settlements should not be 

subject to a per se rule.  Indeed, it would seem to be particularly 

inappropriate to apply a per se rule to conduct that the courts explicitly 

encourage. 

V. Role of the Federal Circuit in the Intellectual Property / Antitrust 
Arena 

 
 In reviewing antitrust issues in patent infringement cases, the Federal 

Circuit normally applies the antitrust precedent of the regional court of 

appeals for the circuit in which the district court rendering the judgment is 

located.  However, for issues that the Federal Circuit believes “clearly 

involve [its] exclusive jurisdiction,” it applies its own precedent, rather than 

that of the regional circuit.  In that latter category, the Federal Circuit 

includes “conduct in procuring or enforcing a patent” and determines the 

antitrust liability of such conduct under its own precedent.   

 The AIPLA believes that the Federal Circuit’s approach is correct.  

This approach can provide uniformity in application of the antitrust laws for 

patents that have nationwide scope and conduct that is not limited to one 

region of the country.  By applying a uniform antitrust standard in the 

infringement cases, uncertainty is reduced for patent owners, which fosters 

innovation.  Moreover, applying its own precedent does not insulate the 
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Federal Circuit from developments in antitrust law from other regional 

circuits.   

VI. Scope of Patents  
 
 In our view, the scope of patents raises competition issues, for it can 

affect the degree to which patents spur innovation.  But we believe that the 

scope should be left to the courts to develop as a matter of patent law.  

Patents that are valid have a scope that covers only new, useful, and non-

obvious inventions.  That scope should not be artificially altered to meet 

concerns of other bodies of law, such as antitrust.  Working within the 

scope of valid patents, we believe the courts can balance the two 

complementary goals when they interface in particular cases. 

 We do not view the procurement procedures for patents as having 

antitrust significance or needing correction for antitrust reasons.  But we 

have substantial concerns about the diversion of funds from the Patent and 

Trademark Office, which affects its ability to conduct a rigorous review of all 

patent applications.   

 The PTO shoulders a tremendous responsibility in annually reviewing 

huge numbers of patent applications and deciding which deserve the 

patent reward.  Over the years, the PTO has demonstrated its 

responsiveness to the changing needs of examining different types of 
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subject matter.  Unfortunately, recent Executive and Legislative Branch 

actions have severely undermined the ability of the PTO to meet the 

growing challenges it faces.  Since 1992, the President and the Congress 

have combined to divert over $700 million of PTO fee revenues to other 

Federal programs.  This diversion of revenue from the PTO has 

increasingly inhibited the PTO from routinely and promptly performing high 

quality search and examination of patent applications and establishing the 

electronic filing and processing of patent applications demanded by U.S. 

industry.  Ensuring adequate support for the PTO to carry out its 

Constitutional mission could be one laudable outcome of these hearings.  If 

it obtains proper funding, we believe it would have the ability to conduct a 

rigorous review of all patent applications..  

VII. Lack of Market Power of Intellectual Property 
 

The AIPLA believes that no presumption of market power should 

exist for intellectual property, in accordance with the position the federal 

antitrust agencies have taken.  A blanket presumption of market power for 

intellectual property bears no valid relationship to the real world.  In all but 

the rarest of cases in our economy, products and methods compete with 

other products and methods that affect their market price.    
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VIII. Conclusion 
 

The AIPLA appreciates the opportunity to contribute to the FTC’s and 

Antitrust Division’s understanding of the dynamics of intellectual property 

and its benefits for promoting competition.   
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Interface or Face-Off?

• Both Patent Law and Antitrust Law Have 
Common, Ultimate Objectives
– Enhancement of consumer welfare

• The Means Are Different and At Times Will 
Conflict
– Antitrust intervenes to combat undue acquisitions 

or exercises of market power
– Patent law seeks to induce invention and 

innovation by offering the reward of lawful 
monopoly profits

• Are IP Rights Entitled to Special Antitrust 
Deference?



SCM/Xerox (2d 
Cir. 1981)
Patent acquisitions are 
not immune from the 
antitrust laws. Surely, a §
2 violation will have 
occurred where, for 
example, the dominant 
competitor in a market 
acquires a patent 
covering a substantial 
share of the same market 
that he knows when 
added to his existing 
share will afford him 
monopoly power. 

FTC/DOJ IP Licensing 
Guidelines (1995)
Certain transfers of intellectual property 
rights are most appropriately analyzed by 
applying the principles and standards 
used to analyze mergers, particularly 
those in the 1992 Horizontal Merger 
Guidelines. The Agencies will apply a 
merger analysis to an outright sale by an 
intellectual property owner of all of its 
rights to that intellectual property and to 
a transaction in which a person obtains 
through grant, sale, or other transfer an 
exclusive license for intellectual property 
.…Such transactions may be assessed 
under section 7 of the Clayton Act, 
sections 1 and 2 of the Sherman Act, and 
section 5 of the Federal Trade 
Commission Act.

Kodak/Goodyear 
(Fed. Cir. 1997)
Goodyear alleges injuries stemming 
from Eastman's [acquisition and] 
enforcement of the '112 patent. 
Goodyear, however, would have 
suffered these same injuries 
regardless of who had acquired and 
enforced the patent against it. 
Indeed, Goodyear would have 
suffered these same injuries if 
Zimmer had retained exclusive 
rights to the patent and had enforced 
the patent against Goodyear itself. 
The cause of Goodyear's injuries 
was not that Eastman enforced the 
'112 patent, but that the patent was 
enforced at all. These injuries, 
therefore, did not occur "by reason 
of" that which made the acquisition 
[by Eastman] allegedly 
anticompetitive. 

The Philosophical Divide: One Example



Recent Evolution of Antitrust Law
• Structuralist Approach Characterized Enforcement in 

the post-World War II Era, Until 1980
• “Chicago School” Approach Has Reduced Impact of 

Previous Antitrust Rules in Both Vertical and 
Horizontal Contexts
– Dismissal of IBM Case (1980)
– Adoption of Merger Guidelines (1982)
– Deregulation--AT&T Divestiture
– Joint FTC/DOJ Guidelines for the Licensing of Intellectual 

Property (1995) 
• Abandonment/modification of nine “no no’s”
• IP rights will be analyzed under Rule of Reason as other forms 

of property
– DOJ Section 2 Case Against Microsoft
– FTC Case Against Intel 



Recent Evolution of Patent Law
• 1952 Code Adds Explicit Test of Nonobviousness
• 1966 Graham v. John Deere Case Construes 1952 Act

– Urges “strict” application of non-qualitative test
– Urges reform of PTO to maximize issuance of valid patents

• Pre-1982, Both Prior to and After Graham, Most Litigated Patents Are 
Held Invalid

• Federal Circuit Established in 1982
– Dramatic increase in percentage of patents upheld as valid (over 60%; 

higher in jury trials)
– Number of applications and allowances escalate
– Underfunding of PTO consistently noted as a problem
– Markman charges court with duty of claim construction

• Note, however, that CAFC has overruled almost 50% of such determinations

– Warner-Jenkinson affirms limited role for doctrine of equivalents
– Festo raises new questions about equivalents doctrine (Supreme Court 

decision pending)
– Recent cases illustrate uncertainty in patent system

• Tate Access Floors v. Interface Architectural Resources, Inc.
• Johnson & Johnston Associates v. R.E. Service Co.

– Some contend “bar” to patentability has not been raised in accordance    
with Graham ruling

– Business method patents allowed (1998)
• PTO Remains Underfunded to Handle Exponential Increase in Filings



Key Assumptions Underlying Current Patent Rules

• Reward/Encourage Invention, Innovation and Disclosure of Technology
– Relationship to fact that validity/enforceability of patent rights may not be 

known for years 
– Relationship to trade secret law

• Trade secret law assumes significant limitations in patent coverage
– Relationship to discoveries in areas that are not patentable

• E=MC2

– Relationship to valuable, otherwise patentable but barred (e.g., 102(b)) 
innovations

– Are “continuation” applications necessary or appropriate to support this 
assumption  

• Prevent/Limit Free-Riding
– Relationship to other areas where free riding is allowed--e.g., lack of protection 

for industrial designs, prohibition on resale price maintenance, normal leakage 
of trade secrets

• Let Market Determine Value of Issued Patents
– Does this assumption imply that (1) known and relatively certain

criteria will be used, or (2) actual worth/value of patent cannot in              
many/most cases be determined a priori

• If (2), what standard of obviousness, if any, would further     
this assumption



Patent System Under Question
• Is Graham Being Followed?

– Did the Federal Circuit unify patent law, refuse to apply Graham’s “strict” criteria (or 
both)?

– Graham  endorsed early Hotchkiss case and views of Jefferson concerning the 
nonpatentability of known devices using new and nonobvious materials.

– What reforms followed Graham?
• Is the PTO Following Coherent and Meaningful Criteria?

– Do different examiners too frequently mean different results?
– In Graham, the Court “was at a loss” to explain PTO decisions. Has the system 

changed?
• What is the Impact of the Long Time Lag Between Filings and Final Actions?
• Should There be a Doctrine of Equivalents?

– What does “insignificant” mean?
– Equivalent as of what point in time?

• Currently, rule holds that time of alleged infringement is key

• What Is (or Should Be) the Test for “Obviousness”?
• Is the 102(b) Bar Fair and/or Overbroad?
• Should All Patents Have the Same “Limited” Term?

– E.g., business method patents
• Should the Criteria be the Same for All Patent Applications?



Has the Federal Circuit Been a Success?

• The Venue Argument Is/Was a Red Herring
• Is it An “Expert” Court?
• Has it Followed Graham? 
• Expansion of Patentable Subject Matter

– E.g., business methods

• Inability to Define Doctrine of Equivalents
– Warner-Jenkinson (en banc)
– Festo (en banc)

• Injection of Substantial New Uncertainty with Johnson & Johnston (en 
banc), Elevating Significance of “Public Dedication” Defense

• Other Recent Cases
– Tate Access

• “Prior art” defense not cognizable against charge of literal infringement
• Upholds preliminary injunction against defendant using only prior art



Inspiration or Perspiration?
• The Real Fight is Over What is Obvious.
• Did Graham Erect a High Bar?
• Has the CAFC Lowered the Bar?
• In any Event, What Should the Bar Be?

– Edison: “Genius is one percent inspiration and ninety nine percent 
perspiration."

– What standard of technological advance?
• The “Aha” vs. grunt approach

– Who is qualified to judge?
– Does the patent disclosure  of a successful result disclose the full 

invention?
• Edison: "I have not failed. I’ve just found 10,000 ways that don’t work."
• Relative importance of trade secrets

– Should economic significance be factored more or less into      
the obviousness analysis?



The Current Crisis-Pervasive Uncertainty

• Uncertainty as to What Patents Will Issue.
• Uncertainty About “Lurking Applications” and Continuation Practice.
• Uncertainty Based on Time Lag Between Filings and Final Actions.
• Uncertainty Based on Tendency of Federal Circuit to Modify or Reverse a High Percentage 

of Appeals.
• Uncertainty as to the Scope of Protection:

– Frequent changes in basic legal rules
– Retroactive effect of Festo and other precedents changing extant law

• Uncertainty as the Standard of Non-obviousness as Applied by the PTO and the Courts.
• Uncertainty About the Scope (and Existence) of the Doctrine of Equivalents.
• New Uncertainty Introduced as to the “Public Dedication” defense. 
• Uncertainty Regarding What Should Go Into a Specification – Has Less Become More? 
• Uncertainty About What Resources Should be Devoted to the Area of Patent Prosecution and 

Litigation.  
• Uncertainty as to What Should be Kept as a Trade Secret.
• Uncertainty as to Quality of Decision-making at the Federal Circuit.

AS COMPARED TO THE ANTITRUST AREA, THERE IS                     
A TREMENDOUS DISPARITY IN PREDICTABILITY



Standard Setting And Settlement Issues

• The Growth of Private Standard Setting Bodies
– On the producer side
– On the consumer side

• Are There Antitrust Implications for Concerted Efforts to Forestall 
Compensation of Intellectual Property?

• The Principle of Reasonable Non-Discriminatory Royalties.
• Do Standards Mitigate in Favor of or Against Patent Policy?

– Lear v. Adkins—favors incentives to challenge patent validity
– Standards tend to enhance first to market benefit

• Patent Settlements, Including Interference Proceedings Can Protect or 
Create Market Power
– The vast majority of settlements can be justified today because of the 

tremendous uncertainty as to validity and infringement issues
– Another reason for trying to reform system to reduce uncertainty

• Currently, it will be extremely difficult for FTC or DOJ to determine                         
what settlements may lack adequate legitimate consideration     
and therefore might pose antitrust issues
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Introduction–Criticisms of
PTO Performance

• Invalid and overbroad patent rights granted
• Different claims within the same patent – some 

valid, some invalid
• PTO cannot appreciate the import of the prior 

art, including cited prior art
• Entire time spent in examination is what one 

associate spends in the first week of a litigation
• Need to enhance quality of issued patents

• Others have made very similar remarks
• The key question is how?

– Get better information; not just more examination time



Nature of Relevant Prior Art

• All specialized knowledge is local –
even within the same field

• Well-recognized concept
• In short, cannot assume the PTO will be 

well-informed about the relevant prior 
art for patentability.  As a practical 
matter, not an issue of giving the PTO 
more resources.



Quality of Issued
Patents Matters !

• The legal system defers to the examination 
process and sets up default rules

• Social costs of improvidently granted patents:
• Encourages opportunistic licensing by creating 

“hold-up”
• Encourages rent-seekers, such as financiers
• Costs associated with supra-competitive pricing
• Wasteful designing around activities
• Disincentive to engage in downstream innovation
• Prosecution and litigation costs from bad patents



Quality of Issued
Patents Matters !

• Basic theoretical approach to 
eliminate/reduce social costs—set 
marginal investment in information 
gathering to be equal to the marginal 
reduction in social costs from getting 
better patents

• Improve efficiency of information 
gathering by getting better information 
from the folks who know the most—the 
patentee and her competitors



Getting Better Information 
from the Patentee

• Improve prior art disclosure rules
• Meet the issue of patentability of claims as 

filed
• Mandate it or create it as an incentive 

option

• Eliminate presumption of validity—gives 
away a valuable residual right and 
currently get very little in return



Getting Better Information 
from Third Parties

• Significant difference in cost between 
getting a patent and invalidating a 
patent

• Need a reasonable cost alternative 
($100-250K) to invalidation by costly 
litigation

• Current inter partes reexamination is 
very unattractive

• Need a pre-grant, opposition system



Getting Better Information 
from Third Parties--Opposition

• Need a pre-grant, opposition system
• Get information to the examiner/PTO before 

committing to an outcome—cognitive dissonance
• Private parties may wait for the PTO to do its job—

publish the application 90 days after the first Office 
Action and publish it with a list of cited prior art

• Delay and harassment fears should not be used to 
create a post-grant, opposition system

• Germany & Japan have post-grant opposition 
systems–use decreasing and parties prefer the 
courts once the PTO has made a decision.

• Make a clean break once the PTO has spoken; 
next, move to the courts



Litigation Reform—Fee
Shifting Proposal

• Create disincentive for opportunistic patenting—
increase the costs to the patentee of engaging in 
opportunistic patenting and enforcement by 
changing the range of outcomes for litigants

• One-way, pro-defendant fee shifting if patents 
revoked or invalidated based on prior art categories 
that could have been reasonably discovered by the 
patentee.  Pay the PTO’s patent examination costs 
and litigation costs.

• Encourages prior art search to make sure claims 
are valid

• On the margin, may encourage plaintiffs to settle 
but encourages defendants to litigate or oppose 
patents, if there is good prior art



Summary

• Relevant prior art is localized.
• Improve patent quality by getting better information  

from the patentee and from third parties.
• Go back to better disclosures.  The presumption of 

validity trades away post-issuance, invalidation 
rights without any return benefit.  Any change is an 
improvement from what we have.

• Create a pre-grant, inter partes opposition that 
relies on early publication. 

• Create disincentives to engage in opportunistic 
patenting–-One-way fee shifting can be employed 
to increase the cost borne by patentees if their 
patents are revoked or invalidated based on prior 
art that is reasonably discoverable.
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Policy Objectives: Two Views

1. Divide profit so every generation is protected
(recognizing that each generation builds on the last)

2. Ensure efficient “prospecting” (Kitch)

In my testimony of February 26, I focussed on 
the latter; here I will focus on the former. 



Example: Semiconductor Chips
• Expensive to develop ($40m-$50)

Cheap to clone ($50K-$100K).
• Conflicting economic goals:

– Use prior knowledge for further improvement
– Protect each innovator against competition

• Semiconductor Chip Protection Act 1984
Allows reverse engineering but has a “forward 
engineering” or “breadth” requirement
Patent-like protection (without disclosure)



Intellectual Property on a quality ladder.

q1 q2 q3 q4

Benefit of each improvement: /r
Cost of each improvement:  c
Profit earned by each improvement: 

Basic Problem: There is a large discrepancy between the profit 
and social value of each incremental improvement:



Intellectual Property on a quality ladder.

q1 q2 q3 q4 q5

2
2

Two Tools of Intellectual Property

Main tool:  leading breadth 
(what improvements infringe?)

patentable step 
(what improvements are protected?)



Downside Risk:

• Wrong leading breadth:
Too narrow: competition stifles invention
Too broad: too much consolidation

• Wrong patentability Standard:
Standard too high:

Might stifle follow-ons
Solution: Previous patentholders (Kitch)

Standard too low:
Might result in unnecessary patents.
Solution: Make each patent narrow.



Conclusion

• It might be more important to get the 
(leading) breadth right than to get the 
standard of patentability right.

• Compare: copyright and patent
In copyright we have never worried that 
essentially everything (within subject 
matter) is copyrightable.
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Can You Patent Your Business Model?,
Harvard Business Review, July-August 2000

“What constitutes a patentable business 
model?”

“We distinguish between a business model, 
which is a general vision or strategy, and a 
business method, which is a specific way of 
doing business. In law there’s a four-part 
test….”

-- Q. Todd Dickinson, Director, USPTO



• Tim [O’Reilly]: How would you feel if a lawyer 
was able to patent an argument? 

• [Q. Todd] Dickinson: If it was new and non-
obvious, I wouldn't have a problem with it at 
all. 

– Interview by Stephen Pizzo, O’Reilly Network, 
5/24/00



State Street Bank

We take this opportunity to lay this ill-conceived 
exception to rest. Since its inception, the 
"business method" exception has merely 
represented the application of some general, 
but no longer applicable legal principle, 
perhaps arising out of the "requirement for 
invention"--which was eliminated by § 103.

-- Judge Giles Rich, State Street Bank and 
Trust v. Signature Systems, CAFC, 1998



The repetitive use of the expansive term "any" in § 101 
shows Congress's intent not to place any restrictions on 
the subject matter for which a patent may be obtained 
beyond those specifically recited in § 101. Indeed, the 
Supreme Court has acknowledged that Congress 
intended § 101 to extend to "anything under the sun that is 
made by man." …. Thus, it is improper to read limitations 
into § 101 on the subject matter that may be patented 
where the legislative history indicates that Congress 
clearly did not intend such limitations.

-- Judge Giles Rich, State Street Bank and Trust

Abolition of rule against patents on business methods 
rests on Congressional intent: 



Giles S. Rich
“Congressional Intent –

Or, Who Wrote the Patent Act of 1952?”
First Annual Institute on Patent Law

Southwestern Legal Foundation
March 1963

“The purpose of this discussion is to 
convey an accurate picture of how the 
1952 Act came to be written; who wrote 
it; how it was done; and the relative 
roles of the actual authors and the 
Congress….”



Senate Colloquy 
on the Patent Act of 1952

Senator Saltonstall: “Does the bill change 
the law in any way or only codify the 
present patent laws?

Senator McCarran: “It codifies the present 
patent laws.”



“When the courts, in seeking to interpret the 
Act, go through the ritual of seeking to 
ascertain the ‘intent of Congress’ in adopting 
same, they would do well to look to the 
writings of these men – Frederico, Rich, 
Harris, and the others – as they, far more 
than any member of the House or Senate, 
knew and understood what was intended by 
the language used.” 

-- Rep. Crumpacker as quoted in Giles S. 
Rich, Congressional Intent – Or, Who Wrote 
the Patent Act of 1952?



American Inventors Protection Act 
1999

• creates “first inventor defense” (prior 
use rights) only for “methods of doing or 
conducting business”

• “[I]t is limited… to the State Street Bank
case.” 

-- Committee Chair Howard Coble,  
Aug. 3, 1999



“Before the State Street Bank and Trust 
case….it was universally thought that 
methods of doing or conducting business 
were not among the statutory items that could 
be patented…. In recognition of this pioneer 
clarification of the law, we felt that those who 
kept their business practices secret had an 
equitable cause not to be stopped by 
someone who subsequently reinvented the 
method of doing or conducting… business 
and obtained a patent.  We, therefore, limited 
the first inventor defense solely to that class 
of rights….” Rep. Manzullo, Aug. 3, 1999



late legislative history on the First Inventor Defense

• “It includes a practice, process, activity, or system 
that is used in the design, formulation, testing, or 
manufacture of any product or service” – Sen. 
Schumer and Rep. Nadler (separate statements)

• “a method for conducting business such as a 
preliminary or intermediate manufacturing process” –
Subcommittee Chair Howard Coble

• “any kind of method, regardless of its technological 
character… used in some manner by a company… in 
the conduct of its business” – Sen. Lieberman



PTO White Paper -- March 2000

“Automated Financial or Management Data 
Processing Methods (Business Methods)”

“Automated business data processing 
itself dates back over a hundred years. 
The business method claim format has 
been used in various forms throughout 
that period. The increase in its use 
today is an inevitable end result of our 
progress over the last century.”



AIPLA Report 
on Business Methods

“Business methods are most frequently 
patented as implemented on a 
computer. Thus, many of the concerns 
being raised regarding the patenting of 
business methods are substantially the 
same concerns previously addressed by 
the Advisory Commission with reference 
to software-related inventions.”



IPO Statement on Business Method Patents
(approved unanimously by 50-member board – twice!)

• “IPO does not believe that Congress should 
legislate in the area of business method 
patents at the present time.  Additionally, IPO 
is not aware of any legislative proposals 
today that merit serious consideration or 
debate.” 

• “The standards for patentability for emerging 
technologies are identical to those of 
established technologies….”



“…[W]ith the advent of business method 
patenting it is possible to obtain exclusive 
rights over a general business model, which 
can include ALL solutions to a business 
problem, simply by articulating the problem.”

– IBM, Comments on the International Effort to 
Harmonize the Substantive Requirements of 
Patent Laws, May 2001



“[W]e do not support a more liberal approach. 
Namely, the lifting of the traditional 
requirement of a technical effect or 
contribution. The absence of such 
requirements would result in the possible 
granting of patents on purely theoretical 
concepts.”

– GE International, EC Consultation



European opinion on 
business method patents

“There was a good deal more agreement 
among respondents about business methods. 
Virtually all opposed patents for business 
methods where no computer is involved. The 
great majority also opposed patents for 
computer-implemented business methods if 
there is no technological innovation.”

-- UK Government’s Conclusions



“Business Methods” per 
European Patent Office

“…concerned more with interpersonal, 
societal and financial relationships, than 
with the stuff of engineering - thus for 
example, valuation of assets, 
advertising, teaching, choosing among 
candidates for a job, etc.”



why is software different?

• fine granularity 
– complex product

• value in integration, debugging
– incremental innovation

• range of granularity
– from code to concept (“business methods”)
– enablement is designed, copyrighted protected

• network effects 
– open source

• documentation problem
• low barriers to entry
• culture of originality 



why are business methods different?

• coarse granularity: abstraction and 
breadth

• not technology in the usual sense (but 
may preempt technological 
implementations)

• low barriers to entry
• some documentation issues



drawing the line in Europe

• technicity [I]n order to be patentable, an 
invention must be of a technical character to 
the extent that it must relate to a technical
field, must be concerned with a technical
problem and must have technical features in 
terms of which the matter for which protection 
is sought can be defined in the patent claim. 
– EPO press release, 8/18/00

• social processes (EC, proposed directive) = 
business methods and beyond = no technical 
contribution



conclusions

• define competency
• PHOSITA

– difficulty in defining outside mature fields
– only applied in litigation

• ignores growing reality of team-based 
innovation

• but low non-obviousness standard for 
combinations

• suggestion: eliminate dual standard
• be willing to draw lines



Jeff KushanJeff Kushan

FTC/DOJ Hearings on IP and Antitrust

April 11, 2002

Examination Reforms As a Examination Reforms As a 
Means of Improving Means of Improving 

Patent QualityPatent Quality



OverviewOverview

•• What does patent quality mean in 2002?What does patent quality mean in 2002?

•• Guidelines development experiencesGuidelines development experiences
– Software, business method, biotech

•• Variables for new examination reformsVariables for new examination reforms



Measuring patent quality in 2002Measuring patent quality in 2002

•• Claims must cover invention actually madeClaims must cover invention actually made
– Reflect all essential attributes of the invention

– Not limited to examples, but not so broad as to omit 
those aspects of invention necessary to confer utility

•• Patent must provide clear record of examinationPatent must provide clear record of examination
– What examiner perceived as the invention 

– What information was considered by PTO

– What applicant said to PTO and 

– What examiner concluded was patentable and why



Patent quality challengesPatent quality challenges

•• >300,000 applications each year>300,000 applications each year

•• 2020--30% examiner turnover30% examiner turnover

•• 25 hours (roughly) per case 25 hours (roughly) per case 

•• Constantly evolving legal standardsConstantly evolving legal standards

•• Junior examiner versus applicant plus Junior examiner versus applicant plus 
attorneysattorneys



Examination procedure crucial to Examination procedure crucial to 
patent qualitypatent quality
•• Procedures must enable examiners to quickly:Procedures must enable examiners to quickly:

– Comprehend the invention

– Analyze the claims

– Find prior art

– Correctly apply key patentability standards

• 112 (enablement and written description)

• 102 (novelty)

• 103 (nonobviousness)



What about specific/practical utility?What about specific/practical utility?

•• Very important requirement but …Very important requirement but …

– Is a “yes/no” question not a “how much” question

– Is very useful information to understand invention and 
apply other criteria

• What are essential aspects of invention needed to deliver 
specific utility?

• What is significance/lack of significance of claim elements 
relative to prior art, particularly non-obviousness



Experience with examination Experience with examination 
process reformprocess reform
•• 19941994--1996 Guidelines development process1996 Guidelines development process

– Much unhappiness with artificial “find the algorithm” 
examination process

• Shifted focus away from crucial “how much” assessments 
of under 112, 102 and 103

– Extensive consultations with examination groups, 
patent bar, patent users, public showed concern with 
patent quality and distorted examination focus



Results of examination reformResults of examination reform

•• Simplified 101 inquiry aided by published Simplified 101 inquiry aided by published 
standards for evaluationstandards for evaluation

– Safe harbors for claim form for applicants and 
examiners

• If it doesn’t fit in one of these categories, talk to your SPE

– General procedure for evaluation of claims designed to 
expedite conclusions on 101

– Emphasis on other patentability criteria as focus of 
examination



Future reform conceptsFuture reform concepts

•• Festo, Enzo Festo, Enzo and other recent cases and other recent cases 
demand a much more informative file demand a much more informative file 
wrapperwrapper

– What did applicant relinquish, if anything

– How did applicant characterize invention

– What was needed to convince examiner 
invention was patentable



Future reform conceptsFuture reform concepts

•• Running PTO on 85% funding means PTO has to Running PTO on 85% funding means PTO has to 
be extremely efficientbe extremely efficient

•• More of the examination “burdens” need to be More of the examination “burdens” need to be 
shifted to the applicantshifted to the applicant
– To help examiner understand invention quickly

– To help examiner conduct proper search

– To focus patentability questions on the core issues, 
rather than fumbling toward the answer

•• Sanction of patent unenforceability through Sanction of patent unenforceability through 
misrepresentations to PTO useful tool for candormisrepresentations to PTO useful tool for candor



Future reform conceptsFuture reform concepts

•• PTO must find ways to streamline the PTO must find ways to streamline the 
examination processexamination process
– Allow preliminary communication by examiner to obtain 

stipulations and other concessions from applicant to 
enable a more focused search and more accurately 
framed initial opinions on patentability

– Use a more legalistic examination with presumptions 
and stipulations to frame issues for rapid resolution by 
examiners (e.g., implementing known process on a 
computer…)

– Change rules that allow applicants to avoid substantive 
responses to examiner contentions (e.g., examiner 
notice rule)



Future Reform ConceptsFuture Reform Concepts

•• Better documented file wrappersBetter documented file wrappers
– Examiners should provide short explanations 

as to why they are withdrawing rejections or 
granting a patent (e.g., which representations 
of the applicant were persuasive)

– Applicants should be given search parameters 
used by examiner to ensure complete search

– Failure to correct errors has serious 
consequences on patent validity/enforceability



ConclusionsConclusions

•• Radical changes (e.g., precluding patent Radical changes (e.g., precluding patent 
eligibility) will be much more harmful and eligibility) will be much more harmful and 
disruptive to the IT market than examination disruptive to the IT market than examination 
reform effortsreform efforts
– Experience is generally positive where parties negotiate 

on the basis of valid and appropriately limited patents 
(e.g., licensing negotiations incidental to standard 
setting exercises)

– Invalid or overbroad patents can disrupt these market-
based processes, but the problem is best addressed by 
examination reforms to produce valid patent



ConclusionsConclusions

•• Putting more responsibility on applicants Putting more responsibility on applicants 
to better frame issues key to patentability to better frame issues key to patentability 
willwill

– Improve quality of examination

– Create more useable record for litigation and 
future interpretation of patent rights
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I.  INTRODUCTION AND OVERVIEW 
 

On behalf of both myself and the American Intellectual Property Law Association 

(AIPLA) I express appreciation to the FTC and Antitrust Division for this invitation to 

participate as part of the panel in these hearings and to provide comments on the 

important topic of competition and intellectual property law and policy in the knowledge-

based economy.   

The AIPLA is a national bar association whose constituency includes over 13,000 

attorneys, with diverse practice interests, including corporate in-house counsel, attorneys 

from the private and government sectors, and academics.  As such, AIPLA’s membership 

is involved in all aspects of intellectual property procurement, licensing and protection.   

These comments will briefly review the evolution of patent protection for software 

and e-commerce technology, and will then turn to the topic of competition and 

intellectual property policy as it pertains to the domain of software and e-commerce 

technology patents.     
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II.  EVOLUTION OF PATENT PROTECTION FOR SOFTWARE AND E-
COMMERCE THECHNOLOGY 
 

 I believe the evolution of patent protection for software and e-commerce 

technology is generally characterized by three stages, beginning with early developments 

and studies dating from the 1960’s and the Supreme Court’s early decision in the Benson1 

case in 1972.  The second stage is marked at its beginning by the Supreme Court’s 

landmark decision in 1981 in Diamond v. Diehr, 2 followed by a series of decisions in the 

Court of Customs and Patent Appeals which served to expand the interpretation of 

section 101 under the so-called Freeman “mathematical algorithm” test.  The third stage 

is marked at its beginning by the Federal Circuit’s changing view of the usefulness of the 

“mathematical algorithm” test, beginning with the Alappat3 case in 1994, and the 

USPTO’s significant revision two years later of the Examination Guidelines for 

Computer Related Inventions,4 and continuing through the recent decisions of the Federal 

Circuit in 1998 – 99 in State Street Bank5 and AT&T v. Excel.6   

As will be pointed out in the course of my remarks, these stages of development 

in the patent law, which are characterized for the most part by an increasing attitude of 

judicial and USPTO receptivity to consideration of software and e-commerce technology 

                                                 
1  93 S.Ct. 253 (1972). 
2  101 S.Ct. 1048 (1981). 
3  33 F.3d 1526 (1994) (en banc).  The court held in Allapat that a computer program converting waveform 
data samples into pixel illumination data samples was not a “disembodied mathematical concept” but 
rather, as claimed, was directed to a specific machine (rasterizer) which produced a useful, concrete, and 
tangible result. 
4  61 Fed.Reg. 7478, 7479 (1996) (emphasis added). 
5  149 F.3d 1368 (1998). 
6  172 F.3d 1352 (1999). 
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as eligible subject matter for patenting, reflects the way in which software technology has 

itself changed over that period of time. 

  

A.  Early Debates and Developments 

 

The question of whether software should be the subject of patents is not a new 

debate for those familiar with the developments in the law surrounding the patenting of 

software. 

In 1965, President Johnson, by executive order,7 commissioned a comprehensive 

study of the U.S. patent system.  The President’s Commission was comprised of ten 

members of the public and representatives of four government agencies, the Department 

of Commerce, the Department of Defense, the Small Business Administration, and the 

National Science Foundation.  Edward J. Brenner, then Commissioner of the Patent and 

Trademark Office, participated as designee of the Secretary of Commerce.  Official 

observers were also sent from the office of the Secretary of State and the Office of 

Science and Technology.  The Commission held thirteen meetings, each lasting from one 

to four days, and produced its final report to the President on Nov. 17, 1966. 

Noting in its report that the patent law had not seen any basic change in some 130 

years, the Commission recommended a number of sweeping changes, driven by what the 

Commission saw as fundamental changes resulting from a largely agricultural economy 

in the 1800’s to an exploding technological economy.  In addition to the recommended 

changes to the basic patent law, the Commission also took occasion to make 

recommendations as to the advisability of granting patents for software.  Quoting from 

the Commission’s report:8 

Uncertainty now exists as to whether the statute permits a valid patent to be 
granted on programs.  Direct attempts to patent programs have been rejected on 
the ground of non-statutory subject matter.  Indirect attempts to obtain patents and 
avoid the rejection, by drafting claims as a process, or a machine or components 

                                                 
7  Exec. Order No. 11,215, 30 Fed.Reg. 4661. 
8  USPTO Web site at www.uspto.gov/web/offices/com/sol/actionplan.html. 
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thereof programmed in a given manner, rather than as a program itself, have 
confused the issue further and should not be permitted. 

The Patent Office now cannot examine applications for programs because of 
the lack of a classification technique and the requisite search files.  Even if these 
were available, reliable searches would not be feasible or economic because of the 
tremendous volume of prior art being generated.  Without this search, the 
patenting of programs would be tantamount to mere registration and the 
presumption of validity would be all but nonexistent.    

It is noted that the creation of programs has undergone substantial and 
satisfactory growth in the absence of patent protection and that copyright 
protection for programs is presently available. 

 
 While the Commission’s recommendations in its Report were published and 

debated, for the most part they were not adopted.   

 Following the Supreme Court’s rejection in Gottschalk v. Benson9 of patent 

claims to a method for converting numbers from binary coded decimal format to binary 

format, the debate resurfaced in 1976, but this time in the context of the copyright laws in 

connection with the National Commission on New Technological Uses of Copyrighted 

Works.   CONTU was created by Congress to evaluate the adequacy of copyright law 

regarding computer-based information systems.  In CONTU’s Final Report,10 once again 

several “problems” were identified in relation to patenting of software.  Key among those 

was uncertainty in the state of the law of patent eligibility in light of the Benson decision. 

 

B.  Stage Two:  Expanding Definitions of   Patent Eligibility 
 
 

 The landscape surrounding the question of patent eligibility for software 

technology began to change in a significant way beginning with the Supreme Court’s 

                                                 
9  Supra note 1. 
10  954 Official Gazette (Jul. 31, 1978). 
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1981 decision in Diamond v. Diehr.11  That case recognized that a process for controlling 

the cure time of a rubber mold was not excluded from consideration for patenting simply 

because the patent claim included reference to use of a computer for continuously 

updating the equation used to predict optimal cure time given changes in relevant 

parameters affecting the cure rate, such as temperature and pressure.  This opened the 

door for patenting of software, and there quickly followed a series of decisions in the 

Court of Customs and Patent Appeals attempting to refine the boundaries for patent 

eligibility.  Ultimately, these cases and subsequent USPTO guidelines adopted what came 

to be known as the Freeman “mathematical algorithm” test.12  In effect, if a patent claim 

did not directly or indirectly recite a mathematical algorithm, it was deemed statutory.13  

If it did, the claim was further analyzed to determine whether the algorithm was applied 

in some manner to physical elements or process steps, in which case the claim was still 

deemed statutory, or whether it merely represented solution of the algorithmic equation, 

in which case it was deemed non-statutory.14  This scheme continued for roughly the next 

decade, during which time the USPTO began routinely accepting and examining patent 

applications directed to software related inventions. 

 

C.  Recent Developments:  Alappat and State Street Bank 
 

In 1996, following the landmark decision handed down two years earlier by the 

U.S. Court of Appeals for the Federal Circuit in In re Alappat,15 in which the Federal 

Circuit began moving away from and questioning the usefulness of the Freeman test, the 

                                                 
11  Supra note 2. 
12 In re Freeman, 573 F.2d 1237, 1245-46 (CCPA 1978). 
13  Id. 
14  Id. 
15  Supra note 3. 
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U.S. Patent and Trademark Office published new “Examination Guidelines for Computer 

Related Inventions.”16  Those guidelines reflected the emerging change in the judicial 

view of the law of patent eligibility for software technology, as well as the expanded 

kinds of software patent claims, particularly so-called computer program product claims 

as first presented in In re Beauregard.17  Of particular importance to the topic of the 

present hearing, the new USPTO Examination Guidelines recognized that18:   

Office personnel have had difficulty in properly treating claims directed 
to methods of doing business.  Claims should not be categorized as 
methods of doing business.  Instead such claims should be treated like 
any other process claims. 
 

Thereafter, the so-called “business method” exception to statutory categories of subject 

matter under 35 U.S.C. § 101 was eliminated sub silentio from the Manual of Patent 

Examining Procedure.19   

 The “business method” exception to statutory subject matter was laid to rest with 

unmistakable finality by the Federal Circuit in a 1998 decision that was soon to become 

widely known as opening the floodgate to patents for “business methods,” State Street 

Bank & Trust Co. v. Signature Financial Group, Inc.20 State Street presented a case in 

which a claim for a data processing system for managing a financial services 

configuration of a portfolio established as a partnership had been invalidated by the 

District Court on grounds that the claim did not encompass statutory subject matter under 

35 U.S.C. § 101.  The claim in question had been held by the District Court to be directed 

to a “mathematical algorithm,” or in the alternative, to a “business method.”  In an 

opinion authored by the venerable Judge Rich, after holding that as properly construed 

the claim was directed to a “machine” and noting that the “mathematical algorithm” 

exception “has little, if any, applicability to determining the presence of statutory subject 

matter,” the court addressed the “business method” exception, stating:21 

We take this opportunity to lay this ill-conceived exception to 
rest.  Since its inception, the “business method” exception has merely 

                                                 
16  61 Fed.Reg. 7478 (Feb. 28, 1996), and reprinted in the current Manual of Patent Examining Procedure § 
2106 (7th Ed., Rev. 1, Feb. 2000). 
17  Ex parte Beauregard, No. 93-0378, (1993); Appeal No. 95-1054 (Fed. Cir. 1995). 
18  61 Fed.Reg. 7478, 7479 (1996) (emphasis added). 
19  See MPEP § 706.03(a) (1996). 
20  Supra note 5. 
21  149 F.3d at 1375-76 (citations omitted and emphasis added). 
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represented the application of some general, but no longer applicable 
legal principle, perhaps arising out of the “requirement for invention” – 
which was eliminated by § 103.  Since the 1952 Patent Act, business 
methods have been, and should have been, subject to the same legal 
requirements for patentability as applied to any other process or 
method. 

. . . Application of this particular exception has always been 
preceded by a ruling based on some clearer concept of Title 35 or, more 
commonly, application of the abstract idea exception . . . . 

. . . 
Even the case frequently cited as establishing the business 

method exception to statutory subject matter, Hotel Security Co. v. 
Lorraine Co., did not rely on the exception to strike the patent.  In that 
case, the patent was found invalid for lack of novelty and “invention,” 
not because it was improper subject matter for a patent.  

  

 State Street i) abolished the “business method” exception to statutory subject 

matter, and ii) in effect, replaced the Freeman “mathematical exception” test for statutory 

subject matter with a new standard:  “concrete, tangible results.” State Street’s holding 

was quickly reaffirmed by the Federal Circuit in AT&T Corp. v. Excel Communications, 

Inc.,22 which applied the rule in State Street to method claims directed to a computer 

process for inserting data into a long distance call record in order to enable proper billing 

of the call. 

                                                 
22  Supra note 6. 
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D.  Recent Developments Revisited:  In Search of Common Understanding 
 
 

1.  What Is A “Business Method,” And What Understanding Should We Should 
We Take Away From State Street? 

 
 

Because it so firmly confirmed the demise of the “business method” exception to 

statutory subject matter, State Street is now commonly understood to have given rise to 

the patenting of “business methods.”  This is an unfortunate reading of State Street. 

In simplest terms, State Street eliminated the "business method" exception as a 

basis for excluding consideration of the inventive merits of such subject matter.  In other 

words, State Street held that the claims in that case were directed to a "machine" (e.g., a 

computer programmed to determine allocation of profit and expense in a certain type of 

investment entity) and that those claims should be subject to the same type of analysis as 

applied to any other statutory subject matter, rather than being put into some type of 

separate "classification" such as "business methods." 

This is important because it demonstrates that the Federal Circuit recognized, 

consistent with the view which has been espoused by the AIPLA over the years (and 

most recently in its White Paper23), that this type of technology should be free from 

discrimination in the sense that it is deserving of the same type of treatment and should 

be subject to the same type of analysis as any other technology. 

 A second, related problem arising from the misunderstanding that State Street 

                                                 
23  See generally, “Patenting Business Methods – A White Paper of the American Intellectual Property Law 
Association” (Sep. 2000) (hereinafter referred to as the “AIPLA White Paper”).  The AIPLA White Paper, 
while noting the criticisms and concerns voiced in opposition to the patenting of so-called “business 
methods,” makes an argument in support of patenting business methods, together with recommendations 
for strengthening the process by which such patents are examined by the USPTO.  
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made "business methods" patentable is the unfortunate reference to the term itself, e.g., 

"business methods."  "Business methods" potentially encompass all kinds of things not 

related at all to e-commerce or internet technology, or even software.24  One might ask, 

for example, whether word processing software, or whether an operating system software 

such as Windows,® isn't just as much a "business method" as the claimed invention in 

State Street, since word processing and operating systems are used extensively in 

conducting various kinds of "business" in different ways. 

 In other words, State Street is more properly viewed as simply requiring that a 

computer implemented process, irrespective of whether used to carry out a financial 

transaction, should be measured in the first instance just as any other process or method, 

by whether it achieves a “concrete, tangible result” in order to then qualify for 

consideration of its inventive contribution on the merits of its novelty or non-

obviousness.  Indeed, Judge Rich explicitly noted in State Street that “whether the 

patent’s claims are too broad to be patentable is not to be judged under § 101, but rather 

under §§ 102, 103 and 112.”25  Thus, strictly speaking, it is inaccurate and unhelpful to 

refer to “business methods” as a “special category” of patents that have been 

“sanctioned” by State Street for patenting.   

                                                 
24 For example, methods of teaching athletic skills such as golf and swimming are classified by the USPTO 
in Class 434 (Education and Demonstration); methods of improving crop yields are classified in Class 47 
(Plant Husbandry).  Only computer-implemented processes related to e-commerce, the internet and data 
processing involving finance, business practices, management or cost/price determinations are classified in 
the USPTO’s newly formed “Business Methods” class 705 (technically entitled “Data Processing:  
Financial, Business Practice, Management, or Cost/Price Determination”). 
25  149 F.3d at 1375. 
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2.  Does the Rule of State Street Make Good Sense In the Context of Today’s 
Technology? 
 

State Street has given us a rule of law for determining when a claimed e-

commerce method qualifies as eligible subject matter under  

§ 101, e.g., whether, as claimed, the invention is directed to a “machine” (e.g., system) or 

“process” (e.g., method) which produces, in the language of the case, a “useful, concrete, 

and tangible result.”  However, as is so often the case, statement of the rule is infinitely 

easier than its application to a specific set of facts.   

At the heart of the difficulty is the problem of properly interpreting the claim in 

question, in other words, determining in the first instance “What did the applicant 

invent?”  In State Street Judge Rich looked to the claim language and the underlying 

language in the specification, and found a “machine” that consisted of a CPU, a data disk, 

and “configured” logic circuits.  In contrast, the lower court saw the invention not as a 

combination of CPU, data disk, and logic circuits, but rather as the series of computations 

performed by an otherwise conventional computer. 

On the one hand the rationale used by Judge Rich can be criticized as an overly 

simplistic way of claim interpretation which would lead in virtually every case to finding 

a statutory “machine.”  However, a closer look at the nature of software, how it has 

evolved with time, and its relationship to computer hardware perhaps illustrate why that 

rationale in not necessarily flawed.   

From a strictly technical point of view, distinctions between "software" on the one 

hand and "hardware" on the other are often difficult to draw.  This is because the 
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underlying functionality provided by both "software" and "hardware" technologies is 

often very similar in terms of design considerations.  For example, hardware may include 

a series of interconnected computer chips.  Each chip in turn will include thousands of 

active electronic devices interconnected in complex microcircuits.  There are often 

hundreds of thousands of such microcircuits on a single chip.  Of course, none of these 

microcircuits (in particular their features or dimensions) can be seen with the naked eye, 

although they can be viewed with the aide of modern magnification techniques.  Since 

there are so many interconnected electronic devices and microcircuits in such computer 

chips, it is common to describe the structure of the overall chip in functional terms using 

block diagrams and functional descriptions (e.g., as functionally grouped logic circuits 

“configured” to do certain things). 

Note the similarity between this type of "hardware" structure and its 

accompanying functional description and "software."  Software is often stored in many 

thousands of magnetically polarized areas placed on a magnetic medium (or, in the case 

of an optical disc, reflective and non-reflective areas placed on the optical disc).  These 

minute areas constitute in the aggregate the encoded instructions for operating a computer 

once the encoded instructions are downloaded into the computer’s system memory from 

the magnetic medium or optical disc.  Although they are too small to be seen with the 

naked eye, these encoded areas, particularly in the case of an optical disc, can be viewed 

using modern magnification techniques. 

Just as in the case of hardware, where the many thousands of small interconnected 

electronic devices and micro circuits cannot be easily understood except by reference to 

functional descriptions using block diagrams, so also software can typically be more 
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easily comprehended through the use of high level functional descriptions.  In either case, 

whether "hardware" or "software," it is the functional interrelationship between the 

interconnected microcircuits or the functional interrelationship between the steps 

performed by the encoded program instructions which provides useful application for the 

technology. 

This interrelationship between a computer program and computer hardware is the 

reason why persons skilled in the art can usually implement a desired series of functions 

in either hardware or software.  Similarly, as most patent lawyers who practice in this 

area know, patent claims can be written as hardware claims and vice versa.   

The type of “hardware” versus “software” dichotomy, which was clearly evident 

in the appellate and lower court views of the patent claim at issue in State Street, was also 

at the heart of the disagreement between the majority and dissent in Alappat.  The 

majority viewed Alappat’s invention as a “rasterizer” while the dissent saw the invention 

as converting one set of numbers (input waveform magnitude) into another set of 

numbers (illumination intensity data), e.g., a non-statutory abstract idea.  

The common thread in terms of the fundamental problem faced by the court is the 

same in each of the Alappat and State Street cases, namely, whether the court interpreted 

the claims at issue as representing something more than the mere processing of the 

underlying data.  In Alappat the court ultimately concluded the claims were directed to a 

rasterizer, and in State Street to a machine which included in combination a CPU, a data 

disk and logic circuits configured for implementing certain financial transaction 

allocations.  
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To state the outcome in each case merely highlights the difficulty of applying the 

test as to whether what was being claimed was more in the nature of a statutory “article” 

(e.g., rasterizer, memory device, storage medium, machine, etc.) as opposed to the mere 

disembodied processing of computer instructions.  This very difficulty appears to be what 

ultimately led the Federal Circuit to reject the kind of artificial “line drawing” required by 

categorizing something as a “mathematical algorithm,” “mental steps,” “printed matter,” 

or “business method.”26  These “exceptions” to statutory subject matter tended to be ways 

of defining statutory subject matter by defining what it is not.  Moreover, each of these 

now defunct “exceptions” to statutory subject matter tended to rely more on the nature of 

what was being claimed and less on what the particular result was of the claimed 

invention.  As the foregoing comparison of hardware and software design makes clear, 

however, whether one relies on a particular “hardware” as opposed to “software” design, 

is often less important than what is functionally accomplished by the design.  Stated in 

other terms, and as noted by Judge Rich in State Street, “The question of whether a claim 

encompasses statutory subject matter should not focus on which of the four categories of 

subject matter a claim is directed to – process, machine, manufacture, or composition of 

matter – but rather on the essential characteristics of the subject matter, in particular, its 

practical utility.”  The court’s focus on “concrete, tangible results,” as representative of 

the “essential characteristics” of the invention is more consistent with the reality of how 

software technology is implemented.  Moreover, it is also consistent with the way in 

which software has itself developed.   

                                                 
26 “Mathematical algorithm” (Alappat), “printed matter” (Lowry or Beauregard), or “business method” 
(State Street).   
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Early software programming was more involved with mathematical programming 

techniques and arithmetic manipulation, but over time software programming has 

increasingly involved more abstract, high level programming techniques such as object 

oriented programming – e.g., concentration on functionally what the computer is to do, 

not so much how it is done. 

This change in programming orientation is also reflected in the recent trends of 

the world of e-commerce and the Internet.  Through the medium of the Internet, the 

software industry has joined technology with commerce.  Where there was once a clear 

demarcation between the two, today technological methods of operating a computer 

network are often virtually indistinguishable from computerized methods of transacting 

business over the Internet.  With these thought in mind, these comments turn, lastly, to 

questions of competition and IP policy in regard to so-called “business method” or e-

commerce technology. 

   

III.  COMPETITION AND IP POLICY IN THE DOMAIN OF SOFTWARE AND E-
COMMERCE TECHNOLOGY 
 

A.  Patent Law Policy 

 

One should give careful consideration to the proper role which a statute such as § 

101 ought to play within the overall framework of patent law.  In other words, in a certain 

sense should the “burden of proof” be on a requirement to show why a given class of 

technology such as Internet and e-commerce technology should be included within the 

 15



reach of § 101, or should the “burden of proof” so to speak be on a requirement to show 

why such technology is not within the embrace of § 101?    

In its now famous pronouncement in Chakrabarty concerning the role of § 101, 

the Supreme Court stated that Congress intended that section to embrace “anything under 

the sun that is made by man.”27  Section 101 is thus, for reasons rooted in policy, 

primarily intended to be inclusive, not exclusive, of subject matter.  The Supreme Court 

has made it clear that subject matter that is excluded from consideration for patenting is 

to be narrowly circumscribed.  It is limited to “laws of nature, natural phenomena, and 

abstract ideas.”28  As aptly explained by Judge Newman in her concurring opinion in 

Alappat:29    

Phenomena of nature and abstract scientific and mathematical principles 
have always been excluded from the patent system.  Some have justified this 
exclusion simply on the ground of lack of “utility”; some on the ground of lack of 
“novelty”; and some on the ground that laws of nature, albeit newly discovered, 
are the heritage of humankind.  On whatever theory, the unpatentability of the 
principle does not defeat patentability of its practical application.  (emphasis 
added). 

 

In other words, § 101 is to be construed in way which presumes in the first 

instance, inclusion, not exclusion.  This in turn leads to the conclusion that a broad 

category of new technology, such as Internet and e-commerce technology, or other kinds 

of software-related inventions, should not be treated differently than other technologies 

and should not be per se excluded from patent eligibility absent compelling policy 

reasons for doing so.   

                                                 
27  Diamond v. Chakrabarty, 447 U.S. 303, 309 (1980).  
28  Diamond v. Chakrabarty, 447 U.S. 303, 309 (1980). 
29  33 F.3d at 1543. 
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In terms of patent policy, this is both preferable and appropriate.  A statutory 

section that is as deeply founded on policy considerations as § 101 is ill suited to serve as 

a “gatekeeper” to the grant of patent protection.  That role is best left to considerations of 

the inventive merits (e.g., novelty and non-obviousness under §§ 102 and 103) of a 

particular invention in the given technological field.  As noted by Judge Newman in 

Alappat:30 

[G]iving § 101 the narrowest possible reading – even were that ever a 
valid administrative policy – is out of place in a world that has become totally 
dependent on technology, and in which the laws governing technological 
innovation have direct consequences for industrial growth.  Governmental timidity 
in the face of scientific and technologic change is not only unnecessary:  it is 
unsupportable. 

* * * 

An inquiring and receptive attitude by the PTO to new technologies finds 
a mandate in the statute.  The text of section 101 has not changed since 1793, 
other than to change the word “art” to “process”.  This simple text served the 
industrial revolution and the atomic age; surely it can serve modern electronics. 

 
 

B.  Competition Policy 
 

 
1.  Concerns Stemming from Perceptions of Increasing Numbers of Patents:  The 
So-Called “Patent Thicket” Problem 

 

 There is little question, as noted by Chairman Muris in his remarks on 

competition and intellectual policy of Nov. 15, 2001 before the ABA Antitrust Section, 

that in “recent years, the number of patents issued annually by the Patent and Trademark 

Office has increased substantially.”  However, in terms of competition policy, the 

question this raises is whether the increased number of patents issuing is producing an 

anticompetitive effect.  More specifically, in the context of so-called “business method” 

                                                 
30  33 F.3d at 1569-70. 
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patents, or more accurately, e-commerce and Internet technology patents, is the effect of 

the increasing number of patents issuing for this type of technology a hindrance to 

competition? 

 First, in the context of the subject matter of this hearing, it well to place this 

question in a proper perspective.  According to the most recent statistics of the USPTO, 

the number of patents issuing in class 705 (“Data Processing:  Financial, Business 

Practice, Management or Cost/Price Determination,” e.g., “business method” patents) 

represented only about ½ of 1% and ¼ of 1%, of all patents issued for fiscal years 2000 

and 2001, respectively.  Further, the rate of applications allowed in class 705 was 55% 

and 45% for fiscal years 2000 and 2001, respectively, as compared to an allowance rate 

of 69% for all classes in fiscal year 2001.   

These statistics reflect the seriousness with which the USPTO is attempting to 

responsibly discharge its statutory obligation to issue only those patents which meet the 

statutory levels of novelty and non-obviousness.  Indeed, in response to concerns that 

have been voiced since State Street, the USPTO has implemented procedures (see, e.g., 

the USPTO “Business Method Initiative:  An Action Plan” announced on Mar. 29, 

2000,31 which describes the measures undertaken to insure improved quality of 

examination for “business method” applications, including, improvement of search 

expertise and scope, greater supervision of younger examiners, and increased second or 

“peer” review activity) that go well beyond the measures employed in other technology 

areas of the USPTO. 

 Second, there can be little doubt that proliferation of new technology is playing a 

major role in the increasing number of patents being issued and the number of new 
                                                 
31  USPTO Web site at www.uspto.gov/web/offices/com/sol/actionplan.html. 
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applications being filed.  Inventors and corporations are seeking protection today for 

inventions for which there was no corollary twenty years, or even a decade ago.  

Advancements in genomics, medical procedures and devices, pharmaceuticals and 

Internet and e-commerce technologies continue to rapidly advance the frontiers of human 

knowledge. 

 Lastly, there is no empirical evidence that “patent thickets” are impeding the entry 

of new Internet and e-commerce technologies.  Indeed, quite to the contrary, patents 

continue to be a source for providing increased competition by permitting start-ups to 

attract investment capital through the protection of their innovations from unwarranted 

“takings” by larger, dominant firms.  Even in the case of larger firms, patents more often 

than not are looked to as a mechanism for insuring “design freedom” in the sense of 

providing continued access to new technology through cross-license arrangements when 

challenged with infringement by a major competitor. 

 

1.  Concerns Stemming from Perceptions of Patent Scope and Patent “Quality” 
 
 

The above comments notwithstanding, that is not to say that there is not room for 

continued improvement in the quality of the patents issued by the USPTO, in the 

“business method” or Internet and e-commerce technology area, as well as others.32  The 

AIPLA and other professional and user communities are committed to supporting the 

USPTO in that objective.  The AIPLA has convened a task force to undertake study and 

                                                 
32 Last year Chairman Coble together with Mr. Conyers and Mr. Berman introduced H.R. 2047, the “Patent 
and Trademark Office Authorization Act of 2002,” calling for the Director of the PTO to develop a five-
year strategic plan that would  “(1) enhance patent and trademark quality; (2) reduce patent and trademark 
pendency; and  (3) develop and implement an effective electronic system for use by the Patent and 
Trademark Office and the public for all aspects of the patent and trademark processes …” 
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consideration of the measures that might be looked to in helping to assess the 

effectiveness in reaching that goal, as well as practical ways that the USPTO can change 

its operation to more effectively achieve that critical objective.   

In this respect, in testimony recently presented at the House of Representatives’ 

oversight hearing on “The U.S. Patent and Trademark Office:  Operations and Fiscal 

Year 2003 Budget,” the AIPLA, through its Executive Director, Mike Kirk, went on 

record as stating that  

 
“Quality of the patents and trademark registrations granted by the USPTO must 
be at the forefront of efforts to strengthen and improve the operation of the Patent 
and Trademark Office.  Granting patents . . . that cannot withstand the rigors of a 
court challenge does not serve the interests of the USPTO users community.  It is 
costly and wasteful of valuable resources that could be put to better use in other 
endeavors.  Moreover, the existence of patents . . . that grant unwarranted rights 
of exclusivity may deter otherwise lawful activity by others in technical and 
marketing endeavors.  On the other hand, the ability to protect investment in 
research through the grant of strong patent rights . . . is equally critical.  The 
AIPLA believes that effort s to strengthen and improve USPTO operations should 
therefore be governed in every instance by a concern, first and foremost, for 
improving quality of the ultimate rights granted under patents . . . .” 
 
However, this is a concern that affects all technology areas, and that should not be 

limited in its focus to a single “type” of patent.  Indeed, many of the “business method” 

initiatives pioneered in class 705 warrant further study and consideration in terms of 

whether they should be implemented on a much broader scale across all classes of 

applications under consideration by the USPTO in order to achieve improvement in 

patent “quality” overall as opposed to a single narrow class.   

Lastly, as to concerns arising out of patent “quality,” it must be observed that the 

USPTO has gone through twelve consecutive years during which it has failed to receive 

all of the fee revenues it collected. During this same period, we have seen the services the 

 20



USPTO provides gradually deteriorate. Admittedly, concerns about patent quality are 

higher now than anytime in memory.  Yet, at the same time, while the appropriators 

criticize users and the USPTO for complaining about the diversion of fee revenues, they 

exclaim proudly how well they have treated the USPTO by giving it increases in funding 

that are barely 1% or 2% above inflation when patent and trademark application filings 

are increasing by 10% or more.  Over the last ten to twelve years, Congress and the 

Administration have diverted over $700,000,000 in user fees for uses other than funding 

USPTO operations, as intended by those fees.  It is little wonder that patent quality is at 

an all time crisis level.  There are few, if any, major corporations that could continue to 

meet rising demand for products and services without adequate levels of reinvestment.  

And in that sense, it is worth noting that the USPTO cannot control or limit “demand.”  

By statute, it must handle all applications filed, irrespective of the resources allocated to 

it by Congress and the Administration to keep pace with that growing demand. 

 

C.  Defining the Boundary Between Competition and IP Policy 

 

 Notwithstanding the present concerns for patent quality and increasing numbers 

of patents issued, or for expanding the kinds of new technologies which the courts have 

determined are appropriate for consideration of their ultimate inventive merit, the 

question remains as to where the boundary between these concerns crosses over from 

considerations rooted primarily in “patent policy” to considerations that draw into play 

“competition policy.”  Returning again to the remarks of Chairman Muris:  

The tensions between the doctrines tend to obscure the fact that, properly 
understood, IP law and antitrust law both seek to promote innovation and enhance 
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consumer welfare.  The goal of patent and copyright law, as enunciated in Article 
I section 8 of the Constitution, is “To promote the Progress of Science and useful 
Arts, by securing for limited Times to Authors and Inventors the exclusive Right 
to their respective Writings and Discoveries.”  IP law, properly applied, preserves 
the incentives for scientific and technological progress – i.e., for innovation.  . . . 
Similarly, antitrust law, properly applied, promotes innovation and economic 
growth by combating restraints on vigorous competitive activity. 
 
The comment of Chairman Muris provides the proper guidance in this respect.  

The antitrust/IP interface has historically only been concerned with identifying, setting 

and enforcing antitrust policy where patents are abused as such (e.g., use by a dominant 

firm in, or one seeking to monopolize, a relevant market to use (or perhaps more 

accurately, “abuse”) its patents through unlawful tying arrangements which attempt to 

expand the scope of a patent to unpatented products, unlawful extension of the duration 

of a patent, by “sham” claims of infringement, or through other similar kinds of 

“abusive” conduct).   

Questions of patent “quality,” numbers of patents issuing (which is closely tied to 

the question of patent quality, e.g., why should policy be concerned over increasing 

numbers of patents if they are in fact “quality” patents?), or interpretations of patent 

statutes, such as section 101, are principally questions rooted in patent, not competition, 

policy.  As such those questions are best left for the agency tasked with those 

responsibilities, the USPTO, together with Congress, the Courts, and the USPTO user 

community.   

 22



 

IV.  CONCLUSION 

 

As stated by James E. Rogan, newly appointed Under Secretary of Commerce for 

Intellectual Property and Director of the United States Patent and Trademark Office, in 

his remarks before the FTC and Antitrust Division in these hearing on Feb. 6 of this year, 

“The supposed tension between intellectual property law and antitrust law arises, I 

suspect, from a misunderstanding of patents as a form of monopoly.  Although a patent 

allows an inventor to exclude others from using or selling the invention without 

permission, it is not a monopoly in the antitrust sense.”  Indeed, consistent with that 

observation, the AIPLA has gone on record in these hearing and previously as supporting 

legislation to remove the presumption appearing in some court decisions that an 

intellectual property right, without more, provides market power that is of a level 

sufficient to result in liability under the antitrust laws.  Such a presumption is 

unwarranted because an intellectual property right, if subjected to the normal antitrust 

analysis used in non-intellectual property cases, rarely yields such economic power.    

Accordingly, the AIPLA is in full support of the comments of Undersecretary 

Rogan in these hearings, in which he stated that  

“To the extent that the Patent Act and antitrust laws are based on 
dissimilar policies, competition regulators are rightfully cautious in assuming that 
Congress automatically intends the distinctive policies of antitrust laws to trump 
those underlying the intellectual property system.  This is especially so when one 
contemplates that the foundations for intellectual property protections are found 
directly in the United States Constitution.” 
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Intellectual Property Rights in
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Copyright Protection for
Computer Software

• Key Events:
– Copyright Office registration
– CONTU Final Report
– 1980 Amendments to the Copyright Act
– On to Second Order Issues:

• Scope of Protection
• Derivative Works
• Linking and Framing



Copyright Protection for
Business Methods

• Current Law:
– Section 102(b) prohibits copyright in any 

“idea, procedure, process, system, [or] 
method of operation . . . .”

• Baker v. Selden (U.S. 1880)
– “The description of an art in a book, though 

entitled to the benefit of copyright, lays no 
foundation for an exclusive claim to the art 
itself.”

• Innovators turn to the patent system . . . .



Patent Protection for
Computer Software

• Early Limitations Established on Patenting 
Mathematics, Mental Steps, Abstract Ideas, 
Printed Matter and Algorithms

• Contemporary Cases Eliminate These 
Restrictions
– Ex parte Alappat (Fed. Cir. 1994)– broad 

acknowledgment of patentability of software 
inventions

• No doubt today that software inventions are 
broadly patentable



Patent Protection
for Business Methods

• Key Events:
– Statute of Monopolies (1624)

• Abolishes Crown-sponsored commercial monopolies
• Patents allowed for “any manner of new Manufacture”

– Ex parte Abraham (Patent Office Comm’r 1869)
• No patents on “methods of book-keeping”

– Giles S. Rich, Principles of Patentability (1960)
• “one of the greatest inventions of our times, the diaper 

service” not patentable



Patent Protection for
Business Methods

• Paine, Weber v. Merrill Lynch (D. Del. 
1983).

• Patent claims directed to a "Securities
Brokerage-Cash Management System." 

• “The Court finds that the '442 patent 
claims statutory subject matter because 
the claims allegedly teach a method of 
operation on a computer to effectuate a 
business activity.”



Patent Protection for
Business Methods

• State Street Bank v. Signature Financial 
Group (Fed. Cir. 1998)
– Patent claimed data processing system for 

managing master feeder funds
– Claim language tracks tax code and 

regulations governing single-pass taxation
– District Court holds invention is not patentable 

subject matter because it is either math or a 
method of doing business



Patent Protection for 
Business Methods

• Federal Circuit Holds:
“. . . the transformation of data, representing 
discrete dollar amounts, by a machine 
through a series of mathematical calculations 
into a final share price, constitutes a practical 
application of a mathematical algorithm, 
formula, or calculation, because it produces ‘a 
useful, concrete and tangible result’ – a final 
share price . . . .”



Patent Protection for
Business Methods

• Regarding Business Methods:
– “We take this opportunity to lay this ill-

conceived exception to rest.”

– “Since the 1952 Act, business methods have 
been, and should have been, subject to the 
same legal requirements for patentability as 
applied to any other process or method.”



Problems with State Street Bank

• The claimed invention produces “a useful, 
concrete and tangible result” – a final 
share price?
– The term “final share price” does not appear 

in the claims.
– Utility traditionally regarded as a distinct 

patentability requisite.



Problems with State Street Bank

• “After Diehr and Chakrabarty, the 
Freeman-Walter-Abele test has little, if 
any, applicability to determining the 
presence of statutory subject matter.”
– Time Warp!
– The Supreme Court Decisions

• Diehr-1981 Chakrabarty-1980

– The CCPA Decisions
• Freeman-1978 Walter-1980 Abele-1982



Problems with State Street Bank

• “After Diehr and Chakrabarty, the 
Freeman-Walter-Abele test has little, if 
any, applicability to determining the 
presence of statutory subject matter.”
– Chakrabarty expressly states:

“. . . a ‘claim for an improved method of calculation, 
even when tied to a specific end use, is 
unpatentable subject matter’.”

Quoting with approval Parker v. Flook.



Transition Problems or
Tectonic Shift?

• Business methods are older than the 
patent system.

• Not a case of the patent system 
embracing novel technologies such as 
biotechnology, lasers or polymer 
chemistry.

• No limits on what is patentable.
• If you can name it, you can claim it.



Transition Problems or
Tectonic Shift?

• No evidence suggests market interference is 
needed without traditional industry.

• On the other hand, our experience suggests that 
the patent system is susceptible to abuse by the 
speculator and monopolist.

• With business method patents in place –
– Incentives to Innovate

• Word Perfect 9.0 or 1.0

– Industry Concentration
• Frequent flier miles
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FTC/DOJ HEARINGS ON IP AND ANTITRUST 

Opening Remarks of Stephen Maebius  

April 11, 2002 

 Good afternoon.  My name is Stephen Maebius.  I am a partner with the law firm of 

Foley & Lardner.  I am also a faculty adjunct at GWU law school, where I co-teach international 

and comparative patent law.  I also serve on the advisory board of the NanoBusiness Alliance, an 

association that serves the needs of the emerging nanotechnology field.  But I want to preface my 

remarks by making clear that I am appearing here in my personal capacity and that my views are 

not necessarily those of any of the organizations with which I am affiliated, including Foley & 

Lardner and its clients. 

 Like the speakers before me, I commend the agencies for seeking the views of the 

business community and legal practitioners, and I appreciate the opportunity to appear today to 

present my perspective on “Real World Experience with Patents.”   

 Over the years, I’ve worked with a number of start-up high-tech companies and have 

watched several of them develop into successful publicly traded companies, creating many jobs 

and bringing exciting new products to market.  For many of these start-ups, patents are their 

lifeblood.  I have noticed this particularly in the case of biotechnology and nanotechnology start-

ups, where product development times can be extremely long.  The ability to obtain broad 

patents is critical to attracting investment needed to carry out expensive research, research that is 

necessary to bring a product to market in these areas.  America’s success in these vital 

technology fields is due in part to the strong incentive to innovate created by our patent system. 

 Standing here today, I see no major flaws in our patent system as it compares to others 

around the world, though there are areas that could be improved.  One example is reexamination, 
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which is the procedure that permits third parties to challenge patents in the Patent Office without 

resorting to costly litigation.  

 The Patent Office recently improved reexamination by making two changes.  A 

reexamination is now assigned to an examiner other than the one who issued the patent, 

providing for a more neutral evaluation.  The second change requires a conference of three 

examiners before an appeal or a final determination of patentability occurs in a reexamination.  

These changes are both welcome improvements that have led, at least in my own practice, to a 

modest increase in the use of reexamination as a tool for attempting to remove or modify patent 

claims that are believed invalid.  Also, a new type of inter partes reexamination was introduced 

by the American Inventors Protection Act that allows limited participation by the requester. 

 While some improvements have been made, reexamination in our country is still limited 

strictly to requests based on printed publications and patents.  It would be an improvement in my 

view to expand the scope to include other grounds for patentability, particularly enablement, 

written description, utility, and indefiniteness, all of which can be raised in the opposition 

systems that exist in Europe, Japan and many other countries.  There is also a bill pending to give 

third party requesters the same right of appeal that is given to the patent owner, which would be 

another useful improvement.  Improving reexamination would make it easier to challenge claims 

in patents that should not have been granted, without resorting to litigation. 

 I also join other speakers in encouraging the FTC and DOJ to support the increased 

funding of the Patent Office’s operations to ensure its prompt, accurate, and uniform 

administration of the patent laws.  The pressure on the Patent Office to reduce pendency coupled 

with Congress’s diversion of its user fees has led to undesirable work conditions that promote 

examiner turn-over, thereby reducing the quality of patents issued.  Increased funding would 
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improve examination quality and still permit the Patent Office to satisfy reasonable pendency 

goals.  Attached is a more detailed analysis of challenges facing our patent system and reforms to 

consider, which I would like to submit into the record as an appendix. 
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I.  OVERVIEW 

 

 The patent system has gotten a bad name through the evolution of a dark 

side:  In terms of sheer numbers of the several hundred thousand patent 

applications filed each year, a large number are filed by major corporations; at the 

extreme end, some companies have no general interest in the creation of an 

exclusive right in the bulk of their patents.  They are not filed in the spirit of the 

classic pioneer inventor — who sought to build an industry or at least a specific 

new product based upon a single patent grant. But, rather, the new leaders of the 

patent system — in terms of numbers of filings — have the twin goals of a 

defensive strategy (to avoid domination by yet another's patent) or to levy a "patent 

tax" on an industry through a patent web that is interwoven throughout an area of 

technology that compels third parties to take a nonexclusive license. 

 

 America now faces a surge of "patent flooding."1  Within the next two or 

three years, the United States will have more than a half million applications per 

                                                                 
 1 This pejorative term historically was used by American critics of the Japanese industry 
that at one time led the world in filing domestic patent applications (which is still the case today, 
whilst the "lead" is quickly shrinking).  See CyberOptics Corp. v. Yamaha Motor Co., Ltd., 1996 
WL 673161 (D.Minn. 1996), subsequent proceedings, In re Yamaha Motor Co., Inc., 124 F.3d 
228 (Table) (Fed. Cir. 1997) ("In the lexicon of the patent world, 'patent flooding' refers to 'the 
practice of filing many patent applications claiming minor, incremental changes surrounding 
another patentee's core technology.' U.S. General Accounting Office, Report to the Honorable 
John D. Rockefeller IV and the Honorable Dennis DeConcini: Intellectual Property Rights - U.S. 
Companies' Patent Experiences in Japan, at 94 (July of 1993), attached as Exhibit A, 
Declaration of Paul B. Klaas. As one commentator has explained, the purpose of patent flooding 
'is to gain access to another company's core technology by extracting cross- license agreements.' 
Donald M. Spero, Patent Protection or Piracy - A CEO Views Japan, HARVARD BUSINESS 
REVIEW, 58, 60 (September-October of 1990), attached as Exhibit B, Declaration of Paul B. 
Klaas. Among other means, patent flooding is accomplished by surrounding the nucleus of a 
patent's technology with scores of marginal patents, with the eventual result that the innovator of 
the patent will be unable to market his technology to other customers without exposing all 
concerned to charges of patent infringement. If the patent flooding proves successful, the 
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year, 2 and threatens to surpass Japan to gain the dubious recognition of being the 

world leader in patent filings.3 

 

                                                                                                                                                                                                                 
innovator of the technology will be compelled to cross- license his patent with the holders of the 
encroaching, nuisance patents, if he is to continue to merchandise his technology, and the 
perpetrator of the patent flood will gain unhindered commercial access to the targeted 
technology. Id. at 60-61."). 
 

2 A figure of 539,000 was projected for 2006 under budget projections submitted to 
Congress, up from 293,000 for the year 2000.  See Setsuko Asami, A View toward the Global 
Patent:  Mutual Exploitation of Examination Results, AIPPI Journal (Japan), pp. 12-38, 15 
(January 2002) 
(citing http://www.uspto.gov/web/offices/com/corpplan/fy2002/FY02BudgetRequest.pdf). 

3Whereas the United States has had what amounts to an uncontrolled flood of new patent 
applications, over the past fifteen years the number of total patent filings in Japan has decreased.  
This has been accomplished by a highly proactive approach by the Japanese government. Japan 
greatly improved its position by a series of three measures taken in parallel:  (a) Recognizing he 
efficiencies gained through electronic processing of patent applications, Japan by the early 
1990’s became the world’s standard setter for electronic filing, including full electronic filing of 
applications – an idea advocated a generation ago in the United States (and now barely at an 
experimental stage), but which first came to fruition in Tokyo; (b) Japan has proactively changed 
its laws to limit the number of total filings (key changes include its statutory discouragement on 
the filing of utility model applications – a species of patent protection that originated in Germany 
and putting pressure on industry to file realistic numbers of cases, whereby the total level of 
patent filings in Japan for 2000 was only 93 % of that for 1991; and (c) outsourcing of a 
significant percentage of search work has greatly increased the efficiency of each Patent 
examiner, relieving many of the mind-numbing task of patent searching. 

 
The JPO reports that “[i]n 2000, the number of patent and utility model applications filed 

in Japan reached 446[,000], an increase of 7.2 % from the previous year, the highest figure since 
1994. (The previous peak was 543[,000] recorded in 1987, after which the number continuously 
decreased until 1994 following the introduction of the revised multiple claim system in 1988 and 
new utility model system in 1994.)”. Japan Patent Office, Statistics, ¶ 1, http://www.jpo.go.jp/ 
(2001).   Tables of patent filings in Japan show that the level of filings in the year 2000 was only 
at 93 % of the level from the year 1991: 
   

1991:  524,217  [369,396 (patents); 114,687 (utility models); 40,134 (designs)] 
2000:  484,948  [436,865 (patents);     9,587 (utility models); 38,496 (designs)] 
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 Patents of a pioneer nature historically have been offensive in nature:  An 

exclusive area of technology is carved out which — just like the certainty of a gold 

miner's claim to a certain area of riverbed — gave the intellectual property rights 

holder the incentives to carefully work his claim.4  Later, industries that did not 

require exclusivity and would have been better off free from patents have been 

forced to gain defensive patents to block third party domination.  See § II,  From 

Offensive to Defensive Patenting (page 5). 

 

 What is obvious in hindsight — but not to anyone but patent counsel at 

Texas Instruments, the first defensive filer to generate a billion dollar profit 

stream — is that where a company has a huge defensive patent portfolio, while it 

may need that portfolio to cross-license equally large players in a field, it could use 

that portfolio to exert a patent tax against newcomers and the smaller players in the 

field.  See § III,  The Texas Instruments Asset Management Model (page 14) 

 

 The patent tax model has obviously negative effects on innovation.  The 

United States suffers under the patent tax because of the absence of several key 

elements to the patent system that are found in some other countries.  Fixing the 

American system would greatly curtail the number and value of defensive patents, 
                                                                 
  4This is not to be confused with the "prospecting theory" that has had considerable 
scholarly attention. As explained by Professor Rai, "[s]ome patent scholars have argued that 
patent rights are granted in order to induce investment in the technological 'prospects' that 
inventions represent. On this view, absent patent protection of invention early in the 
development process, no one will invest for fear that 'the fruits of the invention will produce 
unpatentable information appropriable by competitors.' Edmund Kitch, Nature and Function of 
the Patent System, 20 J.L. & Econ. 265, 267-71 (1977). This view has many detractors, however. 
See Arti K. Rai, Regulating Scientific Research: Intellectual Property Rights and the Norms of 
Science, 94 Nw. U. L. Rev. (forthcoming Fall 1999) (discussing criticisms enunciated by various 
commentators)."  Arti K. Rai, Intellectual Property Rights in Biotechnology: Addressing New 
Technology, 34 Wake Forest L. Rev. 827, 829, n. 6 (1999). 

  



Wegner & Maebius, Patent Flooding: America's New Patent Challenge 
 

 

and greatly alleviate the patent tax problem.  See § IV, Plugging the Loopholes in 

the System (page 23). 

 

 Even with the benefit of the immediately available reforms, the better 

approach to a quality patent examination system is not the continued growth of the 

PTO to an ever more massive agency, but rather global reforms to have a single 

patent granting system.  See § V, A Single Patent Grant System (page 38). 

 

II.  FROM OFFENSIVE TO DEFENSIVE PATENTING 

 

 Attention is all too often given to the one or two patents per hundred that are 

of great economic value.  This paper, rather, focuses upon the bulk of the patents 

that are choking the system today.  Only a mere handful of patents are granted in 

the traditional "pioneer" areas where patents mean everything to investment and 

development of an industry based upon a patent beachhead. 

 

 A.  Offensive versus Defensive Patenting 

 

  1.  The Classic Model of the Pioneer Patentee 

 

 Historically, the pioneer inventor made a strategic invention that gained him 

one — or a handful — of patents that would dominate the initial era of an industry.  

Patent protection was vital to secure a patent beachhead that would permit the flow 

of the large sums of money to take the flash of genius of a single idea into a full-

fledged industry.  Even today, pioneers in emerging technologies gain a small 

patent portfolio that can be taken to Wall Street or the Silicon Valley venture 

capitalists to generate the often hundreds of millions of dollars of income 
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necessary to launch a new industry.  Amgen's erythropoietin could never have been 

reached its potential without the safeguard of the handful of its patents that 

shielded it from early competition.  The story is repeated every day in the major 

pharmaceutical industry:  Without small numbers of critical patents that are given 

respect by a strong patent system, America's leading pioneer pharmaceutical 

industry would disappear.  

 

 The crown jewels of the patent system are purely offensive in nature:  If they 

are licensed at all, they are transferred on an exclusive basis so that a single entity 

or a small group can reap the great rewards of exclusivity — the necessary 

incentive to permit investments of many years and hundreds of millions of dollars 

to launch a single product.  A patent in this category typically takes a long time to 

carefully prosecute, which is done after great reflection and at great expense per 

patent.  A typical patent application in the biotechnology area may involve legal 

expenses on the order of from $ 10,000 to $ 30,000 or more merely for preparation 

of the original application and the time from first filing until ultimate grant may be 

measured in years.  In well over 90 % of all patents granted in critical areas of 

biotechnology there is at least one priority application filed prior to the ultimate 

application that is granted as a patent.5  Above all, the central thrust of an offensive 

patent is to create a meaningful scope of exclusivity that is defined by either the 

patentee retaining all rights to the invention himself or otherwise exclusively 

licensing the patent to a third party so that the third party can benefit from the 

exclusivity of the patent right.  The classic offensive patents are in the 

                                                                 
5 A domestic patent applicant in this field will typically first file a provisional application 

that is then be rolled over into a second, regular ("nonprovisional") application.   
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pharmaceutical field. Levin characterizes the offensive patent as one that involves 

a "discrete" technology — where a single patent may cover an invention.6 

 

2.  Henry Ford:  An Early Defensive Patentee 

 

 In contrast to the offensive patent for a discrete area of technology, there is 

the area of  Levin refers to as supporting "cumulative" patents 7 where none is of 

great importance, and — indeed — where it may be the case that no patent would 

be necessary to develop an industry. 8 

 

 The patent tax that is a focal point of the dark side of the patent system didn't 

originate in that manner:  Rather, it emerged out of an entirely defensive posture in 

industries where an offensive patent to create exclusive rights was unimportant, but 

where a third party's dominant patent could threaten continued innovation.  The 
                                                                 
 6 Testimony of Richard C. Levin, President, Yale University, FTC/DOJ Joint Hearings 
on Competition and Intellectual Property Law, Washington, D.C., February 6, 2002,  
http://www.ftc.gov/os/comments/intelpropertycomments/levinrichardc.htm. ("The perceived 
value of pharmaceutical and chemical patents derived in part from the nature of technology. In 
the 1980s, the valuable and effective patents in these industries gave exclusive rights to a 
particular chemical compound, a specific molecule. In such cases, patent rights were relatively 
easily enforced, and the rights to one patented molecule were rarely required to obtain or practice 
a patent on another molecule."). 

 
 7 Id. ("In contrast to the discrete nature of chemical and pharmaceutical innovation, 
progress in other key technologies — such as microelectronics, telecommunications, and 
computers — was cumulative. Virtually any advance required access to a bundle of prior patents. 
This circumstance had its roots at the very beginning of the microelectronic era, when access to 
the Bell Labs' transistor patent was required to develop virtually any new product. It continued 
through the early years of the integrated circuit era, when industry participants typically needed 
to license the fundamental product patent from Texas Instruments and the fundamental process 
patent from Fairchild. [citing R.C. Levin, "The Semiconductor Indus try," in R.R. Nelson, ed., 
Government and Technical Progress: A Cross-Industry Analysis. Pergamon Press, 1982.].").  
 

8 Levin only refers to the most recent technologies and does not speculate on whether an 
industry would be better off without any patents. 
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classic defensive patent champion was the late Henry Ford, whose entirely 

negative view of the patent system stemmed from the grant of the most notorious 

nineteenth century submarine patent of Rochester patent attorney George Selden. 9 

 

 Until 1895, the still relatively primitive automotive industry was patent-free 

in terms of any influence of the patent system.  Various pioneer automakers in 

Germany, the United States and elsewhere were putting their early models onto the 

rutted roads of the horse-drawn carriages.  Then, all of a sudden, out popped 

Selden's pioneer automobile patent that had claims to dominate all the automobiles 

of the day.  What genius did Selden have to permit him the foresight sixteen years 

earlier to file a patent application to dominate all future automotive traffic? 

 

 The answer:  None.   

 

Rather, Selden filed a patent application with rudimentary drawings of a 

vehicle bearing essentially no relationship to the later, independently created 

automobile.  Taking advantage of features of the nineteenth century patent law that 

allowed anyone to defer the start of a seventeen year patent term "forever" — 

simply by delaying the grant of the patent, and maintaining the application is total 

secrecy — also expressly permitted under the law, Selden let his patent application 

essentially "sit" in the bowels of what is now the National Portrait Gallery  (in 

1836 and for many years thereafter, the largest agency office building, the first 

home of the Patent Office under its then-new examination system).  Shortly before 

                                                                 
 9 For the author's definition of a "submarine patent", see The Twenty Year Patent Term: 
Dealing With George Selden Just a Century Too Late as part of testimony on March 9, 1994 
before the United States Senate Judiciary Subcommittee on Patents, Copyrights and Trademarks 
on the "Patent Term and Publication Reform Act of 1994" (S. 1854), 1994 WL 223401 
(F.D.C.H.). 
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grant, he retooled the claims of his patent application to "fingerprint" the designs of 

the modern automobile.10  For eleven years, Selden sought to control the 

automobile industry by licensing his patent to those he favored; accused infringer 

Henry Ford fought back, finally winning the battle and slaying the Selden patent 

only in 1911. 11  

 

 Ford won the war against Selden, but as an outgrowth of his eleven year 

education in patent law as a litigation adversary to this Rochester patent attorney 

                                                                                                                                                                                                                 
 

10 See Electric Vehicle Co. v. C.A. Duerr & Co., 172 F. 923, 934 (C.C.N.Y. 1909), rev'd 
sub nom Columbia Motor Car Co. v. C. A. Duerr & Co., 184 F. 893 (2nd Cir. 1911) ("Nothing 
remained in [the Selden patent as granted in] 1895 of the language of [the patent application as 
filed originally in] 1879 but the description of the vehicle and engine (and not all of that). The 
claims were reworded and the specification amplified many times * * *. [H]e received in 1895 a 
patent for an invention of 1879, and in the meantime had never built a motor car, and never 
succeeded in getting any one sufficiently interested in his theories to experimentally try them out 
* * *.  [W]hile Selden was in very leisurely fashion combating examiners who evidently had 
small conception of what was meant by light self-propelling vehicles usable on the common 
roads, Duryea, Olds, Ford, and others in America, and the Panhard and Peugeot Companies (and 
many others) in France were experimenting with actual cars, and in 1894 a public race meet was 
held in France, whereat cars now as archaic in appearance as Selden's demonstrated that they 
actually could propel themselves from Paris to Rouen at about 12 miles an hour. * * * Selden has 
contributed little to motor car advancement in the United States, and nothing at all abroad. * * * 
[N]early all the cars made in the United States * * * were modeled on French ideas, and used 
engines descended from Otto through Daimler, and not from Brayton through Selden or any 
other American. In short, this American patent represents to me a great idea, conceived in 1879, 
which lay absolutely fallow until 1895, was until then concealed in a file wrapper, and is now 
demanding tribute from later independent inventors (for the most part foreign) who more 
promptly and far more successfully reduced their ideas to practice."). 

 
11 Columbia Motor Car Co. v. C. A. Duerr & Co., 184 F. 893 (2nd Cir. 1911).The patent 

was never held invalid.  Rather, the Second Circuit Court of Appeals judicially narrowed the 
claim construction of Selden's patent to a scope to cover only what Selden had actually invented 
and suggested in his original patent application: "[W]e cannot, by placing any forced 
construction upon the patent or by straining the doctrine of equivalents, make another choice for 
him at the expense of these defendants who neither legally nor morally owe him anything." 
Columbia Motor Car, 184 F. 893 at  915-16. 

The scope of the thus- limited Selden patent was mutually exclusive from what Ford and 
the other automotive pioneers had independently developed and put on the road. 



Wegner & Maebius, Patent Flooding: America's New Patent Challenge 
 

 

he saw only evil coming from patents.12  And, had not that battle been won by Ford 

in 1911, it is conceivable that Selden could have sought further domination of 

automobiles through a second patent stemming from his original 1879 patent 

application that would not expire until 1929.13 

 

 Ford saw only evil in patents as an instrument that could be used to threaten 

his manufacture of the Model T and other cars.  Ford sought patents only as a 

defensive measure. 

 

By gaining a patent on important technology, the patentee is able to block 

any third party from gaining a valid patent to dominate the same subject matter, 

unless that third party is able to establish that he made the invention prior to the 

invention date of the patentee. 14   Collecting a web of patents to cover an entire 

                                                                 
12The more famous Rochester patent attorney of the day was counsel to George Eastman, 

the pioneer who founded Kodak.  When Selden learned of his defeat at the Second Circuit, he 
disappeared for several days.  Responding to the anguished pleas for help from his worried wife, 
the schoolboy son of Eastman's counsel pointed Mrs. Selden in the direction of a local tavern 
where her husband was drowning his sorrows.  (Personal recollection of the late Giles S. Rich at 
the IPO annual lectures at the Willard Hotel, November 1993.) 

13 Even though Selden lost in 1911, he pursued a second patent application that extended 
his patent life until 1929 — fifty years from his first filing date of 1879.   

 
Just prior to the 1895 grant of his original patent that was held non- infringed by the 

Second Circuit in 1911, Selden filed a divisional application that he then failed to prosecute in a 
timely manner.  The Office holding of abandonment was reversed in 1911 by the appellate court, 
In re Selden, 36 App.D.C. 428 (1911), overruled, In re Carvalho, 47 App.D.C. 584, 587 (1918). 
A divisional patent, 561,733, was granted June 4, 1912, extending the term of Selden's patents to 
expire in June 1929.  See Couzens v. C.I.R., 11 B.T.A. 1040, 1113, ¶ 226 (1928). 
 

 
14 A defensive patent and a simple publication both, in theory, operate in the same 

manner to block a third party from gaining a patent to the invention disclosed in the patent or 
simple publication.  '' 

But, the defensive patent has certain advantages:  First, the defensive patent permits 
maintaining the invention as a trade secret for the period of time until the patent is granted; the 
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technological area does not ensure that a party will be first to cover all patentable 

advances.  But, if, say, Ford has patents on 100 different aspects of an internal 

combustion engine and General Motors has a like number, it is likely that a handful 

of the patents of each of the players will dominate the other, permitting a cross-

licensing situation. 

 

Over the following decades, Ford's successors maintained a defensive 

posture and proudly never enforced their patents.  The relatively large number of 

patents obtained by Ford was matched by General Motors and other competitors.  

They all created a defensive patent pool that was used to permit everyone to 

operate, essentially, free from the patent system.15 

B. The Polaroid Lesson: A Perpetual Exclusive Right 

 The need to have one's own pool of defensive patents is seen from what 

happens when one player has a pool and others do not.  Everyone can agree that — 

in its day — the instant film camera of pioneer inventor Land was a remarkable 

contribution, and that patents played a necessary and key role to permit the 

                                                                                                                                                                                                                 
patent is given a retroactive patent-defeating ("prior art") date as of at least its filing date.  
Second, even if the third party files a patent application and establishes a date of invention before 
the filing date of the defensive patentee, the defensive patentee can provoke an administrative 
proceeding, a patent interference, 35 USC § 135, in which the defensive patentee can destroy his 
opponent's patent right by showing priority of invention. 

15 Arti K. Rai, Intellectual Property Rights in Biotechnology: Addressing New 
Technology, 34 Wake Forest L. Rev. 827, 840 (1999)(footnotes omitted)("[T]he historical record 
with respect to patent pools is not encouraging. The two most historically prominent and 
comprehensive patent pools, the pools that arose in the automobile and aircraft industries, 
emerged only after protracted litigation. Moreover, even when patent pools did emerge, they 
were sometimes anti-competitive. For example, the Association of Automobile Manufacturers, a 
patent pool that arose in the early days of the automobile industry, maintained strict restrictions 
on the group of auto manufacturers to whom the benefits of pool membership would be 
extended.")  
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creation of the technology.  Yet, Land's monopoly position lasted far beyond the 

original terms of his first patents, for literally decades, thanks to a pool of 

improvement patents.   

 Over the years, Land amassed literally hundreds of patents to create a web of 

protection for incremental changes such that it would be impossible to design 

around all of the patents.  As some patents expired, new ones were energetically 

drafted and prosecuted to take their place.  In a normal, competitive situation, 

every participant in the field would have his own pool of patents and would be able 

to cross-license in the traditional manner of Henry Ford and his automotive 

competititors.  Yet, with Land's Polaroid being the only player, his pool kept 

growing and living, virtually, "forever":  All that was needed was to take the 

incremental improvements and file patent applications that would mature and take 

the place of the expiring patents.   

 It mattered not whether the patents would pass muster of a critical 

examination at the PTO because in the end patents would be granted in the ex parte 

system of in camera patent examination that was then — and still is today — the 

norm in the United States.  It was inevitable that if anyone tried to challenge the 

pool of patents that it would be essentially impossible to convince a trial court that 

100 % of all the claims of the patent pool that could be asserted against any 

newcomer were invalid: And, a finding of infringement and invalidity of any one 

claim would carry the day to block a competitor. 

 With the absence then — and still today — of trial courts that have the 

expertise to judge the validity of complex photographic technology, it is not 

surprising that Polaroid could create an impenetrable patent web to block any 

comer. 
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 Eventually, Kodak challenged the patent monopoly of Polaroid and launched 

its own instant film camera line, employing thousands in its factories.  Polaroid 

took dead aim with its patent web:  It's "complaint alleged infringement of forty-

six claims of eleven patents."16  Not surprisingly under the era of the Federal 

Circuit, 17  Kodak won some of the claims.  On appeal, Chief Judge Markey pointed 

out that "[i]n reviewing a judgment based on th[e] findings [of the trial court] we 

do not perform as robed Examiners, nor do we repeat the role of the trial judge in 

finding our own facts.".18 

 

 C.  The Lemelson Paradigm:  Inventor outside the Industry 

 

The system is far from perfect, and indeed only functions where all 

parties obtaining patents are in the industry:  The Jerome Lemelson model of an 

inventor who does not need a license — because he is not in the industry — breaks 

the mold.  Thus, where everyone obtaining patents is actually manufacturing or 

selling products, then if one party has a massive patent portfolio, he should be able 

to answer any patentee's challenge of patent infringement by answering that if you 

sue me, I'll sue you:  I have a whole lot of patents, and you surely infringe at least 

one of them. 

 

                                                                 
 16 Polaroid Corp. v. Eastman Kodak Co., 789 F.2d 1556, 1558 (Fed. Cir. 1986). 
 

17The lawsuit was, however, brought long before the creation of the Federal Circuit.  
Looking at matters prospectively at the time that Kodak entered the field, it may have had a 
reasonable expectation of success in what was then still a very dark period for patent-holders. 

 18 Polaroid Corp. v. Eastman Kodak Co., 789 F.2d 1556, 1559 (Fed. Cir. 1986) (Markey, 
C.J.) (citation and footnote omitted). 
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 Where a Lemelson pops up — one who is not commercially working in the 

field — it matters not whether his patented innovations themselves are an 

infringement of the other party, because it is not an act of infringement to either 

obtain or own — or license — a patent. 

III.   THE TEXAS INSTRUMENTS ASSET MANAGEMENT MODEL 

 As long as patents were purely or at least largely defensive, large numbers of 

granted patents were not a major concern.  Over the past generation, patents in the 

defensive area have become weapons for extracting capital.  The outgoing 

Chairman of the Federal Trade Commission cataloged the concerns of many in the 

business community that too many invalid patents are being granted.19 

                                                                 
 19 Robert Pitofsky, Antitrust and Intellectual Property: Unresolved Issues at the Heart of 
the New Economy PLI's Seventh Annual Institute for Intellectual Property Law 457, 470, n. 9 
(2001) ("See, e.g., Robert P. Merges, 'As Many as Six Impossible Patents Before Breakfast: 
Property Rights for Business Concepts and Patent System Reform,' 14 Berkeley Tech. L.J. 577 
(1999) (arguing that the growing volume of patents and the emergence of new types of patents 
such as business method patents reinforce a general need for new procedures, such as a 
European-style patent opposition system, and a reform of patent examiners' training and 
incentives, to minimize the granting of invalid patents); Lawrence Lessig, 'The Problem with 
Patents' (April 23, 1999) (http:// www.thestandard.com/article/display/0,1151,4296,00.html) 
(attributing the growing problem of 'bad patents,' especially bad business method patents, as 'the 
space debris of cyberspace, to workloads and incentives for PTO Examiners that limit scrutiny, 
and to the high cost of litigating against invalid patents); Mark A. Lemley, 'Rational Ignorance at 
the Patent Office' (working paper) (http://www.law.berkeley.edu/institutes/law_ 
econ/workingpapers/PDFpapers/olinwp2000-16.pdf) (arguing that reforms should focus on 
litigation rather than the PTO, including an abolition of the presumption of validity in patent 
litigation); Mark A. Lemley et al., Software and Internet Law 333-34 (2000) (discussing specific 
weaknesses in the PTO's scrutiny of software patents in the 1990s); Jeff Bezos, 'An Open Letter 
on the Subject of Patents' (http://www.amazon.com/exec/obidos/subst/misc/ patents.html/ 105-
1090555-5463134) (arguing that business method and software patents should be limited to three 
to five years duration and subjected to public comment before issuance). See also National 
Research Council, Computer Science and Telecommunications Board, The Digital Dilemma: 
Intellectual Property in the Information Age 228 (2000) ('The past decade has seen a substantial 
de facto broadening of items for which patents can be obtained, including information inventions 
such as computer programming, information design, and business methods. The long-term 
effects of this trend are as yet unclear, although the near-term consequences are worrisome."). 
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A.  From Defensive Model to a Revenue Stream   

 In the wake of the transistor and the growth of the modern electronics 

industry, the pattern of the Ford defensive model created a patent monster in the 

electronics industry.  In the beginning, companies satisfied themselves with 

obtaining several hundreds of domestic patents per year.20  The entire purpose was 

initially defensive in nature.  A company merely wanted to create patent bargaining 

chips along the same lines as the mid-twentieth century Ford model: 

No single patent was strong enough to enforce,21 and the developer of, say, a better 

video machine established his market position by the net product of thousands of 

engineers' collective work product.   

 

 In several industries, the pattern repeated itself: We've got literally 

thousands of patents — several hundred each year — that guarantee that at least 

one or some will block your technological development:  You leave me alone and 

don't sue me on my inadvertent use of one (or some) of your patents, and I'll leave 

you alone, too.  Cross-licensing packages of numerous patents were created.22 

  

 By the mid-1980's, the leading companies in the electronics field had each 

amassed portfolios of literally thousands of patent.  Up until that point, the game 

was virtually entirely defensive in nature.  What happened next was the genius of  

                                                                 
20In Japan, by the mid-1980's, the model was completely out of control.  Several of the 

major Japanese electronics manufacturers filed literally thousands of applications per year.  
Mitsubishi Denki surpassed 20,000 applications in one year alone. 

21 Even if valid, a single patent on one particular improvement could readily be 
circumvented by designing around the claims of the patent. 

22 In a cross- license, each party reciprocally grants the other the right to use their 
respective patents.  This may be done without transfer of further consideration (royalty free cross 
license) or there may be a consideration attached where one side holds a stronger patent hand. 
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Richard Donaldson who understood that his company's patent portfolio surely 

included a variety of patents that would dominate everyone who entered the field.23   

Many companies lacked their own portfolio to reciprocally dominate Texas 

Instruments.  What in hindsight is perfectly obvious — but which nobody else took 

a leadership role in doing — was for Texas Instruments to nonexclusively license 

its entire portfolio in fields where it had a leadeship position.  The licensee got 

nothing but a freedom from a lawsuit by Texas Instruments.  Because everyone 

was able to gain a relatively inexpensive, nonexclusive license on the same patents 

from Texas Instruments, there was no competitive edge in being a license.24 

 

  B.  Aggressive Enforcement of a Focused Portfolio 

 

 Some might call the Texas Instruments intellectual property a patent thicket. 

But, a patent thicket implies that entry into an area is proscribed by a network of 

overlapping patents that blocks entry into an area of technology akin to a wild 

brush thicket that blocks an animal from entering a field.25   Professor Merges cites 

                                                                 
23 Mr. Donaldson — himself a Vice-President of the company —  is far more modest. He 

does not take credit for this strategy except to implement a directive from still higher level 
management  He has said that he received pressure to gain a revenue stream from the numerous 
patents that his company had developed.  Mr. Donaldson remained at Texas Instruments through 
2000; he retired from corporate practice and now is a Dallas-based consultant. 

24 To the contrary, there was a competitive disadvantage in doing so.  By taking a license, 
a party had to tack on the cost of the license to the product to make ends meet. 

 25 See SCM Corp. v. Xerox Corp., 645 F.2d 1195 (2d Cir. 1981), cert. denied, 455 U.S. 
1016 (1982).  The SCM theory — unsuccessful in that case — is explained by Gerald Sobel, The 
Antitrust Interface with Patents and Innovation: Acquisition of Patents, Improvement Patents 
and Grant-Backs, Non-Use, Fraud on The Patent Office, Development of  New Products and 
Joint Research, 53 Antitrust L.J. 681, 685 (1984) (Xerox' mass patenting of photocopier 
technology "gave rise to an antitrust claim by SCM * * * by reason of SCM's alleged exclusion 
from the plain paper copying business. SCM claimed that Xerox had wrongfully monopolized 
the copier market, primarily by acquiring patents on its own inventions and from others. SCM 
contended that it had wanted to enter the plain paper copier business, but that Xerox had refused 
to license SCM under its patents. SCM asserted that Xerox obtained its patents, not with the 
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the "thicket of rights" and notes that one approach to deal with this suggested by 

business persons and scholars is compulsory licensing.26  Here, Texas Instruments 

did indeed have a relatively large number of patents that covered an area of 

technology, but its aim was not to block competition, but rather to have an open 

door to nonexclusively license the entire industry.  The strategy also involved a 

significant effort to patent important technology that should be supported by a 

relatively modest number of patents.27 

 

 Soon, the Donaldson strategy was netting Texas Instruments more than one 

billion dollars per year in revenue28.  Unlike a billion dollars worth of sales of a 

product which may produce only a slim profit because of the cost of making, 

marketing and servicing a product — in the case of the nonexclusive royalty 

income, this was pure profit:  Apart from the overhead of creating a license and 

                                                                                                                                                                                                                 
intention of protecting improved Xerox products and processes but, rather, to fence out 
competitors and block others from making plain paper copiers, and that Xerox' failure to use 
many of its patents reflected this intent. SCM further complained that Xerox' patents were so 
numerous and complex, that they created a 'thicket' that prevented designing around the 
patents."). 
 
 26 Robert P. Merges, Contracting into Liability Rules: Intellectual Property Rights and 
Collective Rights Organizations, 84 Calif. L. Rev. 1293, 1293 (1996) ("[B]usinesspeople and 
scholars alike have complained of the increasing burden of obtaining intellectual property 
licenses and, failing this, litigating intellectual property disputes. Intellectual property experts, 
especially scholars, have responded to this burgeoning thicket of rights with a series of initiatives 
to expedite deal making by means of statutory compulsory licensing."). 
 

27In contrast to IBM – which obtained 570 patents in 1985, Texas Instruments had less 
than 200 (197).  The more selective filing strategy of Texas Instruments has continued today 
with the two most recent years having totals of 753 (2000) and 840 (2001), far less than IBM 
which in the same period had 2886 and 3411, respectively. 

  
 28 Wineburg & Mantell, Managing Intellectual Property — An International Capital 
Asset, 99 Com. L.J. 366, 383, n. 2 (1994) ("Texas Instruments' patent portfolio has became an 
independent profit center, contributing approximately one billion dollars annually."). 
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occasionally bringing suit to keep the industry in line, the patent tax of the 

nonexclusive license was pure gravy for Texas Instruments.  

 

  C. The Indiscriminate Patent Tax Model (IBM)  

    

 IBM followed suit but in a way that de-emphasized individual worth of 

patents and their quality and instead provided a flood of patents create a base for a 

patent tax.  IBM has now amassed a patent portfolio measured in tens of thousands 

with a grant rate at a clip of over 3000 per year. 29 

 

                                                                 
 29Using statistics from 2000, it will be seen that IBM and others with a largely defensive 
posture simply dominated the statistics of granted patents.  According to figures published by the 
Intellectual Property Owners, Inc., the top twenty-five patent holders for the year 2000 
cumulatively gained 25,112 patents; they included no pharmaceutical company nor other 
typically offensive filers.  Indeed, the only chemical company on the list was no. 17 Eastman 
Kodak which had 875 patents.  
 
 The top twenty had patents ranging from 2886 for the leader — IBM — to 693 for no. 20 
U.S. Philips.   
 
 The top 20:  IBM; NEC Corp.;Canon K.K.; Samsung Electronics Co., Ltd.; Lucent 
Technologies Inc.; Sony Corp.; Micron Technology, Inc.; Toshiba Corp.; Motorola, Inc.; Fujitsu 
Ltd.;  Matsushita Electric Industrial Co., Ltd.; Advanced Micro Devices, Inc.; Hitachi, Ltd.; 
Mitsubishi Denki K.K.; Siemens A.G.; Hewlett-Packard Co.; Eastman Kodak Co.; Intel Corp.; 
General Electric Co.; U.S. Philips Corp. 
 
 The largest chemical company, BASF, ranked no. 22 with 589 patents.   
 
 Pharmaceutical companies do not even make the list of top filers until one gets to no. 85 
Merck & Co.  The top five pharmaceutical companies collectively gained 783 patents (with 
overall numerical ranking in parenthesis): 
 
 1.  Merck & Co. (85)    182 
 2.  Eli Lilly  (91)    161 
 3.  Pfizer (98)     153 
 4.  Incyte Pharmaceuticals (103)  147 
 5.  Novo Nordisk A/S (110)   140 
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 For the 1990's and continuing through today, IBM now has the largest 

number of domestic patents of any company and also reaps a billion dollar plus 

profit from its assessment of patent taxes against the industry.  But, if anything, 

IBM has taken a strategy of gaining as many patents of a relatively narrow scope 

and at the lowest possible cost per patent, where a broad scope for a particular 

patent is generally out of the question.   With very narrow patents, there may well 

be ways to navigate even between the literally thousands of IBM patents in its 

portfolios.  But, rather, with so many thousands of patents, they operate more like 

land mines in a vast field:  One can avoid each of them without an "explosion", but 

it is more efficient simply to pay a land mine patent tax to IBM to have a free pass 

through the mine field. 

 

 At least some of the IBM patent portfolio have claims that border on the 

ridiculous to even the layman and clearly could never be enforced. Professor 

Thomas has criticized IBM's mass filing of patent applications, pointing specifically 

to the IBM toilet reservation "business method" patent.30  As a result of this patent, if 

valid, each time Little Sally asks Mommy for permission to go to the bathroom, 

whenever Mommy says, "now" – “notifying [Little Sally] when the restroom is 

available for her use”, she's guilty of an act of patent infringement.31      

 

                                                                 
  30John R. Thomas, The Responsibility of the Rulemaker:  Comparative Approaches to 
Patent Administrative Reform, Tenth Annual Conference on International Intellectual Property Law 
& Policy, April 4-5, 2002, Fordham University School of Law, reproducing Boles et al., U.S. Patent 
6,239,919 (2001).  Claim 1 is to "[a] method of providing reservations for restroom use[ ] 
comprising[ ] receiving a reservation request from a user; and notifying the user when the restroom 
is available for his or her use." 

  31It should have taken no more than a second for an Examiner to have recognized that there 
have been Mommies and Sallies performing the bathroom routine for ages:  No prior art search was 
necessary to deny this claim under 35 USC § 102(b). 
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 The land mine strategy is seen from the fact that IBM essentially never 

considers the possibility of tailoring its protection after a first filing.  This is 

manifested by one of the lowest rates of provisional filings of any domestic 

organization in the country — and the lowest for any company with a volume of 

granted patents even closely approaching the sheer numbers obtained by IBM  

Thus, one of the indicia of a domestic company's foresight in seeking broad 

protection is the fair use of provisional applications:  If one files a provisional 

application, this necessarily means that the application will be later replaced by a 

regular application, thereby giving the applicant the opportunity to better fine-tune 

his patent application at the first anniversary of the filing of the provisional32  

While General Electric obtained a large number of patents, it had a significant 

minority of its patents granted based on a provisional application — 13 %  —  

which is some indication of an intention when filing to provide a basis for keeping 

the door open to later crafting the optimum specification.   While General Electric 

had this relatively high percentage of provisional-based patents with its impressive 

portfolio of nearly 1000 patents per year, IBM, to the contrary, obtained the largest 

number of patents of any company — at a rate of well over 3000 per year — but its 

provisional base in only 2 % of its patents.   In some areas, of course, patents are 

needed much later but not at all in the early stages of evolution of an invention:  

This is manifested by the pharmaceutical area where well over half the domestic 

origin patents are based upon at least one provisional application with Pfizer, Eli 

                                                                 
32 A provisional application is able to support a regular patent application as a priority 

document for only one year.  A filing made thereafter cannot tie a priority right to the provisional 
application.  When the regular application is filed, omissions or other imperfections that can now 
be better seen in hindsight can often be fixed by replacing the provisional with a continuation- in-
part application. 
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Lilly & Merck each having from 59 to 84 % of all patents based upon 

provisionals.33  

 

 Even in its own area of technology, IBM in terms of technical innovations 

may have been eclipsed in innovations by others,34 yet it has been able to generate a 

$ 1.7 billion patent tax on the industry in 2001.35 Its research expenditures are 20 % 

                                                                 
 33 A recent six month period showed the number of patents granted where priority is 
claimed to a provisional (first column) and the total number of patents granted in that period 
(second column) to yield the percentage of patents that is based upon at least one provisional 
application: 
 
General Electric    61 468   13 % 
Motorola   13 316     4 % 
Kodak    13 307     4 % 
IBM    40 1664     2 % 
Micron Tech.    22 818     3 % 
Ford Motor     6             0                                   0 % [note a] 
 
Pfizer    49   83   59 % 
Eli Lilly   35   48   73 % 
Merck    64   76   84 % 
 

To the extent that any applications are based upon foreign-made inventions, they were 
not noted in this study, and skew the result s:  This study does not take into account any patents 
based upon foreign priority applications.  Patents were studied for the six month period August 
7, 2001 — February 5, 2002 (the latest period for which data was available when the search was 
conducted). 

Note a: The Ford Motor statistics seemed, at first, not representative as based upon too 
short a period of time.  Therefore, an 18 month period was selected, starting with August 1, 
2000, which did show a total of 81 patents granted, but none was a provis ional. 

 34 David Kirkpatrick, The Future Of IBM ; Lou Gerstner seems to have pulled off a 
miracle. SamPalmisano will have to be at least as good, Fortune (February 18, 2002) ("IBM's 
vaunted R&D program * * * for decades has failed to translate breakthroughs into products. 
* * * Throughout the Gerstner years IBM has been the world leader in new patents; it earns well 
over $1 billion a year licensing those patents. Yet all that seems less impressive when you 
consider that in storage, networking, databases, and Unix servers, IBM has been eclipsed--during 
Gerstner's tenure — by EMC, Cisco, Oracle, and Sun.") 
 
 35 Sara Sowah, Patents, Electronic Times, p. 16 (January 21, 2002)( 2002 WL 12844078) 
("IBM has been awarded more US patents than any other company. The company, which spends 
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of the $ 30 billion spent each year by the pharmaceutical industry36; but, it has 

obtained more than 50 % the total number of patents granted to the entire 

pharmaceutical industry. 37 

 

 D.  Industry by Industry Changes and Numbers 

 

 If one had viewed the patent landscape thirty years ago, one would have had 

a clearer division of offensive areas — most notably the pharmaceuticals — and a 

large bulk of all patents granted to defensive areas, which would have included the 

Texas Instruments, IBM and other companies that are today's large patent filers.  

But, even though a collective income in the low billions is quite impressive for the 

Texas Instruments, IBM's and others, the heart and soul of the patent system in 

sheer revenue goes not to those with numbers of patents but those with quality 

offensive patents.  Whereas IBM generates more than 3000 patents, the huge 

revenues of a Merck, Eli Lilly and Pfizer that are based strictly on patents are 

collectively  at least an order of magnitude greater than the patent income of an 

IBM.  But, the rate of patent grants to Merck, Eli Lilly and Pfizer averages only 

about 140 per year.   

 

                                                                                                                                                                                                                 
more than $5bn on R&D every year, was awarded 3411 patents [in 2001]. * * * An IBM 
spokesman said: "In addition to our $ 5[,100,000,000] annual R&D budget, patents are also an 
important source of intellectual property, which contributes strongly to the royalties that IBM 
earns from its technologies. In 2000, IBM earned $ [1,700,000,000] licensing its technologies."). 
 
 36 Statement of Gerald H. Mossinghoff, testimony before the Federal Trade Commission, 
February 6, 2002, pp. 11-12,  

http://www.ftc.gov/os/comments/intelpropertycomments/mossinghoffgeraldj.pdf. 
37 Id  (estimating that there are 6,751 patents granted each year to the entire 

pharmaceutical industry). IBM obtained 3411 patents for 2001. 
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 Additionally, the automotive industry is out in the cold insofar as patents are 

concerned.38 

 

IV.  PLUGGING THE LOOPHOLES IN THE SYSTEM 

 

 Surely, if there are trivial patents that can be designed around, why does 

industry pay tribute through payment of a patent tax.  The answer is complex.  

First, there are far too many patents to simply design around all of them.  Many of 

them may well be invalid or, if properly contested, have a narrow scope that could 

be designed around.  Yet, the system, too, has shortcomings that are particularly 

unique to the United States. 

 

 It should also be acknowledged that there in not yet a unanimous view that 

the IBM and other "hold up" patent strategies are at all a problem for the system.  

Indeed, no less an authority than Professor Lemley sees the dollar value of such 

patents at a much lower rate; while he acknowledges the "holdup" aspect of weak 

patents that are difficult to challenge in the American system,39 he sees this as a 

"sort of 'nuisance value' claim[.]" 40  He calculates that the entire cost for all "holdup 

licenses" throughout the patent system as $ 443 million annually. 41 

                                                                 
38The two surveys, supra, show a disproportionately low number of patents granted to 

Ford Motor over the recent period of time. 
39 Mark A. Lemley, Rational Ignorance at the Patent Office, 95 Nw. U. L. Rev. 1495, 

1518 (2001) ("Holdup Licensing. — Patent owners might try to game the system by seeking to 
license even clearly bad patents for royalty payments small enough that licensees decide it is not 
worth going to court."). 

 40 Id. 

 41 Id., at 1517-19 (footnotes omitted) ("It is hard to know how much money is transferred 
from licensees to patentees through such holdup claims, and (more important for my purposes) 
how much less money would be transferred under a more robust examination system. But with 
some plausible assumptions, we can generate some ballpark figures. To calculate an upper bound 
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 Several solutions are indicated: 

 

 

 A.  An Opposition System to Filter Out Clearly Invalid Patents 

 

 It is easy to see that there is a problem with the patent examination system. 

Professor Lemley has his finger on the public pulse when he notes that "[t]he PTO 

has come under attack of late for failing to do a serious job of examining patents, 

thus allowing bad patents to slip through the system. The criticism is particularly 

strong in specific industries, notably software and Internet "business method" 

patents, in which the PTO has arguably failed to respond quickly enough to 

                                                                                                                                                                                                                 
on the avoidable social costs from holdup licensing, I begin by recognizing that the possible 
number of holdup situations is limited by the total number of patents licensed for revenue or 
litigated but settled. There are 6,750 such patents per year--5,250 licensed without litigation, and 
1,500 litigated but not tried. Next, the avoidable holdup situations are a function of how many of 
those patents will be weeded out through eighteen hours additional examination. I earlier 
determined a high estimate for that number to be around ten percent of total patents. This means 
that, at most, 675 new patents per year are involved in avoidable holdups. This number is no 
doubt an exaggeration because it assumes that every instance of licensing without litigation is in 
fact a holdup attributable to a bad patent and not to a legitimate business deal. A more plausible 
(but still extremely high) number would be that half of those deals are legitimate, and the other 
half are holdups. If so, we are talking about 338 patents involved in ho ldups. Those patents may 
be asserted against multiple parties. 
 
 What is the cost to industry of such holdups? Presumably each licensee being held up 
would not be willing to pay more than the cost of litigating the patent. If the patentee demands 
more, the licensee ought to be willing to go to trial instead. The weighted cost of litigation is 
$ 656,000. The total cost depends on how many defendants will be held up in this way. Earlier, 
we assumed that the average number was two per patent, a blended estimate reflecting the 
number of potential licensees actually approached, potential cost savings if defendants pool their 
resources, and the increased likelihood that at least one case will result in litigation as the 
number of potential licensees increases. Thus, even under the assumptions made here the 
maximum likely social cost of licensing holdups is 338  patents times two licensees each times 
$656,000, or $443 million."). 
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changing legal circumstances. * * * [T]he common thread among them seems 

intuitively obvious: the PTO should do a more careful job of reviewing patent 

applications and should weed out more 'bad' patents."42 

 

 But, the answer is not to sink more resources into patent examination:  This 

has been the failed experiment of the past generation as the PTO has ballooned into 

a massive sinkhole of literally thousands of patent professionals:  Bigger is not 

better.   

 

 A fundamental principle of the opposition system is that instead of spending 

some examiner time in an ex parte examination on every case, ensuring that a 

mediocrity is achieved across the board, with an opposition system, precious 

government resources are highly pinpointed onto only those very small percentage 

of cases that the public itself identifies as being of critical importance by virtue of 

the filing of an inter partes opposition:  Indeed, less than ten percent of all patents 
                                                                 
 
 42 Mark A. Lemley, Rational Ignorance at the Patent Office, 95 Nw. U. L. Rev. 1495, 
1495-96 (2001); in accompanying footnotes he cites Professor Julie E. Cohen, Reverse 
Engineering and the Rise of Electronic Vigilantism: Intellectual Property Implications of "Lock-
Out" Programs, 68 S. Cal. L. Rev. 1091, 1177-80 (1995); Andy Johnson-Laird, Looking 
Forward, Legislating Backward?, 4 J. Small & Emerging Bus. L. 95, 120-24 (2000); Jay P. 
Kesan & Marc Banik, Patents as Incomplete Contracts: Aligning Incentives for R&D Investment 
with Incentives to Disclose Prior Art, 2 Wash. U. J.L. & Pol'y 23 (2000); Robert P. Merges, As 
Many as Six Impossible Patents Before Breakfast: Property Rights for Business Concepts and 
Patent System Reform, 14 Berkeley Tech. L.J. 577 (1999); John R. Thomas, Collusion and 
Collective Action in the Patent System: A Proposal for Patent Bounties 2001 U. Ill. L. Rev. 305, 
316-22; Simson Garfinkel, Patently Absurd, Wired, July 1994, at 104; James Gleick, Patently 
Absurd, N.Y. Times Magazine, Mar. 12, 2000, at 44; Lawrence Lessig, The Problem with 
Patents, Standard, Apr. 23, 1999, available at http:// www.thestandard.com/article/display/ 
0,1151,4296,00.html; Greg Aharonian, Patenting the Internet, Electronic Commerce, 
Bioinformatics, at http:// www.bustpatents.com/index.html; Jeff Bezos, An Open Letter on the 
Subject of Patents, at http://www.amazon.com/exec.obidos/subst/misc/patents.html; Mark A. 
Lemley et al., Software and Internet Law 333-34 (2000); Julie E. Cohen & Mark A. Lemley, 
Patent Scope and Innovation in the Software Industry, 89 Cal. L. Rev. 1, 42-45 (2001). 
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would be opposed in a typical system.43  Academics are now giving favorable 

consideration to the opposition system as one way of improving the American 

patent system.44 

 

 Unlike the opposition systems in Japan, Germany and the European Patent 

Convention, industry itself polices recently granted patents.  Under a model 

opposition system, a quick and inexpensive third party attack should be possible 

that would serve three major objectives. 

 

 First, the obviously invalid patent would be screened out by such a 

proceeding. 

   

 Second, even where there is inventive merit somewhere within a patent, 

often the claims as granted are far too broad — reading on obvious modifications 

                                                                                                                                                                                                                 
 

43 The author's own studies from the mid-1990's showed an overall rate of oppositions 
from the commencement of the European patent system in 1978 at a rate of eight percent.  For 
recent years, apparently even this figure is too high.  See Mark A. Lemley, Rational Ignorance at 
the Patent Office, 95 Nw. U. L. Rev. 1495, 1525 (2001) ("[Professor] Merges reports that in 
Europe between 1994 and 1997, only about 6.5% of issued patents were opposed.") (citing 
Robert P. Merges, As Many as Six Impossible Patents Before Breakfast: Property Rights for 
Business Concepts and Patent System Reform, 14 Berkeley Tech. L.J. 577, 613, table 2 (1999) ). 

 

 44 Testimony of Richard C. Levin, President, Yale University, FTC/DOJ Joint Hearings 
on Competition and Intellectual Property Law, Washington, D.C., February 6, 2002, 
http://www.ftc.gov/os/comments/intelpropertycomments/levinrichardc.htm ("An[ ] idea worthy 
of consideration would be to institute a system of post-grant review under which third parties 
could challenge the validity of a patent on grounds other than the narrow ones now permitted 
under the current re-examination procedures. A low-cost administrative review procedure might 
reduce the need for costly infringement litigation, and wasteful investments by those later judged 
to have infringed a valid patent might be avoided. A speedy procedure might also produce great 
social benefit by clarifying at an early stage the appropriate standard of nonobviousness and the 
scope of permissible claims in emerging areas of technology.") 
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of the prior art.  Here, the patent would be cut back to an appropriate scope, 

providing blaze marks for third parties to design around such patents.   

 

 Third, in the majority of cases, even where the patentee ends up with some 

or all of his claims at the end of the proceedings, he will be forced through tough 

inter partes proceedings to defend his grant with arguments that will help to shape 

the scope of prosecution:  Many patents today are allowed with a weak challenge 

in ex parte proceedings with the result that a wide penumbra of possible protection 

under the doctrine of equivalents remains 45   The prosecution history estoppel that 

inevitably follows in a tough inter partes proceeding will provide legal limits to the 

scope of protection, unfettered by the doctrine of equivalents.46 

 

                                                                 
45 Even if the scope should be limited, if a trial judge does not grant summary judgment 

of noninfringement to take the case away from a jury — or to enter JMOL after a jury verdict — 
there is small solace that the Federal Circuit may reverse on appeal:  In the meantime, the 
accused infringer's factory has been shut down through the norm of injunctive relief for the 
months (or longer) until a final reversal is obtained from the Federal Circuit.  While the Federal 
Circuit issues prompt decisions on appeal, this, too, is somewhat panel-dependent; in some cases, 
a decision is not given for many months.  In one case, albeit atypical, the decision was rendered 
more than three years after oral hearing. 

 The classic example of how injunctive relief at the end of trial literally shuts down an 
entire business is seen from the entire elimination of the Kodak instant film business based upon 
a trial court's injunction.  With literally thousands of workers to be thrown out of employment 
because of the injunction and with the business to be shut down, the appellate court refused to 
stay the injunction pending the outcome of the appeal.  Polaroid Corp. v. Eastman Kodak Co., 
833 F.2d 930 (Fed. Cir. 1986) (denying stay of injunction pending appeal). 
 

While the odds are that a decision will be rendered rather promptly by the average panel, 
the insecurity of injunctive relief for any amount of time is hardly comforting to the real world of 
business decisions that must ensure that a factory stays open and in production. 

46 The patentee simply will have to make estoppel-generating arguments where his 
primary goal is to maintain the validity of the patent:  To refrain from a strong defense of the 
validity of a weak patent is to possibly concede losing everything, 
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 Fourth, the patent gamesmanship involved with filing hundreds of patents on 

marginal improvements will be sharply curtailed if there is an opposition system.  

No corporate entity can afford to file in the thousands of applications each year 

when they recognize that a great many will be knocked out through an opposition, 

whilst the cost of maintaining the rest of the patents that are borderline patentable 

will become excessive.  At least, the great numbers of cases will be greatly 

reduced. 

 

 Fifth, the leverage of the patentee to compel settlements will be greatly 

mitigated with more of a balance to equal the playing field for industry.  As 

matters stand today, a large corporate organization is able to present a large patent 

portfolio as a fait accompli to industry:  Next comes a friendly visit or a warning 

letter.  Without an opposition system, a third party will more than likely come to 

terms with a "reasonable" royalty proposal.  But, if there is an opposition system, 

industry instead will be able to take the initiative and shoot at the reckless patentee 

who can no longer present a fait accompli package of patents. 

 

 

 B.  Trial Courts with Patent Expertise 

 

 Unpredictability of outcome of a patent litigation necessarily skews the 

equation toward acceptance of the patent tax in lieu of litigation , what Professor 

Moore calls "over-compliance" by competitors.47 

                                                                 
 47 Kimberly A. Moore, Forum Shopping in Patent Cases: Does Geographic Choice Affect 
Innovation?, 83 J. Pat. & Trademark Off. Soc'y 558, 602 (2001) ("Unpredictability in the system, 
which causes systematic over-compliance by competitors, is inefficient and robs the public of 
competing products."). 
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 Even a patent which to the objective patent expert would appear to be 

invalid based upon objective criteria of patentability, it nevertheless is a powerful 

in terrorem weapon against the industry that can ill afford to defend itself in a court 

where a judge is unlikely to grant summary judgment of invalidity — leaving the 

fate on validity to the hands of a jury. 48  Great disparity exists on validity 

determinations simply based upon forum shopping. Professor Moore explains that 

a patentee wins 68 % of all cases in the Northern District of California but only at a 

30 % rate in Massachusetts.49 

 

 Too often, the picture is painted of the U.S. patent enforcement system as 

being represented by what happens in the Alexandria division of the Eastern 

District of Virginia, Wilmington or certain California courts.  What these courts 

have in common is a relatively heavy diet of patent cases. Only a small minority of 

the ninety-four federal courts receive the bulk of all patent filings.50  Precisely 

                                                                 
48 To be sure, there is always the right of an appeal to the Federal Circuit if the trial judge 

refuses to intervene where a jury hands down a ruling in favor of the patentee that is clearly 
unsupported.  But, this is small solace to the accused infringer who generally will be faced with 
an injunction shutting down his commercial operations during the pendency of the appeal:  It is 
hardly a satisfactory business strategy to refuse to pay a relatively small running royalty as a 
patent tax as opposed to running the risk of having a business line shut down at the end of a trial 
— whether or not there ultimately is a reversal by the Federal Circuit months (or in rare cases 
years) later. 

 49 Kimberly A. Moore, Forum Shopping in Patent Cases: Does Geographic Choice Affect 
Innovation?, 83 J. Pat. & Trademark Off. Soc'y 558, 583, Table 8 (2001). 
 
 50 Kimberly A. Moore, Forum Shopping in Patent Cases: Does Geographic Choice Affect 
Innovation?, 83 J. Pat. & Trademark Off. Soc'y 558, 571-72 (2001) ("[M]ost patent cases are 
brought in only a handful of jurisdictions. * * *  The top five district courts have 29% of all 
patent cases terminated in the ninety-four district courts during this five-year period, but only 
15% of all civil case terminations during the same period. The top ten jurisdictions combined 
have 44% of all patent cases terminated, but only 23.5% of all civil cases terminated. * * * 
[J]urisdictions like Delaware, Massachusetts, the Northern and Central Districts of California, 
the Eastern District of Virginia, the Northern District of Illinois, and Minnesota, where there are 
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because of the great number of patent cases filed in these several courts, a 

sufficient expertise and reputation has been generated such that there is a critical 

mass of patent cases to permit an expert level of handling of patent infringement 

and validity matters. 

 

 It is not necessary, therefore, to have a specialized court to deal with patents, 

but, rather, the system works well when a critical mass of patent cases resides 

within any particular court. 

 

 Where the United States falls down in this regard is that the names 

Alexandria and Wilmington stand out as exceptional patent venues:  The great bulk 

of all patent cases is heard before courts where it is more likely that a particular 

patent case is the very first one before the judge — or his first patent case in a 

considerable period of time.  On what basis is a judge standing in such a position to 

exercise tight control over discovery and march a case to a speedy trial?:  On what 

knowledge base — patent law or technology — is the trial judge going to be able 

to devote sufficient time to master the intricacies of a particular law and 

technology to grant summary judgment where it is warranted, vis a vis letting a 

doctrine of equivalents matter go to a jury? 

 

 The model that the United States should follow is a modification of the 

German model; this would provide the least disruption of the current system and 

retain patent cases in courts of general civil and criminal jurisdiction.  We would, 

                                                                                                                                                                                                                 
sizeable differences between civil case terminations and patent case terminations, raise 
questions. Each of these jurisdictions handles a much higher percentage of the nationwide patent 
caseload than they do of all civil cases.") 
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in other words, keep them where they are, in the Federal District Courts.  The 

critical integer of the German system that is lacking in the United States is that 

whereas each and every federal court in America has jurisdiction to hear patent 

cases — thereby encouraging forum shopping for the party with an objectively 

weak position to find a court that will not curtail discovery, perhaps not give full 

consideration to summary judgment motions and otherwise let a case slide — the 

German system expressly limits the patent jurisdiction to only a minority of its 

Landgerichte — its several trial courts spread throughout Germany.  As a result, 

the Dûsseldorf Landgericht is justifiably considered one of the very best patent 

courts in the world.51 

                                                                 
51 See Wegner, Improved U.S. Patent Enforcement Procedures:  Modifying Section 337, 

4 WORLD INTELLECTUAL PROPERTY REPORT (BNA) No. 4, p. 83 (April 1990). 

To be sure, it is not simply the high concentration of patent cases in this particular trial 
court that provides this edge.  With the large number of patent cases in this court, a specialized 
chamber is provided that exclusively hears patent cases.  At the appellate level at the equivalent 
to a Circuit Court, the Dusseldorf Oberlandesgerichtshof, too, has a specialized chamber for 
intellectual property causes.  This degree of specialization even goes to the Supreme Court, the 
Bundesgerichtshof. 

                Responsive to a Notice by the Assistant Secretary of Commerce and Commissioner of 
Patents and Trademarks, the Hon. Harry F. Manbeck, Jr., May 8, 1991, 56 Fed. Reg. 22702-02 
(May 16, 1991), the author presented a paper, Intellectual Property Reform for the 1990's. 
further elaborating on this proposal.  In the resultant report of the Advisory Commission on 
Patent Law Reform [1992], recommendation (a) on patent litigation, Restriction of Patent 
Jurisdiction to a Single District Court Per Circuit, explained that “[t]his proposal seeks to build 
expertise of one court per district in the conduct of patent litigation.  With this increased 
expertise, courts would be able to more effectively control litigation proceedings, and ensure 
consistency in the application of substantive patent law.  A single court could also draft local 
rules and employ court personnel to address unique aspects of patent litigation.  Furthermore, the 
designated court could be selected on the basis of a relatively low volume of criminal cases, thus 
avoiding the problems in scheduling and interruptions facing many district courts in high-crime 
regions. Implementation of this restricted jurisdictional scheme would require only a modest 
change to the Federal Rules of Civil Procedure.”   
 

 The Commission further noted that “[o]f course, the restricted jurisdictional provision 
would reduce the flexibility currently available to parties to file action pursuant to the general 
jurisdictional authority.  Yet, patent practice is an essentially national practice in the United 
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 The United States could, overnight, implement a system to concentrate the 

patent cases in one or several district courts throughout the United States simply by 

enacting a statute to do so.52 Professor Moore's study strongly supports the result,53 

but favors the creation of a specialized patent tribunal. 54 

 

 C.  Administrative Revocation of Patents 

 

 The current system of patent reexamination is a failed experiment that 

should be abolished.55  In many ways, a greater nightmare would be created if the 
                                                                                                                                                                                                                 
States.  The costs in terms of lost flexibility associated with this change would appear to be 
relatively minor in comparison to the prospective benefits in uniformity of practice.” 

52 Perhaps the most flexible way of implementing this system that would permit judicial 
determination of the most appropriate courts to handle patent cases from a standpoint of 
workload and other factors would be to empower each regional circuit with the authority to 
nominate one or more — or all — of its trial courts as having the exclusive or shared trial 
jurisdiction for patent cases.  This could be modified from time to time as seen practical by the 
Regional Circuit.  (While patent jurisprudence is within the exclusive jurisdiction of the Federal 
Circuit, the determination of manpower and other local factors necessary to best determine which 
courts within a region should handle patent cases is better left to the local courts.) 

 53 Kimberly A. Moore, Forum Shopping in Patent Cases: Does Geographic Choice Affect 
Innovation?, 83 J. Pat. & Trademark Off. Soc'y 558, 589-90 (2001) ("If most patent cases were 
brought in a few choice jurisdictions (creating a group of patent courts), the judges in those 
jurisdictions would develop expertise with patent case management and patent law. These judges 
would be more efficient at resolving patent cases; even though the technology changes from case 
to case, exposure to the substantive law and its application would increase judicial efficiency. 
Over time, these judges would establish track records, increasing outcome predictability and 
decreasing litigation. Hence the status quo, where plaintiffs have limitless venue options, has 
resulted in the consolidation of patent cases among a few select jurisdictions. In this way, patent 
holders have effectively created their own specialized courts, which may be a more efficient 
system of adjudication than an equal division of cases among the ninety-four judicial districts. 
Maximum efficiency in this respect would be achieved by a single, specialized trial court for 
patent dispute resolution.") 
 

54 Id. at 596-97. 
55 But, it is then all the more critical that the United States introduce an opposition system 

to permit challenging any patent shortly after grant. 
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current system were fixed to permit third parties full access to challenge patents.  

Imagine if a patentee at any time during the life of the patent could have his rights 

challenged by a cheap and effective administrative revocation system?56  There 

would be no incentive for a third party to immediately file a reexamination where 

he knows that a patent is invalid.    Rather, the third party, armed with a strong 

basis for invalidity, would have every incentive to maintain his silence and reap the 

benefits of holding off with an attack. 57  The lack of quiet patent title that would be 

generated by an open-ended, strong reexamination system would have a chilling 

effect on creating a financial backing for patent-based new technologies:  Once 

Wall Street would learn of the instability of the patent right due to an open-ended, 

strong reexamination system, this would greatly diminish an investor's certainty 

and provide a significant disincentive to develop patent-based technologies. 

 

 

 D.  Japan-U.S. "Patent Worksharing" 

 

 "Patent worksharing" has been discussed for several years. 58  In brief, the 

system may be described in the following manner: 

                                                                 
56 Under 35 USC § 302, it is expressly provided that reexamination may be commenced 

at any time, as opposed to the six month period for an opposition in Japan or the nine month 
period for a parallel proceeding in the European Patent Office. 

57 The industry — beyond the patentee and the particular third party armed with the prior 
art — is presumably not aware of the weakness of the patent and may avoid entering the field.  
(Obviously, there would be patent misuse implications, if not an outright antitrust violation, for 
the third party to collusively maintain the validity of the patent.) 

 58 For an outline for a "patent worksharing" system, see Wegner, PATENT 
HARMONIZATION (1993). The original proposal for a patent harmonization model law is 
found in Wegner, Patent Law Simplification and the Geneva Patent Convention, 14  AM. 
INTELL. PROP. L. ASS'N Q. J. 154 (1986), parts of which were embodied in patent reform 
legislation introduced in 1992.  See Wegner, Testimony before Joint Hearings on S. 2605 and 
H.R. 4978 Before the Senate Subcommittee on Patents, Copyrights and Trademarks and the 
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 "Patent worksharing" is gradually being introduced around the 
world: Instead of having several patent offices conduct independent 
examinations of parallel patent applications to the same invention, 
with patent worksharing, the work of the first examining office is 
"piggybacked" by other offices: Instead of making a fresh, complete 
examination in second and subsequent countries, the benefits of the 
first examination results are used in the other countries. The patent 
applicant who has received a thorough examination in one country 
will then tailor his claims in the other offices, generally citing the 
examination results (including prior art) to the other offices. This 
makes it far, far easier for the examiners in the second and subsequent  
countries to do their tasks.  

 

 As Americans seek patent protection in China, Brazil and other 

developing countries under the current World Trade Organization (WTO) 

regime, they are trying to spread the benefits of their inventions on a broader 

territorial base, while reaping the rewards of increased sales and profits for 

                                                                                                                                                                                                                 
House Subcommittee on Intellectual Property and Judicial Administration of the House and 
Senate Committees on the Judiciary, 102d Cong., 2d Sess. (April 30, 1992).  See also John R. 
Emshwiller, Patent-Law Proposals Irk Small Inventors, THE WALL STREET JOURNAL, p. 
B1, April 30, 1992; id., U.S. Inventors Say Change In Patent Law Is Bad Idea, ASIAN WALL 
STREET JOURNAL (May 1, 1992); hearings reported, BNA'S PATENT TRADEMARK AND 
COPYRIGHT JOURNAL, May 14, 1992, and Legislation: Patent System Harmonization 
Legislation is Debated in Joint Senate-House Hearing, 44 BNA'S PATENT, TRADEMARK & 
COPYRIGHT JOURNAL 3 (1992); Keith M. Kupferschmid, Prior User Rights:  The Inventor's 
Lottery Ticket , 21 AM. INTELL. PROP. Q. J. 213-254, 226, n. 48 (1993); Paul A. Ragusa, 
Eighteen Months to Publication:  Should the United States Join Europe and Japan by Promptly 
Publishing Patent Applications?, 26 GEO. WASH. J. INT'L L. & ECON. 143, 158 (1992); R. 
Carl Moy, The History of the Patent Harmonization Treaty:  Economic Self-Interest as an 
Influence, 26 J. MARSHALL L. REV. 457, n. 30 (1993); see also Charles Gholz, in Franklin 
Pierce Law Center's Fifth Biennial Patent System Major Problems Conference, 36 IDEA: J.L. & 
TECH. 350, 352 (1996); Nancy Linck, in Franklin Pierce Law Center's Fifth Biennial Patent 
System Major Problems Conference, 36 IDEA: J.L. & TECH. 350, 364-65 (1996); J.H. 
Reichman, Compliance with the TRIPs Agreement: Introduction to a Scholarly Debate,  29 
VAND. J. TRANSNAT'L L. 363, 381-83 (1996) (discussing TRIPs compromises proposed as 
"bargaining chips in a future harmonization exercise that Wegner hopes will produce the 
ingenious 'patent worksharing' arrangement he advocates."). 
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American inventors and industry. Yet, it is increasingly more difficult to 

obtain rapid grants of patents in these countries, thanks to the success of 

increased filings and the expense of running a local patent office. All of the 

developing countries are taking advantage of "piggybacking".  

 

 America is the victim of piggybacking, because America examines 

first, so that virtually all other parallel examinations are piggybacked off the 

U.S. examination. 59  

 

 Perhaps the least glamorous but most self-evident reform is for the 

examining corps of the PTO to be cut down to a manageable size while giving 

more time per case for each Examiner.  The PTO of the 1960's had a reasonable 

number of Examiners — under 1,000 — whereas today the agency is bulging at the 

seams, spilling over to the Taj Mahal of government edifices that is now under 

construction in Alexandria as the new home of the PTO and its roughly 7,500 

employees. 

 

 The answer has been obvious to everyone but those who want to build a 

bigger and more expansive patent empire:  We must begin to share the patent 

examination workload with the parallel patent granting authorities of the world.  

Every Office must do its share and examine a certain proportion of the patent 

applications that are filed in parallel on a routine basis. 

 

                                                                 
59 Testimony of the author to the United States House of Representatives Judiciary  

Subcommittee on Courts and Intellectual Property , February 26, 1997, Hearing on the  
"21st Century Patent System Improvement Act" (H.R. 400), 1997 WL 87469 (F.D.C.H.). 
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 The way the system works today, a patent applicant files a usually home 

country first application, and then on or just before the first anniversary60 seeks 

protection in the several states around the world.61   Then, all the major patent 

granting authorities should conduct a parallel examination independent of 

collaboration with other Offices or without consideration of the work of the sister 

authorities.  In fact, however, it is the United States Examiner who goes first, 

before his or her colleagues from around the world.  This is largely a self-inflicted 

wound of the United States system that has placed a premium on prompt 

examination.  Thus, essentially all U.S. applications are examined for the first time 

by a U.S. Examiner without benefit of the work of his or her colleagues around the 

world.  With a growing backlog of cases in the European Patent Office, more and 

more the initial examination has been completed in the United States before the 

European search has commenced.62  Japan virtually always commences its 

                                                                 
60 Under the Paris Convention in its 1967 Stockholm Revision, if one files in any union 

state within this one year period (and meets various formalities), then each application in a union 
state is back-dated to the first filing date as its priority date.  (Without this priority date, any 
application filed after the first case would stand or fall on its actual filing date.  This would mean 
that the applicant's own publication or use of the invention after his first filing but before the 
filing in the union state may be invalidated:  Most countries of the world will deny a patent if, 
before the effective filing date, there has been any publication or — for Europe and Japan — 
even an oral disclosure of the invention anywhere in the world.) 

61 Within the Paris Convention, Art. 19 permits subsidiary treaties such as the Patent 
Cooperation Treaty (PCT).  The PCT may be used for foreign filing on this first anniversary.  
But, it is only a holding action, as within 30 months from the date of the home country or other 
first filing, the PCT application is exploded into individual national filings (as part of the 
"national stage"). 

62 This is generally true for most applications of U.S. applicants.  It is not necessarily true 
in the case of applicants from foreign countries, because their applications enter the United 
States at the twelfth month from the effective filing date under the Paris Convention.  The 
European search is to be performed within 18 months keyed to the priority date and not the 
actual filing date, so for such non-U.S. origin cases, it may occur that a European search is 
performed before the U.S. search and examination.   
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examination years after the typical U.S. examination has been completed.63  Canada 

employs a small number of examiners to theoretically due the amount of four or 

more of their U.S. counterparts, which eliminates any serious consideration of a 

Canadian examiner for an independent search and examination. 64 

 

 The answer is what the Japanese government has termed "mutual 

recognition".65  Each of the major offices should give full faith and credit to the 

parallel examinations of the other, and in this way the work load can be shared.66  

And, of course, the United States would need to permit deferred examination, 

whilst other countries — also benefiting by a reduction in backlogs through patent 

worksharing — could take cases up at an earlier date. 

 

                                                                 
63 This is due to the fact that in 1971 Japan adopted the Dutch-German system of a 

deferred examination. Under this system, the applicant need not even request the start of the 
examination for seven full years after the actual filing date in Japan (or up to eight years from the 
priority date).  Effective October 1, 2002, the period for deferred examination has been shortened 
to three years keyed to the actual filing date.  This will not make a difference in piggybacking. 

64 Examiners in every country are hard-pressed to keep up with the work flow.  To say 
that a Canadian Examiner can do the same quality work as his or her U.S. counterpart in 25 % 
the time is not realistic.   

 65 See Setsuko Asami, A View toward the Global Patent:  Mutual Exploitation of 
Examination Results, AIPPI Journal (Japan), pp. 12-38, 15 (January 2002).   
 
 Professor Asami — currently on the faculty of Hitotsubashi University — has been a 
career leader within the Japanese Patent Office; she is the former Research Director of 
Chizaiken, a think tank organization closely affiliated with the JPO, and before that had spent a 
considerable amount of time in the United States, including participating in a leadership role in a 
comparative patent seminar at the Georgetown University Law Center with the Hon. Randall R. 
Rader and the undersigned.  It would be expected that by the year 2004 Professor Asami would 
return to the JPO. 
 

66 Each society is unwilling to trust the examination in a foreign country as the final word 
on the scope of patents in their own territory.  The answer to this is that at the end of prosecution 
there should be, in every case, the full and fair opportunity for a local opposition proceeding after 
grant. 
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 There are too many obstacles to an early global implementation of mutual 

recognition. 67  But, from a practical standpoint, a good starting point would be 

bilateral cooperation between Japan and the United States.68   

 

 

VI.  A SINGLE PATENT GRANT SYSTEM 

 

 Shouldn't the world have a common patent granting system?   If there were a 

single patent granting system, then the various patent granting authorities of the 

world could band together and share the workload: One Examiner around the 

world could examine a single application with the results being accepted on a 

global basis.69.  Standing in the way of the creation of a single patent system is the 

                                                                 
67 There are too many divergent practices among many countries; see the discussion in 

the following section. 

 
68 According to IPO Statistical Series, 1999 No. 3, 50 COUNTRIES GRANTING THE 

MOST PATENTS TO NON-RESIDENTS IN 1997, www.ipo.org, there were only three 
countries outside the European Patent Convention that granted more than 10,000 patents to 
foreign nationals, the United States (50,000); Japan (18,000); and South Korea (10,000).  Only 
eleven of the EPC States met this figure, France (50,000); United Kingdom (40,000); Germany 
(36,000); Italy (28,000); Netherlands (21,000); Spain (20,000); Sweden (17,000); Belgium  
(17,000); Switzerland (16,000); Austria (15,000); and Denmark (12,000).  States 15-32 ranged 
downwardly from under 10,000 to over 1,000 (Venezuela, Luxembourg , Greece , Australia , 
Portugal , Canada , Ireland , Russian Federation , Mexico , Monaco , New Zealand, Norway , 
China , Israel , Hong-Kong , Finland , Czech Rep. and Poland). 

 69 It is asking too much for industry in one country to accept the results of a 
foreign Examiner's determination in their own country.  One of the essential elements of "patent 
worksharing", therefore, is that at the end of the patent examination process, while the results 
would be accepted globally, there would then be a local patent opposition system to let local 
industry oppose any patents. 
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lack of harmonization of substantive requirements  amongst the major patent 

granting authorities.70 

 

VI.  CONCLUSION 

  

 Before proposing reforms to deal with defensive patenting and the patent 

tax, a consensus must be reached as to whether defensive patenting is a problem, 

Indeed, if this is no more than a nuisance, then patent litigators should be left to 

duke out it out on the few patents of value in the courtroom.71 But, if the IBM 

model is a real problem, it must be dealt with before matters get further out of 

hand.  

 

 The patent tax model that is an outgrowth of the defensive patenting inspired 

by Henry Ford clearly has negative effects on innovation.  Just as the medieval 

traders suffered the tax to ford the streams of Europe because it was easier to pay 

something than to draw swords — or simply not cross the river and be denied trade 

outside one's region — industry reluctantly but wisely pays the patent tax of 

                                                                 
 70 See Robert A. Armitage & Richard C. Wilder, Harmonization: Will it Resuscitate a 
Patent System Suffocating its Small Entity Users with Cost and Complexity?, 1 U. Balt. Intell. 
Prop. L.J. 116, 117 (1993).  
 
 71 Mark A. Lemley, Rational Ignorance at the Patent Office, 95 Nw. U. L. Rev. 1495, 
1497 (2001) ("[T]he overwhelming majority of patents are never litigated or even licensed. 
Because so few patents are ever asserted against a competitor, it is much cheaper for society to 
make detailed validity determinations in those few cases than to invest additional resources 
examining patents that will never be heard from again. In short, the PTO doesn't do a very 
detailed job of examining patents, but we probably don't want it to. It is "rationally ignorant" of 
the objective validity of patents, in economics lingo, because it is too costly for the PTO to 
discover those facts.") 
 



Wegner & Maebius, Patent Flooding: America's New Patent Challenge 
 

 

today.72  It remains to be seen how long it will take the American industry — and 

government — to compel the necessary reforms to reduce if not eliminate the 

onerous system of forced nonexclusive licensing of webs of patent protection. 

 

 

 

 

 

 

                                                                 
72 If one pays a running royalty of, say, 0.5 to 2.0 % of net sales as the patent tax for an 

emerging product where sales are just starting to develop, this is a very small amount during the 
initial years of the life of the product. Clearly, in terms of the short range, it is far cheaper and 
without the turmoil always created by patent litigation for a company to bite the bullet and pay 
the patent tax.  Even for the long range, a company may be better off paying, say, $ 2,000,000 in 
royalties over the life of a product than paying more than that in the short range for litigation.   
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          1                     MORNING SESSION

          2                                           (9:00 a.m.)

          3                BOB POTTER:  Good morning.  It is a

          4     pleasure today to welcome you to the Great Hall

          5     of the Department of Justice.  It is one of those

          6     truly great venues in government.  We have some

          7     big shoes for our panelists to fill today.

          8                I hope this morning you heard the

          9     weather forecast.  Today for the weather we

         10     have August in April.  And I think our air

         11     conditioning is working well, and hopefully it

         12     will make us comfortable during the session.

         13                We are here to kick off what is

         14     really the second stage of the joint Department

         15     of Justice/Federal Trade Commission hearings on

         16     intellectual property and antitrust.  Thus far

         17     the FTC has hosted a number of hearings on the

         18     basic premises of intellectual property.

         19                And I think the hearings thus far have

         20     shown that intellectual property law provides

         21     some important incentives for innovation by

         22     establishing enforceable property rights.
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          1                Today and for tomorrow and the next

          2     coming weeks the Department of Justice will host

          3     a number of hearings that will focus more

          4     specifically and directly on the intersection

          5     of antitrust and intellectual property.

          6                I fully expect the hearings will

          7     focus on some of the questions that the agencies

          8     increasingly are dealing with as we examine

          9     antitrust issues that are affected by

         10     intellectual property rights.

         11                At the outset I want to thank our

         12     colleagues from the Federal Trade Commission for

         13     their truly admirable efforts thus far.  I also

         14     want to thank the Patent and Trademark Office.

         15     The PTO's participation in these hearings has

         16     been extremely helpful as we go through this

         17     process.

         18                Frankly I suspect that PTO is

         19     relieved that the hearings are now focusing more

         20     specifically on the antitrust issues and less on

         21     the general intellectual property issues.  We

         22     antitrust enforcers would like to take sole
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          1     credit for recognizing the need to delve into the

          2     antitrust intellectual property arena.

          3                However, we cannot do so.  Other

          4     private and governmental groups have recognized

          5     the increasing importance and need to focus on

          6     this area.  I'm going to mention this briefly

          7     here, but I apologize in advance because I know

          8     I will leave a number of others out that

          9     are focusing on these issues as well.

         10                I would mention the National Academy

         11     of Sciences which is currently examining

         12     intellectual property policy and sponsoring

         13     research on the operation of the patent system.

         14                I would also mention the antitrust

         15     section of the American Bar Association which in

         16     its transition report identified the need for

         17     the agencies to focus on the intersection of

         18     intellectual property and antitrust law.  And

         19     finally I would be remiss if I left out our

         20     friends down the street in Congress who focus

         21     on these issues on a continual basis.

         22                In fact less than six months ago the
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          1     House Subcommittee on Courts, the Internet, and

          2     Intellectual Property of the House Committee on

          3     the Judiciary held a hearing to consider whether

          4     the antitrust laws should be modified to

          5     explicitly state that the existence of an

          6     intellectual property right does not

          7     presumptively establish market power.

          8                Of course the agencies, as you can see

          9     from reading our IP guidelines, do not adopt this

         10     presumption.  Indeed virtually no knowledgeable

         11     observer does.

         12                Frankly I very much hope that the

         13     questions we delve into go well beyond those

         14     questions to get to the really harder questions

         15     that we are facing as agencies in dealing with

         16     antitrust and intellectual property.

         17                Before I make a very brief overview of

         18     the upcoming sessions, I would just like to make

         19     a couple of very general observations that will

         20     be short about antitrust and intellectual

         21     property law.

         22                It is now accepted lore that antitrust
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          1     and intellectual property share a common

          2     objective or end, and that is promoting

          3     innovation and thereby enhancing consumer

          4     welfare.  And of course some assert they get to

          5     that objective by taking opposite means to reach

          6     that end.

          7                Intellectual property rights allow the

          8     owners of such rights to in a sense restrict

          9     competition.  Antitrust focuses on removing

         10     unreasonable restrictions on competition.  Does

         11     that mean that these two bodies of law are

         12     irreconcilable?  No.  Of course I don't think it

         13     means that.

         14                But it does cause some potential

         15     conflicts in particular factual situations.

         16     And I think our panelists will delve into some

         17     of these as we go forward.

         18                As I examine what I consider to be

         19     "typical" approaches of intellectual property

         20     experts and antitrust law experts and how they

         21     look at these issues, I have been struck by what

         22     I refer as the sort of ex ante versus ex post
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          1     approach.  And frankly I'm concerned about it.

          2                Typically I think intellectual

          3     property experts are focused solely on an ex ante

          4     approach and are not concerned with potential

          5     competition problems down the road.  Antitrust

          6     experts however by their very nature typically

          7     examine these issues ex post.

          8                And that is the intellectual

          9     property right already exists and now there is an

         10     allegation of competitive harm.  I think part of

         11     the very nature of antitrust is that experts 

         12     want to solve that competitive harm.

         13                However -- and I think this is

         14     important -- the enforcers must not lose sight of

         15     the fact that ex post decisions while they may be

         16     perfectly well in a vacuum to solve a competitive

         17     problem can change ex ante incentives in ways

         18     that may ultimately harm instead of help

         19     competition and innovation.

         20                Finally, in my general observations I

         21     would note that I think it is important as we go

         22     forward that panelists and others understand what
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          1     we mean by using certain terms of art.

          2                I think in reviewing this area of

          3     the law I have sometimes been left with the

          4     impression that different people are using the

          5     same term with different meanings.  Just to give

          6     one example, I have heard it said that a patent

          7     grants its owner a monopoly.

          8                While that is correct if one defines

          9     monopoly as the right to exclude others from

         10     making, using, or selling the patent invention

         11     for a period of time, it is incorrect if one

         12     defines monopoly in a classic antitrust sense of

         13     the power in a relevant market to maintain prices

         14     above a competitive level.

         15                And the reason of course is that even

         16     patented inventions may have close substitutes

         17     that can preclude the exertion of market power.

         18     Now turning to the hearings, today's session is

         19     going to focus on the antitrust issues that arise

         20     in cross-licensing and patent pool contexts.

         21                With the increasing number of

         22     patents we are seeing increasing numbers of
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          1     cross-licensing agreements and patent pools.  We

          2     have a very distinguished group of panelists who

          3     are raring to go that will be introduced shortly.

          4                They will be discussing the legal and

          5     economic analysis behind the cross-licensing and

          6     patent pooling.  I would say this is certainly a

          7     timely panel.

          8                In fact just opening up the paper

          9     yesterday I saw a press report of a settlement

         10     between Intel and Intergraph in their IP

         11     litigation that included among other terms a

         12     cross-license.

         13                There was a New York Times article

         14     a couple of months ago on the expansion of

         15     IP rights.  In that article they quoted an

         16     intellectual property counsel of a semiconductor

         17     maker on what the article termed the "frenzy of

         18     cross-licensing."

         19                He was quoted as saying, "Pretty soon,

         20     if it continues, you'll find that everyone's

         21     going to have rights to everyone else's

         22     technology, so there's not going to be any
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          1     competition."

          2                While I'm not sure that that view is

          3     necessarily shared by others, today's panel is

          4     going to examine situations in which those

          5     agreements are procompetitive and those

          6     situations in which they may be anticompetitive.

          7                They are going to ask questions like?

          8     What are the issues that the antitrust agency

          9     should focus on in reviewing cross-licensing or

         10     patent pool agreements?

         11                To the extent that there is a

         12     potential for harm, can steps be taken in the

         13     structure or the requirements of the agreement to

         14     alleviate competition concerns without impeding

         15     the benefits to be achieved through the

         16     agreement?

         17                Tomorrow we will have a panel on

         18     the increasingly important topic of standard

         19     setting.  It is clear that standards based on

         20     intellectual property are becoming increasingly

         21     important in some sectors of the economy.  It is

         22     also clear that standards often have important
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          1     economic benefits for consumers.  What are the

          2     antitrust issues associated with standard setting

          3     in this context?

          4                Is disclosure, or more precisely the

          5     lack of disclosure, of IP rights an antitrust

          6     issue?  Should we be concerned as antitrust

          7     enforcement agencies if market power is based on

          8     the adoption of industry standards that are based

          9     on intellectual property rights?

         10                Following that on May 1st we will

         11     tackle the strategic use of licensing including

         12     whether an unconditional, unilateral refusal to

         13     license intellectual property should ever violate

         14     antitrust laws.

         15                For those of you familiar with the

         16     case law, it is referred to as the Kodak and CSU

         17     decisions.  Obviously imposing requirements to

         18     license intellectual property seems to conflict

         19     with the rights granted by the license.

         20                Whatever one's view of Kodak and CSU,

         21     I think we will hear from our panel that some

         22     lower Courts have gone beyond CSU and concluded
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          1     that the right to refuse to license means that a

          2     predicate condition to a license agreement can

          3     never state an antitrust violation.

          4                Frankly, I expect many antitrust

          5     experts will seriously question the extension of

          6     CSU in that manner.  Shortly thereafter we will

          7     have a session on tying, bundling, and grant

          8     backs.  Are per se rules appropriate or not?

          9     Should there be different rules for different

         10     sectors of the economy?

         11                Different industries and different

         12     economic times have not yet required an antitrust

         13     code that is as complicated as the tax code.

         14     Personally I hope they never do.  And therefore I

         15     think there is a little bit of a burden to show

         16     that the antitrust laws need to be modified for

         17     specific industries.

         18                That panel will also look at what we

         19     call the practical issues that the agencies face,

         20     investigations which involve conflicting IP

         21     claims.  How can the agencies appropriately

         22     examine these issues short of having the
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          1     equivalent of full-blown patent litigation?

          2                How should we analyze a merger between

          3     two companies currently competing when the output

          4     of one of them is predicated on what is alleged

          5     to be an illegal infringement of intellectual

          6     property rights?

          7                Later in May we will have two days of

          8     comparative law hearings in which will focus on

          9     other jurisdictions' approaches to intellectual

         10     property and antitrust.  Again I want to welcome

         11     you to these sessions and look forward to a truly

         12     enlightening discussion of these important issues

         13     by our panelists.

         14                Now I would like to introduce the

         15     co-moderator of today's session and a person who

         16     deserves tremendous credit for working so hard on

         17     behalf of the DOJ as the person responsible for

         18     these hearings, Frances Marshall.

         19                FRANCES MARSHALL:  Thank you, Bob.

         20     Good morning, and welcome everyone.  We are very

         21     glad that you all have joined us for today's

         22     session and have gone through our security



                                                                  17

          1     gauntlet.

          2                Today, as Bob noted, we are discussing

          3     the benefits and competitive concerns of business

          4     arrangements used when firms seek to produce

          5     products that are likely to infringe multiple

          6     patents owned by multiple parties.  And those

          7     two things are patent pools and cross-licensing

          8     agreements.

          9                This morning we're going to start by

         10     examining some of the fundamental reasons why

         11     pools and cross-licenses are formed and examine

         12     some of the anticompetitive concerns raised by

         13     these arrangements as well as the benefits of

         14     them.

         15                Then this afternoon we'll take a

         16     closer look at the case law that governs these

         17     arrangements, examine the FTC's VISX case and

         18     the guidelines that have emerged from the

         19     Department's business reviews of the patent

         20     pools that were issued in the late '90s.

         21                Before we introduce our panelists, I'd

         22     like to go over just a few housekeeping details.
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          1     As you can see, we are located in the Great Hall

          2     of the main Justice building which creates

          3     certain security concerns.

          4                The basic rule of thumb if you are not

          5     a DOJ employee is that you need to be escorted

          6     around the building.  Our escorts, otherwise

          7     known as Antitrust Division paralegals, are

          8     wearing name tags highlighted in green.

          9                And they should be available at the

         10     back of the room to escort you back out of the

         11     building if you need to leave the session.  The

         12     restrooms are down the hall.  We also have phones

         13     available upstairs.  We have been told that cell

         14     phones don't work in this area, so the paralegals

         15     can take you upstairs as well.

         16                As recompense for sort of holding you

         17     in here, we have as you noticed coffee, sodas,

         18     and water at the back of the room and today

         19     especially some breakfast pastries.  This morning

         20     we will push through until 11:30 without a break

         21     and take a break for lunch and reconvene at 1:00

         22     to continue our discussion.
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          1                I am today fortunate to have some

          2     very talented co-moderators for this session.

          3     Mary Sullivan is acting assistant chief of

          4     the Division's economic regulatory section.

          5                And Bill Cohen is an assistant

          6     secretary general counsel for policy studies at

          7     the FTC.  And we are joined by Ray Chen who is an

          8     assistant solicitor at the U.S. Patent and

          9     Trademark Office.

         10                Now I'd like to introduce our

         11     panelists.  I'm going to just say a few brief

         12     words about them so we can get going.  You have

         13     in your handouts the full bio of everyone who's

         14     on the panel.  In alphabetical order, please

         15     raise your hand as I introduce you.

         16                I'm going to start with Garrard

         17     Beeney, a partner at the law firm of Sullivan &

         18     Cromwell.  And he has represented patent holders

         19     in the formation of licensing pools including

         20     those related to MPEG-2, DVD, DVB-T, and the

         21     IEEE 1394 technologies.  We are very glad to have

         22     you here.
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          1                Jeffery Fromm over on this side is

          2     the Senior Managing Counsel at Hewlett-Packard

          3     Company.  He has practiced as an intellectual

          4     property attorney since 1982 with a focus on

          5     computer, printer, and imaging technologies.

          6     Thank you for being here today.

          7                Baryn Futa down here is manager, CEO,

          8     and founder of MPEG LA.  In 1997 MPEG LA began

          9     licensing a worldwide portfolio of patents that

         10     are essential for MPEG-2.

         11                Peter Grindley is a senior managing

         12     economist at LECG in London.  We are so happy

         13     he has come all this way to be with us.

         14     Dr. Grindley has broad experience in economic

         15     consulting in the areas of valuation,

         16     intellectual property, licensing, competition

         17     policy, and business strategy, especially in

         18     high-tech industries.

         19                Christopher Kelly, sitting down at the

         20     end of our table here, is special counsel to Kaye

         21     Scholer on intellectual property, e-commerce, and

         22     technology and competition.  This is a long name,
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          1     Chris.

          2                CHRISTOPHER KELLY:  No, no.  Just

          3     special counsel.

          4                FRANCES MARSHALL:  Special counsel,

          5     all right, at Kaye Scholer in Washington, D.C.

          6     It's really a pleasure to welcome Chris back to

          7     the Department.

          8                At the end of his illustrious career

          9     at the Division he was special counsel for

         10     intellectual property and worked extensively on

         11     patent pooling and a few letters we will be

         12     discussing later today.

         13                Howard Morse over at this side is an

         14     antitrust partner in the Washington office of

         15     Drinker, Biddle & Reath, and he's co-chair of the

         16     firm's antitrust group.

         17                And before he joined Drinker in 1998,

         18     he was assistant director of the Federal Trade

         19     Commission Bureau of Competition where he

         20     oversaw antitrust investigations and litigation

         21     in a variety of industries.

         22                Sitting I believe near this end is
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          1     James Kulbaski.  He's a partner at Oblon, Spivak,

          2     McClelland, Maier & Neustadt.  And he has

          3     developed a practice of obtaining patents that

          4     read on industry standards and working with

          5     patent pool evaluators of essentiality to have

          6     patents accepted into patent pools.

          7                Josh Lerner over here is the Jacob

          8     H. Schiff Professor of Investment Banking at

          9     Harvard Business School.  And his research

         10     focuses on the structure and role of venture

         11     capital organizations.

         12                And he also examines policies

         13     concerning intellectual property protection,

         14     particularly patents and their impact on growth

         15     in high technology industries.

         16                We are very happy to have Josh with us

         17     today.  And I'm trying to make this fast because

         18     Josh has to unfortunately leave at about 10:30

         19     this morning.

         20                David McGowan down here at the end of

         21     the table is an associate professor of law at the

         22     University of Minnesota.  Thank you for coming
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          1     today.  And he teaches and writes in the areas of

          2     securities regulation, contracts, corporations,

          3     professional responsibility, and on the

          4     intersection of antitrust law and intellectual

          5     property.

          6                Josh Newberg is down here.  He is

          7     assistant professor at the Robert H. Smith School

          8     of Business at the University of Maryland at

          9     College Park.  And prior to entering academia he

         10     served in the FTC's Bureau of Competition and was

         11     an attorney-advisor to Commissioner Starek there.

         12                Jonathan Putnam also down at this end

         13     of the table is an assistant professor of law,

         14     economics, and intellectual property at the

         15     University of Toronto.  And he has a wide variety

         16     of research interests which include the

         17     measurement of value of intellectual property

         18     rights, the optimal design of IP incentive

         19     mechanisms, and the role of information

         20     disclosure in IP incentives.

         21                And Lawrence Sung is also right

         22     here and is assistant professor of law at the
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          1     University of Maryland School of Law in Baltimore

          2     where he heads the intellectual property law

          3     program and teaches courses including patent law,

          4     biotechnology law, and licensing and technology

          5     transfer.

          6                Did I miss anyone?  Okay.  Great.

          7     Our session today will be a combination of

          8     presentations and discussions.  We are going to

          9     try to limit our panelists to 15 minutes in their

         10     presentation so we can get through everybody

         11     today.

         12                And during the discussion periods we

         13     are going to try -- and we have yet to see if

         14     the panelists would put up their name tents to be

         15     recognized.  With this format I'm not sure how we

         16     will see people.  We may have to raise our hands.

         17                For those of you in the audience we

         18     are going to try an experiment with a method of

         19     getting your questions to the panelists.  There

         20     should be some blank index cards in the back of

         21     the room.

         22                If you want to jot down any questions
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          1     you have on them and give them to an escort at

          2     the lunch break or in the afternoon, and if we

          3     have time we will pose those questions to the

          4     panelists at the end of our session today.  With

          5     that, let's get started.

          6                MARY SULLIVAN:  I would like to give

          7     an introduction to Josh Lerner.  He's going to

          8     be presenting basically some of the policy

          9     implications from his current research study

         10     on patent pools.

         11                And I'd also like to say that Josh has

         12     made intellectual property one of the major areas

         13     of his academic research.  So he's really an

         14     expert in the area.

         15                Since I've been working with him to

         16     put this together, I've learned that while patent

         17     pools have been around for a long time, research

         18     on patent pools has not been around for a long

         19     time.

         20                So right now what we're learning from

         21     academic studies on patent pools is sort of --

         22     we're learning a lot that has to do with our
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          1     policy and what we're doing in the Antitrust

          2     Division and FTC.  So a lot of Josh's comments

          3     today are going to be pulled from his current

          4     research study.

          5                And I'd also like to say Josh is going

          6     to get 25 minutes I think instead of 15.  And the

          7     other thing I'd like to say is so we'll have time

          8     to get comments from the panelists, we're really

          9     going to try to hold everybody to their time

         10     limit.  So if I start to sound a little pushy

         11     at the end, don't take offense.  Okay?  Josh?

         12                JOSH LERNER:  Thank you for that

         13     introduction.  I guess I should really begin by

         14     first of all apologizing for having to leave

         15     early.  We have -- I went to college at Yale,

         16     and we had this motto "For God, for country,

         17     and for Yale."

         18                And it seems to work a little bit like

         19     that at Harvard Business School, which is when

         20     the dean says do something, you sort of jump up

         21     and do it.

         22                And we got our orders to go out and
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          1     entertain the alumni in San Diego tonight.  So we

          2     said by all means.  Even though we certainly want

          3     to help Mr. Ashcroft and the administration we

          4     also have to keep the dean somewhat happy with

          5     us as well.

          6                So I'm also going to sort of begin

          7     with a little bit of a commercial as well for

          8     those who are interested.  When I got invited to

          9     come speak here, we were aiming for completing

         10     this project by the end of May.  When I'm here to

         11     present a seminar at the Antitrust Division on

         12     May 28th we'll actually have the completed paper.

         13                But Mary made a very compelling

         14     argument that given that I spent the last year

         15     and a half doing very little else except for

         16     reading through patent pooling agreements from

         17     the nineteenth and early twentieth centuries, I

         18     really ought to speak here as well.

         19                So in some sense this is perhaps a

         20     little less far along than we would like.  But

         21     what I'd like to do with sort of the relatively

         22     limited time we have is give at least a flavor
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          1     for some of the work that we are doing looking

          2     into patent pools and draw some preliminary

          3     conclusions from this work.

          4                For anybody who's interested if you

          5     want to give me your card or send me an E-mail,

          6     I'd be delighted to share with you the paper

          7     which will hopefully be ready in three or four

          8     weeks.

          9                I also should mention that this is

         10     joint work with Jean Tirole who is an economic

         11     theorist based at the University of Toulouse and

         12     MIT.  And essentially what we have done is try to

         13     look systematically from an economist's

         14     perspective at patent pools.

         15                And certainly one of the things which

         16     very much motivated us was while there was

         17     clearly a lot of recognition in terms of the

         18     legal community and people like Rob Merchas and

         19     many others who have testified before this

         20     series, we have sort looked at and sort of

         21     explored in terms of thinking about these issues,

         22     there's been much less in terms of economists
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          1     writing and thinking and really digging into

          2     this stuff.

          3                What we tried to do is both sort of

          4     align the more traditional, theoretical modeling

          5     with the sort of much more dirty process of

          6     actually looking at the pools themselves.

          7                I think we basically managed to

          8     collect somewhere on the order of 65 pools which

          9     go back to 1895 or so and up to the current day

         10     and which we have sort of dug out of various

         11     courthouses and federal repositories and

         12     different places.

         13                It's such an interesting topic I'd

         14     like to talk at length about some of these old

         15     pools and some of their structure and how they've

         16     evolved.

         17                But instead I'll just sort of

         18     highlight some of the top level policy

         19     considerations, particularly sort of the

         20     theoretical side because I think that's sort of

         21     all we can do in the limited time we have

         22     available.
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          1                I guess I should also acknowledge that

          2     we have been spending a fair amount of time out

          3     in the field talking to various organizations.

          4     And for instance, Baryn's colleagues have been

          5     tremendously helpful in terms of understanding

          6     some of the dynamics of the MPEG as well as many

          7     of the firms that participated in the exercise.

          8                In terms of the goals of this project

          9     we -- first of all, just to understand from a --

         10     not so much from a legal perspective, but from

         11     an economic perspective, what are some of the

         12     trade-offs and considerations that firms think

         13     about as they go through a process of going and

         14     considering forming patent pools.

         15                But secondly we wanted to really very

         16     much try to create -- try to visit some of the

         17     issues that policy makers have to deal with as

         18     these things are increasingly coming in the door.

         19                Are the kinds of criteria, kinds of

         20     approaches which are being taken that are being

         21     used in the reviews, in particular this sort of

         22     idea that only essential patents are to be



                                                                  31

          1     included in the pools, that pool members have a

          2     right to do separate licensing, that essentially

          3     even though you are part of a pool one of the

          4     criteria that's used in reviews is sort of

          5     highlighting that the individual pool members

          6     still can go out and do individual agreements,

          7     and that there be, you know, some

          8     non-discriminatory licensing of the pools, are

          9     these kinds of criteria that are the right ones

         10     to be using or are they in some sense too

         11     stringent or perhaps not profitable?

         12                I ought to just mention one thing

         13     because this is certainly one of the sort of

         14     pieces of ambivalence out in the literature where

         15     there isn't really sort of a clear and systematic

         16     definition of what constitutes a patent pool.

         17                Essntially we can think about many

         18     different things.  I'll come back to this point

         19     at the end when I talk about some of the policy

         20     considerations.  But certainly I think of

         21     basically two flavors of pools.

         22                In particular we highlight examples,
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          1     first of all, where open pools -- where there is

          2     licensing to third parties where there's at least

          3     two or more firms that come together to form one

          4     of these organizations.

          5                And then there's also what we term

          6     closed pools where it's basically organizations

          7     coming and contributing intellectual property,

          8     not licensing it to third parties but basically

          9     simply using it for their own use.

         10                And certainly both the analyses that

         11     we did theoretically and empirically, we said in

         12     these cases we have to have at least three or

         13     more firms participating to sort of get away from

         14     the many routine cross-licensing agreements where

         15     you just simply have two firms sharing their

         16     intellectual property with each other.

         17                Now, one of the sort of dreadful

         18     things about economics is that there's always

         19     models.  There are lots of assumptions and

         20     equations and so forth.

         21                And I resisted the temptation to go

         22     into too much depth in terms of trying to talk
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          1     through how we did this because simply I knew it

          2     would be deadly boring especially with lots of

          3     lawyers who invited us.

          4                But we are just sort of reinforcing

          5     the worst stereotypes about ourselves as a

          6     profession.  So we'll sort of give just a little

          7     bit of a sense of some of the assumptions using

          8     in this process.

          9                Basically we start off with a very

         10     sort of simple setting whether it's basically --

         11     you know, given a number of patents each one of

         12     which is owned by a separate firm, and

         13     essentially it's all fixed.

         14                So we are avoiding all the problems

         15     that real life patent pools have to deal with

         16     where you sort of have shades of gray where maybe

         17     some patents are included in it, but Lucent or

         18     somebody else is holding out and not taking part

         19     in the pool and so forth.

         20                And furthermore we sort of avoid the

         21     complications that certainly were very -- sort of

         22     make Baryn's life on the MPEG board difficult of
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          1     having not only people be intellectual property

          2     owners, but also users.

          3                So you have perhaps an organization

          4     like Sony which was using the intellectual

          5     property behind MPEG having perhaps a somewhat

          6     different set of incentives than Columbia

          7     University who wasn't obviously, you know,

          8     manufacturing.

          9                So we're assuming a very simple and

         10     stylized kind of setting here and seeing then

         11     what sort of comes out of it.  We also assume

         12     that essentially there are a lot of users out

         13     there.  We all benefit from using the pools, the

         14     patents.

         15                And essentially we're assuming they

         16     can benefit from the use of some of them.  The

         17     more they have, the more they benefit from them

         18     although it is perhaps not a sort of smooth -- a

         19     sort of straight line.  And we also assume there

         20     might be some diversity in terms of the users

         21     where some may benefit more than others.

         22                Now, again just to sort of give the
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          1     intuition behind what we are looking at to sort

          2     of make the results a little less -- sort of

          3     pulling them out of a black box, what we

          4     essentially do is sort of look at the challenge

          5     that a patent holder faces in a setting where

          6     there is a patent pool or where there isn't a

          7     patent pool, and try to look at some of the sort

          8     of trade-offs that are at work.

          9                We first consider a sort of situation

         10     where essentially if you are a user you have to

         11     go -- and there's no pool, you have to go out and

         12     license individually, essentially go and approach

         13     each of the firms and negotiate a license with

         14     them.

         15                We look at the sort of decision of a

         16     corporation which owns one of these patents, the

         17     patent holder in terms of how they think through

         18     this process.

         19                And what we highlight is there are

         20     two choices, two issues that are going into their

         21     mind as they are setting the licensing rate as

         22     they're trying to decide how high a rate do we
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          1     license our individual patent at.

          2                First there is sort of the worry that

          3     is called the competition margin, the competition

          4     problem which is essentially that because these

          5     patents are all sort of somewhat related it may

          6     be that if we charge just a really exorbitant

          7     rate then basically firms won't license our own.

          8                They will basically sort of license

          9     eight other patents out there and just skip ours

         10     because ours is -- sort of we can work around the

         11     fact that we don't have this patent in the mix.

         12                And then there is a sort of second

         13     consideration which we call the demand margin,

         14     which is sort of a much -- sort of a more sort of

         15     classic sort of supply and demand problem which

         16     is we know that if we charge a high rate and

         17     people license it from us then there will just

         18     simply be less licensing for all the patents in

         19     the bunch just simply because you'll use it.

         20                People will just simply make less of

         21     it.  So if we're licensing a technology used to

         22     make CDs and we charge an exorbitantly high rate
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          1     for our product, even if they license it from us

          2     they will have to -- record companies will have

          3     to price their CDs higher and there will be less

          4     CDs sold and so forth.

          5                And we then consider the question of

          6     when we -- having a patent pool and letting

          7     these people who sort of do this process jointly

          8     benefit out there, and when the people are better

          9     off without the patent pool, to try to get a

         10     sense of some of the trade-offs that are involved

         11     and some of the issues and challenges in the

         12     process.

         13                And what we end up finding is that

         14     certainly in this admittedly simple and stylized

         15     setting there are certainly many cases where --

         16     there are many cases where patent pools increased

         17     welfare.

         18                And in particular as I'll talk about

         19     in a second where we get to the implications,

         20     when this sort of latter condition holds, when

         21     this demand margin is a critical problem -- I'll

         22     talk about in a second what demand margin really
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          1     means and how we might think about looking for it

          2     and testing for it -- you can be quite confident

          3     that a patent pool would end up increasing or

          4     enhancing the welfare of everyone in the pool.

          5                The other situation is less clear, and

          6     it may be that pools either help the welfare or

          7     harm the welfare.  It is a little less easy to

          8     make any kind of implications.

          9                But there are sort of three lessons

         10     that we end up drawing from the modeling

         11     exercise.  The first is that the patents in

         12     the pools don't necessarily need to be strict

         13     complements.

         14                In other words where they are not

         15     really -- you know, where there's no real element

         16     of substituting for each other to enhance

         17     welfare.

         18                In fact in many -- when we sort of

         19     really look at patents and ask the questions as

         20     the opening marks alluded, we don't often see

         21     cases where patents are either pure complements

         22     of each other or pure substitutes in terms of
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          1     doing these active things.

          2                Instead mostly we have sort of shades

          3     of gray where there are some elements of

          4     complements and some elements of substitutes.

          5     And we show that certainly in many cases when you

          6     are in that middle ground patent pools can indeed

          7     enhance social welfare.

          8                Of course, if the patents are direct

          9     substitutes for each other, they are basically

         10     just alternative ways of doing the same thing,

         11     it's almost going to be certain that they're

         12     going to harm welfare in that case.

         13                Secondly as I sort of alluded to

         14     before, one of the sort of really critical tests

         15     relates to this notion of demand margin, which

         16     is -- perhaps the way to sort of think about it

         17     or the way that we are sort of thinking about

         18     articulating this is basically saying if I'm a

         19     firm and I end up raising the price for my

         20     patent, does the demand for my patent end up

         21     dropping as much as it does for the other patents

         22     in the pool.
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          1                So if we're thinking about a situation

          2     where individual firms are basically licensing

          3     their patents as separate entities -- and I'm

          4     essentially then -- I raise my price by

          5     three percent, this is a situation where

          6     basically demand for not just my patent but all

          7     the patents in the pool ends up dropping.

          8                As we showed, while this is not sort

          9     of a traditional test that has been used, it ends

         10     up sort of identifying certain cases where

         11     patents -- I'm sorry, where patent pools

         12     unambiguously enhance the social welfare.

         13                The third implication that I just

         14     wanted to highlight briefly is that in many

         15     senses we end up coming to the conclusion that

         16     while the idea of demand margin might be

         17     something that would be hard to think about in

         18     terms of doing a test, the kinds of criteria

         19     that DOJ is using today in terms of doing review

         20     seem to be quite reasonable in terms of their

         21     approaches.

         22                And we'll just sort of use one
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          1     example which is the criterion around independent

          2     licenses, that basically firms need to be able to

          3     have the right to go out and license the patents

          4     separately instead of being forced to license as

          5     part of the patent pool.

          6                What we show is that if we are in that

          7     sort of good state of the world where that demand

          8     margin is holding, then we basically get a

          9     situation where that requirement, that

         10     restriction is something that firms won't

         11     object to.

         12                So essentially if that is a

         13     requirement that is made of firms and we are

         14     in this sort of state where patent pools are

         15     unquestionably beneficial, then that's going to

         16     be something that the pool members won't find to

         17     be a requirement that's costly or troublesome.

         18                And if you are in the other state

         19     of the world it might be much more in terms of

         20     kickback or objection on the part of the firms to

         21     these requirements.

         22                And we similarly show in a number of
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          1     other sets of criteria that in many senses it

          2     seems there is a quite a sound footing for a

          3     number of tests that the DOJ has used in terms of

          4     looking at these pools even though of course they

          5     clearly didn't have the benefit of the model at

          6     the time they were doing it.

          7                Now, I guess I should acknowledge of

          8     course that we are certainly -- and we make no

          9     pretense about this -- still at an early stage in

         10     terms of this process.  And there's certainly a

         11     lot of things that we don't examine here that we

         12     clearly need to which are incredibly important in

         13     the real world.

         14                One of these of course is the impact

         15     of having substitutes, other patents which are

         16     outside the pool which are members.  And we can

         17     think about sort of MPEG again and Lucent's

         18     decision not to be part of the pool.  Certainly

         19     we might think that that ended up affecting some

         20     of the impact in terms of some of the process.

         21                Simply we might think about sort of

         22     some of the dynamic issues, what happens if you
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          1     have sort of subsequent inventions happening by

          2     third parties who aren't part of the pool, what

          3     might be some of those issues.

          4                And there's also a variety of other

          5     areas.  We're getting into situations now where

          6     firms are able to slip in patents that aren't

          7     truly essential and in fact don't have a lot to

          8     do with the nature of the pool.

          9                What might be some of the implications

         10     there?  And similarly what are the implications

         11     of the various provisions that have been used

         12     over the years such as grant backs and other

         13     types of things?

         14                Before I come to the conclusion I just

         15     wanted to sort of highlight one caution which is

         16     that in some sense we have been sort of very much

         17     modeling and we've been studying patent pools as

         18     sort of clean organizations where you basically

         19     have a number of organizations coming together

         20     and sharing their intellectual property.

         21                But certainly in terms of the field

         22     based research in a series of interviews we have
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          1     had with various standard setting bodies in

          2     looking at cross-licensing arrangements and other

          3     things, one of the things we have certainly seen

          4     is examples of organizations with arrangements,

          5     with collaborations which aren't labeled patent

          6     pools and aren't really formally structured as

          7     patent pools.

          8                Maybe they are just a series of

          9     cross-licensing agreements between firms.  But in

         10     many senses they are playing the same function as

         11     pools in essentially that -- you essentially --

         12     even if you are not labeling something as a pool

         13     and taking it up before DOJ for review, it seems

         14     in many cases you can accomplish some of the same

         15     kinds of things.

         16                In a way they have sort of really

         17     raised sort of an issue which has been raised by

         18     financial economists often in terms of discussing

         19     regulations where they say in many cases it makes

         20     sense not to regulate particular financial

         21     institutions or particular financial instruments,

         22     but instead to regulate financial functions.
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          1                Even though that is kind of hard to

          2     do, similarly it may be that it's important to be

          3     cautious that many of the same things that can be

          4     accomplished through pools can be accomplished by

          5     other means including things which perhaps look

          6     much more benign, like standard setting

          7     organizations and so forth.

          8                And so just to wrap up within my

          9     allotted time, certainly patent pools are a

         10     phenomenon for which economists -- there has

         11     been relatively little study, even though it is

         12     clear that there is considerable policy

         13     importance particularly given the growth of these

         14     arrangements over time.

         15                This effort is to really try to dig

         16     into and try to understand these dynamics both

         17     from the theoretical side which I have

         18     highlighted as well as the empirical side.

         19                And what we have tried to do and what

         20     we have ended up doing is at least suggesting

         21     some of the rationales for some of the approaches

         22     that DOJ has taken.
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          1                And what we hope will also come out of

          2     it is some suggestions regarding further avenues

          3     or further questions that the DOJ may want to be

          4     asking and looking at for future pools.  So with

          5     that I'll conclude.  Thank you.

          6                (Applause.)

          7                FRANCES MARSHALL:  Thanks, Josh.

          8     Since you did end a couple of minutes early,

          9     I think I'll take the opportunity to ask some

         10     follow-up questions if that's okay once you get

         11     back to your seat.

         12                I'm intrigued by one of the statements

         13     you made in one of the results of your study

         14     which concerns our requirement that the firms of

         15     the pool have the option of licensing their

         16     patents independently from the pool.

         17                And your statement was that if the

         18     demand margins are binding then this requirement

         19     should not be burdensome to firms.  Are you

         20     referring to firms in the pool?

         21                JOSH LERNER:  Exactly.  So what I was

         22     suggesting there was essentially one can sort of
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          1     look and see where that kind of requirement to

          2     sort of do -- the sort of stipulation that you

          3     have to be able to make independent licensing

          4     might end up leading to a situation which lowers

          5     the confidence for the firms which are

          6     participating in the exercise.

          7                One of the sort of relatively neat

          8     things that comes out of the modeling exercise is

          9     it shows -- this task ends up seeming to be quite

         10     a reasonable one in terms of highlighting that

         11     in the context where -- the contexts where this

         12     doesn't hurt profitability are very likely to be

         13     the same kinds of contexts in which these demand

         14     margin conditions hold.

         15                So as such it's a reasonable screening

         16     approach.  One can think that it gets more

         17     complicated then that.

         18                In particular in some of the other

         19     cases it still might be -- people might still

         20     find it worthwhile to have this condition even

         21     though it's -- even though we have gotten -- the

         22     patent pool may be hurting the social welfare.
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          1     But certainly as a first pass as one screening

          2     criterion is it is a very reasonable approach.

          3                FRANCES MARSHALL:  Thank you.  I have

          4     another question.  Sorry.  Chris?

          5                CHRISTOPHER KELLY:  Can you hear me?

          6     Do I need to be on mike?  Josh, I just wanted

          7     to make sure I understood a couple of the

          8     fundamental points you were making.  And the

          9     first one is just a distinction between the

         10     competition margin and the demand margin.

         11                Is another way of characterizing

         12     it saying that the competition margin is the

         13     patentee's concern about its own -- the viability

         14     of its own patent whereas the demand margin is

         15     focusing more on profitability of the asset and

         16     the use of the standard?

         17                JOSH LERNER:  I think that's sort of a

         18     neat kind of formulation.

         19                CHRISTOPHER KELLY:  So the demand

         20     margin would be especially important.  When you

         21     are using the assumptions I think you have to

         22     bring the downstream manufacturers into the pool.
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          1                JOSH LERNER:  Exactly.  And I think

          2     that while clearly it's a little hard to just

          3     kind of speculate -- it's not quite as far down

          4     and so forth.  In the sort of preliminary stuff

          5     where you have to relax some of the assumptions

          6     it seems things are very much less --

          7                CHRISTOPHER KELLY:  Have you seen many

          8     pools where they are made up of only patentees

          9     who don't have something sitting in the

         10     manufacturing world at stake?

         11                JOSH LERNER:  The answer is you can

         12     certainly think of examples like that.  This is

         13     sort of -- now I feel like it's if you have a

         14     Trivial Pursuit game with a patent pool option.

         15                We looked at a traffic cab pool from

         16     1946 where they did have a series of firms

         17     essentially which had no interest in

         18     manufacturing traffic cabs who nonetheless

         19     ended up collaborating with each other.

         20                But certainly when you look at the

         21     oddity of patent pools it's largely been driven

         22     by firms which have, you know, have a variety of
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          1     goals.  But certainly one of them is using them

          2     for their own purposes.

          3                And clearly there are other

          4     motivations as well which aren't captured here.

          5     Certainly in terms of our field research, being

          6     at Harvard Business we always have a compulsion

          7     to want to go out and discover what's really

          8     going on in the world.

          9                It gets distressing when it doesn't

         10     match up with your theory.  But that's the way

         11     the real world is.

         12                Certainly when we have gone out and

         13     talked to companies like various MPEG members,

         14     what one sees is there is a very complex array of

         15     motivations, for instance getting -- sort of

         16     speeding the adoption of MPEG as the standard.

         17                Sort of facilitating the standard

         18     setting process seems to be an important

         19     motivation certainly at many of firms mentioning

         20     this topic.  There is a lot more stuff going on

         21     in this problem.  Even in our best world we will

         22     only be able to capture a fraction of the real
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          1     world.  I guess one more.

          2                CHRISTOPHER KELLY:  You mentioned that

          3     a pool is likely to -- if I got it right, in a

          4     situation where if you raise the price of one

          5     patent the demand for the other patents may drop,

          6     wouldn't that suggest that the patents were

          7     complements?

          8                JOSH LERNER:  I think the answer

          9     is certainly in a case where there are strict

         10     complements -- certainly there is sort of a big

         11     middle ground.

         12                I think one of the things that

         13     motivates us is inasmuch as there has been any

         14     writing by economists on the subject there is a

         15     tendency to start thinking about either a very

         16     strict world of strict substitutes or strict

         17     complements.

         18                I think that everything we seem to

         19     know about the real world is the stuff is really

         20     in between.  It doesn't really fall to the one or

         21     the other extreme.

         22                WILLIAM COHEN:  I think there is a
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          1     point I was trying to look for -- if you can, try

          2     to encapsulate for us an intuitive understanding

          3     of why the demand binding constraint is thought

          4     to be a determiner of welfare.

          5                JOSH LERNER:  I admit that I like

          6     the earlier formulation.  Essentially the

          7     individual members are concerned more about the

          8     welfare of the pool than they are about their

          9     individual patents.

         10                But I think that you are also right in

         11     saying that we have more work to do to sort of

         12     get it down to the proper sound bite.  And also I

         13     can say is by May 28th I hope to back it up.

         14                WILLIAM COHEN:  Thank you.

         15                FRANCES MARSHALL:  Good answer.  Okay.

         16     Let's turn to Peter Grindley's presentation now.

         17     Peter is going to be making some comparisons

         18     between cross-licensing and patent pools.

         19                And Peter has a lot of practical

         20     experience in working with areas, intellectual

         21     property matters.  And a lot of his comments

         22     today are going to be drawn from some studies he
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          1     did of cross-licensing agreements in the

          2     semiconductor industry.

          3                (Due to technical difficulty with the

          4     audio, a portion of this morning's hearing was

          5     unavailable for transcription.  The transcript

          6     resumes with the latter portion of Lawrence

          7     Sung's presentation.)

          8                LAWRENCE SUNG:  -- whereby they don't

          9     have a lawyer.  And most scientists now will say,

         10     talk to my technology transfer department.

         11                Or in fact most scientists may say,

         12     talk to my attorney; I have a private attorney

         13     that handles all of my material transfer

         14     agreements, talks about confidentiality, about

         15     how we go forward with this because I've been

         16     told that intellectual property protection is

         17     important.

         18                And indeed for the sector itself it

         19     is important because you're talking about a very

         20     long product development cycle.  And they need

         21     to be able to sell or capitalize on their

         22     intellectual property protection as though it's
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          1     another asset for them because otherwise you

          2     would not have investment in that area.

          3                So these are just some of the

          4     considerations that I want to share with you

          5     about another industry sector that may raise

          6     consciousness, but also ask you to refocus how

          7     guidelines are being presented for analyzing

          8     potential cross-licenses and patent pool

          9     arrangements.

         10                Cross-licensing has happened quite

         11     extensively within the biotechnology sector but

         12     compared with some other industries it is rather

         13     nascent in the way the business development has

         14     occurred.

         15                And the reason I say that is because

         16     if you looked at the past five to even ten years

         17     of development in the biotechnology sector, the

         18     base model five or ten years ago was to have a

         19     big pharma-company essentially buy up all the

         20     little pharmaceutical, little biotechnology

         21     startups that were on the market and that way

         22     clear their product development cycles.
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          1                Increasingly the biotechnology sector

          2     is moving very much like other sectors in having

          3     a lot of different startups who are not willing

          4     to simply be purchased outright, but are looking

          5     for a longer range or at least intermediate range

          6     business cycle of their own, which is to retool

          7     and say, we are no longer, for example, just a

          8     genomics company; we too want to get into the

          9     drug discovery market.

         10                And that is going to change the scope

         11     of the biotechnology sector ultimately and bring

         12     it I think more in line with how we see other

         13     sectors developing also.  Thank you very much.

         14                (Applause.)

         15                FRANCES MARSHALL:  Thank you,

         16     Lawrence.  I think we will now move directly to

         17     David McGowan, who is going to talk to us about

         18     some of the enforcement issues that the antitrust

         19     authorities should be concerned about when

         20     looking at cross-licensing agreements and patent

         21     pools.

         22                DAVID MCGOWAN:  I should say I've been
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          1     living an itinerant existence because I have a

          2     semester off and I've been going various places

          3     to do some research.

          4                So what I've given you in the hard

          5     copy form is a fairly sparse outline.  And I

          6     decided to succumb to herd behavior and do

          7     PowerPoints, which I only got done on the plane

          8     here yesterday.

          9                So I apologize to my fellow panelists

         10     that you don't have the PowerPoints.  They follow

         11     the substantive points of the outline fairly

         12     closely.

         13                I am very much aware that you have

         14     been sitting there a long time and I am the last

         15     speaker before lunch.  And that imposes certain

         16     obligations on me even though we have a

         17     discussion period in between.  And so I will

         18     try my best to be brief and hopefully somewhat

         19     entertaining to keep things going.

         20                There's a saying among legal academics

         21     that the way to succeed in law school as

         22     professor is to be kind to your colleagues and
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          1     unkind to the Supreme Court, which goes along

          2     with the adage that says no one ever got tenure

          3     saying why the law was right.

          4                This is an exception to those adages

          5     or this topic is an exception because my basic

          6     view is that with respect to pools the DOJ's been

          7     doing a good job.  The criteria that are being

          8     used are sensible.  They're being employed in a

          9     reasonable manner.  There are always things that

         10     people can talk about.

         11                But there's enough carping about

         12     what's wrong with intellectual property policy

         13     and what's wrong with antitrust law that I think

         14     we should take a moment to recognize -- and this

         15     may be just a bit of Chris Kelly -- that this is

         16     an area where things have gone pretty well.

         17                I noticed that Justice Holmes is out

         18     there on the fresco, and I'm always worried when

         19     I give an antitrust talk when I think of Holmes

         20     because he thought the whole enterprise of

         21     antitrust was worthless.  Issues to consider, I

         22     want to talk about three things.
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          1                The first is basically pools is an

          2     aspect of managing the intersection between

          3     antitrust and intellectual property.  I won't

          4     spend a lot of time on that.

          5                But I want to talk just a little bit

          6     about where the goals for enforcement relative to

          7     pools fit into the overall perspective of the

          8     antitrust/intellectual property intersection.

          9     The second is something that I try and persuade

         10     my students of and I never succeed.  But you all

         11     are professionals.

         12                You've been working for a while.  And

         13     I hope this is not a hard sell.  Comparative

         14     advantage is the only kind.  That is my basic

         15     rule for both enforcement decisions and decisions

         16     about cases.  I want to talk a little bit about

         17     pools compared to competition for the market and

         18     standard setting organizations.

         19                This is a point that Josh Lerner

         20     touched on earlier, which is that pooling is

         21     one way of doing something.  There are other

         22     ways of doing something.  And if you enforce as
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          1     aggressively as against pools, what I want to

          2     talk about is the problems that you will create

          3     for yourself in other fields.

          4                What we have is a type of problem.

          5     And different solutions and different enforcement

          6     procedures will affect that problem in different

          7     ways.  There is no solution.  It's not as though

          8     you take an aspirin and the headache goes away.

          9                It's a problem to be managed, not

         10     solved.  And finally I'll talk a little bit about

         11     the criteria for assessing pools.  So first off,

         12     managing the intersection.

         13                Bob Potter said at the outset

         14     that there is to some degree a tendency of

         15     intellectual property lawyers and the IP statutes

         16     and the IP orientation, way of thinking, to think

         17     very much ex ante and think about returns,

         18     incentives to invest, and not think about the

         19     effects on the market as a whole of the IP rights

         20     that are granted.

         21                There is a corresponding tendency

         22     among antitrust enforcers and among antitrust
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          1     lawyers to think about ex post effects.  Those

          2     are essentially functions of the tools that

          3     you're given to work with.

          4                When I think about intellectual

          5     property -- and I'm not an economist so let

          6     me put in all my caveats now -- I think about

          7     finance, financial economics.  It's a rate of

          8     return analysis.  When I think about antitrust,

          9     I think about price theory and industrial

         10     organizations.  I think about game theory.

         11                These are different tools.  You can

         12     say that they're complementary, and that's fine.

         13     They are in a sense.  We have the same end.  But

         14     I don't think that we should deny the fact that

         15     there are different analytical ways of thinking

         16     about these problems.

         17                There is a risk, yes, that antitrust

         18     can enforce itself so strongly that it undercuts

         19     incentives to invest and disrupts the rate of

         20     return calculation embodied in the IP laws.

         21                There is a corresponding risk that the

         22     IP folks and the people who grant intellectual



                                                                  61

          1     property rights can send out such a slew of

          2     rights that there are overall welfare effects

          3     that are undesirable.

          4                We're not going to get out of this.

          5     This is a difference in approaches.  It is a

          6     difference in emphases.  It is a difference in

          7     tools.

          8                And that's why I see it as a problem

          9     that has to be managed.  Pools are one way -- and

         10     I think this is fairly obvious.  I'm not going to

         11     cover the beginning of my outline which I think

         12     is fairly obvious ground.

         13                If one takes the hypothesis that we

         14     have a lot of patents, probably patents that

         15     people are surprised -- I heard on Saturday on

         16     the radio a patent for a method of swinging a

         17     tire in a playground.  It is the swinging on the

         18     vertical axis relative to -- I can't remember

         19     what it was.  It was a seven-year-old inventor.

         20                If you think that there is a

         21     proliferation of patents, there is a thicket of

         22     patents, pools are one way of clearing that.
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          1     There are a variety of ways of dealing with the

          2     problems.

          3                But I do want to say at the outset

          4     that what we're doing when we talk about

          5     enforcement as against pools is operating at that

          6     intersection.  And we have to be very careful

          7     that the problem is not viewed wholly from one

          8     perspective or the other.

          9                We can't totally have antitrust

         10     deferring to the rate of return methodology

         11     and say it increases incentives, ergo legal --

         12     providing your first born child a security

         13     performance on an agreement lowers the risk of

         14     the agreement either.  It does not follow that

         15     that is a valid security.

         16                Nor can we go all the other way.  So

         17     let me talk about in context -- get down to a

         18     little bit more practical aspects, pooling as

         19     compared to other approaches.

         20                I'm going to take the example which

         21     is what most of the -- what we've been talking

         22     about, and particularly the DVD related pools --
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          1     of a pool where you're pooling technology to

          2     develop a standard.  You've got a product where

          3     standardization is desirable.

          4                DVD players are the combination of

          5     content, encryption technology, and hardware.

          6     The encryption technology we know exists so that

          7     a fifteen-year-old somewhere in Norway can

          8     decrypt it and post it on the internet and then

          9     we bring the DMCA in.

         10                Pooling may employ -- in this type of

         11     situation pooling may employ a choice to compete

         12     within an agreed upon standard.  If you don't do

         13     that, what happens?  We're going to pool our

         14     intellectual property.  We're going to arrange a

         15     series of IP rights so that we can create a

         16     product that implements a standard.

         17                If you don't do that, what do you do?

         18     You might have proprietary competition for the

         19     market.  Let's call this Microsoft.  We will

         20     compete with firms enforcing their rights,

         21     asserting their rights, each firm as against the

         22     other.  We'll have a lot of low price
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          1     competition.

          2                We'll have a lot of very aggressive

          3     first stage competition and a winner-take-all

          4     type of scenario.  All right.  That's one thing

          5     we could do.  We could go through a standard

          6     setting organization.  Instead of pooling we

          7     should say we're going to bureaucratize this in

          8     some sort of a formal way.

          9                We're going to go to ISO, IEC, all of

         10     those organizations.  You can have a hybrid.

         11     MPEG-2 has a hybrid aspect to it as I recall.

         12     There is an ISO standard involved.

         13                If you push on one of these methods,

         14     if you make antitrust riskier on one than the

         15     other, you will see a tendency -- this is a

         16     polycentric problem -- to pick different types of

         17     problems based on the method you choose.

         18                So, for example, if you make

         19     enforcement of pools a priority and you enforce

         20     pools very aggressively and you take the position

         21     we're only going to -- we will bring an

         22     enforcement action against any pool we think is



                                                                  65

          1     at all suboptimal, all right, now you have

          2     competition for the market.

          3                And you get your single firm antitrust

          4     issues:  Intel/Intergraph, Image Technical,

          5     In Re:  ISO Refusal to License, and related

          6     issues.  What do you get when you get competition

          7     for the market in a market that has strong

          8     network effects associated with it?  You get

          9     models.  A predicted dominant firm comes in, and

         10     fine.

         11                Now our enforcement task is -- instead

         12     of looking at the pool our enforcement task is:

         13     Is Intel asserting its intellectual property too

         14     strongly.

         15                We can spend the entire decade of

         16     the 1990s litigating with Microsoft over its

         17     practices.  And we're going to buy into that set

         18     of issues because that's the model of competition

         19     we've shifted to.  That's a possibility.

         20                Standard setting organizations, you've

         21     got Allied Tube.  You've got Sanitary Engineers.

         22     You've got experience with misconduct in standard
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          1     setting organizations.  There's the possible

          2     market effect from adoption as a standard.

          3     You've got that whole set of cases.  You can

          4     go down that route also.

          5                The point that I want to emphasize

          6     here is that when you have the particular

          7     structure I'm talking about, you've got a market

          8     with strong network effects, standardization is

          9     desirable, utility of the good increases with

         10     consumption, you have a set of antitrust

         11     problems.  Costs get sunk up front.

         12                Marginal cost is low.  There are going

         13     to be issues.  There are going to be worries.

         14     They may take different forms.  But they're

         15     there.  And it's not as though by going after

         16     pools -- you say I've gone after pools and I'm

         17     aggressively enforcing pools and that's going to

         18     solve the problem.

         19                It will create different problems.

         20     That's part of the management of the entire

         21     intersection.  So I've been asked today to

         22     talk about and look at this problem from an
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          1     enforcement point of view, putting my enforcer's

          2     hat on.  And really this should be Chris doing

          3     this because I'm not an enforcer.

          4                I was a lawyer in practice.  And I'm

          5     now an academic.  But this is what I think about.

          6     What are my goals ideally?  What am I thinking

          7     about when I think about pools?

          8                I'm thinking about a cooperative space

          9     that's large enough for intellectual property

         10     rights to be arranged to facilitate production

         11     at the lowest combined cost of transaction and

         12     administrative costs.

         13                And there's going to be some interplay

         14     between the demands you place on a pool and how

         15     much you try and push it and the cost of the

         16     pool.  Cost and demand are inversely related,

         17     meaning the costlier you make a pool to run, the

         18     more you load it up, the less desirable it may

         19     appear.

         20                So there's going to be an equilibrium

         21     there, which facilitates one path of competition

         22     without foreclosing others either by licensors or
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          1     licensees, and which does not skew competition

          2     through discrimination.  That's my ideal world.

          3                My ideal world is this imaginary space

          4     where intellectual property rights are floating

          5     around, and sometimes they conflict with each

          6     other and they lead to lots of litigation and

          7     they pay off my students' student loans, and they

          8     all like that.  And we can preserve a space out

          9     there in which cooperation can occur.

         10                And my goal is to make that footprint

         11     as small as possible while still getting the job

         12     done of facilitating production and having the

         13     fewest collateral effects from it.  That's my

         14     sort of idealized thing, what would I like to

         15     have happen.  What does that imply for

         16     enforcement?

         17                If there are deviations, if somebody

         18     comes to me and says I'd like to have a pool

         19     with this sort of arrangement; I'd like these

         20     provisions in it, the letters that we see, to the

         21     extent that I see deviations in a proposal that

         22     is given to me, I want to know why.  Why can't I
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          1     get what's perfect?  I've got my image.

          2                I've got my goal.  I know what I want

          3     to see.  If there's a deviation, I don't want to

          4     have licensors be able to license outside the

          5     pool.  Let's say that proposal comes to you.

          6     Why not?  I would ask why, and I would demand

          7     parsimonious explanations.

          8                And this is simply my personal belief

          9     from my days in practice, that the plausibility

         10     of my clients' stories were inversely related

         11     with their length.  What we're dealing with here

         12     are fairly straightforward concepts.  A short,

         13     straightforward explanation should be sufficient.

         14                This is related to something that Josh

         15     mentioned and also something that Chris mentioned

         16     in terms of Josh's competition and demand

         17     margins.  Josh's basic point was if you say -- if

         18     you as an enforcer say you must be able as a

         19     licensor to license outside of the pool and you

         20     get some push back on that, why?

         21                Why is that undesirable?  Is it

         22     because people are afraid that if licensors can
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          1     license outside of the pool only one licensor

          2     will have any customers?  Is competition margin

          3     binding?

          4                Or are they really not worried about

          5     that because -- and I read this point the same

          6     way that Chris did -- what's in the pool really

          7     are strong complements and I really don't have

          8     that much of a worry about it?

          9                What you're really trying to

         10     do because you're at an informational

         11     disadvantage -- these people are in the industry.

         12     Their lawyers spent a lot of time learning the

         13     industry.  They know the parameters better than

         14     you.  You're trying to use your model to test and

         15     get explanations as to what you see.

         16                Why does it exist?  If it deviates

         17     from what I want, why does it deviate from

         18     what I want?  However, although that level of

         19     interrogation is something that I think you

         20     have to do at that level -- why can't I get my

         21     ideal -- the test shouldn't be whether a pool is

         22     perfect because, number one, it's not going to
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          1     be.

          2                In the final analysis I think what you

          3     have to ask when you're analyzing this from a

          4     legal point of view is am I better off with this

          5     arrangement than I would be without this

          6     arrangement including any chance that I might be

          7     able to bring some sort of an enforcement action

          8     and maybe get it modified.

          9                In that sense this is a game of

         10     chicken, right?  All law rests on a theory of

         11     human behavior.  What is my theory of human

         12     behavior for people exploiting IP rights?  They

         13     maximize income.  What are they going to do?

         14     They're going to try and make money.  They may

         15     make money in ways that I like.

         16                They may make money in ways that I

         17     don't like.  That's what I expect out of them.

         18     I need to try and reach the best equilibrium

         19     possible.  That I think has got to be the target.

         20                This is an area in which pursuit of

         21     the best can be the enemy of the good.  All

         22     right.  Assessing pools, practical problems.
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          1     I would not recommend -- and I've not seen this.

          2     And this is I think a tribute, as I said, I

          3     think things -- to the way that things have

          4     been proceeding in this area.

          5                If you see a pool that reflects a

          6     choice to compete within a standard rather than

          7     for a standard -- we're going to collaborate on

          8     a standard, and then we'll compete on price,

          9     quality, whatever else within the implementation

         10     of the standard -- that is a valid choice.

         11                That is a mode of competition.  I

         12     would be wary of trying to force competition

         13     towards a certain model.  We don't like

         14     competition within a standard; we want

         15     competition for the standard.  We don't like

         16     competition within the market; we want

         17     competition for the market.

         18                You trade off for a different set of

         19     problems like that.  And what you're seeing if

         20     you see somebody bringing a pooling arrangement

         21     to you is at least some evidence so long as

         22     you've got -- you don't have facts that are
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          1     screaming out to you that this is some sort of

          2     collusive and unproductive conduct.

          3                You've got some evidence that there

          4     are efficiencies to be had through that mode of

          5     competition.  So I would scrutinize efficiency

          6     justifications on their own terms rather than

          7     comparing them to a model that you might prefer

          8     in the abstract.  There is however no model of

          9     avoiding competition.

         10                There are different models of

         11     competition.  I just want to distinguish that to

         12     say -- to make clear that what I'm saying is not

         13     that you take at face value everything that is

         14     said, but that you recognize that there are

         15     alternatives that may be being pursued, and your

         16     enforcement decisions may influence the path

         17     those alternatives take.

         18                All right.  Practical aspects in this

         19     is basically -- what I want to do is mention a

         20     couple of things that I think are important, and

         21     they are aspects in which I think the business

         22     review letter process has done well, and I'll
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          1     tell you why.  Obviously -- and this is something

          2     that the guidelines and the letters talk

          3     about.

          4                The desirability of these arrangements

          5     depends on the validity of the IP.  I want to

          6     know a lot about what's in the pool.  want to

          7     make sure that what's in the pool is actually a

          8     legitimate patent.  I want to make sure that it

          9     is -- well, I'll talk about necessity in a

         10     moment.

         11                I want to make sure that they were not

         12     loading up or protecting technology that really

         13     shouldn't have been given a patent in the first

         14     place.  There has been employed in the letters

         15     the expert procedure.  This is more on necessity.

         16     But there was a hint in one of them that it might

         17     be on validity as well.

         18                How do you figure this out?  One way

         19     is to build in incentives for pool members to

         20     challenge the IP of other pool members.  The

         21     royalty structure can do that if the royalties

         22     keep to the amount of IP in the pool.
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          1                If you have an expert -- and this

          2     is -- as I say, to some degree it's going to

          3     apply to the next slide which is essentiality.

          4     What we've got is this procedure where you as an

          5     enforcement official don't have as much

          6     information as they have.  So to some degree

          7     you've got to rely on some form of analysis.

          8                The procedure's been we're going to

          9     appoint an expert to pass on essentiality.  That

         10     is a guardian, which means that you have the

         11     problem of who guards the guardian.  That never

         12     goes away.

         13                You're always going to be in the

         14     position of looking at somebody and saying can I

         15     trust them unless what you're going to do is

         16     in-source sufficient expertise to evaluate all

         17     the pools that you're going to see, and that's

         18     not going to happen.

         19                So you're going to have to depend I

         20     think on the structural facts that either give

         21     you confidence or give you suspicion in what the

         22     expert is doing.  Are they disinterested?
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          1                Do they have a reputation that could

          2     suffer if they are perceived to be as -- in my

          3     former litigation days we would think there are

          4     some expert witnesses that you have when you --

          5     that you buy -- buy.  Hire.  Boy, there's a

          6     Freudian slip.  I would hate to see -- let me put

          7     this more bluntly.

          8                I would hate to see this procedure

          9     go the way that expert witnesses have gone in

         10     litigation where the one thing that you're sure

         11     of is that you're probably not getting the

         12     disinterested analysis that you would get if

         13     you sat down and had a cup of coffee.

         14                There's going to be a trade-off

         15     between the procedures that you try and impose

         16     on the pool for assessing validity.  Are you

         17     going to let licensees -- are you going to let

         18     outsiders come in and challenge the pool --

         19     challenge the validity of IPRs, and the cost

         20     of administering the pool?

         21                The more bureaucratic complexity that

         22     you build into it, the more costly it becomes.
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          1     And the more costly something is, all else being

          2     equal, the less desirable it is.  That tension is

          3     something that I think is a valid point for

          4     people to bring up, and I think it's something

          5     you would have to think about.

          6                Necessity -- and I'll go through these

          7     very quickly because I think the letters explain

          8     them pretty quickly, and we're going to talk

          9     about them this afternoon as well.

         10                I think that because what we're

         11     talking about is the practical combination of

         12     intellectual property rights relative to the

         13     production of a technology or a product, we have

         14     to have a practical approach.  I would not favor

         15     abstract, technological approaches.

         16                I would favor can this actually work;

         17     is it necessary to get something done.  How to

         18     determine necessity, this is something I talked

         19     about just a minute ago.  You as an enforcer can

         20     undertake investigations.  You can solicit input.

         21     You can see if there are ways for necessity to be

         22     challenged at various stages.
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          1                And I should highlight here one of the

          2     things that I think is important going forward in

          3     this process is seeing how these issues change

          4     over time.  We've got some good experience with

          5     the initial formation.

          6                The dynamic nature of innovation and

          7     the duration of the pool is something that is I

          8     think going to be an issue I'll talk about with

          9     innovation in just a second.  I wouldn't mandate

         10     a particular method.

         11                But the confidence you have that the

         12     pool is procompetitive is going to rest in large

         13     part on the confidence that they give you and the

         14     effectiveness of the method it identifies.

         15     Exclusivity, I should say non-exclusivity.  I

         16     think the ability to license outside the pool is

         17     very important.

         18                I would be extremely -- and it's not

         19     something you've seen challenged in the pools.

         20     I would be extremely curious as to what the

         21     justification for an exclusive arrangement

         22     would be.
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          1                I'd really want a very short,

          2     good explanation for that.  Improvements in

          3     innovation, dynamic technologies, the one thing

          4     we've learned, this goes back to my fundamental

          5     goal.

          6                I think that it's important that

          7     licensors and licensees be free to combine

          8     technology either to improve or compete with the

          9     pooled technology, meaning my vision is that we

         10     have here a space in which IPRs are arranged

         11     relative to a standard or a product.

         12                My most desirable situation is one in

         13     which that space of cooperation does not prevent

         14     other spaces from forming, other paths of

         15     cooperation from forming.  It facilitates it.

         16     It's permissive.  But it does not prevent others

         17     from happening.  Grant backs are the bottom.

         18                We talked about a little bit earlier

         19     the guidelines mentioned under section 5.6.  I

         20     would consider evolution of a standard, if we're

         21     going to talk about a pool forming a standard,

         22     evolution within the pool and innovation outside



                                                                  80

          1     the pool.

          2                It would make sense for -- if they

          3     chose to do so, it would make sense for pool

          4     members to take steps to ensure that the standard

          5     they were creating so that people could implement

          6     it could evolve over time.  I can see situations

          7     in which grant backs from licensees would be

          8     desirable.

          9                The guidelines talk about

         10     non-exclusivity being more desirable than

         11     exclusivity.  And part of the reason the

         12     guidelines talk about that is the ability of

         13     improvers to get revenues on their own, which

         14     means that the royalties come into play.  There

         15     is also -- and Chris mentioned this earlier.

         16                There should be a relationship between

         17     the field of the license and the field of the

         18     grant back.  Royalties, and I've only got a

         19     couple of more.  Reasonable and

         20     non-discriminatory, like system to licensees,

         21     we have seen that.  That is also standard in

         22     standard setting organizations.
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          1                This is an area of overlap.  You've

          2     got most favored nations provisions in a couple

          3     of the letters.  How does the royalty vary with

          4     the value of the intellectual property right?

          5                You've got in the Toshiba letter -- I

          6     do the DVD letters by Toshiba and Philips -- a

          7     fairly textured pricing policy, newer patents

          8     worth more than older patents.  You can go into

          9     the -- you can have pools where you go into a

         10     pricing mechanism that really gets into -- how do

         11     I say -- that gets to a very detailed per IPR

         12     analysis of pricing.

         13                You can go down to a level where the

         14     pool is really fairly a minimal rearrangement of

         15     what would happen if you were selling the IPRs

         16     out in the market.  Or you can have a per unit

         17     type analysis which does not do that.

         18                The royalty -- and I would want -- I

         19     think it's important to understand the incentives

         20     created by those.  I would be hesitant to try and

         21     force one or the other.  But I would want to

         22     understand them very thoroughly.
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          1                Does the royalty decrease over time as

          2     production costs lower, as you get this sort of

          3     standard; we've established the innovation;

          4     we're at the end of its more mature product

          5     stream.  And how significant the royalty is

          6     relative to the product, this is a point that's

          7     been mentioned in a couple of the letters.

          8                Can the royalty be used to facilitate

          9     collusion?  Does it suggest to you that something

         10     is going on in the first place -- downstream

         11     collusion especially -- something that's going on

         12     in the first place that makes you suspect the

         13     pool as a whole?  And the last thing that I want

         14     to mention is the treatment of information.

         15                This is something we've also seen in

         16     the letters.  There's going to be a need for the

         17     members to have some information about what is

         18     being done with their IPRs.  There's going to be

         19     a need for some information.

         20                There should be procedures in place so

         21     that the information that is granted relates to

         22     the exploitation by the pool of the IPRs rather



                                                                  83

          1     than becoming a conduit for the types of

          2     information sharing that you would not want to

          3     see.  Hopefully I've stayed reasonably within

          4     my time.  And thank you very much.

          5                (Applause.)

          6                MARY SULLIVAN:  We have about twenty

          7     minutes for some questions here as we end this

          8     morning's session.  And I'd like to start out,

          9     David, by going back to your issue about parties

         10     being free to license outside the agreement.  And

         11     that certainly has been -- was a factor in the

         12     DOJ pooling review letters.

         13                But I'm curious as to whether the

         14     parties are free to license outside of the

         15     agreement whether they in fact have the incentive

         16     to do so and whether that changes as the size

         17     of the pool, the amount of IP contained within

         18     the pool, gets bigger.

         19                DAVID MCGOWAN:  Well, let me take it

         20     in sort of mid-reverse order.  I don't know the

         21     answer to the question of how frequently it

         22     occurs.  There are people here that are better
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          1     suited to -- or have better information on that

          2     than I do.  So I would sort of defer to them.

          3                My instinct is it's going to depend

          4     on the intellectual property right.  The thing

          5     that I have in mind, if the pool is properly

          6     constructed, there will be a great incentive to

          7     license individually outside of the pool.  If

          8     the pool has only essential patents, I would be

          9     surprised.

         10                On the other hand, what I have in mind

         11     in sort of my image because I think that that the

         12     innovation aspects, the dynamic aspects of

         13     competition in IP markets are probably the most

         14     important, is the possibility of reconfiguring.

         15     What you have in a pool is a particular

         16     configuration of rights.

         17                If you leave open the possibility of

         18     reconfiguration, leave open the possibility of

         19     some rights that are in that pool becoming part

         20     of different standards, competing standards,

         21     products that might become substitutes even if

         22     they're not now, for the pool product.
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          1                That sort of flexibility is what to me

          2     is important in the sense that it leaves open

          3     alternative paths of innovation that might lower

          4     the cost of alternative paths if you can draw on

          5     some existing technology.  Will a pool member

          6     have an incentive to license as part of that new

          7     venture?

          8                The short answer is it's going to

          9     depend on what they think will maximize their

         10     profits.  I don't think that anyone should have

         11     any Pollyanna views about that.  And that's going

         12     to be in part a projection of, the present value,

         13     the expected value of the innovation on an

         14     alternative standard.

         15                What I'm really concerned about is the

         16     ability to make that decision being untrammeled

         17     by the pool, the pool representing an area of

         18     collaboration, and area of cooperation, but not

         19     foreclosing others.  So that's the basic idea.

         20     The frequency with which it occurs, I'd be

         21     interested actually in hearing.

         22                MARY SULLIVAN:  Any experience here on
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          1     the pool?  Josh?

          2                JOSH LERNER:  I can give you some

          3     personal experience.  To the extent that pools

          4     are small and the number of participants,

          5     licensors in the pool is small, then the

          6     propensity to license outside the pool is high.

          7                To the extent that the number of

          8     licensors in the pool is very large, large being

          9     a number, say, greater than four -- you don't

         10     probably think of that as large.

         11                But in trying to do -- essentially

         12     licensing from, say, five or six or ten different

         13     licensors, the probability of someone being able

         14     to invest the effort and the time -- and time is

         15     very critical in most of the industries we're

         16     talking about -- goes down.

         17                The opportunity in a large pool to

         18     actually do this licensing outside the pool is

         19     in fact for most -- for many firms not a real

         20     opportunity.  Even firms that have significant

         21     economic incentive to do so, they simply don't

         22     have the number of hours in the day before a
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          1     product has to be introduced.

          2                MARY SULLIVAN:  Chris?

          3                CHRISTOPHER KELLY:  It sounds then

          4     like we could probably expect that within the

          5     standard for which the pool is directed we can

          6     expect the likelihood of independent licensing to

          7     be a function of the need for the pool in the

          8     first place.

          9                If you do have a lot of IP owners, a

         10     lot of disparately held IP that's implicated by

         11     the standard, then it wouldn't make a lot of

         12     sense to expect independent licensing because

         13     whoever went on that path would then have to

         14     continue on that path with a vast number of other

         15     IP owners and take on all those transaction

         16     costs.

         17                But I guess that wouldn't necessarily

         18     apply to individual licensors' willingness to

         19     support rival standards and even form pools for

         20     those purposes if it seemed like a viable

         21     proposition.

         22                But that would be more a function of
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          1     the type of standard setting questions that I

          2     suppose you'll be talking about tomorrow.

          3                FRANCES MARSHALL:  Garrard?

          4                GARRARD BEENEY:  It's an interesting

          5     question, Frances, about the incentives for

          6     individual licensing and the comment about the

          7     propensities of big pools and small pools.  And

          8     obviously I'm only working within the experience

          9     that I've had.

         10                But in representing pools and

         11     representing individual licensors in pools, and

         12     representing the individual licensors when they

         13     are approached for bilateral negotiations and

         14     licenses, in my experience I guess partly because

         15     of the advice that I offer to individual

         16     licensors, the individual licensors are prepared

         17     to enter into individual licenses generally

         18     within the margins of their expected revenue

         19     stream from the pool.

         20                But at the end of the day the

         21     prospective licensee just simply isn't interested

         22     and they just walk away and they end up with a
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          1     pool license.

          2                And I guess what I'd like to suggest

          3     is that doesn't mean that there aren't

          4     alternatives.  It just means that one is so

          5     competitively compelling that there isn't

          6     actually much of it done.

          7                I kind of think of it in a way that,

          8     you know, I don't want to have to fly from New

          9     York to Los Angeles -- I could fly a commercial

         10     plane or I could charter a jet.  But the

         11     economics are so compelling that I have never

         12     flown anything other than commercially.

         13                So I mean I think it's the same thing,

         14     that the licensors that I've represented are

         15     always more than willing to enter into these

         16     bilateral negotiations or willing to enter into a

         17     bilateral license at about the royalty level that

         18     they would get from the pool.

         19                But at the end of the day it just

         20     doesn't make sense from the licensee point of

         21     view.  And I don't think you can fault the patent

         22     pool for becoming increasingly more attractive as
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          1     it becomes bigger, as if that were some fault.

          2     That's an increase in its efficiency and an

          3     increase in its attractiveness.

          4                And the fact that the licensee chooses

          5     not to avail itself of the alternative doesn't

          6     mean that it's not there.

          7                FRANCES MARSHALL:  Baryn?

          8                BARYN FUTA:  Actually I think this is

          9     more perhaps Peter's point than mine.  But I

         10     think that my experience comports with Peter's

         11     experience, which most bilateral relationships I

         12     see in the marketplace are field of use or larger

         13     in scope.

         14                And programs like the MPEG-2 program

         15     are dealing with a very thin sliver or one

         16     intersection point, if you will, between two

         17     bilateral partners, that being essential patents,

         18     however defined, for a standard like MPEG-2.

         19                So I don't think the largeness or

         20     smallness of a patent joint licensing program

         21     impacts the marketplace utilization of unilateral

         22     licensing.
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          1                FRANCES MARSHALL:  Let me go down here

          2     for a couple of questions or comments and then,

          3     Josh, I do want to get back to your comments.

          4     Peter?

          5                PETER GRINDLEY:  I basically wanted to

          6     support the two points we just made that with the

          7     standard, the package of IP seems to be worth

          8     more than some of the individual patents because

          9     the coordination of the access to these IPs has

         10     already taken place.

         11                It's -- the potential for holdout by

         12     the last -- if you went around individually

         13     trying to get these licenses, the potential for

         14     the last one charging you everything that

         15     you've -- all your remaining wealth has been

         16     resolved because the coordination has taken place

         17     in advance.

         18                So I'm not quite sure how that works

         19     out comparing the individual patent licensing

         20     versus the package.  But I'm just saying that the

         21     package is inherently -- just as a pure matter of

         22     network externalities and coordination problems
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          1     is worth more than the individual patents on

          2     their own.

          3                FRANCES MARSHALL:  Jeff?

          4                JEFFERY FROMM:  Well, I guess

          5     generally as a company that does mostly licensee

          6     arrangements I just beg to differ.  I think that

          7     the -- there is always a trade-off between the

          8     value of the -- people are making economic

          9     trade-offs.

         10                They are trying to think about the

         11     cost of joining the pool.  And if the cost of

         12     joining the pool is small relative to the cost of

         13     the product then obviously they will join the

         14     pool regardless of other incentives.

         15                If the cost is -- in their mind when

         16     they look at their own profit or the way that

         17     they run their business, if they look at the cost

         18     of the pool as high, then they start to

         19     contemplate other alternatives.

         20                And to suggest that they're --

         21     licensees always reach the conclusion that they

         22     can afford the pool over doing cross-licensing is
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          1     really not the reality.

          2                Having attempted to do it in the real

          3     world, you find out that there -- if you've got

          4     a whole series of licensors, some are more

          5     motivated to license than others.  Some are very

          6     unmotivated.

          7                Some may not even have licensing

          8     organizations in a real sense.  And some of them

          9     are completely de-motivated to do the licensing

         10     even though the DOJ letters require it.

         11                So I'm just saying that there are

         12     lots of different licensees that may wish to go

         13     different ways.  But the practical realities tend

         14     to push them towards the pool in a very strong

         15     way because of time and cost.

         16                FRANCES MARSHALL:  Okay.  James?

         17                JAMES KULBASKI:  One of the -- a

         18     question to Jeff is he said that for large pools

         19     there is a tendency to license through the pool

         20     but for smaller pools such as four- or

         21     five-entity organizations there is a higher

         22     likelihood of going outside of the pool.
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          1                Everyone knows about the larger pools

          2     which have been approved by the DOJ and are very

          3     popular and profitable.  But I'm not too familiar

          4     with smaller four- and five-company type pools.

          5                How many of those do you think exist

          6     and in what areas of technology are they

          7     successful?  If people are going outside of them

          8     is there really a purpose of forming a four- or

          9     five-member pool?

         10                JEFFERY FROMM:  I think most of the

         11     pools start out as relatively small groups, or

         12     many of them do.  And so to the extent that they

         13     start out that way and stay that way -- and the

         14     ones that start small, perhaps they look a lot

         15     more like cross-license arrangements than pools

         16     like the DOJ has focused on.

         17                But there are quite a few of them that

         18     just never get -- they just don't have large

         19     patent pools.  They don't have large economic

         20     impacts.  And people do coordinate their

         21     licensing.

         22                It doesn't seem to be difficult for
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          1     people to figure out how to do it.  They have

          2     read the DOJ guidelines.  And so as long as they

          3     stay within them they figure they are okay.

          4                FRANCES MARSHALL:  This afternoon we

          5     are going to get more deeply into this issue of a

          6     full pool license versus a partial license being

          7     available.

          8                I think one of the things that I would

          9     like to point out to Jeff is that I don't believe

         10     that the DOJ letters require the individual

         11     licensors to license their patents, but just that

         12     they be permitted to do so, and it's up to them

         13     to choose whether or not to do so.

         14                Peter, did you have something else?

         15                PETER GRINDLEY:  No.

         16                FRANCES MARSHALL:  Josh, I'd like to

         17     finally get back to you.

         18                JOSH LERNER:  I'd just like to follow

         19     up on Frances' question and just ask David

         20     something I've never understood.

         21                This idea of being able to license

         22     outside the pool as -- being permitted to license
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          1     outside the pool as though that's an unabashedly

          2     good thing, I don't understand why it isn't the

          3     case that licensing outside the pool under

          4     certain circumstances is just another way of

          5     discriminating under a particular set of facts

          6     against some prospective licensee.

          7                And so the pool can in effect

          8     facilitate discrimination instead of putting an

          9     end to it because in fact you're charging

         10     different prices for the same piece of

         11     intellectual property.

         12                And then the question that I ask

         13     myself as an economist is:  Well, then why is

         14     discrimination a bad thing?  We actually like

         15     price discrimination in certain contexts because

         16     it's more efficient.

         17                So this is an example to me of -- and

         18     maybe it's just because I am muddled on this

         19     subject.  But it seems to me that this is an

         20     example of where the regulatory agencies have too

         21     many degrees of freedom.

         22                They can beat you up for not
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          1     permitting independent licensing.  Under a

          2     different set of facts they can beat you up for

          3     discriminating, and they don't have to justify --

          4     and discriminating sounds bad, but in fact

          5     economists frequently think that discriminating

          6     is good.

          7                So what I detect here is either I'm

          8     really confused or there's not a coherent

          9     intellectual framework.  And I just don't want to

         10     let this pass.  I want to say -- I want to ask

         11     whether it's true that independent licensing is

         12     always a good thing.

         13                DAVID MCGOWAN:  My short answer

         14     is that I don't think I said that price

         15     discrimination is bad.  If I did I didn't mean

         16     to.  The ability to license -- as I say, I am

         17     talking about this from an enforcement point

         18     of view.

         19                I think the ability to license outside

         20     is good because it allows flexibility in the

         21     deployment of the rights.  Now, it may be -- as

         22     Garrard says, it may be that the economic
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          1     proposition of the pool is so compelling that

          2     you see none of it.

          3                So what I'm saying is that as an

          4     enforcement matter I'm wondering why the pool

          5     would want to forbid licensing outside the pool.

          6     Now, that might be -- I take it that the

          7     implication of your question is to ensure that

          8     there are reasonable non-discriminatory terms

          9     given to all licensees.

         10                There are other ways of achieving

         11     that.  There are ways of achieving that, for

         12     example, by saying that licenses outside the

         13     scope of the pool have to bear some relationship

         14     to the proportion of payment that the licensor

         15     would have received inside the pool.

         16                So what I'm articulating I hope is an

         17     enforcement posture that says flexibility should

         18     be maximized.  And the economic results can be

         19     reached in number of ways.

         20                If you want to have a most favored

         21     nations provision, if you want to have something

         22     that deals -- to make sure that other licensees
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          1     are on equal footing, that's fine.

          2                There's an issue about what

          3     discrimination actually means, whether it should

          4     be relative to the yield that a licensee is going

          5     to obtain from the use of your intellectual

          6     property rights.

          7                And, you know, quite frankly there's a

          8     compelling story to tell on price discrimination.

          9     I don't disagree with you about that.  I'm more

         10     worried about particular uses of intellectual

         11     property rights to block certain forms of

         12     competition.

         13                And this is sort of an analogy from

         14     the Allied Tube, the standard setting cases that

         15     I mentioned earlier where what you have is in

         16     effect a cartel of uninventive people trying to

         17     block the adoption of a superior technology.

         18                I worry that if you don't have the

         19     ability for somebody to come to a licensor with

         20     an economic proposition that makes sense but

         21     requires the use of a particular technology, I

         22     worry that the obligations of a licensor to other
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          1     licensors in that same technology, if those

          2     obligations prohibit the redeployment of those

          3     intellectual property rights I begin to worry

          4     about dynamic efficiency.

          5                Now, the economic value of the

          6     alternative standard may not be such that it's

          7     attractive to the licensor.  That's for them to

          8     decide.  That's why we give them intellectual

          9     property rights.

         10                And the distinction between permitting

         11     somebody to license and requiring them to license

         12     is a very important distinction Frances just

         13     made.  I would not want to see the use of pool

         14     enforcement letters as a device to impose a

         15     licensing requirement.

         16                But I think it's something to be taken

         17     into account, as I say.  Otherwise if you are

         18     really worried about discrimination and -- for

         19     example, if you thought that it was bad and you

         20     wanted to prevent it, there are ways to deal with

         21     that contractually within the terms of the pool.

         22                So I guess my short answer is I hope
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          1     I'm not implying what I think you think I'm

          2     implying.

          3                FRANCES MARSHALL:  Chris?

          4                CHRISTOPHER KELLY:  Just a word on

          5     behalf of incoherence.  I think Frances made a

          6     very important point about the fact that the

          7     pools -- the letters did not -- although the

          8     extent of exclusivity was a factor in the

          9     analysis, it was not an on/off switch saying if

         10     you were exclusive we would say no to you.

         11                I think it's probably right to say

         12     that had the pool -- any of those pools been

         13     exclusive and prohibited the members of the pool,

         14     the licensors from licensing outside the pool,

         15     that certainly you would have ratcheted up the

         16     pressure of the analysis of the pool because at

         17     that point it's the only game in town.

         18                And so we would care much more about

         19     each other aspect of the thing.  But I could

         20     easily imagine circumstances in which a pool

         21     could come to DOJ and say, we are a consortium

         22     which has defined a new product which we are
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          1     going to put out there into the marketplace.

          2                And the pool is itself a part of the

          3     effort to try to encourage people to use this

          4     product as opposed to those stinky four other

          5     ones out there.

          6                And so because this is a joint

          7     endeavor of ours we are going to, you know,

          8     support this thing and we're agreeing to license

          9     exclusively for this kind of standard -- I mean

         10     this course says the standards war, which then

         11     has its own implications.

         12                But I could easily imagine

         13     circumstances where DOJ, at least when I was

         14     there, saying this may be a perfectly good thing,

         15     and the same thing with price discrimination.

         16                I think we have evidence of that in

         17     the MPEG letter where you do have -- we were

         18     talking a little bit before about the

         19     constructive grant back, as we called it for

         20     relevant technology, in a sense functions as

         21     price discrimination, finds the licensees who see

         22     more value in the MPEG standard because they are
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          1     innovating within it and says, well, you know

          2     what, we're going to take a little more from you;

          3     if any of us like what you have come up with

          4     we're going to get a license on it.

          5                And we said, terrific, because what

          6     that probably means is that the people who are

          7     simply just using the technology without

          8     enhancing it and see less value in it are as a

          9     result going to see a lower aggregate royalty

         10     then they would if the licensor were to try and

         11     find a single royalty that captured the value

         12     from everybody uniformly.

         13                PANELIST:  Can I make one quick point?

         14     I just wanted to say I think a point that Chris

         15     made I would suggest from an enforcement

         16     perspective is generalizable, which is to say

         17     that -- it seems to me a risky thing to say that

         18     any of these factors is an on/off switch as Chris

         19     put it.

         20                Practically speaking you are going to

         21     have to hit an equilibrium and decide whether

         22     that equilibrium is something that you live with
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          1     rather than the alternatives.

          2                And that seems to me just a realistic

          3     aspect of any sort of judgment about whether to

          4     bring a suit as a private party, or an

          5     enforcement decision.

          6                And, you know, the process of weeding

          7     through the justifications and seeing how they

          8     make sense in particular markets and different

          9     things will make sense in particular markets.

         10                It seems to me it has to be an all-in

         11     sort of thing rather than a menu of checking the

         12     box and each of these has to be present.

         13                FRANCES MARSHALL:  Jeff, did you have

         14     another comment here?  No?  Okay.  Well, I think

         15     we've reached 11:30.  I thank you all for a very

         16     interesting morning.  I wish you all luck on

         17     getting lunch and getting back into the building.

         18     Give yourselves a good amount of time to do that.

         19     And we will see everybody back here at 1:00.

         20                (Lunch recess.)

         21

         22
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          1                    AFTERNOON SESSION

          2                                           (1:00 p.m.)

          3                FRANCES MARSHALL:  Let's all take our

          4     seats and get started again.  With this morning's

          5     session apparently we had a lot of trouble with

          6     the sound system and people not being able to

          7     hear very well.

          8                We've requested that the blowers be

          9     turned off, and I think they have been.  And the

         10     consequence of that is that it may get warm in

         11     here.  So if it gets too warm let us know and we

         12     can do the trade-off again, turn them back on.

         13                I think what we need to do for the

         14     panel -- not all the speakers are -- the mikes

         15     are on.  They turn them on as we -- they

         16     recognize that we're going to be talking.

         17                So if you just give a couple seconds

         18     for the mike to come on when you pick it up, that

         19     would be good.  If people could speak slowly and

         20     articulately that will probably help people

         21     understand as well.

         22                So to begin this afternoon's session
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          1     Josh Newberg is going to give us an overview of

          2     the case law of patent pools and cross-licenses

          3     and then talk a little bit about the FTC's VISX

          4     case.

          5                JOSHUA NEWBERG:  Thanks very much.

          6     I'd like to thank the Justice Department and the

          7     Federal Trade Commission for inviting me.  I'm

          8     delighted to be a part of this excellent program.

          9     I know I've already learned a lot.

         10                What I'd like to talk about generally

         11     speaking is obstacles or challenges to the

         12     formulation of competition policy with regard to

         13     patent pools.  And I want to focus on the issue

         14     of uncertainty, two types of uncertainty.

         15                One is uncertainty regarding the

         16     legal framework, more specifically the case

         17     law on antitrust analysis of patent pooling

         18     arrangements, and then the issue of uncertainty

         19     with regard to the patents themselves that are

         20     evaluated when evaluating a patent pooling

         21     arrangement, uncertainty with regard to scope,

         22     uncertainty with regard to validity, and
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          1     uncertainty more broadly speaking with regard to

          2     the economic relationships among patents in a

          3     pooling arrangement.

          4                I want to begin with a talk about

          5     the case law.  I'll talk about Standard Oil, Line

          6     Material, and a little bit about BMI versus CBS.

          7                Then I'll give an overview and

          8     analysis of the Summit/VISX case and use that

          9     case as a vehicle for showing how the uncertainty

         10     issues played out, and then talk a little bit

         11     about implications, recommendations for

         12     competition policy regarding patent pools.

         13                I want to try to be a little bit

         14     provocative and maybe convince you of three basic

         15     propositions.  One is that the Supreme Court's

         16     antitrust analysis of patent pooling is highly

         17     problematic and fails to offer rules of decision

         18     that maximize welfare.

         19                Second, I want to suggest that as much

         20     as we long to categorize intellectual property

         21     neatly in the conceptually distinct categories of

         22     competing, complementary, blocking, patents like
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          1     facts are stubborn things that frequently defy

          2     such convenient classifications.  They may

          3     straddle one or more classifications.  And their

          4     scope and/or validity may be just fundamentally

          5     uncertain.

          6                Third, since this indeterminacy often

          7     informs the actual business decisions, the actual

          8     business relationships that are structured around

          9     sharing patent rights, antitrust analysis should

         10     be adapted to account for such uncertainty to try

         11     to factor it in rather than pretending that it

         12     doesn't exist.

         13                Now, perhaps the most frequently cited

         14     Supreme Court case on patent pooling is Standard

         15     Oil of Indiana versus United States.  It's a case

         16     from 1931.  And it's typically cited for two

         17     propositions.

         18                One proposition is that the rule of

         19     reason is to be applied to the analysis of patent

         20     pooling arrangements.  It's also cited for the

         21     proposition that it is permissible for firms to

         22     combine blocking patents.  That is to say that
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          1     combining patents in order to resolve blocking

          2     relationships is not likely to raise antitrust

          3     problems.

          4                With regard to the first proposition,

          5     I think it's fairly sound to cite Standard Oil.

          6     But with regard to the second proposition, I

          7     think it's problematic.

          8                The case involved a pooling

          9     arrangement among four firms.  It was established

         10     in the 1920s.  And these four firms had

         11     alternative technologies for cracking gasoline.

         12     This was a revolutionary method for refining

         13     petroleum into gasoline.

         14                And it represented a huge advance

         15     over so-called straight run methods of cracking

         16     gasoline -- of refining gasoline.  And it could

         17     increase the yield from a barrel of petroleum

         18     from anywhere from two-and-a-half to seven

         19     times what you would get under the previous

         20     technologies.

         21                So this was revolutionary.  And one

         22     process was patented.  Then more processes were
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          1     patented.  And soon the industry was faced with

          2     an enormous amount of costly litigation.  And so

          3     four firms entered into the pooling arrangement

          4     that was ultimately challenged by the Justice

          5     Department.

          6                And in this pooling arrangement four

          7     firms agreed that they would cross-license each

          8     other's cracking technologies.  And each member

          9     of the pool would be able to license the package

         10     or any combination of the pool patents to third

         11     parties.

         12                And it was quite successful for a

         13     while in ways that I'll talk about in a little

         14     bit.  But it was problematic and I'll talk about

         15     why it was challenged.

         16                The Supreme Court looking at this

         17     pooling arrangement decided that it was okay,

         18     decided that there was no antitrust violation.

         19     Why?  There were no downstream output or price

         20     restraints as part of the pooling arrangement.

         21                And perhaps most importantly the Court

         22     looked at the downstream market for gasoline.
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          1     And what they concluded was that as a percentage

          2     of all gasoline the four cracking patents firms

          3     accounted for only about 26 percent of all the

          4     gasoline market.

          5                So not only were there no downstream

          6     price or output restraints, the Court decided

          7     that 26 percent didn't constitute dominance.

          8     So you have a very competitive, perfectly

          9     competitive, or acceptably competitive

         10     market.

         11                And also there was not a lot of

         12     evidence of any kind of exclusion of firms that

         13     wanted to license the patents.  Well, what's

         14     wrong with the Court's analysis then?  First of

         15     all they looked at the wrong market.

         16                It probably would have been

         17     appropriate to look at the technology market,

         18     to use a technology market analysis and to make

         19     a distinction between the upstream licensing

         20     market in which these four firms operated and

         21     distinguish that from the downstream market for

         22     gasoline.
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          1                The patent pool was not in the

          2     business of selling gasoline.  The patent pool

          3     was in the business of licensing the technology

          4     to refine gasoline.

          5                If you look at it from that

          6     perspective, these four firms accounted for

          7     something like 80 or 90 percent of all cracking

          8     capacity.  So they probably did have something

          9     akin to a dominant position.

         10                Looking at the likely effects, the

         11     probable effects of the Standard Oil pooling

         12     arrangement, it's probable that the firms had

         13     less incentive individually to compete for

         14     licensees because they had the right to use

         15     every -- the other firm members', the other pool

         16     members' patents.

         17                There was probably less incentive to

         18     innovate because each member could free ride on

         19     the innovations of the others.  However, the

         20     arrangement settled and avoided a great deal

         21     of potentially ruinous litigation.

         22                And it did facilitate the diffusion of
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          1     a revolutionary technology without which there

          2     would be no automobile revolution here in the

          3     United States.  So in any case Standard Oil is a

          4     sort of ambivalent legacy.

          5                It's a case that is about competing

          6     patents, competing technologies that is, as I

          7     said, cited for the proposition that combinations

          8     of blocking, i.e. complementary technologies, are

          9     lawful.

         10                The actual discussion of blocking

         11     is in one footnote, footnote 5 of the opinion.

         12     And it's good.  It says that blocking can be --

         13     pooling arrangements to resolve blocking can be a

         14     good thing.  But it's not part of the holding of

         15     the case.

         16                The next case that's relevant to the

         17     analysis of pools is United States versus Line

         18     Material which specifically dealt with the issue

         19     of blocking patents.

         20                In that case one firm, the Line, and

         21     the other, the Southern Corporation, one firm had

         22     a patent for a circuit breaker technology, but
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          1     the product that they made with the patent wasn't

          2     all that efficient.

          3                Another firm had invented a better,

          4     more efficient circuit breaker, but they couldn't

          5     market that.  They couldn't produce it unless

          6     they had a license from the first company.  So

          7     they entered into a pooling arrangement to share

          8     the rights of the combined technology.

          9                They appointed one of the two firms

         10     to be the licensor of the technology.  They also

         11     fixed the downstream prices of the circuit

         12     breakers that actually were made with the

         13     technology.

         14                Now, in this case the Court not only

         15     said that this was a bad thing, it was per se

         16     unlawful.  The Court said that this arrangement

         17     was per se unlawful.  What if anything is wrong

         18     with that analysis?  Well, there was no -- there

         19     was no rule of reason inquiry.

         20                There was no inquiry into relevant

         21     market.  There was no inquiry into competitive

         22     effects.  And also it's difficult to tease out
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          1     from the opinion how significant the setting of

          2     the downstream prices was to the decision.

          3                Based on my reading of it, it looks as

          4     if the Supreme Court still would have condemned

          5     it even if there wasn't a downstream product

          6     price fixing because they had a problem with the

          7     two licensing firms, the two patent holders

          8     getting together to fix a royalty rate.

          9                So anyway, on the one hand you have

         10     the Standard Oil case which is usually cited for

         11     the proposition that you can -- that pools to

         12     resolve blocking arrangements are okay.  But it

         13     doesn't deal with blocking patents.

         14                And then you have the Line Material

         15     case which says that a combination to resolve a

         16     blocking relationship is per se unlawful.  So

         17     this is to say the least kind of a difficult and

         18     ambivalent legacy from the case law.

         19                Well, let's fast forward to

         20     Summit/VISX, to a modern patent pool.  The

         21     technology in Summit/VISX, as you probably know,

         22     was for PRK, the sort of revolutionary technology
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          1     to reshape the cornea to correct for various

          2     refractive errors through applying a laser.

          3                In 1992 the two leading firms in the

          4     development of this technology several years

          5     before it was approved by the FDA entered into

          6     a pooling arrangement, the Pillar Point

          7     Partnership.  They pooled the PRK apparatus and

          8     method patents.  They established a $250 per

          9     procedure fee.

         10                Whenever somebody actually did the

         11     procedure with either a Summit machine or a VISX

         12     machine, a $250 fee would be paid to the pool.

         13     The firms however remained free to compete on

         14     the sale of the machines.

         15                What are the principal antitrust

         16     issues?  One was what's the economic relationship

         17     among the patents in the pool and the

         18     relationship between those patents and the two

         19     firms' technologies.  And a second was what were

         20     the competitive effects.

         21                Well, in 1998 the FTC brought a

         22     three-count complaint.  And they argued first
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          1     that the pool was an unlawful restraint of trade

          2     based on a reading of the relationship among the

          3     patents as being competitive.  So the argument --

          4     the FTC decided that this was a pooling not

          5     primarily or solely of complements but of

          6     competing approaches.

          7                The FTC also charged conspiracy to

          8     monopolize the PRK and equipment and technology

          9     markets, and a third fraudulent procurement of

         10     the VISX patent, key VISX PRK patent was the

         11     third count.  This was resolved by settlement.

         12     The pool was dissolved.

         13                And in the settlement VISX granted a

         14     license to Summit for the pooled VISX patents.

         15     So Summit could use the patents although Summit

         16     could not sublicense.  Summit could not license

         17     third firms.

         18                Now, the decision that the Commission

         19     made in analyzing the patents is certainly

         20     defensible.  I was a part of it.  I worked on the

         21     litigation team.  But there were and there are

         22     alternative approaches that could have been
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          1     taken.

          2                Based on the evidence that we had

          3     before us, based on outside observers, you could

          4     look at the same pool and say these are not

          5     competing technologies.  What you have is a

          6     blocking relationship being resolved by this

          7     pooling arrangement.  That's what the parties

          8     argued.  And this was not a frivolous argument.

          9                It could have been interpreted that

         10     way.  Alternatively it could have been argued

         11     that effectively VISX was a lawful monopolist.

         12     VISX had such a broad patent that they

         13     effectively covered the market.

         14                And what they were doing was entering

         15     into essentially a vertical relationship with

         16     Summit where Summit needed to license the VISX

         17     patent to be able to operate at all.

         18                Another approach, another way which I

         19     think is probably the way I'm inclined to look at

         20     it is that this pool and the relationship among

         21     the patents in this pool was defined by its

         22     uncertainty.  The patent scope of important
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          1     patents was uncertain.  And the validity of

          2     the most important patent was uncertain.

          3                Now, depending on which of those

          4     perspectives that you take, each of which I would

          5     submit was defensible, could be supported by the

          6     same evidence in the case, it has of course

          7     substantially different implications for the

          8     antitrust analysis.

          9                The competitive effects then depends

         10     on how you characterize the patents.  Under the

         11     FTC view it's a price fixing cartel arrangement.

         12     If on the other hand you see it as the resolution

         13     of blocking by combining complementary patents,

         14     then at least the pooling arrangement is to be

         15     encouraged.

         16                Query whether the per procedure fee

         17     is to be encouraged.  If you see VISX as a

         18     legitimate patent monopolist, then the licensing

         19     of Summit was procompetitive.  It allowed Summit

         20     to be able to operate, and it avoided litigation.

         21     And VISX would be entitled legitimately to a

         22     monopoly rent from that broad patent.
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          1                If you take the position that the

          2     relationship of the major patents was in fact

          3     fundamentally uncertain with regard to scope,

          4     validity, and economic relationship, the pool

          5     still seems to be procompetitive.

          6                I mean this was an improvisation that

          7     these two start-up firms entered into in order to

          8     create a market, a technology that might well

          9     have disappeared in the litigation that could

         10     have resulted absent the pool.  But the per

         11     procedure fee and the licensing restraints are

         12     harder to assess under that view.

         13                Some tentative conclusions:  One

         14     would be regarding the uncertain legal framework

         15     provided by the case law in the best of all

         16     possible worlds Line Material should be

         17     overruled and we should apply the logic and the

         18     implications of the BMI case, from the copyright

         19     context into the pooling context.

         20                Until then I think we need to do

         21     what we're essentially doing now which is sort of

         22     acting as if the principles of BMI apply and kind
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          1     of pretending that these cases don't exist.

          2                Regarding the problem of uncertain

          3     patent scope and/or validity, as I argue, it

          4     should be acknowledged rather than wished away.

          5     Sometimes the answer is going to be it's certain.

          6     And that uncertainty can move markets.  I don't

          7     think we should always be compelled to sort of

          8     pigeonhole the patents.

          9                And I think it argues for an expansive

         10     and searching and economically sophisticated rule

         11     of reason that factors in the often uncertain

         12     scope and/or validity of pooled patents.  Thank

         13     you.

         14                (Applause.)

         15                FRANCES MARSHALL:  Now we're going to

         16     go to John Putnam's presentation.  John is very

         17     familiar with the VISX case because he worked as

         18     an expert for VISX on this matter.  And so he has

         19     I don't want to say a completely opposite point

         20     of view, but some different points to make about

         21     the VISX case.

         22                JONATHAN PUTNAM:  I have two
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          1     difficulties facing me.  One of them is that my

          2     general interest here is in talking about patent

          3     pools, but I recognize that the specific way I've

          4     been billed is you're talking about VISX and

          5     that's an important topic.  So I'm going to try

          6     to just move through the general topics and get

          7     to VISX.

          8                Second, I have to admit that I have

          9     to pick my jaw up off the floor hearing somebody

         10     affiliated with the FTC's case finally admit that

         11     the VISX/Summit pool was procompetitive because

         12     we certainly litigated this issue at length and

         13     took opposite sides.

         14                I should just say that the fallout

         15     from that litigation continues in private

         16     litigation today, and so the opinions I'm going

         17     to offer don't reflect VISX's opinions in that

         18     private litigation.  I have two themes to talk

         19     about today in the general part of it.

         20                The first is that in the context

         21     of analyzing the VISX case we see that the

         22     government's guidelines make it very difficult to
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          1     decide whether or not a given pooling arrangement

          2     is going to be termed pro- or anticompetitive.

          3     There's an inadequate analytical framework in

          4     those guidelines.

          5                And I'm going to try to show you why

          6     that is in general and also in the context of

          7     the specific pleadings in the case of VISX.  The

          8     second point that I want to make is that when you

          9     actually get down to implementing the tests in

         10     the guidelines you discover that there's no

         11     "there" there.

         12                And it's very difficult to say without

         13     a theoretical framework how you would look to

         14     data and decide whether or not any given

         15     arrangement conveyed market power onto members

         16     of a pool.  It's that inability to decide those

         17     empirical questions that makes the litigation of

         18     these cases especially problematic.

         19                So in particular what I mean by

         20     that is I mean that the notion of a competitive

         21     level in the context of intellectual property

         22     litigation generally and the patent pooling in
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          1     particular is not defined within the guidelines.

          2                If you define market power -- the

          3     merger guidelines do as the ability to price

          4     above the competitive level for a significant

          5     period of time, but you don't have a definition

          6     of the competitive level, you don't have a

          7     definition of market power.

          8                Similarly if you don't define price

          9     you also don't have a definition of market power.

         10     And you would think, well, price is easy to

         11     observe.  But price is not easy to observe in the

         12     context of innovation because the whole point of

         13     innovation is that you change the quality of the

         14     good that's being offered.

         15                And so when you observe a nominal

         16     price, that price is not just the amount of money

         17     that one party pays for the good.  It's also the

         18     willingness to pay for a good that has been

         19     augmented by the innovation to begin with.

         20                So if innovation is happening the way

         21     it's supposed to be happening, real prices should

         22     be dropping.  Quality adjusted prices should be
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          1     dropping even if nominal prices are rising.  If

          2     you don't define price to mean quality adjusted

          3     price, they'll never pick that up.

          4                The other point that I want to make is

          5     that this is a two-stage analysis.  And so if you

          6     misregulate with respect to one party or another,

          7     the problem is that you alter the incentives for

          8     all future inventors.  And the harm that you

          9     cause from misregulation dwarfs the damage that

         10     you do in any particular market because you've

         11     changed the incentives.

         12                So the theme here which I'm just

         13     going to breeze over is that you really need a

         14     two-stage analysis.  And unless that analysis

         15     encompasses time, you are going to get it

         16     fundamentally wrong.  So in the typology that was

         17     given earlier today, I'm an ex ante guy.

         18                I would contend as an economist that

         19     the only way -- right way to think about this is

         20     ex ante because that's the only way that you

         21     think about both stages of the problem.  And the

         22     way you take into account time is you look at the
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          1     incentives the parties have, not just simply what

          2     they did.

          3                You look at their expectations in

          4     advance, not just what actually happened.  You

          5     look at the optimal path that you are trying to

          6     create for parties and not just whether at any

          7     given instance the outcome deviated from a

          8     benchmark that you would prefer.

          9                And then the question is over time how

         10     do you actually measure this given the data that

         11     that you are going to be given in discovery.  The

         12     guidelines have three principles.  Very briefly

         13     they are these:  Intellectual property is like

         14     real property; there is no presumption of market

         15     power; and licensing is procompetitive.

         16                Let me just explain briefly why I

         17     think those principles are problematic.  They

         18     sound like they're completely vanilla.  They are

         19     not.  Let's just focus on the key language here.

         20     The characteristics of intellectual property can

         21     be taken into account by standard antitrust

         22     analysis.
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          1                Now, is that true?  The answer is no.

          2     Unlike all -- most other forms of property,

          3     intellectual property does not contain the right

          4     to use.  That's very important.

          5                When I walk onto my land, I have the

          6     right to walk onto my land. When I have a piece

          7     of intellectual property, I don't necessarily

          8     have the right to use it; I only have the right

          9     to exclude somebody else from using it.  The lack

         10     of a right to use in a property context renders a

         11     property right fundamentally different.

         12                Secondly, property rights are

         13     enforceable only if you make a successful

         14     investment in the context of patents.  You

         15     observe a patent when somebody has satisfied a

         16     particular regulatory standard.  They made a new

         17     and non-obvious invention.

         18                So the sample of observed inventions

         19     is a biased sample of all research performed by

         20     companies.  Property rights are biased.  What's

         21     observed is successful investments in research,

         22     not all investments in research.  That's going
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          1     to become significant in a moment.

          2                The second principle is intellectual

          3     property is not presumed to have market power.

          4     Why is that?  Because there will often be

          5     sufficient actual or potential close substitutes,

          6     standard analysis.  So this is important.

          7                The presumption that intellectual

          8     property doesn't have market power is predicated

          9     on the presumption that there may be close

         10     substitutes for it.

         11                Now, what is market power?  It is the

         12     ability to maintain prices above a certain level.

         13     What's that level?  We don't know.  Let me give

         14     you an example.  I'm going through this quickly.

         15     You will be able to see it in the handout.

         16     Suppose there are two companies that are both

         17     competing to get a patent.

         18                One of them succeeds.  The other one

         19     fails.  In this example they both spend $100 on

         20     R & D.  One of them wins and makes 250.  What is

         21     the rate of return you will observe for the

         22     successful patent owner?  You're going to observe
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          1     a rate of return of 150 percent.  They spent

          2     $100.  They made 250.  That's a lot of money.

          3                What's the ex ante return that they

          4     expected to make?  They expected to make a

          5     25 percent return because there was only a

          6     50 percent chance they were going to win the

          7     patent race.  If their cost of capital was

          8     25 percent, that means they exactly broke even.

          9                So what that tells you is the biased

         10     sample of successful inventions is going to

         11     contain firms that are making a whale of a lot of

         12     money but it's not going to take into account all

         13     the firms that failed.

         14                The policy implication of this is that

         15     any remedy that reduced the incentive -- that

         16     reduced the return that the company made for its

         17     successful invention would have -- in this

         18     example would have been sufficient to render that

         19     investment unprofitable ex ante.  Your capital

         20     costs you 25 percent.

         21                You would be expecting less than a

         22     25 percent return.  You never would have invested
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          1     even though it looks like you are making a whale

          2     of a lot of money.  That's a problem.  You don't

          3     know whether your remedy in an antitrust case

          4     is time consistent or not.

          5                Would the firm have made the

          6     investment if it had known that you were going to

          7     do what you intend to do in the second stage?  As

          8     I've already said, there is no definition of

          9     competitive price or even price, and so therefore

         10     you can't decide what market power is.

         11                The third principle is that licensing

         12     is generally procompetitive.  Why is that?

         13     Because it may promote the coordinated

         14     development of technologies that are in a

         15     blocking relationship.  What does that mean?

         16     It means the presumption of procompetitive

         17     licensing rests on the presumption that they

         18     are complements.

         19                Principle two said we don't presume

         20     there's market power because there may very well

         21     be substitutes.  Principal three says we think

         22     that licensing may be procompetitive because they
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          1     may very well be complements.

          2                Well, whether they're perfect

          3     complements or perfect substitutes, they're

          4     either one or the other in some fashion.  They

          5     are not both simultaneously at least with respect

          6     to a particular other party.

          7                And so you have three principles,

          8     one which presumes no market power based on

          9     substitutability and one which assumes

         10     procompetitiveness based on complementarity.

         11     That's not consistent.  I'm just going to skip

         12     this example of the cross-licensed patents and

         13     move straight to VISX and Summit.

         14                Josh has already given you the

         15     background, and so I'm not going to review that.

         16     The complaint said, as Josh pointed out, that the

         17     pool in question restrained trade, stabilized and

         18     maintained prices, raised the cost of entry, and

         19     deprived consumers of the benefits of

         20     competition.

         21                And so I ask two questions.  One is:

         22     Relative to what?  What were you expecting?  This
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          1     is what patents are due.  And so if your null

          2     hypothesis is the world should have looked

          3     differently than it did and prices should have

          4     been lower, then you have to say how much lower

          5     and why.

          6                Certainly it's the case that if one

          7     firm had come up with all of these patents on its

          8     own you have a single monopolist in this market

          9     and there would be no question that that firm was

         10     allowed to charge whatever it wanted.

         11                And so the question you have to ask

         12     yourself is what is it about the behavior of the

         13     parties that raised prices relative to what they

         14     would have been if a single monopolist had had

         15     all these patents rights, if the pool in other

         16     words were contained or owned by a single party.

         17                The complaint said in the absence of

         18     the pool VISX and Summit would have competed with

         19     one another in the goods market and would have

         20     engaged in competition in licensing technology.

         21                In other words, the complaint said in

         22     the first two counts that VISX's and Summit's
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          1     technology are substitutes.  This is an illegal

          2     combination or conspiracy.  VISX of course had

          3     its defenses.

          4                It said that patents were not

          5     substitutes, they were complements, and that

          6     therefore it was efficient to combine them

          7     and that as Josh pointed out because of the

          8     uncertainty surrounding whose patents were going

          9     to be found valid in the litigation that also

         10     existed between Summit and VISX at this time.

         11                No one knew what exactly what the

         12     final configuration of the market was or even who

         13     was going to enter because this was three years

         14     before the machines were allowed to enter the

         15     market.

         16                Under the consent decree the patent

         17     pool was dissolved.  Each party got its own

         18     patents back.  The royalties were set

         19     independently.  And there was a royalty

         20     free cross-license.

         21                So the FTC obtained the result

         22     that has been generally affirmed to be better
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          1     in patent pooling arrangements:  independent

          2     licensing; low, in this case zero,

          3     cross-licensing rates; and the ability

          4     to control your own patent rights.

          5                What's the result of the FTC's

          6     intervention with respect to third parties?

          7     Nidek, who is the third entrant in the market,

          8     gets sued now by VISX and they get sued by

          9     Summit.  Why?

         10                Because now the complementary patents

         11     that VISX and Summit had are being asserted

         12     independently against new entrants, and the

         13     combined price that the two parties seek to

         14     enforce against a third entrant is higher than

         15     the price that the entrant would have paid under

         16     the pool, which just illustrates the fact that

         17     complementary patents are efficient.

         18                I want to come to count three now

         19     which is not about patent pooling but about fraud

         20     on the Patent Office.  VISX's broadest patent was

         21     alleged to be fraudulently obtained.  That is not

         22     an issue for a patent pooling case except for one
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          1     thing which will illustrate the difficulty I had

          2     with the guidelines.

          3                The FTC -- there were three -- the

          4     argument was that there were three potential

          5     markets.  Certainly one of them was itself the

          6     technology market, the patent in question.  And

          7     the FTC said all firms need a license of this

          8     patent, and VISX is monopolizing this market

          9     using this fraudulently obtained patent.

         10                The complaint counsel could not --

         11     did not have a definition of what the competitive

         12     level was.  So they said that market power is the

         13     ability to exclude from a relevant market.

         14                If you are asserting a fraudulent

         15     patent in a relevant market which is the market

         16     for that patent, and you have the ability to

         17     exclude and you ought not to, that's the

         18     antitrust violation.

         19                VISX's response is obvious.  There is

         20     no theory of the competitive level.  You don't

         21     know what prices ought to be.  If you actually

         22     look at VISX's rate of return on investment, it
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          1     was within -- it was certainly normal.  The

          2     royalty rate as a percentage of the final price

          3     of the good was normal.

          4                And you're not taking into account

          5     the fact that people are better off because they

          6     prefer to have their eyes zapped with a laser

          7     than to wear glasses the rest of their lives.

          8     Here is the critical point.

          9                The problem is that if all other

         10     firms under count three needed a license to this

         11     allegedly fraudulently obtained patent then the

         12     patent is in fact a complement.

         13                But under counts one and two the FTC

         14     had already said that VISX's patents did not

         15     block Summit's patents and that the two firms

         16     ought to have competed in the goods market.

         17     In other words, they were substitutes.  So

         18     the question is which are they.

         19                In the end the patent was found not

         20     to be fraudulently obtained.  So that's the end

         21     result of that.  There are three principles.  Do

         22     I think the antitrust agency should not regulate
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          1     intellectual property?  No.

          2                I think that you should take the

          3     following philosophy.  Intellectual property

          4     is the private means to a public end.  The

          5     authorization phrase of the Constitution says

          6     that intellectual property exists to promote

          7     progress.

          8                If you take that seriously, then your

          9     overarching charge is to decide whether the

         10     intellectual property in question is being

         11     licensed in such a way that it promotes progress

         12     or hinders it.  That's the question.

         13                And you have the right to withhold

         14     property rights from individuals who do not

         15     promote progress in their use of those property

         16     rights.  They have an obligation to do that under

         17     the Constitution.

         18                The second principle is that you

         19     enforce intellectual property rights and also

         20     antitrust regulations of them for two reasons.

         21     One is because private individuals have

         22     externalities of their behavior that they don't



                                                                 138

          1     take into account.  And there may be insufficient

          2     private incentives to police behavior.

          3                And a third principle -- and this is

          4     I think what I want to leave you with -- is that

          5     free entry into research and development plays

          6     the role that entry does in competition with the

          7     product markets.

          8                You have to believe that the system is

          9     self-correcting in the same way that it is that

         10     if you allow entry in markets with high prices

         11     those prices will fall eventually as competition

         12     increases.

         13                Now, what we are doing in the case of

         14     intellectual property is moving that preference

         15     for entry to solve the problems in the market

         16     one stage back to the research phase.  And we're

         17     saying is there's free entry in the R & D market.

         18                Eventually the high prices that

         19     you observe that are being earned by this

         20     intellectual property will be corrected as

         21     other people come along and enter, develop new

         22     technologies, and render the current technologies
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          1     obsolete.  That's our preferred method for

          2     regulation, is entry.

          3                What's my normative proposal for

          4     this?  The question that the agencies should

          5     seek to address is:  Was the restraining question

          6     anticipated to be reasonably necessary to induce

          7     the investment at the time the investment was

          8     made?

          9                If it was and we have a preference

         10     for this investment because it resulted in this

         11     new valuable technology, then there should be a

         12     presumption that it's not anticompetitive.  If

         13     it's just something that they developed after the

         14     fact in order to further exploit their monopoly

         15     rights, then I think it's much more suspect.

         16                But if you take a two-stage approach,

         17     you have to ask the question ex ante:  Did the

         18     companies foresee that they would have to price

         19     and license in this fashion in order to justify

         20     their initial investment?  Certainly the parties

         21     in Summit and VISX did, and that's why they chose

         22     the arrangement that they did.
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          1                By that standard the patent pooling

          2     arrangement would not have been nearly as

          3     suspicious or would have contained a presumption

          4     of procompetitiveness.  I think that's -- I think

          5     we're running late, and I would like to allow

          6     time for questions.  So thank you very much for

          7     your time.

          8                (Applause.)

          9                FRANCES MARSHALL:  Are there any

         10     questions from the panel?

         11                DAVID MCGOWAN:  Just speaking from a

         12     sort of lawyer's point of view, an enforcement

         13     point of view, one of the problems that I've

         14     always thought of -- and this goes back to an

         15     article that Lewis Cappler wrote a long time

         16     ago -- is that if you take the financial

         17     economics point of view it's very difficult to

         18     estimate the revenue stream at any given point

         19     in time from a future investment without also

         20     positing what the antitrust regime is.  You can't

         21     actually derive the one without the other.

         22                And I'm wondering if the gist of your
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          1     proposal is to solve that problem by positing

          2     that the subjective expectations of somebody

          3     who's sinking costs into an investment as to what

          4     conduct will be necessary to clear whatever their

          5     hurdle rate is on that investment should control

          6     the antitrust analysis such that if they thought

          7     that this was a means of exploitation necessary

          8     to cover their costs that it would follow from

          9     that belief on the part of the rights holder that

         10     it was legal.

         11                JONATHAN PUTNAM:  I'd have to say that

         12     probably as a lawyer you are much more deeply

         13     cynical about human behavior than I am, and your

         14     point is well taken although I think at some sort

         15     of fundamental level it's almost an evidentiary

         16     question rather than an economics question.

         17                I think that there are -- the agencies

         18     routinely use their discretion to decide whether

         19     pricing documents are a sham or whether they

         20     actually reflect true intentions of the parties.

         21                And so it seems to me what I'm really

         22     asking for is not that the agencies develop a
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          1     whole new analysis, but that they take it one

          2     step backwards in time and say what did the

          3     parties think that they needed to do in order to

          4     invest, not what did the parties having invested

          5     and succeeded do in order to price their product,

          6     because by the time you get to the product market

          7     you are answering the wrong question.

          8                We already have the technology.  We

          9     need to go back initially and say would we have

         10     had the technology under this regime or not.  And

         11     if the answer is no, then the licensing regime

         12     presumably promoted progress, and so therefore

         13     it's presumptively efficient.  That's obviously

         14     a rebuttable of presumption.

         15                But I think right now there is no need

         16     for either agency to take it into account at all.

         17     The investment decision is wholly irrelevant to

         18     whether or not there is an illegal restraint in

         19     the product market or in the licensing of the

         20     intellectual property, and I just think that's

         21     wrong.

         22                DAVID MCGOWAN:  The other thing that I
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          1     think about, if you made this a multiplayer thing

          2     so that you had multiple potential inventors,

          3     would you be able to draw any strong predictions

          4     as to the desirability of a given antitrust rule

          5     relative to a multiplayer game?

          6                So, for example, a broad -- a grant or

          7     an antitrust rule that would favor an individual

          8     rights holder, would allow that rights holder to

          9     cover their costs, might also deter other rights

         10     holders from entering, or it might not.

         11                I'm just wondering.  If you add other

         12     inventors in as you would do, for example, in

         13     the model in which the probability of innovation

         14     varies inversely with the number of people

         15     competing because you are going to lose your cost

         16     if it is a winner take all market, how do you fit

         17     that sort of multiple dynamic into this approach?

         18                As an enforcer I'd be wondering, all

         19     right, if I mandate dealing that might draw in

         20     new people, but then it might have an adverse

         21     effect as you are talking about.

         22                JONATHAN PUTNAM:  It's an excellent
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          1     question, and I'm going to say I don't know.

          2     And what I would need to know is at what point --

          3     timing like this is important because the

          4     question becomes, you know, are the other parties

          5     competing sort of in the initial stage, or are

          6     they competing once the pool is formed and they

          7     are competing to generate improvements.

          8                I think your answers tend to vary

          9     because obviously you don't just have discrete

         10     two-stage games.  You have sort of end stage

         11     games that are overlapping.

         12                Competition in the product market

         13     occurs simultaneously with innovation for the

         14     next stage.  And so I'd hesitate to offer a

         15     general rule.  It's a good question.  I just

         16     don't know the answer.

         17                FRANCES MARSHALL:  Chris, did you have

         18     a question?  Not obliged.

         19                CHRISTOPHER KELLY:  Oh, okay, if

         20     I have to.  John, I think the answer to your

         21     rhetorical question of isn't this what patents

         22     do is no.
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          1                If the second principle of the

          2     guidelines is right, the idea that a patent does

          3     not necessarily confer monopoly power or even

          4     market power, then no, a patent guarantees you

          5     the right to make supercompetitive rents on your

          6     invention.

          7                If you do happen to be the only game

          8     in town, then yeah.  But in that regard that's

          9     just like with other ownership rights.  I think

         10     I'll come back to a couple of the points that

         11     hook up pretty directly to my presentation.

         12                But the only other thing I wanted to

         13     ask is with your rule, the ARNII rule, is the

         14     answer to that question the end of the antitrust

         15     analysis?  Or does that just start the rule of

         16     reason analysis in which you weigh the benefits

         17     against the harms?

         18                JONATHAN PUTNAM:  To answer your

         19     second question first, it's only the start of the

         20     analysis.  Right now there is no charge to the

         21     agencies that they take into account the dynamics

         22     of the situation.
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          1                I'm saying you need to take into

          2     account the dynamics, in particular the ex ante

          3     expectations, in deciding whether or not there

          4     has been -- there is market power and there is

          5     supercompetitive pricing.  Unless you take into

          6     account expenditures on R & D, you are going to

          7     get the second stage pricing wrong.

          8                CHRISTOPHER KELLY:  I may be mistaken.

          9     And probably Ruth Rubiczek if she's here knows

         10     this way better than I do.  But I was thinking

         11     that the guidelines themselves do contain a

         12     mandate or two to think about the impact on

         13     ex ante incentives and the possibility that

         14     enforcement could skew them.  But, you know,

         15     I never read the stuff.  So I may be wrong.

         16                JONATHAN PUTNAM:  Yeah.  I think --

         17     I guess the question is:  Is it going to skew

         18     investment going forward if you intervene versus

         19     if you intervene now would the parties have done

         20     what they did back then.  And that's really the

         21     counterfactual question that I'm urging people to

         22     address.
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          1                I want to just hit the ball back on

          2     the question of do patents raise prices because I

          3     think as an economist the only responsible answer

          4     to that question is yes.  The only reason why you

          5     invested to begin with is because you thought you

          6     would make money on that investment.

          7                And you obtained that patent right

          8     because you thought it was going to provide you

          9     with some kind of return.  And the form that

         10     return takes ultimately is the ability to

         11     restrain somebody else from doing something that

         12     would cause you to make less money than you would

         13     have made otherwise.

         14                So what this question really is about

         15     is what's the appropriate -- the question is

         16     really about what's the competitive level.

         17     Obviously the competitive level cannot be what

         18     you would have earned if you didn't have the

         19     patent right.

         20                The competitive level has to be

         21     something like an appropriate return on your

         22     investment versus an inappropriate return.  Now,
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          1     I'm not -- that's a complicated question.

          2                But it has to be the case that patents

          3     raise prices and restrain trade by definition.

          4     The question is relative to what or is it too

          5     much or just enough.

          6                CHRISTOPHER KELLY:  Brother McGowan,

          7     you look like you have the answer too.

          8                DAVID MCGOWAN:  No.  I don't have an

          9     answer.  I would say one thing.  From a legal

         10     point of view it is true that patents have this

         11     potential.  They carry it out through a very

         12     complex web of legal rules.

         13                For example, to realize the revenue

         14     that patents allow you to realize, you would hope

         15     to have a contract law system.  And I think

         16     Professor Baxter many years ago said we don't

         17     need to know a whole lot to know that a patent

         18     doesn't give you the right to put a gun to

         19     somebody's head to conclude a license.

         20                That is a function of the surrounding

         21     legal context into which the patent is inserted.

         22     Antitrust is a part of that.  And I think one of
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          1     the reasons it's difficult from a legal point of

          2     view is that there is this sort of dialogue and

          3     ongoing reconciliation of the goals of a wide

          4     variety of legal regimes.

          5                And the rate of return analysis, what

          6     I call the sort of finance analysis of IP, is a

          7     crucial part, and I agree very much with that.

          8     And I agree with the proposition that in

          9     enforcing the antitrust laws one needs to make

         10     sure you don't kill the goose that laid the

         11     golden egg; you don't kill innovation.

         12                But it's also true that I think as a

         13     social matter intellectual property rights almost

         14     as a legislative and a practical presumption

         15     operate within a broad legal context.  And those

         16     intersections are things that need attending to.

         17     And I would agree with your point, your general

         18     point that this should not be a binary analysis.

         19                It's going to need to be context

         20     specific.  I think I'm a little bit more

         21     optimistic about the guidelines' ability to be

         22     flexible.  I don't view them as necessitating a
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          1     sort of binary analysis.

          2                But, you know, I think the trick

          3     for us as lawyers and enforcers is to make all

          4     of those laws work as well as possible in

          5     conjunction with each other as they must.  If I

          6     abolish contract law tomorrow, patents are going

          7     to have a radically different expected return

          8     than they did today.  

          9     

         10                FRANCES MARSHALL:  In the interest of

         11     the shortness of our time, I think we will move

         12     on.  Chris Kelly is now going to give us a little

         13     overview of the DOJ patent pooling letters that

         14     will I think form a baseline for the rest of our

         15     discussion this afternoon.

         16                CHRISTOPHER KELLY:  It's wonderful to

         17     be back, and I love what you have done with the

         18     draperies.  A cynic might look at the title for

         19     this presentation as a tombstone.  That's not

         20     what was meant.

         21                Instead what I wanted to do fairly

         22     quickly was just to give you a sense of what --
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          1     just the scope of what I'd be talking about which

          2     was how in particular at DOJ since it just by

          3     chance fell to us to look at the MPEG and two DVD

          4     patent pools, how we approached that.

          5                I say 1997 because that's when Joel

          6     Klein gave a speech to -- a brave speech to the

          7     American Intellectual Property Law Association

          8     within spitting distance of The Alamo and really

          9     kicked off the Division's new approach to patent

         10     pools.

         11                But I could just as easily say 1995

         12     because that was when the IP guidelines were

         13     issued.  And I think you could make a decent

         14     argument that once those came out everything else

         15     was really just a matter of connecting the dots.

         16     Let me give you a quick disclaimer.  I now

         17     represent Sony.

         18                And as you can probably imagine, they

         19     are a willing participant in two of the three

         20     patent pools that the DOJ looked at.  Please

         21     don't blame them for anything that I say today.

         22     It doesn't necessarily reflect what they think.
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          1                What I am going to talk about in

          2     theory is differing approaches to patent pools,

          3     the three pools that DOJ looked at, what those

          4     pools stand for analytically, and probably most

          5     importantly the issues that are still hanging out

          6     here.

          7                Those of you who were here this

          8     morning probably have a pretty good sense at

          9     least of what some of those issues are.  The bad

         10     old days, okay, patent pools as you heard in part

         11     from Josh tended to be viewed fairly reflexively

         12     by antitrust lawyers as a bad thing.

         13                Line Material is one of the cases

         14     that's cited for that proposition.  On the other

         15     hand, I think unlike Josh I tend to read Line

         16     Material really as being a case about at bottom

         17     resale price maintenance and in fact whether or

         18     not the General Electric case from the, what,

         19     1920s should be extended to this setting.

         20                And in that regard I guess I view Line

         21     Material as one in a series of cases in which the

         22     Supreme Court has done everything it possibly
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          1     could to limit General Electric to its narrowest

          2     set of facts imaginable.  In fact there's even a

          3     line in Line Material where they basically say

          4     we're not talking about patent pools here.

          5                But certainly it is part of the milieu

          6     in which patent pool conduct tended to be viewed

          7     with a somewhat jaundiced law.  National Lead is

          8     probably another decent example.  Like Josh I've

          9     had some trouble coming to grips with the

         10     Standard Oil case.  I dealt with it mostly by

         11     ignoring it.

         12                But there is really no denying that in

         13     that case the Supreme Court actually said pretty

         14     much that these patents are substitutes for each

         15     other and proceeded to give the conduct the

         16     thumbs up.  Tough stuff if you really want to

         17     view it as being good law.  My inclination is

         18     not to.

         19                In the interest of public domain

         20     citation I've got a cite there for Line Material.

         21     By the way, I didn't bring hard copies of the

         22     slides.  But if you'd like them give me your card
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          1     and I'll be glad to e-mail these to you.  Here is

          2     my little gripe about Line Material.

          3                On the other hand, even though we tend

          4     to talk about patent pools as being a long time

          5     bogeyman in the antitrust lore, the fact is that

          6     as long ago as 1918 the Justice Department gave

          7     the thumbs up to a patent pool formed by a bunch

          8     of aircraft manufacturers who viewed each other

          9     as their competitors who go together under duress

         10     applied by then Secretary of the Navy Franklin

         11     Roosevelt and formed a pool which not only

         12     combined their present patents, but also if I

         13     remember right all their future inventions in

         14     the field as well.

         15                Maybe it was because there was a war

         16     going on that the Attorney General said this is

         17     really fine, because at this point really the

         18     disagreement among the aircraft manufacturers

         19     had stymied aircraft production.  So I guess the

         20     thought was they had to do something.

         21                But what's remarkable is that at least

         22     apart from the outcome -- the determination of
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          1     the question of the incentives to innovate, the

          2     analysis is very, very similar to what you see in

          3     the more recent pool letters.  And in fact you'll

          4     see this pool cited in Joel Klein's speech from

          5     June '97.

          6                So the guidelines came out in '95

          7     and really as far as I'm concerned pretty much

          8     determined everything else.  We had three

          9     principles which you heard about from John

         10     although his understanding of them is somewhat

         11     different from mine.  I still think this is a

         12     terribly important proposition.

         13                And if it's not so, if IP rights

         14     are meant by design to create market power,

         15     necessarily then everything I'm about to say goes

         16     out the window.  I don't believe a word of it.

         17     It really hinges on this.  And similarly on the

         18     idea that licensing is procompetitive.

         19                One quibble I have with what John just

         20     mentioned in his parsing these three principles

         21     is that I think that the patents which provide

         22     competition and are the basis for saying no
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          1     market power are not the same patents which would

          2     then be bundled into a procompetitive licensing

          3     regime.  I think you have two different groups

          4     here.

          5                And that's why those two statements

          6     can stand next to each other without covering

          7     their faces.  So the new view, woof, woof, woof,

          8     nothing very surprising there.  Let's move on.

          9     Here's where the rubber really meets the road, in

         10     these three business review letters that DOJ did.

         11                First and I think most important and

         12     you could say maybe even the only truly important

         13     one, the only truly determinative one, the only

         14     on/off switch is the relationship of the patents

         15     to each other.

         16                Rightly or wrongly each of these

         17     letters asked whether these patents that were

         18     involved were complements or substitutes and how

         19     you knew; how can you tell what the relationship

         20     was.  And as you know, in each instance there was

         21     a mechanism, the expert mechanism which was used

         22     to determine that.
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          1                Also relevant of course is the

          2     relationship of the members of the pool to each

          3     other.  If they are competing at some level, you

          4     do want to know what the pool may do to that

          5     relationship.

          6                Degree of exclusivity as I suggested

          7     before is important, can't really ignore it, and

          8     in some cases I could imagine it being quite

          9     important.  But to the extent that a pool is

         10     non-exclusive that sure takes a lot of heat off

         11     of the analysis of other factors.

         12                Maybe the most interesting question

         13     posed by the pools is their effect on licensing

         14     innovation.  And that became most relevant in the

         15     analysis of the MPEG-2 pool because of that what

         16     I refer to as a constructive grant back.

         17     Garrard, there's actually -- what's the name of

         18     that clause?

         19                GARRARD BEENEY:  Yanking.

         20                CHRISTOPHER KELLY:  The yanking

         21     clause.  How could I forget?  That really raised

         22     some very interesting issues for us.  But as
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          1     you know, we ultimately saw it the same way the

          2     Attorney General saw things back in 1918.

          3                So MPEG-2, there's the URL for it

          4     if you want to click to it once you get these

          5     slides.  Technology for video compression,

          6     originally it was just a humble little mom and

          7     pop of 9 firms with 27 patents.  Now it's grown

          8     to 27 and 100.  God bless them.

          9                And it was I'd say of the three

         10     patent pools the most elaborately laid out, in

         11     particular what MPEG -- the MPEG-2 pool has that

         12     the other pools we looked at lacks is a

         13     joint licensing agent with a separate corporate

         14     identity from the other members of the pool.

         15                And that agent, MPEG LA, whose Baryn

         16     Futa is with us here today, is contractually

         17     required by virtue of its agreement with the

         18     other members of the pool to grant a license to

         19     all comers for use with that standard, not a

         20     license for other purposes.

         21                But within that standard anybody who

         22     wants one is entitled to one assuming I guess
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          1     that its credit is good.  Licenses concern both

          2     hardware and software, and as we heard before the

          3     members get to split the royalties once they are

          4     in on a per patent basis.  It's fairly strict.

          5     There is no subjective element to that.

          6                It's not my patent is more path

          7     breaking than yours.  It's you have five patents

          8     and I have three in Bolivia and that's what we

          9     count for dividing up royalties as to sales in

         10     Bolivia.  Key features, the essential patents as

         11     you heard are identified by a technical expert

         12     that MPEG LA retains.

         13                The expert has a continuing role any

         14     time a question of essentiality arises either

         15     because you come to the pool with a patent which

         16     you'd like to have admitted to the pool and

         17     licensed through the pool or because a member who

         18     is, remember, collecting its royalties on a per

         19     patent, pro rata basis all of a sudden gets the

         20     idea that another patent in the pool which is

         21     taking money out of its pocket isn't essential.

         22                At that point the member or anyone,
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          1     you or I, could call up Baryn and start the

          2     ball rolling with a good faith assertion that

          3     a particular patent is no longer or never was

          4     essential.  And at that point there would be the

          5     review by the expert which would then be binding

          6     on the pool.

          7                We have talked about the constructive

          8     grant back; awfully interesting feature and

          9     unique to MPEG-2.  We don't see that in either of

         10     the DVD pools.  When the Department of Justice

         11     took a look at this, by far the greatest part of

         12     the analysis dealt with the relationship of the

         13     patents.

         14                And the conclusion was that the pool

         15     was very likely to be integrating complements as

         16     opposed to substitutes.  By making the criterion

         17     for inclusion in the pool essentiality to

         18     compliance with the standard, that meant that by

         19     definition the patents that were covered by the

         20     pool were complements.

         21                There was no way that they could be

         22     anything but complements if you absolutely had to
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          1     get access to them in order to comply with the

          2     standard.  You get a license from, for instance,

          3     Philips on the first five MPEG patents.  Well,

          4     that's wonderful.

          5                But in terms of complying with the

          6     MPEG standard, they are worthless until you

          7     get the other patents that you need.  So by

          8     definition by limiting the pool to essential

          9     patents the expert mechanism assuming that it

         10     worked right would ensure that the pool was

         11     bringing complements and only complements

         12     together.

         13                The letter concluded that there didn't

         14     seem to be any other aspects of the pool which

         15     would be likely to inhibit innovation in any

         16     significant way.  As we mentioned before, it was

         17     non-exclusive.  Members could license outside

         18     the standard or even outside the pool for the

         19     standard.

         20                I think the point is that the

         21     pool, other than its positive attributes, 

         22     did not do anything to make members less
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          1     able to license independently of the pool

          2     than they had been before the pool came into

          3     existence.

          4                Licensees aren't inhibited in any

          5     particular way as to what they do once they have

          6     the license to make the products in conformity

          7     with the standard.

          8                And the letter determined that even

          9     though this constructive grant back as we call it

         10     or yanking clause as Garrard calls it is pretty

         11     hard bargaining with the licensees, that it

         12     didn't seem to be anticompetitive on balance.

         13                In fact it in some ways was a

         14     nifty way as we talked about this morning of

         15     identifying innovators to whom the creation of

         16     the pool and the support of the standard were

         17     really valuable, and made the pool or put the

         18     poll in a position to extract a little more from

         19     those folks while still keeping the basic license

         20     low or at some lower level to other -- a broader

         21     range of licensees.

         22                So on balance it looked to us like
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          1     there was a good chance that this in fact was

          2     procompetitive price discrimination and was the

          3     kind of thing that we shouldn't get in the way of

          4     especially at this stage of things.  DVD, as you

          5     know, is digital versatile disc, not video.

          6                These letters dealt with the standard

          7     for DVD ROM and DVD video for which there are not

          8     any kind of meaningful competition.  You may know

          9     that there are several standards out there or

         10     potential standards, candidate standards with

         11     regard to recordable DVD formats.  And it will be

         12     interesting to see what happens with that.

         13                But here we have the DVD formats for

         14     which there was an agreement that everybody could

         15     sign on to.  But there wasn't just a single pool.

         16     There were two of them.  If one pool is good, why

         17     wouldn't two be better?  We had Philips, Sony,

         18     and Pioneer.

         19                Actually now I say Sony, Philips,

         20     Pioneer, but I forgot to change this around since

         21     joining my new firm.  As you can see, they had a

         22     whole lot of patents, none of this MPEG stuff
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          1     with 27 or so.  We have a lot.  And then we had

          2     Toshiba and Time Warner with quite a few of their

          3     own.

          4                And obviously from one standpoint if

          5     you were designing the world, if you were the

          6     philosopher queen you would want them to form

          7     one pool.

          8                But as we heard I think from David

          9     earlier today and maybe from others as well, the

         10     real question I think with the analysis of these

         11     pools is do they make things better, not do they

         12     make things as good as you would like them to be.

         13     It's do they make them better or do they make

         14     them worse.

         15                Here even though two pools might not

         16     be as good as one, it is certainly better than a

         17     world in which each of these licensees was off by

         18     itself and had to be dealt with individually

         19     by -- excuse me.  I said licensees.  I meant

         20     licensors.  Licensors was off by itself and had

         21     to be dealt with individually by each licensee.

         22                That was I think a largely unspoken
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          1     premise in MPEG-2 where you didn't have the ugly

          2     spectre of two separate patent pools.  But at the

          3     same time it was quite clear that the MPEG-2 pool

          4     did not necessarily include all the patents that

          5     you would need in order to comply with the MPEG

          6     standard.

          7                Nor does it even now I would guess.

          8     Or have you got the waterfront covered now?

          9     Still got to go elsewhere?

         10                GARRARD BEENEY:  There are others out

         11     there, but they are not actively licensing those.

         12                CHRISTOPHER KELLY:  Okay.

         13     Congratulations.  So DVD -- the first of the

         14     letters that the Department of Justice opined on

         15     was the Philips-Sony-Pioneer letter.  And as I

         16     mentioned, unlike with MPEG you have a little

         17     vertical integration.

         18                Philips is the licensor for the pool

         19     and in fact is really to put it bluntly calling

         20     the shots, rather than a situation where in MPEG

         21     all the licensors got together, agreed to create

         22     this new licensing agent, and then individually
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          1     agreed with the licensing agent how things were

          2     going to be.

          3                Philips negotiated deals with Sony and

          4     Pioneer to be -- to license on their behalf.  If

          5     I remember right, there's not an agreement that

          6     would be between, say, Sony and Pioneer.  It all

          7     extends out from Philips.

          8                Perhaps the other significant

          9     difference between DVD and MPEG is that there's a

         10     slightly greater degree of subjectivity in the

         11     criterion as to essentiality.  And as a practical

         12     matter it may end up not being important.  But

         13     because it was there on paper, it had to be dealt

         14     with.

         15                And it's this criterion which says

         16     necessary (as a practical matter) for compliance.

         17     Well, what is as a practical matter?  Very hard

         18     to say.  But I think where we came out was that

         19     at the end of the day the way this standard was

         20     going to be applied was quite likely going to be

         21     virtually the same as that for MPEG-2.

         22                There was also some question about the
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          1     robustness of the independent expert mechanism.

          2     Here the expert was retained directly by Philips,

          3     one of the IP owners, as opposed to MPEG LA in

          4     the MPEG situation.  And that's the degree to

          5     which the expert was insulated from influence by

          6     Philips and the other patentees was an issue.

          7                Ultimately though the letter concluded

          8     that the independent expert was sufficiently

          9     robust a mechanism that we could be reasonably

         10     certain that it would be all right.  As you can

         11     see, non-exclusivity, here the royalties though

         12     were allocated not on a per patent basis but on a

         13     negotiated basis.

         14                Philips and Sony agreed what Sony's

         15     cut would be.  Philips and Pioneer agreed what

         16     Pioneer's cut would be.  And so there's not this

         17     per patent mechanism which did in the MPEG

         18     situation create an incentive for each member of

         19     the pool to keep an eye out for other people with

         20     non-essential patents in the pool.

         21                Here Sony could complain about a

         22     Philips patent being non-essential and could get
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          1     it ejected through the mechanism of the expert,

          2     but it wouldn't have any impact necessarily on

          3     its cut of the royalties.  So you lose that --

          4     you do lose that incentive.  No constructive

          5     grant back, as I mentioned.  Okay.

          6                Since we issued a positive letter you

          7     can guess what it said, right?  Pool combines

          8     complements.  A little bit of churlish griping

          9     about the flawed expert mechanism.  But at the

         10     end of the day the letter concluded that it was

         11     reasonably likely to limit eligibility to

         12     essential patents.

         13                And again no other indicia that would

         14     suggest that the pool would limit competition

         15     among the other folks.  I told you Time Warner

         16     was very much a similar situation, raised the

         17     subjectivity issue to some extent.  There was

         18     some question about the expert mechanism again.

         19                As you can tell, we were a little bit

         20     more sensitive about that issue by this time than

         21     we were in looking at the MPEG letter.  Our

         22     mantra became independent of what; independent of
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          1     what.  Unfortunately it's very difficult to come

          2     up with an expert mechanism that is utterly

          3     independent.

          4                Unless and until some very wealthy

          5     person endows a foundation whose sole purpose

          6     will be to determine essentiality of patents to

          7     standards and then pools decide unilaterally to

          8     rely on that stuff, you're going to have quite

          9     likely an expert that's being compensated by

         10     the pool organization to make these calls.

         11                So it is a very difficult thing to

         12     get around, but at any rate pretty much the same

         13     analysis although the Toshiba-Time Warner pool

         14     was sufficiently altruistic that, by God, its

         15     members are obligated to offer patents

         16     independently of the pool.

         17                They are not merely free to offer

         18     patents independently of the pool; they have to.

         19     So it seems like an energetic way of dealing with

         20     that issue.  Let me skip real quickly.  And you

         21     all know about this one so -- oh, my God.  We

         22     will be here 15 just waiting for this one to end.
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          1                Let's see if page down will do

          2     something about this.  And it's not even that

          3     good of a slide.  What they stand for, yes.  As

          4     you can guess from the discussion this morning,

          5     complementary is really, really where it's at in

          6     these letters.

          7                And so if it turns out that

          8     complementarity is not necessarily what is key to

          9     the benefits of patent pools, then these letters

         10     have a little problem.

         11                As I said, one unresolved issue is how

         12     are you ever going to get yourself satisfied that

         13     you have a truly bullet proof mechanism for

         14     determining essentiality or as I would say

         15     ultimately complementarity.

         16                And how much can antitrust enforcers

         17     or plaintiffs or Courts realistically ask of a

         18     pool when they put something like that together?

         19                Ordinarily when people enter into a

         20     transaction of any kind we start -- we don't ask

         21     everybody who enters into a joint venture or a

         22     contract to hire an independent expert to make a
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          1     determination that they are in a complementary

          2     relationship with each other.

          3                We just start with the idea that

          4     people tend to enter into contracts because they

          5     have complementary resources they want to bring

          6     together.

          7                Exclusivity is going to be I think a

          8     continuing issue especially since I think there's

          9     some concern that some of these pools may in

         10     effect discriminate among differently situated

         11     licensees because they offer one product which

         12     is of varying values to different licensees.

         13                I guess at the extreme if what's being

         14     offered on a take it or leave it basis is a

         15     sufficiently bad deal that means that for some

         16     licensees the pool doesn't exist or that the

         17     members of the pool have agreed on a licensing

         18     regime that excludes those licensees.

         19                And at that point -- I guess it would

         20     seem to me at that point you have a cross-license

         21     although it may be a cross-license that does

         22     contemplate use of the IP by the cross-licensors.
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          1     Then the question is, is that so bad.

          2                If what you have is an exclusive

          3     cross-license, I still think you have -- that

          4     just tells you what it is you are looking at and

          5     to what you are applying the rule of reason.

          6                And again if the touchstone for the

          7     analysis is the world prior to the creation of

          8     this entity whether it's a pool or cross-license,

          9     the question is are we better or worse off

         10     without it.  And I would guess that in a lot of

         11     cases the answer is going to be, well, we might

         12     well be better off.

         13                Finally as I said, you can tell

         14     there's quite a bit of interest in the question

         15     of how important complementarity is.  One thing

         16     to look at I guess on this point might be the

         17     copyright societies.  We've been talking all

         18     about patent pools.

         19                But a lot of what, say, an ASCAP or

         20     a BMI does is somewhat similar to what we are

         21     talking about with patent pools.  One difference

         22     is that I think with ASCAP or BMI there is a
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          1     greater sense that overall what they are doing

          2     is combining complements.

          3                That certainly seems to be what drives

          4     things like the Supreme Court's BMI decision.

          5     But on the other hand, the antitrust scrutiny

          6     that has shadowed these societies over the

          7     decades is I think premised in large part on

          8     the sense that in some way they also combine

          9     substitutes, that different love songs compete

         10     against each other in certain circumstances.

         11                As you know, in those -- in the case

         12     of those societies non-exclusivity is quite

         13     important.  It's a deal breaker.  And so that may

         14     be what we would be thinking about if we got

         15     towards a regime where we had -- where we could

         16     contemplate patent pools that did not necessarily

         17     convey complements.

         18                On that point I just want to point you

         19     to this one business review letter from the Japan

         20     Fair Trade Commission which seems directly to

         21     take on a joint patent licensing mechanism which

         22     by definition appears to encompass technologies
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          1     which compete with each other.  Might be well

          2     worth a look if you are interested in the topic.

          3     Let me leave it there.  Thank you.

          4                FRANCES MARSHALL:  Thank you, Chris.

          5     Garrard Beeney is now going to talk about pools

          6     as a solution to these thickets of patents and

          7     I think also how the agencies might refine the

          8     rules that have emerged from our DOJ letters.

          9                I'd just like to remind our panelists

         10     that we have a limited amount of time, and we'd

         11     like to get to some discussion time.  So if you

         12     can limit your presentations to your 15 minutes,

         13     that will give us some time to talk.  Thank you.

         14     It wasn't just you, Chris.

         15                MARY SULLIVAN:  It was just that one

         16     troublesome slide.

         17                GARRARD BEENEY:  Let me begin by doing

         18     two things.  First in the three or four answers

         19     I gave to Chris during his presentation I think

         20     only one of them was wrong.  There are actually

         21     21 licensors in the MPEG-2 pool, not 27.  But

         22     they do license 100 patent families.
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          1                Second I want to thank the Commission

          2     and the Division for the opportunity to

          3     contribute to these very worthwhile proceedings.

          4                I think finding the right interplay

          5     between antitrust and intellectual property law

          6     will be critical to the ability of innovative

          7     companies to invent and consumers to reap the

          8     benefit of new technology and sophisticated

          9     products.

         10                As you may know, it was my privilege

         11     to work with some very talented people, Frances,

         12     Ruth, and even Chris here before he joined the

         13     dark side, on two of the three principal business

         14     review letters which address a significant

         15     portion of today's topics, patents and

         16     intellectual property pools.

         17                Today I'd like to suggest to you that

         18     those letters which contain I believe a careful

         19     and thorough analysis of the competition issues

         20     raised by intellectual property pools have

         21     withstood the test of time.

         22                While experiences with pools over the
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          1     last several years may require additional thought

          2     and refinement of the three letters' analysis

          3     at the margins, the basic message those letters

          4     convey regarding the agency's enforcement

          5     decisions should remain unchanged.  This

          6     afternoon I'd like to address a few of those

          7     issues which may require refinement.

          8                But before doing so I'd like to

          9     briefly address the role of intellectual property

         10     pools in today's economy.  No one can seriously

         11     dispute the increasing high cost of research and

         12     development.  Billions of dollars are spent each

         13     year on research.

         14                Indeed private research and

         15     development has grown at a formidable 17 percent

         16     rate from 1995 to 2000, exceeding $200 billion by

         17     the end of the decade.

         18                The high cost of R & D and the

         19     increasing need in a global competitive economy

         20     to reduce development costs and reduce risks that

         21     develop initiatives that lead to marketable

         22     products has led to at least two significant
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          1     developments:

          2                First, product standardization as

          3     efforts are made to avoid format wars such as the

          4     one that involved Beta and VHS which left many

          5     consumers with unusable players; second, joint

          6     development of single products as multiple

          7     industry participants attempt to share the

          8     risk and costs of new product development.

          9                These two phenomena have naturally

         10     and inescapably led to a proliferation of

         11     intellectual property held by numerous companies

         12     which cover a single product, the phenomenon that

         13     Professor Shapiro referred to earlier in these

         14     proceedings as a patent thicket.

         15                And the thickets grow as patent

         16     applications grew by over 100 percent over

         17     the last dozen years both in terms of patent

         18     applications and patent grants.

         19                One solution to clear the patent

         20     thicket and avoid the intellectual property

         21     bottleneck is of course the creation of an

         22     appropriate intellectual property pool.
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          1                Indeed the 1995 guidelines that

          2     we've discussed today talk about the fact

          3     that intellectual property pools may provide

          4     procompetitive benefits by integrating

          5     complementary technologies, reducing transaction

          6     costs, clearing blocking positions, and avoiding

          7     costly infringement litigation.

          8                Thus I think it is important to start

          9     by emphasizing that in an appropriate forum pools

         10     are good.  As Professor Gilbert said again at an

         11     earlier hearing, licensing is a good thing; we

         12     would like to have more of it, not less of it.

         13                Therefore I respectfully submit that

         14     the question for today is not patent pools yes

         15     or no, but how to balance the measures necessary

         16     to licensors and licensees alike with rules

         17     intended to minimize any harm to competition

         18     or innovation.

         19                In the paper that I submitted for

         20     these hearings I suggested nine concepts,

         21     characteristics of a pool, that absent unusual

         22     circumstances will drastically increase
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          1     confidence that a particular pool is

          2     procompetitive and further suggested that with

          3     refinement these nine concepts could be developed

          4     into a safe harbor for intellectual property

          5     pools to guide the marketplace.

          6                Many of these nine concepts I believe

          7     come from the business regulators and the

          8     intellectual property guidelines that are not

          9     controversial:  a defined field of use in the

         10     license, certain characteristics of grant

         11     backs, freedom of use and development on the

         12     part of licensors and licensees alike,

         13     non-discrimination, the safeguarding of

         14     competitively sensitive information learned in

         15     the licensing process, and the non-exclusive

         16     nature of pools as a source for individually

         17     owned intellectual property.

         18                But today I'd like to concentrate on

         19     two of the nine concepts which might create a bit

         20     more controversy as they expand on the limits

         21     suggested by the Division's business review

         22     letters:  first, permitting intellectual property
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          1     in a pool which may in fact be substitutes and,

          2     second, permitting inclusion under limited

          3     circumstances of non-essential intellectual

          4     property in the pool license.

          5                In evaluating the competitive

          6     effects of a pool a question of unparalleled

          7     significance, as Chris suggested, is what's being

          8     licensed; what's swimming in the pool, if you

          9     will.

         10                I take no issue with the Commission's

         11     complaint in VISX as it was pleaded to the

         12     extent that it challenged placing in a pool an

         13     amalgamation of patents that were in effect pure

         14     substitutes for the only two approved methods for

         15     PRK eye surgery.

         16                Pooling there arguably alludes to

         17     eliminating competition between two competitive

         18     packages of intellectual property rights can be

         19     an anticompetitive agreement restricting price

         20     competition.

         21                On the other hand, I do depart in

         22     some minor respects from the Division's business
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          1     review letter analysis and suggest that not all

          2     intellectual property rights licensed in a pool

          3     must be pure complements for the pool to be

          4     procompetitive.

          5                Substitutes should be permitted in a

          6     pool when, one, at least one of the substitutes

          7     is necessary to produce the downstream product or

          8     follow the standard specified in the license but,

          9     two, the substitute IP is not sufficient to

         10     produce the downstream product or follow the

         11     standard but other intellectual property is

         12     required and is offered by the license.

         13                Now, why on balance is this

         14     procompetitive?  Basically because of the way

         15     standards or processes are defined.  In attempts

         16     to create open standards or less restrictive

         17     protocols for products there may be manufacturing

         18     steps, calculations or processes which must be

         19     accomplished but which may be accomplished in

         20     more than one way.

         21                The step to be performed may be

         22     essential, like crossing water on a journey to
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          1     Europe, but there may be different ways of

          2     getting there, plane or boat.  I have heard this

          3     referred to as mandatory options.  The IEEE 1394

          4     standard for high speed data transfer is an

          5     example.

          6                By way of illustration assume with me

          7     the following.  We're evaluating an intellectual

          8     property pool in which the downstream product is

          9     defined as a dedicated integrated circuit with

         10     defined specifications.  To function the circuit

         11     must receive electrical signals within defined

         12     parameters.

         13                The acquired signal to the circuit can

         14     be delivered in three different ways, each of

         15     which is covered by a single patent which is not

         16     infringed by the other two alternative methods.

         17                Thus A owns a patent on method A which

         18     does not infringe method B or C.  B owns a patent

         19     on method B which does not infringe patents held

         20     by A or C.  And C owns a patent on method C which

         21     does not infringe on methods A or B.

         22                These patents are pure substitutes for
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          1     methods of delivering electrical signals within

          2     defined parameters.  If that were the licensed

          3     field of use, under the Commission's I believe

          4     quite appropriate analysis in VISX such a pool

          5     should be challenged.

          6                On the other hand, if the licensed

          7     field of use is the integrated circuit and a

          8     method of signal delivery is only part of

          9     that product, the fact that there are three

         10     alternatives for the signal delivery give rise

         11     to the three alternative rules for the integrated

         12     circuit pool.

         13                First, inclusion of any of the

         14     three patents could be banned under a no

         15     substitutes/complements only policy.

         16                Such a rule would in my view increase

         17     transaction costs, decrease the efficiency of the

         18     pool, and likely increase the monetary costs for

         19     those seeking IP coverage because under this

         20     alternative the integrated circuit manufacturer

         21     would need not just a pool license but also a

         22     license from either A, B, or C.



                                                                 184

          1                Second alternative, we could require

          2     the pool itself to choose for inclusion in the

          3     pool one of A, B, or C.

          4                Under this rule the pool process of

          5     selection might disproportionately reward one IP

          6     holder, perhaps effectively exclude the other two

          7     from the market, and limit the licensee's choice

          8     of which method to employ, either A, B, or C.

          9                Third, we could permit inclusion of

         10     the competitive intellectual property owned by A,

         11     B, or C in the pool and let the licensee choose

         12     which method to use.

         13                It seems that from an efficiency

         14     point of view as well as that from the interest

         15     of the licensee the latter is clearly the most

         16     sensible and, I submit, the most procompetitive.

         17     Obviously this is not advocating all-out

         18     acceptance of complements in the pool.

         19                Again assuming the facts stated by

         20     the Commission in VISX, the VISX was in my view

         21     correct.  But when one of the complementary IP

         22     is necessary but not sufficient to produce the
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          1     product described in the licensed field of use,

          2     allowing complements is procompetitive and

          3     unlikely to attract an effort to fix prices.

          4                Indeed a further step could be

          5     taken to safeguard against such behavior.  The

          6     complement rule could also require that royalties

          7     attributed to competitive intellectual property

          8     be distributed to the patent holders in

          9     proportion to the actual use by licensees of the

         10     competitive intellectual property permitted in

         11     the pool.

         12                For example and again using our

         13     hypothetical integrated circuit pool, we could

         14     require that royalties are distributed to A, B,

         15     or C based on the actual use of A, B, or C's

         16     solution.  This can be done by several methods.

         17                First, we could require licensees to

         18     report which type of chip they produced if doing

         19     so didn't dramatically increase transaction

         20     costs.  Second, you could try to get market

         21     statistics as to which types of chips are being

         22     produced, A, B, or C.
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          1                Third, you could hire some independent

          2     expert to try to make the calculation.  Or there

          3     are other ways in which you can come to a

          4     reasonable division of royalties among A, B, or C

          5     to ensure that they only receive royalties only

          6     when their patents are actually used.

          7                The second expansion of the business

          8     review analysis I would like to suggest concerns

          9     the issue of essentiality.  Several issues are

         10     obviously raised by a discussion of essentiality.

         11     For example, how is it defined and once defined

         12     who determines whether IP is essential.

         13                This afternoon however I'd like to

         14     focus on whether all IP in the pool need be

         15     essential and suggest that again under carefully

         16     defined circumstances a pool should be permitted

         17     to license certain non-essential intellectual

         18     property.

         19                Licensor should be entitled to offer

         20     licensees a non-assert agreement on non-essential

         21     intellectual property.  But the agreement not to

         22     assert should also be limited to the use of that
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          1     non-essential intellectual property to the same

          2     field of use as the license for the essential

          3     intellectual property.

          4                This condition would avoid any

          5     spillover effect into other markets.  There are

          6     several reasons why permitting a non-assert does

          7     not run afoul of the concerns expressed in the

          8     guidelines or the business review letters.

          9                First, I know of no situation in

         10     which a licensee paying a royalty to a pool for

         11     essential intellectual property has then been

         12     targeted by a pool licensor to pay additional

         13     royalties on the same product for infringing

         14     non-essential patents.

         15                Thus permitting the non-assertion in

         16     the pool would conform with the experience of

         17     pool licensing, would increase the transparency

         18     of precisely what the licensee is getting, and

         19     perhaps free licensees to vigorously compete and

         20     produce different implementations of the product

         21     defined by the licensed field of use.

         22                While it is true that what everyone



                                                                 188

          1     is doing is generally not a compelling rule

          2     of reason defense, permitting the offer of

          3     non-assertion agreements in pool licenses is

          4     justified because doing so is procompetitive.

          5                The typical analysis supporting a

          6     rule which excludes non-essential intellectual

          7     property from the pool is based on principles of

          8     tying.  If licensors are going to license all

          9     the intellectual property in a pool only as a

         10     package, then the licensee should need a license

         11     under all the patents.

         12                That is, all patents should be

         13     essential to the field of use.  That base of

         14     the concern is that purchasers or licensees

         15     not be burdened with the cost of products or

         16     intellectual property they neither desire nor

         17     need and that market power in one product not

         18     be used to foreclose competition in another.

         19                While this analysis is sound when

         20     applied to widgets, I would like to suggest

         21     that it may not have as much applicability when

         22     applied to intellectual property basically
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          1     because while intellectual property is a form of

          2     property it is different in several respects from

          3     real property.

          4                The distinction I would like to focus

          5     on today is the fact that generally as a matter

          6     of economics the incremental cost to a licensor

          7     of adding additional intellectual property to a

          8     pool is zero.

          9                And even if you were to hypothesize

         10     opportunity costs for licensing the intellectual

         11     property in the pool context, even those

         12     hypothetical costs are zero because licensors

         13     typically do not offer additional licenses on

         14     non-essential patents that are covered by the

         15     pool field of use.

         16                Thus there is no reason to presume in

         17     the pool context that royalties would be higher

         18     because of the inclusion of non-essential

         19     property which generally costs the licensee

         20     nothing.

         21                Thus by allowing licensors to offer

         22     non-assertion agreements the pool license becomes
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          1     more transparent, what generally is implicit in

          2     the marketplace becomes explicit, licensees are

          3     given greater certainty of their freedom to

          4     manufacture and compete by offering different

          5     implementations of the defined product without

          6     fear of additional claimed royalties, and few if

          7     any legitimate competitions are raised.

          8                As I suggested earlier, the question

          9     is not whether to permit or forbid the formation

         10     of patent pools but rather to identify those

         11     licensing practices that advance the undeniable

         12     procompetitive aspects of pool licensing without

         13     causing unjustifiable or countervailing

         14     competitive concerns.

         15                As Chairman Muris stated at the

         16     February 6th hearing when these proceedings

         17     began, intellectual property antitrust laws both

         18     seek to promote innovation and enhance consumer

         19     welfare.

         20                These sentiments were shared by

         21     Assistant Attorney General James who observed

         22     that intellectual property and antitrust law
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          1     share the common purpose of promoting dynamic

          2     competition and thereby enhancing consumer

          3     welfare.

          4                The goals of intellectual property and

          5     antitrust law can be harmonized with respect to

          6     patent pools.  And I hope that you find some of

          7     these concepts discussed today helpful in that

          8     goal.  Thank you very much.

          9                (Applause.)

         10                FRANCES MARSHALL:  Thank you, Garrard.

         11     That was fast talking, but you got it in the

         12     time.  So we appreciate that.  We're going to

         13     actually go into a third presentation.

         14                M. Howard Morse is going to give us

         15     some feedback on where there are problems with

         16     the guidelines found in the DOJ letters as they

         17     currently exist in contrast to Garrard Beeney's

         18     talk on where we might loosen things up a little

         19     bit.

         20                HOWARD MORSE:  Thank you.  I'm pleased

         21     to be here today to participate in this hearing

         22     like others.  I thank the staffs of both the
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          1     Antitrust Division and the Federal Trade

          2     Commission for inviting me to participate and

          3     for their cooperation over the last few months

          4     in connection with these hearings.

          5                I don't have slides today, but you can

          6     find what I'm saying sort of between the lines

          7     in my paper.  I would like to emphasize at the

          8     outset that I'm here as an individual, not on

          9     behalf of any client.  The views expressed do not

         10     necessarily reflect those of clients or of other

         11     attorneys in my firm.

         12                They are based on my years of

         13     experience at the Federal Trade Commission and

         14     more recently counseling clients in private

         15     practice and focus on some of the practical

         16     effects here from that perspective.

         17                I do chair the ABA antitrust selection

         18     intellectual property committee.  As Bob Potter

         19     noted, the ABA has been active in addressing the

         20     subject of this whole set of hearings furthering

         21     public policy debates through programs,

         22     publications, on-line discussion.
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          1                But again the record should be clear

          2     I'm testifying as an individual, and I'm not here

          3     today on behalf of the ABA.  Turning to the topic

          4     before us, Frances suggests that my testimony

          5     will provide a critique of the Department of

          6     Justice business review letters.

          7                To the contrary from my perspective I

          8     believe the Department and the FTC have in recent

          9     years provided much useful guidance to businesses

         10     and their counselors with respect to antitrust

         11     rules for patents.

         12                We now all regularly look -- luckily

         13     we're able to ignore much of that old Supreme

         14     Court case law and focus in on the '95

         15     IP guidelines, the DOJ business review letters,

         16     and the agency enforcement actions such as the

         17     Summit/VISX case which I think if we all ignore

         18     the facts and just look at what the complaint

         19     says actually has some logic to it.

         20                My testimony summarizes current

         21     governing legal principles.  But since I'm up

         22     here following both Chris and Garrard, I'll
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          1     focus only on the practical issues that I've seen

          2     arising in applying those current principles.

          3                My bottom line is I believe further

          4     clarification of enforcement policy may be useful

          5     in some of these areas and enforcement actions

          6     may be warranted in others.

          7                The business review letters like the

          8     '95 guidelines start by and explicitly recognize

          9     that patent pools may provide competitive

         10     benefits by promoting the dissemination of

         11     technology.  The business review letters identify

         12     potential competitive concerns in three different

         13     areas.

         14                I think Chris Kelly in his current

         15     position is only focusing on areas one and three

         16     and largely ignoring two.  But the actual letters

         17     I think focus on, one, limiting competition among

         18     intellectual property rights within the pool;

         19     two, among downstream products incorporating the

         20     pooled patents; and three, in innovation among

         21     parties to the pool.

         22                To prevent such concerns the opinion
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          1     letters set forth a road map of practices that

          2     minimize antitrust risks.  I count six

          3     limitations which require patent owners, one, to

          4     limit patents to pools essential to implementing

          5     the standard;

          6                Two, ensure royalties are small

          7     relative to the total cost of manufacturing

          8     downstream products -- we haven't heard

          9     much about that -- three, license on a

         10     non-discriminatory basis to all interested

         11     persons; allow each patent holder to license

         12     its patents outside the pool;

         13                Limit access to competitively

         14     sensitive proprietary information; and avoid

         15     grant back provisions that limit incentives to

         16     innovate.

         17                It's already been said that the pool

         18     presents the greatest risk of harming competition

         19     when it's comprised of patents defined to be

         20     competing or substitutes rather than blocking or

         21     complementary.  The business review letters

         22     address this concern by requiring pooled patents
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          1     be essential as opposed to merely advantageous.

          2                Much of the analysis in the three

          3     letters addressed the specific essentiality

          4     standard applied which is technically essential

          5     in one pool, necessary as a practical matter for

          6     which existing alternatives are economically

          7     unfeasible in the second, and no realistic

          8     alternative in the third, interpreted to mean

          9     economically feasible.

         10                Several practical issues arise in

         11     implementing the rule.  The first one -- and I

         12     think this follows some of what Josh Newberg was

         13     saying.  The business review letters state that

         14     a fundamental premise in the analysis is that

         15     patents to be licensed are valid since a

         16     licensing scheme premised on invalid intellectual

         17     property will not withstand antitrust scrutiny.

         18                More generally the IP guidelines

         19     require businessmen to make analyses based upon

         20     conclusions whether patents are valid and would

         21     be infringed in the absence of the license

         22     and whether they're blocking complementary
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          1     substitutes or unrelated.

          2                Such conclusions actually ought to be

          3     made, my IP friends tell me, based on specific

          4     claims in patents rather than patents as a whole.

          5     Moreover, definitive conclusions can often be

          6     made with respect to those issues only after

          7     years of litigation.

          8                In practice business decisions must

          9     be made in a world of uncertainty.  It seems to

         10     me that conduct ought to be lawful if business

         11     decisions are made based on reasonable judgments

         12     reached in good faith.

         13                Companies shouldn't face treble

         14     damages if a patent thought to be valid turns out

         15     to be invalid or a conclusion that a patent is

         16     blocking is ultimately proven wrong.  That is,

         17     you make decisions in a world of uncertainty.  Of

         18     course in the end that uncertainty might turn out

         19     to go the wrong way.

         20                On the other side of the equation

         21     firms that take licenses to patent pools ought to

         22     have a mechanism to bring relevant information
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          1     regarding the validity and essentiality of

          2     patents in the pool to the attention of the

          3     pool's expert.

          4                Individual licensees of a large

          5     portfolio of patents have little incentive to

          6     mount an expensive legal challenge where even if

          7     successful they are likely to knock out only a

          8     small percentage of patents in a portfolio and

          9     benefit all the licensees.

         10                Even where the royalty allocation

         11     formula provides some incentive to pool members

         12     to exclude non-essential patents, an effective

         13     mechanism is necessary for licensees to do

         14     likewise and reduce the royalty as a consequence.

         15                Otherwise there is a concern that the

         16     combining patents of uncertain scope and validity

         17     strengthens all of the patents in the pool since

         18     a challenger only needs to lose on one patent to

         19     be enjoined.

         20                This concern has been expressed by

         21     the FTC in several merger cases challenging the

         22     creation of what's been called a killer patent
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          1     portfolio and which Will, Tom, and Josh Newberg

          2     address in one of their articles.

          3                A further issue is raised as to the

          4     meaning of essentiality where some patents may be

          5     technically essential to implement a standard but

          6     are not essential as a practical matter for

          7     certain potential licensees.

          8                Current practice for at least

          9     some pools appears to be to insist that all

         10     prospective licensees take a license to the

         11     pool's entire patent portfolio.  The effect is to

         12     condition a license to some patents to a license

         13     to others.

         14                Such mandatory package licensing

         15     ought to be unlawful where a firm is compelled

         16     to accept licenses under patents that are not

         17     necessarily needed.  Potentially even more

         18     troubling, what is essential may change over time

         19     if licensees have the incentive to innovate.

         20                If there is no mechanism for existing

         21     licensees or new entrants to establish that a

         22     patent is not essential and to pay lower
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          1     royalties when such firm only needs a portion

          2     of the patents in a pool, there will be little

          3     incentive to improve upon the standard.

          4                Turning to the second concern, patent

          5     pooling arrangements may affect competition not

          6     only in technology markets but also in related

          7     downstream markets that use the pooled

          8     technologies as inputs.

          9                I read the business review letters as

         10     approving the MPEG and DVD pools with limitations

         11     aimed at ensuring they would not foreclose

         12     competition in downstream markets.  First, DOJ

         13     noted in each case the agreed royalty was a "tiny

         14     fraction" of the downstream products or "small

         15     relative to the total cost of manufacturing."

         16                The parties made clear representations

         17     that royalties would be reasonable.  Second, DOJ

         18     emphasized that each proposed pool would enhance

         19     rather than limit access to essential patents by

         20     requiring licensing on a non-discriminatory basis

         21     to all interested parties prohibiting

         22     disadvantageous terms on competitors.
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          1                Several issues -- practical issues are

          2     raised by this analysis.  First is the question

          3     what is a reasonable royalty.  While intuitively

          4     a royalty of less than a few percentage points

          5     may seem small, some standard is needed to guide

          6     business officials.  Closely related is what

          7     happens over time.

          8                The problem is that a royalty that

          9     appears small originally may grow to be

         10     significant over time as costs of producing

         11     downstream products fall.

         12                In order to be considered small

         13     parties should perhaps be required to charge a

         14     percentage royalty or at least have a percentage

         15     cap that can't grow to be significant over time.

         16     In addition, further clarification is essential

         17     as to permissible discrimination.

         18                The DVD pools appear to have narrowed

         19     their representations limiting discrimination

         20     without comment from the Department of Justice

         21     in the DOJ business review letters at least as

         22     compared to the MPEG pool.  The MPEG letter said



                                                                 202

          1     that the pool would provide, quote, the same

          2     terms and conditions to all licensees.

          3                On the other hand, the DVD pools

          4     promise only the benefit of any lower royalty

          5     rate granted licensees under otherwise similar

          6     and substantially the same conditions.

          7                In practice the DVD pools are now

          8     in fact offering different royalty rates to

          9     different licensees depending upon when

         10     prospective licensees sign their licenses.  Even

         11     when offering the same royalties, the DVD pools

         12     are offering different terms to different

         13     licensees.

         14                Given the potential for significant

         15     differences in effective price through non-price

         16     terms, such discrimination has the potential to

         17     swallow the prohibition.  On the other hand, some

         18     discrimination may be appropriate when firms use

         19     pools of technology in different applications.

         20                Indeed the DOJ business review letters

         21     without comment allow the DVD pools to charge

         22     different royalties, produce DVD hardware, and to
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          1     produce DVD disks.

          2                It might be appropriate to allow

          3     different royalty rates to be charged to firms

          4     selling stand alone DVD players to be used

          5     with televisions as compared to firms selling

          6     computers with DVD drives at least so long as

          7     the conclusion is reached that those downstream

          8     products don't compete.

          9                Firms producing competing products

         10     should be treated similarly to prevent the pools

         11     from being used to foreclose downstream

         12     competition.  Perhaps most significant, news

         13     reports suggest that there are situations where

         14     pool members have a license to pool technology at

         15     zero royalty.

         16                That is, discriminatory royalties are

         17     being charged to similarly situated firms that

         18     compete in downstream markets.  The combined

         19     impact of a substantial royalty and this

         20     discrimination seems to undermine the theoretical

         21     justification for patent pooling, the

         22     dissemination of technology.
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          1                That is, such a pool is no longer an

          2     efficient method of disseminating intellectual

          3     property rights to would be users.  It may

          4     instead be a de facto exclusive agreement to

          5     limit licensing and stop competition.

          6                The preferred approach approved in the

          7     MPEG business review letters is to require each

          8     pool member to pay royalties to an independent

          9     administrator and receive its share of royalties

         10     in a lump sum distribution.  Finally we've

         11     already touched earlier today on the grant back

         12     issues.

         13                The '95 guidelines warn that pooling

         14     arrangements may discourage research and

         15     development.  The guidelines explain that an

         16     arrangement that requires pool members to grant

         17     licenses to each other for future technology may

         18     allow free riding and reduce incentives to engage

         19     in R & D.

         20                The business review letters do

         21     approve grant back clauses that require

         22     licensees to cross-license patents on reasonable,



                                                                 205

          1     non-discriminatory terms.  In each case however

          2     the scope of the grant back was commensurate with

          3     that of the pool and considered so narrow that it

          4     would not discourage innovation.

          5                The letters also focus attention on

          6     termination rights that allow withdrawal from a

          7     particular licensee's portfolio license if the

          8     licensees sue for infringement and refuse to

          9     grant a license on fair and reasonable terms.

         10                In recent years standards agreements

         11     and patent pools with broad grant back provisions

         12     and termination rights have proliferated.

         13     Promoters of these provisions argue that they

         14     lead to broad cross-licensing and are therefore

         15     efficient.

         16                I am aware of agreements that

         17     automatically terminate a party's license if

         18     a licensee initiates any infringement action

         19     against any other licensee.

         20                Notably such provisions cover entirely

         21     unrelated technology, cover future as well as

         22     present patents, cover non-essential as well as
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          1     essential patents, and provide for termination

          2     regardless of the other firms' willingness to

          3     grant a license on reasonable terms.

          4                Lack of enforcement in such cases

          5     sends a mixed message to the business community

          6     as to what is allowable in this area.

          7                My bottom line again, further guidance

          8     on all of these practical issues through revised

          9     guidelines, additional business review letters,

         10     and enforcement actions would give a clearer road

         11     map to intellectual property owners considering

         12     forming pools and to businesses negotiating

         13     licenses with such pools.  Thank you.

         14                (Applause.)

         15                FRANCES MARSHALL:  Thank you very

         16     much, Howard.  I'd like to take the next 20 to 25

         17     minutes and try to get into some of these issues

         18     that our three panelists here have raised.

         19                And I was thinking that maybe one

         20     of the things that might help to start out

         21     with is if we could talk a little bit about

         22     essentiality -- some definitions, essentiality,
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          1     complements, blocking, and substitutes, and what

          2     we mean by these things.

          3                I was wondering if there was

          4     anyone who would like to take a crack at those

          5     definitions.  And I'm actually going to totally

          6     reverse myself.  I'm sorry.

          7                I had set up that James Kulbaski was

          8     going to be our lead-off commentator on these

          9     presentations.  Let's go to that, and then we can

         10     get to some of these other issues.  I'm sorry.

         11                JAMES KULBASKI:  Real quickly, I have

         12     already prepared some written testimony that is

         13     posted on the internet which reflects my views on

         14     these topics.  Those are my personal views and

         15     not necessarily the views of any client or my

         16     firm.

         17                One point that a lot of the speakers

         18     have touched upon but not really gotten into

         19     is the business realities of some of these

         20     situations and really the practical issues.

         21                Sort of slightly changing the topic,

         22     looking at consumer electronic companies most of
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          1     them are losing money on the particular products

          2     covered by the patent pools at issue, MPEG-2,

          3     DVD.  There are really not a lot of high profit

          4     items.

          5                And the question is if they are losing

          6     money selling these products or not making money

          7     on products covered by the patents, then why

          8     would a company continue to innovate and develop

          9     products?

         10                And I think that's really the key

         11     here, that patent pools should not only provide

         12     an efficient way for the licensees to receive the

         13     technology, but the licensors should be able to

         14     reasonably recover their investment in the

         15     technology.

         16                A specific example:  a new company

         17     came out selling DVD players last fall which

         18     greatly undercut the market and basically was

         19     selling DVD products at half of the price of the

         20     major companies that developed the technology.

         21                And without an efficient way to

         22     collect royalties on those issues there is really
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          1     no way for the companies to continue to innovate.

          2                And while the specific situation I'm

          3     talking about there was not -- the company was

          4     initially not paying royalties to any patent

          5     pool, I think the patent pools as they apply to

          6     DVDs will greatly help out that situation.

          7                With regard to some of the other

          8     issues, Chris Kelly talked about an independent

          9     expert and some of the potential issues with that

         10     and how independent really is the expert.  And,

         11     you know, he has to get paid by somebody, and

         12     what is the standard for determining

         13     essentiality.

         14                I have developed a practice of working

         15     with independent experts and trying to have

         16     patents considered to be essential into these

         17     patent pools.  And my experience has been that

         18     it's a very tough road to follow.  The current

         19     experts involved are very stringent in enforcing

         20     the guidelines in trying to have a patent.

         21                The ultimate decision as to whether

         22     a patent is accepted to be essential is in
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          1     my experience being properly and strictly

          2     implemented.

          3                And despite the fact that the money

          4     has to come from somewhere, I think that if the

          5     evaluator was not being fair in just letting in

          6     any patent, for example, especially in the MPEG-2

          7     patent pool where every additional patent into

          8     the patent pool is less money to the other patent

          9     owners, if the evaluator would let in any patent

         10     just because somebody made some type of argument,

         11     then the other patent owners, other essential

         12     patent owners wouldn't be too happy with the

         13     evaluator.

         14                There would be some problems.  But

         15     I think that the system as currently implemented

         16     with the evaluators is working quite well, and

         17     the integrity of the system is existing.

         18                So that feature of the definition of

         19     essentiality, whatever that definition is, my

         20     experience has been that it's pretty much

         21     consistent throughout the patent pools even

         22     though there is a slightly different definition
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          1     within the DOJ letters.

          2                The practical implementation,

          3     it is pretty much the same.  And it is being

          4     properly -- you know, the gatekeeper is existing

          5     and that system's working.

          6                FRANCES MARSHALL:  Do you find that

          7     when you are trying to get different patents

          8     accepted into the different pools that your

          9     arguments on essentiality differ based on the

         10     standard?

         11                JAMES KULBASKI:  Not at all.

         12     Basically the argument made to the evaluator

         13     would be as if a standard patent infringement

         14     test, as set forth in the Markman case first, the

         15     claims have to be interpreted.  And then you see

         16     if the standard reads on the properly interpreted

         17     claims.

         18                And for the most part there is not a

         19     lot of variation of essentiality.  The question

         20     is what -- you know, is what is recited in the

         21     claims necessary to practice the standard.

         22                And, you know, you could word
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          1     essentiality and define it in various ways.  But

          2     for most practical purposes is it necessary is

          3     the same for most of the pools.

          4                FRANCES MARSHALL:  Garrard, this sort

          5     of brings me back to your two points.  You talked

          6     both about loosening the standard somewhat so

          7     that you might have some substitute patents in a

          8     pool as well as complements.  And I'd like to get

          9     back to that topic.

         10                But you also talked about it is not

         11     necessary that all the patents be essential.  I'm

         12     wondering if you can explain to us how those two

         13     things are related or unrelated.

         14                It seems to me that if the patent

         15     is essential to the standard to which it is

         16     being compared then that is in and of itself a

         17     definition of complementarity.  Is that not true?

         18                GARRARD BEENEY:  I think that's true,

         19     but I do think that there is some difference in

         20     the concepts.  I think that you can have patents

         21     that are not essential to the standard but that

         22     are nevertheless complements.
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          1                And I also think that you can have

          2     patents that are essential -- that are not

          3     essential that are substitutes obviously.  So I

          4     think the two concepts are somewhat different.

          5                The way I look at essentiality is

          6     very much the way it's been discussed I think,

          7     which is that whether you take into account the

          8     practicalities of the cost of production and the

          9     cost of designing around particular claims in a

         10     patent, basically the issue of essentiality is

         11     can you produce the product or comply with the

         12     standard that's defined by the licensed field of

         13     use without infringing a claim of the patent.

         14                And if you can, the patent's not

         15     essential.  If you can't, the patent is

         16     essential.  Complements I think of in terms

         17     somewhat different, and that is that the

         18     amalgamation of the rights increases the

         19     value over and above the thing individually.

         20                And I don't think that they

         21     necessarily all have to be essential to the field

         22     of use in the license in order to be thought of



                                                                 214

          1     as complements.  In my view all of this starts

          2     with defining a field of use in the license,

          3     either in the product or the standard that's

          4     being complied with, and that everything

          5     essentially follows from there.

          6                FRANCES MARSHALL:  Chris?

          7                CHRISTOPHER KELLY:  As you suggested,

          8     essentiality if it's gauged right should be a

          9     guarantee of complementarity.  But it's not

         10     the exclusive -- it doesn't cover the entire

         11     universe of complements.  There are plenty of

         12     non-essential patents which are very

         13     complementary.

         14                But the problem for patent pool

         15     analysis is that for any of those non-essential

         16     patents there might well be alternatives.  So

         17     those non-essential patents have a complementary

         18     relationship with the essential patents, but they

         19     might have a competitive relationship with other

         20     non-essential patents.

         21                GARRARD BEENEY:  Can I just take issue

         22     with that just very briefly?
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          1                CHRISTOPHER KELLY:  No.

          2                GARRARD BEENEY:  I think in at least

          3     one situation -- you know, in some standards as

          4     I mentioned as I was trying to race through my

          5     presentation, in some standards there are various

          6     ways of doing something, but you've got to do it.

          7                And in those situations each one of

          8     those patents provides an access to an essential

          9     element of the field of use, the standard.  On

         10     the other hand, they are not complements.  They

         11     may be pure substitutes.

         12                FRANCES MARSHALL:  Jeff?

         13                JEFFERY FROMM:  When the Department

         14     was doing the original business review letters,

         15     did they ever consider -- I'm a patent attorney.

         16                So it kind of bothers me to talk about

         17     essential patents as if patents are essential.

         18     Of course they're not because it's only the

         19     claims we're really concerned about, and that

         20     most patents, perhaps the strong majority as

         21     Howard alluded to, include claims that in fact

         22     are not essential.
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          1                Did the Department ever consider the

          2     issue of essential claims versus patents either

          3     in the foregoing grants or in the grant back

          4     provisions?

          5                CHRISTOPHER KELLY:  My sense was that

          6     the analysis was geared to claims rather than

          7     simply patents as such.

          8                JEFFERY FROMM:  But the review letter

          9     of course only talks about patents.

         10                CHRISTOPHER KELLY:  If so, that's

         11     the danger of having antitrust lawyers write

         12     about patents.  If that's right, then that's an

         13     imprecision which is unfortunate, although I

         14     would think that most people read it to refer --

         15     to mean claims rather than patents, divorced from

         16     the claims that they include.

         17                JEFFERY FROMM:  Well, I would never do

         18     that.  I mean certainly the license grants that

         19     are granted underneath -- you know, in response

         20     to the business review letters certainly talk

         21     about patents.  They don't talk about patent

         22     claims.  There is no mention of claims in them.
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          1     They talk about patents.

          2                CHRISTOPHER KELLY:  I think licenses

          3     are granted in terms of patents, right, not in

          4     terms of claim?

          5                JEFFERY FROMM:  No.  I mean that's

          6     how the Department considers it.  I mean many

          7     parties -- over there tomorrow you're going

          8     to talk about standards.  The standards

          9     organizations have evolved.

         10                They talk about claims.  They don't

         11     talk about patents anymore because patents may

         12     of course include claims that have nothing to do

         13     with the standard.  And they certainly understood

         14     that that's the real world.

         15                GARRARD BEENEY:  But it's really --

         16     some pools that I'm familiar with license

         17     patents.  Other pools that I'm familiar with

         18     license claims.

         19                But if you are a licensee and from

         20     a competitive analysis and you must be licensed

         21     under a particular claim of a patent and a

         22     license is restricted to a field of use, the fact
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          1     that you may be licensed on other claims that

          2     have no bearing on the field of use is completely

          3     immaterial because you can't use the license that

          4     you have under those claims because your license

          5     is restricted to a field of use.

          6                So whether the Division uses patents

          7     or claims makes no difference because, as I say,

          8     if you have a license under claims restricted to

          9     a field of use for which you cannot use that

         10     license for those claims, it doesn't make any

         11     difference.

         12                JEFFERY FROMM:  Read the contracts

         13     under which the licenses are granted.  I agree in

         14     theory with what you just said, that if the field

         15     were restricted and the grant back field were

         16     similarly clearly restricted, there would be no

         17     problem.  But of course there is imprecision in

         18     that process.

         19                FRANCES MARSHALL:  James?

         20                JAMES KULBASKI:  In practical reality

         21     the evaluator looks at one independent claim and

         22     usually picks the broadest claim, but it could be
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          1     a claim of your choosing.  And if that claim is

          2     found to be essential, then I believe the letter

          3     issued by the evaluator says that this patent is

          4     then essential to the standard, so.

          5                FRANCES MARSHALL:  Is that suggesting

          6     that it may be a distinction without a real

          7     difference?  We may talk about patents' claims

          8     are analyzed.  I'm just wondering, Jeff, what

          9     concern do you have that the letters talk about

         10     patents as a whole and not about particular

         11     claims?

         12                JEFFERY FROMM:  First off I should

         13     say that I'm not terribly concerned necessarily

         14     that all -- there is this kind of essentiality

         15     argument.  There is this abstract essentiality.

         16     But we are ignoring the very real fact that there

         17     are lots of patents in this pool that include

         18     claims.

         19                The majority of patents that are

         20     essential that meet this test include lots of

         21     claims that are not essential.  And that doesn't

         22     seem to bother anybody on the foregoing side.
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          1     Certainly from the licensors' perspective they

          2     seem to be unbothered by it.

          3                And they participated in the creation

          4     presumably of the license under which patents

          5     are -- the grants are being made.  So they are

          6     apparently happy with it.  But it is not a

          7     distinction without a difference.  There is a

          8     very real difference.

          9                And if you are a licensee, for

         10     example, and you don't participate in the license

         11     grant and yet you are required to give a grant

         12     back that is a non-negotiable grant back as to

         13     essential patents, that is a patent which has one

         14     claim which is essential, then in fact you are

         15     giving a license grant to non-essential claims on

         16     a license agreement for which you have absolutely

         17     no negotiating capability.

         18                Now, you can argue that, well, that's

         19     just part of the price of doing business.  But --

         20     and maybe it is.

         21                But to argue that there is

         22     no difference between essential patents and
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          1     essential claims is to overlook the way patents

          2     are actually functioning, the way they are

          3     actually written which is as to essential claims

          4     only.

          5                I mean that claims are what counts,

          6     not the patents.  And so there is a very real

          7     difference in the economic impact just dependent

          8     upon how the particular patent attorney ten years

          9     earlier wrote the patent application.

         10                FRANCES MARSHALL:  Okay.  Howard?

         11                HOWARD MORSE:  I think it also touches

         12     on Garrard's other point which is that certain

         13     other non-essential patents ought to be allowed

         14     into the pool if you are already allowing certain

         15     non-essential claims into the pool to some

         16     extent.  In fact he's already got his way.

         17                But the concern I think that is

         18     expressed in the Department's business review

         19     letter is what I would characterize as the tying

         20     in the foreclosure effect on someone else who has

         21     competing technology to that non-essential patent

         22     or non-essential claim who -- I think Garrard



                                                                 222

          1     would say but you are getting it at zero; you

          2     are not paying more of a royalty for it.

          3                I think the D.C. Circuit in the

          4     Microsoft decision sort of undermines that

          5     argument if in fact you are getting it and you

          6     are required to get it.  I think there is a tying

          7     element.

          8                And the question is what is the

          9     impact on that and is it limiting other, you

         10     know, efficient and beneficial technology from

         11     reaching the marketplace because you are

         12     already -- someone's already tying a lesser

         13     technology into the pool so some other better

         14     technology isn't getting used as a result.

         15                GARRARD BEENEY:  I guess the response

         16     is that the proposal is first of all that the

         17     non-essential intellectual property be limited

         18     to the license field of use.

         19                And maybe the comments we have had so

         20     far require some explanation as to what all these

         21     concepts are.  And maybe I can take my hand at

         22     it.  But as I understand the licenses that I've



                                                                 223

          1     dealt with, each of them are circumscribed.

          2                That is, the grant of the patent

          3     holder to use the invention that's described

          4     in the claims of the patent is limited to a

          5     particular what's called field of use, meaning

          6     that, for example, in the MPEG-2 patent portfolio

          7     license you may not use the patents to produce

          8     something akin to the space shuttle.

          9                They have to be limited to practicing

         10     the MPEG-2 standard.  Similarly the grant back

         11     provisions are limited to the field of use.  You

         12     must grant back any intellectual property you

         13     have that's essential to the field of use, which

         14     I guess is why I fail to understand why there is

         15     any practical significance whatsoever to talking

         16     about patents instead of claims.

         17                Because, as I said, even if you were

         18     to have a license under non-essential claims,

         19     if that license is limited to practicing those

         20     claims only within the field of use, then you

         21     have no effective license under those

         22     non-essential claims.
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          1                And if the grant back provision is

          2     limited to the field of use, not to the patent

          3     that's granted, it has no effect on the grant

          4     back provision.

          5                As to offering certain intellectual

          6     property that is non-essential, again I think

          7     limiting it to the field of use has very few

          8     competitive effects because on the one hand it

          9     can be an offer that the licensee doesn't have to

         10     accept.  It does not have any marginal cost to

         11     the licensor.

         12                And so I think it is incorrect to

         13     presume that royalty rates would go higher.

         14     And as to effect on competition, it does have

         15     the effect of reducing competition for the

         16     non-essential property that a particular

         17     licensee may want to use.

         18                But the countervailing procompetitive

         19     effect is to open up competition in the

         20     downfield, downstream market that's defined

         21     in the license, because any licensee of the

         22     essential intellectual property is free to
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          1     compete in all sorts of variations of

          2     implementations of the field of use.

          3                So I think in balancing the two I

          4     think the suggestion to include non-essential

          5     intellectual property limited to the field of

          6     use is on balance procompetitive.

          7                FRANCES MARSHALL:  I believe Josh

          8     Newberg had a comment.

          9                JOSHUA NEWBERG:  I wanted to try

         10     to bring it back or perhaps relate it to the

         11     discussion that we had in the morning of

         12     cross-licensing and ask anyone who has an opinion

         13     on it what the relationship is between the

         14     concept of design freedom as that came up in the

         15     cross-licensing context and essentiality as that

         16     concept is used in the competition analysis of

         17     patent pools, and whether patents that allow for

         18     design freedom maybe -- you know, we don't know,

         19     but we want those in there because we might

         20     design something that infringes.

         21                Would that fall into the category of

         22     non-essential but okay in an analysis of pooling
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          1     or not, and to what extent do design freedom and

          2     essentiality conflict or overlap?

          3                FRANCES MARSHALL:  Jeff?

          4                JEFFERY FROMM:  I don't mind trying my

          5     hand at the distinction you're trying to draw.

          6     Of course in a cross-license you generally have

          7     two parties.  As several speakers have talked

          8     about, there are really only two parties.

          9                And so design freedom is almost

         10     always an element or frequently an element of

         11     cross-licensing.

         12                Of course you can take the same

         13     attitude you can about patent pools which is --

         14     really the objective is basically to eliminate

         15     all the patents.  So there is absolutely no

         16     reason that we just can't compete on whatever it

         17     is we're going to compete on.

         18                But patent pools aren't supposed to do

         19     that.  As between two parties if I'd like to do

         20     that, if company A and company B want to say as

         21     between us patents are going to become totally

         22     irrelevant, that's their decision and they make
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          1     that business decision in the competitive

          2     environment that they are operating in.

          3                But they don't control a market.

          4     Patent pools operate differently.  There really

          5     is -- pardon -- I'm not an antitruster, so pardon

          6     me if I misuse the term.

          7                But patent pools have market power

          8     independent over and above the patents in the

          9     pool just by the sheer number of the patents

         10     that are there.  And that is not the case in a

         11     cross-license.

         12                And so to the extent that the parties

         13     in a cross-license want to throw in lots of

         14     things to have freedom to innovate, that might

         15     be okay.

         16                And in a larger context when there's

         17     a large patent pool with many patent -- many

         18     licensors and many patents, essentially what you

         19     are saying in that pool is if you want to play in

         20     this market you have -- you, Mr. New Person, you

         21     have to be in a free fire -- there has to be --

         22     you have to give up your patent rights and you
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          1     have no choice.

          2                Whereas that's imposed on you by the

          3     strength of the pool.  Now, you can argue as we

          4     have done before that you can -- oh, that's not

          5     true; you can license independently of the pool.

          6     And as I pointed out before I think that's in

          7     many cases not a real world situation.

          8                So I think the difference of throwing

          9     in lots of patents so that you can have the

         10     freedom to innovate between two licensees is --

         11     two licensors, excuse me, is quite different than

         12     the dynamics in a patent pool.

         13                JOSHUA NEWBERG:  What if the licensees

         14     are IBM and Intel or two parties that have a huge

         15     percentage of the relevant technology in an area?

         16                JEFFERY FROMM:  Well, obviously when

         17     you have dominant players you get different

         18     results.

         19                PETER GRINDLEY:  Let me make an

         20     additional comment.  Maybe this is what Josh

         21     is trying to get at about the question about

         22     uncertainty, whether you are sure that a patent
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          1     is going to be essential or not.

          2                In a cross-licensing situation if you

          3     are not sure you probably will still go ahead and

          4     cross-license it.  In a patent pool the standards

          5     are a bit tougher.  So you have to be fairly sure

          6     that it's going to be essential or not.

          7                And we have independent experts to try

          8     to work that out.  So I suppose the intention

          9     with the pool is to keep it as narrow and tight

         10     as possible, and with a cross-license is to cover

         11     whatever you think is likely to be a problem in

         12     the future.  So slightly different criteria.

         13                JOSHUA NEWBERG:  Does that extension

         14     make sense?

         15                PETER GRINDLEY:  Yes.  I think it

         16     does.  It certainly makes sense from the

         17     cross-licensing viewpoint.

         18                From the pool I suppose that -- I

         19     was arguing this morning that apart from the --

         20     there's the antitrust concerns and just the

         21     general administration of the pool becomes more

         22     acute as it gets bigger.  So you want to keep it
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          1     as focused as possible, so.

          2                FRANCES MARSHALL:  I'd like to go back

          3     to this just for a minute, to this concept of how

          4     do we go about analyzing a pool that consists of

          5     blocking patents.

          6                And I think in our letters because

          7     there was a standard against which to compare

          8     them we used that as a proxy for determining

          9     whether or not the patents were blocking or

         10     complements.

         11                But that also includes some substitute

         12     patents.  And let's say we take your example,

         13     Garrard, and that is limited to the field of use.

         14     How would you suggest that the antitrust

         15     authorities go about determining whether that

         16     pool is ultimately pro-competitive?

         17                GARRARD BEENEY:  I'm not sure,

         18     Frances, if the analysis is different because you

         19     have added the package of rights that licensors

         20     may have that may or may not read on the

         21     particular implementation of the standard.  Is

         22     that your question, how do you go about it if you
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          1     do that?

          2                FRANCES MARSHALL:  I think it ties

          3     into the question of if you don't have a

          4     standard.  So far we have had -- we have analyzed

          5     pools where there is a standard with which to

          6     make a comparison.

          7                But if you don't have a standard

          8     I think that increases the difficulty of the

          9     agencies looking at the patent pools to determine

         10     whether the independent expert is going to

         11     correctly put into the pool blocking patents.

         12                So that's one question.  And then the

         13     other question -- and I think you get that same

         14     issue when you define that the -- when you say

         15     that the substitutes could come from a field of

         16     use which doesn't have a standard associated

         17     with it.  So you're in that -- you're in that

         18     same ballpark.

         19                And I'm just wondering how you would

         20     suggest that if the authorities, if we were

         21     looking at a patent pool that was defined that

         22     way, how we would go about making those judgments
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          1     when in the past we have used the standard and

          2     the independent expert working together as a

          3     proxy to make that determination, perhaps

          4     imperfectly as everyone has said.

          5                GARRARD BEENEY:  I think that's a good

          6     question.  But I would not in any way suggest

          7     that pools be permitted to offer a license under

          8     anything other, whether it be essential or not

          9     essential intellectual property, that the grant

         10     of the license be -- exceed a field of use

         11     because otherwise as you say there is no way of

         12     determining the competitive effects unless the

         13     scope of the license grant is limited to a

         14     defined criteria, whether that be a defined

         15     product or a defined standard.

         16                But the scope of what's granted --

         17     which is a question different from what it is

         18     that you're granting.

         19                But the scope of what you're granting,

         20     that is what the licensee is entitled to do with

         21     the rights in the license, has to be defined

         22     and has to be limited.  Otherwise, as you say,
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          1     there's just no way of analyzing the competitive

          2     effects of a pool.

          3                But once you do that I don't think

          4     that the intellectual property that's in the pool

          5     has to necessarily be limited to intellectual

          6     property that is essential to practicing the

          7     standard as opposed to something that may be

          8     infringed by a particular voluntary

          9     implementation of the standard.

         10                And what I'm suggesting is that

         11     licensees be given the freedom to compete

         12     in the downstream markets by producing any

         13     implementation of the standard that they want by

         14     being given this non-assert from the licensors to

         15     free up any concerns that they may have about

         16     infringing non-essential intellectual property.

         17                But the scope of the grant on the

         18     essential and the non-essential intellectual

         19     property has to be that standard of product.  Was

         20     that clear at all?

         21                FRANCES MARSHALL:  Chris, do you

         22     have a --
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          1                CHRISTOPHER KELLY:  I'm just wondering

          2     whether what you are driving at, Garrard,

          3     suggests that whatever the field of use is it's

          4     going to bear a very close relationship to

          5     something that most people might view as a

          6     standard of some kind.

          7                That's going to be the context.  So

          8     whether it is essential or not you are still

          9     going to be talking about something like an MPEG

         10     or DVD as opposed to saying televisions or

         11     tables.  So it's not -- the field of use will be

         12     fairly rigorously defined.

         13                GARRARD BEENEY:  Correct.

         14                FRANCES MARSHALL:  Pretty limited

         15     as well.  In a sense you are expanding your

         16     definition of essentialities, and essential as

         17     a practical matter then including things that

         18     are -- different methods for implementing the

         19     standard.

         20                GARRARD BEENEY:  Yes, but also that in

         21     the course of implementing the standard you may

         22     have to do something that's not even in the
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          1     standard.

          2                And that's what I'm suggesting, but

          3     that the grant of the patent right is only

          4     limited to implementing the standard.  But you

          5     may be doing other things in creating what that

          6     license allows you to create.

          7                FRANCES MARSHALL:  Any other comments?

          8     Questions?  Okay.  Why don't we go ahead and take

          9     a ten-minute break and come back at 3:35.

         10                (Recess.)

         11                FRANCES MARSHALL:  Thank you all very

         12     much.  I've heard that we are stressing people's

         13     legs and backs.  But we are scheduled to end at

         14     4:30 so hopefully this next session will be

         15     easier.  We are going to turn to Baryn Futa who

         16     is the manager and CEO of the MPEG LA --

         17     licensor?

         18                BARYN FUTA:  Licensing.

         19                FRANCES MARSHALL:  Licensing

         20     administrator.  And he's going to talk to us

         21     about some lessons that he has learned from the

         22     MPEG pool since its inception in 1997.
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          1                BARYN FUTA:  Thank you, Frances.

          2     Thanks for inviting me, first of all.  And I

          3     think the Division and the FTC have done a

          4     terrific job putting these hearings and panels

          5     together.

          6                I have learned a lot from my fellow

          7     panelists.  I'd like to thank everybody.  But

          8     probably more importantly I'd like to thank you

          9     in the audience today.

         10                Given the availability these days of

         11     location and time non-specific information, it

         12     really is something when people actually show up

         13     to these things and listen.  So I appreciate you

         14     for being there.

         15                Also, Frances, I was going to say the

         16     next time my 14-year-old or 11-year-old asks me

         17     the type of stuff I get involved in during my

         18     day I'll refer them to doj.gov and they can go

         19     through all the testimony and that will let me

         20     punt on the dinner conversation about work again

         21     for another ten weeks.

         22                I have some written statements which I
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          1     think you have or can get access to on the web.

          2     So I just wanted to make a few quick points and

          3     turn it back to the panelists and to the

          4     discussion.  These are not points that have not

          5     been made already.  So I apologize.

          6                First, I think that it's clear that

          7     there are many different ways for companies to

          8     clear patent rights.  I think you have heard the

          9     many different ways.  And I'm particularly

         10     interested in the context of standard setting

         11     with the panel that will occur tomorrow where

         12     presumably you will hear a lot more.

         13                You will probably hear about the

         14     various non-assertion programs that are in place

         15     and are being established and non-assertions

         16     with regard to all the specifications of giving

         17     standards, but also to certain profiles within

         18     standards.

         19                Certainly we've talked a lot about

         20     bilateral licensing of which cross-licensing is a

         21     subset.  Again we've talked about MPEG-2-like

         22     programs.  But there is the whole area of
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          1     multilateral licensing involving non-assertions

          2     that hasn't really been touched on today.

          3                So, you know, really out there, there

          4     are a lot of different efforts using a lot of

          5     different approaches as Josh and Pete and others

          6     have mentioned to give the marketplace access to

          7     standard based technologies.

          8                You know, as consumers we are in a

          9     world of formats and standards.  And as makers of

         10     these products, makers of these products are in a

         11     world of formats and standards.

         12                And I also don't think any of you

         13     have this impression, but I wouldn't want any

         14     of you to get the impression that there is no

         15     competition among these formats and standards

         16     themselves.  There are lots of different formats

         17     trying to do lots of -- the same applications.

         18                For example, in the DVD itself there

         19     are going to be multiple formats for recordable

         20     DVD.  I believe the DVD forum also recently

         21     approved a non-MPEG-2 coding that will be DVD

         22     compliant.
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          1                In the broadcast area the United

          2     States will using an entirely different digital

          3     video terrestrial broadcast system than will

          4     Europe.

          5                So when we talk about MPEG-2 or we

          6     talk about DVD as formats we all have to keep in

          7     mind that there are lots of different formats

          8     trying to address the same question and the same

          9     opportunity.

         10                But we are all dependent on

         11     interoperability.  As consumers and manufactures

         12     we are all dependent on these same formats and

         13     standards.  And therefore they are all dependent

         14     to some degree on each other's R & D.

         15                I find that as Peter had mentioned

         16     cross-licensing and MPEG-2-like programs are not

         17     mutually exclusive.  They co-exist very nicely in

         18     the marketplace.

         19                Bilateral licensing, cross-licensing

         20     can deal with all the various intersection points

         21     that may occur between two companies' IP needs,

         22     whereas a program like the MPEG-2 is dealing with
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          1     only a narrow slice or one intersection point,

          2     that being essential patents with regard to the

          3     MPEG-2 technology.

          4                There has been talk about design

          5     freedom.  And I think design freedom is a

          6     very different thing than access to the

          7     intellectual -- to the essential patents for a

          8     given standard like MPEG-2.

          9                Design freedom to me connotes a notion

         10     of peace, and a notion of to be able to have your

         11     product makers go out there and make products, to

         12     invent, to innovate, and to diffuse.  And that's

         13     an entirely different kind of scope or a field of

         14     use I guess to use the term than what I do every

         15     day for a living.

         16                So from my personal viewpoint I see

         17     lots and lots of bilateral arrangements being

         18     negotiated every day involving lots of different

         19     technologies.

         20                I don't have the experience in

         21     licensing that problem like someone like Jeff or

         22     people like Howard do, but in the context of the
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          1     MPEG-2 program I have worked with -- we have over

          2     400 licensees.

          3                And I would probably say that we have

          4     probably dealt with many, many more companies

          5     than that that are still potential licensees or

          6     looking at the technology or technologies.

          7                And I think I have a pretty good idea

          8     of what they think is important, at least what

          9     they tell us is important in regard to licensing

         10     and MPEG-2-like programs.  And for what it's

         11     worth I'll go through my list.

         12                Everybody is looking for better terms

         13     than the next guy, and maybe they will settle

         14     with same terms.  And then that is in regard to

         15     everything, royalty rate.  Everybody's looking

         16     for an MFN.  They are looking for some upside

         17     protection on their royalty rate upon renewal.

         18                And I think in that regard a feature

         19     that is in the MPEG-2 program that I think our

         20     customers particularly like is that all of our

         21     agreements are terminable on 30 days' notice by

         22     the licensee.
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          1                So I think all the rate protection and

          2     the rate related issues are in the hands of the

          3     licensee in the case of MPEG-2.  Because we're

          4     all dependent on each other's R & D and therefore

          5     each other's patents, licensees are looking

          6     obviously for good coverage.

          7                They are looking for some sense

          8     that -- they realize they will not get

          9     100 percent of essential patents from any

         10     program, but they are looking for what they

         11     consider to be good coverage of the essential

         12     patents.

         13                They are aware of the licensors of

         14     those patents.  And since many of these companies

         15     are involved in the standard setting effort they

         16     know which companies paid their dues, put in the

         17     R & D, sent research teams, proposed things to

         18     the standard setting body, and got their

         19     inventions or techniques incorporated into the

         20     standard.

         21                Our licensees are very sophisticated

         22     and they know how standards are developed and who
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          1     developed them.  They want all their products

          2     that use the spec covered.

          3                I think probably one of the most

          4     important terms is they want to see that the

          5     licensors are also licensees and are also paying

          6     the same royalty rates.  As a business I consider

          7     any program like MPEG-2 a non-starter unless

          8     licensors that utilize the technology are also

          9     licensees and pay the same royalty rates.

         10                I don't know about competition or the

         11     legal requirements.  I just know as a business

         12     person it is a non-starter unless the licensors

         13     that make the products are also licensees and pay

         14     the same royalties.

         15                You know, I should mention also that

         16     probably what will not be discussed tomorrow

         17     but -- and I can't remember who mentioned it, it

         18     might have been Chris -- is a copyright tool like

         19     a clearinghouse approach.

         20                I'm not necessarily aware of any

         21     patent programs that are standard related that

         22     use a clearinghouse approach.  And I haven't
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          1     really thought much about it.  But really, you

          2     know, there may be a situation where it's

          3     appropriate.

          4                I would say that the 3-G licensing

          5     concept is as close to a clearinghouse approach

          6     as I've seen in a standard setting -- a standard

          7     licensing situation, but not -- nothing like what

          8     you suggest in terms of copyright.  But, you

          9     know, it might work in some situations.

         10                You know, I couldn't help but -- being

         11     at the end of the day, Frances, I couldn't help

         12     but reflect on some of the things I have heard

         13     already.  And I just -- again anecdotally I'd

         14     just make a couple comments.

         15                In the case of the MPEG-2 program

         16     licensees don't pay less for more or less

         17     patents.  So if a patent should be found to be

         18     invalid and it's pulled off the list, that

         19     licensor would not get proceeds for that patent.

         20     But the license royalty rate would not go down.

         21                I personally believe that invalidity

         22     is an area where the courts of competent
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          1     jurisdiction should do their thing.  I would

          2     be -- I haven't thought through all the

          3     ramifications of that being done in the context

          4     of the joint licensing program, but my gut tells

          5     me that that is not a good thing.

          6                Again I think the notion of percentage

          7     royalties -- you know, really these programs

          8     operate in a marketplace.  And what it boils down

          9     to is what the market will accept.  Access to

         10     MPEG-2 is like any other subsystem cost that goes

         11     into a product that uses MPEG-2.

         12                And in that sense it has to have a

         13     value equation such that the value is there.  So

         14     I would not want to have -- I would not think

         15     that any per se rules about percentage or fixed

         16     price would be warranted.

         17                Having said that I think that when you

         18     start a program and the cost of building the net

         19     sales cost or product cost of building those

         20     products is quite high, I think you would hear

         21     the licensee base arguing very strenuously that a

         22     percentage royalty is probably inappropriate
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          1     because it would be high.

          2                I think a sum certain also gives you

          3     a sum certain, which is you know your cost.

          4     Certainly as the costs of making these products

          5     go down, then a percentage royalty looks good.

          6     So again changing conditions may be changing

          7     reaction.

          8                I guess what I'm saying is that when

          9     you are licensing, which is a product, and so I

         10     consider myself a salesman selling a product,

         11     what you will hear from the marketplace is the

         12     argument that at the time renders a lower price

         13     for that program.

         14                Similarly I've heard arguments about

         15     there ought to be a per patent rate or something.

         16     Since we have gone from 25 to 100 patent families

         17     and from something like 120 patents to 325

         18     patents, I don't tend to hear that argument so

         19     much anymore.

         20                And last but not least I think that

         21     all this discussion we had today operates in

         22     an environment where we have never had more
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          1     entertainment video information platforms and

          2     products that provide that to us than ever

          3     before.

          4                I think as consumers, American or

          5     otherwise, we have available to us lots of

          6     information and lots of products.  And so to the

          7     extent that progress is what we're looking for,

          8     that's what patent law is all about.

          9                And innovation is what the Division

         10     cares about.  I must submit that I really don't

         11     see that much of a problem out there.  Thanks.

         12                (Applause.)

         13                FRANCES MARSHALL:  Thank you, Baryn.

         14     I think we'll turn to Jeff Fromm, who as we said

         15     before is senior management counsel at

         16     Hewlett-Packard, for some of his views on the

         17     practical aspects of licensing.

         18                JEFFERY FROMM:  And as the last

         19     speaker of the day I'm going to make this as

         20     short as I can.  Obviously we've come a very long

         21     way from the past generations where patent pools

         22     were often seen as cartels.



                                                                 248

          1                The MPEG LA and DVD letters delineate

          2     basic rules that can minimize risk and are now

          3     widely employed and I think in fact have

          4     increased competition.

          5                Those rules, however, are often not

          6     sufficient to provide the level playing field for

          7     all affected parties and to ensure that unimpeded

          8     competition goes forward.

          9                There are inherent conflicts of

         10     interest between insiders, the pool's founding

         11     members owning the patents being assembled, and

         12     outsiders, often a diverse group of applicants

         13     for pools, including both many existing

         14     competitors and later new entrants.

         15                Patent pools generally accept the

         16     principle specified in the DOJ letters that their

         17     package prices should be offered to all parties

         18     on reasonable and non-discriminatory terms and

         19     conditions.

         20                Naturally enough, perspectives on what

         21     terms are reasonable and non-discriminatory in

         22     practice may differ markedly between and among
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          1     the different classes of affected parties.

          2                Insiders holding patents and the pool

          3     administrator answerable to them have an interest

          4     in maximizing the use of license rights across

          5     whole industries.  But they also have an interest

          6     in the revenues that the licenses generate.

          7                Most importantly, changing market

          8     conditions may render these license terms

          9     reasonable at the outset of the pools,

         10     unreasonable years later.

         11                A royalty prescribed at the outset of

         12     the pool may represent an inconsequential part of

         13     total cost of the product.  And that same royalty

         14     several years later may represent a competitively

         15     significant part of the cost.

         16                As an aside not in my written remarks,

         17     products that are first introduced as, you know,

         18     selling for $1,500, $2,000, some years later it

         19     is not unusual to see them sold for 89.95 at

         20     Best Buy.

         21                Obviously the same royalty on both if

         22     it's a fixed dollar amount as we often prefer for
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          1     lots of reasons, may affect the competition in

          2     the markets later on in a quite different way

          3     than it does at the beginning, at the $1,500

          4     product.

          5                In any case, serious problems rarely

          6     arise at the outset of the pool's operation when

          7     the sponsors are incented to attract outsiders

          8     and get new technology widely accepted.

          9                Pools unfortunately often do not

         10     readily adjust to new circumstances and

         11     competition facilitating or innovation

         12     facilitating manners, which is a point in which

         13     further DOJ guidance would be desirable,

         14     encouraging sensitivity to changing market

         15     conditions and their bearing on appropriate

         16     license conditions going forward.

         17                The common approach to pool licensing

         18     today is one size fits all.  Obviously we have a

         19     different view whether you are the licensor or

         20     the licensee.

         21                This is generally deemed to be

         22     consistent with the DOJ letters as long as the
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          1     pool as a whole includes only patents found to be

          2     essential.

          3                But while all the patents in the pool

          4     may be essential to the pool founders at the

          5     outset of the pool, some or many of them may

          6     later turn out to be non-essential or non-useful

          7     to outsiders seeking to employ the technology

          8     later in unexpected ways.

          9                Competitors or new entrants should be

         10     able to license the set of patents they need

         11     without being forced to take and pay for the

         12     whole license.  In other words, pools should be

         13     amenable to issuing partial licenses to

         14     applicants.

         15                I'm aware of two explanations for

         16     pools' resistance to the partial license concept.

         17     First, pool sponsors suggest partial licenses

         18     would create undue administrative burdens.

         19                It's hard to believe that tiered fee

         20     schedules and associated allocations among patent

         21     holders cannot be fashioned with due allowance

         22     for associated costs of implementation.
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          1                Second, pool sponsors suggest the

          2     availability of individual negotiations with the

          3     patent holders is a sufficient alternative for

          4     parties needing less than the whole set.  But as

          5     I have talked about before today, this is more

          6     illusory than real.

          7                The DOJ should appropriately encourage

          8     partial license features by recognizing their

          9     potential for procompetitive effects, thereby

         10     offseting anticompetitive risks under the

         11     applicable antitrust rules of reason.

         12                Another concern to outsiders'

         13     inability to participate in or challenge

         14     determinations of patent essentiality, the DOJ

         15     letters caution pools to remain alert to the

         16     possibility that some patents initially

         17     determined to be essential should be reconsidered

         18     in the light of subsequent information that they

         19     are invalid or that they cease to be essential.

         20                Mechanisms facilitating outsiders'

         21     input in this regard would be desirable,

         22     particularly since they often have the highest
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          1     financial incentive, especially if there's going

          2     to be partial pool licensing.

          3                Concerns also arise over the scope

          4     of grant back requirements and other license

          5     provisions impeding a licensee's assertions of

          6     its own patents against a licensor within the

          7     pool.  Outsiders should be -- should have

          8     meaningful opportunities for input on these

          9     parts of the license.

         10                And one size fits all may not be

         11     appropriate for all licensees.  A broad grant

         12     back or an inhibition on asserting patent rights

         13     against a licensor may have no significant impact

         14     on the licensee -- on one licensee, while

         15     amounting to a major forfeiture of value to

         16     another licensee.

         17                The concerns I've described as

         18     conflicts between pools' insiders and outsiders

         19     point to the need for some more explicit and

         20     effective recognition of these premises and the

         21     manner in which pools are organized,

         22     administered, and governed.
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          1                The starting point would be

          2     commitments set forth in the organizing documents

          3     to operate the pool at all times with due regard

          4     to the interests of all of the users of the

          5     technology being licensed, present and future

          6     licensees alike, members and non-members alike,

          7     and with particular regard to the public interest

          8     in a maximally open competitive market.

          9                Critical to the public's confidence

         10     that the pools' insiders adhere to these

         11     commitments is some reasonable degree of openness

         12     and publicity regarding significant pool

         13     operations.

         14                This could, for example, take the form

         15     of a publicly available website where minutes of

         16     the meetings of the pool's governing board are

         17     posted periodically.

         18                A further safeguard would be a

         19     mechanism by which outsiders could challenge pool

         20     decisions about such matters as royalty rates,

         21     other license terms, and patent essentiality.  To

         22     be effective a mechanism should provide for some
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          1     form of neutral and objective dispute resolution.

          2                Obviously we don't want to turn this

          3     into another form of litigation.  That's not the

          4     purpose of pools.  It is to avoid litigation.

          5                To be effective a mechanism should

          6     provide -- another desirable safeguard would be

          7     the inclusion in the pool's governing board of at

          8     least one person unaffiliated with any of the

          9     founding patent holders, perhaps a widely

         10     respected university guru or someone with

         11     expertise in the technology to be licensed but

         12     without any financial interest in the pool's

         13     revenues.

         14                He or she could be in the nature of

         15     an outside director, something that's pretty

         16     important in many venues today.  Guidance from

         17     the agencies encouraging pools to consider steps

         18     of these kind should be welcomed in many

         19     quarters.

         20                Particularly with that kind of an

         21     encouragement these steps could help to minimize

         22     conflict between and among the different pool
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          1     constituencies and to help ensure the pools

          2     operate in the public interest.  Thank you.

          3                (Applause.)

          4                FRANCES MARSHALL:  I think there are

          5     a number of interesting issues here.  Does the

          6     panel want to respond to anything that was just

          7     said?  Baryn?

          8                BARYN FUTA:  I can talk about the

          9     program I am familiar with, which was MPEG-2.

         10     I'm sure comments addressing some other programs

         11     like DVD or audio licensing or what have you --

         12     I don't know if I quite have all the points he

         13     made.  But I'll go through the ones I remember.

         14                First I think that our license --

         15     licensees are our customers.  So again I consider

         16     MPEG LA a business and I consider myself a

         17     salesman not unlike anybody else that's selling a

         18     subsystem or hard drive or whatever that goes

         19     into products.

         20                So with all due respect I don't need

         21     much reminder to tell me that I need to take care

         22     of my customers and be responsive to their needs
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          1     anymore than probably HP needs to be told to take

          2     care of their customers and respond to their

          3     needs.

          4                For example, effective January 1 we

          5     reduced the MPEG-2 royalty rate from $4.00 to

          6     $2.50 in light of market conditions.  And I think

          7     it's fair to say most of our licensees were

          8     surprised and elated and delighted by that.

          9                With regard to licensees being able

         10     to challenge essentiality of patents, I find that

         11     our customers like when the patent list

         12     increases.  They like the fact our coverage goes

         13     back to the first product they ever paid and they

         14     pay no more money for additional patents.

         15                As you know, a patent could go on the

         16     list tomorrow, but it could be licensable for a

         17     substantial period prior to going on the list.

         18     And our licensees have that coverage for the

         19     products they manufactured and sold for those

         20     prior periods for no additional royalty payment.

         21                I can't speak to the other programs

         22     about changed business circumstances, but anyone
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          1     I know that administers a patent licensing

          2     program such as MPEG-2 is in a business and

          3     operates as such.

          4                With regard to -- I don't know if you

          5     said this yet, but with regard to your written

          6     testimony you said you were being forced to take

          7     a combination of unneeded and needed licenses.

          8     We talked about the notion of essentiality and if

          9     you practiced the art of MPEG-2 in the case of

         10     what I do that you are infringing those patents.

         11                By not needed maybe you mean the

         12     patents that you have access to under

         13     cross-license.  I will say all of our licensees,

         14     including licensors, pay the same royalty rate.

         15                However, if there is a cross-license,

         16     the scope of which may include essential MPEG-2

         17     patents between the two parties, then upon

         18     request of those two parties and the waiving of

         19     the confidentiality requirement that we have with

         20     each of them as licensees and licensors, if they

         21     waive it as to each other we will provide them

         22     the figures so that they can quantify the value
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          1     of their cross-license with regard to essential

          2     MPEG-2 patents that either of them may have and

          3     are paying for a license for, and ultimately the

          4     money going to each other or the licensor, and to

          5     account for that within their existing or then

          6     existing cross-license arrangement.

          7                But that happens all external and

          8     outside of MPEG LA.  So I don't see anyone paying

          9     for unneeded licenses.  Our customers are very

         10     sophisticated, including HP.  I don't think they

         11     would pay for unneeded licenses.  We are in a

         12     marketplace now where no one pays for what they

         13     don't need.

         14                FRANCES MARSHALL:  Chris?

         15                CHRISTOPHER KELLY:  One point Jeffery

         16     made that was interesting that maybe we don't

         17     give enough thought to is one that is provided

         18     for in both the IP guidelines and the competitor

         19     collaboration guidelines, the idea that things

         20     change over time and that a license today which

         21     seems marvelous may have a very, very different

         22     effect five years down the line when the licensor
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          1     has 90 percent of the market.

          2                And that is something that needs to be

          3     borne in mind.  In a sense that links up with the

          4     general approach of the business review letters,

          5     which is if the facts turn out to be different

          6     this goes out the window.

          7                And so it's certainly always going to

          8     be relevant for DOJ and FTC when they are looking

          9     at pools that they have already passed on.  They

         10     need to think about whether things are different.

         11                As to the royalty though I guess I

         12     would think that even if the price of, say, the

         13     players continued to drop there would -- it seems

         14     unlikely to me that -- or I wouldn't -- obviously

         15     DOJ can make up its own mind.

         16                But I would not expect DOJ to react

         17     ever on the question of whether the royalty

         18     had become unreasonable or oppressive or

         19     non-affordable for particular licensees.  I

         20     think that's pretty much out the purview of the

         21     enforcement agencies, or at least it was when we

         22     looked at the pools.
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          1                What we looked at was simply whether

          2     the royalty was sufficiently large that it could

          3     in some way form a basis for coordinating prices

          4     on the downstream goods.

          5                Whether it would be a royalty

          6     acceptable to the market or beneficial to the

          7     pool, as a business matter we figured we'd leave

          8     it up to them and see what would happen.

          9                Now, whether that would be true in

         10     Europe or not I don't know.  There gouging can be

         11     an abuse of a dominant position, and I suppose

         12     you might have an interesting issue there.

         13                GARRARD BEENEY:  There are some

         14     interesting cases in Europe that address that

         15     concept.

         16                This is I guess off the point, but

         17     there are a couple cases in Europe that address

         18     the concept of whether as prices on the product

         19     go down and the royalty rate becomes an

         20     increasing percentage of that product does that

         21     mean that changing conditions should allow for

         22     the reformation of the license contract.  And
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          1     those cases have said no.  Sorry.

          2                FRANCES MARSHALL:  Baryn?

          3                BARYN FUTA:  Were you being

          4     self-effacing or insulting Chris?  I couldn't

          5     figure that out.  I forgot to address the part

          6     about the partial license.

          7                I think the MPEG-2 program is a

          8     certain kind of product in the marketplace and

          9     addresses a certain need.  And if there is a need

         10     for a partial product, there are cross-licenses

         11     and bilateral licenses.

         12                But having said that if there is a

         13     marketplace need for subset licenses, if you

         14     will, I actually to see them starting to occur.

         15     For example, in the MPEG-4 situation AAC,

         16     advanced audio coding, is a subset of the MPEG-4

         17     normative audio specification.

         18                But enough of the marketplace may have

         19     an interest in just licensing AAC as a bundle

         20     that I believe the licensors to AAC are forming a

         21     joint licensing program that might be different

         22     from the licensing program that includes all,
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          1     quote, unquote, of MPEG-4 audio or MPEG-4 audio

          2     structured along the lines of the MPEG-2 video

          3     and system program that MPEG LA administers.

          4                I think that if the marketplace need

          5     for certain subsets is such that there is a

          6     demand, like any other product, people will be

          7     there with a product to meet the demand.

          8                If the subset is very specific to a

          9     certain potential licensee, then we have defined

         10     the terms, haven't we?  By definition that

         11     company needs to go out and deal with its own

         12     unique subset with -- using the current

         13     marketplace tools.

         14                I think that -- so I don't want you to

         15     get the impression that I don't think there's

         16     room for what you are advocating.  I think

         17     there is.

         18                But I don't see where we need to

         19     customize or fractionalize the current MPEG-2

         20     program because I'm not hearing from our

         21     customers that there is a need for any subset

         22     of -- with enough market core to address it.
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          1                Like HP, I mean there may be certain

          2     customers that need a certain product.  But until

          3     you have enough customers with that same need,

          4     marketing and product development are not going

          5     to gear up to make a product for that market.

          6                Those people have to avail themselves

          7     of companies that specialize in customization or

          8     custom implementation, like the INSes of the

          9     world with regard to Cisco equipment.

         10                FRANCES MARSHALL:  Jeff, do you want

         11     to respond?

         12                JEFFERY FROMM:  I didn't mean to

         13     suggest that MPEG LA is not responsive to its

         14     customers.  But I would posit that like most

         15     organizations that are responsive to its

         16     customers, it is a lagging indicator and that new

         17     innovations get introduced and product plans get

         18     plans for future products.

         19                And by the time there's a groundswell

         20     of demand for a revision in your product it's no

         21     longer an innovation.

         22                And since we're talking about
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          1     innovation markets and trying to encourage

          2     competition in innovation markets, it's a

          3     different dynamic than looking at the buying and

          4     selling of products, which as a competitor I mean

          5     if I decide that I'm going to be in a business

          6     and be perfectly happy to sell a trailing product

          7     and optimize my business model around selling a

          8     non-leading edge product, that's perfectly fine.

          9                But in fact the organizations such as

         10     MPEG LA are in a very different kind of business

         11     because they are supposed to be facilitating

         12     future innovation markets, at least in my view.

         13                And that's the problem of the delay

         14     problem.  And that's the reason why it is

         15     difficult to do the alternative which is to go to

         16     the individual licensees -- a typical patent

         17     license, for those who haven't gone through that

         18     exercise, of any significant size takes at least

         19     a year to negotiate a bilateral cross-licensing

         20     arrangement.

         21                Now, if I just want to go to company X

         22     and license one patent, that's not what I'm
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          1     talking about.  But if I'm looking for a

          2     portfolio of patents we're talking about a year.

          3                Now, the product life cycle where the

          4     entire product is designed, introduced, and

          5     becomes obsolete in only a year, that is a

          6     problem.

          7                That is the reason -- there is no

          8     doubt that I think the dynamics of serving

          9     customers is quite different when your customers

         10     are really -- where you are trying to foster

         11     innovation.  And that's all I'm pointing out.

         12                But never would I suggest that you

         13     are ignorant or unresponsive totally to your

         14     customers.  I didn't mean to suggest that.  And I

         15     apologize if there was any misunderstanding.

         16                PETER GRINDLEY:  I'll try and make

         17     some additional comments.  I think the points

         18     Jeffery has brought up are very pertinent and

         19     very important.

         20                Coming from a practitioner in the area

         21     they are just very serious and need a lot of

         22     consideration.  And it's difficult to off the
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          1     cuff make remarks.

          2                Two points that might either help or

          3     hinder:  On the partial licenses question I'm

          4     just drawing a parallel with cross-licensing

          5     where patents are available singly but the -- not

          6     but -- the pricing tends to favor licensing the

          7     whole portfolio.

          8                And I guess the real reason is that

          9     it's -- if you only license one patent there is

         10     still the question of monitoring potential

         11     infringement on the others.  So you really

         12     haven't saved the overall transaction design

         13     freedom aspects that go with a cross-license.

         14                So typical royalty rates are just

         15     total -- just an illustration.  One patent might

         16     be one percent, two patents one-and-a-half or two

         17     percent, and umpteen patents two-and-a-half to

         18     three percent.  So it's not linear.

         19                The one patent is at a kind of fixed

         20     rate, if you like, and many more patents is not

         21     that much more.  And I think the reason is that

         22     it's a question of whether you really are being
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          1     more efficient by licensing all the patents for

          2     design freedom or just a specific patent.

          3                I'm just wondering how that translates

          4     to a patent pool story where we're not talking

          5     about one patent.  We might be talking about a

          6     subset of patents.

          7                So there may be parallels in the sense

          8     that out of 27 patents you may want to just

          9     license six, or -- you know, but I think once

         10     you get very selective I think kind of the

         11     administration of that partial license becomes

         12     a problem.  And so it's just an observation.

         13     That's something that would need to be addressed.

         14                If I can go on to another point, which

         15     is the life cycle, how things change over time.

         16     This is just another point to throw in here, is

         17     that if the patent pool is oriented towards a

         18     standard, then I guess not only is the technology

         19     changing over time, but the need for the patent

         20     pool, if you like, changes as the standard

         21     becomes adopted.

         22                In the early days of establishing
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          1     a standard it's very important what people's

          2     expectations -- the credibility of that standard.

          3     And the fact that they can be assured that their

          4     basic package of IP will be available is likely

          5     to be a very strong incentive to any user to

          6     adopt that standard rather than another standard.

          7                So it's very important in the early

          8     stages.  Once the standard is fully adopted and

          9     it kind of defines the industry or the product

         10     sector then I suppose the conditions change

         11     somewhat and I don't know whether that means we

         12     should use different criteria for analyzing.

         13                It's very much I think we've talked

         14     about ex post, ex ante, which seems to go through

         15     a lot of these licensing issues, that ex post in

         16     this case once the standard is adopted and

         17     established, then it's a slightly different

         18     situation than before.

         19                So that's just another factor that we

         20     need to think about.  And, Jeffery, I'll be very

         21     grateful if you have some comments to elucidate

         22     these.
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          1                JEFFERY FROMM:  I think we do concern

          2     ourselves with those issues.  I think the problem

          3     with standards is as you say that in the

          4     beginning there is lots of money to be made by

          5     early adopters.

          6                And over time I think it's the thing

          7     we'll talk -- the standards discussion tomorrow

          8     is that the economic value for the package of

          9     patents in some markets goes down much faster

         10     than the life of the patents.

         11                Now, there are other markets of course

         12     like the chemistry business where you have a

         13     patent on this drug -- I mean the drug market.

         14     You have a patent on this drug and in fact its

         15     value goes up over time.

         16                The patent on Viagra is going to

         17     become more valuable ten years from now than it

         18     is today.  But in fact in these highly dynamic

         19     innovation markets that most of these patent

         20     pools operate in, the exact opposite is true,

         21     that once the standard becomes pervasive it is

         22     not a matter of whether you have a choice to have
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          1     or not have an MPEG player in your PC.

          2                If you don't have it you are not in

          3     the PC market.  It's as simple as that because no

          4     one is going to buy your PC if they can't play

          5     their DVD or CDs on your product.  So the

          6     leverage against the product changes over time.

          7     The dynamics of the industry changes over time.

          8                And as they become the standard part

          9     of the product, not of the DVD product but of

         10     the greater product in which it's innovated,

         11     once it's become a commodity the value to the

         12     licensees goes down to zero and the leverage to

         13     the licensors goes up.  If there is no mechanism

         14     to kind of adjust those things it causes

         15     distortions.

         16                That's not to say that as we talked

         17     about before the business people who operate the

         18     pools, especially in the case where you have a

         19     businessman, a licensor who is also a licensee,

         20     they have pushing and pulling in both directions

         21     as well.

         22                I think up front we need to recognize
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          1     that you can have a patent pool in which the

          2     patents -- of course there are new patents to be

          3     added to it that will be issuing later.

          4                And especially since there are going

          5     to still be patents pending in the U.S. Patent

          6     Office -- I've prosecuted them where they didn't

          7     issue for more than 20 years from the date of

          8     filing.

          9                That suggests there could be patents

         10     out there right now that would be flowing into

         11     the MPEG pool 20 years from now that we haven't

         12     seen yet and then will have 17 more years of life

         13     after that.

         14                Potentially we could be looking for

         15     the pool to have the ability to get a royalty on

         16     the pool of patents some 34 or 35 years easily

         17     after the initial pool was started or the

         18     standard was adopted.

         19                Now, obviously 30 years from now I

         20     don't think any of us would expect that MPEG, for

         21     example, or DVD or any of the technologies we

         22     have today are going to be extracting anything
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          1     more than commodity prices from all consumers.

          2                And I think we have the

          3     antitrusters -- when the Department looks at

          4     these pools they need to take those kinds of

          5     effects -- situations into effect.

          6                That's not to say that the system

          7     might not self-adjust.  I'm just saying that if

          8     you think about the long-term impacts and the

          9     fact that you almost have to have some from of

         10     review on a regular basis.

         11                If you're expecting the insiders or

         12     the licensors to do it, that's fine.  That's

         13     essentially the way the program works today.

         14                But it just may not be sufficiently

         15     offsetting the end competitive effects that are

         16     being ignored for a long period of time until

         17     somebody gets pissed off enough to bring a

         18     lawsuit.  And we want to avoid those if we can.

         19                FRANCES MARSHALL:  Howard?

         20                HOWARD MORSE:  If you want to follow

         21     up go ahead.

         22                GARRARD BEENEY:  I just wanted to make



                                                                 274

          1     an observation about partial licenses.  One of

          2     the truly procompetitive aspects of patent pools

          3     is the reduction of transaction costs.  It is one

          4     of the principal reasons why licensors agree to

          5     put their patents into a pool.

          6                And it's one of the principal reasons

          7     why licensees accept pool licenses.  And I would

          8     submit I guess that there is really no principled

          9     way of formulating any antitrust concept that

         10     would require a pool to offer partial licenses.

         11                And I say it for this reason.  The

         12     partial license is really just a claim that I

         13     want to be able to license fewer patents than

         14     are offered in the pool.

         15                But of course what's left unsaid is I

         16     want to be able to do that for less royalty.  If

         17     the demand is that you license less patents but

         18     are willing to pay the same royalty, then fine,

         19     there are no transaction costs.  We can strike

         20     patents off the list of patents that are being

         21     licensed.

         22                But really obviously what's being
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          1     sought is a lower royalty rate than what other

          2     pool licensees are paying.  So, number one, it

          3     is a request for a discriminatory royalty.

          4                Second of all, if you take a pool

          5     that has 100 patents, an MPEG pool has far

          6     fewer -- excuse me, far more.  One of the DVD

          7     pools has more and another less.

          8                So it's not an unrealistic number.

          9     And you assume that those patents are issued

         10     by 30 different countries in the world.

         11                You then get into a situation where

         12     allowing partial licenses and to let licensees

         13     pick and choose among the patents in the

         14     portfolio, that the licensing agent has to offer

         15     thousands of permutations of licenses, perhaps

         16     all with different royalty rates.

         17                Excuse me.  You may have someone

         18     who wants just a license in France for two of

         19     the patents.  You may have someone who wants a

         20     license in the U.S. for three out of the thirty

         21     patents in the U.S., et cetera, et cetera,

         22     et cetera.
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          1                And if you formulate some antitrust

          2     concept of requiring partial licenses as opposed

          3     to letting the market play its role, there is no

          4     principled way to limit that -- the effect of

          5     that to the huge transaction cost that would be

          6     created by requiring the people that are

          7     licensing to try to track thousands of different

          8     royalty rates for thousands of different licenses

          9     in any pool of any size.

         10                Next I think that you would find that

         11     licensors would be reluctant.  There would be a

         12     great disincentive to form a pool if there was

         13     some rule that this was really just a menu where

         14     licensees could go in and pick and choose what

         15     they want.  If that's the case then why have a

         16     pool at all; let's just have individual

         17     licensing.

         18                I guess finally the point that I'd

         19     like to make is that you have a pool as an

         20     alternative.  If the pool doesn't fit I guess

         21     what I'm suggesting is then you have the

         22     alternative that would be available to you if
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          1     there was no pool at all, that is, individual

          2     licenses.

          3                The only reason why anyone can claim

          4     that individual licenses are not a realistic

          5     alternative is because the pool exists in the

          6     first place.

          7                So if a pool doesn't fit and it

          8     doesn't meet the needs of a licensor, then forget

          9     the pool ever existed in the first place.  And

         10     you have to do what you would have to do but for

         11     the existence of the pool.

         12                So I think that creating an antitrust

         13     rule that would require licensors who decide to

         14     form a pool in part to reduce transaction costs,

         15     lower royalty rates so those transaction costs

         16     are not reflected in the price of the pool, and

         17     then to fashion a rule that says you have to

         18     substantially increase your transaction cost and

         19     offer thousands of different permutations of

         20     licenses really I would submit is not a

         21     principled application of antitrust law.

         22                FRANCES MARSHALL:  Thank you.  Howard,



                                                                 278

          1     do you want to move on?

          2                HOWARD MORSE:  I want to come back to

          3     the point that Chris made where Chris I think

          4     suggested that at least if he worked at the

          5     Department of Justice he would not look at the

          6     reasonableness of the rates being charged.

          7                At least in the 6-C pool letter

          8     requesting the Department of Justice approval --

          9     and these guys don't make representations in

         10     these pool requests that are well represented

         11     unless they have a reason for making the

         12     representation in the letter.

         13                In the October 9, '98 letter to Joel

         14     Klein on 6-C there are two representations.  One

         15     is the licensors agree that the pool will make

         16     the essential DVD patents available on fair,

         17     reasonable, and non-discriminatory terms.

         18                And elsewhere -- that's at page 11.

         19     At page 20 it says the royalty rates proposed by

         20     the DVD rule are reasonable.  And I do think, you

         21     know, we can come back to this ex ante, ex post

         22     notion.
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          1                These are representations that were

          2     made to Justice that are made out to the business

          3     community who endorses the DVD standard in part

          4     because of this I think.

          5                And then maybe ex post as the cost

          6     of manufacturing goes down, if it no longer is

          7     reasonable it does seem to me that this is an

          8     area where it's appropriate, particularly in a

          9     situation where the rates are combined with

         10     discrimination.

         11                We talked earlier about the fact that

         12     I believe certain of these pools the members of

         13     the pools aren't paying a royalty at all.

         14                I think that puts you in the situation

         15     which the IP guidelines describe where at least

         16     if the pool participants collectively possess

         17     market power in the downstream market and the

         18     excluded or disadvantaged firms can't effectively

         19     compete in the relevant market because of the

         20     significant royalty plus the price

         21     discrimination, then I think you've got a serious

         22     antitrust problem from that combination.
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          1                So looking at -- the question is, is

          2     it appropriate to look at the reasonableness of

          3     the rates.  And I sort of asserted that at least

          4     in certain circumstances looking at that issue it

          5     does become relevant particularly when combined

          6     with discrimination.

          7                MARY SULLIVAN:  Okay, Chris.  I see

          8     you have a comment.

          9                CHRISTOPHER KELLY:  Whether or not it

         10     should be relevant, all I can say is that letter

         11     that you quote was to Joel Klein, not by Joel

         12     Klein, and there are many things that letter says

         13     about the pool.

         14                And I would doubt that you would

         15     expect that each of them would then have been

         16     adopted and ratified by Mr. Klein's letter and

         17     thus become a critical component of the antitrust

         18     analysis of the pool.

         19                For instance, just to point up

         20     one example, that letter as I mentioned very

         21     enthusiastically, energetically, altruistically,

         22     pointed out that the members of the pool had
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          1     committed to license outside the pool.

          2                Does that mean that the DOJ patent

          3     pool letter therefore said that one must commit

          4     to license outside the pool in order for the

          5     things to be reasonable?  I don't think so.  I

          6     guess I'll leave it at that.

          7                MARY SULLIVAN:  I'd like to pose a

          8     question I guess to the panel in general, but

          9     maybe in particular to our economists just on the

         10     panel and ask the question:  If all the patents

         11     in the pool are essential, should the antitrust

         12     authorities place any restrictions on the royalty

         13     rates charged by the pool?

         14                PETER GRINDLEY:  You seem to be

         15     looking at me.  I am the only economist at this

         16     end.

         17                MARY SULLIVAN:  Then I guess it's you,

         18     Peter.

         19                PETER GRINDLEY:  It is a big question

         20     and I would hate to answer it with a yes or no.

         21     Are these the only essential guns, are these 

         22     all the patents that you need to operate, or are
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          1     they just only essential patents and you still

          2     need to go outside.

          3                It seems -- just off the cuff without

          4     having -- obviously this is an issue I have

          5     thought about, but I'm not quite sure I'm ready

          6     to give a yes or no answer.

          7                It seems that these are freely

          8     negotiated in the marketplace and they should

          9     reflect what the package of patents is worth.

         10     And on its face I can't really see that there's

         11     a regulatory interest in that.

         12                You know, I think the questions go

         13     beyond that into thinking in terms of the longer

         14     term points, the grant backs, et cetera, what

         15     happens over time, maybe that things will change,

         16     et cetera, what's essential now may not be

         17     essential in three years' time.

         18                So I think it's difficult to give a

         19     clear answer other than at a very specific point

         20     in time for a specific set of patents.  But my

         21     answer seems to be that if it's a freely

         22     negotiated package then it should reflect the
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          1     real value and for the reasons we've said it

          2     should be economically efficient.

          3                FRANCES MARSHALL:  Garrard?

          4                GARRARD BEENEY:  Yes.  I just wanted

          5     to offer one observation on that issue, which is

          6     I think if you tell patent holders that they have

          7     a choice, that they can license individually

          8     unrestrained by the government in terms of price

          9     or pool their patents and have the government

         10     dictate a price, I think both the Commission and

         11     the Division won't have to worry about patent

         12     pools anymore.

         13                So I also think that we as lawyers --

         14     or certainly this lawyer is ill equipped to

         15     determine a market price.  And thirdly, I don't

         16     think that there is a problem there in the

         17     marketplace as it exists now.

         18                FRANCES MARSHALL:  Well, our time

         19     is drawing to a close here.  Are there any

         20     concluding remarks that any of our panelists

         21     would like to make at this point?  Not from

         22     Howard?
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          1                All right.  Well, I would just like to

          2     thank you all for taking time out of what I know

          3     are all busy schedules to spend a significant

          4     amount of time with us, with writing your

          5     presentations which will all be available on the

          6     web, and that will really be helpful for us as we

          7     look at these issues down the road.

          8                I'd like to remind everyone to please

          9     leave your plastic badges on the table downstairs

         10     before you go out this evening.  Thank you very

         11     much.

         12                (Applause.)

         13                (Evening recess.)
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It has been my privilege to participate with the Antitrust Division in the process 
which resulted in issuance of two of the three principal Business Review Letters which address 
patent or intellectual property pools.1  I respectfully suggest that these letters, containing a 
careful and thorough analysis of the competition issues implicated by intellectual property pools, 
have withstood the test of time.  While actual experience with pools over the last several years 
may require additional thought and refinement at the margin of the Division’s analysis, the basic 
message the Business Review Letters convey regarding the Division’s enforcement intentions 
should remain unchanged. 

While those Letters continue to be the definitive analysis of the competition 
aspects of intellectual property pools, the Division’s effort to provide owners of intellectual 
property guidance on licensing is not new.  More than a quarter century ago, licensing guidelines 
– referred to as the “nine no-no’s” – enumerated practices that were viewed as per se violations 
of the antitrust laws.  Subsequent experience with licensing left many of these principles in 
doubt, and the “nine no-no’s” were formally abandoned in a 1986 speech by the then assistant 
attorney general.2 

Similarly, experience subsequent to the issuance of the Business Review Letters 
has provided additional guidance on licensing and intellectual property pools.  That experience 
has shown that certain characteristics of pools, if present, make such pools always or almost 

                                                 
1  Business Review Letter from Hon. Joel I. Klein to Garrard R. Beeney (June 26, 1997), 

available at http://www.usdoj.gov/atr/public/busreview/1170.htm; Business Review 
Letter from Hon. Joel I. Klein to Garrard R. Beeney (Dec. 16, 1998), available at 
http://www.usdoj.gov/atr/public/busreview/2121.htm. 

2  See Anthony, Antitrust and Intellectual Property Law:  From Adversaries to Partners, 28 
AIPA Q.J. (2000). 
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always pro-competitive.  Therefore, set forth below are nine guidelines – “nine yes-yesses” if 
you will – which provide a framework for a possible safe harbor for intellectual property 
licensing pools. 

The Role of Intellectual Property Pools 
 

Before addressing these nine suggestions, however, it is important to note the role 
of intellectual property pools in today’s economy.  No one can seriously dispute the increasingly 
high cost of research and development.  Whether it is for new products for home entertainment, 
faster integrated circuits, new drug developments, or the like, billions of dollars are spent each 
year on research and innovation.  In 2000, R&D expenditures grew to 1.8% of gross domestic 
product.3  Private sector R&D expenditures grew at a formidable 17% annual rate from 1995 to 
2000, exceeding $200 billion by the end of the decade.4 

The high cost of development and increasingly competitive global markets has 
increased the need to minimize development costs and reduce risks that development initiatives 
fail to create marketable products.  This, in turn, has led to two significant developments.  First, 
there is an increasing trend toward produc t standardization.  Consumers and industry participants 
alike are understandably reluctant to embrace a new product – however desirable – that is offered 
in multiple formats which are often incompatible.  The oft cited battle between the VHS and 
Beta formats, in which numerous consumers were left with useless video players, is just one 
example of why many products are standardized before their introduction. 

Growing initiatives at product standardization also are fueled by the development 
of products requiring multi- industry participation.  For example, while there would be no DVD 
format without the technology it employs, the consumer electronics industry which developed 
the technology would have sold very few players indeed if content owners had not made video 
available in the DVD format.  Moreover, cooperation between the content and player technology 
industries was not sufficient.  Had another industry, loosely defined as digital rights 
management, not provided some measure of copy protection technologies, few can doubt that 
content owners would not have released content in a digital format capable of producing virtually 
limitless perfect copies on optical disks. 

In addition to product standardization, the high cost of research and development 
has led to a second trend:  greater joint development of single products by multiple industry 
participants, as companies attempt to share the risks and costs of new product development.5  

                                                 
3  Economic Report of the President, February 20002 at 130. 

4  Economic Report of the President, January 2001 at 111. 

5  One notable exception to these trends has been drug development.  While the 
pharmaceutical industry historically has relied on exclusivity and intellectual property 
protection to prevent others from manufacturing particular compounds, even that 

(continued ...) 
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What does all this have to do with intellectual property pools?  The two 
phenomena mentioned above – product standardization and joint product development – 
naturally and inescapably lead to a proliferation of intellectual property held by numerous 
companies covering a single product – a phenomenon Professor Shapiro has referred to in these 
proceedings as the “patent thicket.”6  Heller and Eisenberg, in their 1998 article, “Can Patents 
Deter Innovation,” referred to the fact that blocking patents owned by multiple entities often 
must be cleared to produce a product as “the tragedy of the anti-commons.”7 

The growth of patent thickets has been fueled not just by product standardization 
and joint development, but also by the explosion in the number of patent applications and patent 
grants.  The United States Department of Commerce reports that both patent applications and 
grants doubled between 1988 and 2000.8  

Consequently, product manufacturers, in addition to undertaking the traditional 
marketing analysis of whether expected sale price will exceed cost by an acceptable margin, also 
must frequently ask whether intellectual property holders will even permit the manufacture and 
sale of products covered by intellectual property rights and, if so, whether a demanded royalty 
rate will be at a level the market for the downstream product can bear.  When the product at issue 
is covered by the intellectual property of a single entity this analysis is difficult; when the 
product is covered by the rights of multiple entities, the analysis – in any reliable sense – may be 
all but impossible. 

One solution to clear the patent thicket is, of course, the creation of an appropriate 
intellectual property pool.  Indeed, Professor Shapiro calls the pool the “purest solution” to the 
intellectual property bottleneck. 

No better example of a pro-competitive solution to the patent thicket can be found 
than the pool formed around MPEG-2 video compression technology.  The pool currently 
contains approximately 100 patent families owned by 21 licensors.  The ability to license all 
these various rights in a single license at a reasonable and well-known royalty rate meaningfully 

                                                 
(... continued) 

historical business model has begun to change as the industry increasingly relies on joint 
development because of the high cost and risk of research and development. 

6  Carl Shapiro, Navigating the Patent Thicket:  Cross Licenses, Patent Pools and Standard 
Setting (March 2001). 

7  Heller and Eisenberg, “Can Patents Deter Innovation?  The Anticommons in Biomedical 
Research,” Science, 280, 698-701. 

8  U.S. Department of Commerce, Patent and Trademark Office, 2001 TAF Special Report 
– All Patents, All Types, January 1972 – December 2000, U.S. Government Printing 
Office, 2001. 



-4- 
NY12531:302419.1 

assisted hundreds, if not thousands, of enterprises to enter the various markets for products which 
employ MPEG-2 technology.  Without the MPEG-2 pool, each of these companies would be 
faced with negotiating multiple licenses, paying multiple royalties, and only guessing at the 
amount of their ultimate royalty obligation.  Indeed, it is fair to question whether MPEG-2 
technology would be even close to the success it is today without the MPEG-2 patent pool. 

Thus, it is appropriate to begin analysis of intellectual property pools by 
emphasizing that, in a proper form, pools are good.  In the very simple but nevertheless eloquent 
words of Professor Richard Gilbert at an earlier hearing “licensing is a good thing.  We would 
like to have more of it, not less of it.”9  The 1995 Antitrust Guidelines for the Licensing of 
Intellectual Property acknowledge that pools “may provide pro-competitive benefits by 
integrating complementary technologies, reducing transaction costs, clearing blocking positions, 
and avoiding costly infringement litigation.” 10  Pools promote licensing and open many markets 
that otherwise would be plagued by the growing patent thicket. 11 

Thus, the question that should be addressed is not yes or no to pools, but rather 
how to balance the measures necessary to licensors and licensees to facilitate formation and use 
of pools with guidelines intended to minimize any harm to competition or consumer welfare.  
Nine such guidelines are discussed below.  If a pool is formed in accordance with these nine 
characteristics it will, absent unusual circumstances, drastically increase confidence that a 
particular pool is pro-competitive.  Indeed, with further refinement, these nine concepts may in 
fact be developed into safe harbor rules to guide the marketplace. 

A few caveats:  No suggestion is intended to imply that pools not characterized by 
the factors discussed below should be condemned.  In individual circumstances there may be 
good and sufficient reasons why the absence of one or more of these factors is competitively 
neutral or even pro-competitive.  Second, none of these concepts is intended to be applied – or, 
for that matter, not applied – to intellectual property licensing by a single intellectual property 
owner. 

Several of these nine guidelines are merely refinements of the division’s analysis 
in the patent pool Business Review Letters, the 1995 Antitrust Guidelines for the Licensing of 

                                                 
9  Testimony of Professor Richard Gilbert, February 6, 2002 at 93. 

10  U.S. Department of Justice and Federal Trade Commission, Antitrust Guidelines for the 
Licensing of Intellectual Property (1995), at § 5.5. 

11  The concept of patent pools as a good and pro-competitive solution is not new.  During 
World War I the federal government, fearful that sufficient aircraft would not be 
manufactured because of blocking patents held by several companies, suggested that 
patent holders form a patent pool to relieve the potential bottleneck.  See “Cross 
Licensing and Antitrust Law,” Hon. Joel I. Klein (May 2, 1997), available at 
http://www.usdoj.gov/atr/public/speeches. 
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Intellectual Property, and the Commission’s determination in the VISX case.12  Others arise from 
actual experience with intellectual property pools.  These nine characteristics can be 
conveniently divided into three rules for the type of intellectual property that is licensed, three 
rules for terms restricting the behavior of licensees, and three rules governing the conduct of 
licensors. 

Guideline No. 1 – A Defined Field of Use 
 

First, an intellectual property pool license – to qualify for safe harbor 
consideration – must define a field of use, i.e., the license should clearly define the scope of the 
license grant in terms of a particular product or standard.  Generally, pool licenses contain such 
standards.  MPEG-2 compression technology, DVD’s, Photorefractive Keratectomy (“PRK”) eye 
surgery, the IEEE 1394 data bus, and compact discs are just some examples of pools which 
precisely define the scope of the license grant in terms of a defined product or standard. 

At earlier sessions of these Hearings, some have suggested that pools should be 
limited to industry standards, but such a rule is unnecessarily restrictive.  Many pro-competitive 
pools formed around products or proprietary standards would be excluded.  Yet, in order to 
assess the competitive impact of a pool particularly on the innovation and downstream product 
markets, the license should clearly delineate a field of use.  Otherwise questions such as whether 
patents in the pool are complements or substitutes – a significant issue – are essentiality 
meaningless. 

Guideline No. 2 – Most Intellectual Property 
In the Pool Must Be Complements________ 
 

The second guideline to increase confidence that a pool is not anti-competitive is 
that most of the intellectual property licensed by the pool must be complements and not 
substitutes.  In evaluating a pool, a question of unparalleled significance is what is being licensed 
– what’s swimming in the pool.  The complaint of the Commission in VISX challenging the 
combining of patents in a pool that were, in effect, pure substitutes for the only two approved 
methods for PRK eye surgery was demonstrably sound.  Pooling there – used to eliminate 
competition between two competitive packages of intellectual property rights, either of which 
could be selected by an ophthalmologist, was an anticompetitive agreement restricting price 
competition. 

On the other hand, some departure in minor respects from the Division’s Business 
Review Letters may be warranted.  Not all intellectual property rights licensed in a pool must be 
complements for the pool to be pro-competitive.13  Why should intellectual property that are 

                                                 
12  See www.ftc.gov/os/caselist/d9286.htm. 

13  Of course, the question whether a pool may include substitutes or complements is not the 
same as whether an intellectual property pool must include only intellectual property that 
is essential to the product defined in the field of use.  Patents may be essential to the 

(continued ...) 
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substitutes be permitted in a pool?   The reason is based on the typical process of setting a 
standard or product protocol.  In an attempt to create an open standard, or a least restrictive 
protocol for a product, there may be manufacturing steps, calculations or processes that must be 
accomplished in order to produce the defined product, but which may be accomplished in more 
than one way.  The step to be performed is essential – like crossing water on a journey to Europe 
– but there may be different ways of getting there – ship or jet.  This is sometimes referred to as 
“mandatory options.”  In effect, the standard mandates that the step be performed but does not 
identify a particular method to do it.  The IEEE 1394 standard for high speed data transfer is an 
example. 

By way of illustration, assume the following: 

(1)  A pool is formed in which the downstream product or field of use is defined 
as a dedicated integrated circuit (“IC”) with defined specifications. 

(2)  To function, the IC must receive electrical signals within specified 
parameters. 

(3)  The required signal can be delivered in 3 different ways, each of which is 
covered by a single patent which is not infringed by the other two alternative methods.  Thus, A 
owns a patent on method A, which patent does not infringe methods patented by B or C; B owns 
a patent on method B, which does not infringe method A or C; and C owns a patent on method 
C, which does not infringe methods A or B.  In effect, the patents are pure substitutes for 
methods of delivering electrical signals within the defined parameters and if that were the license 
field of use, under the quite appropriate analysis by the Commission in VISX, such a pool should 
be challenged. 

On the other hand, in a pool in which the field of use is the IC – and the method 
of signal delivery only a part of that product – the fact that there are three patented alternatives 
for the signal gives rise to three alternative possibilities for the “IC pool”: 

First, inclusion of any of the 3 patents could be barred under a “no substitutes – 
complements only” policy.  Such a rule would thereby increase transaction costs, decrease the 
efficiency of the pool, and likely increase the monetary costs for those seeking intellectual 
property coverage.  Under this alternative, the IC manufacturer would need a pool license and a 
license from one of A, B or C. 

Second, the pool licensors could choose one of the methods patented by A, B or C 
and include the selected method in the pool.  Under this rule, the pool would not contain patents 

                                                 
(... continued) 

manufacture of the downstream product defined by the license and still be substitutes, or 
patents may be peripheral to the product and yet be complements.  The issue of 
“essentiality” is discussed below. 
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that were substitutes, but the process of selection might disproportionately reward one 
intellectual property holder, perhaps effectively exclude the other two from the market, and limit 
the licensee’s choice of which method to employ. 

Third, we could permit inclusion of the competitive intellectual property owned 
by A, B and C in the pool and let licensees choose which method to use.  It would seem from an 
efficiency point of view, not to mention the interests of the licensee, that the last of these three 
possible rules is clearly the most sensible and, indeed, pro-competitive. 

Any principles permitting substitutes in a pool must nevertheless guard against 
the behavior demonstrated in VISX.  One guideline to accomplish this goal would be to provide 
that the intellectual property in the pool must be complementary, except that intellectual property 
which are substitutes may be included to the extent one of the substitutes must be infringed to 
produce or create the downstream product defined by the license field of use.  Moreover, such 
substitute intellectual property, standing alone, could not be used to produce the defined process 
or product without infringing the bulk of intellectual property offered by in the license. 

This, or a similar concept, guards against a pool being used to restrict competition 
and fix prices between or among truly competitive packages of rights, while at the same time 
increases the efficiency of pools for which a mandatory element of the field of use may be 
satisfied in more than one patented way. 

One possible refinement of this guideline to further decrease the incentive to form 
pools for anti-competitive reasons would be to require that the share of royalties attributed to the 
intellectual property that is competitive be distributed to licensors in proportion to actual use.  
For example, and again using our hypothetical IC pool, we could require that royalties be 
distributed to A, B or C based on the proportion of licensees’ use of A, B or C’s method.  This 
can be done by (1) requiring licensees to report which methods their chip uses (if doing so is 
feasible without significantly increasing transaction costs), (2) relying on available industry 
statistics on which chips are type A, B or C, (3) commissioning an independent estimate of the 
proportion of chips that use each method, or (4) other reliable ways.  By requiring royalties to 
follow actual use, the incentive to pool substitute intellectual property for anticompetitive 
reasons is vastly reduced.  Under this proposal, an intellectual property holder receives royalties 
only if its patent is infringed. 

Guideline No. 3 – Intellectual Property For Which a Royalty 
is Collected Must be “Essential” to the Defined Field of Use 
 

The final of the three guidelines concerning the intellectual property offered by 
the pool license concerns the issue of “essentiality.”  The intellectual property licensed by the 
pool for a royalty must be essential to the product defined by the field of use, although licensors 
also should be permitted to offer licensees non-assertion agreements (or an equivalent) for all 
intellectual property of a licensor that would be infringed by a licensee’s particular 
implementation of the product defined by the license field of use. 
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What is Essential 

Intellectual property will be “essential” for purposes of this concept if, as a 
practical matter (considering production costs and industry practices), the product defined in the 
field of use cannot be produced without infringing the particular intellectual property.  Moreover, 
in order to be essential, the intellectual property must, of course, be valid.  Both invalid patents, 
once determined to be so, and expired patents should be deleted from a pool license. 

The Division’s Business Review Letters have discussed two general approaches 
to the definition of “essentiality.”  The first, “technically essential,” provides that the intellectual 
property must read directly on the specification of the product defined by the license field of use 
or it is not essential.  This is the approach taken by the MPEG-2 pool.  The second approach 
“commercially essential,” provides that intellectual property also will be considered essential if, 
as a practical matter, it would be infringed in producing the defined product.  “Practicality” is 
generally judged by whether it would be cost-effective or sensible in the real world to design 
around the intellectual property at issue.  If not, the intellectual property is commercially 
essential.  The 6C DVD pool defined this concept by the phrase “no realistic alternative”, the 3C 
DVD pool used the phrase “essential as a practical matter.”14 

Either definition is acceptable under a competition analysis.  From the point of 
view of the licensee, a pool license has little utility if it does not enable the licensee, as a 
practical matter, to produce the product for which the licensee signed the license.  As long as the 
defined field of use is faithfully applied, few competitive issues should arise from including 
within a pool patents that are either technically or commercially essential. 

Non-Assertion Agreements 

There are several reasons, however, to take the Business Review Letters analyses 
a small step further.  Provided certain safeguards are met, licensors should be free to offer 
licensees a non-assertion agreement on non-essential intellectual property that could be infringed 
by a licensee carrying out the activity contemplated by the license.  This non-assert would 
provide a “free pass” to licensees who are paying a royalty on the licensor’s essential intellectual 
property in the event the licensee infringes a licensor’s non-essential intellectual property by 
producing the product defined by the license field of use. 

Experience with intellectual property pools confirms that it is rare for a licensor to 
pursue a licensee for additional royalties for the production of a product for which the licensee 
already is licensed, even if that production infringes intellectual property not licensed by the 
pool.  Thus, permitting licensors to offer non-assertion agreements would conform with the 
experience of intellectual property pools, and would thereby increase the transparency of 
precisely what the licensee is obtaining by executing the license. 

                                                 
14  See 3C Letter, supra, n. 1 Letter from the Hon. Joel I. Klein to Carey R. Ramos (June 10, 

1999), available at http://www.usdoj.gov/atr/public/busreview/2485.htm. 
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While it is true that “everyone’s doing it” generally is not a compelling rule of 
reason defense, permitting the offer of non-assertion agreements in pool licenses is justified 
because doing so is pro-competitive.  The typical analysis supporting a rule which excludes 
non-essential intellectual property from a pool is based on principles of tying.  If licensors are 
going to license all the intellectual property in a pool only as a package, then the licensee should 
need a license under all the patents, i.e., all patents must be essential to the field of use.  At base, 
the concern is that purchasers or licensees not be burdened with the cost of products they neither 
desire nor need, and that market power in one product not be used to foreclose competition in 
another. 

While this analysis is sound when applied to sales of “widgets” in packages, it is 
not generally applicable to the analysis of offering a package of intellectual property rights.  
Indeed, one reason why permitting the inclusion of non-essential intellectual property is 
pro-competitive is premised in part on the fact that intellectual property is different from other 
property.  While it is true that the 1995 Guidelines state that intellectual property will be treated 
as a form of property, intellectual property bears several characteristics that make it different 
from other forms of property.  One of those unique characteristics is that the marginal or 
incremental cost to a licensor of licensing additional intellectual property generally is zero.  
Absent hypothesizing some purely theoretical, and in the context of intellectual property pools 
not real, opportunity costs, a pool licensor sustains no marginal cost by offering with its essential 
intellectual property for which a royalty is paid, all its intellectual property that may be infringed 
by a particular implementation of the product defined by the license. 

Although it may be clear in the typical tying case that a purported justification 
that the tied product is a “gift” which purchasers accept at no cost is generally a subterfuge, that 
general conclusion is based on the fact that the tied product has an actual cost to the seller who 
has incorporated a price for the tied product in the price of the tying product.  With respect to 
intellectual property, however, such skepticism is unwarranted.  The package of non-essential 
rights – here the hypothetical tied product – truly has no marginal cost, and in fact, as a practical 
matter, no real value to the licensor with respect to pool licensees who are not going to be 
pursued for additional royalties in any event.  There is no reason to presume that the pool royalty 
includes a hidden “charge” for offering a non-assert with a license.  Moreover, the fact that the 
non-assertion is offered to the licensee without compulsion is yet another reason why such a pool 
license should be permitted and not be considered an impermissible tie. 

Offering a non-assert on all intellectual property that may be infringed by a 
licensee’s production of the product defined by the license field of use also does not constitute 
the use of market power in the tying product (essential patents) to foreclose competition in either 
the tied product (rights covered by the non-assert) or any downstream product.  The addition of 
the non-assert merely provides comfort to a licensee which has decided to license the essential 
package of intellectual property rights to produce the specified product.  The license field of use 
will limit the scope of the non-assert to the standard or product already defined by the license – 
no separate products or standards are implicated.  Thus, there is no foreclosure in any discernable 
market. 
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Moreover, there is a further characteristic of intellectual property pools which 
further safeguards against the offer of a non-assert giving rise to competitive concerns that a pool 
license royalty is higher because of the inclusion of non-essential intellectual property.  Typically 
pool license royalty rates are governed by market forces.  In fact, many pools have reduced their 
royalty rates over time.  The Philips-Sony CD pool and the MPEG-2 pool are just two examples.  
Indeed, the MPEG-2 pool has reduced its royalty rate by almost 40% while tripling the number 
of licensors and almost quadrupling the number of licensed patent families since its inception in 
1977.  This is hardly the behavior of a consortium with monopoly power. 

There are many reasons why the royalty rates of intellectual property pools are 
governed by market forces.  First, the only way to convince a prospective licensee to sign a 
license is to make the license terms acceptable or sue.  The alternative of suing a large number of 
prospective licensees is impractical, costly, and in the pool context, frequently impeded by the 
free rider problem.  Why should one pool member sue and be subjected to the risk and vagaries 
of litigation, and bear the cost of litigation in dollars and time if, in fact, several co-licensors will 
benefit from the suit without ever assuming such costs.  Infringement cases based on patents 
licensed by a pool are, in fact, rare. 

Second, infringement suits in the pool context also are unusual because even one 
suit may impede the entire licensing program and deprive licensors of income, as prospective 
licensees await the outcome of litigation that may take years before deciding whether to sign a 
pool license.  Thus, pool licensors typically will attempt to find terms, including price, that are 
acceptable in the marketplace.  The two well-publicized MPEG-2 licensor infringement actions 
brought first against Compaq Computer Corporation and then against Dell Computer 
Corporation are not exceptions to this rule.  Those suits were brought only after the marketplace 
had clearly accepted the MPEG-2 royalty rate, and both defendants had for years refused to sign 
either pool or individual licenses. 

Thus, by allowing licensors to offer non-assertion agreements the pool license 
becomes more transparent – what generally is implicit in the marketplace becomes explicit – 
licensees are given greater certainty of their freedom to manufacture and compete by offering 
different implementations of the defined product without fear of additional claimed royalties, and 
few, if any, legitimate competition concerns are raised. 

Who Determines “Essentiality” 

Another significant consideration under the “essentiality” issue is once 
essentiality is defined, who determines it?  The obvious candidates are an independent expert or 
the licensors.  No hard and fast rule is necessary.  The integrity of the process of selecting 
essential intellectual property generally is self-regulating for the following reasons:  First, if the 
licensors in the pool adopt a royalty sharing system that is not directly related to the amount of 
intellectual property each licensor contributes to the pool, there is no incentive to load the pool 
with non-essential intellectual property.  Indeed, if adding a non-essential patent or two does not 
increase a licensor’s royalty share, the incentive, if there is an incentive at all given the marginal 
value of non-essential patents (see p. 9, supra.), is to exclude not include marginal or clearly 
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non-essential patents from the pool.  Excluded patents might later be used for defensive reasons, 
i.e., employed to resolve an infringement case brought against the licensor. 

Second, while a pool in which a licensor’s proportionate share directly depends 
on the amount of intellectual property a licensor contributes to the pool appears to create 
incentives to add marginal or non-essential patents, some would argue that this same system 
creates countervailing incentives for patent holders to challenge each other’s patents as 
non-essential (if a licensor can reduce other licensors’ patents in the pool then its share of the 
royalty revenue rises as the denominator in the formula used to distribute royalties decreases).  
While it is true that fear of retaliation may ameliorate this incentive, a patent holder which has 
acted appropriately by including only essential patents may have no fear of retaliation if it 
mounts such a challenge, particularly if the cost of a challenge to the essentiality of intellectual 
property is born by the losing party, as is the case in some pools. 

Third, there is at least one powerful disincentive for licensors to knowingly 
include non-essential intellectual property in the pool.  If, indeed, the legality of a pool turns in 
part on whether the intellectual property being licensed is essential, then it will only be sensible 
for licensors to make an honest effort to follow the rule.  The benefit is too little – either the 
licensor’s royalty share is unaffected or it incites challenges by other licensors – and the risk too 
great –royalty income may be suspended – to intentionally include non-essential intellectual 
property. 

Thus, although there are powerful incentives for licensors to provide for an 
independent review of the essentiality of intellectual property in a pool – e.g., it has proven to be 
a persuasive “marketing” tool in communications with prospective licensees – the guideline on 
essentiality should not require it. 

Guideline No. 4 – Grant Back Clauses Generally Should Be Royalty 
Bearing, Non-Exclusive, and Similar in Scope to the License Grant_ 

The next three suggested guidelines concern restrictions placed on licensees by 
the terms of the pool license.  The first concerns grant back clauses.  A grant back clause should 
generally (1) be non-exclusive, i.e., the licensee should be free to license to others the intellectual 
property which must be granted back; (2) be limited to the scope of the license grant; and 
(3) should permit a licensee to collect a reasonable royalty for any license it grants. 

The typical concern with grant back clauses – clauses which generally require a 
licensee to license its intellectual property back to the licensors and other licensees of the pool – 
is that such provisions inhibit innovation. 15  If a licensee is required to grant back its intellectual 
property rights without corresponding benefits, then the licensee is unlikely to bear the cost of 
innovation.  Any such concern is significantly ameliorated by a grant back provision which 
(1) allows the licensee to collect reasonable royalties – even if “reasonable” is defined by the 

                                                 
15  See, e.g., Guidelines, supra, n. 10 at § 5.6. 
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royalty level collected by licensors; (2) does not require a blanket grant back for any use of the 
licensee’s intellectual property, but rather only for use in connection with the product defined by 
the pool license field of use; and (3) is non-exclusive so the licensee is free to reap whatever 
benefits it can from its intellectual property from prospective licensees who are neither licensors 
nor licensees of the pool license. 

While such a grant back clause minimizes any disincentive to innovate, the grant 
back in a pool license is pro-competitive.  It prevents intellectual property owners outside the 
pool who are licensees from blocking competition in the downstream product market by 
asserting intellectual property and either refusing to license it or attempting to license it at 
exorbitant rates.  The availability of a pool license may encourage many to enter a market and 
make considerable investment commitments.  The grant back clause prevents a licensee from 
taking advantage of this, and the distortion it may create for the market value of the licensee’s 
intellectual property.  Limited by the three factors discussed above, grant backs are 
pro-competitive and raise little countervailing disincentives to innovate.16 

Guideline No. 5 – Licensees Should Be Free 
to Develop Competing Products and Standards 

Pool licenses should not restrict a licensee from producing, using or developing 
technologies other than those being licensed.  While it may be legitimate for licensors to ask 
their co- licensors to use the particular systems or produce the particular product that is being 
licensed to further the creation of a new product or market, there is little justification for 
preventing a licensee from using other products or developing other systems, particularly those 
that may be competitive with the product or system being licensed. 

Guideline No. 6 – There Should Be No Discrimination 
Among Similarly Situated Licensees______________ 

The final of the three guidelines directed to licensee conduct is that a pool license 
should not discriminate among similarly situated licensees.  The conduct of a licensee, its status 
in the market place, its potentially competitive position with respect to a licensor or licensors 
should not determine the terms of the license offered.  This guideline must make plain, however, 
that the non-discrimination rule applies only among those licensees which are similarly situated.  

                                                 
16  In at least one context, the requirement that a grant back be royalty bearing may be 

unnecessary.  If a pool license essentially provides access to a well-defined system by 
offering licensees the right to create products within the system without fear of 
infringement claims, requiring licensees to provide identical access to their intellectual 
property even without a royalty creates no disincentive to innovate.  On balance, such a 
grant back will be pro-competitive because, among other reasons, each licensee has a 
reciprocal obligation to provide access to the system thereby opening the market for the 
benefit of each licensee, and the licensee grant is limited to the system defined by the 
license and does not extend to other licensing activities. 
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For example, there is nothing anti-competitive, or indeed illogical, in seeking different royalty 
rates from those who use the licensed intellectual property to produce different products.  The 
fact that licensees using a process to manufacture a PC are asked to pay one royalty does not 
mean that a manufacturer of jet engines – using the same intellectual property to produce a much 
higher valued product – is entitled under a non-discrimination guideline to pay the same royalty 
as the PC manufacturer. 

Moreover, while the competitive status of a licensee should not determine 
whether it is offered a license, its place in the distribution chain of a particular product may.  For 
example, the non-discrimination concept should not prevent a licensing program from offering 
licenses only to licensees who compete at a particular level in the distribution chain.  The 
possibility of a pool adopting such a limitation is based on the doctrine of “exhaustion.”  An 
intellectual property holder generally exhausts its intellectual property rights when it collects a 
royalty on a product for all the rights it may license.  No further royalty on that particular product 
may be collected.  It may, for example, constitute patent misuse to collect a royalty on the same 
product from a manufacturer, a distributor, an importer and a retailer.  Thus, it is competitively 
acceptable for a pool license to be available only to, e.g., manufacturers of products rather than 
also to distributors, importers or retailers.  Making the license available to all in the distribution 
chain would make it virtually impossible to determine whether a royalty and just one royalty has 
been paid on a single product that passes through each of these distribution levels.  Thus, for 
these reasons and others, the requirement of non-discrimination should be limited to those 
licensees which are similarly situated. 

Guideline No. 7 – Competitively Sensitive Information of 
Licensees Should Not Be Available to Personnel of Licensors 
Who Are Responsible for Competing With One Or More Licensees 

The final three guidelines relate to the conduct of licensors.  First, mechanisms 
should be in place in the licensing program to insure that competitively sensitive information of 
licensees – e.g., sales prices or identity or location of customers, should not be available to those 
responsible for competing with a licensee.  Keeping such information confidential can be 
accomplished in several ways.  First, with an independent licensing administrator, confidentiality 
provisions may be a matter of contract among licensors and the licensing administrator. 

Second, if the administrator of the licensing program is a licensor, a “wall” can be 
established within the administrator- licensor such that competitively sensitive information 
available to licensing personnel is not made available to those within the same company 
responsible for competing with one or more licensees.  Absent any reason to believe such a wall 
is ineffective, an independent licensing agent should not be an absolute condition to this 
guideline provided confidentiality is observed in other verifiable ways. 

Guideline No. 8 – Licensors Should Be Free to 
Develop Competing Products and Standards__ 

Licensors themselves should be free to develop products that compete with those 
defined by the license field of use.  The licensing joint venture among licensors should not and 
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need not create a bar to the development of better or less costly products.  While it is legitimate 
for licensors to agree to use or manufacture the product or process they may be promoting 
through the pool license, that agreement should not prevent the development or use of superior 
technologies. 

Guideline No. 9 – The Pool License Should Be  
Non-Exclusive for Individually Owned Intellectual Property 

Finally, the pool license should not be the exclusive source of intellectual 
property rights offered by the license.  Each licensor should retain the right to license outside the 
pool intellectual property rights it individually owns.  Under this guideline, the pool will be only 
an alternative source for licensing individually owned intellectual property, and licensees which 
are dissatisfied with the terms offered by the pool would always have the opportunity to seek a 
license under intellectual property which is owned by a single licensor. 

While prospective pool licensees may argue that the alternative of individual 
licenses is illusory, that assertion is really a “complaint” that the pool terms are comparatively 
too good to turn down.  It is in fact the case that but for the pool license, licensees would have no 
choice but to negotiate individual licenses.  The fact that the pool has created an attractive 
alternative does not render the choice of individual licenses meaningless. 

Conclusion 

In conclusion, intellectual property pools serve an important pro-competitive goal 
of clearing the “patent thicket.”  Pools ease the introduction of new products and contribute to 
the creation of numerous downstream product markets.  The nine topics discussed above 
generally address aspects of pools which may raise competitive concerns and pools which 
resolve these issues in accordance with the guidelines will promote competition and increase 
consumer welfare absent extraordinary circumstances. 

These nine guidelines are intended to create a possible safe harbor or presumption 
that a pool will withstand a rule of reason analysis.  They are not meant to suggest either that 
pools which do not comply are somehow illegitimate, or that the Division should cease its very 
important practice of providing guidance to those forming pools through the issuance of business 
review letters.  Finally, these concepts are not in any way meant to apply to an individual 
intellectual property owner’s licensing of its own intellectual property. 

As suggested earlier, the question is not whether to permit or forbid the formation 
of patent pools, but rather to identify those licensing practices that advance the undeniable 
pro-competitive aspects of pool licensing without causing unjustifiable or countervailing 
competitive harm.  As Chairman Muris stated on February 6 when these proceedings began 
“intellectual property and antitrust law both seek to promote innovation and enhance consumer 
welfare.”17  These sentiments were shared by assistant Attorney General James who observed 
                                                 
17  Comments of The Honorable Timothy J. Muris, February 6, 2002 at 5-6. 
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that “intellectual property and antitrust law share the common purpose of promoting dynamic 
competition and thereby enhancing consumer welfare.”18 

Principles of intellectual property and antitrust law can be harmonized in the 
context of intellectual property pools, and the guidelines discussed above are offered to advance 
that goal. 

                                                 
18  Comments of The Honorable Charles James, February 6, 2002 at 1. 





















STATEMENT OF BARYN S. FUTA, 
CEO and Manager, MPEG LA, LLC 

 
Before The United States Department of Justice Antitrust Division and the  

Federal Trade Commission Joint Hearings on  
Competition and Intellectual Property Law and Policy in the Knowledge-Based Economy 
 
As a recipient of one of the principal Business Review Letters from the Antitrust Division 
that addresses patent or intellectual property pools,1 MPEG LA is pleased for the 
opportunity to bring our licensing experience over the last five years to this discussion. 
 
MPEG LA 
 
First, some information about our company2: 
 
MPEG LA’s business is to offer fair, reasonable, nondiscriminatory access under a single 
license to patents that are essential for the use of standards-based or other platform 
technologies.  Absent a pool license, users of the technology at issue would have to 
negotiate individual licenses under many patents with many patent holders in order to use 
these technologies.   But, as a convenience to users who would like to acquire patent 
rights from multiple parties in a single transaction, MPEG LA offers a one-stop license.  
The MPEG LA license, however, is nonexclusive and does not preclude any party from 
negotiating bilateral licenses under one or more patents with any patent holder under 
whatever terms the parties to the license can agree.  MPEG LA is itself neither a patent 
owner nor (except for securing the legal rights necessary to offer the license to others) a 
Licensee. 
  

                                                 
1 Business Review Letter from Hon. Joel I. Klein to Garrard R. Beeney (June 26, 1997), available at 
http://www.usdoj.gov/atr/public/busreview/1170.htm. 
2 MPEG LA is headquartered in Denver, CO and has offices in Chevy Chase, MD and London, England.  
See http://www.mpegla.com 



 In July 1997 following issuance of the Division’s Business Review Letter, MPEG LA 
began licensing a worldwide portfolio of patents that are essential for the international 
digital video compression standard known as MPEG-2.  For the convenience of MPEG-2 
users, MPEG LA’s objective is to provide fair, reasonable, nondiscriminatory, worldwide 
access to as much MPEG-2 essential intellectual property as possible under a single 
license known as the MPEG-2 Patent Portfolio License.  Independent patent experts in 
various jurisdictions evaluate patents for their essentiality.  Since the program’s 
inception, 13 new patent owners and more than 300 essential patents have been added.  
The MPEG-2 Patent Portfolio License has grown from the original 8 patent owners and 
100 essential patents (25 patent families) to include more than 425 essential patents (100 
patent families) in 39 countries owned by 20 companies and a leading university.  Yet 
despite this enormous increase in value, the royalty rates have never increased and in fact, 
recently declined in response to marketplace needs.        
 
MPEG-2  
 
MPEG-2 refers to a fundamental technology underlying the efficient transmission, 
storage and display of digitized moving images and sound tracks on which high 
definition television (HDTV), Digital Video Broadcasting (DVB), direct broadcast by 
satellite (DBS), digital cable television systems, multichannel-multipoint distribution 
services (MMDS), personal computer video, digital versatile discs (DVD), interactive 
media and other forms of digital video delivery, storage, transport and display are based.  
 
MPEG-2 is an open technology, giving users a wide interoperable range of cost and 
quality options within the computation that compresses data to produce a video stream 
meeting the MPEG-2 standard, and as an open technology, anyone may have access to it.  
The MPEG-2 standard does not set hardware requirements; it is flexible within a broad 
functional range, thereby assuring the interoperability of myriad MPEG-2 applications.  
For example, MPEG-2 applies to conventional and HDTV quality formats of both 
"progressive scan video" used in computer screens and "interlaced video" used in 
television sets.  It is used in all video formats adopted by the Advanced Television 
Systems Committee (ATSC) for standard and high definition television for U.S. 
broadcasts and in the Digital Video Broadcasting (DVB) standard used in Europe, North 
and South America, Africa, Asia and Australia. 
 
The Success of MPEG-2 

Widespread adoption of MPEG-2 technology has enabled the interoperability and 
implementation of digital video across myriad applications throughout the world.  Today 
MPEG-2 video technology is used in some 300 million decode, encode and transport 
product units - and by 2006 is expected to increase by more than six-fold.  Included are 
cable, satellite and terrestrial digital set-top boxes; digital television sets; DVD players; 
video game systems; personal computers; digital video recorders, encoders and 
multiplexers.  And that doesn’t even count the billions of DVD discs being produced.  All 
told, through 2006, the estimated value of MPEG-2 products in the world market is 
projected to exceed half a trillion dollars – and that doesn’t even begin to measure the 



materials that go into the products, the services that surround them or the content that 
comes out.  This is a vigorous market.  Thousands of companies employing countless 
people in the US and around the world make products using or relying on MPEG-2 
technology.    MPEG-2 has made video communication interoperable, global, 
competitive, innovative and efficient.    

Wide acceptance of the MPEG-2 Patent Portfolio License is recognized as having played 
a large role in the worldwide utility of MPEG-2.  MPEG LA’s MPEG-2 licensees, now 
more than 400, make most of the MPEG-2 products in the current world market.  Like the 
MPEG-2 Standard, the MPEG-2 Patent Portfolio License encourages technological 
improvement, competition and innovation in and outside of the Standard.  Licensees are 
free to develop competing products within or outside of the standard and in fact in 
addition to the variety of products that use MPEG-2, the marketplace utilizes many 
different video compression standards. 
 
Nondiscrimination 
 
There has been much discussion today on the characteristics that make intellectual 
property pools pro-competitive: defined fields of use, essentiality of patents, 
determination of essentiality, terms that are fair and reasonable, nonexclusivity, licensees 
and licensors should be free to develop competing products and standards, 
nondiscrimination, and confidentiality of competitively sensitive information from 
competing Licensors, to name a few.   Apart from the fact that these characteristics 
promote the pro-competitiveness of an intellectual property pool, most of them are 
determined and assured by the marketplace itself.   
 
For example, if a license is not well defined, the customer won’t know what it is buying 
and simply won’t buy it.   Similarly, if license requires a royalty for non-essential patents, 
the customer who doesn’t need them won’t pay for them.  A license with patents that 
have not been evaluated by an independent patent expert will lack credibility and be 
difficult to sell.  Marketplace acceptance is the best gauge of fair and reasonable; if the 
royalty is too high or the license terms are perceived as unbalanced, users will opt not to 
take the license and will invest their money elsewhere.  Every license must be priced to 
sell.  In the end, we are dealing with very sophisticated users who have many market 
choices.   
 
I would like to use the remainder of my time today to share some brief thoughts on one of 
these characteristics - nondiscrimination.   Many people write about nondiscrimination 
but it is rarely defined.  Yet, it raises several important issues.   
 
First, how broadly should nondiscrimination apply across licensees? 
 
To meet the needs of the marketplace, nondiscrimination must apply to licensees who are 
similarly situated.  This means there can be no discrimination among those selling the 
same products in the same place in the distribution chain.  It also means that parties that 
compete directly with each other should be treated on a nondiscriminatory basis.  



Products with like functionality and application entering similar markets should be 
treated the same, and the royalty rates should be applied neutrally so the products 
themselves can compete on a level playing field. 
 
Second, to what extent does nondiscrimination apply to both licensor and licensee? 
 
We agree that licensors who are licensees should be treated the same as any other 
similarly situated licensee (whether or not a licensor).  This means that they sign the same 
license agreement, are subject to the same terms and pay the same royalty rates as others.  
Some have questioned the practice in programs administered by others whereby licensors 
are licensed under terms different from those set forth in the portfolio license.  MPEG LA 
does not engage in such practice in any of the license programs we administer, but our 
reasons for refraining from it are practical having to do with marketing and the perception 
of fairness rather than legality.   
 
In MPEG LA’s licensing programs, licensees pay the same royalties to MPEG LA 
whether or not they are patent owners.  Licensees, of course, have the right separately to 
negotiate a license with any or all of the licensors under any and all of the patents under 
terms and conditions to be independently negotiated, but MPEG LA has nothing to do 
with such negotiations.  If a licensee independently negotiates a license directly with a 
patent owner, that is a matter to be worked out directly between them.   MPEG LA does 
not become involved in such negotiations, and any adjustments the parties may wish to 
make as a result of their bilateral license is a matter between them, not MPEG LA.  We 
have maintained this policy not because we believe it is or should be legally mandated 
but because we have found that it is important to licensees to know that they will be 
treated the same and pay the same royalties as any other similarly situated licensee 
(whether or not a patent holder).  If the licensing administrator is hesitant to provide that 
assurance, users are reluctant to sign.  Licensees do not begrudge patent holders their 
right to collect royalties for their patents as long as that revenue stream is separate from 
the royalties they pay so that its fairness is apparent.   
 
Those who argue that “special deals” for licensors raise legal or competitive issues, 
however, ignore the R&D costs borne by the patent holder, the patent holder’s 
expectation of a reasonable return on its patents and the right to recoup it in whatever 
equitable and equivalent fashion they please.  If a patent holder is paying less royalties 
than some party who did not incur the substantial R&D cost necessary to become a patent 
holder, is that truly discrimination?  Even though it’s not something we do, I think not. 
 
Third, what does nondiscrimination mean? 
 
We know that such matters as royalty rate, scope of license, grant-back, duration and 
MFN which directly affect the ability of competitors to compete with each other must be 
included.  But, nondiscrimination is a delicate balance and taking one factor out of the 
equation may upset the entire equation.  Take price, for example.  Some advocate that 
there should be a right to a division of the package license for those who want it – in 
effect, that they should be able to take a license to some patents and not others and that it 



is unfair to charge them for patents they claim not to need.  But, what those who advocate 
for this are really saying is that they want a discounted royalty rate for the patents they 
want as a proportion of the package license.   
 
MPEG LA offers only one license to everyone.  Since each patent is essential, the royalty 
rate and thus the value is the same whether a licensee uses one or more patents.  The 
license, in effect, conveys the intellectual property rights necessary to enter the field.  If 
MPEG LA were required to follow the path of those who advocate a right to division, 
however, we would in effect be offering a customized license to everyone.  And, wholly 
apart from the administrative impossibilities, the principle of nondiscrimination would 
become meaningless.  For example, when does a division become discriminatory?  Can a 
licensee choose patents in one country and not others? The MPEG-2 License has patents 
in 39 countries.  How about choosing a shorter term?  A longer term?   Some parts of the 
standard but not others?  Where does one draw the line?  Eventually (and I might add, 
very quickly), the right of division would defeat the purpose for which the license is 
created, and the benefit of lowest unit rate transaction costs afforded by standards-based 
licensing would be lost to the marketplace.  The substantial savings of transaction costs 
would be lost, and a pool licensing administrator would no longer be a facilitator of a 
pool license but merely a conduit for individual license negotiations. 
 
If those who seek a division really want to take a license under some patents and not 
others, the marketplace has a way to deal with this better than a package license ever 
could - licensees can achieve the same result through individual license negotiations with 
patent owners.  MPEG LA does not become involved in these bilateral relationships and 
does not net out royalties one against the other, but with the written authorization of both 
licensor and licensee, MPEG LA will provide assistance in the form of information 
concerning how much of the licensee’s royalties to MPEG LA were paid on account of 
the particular licensor’s patents, thereby enabling the licensor and licensee to make these 
adjustments for themselves if they choose to do so. 
 
Some say that that the alternative to a pool license of bilateral licensing relationships is 
not real, only theoretical; and some say that the increased efficiency resulting from the 
increasing quantity of patents under one license means that they should have an 
increasing ability to divide them up.  But, what they are really saying is not that 
negotiating individual licenses is more theoretical (in fact, pool licenses co-exist quite 
nicely with bilateral licenses enabling companies large and small to have 
nondiscriminatory access to essential patent rights), but that the pool license has become 
so attractive that it is an alternative that they cannot refuse.  That is not the fault of the 
pool license; it is its pro-competitive goal. While certain licensees may prefer endless 
permutations of the pool license – a contradiction in terms in my view – principles of 
non-discrimination, reducing transaction costs, and encouraging the formation of patent 
pools to ease blocking positions, among other things, require that licensees should choose 
between standard pool licenses and customized individual licenses.  With this choice 
available, no legal principle should require the offering of a patent pool in endless 
permutations.  Besides, a regulated result should not be substituted for the independent 
judgment of the parties to individual negotiations, especially where the marketplace is not 



only doing the job but doing it well.  For example, in many cases, a bilateral license may 
be used to deal with multiple intersection points between two companies’ intellectual 
property where the companies’ needs extend beyond a particular set of essential patents 
for a given standard, and no one is in a better position to make those judgments than the 
parties themselves. 
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IntroductionIntroduction

Describe the economics of field-of-use cross-
licensing and draw comparisons with patent
pools
Stylized summary to draw broad comparisons

Individual cases need detailed factual analysis

Focus on economic efficiency aspects
Personal views only, may not be shared by
LECG or its members
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Two main questionsTwo main questions

Should cross-licenses and pools be treated as
equivalent for antitrust analysis or should they
be assessed using different tools and criteria?
Are there any lessons from cross-licensing
that may help the analysis of pools?
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Issues addressedIssues addressed

Review process of cross-licensing (field-of-use)
Key characteristics of pools
Factors in antitrust analysis of pools (economic
efficiency)
Contrasts between cross-licensing and pools
Implications of cross-licensing for the analysis
of pools
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Characteristics of cross-licensing (1)Characteristics of cross-licensing (1)
MotivationMotivation

Freedom to invent without risk of patent suits
Technologically progressive industries likely to see
multiple patent infringements in a field-of-use

Infringement by future innovations unpredictable
Cross-licensing alleviates transactions costs of
identifying and monitoring infringement
Typically pro-competitive and pro-innovation
Especially a feature of ICT industries
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Characteristics of cross-licensing (2)Characteristics of cross-licensing (2)
FeaturesFeatures

Between two parties – rarely if ever more
Cross-license all patents within a field-of-use
for a fixed period (e.g., 5 years)

Existing patents and those that issue during period
Transfer of rights – not technology transfer
Typically not royalty free
Offered on non-discriminatory basis
May also license patents singly
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Cross-licensing procedureCross-licensing procedure

Lengthy process with several steps *
Technical and market analysis

Detailed royalty balancing calculations

Final negotiations of terms

Monitoring of license simple, based on total sales

 * * Peter Grindley and David Teece (1997), “Managing Intellectual Capital: Licensing and Cross-Peter Grindley and David Teece (1997), “Managing Intellectual Capital: Licensing and Cross-
Licensing in Semiconductors and Electronics”, Licensing in Semiconductors and Electronics”, California Management ReviewCalifornia Management Review, vol. 39.2, pp. 1-34., vol. 39.2, pp. 1-34.
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Typical cross-licensing stepsTypical cross-licensing steps
Identify potential cross-licensing partner

Lengthy preparatory patent and market analysis

Valuation balancing process (‘proud list’)
Each party prepares list of main patents in field-of-use

Parties agree weights for value of each patent (e.g., validity,
ease of invent around, economic value)
Multiply equivalent patents by target rate (e.g., 1%)
Especially strong patents may be at a fixed rate
Projected royalty payments for field-of-use sales

Calculate equivalent royalty rates over total sales
Further negotiation of final royalty terms
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Implications of cross-licensingImplications of cross-licensing

Lengthy process, considerable effort (1½-2 years)

Ability to conclude cross-license depends
especially on a few strong patents
Innovation enhanced by reduced transaction costs

May induce defensive innovation for IP portfolio

Period of cross-license and residual rights reflect
technology life cycle, also partly historical
Royalty payments reflect IP balance and sales base
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Some characteristics of patent poolsSome characteristics of patent pools
Multiparty licenses

Multiple IP owners, possibly third party licensees
Scope of IP content

May include only essential (complementary) IP
May include grantbacks to ensure IP remains “current”

Motivation for pool
Access to multiple source IP for product/standard
Reduces transactions costs versus separate licenses

Motivation of members
IP owners – may be effective way to out-license
IP users – access to IP (facilitate product/standard)
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Factors in antitrust analysis of pools (1)Factors in antitrust analysis of pools (1)
MembershipMembership

Multiparty membership
IP owners – technology market

IP users – product market
Motivation of members – IP owners and users
Greater numbers of IP owners and scope of IP
implies more difficult to “administer” the pool

e.g., co-ordination, negotiation, royalty allocation
Administration costs may offset transactions savings
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Factors in antitrust analysis of pools (2)Factors in antitrust analysis of pools (2)
Scope of IPScope of IP

Essential IP
Definition of essential IP may be subjective
Including (partial) substitutes may increase
transactions efficiency, but may also increase
administration costs and antitrust concerns

Additional IP (partial substitutes)
Other IP for product/standard beyond essential IP
May be accessed by cross-licensing rather than pool

Applicability of pool IP
Scope may extend to applications outside aim of pool
Some essential IP is basic to many products – should
this be in pool?
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Factors in antitrust analysis of pools (3)Factors in antitrust analysis of pools (3)
DynamicsDynamics

Typically include grantbacks to access newly
developed essential IP

Keeps pool IP “current”
Reassures standards adopters that they will not be
locked into future blocking and increased IP costs
Essentiality is a moving target
Tendency for “essential” IP to expand

Duration of pool
Reflects technology and standards life cycle

Expect standards life cycle to extend across technology
generations
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Comparing cross-licensing and pools (1)Comparing cross-licensing and pools (1)

Basic purposes similar:
Transactions efficiency
Aim for IP access – no direct technology transfer
Royalties may be important

Main differences
Pools are multiparty
Scope of pool likely to be narrow
Pools typically have standardized terms
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Comparing cross-licensing and pools (2)Comparing cross-licensing and pools (2)

Implies that cross-licenses and pools serve
similar needs but differ in the relative
importance of key features

Focus on different aspects (multiple IP owners
versus multiple patents within a field)
If focus similar, cross-licenses might be substituted
for pool (e.g., few IP owners, licensees, patents)

If focus more divergent, cross-licensing and pools
may be complementary, and coexist for different
kinds of access
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Possible implications for pools analysisPossible implications for pools analysis

Although cross-licensing and pools differ, their
economic analysis may be based on similar tools
Increasing the scope of pool IP is likely to
involve higher “administration” costs and offset
transactions costs gains
Complex coordination of interests may imply
cross-licensing, perhaps coexisting with pool
Duration of pool likely to reflect life cycle of
standards, which overlap technology generations



Patent Pools and Antitrust 
Enforcement – 1997-2001

Christopher J. Kelly
Kaye Scholer LLP

FTC-DOJ Hearings on Competition and 
Intellectual Property Law and Policy

in the Knowledge-Based Economy
April 17, 2002



Summary of Presentation

• Patent pool analysis
• The three DOJ pools
• What they stand for
• Unresolved issues



Patent Pools – the old view

• Anathema to antitrust law
– United States v. Line Material Co., 333 U.S. 

287 (1948)
• http://caselaw.lp.findlaw.com/scripts/getcase.pl?nav

by=case&court=us&vol=333&page=287
• Really about RPM, not pools!

– But cf. Aircraft Manufacturers’ Pool (1918)
• Klein, “Cross-Licensing and Antitrust Law,” June 

1997 
– http://www.usdoj.gov/atr/public/speeches/1123.htm



DOJ-FTC IP Licensing Guidelines
http://www.usdoj.gov/atr/public/guidelines/ipguide.htm

• Issued April 1995
• Three principles:

– IP is like other property rights
– IP doesn’t necessarily create market power
– Licensing is procompetitive

• Integrates complementary resources



Patent Pools – the new view

• Circumspect review, focusing on integration 
of complements

• Reflecting economic realities of 
standardized network industries
– Clear blocking positions
– Lower search & transaction costs



Key Analytical Issues

• Relationship of the patents to each other
– Complements or substitutes?
– Robustness of mechanisms

• Relationship of the members to each other
– Horizontal, vertical – or both?

• Degree of exclusivity
– Is pool license available to all?
– Alternatives to licensing through pool?

• Potential effect on licensee innovation
– Development of complementary, non-essential 

technologies



MPEG-2
http://www.usdoj.gov/atr/public/busreview/1170.htm

• Video compression technology
• Originally 9 firms with 27 patents
• Joint licensing agent:  MPEG LA

– Contractually required to give license to all 
comers

• Licenses for hardware and software
• Members split royalties on per-patent basis



MPEG-2
Key features

• Essential patents
– Identified by technical expert retained by agent

• Continuing role for expert
– Pool patents subject to challenge by members, 3d parties
– Evaluating applicants’ patents 

• “Constructive grantback”
– Licensees effectively must give license to pool 

members on all “MPEG-2 related patents” 
• Not just essential patents
• At royalty comparable to pool’s per-patent royalty 



MPEG-2
The DOJ’s Analysis -- 1

• The pool integrates complements
– Only essential patents are eligible for inclusion 

in the pool
• Expert mechanism adequately designed to identify 

essential patents
• Royalty allocation method creates financial 

incentive for members to exclude non-essential 
patents

– No significant exclusionary features 



MPEG-2
The DOJ’s Analysis -- 2

• The pool does not seem likely to inhibit 
further innovation
– Members remain free to license outside the 

standard
– Licensees are not unreasonably inhibited

• “Constructive grantback” doesn’t unreasonably 
deter innovation

– Arguably keeps royalties low, encouraging dissemination
– A procompetitive price-discrimination device 



DVD

• Digital Versatile Disc
– DVD-ROM and DVD-Video

• 2 pools
– Philips-Sony-Pioneer

• 3 firms, 95 disc patents, 116 player patents

– Toshiba-Time Warner
• 6 firms, 29 disc patents, 22 player patents

• Pool need not include all the essential patents
– Does it make the world better off?



DVD – Philips-Sony-Pioneer
http://www.usdoj.gov/atr/public/busreview/2121.htm

• Philips serves as joint licensor
– Bilateral agreements with Sony, Pioneer

• Eligible patents:
– “Necessary (as a practical matter) for 

compliance” 
• Determination of essentiality

– “Qualified independent expert retained by 
Philips”



DVD – Philips-Sony-Pioneer
Other Factors

• Members free to offer patents independently 
of pool
– Including for non-standard applications

• Royalties allocated on negotiated basis
• No “constructive grantback” on related 

patents
– Licensees must contribute essential patents to 

the pool



DVD – Philips-Sony-Pioneer
The DOJ’s Analysis

• Pool combines complements
– “Flawed” expert mechanism 

• Less independent than MPEG-2 expert
• Less economic incentive to eject non-essential patents
• Somewhat subjective essentiality criterion

– But reasonably likely to limit eligibility to essential 
patents

• Written assurances of independence
• Application of essentiality criterion “scrupulously and 

independently”

• No other appreciable anticompetitive potential



DVD – Toshiba-Time Warner 
http://www.usdoj.gov/atr/public/busreview/2485.htm

• Toshiba as joint licensor
– Multilateral agreement

• Eligible patents:
– “Technically essential”
– Patents “for which there is no realistic alternative”

• Determination of essentiality
– “Outside impartial patent expert or panel”
– Detailed rules for determination
– Determination conclusive



DVD – Toshiba-Time Warner
Other Factors

• Members obligated to offer patents 
independently of pool
– Including for non-standard applications

• Royalties allocated on per-patent basis 
(adjusted for age)



DVD – Toshiba-Time Warner
The DOJ’s Analysis

• Likely to combine complementary patents
– Expert’s independence more robust than in 

Philips-Sony-Pioneer
– Economic incentives to eject non-essential 

patents

• No other appreciable anticompetitive 
potential



VISX-Summit Technology 
http://www.ftc.gov/os/adjpro/d9286/index.htm

– Rival technologies
– Infringement litigation
– Settlement:  pool formed

• Mutual exclusivity
• $250 per procedure royalty

– FTC sued
– Pool scuttled



What They Stand For

• Complementarity drives the outcome
• Reasonable certainty that the rights are 

likely to be complements
• Restraints viewed circumspectly

– Including hard bargains with licensees
• MPEG-2 “constructive grantback”

• No insistence on competitively optimal 
result



Unresolved Issues

• Determining essentiality
– Robustness of mechanism
– How much can antitrust law realistically ask of pool?

• Acceptability of exclusivity
– Discrimination against licensees
– At extreme, exclusivity amounts to a mere cross-license

• But is that so bad??

• Importance of complementarity?
– JFTC 3d Generation (3G) wireless telecom letter

• Licensing program includes rival technologies
• http://www.3gpatents.com/press/2000158e.htm#top
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I. Introduction 
 
 I am a registered patent attorney who has been involved with patents since starting my 
career as a patent examiner at the United States Patent and Trademark Office in 1988.  A portion 
of my practice is directed to obtaining patents for clients that read on technical standards (e.g., 
MPEG-2), and working with patent pool evaluators to show how specific patents are essential to 
the implementation of a standard. 
 
 All of my experience in the area of patent pools has been in private practice at the 
Virginia law firm of Oblon, Spivak, McClelland, Maier & Neustadt (Oblon Spivak), where I am 
a partner.  The views that I am presenting are my own personal views, and are not necessarily the 
views of the Oblon Spivak law firm, or any client of the firm.  I have not been paid by any entity 
to prepare or present this testimony. 
 
 Under the proper circumstances, I am highly in favor of the use of patent pools.  
Companies that spend extensive resources to develop an industry standard in order to implement 
new technology should be able to recoup, through patent royalties, at least some of the money 
spent developing those standards and technology.  A patent pool is the most cost effective and 
efficient way of collecting and distributing royalties for patents that are essential to an industry 
standard. 
 
II. Patent Pools and Cross Licensing 
 

A. The Important Elements Of A Patent Pool 
 
 It is my understanding that the patent pools that have been approved by the Department 
of Justice since the 1997 approval of the MPEG-2 Patent Pool have been implemented in a 
common manner.  Features of these patent pools include: 
 

1. A technology standard that is definite and well defined; 
2. An evaluator/independent expert to determine which patents are essential to the 

implementation of the standard, thereby defining a group of essential patent 
holders; 
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3. A license drafted and approved by the essential patent holders that allows the 
technology to be licensed on a reasonable and nondiscriminatory basis; 

4. A patent pool administrator appointed by the essential patent holders to handle 
administrative tasks such as signing up licensees, collecting royalties from the 
licensees, and distributing the royalties to the essential patent holders; and 

5. The essential patent holders retaining the right to license the patents outside of the 
patent pool. 

 
 Patent pools that conform to the above criteria should be approved and promoted by the 
government, industry, and the pub lic, as they provide a win-win situation for all involved.  If one 
of the above factors is not included in the patent pool, it does not necessarily mean that the patent 
pool is anticompetitive or in violation of the antitrust laws.  It merely means that the patent pool 
will need to be more carefully scrutinized.  
   

B. Types of Technology Best Suited For Patent Pools 
 

1. Technology Conforming With A Defined Standard 
 
 Patent pools are not necessarily well suited for all areas of technology.  They are, in my 
opinion, very well suited to those technologies where there exists a well-defined standard.  
Where there is not a standard or other document defining what is required to implement a 
compliant product, it may become challenging to determine what patents should be included in 
the patent pool (i.e., essential patents).   
 
 As an example of a well-defined standard, the MPEG-2 video standard1 defines how to 
represent a digital video data stream for use in digital cable television systems, digital satellite 
for televisions, and DVD players, for example.  If a company wants to sell equipment that will be 
capable of decoding a digital video stream on a DVD, it must make its product compliant with 
the MPEG-2 standard.2  It is straightforward to define what is necessary to have an MPEG-2 
compliant product or data stream; it is defined in the standard.3  If a patent covers a feature 
required by the standard, then the patent is essential to the standard.  An independent 
expert/evaluator can readily determine whether the technology is essential to the standard, and 
consequently, whether a patent should be included in the pool.   
 

                                                 
1 MPEG stands for Moving Pictures Expert Group, and the current version of MPEG-2 video is defined by the 
document ISO/IEC 13818-2. 
2 Additionally, data is stored on the DVD in a specific format, and the manner of storing this data is specified in the 
DVD standard. 
3 It may also be possible to have essential features of technology not defined in the standard, but inherently required 
to practice the standard.  For example, suppose the laws of physics prevent the proper reading of a DVD unless the 
laser used in the DVD player has a specific wavelength, or smaller.  It is appropriate to include in the pool patents 
limited to a predetermined wavelength, if it can be shown that there is no way to implement the DVD standard 
without using a laser having such a wavelength.  However, if something is not required by the standard and there are 
viable alternative manners of implementing the technology, caution must be exercised in considering patents related 
to that technology to be essential to the practice of the standard. 
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 Standards are typically developed for communications, computers, and electronics areas 
of technology where interoperability of equipment and software is critical for acceptance and 
operation of the technology.  Technology areas such as chemical compositions, medicines, and 
mechanical devices are often irrelevant to standards, but if an industry were to develop and 
accepted standards for one of these areas of technology, then a patent pool similar to the MPEG-
2 patent pool may be applicable to these areas of technology as well. 
 

2. Technology Where Essentiality Is Not Readily Defined And There Are 
No Blocking Patents 

 
 Suppose a company today wants to build a jet.  While there certainly are patents owned 
by different companies that cover various features of a jet, I doubt that there are any non-expired 
patents on jets that cannot be designed around and avoided (i.e., blocking patents).4  True, some 
patents may make the jet more efficient to operate or build, but these patents are probably not 
absolutely essential to the creation of a jet. 
 
 It is my opinion that there may be anticompetitive dangers if today, various owners of 
patents on jets were to pool their patents.  For example, it may be arbitrary or difficult to decide 
what patents should be part of a jet patent pool.  If the patent pool were set up as most patent 
pools are today such that taking a license from the pool meant that all patents that are part of the 
pool must be licensed, then taking a license from the pool could force a company to license 
patents or technology that it did not use.  A company should not have to license technology that 
is part of the pool when there is no requirement to use such technology and in fact the company 
does not use the technology.  Such a licensing requirement amounts to an improper tying.  If the 
patent pool could be structured so that a license was not required for technology that was not 
being used, then a potential anticompetitive problem could be eliminated.   
 

3. New Technology Where There Exists Blocking Patents From 
Different Companies That Are Not Part of A Standard 

 
 Suppose there is developed and patented by a first company a basic concept related to air 
transportation which is three times as fast and twice as efficient as any current form of air 
transportation.  However, further suppose that there are safety concerns with this new technology 
and the new mode of air transportation is not safe to use in the form developed by the first 
company.  A second company subsequently develops and patents an improvement to the basic 
concept that solves all safety issues, yet maintains the speed and efficiency of the technology 
from the first company.  In order to practically and safely use this new mode of air 
transportation, patent licenses from both companies must be obtained. 
 
 In the above scenario, (1) there is no industry standard defining how to use the 
technology; and (2) there exists alternative technology (e.g., conventional jets) for air 
                                                 
4 It is most probable that all basic patents on jet technology have expired by now.  However, it is theoretically 
possible that some patents could still be in force because of the concept of "submarine patents."  Submarine patents 
are no longer possible for patent applications filed after 1995 because of a change in the law that measures the term 
of a patent from its filing date.  
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transportation.  Under these conditions, should the first and second companies be permitted to 
pool their patents and grant one license to the patents from both companies?  In my opinion, the 
answer is yes, unless there are anticompetitive effects from the pooling that outweigh the 
benefits. 
 
 What type of anticompetitive effects could result from the pooling?  Since the technology 
may be readily implemented with licenses from both the first and second companies, there may 
be little incentive to innovate and improve upon the safety or efficiency of the technology.  On 
the other hand, without a license from both the first and second companies, it may be impossible 
to develop a commercially feasible implementation, and the public could have fewer suppliers of 
the new technology.  Without knowing further facts, it does not appear to be possible to make a 
decision as to whether the patent pool would be harmful or actually benefit the public or the air 
transportation industry.  Further exploration of this example is conducted below to help resolve 
the issue of whether the patent pool would be helpful or harmful. 
 

4. Blocking Versus Nonblocking Patents 
 
 It should be acceptable to have a patent pool for new technology where there are blocking 
patents from multiple companies.  However, where there are improvement patents that are not 
truly blocking and a standard is not involved, a patent pooling arrangement should undergo more 
careful scrutiny.  A problem that I foresee with a rule or distinction for the approval of a patent 
pool based on whether a patent is blocking is the difficulty in accurately defining and 
determining whether or not a patent is truly blocking (i.e., is essential to the technology).  If there 
exists an industry standard, it is possible to readily determine whether a patent is essential or a 
blocking patent.  However, if there is no industry standard, it may be difficult to determine 
whether or not a patent is blocking.  Moreover, when there is no industry standard, the entities 
that will determine what patent should be part of the pool must to a certain extent subjectively 
decide which patents are essential to the pool.  Such subjectivity provides the gatekeeper of the 
patent pool with incredible power and potential for abuse. 
 
 Take as an example the fictitious new technology explained above related to the new air 
transportation technology.  It is easy to conclude that the technology for safety developed by the 
second company is a blocking technology.  However, it is quite possible that an alternative 
technology could be developed to implement a better solution to the safety concern.  Once new 
safety technology is developed, the original safety technology may no longer be blocking.  Thus, 
it is possible that in certain circumstances the classification of whether or not a patent is blocking 
may change. 
 
 With regard to the issue of anticompetitive impact of a patent pool on the new air 
transportation technology, are there any real dangers of anticompetitiveness?  A patent pool 
unrelated to a standard could be anticompetitive if the patent pool had a grant-back clause 
requiring any technology improving upon the new mode of air transportation to be licensed to 
the patent pool. In this situation, the grant-back could take away an incentive to improve upon 
the technology, as it may be difficult for companies to control their new intellectual due to the 
grant-back requirement.  Thus, it appears that grant-back provisions must be carefully reviewed 
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outside of the context of patent pools relating to standards.5  However, as long as the grant-back 
clause is reasonable, and is limited to patents that could affect the original mode and original use 
of the technology, the grant-back clause should not create significant issues.  If the grant-back 
clause outside of the context of patent pools related to standards does create an issue, then 
guidelines could be promulgated to address the proper manner of implementing a grant-back 
clause when the patent pool does not relate to a standard.  
 

5. A Test To Determine If A Patent Is Blocking 
 
 Suppose it is determined that a patent pool does not create anticompetitive problems 
where an industry standard exists, or when there are multiple blocking patents to a particular 
technology from different companies.  Further suppose that when existing patents are not 
blocking, then a patent pool is improper.  Given this situation, it would be necessary to determine 
what constitutes a blocking patent. 
 
 A test I propose to determine whether a patent is blocking relates to the breadth of the 
field of technology relevant to the patent.  I propose that a patent be defined as blocking if it is 
essential to the practice of the relevant technology field.  In order to perform this test, the relative 
technology field must be defined before the patent could be determined to be essential.  Patents 
would be categorized as blocking or nonblocking depending on how broadly the field of 
technology is defined.  In the new mode of air transportation example, if the relevant field of 
technology is defined generically as air transportation, the patents from the first and second 
companies are non-blocking, as they do not block the use of conventional jets.  If, on the other 
hand, the relevant field of technology is defined as the "new" mode of air transportation, then the 
patents from both companies are blocking.  This flexibility of determining whether a patent pool 
includes blocking patents will allow valuable technology to be classified in an appropriate 
manner. 
 
 Under today's antitrust law, an antitrust violation could turn on how the relevant market is 
defined when analyzing market power.  Similarly, if patent pools are determined to be acceptable 
when there are blocking patents from multiple companies, my proposed test related to the 
relative field of technology should work as well as the current manner in which a relative market 
is analyzed under antitrust law. 6  While no test is perfect, the test I propose provides some 
flexibility, and I believe this test will provide a reasonable result.  
 

C. Exemplary Patent Pools 
 
 There are currently in existence a number of patent pools operating efficiently to provide 
licenses to valuable technology to manufacturers on a reasonable basis.  These patent pools 

                                                 
5 Such a potential anticompetitive problem with grant-backs does not exist when the patent pool relates to standards.  
The standard is usually defined or fixed at the time of the licensing of the essential patents.  With the standard being 
fixed or defined, improvements developed after the fixing of the standard could not be essential to the standard as 
the standard would be prior art against the improvements.   
6 When there is a relevant industry standard, there is no need to perform such a test as it is clear that when the patent 
is essential to the standard, the patent is blocking. 
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further provide a reasonable royalty to companies investing time and money in the development 
of technology.  Patent pools currently in existence include: 
 
 (1)  MPEG-2 Video; 
 (2)  IEEE 1394 (fire wire); 
 (3)  DVD/Toshiba, Hitachi, Matsushita, Mitsubishi Electric, etc.; and 
 (4)  DVD/Sony, Philips, Pioneer, etc. 
 
Other pools in the process of forming or attempting to form include: 
 
 (5) MPEG-4 Video;  
 (6) MPEG-4 Audio; and 
 (7) 3G  Partnership Project for mobile phones. 
 
 Each of these patent pools is based on an industry standard.  I have had contact with each 
of patent pools 1, 3, 5, and 6 above, and have seen no evidence of them being anticompetitive.  
In order for companies to continue to work on improving technology and implementing 
additional standards, patent pools like the ones previously approved by the Department of Justice 
should continue to be approved. 
 

D. Areas Where No Patent Pools Currently In Existence 
 
 To my knowledge, there are no modern day (post 1990) patent pools that have been 
officially approved by the Department of Justice that are not related to an industry standard.  A 
paper entitled "Patent Pools: A Solution to the Problem of Access in Biotechnology Patents?", 
Clark et al, December 2000, which was published by the U.S. Patent and Trademark Office 
makes the case for establishing a patent pool to provide access to biotechnology patents at 
reasonable royalties.  While I am not familiar with the details of the biotechnology patents that 
might be part of such a pool, as long as a blocking patent could be reasonably defined, and the 
terms of the biotechnology patent pool were fair and reasonable, I see no reason why a patent 
pool including biotechnology patents should not be approved. 
 

E. Advantages Of A Patent Pool 
 

1. Patent Pools Greatly Reduce Transaction Fees To Obtain Technology 
 
 Patent pools promote efficiencies by allowing one-stop-shopping for the licensed 
technology.  Such one-stop-shopping allows a company using the technology to avoid 
negotiating separate licenses with every company owning a patent that is essential to the 
standard.  Take for example the MPEG-2 video standard, which defines how to represent a 
digital video data stream used in digital cable television systems, digital satellite for televisions, 
and DVD players.  If a company wants to sell equipment that will be capable of decoding a 
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digital video stream on a DVD, it must make its product compliant with the MPEG-2 standard.7  
As of January of 2002, there were at least 14 separate companies owning 75 U.S. patents that 
have been determined to be essential to the MPEG-2 standard.8  Imagine the transaction costs 
both to patent owners and licensees for establishing and completing separate license agreements 
for each of the 14 companies that hold an essential patent.  When you factor in a legal and 
technical analysis, on top of the negotiating the terms of licenses for so many patents from many 
different companies, the cost rivals the cost of a patent litigation.  A patent pool certainly 
facilitates the licensing and dissemination of valuable technology.   
 

2. Patent Pools Reduce The Probability Of Litigation 
 
 My experience is that a typical patent litigation that includes a trial can easily cost $2 to 
$5 million.  If a company can obtain a license for a very modest fee to most or all patents related 
to a standard, then litigation makes little financial sense.  However, if a company must enter into 
individual licenses with each essential patent holder, the costs for such licenses could become 
expensive.  A small company that could not afford the transaction costs associated with so many 
license agreements may simply decide not to take licenses.  The small company, or a company 
with small sales, may decide not to pay a license fee for the technology, believing that the 
chances of litigation are very small since the financial rewards would probably not be worth the 
litigation costs.  However, when there is a patent pool with a reasonable royalty, the number of 
unlicensed infringers and the chances of litigation are reduced. 
 
III. Do Not Prohibit Patent Pools for Patents Which Are Essential To An Industry 

Standard 
 
 Joel Klein's letter of June 26, 1997 approving the MPEG-2 patent pool by the Department 
of Justice, Antitrust Division, outlines why patent pools for patents on standards are beneficial.  
The letter explains why the patent pool (1) does not disadvantage patent pool licensees; (2) does 
not facilitate collusion; and (3) does not impose an anticompetitive restraint on rival products and 
technology.  Similar advantages are explained in the Department of Justice letters approving the 
DVD patent pools.  What has happened since the approval of the MPEG-2 patent pool (and the 
approval of the DVD patent pools)?  Consumers have benefited by having inexpensive access to 
DVD and digital set-top decoders for viewing television signals from digital satellites and digital 
cable providers.  Did companies stop developing new technology because of the existence of 
MPEG-2 (and DVD patent pools)?  Absolutely not!  Companies have and continue to develop 
new digital video standards such as MPEG-4 and MPEG-7 that provide advantages not found in 
MPEG-2.  Also, new and better DVD standards have been and continue to be developed such as 
standards defining recordable DVD, and high-definition DVD.  Small or new manufacturers can 
enter the DVD player market after performing no research and development regarding MPEG-2 

                                                 
7 Additionally, data is stored on the DVD in a specific format, and the manner of storing this data is specified in the 
DVD standard, which is separate from the MPEG-2 standard. 
8 Count based on the patent list from the WWW.MPEGLA.COM website on January 12, 2002.  Note that the 
number of companies and patents listed on WWW.MPEGLA.COM only includes companies that have decided to 
join the MPEG-2 Patent Pool.  There are other companies that may hold essential patents that are not included on 
MPEGLA's list and it may be necessary to obtain a separate license from these companies. 
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and DVD technology, simply by licensing the technology from the patent pools at a very 
reasonable rate.  The Department of Justice approved patent pools allow DVD players to be sold 
today to consumers at a street price of $89 to $99, even after paying royalties to the DVD and 
MPEG-2 patent pools. 
 
 Thus, the current form of patent pools that have been approved by the Department of 
Justice have been highly beneficial to the public, and have had not had anticompetitive effects.  
Please do not change a system in which everybody is benefiting. 
 
 
IV. Conclusions  
 
 These hearings do not appear to have been called to broaden or strengthen patent pools or 
the protection provided by patents, but the rumblings on the street indicate a crackdown on 
patents and patent pools.  Before any restrictions are placed on patent pools, the Department of 
Justice letters explaining the benefits of the MPEG-2 and DVD patent pools should be studied, 
and the benefits to both consumers and the inventors of the technology of these patent pools 
should be considered. 
 
 Thank you. 
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This presentationThis presentation

Briefly summarizes a project on the structure 
and implications of patent pools:

Joint work with Jean Tirole (Toulouse/MIT).
Theoretical modeling.
Analysis of 63 pools formed between 1895 and 
2001.

Will highlight policy considerations.



Goals of projectGoals of project

Understanding of factors that encourage/hinder 
formation of patent pools.
Understand how antitrust authorities should review 
pools.

Department of Justice focuses on whether:
– Pool only includes “essential” patents—those without substitutes.
– Pool members retain right to license separately.
– “Fair and reasonable” royalty rate.

Are these the right criteria? 



How do we define patent pools?How do we define patent pools?

Formal or informal organizations where separate 
firms share patent rights.
We include:

Cases where 2 or more firms combine to license 
patents to third parties (open pools).
Cases where 3 or more firms combine to share 
patents among each other and/or third parties 
(closed pools):
– Eliminating routine cross-licensing arrangements.



Assumptions of the modelAssumptions of the model

n owners in pool, each with a patent on an 
innovation.
Initially assume (will relax later):

n patents in pool are fixed.
Patent owners are not downstream users 
(licensees).



Assumptions of the model (2)Assumptions of the model (2)

Continuum of users:
Benefits from licensing pool’s patents is increasing 
in patents licensed.
Benefits will also depend on characteristics of users, 
which will vary across firms.

θ



The licensor’s decisionThe licensor’s decision

If no patent pool, licensor will balance:
Desire for revenue.
Worries about:
– Patent being excluded from those selected by licensees 

(competition margin).
– If patent is included in basket, reduction of demand for 

basket (demand margin).



When does a patent pool 
enhance competition?
When does a patent pool 
enhance competition?

First consider if no pool.
Show that:

Each patent holder will undertake some licenses.
When demand is strong, licensors are tempted to increase 
prices.
– Competition margin is more likely to be binding.

Pool always increases welfare when demand margin 
binds in the absence of pool.
Pool may increase or decrease welfare when 
competition margin binds.



ImplicationsImplications

Patents don’t have to be complements for a pool 
to increase welfare.

Perfect complements are very rare.
Pool with perfect substitutes will be harmful, though.



Implications (2)Implications (2)

A crucial test relates to “demand margin”:
If I raise the price for my patent, does the demand 
for other patents drop as much as the demand for 
my patent?
– If so, the demand margin is binding and the pool is 

welfare-enhancing.
If not, pool can still be beneficial in some cases.



Implications (3)Implications (3)

DoJ’s current criteria are in many respects 
reasonable:

For instance, stipulations that firms must be able to 
undertake independent licenses:
– If demand margin is binding, this requirement is not 

troublesome to firms.
– If not, requirement will be problematic.
– A sensible screening device!



Many issues still to studyMany issues still to study

Impact of pool on substitute patents outside the 
pool.
Impact of pool on future substitutes.
Impact of inclusion of bogus patents in pools.
Impact of grant-back and related provisions.



One cautionary noteOne cautionary note

Field, large-sample research highlight fact that 
cannot just focus on pools:

Cross-licensing agreements, standards bodies can 
achieve many of same goals.
Regulation of one could just lead to substitution of 
other forms.
– Need for “functional perspective.”



Wrapping upWrapping up

Patent pools are a little-studied and interesting 
phenomena:

Potential policy importance.
This paper seeks to understand dynamics from 
theoretical and empirical perspective:

Much remains to be done, but suggestive evidence.
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1. Uncontroversial Points

A. Licenses and pools involving complementary or blocking technologies are
presumptively efficient where IPRs are valid and agreements extend only
to technology needed to facilitate production

B. IPRs presumptively valid
C. Scope of licenses/need for license present risk of licensing substitute

technology but identifying such cases presents significant technical
questions; parties have better information than enforcers; so long as there
is a facially plausible reason to license technology, scope should be
presumed legitimate; ergo:

D. Licensing and Pools presumptively efficient
E. Presumptions may be rebutted, using rule of reason methods in most cases

2. Potential benefits 

A. Reduce transaction costs
B. Lower cost of production/increase output of technology*
C. Enable production of complementary technologies
D. Align incentives for R&D*
E. Coordinate R&D efforts (competition within rather than for standards)
F. Avoid litigation

3. Potential Risks

A. Pretext for price-fixing (eliminate competition between substitute
technologies)

B. Extend reach of IPR beyond statutory grant
C. Squelch innovation

4. Enforcement Issues

A. Consider Economics of Relevant Markets

1. History of competition in market (e.g. pricing, innovation,
standardization, history of pools and licensing, etc.)

2. Growing vs. declining; are there reasons to believe firms are trying
to extract revenues from an obsolete technology, or preserve an
intermediary role rendered less necessary by technology?
(Compare DVDs & minicomputers) 

3. Rate of change in technology; potential for entry or transition to
substitute technology 



4. Need for coordination (NE’s; cost of maintaining standard; risk of
blocks)

B. Consider purposes and scope of IPRs

1. Producer surplus legitimate concern, but surplus derived from
exploitation of technology covered by IPRs rather than by
agreements using IPRs as focal points for price-fixing (cf blocking
vs. non-blocking issues)

2. Intent to exclude non-parties from use not conclusive (cf Image
Technical and In re ISO)

C. Enforcement rules of thumb 

Link enforcement analysis to reasons for presumptive validity: 

Theory of the firm implies licensing and integration may be treated
similarly; most products represent combinations of IPRs whether within
or among firms

Goal is to distinguish strategic licensing of substitute technology from
licensing of complementary or genuine blocking technology

PRACTICAL INQUIRIES

1. How does agreement treat validity?  Particularly where pooled
technology has significant market power, invalidity implies
termination of agreement or exclusion from pool (MPEG/DVD-
Toshiba)

2. Is there an incentive within the pool to test validity? (per-IPR
royalty or blanket royalty?) (cf DVD-Toshiba & DVD-Philips)

3. Are parties free to license outside the agreement? (Exclusivity
facilitates cartel behavior more than non-exclusivity) 

4. Are licensed/pooled IPRs necessary for production?

a. Industry expertise (DVD-Toshiba; weight given expert
should correspond to structural independence of expert’s
position; imperfect but practical procedure; would face
evidence in litigation anyway)



b. Technically essential (MPEG) vs. practically
(economically) essential (DVD-Toshiba)?  Enforcement
should be driven by realizing efficiencies, which implies
economic as opposed to purely technical test

5. How does agreement treat improvements/innovation? Lower
monetary incentive than with no license for improvements, but
may be higher incentive than with strong risk that other IPRs will
prevent exploitation 

6. How is the royalty set, does it change (and why), and how high is it
relative to sales price?

7. What information will be shared under the agreement, and how
will it be treated?

8. Duration/termination provisions?

D. Things to avoid

1. Beware penalizing negotiating behavior or compulsory dealing that
might interfere with bargaining: Intel

2. Beware favoring particular types of competition–i.e., competition
for the market rather than in the market

3. Do not try to temper scope of IPRs or PTO behavior using antitrust
principles
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Issues to Consider

• Pools as an aspect of managing the 
intersection between antitrust and IP

• Comparative advantage is the only kind:  
Pooling compared to competition for the 
market and SSOs

• How should enforcement officials assess 
pools?



Managing the IP/Antitrust Intersection

• Comparing legal regimes
– IP risks focusing too much on incentives in the abstract and 

to little on effects of grants
– Antitrust risks focusing too much on ex post effects and too 

little on incentives

• Analytical tools
– IP draws on rate of return analysis; financial economics
– Antitrust draws on price theory and IO 



Pooling and other approaches 

• Example of product where standardization is desirable
– Pooling may imply choice to compete within an agreed-

upon standard.  Alternatives include:
– Competition for the market; firms compete to make 

incompatible technologies dominant; infringement litigation 
possible competitive tool

– Standardization through standard-setting organization 
(SSO)

– Or some mixture (MPEG-2)



Pooling and other approaches 

• Competition for the market may lead to single-firm 
antitrust issues
– Intel/Intergraph; Image Technical; In re ISO
– Refusal to license and related issues



Pooling and other approaches

• Use of standard-setting organizations presents some 
issues similar to pools
– Misconduct in standard-setting 
– Possible market effect from adoption as standard



Assessing pools
• Goals  

– Cooperative space large enough to arrange IPRs for 
production at lowest combination of transaction and 
administrative costs, but no larger 

– Which facilitates one path of competition without foreclosing 
others, either by licensors or licensees

– And which does not skew competition through 
discrimination



Assessing pools
• Enforcement posture: pool proponents should justify 

deviations from preferred conditions with rigorous (and 
parsimonious) reasoning; however

• The test should not be whether the pool is perfect.  In 
the final analysis, the test should be whether 
competition is better with the pool offered than without 
(including probability of modification through 
enforcement)

• Comparative advantage is the only kind



Assessing pools

• Where pool implies a choice of competitive model, do 
not reject pool as a means of forcing a different model
– Enforcement should not presume competition for the market 

is superior to competition within a standard
– Efficiency justifications for pool should be scrutinized on 

their own terms

• Different story where model is to avoid competition



Assessing pools

• Validity
– Invalid and expired IPRs should be excluded
– Incentives for pool members to test validity?
– Expert analysis of validity disputes, either for admission to 

the pool or to resolve disputes?
– Persuasiveness of expert analysis depends on how 

independent the expert is and whether the processes warrant 
trust

– Probable trade-off with ease of challenge and administrative 
cost of pool (note loser-pays provision in Toshiba pool)



Assessing pools

• Are pooled IPRs necessary for production?
– If not, reasons justifying pools do not justify inclusion
– Practical, market-conscious approach to necessity

• How to determine necessity?
– Trust expert hired by licensors? 
– Trust licensors?
– Investigate yourself?
– Licensee input?

• Do not mandate method but confidence in pool rests 
heavily on effectiveness of method



Assessing pools

• Exclusivity
– Ability to license outside the pool very important
– Applies to both members and improvers 

• Improvements/innovation
– Important that licensors and licensees are free to combine 

technology either to improve or compete with pooled 
technology

– What do pool terms imply for improvements by pool 
members?

– Grantbacks should be non-exclusive and bear royalties 
(Guidelines §5.6)



Assessing pools

• Royalties
– RAND-like system to licensees 
– MFN provision desirable
– How does royalty vary with value of IPRs?  Compare 

Toshiba pool’s detailed pricing with Philips’s per-unit 
structure  

– Does royalty decrease over time?
– Significance of royalty relative to the product? 



Assessing pools

• Information
– Should screen information necessary to operate pool from 

business side of individual firms.
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Introduction 

 I am pleased to have the opportunity to submit this testimony regarding cross-
licensing and patent pools in connection with the hearings being conducted jointly by the 
Antitrust Division of the  Department of Justice and the Federal Trade Commission on 
“Competition and Intellectual Property Law and Policy in the Knowledge-Based 
Economy.” 
 
 I offer personal observations today in response to the staff’s request.  The opin-
ions I express do not necessarily represent the views of my clients or other attorneys in 
my firm.  The views are based on my personal experiences both at the Federal Trade 
Commission and in private practice.  As Assistant Director of the Bureau of Competition 
at the FTC, I was responsible for antitrust enforcement actions in a variety of high-tech 
industries, including the computer hardware and software, and biotech, pharmaceutical 
and medical device industries.  In private practice, over the last four years, I have coun-
seled clients in these and other high-tech industries regarding licensing and patent pool-
ing issues. 
 
 I should also note that I currently chair the American Bar Association Section of 
Antitrust Law Intellectual Property Committee.  The Antitrust Section contributes not 
only to educating practitioners but also to furthering public policy debate regarding issues 
at the intersection of antitrust and intellectual property law through programs, publica-
tions, and on- line discussion.  The Section, has, for example, just published a second edi-
tion of the Federal Antitrust Guidelines for the Licensing of Intellectual Property: 
Origins and Applications.  We will also be sponsoring programs on some of the same 
issues being addressed during these hearings at the Antitrust Section’s Annual Spring 
Meeting later this month in Washington and at a two-day program on Antitrust and Intel-
lectual Property: Competition and Innovation in High-Tech Industries to be held June 6-
7 in San Francisco.  This testimony is my own, however, and is not submitted on behalf 
of the ABA. 
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 I applaud this joint FTC/DOJ initiative to explore critical issues at the intersection 
of intellectual property and competition law and policy.  Historically, many in the anti-
trust community viewed antitrust and patent law as necessarily in conflict, with the patent 
laws rewarding the inventor with a temporary monopoly frustrating the antitrust laws’ 
goals to preserve competition, sometimes characterizing patents as “an exception to the 
general rule against monopolies.”1  Increasingly it is recognized that intellectual property 
is like other forms of property, patents do not necessarily create market power, and even 
when an invention is so successful that a patent does represent market power, there is no 
conflict between antitrust and intellectual property law.  The two regimes are properly 
viewed as complementary, both aimed at encouraging innovation and competition.2  
Intellectual property law, by encouraging innovation, benefits consumers through the 
development of new and improved goods and services produced at reduced cost.  At the 
same time, antitrust law, by protecting competition, promotes innovation as well as price 
competition.  As Learned Hand put it so eloquently, “[p]ossession of unchallenged eco-
nomic power deadens initiative, discourages thrift and depresses energy; . . . immunity 
from competition is a narcotic, and rivalry is a stimulant, to industrial progress.”3  More-
over, economics teaches that the effect of technological progress quickly swamps even 
significant reduc tions in static efficiency over time.4  Antitrust must focus on dynamic 
effects in order to be relevant in the 21st century. 
 
 There are of course difficult issues at the intersection of antitrust and intellectual 
property law.  But with due respect for those that have expressed concern that the balance 
has tipped to give intellectual property “inappropriate weight,” I believe it is wrong to 
speak of a “tradeoff between intellectual property and antitrust.”5  Antitrust enforcers 
must get beyond believing that they must police patents.  It is equally inappropriate, of 
course, to characterize patentees as having “immunity from the antitrust laws.”6  “Intel-
lectual property rights do not confer a privilege to violate the antitrust laws.”7  As former 
Assistant Attorney General William Baxter once commented, a “promise by the licensee 
to murder the patentee’s mother-in- law is as much ‘within the patent monopoly’ as is the 
sum of $50.00, and it is not the patent law which tells us that the former agreement is not 
enforceable.”8  Issues at the antitrust/intellectual property interface are best resolved 
when each field has due respect for the other. 
 

                                                 
1 Precision Instrument Mfg. Co. v. Automatic Maintenance Machinery Co., 324 U.S. 806, 816 (1945). 
2 See, e.g., Atari Games Corp. v. Nintendo of America, Inc., 897 F.2d 1572, 1576 (Fed. Cir. 1990). 
3 United States v. Aluminum Company of America, 148 F.2d 416, 427 (2d Cir. 1945).   
4 See, e.g., F.M. Scherer & D. Ross, Industrial Market Structure and Economic Performance 31, 613 (3d 
ed. 1990). 
5 R. Pitofsky, Antitrust and Intellectual Property: Unresolved Issues at the Heart of the New Economy , 
Remarks Before the Antitrust, Technology and Intellectual Property Conference (March 2, 2001). 
6 Nobelpharma AB v. Implant Innovations, Inc., 141 F. 3d 1059, 1068 (Fed. Cir. 1998). 
7 United States v. Microsoft Corp., 253 F.3d 34, 63 (D.C. Cir. 2001) (quoting In re Indep. Serv. Orgs. Anti-
trust Litig., 203 F.3d 1322, 1325 (Fed. Cir. 2000)). 
8 W. Baxter, Legal Restrictions on Exploitation of the Patent Monopoly: An Economic Analysis, 76 Yale 
L.J. 267, 349-52 (1966). 
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 Patent Pools 
 
 Turning directly to the topic before us, the Department of Justice and Federal 
Trade Commission have provided much useful guidance to businesses and their counse-
lors in recent years with respect to antitrust rules for patent pools.  We now all look 
regularly to the 1995 DOJ/FTC Antitrust Guidelines for the Licensing of Intellectual 
Property (the IP Guidelines), DOJ Business Review Letters on the MPEG and DVD 
pools, and FTC enforcement actions, most notably In the Matter of Summit Technology, 
Inc.  Further clarification of the Guidelines or other pronouncements may be useful to 
refine policy in particular areas and additional enforcement actions may be warranted in 
certain factual circumstances to protect the public interest in competition.  This testimony 
summarizes my understanding of current governing legal principles and then returns to 
those areas that may warrant further clarification or enforcement action. 
 
 Most discussions of antitrust rules applicable to cross- licenses and pooling 
arrangements begin with a definition.  Some distinguish cross- licensing, that is the inter-
change of intellectual property rights directly between two or more persons, and patent 
pools, described as the aggregation of intellectual property rights, whether transferred 
directly by patentee to licensee or through some medium, such as a joint venture, set up 
specifically to administer the pool.9  The IP Guidelines explain simply that “cross- licens-
ing and pooling arrangements are agreements of two or more owners of different items of 
intellectual property to license one another or third parties.”  IP Guidelines ¶ 5.5. 
 
 It is also helpful at the outset to distinguish competing, complementary and 
blocking patents.  Competing patents are generally viewed as substitutes for each other, 
where there are separate patents covering alternative processes for manufacturing a 
product, for example.  Complementary patents cover technologies that may be used 
together and are not substitutes for each other.  One patent blocks another if it cannot be 
practiced without infringing on the basic patent.10 
 
 One of the bedrock principles of the IP Guidelines is that intellectual property 
licensing allows firms to combine complementary factors of production and is generally 
procompetitive.  IP Guidelines ¶ 2.0.  The Guidelines explain that such arrangements can 
lead to more efficient exploitation of intellectual property, benefiting consumers through 
the reduction of costs and the introduction of new products.  By increasing expected 
returns from intellectual property, licensing also increases the incentive for its creation 
and thus promotes greater investment in research and development. 
 
 Field of use, territorial, and other limitations on intellectual property licenses once 
condemned,11 are now recognized to generally serve procompetitive ends by allowing a 
                                                 
9 See, e.g., J. Klein, Cross-Licensing and Antitrust Law, Before the American Intellectual Property Law 
Association (May 2, 1997).   
10 See generally R. Andewelt, Analysis of Patent Pools Under the Antitrust Laws, 53 Antitrust L.J. 611 
(1984). 
11 See B. Wilson, Patent and Know-How License Agreements: Field of Use, Territorial, Price and Quantity Restric-
tions, in Antitrust Primer: Patents, Franchising, Treble Damage Suits 11, 12-14 (1970) cited in Sheila F. Anthony, 
Antitrust and Intellectual Property Law: From Adversaries to Partners, 28 AIPLA Quarterly Journal 1 (Winter 2000); 
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licensor to exploit its property as efficiently and effectively as possible.  By protecting a 
licensor or licensee from free-riding, these various forms of exclusivity may increase the 
licensor’s incentive to license and may give a licensee the incentive to invest in the 
commercialization and distribution of products embodying the licensed intellectual prop-
erty and to develop additional applications.  IP Guidelines ¶ 2.3. 
 
 The Guidelines recognize as a fundamental matter that antitrust concerns may 
arise when a licensing arrangement limits competition among entities that “would have 
been actual or likely potential competitors in a relevant market in the absence of the 
license.”  That is, antitrust concerns most often arise where a licensor and licensee are in 
a “horizontal relationship.”  IP Guidelines ¶ 3.1.  Thus, in most cases, restraints in intel-
lectual property licensing arrangements will be evaluated under the rule of reason.  The 
DOJ and FTC inquire whether a restraint is likely to have anticompetitive effects and, if 
so, whether the restraint is “reasonably necessary” to achieve procompetitive benefits that 
outweigh those anticompetitive effects.  IP Guidelines ¶ 3.4. 
 
 Supreme Court Precedent 
 
 Antitrust analysis of patent pools necessarily starts with Justice Brandeis’ seminal 
opinion in Standard Oil Co. v. United States, 283 U.S. 163, 170-77 (1931), which held 
lawful a patent pool among competing oil companies under the rule of reason as neces-
sary for each party to practice its own inventions since the patents were blocking.  The 
Supreme Court there rejected the government’s argument that the pool eliminated compe-
tition between patent owners in the independent licensing of their patents and thereby 
increased the manufacturing costs of gasoline. 
 
 The Standard Oil Court reasoned that settling conflicting patent claims by pooling 
can be economically beneficial and is often necessary for technological advancement:   
 

[a]n interchange of patent rights and a division of royalties according to 
the value attributed by the parties to their respective patent claims is 
frequently necessary if technical advancement is not to be blocked by 
threatened litigation. 

 
The Court concluded patent pools are necessary for technological progress where patents 
are blocking: 
 

This is often the case where patents covering improvements of a basic 
process, owned by one manufacturer, are granted to another.  A patent 
may be rendered quite useless, or “blocked,” by another unexpired patent 
which covers a vitally related feature of the manufacturing process.  
Unless some agreement can be reached, the parties are hampered and 
exposed to litigation.  And, frequently, the cost of litigation to a patentee is 
greater than the value of a patent for a minor improvement. 

                                                                                                                                                 
B. Wilson, Address Before Michigan State Bar Antitrust Section and Patent, Trademark and Copyright Section 
(September 21, 1972), partial text reprinted in 4 Trade Reg. Rep. (CCH) ¶ 13,125. 
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In upholding the oil industry pool, the Court stressed the fact that the cracking patents 
were available to all potential licensees:  “[i]f the available advantages [of the patents] are 
open on reasonable terms to all manufacturers . . . such interchange may promote rather 
than restrain competition.” 
 
 The Court was at the same time sympathetic to the government’s contentions that 
the royalty provisions imposed excessive fees and allowed the pool participants to fix 
prices.  The Court acknowledged the competitive threat posed: 
 

If combining patent owners effectively dominate an industry, the power to 
fix and maintain royalties is tantamount to the power to fix prices . . . 
Where domination exists, a pooling of competing process patents, or an 
exchange of licenses for the purpose of curtailing the manufacture and 
supply of an unpatented product is beyond the privileges conferred by the 
patents and constitutes a violation of the Sherman Act.  The lawful indi-
vidual monopolies granted by the patent statutes cannot be unitedly exer-
cised to restrain competition. 

 
The Court held that “[u]nless the industry is dominated, or interstate commerce directly 
restrained, the Sherman Act does not require cross- licensing patentees to license at 
reasonable rates others engaged in interstate commerce.”  In Standard Oil, the Court 
found substantial competition in the end product marketplace from gasoline made by 
other cracking processes and by older, non-cracking processes.  Therefore, the pool parti-
cipants did not have the kind of dominance necessary for the pool to be unlawful. 
 
 One other Supreme Court decision reflects the anticompetitive potential of patent 
pools.  Hartford-Empire Co. v. United States, 323 U.S. 386 (1945), involved a large pool 
of hundreds of patents relating to glass container manufacturing technology.  Over 94 
percent of all glass containers manufactured in the United States at the time were made 
on machinery licensed under the pool.  The pool was found to restrict competition by 
granting exclusive and semi-exclusive fields of use to manufacture types of glassware 
and by mandating production quotas for licensees in those fields.  The pool thus had the 
anticompetitive effect of precluding competition which otherwise would have occurred 
among patent owners in downstream markets. 
 
 While these hearings are primarily focused on patent practices, the Supreme Court 
decision in Broadcast Music, Inc. v. Columbia Broadcasting System, Inc., 441 U.S. 1, 23 
(1979), which addressed copyrights, is also instructive.  The Court there approved a 
blanket license for music copyrights to allow users to broadcast licensed works.  The 
Court rejected the argument that the licensing arrangement constituted illegal price fix-
ing, reasoning that agreement on price was necessary for the creation of a new product.  
If broadcasters had to negotiate with each individual holder of performance rights in each 
musical work, transaction costs would have been prohibitive.12 

                                                 
12 The IP Guidelines incorporate this concept by recognizing that “substantially reducing transaction costs” 
qualifies as an “efficiency enhancing integration of economic activity” sufficient to warrant rule of reason 
treatment of restraints in licensing arrangements.  IP Guidelines ¶ 3.4. 
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 Put simply, the case law stands for the proposition that pools are efficient 
mechanisms for dissemination of technologies that require access to a large number of 
patents held by multiple parties, but may also lessen competition in licensing of technolo-
gy and in downstream markets.  “The lawful individual monopolies granted by the patent 
statutes cannot be unitedly exercised to restrain competition.”  Standard Oil Co. v. United 
States, 283 U.S. at 174.  
 
 The 1995 IP Guidelines 
 
 Building upon the court decisions, the IP Guidelines explicitly recognize that 
patent pools may provide competitive benefits by (1) integrating complementary tech-
nologies, (2) reducing transaction costs, (3) clearing blocking positions, and (4) avoiding 
costly infringement litigation.  The key point is that patent pools are procompetitive 
where they serve to “promot[e] the dissemination of technology.”  IP Guidelines ¶ 5.5. 
 
 The Guidelines recognize that pools can also be anticompetitive.  Thus, the agen-
cies advise that pooling arrangements will be challenged as per se unlawful if they are 
“mechanisms to accomplish naked price fixing or market division.”  The Guidelines 
explain further that exclusion from a pooling arrangement where pool participants 
“collectively possess market power” may harm competition where “excluded firms 
cannot effectively compete in the relevant markets for the good incorporating the licensed 
technologies.”  Id.13 
 
 The Guidelines also warn that pooling arrangements may deter or discourage 
participants from engaging in research and development.  As the Guidelines explain, for 
example, an arrangement that requires members to grant licenses to each other “for 
current and future technology” may reduce incentives to engage in R&D.  Where 
members of a pool have to share successful R&D and each of the members can free ride 
on the accomplishments of other pool members, the arrangement may retard innovation.  
Id. 
 
 The DOJ Opinion Letters  

 Antitrust counseling today with respect to patent pools is driven largely by three 
DOJ Business Review Letters issued during 1997-1999.  Those letters state the Depart-
ment's present intention not to initiate enforcement action based upon the requestors’ 
representations and assurances but reserving the right to take action if the pools prove to 

                                                 
13 The leading antitrust treatise similarly advises that a patent licensing scheme that is “unreasonably exclu-
sionary” may be found unlawful because of the “market power of the participants and the success of the 
scheme in deterring entry without producing significant procompetitive benefits.” The treatise notes that 
the Supreme Court has condemned “arrangements under which the dominant firm or firms in an industry 
have pooled patents from a number of inventors and then denied rivals access to the technology.”  H. Hov-
enkamp, XII Antitrust Law, ¶ 2043 at 238 (1999 ed.) (citing United States v. Besser Mfg. Co., 96 F. Supp. 
304, aff’d, 343 U.S. 444 (1952) (Sherman Act violated where “the patentees have joined hands with the two 
largest competitors in the industry and by terms of their agreement have virtually made it impossible for 
others to obtain rights under those patents”)). 



 7

be anticompetitive in purpose or effect.  The three letters relate to the MPEG LA and 
DVD patent pools.14  
 
 In those letters, DOJ specifically identified potential competitive concerns and 
restrictions in the proposed pools to prevent such anticompetitive effects.  The letters 
explained that the pools might restrict competition:  
 

• among intellectual property rights within the pool; 
• among downstream products incorporating the pooled patents; or  
• in innovation among parties to the pool. 

 
To prevent such concerns the opinion letters set forth a road map of practices that should 
minimize antitrust risk.  Those limitations would require that patent owners:   
 

• limit pools to patents essential to implementing the standard;  
• ensure royalties are small relative to the total cost of manufacturing down-

stream products; 
• license on a nondiscriminatory basis to all interested persons; 
• allow each patent holder to license its patents outside the pool; 
• limit access to competitively sensitive proprietary information; and 
• avoid grantback provisions that limit incentives to innovate. 

 
 The Limitation to “Essential” Patents 

 A pool presents the greatest risk of harming competition when it is comprised of 
patents deemed to be “competing” or “substitutes.”  By combining substitute patents, a 
pool can be used as a price-fixing mechanism, ultimately raising the price of products and 
services that utilize the pooled patents.  Thus, Standard Oil focuses on combining “block-
ing patents” and the IP Guidelines focus on combining “complementary technologies.” 
 
 Price fixing was the core allegation in the FTC’s 1998 challenge to Summit Tech-
nology and VISX’s patent pool involving patents for photo refractive keratectomy (PRK) 
vision correcting eye surgery. 15  The FTC there alleged that Summit and VISX pooled 
existing and future patents in a partnership to license third parties.  Each firm “relinquish-
ed the right to unilaterally license” and each was given the right and power to prevent the 
pool from licensing any of the pooled patents.  Moreover, according to the FTC, the two 
firms agreed each would pay a per procedure fee to the partnership pool, the level of 
                                                 
14 See MPEG LA Business Review Letter (June 26, 1997); DVD 3C Business Review Letter (December 16, 
19980; DVD 6C Business Review Letter (June 10, 1999).  The MPEG LA pool contains patents used to 
imple ment the MPEG-2 standard approved as an international standard by the Motion Picture Experts 
Group of the International Organization for Standards (ISO) and others for compressing video data, allow-
ing savings in storage and transmission.  The DVD pools contain patents used to implement the Digital 
Versatile Disc-Video and Read-Only-Memory standard specifications adopted privately by the pool mem-
bers and one other firm.  The DOJ DVD letters refer only to members of the pools, but those pools are 
generally known by the number of companies in each pool (Philips, Pioneer, and Sony = 3C; Hitachi, 
Matsushita, Mitsubishi, Time Warner, Toshiba, and JVC = 6C). 
15 Summit Technology, Inc. and VISX, Inc., Dkt. No. D-9286, Complaint (March 24, 1998). 
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which would be set at the “higher of the amounts separately proposed” by either firm.  
The FTC characterized this arrangement as “price fixing under the guise of a patent 
cross- licensing arrangement.”16 
 
 In a key allegation, the FTC asserted Summit and VISX “could have and would 
have competed” with one another in the sale or lease of PRK equipment by using their 
respective patents, licensing them, or both, even “in the absence of” the pooling agree-
ment.  The FTC alleged Summit and VISX also “would have engaged in competition” 
with each other in connection with the licensing of technology related to PRK.  While 
recognizing the Summit-VISX pool reduced the uncertainty and expense associated with 
patent litigation, the FTC nonetheless reasoned that Summit and VISX could have enter-
ed “simple licenses or cross-licenses that did not dictate prices to users or restrict entry,” 
and, significantly, “patent infringement would not have precluded either firm from 
coming to market.” 
 
 The three DOJ Business Review Letters address the concern that the pool be 
comprised only of blocking or complementary and not substitute patents by requiring that 
pooled patents be “essential” as opposed to “merely advantageous” to implement the 
standard.  Much of the analysis in the DOJ opinion letters is on the independence of the 
expert retained to assess essentiality as a guarantor that the patents are complements, not 
substitutes.  The letters also address the specific “essentiality” standard applied, which is 
“technical essentiality” in one pool, “necessary as a practical matter” for which existing 
alternatives are “economically unfeasible” in the second, and “no ‘realistic’ alternative” 
in the third, interpreted to mean “economically feasible.” 
 
 Inclusion of two or more non-essential patents may in fact be necessary for a pool 
to be used as a price fixing scheme.  Even the inclusion of one non-essential patent, 
however, risks foreclosing markets to competing patents outside the pool.  A licensee 
would not be expected to purchase both a pool license, with non-essential patents 
included, and a non-essential substitute, even if that substitute might be superior. 
 
 Practical Issues 
 
 There are several practical issues that arise in implementing the current standard.   
 
 First, the DOJ Business Review Letters state that a fundamental premise in the 
analysis is that the patents to be licensed are valid since a licensing scheme premised on 
invalid intellectual property will not withstand antitrust scrutiny.  More generally, the IP 
Guidelines require analysis based upon a conclusion that patents are valid and would be 
infringed in the absence of the license, and blocking or complementary.  Definitive 
conclusions as to such issues, however, are often made only after years of litigation.  In 
most situations, firms must make licensing or cross- licensing decisions without even the 
luxury of hiring an independent expert.  In practice, business decisions must be made in a 
world of uncertainty.  Business officials require guidance as to whether conduct is lawful 
                                                 
16 Prepared Statement of the Federal Trade Commission, Before the United States Senate Committee on 
the Judiciary, Subcommittee on Antitrust, Business Rights, and Competition (March 22, 2000). 
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or not depending upon reasonable judgments made in good faith, and should not face 
treble damages if a patent thought to be valid turns out to be invalid or a conclusion that a 
patent is blocking is proven wrong.  Further guidance would be useful to the effect that it 
is appropriate to rely upon good faith, reasonable determinations that it is more likely 
than not that a patent is valid and infringed.  
 
 On the other side of the equation, firms that take licenses to patent pools ought to 
have a mechanism to bring relevant information regarding the validity and essentiality of 
patents in the pool to the attention of the pool’s expert.  Small individual licensees of a 
large portfolio of patents otherwise have little incentive to mount an expensive legal 
challenge where even if successful they are likely to knock out only a small percentage of 
patents in the portfolio, and benefit all licensees.  Even where the royalty allocation 
formula provides some incentive to pool members to exclude non-essential patents, an 
effective mechanism is necessary for licensees to do likewise, and reduce the royalty as a 
consequence.  Otherwise, there should be a legitimate concern that combining patents of 
“uncertain scope and validity” strengthens all of the patents in the pool since a challenger 
only needs to lose on one patent to be enjoined.  This concern has been expressed by the 
FTC in several merger cases challenging the creation of a “killer patent portfolio.”17   
 
 A further issue is raised as to the meaning of “essentiality” where some patents 
may be technically essential to implement a standard but are not essential as a practical 
matter for certain potential licensees.  This may be the case, for example, where potential 
licensees already have a license to some of the patents in the pool under an agreement 
with a member of the pool.  Current practice for at least some pools appears to be to insist 
that all prospective licensees take a single license to the pool’s entire patent portfolio, 
leaving prospective licensees a coercive “take it or leave it” choice that is not a “realistic 
economic choice.”  The effect is to condition a license to some patents to a license to 
others.  Ease of administration may be a valid justification for package licenses of block-
ing or complementary patents where such licenses are voluntary, for the mutual conven-
ience of the parties.18  But conditioning a license on taking a license to all the patents of 
multiple patent owners combined in a single portfolio that a particular firm does not need 
leaves the firm paying twice for the right to use the technology.  Mandatory package 
licensing ought to be unlawful where a firm is compelled to accept licenses under patents 
that are “not necessarily needed.”19 
 

                                                 
17 See Ciba-Geigy, Ltd., 123 F.T.C. 842 (1997) (“[t]he merger will heighten barriers to entry by combining 
portfolios of patents and patent applications of uncertain breadth and validity, requiring potential entrants to 
invent around or declare invalid a greater array of patents”; “[t]he merger will create a disincentive in the 
merged firm to license intellectual property rights or to collaborate with other comp anies”; “[w]hereas 
before the merger third parties might have had the option of licensing one party’s patents or challenging the 
validity of the other’s, the merger created a “killer” patent portfolio so broad as to create a disincentive to 
license third parties”); Hoechst A.G., Dkt. C-3919 (2000).  See also  W. Tom and J. Newberg, “U.S. En-
forcement Approaches to the Antitrust/Intellectual Property Interface,” in Competition Policy and Intel-
lectual Property Rights in the Knowledge-Based Economy 343, 371 (1998).  
18 See, e.g., Automatic Radio Mfg. Co. v. Hazletine Research, Inc., 339 U.S. 827, 833 (1950).  
19 International Mfg. Co. v. Landon, Inc., 336 F.2d 723, 729-30 (9th Cir. 1964), cert. denied, 379 U.S. 988 
(1965). 
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 Potentially even more troubling, what is essential may change over time, if 
licensees have the incentive to innovate in ways that may reduce costs.  On the other 
hand, if there is no mechanism for existing licensees or new entrants to establish that a 
patent is not essential and to pay lower royalties when such firm only needs a portion of 
the patents in a pool, there will be little incentive to improve upon the standard. 
 
 The answer sometimes raised to these sorts of concerns is the suggestion that 
licenses are always available from the individual patent holders and therefore such a 
restraint is not problematic.  DOJ is correct to mandate that pools of complementary 
patents be non-exclusive and licensors retain the right to license their patents individu-
ally.  Otherwise, as in Summit-VISX, pool members might exclude competitors from 
access to the pooled technologies by requiring mutual consent among the participants 
before licenses under any of the pooled technologies may be granted.  Still, individual 
patent holders will only license their patents outside the pool when it is in their individual 
interest to do so.  The theoretical prospect that potential licensees can obtain individual 
licenses from a large number of individual patent holders in a pool at a total “reasonable” 
price is unrealistic, given the transaction costs that justify the creation of the pool in the 
first place and the target price set by the pool’s own allocation formula.  It is likely that 
the sum of individually nego tiated royalties will exceed the price for the entire pool. 
 
 Foreclosure of Competition in Related Markets 

 Patent pooling arrangements may affect competition not only in the technology 
market, but also in related downstream markets that use the pooled technologies as 
inputs.  For example, in the DVD Business Review Letters, DOJ recognized the pools 
might affect competition in downstream markets such as markets for the production of 
DVD players and discs and for the creation of content to be incorporated onto DVD 
discs. 
 
 The DOJ Business Review letters approved the MPEG and DVD pools with limi-
tations aimed at ensuring they would not foreclose competition in downstream markets.  
First, DOJ noted in each case that the agreed royalty was a “tiny fraction” of downstream 
product prices or “small relative to the total costs of manufacture.”  Second, DOJ empha-
sized that the proposed pool “should enhance rather than limit access to the Licensors’ 
‘essential’ patents” because the pool is required to license “on a non-discriminatory basis 
to all interested parties,” and cannot “impose disadvantageous terms on competitors.”   
 
 Indeed, in the MPEG letter, DOJ approved having a common licensing admini-
strator “grant licenses . . . on a nondiscriminatory basis,” and collect royalties, and 
distribute them pro-rata . . . pursuant to a pro-rata allocation based on each Licensor’s 
proportionate share of the total number of Portfolio patents.”  DOJ required that the 
licensor provide the “same terms and conditions to all would-be licensees” and required 
that MPEG incorporate a “most- favored-nation” clause ensuring against any attempt to 
discriminate to the disadvantage of rivals. 
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 In seeking the Business Review Letter, the companies in the 6C pool represented 
to the government that the licensors would make the essential DVD patents available on 
“fair, reasonable and non-discriminatory terms” for the manufacture of products 
conforming to the DVD specifications.  The companies reiterated this representation in 
arguing the 6C pool would “provide substantial competitive benefits without curtailing 
competition”:  
 

“The DVD Licensing Program does not threaten to disadvantage competi-
tors. … [T]he MOU here obligates members of the pool to make all of 
their present and future essential DVD patents available on fair, reason-
able and non-discriminatory terms to third parties. . . . The DVD Portfolio 
License . . . includes a most- favored nations clause entitling any licensee 
to the benefit of favorable royalty terms offered to any other licensee.” 

 
The companies also argued that the royalty rates proposed by the DVD pool were “reas-
onable.”  The companies concluded that “[b]y facilitating licensing of DVD technology, 
the Licensing Program will also make the benefits of this new technology broadly avail-
able to consumers more quickly and encourage the development of competition among 
DVD products, thereby reducing prices and increasing the performance and functionality 
that consumers may expect in the marketplace.” 
 
 In approving the pool, DOJ considered whether the pool was “likely to impede 
competition . . . between any Licensor and licensees or other third parties.”  DOJ con-
cluded, in its Business Review Letter, “[b]ased on what you have told us, the proposed 
licensing program does not appear to have any anticompetitive potential in the markets in 
which the licensed technology will be used.”  The Justice Department reached this 
conclusion because  
 

“First, the agreed royalty is sufficiently small relative to the total costs of 
manufacture. . . . Second, the proposed program should enhance rather 
than limit access to the Licensors’ ‘essential’ patents.  Because [the pool] 
must license on a non-discriminatory basis to all interested parties, it 
cannot impose disadvantageous terms on competitors, let alone refuse to 
license them altogether.” 

 
DOJ noted also that “each Licensor’s commitment to license its ‘essential’ patents inde-
pendently of the pool on reasonable, non-discriminatory terms may further ensure that the 
proposed program facilitates, rather than forecloses, access.” 
 
 Practical Issues 
 
 Several issues are raised by this analysis. 
 
 First is the question what is a “reasonable” royalty.  In its letter on the 6C pool, 
DOJ itself recognized that “the meaning of ‘reasonable” is open to various interpreta-
tions.”  While intuitively a royalty of less than a few percentage points may seem small, 
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there is no standard in either the DOJ opinion letters or in the case law to guide business 
officials. 
 
 Closely related to the first point is what happens over time.  The MPEG and DVD 
per disc royalties are set in cents per unit while the DVD player royalties are set as a 
percentage of sales price with a minimum per unit fee.  The problem with this approach is 
that a royalty that appears small when imposed may grow to be significant over time as 
costs of producing downstream products fall, as they often do in high- tech industries.  In 
order to be considered small, parties should be required to charge a percentage royalty – 
or at least have a percentage cap – that cannot grow to be more significant over time.   
 
 Also related is the question of how to account for multiple royalties imposed by 
different pools or independent technology owners in evaluating whether a royalty is 
small.  Coincidentally, the three patent pools addressed in the DOJ opinion letters, 
MPEG, DVD 3C and  DVD 6C, all apply to DVD disc manufacturers.  In fact, in addi-
tion, royalties may be imposed on disc manufacturers by several other sources as well.  In 
evaluating the reasonableness of a royalty, the relevant figure may well be the sum of all 
royalties imposed, and not just that imposed by a single pool. 
 
 In addition, further clarification is essential as to permissible discrimination.  The 
DVD pools appear to have narrowed their representations limiting discrimination without 
comment in the DOJ Business Review Letters compared to the MPEG pool.  The MPEG 
letter clearly provides that the pool will provide “the same terms and conditions to all 
licensees.”  On the other hand, the DVD 3C pool includes only a “most favorable condi-
tions” clause entitling licensees to the benefit of any lower royalty “rate” granted 
licensees under “otherwise similar and substantially the same conditions.”  The DVD 6C 
pool promised “a most- favored nations clause” entitling licensees to the benefits of 
“favorable royalty terms offered to any other licensee.”  In practice, the DVD pools are 
now offering different royalty rates to different licensees, depending upon when prospec-
tive licensees sign licenses.  Even when offering the same royalties, the DVD pools are 
offering different terms to different licensees.  Given the potential for significant differ-
ences in effective price through non-price terms, such discrimination may swallow the 
prohibition if allowed. 
 
 Some discrimination may be appropriate, in licensing firms using pooled technol-
ogy in different applications.  Indeed, the DOJ Business Review Letters, without com-
ment, allow the DVD pools to charge different rates to firms producing DVD players and 
those producing DVD discs.  Thus, for instance, it might be appropriate to allow different 
royalties rates to be charged firms selling stand-alone DVD players to be used with 
televisions and to firms selling computers with DVD drives, so long as those downstream 
products do not compete.  All firms producing competing products must, however, be 
treated similarly to prevent the pools from being used to foreclose downstream competi-
tion. 
 
 Finally, and perhaps most significant, I understand that there are situations where 
pool members have a license to pooled technology at zero royalty, or at some royalty less 
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than that charged under the pool licenses to independent licensees.  That is, discrimina-
tory royalties are being charged to similarly situated firms that compete in downstream 
markets, imposing disadvantageous terms on independent competitors that have to take 
the pool license.  The combined impact of a substantial royalty and this discrimination 
completely undermines the theoretical justification for patent pooling: the dissemination 
of technology.  That is, such a pool is no longer “an efficient and procompetitive method 
of disseminating [intellectual property] rights to would-be users.”  It is instead a de facto 
exclusive agreement to limit licensing and stop competition.20  The adverse effect of this 
practice is to allow inefficient competitors to dominate downstream markets by 
combining the power of the patents in the pool to the exclusion of efficient independent 
competitors.  The preferred approach, approved in the MPEG Business Review Letter, is 
to require each of the pool members to pay royalties to an independent administrator, and 
obtain their proportionate share of all royalties in a lump sum distribution.  
 
 Effect on Innovation 

 It is also necessary to consider the impact of patent pools on innova tion.  The DOJ 
Business Review Letters require that pools not discourage innova tion, either through 
“outright prohibition or economic incentives,” by any licensor or licensee developing 
rival products or technologies. 
 
 The government has paid particular attention to grantback clauses, noting that 
grantbacks may reduce licensees’ incentives to innovate and threaten competitive harm.  
In approving the 3C pool, DOJ considered grantback obligations which it concluded 
would likely force cross- licenses on “reasonable, non-discriminatory conditions” only on 
“already extant” essential patents.  DOJ noted that the scope of the grantback was 
“commensurate” with that of the pool, covering only essential patents.  The Business 
Review Letter concluded that the grantback was “so narrow” that it should not create any 
disincentive among licensees to innovate.  Moreover, the grantback could limit holdouts’ 
ability “to extract a supracompetitive toll” from licensees and lower licensees’ costs in 
assembling the patent rights essential to compliance with the standard. 
 
 In the DVD 6C letter, DOJ approved grantback provisions that plainly covered 
essential patents obtained in the future on the grounds that the grantback was “commen-
surate” with that of the license.  Moreover, the pool’s royalty allocation formula weighted 
royalties so newer patents were weighted more heavily than older ones.  DOJ reasoned 
that the pool thus did not prevent firms from capturing value in non-essential technology 
and licensors would benefit from introducing new essential patents into the pool. 
 
 In this context, DOJ has also focused attention on termination rights that allow 
withdrawal from a particular licensee’s portfolio license if the licensee sues for infringe-
ment and refuses to grant a license on fair and reasonable terms.  DOJ has approved pools 
with a partial termination right, allowing a licensor to withdraw from a licensee’s port-

                                                 
20 See DOJ/FTC Antitrust Guidelines for the Licensing of Intellectual Property ¶ 4.1.2, Ex. 11 (“nominally 
non-exclusive” licenses may be “exclusive in fact” and “give rise to the same concerns as posed by formal 
exclu sivity”).  
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folio license if sued for infringement of an essential patent or a related patent by a licen-
see that refuses to grant a license on “fair and reasonable terms.”  At the same time, how-
ever, DOJ expressed concern that a partial termination right designed to benefit all port-
folio licensees would function much like a compulsory grantback, and thus could have a 
significant impact on the incentive of licensees to engage in R&D. 
 
 Practical Issues 
 
 In recent years, a number of standards agreements and patent pools in high-tech 
industries have contained broad grantback provisions and termination rights.  Such provi-
sions certainly cannot be characterized as narrow, limited to essential, extant patents, or 
commensurate with the license.  Promoters of these provisions have argued that they lead 
to broad cross- licensing and are therefore efficient.  On the other hand, these provisions 
may reduce incentives for innovation rivalry.  For instance, I have seen agreements that 
automatically terminate a party’s license if a licensee initiates any infringement action.  
Notably, such provisions (1) cover entirely unrelated technology, (2) cover future as well 
as present patents, (3) cover non-essential as well as essential patents, and (4) provide for 
termination regardless of the other firm’s willingness to grant a license on reasonable 
terms.  Potential licensees often have little choice but to accept such terms. 
 
 Further guidance on the practical issues identified above through revised Guide-
lines, additional Business Review Letters and enforcement actions would give a clearer 
roadmap to intellectual property owners considering forming patent pools and to 
businesses negotiating licenses with such pools. 



ANTITRUST, PATENT POOLS, AND THE 
MANAGEMENT OF UNCERTAINTY 

 
Joshua A. Newberg* 

 
 
I. INTRODUCTION 

 
Much has been written in recent years on the role of antitrust 

law in regulating the conduct of combinations of high-technology 
firms.1  Some commentators have concluded that existing law is equal to 
the tasks of distinguishing the procompetitive benefits from the 
anticompetitive effects of such combinations and policing the 
anticompetitive restraints appropriately.2  Others have suggested that 
some important policy concerns -- most notably the encouragement of 
technological innovation -- are not adequately addressed by 
established antitrust analysis , and that significant changes in antitrust 
doctrine and enforcement policy are needed.3  Because antitrust is 
essentially a common-law field in which the basic statutes are written in 
the most general terms and new legislation tends to be rare and 
incremental, any agenda for significantly changing antitrust analysis 
must contend with the case law. 

This article critically evaluates the antitrust case law that has 
been applied to patent pooling arrangements -- a specific type of 
combination that is often employed by high-technology firms.  Section I 
briefly reviews the major antitrust policy issues that arise in the analysis 
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of patent pools. Section II analyzes four of the leading United States 
Supreme Court cases applying antitrust law to pooling arrangements.  In 
Section III, two high-technology patent pooling arrangements recently 
reviewed by the Justice Department and the Federal Trade Commission -
- the MPEG-2 and Summit/VISX patent pools 4 -- are analyzed under 
antitrust doctrine derived from Supreme Court cases and in light of 
current policy concerns. Consideration of the complex facts of these 
two recent cases highlights serious weaknesses in the established 
antitrust analysis of patent pools and suggests an agenda for future 
doctrinal development.      
 
 
II. ANTITRUST CONCERNS IN THE ANALYSIS OF PATENT 

POOLS 
 
Although they take many different forms, patent pooling 

arrangements are essentially reciprocal agreements to share patent 
rights.  Because a patent is a right to exclude, the basic legal mechanism 
for sharing patent rights in a pool is a "mutual agreement among patent 
owners to waive their exclusive patent rights."5 

The threshold concern in the antitrust analysis of patent pools 
is allocative efficiency; that is, in this context, avoiding the deadweight 
loss of monopoly attributable to the exercise of market power by firms 
that have combined to share intellectual property rights in a pooling 
arrangement.6 Above and beyond the traditional concern with static 
allocative efficiency is that of fostering technical innovation or dynamic 
efficiency.7  The concern with innovation or dynamic efficiency holds 

                                                 
4.  MPEG-2, Business Review Letter, 1997 DOJBRL LEXIS 14 

(Dep’t of Justice Jun. 26, 1997); Summit Technology, Inc., FTC Dkt. No. 
9286 (Aug. 21, 1998), available at 
http://www.ftc.gov/os/1998/d09286viagr.htm. 

5.  Roger B. Andewelt, Analysis of Patent Pools Under the Antitrust 
Laws, 53 ANTITRUST L.J. 611 (1984). 

6.  See generally WARD S. BOWMAN, JR., PATENT AND ANTITRUST 

LAW: A LEGAL AND ECONOMIC APPRAISAL 1 (1973) (common goal of patent 
and antitrust law is wealth maximization). 

7 One commentator expressed the relative importance of static and 
dynamic efficiency as follows: 

An antitrust policy that reduced prices by 5 percent 
today at the expense of reducing by 1 percent the 
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within it at least two conceptually distinct dimensions to be considered 
in the evaluation of pooling arrangements: First, the encouragement of 
initial inventive innovation, and second, follow-on or sequential 
innovation.8  As will be illustrated by the cases discussed below, 
pooling arrangements may enhance both static and dynamic efficiency 
by, for example "integrating complementary technologies, reducing 
transaction costs, clearing blocking positions, and avoiding costly 
infringement litigation.”9  On the other hand, depending on their 
structure and restraints, patent pools can also reduce static and 
dynamic efficiency.10 

Whether a pooling arrangement is likely to be procompetitive 
or anticompetitive is substantially determined by the economic 
relationship of the pooled patents. The conventional taxonomy 
describes the economic relationships among pooled patents as 
competing, complementary, blocking, or unrelated.11  Combinations of 

                                                                                                 
annual rate at which innovation lowers the costs of 
production would be a calamity.  In the long run a 
continuous rate of change, compounded, swamps static 
losses. 

Frank H. Easterbrook, Ignorance and Antitrust, in Jorde & Teece, supra  
note 1, at 122-23. 

8.  On the economics of incremental or sequential innovation, see, 
e.g., John H. Barton, Patents and Antitrust: A Rethinking in Light of 
Patent Breadth and Sequential Innovation, 65 ANTITRUST L. J. 449 (1997); 
Jerry R. Green & Suzanne Scotchmer, On the Division of Profit in 
Sequential Innovation, 26 RAND J. ECON. 20 (1995); Howard F. Chang, 
Patent Scope, Antitrust Policy, and Cumulative Innovation, 26 RAND J. 
ECON. 34 (1995); Robert P. Merges & Richard Nelson, Market Structure 
and Technical Advance: The Role of Patent Scope Decisions, in Jorde & 
Teece, supra   note 1, at 82.  A central and vigorously debated issue in this 
literature is the socially optimal division of returns among initial innovators 
and follow-on innovators.  See Barton, supra , at 450-53 (summarizing 
sources).   

9.  U.S. Department of Justice & Federal Trade Commission, 
ANTITRUST GUIDELINES FOR THE LICENSING OF INTELLECTUAL PROPERTY 
§ 5.5 (Apr. 6, 1995)(Hereinafter IP Guidelines); see also  Andewelt, 
supra  note 5, at 615-17.  

10.  See Andewelt, supra note 5, at 617-619.  
11.  See Id. at 613-14; see also  BOWMAN, supra  note 6, at 200  

("Merging of patents, like merging of other assets, may be horizontal, 
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complements generally establish vertical relationships.12  Thus the 
combination of complements in a patent pooling arrangement promises 
the economic benefits of vertical integration; particularly, the reduction 
of transaction costs and the elimination of successive monopolies or 
"double marginalization."13  In the purest case, the relationship is  
completely vertical if two firms each possess patents that would block 
the other from using its respective technologies, and it is not possible 
for either firm to invent around the other’s position or challenge its 
validity or scope.14   In such a case, the firms would not “have been 
actual or likely potential competitors in a relevant market in the absence 
of the license.”15  The connection between blocking relationships and 
innovation bears emphasis because what is paradigmatically "blocked" 
in a "blocking" relationship among patents is the practice of an 
innovative, patented improvement upon an existing patented 
invention.16  "Blocking" is a well-recognized problem of patent scope 

                                                                                                 
vertical, or conglomerate."). 

12.  See IP Guidelines § 3.3 
13.  See generally W. KIP VISCUSI, JOHN M. VERNON & JOSEPH E.  

HARRINGTON,  JR., ECONOMICS OF REGULATION AND ANTITRUST 221-24 
(1992). 

14.  The IP Guidelines describe the problem of blocking patents as 
follows:  

Sometimes the use of one item of intellectual property 
requires access to another.  An item of intellectual 
property “blocks” another when the second cannot be 
practiced without using the first.  For example, an 
improvement on a patented machine can be blocked by 
the patent on the machine.  Licensing may promote the 
coordinated development of technologies that are in a 
blocking relationship. IP Guidelines § 2.3.   

15.  Id., § 3.3. 
16.  See, e.g., Standard Oil Co. (Indiana) v. United States, 283 U.S. 

163, 171 n.5 (1931)(blocking often arises "where patents covering 
improvements of a basic process, owned by one manufacturer, are granted 
to another")(emphasis added);  Carpet Seaming Tape Licensing, 616 F.2d 
1133, 1142 (9th Cir. 1980)(noting "well-established law that patents on 
basic processes and products may block patents on improvements to 
those products and processes"), cert. denied, 464 U.S. 818 (1983); 
International Nickel Company v. Ford Motor Company, 166 F. Supp. 551, 
565-66 (S.D.N.Y. 1958)(upholding non-exclusive grantback where practice 
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that typically arises when an improvement upon an existing patented 
invention is sufficiently useful, novel, and nonobvious to be patented 
itself: 

Two patents are said to block each other when one 
patentee has a broad patent on an invention and 
another has a narrower patent on some improved 
feature of that invention.  The broad patent is said to 
"dominate" the narrower one. In such a situation, the 
holder of the narrower ("subservient") patent cannot 
practice her invention without a license from the 
holder of the dominant patent.  At the same time, the 
holder of the dominant patent cannot practice the 
particular improved feature claimed in the narrower 
patent without a license.17  

Where such a blocking relationship exists, a licensing arrangement that 
permits the practice of the subservient improvement patent encourages 
sequential innovation and is therefore procompetitive.  At the opposite 
pole, firms would be solely horizontal competitors if their intellectual 
property were pure substitutes.  In that case, price, output, or territorial 
restraints in connection with a cross-licensing or pooling arrangement 
could harm competition in the same manner as such restraints among 
competitors can do so outside the intellectual property context.18  It 
follows, then, that the characterization of the economic relationship 
among pooled patents is crucial to the antitrust analysis of any patent 
pooling arrangement.   

Unfortunately, intellectual property often defies orderly 
categorization.  The relationships among patents may, for example, have 

                                                                                                 
of improvements upon licensed patents would be otherwise blocked); 
Mark A. Lemley, The Economics of Improvement in Intellectual Property 
Law, 75 TEX. L. REV. 989, 1009-10 (1997)("Blocking" arises where "[t]he 
original patent owner can prevent the improver from using his patented 
technology, but the improver can also prevent the original owner from 
using the improvement."); Andewelt, supra  note 5, at 614 ("If the 
practicing of your discovery infringes the patent on the invention that you 
improved upon, you cannot practice your patent unless you receive a 
license under that basic patent.  In such case, the original patent "blocks" 
the practicing of your patent.").  

17.  Robert P. Merges & Richard R. Nelson, On the Complex 
Economics of Patent Scope, 90 COLUM. L. REV. 839, 860-61 (1990). 

18.  IP Guidelines § 5.5. 
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both complementary and horizontal aspects.19  Alternatively, the 
relationship among some patents may be best described as 
fundamentally uncertain or indeterminate.  In part, this stems from the 
nature of the patent system.  A patent is, after all, no more than a right 
to exclude based on a recitation of claims allowed by the Patent and 
Trademark Office; the right to bring an infringement lawsuit.  Although 
it is only infringement litigation that offers a formal test of a patent’s 
exclusionary power, untested perceptions of a patent’s breadth or of a 
patent’s “strength” or “weakness” may literally move markets.  And as 
we shall see below, such perceptions can play a crucial part in the 
formation and conduct of patent pools.   
 
 
III. SUPREME COURT POOLING CASES 

 
A. Bement v. National Harrow: Horizontal Combination 

Allowed20 
 
The first Supreme Court case to apply the Sherman Act to a 

patent pooling arrangement was E. Bement & Sons v. National Harrow 
Co.21 In the Bement case, the Court favored the economic interests and 
legal rights of initial patent holders to the virtual exclusion of other 
important concerns, such as static efficiency and incentives for follow-
on innovators.  The result was a legal blessing for an industry-wide, 
price-fixing patent pool that accomplished no apparent integration of 
complementary technologies.        

The technology at issue in Bement -- a farming implement 
called a “float spring tooth harrow” -- was the subject of several patent 
infringement suits among various manufacturers in the late 1880s and 

                                                 
19.  Cf. Bowman, supra  note 6, at 202 ("[T]he relationship that 

patents bear to each other is not often an either/or  matter.  The 
relationship of patented processes or products can be competing, 
complementary, or blocking, or a little of each"); see also  Gilbert Goller, 
Competing, Complementary and Blocking Patents: Their Role in 
Determining Antitrust Violations in the Areas of Cross-Licensing, Patent 
Pooling and Package Licensing, 50 J. PAT. OFF. SOC’Y 723 (1968). 

20.  Portions of this discussion have been adapted from Willard K. 
Tom & Joshua A. Newberg, Antitrust and Intellectual Property: From 
Separate Spheres to Unified Field, 66 ANTITRUST L. J. 167 (1997). 

21.  186 U.S. 70 (1902). 
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the first months of 1890.  In September of 1890, six of the firms that had 
been parties to the patent infringement litigation settled their lawsuits 
and agreed to assign their float spring tooth harrow patents -- eighty-
five in all -- to the newly-formed National Harrow Company (National 
Harrow).  In exchange for assigning their patents to National Harrow, 
the six firms received shares in the Company and a license to 
manufacture and sell float spring tooth harrows.  The pool quickly grew 
from six to twenty-two firms accounting for over 90% of float spring 
tooth harrow production and sales in the United States.  The pooling 
agreement contained numerous restrictions and obligations, three of 
which bear particular attention.  Pool members were: (1) obliged to pay 
to National Harrow a one-dollar royalty for each harrow sold, (2) 
required to adhere to a price schedule set by National Harrow, and (3) 
obligated to manufacture and sell only the type of harrow they had been 
manufacturing at the time they entered into the license with National 
Harrow.  When one of the pool members -- E. Bement & Sons -- refused 
to follow the price schedule, National Harrow sued for breach of 
contract.  Bement raised the defense that the contract by which it had 
joined the pooling arrangement was invalid and unenforceable because 
it violated the Sherman Act.  Holding for National Harrow, the Supreme 
Court explained:       

... [T]he general rule is absolute freedom in the use 
or sale of rights under the patent laws of the United 
States. The very object of these laws is monopoly, 
and the rule is, with few exceptions, that any 
conditions which are not by their very nature illegal 
with regard to this kind of property, imposed by the 
patentee and agreed to by the licensee for the right 
to manufacture or use or sell the article, will be 
upheld by the courts. The fact that the conditions 
in the contracts keep up the monopoly or fix prices 
does not render them illegal.22  

In its reasoning, the Court begins with the premise that a patent confers 
a "monopoly."  The patent "monopoly" here is not the same as the 
economic "monopoly" in current antitrust analysis of market power.23  It 
is rather the bundle of exclusionary rights granted by society to the 

                                                 
22.  Id. at 91 (emphasis added). 
23.  See, e.g., IP Guidelines § 2.2 (defining "market power" as "the 

ability to maintain prices above, or output below, competitive levels for 
a significant period of time"). 
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patentee in exchange for the benefits of inventive activity.24  In the 
opinion of the Bement Court, that "bundle" included the rights to 
combine with other patentees in industry-wide pooling arrangements.25  
Intertwined with the arguments based on the rights of the patent holder, 
the Court articulated several additional justifications for the restraints in 
the patent pooling agreement: The pool provided the basis for settling 
"a large amount" of infringement litigation; in its view, "a legitimate and 
desirable result in itself."26  Fixing the sale price of the manufactured 
harrows was also "appropriate and reasonable," given the "nature" and 
"value" of the implements, and the patent holder’s right to set the price 
at which a licensee sells a product manufactured with the licensed 
patent.27 Even the restriction that barred any pool member from using 
any technology other than that which he had contributed to the pool 
was lawful: first, because the restraint "had no purpose to stifle 
competition," nor to "prevent the licensee from attempting to make any 
improvement in harrows”; and second, because the prohibition 
prevented Bement from infringing the patents of other pool members.28  

Although Bement has an internal philosophical coherence that 
follows from the Court’s expansive understanding of the patentee’s 
rights, the decision is fundamentally flawed.  It is instructive, 
nevertheless, for the analytical issues it raises.  One threshold problem 
with the opinion is its failure to inquire rigorously into the economic 
relationship among the pooled patents and relevant market or markets 
affected by the pooling arrangement.  Although the Supreme Court’s 
opinion is ambiguous as to the precise economic relationship of the 
pooled patents, factual accounts in lower court cases strongly suggest 
that most or all of the National Harrow pool members held patents 
covering competing methods or designs for manufacturing float spring 
tooth harrows.29  It also seems likely that the pool included some 
complementary patents of use in manufacturing float spring tooth 
harrows.  But since the pool prohibits members from integrating the 
complementary patents of other members, no economic benefit was 

                                                 
24.  Bement, 186 U.S. at 88-89. 
25.  Id. at 91, 93. 
26.  Id. at 93.  
27.  Id. 
28.  Id. at 94 (emphasis added). 
29.  See generally National Harrow Co. v. E. Bement & Sons, 47 

N.Y.S. 462 (1897); National Harrow v. Hench, 76 F. 667 (E.D. Pa. 1896). 
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realized from "combining" the complements in the National Harrow pool. 
  

What are the relevant markets for purposes of analyzing the 
effects of the National Harrow patent pool? There appear to be two: A 
"technology" market for patents covering the manufacture of float 
spring tooth harrows, and a "goods" market for the harrows themselves. 
 A technology market is appropriate in this case because there seem to 
have been market transactions for the patents (manufacturers buying, 
selling, and licensing harrow patents) that were separate and distinct 
from the sales of the manufactured harrows to wholesalers or directly to 
farmers.30  Indeed, the pool itself may be understood as a transaction in 
the technology market. Of course float spring tooth harrow technology 
and float spring tooth harrows would constitute relevant markets only if 
there were no close substitutes for them.  Although the record is less 
than complete on this issue, it suggests that float spring tooth harrows 
were the state of the art at the turn of the century.  As Judge Follett of 
the New York Supreme Court’s Appellate Division explained: 

A harrow is an implement as important and as 
generally used by farmers as a plow, and is quite as 
necessary for the proper cultivation of land as any 
other agricultural implement, and is in use on every 
properly cultivated farm.  Float spring tooth harrows 
have come into general use and have largely 
superseded the old-fashioned square and three-
cornered harrows or drags having peg teeth .  . . .31 

The National Harrow patent pool, then, appears to have been a cartel 
arrangement that combined substantially all of the patented 
technologies for the manufacture of a product for which there were no 
close substitutes.  The pool fixed the downstream sale price of the 
manufactured harrows as well, and, as noted earlier, flatly prohibited 
follow-on innovation by barring pool members from using any 
technology other than that which they had brought with them when 
they joined the pool.  The anticompetitive effects of the Harrow pool 
were probably not appreciably different from the anticompetitive effects 

                                                 
30.  IP Guidelines § 3.2.2 (“Technology markets consist of the 

intellectual property that is licensed [the ‘licensed technology’] and its 
close substitutes--that is, the technologies or goods that are close 
enough substitutes significantly to constrain the exercise of market 
power with respect to the intellectual property that is licensed”). 

31.  National Harrow, 1897 N.Y. App. Div. LEXIS 2013 at **14. 
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of most other agreements among competitors exercising market power; 
i.e., supracompetitive prices, reduced output, and/or reduced 
innovation.  In the technology market, in the absence of the pool, the 
holders of different float spring tooth harrow patents might have 
competed for manufacturer licensees.  Prospective licensees might have 
engaged in bidding for licenses to the patented technologies they 
judged to be most efficient.  In the downstream goods market, in the 
absence of the pool restraints, harrow manufacturers -- whether they 
were technology licensees or patent holders themselves -- would have 
been free to compete on price and, by means of licensing 
complementary technology, to improve their products.  On the other 
side of the ledger, the pool allowed float spring tooth harrow patent 
holders -- initial innovators and their assignees -- to profit from the 
technologies they had patented.  Allowing patent holders to profit from 
their inventions is, to borrow Justice Peckham’s phrase, "a legitimate 
and desirable result in itself," in that it rewards initial innovation.  But 
by pooling competing patents, National Harrow’s shareholders placed 
themselves in a position to receive a return on the pooled patents that 
would have likely included a supracompetitive premium in excess of that 
which the individual patent holders would have been able to extract in a 
competitive technology market.  Also, since National Harrow appears to 
have devoted substantial resources to the legal enforcement of the 
pooling agreement, it is unclear whether the pool resulted in a net 
reduction in litigation.   

It seems, then, that the expansively interpreted "rights" of the 
National Harrow patent holders were favored at the cost of the 
deadweight loss of monopoly.  From what can be surmised at a distance 
of a hundred years, the anticompetitive effects of the National Harrow 
patent pool almost certainly outweighed its likely procompetitive 
benefits.                    

 
B. Standard Oil (Indiana) v. United States:  Problems of 

Characterization 
 
In Standard Oil Co. (Indiana) v. United States,32  (also known 

as the "Cracking Patents" case) the Supreme Court reviewed several 
cross-licensing arrangements among four firms that held patents 
relating to the refinement of petroleum into gasoline.33  The case 

                                                 
32.  283 U.S. 163 (1931). 
33.  Id. at 166-67. 
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pointedly illustrates the problems of determining the relevant markets 
and the economic relationships of pooled patents, and the very 
confused state of the law.  Although it is almost certainly the leading 
Supreme Court case on the subject, upon close analysis, it reads more 
like a cautionary tale of how easy it is to mishandle the basic analytical 
questions presented by patent pools. 

"Cracking" is the controlled application of heat and pressure to 
crude oil in order to increase the yield of gasoline from the refining 
process.34  First patented in 1913, the process achieved a very 
substantial increase in the efficiency of gasoline refining, when 
compared with the then-existing methods.  Within a few years, several 
other cracking methods were patented and successive rounds of 
infringement litigation followed in short order.  By the early 1920s, four 
firms emerged as the leading cracking patent holders: Standard Oil of 
Indiana, Standard Oil of New Jersey, the Texas Company, and the 
Gasoline Products Company.  In hopes of preventing future litigation 
amongst themselves, these firms entered into a series of cross-
licensing35 agreements with each other in several different 
combinations, which for simplicity we will treat as a single agreement.  
Under the terms of the agreement, the four licensed each other’s 
cracking patent portfolios.  Each could practice the other’s patents 
without fear of infringement and each could license the patents of other 
pool members to third-party licensees outside the pool.36  In 
consideration for licensing their patents to third parties, the pool 
members received royalties set as part of the pooling arrangement.   

The Justice Department sued the pool members in 1924 
charging a horizontal price-fixing conspiracy in violation of the Sherman 
Act.  Applying rule of reason analysis to the pooling arrangement, the 

                                                 
34.  For discussion of the factual background of the Cracking 

Patents case, see generally Bowman, supra  note 6, at 203; John S. McGee, 
Patent Exploitation: Some Economic and Legal Problems, 9 J. L. & ECON. 
135 (1966); JOHN LAWRENCE ENOS, PETROLEUM PROGRESS AND PROFITS: A 
HISTORY OF PROCESS INNOVATION (1962). 

35.  Because a cross-license is the basis of any patent pooling 
arrangement, this paper uses the terms "patent pool" and "cross-
licensing arrangement" interchangeably. 

36.  The licensees were oil refiners who used the processes 
embodied in the pooled patents to refine oil into gasoline more 
efficiently. 
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Supreme Court held in favor of the pool members.37  The case is widely, 
and properly, cited for the proposition that patent pools are to be 
analyzed in most cases under the rule of reason.  But it is also 
frequently cited for the far less certain proposition that patent pools do 
not offend the antitrust laws if they are entered into in order to resolve 
blocking relationships.  The source of this latter interpretation is the 
Court’s statement in a single footnote that cross-licensing agreements 
settling "legitimately conflicting claims" are not precluded by the 
Sherman Act and "are frequently necessary if technical advancement is 
not to be blocked by threatened litigation."38  The footnote continues: 

This is often the case where patents 
covering improvements of a basic process, 
owned by one manufacturer, are granted to 
another.  A patent may be rendered quite 
useless, or "blocked," by another unexpired 
patent which covers a vitally related feature 
of the manufacturing process.  Unless some 
agreement can be reached, the parties are 
hampered and exposed to litigation.39 

Sound and sober though these words may be, they bear little relation to 
the Court’s legal analysis of the case. This is because Justice Brandeis, 
writing for the Court, quite clearly identifies the pooled intellectual 
property not as complementary, much less blocking patents, but as 
"competing patented processes." 40  A third possibility -- that these 
patents may have been competing, but sufficiently overlapping to 
provide a non-trivial basis for litigation -- is broadly consistent with the 
facts of the case, but entirely unexamined by the Court.           

As an analysis of a horizontal combination of competing 
patents, the opinion is a frustrating series of useful principles 
articulated and missed opportunities for their application.  The first 
useful principle is the above-quoted language on blocking patents.  But, 
as already noted, the Court does not analyze the patents at issue in the 
case as blocking.  The second useful principle is the application of the 

                                                 
37.  The Court held that the cross-licenses, which had been 

entered into in order to settle infringement and interference litigation, 
were not unlawful because they did not create monopoly power for the 
members of the pool.  Standard Oil, 283 U.S. at 167-68 & 176-79. 

38.  Id.  at 171. 
39.  Id. at 171 n.5. 
40.  Id. at 176.   
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rule of reason to patent pooling arrangements.  The purpose of the rule 
of reason is to inquire into all relevant facts in order to determine 
whether the procompetitive benefits of a business arrangement 
outweigh its anticompetitive effects.  In the case of patent pools, which 
will often be efficient combinations of complementary assets, such 
analysis of costs and benefits is likely to be an appropriate use of 
judicial resources.  In this case, however, the Court, like the drunk who 
searches for his lost keys only under the light of the street lamp, looked 
in the wrong place for anticompetitive effects and found none.   

The Court looked at the pooling agreement and the licenses to 
third-party licensees and found no evidence of price or output 
restraints.  The pool did not fix the price of the gasoline refined and sold 
by its licensees, nor did it restrict the number of licensees or their 
output.  Pool members were free to license their own patents to third 
parties if they chose and were under no obligation to license the pooled 
patents as a single package.  The Court also looked at the pool 
members’ combined share of the gasoline market and found no evidence 
of "dominance."  From the spotty and outdated record before the Court, 
Justice Brandeis determined that the defendant firms accounted for 
approximately 55% of cracking capacity and that cracked gasoline 
accounted for only 26% of total gasoline production.  Based primarily 
on this relatively small share of total gasoline production, Brandeis 
appears to have misapplied the third useful principle articulated in the 
opinion; that is, that a patent pooling agreement among competitors 
that does not confer market power, can be, like some horizontal mergers, 
competitively benign or even procompetitive.   

The Court’s actual conclusion that the Cracking Patent pool 
members lacked market power may or may not have been correct.  But it 
was almost certainly based on a competitive analysis of the wrong 
market.  Although three of the four pool members were refiners as well 
as patent holders, the pool was not in the business of selling gasoline.  
The pool was in the business of selling the right to use cracking 
technology.  It is appropriate, then, to look for market power and 
anticompetitive effects in the technology market.41  Although the record 

                                                 
41.  See IP Guidelines § 3.2.2 ("Technology markets consist of the 

intellectual property that is licensed . . . and its close substitutes.").  For an 
extended discussion of the application of antitrust technology market 
analysis to the Cracking Patents case, see Joshua A, Newberg, Antitrust 
for the Economy of Ideas: The Logic of Technology Markets, 14 HARV. J. 
L. & TECH. 83 (2001). 
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is incomp lete, it suggests that the pool members’ share of the 
technology market -- measured in terms of gasoline refined under their 
patented processes -- may have been over 90%.42  By pooling the 
leading cracking processes and leaving only straight-run methods and 
inefficient cracking processes -- that is, processes that were not close 
substitutes -- outside of the pool, the defendant firms may well have 
gained market power in the technology market.   

By focusing on the downstream market, Justice Brandeis 
missed the possible anticompetitive effects of the pool, which may have 
included a some supracompetitive premium on the royalties charged for 
the pooled patents.  Also missed, and of potentially greater concern, 
were the possible effects of the pool on innovation incentives.  As 
independent competitors, it would have been in the interests of the pool 
members to continue to innovate in order to gain advantage over one 
another in the competition for licensees.  As members of the pool, the 
four firms could package and license each other’s patents and thereby 
share in royalties that they may or may not have earned individually as 
independent firms.  The incentive to engage in follow-on innovation to 
improve the pooled processes may have therefore been lessened.            
              

As precedent, then, it is not clear what the Standard Oil case 
teaches beyond the general point that the rule of reason should be 
applied to the analysis of patent pools, which, as we will see below, did 
not constrain the Court in the Line Materials case seventeen years 
later.  As a cautionary tale, however, it highlights the uncertainty that 
can often confront decision-makers seeking to evaluate actual patent 
pools.  The economic relationship of the pooled cracking patents had a 
substantial horizontal component.  But the pool was, at least in some 
part, a response to years of infringement litigation and the threat of 
much more to come.  That suggests, as noted above, that some of the 
patents may have been competing, but arguably overlapping. What 
then?  It is a question worth considering when the two modern high-
technology patent pools are discussed below. 

 
C. United States v. Line Materials:  The Problem of Blocking 

Patents  
 

                                                 
42.  See George L. Priest, Cartels and Patent License Arrangements, 

20 J. L. & ECON. 309, 329 (1977)(reviewing analyses of Cracking Patents 
market data). 
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If Standard Oil is the competing patents case that is always 
cited for what it says about blocking patents, United States v. Line 
Materials Co.43 is the blocking patents case that is rarely cited for what 
it says about blocking patents.  The holding of Line Materials -- that a 
patent pool established to resolve a blocking relationship between a 
dominant patent and a far more efficient improvement patent is per se 
unlawful -- is defended by no one.44  Indeed, the FTC and DOJ 
enforcement guidelines implicitly, but quite unmistakably, reject its 
holding.45  Yet it remains the law of the land.  

In United States v. Line Materials Co.,46 the Supreme Court 
reviewed a cross-licensing arrangement between two manufacturers of 
electrical equipment: Line Materials Company and Southern States 
Equipment Corporation.  Southern held a patent covering a dropout 
fuse with a complicated and expensive mechanism to break electric 
circuits when the current becomes excessive.47  Although Line patented 
a simpler and less expensive version of the dropout fuse release 
mechanism, it could not be used without infringing Southern's patent.48  
To resolve the blocking position, Line and Southern entered into a 
cross-licensing arrangement and further agreed to sublicense their 
combined patents to several third-party licensees.49  Line, Southern, and 
the parties to the sub-license arrangements agreed to minimum price 
levels for the sale of circuit breakers made with the patents Line and 
Southern had cross-licensed.50  

                                                 
43.  333 U.S. 287 (1948). 
44.  George Priest has raised the possibility that the Court may have 

mischaracterized the patents and that the pooling arrangement may 
"disguise a cartel agreement."  Priest, supra  note 42, at 357 n.5.  But the 
only evidence he offers is the low royalty rate charged to one of the pool’s 
principal licensees. Id.  

45.  IP Guidelines §§ 3.4 & 5.5. 
46.  333 U.S. 287 (1948). 
47.  Id.  at 290 n.4. 
48.  After an interference proceeding, the Patent Office had awarded 

“dominant claims to Southern and subservient claims to Line.”  Id. at 291 
n.5 (“Only when both patents could be lawfully used by a single maker 
could the public or the patentees obtain the full benefit of the efficiency 
and economy of the inventions.”). 

49.  Id. at 292-93, 297. 
50.  Id. at 293-297. 
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The Supreme Court held that the parties had engaged in price-
fixing in violation of the Sherman Act.  In the Court’s view, the price 
fixing was obvious:  “[b]y the patentees’ agreement the dominant . . . 
and the subservient . . . patents were combined to fix prices.”51  The 
issue, therefore, was whether the patent laws provided defendants with 
immunity from the antitrust laws,52 for “[i]n the absence of patent or 
other statutory authorization, a contract to fix or maintain prices in 
interstate commerce has long been recognized as illegal per se under the 
Sherman Act.”53  The Court concluded that there was no such immunity, 
explaining “that the possession of a valid patent or patents does not 
give the patentee any exemption from the provisions of the Sherman 
Act beyond the limits of the patent monopoly.”54 

The Court acknowledged both that, but for the cross-licensing 
arrangement, the blocking positions of the relevant patents made it 
impossible for “the public or the patentees [to] obtain the full benefit of 
the efficiency and economy of the inventions,”55 and that the patents 
cross-licensed by Line and Southern were “not commercially 
competitive.”56  Nevertheless, finding no suggestion in the patent 
statutes of authority to combine with other patent owners to fix prices 
on articles covered by the respective patents,”57 the Court reasoned 
that such an arrangement “outside the patent monopoly” and 
unlawful.58   

If the Line and Southern patents were valid and blocking, it is 
difficult to find merit in the Court’s per se condemnation of the licensing 
arrangement.  In Line Materials, the patent holder’s loss is society’s  
loss.  If in the absence of the Line/Southern pooling arrangement, no 
others attempt to combine these patents, the value of Line’s more 
efficient circuit breaker will be lost and future innovation is discouraged. 

                                                 
51.  Id. at 307. 
52.  Id. at 309 (citing Bement, 186 U.S. at 92)(“The Sherman Act was 

enacted to prevent restraints of commerce but has been interpreted as 
recognizing that patents were an exception.”). 

53.  Id. at 307 (footnotes omitted). 
54.  Id. at 308 (emphasis added).   
55.  Id. at 291 & 297.  See also  Priest, supra  note 42, at 356-58 

(discussing Line Materials and procompetitive aspects of cross-
licensing complementary and blocking patents).  

56.  Line Materials, 333 U.S. at 311. 
57.  Id. at 312. 
58.  Id. 
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 If, as is more likely, others attempt to combine the two patents by 
concluding separate bargains with Line and Southern, the cost is likely 
to be higher and the output lower than would have been the case under 
the pooling arrangement because of the successive monopoly or 
“double marginalization” problem.59 

In choosing to apply the per se rule, the Court focused only on 
the classification of the horizontal price restraint and refused to give 
any weight to efficiency arguments.  Given that it was the fixing of the 
downstream prices of the circuit breakers manufactured by Line’s 
licensees that moved the Court to condemn the entire arrangement as 
per se unlawful, it is worth exploring whether Line and Southern might 
have chosen any less restrictive licensing alternatives.  One less 
restrictive alternative is a simple cross-license, with no agreements on 
price of any kind.  The Court might have accepted such an alternative, 
but it would have left Line and Southern worse off than the arrangement 
condemned by the Court and perhaps not much better off than if they 
concluded no license at all.  With such a cross-license, Line and 
Southern would become competitors in the combined technology and 
there would be no way -- short of the very collusion condemned by the 
Court -- to keep from competing away the monopoly rents of the 
combination.60  Another alternative would be the same cross-license 
with an additional term by which Line and Southern would agree upon 
the royalty to be charged to third-party licensees of the combined 
patents, but would not set the downstream sale price of circuit breakers 
manufactured by the pool’s licensees.  Under this scenario, Line and 
Southern would not be competitors in the licensing of the technology, 
so they could share the rents from the combined patents.  At the same 
time, the licensees of the Line/Southern pool would face a fixed input 
price for the combined patents, but would be free to compete on the sale 
price of the finished circuit breaker.  Under a rule of reason analysis 
(especially one that gives due consideration to innovation incentives), a 
court should conclude that the procompetitive benefits of such an 

                                                 
59.  See DENNIS W. CARLTON & JEFFREY M. PERLOFF, MODERN 

INDUSTRIAL ORGANIZATION 527 (1990)([B]oth consumers and firms are 
worse off with successive monopolists than when there is a single, 
integrated monopolist.);   F.M. SCHERER & DAVID ROSS, INDUSTRIAL 

MARKET STRUCTURE AND ECONOMIC PERFORMANCE 489 (3d ed. 1990)  
(same). 

60.  See Priest, supra  note 42, at 357. 



 

3 ATLANTIC L. J. 1 (2000) 
 

18

arrangement outweigh any anticompetitive effects.61  But under Line 
Materials, the arrangement would be condemned as  per se unlawful 
because of the agreement to "fix" the royalties charged to licensees, 
without any balancing of competitive effects.   

If the Supreme Court’s antitrust analysis of patent pools 
resolving blocking relationships is to facilitate wealth maximization and 
technical advance, Line Materials must be overruled. 

 
D. The BMI Case: Procompetitive Horizontal Price-Fixing 

 
Broadcast Music, Inc. v. Columbia Broadcasting System62 

(BMI) concerns a copyright pooling arrangement. In it, the Supreme 
Court applies a rule of reason inquiry to a facially anticompetitive 
horizontal price-fixing agreement to find the procompetitive substance 
behind the troubling facade. Although it is relevant to the present 
discussion, for reasons that are discussed below, the case has not 
resolved the problems in patent pooling analysis raised by Standard 
Oil and Line Materials.    

In BMI the Court reviewed a private plaintiff’s antitrust 
challenge to the “blanket” licensing of music copyrights.  Broadcast 
Music, Inc. (BMI) and the American Society of Composers, Authors 
and Publishers (ASCAP), serve as the nonexclusive licensing agents for 
thousands of composers for whom BMI or ASCAP also monitor usage, 
prosecute infringement, and collect and distribute royalty income.63  
Under the type of blanket license challenged in the BMI case, licensees, 
such as the CBS television network, pay a fee for the rights to broadcast 
any of the works in the repertories of BMI or ASCAP, for a fixed period 
of time, regardless of how many compositions are actually used or how 
often the works are broadcast.  Under the blanket broadcast licenses at 

                                                 
61.  Indeed, under rule of reason analysis, a court should conclude 

that the original arrangement condemned by the Line Materials Court is 
lawful.  Even if downstream prices are fixed -- a restraint for which there 
may be independent procompetitive justifications in the patent pooling 
context -- the Line Materials pool is output-enhancing when compared 
with no exploitation of the combined patents or double marginalization.  

62.  441 U.S. 1 (1979). 
63.  CBS v. ASCAP., 400 F. Supp. 737, 742 (S.D.N.Y. 1975) (“As a 

practical matter virtually every domestic copyrighted composition is in the 
repertory of either ASCAP . . . or BMI”), rev’d, 562 F.2d 130 (2d Cir. 1977), 
rev’d sub. nom., BMI v. CBS,  441 U.S. 1 (1979). 
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issue in the BMI case, then, the fee paid by CBS as a blanket licensee 
was not based on charges for specific uses of specific compositions.  
Rather, in exchange for the right to broadcast any ASCAP and (under a 
separately negotiated license) any BMI composition at any time during 
the term of the blanket licenses, CBS agreed to pay ASCAP and BMI a 
fixed percentage of the network’s broadcast advertising revenue.64  
Although CBS and the individual composers whose works were 
broadcast by the blanket licensee were free to enter into individual per-
performance licensing agreements, CBS argued that the BMI and 
ASCAP blanket licensing arrangements amounted nevertheless to per 
se unlawful price fixing in violation of the Sherman Act.65  More 
specifically, CBS contended that BMI and ASCAP were “‘using the 
leverage inherent in [their] copyright pool to insist that . . . [blanket 
licensees] pay royalties on a basis which . . . [did] not bear any 
relationship to the amount of music performed.’”66  

The U.S. Court of Appeals for the Second Circuit, in its opinion 
finding that the BMI licensing arrangements violated Section 1 of the 
Sherman Act, analogized the blanket broadcast licenses to the patent 
pooling agreement that had been condemned as per se unlawful price-
fixing in United States v. Line Materials, Inc.67 Looking beyond the 
form of the arrangement and refusing to accept the “price-fixing” label 
as a basis for per se condemnation of blanket broadcast licensing, the 
Supreme Court reversed the Second Circuit, holding that the legality of 
the licensing arrangement was to be determined under the rule of 
reason.  The Court observed that “ASCAP [and BMI] and the blanket 
license developed together out of the practical situation in the 
marketplace;”68 a marketplace in which the transaction costs of 
separately negotiating rights with respect to each individual musical 

                                                 
64.  400 F. Supp. at 743.  
65.  At trial, price fixing was just one of five claims CBS asserted in 

challenging the blanket licenses.  The television network also argued that 
the blanket licensing arrangements constituted unlawful tying, a concerted 
refusal to deal, monopolization, and copyright misuse.  Id. at 745. 

66.  Id. (quoting from the CBS complaint). 
67.  CBS v. ASCAP, 562 F.2d at 136  (“There is . . . some analogy to 

the patent pooling cases which broadly hold that the pooling of 
competing, and perhaps even non-competing, patents is illegal.”)(citing, 
inter alia, United States v. Line Materials, 333 U.S. 287 (1948)).  

68.  BMI, 441 U.S. at 20 (emphasis added). 
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composition are, for even the largest customers, prohibitively high.69  
The Court’s inquiry into actual market conditions and competitive 
effects revealed no indication that much, if any, competition that might 
have existed but for the blanket licenses, had been materially restrained. 
 Nothing, moreover, prevented individual customers from licensing 
compositions directly from individual composers or through other 
agents on a non-exclusive basis.70  The actual effect of blanket licensing 
through ASCAP and BMI was rather to create competition that would 
otherwise have been stymied because of prohibitively high transaction 
costs.71   

The contrast between the BMI analysis and the condemnation 
of the patent pooling arrangement in the Line Materials case is 
instructive.  Presented with evidence in the earlier case that a patent 
pooling arrangement may have resolved a blocking relationship and 
thereby provided for the diffusion of a superior product at a lower price, 
the Line Materials Court subjected the agreement to per se 
condemnation and eschewed any serious inquiry into whether the 
restraint might have been procompetitive on balance.72  As the BMI 
Court noted, a literal approach to application of per se rules is “overly 
simplistic and often overbroad.”73 The BMI Court looked beyond the 
mere classification of the restraints:  Price-fixing this certainly was.  But 
a careful study of the exigencies of the music licensing industry 
suggested that the price-fixing of BMI’s blanket license could be 
procompetitive.  The blanket license was also a massive agreement 
among competitors -- i.e., all of the participating composers -- under the 
direction of a single entity.  But this was not the National Harrow 
Company.  All of the composers remained free to license their works to 
anyone else in any manner they chose.  In the absence of a BMI or an 
ASCAP, however, individual composers had not been able to maximize 
the licensing of their works because the transaction costs were simply 
too high for individual composers to bear.  Thus, practically speaking, 
in the absence of the pool, most of the composers would not have been 
actual horizontal competitors.  Competition therefore was not restrained. 

                                                 
69.  Id. at 20-21. 
70.  CBS v. ASCAP, 400 F. Supp. at 744-45 (ASCAP and BMI licensed 

their repertories on a non-exclusive basis allowing any composer to license 
performance rights to his works to any other non-exclusive licensee.). 

71.  BMI, 441 U.S. at 19. 
72.  See generally Line Materials, 333 U.S. 287. 
73.  BMI, 441 U.S. at 8-9. 
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 Nor was there any evidence that licensing prices were higher than they 
would have been in the absence of the pool. In the absence of a BMI, 
most of the music licensing transactions that now take place, would not 
have occurred at all.  Moreover, BMI almost certainly realized 
substantial efficiencies in its provision of monitoring, enforcement and 
management services.  Finally, innovation was rewarded as composers 
were more likely to receive royalties for the use of their works without 
incurring the costs of licensing individually and hence inefficiently. 

Does BMI lift the doctrinal burdens of the earlier cases?  
Regrettably, it does not.  BMI was not a patent case.  Thus its 
application to the patent pooling context is uncertain at best.  BMI, 
moreover, does not overrule Standard Oil or Line Materials, both of 
which remain the leading Supreme Court patent pooling cases.  Perhaps 
most importantly, the courts and the antitrust enforcement agencies 
have been unwilling to embrace the full implications of BMI.  Indeed, the 
case has been strangely marginalized by the widely-held view that the 
Supreme Court only applied rule of reason analysis (as opposed to per 
se condemnation) to the horizontal restraints in BMI because those 
restraints effectively resulted in the creation of a "new product;" i.e., 
the blanket license for copyrighted music.  If one interprets BMI broadly 
to apply the full import of its analysis, the rule of reason would apply 
even to patent pooling arrangements that include horizontal agreements 
on price.  However, under the narrow interpretation of BMI, such 
pooling arrangements would only be accorded rule of reason treatment 
if it could be demonstrated that the restraints themselves create a new 
product.  For these reasons, then, BMI remains persuasive -- albeit 
highly persuasive -- rather than mandatory authority for the antitrust 
analysis of patent pools.    
 
 
IV. TWO HIGH-TECHNOLOGY PATENT POOLS 
 

In this section, the discussion turns to two high-technology 
patent pools that were reviewed by the antitrust enforcement agencies 
within the past few years.  The MPEG-2 pool, which was the subject of 
a Justice Department Business Review Letter, was pronounced lawful 
and procompetitive, while the Summit/VISX pool was challenged by the 
Federal Trade Commission.  While it may be tempting to portray the 
MPEG-2 pool as the model citizen and Summit/VISX as the outlaw, the 
reality is both more interesting and more troubling.  
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A. MPEG-2: "THE MODEL CITIZEN" 
 
The MPEG-2 patent pool, having been structured and 

favorably reviewed under the DOJ and FTC IP Guidelines, is an example 
of how a patent pool may be organized and administered to meet the 
concerns of current antitrust enforcement policy regarding pooling 
arrangements.74  The pool is an agreement among nine patent holders75 
to combine 27 patents that are needed to meet an international standard 
known as "MPEG-2 video compression technology."76  Under the 
agreement, the patent holders all license their MPEG-2 patents to 
"MPEG LA," a licensing agent which administers the pool on their 
behalf.  MPEG LA licenses the 27-patent portfolio to third parties who 
manufacture products to meet the MPEG-2 standard.  The products that 
use the MPEG-2 patents as inputs are those that store or transmit video 
information: televisions, digital video disk players, telecommunications 
equipment, as well as cable satellite and broadcast equipment.   

In structure, the portfolio license is broadly analogous to the 
blanket license that was analyzed in the BMI case.77  On the 
procompetitive side of the ledger, the pooling arrangement brings 
together complementary inputs (the 27 MPEG-2 patents), reduces 
transaction costs (by creating a mechanism for one-stop shopping for 
most of the patents required to meet the MPEG-2 standard), and 
promotes the dissemination of new technology. But what of its 
anticompetitive effects?  Because no firm can make a product that meets 
the MPEG-2 standard without infringing one or more of the pooled 
patents, there are grounds for concern.  Does the pool anticompetitively 
exclude or disadvantage rivals, facilitate collusion, or reduce innovation 
incentives? 

Several provisions of the arrangement substantially reduce the 
likelihood that the pool will anticompetitively disadvantage rivals.  First, 
the agreement commits the licensors to extend the portfolio license on 

                                                 
74.  MPEG-2, Business Review Letter, 1997 DOJBRL LEXIS 14 (Dep’t 

of Justice Jun. 26, 1997). 
75.  The pool members are Fujitsu, Mitsubishi, Philips, Columbia 

University, General Instrument, Lucent, Scientific Atlanta, Matsushita, 
and Sony. 

76.  Id. at *1 ("The technology standard eliminates redundant 
information . . . reducing the amount of data, storage and transmission 
space required to reproduce video sequences").  

77.  See supra  Part III.D. 
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nondiscriminatory terms to any party requesting a license.78  Second, 
although MPEG LA only licenses the portfolio as a package, any of the 
pooled patents may be licensed from the pool members individually.79  
Thus, a firm that does not wish to license all 27 patents need only pay 
for the patents it requires.  Third, the patent pool is structured to reduce 
the likelihood of anticompetitive overbreadth.  According to the 
agreement, the pool is limited to "essential" MPEG-2 patents, i.e., those 
complementary patents "necessary for compliance with the MPEG-2 
standard." 80  Neither substitutable patents nor non-essential 
complementary technologies meet the requirements for inclusion in the 
pool.81         

The structure of the agreement also minimizes the dangers that 
it will facilitate collusion among the licensors.  Confidentiality 
provisions prohibit the licensing agent "from transmitting competitively 
sensitive information among the Licensors or other licensees." 82  The 
Justice Department concluded, moreover, that "since the contemplated 
royalty rates are likely to constitute a tiny fraction of MPEG-2 products’ 
prices, at least in the near term, it appears highly unlikely that the 
royalty rate could be used during that period as a device to coordinate 
the prices of downstream products." 83 

Finally, nothing in the pooling arrangement appears to impose 
anticompetitive restraints on the development of improvements or new 
products and technologies.  There are no provisions limiting any 
licensor or licensee to the use or development of the technology 
covered by the pooling arrangement, nor are any of the improvements 
developed by any licensors or licensees subject to grantback 
provisions.84 

                                                 
78.  MPEG-2, 1997 DOJBRL LEXIS at *9. 
79.  Id. at 15. 
80.  Id. at 8 n.4. 
81.  The licensors agree to submit all disputes regarding the 

"essentiality" of any patent, within or without the pool, to an 
independent patent expert whose determinations regarding continuing 
inclusion and exclusion of patents are binding upon pool members.  Id. 
at 12-13. 

82.  Id. at 24. 
83.  Id. 
84.  While licensees are not subject to any general grantback 

provisions, licensors are obligated to license to the pool any patent that is 
determined by the independent expert to be "essential."  Id. at 26.  
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Before drawing any ultimate conclusions about MPEG-2, 
consider the unhappy story of the Summit/VISX patent pool.  

 
B. THE SUMMIT / VISX PATENT POOL85 
 
1. Background 

 
The technology at issue in the Summit/VISX matter is laser 

refractive surgery (also referred to as "Photorefractive Keratectomy" or 
"PRK").  PRK is a revolutionary surgical procedure in which the most 
common refractive errors -- nearsightedness, farsightedness, and 
astigmatism -- are corrected by the application of computer-controlled 
pulses of excimer laser light to the surface of the cornea.  The excimer 
removes extremely precise amounts of corneal tissue by means of a 
process called "photochemical ablation" or "ablative 
photodecomposition."  In this process, light from the far ultraviolet 
range of the spectrum interacts with corneal tissue to break the chemical 

                                                                                                 
However, improvement patents and technological alternatives to 
"essential" patents are not subject to the mandatory licensing requirement. 
 Id. at 26 n.47. 

85.  The FTC enforcement action against Summit and VISX began 
with the filing of a 3-count complaint.  1998 FTC LEXIS 29 (filed Mar. 24, 
1998)(administrative complaint).  The complaint charged that: (1) the patent 
pooling arrangement between Summit and VISX – by which the firms 
agreed, inter alia, to cross-license several PRK-related patents – was an 
agreement in restraint of trade; (2) the agreement and related conduct 
constituted a conspiracy to monopolize markets for the sale of PRK 
equipment and the licensing of PRK technology; and (3) VISX had 
fraudulently procured a key PRK industry patent by withholding relevant 
information from the Patent and Trademark Office. Id. ¶¶ 25-30.  Summit and 
VISX entered into consent agreements with the Commission settling 
Counts 1 and 2 of the administrative complaint, covering the issues  
involving the patent poling arrangement between Summit and VISX.  
Summit Technology, Inc. and VISX, Inc., FTC Dkt.  No. 9286 (filed Feb.  23, 
1999)(decision and order).   Administrative proceedings against VISX 
continued pursuant to Count 3 of the complaint and an Administrative Law 
Judge (ALJ) dismissed the remaining Count in May of 1999 after an 
administrative trial. VISX, incorporated, FTC Dkt. No. 9286  (filed May 27, 
1999)(initial decision), available at, 
http://www.ftc.gov/os/1998/d09286viagr.htm. 
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bonds of the molecules non-thermally and without damage to 
surrounding tissue. The struggle to develop and commercialize this 
technology has been rife with conflict that has frequently spilled over 
into litigation.  

In the mid-1980s, several firms began research and 
development of excimer lasers suitable for use in PRK.  Because the 
lasers require approval by the Food & Drug Administration before they 
can be used for PRK, the long and expensive clinical trials required 
before FDA approval constitute a major obstacle for excimer laser firms. 
 By the early 1990s, two firms -- Summit Technology and VISX 
Incorporated -- had taken the lead in the development of lasers for 
refractive surgery.  Both had excimer lasers in FDA clinical trials and 
both had patents covering various aspects of the emerging PRK 
industry.  These patents may be classified very broadly for the sake of 
simplicity as "method" patents covering the surgical methods used to 
perform PRK, and "apparatus" patents which covered the excimer laser 
hardware.  With each of the firms vying for capital to finance the long 
lead time from prototype, through clinical trials, to FDA approval, 
Summit and VISX tried to make educated guesses about the relative 
scope of each other’s patent portfolios based on very limited 
information.  The stakes were potentially very high:  If it was determined 
that the machine or process one firm was developing was within the 
scope of the other firm’s patents, that other firm might have the power 
to exclude the infringing firm from the market altogether.   

 
2. Pool Structure, Restraints, and Conduct 

 
Against this background in June of 1992, Summit and VISX 

announced the formation of a patent pooling arrangement called the 
Pillar Point Partnership ("PPP").  Pursuant to the partnership agreement, 
Summit and VISX each assigned all of their PRK and PRK-related 
patents to PPP, and PPP licensed back the entire pooled portfolio to 
each of the two partners. The agreement included several other 
restraints: Each of the partners would be permitted to sub-license the 
patent portfolio to purchasers of their respective lasers.  Thus, when 
Summit sold an excimer laser to an ophthalmologist, Summit would 
extend a non-exclusive sub-license to the physician so that the laser 
machine and PRK methods could be used without infringing the pooled 
patents.  Both Summit and VISX further agreed that each time a 
procedure was performed on a Summit or VISX laser, Summit or VISX 
would pay a $250 per-procedure fee ("PPF") into the pool.  Once paid to 
the pool, the fee would be distributed back to the partners; 45% to 
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Summit and 55% to VISX, reflecting the fact that VISX had contributed a 
broader patent portfolio to the pool than had Summit.  Summit and VISX 
collected the PPF from ophthalmologists by designing their machines to 
work only upon the insertion of a key card. The key cards, which would 
activate the machine for one procedure each, were sold by Summit and 
VISX to purchasers of their machines for about $250 per card.  By the 
terms of the partnership agreement, PPP was authorized to license any 
or all of the pooled patents to third-party licensees. The third parties 
likely to be interested in such licenses were other manufacturers of 
excimer lasers that were at different stages of development and which 
might infringe one or more of the PPP patents.  No third-party licenses 
could be entered into unless both Summit and VISX agreed.  Part and 
parcel of this "single-firm veto" provision was an absolute prohibition 
upon Summit or VISX licensing unilaterally to third parties any of the 
patents they had contributed to the pool.  At no time during the five-
year existence of the pool did PPP license any of its patents to a third-
party laser manufacturer.       

In October of 1995, Summit became the first of the two firms to 
receive FDA approval for the commercial use of its excimer laser for 
performing PRK.  VISX received FDA approval in March of 1996. 
  
3. FTC Assessment/Rashomon Views  

 
In March of 1998, the Federal Trade Commission voted out a 

complaint against Summit and VISX charging the firms with, among 
other things, price-fixing and the exclusion of competition through the 
mechanism of the PPP pool in violation of the antitrust laws.  According 
to the Commission, Summit and VISX had pooled competing apparatus 
patents as well as complementary patents.  Having analyzed the 
broadest of the patents -- a VISX method patent covering all PRK 
procedures -- and concluded that the patent was invalid because of 
obviousness and inequitable conduct before the Patent and Trademark 
Office, the Commission found no blocking patents in the pool that might 
have justified the combination.  Because Summit and VISX were the 
only two firms with FDA approval, they alone shared the U.S. market for 
laser refractive surgery devices.  If, as the Commission had concluded, 
Summit and VISX could have competed independently absent the 
pooling arrangement, PPP was an agreement among competitors 
comprising 100% of the market to: (1) set the per-procedure fee, and (2) 
exclude third-party laser manufacturers seeking to license one or more 
of the pooled patents.   
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Although the Commission’s analysis of the Summit/VISX pool 
is well-considered and supported by evidence, there may be other, 
perhaps equally, valid interpretations of the same patent relationships; 
interpretations which may yield very different legal results.  If the 
Supreme Court pooling cases teach us anything, it is that in the realm of 
technology licensing, things are not always as they seem. In the case of 
PPP, one can look at the same patent pool and the same technologies 
and see, not combination of competitors, but a procompetitive 
agreement resolving mutually blocking patents.86  Based on the 
uncertain claims of the pooled patents and the designs of the similar 
Summit and VISX machines, there may well have been a nontrivial basis 
for Summit to believe that it could have been blocked by one or more of 
VISX’s patents and vice versa.  A third interpretation also finds some 
support in the same set of facts.  VISX is widely-acknowledged to have 
the broadest and strongest PRK-related patent portfolio in the world.  
Between its broad method patent -- which the Commission has 
challenged, but which VISX vigorously defends -- and a formidable 
array of apparatus patents covering most, if not all, of the ways that 
have been thought up for aiming an excimer laser, VISX may be justified 
in viewing itself as a lawful patent monopolist.  From this perspective, 
PPP is transformed from an agreement among competitors into a vertical 
licensing arrangement in which VISX has extended a license to Summit 
without which Summit could not compete at all.  It all depends on fairly 
small differences of opinion regarding the scope of 25 patents, most of 
which have never been tested in litigation. 

 
C. Comparison of MPEG-2 and Summit/VISX 

 
Even if we grant the possibility that the PPP pool resolved one 

or more blocking relationships, are the pool’s price and licensing 
restraints justified?  In other words: Could Summit and VISX have been 
more like the model citizens of the MPEG patent pool?  Perhaps the 
starting point for an answer is the contrast between the two industries, 
their likely futures, and their historical burdens. 

The MPEG-2 pool members are huge firms with enormous 
resources.  The main business of most of the MPEG-2 pool members is 

                                                 
86.  Summit and VISX claimed that two of the Summit patents (‘093 

and ‘058) and six of the VISX patents (‘913, ‘418, ‘372, ‘148, ‘204, and ‘388) 
in the PPP pool are "blocking," and that the other patents in the pool are 
complementary. 
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not the licensing of these pooled patents, but rather, the manufacture 
and sale of telecommunications and consumer electronics hardware. 
Although the MPEG patents may have great strategic significance, they 
are not paying the pool members’ rent. The pool members appear to 
have entered into the arrangement in order to establish a video 
compression standard, to profit from the network externalities of 
maximally diffusing the standard, and using the standard to sell more 
hardware in the market of the future. In order to establish MPEG as a 
standard, they availed themselves of mechanisms to reduce uncertainty. 
 The independent expert review mechanism minimizes uncertainty 
regarding which patents are needed to manufacture in accordance with 
the standard and which patents are not.  At the same time, this review 
mechanism serves the function of assuring that all of the pooled patents 
are in fact complementary and essential; that is, blocking.  Licensing at 
a relatively low royalty to any and all those requesting a license is 
another mechanism for overcoming uncertainty.  Since it is harder to 
establish a standard if some players doubt whether they will be granted 
access, the MPEG pool memb ers want to maximize access.  Open 
licensing eliminates that concern while at the same time calming Justice 
Department fears that the pool might be used as a tool of 
anticompetitive exclusion.  

Summit and VISX, by contrast, are small start-up companies 
trying to create a completely new industry based on a technological 
innovation.  They faced a capital-intensive technology, a long product 
development cycle, massive regulatory barriers, and potentially ruinous 
patent infringement litigation.  For Summit and VISX, the laser refractive 
surgery business was the only business, and a single adverse patent 
ruling -- or even the perception of vulnerability to adverse patent 
rulings -- could dry up their capital and put them out of business.  How 
did they respond to these concerns? First, instead of trying to recover 
their capital investment by charging high machine prices, they adjusted 
their pricing to lower the machine acquisition cost and used the per-
procedure fee as a kind of metering device; at $250 the PPF was set at a 
relatively high rate -- 10-15% of the cost of the PRK procedure -- to 
make up for the lower revenues from machine sales. The more the 
machines were used, the more money Summit and VISX would make in 
procedure fees.  Second, they use the pooling arrangement to reduce 
the risk of litigation, while continuing to compete on machine sales, and 
also as a way of hedging the risk that one firm would receive FDA 
approval later, or perhaps not at all.  At the same time, they have been 
quite slow to license third-party manufacturers. This probably reflects a 
judgment that they can maximize revenue and recover their high 
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development costs more quickly by using their technology exclusively, 
at least initially. As other firms gain FDA approval and bring out new 
differentiated machines, the strategy will likely shift toward licensing 
third parties and earning revenues from machine sales that would not 
otherwise have gone to Summit or VISX.  

While the MPEG pool has been blessed under current agency 
enforcement policy, it is not clear how the arrangement would fare 
before the Supreme Court.  If the Court looked at the MPEG arrangement 
and heard echoes of the BMI copyright pooling case, the agreement 
would be analyzed under the rule of reason and the procompetitive 
benefits would almost certainly be found to outweigh any 
anticompetitive effects.  If, on the other hand, the Court chose to apply 
the Line Materials analysis, the MPEG pool would probably be 
condemned as a per se unlawful agreement among (some) competitors 
to set the price of licensing the pooled patents, notwithstanding the fact 
that the full value of the patents can be realized only through pooling.   

The prospects for the Summit/VISX pool turn substantially 
upon uncertain judgments regarding the scope and validity of the 
pooled patents.  If the Court looked at the Summit pool and saw the 
resolution of a blocking relationship, the arrangement could be analyzed 
under the rule of reason following Standard Oil or condemned under 
the per se rule following Line Materials.  If the Court saw an agreement 
among competitors, comprising 100% of the market, it would be hard-
pressed to find the single-firm veto and the per procedure fee, on 
balance, procompetitive.  Still, nothing in the case law or current 
enforcement policy adequately addresses Summit/VISX’s Rashomon 
problem; the uncertain economic relationships among technology 
rights.87     
 
 
V. CONCLUSION 

 

                                                 
87.   At least one author has argued that because of the danger 

that pools will engage in cartel behavior, ambiguity regarding blocking 
relationships should be resolved in favor of vigorous antitrust 
enforcement. See Steven C. Carlson, Note, Patent Pools and the 
Antitrust Dilemma , 16 YALE L. J. 358, 399 (1999).  This implicitly 
assumes, however, that the costs of underdeterrence exceed the costs 
of overdeterrence.  
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The foregoing review of antitrust analysis of patent pooling 
arrangements offers some perspectives on how antitrust law can 
facilitate or impede the production of innovation.  The misapplication of 
the per se rule to pooling agreements resolving blocking relationships is 
the paradigmatic example of the latter, while the rule of reason analysis 
in the BMI case exemplifies the former.  The discussion also 
underscores the value of some generally underutilized analytical tools, 
such as technology market analysis, in assessing the competitive 
effects of patent pools.  The limitations of other analytical tools, such as 
the conventional classification of the economic relationship of patents 
as competing, complementary or blocking have also been highlighted.  
The tendency to wish away uncertainty by imposing orderly 
classifications upon conduct and business relationships is 
understandable, but ultimately antithetical to the task of analysis.  For it 
is only by confronting the full implications of uncertainty that we can 
hope to develop methodologies for its management. 
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Two ThemesTwo Themes

nn There is insufficient theoretical foundation for There is insufficient theoretical foundation for 
the analysis of anticompetitive patent licensing the analysis of anticompetitive patent licensing 
practices under the practices under the IP GuidelinesIP Guidelines
ss “One“One--stage approach to a twostage approach to a two--stage problem”stage problem”
ss Complements vs. substitutesComplements vs. substitutes
ss Patent pools illustrate these problems, but the Patent pools illustrate these problems, but the 

problems are more fundamentalproblems are more fundamental

nn Empirical tests for harm depend on twoEmpirical tests for harm depend on two--stage stage 
analysisanalysis
ss These are not analogous to oneThese are not analogous to one--stage testsstage tests
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Current Regulatory IssuesCurrent Regulatory Issues

nn Benchmark conceptsBenchmark concepts---- “the competitive level,” “the competitive level,” 
even “price”even “price”----are not defined under either the are not defined under either the 
Merger Guidelines Merger Guidelines or the or the IP GuidelinesIP Guidelines

nn The harm from The harm from misregulationmisregulation occurs to occurs to futurefuture
inventors and consumers, not presentinventors and consumers, not present
ss This harm dwarfs any harm to the partiesThis harm dwarfs any harm to the parties

nn In the Matter of Summit and VISX In the Matter of Summit and VISX shows the shows the 
difficulty of applying principles consistentlydifficulty of applying principles consistently
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TwoTwo--Stage AnalysisStage Analysis

nn Incentives, not actionsIncentives, not actions

Expectations, not outcomesExpectations, not outcomes

Optimal paths, not optimal pointsOptimal paths, not optimal points

Rates of return on investment, not markups of Rates of return on investment, not markups of 
price over costprice over cost

nn Then, how to measure with available data?Then, how to measure with available data?
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IP Guidelines:  §2 principlesIP Guidelines:  §2 principles

The Agencies … The Agencies … 

1. regard intellectual property as being 1. regard intellectual property as being 
essentially comparable to any other form of essentially comparable to any other form of 
propertyproperty

2. do not presume that intellectual property 2. do not presume that intellectual property 
creates market power in the antitrust contextcreates market power in the antitrust context

3. recognize that … licensing … combine[s] 3. recognize that … licensing … combine[s] 
complementary factors of production and is complementary factors of production and is 
generally progenerally pro--competitivecompetitive
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Principle 1:  Principle 1:  
IP Comparable To Other PropertyIP Comparable To Other Property

nn “IP has important characteristics, such as ease “IP has important characteristics, such as ease 
of misappropriation, that distinguish it from of misappropriation, that distinguish it from 
many other forms of property.  These many other forms of property.  These 
characteristics can be taken into account by characteristics can be taken into account by 
standard antitrust analysis, however, and do not standard antitrust analysis, however, and do not 
require the application of fundamentally require the application of fundamentally 
different principles.” (§2.1)different principles.” (§2.1)
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Principle 1:  Principle 1:  
IP Comparable To Other PropertyIP Comparable To Other Property

nn ““IP has important characteristics, such as ease IP has important characteristics, such as ease 
of misappropriation, that distinguish it from of misappropriation, that distinguish it from 
many other forms of property.many other forms of property. These These 
characteristics can be taken into account by characteristics can be taken into account by 
standard antitrust analysis, standard antitrust analysis, however, and do not however, and do not 
require the application of fundamentally require the application of fundamentally 
different principles.different principles.” (§2.1)” (§2.1)
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Intellectual Property Is Not Like Intellectual Property Is Not Like 
Real PropertyReal Property

nn There is no affirmative right to use intellectual There is no affirmative right to use intellectual 
propertyproperty----only a negative right to exclude others only a negative right to exclude others 
from usingfrom using
ss Necessarily implies bargaining with one’s Necessarily implies bargaining with one’s 

neighbors/competitorsneighbors/competitors

nn Property rights are enforceable only if Property rights are enforceable only if 
investment is “successful”investment is “successful”
ss Scope of rights uncertain at time of investmentScope of rights uncertain at time of investment
ss Sample of observed investments is biasedSample of observed investments is biased
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Principle 2:Principle 2:
IP Not Presumed to Have Market PowerIP Not Presumed to Have Market Power

nn “Although the intellectual property right confers “Although the intellectual property right confers 
the power to exclude with respect to the specific the power to exclude with respect to the specific 
product, process or work in question, there will product, process or work in question, there will 
often be sufficient actual or potential close often be sufficient actual or potential close 
substitutes for such product, process or work to substitutes for such product, process or work to 
prevent the exercise of market power.” (§2.2)prevent the exercise of market power.” (§2.2)
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Principle 2:Principle 2:
IP Not Presumed to Have Market PowerIP Not Presumed to Have Market Power

nn ““Although the intellectual property right confers Although the intellectual property right confers 
the power to exclude with respect to the specific the power to exclude with respect to the specific 
product, process or work in question,product, process or work in question, there will there will 
often be sufficient actual or potential close often be sufficient actual or potential close 
substitutes substitutes for such product, process or work to for such product, process or work to 
prevent the exercise of market power.prevent the exercise of market power.” (§2.2)” (§2.2)
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(When) Does IP Have Market Power?(When) Does IP Have Market Power?

nn Presumption of no market power among Presumption of no market power among 
multiple IP rights rests on presumption that they multiple IP rights rests on presumption that they 
are are substitutessubstitutes
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(When) Does IP Have Market Power?(When) Does IP Have Market Power?

nn “Market power is the ability to maintain prices “Market power is the ability to maintain prices 
above, or output below, competitive levels for a above, or output below, competitive levels for a 
significant period of time.” (§2.2)significant period of time.” (§2.2)

nn Is “the market” for the IP input or the product?Is “the market” for the IP input or the product?

nn What’s the competitive level?What’s the competitive level?
ss Hint:  it isn’t P = MC, since MC of a license is 0Hint:  it isn’t P = MC, since MC of a license is 0
ss Need a theory of the IP and/or product market price Need a theory of the IP and/or product market price 

level necessary to induce level necessary to induce exex anteante investmentinvestment
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A Dynamic StoryA Dynamic Story

nn Able and Baker sell light bulbs at 0 economic Able and Baker sell light bulbs at 0 economic 
profit.  Each has the opportunity to invent a profit.  Each has the opportunity to invent a 
better light bulb as follows:  invest  $100 in better light bulb as follows:  invest  $100 in 
research that pays $250 profit to the winner and research that pays $250 profit to the winner and 
$0 to the loser, each with probability 1/2$0 to the loser, each with probability 1/2

Year 1Year 1 Year 2Year 2

WinWin --100100 250250
LoseLose --100100 00
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Is There Market Power?Is There Market Power?

nn Suppose Able wins:  If the cost ofSuppose Able wins:  If the cost of Able’sAble’s investment investment 
capital is 25%, then Able capital is 25%, then Able merely broke evenmerely broke even
ss ExEx anteante:  .5 * 0 + .5 * 250 = 125   ROI = (125:  .5 * 0 + .5 * 250 = 125   ROI = (125--100) / 100 or 25%100) / 100 or 25%
ss ExEx postpost:  (250 :  (250 –– 100) / 100 = 150%100) / 100 = 150%

nn AnyAny “remedy” that reduces “remedy” that reduces Able’sAble’s profit after the fact profit after the fact 
(e.g., divestiture, compulsory licensing) would render the (e.g., divestiture, compulsory licensing) would render the 
investment unprofitable relative to similar investmentsinvestment unprofitable relative to similar investments
ss If proposed remedy would have caused the inventor not to invest If proposed remedy would have caused the inventor not to invest 

exex anteante, then it is not time, then it is not time--consistentconsistent
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BenchmarksBenchmarks

nn There is no operating definition of “the There is no operating definition of “the 
competitive [price] level” in the context of IPcompetitive [price] level” in the context of IP

nn There is no operating definition of “price”There is no operating definition of “price”
ss Is this the qualityIs this the quality--adjusted price? adjusted price? 

nn Without a definition of the competitive level and Without a definition of the competitive level and 
price, there is no measure of “market power”price, there is no measure of “market power”
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Principle 3:Principle 3:
Licensing Generally ProLicensing Generally Pro--CompetitiveCompetitive

nn “Sometimes the use of one item of intellectual “Sometimes the use of one item of intellectual 
property requires access to another.  An item of property requires access to another.  An item of 
intellectual property ‘blocks’ another when the intellectual property ‘blocks’ another when the 
second cannot be practiced without the first…. second cannot be practiced without the first…. 
Licensing may promote the coordinated Licensing may promote the coordinated 
development of technologies that are in a development of technologies that are in a 
blocking relationship.” (§2.3)blocking relationship.” (§2.3)
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Principle 3:Principle 3:
Licensing Generally ProLicensing Generally Pro--CompetitiveCompetitive

nn ““Sometimes the use of one item of intellectual Sometimes the use of one item of intellectual 
property requires access to another.  An item of property requires access to another.  An item of 
intellectual property ‘blocks’ another when the intellectual property ‘blocks’ another when the 
second cannot be practiced without the first…. second cannot be practiced without the first…. 
Licensing may promote the coordinated Licensing may promote the coordinated 
development of technologies that are in a development of technologies that are in a 
blocking relationship.” (§2.3)blocking relationship.” (§2.3)
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(When) Is Licensing Pro(When) Is Licensing Pro--Competitive?Competitive?

nn Presumption of proPresumption of pro--competitive licensing of competitive licensing of 
multiple IP rights rests on presumption that they multiple IP rights rests on presumption that they 
are are complementscomplements
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Patent B

Market

Patent A

Example:  Example:  
Three CrossThree Cross--Licensed PatentsLicensed Patents

Patent C
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Patent B

Market

Patent A

Three CrossThree Cross--Licensed PatentsLicensed Patents

Patent C

Suppose: 
A and B are substitutes
A and C are complements
B and C are complements
Firm 1 owns A and B
Firm 2 owns C

Conjecture:
There is no license between
1 and 2 that is both efficient
and not anti-competitive 
under the IP Guidelines
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VISX:  BackgroundVISX:  Background

nn VISX and Summit formed patent pool in 1992, 3 VISX and Summit formed patent pool in 1992, 3 
years prior to FDA approvalyears prior to FDA approval

nn All patents in portfolios merged into the poolAll patents in portfolios merged into the pool

nn Pool collected a royalty from each partner for Pool collected a royalty from each partner for 
each procedure performed on its lasereach procedure performed on its laser

nn Pool analyzed similarly to a merger of IP rightsPool analyzed similarly to a merger of IP rights
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VISX:  ComplaintVISX:  Complaint

nn Complaint Counsel alleged that the patent pool:Complaint Counsel alleged that the patent pool:
ss restrained traderestrained trade
ss raised, stabilized and maintained priceraised, stabilized and maintained price
ss raised the cost of, deterred and prevented entryraised the cost of, deterred and prevented entry
ss deprived consumers of the benefits of competitiondeprived consumers of the benefits of competition

nn Relative to what?  Relative to what?  

nn Isn’t this what patents do?  Isn’t this what patents do?  
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“… in the absence of [the pool], VISX and “… in the absence of [the pool], VISX and 
Summit … would have competed with one Summit … would have competed with one 
another [in the goods market] … and would another [in the goods market] … and would 
have engaged in competition with each have engaged in competition with each 
other in connection with the licensing of other in connection with the licensing of 
technology …”technology …”

nn I.e., pooled patents were I.e., pooled patents were substitutessubstitutes

VISX:  ComplaintVISX:  Complaint
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VISX:  Response to Pool AllegationsVISX:  Response to Pool Allegations

nn ComplementsComplements:  Pool was necessary because of :  Pool was necessary because of 
mutual blocking patentsmutual blocking patents

nn EfficiencyEfficiency:  Pool resolved protracted litigation:  Pool resolved protracted litigation

nn InsuranceInsurance:  Pool ensured that each party earned :  Pool ensured that each party earned 
returns on its IP, even if FDA failed to approve returns on its IP, even if FDA failed to approve 
its laser systemits laser system
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VISX:  Relief Sought Against PoolVISX:  Relief Sought Against Pool

nn Dissolve the patent poolDissolve the patent pool
ss Each party controls its own patentsEach party controls its own patents
ss Royalties set independentlyRoyalties set independently
ss RoyaltyRoyalty--free crossfree cross--licenselicense

nn Result (after consent decree)Result (after consent decree)
ss VISX’sVISX’s royalty unchanged royalty unchanged 
ss VISX sues VISX sues Nidek Nidek (3rd entrant)(3rd entrant)
ss Summit sues Summit sues NidekNidek
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VISX:  Count IIIVISX:  Count III

nn VISX had market power in a relevant market, and VISX VISX had market power in a relevant market, and VISX 
fraudulently obtained a patent in that marketfraudulently obtained a patent in that market

nn Relevant markets? Relevant markets? 
uu VISX’sVISX’s patentpatent, to which all laser firms needed a license , to which all laser firms needed a license 
uu MachinesMachines
uu ProceduresProcedures

nn CC: The “ability to exclude from a relevant market” was CC: The “ability to exclude from a relevant market” was 
sufficient to prove market powersufficient to prove market power

uu If the patent is a relevant market, and all patents exclude, whaIf the patent is a relevant market, and all patents exclude, what t 
about the presumption of no market power?about the presumption of no market power?
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VISX:  Count III ResponseVISX:  Count III Response

nn Complaint Counsel had no theory of the Complaint Counsel had no theory of the 
competitive level, and no evidence of “prices competitive level, and no evidence of “prices 
profitably maintained” above it profitably maintained” above it 

nn VISX’s return on investment was at or below VISX’s return on investment was at or below 
market ratesmarket rates

nn Royalty rate (as % of procedure price) “normal”Royalty rate (as % of procedure price) “normal”

nn No qualityNo quality--adjusted prices for vision correctionadjusted prices for vision correction
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VISX:  Count III ResponseVISX:  Count III Response

nn Problem:   if all other firms (including Summit) Problem:   if all other firms (including Summit) 
need a license, then the VISX patent is a need a license, then the VISX patent is a 
blocking patentblocking patent
ss i.e., it is a i.e., it is a complementcomplement

nn But Complaint Counsel had already pled thatBut Complaint Counsel had already pled that
VISX’sVISX’s patents did not block Summit’s patents patents did not block Summit’s patents 
in its allegations regarding the patent poolin its allegations regarding the patent pool
ss i.e., they were i.e., they were substitutessubstitutes
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Should IP Be Completely Unregulated?Should IP Be Completely Unregulated?

nn Principle 1:  IP is a Principle 1:  IP is a privateprivate means to a means to a publicpublic end end 
(“progress”)(“progress”)----not an absolute rightnot an absolute right

nn Principle 2:  government antitrust enforcement Principle 2:  government antitrust enforcement 
exists to compensate forexists to compensate for

(a) externalities of private behavior(a) externalities of private behavior
(b) insufficient private incentives to police (b) insufficient private incentives to police 

behaviorbehavior

nn Principle 3:  “free entry” in R&D will (in Principle 3:  “free entry” in R&D will (in 
expectation) erode “excess” returns to R&Dexpectation) erode “excess” returns to R&D
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A Normative Proposal:  ARNIIA Normative Proposal:  ARNII

nn “Anticipated to be Reasonably Necessary to “Anticipated to be Reasonably Necessary to 
Induce Investment”Induce Investment”

nn At the time of investment, was the conduct under At the time of investment, was the conduct under 
review anticipated to be reasonably necessary to review anticipated to be reasonably necessary to 
induce the investment?induce the investment?



GREATER PREDICTABILITY MAY RESULT IN PATENT POOLS 
 

Lawrence M. Sung1 
 

With great relief, the biotechnology industry has watched the federal courts begin 
to clarify the legal uncertainty surrounding the enforceable scope of seemingly broad 
prophetic patent claims granted by the U.S. Patent and Trademark Office for early 
biotechnology inventions.2 The concerted response of the PTO to recent pronouncements 
from the U.S. Court of Appeals for the Federal Circuit in biotechnology cases strongly 
suggests that any industry fears over the stifling impact of broad pioneer patent protection 
on biotechnology research and development will be relatively short- lived. 

 
Such trepidation should continue to subside and allow the biotechnology industry 

to begin embracing cooperative market-based technology transfer strategies similar to 
those relied upon in other technology sectors. A prudent consideration of any vision for 
future collective rights in biotechnology, however, begins with an appreciation of the 
specific experiences and unique demands of the industry. 

 
For a biotechnology company, there is arguably no greater asset than a proprietary 

position on genetic material that serves as the platform for the development of 
commercially significant biological products. Besides its straightforward function as a 
direct template for such biologics, genetic material also has enormous potential as a basic 
research tool with many possible applications. 

 
The technical leap from knowledge of a simple genetic sequence to such 

downstream applications, however, while perhaps grounded in accepted scientific 
methods, is certainly not trivial. Accordingly, certain members of the biotechnology 
industry have decried any possibility that the mere disclosure of a genetic sequence alone 
could form the basis for exclusionary patent rights against later-developed products 
which resulted from extensive additional scientific efforts and which determined the 
biological significance of that sequence.3 

                                                 
1 Assistant Professor of Law, University of Maryland School of Law (Baltimore, 

Maryland). Please direct questions or comments to lsung@law.umaryland.edu. Portions 
of this article published originally in the June 22, 1998 edition of The National Law 
Journal at page C2, which was co-authored with Don J. Pelto, now Partner, McKenna & 
Cuneo, LLP (Washington, DC). 

2 This article refers generally to biotechnology inventions to include isolated 
genetic molecules, such as DNA or RNA, and biologics produced through recombinant 
technology. For a cogent discussion of this subject matter, see Amgen Inc. v. Chugai 
Pharm. Co., 927 F.2d 1200, 1207-08 n.4 (Fed. Cir. 1991), and In re O’Farrell, 853 F.2d 
894, 895-99 (Fed. Cir. 1988), and references cited therein. 

3 For a scholarly discussion of possible economic consequences of patented 
“upstream” technology on “downstream” research and development, see Michael A. 
Heller & Rebecca S. Eisenberg, Can Patents Deter Innovation? The Anticommons in 
Biomedical Research, 280 SCIENCE 698 (May 1, 1998). 
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Nonetheless, this possibility came to the fore recently, when the PTO announced 

that it would likely grant patent claims to genetic sequences, known as expressed 
sequence tags, or ESTs, and single nucleotide polymorphisms, or SNPs, despite minimal 
disclosure of their biological significance by the patent applicant.4 n3 The patent claims 
receiving the preliminary approval of the PTO seemed of such broad scope that even the 
use of products derived from genetic material, of which only a fraction of the sequence is 
patented, could constitute an infringement under the patent law. 

 
In the absence of specific guidance from the federal courts regarding the 

enforceable scope of such seemingly broad, prophetic patent claims, the biotechnology 
industry was mired in public debates over the proper scope of patent protection in this 
field. Irrespective of the outcome, the controversy itself has exaggerated defensive 
concerns, causing some biotechnology companies to adopt arguably erratic licensing 
strategies.5 

 
In recent years, the Federal Circuit has begun to confront the issue of the proper 

enforceable scope of facially broad biotechnology patent claims, and it will continue to 
do so with increasing frequency as more biotechnology patents face litigation. In the 
early cases, the court reiterated the fundamental patent law requirement that the 
enforceable scope of the claims reasonably correspond to the enabling aspects of the 
disclosure provided by the patent applicants.6 

 
Federal Circuit Limits Claims 
 
Bolstered by the practical reality that many aspects of biotechnology are still 

fairly characterized as unpredictable, the court indicated, for example, that patent claims 
to a broad genus can be invalid when the disclosure sets out working examples of only a 
few of the species in the claimed genus.7 The Federal Circuit predicated its rulings on the 
lack of information sufficient to enable one skilled in the art to practice the entire range 
of embodiments encompassed by the broad generic claim. As such, the validity of broad 
prophetic biotechnology patent claims seemed endangered. 

 

                                                 
4 See Lynn Pasahow and Andrew Kumamoto, Human Genome Project Raises 

Patenting Issues, NAT’L L.J., Oct. 20, 1997, at C31. The announcement by the PTO in 
February 1997 that ESTs could be patentable rekindled the controversy over gene 
patenting and its potential chilling effect on innovation in biotechnology. See Ed Susman, 
U.S. PTO to Allow Patents on Gene Fragments called ESTs, BIOTECHNOLOGY 
NEWSWATCH, March 3, 1997, at 1. 

5 See Mike McGee, The Gene Chip Patent Wars, AM. LAW., March 12, 1998, at 1 
(commenting on “EST Paranoia”). 

6 See, e.g., In re Goodman, 11 F.3d 1046 (Fed. Cir. 1993); In re Vaeck, 947 F.2d 
488 (Fed. Cir. 1991). 

7 See Genentech v. Novo Nordisk, 108 F.3d 1361, 1365 (Fed. Cir.), cert. denied, 
522 U.S. 963 (1997). 
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The Federal Circuit further corralled anxieties of a skittish biotechnology industry 
when it decided Regents of the University of California v. Eli Lilly & Co. last year.8 In 
Lilly, the appellate court provided yet another legal basis for limiting the scope of 
biotechnology patent protection. The Federal Circuit upheld the district court’s 
invalidation of patent claims broadly directed to vertebrate insulin-encoding cDNA when 
the patent applicant had disclosed the genetic sequence of only rat cDNA. 

 
In contrast with earlier biotechnology cases focusing on the enabling aspect of the 

disclosure, the Federal Circuit in Lilly held the patent claims invalid for inadequate 
written description. The court concluded that the disclosure of a single species of genetic 
material does not provide an adequate written description necessary to support patent 
claims to a broad genus of genetic material. 

 
Indeed, these pronouncements by the Federal Circuit indicate that the effective 

scope of patent protection for certain biotechnology inventions may be far more limited 
than the facial breadth of the patent claims granted by the PTO for those inventions. To 
alleviate this inconsistency, the PTO apparently will adopt a closer scrutiny of patent 
applications for biotechnology inventions -- at least with ESTs and SNPs -- in an attempt 
to ensure that the scope of the patent claims is supported by an adequate written 
description and enabling disclosure.9 

 
This prospective remedy, however, still leaves numerous issued patents for which 

the true enforceable scope of the claims might be suspect in view of the Federal Circuit’s 
more recent holdings. A potential consequence of this uncertainty is inaccuracy in the 
valuation of patent rights in the various risk assessments informing freedom-to-operate 
opinions, licensing arrangements and pre- litigation strategies. 

 
As the Federal Circuit continues to refine its patent law jurisprudence regarding 

biotechnology inventions, however, the picture of the patent landscape in the 
biotechnology area will come into sharper focus. With more recognizable and reliable 
legal boundaries established, companies can finally turn their attention to the business of 
invention. Such increased patent predictability should allow the biotechnology industry to 
begin embracing the benefits of collective rights. 

 
Motivation for Cooperation 
 
With intellectual property portfolios taking shape in a maturing industry, the 

transactional costs of increasing technology transfer can begin to account for an alarming 
proportion of an individual company’s research and development expenditures. In 
addition to the expense of potential litigation, this economic inefficiency is a strong 
motivation for industry members to enter into a cooperative dynamic that facilitates more 

                                                 
8 119 F.3d 1559 (Fed. Cir. 1997). 
9 See James A. Coburn, ESTs and Partial Sequences: Repercussions for the 

Biotech Client, INTELLECTUAL PROP. TODAY, August 1997, at 7. 
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cost-effective common access to vital technology, while preserving competitive business 
practices sufficient to thwart antitrust implications. 

 
One scholar has studied the establishment of private collective rights 

organizations, or CROs, and common property resource institutions, or CPRs, in various 
industries, characterizing such measures as voluntary assumptions of liability rules to 
maintain the overall ability of an industry to accommodate consistent innovative growth 
in an IP-right-dominated field.10 n12 Companies positioned at the forefront of this new 
industry arena will help shape the next era of commercial development in biotechnology. 

 
The industry advantages of a patent pool, one type of private CRO, are well-

recognized across geographic and technological lines. A patent pool is one mechanism by 
which two or more companies practicing related technologies can assign or license their 
patents to establish a clearinghouse for patent rights.11 

 
Aside from the decreased transactional costs realizable from a bulk technology 

transfer infrastructure, other distinct benefits inure to the cross-licensed patent pool 
members. For example, contributing members can rely upon the patent pool for the 
freedom to operate in the field for commercial and research endeavors and as a revenue 
source with the royalty income stream generated from nonmember licensees. 

 
The international community has embraced private CROs. For example, de facto 

patent pooling arrangements represent standard corporate practice in Japan, where 
companies favor the acquisition of extensive patent portfolios as a defensive measure 
against litigation and other business conflicts. Patent pools have particular advantage in 
Japan in view of the traditionally narrower scope of protection granted in their individual 
patents and the consequentially greater number of patents in a given technology, when 
compared with the United States. These aspects, in conjunction with different cultural 
norms, motivate Japanese corporations to commit their respective patent portfolios to 
pooling arrangements to obtain less costly access to vital technology as well as an added 
measure of security against competitor conflicts. 

 
Beyond the well established private CROs in the automotive, aircraft, electronics, 

and telecommunications industries, and the monolithic collective copyright licensing 

                                                 
10 See generally Robert P. Merges, Contracting Into Liability Rules: Intellectual 

Property Rights and Collective Rights Organizations, 84 CAL. L. REV. 1293 (1996). 
11 Under the present administration, the U.S. Department of Justice has become 

increasingly tolerant with respect to the antitrust implications of patent pooling 
arrangements. See Andrea C. Brunetti, Wading Into Patent Pooling, INTELLECTUAL 
PROP., November 1997 (www.ipmag.com/brunetti.html). Indeed, Acting Assistant 
Attorney General Joel Klein publicly expressed a shift in the Antitrust Division’s view by 
stating recently that “by promoting the dissemination of technology, cross- licensing and 
pooling arrangements are often pro-competitive.” See id. 
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organizations of ASCAP and BMI,12 n14 the biotechnology industry can learn from 
recently advocated CROs in other newly burgeoning technologies. For example, a recent 
agreement among nine companies and Columbia University created a patent pool 
directed to the MPEG-2 video standard.13 

 
Similarly, the Digital Video Broadcasting Project, or DVB, a collective of more 

than 200 broadcasters, manufacturers, and regulatory bodies in over 30 countries 
worldwide, recently formed a patent pool containing the patent rights necessary to cover 
the implementation of DVB standards.14 As these examples indicate, the establishment of 
a patent pool can be an integral component of the standard business practice in an 
industry, the heart of which rests with fundamental proprietary technology. 

 
Patent Pooling Possibilities 
 
Indeed, the interplay between historical experiences and future prospects in 

biotechnology makes patent pooling arrangements a ripe consideration for the industry. 
For the reasons stated earlier, the staking of early patent positions by commercial entities 
to specific fragments of this genetic information will not likely cause a dramatic shift in 
the continuing development of the industry. The enforceable scope of such patents should 
not preclude the realization of financial rewards associated with the complex research 
efforts of biotechnology companies to understand and to harness the biological processes 
involved. 

 
At its core, biotechnology is the exploitation of nature’s design, standing on the 

shoulders of the biological templates of DNA and RNA. For biotechnology, genetic 
information represents an “industry standard” analogous to those described above in the 
electronics and telecommunications areas. Accordingly, the landscape of increasing 
patent protection to this genetic material favors the voluntary entry of biotechnology 
industry members into patent pooling arrangements. 

 
Indeed, the vast amount of genetic information, and its significance as a 

fundamental research tool even absent functional knowledge, can give rise to an almost 
overwhelming number of patents, the true value of which may be unascertainable without 
the cooperative efforts of other companies. In any event, the overall transactional costs 
associated with risk assessments based upon this relatively uninformed valuation of 

                                                 
12 ASCAP and BMI are the respective acronyms for the American Society of 

Composers, Authors and Publishers, and Broadcast Music Inc. For a cogent discussion of 
these CROs, see Merges, supra n.10, at 1328. 

13 See MPEG-2 Patent Pooling Approved, EETIMES (visited April 22, 1998) 
(http://pubsys.cmp.com/eet/news/97/961news/mpeg.html). Lawrence A. Horn, vice 
president, licensing, of MPEG LA, the administrative entity of the MPEG-2 patent pool, 
provided valuable insights on the dynamics of patent pooling arrangements. 

14 See DVB Project Promotes Pooling of DVB Patents (visited April 28, 1998) 
(www.dvb.org/dvb_news/dvb_pr037.html). 
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patent rights may alone outweigh any perceived benefit to the maintenance of an 
isolationist business strategy. 

 
The establishment of a biotechnology patent pool will depend on the convergence 

of several factors. The first involves the determination of the patents necessary to 
undertake a particular research effort. Once the patent pool members set out research 
goals and define the technological aspects required to accomplish those goals, an 
independent licensing agent or patent pool administrator can assess which patents would 
be essential to achieve a freedom to operate in this regard. This assessment should 
involve the technical and legal expertise of qualified biotechnology patent attorneys. 

 
A biotechnology patent pool can thus have a more horizontal scope relating 

broadly within a discipline, for example, encompassing genetic information likely 
associated with a particular biological function. Alternatively, a biotechnology patent 
pool can reflect a more vertical integration of scientific methods across various 
disciplines, for example, providing freedom to operate from genetic screening and lead 
identification to drug discovery. The determination of the appropriate scope of 
technology governed by the patent pool further allows the administrator to decide 
whether an invitation to patent pool membership should be extended to certain 
nonmembers owning essential patents. 

 
During the patent pool’s existence, a responsibility of the administrator will also 

be the strict regulation of the composition of the portfolio, which will likely change 
through the addition of newly issued, essential patents and the deletion of expired, 
nonessential, invalid or unenforceable patents. The administrator can further attend to the 
solicitation and engagement of nonmember licensees, the collection and distribution of 
royalty income, and the enforcement and termination of licenses. 

 
The fundamental features of a patent pool include the integration of 

complementary technologies, the reduction of transaction costs, the clearance of blocking 
patent positions and the avoidance of costly infringement litigation. Its effectiveness 
springs principally from a consensus among the participants that individual patent rights 
will be made available to other members on fair, reasonable and nondiscriminatory terms. 
In any event, the ability to obtain a straightforward, reliable freedom to operate in an 
otherwise complex arena of intellectual property will be a dominant appeal of a 
biotechnology patent pool for prospective participants and nonmember licensees alike. 

 
Given the dynamics of biotechnology research and development, the reliance by 

the industry on cooperative market-based technology transfer strategies through patent 
pools or other CROs may be inevitable. If so, the prospects for future success will likely 
depend on the swift acceptance and implementation of such collective rights programs. 
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I. SUMMARY

One of the biggest public concerns voiced against the granting of patents by the United States
Patent Office (USPTO) to inventions in biotechnology, specifically inventions based on genetic
information, is the potential lack of reasonable access to that technology for the research and
development of commercial products and for further basic biological research.  One possible
solution lies in the formation of patent pools.  Part II of this document briefly discusses public
concerns about the granting of intellectual property rights to genomic inventions.  Part III defines
a patent pool and summarizes their history in the United States.  Part IV sets forth the legal
guidelines issued by the Department of Justice and the Federal Trade Commission concerning
intellectual property licensing arrangements.  Finally, Part V analyzes the potential benefits of
forming patent pools in the biotechnology industry to both commercial entities and the public at
large.

II. PUBLIC CONCERNS ABOUT THE GRANTING OF U.S. PATENTS TO GENOMIC INVENTIONS

In the mid-1980’s a debate raged within the scientific community regarding the investment of
limited public research funds into the Human Genome Project.  Advocates suggested that by
elaborating the core information relating to our common genetic heritage, we would foster
innovation that would accelerate research.  Contrary opinions opined that the information would
develop on its own as a natural consequence of research in other areas.  While it may have taken
longer, the information would have been “richer” since it would include not only raw data, but
the understanding of what this data means.  Still others suggested that obtaining the sequence of
research organisms such as C. elegans and the mouse would serve the scientific community
better since the data could be immediately adapted to developmental research.  Despite this
debate, it was decided to proceed with the Human Genome Project.

Over the past 15 years, technological advances have allowed for the rapid sequencing of genetic
information from a variety of organisms.  In June of 2000, scientists completed a draft sequence
of the human genome.  Also, a sequence of D. melanogaster was recently completed and other
organisms, such as the mouse, should be completed by year’s end.  The information from these
projects has been obtained from both private and public research concerns, and the private
entities, as well as some public entities such as universities, desire to profit from their
investment.  To this end, these entities use the patent system to protect their investment.
However, this route of protection has sparked a public debate that will likely remain for some
time.

Part of the public concern lies in the corporate utilization of information from several genome
projects that have been placed in the public domain.  Companies have used this information in
their own proprietary research, thereby, capitalizing on publicly funded efforts and removing
further developments of such efforts from the public domain.  There is great consternation that
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some private concerns are attempting to reap benefits from patented technologies that would not
have been possible without publicly funded research, such as the Human Genome Project.

Of present concern to the public is the removal of valuable research resources from the public
domain.  The characterization of nucleic acid sequence information is only the first step in the
utilization of genetic information.  Significant and intensive research efforts, however, are
required to glean the information from the nucleic acid sequences for use in, inter alia, the
development of pharmaceutical agents for disease treatment, and in elucidating basic biological
processes.  Many feel that by allowing genetic information to be patented, researchers will no
longer have free access to the information and materials necessary to perform biological
research.  This issue of access to research tools relates to the ability of a patent holder to exclude
others from using the material.  Further, if a single patent holder has a proprietary position on a
large number of nucleic acids, they may be in a position to “hold hostage” future research and
development efforts.

No single company or organization, however, has the resources to develop any significant
fraction of the genetic information present in an organism.  If proprietary information is not
freely available or licensed in an affordable manner, researchers will be precluded from using
these protected nucleic acids to develop new therapeutics and diagnostics.  It would be, however,
shortsighted of a patent holder to demand such a prohibitively expensive licensing agreement
that would preclude anyone else from utilizing a patented invention.   Rather, an owner of a
patent is likely to make business decisions based upon profitability, and one element of such is
the ability to obtain licensees.  For example, two of the most profitable patents in the
biotechnology area are those of Cohen and Boyer1, which are owned by Stanford University. 2

These patents cover the fundamental technology used throughout molecular biology, including
recombinant DNA research. 3  By minimizing licensing fees and extending non-exclusive
licenses, potential infringers were inclined to obtain licenses and the technology was therefore
broadly distributed.4  The dominance of these patents did not inhibit further development but
instead spurred further innovation while providing profits to the patent owner.

                                                                
1 United States Patent Nos. 4,237,224 and 4,468,538.
2 See NATIONAL RESEARCH COUNCIL, INTELLECTUAL PROPERTY RIGHTS AND RESEARCH TOOLS IN MOLECULAR
BIOLOGY (1996), reprinted at <http://www.nap.edu/readingroom/books/property/5.html> (a summary of a workshop
held at the National Academy of Sciences on Feb. 15-16, 1996).  As of early 1995, the royalty on the patents to
Cohen and Boyer had increased exponentially to $139 million.  See id., ch. 5.
3 See id.
4 See id.
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III. PATENT POOLS AND THEIR HISTORY

A “patent pool” is an agreement between two or more patent owners to license one or more of
their patents to one another or third parties.5  Alternatively, a patent pool may also be defined as
“the aggregation of intellectual property rights which are the subject of cross-licensing, whether
they are transferred directly by patentee to licensee or through some medium, such as a joint
venture, set up specifically to administer the patent pool.”6

Over the last one hundred and fifty years, patent pools have played an important role in shaping
both the industry and the law in the United States.7   In 1856, the Sewing Machine Combination
formed one of the first patent pools consisting of sewing machine patents.8  In 1917, as a result
of a recommendation of a committee formed by the Assistant Secretary of the Navy (The
Honorable Franklin D. Roosevelt), an aircraft patent pool was privately formed encompassing
almost all aircraft manufacturers in the United States.9  The creation of the Manufacturer’s
Aircraft Association was crucial to the U.S. government because the two major patent holders,
the Wright Company and the Curtiss Company, had effectively blocked the building of any new
airplanes, which were desperately needed as the United States was entering World War I.10   In
1924, an organization first-named the Associated Radio Manufacturers, and later the Radio
Corporation of America, merged the radio interests of American Marconi, General Electric,
American Telephone and Telegraph (AT&T) and Westinghouse, leading to the establishment of
standardization of radio parts, airway’s frequency locations and television transmission
standards.11  A more recent patent pool was formed in 1997, by the Trustees of Columbia
University, Fujitsu Limited, General Instrument Corp., Lucent Technologies Inc., Matsushita
Electric Industrial Co., Ltd., Mitsubishi Electric Corp., Philips Electronics N.V. (Philips),
Scientific_Atlanta, Inc., and Sony Corp. (Sony) to jointly share royalties from patents that are
essential to compliance with the MPEG_2 compression technology standard.12  In 1998, Sony,
Philips and Pioneer formed a patent pool for inventions that are essential to comply with certain

                                                                
5 See JOEL I. KLEIN, AN ADDRESS TO THE AMERICAN INTELLECTUAL PROPERTY LAW ASSOCIATION, ON THE
SUBJECT OF CROSS-LICENSING AND ANTITRUST LAW (May 2, 1997), reprinted at
http://www.usdoj.gov/atr/public/speeches/1123.htm  (noting that United States v. Line Materials , 333 U.S. 287, 313
n.24 (1948) states that the term “patent pool” is not a term of art.)
6 See Klein, supra at  http://www.usdoj.gov/atr/public/speeches/1123.html.
7 See Steven C. Carlson, Note, Patent Pools and the Antitrust Dilemma , 16 YALE J. ON REG. 359, 373 (1999).
8 See Robert P. Merges, Institutions For Intellectual Property Transactions: The Case for Patent Pools (August
1999) <www.law.berkeley.edu/institutes/bclt/pubs/merges>.
9See Harry T. Dykman, Patent Licensing within The Manufacturer’s Aircraft Association (MAA), 46 J. PAT . OFF.
SOC’Y 646, 648 (1964).
10 See id. at 647.
11 See The Radio Manufacturers Association (August 5, 1998)
<http://www.terracom.net/~john_b/radiodocs/RETMA/ccodeindex.htm>
12See Letter from Joel I. Klein, Assistant Attorney General, Department of Justice, Antitrust Division, to Gerrard R.
Beeney, Esq. (June 26, 1997) <http://www.usdoj.gov/atr/public/busreview/1170.htm> [hereinafter MPEG-LA
review letter].
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DVD-Video and DVD-ROM standard specifications.13  Yet another patent pool was formed in
1999, this time by Toshiba Corporation, Hitachi, Ltd., Matsushita Electric Industrial Co., Ltd.,
Mitsubishi Electric Corporation, Time Warner Inc., and Victor Company of Japan, Ltd. for
products manufactured in compliance with the DVD-ROM and DVD-Video formats.14

The law regarding patent pools has changed dramatically over the last century and a half.15  A
patent is a government-granted limited property right to exclude others from making, using or
selling the patented invention. 16  Antitrust laws, such as the Sherman Act, however, were
designed to prevent the creation of monopolies and restraints on interstate commerce.  Although
these laws seem to be incompatible, both antitrust law and patent law are “aimed at encouraging
innovation, industry and competition.”17  Nevertheless, antitrust laws and patents have often
been conflict; especially where patent pooling or patent cross-licensing is concerned.  In the
early 1900’s, courts gave such sweeping deference to the licensing of patents that such activities
were practicably immune from the Sherman Act.18   Patent pools’ freedom from any scrutiny
under the antitrust laws ended in 1912 with the Supreme Court’s decision in Standard Sanitary
Manufacturing Co. v. United States19 which dissolved a patent pool because of antitrust
violations.  In 1945, the Supreme Court dissolved one of the most notorious patent pools in
Hartford-Empire Co. v. United States.20   This patent pool of major glass manufacturers covered
ninety-four percent of all the glass made in the United States, which allowed its members to
sustain glass prices at unreasonably high levels.21  By the 1960s, the Department of Justice
closely evaluated all patent pools and created a list of nine patent licensing practices that were
per se antitrust violations (known as the “Nine No-Nos”).22  Recently, the Department of Justice
                                                                
13See Letter from Joel I. Klein, Assistant Attorney General, Department of Justice, Antitrust Division, to Gerrard R.
Beeney, Esq. (December 16, 1998) <http://www.usdoj.gov/atr/public/busreview/2121.htm> [hereinafter Sony
Review letter].
14See Letter from Joel I. Klein, Assistant Attorney General, Department of Justice, Antitrust Division, to Carey R.
Ramos, Esq. (June 10, 1999) <http://www.usdoj.gov/atr/public/busreview/2485.htm> [hereinafter Toshiba Review
Letter].
15 See Carlson, supra  note 7 at 373.
16 See U.S. v. Line Material Co., 333 U.S. 287, 307 (1948).
17 See Atari Games Corp. v. Nintendo of America, Inc., 897 F.2d. 1572, 14 USPQ2d 1034 (Fed. Cir. 1990).
18 See Carlson, supra  note 7 at 373.  The Supreme Court established the dominance of patent law over antitrust law
in E. Bement & Sons v. National Harrow Co., 186 U.S. 70 (1902).  See id.   The Court did not find that a patent
license that perpetuated the monopoly of the patent or fixed prices was a violation of the Sherman Act.  See id.
19 226 U.S. 20 (1912).  The Supreme Court dissolved a patent pool that fixed prices and locked out unlicensed
manufacturers.  See Carlson, supra  note 7 at 374.  Patent pooling, however, is not a per se violation of the Sherman
Act.  See Standard Oil Co. (Indiana) v. United States, 283 U.S. 163 (1931) (a settlement agreement between
Standard Oil Co., the New Jersey Co., the Texas Co., and Gasoline Products Co. wherein patents were cross-
licensed and the companies were thereby freed from litigation and allowed to concentrate instead on technical
advancements, was ratified and found not be a restraint on trade).
20 323 U.S. 386 (1945).  See also Carlson, supra  note 7 at 374.
21 See id. at 375.  Justice Hugo Black wrote in Hartford-Empire Co. v. United States:  “This history of this country
has perhaps never witnessed a more completely successful economic tyranny over any field of industry than that
accomplished by the appellants.   323 U.S. 386, 436-37.
22 See Sheila F. Anthony, Antitrust and Intellectual Property Law: From Adversaries to Partners, 28 AIPA Q.J. 1, 3
(2000), reprinted at http://www.ftc.gov/speeches/other/aipla.htm (Commissioner Anthony’s remarks are adapted
from her address at the Centennial Conference on Intellectual Property Law at the John Marshall School Center for
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and the Federal Trade Commission (“FTC”) have recognized that patent pools can have
significant procompetitive effects and may improve a business’ ability to survive this era of rapid
technological innovation in a global economy. 23

IV. LEGAL GUIDELINES FOR FORMING INTELLECTUAL PROPERTY POOLS

Since 1977, the Antitrust Division of the U.S. Department of Justice has had an official
regulatory procedure for reviewing various types of business practices proposed by private
firms.24  Since 1979, the FTC has had a similar procedure, in which businesses may seek FTC
advisory opinions concerning proposed business practices.25  These procedures led to Justice
Department and FTC policies in the intellectual property licensing area, and in 1995, these
agencies issued Antitrust Guidelines for the Licensing of Intellectual Property (“IP Guidelines”),
which sets forth their enforcement policies in this area.26  The IP Guidelines specifically address
pooling arrangements involving intellectual property owners and their rights.27

In particular, the IP Guidelines state that intellectual property pooling is procompetitive when it:

(1) integrates complementary technologies,
(2) reduces transaction costs,
(3) clears blocking positions,
(4) avoids costly infringement litigation, and
(5) promotes the dissemination of technology. 28

The IP Guidelines also discuss that excluding firms from an intellectual property pool may be
anticompetitive if:

(1) the excluded firms cannot effectively compete in the relevant market for the good
incorporating the licensed technologies,

(2) the pool participants collectively possess market power in the relevant market, and
(3) the limitations on participation are not reasonably related to the efficient

development and exploitation of the pooled technologies. 29

                                                                                                                                                                                                                
Intellectual Property Law in May of 1999).  See also  Andrea C. Brunetti, Wading Into Patent Pooling: The Clinton
Justice Department is Becoming More Tolerant of High-Tech Patent-Sharing Deals, Intellectual Property  (Nov.
1997) <http://www.ipmag.com/brunetti.html>.
23 See id. at 5-6.
24 See 28 C.F.R. § 50.6 ("Antitrust Division Business Review Procedure").
25 See 16 C.F.R. §§ 1.1-1.4 ("Advisory Opinions").
26 See U.S. DEP’T OF JUSTICE & FED. TRADE COMM’N, ANTITRUST GUIDELINES FOR THE LICENSING OF
INTELLECTUAL PROPERTY (1995) ("IP Guidelines"), reprinted at
http://www.usdoj.gov/atr/public/guidelines/ipguide.htm.
27 IP Guidelines, § 5.5.
28 See id.
29 See id.
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Anticompetitive effects may also occur if the pooling arrangement deters or discourages
participants from engaging in research and development which is more likely "when the
arrangement includes a large fraction of the potential research and development in an innovation
market."30

The Justice Department has applied these guidelines in considering and approving three
proposed patent pools.  Its first review set forth the following additional guidelines:

(1) the patents in the pool must be valid and not expired,
(2) no aggregation of competitive technologies and setting a single price for them,
(3) an independent expert should be used to determine whether a patent is essential

to complement technologies in the pool,
(4) the pool agreement must not disadvantage competitors in downstream product

markets, and
(5) the pool participants must not collude on prices outside the scope of the pool,

e.g., on downstream products.31

Currently, the guidelines have been "collapsed" into the following two overarching questions:
(1) "whether the proposed licensing program is likely to integrate complementary patent rights,"
and (2) "if so, whether the resulting competitive benefits are likely to be outweighed by
competitive harm posed by other aspects of the program."32  In analyzing these issues, the Justice
Department has focused on the patents to be licensed (i.e., an independent expert in the relevant
technology determines that they are "essential" to complementing the central technology in the
pool), the joint licensing arrangement (i.e., collusion is unlikely, access to technology is
enhanced), and the positive effects on innovation (e.g., the pool participants are required to
license to each other "essential" patents they obtain in the future, less of a chance for future
"blocking" patents, newer patents weigh heavier in calculating royalties to patent owners).33

Biotechnology patent pooling agreements being considered should follow the above guidelines,
prior to being submitted to the Antitrust Division of the Justice Department for a proposed
business practice review, pursuant to 28 C.F.R. § 50.6, and to the FTC for an advisory opinion,
pursuant to 16 C.F.R. §§ 1.1-1.4.

                                                                
30 See id.
31 See MPEG-LA Review Letter, supra note 12 (citing IP Guidelines, § 5.5) (affirming of the Motion Picture Experts
Group pooling of video systems patents).
32 Toshiba Review Letter, supra  note 14 (approving of proposed patent pool concerning patents essential to the
manufacturing of digital versatile discs and players).  See also  Sony Review Letter, supra  note 13 (approving of
proposed patent pool for essential patents concerning digital versatile discs and players).
33 See Toshiba Review Letter, supra  note 14.
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V. BENEFITS FROM THE POOLING OF BIOTECHNOLOGY PATENTS

The re-emergence of the formation of patent pools suggests that the social and economic benefits
of such arrangements outweigh their costs.  This section will discuss some of the significant
benefits of patent pooling, as well as some of their costs.

A first benefit associated with the pooling of patents is the elimination of problems caused by
“blocking” patents or “stacking” licenses.34  In biotechnology, the granting of patents to nucleic
acids may create blocking patents or lead to stacking licenses.  As demonstrated in the emerging
airplane technology in the early 1900’s, corporations that hold patents on an industry’s basic
building blocks can prevent each other, as well as others, from bringing commercial products to
the market.35  By creating a patent pool of these basic patents, businesses can easily obtain all the
necessary licenses required to practice that particular technology concurrently from a single
entity. 36   This, in turn, can facilitate rapid development of new technology since it opens the
playing field to all members and licensees of the patent pool.37   For example, the recent patent
pool encompassing MPEG-2 technology led to the rapid formation of a standardized protocol to
protect copyrighted works on the Internet.38  Similarly, patent pools can eliminate the problems
associated with blocking patents or stacking licenses in the field of biotechnology, while at the
same time encouraging the cooperative efforts needed to realize the true economic and social
benefits of genomic inventions.39  In addition, since each party in a patent pool would benefit
from the work of others, the members may focus on their core competencies, thus spurring
innovation at a faster rate.

A second benefit is that patent pools have the potential to significantly reduce several aspects of
licensing transaction costs.40  First, patent pools can reduce or eliminate the need for litigation
over patent rights because such disputes can be easily settled, or avoided, through the creation of
a patent pool.  A reduction in patent litigation would save businesses time and money, and also
avoid the uncertainty of patent rights caused by litigation. 41   In addition, small businesses, which

                                                                
34 See Carlson, supra  note 7 at 379.  A “blocking” patent is define as patents which have claims that overlap each
other in a manner that the invention claimed in one patent cannot be practiced without infringing the claims of the
other patent and vice versa.  See Brunetti, supra  note 22 at 2.  Stacking” licenses give the owner of a patented
invention used in upstream research rights in subsequent downstream innovations.  See Michael A. Heller &
Rebecca S. Eisenberg , Can Patents Deter Innovation? The Anticommons in Biomedical Research, 280 Science 698
(1998).
35 See Dykman, supra  note 9 at 647.
36 See Merges, supra  note 8 at 25.
37 See Carlson, supra  note 7 at 379.
38 See id.
39 See Lawrence M. Sung and Don J. Pelto, Greater Predictability May Result in Patent Pools As the Federal
Circuit Refines Scope of Biotech Claims, Use of Collective Rights Becomes Likely, NLJ (Jun. 22, 1998), reprinted at
http://www.ljx.com/patents/0622pools.html.
40 See Merges, supra  note 8 at 17.
41 See Carlson, supra  note 7 at 380-81.  During litigation, a patented claim may be found to be invalid or
unenforceable or may have its scope limited.  See id.
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cannot usually endure the costs of litigation, are more likely to survive and prosper if they are
free from legal suits over patent rights in the future.42   Second, a patent pool creates an efficient
mechanism for obtaining rights to a patented technology. 43  Parties interested in a certain
technology covered by a patent pool can, in one stop, license all the patents essential to a core
technology. 44  Without a patent pool, a company would have to obtain licenses separately from
each holder of the essential patents.   Not only does the process of individual licensing require
more time, money and resources, but it also establishes a motivation for some patent owners to
hold out on licensing their patent.45  For example, if a company knows that they own the last
patent a consumer needs to practice a particular technology, they can demand a substantially
higher royalty because they realize that the value of all the other licenses that the consumer
already purchased depends on obtaining this last license.46  Patent pools address this
anticompetitive “hold out” problem by providing a means in which most, if not all, necessary
licenses are obtained at one time.  In addition, patent pools often require a grantback license of
any improvement patents on the core technology of the patent pool to reduce the risk of future
lawsuits.47  A reduction in transaction costs is particularly important to biotechnology firms,
where a significant portion of their research and development funds are being diverted to cover
transaction costs, thus slowing down further innovation. 48

A third major benefit from patent pooling is the distribution of risks.  Like an insurance policy, a
patent pool can provide incentive for further innovation by enabling its members to share the
risks associated with research and development.49    The pooling of patents can increase the
likelihood that a company will recover some, if not all, of its costs of research and development
efforts.50  Depending on the structure of the pool, all members may receive a set income based
upon a percentage of the pool’s royalty regardless of the “economic” value of their individual
patent.  For example, under the MPEG LA patent pool, all essential patents are equal in value no
matter the cost of the research and development required for their actualization. 51  This
arrangement evenly distributes the wealth of the pool to all its members.  In addition, all
members of a patent pool have equal access to the technology in the pool, which may enhance
the commercial potential of the patented invention of an individual member.52  A mechanism that
distributes risks and provides greater access to related technology should be extremely attractive
to biotechnology businesses that have to fund the high research and development costs inherent
in this area of innovation. 53

                                                                
42 See id. at 382.
43 See Merges, supra  note 8.
44 See id. at 25.
45 See Brunetti, supra  note 22.
46 See id.
47 See Merges, supra  note 8 at 35.
48 See Sung, supra  note 39.
49 See Carlson, supra  note 7 at 381-82.
50 See id.
51 See Dana J. Parker, Standard Deviations: Everyone Into the (Patent) Pool! (Sept. 1998)
<http://www.emediapro.net/EM1998/standard9.html>.
52 See Sung, supra  note 39.
53 See id.
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Finally, a fourth benefit of patent pooling is an institutionalized exchange of technical
information not covered by patents.54   A patent pool provides a mechanism for free sharing of
technical information related to patented technology among its contributing members and its
licensees.55  By fostering lines of communication between the members, trade secrets would
become less prevalent.  Instead, the members would have an incentive to avoid overlapping
efforts, especially in the field of biotechnology.  Competitive success in the market place
depends upon access to information in order to use limited resources efficiently, and patent pools
would provide greater access to information for its members.  This is particularly important in
biotechnology where the potential for commercial development is staggeringly high, especially if
limited resources are used effectively and efficiently. 56

Critics have stated that patent pools have several anticompetitive effects.  The first criticism is
that patent pools inflate the costs of competitively priced goods.57   This argument is based on the
assumption that while certain patents may be considered to be legally blocking, such patents
actually cover competitive alternatives to a certain technology, and that the pooling of these
patents will expand monopoly pricing.58  This criticism can be dismissed by careful evaluation of
patent pool arrangement as to whether the patents are truly “blocking” as outlined in the IP
Guidelines.59

A second reason why critics feel patent pools should not be encouraged is that pools shield
invalid patents.60  Companies who fear that their patents will be invalidated in court are eager to
settle by creating a patent pool. 61  This, in turn, will force the public to pay royalties on
technology that would have become part of the public domain if the patents were actually
litigated in court.   While certainly a valid concern, patent pools can avoid this situation if the
patents for the pool are selected and monitored by an independent expert to evaluate the
patents.62  In addition, oversight of patent pools by the Department of Justice and the FTC
provide further assurance that the pools are not shielding invalid patents.   For example, recently,
a FTC complaint against Summit and VISX charged the companies with unlawful price fixing
involving their patent pool. 63  In addition, the FTC challenged the patent pool because it was
protecting an invalid patent.64  Thus, the formation of a patent pool does necessarily prevent the
technology in an invalid patent from being returned to the public domain.

                                                                
54 See Merges, supra  note 8 at 22.
55 See id.
56 See Sung, supra  note 39.
57 See Carlson, supra  note 7 at 385-86.
58 See id.
59 See IP Guidelines, supra  note 26.
60 See Carlson, supra  note 7 at 386-87.
61 See id.
62 See Klein, supra  note 5 at 7.
63 See Summit Technology, Inc., Dkt. No. 9286 (August 21, 1998)
<http://www.ftc.gov/os/1998/9808/d0928viagr.htm>.
64 See Carlson, supra  note 7 at 387.
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A final criticism of patent pools is that such pools eliminate competition by encouraging
collusion and price fixing.65  Careful evaluation of patent pools under the IP Guidelines should
alleviate this important concern.  One of the many factors that the IP Guidelines evaluate is the
patents’ relationship to the industry and to each other.66  If the patent pool harms competition and
reduces further innovation, then the members of that pool may face antitrust violations, which
should discourage the formation of anticompetitive patent pools.67

VI. CONCLUSION

The use of patent pools in the biotechnology field could serve the interests of both the public and
private industry, a win-win situation.  The public would be served by having ready access with
streamlined licensing conditions to a greater amount of proprietary subject matter.  Patent
holders would be served by greater access to licenses of proprietary subject matter of other
patent holders, the generation of affordable pre-packaged patent “stacks” that could be easily
licensed, and an additional revenue source for inventions that might not otherwise be developed.
The end result is that patent pools, especially in the biotechnology area, can provide for greater
innovation, parallel research and development, removal of patent bottlenecks, and faster product
development.

                                                                
65 See id. at 388-92.
66 See Klein, supra  note 5 at 8.
67 See IP Guidelines, supra  note 26 at 13.
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Summary of the Structure of Recent Patent Pools

Common Attributes of Recent “Successful” Patent Pools

Recent patent pools, such as MPEG-2, DVD, and 1394 pools (discussed in further detail
below) seem to have the follow common attributes:

(1) All licensors of the patent pool grant non-exclusive licenses to the pool, e.g.,
the licensors are free to license their patent(s) outside of the patent pool;
(2) An independent patent expert evaluates which patents are deemed essential in
the formation of the patent pool.  There is also some mechanism for future review
of the current patents in the pool as well as evaluation of any desired additions to
the patent pool;
(3) The pool is licensed to any interested party in the technology in a non-
discriminatory manner;
(4) All royalty rates are reasonable and distributed based on an agreed upon
formula; and
(5) All grant back provisions are limited to essential patents and require non-
exclusive licenses with fair and reasonable terms.  These provisions must be
reasonable so as not to discourage further innovation.

Summary of Three Recent, “Approved” Patent Pools

The Department of Justice conducts a business review of proposed and established patent
pools, using the IP guidelines outlined in the attached paper.  The pooling arrangements
discussed in three recent business reviews will be discussed below.  In all three reviews, the
Department of Justice stated that it is not presently inclined to initiate antitrust enforcement
actions.

MPEG-2 Standard (1997)
MPEG-2 includes the fundamental technology for the efficient transmission, storage and

display of digitized moving images and sound tracks on which high definition television
(HDTV), Digital Video Broadcasting (DVB), direct broadcast by satellite (DBS), digital cable
television systems, multichannel-multipoint distribution services (MMDS), personal computer
video, digital versatile discs (DVD), interactive media and other forms of digital video delivery,
storage, transport and display are based.  The technology in MPEG-2 compresses digital
information by reducing spatial and temporal redundancies in the binary data streams, thereby
conserving transmission resources and storage spaces.

The MPEG-2 patent pool was created in July of 1997 when the Trustees of Columbia
University, Fujitsu Limited, General Instrument Corp., Lucent Technologies Inc., Matsushita
Electric Industrial Co., Ltd., Mitsubishi Electric Corp., Philips Electronics N.V. (Philips),
Scientific Atlanta, Inc., and Sony Corp. (Sony) licensed 27 patents to the patent pool that were
all considered essential to the making or using of the video and systems parts MPEG-2 standard
into a single portfolio managed by a common license administrator (MPEG-LA).  Currently, the



14

MPEG-2 patent pool has grown to include additional patents from France Telecom, Hitachi,
JVC, KDDI and NTT and comprises about 230 patents total.  As of November 20, 2000, the
patent pool had 256 licensees.

During the MPEG-2 patent pool’s formation, a patent was considered essential to
compliance with the MPEG-2 standard if there was no technical alternative to the patent. The
expert reviewed approximately 8,000 U.S. patent abstracts and over 800 patents owned by over
100 different patentees.  No submission was denied review.  The license is worldwide and
MPEG-LA is required to grant a license to any potential licensee, without discrimination, at the
same reasonable royalty rate.   MPEG-LA also enforces the portfolio, collect royalties and
distribute them among the licensors pursuant to a pro-rata allocation based on each licensor’s
proportionate share of the total number of patents in the portfolio.  The agreement has a grant
back provision which requires the licensee to a grant to the licensor a nonexclusive grant back
any essential patent that it has a right to license or sublicense on fair and reasonable terms and
conditions. The portfolio license imposes no obligation on the licensee to use only the licensed
patents and explicitly leaves the licensee free to develop competitive products outside of the
MPEG-2 standard.

The MPEG-2 patent pooling arrangement was created by four different agreements:
(1) an Agreement among Licensors, in which the licensors commit to license their MPEG-2
essential patents jointly through a common license administrator and agree to basic terms of the
portfolio, such as authorized field of use, the amount and allocation of royalties and the
procedures for adding or deleting patents from the portfolio;
(2) a Licensing Administration Agreement between the licensors and MPEG-LA;
(3) a license from each licensor to MPEG-LA for the purpose of granting a portfolio license; and
(4) the portfolio license.

DVD-ROM and DVD-Video Formats I (1998)
Under this patent pooling arrangement, Sony Corporation of Japan (Sony) and Pioneer

Electronic Corporation of Japan (Pioneer) agreed to nonexclusively license all essential patents
necessary for compliance with DVD Standard Specification to Koninklijke Philips Electronics,
N.V. (Philips).  Philips, in turn, agreed to grant licenses of the essential patents to “all interested
parties ... to manufacture, have made, have manufactured components of, use and sell or
otherwise dispose of” discs and players that conform to the Standard Specification.  All three
licensors can license their essential patents independently of the portfolio.  The licensors retained
a patent expert to review the designated patents and to make an independent judgement as to
what patents are essential.  The portfolio royalty rate is set at 3.5% of the net selling price for
each player sold and $0.05 for each disc sold.  In addition, the portfolio license requires an initial
payment of $10,000, half of which is creditable against the per unit royalties.  The allocation of
the royalties is determined on a per-unit sold basis and not on the number of patents contributed
to the pool.  The portfolio license does require that the licensee must grant the licensors and
fellow licensees a nondiscriminatory and reasonable license of any essential patents that they
own or control to either the disc or player manufacture in conformity with the Standard
Specification.

The DVD patent pooling arrangement was created by two agreements:
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(1) two separate but substantially identical licenses to Philips from Sony and Pioneer of the
essential patents to enable Philips to grant a portfolio license to all interested third-parties
without discrimination; and
(2) the portfolio license.

DVD-ROM and DVD-Video Formats II (1999)
In this patent pool, Hitachi, Ltd., Matsushita Electric Industrial Co., Ltd., Mitsubishi

Electric Corporation, Time Warner, Inc., and Victor Company of Japan, Ltd., agreed to license
their present and future essential patents for compliance with the DVD-ROM and DVD-Video
formats to Toshiba Corporation (Toshiba).  Toshiba agreed to assemble the essential patents,
including its own, in a portfolio and to license the portfolio to all makers of DVD products and to
distribute the royalties from the licensing to the other licensors.  All the companies are free to
license their essential patents outside of the pool.  Once a licensor has designated a patent as
essential, an expert individual or panel will evaluate the patent to see if the patent is indeed
essential.  The expert will perform a comprehensive review of all patents in the pool every four
years.  In addition, a mechanism is in place for the expert to review any patent whose essentiality
comes into question.  The patent pool agreement states that the expert’s determinations are
conclusive and nonappealable.  The patent pool is also open to any owner of an essential patent
willing to license on the portfolio’s terms and conditions.  The royalty rate is 4% of the net sales
price for each DVD players and $0.075 for each DVD disc sold.  The agreed upon formula for
the allocation of the royalties from the portfolio considers (1) how often a licensor’s essential
patents are infringed, (2) the age of the patent, and (3) for patents essential to the disc standards,
whether the patents related to optional or mandatory features of the standard.  The licensees are
required to grant back to the licensors, their affiliates and all other licensees of the portfolio all
essential patents on “fair, reasonable and non-discriminatory terms.”  Disputes between the
licensors and the licensees are subject to arbitration.

This DVD patent pool is formed by four agreements as follows:
(1) a license from each of the companies to Toshiba to enable Toshiba to license to parties who
use the Standard Specification for DVDs, DVD players and DVD decoders;
(2) a sublicense from Toshiba to makers of DVD products involving the patents in the portfolio;
(3) an agreement among the licensors concerning the retention and authority of experts to select
and evaluate patents for the pool; and
(4) the “Ground Rules for Royalty Allocation,” which provides the formula to determine how the
royalties from the patent pool will be distributed among the licensors.

Summary of the 1394 Standard Patent Pool

The 1394 Standard (IEEE 1394-1995, IEEE P1394a, IEC 61883-1 and IEEE P1394b) is a
new, very fast external bus standard that supports data transfer rates of up to 400 Mbps (400
million bits per second). Products supporting the 1394 standard go under different names,
depending on the company.  Apple, which originally developed the technology, uses the
trademarked name FireWire.  Other companies use other names, such as i.link and Lynx, to
describe their 1394 products.  A single 1394 port can be used to connect up 63 external devices.
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In addition to its high speed, 1394 also supports isochronous data, e.g., delivering data at a
guaranteed rate. This makes it ideal for devices that need to transfer high levels of data in real-
time, such as video devices.

In the Fall of 1999, Apple Computer Inc., Compaq Computer Corp., Matsushita Electric
Industrial Co. Ltd. (Panasonic), Royal Philips Electronics, Sony Corp., STMicroelectronics and
Toshiba Corp. formed a patent pool of the essential patents for the IEEE 1394 digital interface
standard.  Currently, Canon, Inc. and Hitachi have also joined the patent pool, which now
comprises 34 patents and is licensed to 56 licensees.   In as far as can be determined, a business
review of this patent pool has not been submitted to the Department of Justice.

A patent is essential to the 1394 standard if one or more of its claims is infringed by
compliance or implementation of the standard.  An independent patent expert evaluates whether
a patent is considered essential to the 1394 standard.  Therefore, any company that makes or uses
1394 products requires a license from the patent pool.  The patent pool is administered by a
company called 1394la, subsidiary of the MPEG-LA licensing group. The license from the 1394
patent pool is worldwide, nonexclusive and nontransferable, but a licensee can extend coverage
of the 1394 Patent Portfolio License to its affiliates.  Licensors are obligated to include all of
their 1394 essential patents wherever they issue and cannot withdraw coverage of patents to
licensees that already have signed up during a period when a particular licensor and/or patent(s)
was in the patent pool.  Evaluation of patents for inclusion in the patent pool is ongoing.  The
royalty is $0.25 upon the sale or manufacture of each system that implements, or is compliant
with, the 1394 standard, regardless of the number of 1394 ports per system.

Summary of the VISX and Summit Technology Patent Pool

In contrast to the four above-mentioned patent pools, the patent pool created by VISX
and Summit Technology (Summit), the only two FDA-approved manufacturers of lasers used in
photo refractive keratectomy (PRK), was basis for a Federal Trade Commission (FTC) complaint
alleging a violation of Section 5 of the FTC Act, as amended, 15 U.S.C. § 45.  The complaint
charged that both VISX and Summit had the intellectual property and the other asserts to enter
the market as independent competitors.  The companies, however, chose to form a patent pool as
a tool to fix prices. One of the terms of the patent pool was a $250 licensing fee each time laser
eye surgery was performed using equipment covered by either company’s patents.  The royalties
were divided between VISX and Summit according to a set formula.  As a result, the prices for
laser eye surgery were higher than if VISX and Summit remain competitors.  It is estimated that
the consumers paid over 30 million in 1997 to cover the licensing fee of the patent pool.
According to the complaint, the patent pool eliminated horizontal competition between VISX
and Summit.  The FTC accepted a proposed consent order from VISX and Summit, in which all
the patents in the patent pool are available to cross-license on a royalty-free and non-exclusive
basis to third parties.
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          1                    MORNING SESSION

          2                                          (9:00 a.m.)

          3               GAIL LEVINE:  Good morning.  Good

          4    morning, and thank you all for coming today.

          5    I just want to introduce myself.  I'm Gail

          6    Levine.  I'm the deputy assistant general counsel

          7    for policy studies at the Federal Trade

          8    Commission.

          9               Tor Winston sitting next to me today

         10    is an economist with the Department of Justice.

         11    And we also have Bob Bahr from the United States

         12    Patent and Trademark Office.

         13               On behalf of all three of us we really

         14    want to thank you panelists for coming to join us

         15    today to talk about standard setting issues in

         16    the knowledge based economy.  I want to introduce

         17    all of our panelists briefly this morning.

         18               I'm going to do so very briefly

         19    because I want us to keep to schedule.  But when

         20    it's time for us to open our panel discussion,

         21    I'm going to ask each of our panelists to say a

         22    just few words about themselves and their
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          1    standard setting backgrounds so that we have a

          2    context within which to place their comments.

          3               This morning we have with us Professor

          4    Mark Lemley, who has moved.  You moved on me.

          5               MARK LEMLEY:  I figured I'm not

          6    actually going to block the screen when I'm

          7    giving the presentation.

          8               GAIL LEVINE:  That's fine.  Professor

          9    Mark Lemley is going to be giving our morning

         10    PowerPoint presentation to bring all of us up

         11    to speed on standard setting organization

         12    developments.  He's a professor of law at Boalt

         13    Hall at the University of California, Berkeley.

         14               We also have with us Mike Antalics, a

         15    partner at O'Melveny & Myers.  Carl Cargill; he's

         16    the director of corporate standards at Sun

         17    Microsystems.

         18               We have Donald Deutsch, vice president

         19    of standards, strategy, and architecture at

         20    Oracle Corporation; Professor Gellhorn at

         21    George Mason University School of Law, who

         22    apologizes; because of some important charitable
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          1    work he's doing, he has to leave us early today.

          2    But we're grateful for the time we have with him

          3    and we're going to make the best use of it

          4    we can.

          5               We also have with us Peter Grindley,

          6    who is the senior managing economist at LECG

          7    Limited of London.  We have also Amy Marasco, who

          8    is the vice president and general counsel of the

          9    American National Standards Institute, ANSI.

         10               We have Richard Rapp, the president

         11    of the National Economic Research Associates;

         12    David Teece, an economist and a professor at the

         13    Haas School of Business at the University of

         14    California, Berkeley; and Dennis Yao, who is an

         15    associate professor of business and public policy

         16    and management at The Wharton School, University

         17    of Pennsylvania.

         18               This morning's agenda is going to go

         19    like this.  We're going to have Mark Lemley give

         20    us a presentation of something like 20, 25

         21    minutes that will bring us up-to-date on the

         22    standard setting issues.
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          1               Then we're going to open up to a panel

          2    discussion.  And we're going to cover three

          3    topics.  The first and most -- and the topic

          4    we'll spend the most time on is the question of

          5    disclosure issues.

          6               Around 11:00 we'll try and take a

          7    15-minute break.  Starting around 11:15 we'll

          8    come back to talk about challenges to the

          9    selection of a standard, challenges to exclusion

         10    from the standard setting organization, then

         11    break for lunch.

         12               We'll come back in the afternoon, and

         13    we'll be talking about -- with a different panel

         14    about licensing issues in standards activities.

         15    With no further ado, I'd like to introduce Mark

         16    Lemley.

         17               MARK LEMLEY:  All right.  Well, I'm

         18    just going to do legal background which I hope is

         19    familiar to much of you.  And I'm also going to

         20    say a little bit about some studies that I have

         21    done of different standard setting organizations.

         22               You can learn everything you need
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          1    to know about the antitrust rules related to

          2    standard setting organizations when you realize

          3    that we don't actually know what to call them.

          4               Sometimes they are standard setting

          5    organizations.  Sometimes they are standards

          6    development organizations.  Sometimes they are

          7    collective technical organizations.  Sometimes

          8    they are consortia.

          9               And it's kind of ironic it seems to me

         10    that we can't standardize the definition or even

         11    the terminology for standard setting which

         12    suggests maybe we're in trouble elsewhere.

         13               All right.  So some brief background

         14    on antitrust issues that relate to standard

         15    setting organizations but aren't specifically

         16    intellectual property issues, and I will run

         17    through these with some haste.

         18               If you asked an antitrust lawyer from

         19    40, 50 years ago or certainly from 80 or 90 years

         20    ago, can I get together in a room with my

         21    competitors and exchange information about what

         22    products I'm going to make in the future, they'd
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          1    go apoplectic, right?

          2               The fundamental basis of antitrust law

          3    is hostile to the idea of competitors getting

          4    together to share information.  And a bunch of

          5    early trade association cases took that hostility

          6    quite seriously, suggesting that trade

          7    associations themselves might be illegal

          8    because they facilitate cartels.

          9               Now, it's true that standard setting

         10    organizations can on occasion be a front for a

         11    cartel.  They can facilitate collusion on price,

         12    collusion on innovation in technical areas.

         13    But in fact of course they serve all sorts of

         14    procompetitive purposes.  On the vast majority

         15    of occasions they are not fronts for cartels.

         16               Nonetheless, there are some modern

         17    cases, notably the Addamax case from the District

         18    of Massachusetts, that exhibit a hostility to

         19    standard setting organizations themselves so that

         20    the very idea of getting together can in some

         21    circumstances be problematic.

         22               Even in that case ultimately the First
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          1    Circuit does not find an antitrust violation.

          2    And it seems to me quite properly that antitrust

          3    has largely moved beyond the idea that standard

          4    setting organizations themselves are problematic

          5    except in the most extreme of cases.

          6               A second set of issues has to do with

          7    the standard that is set and its availability to

          8    competitors in the marketplace.  Now, there are

          9    two separate issues here.  Do I set a standard

         10    that I make available to everyone?  And who can

         11    participate in my standard setting organization?

         12               Exclusion of parties from the standard

         13    setting organization may constitute a group

         14    boycott.  Under the precedent of Northwest

         15    Wholesale Stationers the Court is going to

         16    evaluate exclusion under the rule of reason.

         17               It seems to me that except in

         18    circumstances in which the standard setting

         19    organization is going to confer market power it

         20    is unwise to penalize exclusion of particular

         21    competitors from a standard setting organization.

         22               Even then closed standards might
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          1    sometimes serve a useful purpose.  They may

          2    create effective competition against the dominant

          3    player.

          4               If your goal is to attack a dominant

          5    player in the marketplace, you may do that most

          6    effectively by excluding that player from

          7    membership in the standard setting organization

          8    for fear that they will dominate or capture the

          9    organization.

         10               Nonetheless, every time you create a

         11    standard setting organization that does exclude

         12    a subset of competitors in the marketplace, you

         13    raise your antitrust risks.  And antitrust courts

         14    are properly concerned with the circumstances in

         15    which you're going to leave people out.

         16               A third set of issues with respect to

         17    standard setting organizations has to do with

         18    liability of the organization for setting the

         19    wrong standard.

         20               Now, this turns out to be by far

         21    the largest category of private antitrust

         22    cases involving standard setting organizations.
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          1    Company A says I went to the standard setting

          2    organization; they should have adopted my

          3    standard; my standard is better; they adopted

          4    company B's standard instead, and that has

          5    excluded me from the marketplace.

          6               Now, antitrust law quite properly

          7    treats this with some disdain.  This sort of

          8    argument virtually always represents sour grapes

          9    rather than a real threat to competition.

         10               At a minimum it seems to me before an

         11    agency or somebody else ought to be concerned

         12    with the antitrust consequences of having

         13    selected a standard on the technical merits, you

         14    have to prove that the people who selected the

         15    standard were in fact your horizontal

         16    competitors.

         17               Certainly if it's Underwriters

         18    Laboratories or somebody with no direct interest

         19    in competition in the area then there can be no

         20    competitive harm.  You have to show market power

         21    in effect, right, that the adoption of the

         22    standard by the organization actually influenced
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          1    the marketplace.

          2               I think you have to show intent,

          3    all right, that is that we chose this standard

          4    deliberately in order to influence the market in

          5    an anticompetitive direction rather than merely

          6    because we tried unsuccessfully to choose the

          7    right standard.

          8               And finally it seems to me that on the

          9    merits you've got to show that objectively the

         10    wrong standard was selected.

         11               The upshot of all of this is that this

         12    class of cases while it is the most often brought

         13    in court is also the least often successful, and

         14    it's something that the agencies I think needn't

         15    worry about except in extreme cases.

         16               The one exception to that has to

         17    do with allegations that a standard setting

         18    organization has been captured, right, that it

         19    has in fact acted unfairly because of abuse of

         20    process within the system.  Now, some of these

         21    capture cases can be quite extreme.

         22               In the Allied Tube case, for example,
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          1    the allegation was that the defendant captured

          2    the National Fire Protection Association by

          3    recruiting several hundred new members, flying

          4    them to the organization's meeting, issuing them

          5    walkie-talkies so that it could tell them how to

          6    vote to vote down a particular proposal to allow

          7    polyvinyl conduit to hold electrical wiring.

          8               And assuming those facts are true as

          9    the Supreme Court finds, that's a pretty good

         10    example of a standard setting organization that

         11    acts not on the merits -- is polyvinyl conduit

         12    actually safe -- but because it's been captured

         13    by somebody with an interest in banning polyvinyl

         14    conduit from the market.

         15               Somewhat less extreme but still

         16    significant, standard setting organizations might

         17    in fact constitute sham groups.  You can set up

         18    standard setting organizations which are

         19    nominally neutral but in fact are designed

         20    particularly to promote one standard at the

         21    expense of others.

         22               And one good way to identify this is
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          1    you can look at the voting rules.  Allegations

          2    that voting rules are biased in ways that favor

          3    particular companies are allegations that the

          4    antitrust agencies ought to take seriously, not

          5    because they are antitrust violations in and of

          6    themselves, but because they suggest that the

          7    organization may not be acting as a neutral

          8    participant and so may not be entitled to the

          9    kind of deference that I suggested that they

         10    ought to receive in the ordinary course of

         11    business.

         12               It's worth noting by the way that

         13    if somebody captures your standard setting

         14    organization the Supreme Court case of Hydrolevel

         15    suggests that not just the capturing party but

         16    the organization itself will be liable for

         17    violating the antitrust laws.

         18               So being hijacked, even though in some

         19    sense it makes the standard setting organization

         20    the victim, is not only no defense but may

         21    actually get you in trouble on antitrust grounds.

         22    All right.
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          1               So much for the series of issues

          2    which relate to intellectual property but aren't

          3    directly intellectual property issues.  Let's get

          4    to the heart of the matter which is intellectual

          5    property rules set by standard setting

          6    organizations.

          7               Virtually all organizations deal with

          8    this issue in one form or another.  And the basic

          9    insight is that standard setting organizations

         10    need intellectual property not because

         11    intellectual property is a bad thing.

         12    Intellectual property is a good thing.  But

         13    sometimes there's just too darn much of it.

         14               Well, the 175,000 new patents issuing

         15    every year in the United States, to say nothing

         16    of copyrights and other intellectual property

         17    rights, in many industries, semiconductors,

         18    telecommunications, you end up with a situation

         19    in which those intellectual property rights

         20    overlap in a massive and potentially

         21    debilitating way.

         22               If we don't have some mechanism for
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          1    clearing the intellectual property rights owned

          2    by dozens or hundreds of different parties,

          3    nobody's going to be able to make a product that

          4    works with a particular technical standard.

          5               Furthermore, if what you want is

          6    to create an open standard, right, to adopt a

          7    standard that is free for everyone to use, then

          8    at least the ordinary logic of the marketplace

          9    suggests that you need some system, some

         10    mechanism for controlling intellectual property

         11    rights that govern that standard.

         12               Parenthetical caveat here:

         13    Sometimes ownership of intellectual property can

         14    effectively keep a standard open.  The Sun versus

         15    Microsoft case it seems to me is the best example

         16    of that.

         17               Standardization preventing forking may

         18    sometimes best be accomplished by not giving up

         19    all intellectual property rights and letting

         20    people do whatever they want, but by allowing

         21    coordination through the use of intellectual

         22    property rights so long as the person who owns
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          1    the intellectual property rights then commits to

          2    make the standard open.

          3               So Sun can say Java must have this

          4    character.  All right.  All Java programs must

          5    look the same only if it has intellectual

          6    property control over Java.

          7               And if it nonetheless releases Java

          8    and says as long as you comply with our standards

          9    anybody is free to use it, then you have an open

         10    system that's not -- doesn't exist in spite of

         11    intellectual property but in some sense because

         12    of intellectual property.

         13               Well, one of the things that it seems

         14    to me very important to realize is that standard

         15    setting organization rules governing intellectual

         16    property rights actually vary quite widely.

         17               What I have done is surveyed 29

         18    standard setting organization rules in the

         19    telecommunications and computer areas -- those

         20    industries were not chosen at random for reasons

         21    I'll talk about in a minute -- to see what kinds

         22    of policies there were.
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          1               The first thing to understand is that

          2    about a quarter of these organizations had no

          3    policy whatsoever.  Seven out of the twenty-nine

          4    had no policy.  One of the twenty-nine

          5    organizations was in the process of developing

          6    a policy at the time I studied it.

          7               So 25 percent of organizations have

          8    no rules with respect to intellectual property.

          9    And no rules effectively means free ownership of

         10    intellectual property.  Right?  Anybody who owns

         11    an IP right can fully assert it, can assert it

         12    for injunctive relief or for licenses.

         13               Of those that do have a policy, of

         14    the remaining three-quarters, sixteen out of the

         15    twenty-one organizations require disclosure; you

         16    must tell us if you have an intellectual property

         17    of which you are aware.

         18               But interestingly only three of those

         19    sixteen organizations require any search of the

         20    company's own files to determine whether they

         21    have an intellectual property right so that the

         22    standard for disclosure in most cases is actually
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          1    a little bit different.

          2               It's you must tell us of any

          3    intellectual property rights that you own that

          4    you are thinking of at the moment, that whoever

          5    comes to the standard setting organization and is

          6    familiar with this particular standard is aware

          7    of and knows might be relevant, right, rather

          8    than you must search your files and find all

          9    patents which you may later assert.

         10               Seventeen out of twenty-one

         11    organizations that I studied require some form of

         12    licensing.  Most commonly that is licensing on

         13    "reasonable and non-discriminatory terms."

         14    That's two-thirds of the organizations.

         15               But several of the organizations,

         16    three of the twenty-one I studied, require that

         17    intellectual property owners fully give up their

         18    intellectual property rights in one case or at

         19    least require royalty free compulsory licensing,

         20    so that while you may retain your intellectual

         21    property rights for other purposes you have to

         22    license members of the standard on a royalty free
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          1    basis.

          2               It's also worth noting that about half

          3    of the policies cover only patents.  So there is

          4    a substantial variance in whether we are talking

          5    about a patent policy or whether we are talking

          6    about an intellectual property policy.  All

          7    right?

          8               Within these issues there's also

          9    substantial variance in how organizations decide

         10    these cases.  So assuming that we have a

         11    disclosure obligation, what is it that I have

         12    to disclose?

         13               One substantial issue that comes up

         14    quite regularly is whether I have to disclose

         15    pending patents because patents take on average

         16    about three years to get through the U.S. PTO,

         17    2.77 to be exact.

         18               The significance of disclosing pending

         19    patents is actually quite substantial because

         20    standards that are being adopted are often going

         21    to be covered not by old patents, but because

         22    they are new technical innovations are going to
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          1    be covered by applications that haven't yet

          2    matured into patents.

          3               Nonetheless most of the organizations

          4    that require disclosure require disclosure only

          5    of issued patents, not of pending patents.  Two

          6    of the sixteen organizations require disclosure

          7    of all patent applications.

          8               One organization says we'll require

          9    disclosure of published but not issued patent

         10    applications, but not of unpublished

         11    applications.

         12               And one organization interestingly

         13    says you have to disclose your pending

         14    applications, but only if you are the proponent

         15    of the standard that is to be adopted, so that

         16    we apply a differential rule depending on your

         17    position within the organization.

         18               There is also variance in how

         19    reasonable and non-discriminatory royalty is

         20    determined.  While most organizations call the

         21    reasonable and non-discriminatory royalty the

         22    touchstone for licensing, virtually none of
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          1    them then tell us what a reasonable and

          2    non-discriminatory royalty might turn out to

          3    be in any given case.

          4               A few organizations rather than

          5    requiring reasonable and non-discriminatory

          6    licensing merely request reasonable and

          7    non-discriminatory licensing, presumably making

          8    it optional for the intellectual property owner

          9    to decide whether or not they want to commit to

         10    license.

         11               That seems to me a rather useless

         12    approach because if it's optional, you know, you

         13    effectively don't have a policy.  You either say

         14    you commit to license on these terms, or you say

         15    you don't commit to license and you can do

         16    whatever you like.

         17               Saying please license but if you

         18    really don't want to you don't have to doesn't

         19    strike me as particularly useful.  A few

         20    organizations do specify either the terms for

         21    licensing in a particular case or more commonly

         22    the procedures that will be used to determine
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          1    what a reasonable and non-discriminatory license

          2    looks like.

          3               Included in these is a British

          4    institute which applies the very interesting

          5    provision in the British patent act that says if

          6    you have a standard setting organization with a

          7    licensing requirement you can go to the British

          8    Patent Office and the British Patent Office will

          9    determine what the reasonable royalty is for you.

         10               Further evidence of diversity in

         11    approaches has to do with the question of who

         12    gets licensed.  Virtually none of the policies

         13    that I studied specified who is licensed.

         14               Two of the policies do in fact specify

         15    that everyone who wants to use the standard is

         16    licensed rather than merely other members of the

         17    standard setting organization.

         18               I don't think it follows from that

         19    that the other 15 limit their licensing to other

         20    members.  Rather it seems to me that they just

         21    haven't talked about it.

         22               And you would think ordinarily that
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          1    with respect to a standard setting organization

          2    the rule would be that you licensed people who

          3    wanted to use the standard whether or not they

          4    were members of the organization of membership.

          5               A few organizations try to discourage

          6    ownership of intellectual property without

          7    forbidding it outright either through the kind of

          8    policy statement that I mentioned earlier saying,

          9    well, please don't own intellectual property,

         10    or please license it on reasonable and

         11    non-discriminatory terms or through different

         12    policies.

         13               So one group will rethink the

         14    selection of a standard if it turns out that that

         15    standard is governed by an intellectual property

         16    right.  Now, that expressly does it.  My sense is

         17    that a bunch of other groups might informally

         18    rethink selection of a standard if they find an

         19    IP right that they didn't know of.

         20               But this group requires official

         21    reconsideration.  Another group requires

         22    supermajority approval.  It takes 50 percent of
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          1    the votes to approve a standard, and it takes

          2    75 percent, a majority, to approve a standard

          3    covered by a patent.

          4               I would be a lot happier if I thought

          5    that this diversity reflected healthy competition

          6    in the market in which standards organizations of

          7    some sorts put themselves in one category and

          8    standards organizations of other sorts put

          9    themselves in another category.  But I can't find

         10    any indication that this diversity is in fact

         11    thought out.

         12               First off it seems to me the rules are

         13    often set ad hoc, or they are set in response to

         14    a specific issue so that if you are a standard

         15    setting organization that doesn't have a policy

         16    and an IP issue comes up, you may then adopt

         17    a policy which reacts specifically to the

         18    intellectual property issue that came up in your

         19    case, rather than because you looked forward and

         20    saw what other issues might arise.

         21               As far as I can tell, lawyers are

         22    not normally involved in drafting the policies.
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          1    And certainly lawyers from the various member

          2    companies are relatively rarely involved in

          3    reviewing those policies and deciding what

          4    statements will be signed.

          5               Instead the task falls to engineers,

          6    who are notoriously indifferent to patent rights.

          7    And an engineer who wants his standard adopted by

          8    a standard setting organization is likely to sign

          9    away rights even if the company or the company's

         10    legal department might not particularly have

         11    wanted him to do so because the engineer thinks

         12    the standard is important and the patents are a

         13    nuisance.

         14               Furthermore, because there

         15    is such diversity and because so many

         16    companies especially in the computer and the

         17    telecommunications areas participate in so many

         18    different organizations with a different set of

         19    rules, getting yourself informed about what it

         20    is that you actually commit yourself to by

         21    participating in a standard setting organization

         22    is not a trivial task.
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          1               You cannot know very effectively what

          2    price you're going to have to pay because the

          3    reasonable and non-discriminatory license

          4    standard is pretty vague.  You could conceivably

          5    learn about all of the policies and how they

          6    interact with each other.  But my sense is that

          7    not everybody does so.

          8               I also can't find any indication that

          9    the rules vary in a systematic way by the type of

         10    group you are involved in so that large standard

         11    setting groups that apply across industries have

         12    one set of rules, small standard setting groups

         13    have another set of rules, and ad hoc consortia

         14    formed around a particular standard have a third

         15    set of rules.

         16               In fact it seems to me that the rules

         17    are across the board without regard to the type

         18    of company.  The result is what I call a kind of

         19    messy private ordering.  It's commonplace that

         20    you shouldn't watch sausages and legislation

         21    being made.

         22               But from the perspective of an
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          1    economist at least, it may also be the case that

          2    you shouldn't particularly watch standard setting

          3    organization intellectual property rules being

          4    made very closely either.

          5               These rules while in one sense are the

          6    operation of the marketplace, they are subject to

          7    limitations.  They are subject to information

          8    problems.  They are subject to the vagaries of

          9    individuals and of individual differences.

         10               All right.  What does this mean for

         11    antitrust law?  Well, I'm just going to introduce

         12    the issues we will talk about this morning and

         13    this afternoon.

         14               The first issue has to do with

         15    antitrust liability for failing to comply with

         16    disclosure and licensing rules.  A number of

         17    cases have set the parameters of this.

         18               The In Re:  Dell Computer case that

         19    the FTC brought in 1995 woke everyone up with

         20    respect to the possibility that you might in fact

         21    get yourself in antitrust trouble by deceiving a

         22    standard setting organization and engendered
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          1    great fights as to whether or not that was what

          2    Dell had done.

          3               More recently the Rambus versus

          4    Infineon case, while ultimately decided on fraud

          5    rather than antitrust grounds, presented the

          6    issue rather starkly of alleged efforts by Rambus

          7    to capture a standard setting organization by

          8    going to the meeting and drafting patent

          9    applications specifically to cover the standard.

         10               FTC investigations according to news

         11    reports are ongoing, and I will not say any more

         12    about that because there are people in the room

         13    who must know more about it than I.  We'll talk

         14    about issues relating to when disclosure is

         15    problematic.

         16               It seems to me market power and effect

         17    are relevant, that intent or at least knowledge

         18    that you are willfully failing to disclose is

         19    relevant.  Although from what I can see from my

         20    practice experience, willful or at least reckless

         21    failure to disclose intellectual property rights

         22    is surprisingly common.
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          1               In a number of cases I've seen

          2    failures to disclose in which the person who is

          3    in the meeting who proposes the standard and who

          4    says, oh, no, we don't have any intellectual

          5    property rights in the standard is also the

          6    person in whose name the patent is issued, making

          7    it difficult to claim that I had no idea there

          8    was an intellectual property right when it was my

          9    invention.

         10               The second issue in what we're going

         11    to talk about this afternoon has to do with the

         12    flip side, right, not liability of individual

         13    companies for failing to follow the rules, but

         14    the potential of liability of standard setting

         15    organizations themselves for setting the rules.

         16               The government has on a couple of

         17    occasions gone after standards groups that

         18    required licensing of intellectual property on

         19    terms the government considered unfair.  One of

         20    these was the European Telecommunications

         21    Standards Institute.  The other was an FTC case

         22    back in 1985.
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          1               There is a set of rules dealing with

          2    buyers' cartels that can be applied in the

          3    licensing context to suggest that you cannot as

          4    a standards group collectively bargain with

          5    intellectual property owners.

          6               So if you adopt a standard, an IP

          7    owner from outside the group comes and says I

          8    have a patent and I'm going to sue you all,

          9    collectively refusing to license except on terms

         10    we all agree to, it looks like a buyers' cartel

         11    or in this case more properly a licensee cartel.

         12               Similarly while joint defense

         13    agreements are okay in such circumstances,

         14    companies must -- and standards organizations

         15    must be very careful about sharing settlement

         16    authority because that too moves across the line

         17    from information sharing and cost reduction into

         18    actually colluding to reduce the license price.

         19               Well, in the last -- let me give you

         20    30 seconds on implications for antitrust and what

         21    I think the policies ought to be here.  It seems

         22    to me standard setting organization intellectual
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          1    property rules on balance are procompetitive.

          2    They're good things.  They serve to clear patent

          3    thickets.

          4               And I think it's significant that

          5    they exist primarily in industries in which

          6    it looks like patent hold-up is the biggest

          7    problem.  You see a lot of standards development

          8    organizations in computers, in semiconductors, in

          9    telecommunications industry.  You see relatively

         10    few organizations in pharmaceuticals, in

         11    biotechnology, and so forth.

         12               And I think that's not accidental.

         13    Standards development organization intellectual

         14    property rules can get rid of hold-up problems by

         15    eliminating the possibility of injunctive relief

         16    that a number of different intellectual property

         17    owners could hold over the standard, threatening

         18    it.

         19               Furthermore, reasonable and

         20    non-discriminatory licensing rules seem to be the

         21    best of all possible worlds because they clear

         22    the hold-up problem.  It can't prevent the
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          1    standard being adopted, but they still permit

          2    patentees to earn value, to earn revenue for

          3    their patents.

          4               So rather than saying intellectual

          5    property has no value and therefore perhaps

          6    discouraging innovation, we pay but we pay only a

          7    reasonable royalty.  If I'm right about this,

          8    then it seems to me agencies need to focus on

          9    abuse of the standard setting process rather than

         10    on attacking the process itself.

         11               The standard setting organizations

         12    ought generally to be immune from antitrust

         13    scrutiny except in extreme cases.  And the

         14    agencies ought to focus their attention on

         15    conduct by companies that undermines this

         16    procompetitive value of the standard setting

         17    process.

         18               Finally it also seems to me that the

         19    variance that I've talked about between policies

         20    matters.  Some standard setting organization

         21    rules are better than others with respect to

         22    antitrust liability.
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          1               In particular if you have a standard

          2    setting organization rule that compels licensing

          3    of patents that a member owns whether or not they

          4    disclose them, then the risk of strategic

          5    non-disclosure in order to capture an

          6    organization is substantially reduced.

          7               There is not much reason to

          8    strategically non-disclose if I am committing

          9    myself to license a patent whether or not I

         10    disclose it.  Furthermore, if the agencies are to

         11    go after strategic non-disclosure, it is

         12    important to look at the context of the

         13    particular organization.

         14               What did that organization require?

         15    Some don't require disclosure at all.  Some don't

         16    require any search so that lack of knowledge is a

         17    very real requirement.

         18               And in deciding whether or not conduct

         19    was problematic under the antitrust laws, that

         20    variance, those differences from organization to

         21    organization it seems to me have to be taken into

         22    account.  It's 9:30 and I'll stop.
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          1               GAIL LEVINE:  Beautifully done.

          2    Thank you very much, Professor Lemley.  A bit of

          3    background on the task he's done for us this

          4    morning.  We asked Professor Lemley to cover an

          5    impossibly broad array of legal issues in an

          6    impossibly short amount of time and you managed

          7    to do it magnificently.

          8               MARK LEMLEY:  You can tell me I talk

          9    fast.

         10               GAIL LEVINE:  It's a good thing you

         11    can.  Thank you very much.  And I want to delve

         12    into the issues raised but take care of a couple

         13    of housekeeping matters first.  Yes, we will have

         14    air conditioning soon.  It's on its way.  DOJ is

         15    already working on it right now.

         16               The penalty for getting air

         17    conditioning though for our panelists is going

         18    to be we have to talk louder because it's very

         19    noisy.  So when it comes we will try to speak

         20    even that much more loudly.

         21               A couple of security concerns for

         22    the morning:  If you want to leave the room this
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          1    morning and use the telephones or facilities in

          2    the back, someone will be in the back of the room

          3    to escort you and help you find your way back

          4    into the room as well.

          5               And a couple of housekeeping matters

          6    for our panelists today:  Tor and I and Bob are

          7    going to be throwing out questions for particular

          8    members and for the whole panel.

          9               If you are interested in answering a

         10    question, turn your name tent like this, and

         11    we'll do our best to find your name tent turned

         12    up and then call on you.

         13               When you ready to speak, go ahead and

         14    speak into the mike.  Don't be alarmed if the

         15    mike isn't working immediately.  It takes the AV

         16    guys in the back just a second to slide up your

         17    mike and make sure it's working.  So just forge

         18    ahead.  And now back to the substance of our

         19    panel.

         20               As Professor Lemley noted, standard

         21    setting organizations can be a tremendous engine

         22    of efficiencies and terribly procompetitive.  But
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          1    in certain circumstances when members' patented

          2    technology is incorporated into the standard that

          3    the standard setting organization chooses, this

          4    has occasionally led to questions about

          5    disclosure obligations.

          6               Is this an antitrust problem?  And

          7    if it is, is there something we should be doing

          8    about it?  That's our question for the first part

          9    of the morning.  The answers to those questions

         10    depend in part on the costs and the benefits of

         11    standard setting rules.  And I thought we would

         12    open with the questions about that.  Tor?

         13               TOR WINSTON:  Yes.  Just to sort of

         14    lay some ground work here so we know what we're

         15    talking about in the economic environment, we'd

         16    like to just spend a little bit of time talking

         17    about why standard setting organizations have the

         18    disclosure rules and what sort of costs and

         19    benefits derive from those.

         20               And so I think several people might

         21    have some comments on that.  I'd like to throw

         22    out a question to Mike Antalics.  Just based on
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          1    your experience if you can, just tell us a little

          2    more about why you have found disclosure rules

          3    are important.

          4               And then maybe we can throw that out

          5    more broadly and talk about just under what

          6    conditions is disclosure going to be important.

          7    We've seen that not all standard setting

          8    organizations actually have disclosure

          9    requirements.

         10               MICHAEL ANTALICS:  Sure.  Well, I

         11    guess probably the fundamental reason that drives

         12    most disclosure rules is that people want to make

         13    informed decisions.  If they know that there is

         14    intellectual property that's out there, they can

         15    make an informed decision in the standard setting

         16    process.

         17               Is it worth it to incorporate this

         18    into the process?  It's really designed to avoid

         19    the hold-up situation where they create a

         20    standard without knowing that there is

         21    intellectual property incorporated into it.

         22               The standard becomes used by everybody
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          1    in the industry and valuable, just by virtue of

          2    the standardization process perhaps more valuable

          3    even though the patent at issue may not have that

          4    intrinsic value.  The value is that it has been

          5    incorporated into something that has been adopted

          6    by an entire industry.

          7               So the idea behind disclosure is that

          8    if the participants and the standard setting body

          9    know up front what intellectual property is out

         10    there they can decide is it worth it; can we go

         11    to, you know, the next best choice.

         12               And perhaps it gives them a little bit

         13    of leverage in bargaining for a license fee if

         14    they know up front maybe this is the best choice,

         15    but we can go to a second best choice if you're

         16    not going to be reasonable in terms of licensing.

         17    That's the perception by organizations that have

         18    disclosure rules.

         19               Probably the types of areas where it

         20    might be useful, you'll probably get as many

         21    answers there as you have standard setting

         22    organizations.  But one that comes to mind for
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          1    me, I think of it in terms of, you know, when

          2    there are likely to be multiple equally valuable

          3    ways of doing something.

          4               You know, you're trying to figure out

          5    the two prongs on the plug.  How far should they

          6    be apart?  Half an inch apart or should it be

          7    five-eighths of an inch?

          8               And it probably doesn't much matter,

          9    and companies can do it either way.  You might as

         10    well pick the way that has zero cost, that isn't

         11    protected by intellectual property.

         12               So I think that's the rationale behind

         13    organizations that require disclosure.  It

         14    certainly has costs associated with it that we

         15    can get to later that have to be balanced out if

         16    you're going to have the type of disclosure

         17    policy that some organizations have at the

         18    extreme where they require early disclosures.

         19               DENNIS YAO:  This is a question as

         20    opposed to I guess an informed comment.  One

         21    thing that I wondered about is whether the

         22    standard setting organizations will sometimes do
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          1    their own search rather than rely on the

          2    individual firms.

          3               The reason I ask that is if the

          4    standard setting organization doesn't encompass

          5    all of the relevant firms, then it would be in

          6    their interest to find out whether or not there

          7    was some intellectual property that could present

          8    them problems.

          9               Furthermore, this gets around

         10    partially the issue of a firm deciding to not

         11    tell because it has some strategic reason not to

         12    tell.  So the first question I guess is:  Do they

         13    do their own?

         14               And second, if they don't, actually

         15    how big is the difference or the advantage of

         16    having the firm with the intellectual property do

         17    the search versus someone else, some, let's say,

         18    more objective, independent group.  Thanks.

         19               TOR WINSTON:  Does somebody want to

         20    respond directly to that?

         21               MARK LEMLEY:  Of the organizations

         22    I studied, only one actually did its own search.
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          1    The rule was that the company tried to do a

          2    search and submit a search itself and the

          3    organization would do its own search.

          4               Obviously if you want to cover pending

          5    applications rather than merely issued patents it

          6    won't be terribly helpful to have an outside firm

          7    do the search.  The inside firm will do the

          8    search.  They are the ones who define their own

          9    applications.  The other factor is an unfortunate

         10    strategic consequence of the patent rules.

         11               And that is it's hard to do a search

         12    that is limited to members of the standard

         13    setting organization who may have already

         14    committed to license on reasonable and

         15    non-discriminatory terms.

         16               So if you do a patent search and you

         17    find patents for outsiders, you put yourself on

         18    notice that those patents exist, and you will be

         19    liable for willful infringement if it turns out

         20    you adopt a standard that uses those patents.

         21               And so a number of companies actually

         22    try very hard to avoid doing patent searches at



                                                                  47

          1    all because they don't want to learn anything

          2    that might alarm them.

          3               RICHARD RAPP:  I had a reaction first

          4    to the question that was put to Mike and then to

          5    a phrase that I thought useful in your answer.

          6               In considering the question of where

          7    disclosure matters, my sort of off-the-cuff sense

          8    is that where compatibility requirements are

          9    highest the stakes are highest in terms of the

         10    value of standard setting and the activities of

         11    standard setting organizations.

         12               But then there was that felicitous

         13    phrase multiple equally valuable ways of solving

         14    the problem, which is I think a happy thing to

         15    focus on because it points to the circumstance

         16    where -- to an individual intellectual property

         17    holder where standard setting makes the most

         18    difference to the value of that patent, let us

         19    say.

         20               The observation that I'm making is

         21    this.  If you are the owner of one of the rights

         22    to one of those many equally valuable ways, then
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          1    it is the standard setting process that will

          2    reduce the substitution, possibly eliminate the

          3    substitutes, and elevate your technology to the

          4    most valuable.

          5               If you are the possessor of some

          6    kind of blockbuster technology that has few

          7    substitutes in the marketplace, then the role of

          8    de jure standard setting is somewhat less than in

          9    the former circumstance.

         10               PETER GRINDLEY:  I'd like to make just

         11    a general point.  Maybe this is the time to make

         12    it right at the beginning.  The whole question

         13    of IP is not just a private gain between

         14    participating firms.

         15               We should keep in mind that the

         16    purpose of the standards organizations is to

         17    provide standards that are going to be eventually

         18    used in products that are going to be accepted in

         19    the market.

         20               So behind all this you have to

         21    think -- just keep in mind as we are discussing

         22    the private rent allocations, et cetera, that the



                                                                  49

          1    standard has to be accepted by the market.

          2               So keep in mind that issues such as

          3    uncertainty, price of the products that are going

          4    to be using the standards, the uncertainty

          5    surrounding whether the standard is going to be

          6    accepted, should be in the back of our minds to

          7    think whether disclosure affects issues such as

          8    the uncertainty in the consumer's mind about

          9    whether the standard is actually going to be

         10    accepted or going to be successful.

         11               I have many other comments about

         12    ex ante, ex post value of IP.  Maybe we'll get to

         13    that later on.

         14               AMY MARASCO:  Thank you.  I would just

         15    like to comment that one thing that I think makes

         16    this discussion a little more difficult is that

         17    the U.S. system is so diverse and so distributed.

         18               And I think that there's nobody that

         19    would say informed decisions are not a good thing

         20    or that the abuse of the standard setting process

         21    is something that should occur.  I think

         22    everybody agrees that that needs to be avoided
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          1    at all costs.

          2               However, there are so many factors

          3    that go into what is an appropriate policy for

          4    any particular standard setting activity, because

          5    it's this great diversity within the U.S.

          6    standardization system that I think it's a

          7    strength.

          8               It encourages innovation, enhances

          9    competition.  It's market driven.  And I think

         10    it's proved successful not only in the U.S.

         11    market but when U.S. interests go and compete in

         12    the international market.  It's important to

         13    remember that as well because the U.S. is very

         14    intellectual property rich.

         15               And very often other regions of the

         16    world seek to impose patent policies that would

         17    say, well, you have to disclose or you're going

         18    to lose your rights to either seek any royalties

         19    other than very minimal royalties.

         20               And that puts the U.S. then at a

         21    disadvantage.  So I think we need to be careful

         22    what we come out with as general principles in
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          1    the U.S. because we wouldn't want to disadvantage

          2    U.S. interests when they participate in the more

          3    international standard setting activities.

          4               Basically when it comes down to

          5    determining what is an appropriate policy for any

          6    particular standard setting activity, you really

          7    have to look at a whole complex list of factors.

          8               You have to look at the objective of

          9    the standard setting activity.  Who are the

         10    participants?  What is the process of the

         11    standard setting activity?  Is it the formal

         12    process?  Is it a smaller, more special interest

         13    group?  What are the resources and abilities of

         14    the standard setting body itself?

         15               Many standards developers don't have

         16    the resources or abilities to conduct patent

         17    searches, nor would they want to because they

         18    feel their job is to help the experts, the

         19    technical experts sitting at the table come up

         20    with the best technical solution to any

         21    particular standards issue or project and that

         22    they don't want to get involved in the commercial
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          1    issues or determining patents because that is a

          2    very legalistic question.

          3               And also patent searches are imperfect

          4    and that leads to again more issues that can come

          5    up as part of the process.  So clearly the ANSI

          6    position is the system not one size fits all.

          7               And we think that's great.  And we

          8    obviously think the ANSI system is great.  But we

          9    recognize that there is a need for diversity and

         10    that the ANSI system is not the only way.

         11               For each standards activity they have

         12    to look at the sector, the technological issues

         13    at stake, the participants, the effect on

         14    consumers, the ability of the standard setting

         15    body, and come out with what is the right policy

         16    for that particular activity.

         17               The other thing to remember -- and

         18    this has already come up.  The policy doesn't

         19    affect the non-participants.

         20               So sometimes if you have a policy that

         21    might mandate disclosure and then you say, well,

         22    then the technical committee can work around
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          1    that, well if they work around it they could bump

          2    into the IP of somebody who is not at the table.

          3               So again it's really hard to come up

          4    with something that's going to solve every

          5    particular problem.  And one thing we have

          6    probably noticed is we don't see that there are

          7    a lot of problems out there.

          8               If you look at the number of times

          9    that people have shouted patent abuse and you

         10    look at the total of the thousands and thousands

         11    of standard setting projects that are underway at

         12    any given time, we would say that all of the

         13    legal remedies that are out there are used when

         14    somebody allegedly does abuse the standard

         15    setting process.

         16               And competitors certainly are not

         17    hesitant or shy to take somebody to court if they

         18    feel that something is being abused.  And

         19    certainly also the enforcement agencies are

         20    there.  And I think people are very aware

         21    of that.

         22               And certainly that goes into the
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          1    consideration of a company in terms of how is

          2    it going to orchestrate its participation.  So

          3    basically I think it's just a very complex issue

          4    and that there is no one size fits all solution.

          5    Thank you.

          6               GAIL LEVINE:  On that note I think

          7    we're starting to hear quite properly about

          8    some of the important costs to participating in

          9    standard setting organizations in particular as

         10    those standard setting activities cross national

         11    borders.

         12               We started out this conversation

         13    talking about benefits and now costs are coming

         14    into the picture.  On that note, Carl, can I ask

         15    you -- your name tent is already up, so I figure

         16    you are fair game.

         17               CARL CARGILL:  On second thought --

         18               GAIL LEVINE:  Can you start?  Can you

         19    tell us about some of those costs?  We have heard

         20    a lot, for example, about disclosure rules that

         21    require searches as well.  What would that mean

         22    as a practical matter?
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          1               CARL CARGILL:  There are several

          2    things.  It spins off on that.  Taking from a

          3    previous speaker or previous question the idea of

          4    knowing up front, there is nothing in most of the

          5    rules -- and I'd ask Mark to correct me if I'm

          6    wrong -- it says where you have to disclose.  It

          7    says you should disclose.

          8               And in some of the organizations I'm

          9    familiar with it's like 30 days before last call

         10    or before the standard is published.

         11               And that's an interesting point

         12    because if you spend a year and a half creating a

         13    standard and at the very last or after starting

         14    implementation someone asserts in the group under

         15    the rules which are right now accepted, I've just

         16    wasted a year and a half's worth of work or the

         17    committee has wasted a year and a half's worth

         18    of work.

         19               The first thing is a degree of

         20    uncertainty because you don't know when you have

         21    to call.  That is one of the big stumbling blocks

         22    we have right now.  So that's one of the first
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          1    costs is a lack of knowledge of exactly when and

          2    how you game the system to make that happen.

          3               GAIL LEVINE:  Let me ask you about

          4    that.  With the year and a half that's been

          5    wasted, is that a year and a half that won't be

          6    repeated?

          7               CARL CARGILL:  It's non-recoverable.

          8               GAIL LEVINE:  Certainly it's

          9    non-recoverable.  But once you bump into a

         10    patent, will the group go back to the drawing

         11    board and take another year and a half?

         12               CARL CARGILL:  It will attempt to

         13    see if it can find a way -- if it is essential

         14    technology, it will see if it can work around

         15    that essential technology.  In other words, how

         16    clever can the engineers in the group be to

         17    design around that.

         18               And if it's absolutely blocking

         19    essential technology, you then have a choice.

         20    You either don't make the standard or you accede

         21    to the -- I don't want to say blackmail, but

         22    that's sort of what I would assume it sort of
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          1    tends to be in that environment.

          2               On the search role, in a high-tech

          3    industry we're all high-tech companies.  When we

          4    do a search on a name, for a product name, we

          5    spend bazillions of dollars -- or lots of money I

          6    suppose is probably a more coherent phrase -- to

          7    find a name that we can in fact use or protect or

          8    something like that.

          9               We all have big databases.  We are all

         10    reasonably sophisticated.  In the past, maybe not

         11    so.  But it is not that hard to envision within

         12    the next few years most large companies having

         13    their own database of patents.

         14               I mean it would be logical if in fact

         15    we believe the statement made by lawyers -- and

         16    I understand this audience is prejudiced that

         17    way -- that IP is absolutely essential to the

         18    corporation.

         19               Why aren't we filing it in a place

         20    people can access it?  I send engineers out right

         21    now.  And the engineers, yeah, they will give

         22    stuff away.  But it's not deliberate.  Most of
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          1    them have a good idea of what they can and can't

          2    get away with.

          3               But it's when they can't find out what

          4    they are doing that becomes a problem because

          5    there is no crosstalk.  We file patents at Sun.

          6    We file patents, and we do this extensively.  But

          7    we're also building our own databases.

          8               It's something that you would expect a

          9    big company or competent company to do.  As you

         10    get intellectual property, if it's corporate

         11    value, how do you value if you don't know that

         12    you have it for only a small group of people?

         13    How does an accounting firm value it?

         14               So you have to have the database to

         15    know where it is.  That's the other thing.  And

         16    there's also within the standardization process,

         17    one of the benefits, cost/benefit analysis is, if

         18    you in fact have your technology accepted as a

         19    standard you have tremendous competitive

         20    advantage rendered by that because you are the

         21    first mover, you are the most competent.

         22               And from a royalty free point of view
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          1    because I tend to advocate royalty free, if you

          2    in fact have your technology accepted and you're

          3    the best implementer of it, and then the ability

          4    to charge other people to use the technology

          5    that's yours and the best implementer, it seems

          6    to be slightly unfair over the long term.

          7               And it seems to be a double whammy

          8    especially if there's a small competitor.

          9    Because if you're a small competitor and you're

         10    doing a business plan, the only gap you have is

         11    what's reasonable and non-disciminatory.

         12               Imagine walking into a manager and

         13    saying this plan's complete except for this

         14    little space here that says reasonable and

         15    non-discriminatory from our biggest major

         16    competitor, and I have no idea what that is

         17    because we haven't negotiated because it's

         18    still blind.

         19               It's hard to do a business plan with

         20    that much missing.  So those are some of the

         21    issues.  I mean cost issues, yeah.  It costs us a

         22    lot to track.  It costs us a lot to play.
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          1               The benefits from standards we

          2    believe -- although I don't believe there's any

          3    honest to God proof of this.  The benefits from

          4    standards outweigh the costs.  It's a matter

          5    of faith.  And so far I've told this to my

          6    management, and that's why we've had a good

          7    career.  But we assume that's true.

          8               There is no proof of that that I've

          9    found in the last 20 years of looking for both

         10    academic and practical research.  We assume

         11    there's a validity there.  So costs are

         12    extensive.  The benefits as far as we know

         13    right now outweigh those costs.

         14               GAIL LEVINE:  Let me see if I can get

         15    the view from Oracle on those same questions, the

         16    costs and benefits not of just standard setting

         17    organizations, but of the disclosure rules.

         18               DONALD DEUTSCH:  I think Mr. Antalics

         19    pointed out at the beginning that we are dealing

         20    with a reduction of risk for the participants in

         21    the process.  I think Carl Cargill just pointed

         22    out that on the other side for the contributor of
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          1    the IP that there is a fear of substantial cost

          2    of having to determine whether to disclose.

          3               But there is also a very substantial

          4    potential benefit that we get together in

          5    standards organizations for the purpose of

          6    defining things that hopefully will be accepted

          7    in the marketplace.

          8               Because if they aren't, we have wasted

          9    our time.  So if someone's IP is anointed by the

         10    standards process, then that IP has been greatly

         11    increased in value.

         12               Now, on the cost side from the point

         13    of view of the participant there is a risk

         14    because, gee, as Carl points out, I'm not very

         15    enthusiastic about sending my engineers to the

         16    table to assist a competitor to greatly increase

         17    the value of their intellectual property without

         18    knowing what it's going to cost me in the end.

         19               I think the new thing I can add to

         20    this equation is that -- well, two new things I'd

         21    like to put on the table.  First of all, the

         22    concept of disclosure is not binding.  You
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          1    disclose or you don't disclose.

          2               I think you have to look at a

          3    continuum of participants in the standards

          4    process.  At one end of the continuum is the

          5    direct primary contributor of intellectual

          6    property to a process.  Next to that is a

          7    secondary contributor.

          8               But possibly it wasn't, you know,

          9    their spec that started -- that they bring

         10    something else to the table.  Still next is

         11    someone who is at the table who is an active

         12    discussant who doesn't actually bring anything

         13    that they own to the table.

         14               Still further along the continuum is

         15    the passive member of the organization.  There's

         16    many standards organizations that have multiple

         17    standardization activities.  My organization, for

         18    instance, is a member of W3C.  But we are not on

         19    all of the working groups of W3C.

         20               We participate in ANSI technical

         21    committees but not all the technical committees.

         22    So there are members who are not at the table for
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          1    the specific activity.

          2               And then finally as has been correctly

          3    pointed out by Amy Marasco, there's nothing you

          4    can do about the third-party risk of the person

          5    who's not even a member of the organization.  So

          6    you have these extremes:  non-member on one

          7    extreme, direct contributor of intellectual

          8    property on the other.

          9               It is our belief that by limiting the

         10    scope of the disclosure burden to the contributor

         11    end of the continuum you reduce the cost of

         12    disclosure.

         13               And consequently and I guess the

         14    second idea I'd like to put on the table, so

         15    now we have people evaluating the risk to

         16    participate.  Do I want to be at the table?  Do

         17    I want to help my competitor anoint their

         18    technology against a disclosure burden?

         19               And frankly I absolutely agree with

         20    ANSI's position.  We are dealing with very

         21    diverse organizations, very diverse objectives.

         22    And I think we have almost a classic marketplace
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          1    situation where you weigh the risk.

          2               You weigh the cost.  The organization

          3    sets its rules appropriately.  And if they do it

          4    incorrectly, then the IP holders won't come to

          5    the table because of too much cost or the other

          6    people won't come to the table because of too

          7    much risk.  So consequently that's the way I

          8    see it.

          9               TOR WINSTON:  I'd like to continue

         10    this discussion for a little while longer.  I

         11    think you said it very nicely in terms of too

         12    much cost or too much risk.  And so maybe other

         13    people can address those issues as well.

         14               DAVID TEECE:  Let me just say a few

         15    words here.  I think this disclosure issue is one

         16    of those that the deeper you dig the more complex

         17    it gets.  On its face disclosure sounds great.

         18    It sort of resonates with our accepted notions

         19    that consumers with more information make better

         20    choices.

         21               And it resonates with our notion of

         22    labeling is good for consumer choice, et cetera,
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          1    et cetera.  But then as you hear from the

          2    discussions on this panel, as you start to open

          3    up the issue a number of things of great

          4    complexity start to emerge.

          5               Okay, what should you disclose?

          6    Who should disclose it, the company or the

          7    individual?  Should you be disclosing patents

          8    before they are issued?  Should there be a burden

          9    to disclose proprietary confidential information?

         10    These are extraordinary slippery issues, and

         11    there is no easy answer.

         12               And in fact as a result you see that

         13    different standards organizations have different

         14    policies.  I think there are some common themes

         15    though or some common economic points that I

         16    think can be made.

         17               One is that perhaps the most important

         18    thing is there are many different types of

         19    disclosure rules that are acceptable.  But

         20    clarity is of utmost importance.  In other words,

         21    standard setting organizations should at least be

         22    clear what their rules are.
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          1               Then companies can decide whether they

          2    want to participate or whether they don't want to

          3    participate.  So point one is you need clarity.

          4    Point two, the agencies in looking at these

          5    issues should recognize that in general standard

          6    setting organizations are populated by users and

          7    not by intellectual property owners.

          8               So there's inherent bias.  Bias may

          9    be the wrong word.  But there is a greater

         10    representation of users than there are producers

         11    of IP because that is the nature of our economy.

         12    There are more users than producers.

         13               So if you are trying to balance the

         14    interests of intellectual property owners and

         15    users, it is not going to come out of a majority

         16    vote of any standard setting organization.

         17               Secondly, I think it's very important

         18    that we not get this problem out of perspective,

         19    at least from an economic point of view.  The

         20    real costs associated with paying a license fee,

         21    or the private costs, are different from the

         22    social costs.  The social costs are really quite
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          1    low.  This is a transfer payment.

          2               There's a lot of discussion about

          3    the fact that, gee, isn't it bad if you end up

          4    anointing a standard and someone has to pay a

          5    royalty.  This is not a real resource that gets

          6    chewed up.  It's a payment from one party to

          7    another.

          8               And from an economic point of view the

          9    costs associated with that are a lot less than

         10    the costs associated with chewing up actual real

         11    resources.  And in none of the debate around

         12    standard setting have I seen any mention of that.

         13               And to me as an economist it says

         14    that, well, gee, let's keep this thing in

         15    perspective.  The payment of a royalty is not the

         16    wasting of resources.  There may be some small

         17    distortion there.

         18               But it's not the wasting of resources

         19    as it would be, for instance, if a standard is

         20    not adopted when it could have been adopted and a

         21    market doesn't come into existence when it might

         22    otherwise have come into existence.
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          1               So as we go down the road of thinking

          2    about layering on, you know, enforcement on top

          3    of existing rules and so forth and burdening the

          4    process, we have to stand back and say what's the

          5    dynamic context here.  The dynamic context is we

          6    need standards because we want markets to emerge

          7    so competition can emerge.

          8               And my advice to the extent there

          9    is anyone listening here is take the dynamic

         10    viewpoint which is not how do we fix the problem

         11    down the road, but how do we make sure that in

         12    fact the standard process is not overburdened

         13    with antitrust layered on top of the rules that

         14    the standard setting organizations themselves

         15    may adopt.

         16               So the bottom line here is one I think

         17    which favors clarity and which recognizes as

         18    everyone here I think is saying I think.  There

         19    is not a one size fits all rule that can be

         20    created which unfortunately makes it hard and

         21    difficult for the agencies.

         22               Because if it's not a once size fits
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          1    all world, then what do we do about antitrust?

          2    The answer is probably little.

          3               GAIL LEVINE:  I wonder if we could

          4    take the comments from Professor Gellhorn and

          5    from Mike Antalics on the question of the costs

          6    and benefits of disclosure rules, with great

          7    apology to this side of the table; not because I

          8    want to close the discussion.

          9               In fact I want to reopen it, but with

         10    a short sort of substantive break so that we can

         11    spend some time talking about the market power

         12    questions that underlie all of this stuff.  After

         13    we talk about market power, we are going to come

         14    right back to this discussion with a slightly

         15    different tack.  Go ahead.

         16               ERNEST GELLHORN:  I guess I bring

         17    a perspective of some skepticism and maybe

         18    hostility to the consensus standard approach that

         19    has generated such enthusiasm here.  One

         20    statement, for example, that was made:  Well,

         21    there are not lawsuits being brought here or at

         22    least very few; so it obviously must be working.
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          1               It reminds me of the story of a man

          2    in Central Park who was laying out a large

          3    contraption.  Somebody comes by and says what

          4    are you doing?  Well, it's my tiger gun.  The

          5    response is, well, there are no tigers in Central

          6    Park, to which his answer is, see, it's working.

          7               And I think that has some resonance

          8    here.  The fact that there aren't a lot of

          9    lawsuits doesn't tell us an awful lot on its

         10    face.  Likewise I would suggest in fact that

         11    there are underlying problems here that are

         12    significant.

         13               And they go to the basic problem of

         14    standard setting and that in the intellectual

         15    property context the issue is just exacerbated

         16    because you have the problems of network effects

         17    and exclusionary power with the utilization of

         18    patents of course.

         19               And that is, for example, if you

         20    travel in Europe, particularly Germany today

         21    where they're rebuilding their highway system to

         22    an incredible degree, you will see highway
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          1    drainage pipe is all plastic.  That's all you'll

          2    see.  You go to the United States; it's virtually

          3    all concrete.

          4               Why?  Because there's a standard.  And

          5    the effort to introduce polyethylene pipe in the

          6    United States has been very retarded because of

          7    in my view voluntary consensus standards.  The

          8    same thing is true, for example, of plastic

          9    conduit versus steel conduit for wiring.

         10               Here you had -- also the unions wanted

         11    to preserve their work opportunities.  But what

         12    happens in my view often under the voluntary

         13    consensus standard process is that the system is

         14    itself set up to be gamed.  It requires usually

         15    not just a majority but a supermajority.

         16               Industry members participate.  They

         17    have votes.  They may not have more than half the

         18    votes.  But if it takes a supermajority, you can

         19    block it.  They frequently are members of

         20    committees, indeed chairmen of the committees.

         21               And those who control the agenda as a

         22    former law school dean I can assure you control
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          1    the process.  And I think those are questions

          2    that need to be looked at.

          3               I mean Bob Bork's book on the

          4    antitrust paradox points out that predation

          5    through government process in his chapter 18 is

          6    perhaps one of the most efficient and effective

          7    ones.

          8               And of course the fact that the

          9    standards are then frequently incorporated into

         10    government codes raises in my view the additional

         11    stumbling block of antitrust enforcement.  So I'm

         12    not as skeptical, for example, David, as you are

         13    of the use of antitrust here though it too can be

         14    abused.

         15               MICHAEL ANTALICS:  On the issue of

         16    cost I just wanted to note that.  I mean we do

         17    have potential costs on multiple levels here.  I

         18    mean it's not just the cost of doing a patent

         19    search and it's not even just one patent search.

         20               It may be multiple patent searches

         21    throughout the standardization process that would

         22    have to be undertaken as technology -- as the
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          1    standard evolves and as the patent or the patent

          2    application is evolving.

          3               You have that significant cost.  You

          4    also have the cost which David mentioned.  It's

          5    going to slow down the process.  So you could

          6    have good products that are delayed coming to

          7    market if this whole process is taking longer.

          8               And then finally there's yet another

          9    cost which is that if you have mandatory

         10    disclosure there are going to be some companies

         11    that don't want to take that risk.  And they're

         12    just not going to participate.

         13               So whatever they might have had to

         14    contribute to the process is going to be lost.

         15    And in that regard I'm just wondering in response

         16    to some of Ernie's questions.  And we can talk

         17    about this a little bit more as we go.

         18               At the end of the day aren't we going

         19    to conclude that among standard organizations

         20    there's a bit of a market based test right now?

         21    You have some that require disclosure for

         22    companies that think that that's important.
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          1               It seems that most companies or most

          2    standards organizations don't require disclosure.

          3    And for some reason they seem to be, you know,

          4    the dominant technique of standard setting, the

          5    dominant format today.

          6               And I wonder if people don't just

          7    choose the standard setting organization that

          8    best suits their needs and if we don't get the

          9    optimal result through competition among

         10    standardization procedures.

         11               GAIL LEVINE:  I want to hold that very

         12    interesting and provocative thought -- and I know

         13    you have a response to it -- so that we can talk

         14    about those market power questions.  But we're

         15    going to come right back to it after we talk

         16    about market power for a moment.

         17               TOR WINSTON:  Because we are kind of

         18    talking about this in the antitrust context, we

         19    want to talk a little bit about market power.

         20    And I wanted to get an operational definition for

         21    that so that we are all talking about the same

         22    thing up here when we say market power.
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          1               So I propose that we use the

          2    definition that's in the IP guidelines which

          3    is the ability to profitably maintain prices

          4    above or output below competitive levels for

          5    a significant period of time.

          6               So just so it's -- we have sort of a

          7    base to work from there.  And I think there are a

          8    lot of interesting issues here.  One thing that

          9    a lot of people have talked about is does the

         10    standard setting organization create market

         11    power.

         12               And so if I could just open it up to

         13    really anybody who would like to respond to an

         14    issue like that in terms of -- and maybe when a

         15    standard may convey market power.

         16               MARK LEMLEY:  It seems to me there are

         17    three cases.  In one set of cases an intellectual

         18    property right confers market power because there

         19    is no effective substitute for that intellectual

         20    property right.

         21               In that case it doesn't seem to me

         22    what the standard setting organization does
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          1    matters very much.  I have an intellectual

          2    property right.  I can assert it.  You can't

          3    get around it.  The adoption of a standard or

          4    non-adoption of a standard doesn't affect the

          5    market.

          6               On the opposite extreme you have cases

          7    in which there are substitutes for standards,

          8    right, so that my group may adopt a standard but

          9    there are plenty of other substitutes, and those

         10    substitutes compete.

         11               In those cases even influencing

         12    adoption of a standard by a particular group

         13    doesn't strike me as problematic from an

         14    antitrust perspective because it's unlikely to

         15    raise costs.

         16               It's the middle group of cases in

         17    which an intellectual property right that I have

         18    would ordinarily compete with other substitutes

         19    but in which I can influence the market by

         20    securing its adoption in a standard setting

         21    organization.

         22               When I actually get more power by
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          1    virtue of agreement in a standard setting

          2    organization than I otherwise would get from the

          3    intellectual property right that antitrust role

          4    might want to be concerned.

          5               So for me the question is not so much

          6    whether the intellectual property right confers

          7    market power as is whether the standard

          8    setting -- excuse me -- the standard setting

          9    organization confers market power that the IP

         10    right would not have otherwise given.

         11               RICHARD RAPP:  I think that's exactly

         12    right and just want to consider just for a

         13    moment another way in which market power can be

         14    exercised inside the standard setting situation,

         15    and that has to do with collusive potential of

         16    standard setting agencies.

         17               Since that has to some degree been

         18    discussed also, rather than say what's already

         19    been said I'll just play out the kind of

         20    variation on that theme and say that it is --

         21    that the licensee cartel aspect of standard

         22    setting doesn't always necessarily arise from a
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          1    subversion of due process in the way that you

          2    described it during your opening remarks, Mark.

          3               It can happen differently.  It can

          4    happen as a result of what David called the

          5    preponderance of users.

          6               The case that comes to mind or the

          7    instance speaking -- still speaking generally

          8    that comes to mind that I think is interesting is

          9    one where you have integrated research based

         10    manufacturers in a standard setting body and you

         11    introduce a firm that is a non-manufacturer that

         12    lives by licensing.

         13               And the question is if you have a

         14    bunch of cross-licensing manufacturers who decide

         15    that basically they don't like to pay royalties

         16    because they don't have to pay them to one

         17    another, by what means can the standard setting

         18    process subvert the kind of competition that we

         19    would like to see, because it's so powerful a

         20    force in the American economy, that is to say,

         21    unintegrated producers of research interjecting

         22    themselves into a situation like that.  It's a
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          1    variation on the theme of market power through

          2    collusion.

          3               PETER GRINDLEY:  If I can try and make

          4    a contribution on this, essentially what's the

          5    value of the power of the IP ex ante before the

          6    standard is decided and ex post?

          7               I agree with what Mark has said, and

          8    I think we are probably all in agreement that if

          9    the IP essentially is dealing with a feature

         10    that's almost going to be decided arbitrarily by

         11    the standard, then ex ante before the standard is

         12    decided that IP may have no particular strength.

         13               But once the standard has been decided

         14    and adopted and all the various sunk investments

         15    are made in following that standard to make

         16    products and so on that are going to be actually

         17    produced, then it becomes more much difficult to

         18    avoid that particular patent, and it may have

         19    more power in the technology market.

         20               I guess we're talking about a

         21    technology market that reads on a particular

         22    standard.  That seems fairly clear.
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          1               Just one point which I think Mark has

          2    essentially said already by talking about the

          3    range of different types of IP; if the IP is

          4    necessary for the standard but whatever standard

          5    you choose it doesn't really make any

          6    difference -- it's a basic patent that has to be

          7    used whatever standard is adopted -- then it

          8    really doesn't seem to be a concern of the

          9    standard organization whether that imposes any

         10    greater market power.

         11               It presumably doesn't.  You have to

         12    look at the details a bit to just get into that.

         13    But as a general remark, it doesn't.  Maybe the

         14    contribution -- maybe I'm adding something by

         15    saying it's a question of when the IP is

         16    asserted.

         17               And I think the theme that I probably

         18    will try to keep coming back to is we have to

         19    think about standards that are adopted in the

         20    market.  The idea is not merely to set a standard

         21    that's going to produce a nice product.

         22               That product eventually has to be
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          1    accepted in the marketplace.  And that's going to

          2    take some time.  A lot of investment has to be

          3    made to do that.

          4               If the standard is adopted, there

          5    may be a certain time period before all the

          6    various -- basically before that standard is

          7    established in the market, installed bases are

          8    built up, it's supported by a number of

          9    manufacturers.

         10               Coming back to the point about when

         11    the IP is asserted, if it's asserted before the

         12    standard is issued, then there's time to change

         13    that decision if that's appropriate.

         14               If it's asserted several years after

         15    the standard has been fully established in the

         16    market, then it's very difficult to change that.

         17    So ex ante, ex post doesn't just happen on the

         18    day the standard is printed on the website.

         19               TOR WINSTON:  I think you brought up

         20    some interesting points that led to another

         21    question I had that maybe we can talk about in

         22    conjunction with this.
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          1               And that is:  What's out there that

          2    would discipline market power that is generated

          3    in a standard setting process?  It's something

          4    other people can think about as well in their

          5    responses.

          6               DENNIS YAO:  One thing that I wanted

          7    to mention was to think about not standard

          8    setting organizations that are sort of general

          9    but standard setting that goes on within a small

         10    coalition.

         11               It seems that you can get standards --

         12    obviously you can get coalitions competing to try

         13    to push their particular standard.  And there's a

         14    continuum of that from these small groups maybe

         15    of only a few firms to a fairly large network of

         16    firms pushing a particular standard to a general

         17    standard setting organization.

         18               And you can ask whether or not you

         19    have any problems with a small group basically

         20    creating their own process, being non-exclusive,

         21    creating side deals in order to push their

         22    particular idea of where the technology should be
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          1    and their particular IP including things like

          2    trade secrets, their particular advantages with

          3    respect to complementary assets.  Is that bad?

          4    Well, maybe it's not if there's some competition.

          5               So I think we have to keep those kinds

          6    of things as a context for the discussion we're

          7    having which seems to be more about a general

          8    standard setting organization.

          9               ERNEST GELLHORN:  Two things.  It

         10    seems to me that enhanced market power ought to

         11    be noted.  First of all, many standards are

         12    design based, indeed perhaps most rather than

         13    performance based.

         14               And the adoption of design based

         15    standards telling them exactly what they must use

         16    and precisely how they use it rather than the

         17    results or compatibility that need to be sought,

         18    it has it seems to be a substantial blocking

         19    effect that ought to be considered.

         20               Th second is that standards not

         21    infrequently, indeed often are designed initially

         22    to be adopted by government either for
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          1    purchasing -- and government is the largest

          2    purchaser in the economy -- as well as part

          3    of codes.

          4               And once you put it as part of a code,

          5    of course it is much more difficult then to

          6    eliminate it or to change it.  So the issue of

          7    incumbency is multiplied substantially as a

          8    consequence.

          9               CARL CARGILL:  Just quickly in talking

         10    about the panoply of standards organizations from

         11    large to small, the interesting thing that I

         12    think must be noted is that within the IT

         13    industry the major vendors don't select one form

         14    of organization.

         15               A majority -- speaking for Sun at this

         16    point in time, a majority of Sun's activities are

         17    now in consortia and what I think Andy Updegrove

         18    has called joint commercial ventures.  I call it

         19    alliances.  It's fast, very fast paced, very

         20    quick.  But we play in all of them.  We hedge all

         21    of our bets.

         22               There is not an organization in the
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          1    IT industry I believe that doesn't belong to

          2    at least 30, 40, or 50 consortia, standards

          3    organizations, alliances.  We play against

          4    ourselves sometimes.

          5               But that's because we can't afford to

          6    lose a standards bet.  They have tremendous power

          7    if they're accepted.  And we'll push some of them

          8    to the exclusion of others.  And it makes us look

          9    silly at times.

         10               But one of the things my lawyers told

         11    me before I came was always push back to the

         12    basics on this thing.  The whole intent of this

         13    is interoperability.  And how you achieve that

         14    interoperability is what you're looking for in a

         15    standards organization.

         16               We've been talking about disclosure.

         17    Disclosure rules aren't necessary if everyone who

         18    joins a standards organization agrees to license,

         19    contractually agrees to license.  I mean your

         20    disclosure rules then become somewhat bland

         21    because then you're only worried about what the

         22    conditions of RAND are.
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          1               You're not worried about being held

          2    up.  If everyone agrees to royalty free, you

          3    don't worry about disclosure at all because you

          4    know that it's royalty free.  So disclosure is a

          5    method of achieving a risk reduction goal.  It's

          6    not the end of this purpose.

          7               The purpose is interoperability.

          8    Driving back to the basic, you're looking for a

          9    way to get interoperability.  Disclosure is the

         10    method.  So we're talking about methods rather

         11    than fundamental goals here.

         12               And it might be worthwhile to look

         13    back at the fundamental goals of why we do

         14    standards which is that interoperability,

         15    interchange capability which I think is the

         16    competition aspect.

         17               TOR WINSTON:  Go ahead, Don.

         18               DONALD DEUTSCH:  Before I say this let

         19    me qualify this so my lawyers don't faint.  I'm

         20    not a lawyer, and I really don't have much to say

         21    about antitrust which is the general topic you're

         22    on.  However, I've heard a couple things I'd like
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          1    to put on the table.

          2               Let me qualify it further by saying I

          3    represent an independent software vendor and as

          4    such we develop standards that basically define

          5    interfaces.  And those interfaces, we want to

          6    define them for the reasons that Carl just said,

          7    to provide interoperability.

          8               As such defining interface standards

          9    do not do what Professor Gellhorn had talked

         10    about, and that is define what's inside the box,

         11    how it is that you provide the goes-intos and the

         12    goes-out-ofs of that piece of software.

         13               So it occurred to me as I listened to

         14    the discussion that we are talking about this

         15    elephant called standards and we all have got

         16    hold of a different part and it really means

         17    different things.

         18               Now let me put on the table what I --

         19    what caused me to raise my hand here.  I believe

         20    that historically in the information technology

         21    area at least that the standards forum has not

         22    been a good place for a competitor to go to try
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          1    to achieve sustainable competitive advantage.

          2               There is example after example whereby

          3    somebody goes into a standards forum.  They are

          4    there with the purpose of trying to anoint their

          5    technology.  There are alternative technologies.

          6    Other competitors do not want to give that

          7    competitor the upper hand.

          8               So what do they do?  They take

          9    their ball to another court and you end up with

         10    multiple standards.  And frankly now back to the

         11    economist we have a real cost because the whole

         12    industry loses.

         13               But it's happened repeatedly in the

         14    software area whereby the attempt to achieve

         15    competitive advantage is almost always foiled by

         16    competitors who basically go make sure that there

         17    isn't just one standard.  Thanks.

         18               GAIL LEVINE:  Can we give you the last

         19    word on market power -- on these market power

         20    issues?  And then we'd like to return to the

         21    questions that were raised just a few minutes ago

         22    down at this end of the table about whether there
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          1    is such a thing as an ideal disclosure rule.

          2               MARK LEMLEY:  Well, this is just

          3    very brief.  It's perhaps an unfortunate irony.

          4    Professor Gellhorn is right that some of the

          5    greatest risks of anticompetitive results come

          6    precisely in those cases in which the standard is

          7    designed to be adopted by or pushed through the

          8    government either through purchasing or through

          9    code adoption.

         10               And it's ironic I think that those are

         11    the hardest to get at with antitrust law because

         12    of the Noerr Pennington immunity that a standards

         13    organization that is petitioning the government

         14    to adopt its standard even for anticompetitive

         15    reasons gets greater leeway than a purely private

         16    organization that's simply trying to participate

         17    in the market.

         18               GAIL LEVINE:  Let's see if we can

         19    return to this questions we were raising before.

         20    David Teece touched on some of these questions,

         21    and Mike Antalics raised it at the very end.  Is

         22    there such a thing as an ideal disclosure rule?
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          1    Is variety the best thing?

          2               Should we seek to have a variety of

          3    disclosure rules that work best for different

          4    industries, for different standard setting

          5    organizations?  Should we let the market decide?

          6    You had alluded to that solution at the very end.

          7    And I know that Carl Cargill had a response to

          8    that that he wanted to raise.

          9               I think the question was, you know,

         10    will standard setting organizations in

         11    competition with each other work to provide the

         12    optimal disclosure rule, to the extent there is

         13    such a thing?

         14               CARL CARGILL:  I would love to say

         15    yes.  I would love to say that standard setting

         16    organizations do in fact learn.  Again going back

         17    to discussions I've had with many people,

         18    standards organizations either change or die

         19    fundamentally.

         20               Standardization has grown

         21    tremendously over the last 20 years, the use of

         22    standardization within the IT industry.  I should
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          1    point that out.  Consortia tend to either stay

          2    important or they tend to go away.

          3               As I say, the IT industry with

          4    which I'm familiar has a tendency to use

          5    consortia because we've moved away from other

          6    organizations.  We use them for a host of

          7    reasons.

          8               But a lot of the reasons are that we

          9    can focus specifically, precisely on a specific

         10    area.  And agreeing with Amy here, there are all

         11    sorts of varieties of disclosure rules.

         12               And Mark brought this up with its

         13    disclosure and the IPR rules.  He also brought up

         14    the point that he doesn't think there's any

         15    thought that goes into them.  And I would think

         16    it's substantially less than that.

         17               I think in many cases when you put an

         18    organization together it's like I don't know;

         19    we'll just see what's out there.  And we'll just

         20    like glom it in because nobody pays attention.

         21    You have to remember that a lot of consortia are

         22    done by marketing people.
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          1               So you have marketing people and

          2    engineers cooperating to do legal stuff, and this

          3    is where we have a lot of fun.  And later on we

          4    have the lawyers look at them.  And you'll notice

          5    a lot of lawyers who do this, twitch a lot.  So

          6    this is the other thing.

          7               But IPR has always been sort of an

          8    afterthought because normally what you see in a

          9    standards organization are -- you're supposed to

         10    be there to work together.

         11               And the minute the impact of the IPR

         12    rules like Robert's Rules of Order -- Robert's

         13    Rules of Order control unruly meetings.  If you

         14    used them in a standards organization, you'll

         15    probably fail because it's hard to get consensus

         16    when using Robert's Rules of Order.

         17               The idea is that it's people of

         18    like-mindedness who are there to do something,

         19    to accomplish something.  So will we ever have

         20    a singularity of rules?  No.  But I would like

         21    to have a singularity of guidelines.  In other

         22    words, how can in fact we tell when we're being
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          1    gamed intellectually?

          2               I mean you're right.  Engineers do

          3    these things.  They don't know when they're being

          4    gamed legally.  And the worst thing you ever want

          5    to have is engineers and lawyers arguing about

          6    law because W3C has had this for the last

          7    two-and-a-half years.

          8               And they finally figured out that it's

          9    probably best to have lawyers do the IPR policy

         10    and let engineers do the technology.  But it's

         11    taken a long time to get there.

         12               So singularity, no.  Commonality of

         13    rules and a host of underlying expectations I

         14    would love to see.  We don't have those now.  We

         15    need those.  And that then allows a commonality

         16    to derive.

         17               DENNIS YAO:  I'd like to think about

         18    disclosure in the broader context again.  We can

         19    think about disclosure as if you don't disclose

         20    then we might end up with the wrong decision.  So

         21    this is a problem in terms of the standard.

         22               Then you can ask what other things
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          1    ought to be disclosed which could also lead to

          2    we've come to the wrong decision.  They could

          3    include things like trade secrets.

          4               They could include things like -- I

          5    don't know -- your plans for future business, and

          6    a lot of things that we don't expect to have

          7    discussed.  And yet they could make a lot of

          8    difference in terms of what's the ideal standard

          9    to choose.

         10               So when we pick out intellectual

         11    property patents, we're picking out one thing.

         12    It's an identifiable thing.  It's a thing that

         13    you can use for a hold-up.

         14               But in terms of are we getting the

         15    information you need to make the right choice,

         16    there's a whole bunch of other things that

         17    perhaps we're leaving out.  And it's important

         18    to sort of recognize that.

         19               AMY MARASCO:  Thanks.  I guess just

         20    reacting, Carl, to what you said, I'm not sure

         21    that I see a difference between having a one

         22    size fits all rule versus one size fits all
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          1    guidelines.  I still think it's pushing towards a

          2    one size fits all solution.

          3               And I'm not sure that that's going to

          4    work in the diversity of standards organizations

          5    that we have in the U.S.  For example, many

          6    standard setting bodies do not mandate

          7    disclosure.  They encourage it.

          8               Certainly that's a benefit for the

          9    participants and for the resulting standard.  But

         10    one of the reasons that they don't is in their

         11    particular context -- and again it's a very

         12    context specific kind of analysis that has to

         13    be made.

         14               In those contexts there's too great a

         15    risk that companies that do have large patent

         16    portfolios are going to say I'm not going to risk

         17    a failure to disclose, that someone's going to

         18    allege that I negligently or whatever failed to

         19    disclose that we had a patent.

         20               Some companies have tens of thousands

         21    of patents.  They have literally hundreds of very

         22    good technical people participating on technical
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          1    committees and hundreds of standard setting

          2    opportunities.

          3               These standards are evolving as I

          4    think Mike pointed out, that there's when do you

          5    do a patent search; when do you try to make the

          6    disclosure.  Trying to say that we can have a

          7    guidance as to when all these things are going to

          8    happen in a perfect world is just not going to be

          9    useful in the U.S. standard setting context.

         10               So I think that it's not to say

         11    that it's perfect in all standard setting

         12    organizations.  But I also think there's an

         13    awareness being raised.

         14               And I think the Department of Justice

         15    and the Federal Trade Commission holding these

         16    hearings, looking at all these issues is a good

         17    thing.  So thank you.

         18               CARL CARGILL:  I take what you're

         19    saying and I can sympathize with it.  But I'm

         20    not looking -- as a producer I'm not so much

         21    interested in the standard setting organization

         22    as the result of that organization.
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          1               And the results I am getting are

          2    conflicted results.  Because of as Mark pointed

          3    out a lack of clarity, I cannot put a system

          4    together for multiple organizations.

          5               I cannot take a system that has the

          6    WAP forum, ETSI, ISO because the IPR rules are so

          7    complex that if I string a system together and

          8    put it out I break.  I've got lifetime employment

          9    for international patent lawyers.

         10               And your statement that it's a U.S.

         11    system is fine.  I'm a multinational company.

         12    The GSM does not come from the United States.  It

         13    comes from ETSI, and that's French rules.  ISO

         14    comes from Switzerland.

         15               That's the Canton of Geneva rules

         16    under Swiss law, and they default to that.  Those

         17    are the problems I have.  Guidelines may not

         18    be -- may lead to something, but it's better than

         19    what I've got right now which is random acts of

         20    unkindness.

         21               I'm having trouble putting a complex,

         22    interoperable, intergalactic system together
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          1    under those rules right now because if I have an

          2    engineer come back with a solution I have to vet

          3    it through legal.

          4               It's like what rules applied when you

          5    brought that in and what rules apply to this one.

          6    And look.  They don't match.  And if you're a

          7    small company you're doomed.  I'm big enough to

          8    get lawyers to help me do this because we've got

          9    lots of lawyers.

         10               But if you're a small company, you're

         11    dead because you can't sue because you're not big

         12    enough, and you're just dead.  And that's the

         13    death of innovation, and that's what we can't

         14    afford to live with.

         15               GAIL LEVINE:  Mike?

         16               MICHAEL ANTALICS:  I was just thinking

         17    that in antitrust law we usually reserve black

         18    and white rules for areas where we have a lot of

         19    certainty.  I mean we have a per se rule against

         20    naked price fixing because almost all the time

         21    that's bad for consumers.

         22               Maybe not all the time.  But we're
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          1    pretty sure that most of the time it is.  I'm not

          2    sure with standard setting organizations we can

          3    say most of the time any particular method

          4    is bad.

          5               In fact I think all of them do serve

          6    different purposes by virtue of the fact that

          7    different companies have adopted different

          8    standard setting procedures.

          9               And then I guess the final point would

         10    be, Carl, there's a little bit of you better be

         11    careful what you wish for because if we're going

         12    to look for some sort of a general rule, at least

         13    the dominant -- I don't know what the numbers are

         14    precisely.  But my guess is ANSI type standard

         15    setting is the dominant system that's out there.

         16               CARL CARGILL:  No, not in IT.

         17               MICHAEL ANTALICS:  I think that makes

         18    a point though.  If you want to do a consortium

         19    type of standard setting, that may work for a

         20    particular industry, and you can kind of set the

         21    rules of the game as you get into each

         22    organization.
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          1               But I'm not sure you can lay down

          2    rules or guidelines that are going to be useful

          3    that would apply to everybody.  I just don't

          4    know.

          5               RICHARD RAPP:  Just on the subject

          6    of a single optimal kind of solution to this

          7    complex problem, two things that I will mention

          8    that we all know.  One is that there is great

          9    variation among markets and industries in the

         10    degree of intellectual property dependence and

         11    the degree to which IP matters.

         12               There are also obviously great

         13    differences among markets and industries in the

         14    degree to which compatibility matters.  And I'm

         15    inclined to ask in those two things what more do

         16    you need to know to know that a one size fits all

         17    rule won't work.

         18               The other observation that I would

         19    make -- and perhaps I'll put it in the form of a

         20    question to those who are in the trenches.  When

         21    we talk about finding the optimal patent rule,

         22    how much progress would it be toward the solution
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          1    to your problems if we just had the clarity of

          2    which David spoke at the outset?

          3               In other words, if we didn't go all

          4    the way to a uniform rule, but just whatever

          5    standard setting circumstance you walked into you

          6    knew exactly where you stood with respect to

          7    disclosure and the rules of licensure, wouldn't

          8    that take you a long way?

          9               DAVID TEECE:  Yeah.  I think that

         10    there are only three rules I can think of.  The

         11    first one is that there shouldn't be only one

         12    rule.  I think there seems to be a fair amount of

         13    resonance around that one.

         14               The second rule should be whatever

         15    rules an organization has, they should be clear.

         16    And the third one is that they should be

         17    structured so that lawyers are not part of

         18    the game.

         19               Because as was pointed out before, if

         20    you burden this process such that the technical

         21    and marketing people who are there trying to

         22    create standards and move markets forward, if
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          1    they have to bring the lawyers along you know

          2    what that means.

          3               It means that it's going to slow the

          4    process.  It's going to make it more deliberate.

          5    And we have to recognize that trade-off.  It's

          6    not all bad that these consortia and so forth are

          7    driven by the marketing people and the technical

          8    people.  In fact that may be close to optimal.

          9               The minute we start adding on the

         10    baggage associated with lawyers and rules,

         11    et cetera, et cetera, people are then going to be

         12    careful.  They're going to be deliberate.  There

         13    may be some benefit in that in the total

         14    equation, but you have to look at the big

         15    picture.

         16               The big picture is the companies

         17    are out there competing in markets that move

         18    extremely quickly where product life cycles are

         19    not years but are months, where the failure to

         20    reach a standard means that there could be

         21    billions of dollars of consumer benefit that

         22    are recognized.
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          1               So whatever we do here, we have to

          2    keep in mind the dynamic context of evolving

          3    markets and the importance of standards for

          4    creating markets.

          5               And I think if somehow or other as the

          6    agencies begin to think about this they can think

          7    about the dynamics or the benefits of the

          8    competition not yet created, rather than sort

          9    of focusing on the ex post side of things.

         10               PETER GRINDLEY:  I want to go back

         11    about two comments.  Just a general one is that

         12    we see a variety of disclosure rules, IP policy.

         13    We just don't see differences between

         14    organizations.

         15               You also see them evolving over time,

         16    and they will evolve within a given organization

         17    which may change its IP policy depending on what

         18    its members think is important.

         19               As Donald has said, companies have

         20    lots of options out there, alternatives for all

         21    but maybe the largest standard organizations.

         22    There are many committees that they can go to if
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          1    they are not happy with the one that they're

          2    dealing with.

          3               And that puts a lot of pressure on the

          4    organization itself to review its trade-off in a

          5    sense between participation, the breadth of its

          6    membership, and its IP policy, the happiness of

          7    its members with the IP policy.  So they are

          8    responsive and so we do an evolution there.

          9               So maybe the great variety that Mark

         10    pointed out in the beginning is evolutionary or

         11    maybe it's just lack of direction.  I'm not sure.

         12    I would say it's probably evolutionary.

         13               GAIL LEVINE:  Don and then Mark.

         14               DONALD DEUTSCH:  I'd like to respond

         15    to Richard Rapp.  I believe I characterized

         16    myself as someone in the trenches.  I've been

         17    involved with technical standards for over

         18    25 years.

         19               And the way I understood the question

         20    is sort of a specific one size fits all rule; is

         21    there some more general statement about the

         22    openness and clarity of the process that would
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          1    assist.

          2               And I'm not willing to go quite

          3    that far.  But I can say that the criteria we

          4    use in evaluating the forum is that we want to

          5    participate in forums that are open to all

          6    interested parties.

          7               I think the characteristic of a lot of

          8    places where we are working today and others are,

          9    that is not true.  And Oracle is the second

         10    largest software company in the world today.

         11               But when the standard for the sequal

         12    language which is the interface to our core

         13    product was being established in the mid-1980s,

         14    Oracle was at the table.  And at the time you

         15    would characterize us as a garage.

         16               One of the characteristics of the de

         17    jure standards process under which this is done

         18    is that all interested parties, large and small,

         19    regardless of technical philosophy are at the

         20    table.

         21               We think even though now maybe we're

         22    considered the big guy, that that's one reason
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          1    the United States continues to be the dominant

          2    force in the information technology industry,

          3    because we do include the entreprenurial,

          4    creative part of our industry.

          5               The second thing that we look for in

          6    a forum is what I've termed in my contribution

          7    transparency.  We want to know going in what is

          8    the objective of the organization; what are the

          9    rules under which the organization operates; who

         10    will be the other participants and when I'm

         11    participating who they will be.

         12               And some of you in the audience with

         13    hold of a different part of this elephant may say

         14    what's he talking about.  And I can tell you that

         15    today I have engineers participating in consortia

         16    standards processes where they know that someone

         17    from another company is at the table but they

         18    don't know who that engineer is.

         19               So we do have some rules that we use

         20    in evaluating organizations.  Unfortunately

         21    sometimes we still make the decision to go to the

         22    table despite the fact that those rules aren't
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          1    quite there.

          2               MARK LEMLEY:  I just want to bring us

          3    back to the rule of the agencies.  I take it that

          4    the agencies are unlikely to adopt a rule that

          5    says all standard setting organizations must have

          6    the following disclosure rules and no other.

          7               When we are talking about by a one

          8    size fits all rule as a government mandated rule,

          9    that doesn't seem to me to be a particularly

         10    plausible solution.

         11               What it does seem to me that the

         12    agencies can do is take account of the fact that

         13    different standard setting organization IP rules

         14    have different disclosure consequences, and some

         15    are better able to be gamed than others.

         16               So Carl said earlier -- and I want to

         17    endorse it -- in a world in which you are

         18    compelled to license all your patents royalty

         19    free there is no need for a disclosure rule.

         20    Yeah, you can disclose it to us, but we don't

         21    really care because we're getting it for free

         22    anyway.  I know that's an extreme case.
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          1               Most organizations don't have a such a

          2    policy.  If the rule is everybody has to license

          3    on non-disciminatory terms, we'll want to know,

          4    right, because you want to know how many patents

          5    you're getting yourself into if you adopt a

          6    particular standard.

          7               But it's not as critical that you know

          8    because you know at the end of the day you're

          9    going to have a licensing process and some set of

         10    rules to figure it out.  You're not going to be

         11    held up by injunctive relief.

         12               On the other hand, I take it if the

         13    organization has a no disclosure rule and it

         14    basically says do whatever you want, then the

         15    agency ought not particularly to be concerned

         16    about intervening because as long as people know

         17    that that's the rule they've committed themselves

         18    to that.

         19               It's in the situation in which we

         20    require disclosure but we don't require licensing

         21    that disclosure becomes so important that the

         22    gaming of the system becomes particularly
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          1    problematic because presumably the only benefit

          2    that the organization gets is effective

          3    disclosure of the information.

          4               So it seems to me the agencies can

          5    concentrate their efforts in the subset of

          6    circumstances in which strategic non-disclosure

          7    is likely to be a problem.

          8               And that's going to be driven by what

          9    the rules are.  Now, that's not a mandate; you

         10    must use one rule or another.  But it is a

         11    context specific response to the diversity that

         12    we've talked about.

         13               CARL CARGILL:  Just a comment.  One of

         14    the points that Mark raised is on the second one

         15    where you have the reasonable and

         16    non-discriminatory.

         17               It's a question that has puzzled

         18    people.  When we were in one of the committees

         19    and someone brought this up, the response was

         20    well, we don't know what it is but we'll know it

         21    when we see it from the group of lawyers that

         22    were there.  Hard to do a business plan on that.
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          1               So one of the things I would like

          2    to focus on is a more precise definition of

          3    reasonable and non-discriminatory because

          4    again if I'm doing a plan and I have a standard

          5    that has ten or fifteen reasonable and

          6    non-discriminatory licensing fees, I could very

          7    well be out of business because my product will

          8    never be competitive because I have 30 percent of

          9    it immediately disappearing into licensing fees.

         10               So when everyone says RAND it sounds

         11    nice.  But you're looking at profit margins.

         12    Every time I pay a royalty, every time I give

         13    a royalty away I am incurring a cost.

         14               And that giving of money away to

         15    someone else has -- in other words, I'm paying

         16    them to implement their technology, as Don said,

         17    to make my competitor successful.

         18               There is something -- while we

         19    understand that's the cost of doing business, in

         20    the standards organization especially when the

         21    standard has sort of a lock on the market, you're

         22    driving to a very unusual position where I'm
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          1    paying you so you can lock the market against

          2    me so that I can continue to pay you.

          3               And it's one of those very -- I'm not

          4    quite sure how to deal with it.  But I know that

          5    when something like the web comes up and you have

          6    the web developers who first of all mistrust

          7    lawyers and they see a reasonable and

          8    non-discriminatory, every alarm bell in

          9    their little, tiny brains goes off.

         10               And that's why you have open source

         11    because open source is the ultimate response

         12    to this dilemma on the part of developers and

         13    software which is, no, IPR doesn't count.  It's

         14    we have to develop for the good of humanity.

         15    That's a very extreme position and I don't

         16    espouse that, by the way.

         17               GAIL LEVINE:  Let me assure you that

         18    those licensing issues are going to be the topic

         19    of the entire afternoon's discussion.  If you

         20    want to respond to that --

         21               AMY MARASCO:  Well, just very quickly

         22    I would say that again you're balancing so many
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          1    different interests here.  You're balancing the

          2    rights of and interests of people who want to

          3    compete in manufacturing products that meet the

          4    standards, balancing the rights of consumers and

          5    what's going to be good for them is this

          6    technology and the standard going to be a good

          7    solution, and the rights of the IP holders.

          8               And I think that it's important to

          9    realize that they do have rights under the patent

         10    laws and that whenever groups seem to look like

         11    they are trying to take those away without the IP

         12    holder's consent, you know, there's a need to

         13    look at that closely and the fact that they do --

         14    they put in the money for research and

         15    development, and they are entitled to get

         16    something for the sharing of their technology.

         17               But that may in turn benefit all of us

         18    because then it will become standardized in a

         19    product.  That's not always the right solution.

         20    But when it is the right solution, I don't think

         21    we have to every time we see RAND say, oh, my

         22    goodness, this is going to be a terrible problem.
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          1    Again it's a very case-by-case analysis.  Thank

          2    you.

          3               GAIL LEVINE:  I think -- let's see if

          4    we can spend the next sort of ten minutes before

          5    we take our 11:00 break dealing with one last

          6    disclosure issue question.  And that is the

          7    question of legal redress and legal remedies.

          8               To the extent that a failure to

          9    disclose ever poses or does pose an antitrust

         10    question, are there effective means for those

         11    anticompetitive consequences to be addressed?

         12               Are those means to be found within the

         13    antitrust laws?  Are there non-antitrust remedies

         14    that can do the job?  And what does it mean when

         15    the state is getting involved in those standard

         16    setting organizations?  And how does that impact

         17    the remedies available?  Is there anybody who

         18    wants to jump in on that right away?  Mike?

         19               MICHAEL ANTALICS:  Sure.  Well, back

         20    when I was at the Commission we did the Dell case

         21    which I should say really was based largely on

         22    some principles arising out of the equitable
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          1    estoppel doctrine where we thought it was a good

          2    starting point for us because here you have

          3    courts sitting in equity saying this is not fair.

          4               So we thought we were on the right

          5    side if we based it on that.  But the equitable

          6    estoppel doctrine just requires some misleading

          7    conduct that's relied on, and then there's injury

          8    as a result of that.

          9               It doesn't even have to be intentional

         10    misleading acts, just a misleading act.  In our

         11    case, in the Dell case, we certainly had a

         12    misleading act because the association required

         13    the companies to certify whether or not they had

         14    an intellectual property.

         15               And Dell in fact certified twice

         16    that they did not.  We also had the fact that

         17    everybody then used the standard.  The standard

         18    became wildly successful back at the 486

         19    generation of computers, to date myself a

         20    little bit.

         21               And in fact I think it was people got

         22    locked into the standard just because it was a
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          1    standard as opposed to, you know, the value of

          2    the patent itself.  And then there was injury

          3    there.

          4               You know, Dell was demanding royalty

          5    payments which, as Carl said, these are

          6    incremental costs that -- you know, marginal

          7    costs that are going to get passed on through to

          8    the consumer ultimately.

          9               Somebody's going to pay for it.

         10    If everybody pays an extra dollar for their

         11    computer, you know, that's an enormous cost to

         12    the consumer ultimately.  So you do have

         13    certainly potential antitrust remedies.

         14               I think in our case we saw a market

         15    effect.  And I think in a monopolization case you

         16    would want to go into a market analysis and make

         17    sure that there is some market effect.

         18               But as far as individual companies are

         19    concerned, even absent the antitrust angle there

         20    is the doctrine of equitable estoppel that's

         21    available to companies if they are injured as a

         22    result of relying on another company's
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          1    misrepresentation in the standard setting

          2    process.

          3               And there are some cases as well that

          4    would extend that out so that the misleading

          5    conduct doesn't even have to be an affirmative

          6    misrepresentation.  If you have a knowing silence

          7    in order to mislead the standard setting body,

          8    that may also be sufficient under the equitable

          9    estoppel doctrine.

         10               Mark, I know -- although I haven't

         11    read all of your paper, I did see you -- you

         12    talked about quite a few various remedies that

         13    are available to people.  And maybe you can

         14    elaborate on some of them.

         15               MARK LEMLEY:  Well, yeah.  I take it

         16    that -- I would and I hope you would all start

         17    with as a first principle the idea that antitrust

         18    ought to be a remedy of last resort, that if this

         19    is in fact a problem that can be solved under

         20    doctrines of contract law or under doctrines of

         21    intellectual property law, or maybe even under,

         22    you know, common law torts like fraud, then
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          1    there's less need for certainly the agencies to

          2    intervene because private litigation can take

          3    care of the problem.

          4               I'm a little less sanguine about the

          5    effectiveness of some of those remedies.  There

          6    were at least questions.  In contract law I think

          7    the problem's pretty clear.

          8               There are remedies you would

          9    ordinarily get for breach of a non-disclosure

         10    contract which are not going to put the

         11    marketplace back in the position that it really

         12    should have been in had the information been

         13    properly disclosed.

         14               In the intellectual property context

         15    equitable estoppel is a much stronger doctrine.

         16    And to the extent that equitable estoppel will

         17    effectively constrain somebody from strategic

         18    non-disclosure by preventing them from enforcing

         19    their patent rights in that case, then it seems

         20    to me antitrust agencies ought to say, great,

         21    nothing we have to worry about here.  Right?

         22               Now, there are some limits on that.
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          1    Let me identify two in particular.  One is the

          2    extent to which these doctrines can be applied to

          3    non-members of the standard -- or by non-members

          4    of the standard setting organization.

          5               So the Court periodically talks about

          6    reliance interests.  And one of the things I have

          7    to demonstrate for this estoppel to work is that

          8    I relied on this statement or misleading silence.

          9               And it may be more difficult for a

         10    non-member of the organization to say that they

         11    relied on non-disclosure within the organization

         12    when in fact they may have not known about it.

         13    So they may not be able to effectively use the

         14    equitable estoppel defense.

         15               The other issue which is just an

         16    unresolved issue that intellectual property is

         17    going to have to deal with has to do with

         18    licensing so that if I commit to license on

         19    reasonable and non-discriminatory terms and then

         20    I don't, what's the remedy?

         21               One view would say, well, you've just

         22    breached my contract and so I can sue you for



                                                                 119

          1    patent infringement.  You might have a breach of

          2    contract action against me.  If that's right,

          3    then it's not -- you're not going to make the

          4    potential licensees whole.

          5               Alternatively you might say what I've

          6    done is impliedly licensed, right, that by

          7    signing on to this commitment I've impliedly

          8    licensed my IP.  And the difference is one of

          9    remedy.  Am going to get injunctive relief?  Am I

         10    going to get treble damages for willfulness and

         11    attorneys' fees and so forth?

         12               Or am I going to be able to sue

         13    for what I should get under a reasonable and

         14    non-discriminatory royalty in circumstances where

         15    we can't come to an agreement?

         16               So I guess, you know, what I would say

         17    ultimately is I think there are a number of other

         18    legal options, and antitrust ought to be a rule

         19    of last resort although it's not so clear when

         20    you walk through the doctrines that they're going

         21    to cover all the situations.

         22               ERNEST GELLHORN:  Building on the last
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          1    two comments, it seems to me one thing we also

          2    ought to note is that in the intellectual

          3    property area which is somewhat unique is speed

          4    and duration of any particular technology in

          5    contrast to other industries.  And antitrust

          6    moves slowly.  So as a consequence it's

          7    necessarily very confined.

          8               That seems to me to go back to our

          9    prior discussion in that there is a special role

         10    here for guidance by the agencies in terms of,

         11    one, factors that ought to be considered,

         12    openness, transparency that was suggested, and

         13    also factors that ought to be looked at with some

         14    great care because of risks that they create.

         15               Then the second area I would point

         16    to is that the antitrust rules here are somewhat

         17    different.  In contrast to most areas of

         18    antitrust, we have the Supreme Court

         19    acknowledging that a merits based decision

         20    is essentially immune.

         21               And also implicitly acknowledging and

         22    being able to determine whether it's merit based
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          1    is very difficult because there's essentially

          2    always going to be an argument I would say for

          3    the other side or maybe other two or three sides.

          4               So the focus of the Supreme Court in

          5    Allied Tube as Mark mentioned was process.  And

          6    yet that has not been an area that's been

          7    explored and I think ought to be explored and

          8    could be explored at least in terms again of how

          9    the process could be set so it's more difficult

         10    rather than easier to game.

         11               And then finally there is I think

         12    the misinterpretation of the Supreme Court's

         13    application of the Noerr doctrine to extend a

         14    causation break so that whenever government

         15    adopts a standard unless one can show independent

         16    harm from the action prior to the government's

         17    adoption of the standard that there is going to

         18    be either no antitrust liability or damages in

         19    terms of private relief.

         20               I think that goes way too broadly and

         21    as a consequence is an area that I would urge

         22    the Commission or the agency -- the Justice
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          1    Department to attack first by rule as a

          2    possibility or, second, by action.

          3               GAIL LEVINE:  Can we give you the last

          4    word before we take our 11:00 break?  And then

          5    we'll come back after that break to talk about

          6    challenges to selections of a standard.

          7               DENNIS YAO:  Since the last word is a

          8    question, that could be a problem.  I wanted to

          9    remark about -- we were focusing on the legal

         10    remedies.

         11               But one thing that we should also keep

         12    in mind is since we're trying to I guess deter

         13    this fraudulent behavior is what in some sense

         14    the reputation and business costs are for Dell or

         15    for some other company that engages in this

         16    behavior.

         17               They could be sufficiently large as to

         18    be the primary deterrent as opposed to whatever

         19    legal remedies we come up with.

         20               And so the question was really to

         21    throw it to the business people to ask them about

         22    the effect on Dell, for example, of this bad
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          1    publicity regarding their I guess alleged

          2    fraudulent use of the standard setting process.

          3               GAIL LEVINE:  Well, that's worth

          4    waiting for.  We'll indulge.  Any answers?

          5               CARL CARGILL:  Let's wait.  No.

          6    Don and I can talk.  I don't think -- Dell was

          7    shocked by it.  I think the largest shock was to

          8    the entire community because soon everyone in

          9    standards was talking about the FTC versus Dell.

         10    We didn't know what it meant, but we all knew

         11    that we should be concerned.

         12               So there was a behavior change brought

         13    about by that.  And we now tell all of our

         14    engineers that, you know, you've got this thing;

         15    you've got to disclose if you know about it, so

         16    don't learn about the IP we hold because that

         17    makes you dangerous.

         18               There's all sorts of interesting

         19    things there.  But as far as Dell being damaged

         20    in standards organizations, I don't really see

         21    it.  Because it was hit so hard, I mean it was

         22    smacked upside the head pretty well.  That's
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          1    an old marketing phrase that I slip into

          2    occasionally.

          3               Because they are under such restraint,

          4    people trust them.  It's when you get by with a

          5    game and no one catches you, that's when you

          6    start to see this kind of penalty applied.

          7    Someone brought up in the -- it was Stan Besen

          8    who said it's game theory.

          9               You fool people two or three times and

         10    the next time you go back to play with them they

         11    don't like you.  And that hurts more than the

         12    actual remedy.  Remedy, it's over and done with.

         13    They've been hit.

         14               People know and it's very clear that

         15    things have happened.  It's when you game the

         16    system and you hurt people several times in a

         17    row.  People start to mistrust you after that.

         18    And that's what you're looking for here.

         19               But again that's just among the

         20    standards people who play.  It's like, yeah, you

         21    got me last time; I'll remember that.  And the

         22    next time you may be allied with them and have to
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          1    support them no matter what.  So it's not really

          2    deep penalties.

          3               I mean we play too quickly, too fast.

          4    If you get legal remedies, everyone knows and

          5    that's done with that because you have to be

          6    clean after that.  Everybody knows that.

          7               GAIL LEVINE:  All right.  With that

          8    maybe we can take a break and meet back here at

          9    11:15.  Thanks.

         10               (Recess.)

         11               GAIL LEVINE:  This is probably a good

         12    time to get started again.  The good news is that

         13    we have our air conditioning back on again.  So

         14    it's going to get much more comfortable in here

         15    very soon.

         16               The penalty is we warned you before

         17    that we're going to have to ask people to speak a

         18    little bit louder than they did before, also to

         19    speak directly into their microphones.  I was the

         20    worst offender on this one.  But you all please

         21    do as I now am doing.  Grab the mike, take it to

         22    you, and really speak right into it.
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          1               The issue we're now going to talk

          2    about for the next 30 minutes or so will be the

          3    question of challenges to the selection of a

          4    standard in the standard setting organization.

          5               In a paper submitted for this

          6    workshop, Professor Gellhorn posed the argument

          7    that incumbents can use a standard setting

          8    organization to exclude newcomers and to block

          9    the innovation of rivals.  It's an area that

         10    others on our panel have written on before.

         11               And I wanted to use those thoughts as

         12    a springboard for our discussion today of whether

         13    this kind of conduct can indeed raise antitrust

         14    concerns, the efficiencies afforded when

         15    incumbents play key roles in standard setting

         16    organizations, and what if anything we should be

         17    doing about it.  Professor Gellhorn, do you want

         18    to start us off?

         19               ERNEST GELLHORN:  A couple of

         20    comments.  First, I guess in reaction to what

         21    we've already talked about I've learned a couple

         22    of astonishing things today.
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          1               The one that we ended the last session

          2    on that I really did love was that I can now tell

          3    clients that they ought to engage in antitrust

          4    violations because it's going to improve their

          5    reputation.  And I thought that was just great.

          6    And what's interesting of course is that market

          7    reality does affect things.

          8               There was a point that I hadn't

          9    thought about before.  But I do think in any case

         10    that Mike Antalics now can go sell himself to

         11    Dell as being their greatest beneficiary.

         12               The second thing is -- and this goes

         13    back to Mark's paper, and by the time I'm done

         14    I'll have probably disagreed with everybody.

         15    And that is we start out I thought from the

         16    presumption that when competitors get into the

         17    same room together as Adam Smith said, little

         18    good can come out of it.

         19               And what we're suggesting here at

         20    least -- I've been listening to the legal rules

         21    coming out as no, no.  Presumptively what

         22    standard setting associations do by bringing



                                                                 128

          1    competitors together and getting them to focus on

          2    merits is a good thing.

          3               Well, I agree that theoretically a

          4    standard setting session can be a good thing.  It

          5    can improve the efficiency.  But I don't think

          6    presumptively, depending on the process, that it

          7    will or is likely to.

          8               Now, this is an area where in contrast

          9    to usual antitrust cases we don't look at

         10    results, basically the Supreme Court said, unless

         11    you've got egregious conduct, because Courts and

         12    agencies really are not in a position to evaluate

         13    whether or not it was a good or a bad standard.

         14               Whereas as lawyers we're always

         15    comfortable with evaluating process.  And as

         16    basically an administrative law lawyer I'm

         17    confident that we can give you great guidance.

         18    Actually there's a little skepticism on that.

         19               But I do think here that the critical

         20    thing to do is to look at the process, and is the

         21    process one whereby -- and I think the rules

         22    ought to be fairly simple.
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          1               Those who participate who have an

          2    interest in what's being done can either control

          3    the agenda, a point I noted earlier which is very

          4    powerful, or determine or influence the outcome.

          5               And that one of the areas we haven't

          6    talked about that ought to be a focus of a

          7    standards guideline is a conflict of interest

          8    policy that is utilized by the standard setting

          9    organization because once you get into signing

         10    that I have no conflict of interest, people start

         11    to worry and think about it.

         12               The other two points I would make is

         13    that there are I think backward antitrust rules

         14    that we have developed here, I think by Circuit

         15    Courts, not the Supreme Court.  And the first is

         16    the Joor Manufacturing case, Sessions Tank Liners

         17    versus Joor Manufacturing cited in my paper in

         18    the Ninth Circuit.

         19               I'm confident and comfortable speaking

         20    about the case simply because the author of the

         21    opinion was a coauthor with me on an article many

         22    years ago.  And so this dispute between us
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          1    started many years ago.

          2               And that is basically what Judge Canby

          3    for the Ninth Circuit said was that where the

          4    standard is being applied by government we can't

          5    deconstruct what is the cause of the harm.

          6               And as a consequence even if the

          7    standard were put together in that case by

          8    relatively egregious conduct or by what otherwise

          9    looks to be cover agreement or self-interests

         10    joining with each other, you can't find liability

         11    or certainly no damages because of the fact that

         12    it was government conduct which caused the injury

         13    through the adoption of a code or enforcement or

         14    application of it.

         15               And therefore Noerr Pennington comes

         16    into play.  I would urge a different rule.

         17    And that is that Noerr Pennington be read as

         18    applicable to the petitioning process when a

         19    standard setting organization asks for government

         20    approval.

         21               But if the liability -- or excuse me.

         22    If the conduct which is harmful is caused by the
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          1    misuse of the process, then liability ought to be

          2    possibly attached.

          3               Now, that goes back to my initial

          4    point, and that is some skepticism about the

          5    desirability of all the standards we have

          6    created.  My basic concern is the advantage of

          7    incumbency.

          8               And that's why perhaps in the

          9    intellectual property area where things move so

         10    swiftly it is less of a concern.  But I'm not yet

         11    persuaded.

         12               DENNIS YAO:  I'd like to follow up a

         13    little bit those comments by Professor Gellhorn

         14    concerning agenda setting.  It's very clear in

         15    the political economy literature that decision

         16    making processes are easy to manipulate.

         17               And we've seen that in -- it's been

         18    shown in experiments.  It's been shown through

         19    various case histories and other such things.

         20               I think in this particular case it

         21    might be even worse because there is a desire to

         22    increase -- because speed and quickness of
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          1    getting the standard is of the essence, the

          2    decision process may in fact get a little more

          3    truncated than usual.

          4               If that's true, then perhaps the range

          5    for agenda setting increases.  And so I think

          6    that's something that we should be very concerned

          7    about.  Now, there was -- a lot of this depends

          8    upon thinking about the participants as being in

          9    self-interest mode.

         10               Now, one could argue that a lot of the

         11    participants are not fully in self-interest mode,

         12    and that would change the nature of the decision

         13    making process.  And I don't know what way to

         14    think about this.

         15               If we have engineers who are

         16    interested in the best technical outcomes as

         17    opposed to someone who is worried about the

         18    firm's best business interest, then maybe we'll

         19    get some different kinds of results.

         20               But that's an empirical question.

         21    There was some comment as well that if you're

         22    playing in a particular standard setting
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          1    organization that -- and someone's trying to pull

          2    a fast one on you, that you can somehow stop

          3    them.  And if that's true, that suggests that the

          4    process won't be manipulated quite as badly.

          5               But if you stop them, you end up with

          6    nothing.  So it slows everything down.  And I

          7    think that's a problem.  And if you stop them,

          8    maybe the way you stop them is by leaving and

          9    starting your own organization.

         10               And that creates a competition of

         11    standards which we should probably talk a little

         12    bit about.  I did want to mention one thing about

         13    smaller standard setting organizations.

         14               Again we've been talking about sort

         15    of the larger groups.  I can imagine again a

         16    coalition of firms banding together to try to

         17    push a particular standard.  And in that

         18    particular coalition democratic decision making

         19    processing and the like may be irrelevant.

         20               They may basically follow some central

         21    leader who has some hierarchical kind of decision

         22    making relationship.  They can do lots of trades
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          1    within the group that you wouldn't normally do in

          2    a normal standard setting organization.

          3               And perhaps one can think about these

          4    smaller organizations as the exit option for

          5    disgruntled coalitions of people playing in the

          6    bigger standard setting group.  And I would like

          7    I guess that people sort of think about that

          8    possibility as well as thinking about the big

          9    standards.

         10               GAIL LEVINE:  Thank you.

         11               AMY MARASCO:  First with regard to the

         12    consideration of having a conflict of interest

         13    policy for standard setting organizations or

         14    projects, I think it would be difficult to

         15    imagine a standard setting process where you

         16    didn't have people who were interested in the

         17    outcome being the ones to help formulate what is

         18    the successful solution.

         19               Those are very often the people who

         20    have the necessary expertise and the resources to

         21    go and to work on these standards because they do

         22    have an interest in this.
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          1               And I think that basically certainly

          2    the ANSI process encourages people who have an

          3    interest in the standards to participate in the

          4    standards development process.

          5               Under our process though we believe

          6    there are a lot of due process safeguards with

          7    how the standard is formulated and finalized.

          8    Basically we require a balance of interests.  And

          9    those interests are dependent on the nature of

         10    the standard.

         11               But certainly it's not just all

         12    competing manufacturers.  There are other

         13    interests at the table.  And a consensus has to

         14    be reached.  And then there are -- there's a

         15    public review period.

         16               And there's also an appeals process.

         17    So there are safeguards built into the process so

         18    that it's very difficult for someone to game the

         19    system without it being certainly noticed by

         20    everybody and an alarm can be raised and it can

         21    be brought to the proper attention.

         22               So under the ANSI process we find that
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          1    it's very difficult for the standard setting

          2    process to be gamed without the safeguards that

          3    are built in causing the issue to rise to the

          4    surface.

          5               Now, I know some people say, well, the

          6    ANSI process maybe sometimes isn't as fast as

          7    consortia so we cut down on some of the due

          8    process requirements in order to speed up the

          9    process.  And that can be true some of the time.

         10    But again it's not true all of the time.

         11               I think that really what drives the

         12    length of time that it takes a standard to be

         13    developed is not only the procedural requirements

         14    but also just the degree to which the standard is

         15    controversial or whether a consensus can be

         16    arrived on -- arrived at easily.

         17               Very often what builds time into the

         18    standard setting process is the fact that the

         19    group can't come to a consensus on what the

         20    outcome should be.

         21               CARL CARGILL:  Several points if I can

         22    bring it up now if it's safe.  With respect to
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          1    what Dennis said, the concept of the small

          2    organization as the ultimate refuge, that's open

          3    source.

          4               What you described was open source:

          5    a single individual or small cadre taking input

          6    from a large number of disaffected people to

          7    create a viable alternative to standards.  That's

          8    an open source methodology.

          9               And that's exactly what -- if you look

         10    at all of the open source activities from Samba

         11    to Linux, they have the guru who takes inputs

         12    from a vast community but makes the decision.

         13    It's -- so what you are looking at is a rejection

         14    of the formal process in exchange for speed and

         15    various other things.

         16               Agreeing with Amy, which happens, the

         17    benefit the consortia have is that consortia have

         18    marketing.  So they announce they are going to

         19    achieve a result and they may take the same

         20    amount of time, but at least they have announced

         21    up front there's a result so there's market

         22    expectation of result.
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          1               Secondly, consortia tend to be like

          2    minded people.  So, yes, by definition there is a

          3    conflict of interest in consortia based activity

          4    because we're there to get something done, to

          5    standardize something for the industry.

          6               And so a conflict of interest, yes,

          7    we would all have to sign it and say we're all

          8    conflicted.  But that's why we were there.  So

          9    consortia can act more quickly because everyone's

         10    there to accomplish the same thing generally.

         11               It's a self-selecting audience.  But

         12    rather than look at the input of the process,

         13    what I'd like to focus on just for a moment is

         14    the output of the process.

         15               If the standards focus is to provide

         16    competition in the market by letting multiple

         17    parties create it and use it, you don't much care

         18    how many people play when it's created as long as

         19    there are multiple people who can implement it on

         20    the outside.

         21               If one person creates a standard

         22    that's implemented by a thousand other people in
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          1    competition with one another, you succeeded.  If

          2    a thousand people make a standard implemented by

          3    one person, you failed.

          4               One has thorough, complete openness,

          5    and due process.  It's just it has failed as a

          6    standard.  So rather than look at the process,

          7    look at the outcome of the process because that's

          8    what's important for the industry.

          9               The process may be completely open,

         10    equitable, and ultimately unfair.  So what you're

         11    looking for is what does a process produce.  And

         12    from a business point of view that's what I'm

         13    interested in, is what do you get from the

         14    process.  Is the process fair so that multiple

         15    people can play?  Do you increase competition?

         16               ERNEST GELLHORN:  Well, I take an

         17    awful lot.  I accept that amendment.  Basically

         18    we're starting from different assumptions it

         19    seems to me.  When you're talking consortia, I

         20    assume you're talking generally in situations in

         21    which market power may not be present or is

         22    unlikely to be present.
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          1               If on the other hand market power is

          2    present, then it seems to me you have an inherent

          3    difficult antitrust question because you're

          4    having the competitors with market power getting

          5    together to set the standard.

          6               And you put I think or we ought to be

          7    putting on you a heavy burden to demonstrate that

          8    it is in fact merits based rather than a cartel

          9    of like minded groups getting together to be in a

         10    position to exclude outsiders.

         11               To the extent to which you adopt

         12    techniques such as open source I think you're

         13    absolutely right.  You reduce the risks and

         14    potential for abuse.  On the other hand, I guess

         15    I take a different position than Amy does in

         16    terms of the questions of conflict and balance of

         17    interest.

         18               I think the consensus process itself

         19    to the extent to which it gives interested

         20    parties a position to veto results either by

         21    supermajority requirements or, second, by the

         22    actual vote of the participants or, third, by the
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          1    ability to submit a negative and send the process

          2    back to start all over again, are all process

          3    points at which difficult issues can arise.

          4               I'm not going to say they are

          5    automatically bad.  That's not my point.  It is

          6    rather that's when you need to start being very

          7    careful.

          8               And why do I say that?  Because I

          9    start out from the assumption that the standard

         10    setting operation, whether it's consortia or a

         11    standard setting group, is potentially one that

         12    runs into conflict with antitrust.

         13               PETER GRINDLEY:  I'd like to say

         14    something about process as well as the rules of

         15    IP.  I'm glad that we're now talking about how

         16    the process that goes on in standard setting

         17    institutions can work with the IP policy and

         18    perhaps disadvantage some IP owners at the --

         19    for the benefit of others.

         20               The case I've got in mind is the ETSI

         21    case, and I don't want to go into too many great

         22    details about this.
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          1               But just to bring out some basic

          2    points about how -- two points; how the voting --

          3    essentially the voting rights can affect the

          4    intellectual policy -- intellectual property

          5    positions of the members, and how that either

          6    benefits one group to the disbenefit of another

          7    or can imply the effective exclusion of one party

          8    versus another.

          9               The case in point is essentially about

         10    Qualcomm that controlled the technology for basic

         11    CDMA mobile phone technology and whether it was

         12    able to have a voice in ETSI which was setting

         13    essentially the European standards for third

         14    generation mobile.

         15               Now, the voting rights -- and I should

         16    say that this is obviously a very important

         17    strategic -- of great strategic importance to

         18    all the participants whether it's uses or

         19    manufacturers, because the ETSI is -- I guess it

         20    can be described -- it is actually a consortium

         21    but it has some potential power to set standards

         22    throughout Europe if they're not de facto
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          1    adopted.

          2               So it was very effective with GSM, the

          3    original TDMA standard.  But there was a question

          4    about to what extent any mandatory power would be

          5    used with third generation.

          6               Now, the point about potential

          7    exclusion in the process is that the voting

          8    procedure at ETSI is based on share of European

          9    market.  So it obviously is biased or benefits

         10    the European incumbents or firms that are very

         11    involved in the European market.

         12               Votes are assigned according to market

         13    share.  If I can remember some of the details, it

         14    can apply -- subsidiaries can also be members

         15    depending on their market share and also have

         16    voting rights.

         17               So a company that's operating in

         18    Europe can pretty much -- or companies that are

         19    operating in Europe can pretty much dominate

         20    which standard is chosen or the voting in the

         21    individual committees.

         22               In addition I guess there's another
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          1    aspect to this and it gets -- as we get into it,

          2    it gets -- it seems to bring in so many points

          3    about process that it's -- I wish I had had time

          4    to put together a proper presentation on this.

          5               But it also affects the voting rights

          6    of users versus manufacturers.  The users, the

          7    national PTTs had block voting rights or had

          8    preassigned voting rights so that the combination

          9    of the national PTTs and the essentially European

         10    incumbents would dominate almost any vote

         11    procedure.

         12               This is not to say that they didn't

         13    have disagreements between themselves about which

         14    was the right standard.  Qualcomm is almost the

         15    exact opposite.  But it's obviously very

         16    interested in what's going on in the standards

         17    situation in Europe for something as important as

         18    third generation.

         19               But it has almost no sales in Europe.

         20    Of the literally hundreds of votes -- and I think

         21    it's maybe 400 votes.  Maybe I got that number

         22    wrong -- but that are totally involved in the
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          1    voting, Qualcomm had two.

          2               It has one vote just for being a

          3    member, no market share, so it has very little

          4    share.  The fact was that Qualcomm was unable to

          5    effectively influence the standard.  So that's

          6    the main story.

          7               An interesting corollary of that is

          8    if it takes part then the intellectual property

          9    rules of ETSI were such that it was obliged to

         10    license on reasonable terms.

         11               One interesting point about this

         12    is that the IP, the technology that Qualcomm

         13    controls is so basic to CDMA that it was

         14    effectively impossible to avoid this by

         15    definition of a standard.

         16               So although attempts were actually

         17    made to define a standard that didn't read on the

         18    Qualcomm patents, it turned out to be pretty much

         19    impossible.

         20               So Qualcomm is there in a situation or

         21    a situation can arise where a firm can either

         22    choose to not participate or if it does
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          1    participate it runs the risk that its very

          2    valuable IP, which may in fact not even be

          3    affected by which choice of standard, can be

          4    involved in an enforced licensing situation.

          5               Now, the alternative I guess facing

          6    Qualcomm is, well, why not just not participate?

          7    Why not go to one of the other standards groups

          8    that may be available?

          9               And we've talked about the fact that

         10    there are many standard setting organizations

         11    that are alternative and that if one doesn't

         12    fulfill the needs of a particular company then

         13    the market can speak and it can go to another

         14    group.

         15               Well, if the -- I think the proviso

         16    with that is that if the standards organization

         17    is so large that it effectively covers the bulk

         18    of the industry or it's so established, then

         19    there may not be anywhere else to go.

         20               So the only choice is to self-exclude.

         21    That was not very attractive in this case, the

         22    standard being so important to Qualcomm's future
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          1    and to the future of 3G standards worldwide that

          2    self-exclusion was not an option.

          3               So it then was forced to assert its

          4    patent rights and eventually conclude licensing

          5    agreements with other members, essentially with

          6    Ericsson.  So in a sense this is a cautionary

          7    tale, but it just pinpoints I think the way that

          8    process can be very important and the kind of

          9    problems that can lead to.

         10               MARK LEMLEY:  I agree with the process

         11    concerns and so on.  So I won't say anything

         12    about that.  I do disagree with the -- it seems

         13    to be with respect to the substance that where

         14    you start out depends on whether you think

         15    standardization is pro- or anticompetitive.

         16               Now, I take it that that is an

         17    industry specific and maybe even within industry

         18    specific determination.

         19               Certainly if somebody came -- if all

         20    of the people in the fashion industry came

         21    together and they said, you know, we have too

         22    much variation in fashion and we've really got to
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          1    standardize this, the agencies properly should

          2    look askance at that because they would say

          3    what's the substantive benefit of cooperation

          4    here, of having a single standard, relative to

          5    competition.  And the answer is it's not much.

          6               By contrast in the industries we have

          7    primarily been talking about, in the computer and

          8    the telecommunications, in the semiconductor

          9    industries, where most of these organizations

         10    seem to congregate, the value of standardization

         11    it seems to me is a lot greater, right, because

         12    of the value of interoperability as Carl

         13    mentioned earlier.

         14               And indeed in many of these

         15    circumstances because of network effects you will

         16    have standardization whether you choose to do it

         17    or not.

         18               And the only question is whether you

         19    have standardization within a group that allows

         20    different companies to compete to make products

         21    that embody the standard, or whether you have

         22    de facto standardization, right?
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          1               And the operating system market is an

          2    excellent example of that.  You don't have to --

          3    you don't have to create a standard setting

          4    organization.  But you should not assume in all

          5    of these industries that you will get competition

          6    as the alternative.

          7               So it seems to me that rather than a

          8    presumption standard setting organizations are

          9    always good, standard setting organizations are

         10    always bad, the real question is what's the

         11    economic value of standards itself and what's the

         12    likelihood that the industry would standardize

         13    with or without it.

         14               And I guess I start from the

         15    presumption that in most of the industries in

         16    which these standards are of concern some kind of

         17    standardization turns out to be important.

         18               DONALD DEUTSCH:  I want to elaborate

         19    on the discussion of de facto standard.  I think

         20    the reality is whatever organization creates a

         21    standard it's the marketplace that determines

         22    the success of the effort.
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          1               It is not uncommon for the marketplace

          2    to have spoken prior to the initiation of a

          3    standardization effort.  A technology -- in my

          4    field, computer software, a technology is

          5    embraced by the industry so that everyone is

          6    building the technology.

          7               The technology is defined by one

          8    player, let's say.  Now, the choice is do we want

          9    to include the player.  And I think Professor

         10    Gellhorn suggested that that could be

         11    anticompetitive in some ways.  And once again

         12    I disclaim any legal knowledge in this area.

         13               But I can tell you I know of a number

         14    of instances where there was a great deal of

         15    enthusiasm about establishing the standardization

         16    activity with the major player at the table

         17    because the other players then feel, okay, they

         18    created the initial specification; we would

         19    rather be at the table helping to create the next

         20    specification, the follow-on specification,

         21    rather than waiting for them to release their

         22    product and I have to hurry up and revise mine
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          1    because there's a de facto standard in the

          2    marketplace.

          3               So in many cases it is very

          4    procompetitive to get that dominant player to

          5    the table because what it does is it allows the

          6    industry to chart the future direction of the

          7    technology rather than a single player to chart

          8    that direction and the rest of the industry

          9    trying to always catch up one step behind.

         10               MICHAEL ANTALICS:  Let me just make

         11    one observation.  I think -- I agree with that.

         12    I think the danger comes not so much in the

         13    standardization as agreements perhaps among

         14    participants as to who they will deal with down

         15    the road.

         16               That's where you could face the

         17    antitrust problems, if there was an agreement

         18    only to cross-license each other, for example, or

         19    to deal with each other in some fashion.  That's

         20    where the real danger comes, there as opposed to

         21    the standardization itself.

         22               GAIL LEVINE:  Mike, is that a very
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          1    common practice?  Do you see that very often,

          2    those kinds of agreements to only cross-license

          3    to each other?

          4               MICHAEL ANTALICS:  Well, if we did

          5    we would have more cases at the Federal Trade

          6    Commission probably.  No.  The danger comes when

          7    you have firms -- would come where you would have

          8    firms with some market power that could exclude,

          9    you know, kind of the next generation rival or

         10    somebody with some, you know, unique attributes

         11    where they can keep their little club.

         12               That's where you would run into a

         13    problem.  No.  I don't think it's real common, to

         14    answer your question.

         15               DENNIS YAO:  Another question:  Is it

         16    natural to think of the participants within a

         17    standard setting organization to be in various

         18    cliques or groups depending upon their business

         19    relationships outside of the organization?

         20               And if so, how does that affect the

         21    process and the kinds of deals that can be worked

         22    out that can make a particular standard emerge?
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          1               CARL CARGILL:  The question is are

          2    there cliques.  Of course there are because we

          3    clique by basis of location, industry background,

          4    education.  You always have the hallway

          5    conversations.

          6               However, since, oh, say, I think it

          7    was the Allied Tube case, the people who --

          8    such as myself who managed the standards

          9    infrastructure have made it very clear that

         10    people who go to these meetings do not engage

         11    in anticompetitive behavior.

         12               And we give our people instructions on

         13    how to avoid those situations.  If people start

         14    to talk about price, you announce you are

         15    leaving.  You ask for it to be minuted.  You

         16    knock something over so everyone notices, and

         17    then you leave.

         18               I mean the rule is you just don't

         19    leave quietly.  You leave so everybody knows you

         20    have left so you are clear on this.  We are very,

         21    very clear.  Dell had another effect on it.  It

         22    brought it back.
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          1               It's made it into a discipline.

          2    There is a possibility always of the Adam Smith

          3    competitors getting together to do evil.  It's

          4    very hard to find that because most of the people

          5    are gun shy.

          6               Remember, one of the great lines is,

          7    well, don't worry about it; you're civilly and

          8    criminally liable personally.  And an engineer

          9    with a lot of stock options is really careful

         10    about that.

         11               And so they go to talk technology.

         12    And when it's other than technology, it's about

         13    family, friends, other things.  It's not about

         14    their company's business.  That's very, very

         15    rarely do you get them talking about business.

         16               DENNIS YAO:  I guess in response to

         17    that, I didn't mean that they would get together

         18    and talk about anticompetitive things.

         19               I was thinking that since you have

         20    various relationships with other firms, you have

         21    strategic alliances with them, that in those

         22    strategic alliance discussions possibly outside
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          1    of the standard setting venue there would be

          2    discussions.

          3               Gee, you know, this standard is sort

          4    of better for us because we're trying to develop

          5    this particular thing jointly.  So let's support

          6    this, and also other people who are connected to

          7    you, why don't you encourage them to support

          8    it to.  So I wasn't thinking that that by itself

          9    was anticompetitive or any sort of problem.

         10               But it's a natural -- it's a context

         11    for thinking about the process of the standard

         12    setting, which is there is a standard setting

         13    thing going on, and then there are these groups

         14    talk together each other for other reasons for

         15    which the standards matter, something like this.

         16               DONALD DEUTSCH:  I'm prepared to

         17    respond to Professor Yao's question by saying

         18    it's even worse than you imagine.  But wait a

         19    second.

         20               The fact is if you walk into a

         21    standards meeting in the information technology

         22    industry, you walk into a standards meeting and
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          1    you look around the table at the 20, 25, 30

          2    people who are there, chances are you have a

          3    relationship with most if not all of them in

          4    some area.

          5               The term I believe which has been used

          6    is co-opetition.  We compete with these people.

          7    We compete with these people.  You know, very

          8    aggressively, but we also have cooperative

          9    arrangements with just about everything.

         10               And I think that's the reality of the

         11    IT industry.  So because it's even more pervasive

         12    than you might have thought, I think I do not

         13    believe that it is the anticompetitive kind of

         14    force that you might imagine, because, yeah, I've

         15    got all kinds of relationships with Sun, I have

         16    all kinds of relationships with IBM.

         17               We're on different sides of some

         18    issues.  We're on the same side with some issues.

         19    That's just the reality of business today.

         20               PANELIST:  There is also a distinction

         21    between getting together and having common

         22    interests to create a product that you both have
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          1    an interest in that's going to increase output

          2    and an agreement that's going to in some fashion

          3    keep others from having access to that standard.

          4               TOR WINSTON:  One thing we may want to

          5    turn to here, you mentioned cliques.  And I think

          6    that leads to our next topic that we'd like to

          7    discuss for the last remaining time here.  And

          8    that is the issue of exclusion.

          9               And I know that, Don, you said that

         10    you prefer to deal in organizations where there's

         11    a pretty inclusive environment.  That might

         12    contrast with some of the consortia that you deal

         13    in, Carl.

         14               And I was wondering if we could just

         15    sort of explore some of the issues that exclusion

         16    might present to the antitrust authority.

         17    Whoever?

         18               DONALD DEUTSCH:  First of all, I

         19    stated earlier that Oracle vastly prefers and

         20    believes that the best situation is a forum where

         21    all stake holders are welcome at the table.  That

         22    doesn't mean they have to be at the table.  But
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          1    they should be welcome at the table.

          2               Are there situations where the

          3    exclusion of a stake holder might be justified?

          4    I would expect -- in general I would say that

          5    would be truly unfortunate, because I think --

          6    for a couple of reasons.

          7               One is if the stake holder is excluded

          8    I think there may be some legal issues.  And

          9    again I'm not able to speak on those, okay, but

         10    it would cause me some concern, and I would have

         11    to turn to legal counsel.

         12               But the second is I think there's a

         13    much higher probability that the standard is not

         14    going to be successful if a major stake holder is

         15    not there.

         16               But that doesn't mean that there

         17    aren't some hopefully very rare situations where

         18    maybe someone should be excluded.  And the one

         19    situation that I can think of would be a case

         20    where a participant is -- comes to the table

         21    solely for the purpose of obstructing the

         22    activity.
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          1               I don't think such a decision can

          2    be made lightly.  But I can imagine future

          3    situations, and I have observed situations in the

          4    past where the participation of a certain party

          5    was clearly an obstructionist intent.

          6               And in that case you better have

          7    some mechanism, a very high bar, but some

          8    mechanism to get on with the job.  Now, I guess

          9    this is another case where I probably disagree

         10    with Carl, but that's probably because Carl

         11    hasn't really done any technical standards work

         12    for a long time.

         13               But that's why you have Robert's

         14    rules, okay, so he votes -- you know the

         15    obstructionist votes one way; everyone votes the

         16    other way; you get on with it.

         17               But, you know, whether that's

         18    exclusion or not or what the mechanism is, I

         19    don't know.  But that would be the one case that

         20    came to mind where such a situation might be

         21    justified.

         22               GAIL LEVINE:  I want to just ask you
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          1    one quick follow-up on about the idea of the need

          2    to exclude the firm who has come to the table

          3    just to sabotage the standard setting

          4    organization's activities.

          5               What kind of behavior is that kind

          6    of -- what kind of behavior amounts to sabotaging

          7    or attempting to sabotage the standard setting

          8    organization's work?

          9               DONALD DEUTSCH:  That's really hard

         10    to answer, and it's probably very situation

         11    specific.  So, you know, I'm not even sure that I

         12    could make any kind of general statement.  I'm

         13    not talking about the case of someone who comes

         14    to the table and tries to kill your standard with

         15    technical kindness.

         16               And we see this all the time.  You

         17    know, we found a problem.  We fixed the problem.

         18    We found another problem.  At some point you have

         19    process in place that says, okay, enough is

         20    enough; let's go with it.

         21               I'm really talking about something

         22    that's much more egregious than that.  And it has
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          1    to do with the actions of the individuals that

          2    are at a table.  It may have to do with legal

          3    actions that are taken.  But I'm talking about a

          4    pretty high bar.  And I'm afraid I don't have

          5    much more specific to say.

          6               GAIL LEVINE:  Carl first and then

          7    let's get back to Mark.

          8               CARL CARGILL:  Because I do deal

          9    with the administrative things because that's --

         10    unlike Don I don't go to technical committees.

         11               The administrative committees, you see

         12    a person who will request recapitulation of the

         13    previous meeting.  In other words, in the

         14    previous meeting we had this, but I'd like to

         15    reopen that question.

         16               And the phrase reopen the question

         17    is repeated ten, twelve, fourteen times in each

         18    meeting because many times the process doesn't

         19    allow you to close it down.  It's like, no, we've

         20    killed that snake; move on to the next one.

         21               But you can't because you're trying to

         22    be open.  And I'm new so I'd like to reopen this
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          1    question and can we discuss it again.  And how

          2    about this?  Can we vote on that?  And you have

          3    this constant series of small, little questions

          4    or, wait, is this really within the scope of this

          5    organization.

          6               So you get questions like that.  And

          7    it's a tremendously effective blocking -- unless

          8    the committee will finally say, look, we've

          9    killed that.  We're getting on with it.  What's

         10    the next one?  No.  That's silly.  You know why

         11    you are doing it.  Just let it go.

         12               And the process protects in many

         13    cases.  It gives the chairman or the chairperson

         14    the right to say you're disruptive.  That's where

         15    the process is really effective in the

         16    administrative committee.

         17               So the process there -- and I agree

         18    with Amy.  The process does protect on that end.

         19    That's where the process has its fundamental

         20    value of maintaining an order.

         21               So yeah, there are ways to do it.

         22    It's not that difficult.  It's what you do with
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          1    any meeting you don't want to have go forward.

          2    You can block it by kindly death.

          3               MARK LEMLEY:  Well, I want to make

          4    sure we bring this back to the issue of antitrust

          5    salience, right?  I mean there are lots of ways

          6    that people can do things which are pesky and

          7    annoying and maybe even technologically

          8    unfortunate that are not antitrust violations.

          9               And so it seems to me that we're

         10    really talking -- when Ernie Gellhorn is talking

         11    about process concerns, they are of a somewhat

         12    different order.  They are of ways to use the

         13    standard setting process to capture a market that

         14    it could not otherwise capture.

         15               So the only set of circumstances in

         16    which it seems to me we ought to be concerned

         17    particularly as an antitrust matter about

         18    obstruction are where they fit into that

         19    category.

         20               Now, ironically enough where the --

         21    where the concern of abuse or takeover is an

         22    intellectual property hold-up concern, then it
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          1    seems to me with respect to most standard setting

          2    groups, those that require some form of licensing

          3    either on RAND or on royalty free terms, you are

          4    much better off having the person suspected of

          5    holding up the process in the organization and

          6    therefore bound to the licensing terms than you

          7    are to have them outside.

          8               And so the real threat to the

          9    standardization process from somebody who wants

         10    to engage in hold-up are the people you're not

         11    going to see in the organization because they are

         12    going to stay outside and bring their patents to

         13    bear only after the standard is adopted.

         14               And I don't know that there's much a

         15    standard setting organization can do about that

         16    problem.  And I'm not sure frankly there's much

         17    antitrust can do about that problem.  That may be

         18    a problem we have to solve with somewhat more

         19    rational rules respecting intellectual property

         20    and its use.

         21               GAIL LEVINE:  I know you've been

         22    trying to talk and the air conditioning has kept
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          1    blowing your card down.

          2               DAVID TEECE:  Just briefly, I think

          3    when you ask the question about exclusion or

          4    openness you have to -- and I think Mark Lemley

          5    is framing it this way too -- ask from what

          6    perspective.

          7               I think there are issues from the

          8    point of view of how you manage or organize a

          9    standard setting organization.  In many cases

         10    things can proceed more quickly and quality

         11    standards can get put in place more quickly if in

         12    fact you do exclude certain parties.

         13               In some instances it may be the other

         14    way around.  The question though for this group

         15    is is there antitrust -- is there a role for

         16    antitrust here.  And I really have to scratch my

         17    head hard to find a role for antitrust.

         18               I mean I think that standards

         19    organizations need to think these issues through

         20    from the perspective of how can I get good

         21    quality standards in place in the marketplace

         22    quickly.  And that is tricky.
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          1               But, you know, layering antitrust on

          2    top of this, there aren't clear answers I think

          3    from an antitrust point of view.  And therefore

          4    if you lay it on you create additional

          5    uncertainties which in fact come back to bite you

          6    in the sense that it slow it is standard setting

          7    process, adds cost, and delays competition.

          8               RICHARD RAPP:  I guess I'm puzzled.

          9    And the reason that I'm puzzled by what David and

         10    Mark have to say is that I have this kind of

         11    informal mental antitrust danger index.

         12               And contrasting the first part of the

         13    morning's discussion about disclosure and so

         14    forth with the second part, I say to myself that

         15    the morning was all about single firm behavior

         16    and fundamentally opportunism.

         17               And there has been a very healthy

         18    debate among antitrust economists and lawyers

         19    about whether opportunism is really an antitrust

         20    issue.

         21               And now talking about exclusion in

         22    its various forms after the break we seem to be
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          1    talking about multifirm behavior, excluding

          2    individuals from standard setting committees,

          3    excluding participants from the standard setting

          4    process, collusive underpayment, all of which are

          5    variations on this theme.

          6               And I'm saying to myself that's where

          7    antitrust belongs.  That's where thinking about

          8    it in terms of enforcement policy we want to have

          9    scrutiny, not interference, but scrutiny rather

         10    than in the earlier set of circumstances we

         11    discussed by and large single firm issues.  So

         12    I think I'm in disagreement.

         13               GAIL LEVINE:  Carl?  Oh, excuse me.

         14    Do you have something that responds directly to

         15    that?  Okay.  Go ahead.

         16               DAVID TEECE:  Obviously whenever

         17    there are multiple parties you have to always be

         18    vigilant.  And I suppose the scrutiny issue I

         19    would agree with in some loose sense.

         20               But should you have regulation and

         21    specific rules?  I think that's what the issue

         22    is.  And it's hard for me to think of a specific
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          1    rule that is unequivocally going to advance

          2    competition rather than slow it down.  If you

          3    can think of one, let's discuss it.

          4               GAIL LEVINE:  I wanted to return for a

          5    moment to a point that, Don, you raised early on

          6    in this conversation about the need to have all

          7    the relevant stake holders at the table when a

          8    conversation about standard setting begins.

          9               What's the universe of relevant stake

         10    holders?  Who are the stake holders when a given

         11    standard is going to be discussed?

         12               DONALD DEUTSCH:  First of all, let me

         13    qualify what I said.  And that is, the stake

         14    holders should have the opportunity to be at the

         15    table.  They may choose not to come to the table.

         16    That should be their choice.

         17               Second of all, I think in a lot of

         18    cases that is a self-determined thing, that

         19    someone decides I have an interest in this.

         20    Frankly a statement was made this morning about

         21    how the standards fora were user dominated.  And

         22    that's inconsistent with my experience in the
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          1    technology standards area.

          2               But it may be true on other parts of

          3    this elephant.  So if you define the entire array

          4    of stake holders from producers of the technology

          5    to users of the technology -- and there's

          6    different classes of users in the case of

          7    information technology.

          8               We may define a standard in our core

          9    product area that is an interface that's used by

         10    people who produce products that run on top of

         11    our products.

         12               And they have end users, okay,

         13    customers.  Frankly in the United States the user

         14    participation in the voluntary standards activity

         15    is less robust than one of the speakers thought

         16    it was.  And I think the reason is their stake is

         17    smaller and there's a cost of participation.

         18    There's a cost of going to the meetings.

         19               There is a cost of reading the

         20    documents and preparing to say something

         21    intelligent about what's going on.  And so, you

         22    know, my answer goes back to it's a self-defined
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          1    level of interest.

          2               And all I look for is a forum that

          3    allows everyone who determines they have some

          4    interest to come to the table.  And that would be

          5    rules that allow that.  That would also be a

          6    publicly visible activity so that they know

          7    there's a table to come to.

          8               TOR WINSTON:  So one thing that I

          9    thought might be good to discuss a little farther

         10    is the issue of that we're not dealing with

         11    standard setting in a vacuum here.  Firms have

         12    lots of opportunities to seek standards in other

         13    fora rather than just standard setting

         14    organizations.

         15               I was wondering if we could sort of

         16    revisit some of these issues in terms of the

         17    disclosure issues or the procedural issues and

         18    talk about how those issues affect a firm's

         19    willingness to participate and to come to the

         20    table and agree in a standard setting

         21    organization, rather than sort of taking that

         22    activity elsewhere, and also then how might
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          1    scrutiny or guidance from authorities affect how

          2    those decisions are made.

          3               MARK LEMLEY:  I'm not sure if this is

          4    particularly responsive, but I'll give you one

          5    specific example.

          6               There are standard setting

          7    organization out there which not only

          8    don't determine what a reasonable and

          9    non-discriminatory license might be as a group

         10    matter, but aggressively discourage people from

         11    having any discussion whatsoever about what a

         12    license price might be.

         13               And as far as I can tell the reason

         14    they do this is because they are concerned that

         15    if they sit down in a room and discuss price,

         16    right, here the license price, they will be

         17    subject to antitrust scrutiny.

         18               Now, it seem to me there are some

         19    pretty good reasons to want to encourage people

         20    to have some idea of what price they are going to

         21    pay before they adopt a standard.

         22               And so the -- one implication of at
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          1    least an antitrust fear, whether or not it is a

          2    justified fear, is that it discourages people

          3    from actually gathering the information they need

          4    to have to decide whether or not a particular

          5    standard is cost effective.

          6               AMY MARASCO:  I would just say that in

          7    response to that you have on behalf of some of

          8    the standards developing organizations out there

          9    both legal fears and then practical implications.

         10               I think the legal fears that you get

         11    from some of them are what you described, the

         12    concern that there may be an antitrust problem or

         13    a contributory patent infringement problem.

         14               There is a case pending right now in

         15    the District of Connecticut where a standard

         16    setting body tried to step in more and ascertain

         17    what were essential patents; could they be worked

         18    around; what would the terms and conditions be,

         19    and is now a defendant in a lawsuit up there.

         20               So that does not encourage

         21    standards developers to want to undertake that

         22    responsibility.
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          1               I would also say as a practical matter

          2    the people that are attending most of these

          3    standard setting activities are technical

          4    experts, and they are the right people to be

          5    there to help determine what is the right

          6    technical solution to the standards issue.

          7               However, I would say that most of them

          8    do not have legal or business backgrounds.  So

          9    for them to be in a position where they would be

         10    debating terms and conditions may not be just as

         11    a practical matter truly feasible.

         12               I think that -- I don't know that

         13    there are really any standard setting bodies that

         14    would say there is a problem with a patent holder

         15    disclosing if they want to what their proposed

         16    terms and conditions may be.

         17               It's just that I believe that some

         18    standards developers do not want to be a forum

         19    for any negotiation or further discussion of

         20    those terms and conditions.

         21               DENNIS YAO:  I wanted to remark about

         22    patents versus trade secrets in this regard.  So
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          1    if you've got a patent it's easy to talk about

          2    perhaps in a foreign setting -- in a standard

          3    setting forum.

          4               If you have a trade secret it may be

          5    a lot harder to talk about.  You don't have the

          6    natural protection.  And so you may not be

          7    willing to talk about it.  Now, consider a

          8    situation in which you're forced to disclose

          9    patents and license them according to the rules.

         10               Would that cause one as a firm to

         11    possibly change the mix of things that you would

         12    choose to patent versus keep secret?  And would

         13    that create a problem?  This is sort of a general

         14    question to the practitioners.

         15               I wouldn't -- if you're thinking about

         16    patents that occurred before the standard was

         17    really being thought about, of course it wouldn't

         18    have any effect.  This would really affect

         19    ongoing efforts at the firms during the time in

         20    which the standard was being considered.

         21    Comments?

         22               GAIL LEVINE:  Carl, did you want to
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          1    respond to that?  I know you've been --

          2               CARL CARGILL:  One of the -- you bring

          3    up one of the core questions we have which is

          4    when do you want to disclose; how much do you

          5    trust what -- I mean.  You're looking for a level

          6    of trust and a level of need.

          7               If you have -- it comes down to if you

          8    have a trade secret that's not patented and not

          9    protected.  If within the standards organization

         10    there is a move to standardize -- let's put it in

         11    a real case, the IETF, Internet Engineering Task

         12    Force.

         13               I have an engineer who goes, has a

         14    great idea.  There is a four-month window in

         15    which his idea or her idea is valuable.  Now the

         16    question becomes do you take it back, patent it,

         17    go through the patent process?  Or do you just

         18    say blurt it out and hope that good things

         19    happen?

         20               It's a dynamic tension.  There is --

         21    it's very hard to do a very clear rule.  You say

         22    trade secrets are more -- no.  Trade secrets are
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          1    blurted out all the time.

          2               If you go to the IETF the first thing

          3    you get is a statement:  Know well that anything

          4    you say here is open; anything you say within the

          5    this context is open.  So if you blurt something

          6    out, it's out.  If it's a trade secret, you may

          7    have lost it.  So that's one of the questions.

          8               There's no easy solution to it because

          9    again it's intellectual property that has an

         10    ascribed value.  If it's a really neat thing that

         11    only works in a network and you patent it and

         12    keep it to yourself, you have a really neat

         13    stupid thing because it's got no utility

         14    whatsoever.

         15               So in many cases standards gain

         16    utility from being exposed or technology gains

         17    utility from being exposed.  And again that goes

         18    back to what -- the purpose of this is to grow

         19    the market, ultimately grow the market, grow

         20    market size.

         21               It's not to sit on the biggest pile of

         22    IPR, but to sit on the biggest market as a player



                                                                 177

          1    in the biggest market.  And that's what you're

          2    looking for with all standards.  It's we all work

          3    together so we can go to the market.

          4               It's not a bigger piece of a small

          5    pie.  It's a same size piece of a huge pie which

          6    is pretty cool.  So that's a lot of what we're

          7    looking at.  There was an earlier question I'd

          8    like to address very quickly on the idea of large

          9    firms getting together, all the stake holders

         10    getting together monopolizing.

         11               One of the most successful attempts at

         12    that was open systems interconnect.  It was not

         13    an attempt at it.  Open systems interconnect was

         14    an attempt by I'd say the ten largest computer

         15    vendors to put together a style of computing that

         16    was for interconnecting computers to transfer

         17    data.

         18               I was at DEC at the time DEC, IBM,

         19    Hewlett-Packard and a whole bunch of us spent --

         20    I have estimated it at $4 billion.  Mike Spring

         21    at Pittsburgh has estimated half a billion.  So

         22    we have some variances in how much we spent on
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          1    just the standards.

          2               The reason you don't hear about OSI

          3    anymore is because, well, JTC won and ISO was

          4    doing OSI.  A little group called the Internet

          5    Engineering Task Force was doing something

          6    different.

          7               And all the little vendors who

          8    couldn't afford to compete in the big standards

          9    organizations because we couldn't go to all the

         10    places put out TCP/IP.

         11               That's why we have the internet, not

         12    the OSI-net, because the users said one is big

         13    and complicated.  It's 300 standards, twelve

         14    bazillion lines of code.  The market said, wow,

         15    internet works simple, just in time standards,

         16    cool.

         17               It's just because you have all the

         18    players, just because you have all the players at

         19    the table doesn't mean you are going to succeed.

         20    Sometimes it's a really stupid idea standard.

         21               But it shows that just because the big

         22    ones are there it doesn't mean you have success.
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          1    You have significant failures at times.  And that

          2    was an expensive, ugly one.

          3               GAIL LEVINE:  Don?

          4               DONALD DEUTSCH:  Yeah.  Gail, I'd like

          5    to go back to the question that I understood that

          6    you asked, and that is you wanted to go back and

          7    talk about disclosure and procedures.

          8               And not wanting to be redundant, I

          9    want to go back to the statement I made of the

         10    tension between the potential cost for those that

         11    are required to disclose versus the potential

         12    risk for those who have to come to the table.

         13               And I tried to characterize this as

         14    something which would cause individual standards

         15    fora to establish a level that is best for them

         16    to attract their community.  I'd like to sort of

         17    take that a next step and point out that there is

         18    a market so to speak of standards development

         19    organizations.

         20               If any of us think that W3C and open

         21    group and IETF and ANSI, ISO, IEC, ITU, and you

         22    name it, Oasis and I could go on and on and on



                                                                 180

          1    are not competing ECMA, okay, are not competing

          2    for standardization activity, we're extremely

          3    naive.  These are organizations that want to

          4    retain their position and grow and be sustained

          5    over time.

          6               And as such I believe that actually

          7    this whole area that we've been talking about all

          8    morning is an area whereby these organizations

          9    have an opportunity to become more attractive to

         10    their constituencies, because they are all trying

         11    to get us to come to the table with our next

         12    great idea.

         13               And if they somehow come up with the

         14    right mix of cost to the discloser and risk to

         15    the people at the table, we're going to go there

         16    instead of somewhere else.

         17               GAIL LEVINE:  Mark, you had your name

         18    tent up for a while.  And I don't know if the air

         19    blew it down or the moment passed.

         20               MARK LEMLEY:  No.

         21               GAIL LEVINE:  You're all right then?

         22               MARK LEMLEY:  Yes.
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          1               GAIL LEVINE:  All right.  Then, Don, I

          2    think I'll have given you the last word for our

          3    morning.  I want to thank this truly impressive

          4    array of panelists for a very enlightening and

          5    very informative morning for me and for Tor and

          6    for Bob at the PTO.  We really appreciate your

          7    efforts.  So thank you.

          8               (Applause.)

          9               GAIL LEVINE:  A few final housekeeping

         10    notes.  On security, to leave this building and

         11    get out to where you can get some lunch we have

         12    escorts in the back of the room who can walk you

         13    that way.  Please don't leave without an escort.

         14    We do need you to go with them.

         15               When you leave, take your name tags

         16    off and leave them at the front door.  It will

         17    help expedite you as you are trying to get back

         18    in.  And please come back at 2:00.

         19               Don't be surprised if at 2:00 you find

         20    this room occupied by 300 school children.  They

         21    will leave in time for us to begin our 2:00

         22    session.  There is going to be a photo op for the
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          1    school children from out of town with the

          2    Attorney General.  But you may need to bring a

          3    little bit of patience back with you after lunch.

          4    Thanks very much.

          5               (Lunch recess.)
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          1                   AFTERNOON SESSION

          2                                          (2:00 p.m.)

          3               CAROLYN GALBREATH:  Good afternoon.  I

          4    think we'll begin if people can take their seats.

          5    Good afternoon.  My name is Carolyn Galbreath.

          6    I'm an attorney with the Antitrust Division in

          7    its San Francisco office.

          8               I'd like to welcome you back to

          9    the afternoon session of the joint DOJ and FTC

         10    hearings on intellectual property and antitrust.

         11    This afternoon our session on standard setting

         12    practices will explore questions about licensing

         13    terms.

         14               And we will focus our discussion on

         15    those particular terms and how they may or may

         16    not have anticompetitive consequences.  I'd like

         17    to introduce my co-moderators here this

         18    afternoon.

         19               Tor Winston is an economist with the

         20    Antitrust Division.  And Gail Levine is deputy

         21    assistant general counsel for policy studies at

         22    the Federal Trade Commission.  I'm also joined
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          1    today by moderator Robert Bahr from the U.S.

          2    Patent and Trademark Office.

          3               I'd like to take a few moments and

          4    introduce our panel members to you.  We have a

          5    distinguished group that have come to join us

          6    today and to explore these issues.  And I'll

          7    introduce them in alphabetical order and then we

          8    will begin the afternoon session.

          9               Stanley Besen is vice president

         10    of Charles River Associates.  Dr. Besen

         11    is a consultant and an expert on

         12    telecommunications.  He is author of Economics

         13    of Telecommunications Standards, along with Garth

         14    Sloaner, and is an author of a considerable

         15    number of articles in this area.

         16               Daniel Gifford is the Robins,

         17    Kaplan, Miller & Ciresi Professor of Law at the

         18    University of Minnesota where for over 25 years

         19    he has taught antitrust law, unfair competition,

         20    and administrative law.  Thank you for being here

         21    this afternoon.

         22               Richard Holleman is a consultant in
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          1    industry standards and intellectual property.  He

          2    is a former director of standards for IBM, and

          3    he's been developing standards in technology for

          4    25 years.  He's also currently the treasurer of

          5    the IEEE Standards Association.

          6               Allen Lo is director of intellectual

          7    property for Juniper Networks where he's

          8    responsible for managing patent, trademark,

          9    copyright, and trade secret matters.

         10               Prior to joining Juniper Networks

         11    Mr. Lo served as a patent examiner at the

         12    U.S. PTO.  And he's taught at the Berkeley Center

         13    for Law and Technology in California.

         14               Mark Patterson is an associate

         15    professor of law at Fordham in New York where he

         16    teaches competition and information -- hosts

         17    competition and information seminars and teaches

         18    antitrust law.  He is a registered patent

         19    attorney and an electrical engineer.

         20               Scott Peterson is corporate counsel

         21    for intellectual property at Hewlett-Packard

         22    Company.  Mr. Peterson has practiced as an
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          1    intellectual property attorney for nearly 20

          2    years and focused on computer related

          3    technologies.

          4               Lauren Johnson Stiroh is a

          5    vice president at the National Economics Research

          6    Association.  Dr. Stiroh has conducted research

          7    on standard setting and has published articles on

          8    standard setting and market power with Richard

          9    Rapp.  Welcome.

         10               Daniel Swanson is a partner at Gibson,

         11    Dunn & Crutcher where he is co-chair of the

         12    firm's antitrust practice group.  He is vice

         13    chair of the international antitrust committee of

         14    the American Bar Association.

         15               Dan Weitzner holds research and

         16    teaching appointments at MIT and is the director

         17    of the World Wide Web Consortium's technology and

         18    society activities.  As such he is responsible

         19    for development of technology standards that

         20    enable the web.

         21               Andrew Updegrove is a founding partner

         22    of Lucash, Gesmer & Updegrove.  He has been
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          1    responsible for setting up more than 25 worldwide

          2    standard setting consortia.  So welcome to all of

          3    our panelists this afternoon, and thank you for

          4    joining us for what we hope will be an

          5    informative and spirited afternoon of discussion.

          6               Our focus will continue to be on those

          7    issues that may raise antitrust concerns in the

          8    area of licensing standards.  Do economic

          9    efficiencies result from constraints placed upon

         10    consideration of license terms or rates as a part

         11    of the standard setting process?

         12               Do practices used for licensing

         13    intellectual property that has been adopted as a

         14    standard create or promote the exercise of market

         15    power in ways that we might view as being

         16    anticompetitive?

         17               And do standard licensing activities

         18    involving intellectual property raise section 1

         19    concerns in certain contexts?  And if so, what

         20    are those concerns?

         21               As we begin today I think it's -- for

         22    those people who were not here this morning, it
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          1    might be good to recap.  Professor Lemley pointed

          2    out the lack of standardization in what standards

          3    organizations call themselves and how they are

          4    organized.

          5               And before we delve into the diversity

          6    of practices surrounding licensing of standards,

          7    it's probably good to seek some definitional

          8    clarity about the differences between standard

          9    setting organizations, standard developing

         10    organization, and consortia, and how they may

         11    each approach licensing matters in different

         12    ways.

         13               Are there a range of requirements that

         14    are used by all of them?  Or are there certain

         15    requirements that just some of these

         16    organizations seek to use?  To assist us we've

         17    asked Richard Holleman to give us an overview of

         18    standard setting organizations.

         19               And I'm going to turn after that to

         20    Andy Updegrove to talk about consortia, how they

         21    are organized, and particularly focus on their

         22    licensing terms and the way they seek to license
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          1    intellectual property involving standards.

          2    Richard?

          3               RICHARD HOLLEMAN:  Thank you, Carolyn.

          4    I appreciate your inviting me to be part of this

          5    panel.  Perhaps I should say that first of all

          6    I'm not a lawyer.  I'm not an economist.  I'm

          7    just a standards guy who has been involved in

          8    standards and patent related matters for many

          9    years through many organizations.

         10               And I see a lot of familiar faces

         11    here in the audience.  And I appreciate the

         12    opportunity for sharing some of my views and

         13    comments on the subject.

         14               I've been particularly active in IEEE

         15    and the Standards Association and the IEEE SA as

         16    we refer to it did file comments on the matter

         17    this morning.  So those will be part of the

         18    record as well.  I'm not here as the official

         19    IEEE representative, but I was involved in

         20    framing those comments.

         21               In relation to the question of the

         22    licensing arrangements, if you will, in the
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          1    various standards organizations, I hate to keep

          2    using the words that came up over and over again

          3    this morning which is, if you will, differences,

          4    variety, flexibility.

          5               I think perhaps some may view that in

          6    some ways as an attempt to deflect perhaps real

          7    issues and real matters.  But I would tell you

          8    that that's really not the case.  There is a huge

          9    variety.

         10               And while we can group perhaps some of

         11    the licensing arrangement under broad areas of

         12    RAND, reasonable and non-discriminatory terms and

         13    conditions, royalty free, or even perhaps a

         14    patent holder who indicates that they have no

         15    intention of asserting a particular right that

         16    they might have, that's even yet a third

         17    category.

         18               Once again there are considerable

         19    differences within those options.  This morning

         20    there was discussion about royalty free.  Even

         21    royalty free has some variations to it.  In some

         22    people's minds royalty free license means you
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          1    don't have to get a license.

          2               But yet there are certainly occasions

          3    where a royalty free license may be free of

          4    royalty, but a license is still needed because of

          5    other terms and conditions associated with that

          6    intellectual property.  And I think that's

          7    overlooked sometimes and we gloss over the term

          8    royalty free.

          9               So there is more value in these

         10    licenses that derives from disclosure of patents.

         11    There is more value than just the amount of money

         12    that may or may not be associated with a royalty.

         13    So I think that's an important point.

         14               To go beyond that I would say that

         15    another distinction that I think is important to

         16    understand is -- and this came up this morning to

         17    a certain extent.

         18               In this variety ranging from, if

         19    you will, the formal standards developing

         20    organizations and here in the U.S., let's say,

         21    operating under the ANSI umbrella, meaning the

         22    procedures for accredited standards bodies,
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          1    whether it be TIA or IEEE.

          2               And the list goes on and on.  From the

          3    range on the organizations that, if you will, use

          4    the ANSI procedures for patents and disclosure of

          5    patents all the way to what consortia or special

          6    interest groups may do in terms of their

          7    contractual arrangements with members, open

          8    a wide variety of licensing differences.

          9               And here again at the risk of

         10    repeating the importance of understanding

         11    diversity and differences, it does really play an

         12    important role because of the way it impacts the

         13    market.  And let me now just turn for a minute to

         14    how this is all integrated into the overall

         15    business process.

         16               Standard setting for the most part is

         17    just one piece of the bigger business process

         18    that goes on in industry and which ranges all the

         19    way from, let's say, a product determination,

         20    requirements determination, to the design, to

         21    marketing, to implementation, to delivery, and

         22    hopefully to a lot of sales.
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          1               Standards can play a role in that.

          2    And certainly licensing and licensing

          3    negotiations are a piece of that total business

          4    process.

          5               I guess what we hear and I certainly

          6    feel is a concern are the comments that have

          7    appeared as a result of the hearings that suggest

          8    that the standard setting piece of this become

          9    more embroiled -- and I use that word

         10    purposely -- embroiled in aspects that are beyond

         11    standard setting that are really in the licensing

         12    and licensing negotiation aspect of the business

         13    process.

         14               And finally because I'm sure we will

         15    have more time to comment on these, just to sort

         16    of set the stage, it is important to keep in mind

         17    that when a patent holder discloses the fact that

         18    there is, let's say, an essential patent that it

         19    appears may be required when the standard is

         20    published, based on the state of the standard

         21    when the disclosure is made, for the most part at

         22    this point the standards committees do not want
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          1    to have terms and conditions of licensing put

          2    before them in the committee.

          3               And I can speak for IEEE standards

          4    activities.  That is certainly the case.  And

          5    ANSI procedures do not call for that to be done.

          6               But again we should keep in mind that

          7    what happens once that disclosure is made, those

          8    who have an interest in the activity certainly

          9    can contact the patent holder outside of the

         10    committee to determine what terms and conditions

         11    might be available.  The patent holder can make

         12    these public.

         13               And if you go to the websites that are

         14    available, IEEE, ITU, and soon there will be an

         15    ANSI website I believe, typically there's a

         16    contact name there, a name and a number.  So

         17    individuals have the ability to call that patent

         18    holder, the company, the patent holder, and to

         19    inquire.

         20               If it turns out -- and this usually

         21    happens rather quickly when it happens -- that

         22    it's determined there is not a willingness to be
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          1    forthcoming here, that the patent holder doesn't

          2    appear to be willing to enter into negotiations

          3    and it's felt that this is being unfairly

          4    withheld, that works its way back in to the

          5    standards committee pretty quickly.

          6               And of course the committee has the

          7    option of perhaps seeking other approaches.  They

          8    have the option of sort of outside the meeting

          9    entering into some conversations to see what's

         10    going on.

         11               But the whole point is the technical

         12    people in the standards committee are the

         13    engineers and the technicians concerned and

         14    involved and qualified to develop the standard.

         15               And for the most part these days they

         16    do not involve themselves in activities in the

         17    business process outside of that except for the

         18    standards development.  So I think I will

         19    conclude with that.  I feel rather strongly that

         20    the issues that are before us today are issues

         21    that are not new to the standards community.

         22               They are certainly getting an airing
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          1    here, and awareness is being generated that

          2    probably there hasn't been before -- it's

          3    certainly not since maybe the late '70s on some

          4    other things -- which is good.  But they are not

          5    new issues to the standards developers.

          6               And I think that the processes and

          7    the procedures that are used along with the

          8    guidelines that exist, be they ANSI, be they IEEE

          9    and other standards developer guidelines that

         10    exist, provide a very efficient and effective

         11    foundation for the standards development process

         12    as it exists today.

         13               So I hope that gives you an idea of

         14    basically a little bit about how the process,

         15    let's say, would normally work for many standards

         16    developing organizations.  Thank you.

         17               CAROLYN GALBREATH:  Thank you very

         18    much.  Just a matter of housekeeping for the

         19    panelists; we're hoping to engage in a dialogue

         20    this afternoon and have follow-up questions to

         21    the extent that they occur to people.

         22               If you want to be recognized, just



                                                                 197

          1    please turn your name tent on its side, and we

          2    will recognize you and get those follow-up

          3    questions on the table.  Professor Gifford?

          4               DANIEL GIFFORD:  I was just wondering

          5    if you could clarify from your experience.  In

          6    your remarks at least as I -- your written

          7    remarks as I remember them, part of the scenario

          8    that is common is for the -- you say the patent

          9    owner to identify himself.

         10               And then the potential licensee might

         11    approach the patent owner and negotiate the terms

         12    of a possible license.  Now, how does that work

         13    out in terms of, say, a practice of reasonable

         14    and non-discriminatory license terms when the

         15    first potential licensee -- I know you say that

         16    non-discriminatory doesn't mean identical.

         17               But how does that in fact, you know,

         18    roughly play out?  The first potential licensee

         19    approaches the patent owner and gets an idea of

         20    their license terms.  Can the second potential

         21    licensee anticipate that the license terms will

         22    be pretty much the same if we're in one of those



                                                                 198

          1    RAND contexts?

          2               CAROLYN GALBREATH:  Before we go on,

          3    could I ask that we speak into the microphone?  I

          4    think we're having trouble hearing in the back.

          5    So you may want to just recap the question

          6    quickly, Richard, before you answer.

          7               RICHARD HOLLEMAN:  The question that

          8    was asked is when the first potential licensee

          9    approaches the patent holder and, let's say,

         10    is able to come up with reasonable terms and

         11    conditions and then a second or third subsequent

         12    licensee comes along.

         13               Will they get the same reasonable?

         14    I hope you're not attempting to ask me to define

         15    reasonable and non-discriminatory.

         16               CAROLYN GALBREATH:  I think we'll get

         17    there later this afternoon.

         18               RICHARD HOLLEMAN:  Right, but not now.

         19    Embedded in the question I think is an important

         20    point.  And that is that the system works on the

         21    basis that the licensor and the licensee as the

         22    two interested parties negotiate a license.
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          1               That license is not necessarily going

          2    to be the same from party to party to party.  The

          3    objective is that those licenses will still be

          4    within the context of being reasonable,

          5    reasonable terms and conditions.

          6               But you'll often hear the term

          7    reasonable sort of narrowly described to me as

          8    the same royalty rate.  And that may not be the

          9    case because of all the other values involved in

         10    the exchange between the licensee and the

         11    licensor.  Maybe it will be the same, okay?

         12    Maybe it won't.

         13               Sometimes a patent holder will say

         14    here's a flat rate.  And that's another variation

         15    on these licensing agreements for this patent,

         16    for this standard of flat rate.

         17               But I think it's important to

         18    understand there are other items in the licensing

         19    agreement of value:  exchange of other rights

         20    between each other, field of use whether narrow

         21    or broad, the term limits of the license.

         22               And it's important to keep that in
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          1    mind.  And we tend to narrow down RAND in terms

          2    of, well, that means royalty rates.  And there is

          3    a lot more to it than that.  Thank you.

          4               CAROLYN GALBREATH:  Thank you very

          5    much.  And I think we are going to spend some

          6    time really going through those distinctions in

          7    greater detail so we can revisit those later on

          8    this afternoon.

          9               I would like to turn though to Andy

         10    Updegrove and have him give us a few comments on

         11    how consortia may differ in the way that they

         12    approach licensing terms.

         13               ANDREW UPDEGROVE:  Let me give you my

         14    frame of reference first because it might be

         15    instructive in where I'm coming from.  I've

         16    worked with something like 45 consortia and

         17    helped form most of them.  And I almost never got

         18    a question about intellectual property rights

         19    until five or six years ago.

         20               As most of you probably know there was

         21    a consent decree entered into by Dell Computer

         22    with the FTC.  And at that point all of a sudden
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          1    everyone became energized to the fact that there

          2    was something going on here even they might not

          3    have necessarily understood it.

          4               Not too surprising because it was a

          5    very difficult to understand consent decree.

          6    But they knew that they had to start paying

          7    attention.  So since that day five or six years

          8    ago the number of questions that I've been

          9    receiving has gone up and up and up.

         10               And in the last couple of years I've

         11    helped put together IPR policies for quite a

         12    number of consortia.  Now, the thing that is

         13    probably most important for me to observe is that

         14    there is an enormous amount of confusion out

         15    there.

         16               You would think maybe after this long

         17    and particularly given the fact that the ANSI

         18    policies have been out there for something like

         19    20 years that there would be a reasonable amount

         20    of agreement on what an intellectual property

         21    policy should be for a standard setting body.

         22               In fact that is only true down to a



                                                                 202

          1    superficial level.  Almost all consortia would

          2    agree that don't bother contributing something

          3    unless you're willing to license any intellectual

          4    property rights.

          5               Almost all of them would agree that if

          6    you want to be part of the process that you have

          7    to disclose at some point whether or not you have

          8    IPR, intellectual property rights, that might be

          9    infringed by an implementation of the standard.

         10    But when you get beyond that the degree of

         11    agreement falls off remarkably.

         12               This is probably for a few principal

         13    reasons.  One is that most of the people who are

         14    charged by their companies with starting a

         15    consortia are not lawyers.  There is also very

         16    little continuity in the people who form

         17    consortia.

         18               Typically they will come out of

         19    the business unit.  It might be someone from

         20    marketing.  It might be someone from the

         21    technical side.

         22               And their acquaintance with
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          1    intellectual property policies may be slim to

          2    nil.  So what they bring into the room when they

          3    begin to discuss something like an intellectual

          4    property policy, if they discuss it at all, is

          5    whatever frame of reference they have outside of

          6    that setting.

          7               That frame of reference most

          8    principally is working within a proprietary

          9    company trying to maximize the value of your

         10    intellectual property rights and maximize your

         11    revenue by exploiting them.

         12               This I would submit is entirely the

         13    opposite of what standard setting is about.

         14    Standard setting is about gaining by giving away.

         15    What you are trying to give away is ownership of

         16    the standards that are produced by your

         17    consortium.

         18               The gain which you wish to achieve

         19    is that most obviously you can make prudent

         20    strategic decisions.  You know that you are

         21    betting or you hope you are betting your

         22    corporate future on VHS and not Betamax.
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          1               If there are two standards out there

          2    or ten standards, how do you know which one to

          3    pick?  Well, if the market leaders get together

          4    in a room and set a standard, that standard more

          5    likely than not will succeed and you can make a

          6    safe strategic decision.

          7               If you take that intellectual property

          8    and hold it to your breast and charge people for

          9    it and make it look like you are exercising

         10    control, those people that you want to have

         11    implement it will be rightly suspicious and they

         12    won't want to implement your standard.

         13               So a very difficult thing for people

         14    to grasp when they walk through the looking glass

         15    from selling proprietary products to setting

         16    non-proprietary standards is that everybody has

         17    changed.  You have to change the way your mind is

         18    thinking.

         19               No one gives you an orientation when

         20    you walk into that room to have that discussion.

         21    And in fact most people in the room don't get it.

         22    So the first problem you have is that people are
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          1    setting out on a process which is different than

          2    anything they do in the rest of their lives.

          3               The second problem is that the

          4    standard setting organizations and consortia in

          5    particular look very much like commercial joint

          6    ventures.  And I'm sure you are all familiar

          7    with them.

          8               It might be five or six companies who

          9    get together to bid on a government contract, or

         10    they might get together to come up with a common

         11    solution that they can then sell products.

         12               In that kind of a setting there are

         13    all types of behavior that make very good sense

         14    in that setting that are very destructive in a

         15    standard setting context.  The best one I can

         16    think of is mandatory cross-licensing.

         17               It is very typical in a joint venture

         18    to say that everyone in the joint venture will

         19    cross-license each other and if they go to a

         20    customer that they will demand a cross-license

         21    from their customer as well.  And why not?

         22    Everyone's motivated to create whatever the
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          1    joint venture was created to build.

          2               All the customers are motivated to buy

          3    it.  So everyone has a joint economic interest to

          4    protect the intellectual property rights in that

          5    deliverable so that they can sell it.  You don't

          6    want people suing for infringement.

          7               Contrast this with a consortium.  You

          8    typically have companies like HP, IBM, Oracle,

          9    big companies, small companies getting together

         10    and saying we want a market to evolve more

         11    quickly.  And there are always many examples:

         12    Wireless, smart cards, blue tooth type standards.

         13               People can't buy your products until

         14    there is enough confidence in the marketplace

         15    that that suite of products is going to be

         16    successful and become widely implemented.  It

         17    doesn't do you much good to be the only person

         18    who owns a phone because it will never ring.

         19               So if you get together and come up

         20    with a standard you can advance the marketplace

         21    and you can move into it more swiftly.  That's

         22    very different.
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          1               In that kind of a setting what you

          2    want to do is you want to make it as easy and

          3    possible, as easy as possible for the people with

          4    the lowest economic motives to still adopt your

          5    standard so that standard will become pervasive

          6    in the marketplace.

          7               If you walk into that with the same

          8    mind-set as in a joint venture, you won't be

          9    doing the things that are necessary to succeed.

         10    Another example, if you were to look at W3C right

         11    now, World Wide Web Consortium, many of you are

         12    aware that they are debating whether or not

         13    royalties should be levied in the case of

         14    anything having to do with the internet.

         15               In the case of the internet you're

         16    talking about a global enabling technology used

         17    by billions of people.  Everyone will benefit

         18    from the maximum involvement of anyone with

         19    technical skills.

         20               To levy a royalty in that kind of

         21    milieu would be insane.  In contrast if you are

         22    in a much more narrow commercial setting you
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          1    might need very badly certain companies to come

          2    into it whose corporate policy was we will not

          3    join a consortium if it's royalty free.

          4               Many times I'll deal in a situation

          5    where people are coming out of a W3C meeting and

          6    because that's the only standard setting event

          7    they have been in they assume everything has to

          8    be royalty free.

          9               Good answer there, bad answer here.

         10    So not to belabor it or to hold things up, but

         11    the problem that we see out there right now is

         12    that there's great awareness of the issue that

         13    an intellectual property policy is needed.

         14               But there's tremendous confusion

         15    about what that policy should be and tremendous

         16    ignorance about what resolutions are appropriate

         17    in what situations.

         18               Everyone will benefit if that level of

         19    education can be raised and if on the part of the

         20    government everyone has a clear idea of what you

         21    can do without getting into trouble.

         22               CAROLYN GALBREATH:  Thank you very



                                                                 209

          1    much.  I think we have confirmed as perhaps we

          2    did this morning that there is no consistency and

          3    certainly that one size does not fit all.

          4               And in an attempt to have us talk

          5    about the issues in a reasoned fashion, we

          6    have asked Dr. Stan Besen to put together a

          7    hypothetical.  It's within available on the back.

          8    You may have it among the items that you have

          9    picked up this afternoon.

         10               I'd like to turn now to Dr. Besen

         11    and to have him walk us through that very nice

         12    hypothetical which explains and really sets up

         13    the complexities involved with what we're going

         14    talking about for the rest of the afternoon.

         15    Thank you.

         16               STANLEY BESEN:  I think we have heard

         17    from both this morning and sort of the early

         18    part of the afternoon that this is a really

         19    complicated and difficult problem.  And I don't

         20    want to suggest by my remarks that I disagree

         21    with that.  That's entirely appropriate.

         22               However, it's usually the case when
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          1    you have a really complicated problem it's often

          2    easier to sort of start with the simpler version

          3    of it, at least one that you can try to answer

          4    before sort of adding the complexities as you

          5    go along.

          6               And so what I try to do here is to

          7    try to spell out a simple standards licensing

          8    problem, simple enough again so that I think we

          9    might come up with a relatively uncontroversial

         10    conclusion about what the right answer is, and

         11    then to sort of suggest some variations on the

         12    simpler theme as we -- to show what additional

         13    factors -- how additional factors not taking into

         14    account the hypothetical might affect the

         15    conclusion.

         16               I want to start off with a number of

         17    very simplifying assumptions.  First I'm going to

         18    assume that there are a number of technologies,

         19    each of which is the intellectual property of its

         20    sponsor.

         21               All of the technologies are equally

         22    capable of performing the same function, so I
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          1    don't have to worry about this question of which

          2    is the best technology.

          3               And only one of the technologies is

          4    needed to produce a final product.  So I avoid

          5    the sort of patent thicket problem that Professor

          6    Lemley talked about this morning.

          7               Second, none of the sponsors produces

          8    the product in which the technologies are used.

          9    That is, they are all suppliers of technology to

         10    the producers of that product.  Obviously that's

         11    going to make a difference.  We have already

         12    heard allusions to the problem.

         13               But here I'm going to assume that

         14    they make their money simply by licensing their

         15    technology to people who produce final products.

         16    Third, I'm going to assume -- and this is

         17    probably in some ways the least defensible

         18    assumption here or the one that makes the problem

         19    simple in a way that makes it too simple.

         20               I'm going to assume that all the

         21    investments in R & D to develop the various

         22    technologies have already been sunk.  Fourth,



                                                                 212

          1    I'm going to assume that that de facto

          2    standardization is not possible for the some

          3    of the same reasons that Mr. Updegrove just

          4    mentioned.

          5               One of the possible reasons is perhaps

          6    a multiplicity of competing technologies which

          7    cause so much confusion among consumers that they

          8    would be unwilling to risk being stranded with

          9    the wrong technology.

         10               And no single producer of the final

         11    product can start a standards bandwagon on its

         12    own.  So you've really got to get everybody to

         13    cooperate to do so.  De facto standardization

         14    won't work.

         15               Fourth, I'm going to assume that this

         16    is the last round of a standards competition

         17    involving these technologies.  There's no

         18    possibility of further refinement.  Obviously

         19    that makes things -- life a lot simpler.

         20               I've assumed the technologies have --

         21    all the technologies have the same technical

         22    capability.  But I have to have some variation
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          1    among them.  I'm just going to assume they have

          2    differences in the manufacturing costs.

          3               Some technology -- if you use one

          4    technology, your manufacturing costs are lower

          5    than if you use another, et cetera, et cetera.

          6    So there are some variations across technologies,

          7    the manufacturing costs they imply even though

          8    they end up producing products that have the same

          9    value to consumers.

         10               And finally I'm going to assume as an

         11    industry standards body -- and this is of course

         12    very important.  The standards body consists only

         13    of producers of the final product and not the

         14    sponsors.

         15               And I'm going to try to answer four

         16    questions in this simple hypothetical.  Should

         17    the standards body choose a standard?  Which

         18    technology should it choose?  What rights should

         19    the standards body try to obtain from the winning

         20    sponsor?  And what should the license fee be?

         21               Those are my four questions, and I

         22    think I can answer them given my simple example.
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          1    The first question is, yes, the standards body

          2    should pick a standard.

          3               In this particular case there would be

          4    no market but for the selection of a standard,

          5    too much confusion among consumers perhaps with

          6    the result that no market would develop.

          7               Everybody is better off if there is

          8    a standard or at least no one is any worse off.

          9    Second, which technology should be chosen again

         10    I think is fairly uncontroversial here.

         11               The technologies all can do the same

         12    thing.  Obviously you want to choose the one with

         13    the lowest manufacturing cost.  That's the only

         14    difference among them.

         15               It is efficient to choose the

         16    technology that involves the lowest cost of

         17    producing this product that has the same value

         18    to all users regardless of which technology is

         19    employed.

         20               What rights should you acquire in the

         21    process, or what rights should the standards body

         22    demand?  It should demand the right to use the



                                                                 215

          1    winning technology -- and this is sort of this

          2    hold-up problem that we have talked about before.

          3               The right to use the winning

          4    technology for the term of its intellectual

          5    property protection, presumably the term of the

          6    patent, at a license fee determined at the time

          7    the technology is chosen we can waffle on that a

          8    bit.  We can come back later.

          9               We can perhaps talk to the way Dick

         10    Holleman described how it might be done after

         11    but somehow taken into account.  But in this

         12    particular case you would certainly want the

         13    license fee to be determined up front.

         14               And finally the question is what

         15    should the fee be.  I'm not sure if there is

         16    reasonable and non-discriminatory.  Those are not

         17    terms economists use.

         18               But the right answer to the question

         19    of what the standard -- the fee should be is some

         20    amount between zero which is the smallest amount

         21    that anyone will accept since the technologies

         22    are all -- R & D costs are all sunk.
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          1               Some amount between that amount and

          2    the difference in the manufacturing costs of the

          3    lowest cost, that is the technology you actually

          4    chose, and the second lowest cost technology.

          5               So, for example, if the cost of the

          6    lowest cost technology -- manufacturing cost, if

          7    the lowest costs of technology are nine dollars a

          8    unit and the manufacturing costs of the next most

          9    efficient technology are ten dollars a unit, the

         10    fee should be somewhere between zero and a

         11    dollar.

         12               That's the answer in this particular

         13    case.  Now, what I have described here is a kind

         14    of at least metaphorical auction in which the

         15    various parties bid to be the -- the various

         16    sponsors bid to become the standard and in which

         17    they bid license fees and in which the winner is

         18    chosen based on a combination of the license fee

         19    and the manufacturing costs.

         20               And the standard body picks the --

         21    chooses that technology that has the lowest

         22    combined license fee and manufacturing costs.
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          1    Whether it's zero or the dollar in my example

          2    is really immaterial for the purpose of the

          3    analysis.

          4               It might depend on the nature of the

          5    auction process, how good the standards body is

          6    at negotiating, et cetera, et cetera.  But in any

          7    event you would want to choose the technology

          8    with the lowest manufacturing cost.

          9               At the same time of course you want to

         10    exploit what has been described here before as

         11    the existence of ex ante competition.  Before the

         12    standard is chosen there are a number of

         13    alternative technologies.

         14               Their existence constrains the license

         15    fee that the successful bidder can obtain.  And

         16    the standards body wants to exploit that by --

         17    during this early process when it has

         18    competition.

         19               Now, I think -- and I'll be curious

         20    as we go along here to find out whether those

         21    answers are as uncontroversial as I think they

         22    are.  But let me try to suggest how one might
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          1    consider some variations on the theme and see

          2    what sort of complexities they give rise to.

          3               The first is what if there are

          4    differences in the technical capabilities of the

          5    various technologies.  What if they are not all

          6    the same?  What if some of them are capable of

          7    producing better products than others?

          8               Now, obviously the auction -- this

          9    metaphorical auction should take that into

         10    account.  It doesn't mean they should ignore the

         11    costs.  The manufacturing costs are still

         12    important.

         13               If you were an economist you would say

         14    that you would want the technology chosen as the

         15    standard that has the largest surplus, the

         16    largest difference between the value of the

         17    product being produced and the cost of

         18    manufacturing it.

         19               You would want -- you would certainly

         20    want to take the cost of manufacturing into

         21    account.  That might mean by the way that

         22    conceivably you might end up choosing something
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          1    other than the best technology.

          2               A technology only slightly better than

          3    another, but with much higher manufacturing costs

          4    may not be the best technology to choose.  But in

          5    any event you would certainly want to take into

          6    account the ex ante competition in that case just

          7    as you would in the case where I assumed that all

          8    the technologies were the same.

          9               What if sponsors are members of the

         10    standards body?  That makes the world more

         11    difficult.  In my initial example I assumed a

         12    kind of homogeneity of interest among all the

         13    standards body's members.

         14               That's not necessarily going to be the

         15    case if some of the members of the standards body

         16    are in fact the sponsors.  If I am a sponsor

         17    I care -- particularly if I'm a sponsor that

         18    doesn't produce the final product, I don't care

         19    about having the lowest cost technology chosen.

         20               I care about having my technology

         21    chosen.  And so in this particular case the

         22    producers of the final product are going to have
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          1    to be concerned about whether a standards body

          2    with this more heterogeneous membership will take

          3    into account their interests.

          4               And that will of course depend on

          5    all manner of things including voting rules and

          6    influence and a whole bunch of other things which

          7    affect which standard is chosen.

          8               But you don't get the nice, simple

          9    result where you have a congruence of interest

         10    among all the members of the standards body.

         11    What if sponsors produce the final product?  This

         12    is a point that I think Mr. Updegrove alluded to

         13    before.

         14               In fact if I'm the producer of the

         15    final product I might well be interested in

         16    having my -- I might be so interested in having

         17    my standard adopted I might be actually prepared

         18    to accept an even lower standard than in my

         19    hypothetical.

         20               Why?  Because maybe there is a

         21    manufacturing advantage that I have that comes

         22    from having my standard selected as opposed to
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          1    somebody else.

          2               That is the bidding -- to be the

          3    standard will reflect in this particular case

          4    the desire on the part of sponsors who are also

          5    manufacturers to have the standard selected not

          6    just for license fees but because of whatever

          7    advantages they may have in their manufacturing

          8    process.

          9               That's going to influence the outcome

         10    of the process.  What if R & D costs are not

         11    sunk?  I said this is the most difficult problem

         12    that one might address here.

         13               Obviously if it costs -- if R & D is

         14    expensive as it often is and you're only in the

         15    business of licensing your technology, that's

         16    your only source of revenue, then really, really

         17    low license fees is not really a very good

         18    business to be in.

         19               And the next time around you may well

         20    decide that producing technologies for the

         21    standards body that hoses you when you try to

         22    have your standard -- your technology included in
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          1    the standard is not such a great idea.

          2               That might induce a standards body to

          3    become somewhat generous in order to encourage --

          4    to develop a reputation for being an attractive

          5    place to develop technologies because you get

          6    paid a reasonable amount when the standard is --

          7    when your technology is adopted in the standard.

          8               I must say however that given all

          9    the other problems that we've talked about, the

         10    various hold-up problems that I've talked about,

         11    that's a kind of -- that's -- you have to worry

         12    about that problem as well.

         13               I just want to suggest that the point

         14    that I think may have been sort of lost in the

         15    discussions this morning, which is licensing

         16    technology from somebody else, isn't the only

         17    alternative.

         18               One thing you might well decide to do

         19    in fact if you think these other hold-up problems

         20    and others are a serious concern but you still

         21    want to make sure the R & D is in fact performed

         22    is to do it yourself.
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          1               And so that may explain the sort of --

          2    the combination of R & D development and standard

          3    setting taking place together in which the

          4    industry or the users in this particular case,

          5    the producers of the final product themselves are

          6    involved both in the development of the R & D and

          7    in the standard setting process.

          8               They sort of attempt to kind of get

          9    the best of both worlds and encourage R & D but

         10    at the same time not be subject to the hold-up

         11    problem.  How are we doing on time?  One more

         12    minute?  Fine.  I knew I could get it.

         13               The last point I want to make is what

         14    if de facto standardization is possible.  Well,

         15    in the hypothetical unless you submit your

         16    technology for the standards body to consider,

         17    you have no chance at all.

         18               But if in fact the standards body --

         19    the fee demanded and obtained -- or the fee

         20    demanded by the standards body is very low and

         21    the option of going the de facto route is

         22    available to you, you may decide to choose that
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          1    instead.

          2               The standard body has to worry about

          3    the participation of sponsors in the standards

          4    process and if in fact they drive too hard a

          5    bargain.

          6               Getting back to the question of what

          7    is fair and reasonable, they in fact may find

          8    themselves not having very many standards

          9    contributed to them for consideration.  Let me

         10    stop here.

         11               CAROLYN GALBREATH:  Thank you.  I'm

         12    wondering if we have comments from the panelists

         13    about the hypothetical.  And if we don't, then we

         14    can continue.  Andy?

         15               ANDREW UPDEGROVE:  Let me start by

         16    talking about how typical the example would be

         17    because that might be very illustrative.

         18               Most people who used to game

         19    specifications were people like the client I had

         20    15 years ago that made fire boots and basically

         21    tried to get on the standard setting panel and

         22    write a spec that described their fire boot and
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          1    their fire boot only.

          2               When you're looking at computers and

          3    telecom you're talking more typically about

          4    interoperability or business processes where it's

          5    not as susceptible to the type of gain that your

          6    example is really oriented towards.

          7               So people are trying to come up with a

          8    specification that doesn't so much instantiate a

          9    particular product but enables lots of things to

         10    happen in connection with each other.

         11               So I guess the first point is very few

         12    submissions to standard setting bodies are of

         13    products by people who intend to charge royalties

         14    in connection with them.  The royalty issue turns

         15    up more typically by people who happen to hold

         16    patents that an adopted standard infringes.

         17               So the first thing is that most people

         18    who are going to respond to a call aren't people

         19    who want to make that product and collect

         20    royalties on it.  They are people who want a head

         21    start from already being at that starting point.

         22               They don't want to saddle competitors
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          1    with royalties because what they want is a big

          2    market for that product.  And they're satisfied

          3    with a head start.

          4               So the first comment is for better or

          5    worse it would be a rather uncommon setting in my

          6    experience where you had people submitting in

          7    order to reap a royalty upon adoption.  The

          8    second thing is when it comes to picking there

          9    are many different criteria that might go

         10    into that.

         11               A technology submitted by a nobody as

         12    compared to a technology submitted by a market

         13    leader, for better or worse there might be some

         14    deference given to the submission of the market

         15    leader because they knew that there would be an

         16    enormous number of products coming out very

         17    quickly.

         18               They knew that they would be well

         19    marketed gaining credibility for the standard.

         20    They knew that the submitter had wide respect

         21    for their technology.  So consciously or

         22    unconsciously if the goal is to get wide adoption
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          1    of the standard they might favor the gorilla

          2    over -- to mix metaphors, Goliath over David.

          3               They might also look at the ease

          4    of implementation as compared to the cost of

          5    implementation.  They might look to the degree

          6    to which it would work easily with legacy systems

          7    as compared to requiring expensive secondary

          8    modifications or additional products to go along

          9    with it.

         10               So cost is relative and in a broader

         11    cost than manufacture.  And when one assumes that

         12    the goal is the wide adoption of the standard,

         13    cost is one factor but not the only factor in

         14    achieving the ultimate goal.

         15               As far as rights, I think the clearest

         16    way to say it is you want any right necessary to

         17    allow any player at any point in the chain to be

         18    able to as simply and easily as possible create

         19    and market that product with the fewest

         20    impediments to its normal mode of business.

         21               I mean I could belabor it, but it's a

         22    broad range.  So whatever it takes to make anyone
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          1    want to create and sell that product and be able

          2    to use all their normal marketing partners

          3    without them having to go back and individually

          4    get a license, it's a long list.

          5               So let me just leave it at that I

          6    think.  Should they pick the standard?  They

          7    should pick the standard, but only if it

          8    satisfies that wider array of demands in order to

          9    reach the goal.  It may be that all of these are

         10    cheap and all of them are unsatisfactory for

         11    reasons beyond cost.  They may need more

         12    submissions.

         13               CAROLYN GALBREATH:  Thank you.  Mark

         14    Patterson?

         15               MARK PATTERSON:  I approach these --

         16    think about these problems more from an ex post

         17    perspective than an ex ante one, thinking of them

         18    after the standard has been selected and then

         19    what do we do when a patentee, say, wants to

         20    demand a high licensing fee.

         21               At that point from after the fact

         22    ex post we can sort of try to judge why we think
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          1    what the patentee is doing is unfair, what, say,

          2    anticompetitive motives the patentee might have

          3    for demanding licensing fees that we think are

          4    unfair or that discriminate unfairly.

          5               And I guess what I would wonder --

          6    what I would like to ask is ex ante can you even

          7    anticipate those?  Could we even imagine that we

          8    could have an auction?  It would be simple enough

          9    I guess if you wanted to demand a simple royalty

         10    fee as a percentage of profits or something

         11    like that.

         12               But to the extent that you're going to

         13    allow any discrimination -- and there are good

         14    reasons to allow some discrimination -- I'm not

         15    sure you could specify the circumstances -- the

         16    kinds of discriminations that we would think

         17    would be okay and the kinds that we would think

         18    would be not.

         19               So -- and if we can't specify those,

         20    then I wonder if it's even sort of theoretically

         21    possible to conduct an auction.

         22               CAROLYN GALBREATH:  Dan Weitzner?
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          1               DANIEL WEITZNER:  Thanks.  For reasons

          2    that I'll explain more probably later, I was

          3    actually just going to remark on how completely

          4    foreign that hypothetical sounds which is -- I

          5    think just to maybe point out that the internet

          6    and the web are weird.

          7               But I think it's just striking that

          8    that sort of calculus which all seems quite

          9    reasonable, if you can use that term, you know,

         10    is very different.

         11               I just want to point out two ways in

         12    which I think it's in some sense foreign from the

         13    kind of internet/web interoperability standards

         14    environment that I think Andy started to

         15    allude to.

         16               One is that I have a hard time

         17    extrapolating from the simple set of choices that

         18    say you've got four, pick one, here are the known

         19    advantages and disadvantages or the known costs.

         20               My experience of internet and web

         21    standards is that they really involve a

         22    negotiation about how to fit a whole bunch of
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          1    existing products and requirements together.

          2               So I guess I'm wondering the degree

          3    to which you've taken into account this

          4    interoperability factor which is really a

          5    multivariant consideration.  Lots of different

          6    people have lots of different systems.

          7               The idea of setting a standard is to

          8    get together so they can all work together and do

          9    the things they want to be able to do together.

         10    I'd be interested in your thoughts about how that

         11    gets sorted out at an auction.

         12               And I guess the second is this ex post

         13    versus ex ante distinction.  I do just think

         14    it's quite difficult early in the process to

         15    understand the full cost implications of these

         16    choices.

         17               I think you probably could at some

         18    point look back and estimate what the costs of

         19    different options that weren't chosen would have

         20    been.  But I'm interested in how you could use

         21    this sort of auction model in a practical way

         22    when you suffer from that sort of uncertainty
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          1    which I think often characterizes the choices.

          2               CAROLYN GALBREATH:  Perhaps we'll let

          3    Dr. Besen respond and then we'll go to Richard

          4    Holleman.  If you could, move closer to the mike.

          5               STANLEY BESEN:  Yes, the world is more

          6    complicated than the model.  I'll concede that.

          7    I think I agree with many of the things that were

          8    said, but not all of them.  I'm a little puzzled

          9    about this issue that says, well, nobody is

         10    really in this to get license fees.

         11               If that were the case, I sort of

         12    wonder why we're here.  And maybe that's the

         13    right answer.  But I thought people were actually

         14    worried about the question of hold-ups and

         15    excessive license fees and all the rest.  If that

         16    never happens, we probably can all go home.

         17               ANDREW UPDEGROVE:  A very important

         18    distinction, the distinction being that

         19    submitters typically are not.  People submitting

         20    technology typically are not.

         21               The real debate most often, as I said,

         22    relates to a member of the consortium who raises
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          1    their hand and says that reads on my patent; I

          2    didn't come in here necessarily to see you take

          3    something out of my pocket.

          4               So it's a very real issue.  But

          5    statistically it doesn't tend to be a submitter

          6    issue.  It tends to be an incidental or

          7    unanticipated issue.

          8               STANLEY BESEN:  Fair enough.  The

          9    other question that I think Danny referred to

         10    is sort of the multiple patent problem which

         11    economists think of as the complements problem.

         12    Think of the worst possible example.

         13               There are two technologies, both

         14    of which are absolutely essential to the

         15    interoperability of a particular product.  And

         16    they are in different people's hands.  We really

         17    don't -- what economists can say about that is

         18    that's a really hard problem.

         19               Okay.  It's nonsense that each of the

         20    entities in effect wants to demand -- in fact

         21    thinks it can demand the entire surplus.  But as

         22    somebody suggested earlier, if everybody tries to
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          1    get the entire surplus it's in nobody's interest

          2    to manufacture the product in the first place.

          3               And sort of working out the problem of

          4    multiple complementary patents I think is -- or

          5    intellectual property is actually a much harder

          6    problem than the one I described here where in

          7    fact the technology are substitutes and off

          8    choice of one or another.

          9               CAROLYN GALBREATH:  Okay.  And Richard

         10    Holleman.

         11               RICHARD HOLLEMAN:  Yes.  Thank you.  I

         12    would have a number of questions about Stan's

         13    hypothetical.  But I would limit it to just a

         14    couple of comments.

         15               One, what concerns me I think most

         16    fundamentally about it is the fact that it's

         17    built on an assumption that something other than

         18    reasonable terms and conditions has to be done,

         19    something other than what is the common practice

         20    has to be implemented.

         21               And let me give an example.  And

         22    Carolyn when we had a meeting to prep for this
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          1    panel said whenever you can give some real live

          2    example kinds of things.  Sort of a bake off

          3    approach is not something that's foreign to

          4    standards development.

          5               I can recall in the JPEG area where

          6    there were not necessarily exactly similar

          7    technologies, but technologies competing for the

          8    algorithm for coding for a JPEG.  And so they had

          9    a technical analysis done.

         10               And the competing technologies

         11    were considered and reviewed.  And the committee

         12    felt that for the sake of compatibility,

         13    interoperability if they were going to have a

         14    standard they had to make a selection.

         15               So they made a selection based on

         16    their -- based on their best technical judgment.

         17    And the selection involved patent rights.

         18               And those patent rights were offered

         19    on a reasonable terms and conditions basis which

         20    was acceptable to the committee.  It did not

         21    require getting into an auction, certainly much

         22    less in the standards committee, but an auction
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          1    in terms of royalties.

          2               And then my second comment beyond that

          3    is I think there is in existence a fairly good

          4    range of what reasonable means, both based on

          5    common practice in industry plus based on case

          6    law that has taken place.

          7               So we get the impression that this is

          8    a completely foreign term that is dangling from

          9    the ether that anybody can interpret it any way

         10    they want.  And actually in practice I think it's

         11    really a long ways from that.  There are some

         12    ranges that have been accepted.

         13               And the idea of seeking ex ante, post,

         14    and these auctions and so forth, my basic

         15    question is -- comment is I don't see any real

         16    compelling need or problems that would drive us

         17    that way since there have not been a lot of

         18    problems where the standards bodies have been

         19    called up and said -- and been presented with the

         20    fact that you have a standard and the patent

         21    holder is attempting to extract unreasonable

         22    terms and conditions for that.
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          1               I'm not saying it hasn't occurred.

          2    But if you take the thousands and thousands of

          3    standards that are out there, to the extent it's

          4    there it's de minimis in my view.  Thank you.

          5               CAROLYN GALBREATH:  Tor?

          6               TOR WINSTON:  I just wanted to say

          7    thank you to Stan Besen for his hypothetical.

          8    I think it points out a lot of sort of the

          9    complexities that we're dealing with.  And it's

         10    definitely a complex issue.

         11               Really what I'd like to do is open up

         12    Mr. Holleman's question to the entire panel and

         13    potentially the people that we have from industry

         14    here.  Is this a problem?  Is a commitment to

         15    these RAND terms and such a problem?  And maybe

         16    we could have Stan Besen comment on that as well.

         17               STANLEY BESEN:  I don't know how

         18    typical these are, but I always keep this little

         19    clipping in my drawer to have a real world

         20    example where something like this seems to have

         21    happened.

         22               Somebody actually demanded
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          1    unreasonable terms, Dick, if you can imagine

          2    this.  The article starts -- the head line is IBM

          3    Unisys reduce fees for modem compression.  It

          4    says:  IBM and Unisys under pressure from modem

          5    manufacturers, a CCITT committee, and the

          6    aggressive licensing policy of British Telecom

          7    have cut their patent fees for a compression

          8    algorithm needed to build a V.42 bis modem, the

          9    next major growth area for that market.

         10               The example -- this thing talks about

         11    these guys asking for really high fees, the

         12    committee saying we think they're too high,

         13    and they negotiate lower fees.

         14               RICHARD HOLLEMAN:  I can respond to

         15    that fairly quickly if you'd like.  That happened

         16    to concern a standard called V.42 bis out of the

         17    CCITT.  And the activity that's described took

         18    place outside of the standards committee.

         19               What was disclosed in the standards

         20    committee was that these three companies had

         21    patents that may be essential, and there was

         22    concern.
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          1               Outside of the committee and

          2    independent of each other, okay, each of the

          3    companies gave consideration to the importance of

          4    the standard, their own intellectual property,

          5    and what they felt, okay, would be a reasonable

          6    thing for them to do.

          7               The result of those considerations by

          8    each of those companies ended up being an offer

          9    of a flat fee.  In lieu of the normal current --

         10    then current royalty bearing rates, let's say

         11    one percent and so forth -- and this happens

         12    constantly.

         13               A company like IBM has a general

         14    licensing policy in terms of royalty rates.

         15    Given a situation it may offer something royalty

         16    free, a one time charge, a recurring flat fee.

         17               And in this particular case as I

         18    recall it was a one time fee of -- I think one of

         19    them said about $20,000.  The other one said

         20    20,000, 20,000.  I think that may be close,

         21    right, Stan?  No.  You and I didn't talk about

         22    this ahead of time, right?  Okay.
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          1               And on that basis I would tell you

          2    that standard became very successful.  V.42 bis

          3    has been an extremely successful standard.  The

          4    point for me on that, Stan, is that's an example

          5    of the licensing aspects of standards working

          6    in an appropriate way and in this case in an

          7    international arena, in an international arena.

          8               And I think it's also important to

          9    keep in mind that what we talk about in the U.S.

         10    has severe consequences internationally since for

         11    the most part the intellectual property involved

         12    in standards is born in the United States.

         13               So we do have to be very careful about

         14    that.  So I think it's a good example of the

         15    process working effectively.  Thank you.

         16               TOR WINSTON:  Allen?

         17               ALLEN LO:  Let me share the

         18    perspective of a company that -- or at least a

         19    class of companies I believe that have emerged

         20    in the last few years that are significantly

         21    impacted by RAND terms and this practice of RAND.

         22               And just by providing some context,
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          1    the company that I work for I believe is sort

          2    of a member of a class of emerging companies

          3    that didn't exist ten years ago and came into

          4    existence to provide products or solutions for

          5    the internet.

          6               And as has been discussed earlier,

          7    the internet as a global network, as a single

          8    network imposes at least one requirement which is

          9    interoperabilities.  In order to be part of that

         10    network you need to have products that comply

         11    with standards so that you can communicate with

         12    all other products within that network.

         13               And to me if anything has changed in

         14    the last ten years or so since the internet, that

         15    is a significant point.

         16               To paraphrase what I think Professor

         17    Gellhorn said this morning, just because there is

         18    a lack of litigation -- and I'm not sure that is

         19    the case.  But just because there might be a lack

         20    of litigation doesn't mean that there isn't a

         21    problem.

         22               What RAND does is basically remove the
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          1    responsibility of determining licensing terms

          2    away from the standards body and provides a

          3    standards body with some comfort level that there

          4    won't be a hold-up problem but then shifts that

          5    burden of determining those fees or those terms

          6    to the parties, and the parties being the patent

          7    holders and the companies that will be

          8    implementing the standards.

          9               In the class of companies that I'm

         10    referring to, these emerging companies, one

         11    characteristic is that because they are fairly

         12    young companies they typically have less mature

         13    patent portfolios which means that when it comes

         14    to patent holders wanting to license on RAND

         15    terms, reasonable and non-discriminatory, what

         16    actually happens is in practice is that the

         17    patent holder will approach the company and

         18    provide -- offer a license.

         19               And my experience has been that almost

         20    universally they want royalties.  So this isn't

         21    a situation where they are looking to do

         22    cross-licensing or any other kind of terms.
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          1    They want money.

          2               And the company that's in the position

          3    of taking the license or being offered the

          4    license really has no leverage to negotiate

          5    anything that's fair and reasonable from the

          6    terms of that company because it doesn't have a

          7    mature patent portfolio and because it has to

          8    implement these standards.

          9               What the effect is is two things.  One

         10    is the patent holder is in the ultimate position

         11    to dictate what those terms are going to be, what

         12    those RAND terms are going to be.

         13               Often times from my experience it is

         14    a percentage of revenue which when you look at

         15    one percent or whatever percentage, that amounts

         16    to quite a bit of money.  And because of the

         17    leverage disparity I don't think -- in my opinion

         18    at least by definition you can't reach reasonable

         19    terms.

         20               The other effect is that because

         21    standards are complex it is almost always the

         22    case that there will be multiple patents with
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          1    multiple patent holders that claim to have patent

          2    rights that are essential to practicing that

          3    standard.

          4               And one of the things of by shifting

          5    the responsibility of dictating RAND terms away

          6    from a central authority to more of an ad hoc

          7    type of situation, what you end up with is a

          8    situation where RAND terms may appear reasonable

          9    in the context of one particular patent or in the

         10    context of negotiating with one particular patent

         11    holder.

         12               But when a company has to deal with

         13    multiple patent holders that may hold -- that

         14    hold multiple patents, the cumulative effect is

         15    that the product -- the company that's taking the

         16    license has to take -- if they accept these terms

         17    they may end up having to pay 20, 30 percent of

         18    revenue just on patents, which I think is not --

         19    certainly from the company's standpoint who's

         20    taking the license is not reasonable by any

         21    means.

         22               The ultimate effect I believe is that
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          1    these companies with the less mature patent

          2    portfolio and the inability to negotiate anything

          3    reasonable have a significant disadvantage to

          4    other companies that may also be implementing

          5    standards that have large patent portfolios who

          6    are able to negotiate either reasonable or

          7    cross-license royalty free.

          8               So when I look at RAND and in

          9    particular your comment, Mr. Holleman, about

         10    non-discriminatory not being the same as

         11    identical, it seems to me that if -- I'm not sure

         12    what non-discriminatory would mean if it didn't

         13    mean identical.

         14               If large companies have the benefit of

         15    being able to cross-license for free and practice

         16    the standards, shouldn't the small company as

         17    well?

         18               CAROLYN GALBREATH:  Thank you.

         19               RICHARD HOLLEMAN:  Should I respond to

         20    just that last point or would you rather I not,

         21    Carolyn?

         22               CAROLYN GALBREATH:  I think it might
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          1    be a good idea if we could proceed with a couple

          2    of other people and then do a wrap-up.  I'd like

          3    to recognize Scott Peterson next.  And then, Dan

          4    Swanson, if you would like to follow that would

          5    be great.

          6               SCOTT PETERSON:  So curiously

          7    although I -- my experience is in a company quite

          8    different from Allen's, a very large company.

          9    Hewlett-Packard Company is a very large company

         10    with a very large patent portfolio.  We

         11    experience much of the same things that he

         12    experiences.

         13               So his characterization of this as

         14    being a problem that may be peculiar to young

         15    companies, small companies, companies that don't

         16    have large patent portfolios, I wouldn't restrict

         17    it in that way.

         18               We experience some of the very

         19    challenges that he articulates that flow from

         20    the uncertainty of what RAND means and the

         21    expectation that RAND is an appropriately

         22    specific concept that you can then decide
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          1    what that means in some sort of a

          2    one-on-one-negotiation after the standard

          3    has been adopted.

          4               Let me describe a problem -- the

          5    problem in a particular way from a little

          6    different perspective from his.  Reasonable and

          7    non-discriminatory is not well defined for lots

          8    of good reasons.

          9               It's extremely context dependent.  So

         10    we're here with no definition of it for excellent

         11    reasons.  It's not something that you want to

         12    write a formula for because it's extraordinarily

         13    context dependent.  How do you determine what

         14    RAND is depends on many, many details.

         15               One of the details has to do with the

         16    patent, by gosh.  And in fact one of the wonders

         17    of the patent law is that the value that is

         18    returned to the inventor is in fact intended to

         19    be scoped according to their invention by this

         20    curious little thing.

         21               You give them a monopoly and you allow

         22    them to negotiate whatever terms they might want.
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          1    And for someone who has a pioneering patent, by

          2    gosh, they get -- they can get a pretty good

          3    deal.  That patent is going to be extremely

          4    valuable to people.

          5               The majority of patents actually are

          6    not at all like that.  The majority of patents

          7    are of much more mundane consequences.  Many,

          8    many patents offer very little competitive

          9    advantage.  One is maybe slightly better than

         10    others.

         11               One may be one of three or four

         12    or more ways of doing a particular thing and

         13    therefore the licensing value of that might

         14    be extremely small.

         15               Well, one of the wonders of this

         16    standards world is that when a patent becomes a

         17    patent that is essential to practicing a standard

         18    and you have a group of companies who are often

         19    time the competitors in that marketplace get

         20    together and agree that in order to enlarge the

         21    market in which we're all participating and

         22    something which will be valuable and important
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          1    for consumers and the producers alike to agree on

          2    the particular way, it's very common for them to

          3    pick one of these little unimportant details.

          4               It didn't matter which one it was.

          5    But one of these will get chosen.  Well, that

          6    might be covered by a patent, a patent which more

          7    likely than not is a patent whose value prior to

          8    its being anointed in this way was of very small

          9    value because in fact the majority of patents are

         10    of relatively small value.

         11               As I say, the number that are the

         12    real gems are a fraction.  So now we get back

         13    to figuring out what reasonable and

         14    non-discriminatory means.

         15               So we have a negotiation.  We have a

         16    negotiation however after this anointed event has

         17    occurred.  So now one is negotiating a license

         18    for what has now become effectively a pioneering

         19    patent because it's essentially in an economic

         20    sense the equivalent because you can't

         21    participate in this particular market area.

         22               If the standard achieves its goal and
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          1    is successful, you won't be able to participate

          2    in the products that play and interoperate in

          3    that marketplace without that patent.

          4               So that patent has now taken on a

          5    significance far beyond the innovation that it

          6    represented.  So what is it that you're

          7    negotiating here?

          8               It seems to me that at that point in

          9    time the patent owner is in a very -- is in a

         10    wonderful position because they now have

         11    something, an asset which was of no consequence

         12    the other day, and now is of great consequence.

         13    Should they be rewarded for that?  How should

         14    this all play out?

         15               If in fact they are rewarded as if it

         16    was a pioneering patent, this seems to me to be a

         17    terrible distortion of the patent system because

         18    in fact the patent system was -- is providing

         19    people with monopolies, but monopolies that are

         20    proportioned in terms of their economic control,

         21    proportioned to the innovation.

         22               The value here is not proportioned to
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          1    the innovation.  The value is proportioned to the

          2    importance of the standard, a detail that flows

          3    from the collective action of all these folks.

          4               So this is a long way of saying that

          5    I'm very concerned about the challenges of doing

          6    negotiation after the standard has been selected

          7    as a way of determining what was reasonable.  I

          8    guess another -- well, let me stop there.

          9               CAROLYN GALBREATH:  Okay.  Thank you.

         10    Dan, do you have a few comments?  I was actually

         11    going to call on Dan Swanson, but go right ahead.

         12               DANIEL SWANSON:  We need some

         13    standardization of the Dans, I think.  Let me

         14    first thank Dick Holleman for retrieving my name

         15    tag although I must say Dick whispered to me when

         16    he did that if he held onto it he could lock me

         17    out of any speaking role in the process today.

         18               I just want to state for a moment

         19    in defense of Stan -- although Stan needs no

         20    defense.  I should disclose although disclosure

         21    was the subject of the earlier panel this morning

         22    that I am both an antitrust lawyer and an
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          1    economist.

          2               And aside from the fact that that is

          3    a recognized disability and proof positive of

          4    economies of scope in boredom -- and the

          5    economists among you can laugh and the rest

          6    of you can laugh when you look it up.

          7               But it is two sets of lenses through

          8    which I look at and evaluate all of the empirical

          9    data that we're hearing here today.  I hear Stan

         10    talking the way that economists talk about

         11    auctions.

         12               And I hear many of the panelists who

         13    have practical industry experience taking some

         14    exception to that and suggesting that that's not

         15    the way the real world works.

         16               Now, being confronted with the fact

         17    that the real work doesn't work that way is not a

         18    real effective argument with an economist.  And

         19    yet I'm here as I say to defend the proposition

         20    that we still ought to think in the way that Stan

         21    has analyzed this matter very helpfully in his

         22    hypothetical.
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          1               As an antitrust matter as we think

          2    about enforcement we're typically confronted by

          3    a practice that takes place on the part of a

          4    licensor who has intellectual property that has

          5    been implicated by a standard.

          6               And setting aside what that conduct is

          7    and whether or not it satisfies the requirements

          8    for anticompetitiveness and antitrust law, one of

          9    the first questions we like to ask in antitrust

         10    is does that licensor, does that defendant have

         11    market power.

         12               And the market power inquiry is a

         13    very formalistic way sometimes it seems.  But

         14    it's a very common sense way of asking the

         15    question is the market set up in such a way

         16    that anticompetitive activity is likely to be

         17    self-correcting and transient or long lived

         18    and persistent.

         19               And so a defendant, a licensor in

         20    those circumstances is quite possibly going to

         21    be in possession of market power.

         22               And if that's all we look at that
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          1    point in the antitrust sense, if that's all we

          2    look at at that point ex post, after the standard

          3    has been selected, then that's the end of the

          4    analysis.  Then we move on to asking whether

          5    or not the conduct is anticompetitive.

          6               But typically a licensor at that point

          7    will say, well, hold on; whether or not you think

          8    I have market power now, before I was chosen

          9    there was a whole lot of competition; there were

         10    a whole lot of options; I had to compete in the

         11    standard selection ensued from a very competitive

         12    process.

         13               And you need to take that into account

         14    in deciding whether or not to intervene, whether

         15    or not the antitrust laws have a proper role to

         16    play.  As economists we tend to think about

         17    ex ante competition of the sort that that

         18    scenario suggests as being in its ultimate

         19    form a kind of auction.

         20               In other words, if we expect there to

         21    be effective ex ante competition in the extreme,

         22    we'd like to see it take place in the most
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          1    heightened circumstances which would be

          2    represented by a kind of Demzets auction where

          3    you auction off the right for this ostensible

          4    market power.

          5               As antitrust practitioners we need to

          6    ask ourselves if that is the competitive extreme

          7    that policy ought to favor.  What does antitrust

          8    law have to say about the ability of standard

          9    setting organizations and individual players in

         10    the market to attain that auction like extreme of

         11    competition?

         12               So I think that although we

         13    acknowledge and realize that auctions don't

         14    necessarily take place, their format may be

         15    constrained by antitrust rules that we're going

         16    to be talking about today at some length

         17    later on.

         18               Nonetheless it seems like a reasonable

         19    way to think about it in terms of economics

         20    because that ought to be the objective.  It ought

         21    to be the objective of competition to constrain a

         22    technology before it obtains market power.
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          1               That's the point I think that Scott

          2    is making, that afterwards you're dealing

          3    potentially with a different animal.  But if

          4    you're dealing with it after it has been

          5    constrained in an ex ante process, antitrust may

          6    have a whole different view of it.

          7               CAROLYN GALBREATH:  Thank you very

          8    much.  I think that before we get into resolving

          9    what RAND means here this afternoon or why we

         10    just shouldn't have royalty free licenses all the

         11    time, which will be kind of the next two topics,

         12    that it might be appropriate to take about a

         13    ten-minute break.

         14               If we could be back here rather

         15    promptly, we have a lot to cover this afternoon.

         16    But I think it might be good to stretch a bit as

         17    well.  Thanks.

         18               (Recess.)

         19               CAROLYN GALBREATH:  So I think we'd

         20    like to start the time after the break by just

         21    turning to the question of royalty free and when

         22    royalty free is necessary and why members who
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          1    would want to practice a standard would think

          2    that royalty free is necessary.

          3               This is something that the W3C has

          4    been considering, and we're going to ask Dan

          5    Weitzner to just describe a little bit about the

          6    process that they've been going through debating

          7    the various virtues and vices of royalty free and

          8    the possibility of RAND terms.

          9               DANIEL WEITZNER:  What I thought I

         10    could usefully do here is just try to walk

         11    through the path that W3C has followed through

         12    this issue.  It's been now a relatively long

         13    path.  We've been talking about this for almost

         14    four years in one configuration or another.

         15               And I guess one caveat that I would

         16    attach to this is that if I've learned anything

         17    about the way I think W3C needs to look at patent

         18    policy issues as against the way they're

         19    considered in other organizations it's that every

         20    situation really is different and that there are

         21    unique attributes of the web technically.

         22               There are a unique set of goals that
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          1    the web seeks to accomplish.  And I think there

          2    are unique market conditions when it comes to the

          3    web that really have informed all of our work.

          4               So I'll ask that whatever extreme

          5    statements I might make you take them in the

          6    context of the web, notwithstanding what some

          7    people who are really devoted to the web think.

          8    I don't think the web is the whole world.

          9               But I think that -- so I just want to

         10    start with what I do think is unique about the

         11    web.  As Andrew started to say, the goal of the

         12    web from the beginning really has been to create

         13    a universal worldwide ubiquitiously accessible

         14    information space.

         15               It has been to create something that

         16    simply hasn't existed before in that way, a way

         17    for computers all around the world regardless of

         18    what operating system they use, regardless of

         19    what part of the world they are in, regardless of

         20    how they happen to connect to the internet, to

         21    have all of these diverse devices connect

         22    together.
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          1               And I would say that in looking back

          2    at the technological history of the web what's

          3    striking is that I think that to the extent that

          4    the web has achieved any of those goals

          5    partially, the web has achieved the goals of --

          6    or has approached universality by adopting

          7    extraordinarily simple, some would even say

          8    simplistic, technology.

          9               HTML which is the way that people

         10    at least initially write web pages is really

         11    simple.  And people who know a lot about computer

         12    languages for defining what pages, what documents

         13    ought to look like, look at HTML and say, well,

         14    this is about the dumbest thing you could

         15    possibly imagine; there is much better technology

         16    out there for doing this.

         17               But the fact is that -- and the same

         18    actually goes for many parts of the web.  Those

         19    who designed it like to say that it's elegant.

         20    And I think they have some basis for saying that.

         21               But really what the web is is a set of

         22    very simple standards that can be used widely.
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          1    And the value of the standards, the quality of

          2    the standards is measured I would say first and

          3    foremost by the degree to which they can be

          4    adopted and implemented on a ubiquitous basis.

          5               When we started talking about the

          6    issues of patent policy at W3C, what the

          7    discussion triggered was a kind of retrospective

          8    look at how the web and how the World Wide Web

          9    Consortium actually got to where it is.

         10               And this is one of these cases where

         11    you have two groups of people looking at the same

         12    situation and seeing almost opposite sets of

         13    facts as far as they can tell.

         14               The people who actually were involved

         15    in the development of the web looked at the

         16    process of developing the initial web standards

         17    and found really -- or saw what they did as

         18    collaborative work, as standards work that was

         19    really standards design, collaborative standards

         20    design starting more or less with blank pieces of

         21    paper or blank screens, if you will, and working

         22    together to develop standards.
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          1               So when we talk in the kind of

          2    abstract context of IPR and standards about

          3    giving away IPR, people who were involved in the

          4    early days of the web I don't think saw it as

          5    giving away anything.  They saw it as building

          6    something together and then giving it to everyone

          7    else.

          8               But there was not as there is today

          9    very detailed sets of specifications that have

         10    been worked on for years and then brought to a

         11    standards body.  The standards body really

         12    started more or less from scratch.

         13               And even when that was not the case --

         14    and certainly today, a lot of the work we do is

         15    based on quite a lot of careful and expensive

         16    technical design work from a number of our

         17    members.

         18               Even today a lot of the work that gets

         19    done with that work is a process of integrating

         20    those designs into the existing architecture of

         21    the web, figuring out how to get those basic

         22    designs to work well.
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          1               So still the environment of W3C

          2    is really an environment of quite a lot of

          3    collaborative technical work done in the working

          4    groups.

          5               I think it's different in many ways

          6    from some of the more formal standards bodies

          7    that tend to develop requirements and then take

          8    submissions of different technologies and vote on

          9    them, and whatever they vote on is what they do

         10    and things move on.

         11               That really isn't the way that things

         12    happen at W3C.  All of this -- the issues of

         13    patents at W3C came to a head after we had a

         14    series of experiences with particular standards

         15    we were developing running into patent questions.

         16               Starting in about 1998, a project that

         17    we had been working on for a while called P3P,

         18    the platform for privacy preferences, has been

         19    going along.

         20               And in the middle of the process one

         21    of the members of the working group came forward

         22    first privately to other members of the group
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          1    and then finally publicly and said that they had

          2    patents that they believe were essential for

          3    implementing P3P and were prepared to offer some

          4    sort of reasonable non-discriminatory terms.

          5               They never publicly disclosed what

          6    those terms might be.  They also interestingly

          7    enough proposed to offer either very low cost or

          8    royalty free licenses, zero dollar licenses,

          9    if implementers would agree to use other

         10    technologies that this particular patent holder

         11    was interested in promoting, technologies that

         12    were not part of the standard.

         13               We candidly at W3C had no idea how to

         14    deal with this problem.  We had no -- well, we

         15    had ideas, but we had no process in place for

         16    dealing with this problem.

         17               What we ended up doing after quite a

         18    lot of conversation with the patent holder to

         19    try to reach some sort of agreement, after

         20    conversations with various members, after

         21    conversations with antitrust lawyers, decided

         22    that what we were going to do in the first
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          1    instance was have an evaluation done of the

          2    patents in question, see to what extent

          3    implementations of P3P might read on those

          4    patents, and see to what extent those patents --

          5    see to what extent the claims that were of

          6    interest were or were not valid.

          7               We ended up after spending a fair

          8    amount of money as you can imagine and a fair

          9    amount of time producing an analysis which we

         10    made public which as far as we could tell gave

         11    most implementers a level of comfort in feeling

         12    that they could proceed in implementing P3P

         13    without being concerned about the licensing

         14    requests from the patent holder.

         15               That was about three years ago.  Just

         16    two days ago we actually announced that P3P is

         17    now a final web standard.  And so far there has

         18    been no more problem from -- or no more -- no one

         19    has heard from that patent holder since.

         20               So what this experience and some other

         21    experiences prompted us to do was to -- and

         22    prompted our members to call for really was a



                                                                 265

          1    comprehensive look at patent policy at W3C, what

          2    was the right policy for us, what would make

          3    sense.

          4               We produced a policy back last summer

          5    which was an effort to balance RAND approaches

          6    with royalty free approaches.  It said that every

          7    time we would start a new technical activity we

          8    would decide whether it would be a royalty free

          9    activity or a RAND activity.

         10               And that proposal actually took quite

         11    a while to get together.  Many of the members of

         12    the working group that actually produced the

         13    proposal are here.  Bob Holleman was one of the

         14    charter members of the working group.

         15               He retired though before he could

         16    finish leaving us in the lurch.  But Scott

         17    Peterson and a couple folks in the audience and

         18    on the earlier panels have been involved in the

         19    group.  We thought we had produced a, quote,

         20    reasonable proposal.

         21               What we heard from members of the

         22    public, the open source community, many
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          1    independent developers, and many of our members

          2    was, I think to quote Andy again, that we were

          3    insane.  Now, Andy said that with a lot more

          4    certainty and authority than I think others might

          5    have been able to muster.

          6               But the debate that got set off

          7    when we proposed that there might be some

          8    circumstances in which web standards could

          9    involve RAND technologies I think really was

         10    instructive.

         11               And I want to just indicate very

         12    quickly some of the reasons why I think both the

         13    commercial and non-commercial community involved

         14    in the web reacted so strongly.  Certainly there

         15    were some ideological objections.

         16               There are some people who believe

         17    software ought to be free, period, should never

         18    be patented, think that software patents are some

         19    sort of dramatic mistake.  So they looked at this

         20    and said that we were supporting the software

         21    patent regime; we shouldn't do it.

         22               I think there were others who felt
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          1    that the quality of some of the patents that had

          2    been granted over the last few years with respect

          3    to web technology really isn't quite up to par

          4    and that to allow people who have these patents

          5    of questionable validity to interject themselves

          6    into a standards process and possibly gain

          7    royalties from them just really was unfair.

          8               I think though that the majority of

          9    the objections from members of the public and

         10    from many, many W3C members really came because

         11    of the uncertainty of what this would mean.  It's

         12    relatively striking to me that, you know, as we

         13    talk about RAND on this panel Stan Besen says

         14    it's a term that economists don't use.

         15               Bob Holleman is not quite sure he

         16    wants to define it -- Dick Holleman.  I'm sorry.

         17    You know, Scott and the fellow from Juniper are

         18    not sure that it's really quite a good term.

         19               It is a term -- whether or not it

         20    actually is susceptible to a useful definition,

         21    it is a term that I think raises considerable

         22    anxiety and confusion among people who feel that
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          1    they will have to depend on it to gain access to

          2    intellectual property on reasonable terms.

          3               And I think if nothing else it opens

          4    up the possibility that there will be some long

          5    process that they will have to engage in to

          6    negotiate these reasonable terms.

          7               By the time they have done that, their

          8    position in the market may be considerably

          9    disadvantaged.  So the timing of this was

         10    difficult -- was seen as difficult.

         11               I should also say that a number of our

         12    other members, particularly members who have

         13    histories of working in the traditional standard

         14    setting organizations and are comfortable with

         15    the notion of RAND licensing had quite the other

         16    alternative -- the other response.

         17               When we proposed anything having to do

         18    with royalty free standards at all they thought

         19    we were crazy.  So the process that we've been in

         20    has been trying to get people who have really

         21    quite different views of this world together on

         22    some sort of policy.
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          1               I want to -- I have some other remarks

          2    about the specifics of what we mean by royalty

          3    free as we have worked that out with respect to

          4    the web.  But maybe there will be time for that

          5    later.  I'm happy to either discuss it now or

          6    bring it up later.

          7               CAROLYN GALBREATH:  Why don't we have

          8    you weave it in as we go along this afternoon.

          9    And I guess your comments point up to -- point us

         10    back to comments that we had before the break.

         11    I think Scott Peterson coined the phrase

         12    negotiation after anointment.

         13               You have brought up the fact that for

         14    some people the uncertainty associated with RAND

         15    terms is something that is a disincentive.  And

         16    I think what we'd like to turn to now is the

         17    question of when the RAND is sufficient, and is

         18    there some range of understanding as to what

         19    RAND means.

         20               And then if it's not sufficient,

         21    what are the other alternatives, and are those

         22    alternatives things that should give us concern



                                                                 270

          1    as antitrust enforcers or not.  So with that if

          2    we have comments from the panel that would be

          3    great.  Andy?

          4               ANDREW UPDEGROVE:  I just wanted to

          5    first of all qualify my insanity.  My comment was

          6    more pedagogical rather than ideological.  I

          7    don't have an ideological viewpoint about the web

          8    being free.

          9               But I try to have a brutally pragmatic

         10    view about what it takes for something to

         11    succeed.  And if one were talking about an aspect

         12    of the web that related to licensing by a

         13    comparatively small number of major players, then

         14    the web is no different from anything else.

         15               Conversely if it were something that

         16    would touch a million people, from a practical

         17    point of view maybe even free or with a royalty

         18    it would still be an awkward encumbrance to put

         19    upon something that should be like a utility.

         20               The one point I did want to make

         21    though that relates to a number of these things

         22    is W3C and IETF and organizations like that can
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          1    do pretty much what they want and know that what

          2    they do may be controversial but it will be

          3    successful because they are the anointed, you

          4    know, gatekeeper that people look to to do what

          5    needs to be done.

          6               But there are many, many, many

          7    consortia that don't occupy that enviable

          8    position.  Many consortium movements are by

          9    people who want to pioneer a new technology or a

         10    new service or a group of vendors that want to

         11    promote a particular way of doing things.

         12               For most consortia standard setting

         13    is hard work.  It's really hard work.  It doesn't

         14    fall into your lap.  So when you look at these

         15    things you have to kind of herd cats and get

         16    people to agree to things that will allow success

         17    and not hamstring it.

         18               You have competitors to worry about.

         19    You may have other consortia, you know, who have

         20    their own competing standards to push.  You have

         21    the indifference of the marketplace.  You may

         22    credibility.
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          1               People are always cheap shotting

          2    things that you come out with saying, oh, that

          3    doesn't work; that's just hype; that's just

          4    promotion.  There's inertia.

          5               So whenever you try to bring about

          6    something new, the people who are trying to

          7    create the standards need to keep in mind that

          8    you really have to make it easy.  And sometimes

          9    consortia members are their own worst enemies.

         10               So RAND terms are something that you

         11    should be extending yourselves to promote.  The

         12    last thing I wanted to say is on the topic of

         13    non-discriminatory licensing.  It's important to

         14    remember that one aspect of that means available

         15    not just to people on the same basis or some

         16    relatively free basis, but available to everyone.

         17               It may go out saying but it is

         18    important.  But what you are committing is to

         19    license everyone including your head to head

         20    competitors and not up the ante for them on a

         21    discriminatory basis.  I think everyone agrees

         22    that from that basis it at least means that.
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          1    After that it may get to be more variable.

          2               CAROLYN GALBREATH:  I see we have a

          3    lot of comments.  Dr. Stiroh, let's go with you

          4    next.

          5               LAUREN STIROH:  In listening to some

          6    of the comments from industry people about the

          7    confusion over what RAND means and understanding

          8    that it means different things to different

          9    people, and that there may be confusion even

         10    within one standard setting body over what that

         11    means, I think that there maybe could be more

         12    agreement over what it doesn't mean.

         13               And I must say that I'm not an

         14    industry person.  I'm coming at this from the

         15    point of view of an economist.  But my opinion of

         16    what it wouldn't mean is royalty free in all

         17    circumstances.

         18               There may be circumstances where that

         19    is reasonable.  But to impose it as a blanket

         20    requirement certainly seems to me to be

         21    unreasonable.  I think that one of the costs of

         22    having something like that is that we don't know
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          1    what we don't have.

          2               It must be acknowledged that if you

          3    can't be compensated for your innovations you

          4    don't have the same incentive to bring them to

          5    the standard setting body.  If you don't bring

          6    them, they don't get incorporated.

          7               You said that what we have with the

          8    World Wide Web is something that is easy and

          9    understandable.  I don't know if I'm quoting you

         10    directly.

         11               But we don't know what we don't have

         12    because -- and it may be that because of the

         13    royalty free nature of it there were things that

         14    were excluded that we could have had.  And that's

         15    a cost that is probably immeasurable but one that

         16    we have to acknowledge exists.

         17               CAROLYN GALBREATH:  Dick Holleman, why

         18    don't we turn to you.  And then we'll get back to

         19    Dan Weitzner.

         20               RICHARD HOLLEMAN:  Just to respond, I

         21    had a couple of comments for Andy.  But Lauren's

         22    comment I think is very appropriate in that the
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          1    royalty free as the requirement in any group does

          2    have the potential of perhaps excluding what

          3    might be the best technology.

          4               And if not carefully handled it could

          5    be considered perhaps a legal issue from a

          6    restraint of trade consideration as well.  So I

          7    would certainly support that.  The one comment I

          8    wanted to make harkening back to Andy's remark,

          9    particularly just before the break about -- I

         10    think it was a little too harsh.

         11               The standards people are not into

         12    standards development for the licensing benefit.

         13    I think that's got to be looked at in a little

         14    broader way which is I believe typically

         15    companies, their participants get involved

         16    because it is an activity in which they have a

         17    business interest.

         18               And often that relates to either a

         19    present or a future product or service of that

         20    company.  There may be intellectual property

         21    associated with that, the overall goal being

         22    let's get a standard that helps promote our



                                                                 276

          1    business through the sale and promotion of our

          2    products.

          3               There are times where intellectual

          4    property becomes a dimension of that.  And to the

          5    extent it does then they are interested in the

          6    reasonable licensing revenue that can derive from

          7    that.  And I perhaps am clarifying perhaps Andy's

          8    comment really in a broader sense.

          9               So people do get involved because they

         10    have a business interest.  Part of that business

         11    interest can be, okay, the objective of deriving

         12    reasonable royalty from their intellectual

         13    property.

         14               Allen's concern -- and I think this

         15    goes to RAND, a point Carolyn wanted to focus on.

         16    Where you have multiple patents on an individual

         17    standard, there are some real world examples of

         18    where the industry felt this was significant

         19    enough to take some other action, that being

         20    patent pool types of activities.

         21               MPEG, the MPEG LA license authority

         22    was sort of born out of that.  But I would point
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          1    out that didn't happen in the standards bodies.

          2    That didn't happen in the standards activities.

          3               The standards participants in

          4    developing the standard and the disclosure that

          5    took place saw that there was this multiplicity

          6    of patents that was coming forward.  Outside of

          7    the ISO standards process they decided to try to

          8    do something.

          9               And they independently embarked upon

         10    the patent pool.  Same thing happened on 1394,

         11    commonly called Firewire in that regard.  So

         12    that's -- I think that's one example.

         13               Where you're talking about a concern,

         14    Andy, for a product and the product has to comply

         15    with multiple standards, let's say one from EIA,

         16    one from ISO, one from the ITU, one from IEEE,

         17    that's a difficulty in terms of the cost of doing

         18    business.

         19               I mean everyone is faced with that

         20    difficulty because of what the product needs to

         21    succeed in the marketplace.  I really get

         22    concerned when I hear the expression of
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          1    cross-licensing means the parties are getting

          2    everything for free.

          3               There is value that is exchanged in

          4    cross-licensing and there's risk.  So even for

          5    small companies you shouldn't, you know, feel

          6    that, well, they're giving each other everything

          7    at no cost to themselves because there may not be

          8    money flowing across the boundary.

          9               There is an awful lot of IP that's

         10    being put on the table.  And sometimes that IP is

         11    used by the other party in more successful ways

         12    than the patent holder has even used it

         13    themselves and to better advantage.  So there is

         14    value exchange there even in the so-called large

         15    company portfolios.  Thank you.

         16               CAROLYN GALBREATH:  Dan, would you

         17    like to respond to this.

         18               DANIEL WEITZNER:  Yeah, two points.

         19    One is to Andy's point about the degree to which

         20    W3C can do what we want or are -- I know you

         21    didn't mean that.  But the degree to which we

         22    have flexibility here.
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          1               And I think it goes back to a point

          2    that Don Deutsch made this morning, that there

          3    is clearly competition among standard setting

          4    organizations.  Clearly people who want to

          5    promote a certain technology as a standard have a

          6    wide range of choices.

          7               And I believe that the choices that

          8    any standard setting organization makes about its

          9    IPR policy is going to be a differentiator.  We

         10    happen to believe that the approach we're heading

         11    towards will differentiate us in a positive way

         12    and will provide value to our members as a whole.

         13               But no doubt, you know, I would be

         14    surprised if we didn't have at least one member

         15    who leaves W3C if we in fact adopt a royalty free

         16    policy.

         17               And I think we have already seen

         18    suggestions that there is some work that could

         19    have been done at W3C that isn't being done at

         20    W3C because of concerns about licensing policy.

         21               And I think that that's an inevitable

         22    result of this.  I mean no one has -- no
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          1    standards body today whether formal or de facto

          2    or consortium or whatever else has any kind of

          3    lock on any particular technology.

          4               I think there are certainly startup

          5    advantages that different ones have, but I don't

          6    think that those necessarily last very long.  And

          7    I think that the conversation that started in

          8    general in the standards world about what's

          9    royalty free and what's RAND is about different

         10    bodies differentiating themselves in some part.

         11               The second point to the question about

         12    we don't know what we don't have in the web, I

         13    think it's hypothetically true that you never

         14    know what you're not going to get if you don't

         15    say you're willing to pay for it.

         16               But I actually think in the case of

         17    the web it's not true.  I think we actually do

         18    know what we don't have.  What we don't have is

         19    a whole bunch of proprietary hypertext systems

         20    which existed before the web which didn't work,

         21    which didn't achieve the universal reach that the

         22    web achieved.



                                                                 281

          1               Now I'm not going to say that that is

          2    entirely because of licensing terms.  But I think

          3    that was a factor.  I think the fact that the

          4    basic web protocols were put out at zero cost

          5    with no licensing terms at all was essential to

          6    the development of the web.

          7               Sure, there may well have been

          8    features that might have been put on the table.

          9    But I can tell you that I'm really just not aware

         10    of any feature that someone wanted to bring to

         11    the web and came and said, well, we'd really like

         12    to bring this to the web if you would only agree

         13    to a certain licensing term.

         14               It just hasn't happened.  And the

         15    reason I think that hasn't happened is

         16    essentially because I think patent holders are

         17    smart and understand what people are willing to

         18    pay for and able to pay for and what they

         19    are not.

         20               And I think the web is an environment

         21    where at the level of the basic standards it's

         22    hard to pay.  Now, I think that there is a lot of
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          1    licensed technology associated with the web.

          2               The audio and the video technology

          3    that everyone loves is licensed technology, is

          4    RAND technology if that.  And that's managed to

          5    find its way onto the web certainly.  But it

          6    doesn't have the universal reach that the core

          7    web protocols do.

          8               GAIL LEVINE:  Can I jump in with a

          9    follow-up question for you, Dan?

         10               DANIEL WEITZNER:  Yeah.

         11               GAIL LEVINE:  We want to take the

         12    conversation to the universal level.  And that

         13    means talking about not just the web but other

         14    markets outside the web.  But before we do that,

         15    I wanted to ask you to help us understand what

         16    makes the web special.

         17               I remember at the beginning of your

         18    comments you said the web is unique because of

         19    certain market conditions.  And maybe those are

         20    the market conditions that make royalty free

         21    licensing work in your context.

         22               Can you tell us what those conditions
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          1    are so that we can distinguish the web world from

          2    the other contexts that we've been talking about

          3    today?

          4               DANIEL WEITZNER:  Well, I think that

          5    you can distinguish some from just the actual

          6    development history of the web.  As I said, the

          7    standards, the protocols initially were very

          8    simple and had no fees attached to them.

          9               And the web really only got its start,

         10    if you will, because it was inexpensive and easy

         11    for lots of people all around the world to put up

         12    a website, to run a web server, to have a web

         13    browser.

         14               And those were available at no cost,

         15    and in many cases based on more or less either

         16    volunteer labor or in other cases government

         17    subsidized labor.  And that's true of lots of

         18    important parts of the internet.

         19               I think that what is going to make

         20    the web unique going forward I think is a real

         21    question.  I do -- you know, I think the fact

         22    that the web is for the most part only in
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          1    software is a distinguishing factor, and often

          2    software that doesn't cost any money.

          3               You look at some of the key pieces of

          4    web software that everyone depends on, web server

          5    software.  The most popular web server is the

          6    Apache web server.  It costs no money.  You can

          7    download it.  You can run it on any computer.

          8    And I think that's really different than, say,

          9    the software that makes a telephone switch work.

         10               You can't download that for free.  You

         11    can't pick up a telephone switch, you know, on

         12    the corner and just hook it up.  So those are I

         13    think the kind of things that have certainly made

         14    the web historically different.

         15               I think what continues to make the web

         16    different is the development of web technology

         17    continues to rely on very broad implementation

         18    across lots of different platforms so that we can

         19    learn how to build the best technology into

         20    the web.

         21               We rely on having lots of independent

         22    developers out there as well as lots of our large
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          1    members' research organizations testing, trying

          2    things out before they become final standards.

          3    I think that many other technology arenas don't

          4    have that kind of worldwide test lab.

          5               It makes the web frustrating often

          6    times because some of it is really still in beta

          7    as people are using it.  But I think it also has

          8    contributed to the way that the technology has

          9    developed.

         10               It doesn't just kind of emerge out of

         11    a research lab working.  It's subject to a very

         12    wide array of testing that is able to happen in

         13    part because of the licensing conditions that

         14    exist on the web.

         15               CAROLYN GALBREATH:  And if we are

         16    going then back to the question of when is RAND

         17    sufficient, maybe we could talk about this

         18    outside of the web and outside of the internet.

         19    Dan Swanson, you had some comments.

         20               DANIEL SWANSON:  Thanks, Carolyn.

         21    Just a few observations about RAND and royalty

         22    free licensing.  One of the things that antitrust
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          1    law acknowledges it's not very good at, meaning

          2    antitrust enforcers and antitrust courts, our

          3    court system, and antitrust practitioners, is

          4    figuring out what a reasonable price should be.

          5               That was something that people were

          6    very good at in the Middle Ages.  You know there

          7    is a great medieval concept of a reasonable

          8    price, a fair price, a just price.  But the

          9    insights of modern economics tell us that prices

         10    are determined in markets and are the result of

         11    supply and demand.

         12               It's not something that's typically

         13    easy for a Court sitting as a regulatory body to

         14    determine and to effectively administer.  Courts

         15    are very, very loath to take the role of markets.

         16    And I would certainly suggest they should have

         17    that attitude.

         18               So from the standpoint of imposing

         19    constraints on the possible subsequent

         20    development of market power as the result of

         21    anointment or selection as a part of a standard,

         22    obviously one wants to give incentives to
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          1    standard setting organizations.

          2               One wants to bestow them with the

          3    power to put limits, effective limits that will

          4    restrain that exercise after the technology is

          5    chosen.  And the whole trick is doing that in a

          6    way that's consistent with antitrust law.

          7               Now, again we're not good at figuring

          8    out ex post when a challenge comes up what the

          9    price should have been.  You know, there are

         10    econometric methods to do it.  There are a whole

         11    variety of ways to try to do it.  But generally

         12    Courts just don't do that for the web.

         13               So what I would suggest at least,

         14    what I've suggested in my paper is we look at

         15    objective indicators.

         16               We're really best at enforcement

         17    when we have objective market private indicators

         18    of what reasonableness amounts to:  actual

         19    transactions between private parties at a time

         20    before the standard has been selected; private

         21    licensing that takes place before standard

         22    selection, before anointment;



                                                                 288

          1               And as a somewhat secondary

          2    substitute, the actions consistent with antitrust

          3    constraints of standard setting bodies to invite

          4    potential licensors to give meaning to RAND, to

          5    submit model terms, to provide elaboration on

          6    what their intent is as they go out into the

          7    marketplace.  Now, those are not perfect.

          8               They may be unsatisfactory in many

          9    instances.  They are not going to deal with all

         10    the uncertainties.  But again when we're thinking

         11    ex post of how we enforce the antitrust laws, if

         12    there is a role for their enforcement, I think

         13    you need to focus on those processes and

         14    procedures to give rise to objective benchmarks.

         15               Now, one thing that economists

         16    generally know and antitrust lawyers suspect is

         17    that zero is rarely a reasonable price.  You

         18    don't see that popping up in markets too much.

         19               You know, that's why economists know

         20    there is no such thing as a free lunch.  It's

         21    great to get a zero price if you are a buyer.

         22    But the flip side of that is it's not so great if
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          1    you are a seller.

          2               And in the intellectual property realm

          3    obviously the reason why we have intellectual

          4    property protection is to give those who have

          5    engaged in costly efforts to create intellectual

          6    property sufficient protection to give them the

          7    expectation that they will get a return for that,

          8    some return greater than zero.

          9               So from an economic standpoint

         10    reverting to royalty free licensing doesn't seem

         11    like a likely -- necessarily likely approach in a

         12    general range of phenomenon.

         13               And as an antitrust lawyer one of the

         14    things that's bred in the bones for us is a great

         15    suspicion of arguments to say, well, we had to

         16    set the price at X because it was really very,

         17    very important to do so, unique circumstances.

         18               Of course we have a whole cartel

         19    literature, a whole legal -- set of legal

         20    precedents that rejected the notion early on that

         21    you could justify a price if it's otherwise set

         22    in a naked way in violation of the antitrust
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          1    laws.

          2               My favorite example of that -- and

          3    then I'll finish and let others speak -- is a

          4    case from the European Union where a cartel was

          5    found out, was pursued by the European

          6    authorities, and the case went up through the

          7    legal system.

          8               And at one point one of the companies

          9    indicated that their defense was, A, they hadn't

         10    done it, but if they had done it -- this was an

         11    Italian company -- they were compelled to do so

         12    by the circumstances of Italian society at that

         13    time because of the Red Brigades, that things

         14    were so uncontrollable that they actually had to

         15    fix prices, although they denied they had fixed

         16    prices.

         17               So the European court of first

         18    instance made short shrift of that as American

         19    courts would.  Again I'm using a somewhat

         20    whimsical example here.

         21               But it's intended to reflect the

         22    notion that our antitrust sensibilities are -- we
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          1    don't typically look at justifications if the

          2    pricing system has been interfered with.  We

          3    expect to see that process take place.

          4               We look for objective indicators of

          5    what that process yields.  We don't expect to see

          6    zero.  We don't expect to see fixed prices higher

          7    than zero.  But we do like to look at objective

          8    benchmarks that will guide us in antitrust

          9    enforcement that will not be forcing us to revert

         10    back to medieval notions of fair or just prices.

         11               CAROLYN GALBREATH:  Thank you.  Allen

         12    Lo, you had some comments.

         13               ALLEN LO:  The greatest concern that

         14    I have about RAND terms is the inability or the

         15    unmanageability of being able to fairly and

         16    objectively assess what those RAND terms are.

         17    And you've mentioned perhaps some, suggested some

         18    criteria, some objective criteria for doing that.

         19               But it's been my experience that even

         20    when a patent holder has offered to license a

         21    patent or patents on RAND terms that not only do

         22    the standards bodies and the other companies that
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          1    want to take -- potentially take that license not

          2    know what that means, but more times than not the

          3    patent owner itself doesn't know what that means.

          4               In most cases it's typically the

          5    patent owner that approaches the company that's

          6    implementing the standard to say, okay, you've

          7    been now implementing this; it's time to pay up.

          8               In some cases the company looking

          9    to implement the standard in good faith will

         10    approach the patent holder and say, okay, you've

         11    said you're going to offer these on reasonable

         12    and non-discriminatory terms; what does

         13    that mean.

         14               In every situation that I'm aware of

         15    the patent holder hasn't really decided what that

         16    means and is unwilling to give anything more

         17    specific than to say it means what it says,

         18    reasonable and non-discriminatory.

         19               You can figure that out and you can

         20    wait a year or two until I come knocking on your

         21    door and I'll tell you what that means.  But the

         22    position that it places companies in is to have
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          1    that uncertainty while it's commercializing its

          2    product.

          3               And when the patent owner then

          4    approaches the company it's in an exposed

          5    position where it basically has to accept those

          6    terms that the patent holder dictates.

          7               Or if it doesn't accept the RAND

          8    terms, then you have the hold-up situation where

          9    if you get sued there are no more reasonable and

         10    non-discriminatory terms.  The license was not

         11    accepted.

         12               And so now you face potential damages

         13    from a patent infringement standpoint, potential

         14    willful infringement damages, as well as the risk

         15    of an injunction.  To me what this all results in

         16    is a couple things.  One is it encourages this

         17    type of behavior.

         18               And now it has gotten to a point where

         19    every company that participates at least in the

         20    industry that I'm in is madly filing as many

         21    patents as possible on standards or drafting new

         22    claims to older patent applications that they had
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          1    filed a few years ago to make them read on

          2    standards so that they will have something to

          3    protect themselves with when they get approached.

          4               And I don't think that this is the

          5    kind of -- this kind of behavior seems to then

          6    exacerbate the problem and continue it to a point

          7    where eventually the risk is that it becomes

          8    completely debilitating.

          9               GAIL LEVINE:  Allen, can I ask you a

         10    follow-up question to that?  And the point you've

         11    raised is a really perplexing and challenging

         12    problem.  It's basically the problem of the

         13    ex post setting of RAND.

         14               Given the costs that you face when you

         15    try to do it ex post, what's the solution to your

         16    mind?  How would you solve the problem?

         17               ALLEN LO:  In my mind the simplest

         18    solution would be royalty free.  I mean that's

         19    the only way that you have certainty, and that's

         20    the only way that you can know up front and not

         21    have to then deal with a lot of the issues that

         22    were discussed this morning about notice and just
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          1    the administration of these kinds of policies.

          2               I understand that there is --

          3    Dick Holleman's point about value in patent

          4    portfolios.  In my mind when I look at patents,

          5    patents are really nothing more than the right

          6    to sue.  When you take a license, you don't get

          7    access to any more technology than what's already

          8    out there.

          9               What you get is the freedom to not

         10    have to worry that this person who has this

         11    patent is going to sue you.  And when you talk

         12    about cross-licensing royalty free, the value

         13    that you're returning to somebody else is that

         14    you are also agreeing that you are not going to

         15    sue them back.

         16               And so while that is value, I don't

         17    see that as being the kind of value that really

         18    is the same as transferring technology or really

         19    enabling somebody to create a product.

         20               It's really just an agreement to say

         21    we're not going to sue each other.  And to me

         22    that's the kind of environment that really --
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          1    that is much more procompetitive than leaving

          2    it to RAND terms.

          3               GAIL LEVINE:  And I guess if royalty

          4    free is the answer, how would you respond to

          5    Lauren Stiroh's point that if you insist on

          6    royalty free you'll never know what you don't

          7    have; you'll never know what you might have

          8    gotten had you not insisted on royalty free

          9    licenses?

         10               ALLEN LO:  I should probably qualify

         11    that.  It may depend on the industry.  It may

         12    depend on the technology and whether there is

         13    absolute market power in having a patent over a

         14    standard, and if the standard is absolutely

         15    necessary to play in a particular area as I

         16    believe it is in the case of perhaps the web and

         17    the internet.

         18               Then I don't know that we have any

         19    other choice.  It could be though in other areas

         20    that RAND terms make sense.  And as Dick Holleman

         21    has said, these have been things that have been

         22    around for a while and they -- if it's not broken



                                                                 297

          1    don't fix it.

          2               What seems to be different today than

          3    perhaps 10, 15, 20 years ago is this notion that

          4    certain standards are really indispensable and we

          5    can't live without them.  I believe that there is

          6    adequate motivation to innovate in the areas of

          7    the internet and the web that will naturally

          8    cause people to want to standardize.

          9               In the case of -- in the networking

         10    area one of the things that motivates companies

         11    to want to standardize is that customers will

         12    not buy often times product that implements a

         13    protocol unless they know it will be standard,

         14    standardized, and that know that this will become

         15    the standard, because they don't want to have to

         16    then risk implementing, using that product and

         17    then finding out later that that's not the right

         18    product.

         19               So there is a lot of pressure by

         20    customers to naturally cause vendors or companies

         21    producing product to standardize around some sort

         22    of specification.  And quite frankly they create
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          1    a lot of the pressure for the companies to

          2    collaborate and to do that.

          3               There is another natural reason for

          4    companies who want to do that, which is that

          5    they don't want to be the ones implementing

          6    proprietary protocols later to find out that

          7    someone else has standardized around something

          8    else and now they're competitively behind because

          9    they've implemented something that no one else

         10    has.  And in the internet that's something that's

         11    just not going to have any utility.

         12               CAROLYN GALBREATH:  Thank you.  I

         13    don't want to stop the discussion in any way, but

         14    I would like to get from the concept of royalty

         15    free and when RAND may not be sufficient which

         16    we've heard about, to the other possibilities of

         17    perhaps defining RAND up front and whether that

         18    should raise concerns for us as antitrust

         19    enforcers.

         20               So if we can go to Professor Gifford

         21    and get comments -- and if you could, maybe weave

         22    your ideas into that question that I've just
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          1    posed, and then we'll just continue down the row

          2    and hope to get some of those issues out on the

          3    table.

          4               DANIEL GIFFORD:  Well, I guess I've

          5    got a couple of thoughts in my mind.  One, I

          6    think we have just heard -- actually we have

          7    heard several times today that one of the

          8    problems with RAND is it means different things

          9    to different people.

         10               And, you know, reasonable and

         11    non-discriminatory terms may work really well

         12    with one set of actors, and may not work as well

         13    with another set of actors because a second set

         14    of actors may have different expectations or

         15    different perspectives.  And what's reasonable to

         16    one person may not be reasonable to another.

         17               But I think perhaps that all goes to

         18    as we were just saying objective, something

         19    objective.  Where can we get something objective?

         20    And maybe we can get something objective by

         21    getting everything -- I mean all of this is

         22    informational problems I think.
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          1               I mean everything that -- all the

          2    difficulties we're encountering, well, all right,

          3    we say we lack information.  We don't know what

          4    the patent owner is going to ask for revenue

          5    tomorrow.  There are informational problems, and

          6    those are basically institutional problems.

          7               You know, how can we structure our

          8    institutions in such a way as to facilitate

          9    people acting intelligently and seeking their

         10    own interests in a way that induces value for

         11    everyone.  And, you know, part of these hearings

         12    I think are so that the antitrust laws don't get

         13    in the way.

         14               I mean that was one -- I thought

         15    that was one of the ideas, is that we were going

         16    to see what ways the government enforcement

         17    agencies could find to facilitate resolution

         18    of the problems that people have.

         19               And maybe part of that is to, you

         20    know, either, one, get out of the way, or, two,

         21    assure people that when they are taking --

         22    engaging in behavior that is socially beneficial



                                                                 301

          1    they won't see themselves as risking antitrust

          2    liability.  I guess those are my current remarks.

          3               CAROLYN GALBREATH:  Dr. Besen?

          4               STANLEY BESEN:  We've been talking

          5    almost exclusively about the R part of RAND.  And

          6    I want to say a word about the N-D part.

          7               CAROLYN GALBREATH:  Thank you.

          8               STANLEY BESEN:  And I guess just a

          9    few points.  First of all, I think one should

         10    recognize that for economists discrimination is

         11    not necessarily a bad thing.

         12               In fact there are sort of well

         13    known propositions in economics that show the

         14    circumstances in which discriminatory pricing is

         15    actually efficiency enhancing.  So that's sort of

         16    point one.

         17               Second, we even know there are cases

         18    in which certain goods might not be produced at

         19    all but for the existence of discrimination.  So

         20    in fact it may not only be efficiency enhancing

         21    but may be actually indispensable to the creation

         22    of the product, which brings me to the specific
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          1    example here.

          2               I happen to know of a case in which an

          3    entity, a large entity got a lower license fee

          4    than did subsequent adopters.  And it got it

          5    largely because its early adoption was critical

          6    to the evolution of the standard.

          7               Once this firm adopted the standard,

          8    other firms followed.  Question for the panel:

          9    Is it discriminatory to give that entity a lower

         10    license fee than people who came later when the

         11    risks are smaller and their importance to the

         12    selection of the standard is less?

         13               CAROLYN GALBREATH:  Would anybody like

         14    to take that?  Dr. Stiroh?

         15               RICHARD HOLLEMAN:  I'll take on any

         16    questions.  I think it is an important point that

         17    Stan brings up.  And I think the current practice

         18    is -- and I harken back to what I've said

         19    earlier.  The whole idea of -- and I use

         20    discriminatory in a different sense.

         21               From a standards point of view it's

         22    making a license available to whomever requests
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          1    a license under reasonable terms and conditions

          2    makes you non-discriminatory.

          3               But using it in the context of a

          4    discriminatory license or royalty, I think the

          5    whole premise is it's reasonable if the two

          6    parties agree that it's reasonable.

          7               And the fact that I may charge two

          8    dollars for you to cross my bridge because you

          9    are the first one to go across and you wanted to

         10    be first to get across it and I charge everybody

         11    else five dollars who comes later, those people

         12    don't necessarily -- or we cannot assume that the

         13    five dollar per person charge is unfair

         14    discrimination.

         15               Let me use that.  Unfair

         16    discrimination given Stan's reference to

         17    discriminatory is not necessarily bad if you want

         18    to use discriminatory that way.  So it goes back

         19    to this reasonableness.

         20               The test is not that it's the same

         21    royalty rate for everybody.  And I would agree

         22    with Stan.  I think value propositions could be
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          1    created between the licensor and the licensee

          2    that say we both feel this is reasonable.

          3               But the one I negotiate today is going

          4    to be different perhaps than the one I negotiate

          5    tomorrow.  But both parties will feel that the

          6    license is reasonable.  And that's what I think

          7    is difficult in terms of trying to focus on a

          8    universal guideline or a universal objective.

          9               And then if you then take this back to

         10    what we talked about this morning -- and I'm

         11    diverting a little bit in terms of disclosure --

         12    and you apply the whole disclosure concern

         13    against that, particularly applications, not just

         14    issued patents, and you throw that into the mix,

         15    there is even a further uncertainty.

         16               And while there are people who would

         17    like to think this is an industrial strength

         18    process and the proposals about, well, we ought

         19    to look at value and maybe determine what's right

         20    or not right, in the back of my head I say they

         21    seem to be talking about the SDOs doing this.

         22               And this whole process as I'm using
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          1    the term, it's not industrial strength.  It works

          2    to suit the situation and the objectives of the

          3    group that's involved, the parties that are

          4    involved.  And I think that applies to reasonable

          5    and discriminatory the way that Stan asked the

          6    question.  Thank you.

          7               CAROLYN GALBREATH:  I'd like to go to

          8    Lauren Stiroh and Mark Patterson just briefly and

          9    then move on to some of the other questions that

         10    we want to get to this afternoon.

         11               LAUREN STIROH:  I wanted to address

         12    a comment to some of the points that we heard

         13    earlier about when there are guidelines, pre- and

         14    post guidelines, elements of an actual license

         15    that we can look at, and something that Allen

         16    said about there being uncertainty about what

         17    you expect.

         18               And then Dan Gifford mentioned that

         19    there are informational constraints.  I think

         20    just one point that I want to make briefly is

         21    that the times when antitrust concerns and market

         22    power matter are, as we heard earlier, the times
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          1    when there are alternatives.

          2               There is more than one equally

          3    valuable alternative.  One is chosen.  There are

          4    sunk costs, and it becomes the standard.  And the

          5    market power of that technology is much greater

          6    than it was before.  In those instances we do

          7    have information.

          8               We know what the alternative was

          9    because it had to come forward in the standard

         10    setting arena.  And so we do have information to

         11    use as a guideline across industries that would

         12    put some bounds on what the R in RAND has to be

         13    or can't exceed.

         14               CAROLYN GALBREATH:  Thank you.  Mark?

         15               MARK PATTERSON:  I just wanted to

         16    respond to Stan Besen's question.  I guess if

         17    you're thinking that one could discriminate on

         18    the basis of the risk taken by the licensee, it

         19    would make -- you would want to ask what are

         20    the risks.

         21               If the risks they are taking are

         22    related to whether the standard will be adopted
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          1    by all the people out there in the world that

          2    are -- you know that are thinking of adopting the

          3    standard, then I don't think that's related to

          4    the patentee at all.

          5               I don't know that the patentee should

          6    be able to discriminate on the basis of risks

          7    that are related to the standard adoption which

          8    is something the patentee does not necessarily --

          9    has not necessarily created nor is entitled to.

         10               DANIEL WEITZNER:  Can I just make one

         11    comment in response to Professor Gifford?  This

         12    is on the process question about defining RAND.

         13               I just wanted to mention that one of

         14    the actually few items that there was broad

         15    agreement on in our patent policy discussion

         16    is that we did need a venue inside W3C for

         17    discussing issues related to licensing models

         18    at least if not licensing terms precisely.

         19               So we have this entity called a patent

         20    advisory group which is a group that is part of

         21    W3C that's comprised of the organization's

         22    members' kind of main representatives to W3C.
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          1               It's not the technical working group

          2    members because everyone agreed they don't know

          3    how to talk about this stuff or they don't want

          4    to be out -- they are not allowed to talk about

          5    this stuff.

          6               But we did come to the conclusion that

          7    there had to be a venue for sorting this out.

          8    How far the discussions in that group go

          9    certainly raised questions that would be -- that

         10    would be relevant here.  The group is not the

         11    price advisory group.  So we didn't anticipate

         12    that price would be discussed per se.

         13               But I think in agreeing that we wanted

         14    to allow our members a venue in which they could

         15    talk about which way to go on an adoption of

         16    certain technology and what the licensing terms

         17    might be, I think it's only natural to assume

         18    that price is going to be a factor at least in

         19    their own consideration.

         20               So we've at least taken one step in

         21    the direction of saying there has to be a way to

         22    talk about these in the process.
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          1               CAROLYN GALBREATH:  Thanks, Dan.

          2    That actually gets us right where I wanted to be,

          3    which is in response to Professor Gifford's

          4    question should antitrust get out of the way.

          5               If antitrust gets out of the way would

          6    negotiations over what RAND terms mean solve the

          7    problem that we've been talking about today, or

          8    would it raise other problems for the people that

          9    would be talking about these issues that should

         10    or might give us concerns as antitrust enforcers?

         11    And I'll just throw that open to the panel.

         12               DANIEL SWANSON:  I was going to say

         13    the answer to the question is antitrust should

         14    get out of the way of my clients.  But that may

         15    not be --

         16               PANELIST:  Then they wouldn't be your

         17    clients.

         18               DANIEL SWANSON:  I'd be popular for a

         19    while.  I think, Gail, the answer I would give

         20    is, no, antitrust doesn't need to get out of the

         21    way to the point of repealing the law against

         22    price fixing.
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          1               And I think you can glean from my

          2    earlier comments that I think that we can observe

          3    our normal sensibilities here even though there

          4    may be lots of uniqueness in some sectors of

          5    course in antitrust we're fully capable of taking

          6    into account, but that we want to adhere to our

          7    normal sensibilities of avoiding, you know,

          8    collusion on price, on royalty rates, on terms

          9    and the like.

         10               Now, how do you accomplish what we've

         11    all talked about, which is to avoid the power

         12    that comes from anointing?

         13               Professor Patterson's superb paper

         14    talks about that in some sense from a patent law

         15    perspective.  What is the entitlement under the

         16    patent law that flows from the standard selection

         17    itself?

         18               In the antitrust sense I don't think

         19    we have an antitrust policy that intellectual

         20    property holders aren't entitled to enhance the

         21    value of their intellectual property if they

         22    happen to be lucky enough to be anointed as a
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          1    standard without sufficient competition that

          2    otherwise could have taken place.

          3               You know, antitrust recognizes

          4    that even monopolies that come about through

          5    happenstance and good fortune are entitled to

          6    exist and in fact to charge a monopoly price.

          7               So I think the antitrust policies are

          8    not to deprive a lucky intellectual property

          9    holder of their returns, but certainly not to

         10    stand in the way of the ultimate consumers and

         11    their immediate representatives, the direct

         12    purchasers, licensees of the technologies to keep

         13    the system as competitive as can be with the kind

         14    of polar case being the auction scenario.

         15               Now, can you do that in a way that's

         16    consistent with antitrust strictures against

         17    price fixing?  And I think the answer is yes.

         18    And certainly I'm sure -- I know a lot of lawyers

         19    who try to advise in this area to try to

         20    accomplish this goal.

         21               First of all, although it would be

         22    certainly direct and speedy to have the standard
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          1    setting organization negotiate on behalf of all

          2    of its members to the extent that there are

          3    putative licensees, that I would say is at one

          4    end which probably poses way too many antitrust

          5    problems.

          6               And I don't think that the strictures

          7    that exist that constrain that are likely to be

          8    changing even as a result of these hearings,

          9    although I could be wrong.  At the other end of

         10    course is the case that we've heard about where

         11    no one talks about pricing at all.

         12               No one talks about terms.  No one

         13    talks about royalty rates.  No one even solicits

         14    information about those.  And that doesn't seem

         15    too sensible at least from an economic standpoint

         16    and from an antitrust policy standpoint.  We

         17    always want to see more competition if we can at

         18    least not impede its coming about.

         19               So I end up in the middle.  Is it

         20    possibly consistent with antitrust to create

         21    incentives for contending technology owners

         22    to supply the economic data that informed
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          1    individuals would want to have in order to make

          2    a decision, balancing that against all of the

          3    great technical data that standard setting

          4    organizations are superb with no antitrust

          5    risk whatsoever at generating and testing and

          6    comparing and the like, to compare the economic

          7    side of the coin to the technical side of

          8    the coin.

          9               And how do you do that consistent with

         10    the antitrust laws?  Well, I think you can ask a

         11    candidate technology owner to indicate things

         12    like will you license, commit to licensing on

         13    RAND terms?  Will you provide us with what your

         14    model or representative terms are?

         15               And I think in some sense to answer

         16    Stan's question, one way from an antitrust

         17    standpoint to provide protection later on if you

         18    want to discriminate is to see here is the range

         19    and here are the factors at that stage.

         20               And to essentially get again my theme

         21    of getting objective benchmarks, to get that

         22    information brought out in the process, now what
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          1    do you do with that?  That's where the antitrust

          2    problem comes in.

          3               If all of the members take that

          4    information and start chatting with each other

          5    saying it's too high -- typically they are not

          6    going to be saying it's too low.  That's what the

          7    other side says.  Then that seems to get us back

          8    into the antitrust danger area again.

          9               But I'm not sure.  I don't think that

         10    you need to talk about it in order to get the

         11    effect that is desired.  And that is the kind of

         12    auction environment where the submitters know

         13    that their chances of success, their chances of

         14    being anointed depend upon the individual

         15    evaluation of this economic data.

         16               As long as it is presented, available

         17    to the various participants and members they can

         18    make each of them an individual determination.

         19    They may want to talk about it.  But they can

         20    always call up the putative licensor.

         21               They don't have to talk to each other

         22    about it.  Again it may not be a solution that
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          1    ends up being one that works in all scenarios.

          2    I've seen it work.  So I do believe it can work.

          3    I believe it poses limited antitrust risks.

          4               I don't think antitrust chills that

          5    type of a process.  And it can kind of align the

          6    antitrust policies with the economic incentives

          7    that, you know, we should want to see take place.

          8               CAROLYN GALBREATH:  Thank you.  We'll

          9    go to Lauren Stiroh.

         10               LAUREN STIROH:  I'm in agreement with

         11    what Dan said.  And I think that one thing I

         12    would like to add to that is that we don't

         13    necessarily have to throw antitrust and antitrust

         14    lawyers out.  But what we might want to do is add

         15    economists in.

         16               And if we don't want to bring price

         17    discussion right into antitrust -- which I don't

         18    want to say to throw that out completely because

         19    I think as an economist that is the solution.

         20    Bring the price discussion right in.

         21               But we could get to the same point not

         22    by discussing price but by discussing cost.  As I
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          1    mentioned earlier, the cases where this matters

          2    is where you have two alternatives and the bounds

          3    are going to be set by the difference in the

          4    advantage of the chosen over the next best

          5    alternative.

          6               Those costs are known or could be

          7    determined.  And so the discussion could be over

          8    costs and upper and lower bounds rather than

          9    having an explicit auction although I'm certainly

         10    not opposed to having an explicit auction.  I

         11    think as an economist that's an excellent

         12    solution.

         13               CAROLYN GALBREATH:  Andy Updegrove?

         14               ANDREW UPDEGROVE:  There are a number

         15    of thoughts I have, but let me just make one very

         16    explicit suggestion because it's right up

         17    your ally.

         18               There is a thing called the National

         19    Cooperative Research and Production Act which has

         20    a very rough and variable overlay standard

         21    setting organization to standard setting

         22    organization.  It's very easy to comply with,
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          1    very low barrier to entry.

          2               Any consortia can do it at little to

          3    no cost.  The suggestion is that I think what

          4    you're hearing is a lot of creative energy about

          5    we all identify a problem.  Everyone involved in

          6    the process is nervous and scared.

          7               There are clearly some procompetitive

          8    goals to be secured.  But there is a lot of

          9    searching about how to go about it.  It seems to

         10    me that RAND terms specifically and standard

         11    setting generally are exactly the type of

         12    situation that the NCRPA could cover and

         13    should cover.

         14               It just happened to have come along to

         15    answer somewhat different problems rather than

         16    this having been in the cross hairs.  I would

         17    think that that would be a splendid thing for the

         18    FTC and the DOJ to promote and while they were at

         19    it to try and do two small corrections.

         20               One is that standard setting

         21    organizations by definition are international

         22    when you're in the areas that you're talking
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          1    about.  There is no such thing as an American

          2    telecom issue or an American worldwide web issue.

          3               It may be U.S.-centric, but by

          4    definition it extends beyond the borders.  That

          5    means that you need to have the rest of the world

          6    involved for U.S. interests to succeed.

          7               Doubtless as a result of the political

          8    pressures on the NCRPA when it came out, there is

          9    a provision in there which says that a non-U.S.

         10    member or non-U.S. participant in whatever

         11    process is under review, is only protected if

         12    that -- the country in which they are domiciled

         13    has an equivalent law giving equivalent

         14    protections to American companies engaging

         15    in similar behavior in those countries.

         16               Well, we can all think of a few

         17    Senators that might have, you know, suggested

         18    that.  But needless to say there couldn't be any

         19    country in the world that happens to relate to.

         20               If what we're really trying to do is

         21    try and help U.S. companies succeed and not

         22    having competing standards efforts in other
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          1    countries, it seems to me that it would be great

          2    to extend this explicitly to standard setting,

          3    remove that restriction.

          4               There is one other thing that I think

          5    would be helpful.  As currently written there is

          6    a requirement, somewhat vague, but easiest to

          7    interpret as saying that the NCRPA will only

          8    apply if a consortium or standard setting body

          9    begins complying within 90 days of formation.

         10               Very frequently organizations get

         11    going on an informal basis as a forum, interest

         12    group, or whatever.  They may later incorporate

         13    but it's not at all certain that they haven't

         14    lost the opportunity.

         15               It would be great if one could at

         16    least say that you could file with prospective

         17    effect for actions taken prospectively.  It's

         18    not obvious to me why that would undermine the

         19    original goals of it.

         20               You wouldn't immunize prior conduct,

         21    but you could prospectively.  I think that

         22    that -- you know, other than legislative time
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          1    obviously would be a clear win that would be of

          2    assistance in this situation as well as standard

          3    setting generally.

          4               CAROLYN GALBREATH:  Thank you.  We're

          5    coming very quickly to the close of our time here

          6    today.  And I'd like to outline where I think we

          7    should probably go to wrap this up the way we

          8    want to.

          9               Typically as antitrust enforcers we do

         10    think about things like market power when we look

         11    at anticompetitive consequences from a particular

         12    set of actions.

         13               And so I'd like to turn for a few

         14    moments to that and just to how we should look at

         15    market power after a standard has been set.  I

         16    think that Lauren Stiroh and Dan Swanson have a

         17    few ideas for us about that.

         18               And then I'd like to turn to Mark

         19    Patterson who has come up with some ideas about

         20    the way we could actually figure out what RAND

         21    means or what pricing means in terms of a

         22    standard.  And I'd like him to take the floor
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          1    and just give us a few moments of his ideas

          2    about that.

          3               And then for the end of the day I'd

          4    like Professor Gifford to if he could just wrap

          5    up for us with perhaps a minute or two of

          6    comments about where we've been today and what he

          7    thinks and maybe what the panel thinks as well

          8    are the most interesting and challenging

          9    questions that we've come out of this process

         10    with.  So with that perhaps I'll turn it over to

         11    Dr. Stiroh and then Dan Swanson.

         12               LAUREN STIROH:  I will start by

         13    echoing some things that we heard this morning,

         14    that what I think would be worthwhile is to

         15    distinguish between the market power that comes

         16    from the technology on its own and the market

         17    power that comes just from the standard, the act

         18    of setting a standard that elevates a technology

         19    above the competitors.

         20               What might be a useful definition is

         21    to say that the market power that just comes from

         22    the standard is undue market power.  And it's the
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          1    exercise of that market power that the antitrust

          2    authorities might be interested in.

          3               What I'd like to emphasize though is

          4    that not all of the market power is necessarily

          5    going to come from the standard.

          6               And it's certainly possible that a

          7    technology will have some value outside of the

          8    standard setting arena, and that what we want

          9    to ensure is that what we -- when we have a

         10    reasonable and non-discriminatory license that it

         11    reflects the value of the technology out of the

         12    standard setting body.

         13               It doesn't strip it of the value that

         14    it had had it never come into the standard

         15    setting arena, and that whatever RAND rule we end

         16    up with maintains the incentives for people to

         17    bring their technologies into the standard

         18    setting arena.

         19               And so where I come out on the issue

         20    of market power is that the market power that's

         21    due to the technology is what the technology

         22    could have earned in a competitive environment if
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          1    it were going to compete to become a de facto

          2    standard rather than be chosen in whatever time

          3    frame the standard setting body is operating

          4    within.

          5               But if it were to compete over the

          6    long run to become a standard, what value would

          7    it attain then, taking into account the costs it

          8    would incur in trying to become the standard but

          9    also the value that it has compared to the

         10    alternatives that eventually make it be the one

         11    chosen alternative.

         12               CAROLYN GALBREATH:  Thank you.  Dan

         13    Swanson?

         14               DANIEL SWANSON:  This issue of market

         15    power obviously is a theme that is in my paper

         16    and I've returned to it a number of times in my

         17    comments today.

         18               The first observation I'd make is that

         19    I think we've reached the point in the evolution

         20    of doctrine where we all agree, without collusion

         21    I might add, that market power does not arise

         22    merely by virtue of the existence of intellectual
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          1    property protection.  That I think is relatively

          2    non-controversial at this point in our history.

          3               Maybe a somewhat more controversial

          4    question is whether or not market power that is

          5    protected by a standard or a standard that is

          6    protected by -- I'm sorry -- whether or not

          7    intellectual property that is embedded in a

          8    standard somehow is treated differently in

          9    a sense.

         10               In the first instance, is there

         11    any reason why we would want to as a matter of

         12    presumption take a different course than the one

         13    that we take with intellectual property generally

         14    today in the modern antitrust economics world and

         15    be willing to indulge a presumption that if

         16    intellectual property is embedded in a

         17    proprietary standard that in that case we will

         18    assume that there is some measure of market

         19    power.  And I think that's not a good idea.

         20               It's I suppose an empirical issue.

         21    And certainly if it is or to the extent it is I

         22    don't think that there is a consensus that that
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          1    assumption or presumption would be warranted by

          2    what we know to date.

          3               Andy Updegrove and I were talking

          4    before we started the panel, and Andy was

          5    pointing out -- as he has pointed out today any

          6    number of instances where even what one might

          7    think of as powerful technologies or powerful

          8    patents have been trumped even though they have

          9    been embedded in standard by other standards or

         10    other technologies held perhaps by less notable

         11    or well known licensors.

         12               So I don't think we want to change

         13    our view that it's a matter of the factual

         14    circumstances of the individual technology market

         15    at issue.  Having said that, I return to the

         16    scenario that I think confronts antitrust

         17    enforcement somewhat vitally.

         18               And that is you are always going to be

         19    asking these questions when you are confronted by

         20    a claim of anticompetitive conduct by a licensor

         21    who has been anointed whose intellectual property

         22    is in a standard.
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          1               And at that point either ex post there

          2    is an argument that that licensor does have

          3    market power or there isn't.  Now, if there

          4    isn't, presumably there's no issue at all,

          5    because it usually doesn't go the other way

          6    around.

          7               You have market power and you lose it.

          8    Really what happens -- what we're concerned with

          9    is you don't have it but then you gain it.  So if

         10    there is market power at the ex post stage, we

         11    might give up and say that's enough to go on and

         12    engage in our analysis of conduct.  Some of this

         13    sometimes becomes a bit semantic.

         14               But I would still think of this more

         15    properly as a question of analyzing market power.

         16    But if we don't take that tack then we might ask

         17    ourselves was there an earlier phase where before

         18    selection there was competition, sufficient

         19    competition for antitrust purposes for us to

         20    conclude that market power at that point did

         21    not exist.

         22               And if we conclude that's the case,



                                                                 327

          1    under what circumstances ought we to make that

          2    time frame the relevant time frame for making

          3    the legal antitrust assessment, the kind of

          4    jurisdictional assessment of whether or not

          5    market power exists.

          6               And it seems to me that one could do

          7    that.  And doing so would be consistent with the

          8    case law that is evolving after the Supreme

          9    Court's Kodak decision by reasonable from analogy

         10    to those cases.

         11               And examining whether or not there are

         12    private or market constraints that are imposed

         13    during the period of ex ante competition that

         14    have not been transgressed and that therefore

         15    would tell us if that were the case, that

         16    although there might be ex post market power,

         17    it's not an antitrust problem because it has been

         18    constrained in the ex ante world by the private

         19    market system.

         20               And therefore what's happening is not

         21    actually an exercise of market power.  What are

         22    the circumstances where one can reach the
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          1    conclusion for purposes of antitrust enforcement

          2    that ex ante institutions have constrained a

          3    licensor sufficiently so as to ignore arguable

          4    ex post market power?

          5               Well, one is going to be the type of

          6    Kodak consideration of sophistication and a

          7    relative degree of information and knowledge on

          8    the part of the participants in the process.

          9    Now, one can debate about whether or not perfect

         10    knowledge is required.

         11               A lot of very respectable economists

         12    have opined in very persuasive writings at least

         13    that persuade me that perfect information isn't

         14    required.  And the courts I think have seemed to

         15    agree with that.

         16               The post-Kodak Circuit Court decisions

         17    like PSI and others have seemed to agree with

         18    that.  So one condition is sophistication,

         19    knowledge, not perfect knowledge, reasonable

         20    knowledge.

         21               The second condition is an actual

         22    constraint, a license that is involved in the
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          1    particular circumstances, or -- and this is the

          2    question -- a RAND commitment on the part of this

          3    putative defendant.

          4               And so if that RAND commitment is

          5    going to suffice to qualify this defendant for

          6    the get out of jail free card that would arise if

          7    he could convince the antitrust enforcer that in

          8    fact a commitment was meaningful enough so as to

          9    deprive him of the ability to exercise any

         10    ex post market power, if we're going to go down

         11    that road, then what we really need to do is look

         12    at whether or not the record exists to show that

         13    there was content to that RAND commitment

         14    ex ante.

         15               And that's why to my mind in some

         16    sense this puts it all back in the lap of the

         17    eventual possible defendant.  If you're a

         18    licensor, if you want to be anointed, but you

         19    also want to be protected from possible antitrust

         20    enforcement later on, then it should be in your

         21    interest to give contents to RAND.

         22               It should be in your interest to
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          1    supply model terms, to be competitive obviously,

          2    to enter into licenses with those licensees who

          3    want to license before the standard selection

          4    process is at a conclusion.

          5               And if you do so, the benefit of that

          6    is it may serve as key evidence later on that

          7    you're not transgressing the limits that were set

          8    at a time when the market was competitive.

          9               So if the claim later is you're

         10    charging a license fee that is too high, a

         11    royalty rate that is too high, you can point back

         12    and say, well, look; I provided the standard

         13    setting organization model terms that were in

         14    fact even higher, and those were good enough

         15    back then for me to be selected as the standard;

         16    I must not be exercising market power now.

         17               So that at least would be one possible

         18    approach to analyzing the relationship between

         19    ex post and ex ante -- ex ante competition,

         20    ex post market power that's consistent with what

         21    we see in the treatment of franchise contracts

         22    and aftermarket situations and the like, all of
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          1    which have been very extensively analyzed in

          2    light of the Supreme Court's decision in Kodak.

          3               CAROLYN GALBREATH:  Thanks very much.

          4    And I think we'll turn now to Mark Patterson.

          5    Mark, if you could give us the benefit of your

          6    thinking on this and walk us through how you

          7    think that valuation might be done.

          8               MARK PATTERSON:  I think given the

          9    time I'll just try to give a few comments from

         10    what are in my paper.  It may be a little

         11    incoherent, but rest assured the paper is

         12    powerfully compelling.  I have a couple of points

         13    in the paper, maybe one conceptual point and two

         14    practical points perhaps.

         15               The conceptual point is I think we

         16    could maybe benefit in this area by thinking of

         17    standards as intellectual property themselves.

         18    They are typically not patentable for any of a

         19    variety of reasons.

         20               But they have much the same economic

         21    characteristics as traditional intellectual

         22    property and so need maybe protection in the same
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          1    way they may be expensive to produce but the

          2    value may be easily expropriated by, say, an IP

          3    owner who wants to license at unreasonable terms

          4    perhaps.

          5               So I suggest we think about the patent

          6    standard situation similar to a blocking patent

          7    situation where you have a basic patent and then

          8    a follow-on improvement patent.  And there can be

          9    bargaining breakdowns there that prevent the

         10    parties from agreeing on terms.

         11               And so what I try to do in the paper

         12    is go through some situations where I think

         13    there's some objective evidence that you could

         14    try to ascertain the value of the standard and

         15    the value of the patent in a way that would help

         16    solve the bargaining problem.

         17               And my points here are not that

         18    different from those of others on the panel who

         19    have made roughly the same point.  I do try to

         20    talk about the situations in which some objective

         21    evidence might be available.

         22               For instance, people here made
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          1    distinctions between standards that reduce the

          2    cost of complying with the -- or patents that

          3    reduce the costs of complying with the standard

          4    and patents or inventions that have independent

          5    technical value.

          6               If what the invention does is reduce

          7    the cost of complying with the standard, there is

          8    probably a fairly good objective measure of how

          9    much cost reduction is provided.

         10               And there may be fairly good objective

         11    measures of alternatives to the costs of

         12    meeting -- complying with the standard in

         13    alternative ways if those alternatives do exist

         14    or might have existed.  If an alternative

         15    standard might have been created, one could use

         16    it as an alternative.

         17               And therefore you could compare the

         18    cost reduction in the various situations to

         19    decide on some objective measure of what the

         20    patentee might be entitled to.  And this would

         21    give some content to reasonableness.

         22               It might in fact overstate what the
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          1    patentee is entitled to because in a typical

          2    bargaining situation they probably wouldn't get

          3    all that value.  In the situation where an

          4    invention provides a technical benefit over and

          5    above the standard, there may also be some

          6    objective measures.

          7               As Dan Swanson said a few minutes ago,

          8    you could look at prestandardization licensing

          9    terms.  And one court at least, the Townsend

         10    Court in Townsend versus Rockwell has sort of

         11    seems to look at that.

         12               It points to licensing terms that had

         13    been offered by the patentee as if that was a

         14    measure of -- before the standardization as if

         15    that was a measure that we might want to look to.

         16    The problem was in that case that those -- and

         17    Dan may actually mention this in his paper too.

         18               Those terms were offered to the

         19    standard setting organization.  So they

         20    contemplated the standardization.  What you would

         21    really need to look at are terms that actual

         22    licensing transactions occurred at before the
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          1    standardization.

          2               Now, often that information isn't

          3    going to be available, but sometimes it will.

          4    There may also be alternative inventions that one

          5    could use to make some measurements of the

          6    relative value.

          7               I talked briefly in the paper about

          8    the GIF controversy where the GIF graphics format

          9    turned out to be covered by a patent on an

         10    algorithm for data compression.  And there were

         11    efforts to create -- subsequently to create

         12    alternative methods that were only partly

         13    successful.

         14               But even if there is only a partial

         15    success you could maybe use that to get some sort

         16    of evidence of the actual technical value

         17    provided by the standard.  Then I also talk

         18    about the situation where one might argue that a

         19    patented invention basically enables the creation

         20    of the standard.

         21               There are some inventions that are

         22    just directed towards interoperability.  And it
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          1    might then be that the interoperability that the

          2    standard provides is only made possible because

          3    of this invention.

          4               And in that case I think you can

          5    make a reasonable argument that the patentee

          6    is entitled to whatever they can get.  They are

          7    basically entitled to the value of, you know,

          8    the entire market power created by the standard

          9    because they arguably created it.

         10               I talk about two examples of this.

         11    I say, you know, in this case you might want to

         12    look at the claims of the patent and see exactly

         13    what the nature of the invention is.  And I talk

         14    about the claims of the Dell patent that was at

         15    issue in the FTC's case.

         16               And you could make an argument I

         17    think maybe that those -- that that invention

         18    was directed at something that helped make

         19    interoperability more possible, in which case you

         20    could imagine that Dell might be more entitled to

         21    the returns from the standardization than another

         22    example I give which is the Rambus patent which
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          1    doesn't seem to relate to the interoperability

          2    that was at issue in the standard in the

          3    Rambus case.

          4               Then I talk about -- I talk also in

          5    the paper about de facto standards.  And my take

          6    on de facto standards -- and here I do disagree

          7    with some of the people on the panel -- is that

          8    they should be treated just like de jure

          9    standards.

         10               There's no particular reason why --

         11    even in a de facto context the market is going to

         12    function to adopt what it thinks is the approach

         13    that provides the best balance of, you know,

         14    technical aspects and cost.

         15               But once it does adopt it a lot of the

         16    value of the intellectual property that becomes

         17    the de facto standard is still created by parties

         18    that are not the patentee, created by the parties

         19    that adopt the standard.

         20               And they can increase the demand

         21    tremendously.  And that's not something that I

         22    believe the patentee or, say, even the copyright
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          1    owner should be entitled to.

          2               Finally I want to say a little

          3    something about lock-in standards.  Some of you

          4    may be familiar with the IMS Health case that the

          5    European commission is currently pursuing.  It

          6    involves a copyrighted standard maybe.

          7               It's unclear exactly whether the value

          8    of this comes from interoperability which might

          9    make it a standard like those we have talked

         10    about today, or whether it just comes from the

         11    fact that a bunch of large users adopted it and

         12    invested in adapting their internal systems to

         13    using it.

         14               I think in those cases again the

         15    investment there and the value is created by --

         16    not by the copyright owner in that case but by

         17    those who have invested in training, materials,

         18    and that sort of thing.  And so the patentee or

         19    in that case the copyright owner shouldn't be

         20    entitled to that.

         21               Now, I do agree with Dan Swanson that

         22    ex ante some of these things could be -- there
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          1    can be ex ante constraints on the creation of

          2    sort of lock-in or other forms of ex post power.

          3    And this comes to my second practical point.

          4               I think it only is possible for the

          5    ex ante bargaining, say, to reduce these problems

          6    if people know what the ex post rules are going

          7    to be.  Currently because RAND is undefined and

          8    reasonable is undefined no one knows what the

          9    rules are going to be ex post, say, if Allen Lo's

         10    company just wanted to decide to infringe.

         11               It's completely unclear what a

         12    court might award as damages.  It's very hard to

         13    bargain ex ante if nobody has any idea what the

         14    background legal rules are.  So I think it's

         15    important that we get some idea conceptually of

         16    what the damages ought to be.

         17               I think that will help enable ex ante

         18    incentives and make bargaining much more likely

         19    and solve some of these problems.

         20               I also think that having the patentee

         21    or the IP owner's like prospect of returns

         22    confined to its technical contribution would have
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          1    another desirable effect, and that is to reduce

          2    the kind of rent seeking behavior and

          3    non-disclosure that currently happens.

          4               The reason that there is

          5    non-disclosure is because you think you can sneak

          6    up on somebody and ambush them.  If the rules are

          7    that even ex post in an ambush situation you

          8    can't get more than your technical contribution,

          9    there's just no point in non-disclosure.  And so

         10    that might promote the standard setting process

         11    as well.

         12               CAROLYN GALBREATH:  Thank you very

         13    much.  In the couple of minutes that we have left

         14    I think we'll turn to Professor Gifford for just

         15    some wrap-ups.

         16               DANIEL GIFFORD:  Okay, a rapid

         17    wrap-up.  Well, let me just touch base with a

         18    number of issues that came up today.  At one

         19    point we were asking the question about whether

         20    unfair and discriminatory rates raises an

         21    antitrust concern or whether it raised only

         22    opportunism.
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          1               And in the process of discussing

          2    that we touched base perhaps largely from

          3    Rich Holleman about all the different kinds of

          4    licenses there might be and different kinds of

          5    terms, for example, a percentage of your

          6    receipts, or maybe even a percentage of profits.

          7               Nobody even mentioned that.  That's a

          8    really complex one, lump sum licenses, repeated

          9    lump sum licenses.  But, you know, maybe we

         10    ultimately got at a point where that earlier

         11    distinction kind of evaporated for purposes of

         12    our discussion when we took up the question of

         13    bargaining.

         14               You know, is it possible that we can

         15    bargain ex ante in a way that solves most of

         16    those problems in the sense that when we're

         17    dealing before the fact and if there are

         18    competing technologies then the standards

         19    organization at least in theory -- you know,

         20    when we started working this out it got much

         21    more complex.

         22               The standard organization could
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          1    be -- perhaps it was suggested an agent for the

          2    potential licensees.  And does that raise an

          3    antitrust problem?  Well, you know, maybe it

          4    does.  There are a lot of lawyers that look at

          5    per se rules governing prices, agreements on

          6    prices and discussions of prices.

          7               But, you know, I do hasten to point

          8    out that the Sherman Act condemns as interpreted

          9    in 1911 unreasonable restraints.  So if in point

         10    of fact people with knowledge are bargaining in

         11    an arm's length way, it's not clear that we're

         12    engaging in any kind of thing that could be

         13    called an unreasonable restraint.

         14               Going back to the standards, one of

         15    the problems in standards generally, not pretty

         16    much in the kind of standards that we're talking

         17    about, to the interoperability standards, but in

         18    the older, old fashioned kind of Rust Belt

         19    standards, they were largely permissive.

         20               And you'll recall we talked at various

         21    times today about I think it was Allied Tube

         22    where there was a question about the kind of
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          1    conduits.  And the people that were presenting --

          2    urging the technology for polyvinyl chloride

          3    conduits, they were blocked by the standards

          4    organization.

          5               And that was a real problem with the

          6    standards organization.  I wonder if there is an

          7    analogy to the way, you know, some people may

          8    perhaps even misconceive what the Sherman

          9    Act says.

         10               And maybe they will say, well, we want

         11    to do something that will get the information all

         12    on the table and bargain about it in an arm's

         13    length way and this might be the efficient

         14    result; does the Sherman Act prevent us from

         15    doing that?

         16               And these are all complex, but I hope

         17    our discussion this afternoon -- indeed I expect

         18    that our discussion this afternoon and all those

         19    other discussions will cause the enforcement

         20    agencies to say, well, look; is there anything

         21    that we can do to facilitate an understanding of

         22    the antitrust laws that is such that it does not
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          1    deter efficient conduct?  So that's my summary.

          2               CAROLYN GALBREATH:  Thank you very

          3    much.  With that I'd like to note that there are

          4    many people in the audience who might have things

          5    to say.  And we are still certainly accepting

          6    written comments from members of the audience and

          7    members of the public.

          8               The debate on these issues will go on

          9    for some time I'm sure.  We will continue to be

         10    enlightened by it.  I've found this afternoon's

         11    panel very enlightening and I'd like to thank

         12    every one of the panel members for their stellar

         13    contributions.  And we should give them a large

         14    round of applause.  Thank you.

         15               (Applause.)

         16               (Evening recess.)
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EXECUTIVE SUMMARY: 

  

Over the past fifteen years, there has been a tremendous growth in the number, type and nature of 

Standards Setting Organizations (SSOs).  The globalization of the market, the expansion of multi-national 

companies, and the increased availability and accessibility of networking have heightened the need for 

standardized solutions within the Information and Communications Technologies (ICT) industry.  

Unfortunately, the evolution of SSOs - including organizational structures, market requirements, processes, 

and rules - has not kept pace with the changes in the ICT environment.  In the last five years, the problems 

presented by this unordered state have become increasingly apparent, and  there have been significant 

efforts mounted to regularize and describe these problems so that solutions can be found.  Intellectual 

Property Rights (IPR) in SSOs is one of the central problems.  

 

This paper looks at the evolution of SSOs and how this evolution contributed to the current set of problems 

in IPR regimes among the various types of SSOs. It offers a structural, rather than legal, response to this 

problem. 

 

EVOLUTION 

 

In the fifteen (15) year span between 1985 and 2000, the ICT industry went from having technology 

standardized largely in the formal Standards Developing Organizations (SDOs)1 to using a multitude of 

organizations, ranging from SDOs to open source.  The evolution was neither clearly planned, nor cleanly 

executed.  There are five basic variants of standards setting organizations within the ICT sector2.  Each 

variant has a place in the ICT sector because there is no single optimal choice for development of standards 

for the entire industry.  A brief look at the rationale for these organizations will shed some light on why the 

ICT standardization world has assumed the shape that it has today.  

 

                                                                 
1 The term Standards Developing Organization (SDO) has a specific meaning when discussing 
standardization. An SDO is an organization that has been accredited by the International Organization for 
Standardization (ISO) or the International Electrotechnical Commission (IEC) as representative of the 
standardization activities of their country and for meeting the criteria for transparency, openness, 
impartiality, effectiveness, and balance.  Within the U.S., the American National Standards Institute 
(ANSI) was selected the most representative of such organizations. This means that ANSI alone has the 
right, under the ISO/IEC regime, of accrediting organizations to be SDOs within the U.S.; by a limited 
grant from the U.S. Congress, ANSI alone has the right to designate a specification as an "American 
National Standard (ANS)".  The process for creating an American National Standard is contained in the 
ANSI document entitled American National Standards Institute: Procedures for the Development and 
Coordination of American National Standards. This is available at the ANSI Web site at: 
http://www.ansi.org/public/library/std_proc/anspro/due_proc1.html 
2 See Cargill, Carl F.  at http://www.house.gov/science/ets/jun28/cargill.pdf  for an extensive description 
and history of these types of standardization organizations. 
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The five types of SSOs are: 1) trade associations, 2) Standards Developing Organizations (SDOs), 3) 

consortia, 4) alliances, and 5) the Open Source software movement.  While all have a common goal of 

"standardization of technology", the methods by which they pursue the activity are substantially different.  

All of the organizational forms were created in response to specific market needs that were not being met 

by extant organizations or practices. Just as the market will respond to create a product that satisfies an 

unfulfilled need, so to will the market create organizational structures that fill its needs.  

 

The first standardizers were trade associations, such as the ASTM and ASME, 3 originally founded to 

educate their members (primarily civil engineers) on engineering best practices and trends.  The creation of 

standards was something that they did as a sideline, as part of the creation of an engineering discipline.  

Frederick W. Taylor, the "father of modern management", prepared a series of lectures to be given to the 

ASME, of which he was a member.  These Principles of Scientific Management, published in 1911, are 

typical of the early rationale for the trade associations - which was to make the world better through the 

application of scientific methodology.4  

 

Over time, however, the increasing industrialization of the U.S. made standards more necessary.  

"Standardization is one of the hallmarks of an industrial society. As a society becomes increasingly 

complex and its industrial base begins to emerge, it becomes necessary for the products, processes and 

procedures of the society to fit together and interoperate. This interoperation provides the basis for greater 

integration of the elements of the society, which in turn causes increased social interdependency and 

complexity." 5  In 1918, the first successful attempt at coordination of standardization in the United States 

was initiated with the creation of a federated standardization activity."  Founded in 1918 by five 

engineering societies and three government agencies, the [American National Standards] Institute remains a 

private, nonprofit membership organization supported by a diverse constituency of private and public 

sector organizations.”6  The role of ANSI (which is a "formal SDO" under my terminology) was to 

                                                                 
3 ASTM (now ASTM International) used to stand for the American Society for Testing Materials, while the 
ASME is the American Society of Mechanical Engineers. 
4 The following quote, from the introduction to The Principles of Scientific Management, illustrates the 
motivation of these early management scientists.   
 "This paper was originally prepared for presentation to The American Society of Mechanical Engineers.  
The illustrations chosen are such as, it is believed, will especially appeal to engineers and to managers of 
industrial and manufacturing establishments, and also quite as much to all of the men who are working in 
these establishments.  It is hoped, however, that it will be clear to other readers that the same principles can 
be applied with equal force to all social activities: to the management of our homes; the management of our 
farms; the management of the business of our tradesmen, large and small; of our churches, our     
philanthropic institutions, our universities, and our governmental departments." Taylor, Frederick W., The 
Principles of Scientific Management (New York: Harper Bros., 1911): p.5 Cited in Internet Modern History 
Sourcebook.  http://www.fordham.edu/halsall/mod/1911taylor.html 
5 Cargill, Carl F.  Standards, in Ralston, Anthony et. al. editors, Encyclopedia of Computer Science, Fourth 
Edition, Nature Publishing Group,  2000, London, pp. 1677-1683 
6 ANSI Web Site, Introduction found at: http://www.ansi.org/public/ansi_info/intro.html 
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coordinate and administer the U.S. voluntary standards process.  It did this by receiving a charter to be the 

sole authority granting the appellation American National Standard (ANS) (see footnote 1). 

 

ANSI evolved over the next fifty years.  The industry groups driving development of its standards were 

heavy manufacturing, automotive, chemical, energy, and construction.  In the early 1960s, the ICT sector 

began to standardize with the appearance of Accredited Standards Committee X3, specializing in 

computing equipment and languages.  Other groups began to engage in ICT standardization as the ICT 

arena grew.  These groups included the Institute of Electrical and Electronics Engineers Computer Society 

(IEEE CS), the Electronics Industry Association (now Electronics Industry Alliance), and other groups as 

their members saw a need for their expertise in creating standards. 

 

In the mid 1970's, a series of questionable practices, and a Supreme Court7 case, rocked the U.S. 

standardization arena, and Congress began to investigate the standardization activities of the private sector.  

ANSI, representing a federation of all the private sector standardization participants, rushed to correct the 

process errors that allowed the violations to occur.  It was here that the process requirements that included 

the patent policy of ANSI first began to appear.  Participants who submitted technology for standardization 

had to commit to licensing the necessary patented technology included in the standard on a Reasonable 

And Non-Discriminatory Basis (RAND).8  

 

This worked well - for a while.  

 

By the mid-1980s, however, the increasing pace of change and consequent shortened product life cycle had 

begun to affect the entire ICT industry that began to develop "anticipatory standardization."9  "In contrast to 

this historical tradition of standards sanctioning an existing well-defined product, [anticipatory] 

standards…may precede products…. Technologies can be developed in committee during the development 

of the standard, leaving the disposition of intellectual property rights uncertain."10  The use of anticipatory 

standardization was largely limited to the IEEE and to X3, the two committees most concerned with ICT 

standardization.  At about the same time, anticipatory standardization moved into the international 

                                                                 
7 American Society of Mechanical Engineers vs. Hydrolevel (1982) 

http://www.antitrustcases.com/summaries/456us556.html 
8 The lack of a clear, equitable, and easily understood definition for the term RAND is one of the major 
sticking points in ICT industry. Small companies and individuals fear gouging by big companies; large 
companies fear diminution of their IPR portfolios. 
9 The idea of anticipatory standardization was first postulated in Cargill, Carl F. Information Technology 
Standardization: Theory, Process, and Organizations, Digital Press, Bedford MA, 1989.  It identifies 
standardization that occurs prior to productization, but after proof of concept.  
10 Martin B.H. Weiss and Michael B. Spring, Selected Intellectual Property Issues in Standardization ,  
Department of Information Science, University of Pittsburgh, Pittsburgh PA 15260 September 1992 and 
presented at the Twentieth Annual Telecommunications Policy Research Conference, Solomons, MD, 
September 12-14, 1992., p1. The paper (at http://www2.sis.pitt.edu/~spring/papers/stdip1.pdf) argues 
convincingly that the nature of anticipatory standards has an impact on the nature of IPR in standardization. 
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standardization arena when the International Organization for Standardization (ISO) and the International 

Electrotechnical Commission (IEC) created Joint Technical Committee 1 (JTC1).  JTC1 quickly began to 

work on the creation of an all encompassing data interchange standardization effort called Open Systems 

Interconnect (OSI), which attracted the interest and participation of the International Consultative 

Committee on Telephony and Telegraphy (CCITT) of the International Telecommunication Union, hence 

merging Information Technology and Telecommunications.  

 

All three organizations (based in Switzerland) had similar patent policies - that is, reasonable and non-

discriminatory licensing of patents if the patent was used in a standard, and a commitment to disclose the 

patent sometime during the standardization process.  These policies reflected the way that things were done 

in other areas of the industry (a carry-over from other industries) and did not take into consideration the 

rich intellectual property environment of the ICT arena.  This is not surprising; the administrators of these 

SDOs were not lawyers (except in rare instances).  Additionally, the participants in the committees were 

engineers, and they were creating - in committee - interfaces that would allow their computers to 

communicate. 

 

With the advent of anticipatory standardization and the addition of the more complex processes, the work 

in the formal organizations began to slow down. By 1989, the average time to develop a standard in an 

SDO (depending upon the amount of controversy surrounding it) seems to have been between four and six 

years.  This was unacceptable to the ICT community and, unknown to the SDOs or to the people that 

populated them, a search for alternatives began. 

 

As a result of this market failure (which is about the only way that it can be described), the SDOs came 

face to face with a threat larger than that of patent policies or anticipatory standardization. By the early 

1990s, consortia (alliances of like minded companies) were beginning to appear in number. What is worse, 

the consortia were pulling resources from the SDOs in the ICT arena. The SDOs had failed in their 

appreciation of the demands of the market. With the creation of complex processes meant to protect the 

SDO and the SDO members from lawsuit, they had missed the demands of the market for increased speed 

so that vendor solutions could be deployed.  In a 1994 meeting of the Technology Policy Working Group of 

the U.S. Federal Government, Dr. Lewis Branscomb, Harvard University and former Director of the 

National Bureau of Standards, stated "When the consortium succeeds in obtaining de facto acceptance of 

their interfaces and protocols, they may well bypass the formal standard development organizations.  In 

fact, I think that is precisely their intent.  Some consortia regard their task is to accelerate the process for an 

ultimate formal standard by getting all the producers together, saying: 'Okay, we all agree on such and 

such.  We are not going to have years and years of wangling among competitors.  The problem now is for 
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the formal standards body to get representatives and users to sit down with us and see what we have to do 

to get them to accept what we have already agreed to.'"11 

 

The basis of the Current IPR Problem 

 

The consortia, in their efforts to create specifications, took some liberties with the SDO processes - the 

greatest one of which is that they were "pay to play" organizations.  Unlike SDOs, which charged only a 

minimal fee to participate, consortia charged substantial fees, usually in the $10,000 to $50,000 range, with 

some having fees in excess of $1 million.  The organizations - often U.S. based - were usually chartered 

under the National Cooperative Research and Production Act of 1993 (or predecessor acts), and did not 

develop standards - they merely developed "open specifications."  The market accepted these 

specifications, and consortia continue to be founded today at a rate not too dissimilar to the original rate. 

On the other hand, consortia didn't especially change the patent policies of the SDOs, borrowing from the 

SDOs because they seemed to work.  Again, most consortia had lawyers either on retainer or on staff - but 

the drivers of the agreements were usually business or marketing people who were trying to speed up a 

process that they believed was too slow. Negotiation of a new and comprehensive set of patent rules was 

difficult; alone among the organizations engaged in standardization, the European Telecommunications 

Standards Institute (ETSI) attempted something different. "At its inception in 1988/89, ETSI insisted that it 

was born into a 'new environment of European standardization' [Tuckett, 1993] in which emerging 

standards would be 'littered with IPRs'. Although the fledgling institute later estimated that the IPR-

problem would only involve about 2% of its standards work [ETSI document, 1994], the perception that the 

danger had ceased to be an academic problem encouraged it to seek new measures to tackle the eventuality. 

Alas, it was not alone in this prognosis in the late 1980s and early 1990s. International voluntary SDOs like 

the former CCITT [now ITU-T] also recognized but ‘avoided the temptation’ of defining procedures to 

address the potentially damaging IPR problem." 12 

 

By 1995, consortia also implemented another fundamental change - that of rejecting, for the most past, 

anticipatory standardization.  The inability of even like -minded companies to agree upon an interface 

specification that was amenable to interoperable implementations was becoming too difficult; many of the 

consortia were moving to standardization of "existing practice".   This methodology required that a 

company or organization submit its existing technical specifications to a standardization organization for 

standardization. For the most part, the specification was reviewed and the pieces that required that some 

pre-existing proprietary software were removed. If the specification survived this cleansing, it was then 

                                                                 
11 Technology Policy Working Group, Minutes of the July 28, 1994, Meeting, available at 
http://nii.nist.gov/cat/tp/t940728.html 
12 Iversen, Eric J.  Standardization And Intellectual Property Rights: ETSI’s Controversial Search For New 
IPR-Procedures, proceeding of the 1999 SIIT conference, Aachen, Germany, available at http://www-
i4.informatik.rwth-aachen.de/~jakobs/siit99/proceedings/ 
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forwarded for standardization to whatever authorizing activity there was.  The ultimate authorization, of 

course, was the take up of the technology by the market. 

 

The method described above - "standardization of existing practice" - began to put strains on the IPR 

policies of the SSOs. Because there had never been adequate consideration given to software patentability, 

to software copyright issues, to the idea that software was mingled in many specifications, and to the nature 

of reusable software, the whole Internet/World Wide Web experience caught many ICT standardization 

organizations by surprise. The need for interface standardization had never been greater, yet there were 

severe problems with differentiating between the interface specification and the implementation.  Finally, 

there were two more points of confusion. The first issue was the FTC vs. Dell hearings, which cast a pall on 

participation. Since it was not initially, and immediately, clear what "having knowledge of IPR" meant to 

the average engineering participant, there was a good deal of hesitancy on how to deal with the issue. Good 

intentions - which had been adequate in the past - were now possibly suspect. It also raised a spectre that 

some companies were not participating in the standards process with fair and clear intent, but rather had the 

goal of gaming the system to influence the market outcome of the process. Simultaneously with the Dell 

decision came the realization that the old style of standardization, in which a self selecting group of 

companies (either in SDOs or in consortia) would decide on the technical direction of the industry, was 

failing under the attack of the manifold interests of the World Wide Web (WWW). 

 

Both of these problems were significant to the SSOs. The first meant that, until the implications of Dell 

were known, there was a degree of hesitancy on the part of organizations to participate. Additionally, the 

Dell decision put SSOs on the radar scopes of many corporate lawyers for the first time, and the resulting 

review of SSO IPR policies - both SDO and consortia - demonstrated how weak these IPR policies were. 

Secondly, the fact that there were now tens of thousands of players involved in the development of 

software for the Web and web applications meant that there were now large numbers of new participants 

aware of IPR considerations.  Many of these individuals did not participate in any SSO, and were not 

bound by the conventions and rules of the SSOs. This meant that they did not have to disclose IPR 

ownership prior to the standard being published and implemented, so that implementing any standard or 

specifications now became riskier. 

  

The weak and inconsistent IPR policies of the SSOs resulted in another complication.  Where the SSO IPR 

policy was silent on an issue, the default was usually to either invoke the laws of the nation in which the 

SSO was incorporated or the laws of the nation of the SSO member at issue. An examination of national 

laws on IPR - especially software patent and copyright issues - shows a divergence that is just large enough 

to cause inconsistent results. Finally, the nature of Internet or Web standardization requires that results of 
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one SSO be usable by another SSO.13  If the IPR regimes of the SSOs don't match (and they don't) and the 

IPR laws of the various nations don't match, you have a recipe for maximum confusion when complex 

systems standards are invoked. And, unfortunately, that is exactly where we are today. 

 

A POSSIBLE SOLUTION 

 

The basis of the solution depends upon the acceptance of the idea that "…standards…are impure public 

goods. These [impure public goods] combine aspects of both public and private goods. Although they serve 

a private function, there are also public benefits associated with them. Impure public goods may be 

produced and distributed in the market or collectively through government. How they are produced is a 

societal choice of significant consequence. [Emphasis added]”14 

 

If this statement is accepted, then the efficient functioning of standardization is a matter of public and 

private interest - and government intervention is acceptable (and possibly necessary) when the private 

sector fails.  There is little to indicate that the SSOs are making an effort to confront this problem in a 

manner that is acceptable to the market - the users, providers, and other concerned parties.  

 

Criteria are needed to define an ideal SSO IPR policy framework requiring an SSO to address the key 

issues arising today such as required licensing terms (e.g. RAND and/or RF), IPR disclosure requirements 

and correlating timelines, and governing law.   

 

SSOs also need incentives to use a required framework in their own efforts to create IPR policies.  Once a 

required framework for an SSO IPR policy is defined, it would be possible to move this framework to the 

WTO for consideration as part of the WTO's definition of what constitutes a legitimate SSO IPR policy and 

standardization organization. 

 

Today's variegated IPR regime is the legacy of a flawed evolutionary process that represents a real and true 

barrier to standardization.  Ambiguity or conflict amongst SSO IPR policies will paralyze the 

standardization process.  Unless some method can be found to create a required framework for SSO IPR 

policies, there can and will be little progress made in creating a fully functional environment.  The lack of a 

standard - whether it is for IPR, or technology - serves only those who would keep information, and the 

ability to manage one's own information, under proprietary control. 

 

                                                                 
13 For example, if a wireless Web specification is being developed, it might be reasonable to assume that 
the IETF, W3C, ITU, ETSI, ISO, IEC, the Open GIS Consortium, and the WAP Forum would be involved. 
14 U.S. Congress, Office of Technology Assessment, Global Standards: Building Blocks for the Future, 
TCT-512 (Washington, D.C.: U.S. Government Printing Office, March 1992), p. 14, footnote 23    
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My name is Don Deutsch. I am Vice President for Standards Strategy and 

Architecture at Oracle Corporation.  Oracle appreciates the opportunity to provide 

comments in connection with the hearings on “Competition and Intellectual Property 

Law and Policy in the Knowledge-Based Economy” jointly sponsored by the Federal 

Trade Commission (FTC) and the Department of Justice (DOJ). 

       

 Oracle, an independent software vendor with headquarters in Redwood 

Shores California, is committed to and dependent on standards.  We are submitting 

these comments to support and clarify my statements at the panel on Intellectual 

Property Strategies in Standards Activities on the morning of April 18, 2002.  On 

behalf of Oracle Corporation, I thank the FTC and DOJ for holding hearings on this 

important topic.   

 

 Standards setting practices, especially in the Information Technology (IT) 

arena, have served the industry and the economy well in the past and continue to 

evolve.  Oracle welcomes this exchange of opinions on the appropriate practices for 
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standards and intellectual property.  Because of the diversity of opinions and rapid 

evolution of practices, we believe it is premature to engage in policy making at this 

time.  In the spirit of the exploratory nature to these hearings, I offer the following 

thoughts for consideration in this debate.  Appreciating that a significant volume of 

detailed explanation pertaining to standard setting organizations and intellectual 

property will be received during this hearing, my comments are brief in an effort to 

focus attention on a few important points.   

 

 

I. General Considerations Regarding Standard Setting 

 

Standard setting involves a potentially infinite variety of considerations in a 

variety of situations, and therefore does not lend itself to strict rules.  Despite this 

diversity, I believe there are some common needs in standard setting that are driven 

by business reality and which therefore are necessary to successful standard setting 

activities.  Two of these are: Open Participation, and Transparency. 

 

A. Open Participation 

  

Standards deal with things that competitors are willing to agree on for their 

mutual benefit of growing the size of the market.  Companies reserve other 

areas, which are not the subject of standardization, to differentiate their products 

and provide the basis for competition.  In order to achieve broad acceptance of 

standards and the resulting largest possible market, it is important to include 

ALL stake holders in the standards development process.  That means that 

small as well as large players from all technical/philosophical camps should be 

able to participate as equals.  Indeed, history has repeatedly shown that 

attempts to seek competitive advantage through standardization by precluding 

major stake holders result in failure; the ignored constituency merely opens a 
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competing standards effort that confuses the market and ensures that there is 

more than one “standard” option.  

 

B. Transparency 

 

It goes without saying that the final result of a standard setting activity must 

be available to all participants.  This transparency is also necessary with respect 

to the rights and obligations of the parties, the process to be followed to develop 

the standard, the identity of all participants in the effort, and the sometimes 

evolving objective of the standard setting activity.   

 

Far too often, standard setting consortia, special interest groups or whatever 

other term may be given to informal standard setting activities, are characterized 

by private deals among a subset of the participants.  The result is the rather 

bizarre situation of a standard setting activity characterized by decidedly non-

standard agreements.  While many criticize the de jure standard setting process 

as too slow and cumbersome, it has the distinct benefit of transparency.  

Successful standard setting requires not only development of the standard, but 

also its adoption, and, all else being equal, lack of clarity with respect to the 

process or the rights and obligations of the participants is certain to impede the 

development or adoption of the standard. 

  

II.   Patent Licensing and Disclosure Obligations 

 

Patent licensing obligations have become one of the most hotly contested 

issues in standard setting bodies.  There is no simple solution to this problem.  

Indeed, there may be situations where it is best to adopt a standard that includes 

patented technology.  Often, however, this is not the case. 
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A. Scope  

 

Often forgotten in the debate over patent licensing obligations is the 

actual scope of the obligation.  When the scope of the licensing obligation is 

limited to patents that are essential to compliance with the standard  the 

obligation is immediately limited.  This is so because standards by definition 

have limited scope.  As a practical matter, a standard that specifies too 

much is unlikely to be adopted because it requires agreement on so much 

more than a standard that has more limited scope.  Also, in the highly 

innovative area of information technology, such a standard is unlikely to have 

any lasting power as the technology changes so rapidly. 

   

Many contend that mandatory royalty free licensing of patents (or claims 

thereof) that are essential to complying with a standard strips a company of 

its intellectual property and therefore discourages companies to either 

innovate or engage in the standard setting process.  While this may on 

occasion be true, it is generally the exception instead of the rule.  Typically, 

when a company engages in development of a technology that is proposed 

as a standard it does not limit itself merely to development of the essential 

technical elements required for compliance with the standard.  Instead, the 

standard is a component of other work in the area.   

 

A requirement that essential patent rights be licensed if that company 

contributes its work to a standards development effort therefore requires 

licensing of a relatively “thin” piece of technology.  Only the patent claims, if 

any, that are essential to compliance with the specification must be licensed; 

other uses can be precluded.  The underlying technology that is not “essential 

to compliance” can be maintained as proprietary, allowing the contributor to 

compete based on its non-essential implementation capabilities. 
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B. Disclosure 

 

The debate on patent disclosure tends to be as fierce as the debate 

on patent licensing because the two in theory act as substitutes.  In other 

words, a stated obligation to license avoids the need to disclose, while 

compliance with disclosure avoids the need to license.  In reality, addressing 

disclosure obligations requires that a line be drawn somewhere along the 

following continuum of participation in standard setting activities. 

   

• Primary Contributor - At one end is the contributor that 

develops a specification and seeks to have it adopted as a 

standard.   

• Other Contributor - Moving along the continuum is the 

contributor that makes less significant contributions or 

suggestions.   

• Participant - Further down the continuum is the participant that 

regularly receives information as to the standard but who 

provides little or no input.   

• Passive Member - Standards bodies, consortia or de jure 

organizations that develop specifications for multiple 

standards are likely to have members who have no 

involvement in or knowledge of a particular specification.   

• Non-Member - At the far end of the continuum is the complete 

outsider who may hold essential patent rights.  The most 

stringent disclosure obligations on participants, or even on 

non-participating members of a consortium that sets a variety 

of standards, will not eliminate the risk of patents being held by 

non-participating, or non-member, organizations. 
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The objections to disclosure focus on two issues.  First is the 

potentially burdensome nature of disclosure for companies with large patent 

portfolios.  Searching and analyzing a large portfolio is argued by some to be 

prohibitively burdensome.  If forced to search and analyze their portfolios, 

many large companies will simply not participate in standard setting.  The 

second objection relates to the disclosure of pending patent applications, 

which are secret in all countries for at least 18 months, and in the U.S. 

potentially until the patent issues.  Also, the changing nature of a patent 

application makes an analysis as to whether there are claims that may cover 

the standard even more difficult. 

 

These objections can certainly be legitimate in certain cases.  

However, the problem can be put in perspective by focusing on the situation 

where disclosure of patent rights to contributions that are necessary to 

compliance with the specification is required.  When the disclosure 

obligation is triggered by a contribution to the standard setting activity, 

extensive searching of a patent portfolio and the accompanying analysis are 

not required.  This is so because the technology has been identified.  

Moreover, when a decision is made in a company to contribute certain 

technology to a standard setting activity the required analysis is largely a 

business decision and management can decide if that technology can be 

licensed, irrespective of the existence of patent rights, and if so, on what 

terms, or if it should be kept proprietary. 

 

This analysis can be extended to standard setting activities that are 

not limited to cases where any given company’s contribution can be easily 

identified.  For example, some organizations do not distinguish between 

contributors and other participants.  Extending the disclosure obligations 

from contributors to participants and passive members makes the above-

described business analysis increasingly difficult (but not impossible), 
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because the technology is not as well defined and the burden for tracking the 

standards development activity is greater. 

 

III. The IT Industry Benefits from Standards and Lack of Regulation 

 

Since its inception in the middle of the last century, the IT industry has 

operated with relatively little governmental regulation.  This freedom has provided a 

net benefit to consumers, and nourished an industry sector that is dominated by 

U.S. domiciled companies.  Standards have proliferated in this environment.  The 

standards setting system has been able to meet market needs including 

government regulatory and procurement requirements. 

   

A central element of all of this activity has been the decision making power of 

the IT industry and its customers through the marketplace where standards are 

embraced or ignored.  Within this environment, the technology has moved from 

centralized mainframes, to desktop computing to Internet computing. Small 

companies have grown to be industry leaders while formerly large companies have 

vanished.  Indeed it is illustrative that in this environment, a then small, start-up 

company collaborated with companies many times its size to develop in 1986 the 

first standard for the Structured Query Language (SQL) used in relational 

databases; that company, Oracle, is today the second largest software company in 

the world with $11 billion of annual revenues.    The fact that all of this has occurred 

with minimal governmental intervention should indicate caution in any policy making. 

 

I recognize that disputes regarding standard setting activities have of course 

arisen over the years.  However, having been involved in standard setting for over 

25 years, I would caution against drawing conclusions to support policy making from 

anecdotal evidence.    Although unfortunate situations may arise in certain standard 

setting activities, this does not necessarily indicate the existence of a systemic 

problem.   
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IV. Summary 

 

The IT industry has grown and thrived in a vibrant and unfettered 

standardization environment with little government intervention.  This has resulted in 

benefits to customers as well as the U.S. dominated world-wide IT industry.   

 

Standardization topics and activities are increasingly diverse and therefore 

not amenable to strict rules; nevertheless, some characteristics are common to 

successful standard setting activities.  Open participation and transparency ensures 

that all interested parties are welcome and participate on an equal basis.  

  

Limiting the scope of the patent licensing obligations to only those essential 

for compliance with the standard reduces the potential impact on those with 

intellectual property and enables product differentiation and marketplace 

competition.  Disclosure obligations can be defined to limit the burden on patent 

holders while at the same time protecting the interests of all participants in the 

standards process. 

 

 Thank you for the opportunity to submit these comments.  Oracle is willing to 

provide any additional information that you may require in discussing the policy 

issues surrounding standards setting and intellectual property. 
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STANDARD-SETTING
Ernest Gellhorn

Professor Law, George Mason University

1. Introduction

a. standard-setting is Janus-faced: it may both benefit and impede effective
competition; the antitrust issue is whether adoption of standards and their
implementation are being used to exclude competitors

b. conflicting antitrust rules:  private approval of standards is measured under
rule of reason (i.e., whether likely competitive effects outweigh benefits);
while the application of standards after adoption as codes by government is
reviewed under Noerr (i.e., does the injury result from private conduct or is
it due to a “petition” for government action?); as applied in the circuit
courts, Noerr often immunizes standard-setting controlled by incumbent
industries from effective antitrust scrutiny (private challengers often are
newcomers without data and resources; government agencies reluctant to
challenge exclusionary practices where success unlikely under current law)

2. Economic Issues

a. efficiency enhancing:  standard-setting “on the merits” can be efficiency
enhancing and can provide major support for innovation and market
competition: by providing an agreed-upon “base” or by ensuring product
quality, it increases output and the  number of rivals, fosters innovation,
reduces price, etc.

b. exclusionary effect:  but if misused, standard-setting can block entry and
increase costs by excluding new innovative products and services,
especially if incorporated in governmental codes; see Robert Bork, The
Antitrust Paradox ch. 18 (1978) (“predation by abuse of governmental
procedures . . . presents an increasingly dangerous threat to competition”)
i. government is the largest purchaser in the economy and standards

often affect its purchases (e.g., highway storm drainage -- Europe
uses almost entirely polyethylene pipe; U.S. uses principally
concrete pipe because primary standard-setting groups have not
certified plastic pipe with resulting substantial overcharge in billion
dollar annual market)

ii.. the effect of standards is equally significant in private sector (e.g.,
steel conduit for electrical wiring versus PVC electrical conduits; a
long-term battle where codes barred use of cheaper plastic products)
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c. government adoption of private codes can play a critical role in their effect
on competition

3. Exclusion by Standard-Setting

a. common occurrence: standards can and are often used to exclude
newcomers and and block innovation of rivals, see 1983 FTC Staff Report,
Standards and Certification; see also 1996 FTC Staff Report, Competition
Policy in the New High-Tech Global Market Place

b. exclusionary impact enhanced by government adoption of codes: “cartels”
imposed by law are durable and difficult to dislodge

c. exclusion by express and covert agreements or self-interested strategic
action: while express agreements may occur, misuse of the standard-setting
process generally is more subtle; typically the exclusion is achieved by
nonpublic cooperation/coordination among incumbent producers (often
through their trade associations) even though the decision by the standard-
setting organization may appear to be an objective, merits-based analysis of
the proposed standard by a neutral group; industry participation is justified
because of its experience and expertise; disputes among industry
insiders/outsiders often clouded because there invariably is some basis for
challenging new products or services on the merits and experts often
disagree

d. inherent vice of consensus standards where industry members participate as
voting or committee members: standard-setting groups generally rely on a
“consensus” process whereby adoption requires a supramajority and no
written “negatives”; this process is justified as necessary to ensure that
changes reflect good science validated by experience; under the consensus
process, industry representatives typically are not limited to outside
presentations but rather participate as voting members of the standard-
setting body or of its committees and subcommittees; competitors thus in
fact can manipulate the process by controlling the information provided
and by massing votes or individual “nonacquiescence”; so-called “balanced
committee” protections often are overcome by supramajority requirements,
by allowing industry members to dominate committees from which all
changes must emanate, and by permitting individual “negatives” (even
from competing industry representatives) to delay the decision by sending
the matter back once again for reconsideration – although each of these
requirements can be justified if not available to competitors (or their
agents)
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4. Primary Legal rules

a. Adoption of Standards:  Allied Tube & Conduit Corp. v. Indian Head, Inc.,
486 U.S. 492 (1988)(packing of meetings of National Fire Protection
Association, a private association, by producers of steel conduit to vote
against inclusion of a rival’s plastic conduit product as an approved
product in model fire code)
i. standards do not constitute illegal concerted refusals to deal if

“based on the merits of objective expert judgments through
procedures that prevent the standard-setting process from being
biased by members with economic interests in stifling competition”
(486 U.S. at 501)

ii. damages award upheld because privately developed standard caused
independent market place harm by stigmatizing the product as
unsafe and unacceptable; however, the Court suggested that Noerr
otherwise would have immunized damages caused by government
implementation of standard

b. Implementation of Standards: Sessions Tank Liners, Inc. v. Joor Mfg, Inc.,
17 F.3d 295 (9th Cir. 1994) (defendant’s participation and “deliberate
misrepresentations” in voting on exclusion of a competitor’s product in
standard adopted by the Western Fire Chiefs Assn did not result in antitrust
liability because standard did not create public stigma and cause
competitor’s exclusion; damages not recoverable because injury caused by
the adoption of the Western Fire Chiefs’ Association’s standard in state fire
codes and thus it was within Noerr)
i. the court’s primary rationale was that Noerr does not permit judicial

deconstruction of decision-makers’ actions to determine  whether
plaintiff’s injuries were the result of an “intervening cause”

ii. Noerr immunity applies “[b]ecause the only anticompetitive injuries
that Sessions [the plaintiff] complains of are the direct result of
governmental action”  (17 F.3d at 301)

5. Critique

a. Noerr immunity, as interpreted in Indian Head, applies to the process by
which the government is persuaded to adopt the code provision -- and even
then there is a “sham” exception, see Professional Real Estate Investors,
Inc. v. Columbia Pictures, Industries, 508 U.S. 49 (1993)(Pre)

b. Noerr should not be expanded, as the 9th Circuit did in Joor Mfg, to cover
private conduct which caused the private standard-setting body to adopt the
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proposed standard; the better view is reflected in In re Brand Name
Prescription Drugs Antitrust Litigation, 186 F.3d 781, 789 (7th Cir.
1999)(Noerr immunity applies when the anticompetitive effect is the
consequence of government action, not when it is the means of obtaining
it) 

c. Thus, an abuse of the standard-setting process by private entities (whether
through packed meetings, as in Indian Head, or “deliberate
misrepresentations,” as in Joor Mfg) which has the effect of excluding
rivals should be condemned under usual rule of reason standards applicable
to concerted refusals to deal

6. Recommendations
a. FTC and DOJ should police and prosecute private actions excluding rivals

through abuse of standard-setting process: enforcement resources should be
focused on abuses of the standard-setting process by private parties which
adversely affect entry and competition; this program should extend beyond
gross abuses (such as packed meetings or deliberate misrepresentations)
and include self-interested actions by industry representatives to control the
agenda or the decision-making process; once the plaintiff establishes the
likelihood of abuse of position, the defendant should have the burden of
showing that no such abuse occurred (or perhaps that the objections were
based on sound science or engineering, cf. PRE (application of objective
standards for evaluating allegedly sham litigation))

b. rulemaking or adjudication by FTC to challenge consensus processes used
by standard-setting organizations that are readily subject to abuse; the rule
should prohibit voting or direct participation as nonvoting members by
economically interested industry participants; substantive rulemaking as
authorized by 15 U.S.C. 46(g), see National Petroleum Refiners’ Assn v.
FTC, 482 F.2d 672 (D.C. Cir. 1973), which follows APA notice-and-
comment procedures per 5 U.S.C. sec. 553, would be the more efficient
and fair method for establishing such a rule because the rule would have
the force of law, the process would allow standard-setting organizations to
comment on the rule which would have prospective effect only, and the
FTC’s rule would be reviewed under the deferential test applied under
Chevron step two since the statute is “silent or ambiguous with respect to
the specific issue,” see Chevron U.S.A., Inc. v. NRDC, 467 U.S. 837
(1984); in particular, the rule should make clear that it is an antitrust
violation for an interested industry participant to control the agenda or
decision-making process

c. reinterpret Noerr’s protection for petitions to government as being limited
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to the subsequent presentation of the proposed standard to government for
adoption as a legally enforceable code or as a standard to be used by the
government itself, and reject the interpretation in Joor Mfg that
presentation of the petition breaks the chain of causation of the plaintiff’s
injuries; at a minimum, expand the “sham exception” to Noerr as
encompassing tainted standards (at least where, as in Joor Mfg, the private
party promoted the defective standard to government agencies knowing
that it was based on deliberate falsehoods or a corrupted process); under
this proposed interpretation, Noerr immunity would not attach to
anticompetitive conduct used to persuade the private standard-setting
organization to adopt the tainted standard; i.e., it is the “Greenbook” in
Southern California and the “Orangebook” in Washoe County Nevada --
both published by private standard setting entities -- that result in the
exclusion of products and services not approved in those standards, not the
fact that government agencies made the purchase decision; government
agency reliance on the private standard is not protected “petitioning” under
Noerr
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Intellectual Property Rights and Standard Setting Organizations1 

Mark A. Lemley2 

 

“Without standardization there wouldn’t be a modern economy.”3 

 The standard economic theory of intellectual property is well known.  Intellectual 

creations are public goods, much easier and cheaper to copy than they are to produce in the 

first place.  Absent some form of exclusive right over inventions, no one (or not enough 

people) will bother to innovate.  Intellectual property rights are thus a "solution" to the public 

goods problem because they privatize the public good, and therefore give potential inventors 

an incentive to engage in research and development. 4 

 In the real world, things aren't so simple.  People innovate for lots of reasons, and in 

many industries the existence of intellectual property rights doesn't appear to be chief among 

them. 5  Intellectual property rights have different impact on different industries, depending 

on the nature and cost of innovation, the maturity of the industry, and the relationship 

                                                 
1   © 2002 Mark A. Lemley. 
 
2   Professor of Law, University of California at Berkeley (Boalt Hall); of counsel, Keker & Van Nest, San 
Francisco, California.  Thanks to Oracle and ANSI for a generous grant supporting this project; to Bob 
Glushko, Amy Marasco, Rob Merges, Janice Mueller and Phil Weiser and participants at the 
Telecommunications Policy Research Conference and the Berkeley Patent System Reform conference for 
comments on an earlier draft; to Colleen Chien and Ryan Garcia for research assistance; to Robert Barr and 
Howard Skaist for helpful discussions; and to the Open Group, Sun Microsystems, Erv Basinski and Carl 
Cargill for helping me navigate the morass of standard-setting organizations in computer networking.  Any 
mistakes in the article are entirely their fault, and frankly I’m astonished they didn’t catch the errors. 
 
3   James Surowiecki, Turn of the Century,  Wired, Jan. 2002, at 85. 
 
4   For a discussion of the standard theory, see Mark A. Lemley, The Economics of Improvement in Intellectual 
Property Law, 75 Tex. L. Rev.  989 (1997). 
 
5   See, e.g., Richard C. Levin et al, Appropriating the Returns from Industrial Research and Development,  
1987 BROOKINGS PAPERS ON ECON. ACTIVITY 783; Wesley M. Cohen, et al.,  Appropriability Conditions and 
Why Firms Patent and Why They Do Not in the American Manufacturing Sector , presented at the Stanford 
Workshop on Intellectual Property and Industry Competitive Standards, Stanford Law School, April 17 -18, 
1998. 
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between patentable inventions and marketable products.6  These different characteristics, 

coupled with uncertainty about how much incentive intellectual property rights actually give, 

have led to vigorous debates about the wisdom of intellectual property rights in particular 

contexts, notably software and electronic commerce. 7 

 The role of intellectual property is not just a matter of law, however, or even of 

private licensing deals.  There is another sort of organization that mediates between 

intellectual property owners and users.  Standard-setting organizations (SSOs) are industry 

groups that set common standards in a variety of significant areas.  Telephones talk to each 

other, the Internet works, and hair dryers plug into electrical sockets because private groups 

have set “interface” standards allowing products made by different manufacturers to be 

compatible.  In such interface standards, it is important that different companies be able to 

make products that comply with the standard.  But SSOs increasingly encounter situations in 

which one or more companies claim to own proprietary rights that cover a proposed industry 

standard.8  The industry cannot adopt the standard without the permission of the intellectual 

property owner (or owners).   

 How SSOs respond to those who assert intellectual property rights is critically 

important.  Whether or not private companies retain intellectual property rights in group 

standards will determine whether a standard is "open" or "closed."  It will determine who can 

                                                                                                                                                       
 
6   For an empirical demonstration of this, see John R. Allison & Mark A. Lemley, The Growing Complexity of 
the U.S. Patent System, __ B.U. L. Rev. __ (forthcoming 2002) (patents are extremely heterogeneous across 
industries); Levin et al, supra note __, at __; Cohen et al., supra note __, at __. 
 
7   See, e.g., Julie E. Cohen & Mark A. Lemley, Patent Scope and Innovation in the Software Industry, 89 Calif. 
L. Rev. 1 (2001); Pamela Samuelson et al., A Manifesto Concerning the Legal Protection of Computer 
Programs, 94 Colum. L. Rev. 2431 (1994). 
 
8   See, e.g., Ken Krechmer, Communications Standards and Patent Rights: Conflict or Coordination? [draft at 
2] (working paper 2000) (“The cost of patent rights for communications products is expanding . . . patent 
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sell compliant products, and it may well influence whether the standard adopted in the 

market is one chosen by a group or one offered by a single company.  It may also influence 

the incentives to develop new technologies in those fields.  SSO rules governing intellectual 

property rights will also affect how standards change as technology improves.  To give just 

one example, the Internet runs on a set of open, non-proprietary protocols in large part 

because the Internet Engineering Task Force (IETF), the SSO that controls the TCP and IP 

protocols, had a long-standing policy that it would not adopt proprietary standards.  That 

policy has now changed, and the World Wide Web Consortium (W3C) also recently 

considering changing its policy to permit proprietary Web standards, prompting a firestorm 

of criticism.9  It remains to be seen whether the open nature of the Internet will survive this 

shift to proprietary standards.10  But in any event, the magnitude of the stakes should be 

clear.  Whether interface standards are open to closed depends in large part on the rules 

standard-setting organizations adopt and how those rules are enforced.  

 Given the importance of SSO rules governing intellectual property rights, there has 

been surprisingly little treatment of SSO intellectual property rules in the legal literature.11  

                                                                                                                                                       
claims and charges are rising, and negotiations over such matters often create delays in communications 
standards development worldwide.”). 
 
9   See, e.g.,  Janice Mueller, Patent Misuse Through the Capture of Industry Standards , 17 Berkeley Tech. L.J.  
__, [draft at 5-6] (forthcoming 2002) (describing this debate); Wade Roush, Web Tolls Ahead?, Innovation 20 
(Jan/Feb. 2002).  At this writing, the W3C appeared likely to adhere to its royalty-free patent licensing policy.  
See Margaret Kane, W3C Retreats From Royalty Policy, News.com, Feb. 26, 2002, http://news.com.com/2100-
1023-845023.html 
 
10   For an argument that the Net is moving in this direction, see Lawrence Lessig, The Future of Ideas: The 
Fate of the Commons in a Connected World (2001). 
 
11 The literature on antitrust and standard-setting organizations is voluminous, but most of it considers issues 
unrelated to intellectual property.  Among the better sources are James J. Anton & Dennis A. Yao, Standard-
Setting Consortia, Antitrust, and High-Technology Industries , 64 Antitrust L.J.  247, 248, 262-63 (1995); Mark 
A. Lemley, Antitrust and the Internet Standardization Problem , 28 Conn. L. Rev. 1041 (1996); Sean P. Gates, 
Standards, Innovation, and Antitrust: Integrating Innovation Concerns Into the Analysis of Collaborative 
Standard Setting, 47 Emory L.J. 583 (1998); H.S. Gerla, Federal Antitrust Law and Trade and Professional 
Association Standards and Certification , 19 U. Dayton L. Rev. 471 (1994); Philip J. Weiser, Internet 
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My aim in this article is to fill that void.  To do so, I have studied the intellectual property 

policies of dozens of SSOs, primarily but not exclusively in the computer networking and 

telecommunications industries.  This is no accident; interface standards are much more 

prevalent in those industries than in other fields.  In Part I, I provide some background on 

SSOs themselves, and discuss the value of group standard setting in network markets.  In 

Part II, I discuss my empirical research, which demonstrates a remarkable diversity among 

SSOs even within a given industry in how they treat intellectual property.  In Part III, I 

analyze a host of unresolved contract and intellectual property law issues relating to the 

applicability and enforcement of such intellectual property policies.  In Part IV, I consider 

the constraints the antitrust laws place on SSOs in general, and on their adoption of 

intellectual property policies in particular.  Part V offers a theory of SSO intellectual 

property rules as a sort of messy private ordering, allowing companies to bargain in the 

shadow of patent law in those industries in which it is most important that they do so. 

                                                                                                                                                       
Governance, Standard Setting, and Self-Regulation, 28 N. Ky. L. Rev. 822 (2001); David Teece, Information 
Sharing, Innovation, and Antitrust, 62 Antitrust L.J. 465 (1994); Jack E. Brown, Technology Joint Ventures to 
Set Standards or Define Interfaces, 61 Antitrust L.J. 921 (1993); HoI & Badger, The Antitrust Challenge to 
Non-Profit Certification Organizations:  Conflicts of Interest and a Practical Rule of Reason Approach to 
Certification Programs as Industry-Wide Builders of Competition and Efficiency , 60 Wash. U.L.Q. 357 (1982) 
(endorsing fact -specific rule of reason approach); Thomas A. Piraino, Jr., The Antitrust Analysis of Network 
Joint Ventures , 47 Hastings L.J. 5 (1995); Thomas M. Jorde & David J. Teece, Rule of Reason Analysis of 
Horizontal Arrangements:  Agreements Designed to Advance Innovation and Commercialize Technology, 61 
Antitrust L.J.  579 (1993); Mark Shurmer & Gary Lea, Telecommunications Standardization and Intellectual 
Property Rights: A Fundamental Dilemma?, in Standards Policy for Information Infrastructure  378 (Kahin 
& Abbate eds. 1995).   

There have been a few recent articles that tackle the problem of SSOs and intellectual property rights.  
Good work to date on intellectual property policies of standard setting organizations includes Janice Mueller, 
Patenting Industry Standards, 34 J. Marshall L. Rev.  897 (2001); Carl Shapiro, Navigating the Patent Thicket: 
Cross Licensing, Patent Pools, and Standard Setting, in Innovation Policy an d the Economy (Adam Jaffe, 
Joshua Lerner, and Scott Stern, eds., National Bureau of Economics, 2001); Michael J. Schallop, The IPR 
Paradox: Leveraging Intellectual Property Rights to Encourage Interoperability in the Network Computing 
Age, 28 AIPLA Q.J. 195 (2000).  For less academic works, see Jason Kipnis, Beating the System: Abuses of 
the Standards Adoption Process,  IEEE Communications, July 2000, at 102; Robert P. Feldman, Maura L. 
Rees & Brent Townshend, The Effect of Industry Standard Setting on Patent Licensing and Enforcement, IEEE 
Communications , July 2000, at 112. 
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Finally, in Part VI I offer ideas for how the law can improve the efficiency of this private 

ordering process. 

 In the end, I hope to convince the reader of four things.  First, SSO rules governing 

intellectual property fundamentally change the way in which we must approach the study of 

intellectual property.  It is not enough to consider IP rights in a vacuum; we must consider 

them as they are actually used in practice.  And that means considering how SSO rules affect 

IP incentives in different industries.  Second, there is a remarkable diversity among SSOs in 

how they treat IP rights.  This diversity is largely accidental, and does not reflect conscious 

competition between different policies.  Third, the law is not well designed to take account 

of the modern role of SSOs.  Antitrust rules may unduly restrict SSOs even when those 

organizations are serving procompetitive ends.  And enforcement of SSO IP rules presents a 

number of important but unresolved problems of contract and intellectual property law, 

issues that will need to be resolved if SSO IP rules are to fulfill their promise of solving 

patent holdup problems.   

 My fourth conclusion is an optimistic one.  SSOs are a species of private ordering 

that may help solve one of the fundamental dilemmas of intellectual property law: the fact 

that intellectual property rights seem to promote innovation in some industries but harm 

innovation in others.  SSOs may serve to ameliorate the problems of overlapping intellectual 

property rights in those industries in which IP is most problematic for innovation, 

particularly in the semiconductor, software, and telecommunications fields.  The best thing 

the government can do is to enforce these private ordering agreements and avoid unduly 

restricting SSOs by overzealous antitrust scrutiny.  

 

I. The Nature and Importance of Standard Setting Organizations  
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 A. The Value of Standardization 

 Standards (and standard-setting organizations) come in a variety of forms.  I define a 

standard rather broadly, as any set of technical specifications which either does or is intended 

to provide a common design for a product or process.  Some standards are extremely 

complex and technical in nature.  For example, the set of applications programming 

interfaces that defines compatibility with the Microsoft Windows operating system is an 

industry standard; those who know and use the proper interfaces are compliant with the 

standard, and their products will "interoperate" with the Microsoft OS. But standards do not 

have to be so sophisticated.  Ordinary consumers use a wide variety of standardized products 

in everyday life.  In the U.S., electrical plugs and outlets are built to a particular standard for 

voltage, impedance, and plug shape.  Without this standardization, no one could stay in a 

hotel room and have any confidence that their hair dryer would work in the hotel's outlet.  

The modern economy has also standardized telephone service, computer modem 

communication protocols, automobile ignition and transmission systems, and countless other 

products. 

 As these examples attest, in many markets standardization has significant consumer 

benefits.  This is especially true in so-called "network markets," where the value of a product 

to a particular consumer is a function of how many other consumers use the same (or a 

compatible) product.12  The paradigm example is the telephone network, in which the value 

of the product is entirely driven by the number of other people on the same network.  Still 

                                                 
12   For literature on network effects, see, e.g., Mark A. Lemley & David McGowan, Legal Implications of 
Network Economic Effects, 86 Calif. L. Rev. 479 (1998); Michael Katz & Carl Shapir o, Network Externalities, 
Competition, and Compatibility, 75 Am. Econ. Rev.  424 (1985); Joseph Farrell & Garth Saloner, 
Standardization, Compatibility, and Innovation, 16 Rand J. Econ.  70 (1985); S.J. Liebowitz & Stephen E. 
Margolis, Network Externality: An Uncommon Tragedy,  8 J. Econ. Persp.  133 (1994). 
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other products -- like computer operating systems -- have some intrinsic value regardless of 

how many people use them, but gain value as more and more consumers adopt them.  In 

these industries, consumers benefit from standardization not only because they can reliably 

use their product in a remote location, but also because they can exchange information with 

others who use the same standard.  Further, markets for complementary products will often 

gear their production to work with a product that is an industry standard, rather than a 

product that has only a small market share.  For example, software vendors are more likely t o 

write computer applications programs compatible with Microsoft's operating system than 

with other operating systems, because there are more consumers for such a product.  This in 

turn reinforces the desire of consumers to buy the product everyone else buys, a phenomenon 

known as "tipping."13 

 In network markets, then, standardization may well be inevitable, and certainly 

carries substantial consumer benefits.  Even in non-network markets, standard-setting can 

have a variety of procompetitive and other bene ficial effects.  Agreeing on a set of standards 

can facilitate a competitive market for replacement parts or service in durable goods 

industries, for example.  Further, in many industries standards may be valuable for reasons 

unrelated to or even inimical to competition.  Construction products must meet industry 

standards for fire resistance, for example, and doctors, lawyers and many other professionals 

must meet minimum licensing standards.  These latter standards are not procompetitive in 

the narrow sense of encouraging price competition; indeed, they may have the opposite 

effect.  But standards of this type can still promote social welfare by ensuring that imperfect 

                                                 
 
13   See Katz & Shapiro, supra note __. 
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information does not lead consumers to buy dangerous products or hire unqualified doctors 

simply because they cost less. 14 

 While standardization can be beneficial in a wide variety of markets, it is worth 

distinguishing at the outset between two different types of standards – standards that control 

interoperability in a network market and those that govern the quality or safety of a product.  

In the former group, which I will call “network” or “interface” standards, the intrinsic value 

of the standard selected is only part of the social benefit of standard-setting.  Simply agreeing 

on a standard for two products to interact has value in a network market, whether the 

interface actually chosen is the best one or not.  Indeed, in some cases it may be more 

important that an industry coalesce around a single standard than which particular standard is  

chosen. 15  By contrast, standard-setting outside network markets tends to be concerned 

primarily with the intrinsic value of the product itself.  These latter standards may guarantee 

minimum licensing qualifications for the professions, or specify safety codes that consumer 

products must meet. 16 

                                                 
 
14   Whether this sort of justification renders an otherwise anticompetitive agreement legal is a matter of some 
debate.  On the one hand, the Supreme Court seemed to rule out any antitrust defense based along these lines in 
National Society of Professional Engineers v. United States , 435 U.S. 679 (1978) (“the Rule of Reason does not 
support a defense based on the assumption that competition itself is unreasonable.”).  On the other hand, many 
lower courts have recognized such a defense, holding at least that it precludes per se illegality.  See, e.g., Wilk v. 
American Medical Ass’n, 719 F.2d 207, 221 (7th Cir. 1982) (“patient care” defense raised by organization 
required rule of reason treatment); Kreuzer v. American Academy of Periodontology, 735 F.2d 1479, 1493-94 
(D.C. Cir. 1984) (rule restricting practice outside stated medical specialty subject to rule of reason analysis). 
 Because it does not directly concern intel lectual property cases, resolution of this debate is outside the 
scope of this article. 
 
15   For example, there is no intrinsic value to driving on either the left or the right side of the road, but it is 
critically important that everyone in a particular region pick the same side. 
 
16   Or they may do stranger things.  See Jessup v. American Kennel Club, 61 F. Supp. 2d 5, aff’d per curiam  
210 F.3d 111 (2d Cir. 2000), cert. denied, 531 U.S. 1072 (2001) (involving an antitrust challenge to an 
American Kennel Club standard that set a minimum height requirement for show dogs). 
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 In this paper, I am primarily concerned with compatibility standards.  Those 

standards are more likely than safety standards to be exclusive.  There are lots of different 

medical practices or electrical conduits tha t may be acceptable, but there generally aren’t lots 

of different protocols that will connect one to the Internet.  As a result, intellectual property 

rights are less important in safety standards than in compatibility standards, because it is 

easier to “design around” an intellectual property right in a non-network market.17   

 

 B. The Benefits of Group Standard-Setting  

 It remains, however, to consider the organizational form standardization may take.18 

One approach to achieving interoperable standards is for a private industry organization open 

to all members to adopt a single standard. If the members of such a group collectively have a 

significant market share, their adoption of a standard may produce the “tipping” effect 

described above, bringing the rest of the industry into line.19  

                                                 
17   This isn’t to say that safety SSOs never have IP rules, or that enforcement of those rules doesn’t present 
interesting issues.  See, e.g., In re American Society of Sanitary Engineering, 106 F.T.C. 324, 329 (1985) (SSO 
couldn’t reject standards solely on the basis they were patented).  Curiously, Janice Mueller even goes so far as 
to suggest that patents are necessary for interface standards but not for products that comply with health and 
safety standards.  Mueller, Misuse, supra note __, at [draft at 25].    But Mueller seems to be thinking of patents 
that cover a health and safety standard set by the government that mandates the use of a single product.  That is 
a rare situation indeed. 

In any event, most of the disputes concerning SSO IP rules arise in the telecommunications, computer, 
and semiconductor markets. 
18   On the choice between formal and de facto standardization, see Joseph Farrell & Garth Saloner, 
Coordination Through Com mittees and Markets , 19 RAND J. Econ. 235 (1988). 
 
19  SSOs have the potential to harness network effects while permitting competition within a single standard.  
See Martin Libicki et al., Scaffolding the New Web: Standards and Standards Policy for the Digital 
Economy (RAND 2000); Lemley & McGowan, Networks, supra note __, at 516; Marcus Maher, An Analysis 
of Internet Standardization, 3 Va. J. L. & Tech. 5 (1998).  Of course, not all standard-setting groups have such 
market control. As Libicki observes, many of the most successful group standards started small and grew to 
become dominant. See Martin C. Libicki, Standards:  The Rough Road to the Common Byte, in  Standards 
Policy for Information Infrastructure 35, 75 (Kahin & Abbate eds. 1995); see also Jim Isaak, Information 
Infrastructure Meta-Architecture and Cross-Industry Standardization, in Standards Policy for Information 
Infrastructure  100, 101 (arguing that group or open standards “must also reach the status of being ‘de facto’ to 
be sufficient”). 
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Not all standards are created by private standard-setting organizations, however.  

Two other organizational forms are worth considering.  First, a standard may arise from the 

operation of the market, as consumers gravitate towards a single product or protocol and 

reject its competitors. 20  This form of “de facto” standardization is particularly likely in 

markets characterized by strong network effects, because of the large benefits associated 

with adopting the same product everyone else does.  To take just one example, the Microsoft 

operating systems are clearly de facto standards.  No standard-setting organization “adopted” 

them as the preferred or official operating systems, but the market clearly chose Microsoft as 

the winner of a standards competition. 

Another possibility is that the government might identify and set the appropriate 

standards and compel all participants in the market to comply. The government does this 

from time to time. For example, the Federal Communications Commission sets standards for 

interconnection between telephone networks and standards governing the use of products 

that might interfere with broadcast communications.21 In the 1990s, the United States 

government stepped into the debate over the proper standard for high definition television 

(HDTV), selecting a standard that unified U.S. development work but was at odds with other 

standards adopted in Japan and Europe.22 And government agencies such as the Advanced 

Research Projects Agency and the National Science Foundation played a crucial role in the 

development of the Inte rnet, including the creation of Internet interconnection protocols. 

                                                 
20   On de facto standards as an alternative to group standards, see Lemley, Internet Standardization, supra note 
__, at 1060-65; Maureen A. O’Rourke, Striking a Delicate Balance: Intellectual Property, Antitrust, Contract, 
and Standardization in the Computer Industry, 12 Harv. J. L. & Tech.  1, 5 (1998). 
 
21  See F.C.C. Rules, 47 C.F.R. § 68.1. 
 
22  See Denise Caruso, Debate Over Advanced TV Gives the F.C.C. a Chance to Be Assertive, N.Y. Times ,  
June 17, 1996, at D5; F.C.C. Proposes Standards for Digital Television,  N.Y. Times, May 10, 1996, at D4. 
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Indeed, some private Internet standard-setting groups such as InterNIC and the IETF were 

once government-sponsored standards organizations.  

 In this article I shall primarily be concerned with the activities of private standard-

setting organizations.  While de facto standards do raise significant antitrust issues relating to 

intellectual property, they are analytically distinct from the ones I discuss here. 23  Generally 

speaking, a de facto standard will be proprietary unless the standard-setter chooses to release 

it to the public.  Government-set standards also present a very different set of issues, in part 

because of the state action and petitioning immunity doctrines. 24 Government standard-

setting is also on the wane, as more and more responsibility for standardization devolves 

upon the private sector.25 

 

 C. Competitive Risks From Standardization 

 Standardization also poses some potential threats to competition.  Absent network 

effects, economists generally presume that consumers fare best when many companies 

compete to offer different sorts of products.  To the extent that standardization on a single 

product reduces consumer choice, it may be undesirable.  Of course, if a market is truly 

                                                 
 
23  For discussion, see Joseph Farrell & Michael L. Katz, The Effects of Antitrust and Intellectual Property Law 
on Compatibility and Innovation, 43 Antitrust Bull. 609 (1998); Mark A. Lemley, Antitrust and the Internet 
Standardization Problem , 28 Conn. L. Rev. 1041, 1060-62 (1996); John E. Lopatka & William H. Page, 
Microsoft, Monopolization, and Network Externalities: Some Uses and Abuses of Economic Theory in Antitrust 
Decision Making, 40 Antitrust Bull. 317 (1995); David McGowan, Networks and Intention in Antitrust and 
Intellectual Property, 24 J. Corp. L.  485 (1999); O’Rourke, supra  note __; . 
 
24   For more detail on these doctrines, see I Philip Areeda & Herbert Hovenkamp, Antitrust Law ¶200-231. 
 
25   See, e.g., Christopher T. Marsden, Cyberlaw and International Political Economy: Towards Regulation of 
the Global Information Society, 2 L. Rev. Mich. St. U.-Det. Coll. L. 355, 358-59 (2001).  For a detailed 
discussion of government standard-setting in the Internet environment, see Christopher T. Marsden, The 
Challenges of Standardization – Towards the Next Generation Internet, in Internet TV (Eli Noam et al. eds. 
Forthcoming 2002); Jay P. Kesan & Rajiv C. Shah, FoolUs Once Shame on You, Fool Us Twice Shame on Us: 
What We Can Learn From the Privatizations of the Internet Backbone Network and the Domain Name System ,  
79 Wash. U.L.Q. 89 (2001). 
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competitive, unnecessary standardization should eventually be competed away by new 

entrants offering different sorts of products.  But standard-setting organizations may be able 

to impede such competition, in effect acting as a cartel with the power to reduce output by 

excluding certain kinds of products.26  Thus, courts must balance the procompetitive virtues 

of SSOs against the risks that they will facilitate collusion. 27  The general nature of this 

problem is discussed in more detail below.28  But it would be a mistake to generalize from 

the competitive risks of group standard-setting to a conclusion that SSOs themselves ought 

normally to be suspect.  Rather, courts should give some defere nce to the legitimate aim of 

standardizing products, particularly in network markets.29 

 

D. Relationship to Intellectual Property 

                                                 
 
26   See Anton & Yao, supra note __, at 249-51; Thomas A. Piraino, Jr., A Proposed Antitrust Approach to 
Collaborations Among Competitors , 86 Iowa L. Rev. 1137, 1204 (2001); Elbert L. Robertson, A Corrective 
Justice Theory of Antirust Regulation, 49 Cath. U. L. Rev. 741, 760-63 (2000) (making this argument).  
Sometimes this power is economic, and results from the participation in the standard-setting organization of the 
largest companies in the industry.  But some standard -setting organizations may wield direct legal control over 
a market, either directly (as where the courts delegate to bar associations the power to control entry into the 
profession) or indirectly (where a private standard-setting organization adopts standards that are routinely 
enacted into law by legislatures or city councils). 
 For an argument that the risk of price coordination has increased as the Internet makes it easier for 
competitors to discover each other’s product and price information, see Jonathan B. Baker, Identifying 
Horizontal Price Fixing in the Electronic Marketplace , 65 Antitrust L.J. 41 (1996). 
 
27   Cf. Robert Pitofsky, Antitrust and Intellectual Property: Unresolved Issues at the Heart of the New 
Economy, 16 Berkeley Tech. L.J.  535, 550 (2001) (SSOs can facilitate innovation, but are also subject to 
abuse).   
 
28   See infra notes __-__ and accompanying text.  For more detail, see XIII Hovenkamp, supra note __, at ¶ 
2231b; II Herbert Hovenkamp et al., IP and Antitrust  ch. 35. 
 
29   For a more detailed argument along these lines, see Mark A. Lemley, Antitrust and the Internet 
Standardization Problem, 28 Conn. L. Rev.  1041 (1996); Phil Weiser, Networks Unplugged: Towards a Model 
of Compatibility Regulation Between Information Platforms [draft at 12] (working paper 2001).  A recent 
Supreme Court decision suggests that the law is moving in this direction.  See  California Dental Association v. 
Federal Trade Commission, 119 S.Ct. 1604, 1609 (1999) (“quick look” rule of reason inappropriate when 
applied to the rules of a standard-setting organization). 
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 Briefly stated, the issues in this article arise when a standard-setting organization 

adopts (or fails to adopt) a standard that is covered in whole or in part by an intellectual 

property right, generally but not necessarily an intellectual property right owned by a party 

that has some dealings with the organization. 30  Prior work by Joe Farrell has found that 

intellectual property rights create divergent vested interests among particiants in SSOs, and 

therefore delay formal standard-setting and make consensus less likely. 31  Standard-setting 

organizations frequently use formal or informal mechanisms such as rules governing the 

ownership of intellectual property or joint defense arrangements to lessen the control an 

intellectual property owner has over a standard they adopt.  These arrangements may 

themselves be challenged as anticompetitive , but they may also be necessary to ensure that 

competition in a network market is not disrupted by owners of intellectual property.   

 Whether and how an SSO regulates intellectual property rights will determine 

whether the standards it sets are “open” or “closed.”  Group standards set by organiza tions 

that do not restrict intellectual property rights at all are likely to be closed.  Because one or 

more members of the group likely owns a patent covering the standard, that company will 

effectively control the standard.  Its patent gives it the right to enjoin anyone else from using 

the standard. 32  Because many SSOs want the public to be free to use their standard, they will 

                                                 
 
30   If a standard-setting organization adopts as a standard a technical design covered by a patent owned by a 
non-member, only a more limited set of antitrust issues arise.  The intellectual property owner is entitled to 
enforce its patent against those who use the standard.  By contrast, refusal to adopt a standard covered by a 
patent owned by a third party could present antitrust issues, which I discuss infra notes __-__ and 
accompanying text. 
 
31   See, e.g.,  Joseph Farrell, Standardization and Intellectual Property, 30 Jurimetrics J.  35, 44 (1989); Joseph 
Farrell, Choosing the Rules for Formal Standardization 15-16 (working paper 1996). 
 
32   See 35 U.S.C. §283 (authorizing injunctive relief).  Patents are protected by a “property rule” regime, in 
which an injunction is the expected remedy.  See Robert P. Merges et al., Intellectual Property in the New 
Technological  Age 321 -23 (2d ed. 2000). 
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often require members to give up any intellectual property protection at all for the standard.  

The resulting standard is “open” – anyone is free to use it.33  There is a voluminous literature 

on the relative value of open and closed standards, especially in network industries.34  In the 

next section, I study a number of SSO IP policies and find both open and closed groups. 

 Importantly, however, most groups I study fall into neither category. 35  Rather, these 

groups occupy a middle ground between open and closed standards.  They permit their 

members to own intellectual property rights, but require those members to commit in 

advance to licensing those rights on specified terms, foregoing injunctive relief altogether.  

These standards are “open” in the sense that no one can be prohibited from using them.36  

But they are also proprietary – those who would use the standard must pay royaltie s to the 

intellectual property owner.  This intermediate approach is a way of valuing intellectual 

                                                 
33   Technically, the standard is open only in the sense that members of the SSO have waived any claims of 
intellectual property ownership.  There is no way to prevent non-members from later appearing to assert 
intellectual property rights.   
 
34   Among others on both sides, see David Friedman, Standards as Intellectual Property: An Economic 
Approach, 19 U. Dayton L. Rev.  1109, 1122 (1994); Mark A. Lemley, Standardizing Government Standard-
Setting Policy for Electronic Commerce, 14 Berkeley Tech. L.J.  745, 751-52 (1999); Mark A. Lemley & 
David McGowan, Could Java Change Everything? The Competitive Propriety of a Proprietary Standard, 43 
Antitrust Bull. 715 (1998); Marsden, supra note __, at 382-83; David McGowan, The Problems of the Third 
Way: A Java Case Study, in Regulating the Global Information Society 243 (Christopher Marsden ed. 2000); 
Janice Mueller, Patenting Industry Standards, 34 J. Marshall L. Rev. 897 (2001); Mueller, Misuse, supra note 
__, at [draft at 23 -25]; Schallop, supra note __, at 195; Molly van Houweling, Cultivating Open Information 
Platforms: A Land Trust Model (working paper 2002); Weiser, Internet Governance, supra note __, at 825-32; 
Philip J. Weiser, Law and Information Platforms [draft at 19-21] (working paper 2002) (documenting the 
problem of forking of open standards). 
 The relative value of open and closed standards in what Phil Weiser calls “information platforms” may 
differ depending on the layer of technology the standard would cover.  There is a reasonable argument for open 
platforms at the lower or infrastructure layers even if the higher software and content layers are proprietary.  
For a discussion of the layered model of the Internet, see Kevin Werbach, A Layered Model for Internet Policy 
(working paper 2000); cf. Mark A. Lemley & Lawrence Lessig, The End of End-to-End: Preserving the 
Architecture of the Internet in the Broadband Era, 48 UCLA L. Rev.  925, 939-940 (2001) (discussing the 
related but distinct question of whether technology should be located in the higher or lower layers). 
 
35   See infra notes __-__ and accompanying text. 
 
36   Virtually all of these intermediate approaches require that licenses be granted on nondiscriminatory terms, 
preventing an intellectual property owner from closing the standard to particular competitors.   
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property while at the same time reducing the risk that intellectual property rights will impede 

standardization and hold up innovation. 37  Studying this approach and its implications will be 

my central task in the balance of this paper.38 

 

II. How Standard Setting Organizations Treat Intellectual Property Rights 

 

A. Organizations Studied 

To see how standard-setting organizations treat intellectual property rights, I 

surveyed the rules and by-laws of 29 different standard-setting organizations.  The 

organizations I chose were ones likely to be encountered by companies in the 

telecommunications and computer networking industries, where many of the most 

contentious intellectual property issues arise.  They include both large national or 

international groups such as ANSI (the American National Standards Institute) and the ISO 

(the International Organization for Standardization), smaller groups centered within 

particular industries , and consortia that form around specific standards.  However, the 

collection of organizations here is by no means comprehensive, even within the 

telecommunications and computer networking industries.   

I sought to identify several pieces of information with respect to an organization’s 

policy on intellectual property rights.  The first question was whether the organization had 

any policy at all regarding intellectual property.  If they did, I then sought to determine 

whether the policy covered only patents, or whether it covered other forms of IP rights as 

well.  For those organizations that had policies governing IP, I sought to categorize the 

                                                 
37   See Shapiro, supra  note __. 
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policy according to several factors.  First, I determined whether the policy required 

disclosure of an IP right (as well as certain subsidiary questions, such as the nature of the 

obligation (if any) to search a firm’s own inventory for relevant patents, and whether 

disclosure extended to pending as well as issued patents).  Second, I determined the effect of  

an IP disclosure on the standard-setting process under the policy: chiefly whether the 

organization would refuse to adopt a standard covered by a patent or whether it would apply 

different procedural rules.  Finally, I determined whether the organization imposed a 

licensing requirement on intellectual property owners, and if so the nature of that 

requirement. 

 

B. Results  

 1. Summary of Organization Policies 

The full data from this survey are reprinted in Table 1.   

                                                                                                                                                       
38   As a result, I take no sides here in the debate over open vs. closed standards. 



Intellectual Property Rights and SSOs  Lemley DRAFT 
 

 17 

Table 139 
Standard Setting Organization IP Policies 

 
SSO Policy?  Disclosure? Search? Can 

Standard 
Include 
IP?  

Licensing Provisions 

W3C40 P,TM,© Yes No Yes RAND requested but not 
required 

I2O SIG41 P, TM No No Yes42 royalty-free license required 
Wired for 
Management43 

P No No Yes44 royalty-free license required 
for necessary claims only 

IETF45 P,© Yes No Yes46 RAND to all users; terms 
must be specified 

IEEE47 P Yes No Yes RAND; terms must be 
specified 

RosettaNet P,© No No No48 patents assigned to 
RosettaNet 

IMC49 None     
OMG50 all IP  Yes No Yes RAND 
ISC51 None     

                                                 
 
39   In this table, P means patent, TM means trademark, © means copyright, RAND means “reasonable and 
nondiscriminatory licensing.” 
 
40 World Wide Web Consortium.  See http://www.w3.org/Consortium/Legal/ 
 
41 Intelligent Input/Output Specification 
 
42 Subject to the royalty-free license. 
 
43 http://developer.intel.com/ial/wfm/wfmspecs.htm 
 
44  Subject to the royalty-free license. 
 
45  Internet Engineering Task Force.  See RFC 1958, § 5.1; http://www.ietf.org/ipr.html.  Some groups (such as 
the Organization for the Advancement of Structured Information Standards) adopt the IETF standards. 
 
46   See id. (“prefer unpatented technology, but if the best technology is patented and is available to all at 
reasonable terms, then incorporation of patented technology is acceptable.”). 
 
47 Institute of Electrical and Electronics  Engineers. 
 
48  All intellectual property rights covered in a RosettaNet standard become the property of RosettaNet.  Cargill 
email § 13. 
 
49 Internet Mail Consortium 
 
50 Object Management Group; http://www.omg.org 
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ITU52 P Yes; 
includes 
pending 
patents 

No Yes RAND; no “monpolistic 
abuse” 

ISO53 P,TM,© Yes No TM and 
© yes; 
patent no 

patents must be given up or 
RAND required; 
nonexclusive copyright 
license to ISO; no trademark 
rule 

FSTC54 None     
NIST55 P Yes Yes Yes incorporates ANSI rules 
ANSI56 P Yes No Maybe 57 RAND; ANSI will review 

claims of unreasonableness 
ETSI58 P, utility 

model, 
designs 

Yes Depends
59 

Maybe 60 RAND; irrevocable; but 
standard may be adopted 
even if patentee refuses to 
license 

BSI61 P No No Yes users licensed as of right; 
British patent office to settle 
disputes as to terms 62 

                                                                                                                                                       
51 Internet Software Consortium, http://www.isc.org 
 
52 International Telecommunications Union; http://www.itu.int/ITU-T/patent/Readme.html 
 
53 International Organization for Standardization; http://www.iso.ch.  For a detailed discussion of the ISO 
standard-setting process, see Mark A. Lemley & David McGowan, Could Java Change Everything? The 
Competitive Propriety of a Proprietary Standard, 43 Antitrust Bull. 715 (1998).  A number of smaller groups 
(such as the UNICODE Consortium) explicitly adopt ISO/IEC rules. 
 
54 Financial Services Technology Consortium; http://www.fstc.org 
 
55 National Institute of Standards and Technology; http://www.nist.gov 
 
56 American National Standards Institute; for a discussion of the ANSI policy, see Robert P. Feldman & Maura 
L. Rees, The Effect of Industry Standard Setting on Patent Licensing and Enforcement, IEEE 
Communications , July 2000, at 112, 113.  A number of smaller technical groups (VITA Standards 
Organization covering the VME Bus standard) explicitly adopt the ANSI approach.   
 
57   ANSI permits patented standards only if “technical reasons justify this approach.”  ANSI, Procedures for 
the Development and Coordination of American National Standards, §1.2.11.1. 
 
58 European Telecommunications Standards Institute.  For a discussion of ETSI policy, see Johan Verbruggen 
& Anna Lorincz, Patents and Technical Standards  §3.1.B (working paper 2001). 
 
59   EC policy requires that the patent owner conduct a search unless the standard-setting body commits to do 
the search itself.  See  European Commission, Communication on IPRs , ¶¶4.5.1, 4.5.2. 
 
60   ETSI policy provides that the General Assembly shall refer cases of patent ownership to the EC and EFTA 
“for their consideration” if the patentee refuses to license on reasonable and nondiscriminatory term s.  Id at 15. 
 
61   British Standards Institute.  See Verbruggen & Lorincz, supra note __, at 16. 
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ATM Forum P,TM,© Yes; 
includes 
only 
published 
applications  

No Yes63 royalty-free license as to 
copyrights; RAND licensing 
of patents or a written refusal 
to do so 

CEN/CENELEC P Yes No Maybe 64 RAND to entire world 
required or standard is 
withdrawn 

Parlay Group None     
OGC None     
WAP Forum P,© Yes; 

includes 
some 
pending 
apps 65 

No Unclear
66 

RAND required; possible 
public domain dedication 

DMTF67 P No No Yes RAND required or standard 
is withdrawn 

MWIF68 all IP  Yes No Yes royalty free license or RAND 
automatically compelled 

OSGi69 all IP  Yes, 
including 
pending 
claims 

No Yes RAND required by 
agreement to join group 

Open Group70 P,© Yes De facto71 Yes © must be licensed royalty-
                                                                                                                                                       
 
62   This is pursuant to the U.K. Patent Act of 1977, § 46.  That Act permits a patent to be endorsed with the 
phrase “licenses of right.”  Anyone can license such a patent, and if the parties disagree over the terms of the 
license, the disagreement is settled by the Comptroller of the Patent Office.  
 
63   If the patentee has refused to grant a license to patents covering a proposed standard on reasonable and 
nondiscriminatory terms, a ¾ vote of the membership is required to approve the standard. If the standard has 
already been issued when the problem arises, 1/3 of the members may vote to revoke the standard.  ATM 
Forum Bylaws, Article 3.12.2.d.  
 
64   A standard may include patented technology “in exceptional cases” only.  CEN/CENELEC Memorandum 
No. 8, Standardization and Intellectual Property Rights  § 1 (1992).   
 
65 Proponents of a standard must notify WAP when an application is filed; other members need not do so, but if 
intellectual property is put into a standard it is “in public domain” and should not be subsequently patented.  
Cargill email ¶5. 
 
66   On the one hand the WAP Forum standard says intellectual property included in a standard that is accepted 
is “in the public domain,” but on the other hand it also speaks of licensing on reasonable and nondiscriminatory 
terms.  Id. 
 
67   Distributed Management Task Force.  See  Cargill email ¶6. 
 
68   Mobile Wireless Internet Forum.  See Cargill email ¶14. 
 
69   Open Services Gateway Initiative.  See  Cargill email ¶16. 
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free; RAND for patents 
CommerceNet None     
Frame Relay Forum P Yes; 

standards 
may be 
revoked for 
non-
disclosure 

“Reason-
able” 
search 
required 

Yes RAND 

AMI272 None     
JEITA73 In 

progress
74 
 

    

 

What is most striking about this data is the significant variation in policies among the 

different organizations.  Of the 29 organizations I studied, 21 have written policies governing 

the ownership of intellectual property rights, 7 have no policy,75 and one had a policy that 

was still in development. 76  Most groups without a policy are small, industry-specific groups; 

all of the large standard-setting organizations I studied have well-developed policies in this 

area. These rules tend to be set in the by-laws of the standard-setting organization, though 

                                                                                                                                                       
 
70   http://archive.opengroup.org/itdialtone/architecture/procedures/iac.htm. 
 
71   While the Open Group rules do not require a search, they do require patentees to agree not to sue users of 
the standard for any patents that were not disclosed during the process.  This has an effect analogous to a search 
requirement. 
 
72   Advanced Memory Int’l, Inc., http://www.ami2.org/ 
 
73  Japan Electronics and Information Technology Industries Association. 
http://www.eiaj.or.jp/english/index.htm. 
 
74   Site viewed Jan. 9, 2001. 
 
75   At least, no policy that either I or my research assistant could find.  Some organizations may make their 
policy available only to members. 
 
76   The policies were collected in early 2001. 
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the organizational diversity of standard-setting organizations means that arrangements in any 

given case may be more or less formal.77   

 The subject matter of those policies varies significantly from group to group.  

Virtually all groups  that have a policy impose either an express or implied obligation that 

members disclose intellectual property rights of which they were aware.  Those groups that 

do not require disclosure generally impose other conditions that obviated the need for 

disclosure.  For example, some groups require royalty-free licensing of all member 

intellectual property rights that cover a group standard, whether or not it was disclosed to the 

organization. 78   

There is greater variation, however, with respect to what must be disclosed.  While 

virtually all the policies I studied cover patents, a smaller (but still significant) number also 

cover copyright and trademark rights, or refer globally to “intellectual property rights” 

subject to the policy. 79  Where patents are concerned, most organizations consider only 

issued patents.  There is rarely discussion of the problem of pending patent applications.80  A 

few organizations consider the issue, but do not require the disclosure of pending 

applications, which are ordinarily kept confidential.  Two organizations, the ITU and OSGi, 

require disclosure of all pending patent applications.  Two other organizations have an 

                                                 
 
77   With respect to mandatory disclosure policies, for example, some policies are merely stated in by -laws, 
while others require members to affirmatively sign a statement indicating that they do not own intellectual 
property rights in a particular proposed standard. 
 
78   This was the policy of I20 SIG and Wired for Management.  Similarly, RosettaNet required assignment of 
intellectual property rights to the organization itself, and the British Standards Institute relied on a provision of 
British patent law that  gave licenses to members as of right.  Only one group, the Distributed Management Task 
Force, had a policy that neither required disclosure nor included some automatic provision for intellectual 
property owners giving up their rights.  
 
79   10 of the 21 organizations with policies applied the policy only to patents.  
 
80   As we will see, this is a significant problem. 
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intermediate policy.  The ATM Forum requires disclosure of published patent applications, 

but not unpublished ones.81  And the WAP Forum requires disclosure even of unpublished 

patent applications, but only from a member who is also the proponent of a standard.   

Curiously, virtually none of the organization rules I studied require a member to 

search either its own files or the broader literature to identify relevant intellectual property 

rights.  Only three groups – the National Institute for Standards and Technology, the 

European Telecommunications Standards Institute, and the Frame Relay Forum – required 

such a search.  ETSI’s requirement is subject to waiver; it provides that either ETSI or the 

member will be required to conduct a search.  Only the Frame Relay Forum specifies the sort 

of search that must be conducted, and even that is done in broad terms (a “reasonable” 

search).  The failure of organizations to require searches, while understandable given the 

time and resource constraints under which members operate, gives rise to serious problems, 

as I discuss below.82 

Most organizations permit members to own intellectual property rights in a standard, 

though they often discourage it.  Only RosettaNet, which requires members to assign their 

intellectual property rights to the group, appears to flatly prohibit ownership of IP rights by a 

private party. 83 In addition, two groups studied (I2O SIG and Wired for Management) permit 

a member of own intellectual property, but only if they will license it to other members on a 

royalty-free basis.  The patent still retains some value, since it can be asserted against 

                                                 
 
81   In most of the world, patent applications are published 18 months after filing.  In the United States, patent 
applications were until recently kept secret unless and until a patent issued.  Beginning in 1999, most U.S. 
patent applications will be published 18 months after filing, though some patentees can maintain their 
application as a secret beyond that point.  See 35 U.S.C. § 122. 
 
82   See infra notes __-__ and accompanying text. 
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products that do not embody the standard, but it is essentially worthless against other 

members of the organization.  ISO requires members to give up patent rights, though not 

other sorts of IP rights. Other groups discourage ownership of intellectual property without 

actually forbidding it, however.  ETSI will reconsider its decision to approve a standard if 

the standard turns out to be controlled by an intellectual property right.  The ATM Forum 

requires a ¾ majority to approve a standard governed by an intellectual property right, and 

similarly makes it easier to revoke a standard if it is found to be covered by an intellectual 

property right.  Several organizations expressly discourage the ownership of intellectual 

property in standards, but will permit them in exceptional cases.84  And at least one 

organization (the WAP Forum) appears to take inconsistent positions on the ownership of 

intellectual property. 85 

Even those groups that permit members to own intellectual property rights covering a 

standard generally impose some conditions on the use of that intellectual property.  The most 

common condition is that intellectual property rights be licensed on “reasonable and 

nondiscriminatory terms”; 14 of the 21 organizations with policies required members to 

license their patent rights on such terms.  Another organization required outright assignment 

of patent rights, and two more required royalty-free licensing of patents. 86  Three 

organizations have a looser standard, requesting that members agree to license their patents 

on reasonable and nondiscriminatory terms, but not requiring that they do so.  

                                                                                                                                                       
83   RosettaNet’s policy permits members to use the standard without paying a royalty free, but leaves open the 
policy that the group itself will enforce the assigned patent rights against third parties. 
 
84   See CEN/CENELEC (ownership of standards permissible “in exceptional cases” only); ANSI (patented 
standards acceptable only if “technical reasons justify this approach”); IETF (“prefers” unpatented technology). 
 
85   See supra  note __. 
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While “reasonable and nondiscriminatory licensing” thus appears to be the majority 

rule among organizations with a patent policy, relatively few organizations give much 

explanation of what those terms mean or how licensing disputes will be resolved.  Only two 

organizations specifically provide that the licensing obligation compels a member to license 

to everyone in the world using the standard, not just to license to other members.  It does not 

necessarily follow that the remaining organizations intend to restrict the licensing 

obligation;87 rather, it appears they simply haven’t addressed the issue in their policies.  Four 

organizations either give content to the obligation by specifying what a “reasonable” term 

means, or provide a mechanism for the organization to resolve disputes about license terms 

and fees.  And one organization requires not only that a license term be reasonable and 

nondiscriminatory, but also that it not constitute “monopolistic abuse” of a patent.  In short, 

while intellectual property owners at many organizations must license their rights on 

reasonable and nondiscriminatory terms, it is not clear what those obligations mean in 

practice. 

 

  2. Implications of Diversity 

 The fact that different organizations have different rules governing intellectual 

property rights (or no rules at all) means that it is very difficult for intellectual property 

owners to know ex ante what rules will govern their rights.  Because there is no standard set 

of rules, companies must investigate the by-laws of each organization they join in order to 

understand the implications of joining.  While this doesn’t seem that onerous a burden in the 

                                                                                                                                                       
86   Two organizations, the Open Group and the ATM Forum, required royalty-free licensing of copyrights but 
permitted royalty-based licensing of patents.  Thus, for copyrights the numbers in the text should read 12 of 21 
policies requiring reasonable and nondiscriminatory licensing, and 4 of 21 requiring royalty-free licensing. 
 
87   Such a restriction would pose serious antitrust concerns.  See infra notes __-__ and accompanying text. 
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abstract, a number of practical considerations mean that companies are unlikely to be fully 

informed about their intellectual property position.   

 First, most companies in technology industries participate in more than one standard-

setting organization.  To take just one example, in 1998 Sun Microsystems participated in 87 

different standards groups.88   

 

Figure 1.  Standards Organization List by Function   
 

General     Communications and Networking, Cont.   
  Accredited Standards Committee (ASC) X3  Information Infrastructure Standards Panel (IISP) 
   ANSI   Network Management Forum (NMF)   
  ECMA   World Wide Web Consortium (W3C)   
  IEEE/POSIX        
  International Organization for Standardization  Desktop and Graphics      
  (ISO)   Component Integration Laboratories (CIL) 
  International Telecommunication Union (ITU)  Desktop Management Task Force (DMTF) 
  ISO/IEC Joint Technical Committee 1 (JTC1)  International Color Consortium (ICC)   
  Open Group   Interactive Multimedia Association (IMA) 
  Open Software Foundation (OSF)  Moving Pictures Experts Group (MPEG) 
  X/Open   Multimedia and Hypermedia Information Coding  
  X3        Experts Group (MHEG)   
     Open GL     
OS and Architecture-Specific   X Consortium    
  ABI groups        
  Large File Summit  US Government and Other Nations    
  Power PC Group   Asia Oceanic Workshop (AOW)   
  SPARC International   Chinese Open Systems Association (COSA) 
  Unicode Consortium   Defense Information Systems Agency (DISA) 
  UNIX International   DoD Specifications and Standards   
     European Commission DGXIII/E Op en    
Communications and Networking   Information Interchange (OII) Initiative 
  Asynchronous Transfer Mode (ATM) Forum   European Workshop for Open Systems (EWOS) 
  CommerceNet   Federal Information Processing Standards (FIPS) 
  Financial Services Technology Consortium   Japanese Industrial Standards Committee (JISC) 
                (FSTC)   National Institute of Standards & Technology 
  Frame Relay Forum (FRF)   (NIST)    
  Internet Society   Open Systems Environment Implementors  
  Internet Engineering Tax Force (IETF)  Workshop (OIW)    
  Internet RFC’s             

                                                 
 
88   See Figure 1. 
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 Similarly, there are dozens of different groups associated with Internet technical 

standards alone.89 

 

Figure 2.  Roadmap to the Communities and Parties of the Internet.90 

 

 

Thus, technology companies don’t merely have to figure out what rules apply to them, 

but they face a labyrinth of different groups with overlapping subject matter concerns, 

each with its own set of rules.  Because standard-setting organizations are concerned only 

with intellectual property rights that affect their particular standards, the likely result will 

                                                 
 
89   See Figure 2. 
 
90   Taken from http://www.wia.org/roadmap.htm. 
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be that some of a company’s intellectual property rights will be subject to effective 

forfeiture, more will be subject to disclosure and licensing requirements, and some will 

not be restricted.  Lawyers would have to examine each group, each standard, and each 

patent carefully to know for sure which is which. 

 This brings us to the second practical problem.  Lawyers are rarely the ones to 

participate in standard-setting meetings.  A company’s representative to such a group is 

likely to be an engineer with little or no understanding of patent law.  Indeed, in many 

cases the decision whether or not to join an organization is made at a fairly low level 

within a company, without the involvement of senior businesspeople, much less lawyers.  

If the organization in question is one of the few that compels assignment or royalty-free 

licensing, or requires a search for intellectual property, the decision to join may 

inadvertently commit the company to give up major intellectual property rights. 

 Because of these practical limitations, most technology companies today face a 

hodgepodge of rules and obligations of which they are only dimly aware.  In the sections 

that follow, I explore some of the legal rules that bear on standard-setting organizations, 

identify some of the problems that arise in articulating and enforcing intellectual property 

policies, and offer some suggestions to all the players involved (members, organizations, 

courts, and scholars) for how to think about the intellectual property rules of standard-

setting organizations. 

 The increased cost and uncertainty associated with the diversity of SSO 

approaches might be justified if there were some evidence that the  different approaches 

taken by different organizations in fact reflected considered policy judgments as to the 

proper role of intellectual property in standard-setting.  But there is no reason to believe 
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that that is the case.91  Many organizations have no policy at all.  Among those that do, 

some of the policies are internally inconsistent.  Even among the set of groups with 

consistent policies, it is not clear that the policies differ from organization to organization 

because of any affirmative judgment in favor of a particular policy.   

 

III. Enforceability of SSO Rules Restricting Intellectual Property 

 In order to understand the full import of SSO IP rules, we must consider whether 

and to what extent those rules are binding on members of the SSO.  Unfortunately, there 

is virtually no case law on this subject.  But even a cursory review of the contract and 

patent law issues such rules raise suggests that the problem is a complicated one. 

  

 A. SSO IP Rules as Creatures of Contract Law 

  

 1. Are By-Laws Binding Contracts? 

SSO IP rules have legal significance only to the extent they are enforceable.92  

Because the IP policies are at base agreements by members of the SSO to abide by 

certain rules regarding intellectual property ownership, their enforceability is initially a 

question of contract law.   

                                                 
91   But see Schallop, supra note __, at 234 (suggesting that the variance in IP policies creates a sort of 
competition, with the most efficient IP rule likely to prevail).  Schallop offers no evidence to believe there 
is effective competition between different types of SSO IP rules, and my strong suspicion is that the 
success or failure of any given SSO has far more to do with its membership and the technical merits of the 
standards it selects than with its IP policies. 
 
92   They may have some effect even as non-binding norms as well.  I do not consider those effects in this 
article. 
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 At the outset, it is worth emphasizing that a standard-setting organization by-law 

at most can bind only those companies who are members of the standard-setting 

organization.  Non-members aren’t party to the contract, and will not be held to have 

agreed to the by-laws.93  So SSO IP rules do not guarantee that a standard is free of 

intellectual property claims altogether, or that all intellectual property owners have 

agreed to license their rights on reasonable and nondiscriminatory terms.  At most, they 

clear rights associated with the subset of intellectual property owners who are members 

of the organization. 

 One possible exception to this limitation might take the form of a “viral” 

approach to standard-setting.  A standard-setting organization may seek to impose its 

rules not just on members, but on anyone who uses the standard.  It might do this either 

by purporting to create a contract accepted by performance -- the act of using the 

standard, or by copyrighting the specifications of the standard and conditioning a license 

to the copyright on agreement to comply with the IP rules.  Such a viral approach – 

binding anyone who comes into contact with the standard – has parallels in both the 

“shrinkwrap license” cases94 and in open source contracting.95 

                                                 
93   A possible exception to this general rule – the viral application of IP rules to those who use a standard – 
is discussed below. 
 
94   Peggy Radin has referred to shrinkwrap licenses as “covenants that run with” software, because even 
those who are not part of any express agreement are purportedly bound by a contract that is attached to the 
program itself, and which provides that using the software constitutes agreement to its terms.  Margaret 
Jane Radin & R. Polk Wagner, The Myth of Private Ordering: Rediscovering Legal Realism in Cyberspace, 
73 Chi.-Kent L. Rev. 1295, 1312 (1998). 
 
95   On the viral contract nature of open source licenses, see Robert W. Gomulkiewicz, How Copyleft Uses 
License Rights to Succeed in the Open Software Revolution and the Implications for Article 2B, 36 Hous. 
L. Rev. 179 (1999); David McGowan, Legal Implications of Open-Source Software, 2001 U. Ill. L. Rev.  
241; Ira V. Heffan, Note, Copyleft: Licensing Collaborative Works in the Digital Age, 49 Stan. L. Rev. 
1487 (1997). 
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There are a number of potential problems with such a viral approach.  First, it is 

far from clear that courts would enforce an “agreement” merely attached to a description 

of an interface standard.  In the analogous case of shrinkwrap licenses, courts are sharply 

divided as to the enforceability of such novel agreements, with a slight majority holding 

them unenforceable.96  While this is not the place for a detailed discussion of the 

shrinkwrap cases,97 the reluctance of many courts to infer assent to a variety of terms 

                                                 
96   For courts rejecting shrinkwrap licenses as unenforceable on various grounds, see Step-Saver Data 
Systems v. Wyse Tech., 939 F.2d 91 (3d Cir. 1991); Vault Corp. v. Quaid Software Ltd., 847 F.2d 255 (5th 
Cir. 1988); Softman Prods. v. Adobe Sys., 171 F. Supp. 2d 1075 (C.D. Cal. 2001); Specht v. Netscape 
Communications Corp. and America Online, Inc., 150 F. Supp. 2d 585 (S.D.N.Y. 2001); Klocek v. 
Gateway, Inc., 104 F. Supp. 2d 1332, 1341 (D. Kan. 2000); Novell v. Network Trade Ctr., 25 F. Supp. 2d 
1218 (D. Utah 1997); Morgan Labs., Inc. v. Micro Data Base Systems, 41 U.S.P.Q.2d 1850 (N.D. Cal. 
1997); Arizona Retail Sys. v. The Software Link, Inc., 831 F. Supp. 759 (D. Ariz. 1993); Foresight 
Resources Corp. v. Pfortmiller, 719 F. Supp. 1006, 1010 (D. Kan. 1989); see also L. Ray Patterson & 
Stanley W. Lindberg, The Nature of Copyright:  A Law of Users’ Rights 220 (1991) (concluding that 
shrinkwrap licenses were almost certainly unenforceable); Mark A. Lemley, Beyond Preemption: The Law 
and Policy of Intellectual Property Licensing, 87 Calif. L. Rev. 111 (1999).  Cf. Microstar v. Formgen, 
Inc., 942 F. Supp. 1312, 1317 (S.D. Cal. 1996) (noting but not resolving the issue), rev’d on other grounds, 
154 F.3d 1107 (9th Cir. 1998); Ward v. Cross Sound Ferry, __ F.3d __ (2d Cir. Dec. 10, 2001) (ticket that 
passenger held for only three minutes could not constitute binding contract because passenger didn’t have 
adequate opportunity to review; not a shrinkwrap case).  These decisions were rendered on various 
grounds, but a typical conclusion is that the contract was formed when the software was exchanged for 
money, and that the terms of the contract do not include a shrinkwrap license that was only brought to the 
attention of the buyer after the exchange.  See Step-Saver , supra . 
 By contrast, an increasing number of courts – though still a minority – enforce shrinkwrap 
licenses.  See ProCD, Inc. v. Zeidenberg, 86 F.3d 1447 (7th Cir. 1996) (Easterbrook, J.); M.A. Mortenson 
Co. v. Timberline Software Corp., 998 P.2d 305 (Wash. 2000); Rinaldi v. Iomega Corp., 1999 WL 
1442014, at *5 (Del. Super. Ct. Sept. 3, 1999); cf. Hill v. Gateway 2000, 105 F.3d 1147 (7th Cir. 1997) 
(Easterbrook, J.) (extending ProCD in a non-shrinkwrap case), cert. denied, 118 S.Ct. 47 (1997).  In 
addition, two states – Virginia and Maryland – have adopted the Uniform Computer Information 
Transactions Act, which enforces shrinkwrap licenses.  But three states have not only rejected UCITA but 
gone so far as to enact “bomb shelter” statutes protecting their citizens from the effects of UCITA. 

Contrast shrinkwrap licenses with their Internet cousin, the “clickwrap” license.  In a clickwrap 
license, the buyer can see the license terms before entering into the contract.  Such licenses are more likely 
to be enforceable under traditional contract doctrine.  See, e.g., I. Lan Systems v. Netscout Serv. Level 
Corp., 2002 WL 15592 (D. Mass. 2002); Hotmail Corp. v. Van Money Pie Inc., 47 U.S.P.Q.2d 1020 (N.D. 
Cal. 1998).  But viral SSO agreements, unlike clickwrap licenses, do not give the user the prospect of 
assenting before being bound. 
 
97   The literature is voluminous.  For criticism of shrinkwrap licenses, see, e.g., Lemley, supra note __; 
Michael J. Madison, "Legal Ware":  Contract and Copyright in the Digital Age,  67 Fordham L. Rev.  1025 
(1998); Apik Minassian, The Death of Copyright:  Enforceability of Shrinkwrap Licensing Agreements , 45 
UCLA L. Rev. 569 (1997); Jason Kuchmay, Note, ProCD, Inc. v. Zeidenberg:  Section 301 Copyright 
Preemption of Shrinkwrap Licenses -- A Real Bargain for Consumers?, 29 U. Tol. L. Rev. 117 (1997);  
Kell Corrigan Mercer, Note, Consumer Shrink-Wrap Licenses and Public Domain Materials:  Copyright 
Preemption and Uniform Commercial Code Validity in ProCD v. Zeidenberg, 30 Creighton L. Rev. 1287 
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from the mere act of using a program suggests that a viral approach to standards will be 

problematic as well.  Similarly, the open source licenses depend on the existence of a 

core of copyrightable material tha t the user can’t do without; the theory is that if you 

don’t agree to the terms of the open source license, you don’t get any right to use the 

original copyrighted material. 98  But the copyright status of industry standards is far more 

                                                                                                                                                 
(1997); Robert J. Morrill, Comment, Contract Formation and the Shrink Wrap License:  A Case Comment 
on ProCD, Inc. v. Zeidenberg, 32 New Eng. L. Rev. 513, 537-550 (1998); Christopher L. Pitet, Comment, 
The Problem With “Money Now, Terms Later”:  ProCD, Inc. v. Zeidenberg and the Enforceability of 
“Shrinkwrap” Software Licenses , 31 Loyola (LA) L. Rev. 325 (1997); Stephen P. Tarolli, Comment, The 
Future of Information Commerce Under Contemporary Contract and Copyright Principles , 46 Am. U. L. 
Rev. 1639 (1997); Niva Elkin-Koren, Copyright Policy and the Limits of Freedom of Contract, 12 
Berkeley Tech. L.J. 93, 106-13 (1997); David Nimmer et al, The Metamorphosis of Contract into Expand, 
87 Cal. L. Rev. 17 (1999); J.H. Reichman & Jonathan A. Franklin, Privately Legislated Intellectual 
Property Rights:  Reconciling Freedom of Contract With Public Good Uses of Information, 147 U. Pa. L. 
Rev. 875 (1999); ., Dennis S. Karjala, Federal Preemption of Shrinkwrap and On-Line Licenses, 22 U. 
Dayton L. Rev. 511 (1997); Ramona L. Paetzold, Contracts Enlarging a Copyright Owner’s Rights:  A 
Framework for Determining Unenforceability, 68 Neb. L. Rev. 816 (1989); David A. Rice, Public Goods, 
Private Contract, and Public Policy:  Federal Preemption of Software License Prohibitions Against 
Reverse Engineering , 53 U. Pitt. L. Rev. 543, 602-04 (1992); Charles R. McManis, The Privatisation (or 
“Shrinkwrapping”) of Amer ican Copyright Law , 87 Cal. L. Rev. 173 (1999); Maureen A. O’Rourke, 
Copyright Preemption After the ProCD Case:  A Market-Based Approach, 12 Berkeley Tech. L.J.  53 
(1997); Brian Covotta & Pamela Sergeeff, Note, ProCD, Inc. v. Zeidenberg , 13 Berkeley Tech. L.J. 35 
(1998); Thomas Finkelstein & Douglas C. Wyatt, Note, Shrinkwrap Licenses:  Consequences of Breaking 
the Seal, 71 St. John’s L. Rev. 839, 868-69 (1997); Jeannett M. Hill, Note, The State of Copyright 
Protection for Electronic Databases Beyond ProCD v. Zeidenberg:  Are Shrinkwrap Licenses a Viable 
Alternative for Database Protection?, 31 Ind. L. Rev. 143, 165-72 (1998); Note, Seventh Circuit Holds 
That Shrinkwrap Licenses Are Enforceable, 110 Harv. L. Rev. 1946 (1997); Brett L Tolman, Note, 
ProCD, Inc. v. Zeidenberg:  The End Does Not Justify the Means in Federal Copyright Analysis , 1998  
B.Y.U. L. Rev. 303.   
 For arguments endorsing shrinkwrap licenses, see, e.g., Joel Rothstein Wolfson, Contract and 
Copyright Are Not at War, 87 Calif. L. Rev. 79 (1999); Raymond T. Nimmer, Through the Looking Glass: 
What Courts and UCITA Say About the Scope of Contracts in the Information Age, 38 Duquesne L. Rev.  
255 (2000); Lorin Brennan, Through the Telescope: UCITA and the Future of E-commerce, 20 Miss. Coll. 
L. Rev. 27 (1999); Michael A. Jaccard, Securing Copyright in Transnational Cyberspace:  The Case for 
Contracting With Potential Infringers, 35 Colum. J. Transnat’l L. 619 (1997); Darren C. Baker, Note, 
ProCD v. Zeidenberg:  Commercial Reality, Flexibility in Contract Formation, and Notions of Manifested 
Assent in the Arena of Shrinkwrap Licenses, 92 Nw. U.L. Rev. 379 (1997); Brandon L. Grusd, Note, 
Contracting Beyond Copyright:  ProCD, Inc. v. Zeidenberg, 10 Harv. J.L. & Tech.  353 (1997); Jerry 
David Monroe, Comment, ProCD, Inc. v. Zeidenberg:  An Emerging Trend in Shrinkwrap Licensing?, 1 
Marquette Intell. Prop. L. Rev. 143 (1997); Joseph C. Wang, Casenote, ProCD, Inc. v. Aeidenberg and 
Article 2B:  Finally, the Validation of Shrinkwrap Licenses , 16 J. Marshall J. Comp. & Info. L. 439, 442 
(1997). 
 
98   See Free Software Foundation, GNU General Public License (version 1.7), at 
http://www.fsf.org/copyleft/gpl.html; McGowan, supra note __, at 255; Gomulkiewicz, supra note __. 
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precarious.  Copyright doesn’t protect functional attributes of a work. 99  The only 

potentially copyrightable portion of an industry standard will be the descriptive language 

of a specification, and intellectual property owners who want to avoid assigning their IP 

rights remain free to copy the functional aspects of the standard itself.  In any event, I am 

not aware of any SSO that has imposed such a viral approach to its IP rules.  As a 

practical matter, therefore, the principle stated above is correct: SSO IP rules only bind 

members of the organization. 

 Even members of the organization will be bound by an SSO by-law only if that 

by-law is an enforceable contract.  Whether and how a particular company is bound to 

obey a by-law may depend on the form of the representation: did the company sign a 

document agreeing to give up rights, or is waiver merely inferred from membership in the 

standard-setting organization?  Obviously, the strongest case for enforcement of an IP by-

law is one in which members of the SSO sign contracts committing themselves to comply 

with the by-law.  Such agreements can be case-specific, as where members sign 

agreements to license patents covering particular standards on reasonable and 

nondiscriminatory terms, or they can be general agreements to comply with the rules.  

There is no reason to think such a signed agreement would not be enforceable.  But 

relatively few organizations actually include IP policies in a written contract with their 

members.  Indeed, some groups don’t have membership contracts at all. 

A second way in which the by-laws might be presented is incorporation by 

reference.  SSO contracts might contain a general statement requiring members to read 

                                                 
99   17 U.S.C. § 102(b); Computer Assocs. v. Altai, Inc. , 982 F.2d 693 (2d Cir. 1992); Lotus Dev. Corp. v. 
Borland Int’l, 49 F.3d 807 (1st Cir. 1995).  For a discussion of the copyrightability of protocols, which are 
often the subject of industry standard-setting, see Mark A. Lemley et al., Software and Internet Law 
167-70 (2000). 
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and comply with organization by-laws.  Such agreements are relatively common, and 

should not present significant enforceability problems.  So long as the member is on 

notice of the rules with which it must comply, those rules can properly be deemed part of 

the contract.100  The issue is somewhat more problematic if the by-laws change from time 

to time; presumably notice of some sort should be given of the changes. This is likely to 

be an issue with respect to IP rules, since many organizations adopted or changed their IP 

rules relatively recently, and those rules may bind preexisting members of the 

organization.  More problematic will be cases in which the by-law is never agreed to by 

or brought to the attention of a member, and in which the SSO claims that mere 

membership in the organization constitutes agreement to the terms of the rule.  Even here, 

however, the case law strongly suggests that merely joining an organization is sufficient 

to constitute consent to be governed by the organization’s by-laws.101 

Finally, in some circumstances an organization’s rule regarding intellectual 

property may not be written at all.  In at least one case, the Rambus v. Infineon litigation 

discussed below,102 the complainant argued that the intellectual property owner should be 

                                                                                                                                                 
 
100   See, e.g., Koefoot v. American College of Surgeons, 692 F.Supp. 843, 860 (N.D. Ill. 1988) ("Under 
Illinois law the members of voluntary associations and the associations themselves are contractually bound 
to follow the bylaws, rules, and regulations of the association. By joining the association, a member accepts 
this obligation as a condition of membership. By accepting the member into the association, the association 
accepts this obligation as a limitation on its ability to impair the member's status."). 
 
101   See, e.g. Imel v. Zohn Mfg. Co., 481 F.2d 181, 183 (10th Cir. 1973) ("The plaintiffs are members of 
Local 263. As such they are bound by the constitution and by-laws of the Joint Board and Amalgamated, 
under which Local 263 is an affiliated and subordinate body."); (Nelson v. Belle Fourche Irr. Dist., 845 
F.Supp. 1361, 1366 (D.S.D. 1994) ("As a member and elector of the irrigation district, plaintiff is bound by 
the district board's bylaws, rules and regulations which dictate the conditions under which plaintiff has a 
right to receive and use water."); Laguna Royale Owners Assn. v. Darger, 119 Cal.App.3d 670, 674, 174 
Cal. Rptr. 136 (1981) ("As owner of a unit  in the project, the Dargers automatically became members of the 
Association and were bound by the Association's bylaws.") 
 
102   See infra notes __-__ and accompanying text. 
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bound not only to JEDEC’s express IP policy, which covered only issued patents, but to 

the unwrit ten understanding of all members that pending patent applications should also 

be disclosed.  It is obviously preferable for an SSO to set out in writing the obligations of 

its members.  But contracts do not have to be in writing to be binding.  Indeed, even an 

express oral agreement is not always required.  Courts will (and regularly do) imply 

contracts from sufficient factual circumstances.103  Further, the meaning of written or oral 

contracts will be informed by the norms of an industry and by the particular course of 

dealing of the parties to the agreement.104  Thus, if members of an organization regularly 

treat a rule requiring disclosure of patents as also requiring disclosure of patent 

applications, they may be held impliedly to have agreed to disclose applications as well 

as issued patents.  Whether such an agreement will be implied depends on the factual 

circumstances of any given case, and in particular on the state of mind of the parties.   

 

 2. Withdrawal 

If an intellectual property owner has entered into a binding contract regarding its 

IP rights by joining an SSO, under what circumstances may it terminate that contract?  

SSO by-laws don’t generally have termination dates; the contract thus formed is 

presumably in force as long as the intellectual property owner is a member of the SSO.  

The normal rule of contract law is that contracts without a specified term are terminable 

                                                 
103   See, e.g., E. Allen Farnsworth, Contracts §3.10, at 135 (2d ed. 1990) (contract may be formed “by 
spoken or written words or by other conduct”; the latter category are sometimes called “implied-in-fact” 
contracts). 
 
104   See, e.g., UCC §1 -205 (contracts may be interpreted by reference the course of dealing between parties 
or within an industry as a whole); Restatement (Second) of Contracts §§219-222; Farnsworth , supra  
note __, at §7.13. 
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at will upon reasonable notice to the other party. 105  So members can presumably 

withdraw from an SSO at any time upon reasonable notice.  But until they do, they will 

likely be bound by the organization’s IP rules. 

Once a member decides to withdraw from the SSO, it may argue that its 

obligations to license its intellectual property rights terminate immediately.  Such a result 

would be unsatisfactory, however, for at least two reasons.  First, it may permit 

unscrupulous members to “game the system,” resigning and rejoining an organization in 

order to avoid having their IP covered by the SSO’s rule.  To take an extreme example, a 

member should not be able to propose a standard, resign from the SSO shortly before the 

meeting adopting that standard (thereby avoiding any disclosure or licensing obligation), 

and then rejoin the organization after the standard is adopted.  Second, an agreement  to 

license intellectual property rights is presumably an ongoing commitment; indeed, in the 

absence of an express contractual termination date most courts construe patent licenses to 

extend until the expiration of the patent.106  A member that has agreed to license its 

intellectual property rights covering a standard on reasonable and nondiscriminatory 

terms has presumably committed to an ongoing license, not a temporary one.  For that 

member to be able to revoke licenses already granted for existing standards once it leaves 

the organization would leave users of existing standards with debilitating uncertainty.  It 

                                                 
105   Farnsworth , supra note __, at §2.14. 
 
106   See, e.g., Bettis Rubber Co. v. Kleaver, 104 Cal. App. 2d 821, 824-25, 233 P.2d 82 (1951).  In 
copyright cases, the issue is more complex.  The circuits are split, with some courts finding that a copyright 
license with no termination provision runs for 35 years, and others concluding that such a license is 
terminable at will.  Compare Korman v. HBC Florida, Inc., 182 F.3d 1291 (11 th Cir. 1999) and Walthal v. 
Rusk, 172 F.3d 481, 484-85 (7th Cir.1999) (section 203 does not create a minimum term of 35 years for 
licenses of indefinite duration), with Rano v. Sipa Press, Inc., 987 F.2d 580, 585 (9th Cir.1993) (section 203 
does create a minimum term of 35 years for licenses of indefinite duration). 
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would also encourage strategic behavior by firms that promise to license their patents, 

only to revoke that promise once the standard was widely adopted.107 

A better approach is to bind members to disclose or license patents covering any 

standard that was adopted or in process while the intellectual property owner was a 

member of the group.  The disclosure obligation is satisfied at the time of disclosure, but 

the licensing obligation would in some circumstances continue beyond the termination of 

the member’s relationship with the SSO.  This fact shouldn’t worry us too much, 

however; contract law frequently enforces particular terms in an agreement even after the 

relationship has expired.  To take just one example, employees and licensees of trade 

secrets are bound to keep the secret confidential even after their relationship with the 

trade secret owner terminates.108  It seems fair to impose a similar obligation here.  

Indeed, without such an obligation, a company could effectively revoke its commitment 

to an SSO IP rule by withdrawing strategically during the standardization process and 

then suing other members for infringement once the standard had been set. 

 

  3. Parsing the Terms of SSO By-Laws 

 Assuming that a member is bound to the terms of an SSO IP rule, the courts will 

have to determine exactly what those terms require.  As we have seen, there is 

tremendous diversity among standard-setting organizations in what their by-laws actually 

require.109  The by-laws differ along at least two dimensions: what intellectual property is 

                                                 
107   Indeed, this sort of behavior was precisely what the FTC alleged occurred in the Dell case.  See infra  
notes __-__ and accompanying text. 
 
108   See, e.g., Uniform Trade Secrets Act §1(2)(ii)(B)(II), codified at, e.g., Cal. Civil Code §3426.1. 
 
109   See supra  notes __-__ and accompanying text (discussing this diversity in detail). 
 



Intellectual Property Rights and SSOs  Lemley DRAFT 

 37 

covered, and what is required of intellectual property owners.  While many of the policies 

are easy enough to interpret – a policy either covers copyrights or it doesn’t, for instance 

– others are more problematic.  In Intel v. VIA Technologies,110 for example, the court 

had to decide whether a license of a patent covering a standard covered only the basic 

features of the standard or included optional ones as well.   

One of the most common requirements imposed is an obligation to license 

intellectual property rights on “reasonable and nondiscriminatory terms.”  But virtually 

no SSO policies specify what that phrase means, leaving courts to decide what terms are 

“reasonable.”  There are presumably easier ways of determining whether a license is 

“nondiscriminatory,” at least in circumstances in which the intellectual property owner 

has already licensed others.  But even here questions will arise.  The IEEE has taken the 

position that a refusal to license is not discriminatory if it is made in response to a lawsuit 

by the putative licensee.111  But whether such an antagonistic situation really justifies a 

refusal to license patents covering an industry standard is open to question. 112 

 One might argue that the absence of any definition of reasonable terms renders 

the IP rule hopelessly vague and therefore unenforceable as a contract.  After all, if the 

parties have agreed to license, but have not agreed on the terms of the license, is there 

                                                 
110   174 F. Supp. 2d 1038 (N.D. Cal. 2001). 
 
111   IEEE Policy § __.  Even the meaning of this policy term is open to interpretation.  Some have read the 
IEEE policy to permit intellectual property owners to avoid licensing anyone with whom they are in a 
dispute, including a dispute over the fee for the license itself .  This is a rather strained reading, as the policy 
would effectively amount to a promise to license the patent only if the parties can agree on terms.  Such a 
“promise” is no different than the right the intellectual property owner would have had in the absence of the 
policy.  
 
112   In the antitrust context, compare Intel Corp. v. Intergraph Corp., 195 F.3d 1346 (Fed. Cir. 1999) 
(intellectual property owner was free to terminate licensee who sued it for infringement of licensee’s own 
intellectual property) with In re Intel Corp., Dock. NO. 9288 (FTC 1999), available at 
http://www.ftc.gov/os/1999/9903/d09288intelagreement.htm.  See also I Hovenkamp et al., supra note __, 
at §13.4d. 
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really a meeting of the minds?  But it is a well-established principle of contract law that 

the parties need not specify a price in order to create a binding agreement.  In the absence 

of a price, courts will supply a reasonable and customary term for them.113  While there is 

more than just price missing from SSO IP rules – they do not specify the duration of the 

license, for example – those terms too may be filled in by operation of law.114   

Application of these contract principles to SSO IP rules suggests that an unspecified 

“reasonable” royalty term does not leave unbridled discretion with the intellectual 

property owner to set the terms.  Rather, courts will determine what royalty is reasonable 

based on industry custom – here, the treatment of patents of similar scope in related 

industries.115 

 

 4. Enforcement of By-Laws as Contracts 

If a company’s nondisclosure of or refusal to license its patent violates a rule of 

the standard-setting organization requiring disclosure of intellectual property rights, and 

the SSO rule constitutes a binding agreement, that rule will be enforceable by a claim for 

breach of contract.  There are some limitations on the enforceability of such a contract, 

however.  First, not all of the parties who might be accused of infringing the patent are 

                                                                                                                                                 
 
113   See, e.g., UCC 2-305. 
 
114   Thus, courts regularly conclude that a patent license with no specified term expires when the patent 
does.  See supra note __.  For a more general discussion of terms omitted from contracts that are filled in 
by operation of law, see Farnsworth, supra note __, at §7.17. 
 
115   Courts already make a similar determination in patent infringement cases when the patentee cannot 
demonstrate lost profits.  35 U.S.C. §284.  The courts rely on a multi-factor test to determine what royalty 
is reasonable.  See, e.g., Georgia-Pacific Corp. v. U.S. Plywood Corp., 318 F. Supp. 1116 (N.D.N.Y. 1970), 
judgement modified by Georgia-Pacific Corp. v. U. S. Plywood-Champion Papers, Inc., 446 F.2d 295 (2nd 
Cir. 1971).  The fifteen Georgia-Pacific factors have become a standard measure of reasonable royalties in 
patent cases.  See, e.g., Smithkline Diagnostics v. Helena Laboratories, 926 F.2d 1161 (Fed. Cir. 1991). 
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likely to be members of the standard-setting organization, and non-members presumably 

lack standing to sue for breach of contract. Even within an organization, it is not 

altogether clear that members of the organization, rather than the organization itself, have 

standing to enforce the agreement.  

Contract law distinguishes between parties to the contract and intended non-party 

beneficiaries, both of whom may enforce contracts, and incidental beneficiaries, who 

generally may not.116  Non-members of standard-setting organizations presumably fall 

within the latter category, at least absent some express undertaking in the SSO by-laws to 

the contrary. 117  Contracts are not generally interpreted to render the public at large a 

beneficiary, as a contrary reading would require.118  As a result, even if an intellectual 

property owner has contractually committed herself to license intellectual property, 

members of the public cannot sue to enforce that contract.  This is a somewhat troubling 

result, particularly in the (small) subset of cases in which SSO members agree to license 

everyone on reasonable and nondiscriminatory terms, and not just other members.  But it 

seems to be compelled by the limited nature of the legal rules regarding third party 

beneficiaries.119   

Members of the SSO can make a more compelling case that they are the intended 

beneficiaries of SSO policies.  While most contracts involving by-laws will be 

                                                 
116   See, e.g., Farnsworth, supra note __, at § 10.3. 
 
117  Restatement (Second) Contracts  § 302. 
 
118   Intended beneficiaries must be specifically identifiable at the time of performance of the contractual 
obligation, see Farnsworth, supra note __, §10.3, at 750, a rule which might be satisfied by waiting until 
each member of the public comes forward to demand a license.  But it arguable whether the parties to SSO 
IP rules in fact intend to bring an unknowable class of people within the scope of the contract. 
.   
119   The problem may be ameliorated somewhat by the doctrines of estoppel and implied license in 
intellectual property law.  For a discussion of those doctrines, see infra notes __-__ and accompanying text. 
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agreements between a member and the SSO itself, the SSO is merely an association that 

is in turn composed of other members.  It would seem anomalous to permit only the SSO 

to enforce those by-laws, particularly when the issue will almost always arise in the 

course of intellectual property litigation between members, not in litigation to which the 

SSO is a party. 

Non-members may also be able to seek relief under the doctrine of promissory 

estoppel.  While the law of contracts traditionally would not enforce a promisee’s 

unsolicited reliance on a gratuitous promise,120 more modern cases following the 

Restatement (Second) of Contracts permit third parties to recover their reliance interest in 

certain circumstances.  Specifically, the Restatement provides: 

A promise which the promisor should reasonably expect to induce action 
or forbearance on the part of the promise or a third person and which does induce 
such action or forbearance is binding if injustice can be avoided only by 
enforcement of the promise.121 

 
To take advantage of this provision, non-members would have to demonstrate that they 

actually relied on the intellectual property owner’s promise to license its patents.  Of 

necessity, therefore, they must be aware of the promise.  The intellectual property owner 

must also have reason to know that non-members will expect to benefit from the SSO IP 

rule.  Assuming both conditions are met, it does seem just to permit both members and 

non-members to benefit from the SSO-driven license. 

Even once the proper plaintiff to sue for breach of such a contract has been 

identified, it is not clear what the remedy would be, or that it would be adequate to 

                                                                                                                                                 
 
120   See, e.g., Farnsworth, supra note __, at §2.19. 
 
121   Restatement (Second) of Contracts  §90. 
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compensate members or society for the full value of the competitive harm they have 

incurred.  Contractual obligations are generally not enforced by injunctive relief – here, 

compelling the intellectual property owner to grant licenses.  Rather, the ordinary 

measure of contract damages is what the party injured by breach expected to gain from 

performance of the contract.122  In the case of agreements to license on reasonable and 

nondiscriminatory terms, that expectation is presumably a right to use the patented 

standard upon payment of a reasonable royalty.  If a patentee breaches such a contract, it 

may retain the right to enforce its intellectual property rights, but the injured members 

would be entitled to recover the value of the use they would have made of the standard, 

less the royalty they would have paid.123  Such a remedy does not fully compensate 

society for the harm caused by the intellectual property owner’s breach, however.  Other 

members may still be enjoined from using the patented standard, which may create 

deadweight losses in the market for goods embodying the standard.  Further, unless non-

members can sue to enforce the contract on a promissory estoppel theory, non-members 

who relied on a member’s agreement to license on reasonable terms may be hurt by the 

member’s breach but have no remedy under contract law.124 

The problem of contract enforcement is even greater for breach of the disclosure 

obligation.  Injunctive relief compelling disclosure is meaningless; a failure to disclose 

the existence of an IP right is a problem only if people aren’t aware of the IP right, and if 

they aren’t aware of it they can hardly know to sue.  Injured SSOs or members will be 

                                                 
122   See, e.g., Farnsworth, supra note __, at §§ 12.7-12.8. 
 
123   This assumes that members have standing to enforce the by-law; see supra notes  __-__ and 
accompanying text. 
 
124   I discuss their possible remedies under intellectual property and antitrust theories below. 
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able to sue for breach only after they find out about the existence of the right, presumably 

when the intellectual property owner asserts that right against someone using the 

standard.  Expectation damages will be hard to establish in that situation.  They will 

depend on a court’s ability to reconstruct what would have happened in the SSO meeting 

had the organization been aware of the IP right, a difficult task under the best of 

circumstances.  Measuring damages is particularly difficult for those SSOs that compe l 

disclosure but do not compel licensing, since it is not clear that disclosure of a patent 

would have changed the organization’s decision to adopt a standard.  Further, the real 

harm from nondisclosure – the possibility that an organization adopted a proprietary 

standard when it thought it was adopting an open standard, and so helped the intellectual 

property owner control a market – is not one that contract law can easily remedy.  If 

inefficient breaches of SSO by-laws are to be discouraged, the remedy will have to come 

elsewhere. 

One possibility is for the organization itself to specify the sanction for breach.  

For example, the old ETSI policy provided that members must agree to license their 

patents on “fair, reasonable, and non-exclusive” terms to other ETSI members.  If a 

member refuses to do so, the sanction was a loss of IP rights from all other members. 125  

Other SSOs might try to remedy social harms by raising the sanction for breach.  But 

such provisions will likely run afoul of the general rule of contract law that prohibits 

penalty damages.126   

                                                 
125   For a description of this policy, see Rudi Bekkers & Isabelle Liotard, European Standards for Mobile 
Communications: The Tense Relationship Between Standards and Intellectual Property Rights , 21 Eur. 
Intell. Prop. Rev.  110, 121 (1999).  ETSI changed its standard to a weaker nondisclosure requirement 
under pressure from the U.S.  See id. at 122. 
 
126   See, e.g., UCC 2-718; Farnsworth, supra note __, at §12.18. 
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 B. Intellectual Property Law 

 As we saw in the previous section, even if SSO IP rules are enforceable contracts, 

the law of contracts has loopholes.  Intellectual property owners who agree to an SSO by-

law and then breach that agreement are unlikely to internalize the full costs of that 

breach.  They may induce reliance by third parties that have no right to enforce the 

contract.  They may enforce their intellectual property rights against a marketplace that 

adopted a standard with the expectation that it was not proprietary, enjoining competitors 

and recovering supracompetitive profits but being forced to pay only expectation 

damages.  The possibility of breach without serious consequences is even greater when 

the obligation breached involves only disclosure and not licensing.  In such cases, it is not 

clear that contract law provides any effective remedy for the injury such a breach causes 

the SSO, its members, and the general public.   

As a result, those injured by an intellectual property owner have turned to 

intellectual property law itself to “enforce” standard-setting organization by-laws.  At 

least two related patent law doctrines may apply where a patentee has failed to comply 

with standard-setting organization rules: equitable estoppel and implied license.   

 

 1. Disclosure Obligations 

  a. Application to SSO Rules 

The most likely candidate for dealing with a failure to disclose is the doctrine of 

equitable estoppel.  Equitable estoppel applies where “a patentee, through misleading 

conduct, leads the alleged infringer to reasonably infer that the patentee does not intend 
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to enforce its patent against the alleged infringer.  Conduct may include specific 

statements, action, inaction, or silence where there was an obligation to speak.”127  To use 

equitable estoppel as a defense to infringement, the infringer must show that it relied on 

the misleading conduct and will be materially prejudiced if the patent is enforced. 128   

 The equitable estoppel doctrine is particularly well-suited to dealing with 

intellectual property owners who fail to disclose their IP rights, for several reasons. 129  

First, the doctrine does not require affirmatively misleading statements, but applies to 

silence in circumstances where there “was a clear duty to speak.”130  Thus, assuming that 

members of an SSO take on a disclosure obligation as a contractual matter, violating that 

duty may give rise to estoppel.  Second, the estoppel cases do not require proof of intent 

to mislead.  Rather, the only question is whether the patentee’s “course of conduct 

reasonably gave rise to an inference” that the patentee would not enforce the patent.  

Thus, estoppel may apply even in the relatively common case in which a patentee’s 

failure to disclose was inadvertent or merely negligent, and not part of a scheme to 

deceive the SSO.131  Finally, unlike the limited remedies available in contract cases, proof 

of equitable estoppel will equitably bar the intellectual property owner from any relief. 132  

As a result, intellectual property owners who violate a disclosure obligation – thereby 

                                                 
127   A.C. Aukerman Co. v. R.L. Chaides Construction Co., 960 F.2d 1020, __ (Fed. Cir. 1992) (en banc). 
 
128   Id. 
 
129   For a discussion of equitable estoppel as applied to nondisclosure of patents to SSOs, see David M. 
Schneck, Setting the Standard: Problems Presented to Patent Holders Participating in the Creation of 
Industry Uniformity Standards, 20 Hastings Comm/Ent. L.J. 641, 649-51 (1998). 
 
130   Aukerman, 960 F.2d at __. 
 
131   Contrast this with the rule in antitrust cases, which at least nominally requires proof of intent to 
monopolize.  See infra notes __-__ and accompanying text (discussing this requirement). 
 
132   Aukerman, 960 F.2d at __. 
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inducing members of an SSO to believe they have no patents covering the standard or 

will not enforce them – may be precluded from obtaining damages or injunctive relief 

against those members. 

There are a number of cases suggesting that companies who fail to disclose a 

known patent to a standard-setting group may be estopped from later asserting that patent 

against members of the group once they have adopted the patented technology as a 

standard. 133  None are Federal Circuit cases, but there is good reason to believe that the 

courts will be willing to apply equitable estoppel where an intellectual property owner 

has made a material omission or misrepresentation to a standards body.  In Stambler v. 

Diebold, Inc., the court found estoppel on the basis of conduct before a standard-setting 

organization even in the absence of an SSO rule requiring disclosure: 

Ten years before this suit was filed, plaintiff concluded that the proposed Thrift or 
MINTS standard infringed his patent. It was well known to plaintiff and 
throughout the industry that the same provisions the plaintiff is relying on for 
infringement were being contemplated as national and international standards. 
Moreover, in the mid- 1970's plaintiff sat on an American National Standard 
Institute standards committee after concluding that the proposed thrift and MINTS 
standards infringed his patent. Plaintiff subsequently left the committee without 
notifying it of the alleged infringement of his patent. Under these circumstances, 
plaintiff had a duty to speak out and call attention to his patent. Plaintiff contacted 
defendant only once, ten years before this suit was filed. In 1975, plaintiff 
testified that he believed defendant as infringing his patent. However, plaintiff 
failed to bring suit until ten years later. Plaintiff had a duty to speak out and his 
silence was affirmatively misleading. Plaintiff could not remain silent while an 
entire industry implemented the proposed standard and then when the standards 

                                                 
 
133  See Stambler v. Diebold, Inc., 11 U.S.P.Q.2d 1709, 1714-15 (E.D.N.Y. 1988), aff' d 878 F.2d 1445 
(Fed. Cir. 1989) (unpublished); Potter Instrument Co. v. Storage Technology Corp., 207 U.S.P.Q. 763, 766 
(E.D. Va. 1980), aff'd 641 F.2d 190 (4th Cir. 1981); see also Wang Lab, Inc. v. Mitsubishi Elec. Am. Inc., 
29 U.S.P.Q.2d 1481, 1495-96 (C.D. Cal. 1993) (equitable estoppel claim raised triable issue of fact).  The 
Fourth Circuit did not reach the equitable estoppel issue in Potter, but indicated in dictum that it would be 
inclined to find such an estoppel.  641 F.2d at 192.  Estoppel from misleading silence is possible, but rare, 
under Federal Circuit precedent. See Jamesbury Corp. v. Litton Indus. Prods., 839 F.2d 1544, 1553 (Fed. 
Cir. 1988) (minority opinion). 
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were adopted assert that his patent covered what manufacturers believed to be an 
open and available standard. 134 
 

Stambler is arguably too sweeping, since it applies estoppel from silence even in the 

absence of an express duty to speak.  But it certainly suggests that a party who breaches 

such an express duty may be estopped from later enforcing the patent.  Similarly, even in 

the absence of an express duty to disclose, affirmatively misleading statements about 

intellectual property to an SSO should be actionable.  For example, if a company 

consistently represents to an SSO that its proposed standards are “open” or “non-

proprietary,” it may be estopped from later asserting intellectual property rights covering 

those standards even if the SSO had no policy on the subject.135 

 One limit on the application of equitable estoppel in the SSO context concerns its 

use by non-members of the organization.  Because equitable estoppel requires reliance by 

the defendant to its detriment, accused infringers can invoke estoppel only if they in fact 

relied on the intellectual property owner’s statements (or silence) in determining their 

course of conduct.  At a minimum, reliance requires that the accused infringer be aware 

of the statements.  But the Federal Circuit’s treatment of the issue seems to require more:  

Reliance is not the same as prejudice or harm, though frequently confused.  An 
infringer can build a plant being entirely unaware of the patent.  As a result of 
infringement, the infringer may be unable to use the facility.  Although harmed, 
the infringer could not show reliance on the patentee’s conduct.  To show 
reliance, the infringer must have had a relationship or communication with the 
plaintiff which lulls the infringer into a sense of security . . .136 

                                                 
134   Stambler , 11 U.S.P.Q.2d at __. 
 
135   Something similar occurred with Sun Microsystems and the Java standard.  These issues are discussed 
in more detail in Mark A. Lemley & David McGowan, Could Java Change Everything? The Competitive 
Propriety of a Proprietary Standard, 43 Antitrust Bull. 715, 770-72 (1998) (suggesting that Sun be bound 
by a sort of open systems estoppel).  Cf. Wang Computer v. Mitsubishi, Inc., 103 F.3d 1571 (Fed. Cir. 
1997) (representations of openness to the marketplace could bind patentee; discussed below). 
 
136   See Aukerman, 960 F.2d at __  
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While one might read this to suggest that the patentee must communicate directly with 

the accused infringer,137 in the context of standard-setting such a reading is too narrow.  

Where the patentee has made a representation to the SSO about its intellectual property 

rights, and that representation is publicly available,138 non-members may reasonably rely 

on those representations.  Similarly, where a patent owner has told the SSO that it has no 

patents that cover a proposed standard, it doesn’t seem reasonable to require knowledge 

of the patent itself.  Accused infringers know of the statement that they are free to use a 

standard, and it is that statement on which they will rely. 

Reliance on an affirmative statement that a company doesn’t own patents 

covering a standard may be problematic if an accused infringer is in fact aware of the 

patent.  It may therefore be useful to distinguish two situations.  Where the party in 

question possesses an unpublished patent application, it would be virtually impossible for 

competitors to acquire information about this potential intellectual property right, except 

from the patent applicant herself.  Where a patent has been issued or the patent 

application published, on the other hand, it is possible for the standards group to search 

the patent literature themselves to ensure that no patents cover the proposed standard.  I 

do not believe reliance is inappropriate even here, however.  Such a search is costly and 

imperfect, and will therefore not necessarily prevent the patent owner from using lack of 

information to her advantage.  In either case, therefore, the standard-setting organization 

may lack relevant information if the patentee fails to disclose the existence of a patent.  

                                                 
137   See, e.g., Mueller, Misuse, supra note __, at [draft at 31] (“Third parties who did not participate in the 
standards-setting activity and had no contact with the patentee would be unable to establish detrimental 
reliance.”). 
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Further, even if an accused infringer is aware of the existence of a patent, it might 

reasonably rely on the patent owner’s disclosure statement as evidence that the patent 

owner doesn’t consider the patent relevant to the standard, or is willing to abandon its 

rights.   

 Of course, the mere fact of such a public statement won’t always prove reliance.  

If there is no evidence that the accused infringer was aware of the statement, or if the 

evidence suggests they expected the patent to be enforced but thought a lawsuit was an 

acceptable business risk, estoppel should not apply.139 

 

  b. Application Outside of SSOs 

Application of equitable estoppel may not be limited to standard-setting 

organizations.  Rather, a number of cases (including Stambler) have applied estoppel to 

statements made to the marketplace.  Thus, in Wang v. Mitsubishi,140 the court held that 

the defendant could maintain an estoppel defense by alleging that Wang had represented 

to customers that its standard would remain open.  This is important because de facto 

standard-setting can also be influenced by misleading statements about the open nature of 

a standard.   

                                                                                                                                                 
138   See, e.g., http://www.ietf.org/ipr.html (collecting notices by intellectual property owners of rights that 
are claimed in IETF standards). 
 
139   See Winbond Elec. Corp. v. Int’l Trade Comm’n, 275 F.3d 1344 (Fed. Cir. 2001) (estoppel claim failed 
where defendant conceded it had no knowledge of patentee’s statements to SSO); Hemstreet v. Computer 
Entry Systems, 972 F.2d 1290 (Fed. Cir. 1992) (no estoppel where accused infringer didn’t rely on 
Hemstreet’s actions, but rather its own business judgment about the risk of being sued); Hall v. Aqua 
Queen Mfg., Inc., 93 F.3d 1548 (Fed. Cir. 1996) (no estoppel where accused infringer acted on belief that 
patent was invalid, not on basis of representations by patentee); cf. Gasser Chair Co. v. Infanti Chair Mfg. 
Co., 60 F.3d 770 (Fed. Cir. 1995) (conclusory evidence of reliance insufficient). 
 
140   103 F.3d 1571 (Fed. Cir. 1997). 
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Wang is a fairly easy case because of the affirmative nature of the representations 

that were later used to bind the company.  But a number of claims have involved silence 

and failure to sue during the critical formation period of a de facto standard.  For 

example, one significant dispute involves the most common standard for file exchange of 

graphics over the Internet during the early 1990s -- the "GIF" standard. 141  No official 

group set GIF as a standard; rather, after GIF was released by Compuserve in 1987, it 

was apparently free for all to use and was gradually adopted by a number of Internet 

users (as well as developers of extension programs) during the late 1980s and early 

1990s.  Unisys Corporation obtained a patent in 1986 that arguably covers the 

compression algorithm used by the GIF standard (the LZW patent).  Unisys kept silent 

about the patent while the GIF standard gained market share -- whether intentionally or 

because they were unaware of the GIF-LZW overlap is unclear.  Beginning in 1994, it 

asserted the patent against Compuserve and other companies that transferred graphics 

over the Internet using the standard – a group that included virtually every major 

company on the Internet at one point in time. Unisys' actions with respect to the LZW 

patent were allegedly intended to have an effect similar to Dell's.142  Though Unisys 

made no affirmative representation that the standard was not proprietary, its silence 

                                                 
 
141  Competitors to GIF at the time included a standard called JPEG, but it suffered from certain 
disadvantages relative to GIF. More recently, a number of developers have come up with a variant of GIF 
called PNG which does not use the compression technology covered by the Unisys patent. 
 
142   Efforts to enforce the patent continue today.  See Evan Hansen, Patent Demands May Spur Unisys 
Rivals in Graphics Market , CNET News.com, April 18, 2000, http://news.cnet.com/newes/0-1005-200-
1713278.html 
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during the crucial period of standards competition allowed it to take a more mature 

industry by surprise.143   

Some cases have held that silence in the face of known infringement can rise to 

the level of estoppel.  For example, in Stryker v. Zimmer,144 the court held that a delay of 

four years after discovery of infringement not only barred damages claims under the 

principle of laches but also estopped any prospective relief against the defendant.145  The 

Federal Circuit has been somewhat more dubious of such claims, however, and recent 

Federal Circuit cases are divided in their treatment of claims based solely on silence in 

the marketplace.146  One of the difficulties with such a claim is proof of reliance.  It is not 

sufficient that an accused infringer benefit from nonenforcement of a patent; they must 

reasonably rely on the patentee’s silence as an indication that the patent will not be 

enforced. 147  Where (as in the GIF case) it is likely that those using the GIF standard had 

no relationship with Unisys at all and knew nothing of the LZW patent, it is hard to see 

how they could have relied on Unisys not to enforce that patent.  More generally, 

estoppel by silence in the marketplace – unlike silence in the face of an SSO IP rule – 

                                                 
143   For a discussion of this case, see Lemley, Internet Standardization, supra  note __, at 1087. 
 
144   741 F. Supp. 509 (D.N.J. 1990). 
 
145   The doctrine of laches is based on unreasonable delay, and bars only retrospective relief.  By contrast, 
the doctrine of estoppel completely bars enforcement of the patent.  For a discussion of the two doctrines, 
which are frequently intertwined, see Aukerman , 960 F.2d at __. 
 
146   See, e.g., Hemstreet v. Computer Entry Sys., 972 F.2d 1290 (Fed. Cir. 1992); B. Braun Med. v. Abbott 
Labs., 124 F.3d 1419 (Fed. Cir. 1997) (both rejecting liability based merely on silence in the marketplace); 
but see ABB Robotics v. GMFanuc Robotics Corp., 52 F.3d 1062 (Fed. Cir. 1995); Scholle v. Blackhawk 
Molding Co., 133 F.3d 1469 (Fed. Cir. 1998) (both finding liability in such a circumstance). 
 
147   See Sony Electronics v. Soundview Technologies, 157 F. Supp. 2d 172, 178-79 (D. Conn. 2001) 
(rejecting estoppel claim based on silence before the FCC, since Sony could not prove it relied on that 
silence).  Sony expressly distinguished silence in the face of an SSO IP rule requiring disclosure.  Id. 
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effectively creates an affirmative duty to “police” patent infringement.  This may not be 

wise as a policy matter.148 

 

 2. Reasonable and Nondiscriminatory Licensing Obligations 

 Equitable estoppel will not likely apply to a situation where an intellectual 

property owner has disclosed the existence of a pa tent but promised to license it on 

reasonable and nondiscriminatory terms.  A patentee who has made such a promise has 

not induced others to believe it will not enforce the patent; far from it.  The patentee has 

made an affirmative statement that it intends to enforce the patent, putting the world on 

notice that they must expect to pay royalties if they are to use the proposed standard. 149  

As a result, even if the intellectual property owner breaches the agreement to license on 

reasonable and nondiscriminatory terms, traditional equitable estoppel doctrine seems 

unlikely to apply. 150 

 Nonetheless, intellectual property law may well limit the ability of a patent owner 

to ignore SSO IP rules requiring licensing on reasonable and nondiscriminatory terms.  A 

more likely theory is a license implied from the patentee’s conduct, which I will here call 

an “implied license.”151 Implied license is a doctrine of quasi-contract, and depends on 

                                                 
148   See Wanlass v. General Elec. Co., 148 F.3d 1334 (Fed. Cir. 1998) (estoppel doctrine creates a duty to 
police patent rights); compare id. at __ (Rader, J., dissenting) (objecting to the creation of this duty). 
 
149   Some cases find estoppel from a threat of enforcement followed by a period of silence. See, e.g., ABB 
Robotics v. GMFanuc Robotics Corp., 52 F.3d 1062 (Fed. Cir. 1995); Scholle v. Blackhawk Molding Co., 
133 F.3d 1469 (Fed. Cir. 1998). As a result, estoppel may apply to those who identify patents they intend to 
license but then do nothing about licensing them for an extended period of time. 
 
150   A stronger equitable estoppel case may be made in those few SSOs that require royalty-free licensing.  
An intellectual property owner who discloses a patent to such an organization may reasonably be thought to 
be representing that the patent is available royalty-free, inducing reliance by accused infringers. 
 
151 In Wang v. Mitsubishi, 103 F.3d 1571, 1580 (Fed. Cir. 1997), the Federal Circuit announced that 
acquiescence, implied license by conduct, equitable estoppel, and legal estoppel were all part of the same 
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the beliefs and expectations of the parties to the sales transaction.152 It is most commonly 

applied in cases where the product sold by the patentee is not itself patented, but is 

necessary for use in a patented process.  The courts conclude that the sale of a product by 

the patentee necessarily carries with it the right to use the patented process for which the 

product is adapted.  Other uses of implied license in intellectual property law include 

cases in which the plaintiff develops a product for use by the defendant, but retains the 

copyright.  In such a case the courts will permit reasonable uses by the defendant. 153  

Implied license is also likely where an intellectual property owner invites a use that 

would otherwise infringe, for example by posting their copyrighted work on the Internet 

for free download. 154 

                                                                                                                                                 
legal doctrine of implied license.  This conclusion is certainly questionable as an historical matter.  For an 
excellent dis cussion of implied license in historical context, see Mark D. Janis, A Tale of the Apocryphal 
Axe:  Repair, Reconstruction, and the Implied License in Intellectual Property Law , 58 Md. L. Rev. 423 
(1999); Donald S. Chisum, Patents § 16.03.  But as a practical matter, it makes little difference what label 
we put on the doctrine.  The fact of the matter is that a license implied from a patentee’s conduct in the 
marketplace is a “different category of conduct” from equitable estoppel.  Wang, 103 F.3d at 1580.  For 
ease of use, I will refer to a license implied from market conduct as an “implied license.”   
 There is some question as to whether implied licenses in intellectual property are creatures of state 
or federal law.  Patent licenses are normally construed as a matter of state contract law.  But Wang seemed 
to treat the implied license question as one of federal law, and the Federal Circuit has increasingly treated 
contractual questions surrounding patent licenses as matters of federal common law.  See, e. g., Rhone-
Poulenc Agro v. DeKalb Genetics Corp., 271 F.3d 1081 (Fed. Cir. 2001) (bona fide purchaser defense for 
licenses was question of federal common law); Everex v. Cadtrak, 89 F.3d 673 (9th Cir. 1996) (assignability 
of nonexclusive patent licenses presented question of federal law); cf. Mark A. Lemley, Beyond 
Preemption: The Law and Policy of Intellectual Property Licensing , 89 Calif. L. Rev. 111 (1999) (noting 
tendency to treat licensing policy questions under federal common law).  By contrast, courts treat questions 
of implied copyright license under state law.  See, e.g., Foad Consulting Group v. Musil Govan Azzalino, 
270 F.3d 821 (9 th Cir. 2001). 
 
152 E.g., Withington-Cooley Mfg. Co. v. Kinney, 68 F. 500, 506 (6th Cir. 1895) (“The duration and scope of  
a license must depend upon the nature of the invention and the circumstances out of which an implied 
license is presumed, and both must at last depend upon the intention of the parties.”). But cf. Carborundum 
Co. v. Molten Metal Equip. Innovations, Inc., 72 F.3d 872, 877 (Fed. Cir. 1995) (“Whether there existed an 
implied license is a question of law.”); Janis, supra note __, at 502-505 (noting the critical role intent of the 
parties plays in determining the scope of an implied license). 
 
153  See, e.g., Effects Assoc. v. Cohen, 908 F.2d 555 (9 th Cir. 1990). 
 
154   See David Nimmer, Brains and Other Paraphernalia of the Digital Age, 10 Harv. J. L. & Tech. 1, 39-
41 (1996).  For an argument that implied license has some troubling limits in the Internet context, see Mark 
A. Lemley, Dealing With Overlapping Copyrights on the Internet , 22 U. Dayton L. Rev. 547, 567 (1997). 
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 The last situation is perhaps most analogous to standard-setting.  If a patent owner 

agrees to license its patents covering a standard on reasonable and non-discriminatory 

terms, others will assume that they are free to use that standard so long as they pay a 

reasonable royalty.  There may be no express license between the patent owner and any 

of the users of the standard, but it seems perfectly reasonable to imply one from the 

conduct of the patent owner.155  Indeed, Wang itself involved not only representations in 

the marketplace, but  also Wang’s efforts to persuade JEDEC to adopt its proposed 

industry standard. 156 

 While an implied license of this sort may seem superfluous in view of the 

intellectual property owner’s contractual obligations described in the previous section, 

there is an important difference between a license under intellectual property law and a 

contractual obligation to license.  That difference concerns remedy.  As we have seen, the 

remedy for breach of a contractual obligation to license is not judicial imposition of a 

license, but merely expectation damages resulting from the breach.  Those damages are 

likely to be insufficient to compensate accused infringers and society at large for the 

losses they will suffer if they are enjoined from using standards once thought open to 

all.157  By contrast, if an intellectual property owner is determined to have granted a 

                                                                                                                                                 
 
155   In Sony Electronics v. Soundview Technologies , 157 F. Supp. 2d 172 (D. Conn. 2001), the court 
concluded that Soundview had not impliedly licensed its patents covering V-chip television filtering 
technology merely because the government required the installation of V-chips.  In that case, Sony had 
argued that it was entitled to a royalty-free license because the government required the technology to be 
used.  The court disagreed, finding both that the government did not mandate the choice of Soundview’s 
particular technology as the implementing standard and that in any event the government could compel the 
use of patented technology so long as the royalties charged were reasonable.  Id. at 177.  Nothing in Sony 
suggests that conduct before an SSO cannot give rise to an implied license. 
 
156   Wang, 103 F.3d at 1575. 
 
157   See supra  notes __-__ and accompanying text. 
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license by virtue of agreeing to be bound by an SSO IP rule, the only remaining questions 

concern the scope of the license and the royalty rate.  The intellectual property owner in 

that case has only a contractual claim for a royalty, not a cause of action for patent 

infringement that might garner them an injunction, treble damages, and attorneys’ fees.  

The practical difference is dramatic. 

 I am aware of no cases treating this issue.  I think it is preferable as a policy 

matter to construe an intellectual property owner’s agreement to an SSO IP rule requiring 

licensing as the grant of a license itself, rather than merely a contract with the SSO.  Such 

an approach has several advantages.  First, it ensures that all users of the standard benefit 

from the license, even if they would be unable to sue for breach of the SSO contract 

itself.  This is what the SSO rules almost certainly intend to happen.  Second, it sharply 

narrows the scope of the issues that must be litigated in these cases, and (relatedly) makes 

it possible for the SSO to try to resolve those issues ex ante.  SSO rules might try to set 

standards for determining a reasonable royalty in a license agreement; they would 

presumably have no power to do so if the intellectual property owner retained a right to 

sue for patent infringement.  Third, and most important, the implied license approach will 

reduce opportunism by intellectual property owners.  Under the contract approach, 

intellectual property owners have an incentive to assert claims for patent infringement 

against users of well-established standards, even if they previously agreed to license 

those patents on reasonable and nondiscriminatory terms.  By threatening to enjoin the 

use of the standard, they can coerce significantly more than a reasonable royalty from 

users.  Determining that patent owners have already licensed their patents will prevent 
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such opportunism.  It may also reduce the need for the courts to rely on mechanisms like 

antitrust and fraud, discussed below, to deal with such opportunism. 

 The license approach may have one rather unfortunate jurisdictional consequence.  

Because disputes over the terms of a license are questions of state contract law, they will 

be decided in state rather than federal court.158  Even if there is an independent basis for 

federal jurisdiction – diversity or another federal question – contractual disputes over 

license terms do not arise under 28 U.S.C. §1338159 and so will not go to the Federal 

Circuit on appeal.160  This may be troubling, especially to those who see the Federal 

Circuit as a force for uniformity not only in patent law but in related cases.161  But it has 

never been the case that all questions involving patent law were decided by the Federal 

Circuit or indeed any federal court.  Some cases always have gone to state court because 

                                                 
158   See, e.g., Mark J. Henry, State Courts Hearing Patent Cases: A Cry for Help to the Federal Circuit,  
101 Dick. L. Rev. 41, 44-49 (1996) (explaining the basis for “arising under” federal jurisdiction, and how 
it is limited to suits for patent infringement or declaratory judgment, but does not cover other disputes that 
involve a patent). 
 
159   28 U.S.C. §1338 (providing for federal jurisdiction over cases arising under the patent laws). 
 
160   See 28 U.S.C. §129_ (Federal Circuit jurisdiction extends to cases that arise under section 1338 in  
whole or in part). 
 
161   The Federal Circuit has increasingly asserted its authority outside of traditional patent law to 
encompass related state and federal law questions).  See, e.g., Nobelpharma v. Implant Innovations, Inc., 
141 F.3d 1059 (Fed. Cir. 1998) (antitrust questions will be decided under Federal Circuit law); Midwest 
Indus. v. Karavan Trailers, 175 F.3d 1356 (Fed. Cir. 1999) (state laws that relate to patent conduct will be 
interpreted under Federal Circuit law); University of Colorado Found. v. American Cyanamid, 196 F.3d 
1366 (Fed. Cir. 1999) (inventorship under state tort law will be decided under Federal Circuit standards); 
Semiconductor Energy Labs. v. Samsung Electronics, 204 F.3d 1368, 1379 (Fed. Cir. 2000) (predicate acts 
for RICO claims will be decided as a matter of Federal Circuit law); Deirdre L. Conley, Nobelpharma AB 
v. Implant Innovations Inc., 14 Berkeley Tech. L.J. 209 (1999) (discussing the expansion of Federal 
Circuit jurisdiction). 
 The stated goal of this increase in control is to establish uniformity in patent -related doctrines.  
Whether the Federal Circuit has increased uniformity in patent law is itself a matter of some dispute.  See, 
e.g., Matthew F. Weil & William C. Rooklidge, Stare Un-Decisis: The Sometimes Rough Treatment of 
Precedent in Federal Circuit Decision-Making , 80 J. Pat. & Trademark Ofc. Soc’y  791 (1998).  
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the underlying dispute was about an agreement rather than about patent infringement; 162 

perhaps standard-setting cases should be no different. 

 If the jurisdictional question does present a serious problem, one possible solution 

is for the Federal Circuit to decide that implied as opposed to express licenses are 

questions of federal patent law.  This would presumably entail deciding that the licenses 

in question were implied in law rather than implied in fact.163  Certainly the cases are 

likely to arise, at least initially, as defenses to patent infringement suits which the Federal 

Circuit would likely hear anyway. 164  The court may be able to expand its authority to 

decide such questions as a matter of Federal Circuit law.165  Whether it can or not, the 

number of cases is likely to be fairly modest, and the primary issue those cases present – 

what is a reasonable royalty – one that is fact-specific and not terribly dependent on 

general legal principles. 

  

IV. Antitrust Implications of SSO IP Rules 

                                                 
162   See Henry, supra note __, at 48 (“a suit for damages on a patent license or patent assignment is not 
considered to be a federal remedy” and so is heard by state courts). 
 
163   Cf. F. Jay Dougherty, Not a Spike Lee Joint? Issues in the Authorship of Motion Pictures Under U.S. 
Copyright Law , 49 UCLA L. Rev. 225, 332 (2001) (suggesting that licenses be implied in copyright law). 
 
164   Even if the putative licensee is the plaintiff, federal courts normally still have jurisdiction under the 
Declaratory Judgments Act as long as the licensee is under imminent threat of suit and seeks a declaration 
that the patent is invalid or not infringed.  See Foster v. Hallco Mfg. Co., 947 F.2d 469 (Fed. Cir. 1991); 
C.R. Bard, Inc. v. Schwartz, 716 F.2d 874 (Fed. Cir. 1983). 
 
165   The Supreme Court has so far put few constraints on the jurisdictional reach of the Federal Circuit.  
The lone exception is Cardinal Chemical v. Mort on Int’l, 508 U.S. 83 (1993) (holding that Federal Circuit 
may not vacate invalidity judgment as moot merely because it finds no infringement).  Cf. Mark D. Janis, 
Patent Law in the Age of the Invisible Supreme Court, 2001 U. Ill. L. Rev.  387 (lamenting the reluctance of 
the Supreme Court to intervene in patent cases).  But a pending case interpreting section 1338 may change 
that.  Holmes Group v. Vornado Air Circulation Sys., 122 S. Ct. 510 (2001) (granting certiorari on the 
question of whether cases that once included a patent law question but no longer do should be appealed to 
the Federal Circuit). 
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 SSO rules regarding the ownership of intellectual property present a number of 

antitrust issues.  In this article, I will focus on two issues specif ic to intellectual property: 

the possible antitrust liability of an intellectual property owner for violating an 

organization’s rules and attempting to assert ownership over a standard, and the possible 

liability of the organization and its members for collaborating to compel a license from an 

intellectual property owner.  These two issues are in some sense mirror images; one 

assumes that the SSO IP rule is procompetitive and punishes efforts to avoid it, while the 

other views the rule itself as anticompetitive because it reduces incentives to innovate. 

 In focusing on these two issues, which are specific to intellectual property rules, I 

have chosen not to discuss a variety of other interesting legal issues relating to standard-

setting organizations.  For example, some cases have suggested that SSOs themselves 

may violate section 1 of the Sherman Act as a cartel.166  Other cases challenge efforts to 

exclude certain competitors from participating in an organization altogether, or from 

using the standard set by the organization. 167  A large number of cases challenge the 

selection of a standard itself on the merits;168 still others challenge the process by which 

the standard was selected. 169  There are also cases that focus on the special problems of 

immunity associated with government -set standards,170 and the liability of the SSO itself 

                                                 
 
166   See, e.g., Addamax v. Open Software Found., 888 F. Supp. 274, 281, 284 (D. Mass. 1995), aff’d 152 
F.3d 48 (1st Cir. 1998) (finding that antitrust challenge to SSO could proceed to trial under the rule of 
reason, but ultimately finding no liability).  For a discussion of these cases, see Herbert Hovenkamp et 
al., IP and Antitrust §35.2 (2001). 
 
167   For a discussion of these cases, see id. §35.3. 
 
168   For a discussion of these cases, see id. §35.4. 
 
169   See id. §35.5. 
 
170   See id. §35.7. 
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for the acts of its members.171  These issues have been discussed in detail elsewhere,172 

and I do not revisit those issues except to the extent they relate directly to SSO 

intellectual property rules.   

 

 A. Background on Antitrust Claims 

 Antitrust law protects competition and the competitive process, by preventing 

certain types of conduct that threaten a free market.  For example, antitrust prohibits 

competitors from agreeing on the price they will charge consumers.  It prohibits certain 

"predatory" practices designed to exclude competitors from the market, and it places 

certain limits on the behavior of firms with market power.  The guiding principle of 

modern antitrust law is that competition is generally desirable in order to achieve 

economic efficiency, though other more “populist” goals are often articulated. 173 

 Competition is good for a variety of reasons.  Basic economics teaches that firms 

in competition will produce more and price lower than monopolists.  Monopolists not 

only take money away from consumers by raising prices, but they impose a "deadweight 

loss" on society by reducing their output below the level which consumers would be 

willing to purchase at a competitive price.  Monopoly has other problems as well.  It 

inherently reduces consumer choice, and monopolists have fewer incentives to innovate 

than do competitive firms.   

                                                 
171   See id. §35.8. 
 
172   See id. §35.  See also Mark A. Lemley, Antitrust and the Internet Standardization Problem , 28 Conn. 
L. Rev. 1041 (1996). 
 
173   On the dominance of efficiency over other rationales for antitrust, see I Areeda & Hovenkamp, 
Antitrust Law ¶¶ 100-113 (2d ed.). 
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 Congress passed the first federal antitrust statute in 1890.  The Sherman Act, as 

the statute is called, was a reaction to populist pressure on Congress to do something 

about the "trusts" that had come to dominate the American business landscape.  The 

Sherman Act granted broad powers to government to break up trusts and other 

conspiracies in restraint of trade.  The Sherman Act is still in force today. 174   

 By their terms, the antitrust laws are broad indeed.  In some sense, every contract 

necessarily restrains trade, since it forecloses options that were once open.  Under the 

literal terms of section 1, employment contracts and sales contracts might be considered 

antitrust violations.  In practice, courts quickly gave the Sherman Act a more restrictive 

interpretation.  The Supreme Court read section 1 as prohibiting only unreasonable 

restraints of trade.175  Much antitrust jurisprudence in the last century has attempted to 

delineate reasonable and unreasonable restraints of trade. 

 The courts also limited the reach of section 2, to ensure that successful businesses 

would not be punished because of their success.  Because the antitrust laws provide for 

felony criminal punishments, private treble -damage actions and injunctions, and 

plaintiffs' attorneys' fees, the possibility of overdeterring legitimate business conduct is a 

real concern.  To avoid this problem, courts have distinguished between possessing a 

                                                 
174   It provides in relevant part: 

 Section 1 [15 U.S.C. § 1].  Every contract, combination in the form of trust or 
otherwise, or conspiracy, in restraint of trade or commerce among the several States, or 
with a foreign nation, is declared to be illegal. . . . 
 Section 2 [15 U.S.C. § 2].  Every person who shall monopolize, or attempt to 
monopolize, or combine or conspire with any other person or persons, to monopolize any 
part of the trade or commerce among the several States, or with foreign nations, shall be 
deemed guilty of a felony . . . 
 

175   See Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911). 
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monopoly and actively acquiring or maintaining a monopoly through anticompetitive 

conduct.  Section 2 prohibits only the latter. 

 Thus, for our purposes the antitrust laws restrict business behavior in two 

principal ways: 

 Monopolization.  It is not illegal to have a monopoly.  However, monopolists and 

firms in the process of acquiring market power are subject to greater scrutiny of their 

behavior than other firms.  A monopolist violates section 2 if it has "marke t power" 

(defined as the power to raise prices or exclude competition in a relevant market) and 

engages in anticompetitive conduct designed to maintain or extend that power.176  Over 

time, courts have identified several anticompetitive practices (and the circumstances in 

which they are actionable).  A company may also be guilty of "attempted 

monopolization" if it intends to monopolize a market, engages in anticompetitive 

conduct, and has a "dangerous probability of successful monopolization."177   

 To find that a defendant has "monopolized" a market, the court must first define 

the relevant market.  Specifically, the court must identify a product or set of products and 

a geographic region in which the product is sold.  Controlling such a market will allow a 

monopolist to raise prices without losing customers to competitors from outside the 

market.  The definition of a relevant market and the analysis of power in that market are 

both extremely complex questions.  A good deal of legal and economic work has gone 

into the attempt to define exactly what market power is.178  

                                                 
176   On monopolization generally, see III & IIIA Areeda & Hovenkamp, Antitrust Law chs. 6-8 (2d ed.). 
 
177   See, e.g., Spectrum Sports v. McQuillen, 506 U.S. 447 (1993). 
 
178   For a more detailed discussion of this issue, see IIA Areeda & Hovenkamp, Antitrust Law ch. 5 (2d 
ed.). 
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 Agreements.  Courts have identified two basic types of agreements that may 

restrain trade -- agreements among competitors (called "horizontal restraints") 179 and 

agreements between buyers and sellers (called "vertical restraints").180  Vertical restraints 

are generally less threatening to competition than horizontal restraints.  With the 

exception of vertical minimum price fixing (or "resale price maintenance"), courts 

evaluate vertical restraints under the "rule of reason."  Under the rule of reason, courts 

balance the anticompetitive harms of a restraint against its procompetitive benefits.  Only 

those restraints which produce harms in excess of benefits to competition are deemed 

unreasonable. 

 Horizontal restraints are more troubling because they may allow the participants 

to create a cartel, which can then behave anticompetitively, much as a monopolist would.  

At first, most agreements between competitors were deemed illegal "per se," without any 

necessity for a weighing of harms and benefits to competition.  Today, the Supreme 

Court has retreated from that position, recognizing that certain agreements among 

competitors may be efficient and procompetitive.  Most horizontal restraints are now 

judged under the rule of reason.  Only certain forms of "naked" agreements to fix prices 

or divide territories remain illegal per se. 

 

 B. Misrepresentations Regarding Intellectual Property 

                                                 
 
179   On horizont al agreements in antitrust law generally, see XI – XIII Hovenkamp, Antitrust Law chs. 
19-22. 
 
180  Actually, the term "vertical restraints" refers to a whole class of transactions between companies in a 
vertical relationship in the chain of distribution, including dealers, franchisors, distributors, resellers, etc.  
On vertical agreements in antitrust law generally, see VI – XI Areeda et al., Antitrust Law chs. 14 
(agreement), 16 (intrabrand agreements), 17-18 (tying and exclusive dealing). 
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  1. Antitrust Theories181 

 A series of cases outside the intellectual property context involve efforts to 

manipulate a standard-setting process to produce a favorable outcome.  Some of those 

cases involve efforts to control the process itself – by stacking meetings, manipulating 

voting rules, and the like.182 An alternative form of manipulation involves the interested 

party lying to the standard-setting organization about a material fact.  Of most relevance 

for our purposes, those misrepresentations often concern the existence or scope of the 

intellectual property right itself.  In several recent cases, antitrust plaintiffs have alleged 

that defendants persuaded a standard-setting organization to adopt their proposed 

standard by misrepresenting its status as intellectual property.  This misrepresentation 

sometimes takes the form of an omission (failing to assert ownership in the standard 

publicly until after it is adopted), and sometimes the form of an affirmative falsehood 

(signing a statement indicating that the party has no intellectual property rights in the 

proposed standard).183  Two examples follow, presenting somewhat different issues. 

In 1992, the Video Electronics Standards Association (VESA) adopted a 

computer hardware standard called the VL-Bus standard, which governs the transmission 

of information between a computer's CPU and its peripheral devices.184  Each of the 

members voting to adopt the standard, including Dell Computer Corporation, was 

                                                 
181   Portions of t his subsection have been republished in adapted form in Hovenkamp et al., supra note __. 
 
182   See Allied Tube & Conduit Corp. v. Indian Head, Inc., 486 U.S. 492 (1988), Hovenkamp et al., supra  
note __, at §35.5a. 
 
183   For a discussion of the problem of strategic misrepresentations and failures to disclose, see Kipnis, 
supra note __, at 102. 
 
184  See In re Dell Computer Corp., No. 931-0097 (F.T.C. 1995). 
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required by VESA rules to affirm that they did not own any patent rights that covered the 

VL-Bus standard. 185  Dell's representative did in fact make such a statement.  

Nonetheless, Dell had obtained a patent covering the standard, and asserted it against 

other VESA members using the VL-Bus standard eight months later, after the VL-Bus 

standard had been widely adopted in the marketplace.  By working to adopt as a group 

standard a technology Dell allegedly knew was proprietary,186 the FTC argued that Dell 

could obtain the help of its competitors in establishing a standard that it would ultimately 

be able to control. Dell and the FTC ultimately entered into a consent decree in which 

Dell agreed not to assert its intellectual property rights in the VL-Bus.187 

More recently, Infineon alleged that Rambus had asserted against it a patent that 

Rambus obtained by fraud.  Infineon argued that Rambus had filed patent applications 

relating to a standard for DRAM devices, waited until the standard was adopted, and then 

modified its patent applications so that the claims covered the standards.188  The standard 

was adopted by JEDEC, the Joint Electronics Devices Engineering Council, a group of 

which Rambus was originally a member, though it later withdrew.189  According to 

                                                 
 
185  Id.  Many standard-setting organizations, including the American National Standards Institute (ANSI) 
and Semiconductor Equipment and Materials International (SEMI) have similar rules.   
 
186  Whether Dell in fact knew this is a matter of some dispute.  In her dissent to the Commission's 
proposed consent decree, Commissioner Azcuenaga claimed that there was "no evidence to support such a 
finding of intentional conduct."  Dell Computer , (Azcuenaga, Comm., dissenting).  Nonetheless, the 
Commission’s findings suggested that Dell’s content was at least knowing, if not intentional. 
 
187  See Dell Computer , note 13. 
 
188     For a discussion of the facts of the case, see Richard H. Stern, Rambus v. Infineon: The Superior 
Aptness of Common-law Remedies Than Antitrust for Standardisation Skullduggery, 2001 Eur. Intell. 
Prop. Rev.  495. 
 
189   Rambus used a secret informant known as “Secret Squirrel” to keep abreast of JEDEC’s standards 
decisions even after it withdrew from the organization.   See id. at 495. 
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Infineon, Rambus’ conduct violated JEDEC’s rules, which required disclosure of both 

issued patents and pending patent applications.190  The district court dismissed Infineon’s 

antitrust claims after trial on the grounds that Infineon had not proven the relevant 

geographic market it argued that Rambus was attempting to monopolize.191  Nonetheless, 

it upheld a jury verdict that Rambus had defrauded Infineon and JEDEC by failing to 

disclose its patent applications.192  Further, the Federal Trade Commission is apparently 

investigating Rambus , Sun Microsystems and Unocal for similar conduct.193   

 A number of commentators have been critical of the FTC’s consent decree in 

Dell.194  Some of these complaints reflect concerns that case might be read broadly to 

impose liability on intellectual property owners in the absence of proof of intent and 

ability to monopolize a market.  Those concerns are reasonable, and I discuss the proper 

elements of such a claim in detail below.  But others have suggested that antitrust law 

                                                 
190   In fact, JEDEC’s rule was changed in 1993 to explicitly address pending applications, but the court 
found that JEDEC members knew even before 1993 that the policy was intended to cover pending 
applications as well as issued patents.  Rambus, Inc. v. Infineon Technologies, No. Civ. A3:00CV524, 2001 
WL 913973 at *3 (E.D. Va. Aug. 9, 2001). 
 
191   Id. at *1. 
 
192   Id. 
 
193   Tony Smith, Federal Trade Commission Probes Rambus, Sun, The Register, Oct. 9, 2001; Alexei 
Barrioneuvo, Exhausting Feud: A Patent Fracas Pits Unocal Corp. Against Big U.S. Oil Producers, Wall 
St. J., Aug. 17, 2000, at 1; http://www.nytimes.com/2001/08/15/business/15GAS.html?searchpv=day06 
(discussing Unocal). 
 
194   See, e.g., Teague I. Donahey, Terminal Railroad Revisited: Using the Essential Facilities Doctrine to 
Ensure Accessibility to Internet Software Standards, 25 AIPLA Q.J. 277, 322-23 (1997); B. Zorina Kahn, 
Federal Antitrust Agencies and Public Policy Towards Antitrust and Intellectual Property, 9 Cornell J. L. 
& Pub. Pol’y 133 (1999); Schallop, supra note __, at 233 (calling decision “infamous”); Schneck, supra  
note __, at 656-57.  For somewhat more favorable treatment, see Dana R. Wagner, The Keepers of the 
Gates: Intellectual Property, Antitrust, and the Regulatory Implications of Systems Technology, 51 
Hastings L. Rev. 1073, 1087-89 (2000); Gates, supra note __, at 624. 
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should not police disclosures to SSOs at all.195  This absolutist approach strikes me as 

misguided.  It is certainly feasible for an intellectual property owner to gain a market 

advantage by concealing its IP rights from an SSO long enough for the SSO to adopt a 

standard.  And where adoption of the standard is likely to determine the way the market 

develops, one wielding the power to control that standard may ultimately control the 

market. 

The most likely avenue of antitrust attack196 against efforts to control the 

standard-setting process by failure to disclose an intellectual property right is an 

attempted monopolization claim under section 2 of the Sherman Act.197  Attempted 

monopolization has three elements – a specific intent to monopolize, anticompetitive 

conduct in furtherance of that intent, and a dangerous probability of successful 

monopolization. 198  Even a full-blown monopolization claim requires proof of conduct 

“willfully intended” to further the acquisition or maintenance of monopoly power.199  As 

a result, market power, anticompetitive conduct, and intent will all have to be proven to 

make out an antitrust violation. Even under such broader statutes as the FTC Act only 

                                                 
195   Cf.  Townshend v. Rockwell Int’l Corp., 55 U.S.P.Q.2d 1011 (N.D. Cal. 2000) (rejecting antitrust claim 
based on patentee’s alleged fraud before standards body, reasoning that since “a patent ow ner has the legal 
right to refuse to license his or her patent on any terms, the existence of a predicate condiction to a license 
agreement cannot state an antitrust violation.”).  The court’s legal syllogism is inaccurate, as explained in I 
Hovenkamp et al., supra  note __, at §13.4b.  
 
196   Janice Mueller has suggested an alternative approach – application of the patent misuse doctrine to 
enforce a disclosure obligation.  See Mueller, Misuse, supra note __.  I discuss this approach in more detail 
infra notes__-__ and accompanying text. 
 
197  The FTC's claim against Dell was not for violation of either section of the Sherman Act, but rather was 
brought under section 5 of the FTC Act, which is enforceable only by the Commission. Section 5 generally 
tracks the requirements of section 2 of the Sherman Act. See FTC v. Sperry & Hutchinson Co., 405 U.S. 
233 (1972); II Antitrust Law ¶ 302 (2d ed.). 
 
198  Spectrum Sports v. McQuillen, 506 U.S. 447 (1993).  See §10.4 and IIIA Antitrust Law ¶¶ 804-808. 
 
199   United States v. Grinnell Corp., 384 U.S. 563 (1966). 
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intentional misrepresentations should constitute anticompetitive conduct.  While an 

accidental failure to disclose the existence of a patent might have anticompetitive 

consequences, that sort of mistake is not the kind of conduct that should be punished as 

an antitrust violation.   

Misrepresentations can constitute anticompetitive conduct in appropriate 

circumstances, though by no means do all or even most misrepresentations by a 

competitor raise antitrust concerns.200  In the standard-setting context, the theory is that 

the patentee has manipulated the standard-setting process in a way that helps it achieve 

market power.  Not only does the capturing party end up with exclusive control over the 

market standard, converting a group standard-setting process into a de facto one, but the 

capturing party can use the group standard to achieve a dominant position it could not 

have attained in an open standards competition.  Had Rambus or Dell announced up front 

that the standards they were backing were proprietary, it is unlikely that the affected 

industries would have chosen those standards.  At the very least, those standards would 

have faced stiffer competition within the SSO than they did.  Put more formally, the 

competitive risk is that the misrepresentation will cause a standard-setting organization to 

adopt a standard it otherwise would have rejected, and that the adoption of that standard 

will in turn confer on the defendant market power it would not otherwise have obtained.  

This is a rather long chain of inferences, and each step in the chain should be elaborated.   

First, an antitrust plaintiff must establish that the standard-setting organization 

adopted the standard in question, and would not have done so but for the 

                                                 
 
200   For a discussion of misrepresentation as anticompetitive conduct, see IIIA Philip Areeda & Herbert 
Hovenkamp, Antitrust Law ¶ 782b. 
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misrepresentation or omission.  The failure to disclose the existence of a patent to a 

standard-setting organization will not affect the competitive marketplace if the standard-

setting organization would have approved the standard even if it had known about the 

patent.  Some standard-setting organizations have no policy with respect to intellectual 

property ownership in the standards they promulgate.  Other organizations that do have a 

policy do not require disclosure of intellectual property rights.201  Misrepresentation 

before such a standard-setting organization should not raise competitive concerns, even if 

it violates some other duty, because the misrepresentation did not cause the adoption of 

the standard, and therefore presumably did not contribute to or create market power.  

Indeed, in the absence of any affirmative requirement by the standard-setting 

organization that a party disclose its intellectual property rights, it probably doesn’t even 

make sense to speak of a failure to disclose as a “misrepresentation” at all. 202 

A separate issue is raised by different standard-setting organizations that, 

notwithstanding their stated policy, have a history of promulgating standards even when 

they are aware that the proposer owns intellectual property rights in the standard.  In that 

case, the misrepresentation has not necessarily caused the adoption of the standard.  

Given the standard-setting organization’s willingness to consider proprietary standards, it 

is possible that they would have adopted the proposed standard even if they knew about 

the patent rights.  Nonetheless, in such a case it is possible that the standard-setting 

organization would have decided differently had they been aware of the patent.  This is 

                                                 
201   See supra  notes __-__ and accompanying text. 
 
202   It is possible, however, that a false affirmative statement could create liability even in such an 
organization.  For example, if a patentee were to falsely claim to own no intellectual property rights 
governing a proposed standard, such a claim could be the basis for an antitrust claim if organization 
members relied on it in deciding to adopt the standard, even if the organization had no explicit policy 
requiring disclosure. 
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particularly true for an organization like the ATM Forum, which requires supermajority 

approval of patented standards.203  Thus, the first step in the causation chain requires 

factual inquiry in such a case. 

Second, the standard-setting organization’s decision to adopt the standard must in 

turn influence the market. Not all or even mos t standards adopted through a standard-

setting organization control their relevant market.204  Only in a limited number of cases 

will a standard achieve market dominance (or the “dangerous probability” of successful 

monopolization needed to sustain an attempted monopolization claim under section 2 of 

the Sherman Act). Efforts to capture an industry standard in any given case would 

constitute anticompetitive conduct precisely in the situation where those efforts are likely 

to threaten monopolization -- that is , where the standard being set is one which will likely 

dominate the industry. 205  Market power may be the necessary result of patent 

enforcement in some cases – those few cases in which the patent actually confers an 

economic monopoly -- while in others the  patent owner's control over the market stems 

from a failure of information in the market, a failure which the patent owner herself has 

induced. 206  Market control is most likely when the standard-setting organization 

                                                                                                                                                 
 
203   See supra  note __. 
 
204   See Hovenkamp et al., supra  note __, at §35.4a2. 
 
205   While such a market power determination is necessarily fact-specific, the same can be said of any 
attempted monopolization case.  Factors such as the collective market share of members of the standard-
setting organization or the past success of group standards may be evidence of likelihood of successful 
monopolization. 
 By contrast, consider the situation in which an intellectual property owner merely encourages the 
adoption of its standard by an independent agency, without any misrepresentations or intent to deceive.  
Absent such conduct, benefiting from a standard-setting body's decision does not create a section 2 case.   
 
206  In this sense, one might think of a patent owner who fails to disclose the patent to a standard-setting 
group as in a position analogous to the defendant in Eastman Kodak v. Image Technical Servs. , 504 U.S. 
451 (1992).  Where information is imperfect, markets based on that information will be imperfect also.  
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members collectively have a dominant sha re of the market, past standards the standard-

setting organization has promulgated have dominated the market, standard-setting is 

exclusive (that is, only one standard can be selected), and the intellectual property owner 

is unwilling to license the undisclosed patent on reasonable and nondiscriminatory terms.  

In the absence of some these conditions, even if the patentee’s nondisclosure convinces 

the standard-setting organization to accept the proposed standard, the promulgation of 

that standard is less likely to affect competition.  Because of this requirement, 

nondisclosure is likely to violate the antitrust laws only where interface standards rather 

than quality or safety standards are at stake.  Quality and safety standards are normally 

nonexclusive, while the selection of an interface standard is more likely to exclude other 

possible interface protocols.  Further, interface standards tend to exist in markets with 

network effects, and market power is more likely in such an industry. 

Even if the standard does achieve market power, that power must be attributable 

at least in substantial part to the actions of the standard-setting organization.  If a standard 

would have become dominant anyway in a de facto standards competition, its adoption 

by the standard-setting organization (and thus the patentee’s misrepresentation) has not 

caused the market dominance.207  For example, if the patent is one that actually confers 

an economic monopoly because of the absence of feasible noninfringing alternatives, it is 

the patent itself – not the patentee’s failure to disclose it to the standard-setting 

organization – that restricts competition in the market. 

                                                                                                                                                 
Those in possession of the information can use their knowledge to the advantage of their competitors or 
consumers.  See Mark R. Patterson, Product Definition, Product Information, and Market Power:  Kodak 
in Perspective, 73 N.C.L. Rev.  185 (1994).   
 
207   On the difficulty of proving causation in the innovation context, see David McGowan, Innovation, 
Uncer tainty, and Stability in Antitrust Law , 16 Berkeley Tech. L.J.  729 (2001). 
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Finally, assuming both market power (or a dangerous probability of its 

acquisition) and anticompetitive conduct helping to acquire or maintain that power can 

both be proven, an antitrust plaintiff must prove that the defendant’s failure to disclose 

relevant intellectual property rights was intentional and not an oversight.  Obviously, 

such an intentional failure to disclose is relevant only for that subset of organizations that 

impose a disclosure requirement.  Among those groups, one might argue that failure to 

disclose is problematic whether or not it was intentional.  While that argument may have 

some force when it comes to contract and perhaps even intellectual property law, antitrust 

law properly requires more.  For an intellectual property owner to violate the antitrust 

laws, and be subject to treble damages, the law requires willful conduct in an effort to 

monopolize.  Inadvertence should not suffice. 

An actual intent to monopolize is difficult to prove, and in some cases can be 

inferred from conduct.208  In many standard-setting cases, such an inference will be easy 

to draw.  In Allied Tube, for example, the conduct the defendant engaged in clearly 

seemed designed to influence the standard-setting process.209  And in many cases of 

misrepresentations concerning intellectual property, an inference might be drawn from 

facts suggesting that knowledge was likely (for instance, where the inventor of the patent 

is also the person signing a statement to the standard-setting organization, as has 

happened in several recent cases).  One might also draw an inference of at least reckless 

indifference from an intellectual property owner’s failure to do any investigation, 

                                                 
 
208 See, e.g., Handgards, Inc. v. Ethicon, Inc., 743 F.2d 1282, 1293 (9th Cir. 1984); William Inglis & Sons 
Baking Co. v. ITT Continental Baking Co., 668 F.2d 1014, 1027-28 (9th Cir. 1981). 
 
209   Allied Tube, 486 U.S. at 492.  In that case, the defendant successfully persuaded the National Fire 
Protection Association not to certify polyvinyl conduit as fire-safe insulation by recruiting new “members” 
of the NFPA, flying them to the meeting, and instructing them to vote down the proposal. 
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particularly in that small subset of SSOs that impose an obligation to search one’s own 

patent portfolio.  A court should not be too quick to draw an inference of intent, however, 

because in many cases deciding whether a patent covers a particular standard will require 

an individual to construe the meaning of the patent claims.  Patent claim construction is a 

complex and uncertain legal inquiry,210 and courts should be hesitant to impute 

knowledge of a patent’s scope if there is evidence that the defendant believed in good 

faith that the patent that would not cover the standard. 211  By contrast, where the evidence 

is indicative of bad faith, courts should be more willing to infer intent.  For instance, 

based on the facts found by the court in Rambus, it appears Rambus entered into a course 

of conduct designed to deceive JEDEC about what patents and pending applications it 

owned.  That course of conduct may constitute evidence from which a court could infer 

bad intent.  Similarly, a court might want to infer bad intent from truthful but misleading 

conduct, such as failing to fill out the form required by the SSO affirming that all 

intellectual property rights have been disclosed. 

Once the requirements for an antitrust violation through willful failure to disclose 

have been met, the question becomes whether an intellectual property owner can avoid 

                                                 
 
210   See Markman v. Westview Instruments, 517 U.S. 370 (1996). 
 
211   Cf. Mitek Surgical Prods. v. Arthrex, Inc., 230 F.3d 1383 (Fed. Cir. 2000) (suit not objectively baseless 
where alternative patent claim constructions were both plausible).  This will of necessity be a very limited 
number of cases.  By hypothesis, the defendant is now asserting in litigation that the patent does cover the 
standard.  Thus, only where the defendant can prove that it legitimately believed one thing, but now 
legitimately believes the opposite, will this issue be relevant.  It is worth noting, however, that in Rambus v. 
Infineon the court ultimately concluded both that Rambus’ patent infringement claim was frivolous – that 
is, that Rambus’ patent clearly did not cover the JEDEC standard – and that Rambus committed fraud by 
intentionally failing to disclose the patent to JEDEC.  These findings are in some tension, since if the patent 
clearly doesn’t cover the standard Rambus should have no obligation to disclose it to JEDEC.  Rambus was 
unsuccessful in pressing that argument, however, likely because it was claiming that the patent covered the 
standard. 
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the disclosure obligation by withdrawing from the SSO.212  At the outset, it is relatively 

easy to dismiss some efforts to evade the SSO IP rules.  A company should not be 

permitted to resign from the organization the day before the vote and rejoin the day after, 

for example.  Doing so would make a mockery of the disclosure requirement.   

A more serious question is presented when an intellectual property owner decides 

to withdraw from an SSO altogether rather than disclose its intellectual property interest 

in a pending standard.  Here it is the timing of the withdrawal that is critical.  Obviously a 

company that once joins an SSO is not forever after bound to disclose its IP rights to the 

organization.  At the same time, IP rights that already existed (or for which applications 

were pending) while the company was a member of the organization and which cover 

standards under consideration while the company was a member should generally be 

understood to fall within the disclosure obligation.  A company that strategically 

withdraws from an organization to avoid disclosure may create the same sorts of 

problems that nondisclosure creates, though sometimes the act of withdrawal itself will 

serve to draw attention to the company’s IP portfolio. 

These requirements are fairly stringent.  As a result, antitrust liability for failure to 

disclose will likely be rare, limited to those situations in which nondisclosure is both 

motivated by a desire to capture market share and likely to do so.  Thus, while antitrust 

can serve as a useful check on such anticompetitive conduct, it cannot substitute for a 

general enforcement regime for disclosure rules.213 

                                                 
212   Withdrawal is more likely as part of an effort to avoid reasonable and nondiscriminatory licensing 
obligations, rather than disclosure obligations.  I discuss the consequences of withdrawal for licensing 
obligations in more detail supra  notes __-__ and accompanying text. 
 
213   I therefore disagree with Wagner, who argues that the Dell case reflects an implicit shift from a 
property rule towards a general liability rule in standard-setting.  See Wagner, supra note __, at 1089-93. 
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 2. Common Law Alternatives to Antitrust 

 Alternatively, it is possible that the failure to comply with a by-law restricting 

enforceability of intellectual property rights could constitute fraud or misrepresentation.  

This is most likely where (as in the Dell case discussed above) the patentee has an 

obligation to disclose the existence of an intellectual property right, and knowingly fails 

to do so or affirmatively states that one does not exist.  A fraud theory may be a stronger 

enforcement mechanism for the standard-setting organization than contract, in that it 

offers plaintiffs the possibility of recovering their actual damages.  And it may be a less 

cumbersome tool than an antitrust claim, which requires extensive inquiry into market 

definition and market power.  Further, fraud may reach beyond antitrust law, since 

members of an SSO presumably could be defrauded to their detriment even in 

circumstances in which it was unlikely the intellectual property owner could exercise 

control over a relevant economic market.214  The Rambus case discussed above was 

ultimately decided on fraud and not antitrust grounds, for example. 

But there are limitations on the use of fraud as a substitute for antitrust.  Most 

notably, a fraud theory must of necessity be based on some duty to the plaintiff, which 

would seem to preclude suits by consumers or by non-members of the SSO. 

Janice Mueller has recently suggested another alternative: applying the patent 

misuse doctrine to preclude enforcement of patents that an intellectual property owner 

willfully failed to disclose to a standards body. 215  Using misuse doctrine has some 

                                                 
214   See Stern, supra note __, at 495 (discussing the relative merits of fraud and antitrust claims in this 
situation). 
 
215   Mueller, Misuse, supra note __. 
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advantages, notably avoiding the more ponderous machinery of antitrust.216  But misuse 

has problems as well.  First, it is not clear how a misuse claim would fare under existing 

law, since the Patent Misuse Reform Act provides that refusal to license a patent cannot 

constitute misuse.217  There may be ways around this – the bad conduct might be the 

misleading silence, rather than the refusal to license – but the Federal Circuit is likely to 

be skeptical of misuse claims based on a unilateral refusal to license.218  Second, the 

remedy for patent misuse – a judicial refusal to enforce the patent at all219 – may be 

overbroad in circumstances in which the patent also covers technologies not included in 

the standard. 

 

C. Defending Against Intellectual Property as an Antitrust Violation220 

 

  1. Intellectual Property as Procompetitive 

The typical antitrust analysis of intellectual property and standard setting assumes 

that the existence and enforcement of intellectual property rights poses the potential risk 

to competition.  Courts inquire into whether an intellectual property right confers market 

power, or alternatively whether that right has been used to restrict competition in an 

                                                                                                                                                 
 
216   On differences between patent misuse and antitrust law, see Hovenkamp et al., supra  note __, at 
§3.2c; Mark A. Lemley, Comment, The Economic Irrationality of the Patent Misuse Doctrine, 78 Calif. L. 
Rev. 1599 (1990). 
 
217   35 U.S.C. § 271(d)(4). 
 
218   Cf. C.R. Bard, Inc. v. M3 Systems, 157 F.3d 1340, 1373 (Fed. Cir. 1998) (“the catalog of practices 
labelled ‘patent misuse’ does not include a general notion of ‘wrongful’ use”). 
 
219   See Morton Salt Co. v. G.S. Suppiger & Co., 314 U.S. 488 (1942); I Hovenkamp et al., supra note __, 
at §3.6a. 
 
220   Portions of this section have been republished in adapted form in Hovenkamp et al., supra note __. 
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industry.  This standard approach makes sense in light of the classical conception of the 

intellectual property-antitrust conflict: that intellectual property rights represent a 

necessary interference with an otherwise competitive market.221 

There is an alternate way to think of intellectual property and antitrust, however.  

In industries in which continual innovation is important to social welfare, intellectual 

property can be procompetitive on balance insofar as it encourages more innovation than 

it restrains.  On this theory, interfering with the acquisition and enforcement of 

intellectual property rights, while procompetitive in the short run, actually harms 

competition in the long run by reducing innovation.  This was the FTC’s theory in the 

Intel consent decree, for example.222 Other examples of procompetitive uses of 

intellectual property in the standard-setting context are possible in industries in which 

standards evolve quickly.  In several instances, an intellectual property owner has used its 

intellectual property rights to ensure that developments using a standard were 

interoperable, and to oppose efforts to "split" the standard. 223   

                                                                                                                                                 
 
221   See generally Hovenkamp et al., supra note __, at §1.3.  Among the voluminous literature on the 
overlap between intellectual property and antitrust law, see Robert D. Anderson & Nancy T. Gallini, 
Competition Policy and Intellectual Property Rights in the Knowledge -Based Economy (1998); Ward 
Bowman Jr., Patent and Antitrust Law: A Legal and Economic Appraisal  (1973); William Baxter, 
Legal Restrictions on Exploitation of the Patent Monopoly: An Economic Analysis , 76 Yale L.J. 267 
(1966); Richard Buxbaum, Restrictions Inherent in the Patent Monopoly: A Comparative Critique, 113 U. 
Pa. L. Rev. 633 (1965); Louis Kaplow, The Patent-Antitrust Intersection: A Reappraisal , 97 Harv. L. Rev.  
1813 (1984); Tracy R. Lewis & Dennis Yao, Some Reflections on the Antitrust Treatment of Intellectual 
Property, 63 Antitrust L.J. 603 (1995); Willard Tom & Josh Newberg, Antitrust and Intellectual 
Property: From Separate Spheres to Unified Field, 66 Antitrust L.J.  167 (1997). 
 
222   For a detailed discussion of the FTC’s case against Intel, see id. §13.4d.  Other government cases 
premised on threats to future innovation include United States v. Microsoft Corp., 253 F.3d 34 (D.C. Cir. 
2001), and United States v. Visa U.S.A. , 163 F. Supp. 2d 322 (S.D.N.Y. 2001). 
 
223  For example, Eolas Technologies owns a patent which allegedly covers the technology of embedding 
executable content in the World Wide Web, and which (if valid) would allow it to control the production of 
"applets" by Sun and others.  Eolas has agreed to license the patent royalty-free to any company that will 
adopt a particular op en applications program interface (API).  In effect, Eolas is using its potential control 
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One example of a company making such a use of intellectual property rights is 

Sun's intellectual property litigation against Microsoft over the compatibility of the 

"Java" platform. The fundamental issue in the case concerned Microsoft’s alleged 

alteration of certain aspects of the Java technology. Sun contended that Microsoft was 

attempting to co-opt the Java platform (which is “platform independent,” meaning it runs 

on many different operating systems) by designing a separate, proprietary “version” of 

Java that runs on Windows, but not on competing operating systems.  Sun's concern was 

that a Windows-specific version of Java could undermine the potential transition to 

platform-independent competition.  Microsoft claimed it altered the Java specifications to 

“optimize” Java’s performance with Windows.  

This dispute thus raises some fundamental antitrust and intellectual property 

issues.  If Microsoft could alter the Java technology to disrupt platform-independence, it 

could short-circuit the promise of Java insofar as operating systems competition is 

concerned. 224  Indeed, as long as Microsoft’s version of Java works better with 

Windows than others, users may gravitate towards that version. Microsoft’s historical 

experience might reasonably give it some confidence that by splitting the standard into 

incompatible, proprietary versions, Microsoft could engineer a de facto  standards 

competition that it stands a good chance of winning.  If Java were truly an open platform, 

owned by no one, it is hard to see how Sun could prevent this.  Ironically, Sun’s 

reservation of its intellectual property rights in Java provides the means to prevent 

                                                                                                                                                 
over the applet market to force the industry to an open rather than a closed set of standards.  See Michael 
Doyle, Proposing a Standard Web API, Dr. Dobb’s J. , Feb. 1996. 
 
224  See Sun Microsystems, Inc. v. Microsoft Corp., 999 F. Supp. 1301, 1310 (N.D. Cal. 1998) (noting that 
Microsoft’s argument in the case “would essentially allow Microsoft to destroy the cross-platform 
compatibility of the JAVA programming environment.”). 
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unauthorized alteration of the standard and therefore preserve the integrity of a cross-

platform standard that might otherwise be fragmented. 225 

With the possibility that in certain circumstances intellectual property rights can 

promote rather than hinder competition firmly in mind, one might look at SSO rules 

restricting ownership of intellectual property in a new light.  If intellectual property is 

procompetitive, SSOs and their members might violate the antitrust laws by collectively 

attempting to defend aga inst patent enforcement or compel licensing of those patents. 

 

  2. Joint Defense Agreements as Licensee Cartels 

 It is well established in antitrust law that monopsony and buyers’ cartels are just 

as pernicious to competition as monopoly and sellers’ cartels.226  The risks mirror the 

risks from seller’s cartels – prices will be artificially depressed rather than artificially 

raised.  Legal treatment of monopsony likewise mirrors the treatment of monopoly.  

Thus, in National Macaroni Manufacturers Ass’n, the Federal Trade Commission 

challenged an agreement by members of a pasta manufacturers’ trade association to set 

standards for the composition of the pasta they would sell.  The Commission successfully 

argued that the standards were intended to artificially depress the price of durum wheat, a 

traditional input into pasta.227  The fact that the horizontal agreement injured sellers rather 

                                                 
225   For a detailed discussion, see Mark A. Lemley & David McGowan, Could Java Change Everything? 
The Competitive Propriety of a Proprietary Standard, 43 Antitrust Bull. 715 (1998). 
 
226   For detailed discussion, see XII Herbert Hovenkamp, Antitrust Law ch. 20B; Roger D. Blair & 
Jeffrey L. Harrison, Monopsony: Antitrust Law And Economics  (1993); Roger D. Blair & Jeffrey L. 
Harrison, Cooperative Buying, Monopsony Power, and Antitrust Policy, 86 Nw. U. L. Rev. 331, 338 
(1992). 
 
227   65 F.T.C. 583 (1964), enforced, 345 F.2d 421 (7th Cir. 1965). 
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than buyers, and drove prices down rather than up, did not save it from per se 

condemnation.   

 When intellectual property rights are at stake, standard-setting organizations 

sometimes act as a buyers’ cartel (or more precisely, a licensee cartel).  Standard-setting 

organizations regularly serve as a sort of clearinghouse for the defense of infringement 

suits in which patents are asserted against an entire industry.  They may agree to share 

costs, or to jointly hire lawyers to opine on the validity of the patent.  Joint defense 

agreements also sometimes bind the members not to settle independently of the group as 

a whole.  Because this sort of joint defense against patentees involves concerted action by 

competitors, it raises many of the same economic concerns as a traditional cartel.  By 

negotiating jointly, the members of an industry may be able to obtain a license at a lower 

price than if they bargained individually.  Indeed, some early industry associations were 

apparently set up primarily in order to coerce lower licensing fees by preventing the 

members from settling patent suits independently. 228 

On the procompetitive side of the ledger, joint defense presumably involves 

substantial efficiencies resulting from reduced legal costs.  Further, to the extent that 

society perceives enforcement of the intellectual property right itself as undesirable – 

perhaps because the intellectual property owner is holding up an industry that did not in 

fact benefit from its invention – SSO joint defense agreements may be an effective means 

of responding to that threat.  There are unquestionably circumstances in which IP 

                                                 
228   See, e.g., Steven W. Usselman, Regulating Railroad Innovation: Business, Technology, and 
Politics in America, 1840-1920 (2001) (discussing the Eastern and Western Railroad Presidents’ 
Conference). 
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litigation is filed for just such a purpose,229 and a fair bit of academic literature suggests 

that “clearing” the thicket of overlapping intellectual property rights may be necessary for 

true innovation to occur.230  In cases in which different parties hold patents on necessary 

inputs to a particular standard, solving the double marginalization problem can also be a 

substantial efficiency. 231 

 Defense against an actual lawsuit is protected by Noerr-Pennington immunity 

unless the “petitions” (here, the defensive court filings) amount to a “sham.”232  The same 

is true of coordinated efforts to defend against a lawsuit.233  Thus, most such joint defense 

                                                 
229    The most infamous “holdup” artist in intellectual property cases was Jerome Lemelson, who enforced 
his hundreds of patents against companies in a huge variety of industries, but never himself made any 
products.  For a discussion, see M. Scott Carey, Ford Motor v. Lemelson, 13 Berkeley Tech. L.J. 219 
(1998). 
 
230 Carl Shapiro, Navigating the Patent Thicket: Cross Licenses, Patent Pools and Standard Setting, in 
Innovation Policy and the Economy (Adam Jaffe, Joshua Lerner, and Scott Stern, eds., National Bureau 
of Economics, 2001); Michael A Heller & Rebecca S. Eisenberg, Can Patents Deter Innovation? The 
Anticommons in Biomedical Research , 280 Sci. 698 (1998); Robert P. Merges, Intellectual Property Rights 
and Bargaining Breakdown: The Case of Blocking Patents, 62 Tenn. L. Rev. 75 (1994); Mark A. Lemley, 
The Economics of Improvement in Intellectual Property Law , 75 Tex. L. Rev. 989 (1997); Arti K. Rai, 
Fostering Cumulative Innovation in the Biopharmaceutical Industry: The Role of Patents and Antitrust, 16 
Berkeley Tech. L.J. 813 (2001). 
 
231   The double marginalization problem occurs when two monopolists own complementary inputs, and 
each price at the monopoly level.  The resulting systems price is inefficiently high.  See infra note __.  Cf. 
Douglas Lichtman, Property Rights in Emerging Platform Technologies , 29 J. Legal Stud.  615 (2000) 
(making a similar argument in favor of vertical integration in computer systems). 
 
232   For detailed discussion of Noerr immunity, see I Areeda & Hovenkamp, Antitrust Law ¶ 201-208.  
On the question of whether concerted agreements qualify for Noerr immunity, see id. ¶ 203i; XII 
Hovenkamp, Antitrust Law ¶ 2044. 
 
233   See Lemelson v. Bendix Corp., 621 F. Supp. 1122 (D. Del. 1985) (joint defense in patent infringement 
suit not antitrust violation); XII Hovenkamp, Antitrust Law ¶2045.  Cf.  In re Circuit -Breaker Litigation, 
984 F. Supp. 1267 (C.D. Cal. 1997) (joint suit by trademark plaintiffs protected by Noerr). 

In FTC v. Superior Court Trial Lawyers Ass’n, 493 U.S. 411 (1990), the Court held illegal per se 
and unprotected by Noerr a group boycott by trial lawyers of indigent counsel appointments.  The lawyers 
were seeking to obtain a higher billable rate for the work.  The reason the SCTLA boycott did not qualify 
may be that the government was the buyer in the market and was therefore the target of the boycott, rather 
than a decision-making body petitioned in its governmental capacity.  Thus, SCTLA does not stand for the 
proposition that joint petitions lose immunity. 
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agreements will be immune from antitrust scrutiny.  In Gould v. Control Laser Corp.,234 

the court held that an agreement to share the costs of litigation against a patent was 

ordinarily legal, and “only in the most egregious circumstances would the Sherman Act 

proscribe such an agreement.”235  Immunity should also apply to joint petitions in the 

administrative context, as where the standard-setting organization submits evidence 

concerning a pending patent application or petitions the PTO for reexamination.   

It is less clear, however, whether agreements that contemplate litigation or 

administrative action but stop short of it trigger petitioning immunity.  The Federal 

Circuit has indirectly suggested that agreements in advance of litigation to defend a 

competitor if they are sued for patent infringement are not immune under Noerr and may 

violate the antitrust laws.236 On the other hand, it is surely permissible to agree to 

indemnify a customer who is sued for patent infringement because they used a supplier’s 

product.  Efforts by a standard-setting organization to gather prior art in advance of 

anticipated litigation occupy a gray area in the law between these two positions.  The 

better rule is to protect such ancillary activity, just as threats to file a lawsuit are protected 

in most circuits.237   

                                                 
234   462 F. Supp. 685 (M.D. Fla. 1978). 
 
235   Id. at 692.  Accord Jones Knitting Corp. v. Morgan, 361 F.2d 451 (3rd Cir. 1966) (condemning joint 
defense agreement, but only because it went beyond the sharing of litigation costs and attempted to control 
the ability of the members to settle the case independently). 
 
236   See Rodime v. Seagate Technology, 174 F.3d 1294 (Fed. Cir. 1999).  In that case, the court merely 
opined that Noerr immunity was unlikely and that the facts “give rise to an inference” that the antitrust 
laws have been violated. 
 
237   See I Areeda & Hovenkamp, Antitrust Law ¶ 503e; Coastal States Marketing, Inc. v. Hunt, 694 F.2d 
1358 (5th Cir. 1983).  But  see Cardtoons, L.C. v. Major League Baseball Players Ass’n, 208 F.3d 885 (10th 
Cir. 2000) (en banc) (holding threats to sue unprotected by Noerr in a non-antitrust case).  For further 
discussion of immunity for threats to sue, see Hovenkamp et al., supra  note __, at §11.3b5. 
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A somewhat different problem is presented by concerted decision-making by 

defendants during litigation.  Defendants with common interests who act jointly must 

retain independent decision-making authority.  If they act in concert in deciding not just 

how to litigate the case, but whether to settle (and on what grounds), they have crossed 

the line into a conspiracy to restrain trade.  In Prime Time 24 Joint Venture v. NBC,238 the 

Second Circuit held that a conspiracy between copyright owners not to settle (i.e. deal) 

with an infringement defendant could violate section 1.  The court emphasized that 

“copyright holders may not agree to limit their individual freedom of action in licensing 

future rights to such an infringer."239  The same is true in the reverse situation as well –  

where a group of accused infringers jointly agree not to settle with a plaintiff.240  This 

may put a law firm representing each of the defendants in a difficult position, since it 

must advise each client independently and may not coordinate settlement strategies.  

Nonetheless, at least one court has rejected an antitrust claim based on joint decision-

making notwithstanding the fact that the same firm represented all the defendants.241 

 

3. SSO Rules Restricting Intellectual Property As Antitrust 

Violations 

                                                 
 
238   219 F.3d 92 (2d Cir. 2000). 
 
239   Id. 
 
240   See, e.g., Jones Knitting Corp. v. Morgan, 361 F.2d 451 (3r d Cir. 1966) (such an agreement illegal per 
se); Gould v. Control Laser Corp., 462 F. Supp. 685, 691-93 (M.D. Fla. 1978) (such an agreement treated 
under the rule of reason; granting summary judgment because plaintiffs offered no evidence that joint 
defense agreement extended to agreement on terms of settlement). 
 
241   Lemelson v. Bendix Corp., 621 F. Supp. 1122 (D. Del. 1985). 
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A somewhat more complex issue is presented by standard-setting organization 

rules regarding ownership or licensing of intellectual property outside the litigation 

context.  If intellectual property rights are procompetitive because they encourage 

innovation, might a standard-setting organization violate the antitrust laws by requiring 

intellectual property owners to limit or forfeit their rights as a condition of 

standardization?242  The standard-setting organization cannot take shelter under the 

Noerr-Pennington doctrine, as making and enforcing by-laws does not relate directly to 

petitioning the government.243  The answer may depend on what the by-laws say. 

 

 (a) Disclosure Requirement.   

To begin, consider a standard-setting organization like VESA or ANSI, which 

requires disclosure of an intellectual property right to the organization before the group 

votes on the standard but does not otherwise interfere with ownership.  In such a case, it 

seems unlikely that a disclosure requirement standing alone would be anticompetitive.  

The requirement has an information forcing effect, and it is possible in some unusual 

circumstances that requiring disclosure will interfere with an intellectual property owner's 

trade secret rights.244  This is unlikely to be a major concern, however, particularly since 

                                                 
242   For an argument that SSO IP rules are used to facilitate cartels, see Peter Grindley et al., Standards 
Wars: The Use of Standard Setting as a Means of Facilitating Cartels in Third Generation Wireless 
Telecommunications Standard Setting , 3 Int’l J. Comm. L. & Pol’y  3 (Summer 1999), 
http://www.ijclp.org/3_1999/ijclp_webdoc_2_3_1999.html 
 
243   This is true of private standard-setting organizations.  For rules relating to petitioning government-run 
standard-setting organizations, see Hovenkamp et al.,  supra note __, at §35.7. 
 
244   Standard-setting organization rules restricting ownership or requiring disclosure of intellectual property 
normally apply to patents, which are necessarily public documents.  Some standard-setting organizations 
extend the rule to pending patent applications, a logical move since they are worried about pending 
applications that will issue once the standard is adopted.  Because some patent applications can also be 
trade secrets (specifically, those in their first 18 months of prosecution, or which are filed only in the U.S., 
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it is only the existence and scope of the patent or patent application, not the technical 

know-how of the invention itself, that will normally have to be disclosed.  While the very 

existence of a patent application may sometimes be a valuable secret, in the context of a 

publicly adopted standard the legitimate value of this particular secret does not seem very 

high.  Withholding the information would be most valuable as a tool for deception, as in 

the Dell case.   

 The standard-setting organization, on the other hand, has a presumptively 

legitimate reason for requiring the information: it wishes to make a fully informed 

decision on whether to adopt a particular standard.  Standard-setting organizations should 

be given significant leeway to adopt reasonable rules necessary to the operation of their 

business, even if those rules indirectly regulate the circumstances under which 

competition occurs.245  Further, it is difficult to see how consumers will be harmed by a 

disclosure requirement.  Presumably the intellectual property owner is free to decide 

whether to submit its proposal for consideration as a standard, and the SSO is free to 

decide whether to adopt the standard notwithstanding the existence of the intellectual 

property right. 

                                                                                                                                                 
see 35 U.S.C. § 122, and which are not embodied in a product sold on the open market), it is possible that a 
disclosure rule will require a trade secret owner to disclose its secret to competitors.   
 
245   In Chicago Board of Trade v. United States, 246 U.S. 231 (1918), the Court gave substantial leeway to 
a commodities exchange to set the rules and conditions for sale in the exchange.  The Court explored a 
number of allegedly beneficial aspects of the rules, though many of those “benefits” in fact seemed to 
restrict competition.   

In Silver v. New York Stock Exchange, 373 U.S. 341, 360 (1963), the Court held that regulatory 
oversight over an industry must be taken into account in an antitrust analysis, and that “under the aegis of 
the rule of reason, traditional antitrust concepts are flexible enough to permit the [organization] sufficient 
breathing space within which to carry out the mandate” of the regulating statute.  It is not clear that the 
Court would give the same leeway to organizations not subject to significant government regulation, 
however. 
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 A different type of challenge to a standard-setting organization disclosure rule 

might assert that the purpose of requiring disclosure is to permit the standard-setting 

organization to refuse to adopt any standard covered by an intellectual property right.  

This is in effect a claim that the standard-setting organization rule is not really just a 

disclosure rule, but in fact is a no-intellectual-property rule.  I discuss such rules 

below.246 

 

 (b) Royalty-Free or Compulsory Licensing Requirement.   

Where the standard-setting organization requires members to license their 

intellectual property rights, either to other members or to all comers (as the ISO does), or 

where it requires members to forego intellectual property protection for a standard 

altogether (as the IETF used to do), more difficult questions are presented.  The 

fundamental right granted intellectual property owners is the right to exclude others; 

forcing them to give up that right restricts the value they can get from their intellectual 

property.  Further, while some variants on the compulsory licensing rule permit the 

intellectual property owner to set the royalty rate, so long as it is not discriminatory, 

others restrict the royalty that can be charged or require intellectual property owners to 

forego a royalty altogether.247  Such rules may reduce the incentive to develop potential 

new standards, or the incentive to participate in cooperative standard setting rather than 

"going it alone" in a de-facto standards competition.  Both the Antitrust Division and the 

                                                 
246   See infra notes __-__ and accompanying text. 
 
247   It is not clear into which category we should put a requirement that the intellectual property owner 
license its patent on "reasonable" terms.  If the reasonableness requirement has teeth, it may permit or even 
require standard-setting organization oversight of the rate charged.  If on the other hand it is largely 
precatory, the intellectual property owner has much more freedom. 
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Federal Trade Commission have taken the position that a standard-setting organization 

rule prohibiting members from owning intellectual property rights in a standard may 

violate the antitrust laws.248  

 In evaluating such a claim, several mitigating circumstances and potential 

justifications should be taken into account.  First, because a standard-setting organization 

rule should be treated under the rule of reason, rather than the per se rule, a court must 

inquire into market conditions before condemning any such policy.  Standard-setting 

organizations whose members do not collectively have market power will find it difficult 

to influence the market in a way that restricts innovation even if that is their goal. 

 The second issue is the alternatives available to members.  Companies who do not 

want to relinquish rights in their intellectual property have a choice -- they can decline to 

participate in the standard-setting organization altogether, or withdraw from 

                                                 
 
248 In a series of negotiations regarding rules promulgated by the European Telecommunications Standards 
Institute (ETSI), the United States put substantial pressure on ETSI to back down from its original rule 
requiring disclosure and nondiscriminatory licensing of member intellectual property rights embodied in 
ETSI standards.  This approach has precedent in some earlier U.S. cases condemning patent pools and cross 
licenses.  See United States v. New Wrinkle, 342 U.S. 371 (1951).  Further, there were apparently some 
legitimate complaints about the reciprocity of the ETSI licensing provisions.  See Allen N. Dixon, The ETSI 
Complaint and the European Commission's Communication on Standardization (working paper 1995); 
Prins & Schiessl, The New Telecommunications Standards Institute Policy: Conflicts Between 
Standardisation and Intellectual Property Rights, 8 Eur. Intell. Prop. Rev. 263 (1993). For discussions of 
the evolving ETSI rule on intellectual property rights, see Raymond T. Nimmer, Standards, Antitrust and 
Intellectual Property, in Intellectual Property Antitrust (P.L.I. 1995); Bekkers & Liotard, supra note __ 
,at 122; Mark Shurmer & Gary Lea, Telecommunications Standardization and Intellectual Property Rights: 
A Fundamental Dilemma?, in Standards Policy for Information Infrastructure  378, 392-96. 
 In In re American Society of Sanitary Engineering, 106 F.T.C. 324, 329 (1985), the FTC entered 
into a consent decree with a standard-setting organization that forbade it from rejecting proposed standards 
solely on the grounds that they were patented.  The underlying FTC complaint had alleged that the ASSE 
policy “had no reasonable basis or justification” and amounted to a concerted refusal to deal.  Id.  It is 
significant that the standard in question in this case was inclusive rather than exclusive, so that allowing the 
complaining party’s product to be included in the standard would not have restricted the rights of other 
members to make use of other approved technologies. 
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consideration of a particular standard in which they have an interest.249  Because 

standard-setting organization rules necessarily bind only members of the organization, 

exit is always an option.  The only companies for whom this will not be a realistic choice 

are ones whose goal is to push for group adoption of a standard they own the rights to.   

But there is no reason such companies should have it both ways.  If the SSO permits 

licensing on reasonable and nondiscriminatory terms, intellectual property owners do not 

need to retain any further rights unless their true goal is to hold up members after the 

standard is adopted.  Even if the SSO requires royalty-free licensing, the option of exit is 

not terribly onerous.  If the intrinsic value of the proposed standard is great enough, the 

SSO may adopt it anyway – or if the group won’t, the market may.   

 Finally, a rule requiring the licensing of intellectual property may actually be 

more efficient than the alternative.  If a standard-setting organization is symmetrical -- 

that is, if it is not dominated by a single company, and if members are on average equally 

likely to own intellectual property rights in a proposed standard -- the standard-setting 

organization does not really have the structure of a buyer's cartel.  Instead, the intellectual 

property policy serves a purpose analogous to a cross-licensing scheme between blocking 

patents.250  Particularly when different parties may lay claim to the same standard, a rule 

requiring licensing expands competition by insuring that all members of the organization 

are free to build products incorporating that standard.  This clearing of the "patent 

thicket"251 is particularly important to standardization efforts in industries like 

                                                 
249   This assumes such a withdrawal will be effective in avoiding a licensing obligation.  On this point, see 
supra notes __-__ and accompanying text. 
 
250   See Hovenkamp et al., supra  note __, at ch. 34 (discussing blocking patents and cross-licensing). 
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semiconductors, where tens of thousands of patents would, if enforced, make product 

development all but impossible.    

Further, since the SSO by-law is adopted ex ante, the parties who belong to the 

SSO can enter into the agreement not knowing whether they will be the intellectual 

property licensor or licensee in any given case.  Companies who voluntarily agree to 

license intellectual property on reasonable and nondiscriminatory terms when they are 

operating under a veil of ignorance252 – that is, when they don’t know whether the rule 

will help or harm them – may be presumed to do so because they believe the licensing 

requirement to be the best policy for the organization as a whole.  There is no reason in 

general to believe that the goal of such a by-law is to discriminate against one particular 

intellectual property owner.253 

 The result is that, subject to two caveats, standard-setting organization rules 

restricting the exercise of intellectual property rights in a standard should generally be 

permissible,254 and certainly where they serve to clear potentially competing claims on a 

standard.  One caveat concerns standard-setting organization rules that require licensing, 

                                                                                                                                                 
251   See Carl Shapiro, Navigating the Patent Thicket: Cross Licenses, Patent Pools and Standard Setting, in 
Innovation Policy and the Economy (Adam Jaffe, Joshua Lerner, and Scott Stern, eds., National Bureau 
of Economics, 2001). 
 
252   Cf. John Rawls, A Theory of Justice 11 (rev. ed. 1999) (societies are more likely to make just 
decisions under a veil of ignorance).  For an extended application of Rawls’ theory of intergenerational 
justice under the veil of ignorance to intellectual property law, see Dawn C. Nunziato, Intergenerational 
Justice Between Authors in the Digital Age, 9 J. Intell. Prop. L. __ (forthcoming 2002). 
 
253   Of course, in any given case the evidence may demonstrate that that was the goal.  Where an 
organization adopts an IP-restrictive rule over the dissenting vote of an intellectual property owner, with 
the intention of depriving that IP owner of his rights, antitrust law might be more concerned. 
 
254   In one case Congress has expressly endorsed such a rule.  See 17 U.S.C. § 512(i)(2)(B) (defining a 
“standard technical measure” encouraged by the Digital Millenium Copyright Act as one adopted by a 
standard-setting organization and which is “available to any person on reasonable and nondiscriminatory 
terms.”). 
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but only to other members of the organization.  In certain circumstances, standard-setting 

organization rules that privilege members over non-members can have the effect of 

raising rivals costs or even excluding them entirely, and therefore cartelizing the 

industry. 255  This should not be a problem, however, unless membership in the standard-

setting organization is closed, the number of members is relatively small, and the 

members collectively control a significant share of the market.  In those circumstances, 

the organization may create antitrust problems.256 

 Second, SSOs may seek to specify not only that licensing will occur on 

reasonable and nondiscriminatory terms, but also to cap the total fees that will be paid to 

license patents.  At least one group is attempting to do precisely this in 3G mobile 

telephony. 257  Capping the total price to be paid to all intellectual property owners may 

create monopsony problems because it depresses the total price to be charged for 

innovation.  Those monopsony problems aren’t necessarily debilitating, but they are 

serious enough that organizations should be concerned about the antitrust consequences 

of adopting such an approach. 

  

  4. Conclusions  

 SSOs must recognize that they are agreements among horizontal competitors, and 

that their conduct will be subject to scrutiny under section 1 of the Sherman Act.  But 

antitrust courts should recognize that SSOs serve valuable procompetitive purposes, and 

                                                 
255   Cf. Jaap H. Spoor, Standardization and Exclusivity in Intellectual Property, in Information Law 
Toward the 21st Century 374 (Kluwer 1992) (noting asymmetric licenses as creating antitrust problems). 
 
256     See, e.g., Radiant Burners, Inc. v. Peoples Gas Light & Coke Co., 364 U.S. 656, 659-60 (1961) (per 
curiam) (requiring that standard set by SSO be made equally available to all competitors). 
 
257   See http://www.3gpatents.com. 
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that they will not be able to function effectively if paralyzed by fear of antitrust 

liability.258  Where an SSO adopts a general rule regarding disclosure or licensing of 

intellectual property rights that binds only its members, that rule should not normally 

create antitrust concern.  Only where an SSO acts in a specific case to favor one set of 

members over an intellectual property owner should section 1 liability be an issue.  Even 

then, only certain types of concerted licensee conduct will raise antitrust concerns. 

 

V. SSO IP Rules as Private Ordering in the Shadow of Patent Law 

 Understanding the role of institutions in mediating the use of intellectual property 

rights is vitally important to understanding the complex relationship between intellectual 

property and innovation.  Economic scholarship has demonstrated that intellectual 

property rights sometimes promote innovation, but at other times can actually impede it.  

This is particularly true in industries where innovation is cumulative, because granting 

strong intellectual property rights to initial innovators restricts the options available to 

improvers.259 Other work has shown that intellectual property rights are rarely enforced 

                                                                                                                                                 
 
258   See, e.g., Lemley, Internet Standardization, supra note __, at 1080 (making this argument); Jack E. 
Brown, Technology Joint Ventures to Set Standards or Define Interfaces , 61 Antitrust L.J. 921 (1993); 
Jonathan T. Howe & Leland J. Badger, The Antitrust Challenge to Non-Profit Certification Organizations: 
Conflicts of Interest and a Practical Rule of Reason Approach to Certification Programs as Industry-Wide 
Builders of Competition and Efficiency, 60 Wash. U.L.Q. 357 (1982) (endorsing fact-specific rule of 
reason approach); Thomas A. Piraino, Jr., The Antitrust Analysis of Network Joint Ventures , 47 Hastings 
L.J. 5 (1995); David J. Teece, Information Sharing, Cooperation and Antitrust, 62 Antitrust L.J. 465 
(1994). 
 
259   There are at least three strands to this argument. First, for a variety of reasons, society cannot rely on 
pioneers to efficiently license to improvers the right to compete with them. See Rebecca S. Eisenberg, 
Patents and the Progress of Science:  Exclusive Rights and Experimental Use, 56 U. CHI. L. REV. 1017, 
1072-73 (1989) (“The risk that the parties will be unable to agree on terms for a license is greatest when 
subsequent researchers want to use prior inventions to make further progress in the same field in 
competition with the patent holder, especially if the research threatens to render the patented invention 
technologically obsolete.”); Mark A. Lemley, The Economics of Improvement in Intellectual Property Law , 
75 TEX. L. REV. 989, 1048-72 (1997) (offering a variety of reasons why granting exclusive control to 
pioneers is inefficient); Robert P. Merges, Intellectual Property Rights and Bargaining Breakdown:  The 



Intellectual Property Rights and SSOs  Lemley DRAFT 

 90 

in court or licensed for a royalty, the uses that traditional incentive theory would 

predict.260  In a significant number of cases, intellectual property rights are obstacles to 

the optimal development of technology. 

 This doesn’t necessarily mean that granting intellectual property rights is a bad 

idea, however.  Private parties can sometimes enter into licensing arrangements to avoid 

those obstacles.  Traditional intellectual property licenses grant the right to use the 

intellectual property right in exchange for a royalty payment.  But in many industries, 

notably semiconductors, intellectual property owners regularly cross-license huge stacks 

                                                                                                                                                 
Case of Blocking Patents , 62 TENN. L. REV. 75 (1994) [hereinafter Merges, Intellectual Property]; Merges 
& Nelson, supra note Error! Bookmark not defined.. Second, positive “spillovers” from innovation that 
cannot be appropriated by the innovator actually contribute to further innovation. See, e.g., Wesley M. 
Cohen & David A. Levinthal, Innovation and Learning:  The Two Faces of R&D, 99 ECON. J. 569 (1989); 
Zvi Griliches, The Search for R&D Spillovers, 94 S CAND. J. ECON. S29 (1992); Richard C. Levin, 
Appropriability, R&D Spending, and Technological Performance, 78 AM. ECON. REV. 424, 427 (1988); 
Richard Schmalensee, R and D Cooperation and Competition:  Comments and Discussion, 1990 
BROOKINGS PAPERS ON ECON. ACTIVITY 194, 195-96 (1990); Cf. Suzanne Scotchmer, Protecting Early 
Innovators:  Should Second-Generation Products Be Patentable?, 27 RAND J. ECON. 322 (1996) (noting 
difficulties in the optimal allocation of rights between pioneers and improvers). Third, granting strong 
intellectual property rights encourages rent-seeking, which may dissipate the social value of the property 
rights themselves. In the patent context, giving too strong a right to first inventors would encourage 
wasteful patent races. See, e.g., Jennifer F. Reinganum, The Timing of Innovation:  Research, Development, 
and Diffusion , 1 HANDBOOK OF INDUS. ORG. 850 (Richard Schmalensee & Robert Willig eds. 1989); 
Robert P. Merges, Rent Control in the Patent District:  Observations on the Grady-Alexander Thesis, 78 
VA. L. REV. 359 (1992). Cf. Mark F. Grady & Jay I. Alexander, Patent Law and Rent Dissipation, 78 VA. 
L. REV. 305 (1992). 
  Of course, the operative word here is “balance.” Pioneering inventors will emerge only if 
there are sufficient incentives for them to invent. At the same time, too great a division of rights can impede 
effective use of technologies. See Michael A. Heller & Rebecca S. Eisenberg, Can Patents Deter 
Innovation? The Anticommons in Biomedical Research, 280 S CI. 698 (1998). The fact that the law must 
also encourage competition to improve such pioneering inventions means that the law must take care to 
allocate rights between the parties. See Craig Allen Nard, A Theory of Claim Interpretation , 14 HARV. J.L.  
& TECH. 1, 36-40 (2000). 
  For discussions of how to optimize that allocation, see, e.g., John H. Barton, Patents and 
Antitrust:  A Rethinking in Light of Patent Breadth and Sequential Innovation, 65 ANTITRUST L.J. 449, 
453 (1997), Howard F. Chang, Patent Scope, Antitrust Policy, and Cumulative Innovation, 26 RAND J. 
ECON. 34 (1995), and Jerry R. Green & Suzanne Scotchmer, On the Division of Profit in Sequential 
Innovation, 26 RAND J. ECON. 20 (1995). 
 
260   See Mark A. Lemley, Rational Ignorance at the Patent Office, 95 Nw. U. L. Rev.  1495, 1501-07  
(2001) (only 1.5% of all patents are ever litigated, and only 5% are ever licensed for a royalty). 
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of patents on a royalty-free basis.261  These patents are used defensively rather than 

offensively; their primary economic value is as a sort of trading card that reduces the risk 

that their owner will be held up by other patent owners.  This is particularly important in 

the semiconductor industry, where a new microprocessor design may be covered by 

thousands of different patents on circuit design, layout, materials, manufacturing 

processes and packaging. 

 These bilateral, ad hoc cross-licensing arrangements are most effective in 

avoiding holdups when the stakes are symmetrical.  If Intel and Motorola each have 200 

patents that they think the other infringes, neither is likely to benefit much from 

protracted litigation.  Indeed, there is some risk that both companies will be enjoined 

from selling their products.  The cross-license is an effective solution in this case. By 

contrast, parties without much to lose – individual patent owners, or companies like 

                                                 
261   See id. at 1504-05: 

[M]any patentees engage in "defensive patenting," obtaining patents to stake their claim to an area 
of technology in hopes of preventing other companies from suing them. Indeed, there is anecdotal 
evidence that at least among high-technology and start-up companies, the primary purpose of 
patents is defensive. Licensing patents for royalties is correspondingly uncommon in many 
industries in which all the major players have large patent portfolios. Patent licensing in such an 
industry has a very different character from the typical model of licensing for royalties. Large 
companies tend to come to the table with hundreds of patents on each side, relying on volume 
rather than quality in a sort of "patent arms race." While some cross-licensing deals in such 
industries are royalty- bearing, it is more common for companies to agree to royalty-free cross- 
licenses, in which each party gets the freedom to make products but does not have to pay the other. 
Similarly, in many high-technology industries patent rights are waived (or licensed on a royalty-
free basis, which amounts to the same thing) because the patented technology is adopted as an 
industry standard. 

For detailed empirical evidence of such cross-licensing in the semiconductor industry, see Bronwyn Hall & 
Rose Marie Ham Ziedonis, The Patent Paradox Revisited: Determinants of Patenting in the U.S. 
Semiconductor Industry, 1980-1994, 32 RAND J. ECON. 101 (2001). See also John H. Barton, Reforming 
the Patent System, 287 Science 1933 (2000) (arguing that reducing the number of patents would "help to 
solve the problem of defensive patent portfolios"); Mark A. Lemley, Reconceiving Patents in the Age of 
Venture Capital, 4 J. Sm. & Emerging Bus. L. 137, 143 (2000) ("One of the major reasons that companies 
get patents is that they're afraid that their competitors have them, and they don't want to be the only one left 
who doesn't have the ability to play in this game."); Scott Herhold , Patent War Pending, San Jose 
Mercury News, July 18, 1999, at 1E (quoting a venture capitalist as saying "None of my companies seek 
patent protection because they actually think it will protect them from competition.... Rather, they seek 
patents to protect themselves from other people who have patents."). 
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Texas Instruments or Rambus with major patent portfolios but either no products or very 

little market share, are more likely to prosecute suits to completion.262  The cross-license 

is not an effective solution in such a circumstance. 

 Cross-licenses tend to be ad hoc, one time contracts.  But intellectual property 

owners have also developed institutions designed to reduce the holdup risk of intellectual 

property rights.  In a path-breaking work, Rob Merges studied what he calls "collective 

rights organizations," industry groups that collect intellectual property rights from owners 

and license them as a package.263  He finds that these organizations ease some of the 

tensions created by strong intellectual property rights by allowing industries to bargain 

from a property rule into a liability rule.264  Collective rights organizations thus play a 

valuable role in facilitating transactions in intellectual property rights.  They permit 

commerce in copyrighted content and patented inventions to proceed without being 

subject to an almost endless string of holdups by intellectual property owners who have 

the power to enjoin the use of their technology.   

 Merges discusses two basic sorts of collective rights organizations: patent pools 

and music licensing collectives.265  Collective rights organizations of this sort tend to 

                                                 
262   See Lemley, Rational Ignorance, supra note __, at 1505 (“patentees who want to license their patents 
for royalties are typically parties with asymmetric stakes --they are individuals who don't sell products, 
"licensing shops" whose primary output is patents, or older companies that are no longer major players in 
the marketplace.”). 
 
263   Robert P. Merges, Bargaining Into Liability Rules: Institutions Supporting Transactions in Intellectual 
Property Rights, 84 Calif. L. Rev. 1293 (1996).  
 
264   See, e.g., Guido Calabresi & A. Douglas Melamed, Property Rules, Liability Rules, and Inalienability: 
One View of the Cathedral, 85 Harv. L. Rev. 1089 (1972) (discussing the difference between property rule 
regimes, in which the owner of a right is entitled to an injunction, and liability rule regimes, in which a 
right is enforced only by paying damages to compensate for the owner’s loss). 
 
265   Merges, supra note __; see also Robert P. Merges, Institutions for Intellectual Property Transactions: 
The Case of Patent Pools , in Expanding the Boundaries of Intellectual Property 123 (Rochelle C. 
Dreyfuss et al eds. 2001). 
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spring up after the core intellectua l property rights have been created.  Indeed, patent 

pools in particular are often created as a response to multiple patent infringement suits 

within an industry.  They are most effective when the patent rights in question are 

blocking, so that no one can make a given product without licenses from at least one 

other firm.266  Patent pools have diverse organizational forms, ranging from informal 

understandings that look like multi-party cross-licensing arrangements to pools that are 

institutions in their own right, and behave in some respect like joint ventures.  Patent 

pools and other collective rights organizations are found in all sorts of industries, from 

automobiles to aircraft to music.267  Because they are almost always organized by 

industry participants who own patents, and therefore have a stake in how the pool is 

structured, they present substantial risks of collusion.  As a result, patent pools have 

repeatedly been the subject of antitrust litigation. 268   

 Standard-setting organizations behave like patent pools in certain respects.  They 

are frequently – though not always – run by industry participants, and they may 

ameliorate the problems of overlapping intellectual property rights by requiring licensing 

on reasonable and nondiscriminatory terms.  But there are important differences between 

                                                                                                                                                 
 
266   See, e.g., Carpet Seaming Tape Licensing Corp. v. Best Seam, Inc., 616 F.2d 1133 (9th Cir. 1980) (“A 
well-recognized legitimate purpose for a pooling agreement is exchange of blocking patents.”); United 
States Department of Justice and Federal Trade Commission, Antitrust Guidelines for the Licensing of 
Intellectual Property §5.5 (1995); Steven C. Carlson, Patent Pools and the Antitrust Dilemma, 16 Yale J. 
Reg. 359 (1999) (arguing that the legality of patent pools should depend on whether the patents in fact 
block). 
 
267   See Merges, Liability Rules , supra note __ (discussing numerous examples). 
 
268   See, e.g., Hovenkamp et al., supra note __, ch. 34; Josh Lerner & Jean Tirole, Theoretical and 
Empirical Perspectives on Patent Pools: A Progress Report (working paper 2002); Robert P. Merges, 
Contracting Into Liability Rules: Institutions Supporting Transactions in Intellectual Property Rights, 84 
Calif. L. Rev. 1293 (1996); Carl Shapiro, Navigating the Patent Thicket: Cross Licenses, Patent Pools, and 
Standard-Setting, in I Innovation Policy and the Economy (Adam Jaffe et al eds. 2001); Richard J. 
Gilbert, Antitrust Treatment of Patent Pools – A Study (working paper 2002). 
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SSOs and patent pools.  First, unlike patent pools, SSOs tend to be organized around 

technical outcomes.  The goal of an SSO is first and foremost to design a standard for the 

industry to use, not to worry about licensing intellectual property rights.  By contrast, 

patent pools are formed around patents, and often have little technical content beyond 

that necessary to determine appropriate royalty rates.   

Second, SSOs IP rules tend to be set ex ante, while patent pools  allocate their 

rights ex post.269  SSOs do not design IP rules around particular patents that have been 

brought to their attention, or even around particular standards they are setting.  Rather, 

SSOs tend to set a uniform intellectual property policy and apply it across the board (at 

least if the policy is working properly).  This ex ante approach has significant advantages.  

Because the members of the organization generally don’t know in advance whether they 

will be the owner or the licensee of any particular intellectual property right, the policy is 

more likely to be drafted even-handedly.270  Indeed, there is significant economic 

literature suggesting that rules drafted in this way are more likely to have an information 

forcing effect,271 inducing members to disclose their real position on intellectual property 

licensing and perhaps to exit the organization if they disagree with the policy adopted.  

Further, the organization can make it clear up front whether the standards it adopts will 

                                                                                                                                                 
 
269   See Schallop, supra note __, at 269. 
 
270   See, e.g., Farrell, Choosing, supra note __, at 15-16, 19. 
 
271   There is a voluminous literature on the design of rules with information-forcing effects.  Rules that 
cause parties to have incentives to accurately disclose private information, such as their valuations, are 
generally desirable, though they can be hard to achieve.  For discussions, see, e.g., Barry E. Adler, The 
Questionable Ascent of Hadley v. Baxendale,  51 Stan. L. Rev. 1547 (1999); Ian Ayres & Robert Gertner, 
Majoritarian vs. Minoritarian Defaults, 51 Stan. L. Rev. 1591 (1999); Ian Ayres & Robert Gertner, 
Strategic Contractual Inefficiency and the Optimal Choice of Legal Rules , 101 Yale L.J. 729 (1992); Jason 
Scott Johnston , Strategic Bargaining and the Economic Theory of Contract Default Rules, 100 Yale L.J.  
615 (1990). 
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be fully open (no intellectual property rights allowed), proprietary but with mandatory 

licensing on reasonable terms, or closed (fully proprietary).  This in turn allows the 

market to evaluate the full costs and benefits of competing standards.  Ex ante policy 

setting also reduces the risk that a particular policy is adopted or used merely as a front 

for a cartel.  As a result, SSO IP policies should generate fewer antitrust problems than 

patent pools. 

 Third, interface SSOs of the type I have focused on in this article are not  

distributed randomly across industries.  Rather, they tend to be concentrated in industries 

like software, Internet, telecommunications, and semiconductors.272  All of these 

industries are characterized by at least virtual and sometimes actual network effects,273 

making interoperability between products at both the vertical and horizontal levels 

particularly important.  These are also the industries in which growing economic 

evidence suggests that patents create the most difficulties.274  Patents in these industries 

are easier to obtain and subject to less patent office scrutiny than in industries like 

                                                 
272   See, e.g., Anton & Yao, supra note __, at 247 (“Interface standards are of primary interest in 
telecommunications and information technology industries.”); Shapiro, Thicket, supra note __, at [draft at 
1]; Surowiecki, supra note __, at 87 (“the really crucial standards govern information technologies”); 
Mueller, Misuse, supra note __, at [draft at 7] (“one or more hardware or software standards govern 
virtually every aspect of using a computer or connecting to the Internet.”).  While Mueller also notes the 
role of standards in biotechnology, see id., those standards are largely limited to bioinformatics – the area 
of biotechnology that intersects with computing. 
 
273   On different types of network effects and their strengths, see Michael L. Katz & Carl Shapiro, Network 
Externalities, Competition, and Compatibility, 75 Am. Econ. Rev. 424, 424 (1985); Michael L. Katz & Carl 
Shapiro, Systems Competition and Network Effects, 8 J. Econ. Persp.  93, 95 (1994); Mark A. Lemley & 
David McGowan, Legal Implications of Network Economic Effects, 86 Cal. L. Rev. 479 (1998); S.J. 
Liebowitz & Stephen E. Margolis, Network Externality:  An Uncommon Tragedy,  8 J. Econ. Persp. 133, 135 
(1994). 
 
274   The arguments in this paragraph are conclusory in nature.  For a much more detailed analysis, and 
more citations, see Dan L. Burk & Mark A. Lemley, The Spinoff Article With No Title Yet (working paper 
2002). 
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pharmaceuticals, biotechnology and chemistry. 275 They are more likely to block each 

other, more likely to interfere with cumulative innovation across multiple product 

generations, and (because a single product may require licenses from many different 

patents) may be more amenable to holdups.276  Even where patent owners do not use 

injunctive relief to preclude innovation altogether, the costs of licensing such rights from 

multiple owners at a monopoly rate will be inefficiently high.277  Patents in these 

industries also appear to be less valuable to the companies that obtain them than patents 

                                                 
275   See John R. Allison & Mark A. Lemley, Who’s Patenting What? An Empirical Exploration of Patent 
Prosecution , 53 Vand. L. Rev.  2099 (2000); John R. Allison & Mark A. Lemley, The Growing Complexity 
of the United States Patent System , __ B.U. L. Rev.  __ (forthcoming 2002).  Allison & Lemley find that 
semiconductor and electronics inventions have fewer claims, cite less prior art (and especially non-patent 
prior art), spend less time in the PTO and have a less involved prosecution than patents on average, and in 
particular than patents in the pharmaceutical and biotechnology industries.  See 53 Vand. L. Rev. at 2134-
42. 
 
276  See, e.g., Shapiro, Thicket, supra note __, at [draft at 6-8]; Krechmer, supra note __, at [draft at 3] 
(“The increase in patents and claims often results in multiple patent holders claiming rights to the 
technologies within a single communications standard.”).  There has been a great deal of discussion about 
the overlap problem in the particular context of software.  See, e.g., Merges, Bargaining Breakdown, supra 
note __, at 75; Burk & Lemley, supra note __; Julie E. Cohen & Mark A. Lemley, Patent Scope and 
Innovation in the Software Industry, 89 Calif. L. Rev. 1 (2001); James Bessen & Eric Maskin, Sequential 
Innovation, Patents, and Imitation (1999) (working paper, on file with authors); Mark A. Lemley & David 
W. O’Brien, Encouraging Software Reuse, 49 STAN. L. REV. 255 (1997); Peter S. Menell, An Analysis of 
the Scope of Copyright Protection for Application Programs, 41 STAN. L. REV. 1045 (1989); Pamela 
Samuelson et al., A Manifesto Concerning the Legal Protection of Computer Pr ograms, 94 COLUM. L. REV. 
2308 (1994). 
 To take just one example, the developing 3G Wireless Internet standard in Europe involves 
essential technologies patented by at least 100 different companies.  See The 3G Patent Platform Company, 
Welcome to the 3G Patent Platform, http://www.3gpatents.com.  Bekkers & Liotard argued that the 
importance of intellectual property rights, and in particular the problem that “standard designers cannot 
work around existing, protected knowledge,” is greater in telecommunications than in other areas.  See 
Rudi Bekkers & Isabelle Liotard, European Standards for Mobile Communications: The Tense 
Relationship Between Standards and Intellectual Property Rights , 21 Eur. Intell. Prop. Rev. 110, 115 
(1999). 
 
277   This is a result of the double marginalization theorem, which shows that it is inefficient to grant two 
monopolies in complementary goods to two different entities, because each will price its piece without 
regard to the efficient pricing of the whole, and the result will be too high a price.  For a technical proof of 
this, see Carl Shapiro, Setting Compatibility Standards: Cooperation or Collusion? , in Expanding the 
Boundaries of Intellectual Property 81, 97-101 (Rochelle Dreyfuss et al. eds. 2001).  For an description 
of the problem in practice, see Krechmer, supra note __, at [draft at 3] (citing examples in which so many 
different intellectual property owners claim rights in a standard that the total cost to license those rights 
exceeds the potential profit from the product); Lichtman, supra  note __. 
 



Intellectual Property Rights and SSOs  Lemley DRAFT 

 97 

in industries like chemistry and pharmaceuticals.278  And for at least some of these 

industries – software and the Internet – the fixed costs of innovation are relatively low.279 

 This is not to say that patents in these fields don’t serve valuable purposes.  But it 

is striking that SSOs have developed intellectual property policies requiring at least 

disclosure of intellectual property, and often blanket licenses for either no royalty or a 

reasonable royalty, in precisely those industries where the unconstrained enforcement of 

patents could be most damaging to innovation.280  SSOs appear to be an efficient species 

of private ordering when it comes to intellectual property, bargaining in the shadow of a 

general intellectual property law to tailor rules that better meet the needs of the industries 

in which they exist.281 

  

VI. Designing Optimal SSO Policies 

 There are a couple of important caveats to the conclusion of the last section that 

SSO IP rules efficiently “contract around” patent rights.  Private ordering is efficient only 

if the contracting parties have the proper information, and if the costs and benefits of the 

private agreement are internalized by the parties.  Externalities should not be a great 

problem, since SSO IP rules can only affect the intellectual property rights of members 

who agree to be bound.  Perfect information may be more of a problem.  As we have 

                                                 
278   See, e.g., Levin et al, supra note __; Cohen et al., supra note __ (both surveying licensing managers in 
various industries and finding that patents are important only in a few industries, notably pharmaceuticals 
and chemistry). 
 
279   See, e.g., Burk & Lemley, supra note __. 
 
280   Cf. Shapiro, Thicket, supra note __, at [draft at 1] (evaluating cross-licenses and patent pools as 
possible solutions to these problems). 
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seen, SSOs are remarkably diverse in their IP rules, and it is not clear that that diversity is 

thought out.  SSO IP rules may not always be clearly communicated to members.  Even if 

they are communicated, the individuals who attend SSO meetings are likely to be 

engineers who may have little interest in their company’s intellectual property.  Indeed, 

anecdotal evidence suggests that the engineers who participate in SSOs may sign 

disclosure or licensing agreements without reading them, much less consulting with 

company lawyers to determine what intellectual property may cover the standard.   

 Thus, it may be fairer to say that SSO IP rules have the potential to be an efficient 

ex ante bargaining solution to excessive or overlapping intellectual property rights.  

Whether the IP rules are in fact efficient depends on how the rules are designed, 

implemented, and enforced.  In this section, I offer suggestions for optimizing SSO IP 

rules. 

 

A. Optimizing SSO IP Rules: Implications for Organizations and 

Members  

Intellectual property rules have largely been an afterthought for most SSOs.  

SSOs are made up of engineers who want to pick the right technical standard, not lawyers 

who want to clear rights.  Indeed, this is one of the things that distinguishes SSO IP rules 

from the more established patent pools: pools are set up precisely in order to clear 

intellectual property rights, and so they take account of a variety of important legal 

issues.  SSO IP rules, by contrast, have a tendency to be put together without much 

                                                                                                                                                 
281   Because SSO IP rules are private, not public, they do not raise any of the standard concerns that would 
accompany legislative efforts to eliminate or restrict patents in certain industries.  Contra Mueller, Misuse, 
supra note __, at [draft at 24] (raising these concerns). 
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participation by lawyers, and without much thought to the sorts of disputes that might 

arise.  As a result, SSO IP rules are a “messy” form of private ordering, the result of a 

decision-making process that – like sausages or legislation – does not always reward 

close scrutiny. 

If SSOs intend their intellectual property rules to be effective, this laxness must 

change.  In this section I offer several suggestions that will help SSOs clarify their rules 

and make them fairer. 

 

 1. Define the intellectual property rights in question.   

Many SSO policies apply only to issued patents, but do not discuss patent 

applications.282  Still other policies cover patents but not copyrights.283  This might be the 

result of a deliberate decision, but more likely it reflects sloppy drafting.  Proposed 

standards often find their way to an SSO while the technology is still new.  Because 

patents take almost three years on average to issue,284 it is quite common for members to 

have patent applications but no issued patents outstanding at the time the organization 

votes on the standard.  Organizations should deal with this problem up front, by making it 

clear that their IP rules apply to patent applications as well as to issued patents. 285  

Indeed, it probably makes sense to apply those rules to nascent intellectual property that 

                                                 
282   See supra  notes __-__ and accompanying text. 
 
283   See supra  notes __-__ and accompanying text. 
 
284   See John R. Allison & Mark A. Lemley, Who’s Patenting What? An Empirical Exploration of Patent 
Prosecution , 53 Vand. L. Rev. 2099, 2118 (2000) (2.77 years). 
 
285   Accord Kipnis, supra note __, at 104. 
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has not yet even matured into a patent application. 286  In many industries, particularly 

software and the Internet, it is also advisable to extend the policies to cover copyrights.  

Failure to do so will leave putative intellectual property owners with the power to shut 

down a standard at some point after it is adopted.  It will also leave the true scope of the 

policy ambiguous, as the Rambus case pointedly shows.287 

A more difficult question concerns which patents fall within the scope of a rule in 

any given case.  Obviously, intellectual property rights that are co-extensive with a 

standard will be covered by any policy.  Similarly, any intellectual property rights that are 

necessary as a practical matter in order to implement the standard will likely be covered, 

even if the patent in question only covers a subset or component of the standard. 288  But 

from there things get murkier.289  What about patents that are useful but not necessary in 

implement ing a standard? 290  Those that cover the most common commercial 

embodiment, but which could be designed around with some effort?  Further, to what 

                                                 
286   While intellectual property owners might object to a rule requiring disclosure of patent applications, 
which the law permits to be kept secret for at least the first 18 months after filing, 35 U.S.C. § 122, there is 
no analogous ground to object to a reasonable and nondiscriminatory licensing requirement for such a 
patent. 
 
287   See supra notes __-__ and accompanying text.  In that case, the court ultimately held that JEDEC’s 
policy applied to patent applications, even though on its face it covered only issued patents. 
 
288   See Feldman et al., supra note __, at 113 (“The incorporation of a basic patent into a standard is likely 
to be uncontroversial”); Cf. Shapiro, Thicket, supra note __ (discussing the definition of essential patents). 
 
289   See Schallop, supra note __, at 229 (the meaning of ‘essential’ patents is “generally ambiguous and can 
leave plenty of wiggle room for legal negotiating in a dispute.”). 
 
290   At least one court has found that both “optional” and “required” features of a software standard were 
covered within a standards license, where the license did not expressly differentiate the two.  Intel Corp. v. 
VIA Technologies, 174 F. Supp. 2d 1038 (N.D. Cal. 2001). 
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extent should the policy cover patents that do not literally reach a standard, but which 

might be extended to encompass it under the “doctrine of equivalents?”291   

An SSO’s first instinct will likely be to bring as many patents as possible within 

the scope of the policy.  This may be a mistake, however.  Adding unnecessary patents 

will complicate the disclosure and licensing process.  It may also be exploited by 

members who own intellectual property rights.  It is a common practice among some 

intellectual property owners to disclose as many patents as possible to an SSO, both in 

order to avoid possible liability for nondisclosure and to try to obtain royalty payments. 292  

Still other members might drop out of an organization altogether rather than risk granting 

blanket licenses to all their intellectual property.  Limiting the scope of the IP rules to 

necessary intellectual property rights will minimize these problems.  It will also help an 

SSO avoid antitrust scrutiny; in the analogous context of patent pools the Department of 

Justice has looked more favorably upon pools that were limited to necessary patents, 

because they presented less risk of industry-wide collusion.293 

                                                 
291   The patent doctrine of equivalents permits patent owners to argue infringement even though the 
accused device doesn’t fall within the literal scope of the patent claims, if the differences between the 
patent claims and the accused device are merely insubstantial.  See, e.g., Warner-Jenkinson Co. v. Hilton 
Davis Chem. Co., 520 U.S. 17, 36 (1997). 
 The doctrine of equivalents problem is made even less tractable by the fact that the scope of a 
patent can actually change over time, expanding to cover equivalents developed after the patent was 
written.  This is a result of the fact that equivalence is tested at the time of infringement, not at the time the 
invention is made.  For a discussion of after-arising technology, see Robert P. Merges & Richard R. 
Nelson, On the Complex Economics of Patent Scope , 90 Colum. L. Rev. 839 (1990); Matthew Conigliaro 
et al., Foreseeability in Patent Law , 16 Berkeley Tech. L.J. 1045 (2001). 
 
292   See, e.g., Carl Shapiro & Hal R. Varian, Information Rules 239 (1999) (describing an example of 
this in the setting of modem standards); Joanne Taaffe, 3G Patents Initiative Devised to Avoid “Qualcomm-
type” Disputes, Comm. Wk. INt’l., June 19, 2000; conversation with Robert Barr, Cisco Systems, Palo 
Alto, California Jan. 2002 (similar strategic behavior common in the IEEE). 
 
293   See United States Department of Justice, DVD Patent Pool Business Review Letter, in Mary L. 
Azcuenaga, Antitrust Issues, 1193 PLI/Corp 457 (2000). 
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Once the rights in question are defined, the SSO should endeavor to make it clear 

to the world what rights are claimed.  The easiest way to do this is to post on the Internet 

all claims of right respecting a particular standard, as the IETF does.294  Whether the 

world will search such a list is another matter.295  But they should at least be given the 

opportunity to do so. 

 

2. Take Process Seriously.   

SSO IP rules are worth nothing unless they are enforceable.  Indeed, 

unenforceable rules are probably worse than useless, because they may create false 

expectations among members and the public.  Organizations that go to the trouble of 

creating rules to control the use of intellectual property rights should make sure that the 

process is as transparent and as fair as possible.296  SSOs should treat their IP rules just as 

they would any other contract.  Ideally, members should affirmatively consent to the 

group’s IP rules in writing.  While this may not be necessary as a matter of contract 

law,297 it will strengthen the legal and moral case for later enforcing the rules, and it may 

be more important for the intellectual property doctrines of implied license and estoppel.  

At a bare minimum, the policy should be in writing and should be distributed to all 

                                                 
294   See http://www.ietf.org/ipr.html. 
 
295   Under patent law’s willfulness doctrine, a company can be held liable for treble damages if it knew of a 
patent and continued to infringe.  As a result, many companies discourage their employees from engaging 
in any sort of a patent search, because they are afraid of the consequences of discovering a patent.  Those 
companies might similarly be disinclined to search an SSO’s Web site for patents.  But if the organization 
requires RAND licensing, treble damages presumably won’t be a risk in any event. 
 
296   On the importance of representation by affected parties and fair processes, see Maher, supra note __, at 
II.C. 
 
297   See supra notes __-__ and accompanying text (discussing the enforceability of organizational bylaws 
under contract law). 
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members.  Requiring members to certify that they are disclosing and/or licensing any 

relevant patents each time they vote on a standard is probably also a good idea.  Policies 

should also make their duration clear, and specify what rights a member who wishes to 

leave the organization will have to assert its intellectual property against existing, 

pending, and future standards. 

Policies should not only be fairly made but also fairly enforced.  Not surprisingly, 

if an organiza tion ignores its policy, members will too. 298  And organizations that enforce 

their IP rules against some members while giving others a free ride will not only 

undermine the credibility of those rules, but may also subject themselves to antitrust 

risks.299  If an organization plans to treat different members differently – for example, by 

holding proponents of a standard to a different level of scrutiny than other members – it 

needs to make such a policy clear at the outset, and make sure that it is applied neutrally.  

These concerns are particularly great when the organization itself is run by market 

participants rather than neutral third parties, since market participants have an incentive 

to discriminate against their competitors.   

 

3. Eschew disclosure-only policies 

                                                 
298   For example, the IETF nominally requires intellectual property owners to specify the terms on which 
they agree to license their patents, but no one actually does so.  Conversation with Robert Barr, Cisco 
Systems, Jan. 2002.  Since the IETF has never sanctioned anyone for noncompliance, there is little 
incentive to specify terms in the future.   
 
299   For a discussion of group boycott liability, see Northwest Wholesale Stationers v. Pacific Stationery & 
Printing, 472 U.S. 284, 296 (1985); XI Hovenkamp, Antitrust Law ¶¶ 1901-1908.  In the context of 
SSOs, see Lemley, Antitrust Standardization , supra  note __, at 1083-86. 
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Similarly, it strikes me as largely futile to require members to disclose their 

intellectual property rights without requiring any sort of licensing. 300  While disclosure 

does give SSOs information about what proprietary rights are out there, that information is 

notably incomplete.  It does not include the IP rights of nonmembers.  And because most 

organizations do not require their members to search their files for relevant patents,301 it 

doesn’t even guarantee that members will actually disclose all the ir intellectual property 

rights.302  Requiring disclosure without licensing also triggers antitrust problems, as cases 

like Dell and Rambus demonstrate.303  These problems largely disappear if the SSO 

imposes a RAND requirement, since nondisclosure is a successful anticompetitive strategy 

only if the intellectual property owner can use its IP rights to hold up users of the standard. 

Even when intellectual property rights are properly disclosed, requiring disclosure 

without licensing creates a conundrum for the members of an SSO.  Members have two 

choices in such a case: adopt the standard notwithstanding the patent or reject the 

standard to avoid the effect of the patent.  In the former case, the disclosure obligation 

hasn’t helped the members avoid the effect of patents at all. Indeed, they may actually be 

worse off, since they are now on notice that the intellectual property owner has a patent 

that covers a standard they intend to use.304  In the latter case, the SSO may have left 

                                                 
300   A few organizations require disclosure but not licensing.  See supra notes __-__ and accompanying 
text.  Further, Janice Mueller has advocated just such a system.  See Mueller, Misuse, supra note __. 
 
301   See supra  notes __-__ and accompanying text (only 2 out of 16 organizations that require disclosure 
impose a search obligation). 
 
302   See Schallop, supra note __, at 232-33 (noting the uncertain scope of disclosure requirements). 
 
303   See supra  notes __-__ and accompanying text (discussing these cases). 
 
304   This notice will likely make them willful infringers should they use the standard without first 
negotiating a license from the intellectual property owner.  See, e.g., Johns Hopkins Univ. v. Cellpro, Inc., 
152 F.3d 1342 (Fed. Cir. 1998).  Willful infringement can lead to an increased award of damages.  35 
U.S.C. § 284. 
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itself vulnerable to antitrust attack for rejecting a proposed standard solely because it was 

patented.  Whether or not such an antitrust claim is well-grounded,305 the organization is 

effectively behaving ex post as if it requires royalty-free licensing, and would almost 

certainly be better off committing to openness at the outset. 

Disclosure is much less important if members have already committed to license 

their intellectual property rights whether or not they are disclosed.  Nonetheless, 

disclosure may be useful insofar as it makes clear to SSOs what the consequences of 

adopting a standard will be.  Even if disclosure is desirable, most SSO IP rules do little to 

make sure it occurs.  A better alternative might be one that gives members incentives to 

search for and disclose their own IP rights.  For example, an SSO might adopt a rule that 

either requires undisclosed IP rights to be licensed on a royalty-free basis or at least caps 

the royalties that can be charged on undisclosed patents.  There is some economic 

literature suggesting that such a “penalty default” will efficiently induce members to 

disclose information of which they are aware or could cheaply become aware.306 In this 

                                                                                                                                                 
 
305   In In re American Soc’y of Sanitary Eng., 106 F.T.C. 324, 328-29 (1985), the FTC concluded that the 
Association violated the antitrust laws by refusing to consider patented technology as a standard.  That case 
did not involve an exclusive choice of an interface standard, and it is not clear that its reasoning is 
applicable to standards of the sort we have talked about here.  But the U.S. Department of Justice has 
pursued at least one similar claim in the telecommunications sector.  In a series of negotiations regarding 
rules promulgated by the European Telecommunications Standards Institute (ETSI), the United States put 
substantial pressure on ETSI to back down from its original rule requiring disclosure and nondiscriminatory 
licensing of member intellectual property rights embodied in ETSI standards.  See Lemley, Antitrust 
Standardization , supra note __, at 1089 n.202. To be sure, this approach has precedent in some earlier U.S. 
cases condemning patent pools and cross licenses. See United States v. New Wrinkle, 342 U.S. 371 (1952). 
Further, there were apparently some legitimate complaints about the reciprocity of the ETSI licensing 
provisions. See Cortien Prins & Martin Schiessl, The New Telecommunications Standards Institute Policy: 
Conflicts Between Standardisation and Intellectual Property Rights, 8 EUR. INTELL. PROP. REV. 263 
(1993).  Still, it is surprising that an SSO rule that appears likely to facilitate competition was instead 
challenged as impeding it. 
 
306   See, e.g., Ian Ayres & Robert Gertner, Majoritarian vs. Minoritarian Defaults, 51 Stan. L. Rev. 1591, 
1600 (1999); Ian Ayres & Robert Gertner, Filling Gaps in Incomplete Contracts: An Economic Theory of 
Default Rules,  99 Yale L.J.  87, 91 (1989).  For a somewhat more skeptical view, see Thomas W. Merrill & 
Henry E. Smith, The Property/Contract Interface , 101 Colum. L. Rev. 773, 800-01 (2001). 
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case, imposing such a rule will likely induce disclosure, though it may create the opposite 

problem: overdisclosure.307 

 

4. Decide where your organization fits on the open/closed continuum   

“Open” standards are trendy.  Unfortunately, like “open” source code,308 there are 

various definitions of open standards.  As a result, organizations may be tempted to claim 

they are open when they are not, to be open for some purposes but closed for others, or 

even to encourage openness without requiring it.309  This is almost certainly a mistake.  

There is little to be gained from wishy-washy IP policies that “prefer” but do not mandate 

nonproprietary standards.  Expectations will be raised, and dashed; problems will 

ensue.310  An SSO is either committed to making its standards open and nonproprietary or 

it isn’t.  If it is, the only way the SSO can further that goal is by requiring assignment or 

royalty-free licensing of intellectual property rights that cover the standard.   

Only a few organizations in my study actually commit to open their standards. 311  

For better or worse,312 the vast majority of the SSOs I studied permit members to own 

                                                                                                                                                 
 
307   For a discussion of the overdisclosure problem, see supra notes __-__ and accompanying text. 
 
308   On the different kinds of open source, see McGowan, supra note __; Yochai Benkler, Coase’s Penguin  
(working paper 2001). 
 
309   See supra  notes __-__ and accompanying text (describing organizations that “discourage” but do not 
prohibit the ownership of intellectual property rights in a standard). 
 
310   On the other hand, Lisa Bernstein has suggested that unenforceable agreements may serve valuable 
purposes in close-knit groups in which reputational effects will keep people in line most of the time.  See, 
e.g., Lisa Bernstein, The Questionable Empirical Basis of Article 2’s Incorporation Strategy: A Preliminary 
Study, 66 U. Chi. L. Rev. 710 (1999); Lisa Bernstein, Merchant Law in a Merchant Court: Rethinking the 
Code’s Search for Immanent Business Norms, 144 U. Pa. L. Rev. 1765 (1996). 
 
311   See supra  notes __-__ and accompanying text. 
 
312   I do not take a position in this article on whether open or closed standards are better for society.  For 
arguments in favor of open standards, see supra note __ (collecting literature). 
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intellectual property right s in the standards they adopt.  This does not mean that SSO IP 

rules are irrelevant for those groups, however.  Rather, those organizations can use IP 

rules to bargain from a property rule to a liability rule, in Merges’ framework.313  In so 

doing, they can avoid potential holdups by members of the organization, while at the 

same time ensuring that intellectual property owners are appropriately rewarded with 

reasonable royalties.  SSO IP rules that require only disclosure will not accomplish this.  

Only licensing on reasonable and nondiscriminatory terms guarantees that everyone is 

able to use the standard while still allowing the intellectual property owner to get paid. 

 

4. Permit Licenses That Control Fragmentation 

One critique of RAND licensing is that it may contribute to fragmentation.  

Fragmentation is frequently a problem for open standards.  If no one owns the standard, 

users are generally free to modify it in whatever way they see fit.  As a result, a single 

standard may soon “fork” into incompatible versions, defeating the purpose of 

standardization.  This happened with the UNIX operating system, for example.314  Others 

have suggested that open source software will fragment unless tightly controlled by a 

central party. 315  Reserving intellectual property rights is one way to prevent 

fragmentation, as the intellectual property owner can refuse to license incompatible 

                                                                                                                                                 
 
313   See Merges, Liability Rules, supra note __. 
 
314   See Weiser, Information Platforms, supra note __, at [draft at 19-21]. 
 
315   See, e.g., McGowan, supra note __ (noting that successful open source programs such as Linux have 
been centrally controlled). 
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versions.316  Conversely, compulsory licensing on reasonable and nondiscriminatory 

terms might be thought inimical to unified standards. 

In fact, however, there are a number of ways SSOs can compel licensing to 

anyone who wants to use the standard and still prevent fragmentation.  Molly van 

Houweling has suggested the creation of trusted third parties to hold intellectual property 

rights in standards, with a mandate to permit anyone to use the standard but to prevent 

forking. 317  At least one SSO requires that members assign their intellectual property 

rights to the group, permitting the group to in effect serve as the trusted third party. 318  

The most obvious solution, however, is by contract.  “Reasonable and nondiscriminatory” 

terms are generally thought to refer to royalty rates, but there is no reason an intellectual 

property owner can’t require compatibility with an existing set of protocols as a condition 

of the license.  RAND licensing with such a term gives an intellectual property owner the 

best of both worlds: the intellectual property owner can control the technological 

development of a standard, but can’t prevent anyone from implementing that standard in 

a compliant way.   

                                                 
316   Sun did this with Java, and ultimately prevented Microsoft from selling a polluted version of Java.  See  
Sun Microsystems v. Microsoft Corp., 87 F. Supp. 2d 992 (N.D. Cal. 2000).  To maintain its intellectual 
property rights, Sun had to withdraw the Java standard from ISO.  See, e.g., David P. Hamilton, Sun 
Microsystems Makes Plans to Maintain Control of Java, Wall St. J., May 7, 1999.  For an advocate of this 
approach, see Schallop, supra note __, at 262-71. 
 Indeed, as some have noted, the open source movement itself relies on an implicit reservation of 
intellectual property rights by a central coordinator.  See McGowan, supra note __; Gomulkiewicz, supra  
note __. 
 
317   Van Houweling, supra note __. 
 
318   That SSO is RosettaNet.  See supra  notes __-__ and accompanying text.  Assignment of intellectual 
property rights to the SSO may create other problems, however.  First, the transfer of the rights is an asset 
acquisition subject to review under section 7 of the Clayton Act, 15 U.S.C. § 18, and could present antitrust 
problems if the group’s standard is likely to dominate a market.  See, e.g., Hovenkamp et al., supra note 
__, at §14.2b. Second, intellectual property owners may be reluctant to assign their rights, particularly 
where a patent has uses both within and outside a proposed standard. 
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5. Give content to the “reasonable and nondiscriminatory licensing” requirement.   

 It is all well and good to propose that SSOs require licensing on reasonable and 

nondiscriminatory (“RAND”) terms.  But without some idea of what those terms are, 

RAND licensing can easily be rendered meaningless.  Virtually no SSOs specify the 

terms on which licenses must be granted beyond the vague requirement that they be 

“reasonable” and “nondiscriminatory.”  Indeed, some organizations expressly forbid 

discussion of such issues when a standard is under consideration!319  And private licenses 

are normally confidential. 320  The result is uncertainty over the cost and scope of patent 

licenses that may not prove much better than having no policy at all.321 

One solution to this problem is to have the SSO specify the license that will be 

charged for each patent.  But if RAND without more is too amorphous, specifying the 

royalty in advance is likely to be too rigid.  Patents differ in their likely validity, their 

importance to the standard, and in the ease with which they can be designed around.  

Further, standards differ in their importance and in the price that can be charged for 

products or components that incorporate the standard.  As a result, “one size fits all” is 

unlikely to work very well for patent licenses.  Indeed, it may have the perverse result of 

encouraging members to list as many patents as possible that are conceivably relevant to 

                                                 
319   See IEEE, Understanding Patent Issues During IEEE Standards Development,  
http://standards.ieee.org/board/pat/guide.html. 
 
320   See Rudi Bekkers & Isabelle Liotard, European Standards for Mobile Communications: The Tense 
Relationship Between Standards and Intellectual Property Rights , 21 Eur. Intell. Prop. Rev. 110, 119 
(1999) (“Licensing agreements are usually treated as highly confidential”). 
 
321   Not surprisingly, members have begun to litigate the reasonableness of royalty rates set in the 
standards context.  For an example involving Motorola and the ITU V.34 modem standard, see Shapiro, 
Competition or Collusion, supra  note __, at 96-97. 
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a standard, hoping to increase the ir royalty rate through sheer quantity without any 

reference to quality. 322 

I think there is middle ground between complete specification of royalties and 

abdication of all responsibility for determining them.  In particular, there are several 

things that SSOs can do to help smooth the process of determining what royalties are 

reasonable and nondiscriminatory.  First, SSOs could require members asserting patents 

to make available to others a copy of all their licenses involving the patent.  This would 

help potential licensees to ensure that the proffered licenses really were 

nondiscriminatory. 323  Second, SSOs could give some content to the nondiscrimination 

requirement, for example by specifying whether royalty rates must be identical to all 

parties, or whether potential licensees in different situations may be treated differently. 324  

Third, SSOs might set up some means of dispute resolution within the organization to 

help resolve royalty disagreements.325  Resolving reasonable royalty disputes within the 

organization will almost certainly be quicker and cheaper than resort to the courts.  It may 

also permit the disputants to take advantage of the industry expertise many SSOs have. 326  

Finally, organizations will need to develop some mechanism for distinguishing patents 

                                                 
322   My conversation with the general counsel of one Fortune 500 company suggests that many patent 
owners are starting to do just this, overdisclosing patents to try to increase their royalty stream. 
 
323   Requiring a “most favored nation” clause in the licenses could accomplish the same thing. 
 
324   Two likely circumstances in which licensees might be treated differently are (1) where one licensee 
also owns intellectual property that could be cross-licensed, and the other does not; and (2) where the 
licensees compete in different fields of use.  See Feldman, supra note __, at 114-15. 
 
325   One organization, __, leaves this responsibility to the British patent office, in accordance with U.K. 
law.  See supra notes__-__ and accompanying text. 
 
326   An alternative approach – resort to a standard arbitration agreement with an existing provider – may be 
simpler to administer, but lacks the benefit of technical expertise.  Krechmer suggests an intermediate 
approach – that WIPO set up an arbitration group specializing in standards conflicts.  Krechmer, supra note 
__, at [draft at 5]. 
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that are truly necessary to the operation of the standard from patents that are peripheral, 

to prevent any dispute resolution mechanism from being overrun by frivolous claims.  

One possibility is to create an administrative sanction for baseless royalty claims. 

In the absence of any private dispute resolution mechanism, the task of 

determining what royalties are reasonable and nondiscriminatory will fall to the courts.  

This isn’t necessarily a bad thing.  Courts have a fair bit of experience with determining 

reasonable royalties in the patent context, having to do so in a large number of patent 

damages cases.327  In making this determination, courts should put some emphasis on the 

requirement that the royalty be “reasonable” in commercial and technological context. 328  

If courts do not impose some limits, intellectual property owners could satisfy their 

RAND obligation by setting an intentionally outrageous price for a license.  This would 

effectively vitiate the reasonableness obligation.  It would also reinstate the double 

marginalization problem that the SSO IP rule purports to eliminate.  Properly applied, the 

RAND requirement will give greater rewards to more important patents, while making 

sure that no patents block the implementation of a standard because they are “licensed” 

only at an exorbitant price. 

 

6. Compliance by Members 

                                                                                                                                                 
 
327   The patent statute requires that damages include lost profits if possible, but in no event less than a 
reasonable royalty.  35 U.S.C. § 284.  As a practical matter, however, lost profits are difficult to prove, and 
many cases involve calculation of a reasonable royalty.  See 7 Donald S. Chisum, Patent Law §20.01.  In 
Georgia Pacific Corp. v. United States Plywood, 318 F. Supp. 1116 (S.D.N.Y. 1970), the court developed a 
multi-factor test for determining a reasonable patent royalty.  For a general discussion of patent remedies, 
see Roger D. Blair & Thomas F. Cotter, An Economic Analysis of Damages Rules in Intellectual Property 
Law, 39 Wm. & Mary L. Rev.  1585 (1998). 
 



Intellectual Property Rights and SSOs  Lemley DRAFT 

 112 

As this article has made clear, SSO IP rules should not be taken lightly by 

members.  Intellectual property owners who join an SSO are committing themselves to 

some rather important contractual obligations.  In some cases they may have to give up 

their intellectual property rights altogether.  In any event they are generally agreeing to 

give up their right to injunctive relief and extraordinary damages.  And at a bare 

minimum, they are committing to a policy of disclosure that, if not followed, can leave 

the intellectual property owner liable for fraud or antitrust violations.  Given the gravity 

of these commitments, members should not join an SSO without thinking about the 

intellectual property consequences.  This is particularly true because of the tendency of 

companies in the telecommunications and computer fields to join many different SSOs 

with often-overlapping mandates.  Intellectual property owners that belong to many 

different organizations may find themselves bound to the most restrictive IP policy. 

SSO members need an IP compliance policy.  This policy should have two 

different components.  First, companies should think long and hard about whether they 

really want to belong to a particular organization.  Part of that calculus must be the effect 

on the company’s IP rights.329  Companies should have lawyers review the IP policy, 

determining what IP is covered, what search and disclosure obligations the company 

must undertake, what licenses they will commit to, and under what circumstances the 

company can withdraw from the SSO rather than forego its IP rights.  In rare 

circumstances a company might be well-advised to avoid joining the SSO altogether 

                                                                                                                                                 
328   Carl Shapiro suggests that the royalty set should be one that is reasonable ex ante, before the standard 
is selected, not one that might be obtainable after the industry has been locked into the patented standard.  
Shapiro, Competition or Collusion, supra note __, at 96; accord Feldman et al., supra note __, at 114. 
 
329   This may be balanced by a corresponding benefit: access to the intellectual property of other members, 
particularly if the organization compels licensing only to members of the group. 
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because of their IP policies.  In other cases the policies may not be fully thought out, and 

the SSO may be open to changing its policy. 330  Even if the company decides that the 

benefits of joining the SSO outweigh any loss of intellectual property rights, that decision 

should be made by people in the company aware of the issues, and not simply by any 

employee who decides to join a group. 

Second, companies must ensure that they comply with the rules of any 

organizations they do join.  This will likely mean disclosure of intellectual property rights 

covering a standard.  The experience of Dell, Sun, Rambus, Unocal, and others strongly 

suggests that companies bend over backwards to disclose intellectual property rights in 

doubtful cases.  But they can’t do so unless someone in a position to know about IP rights 

– almost certainly a lawyer or IP manager – is involved in the standard-setting process in 

at least a supervisory capacity.  Companies must also ensure that they comply with any 

other obligations, such as a requirement that they disclose their licenses of covered 

patents.   

It is not at all clear that most companies take participation in SSOs very seriously 

today.  My suggestions might be thought to raise the stakes in an impractical way.  After 

all, who wants to send lawyers to standard-setting meetings?  But companies are making 

serious commitments by joining such organizations, and they may come to regret it if 

they do not recognize the importance of their participation in these groups.  Taking 

participation more seriously may cause some members to drop out of some SSOs 

altogether, a result that might seem to impede standardization.  But if companies drop out 

                                                 
330   Two examples of SSOs that have at least considered changing their IP policies in response to member 
pressure are the IETF and the W3C.  See supra notes __-__ and accompanying text (discussing these 
cases). 
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because they realize the costs as well as the benefits of participation, we should be happy 

that they have made a rational decision with full information.  Those who would rely on a 

system of private ordering should expect no less from the marketplace. 

 

 B. Implications for Policy-Makers  

 If the stylized model I offered in Part V is accurate, government shouldn’t need to 

do much about it.  Rather, it should sit back and enjoy the benefits of efficient private 

ordering in the shadow of the patent system.  In the rather more messy real world, there 

are some legal and policy implications of my arguments.   

First, like most forms of private ordering, SSO IP rules cannot serve their 

intended purpose unless they are enforceable in court.331  Courts must be willing to treat 

                                                 
331   Peggy Radin has recently emphasized the point the legal realists taught us long ago: even “private” 
systems of enforcement depend ultimately on the coercive power of the courts.  See Radin & Wagner, 
supra note __. 
 There are forms of private ordering that do not depend on state coercion, notably social norms.  
The economic literature on social norms is voluminous.  See, e.g., ROBERT C. ELLICKSON, ORDER 
WITHOUT LAW: HOW NEIGHBORS S ETTLE DISPUTES (1991); Lisa Bernstein, Merchant Law in a 
Merchant Court:  Rethinking the Code’s Search for Immanent Business Norms, 144 U. PA. L. REV. 1765 
(1996); Lisa Bernstein, Social Norms and Default Rules Analysis, 3 S . CAL. INTERDISC. L.J. 59 (1993); 
Lisa Bernstein, Opting Out of the Legal System:  Extralegal Contractual Relations in the Diamond 
Industry, 21 J. LEGAL S TUD. 115 (1992); Robert D. Cooter, Decentralized Law for a Complex Economy:  
The Structural Approach to Adjudicating the New Law Merchant, 144 U. PA. L. REV. 1643 (1996); Robert 
D. Cooter, The Theory of Market Modernization of Law, 16 INT’L REV. L. & ECON. 141 (1995); Robert D. 
Cooter, Structural Adjudication and the New Law Merchant:  A Model of Decentralized Law, 14 INT’L 
REV. L. & ECON. 215 (1994); Robert D. Cooter, Against Legal Centrism, 81 CAL. L. REV. 417 (1993); 
Avner Greif, Reputation Mechanism Among the Magreve Traders, in Reputation (1989); Peter H. Huang 
& Ho-Mou Wu, More Order without More Law: A Theory of Social Norms and Organizational Cultures , 
10 J.L. ECON. & ORG. 390 (1994);  Avery Katz, Taking Private Ordering Seriously, 144 U. PA. L. REV. 
1745 (1996); Jody S. Kraus, Legal Design and the Evolution of Commercial Norms, 26 J. LEGAL S TUD. 
377 (1997); Richard H. McAdams, The Origin, Development, and Regulation of Norms, 96 MICH. L. REV. 
338 (1997); Richard H. McAdams, Comment: Accounting for Norms, 1997 WIS. L. REV. 625; Randal C. 
Picker, Simple Games in a Complex World:  A Generative Approach to the Adoption of Norms, 64 U. CHI. 
L. REV. 1225 (1997).  For more critical analyses, see David Charny, Illusions of a Spontaneous Order:  
“Norms” in Contractual Relationships, 144 U. PA. L. REV. 1841 (1996); Lawrence Lessig, Social Meaning 
and Social Norms, 144 U. PA. L. REV. 2181 (1996); Eric A. Posner, Law, Economics, and Inefficient 
Norms, 144 U. PA. L. REV. 1697 (1996).  A full discussion of social norms as a regulatory system is 
beyond the scope of this paper.  In the context of SSO IP rules, informal social sanctions are unlikely to 
prevent an intellectual property owner from enforcing its rights.  Still, it is possible that the organizational 
rule itself will, if internalized sufficiently, encourage more reasonable licensing practices by companies. 
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SSO IP rules as enforceable agreements.332  As we have seen,333 though, enforcement as a 

matter of contract law may not be enough.  Courts must also apply the equitable 

intellectual property doctrines of implied license and estoppel in appropriate 

circumstances to prevent intellectual property owners from avoiding their contractual 

obligations.  Both contract and intellectual property precedent provide ample support for 

enforcing these rules; courts should not hesitate to enforce these deals.   

Second, law should make sure it does not impede the creation of these private 

arrangements.  I have argued elsewhere that SSOs themselves should generally not be 

held to violate the antitrust laws.334  But there are occasional circumstances in which 

standard-setting organizations act as a front for a cartel. 335  One implication of this article 

is that courts should be extremely reluctant to condemn SSO IP rules as anticompetitive.  

It is possible for an SSO to restrict competition in innovative markets by systematically 

undervaluing intellectual property rights.336  But SSO IP rules can also serve valuable 

procompetitive purposes by clearing overlapping intellectual property rights, particularly 

in network markets where standardization is important.  Antitrust law must be careful not 

to interfere with this process and in so doing chill the creation of private liability rules in 

the patent system.  One way to achieve this is to create a limited safe harbor for SSOs 

                                                                                                                                                 
 
332   Accord Maher, supra note __, at II.D. 
 
333   See supra  notes __-__ and accompanying text (discussing limitations of contract enforcement). 
 
334   See Lemley, Internet Standardization, supra note __, at 1080; accord Shapiro, Thicket, supra note __, 
at [draft at 28]. 
 
335   For a full discussion, see II Herbert Hovenkamp et al., IP and Antitrust  ch. 35 (2001). 
 
336   See id. at §35.6 (discussing antitrust problems of this sort).  See also supra notes __-__ and 
accompanying text. 
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that agree on intellectual property rules.337  Whether under a safe harbor or under the rule 

of reason, SSOs should generally be protected from liability even if they take an active 

role in determining what a reasonable and nondiscriminatory royalty should be, so long 

as they apply a fair process set ex ante. 

Finally, contract, intellectual property and antitrust law can all play valuable roles 

in policing the process of private ordering through SSOs.  Private agreements to convert 

patent law’s property rules into liability rules are efficient only if the parties to the 

agreement have accurate information and a full opportunity to decide whether they want 

to agree.  Contract and intellectual property law can help ensure this transparency by 

enforcing only SSO IP rules that meet certain threshold criteria.  Antitrust law does not 

normally impose a requirement of minimum process for private decisions.338  But 

antitrust law can give some teeth to a disclosure obligation by policing efforts to “game” 

the standard-setting system in order to achieve market dominance.339   

In short, the role of the law in governing SSO IP rules should be limited to 

ensuring that those rules are fair and enforcing them whe n necessary.  Beyond that, the 

best thing courts can do is get out of the way.  Thus, the implications of SSO IP rules for 

policy at one level are quite limited.  But at another level, SSO IP rules have important 

implications for intellectual property policy.  Reform of the patent system must take 

account of both industry-specific variations in how patents affect innovation and how 

markets respond to patent rights.  SSO IP rules dramatically affect both questions.  If 

                                                 
337     Such a bill is in the works at this writing.   
 
338   See Northwest Wholesale Stationers v. Pacific Stationery & Printing, 472 U.S. 284, 296 (1985) 
(antitrust law does not impose a requirement of due process). 
 
339   See supra  notes __-__ and accompanying text (discussing such situations). 
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standard-setting organizations provide a way for companies to ameliorate the 

anticompetitive risks of patents in certain industries, they may make the patent system as 

a whole much more efficient than it otherwise would be.  They may also reduce the need 

for an industry-specific patent system.340  In any event, it should be clear that we cannot 

design an optimal patent policy without paying close attention to how patents are actually 

used and licensed in practice.  SSOs are a large piece in that puzzle. 

 

VII. Conclusions  

 The interaction between patents and innovation is a complex one.  That 

interaction is not simply a function of the traditional theory of patents as mechanisms for 

maintaining market exclusivity.  Rather, any study of patents and innovation must take 

account of how patents are used in the real world.  Previous work has shown that the 

effect of patents differs greatly from industry to industry.  Patents create the most 

problems in the telecommunications, computer, and Internet industries, where they are 

most likely to overlap and to block the development of necessary improvements. 

 Fortunately, standard-setting organizations – which tend to exist in precisely those 

industries – provide a way for private parties to contract around the effect of these 

overlapping intellectual property rights.   SSO members are effectively contracting in the 

shadow of patent law, bargaining from an inefficiently powerful set of property rules to a 

world in which intellectual property rights are either removed from the picture entirely or 

are licensed in advance on standardized terms.  SSO IP rules are thus a partial market 

solution to a problem created by overbroad intellectual property protection.   

                                                 
340   On the importance of such a system, see Dan L. Burk & Mark A. Lemley, Is Patent Law Technology-
Specific? (working paper 2002). 
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SSO IP rules are also an example of what one might call “messy private 

ordering.”341  Legal theorists too often tend to exalt private ordering as perfect and 

denigrate public rules as incompetent, corrupt, or both.  My empirical exploration does 

not reveal a perfectly functioning contractual system, a fact that advocates of private 

ordering will have to come to terms with.  But it is a system that may be good enough for 

the real world.  It is also a system that can be improved by increased attention to process 

concerns, something I recommend in the paper.   

My overall conclusion is an optimistic one.  Messy private ordering by SSOs may 

or may not be better for innovation than an optimally designed patent system.  But it is 

almost certainly better than the problematic patent system that we actually have.  And by 

ameliorating some of the threats overbroad and overlapping patents pose for innovation, 

SSO IP rules help the patent system do what it was originally designed to do: promote 

innovation. 

 

                                                                                                                                                 
 
341   The classic treatment of the internal workings of standards bodies is Suzanne K. Schmidt & 
Raymund Werle, Coordinating Technology: Studies in the International Standardization of 
Telecommunications (MIT Press 1998).  Cf. Weiser, supra note __, at 831 (discussing ways in which SSO 
private ordering may be imperfect outside the intellectual property context); Robert J. Aiken & John S. 
Cavallini, When Are Standards Too Much of A Good Thing? Will They Provide Interoperability For the 
National Information Infrastructure, in Standards Policy for Information Infrastructure  253, 259 (Brian 
Kahin & Janet Abbate eds., 1995) (same). 
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My name is Amy Marasco and I am the Vice President and General Counsel of the 

American National Standards Institute, Inc., which usually is referred to by its acronym, ANSI.  

ANSI appreciates the opportunity to provide comments in connection with the hearings on 

“Competition and Intellectual Property Law and Policy in the Knowledge-Based Economy” 

jointly sponsored by the Federal Trade Commission (“FTC”) and the Department of Justice 

(“DOJ”).       

 The voluntary consensus standardization system in the United States is the most 

effective and efficient in the world.  At the same time and almost incongruously, the U.S. system 

is distributed, diversified and extremely complex.  This is in stark contrast to standards systems 

in many other nations of the world, where the government itself is the coordinator of standards 

or plays a major role in the financing or control of that nation's standards system.  For more than 

80 years, the U.S. system has been administered and coordinated by the private sector through 

ANSI, with the cooperation of federal, state and local governments.  ANSI also is the 

established forum for the U.S. voluntary standardization community, and serves as the United 

States representative to two major, non-treaty international standards organizations:  The 

International Organization for Standardization (“ISO”) and, through the United States National 

Committee, the International Electrotechnical Commission (“IEC”).1 

                                                 
1  ANSI also represents the U.S. in the International Accreditation Forum (“IAF”), which has the goal 
of reducing duplicative conformity assessment requirements (that often serve as non-tariff barriers to trade) 
by providing the basis for product certifications and quality system certifications/registrations performed 
once, in one place and accepted worldwide.  ANSI also participates in the international Quality Systems 
Assessment Recognition Program (“QSAR”).  Because of the breadth of its participation in standards 
activities worldwide, the Institute is able to provide a central source of information and education on 
standards, conformity assessment programs and related activities in the U.S. and abroad.   
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 ANSI is a unique partnership of over 1,000 members with several hundred companies, 

250 standards developers and other professional, technical, trade, labor, academic and 

consumer organizations, and some 25 government agencies.  In its role as the only accreditor of 

U.S. voluntary consensus standards developing organizations (“SDOs”), ANSI ensures the 

integrity of the standards development process and determines whether standards meet the 

necessary criteria to be approved as American National Standards.  ANSI’s approval of these 

standards (currently numbering approximately 12,000) is intended to verify that the principles of 

openness and due process have been followed and that a consensus of all interested 

stakeholder groups has been reached. 

 ANSI and its accredited SDOs are often characterized as the “de jure” or more 

formalized standards-setting process in the United States.  However, there is a plethora of 

standards-setting activities being conducted outside of the ANSI process in organizations such 

as fora or consortia, each of which has its own and often unique standardization process.  

Almost all standards-setting organizations have a policy or procedural requirement that 

addresses the inclusion of patented material in standards.  These policies reflect the nature of the 

standards under development, the interplay between patents and the relevant industry sector, 

the objectives of the standards-setting body, and the consensus of the participants.  

Accordingly, such policies vary widely in response to these differing needs and objectives.       

 The ANSI Patent Policy, which applies to the development of all American National 

Standards, was derived with the objective of finding a balance among intellectual property 

rights, competing interests in implementing a given standard, the standards-setting milieu, and the 

avoidance of unnecessary rigidity that may inhibit U.S. competitiveness both nationally and in 

increasingly global markets.  The Policy’s efficacy is, in our view, evidenced by the fact that 

there has not been any adjudicated abuse of the process relating to patents that has occurred in 

connection with any American National Standard.                

                                                                                                                                                 
 Through active participation in regional standardization organizations such as COPANT (for Latin 
America) and PASC (for the Pacific Rim), ANSI provides strong advocacy for the use of U.S. standards and 
technology throughout the global marketplace.  In doing so, ANSI works very closely with the National 
Institute of Standards and Technology (“NIST”), the Office of the U.S. Trade Representative (“USTR”), the 
U.S. Departments of Commerce and State, and other federal agencies, as well as with hundreds of trade 
associations, companies, and consumer and labor organizations.  
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Standards-setting, Intellectual Property Law 

and Antitrust Law All Help Promote Competition and Innovation 

 

The benefits and procompetitive effects of voluntary standards are not in dispute.  

Standards do everything from solving issues of product compatibility to addressing consumer 

safety and health concerns.  Standards also allow for the systemic elimination of non-value-

added product differences (thereby increasing a user’s ability to compare competing products), 

provide for interoperability, improve quality, reduce costs and often simplify product 

development.  They also are a fundamental building block for international trade.  As the Court 

of Appeals for the First Circuit explained: 

The joint specification development, promulgation, and adoption efforts 
would seem less expensive than having each member of CISPI [a trade 
association] make duplicative efforts.  On its face, the joint development 
and promulgation of the specification would seem to save money by 
providing information to makers and to buyers less expensively and 
more effectively than without the standard.  It may also help to assure 
product quality.  If such activity, in and of itself, were to hurt Clamp-All 
by making it more difficult for Clamp-All to compete, Clamp-All would 
suffer injury only as result of the defendants’ joint efforts having lowered 
information costs or created a better product.... And, that kind of harm 
is not “unreasonably anticompetitive.”  It brings about the very benefits 
that the antitrust laws seek to promote. 

 

Clamp-All Corp. v. Cast Iron Soil Pipe Institute, 851 F.2d 478, 487 (1st Cir. 1988) 

(Breyer, C.J.) (citation omitted; emphasis in original), cert. denied, 488 U.S. 1007 (1989); see 

also Allied Tube & Conduit Corp. v. Indian Head, Inc., 486 U.S. 492 (1988) (“When … 

private associations promulgate safety standards based on the merits of objective expert 

judgments and through procedures that prevent the standard setting process from being biased 

by members with economic interests in stifling product competition those private standards can 

have significant procompetitive advantages.”) 

As FTC Chairman Timothy Muris also has observed, both intellectual property law and 

antitrust law promote innovation and enhance consumer welfare: 
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The tensions between the doctrines tend to obscure the fact that, 
properly understood, IP law and antitrust law both seek to promote 
innovation and enhance consumer welfare.  The goal of patent and 
copyright law, as enunciated in Article I section 8 of the Constitution, is 
"To promote the Progress of Science and useful Arts, by securing for 
limited Times to Authors and Inventors the exclusive Right to their 
respective Writings and Discoveries."  IP law, properly applied, 
preserves the incentives for scientific and technological progress - i.e., 
for innovation. Innovation benefits consumers through the development 
of new and improved goods and services, and spurs economic growth. 
 
Similarly, antitrust law, properly applied, promotes innovation and 
economic growth by combating restraints on vigorous competitive 
activity.  By deterring anticompetitive arrangements and monopolization, 
antitrust law also ensures that consumers have access to a wide variety 
of goods and services at competitive prices.  Matters that involve both 
IP and antitrust can be exceedingly complex, both legally and factually.2 

 

Accordingly, the standardization of a patented invention can yield procompetitive benefits, 

stimulate innovative research and development, and make the patent holder’s intellectual 

property more accessible to consumers through competing products.  

 

Intellectual Property, Antitrust and Standards-Setting:  A Balancing Act 

 

The intersection of standards-setting, patent rights and antitrust concerns is not new 

territory.  For decades the standards community has fashioned related policies and procedures 

to provide a roadmap for the inclusion of patented material in standards.  At ANSI, it was 

recognized that it is necessary to balance the rights of the patent holder, the interests of 

competing manufacturers seeking to implement the standard, the consensus of the technical 

experts from different stakeholder groups on the desired content of the standard, the concerns 

and resources of the SDO, the impact on consumer welfare, and the need to avoid unnecessary 

strictures that would discourage participation or disadvantage U.S. interests in non-U.S.-based 

standards organizations. 
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 ANSI has long recognized that the incorporation of patented technology into a standard 

without certain safeguards could produce an unacceptable anti-competitive effect.  Hence 

ANSI developed and implemented a patent policy.  (The ANSI policy is very similar to the 

patent policy of ISO and IEC and that used by a treaty-based standards organization, the 

International Telecommunication Union or ITU.)  Compliance (or non-compliance) with the 

ANSI Patent Policy is one of the criteria considered by ANSI in determining whether to 

approve or withdraw approval of a standard as an American National Standard.  An ANSI 

Board-level committee must approve the ANSI Patent Policy and any proposed changes to it.3 

 The ANSI Patent Policy expressly provides that “[t]here is no objection in principle to 

drafting a proposed American National Standard in terms that include the use of a patented 

item, if it is considered that technical reasons justify this approach.”  In other words, the 

technical experts from different stakeholder groups participating in the standards-setting process 

have to agree that the inclusion of the patented technology is the best technical solution to fulfill 

the objective of the standards-setting activity.  As recognized by the FTC in American Society 

of Sanitary Engineers,4 excluding a patented invention from a standard can unreasonably 

restrain trade by misleading consumers, depriving them of information about the performance of 

the product, or even excluding a technically advanced product from the market. 

The ANSI Patent Policy then provides as follows: 

                                                                                                                                                 
2   Remarks of FTC Chairman Timothy J. Muris, Competition and Intellectual Property Policy:  The 
Way Ahead, before the American Bar Association Antitrust Section Fall Forum, November 15, 2001. 
3   The ANSI Patent Policy is contained in the noted sections of the ANSI Procedures for the 
Development and Coordination of American National Standards (the “ANSI Procedures”), which can be 
found in the Reference Library on ANSI Online (www.ansi.org).  The ANSI Guidelines for Implementation of 
the Patent Policy can be found at www.ansi.org/public/library/guides/ppguide.html.  While the primary 
input for the ANSI Patent Policy comes from the ANSI Patent Group, the Policy ultimately is approved by 
the Board of Directors’ National Issues Committee (“NIC”).  The NIC is made up of representatives from all 
of ANSI’s stakeholder groups, including industry, SDOs, government and consumer representatives.        
4   See American Society of Sanitary Engineering, Dkt. C-3169, 106 F.T.C. 324 (1985).  It is noteworthy 
that the invention at issue in that case – the Fillpro valve designed by J.H. Industries - which was 
“excluded” from the standard was not an “essential” technology.  If permitted by the standard, it would be 
one of many conforming imp lementations of the standard.        
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1.2.12   ANSI patent policy - Inclusion of Patents in American National 
Standards  

There is no objection in principle to drafting a proposed American 
National Standard in terms that include the use of a patented item, if it is 
considered that technical reasons justify this approach. 

If the Institute receives a notice that a proposed American National 
Standard may require the use of a patented invention, the procedures in 
1.2.12.1 through 1.2.12.4 shall be followed. 

 
1.2.12.1   Statement from patent holder 

Prior to approval of such a proposed American National Standard, the 
Institute shall receive from the identified party or patent holder (in a form 
approved by the Institute) either:  assurance in the form of a general disclaimer 
to the effect that such party does not hold and does not currently intend holding 
any invention the use of which would be required for compliance with the 
proposed American National Standard or assurance that: 

a) a license will be made available without compensation to the applicants 
desiring to utilize the license for the purpose of implementing the 
standard; or 

b) a license will be made available to applicants under reasonable terms 
and conditions that are demonstrably free of any unfair discrimination. 

 
1.2.12.2   Record of statement 

A record of the patent holder’s statement shall be placed and retained 
in the files of the Institute. 

1.2.12.3   Notice 
When the Institute receives from a patent holder the assurance set forth 

in 1.2.12.1 a) or b), the standard shall include a note as follows: 

NOTE – The user’s attention is called to the possibility that 
compliance with this standard may require use of an 
invention covered by patent rights. 
 
By publication of this standard, no position is taken with 
respect to the validity of this claim or of any patent rights in 
connection therewith. The patent holder has, however, filed 
a statement of willingness to grant a license under these 
rights on reasonable and nondiscriminatory terms and 
conditions to applicants desiring to obtain such a license. 
Details may be obtained from the standards developer. 
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1.2.12.4   Responsibility for identifying patents 

The Institute shall not be responsible for identifying all patents for which 
a license may be required by an American National Standard or for conducting 
inquiries into the legal validity or scope of those patents that are brought to its 
attention. 

 
 
Disclosure may be made by a patent holder or third party with actual, personal  

knowledge of relevant patents.  Once such a disclosure is made, then ANSI requires a written 

statement to the effect that the patent holder (a) will not license the patented material to 

implementers of the standard, (b) will license on a royalty-free basis or (c) will license on 

reasonable and non-discriminatory (“RAND”) terms and conditions.  If the patent holder 

submits a patent statement to the effect of either (b) or (c) above, then this creates third-party 

beneficiary rights in implementers of the standard. 

Such rights are then addressed in a commercial context outside of the standards-setting 

environment.  The SDO usually does not have the capability and necessary resources to 

adjudicate what are essentially commercial and highly technical issues.  The SDO’s 

responsibility is to ensure that the due process-based procedures for developing consensus on 

the standard are properly followed.  The standards-setting participants are often technical 

experts who do not have legal or business responsibilities with regard to licensing issues.  

Moreover, many believe that the discussion of licensing issues among competitors in a 

standards-setting context imposes a risk that the SDO and the participants will become targets 

of allegations of improper antitrust conduct.   

 One result of standards-setting is the opportunity to have the “best” technical solution -- 

which may belong exclusively to a patent holder -- incorporated into a standard and made 

available to all relevant manufacturers to exploit in competing commercial products.  In return 

for “sharing” its patented technology (including making it available to its competitors), the patent 

holder usually receives a reasonable royalty charged to implementers of the standard in a non-

discriminatory manner.     
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 What happens if the patent holder does not identify and disclose its patent rights prior to 

the completion of the standard and such patent rights are later discovered or disclosed?  Under 

ANSI’s patent policy, the patent holder is then required to provide the same assurances to 

ANSI that are required in situations where patents are known to exist prior to the standard’s 

approval.  If those assurances are not forthcoming or if potential users can show that the policy 

is not being followed, the standard may be withdrawn either by the consensus committee or 

through the appeals process. 

 

The ANSI Patent Policy also embraces the following concepts: 

 

1. The ANSI Patent Policy applies only to “essential” patents.  If it is possible to 

implement a standard without necessarily infringing on a certain patent, then that patent is not 

essential.  However, if the patent is not essential, then the same concerns are not present in that 

the patent holder cannot “block” others from implementing the standard.  In fact, competitors 

have an incentive to focus on innovative ways to implement the standard without infringing on 

the related patent.  It also is difficult to ascertain the degree to which a patent has to “relate to” 

the standard in order to be covered by the Policy (reminiscent of the popular “Six Degrees of 

Kevin Bacon” game).  This would be, at best, a nebulous and to some degree arbitrary 

determination.      

 

2. The ANSI Patent Policy does not impose a duty on patent holders to undertake 

a search of its patent portfolio in order to be able to make a definitive statement to a SDO as to 

whether it has any essential patents.5  Nor does it “impute” knowledge of an employer 

corporation to an employee participant in the standards-setting process. 

                                                 
5   The ANSI Patent Policy Guidelines provide that: “[D]uring the development period, standards 
developers may wish to adopt procedures whereby one or more requests are made to participants for the 
disclosure of patents  that may be required for use of standards in process.  Such a request could be made, 
for example, by including it on letter ballots used in connection with the development of a proposed 
standard.  Alternatively, other means could be adopted so that requests are repeated throughout the course 
of the standards development process -- e.g., by a semi-annual notice mailed to each participant in the 
development process or appropriate working group(s).  This is not to suggest that a standards developer 



 9 

If disclosure were based on the knowledge of the participating companies, patent 

searches would become a requirement.  As a practical matter, many companies would find such 

an affirmative duty to identify all applicable patents virtually impossible to fulfill.  Many U.S. 

participants, at any given moment, have literally hundreds of employees participating in as many 

standards development activities and in excess of 10,000 patents in their intellectual property 

portfolio.  Patent searches are expensive, time-consuming and not dispositive.  They also 

require a potentially complex legal analysis in addition to a technical one.    

Often the implication of a specific patent in connection with a particular standard is not 

easy to determine or evaluate.  This problem is exacerbated by the fact that the standard under 

development usually is evolving and its technical specifications are subject to change up until the 

final consensus ballot.6   

The problem becomes exacerbated if the “punishment” for an unintentional failure to 

disclose an essential patent is to preclude the patent owner from asserting its intellectual 

property rights against implementers of the standard.  Companies that have invested billions in 

research and development in order to develop a patent portfolio will likely choose not to 

participate in a standards-setting activity if they are obligated to undertake an enormous patent 

                                                                                                                                                 
should require any participant in the development process to undertake a patent search of its own portfolio 
or of any other.  The objective is to obtain early disclosure concerning the existence of patents, where 
known.  A standards developer may also consider taking steps to make it clear that any participant in the 
process -- not just patent holder -- is permitted to identify or disclose patents that may be required for 
implementation of the standard.  Generally, it is desirable to encourage disclosure of as much information as 
possible concerning the patent, including the identity of the patent holder, the patent’s number, and 
information regarding precisely how it may relate to the standard being developed.” 
 
6   The ANSI Patent Policy Guidelines further provide that: “It should also be emphasized that, 
notwithstanding the incentive for patent holders to indicate any early willingness to license, it may not be 
possible for potential patent holders to give such an assurance until the standards development process 
has reached a relatively mature stage.  It might be that only at that time will the patent holder be aware that 
its patent may be required for use of the proposed standard.  This should not, however, preclude a patent 
holder from giving an assurance that if its patent is required for use of the standard it will license on 
reasonable terms and conditions demonstrably free of unfair discrimination.  Thus, standards developers 
may wish to adopt procedures that would permit and encourage the early indication by patent holders of 
their willingness to comply with the Patent Policy by providing one of the assurances specified therein.  
Such encouragement might take the form of simply advising participants in the development effort that 
assurances may be made at an early stage, explaining the advantages of early negotiations, or through other 
means.  While participants in the standards development effort might consider a refusal to provide 
assurances (or a refusal to commit to offer acceptable licensing terms and conditions) as a ground for 
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portfolio search and be burdened in connection with each such activity or risk losing their 

intellectual property rights.  This in turn would deprive standards-setting activities and ultimately 

consumers of both (a) the possibility of standardizing cutting-edge technology that could then 

become accessible to competing manufacturers and (b) the participation in the standards-setting 

activity of individuals with valuable technical expertise.          

This is not to say that there are not incentives for companies to disclose known patent 

rights as soon as possible.  Many companies would prefer that their own patented material 

become the industry standard, and so they are willing to disclose it early in the standards 

development process.  Some companies are willing to submit a broad patent statement to the 

effect that, if it turns out that they do have any essential patents, they will license on a RAND or 

royalty-free basis.  Other companies are reluctant to submit a more blanket patent statement 

because they may have some patents that they are not willing to license and they fear that a 

competitor could seek to have the related technology included in a standard in an effort to gain 

access to it. 

As noted infra, the real concern is the deliberate and intentional failure to disclose 

information in an effort to gain an unfair competitive advantage.  And as further noted infra, 

there are current mechanisms in place to discourage such conduct.     

 

3. The ANSI Patent Policy does not apply to pending patent applications.  This is 

due to the confidential nature of such applications and the fact that patent applications impose an 

additional layer of uncertainty (above and beyond the changing technical content of a standard 

under development) given the dynamic nature of the patent approval process and the fact that a 

valid patent determination has not yet been made.  However, ANSI is considering a proposal to 

modify its Patent Policy to apply to “published” pending patent applications given that the 

concerns regarding confidentiality are no longer present once the application has been made 

public.  Nothing in the Patent Policy precludes the voluntary disclosure of pending patent 

applications.  The ANSI Patent Policy treats patents approved after the standard’s completion 

                                                                                                                                                 
favoring an alternative technology, the patent holder is only required to provide assurances called for by 
the Patent Policy prior to the final approval of the proposed standard as an American National Standard.” 
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in the same manner that it treats subsequently discovered patents.  The Patent Policy is applied 

and, if the patent holder is not willing to license its technology on royalty-free or RAND terms, 

then the standard’s approval may be revoked. 

 

4. Assessment of the existence and validity of asserted patent rights is conducted 

outside of the standards-setting venue.   ANSI and the SDOs do not have the ability or the 

resources to undertake this effort.  In addition, if they did undertake this responsibility, they 

would be faced with possible claims if their determination was either incorrect or incomplete.7   

 

5. Specific licensing terms are discussed outside of the standards-setting venue.8    

As noted before, injecting the review or discussion of proposed licensing terms into the 

standards-setting process often is not appropriate given that the expertise of those in attendance 

usually is technical in nature as opposed to commercial or legal.  In addition, because of concern 

over possible claims of improper conduct by the SDOs and participants, discussion of licensing 

terms is unlikely to occur without a clear “safe harbor” protection mechanism.  Certainly nothing 

in the ANSI Policy prohibits a patent holder from voluntarily disclosing its proposed licensing 

terms and conditions.  However, RAND does not mean that each licensee will receive exactly 

the same set of terms and conditions because other considerations (such as reciprocal cross-

licensing) will be a factor. 

 

6. The ANSI Patent Policy applies only to patented material.   ANSI considered 

whether to fashion a policy relating to the incorporation of copyrighted material (such as 

software) in American National Standards and determined that such a policy was not necessary.  

The legal issues relating to copyrighted material are very different than those relating to patented 

                                                 
7   See, e.g., Sony Electronics, Inc. v. Soundview Technologies, Inc., 157 F.Supp.2d 190 (D. Conn. 
2001). 
8   The ANSI Patent Policy Guidelines provide that:    “It should be reiterated, however, that the 
determination of specific license terms and conditions, and the evaluation of whether such license terms and 
conditions are reasonable and demonstrably free of unfair discrimination, are not matters that are properly 
the subject of discussion or debate at a development meeting.  Such matters should be determined only by 
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material.  Moreover, SDOs have addressed this issue on a case-by-case basis effectively for 

many years.      

Several years ago, the International Telecommunication Union (ITU) located in Geneva, 

Switzerland began to develop a policy in this regard pursuant to which proprietary, copyrighted 

material would be treated in a manner similar to patented inventions.  The United States9 

submitted an objection to this proposed policy and its position paper was well received.  An 

excerpt from the United States position paper is set forth below:       

“The United States does not support the proposal, which treats copyrighted 
software source code in a manner similar to patented technology.  Instead, 
standards bodies such as the ITU should continue their current practice of 
addressing copyrighted software source code on a case-by-case basis. 

The reasons underpinning the United States’ concerns in this regard are in large 
measure as follows: 

1. The legal issues relating to copyrighted material are very different than 
those relating to patented material.  “Copyright” only protects one particular 
expression of an idea, while a patent defines a specific technology.  Just as 
copyright law does not bestow on the copyright owner intellectual property rights 
similar to those that patent law provides for patent holders, there are compelling 
reasons to treat copyrighted and patented material differently when they are 
reflected in standards. 

2. Standards, such as ITU Recommendations, often can be written around 
copyrighted material using performance-based requirements or creating a new 
expression of the underlying idea within the technical process.  Accordingly, 
addressing the inclusion of copyrighted software source code in standards 
requires establishing a mechanism in each instance to determine the most 
effective course rather than developing a broad policy like that addressing 
patented technology. 

3. An inventor may be able to obtain a patent when a technology 
represents something more than one expression of an idea’s implementation, and 
other elements required for patent protection can be met. 
 

                                                                                                                                                 
the prospective parties to each license or, if necessary, by an appeal challenging whether compliance with 
the Patent Policy has been achieved.” 
9   Because the ITU is a treaty-based standards organization, the United States member body is the 
United States Department of State.  ANSI prepared a proposed U.S. position paper on this topic that 
underwent the necessary process to become the U.S. submission to the ITU-R.  ANSI was then asked to 
join the ITU working group addressing this issue.    
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4. When the issue of including copyrighted software source code in 
standards has been addressed in the past, it was handled effectively on a case-
by-case basis.”  

 

As noted in greater detail infra, ANSI believes that it is extremely important that any 

enforcement agency viewpoints regarding standards-setting activities in the United States take 

into consideration (a) related U.S.-based viewpoints articulated internationally and (b) the 

effects of such viewpoints vis-à-vis the ability of U.S. businesses and technology to compete in 

global markets.      

With regard to the possible inclusion of trademarks in proposed American National 

Standards, the ANSI Procedures provides as follows: 

 
1.2.11  Commercial terms and conditions  
 
Provisions involving business relations between buyer and seller such as guarantees, 
warranties, and other commercial terms and conditions shall not be included in an 
American National Standard.  It is not acceptable to include proper names or 
trademarks of specific companies or organizations, acceptable manufacturer lists, 
service provider lists, or similar material in the text of a standard or in an annex (or the 
equivalent).  Where a sole source exists for essential equipment, materials or services 
necessary to determine compliance with the standard, it is permissible to supply the 
name and address of the source in a footnote or informative annex as long as the words 
"or the equivalent" are added to the reference.  In connection with standards that relate 
to the determination of whether products or services conform to one or more standards, 
the process or criteria for determining conformity can be standardized as long as the 
description of the process or criteria is limited to technical and engineering concerns and 
does not include what would otherwise be a commercial term or proper name. 
    
In ANSI’s experience, this restriction on including commercial terms and conditions in 

the text of standards has worked effectively and rarely been the basis of any objection to an 

American National Standard. 

 

The Need For Flexibility To Accommodate 

Differing Objectives in U.S. Standards-Setting Activities  
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No one condones the intentional abuse of a standards-setting process by a participant in 

order to gain an unfair competitive advantage.  Many of the due process-based procedural 

requirements reflected in the ANSI Procedures provide certain safeguards in the process in 

order to minimize the risk of unacceptable and anticompetitive conduct surreptitiously taking 

hold.       

With respect to the inclusion of patented technology in standards, there are incentives 

built into the system that causes it to be effective in discouraging duplicitous conduct by 

participants.  The risks are that (1) the approval of the standard is subject to withdrawal, often 

rendering the company’s innovation relatively useless, (2) competitors can and usually do avail 

themselves of their legal rights in court if they believe they are being unfairly disadvantaged, and 

various legal claims, such as equitable estoppel, laches, patent misuse, fraud and unfair 

competition may be available to prevent a patent holder from enforcing a patent covering an 

industry standard due to the patent holder’s improper conduct in a standards-setting context, 

and (3) in the case of deliberate misconduct, the FTC or DOJ can intervene.  In addition, a 

company engaging in such conduct likely would lose some of its stature in the standards 

development community. 

The ANSI Patent Policy has proven over time to be an effective means of addressing 

the incorporation of patented technology into standards.  I am not aware of any abuse of the 

process relating to patents that has occurred in connection with any American National 

Standard.         

Recently, ANSI has become aware of some criticism being leveled at traditional patent 

policies such as ANSI’s.  Some commenters have raised the specter of an epidemic of “patent 

ambush” situations in which patent holders deliberately and secretively manipulate a standards-

setting project to enhance unfairly the value of their intellectual property.  Some of these 

commenters have suggested that specific, uniform and widespread enforcement agency 

“guidelines” are necessary in order to put sufficient strictures on this perceived threat. 

Standards-setting activities are very complicated and involve a range of activities about 

which it is difficult to generalize.  Some consortia, with the general consent or acquiescence of 

their members, have tailored their patent policies to mirror certain of their stated objectives.  For 
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example, as noted in the Dell case, the Video Electronics Standards Association (“VESA”) was 

seeking to establish “open” standards that did not include any essential patents.  As noted by the 

FTC in Appendix A to the Order in that case: 

The outcome of any Commission enforcement action depends on the facts of the 
particular case.  The Dell case involved an effort by the Video Electronics Standards 
Association ("VESA") to identify potentially conflicting patents and to avoid creating 
standards that would infringe those patents.  In order to achieve this goal, VESA -- like 
some other standard-setting entities -- has a policy that member companies must make 
a certification that discloses any potentially conflicting intellectual property rights.  VESA 
believes that its policy imposes on its members a good-faith duty to seek to identify 
potentially conflicting patents.  This policy is designed to further VESA's strong 
preference for adopting standards that do not include proprietary technology. 
 
….. 
 
Other commenters asked whether the Commission intended to signal that there is a 
general duty to search for patents when a firm engages in a standard-setting process.  
The relief in this matter is carefully limited to the facts of the case.  Specifically, VESA's 
affirmative disclosure requirement creates an expectation by its members that each will 
act in good faith to identify and disclose conflicting intellectual property rights.  Other 
standard-setting organizations may have different procedures that do not create such an 
expectation on the part of their members.  Consequently, the relief in this case should 
not be read to impose a general duty to search.10  
          

Essentially, ANSI believes that each standards-setting organization has to establish its own 

patent policy based on its objectives, the nature of the standard being developed, and the 

consent of its participants.  ANSI’s Patent Policy provides a proven, solid foundation for other 

organizations to consider using with whatever modifications they and their participants decide 

will be beneficial to their activities.     

While ANSI certainly agrees that intentional abuses of the standards-setting process are 

not to be tolerated, ANSI is concerned that some of the espoused proposals may in fact be 

unnecessary and undesirable.  The ANSI system is in large measure self-policing, and its 

efficacy is evidenced by the rarity with which someone cries “foul”, including competitors, who 

are very capable of raising the alarm when they believe that they are being treated unfairly.  

Given this track record, delineated, generalized, one-size-fits-all guidelines from the FTC or 
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DOJ do not appear to be needed or warranted; in fact, they may very well be counter-

productive.  Such guidelines could stifle competition and the standardization of technological 

advances.  Different approaches by different groups with different participants and different 

objectives provide the necessary flexibility to maximize the overall results for the U.S. 

community as a whole. 

This conclusion is supported by the fact that, since the early 1980’s, the FTC has 

publicly concluded only two investigations relating to patents and standards-setting: American 

Society of Sanitary Engineering, Dkt. C-3169, 106 F.T.C. 324 (1985) and In re Dell 

Computer Corp., 121 F.T.C. 616, No. C-3658, 1996 FTC LEXIS 291 (May 20, 1996).  

And, while the press has more recently suggested that the FTC may be conducting some 

pending investigations, given that there are literally thousands of standards projects underway at 

any given time in hundreds of SDOs, it is hard to point to a proven need for delineated agency 

guidelines.      

The very infrequent occasion on which a standards-setting participant is sued by a 

prospective licensee or by an enforcement agency demonstrates that the current overall system 

of individually tailored patent policies effectively polices itself under existing legal principles.  

Competitors in fact are challenging the conduct of those who allegedly are abusing the 

standards-setting process.  These competitors have the relevant technological and market 

expertise to most readily detect violations of RAND or other unacceptable misconduct and 

make their concerns public. 

In addition, the enforcement agencies can continue their important role in bringing 

enforcement actions when warranted by the facts in any given situation.  Each such situation will 

require a detailed, complex analysis of the facts and any findings should be limited to such facts 

and not create de facto industry standards or guidelines.11  Certainly the specter of an 

                                                                                                                                                 
10   121 F.T.C. 616, Appendix A. 
11   In connection with the Dell matter, ANSI and other commenters expressed concern that the 
Commission’s decision might be interpreted as establishing a general “duty to search” for essential patents.  
The Commission responded to those concerns by issuing a statement that the decision was limited to the 
unique facts of that case and did not create or suggest a general duty to search. 
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enforcement agency investigation provides a significant incentive for companies participating in 

standards activities to behave in an appropriate manner.       
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Finally, ANSI is concerned that any delineated U.S. enforcement agency guidelines may 

have adverse effects in the international standards arena.  If such guidelines suggest any “duty to 

disclose” at the risk of losing valuable intellectual property rights, then it is likely that standards-

setting bodies outside of the U.S. will seek to use such a mandatory obligation as a basis for 

their own imposition of burdensome and potentially harmful obligations on U.S. companies that 

seek to participate in these non-U.S.-based standards processes.    

For example, several years ago the European Telecommunications Standards Institute 

(“ETSI”) proposed an intellectual property policy that many U.S. businesses and the U.S. 

Government believed to be coercive, and it became the subject of a trade dispute between the 

European Union and the United States.  As a practical matter, the ETSI policy required 

compulsory as opposed to voluntary licensing.  Any company that refused to sign the policy 

would be excluded from ETSI membership, and yet that membership was a practical 

requirement for participating in the European telecommunications market.  The plan was that 

ETSI would announce a one-page “work programme” when it undertook a new standards 

development project, and if a member did not quickly disclose its patent rights, then the patent 

would be deemed automatically licensed on terms that were, in effect, acceptable to ETSI.  The 

U.S. Government, working together with ANSI and U.S. industry, was successful in preventing 

the ETSI policy from becoming a reality.  

At present, the ISO/IEC patent policy governing ISO and/or IEC international 

standards is virtually identical to ANSI’s, and ANSI, as the U.S. member to ISO and (through 

the United States National Committee) IEC, has opposed efforts to change the ISO/IEC and 

other international patent policies in an effort to protect U.S. industry’s rights in connection with 

its technology.  In the global market, there have been (and continue to be) efforts such as 

ETSI’s to establish a process to facilitate what some would call a “technology grab” of U.S. 

intellectual property in an effort to reduce or eliminate any competitive advantage the U.S. 

enjoys as a result of its collective intellectual property portfolio.  In short, in addition to the 

concerns raised above, ANSI cautions the FTC and DOJ to avoid enunciating any intellectual 

property rights duty, policy or guidelines that competitors in other nations could attempt to 

bootstrap into an unacceptable condition for participating in the global marketplace.               
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 Thank you.  I very much appreciate this opportunity to comment on these issues, and I 

am very willing to provide additional information upon request and/or receive any input from the 

FTC and DOJ on what we at ANSI can do to address anti-competitive concerns or issues as 

they relate to the voluntary, consensus standards development process.  
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STANDARD SETTING AND MARKET POWER 

Richard T. Rapp and Lauren J. Stiroh 

Introduction: Patents, Standards and Value  

Our interest in the economics of standard setting derives from our wish to understand the 

sources of market power arising in technology markets.1  In the past, it was common to 

presume that a patent conveyed market power, possibly because of the use of the word 

“monopoly” in the term “patent monopoly,” or possibly because patents are valuable only when 

they do convey market power. We see this, for example, in the old “market power 

presumption” that the antitrust case law used to attach to ownership of a patent.2  The invalidity 

of this presumption is now well understood.  Empirical research by Scherer, Pakes, 

Schankerman, Lanjouw and others has established and confirmed a useful generalization: that 

the distribution of patent values is skewed; most patents (and patented inventions) are worth 

very little and only a very few have considerable value.3   

                                                 
1  Many of the opinions in this submission also appear in a draft paper, “Market Power in Technology Markets” 

available from the authors upon request.  We have also developed certain of our ideas about standard setting in 
our role as economic consultants to Rambus Inc., a semiconductor memory technology developer.  The opinions 
we voice in the hearings and in this submission are solely our own; neither Rambus nor our colleagues at NERA 
bear any responsibility for them. 

2 The market power presumption arose in United States v. Loews, Inc.,  371 U.S. 38, 45 (1962), which held that 
market power is “presumed when the tying product is patented or copyrighted.”  The doctrine has been 
discredited in the antitrust case law since Loews without having been formally overturned,  Justice O’Conner, 
writing for the concurring justices in Jefferson Parish , wrote “the time has therefore come to abandon the ‘per 
se’ label and refocus the inquiry on the adverse economic effects, and the potential economic benefits, that the 
tie-in may have.” (Jefferson Parish Hospital District No. 2 v. Hyde, 466 U.S. 2, 16 (1984)). 

3 See F.M. Scherer, “Firm Size, Market Structure, Opportunity, and the Output of Patented Inventions,” The 
American Economic Review, vol. LV, no. 5, Part 1, December 1965, pp. 1097-1125; F.M. Scherer, “The size 
distribution of profits from innovation,” Annales D’Economie et de Statistique, no. 49/50, 1998, pp. 496-516 
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Most patents are worth only a little because while the inventions they disclose may be novel 

and useful, they are minor, “commodity inventions” for which close substitutes exist.  They 

convey no market power to their owners.  Licensors – buyers of technology – will pay no more 

to obtain the right to use a new technology than the dollar value of the advantage the new 

technology affords over the next best alternative technology in the same application.  The 

presence and quality of substitutes is an important determinant of market power in technology 

markets, as it is in product markets.   

The value of a new technology, product or product characteristic can be approximated by the 

value to consumers of its advantage over the next best alternative — if the next best alternative 

is just as good, its value (price) will be no greater than the price of the alternative.  The same 

applies to a cost-saving process patent whose value will equal its cost-saving advantage.  If that 

advantage is small, then no matter how new and exciting the technology, it will not be worth 

much.   

Of course, revolutionary inventions – useful technical advances with weak or nonexistent 

economic substitutes – by exactly the same principle convey great market power.  Processes or 

products embodying such inventions will themselves be valuable either because the new 

product characteristics are desirable to consumers who are without alternative means to satisfy 

these desires or because product costs have been reduced in ways that could not be 

accomplished by other means. 

Standard setting has the potential to create market power and enhance the market value of a 

technology by reducing the number of close substitutes.  This is the reason why firms invest in 

competitions to become a standard whether these competitions occur in the market (de facto) or 

before standard-setting bodies (de jure).  Whether standards are set de facto or de jure, standard 

setting can create market power where the grant of a patent alone could not.  We note, though, 

                                                                                                                                                           
(especially p. 513); Ariel Pakes, “Patents as Options: Some Estimates of the Value of Holding European Patent 
Stocks,” Econometrica, vol. 54, no. 4, July 1986, pp. 755-784; Schankerman, Mark,  “How Valuable is Patent 
Protection? Estimates by Technology Field,” RAND Journal of Economics, Spring 1998, vol. 29, no. 1, p. 94; 
and Jean Lanjouw, “Patent Protection in the Shadow of Infringement: Simulation Estimations of Patent Value,” 
Review of Economic Studies, vol. 65, 1998, pp. 671-710.  
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that the set of conditions required for this to happen is restrictive:  Standard setting does not 

always create market power for the standardized technology.  In settings where compatibility 

requirements are high, standards competition may be very important as the choice of a standard 

may virtually eliminate, not merely disadvantage, competing technologies.   

When the value of the technology is not high to begin with (because the innovation is minor or 

because there are many economically comparable inventions), formal standard setting has the 

potential to enhance value.  Let us begin by thinking about the case of a new technology that 

represents a minimal advance over pre-existing alternatives.  If the application had low 

compatibility requirements so that establishing a standard were not necessary and the new 

technology were available for license, the license would carry only a low royalty as substitute 

solutions are at hand.  Assume now that compatibility requirements are high and setting a de 

jure standard is desirable.  The formerly low-value technology representing a minimal advance 

over ready substitutes could now command a high royalty because the formerly plentiful, ready 

substitutes are now disqualified by the standard.  The new technology stands alone and firms 

would be willing to pay for it in order to remain compatible and in compliance with the 

standard.  The act of naming the technology the standard increased the value that consumers 

placed on the technology.  The invention outside of the standard carried little value on its own. 

Now let us replay the story with a new technology that represents a substantial advance in 

price/performance characteristics over older solutions to the same problem.  In version one of a 

hypothetical market with minimal compatibility requirements and no need for standard setting, 

the new technology wins on its own merits and is likely to command a high royalty (although 

obviously not so high as to render it inferior when one considers the price versus performance 

tradeoff).  While there may be no need for a de jure standard, we expect to see the market 

behave as if the new revolutionary technology were an agreed upon standard. 

Suppose we change the minimal compatibility assumption and require a standard, all else 

equal.  In this case, because the new technology would have won the standards war, de facto, in 

the market, its adoption as a formal standard, de jure, adds little or nothing to its value.  The 
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older substitutes were inferior substitutes to begin with and are made no more so by the 

standard-setting body. 

Standard setting has the potential for increasing the value of a technology when a technology 

with close substitutes wins a formal standard-setting competition.  Standard setting can create 

market power by making otherwise close substitutes inferior, and thereby increasing the royalty 

rate (price) a technology can command.  By contrast, when the invention would dominate the 

alternatives in a technology market on its own inherent merits, ratification of the market 

outcome by formal standard setting is an afterthought; it changes nothing.  

One of the goals of standard-setting organizations (SSOs) is to choose a technology as the 

standard that will yield the best performance at the lowest possible cost.  The technology that 

offers the best performance is not necessarily the first choice if the cost of that technology 

exceeds its performance advantage.  A predicament facing the SSOs in trying to choose the 

technology with the best price performance trade off is that price of the chosen technology can 

change after the standard is determined if the technology owner attempts to extract the value 

added by the standardization process in royalty fees for the standard technology.  If the SSO 

were not aware that the technology it was including in the standard was proprietary, it would 

not be aware of the likely ex-post cost of the standard. 

To ensure that it has the most information possible about the potential for the technologies it is 

considering to be subject to royalties, the SSO requests that its members disclose any relevant 

patents that they have to the SSO during the standard-setting process.  In addition, the SSO also 

requires that a member whose proprietary technology is included in the standard, will license 

that technology to other members of the SSO either free of charge or on “fair, reasonable or 

non-discriminatory terms.”  The impact and our interpretation of these patent policies is the 

focus of the remainder of this paper. 

The Impact of Disclosure rules  

SSOs rely upon disclosure rules to accomplish important objectives.  Disclosure rules enable 

the SSO to obtain information about whether technologies under consideration for inclusion in 
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the standard are proprietary and subject to licensing.  They thereby reduce the potential for a 

technology to be included in a standard without the knowledge that a technology owner, with 

intellectual property that reads on the standard, may try to extract royalties for the use of the 

technology. 

In the absence of knowledge about proprietary IP rights in the technologies under 

consideration, manufacturers may find themselves the victims of opportunism after the standard 

has been set.  That is, the patent holder may charge a royalty that reflects a premium arising 

from irreversibility – the cost of revising the standard to save the cost of royalty.  A patent-

holder may charge such a premium when the patent emerges after manufacturers have made 

sunk investment in the patented feature of the standard without having predetermined the 

license fee.  Avoiding a license entails new investment cost if the old (potentially infringing) 

investments cannot be modified to evade the patent. 

In order for a technology owner to profit from opportunism of this sort and for such 

opportunism to be a concern to the standard-setting body, three important conditions must be 

met.  First, the proprietary technology must be essential to the standard or else it could simply 

omitted.  An attempt by the patent owner to charge opportunistic royalties would result in 

manufacturers leaving that particular technology out of the final product.  Second, there must 

be costs associated with changing either the standard or the manufacturing process that are 

greater than the royalty demanded.  If investments were not sunk, the standard could be 

costlessly changed to evade the license. Finally, there must be alternatives to the chosen 

patented technology that could plausibly have been adopted had disclosure taken place.  If there 

were no economic alternative, the patent holder would have been able to extract the full value 

of preventing manufacturers from making on-standard products by means of the exclusionary 

power of the patent alone.  Thus, if there were no economic alternatives, the SSO could not 

benefit from the proprietary nature of the technology at issue having been disclosed.  

Because of the potential for opportunism in standard setting, SSOs employ a variety of 

disclosure rules and enforce them with varying degrees of strictness.  One rule is that issued 

patents essential to the standard being considered be disclosed by standard-setting participants 
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who are active proponents of the adoption of their technology. 4Somewhat more rigorous is a 

requirement that all participants disclose issued patents, essential or otherwise and whether the 

technology owner is an active proponent of its own technology or otherwise.  More rigorous 

still is a rule requiring disclosure of both issued patents and patent applications. 

Disclosure rules vary because along with the potential benefits of disclosure, described above, 

there are costs of compliance.  These costs are borne directly by the organization members and 

indirectly by the SSO if compliance costs cause some technology owners to opt out of the SSO 

making the SSO less effective.  Compliance costs fall into two categories: transaction costs and 

the risk of diminishing the property right.   

The more rigorous the disclosure rule, the higher the cost of complying.  It is costly for the SSO 

representative of a member firm to first learn the patent portfolio of his firm, particularly if that 

firm is a large, research-based organization, and then to ascertain whether any patents read on 

the standard.  The need to do this for as-yet-unpatented projects increases the cost.5   

Rules that require the disclosure of unprotected IP such as patent applications pose obvious 

risks for the IP owners.  U.S. patent applications are filed in secrecy precisely so that premature 

disclosure does not lead to unprotected use of the invention.  Patent applicants are guaranteed 

secrecy not only of the type or general field of technology covered by the application but also 

of the fact of the application itself.6   

                                                 
4 Since patents are public documents, a rule requiring disclosure of patents merely saves the association patent 

searching costs.  If the disclosure rule is accompanied by a requirement that a standard-setting participant’s 
patents be licensed on reasonable and non-discriminatory (RAND) terms, as is often the case, the SSO’s 
objective is to nullify, not merely discover, the potential for licensing at a premium. 

5 Without a requirement that any firm’s representative be knowledgeable about his or her firm’s actual and 
potential intellectual property, any disclosure rule can be evaded by sending a deliberately ignorant 
representative.  Because full compliance by an ignorant representative does not yield any of the benefits of 
disclosure to the SSO, we assume that member firms feel some obligation to send a knowledgeable 
representative. 

6 “Most patent applications filed on or after November 29, 2000, will be published 18 months after the filing date 
of the application, or any earlier filing date relied upon under Title 35, United States Code. Otherwise, all patent 
applications are maintained in the strictest confidence until the patent is issued or the application is published.” 
See “General Information Concerning Patents,” USPTO website at: 
http://www.uspto.gov/web/offices/pac/doc/general/index.html.  We understand that if the applicant wishes, the 
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Disclosure of published applications, opens the applicant up to additional costs in the form of 

interferences in the patent application procedure. These interferences will be costly to the 

applicant and may be brought by a competitor whose goals are to increase its rivals’ costs or 

steer the standard-setting committee towards a less desirable technology. 

More obviously, a disclosure requirement covering patent applications reduces the value of a 

patent later obtained because if affords others – typically, competitors in the technology market 

– a head start toward evasion or design-around efforts that will diminish the value of the 

patented technology.  Application owners will weigh the benefits of joining a standard-setting 

organization against the cost of revealing potentially valuable IP before it is protected by a 

patent.   

The disclosure of issued patents affords manufacturers the possibility of designing around the 

disclosed patents and design-around solutions can save royalties, all of which is consistent with 

the trade-off that patents provide to inventors: disclosure and the risk of design-around 

balanced by a right to exclude or claim royalties.  In contrast, for unprotected inventions to be 

disclosed creates hazards for inventors who participate in standard-setting discussions.  This is 

because such disclosure enables potential licensees to devise ways of evading expected patents 

before they are granted. 

The costs of disclosure fall not only upon members but upon the standard-setting organizations 

themselves.  This is because, as cost and risk rises for individual member firms, the 

attractiveness of opting out of participation in standard-setting increases.  This is dangerous for 

the SSO and for economic efficiency in industries for which formal standard setting is an 

efficiency-enhancing activity. 

In addition, mandating disclosure of patent applications has the potential for facilitating 

collusion among various factions of standard-setting members to the detriment of other 

members.  Buyers of technology have an incentive to depress prices while sellers of technology 

                                                                                                                                                           
application and its contents can remain confidential in some circumstances, and that the law contains a provision 
preventing interferences in the USPTO based upon a disclosed application. 
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have an incentive to raise prices.  Technology buyers may work against technology sellers by 

attempting to design around prematurely disclosed patentable claims to depress royalties and to 

deter the entry of technological mavericks.  Alternatively, some members of the SSO may try 

to get the standard to move in a particular direction to create a weaker competitor to its own 

proprietary technology.  That is, a committee member with a proprietary competing technology 

may object to any features of the standard that may become patentable by other members of the 

committee if those features add performance benefits to the standard, thus making it a more 

formidable competitor to the member’s own out-of-standard proprietary technology. 

We do not know what the optimal rule for standard-setting disclosures might be.  There is 

bound to be variation by industry or technology in the value sacrificed by an inventor as a 

result of premature disclosure, just as there are inter-industry differences in the value that 

patent protection affords.7  To the extent that the benefits and costs described above are 

unmeasurable in any industry, the optimal rule is unknowable as well. 

Because of differences across industries in the reward afforded by patent protection and in the 

incentives of standard-setting members, no rule would be optimal for all situations.  Because of 

this heterogeneity across industries, the policy choice that leaves the disclosure rule and the 

rigor of enforcement up to standard-setting organizations themselves may be best.  Standard-

setting bodies themselves may be the best suited (1) to understand their industry, (2) to 

determine how susceptible they are to capture or hold-up by one of their members and, (3) 

absent capture, to optimize the tradeoff between the benefits and costs of disclosure that these 

rules entail.  This conclusion does not rule out antitrust enforcement against firms which abuse 

standard-setting to monopolize technology markets.  It does imply an approach to antitrust 

enforcement that is tailored to the specific characteristics of the industry and the technology.   

                                                 
7  Schankerman, Mark (1998).  “How Valuable is Patent Protection? Estimates by Technology Field,” RAND 

Journal of Economics. Spring, Vol. 29, No. 1, p. 94.  
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Reasonable and Non-Discriminatory Royalty Rates in Standard Setting 

Having learned through disclosure what elements of the standardized technology may be 

proprietary and subject to royalties, the standard-setting body is still left with the problem of 

trying to forecast what royalty or licensing fees the technology owner is likely to charge after 

the standard is determined.  The typical SSO patent policy mandating that a royalty be “fair, 

reasonable and non-discriminatory” gives little guidance for royalty determination because 

“reasonable” can mean different things to a technology owner and a technology buyer.   

One approach is to consider as reasonable a royalty that reflects the inherent benefits of the 

technology over the next best alternative.  A reasonable royalty for a standardized technology 

should not be less than the expected royalty the technology owner would have been able to 

command had the standard-setting body never been formed and technology owners competed 

in the market to become a de facto standard.  This gives a lower bound for a reasonable royalty 

for a de jure standard: the technology owner should be able to earn at least the expected royalty 

he could have earned in an open and competitive market. 

What though, provides the upper bound on what a “fair and reasonable” royalty might be?  

Should a reasonable royalty reflect the value of the technology before or after it was chosen as 

the standard?  In the presence of economic alternatives, the selection of a technology as a 

standard has the potential for creating market power because the value of the technology 

embedded in the standard rises at the moment the standard is set and alternatives are thereby 

excluded.8  This means that a royalty determined after the choice of the standard will in all 

likelihood be higher than a royalty chosen for the identical technology beforehand.   

A useful way of thinking about the reasonableness issue is to imagine the outcome of a royalty 

negotiation as a sharing of the gains from achieving a bargain between a patent holder and 

potential licensees.  Whether any particular split of the value created by the standard is “fair” is 

                                                 
8 Assuming, as described above, that the technology is essential to the final product, that switching costs are high, 

and that the industry is subject to high compatibility requirements such that standardization itself has value. 
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not up to an economist to decide.  Economics, though, can provide useful insights into the 

incentive properties of any solution and rule out solutions that yield undesirable incentives. 

It is desirable to encourage firms to design technology with an eye on achieving compatibility 

in industries where technology users benefit from compatibility.  It is also desirable to 

encourage technology- intensive firms to offer their technologies to standard-setting bodies for 

consideration in industries where standards matter.  The implication is that built into the 

definition of reasonableness there ought to be an incentive for bringing technology to a 

standard-setting body.  Put another way, the reasonable and non-discriminatory standard should 

not be set so as to deprive patent holders of the incentive to propose their technology as a 

standard.   

Note, however, that incentives are already in place to design for standardization.  Since market 

forces can determine the winner in a standards war, and becoming the standard can create 

market power, firms wishing to see their technology become the standard will invent with the 

objective of winning in the market.  They will have incentives to submit their inventions for 

consideration to formal standard-setting agencies in hope of saving the cost of a standards war, 

but only as long as doing so does not deprive them of the fruits of winning.  If all gains were 

taken away, then firms would rather go to war in the market than submit to the profit-

destroying restrictions of a standard-setting body. 

The gains from formal standard setting can be defined as the difference between the royalty 

that the technology owner can charge after being selected formally as the standard and the 

royalty that she could charge if no formal standard were set.9  Consider three possible divisions 

of the gains from formal standard setting when compatibility requirements are high: 

                                                 
9 And, by implication, her ability to charge was set by the cost of employing the next best alternative. A 

technology with a close substitute will gain value from formal standard setting as the substitute will be ruled 
out-of-standard. A technology with no close substitute will gain little or no value from formal standard setting 
because it would have been the de facto standard. 
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1. Award to the patent holder all the extra gains from formal standard setting.  

This is the maximum; anything higher would be pure windfall with no useful 

incentive properties. 

2. Award to the patent holder none of the extra gains from formal standard setting.  

This is the minimum; anything lower would fail to reward inventors from 

bringing their technologies to standard-setting agencies for consideration.  

3. Estimate the maximum and minimum and divide the surplus between the 

technology owner and the technology users. 

To award the patent holder all the gains from formal standardization creates a strong incentive 

for firms to invent with the goal of becoming a formal standard and for bringing inventions, 

especially those which are not major advances, into the formal standard-setting process.  

However, because all of the gains of standardization will be absorbed by the patent owner, 

users of the standardized technology will be no better off than if a standard had not been chosen 

(the value to them of having a standard will equal the cost of purchasing the standardized 

technology).   

Under the second, no-extra-gains-to-the-patent-holder choice, patent holders may choose to try 

to win a standards war in the market, which would allow them to capture all of the gains from 

becoming a de facto standard.  The patent owner will weigh the probability of winning a 

standards war in the market and earning higher royalties against the probability of being chosen 

as a de jure standard and earning royalties reflecting only the pre-standardized va lue of his 

technology.  The expected value of a technology reflects the probability of winning the 

standards war, the costs of waging the war, and the price the technology could command if it 

became a de facto standard.  The probability of winning a standards war depends on the extent 

of the technological advance of the patented technology at issue.  Technology owners whose 

patents represent significant advances will have a greater incentive to let the market choose the 

standard than technology owners whose patents represent minimal advances. 
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Dividing the gains from standardization between the patent owner and the standard users can 

ensure that innovators have an incentive to join SSOs and that technology users maintain some 

benefit from having a standard.  Note though, that the minimum royalty that will induce an 

innovator of a significant technological advance to join a standard setting organization will be 

different than the minimum royalty that will induce the owner of a technology with many 

economically equivalent alternatives to join.  The inventor of a significant technological 

achievement will likely require a greater share of the benefits of standardization to be willing to 

forego the chance of becoming a de facto standard and having freer rein to set his royalty.   

As to the “free of unfair discrimination” condition that standard-setting bodies strive to impose, 

one possible interpretation relates to the economist’s definition of price discrimination.  Price 

discrimination refers to the act of charging two or more customers — licensees in this case — 

different prices where the differences are not explained by differences in the economic costs of 

dealing with them.  Economic costs include not only direct costs but also, for example, 

opportunity costs and the risks imposed on the licensor by the licensee and other economic 

costs.  If this interpretation is appropriate, its implication is that to agree to license on terms 

free of unfair discrimination entails an agreement to charge licensees the same royalty rate, 

except where the economic costs of licensing customers differ.  In those instances, the prices 

(royalties) should differ with differences in licensing costs. 

Limiting the ability of a licensor to charge different royalties to different licensees may reduce 

the use of technology. 10  Charging different customers different royalties induces more 

licensing than imposing a single-rate rule would.  Indeed, this is efficient and can enhance 

welfare because a licensor can establish low prices for price-sensitive licensees and higher 

prices for less price-sensitive licensees.  The result is that output (i.e., licenses sold and, 

conceivably, goods or services sold with licensed technology) increases.  If a technology owner 

were forced to set one royalty rate schedule for all licensees, then the chosen price may be too 

                                                 
10 For example, a requirement for no price discrimination might rule out the use of lump -sum payments, either 

alone or in combination with running royalties.  Lump -sum payments that are not calibrated to different levels of 
sales are likely to imply price discrimination because, with lump -sum payments, high volume licensees will pay 
lower per-unit licensing fees than low volume licensees. 
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high for some manufacturers who would opt out of the technology market.  Since these 

manufacturers would be willing to license the technology at a lower price and the technology 

owner would be willing to charge them a lower price if he could do so without sacrificing the 

higher royalty he gets from other licensees, the “one-price” rule can create what economists 

refer to as dead-weight loss — a loss in welfare as a result of market imperfection.  To avoid 

these welfare losses, economic price discrimination can be beneficial.  However, a standard-

setting body may legitimately be concerned that a participant in the standard-setting process 

may attempt to raise its rivals’ costs or otherwise discriminate against its rivals.  Thus, a rule 

against unfair discrimination that requires that the same royalty be offered to “similarly 

situated” licensees enables the technology owner to expand output to the benefit of welfare 

without the risk that it could use price discrimination to hinder its rivals in competition in the 

product market.  It permits both pricing where the cost differences of licensing different parties 

fully explain price differences, and true price discrimination where it cannot harm competition. 

Conclusion 

We tend to think about patents and standards as conveying market power because that is the 

interesting case. Reality is more varied not only because few inventions are blockbusters but 

also because patents matter more in certain industries than others.  The same applies to 

standards.   The main message of this brief paper is that realism requires looking beyond the 

convenient abstractions to the specific characteristics of individual technology markets. 

• Formal standard-setting does not create market power for technologies that do not have 

close substitutes; 

• Disclosure rules have benefits and costs whose balance will vary with the nature of 

technology markets, their differing dependence on compatibility and standardization 

and the characteristics of innovative and imitative activity within them; 

• The reasonableness of a royalty may be assessed in terms of the division of gains from 

licensing between licensor and licensees.  While there is no single right answer, we may 
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be able to rule out as unreasonable royalties that leave the patent owner worse than he 

would have been had he not joined the SSO and royalties that absorb all of the gains 

from standardization.  The threshold for what is reasonable will depend on the nature of 

the invention that is chosen as the standard; and, 

• In standard-setting policy determination, preserving the incentive to participate in 

standard-setting activities must be part of the solution.  Because the link between 

efficiency and standard-setting participation is likely to vary by industry, so must the 

rules. 
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In this statement I begin by providing a general context for understanding an individual 
firm’s incentives and actions regarding standard setting activities.  Then I discuss how 
actions of self- interested players can affect the outcome of the standard setting process.   
 
One way to view a firm’s objectives when moving towards a new or next generation 
product is that the firm would like to manage the migration path to these new 
technologies (Hamel and Prahalad 1994).1  This effort involves investment in 
capabilities, building strategic alliances to acquire needed capabilities and to coopt key 
players, and, sometimes, influencing industry standards.   Although firms are likely to 
have some business dealings with a substantial number of firms in their own and related 
industries, it is quite common for there to be identifiable groups of firms that are closely 
tied to one another.  Gomes-Casseres (1994), for example, identified four sets of firms 
that competed with each other over control of a RISC (reduced instruction set computing) 
standard. 2 He argues that competition will often be best described as competition among 
groups rather than among individual firms and notes that some groups created 
associations to govern their networks (e.g. Power Open Association, Precision RISC 
Organization) while others were governed by the central player (e.g. Mips). 
 
In industries where standards matter, these small industrial groups may develop and 
propose their own standard and work towards marketplace acceptance of that standard, or 
may join in one or more inclusive standard setting organizations (perhaps sponsored by 
industry trade associations).  But even in the latter case, group structure is likely to 
remain an important determinant in the preferences and the actions of the individual 
firms.  Further, the existence of such groups makes threats of defection from a general 
standards setting organization (SSO) more credible.    
 
There are a host of advantages offered by a general standard setting organization.  For 
example, market acceptance is more likely because of greater support, if IP 
disclosure/license rules are in effect larger groups provide more protection against 
surprise downstream holdups by IP holders, and more inclusive standard setting may 

                                                 
1 Gary Hamel and C. K. Prahalad, Competing for the Future:  Breakthrough Strategies for Seizing Control 
of Your Industry and Creating the Markets of Tomorrow, Harvard Business School Press, 1994. 
2 Benjamin Gomes-Casseres, “Group Versus Group:  How Alliance Networks Compete,” Harvard 
Business Review, July-August 1994, pp. 4-11. 



appeal to unaligned firms or to the technical people within a firm that sometimes face a 
conflict between the best technical solution and a solution that might be best for their 
company.  But there are disadvantages to general SSOs as well.  Apparently inclusive 
SSOs may not be so inclusive if committee structures and voting procedures operate as 
exclusionary mechanisms.  The speed with which a standard is agreed on depends on the 
diversity of interests represented and decision making procedures.  Thus, it is easy to 
imagine circumstances under which smaller, less- inclusive SSOs may perform better 
from both private and social viewpoints than more inclusive SSOs.  When these smaller 
SSOs are effectively an augmented industry “group,” then decision making may be quite 
skewed in favor of the central member or members of the group.   This is not all bad as 
the outcome may be relatively more speedy because of a more hierarchical decision 
process and the greater natural commonality of interest and possibilities for deals.   The 
exchange of technical information may also work more smoothly among firms that have 
existing and valued business relationships. 
 
This viewpoint presupposes that the firm has an active interest in the standard and that 
particular SSO.  At any given time there are many SSOs to which a firm belongs and the 
firm may have varying degrees of active involvement in these SSOs.    
  
Now suppose that self- interested firms are participating in a inclusive SSO in which there 
are major differences in preferences regarding the content of the standard under 
consideration.  To what extent can decision making processes be subverted?  There is 
ample theoretical and empirical evidence that supports the notion that apparently neutral 
decision making processes are vulnerable to manipulation. 3  Much of this discussion falls 
under the general heading of agenda setting.  See, e.g., Anton and Yao (1995) for a 
discussion in the context of SSOs.4   
 
Considerable attention has been directed to subversion of the decision making process by 
manipulation of information.  This discussion has focused most intensely on 
nondisclosure of patents that read directly on some elements of a proposed standard (e.g. 
Dell’s alleged nondisclosure of a relevant patent re the VL-bus standard).   Undisclosed 
patents present an obvious problem to the standard setting process, but they are arguably 
only the most salient of a broader class of potentially undisclosed information that would 
be material to the standard choice.  For example, trade secrets may not be revealed that 
could give one firm some competitive advantage over the others should a particular 
standard be adopted by the SSO (and accepted by the marketplace).  While potentially 
competitively significant, this class of undisclosed information differs from the patent 
category.  Suppose that the trade secret involves knowledge that would reduce the cost of 
implementing the standard.  Presumably, the proposed standard is viewed as superior to 
the other alternatives absent this trade secret information.  General knowledge about the 
trade secret information would then serve only to increase the value of the standard:  the 
group-preferred standard would have been chosen either way.   Of course, if relative 
competitive starting points are considered relevant to the discussion, then the trade secret 

                                                 
3 The origin of this literature is Arrow’s impossibility theorem.   
4 James J. Anton and Dennis A. Yao, “Standard-Setting Consortia, Antitrust, and High-Technology 
Industries,” Antitrust Law Journal 64:1, 1995, pp. 247-265. 



would matter.  There is also the possibility that the trade secret information involves 
negative information about the suitability of the standard, but the informed party would 
still like the standard to be adopted.  In this case nondisclosure may well negatively affect 
the group’s decision.  
 
The degree to which firms are willing to disclose sensitive technical information depends 
in part on the value of that information for gaining competitive advantage in the direct 
markets affected by the standard and in more distant markets.  Rules regarding disclosure 
and licensing will, of course, affect the tradeoff between keeping technical knowledge 
secret and revealing it in hopes of influencing the standard.  These rules might also 
impact contemporaneous decisions about what to patent and what to keep as a trade 
secret.  For example, if a rule requires licensing of relevant patents at reasonable rates, a 
firm might choose to keep some knowledge in the form of trade secrets that would not 
(necessarily) fall under the licensing requirement.5 
 
The imperative of getting the standard quickly introduced to the market could make the 
decision making process even more vulnerable to subversion.  As an example, suppose 
that all firms in an SSO satisfy the SSO’s rules concerning disclosure of  relevant IP 
positions.  The later an IP bottleneck is disclosed, the more the decision takes on a veto-
like character in which the decision maker’s choice becomes either to accept the 
bottleneck or to lose considerable time by retreating to an earlier development stage. 
 
The professional training of the people that represent the firms at SSOs will also matter.  
Typically, firms send technical people to SSOs.  Such choices appear to have ambiguous 
consequences regarding the undermining of the process.  Technical people may not be 
fully apprised of the various business interests of the firms and this may make subversion 
easier.  On the other hand, professional norms may lead technical people to act more 
cooperatively than might other representatives of the firm. 6   

I close with a cautionary observation.  In assessing standard setting situations or the 
dynamics of technological paths more generally, one should not assume that the best 
technological solution will ultimately prevail in the market or that the only deviation 
from the best outcome occurs because of intentional strategic actions by firms.  
Historians of technology and management scholars offer a number of compelling 
examples in which the path or view of technology has been greatly influenced by social 
or political construction.   An example that stands out is the 200-year-plus period in 
                                                 
5 Strategic action based on rules imposed in R&D consortia are instructive.  Lee Branstetter and Mariko 
Sakakibara (“When Do Research Consortia Work Well and Why?  Evidence from Japanese Panel Data,” 
American Economic Review, March 2002, pp. 143-159) find among other things that firms in an R&D 
consortia appear to delay patenting at the end of the consortia’s life.  They interpret this behavior as 
consistent with a firm’s desire to avoid having its patent assigned to the consortium. 
6 The importance of underlying profession (lawyers versus economists) on antitrust policy decisions is 
discussed in James Q. Wilson, “The Politics of Regulation,” in Wilson (ed.), The Politics of Regulation , 
1980.  In settings where the interests of the SSO participants are relatively aligned and where professional 
norms act as a force towards cooperation, an understanding based on a pure noncooperative or strategic 
perspective on SSO decision making should be augmented with some of the teachings of cooperative or 
evolutionary games.  See, e.g., Avinash Dixit and Susan Skeath, Games of Strategy, 1999 for a good 
discussion of basic evolutionary game concepts. 



which Japanese society effectively gave up the use of the gun.7  Guns, after all, had the 
annoying property of allowing unskilled peasants to kill highly skilled members of the 
warrior class.    
 
 
 

                                                 
7 Noel Perrin, Giving Up the Gun:  Japan’s Reversion to the Sword, 1543-1879, 1979. 
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Consider the following hypothetical: 

• There are a number of technologies each of which is the intellectual property of 
its sponsor and all of which are equally capable of performing the same function.  

• None of the sponsors produces the product in which the technologies are used, 
i.e., they are suppliers of technology to the producers of that product. 

• The investments in R&D to develop the various technologies are sunk. 

• De facto standardization is impossible, perhaps because a multiplicity of 
competing technologies would cause such confusion among consumers that they 
would be unwilling to risk being “stranded” with the “wrong” technology and no 
single producer of the final product, or small group of producers, can start a 
standards “bandwagon” on its own. 

• This is the “last round” of standards competitions involving these technologies, 
i.e., there is no possibility of future “refinements”. 

• The technologies, although equally capable, have different “manufacturing 
costs,” i.e., ignoring licensing fee, the cost of producing the final product depends 
on which technology is employed, and these costs are the same for all 
producers. 

• There is an industry standards body whose members are the firms that produce 
the final product but not the sponsors of the technologies. 

Question 1: Should the standards body choose a standard? 

Question 2: Which technology should the standards body choose? 

Question 3: What rights should the standards body obtain from the winning sponsor? 

                                                 
1 This is a preliminary draft of comments to be presented at the Session on Licensing Terms in Standards 
Activities at the DOJ/FTC Hearings on Competition and Intellectual Property Law and Policy in the 
Knowledge-Based Economy, April 18, 2002.  The views expressed are both tentative and the author’s 
own. 
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Question 4: What should be the license fee? 

The answer to Question 1 is “yes,” because I have assumed that otherwise the market 
for the final product would never develop.2 

The answer to Question 2 is “the technology with the lowest manufacturing costs.” 

The answer to Question 3 is “the right to use the winning technology for the term of its 
intellectual property protection at a license fee that is determined at the time the 
technology is chosen.”3 

The answer to Question 4 is “some amount between zero and the difference in 
manufacturing costs when using the lowest and second lowest cost technologies.”  
Thus, for example, if the per unit manufacturing cost using the lowest cost technology is 
$9 and the per unit manufacturing cost using the second lowest cost technology is $10, 
the license fee cannot exceed $1 per unit.4 

What I have described here is the outcome of an auction held by the producers of the 
final product in which they award a monopoly to the sponsor of the lowest cost 
technology but in which they exploit the ex ante competition among sponsors to limit the 
magnitude of the license fee.5     

                                                 
2 Nonetheless, even in this case, some organizations may be reluctant to choose a standard either out of 
fear of incurring antitrust liability or because of the high costs of avoiding that liability.  For an example, 
see the discussion of the reluctance of the National Association of Broadcasters to adopt an AM stereo 
standard in S.M. Besen and L.L. Johnson, Compatibility Standards, Competition, and Innovation in the 
Broadcasting Industry, The Rand Corporation, R-3453-NSF, November 1986. 
3 An alternative might be to allow for the possibility of reconsidering a standard if acceptable license terms 
cannot be negotiated.  For a case in which a standards body succeeded in obtaining lower license fees 
by threatening to remove technologies from a standard see T. Lefton, “IBM, Unisys Reduce Fees For 
Modem Compression,” Electronic News , January 1, 1990, p. 1. 
4 This assumes both that which technology is chosen affects variable manufacturing costs and that the 
license fee is quoted on a per-unit basis.   Note that I am also implicitly assuming all users pay the same 
license fee.  Although fixed rather than per-unit license fees may be more efficient, because they do not 
affect producers’ marginal costs, they may be difficult to set if there is substantial uncertainty about future 
sales and because the appropriate fixed fee may be different for different producers.    
5 Of course, the use of an auction, whether formal or not, to obtain a lower license fee may itself be 
controversial since it raises questions about whether the standards body is being used by the producers 
of the final product to exercise monopsony power.  However, the assumption that the market cannot 
develop unless a standard is chosen by the standards body would seem to largely ameliorate that 
concern.   Note, too, that the license fee that a winning sponsor will demand may be constrained by its 
desire to develop a reputation for reasonableness, in order to increase the likelihood that its technology 
will be chosen in future standards competitions, as well as by the presence of competing technologies.      
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Some additional questions and some possible answers: 

• What if there are differences in the technical capabilities of the various 
technologies?  The auction should take into account the quality-adjusted 
differences in manufacturing costs.6 

• What if some sponsors are members of the standards body?  Those members 
that are final producers but not sponsors must be concerned that the standard 
that is chosen, and the license fee that is set, will reflect not only their interests, 
as in the initial hypothetical, but the interests of the sponsor members.  There 
may also be a concern that some sponsors will be able to use their influence to 
disadvantage other sponsors, i.e., that the “best” technology – which depends on 
both technical capabilities and manufacturing costs -- will not be chosen as the 
standard.7 

• What if the sponsors are among the producers of the final product?  The auction 
should take into account any competitive advantage the winning sponsor obtains.  
That is, a sponsor should be willing to accept lower license fees if winning the 
standards competition gives it a manufacturing cost advantage over its rivals. 

• What if R&D costs are not sunk?  The auction should take into account the effect 
of the license fee on the incentives of sponsors to invest in R&D, perhaps by 
accepting a higher license fee than could be obtained in an auction.  [An 
alternative is for R&D to be supported directly, perhaps though an industry 
consortium.]  

• What if de facto  standardization is possible?  The auction should take into 
account the effect of the license fee on the incentives of the sponsors to 
participate in the voluntary standards process instead of competing to become 
the industry standard “in the market.”  That is, if the license fee is set too low in 
the auction, some or all of the sponsors may elect to compete to become the de 
facto standard rather than participating in the auction being run by the standards 

                                                 
6 Note that this means that the standard that is chosen need not be the one that is technologically “best” 
and, in any event, the license fee that the technologically “best” alternative can command may be 
constrained by the presence of inferior technological alternatives. 
7 Among the possible reasons for a divergence between the interests of sponsors and final producers are: 
(a) differences between sponsors and producers about which standard to adopt; (b) a desire for 
standardization by producers and for a continuing standards competition by sponsors; and/or (c) a desire 
by sponsors for incompatibility, in order to reduce the extent of price competition among them.  For a 
discussion of these differences see S.M. Besen, “The European Telecommunications Standards Institute: 
A Preliminary Analysis,” Telecommunications Policy, December 1990.   For a more general discussion of 
the incentives of sponsors to agree on standards see S.M. Besen and J. Farrell, “Choosing How to 
Compete: Strategy and Tactics in Standardization,” Journal of Economic Perspectives , 1994. 
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body.  [Note, that competition to become the de facto standard may result in 
lower license fees to producers whose participation is critical to winning the 
standards competition.8]  

• What if this is not “the last round”? The standards body should take into account 
any incumbency advantage that the winning sponsor in this round might have in 
later rounds.  Doing so could involve some combination of: (a) negotiating a 
lower license fee; (b) obtaining a commitment to joint development of future 
technologies; and/or (c) obtaining a commitment for development of future 
technologies by a neutral third party.  If the winning sponsor is also a producer of 
the final product, the standards body might also obtain a commitment by the 
winner to provide timely information about future technological developments to 
rival producers. 

 

                                                 
8 In the case of the video encryption standard discussed in Besen and Johnson, op. cit., it is generally 
believed that Home Box Office, whose adoption decision was thought to be critical to the success of the 
standard, obtained a lower license fee than did other cable program services.   
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Competition and Intellectual Property Law and Policy in the Knowledge-Based Economy:
Standards and Intellectual Property:
Licensing Terms: Some Comments

Daniel J. Gifford

1. Standards.

I wish to address some issues about the licensing of intellectual property where the subject
of the intellectual property is a component of an industry standard. In order that my remarks will be
clear, I must preface them with some basic remarks about standards themselves, identifying different
types of standards. Obviously, these remarks are intended to be only detailed enough to serve as a
background for my discussion of licensing terms. 

Industry standards are, among other things, rules governing the design and construction of
products. Safety standards govern the design of products in ways that are intended to reduce their
hazards. Quality standards govern the design and/or composition of products in ways that are
designed to ensure levels of minimum quality. Coordination or interoperability standards govern
design to ensure that products from different producers operate together without problems. 

2. Types of Standards.

Standards are set either as de facto standards by the market or consensually by the decision
of a standards-setting organization whose authority is accepted by industry members. The market sets
a de facto standard when a technology becomes so widely accepted that it is generally used within
the industry as a guide to the design of products. The Windows operating system is perhaps the most
widely recognized example of a de facto standard. The Windows operating system provides the
platform to which most software applications designed for consumer use are written. Most software
application providers aiming for the consumer marketplace design their software to interact with the
Windows operating system. During much of the 1980s, most personal computer manufacturers
modeled their machines on the IBM personal computer, whose specifications they copied. Their
machines, often called “clones” of the IBM pc were advertised as “IBM compatible”. The use of the
phrase “IBM compatible” was a reference to the set of product characteristics belonging to the IBM
personal computer, and that phrase communicated the information that the machines in question
would perform all of the operations of the IBM personal computer in essentially the say way. In
effect, the IBM characteristics were also de facto standards because (1) those characteristics
governed product design throughout most of the personal computer industry and (2) the dominance
of those characteristics was the result of market selection rather than selection by a standards-setting
organization. The difference between the IBM compatible standard and the Windows standard, is
that the Windows standard remains under the control of a single firm (Microsoft), whereas the IBM
compatible standard was set by a single firm (IBM) but was later appropriated by the industry.
Consensual standards are set by agreements involving industry members or an association (like
Underwriters Laboratories) whose decisions the industry accepts. 
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3. Technology Advances.

When technology advances, the new technology may not fit the preexisting sets of standards
written for older technology. In order to facilitate the deployment of the newer technology, the
standards may have to be modified. Yet modification of the older standards may prove difficult.
Some business firms and indeed whole industry sectors that are benefiting from the older technology
may be disadvantaged when the new technology comes on line. Indeed, these firms may have
substantial unamortized investments in the older technology, and the value of those investments may
fall as a result of the introduction of a newer and more efficient technology. As a result, the firms
that would be disadvantaged by the new technology may attempt to block the modification of the
industry standards that would facilite its introduction. These potentially disadvantaged firms, even
if they do not control the decision of the governing standards body, nonetheless may be able to block
or delay the modification of the standards, by raising issues about the safety, quality, or compatibility
of the new technology, issues which raise doubts and are therefore sufficient to prevent the rapid
modification of standards which is required for the technology advance to become widely shared.

4. Intellectual Property Rights.

Intellectual property (patents, copyright, trade secrets) provide means for controlling a
covered technology. Thus when standards incorporate technologies that are protected by intellectual
property, intellectual property provides a tool for use by the standard-setting authority in controlling
the use of the standard. This may be particularly important in connection with standards governing
coordination or interoperability. When products must work together, then coordination standards
assist producers to make products that will work with those of others. Such coordination standards
are very important in the software context, where programs must work with other programs. In
particular, software application programs must work with operating systems. Yet software is
particularly vulnerable to fragmentation, i.e., the development of multiple versions of a program,
each version reflecting the particular needs of a user

The fragmentation of unix is a widely recognized example of a standard falling victim to
fragmentation. Thus unix—created by Bell Laboratories in the 1970s—is a widely used example of
the fragmentation of a standard. After its creation, unix was extensively employed by many firms
and individuals. Some of them introduced modifications, with the result that various versions of unix
emerged. This created a circumstance in which one version would not necessarily interact with other
versions, at least without problems. This devolution of unix into a number of variations may have
been the result of a failure or absence of intellectual property rights. It was not until 1980 that
computer programs were brought under the protection of the copyright law. Java is another example
of a technology threatened by fragmentation. Sun Microsystems designed its Java programming
language to enable programmers to write programs that would run on any operating system. The
feasibility of that objective rested, in Sun’s view, upon the preservation of java’s integrity.
Microsoft’s efforts in developing a Windows-specific version of Java, therefore, were perceived by
Sun as major steps toward fragmenting Java and thereby towards destroying its interoperability. This
concern over fragmentation underlay Sun’s litigation with Microsoft, its complaints about the latter
to the Justice Department, and indeed a major part of the Department’s case against Microsoft. But
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intellectual property provides means for meeting the problem of fragmentation. Sun Microsystems
does not suffer from the same handicap in asserting its control over java that ATT bore in trying to
control unix. Even the open software movement ultimately relies upon intellectual property rights
to ensure that its license terms are respected.

5. Intellectual Property Rights, Royalty Terms and Other Matters.

When a standard is composed of one or more technologies that are protected by intellectual
property rights, the standards-setting authority will have to deal with the licensing of those
technologies. If the technology incorporated in the standard is subject to the intellectual-property
rights of a particular business firm, then that firm will be able to collect royalties from all the users
of the standard. Should the owner of intellectual property rights reveal its ownership of those rights
to the standards body prior to the adoption of the standard? Should the owner of those rights commit
itself to a fair and reasonable royalty in advance?  Should it bargain with the standards body about
the precise amount of the royalty in advance?

These questions require us to distinguish between mandatory and permissive standards. A
mandatory standard is one that must be used by all industry participants. A permissive standard is
one whose use is optional. A standard that approves a technology as safe, for example, would be a
permissive standard, where other rival technologies also provide (different) means for performing
the same function. In the Allied Tube case,i for example, the standards-setting body was considering
the approval of polyvinyl chloride electrical conduit as an additional alternative to steel conduit. The
approval of polyvinyl chloride did not require its use; steel conduit was an alternative. In this case,
producers of steel electrical conduit wanted to thwart the adoption of standards approving a newer
technology, polyvinyl chloride conduit. Taking advantage of the Association’s “consensus standard
making” procedure in which standards are approved at the association’s annual meeting by vote of
the membership, the steel conduit producers recruited substantial numbers of essentially sham
members to pack the annual meeting.

Some of the internal industry conflict over modifying the standard to authorize the new
technology might be mitigated if the new technology had been subject to intellectual-property
protection. If the technology for producing polyvinyl chloride conduit had been subject to patent or
other intellectual property rights, the rights holder would have been able to charge a royalty to users,
but its power to do so would be limited. In the case of a permissive standard, the rights holder would
be able to charge a royalty limited to the cost or other advantage of the new technology over the
preexisting technology. The availability of the preexisting technology would limit its power to charge
a royalty to an amount that did not exceed the advantages of the new over the older technology. 

Note here that business firms that have been profiting from the older technology and/or that
have substantial sunk investments in the older technology would feel less threatened by the newer
technology if they learned that the patentee would impose sufficiently high royalties on users of the
new technology. Indeed, a royalty in the amount of the efficiency advantage of the new technology
would effectively neutralize the competitive advantage of the new technology and would thereby
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remove the immediate threat that the new technology poses to outstanding investments in the older
technology. Thus (at least in theory) the prospect of a royalty would itself dampen the internal
industry opposition to the broadening of a standard to recognize a new technology. 

 
In the case of a mandatory standard, i.e., a standard with which all producers must comply,

the situation is different. In this circumstance there is no preexisting technology that serves as an
alternative and thus that exerts a check on the royalty that the patentee (or other ip rights holder) may
impose on those who use the standard. In a case in which a standards-setting body is considering the
approval of a patented (or other protected) technology for inclusion in a mandatory standard, it seems
prima facie appropriate for the standards-setting authority to obtain a commitment in advance from
the patentee (or other ip rights holder) about the royalties that it will charge users. An advance
commitment to limit royalties to a fair and reasonable amount or even to a specific negotiated
amount seems more necessary when the technology is incorporated in a mandatory standard than
when it is incorporated in a permissive standard. If industry members are to bind themselves to
employ a specific technology, they have an interest in identifying the terms on which that technology
will be made available to them.  

Indeed, the case in which there are differing technologies helps to illuminate the incentives
of industry members to act in various ways. When a new technology appears that reduces production
costs (or raises demand), the industry will benefit overall from the implementation of the new
technology. If the rights holder makes the technology available at a royalty rate that is just short of
capturing the reduction in production costs under the new technology, industry members have an
incentive to accept the new technology. During the term of intellectual-property protection,
production costs fall but the ip rights holder captures the benefit of the cost saving; output continues
at the preexisting level; and prices are unaffected. At the end of that term, the royalty terminates;
producers’ costs fall accordingly; industry output expands; and prices fall. At this point the public
receives the full benefits of the new technology. 

Suppose there are presently differing technologies deployed in the industry. The coexistence
of differing technologies means that each technology has an advantage which offset its disadvantages
vis-à-vis the other coexisting technologies. When a new technology comes on the scene, it might
threaten the existing technologies in different ways. It might, for example, offer a production cost
saving for small-scale plants, but leave large plants unaffected. In that case, its value would be
measured by the production cost saving for the small plants. The ip rights holder could charge a
royalty just less than the cost saving available to the small plants. If the new technology also offered
a cost saving to large plants, but in a lesser amount, then the rights holder would maximize its return
if it could charge different royalties: a higher one to small plants measured by the cost savings to
them and a smaller one to large plants measured by the cost savings to them. 

The prior discussion has assumed a royalty keyed to output; such an arrangement makes the
royalty charge part of the licensees’ marginal costs. As suggested in the discussion above, the result
of such a royalty is that the patentee captures the efficiency value of the new technology during the
term of the patent. During that term, the output and price are pretty much what they would have been
under the older technology. The public is not adversely affected, but neither does the consuming
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public benefit during the patent term. It is at the end of the patent term (when the royalty—which is
part of each producer’s marginal cost—disappears) that the public benefits: at that time the marginal
costs of the producers fall, output increases and prices fall.   Now let consider a lump sum royalty.
Under a lump sum royalty, the royalty charge does not become a part of the short-term marginal costs
of any of the producers. In theory, a lump sum royalty for the use of a cost-reducing technology
would benefit the public immediately: the licensees’ marginal costs would fall immediately, output
would increase and prices would fall. 

Let me enter a caveat here. A lump sum royalty, once paid, would discourage the licensees
from using a substitute technology. To overcome that discouraging effect, the alternative technology
would have to be not just better, but so much better that licensees would be willing to purchase rights
to the alternative technology, even though they have already purchased the technology officially
sanctioned as a standard. Thus the developer of an alternative technology would be impeded from
marketing its substitute technology.  This was the issue in the first Microsoft antitrust case.
Microsoft’s practice was to issue licenses to computer manufacturers for installing a number of
Windows systems equal to the estimated computer-production capacity of each licensee. As a result,
licensees were discouraged from using alternative operating systems, since they had already
purchased rights to install Windows. A manufacturer would not consider the option of installing a
rival operating system (such as IBM’s OS2), since the manufacturer would effectively have to pay
twice for the right to install the alternative operating system: It had paid Microsoft, and then would
have to pay IBM. 

Does a similar problem arise in the context of licensing standard technology?  In answering
that question, lets observe that Microsoft’s Windows operating system was a de facto standard. Thus
the holder of intellectual property rights over a de facto standard (like Microsoft) is vulnerable to the
claim that it is engaging in exclusionary behavior when it charges a lump sum license to install (or
otherwise use) the protected technology for the estimated output of each licensee.  Probably lump
sum licenses would not be so vulnerable if they were not keyed to the entire production capacity of
the licensees. Indeed the settlement of that case authorized lump sum payments for less than the
licensee’s production capacity.  Do similar problems arise in the case of standards set by standards
bodies? Well, standards bodies that reflect the underlying agreement of the industry may be subject
to the critique leveled at Microsoft.  These standards bodies are engaged in collective decision-
making, so their decisions are agreements subject to section one of the Sherman Act. Should they
impose licensing terms that discourage the acceptance of new technologies, those decisions would
be subject to antitrust scrutiny. Of course much standard-setting is necessarily exclusive: we (the
standards setting authority, acting on behalf of the industry) are adopting this technology and not that
technology. But that is to oversimplify. A permissive standard is not inherently exclusive. The
exclusion, if any, comes from a failure to accord permissive status to an alternative technology. A
mandatory standard is, of course, exclusionary by definition. In the context of permissive standards,
lump-sum licenses keyed to one technology and not to another could raise issues similar to those
described above. In order to raise these issues a  permissive standard would have to be very widely
used and the lump sum licenses would have to be keyed to the production capacities of the licensees.
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A second caveat. Ideally, a lump sum license ought not to be sold for a fixed amount to all
comers. Otherwise large producers would be advantaged over smaller producers, the lump sum being
allocated in the former case over a larger output. Perhaps the best adjustment would be a lump sum
payment for a set number of output units, the number covered constituting a large volume, but within
the capacity of small producers to handle. :Large producers would purchase several such licenses.

7. Other Legal Problems Involving Licensing

A number of issues involving intellectual property, the licensing of intellectual property, and
antitrust law arise when the technology incorporated in one or more industry standards is subject to
intellectual property protection. Some standards may constitute monopolies; others may not. A
standard is likely to be a monopoly when its use is mandatory, either because the standards-setting
body requires it or because the market requires it. Usually, when a standard-setting authority
establishes a mandatory standard involving technology protected by intellectual-property rights, it
will have taken steps to ensure that any royalty is fair and reasonable and generally available to
industry participants on nondiscriminatory terms. 

A de facto standard, however, is a standard selected by the market and may be under the
control of a single firm. The Windows operating system, for example, is a de facto standard, as noted
above. 

8. Licensing Issues: Leveraging a Standard Through Integration or Tying: Antitrust
Perspectives

Licensing issues surround the licensing of a standard technology together with one or more
complementary technologies. Such a practice can be thought of as involving the leveraging of the
standard into another market or as expanding the scope of the standard or as entrenching the
standard. Such a leveraging practice underlay the Microsoft antitrust litigation. In that case,
Microsoft’s efforts to leverage its operating system (which was a de facto standard) to foster use of
its browser was attacked on several fronts. The D.C. Circuit ruled that Microsoft’s actions
constituted unlawful maintenance of its Windows operating systems monopoly. The court indicated
that by irreversibly integrating the browser into its operating system, Microsoft had threatened the
emergence of alternatives to the Windows platform. (The integration impeded the distribution of
Netscape, the principal rival browser, which had incorporated technologies that might have
developed into rival platforms.) 

The D.C. Circuit indicated, however, that a reversible integration would have been
permissible. Had customers retained the ability to disintegrate the browser from the operating system
and to substitute another browser, Microsoft’s integrated browser/ operating system would not have
had the exclusionary effects that it did. The court also indicated that if Microsoft could have shown
why the integration was necessary for efficiency-related reasons, then even an irreversible integration
might have been accepted. Whereas the court’s focus in dealing with the monopoly maintenance
issue was on the monopoly (or tying product) market, its focus in the section one issue was on the
effects of the integration in the tied-product market. Here the court thought that because innovation
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in software so often takes the form of adding new functionalities to platforms, the rule-of-reason
should guide evaluation of a tying claim involving platform software. This approach placed the
burden of establishing an unreasonable restraint upon the plaintiff objecting to the integration. Stated
in different language, the integration was presumed lawful. And the plaintiff bore the burden of
rebutting that presumption. 

These leveraging issues that arose in the Microsoft case are potentially present whenever the
owner of a de facto standard uses that standard in a way that impedes the development of a rival
technology. Integrating a new functionality into a de facto standard may very well carry the
potentiality of impeding the development of an independent market for the new technology.
Similarly for consensual standards. Should a standard-setting authority seek to leverage the standard
to expand its scope or to project it into covering a new functionality, it might be vulnerable to the
same critique as was directed against Microsoft. Consensual standards differ from de facto standards,
of course, because the standard-setting authority does not necessarily possess the economic interest
in advancing the new functionality as a standard or as part of a standard, as did Microsoft. Yet the
standard-setting authority may be reflecting the political alignments of industry members. And the
dominant sector of the industry may, in some circumstances, possess economic interests analogous
to those that motivated Microsoft. If so, then the cases would be similar.

9. Licensing: Contractual Restrictions

Besides the unlawful exclusionary conduct involved in integrating its browser into its
operating system, Microsoft also imposed a number of exclusionary terms in its license agreements.
These terms, in various ways, were designed to prevent computer manufacturers from substituting
the Netscape or other alternative browser for the Microsoft browser. The D.C. Circuit ruled these
exclusionary terms unlawful where Microsoft could not show a substantial efficiency-based reason
for them. Microsoft also attempted to justify these exclusionary terms on the basis of its copyrights.
The court, however, took an analogous approach to the proffered copyright justifications. The court
rejected out of hand a justification that essentially asserted that copyright authorized any restriction.
But restrictions that were grounded in substantial copyright concerns were (or would be) upheld.
Thus the court upheld a license restriction prohibiting modification of the Windows boot sequence
to launch automatically a substitute user interface, on the ground that this restriction protected the
work from being drastically altered. The court apparently would have accepted license restrictions
necessary to maintain the stability and consistency of the Windows platform, but Microsoft failed
to show that the restrictions in question were necessary to maintain the platform’s stability and
consistency. 

The teaching of the D.C. Circuit’s opinion thus may be that the owner of a de facto standard
or a standards-setting authority must exert some care in choosing the terms it includes in a license
of the technology embodied in the standard. A de facto standard is a monopoly in terms of market
share, by definition. A mandatory standard is also a monopoly. In licensing the technologies
embodied in those standards, the licensor must not include restrictions that prevent or discourage the
use of alternative technologies without any basis in efficiency concerns. Because a mandatory
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standard is inherently exclusionary, the D.C. Circuit opinion implicitly requires that the choice of
a mandatory standard be grounded in efficiency concerns.

10. Intellectual Property Licensing and the Misuse Doctrines

The patent law contains a misuse doctrine that is the product both of an expansive judicial
development and of carefully-crafted legislative limitations on those developments. In essence, the
misuse doctrine provides that a patent cannot be enforced during the period that the patentee is
“misusing” its patent. Misuse consists of extending the restrictions of the patent beyond the patent
scope. Congress, however, has legislatively decreed that tying a nonstaple product—that is especially
made for use with the patent—does not constitue misuse. Neither does a refusal to license a patent.

Since 1990 a number of courts have been developing an analogous doctrine of copyright
misuse. Copyright misuse is said to be patterned upon the patent misuse doctrine, but the courts that
have been developing the copyright version have looked only to the judicial developments of patent
misuse for inspiration and have ignored the legislative limitations on patent misuse imposed by
Congress. Recent copyright decisions find misuse as a result of tying one copyright license to
another. The Ninth Circuit has found that an exclusive supply contract involving copyrighted subject
matter constitutes misuse. 

It is possible to view these misuse developments in the copyright arena as ill-founded. After
all, the courts appear to be incorporating into copyright law patent doctrines that the Congress has
legislatively repudiated. The more expansive applications of a copyright misuse doctrine, such as
the Ninth Circuit’s ruling in Practice Management iithat an exclusive-supply provision in a licensing
agreement constituted misuse are especially questionable.  Yet an expansive misuse doctrine might
very well fit a newly developing synthesis in which rights to exclude under the patent law are
construed broadly while rights to exclude under copyright are much more limited. Such a distinction
would fit the underlying structure of both laws. Because patent law is designed to reward major and
nonobvious invention, it confers exclusive rights against the world, even against late-comers who
have independently conceived the same invention. Copyright, by contrast, provides only protection
against copying.  Moreover, Congress has repeatedly strengthened the rights of patent holders in
enacting and amending section 271 of the patent act. The new synthesis proceeding from these and
other developments is described below.

11. An Evolving Synthesis of Antitrust and Intellectual Property Law: Impact on Licensing

Over the years, the strength and scope of patent law protection has grown. The Congress has
legislatively intervened twice to strengthen the rights of patentees against misuse claims. The Federal
Circuit has also strengthened patent protections in numerous ways. By contrast, copyright protection
over software has been eroding for some time. The courts have narrowed software protection through
the development of the abstraction-filtration-comparison test in cases like Altai,iii and they have
helped to combat the use of copyright as a barrier to interoperability and as a barrier to the
development of competing programs. Congress has also indicated through legislation that copyright
ought not to be a bar to achieving interoperability. 
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I think that we are seeing the development of a synthesis between antitrust and intellectual
property law that runs something like this:  Intellectual property rights will generally trump antitrust
law. The reason for this is that intellectual property laws and antitrust laws both seek to foster
consumer welfare but the effectiveness of the intellectual property laws requires that they be exempt
from the short-term concerns of antitrust laws. A second reason for the preference for intellectual
property laws is that they are addressed to a narrow subject matter and thus are not properly swept
up in the broad policy concerns of the antitrust laws. A third reason why the intellectual property
laws trump antitrust laws is that significant competition policy concerns are already incorporated in
those laws in the context of misuse doctrines. Congress has intervened to severely limit the scope
of patent misuse doctrines. But the copyright misuse doctrine has been interpreted expansively.
Moreover, Congress has intervened to limit copyright restrictions in instances in which they
produced short-term restraints that were too broad.

These developments are reflected in the case-law. The Federal Circuit’s Xerox decisioniv

accords broad scope to both patents and copyrights. But the D.C. Circuit’s Microsoft decision is a
helpful counterpoint to the Xerox decision. In Microsoft,v the court insisted that copyright could be
used as a defense to an antitrust claim only where a core copyright concern (such as protection of a
work from drastic alteration) underlies the assertion of copyright as a justification for behavior that
would otherwise be exclusionary. The expansionary development of the copyright misuse doctrine
suggests that copyright may lose much of its potential for effecting ties and other contractual
restraints. Copyright appears to have lost its capacity as a legal device to protect software programs
from interoperability.

There is a latent problem in the copyright misuse area involving the licensing of derivative
works, especially derivative works that are also compilations. I will address that problem below.

12. Standards: Leveraging and Intellectual Property Licensing Terms and Practices

Current copyright misuse case-law indicates that when a copyright license is used to secure
exclusive rights beyond the scope of the copyright, misuse occurs. This approach to misuse brings
tying contracts, package licenses, exclusive supply contracts and other restrictions under the scope
of misuse. How would this case-law affect the licensing of several technologies that composed an
industry standard? Of course, there are reasons for combining technologies and licensing them as
a package. The DOJ/FTC intellectual property guidelines recognize this. Yet copyright misuse case-
law appears to treat the packaging of several copyright licenses as misuse. How would copyright
misuse case-law treat an attempt by the holder of the copyright on technology embodied in an
industry standard to expand that standard into new functionalities or to leverage the standard into
other markets?  This is the issue discussed above in the context of antitrust law. Does misuse law
provide different results?

In the Microsoft antitrust case, the D.C. Circuit ruled that—in the context in which Microsoft
was operating—integrating two products into a single integrated combination in an irreversible way
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i Allied Tube & Conduit Corp. v. Indian Head, Inc., 486 U.S. 492 (1988)

ii Practice Management Information Co. v. American Med. Ass’n, 121 F.3d 516 (9th Cir. 1997).

iii Computer Associates International v. Altai, 982 F.2d 693 (2d Cir. 1992).
iv  In re Independent Service Organizations Antitrust Litigation, 203 F.3d 1322, 1326  (Fed. Cir. 2000), cert. denied,
531 U.S. 1143 (2001).

v United States v. Microsoft Corp., 253 F.3d 34 (D.C. Cir. 2001).

vi Lasercomb America, Inc. v. Reynolds, 911 F.2d 970 (4th cir. 1990).
vii 911 F.2d at 970.

required an efficiency justification. First, recall the context in which Microsoft was operating. When
it integrated its browser into its operating system, Microsoft was impeding the distribution of a rival
browser (Netscape) that carried technology potentially threatening to its operating systems
monopoly. When that court indicated that the rule of reason should govern the section-one evaluation
of the integration of the browser into the operating system, the court was also saying that the
lawfulness of the integration would be assessed under an efficiency criterion. (The burden, however,
would be on a plaintiff objecting to the integration to show that the integration was inefficient.)  

The use of an efficiency standard to govern the lawfulness of the Microsoft integration is not
surprising, because efficiency concerns underlie antitrust analysis. I suggest, however, that the
copyright misuse case-law ultimately will absorb the efficiency criterion from antitrust law. When
the issue of licensing two copyrighted products as a package arises, copyright law eventually will
absorb the efficiency criterion. In saying that I expect the efficiency criterion of antitrust law to be
absorbed into copyright misuse doctrine, I am aware that the current case-law is hostile to that
position. In Lasercomb,vi the Fourth Circuit explicitly rejected a rule-of-reason (and thus an
efficiency) defense to alleged misuse.vii I hope that this aspect of the misuse case-law eventually will
be overturned, and that copyrights will be enforced in all cases in which the packaging is efficient.
Presumptions and burdens of proof on the efficiency issue will, of course, also have to be worked
out. 
_______________________
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COMMENTS ON STANDARDS SETTING AND INTELLECTUAL PROPERTY 

Richard J. Holleman1 
April 10, 2002   

 
These comments are based on a related paper of mine on standards setting.2 They are provided in 
regard to the FTC/DOJ hearings on competition and intellectual property and concern the use of 
patented technologies in the development of technical standards. Based on my 25 years 
experience in technical standards development, I believe that any FTC action which may restrict 
intellectual property rights or impose mandatory obligations on those participating in standards-
setting would have detrimental results.   

First, it is important to point out that for decades Standards Development Organizations (SDOs) 
have been developing standards that involve patented technologies for their implementation. 
Moreover, the number of disputes that exist in connection with the inclusion of patented material 
in standards, while the subject of much discussion and press, remains very small when viewed in 
the context of overall standards development 

I also believe that a single set of uniform guidelines will deprive the U.S. of its current flexibility 
in developing standards according to different processes and policies that in turn are driven by 
the objective of the particular standards project and related market factors. Many of the leading 
technology SDOs recognize that patented technology often reflects the best technical alternative 
for a standard, and therefore patent owners should be provided the incentive to have their 
technology included in the standard.   

The standards-setting process is very complex and to make it work effectively any disclosure 
duty should be limited to essential patents, not some vague broader disclosure requirement. For 
example, to impose a duty to disclose any patents that “might” be relevant creates a continuing 
nightmare because a developing standard may go through much iteration before it ultimately 
results in an approved standard. Such a duty would require a patent owner to make a 
determination at each stage of the process as to  what patents “might” be relevant. Not only 
would this inherently entail a subjective decision that might not be universally agreed upon, but 
would require tremendous resources. In addition, what might be even a greater negative would 
be that such a process would invariably lead to more disputes in the standards process, and 
thereby slow standardization. 

A broad disclosure standard, which is vague and ambiguous as to both timing and scope of 
disclosure, could lead to overly general and largely useless disclosures.  Because patent owners 
would be uncertain whether and when disclosure would be required, they would be likely to err 
on the side of disclosing too much, thereby creating confusion and slowing the standards  
                                                 
1  Mr. Holleman is a former Director of Standards for IBM and has been involved with standards 
development activity for technology for 25 years.  He is presently the  Treasurer of the IEEE Standards Association 
(IEEE-SA) having also served as chairman of the IEEE-SA Standards Board. He is also a consultant to Rambus,Inc.   
  
2  Richard J. Holleman, A Response: Government Guidelines Should Not Be Issued in Connection with Standards 
Setting  
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development process. These problems are compounded if a broad disclosure requirement is 
extended to cover patent applications.   

Patent applicants who are required to disclose unpublished applications also face disincentives 
from participating in the process, especially if such disclosure was mandated before it is even 
clear what the standard’s and the patent’s final scope will be. In addition, the dynamism of the 
patent approval process would place applicants at a competitive disadvantage if they were 
required to disclose applications. Claims set forth in an application may not be the same as those 
that are ultimately reflected in the issued patent, and premature disclosure may hinder the patent 
owner’s ability to enforce and defend its lawfully obtained patent in subsequent proceedings.  It 
is also important to understand that the individuals who attend standards meetings may not have 
any specific knowledge concerning their company’s patent portfolios. A standard of what that 
person knows or reasonably should know is so uncertain there will be no ability for standards 
development participants to determine in any meaningful way whether or not they are in 
compliance.   

Voluntary early disclosure of patent rights can be beneficial to the standards process. It is 
addressed in the ANSI  Guidelines  and many SDOs, based on the ANSI Guidelines and good 
counseling, have adopted procedures that encourage early disclosure. However, problems will 
arise if a mandatory obligation of early disclosure is imposed and these problems are magnified 
if early disclosure of patent applications is required. Applying mandatory obligations  would 
expose standards participants to uncertainty and possible liability to the extent that they may opt 
to commercialize their technology through alternate means.  It is also very difficult to establish a 
clear point during the standards process, other than prior to the adoption of the standard, when 
the disclosure obligation would be triggered.  

There currently is no inherent duty to search and  SDOs do not impose such a duty. The cost of 
doing so for companies with even modest patent portfolios could be prohibitive. Yet, the 
proposals relating to mandatory disclosure are likely to effectively compel such a duty to search.  
Specifically, to comply with a duty to disclose information that a company or its representatives 
know or reasonably should know will invariably lead to repeated searches of a company’s patent 
portfolio. Otherwise, the potential for later legal claims and potential liability would be 
enormous. To support a claim someone would just have to allege that the patent owner should 
have known of the extent of its property and that it would have been reasonable for it to search.  
Like many other situations, the fact that this may not be an accurate position would not diminish 
the likelihood of related lawsuits being filed.   

Suggestions that the imposition of governmental guidelines to address “deliberate” conduct 
regarding the withholding or insulating of relevant information would also be a mistake and 
unnecessary. First, a patent owner has the right to disclose or not to disclose whatever 
information it wants concerning its patents. A mandatory obligation of disclosure may be viewed 
as taking away those rights. Second, based on the recent cases and proceedings involving 
standards conduct, a variety of legal remedies exist to address abusive conduct. A generalized 
government guideline will not add any clarity to the situation; to the contrary, it will just add to 
the issues for litigation. 
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I believe there is a misperception of how potential license terms are discussed.  First, more often 
than not, patent owners provide statements that if they have patents that are essential to the 
implementation of the standard being developed they will license such patents on reasonable 
nondiscriminatory terms. Then, outside of the activities of the SDO, individual standards 
participants are able to approach the patent holder to inquire of available licensing terms.  The 
patent holder is also free to publicly state what its license terms will be.  To the extent the patent 
holder does not make such a statement, or declines to engage in discussions with individual 
standards participants, it is always the discretion of the standards participant to not support the 
patent holder’s technology or to propose an alternative technology to the standards developing 
committee. Ultimately, a consensus will establish what technology to support.  The discussion in 
the SDO, however, should be focussed on technical issues – not licensing terms and conditions.  
Otherwise, individuals who are not knowledgeable about or authorized to make decisions about 
licensing terms will be placed in a position of having to do so.  SDOs could also face potential 
claims of facilitating anticompetitive conduct. 

Any suggestion that licensing terms in connection with standards should be limited solely to the 
practice of the standard is wholly impracticable. Standards are not developed in isolation.  The 
participants in standards bodies are typically engaged in aggressive competition with each other 
in the marketplace, and licenses are based on many factors arising from innumerably varied 
relationships.  Imposing an artificial constraint on competition by limiting what may or may not 
be licensed because a standard is involved should not be the role of the federal antitrust agencies. 
Such suggestions are reminiscent of proposed implementations of patent policies in the 
international arena made several years ago that arguably were being made to  compel licensing 
of U.S. technology  to foreign competing interests contrary to the rights of patent holders.  I 
would caution against our own government setting forth guidelines that could be used to possibly 
disadvantage U.S. competitive interests abroad.  

I strongly believe that the standards development process in the U.S. and internationally, is 
effective, including the manner in which it addresses the inclusion of patented material. For 
many years the standards community has been cognizant of the issues that exist in connection 
with using patents in the development of standards, and these issues have been considered and 
addressed. Industry guidelines have also been developed, and highly sophisticated counseling is 
available from legal sources that are intimately familiar with all the vagaries of the issues. 

 
 



    

A RESPONSE:  GOVERNMENT GUIDELINES SHOULD NOT 
BE ISSUED IN CONNECTION WITH STANDARDS SETTING 

 
       Richard J. Holleman1 
 
 
 This is a response to the proposal by David Balto and Daniel Prywes in favor of FTC 
Guidelines (the “Proposed Guidelines”) being issued in connection with using patented 
technologies in the development of technical standards.  Based on my 25 years experience in 
technical standards development, I believe that, not only are enforcement Guidelines not 
necessary, but  if adopted, they are likely to have the opposite effect than what was intended.  
Rather than enhancing competition, imposition of government guidelines would more likely 
stifle competition, inhibit innovation and impede economic growth. 
 
Preliminary Comments 
 
 As an initial matter, it is important to point out that for decades standards development 
organizations (SDOs) have been developing standards that involve patented technologies for 
their implementation.  Moreover, it is incorrect that industry participants – and their counsel – 
are deprived of guidance in accommodating patents in the development of standards.  SDOs as 
early as the mid-1980s developed guidelines for such purposes.  In 1992 the American National 
Standards Institute (ANSI)  Patent Committee issued guidelines for the implementation of the 
ANSI Patent Policy.  The ANSI Guidelines are available through the ANSI web site and provide 
extensive guidance for properly balancing the various interests of all participants in the standards 
development process – patent holders, industry participants, other stakeholders and the SDOs 
themselves. 
 
 It is also important to note that  the number of disputes that exist in connection with the 
inclusion of patented material in standards, while the subject of much discussion and press, 
remains very small when viewed in the context of overall standards development.  In addition, it 
is interesting to observe that the disputes that have arisen have not been in the context of ANSI 
accredited SDOs, but have come about under patent policies that differ from the ANSI policy in 
very important ways – such as incorporating provisions that mirror some of the proposals set out 
in the Proposed Guidelines.  It is an interesting question, therefore, whether the result of adopting 
such guidelines will do nothing more than lead to further litigation, which itself will be a 
negative development for purposes of effective standards development. 
 
 Also, I believe that a single set of uniform guidelines will deprive the U.S. of its current 
flexibility in developing standards according to different processes and policies that in turn are 
driven by the objective of the particular standards project and the related market factors.  For 
example, JEDEC, which develops standards for the semiconductor industry and which is 
concerned specifically with how patents are used in that industry, has a current policy focus,  as 
explained in the January 2002 issue of its “Solid State Times,” to develop what it considers to be 

                                                 
1  Mr. Holleman is a former Director of Standards for IBM and has been involved with standards 
development activity for technology for 25 years.  He is presently the  Treasurer of the IEEE Standards Association 
(IEEE-SA) having also served as chairman of the IEEE-SA Standards Board .   
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“open” standards – i.e., standards that it defines as  “free of restrictive intellectual property.”  
This approach, however, is not a universally accepted position.  To the contrary, many of the 
leading technology SDOs recognize that patented technology often  reflects the best technical 
alternative for a standard, and therefore patent owners should be provided the incentive to have 
their technology included in the standard.                    
 
Specific Proposals 
 
 The specific Proposed Guidelines raise very specific problems as well. 
 
 1. Mandatory Disclosure of Patents and Patent Applications that “Might” be 
Relevant.  Imposing this duty would go a long way toward chilling effective standards 
development.  Simply put, companies participating in standards development that have 
potentially relevant patents, or that have pending applications which might ultimately evolve into 
a patent that in turn might be relevant, will likely not wish to bear the cost necessary to comply 
with this obligation or face the potential liability for an inadvertent error of compliance.    Based 
upon my own experiences,  with a leading participant in standards development who  owns a 
large number of patents, it absolutely is a consideration that is taken into account in determining 
whether to participate in a particular SDO’s activities. 
 
 The Proposed Guidelines also do not adequately acknowledge the complexities of the 
standards process.   For example, to impose a duty to disclose any patents that “might” be 
relevant creates a continuing nightmare because a developing standard may go through many 
iterations before it ultimately results in an approved standard.  Such a duty would require a 
patent owner to make a determination at each stage of the process as to  what patents “might” be 
relevant.  Not only would this inherently entail a subjective decision that might not be 
universally agreed upon, but would require tremendous resources.  In addition, what might be 
even a greater negative would be that such a process would invariably lead to more disputes in 
the standards process, and thereby slow standardization. 
 
 Another problem is that such a vague, ambiguous standard could lead to overly broad and 
generally useless disclosures.  Because patent owners would be uncertain whether disclosure 
would be required, they would err on the side of disclosing too many patents, thereby creating 
confusion and slowing the standards development process.  This problem would be compounded 
if the standard were extended to patent applications that “might” be relevant.   
 
 Patent applicants who are required to disclose unpublished applications would also face 
disincentives from participating in the process, especially if such disclosure was mandated before 
it is even clear what the standard’s and the patent’s final scope will be.  In addition, the 
dynamism of the patent approval process would place applicants at a competitive disadvantage if 
they were required to disclose applications.  Claims set forth in an application may not be the 
same as those that are ultimately reflected in the issued patent, and premature disclosure may 
hinder the patent owner’s ability to enforce and defend its lawfully obtained patent in subsequent 
proceedings. 
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 It is also important to understand that the individuals who attend standards meetings may 
not have any specific knowledge concerning their company’s patent portfolios.  A standard of 
what that person knows or reasonably should know is so uncertain there will be no ability for 
standards development participants to determine in any meaningful way whether or not they are 
in compliance.   
 
 Finally, the suggestion that copyrighted and trademarked technology should be subject to 
mandatory disclosure obligations is dangerous.  This suggestion reflects a lack of appreciation of 
the very important difference between the protections afforded under the copyright and 
trademark laws, as compared to the patent laws.  The issue of copyrights has been discussed for a 
number of years by industry, specifically in the ANSI Patent Committee, and except in 
connection with a very limited circumstance involving standardization of copyrighted computer 
software algorithms, no support for adopting any policy in connection with copyrighted 
technology has existed.  Even in the limited circumstance mentioned, the ANSI community has 
taken the position that no policy should be adopted.  This position was reflected in the U.S. 
comments that were submitted to the ITU in connection with this issue.  The reason for this 
approach is that a copyright only protects the expression of a specific idea, whereas a patent 
protects the practice of an invention itself.  Accordingly, the  extension of a policy relating to 
patented material to also cover a specific copyrighted  expression is not necessary because the 
same invention typically can be expressed in different ways.  This same principle would apply 
with even greater force in connection with trademarks. 
 
 2. Early Disclosure.  Voluntary early disclosure of patent rights can be beneficial to 
the standards process.  It is addressed in the ANSI Guidelines  and many SDOs, based on the 
ANSI Guidelines and good counseling, have adopted procedures that encourage early disclosure.   
 
 However, problems will arise if a mandatory obligation of early disclosure is imposed 
and these problems are magnified if early disclosure of patent applications is required. Applying 
mandatory obligations  would expose standards participants to uncertainty and possible liability 
to the extent that they may opt to commercialize their technology through alternate means.  It is 
also very difficult to establish a clear point during the standards process, other than prior to the 
adoption of the standard, when the disclosure obligation would be triggered.  
 
 3. Duty to Search.  As reflected in the Proposed Guidelines, there currently is no  
inherent duty to search and most SDOs do not impose such a duty.  The cost of doing so for 
companies with even modest patent portfolios could be prohibitive.  Yet, the proposals relating 
to mandatory disclosure would compel such a duty to search.  Specifically, to comply with a duty 
to disclose information that a company or its representatives know or reasonably should know 
will invariably lead to repeated searches of a company’s patent portfolio.  Otherwise, the 
potential for later legal claims and potential liability would be enormous.  To support a claim 
someone would just have to allege that the patent owner should have known of the extent of its 
property and that it would have been reasonable for it to search.  Like many other situations, the 
fact that this may not be an accurate position would not diminish the likelihood of related 
lawsuits being filed.        
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 Imposing governmental guidelines to address “deliberate” conduct regarding the 
withholding or insulating of relevant information would also be a mistake and unnecessary.  
First, a patent owner has the right to disclose or not to disclose whatever information it wants 
concerning its patents.  A mandatory obligation of disclosure may be viewed as taking away 
those rights.  Second, based on the recent cases and proceedings involving standards conduct, a 
variety of legal remedies exist to address abusive conduct.     A generalized government 
guideline will not add any clarity to the situation; to the contrary, it will just add to the issues for 
litigation. 
 
 4. Mandatory Disclosure of Patent Applications Relating to Refinements Made in 
Standards Under Development.  Any government rule or guideline in this regard would be 
wholly meaningless.  Standards participants, to protect their interests, would simply make 
generalized statements of future intent.  This in turn will lead to nothing but discussions 
regarding disclosure rules and their application, rather than the substantive work of the SDO.  
Here again it seems that existing legal and equitable principles, such as patent law principles 
relating to novelty and inventorship, will better provide the protection necessary to guard against 
unlawful abusive conduct. 
 
 5. Permissive Discussion of License Terms.  This proposal  reflects a misperception 
of how potentia l license terms are discussed.  First, more often than not, patent owners provide  
statements that if they have patents that are essential to the implementation of  the standard being 
developed they will license such patents on reasonable nondiscriminatory terms.  Then, outside 
of the activities of the SDO, individual standards participants are able to approach the patent 
holder to inquire of available licensing terms.  The patent holder is also free to publicly state 
what its license terms will be.  To the extent the patent holder does not make such a statement, or 
declines to engage in discussions with individual standards participants, it is always the 
discretion of the standards participant to not support the patent holder’s technology or to propose 
an alternative technology to the standards developing committee.  Ultimately, a consensus will 
establish what technology to support.  The discussion in the SDO, however, should be focussed 
on technical issues – not licensing terms and conditions.  Otherwise, individuals who are not 
knowledgeable about or authorized to make decisions about licensing terms will be placed in a 
position of having to do so.  SDOs could also face potential claims of facilitating anticompetitive 
conduct. 
 
 Issuing a government guideline stating that a technology should be rejected if a patent 
owner declines to disclose license terms before adoption of a standard would also set a bad 
precedent.  It would impinge on the rights of patent owners and thereby create another 
disincentive for their participation in the standards process.  In addition, it must be recognized 
that while many patent owners do state what their license terms will be even when a standard is 
in its formative stage, sometimes it is not possible to do so because the evolution of the standard 
may result in a very different end result than was originally contemplated.  Such changes would 
legitimately alter the license terms the patent owner may wish to offer.   
 
 6. Permissive Joint Negotiations of License Terms.  For the same reasons as just 
stated, discussion of license terms in an SDO is a bad idea.  This proposal also raises further 
problems because it would essentially allow an industry to impose license terms on a patent 
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owner.  One can only assume that the industry participants, many of whom will be competing 
with the patent owner to make the ultimate standardized product, will seek to impose license 
terms most favorable to them.  But a patent owner has a right to license or not license, and to 
establish the terms of its licensing.  As stated above, if the patent holder refuses to disclose terms 
or its terms are unacceptable, the participants in the process are free to propose and support 
alternative technology.  Requiring specific terms, however, will be equivalent to a compulsory  
licensing approach, which most likely will undermine the use of any patented technology in 
standards. 
 
 7. Limiting Licensing Conditions.  The suggestion that licensing terms in connection 
with standards should be limited solely to the practice of the standard is wholly impracticable.  
Standards are not developed in isolation.  The participants in standards bodies are typically 
engaged in aggressive competition with each other in the marketplace, and licenses are based on 
many factors arising from innumerably varied relationships.  Imposing an artificial constraint on 
competition by limiting what may or may not be licensed because a standard is involved should 
not be the role of the FTC. 
 
 8.   Patent Cross-Licensing.  This proposal is equally impracticable, and it too will 
impinge on the rights of patent holders in a way that will drive them from standardization 
activity.  First, confidential information will be required to be disclosed.  Second, this proposal 
suggests that there is some problem if a firm with a cross- license with the patent owner is able to 
practice the standard under different terms than a firm that is not in a position to enter a cross 
license.  The value of what is cross- licensed to the patent owner, however, has a value that may 
far exceed a royalty payment by another firm that has nothing to cross license.  It is for this 
reason that it has always been recognized under the ANSI Patent Policy that licensing under non-
discriminatory terms and conditions does not mean that each license must be identical.  This 
point should be self-evident once the complexities of standards development, combined with the 
complexities of patent licensing, are appreciated. 
 
 9. Patent Pooling.  Here, again, it is unclear why any formal guidelines are 
necessary.  In recent years, industries  adopting patent pooling arrangements have done so  with 
the assistance of sophisticated legal advise and under the watchful eye of government.  The DVD 
and MPEG patent pools are examples.   
 
 10. Alternative Dispute Resolution (ADR).  SDOs should not be involved in efforts to 
resolve disputes relating to patents or licensing terms.  Playing such a role would turn the SDO 
into a licensing and negotiating body, rather than one that seeks the timely and efficient 
development of technical standards.  Further, just as in many other situations, ADR may be 
appropriate in some situations, but it may not be in others.  Given this, there is no reason that the 
FTC should direct such a course of action.                         
 

Finally, I would note that some of the proposals reflected in the Proposed Guidelines are 
reminiscent of proposed implementations of patent policies in the international arena made 
several years ago that arguably were being made to  compel licensing of U.S. technology  to 
foreign competing interests contrary to the rights of patent holders.  I would caution against our 
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own government setting forth guidelines that could be used to possibly disadvantage U.S. 
competitive interests abroad.  

 
Conclusion 
 
 I strongly believe that the standards development process in the U.S. and internationally, 
is effective, including the manner in which it addresses the inclusion of patented material.  For 
many years the standards community has been cognizant of the issues that exist in connection 
with using patents in the development of standards, and these issues have been considered and 
addressed.  Industry guidelines have also been developed, and highly sophisticated counseling is 
available from legal sources who are intimately familiar with all the vagaries of the issues. 
  
 Thus, the Proposed Guidelines are not a starting point.  They raise issues that have long 
been discussed and rejected because they would hinder standards development, its competitively 
advantageous aspects and attendant benefits to consumers.                                  
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 Juniper Networks represents an emerging class of companies offering 
high-performance networking equipment designed specifically for the Internet.  
The essence of the Internet can be characterized as a single network made up of 
interoperable equipment from different companies.  Interoperability is made 
possible by the establishment of open standards that define the manner by which 
networking equipment must communicate.  Like other networking equipment, 
Juniper Networks’ products implement numerous open standards set by bodies 
such as the Internet Engineering Task Force.   

 As Director of Intellectual Property at Juniper Networks, I am responsible 
for handling the company’s intellectual property matters, including investigating 
assertions that Juniper Networks’ compliance with certain networking standards 
may infringe third party patents.  In the past several years, I’ve observed a 
sudden surge in these types of assertions (some valid, others not) against any 
vendor building standards-compliant equipment.  The reason for the surge is 
understandable—patent owners hope to profit from the wide deployment of 
products that must implement Internet standards.  In the absence of intervention, 
however, these assertions risk halting future development in the Internet.  At 
particular risk are young, small networking equipment vendors as well as the 
collaborative environment vital to sustain standards work.  I provide the 
comments in this statement as my personal views based on my experience and 
observations.  My views do not necessarily reflect the views of Juniper Networks.   

The Nature of Networking Technology 

 Before the Internet, computer networks were generally built on vendor-
proprietary platforms for specialized applications.  That meant networking 
equipment from different vendors were not interoperable and therefore could not 
be used together in a single network.  Building such a  network required selecting 
a single vendor who could supply the entire range of products needed to build 
the network.  Because development of so many products required a breadth of 
expertise and significant resources, competition was generally limited to larger-
sized companies.   
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 What made the Internet different was that it was based on standardized 
protocols, such as the Internet Protocol as well as numerous routing, transport, 
and other protocols.  These standardized protocols were specifically designed to 
support a network that could scale globally for generalized (rather than 
specialized) applications.  Proprietary network vendors quickly became extinct.   

 As a standards-based network, the Internet opened up opportunities for 
competition.  Rather than buying everything from a single vendor, companies 
building the infrastructure for the Internet could mix and match standards-
compliant equipment from different vendors to form “best-of-breed” networks 
(i.e., networks built with the best equipment, regardless of whether that 
equipment came from one or many vendors).  This opened the door for smaller 
companies, which built businesses around limited product offerings.    

 While the Internet has experienced significant changes over the past 
decade, it is still in its infancy.  To ensure that the Internet evolves in a direction 
that addresses ever-changing customer demands and expectations,1 networking 
vendors rely on rapid standardization through industry collaboration.  The 
Internet Engineering Task Force (IETF), the preeminent networking standards 
setting body, establishes networking standards for the Internet through industry 
participation.2  Individuals from various organizations (large and small alike) 
contribute ideas for standardization before reaching consensus.  Equipment 
vendors track the IETF’s standard work and often implement protocols only after 
they’ve reached a certain stage of standardization.  This ensures that the 
protocol implementations will not require changes in the future or, even worse, 
maintenance of multiple versions.   As the ones most affected by delays in 
standardization, Internet equipment customers sometimes pressure vendors to 
converge on standards quickly to ensure availability of features supported by 
interoperable equipment.  When finally adopted, IETF standards become the 
common blueprint that all Internet equipment vendors follow.   

 This is not to say proprietary protocols are extinct in the Internet.  Some 
vendors may choose to implement proprietary protocols to establish competitive 
advantage (either through differentiation or early market acceptance before 
standardization).  Enforcing patents to protect that competitive advantage does 
not raise the same anticompetitive concerns as enforcing patent rights over 
standards. 

Given the collaborative nature of the work done by standards setting 
bodies such as the IETF and the market’s desire for rapid convergence on 

                                                 
1   This may include improvements in reliability, bandwidth, latency, security, and efficiency as 
well as provisioning of new services, features, and functions. 
2   IETF standards emerge from published documents known as Requests For Comments (RFCs) 
and Internet Drafts.  Details of the standardization process are outlined in RFC 2026 (entitled 
“The Internet Standards Process--Revision 3”) and RFC 3160 (entitled “The Tao of IETF:  A 
Novice’s Guide to the Internet Engineering Task Force”), both of which can be found at 
www.ietf.org.   
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standards, it is easy to understand how lay engineers involved in the standards 
setting process may naturally expect (rightly or not) that these standards can be 
freely implemented, unencumbered by patent rights.  After all, in contrast to 
proprietary protocols, standards emerge from industry collaboration and are 
published for the very purpose of enabling the networking community to build 
interoperable products.  As patent awareness heightened, the IETF encouraged 
contributors to license essential patents on “openly-specified, reasonable, 
nondiscriminatory” terms to alleviate concerns about patent rights and minimize 
delays in the standardization process.3  While the meanings of these terms were 
left open, the IETF’s clear intent was to raise the industry’s comfort level that 
known impediments to standards use had been removed.  

Patent issues, however, persist in the IETF.  For example, the IETF 
recently put a high-priority standardization effort4 on hold for six months when a 
patent owner asserted that complying with the standard would infringe his patent.  
The IETF wasn’t able to resolve the issue with the patent owner, and instead 
determined that the patent didn’t apply.  The IETF consequently chose to resume 
the standardization effort, though whether a court agrees with the IETF’s 
determination remains to be seen.   

Typical Patent Assertion Scenario 

 As capital expenditures for Internet infrastructure equipment escalated 
over the past several years, so too have assertions that networking equipment 
infringe patents by virtue of compliance with standards.5  Today, a number of 
companies generate significant revenue from the licensing of patent portfolios, 
the most valuable patents being those that are widely infringed and for which 
infringement cannot be avoided.  Patent owners have targeted standards-
compliant networking equipment, usually by dusting off issued patents directed to 
old (but related) technologies or modifying claims in pending patent applications 
to read on published standards.   

 In a typical scenario, a patent owner initiates contact with a networking 
vendor.  The patent owner asserts that the networking vendor’s product complies 
with a particular standard (or set of standards) and that such compliance 
infringes one or more of its patents.  The patent owner then demands payment of 
a royalty, usually a running royalty calculated as some percentage of sales 
revenue.  Most of the situations I am aware of share the following characteristics: 

• the patent owner (usually a mature company) holds a large patent 
portfolio, including patents relating to networking technologies, and does 
not sell products that compete with the products it has accused of 
infringement; 

                                                 
3   See RFC 2026, section 10.   
4 The standard related to supporting foreign language domain names. 
5  I use the term “assertion” because even unsubstantiated allegations of infringement may cause 
significant disruption and injury.   
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• the networking vendor (usually a smaller, younger company) has few or 
no patents relevant to the patent owner’s principle business and has 
experienced a relatively high degree of success in selling products; 

• compliance with the standard (or set of standards) identified by the patent 
owner is necessary for interoperability in the Internet environment. 

These patent owners ultimately want money and are not seeking to 
protect some competitive advantage.  As a tactic, however, they may threaten 
litigation and injunctions to maximize the royalty amounts that can be extracted.   

It is no coincidence that under this scenario, the patent owners are usually 
larger companies and the networking vendors are usually smaller, younger 
companies.  Larger companies typically have large patent portfolios and will 
cross-license each other on a royalty-free basis.  Smaller companies, however, 
typically lack comparable patent portfolios and thus are on unequal footing when 
it comes to negotiating patent licenses for standards they must implement in their 
Internet equipment. 

 Evidence of this problem is not merely anecdotal.  The IETF maintains a 
list of numerous notices from companies asserting patent rights over IETF 
standards.6  While this list reveals only those assertions brought to the attention 
of the IETF, its size alone reveals the severity of the problem. 

The (Anticompetitive) Effects of Patent Assertions on Standards 

 When a networking vendor is approached by a patent owner asserting that 
compliance with a standard infringes its patent, the vendor has several primary 
options: 

1. discontinue the accused product; 

2. redesign the product so it no longer complies with the standard at issue; 

3. refuse to pay and, if sued, challenge the validity of the assertion in court; 

4. negotiate and pay a royalty. 

All four options lead to the same result—harm to competition.  While 
option 1 clearly harms competition by reducing consumer choice, option 2 has 
the same effect.  The utility of Internet networking equipment lies in its ability to 
interoperate with other networking equipment.  Equipment that is not 
interoperable cannot be used.  That leaves options 3 and 4.   

                                                 
6  The list can be found at the IETF’s Page of Intellectual Property Notices, 
http://www.ietf.org/ipr.html.   
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Option 3 forces the networking vendor to take a heavy risk.  The 
networking vendor may believe, in good faith, that the assertion is without merit.  
If a court or jury disagrees with that belief, however, the networking vendor may 
be exposed to substantial damages for patent infringement.  The damages 
award, as well as trebling if infringement is found to be willful, may bankrupt or at 
the very least raise the cost of product manufacturing to uneconomical levels.  
Even when the networking vendor prevails, it must devote significant resources 
to defend its position, resulting in lost opportunity costs and consequently 
damage to its business.  

For risk-averse companies, option 4 may be the only reasonable choice.  
In this scenario, however, networking vendors lack leverage to negotiate any kind 
of reasonable royalty amount.  This should be no surprise.  By its selection, the 
patent owner identified the networking vendor because it does not have patents 
applicable to the patent owner’s principle business and the networking vendor’s 
past sales give rise to significant potential exposure for past damages if it were 
sued.  As such, the networking vendor does not have much ability to “negotiate,” 
and may be left with simply paying whatever the patent owner demands. 

To better appreciate the burden of these patent assertions, it may be 
helpful to consider the perspective of a networking vendor in concrete terms.  
Two points deserve emphasis.  First, because a single standard may include 
significant detail, any number of patents may be asserted against various 
aspects of the standard.  These patents may be owned by numerous companies.  
Second, each networking vendor may implement dozens or more networking 
standards in its products.  Taken together, a networking vendor may face 
numerous assertions from numerous patent owners alleging that a single 
product’s compliance with standards infringes numerous patents.  With no limit 
on the number of patents that could apply, there is no limit on the amount of 
royalties that could be owed.  Paying a 1% royalty on each patent, for example, 
could lead to a total of 20%, 30% or even 50% of a product’s revenues paid to 
royalties—an obviously ridiculous but possible result.   

When networking vendors are viewed as a group, the impact of the 
anticompetitive effect becomes more apparent.  The group of vendors most 
affected is made up of smaller, younger companies that have emerged to build 
products specifically for the Internet.  These companies emerged out of a 
demand in the marketplace for companies that could innovate and execute better 
than the companies before them.  Younger companies already face natural 
barriers to entry (e.g., the need for expertise, resources, credibility) in competing 
with mature companies.  To permit patent assertions to impose further barriers 
will only lead to fewer choices for customers.   

Companies with large portfolios may attempt to justify their licensing 
practices on the basis that the entire patent portfolio, which includes patents not 
related to standards, is being licensed.  While this may be true, my experience 
has been that these companies focus on the standards patents during 



- 6 - 

negotiation as a heavy hammer to force the license.  Without the standards 
patents, it is not likely that these companies would extract nearly the same 
royalties since the portfolio would not have the same value. 

This is not to say that the patent system doesn’t have its place.  Patents 
promote innovation by protecting a company’s investment in innovation.  And 
while that protection is important, it must be balanced to ensure that the harm it 
inflicts does not violate other rights.  In the specific context of patents assertions 
made against networking equipment by virtue of compliance with standards, the 
clear effect is anticompetitive.   

Beyond the anticompetitive effects, there are costly practical effects as 
well.  If patents covering standards continue to be enforced in the manner in 
which they have been, the result will be to encourage more assertions (many 
without merit) and more patent filings on standards.  Eventually, the standards 
bodies will not be able to function as collaboration erodes and fewer standards 
are adopted.  This poses a serious risk to the Internet’s future. 

What is Needed 

The anticompetitive effects of these patents assertions underscore the need 
for patent licensing requirements.  Two threshold questions must first be 
addressed:  

1. who should decide those requirements? 

2. what should those requirements be? 

Since standards bodies in the networking area currently do not impose 
strict requirements over patents covering standards, the manner in which these 
patents are licensed is basically dictated by the company with the strongest 
leverage—the patent owner.  That does not make sense.  The IETF as well as 
companies throughout the networking industry almost universally acknowledge 
the need for “reasonable” and “non-discriminatory” terms for standards 
compliance.7  What “reasonable” and “non-discriminatory” mean, however, 
should not be left to the companies whose interest is maximizing licensing 
revenue to decide.   

Standards setting bodies, such as the IETF, are the logical entity to 
regulate these matters.  Unfortunately, they face some challenges.  Diversity in 
membership (e.g., companies with large patent portfolios versus companies with 
small patent portfolios) leads to conflicting interests, usually preventing 
consensus on a single set of requirements.  These bodies may also have 

                                                 
7  RFC 2026 encourages licensing on “openly-specified, reasonable, non-discriminatory” terms.  
Further, numerous companies have indicated a willingness to license patents essential to 
standards on “reasonable” and “non-discriminatory” terms.  See IETF’s Page of Intellectual 
Property Notices, http://www.ietf.org/ipr.html.   
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legitimate concerns over potential antitrust liability as well as accountability and 
cost of enforcement.  And finally, any rules adopted by the standards setting 
bodies would not extend to non-members, giving rise to a genuine concern that 
such requirements may cause companies with large patent portfolios to stop 
participating altogether. 

In the end, this may require government regulation or adjudication.  
Ultimately, whatever anticompetitive effects are produced will be borne by the 
consumers.  The regulating or adjudicating entity needs to take that into account 
as well as what policies should be promoted over others.  It is critical that both 
innovation and competition not be stifled.  And while patent owners are quick to 
point out that innovation is promoted by upholding exclusive patent rights, 
innovation is also promoted by allowing companies to compete and build 
products that customers need.  Any guidance that the FTC or Department of 
Justice can provide would be useful to standards setting bodies in setting their 
own policies. 

As for the requirements themselves, whatever they are, they need to be 
clear.  Much of the problem faced today stems from ambiguity in understanding 
terms such as “reasonable” and “non-discriminatory.”  If the companies are left to 
decide the terms, the end result is that they will be dictated by the companies’ 
relative strength and leverage and therefore, almost invariably, will not be 
“reasonable” or “nondiscriminatory.”   

While a bright-line approach may not be satisfactory to everyone, an 
ambiguous approach is satisfactory to no one.  One bright-line approach would 
be to require all patent owners to license their patents to the extent essential to 
practice a standard on a royalty-free basis or for a nominal royalty, such as a 
one-time fixed fee.  In many cases, companies have demonstrated a willingness 
to do this voluntarily.  CableLabs, a cable technology consortium that issues 
specifications for cable modem interoperability, for example, manages a royalty-
free patent pool for each of the three specifications it publishes.  Participating 
companies grant each other royalty-free patent licenses to the extent necessary 
to comply with the respective specification.  All three patent pools are successful, 
with as many as 50 participating companies.   

Finally, it is important that patent owners not be allowed to enjoin products 
for complying with an industry standard.  The threat of injunction poses such an 
extreme remedy that its mere possibility may force certain networking vendors to 
accept unreasonably high royalty terms rather than risk an injunction.   
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INTRODUCTION

The challenge for patent law in the standard-setting context is to distinguish several different

market effects. A patentee is generally entitled to revenues due to the technical advance made by its

invention. It is not, however, entitled to revenues due to the incorporation of its invention in an industry

standard. Although it may be difficult to distinguish the market effects of the invention and the standard,

it is an effort to draw that distinction — rather than, say, a focus on “inequity” or some other concept

— that best upholds the incentive-creating goals of patent law while minimizing negative effects on

competition.1

This point can best be illustrated in a specific context. In recent litigation,2 Rambus Corp. has

alleged infringement of certain of its patented inventions that it alleges are required to comply with



3 See JEDEC, <www.jedec.org>.

4 One of those claims is presented in the text accompanying note 75 infra .

5 In one of the standards at issue in the Rambus case, JEDEC describes its goals as including  “eliminating
misunderstandings between manufacturers and purchasers” and “facilitating interchangeability and improvement of
products.” JEDEC Solid State Technology Association, JEDEC Standard JESD79, Double Data Rate (DDR) SDRAM
Specification, “NOTICE” page (June 2000), <http://www.jedec.org/download/search/JESD79R1.pdf>. See also
Amicus Curiae Brief of JEDEC Solid State Technology Association in Support of Appellees 4, Rambus Inc. v.
Infineon Technologies AG, Nos. 01-1449, 01-1583, 01-1604 (Fed. Cir. Feb. 8, 2002) (“JEDEC develops technical
standards that will permit DRAM products made by different manufacturers to be interchangeable with each other,
and to be inter-operable on a standardized basis with other computer-system components).

6 This oversimplifies somewhat. In a case where an invention contributes directly to the purpose of a
standard, the invention may be entitled to returns from the standardization. See infra  part II.C.

7 See supra  note 1. Although the F.T.C., in its enforcement efforts in this area, has distinguished the effects
of the invention and the standard, it has also relied on whether the existence of the patent was disclosed: “If a
company misrepresents its patent rights to a standard-setting-organization, thereby leading the organization to
adopt a particular standard that may infringe on the company’s patent rights, the company’s later efforts to take
advantage of market power resulting from the standard, rather than from some inherent value of the patent,”
Analysis of Proposed Consent Order To Aid Public Comment, In re Dell Computer Corp., File No. 931-0097 (F.T.C.
1996). See also  Ted Bridis, FTC to Probe Sun, Rambus On Disclosure, Wall St. J., Sept. 11, 2001, at A16.
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standards for memory technology developed by the Joint Electron Device Engineering Council

(JEDEC), an industry standard-setting organization.3 The claims of Rambus’s patents are directed at

particular implementations of memory devices.4 The JEDEC standards, however, are intended to

provide compatibility or interoperability among the products of different manufacturers.5 Although some

of the demand for the Rambus invention may be due to the technical benefits that it provides, much of

the demand is no doubt due to the benefits of interoperability, which are made possible by the

standardization and would not be possible with the invention alone. Therefore, although Rambus is

entitled to returns from its technical contribution, it is not entitled to returns from the interoperability

provided by the standards.6 This is so even if Rambus did not mislead JEDEC regarding the existence

of its patents, though deception or other inequitable conduct might be an independent reason to deny a

patentee the right to enforce its invention.7



8 As the Supreme Court said recently,  it “has held many times that power gained through some natural and
legal advantage such as a patent, copyright, or business acumen can give rise to liability if ‘a seller exploits his
dominant position in one market to expand his empire into the next.’” Eastman Kodak Co. v. Image Technical Servs.,
Inc., 504 U.S. 451, 479 n.29 (1992) (citations omitted).

9 Mark R. Patterson, When Is Property Intellectual? The Leveraging Problem, 73 S. CAL. L. REV. 1133
(2000); see also Julie E. Cohen & Mark Lemley, Patent Scope and Innovation in the Software Industry, 89 CAL. L.
REV. 1, 25-26 (2001) (relying on same distinction).

10 For a recent discussion distinguishing these three in the context of expert testimony regarding
infringement, see Lucent Technologies, Inc. v. Newbridge Networks Corp., 168 F. Supp. 2d 181, 223-25 (D. Del.
2001).

11 See Patterson, supra  note 9, at 1156-58.
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This problem bears some similarity to the leveraging problem, as reflected in tying law and in

the law of patent misuse. In a typical patent-leveraging context, the problem is one of distinguishing a

patentee’s legitimate return on its invention in a leveraging market from illegitimate efforts to extend its

power to a related, leveraged market.8 I have argued elsewhere that this problem is clarified by

recognizing that the invention itself is generally distinct from the products sold in both the leveraging and

the leveraged markets, and that the legitimacy of the patentee’s leveraging depends whether the

invention is of value in only one of those markets, or in both.9

In the standard-setting context, the market relationships are analogous. Again there are three

“products”: the invention, the standard, and the standardized product.10 But the market effects are more

difficult to distinguish, for two reasons. First, whereas in the leveraging context two of the products —

the leveraging and leveraged products — are typically sold in active markets, in the standard-setting

context it may be that only the standardized product — which both incorporates the invention and

complies with the standard — is actually sold. Second, whereas in the leveraging context the invention

may not be useful in the leveraged product market, in the standard-setting context the invention typically

is used in the ultimate product market, though it is not the only source of demand in that market.11



12 Because the standard-setting process is generally a collective one, involving competitors working
together, the risk of anticompetitive activity is significant, as the Supreme Court has recognized. See, e.g., Allied
Tube & Conduit Corp. v. Indian Head, Inc., 486 U.S. 492 (1988); American Soc’y of Mechanical Eng’rs, Inc. v.
Hydrolevel Corp., 456 U.S. 556 (1982). This risk generally arises, however, not from excluding market participants
from compliance with the standard, but from anticompetitive choices in the standard-setting process.

13 See infra part III.
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Although these differences may make the analysis more difficult, this essay outlines the types of

evidence from which one might reasonably conclude that a patentee is, or is not, extending power

beyond the scope of its patent claims.

Fundamentally, this essay reflects a view that industry standards themselves should be treated in

some respects as a form of intellectual property. Standards possess the two main economic

characteristics of intellectual property, in that they are expensive to create but easy to copy. Although

standards possess other characteristics that may make it undesirable to give them all the legal

protections of intellectual property (particularly the right to exclude),12 a recognition that they share

much of the distinctive character of intellectual property can do much to clarify the issues at stake.

Indeed, because standards resemble intellectual property in an economic sense but are denied its legal

protections, this essay argues that the “owners” of standards — standard-setting organizations —

should have greater freedom in other respects.13

The essay begins by contending in the next two sections that standards, like inventions, provide

independent contributions to the demand for the products in which they are incorporated. Part I below

presents this argument in the doctrinal framework of patent law, and Part II seeks to describe how the

factual implications of the argument can be addressed. Part III then argues that the right to negotiate on

behalf of a standard should be given to its “owner,” which in most cases will be the standard-setting

organization. That is, the organization should be permitted to negotiate on behalf of its members’



14 One contract-based approach is that participation in the standard-setting process resulted in a contract
between the patentee and the standard-setting body, and that those who use the standard are third-party
beneficiaries of that contract. See  Memorandum Opinion at *5, Rambus, Inc. v. Infineon Technologies AG, No.
3:00CV524 (E.D. Va. Aug. 9, 2001), <http://www.rambusite.com/RambusVsInfineon/Docket_400.htm>. 

15 For example, in a recent case the defendant argued that to the extent that the patents at issue were
adopted as industry standards, the patentee “had an obligation to license its standards patents on reasonable,
nondiscriminatory terms.” Lucent Techs., Inc. v. Newbridge Networks Corp., 168 F. Supp. 2d 181, 264 (D. Del. 2001).

16 The federal policy is set forth in Office of Management and Budget Circular No. A-119, 63 Fed. Reg. 8545,
8553-58 (Feb. 19, 1998). It requires that the agencies “must use voluntary consensus standards in lieu of
government-unique standards . . . except where inconsistent with law or otherwise impractical.” Id. § 6, 63 Fed. Reg.
at 8554. “Voluntary consensus standards” are defined by several characteristics, among which the most relevant
here is that they include “provisions requiring that owners of relevant intellectual property have agreed to make that
intellectual property available on a non-discriminatory, royalty-free or reasonable royalty basis to all interested
parties.” Id. § 4a, 63 Fed. Reg. at 8554. 
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collective interests, just as a patentee can negotiate on behalf of its licensees’ collective interests.

Finally, Part IV discusses the effect that adoption of these proposals would have on the incentives of

patentees and standard-setting organizations.

I.  THE CURRENT FRAMEWORK

The background rules for the incorporation of patented inventions in industry standards are

established by two sources. First, patent law establishes the rules that determine damages in the case of

infringement. Those rules not only govern in the infringement context, but also influence the incentives of

patentees and potential licensees in the standard-setting process. Second, the rules of standard-setting

bodies can affect, through contract or perhaps a fraud-based theory,14 the success of patentees’ efforts

to demand license fees for their inventions.15 The federal government also requires that when federal

agencies use private standards, the standard-setting process should comply with certain procedures,

including a requirement that licenses be made royalty-free or at a “reasonable” royalty.16



17 Rite-Hite. Corp. v. Kelley Co., Inc., 56 F.3d 1538, 1569 (Fed. Cir. 1995) (Nies, dissenting in part).
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A. Patent Law

Patent law has not addressed the precise problem posed by the incorporation of inventions in

standards. This problem can be characterized as the difficulty of allocating entitlements to the benefits of

an invention, when some of those benefits derive not from the contribution of the inventor but from

actions of others. That is, even where the fact of infringement is clear, it may not be accurate to

characterize all of the infringers’ profits as due to the infringement, or to use the demand for the

invention as a determinant of the patentee’s entitlement to a royalty.

Patent law has, however, addressed a somewhat similar problem. Specifically, the law

applicable to the calculation of damages for infringement requires that the source of the demand for the

patentee’s product be considered. In the Federal Circuit, “lost profit awards have been dependent,

inter alia, on proof that consumer demand for the patentee’s goods is created by the advantages of the

patented invention.”17 This rule is usually applied where the allegedly infringing product includes not only

the invention but some other desirable feature. The standard-setting context is different, and more

difficult, in that if the invention is incorporated in the standard, the two are not distinct, as an invention

and some other feature of a product can be. Hence, in the standard-setting context, there is in fact

demand for the invention, even if the demand does not exist because of the invention.

Nevertheless, the same principle is applicable in both contexts. For the source of demand to be

the “invention” for patent law purposes, it should be for the technical advance made by the invention, as

reflected in the patent claims. This seems the fairest reading of the statement quoted above, in that “the

advantages of the patented invention” are presumably those that are inherent in the invention, and would



18 That is so unless the invention contributes to the performance of the standard. See infra  part II.C.

19 Panduit Corp. v. Stahlin Bros. Fibre Works, Inc., 575 F.2d 1152, 1159 (6th Cir. 1978) (quoting United States
Frumentum Co. v. Lauhoff, 216 F. 610, 617 (6th Cir. 1914)).

20 See Georgia-Pacific Corp. v. United States Plywood Corp., 318 F. Supp. 1116  (S.D.N.Y. 1970) (listing
among the factors to be used in calculating a reasonable royalty “[t]he portion of the realizable profit that should be
credited to the invention as distinguished from non-patented elements, the manufacturing process, business risks, or
significant features or improvements added by the infringer”).

21 King Instruments Corp. v. Perego, 65 F.3d 941, 952 (Fed. Cir. 1995).

22 Some standards are directed not at interoperability, but at establishing minimum performance levels.
Although this essay focuses primarily on interoperability standards, I discuss below the different problems
presented by  performance standards. See infra  text accompanying notes 70-73.
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not include the fact that it happened to be incorporated into an industry standard.18 This interpretation is

equally applicable in the context of the calculation of a reasonable royalty (as distinguished from lost

profits), where among the factors to be considered are the invention’s “usefulness and commercial value

as shown by its advantages over other things.”19 Although it is not logically impossible that in these

statements the “advantages” of an invention could include not just its inherent technical advantages but

also its advantages in appropriating value from the efforts of others,20 that interpretation would be

inconsistent with other principles.

Most basically, “[t]o recover lost profits damages for patent infringement, the patent owner

must show that it would have received the additional profits ‘but for’ the infringement.”21 Suppose that

the case is one involving sales by a number of infringing sellers of products that comply with an industry

standard and incorporate the patentee’s invention. Suppose also that some portion of the demand for

the infringers’ products is created by the interoperability made possible by the products’ compliance

with the standard, and that compliance with the standard requires incorporation of the invention. In that

case, the patentee would not be able to show that it would have made the sales but for the infringement.

The advantages of interoperability would not exist unless there were multiple sellers,22 so that but for the



23 In theory, if the patentee had licensed some sellers, it could perhaps recover damages for lost profits
based on the sales of others, in that the (limited) licensing might be sufficient to create the additional
interoperability-based demand. But see infra  part III.

24 Cable Electric Products, Inc. v. Genmark, Inc., 770 F.2d 1015, 1027 (Fed. Cir. 1985).

25 932 F.2d 1453 (Fed. Cir. 1991).

26 The existence of non-infringing alternatives is part of the damages inquiry because the absence of such
alternatives “tends to prove that the patentee would not have lost the sales to a non-infringing third party rather
than to the infringer.” Rite-Hite Corp. v. Kelley Co., 56 F.3d 1538, 1548 (Fed. Cir. 1995).
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infringement, sales would have been significantly lower. Therefore, the  patentee of an invention

incorporated in a standard often will not be able to show that it is entitled to the profits of infringers

complying with the standard.23

A somewhat similar inquiry into the source of demand is applied in the law of obviousness. One

of the factors that can be considered in the obviousness inquiry is the commercial success of the

invention. The rationale for the use of the commercial success test is that an invention that meets with

such success was presumably nonobvious, else the commercial need would previously have been met.

The law recognizes, though, that for this test to serve its intended purpose, the success of the product in

which the invention at issue is embodied must be due to the invention, not to some other factor. Thus,

the Federal Circuit has said that commercial success “must be shown to have in some way been due to

the nature of the claimed invention, as opposed to other economic and commercial factors unrelated to

the technical quality of the patented subject matter.”24 This reference to the invention’s “technical

quality” appears to exclude advantages that arise from some other source.

Returning to the damages context, other Federal Circuit statements, though not always very

clear, also support a focus on the technical aspects of the invention. For example, in Slimfold Mfg. Co.

v. Kinkead Industries, Inc.,25 the Federal Circuit affirmed the district court’s conclusion that there

were acceptable non-infringing alternatives26 because, the court said, the patentee “failed to show that



27 932 F.2d at 1458.

28 1990 U.S. Dist. LEXIS 17968, 16 U.S.P.Q.2d 1481 (D. Mass. 1990).

29 Id. at *43-*44 (emphasis added; citations omitted).

30 Tec Air, Inc. v. Denso Mfg. Michigan Inc., 192 F.3d 1353, 1362 (Fed. Cir. 1999).
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buyers of bi-fold metal doors specifically want a door having the advantages of the Ford patent.”27 The

reference to the “patent,” rather than the invention, suggests that the advantages that are relevant are

those made possible by the claims of the patent and would not include the benefits of standardization. 

The district courts, too, have made statements that appear to distinguish between the patentee’s

contribution and other technical factors. For example, in Polaroid Corp. v. Eastman Kodak Co.,28

the court addressed the proof required of the plaintiff:

The patent holder must show that it had the marketing capability to make the sales. Typically
this requires proof of factors such as an adequate distribution system and sales personnel. This
factual inquiry is consistent with the role of marketing in markets where demand is relatively
inelastic or dependent on variables outside the seller’s control, such as a rate of new
construction or population growth.29

The reference to factors “outside the seller’s control” suggests that the patentee is not entitled to returns

from such factors, which would include industry standardization efforts.

One might take the position that even if some of the demand for the patented invention derives

from its standardization, rather than from its technical merits, the two are functionally related, so that the

patentee is entitled to returns from both. After all, the Federal Circuit has said that the “entire market

rule” applies when “the patented and unpatented components together are ‘analogous to components of

a single assembly,’ ‘parts of a complete machine,’ or ‘constitute a functional unit,’ but not where the

unpatented components ‘have essentially no functional relationship to the patented invention and . . .

may have been sold with an infringing device only as a matter of convenience or business advantage.’”30



31 This issue is taken up in more detail in part II.C. infra .

32 See generally Robert P. Merges & Richard R. Nelson, On the Complex Economics of Patent Scope, 90
COLUM. L. REV. 839 (1990).

33 Id. at 860-68.

34 Id. at 866 n.118.
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This principle should only apply, though, when the demand for the product derives from the larger

“functional relationship.” In the standardization context, even where there is a functional relationship

between the invention and the standard, the demand for the standard is in many cases not related to the

functional factors at all, but derives from the basic fact of standardization.31

Another way to approach this issue is to consider it simply as a question of patent scope.32

More specifically, one might consider whether the reverse doctrine of equivalents should bar extension

of a patent covering a technical innovation to the use of that innovation in an industry standard. As

Merges and Nelson have argued, the reverse doctrine of equivalents can be viewed as a means of

avoiding holdups that could deter innovation.33 The application of the reverse doctrine of equivalents in

this context would not be a traditional one, in that it would not eliminate infringement liability entirely, but

would only limit that liability to the returns on the patent’s technical contribution. 

In that respect, it would, as Merges and Nelson suggest, resemble a compulsory licensing

scheme.34 Although, as they say, the U.S. patent law does not explicitly provide for compulsory

licensing, the approach to damages discussed above can result in something similar. Such a result does

not seem unfair, in that in most of the cases in which patentees have sought to enforce patents that have

been incorporated in standards, the patentees have been members of the standard-setting organizations.

As a result, they would in most cases have agreed to license on reasonable and non-discriminatory



35 See infra  part I.B.

36 See Patterson, supra  note 9, at 1148-52. For a discussion of the possibility that an invention might indeed
provide benefits to interoperability, see part II.C infra .

37 This shift is not universal, however. The World Wide Web consortium recently abandoned a proposal
for a RAND policy, in favor of a royalty-free one. See Margaret Kane, W3C retreats from royalty policy,
<http://news.com.com/2100-1023-845023.html>; W3C, Patent Policy Working Group Royalty-Free Patent Policy,
<http://www.w3.org/TR/2002/WD-patent-policy-20020226/>.

38 See, e.g., IETF - Section 10 of RFC 2026 (Internet Standards Process), § 10.3.3
<http://www.ietf.org/IESG/Section10.txt> (“The IESG will not make any explicit determination that the assurance of
reasonable and non-discriminatory terms for the use of a technology has been fulfilled in practice. It will instead use
the normal requirements for the advancement of Internet Standards to verify that the terms for use are reasonable.”);
ITU Statement on TSB Patent Policy, Patent Declaration Forms and Guidelines for the implementation of the TSB
patent policy, § 2.2 <http://www.itu.int/itudoc/itu-t/circ/circ5/245_ww9.doc> (“The patent holder is not prepared to
waive his rights but would be willing to negotiate licenses with other parties on a non-discriminatory basis on
reasonable terms and conditions. Such negotiations are left to the parties concerned and are performed outside the
ITU-T.”); American National Standards Institute, Procedures for the Development and Coordination of American
National Standards § 1.2.11.1, <http://www.ansi.org/public/library/std_proc/anspro/due_proc1.html>. The same is
true of some commentary on this issue. See Mueller, supra note 1, at 933 (stating that “some competent authority
must set a licensing fee structure that will determine the patentee's remuneration,” but not proposing any criteria for
that determination).
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terms,35 and a wholesale refusal to license would not be at issue. Even where there were no such

agreements, though, a refusal to license would be outside the scope of a patent that was directed at a

technical contribution, rather than at interoperability.36

B. Standard-Setting Organization Rules

Some standard-setting bodies are moving away from policies requiring their members to agree

to royalty-free licensing and are instead adopting policies requiring “reasonable and non-discriminatory”

(RAND) licensing.37 Although the “non-discriminatory” element of these policies is straightforward,

requiring that patentees license to all on the same terms, the definition of “reasonable” is not so clear.

Moreover, the standard-setting bodies themselves make little effort to define the term.38 Indeed, the

American National Standards Institute (ANSI) says that determination of reasonableness is not a



39 ANSI apparently believes that reasonableness is a subject only for the parties to a license:

It should be reiterated, however, that the determination of specific license terms and conditions, and the
evaluation of whether such license terms and conditions are reasonable and demonstrably free of unfair
discrimination, are not matters that are properly the subject of discussion or debate at a development
meeting. Such matters should be determined only by the prospective parties to each license or, if necessary,
by an appeal challenging whether compliance with the Patent Policy has been achieved. 

Guidelines for Implementation of the ANSI Patent Policy: An Aid to More Efficient and Effective Standards
Development In Fields That May Involve Patented Technology, part III.B,
<http://www.ansi.org/public/library/guides/ppguide.html> (hereinafter, ANSI Guidelines). 

Although the ANSI Guidelines do not explain further the rationale for this approach, the organization may
be concerned about antitrust issues. Cf. infra part III; Sony Electronics, Inc. v. Soundview Technologies, Inc., 157 F.
Supp. 2d 190 (D. Conn. 2001) (noting patentee’s allegations that a standards organization and its members conspired
“to ‘avoid unreasonable royalty demands’” on the members). On the other hand, ANSI will apparently consider the
reasonableness of standards outside the initial standard-setting process, stating that a decision on reasonableness
“is the exclusive province of the Board of Standards Review (or, on appeal, the ANSI Appeals Board).” ANSI
Guidelines, supra , part II.

40 A recent article made a somewhat similar point. See Prywes, supra note 1, at 17 (“The determination of a
reasonable royalty must take into account he benefits of standardization to the patent-holder at the time a standard
is being developed.”) The focus of Prywes, however, is on supply, rather than demand: “A patent-holder . . . usually
stands to benefit from the adoption of its design as an industry standard, because that status will promote greater
production and, in turn, lower costs for items needed for the patent-holder’s own products.” Id. (A footnote that
Prywes adds to this statement refers to network effects, which are a demand-side phenomenon, but Prywes
discusses only costs.)

41 International Telecommunication Union, Telecommunication Standardization Bureau, Statement on TSB
Patent Policy, Patent Declaration Forms[,] and Guidelines for the implementation of the TSB patent policy,
<http://www.itu.int/itudoc/itu-t/circ/circ5/245_ww9.doc>.
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proper subject for the standard-setting process.39 As a result, it is unclear whether the standard-setting

bodies would approve (or mandate) an approach like that described in the previous section.

Where an attempt is made to define “reasonable,” however, the focus is on factors that

contribute to the patentee’s technical contribution, not to those related to standardization.40 For

example, the International Telecommunication Union, which has a RAND policy, states that “in order to

define what is fair and ‘reasonable’ in a given case, one needs to know development and manufacturing

costs, profits, etc.”41 The “development and manufacturing costs” of an invention would presumably be

unrelated to its incorporation in an industry standard. Furthermore, although the “profits” from an

invention could be greater if the patentee were viewed as entitled to returns from standardization, the



42 In Rambus, the standard-setting organization, JEDEC, said in an amicus brief that a previous court had
stated that “JEDEC’s adoption of an item as an industry standard can vastly increase demand for that item, in some
cases into a ‘multi-billion dollar market.’” Amicus Curiae Brief of JEDEC Solid State Technology Association in
Support of Appellees 11, Rambus Inc. v. Infineon Technologies AG, Nos. 01-1449, 01-1583, 01-1604 (Fed. Cir. Feb. 8,
2002) (citing and quoting Wang Laboratories, Inc. v. Mitsubishi Electronics America, Inc., 103 F.3d 1571, 1579) (Fed.
Cir. 1997). In fact, Wang did not say that the size of the market in that case was a result of the adoption of a standard,
but the basic point is no doubt a valid one.
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mention of profits in the context of costs may be intended to refer to previous — i.e., pre-

standardization — profits, which would reduce the post-standardization royalty that would be required

to provide the patentee with a reasonable rate of return.

II.  INVENTIONS AND STANDARDS

The purpose of the analysis presented in this section is to provide an approach to determining if

it is the technical advance of the patentee’s invention that creates the demand for a license, or if that

demand is instead the product of the adoption of a standard that happened to incorporate the

invention.42 In some markets, there might be direct evidence from which this determination can be

made. For example, consider the following table, the cells of which represent products that might be

sold, in the several possible combinations of incorporation of the invention and compliance with the

standard:



43 In a real market, of course, one could rarely characterize demand as a single value, because demand often
differs for different consumers. This approach is a helpful simplification, though, and it may even be plausible for
some markets. If, for example, the product at issue is incorporated as part of a larger product, and if it is a small part
of that larger product, the value of the incorporated product may be consistent across buyers. This might be the
case, for example, of a product like the VL Bus, which was at issue in the Dell case, in that the bus was a small part of
a larger computer product.
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does not
incorporate a
patented invention

incorporates 
patented invention I

incorporates
alternative
patented invention Ia

does not comply
with standard

A: demand: $6 
cost: $5

B: demand: $7
cost: $5

C: demand: $9
cost: $6

complies
with chosen
standard S

D: demand: $9
cost: $8

E: demand: $10
cost: $6

F: demand: $9
cost: $6

complies with
alternative,
unchosen
standard Sa

G: demand: $8
cost: $7

For each cell’s hypothetical product, the table provides a hypothetical cost of manufacture and a

hypothetical value for buyer demand (or willingness to pay).43 Although the numbers chosen are

hypothetical, the relationships among them are intended to be plausible.

If the information in the cells of this table were available and known for a market, one could

draw conclusions about the value of patented invention I. For example, if the market characteristics

were as shown, the cost advantage provided by invention I in complying with the standard (i.e., E’s

cost, without license, of $6, as compared to D’s cost of $7) would show that the invention provided

value in itself. And the greater demand for a standardized product that incorporates invention I, as

distinguished from a product that does not incorporate any invention or incorporates alternative

invention Ia, also shows that invention I has independent value.



44 See infra  parts III & IV.
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Unfortunately, it will be the rare case in which such information is available. For example, in a

case in which the invention and the standard are coextensive, the possibility of complying with the

standard without incorporating the invention does not exist. (Even in some such cases, though, a

variation on this analysis can be helpful, as discussed below.) Nevertheless, consideration of these

(perhaps hypothetical) products is necessary to distinguish desirable licensing of technical advances

from opportunistic exploitation of standardization. In many instances, it may be possible to infer

approximations of the values in the table. Even more importantly, the principles of the analysis could

provide an appropriate background for licensing negotiations, even where the data for precise

application of the principles is unavailable.44

As the discussion above indicates, if an invention is considered independently of the standard in

which it is incorporated, the invention can provide value either by reducing the cost of compliance with

the standard or by increasing the attractiveness of the standardized product. Either possibility creates

demand for the invention by sellers of the standardized product. In the former case, though, there is no

independent demand for the invention by downstream buyers of the standardized product, who are

indifferent regarding the means of complying with the standard. Only when the invention has

independent technical value will there be buyers who provide a demand for the invention above and

beyond the demand for the standard.

These two possibilities present different problems in inferring the importance of the invention. In

many, and perhaps most, of the cases in which the demand for the invention can be said to be due

purely to cost savings in complying with the invention, the invention and the standard are coextensive.



45 Id. at 1459.
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Therefore, the importance of the invention is indistinguishable from the importance of the standard,

which one can assess by considering alternative standards. Where the invention provides technical

benefits beyond those provided by the standard, on the other hand, it can be more fruitful to consider

alternative means of complying with the standard. Each of these possibilities is discussed below, as is a

third problem, that of assessing an invention that provides benefits that are directed specifically at the

improved performance or the interoperability that is the goal of its related standard.

A. Demand from Cost Savings

The amount by which a patented invention reduces the cost of complying with a standard is in

principle subject to objective measurement. One could use comparative cost measures to determine the

value of the patentee’s contribution and thus the license fees to which it is entitled. One might question

whether the statements from the courts in patent damages cases, which, as discussed above, have

generally focused on the source of demand for an invention, are relevant where the invention’s

advantage lies in cost reduction. However, an invention’s capacity for reducing costs for buyers will in

fact create demand for the invention. The demand is defined, though, by the cost reduction that the

invention makes possible. This point was acknowledged by the Federal Circuit in Slimfold, where it

said that “the advantage of the Ford invention was primarily a manufacturing advantage . . . and did not

greatly increase the value of the entire door.”45

The most straightforward circumstances in which cost savings can be measured are those in

which there are alternative means of attaining compliance. For example, in the table above, where it is

possible to comply with the standard without using any patented invention, at a cost of $7 (cell D), but



46 The ongoing Rambus litigation apparently presents an example of this situation. See Tony Smith,
Rambus' 'very high' DDR royalty revealed, <http://www.theregister.co.uk/content/3/18706.html> (reporting that
Rambus was charging a royalty of 3.5% of sales for rights to patents that had been incorporated in a standard, as
compared with a 0.75% rate for some of its other patents).

47 At least in some cases evidence of such non-infringing alternatives may be available. See Federal Trade
Commission, Statement, June 17, 1996, <http://www.ftc.gov/opa/1996/9606/dell2.htm> (describing the Dell case as
one in which “there is evidence that the association would have implemented a different non-proprietary design had
it been informed of the patent conflict during the certification process”).
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use of invention I allows compliance at a cost of $6 (cell E), the invention provides a cost savings of $1.

The patentee is certainly entitled to a license fee of $1 for the use of its invention in these circumstances,

at least if the existence of the patent was known when the standard was adopted, or if the invention was

unknown (in which case there would have been no reliance in selecting the standard on the existence of

that invention).

If the existence of the patent was not known to the standard-setting organization, but the

organization relied on the ability to comply with the standard by using the invention, the situation is more

complicated. In this case, the problem is that the invention is unexpectedly expensive,46 and therefore

compliance with the standard may also be unexpectedly expensive. In some cases, this may occur

because the cost difference between compliance with the invention and without it is great; in

others—perhaps the majority—it will occur because the invention is the standard. In either case, the

problem becomes one of evaluating the possibility of alternative standards (not of evaluating the

possibility of alternative means of compliance with the standard).

For example, suppose that the standard-setting organization relied on the ability to comply with

standard S at a cost of $6 in selecting that standard (cell E in the table). That is, suppose that the

organization knew of and could have selected an alternative standard Sa that cost $7 (in cell G).47 So

long as compliance with S at a cost of $6 is possible, there may be no reason to consider Sa, but
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knowledge that compliance with S would cost $8 (cell D, or cell E with a license) could provide such a

reason. (If the $1 cost difference seems insufficient, one can imagine a much higher difference. When S

is identical to I, and the patentee refuses to license, the cost is infinite.) If an alternative standard was

actually considered by the organization, and was rejected on the basis of cost only, limiting the patentee

to a license fee of only $1 (the cost difference between D, the chosen standard, and G, the alternative)

seems straightforward. 

The circumstances are more difficult when such an alternative was not actually considered. The

question then is one of hypothetical non-infringing alternatives: if there had been disclosure of the

patent, and therefore of the higher-than-expected cost, would the standard-setting organization have

chosen a different standard that would have served as such an non-infringing alternative? At least if the

patentee was not part of the standard-setting organization, the purpose of asking this question is not to

determine whether the patentee behaved unethically — it had no obligation to disclose — but to

determine just how much its invention contributed to the demand for the invention. If, with knowledge

of the patent, the standard-setting organization would have found a non-infringing alternative, it is fair to

infer that the demand for the standard is not due to the incorporation in it of the patentee’s invention.

The patentee should be free to contest such an inference, though. For example, the patentee

might argue that the circumstances are as shown in the table above. As described above, the selection

of Sa would have provided a noninfringing alternative that would have achieved one-half of the cost

savings provided by invention I in standard S; as a result, the patentee of I would be entitled only to the

$1 in cost savings that its invention provides. But the demand for the standard Sa in cell G is less than

the demand for the standard S (incorporating invention I) in cell E. If the greater demand for standard S



48 These allocations of the burden of proof are generally consistent, or at least not inconsistent, with
current law. As the Federal Circuit has said, the patentee generally has the burden of showing that the four Panduit
factors (one of which is the absence of a noninfringing alternative) are met. Rite-Hite. Corp. v. Kelley Co., Inc., 56
F.3d 1538, 1545 (Fed. Cir. 1995). “The burden then shifts to the infringer to show that the inference is unreasonable
for some or all of the lost sales.” Id. (citation omitted).

Here, where the noninfringing alternative is a hypothetical one, the patentee would generally meet its
burden by showing the absence of any actual noninfringing alternative. Therefore, the burden would be on the
infringer to show that the inference of damages was an unreasonable one, as by showing that the standard-setting
organization would have chosen a noninfringing alternative if it had had information about the patent. But if the
patentee was a member of the organization, the approach proposed here would provide for a re-shifting of the
burden to the infringer. One could view this approach as conforming to the Rite-Hite analysis simply by treating a
showing of the patentee-member’s nondisclosure as a showing that the inference of damages was unreasonable.
The patentee could then show once again that the inference was reasonable by showing that no noninfringing
alternative would have been chosen.
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is due to the technical contribution of invention I, the patentee would be entitled to the revenue from that

greater demand; this issue is taken up in more detail in the next section.

Although the principles described above are applicable regardless of whether the patentee is a

member of the standard-setting organization, organization membership is not irrelevant. The principles

above depend on arguments regarding the existence of a possible alternative standard (Sa). Those

arguments will always be somewhat difficult for the parties to make, given their hypothetical nature, so

the allocation of burdens of proof will be important. If the patentee is not part of the standard-setting

organization, it seems appropriate to allocate the initial burden of showing that an alternative standard

could have been chosen to the defendant infringer (or to the standard-setting organization itself). But if

the patentee is a member of the standard-setting organization, it is reasonable to charge it with acting so

as to facilitate the organization’s process. Consequently, if by its nondisclosure it fails to do that, it is

reasonable to require, if it later brings an infringement suit, that it bear the burden of showing that no

alternative standard would have been chosen had it disclosed.48



49 Amicus Curiae Brief of JEDEC Solid State Technology Association in Support of Appellees, Rambus Inc.
v. Infineon Technologies AG, Nos. 01-1449, 01-1583, 01-1604 (Fed. Cir. Feb. 8, 2002).

50 The brief says only that a court should impose “suitable remedies,” id. at 14, but it cites with approval a
number of cases in which courts have not enforced patents in such circumstances, id. at 11-13.

51 Id. at 6.

52 Id. 

53 Id. 

54 If the policy merely requires that the patentee will license its patent on some terms, rather than refuse to
license it entirely, the term “reasonable” should be said to have no meaningful content. But the policy might in fact
not contemplate any such meaning, if its focus is on ensuring that patentees act nondiscriminatorily.
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This burden is nevertheless less severe than some would impose. For example, JEDEC, the

relevant standard-setting organization in the Rambus case, filed an amicus brief49 in that case implying

(though not quite saying) that nondisclosure should make a patent unenforceable.50 JEDEC argues, as

suggested above, that with knowledge of the existence of patent protection for technology it is

considering, it might “seek to use alternative technology that is not saddled with actual or potential

patent rights.”51 It also acknowledges, though, that “[i]n some cases . . ., the technology that is the

subject of a patent or patent application may be technically superior to alternatives.”52 This presents the

standard-setting organization’s dilemma: the organization would prefer to avoid patented inventions, but

to do so might result in a standard with significantly less technical merit.

JEDEC says, however, that its policy requires that it will use such technology only if the

patentee agrees to a royalty-free or reasonable-and-nondiscriminatory licensing policy.53 At the outset,

it is difficult to assess this policy, given the lack of specificity for what “reasonable” means. But to the

extent that the requirement contemplates any meaningful content for the term “reasonable,”54 it seems an

undesirably strict policy. Even if the patentee demands licensing revenues that are greater than those to

which its contributions in cost reductions (and technical advantages, as discussed in the next section)



55 For example, the W3C Patent Policy Framework requires disclosure from all W3C members:

W3C Members agree to use good faith efforts to disclose all patents known to them which may contain
Essential Claims. Disclosure obligations stated here cover:

1.W3C Members: whether or not they are part of a given Working Group 
2.Working Group participants: individuals, whether or not they are in good standing, who have
joined a Working Group, and their alternates 
3.Working Group contributors: Working Group members who make formal contributions to a
Working Group  

W3C Patent Policy Framework § 7 (W3C Working Draft, Aug. 16, 2001),
<http://www.w3.org/TR/2001/WD-patent-policy-20010816/>.

A W3C member has formally objected to this approach:

The draft Patent Policy Framework includes an onerous membership-wide RAND (reasonable and
non-discriminatory) licensing commitment that unreasonably burdens a significant portion of the W3C
Membership that participate in only a subset of the W3C’s working groups.  Under the current draft, a
member is required to offer a license on all W3C Recommendations whether or not the member had any
involvement in the development of those Recommendations.  We propose an alternative arrangement in
which working group participants would be required to offer a RAND license only for those
Recommendations produced by a working group in which the member participated. The disclosure
requirements under Section 3.2 would still pertain to the W3C Membership as a whole. 

Formal Objection, <http://www.w3.org/2001/08/ppwg-fo2-16July2001.html>.
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entitle it, the adoption of the standard may be beneficial. That is, referring to the table, cell E may be an

improvement over cell A (or B), even if the patentee demands more than the $1 in licensing revenue to

which it is entitled by the cost reduction that its invention provides. If so, an organization that refused to

use the invention would be shooting itself in the foot if there were no acceptable alternative standard G.

The approach proposed here — to require the patentee to prove that in fact there was no alternative

standard — avoids that danger, while still ensuring that the standard-setting organization does not

unnecessarily suffer from exploitation by patentees.

Moreover, this analysis throws some light on the approach of those standard-setting

organizations that require disclosure of patented inventions that are relevant to particular standard-

setting activities, regardless of whether the patentee is itself a part of those particular activities. Some

organization members oppose these policies,55 presumably on the ground that if they do not participate

in particular standard-setting efforts, they cannot deceptively promote standards that would incorporate



56 The significance of this latter assumption is explained in the text following note 57 infra .
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their patents. But the approach described above places the burden on the patentee not so much as a

penalty for any particular act of deception as because of a more general facilitation of the standard-

setting process. By joining a standard-setting organization, an organization member presumptively

commits itself to that goal, and presumably benefits in its industry relations from that commitment. It

therefore should not be permitted to disavow its commitment later, when it sees an opportunity for

profit. The adoption by standard-setting organizations of general — i.e., non-standard-specific —

disclosure policies is consistent with this understanding.

B. Demand from Technical Advantages

In many instances, the demand for a patented invention will arise not from any cost savings that

it provides in complying with a standard, but from its particular contributions to the desirability of the

standardized product. Generally speaking, it is more difficult to derive objective measures of the

demand for an invention than it is to derive such measures of the cost savings it provides.  Nevertheless,

it is possible in some circumstances to distinguish demand for an invention and demand for a standard,

even where the invention and the standard coincide. 

Suppose, referring to the table above, that three approaches, A, C, and E, are known to

accomplish a particular goal, and that C and E are patented, but that the existence of the patent

protection for E is not known.56 Suppose further that A and C are the approaches that have generally

been adopted by those in the industry, but that an industry standardization effort selects a standard

based on E (perhaps to avoid giving an advantage to the users of either A or C). Consumers demand

the standardized product, and the industry switches to E. Under these circumstances, the fact that users



57 The possibility that the standard might have been made possible only by the existence of E, so that E
should be entitled even to the returns from standardization., is discussed below See infra  part II.C.

58 IBM, for example, takes this approach , at least in some instances. Its statement regarding licensing of a
patent that it believes is relevant to the standard-setting activities of the Internet Engineering Task Force states that
“IBM is willing upon written request to grant a nonexclusive license under such patents on a nondiscriminatory
basis and on reasonable terms and conditions, including its then-current terms and royalty rates.” See
<http://www.ietf.org/ietf/IPR/IBM-SNMP>. 
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had not selected E before it was chosen as a standard, but did so after it became the standard, suggests

that their later choice of E was not due to its intrinsic value but to the standardization.57 Moreover, the

initial secrecy of the patent supports this conclusion, because it indicates that E was not avoided by the

industry merely to avoid the payment of licensing fees for E.

If E had been widely used even before its adoption as a standard, the situation would be more

complicated. In such circumstances, one might be able to conclude that E was adopted for its intrinsic

value, but if the patent on E were secret, one could not conclude that the demand for E was sufficient

to give the patentee power to impose any particular licensing terms. That is, one cannot conclude from

users’ adoption of an invention when the use of it is free, that they would also be willing to pay for it.

For that reason, the use of a patented invention prior to its standardization does not justify the

patentee’s post-standardization imposition of more onerous licensing terms.

The patentee would, however, be justified in continuing to impose whatever licensing terms it

imposed before standardization.58 That is, suppose that I had been adopted by some, but not all, users

before being adopted into a standard. Suppose also that after I’s adoption as a standard, the other

users sought also to license it. If those users had previously used some technology other than I, and in

fact had declined to license I on its pre-standardization terms, they might contend that, for them, it was

I’s value as a standard, not as technology, that they sought. But even if they did not prefer the

technology of I over other alternatives, given their relative pre-standardization prices, the pre-



59 2000 U.S. Dist. LEXIS 5070, 55 U.S.P.Q.2d 1011 (N.D. Cal. 2000).

60 Id. at *23-*24.

61 Id. at *21.
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standardization license terms of I are still the best estimate of its value. That is particularly so in that I

might have technological benefits in a standardized context that it did not have when there was no

standard. This is reflected in the table in the greater demand for E over F (or D), though the demand for

B was less than that for C.

It must be clear, though, that the pre-standardization terms represent an objective estimate of

value. For example, the court in Townshend v. Rockwell International Corp.59 might too readily have

accepted an argument along this line, where the alleged infringer argued that the patentee had sought

unfair licensing terms after adoption of a standard:

Even if the [c]ourt were to consider the unfair terms alleged by [the alleged infringer],
the [c]ourt finds that these terms do not state an injury to competition. First, with respect to the
proposed royalty rates, the [c]ourt notes the initial licensing proposal dated September 1997
sought a maximum $1.25 per-unit royalty for client-end products and a maximum $9.00 per-
port royalty for server-end products. In September 1998, after the V.90 standard had been
adopted, [the patentee] submitted a revised licensing proposal which sought a maximum $1.25
per-unit royalty for client-end products and a maximum $2.50 per-port royalty for server-end
products.60 

If the court meant to suggest here that the absence of any royalty increase after adoption of the

standard was evidence of the reasonableness of the terms, that was incorrect. The initial licensing

proposal was submitted to the standard-setting organization,61 and thus was made against the

(anticipated) background of the standardization. For pre-standardization licensing terms to be

significant, they must have been determined prior to any effect, actual or anticipated, of standardization. 



62 It is also possible to infer, with at least some confidence, whether a standard-setting organization would
have adopted an alternative standard.
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That is not to say, however, that if the patentee did not seek license fees prior to

standardization, it would never be justified in demanding such fees after standardization. In such

circumstances, the analysis could rely on inferences from the post-standardization market. But this is

only possible in certain circumstances. When cost savings are the issue, as discussed in the previous

section, one can hypothesize alternative standards, because one can objectively evaluate the cost of

compliance with hypothetical standards.62 In contrast, it is more difficult to estimate the demand for

hypothetical inventions or standards. Therefore, only where the post-standardization market presents

actual alternatives can one reliably estimate the relative significance of the invention and the standard.

As an example of an instance where such an alternative is available, suppose, referring again to

the table, that it is possible to comply with the standard either by using invention I or without using any

invention. Suppose also, as shown in the table, that the alternatives for compliance with the standard are

D and E, that the cost of compliance with D is $7, and that the cost of compliance with E is $6. Under

these circumstances, the patentee would presumably demand, and users would pay, a license fee of at

least $1 for E. If the license fee paid exceeded $1, one could assume that I was licensed for its

technical contribution, as well as (or rather than) for the cost savings that it provided. Therefore, the

patentee’s entitlement to the $1 from cost savings would be determined under the principles described

in the previous section, but the patentee would be entitled to any license fees beyond the $1, because

those fees would be due to demand for the invention’s technical contribution.

Similar inferences can be drawn from alternatives that appear subsequent to standardization,

though the process is somewhat more complicated. For example, suppose that there is no alternative D,



63 That is, E’s total contribution, relative to F, is $1, and its relative cost savings contribution is $2.
Therefore, its relative technical contribution is –$1. Because F’s (absolute) total contribution is $2, its technical
contribution can be no more than $2, and E’s therefore can be no more than $1.

64 See Michael C. Battilana, The GIF Controversy: A Software Developer’s Perspective,
<http://cloanto.com/users/mcb/19950127giflzw.html> (visited Nov. 13, 2001).

65 Id. 

66 Id. 
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but that after standardization, an alternative invention Ia is created that allows compliance with the

standard, as in cell F in the table. Suppose that F is licensed for $2, and that E had been licensed for

$3. If consumers chose F over E under these conditions, one could infer that the combination of E’s

cost savings and technical advantages was no more than $1 greater than the same combination for F.

Therefore, one could use the relative costs of practicing E and F to determine how much buyers would

be willing to pay for E’s technical advantages. For example, suppose that the cost to comply with the

standard were the same for E and F (absent license fees). One could then infer that E’s technical

contributions were valued by buyers at no more than $1 more than F’s. More significantly, if the cost to

comply with the standard were $2 less for E than for F (as if the cost in cell F of the table were $8),

one could infer that E’s technical contributions were valued by buyers at (no more than) $1 less than

F’s, and therefore at no more than $1.63

Of course, the extent to which real-world facts will provide this sort of information is unclear.

For example, the scenario in the preceding paragraphs somewhat resembles the GIF controversy.64

When Unisys asserted its patent on the algorithm for generating compressed GIF files, an effort was

initiated to develop a method of creating the files while not infringing the patent.65 Had this effort been

entirely successful, one could perhaps have made the calculations described above. But the alternative

method that avoided the patent was not entirely successful,66 so that no such clear conclusions can be



67 Specifically, in applications where compression of the data was not critical, alternatives might have
worked:

Some of the most active developers decided to collaborate on the design of a patent-free evolution of GIF
(and TIFF’s LZW compression mode). A method was quickly found to create uncompressed GIF files
without using LZW code, while remaining compatible with existing GIF loaders. Also, a variety of different
procedures and data structures (such as Shannon-Fano and AVL trees) have been used to compress data
in ways similar, if not always equivalent, to LZW. But a diversity in procedures and data structures alone
apparently does not escape the patent. As one expert said, “If the output data is [compressed] GIF, the
compressor infringes the Unisys patent regardless of the algorithm.”

Id. 

68 See, e.g., Janice M. Mueller, Patenting Industry Standards, 34 J. MARSHALL L. REV. 897, 913-14 (2001)
(“After the CARB issued its regulations, the refiners contended, Unocal cancelled its original patent claims and
intentionally substituted amended claims to ‘resemble’ the CARB regulations.”) (footnote omitted).
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drawn. Nevertheless, because the alternative method apparently worked in some applications but not in

others,67 it might have been possible to derive useful information from its implementation.

The value of this information would come in determining the total entitlement of the patentee of I

to reasonable royalties (or to damages based on reasonable royalties). Its entitlement potentially comes,

as described above, from two sources: cost savings and technical advantages. As described in the

previous section, a patentee’s entitlement to returns on cost savings that its invention makes possible

may be limited depending on whether it disclosed the existence of its invention during the standard-

setting process. However, the patentee’s entitlement to returns on the independent technical

contribution made by its invention is not so limited; it is therefore important to allocate the returns sought

by the patentee to their correct sources.

It is important to note that the principles discussed above apply even in cases in which the

patentee, during patent prosecution, amends its claims to conform to a standard under consideration, as

has happened in some cases.68 Because the key issue under the approach proposed here is whether the

demand for the invention arises from its technical contribution or from its adoption as a standard,

whether the claims are identical to the standard is irrelevant. So is the question that some have



69See Janice M. Mueller, Patenting Industry Standards, 34 J. MARSHALL L. REV. 897, 913-14 (2001). This
argument was made in the Unocal case, but did not prevail. See Union Oil Co. of Cal. v. Chevron U.S.A., Inc., 34 F.
Supp. 2d 1222, 1224 (C.D. Cal. 1998) (stating that the defendants made a “‘derivation’ argument, the gist of which
was that Unocal had copied the invention from [the California state agency that established the relevant
regulations],” but that “[n]o competent evidence was introduced in support of that argument and the jury did not
find the patent invalid on that basis”).

70 Union Oil Co. of Cal. v. Atlantic Richfield Co., 208 F.3d 989 (Fed. Cir. 2000). 

71 Because the CARB was a state agency, Unocal presents some issues that are not present in cases that
involve an industry standard-setting body. For example, the CARB standard was coercive in a more direct way than
are “voluntary” industry standards. These differences are not important in the present context, however.
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suggested for dealing with such cases: should the resulting patent be said to have been “invented” by the

standard-setting organization, rather than by the patentee?69 Under the approach proposed here, the

question is the more fundamental one of whether the standard-setting organization or the patentee

created the demand for the invention.

C. Inventions That Enable Standards

The most conceptually difficult cases under the test proposed here are those in which the

invention that is incorporated in the standard provides some advantages over alternative approaches in

achieving the goal of the standard. Here the distinction between standards that are directed at

interoperability and those that are directed at improved performance becomes an important one. Most

inventions embody technical advances that are not directed specifically at interoperability. For those

inventions, it is not difficult, at least conceptually, to distinguish the technical benefits of the invention and

the interoperability of the standard. Where both the invention and the standard are directed at improved

performance, that distinction is more difficult to maintain.

The Unocal case70 presented an example of an invention that was arguably essential to a

performance-directed standard. Unocal received a patent on gasoline formulations that produced less

emissions than previous formulations. When the California Air Resources Board (CARB)71 enacted a



72 Union Oil Co. of Cal. v. Atlantic Richfield Co., 208 F.3d 989 (Fed. Cir. 2000). Some of Unocal’s competitors
contended that it had behaved inequitably in keeping the existence of its patent application secret while CARB
deliberated on its standard. Such conduct, if proven, might be an independent reason for denying a patentee license
revenue, but it is not directly relevant to the approach to these issues that is proposed here.

73 But see supra  note 72.
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new, more demanding emissions standard, Unocal notified its competitors that they would be required

to license its invention.72 In such a case, where the standard is directed at improved performance, the

patentee is entitled to whatever returns it can achieve. If there is more than one way of complying with

the performance standard, the patentee will face competition, which will constrain its licensing terms.

And if the patentee’s invention is the only means of complying with the standard, or if alternatives are

significantly less desirable, the invention can be said to make the standard possible, and thus the

patentee is entitled to the returns derived from demand for the standardized product.73

Where a standard is directed at interoperability, rather than performance, this is generally not

the case. In most such instances, interoperability could be achieved in any of a variety of ways, just as a

particular level of performance can (in principle) be achieved in many ways. The difference in the

interoperability context is that the standard achieves its goal by specifying a particular approach, thus

eliminating some alternatives that might otherwise have provided competition. As a result, even if the

particular standard chosen is technically better than alternatives, and is better because it incorporates a

patented invention, the patentee may also benefit from the standard-setting organization’s exclusion of

possible competition. It may therefore be possible to distinguish two distinct sources of demand:

technical performance and interoperability. When that is the case, one can apply the principles from the

previous section to determine the patentee’s contribution to demand, and thus its entitlement to licensing

revenue.



74 Rambus, Inc. v. Infineon Technologies AG, No. 3:00CV524 (E.D. Va. filed Aug. 8, 2000).

75 U.S. Patent No. 5,953,263, at col. 25, lines 32-42 (claim 14).

76 See Joint Electronic Device Council, <www.jedec.org>.

77 Memorandum Opinion 8, Rambus, Inc. v. Infineon Technologies AG, No. 3:00CV524 (E.D. Va. Aug. 9,
2001), <http://www.rambusite.com/RambusVsInfineon/Docket_400.htm>.
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For example, the claims on which Rambus bases its ongoing action patent infringement action74

are generally directed to memory devices, as in the following example:

14. A synchronous semiconductor memory device having at least one memory section which
includes a plurality of memory cells, the memory device comprising:

a programmable register to store a value which is representative of a number of clock
cycles of an external clock to transpire before data is output onto an external bus in
response to a read request; and 

a plurality of output drivers, coupled to the bus, to output data in response to the read
request, wherein the output drivers output data on the bus after the number of clock
cycles of the external clock transpire.75

These claims are alleged by Rambus to be infringed by products that comply with a JEDEC76 standard

for dynamic random access memory devices. Although JEDEC’s standards are directed at ensuring

compatibility among different manufacturers’ devices,77 the Rambus claims are directed at particular

implementations that do not obviously further the goal of compatibility.

There is, however, the possibility that an invention could be directed specifically at, or at least

could contribute to, improvements in interoperability. For example, if the contribution of an invention

were, say, to provide a form of computer bus connection that worked with a wide variety of circuit

board configurations, that invention might contribute significantly to interoperability. If so, it could be

entitled to the profits made possible by the demand created by adoption of that invention as an

interoperability standard.



78 In re Dell Computer Corp., File No. 931-0097 (F.T.C. 1996). 

79 U.S. Patent No. 5,036,481, at col. 3, lines 41-65.

80 Id. at col. 3, lines 34-37.
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This might in fact be true of the invention in the Dell case.78 The patent at issue in that case,

U.S. Patent No. 5,036,481, includes the following independent claim:

1. A personal computer system having an I/O channel and a memory channel, and having a dual
purpose expansion slot, comprising:

(a) a chassis;

(b) a main logic board mounted on the chassis and incorporating the I/O channel and
the memory channel;

(c) a fixed number of expansion slots, including the dual purpose expansion slot, each
occupying a fixed volume, positioned over the main logic board for providing space for
selective connections of I/O devices, implemented on full length and short logic cards,
to the I/O channel;

(d) a high speed memory system mounted on the main logic board and connected to the
memory channel, occupying a fixed amount of space; and

(e) expansion high speed memory, mounted on the main logic board within the fixed
amount of space, connected to the memory channel, and occupying a portion of the
dual purpose expansion slot, the remaining portion being occupied by a short logic
card, thereby enabling increased high speed memory capacity without eliminating I/O
capability.79

The flexibility provided by the “dual purpose” expansion slot might well make standardization more

attractive. As the patent notes, the invention “may be practiced in other personal computers with more

or less memory, [and with] more or less [sic] expansion slots with different implementations of memory

and connectors.”80 It is not implausible that it was exactly this flexibility that made the invention a

desirable standard.

This point applies only when the patented invention is incorporated in the standard, of course.

For that reason, the principles discussed above for analyzing whether an alternative standard might have



81 See supra  note 17.
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been chosen apply in this context also, as do whatever other principles are applicable to a patentee’s

nondisclosure to a standard-setting organization. The F.T.C.’s enforcement proceeding against Dell

was therefore appropriate, particularly under its view that if Dell’s patent had been disclosed, the

standard-setting organization might have adopted a non-proprietary standard.81 Indeed, where the

invention at issue contributes directly to the goal of the standard-setting organization, it seems

particularly appropriate to impose on the patentee a duty to disclose.

D. De Facto Standards

Patented de facto standards present a special case in the broader range of patented inventions

that enable standardization. A de facto standard is one that achieves industry acceptance without the

imprimatur of any official or quasi-official standard-setting body. Initially, it might seem that the

incorporation of an invention in a de facto standard would generally indicate that the invention

contributes to making the standard possible, in the sense discussed in the previous section. That is, it

might seem that when the market chooses a standard that incorporates an invention, it will do so

because the invention best serves the purposes of standardization.

In fact, though, the market is likely to choose a standard just as does a standard-setting body,

in order to maximize the combination of inherent technical benefits and suitability to the goals of the

standard (such as, for example, interoperability), and in order to minimize the costs of searching for a

standard. Consequently, that an invention is chosen for a standard may not reflect that it makes any

contribution to the goals of the standard, but only that it provides greater, or at least no less, technical

benefits than alternative possibilities, or that its availability avoids the need to search for another method
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of achieving standardization. Thus, a patentee’s entitlement to revenues from the adoption of its

invention in a de facto standard can generally be determined in the same way as described in the

preceding sections for de jure standards.

There is one important difference, though. Because a de facto standard comes into existence

without a formal standard-setting process, it is more difficult to define a point at which a duty of

disclosure would arise for the patentee. If no such duty exists, the burden of showing that if information

about the patent had been available, an alternative standard would have been adopted will fall, as

described above, on the infringer. Nevertheless, in some cases it may be reasonable to impose upon the

patentee of an invention incorporated in a de facto standard a duty to disclose.

For example, market participants sometimes promote the adoption of their approach to a

particular problem, and this promotion can contribute to the development of a de facto standard.

Where such promotion occurs, the patentee should be charged with a duty to disclose the existence of

any relevant patents. The rationale would be that the patentee, by promoting its invention, is

participating in the standard-setting process, even if the process is an informal one. Moreover, the

disclosure required, in this context as with formal standard-setting processes, should be sufficient to put

potential adopters on notice as to the specific claims at issue. For example, Microsoft has promoted its

“HailStorm” product (now called, “Microsoft .NET My Services”), which it describes as “a



82 Microsoft’s marketing literature is fairly explicit:                         

HailStorm is the user-centric architecture and set of services for .NET that deliver personally relevant
information through the Internet to a user, to software running on the user's behalf, or to devices working
for the user. HailStorm services are accessed through SOAP (Simple Object Access Protocol) and XML
(eXtensible Markup Language), which are open access technologies: they can be called from any
network-connected device that supports SOAP, regardless of operating system or service provider. SOAP
and XML are the open Internet standards Microsoft has helped champion throughout the first phase of the
.NET rollout. HailStorm is the next logical step: Microsoft began by encouraging the general standards and
introducing the first Web services tools and infrastructure. Now we’re leading the way to the first set of
compelling Web services.

Microsoft, Building User-Centric Experiences: An Introduction to Microsoft Hailstorm 4-5 (Mar. 2001).

83 Id. at 13. Interestingly, the latest version of this paper, though in similar in many ways to the older one,
omits this notice regarding intellectual property. See Building User-Centric Experiences,
<http://www.microsoft.com/myservices/services/userexperiences.asp> (visited Apr. 2, 2002).
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user-centric architecture and set of XML Web services,” as an industry standard.82 In its literature

promoting HailStorm, Microsoft does mention that it may have intellectual property rights:

Microsoft may have patents, patent applications, trademarks, copyrights, or other intellectual
property rights covering subject matter in this document.  Except as expressly provided in any
written license agreement from Microsoft, the furnishing of this document does not give you any
license to these patents, trademarks, copyrights, or other intellectual property.83

Although Microsoft is certainly correct that its marketing of HailStorm should not be construed

as granting a license to its intellectual property, the promotion of HailStorm as a standard should be

sufficient to impose on Microsoft the burden of disclosing any intellectual property that would influence

adoption of its products as a de facto standard. A general disclosure of the existence of some

intellectual property rights, as in the passage quoted above, is not sufficient. In the absence of more

specific disclosure, describing the nature of the intellectual property and its applicability, Microsoft

should be required, if it seeks returns from the adoption of its products as standards, to show that even

with disclosure, its products would have been chosen as standards.



84 This point recalls the brief discussion of patent scope above. See supra  text accompanying notes 32-36.

85 See generally U.S. Department of Justice and Federal Trade Commission, Antitrust Guidelines for the
Licensing of Intellectual Property § 5.5 (1995).
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III.  PATENT-STANDARD BLOCKING

The combination of a patented invention and a standard incorporating the invention is

fundamentally similar to the combination of two “blocking” patents.84 Two patents “block” each other

when each is necessary to produce a particular product. The typical blocking situation arises when

there is a first patent on a broad invention and a second patent on a narrower improvement on that

broad invention. In that situation, licenses under both patents are needed to produce a product that

incorporates the improvement. Thus, the owner of either patent can block the production of the

product. Usually, however, the patentees will arrange a cross-licensing or pooling arrangement, since it

is in both their interests to profit from their innovative contributions.85

The patent-standard combination has much the same effect. To produce a product that

embodies both a patented invention and standardization, a seller must both obtain a license under the

patent and comply with an agreed-upon standard. And just as with the blocking patents, this reflects the

fact that there are two independent contributions to the value of the ultimate product (assuming that

there are independent benefits from the invention and from standardization). The patentee, of course,

provides the innovative contribution for the invention, but the standard-setting organization and its

members also invest considerable effort to create the standard.

In contrast to the situation of blocking patents, though, the negotiation of an agreement between

the contributors in the patent-standard situation presents a problem. Specifically, if the members of the

standard-setting organization negotiate collectively with the patentee, or if the organization itself



86 Although it might be possible to patent, for example, the use of a particular technical approach to achieve
interoperability, it seems likely that in most circumstances such a use would be obvious (given the availability of the
technical approach itself). 

87 In that respect, they could be treated as having the sort of “unity of interest” that can prevent formally
separate entities from forming an illegal conspiracy for the purposes of Sherman Act § 1. See Copperweld Corp. v.
Independence Tube Corp., 467 U.S. 752 (1984) .
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negotiates for them, they will put themselves at risk for antitrust liability. Generally, it is an antitrust

violation for individual competitors to combine their negotiating power. In the patent-standard context,

though, the underlying rationale for that general rule is not applicable.

The members of a standard-setting organization, or at least the organization itself, should be

treated as a single entity when involved in negotiations related to the standard. More specifically, when

a goal of the negotiation is to procure a patent license that will enable the practice of the standard, and

when the license will only be valid when it is used with the standard, the members can be thought of as

negotiating for the standard itself. In such circumstances, the individual members are not pooling their

market shares to gain greater power, but are using the power of the standard. In that respect, they are

acting just as would the owner of an improvement patent in a situation in which its use of the patent was

blocked by another patent.

As described above, the standard, though not technically an intellectual property right, functions

much like one, in that it requires a considerable investment to develop and provides easily duplicatable

benefits to those with access to it. Although it may not meet the technical requirements of patentability,86

it is nevertheless a source of market power that is distinct from the sellers that produce products in

compliance with it. For that reason, it should be treated as a unitary interest, and members of a

standard-setting organization negotiating for it should not be treated as parties to an impermissible

agreement. In that context, they are more akin to the licensees of a patent than to competitors.87



88 157 F. Supp. 2d 180 (D. Conn. 2001).

89 See id. at 181-82.

90 This assumes that a deviation from normal antitrust standards would be required. See supra  note 87.

91 Or they might use licensing negotiations for a standard as an opportunity to exchange information for
anticompetitive purposes. For example, some of the information gathered by the standard-setting organization in the
Soundview litigation seems at least as useful for anticompetitive collusion as it would be for negotiating a license.
See Sony Electronics, Inc. v. Soundview Technologies, Inc., 157 F. Supp. 2d 190, 193 (D. Conn. 2001) (noting that the
organization’s “meeting minutes also make statements concerning the ‘revenue streams’ of member companies”).
However, because this sort of information exchange would not necessarily harm the patentee, it might have no
standing to challenge it.
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This view calls into question the allegation in Sony Electronics, Inc. v. Soundview

Technologies, Inc.,88 that the members of a standard-setting organization had conspired to refuse to

license a patent that was needed to comply with a standard. The challenged actions in that case were

coordinated through the standard-setting organization, and they appeared to be directed solely to

enabling compliance with the standard.89 Hence, although the court refused to dismiss the antitrust

claims, holding that the patentee had properly alleged a conspiracy to drive down license fees, the

members of the organization might better be viewed as vindicating the interests of the standard itself,

rather than their own interests independent of the standard.

It is true, though, that if this sort of freedom from normal antitrust standards were provided,90 it

could perhaps be used anticompetitively. For example, the members of a standard-setting organization,

if unsatisfied with the terms offered by a patentee, might develop a sham standard in order to be

permitted to negotiate collectively.91 However, this possibility could be addressed by the same method

used for determining whether a patent provides an independent technical contribution to a standardized

product. That is, if the purported standard provided no independent contribution to demand, it would

provide no benefit to which its creators would be entitled, and thus would not justify any antitrust

accommodations in the negotiating process.



92 See supra  part I.A.

93 See supra  text accompanying notes 84-85.

94 See Merges & Nelson, supra  note 32, at 866 n.117.

95 See Smith, supra  note 46.
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One might also be concerned that this approach would provide standard-setting organizations

with so much power that they would negotiate patent licensing fees that would be too low to provide

sufficient incentive for innovation. It is true that it is theoretically possible that a standard-setting

organization could have the power to force a patent licensing fee not just down to the value of the

invention’s technical contribution — which would be desirable92 — but below. It is equally possible,

though, that the patentee, which is after all in a similar monopoly position, could demand fees higher

than those justified by its contribution. In fact, Merges and Nelson argue that a likely outcome in the

similar context of original and improvement patents (analogous, as described above,93 to a patent and a

standard) is that the original patentee will extract half the value of the improvement (standard).94

Ultimately, the result is indeterminate, as would be expected with a bilateral monopoly. It is clear,

though, that current rules allow patentees to threaten discriminatorily large fees from some standards

users.95 By at least eliminating that market failure, the approach proposed here seems likely to provide

better correspondence between financial returns and innovative contributions.

IV.  INCENTIVE EFFECTS

The approach proposed above would deny patentees some of the returns to which they might

otherwise be entitled. This could be viewed as undesirable: one might argue that when an inventor

considers whether to engage in a particular research project, it includes in its decision-making calculus

the possibility that any invention it creates might be adopted as an industry standard, in which case it



96 See Patterson, supra note 9.

97 See, e.g., Jennifer F. Reinganum, The Timing of Innovation: Research, Development, and Diffusion 850,
in 1 HANDBOOK OF INDUSTRIAL ORGANIZATION 849 (Richard Schmalensee & Robert D. Willig, eds., 1989) (“The typical
outcome of these comparisons [between models that compare noncooperative investment in research and
development with cooperative investment or the surplus-maximizing result] is that aggregate expenditure on R& D is
too high relative to the cooperative optimum; there are too many firms and each invests too much.”). 

39

would reap the return from that adoption. Therefore, the argument would go, to deny the inventor that

return would lessen its incentive to invent. There are several responses to this argument.

First, under the approach proposed here the inventor would not be denied returns derived from

its technological contribution, even if its invention was incorporated in a standard. It would only be

denied those returns that are derived from the standardization. Consequently, to the extent that the

inventor relied on the latter returns, there is no reason to think that those returns would be correlated in

any way with the desired incentive for technical innovation. The law provides patent protection for

inventions in the expectation that the costs imposed by the elimination of competition in the sale of those

inventions are balanced by the benefits of increased innovation. This balance is struck, at least implicitly,

by granting the patentee the right to exclude others from its invention. If the patentee is permitted to

exclude others not just from its invention but also from the standardization efforts of others, this balance

is disturbed.96 Overinvestment, always a concern in patent law,97 becomes a very real possibility, in that

patent law would then create an incentive not just for beneficial innovation but also for inefficient rent-

seeking.

Second, to the extent that the cases provide guidance in this area, they suggest that it is exactly

this sort of rent-seeking that is encouraged when patentees seek returns from the standardization of

their inventions. Inventors seeking adoption of their inventions as industry standards have distorted the



98 As discussed in note 7 supra , the F.T.C. brought an enforcement action against Dell Computer Corp.,
alleging that Dell had kept the existence of a patent secret while a standard based on the invention claimed in that
patent was considered. Other companies that may also have engaged in such behavior are Rambus, Inc. and Sun
Microsystems Inc. See Bridis, supra  note 7 (reporting that the F.T.C. has commenced an investigation into whether
Rambus and Sun encouraged standards organizations to adopt standards covered by patents that they did not
disclose). Another example of questionable behavior in this context is the use of insiders at standard-setting
meetings to gather information about the progress of the standard-setting process. See Tony Smith, Rambus
received leaked JEDEC SDRAM data, <http://www.theregister.co.uk/content/archive/18148.html>.

99 See, e.g., Polaroid Corp. v. Eastman Kodak Co., 1990 U.S. Dist. LEXIS 17968, 16 U.S.P.Q.2d 1481 (D. Mass.
1990).
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standard-setting process in a variety of ways.98 The effect, then, is not just one of higher prices for the

standard that is ultimately selected, which is the distortion contemplated by patent law, but distortion of

the standard-setting process itself. This effect must be added to the cost side of the balance, and it

strengthens the conclusion that patent protection should not be extended to the effects of

standardization.

One might object that, regardless of the theoretical merits of the approach proposed here, it

would be difficult to apply in practice. One response is that if this approach is the right one in principle,

we should not let practical difficulties dissuade us from adopting it, at least if it is not shown to be

significantly more difficult than other inquiries. On that point, it is not clear that this approach presents

problems that are more difficult than those that arise in other contexts where the source of demand for

an infringing product must be determined. Whenever damages must be calculated in a patent case, the

calculation requires consideration of such factors as the existence and significance of non-infringing

alternatives,99 and consideration of these factors presents difficulties that are similar both qualitatively

and quantitatively to the approach proposed here.

Moreover, the adoption of the approach proposed here might itself reduce the need for its

application. That is, to the extent that patentees are unable to rely on the ability to extract licensing
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revenue for the effects of standardization, not only would they have less incentive to engage in the sorts

of rent-seeking conduct referred to above, but they might also be more amenable to negotiated

licensing arrangements. Currently, because the allocation of entitlements to the profits made possible by

standards that incorporate patents are not well established, even in principle, there is a broad range of

possible disagreement among the negotiating parties. By establishing the principle that a patentee is

entitled only to revenues due to its technical contribution, the range of disagreement is narrowed, and a

negotiated settlement made more likely.

CONCLUSION

This essay has proposed an approach to determining a patentee’s entitlement to licensing

revenue when its invention has been incorporated into an industry standard. The proposed approach

emphasizes an effort to distinguish between demand for the invention and demand for the standard. A

patentee is entitled only to revenues from its own innovative contribution, and in some cases there may

be evidence from which one can determine what portion of the demand for a standardized product is

due to that contribution. In other cases, there may be no such direct evidence, but it may still be

possible to use indirect evidence to draw inferences regarding the contributions of the patentee.

Although in some instances this form of analysis will be inconclusive, even in those instances it adds

needed clarity to the issues. 
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Introduction 
 

 I am pleased to have this opportunity to share perspectives from my experience on behalf 

of Hewlett-Packard Company (HP) as a participant in a wide array of standard-setting processes 

in the information technology sector.  My focus is on standards that enable interoperability 

among both competing and complementary products employing new technologies, presenting 

some challenges beyond those involved in more traditional safety or related kinds of standards.  

Your agencies’ interest in standards of this kind should be welcomed in many quarters in light of 

their central contribution to the evolution of open, competitive and innovative markets across the 

information technology landscape. 

 I propose to discuss the increasing role of patents in this area and some difficult issues 

presented by this trend.  All of us involved in these standards processes should by this stage be 

sensitive to the combination of both positive and negative effects that can occur when technology 

subject to patent protection ends up in a final standard:  it can enhance the quality of the standard 

and thereby promote both competition and innovation in affected new markets; but it can also 

enable the patent holder to obtain and exercise market power and to act opportunistically against 

its rivals.  Before delving into these concerns, however, it is important to delineate the diversity 

of processes, contexts and circumstances under which IT standards evolve.  An appreciation of 



  - 2 -  

this diversity should then elucidate the need for considerable flexibility and experimentation in 

approaches to addressing the issues presented. 

 I. Diversity of the Standard-Setting Universe 

 Proposals to develop new information technology standards emerge in a myriad of ways 

and are pursued through a great variety of organizational structures.  One can begin to appreciate 

the diversity by recognizing three different but common kinds of approaches:  promoters’ groups, 

consortia and standards development organizations (“SDOs”). 

 A promoter’s group may arise when a single firm seeks to develop a set of specifications 

around its own technology or piece of technology in a manner that facilitates widespread 

deployment so that the specifications ultimately becomes an industry standard.  The firm -- or 

promoter -- may invite a small number of other firms, selected on the basis of their particular 

capabilities and incentives to contribute to the objective, to join as a group in developing the 

specifications.  The group may proceed on a fast track and cease to exist upon completion of 

initial specifications.  Its work product may thereupon be submitted to an SDO for formal 

adoption as an industry standard. 

 A consortium may arise when several firms involved in a technology market share a view 

on the need for standards that promote interoperability among their products and that can thereby 

expand their market to the advantage of all suppliers and users alike.  They create an organization 

and agree on procedures for it as a vehicle for their collective development of the envisioned 

standards.  It will typically encompass a larger number of firms, advance a broader agenda and 

remain at work for a significantly longer period than a promoter’s group.  It may, for example, 

contemplate developing a relatively broad array of specifications and successive generations of 

specifications, promoting their adoption over the course of several years. 
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 An SDO may be an established trade association with a broad and diverse membership.  

One of its longstanding functions may be development of many different kinds of standards at 

the request of its members.  It will typically pursue standard-setting in accordance with detailed 

ANSI-compliant procedures and policies aimed at ensuring maximum openness, due process and 

“consensus” decision-making among all affected or interested parties.  It has both advantages and 

disadvantages as compared to what I have described as promoters’ groups and consortia.  On the 

one hand, the broader and more fullsome participation of affected interests can result in a better, 

more open and useable standard.  On the other hand, the process in accordance with those 

procedures can take much longer to conclude than processes employed by smaller groups in less 

formal settings. 

 This tripolar picture I’ve outlined is a considerable oversimplification of the real world.  

There are many hybrids that fall, for example, somewhere between what may look like a 

promoter’s group and what may look like a consortium.  Many consortia, moreover, follow rules 

capturing the substance and spirit if not all procedures of an SDO.  And, as noted, the work 

product of a promoter’s group (as well as that of a consortium) may end up before an SDO for 

ultimate certification as an ANSI standard. 

 There is great value in this diversity.  Some technologies are more complex and difficult 

than others in terms of the facility of their translation into open standards.  Marketplace dynamics 

may call for particularly expedited processes in some instances but can tolerate longer, more 

deliberate incubation periods in other instances.  Some standards may affect the competitive 

opportunities of more classes of parties and in more fundamental ways than will be the case with 

other standards, thus calling for different kinds or degrees of participation rights.  Some of these 

processes entail joint development of the technology in question, thus looking more like what 
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could be called a “joint production venture” than a traditional standard-setting process, or a 

hybrid of both kinds of undertakings, thus calling for different degrees of tolerance for 

development efforts driven by one or a small number of firms.  This last example is now 

common and is often aimed at building a market for what at the beginning may well include 

technology subject to patent protection.  Therein lies one among several reasons why patents are 

playing an increasing role in standard-setting.  I will shortly outline other reasons as well. 

 Consider the following examples that illustrate (i) the need for different types of standard-

setting rules and (ii) the need to pay close attention to patents in some cases but less so in other 

cases: 

 Case A:  Success of standard A depends on its adoption in products from 
hundreds of different sources; some of these products are distributed 
within products for which customers are not presently charged any fee 
and for which the producer has essentially a zero marginal cost (as with 
many electronically distributed software products). 

 
 Case B:  Success of standard B depends on adoption by only a handful of 

manufacturers who will make the component embodying the standard and 
the component will then be used in many other products.  Assume that all 
of those component manufacturers already have established licensing 
arrangements. 

 
Assume in each case that there are several options from which the standard can be selected and 

consider the implications of waiting to address licensing of essential patents until after the 

standard has been selected.  In case A, waiting to confront the licensing of essential patents until 

after the standard has been selected could be fatal to the standard’s success.  In case B, there is 

far less danger in this respect. 

 II. The Increasing Role of Patents 

 Technologies subject to patent protection are often exceptionally valuable and sometimes 

essential inputs into IP standards.  Many technologies either protected by outstanding patents or 
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subject to pending patent applications may embody innovations holding the potential to create 

new markets and to benefit both suppliers and consumers across many industries.  For these 

reasons, standards-groups should welcome and encourage the availability of these technologies 

as inputs into the standards they develop.  This, of course, does not mean that acceptance of such 

contributions should be without some strings attached or without conditions designed to ensure 

that standards create open and robustly competitive markets.  More on that subject in a few 

minutes.  

 A related factor is a more general IT-sector-wide shift in emphasis from defensive use of 

patents and broad cross-licenses toward more aggressive exploitation of patents for revenue 

generation.  Developers of technologies that are either already protected by patents or subject to 

pending patent applications increasingly see the incorporation of their technologies into proposed 

specifications as a way of leveraging their patents into positions to extract financial and 

competitive benefit from widespread adoption of the resulting industry standards.  In this 

environment, innovators are highly incented to promote the consideration of their inventions in 

all promising standard-setting venues. 

 Another factor is the increasing rate of patent grants in recent years.  The result is that 

there may be a multitude of patents shadowing or potentially burdening any particular standard-

setting effort.  Standard-setting participants usually include companies with large patent 

portfolios; a company’s representative in a standard-setting process may not in fact know 

whether a proposed standard will or may implicate a patent within his or her company’s 

portfolio.  There may be no nefarious intent to hide the ball in this respect.  Use of the ultimately 

adopted standard nonetheless may well require use of one or more of that company’s patents.  
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Again, this is a consequence of patent proliferation and an unavoidable part of the climate in 

which standard-setting occurs. 

 In considering the tools that might be used for factoring patents into the standards 

development process, one might focus on the following three categories:  disclosure policies; 

endorsement thresholds; and licensing policies.  Each of these tools can be used in a variety of 

ways, as I will now briefly explain.   

 Disclosure policies.  Different groups employ different approaches to encouraging or 

requiring timely disclosures of information about essential patents.  Variables include (a) scope 

of knowledge triggering the disclosure (whether, for example, any search or other inquiry beyond 

the participant’s own awareness may be expected); (b) nature of the disclosed information 

(whether, for example, it includes only issued patents or also pending patent applications); and 

(c) point or points in time when disclosure is to be made (early in the process, shortly before 

balloting, or at several different stages). 

 Endorsement threshold.  Many groups use a rule under which the forum will not 

endorse or publish a standard for which the forum is aware of an essential patent unless certain 

conditions are met.  Most frequently, the condition is an indication by the patent owner of a 

willingness to offer licenses.  I refer to these rules as endorsement thresholds.  Variables include: 

the licensing commitment that the forum might expect as a condition, extent of the necessary 

forum “knowledge” and retraction (or not) of previously endorsed standards. 

 Licensing.  In some groups, participants agree to commit to certain licensing terms with 

respect to essential patents they might hold.  Variables include:  to whom the licensing obligation 

extends (for example, whether the obligation is undertaken only by those actively involved in the 

process or is undertaken by broader classes of interested parties); license terms to which the 
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commitment is made (RAND, free, other); to what patents does the obligation extend (already 

issued patents or also future patents based on then-pending applications). 

 Many groups impose on themselves the requirement that they will not select a standard 

that would require use of a patent that will not be available on reasonable and nondiscriminatory 

terms.  This policy (an endorsement threshold) is widely employed.   

 III. Consideration of Patents During Standard-Setting 

 There is no rational argument in favor of “blissful ignorance” of patent implications 

during the course of a standard-setting process.  The more that is known before a standard is 

adopted, the better from the standpoint of anticipating and protecting against the post-adoption 

exercise of market power that a patent may confer if it is essential to the standard’s use. 

 The FTC’s Dell Computer action of six years ago called attention to the manner in which 

anticompetitive “patent hold-up” or “patent ambush” situations can arise when standard-setting 

bodies go about their business of fashioning and voting upon proposed standards without 

knowledge that patents may be infringed by the use of the standards they adopt.  That action, 

however, opened a virtual Pandora’s Box of follow-on issues over how to address and minimize 

exposure to post-adoption opportunistic conduct by holders of patents required for a standard’s 

use.  In some situations, as alleged in several private lawsuits as well as in reports of now-

pending FTC investigations, the problem may arise from deliberate deception during the 

standards development period.  In other cases, however, no premeditation may be involved; it 

may indeed be that the existence of the patent coverage could not reasonably have been known 

when the standard was written.  Nonetheless in those situations as well, anticompetitive 

consequences can emerge from the post-adoption discovery and assertion of the patent that the 

standard encompasses. 
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 There are many ways that patent license terms revealed only after the standard is adopted 

can generate conflict and impair many parties’ ability to compete in the affected market.  Permit 

me to offer several examples of the possibilities in this regard: 

 � Patentee seeks a royalty that is “fair” from the patentee’s perspective but greater 
than the average profit margin of all of the parties who will need licenses. 

 

 � Patentee seeks a broad grantback that appears even handed but with significantly 
disparate effects on different parties, perhaps forcing particular licensees to forfeit 
the value of their own major innovation investments, but patentee refuses to 
deviate from its “standard” agreement for any reason. 

 

 � Patentee demands a minimum annual royalty based on “administrative costs” but 
with the effect of locking out smaller rivals and new entrants. 

 

 � Patentee seeks royalties from downstream providers (e.g., manufacturers of 
finished goods) and refuses to license suppliers of upstream inputs such as IC 
vendors.  The purpose is to increase the income to the patentee (3% of a computer 
is more than 3% or even 5% of an IC within the computer), but this practice also 
greatly increases rivals’ costs and time to market. 

 

 � Patentee requires admissions of infringement and validity, and/or retains the right 
to immediately terminate a license if the licensor challenges infringement or 
validity. 

 

 � Patentee requires acceptance of venue in a “home court” which might be fine for 
large companies but a major problem for small companies or foreign competitors.1 

                                                 
1 For an example now in litigation, see Intersil Corp. v. Proxim, Inc., Civil Action No. 01-266 
(U.S.D.C. Del., Complaint Filed April 24, 2001).  The allegations are that (a) during an IEEE 
proceeding to develop a standard for a wireless LAN communications protocol, Proxim provided 
the requisite letter committing to license its patents (if needed for use of the standard) on 
reasonable terms; (b) after the standard was adopted in reliance on Proxim’s commitment, 
Proxim filed infringement suits against numerous users and simultaneously sent letters to them 
with what the complaint describes as a “sham overture to negotiate license terms”; (c) recipients 
were required to sign an NDA forbidding disclosure of the proposed license terms to anyone else 
in the industry and were also required to admit infringement of Proxim’s patents; and (d) 
recipients were given 30 days within which to accept the proffered terms and told that those 
failing to do so by that time would face “lengthy, complex and expensive litigation relating to the 
infringement” of the patents.  The complaint also alleges that Proxim’s intent was to disrupt 
implementation of the IEEE standard in order to benefit a competing protocol based on Proxim-
supplied proprietary technology. 
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 There is no single, ideal solution to this problem or combination of problems that would 

be appropriate for all of the different kinds of standard-setting going on in so many different 

contexts.  There is no neat one-size-fits-all remedy that could be effective across the whole 

universe.  A particular set of disclosure obligations or advance license commitments may be fine 

for some promoters’ groups or particular consortia while being impractical and unacceptable for 

SDO proceedings involving large numbers of diverse participants.  Different groups are now 

employing or considering different approaches, involving a variety of pre-adoption disclosure 

and license commitment policies.  Everyone concerned about these issues, including your 

agencies, should welcome this diversity of experience and of experimentation with methods of 

addressing the problems at hand. 

 HP has in some circumstances favored an approach that we believe should be encouraged 

but that is often opposed by others upon what we believe is a misapprehension of antitrust risks.  

If a party promoting use of its patented technology for incorporation in a proposed standard states 

it is willing to offer a license on terms that are “reasonable and nondiscriminatory” (but terms 

that are not otherwise specified), consideration of the impact of the patent on the proposed 

standard often ends at that point -- indeed some participants insist any further or more specific 

discussion about it would invite antitrust trouble.  But all potentially affected parties have a 

legitimate interest in knowing before a standard decision is made what the economic effects will 

be of accepting a patent into the standard.  Nonetheless, when suggesting that licensing terms be 

considered, we have encountered the objection that doing so could invite antitrust challenge.  

Indeed, some standards organizations expressly prohibit consideration of license terms in their 
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rules.2  These objections are unfounded.  To the contrary, disclosures of the sort we have 

suggested would be procompetitive by foreclosing opportunistic hold-up situations that are all 

too easy to arise when a patent holder’s view of “reasonable” license terms remains secret until 

after a standard has been adopted.   

 To be more specific, consider a circumstance where a consortium is developing what is 

expected to be a critically important standard that defines the infrastructure for a whole array of 

next-generation products that all consortium members and other parties as well need to develop 

to remain in the affected market space.  One consortium member promotes specifications based 

on technology that it has patented and the patent is appropriately disclosed during the process.  

Other consortium members see technical benefits to those specifications but also recognize 

alternative approaches that would entail countervailing benefits as well as avoiding any need for 

users to obtain patent licenses.  

 The patent holder’s proposal might be considered the “best technical solution” but that 

does not necessarily make it the “best solution” when the overriding objective is a standard that 

ensures a level playing field and robust competition in the new market that the standard is 

designed to foster.  A standard that enables one user to extract exorbitant royalties from all other 

                                                 
2 See, e.g., “Understanding Patent Issues During IEEE Standards Development” at 
http://standards.ieee.org/board/pat/guide.html:  “So what can you discuss about patents at a 
standards-development meeting?  You can cover the content of the patent letter of assurance 
form, you can discuss the technical merits of using the technology under patent, and you can 
discuss the way patent information is made available from the IEEE.  You must not discuss 
subjects like the pricing for use of a patent, how a patent should be licensed, validity or 
interpretation of a patent claim, or any terms or conditions of use.  These are not appropriate 
topics for discussion in a standards developing committee.”  See also “What You Need to Know 
About IEEE Standards and the Law” at 
http://standards.ieee.org/resources/StdsLaw_Brochure.pdf:  “During standards-development 
meetings, discussions should be confined to technical, engineering, and safety considerations.  
Commercial considerations are not proper factors for consideration.” 
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users could, in this light, be the “best technical solution” but not by a long shot the “best 

solution” either for the industry generally or from the broader standpoint of the public interest.   

 In that scenario, why should not all of the consortium members have the right to ask the 

patent holder, before any decision is made on which approach to adopt, to specify the royalty and 

other terms the holder would impose if its technology is selected?  A truly informed and 

intelligent decision on which among these alternative approaches would best serve all parties’ 

interests -- including the public’s interest in competitive market conditions -- cannot be made 

without knowing what the patent holder would extract from all users as the price for admission 

into the affected market. 

 Now let’s assume that that same consortium proposes to go beyond requesting disclosure 

of the holder’s planned license terms and embarks on a concerted negotiation over mutually 

acceptable terms under which they will adopt the holder’s specifications for the new standard.  

One could characterize that scenario as a form of “joint buying” of an input into a new “product” 

that the parties are jointly developing.  The agencies have blessed joint buying scenarios in many 

contexts, and this is one where agency approval would be appropriate as well.3  We are worlds 

                                                 
3 See, e.g., FTC/DOJ “Antitrust Guidelines for Collaborations Among Competitors” at 14 (April 
2000), recognizing that many “agreements jointly to purchase necessary inputs . . . do not raise 
antitrust concerns and indeed may be procompetitive.”  The guidelines also recognize that there 
are situations where such agreements may create or facilitate the exercise of buyers’ market 
power or threaten collusion among the participants.  These concerns, however, are quite unlikely 
to arise from the mere consideration of -- or indeed even negotiation over -- proposed license 
terms for a patent on technology that may be written into proposed specifications.  Agreement on 
what to include in the standard is a necessary part of every standard-setting process; and the 
fundamental purpose of considering license terms at an early stage of the process of reaching that 
agreement is to protect against the patent holder’s exercise of market power that it may obtain as 
a direct result of the standard itself against all other users of the standard that otherwise would be 
highly vulnerable to opportunistic conduct.  There is no reason to assume or expect collaboration 
about such license terms to spill over into unlawful forms of collusive activity and, in any event, 
procedures can be fashioned to obviate any concern of that sort. 
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away from case law condemning “buyer cartels”; we are talking about collaborations for creating 

new standards that advance new technologies, and these collaborations fit well within case law 

applicable to “joint ventures” of many kinds.4 

 In short, the sort of “joint negotiation” or joint consideration of license terms during a 

standard-setting process that I have described in my example should be unassailable under the 

governing antitrust rule of reason.  Indeed, as I have already suggested, it may often be the most 

efficient if not the only practical way of avoiding patent holdup or ambush problems and should 

be considered presumptively procompetitive on that ground.  Limitations on the scope of or other 

safeguards attaching to this activity can be fashioned to obviate concern over any countervailing 

anticompetitive risk.  The bottom line, in my view, is that it is desirable and in the public interest 

that standard-setting groups be not only permitted but encouraged to experiment with various 

mechanisms for consideration of specific license terms before decisions on the content of a 

standard are engraved in stone.  Thoughtful guidance from your agencies on this point should be 

welcomed by all quarters of the standard-setting community.5 

                                                 
4 See, e.g., Addamax Corp. v. Open Software Foundation, 152 F.3d 48 (1st Cir. 1998), affirming 
dismissal of an antitrust challenge to OSF, a consortium to develop specifications for a new 
industry-standard UNIX platform.  The Court of Appeals saw OSF as a “venture . . . producing a 
new product” with “potential for a productive contribution to the economy . . . .”  Id. at 52. 

5 Your agencies' guidance in this regard could be particularly valuable as applied to situations 
involving government-mandated industry standard setting such as that envisioned by the 
proposed "Consumer Broadband and Digital Television Promotion Act" (S. 2048, 107th 
Congress, 2d Session, introduced March 21, 2002). That Act would (a) require the information 
technology and digital content industries to reach agreement on "security system standards for 
use in digital media devices" (PCs, TVs, etc.) within one year of enactment; and (b) thereafter 
prohibit the sale of any digital media device unless it "includes and utilizes standard security 
technologies that adhere to" the adopted security system standards. The one-year deadline would 
virtually compel development of these standards around already existing technologies that are 
highly likely to be protected by patents.  Given the proposed mandate that all device vendors 
comply with the standards and without any advance understanding on patent license terms, the 

(continued…) 
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 Finally, as your agencies review issues presented by standard-setting processes in the 

information technology space, it is important to be sensitive to the thoroughly international 

nature of the standards that we are talking about.  This characteristic highlights why conflicts or 

inconsistencies in applicable public policies among jurisdictions could significantly impede the 

progress of standard-setting groups and thereby slow innovation and technology development 

generally.  For this reason, your agencies could play a valuable role in promoting policy 

harmonization on a global basis. 

  

 

                                                 
(..continued) 
patent holders would wield extraordinary power to impose terms and conditions as they see fit. 
The result could be exceptionally anticompetitive, enabling the patent holders to raise rivals’ 
costs beyond the point of meaningful competitive viability and raise entry barriers beyond 
penetration. 
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STANDARD SETTING AND MARKET POWER 

Richard T. Rapp and Lauren J. Stiroh 

Introduction: Patents, Standards and Value  

Our interest in the economics of standard setting derives from our wish to understand the 

sources of market power arising in technology markets.1  In the past, it was common to 

presume that a patent conveyed market power, possibly because of the use of the word 

“monopoly” in the term “patent monopoly,” or possibly because patents are valuable only when 

they do convey market power. We see this, for example, in the old “market power 

presumption” that the antitrust case law used to attach to ownership of a patent.2  The invalidity 

of this presumption is now well understood.  Empirical research by Scherer, Pakes, 

Schankerman, Lanjouw and others has established and confirmed a useful generalization: that 

the distribution of patent values is skewed; most patents (and patented inventions) are worth 

very little and only a very few have considerable value.3   

                                                 
1  Many of the opinions in this submission also appear in a draft paper, “Market Power in Technology Markets” 

available from the authors upon request.  We have also developed certain of our ideas about standard setting in 
our role as economic consultants to Rambus Inc., a semiconductor memory technology developer.  The opinions 
we voice in the hearings and in this submission are solely our own; neither Rambus nor our colleagues at NERA 
bear any responsibility for them. 

2 The market power presumption arose in United States v. Loews, Inc.,  371 U.S. 38, 45 (1962), which held that 
market power is “presumed when the tying product is patented or copyrighted.”  The doctrine has been 
discredited in the antitrust case law since Loews without having been formally overturned,  Justice O’Conner, 
writing for the concurring justices in Jefferson Parish , wrote “the time has therefore come to abandon the ‘per 
se’ label and refocus the inquiry on the adverse economic effects, and the potential economic benefits, that the 
tie-in may have.” (Jefferson Parish Hospital District No. 2 v. Hyde, 466 U.S. 2, 16 (1984)). 

3 See F.M. Scherer, “Firm Size, Market Structure, Opportunity, and the Output of Patented Inventions,” The 
American Economic Review, vol. LV, no. 5, Part 1, December 1965, pp. 1097-1125; F.M. Scherer, “The size 
distribution of profits from innovation,” Annales D’Economie et de Statistique, no. 49/50, 1998, pp. 496-516 
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Most patents are worth only a little because while the inventions they disclose may be novel 

and useful, they are minor, “commodity inventions” for which close substitutes exist.  They 

convey no market power to their owners.  Licensors – buyers of technology – will pay no more 

to obtain the right to use a new technology than the dollar value of the advantage the new 

technology affords over the next best alternative technology in the same application.  The 

presence and quality of substitutes is an important determinant of market power in technology 

markets, as it is in product markets.   

The value of a new technology, product or product characteristic can be approximated by the 

value to consumers of its advantage over the next best alternative — if the next best alternative 

is just as good, its value (price) will be no greater than the price of the alternative.  The same 

applies to a cost-saving process patent whose value will equal its cost-saving advantage.  If that 

advantage is small, then no matter how new and exciting the technology, it will not be worth 

much.   

Of course, revolutionary inventions – useful technical advances with weak or nonexistent 

economic substitutes – by exactly the same principle convey great market power.  Processes or 

products embodying such inventions will themselves be valuable either because the new 

product characteristics are desirable to consumers who are without alternative means to satisfy 

these desires or because product costs have been reduced in ways that could not be 

accomplished by other means. 

Standard setting has the potential to create market power and enhance the market value of a 

technology by reducing the number of close substitutes.  This is the reason why firms invest in 

competitions to become a standard whether these competitions occur in the market (de facto) or 

before standard-setting bodies (de jure).  Whether standards are set de facto or de jure, standard 

setting can create market power where the grant of a patent alone could not.  We note, though, 

                                                                                                                                                           
(especially p. 513); Ariel Pakes, “Patents as Options: Some Estimates of the Value of Holding European Patent 
Stocks,” Econometrica, vol. 54, no. 4, July 1986, pp. 755-784; Schankerman, Mark,  “How Valuable is Patent 
Protection? Estimates by Technology Field,” RAND Journal of Economics, Spring 1998, vol. 29, no. 1, p. 94; 
and Jean Lanjouw, “Patent Protection in the Shadow of Infringement: Simulation Estimations of Patent Value,” 
Review of Economic Studies, vol. 65, 1998, pp. 671-710.  
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that the set of conditions required for this to happen is restrictive:  Standard setting does not 

always create market power for the standardized technology.  In settings where compatibility 

requirements are high, standards competition may be very important as the choice of a standard 

may virtually eliminate, not merely disadvantage, competing technologies.   

When the value of the technology is not high to begin with (because the innovation is minor or 

because there are many economically comparable inventions), formal standard setting has the 

potential to enhance value.  Let us begin by thinking about the case of a new technology that 

represents a minimal advance over pre-existing alternatives.  If the application had low 

compatibility requirements so that establishing a standard were not necessary and the new 

technology were available for license, the license would carry only a low royalty as substitute 

solutions are at hand.  Assume now that compatibility requirements are high and setting a de 

jure standard is desirable.  The formerly low-value technology representing a minimal advance 

over ready substitutes could now command a high royalty because the formerly plentiful, ready 

substitutes are now disqualified by the standard.  The new technology stands alone and firms 

would be willing to pay for it in order to remain compatible and in compliance with the 

standard.  The act of naming the technology the standard increased the value that consumers 

placed on the technology.  The invention outside of the standard carried little value on its own. 

Now let us replay the story with a new technology that represents a substantial advance in 

price/performance characteristics over older solutions to the same problem.  In version one of a 

hypothetical market with minimal compatibility requirements and no need for standard setting, 

the new technology wins on its own merits and is likely to command a high royalty (although 

obviously not so high as to render it inferior when one considers the price versus performance 

tradeoff).  While there may be no need for a de jure standard, we expect to see the market 

behave as if the new revolutionary technology were an agreed upon standard. 

Suppose we change the minimal compatibility assumption and require a standard, all else 

equal.  In this case, because the new technology would have won the standards war, de facto, in 

the market, its adoption as a formal standard, de jure, adds little or nothing to its value.  The 
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older substitutes were inferior substitutes to begin with and are made no more so by the 

standard-setting body. 

Standard setting has the potential for increasing the value of a technology when a technology 

with close substitutes wins a formal standard-setting competition.  Standard setting can create 

market power by making otherwise close substitutes inferior, and thereby increasing the royalty 

rate (price) a technology can command.  By contrast, when the invention would dominate the 

alternatives in a technology market on its own inherent merits, ratification of the market 

outcome by formal standard setting is an afterthought; it changes nothing.  

One of the goals of standard-setting organizations (SSOs) is to choose a technology as the 

standard that will yield the best performance at the lowest possible cost.  The technology that 

offers the best performance is not necessarily the first choice if the cost of that technology 

exceeds its performance advantage.  A predicament facing the SSOs in trying to choose the 

technology with the best price performance trade off is that price of the chosen technology can 

change after the standard is determined if the technology owner attempts to extract the value 

added by the standardization process in royalty fees for the standard technology.  If the SSO 

were not aware that the technology it was including in the standard was proprietary, it would 

not be aware of the likely ex-post cost of the standard. 

To ensure that it has the most information possible about the potential for the technologies it is 

considering to be subject to royalties, the SSO requests that its members disclose any relevant 

patents that they have to the SSO during the standard-setting process.  In addition, the SSO also 

requires that a member whose proprietary technology is included in the standard, will license 

that technology to other members of the SSO either free of charge or on “fair, reasonable or 

non-discriminatory terms.”  The impact and our interpretation of these patent policies is the 

focus of the remainder of this paper. 

The Impact of Disclosure rules  

SSOs rely upon disclosure rules to accomplish important objectives.  Disclosure rules enable 

the SSO to obtain information about whether technologies under consideration for inclusion in 
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the standard are proprietary and subject to licensing.  They thereby reduce the potential for a 

technology to be included in a standard without the knowledge that a technology owner, with 

intellectual property that reads on the standard, may try to extract royalties for the use of the 

technology. 

In the absence of knowledge about proprietary IP rights in the technologies under 

consideration, manufacturers may find themselves the victims of opportunism after the standard 

has been set.  That is, the patent holder may charge a royalty that reflects a premium arising 

from irreversibility – the cost of revising the standard to save the cost of royalty.  A patent-

holder may charge such a premium when the patent emerges after manufacturers have made 

sunk investment in the patented feature of the standard without having predetermined the 

license fee.  Avoiding a license entails new investment cost if the old (potentially infringing) 

investments cannot be modified to evade the patent. 

In order for a technology owner to profit from opportunism of this sort and for such 

opportunism to be a concern to the standard-setting body, three important conditions must be 

met.  First, the proprietary technology must be essential to the standard or else it could simply 

omitted.  An attempt by the patent owner to charge opportunistic royalties would result in 

manufacturers leaving that particular technology out of the final product.  Second, there must 

be costs associated with changing either the standard or the manufacturing process that are 

greater than the royalty demanded.  If investments were not sunk, the standard could be 

costlessly changed to evade the license. Finally, there must be alternatives to the chosen 

patented technology that could plausibly have been adopted had disclosure taken place.  If there 

were no economic alternative, the patent holder would have been able to extract the full value 

of preventing manufacturers from making on-standard products by means of the exclusionary 

power of the patent alone.  Thus, if there were no economic alternatives, the SSO could not 

benefit from the proprietary nature of the technology at issue having been disclosed.  

Because of the potential for opportunism in standard setting, SSOs employ a variety of 

disclosure rules and enforce them with varying degrees of strictness.  One rule is that issued 

patents essential to the standard being considered be disclosed by standard-setting participants 
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who are active proponents of the adoption of their technology. 4Somewhat more rigorous is a 

requirement that all participants disclose issued patents, essential or otherwise and whether the 

technology owner is an active proponent of its own technology or otherwise.  More rigorous 

still is a rule requiring disclosure of both issued patents and patent applications. 

Disclosure rules vary because along with the potential benefits of disclosure, described above, 

there are costs of compliance.  These costs are borne directly by the organization members and 

indirectly by the SSO if compliance costs cause some technology owners to opt out of the SSO 

making the SSO less effective.  Compliance costs fall into two categories: transaction costs and 

the risk of diminishing the property right.   

The more rigorous the disclosure rule, the higher the cost of complying.  It is costly for the SSO 

representative of a member firm to first learn the patent portfolio of his firm, particularly if that 

firm is a large, research-based organization, and then to ascertain whether any patents read on 

the standard.  The need to do this for as-yet-unpatented projects increases the cost.5   

Rules that require the disclosure of unprotected IP such as patent applications pose obvious 

risks for the IP owners.  U.S. patent applications are filed in secrecy precisely so that premature 

disclosure does not lead to unprotected use of the invention.  Patent applicants are guaranteed 

secrecy not only of the type or general field of technology covered by the application but also 

of the fact of the application itself.6   

                                                 
4 Since patents are public documents, a rule requiring disclosure of patents merely saves the association patent 

searching costs.  If the disclosure rule is accompanied by a requirement that a standard-setting participant’s 
patents be licensed on reasonable and non-discriminatory (RAND) terms, as is often the case, the SSO’s 
objective is to nullify, not merely discover, the potential for licensing at a premium. 

5 Without a requirement that any firm’s representative be knowledgeable about his or her firm’s actual and 
potential intellectual property, any disclosure rule can be evaded by sending a deliberately ignorant 
representative.  Because full compliance by an ignorant representative does not yield any of the benefits of 
disclosure to the SSO, we assume that member firms feel some obligation to send a knowledgeable 
representative. 

6 “Most patent applications filed on or after November 29, 2000, will be published 18 months after the filing date 
of the application, or any earlier filing date relied upon under Title 35, United States Code. Otherwise, all patent 
applications are maintained in the strictest confidence until the patent is issued or the application is published.” 
See “General Information Concerning Patents,” USPTO website at: 
http://www.uspto.gov/web/offices/pac/doc/general/index.html.  We understand that if the applicant wishes, the 
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Disclosure of published applications, opens the applicant up to additional costs in the form of 

interferences in the patent application procedure. These interferences will be costly to the 

applicant and may be brought by a competitor whose goals are to increase its rivals’ costs or 

steer the standard-setting committee towards a less desirable technology. 

More obviously, a disclosure requirement covering patent applications reduces the value of a 

patent later obtained because if affords others – typically, competitors in the technology market 

– a head start toward evasion or design-around efforts that will diminish the value of the 

patented technology.  Application owners will weigh the benefits of joining a standard-setting 

organization against the cost of revealing potentially valuable IP before it is protected by a 

patent.   

The disclosure of issued patents affords manufacturers the possibility of designing around the 

disclosed patents and design-around solutions can save royalties, all of which is consistent with 

the trade-off that patents provide to inventors: disclosure and the risk of design-around 

balanced by a right to exclude or claim royalties.  In contrast, for unprotected inventions to be 

disclosed creates hazards for inventors who participate in standard-setting discussions.  This is 

because such disclosure enables potential licensees to devise ways of evading expected patents 

before they are granted. 

The costs of disclosure fall not only upon members but upon the standard-setting organizations 

themselves.  This is because, as cost and risk rises for individual member firms, the 

attractiveness of opting out of participation in standard-setting increases.  This is dangerous for 

the SSO and for economic efficiency in industries for which formal standard setting is an 

efficiency-enhancing activity. 

In addition, mandating disclosure of patent applications has the potential for facilitating 

collusion among various factions of standard-setting members to the detriment of other 

members.  Buyers of technology have an incentive to depress prices while sellers of technology 

                                                                                                                                                           
application and its contents can remain confidential in some circumstances, and that the law contains a provision 
preventing interferences in the USPTO based upon a disclosed application. 
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have an incentive to raise prices.  Technology buyers may work against technology sellers by 

attempting to design around prematurely disclosed patentable claims to depress royalties and to 

deter the entry of technological mavericks.  Alternatively, some members of the SSO may try 

to get the standard to move in a particular direction to create a weaker competitor to its own 

proprietary technology.  That is, a committee member with a proprietary competing technology 

may object to any features of the standard that may become patentable by other members of the 

committee if those features add performance benefits to the standard, thus making it a more 

formidable competitor to the member’s own out-of-standard proprietary technology. 

We do not know what the optimal rule for standard-setting disclosures might be.  There is 

bound to be variation by industry or technology in the value sacrificed by an inventor as a 

result of premature disclosure, just as there are inter-industry differences in the value that 

patent protection affords.7  To the extent that the benefits and costs described above are 

unmeasurable in any industry, the optimal rule is unknowable as well. 

Because of differences across industries in the reward afforded by patent protection and in the 

incentives of standard-setting members, no rule would be optimal for all situations.  Because of 

this heterogeneity across industries, the policy choice that leaves the disclosure rule and the 

rigor of enforcement up to standard-setting organizations themselves may be best.  Standard-

setting bodies themselves may be the best suited (1) to understand their industry, (2) to 

determine how susceptible they are to capture or hold-up by one of their members and, (3) 

absent capture, to optimize the tradeoff between the benefits and costs of disclosure that these 

rules entail.  This conclusion does not rule out antitrust enforcement against firms which abuse 

standard-setting to monopolize technology markets.  It does imply an approach to antitrust 

enforcement that is tailored to the specific characteristics of the industry and the technology.   

                                                 
7  Schankerman, Mark (1998).  “How Valuable is Patent Protection? Estimates by Technology Field,” RAND 

Journal of Economics. Spring, Vol. 29, No. 1, p. 94.  
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Reasonable and Non-Discriminatory Royalty Rates in Standard Setting 

Having learned through disclosure what elements of the standardized technology may be 

proprietary and subject to royalties, the standard-setting body is still left with the problem of 

trying to forecast what royalty or licensing fees the technology owner is likely to charge after 

the standard is determined.  The typical SSO patent policy mandating that a royalty be “fair, 

reasonable and non-discriminatory” gives little guidance for royalty determination because 

“reasonable” can mean different things to a technology owner and a technology buyer.   

One approach is to consider as reasonable a royalty that reflects the inherent benefits of the 

technology over the next best alternative.  A reasonable royalty for a standardized technology 

should not be less than the expected royalty the technology owner would have been able to 

command had the standard-setting body never been formed and technology owners competed 

in the market to become a de facto standard.  This gives a lower bound for a reasonable royalty 

for a de jure standard: the technology owner should be able to earn at least the expected royalty 

he could have earned in an open and competitive market. 

What though, provides the upper bound on what a “fair and reasonable” royalty might be?  

Should a reasonable royalty reflect the value of the technology before or after it was chosen as 

the standard?  In the presence of economic alternatives, the selection of a technology as a 

standard has the potential for creating market power because the value of the technology 

embedded in the standard rises at the moment the standard is set and alternatives are thereby 

excluded.8  This means that a royalty determined after the choice of the standard will in all 

likelihood be higher than a royalty chosen for the identical technology beforehand.   

A useful way of thinking about the reasonableness issue is to imagine the outcome of a royalty 

negotiation as a sharing of the gains from achieving a bargain between a patent holder and 

potential licensees.  Whether any particular split of the value created by the standard is “fair” is 

                                                 
8 Assuming, as described above, that the technology is essential to the final product, that switching costs are high, 

and that the industry is subject to high compatibility requirements such that standardization itself has value. 
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not up to an economist to decide.  Economics, though, can provide useful insights into the 

incentive properties of any solution and rule out solutions that yield undesirable incentives. 

It is desirable to encourage firms to design technology with an eye on achieving compatibility 

in industries where technology users benefit from compatibility.  It is also desirable to 

encourage technology- intensive firms to offer their technologies to standard-setting bodies for 

consideration in industries where standards matter.  The implication is that built into the 

definition of reasonableness there ought to be an incentive for bringing technology to a 

standard-setting body.  Put another way, the reasonable and non-discriminatory standard should 

not be set so as to deprive patent holders of the incentive to propose their technology as a 

standard.   

Note, however, that incentives are already in place to design for standardization.  Since market 

forces can determine the winner in a standards war, and becoming the standard can create 

market power, firms wishing to see their technology become the standard will invent with the 

objective of winning in the market.  They will have incentives to submit their inventions for 

consideration to formal standard-setting agencies in hope of saving the cost of a standards war, 

but only as long as doing so does not deprive them of the fruits of winning.  If all gains were 

taken away, then firms would rather go to war in the market than submit to the profit-

destroying restrictions of a standard-setting body. 

The gains from formal standard setting can be defined as the difference between the royalty 

that the technology owner can charge after being selected formally as the standard and the 

royalty that she could charge if no formal standard were set.9  Consider three possible divisions 

of the gains from formal standard setting when compatibility requirements are high: 

                                                 
9 And, by implication, her ability to charge was set by the cost of employing the next best alternative. A 

technology with a close substitute will gain value from formal standard setting as the substitute will be ruled 
out-of-standard. A technology with no close substitute will gain little or no value from formal standard setting 
because it would have been the de facto standard. 
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1. Award to the patent holder all the extra gains from formal standard setting.  

This is the maximum; anything higher would be pure windfall with no useful 

incentive properties. 

2. Award to the patent holder none of the extra gains from formal standard setting.  

This is the minimum; anything lower would fail to reward inventors from 

bringing their technologies to standard-setting agencies for consideration.  

3. Estimate the maximum and minimum and divide the surplus between the 

technology owner and the technology users. 

To award the patent holder all the gains from formal standardization creates a strong incentive 

for firms to invent with the goal of becoming a formal standard and for bringing inventions, 

especially those which are not major advances, into the formal standard-setting process.  

However, because all of the gains of standardization will be absorbed by the patent owner, 

users of the standardized technology will be no better off than if a standard had not been chosen 

(the value to them of having a standard will equal the cost of purchasing the standardized 

technology).   

Under the second, no-extra-gains-to-the-patent-holder choice, patent holders may choose to try 

to win a standards war in the market, which would allow them to capture all of the gains from 

becoming a de facto standard.  The patent owner will weigh the probability of winning a 

standards war in the market and earning higher royalties against the probability of being chosen 

as a de jure standard and earning royalties reflecting only the pre-standardized va lue of his 

technology.  The expected value of a technology reflects the probability of winning the 

standards war, the costs of waging the war, and the price the technology could command if it 

became a de facto standard.  The probability of winning a standards war depends on the extent 

of the technological advance of the patented technology at issue.  Technology owners whose 

patents represent significant advances will have a greater incentive to let the market choose the 

standard than technology owners whose patents represent minimal advances. 
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Dividing the gains from standardization between the patent owner and the standard users can 

ensure that innovators have an incentive to join SSOs and that technology users maintain some 

benefit from having a standard.  Note though, that the minimum royalty that will induce an 

innovator of a significant technological advance to join a standard setting organization will be 

different than the minimum royalty that will induce the owner of a technology with many 

economically equivalent alternatives to join.  The inventor of a significant technological 

achievement will likely require a greater share of the benefits of standardization to be willing to 

forego the chance of becoming a de facto standard and having freer rein to set his royalty.   

As to the “free of unfair discrimination” condition that standard-setting bodies strive to impose, 

one possible interpretation relates to the economist’s definition of price discrimination.  Price 

discrimination refers to the act of charging two or more customers — licensees in this case — 

different prices where the differences are not explained by differences in the economic costs of 

dealing with them.  Economic costs include not only direct costs but also, for example, 

opportunity costs and the risks imposed on the licensor by the licensee and other economic 

costs.  If this interpretation is appropriate, its implication is that to agree to license on terms 

free of unfair discrimination entails an agreement to charge licensees the same royalty rate, 

except where the economic costs of licensing customers differ.  In those instances, the prices 

(royalties) should differ with differences in licensing costs. 

Limiting the ability of a licensor to charge different royalties to different licensees may reduce 

the use of technology. 10  Charging different customers different royalties induces more 

licensing than imposing a single-rate rule would.  Indeed, this is efficient and can enhance 

welfare because a licensor can establish low prices for price-sensitive licensees and higher 

prices for less price-sensitive licensees.  The result is that output (i.e., licenses sold and, 

conceivably, goods or services sold with licensed technology) increases.  If a technology owner 

were forced to set one royalty rate schedule for all licensees, then the chosen price may be too 

                                                 
10 For example, a requirement for no price discrimination might rule out the use of lump -sum payments, either 

alone or in combination with running royalties.  Lump -sum payments that are not calibrated to different levels of 
sales are likely to imply price discrimination because, with lump -sum payments, high volume licensees will pay 
lower per-unit licensing fees than low volume licensees. 



 
 

 
 

 

 

   

 

- 13 - 

high for some manufacturers who would opt out of the technology market.  Since these 

manufacturers would be willing to license the technology at a lower price and the technology 

owner would be willing to charge them a lower price if he could do so without sacrificing the 

higher royalty he gets from other licensees, the “one-price” rule can create what economists 

refer to as dead-weight loss — a loss in welfare as a result of market imperfection.  To avoid 

these welfare losses, economic price discrimination can be beneficial.  However, a standard-

setting body may legitimately be concerned that a participant in the standard-setting process 

may attempt to raise its rivals’ costs or otherwise discriminate against its rivals.  Thus, a rule 

against unfair discrimination that requires that the same royalty be offered to “similarly 

situated” licensees enables the technology owner to expand output to the benefit of welfare 

without the risk that it could use price discrimination to hinder its rivals in competition in the 

product market.  It permits both pricing where the cost differences of licensing different parties 

fully explain price differences, and true price discrimination where it cannot harm competition. 

Conclusion 

We tend to think about patents and standards as conveying market power because that is the 

interesting case. Reality is more varied not only because few inventions are blockbusters but 

also because patents matter more in certain industries than others.  The same applies to 

standards.   The main message of this brief paper is that realism requires looking beyond the 

convenient abstractions to the specific characteristics of individual technology markets. 

• Formal standard-setting does not create market power for technologies that do not have 

close substitutes; 

• Disclosure rules have benefits and costs whose balance will vary with the nature of 

technology markets, their differing dependence on compatibility and standardization 

and the characteristics of innovative and imitative activity within them; 

• The reasonableness of a royalty may be assessed in terms of the division of gains from 

licensing between licensor and licensees.  While there is no single right answer, we may 
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be able to rule out as unreasonable royalties that leave the patent owner worse than he 

would have been had he not joined the SSO and royalties that absorb all of the gains 

from standardization.  The threshold for what is reasonable will depend on the nature of 

the invention that is chosen as the standard; and, 

• In standard-setting policy determination, preserving the incentive to participate in 

standard-setting activities must be part of the solution.  Because the link between 

efficiency and standard-setting participation is likely to vary by industry, so must the 

rules. 

 

 



 

1 

 

Joint Hearings of the United States Department of Justice and the 
Federal Trade Commission regarding Competition and Intellectual 

Property Law and Policy in the Knowledge-Based Economy 

 

Washington, D.C. 

April 18, 2002 

 

 

EVALUATING MARKET POWER IN TECHNOLOGY MARKETS 
WHEN STANDARDS ARE SELECTED IN WHICH PRIVATE 

PARTIES OWN INTELLECTUAL PROPERTY RIGHTS 
 
 

 

 

 

 

 
Daniel G. Swanson* 

Gibson, Dunn & Crutcher LLP 
333 South Grand Avenue 

Los Angeles, California 9006 
(213) 229-7430 

dswanson@gibsondunn.com 

 
 
 

 
 

                                                 

*   The views expressed in this paper are those of the author alone and are not necessarily those of (and should 
not be attributed to) Gibson, Dunn & Crutcher LLP or any of its clients.  



 

2 

EVALUATING MARKET POWER IN TECHNOLOGY MARKETS 
WHEN STANDARDS ARE SELECTED IN WHICH PRIVATE 

PARTIES OWN INTELLECTUAL PROPERTY RIGHTS 
 

Daniel G. Swanson1 

 
 

I. INTRODUCTION 

This paper is directed at a limited topic in the much broader subject area of 
standard setting and antitrust law.  In particular, the paper is concerned with 
the effects of the adoption by standard-setting organizations (SSOs) of 
standards in which private parties own intellectual property rights.2 

It is by now largely agreed that the mere possession of a patent, copyright or 
other intellectual property right does not in itself warrant any presumption of 
market or monopoly power.3  Thus, the U.S. antitrust agencies regard the 
power, if any, conferred by an intellectual property right as a function of the 
availability of alternative technologies or products.4  As a practical matter, 
market power in technology markets is often measured by counting the number 
of technologies that appear to be substitutable at comparable costs.5  A market 
with two, three or four alternative technologies may be reasonably competitive 

                                                 

1  The views expressed in this paper are those of the author alone and are not necessarily those of (and should 
not be attributed to) Gibson, Dunn & Crutcher LLP or any of its clients.  

2    The paper assumes that the IP right either is coextensive with the standard in question in the sense that it 
may be the principal basis for the production of a standardized product or process, or is one of several 
inputs into the production of such a product or process.  The paper deals only with known intellectual 
property rights and does not address, e.g., Dell issues.  

3   See Jefferson Parish Hosp. v. Hyde, 466 U.S. at 37 n.7 (O’Connor, J., concurring); In re Independent 
Service Organizations Antitrust Litigation, 203 F. 3d 1322, 1325-26 (Fed. Cir. 2000); C.R. Bard, Inc. v. M3 
Systems, Inc., 157 F.3d 1340, 1364 (Fed. Cir. 1998); Town Sound and Custom Tops, Inc. v. Chrysler 
Motors Corp., 959 F.2d 468, 479-80 (3d Cir.), cert. denied, 506 U.S. 868 (1992); Abbott Laboratories v. 
Brennan, 952 F.2d 1346, 1354-55 (Fed. Cir. 1991), cert. denied, 505 U.S. 1205 (1992). 

4   See U.S. Department of Justice and Federal Trade Commission Antitrust Guidelines for the Licensing of 
Intellectual Property § 2.2 (1995). 

5   See Herbert Hovenkamp, Mark D. Janis & Mark A. Lemley, IP AND ANTITRUST : AN ANALYSIS OF 
ANTITRUST PRINCIPLES APPLIED TO INTELLECTUAL PROPERTY LAW (2001), §4.1c at 4-7 & §4.3c1 at 4-48. 
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(and a market with five may be eligible for the antitrust “safety zone” 
prescribed by the DOJ-FTC IP Guidelines).6   

Thus, almost by definition, standard-setting exercises are likely to occur in 
competitive — perhaps very competitive — technology markets as several 
technologies compete for selection ex ante.  Once a standard has been selected, 
however, the potential for ex post change in the market arises.  As Lemley and 
McGowan explain the issue, “[t]he general danger of allowing a private party 
to own intellectual property rights in an open standard is that the private party 
may at some point attempt to close the standard, either by licensing it on 
discriminatory terms, by setting an unreasonable price for continued access, or 
simply by denying access (a license) altogether.”7 

In order to evaluate concerns such as these, it is necessary to examine the 
question of how to measure market power in the technology market — on an 
ex ante or ex post basis?  This requires consideration of (1) the likely economic 
effects of standard selection; (2) the potential role of contracting (licensing) in 
controlling market power; and (3) the potential role of SSOs and the standard-
selection process in limiting market power.   

II. ANALYSIS OF MARKET POWER AFTER STANDARD SELECTION 

A. The Economic Effects of Standard Selection on Market 
Power 

Although competition may exist in the technology market in advance of the 
selection of a proprietary standard, the act of selection has consequences that 
can lead to reduced competitiveness and increased ex post market power.  The 
adoption of a proprietary standard, for example, is likely to lead at least some 
(and perhaps many) market participants to view alternative technologies as less 
close substitutes for the designated technology.  For example, standard-setting 
activities often involve testing and comparative evaluation of competing 

                                                 

6   See U.S. Department of Justice and Federal Trade Commission Antitrust Guidelines for the Licensing of 
Intellectual Property § 4.3 (1995). 

7   Mark A. Lemley & David McGowan, Could Java Change Everything? The Competitive Propriety of a 
Proprietary Standard, 43 ANTITRUST  BULLETIN 715, 760 (1998). 
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technologies.8  Victory in such a process – at least one whose outcome has not 
been skewed by noticeably biased procedures – bestows credibility and likely 
conveys positive information to the market about the quality of the technology 
in question or negative information about the relative quality of alternative 
candidates.   

Selection can affect not just relative beliefs about quality but also market 
expectations regarding future commercial success. This can be a particularly 
significant factor when standard-setting occurs in network markets.  Much has 
been written about network effects and the phenomena of path dependence, 
critical mass, and tipping in network markets.9  In such markets, demand is 
strongly influenced by buyers’ forecasts of future sales and the ultimate size of 
the network.10  Actions that have the potential to affect expectations positively, 
such as the endorsement of a technology by a standard-setting body, can yield 
large – even decisive – benefits in the marketplace.  “In these circumstances, 
victory need not go to the better or cheaper product: an inferior product may be 
able to defeat a superior one if it is widely expected to do so.”11  Regardless of 
whether alternative technologies are clearly better or cheaper, the point for 
present purposes is that they may in time be sidelined as effective competitive 
constraints on the winning technology if network effects are strong.12 

                                                 

8   Access to the detailed results of such analyses may be limited to those who have entered into non-
disclosure agreements.   

9   See, e.g., Luís M. B. Cabral, INTRODUCTION TO INDUSTRIAL ORGANIZATION (2000), at 311-34; Oz Shy, 
INDUSTRIAL ORGANIZATION: THEORY AND APPLICATIONS (1995), at 253-277; Stanley M. Besen & Joseph 
Farrell, Choosing How to Compete: Strategies and Tactics in Standardization, 8 J. ECON. PERSPECTIVES 
117 (1994); Michael L. Katz & Carl Shapiro, Technology Adoption in the Presence of Network 
Externalities, 94 J. POLIT .  ECON. 822 (1986); Michael L. Katz & Carl Shapiro, Network Externalities, 
Competition, and Compatibility, 75 AM. ECON. REV. 424 (1985). 

10  See, e.g., Luís M. B. Cabral, INTRODUCTION TO INDUSTRIAL ORGANIZATION (2000), at 312-14; Carl 
Shapiro & Hal Varian, INFORMATION RULES: A STRATEGIC GUIDE TO THE NETWORK ECONOMY (1999) at 
230 (“We have stressed the importance of expectations as a driver of positive feedback in network markets: 
confidence breeds success, while doubt spells doom”); Stanley M. Besen & Joseph Farrell, Choosing How 
to Compete: Strategies and Tactics in Standardization, 8 J. ECON. PERSPECTIVES 117, 118 (1994) 
(“expectations about the ultimate size of the network are crucial”). 

11  Stanley M. Besen & Joseph Farrell, Choosing How to Compete: Strategies and Tactics in Standardization, 
8 J. ECON. PERSPECTIVES 117, 118 (1994). 

12  The focus here is on the network effects in the technology market itself.  It should be noted that where the 
proprietary technology is not coextensive with the standard, for example when it is only an input into the 

[Footnote continued on next page] 
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Another factor tending to diminish ex post competitiveness in the relevant 
technology market is the extent to which the selection of a proprietary 
technology leads licensees (or prospective licensees) to incur durable 
technology-specific investments that give rise to non-negligible switching 
costs.13  Such investments may take many forms.14  For example, adoption of a 
technology may lead to specialized investments in “learning” the techniques 
involved and digesting ongoing improvements.15 Similarly, practicing the 
technology may require specific investments in plant and equipment. Costly 
marketing campaigns may be undertaken to create buyer awareness of the use 
or incorporation of the proprietary technology.  Sunk investments such as these 
can give rise to high switching costs leading to the phenomenon of “lock-in,” 
whereby the ability to turn to alternative technologies is significantly 
constrained.16   

                                                 
[Footnote continued from previous page] 

production of a standardized product or process, then it is possible that network effects could arise in the 
relevant “goods” market without also characterizing the relevant technology market.  Network effects may 
arise in technology markets for a variety of reasons, of course (e.g., more licensees for a given technology 
means more potential for improvements, more incentives for the development of multiple complementary 
technologies, etc.).  In some instances, network effects may be so strong that multiple technologies may not 
be viable in the ultimate configuration of the marketplace.   

13  See, e.g., Carl Shapiro & Hal Varian, INFORMATION RULES: A STRATEGIC GUIDE TO THE NETWORK 
ECONOMY (1999) at 103-71.  Asset-specific investments, of course, may also be made in advance of 
standard selection.   

14  Of course, when standardization promotes compatibility with complementary products, it serves to that 
extent to reduce switching costs (by minimizing the extent to which investments in complementary 
products are lost when switching suppliers).  See, e.g., Joseph Kattan, Market Power in the Presence of An 
Installed Base, 62 ANTITRUST  L. J. 1 (1993).   

15  The technical personnel involved may be placed “off limits” for exposure to alternative technologies 
because of licensor concerns regarding the protection of know-how and other trade secrets. 

16  The term “lock-in” is also used to refer to the phenomenon of a network market tipping to one product as 
the result of the demand-side economies of scale (i.e., network effects) discussed above.  See, e.g., Luís M. 
B. Cabral, INTRODUCTION TO INDUSTRIAL ORGANIZATION (2000), at 315.  In the perhaps unlikely case 
where the a standardized technology is licensed on terms allowing licensees an unfettered right to 
sublicence to third parties (without paying additional compensation to the original licensor), intra-standard 
competition may substantially reduce the leeway for lock-in to arise.  See, e.g., Joseph Kattan, Market 
Power in the Presence of An Installed Base, 62 ANTITRUST  L. J. 1 (1993) (“the lock-in effect is of little 
competitive consequence when consumers are ‘locked into’ a competitive market”). 
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B. Constraining Ex Post Market Power Through Pre-Selection 
Licensing 

As we have seen, the act of selecting a standard can lead to the creation or 
enhancement of market power.  That is, the various economic effects flowing 
from the endorsement of a proprietary technology by an SSO have the potential 
to convert an ex ante competitive technology market into one that is subject to 
ex post market or monopoly power.17  Of course, the facts of any given case of 
standard setting must be analyzed individually as it is entirely possible that 
alternative technologies (even alternative standards) may co-exist in the market 
post-selection as viable substitutes for the standardized technology. 18  
Nonetheless, to the extent that ex post market power is a realistic threat, one 
would expect to see efforts in the market to limit or prevent the creation and 
exercise of such power.   

One possible solution to the problem of ex post market power is for 
prospective licensees to bargain in advance of selection, when the market is at 
its most competitive — as proponents of alternative technologies are actively 
vying with each other for advantage — and to close the deal at or before the 
time when the standard is finally chosen.  Contracting activities are certainly a 
well-recognized means to attempt to regulate the economic power that a 
decision-maker may voluntarily choose to bestow upon one among numerous 
contending parties.  In this regard, economists have explored the nature of 
“competition for a prize” — the “prize” in the present context being standard 
selection — and the incentives for the contestants involved to compete away 
the expected ex post gains in the effort to gain victory.19  The theory of 

                                                 

17  For the moment, no distinction is drawn between “traditional” market power and the power to exploit 
individual licensees that arises after the licensees are locked-in by their relationship-specific investments. 

18  See, e.g., Carl Shapiro, Setting Compatibility Standards: Cooperation or Collusion? (unpublished 
manuscript 2000), available at http://haas.berkeley.edu/~shapiro/standards.pdf; Oz Shy, INDUSTRIAL 
ORGANIZATION: THEORY AND APPLICATIONS (1995), at 259-61. 

19  Stanley M. Besen & Joseph Farrell, Choosing How to Compete: Strategies and Tactics in Standardization, 
8 J. ECON. PERSPECTIVES 117, 119 (1994).  Of course, the “prize” of standardization is bestowed by the 
SSO, not by individual buyers, but timely individual licensing decisions, particularly by buyers with 
reputations for technical expertise and financial sophistication, can serve as valuable “endorsements” 
having the potential to affect the outcome of the standard-selection process.  A somewhat analogous 
situation arises in the aviation industry, for example, where competition between Boeing and Airbus to sign 
up sufficient “launch customers” to reach the critical mass justifying a proposed new aircraft model is often 
brutally intense as each OEM (and its complementary systems suppliers) seeks to sign up sophisticated 

[Footnote continued on next page] 
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franchise bidding, for example, has explored the opportunities to limit the 
power of natural monopolies by making the monopoly franchise the “prize” to 
be won by contesting bidders, with ex post pricing and performance 
constrained to more competitive benchmarks by the terms of the franchise 
contract.20 

Even a licensor generally facing vigorous competition from alternative 
technologies may have the power to exploit its existing licensees to the extent 
that they are locked-in due to switching costs arising from sunk relationship-
specific investments.  This is the problem of opportunism (or “hold-ups”).21  
Opportunism arises in a vertical supply relationship as a result of the supplier’s 
incentives (in the absence of effective constraints) to exercise the power 
flowing from the creation of the relationship — after the buyer invests in 
relationship-specific assets creating switching costs — to “hold up” the buyer 
by imposing a higher price or lower quality than would be efficient.22  There is 
a rich literature in economics recognizing that rational buyers will negotiate 
contracts containing terms that seek to prevent opportunistic hold-ups by 
regulating the relationship and limiting what the seller is allowed to do.23 

                                                 
[Footnote continued from previous page] 

airlines with reputations for expertise in evaluating aircraft performance and cost long before actually 
delivering (or even producing) any aircraft.  The launch airlines will invariably negotiate in advance over 
detailed terms and conditions (with the manufacturer and with complementary suppliers) covering a host of 
items applicable over the very long productive life of an aircraft, such as aircraft configuration, second-
sourcing, warranty terms, maintenance rates, spares pricing, technical support and the like. 

20  See, e.g., W. Kip Viscusi, John M. Vernon & Joseph E. Harrington, Jr., ECONOMICS OF REGULATION AND 
ANTITRUST  (3rd ed. 2000), at 395-409.  Franchise bidding can theoretically yield pricing below the 
monopoly level, such as average cost pricing (or even marginal cost pricing if two-part tariffs can be  
successfully implemented).   

21  See, e.g., W. Kip Viscusi, John M. Vernon & Joseph E. Harrington, Jr., ECONOMICS OF REGULATION AND 
ANTITRUST  (3rd ed. 2000), at 407-09; Benjamin Klein, Market Power in Franchise Cases in the Wake of 
Kodak: Applying Post-Contract Hold-Up Analysis to Vertical Relationships, 67 ANTITRUST  L. J. 283 
(1999); Carl Shapiro, Aftermarkets and Consumer Welfare: Making Sense of Kodak, 63 ANTITRUST  L. J. 
483 (1995); Joseph Farrell & Carl Shapiro, Optimal Contracts with Lock -In, 79 AM. ECON. REV. 51 (1989); 
Oliver Williamson, THE ECONOMIC INSTITUTIONS OF CAPITALISM (1985); Timothy J. Muris, Opportunistic 
Behavior and the Law of Contracts, 65 MINN. L. REV. 521 (1981). 

22  See, e.g., Joseph Farrell & Carl Shapiro, Optimal Contracts with Lock -In, 79 AM.  ECON.  REV. 51, 51 
(1989). 

23  See, e.g., Benjamin Klein, Market Power in Antitrust: Economic Analysis After Kodak, 3 SUP. CT. ECON. 
REV. 43, 50-51 (1993); Timothy J. Muris, Opportunistic Behavior and the Law of Contracts, 65 MINN. L. 
REV. 521 (1981). 
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Although the term “market power” is frequently used (and is generally used in 
this paper) in the broadest sense to encompass the seller’s relationship-specific 
power to exploit individual buyers (to the extent that the buyers are locked-in 
by their relationship-specific investments), it bears repeating that opportunism 
can arise in the absence of any market power in the narrower or “traditional” 
sense.24  In the standard-setting context, however, the ex post emergence of 
“traditional” market power in the technology market can enhance the 
relationship-specific power flowing from individual lock-in by increasing post-
selection switching costs.  In other words, protecting against opportunism takes 
on greater significance in the standard-setting context since an ineffectively-
constrained licensor may have ex post incentives to exploit both “traditional” 
market power as well as relationship-specific power. 

 In a perfect world, ex ante contracting would be capable of depriving the 
winner of the standards-setting process of any ability to take advantage of any 
ex post market power.  The world is not perfect, however, and a very broad 
literature has arisen to address and debate the potential shortcomings of 
contractual remedies in the presence of real-world phenomena such as 
incomplete information, transaction costs and imperfect contracts.25  Much of 
the commentary in this area is directed at the most appropriate reading of the 
Supreme Court’s decision in Eastman Kodak Co. v. Image Technical Services, 

                                                 

24  See, e.g., Benjamin Klein, Market Power in Antitrust: Economic Analysis After Kodak, 3 SUP. CT. ECON. 
REV. 43, 59 (1993) (concepts of monopoly power and opportunism are distinct); Timothy J. Muris, 
Opportunistic Behavior and the Law of Contracts, 65 MINN. L. REV. 521, 523 (1981) (opportunism is not 
a problem of precontractual monopoly); Joseph Kattan, Market Power in the Presence of An Installed Base, 
62 ANTITRUST  L. J. 1 (1993) (“circumstantial” market power associated with contracting problems may 
exist in many situations not commonly called monopolies); Joseph Farrell & Carl Shapiro, Optimal 
Contracts with Lock -In, 79 AM. ECON. REV. 51, 51 (1989) (“Even if competition is perfect ex ante, once a 
relationship is established there is some ex post bilateral monopoly, which … can lead to problems of 
opportunism”).   

25  See, e.g., Warren S. Grimes, Market Definition in Franchise Antitrust Claims: Relational Market Power 
and the Franchisor’s Conflict of Interest, 67 ANTITRUST  L. J. 243 (1999); Benjamin Klein, Market Power 
in Franchise Cases in the Wake of Kodak: Applying Post-Contract Hold-Up Analysis to Vertical 
Relationships, 67 ANTITRUST L. J. 283 (1999); Carl Shapiro, Aftermarkets and Consumer Welfare: Making 
Sense of Kodak, 63 ANTITRUST  L. J. 483 (1995); Severin Borenstein, Jeffrey MacKie -Mason & Janet Netz, 
Antitrust Policy in Aftermarkets, 63 ANTITRUST  L. J. 455 (1995); Joseph Farrell & Carl Shapiro, Optimal 
Contracts with Lock -In, 79 AM. ECON. REV. 51 (1989).  Much of this literature is directed at aftermarkets 
and franchising scenarios, but this does not limit the generality of its application. 
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Inc.,26 which was vitally concerned with the question of measuring market 
power on an ex ante or ex post basis.   

It is not the purpose of this paper to review this debate but merely to note that a 
reasonably persuasive case can be made for the proposition that an ex ante 
approach to measuring market power is defensible — even when post-contract 
market power exists — as long as there is: 

• competition at the pre-contact stage, 

• reasonable (though not complete or perfect) information on the buyer’s 
part, and  

• conduct that is not outside of the (reasonable disclosed) limits imposed 
by the contract terms.27 

In other words, as Professor Klein explains it, “the reasoning of Kodak requires 
that an actual hold-up take place, not merely that a potential hold-up exists, 
before throwing out pre-contract competition analysis and using a post-contract 
definition of market power.”28  Such an approach to measuring market power 
is attractive in standard-selection cases of the sort under examination here in 
the sense that competition is likely to exist pre-selection, participants are likely 
to be informed and sophisticated, and contracts (licenses) are likely to provide 
a reasonably detailed benchmark against which to assess any claim of 
opportunistic post-contract hold-ups.   

The fly in the ointment here is that despite the manifest benefits of contracting 
in the pre-selection phase of a standard-setting endeavor, there are several 
reasons why any given prospective licensee may rationally chose to postpone 
contracting until after standard selection.  Contracting is costly, of course, and 
it may be rational to avoid the costs of taking licenses from all competing 
licensors and to adopt a wait-and-see attitude pending the resolution of the 
selection process.  Additionally, some prospective licensees may not deem 

                                                 

26  504 U.S. 451 (1992). 

27  This argument is advanced in Benjamin Klein, Market Power in Franchise Cases in the Wake of Kodak: 
Applying Post-Contract Hold-Up Analysis to Vertical Relationships, 67 ANTITRUST  L. J. 283 (1999). 

28  Benjamin Klein, Market Power in Franchise Cases in the Wake of Kodak: Applying Post-Contract Hold-
Up Analysis to Vertical Relationships, 67 ANTITRUST  L. J. 283, 284 (1999). 
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themselves to possess the leverage or expertise to gain the full advantage of 
pre-selection competition.29  The consequence is that much or most licensing 
activity may take place only after the SSO selects the standard.  This means 
that it is necessary to consider the standard-selection process itself, to assess 
whether and to what extent that process can replicate the constraining influence 
of pre-selection contracting behavior. 

C. Constraining Ex Post Market Power By The Selection 
Process Itself 

An SSO has no legitimate reason to foster the creation or facilitate the exercise 
of ex post market power on the part of a licensor holding intellectual property 
rights in a standard adopted by the organization.  To the contrary, to the extent 
that an SSO is composed of or at least influenced by the potential licensees of 
the IP rights, it has every legitimate reason to avoid creating or facilitating such 
power.  Antitrust policy, sharing a similar objective, should be reasonably 
accommodating of measured and proportionate efforts on the part of SSOs to 
attain this goal.30  

One approach by SSOs to constraining ex post market power has been 
circumscribed by serious concerns about antitrust exposure.  That approach is 
for the SSO to negotiate license terms with each participating IP-holder 
(conditional on selection) for the benefit of all potential licensees as part of the 
standard-selection process.  The antitrust risk inherent in such an approach is 
the potential for per se liability for monopsonistic price fixing.31  A key 
touchstone for avoiding per se risk in such collaborative endeavors is the 

                                                 

29  See note 19 supra. 

30  The patent and copyright laws should favor no different goal here when (as has been assumed in the 
scenario examined in this paper) the market power in question arises most proximately from the outcome of 
the standard-selection process rather than directly from the intellectual property grant itself. 

31  Cf. Sony Electronics, Inc. v. Soundview Technologies, Inc., 157 F.Supp.2d 180, 183-88 (D. Conn. 2001) 
(refusing to dismiss Section 1 price fixing and boycott claims directed at alleged monopsony conspiracy to 
fix low license royalty rates on IP implicated by an SSO standard by potential licensees subsequent to 
promulgation of the standard).. 
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ability to point to the existence of an “efficiency-enhancing integration” to 
which the challenged activity is ancillary.32  But as Shapiro has pointed out:  

While the law has typically looked for integration and risk-
sharing among collaborators in order to classify cooperation as a 
joint venture and escape per se condemnation, these are not very 
helpful [or] useful screens for standard-setting activities.  The 
essence of cooperative standard setting is not the sharing of risks 
associated with specific investments, or the integration of 
operations, but rather the contribution of complementary 
intellectual property rights and the expression of unified support 
to ignite positive feedback for a new technology.33 

Even in cases where the existence of an efficiency-enhancing integration has 
been apparent in more traditional terms, the threat remains of expensive  and 
fact-laden rule of reason challenges that are not susceptible to disposition 
before trial.34 

While outright pre-selection bargaining by an SSO over license terms may 
require a high tolerance for antitrust risk (pending further development of 
doctrine in this area), there should be less acute antitrust sensitivity in regard to 
other methods of constraining the post-selection exercise of market power.  For 
example, SSOs commonly require in effect that IP holders license their IP on 
reasonable and non-discriminatory (RAND) terms as a condition of selection.  

                                                 

32  See U.S. Department of Justice and Federal Trade Commission Antitrust Guidelines for Collaborations 
Among Competitors §3.2 (2000). 

33  Carl Shapiro, Setting Compatibility Standards: Cooperation or Collusion? (unpublished manuscript 2000), 
available at http://haas.berkeley.edu/~shapiro/standards.pdf . 

34  See Addamax Corp. v. Open Software Foundation, Inc., 888 F.Supp. 274 (D. Mass. 1995) (granting 
summary judgment on per se but not rule of reason claim of plaintiff whose IP had not been selected by the 
defendant non-profit industry consortium in its efforts to solicit bids for standardized components of a 
platform-independent version of the UNIX operating system).  Despite the fact that most commentators 
find the result in Addamax problematic, see Herbert Hovenkamp, Mark D. Janis & Mark A. Lemley, IP 
AND ANTITRUST : AN ANALYSIS OF ANTITRUST PRINCIPLES APPLIED TO INTELLECTUAL PROPERTY LAW 
(2001), §35.4a2 at 35-27 n. 16; Carl Shapiro, Setting Compatibility Standards: Cooperation or Collusion? 
(unpublished manuscript 2000), available at http://haas.berkeley.edu/~shapiro/standards.pdf , the 
defendants were obliged to incur the expense of a trial on the merits.  See Addamax Corp. v. Open Software 
Foundation, Inc., 152 F.3d 48 (1st Cir. 1998) (affirming judgment for defendants after trial on causation of 
damages). 
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Such a RAND commitment by ex ante competitive technology proponents can 
be given teeth in several ways. 

First, the commitment can be measured against “model” license terms solicited 
as part of the objective evaluation process.35  As a matter of antitrust policy, 
SSOs should not be limited to soliciting only technical information from IP 
holders but should be allowed to obtain necessary information permitting 
evaluation of the economics of licensing as well.  As long as the economic 
terms are received and evaluated subject to appropriate safeguards against 
spillover collusion, the legitimacy of the activity should be beyond serious 
question.36  To reach a contrary conclusion would be to stand economics on its 
head and hobble standard-setting efforts by enforcing an irrational ignorance of 
licensing cost.  As Shapiro and Varian recommend: “[M]ake sure early on that 
holders of key patents are explicit about their commitment to license for 
‘reasonable’ royalties.  Reasonable should mean the royalties that the patent-
holder could obtain in open, up-front competition with other technologies, not 
the royalties that the patent holder can extract once other participants are 
effectively locked in to use technology cove red by the patent.” 37   

Of course, the (fully legitimate) point of the exercise of soliciting terms is to 
lead IP holders to conclude that it is in their independent interest to submit the 
most competitive terms possible in order to boost their odds of ultimate 
selection.38  To be sure, the terms submitted in such a process are set 
unilaterally by the technology owner, and are not subject to further negotiation 
by the SSO, although it should be permissible for SSOs to mandate single or 

                                                 

35  An SSO may go beyond a simple RAND commitment and inquire whether candidate IP holders would be 
willing if selected to commit to empower a neutral third-party agent to license the IP on the owner’s behalf 
on the basis of the model terms.. 

36  Nonetheless, some has observed that the risk remains that “antitrust counsel is likely to circumscribe the 
information exchanges more than is absolutely necessary, particularly because what is necessary for 
antitrust purposes is not always well defined.”  James J. Anton & Dennis A. Yao, Standard-Setting 
Consortia, Antitrust, And High-Technology Industries, 64 ANTITRUST  L. J. 247, 264 (1995). 

37  Carl Shapiro & Hal Varian, INFORMATION RULES: A  STRATEGIC GUIDE TO THE NETWORK ECONOMY 
(1999) at 241.  

38  In an inter-technology competition, “a public commitment [by the IP holder] to low prices over the long 
term is another way to convince buyers that they will get large benefits from joining a particular network.” 
Stanley M. Besen & Joseph Farrell, Choosing How to Compete: Strategies and Tactics in Standardization, 
8 J. ECON. PERSPECTIVES 117, 124 (1994). 
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multiple rounds of submissions in order to promote the most competitive 
submissions.39 

A second technique for infusing a RAND commitment with meaning is for 
SSOs to reward an IP holder’s pre-selection negotiation and conclusion of 
licenses with individual licensees by making such endorsements a positive 
factor of some weight in the standard-selection process.  This empowers the 
putative licensees with more individual clout to affect the ultimate selection 
decision, and encourages more vigorous competition to strike pre-selection 
licensing deals.  Of course, to be effective, the RAND commitment must be 
interpreted to encompass pre-selection licenses so that any material divergence 
in terms post-selection would be deemed to be either discriminatory or 
unreasonable.  In this way, post-selection licensing is carried out against a 
presumptively competitive pre-selection benchmark. 

Of course, all of the observations in this section assume that the SSO is acting 
with due concern for the interests of the direct consumers — the potential 
licensees — of the proprietary technology covered by the putative standard.  It 
similarly assumes that the standard-selection process is structured in such a 
way as to lead the contending IP holders to compete away their ex post market 
power to the benefit of the licensees as opposed to compensating other players 
in the process in exchange for the right to retain and exploit that power.  In 
part, this may explain the focus on process and the avoidance of bias in many 
antitrust decisions in the standard-setting context.40 

A recent case, Townshend v. Rockwell International Corp.,41 can be read to 
illustrate some of the principles discussed above.  In relevant part, the case 
involved an antitrust claim against an IP holder for allegedly refusing to license 
its technology on reasonable terms subsequent to prevailing upon an SSO to 
adopt a standard incorporating the IP.  The District Court rejected this claim on 

                                                 

39  In a single round process, for example, all candidates would be provided with the same opportunity to 
submit “best and final” technical and economic information in response to the SSO’s RFP.  In a multi-
round process, all proponents would be given the further opportunity (although with no obligation to 
respond) to improve on their respective submissions. 

40  See James J. Anton & Dennis A. Yao, Standard-Setting Consortia, Antitrust, And High-Technology 
Industries, 64 ANTITRUST  L. J. 247, 255-58 (1995) (noting frequency of analysis of decision-making 
procedures in standard-setting antitrust cases but rejecting exclusive focus on same). 

41  2000-1 Trade Cas. (CCH) ¶72,890 (N.D. Cal. 2000).  
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several grounds.  As to market power, while the Court may have somewhat 
hastily rejected the plaintiff’s argument that the industry standard conferred 
market power on the incorporated patent,42 it plainly found no basis for an 
allegation of ex ante power in view of the plaintiff’s improper reliance on the 
mere existence of the patent and its failure to allege any dominant market share 
in the technology market.43  Independent of this finding, the Court rejected the 
ex post licensing challenge on the ground that there was no allegation that the 
IP holder had refused to license the antitrust plaintiff in accordance with the 
proposed licensing terms and conditions that had been submitted to the SSO 
and its members before the standard was adopted.44  In effect, the Court was 
rejecting the antitrust plaintiff’s hold-up claim in deference to the SSO’s ability 
to protect potential licensees by properly structuring the selection process to 
elicit reasonably competitive license terms.   

III. CONCLUDING THOUGHTS 

The analysis sketched out in this paper suggests that it may be appropriate in 
some instances to apply a pre-selection approach to measuring market power in 
cases of competitive standard-selection processes that result in an IP owner 
holding proprietary rights in the selected standard.  The flip side of this 
argument is that in other (different) instances it may be appropriate to initiate 
antitrust enforcement proceedings against IP holders who succeed in 
opportunistically holding up licensees despite ex ante competition.  Some 
limiting considerations should be borne firmly in mind when contemplating 
private or public enforcement in this area, however. 

 First, it has been persuasively argued by many commentators on standard-
setting issues that it is a mistake to assume that antitrust intervention is 

                                                 

42  The Court erroneously conclude that the “adoption of a [sic] industry standard incorporating … proprietary 
technology does not confer any power to exclude that exceeds the exclusionary power to which a patent 
holder is otherwise legally entitled.”  2000-1 Trade Cas. (CCH) ¶72,890 at 87,636.  It was noted, however, 
that the antitrust plaintiff had not alleged that the industry standard prevented the development of 
competing proprietary technology. 

43  2000-1 Trade Cas. (CCH) ¶72,890 at 87,636-37.  

44  2000-1 Trade Cas. (CCH) ¶72,890 at 87,633-34 & 87,636.  The Court observed that the adoption of the 
standard by the SSO “suggests that the [SSO] was satisfied that the proposed terms submitted by 
[defendant] evidenced a willingness by [defendant] to negotiate non-discriminatory, fair, and reasonable 
terms.”  Id. at 87,633.   
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necessarily more nimble or sure-footed than other (less intrusive) legal or 
private remedies (e.g., remedies provided by contract law). 

A second, and related point is that while we have defined the concept of 
“market power” broadly in this paper — taking it to encompass both 
“traditional” and relationship-specific power — many commentators have not 
unreasonably questioned the policy decision implicit in Kodak to treat the 
short-run abuse of relationship-specific power as on a par with the more 
durable economic power held by a monopolist or dominant firm.   

This point can cut both ways in the standard-setting context.  To the extent that 
standard setting fosters not just relationship-specific power but also 
“traditional” market power, there is perhaps less warrant than in the typical 
franchising or aftermarket case to defer to ex ante competition, since there may 
be no market mechanism (such as the supplier’s need to maintain its reputation 
for fair dealing in order to continue to entice previously uncommitted 
customers into new relationships) to discipline opportunism and since 
opportunism may take the form of exercising traditional market power..  On 
the other hand, when there appears to be no threat of traditional market power 
— as when, for example, a standard fails in the marketplace — even the 
incidence of opportunism may be insufficient to justify the invocation of 
antitrust remedies.45 

Third, it is always instructive to bear in mind that an antitrust violation requires 
proof of conduct that satisfies the traditional tests for anticompetitive or 
predatory behavior.  Acts by an alleged monopolist that are directed solely at 
customers (not at competitors) are unlikely to form the basis for a Section 2 
claim no matter how opportunistic or reprehensible (though they may well be 
— indeed, likely are often — remediable by tort or contract law).   

This argues for clarity in antitrust theorizing and pleading.  Is it an antitrust 
violation for an IP holder merely to charge an unfairly high royalty?  Some 
have questioned the rationale for liability in such cases even on an ex post 

                                                 

45  Unsuccessful businesses can evidence “last period” problems, where the supplier finds it profitable to 
engage in short-term opportunism because its short-term gains from holding up its locked-in customers 
may be greater than the long-term losses from such a policy.  See, e.g., Benjamin Klein, Market Power in 
Antitrust: Economic Analysis After Kodak, 3 SUP. CT. ECON.  REV. 43, 56-57 & n. 28 (1993).  If the 
technology market is subject to network effects, however, the holder of IP in the failed standard may find 
that its licensees’ switching costs may dwindle to nothing.  



 

16 

hold-up theory.46  Moreover, the courts have generally rejected the notion that 
it is an antitrust offense for a monopolist to charge a monopoly price without 
more.47  If a theory is to serve for an antitrust prosecution, it should identify a 
cognizable threat to competition. 

 

 

                                                 

46  Benjamin Klein, Market Power in Franchise Cases in the Wake of Kodak: Applying Post-Contract Hold-
Up Analysis to Vertical Relationships, 67 ANTITRUST  L. J. 283, 324-26 (1999). 

47  See, e.g., Alaska Air v. United Airlines, 948 F.2d 536 (9th Cir. 1991); Berkey Photo, Inc. v. Eastman 
Kodak Co., 603 F.2d 263 (2d Cir. 1979), cert. denied, 444 U.S. 1093 (1980).   
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 Abstract:  Any examination of the need for government regulation 
of the standard setting process must be predicated on a detailed 
understanding of the underlying situation.  Currently, there is a wide 
divergence of practice among consortia and other standard setting bodies, 
accompanied by wide confusion among participating companies over best 
practices.  This confusion arises from the absence of any perfect solutions 
for a number of crucial conflicts, and a diversity of opinion on where 
balance points should be found.  From this confusion, a consensus on a 
range of appropriate intellectual property policy solutions is emerging.  
These solutions are based upon practical needs and realities, and derive 
from a recognition that the same solution will not apply to all situations.  
In such an environment of creative problem solving, it would be counter-
productive for overly strict requirements or guidelines to be imposed.  
However, government support of the standard setting process 
accompanied by high-level guidance on safe and desirable behavior could 
be useful in encouraging broader participation in standard setting, as well 
as in facilitating a more rapidly emerging consensus on best practices. 

 
 There was a time not so long ago when the intellectual property policies and 
procedures of formal and informal standard setting bodies were a matter of little interest.  
Many policies were not even reduced to writing, and disputes were rare.  This state of 
benign indifference began to crumble as standards and specifications in the technology 
industry became more strategic, and as the likelihood of a standard’s reading on a 
member or non-member patent increased.  For many companies, the wake up call came in 
1996 with the acceptance by Dell Computer of a Federal Trade Commission Consent 
Decree.   
 
 The basis for that sanction was a claim that Dell had participated in a standard 
setting process and had failed to disclose that it owned a patent which it believed would 
be infringed by any implementation of the specification under consideration.  Only after 
the adoption of that specification and its initial commercialization did Dell identify its 
patent and assert a right to require royalties.  The government asserted that such behavior 
was a violation of the antitrust laws, and as part of the consent decree, Dell agreed that it 
would grant a royalty-free license to any implementer of the specification.  Had Dell 
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disclosed its patent during the course of the adoption process, it could have stated its 
intention to require a royalty from implementers, and the working group could have 
decided whether to write the specification in such a way as to avoid infringement, or 
knowingly adopt the specification subject to the royalty requirement. 
 
 The impact of the Dell consent decree was substantial as news of the facts and the 
penalty became widely known.  The aftershocks of that impact are still being felt six 
years later, and only now is the technology industry beginning to achieve consensus on 
the proper way that a standard setting process should be conducted.  The reason for this 
long delay is the fact that no perfect middle ground exists on several crucial issues, and 
the reality that only a slow (and often contentious) process can generate eventual 
agreement on how to construct a compromise policy to which all can agree - a process 
that is still not completed. 
 
 In order to address this situation, it is crucial to understand what is at stake from a 
business perspective, as well as the origins of some of the sources of confusion that have 
made the process so difficult.  The following observations are based upon the author’s 
experience in assisting many consortia in creating intellectual property rights (IPR) 
policies and procedures, and in negotiating the terms of these policies with the business 
and legal representatives of many of the largest technology corporations in the world. 
 
 
I.  The Issues 
 
 Most of the hardest issues revolve around the likelihood that any specification 
adopted will inadvertently read upon one or more outstanding or applied for patents.  
Obviously, it is not productive to adopt a standard if an IPR holder can block the 
implementation of that standard.  There is agreement among all standard setting bodies 
that any party that seeks to contribute technology for incorporation into a standard must 
agree to grant all parties - members and non-members alike - a license to implement the 
resulting specification upon “reasonable and non-discriminatory” (or “RAND”) terms.  
Most consortia go one step farther, and do not accept a submission unless licenses will be 
provided on a royalty-free basis, to facilitate widespread adoption of the resulting 
standard.1   
 

After this point, however, viewpoints on most key issues begin to diverge widely.  
These issues may be usefully sorted and analyzed under the familiar headings of “Who”, 
“What”, “When”, “Where” and “Why”. 

                                                 
1 Taking the price of contributed technology into account in standard setting is not 
without peril.  In at least one case (Addamax v. Open Software Foundation, 888 F. Supp. 
274 D. (Mass. 1995), aff'd, 152 F. 3d 48 (1998)), a consortium and its members were 
alleged to have engaged in horizontal price fixing and boycott by a submitter of 
technology that was not adopted.  
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Who?  Most companies believe that an important part of the standards process is 

to collect IPR licenses from those members that participate in the process of adopting a 
standard.  The reason is that failing to do so would permit a member to “game” the 
system, either passively, by failing to disclose, or actively, by pushing the process 
towards adopting a specification which would entitle it to levy a royalty.  This degree of 
required licensing (or disclosure of an intent not to license) makes obvious sense from a 
practical perspective.  However, some companies believe that a license should be 
required of every member of the consortium, whether or not they choose to participate 
directly in a given process.   
 
 Others go still farther, and insist that any implementer of a standard - whether a 
member or not - should grant all other implementers a cross license of its own IPR to the 
extent necessary to avoid infringement.  The impact of this extreme position is likely to 
defeat the goals of many consortia, since most standards need promotion, and to become 
effective require the adoption of many players in the industry who have very low 
motivations to adopt the standard at all.  Where a cross license is required, many non-
member companies would choose not to implement the standard.  It is also worth 
reflecting on the fact that even such an unlimited cross license policy is likely to reach 
only a very small percentage of potential patent holders.  Moreover, no non-member 
company can be legally required to participate.  As a result, the adoption of a standard is 
not likely to receive much benefit - but can be severely impaired - by an unlimited cross 
license requirement.  Worse yet, if a standard does become pervasive, an IPR holder may 
conclude that it must make the difficult choice of either surrendering valuable IPR or 
being excluded from valuable business opportunities.  The antitrust implications of such 
an eventuality are obvious. 
 
 Who (II)?  Another issue in this category is whether an assertion by a company 
that it has no IPR to disclose should be binding only on an individual representative 
attending a meeting, or on the company itself.  For a large multinational company with 
hundreds of engineers participating in scores of standards setting groups, this prospect is 
an IPR manager’s nightmare.  On the other hand, an assertion to the personal knowledge 
of a single employee that he or she is unaware of any potential for infringement is 
essentially worthless.  Hence, most companies have acknowledged that (at least) a final, 
binding statement may fairly be required as to whether a member company will or will 
not license any of its IPR that would necessarily be infringed by any implementation of 
the standards under consideration.  Some companies therefore would request the 
opportunity to drop out of the work group proposing the specification in order to avoid 
the requirement to make such a statement, while others would vigorously oppose this 
right to prevent “lurking” by IPR owners until the end of the process of adoption. 
 
 What?  There is also a difference of opinion on what rights an IPR holder must 
grant.  One camp believes that royalty free licenses should be required from every 
company that participated in the adoption process.  The most fervent champions of free 
licensing would require every member of a consortium to agree to grant a license to 
whatever specifications may be developed while they are a member (although most 
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would permit a member to resign to avoid this result in a given situation).  Not 
surprisingly, such a comprehensive rule would lead many technology companies to refuse 
to participate. 
 
 When?  One of the most hotly contested issues is the question of when IPR must 
be disclosed during a standard setting process.  This is a sensitive issue, because some 
companies are not willing to commit to granting a license until they have the opportunity 
to conduct a patent search to discover what, if any, valuable technology rights may be 
involved.  If the disclosure is required early in the process, then valuable member 
resources will often be wasted on time-consuming and expensive patent searches, since 
only one among multiple submissions will typically be adopted.  Nevertheless, some 
concerned members would feel it necessary to conduct a patent search relating to each 
submission.  Since not all work group efforts produce a specification that becomes 
adopted, all such patent searches might ultimately prove to have been pointless.   
 

For companies with substantial patent portfolios and the desire to participate in 
many standard setting efforts, early disclosure is therefore an issue of significance.  
Conversely, other companies are unwilling to spend months on helping develop a draft 
standard, only to learn at the time that a vote to adopt is taken that a participant has a 
blocking patent, and is unwilling to make rights under that patent available on RAND 
terms.  Companies that endorse this viewpoint have concluded that the standards effort is 
more important than maximizing the commercial return on their patent portfolios, so long 
as they can reserve the right to charge a royalty on any of their IPR that may eventually 
be found to be covered by a finally adopted specification. 
 
 Where?  Once a standard is adopted, a question arises as to where an 
implementer must go to obtain the necessary license rights to implement a standard.  The 
standard setting body would prefer to make all license rights available by means of a 
simple click-through license agreement at its website.  Such a license is typically quite 
short and simple - it exists principally to exclude any warranties for what is a free 
standard, and often includes trademark license terms in order to control assertions of 
compliance by implementers of a specification (a complex topic which is beyond the 
scope of this paper).  However, if a member has asserted the right to require a royalty, or 
if actual software is involved (e.g., a reference implementation), then it is likely that the 
IPR owner will insist that a would-be implementer obtain the necessary rights direct from 
the owner.  Typically, the standard setting body does not become directly involved with 
the terms of such licenses. 
 
 How?   A reasonable question, of course, is what constitutes RAND terms.  To 
date, despite the fact that most standard setting bodies have avoided specifying required 
terms, few serious problems appear to have arisen.  Most consortia and standard setting 
bodies, moreover, have shrunk from being involved in disputes, since they lack the 
resources or the will to become involved.  Several standardized approaches have evolved, 
however.  The best known (and most often confused) are the Open Source and Free 
Software approaches, the latter of which uses two standardized licenses in connection 
with Linux programs and libraries.  These licenses are not specific to particular standard 
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setting bodies as such, but involve the licensing of technology at the grass roots, program 
(and even programmer) level.   
 
 Another approach is the so called “X Consortium” model, developed for the 
software products created by X Consortium, a client of this firm until its merger into the 
Open Group.  Under this licensing model, a very simple click-through license is 
employed to gain all necessary rights.  Its common use is usually limited, however, to 
situations where only copyright rights are being conveyed in order to permit the 
downloading, studying and copying of a specification.  The right to implement is not 
usually included (separate licenses from one or more IPR owners being required for that 
purpose), unless the consortium itself has title to the underlying IPR, or obtained the right 
to sublicense from the owners of the underlying IPR.  Where licenses are obtained 
directly from IPR owners, the diversity of terms is far greater, and the IPR owners, 
subject to the general RAND requirement, create the forms of licenses. 
 
 
II.  The Origin of the Problem 
 
 Why?  An interesting question is why given companies take particular positions 
on certain issues.  A simple explanation is that it is difficult for a company to step outside 
the quotidian realities of its familiar proprietary world and assume the mind-set necessary 
to truly give something (i.e., IPR underlying a standard) away in order to gain a greater 
commercial benefit.  Typ ically, that benefit is the luxury of making a safe strategic 
decision (e.g., knowing in advance that it is committing to what will prove to be a “VHS” 
rather than a “Betamax” standard).  Thus enabled, it can compete with other consortium 
members in making better and cheaper products based on the adopted standard, and 
address a more swiftly and surely developing market for those products.  Even long time 
participants in the standards process sometimes catch themselves taking a position which 
is inconsistent with consortium goals, simply out of habit. 
 
 Another cause of confusion and insistence on unnecessary and counterproductive 
positions is the superficial similarities between commercial joint ventures and consortium 
initiatives.  In the former, a small number of companies forms an alliance under a joint 
development agreement to create a product or other deliverable which all can then sell, or 
otherwise exploit.  In this type of activity, it is typical for all participants to grant each 
other cross licenses to the resulting IPR, and to permit each to license the work product to 
third parties. 
  
 While both types of efforts involve diverse companies gathering to agree on 
technology solutions, there are several significant differences.  First, the participants in a 
commercial joint venture are highly motivated to achieve a common goal, and are 
therefore willing to share IPR.  Similarly, their customers are highly motivated to gain 
access to the same rights, and are therefore willing to enter into commercial licenses and 
agree to payment terms.  The legal vehicle employed by the joint venture participants - a 
contract - is appropriate, since few or no new members are expected to join, and the 
founding members are not expected to leave until the goal has been achieved.  Finally, 
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there is no need to create a pretense of “openness”, because commercial products are the 
desired deliverables. 
 
 In sharp contrast, a consortium or other standard setting body needs to allow 
members to join and leave, and needs to make it as easy and attractive as possible for 
non-members of many stripes to adopt and implement its standards.  A key component in 
achieving this goal is to be structured and operate in as “open” a way as possible, to 
negate any appearance that one or more companies can unduly influence the eventual 
nature or availability of its standards, thus giving them a commercial advantage over 
other implementers. 
 
 Since most individuals who represent companies in consortium activities - and 
even those who are tasked with forming new consortia - have limited knowledge about 
the theory and practice of consortium formation and operation, it is easy for them to 
assume that whatever previous organization they are familiar with is the gold standard.  
One unfortunate outcome of this reality is the surprisingly large number of consortia that 
have been formed on the joint development model.  Typically, the founders are referred 
to as “Promoters” and the non-member implementers as “Adopters”.  The number of 
companies involved in the actual standard setting effort tends as a result to be smaller 
(and sometimes is assembled by invitation only).  Moreover, there are numerous 
unfortunate legal results, including a long, complex and difficult to negotiate joint 
venture agreement, the lack of any shield against liability for the actions of other 
Promoters (other than after the fact indemnification rights), the necessity of joint 
ownership and/or cross licenses, the lack of a legal entity to sign leases and service 
agreements, the flow through of profits and losses to each member, and the often justified 
appearance of a closed club - to name just a few. 
 
 
III.  The Solution 
 
  
 The first step in breaking through the labyrinth of conflicting positions on IPR 
policies is to break out of proprietary ways of thinking and avoid the type of closed 
standard setting structures which form a fertile ground for wrong thinking.  In contrast to 
the joint development model, the author long ago adopted the model of a Delaware not-
for-profit membership corporation as the best vehicle for forming standard setting 
consortia.  Typically, the organization will have multiple classes of members, with fees 
and value propositions attractive to a broad range of industry participants.  After 
formation, the consortium is usually qualified as an IRS 501(c)(6) trade association.  The 
resulting entity therefore has attributes that satisfactorily avoid all of the issues inherent 
in the joint venture model. 2    
                                                 
2 The author has written extensively on the topic of consortium formation and 
operation.  See, e.g., “Forming, Founding and Funding Standard-Setting Consortia”; 
IEEE Micro (December, 1993), p. 52, available, with several other articles on the same 
topic, at http://www.lgu.com/attorneys/updegrove.shtml. 
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 Over a fifteen-year period, we have formed over 35 global consortia on this 
model, and consistently are assisting in the creation of new organizations.  In recent 
years, we have been heavily involved in the creation and negotiation of IPR policies and 
procedures for many of these organizations, and have developed a standard IPR policy 
and suite of supporting documentation for their use, based on what we believe to be “best 
practices”.  This document set, with slight adaptations from consortium to consortium, 
has now been endorsed by many of the largest technology companies through their 
business and legal member representatives. 
 
 In the process of this work, we have seen a striking evolution in the IPR positions 
of individual companies, and the beginnings of an emerging consensus on proper IPR 
policy terms.  Some leading worldwide technology companies have gone from a position 
requiring patent searches and prohibiting participation in any process that might require 
mandatory licensing, to accepting that the benefits of participation justify agreements in 
advance to license.  Others which insisted that any IPR disclosure statements be limited 
to the knowledge of individual representatives now enthusiastically promote early 
agreements to license in advance of any patent search. 
 
 Still, it remains a challenge for each consortium to reach consensus on an IPR 
policy that all members can live with, and which can still facilitate the achievement of 
standard setting goals.  It is worth reviewing each of the main issues identified above to 
highlight how this can be done.  At the same time, it will be possible to demonstrate why 
imposing a rigid, “one size fits all” regulatory template on standard setting would be 
unduly restrictive, and would hamper the important work of rapid, consensus based 
standards development. 
 
 Who?  It is our belief that in most cases only those involved in creating a 
specification, or at most those who are exercising the right to vote, should be required to 
state whether or not they will license, and whether or not they will require a royalty.  The 
reason is that requiring all members in a multi- initiative consortium to assert their 
position would result in fewer companies joining in standard setting efforts.  Standard 
setting in real time has real financial costs.  Money to purchase infrastructure and to 
enable the meetings and communications upon which standard setting is based, and 
someone needs to pay the bills.  Further, standards succeed when they appear to have 
momentum, and the best way to convince the market that a standard is destined for 
success is for a consortium to have broad member support. 
 
 Nevertheless, there could be situations where different rules should apply.  An 
example might be the cable industry, where a small number of players are involved, and 
where all can be expected to have IPR tha t might be infringed by many types of 
specifications.  In such a setting, other industry players might be reluctant to adopt a 
standard unless they know that all principle players are fully on board.  If all such 
participants willingly agreed to mandatory licensing terms, then a positive good could 
obtain, all other things being equal. 
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 Who II?  On the subject of knowledge, we believe that the best policy will 
usually be to provide that only disclosure based on individual knowledge will be required 
until a specification reaches the point where final comments are required.  Requesting 
knowledge-based disclosure will frequently identify member (or third party) IPR that, if 
discovered early in the process, can be addressed in a more efficient fashion, and we 
believe that it would be gratuitous not to encourage knowledge-based disclosure. 
 
 Similarly, where some companies have strong feelings regarding cross licensing, 
a harmless compromise is to provide that if an implementer (which we will call the 
“Asserter” for this example) of a standard contends that an implementation of a given 
specification would infringe the Asserter’s IPR, then any license granted by the 
consortium to the Asserter to implement the same specification can be revoked, thus 
providing a leve l playing field while not depriving the Asserter of any of its own rights in 
the process. 
 
 What?  While we are strong believers that standards, in order to be widely 
adopted, need to be made available on as easy and load-free a basis as possible, we are 
also mindful of the fact that standards may incorporate valuable IPR.  Injustice could 
result if IPR holders were to be put to the choice of either being excluded from the 
formulation of commercially important standards, or granting royalty free licenses.  
Accordingly, it seems necessary that members be encouraged, but not required, to grant 
royalty free licenses. 
 
 But again, there are situations where requiring royalty-free licenses might be 
justifiable.  A clear and current example being debated within the W3C is whether all 
participants must agree to royalty free licensing.  In the context of a global enabling 
technology, the justification for such a policy is obvious, whereas in another setting the 
same requirement might be abusive. 
 
 When?   As earlier noted, the author believes that institutionally binding 
assertions should be required only after a specification process has reached the point 
where those member companies which believe that a patent search is necessary will only 
be asked to assume this burden for a productive purpose.  Accordingly, after an 
appropriate period (e.g., 45 to 60 days) has passed after a given specification has been 
posted for final comments, each participating company should be required to state 
whether or not it has IPR, whether it will or will not make it available, and whether or not 
a royalty will be required if an IPR license will be provided.  The author also believes 
that a member should not be permitted to void its commitment after this point in the 
adoption process. 
 
 Nevertheless, there may be situations where earlier, binding assertions might be 
appropriate.  Examples might be where the parameters of the resulting standard or 
specification are clearly defined at the outset, where a process is expected to be long, 
laborious and expensive, or where there are clear reasons indicating, and common 
agreement, that great speed is required. 
 



 9

 Where?  Whether or not all necessary licenses are available at a consortium site 
or whether implementers must visit multiple sites is, we believe, not a matter of legal 
significance, so long as all would-be implementers are provided equal access to license 
rights on RAND terms.  From a business perspective, single-site availability (or the 
practical equivalent, through linking and framing) should be encouraged.  This is a 
decision best left to agreement by the members of an individual consortium.  While it is 
perhaps imaginable that a requirement that IPR owners must provide license availability 
at or through a single site could cause injustice, this does not appear to be a practice with 
great potential for abuse. 
 
 How?  As noted, the subject of RAND terms has not to date proved to be a hot 
bed of contention in any of the consortia with which the author has been involved.  This 
is likely due to the fact that commercial licensing terms fall within a recognized 
bandwidth, and because if an IPR owner’s technology is valuable enough to license, then 
an implementer expects to encounter typical commercial license terms.  Moreover, if the 
“non-discriminatory” aspect is maintained, then all implementers know that they will not 
be comparatively disadvantaged.  One of the few situations involving license issues in 
which the author has been consulted arose not from abusive or deliberately 
discriminatory terms, but from the fact that the royalty terms of the license did not 
foresee the specification’s applicability in all foreseeable product configurations. 
  
 While it is possible that problems may arise in the future, it is difficult to imagine 
that the industry would demand or desire a government imposed form of license (or 
portions thereof) to address such a contingency, nor would there be an obvious precedent 
for such a procedure.  Given the fact that circumstances and appropriate terms for a given 
situation could be expected to vary, this would appear to be the aspect of standard setting 
for which detailed government dictates would be least appropriate or feasible. 
 
 
IV.  The Future  
 
 It would be an extreme understatement to suggest that the technology industry has 
reached a state of clear consensus on what constitutes the ideal IPR Policy.  Within the 
last two months, the author has had several situations in which he has spoken with two 
different representatives (often lawyers) of the same company, on the same day, relating 
to two different consortia, and encountered two different positions on the same issues.  
Each time, the two points of view were adamantly espoused - and diametrically opposed.  
In one case, this involved a company with clearly articulated institutional IPR policies, 
which had gone to great lengths to set up procedures attempting to centralize the approval 
of participation in consortia with diverse IPR policies and impose consistent IPR policy 
requirements for joining new consortia.  Needless to say, this is an ambitious (and 
doubtless unachievable) goal for a company with dozens of divisions, operations and 
legal groups in many countries, and thousands of employees. 
 
 The good news is that awareness of the issues at stake in IPR policies has risen 
remarkably, especially with the wide reporting of the current Rambus v. Infineon 
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litigation, the increasing popularity of the Open Source model, and the very public debate 
within W3C regarding royalty free licensing requirements.   As earlier noted, the bad 
news is that when the author assists a consortium in revising or adopting an IPR policy, 
the process typically takes months of explaining and cajoling to achieve consensus on a 
final result. 
 
 While the author does not believe that the time is ripe for strict guidelines to be 
imposed on the standard setting process, he does believe that the government could serve 
a useful purpose in several ways, both outside as well as within the purview of those 
agencies of the government which monitor the marketplace for compliance with the 
antitrust laws: 
 

o By continuing the dialogue on standard setting issues in venues such as the 
current DOJ/FTC hearings on intellectual property licensing.  Such a 
dialogue raises awareness of the issues involved, and educates the 
marketplace with respect to some of the more complex aspects of the 
applicability of antitrust analysis to the standard setting process; 

 
o By announcing continued support and encouragement for standard setting 

through the consortium process, and by granting full equality of treatment 
in government procurement to the standards and specifications produced 
by consortia as well as by de jure standard setting bodies; 

 
o By identifying those aspects of standard setting which it finds to be pro-

competitive; 
 

o By offering encouragement for certain principles (e.g., early disclosure of 
IPR) and confirming that certain types of activities are not ordinarily 
required in connection with IPR assertions (e.g., patent searches at either 
the member or the consortium level), but leaving the actual policies and 
requirements of a given standard setting group to the group and its 
members; 

 
o By revising the National Cooperative Research and Production Act to 

explicitly and broadly cover standard setting activities, and by making 
guidance readily available relating to its interpretation and applicability to 
given situations;  

 
o By affirming that, within broad principles, a Rule of Reason analysis is 

appropriate for assessing the appropriateness of a given IPR policy for a 
given standard setting situation; 

 
o By according standard setting the same degree of recognition and 

integration into national policy that has been the norm in Europe for some 
time. 
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 Regardless of what course the government may take, inevitably, IPR policies 
must and will become standardized through the give and take of commercial activities.  
This is because there is too much at stake in standard setting in a fast-moving, 
technology-based economy, and too little time to debate IPR issues endlessly.  The 
current series of debates over IPR policies that is continuing within consortia is serving 
well to air the issues and educate those involved.  At some point, it can be expected that a 
single policy - with well understood variations appropriate to specific and recurring 
circumstances - will gain acceptance.  When this happens, the staff and members of 
consortia and standard setting bodies can get back to their real tasks - the setting and 
promotion of the standards themselves.  The government can facilitate this progression 
best by supporting, rather than regulating, that process. 



STANDARD SETTING AND CONSORTIUM STRUCTURES 

By  
Andrew Updegrove, Esq.  

The following article appeared in the December, 1995 issue of 
StandardView.  Please note that this article describes the 
structure of consortia as they existed at that time, rather than 
as they are structured today. 

Today, the sources of "standards", broadly construed, constitute a wide spectrum 
indeed: from the market-power derived, vendor-imposed user environment that is 
MS Windows and Windows compliant applications, to international bodies such 
as ISO (the International Organization for Standardization) which promulgate a 
broad array of standards through a broad, participatory process. 

To the end-user (as compared to a vendor competing with other vendors), the 
source of a standard is o f less concern than the utility of the standard offered (or 
even imposed). To some end-users, the quality of the standard is in fact 
secondary to the requirement that a standard, any standard, exist for ease of 
learning and using applications software (MS Windows again is the best 
example).  

Be that as it may, the market would still prefer a good, and not merely a mediocre 
standard. But what is a "good" standard? And what source is most likely to yield 
a good standard? Finally, when any group of persons or entities embark upon the 
task of creating a standard, how can they create a process which is most likely to 
create a good standard? 

For argument's sake, let us say that a "good" standard must embody at least the 
following, very briefly stated, attributes: 

• Its technical quality must be high (e.g., it must be practical to 
implement, efficient in its operation and result, compatible 
with other standards and technical realities, etc.);  

• It must be an effective solution to the problem(s) which gave 
rise to the effort;  

• It must be timely (i.e., it must be created and made available 
in a time frame in which it is still useful); and  

• It must, in fact, be widely adopted, or its benefit to those 
employing it is usually greatly reduced.  



Of these factors, the last is in many ways the most important (this is 
the basic reason that most end-users have become MS Windows 
users, notwithstanding its technical problems, missing features, and 
much delayed introduction relative to, for example, the Macintosh 
interface). 

Lying somewhere roughly equidistant between the unilateral de 
facto standard impositions of Microsoft and the broad, participatory 
process leading to the development of de jure standards by bodies 
such as ISO are a plethora of groupings of companies which have 
come together to address, most typically, a single discrete technical 
need. The common goals of these groupings may be as narrow as 
setting a consensus-based interface standard for music hardware 
and software (i.e., the MIDI Manufacturer's Consortium), or as wide 
as promoting standards perceived as being necessary to enable 
the effective development of a new type of programming (i.e., the 
Object Management Group, or OMG, formed to promote and 
facilitate object oriented programming techniques). These 
groupings, variously formal and informal, are usually referred to as 
consortia.  

Among the virtues of consortia is their potential (not always 
realized) to create standards quickly, due to the fact that the 
participants are usually strongly motivated to reach the result. As a 
consequence of this desire for progress, the processes followed are 
not always as formal or as interest-group inclusive as those 
employed by the de jure bodies. Among their vices is a propensity 
for individual companies to promote their self-interest, a goal 
sometimes facilitated by such less formal processes. 

Some proprietary vendors invest considerable time and effort in 
forming and participating in a consortium with the objective of 
injecting some proprietary element into the final standard which 
they believe will favor them in the marketplace. Such tactics are 
dangerous, however: if the vendor overplays its hand, the standard 
will be viewed as too favorable to, or dependent on, one vendor, 
and that vendor's competitors will back away from the standard. 
Accordingly, any vendor which seek to steer a standard too closely 
towards its own technology must be mindful that if the standard is 
never widely adopted, the vendor not only may fail to reap the 
special advantage which it sought, but may also in fact jeopardize 
its entire business when the standard underlying the development 
of its product line is not seen by its potential customers as being 
useful. 



In consequence, those who would form a consortium must be 
mindful that this type of organization is a delicate flower, and that 
great care must be exercised in forming and operating it in order 
that a timely, technically elegant, and widely adopted solution is 
created. To focus too closely on individual self interest is likely to 
lead to the creation of products which customers ignore. 

This article will focus on those consortia which are formed, not by a 
group of companies promoting a particular proprietary product set 
(such as PowerOpen, formed to promote the IBM-Apple-Motorola 
PowerPC microprocessor architecture and the development of 
software for that environment), but rather those consortia which are 
the result of collective action by a group of companies seeking a 
common solution. The former type of consortium is referred to 
below as a "strategic" consortium, while the latter is referred to as a 
"standard setting" consortium.  

Odds of Success 

Historically, the success of consortia has correlated strongly and 
negatively to proprietary influences: those that have been formed to 
promote single-vendor solutions, or which have been formed where 
individual members had competing, mature technical solutions, 
have fared poorly. In the first case, consortia have usually been 
ineffective to significantly push or pull the market: if the underlying 
technology is not successful (usually for market, as opposed to 
technical reasons), the consortium will fail as well, even if the 
consortium is successful in persuading independent software 
vendors (ISVs) to port sufficient software to the promoted platform. 
In the second case, it is often too difficult to reach and maintain 
consensus among companies that have invested too heavily in their 
own proprietary courses of action, notwithstanding their recognition 
in the abstract that they would each benefit from the development 
and mutual adoption of as comprehensive a standard as possible. 

In contrast, in consortia which this author has previously referred to 
as being "ahead of the curve" [footnote 1], and which others have 
referred to as "anticipatory consortia" [footnote 2], the odds of 
success can be high. In this type of consortium, there is a 
commonly perceived need for a solution, but no single member has 
invested so heavily in a specific technology that it is unwilling to 
work with competitors to develop a non-proprietary "good" 
standard. Object Management Group, now the largest software 
consortium in the world, is perhaps the best example of such an 
organization. However, since companies do not commonly bother 
to form consortia until there is at least an agreed upon future reality 



to the need for an industry standard, proprietary self-interest, and 
therefore jockeying, usually emerge quickly enough, even in those 
consortia which were formed ahead of the proprietary curve. 

Democracy and Standard Setting 

One challenge then in forming a consortium is to guard against the 
influences of evolving proprietary forces. 

Less dramatic but still significant is the fact that the most frequent 
founders and strongest economic contributors to most consortia are 
vendors and, even in the case of software standard-setting 
consortia, the majority of those most-involved members are 
hardware vendors. As a result of their usually greater economic 
contributions and early and substantial efforts to launch the 
enterprise, there is often a bias on the founders' part to structure 
the consortium in such a way as to guarantee to them a greater 
degree of influence than those who contribute less financially. This 
natural tendency can have several negative results on the resulting 
standard, when viewed in the context of the four "good" standard 
attributes noted above:  

• where there is a lack of meaningful input from ISVs and end-
users, an ineffective, or technically poor, solution may result;  

• where too great influence is given to the large members, 
smaller companies may not join, since they perceive that 
they will have little or no effective influence on the standards 
development process. As a result, these smaller companies 
may also never adopt the resulting standard, and may even 
pursue other solutions or develop other specifications which 
will compete with the standard;  

• the cooperation of the largest software vendors is usually 
essential (e.g., the providers of database and other core 
software products), since there is much competition for their 
porting resources. While theoretically many standards 
should ease general product development as well as porting 
for these vendors, they are used to being able to command 
seven figure porting fees from individual vendors for porting 
services, and they are therefore not always economically 
motivated to participate in all types of standard setting.  

Accordingly, to be effective, a consortium is well advised to create a 
structure which gives all necessary interest groups (at minimum, 
hardware vendors, independent software vendors, and, ideally, 



customers) not only output, but input as well. Too often, all but the 
biggest companies receive only information only, and are not 
permitted to be true participants in the standard development and 
adoption process. 

Set against this goal is the practical reality that operating funds are 
needed by all consortia, even where no paid staff is involved. In 
order to receive these funds, consortia typically give director seats, 
voting privileges, early technical access, and other benefits to those 
that write the largest contribution checks (typically, for non-strategic 
consortia, in the $25,000 to $50,000 per year range). When forming 
a new consortium, the challenge is to grant enough special 
privileges to those bringing the greatest economic support, while 
providing adequate incentives for other interest groups to promote 
a common cause with sponsoring members, and affording such 
interest groups sufficient opportunity to give useful input. 

Structure and Solution 

The number of membership and committee layers and the rights of 
these layers within a given consortium can (and should) vary 
widely, as the nature of the participants and their goals vary widely 
from consortium to consortium. For example, until the recent 
formation of a lower-fee end-user class of membership in the X 
Consortium (the developer of the X Window System for the Unix 
operating system), that entity granted equal rights of participation at 
all levels to all members, although the fees which large members 
paid were greater than those paid by small companies. Prior to its 
spin-out from MIT, the X Consortium in fact had a single governing 
group (the Advisory Board), in which all members were entitled to 
participate equally. As part of a continuing evolution of its mission, 
the X Consortium now has a Board of Directors, and is forming a 
business committee of interested members. 

In contrast, the Open GIS Consortium (OGIS) has a rather complex 
structure which has been carefully constructed to permit maximum 
participation by different members with different technical concerns 
at different levels, thereby matching level of contribution with 
degree of interest level. The result is an organization which will be 
able to coordinate development of integrated standards in different 
parts of the  rapidly evolving world of geodata information. This 
structure is worth examining in some detail, as it demonstrates 
how, with care, a structure can be developed which is likely to 
ensure maximum input and involvement by those necessary to 
create good standards, as well as eventual adoption of those 
standards. 



As with most consortia, OGIS has various classes of members, 
each with a different set of rights. However, these rights do not 
simply scale with economic contribution. Instead, several 
categories of membership relate primarily to specific activities: e.g., 
the members of the TestBed member class are entitled to 
participate in the OGIS technology testbed program by submitting 
their own, individual testbed implementation proposals, and the 
Technical Committee class, which has the same rights to 
participate in technical activities as the Principal Class, but without 
the additional rights and higher membership fees of the Principal 
member Class. 

As with most incorporated consortia (and any serious consortium 
should be incorporated), OGIS has a Board of Directors which is 
charged with setting the overall strategic direction of the 
consortium, as well as fulfilling the legal function of overseeing its 
actual operations. Unlike most consortia, the charter and by-laws of 
OGIS permit the establishment of more than one "Track" of 
membership, with each Track having a specific technical or other 
mission within the general purpose and goals of OGIS. Each new 
member of OGIS thus becomes a member, not of OGIS as a 
whole, but of a single Track (or, if it wishes to pay higher fees, 
multiple Tracks) of membership. Each Track has its own executive 
director, technical committee chairman, technical committee, work 
groups, SIGs and, perhaps most significantly, its own Management 
Committee.  

The Management Committee of a Track is composed of one 
representative of each Principal (highest fee) member of that track, 
as well as two other categories of participants: the first category is 
made up of the members of the Board of Directors Executive 
Committee (thus ensuring coherence of action between 
management layers), while the second comprises representatives 
of the lowest member class of the Track (thus ensuring end-user 
and other non-vendor input). In order to further integrate the layers 
of governance, the Management Committee of each Track also 
elects several representatives to the Board of Directors, and the 
executive director and technical committee chairman of each Track 
are automatic Board members. The Board may also have members 
from government, academia or elsewhere, who are regarded as 
being useful contributors to forming strategic direction and 
achieving goals. 

In OGIS, it is the Management Committee of a Track which sets the 
specific standard objectives and which has the formal power to 
adopt finished standards when the process is complete, so long as 



those standards remain within the overall strategic path set by the 
Board of Directors (this result is assured by the monitoring done by 
the Executive Committee members who are also members of the 
Management Committee). The various technical committees, work 
groups and special interest groups of the Track also "report" 
ultimately to the Management Committee of the Track, and not to 
the Board of Directors.  

While OGIS currently has a single Track, other Tracks are 
contemplated for the future. At the time that the next Track is 
created, the Board of Directors will be expanded (with perhaps 
some reduction in the number of representatives elected by the 
current Track) to provide equal representation to all Tracks. 

While in this model the powers of the Board of Directors are 
reduced somewhat (most consortia would give the powers held by 
OGIS Management Committee members to the Board of Directors), 
the OGIS model permits the Board to focus more clearly on long-
term strategic and industry-wide issues and gives maximum 
influence to that subset of members which is most concerned with 
specific technical areas and standards. The overlap of the Board 
and the Management Committee ensures coherence of planning 
and coordination of results. 

Know Thyself 

It is always the case that the most that can be achieved by the 
founders of a consortium is an approximation of a final working 
structure. This is because specific members will bring specific 
needs and viewpoints to the table in the future, because the market 
and technology will continue to move and change, and because 
launching a consortium is like launching a commercial product: the 
founders must guess what structure and what rules (set forth in the  
charter, by-laws, Board-adopted policies and Technical Committee 
rules and guidelines) will be most successful at attracting members 
and smoothly producing results. Typically, by-laws, policies, rules 
and guidelines will change frequently in the first year of operations, 
and thereafter evolve as the organization evolves. 

Nonetheless, the success or failure of a consortium will relate in no 
small part to the success of the founders in constructing a structure 
which is as close as possible to the correct model to achieve the 
goals at hand. For example, incorrectly conceiving member 
classes, rights and fees to any great degree may prevent a critical 
mass of members from joining. Equally importantly, failing to 
provide for meaningful input and access by all those whose 



eventual adoption of resulting standards is crucial to success will 
often result in their dropping their membership and failing to adopt 
those standards. 

The by-laws, technical committee rules and adoption processes 
instituted must also erect checks and balances and other effective 
barriers to avoid proprietary influences from subverting the search 
for "good" standards. If these rules are not put in place from the 
start, those same forces will work to prevent their later adoption. 

Guardians at the Gate 

Most successful consortia are in fact the creation of individuals, and 
not companies. Typically, a single individual or group of individuals 
has a vision which they persuade their employers or vendors to 
endorse, and then that individual(s) works to propose a structure, 
charter and by-laws for adoption by founding members. While those 
founding members (usually paying for admission at the highest and 
most influential level) typically focus closely on the technical 
objectives of the effort, the fees which they will be expected to pay 
and the rights which they will enjoy, they often pay comparatively 
little attention to the rights and participation of other classes of 
members. As a result, the efforts of the individuals who actually 
structure the consortium, and their prescience in creating a 
consortium sensitive and responsive to the needs of other, future 
members (large and small) and the market in general, will have a 
far-reaching effect which is little appreciated at the outset. 

Similarly, even an effective structure will be to little avail if those 
who actually moderate meetings do not understand the process 
and fail to act to prevent proprietary influences from working 
against proper operation of the consensus-setting process. The 
regrettable fact is that, absent effective rules and strong chairmen 
of technical, management and other committees enforcing those 
rules (and sometimes even in spite of such safeguards), the effort 
to achieve "good" standards will often be subverted in obvious and 
not so obvious proprietary skirmishes. In some cases, these 
skirmishes may give rise to potential violations of antitrust laws, 
raising the additional specter of civil and criminal penalties for those 
involved in the process. 

Open . . . Means Open 

In the final analysis, the appropriate role of consortia as a mode of 
developing "good" standards is highly dependent on factors which 
often are not clearly discussed. While it may seem simplistic to say 



that since the market increasingly demands open systems, and 
therefore companies must work to be sure that standards are 
indeed openly arrived at, there are many forces which work against 
that result. 

Consortia can often be the best way of efficiently and effectively 
creating "good" standards, particularly in a speedy fashion. They 
can also be a prime tool for government and private enterprise 
cooperating to create evolving technical standards structures, such 
as those upon which the evolution of the information superhighway 
will be dependent. But in order to achieve this goal, the founders of 
such consortia must create a firm foundation intended to support 
robust development, consensus building and eventual standards 
adoption by a wide community. Such a foundation must be tailored 
to the technology, the market, the participants and all other 
important factors peculiar to the challenge at hand. 

In sum, the process of creating an effective consortium structure 
begins with careful analysis of all factors (including proprietary 
forces) which apply, with this analysis then being followed by the 
skillful design of an entity equipped to attract members, secure their 
participation, and produce standards which earn the respect and 
endorsement of members and non-members alike. The result of 
this analysis and creative effort can be - and in many instances 
already has been - the creation of "good" standards by consortia. 

 

NOTES: 

1. Updegrove, Andrew (1993). Forming, Funding and Operating 
Standard-Setting Consortia. IEEE Micro, 13(6), 52 - 61. 
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 My name is Andrew Updegrove.  I am an attorney with the Boston law firm of 

Lucash, Gesmer & Updegrove, a firm that almost exclusively serves emerging and 

established technology companies.  Our clients also include many standard-setting 

organizations, and over the past 15 years we have worked with, and usually helped form, 

over 45 promotional and standard setting consortia.   

In that capacity, we have advised our consortium clients on how to structure 

themselves from both a business as well as a legal standpoint in order to maximize their 

chances of success.  A key component in that regard is guiding them in adopting and 

administering intellectual property rights (or “IPR”) policies which are at once in 

compliance with applicable law, supportable by the widest number of potential members, 

and effective at producing standards which are free of the type of restrictions (economic 

and contractual) which could prevent broad adoption. 

I would like to report to you that the technology industry has settled on and 

follows a common policy for dealing with intellectual property issues.  Unfortunately, 



that is not the case today, although there is a strong consensus on the main principles of 

IPR disclosure, non-discriminatory licensing, and equal rights of participation, among 

other important, core values.  The confusion (or disagreement, as the case may be) exists 

primarily at the second tier of policy construction.  At that level, active debates occur 

over such issues as when a member must disclose any of its IPR which might be 

infringed by the implementation of a standard under review, and whether or not such a 

member should be required to provide a license to such IPR on a royalty-free basis.   

I believe that there is a steady movement towards agreeing on a standard set of 

IPR policy solutions at this second tier of issues.  I also believe that many of the debates 

occurring within consortia on IPR policy issues are part of a healthy and constructive 

process, whereby participants in the industry are working out practical resolutions to 

difficult problems.  Since many of the issues involved are not susceptible to easy 

resolution, it is only by a certain amount of grinding of the gears, if you will, that 

participants with various positions can finally agree upon resolutions that are ultimately 

acceptable to, if not beloved, by all. 

What you should also know about the reality of consortium-based processes (as 

compared to standard setting within organizations such as ANSI, which have had well-

documented procedures for many years) is that there is a degree of confusion as to “best 

practices” among those charged with creating policies, since comparatively few 

companies deploy dedicated individuals to take part in the formation of standard-setting 

consortia.  Hence, unless a group charged by their employers with creating a new body 

includes some practiced individuals, or retains the right advisors, there may be painful 

false starts before the best solutions are implemented. 



Some of these false starts arise from the fact that consortia are superficially 

similar to joint development efforts.   However, joint ventures are typically formed to 

create and sell proprietary products.  Consortia, in contrast, are established to create and 

promote open standards providing an equal playing field to all, member and non-member 

alike, to enable the development of feature-rich, proprietary commercial products.  Where 

those forming or managing a consortium do not maintain an awareness of this somewhat 

subtle distinction, bad practices (and worse IPR policies) can result.   

For example, some individuals taking part in IPR policy formulation may promote 

a requirement for mandatory cross-licensing by end-users of any IPR that they may own 

which would be infringed by the implementation of a standard.  In a joint venture, such a 

requirement of commercial customers might be part of the natural give and take of 

contract negotiation, since both sides of the transaction are economically motivated to do 

business with one another.  In the context of standard-setting, however, this type of 

requirement could cause non-members to reject the standard, since the benefits of 

implementation may be outweighed by the economic sacrifice of valuable IPR.  In a 

particular case, such a requirement might even be abusive, since a non-member might be 

put to the choice of surrendering real economic advantages to avoid being locked out of 

its primary marketplace. 

Another common issue arises from the involvement in consortium formation of 

persons with little background or knowledge in that area.  As a result, where those 

charged with IPR policy formulation are unaware of the reasons why one consortium 

adopts one policy and a different standards body another, unknowing adoption of 

inappropriate policies can also result.  A good example involves the issue of whether or 



not participants in a standard setting process should be required to provide royalty free 

licenses to any of their IPR which may be infringed by the implementation of the 

specification under discussion.  In the context of the Internet, we are dealing with a 

world-wide enabling technology with hundreds of thousands, if not eventually millions, 

of users involved at the code level.  To permit IPR holders to levy royalties for technical 

refinements or commercial exploitation could cripple the continuing evolution of this key 

information and communication resource.  On the other hand, forbidding royalties in the 

IPR policy of a consortium acting in a more limited commercial setting could 

unnecessarily deprive a member of the full economic value of its IPR.   

In short, there is a knowledge gap in the trenches.  However, I believe that this 

gap is closing rapidly, as IPR policy issues receive more and more attention, and as more 

and more participants are involved in the process of creating policies and operating under 

them.  Indeed, there is a continuing movement among large companies (at least) towards 

centralization of standard-setting policy creation and compliance.  Since the vast majority 

of consortia include large companies in their founding groups, the result is that more 

institutional knowledge is brought to bear at the time that IPR policies are created. 

My expectation is that in a fairly limited amount of time a reasonably uniform 

IPR policy will emerge, based on the traditional ANSI model but with variations to suit 

particular circumstances.  This process is well advanced, with some of the most important 

terms already being regarded as indisputable.  In the past year, in particular, the gap in 

positions has narrowed significantly, as has the knowledge base of those involved. 

 Admittedly, until that common policy fully emerges, it will remain difficult to 

gather consensus among participants in a consortium on a common IPR policy.  But 



eventually, consensus is always reached.  Although the result will predictably not be 

perfect (as is inevitably the case with any consensus based solution), the process of 

achieving consensus does insure that the particular needs and dynamics of a given 

consortium will be well debated, and there is value in that process.  Moreover, the 

positions taken by various companies still diverge widely enough on the most 

troublesome issues that in order for any policy to be finally adopted, it must steer a 

reasonably middle course between such extreme positions.  As a result, truly “bad” 

outcomes are rare - and transient at best. 

The picture that I am trying to describe, therefore, is one where agreement already 

exists on the key principles required to achieve practical, valuable results, but where the 

details remain subject to continuing - but converging - debate.  I believe that this is the 

picture of a healthy marketplace seeking practical solutions in real time, and that such 

confusion as exists should not be a cause for concern.  Were this not to be the case, it can 

be expected that far more disputes would have risen to date than the record discloses.  

Since consensus on IPR policies continues to gel, one can only assume that the potential 

for further disputes or abuses can only abate, rather than increase.   

I believe that the picture that the commercial landscape that I have tried to portray 

is, finally, one of market forces working efficiently to solve real problems in a legally 

appropriate manner.  Given the strategic importance to this country of rapid, consensus-

based standard setting, I believe that the government can act best in the national interest 

by supporting, educating and encouraging, rather than regulating this process. 

 I thank you for the opportunity to participate in today’s discussion. 
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Introduction & Overview 

My name is Daniel J. Weitzner. I want to extend my thanks to the Justice Department 
Antitrust Division and the Federal Trade Commission for holding these hearings. I am the 
head of the World Wide Web Consortium's (W3C) Technology and Society activities, 
responsible for development of technology standards that enable the Web to address 
social, legal, and public policy concerns. W3C, an international organization made up of 
nearly 500 members from industry, academe, users organizations and public policy 
experts, is responsible for setting the core technical standards for the World Wide Web.  
W3C was founded in 1994 by Tim Berners-Lee, inventor of the Web, who serves as the 
Director of the Consortium. In addition to my work at W3C, I also hold a research 
appointment at MIT's Laboratory for Computer Science, teach Internet public policy at 
MIT, and am a member of the Internet Corporation for Assigned Names and Numbers 
(ICANN) Protocol Supporting Organization Protocol Council. 
 
W3C has been actively engaged in developing responses to challenges raised by patents 
in the context of Web standards over the last four years, so we are particularly pleased to 
see your agencies' exploration of these matters. My goal is to contribute to the factual 
basis of your inquiry into antitrust, intellectual property and technical standards by 
providing an overview of the experience that the World Wide Web community has had 
with patents over the last four years. This testimony will highlight three main points: 

• First, the Web itself has been possible only in the context of open, royalty-free 
(RF) standards. 

• Second, the "reasonable, non-discriminatory terms" (RAND) licensing model 
common in many traditional standards bodies is unlikely to be accepted in the 
Web environment. 

• Third, W3C is working hard to develop a Royalty-Free patent policy that 



encourages the continued evolution of the Web as a universal information space, 
while respecting our Member's legitimate intellectual property rights. 

Patent policy considerations for any technical standards effort must be grounded in an 
understanding of the goals of the underlying technology, as well as the unique 
characteristics of the environment in which the standards will be used. So I will begin by 
describing the fundamental technical and licensing characteristics of the Web to date. 

I. General characteristics of the Web: A universal information space 

The World Wide Web was designed to be an easy-to-use, universally accessible open 
platform for publishing and accessing information, enabling linking and distribution of 
documents amongst computers, regardless of operating system, all around the world. 
While the Web does not yet reach every single person in the world, it has enabled an 
unprecedented exchange of knowledge, information, goods and services around the 
world. Of critical importance to the rise of electronic commerce as a new marketplace, 
Web technology allows a wide variety of new systems and technologies to be built on top 
of the basic architecture of the Web, thus enabling continual innovation in the design of 
Web-based applications and services. Two key attributes of Web standards are 
responsible for the ubiquity and flexibility of the Web: 1) simple, extensible design, and 
2) open, unencumbered standards. 
 
Much has been written about the aspects of Web technical architecture which have lead to 
its ubiquity and universality. For the purposes of this discussion, it will suffice to note 
that in contrast to the hypertext systems which existed before the Web, the core 
technology of the World Wide Web is quite simple, thus enabling widespread deployment 
of the Web on a wide variety of hardware and software platforms. Earlier hypertext 
systems (for example, Xanadu) often had far more sophisticated design that anticipated 
many of the problems (broken links, need for long-term archiving, difficulty managing 
intellectual property rights, etc.), but none achieved the wide deployment of the Web. 
Indeed, the architects of the Internet believed that a simple design, based on standards that 
are technically easy to implement, would be a critical part of helping the Web to grow to 
be a truly world-wide phenomenon. Ease of implementation is vital for both Web 
software developers as well as those who simply seek to publish information on the Web.
In the history of the Web, low legal and financial barriers to use of Web standards have 
been as important as ease of deployment from a technical perspective. W3C 
Recommendations are often implemented in a large number of individual software 
environments. Indeed, the Web standards design process depends on the implementation 
experience of a large number of developers to assure that each component of the Web is 
well designed and satisfies the needs of the increasing diverse communities of Web users. 
Gathering early implementation experience from a wide range of developers is 
particularly important for security-related standards. This broad experience helps assure 
that security standards are subject to rigorous testing before being finalized. Open source 
implementations have played an essential role in the evolution and broad access to Web 
technology. Among the most popular versions of Web server software, Apache, is 
produced on an open source licensing basis. In addition to Apache, many of our new 



standards are implemented early with open source code, enabling large numbers of 
developers, commercial and non-commercial, to incorporate new Web features into 
software they are writing without having to develop those features from scratch. Finally, 
the diversity of content represented by the over 2 billion Web pages is only possible 
because the creators of each of those pages is able to use key web standards such as 
HTML (hypertext Markup Language) and CSS (style sheets) without paying a royalty. 

II. History of patents at W3C 

Web technology has developed over the last decade through an unprecedented burst of 
entrepreneurial energy and global cooperation. Both the competitive forces which have 
lead to innovative technology, and the cooperative spirit which has produced global 
interoperability standards at an extremely rapid pace have occurred, until very recently, in 
a market environment without any significant patent licensing requirements. 
The second decade of the Web has already demonstrated that patents will be a factor in 
the ongoing development of the World Wide Web infrastructure. A variety of factors 
suggest that the Web will be increasingly affected by the patent process. The following 
factors are significant: 

1. Convergence: The Web had its origins in the personal computer software industry, 
where patents had seldom been a factor in development dynamics. However, as 
the Web comes into contact with the telecommunications, broadcast media and 
consumer electronics industries, there is pressure to change the traditional role 
patents have played in Web standards. 

2. Rise in patent issuance: Patent offices, led by the U.S. PTO, are issuing patents, 
especially in the software sector, at record rates. 

3. Experience of Internet-related standards bodies: A number of standards bodies 
including W3C and IETF, as well as consortia such as the WAP Forum, have 
encountered potential barriers to acceptance of standards because of licensing 
requirements perceived as onerous. 

4. Popularity of Business Method patents: Beginning with the State Street decision 
in the United States and continuing through high-profile litigation between 
Amazon.com and Barnesandnoble.com, business method patents have become an 
increasingly significant factor in the ecommerce marketplace. 

All of the core Recommendations issued by W3C to date have been implementable on a 
Royalty-Free basis. In the first four years of W3C's history, no serious issues regarding 
patents had been raised at all. All energy was concentrated on developing technical 
specifications. In the last few years several patents issued by the United States Patent and 
Trademark Office have stalled, or at least delayed, W3C technical work. 

• P3P and the Intermind Patent : A patent (US Patent #5862325) claiming rights 
related to metadata control structures between clients and servers which, 
according to Intermind, covered implementations of W3C's Platform for Privacy 
Preferences (P3P) standard. Intermind, at the time a W3C Member and participant 
in the P3P working groups, offered a "licensing program that will be compatible 



with the growth of standards for communications object technology," but did not 
make the precise terms public. Gradually, it became clear that the demand that 
implementers pay royalties was chilling the development of the technical 
specification, and rendering deployment of P3P-compliant technologies unlikely. 
After unsuccessful efforts to come to some agreement with the patent holder, 
another approach to removing this barrier was necessary. W3C commissioned an 
analysis of the Intermind patents to assess both the likelihood that compliance 
with P3P would require infringement of the patents and also to evaluate the 
validity of claims. The analysis conducted by Barry Rein of Pennie & Edmonds, 
and made available to both W3C Members and the public, established a 
reasonable basis for believing that implementers could comply with P3P without 
infringing the patent. Today, P3P is a W3C Recommendation and widely 
implemented across the Web. 

• Microsoft Style Sheet Patent: During the development of W3C's style sheet 
specifications, Microsoft announced that it had been issued a patent (US Patent 
#5860073) which might cover W3C's Cascading Style Sheet (CSS) 
Recommendations. Microsoft was a participant in various W3C style sheet 
activities and quickly offered royalty-free licenses to W3C members in order to 
assure that implementation of this standard would proceed. 

• Sun XLink Patent : A patent (US Patent #5659729) on technologies relevant to 
the XLink specification was disclosed by Sun during the process of developing the 
XLink specification. Though there was not a clear model for Royalty-Free 
licensing in W3C, Sun worked to develop a license that would enable Royalty-
Free implementation of this standard. 

After considerable effort on the part of W3C Members and staff, each of these situations 
were, indeed, resolved in a way that enabled widespread adoption of the standards in 
question. However, the general trends cited, and the specific situations in which patent 
claims have been potential or actual roadblocks to standardization have made it clear that 
the W3C must have a clear and effective patent policy to ensure that the Web continues to 
develop as an open, universal information platform. 

III. W3C Patent Policy Development process 

Responding to increasing concerns about patents, W3C created the Patent Policy Working 
Group (PPWG) in July 1999 to forge a patent policy that will 

• address the growing challenge of patent claims around Web technologies, 
• foster an environment within W3C where technical decisions can be made 

unencumbered by patent claims. 

Whether patents and claims related to W3C technologies are in fact valid or not, the risk 
of costly, time-consuming litigation and possible limitations on use by the right holders, 
is sufficient to suffocate much of the dynamic development activity that has been driving 
the Web industry. A variety of factors already discussed suggest that the Web will be 
increasingly affected by the patent process, and so W3C created the Patent Policy 



Working Group to create a clear and effective policy. 
 
The Patent Policy Working Group's first proposal suggested a two-track approach to 
patent policy at W3C, allowing both RAND and RF licensing modes. According to the 
proposal, each time a new Working Group is formed to develop a standard, a choice 
would be made about whether the standard should be developed to be implementable on a 
royalty-free or RAND basis. 
 
Response to that draft was dramatic, both from W3C Members and the public. Support 
from W3C Members was mixed, and reviewers sent all manner of detailed comments. 
Public reaction to the draft was almost uniformly negative, primarily because the 
framework would allow W3C to include in its Recommendations technology known to be 
patent-encumbered, and that implementors might therefore have to pay a license fee to 
implement a W3C Recommendation. The strongest reaction came from various 
communities of open source developers who declared, (in several thousand emails sent to 
the W3C public comment mailing list) that a RAND approach would cause open source 
developers to stop using W3C web standards, impel some to form alternate Web 
standards, thus balkanizing the Web, and overall constituted a take-over of the Web by 
large corporate interests. 
 
W3C responded to input from W3C Members and the public by adding invited experts to 
the Patent Policy Working Group to represent the Open Source community, creating a 
task force within the Patent Policy Working Group to examine how to accommodate the 
Open Source community, and creating a public home page for the PPWG, publishing 
public meeting records, and committing to additional public drafts of the framework 
before the policy was finalized. 
 
Based on input from a meeting the W3C Members, the Patent Policy Working Group 
recently issued a draft royalty free policy. The main features of this policy are: 

1. RF licensing goals for W3C Recommendations 
2. RF licensing obligations that Working Group participants will undertake as a 

condition of Working Group membership, along with means of excluding specific 
patents from those obligations 

3. the definition of a Royalty-Free license 
4. disclosure rules for W3C Members 
5. an exception handling process for situations in which the Royalty-Free status of a 

specification comes under question. 

The group developing this policy still have some issues left to resolve, but expect to 
circulate a final proposal for comment by the public and formal review by W3C Members 
in the coming months. 

IV. Conclusion 

W3C, it's Members, and many in the independent software developer community around 



the world who have contributed to the growth of the Web, have spent the last year in 
active discussion about the proper relationship between patents and Web standards. Our 
debate is not yet concluded, but we have learned together quite a bit about how important 
the tacit royalty-free licensing environment of the Web to-date has been for the 
development of extraordinary economic and social value that has been generated by the 
World Wide Web. Our commitment is to find an approach the insures the Web's growth 
into the future as a vibrant engine of technical innovation, economic productivity and 
social growth. Above all, we will find a solution that provides for the continued 
universality of the Web as an information medium, and avoids uses of intellectual 
property rights that could lead to balkanization of the Web. We welcome your 
consideration of these issues and look forward to working with your agencies in future. 
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          1                    MORNING SESSION

          2                                          (9:30 a.m.)

          3               HEWITT PATE:  Good morning.  I'm

          4    Hewitt Pate, one of the deputies at the Antitrust

          5    Division.  I'd like to welcome everyone today to

          6    our hearing.  Thank you all for coming.

          7               It looks like we've got a good group

          8    here to hear what I think is going to be a

          9    terrific panel on refusals to license.  The title

         10    of the program is Strategic Uses of Licensing:

         11    Is There Cause for Concern About Refusals to

         12    License?

         13               Before I introduce the program

         14    somewhat, I want to especially thank Frances

         15    Marshall and Susan DeSanti from the FTC for all

         16    their work in putting these hearings together,

         17    and personally thank Pam Cole, Sue Majewski,

         18    and Howard Blumenthal for helping with the

         19    preparations today.

         20               We're here to talk about as it's

         21    most usually described whether there is a tension

         22    between antitrust and intellectual property, a
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          1    tension that seems mostly to be discussed in the

          2    context of the Ninth Circuit's Kodak case and the

          3    CSU case from the Federal Circuit.

          4               Those followed the Supreme Court's

          5    1991 decision in Kodak establishing contrary

          6    to the amicus submission of the Antitrust

          7    Division that there could be market power in

          8    an after-market for service of equipment as to

          9    which the upstream sales market was competitive.

         10               That has led to what might be

         11    described as a cottage industry of ISO

         12    litigation.  And that's produced a number of

         13    opinions.

         14               The Kodak case from the Ninth Circuit,

         15    about which you'll hear a lot today, stands

         16    generally for the proposition that a refusal to

         17    license IP is presumptively okay, but that if a

         18    plaintiff is able to show that the business

         19    justification offered in support of the refusal

         20    to license was a pretext, then antitrust

         21    liability may attach.

         22               The Federal Circuit took a very
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          1    different view of whether antitrust liability

          2    might lie for a refusal to license, at least an

          3    unconditional refusal to license in the CSU case,

          4    and went on to say in some dictum that has been

          5    the subject of much discussion that antitrust

          6    liability for a refusal to license could not

          7    exist except in the context of tying, fraud on

          8    the Patent Office, or sham litigation.

          9               We're going to talk today primarily

         10    about unconditional refusals to deal.  Other

         11    sessions have dealt with licensing terms and

         12    conditioning that are of interest in these

         13    hearings.

         14               I think as one of the papers for this

         15    panel said, my own concern in listening to this

         16    is not whether there is some abstract concern

         17    about licensing practices, but whether there are

         18    really situations in which it would be

         19    appropriate for Courts to impose antitrust

         20    liability.

         21               I have some views on that.  But from

         22    the Division and the FTC's perspective, we're
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          1    here today to listen to a terrific panel.

          2    Among the questions I think that will be very

          3    interesting to have discussed is this underlying

          4    question of whether there is a difference between

          5    IP and other forms of property for purposes of

          6    applying the antitrust laws.

          7               Certainly as it's described in

          8    litigation you often see arguments made that of

          9    course IP is different because it's mentioned in

         10    the Constitution, whatever that would mean, or

         11    because it is a right to exclude as though that

         12    necessarily implies that IP is different from

         13    other forms of property.

         14               There are other ways in which it

         15    might be though.  Certainly the statutory scope

         16    of a patent right deserves examination.  And if

         17    Congress defines the scope of a patent right in

         18    a way that differentiates it from other property,

         19    that's something that obviously deserves

         20    consideration.

         21               Secondly, I think we have some well

         22    qualified panelists who will discuss whether
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          1    there is an economic difference between the

          2    two forms of property, whether the ease of

          3    reproduction of intellectual property, at

          4    least intellectual property of some forms,

          5    is a differentiating factor.

          6               Another question is whether there

          7    are situations or what situations there are where

          8    the owner of any type of property whether IP or

          9    otherwise really does have a duty to refrain

         10    from unconditional refusals to deal.

         11               Aspen Skiing is a case that's much

         12    discussed.  But of course there was a prior

         13    course of conduct.  And I think it will be

         14    interesting to hear from the panel as to what

         15    situations there are where a blanket and

         16    unconditional refusal to deal should raise

         17    antitrust concerns.

         18               What about other forms of intellectual

         19    property, trade secrets and copyrights, for

         20    example?  I'll put aside trademark which I think

         21    of as a type of IP that's really for a different

         22    purpose than the ones we're concerned with.
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          1               The two main cases deal with patents,

          2    and those seem to be the predominant form of IP

          3    that's discussed.  But is there a reason that

          4    trade secrets or copyrights should be subject to

          5    a different form of analysis?

          6               I think it would seem odd to

          7    most people to imagine a Court requiring the

          8    disclosure of trade secrets.  Is that because

          9    there really is a difference between trade

         10    secrets and patents as it relates to antitrust

         11    law?

         12               Or if it is odd to think of a Court

         13    compelling that, does that call into question the

         14    extent to which a required license is needed in

         15    the patent context?

         16               And how are Courts to administer

         17    disclosure of trade secrets, for example, if

         18    that -- if the principles of a required duty to

         19    deal obtain there?  Even in the patent context

         20    sometimes the use of a patent requires underlying

         21    know-how and trade secrets, trade secret

         22    disclosure perhaps.
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          1               Would under the Kodak analysis, for

          2    example, there ever be a claim that the service

          3    personnel of an ISO have an antitrust entitlement

          4    to training from the equipment manufacturer?

          5               And finally I'll end with this.  I

          6    wonder how big a problem or how fundamental a

          7    problem is this?  The question gets posed as one

          8    of a fundamental tension between antitrust and

          9    IP.

         10               Is it that, or are these cases really

         11    just an outgrowth of the Supreme Court's Kodak

         12    decision and the Supreme Court giving a green

         13    light potentially to the establishment of

         14    antitrust liability in a situation where that

         15    hadn't been thought very likely before?

         16               Maybe another way to ask that is

         17    whether the Division was right in 1991.  So with

         18    that let me turn the program over to Pam Cole who

         19    will handle some housekeeping issues and then

         20    introduce our panelists.

         21               PAM COLE:  Good morning.  Yes.  I get

         22    to handle some housekeeping issues.  I hire
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          1    somebody at home to do that, but I'm going to do

          2    it here.  Let me just talk a little bit about

          3    just some basic nuts and bolts issues.

          4               We're in the Great Hall of the Justice

          5    Department, as I'm sure you are all aware, which

          6    means that in order to leave this room you need

          7    to be escorted.  We do have paralegals in the

          8    back of the room wearing green name tags, and

          9    they will escort you wherever you need to go.

         10               If you need to make a phone call, you

         11    should go up to the seventh floor.  I guess cell

         12    phones don't work here.  And they will escort you

         13    up to the seventh floor.

         14               The timing of this is such that we

         15    are going to end the morning session at noon,

         16    have about an hour and a half break for lunch,

         17    reconvene at 1:30, and then end the session at

         18    4:00.

         19               For the sake of the panelists in terms

         20    of the microphone, if you can talk right into the

         21    microphone -- and it may not come on until a few

         22    seconds after you pull it close to you.  So it
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          1    will be working.  You just need to wait a little

          2    bit of time.

          3               Let me just make some introductions

          4    of the panelists.  My name is Pam Cole.  I'm an

          5    attorney with our San Francisco office of the

          6    Justice Department, and it's great to be here in

          7    Washington, D.C.  I've been here since last week

          8    at the spring meeting, so I'm eager to get home.

          9               To my right is Ed Polk.  He's with the

         10    U.S. Patent and Trademark Office.  And to Hugh's

         11    left is Sue Majewski.  She is an economist with

         12    our economics group here at the Antitrust

         13    Division.

         14               And to her left is Gail Levine with

         15    the Federal Trade Commission.  These are the

         16    representatives from the government.  I'm now

         17    going to go through and make introductions of our

         18    panelists.  I'm going to make introductions in

         19    the order of their presentations.  We drew straws

         20    and Jonathan Gleklen gets to go first.

         21               Jonathan is -- first of all let me say

         22    that when I introduce the panelists, I certainly
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          1    cannot do their biographies justice in terms of

          2    the extensiveness of their qualifications.  But

          3    for the sake of time I'm just going to make some

          4    short introductions.

          5               I also want to say personally that

          6    after are viewing all of the panelists'

          7    presentations I really appreciate the amount of

          8    work and thought that all of you have put into

          9    these presentations.  And I sincerely mean that.

         10               I never thought that refusals to

         11    license could be as interesting as all of you

         12    have made it in your presentations.  And I think

         13    this is really going to be a fun panel.

         14               So Jonathan Gleklen is a

         15    partner at Arnold & Porter in Washington, D.C.

         16    Jonathan served as counsel to Xerox in the In

         17    Re:  Independent Service Organizations antitrust

         18    litigation case.  That's more commonly known as

         19    the CSU case.  And obviously that case is going

         20    to be subject to extensive discussion in today's

         21    session.

         22               Next up will be Chris Sprigman.  Chris
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          1    served as -- Chris is currently counsel at King &

          2    Spaulding in Washington, D.C.  Prior to joining

          3    the firm Chris served as appellate counsel to the

          4    Antitrust Division of the Department of Justice.

          5    In both capacities Chris has focused on the

          6    intersection of antitrust law, intellectual

          7    property, and competition policy.

          8               Following Chris will be Ben Klein.

          9    Ben is a professor of economics at UCLA.  He is

         10    an internationally recognized expert in antitrust

         11    economics, intellectual property, contractual

         12    arrangements, and industrial organization.

         13               Presenting with Ben will be John

         14    Wiley.  John is a professor of law at UCLA where

         15    among other things he teaches antitrust law and

         16    intellectual property.  He is published widely in

         17    both of these areas.

         18               Next up will be Ashish Arora.  He is

         19    an associate professor of economics and public

         20    policy at Carnegie-Mellon University.  His

         21    research centers around the areas of economics of

         22    technological change, management of technology,
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          1    intellectual property rights, and technology

          2    licensing.

          3               Following Ashish will be Paul Kirsch.

          4    Paul Kirsch is a neighbor of mine and also a

          5    partner at Townsend and Townsend and Crew in

          6    San Francisco.  Paul's practice includes both

          7    intellectual property and antitrust.  And he

          8    extensively represents the antitrust plaintiffs.

          9    Paul is one of the attorneys who represented

         10    Intergraph in the Intergraph versus Intel

         11    antitrust and intellectual property litigation.

         12               Carl Shapiro will be next.  Carl, for

         13    those of you who don't know him, which I'm sure

         14    many of you do, is the Transamerica Professor of

         15    Business Strategy at the Haas School of Business

         16    at the University of California at Berkeley.

         17               He is also is director of the

         18    Institute of Business and Economic Research

         19    and professor of economics in the economics

         20    department at UC-Berkeley.  Professor Shapiro

         21    also served as deputy assistant attorney general

         22    for economics in the Antitrust Division of the
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          1    U.S. Department of Justice during 1995 to 1996.

          2               Following Carl will be Jeffrey

          3    MacKie-Mason.  Jeffrey is the Arthur W. Burks

          4    Professor of Information and Computer Science and

          5    professor of economics and public policy at the

          6    University of Michigan.

          7               He has testified as an expert

          8    economist in numerous antitrust cases and was the

          9    expert for the plaintiffs in both the Kodak and

         10    Intergraph refusal to deal cases.

         11               Following is Mark Whitener.  Most

         12    importantly it is Mark's birthday today.  Mark is

         13    antitrust counsel for General Electric.  Before

         14    joining GE Mark served as deputy director of

         15    FTC's Bureau of Competition where he supervised

         16    the FTC's non-merger enforcement in matters

         17    involving intellectual property and other issues.

         18               Mark also supervised me when I was at

         19    the FTC, so I get to ask him some hard questions

         20    today.  Mark also worked on the intellectual

         21    property guidelines while he was at the FTC.

         22               Finally Doug Melamed who is not here
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          1    yet -- hopefully he will be arriving later.  But

          2    I want to talk a little bit about Doug.  Doug is

          3    a partner in the Washington, D.C. office of

          4    Wilmer, Cutler & Pickering and co-chair of the

          5    firm's antitrust and competition policies group.

          6               Prior to joining the firm he worked

          7    for the Antitrust Division of the U.S. Department

          8    of Justice for four-and-a-half years including

          9    his most recent position as acting assistant

         10    attorney general.

         11               And another important housekeeping

         12    matter.  Please make sure to save me one

         13    chocolate croissant back there.  Otherwise you

         14    can help yourselves to any food and drink that

         15    you would like.

         16               The way that this is going to go

         17    today is that we're going to have PowerPoint

         18    presentations, various types of presentations.

         19    We're going to have discussion about the

         20    presentations, questions and answers.

         21               We're hoping that the panelists

         22    because they are really so impressive will
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          1    mostly guide the discussion.

          2               And what I'd like the panelists to do

          3    is after a particular presentation if you have

          4    a comment or question about the presentation, if

          5    you could just turn your name tags on their side

          6    like this.  And we will call on you for your

          7    questions or comments which will hopefully

          8    facilitate discussion.

          9               And I think that is about it.  So why

         10    don't we start with Jonathan.  And, panelists,

         11    you're free to go up to the -- if you're doing

         12    a PowerPoint especially, you should go up to the

         13    podium or whatever you want to do.

         14               JONATHAN GLEKLEN:  I'd like to thank

         15    the Department of Justice and the FTC for having

         16    these hearings.  It's an important topic, and

         17    it's one that I've basically built my entire

         18    career on.  I'm Jon Gleklen.  I'm a partner

         19    at Arnold & Porter.

         20               And I've been working on the Xerox ISO

         21    litigation since the summer of 1992 when I was a

         22    summer associate.  So the first disclaimer is
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          1    I don't stand here representing anybody's views

          2    other than my own, not Arnold & Porter's, not its

          3    clients, not even Xerox's.

          4               Pam asked me to start out by talking

          5    a little bit about the Xerox case and the facts

          6    and the decision and what to make of it, just

          7    to clarify what the case is and isn't about,

          8    something that I admit is hard to do by reading

          9    the Federal Circuit's decision.

         10               I've done this in more detail in an

         11    article that's available in the back, and it will

         12    be up on the website.  But the short facts are

         13    Xerox makes, sells, services copiers and

         14    printers.

         15               And CSU, Copier Services Unlimited,

         16    was an ISO, an independent service organization

         17    that serviced those copiers and printers.

         18    Starting in 1984 Xerox unilaterally decided that

         19    it was no longer going to sell parts to ISOs.

         20               It later decided not to sell software

         21    as software became more a component of the

         22    copiers and printers it was selling.  Xerox
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          1    didn't agree with anybody.  It was a completely

          2    unilateral decision.  Xerox unlike Kodak didn't

          3    agree with its customers that the customers would

          4    not supply parts or software to ISOs.

          5               Customers were free to and in fact

          6    did buy parts from Xerox and sell them to ISOs.

          7    Xerox simply unilaterally decided we're not going

          8    to sell parts to ISOs except to the extent that

          9    they are also end users.  There was a class

         10    action litigation.  Xerox settled it in 1994 by

         11    agreeing to sell parts to ISOs, directly to ISOs.

         12               And everybody ended up getting the

         13    same prices and the same quantity discounts, with

         14    a single exception which was the U.S. Navy which

         15    had a cooperative service agreement with Xerox

         16    where Xerox serviced the copiers while they were

         17    in port and the Navy serviced them when they were

         18    out at sea.

         19               CSU opted out of the settlement of the

         20    class action and filed their own lawsuit.  CSU

         21    challenged a couple of things.  They challenged

         22    Xerox's past, pre-'94 refusal to sell parts and
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          1    license software and Xerox's current '94 and

          2    thereafter pricing, saying that those were also

          3    exclusionary.

          4               And CSU's theory was basically the

          5    Kodak theory.  Xerox has a parts and software

          6    monopoly, and it is leveraging that monopoly to

          7    obtain or maintain a monopoly in a market for

          8    the service of Xerox's copiers and printers.

          9               Like I said, their only conduct at

         10    issue was unilateral.  The only claims were

         11    section II claims, no section 1 claims, no

         12    tying, no concerted refusal to deal.  Xerox

         13    counterclaimed patent/copyright infringement plus

         14    some trademark and state law claims.

         15               And Xerox's argument was that CSU

         16    had used infringing parts, these third-party

         17    parts vendors had sprung up, they made parts that

         18    infringed Xerox's patents, CSU bought and used

         19    those;

         20               And that CSU had essentially stolen

         21    disks containing diagnostic software and upgraded

         22    diagnostic software, had reproduced that software
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          1    by installing it on copiers and printers, and

          2    then infringed the copyrights again by using the

          3    software which was unlicensed.

          4               The nice thing about the Xerox case

          5    is that it's a pure law school case.  There are

          6    essentially no disputed issues of fact at the

          7    end of the day.  CSU conceded that all of their

          8    injury was attributable to Xerox's refusal to

          9    sell or license patented and copyrighted

         10    materials.

         11               Basically they said there's no

         12    but-for causation; if we can't get the patented

         13    photoreceptors and the patented and copyrighted

         14    diagnostic software, we're out of business; so

         15    the only thing that matters is the patented

         16    stuff.  CSU conceded the infringement of the

         17    patents and copyrights.

         18               And their only defense was a misuse

         19    defense.  So the remaining issues, as I said,

         20    were pure questions of law.  And there are

         21    basically three of them:

         22               Can a pure unilateral refusal to sell
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          1    and license software or parts covered by patents

          2    and copyrights violate section II?

          3               Can, quote, unquote, high prices,

          4    whatever that means, violate section II because

          5    it's anticompetitive conduct?  And can this past

          6    refusal to sell or the ongoing high prices be

          7    misuse?

          8               The District Court -- if you go on

          9    Westlaw, you'll see that there are literally a

         10    half dozen District Court decisions on summary

         11    judgment and various motions for reconsideration.

         12    But after you parse the various District Court

         13    decisions, you basically get to four key

         14    holdings.

         15               One is that unilateral refusals to

         16    deal are neither anticompetitive under section II

         17    nor inequitable conduct or whatever the

         18    standard would be for misuse.  High prices for

         19    intellectual property are neither anticompetitive

         20    nor misuse.

         21               The number of markets, antitrust

         22    relevant markets affected by a refusal to license
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          1    is irrelevant.  And the IP holder's intent

          2    underlying its refusal to license is irrelevant.

          3    Nice, clearcut.

          4               The Federal Circuit, well, they

          5    affirmed, and that we can understand.  And the

          6    rest of their decision is -- you know, it's a

          7    mess.  It's confusing.  Nobody can really

          8    understand what it means.

          9               I'd like to say that the right way to

         10    read the Federal Circuit's decision is that they

         11    affirmed the District Court and to ignore their

         12    language which just doesn't make any sense.  I'll

         13    concede that.

         14               The decision -- you know, they don't

         15    cite the helpful precedent.  Believe me, we cited

         16    more cases on point than the Federal Circuit

         17    managed to find.

         18               The Federal Circuit's decision focuses

         19    on whether IP was used to obtain monopoly power

         20    outside the statutory grant without actually

         21    saying, well, what is the statutory grant.

         22               And then it comes up with some
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          1    exceptions to the right to unilaterally refuse

          2    to license which don't make any sense so -- as

          3    Hugh Pate said, tying, fraud on the PTO, and sham

          4    litigation.  Well, tying is not a unilateral

          5    refusal to deal.  So tying is not an exception

          6    to your right unilaterally to refuse to deal.

          7               Fraud on the PTO, well, that doesn't

          8    make any sense because if you committed fraud on

          9    the PTO you don't have valid IP.  So there is no

         10    valid IP that you have refused to license.  And

         11    then the last exception is also wrong I think,

         12    sham litigation.  This just doesn't make any

         13    sense to me.

         14               You could engage in sham litigation,

         15    and the sham litigation itself might be unlawful,

         16    but that doesn't -- it's not clear to my why the

         17    underlying refusal to deal should be unlawful.

         18    Think of the hypo of a plaintiff -- I'm sorry.

         19               An IP owner wants to make sure

         20    they get Federal Circuit jurisdiction because,

         21    God knows, they don't want to be in the Ninth

         22    Circuit.  So they say we're going to file
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          1    a patent infringement claim that we know

          2    is meritless because we know they are not

          3    infringing.  And you get antitrust counterclaims

          4    based on your past refusal to deal.

          5               If you satisfy all of the elements,

          6    that sham litigation might in fact be an

          7    antitrust violation.  But I don't see why that

          8    should make the underlying unilateral refusal to

          9    deal unlawful.  And that's important because the

         10    measure of damages may be very different.

         11               Your antitrust injury from the sham

         12    litigation, your damages are basically your cost

         13    of defending the suit.  Your injury from the past

         14    refusal to deal could be millions or, according

         15    to CSU's economists, hundreds of millions of

         16    dollars.

         17               So I think it is an important

         18    distinction, and the Federal Circuit's decision

         19    just doesn't make any sense.  So, as I've said, I

         20    think the right way to read the Federal Circuit's

         21    decision is that it's limited.

         22               I've written this article basically
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          1    addressing Chairman Pitofsky's or former Chairman

          2    Pitofsky's concerns that he expressed in I guess

          3    two speeches and in an article.  One concern is,

          4    you know, the Xerox decision could -- or people

          5    call it the CSU decision.  I call it the Xerox

          6    decision.

          7               It could be read to say that selective

          8    licensing is always lawful, and that depends on

          9    what you mean by selective licensing.  If it's

         10    tying, that's not a unilateral refusal to deal.

         11    But if you pick your licensee, that I think is

         12    a unilateral refusal to deal.

         13               And the Federal Circuit is not the

         14    first Court to decide that in the Xerox case.

         15    Other people have challenged selective licensing.

         16    You gave my competitor a license.  You didn't

         17    give me one.  And Courts have said that that's

         18    lawful.

         19               Conditioned licenses, again tying

         20    or exclusive dealing, that's not a unilateral

         21    refusal to deal.  I don't think the Xerox case

         22    touches it.  Price fixing, the example Chairman
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          1    Pitofsky gave is, you know, there's essentially

          2    a price fixing or a vertical price fixing

          3    conspiracy with a licensor and its licensees.

          4               And you terminate somebody who breaks

          5    with the price fixing conspiracy.  The underlying

          6    price fixing conspiracy is unlawful.

          7               The termination may -- it seems to me

          8    irrelevant whether the termination of the guy

          9    because he breached -- he didn't go along with

         10    the price fixing conspiracy, whether that's

         11    lawful or not doesn't make a difference.

         12               And fraud on a standard setting

         13    organization just seems to me like the sham

         14    litigation.  It's the underlying fraud that's

         15    the anticompetitive conduct.  The subsequent

         16    unilateral refusal to deal, whether or not that's

         17    unlawful really doesn't make a difference.

         18               Let me talk briefly about why I think

         19    the Federal Circuit got it right in Xerox though,

         20    as I say, you wouldn't know why from reading the

         21    opinion.  I think it is compelled by Supreme

         22    Court precedent.  And it is in fact consistent
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          1    with every lower Court's decision except for the

          2    Ninth Circuit's.

          3               I think the result is compelled by the

          4    language in the legislative history of the patent

          5    act.  And finally I don't think there are any

          6    good alternatives to the rule that the Federal

          7    Circuit came up with.

          8               The Supreme Court has been consistent

          9    that a patent or copyright conveys a right to

         10    refuse to deal.  Leave aside the issue of whether

         11    that can be antitrust -- cause antitrust

         12    liability.

         13               I've put the cases up on the

         14    PowerPoint from cases from Continental Paper Bag

         15    that exclusion of competitors is the very essence

         16    of the right conferred by the patent, to Dawson,

         17    to Stewart which is a copyright case.

         18               You know, the copyright owner has the

         19    capacity arbitrarily to refuse to license one who

         20    seeks to exploit the work.  So I think we have

         21    common agreement that the IP laws themselves

         22    convey this right.  So the question is:  What
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          1    do the antitrust laws say about that?

          2               And I think the Supreme Court

          3    precedent though not specifically addressing

          4    the unilateral refusal to deal point is pretty

          5    consistent that if conduct is authorized by the

          6    IP laws it doesn't violate the antitrust laws.

          7               So there's the famous Simpson dicta,

          8    the patent laws in pari materia with the

          9    antitrust laws and modify them pro tanto.

         10               To translate that into English, the

         11    patent laws and the IP law -- and the antitrust

         12    laws address the same subject.  And the patent

         13    laws modify the antitrust laws as far as they,

         14    that is the patent laws, go.  And I think the

         15    Supreme Court was clearly saying patents are

         16    different.

         17               In Simpson they were distinguishing

         18    U.S. versus General Electric.  They said there

         19    we said -- you know, everybody may agree the

         20    decision is wrong now.  But they say in U.S.

         21    versus General Electric we said resale price

         22    maintenance is lawful.  But that was a patent
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          1    case.  And patents are different.

          2               So I think Simpson clearly stands for

          3    the proposition that the Supreme Court recognizes

          4    that there are differences where the IP laws give

          5    you rights.

          6               Precision Instrument Manufacturing,

          7    United Shoe, you know, a patentee's exercise

          8    of its right to exclude others from use of the

          9    invention is not an offense against the antitrust

         10    act.  Admittedly none of these cases were

         11    directly addressing a unilateral refusal to

         12    deal.

         13               But there are lower court cases that

         14    do.  And those are with the exception of the

         15    Ninth Circuit pretty consistent.  SCM versus

         16    Xerox, this is really the same thing as an ISO

         17    case now.

         18               Xerox had patents on parts that it was

         19    refusing to license to an equipment competitor,

         20    not a service competitor.  SCM was an equipment

         21    competitor, exactly the same issue.

         22               The Court says Xerox's refusal to
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          1    license the xerography patents was permissible

          2    under the patent laws and therefore does not

          3    give rise to antitrust liability.  You've got the

          4    Miller case.  If you lawfully acquire your IP you

          5    don't violate section II by maintaining that

          6    monopoly by refusing to license.

          7               And there are other ISO cases:  Data

          8    General in the First Circuit, Service & Training

          9    in the Fourth Circuit.  Like I said, I think it's

         10    not just the case law.  It really is the patent

         11    act.  217(d)(4) in the 1988 amendments to the

         12    patent act I think is the most directly on point:

         13               No patent owner otherwise entitled

         14    to relief for infringement or contributory

         15    infringement shall be denied relief or deemed

         16    guilty of misuse or illegal extension of the

         17    patent by reason of having done one or more of

         18    the following, and then listing refuse to license

         19    or use any rights to the patent.

         20               Now, all of that language other than

         21    refuse to license or use any rights to the patent

         22    was there in 1951.  So the relevant legislative
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          1    history is the 1951 legislative history.  And the

          2    Antitrust Division opposed that original 1951 law

          3    saying it would carve out an area in which the

          4    antitrust law does not operate.

          5               And then it's not on the PowerPoint,

          6    but if you look at the legislative history Wilbur

          7    Fugate who testified for the Antitrust Division

          8    said, quote:  The proponents of the bill indicate

          9    that such a result is contemplated in the

         10    language of 217(d).  So that's the legislative

         11    history of the original act.

         12               You've got the 1980 amendment which is

         13    just add one more type of conduct onto the long

         14    list that already existed of things that were not

         15    misuse.  The sponsor, Representative Kastenmeyer,

         16    says what we're doing is we've got SCM; that's

         17    good law; basically we want to codify that law.

         18    Look at the language.

         19               The language is repetitive if

         20    antitrust claims are covered.  Misuse or illegal

         21    extension, unless that means misuse or -- misuse

         22    which is not usually the way we interpret
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          1    statutes, the legal extension has to mean

          2    something else.

          3               And finally, you know, barring misuse

          4    is pointless if the same conduct violates the

          5    antitrust laws.

          6               If Congress intended to say you can

          7    do this and still have your patent enforceable,

          8    if the same conduct violates the antitrust laws,

          9    plaintiff is entitled to an injunction saying you

         10    can't do this anymore.  So it would be pointless.

         11               Let me then turn to basically what's

         12    the alternative.  Well, you have the leveraging

         13    theory which comes out of footnote 29 in Kodak.

         14    What are the problems with this?  First of all,

         15    it is not clear to me that anybody who espouses

         16    this has really been serious about this one

         17    market, two market thing.

         18               Even CSU basically said, you know,

         19    you can refuse to license Kodak in the equipment

         20    market, but you can't refuse to license us.  And

         21    I don't think there's any principle there other

         22    than there is a special rule for ISOs, and the
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          1    antitrust laws don't create special rules for

          2    ISOs.

          3               The other problem is it reads the

          4    right to use out of the patent act.  IP is always

          5    used in a market other than the market for the

          6    IP.  We may sell software in the -- sell

          7    diagnostic software, license diagnostic software

          8    in the software market.

          9               But the diagnostic software is used

         10    in the market to service the copier.  Other

         11    problems, every refusal to deal case becomes a

         12    market definition exercise.  How do you properly

         13    define the markets, which means outside the

         14    Second Circuit you can never win on a motion

         15    to dismiss?

         16               And it's real hard to win a market

         17    definition point on summary judgment which means

         18    that all of these cases go to trial.  And finally

         19    I don't think there is any case law support for

         20    it.  Footnote 29 which is -- in Kodak which is

         21    the precedent that everybody cites for this, it

         22    is a footnote about tying.
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          1               The Court says we are addressing

          2    tying.  And it was in a case that doesn't involve

          3    intellectual property although IP was later an

          4    issue in the Kodak case.  The record before the

          5    Supreme Court is crystal clear.  It's in the

          6    brief that Kodak did not raise its IP rights.

          7               And the plaintiffs actually said, you

          8    know, we asked Kodak do you have any IP rights,

          9    and they said no.  Another alternative:  Well,

         10    let's just treat patents like any other kind of

         11    property, no special rule for IP.  So we can

         12    apply the same rules that we use for regular

         13    property.

         14               So there's the intent test from

         15    Colgate and Lorain Journal.  And pretext is like

         16    the intent test, and that's the Ninth Circuit's

         17    test.  The intent test comes from the famous line

         18    from Colgate which starts out:  In the absence of

         19    any purpose or effect to create a monopoly, you

         20    have a right to refuse to deal.

         21               The problem here is that intent is

         22    meaningless.  The purpose of IP is to exclude.
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          1    It kind of doesn't make any sense to say you

          2    refuse to license your IP with the intent to

          3    exclude people because that's the right that

          4    Congress gave you.  Look at professional real

          5    estate investors.

          6               This is what the precedent says.  To

          7    condition a copyright upon a demonstrated lack

          8    of anticompetitive intent would upset the notion

          9    of copyright as a limited grant of monopoly

         10    privileges.  Continental Paper Bag, you may

         11    refuse license without question of motive.  Again

         12    we have the high cost of enforcing IP rights.

         13               Remember that every infringement case

         14    is implicitly a refusal to license case.  If you

         15    had licensed in the first place, you know, you

         16    wouldn't have an infringement case.  You can't

         17    win a motion to dismiss.  You have some bad

         18    documents; it shows bad intent.

         19               You lose summary judgment or you don't

         20    get past summary judgment.  Essential facilities,

         21    you know, to quote Francis Ford Coppola or Joseph

         22    Conrad, you can take your pick:  The horror, the
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          1    horror.

          2               Why anybody would want to extend the

          3    essential facilities doctrine beyond the very

          4    narrow range of cases hopefully in the distant

          5    past to which it's going to apply is beyond me.

          6    I recognize that the precedent is ambiguous,

          7    reject it as a matter of law in SCM where the

          8    plaintiff cited Otter Tail.

          9               Some District Courts have rejected

         10    it.  Other Courts seem to have assumed that the

         11    essential facilities doctrine could apply but

         12    just chose not to apply it.  It's got the same

         13    practical problems as the intent test.

         14               You have the Federal Circuit's rare

         15    cases, quote, unquote, where you won't frustrate

         16    the objectives of the copyright act.  They give

         17    the example of unlawfully acquired IP.  I don't

         18    know why you should have antitrust liability for

         19    refusal to deal there as opposed to antitrust

         20    liability for the unlawful acquisition.

         21               And it's hard to think of any

         22    other examples other than unlawful acquisition.
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          1    Remember, if unlawful refusals -- if refusals to

          2    deal are unlawful, so are high prices.  I put up

          3    this nice quote from CSU's chairman because it is

          4    so entertaining:

          5               We're prepared to give Xerox 200 to

          6    300 percent mark-up.  We would ask the Court to

          7    say that a 200 percent to 300 percent mark-up

          8    over an objective standard with respect to cost

          9    is a sufficient margin for anybody, including

         10    ladies' dresses.

         11               I don't think we want the Courts

         12    treating IP the same as ladies' dresses.  How do

         13    you figure out what's an unlawfully high price?

         14    It's perfectly rational for the IP owner to

         15    charge his indifferent price; I would have made

         16    this much profit if I had refused to license.

         17               It's theoretically rational for the

         18    licensee or the putative licensee to pay

         19    anything -- any fee up to 100 percent of its

         20    economic profits.  How do you show that that's

         21    exclusionary or bad intent?  I don't think

         22    there's a workable way of doing it.
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          1               And again if high prices are lawful,

          2    what benefit do we really get from barring

          3    refusals to license?  If you can choose any price

          4    and we're not going to have the Courts inquire

          5    into the price, how is the world a better place,

          6    bottom line?

          7               The decision theoretic approach,

          8    it's in a recent Antitrust Law Journal article

          9    that analyzed tying.  Basically how many false

         10    positives, how many false negatives?  This

         11    to me suggests a rule of per se legality.

         12               If we agree that there are at most

         13    very limited and at the at least no circumstances

         14    under which a unilateral refusal to license

         15    should violate the antitrust laws -- and there

         16    are real costs to false positives in terms of

         17    lost incentive to license.

         18               And there are even costs for true

         19    negatives of defending the case.  There are real

         20    costs here.  And I don't see any significant

         21    benefits, modest benefits at best unless we're

         22    going to have the Courts governing what you



                                                                  42

          1    can charge for IP.

          2               I close by saying, look, the antitrust

          3    laws are a blunt instrument; you have treble

          4    damages; you've got the cost of litigation.  I

          5    recognize that there are areas where we may all

          6    agree that refusals to license are a real

          7    problem.

          8               What I'd suggest is the remedy is

          9    not treble damages and attorneys' fees and

         10    turning the plaintiffs' bar loose.  But if it's a

         11    problem, have Congress enact statutory compulsory

         12    licensing as they have done in certain

         13    circumstances under the copyright act.

         14               Then you don't face treble damages.

         15    Everybody knows what the rules are.  Everybody

         16    can follow the rules.  Thanks.

         17               (Applause.)

         18               CHRIS SPRIGMAN:  Hi.  Jon Gleklen and

         19    I begin in agreement which is that the only clear

         20    part of the Fed. Circuit's decision in Xerox was

         21    that the Fed. Circuit affirmed a District Court

         22    holding that allowed a unilateral refusal to deal
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          1    and basically declared it immune from antitrust

          2    liability.

          3               What interests a lot of antitrust

          4    lawyers and what alarms some of them is not that

          5    bit of clarity.  It's the relative sea of murk.

          6    And I wanted to spend a little bit of time

          7    exploring some of the murk.

          8               First of all, the question arises

          9    whether the Xerox holding is limited to

         10    unilateral refusals to deal or whether it applies

         11    more broadly to other kinds of refusals to deal,

         12    refusals that are the result of agreement.

         13               And the reason this concern arises in

         14    large part is because one of the exceptions to

         15    the holding that the Federal Circuit noted was

         16    tying.  Tying agreements come outside of the

         17    Xerox rule of per se legality.  Well, tying isn't

         18    usually unilateral or usually thought of as

         19    unilateral.

         20               And so that raises the question, well,

         21    if they noted one condition that comes outside of

         22    the rule, what about all the other kinds of
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          1    conditions that appear in licenses, the kinds of

          2    conditions that we see analyzed in the agency's

          3    IP guidelines, for example, exclusive dealing

          4    provisions that tie out competing products from

          5    distribution;

          6               Or non-compensatory discount

          7    structures of the type that Professor Ordover

          8    analyzed in an article that have no compensatory

          9    points along their curve and therefore are seen

         10    as non-profit maximizing at any point and a

         11    simple foreclosure device;

         12               Or grantbacks, especially broad and

         13    exclusive grantbacks that have potential effects

         14    on innovation incentives and create antitrust

         15    concern for that reason.

         16               Now, these are provisions in licenses

         17    that you see from time to time.  They are

         18    generally subject to rule of reason analysis.

         19    Are these provisions left out of the exceptions

         20    to the Xerox rule?  Probably not.  I don't think

         21    that's the right reading of Xerox.

         22               The Solicitor General filed a brief
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          1    when the Supreme Court asked for his views saying

          2    that they don't think that's the right reading of

          3    the case.  But it's not so clear that it isn't.

          4               And there's a District Court of

          5    Northern California in March of 2000, an

          6    opinion in the case Townsend versus Rockwell

          7    International that basically used a lesser

          8    included rights rationale to say in effect that

          9    if in fact you as a patent holder have the right

         10    to refuse to license, you have the right to

         11    pretty much do anything else short of that.

         12               You have the right to put conditions

         13    into licenses without fear of liability.  The

         14    District Court didn't mention the right to fix

         15    prices, but one would question whether in fact

         16    that is a lesser included right within the right

         17    to refuse to license.  I don't know if the

         18    District Court would go even that far.

         19               The case essentially involved patents

         20    relating to 56K modem technology, and there was

         21    an infringement suit and a counterclaim in that

         22    infringement suit that alleged that there in fact



                                                                  46

          1    had been an agreement to license only on the

          2    basis of licenses that included conditions of

          3    cross-licensing and other forms of reciprocal

          4    dealing.

          5               The Court essentially ignored the fact

          6    that there was the allegation of an agreement and

          7    said, well, the licensor can do what it wants as

          8    a lesser included right.  I'm not so sure that

          9    Townsend can be blamed on Xerox.  But there it

         10    is nonetheless.  It shows that a reading of Xerox

         11    that is quite broad is out there in the world.

         12               It's available to other Courts.

         13    Interestingly enough the Solicitor General's

         14    brief which came after the Townsend opinion

         15    didn't mention the Townsend opinion.  I don't

         16    know what that suggests.  But it's something

         17    that's worth noting.

         18               This raises the question I think of if

         19    we assume for a moment that unilateral refusals

         20    to deal are really the territory of the Xerox

         21    case -- if the territory is broader than that we

         22    have real problems.  But assume for the moment
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          1    that unilateral refusals to deal is the territory

          2    of the Xerox case.

          3               Is that narrower rule of more or less

          4    per se legality for a refusal to license right?

          5    Well, Jon Gleklen said and others have said that

          6    it kind of has to be definitionally because the

          7    patent is a right to exclude, and a refusal to

          8    license is merely an exercise of the right to

          9    exclude.

         10               That makes sense in a kind of

         11    tautological way.  But think for a moment about

         12    what the right to exclude actually is.  If you

         13    look at other forms of property, the right to

         14    exclude is an essential part of what we think of

         15    as property generally, your house, your store,

         16    your factory.

         17               Much of your ability to enjoy and to

         18    make money from that asset stems from your right

         19    to exclude.

         20               And generally although refusal to deal

         21    laws are in the area of some doctrinal confusion

         22    and concern, especially with respect to the
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          1    essential facilities leg of it, we generally

          2    think that your right to refuse to deal in

          3    tangible forms of property runs out where your

          4    refusal to deal liability begins.

          5               The Xerox rule essentially says that

          6    IP is special in some sense.  Now, this is a view

          7    that I think contains some assumptions that are

          8    interesting and I want to talk about just for a

          9    moment.  The agency's IP guidelines don't say

         10    anything definitively, but they do have some

         11    portents.

         12               It's been noted many times that the

         13    IP guidelines essentially say that intellectual

         14    property is property.  Well, property, the right

         15    to exclude incident to other forms of property

         16    doesn't give you per se immunity from a refusal

         17    to deal liability.  Well, why might the right to

         18    exclude for IP be different?

         19               Well, there's a couple of arguments.

         20    First of all, it's the only right.  Your right

         21    granted in the patent act is the right to

         22    exclude.  There are other rights incident I
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          1    suppose, the right to transfer that patent to

          2    your heir or to an assign.  But the right to

          3    exclude is really the key right.

          4               As well the right to exclude is said

          5    to be the basis for the incentive to innovation.

          6    That is what Congress was really getting at in

          7    the patent act.  I'll talk a little bit more

          8    about that in a minute.

          9               It's worth noting though that in

         10    terms of the idea that the right to exclude is

         11    the only right incident to IP, well, the question

         12    I suppose is even if it is the only right how far

         13    does that right go?  Does it include the right

         14    essentially to exclude up to and past a point

         15    that antitrust liability would normally begin?

         16               Jon Gleklen mentioned the Supreme

         17    Court opinion in Simpson versus Union Oil.  This

         18    is interesting.  I did an English translation too

         19    of what they said.

         20               And I think when I did the English

         21    translation I concluded that the best thing that

         22    one could learn from this opinion is that a rule
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          1    should be imposed on judges that if you are going

          2    to say something in Latin, don't say it, because

          3    what's been said here doesn't say anything about

          4    the extent to which the patent laws modify the

          5    antitrust laws in this particular area.

          6               To the extent that the patent laws

          7    and the antitrust laws relate to the same subject

          8    matter, the Supreme Court says the patent laws

          9    modify the antitrust laws to that extent or as

         10    far as they go.  Well, how far do they go?  How

         11    far does the right to exclude go?

         12               The Supreme Court has merely raised

         13    the question and hasn't given any kind of an

         14    answer.  One way of looking at this is laws

         15    in pari materia, as the Supreme Court said

         16    generally, should be harmonized.

         17               There's a canon of construction that

         18    says they should be harmonized.  And that would

         19    suggest -- although mildly because canons of

         20    construction point both ways.  They point all

         21    ways.

         22               But it would suggest mildly that to
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          1    the extent we're worried about the scope of the

          2    right to exclude it should basically extend only

          3    so far as the right to exclude extends for other

          4    forms of property.  And that antitrust liability

          5    for refusals to deal is quite narrow and, as

          6    we'll discuss later, should be retained.

          7               Jon also talked a bit about the 1988

          8    patent act amendments, the Patent Misuse Reform

          9    Act.  And this piece of legislation basically

         10    removes from misuse liability refusals to deal.

         11               The question is whether the additional

         12    language misuse or "illegal extension of the

         13    patent right" also means that antitrust liability

         14    for refusal to deal is removed.  Well, a few

         15    things can be said about that.  One, the

         16    Solicitor General's brief pointed out that

         17    it's the Patent Misuse Reform Act.

         18               It doesn't apply on its face to

         19    antitrust.  The Solicitor General's brief also

         20    pointed out that antitrust exemptions are

         21    disfavored.  And if this is an exemption or an

         22    attempted exemption, it wouldn't be an explicit
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          1    one.  It would be an implicit one.

          2               I think more pertinently and focused

          3    on the language, illegal extension of the patent

          4    right sounds like misuse.  There are a number of

          5    cases in the Federal Circuit and elsewhere where

          6    misuse is defined as broadening the physical or

          7    temporal scope of the patent grant with

          8    anticompetitive effect.

          9               The focus is on the use of market

         10    power that stems from a patent to gain leverage,

         11    a monopoly or something less than that, in some

         12    other market or in some other product that's

         13    outside the scope of the grant, whatever that

         14    might be in an individual case.

         15               So the language basically to me sounds

         16    like Congress is saying something once and then

         17    saying it again which is not all that unusual.

         18    Now, if the right to exclude in the patent act

         19    doesn't extend, isn't complete, and doesn't rule

         20    out liability for refusal to deal, what is the

         21    test?

         22               The essential facilities doctrine, not
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          1    too promising as Jon pointed out.  There are not

          2    too many recent cases.  It's been -- the doctrine

          3    itself has been picked apart pretty thoroughly.

          4               But there is refusal to deal liability

          5    unrelated to essential facilities that focuses on

          6    the conduct at issue and asks whether, first of

          7    all, a licensor or a property owner generally has

          8    monopoly power and whether the conduct that's

          9    being examined involves some sacrifice of profit

         10    that would otherwise be available to a lawful

         11    monopolist or to a monopolist, period, through

         12    exercise of ordinary monopoly pricing.

         13               The idea essentially is that a

         14    monopolist is free to charge monopoly rents,

         15    that a monopolist is free to do the thing that

         16    monopolists usually do which is to constrain

         17    output and raise prices, but that a monopolist is

         18    not free to sacrifice profit in order to further

         19    constrain output and raise price potentially for

         20    the purpose of foreclosing competition down the

         21    line.

         22               And the Ordover/Willig articulation of
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          1    this test focuses on as one prong the promise of

          2    recoupment later.  But that element of recoupment

          3    is not always articulated in the test.  The test

          4    is profit sacrifice explainable only really

          5    through its effect on competition.

          6               A couple of things to say about this

          7    test.  First of all, it's narrow.  The plaintiff

          8    has to show that the defendant has monopoly power

          9    in some relevant market.  And the plaintiff has

         10    to prove profit sacrifice in the particular way

         11    that the test articulates which is a fairly

         12    difficult thing to do.

         13               It was done in the Microsoft case, but

         14    it won't be done I don't think that often.  This

         15    raises the issue now of remedies.  If you're

         16    going to have refusal to deal liability based on

         17    this narrow test if you find a refusal to deal

         18    violates the test, what do you do about it?

         19               That's a difficult question because

         20    there is no prescription in the antitrust law

         21    against charging a monopoly rent.  But a remedy

         22    would ordinarily involve a compulsory license of
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          1    some kind in order to license.  And that gets a

          2    District Court or some other Court into the

          3    business of regulating the price of a license.

          4               Well, one possibility is that if there

          5    is a course of licensing with other licensees who

          6    seem fairly similar to the would be licensee, you

          7    could essentially impose a license on similar

          8    terms and a similar price.

          9               But I think as we are going to hear a

         10    bit later, that creates a problem by preventing

         11    some efficient price discrimination.  This is a

         12    tough issue.  I think we'll talk a bit more about

         13    this.

         14               But there's one possible approach

         15    which is to allow -- to delay remedies and to try

         16    to get parties to bargain, as has been put in the

         17    shadow of the liability finding.  That may be one

         18    way to try to set a price, not a perfect way, but

         19    perhaps worth discussion.

         20               I want to come back to innovation for

         21    a moment.  One of the reasons that the right to

         22    exclude is often said to be complete, to rule out
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          1    antitrust liability, is that if it weren't we'd

          2    have helpful effects on innovation and the

          3    incentive to innovate which is the thing that

          4    the patent laws are trying to provoke.

          5               The simple rule that more exclusion

          6    equals more innovation I think is probably

          7    something we can get rid of pretty quickly.  And

          8    there's been a lot written on this, and there are

          9    several reasons to think that there is no simple

         10    equivalence between exclusion and innovation.

         11               A more exclusionary patent regime of

         12    course does potentially raise the incentive for a

         13    pioneer.  But follow-on technologies which may be

         14    very important for the commercial usefulness of a

         15    product may be disincentivized if the power of

         16    the pioneer to exclude is set too high.

         17               That's a relatively narrow concern.  A

         18    broader concern is whether innovation incentives

         19    are sufficiently sensitive at the kinds of

         20    margins we're talking about of narrow refusal to

         21    deal liability that we can reliably say across

         22    industries that there is going to be any
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          1    significant incentive diminution at all.

          2               There's an interesting article that I

          3    recommend to you by Ian Ayres and Klemperer in

          4    the Michigan Law Review in '99 that helps to make

          5    the point about why we might want to consider

          6    refusal to deal liability as being potentially

          7    helpful and good policy.

          8               Ayres and Klemperer coin a term the

          9    stationarity intuition which they apply to an

         10    idea that small restrictions on the scope of the

         11    right to exclude may in fact be good policy

         12    because they reduce somewhat the patent holder's

         13    profit but reduce deadweight loss by a lot more.

         14               And although they don't mention

         15    refusal to deal liability as a candidate for

         16    carrying their model into effect, I wonder

         17    whether it might be.

         18               Just a bit to close on what the

         19    stationarity intuition is.  Under Ayres and

         20    Klemperer's model they imagine a small narrowing

         21    of the scope of the right to exclude such that

         22    the price goes from P-M to P-prime.
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          1               The right to exclude is somewhat

          2    narrowed.  And the quantity goes up from Q-M to

          3    Q-prime as a result because the monopolist has

          4    less power over the price.  The profit loss from

          5    this small narrowing of the right to exclude is

          6    the area B minus the area A.  The monopolist

          7    loses revenues by a lower price on current sales.

          8               The monopolist then gains revenues

          9    on additional output.  And compare that to the

         10    relief from deadweight loss from the same move

         11    which is the area described in B plus C which

         12    is larger under a lot of different assumptions

         13    than -- by a lot than the profit loss.

         14               The point that Ayres and Klemperer

         15    make is that, over relatively small adjustments

         16    to the scope of the right to exclude, social

         17    welfare may often go up.  The incentive to

         18    innovate may be unaffected or it may change a

         19    little bit.  It's hard to say.  But this is a

         20    trade-off that we should desire.

         21               So to sum up, the argument -- the IP

         22    argument that the right to exclude is complete is



                                                                  59

          1    an interesting argument, but it's based on some

          2    assumptions that may not be correct.

          3               And refusal to deal liability in a

          4    regime where the right to exclude is not complete

          5    but is in fact limited by a narrow antitrust

          6    refusal to deal test may in fact increase social

          7    welfare markedly.  Remedies is a continuing

          8    concern.  I think we'll talk more about that.

          9    Thanks.

         10               HEWITT PATE:  If there are panelists

         11    who have questions, as Pam mentioned, go ahead

         12    and put up your name tag, and I'll look forward

         13    to getting to those.  Let me start with one which

         14    I indicated in my opening remarks.  I have a

         15    sense that a lot of this litigation takes place

         16    in the ISO context.

         17               And that's not surprising since in the

         18    Supreme Court Kodak case there seems to be an

         19    approval of the notion of liability for extending

         20    a patented parts monopoly into the service

         21    market.  And not surprisingly where there's

         22    Supreme Court precedent like that litigation is
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          1    likely to follow.

          2               For Jonathan or for others, do you see

          3    in your practices or in litigation a move toward

          4    a more general assertion of the notion that there

          5    is a unilateral obligation to deal on certain

          6    terms?  The Townsend case has a little bit

          7    different fact pattern.  But what experiences

          8    have people had with this?

          9               JONATHAN GLEKLEN:  The reality is I

         10    have built an entire career on defending either

         11    the Xerox case or cases that I think are -- you

         12    know, you can draw analogies to the Xerox case.

         13               I mean I've done what I think is

         14    really the same issue for Intel and for General

         15    Electric, literally the same issue in an ISO

         16    case for General Electric.

         17               And I think Intergraph as Paul will

         18    talk about is at some level a question about your

         19    right to refuse to deal.  So I think it's out

         20    there.  And it's -- you know, it's a big target.

         21               As I tell people when I'm

         22    counseling clients, even if you think you have
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          1    a 90 percent chance of winning, if you're facing

          2    a 10 percent chance of $200 million in liability

          3    and you can settle the case for $10 million, you

          4    should settle the case for $10 million.  I think

          5    the plaintiffs' bar recognizes that as well.  So

          6    it's out there.

          7               HEWITT PATE:  Other comments?  If not,

          8    Professor Klein?

          9               BENJAMIN KLEIN:  I think you're right

         10    that these cases have to do with ISOs.  But the

         11    question I would like to ask -- and I'm obviously

         12    making a comment by asking this question -- is

         13    let's assume that we have the same fact pattern

         14    except there were no ISOs.

         15               Let's assume that a manufacturer of

         16    equipment had a warranty which included all

         17    service when they started.  So as an economic

         18    matter, we really have the same situation, that

         19    consumers cannot buy service from anybody other

         20    than the equipment manufacturer.

         21               I'd like to ask the panel or anybody

         22    in the audience whether they would think -- my
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          1    reading of the law is that there basically would

          2    be no antitrust problem with that.

          3               GREG WERDEN:  That's probably a

          4    minority view.  Most antitrust lawyers say

          5    it's a tie.  I've asked them the question.

          6               BENJAMIN KLEIN:  Okay.  Let me hear

          7    a case that has to do with that where a firm

          8    clearly doesn't have market power in the

          9    precontract market like Kodak or Xerox or anybody

         10    else.  To show an illegal tie obviously you need

         11    market power in the tying good market.

         12               I maintain that you would never go

         13    down the road that we've gone down in this case,

         14    not just because we don't have people to bring

         15    the case that have been alleged to be hurt, the

         16    ISOs, but because it would not fit into the

         17    category -- in the usual category of an illegal

         18    tie.

         19               And it certainly -- I think what is

         20    basically involved in these cases is -- at least

         21    initially in terms of the Supreme Court case is

         22    a holdup, that you need a change in the policy
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          1    where ISOs are put out of business.

          2               HEWITT PATE:  Carl?

          3               CARL SHAPIRO:  I've been involved

          4    myself in a number of these ISO cases:  Kodak,

          5    Siemens, Verian Equipment.  And I think there is

          6    a common fact pattern that is very attractive to

          7    private plaintiffs.  The ISOs are smaller.  They

          8    tend to be appealing to the Jury as opposed to a

          9    large corporate defendant.

         10               There is this notion of these separate

         11    markets, which they probably are separate

         12    markets, a various parts market versus a service

         13    market.  The patent -- the IP is all in the parts

         14    area.

         15               And a number of these companies

         16    have for whatever reason adopted policies or

         17    strategies where they are taking a number of

         18    their profits through the labor mark-up rather

         19    than just the parts.  So it makes it attractive

         20    for service people to leave, to try to set up

         21    their own business, and then they need the parts.

         22               So there's kind of a complex of
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          1    situations here, and of course all following

          2    the Supreme Court's '91 decision which opens up,

          3    look, this is an area that looks like tying is

          4    a real possibility here.

          5               It looks like after-market power could

          6    be real.  And of course the Jury can understand.

          7    Hey, I want to get my car serviced and I don't

          8    want to pay the dealers the high prices for the

          9    parts.  So there are a lot of components here.

         10               But I think, you know, a lot of that

         11    has been driven by notions of tying and leverage

         12    which is somewhat distinct from the core issue

         13    before us today which is simply unilateral

         14    refusal to deal.

         15               And one of the interesting things

         16    about the Kodak case is after it was remanded

         17    as a tying case it transformed into a total

         18    unilateral refusal to deal case once the tying

         19    claims were dropped.  But still of course the

         20    plaintiffs prevailed there.

         21               HEWITT PATE:  Well, in CSU itself

         22    the reservation is made of the question of a
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          1    unilateral refusal to deal that goes beyond

          2    the statutory grant.

          3               I wonder if in the unilateral

          4    blanket refusal context any of the panelists

          5    have comments on what it means to go beyond the

          6    statutory grant.  That seems to be a key question

          7    here.

          8               CHRIS SPRIGMAN:  Well, there are

          9    a couple of possibilities.  The beyond the

         10    statutory grant language suggests I think what

         11    the Xerox opinion later makes clear, that the

         12    Xerox Court feels that the right to exclude is

         13    complete.

         14               And so it only makes sense to have

         15    antitrust liability for refusals to deal that

         16    have some effect outside the statutory grant.

         17               Now, I think for antitrust purposes

         18    that would mean in some other relevant market or

         19    a refusal to deal that has innovation effects

         20    that would prevent competition at some time when

         21    the relevant IP has expired.

         22               I think that's another possibility.
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          1    And that sounds a lot like, for example, what

          2    you see in some of the misuse cases that concern

          3    grantbacks.  But very little was articulated to

          4    specify what the Court meant.  So that's by way

          5    of a guess.

          6               JONATHAN GLEKLEN:  I actually -- I

          7    have a different view.  I think what the Federal

          8    Circuit means by the statutory grant is the right

          9    to make, use, or sell an item that is within the

         10    claims of the patent.

         11               So if you've done nothing more

         12    than refuse to allow others to make, use, sell,

         13    import, offer for sale something that is within

         14    the claims of the patent, you are not beyond the

         15    statutory grant.

         16               There is actually a case.  It's an old

         17    Tenth Circuit case which says you have the right

         18    to prevent others from making, using, selling.

         19    But what you can't do is make a contract that

         20    goes beyond that or that conditions that.

         21               So really tying is outside the

         22    statutory grant because you are doing something
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          1    more than exercising the rights granted by the

          2    patent.  Price fixing is beyond the statutory

          3    grant.

          4               But if you just say you can't make,

          5    use, or sell something that infringes the claims,

          6    I think you're within the statutory grant though

          7    I will concede that the Federal Circuit doesn't

          8    say that.  I just think that's what they must

          9    have meant.

         10               DOUGLAS MELAMED:  This is anticipating

         11    what I'll be saying later.  A lot of the

         12    discussion we have heard and will hear has to

         13    do with the likelihood that a unilateral refusal

         14    to deal might be anticompetitive.

         15               That in large part raises the issue

         16    of the so-called one monopoly profit problem

         17    and a variety of other problems.

         18               I'm in the camp of those who think

         19    that a unilateral refusal to deal is rarely

         20    anticompetitive in an antitrust sense, although

         21    I think it's clear from the literature and I

         22    think it's clear from cases that there are
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          1    situations in which a unilateral refusal to

          2    deal can indeed be anticompetitive.

          3               The question is not whether

          4    unilateral refusals to deal are likely or

          5    unlikely to be anticompetitive; it seems to me

          6    whether intellectual property should be treated

          7    differently from other things that one might

          8    refuse to deal.

          9               I think this issue of within the

         10    statutory grant demonstrates the difficulty of

         11    going down the formalistic path of trying to draw

         12    these kinds of lines.  I don't know what that

         13    means.

         14               Surely it wouldn't strike me as

         15    sensible to say that if you are in a leveraging

         16    situation you can state a claim that is not

         17    immune from the antitrust laws.

         18               But if, for example, you are in a

         19    Microsoft situation and Microsoft had chosen to

         20    do in Netscape simply by not disclosing its APIs

         21    to them claiming they were copyrighted, that

         22    that would somehow be immune from antitrust
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          1    assault because after all that was within the

          2    intellectual property, namely protecting their

          3    monopoly in operating systems.

          4               I think what that language means

          5    however is an intuition that I believe to be very

          6    central to intellectual property law and I know

          7    with a greater confidence to be central to

          8    antitrust law.

          9               And it is an intuition that says

         10    you can exploit whatever power you have if

         11    it's lawfully obtained whether it's through

         12    intellectual property or simply skilled foresight

         13    in industry.

         14               You can charge monopoly profits.  You

         15    can probably, as Ben Klein will say later today,

         16    price discriminate to maximize your profits.

         17               But what you might -- must -- what you

         18    may not do through a tie-in, for example, which

         19    is not permitted under the IP laws or some

         20    circumstances under the antitrust laws, what you

         21    may not do is sacrifice profits for the strategic

         22    objective of gaining power beyond that which you
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          1    lawfully obtained by skilled foresight in

          2    industry, in antitrust parlance, or by the

          3    intellectual property that you owned in

          4    intellectual property parlance.

          5               And I think that must be the intuition

          6    behind that kind of language which doesn't

          7    otherwise make much sense if you try to translate

          8    it into the formalistic question of what is the

          9    scope of the patent and what market does the

         10    patent give you rights in and those kinds of

         11    questions.

         12               HEWITT PATE:  If that's the test, is

         13    there implicit a requirement of recoupment, do

         14    you think, a requirement that the plaintiff show

         15    recoupment as likely?

         16               DOUGLAS MELAMED:  Yes, in theory.

         17    Now, whether there is an appropriate area in the

         18    law to presume recoupment without having to prove

         19    it is a second order question.  But in theory,

         20    absolutely.

         21               HEWITT PATE:  Jeff, do you have a

         22    comment?
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          1               JEFF MACKIE-MASON:  Yeah.  This is

          2    probably mostly a question to Jonathan.  It's

          3    really a puzzle I've had that comes from the

          4    issue about things being within the statutory

          5    grant.  As an economist I've been trying for some

          6    years to figure out what that means, and I know

          7    I'm not there yet.

          8               I wanted to raise a couple of

          9    hypotheticals, one of which -- well, both of

         10    which probably sound a bit farfetched but as far

         11    as I can tell are not ruled out by at least

         12    Jonathan's and many people's interpretation of

         13    the Fed. Circuit in Xerox.

         14               And that is it sort of -- it starts

         15    with Kodak because one of the things the Ninth

         16    Circuit had to deal with in Kodak, which was a

         17    puzzling situation for it I think and it's one of

         18    the reasons that Kodak is different in some ways

         19    from the other cases, is that very few of the

         20    parts that were involved in Kodak actually had

         21    patents.

         22               There are arguments about that.  But
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          1    something like 65 to 100 out of 10,000 parts had

          2    patents.  And there was never any allegation that

          3    those -- well, I shouldn't say that, and Carl

          4    will argue with me.

          5               But the case did not revolve around

          6    the criticality of those parts the way it did in

          7    Xerox where the parties basically admitted that

          8    those parts were the crucial parts.  So, you

          9    know, a question arises:  Is it really the

         10    intellectual property that's being used or

         11    protected?

         12               I mean after all the ISOs weren't

         13    making parts in competition.  They were really

         14    just acting as agents for the customers and

         15    installing parts on behalf of customers.

         16               So the hypothetical I want to raise

         17    and just hear reaction from Jonathan or anybody

         18    else is what if Xerox patented the design on

         19    a washer, Xerox or anybody, and attached that

         20    washer to all of its other parts, just glued it

         21    on, had no functional use, but they attached it?

         22               Does that now mean that all of their
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          1    parts are protected by patent and they don't have

          2    to sell any of them because of that?  Or, and

          3    even perhaps more extreme -- I'm not sure

          4    actually if it is close to the Fed. Circuit

          5    decision.  But a more extreme example:

          6               Suppose they had some copyrighted

          7    text on the packaging in which the parts were

          8    distributed?  Does that copyrighted text and the

          9    right to protect their copyrighted text mean that

         10    they don't have to sell the parts because there

         11    is copyrighted text on the packaging?

         12               I mean these are a little extreme,

         13    but there is really a question:  What is being

         14    protected in these cases?

         15               JONATHAN GLEKLEN:  It's a clever

         16    hypothetical, and I think it raises an important

         17    issue.  I think the law has given us a way to

         18    deal with that though which is the law of tying

         19    and the related law of predatory innovation.

         20               I want to buy the part without the

         21    patented washer.  You refuse to sell it to me.

         22    You have no good reason to refuse to sell it



                                                                  74

          1    to me.  Or somebody did the hypo, you know,

          2    I inscribe a short, original poem on each of

          3    my parts.

          4               Your refusal to sell -- you have

          5    no good reason for linking the stupid patented

          6    washer to the valuable yet unpatented part,

          7    though I'd also wonder whether you could

          8    really have market power in that part that's

          9    of significance to the antitrust law because

         10    somebody else could design the part without

         11    the stupid patented washer.

         12               HEWITT PATE:  I suppose by using the

         13    washer you meant to make it a stupid washer.  I'm

         14    not sure if that's true.

         15               But if it is true, I guess the Baird

         16    case I believe it is from the Federal Circuit

         17    suggests that, you know, a change in design that

         18    really doesn't have any function may not be quite

         19    the same thing as a really valuable washer that

         20    got added to a lot of other parts that were, you

         21    know, not patented.

         22               JEFF MACKIE-MASON:  Yeah.  I did mean
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          1    it to be a stupid washer.  And obviously there's

          2    possibly some answer although I shudder at the

          3    thought of trying to litigate and determine

          4    whether particular design decisions -- I mean it

          5    actually isn't that stupid a hypothetical in the

          6    sense that in many of these cases it wasn't the

          7    whole device or unit that was patented.

          8               It was some piece of design or process

          9    within the device.  And whether or not that was

         10    essential is unclear.  And I think actually,

         11    Jonathan, to have the market power despite the

         12    stupid washer probably is there.  Kodak did in

         13    its parts, and most of those had no patents

         14    involved.

         15               And for that matter most of Xerox's

         16    parts didn't either, and they probably had market

         17    power in those parts even though those weren't

         18    the ones that were critical to the technicians.

         19               HEWITT PATE:  Other comments on the

         20    hypothetical?

         21               BENJAMIN KLEIN:  The part, the stupid

         22    washer may serve no technological function.  But
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          1    it may serve a legitimate economic function that

          2    it permits the IP holder to efficiently collect

          3    for the value of the IP which is something that

          4    could explain what happened in Baird.

          5               I mean it might be very difficult for

          6    an IP holder, for example, somebody that has --

          7    I forgot what that case was, some kind of biopsy

          8    gun or something.

          9               And they were clearly using the

         10    needles as a way of metering the demand for the

         11    gun.  And people were coming in and arbitraging

         12    the situation and putting their own needles on

         13    there.

         14               And it's not clear to me that it's not

         15    procompetitive and efficient to allow the firm

         16    to prevent somebody from doing this because it's

         17    not permitting the IP holder to actually collect

         18    for the use of the IP and -- although this is

         19    obviously not what the Court said.

         20               And there's obviously a whole

         21    continuum of cases here.  But I would maintain if

         22    the firm doesn't have market power in the biopsy
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          1    gun that they should be allowed to try to collect

          2    for the IP in any way that they find economically

          3    efficient.

          4               And if you prevent it, they're just

          5    going to have to move to a less efficient way of

          6    doing it including raising the price of the

          7    biopsy gun, and then doctors that use very little

          8    of this are not going to be able to buy it,

          9    et cetera, et cetera.

         10               So I think we have to look at it when

         11    we say that the innovation doesn't serve any

         12    function.  We should not just be looking at it in

         13    the technological way that it's not serving any

         14    function.  It might be permitting the IP holder

         15    to collect efficiently for their property.

         16               HEWITT PATE:  Okay.  Well, that may be

         17    a good place to stop.  I know metering is going

         18    to be an issue we're going to discuss later

         19    today.  We're scheduled for a fifteen-minute

         20    break.  So let's go ahead and take that and

         21    reconvene right around 11:00 hopefully.

         22               (Recess.)
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          1               HEWITT PATE:  We're going to resume

          2    the morning session now with a presentation by

          3    Professors Klein and Wiley.

          4               JOHN WILEY:  Good morning.  I'm John

          5    Wiley.  With me is Ben Klein.  We're from UCLA,

          6    and we're very pleased to be here.  We're here

          7    to talk about this conflict that Hugh Pate

          8    introduced and that the speakers and discussants

          9    have covered in quite a bit of detail so far.

         10               This pair of cases is conventionally

         11    thought of as an antitrust/intellectual property

         12    conflict, the conflict between the Kodak case

         13    which was obviously a plaintiffs' judgment for

         14    some number of dozens of millions of dollars.

         15               It wasn't a colossal case, but a few

         16    dozen million here, a few dozen million there,

         17    pretty soon we're talking about real money.

         18    There was an intellectual property defense

         19    attempted by Kodak, the defendant, and it

         20    flopped.  The Ninth Circuit said it was pretext.

         21               So in contrast to that case is the

         22    Xerox decision.  And of course that was a
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          1    striking defense judgment.  There the defendant

          2    tried to deploy an intellectual property defense

          3    and did so to great success.  It worked like a

          4    charm.  So it seems like we have a conflict here.

          5               And indeed we do for intellectual

          6    property and antitrust lawyers.  The cases are a

          7    puzzle for antitrust cops like the Federal Trade

          8    Commission and the Department of Justice.  The

          9    cases present a puzzle:  what to do about this

         10    pair of cases.

         11               They are particularly embarrassing

         12    I think not only because of the rather direct

         13    conflict.  The facts aren't identical, but they

         14    are pretty darn close.  So there's a striking

         15    conflict, we submit.  And, moreover, the losing

         16    party in this pair of cases was that well known

         17    photocopier monopolist Kodak.

         18               Excuse me.  I've got to go Kodak this

         19    document.  Would you please Kodak that for me?

         20    Well, so the one who ended up losing is not the

         21    firm that's traditionally thought of as the

         22    market leader in photocopiers.  So the conflict
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          1    is all the more intense.

          2               Now, our position is that to consider

          3    these cases as an intellectual property antitrust

          4    conflict is to misperceive the key issue.  It

          5    is indeed true that most people talk about the

          6    antitrust intellectual property conflict in these

          7    cases.  But we think these two cases are actually

          8    about something else entirely.

          9               To emphasize the intellectual property

         10    angle we say is the wrong perspective.  Rather

         11    we say that in fact the two cases are in a

         12    profound way about antitrust treatment of price

         13    discrimination.  Now, you can't learn that from

         14    looking at the cases.  The cases never talk about

         15    price discrimination.

         16               And there's a reason for that.  The

         17    lawyers in the case never talked about price

         18    discrimination, and there's a reason for that.

         19    The reason for that is mistaken antitrust

         20    hostility to price discrimination.

         21               Antitrust cases in the past have

         22    damned price discrimination as a legitimate
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          1    business justification in dicta, and it is those

          2    cases we say that are to blame for the confusion

          3    in this area.

          4               So our basic position is that the real

          5    problem in this area is not one of intellectual

          6    property policy.  It is this old antitrust dicta

          7    about price discrimination.  And that's what

          8    really needs to be fixed.

          9               Price discrimination or metering,

         10    as it's been called this morning, is often a

         11    reasonable and entirely procompetitive way to

         12    collect for the use of valuable property, any

         13    kind of property, not just intellectual property.

         14               So really these cases we think are

         15    about something other than what the doctrine says

         16    they are about.  So we would like to turn to the

         17    basic economics of what's going on in these cases

         18    to understand the real conflict.

         19               And for this I'm going to ask Ben

         20    Klein to talk about the economics of price

         21    discrimination and the practices in these cases.

         22               BENJAMIN KLEIN:  I guess you've heard
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          1    my story already about how refusals to deal

          2    enable a firm to price discriminate.  And price

          3    discrimination is used here as an economist uses

          4    price discrimination.

          5               This is not in the Robinson Patman

          6    sense, but in the economic sense just that there

          7    are different customers or customer groups.

          8    And you can earn different economic margins by

          9    charging differential prices relative to the

         10    costs of servicing those two groups.

         11               And the usual economic analysis

         12    is that the people that use a product more

         13    intensively, the higher service users, probably

         14    have a greater willingness to pay.  They have

         15    a greater all or nothing value that they are

         16    willing to place on the package.  So you want to

         17    charge the more intensive users a higher price.

         18               And one way to separate out the users

         19    and charge the more intensive users a higher

         20    price is to collect it on an after-market product

         21    like the service.

         22               So this is just, you know, the razor
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          1    blade strategy.  And the interesting economic

          2    question is if you want to meter after-market

          3    demand why don't you just put it on the parts.

          4               Put an up-charge on the parts and

          5    therefore, the people that use the equipment more

          6    intensively and need more replacement parts are

          7    the ones that will end up paying a higher price.

          8    And I guess there's nothing more on that slide.

          9               But the reason that it may not be

         10    profitable to put it on the parts, put the

         11    up-charge on the parts as an efficient metering

         12    device, is that the firm may want to price

         13    discriminate across consumers in a number of

         14    other ways, like by the type of service they

         15    purchase, whether they want, you know, repair

         16    service within 3 hours or whether they are

         17    willing to wait 24 or 48 hours.

         18               You also may not to charge large

         19    users that service their machines themselves very

         20    low prices because those are probably the most

         21    knowledgeable customers and probably have the

         22    most elastic demands.  And it seems like there's
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          1    evidence in these cases that in fact the

          2    self-service prices were relatively low.

          3               And therefore you don't want

          4    to collect it as an up-charge on the parts

          5    price because then you would be charging the

          6    self-service customers too high a package

          7    price.  And in addition there's some variable

          8    proportions.  I hope I don't use too much jargon

          9    here.

         10               But there is a trade-off between parts

         11    and service that if you jack up the price of the

         12    parts people may just service the machine more

         13    intensively and not need to repair it and replace

         14    the parts as frequently.

         15               So for all these reasons it may be

         16    economically efficient to collect it in the

         17    after-market for the service.  Now, the problem,

         18    John and I say, is that this is okay except in

         19    the case law -- and it's not really that

         20    important in the case law.  There are a few

         21    dicta.

         22               But it's more a major part of
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          1    antitrust scholarship that price discrimination

          2    has a bad rap.  And in particular there are two

          3    characteristics of price discrimination that are

          4    considered bad:  One -- and this is by far the

          5    most important that messes things up -- that

          6    price discrimination is evidence of market power.

          7               And the best quote we can find for

          8    that was in Fortner II where the statement is

          9    something like price discrimination implies the

         10    existence of power that would not exist in a free

         11    market.  And the second bad rap is that price

         12    discrimination has bad economic effects.

         13               And this one, it's more difficult to

         14    find in the case record, but we found something

         15    in Jefferson Parish that's in our paper that

         16    talks about the social costs of permitting a

         17    monopolist.

         18               It assumes the first thing, and

         19    then it says if you let a monopolist price

         20    discriminate you increase the social cost

         21    associated with that.  So let's go through

         22    these things one at a time.
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          1               The first bad rap, that price

          2    discrimination is evidence of market power,

          3    it's pretty obvious to an economist that price

          4    discrimination is not evidence of market power.

          5    It's only if you think of competition as the

          6    perfectly competitive benchmark.

          7               But once you have differentiated

          8    products, just about every firm can price

          9    discriminate.  And every firm has a negatively

         10    sloped demand curve, and they can therefore

         11    possibly increase their profits by price

         12    discriminating.  And I always -- I never

         13    know what example to give my classes.

         14               I mean this -- price discrimination is

         15    all pervasive, and really just about every firm

         16    does it.  I usually talk about manufacturers of

         17    products in a grocery store where they have very

         18    small market share.  Some of these people are

         19    giving out coupons and giving discounts to some

         20    people and not discounts to others.

         21               But clearly people are not price

         22    takers like in the textbook economic model of,
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          1    you know, the wheat farmer.  But probably the

          2    best example is -- I decided is -- John and I,

          3    that we have negatively sloped demand curves, and

          4    we can price discriminate.  In fact some people

          5    might say we're doing that today.

          6               But I don't have to worry about if

          7    I increase my price a dollar for my consulting

          8    services that my demand goes to zero.  And if

          9    I want to, I do have the ability to price

         10    discriminate.

         11               And the key thing here, the key

         12    analytical point is that the ability to affect

         13    your own price, that is the ability to have

         14    individual firm pricing discretion over what

         15    you're going to charge, does not imply the

         16    ability to affect the market price.

         17               Even though I could figure out

         18    what consulting rate I'm going to charge for

         19    my services and if I want to I can price

         20    discriminate, I obviously have no ability to

         21    impact the market for consulting services.  I

         22    have a trivial market share.  And anything I do
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          1    will have absolutely no effect in that market.

          2               So maybe I should -- I thought there

          3    was something else on that slide.  Let me just

          4    say before I go on to bad rap two that this is

          5    the problem that causes most of the difficulty,

          6    just being able to assume that if you see price

          7    discrimination it's evidence of market power.

          8               And it's not only why firms can't use

          9    a metering defense as an efficiency rationale for

         10    how to collect for their intellectual property

         11    and other property, but it actually is perverse.

         12    It goes the other way.

         13               And when the Kodak case went back on

         14    remand to trial, actually there was no longer

         15    this assumption that the Supreme Court had that

         16    there was no precontract market power.  And there

         17    was a whole -- Jeff can talk about it because he

         18    was there if he remembers the facts.

         19               But there was a whole debate about

         20    when Kodak had market power.  And the plaintiff

         21    ISOs actually used the fact that Kodak was price

         22    discriminating as evidence that they had market
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          1    power, not this holdup condition that the Supreme

          2    Court was concerned about, but actual precontract

          3    market power because they were charging customers

          4    different prices.

          5               And the defense had a very difficult

          6    time.  The example that they finally used to show

          7    that market -- that price discrimination is not

          8    evidence of market power is they used movie

          9    ticket pricing.  I'm not sure that was the best

         10    example.  But that was the example they used.

         11               They said, look, there's senior

         12    discounts.  There's children's prices.  There's

         13    all this other stuff.  But it's -- you're going

         14    up -- you're clearly going uphill if you want to

         15    say that price discrimination is part of a normal

         16    competitive process even though we think it is.

         17               The second problem about price

         18    discrimination is that price discrimination

         19    implies economic cost.  And price discrimination

         20    clearly does not necessarily have social costs.

         21    Price discrimination in fact can often be good

         22    for consumers.  There's this casual notion that
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          1    price discrimination is good for the firm.

          2               It increases its profitability.

          3    But it's not good for the public.  And that is

          4    generally not true as a general proposition.  And

          5    there are plenty of circumstances where the total

          6    quantity goes up or doesn't change.  And in

          7    particular in many circumstances there can

          8    be an increase in the user base.

          9               This is a way -- without price

         10    discrimination some markets and some consumers

         11    may not be served at all.  By lowering the

         12    equipment price low intensity users who would not

         13    purchase the package if the equipment were priced

         14    higher get the opportunity to use it.

         15               So it increases the user base.  And

         16    the usual effect because it increases the firm's

         17    profitability is it increases the incentive for

         18    the firm to innovate.

         19               So the general proposition that

         20    there's this trade-off between the short

         21    run or static inefficiencies when you have

         22    price discrimination against these long run
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          1    efficiencies increasing the incentives to

          2    invest are not necessarily there.  And I guess

          3    I should -- how many more slides do we have?

          4               Let me just say one more thing.

          5    There are some examples where a refusal to deal

          6    is not just an efficient way to collect for

          7    your intellectual property, and it may have

          8    anticompetitive effects.

          9               I personally believe that those

         10    cases are extremely rare, the cases where the

         11    firm is using it to create a barrier to entry, to

         12    maintain the monopoly, or to leverage it into a

         13    market where there are very large economies of

         14    scale like in the Winston model.

         15               But they certainly -- those models

         16    certainly don't apply to these ISO cases.  And I

         17    think it's easy to screen out those cases by just

         18    having some kind of market share screen for the

         19    firms.

         20               Then it becomes a question about how

         21    do you define a relevant market and do you want

         22    to say that Kodak has a monopoly on the sale
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          1    of Kodak copiers, or do you want to define a

          2    reasonable market.  John, do you want to finish?

          3               JOHN WILEY:  So the key question here

          4    today is really:  What should the government do?

          5    What should the FTC, what should the Antitrust

          6    Division do about this conflict in the case law?

          7               And we say the following:  First of

          8    all, let's be clear about what's going on in

          9    these two important cases.

         10               They are cases that are really about

         11    price discrimination where Kodak, where Xerox are

         12    selling machines at a relatively low price and

         13    then collecting additional fees based on service

         14    and parts so that high intensity users pay more,

         15    low intensity users pay less.  The cases are

         16    about price discrimination.

         17               And the antitrust policy that is

         18    hostile to price discrimination forced Kodak to

         19    submerge the true explanation for its conduct

         20    and never to be candid about what it was really

         21    doing.  To be candid that, oh, yes, we're just

         22    price discriminating would be to invite virtually
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          1    a stipulation of liability.

          2               So we proceed immediately to the

          3    question of, okay, now that you have told us what

          4    you are doing, the only issue is how many dozens

          5    of millions of dollars will you have to pay for

          6    it.  That's mistaken antitrust policy.

          7               So the correct antitrust policy would

          8    recognize that price discrimination is okay, that

          9    it's a valid business justification for a refusal

         10    to deal.  Now, if we acknowledge that's part of

         11    the normal competitive process that you as

         12    lawyers are price discriminating, you don't

         13    have a single rack rate necessarily.

         14               Well, maybe you do in your firm.  But

         15    you know of other firms where the same lawyer may

         16    be billing one client at $400 an hour and another

         17    client at $200 an hour.  That doesn't mean that

         18    that lawyer is a monopolist.

         19               That's a common business practice.

         20    And it's not a bad business practice.  That

         21    justification should be valid whether or not the

         22    case involves intellectual property.  So Courts
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          1    need help in this area.

          2               And it would be appropriate for the

          3    high prestige federal antitrust cops to intervene

          4    appropriately, to look for cases that come up

          5    like this in the future, and to intervene as

          6    the Federal Government often does to try to

          7    eventually get the Supreme Court to change these

          8    Fortner and Jefferson Parish dicta that drive the

          9    true explanation for these cases into hiding.  We

         10    would all be the better.  Thank you very much.

         11               (Applause.)

         12               HEWITT PATE:  We're going to continue

         13    with Professor Arora's presentation.  I'll throw

         14    something out not for discussion but maybe to

         15    think about after he concludes, which is whether

         16    the problem John and Benjamin have discussed

         17    doesn't go beyond antitrust.

         18               It seems to me that as a matter of

         19    patent law -- I think of the Salt case -- there

         20    may be problems with using metering from a misuse

         21    perspective.

         22               Or even over time one form of price
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          1    discrimination might be to allow those who don't

          2    have enough money to pay the royalty sought by

          3    the patent holder up front, but they could do so

          4    over a long period of time that extended beyond

          5    the patent term.

          6               The Supreme Court makes clear that as

          7    a matter of patent policy you can't do that.  So

          8    I don't know if that elicits any comment later

          9    on.  Maybe that's something we can address.  But

         10    Professor Arora's ready to go.  Let's move to

         11    him.

         12               ASHISH ARORA:  Thank you very much.

         13    I'm very pleased and honored to be here.  I've

         14    listened with great interest to the presentations

         15    and read many of the submissions with a lot of

         16    interest in large measure because I'm mostly

         17    ignorant about many of the detailed matters that

         18    the folks who have presented before me have

         19    talked about.

         20               My interests are primarily in

         21    voluntary licensing.  That's what most of my

         22    research is in in economics, in technology as
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          1    an economic commodity, and specifically as an

          2    economically tradeable commodity.

          3               So I'm interested in when

          4    technologies get traded, when they get bought

          5    and sold, when and under what conditions and with

          6    what consequences.  And so I'll tell you a little

          7    bit about just a very brief comment on that.

          8               That leads to sort of the second part

          9    which is from my perspective it's natural to

         10    think of intellectual property as any other type

         11    of property.  And I couldn't agree with Chris

         12    more when he says, look, the right to exclude

         13    is implicit in all property.

         14               There's nothing particularly different

         15    about intellectual property.  However, from a

         16    transaction perspective, so if you think about

         17    doing something about a refusal to license, there

         18    are some interesting differences.  And Hewitt

         19    Pate mentioned some of those.  And I'll talk a

         20    little bit about that.

         21               So there's some good news, bad news

         22    from the second bullet.  The third bullet I guess
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          1    you should put down to my naivete which is sort

          2    of fools rushing in where angels fear to tread

          3    which is I'm actually going to propose something

          4    that works or might work and see whether -- how

          5    many of you think this is a sensible proposal.

          6               As I said, I guess I've got nothing to

          7    lose because I have no particular stake here.  So

          8    I believe it was Jonathan who said that IP is not

          9    used in that market.  And that's sort of partly

         10    true.  And many people sort of make claims of

         11    this kind, that there's no market for technology

         12    or no market for innovation.

         13               That's sort of true.  But it's not

         14    really in the following sense.  Based on whatever

         15    data we could find, Mark Whitener and I have been

         16    trying to estimate, get some sense of how big is

         17    in fact the market for technology.

         18               So if you put together all the

         19    different deals where technology is changing

         20    hands for money and you try to put dollar values

         21    on that, it turns out it's not an insubstantial

         22    number.  Our best guess is it's somewhere between
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          1    30 and 50 billion dollars per year.

          2               And our data, I should point out, are

          3    roughly 1990 to 1996 or '97.  And obviously you

          4    can quibble about how one does it.  But as order

          5    of magnitude these numbers I think are pretty

          6    sensible.  And so from my perspective, I think of

          7    these trades as socially beneficial.  They avoid

          8    duplicate R & D.

          9               They promote diffusion of technology.

         10    They promote specialization and enhance the rate

         11    of innovation.  And so in that sense I have a

         12    pro-IP bias, I think, of crisp IP.  I've written

         13    a strong -- and I don't want to be held to that.

         14               But certainly crisp, well defined

         15    intellectual property is good.  I'm a firm

         16    believer in that.  And a flip side, a sort of

         17    benefit of market for technology is that some of

         18    the practical problems of pricing get easier when

         19    there is a market for this stuff.

         20               So as I said, I think of IP as any

         21    other type of property right.  And in passing

         22    I should mention that if you have markets for
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          1    technology, then you can have market power in

          2    those markets.  And sometimes it's taken as

          3    axiomatic that because you have a patent you're

          4    going to have a monopoly.

          5               I think that's highly overstated.

          6    The typical case is you have substitutes.  So

          7    Professor Klein talked about differentiated

          8    products, and I think that's a good way to think

          9    about the market for technology.

         10               And I think the federal agencies have

         11    been properly watchful about accumulation of

         12    market power.  And I think they are to be

         13    commended for that.

         14               So this perspective then says I'm

         15    mischaracterizing the IP against antitrust

         16    challenge or sort of carving out separate things,

         17    separate ways of looking at IP I find actually

         18    disturbing.

         19               And I find it particularly disturbing

         20    because we're going to soon live in a world where

         21    there's going to be IP sitting in lots of places.

         22    There's going to be embedded software in all
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          1    kinds of things that you probably don't think of.

          2               And to carve out separately that goods

          3    are going to be treated one way and IP is going

          4    to be treated a different way is just going to

          5    make I think a mess.

          6               Now, that said, I think IP is

          7    different partly because it's not clear what the

          8    scope of the property is and because it often has

          9    to be bundled with other stuff.  And this is -- I

         10    guess my take -- well, let me back up.

         11               There are two outstanding examples of

         12    compulsory licensing in U.S. history.  They both

         13    happened after wars, and they both dealt with

         14    German patents and a variety of German industrial

         15    property.

         16               And essentially German patents were

         17    taken over and made available to U.S. firms.

         18    There is a lot to be learned from that, and

         19    that's not been sufficiently studied.

         20               But one interesting thing was U.S.

         21    firms found it extraordinarily hard to make use

         22    of the patents.  It was very, very difficult.
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          1    Partly this had to do with German patenting

          2    practices.  But part of it was you need a lot of

          3    know-how and this know-how had to be gotten in

          4    various ways.

          5               And there are lots of examples of how

          6    U.S. firms went about trying to get know-how.

          7    And maybe at a different time I can tell you some

          8    interesting stories about the use of something

          9    that looked like Super 301 except in reverse, the

         10    U.S. trying to get intellectual property by

         11    threatening trade sanctions.

         12               Anyway, so what does this mean?  Well,

         13    what this means is compulsory licensing is going

         14    to be tough.  How do you ensure that the know-how

         15    is being transferred?  That's going to be a hard

         16    problem.

         17               Second, I think policy has to be --

         18    has to allow flexibility in contracts.  If we

         19    want efficient transfer of technology, the

         20    know-how has to come along with the intellectual

         21    property.  And I've done some research on this

         22    and others have too.
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          1               But basically bundling is one way, not

          2    the only way, but it's one way in which you can

          3    accomplish the successful transfer of know-how

          4    which is not patented and subject to sort of --

          5    there's a greater danger of opportunistic

          6    behavior or of the buyer sort of not behaving

          7    properly and so on.

          8               So I guess in that sense this would

          9    say, well, we should use compulsory licensing or

         10    something that looks like that, you know, with a

         11    great deal of caution because it's going to be

         12    hard.

         13               There are possibly related issues

         14    where if you compel people to license and this is

         15    anticipated they may hold more of the property

         16    which is not patented in the form of know-how on

         17    the chance that you have a greater likelihood of

         18    protecting that.

         19               So let me move to the last part which

         20    is I suppose both -- well, this is a part that I

         21    have most fun doing because it's completely new.

         22    And this is a part that may I suspect prove to
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          1    be -- well, I'll leave you to decide whether it's

          2    useful or not.

          3               So I'm going to just make some

          4    premises.  There are cases in which refusal to

          5    deal may reduce social welfare.  There is not

          6    going to be any special immunity just because a

          7    thing is patented.

          8               Incidentally, as I read the evidence

          9    there seem to be sort of separate treatments of

         10    copyrights and patents which on one ground can be

         11    defended that a patent is sort of a hard right.

         12    You have a greater threshold to cross.

         13               But since Mr. Polk is here from

         14    the PTO, it's worth pointing out that at least

         15    according to some estimates the probability

         16    that a patent will be granted is in excess of

         17    90 percent.  And if those statements are correct,

         18    we're approaching something that looks like a

         19    registration system for a patent.

         20               And I confess the Patent Office's

         21    greater drive to be more customer friendly

         22    worries me even more because I'm not sure they
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          1    have correctly identified their customer.  It is

          2    not the guys applying for the patent alone.

          3               Anyway, that's a -- I couldn't resist

          4    since Mr. Polk is here.  So I'm not even going to

          5    try to give this -- ground this in any kind of

          6    legal doctrine or principle, and less forgivably

          7    not even in a well worked out theory of

          8    economics.

          9               Basically I guess the idea is if --

         10    what we are worried about with this refusal to

         11    license is, look, if we impose this there is

         12    going to be reduced incentive to innovate versus

         13    some sort of benefit.

         14               One way of thinking about this is we

         15    should try to have some sort of commensurability

         16    or proportionality between -- we should have some

         17    sort of proportionality.  And I guess one way to

         18    begin is by saying, so why is the license needed.

         19               My perspective suggests that there

         20    are always substitutes.  Maybe not the best ones;

         21    maybe they are not perfect substitutes.  But they

         22    are usually pretty good substitutes.
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          1               Unless we have something that's --

          2    well, even take the strongest patents you can

          3    think of, which is a composition of matter patent

          4    in chemicals.  So DuPont had nylon.  Well,

          5    IG Farben figured out a slightly different

          6    version which is perlon, perfectly valid patent.

          7               So that then leads to the question, so

          8    why is the guy asking for a license in the first

          9    place; why doesn't he just try to invent around?

         10    There could be two reasons for this, or at least

         11    two reasons.

         12               One says, look, the technology is

         13    really superior.  The alternatives are really

         14    inferior.  And so in that sense I think there's

         15    no question.  If a technology is really superior,

         16    you probably don't want to compel a license.  The

         17    patent holder has truly sort of discovered

         18    something useful.

         19               And I'll try to explain that a little

         20    bit more.  The second reason could be that what

         21    the patent holder is trying to do is leverage or

         22    gain market power in a related market by
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          1    exploiting some sort of standard.

          2               And here I'm sort of building on a

          3    very interesting article by Robert Merges.  It's

          4    called Who Owns the Charles River Bridge, and you

          5    can get it off his website at the UC-Berkeley law

          6    school.

          7               So this part, at least the idea

          8    of leveraging I've learned from reading that

          9    article.  And the principle I want to try to

         10    implement is that the social benefit of the

         11    innovation should be commensurate with the

         12    private benefit.

         13               So we want to let the patent holder

         14    get rents from this market.  But you should not

         15    be allowed to leverage, quote, a very small

         16    property right into a very large market.

         17               And let me quickly tell you how to do

         18    it and I can tell you the problems with it as

         19    well.  So the basic idea is what you think about

         20    doing is you take the IP and you spin it off.

         21               So you take the IP that's been refused

         22    license, take it out as a separate firm and ask



                                                                 107

          1    yourself what would be the value of the spinoff.

          2    And I'm going to propose that that's at least a

          3    first reasonable order approximation of what the

          4    social value of this innovation is.

          5               And if there is a big difference

          6    between the estimated value of the spin-off and

          7    the market that's being sought to be leveraged or

          8    where this license is being refused, then you

          9    say, well, why is this?  Is there a general

         10    complementarity, or is there something else

         11    going on?

         12               And if you can not find -- so this is

         13    sort of like the stupid washer example.  If there

         14    is no sort of real reason for the washer to be

         15    there, you might sort of look deeper.  I'm not

         16    claiming that this is the complete test.  This is

         17    one possible way of implementing this.

         18               I'm running out of time.  So let me

         19    quickly just tell you what are the objections to

         20    this because I believe the best defense is to

         21    admit up front what the problems are.  Yes, it

         22    does -- it will impair incentives to innovate.
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          1               Yes, it is in conflict with the

          2    doctrine that patents contemplate the right to

          3    exclude.  And, yes, it does run into the valid

          4    objection that this method ignores legitimate

          5    complementarities.

          6               And, yes, there is the problem of

          7    the difference between the patent scope and the

          8    market scope.  And, yes, it's not going to be

          9    easy to do.

         10               But this brings me back to my starting

         11    point.  When markets for technology -- if they

         12    continue to grow, it won't be as difficult as it

         13    might otherwise be.  Thank you very much.

         14               (Applause.)

         15               HEWITT PATE:  Comments or questions on

         16    these presentations?  I guess personal privilege

         17    for Mr. Polk here.

         18               EDWARD POLK:  I thought I may go

         19    unscathed here since we were talking about

         20    licensing.  But just to make sure we are clear,

         21    the approval rate for the Patent Office is about

         22    60 percent which is pretty much in line with
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          1    other countries.

          2               I know an earlier speaker had

          3    suggested 90 percent, but if I could draw

          4    from Mr. Bush there with his fuzzy math, the

          5    90 percent there.

          6               Another point that Mr. Arora raised

          7    which I think is a good point there is it seems

          8    as far as the patent, the difference between the

          9    patented property and the other property, it

         10    seems that it may be better antitrust policy or

         11    even the whole competition that we're looking at.

         12               It seems that a lot of folks are

         13    saying that there should be somehow an allowing

         14    of others to piggyback off of the patented

         15    property.  And if we're interested in

         16    competition, shouldn't we be more interested in

         17    allowing companies to design around, or if they

         18    think the patent is invalid -- I don't know.

         19               Maybe you can answer this.  In the

         20    Xerox case I didn't see any challenges to the

         21    validity of the patent which, you know, that's

         22    a way of getting around someone refusing to
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          1    license; invalidate their patent or go out and

          2    make your own product.

          3               And if there are any comments you

          4    would maybe know the facts of Xerox that would

          5    answer it.

          6               ASHISH ARORA:  Could I just get the --

          7    on the numbers, this is an article by Quillan and

          8    Webster.  And the difference is in how you treat

          9    continuations.  Anyway, I have no particular

         10    expertise.  If this is true, the 90 percent is

         11    disturbing.

         12               JONATHAN GLEKLEN:  Just so people

         13    know, on the facts of Xerox there is no challenge

         14    to the validity of the patents.  CSU conceded

         15    invalidity and infringement.

         16               CHRIS SPRIGMAN:  On the issue of

         17    piggybacking on others' patents, I take that to

         18    be -- to relate to comments I made about the

         19    scope of the right to collude and comments that

         20    Professor Arora also made.

         21               I think it's important to state again

         22    what's at stake here between a complete right to
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          1    exclude and a right to exclude that extends only

          2    so far as antitrust liability for refusal to deal

          3    begins.  This is not a huge difference.  I think

          4    though it's an important difference.

          5               The question is what right to exclude

          6    does the statute grant.  Well, it's clearly

          7    not -- it's not clearly one or the other.  And

          8    there are good I think reasons to think for

          9    efficiency that the right to exclude should be

         10    limited at the margin by refusal to deal

         11    liability.

         12               I think there's also something else

         13    that's worth saying.  I've heard at a lot of IP

         14    conferences among the IP community the right to

         15    exclude is talked about in this kind of totemic

         16    fashion.  What else could it be but the right to

         17    exclude?  Exclusion is the right.

         18               Well, the Founders didn't see it that

         19    way.  I'm pitching my own articles.  But I wrote

         20    an article about the Copyright Term Extension Act

         21    that you can find on find law.com some weeks ago.

         22               And there is a hyperlink to some
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          1    letters, some correspondence between Jefferson

          2    and Madison when Madison was trying to convince

          3    Jefferson to temper his hostilities to monopolies

          4    a little bit and allow the Congress -- allow some

          5    authority for the Congress to grant limited

          6    periods of exclusive rights for the purpose of

          7    incenting innovation.

          8               The Founders viewed IP with a

          9    jaundiced eye.  And what's interesting about the

         10    effort or the kind of assumption that the right

         11    to exclude in IP is somehow different from

         12    property is it turns the founding conception

         13    about the purpose and scope of the IP clause

         14    in the Constitution really on its head.

         15               HEWITT PATE:  Doug?

         16               DOUGLAS MELAMED:  I just wanted

         17    to pick up a little bit on the notion of

         18    disproportionate leveraging from I guess

         19    Professor Merges, as translated by

         20    Professor Arora.

         21               On the face of it I must say I'm very

         22    skeptical both of the notion that there is some
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          1    normative significance to the idea of leveraging

          2    something small into something big.  I'm not sure

          3    what that means.

          4               It might be a very tiny thing that

          5    actually has enormous value in enormous markets.

          6    And the empirical exercise of trying to spin off

          7    the IP and then value it, I don't know how one

          8    does that.

          9               I don't know how one does it without

         10    losing the potential for synergies if you

         11    abstract it from the vertical integration and

         12    so forth.  But it seems to me that with a very

         13    slight tweak there is a potential in that idea.

         14               And that is this:  If you imagine as a

         15    mind experiment that the intellectual property

         16    has been abstracted from some institutional

         17    setting and is now held by IP Co. for a licensing

         18    or exploitation, its highest and best use, you

         19    can then ask the question:  What would IP Co. do

         20    with that?

         21               And you can compare it to what

         22    defendant has done with it.  And that may
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          1    illuminate the question, is defendant using it

          2    strategically, not to maximize its value but

          3    rather to achieve some anticompetitive or what

          4    you would call some recoupment payoff.

          5               And that might help identify those

          6    instances in which the IP is being exploited in

          7    an anticompetitive way.

          8               ASHISH ARORA:  I agree.  That's sort

          9    of what I had hoped to do in my slide ten, but

         10    never got to it.

         11               HEWITT PATE:  One of the questions

         12    that's been raised is whether the right to

         13    exclude ends where the duty to deal under

         14    antitrust law begins.  Is there anybody who is

         15    interested in taking a stab at the general

         16    question of when the duty to deal ought to begin?

         17               It was suggested to me yesterday in

         18    another context that if you look at the cases,

         19    essential facility and otherwise, you don't

         20    really find liability except where a firm was

         21    dealing with others or was allowing others to use

         22    the facility and then discriminatorily declined
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          1    to allow the plaintiff to do so.

          2               And perhaps in those situations it was

          3    clear that a profit maximizing opportunity was

          4    being let go in order to recoup profits after

          5    eliminating a competitor later.  Under what

          6    circumstances would a blanket refusal to deal

          7    from the outset give rise to a duty to deal?

          8    Doug?

          9               DOUGLAS MELAMED:  I think as a matter

         10    of theory or principle whether there was -- had

         11    been a prior practice of dealing that was

         12    terminated or whether that was dealing and then

         13    some discriminatory or differentiated non-dealing

         14    shouldn't be necessary.

         15               I mean I think in the AT&T case I

         16    don't know what the history there was.  But it

         17    wouldn't seem to me that liability would have

         18    depended on prior dealing by AT&T and MCI.

         19               On the other hand -- and therefore,

         20    by the way, I think I disagree with Chairman

         21    Pitofsky who seems to believe that as a matter of

         22    principle if you never deal you are in a safe
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          1    harbor territory.

          2               On the other hand, you clearly have to

          3    have a benchmark.  You have to have some way of

          4    saying what are the terms on which one might have

          5    expected this party to deal; what basis do we

          6    have for thinking that dealing might have been

          7    profitable and might have been practical and

          8    might have been efficient?

          9               And so in the absence of some

         10    benchmark in the experience of this defendant

         11    dealing with somebody, if not the plaintiff,

         12    somebody, it probably would be a very unusual

         13    case, maybe one like Otter Tail were AT&T

         14    required regulatory oversight for the Courts to

         15    feel that they had a sufficient benchmark.  But

         16    that to me is a matter of prudence and

         17    expediency, not one of principle.

         18               MARK WHITENER:  Can I reply to that?

         19    That's an interesting point because one of the

         20    things that happens I think when you acknowledge

         21    that to have a meaningful remedy you need some

         22    sort of benchmark is you start affecting behavior
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          1    simply by stating that rule.

          2               So, for example, if an IP owner

          3    is making the decision initially whether to

          4    integrate vertically or to exploit their IP in a

          5    particular area, they are now going to have to

          6    take into account the fact that once they are

          7    occupying that space under some statements of the

          8    legal rule they have taken on greater exposure

          9    because now by occupying that space, by making

         10    what let's just assume for the moment is an

         11    efficient decision to exploit their IP in a

         12    particular sphere, or let's say to license some

         13    one, pure, non-competing customer, now they have

         14    created a benchmark.

         15               And so now you have gone from a

         16    situation where you might not have had a

         17    meaningful remedy to one in which, well, you

         18    have created now a standard against which you are

         19    going to be held and you are going to be required

         20    to license.

         21               I just add that my general observation

         22    about probably this whole day and picking up on
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          1    the last two presentations is I think that it's

          2    going to be very interesting to hear as the day

          3    unfolds who can articulate, you know, a

          4    meaningful standard for liability if in some

          5    cases there is liability for a unilateral refusal

          6    to deal.

          7               And a standard that doesn't simply

          8    restate the boilerplate of exclusionary conduct

          9    but that sets out at least some realistic

         10    description of necessary or sufficient

         11    conditions, to apply that standard to a refusal,

         12    I think it's a very difficult thing to do.

         13               I think various people have taken a

         14    stab at it.  I'm not sure anybody has succeeded.

         15    And especially I'm not sure anybody has succeeded

         16    without essentially requiring an after the fact

         17    assessment of, well, what might have been the

         18    profit maximizing behavior for this IP owner

         19    when they made the initial decision whether to

         20    license, whether to exploit, and how to exploit.

         21               JONATHAN GLEKLEN:  Two points, both of

         22    which are following up on Mark.  And I think what
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          1    he said is exactly right.  The first is -- and

          2    this came up -- I think it was an FTC

          3    investigation of a transaction that Monsanto

          4    was doing, basically reacquiring IP that it had

          5    formerly licensed.

          6               And Dennis Yao concurred and then

          7    wrote an article about it.  And what he said

          8    is you have to be very careful that we don't

          9    penalize people for making bad licensing choices

         10    and then trying to change their mind, because if

         11    you do that it creates huge incentives never to

         12    license.

         13               If I know that once I license I either

         14    can't terminate the license or can't reacquire

         15    the licensed IP or that that is going to be a

         16    benchmark for what a reasonable person would have

         17    done under an Aspen type test, a lot of people

         18    are going to just say forget it; I'm not going

         19    to do it.

         20               Related to the second point that Mark

         21    said, I'm willing to agree in the abstract that

         22    we can construct a model either, you know,
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          1    spinoff to IP Co. or are we trading off

          2    short-term profits for long-term monopoly profits

          3    with a recoupment test.

          4               But I just don't know how that works

          5    in practice without turning every refusal to

          6    license case into a case that goes to the Jury

          7    because you don't win those cases on a motion to

          8    dismiss.

          9               And I don't even think you win them on

         10    the motion for summary judgment because you can

         11    always find an economist, with all due respect

         12    to the folks on this panel, who is willing to

         13    testify that, you know, you don't pass the test.

         14               Except in extreme cases like Microsoft

         15    where you are giving the stuff away for free, I

         16    just don't know how you prove on a summary

         17    judgment record that I was going to recoup or not

         18    recoup, which means every case goes to the Jury.

         19               And if we read that very, very few

         20    cases should result in liability for a refusal to

         21    license, it just seems to impose huge costs for

         22    very marginal benefits.
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          1               HEWITT PATE:  Let me go to Chris and

          2    then back to Mark.

          3               CHRIS SPRIGMAN:  Take a quick stab

          4    at Mr. Whitener's challenge and also at some

          5    comments that John just had.  First of all, every

          6    case does not go to a Jury.  The DOJ just lost a

          7    case on market definition on a PI.

          8               And it's market definition and market

          9    power, in fact monopoly power here is something

         10    that is a substantial screen as that experience

         11    shows.  Plaintiffs are going to have to walk in,

         12    and they are going to have to prove up why this

         13    IP holder has sufficient power that they should

         14    get to a Jury.

         15               We're reminded again and again and

         16    again that the former assumption that a piece of

         17    IP gives you market power in some relevant market

         18    is a ridiculous assumption.

         19               And because it is, it is the fact that

         20    the market power, monopoly power screen has some

         21    effect.  Once you get past that screen, the

         22    question is whether the defendant has forgone
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          1    monopoly profits which it's entitled to reap in

          2    return for exclusion which it hopes to exploit in

          3    the future and recoup and put itself in a better

          4    position.

          5               That's a difficult set of issues.  But

          6    it's worth remembering that that difficult set of

          7    issues is not relevant only in the IP context.

          8    It's relevant to any refusal to deal case in

          9    any context.

         10               And it may be the fact that our

         11    squeamishness with refusal to deal law in the

         12    IP context is reflective of our general

         13    squeamishness with respect to refusal to deal

         14    law.  But, you know, again it's worth

         15    considering.

         16               If refusal to deal liability is

         17    sufficiently narrow, and if a sufficiently narrow

         18    constraint on a monopolist's right to exclude is

         19    imposed, we may benefit from uncertainty.  An

         20    imperfect machine may be in our interest.

         21               And so the entire conversation may

         22    have somewhat of an Alice in Wonderland quality
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          1    about it in that in the end if we think the test

          2    is hard and we think it's going to lead to

          3    uncertainty and caution, that may be good.

          4               HEWITT PATE:  Mark?

          5               MARK WHITENER:  Well, we can agree on

          6    one thing, which is that it's probably hard to

          7    really resolve the issues we're talking about

          8    today without at some point taking on

          9    non-intellectual property.

         10               I think it's enough for the agencies

         11    in this exercise to address the disputes and the

         12    uncertainty in the IP area.  And as I'll say this

         13    afternoon, I urge the agencies to do that.

         14               But there is some electric tension

         15    once you start talking about non-IP.  And I think

         16    the basic principles that I will talk about this

         17    afternoon would apply in large part to non-IP

         18    as well.

         19               But I think it's not enough for those

         20    proponents of a duty to deal in some cases to say

         21    that it's rare.  It's not enough to say that

         22    plaintiffs lose cases.  And it's not enough to
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          1    say that there is some theory of exclusion that

          2    we apply every day.

          3               You know, we've got to get to the

          4    hard questions.  What is the conduct that's

          5    exclusionary?  Is it the non-sharing of the

          6    property right?  Yes or no?  What are the

          7    justifications in a rule of reason analysis which

          8    surely it must be that are taken into account?

          9               Is it the desire to achieve a full

         10    return on the initial investment in the IP?  And

         11    then you get to remedy.  And I think that issue

         12    alone probably is enough to really bog us down

         13    for a whole other day.

         14               HEWITT PATE:  Let me throw out a

         15    couple of questions.  It seems obvious to look

         16    at refusal to deal law where the question was

         17    whether the refusal to sell a part was -- where

         18    the question is whether that was legitimate.

         19               Would it have made a difference do

         20    people think if the context had arisen in a more

         21    pure patent context, say, that the ISO wished to

         22    manufacture a patented part in its own plant and
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          1    maybe could have done so more cheaply and a

          2    refusal to license prevented them from doing that

          3    even if there were no question of a refusal to

          4    sell a product?

          5               Likewise, does it make a difference,

          6    as has been suggested, whether know-how or trade

          7    secrets would be required to be conveyed in order

          8    to make use of the property?  Does that make any

          9    difference in how the antitrust law ought to view

         10    these situations?  Well, I got Mark to turn his

         11    sign down with that question.  All right.  Carl?

         12               CARL SHAPIRO:  I'll just briefly say

         13    it seems to me the know-how point is a very good

         14    one.  In some contexts, as Professor Arora

         15    pointed out, the patent may not -- a license to

         16    the patent may not be worth much without some

         17    hand-holding and other expertise.

         18               That just I think reminds me at least

         19    how IP is not that much different than other

         20    areas where there may be some costs associated

         21    with the holder of the rights if there's going to

         22    be mandatory -- if these duties exist.
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          1               As I will say after lunch, I think it

          2    is a reason to treat IP like other types and not

          3    have these duties in either area.

          4               But it's good that -- it's not sort of

          5    the pure case of, you know, you just send over a

          6    piece of paper that says, fine, you can use this

          7    patent; go to the Patent Office and look up the

          8    patent and you'll be fine; goodbye.  There's more

          9    involved, which is what would be true for other

         10    types of property often.

         11               HEWITT PATE:  Other comments?  Gail?

         12    Other questions that people want to throw out?

         13    If not, I'll try to avoid violating the cardinal

         14    rule of moderating, which is never make people

         15    late for lunch and if possible let them have

         16    lunch a little bit early.

         17               That means that we'll pick up with

         18    Mr. Kirsch's presentation as the first thing

         19    after lunch.  I'll unfortunately be absent for a

         20    while and turn the panel over to Gail and Sue and

         21    Pam and hope to rejoin you later.  So we will

         22    reconvene at 1:30.  Thanks.
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          1               PAM COLE:  And I just want to say we

          2    have a lot of interesting speakers after lunch.

          3    So please come back and we'll take some breaks so

          4    you can take a walk and wake up after lunch.

          5               (Lunch recess.)
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          1                   AFTERNOON SESSION

          2                                          (1:00 p.m.)

          3               PAM COLE:  I think we're going to get

          4    started.  I had an interesting lunch with several

          5    of the panelists.  I hope that I didn't burn them

          6    out from talking about these issues.

          7               I hope they are as engaging this

          8    afternoon as they were at lunch.  There were some

          9    punches thrown, but I broke it up.  So we're

         10    going to start off with Paul Kirsch from Townsend

         11    and Townsend and Crew.

         12               PAUL KIRSCH:  Good afternoon.  I am

         13    a lawyer in private practice in San Francisco,

         14    and I mostly counsel and work in litigation

         15    with plaintiffs who have been the victims of

         16    anticompetitive unilateral refusals to deal or

         17    their equivalents.

         18               Believe it or not there are some

         19    instances or we believe there are some instances

         20    of this conduct out there.  And I'm going to talk

         21    about today given the state of the law that was

         22    discussed this morning how we counsel the private
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          1    plaintiff and what some of their options are

          2    today.

          3               They are somewhat limited as you might

          4    guess based on what you heard this morning.  So

          5    just to start off, I can tell you that in the

          6    last few months we have in my firm and I

          7    personally have come in contact with several

          8    victims of unilateral refusals to deal

          9    intellectual property rights.

         10               I'll just give you a few examples.

         11    There's a biotech client of ours who is a small

         12    player in the market for producing chemical

         13    compounds which are used in researching

         14    pharmaceuticals.

         15               And they were told by the market

         16    player who has 85 percent of the market that they

         17    would not even consider negotiating licenses on

         18    the patents which are arguably blocking patents

         19    in the market.

         20               In the electronics industry, the

         21    telecommunications electronics industry, we had

         22    another client who was told that -- by a patent
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          1    holder that they could receive a license if they

          2    paid 150 percent of their profits to them.

          3               Our client not surprisingly refused

          4    that offer.  And now they are a defendant in a

          5    patent infringement lawsuit.

          6               In the Napster case, the digital music

          7    industry case pending in San Francisco before

          8    Judge Patel, one of the arguments that prevailed

          9    in opening up the antitrust counterclaims to

         10    discovery a few months ago was that the recording

         11    companies were refusing to deal their copyrighted

         12    materials to not just Napster but many other

         13    digital companies in Napster's position.

         14               And then another case that just came

         15    up yesterday in the agricultural machinery

         16    market, there is a claim that I just learned is

         17    pending where a competitor has alleged that a

         18    patent holder has refused to license its patent

         19    to anybody in the industry and then has gone out

         20    into the market and told all the customers that

         21    they are infringing.

         22               And one of the competitors of the
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          1    patent holders has sued under the Lanham Act

          2    basically saying that those allegations were made

          3    in bad faith -- there were allegations of fraud

          4    on the Patent Office -- and that it was

          5    inappropriate for them to refuse to deal this

          6    license.

          7               And it's inappropriate for them of

          8    course to go into the marketplace and make these

          9    statements.  And then the recent cases that we

         10    talked about this morning, Intel, Intergraph,

         11    Kodak, Xerox, and the Microsoft case, all

         12    concerned variations of refusals to deal.

         13               And I'll grant -- I think Carl Shapiro

         14    was speaking about this earlier -- that most of

         15    these cases, especially the ISO cases were more

         16    involving leveraging and tying and after-markets.

         17    And so whether or not there is a pure unilateral

         18    refusal to deal that could be anticompetitive I

         19    think is a good question.

         20               In some sense if a patent holder

         21    simply acquires patents and refuses to license

         22    them to anybody, it doesn't create a problem
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          1    unless there's marketplace conduct.  You know,

          2    somebody has decided to get into the hobby of

          3    collecting patents.  Nobody would care.

          4               So that type of pure refusal to

          5    license doesn't create antitrust concerns.  But

          6    it's when people start going into the market and

          7    saying we're going to start to enforce our patent

          8    rights that issues start to come up.

          9               And so fortunately for plaintiff

         10    lawyers, unfortunately for the plaintiffs,

         11    there's often a lot of predatory conduct

         12    associated with refusals to license IP including

         13    fraud on the Patent Office and tying and tie-out,

         14    coercive reciprocity where patent holders are

         15    requiring all IP rights in return from a

         16    potential infringer.

         17               There's marketplace accusations of

         18    patent infringement, as I said before, and

         19    interference with customers, and the array of

         20    conduct is unlimited.  So when I am presented

         21    with a telephone call by a frantic potential

         22    plaintiff in a case like this, they ask me what's
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          1    the law.

          2               And I try to give them legal advice

          3    and I tell them, well, in the Federal Circuit if

          4    your case gets to the Federal Circuit, the law is

          5    clear.  The intellectual property holder can do

          6    whatever it wants to do.  And look at the CSU

          7    case and Intergraph.

          8               I think it's plain the distinctions

          9    about what the fine language means about whether

         10    the statutory grants language in that -- in the

         11    CSU decision I think is for -- is potentially

         12    down the road might be an issue.  But it is very

         13    expensive to litigate.

         14               And if the claims are going to go

         15    to the Federal Circuit, I tell the potential

         16    plaintiffs that they are probably going to lose.

         17    So I also tell them of course about Kodak in the

         18    Ninth Circuit, that there is a different rule,

         19    that you look at antitrust intent.

         20               And there is a rebuttable presumption

         21    that refusing to license the patent was valid, a

         22    valid business justification.  But that
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          1    presumption can be rebutted if there's evidence

          2    of anticompetitive intent.

          3               And then that's also supported of

          4    course by the U.S. v. Microsoft case and the

          5    contents of copyright law where the D.C. Circuit

          6    said the use of lawfully acquired property can

          7    give rise to tort liability.  And that was the

          8    famous example of the baseball bat.

          9               They described Microsoft's copyright

         10    defenses as frivolous and basically said that if

         11    a plaintiff acquires property like a baseball bat

         12    and uses it improperly, it can lead to tort

         13    liability.  Why shouldn't the same be true about

         14    intellectual property?  I also tell them that I

         15    think personally Kodak is the better rule.

         16               It's the better rule I think for a

         17    number of reasons because it tries to balance two

         18    important schemes and policies.  We've heard some

         19    discussion today about it.

         20               There's the intellectual property

         21    holder's interest in innovating and in obtaining

         22    a return on that innovation plus there are the
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          1    policies of competition and creating competition

          2    for consumers.  I also think that the Kodak

          3    comports with the DOJ/FTC guidelines in that it

          4    does not immunize IP from antitrust liability.

          5               It focuses on the commercial realities

          6    that I think in all antitrust cases Courts have

          7    been instructed by the Supreme Court in the Kodak

          8    one case to talk about.  And then I don't see

          9    that Kodak is going to wreak havoc.  I think

         10    section II claims are very difficult to prove.

         11               As Chris was discussing earlier today,

         12    it's very difficult to prove monopoly power and

         13    very difficult to prove antitrust intent.  In

         14    fact after Matsushita and Celotex and those

         15    lines of cases you almost have to prove that the

         16    anticompetitive intent of the defendant was the

         17    only intent they had.

         18               It's not that you can just find one

         19    document in their file.  Federal Judges are very,

         20    very inclined to consider granting summary

         21    judgment in monopolization cases.  And then

         22    another point that I don't think anyone has
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          1    mentioned here today, intellectual property

          2    rights are not absolute.

          3               In the context of patent infringement

          4    cases, somebody's intellectual property rights

          5    can be lost if they are accused and it's proven

          6    that they committed equitable estoppel or latches

          7    or unclean hands.

          8               And I'm of the opinion that if the

          9    patent holder is severely harming consumers,

         10    engaged in anticompetitive conduct which severely

         11    harms consumers and that can be proven, that that

         12    should also defeat an intellectual property

         13    holder's right to use its patent as it could

         14    otherwise.

         15               A refusal to license I think

         16    especially concerning cases involving industry

         17    standards and network access, and those are the

         18    essential facility cases, and then something I

         19    think Professor MacKie-Mason will discuss later,

         20    I don't think there is any evidence that the

         21    Kodak rule actually inhibits innovation.

         22               If Kodak created some uncertainty in
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          1    the law that you could look to the party's intent

          2    and potentially down the road subject a patent

          3    holder to antitrust liability and because that

          4    rule was there you -- people stopped trying to

          5    get patents and trying to put R & D into patents,

          6    I don't think they can prove that.

          7               I don't think that's true.  In fact

          8    there's no empirical evidence that I know of

          9    that after Kodak came down innovation patent

         10    applications slowed down at all.  So do I think

         11    Kodak is perfect, by the way?

         12               I don't; in fact I would argue that

         13    not only should a Court have to look into the

         14    antitrust intents of the defendant, they should

         15    also take a look at -- rule of reason look at

         16    what actually is happened in the industry, which

         17    Kodak arguably did not do.

         18               My conclusion though again to the

         19    potential plaintiff is that Xerox is the rule and

         20    that because if you are -- if you follow an

         21    antitrust case and somebody cross complains or

         22    counterclaims right now for a patent infringement
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          1    counterclaim, you're going to go to the Federal

          2    Circuit.

          3               And if you have been sued like that

          4    one circumstance I mentioned earlier, somebody

          5    asked for 150 percent of profits, then the

          6    potential plaintiff says I don't want to pay

          7    that; I want to continue to stay alive.  They are

          8    sued.  You're in Federal Court.  There is a

          9    patent infringement lawsuit.

         10               You counterclaim with antitrust

         11    violation.  You're also going to the Federal

         12    Circuit.  So it's very difficult to get around

         13    the Xerox rule.  There is a case pending in the

         14    U.S. Supreme Court that might change that for

         15    antitrust counterclaims.

         16               And the issue is whether or not the

         17    Federal Circuit still has jurisdiction when

         18    antitrust claims only arise in the context of

         19    counterclaims.  But right now the debate about

         20    which is correct, Xerox or Kodak, is largely

         21    academic in Federal Court.

         22               So often we talk to plaintiffs about
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          1    what their other options are.  And their most

          2    important other option I didn't put up on the

          3    board here.  That's do nothing.  And often that's

          4    what they choose.

          5               Most often plaintiffs say I'll risk

          6    the possibility that someone will sue me for

          7    patent infringement and that I can litigate the

          8    case, find some prior art, and try to settle on

          9    favorable terms because it's difficult.  It's

         10    expensive to litigate these claims.

         11               So as I said before, there is a Lanham

         12    Act claim pending.  What I tell them is they

         13    can't pursue other unfair competition claims like

         14    Lanham Act claims if they have the marketplace

         15    misconduct, the bad faith accusations of

         16    infringement.

         17               There are also possibilities of state

         18    law causes of action in states like Minnesota and

         19    Texas that have Sherman II equivalents, they can

         20    pursue an antitrust monopolization claim and

         21    argue that Kodak is the better rule.

         22               And then there are cases, the IMS
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          1    health case and Magill out of the EC in which the

          2    EC seems much more inclined to consider

          3    compulsory licensing and inclined to review

          4    unilateral refusals to deal IP as causes

          5    antitrust concerns.

          6               And then the other thing of course

          7    they can do is convince the DOJ and the FTC to

          8    prosecute claims and try to change the rule

          9    because the government of course cannot be -- can

         10    sue any way they want.  They can prosecute in the

         11    Ninth Circuit if they chose, and they can try to

         12    change the law if they believe it is appropriate.

         13               Quickly, the Zenith versus Exzec case

         14    is an interesting case because it -- the Federal

         15    Circuit did leave the door open a crack in saying

         16    that we will look at intent, similar in some ways

         17    to the intent that the Kodak decision looked

         18    about -- looked at when we are looking at

         19    marketplace misstatements of infringement.

         20               So parties do state a valid Lanham Act

         21    claim, a valid federal unfair competition claim,

         22    not a section II claim, but a Lanham Act claim,
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          1    if you can allege that you -- that the patent

          2    holder went out into the market and said in bad

          3    faith that you were -- that the patent infringer

          4    was violating the patent.  And that's one option

          5    to try to get around Xerox.

          6               The Exxon case also says that tortious

          7    interference claims are not pre-empted.  And the

          8    Lingo versus Microsoft case in California

          9    Superior Court in which we're involved in also

         10    says that the copyright pre-emption claims of

         11    Microsoft did not pre-empt the Cartwright Act and

         12    Unfair Practices Act claims, the California State

         13    claims of the class action plaintiffs.

         14               So the bottom line here is the outlook

         15    for plaintiffs in private courts is very bleak.

         16    And we're counseling plaintiffs.  We're preparing

         17    two complaints right now in State Court to try to

         18    get around the Xerox rule.  And I think that

         19    other firms, other plaintiffs' firms are doing

         20    the same thing.

         21               Until the law changes I think the DOJ

         22    and the FTC will have to pursue anticompetitive



                                                                 142

          1    refusals to deal to try to limit the Xerox rule.

          2               Otherwise as in the U.S. v. Microsoft

          3    case the national and international competition

          4    law and policy may continue to be developed by

          5    State Court judges and State attorneys general

          6    which I don't necessarily think is a good idea.

          7    Thank you.

          8               PAM COLE:  We're going to have Carl

          9    Shapiro and Jeff MacKie-Mason make their

         10    presentations.  And then we're going to have some

         11    discussion.  So panelists, hold your thoughts

         12    about Paul's statements.

         13               CARL SHAPIRO:  Good afternoon.  I'm

         14    Carl Shapiro, University of California Berkeley.

         15    Well, today's topic is one that's close to my

         16    heart since I feel like it's about ten years ago

         17    that some of the real discussions in the Kodak

         18    case were triggered by the Supreme Court

         19    decision.

         20               And I've had the occasion as I

         21    mentioned earlier to work on a number of these

         22    ISO cases over the years including Kodak, and in
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          1    fact some of the other cases that have been

          2    mentioned prominently today I've been involved in

          3    including Xerox, Intel, and Microsoft.

          4               And it's a good -- I think it's a

          5    good -- these issues have been around for if not

          6    50 years, 100 years.  So it's good every ten

          7    years or so to just remind ourselves of the

          8    issues and put them in current parlance, see if

          9    we have anything new to add.  Maybe a little bit.

         10    We'll see.

         11               I'm lacking a PowerPoint presentation.

         12    I will make several points.  I have five points

         13    to make.  You can pseudo-PowerPoint.  Just write

         14    down the five points and then we'll go from

         15    there.

         16               First point, treating IP the same as

         17    other forms of property, I would say certainly on

         18    the economics side there's no reason to treat IP

         19    differently just because it is -- has a different

         20    maybe legal basis.  That's not too compelling to

         21    me as an economist.

         22               I guess what I mean by that is all
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          1    forms of property, probably are forms, all forms

          2    I can think of right now involve some investment

          3    to create or protect the property -- at least I'm

          4    talking about commercial property here -- with

          5    the hope of some financial return that has to be

          6    based in some significant part on ability to

          7    exclude others from simply making use of it even

          8    though they did not invest in it.

          9               So in that sense patents or copyrights

         10    seem no different than real estate or plant and

         11    equipment investments.  So it's interesting to me

         12    a number of people seem to be saying, well, it's

         13    established perhaps that there is a duty to deal

         14    for other forms of property.  So we should have

         15    it for IP as well.

         16               I would actually flip that on its head

         17    a little bit and say it's not clear there should

         18    be such duties -- I'll give more nuances on that

         19    as I go -- generally and either for IP or for

         20    other forms of property.  But generally we should

         21    think about treating them the same.

         22               Now, of course people have gone on
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          1    about how they are not quite the same.  The main

          2    thing of course that's noted by everybody about

          3    intellectual property that's different is that

          4    it can be shared without taking away from the

          5    original owner.

          6               Or put differently, there are no

          7    capacity constraints associated with its use as a

          8    general principle.  Actually if you take that

          9    seriously that might give you more reason to want

         10    to share intellectual property than other

         11    property.

         12               I mean if I have a production line and

         13    I have to let you use ten percent of it, maybe I

         14    can't produce as much of my own stuff because of

         15    the capacity constraints.  That is typically not

         16    an issue for intellectual property.

         17               So to the extent there are these

         18    fundamental differences it might lead you to

         19    think you should be more aggressive or more

         20    inclined to impose duties on intellectual

         21    property.  But I think that would in fact be the

         22    wrong way to go for reasons I'll describe more in
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          1    a moment.

          2               The only thing that muddies that up a

          3    bit I think is we had a discussion earlier about

          4    how simply giving a patent license may not be

          5    sufficient for somebody to use the property fully

          6    if they need trade secrets or know-how or other

          7    inputs such as engineering help or that which

          8    would involve physical capacity constraints or at

          9    least marginal costs associated with the transfer

         10    of the information.

         11               So that's my first point.  The notion

         12    that IP deserves some special treatment seems

         13    doubtful on economic grounds.

         14               Now, you may tell me that because of

         15    the way the patent statutes work to lawyers, you

         16    know, it clearly should be treated differently.

         17    But I think the economics is similar, and

         18    recognizing the fact that IP can be replicated or

         19    shared pretty easily, that's my first point.

         20               Second point, mandatory licensing

         21    requires price regulation.  When you really get

         22    into this, I think the practitioners all point
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          1    out -- well, particularly those who are more

          2    hostile to duty to deal.  It's, well, if you are

          3    going to force somebody to deal what are going to

          4    be the terms and conditions of the dealing?

          5               And I think -- that I think is quite a

          6    powerful argument because I think pretty much

          7    everybody says, well, we don't want to turn the

          8    Courts into a bunch of regulatory bodies saying a

          9    200 percent mark-up is okay here or a 500 percent

         10    there or we calculated somebody's rate of return

         11    and it was adequate or excessive.

         12               So I think to the economist the

         13    refusal to deal is setting an incident price.

         14    So another way to think about it is what are the

         15    terms on which the person is willing to deal.

         16    There's probably some terms if pushed and they

         17    are not acceptable to the other party.

         18               So of course one way to view this

         19    whole area is that, you know, plaintiffs here

         20    don't like the terms that were offered and they

         21    want to get better terms, negotiate better terms,

         22    and use antitrust lawsuits or at least the
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          1    prospect of them as part of those negotiations.

          2               Well, you are into terms and

          3    conditions and that has I think inevitably a

          4    regulatory flavor and it's just I think you have

          5    to be realistic about that if you're going to go

          6    in this direction.  It's one reason I think to be

          7    extremely wary.

          8               Now, we've heard and I think you'll

          9    hear from Professor MacKie-Mason, well, the IP

         10    laws are kind of crude and there is a balancing

         11    that needs to be done and so forth; why tilt so

         12    far on one side and just give these patent

         13    holders such discretion.  I agree that the IP

         14    laws are sort of a crude instrument.

         15               The fact is we're not I think ever

         16    going to be able to say, you know, the patent

         17    length or breadth is optimal or should be a

         18    little bigger or less.  And I'm a big believer in

         19    the need for some reform of the patent system.

         20               The hearings, the portion of these

         21    hearings that were held in Berkeley, you know, we

         22    spent a lot of times actually on problems with
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          1    the patent system.

          2               But I want to come out quite strongly

          3    in the view that if we think that patents are too

          4    broad or being -- or that bad patents are being

          5    issued or anything along those lines, I think

          6    that we should reform the patent system rather

          7    than gear up a whole regulatory apparatus through

          8    antitrust law imposing duties.

          9               And again in part that's because of

         10    the lack of attractiveness of having the Courts

         11    determine what terms and conditions are

         12    acceptable or which are not.

         13               A little story from the Kodak case on

         14    that:  Kodak had set these prices for its parts

         15    that largely were used as an internal transfer

         16    price to sell from the parts division to the

         17    service division.  And those were the prices that

         18    the plaintiffs wanted to buy the parts at.

         19               Of course Kodak said, well, those

         20    weren't prices that were ever set to sell in

         21    large quantities to third parties, and we would

         22    want to set higher prices.
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          1               And the plaintiffs of course -- and

          2    they will always say this, say we of course

          3    understand you get to have a reasonable price and

          4    a reasonable return; all we want is a reasonable

          5    price.  And then you get into, well, what does

          6    that mean.

          7               Of course when it came to calculating

          8    damages the plaintiffs in the Kodak case said,

          9    well, we should have been able to buy the parts

         10    at exactly the prices Kodak was selling them

         11    internally.  And that was what was put forward

         12    for the Jury.

         13               So there's always going to be what's

         14    reasonable, what's not reasonable in terms of

         15    these prices.  The best you could hope to do I

         16    think is to look for circumstances where there is

         17    a dealing that's going on and there's some

         18    discrimination.  So one group is being sold parts

         19    or refused a license.

         20               A plaintiff comes forward, I want a

         21    license on the same terms as the other guy, which

         22    is the advantage of at least the Court does not
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          1    have to completely construct the terms and

          2    conditions.

          3               They can say, well, we see some terms

          4    and conditions; maybe we would require those to

          5    be offered to the plaintiff or some other class

          6    of licensees that are not -- that the company has

          7    not voluntarily offered them to.  But then you

          8    start to think about that and you realize wait a

          9    moment.

         10               The whole economic conditions may be

         11    different.  Maybe I offered a license to you to

         12    use my patent in a field that I'm not

         13    particularly interested in pursuing.

         14               But there is an area where I am

         15    interested in and I am trying to reserve for

         16    myself, and I think we understand field of use

         17    restrictions, typically legitimate.  And I don't

         18    want to offer a license on the same terms to a

         19    direct competitor in a geographic area or a field

         20    of use where I have chosen I want to pursue it.

         21               So nondiscrimination there may be an

         22    easy out for a Court or a Jury, but it doesn't
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          1    really have a very good economic basis in terms

          2    of kind of getting legitimate returns I would say

          3    to the patent and the investment.

          4               Third point, this whole question of

          5    looking at intent as a way to decide these cases

          6    seems to me, you know, fundamentally flawed.  The

          7    Kodak rule has been I think widely and I think

          8    rightly criticized, saying, well, it's okay.  If

          9    you refuse to license because you are protecting

         10    your patent rights, that's okay.

         11               If you refuse to license because

         12    you want to protect a return on your R & D

         13    investments, not sure that that's considered

         14    okay.  If you refuse to license because you want

         15    to exclude the other guy so you can make more

         16    money with your own product, then that's not

         17    okay, or something along these lines.

         18               This just doesn't make economic sense.

         19    So the whole notion that we need this inquiry to

         20    determine the intent and the purpose of the

         21    refusal I think is wrong.  I think it's not a

         22    useful direction of inquiry.
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          1               I mean I'm prepared to assume that

          2    typically when there is a refusal it is because

          3    there it is in the commercial interests of the

          4    patent holder not to license, at least on the

          5    terms that the other party would find acceptable.

          6               That will typically be part of the

          7    earning a return on the R & D and the investments

          8    that are reflected in the patent.  And it may

          9    very well lead to exclusion or lead to higher

         10    prices in the short run.  We can sort of presume

         11    all those things in comparison with a more

         12    attractive license that's being sought.

         13               So I don't know that we need an

         14    inquiry into all that.  That's going to be the

         15    typical fact pattern.  And I don't see why that

         16    would justify imposing this duty.  And it's not

         17    clear what the limiting principle really should

         18    be.

         19               I mean one of the arguments Kodak made

         20    actually was, well, if we have to sell these

         21    patented parts against our will to ISOs, do we

         22    have to license the patents that go into the
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          1    photoreceptor belt, one of the key parts in the

          2    machine, to Canon.  They are a competitor.

          3               They may think, hey, this is a cool

          4    way of making copiers that they hadn't quite

          5    thought of.  They want a license too.  And I

          6    think most people even though sympathetic to the

          7    ISOs would say that's not right.  It's all these

          8    ISOs somehow deserve or need the parts or

          9    something.

         10               But Canon, they should look out for

         11    themselves.  They should make their own damn

         12    copier.  But what's the limiting principle once

         13    you start in this direction?  And intent can't be

         14    it.

         15               Fourth point, more methodological.

         16    I'm just concerned about the use of some of the

         17    terms here.  Unilateral refusals, I'm big on

         18    using the term conditional or unconditional

         19    refusals.

         20               The lawyers have been struggling for a

         21    long time with what does unilateral mean versus

         22    agreements, particularly in vertical contexts
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          1    where it doesn't really hold up as well as it

          2    does in a horizontal setting.  I guess I take --

          3    I understood the topic today to be unconditional

          4    refusals to deal.

          5               I'm just not going to license to you.

          6    And I'm coming out pretty strongly that that's

          7    generally within the rights of the property

          8    holder, intellectual property or otherwise.

          9               Once you get into conditional refusals

         10    to deal, well, I won't sell to you unless you

         11    take my other product; I won't sell to you if you

         12    buy from my competitor; I won't sell to you if

         13    you do this or unless you do that, well, now

         14    we're into a whole set of basically restrictions

         15    associated with licenses.

         16               And those seem to me very much

         17    suitable for the subject of possible antitrust

         18    scrutiny and limits.  Otherwise all of a sudden

         19    tying and exclusive dealing and all manner of

         20    things can get -- sort of tucks in under

         21    intellectual property.  And that can't be right.

         22               That does seem to me the danger in the
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          1    Xerox decision, that it sort of hints at this

          2    sort of -- this broader permissions for

          3    conditional refusals to deal.

          4               Now, some people argue, oh, well, if

          5    you can unconditionally refuse to deal then you

          6    should certainly be able to conditionally refuse

          7    to deal because it's more accommodating.  That's

          8    just not right.  You can create incentives

          9    through conditional refusals that you can't

         10    create through unconditional refusals.

         11               An exclusive dealing arrangement would

         12    be sort of an obvious example.  So that's where I

         13    think we want to kind of rightly focus our

         14    attention on these restrictions and conditional

         15    refusals although I understand that's not the

         16    core topic today.

         17               Selective licensing is exactly the

         18    same analysis.  I'm only going to choose to

         19    license to people who don't deal with my

         20    competitors.  Well, that's very much akin to

         21    exclusive dealing.

         22               It's just who am I willing to offer my
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          1    license to even if it is not an expressed

          2    provision that you deal exclusively with me.  So

          3    selective licensing and conditional refusals seem

          4    to me fair game.

          5               And I wish that the Supreme Court had

          6    granted cert. in Xerox so they could have cleared

          7    that up and taken a good whack at the Kodak

          8    decision in the Ninth Circuit at the same time.

          9               Last point, and I'm running out of

         10    time, what to do about historical course of

         11    dealing.  And I don't have a particularly good

         12    answer here.  This is of course is part of Kodak

         13    in terms of if you've been dealing with people

         14    for a while can you stop.  All of us think of

         15    Aspen Skiing obviously as well.

         16               I think -- let me just list the

         17    arguments as I see them without really putting

         18    forward a strong view one way or another, much

         19    less an answer.  It seems to me there are three

         20    reasons you might think why you would want to

         21    impose a duty on let's say a patent holder who's

         22    been dealing to keep dealing.
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          1               And then I'm going to put the counters

          2    to each of these.  So the first reason would be

          3    dealing has proven to be feasible, okay, and it

          4    appears to be perfectly consistent with the

          5    investment and creation of the property in the

          6    first place.  They've been dealing with people,

          7    so why not -- we can see that this works in

          8    practice.  That's one.

          9               Second one, you can use the

         10    pre-existing terms and conditions as a template.

         11    So at least if you're going to have to engage in

         12    regulating the terms and conditions, it's a

         13    little easier.  You say, well, do what you did

         14    last year.

         15               And then the third thing would be

         16    maybe people have relied on an expectation that

         17    there would be such dealing.  And so the ending

         18    of the dealing could be seen as a form of

         19    opportunism.  So I think those are legitimate

         20    arguments.  Each one has a counter.

         21               The first one the counter would be,

         22    look, conditions change.  I was dealing with
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          1    people for a while, but now I want to create the

          2    new generation of my product and I want to do it

          3    differently and maybe I have more quality control

          4    or some other set of commercial interests.

          5               So I don't want to be stuck forever

          6    just because I chose to do something ten years

          7    ago.  We need flexibility.  Really the second

          8    point has the same counter.

          9               Well, I've been charging certain

         10    prices.  I want to change the prices.  I want to

         11    change the terms.  What, I can't change them?

         12    It's still a form of regulation even if you are

         13    tying me to yesterday's prices.

         14               And the third, the reliance issue,

         15    I think it is a serious question.  Shouldn't

         16    private parties if they are going to make

         17    reliance investments seek their own assurances

         18    that a standard will be open or something will be

         19    licensed on an ongoing basis, rather than some

         20    sort of broad antitrust regime that would require

         21    ongoing dealing?

         22               So you could at least ask is it really
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          1    a market failure that needs to be fixed which is

          2    one of the issues that has come up with Kodak and

          3    opportunism generally.  So with that I'll turn it

          4    over to Professor MacKie-Mason.  Thank you.

          5               JEFF MACKIE-MASON:  Thank you all for

          6    being here and having me.  It's a pleasure to be

          7    here.

          8               Like Carl I have been involved in most

          9    of the cases we have talked about today, in

         10    Kodak, Intergraph, Xerox, a slightly different

         11    one, CCS v. Xerox which was the same case as CSU

         12    essentially but got the rug pulled out from under

         13    it by the Fed. Circuit when it made the CSU

         14    decision.  And Microsoft.

         15               I've been however on the opposite side

         16    from Carl in all of those except Microsoft.  But

         17    despite that I may disappoint you and perhaps our

         18    organizers today by not disagreeing with Carl

         19    very much.  I'm not sure if we were hired as the

         20    entertainment for the day.

         21               But I'm not actually going to argue

         22    with him very much about anything.  In particular
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          1    like Carl to a large extent I'm not really

          2    interested today -- my understanding about the

          3    purpose today was not really to argue the facts

          4    of specific cases, but to think about the

          5    principles that are raised by the issues in these

          6    cases.

          7               And I'm going to try to stick almost

          8    entirely to an economic perspective about those.

          9    Many of the issues I think are clearly legal, but

         10    I want to talk about some of the economic

         11    principles involved.

         12               The summary of the points I want to

         13    make, first, I think the IP/antitrust conflict

         14    properly defined is inevitable, and I'll explain

         15    what I mean by that.

         16               I'm going to claim that both economic

         17    theory and empirical evidence really offer

         18    disappointingly little to guide us on where to

         19    draw the lines and how to devise an optimal

         20    IP policy or an optimal antitrust policy

         21    particularly where they conflict.  There are some

         22    clear situations where I think there is guidance.
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          1               And that's useful.  Whatever the legal

          2    rules are, even if we don't have the policy

          3    right, there are things that economists can

          4    certainly analyze.  There are things that we can

          5    do to help implement or apply the rules.  It

          6    would certainly help if the rules were clear

          7    which they aren't at the moment in this area.

          8               And it would help even more for the

          9    economists at least if they were grounded on

         10    economic principles.  And that's something I do

         11    want to argue.  I think there is a reason why

         12    they should be.  And again I think some of the

         13    key rules today really aren't economically

         14    coherent.  They are not necessarily incoherent.

         15               Since we don't know exactly what they

         16    are it's a little hard to say what they are.  But

         17    they certainly aren't economically coherent.

         18    First I really think there is not much argument

         19    that refusals to license can harm competition.

         20               In fact at some level it's within the

         21    notion of not selling something so somebody else

         22    can resell it or compete with you.  Of course
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          1    that's the case.

          2               But there are some specific cases that

          3    most of the speakers today have noted where

          4    there's reason to be concerned potentially about

          5    how refusals can harm competition.  You can use a

          6    refusal so implement tying.  You can use a

          7    refusal to foreclose or leverage into a second

          8    market.

          9               You can use it potentially to protect

         10    a monopoly in a current market.  That was one of

         11    the arguments in the Intel cases, that its

         12    refusal to -- its withdrawal of its previous use

         13    of -- allowing people to use its intellectual

         14    property was a way of trying to protect its

         15    current monopoly.

         16               It may or may not have gone beyond its

         17    rights.  So at least among economists I don't

         18    really think there's much dispute that there is

         19    potential harm to competition.  And what that

         20    leads to is a reduction in aggregate consumer

         21    surplus, what we call static welfare harm.

         22    Prices may be higher.



                                                                 164

          1               Quality may be lower or suboptimal.

          2    The variety of products available may be less.  I

          3    really don't think there is much dispute about

          4    those possibilities, and there are plenty of

          5    cases where it is clear that that's happening.

          6    On the other hand refusals can benefit

          7    innovation.  The option to refuse is a strategy.

          8               It's a potential competitive strategy,

          9    not letting somebody use your property electric

         10    or otherwise.  I agree with Carl that the

         11    distinction I don't think makes much sense at

         12    least from an economic point of view.

         13               And in particular the option to refuse

         14    at least potentially increases the expected

         15    return that somebody could get from their

         16    property.  It's essentially another arrow in the

         17    quiver.  It's one more thing, one more strategy

         18    you can implement.

         19               And there are certain circumstances in

         20    which being able to refuse to deal with your

         21    property will allow you to increase your profits.

         22    And of course with a reduction in the
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          1    incentives -- sorry.

          2               With a reduction in profits you don't

          3    have as much -- or expected profits, you don't

          4    have as much incentive to invest in innovation in

          5    the first place.

          6               I do want to note that something that

          7    isn't actually talked much about in this

          8    literature in the recent years but it's also true

          9    and has been around for a long time in the

         10    economics literature is the fact that it isn't

         11    the case that an increased monopoly return always

         12    leads to more overall invention in society.

         13               Static monopoly distortion sometimes

         14    reduces aggregate innovative effort.  Greater

         15    expected returns to the firm we generally expect

         16    to increase the innovative effort by that firm.

         17    But it may discourage innovative effort by other

         18    firms.  And there are examples of that.

         19               And in fact I think the Microsoft case

         20    is rife with examples of that at least allegedly.

         21    The proof of the harm to innovation was perhaps a

         22    little scanty.  But Microsoft arguably leveraged
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          1    its desktop operating system monopoly into a lot

          2    of other products.

          3               And it's clear I think to certainly

          4    any casual observer and to most of the people who

          5    invest in this industry that it's discouraged

          6    other firms from investing in innovation in these

          7    other products because they don't want to go up

          8    against Microsoft.  They know they'll lose.

          9               Whether on net that's led to more or

         10    less innovation we don't know.  It may be that by

         11    restricting Microsoft's monopoly returns

         12    Microsoft will invest less.  But by allowing

         13    Microsoft less trammeled rights or less

         14    restricted rights to exercise its market power,

         15    that will discourage innovation by others.

         16               So in thinking about how to balance

         17    the returns to innovation and allowing options to

         18    do things like refusing to deal as we are

         19    focusing on today to innovators which increases

         20    their expected returns potentially with the

         21    benefit of increased innovation, how do we

         22    balance that against the other harms from market
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          1    power that can be obtained -- sorry -- caused by

          2    conduct that the innovator undertakes with its

          3    property.

          4               Even if we know that the option to

          5    refuse on net is a benefit to innovation -- and

          6    we don't actually know that as a general

          7    principle about all innovation.  As I said,

          8    there's been a longstanding theoretical empirical

          9    debate.

         10               And it's ambiguous whether or not the

         11    protection of intellectual property on net

         12    increases innovation, certainly not all the time.

         13    Even if we assume that there is a net benefit, we

         14    still have the trade-off of the static harm.

         15               And there are going to be times when

         16    the static harms will exceed the dynamic benefits

         17    or the monopoly distortion will exceed the

         18    innovation benefits.  So where should policy draw

         19    the line?  I'm not talking now about how should

         20    we interpret the given law.  But what should the

         21    law be?  This conflict is there.

         22               Should we permit all refusals to deal?
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          1    Should we permit none of them?  Should we permit

          2    some of them and define rules under which we say

          3    which ones are permitted and which ones aren't?

          4    We, economists, don't have an answer for you on

          5    that.  We don't have a theoretical answer I claim

          6    and we don't have an empirical answer.

          7               We don't know-how to really measure

          8    and we haven't really successfully measured the

          9    net benefits from intellectual property

         10    protection.  And we don't know-how to measure the

         11    expected harm to consumers overall from allowing

         12    refusals to deal.  We can look at it case by

         13    case.

         14               Even there we can't really get a

         15    calculation because slightly restrict -- or

         16    somewhat restricting the returns to a particular

         17    firm ex post, after they have already innovated.

         18    They have some property.  If we say they can't

         19    refuse to license in some case, we lower their

         20    returns.

         21               But the social policy issue is how

         22    much effect does that have on future innovative
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          1    investment by other firms.  We really can't tell

          2    you that.  So I say the conflict is inevitable.

          3    But if we step back for a moment, we should be

          4    careful about what we mean by conflict here.

          5               Both monopolization law and

          6    intellectual property protection law are actually

          7    trying to advance the same objective I would

          8    argue, consumer welfare.  Now, that's standard

          9    among economists to say that that's really the

         10    purpose of these laws.  Others will argue there

         11    are other purposes.

         12               But for our discussion today I don't

         13    think we need to argue about other purposes

         14    because certainly nobody has raised any of the

         15    other issues that there might be.  They are both

         16    concerned with consumer welfare.  But there are

         17    two different instruments.

         18               One is concerned with more or less

         19    static or fixed market conditions, and the other

         20    is more concerned with dynamic issues and

         21    innovation.  At times they are going to run into

         22    conflict.  They are two different instruments
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          1    trying to achieve the same goal but in different

          2    ways.

          3               And that's not always going to lead to

          4    a clear answer about which one should trump the

          5    other or how we should decide.  Fortunately the

          6    Courts don't ask us on a case-by-case basis to do

          7    that.

          8               Even under rule of reason analysis,

          9    we're not asked to do a global calculation of the

         10    total social benefits net of the benefits of

         11    innovation from a particular restriction versus

         12    the harm to consumer welfare.  But they are going

         13    to come into conflict.  There is no way to get

         14    around that.  Should IP trump antitrust?

         15               Is that the right resolution of this

         16    conflict?  I say surely not, at least not in

         17    general.  I'm speaking a little bit more

         18    generally than just refusals to deal here.  I

         19    actually am pretty sympathetic to those who think

         20    that any restrictions on refusals to deal should

         21    be very limited.

         22               I do not think that refusals to deal
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          1    generally are a problem.  But let me talk more

          2    generally for a moment.  The IP wins view seems

          3    to be the motto du jour.  It seems to be a

          4    generous interpretation, but nonetheless a common

          5    interpretation of the Fed. Circuit's Xerox

          6    opinion.

          7               But does that make sense as a matter

          8    of policy?  Does it make sense to have unlimited

          9    incentives for innovation, that there should be

         10    no restriction on the returns that a person can

         11    get from their intellectual property?

         12               Generally there's no reason to think

         13    that because there are offsetting harms caused by

         14    the exercise of monopoly power.  And this isn't

         15    really a deep point.  The Constitution grants

         16    Congress the right to give for a limited time

         17    these monopoly rights.  And indeed patent rights

         18    are limited in time.

         19               If we thought that there should be

         20    unlimited benefits -- I thought I had another

         21    line here.  If we thought there should be

         22    unlimited benefits, then we might as well just
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          1    say the patents should run forever.  There should

          2    be no time limit on them.

          3               Clearly we intend for their to be some

          4    limits on the returns to intellectual property.

          5    And the question is where should they be in this

          6    intersection with antitrust.  Well, what can we

          7    offer if we can't tell you where that boundary

          8    should be exactly?  There's some clear case where

          9    is advice is reasonably unambiguous I think.

         10               And I also think that we have

         11    reasonably robust tools for analyzing situations

         12    if the rule is clear.  But unfortunately I think

         13    the rules right now aren't very clear.  Some

         14    clear cases:  Most economists now I think

         15    probably agree that it doesn't make sense to

         16    intervene if a firm doesn't have market power in

         17    the first place.

         18               The mere refusal to license something

         19    when the firm doesn't have market power in the

         20    ancillary market or wherever it is that the

         21    complaint is arising doesn't make much sense.  I

         22    say this is a more robust version of the Chicago
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          1    school dictum.

          2               The Chicago school theory some years

          3    ago was that you couldn't get two monopoly rents.

          4    There was no gain from tying or leveraging

          5    because you could extract all the monopoly rent

          6    in the first market.

          7               In fact that's not true.  There have

          8    been a number of demonstrations both theoretical

          9    and empirical situations in which there are gains

         10    from tying or leveraging.  But a variant on the

         11    Chicago theorem is that generally you can't

         12    leverage market power out of nothing.

         13               If you don't have market power, then

         14    refusing to deal isn't going to give it to you.

         15    And I'm absolutely fine with that.  There are

         16    some other clear cases.

         17               I don't want to go into them now in

         18    part because I think they are very limited in

         19    applicability where we can unambiguously say

         20    antitrust should trump or IP should trump in this

         21    particular instance.

         22               I do want to warn that I think simple
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          1    theories sometimes can be too simple and are

          2    taken too quickly as an opportunity to try to

          3    resolve things in the law.

          4               For example, before Kodak some

          5    economists and then Justice Scalia in his dissent

          6    seemed to believe that as a matter of theory, as

          7    a matter of natural law if you will it would be

          8    impossible to exert anticompetitive power in an

          9    after market if you had a competitive foremarket.

         10               That turns out not to be true, that

         11    you can cause monopoly distortion.  You can have

         12    monopoly harm.  There are debates about how

         13    significant it is.  Carl and I have debated this.

         14    It may not be very important empirically.

         15               But the fact is that the theory was

         16    just wrong, that you can cause distortion in

         17    an after-market even if the foremarket is

         18    competitive.  It was too simple.  It ignored

         19    some things that go on in reality.

         20               In post Kodak -- there are so many

         21    different Kodak cases or opinions you have to be

         22    clear which we mean.  Post Kodak '92 theory, as
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          1    some have noted originally Kodak was not an

          2    intellectual property case either in the law or

          3    in the facts.

          4               The intellectual property issues

          5    weren't raised really until trial and then in the

          6    appeal to the Ninth Circuit.  One of the

          7    arguments made by the defense experts and in a

          8    recent paper by Carlton and Waldman is that the

          9    manufacturers could have implemented exactly the

         10    same economic results by charging very high

         11    prices for parts.

         12               And that would be legal, that it's

         13    perfectly legal for a monopolist to charge high

         14    prices for their patented goods.  And if they

         15    raised the prices sufficiently, ISOs wouldn't

         16    have been able to compete and they would have

         17    gotten the same effect or they would have been

         18    able to compete only a little bit around the

         19    fringes.

         20               But that's also I think too simple.

         21    In fact Klein and Wiley in their paper today note

         22    and others have noted as well that because parts
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          1    and service labor are substitutable that that

          2    itself would cause a distortion.  The effects

          3    wouldn't be equivalent.

          4               It may be that they could keep out

          5    competition, but they would have other effects on

          6    the market.  So to say they could do the policy

          7    equivalently by raising parts prices was just too

          8    simple.  It doesn't solve the problem there.

          9               Today Ben Klein and John Wiley suggest

         10    that -- and I may be mischaracterizing because

         11    I'm not really clear that they were really

         12    suggesting this.  But they seemed to be

         13    suggesting that refusals to license are simply

         14    price discrimination.

         15               Now, I'm not sure if they meant just

         16    in these cases in Kodak and Xerox.  But they

         17    seemed to be saying that what was really going on

         18    was price discrimination, and we should evaluate

         19    the case as a price discrimination case and not

         20    think of it as a refusal to license.  But we know

         21    that's not always true.

         22               There are several other non-price
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          1    discrimination motivations for refusals to

          2    license.  So a theory that is based on price

          3    discrimination isn't sufficient to answer the

          4    problem either.  So what can we do?

          5               The second point about what economists

          6    can do, given that we have some rules, given that

          7    we do have some case law, we have some statutes,

          8    what can we add in trying to implement those or

          9    interpret those?

         10               Well, to my reading as a non-lawyer it

         11    seems clear that antitrust does impose some

         12    limits on the use of intellectual property.  The

         13    Supreme Court in Kodak -- its Kodak decision and

         14    the D.C. Circuit in its Microsoft decision cited

         15    it and went on to say some things of their own.

         16               We have held many times that power

         17    gained through some natural advantage such as a

         18    patent can give rise to liability if the seller

         19    exploits his dominant position in one market to

         20    expand his empire into the next.  Now, is that

         21    just tying as some people have suggested because

         22    the context of that quote was about tying?
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          1    Maybe, maybe not.

          2               But in many cases there are clearly

          3    some limits.  Much of the case law seems to focus

          4    on those limits being defined by power extended

          5    beyond the statutory scope of the patent.  We

          6    talked about that some this morning, or the

          7    copyright grant.

          8               Well, the problem for an economist is

          9    that we don't know, as I said earlier, really

         10    what patent scope means.  Suppose it means, as

         11    something suggested this morning, the relevant

         12    antitrust market defined as we normally define

         13    antitrust markets for that patented good or

         14    process.

         15               Well, if that were the case then we

         16    could apply standard market definition analysis

         17    which we're reasonably good at to determine

         18    whether some exclusionary act is immune from

         19    antitrust prosecution.  If it's not an act that's

         20    affecting competition outside the relevant market

         21    for the patent, then it's immune.

         22               That might be the rule and we could
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          1    help answer that question.  Unfortunately as far

          2    as I can tell there is no really good reason to

          3    believe the patent scope is the same as the

          4    relevant antitrust market.  And I don't actually

          5    think it probably should be.

          6               There are a number of reasons to think

          7    that the market for a particular innovation has

          8    little to do defined in the usual antitrust sense

          9    with the scope of that innovation, what that

         10    innovation was designed for or what it could be

         11    used for.

         12               And it would probably be way too much

         13    of a restriction on the returns to inventors to

         14    say that it can't do anything outside of the

         15    narrowly defined market for its innovation.  So

         16    we have little guidance on what scope means

         17    except that we know that it's important.

         18               It shows up in many of the major

         19    cases including the Supreme Court decisions.

         20    Unfortunately to figure out what scope should

         21    mean in some optimal policy sense we have to

         22    solve the original problem that I posed which is
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          1    that we'd have to figure out where we want to

          2    draw the boundaries.

          3               How much return should firms be able

          4    to get on their intellectual property and where

          5    should we draw the restriction?  And we

          6    economists again claim we can't give much

          7    guidance on what scope should be.  But I know

          8    that as long as scope isn't defined clearly we

          9    also can't do much to help you implement it.

         10               So absent the right answer we need a

         11    clear answer.  Without that we waste resources in

         12    litigation and we probably discourage firms from

         13    investing and innovating.  As Paul Kirsch said,

         14    right now the rule of the land seems to be Fed.

         15    Circuit Xerox and perhaps even a broader version

         16    of Xerox.

         17               Some people seem to think Xerox is

         18    broader than maybe the Fed. Circuit intended

         19    because of some of the dicta in the case.  If we

         20    have confusion, that's going to affect people's

         21    innovation and investment decisions.  I think we

         22    need these rules to be economically sound.
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          1               If we accept the purpose of IP law and

          2    antitrust law is economic, it is to maximize

          3    consumer welfare, then there is a justification

          4    for writing the rules to implement them in terms

          5    that make economic sense.  I'm just going to

          6    really repeat something here that Carl said so

          7    I'll do it very briefly.

          8               Kodak, the Ninth Circuit in its

          9    decision on the trial appeal ruled that looking

         10    at intent was relevant for deciding whether or

         11    not this was a reasonable business justification.

         12    I'm actually with Carl on that.  I don't agree.

         13    I don't think that makes sense for exactly the

         14    same reasons he said.

         15               All IP law is designed to allow firms

         16    some right, some limited right, but some right to

         17    exclude.  Another way of thinking about it is

         18    from a policy point of view it's designed to give

         19    firms profits, returns to their investments to

         20    encourage innovation.

         21               So anything a profit maximizing firm

         22    does with its intellectual property in some sense
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          1    if they are intelligently profit maximizing is

          2    motivated by exactly the thing that the law

          3    stands for, which is to get returns to the

          4    profit.

          5               So any intent that you have to use

          6    your property to make profits falls within the

          7    notion of what the intent is of the intellectual

          8    property law.  So I don't think asking that

          9    intent solves anything.  I do think in the facts

         10    of this case that Kodak was not about

         11    intellectual property.

         12               It was about other things.  But that's

         13    a debate about that case and I'm not interested

         14    in that right now.

         15               So my conclusion is if the primary

         16    purpose of these laws is economic and if it's

         17    really the same purpose, to promote consumer

         18    welfare, then we need to work towards rules that

         19    are sensible in economic terms for deciding which

         20    law takes place when and which holds.

         21               When we have second best rules,

         22    we can do something about implementing them,
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          1    interpreting them.  But it would sure help if the

          2    Courts could be convinced to try to lay down case

          3    law that makes sense in economic terms.  And

          4    that's a plea to those who write amicus briefs

          5    and such to the Courts or maybe to Congress.

          6               This is something that has been

          7    largely worked out in market definition.  Thirty

          8    years ago market definition was pretty much

          9    economically incoherent.  Now days I think

         10    everybody is pretty comfortable with the basis

         11    for market definition and how we do it.

         12               Factually it still can be a morass.

         13    But we all understand and we basically all agree

         14    on how to do it.  I think the same possibility is

         15    there for this boundary between IP and antitrust

         16    law.

         17               We may not get it exactly right, but

         18    we can at least hopefully develop it in a way

         19    that's economically coherent so that we then give

         20    certainties to the companies that are investing.

         21    They know what they are up against, and they can

         22    make rational decisions.  Thank you.
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          1               (Applause.)

          2               PAM COLE:  Before the government

          3    people or the feds or the cops, as John Wiley

          4    calls us, jump in with questions, do any of the

          5    other panelists have questions about -- or

          6    comments about some of the presentations that

          7    were made?  Chris?

          8               CHRIS SPRIGMAN:  Professor Shapiro

          9    talked about mandatory licensing essentially

         10    being an activity that requires price regulation

         11    which I think is right.  But I'd be interested to

         12    hear your view on the following observation.

         13               Infringement liability requires

         14    mandatory licensing because an award of damages

         15    for infringement is essentially equal to -- it's

         16    a proxy for a license that isn't there.  And that

         17    requires price regulation because we don't allow

         18    the infringer to say, you know, I want X and the

         19    Court just awards X.

         20               We have Courts making damages awards.

         21    Now, the incentive to innovate for that

         22    prevailing plaintiff is going to be affected
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          1    going forward by what the prevailing plaintiff

          2    got.  It doesn't seem to trouble us that we have

          3    Courts setting those awards.

          4               So why is it any more troubling than

          5    mandatory licensing in the refusal to deal

          6    context?  In fact maybe it's much more troubling

          7    because it's much more common.

          8               CARL SHAPIRO:  Well, I think

          9    there's -- obviously it's quite a big project

         10    every time one needs to calculate reasonable

         11    royalties or damages in an infringement case, and

         12    it tends to be fairly idiosyncratic to the case.

         13               I guess I would say that's an

         14    inevitable by-product of an intellectual property

         15    rights regime where infringement is sometimes

         16    found therefore to be suitable awards to the

         17    patent holder.

         18               I'm not keen on expanding the universe

         19    of situations in which we have to do those

         20    calculations to involve all manner of situations

         21    where parties could not voluntarily come to

         22    terms.
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          1               And so now an antitrust plaintiff says

          2    you have to deal and we'll have to go through

          3    presumably experts and other calculations to

          4    determine the terms.  It won't be any easier.

          5    But there will be more of that necessary.

          6               And that's what I'm concerned about as

          7    being inefficient and without a good basis, a

          8    broader policy basis for wanting to go in that

          9    direction.

         10               PAM COLE:  Doug?

         11               DOUGLAS MELAMED:  I have a slightly

         12    different take on this.  Clearly there are the

         13    kinds of transaction costs that Carl was

         14    referring to.

         15               One of the ways to put those in

         16    context though is to understand that the reward

         17    for those costs is not only the obtaining of

         18    a remedy in that particular case but the

         19    reinforcement, the deterrent value of the

         20    antitrust law and the prevention of what may be

         21    a much wider spread pattern of anticompetitive

         22    conduct, and if you are not willing to incur them
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          1    in those instances when the matter comes to

          2    litigation.

          3               Specifically on the question of how

          4    do you set the terms, I mean remember if you're

          5    looking at it from the standpoint of remedy we're

          6    not talking about taking away anybody's property.

          7    We're talking about what in some parlance would

          8    be called converting a property right into a --

          9    a property rule into a liability rule.

         10               And then at the remedy stage frankly

         11    it doesn't strike me as terribly important

         12    whether -- how precise you are.  If you charge

         13    a royalty of two percent and it ought to be

         14    1.8 percent, I mean or 2.2 percent, I mean big

         15    deal.  It isn't that huge a matter.

         16               To me the greater difficulty though,

         17    or greet difficulties are twofold.  One, to the

         18    extent that the remedy entails not price terms

         19    like the know-how issues Professor Arora referred

         20    to earlier or some of the issues that, for

         21    example, we get into in Microsoft, then you are

         22    really into an intractable problem where you
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          1    can't simply move along a continuum of price and

          2    say, oh, we're a few cents off; who cares.

          3               And secondly and most importantly, to

          4    me the hard question is determining when did the

          5    defendant cross a line when he said I'll license

          6    to you for X percent and no less.

          7               At what point is that a pretext, is

          8    that anticompetitive because he was not behaving

          9    in some anticompetitive way, versus when is it

         10    refusal to deal not anticompetitive.  I guess

         11    what I'm trying to say is the price issue it

         12    seems to me is a much tougher one at the

         13    liability stage than at the remedy stage.

         14               PAM COLE:  Jonathan?

         15               JONATHAN GLEKLEN:  Yeah.  I guess I'd

         16    also just disagree with the relevance of Chris'

         17    inquiry.  In a patent infringement case you get

         18    two things.  You get an injunction.  You almost

         19    always get an injunction against the infringer.

         20    And then we just need a system to compensate you

         21    for your past harm.

         22               And whether reasonable royalty is
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          1    the right thing as opposed to an unreasonable

          2    royalty, that's a decision that Congress made,

          3    and it may or may not be the right one to create

          4    the right incentives.  But I think the key

          5    issue -- the key point for our discussion here

          6    is what they get as the injunction.

          7               PAM COLE:  Mark?

          8               MARK WHITENER:  Just to kind of chime

          9    in on this, the question -- and I'm agreeing with

         10    John essentially.  You're trying to figure out

         11    what the plaintiff lost because the defendant

         12    used their property in the past.

         13               In a refusal case we're really

         14    struggling with what would be the standard

         15    against which you're trying to calculate the

         16    royalty.  And what that goes to is the -- you

         17    know, is the benchmark a market price?  Is it the

         18    price that fully compensates the innovator for

         19    their investment?

         20               And that could be a lot bigger swing

         21    than one or two or five percent.  It could be

         22    50 percent.  It could be a lot higher.  And add
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          1    to that the fact that for a case to lie in this

          2    area you assume among other things by most

          3    standards market power.

          4               And so you have the consequence that

          5    the more valuable the intellectual property is

          6    the more likely there is a violation.  Well, that

          7    would suggest that the higher the reasonable

          8    royalty would likely be.

          9               DOUGLAS MELAMED:  Yes.  This is

         10    just a suggestion.  It's easier to answer.  But

         11    conceptually I think the question, the benchmark,

         12    is what is the profit maximizing price.  He's

         13    entitled that one.  But he's not entitled to give

         14    up profits for strategic reasons.

         15               MARK WHITENER:  And if we properly

         16    define what profit maximizing is, we might get

         17    to agreement.  But I'm not sure you are going

         18    to come to the same figure that I am when I'm

         19    looking at the entire flow of profits that stem

         20    from my innovation and my ability to exclude

         21    others from having access to it.

         22               CARL SHAPIRO:  And I'm looking
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          1    forward to your next paper, Doug, describing --

          2    enumerating these strategic reasons that are not

          3    considered legitimate versus the other profit

          4    maximizing reasons that are okay.

          5               DOUGLAS MELAMED:  Half an hour.  I'll

          6    try it.

          7               PAM COLE:  John, did you have a

          8    comment?

          9               JOHN WILEY:  Yes.  I wanted to speak

         10    to Jeffrey MacKie-Mason's question to us.  Were

         11    we talking about all refusals to deal when we

         12    said price discrimination was an explanation for

         13    some of them.  And the answer is no.  We are not

         14    talking about all refusals to deal.

         15               Some refusals to deal are simply --

         16    there are a million different reasons why people

         17    refuse to do business.  One of them though is to

         18    effectuate in essence price discrimination.

         19               And we think when we are talking about

         20    refusals to deal in the antitrust/IP context

         21    that's a significant explanation because we think

         22    it's the explanation for both cases that have
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          1    created the conflict.

          2               Now, I'd be interested in getting

          3    Professor MacKie-Mason's view on whether he

          4    thinks that it's a legitimate explanation for

          5    business to say we refuse to deal because we're

          6    trying to price discriminate.

          7               Would he be sympathetic to that

          8    explanation?  Or would he regard that more as an

          9    explanation that would condemn the refusal to

         10    deal as a matter of antitrust law?

         11               JEFF MACKIE-MASON:  Thanks for asking.

         12    I thought of commenting on that this morning when

         13    you spoke.  But the discussion moved elsewhere,

         14    so I held back.  I certainly agree with you that

         15    price discrimination is not always a bad thing

         16    for welfare.

         17               In fact one of my earliest papers was

         18    an example of when price discrimination could be

         19    improving.  So I'm on record on that.  And I

         20    was a bit confused about another thing you were

         21    arguing when you said that price discrimination

         22    doesn't indicate market power, that it's a common
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          1    practice.

          2               I guess I would say that differently.

          3    I think it is an indicator of market power.  It's

          4    not sufficient by itself.  But the fact that

          5    firms can charge different prices to different

          6    consumers is I believe a reasonable indicator

          7    that they have some ability to potentially charge

          8    prices different from the competitive level.

          9               And if there are barriers to entry,

         10    for instance, then they may be able to exercise.

         11    So I say that because I was a little confused by

         12    whether you were saying it shouldn't be used as

         13    an indicator of market power or whether it

         14    shouldn't be viewed as anticompetitive conduct.

         15               And your question now by business

         16    justification seems to be that.  I definitely

         17    don't think that price discrimination should be

         18    certainly per se illegal as anticompetitive

         19    conduct.  I actually didn't think anybody really

         20    did anymore.

         21               I thought the -- I thought you had to

         22    reach a little bit far to find case law that made
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          1    price discrimination seem like such a bad thing.

          2    I didn't think the Courts were as critical of

          3    price discrimination as you were.  What I think

          4    about it, is it a valid business justification?

          5               To my mind the notion of valid

          6    business justification has always been -- the

          7    language is a little strange.  Does valid

          8    business justification mean that the firm has a

          9    profit maximizing reason to do it?  Well, then

         10    that's not saying anything at all because

         11    monopolists are trying to maximize profits.

         12               I always take valid business

         13    justification to be a question about whether

         14    there is a procompetitive justification,

         15    whether the firm is doing that and it will have

         16    procompetitive effects.  And the answer for price

         17    discrimination is sometimes yes, sometimes no.

         18               So I wouldn't give it a blanket pass

         19    the way I think you're suggesting, that we should

         20    give it a presumptive procompetitive business

         21    justification standing.  But I also wouldn't give

         22    it a blanket negative.  I would say that
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          1    unfortunately with price discrimination it's

          2    ambiguous.

          3               And if you really think that's what's

          4    going on in a case, you may have to look into it

          5    on a rule of reason basis.  But I wouldn't say

          6    that that's a presumptive procompetitive business

          7    justification.

          8               JOHN WILEY:  I understand what you are

          9    saying about the ambiguity in welfare terms of

         10    price discrimination.  But I'm worried that first

         11    of all it's beyond any practical judicial ability

         12    to untangle, you know, to do a reliable welfare

         13    analysis of price discrimination in any given

         14    case.

         15               I guess I'm more convinced that price

         16    discrimination is commonly accomplished by people

         17    with absolutely no market power than you are.  I

         18    suppose it's unfair to put you on the spot and

         19    ask you if you price discriminate.  But would you

         20    be willing to allow that, you know, of economic

         21    consultants who do?

         22               And to return to my example of the



                                                                 196

          1    morning, law firms that price discriminate.  If

          2    we think of everyday businesses that are charging

          3    different customers different prices, I think it

          4    snaps into focus immediately that this is a

          5    practice that's extremely widespread throughout

          6    the economy and is absolutely no sign at all of

          7    appreciable market power.

          8               So if that's the case -- maybe I

          9    should just stop there.  I've gone on long enough

         10    with my question.

         11               My concern is for any case-by-case

         12    adjudication as to whether price discrimination

         13    in this particular situation is welfare enhancing

         14    or welfare diminishing, to ask a Federal District

         15    Judge to do that is really to consign ourselves

         16    to decades of litigation.

         17               JEFF MACKIE-MASON:  I agree with that.

         18    I guess I haven't actually seen that many cases

         19    where price discrimination was really alleged as

         20    being anticompetitive conduct except, you know,

         21    in Robinson Patman type cases.  And all I was

         22    saying is I don't think that it should be a
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          1    presumptive business justification.

          2               We shouldn't presume that it's

          3    procompetitive and say that if they are doing it

          4    for price discrimination reasons then that's a

          5    valid business justification.  I think if that

          6    is going to be raised -- which as you said it

          7    wasn't -- in either Kodak or Xerox -- and I

          8    was -- as an aside, I'm sort of interested in it.

          9               It's certainly not that Kodak

         10    was embarrassed to talk about its price

         11    discrimination.  I discovered they were doing

         12    it because of Carl's excellent testimony in the

         13    class action case where he praised them and

         14    bragged about how much price discrimination they

         15    had and that's why they shouldn't certify a

         16    class.

         17               I said, wow, they're doing a lot of

         18    price discrimination.  That's an aside.  I

         19    just don't think it should be a presumptive

         20    procompetitive business justification.  As far as

         21    market power, I think if you see substantial

         22    price discrimination, more than sort of
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          1    frictional price discrimination.

          2               Then it's a sign of at least some

          3    local market power.  I think that was part of the

          4    problem with the movie theater example.  There

          5    you had intellectual property, movies, and you

          6    had also geographic markets.  So there was some

          7    local price discrimination.  Is it enough to

          8    raise it to the level of antitrust concern?

          9               Of course it often isn't.  That's why

         10    I say you have to meet other conditions there as

         11    well.  There have to be barriers to entry.  It

         12    has to effect a significant amount of commerce.

         13               So I think that it's potentially an

         14    indicator, especially if there is a large amount

         15    of price discrimination and they are able to

         16    prevent arbitrage.  But by itself it's not enough

         17    to judge that they have market power.

         18               PAM COLE:  I wanted to turn the

         19    discussion a little bit to this subjective intent

         20    versus some type of objective analysis debate.

         21    I've been trying to keep a Gallup poll here in

         22    terms of where people stand on certain issues.
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          1               And if my poll is correct, Paul Kirsch

          2    is really the only one who has stated that he

          3    thinks the subjective intent test is at times an

          4    appropriate test.  And maybe this is a question

          5    for Paul and then comments.

          6               But, Paul, I think you also said that

          7    you did not think the Kodak case was perfect

          8    because it didn't take a rule of reason analysis.

          9    It didn't do any type of rule of reason analysis,

         10    which, you know, seems to be somewhat in conflict

         11    with the subjective intent test.

         12               So are you proposing some type of

         13    middle ground here in terms of performing -- the

         14    Courts performing some type of rule of reason

         15    analysis coupled with the subjective intent?

         16               PAUL KIRSCH:  I think that's exactly

         17    right, Pam.  Excuse me.  I wouldn't want to be

         18    the only one on this panel that was -- an eminent

         19    economist who was supporting antitrust intent as

         20    the only way to suggest there could be section II

         21    liability in a refusal to deal case involving

         22    intellectual property.
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          1               I think Kodak isn't perfect, as I

          2    said.  And I think there should be a rule of

          3    reason analysis together with an analysis -- a

          4    detailed analysis of what the market is, what's

          5    going on in the market.  And how you define the

          6    market again is critical.

          7               It's not just the technology market or

          8    the market that's covered by the patent at issue.

          9    It might be in related markets, submarkets, or

         10    adjacent markets.  And it's not just the conduct

         11    of the patent holder with regard to the patent,

         12    refusing to deal on the patent.  It's how they

         13    deal with other competitors.

         14               It's the effect of their other conduct

         15    on consumers.  And in some ways I think we might

         16    return to an essential facilities doctrine

         17    analysis if necessary if it's, for instance, an

         18    important patent affecting public health.

         19               Then maybe patent holders do have a

         20    duty to deal if somebody has an anthrax patent

         21    that will -- could create an anthrax vaccine.

         22    I don't think that the antitrust laws should be
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          1    just wiped aside and say that you can't get into

          2    somebody's intent plus a detailed market

          3    analysis.  And I hope I wasn't the only one.

          4               I think Chris earlier may have

          5    suggested that he agreed in some limited

          6    circumstances you can look at the patent holder's

          7    intent in refusing to deal.  So, Chris, I hope

          8    you back me up here.

          9               CHRIS SPRIGMAN:  I'm not sure I said

         10    that.

         11               PAM COLE:  Nice try, Paul.

         12               CHRIS SPRIGMAN:  I think this Kodak

         13    opinion has become radioactive and it's a little

         14    unfair.  When the Court was talking about intent,

         15    it was talking about an instruction to the Jury

         16    and whether an instruction to the Jury that was

         17    insufficient was nonetheless harmless because

         18    Kodak's late in the game trundling forward in one

         19    paragraph of the closing argument of an IP --

         20    protecting investment in IP justification was

         21    not basically credible.

         22               It was a pretext.  I'd like to be
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          1    charitable to this opinion and say it can be

          2    reconciled with a better approach which is

          3    not subjective intent so much as intent as

          4    objectively probative of a strategy that had no

          5    justification but for its exclusionary effect,

          6    no profit maximizing justification but for

          7    exclusion, by which again I mean to say that

          8    although the intellectual property holder is

          9    entitled to exclude and thereby collect a

         10    monopoly rent -- and I think the Kodak Court did

         11    say that -- that this reliance on its investment

         12    in intellectual property as a justification was

         13    in fact too feeble to rebut the possibility or

         14    the likelihood that this strategy was in fact

         15    something more than profit maximizing for a

         16    monopolist.

         17               It was in fact exclusionary past the

         18    point where that was.  So this reading of Xerox

         19    requires a lot of interpretation and charity.

         20    But I think it's available and it's somewhat

         21    unfortunate language in the same way that the

         22    Kodak language about the three exceptions to its
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          1    rule of per se immunity is unfortunate.

          2               PAM COLE:  Another Gallup poll

          3    that I've been trying to take during the

          4    presentations -- and I realize that Mark and Doug

          5    still have some presentations to make -- is the

          6    sentiment of the panel in terms of whether or not

          7    there should be restrictions on refusals to deal,

          8    antitrust restrictions.

          9               And it seems to me that the sentiment

         10    of the panelists is either that there should be

         11    no restrictions whatsoever or if there should be

         12    restrictions those restrictions should be very

         13    limited.  I think that's pretty much what

         14    Professor MacKie-Mason stated when he presented.

         15               And for those panelists who believe

         16    that there should be some restrictions on a

         17    unilateral refusal to deal albeit limited

         18    restrictions, could you comment or discuss what

         19    are some necessary predicate conditions, if you

         20    will, in terms of when those limited restrictions

         21    should apply.

         22               I mean obviously a finding of market
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          1    power seems to be one that we would all agree on.

          2    Are there any others that come into mind in terms

          3    of when those limited restrictions on a refusal

          4    to deal should apply?  I don't know.

          5               Professor MacKie-Mason, have you had

          6    any ideas in terms of what you were thinking when

          7    you said there should be limits?  I assume from

          8    that there should be instances in which you think

          9    there should be restrictions.

         10               JEFF MACKIE-MASON:  I do although it

         11    starts to ask me to be a lawyer to try to draw

         12    these distinctions because I'm not sure we could

         13    really make the argument clearly on economic

         14    grounds.  But I think it's more just a gut

         15    instinct.  Carl made the distinction between

         16    conditional and unconditional refusals to deal.

         17               That's a distinction I think is

         18    important.  But it also worries me a bit because

         19    it's not -- even that there is still semantic

         20    debate about what is conditional and what is

         21    unconditional.  You know, the refusal to deal

         22    parts to ISOs is conditional on them being ISOs,
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          1    not owners of equipment.

          2               There is a question of as long as they

          3    don't use those parts to sell to another consumer

          4    who could buy them as a several servicer, then is

          5    that what we mean by conditional, unconditional?

          6    I think some obvious things that are conditional

          7    should be restricted.  Tying is an example.

          8    Ability to implement price fixing is an example.

          9               I'm not convinced, but I think it is

         10    a debate that would be good to have and wasn't

         11    reached really in the Intel cases.

         12               Whether or not course of reciprocity

         13    should be restricted, you know, in that case

         14    Intel withdrew its intellectual property arguably

         15    allegedly to coerce firms to give away their

         16    intellectual property for free, to grant Intel

         17    zero price royalties.

         18               So there we had a case of one firm

         19    using the fact that it had market power plus some

         20    intellectual property to coerce firms dependent

         21    on intellectual property to give us essentially

         22    their property rights, or at least that's what
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          1    the argument was.

          2               It didn't really get a decision

          3    because the Federal Circuit ruled the Intergraph

          4    case on other grounds and the FTC case settled.

          5    But I think course of reciprocity is another

          6    case.

          7               So these mostly are things that appear

          8    to be conditional, but it's not entirely clear to

          9    me what's conditional and what is unconditional.

         10    I think that's a semantic issue.  And from an

         11    economic point of view I'm not sure the

         12    distinction is that clear.

         13               PAM COLE:  Chris?

         14               CHRIS SPRIGMAN:  I think one other

         15    limiting factor is that I would want to -- and

         16    Professor Ordover talks about this as the third

         17    prong of his but-for test.  I would want to

         18    understand early what the mechanism is for

         19    recoupment.

         20               If there's no obvious mechanism for

         21    recoupment, then query whether you should even

         22    look further into the question of profit
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          1    sacrifice because the question of what is the

          2    monopoly maximizing price is more I think

          3    empirical, tough, intractable.

          4               The other thing is imagine an instance

          5    where a patented component for a machine is

          6    being sold to licensees, being licensed to

          7    licensees.  And you had a situation where the use

          8    of that component involved a lot of transfer of

          9    know-how over time.

         10               And the patent owner decides, well,

         11    I'm going to identify the five or six companies

         12    who are most likely to be able to take that

         13    know-how and design around and limit the length

         14    of my patent monopoly.

         15               Now, that's probably unilateral

         16    although I know there are a lot of theoretical

         17    issues about what is unilateral and what isn't,

         18    and I think we have to draw some lines.  I think

         19    I'd call that unilateral.  But the effect of that

         20    might be to suppress innovation that would

         21    otherwise come along.

         22               And the recoupment mechanism there
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          1    is quite clear.  And maybe there is a profit

          2    sacrifice in the process.  So there is the kind

          3    of case where, you know, if you could imagine the

          4    facts you might get a relatively clear answer.

          5               PAM COLE:  Yes.  Go ahead, Mark.

          6               MARK WHITENER:  But I guess then that

          7    raises a couple of questions.  Is it recoupment

          8    if I make more money in servicing equipment

          9    because I didn't sell my patented parts to ISOs?

         10               Maybe a little bit harder question but

         11    one that I think actually comes out the same way,

         12    is it recoupment if by not selling those parts

         13    the ISOs don't get educated on how to be better

         14    servicers of my equipment because they gain

         15    experience by using the parts?

         16               And even though that experience is

         17    sort of you could say something they've gained on

         18    their own, they wouldn't have been able to do it

         19    if they didn't have access to my parts in the

         20    first place.

         21               So we talk about recoupment, but we

         22    still have to come back to what we really mean
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          1    by that in the context of where the conduct is

          2    essentially I'm not going to give up the patented

          3    property.

          4               PAM COLE:  We're going to take a

          5    ten-minute break in just a few minutes.  I did

          6    have one other question.  But for the sake of

          7    time I want to make sure that my fellow

          8    government people did not have questions that

          9    they wanted to ask.  Gail or Sue?

         10               GAIL LEVINE:  I had a question for

         11    Professor Wiley and Professor Klein about their

         12    thesis.  I understand that your basic point was

         13    that many of these unilateral cases, unilateral

         14    refusal to deal cases, in fact even the leading

         15    ones can be described as metering cases.

         16               But I gather from your recent

         17    interchange with Professor MacKie-Mason that

         18    doesn't go for all of them.

         19               Can we use the insights of your thesis

         20    about price discrimination in some way to help us

         21    decide how to resolve the cases that aren't --

         22    that don't boil down to metering cases?
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          1               JOHN WILEY:  We didn't speak to that.

          2    Let me give my co-author a crack at it.  Our

          3    thesis this morning dealt very specifically with

          4    one particular justification for refusals to

          5    deal.

          6               And it really has a recommendation

          7    explicitly for the FTC and the DOJ and for

          8    private counsel representing people who may have

          9    an antitrust problem that could be explained by

         10    a price discrimination rationale.

         11               I'm less confident than Professor

         12    MacKie-Mason that the case law is so distant.

         13    I think it's rather threatening in this area.

         14               And I urge the government decision

         15    makers here self-consciously to do what

         16    government decision makers have done historically

         17    in antitrust law, which is actively try to

         18    influence the content of antitrust policy that's

         19    generated by our Appellate Courts, particularly

         20    the Solicitor General's office and the Supreme

         21    Court, that are tremendously significant policy

         22    decision makers here.
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          1               Now, how are these government decision

          2    makers going to find the right case involving

          3    price discrimination?  Counsel can bring them to

          4    them and say, you know, remember that guy Klein

          5    and that guy Wiley; we've got that case.

          6               We could really use some authoritative

          7    help coming in and saying price discrimination is

          8    an explanation that ought not to condemn this

          9    refusal to deal.

         10               Now, about other refusals to deal that

         11    aren't explicable on those grounds, let me turn

         12    it over to Ben Klein.  But this is action items

         13    both for the government and for private counsel

         14    with cases that fit this description.

         15               HEWITT PATE:  May I ask just a

         16    follow-up then?

         17               JOHN WILEY:  Sure.

         18               HEWITT PATE:  Do you think we should

         19    be looking for opportunities to ask the Supreme

         20    Court to overrule Brulotte and the Morton Salt

         21    case which seem to me to be very readily

         22    describable as metering cases?  This is what I
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          1    was talking about when Ashish was going to the

          2    podium earlier.

          3               JOHN WILEY:  I think that's an

          4    extremely logical question.  It shows that you

          5    totally get our presentation that you're thinking

          6    about those other cases.  I'm going to give you

          7    the classic appellate lawyer's response which is

          8    that case isn't before us right now.

          9               All I'm asking for is on the refusal

         10    to deal point accept price discrimination as a

         11    legitimate justification.  It may well be that

         12    there's implications that extend further.

         13               But you could deal only with the case

         14    on the issue presented today and still do some

         15    real good.  I'd be sympathetic to further

         16    extensions.  But that's not necessary for right

         17    now.

         18               GAIL LEVINE:  Why is that a good place

         19    to start as a -- as a sort of matter of advocacy?

         20    Why is this particular area of price

         21    discrimination case law the place to press first?

         22               JOHN WILEY:  Because we have a very
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          1    sharp conflict that somebody's got to fix sooner

          2    or later.  The Supreme Court and the Solicitor

          3    General may have been convinced in the last go

          4    around that the conflict wasn't sharp enough.

          5               I think you've heard today

          6    overwhelming response that, golly, there's a lot

          7    of the private sector out there looking for

          8    guidance on this point.  The way to cure these --

          9    this conflict we say is to understand the

         10    underlying economics and to allow people to talk

         11    about it without fear of automatic liability.

         12               BENJAMIN KLEIN:  To answer your

         13    question, I mean we -- I don't want to overturn

         14    all tying law and all of that on this basis.  So

         15    I guess this is where we disagree.  We're talking

         16    about unilateral or unconditional refusals to

         17    deal.

         18               I think the important point in trying

         19    to distinguish the metering cases from the

         20    non-metering cases, you have to do a fact based

         21    analysis.  And there's other reasons, as Jeff

         22    said, for refusals to deal other than price
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          1    discrimination.

          2               But they are -- in the cases that

          3    we've looked at, they are generally very, very

          4    limited, these alternative models that have

          5    very limited applicability and where you're

          6    foreclosing a crucial input to protect your

          7    monopoly or to create a monopoly, in the Winston

          8    case about leveraging into another market.

          9               You need these conditions about large

         10    economies of scale in the tied goods market where

         11    somehow using this refusal to deal is going to

         12    make it difficult for a new copier manufacturer

         13    to come in and get personnel that could service

         14    their machines.

         15               And so -- and I think Jeff agreed

         16    that these models have very, very limited

         17    applicability.

         18               What I think happens is it comes down

         19    to the question of the relevant product market,

         20    which is -- although Jeff says that's something

         21    we all agree on, I think that really becomes the

         22    empirical question on all these cases.
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          1               The question is:  Is it useful to

          2    define a market for the service of an individual

          3    firm's products even if they have a very small

          4    market share and abstracting from any kind of

          5    opportunism or holdup problem, which is what is

          6    done in all these cases?

          7               And I guess what I would say first of

          8    all in terms of these section 2 claims is price

          9    discrimination, if you think that it is a

         10    metering explanation, price discrimination should

         11    be sufficient because it doesn't -- you don't

         12    have the Ordover/Willig standard anymore.  No

         13    profit is being forgone.

         14               In fact they are getting extra short

         15    run profit.  So there's not this problem of

         16    recouping it in the future.  And this question of

         17    recoupment I agree is an important question.

         18               To an economist it's always recoupment

         19    because you're not doing anything as a business

         20    firm if you're not maximizing, you know, the

         21    discounted value of your profit stream and

         22    therefore you're getting some future wealth.
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          1    That standard only works if you're talking about

          2    recouping it in future monopoly profit.

          3               And that only works if you define an

          4    arbitrary monopoly service market.  So that's

          5    what really this whole thing comes down to.  Can

          6    you define such a market?  It's an empirical

          7    question.

          8               But I would say that in most of these

          9    cases if you find out that it's metering you

         10    should be home free in terms of talking about the

         11    competitive process and predatory behavior.  And

         12    we shouldn't be out there -- and that's what I

         13    didn't like about the debate that was going on

         14    between you two.

         15               Whether quantity goes up or goes down

         16    from the discrimination of the metering I don't

         17    think is important because the antitrust

         18    authorities should be regulating the competitive

         19    process.

         20               We shouldn't be going into a

         21    restaurant and saying, look, they are over

         22    charging for the desserts and under charging for
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          1    the entrees and there's distortions and maybe the

          2    quantity goes up and maybe the quantity goes

          3    down, just as long as it's not predatory behavior

          4    and the conduct is just part of a normal

          5    competitive process, that should be the end of

          6    the game.

          7               JOHN WILEY:  And, Ben, you and I

          8    completely agree with that.  We have some

          9    continuing disagreement on the snappiest response

         10    to the MacKie-Mason point.  But we're reading off

         11    the same sheet of paper.

         12               PAM COLE:  Okay.  Let's take a quick

         13    ten-minute break which means we should be back at

         14    3:15.  And then we're going to have Mark Whitener

         15    and Doug Melamed.

         16               (Recess.)

         17               PAM COLE:  Paul Kirsch has to leave

         18    in about 15 minutes because he's flying out of

         19    Baltimore.  I don't understand why, but that's

         20    what he's doing.

         21               So Jonathan wanted to follow up on

         22    something that Paul said.  And then, Mark, if you
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          1    can -- I see you are well positioned to -- okay.

          2    All right.  So go ahead, Jonathan.

          3               JONATHAN GLEKLEN:  I thought to be

          4    honest the most stunning thing that Paul said

          5    is that if you have the patent on the cure for

          6    anthrax and you refuse to license it and you do

          7    it out of bad intent and you have a monopoly in

          8    some relevant market for anthrax cures, that

          9    that's an antitrust violation.

         10               I can't tell you that innovation would

         11    be reduced if we told -- you know.  Pick a

         12    valuable drug patent and said you know you have

         13    to create generic competition, one time deal,

         14    special circumstances.  So to do the rule of

         15    reason analysis I can't prove to you that the

         16    result is procompetitive.

         17               But I guess I would inquire whether

         18    there is anyone else on the panel who thinks that

         19    that's the right result.  And I'd also say I

         20    think there's case law out there that would

         21    support that.

         22               I mean if you are going to treat
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          1    patents like other IP, I think broad reading, you

          2    know, of Colgate, you had an intent to maintain

          3    your monopoly.  You refused to license.

          4               But I guess I would be surprised if

          5    other people think that's the right result under

          6    the antitrust laws, as opposed to some public

          7    health regulation that Congress may pass if there

          8    is a national emergency.

          9               PAM COLE:  Well, Paul is in the back

         10    of the room.  Does anybody else want to comment

         11    on Jonathan's questions or comments?  Go ahead,

         12    Doug.

         13               DOUGLAS MELAMED:  I can't resist.

         14    Clearly it's not an antitrust violation.  But it

         15    does seem to me there are tort principles that

         16    would say that you cannot suddenly raise your

         17    price to hold up the victims of the disaster,

         18    that you have to sell it at what otherwise would

         19    have been the market price.  But I agree it's not

         20    an antitrust principle.

         21               ASHISH ARORA:  Just a little

         22    historical anecdote.  At the end of World War II
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          1    chemical companies -- one prominent example

          2    is ICI -- were compelled to license their

          3    polyethylene compositional matter patent.  It's

          4    hard to figure out what would have happened if

          5    they had not.

          6               But it is true that innovation

          7    proceeded very vigorously despite that.  Now,

          8    special circumstances and all that kind of stuff.

          9    I find it troubling that people state as a matter

         10    of principle that compulsory licensing will

         11    result in bad things.

         12               HEWITT PATE:  May I ask a quick

         13    question?  If it's true that Colgate stands

         14    for the general purpose proposition that the

         15    refusal -- that the right to refuse to deal is

         16    conditioned on the absence of bad intent, does

         17    that mean either that the Ninth Circuit must be

         18    right in Kodak or that the only way to say that

         19    it's wrong is to say that intellectual property

         20    is treated differently?

         21               JEFF MACKIE-MASON:  You're referring

         22    to the language in Kodak that said absent a
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          1    purpose to monopolize a trader is free to choose

          2    with whom he must do business?

          3               HEWITT PATE:  Right.  I started by

          4    saying if it stands for that.

          5               JEFF MACKIE-MASON:  I'm not sure that

          6    purpose meant subjective motive.

          7               JONATHAN GLEKLEN:  I don't know that

          8    the only inquiry there is intent, but I think it

          9    affects the relevance.  I think Colgate says if

         10    you're not -- if you don't have a monopoly and

         11    you're not keeping a monopoly you can refuse to

         12    deal.

         13               But if you do have a monopoly and

         14    you're keeping the monopoly as a result, you

         15    don't have a right to refuse to deal.  Maybe

         16    Colgate is just wrong.  Maybe Colgate is bad law.

         17               PAM COLE:  Okay, Mark.  You've been

         18    very patient.

         19               MARK WHITENER:  I always thought

         20    Colgate was most often cited for the proposition

         21    that you can decide unilaterally what to do with

         22    what you own.  And I read that language as sort
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          1    of a Court saying we never say never.

          2               I mean there is a temptation in this

          3    area of antitrust to sort of carve out exceptions

          4    or to give yourself a little wiggle room which is

          5    in my mind part of the problem.

          6               Okay.  I'm Mark Whitener.  I'm

          7    antitrust counsel at GE.  And my perspective is

          8    as one who has been in antitrust enforcement.  I

          9    actually supported some cases that some of the

         10    dais opposed.  And some of them involved

         11    intellectual property.

         12               So I think there is an important role,

         13    a very critical role that antitrust plays in the

         14    economy generally and in intellectual property in

         15    particular.

         16               But I do have some thoughts on this

         17    unilateral or I think it's fair to assume for

         18    purposes of my remarks unconditional refusals

         19    to deal or refusals to license.  And I should

         20    probably make it clear that these views are mine

         21    and not necessarily those of GE.  I don't have a

         22    PowerPoint presentation either.  But.
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          1               I have two very simple bullets if you

          2    want to visualize them on the screen.  What's

          3    wrong with the state of the law today, and what I

          4    think the agencies can do about it partly as a

          5    process of having these hearings and giving some

          6    greater policy guidance going forward.  Now, let

          7    me address the state of the law briefly.

          8               And it's been discussed at length

          9    today so I won't go into a lot of detail.  But

         10    there are really two issues I think, two aspects

         11    of the Kodak decision that cause great confusion.

         12               And in particular my perspective is

         13    that of a counselor to one company in particular

         14    that has long been an innovator and an owner of

         15    intellectual property.

         16               And those two aspects of the decisions

         17    or fundamental flaws you might say are first this

         18    artificial subdivision of IP rights into multiple

         19    markets for purposes of applying the law of

         20    unlawful extension of IP rights from one market

         21    to another.

         22               And the other is this analysis,
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          1    emphasis on subjective intent and actual versus

          2    pretextual motivations for refusal to license.

          3               Now, on the first point, the Ninth

          4    Circuit basically said that a unilateral refusal

          5    to deal can be unlawful simply because the patent

          6    rights at issue can be subdivided into multiple

          7    antitrust markets, which is often going to be

          8    nothing more than saying as I think someone

          9    pointed out this morning, there is a market for

         10    the intellectual property itself.

         11               And there is -- there are one or more

         12    end uses for that intellectual property.  There

         13    may be many.

         14               And as I'll come back to in a moment,

         15    how many markets a particular innovation can

         16    affect or in how many end uses it can be

         17    exploited is something that's probably going to

         18    be unknown and unknowable to the innovator at the

         19    time they are making the initial investment.

         20               So under this approach virtually any

         21    time that the subject matter of the patent, the

         22    claims, the technology, the innovation that's
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          1    claimed by the patent has more than one end use

          2    or can be categorized as falling into more than

          3    one antitrust market, then you have at least much

          4    of the predicate for an unlawful extension of a

          5    monopoly from one market to another.

          6               And obviously to find that there is

          7    market power, monopoly power in at least one

          8    market -- and even if we sweep aside the old

          9    erroneous equation of intellectual property

         10    rights with market power, it quite often will be

         11    the case that particular set of IP rights will

         12    create market power, or at least that's a fact

         13    issue that gets to a Jury.

         14               Now, you know, this is a very

         15    difficult question for counselors and for IP

         16    owners because, as I said, it seems to me pretty

         17    clear that the question of how many notes there

         18    are Mozart wrote in the symphony or how many

         19    markets you can divide the IP into ought to be

         20    irrelevant to determining whether there is an

         21    antitrust violation.

         22               But the other critical point is you
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          1    are not going to be able to know often when

          2    you're innovating, when you are making the

          3    investment or trying to decide how much to

          4    invest, how you will ultimately exploit, what

          5    business plan you will use to go to market with

          6    the technology, whether you're going to be

          7    dealing with one, two, three, or more antitrust

          8    markets.

          9               And the other thing I want to say

         10    about this and the other Ninth Circuit Kodak

         11    issue that I'm going to talk about is what we're

         12    dealing with here fundamentally is uncertainty.

         13    It's of course a problem if liability is imposed

         14    based on these theories.

         15               As Doug and others have pointed out,

         16    not a lot of cases actually end up with damage

         17    awards.  Some do.  But more importantly the

         18    specter of liability and the fact that liability

         19    turns on these very difficult if not unknowable

         20    questions creates a chilling effect.

         21               It creates uncertainty which in turn

         22    undermines the rationale for and the degree of
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          1    investment in innovation.  Now, you know, how

          2    much does it do that?

          3               And Pam gave me permission sort of to

          4    breach the lunchtime privilege by describing a

          5    conversation we had at lunch today in which she

          6    talked about a very interesting case she handled

          7    when she was a young lawyer and was working in

          8    Colorado and went out and successfully prohibited

          9    springtime hunting of female bears who had cubs.

         10    Is that basically right?  Close enough.

         11               PAM COLE:  That's right.

         12               MARK WHITENER:  And one of the

         13    arguments she faced from the Court was, well,

         14    do you have any empirical evidence of how many

         15    bears, you know, how many fewer bears if any we

         16    have because of this -- because of this policy or

         17    how many bear cubs are being killed because their

         18    mothers are hunted?

         19               And she basically said, well, you

         20    know, we may not have a whole lot of evidence,

         21    but if you are saying that there is no loss,

         22    tell that to the dead bear, the point being we
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          1    shouldn't place the burden on the IP owners or

          2    on the innovators to prove the degree to which

          3    innovation is chilled when there is essentially a

          4    forced diffusion of the technology by virtue of

          5    the antitrust laws.

          6               So I think that directionally it seems

          7    to me clear that innovation is reduced when the

          8    ability to reap a return on the investment is

          9    diminished and when uncertainty is introduced

         10    into the process as to whether you're going to be

         11    able to reap that return.

         12               Now, the second problem with the Ninth

         13    Circuit Kodak decision just from the standpoint

         14    of practical sort of counseling and decision

         15    making for IP owners and their lawyers is this

         16    idea that the patent holder has to demonstrate a

         17    legitimate business justification for exercising

         18    its patent rights to exclude others.

         19               And then the Court compounded this

         20    problem by not only putting that sort of intent

         21    into play but saying that you can have a

         22    purported justification, but it can be
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          1    pretextual.

          2               Now, I suppose that that's in a way a

          3    logical thing to say.  Once you have concluded

          4    that intent is relevant, I guess you want to

          5    figure out what the intent really was.

          6               But problem was that the distinction

          7    the Court drew was essentially meaningless, that,

          8    for example, the evidence -- main piece of

          9    evidence I believe the Court pointed to for

         10    finding pretext was the fact that the Kodak parts

         11    manager had said that patents did not cross his

         12    mind when Kodak began its policy of selling parts

         13    only to end users and not to ISOs.

         14               This is obviously a distinction

         15    without a difference.  On the one hand between

         16    the desire to protect intellectual property

         17    rights which was the defense that had been

         18    asserted and the Court found would have been

         19    legitimate, versus a desire to eliminate

         20    competition, or as the Court said a hostility

         21    to competition.

         22               Those both describe the same business
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          1    objective.  And legally and analytically the

          2    distinction is meaningless.  From a counseling

          3    standpoint, try to explain to a business person

          4    the difference between those two things.

          5               What you explain is of course that

          6    it's always a good idea to create documents that

          7    emphasize the positive and that don't talk about

          8    harming competition and cutting off air supply

          9    and destroying the bad guys.  That's just common

         10    sense.

         11               But it shouldn't be the ultimate or

         12    a critical issue in determining whether there's

         13    antitrust liability.  And then once that fact --

         14    and clearly that is a fact, what was the intent,

         15    what was the real intent, what was -- or was it a

         16    pretext.

         17               Once that becomes an issue, an element

         18    of the offense, then it is a question for the

         19    Jury.  And as John said, you know, if you are

         20    before a Jury you face the prospect, some

         21    probability, even if it's low, of liability,

         22    potentially quite large damages if you look at
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          1    the array of arguments that might be made.

          2               It creates a settlement value and it

          3    creates very real effects even if very few cases

          4    actually get to the point of substantial damage

          5    awards.  The other thing I'd point out is that

          6    the magnitude of the risk increases as the value

          7    of the intellectual property itself increases.

          8               That is to say all else being equal a

          9    more valuable, a more important innovation is

         10    more likely I think to be susceptible to the

         11    kinds of arguments that at least under Kodak can

         12    create liability, all else being equal.  More

         13    likely I would say to be found to create or

         14    confer market power.

         15               More likely to be something that a

         16    competitor will say that they need in order to

         17    compete with you.  So this is precisely the

         18    situation where the innovation is the most

         19    valuable to society, where liability is -- where

         20    the risk of liability is the highest.

         21               Now, Xerox, the Xerox Court, Federal

         22    Circuit, addressed Kodak.  That analysis has not
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          1    been met with universal approval.  It's fair to

          2    say I suppose even by the successful litigants.

          3    So I'm not going to defend Xerox's analysis.

          4               I do want to though respond briefly to

          5    what I see as a couple of the camps into which

          6    criticism of Xerox falls.  One is that it got it

          7    wrong, that Kodak is either right in the result

          8    or in the analysis.  I don't agree with that.

          9               Another is that the Xerox Court

         10    in this dictum inaccurately or incompletely

         11    described the so-called exceptions to the general

         12    right to refuse to deal.  That dictum can be

         13    criticized as confusing, inaccurate, or

         14    incomplete.  I agree with that.

         15               But the criticism I want to respond to

         16    and I want to spend the most time on now for a

         17    couple minutes is the idea that -- and this was

         18    expressed in the SG's brief in the case opposing

         19    cert. -- is that, look, as a general matter we

         20    should refrain from creating categorical sort of

         21    exceptions to the antitrust laws or categorical

         22    rules of legality or immunity.
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          1               Those are disfavored.  We should look

          2    at cases on a case-by-case basis.  We should look

          3    to see whether particular conduct runs afoul of

          4    some theory of competitive harm.  Now, this

          5    sounds like a very flexible approach, and so

          6    therefore it might be seen to be a reasonable

          7    approach at first blush.

          8               But I think when applied to unilateral

          9    or unconditional refusals to deal that it's wrong

         10    for several reasons.  First of all, just the fact

         11    that section 217(d) of the patent act does appear

         12    to give -- to be a Congressional expression of

         13    treating at least patents differently than other

         14    forms of property.

         15               But, second, you know, I think

         16    you have to look at the fact when critics of

         17    categorical legality point to situations where

         18    they think liability should be imposed, often

         19    I think you can if you look carefully at those

         20    arguments you conclude that they involve some

         21    form of conduct other than a pure or

         22    unconditional or unilateral refusal to deal.
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          1    That might well be analyzed under existing and

          2    much more widely accepted antitrust theories.

          3               The other problem with this criticism

          4    of Xerox, that it improperly creates sort of

          5    immunity for a certain category of conduct, is

          6    that the critics don't -- I think still have not

          7    successfully articulated a theory of violation

          8    that fits within the bounds of antitrust analysis

          9    as we sort of commonly look at it today at least

         10    in this country.

         11               And as I said earlier, I don't think

         12    it is enough to say, well, apply the general

         13    section 2 framework.

         14               Look for exclusionary conduct which,

         15    you know, harms competition without sufficient

         16    efficiency justifications or under the sort

         17    of expanded idea of predatory conduct that

         18    sacrifices, you know, short run profit for some

         19    long run anticompetitive gain.

         20               Each -- in the interest of time I

         21    won't sort of take each of those elements

         22    specifically.
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          1               But each one it seems to me at least

          2    so far as what I've heard from proponents of some

          3    duty to deal in IP rights really fails in going

          4    element by element and saying, okay, what is it

          5    about the pure, unconditional refusal that is the

          6    exclusionary conduct.

          7               How do we measure this predatory or

          8    anticompetitive effect, and what do we take into

          9    account on the procompetitive side?  Is the

         10    desire to extract every last dime of return from

         11    the intellectual property right a legitimate

         12    justification?

         13               Or is that itself if characterized the

         14    wrong way somehow viewed as exclusionary?  And

         15    that's all before you get to the question of

         16    remedy.  And when you get to the question of

         17    remedy I think as Carl and others have said, I'm

         18    not sure we really want to ask the agencies and

         19    the Courts to be regulators of price.

         20               And even if we're talking about a

         21    simple nondiscrimination order it's really not

         22    so simple.
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          1               So what I think we really need to do

          2    is focus on antitrust as an enforcement, a law

          3    enforcement regime in which we only prohibit

          4    conduct or require a remedy when we have a

          5    clear theory of harm that has -- you know, it's

          6    economically sound, that can be expressed and

          7    understood by businesses up front.

          8               I don't think the question ought to

          9    be posed as to whether there is some generalized

         10    concern by those who are denied the rights to

         11    intellectual property that others have developed.

         12    And I think the way for the agencies to deal with

         13    this is in essence through the IP guidelines.

         14               My sense is the IP guidelines have

         15    been enormously successful.  They make it fairly

         16    clear it seems to me that the guidelines do not

         17    view unilateral refusal to deal in IP as a

         18    violation.  If that's not sufficiently clear

         19    I think it should be made clear.

         20               I would have thought that that's the

         21    policy that was expressed in '95.  The Solicitor

         22    General filed a brief in the intervening years
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          1    that took a somewhat different view.

          2               So it may be appropriate for the

          3    agencies as an outgrowth of these hearings to go

          4    back and resolve this question in a way that

          5    everybody can agree is clear and that everybody

          6    can understand.  Thanks.

          7               (Applause.)

          8               PAM COLE:  Okay, Doug.  And, Mark,

          9    happy 35th birthday.

         10               DOUGLAS MELAMED:  I'm going to focus

         11    on one question, but there will be implications

         12    for others.

         13               The question I'm going to focus on is:

         14    Is there something about intellectual property

         15    that should cause it to be treated differently

         16    for purposes of refusal to deal violations under

         17    the antitrust laws from other kinds of property?

         18               Now, the first thing that I did when I

         19    began to think about this question was to look at

         20    it as a legal question.  What's the law?  The law

         21    is quite clear.  Immunities from the antitrust

         22    laws are disfavored.
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          1               One should look either for clear,

          2    express Congressional intent to immunize conduct

          3    or for repugnancy between some other body of law

          4    and antitrust.  And without that the antitrust

          5    laws ought to prevail because of their enormous

          6    importance to our economy.

          7               And if you go through that legal

          8    exercise which I think few of the cases for

          9    understandable reasons have not gone through, you

         10    find that there is no legal basis for an immunity

         11    for intellectual property law.  The IP statutes

         12    do not provide for antitrust immunities.

         13               While it is true that they gave what

         14    appear to be unqualified grants of authority to

         15    license and exploit and use the property and so

         16    forth, the language and the legislative history

         17    I think makes clear that that is intended to

         18    do more than to ensure that the owner of

         19    intellectual property rights will have rights

         20    that are not inferior to those that we normally

         21    associate with the owner of tangible property.

         22               The legislative history of the 1998
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          1    amendments which refer to the use of refusal to

          2    deal as a defense I think demonstrates the same

          3    thing.

          4               Similarly I think if one looks at the

          5    Supreme Court cases, some of the old cases that

          6    used broad language about the rights of

          7    intellectual property holders, one finds that

          8    they were using either the language that was

          9    contemporaneously used to describe the rights

         10    of the holders of tangible property or that

         11    in context they quite clearly meant that

         12    intellectual property rights should not be

         13    inferior to those of the rights of other --

         14    rights of owners of other kinds of property.

         15               So I think using traditional legal

         16    tools while arguments can be made on both sides

         17    I'm persuaded that by far the stronger argument

         18    is that there really is not a good legal basis

         19    consistent with the general proposition that

         20    immunities are disfavored for finding an

         21    immunity.

         22               But I'm willing to grant that because
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          1    no one seems to care about that -- and by no one

          2    I mean the cases, Supreme Court and lower Court

          3    cases -- that maybe like those cases we should

          4    jump immediately to the policy analysis sort of

          5    tied to what was said and ask the question of

          6    whether it makes good sense to have a special

          7    immunity.

          8               I don't think you can get there by

          9    looking at the policies of the intellectual

         10    property laws.  To be sure they are intended to

         11    create rewards to innovation by giving rights of

         12    ownership to the innovator.  But those rewards

         13    are not intended to be infinite.  They are not

         14    intended to be maximized.

         15               We know that from the face of the

         16    intellectual property laws.  They are limited in

         17    duration.  They contain within them doctrines of

         18    patent misuse and copyright fair use.  They

         19    prohibit tie-ins and other things more broadly

         20    than do the antitrust laws.

         21               So it is clearly not a principle of

         22    intellectual property law that the owner of
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          1    intellectual property is entitled to maximize his

          2    returns, to use his property in whatever way

          3    maximizes his profits.

          4               And so one I don't think can assume

          5    that there is an incompatibility between an

          6    antitrust regime that might prevent the IP holder

          7    from doing what he wants to do and the values and

          8    objectives of the intellectual property laws.

          9               The real issue I believe is a question

         10    of whether antitrust analysis is up to the job

         11    of protecting the legitimate interests of

         12    intellectual property while at the same time

         13    serving its own interests in promoting

         14    competition.

         15               Now, we're dealing when we talk about

         16    refusals to deal with that branch of antitrust

         17    which are the offenses of exclusion by which

         18    one refers to offenses in which one or more

         19    defendants seeks to weaken or exclude a firm that

         20    would otherwise be its rival and thereby getting

         21    market power to the detriment ultimately of

         22    consumers or suppliers.
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          1               And although there are wrongly decided

          2    cased and old cases and inconsistent cases, I

          3    think there is an emerging consensus that the

          4    principle -- the basic antitrust principle

          5    applicable in all cases involving exclusion is

          6    something very similar to the Ordover/Willig

          7    predation principle.

          8               It's expressed differently in

          9    different cases.  But I think it comes down to

         10    something like this.

         11               Did the defendant engage in conduct

         12    that didn't make business sense for it or that

         13    was not profitable for it, but for the tendency

         14    of the conduct to weaken or exclude rivals and

         15    thereby enable the defendant to gain additional

         16    market power that it would otherwise not have,

         17    and to recoup its investment by exercising that

         18    market power and earning supercompetitive profits

         19    it would not otherwise be able to earn.

         20               I think that is -- that principle

         21    explains frankly both the section 1 and the

         22    section 2 violations that have exclusion as their
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          1    attribute.  Tying would be an example of that.

          2               The conduct in which Microsoft

          3    engaged, predatory pricing, all of that kind of

          4    conduct I think can be subsumed at some level of

          5    abstraction under that principle.

          6               Now, that's a very conservative

          7    principle.  It is a conservative principle

          8    because it means that in order for a firm to

          9    violate the antitrust laws in an offense of

         10    exclusion it has to engage in conduct which in

         11    a static sense is not efficient at the margin.

         12               In a static sense the costs of the

         13    conduct are greater than the benefits of the

         14    conduct, and it's welfare reducing without regard

         15    to the welfare costs of recoupment.

         16               And it's a conservative test because

         17    one can surely imagine situations in which a firm

         18    might for example invent a new process, patent,

         19    lower its production costs by 5 percent below

         20    those available elsewhere in the industry, drive

         21    its rivals out of business, raise its prices by

         22    50 percent, make huge profits.
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          1               No one will enter because they know if

          2    they ever did, because this guy owns the process

          3    patent he'll undersell them.  And long run

          4    welfare is diminished.  And yet in our country,

          5    in the United States, perhaps not in Europe, I

          6    think we say that's okay.

          7               We want to have a very conservative

          8    law to guard against false positives, to guard

          9    against too much government intervention into the

         10    economy.  And the defendant wins because his

         11    process patent was skilled foresight in industry.

         12    It was not -- it didn't violate the predatory

         13    rule.

         14               It wasn't inefficient conduct in the

         15    static sense.  And we're not going to get into

         16    the long run, short run welfare trade-off.

         17               Notwithstanding the fact that this is

         18    I believe the prevailing principle and it is a

         19    conservative principle, I think the real

         20    controversies in antitrust today tend to come

         21    more from the right than from the left.

         22               They come from a variety of arguments
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          1    by defendants who argue for what I will call

          2    formalistic rules to guard against false

          3    positives in the enforcement of the antitrust

          4    laws.  The Microsoft case was a wonderful example

          5    of this for depending on how you count them eight

          6    or ten such arguments.

          7               Microsoft argued that product design

          8    should be safe harbor because even though we can

          9    all imagine a situation in which product design

         10    might be anticompetitive in the sense that I've

         11    used that word Microsoft said Courts are too

         12    likely to get it wrong.  There are too likely to

         13    be false positives.  There should be safe harbor.

         14               Microsoft argued that in high-tech

         15    dynamic industries there should be different ways

         16    of measuring market power to guard against false

         17    positives.  They argued that there should be

         18    mechanical measures for exclusive dealing.

         19               And the government argued in that case

         20    that there should be -- by the way, this is a

         21    little different -- formalistic rules that could

         22    condemn tying without actually proving that you
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          1    satisfied the predation test.

          2               The Court of appeals in Microsoft

          3    and I think in an exquisite expression of the

          4    emerging consensus in antitrust law rejected

          5    every single formalistic argument, plaintiff

          6    tying argument and padded Microsoft defense

          7    arguments and said, no, we're going to look at

          8    every allegation of exclusionary conduct from the

          9    bottom up looking at the facts and asking the

         10    question, is this conduct was conduct that made

         11    no business sense or served no legitimate purpose

         12    or wasn't profitable but for its tendency to

         13    exclude a rival, generate additional market

         14    power, and permit anticompetitive recoupment to

         15    the detriment of trading partners.

         16               I believe that was the correct

         17    analysis.  And the question is whether there's

         18    any reason why that analysis shouldn't be used in

         19    a refusal to deal case, and if there isn't why

         20    there is any reason why it should be used in most

         21    refusal to deal cases but not in refusal to deal

         22    cases involving intellectual property.



                                                                 247

          1               I believe that the law is sufficiently

          2    tractable, and the tools and investigation

          3    notwithstanding the fact it won't be perfect are

          4    sufficiently suitable that we can use that

          5    predation test in a refusal to deal case so that

          6    if Microsoft, for example, had simply refused to

          7    give its APIs to Netscape and had used that

          8    particular device to do in Netscape we would have

          9    been able to say I don't care if it has the label

         10    refusal to deal.

         11               That sounds to me like anticompetitive

         12    conduct.  And we could have analyzed it the way

         13    the Court analyzed the other conduct that was

         14    alleged and found to be anticompetitive in the

         15    Microsoft case.  So the question then is what

         16    about IP.  Should that lead to a different

         17    result?

         18               Well, it seems to me the answer there

         19    is no because there's nothing about IP that

         20    makes the refusal to deal test any more or less

         21    intractable.  And there's nothing about IP that

         22    requires any greater protection for the rewards
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          1    to skillful foresight in industry.  Consider the

          2    AT&T case.

          3               Would that have been a -- and assume

          4    for the moment that Professor Baxter was correct,

          5    that that was a great antitrust case.  Should the

          6    result in that case have been any different if

          7    AT&T's interfaces had been patented?  And MCI

          8    could not have plugged into the AT&T system

          9    without getting a patent license.

         10               Would it make any sense to say that's

         11    a different case because there's intellectual

         12    property there?  Would it make any difference to

         13    say in the Microsoft case that Microsoft has to

         14    disclose its APIs except if they are copyrighted

         15    and then it doesn't have to disclose its APIs?

         16               So the problem with an exception for

         17    intellectual property, one of them is you are

         18    going to have false negatives.  You're going to

         19    have those occasional serious refusal to deal

         20    problems uncorrected because you happen to have

         21    intellectual property.

         22               A second effect of a formalistic
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          1    exception that says we're going to have safe

          2    harbors here is that you are going to argue about

          3    the formalism.  What happens when the plaintiff

          4    goes into Court and says this really isn't an

          5    unconditional refusal to deal?

          6               I know why he didn't license companies

          7    A, B, and C.  It's because A, B, and C were doing

          8    business with its competitors.  They didn't say

          9    that.  They didn't write it into the contract.

         10    But it wasn't unconditional in fact.  Maybe it's

         11    the kind of Lorain Journal story.

         12               Then we're going to have a lot of

         13    arguments not about the economic merits, not

         14    about the competitive effects of the conduct, but

         15    about whether or not the refusal to deal is truly

         16    analogous to the safe harbor refusal to deal or

         17    not analogous to it, in which case it's not --

         18    doesn't deserve to be in the safe harbor.

         19               And we're going to have the same

         20    morass here that we have in all the RPM and

         21    resale restriction cases where people argue about

         22    was there an agreement or was there simply a
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          1    subtle threat that was so effective that

          2    everybody complied with the wishes of the

          3    manufacturer.

          4               And the third effect it seems to me

          5    of having a safe harbor for intellectual property

          6    in the refusal to deal area is that it will

          7    directly, explicitly, and foreseeably undermine

          8    the purposes of the intellectual property laws.

          9    It will do that by creating incentives to distort

         10    the innovation process.

         11               Imagine you are a lawyer in a world in

         12    which CSU is unquestionably the law.  And the

         13    AT&T of the future -- maybe it's AOL, who

         14    knows -- comes to you and says, I don't want to

         15    have to plug some competing ISP or some competing

         16    news service into my network.

         17               But I'm afraid the government is

         18    poking around and someday they will bring an AT&T

         19    against me.  And the answer your lawyer says is

         20    this.  I have a great idea.  Go to your engineers

         21    and tell them to develop interfaces such that the

         22    only way they can plug into your system is by
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          1    getting a patent license.

          2               We'll litigate the question was that a

          3    sham.  We'll litigate the argument that Professor

          4    Lemley has made that it's not really the IP.  It

          5    is the network they are trying to get access to.

          6    But chances are you're going to pull that off, or

          7    if not it's certainly worth the gamble.

          8               And, sure, I know you didn't design

          9    your system with patented interfaces before

         10    because it made no technological sense, but isn't

         11    that a small price to pay to avoid antitrust

         12    liability, of being busted up like AT&T?

         13               So your client is going to say thanks

         14    for the advice.  He's going to order his

         15    engineers to develop new networks with patented

         16    and copyrighted interfaces.

         17               And the innovation process will be

         18    distorted all in the name of a safe harbor

         19    intended to protect the intellectual property

         20    process from the unfortunate incursions of

         21    antitrust.  I don't have that lack of confidence

         22    in antitrust that I think some people in the
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          1    intellectual property community have.

          2               I don't think we're going to have many

          3    plaintiffs winning refusal to deal cases.  I

          4    think once they learn that the strike suits will

          5    dissipate as they have in other areas of

          6    antitrust.

          7               But I don't think we should throw out

          8    of the arsenal of antitrust the opportunity to

          9    bring a refusal to deal case, to bring an

         10    exclusionary case against arguments that this is

         11    a refusal to deal as opposed to some other kind

         12    of exclusion.

         13               This is intellectual property as

         14    opposed to some other kind of property.  Let's

         15    get rid of the formalism.  Let's let antitrust in

         16    this area as most other areas treat exclusionary

         17    practices from a fact based, ground up

         18    perspective without formalistic rules and

         19    safe harbors.

         20               (Applause.)

         21               HEWITT PATE:  Thanks, Doug.  I expect

         22    that will prompt a few questions.  Maybe I'll
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          1    start with one which is about the statute, the

          2    271(d)(4) point.  I take your point with respect

          3    to the general thrust of the 1998 amendments

          4    being to put intellectual property on the same

          5    footing.

          6               But the amendments have a provision

          7    that relate to conditional licensing and would

          8    seem to immunize it from challenge unless a

          9    plaintiff can show market power.  And so in that

         10    context I think it's clearly bringing IP on to

         11    the same footing away from a less favorable one.

         12               But yet that part of the statute

         13    exists side by side with 271(d)(4) which seems

         14    to give a much more uncategorical approval to

         15    exclusive -- well, to blanket unconditional

         16    unilateral refusals to license.

         17               Why isn't it a better reading to say

         18    the statute to refute this is greater, includes

         19    the lesser argument that, say, in the Townsend

         20    case people are trying to run to defend

         21    conditional licensing practices, but that really

         22    there is a difference where the refusal is a
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          1    blanket refusal, an unconditional refusal.

          2               DOUGLAS MELAMED:  That is the toughest

          3    question for my position.  I agree.  I'd just

          4    say two things about it.  One, it doesn't say

          5    antitrust immunity.  So on its face however

          6    broadly you read it, it does appear to be limited

          7    to IP defenses and the like.

          8               Secondly, I think there is some

          9    reason from the legislative history to reach the

         10    conclusion that I reached.  But rather than try

         11    to bluff you into thinking I remember what those

         12    arguments are, let me just refer you to the paper

         13    that was handed out here.

         14               HEWITT PATE:  Other comments?

         15    Questions?  Responses?

         16               CHRIS SPRIGMAN:  I guess I'd ask Doug

         17    why he thinks that Aspen and Otter Tail can be

         18    read as incorporating the Willig/Ordover test?

         19    If in fact they did, I might be more comfortable

         20    saying the same rules apply.  But, you know,

         21    Aspen says excluding somebody on the basis of an

         22    efficiency.
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          1               And you don't have an efficiency

          2    defense for a refusal to license generally.

          3    Generally it's, hey, they are my competitors.  I

          4    don't want to do business with them because if I

          5    license I'm going to be able to sell my drug for

          6    four dollars, not forty dollars.

          7               DOUGLAS MELAMED:  Aspen may be a nutty

          8    case on the facts.  But Aspen did think that the

          9    test it was applying was the sacrifice of profits

         10    for strategic payoff.  It talks about the

         11    sacrifice of short-term profits.  Whether it got

         12    the economics right or wrong I'm not sure.

         13               But I do think it thought it was being

         14    consistent with Ordover/Willig.  I don't know

         15    which came first.  But the language, the

         16    methodology of the case I think purported to be

         17    consistent with this predation principle.

         18               JONATHAN GLEKLEN:  I think that point

         19    would apply especially with respect to the

         20    refusal to sell tickets for independent

         21    combination with the tickets of other ski areas.

         22               That has been noted in, for example,
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          1    the Areeda Hovenkamp treatise as being a

          2    perfectly -- well, a pretty straightforward

          3    justification of the entire analysis, rather than

          4    the change in behavior which is as I think has

          5    been discussed here somewhat more problematic how

          6    you treat that.

          7               HEWITT PATE:  Doug, your proposal

          8    wouldn't seem to endorse a subjective or a

          9    pretext analysis.  Is there anybody on the panel

         10    who thinks the Ninth Circuit was correct in

         11    making subjective intent or pretext a part of the

         12    analysis in this context?  There was, but no

         13    longer.  All right.  Nobody else?

         14               MARK WHITENER:  Hugh, can I just make

         15    a couple of points in response to Doug?  And I

         16    think you did the best job I've heard yet of

         17    defending the overall view that there is

         18    something to be said for a duty deal or license

         19    in some circumstances.  But three quick points.

         20               One, I think that we would be in a

         21    much better place if the debate were now confined

         22    to whether a refusal is really conditional
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          1    or not.

          2               I think we can all agree that there

          3    are some kinds of practices that would in fact

          4    implicate exclusive dealing or tying or some

          5    other conduct that could be examined under the

          6    antitrust laws.

          7               Second, you said I think that the

          8    ideas -- the principles underlying the IP laws

          9    are somehow themselves subverted if you have sort

         10    of broad based protection for a refusal to deal.

         11               Mr. Polk this morning I think made a

         12    point that I think goes the opposite direction,

         13    which is that the principles of the antitrust

         14    laws are to some extent subverted if you find

         15    or leave open the possibility of liability for

         16    a refusal to deal because what happens in the

         17    absence of a right to demand access to

         18    intellectual property is people find other ways

         19    to skin a cat.

         20               They innovate.  They develop -- they

         21    invent around or they come up with an entirely

         22    new approach.



                                                                 258

          1               And then finally in terms of sort of

          2    the analytical standard that you described, I

          3    still have trouble understanding in what case,

          4    under what facts a refusal to share intellectual

          5    property standing alone could be a problem.

          6               I can see how it might be described

          7    as a problem under your short run -- well, under

          8    your sacrifice of profits for anticompetitive

          9    gains.  But I'm not sure how that applies

         10    in fact.

         11               If I'm sacrificing profits in some

         12    sense now by refusing to sell parts to ISOs

         13    because it might be as a matter of fact that

         14    if there were more people out there providing

         15    service my equipment revenues might go up.

         16    Somebody could argue that.

         17               But what I really don't want to do is

         18    have the ISO take my parts, have that facilitate

         19    their service, and have them learn how to be a

         20    better service competitor.  And I don't want that

         21    to happen.  Am I justified in preventing it?

         22    Ashish?
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          1               ASHISH ARORA:  This goes to the second

          2    of Mark's points, and it's something I've been

          3    trying to puzzle over.  There seems to be -- and

          4    maybe Jeff MacKie-Mason said this earlier.  There

          5    are two ends of the table.  From that end I hear

          6    conditional refusals are bad or could be bad.

          7    From this side I hear price discrimination.

          8               And I'm trying to figure out whether

          9    these two statements -- that price discrimination

         10    is if not good, at least legitimate.  I'm

         11    wondering if these two are in conflict or not.

         12    So it is as much a question for the two ends of

         13    the table as a kind of comment.

         14               BENJAMIN KLEIN:  I think they are two

         15    separate concepts.  I don't think they are in

         16    conflict.  I mean you can unilaterally set up a

         17    metering arrangement that's not conditional on

         18    anything.

         19               ASHISH ARORA:  Price discrimination

         20    means you are charging different prices to

         21    different people.

         22               BENJAMIN KLEIN:  Yes.
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          1               ASHISH ARORA:  Conceivably that's

          2    conditioned on something.  How are your

          3    differentiating those people?  And so I'm not

          4    sure.  Anyway, this is as much for my education

          5    as anything.

          6               BENJAMIN KLEIN:  Probably the lawyers

          7    should answer it because this whole thing about

          8    what is conditional and what an agreement

          9    consists of I always find somewhat fuzzy.  But

         10    I don't see any conflict.

         11               CARL SHAPIRO:  I'm at this end of the

         12    table, but I'm not a lawyer.  But I did bring

         13    up -- emphasize the conditional.  It seems to me

         14    that price discrimination is basically a method

         15    of you're trying to maximize the value of your

         16    property.

         17               This whole issue of conditional -- and

         18    I and Mark had mentioned tie-in and exclusive

         19    dealing or selective licensing.  I think of that.

         20    And you are trying to set up incentives, let's

         21    say, that will exclude competitors, that will

         22    make -- by having conditions.
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          1               You can have my property if you agree

          2    not to deal with a competitor.  Well, that's

          3    another barrier to the competitor.  That's

          4    completely separate than price discrimination

          5    which is here is how I choose to price my stuff.

          6    Deal with whoever you want but these are my

          7    prices.  It's just orthogonal.

          8               JONATHAN GLEKLEN:  I think the problem

          9    in determining what's a conditional refusal to

         10    deal with what's a unilateral refusal to deal

         11    could arise in the following example.

         12               A licensor goes out and grants a whole

         13    bunch of companies short-term licenses and then

         14    at the end of the term it refuses to relicense

         15    those who deal with its competitors.  And that's

         16    pretty transparent.  Everybody knows what it is.

         17               And they make it known that, you know,

         18    come talk to us again.  Any time you want to go

         19    talk to us again about re-upping.  Is that

         20    unilateral or is that conditional?  And when Doug

         21    says we're going to get into fights about those

         22    issues, I think we will.
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          1               CARL SHAPIRO:  If I may, I won't use

          2    these terms unilateral versus agreement.  It

          3    seems to me that is conditional.  I mean you just

          4    said everybody knows it's conditioned.  Hey, the

          5    reason I'm not granting you a license is because

          6    you're dealing with this other guy who is my

          7    competitor.

          8               Now, we might have factual disputes

          9    about whether that's what's going on.  I think

         10    that's unavoidable because the guy might say you

         11    didn't give very good -- there may be some other

         12    set of reasons and that may or may not be a smoke

         13    screen for in fact you're dealing with my

         14    competitor.

         15               But in your hypothetical where

         16    everybody knows what's going on, that's basically

         17    equivalent economically to an exclusive licensing

         18    regime.  It's not in the agreement that you have

         19    to be exclusive.  But everybody understands if

         20    you are not I'm not going to re-up you.  So I

         21    think that's straightforward.

         22               That's conditional.  That could well



                                                                 263

          1    be a problem.  And of course the remedy for that

          2    is not to get into regulating the prices but to

          3    say, no, that's not a legitimate -- may not be a

          4    legitimate basis for refusing to deal.

          5               BENJAMIN KLEIN:  I mean de facto it is

          6    conditional the way I understand your example, or

          7    I guess your example.  But we know that it

          8    doesn't meet the Monsanto criteria.  And in the

          9    real world people know a lot of things.

         10               And I don't think we want to infer

         11    agreements by figuring out what is in people's

         12    minds.  I think we need some objective criteria

         13    about what it is -- I sound too much like a

         14    lawyer.  I should stop.

         15               DOUGLAS MELAMED:  You're a good lawyer

         16    though.

         17               CHRIS SPRIGMAN:  Let me just respond

         18    to that though.  It's pretty clear that the

         19    patent gives you a right to give field of use

         20    licenses.  And I think you undercut that if you

         21    say I can't unilaterally refuse to license people

         22    who are going to practice it in the field of use
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          1    that I prefer to maintain for myself.

          2               So Xerox's photoreceptors in the

          3    claims they note that the -- I'm sorry, the fuser

          4    rolls, note that the patented coating can also be

          5    useful in the field of cookware.

          6               So Xerox says I'm going to license my

          7    patents to people who make cookware and I'm not

          8    going to license my patents to people who want to

          9    make parts or to people who want to use the parts

         10    to compete with me.  That's a selective

         11    licensing.

         12               Are you saying that -- you know, if

         13    the cookware manufacturer gets into the fuser

         14    roll business and I terminate his license or I

         15    don't renew it that that's anticompetitive?

         16               CARL SHAPIRO:  No.  At least -- if

         17    you're looking at me the answer is certainly not.

         18    I'm not in any way trying to attack field of use

         19    restrictions.  It's a question again about

         20    whether other competitors are excluded through

         21    arrangements with third parties that may lock

         22    them up.
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          1               HEWITT PATE:  Yeah.  I don't think --

          2    well, is there anyone on the panel who has

          3    understood the discussion today to indicate that

          4    all conditional refusals are unlawful?  Because I

          5    think what we have been saying is that -- or what

          6    I've been hearing is that perhaps unconditional

          7    refusals are on a different footing.

          8               But in that discussion I haven't heard

          9    anybody indicate that conditional refusals are

         10    bad necessarily because they are conditional.

         11    Other comments?  Questions?

         12               CARL SHAPIRO:  I just want to throw in

         13    one more thing.  Doug, I just don't get how your

         14    whole approach is really workable.  It seems to

         15    me you want to do some inquiry about whether

         16    these effects were anticompetitive and whether

         17    there was sacrifice.

         18               And I just don't know what that --

         19    what I think of as a standard case where I'm not

         20    licensing to you because if I do you're going to

         21    be a stronger competitor and that's going to

         22    lower prices and that's going to reduce my return
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          1    and I just don't want to do it.  That's not going

          2    to happen right away.

          3               It's going to happen over time.  So

          4    what are you going to do with that case?  You are

          5    going to do what?  You are going to do some long

          6    run, short run trade-off?  You're going to --

          7    what are you going to do?

          8               DOUGLAS MELAMED:  Well, wait a minute.

          9    As you stated, those words would have been

         10    Microsoft's defense to a refusal to let Netscape

         11    use its APIs.

         12               And yet, Carl, I have a hunch that you

         13    would find a violation if Microsoft had refused

         14    to let Netscape use its APIs because you would

         15    have said what conceivable efficiency purpose,

         16    what benefit to consumers, what profit

         17    enhancement other than driving a competitor out

         18    of business and raising entry barriers or

         19    increasing market power is going on here.

         20               HEWITT PATE:  I'm not sure if Carl's

         21    name tag is really still up or not.

         22               CARL SHAPIRO:  You should be careful
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          1    about your hunches for one thing.  But maybe

          2    you're saying then if there was an ongoing

          3    historical pattern of disclosing the APIs then

          4    they might want to continue it.

          5               That seems to me different than saying

          6    just because somebody has interfaces and they are

          7    valuable that they should be disclosed.  So now

          8    you have retreated it seems to me into the

          9    category of ongoing patterns of dealing rather

         10    than a broader principle of imposing duties when

         11    there is not ongoing.

         12               DOUGLAS MELAMED:  I didn't mean to say

         13    as a matter of principle.  I'm saying plaintiff

         14    has an evidentiary burden.  He has to prove that

         15    this doesn't make any sense.  And obviously if

         16    there were an ongoing patent it would help him.

         17    But I wouldn't get there as a matter of

         18    principle.

         19               MARK WHITENER:  Well, I have no priors

         20    on Microsoft.  So it doesn't make any sense.

         21    What does that mean?  What you just described

         22    sounded to me like a pure simple refusal to share
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          1    intellectual property which I think as an

          2    actionable offense falls flat.

          3               And I thought Carl made the -- in his

          4    point, counterpoint with himself on some of the

          5    issues -- the side that won out seems to me was

          6    the side that said you ought to be able to

          7    re-examine your decision making.

          8               That is to say, the fact that you

          9    might have let something out of the bag before

         10    and licensed it or shared it shouldn't prevent

         11    you from later re-evaluating that decision.  It

         12    may have some consequences in the market that

         13    people design around, lock in, whatever.

         14               I'm not saying it's irrelevant.  But

         15    it seems to me that for the most part you ought

         16    to be able to re-examine that question and make a

         17    new decision later based on the facts before you.

         18               CHRIS SPRIGMAN:  Doug, was your

         19    Microsoft hypothetical dependent on leveraging

         20    and that the operating system was going to be

         21    different from whatever market it is they were

         22    not disclosing the APIs?
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          1               Because if not, I don't know how it's

          2    any different from refusing to license my patent

          3    to Viagra.  I could get money for licensing my

          4    patent to Viagra.  And it's profitable for me not

          5    to license that patent only because I get to keep

          6    monopoly profits for the term of the patent.

          7               DOUGLAS MELAMED:  Let me just say I'm

          8    starting from the basic proposition that -- which

          9    I thought everybody at least all the economists

         10    here agreed on.

         11               And that is that unilateral

         12    unconditional refusals to deal can under some

         13    circumstances be anticompetitive.  I believe

         14    those circumstances all entail a sacrifice of

         15    profits.  I could be wrong about that being my

         16    understanding.

         17               So all I'm really saying is not that

         18    I'm the economist who can tell you the metes and

         19    bounds of all of the -- when does anticompetitive

         20    refusal to deal apply and when doesn't it, but

         21    simply that we shouldn't be having a bunch of

         22    legal rules that rule those off the table.
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          1               As for the Microsoft story, I was

          2    imagining the very same violation that every

          3    Judge has looked at found.  A very conservative

          4    Court of Appeals found unanimously, and that is

          5    Microsoft sought to do in a competitor because

          6    the competitor threatened to lower barriers to

          7    entry to compete with its desktop monopoly.

          8               And all I'm suggesting is if they had

          9    chosen instead of the variety of illegal things

         10    they chose an otherwise economically irrational

         11    decision not to let this particular competitor

         12    have access to its APIs.

         13               And the fact finder could conclude

         14    as the fact finder did with all the things that

         15    Microsoft actually did that that refusal also

         16    served no legitimate purpose and was intended

         17    solely to insulate its desktop operating system

         18    from competition, that that should state a claim

         19    under the antitrust laws.  That's all I'm saying.

         20               BENJAMIN KLEIN:  I think that what you

         21    are saying is that the once the market power gets

         22    to a significant level there is a different
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          1    burden.  I mean you're really moving to an

          2    essential facility doctrine here.  I know we hate

          3    that term.  But somehow the APIs are an essential

          4    facility.

          5               That is the only way you can make

          6    sense of the argument because it does seem like

          7    legitimate business justification.  Why should I

          8    license a competitor?  I mean it has nothing to

          9    do with Ordover/Willig.  You just don't want to

         10    license a competitor and create competition.

         11               So I think you really are talking

         12    about an essential facility.  And once you

         13    become a monopolist you might have additional

         14    obligations under the antitrust laws.  I mean

         15    that's it.  But I don't think it fits your

         16    framework.

         17               HEWITT PATE:  Okay.

         18               CARL SHAPIRO:  Well, we've cleared

         19    that up.

         20               HEWITT PATE:  Now that we're cleared

         21    that up, I guess we're drawing to the end of our

         22    time.  I'm not sure I'm in a position to sum up
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          1    accurately, particularly having gone AWOL for an

          2    hour or so.

          3               But we have heard a lot of things,

          4    broad agreement that the CSU dicta is too broad

          5    and doesn't necessarily accurately reflect the

          6    state of the law at least as it relates to

          7    conditional refusals.

          8               I think broad agreement with one

          9    exception that the pretext or subjective analysis

         10    doesn't really add anything to this.  Some

         11    disagreement on whether IP is in some ways on a

         12    different footing than other property.

         13               A consensus that unilateral refusals

         14    to deal are subject only to very narrow antitrust

         15    liability all around the table, but maybe a real

         16    disagreement about how narrow is narrow when you

         17    get down to it, and some objections to whether

         18    there should be liability at all chiefly because

         19    administrability and incentive reasons, perhaps

         20    because of the uncertainty created by private

         21    litigation.

         22               We've heard about other possible
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          1    approaches revolving around price discrimination

          2    and otherwise.  And I'm sure this is food for

          3    further thought and debate.

          4               But I'd like to thank the organizers

          5    again and especially thank the panel members for

          6    what I think was a great presentation and invite

          7    all of you to be back tomorrow for settlements in

          8    the next installment of the hearings.  Thanks

          9    very much.

         10               (Conclusion.)

         11
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Introduction 
 
My comments reflect my long-standing interest in technology as an economic commodity, and 
therefore, in technology licensing and other forms of market trades in technology.  A working 
market in technology, where technologies can be traded is socially beneficial.  It reduces 
duplicative R&D; enhance use of technology and therefore increase the productivity impact of 
technological change.  Trade in technology also facilitates greater specialization in innovation and 
encourage high tech start ups e.g., biotechnology.) Such specialization further enhances the rate of 
innovation in the economy, as well as its diffusion.1 
 
I shall begin with an overview of what we know about voluntary licensing, especially in the 
chemical industries, and the implications for what could be done about refusal to license.  Making 
a virtue of a necessity, I will not confine myself to a narrow anti-trust perspective.  My sense of 
the discussion on the question of refusal to license is that the only clear principled approaches are 
the “one monopoly rent” approach, or the “patents entail monopoly” approach, both of which 
entail the policy prescription that a refusal to license ought never to face an anti-trust challenge. I 
shall not address the question of whether and when refusal to deal can reduce social welfare.  The 
single monopoly rent theory appears to be formally incorrect (e.g., Whinston, 1990; Borenstein, 
Mackie-Mason and Netz, 2000).  Carlton, [1999] summarizes cases where a refusal to deal can 
and cannot reduce social welfare. I also find the idea of immunizing patents (and intellectual 
property rights more generally) from anti-trust challenge a troubling one.  If followed, I believe 
that such immunity is likely to have undesirable consequences in a future where software, and 
especially embedded software, becomes increasingly ubiquitous.  However, as MacKie-Mason 
(2002) and others have pointed out, the difficulty is in implementing a sensible tradeoff between 
the need to provide incentives for innovation via intellectual property rights and anti-trust 
objectives. 
 
Therefore, my concern here is specifically with refusal to license and my objective is to try to 
suggest a framework for a defensible cost-benefit calculation.  In the final part of this essay, I 
build upon a recent theory of “disproportionate leverage” advanced by Robert Merges [1999] and 
propose a way to make this theory operational in the context of refusal to license.   
 
 
II. Voluntary licensing and markets for technology 
 
Some commentators have said that innovations are not bought and sold in markets. This is only 
partly true.  Using a variety of data sources, my co-authors and I estimate that that the technology 
trade in the OECD countries amounted to around $30-$50 billion dollars per year between 1990-

                                                 
1 For instance, a very substantial fraction of biotechnology firms specialize in licensing candidate drugs, further 
developed and marketed by established pharmaceutical firms, or in licensing technologies that increase the efficiency 
of drug discovery (or both).  The presence of such specialized suppliers enhances the rate of innovation.  In the 
chemical industry, the diffusion of chemical process technologies has been facilitated by the presence of specialized 
engineering firms.  These firms have been an important source of technology for entrants to the industry and for firms 
in developing countries.  There is also evidence that these firms facilitated the diffusion of “best practice” technology 
in the chemical industry (Spitz, 1988). 
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1997, or between 10-15% of total civilian R&D (Arora, Fosfuri and Gambardella, 2001).2  We 
find that there is a market for both developed and developing technologies, although this market is 
subject to a variety of imperfections.  Sectors, such as chemicals, refining, pharmaceuticals and, to 
some extent, semiconductors, where clearly defined (“crisp”) property rights prevail, are sectors 
where a market for technology is better developed.  (Anand and Khanna, 2000; Teece, 1998; 
Arora and Gambardella, 1994.) 
 
A recent (unpublished) study (Walsh, Arora, and Cohen, 2002) on the patenting and licensing of 
research inputs in biotechnology, illustrates the working of the market for technology.  We find 
that although there has been an increase in patents on the inputs to drug discover ("research 
tools"), drug discovery has not been substantially impeded by these changes.3  There is, however, 
some evidence of delays associated with negotiating access to patented research tools, and there 
are areas where patents over targets and foundational discoveries have limited access for other 
researchers.  In all cases where a license was not available, it was because the patent holder was 
working on it himself.  These restrictions on access are consistent with the intent of the patent 
system of providing temporary exclusivity, and industry participants view them as such.  Simply 
put, the market for innovations appeared to be working reasonably well, although a number of 
irritants remain. 
 
One important finding from this study of patenting and licensing of bio-medical research inputs is 
that there are very few instances where an entire line of therapeutic research is blocked off to all 
except a single firm.  In most cases, there are multiple biological pathways to be investigated.  For 
instance, if a human gene has been patented as a target, an animal gene may be used as an 
(imperfect) substitute.  The availability of (possibly imperfect) substitutes therefore pushed patent 
holders to license on reasonable terms.  Further, technical opportunity in this field is high and 
firms will sometimes redirect research away from areas where there are lots of patents.  Of course, 
there are cases where a broad patent on a target (e.g., Cox-2 inhibitor) can potentially block off the 
area and require interested parties to license from the patent holder. In such cases as well, the 
patent holder will license unless he intends to conduct research and develop therapies himself.  
Even where patent holders have fairly broad patent rights, they tend to license others for 
applications they do not intend to develop or where others possess complementary technology.4  It 
is significant, however, that general purpose technologies which might come close to some notion 

                                                 
2 Royalty flows received from unaffiliated entities by US firms in 1996 amounted to 66$.5 billion, of which about 
50% are likely to have been for 50% for industrial processes and products. This implies that in the US technology 
licensing royalty flows amounted $37.5 billion in 1996. The value of deals is estimated to be $18-20 billion using 
licensing plus royalty deals. In addition, we estimate an additional $20-30 billion in R&D funding and equity 
investment for outsourced R&D. 
3 Of the 30 respondents who addressed the issue, 29 could not point to a specific project stopped due to having 
difficulties getting agreement from multiple IP owners (the anti-commons problem).  For example, one respondent 
indicated that about a quarter of his firm’s projects were terminated in the past year. Of these, none were terminated 
due to any difficulties with in-licensing of tools. Instead, the key factors leading to the termination of projects 
included pessimism about technical success and the size of the prospective market. One biotechnology executive 
stated: “I am hard pressed to think of a piece of research that we haven’t done because of blocked access to a research 
tool. We have dropped products because others were ahead in proprietary position, but that is different.” 
4 For instance, in regenerative technology, Geron is said to have a strong position with its portfolio of patents on stem 
cells, telomerase technology, and cloning technology (acquired through its acquisition of Roslin Institute in Scotland).  
Geron has licensed a variety of other firms for use of the technology in animal breeding applications, as well as for 
thereapeutic uses. 
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of an “essential facility”, such as recombinant DNA, PCR and the genomic databases, are 
available for license. 
 
The market for technology is not ubiquitous.  A variety of factors can inhibit such trades.  One 
such factor is tacit knowledge.  Technology is more than access to patents.  Know-how, much of it 
often tacit, is needed, and this means that the technology owner may have to make substantial 
effort, and incur substantial costs, to transfer technology.  Studies of international technology 
licensing find that the extent of know-how and engineering services are an important determinant 
of technology licensing payments (Contractor, 1981; Teece, 1977). It is likely to be difficult for 
government agencies to effectively monitor whether all required know-how has been transferred.5 
 
Contracts for know-how can be complicated.  Technology owners have to protect know-how from 
being misappropriated. Bundling with patents is one feasible strategy.  Such bundles contracts are 
more efficient than contracts for know-how by themselves, but may be misconstrued as illegal 
tying.  In this sense IPR are different from other types of property, namely that effective use may 
require transfer of a bundle of different types of knowledge, some protected as patent or copyright 
and some not.  Flexibility in contracts is required to make the transfer of technology possible. (See 
for instance, Arora, 1996; and Arora and Merges, 2002).  Bundling may also involve physical 
products, specific to the licensed technology (in that the licensed technology would not work well 
without the physical product), but that otherwise are sold in competitive markets. 
 
An indirect way that policy can facilitate technology transfer is to promote competition in 
technology market.  Multiple sources of differentiated technology are not a theoretical curiosity; 
the biotech and chemical industries (and sections of the semiconductor industry) provide a number 
of instances of reasonably well functioning markets for technology.  It is no surprise that patents 
are generally thought of as being effective in the chemical industry. It is also no surprise that 
technology licensing is an important source of revenue for firms in the industry. However, firms 
resort to licensing either if they themselves are unable or unwilling to commercialize the 
technology on a large enough scale, or if they face competition from other technology holders 
(with technology that is a reasonably close substitute).6  In particular, the presence of specialist 
technology suppliers appears to play an important role in encouraging even established firms to 
offer technology for license (Arora and Fosfuri, 2000 ). 
 
Licensing in the chemical industry took place as early as the 1860s and 1870s. However, an active 
market for technology emerged only after World War II (Spitz, 1988).  In addition to the effects of 

                                                 
5 There are two interesting instances of “compulsory” licensing.  After both WW I and WW II, the industrial property 
(including patents) of German chemical firms was appropriated and made available to US firms.  In neither case is 
there evidence that this was a major disincentive for foreign firms to invest in R&D. Arguably, the specific 
circumstances of the expropriation were responsible. The other lesson, relevant for this point, is that using those 
patents proved to be extremely difficult.  Hounshell and Smith [1986] detail the difficulties Du Pont faced in using 
German patents alone (without know-how) to enter organic dyestuffs.  A similar conclusion emerges from Standard 
Oil (NJ) technology agreement with IG Farben where IG Farben did not provide know-how (contrary to the 
agreement) to Standard Oil, with the result that the latter could not effectively make use of the Buna patents for 
synthetic rubber (Spizt, 1988). 
6These ideas are formalized in Arora and Fosfuri [2000], which also provides empirical evidence that shows that for 
instance that multinationals are more likely to license if other technology holders are present, and that chemical 
producers are more likely to license in products markets where independent technology suppliers are active. 
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the war itself, the anti-trust pressure on Du Pont and ICI played an important role as well. ICI was 
required to license its basic polyethylene patents (other firms had developed expertise in 
producing polyethylene) while Du Pont was nudged into licensing nylon technology (and know-
how) to a Monsanto joint venture, Chemstrand.7  The more general point is that licensing 
flourished when firms faced competition from other technologically capable firms (whether at 
home or abroad) and licensing itself facilitated entry into the industry.  The second tentative 
conclusion from the history of the chemical industry is that anti-trust enforcement, including the 
occasional episodes of compulsory licensing, does not appear to have had a chilling effect on 
innovation.  Part of the reason that innovation flourished is that the in the US, the industry has had 
multiple sources of innovation.  No single firm, not even Du Pont, has dominated the chemical 
industry, in the way IG Farben and ICI dominated their respective national industries in the inter 
war years.8  The extent to which anti-trust enforcement contributed to these multiple sources of 
innovation is unclear, but it certainly did not hurt. 
 
Government agencies must be alert to attempts to restrict competition, for instance in reviewing 
proposed mergers.9  In this sense, intellectual property rights are no different from other types of 
property rights.  Firms may use a variety of means to acquire market power, not only in markets 
for goods, but also in markets for technology, and, at least in principle, neither are the anti-trust 
considerations any different. 

 

Refusal to license: Preliminaries 
 
Most of the discussion on this question that I have read concerns cases where the technology 
holder has market power in an existing product market, and its refusal to license in related markets 
raises anti trust concerns.  This is the situation in the CSU-Xerox case.  A related case is where the 
technology holder with market power in an existing market agrees to give a license only if certain 
conditions are met (such as license to technology held by the other firm asking for a license), as in 
the Intel-Intergraph case.  I think there is widespread agreement that if the firm refusing to license 
does not have significant market power, there is no basis for anti-trust concern.10  Similarly, I 
believe that a situation where, for instance, a pharmaceutical firm with substantial market power in 
a particular therapeutic category refuses to license its existing or prospective drugs, most of us 

                                                 
7 Du Pont reportedly charged $125 million dollars to Monsanto. 
8 Indeed, it has been argued that the splitting up of IG Farben into three of the largest firms out of which IG Farben 
was formed greatly encourage innovation and growth in the post WW II German chemical industry (Stokes, 1988). 
9 The agencies challenged the acquisition of Union Carbide by Dow Chemicals in part on the grounds that the merger 
would greatly reduce competition in the market for polyethylene process technology  While there are a number of 
producers of polyethylene, Dow and Exxon-Mobil were the leaders in metallocene catalyst technology for 
polyethylene and UCC was the leading supplier of polyethylene process technology and a joint venture partner with 
Exxon to supply advanced metallocene catalyst based polyethylene process technology.  Dow and BP were partners in 
a rival joint venture.  Under the terms of the order, Dow would be required to divest and license intellectual property 
that is critical to the production of linear low-density polyethylene - to BP.  Earlier, the FTC and the EU had stepped 
in to require Shell to divest to Union Carbide, Shell’s interest in polypropylene technology, to address various 
concerns, including the concern that the formation of Montell Polyolefins, a $6 billion joint venture between 
Montedison and Shell, could substantially reduce competition in polypropylene licensing markets. 
10 This may raise other concerns, namely that such concentrated control over a technology is unlikely to be conducive 
to the rapid development of that technology. 
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would accept that refusal as part of the rights of a patent holder.11  Thus, I shall focus on the case 
of a firm with market power in one market facing a request for a license in a related market. 
 
For the most part, the discussion of these issues has centered around what a firm with market 
power should or should not be compelled to do regarding its intellectual property.  My view is that 
intellectual property should be treated no differently from other property, with three caveats.  First, 
as already noted, insofar as intellectual property consists not only of patents and copyrights, but 
also proprietary information and other types of know-how, it may be difficult to compel a firm to 
transfer this know-how to others.  The second caveat is that the scope of an intellectual property 
right is difficult to delineate, far more difficult than for rights in tangible property.  For instance, 
sometimes the real issue is that a patent is believed to be excessively broad.  The standard 
response is that this is something that should be addressed by the PTO or by a court challenge on 
the scope of the patent.  The standard response is fine but, in specific cases, may not be enough.  
For instance, no single infringer may have adequate incentives to challenge the patent, because a 
successful challenge conveys a beneficial pecuniary externality to all other infringers who are not 
part of the suit. Thus, an anti-trust challenge may be one way for public policy to mitigate the 
problem.  However, this is an issue that requires further thought.  
 
A third caveat relates to price.  It is also a commonplace that compulsory licensing is problematic 
because it requires outsiders to put a price on the technology, and technology by its nature is 
unique, making its pricing by outsiders difficult.  The problem is real, but overstated.  In some 
industries, such as industrial and organic chemicals, oil refining, and pharmaceuticals, at least, it is 
possible to use information on similar transactions to determine the price of a license if two parties 
had freely entered into a transaction.  Moreover, for the same reason it is unlikely that courts will 
be actually required to monitor these transactions very frequently – the parties are likely to be able 
to bargain in the shadow of what is likely to happen in the court.  On the other hand, as already 
noted, requiring transfer of know-how may be a formidable challenge for third parties, such as 
courts or anti-trust agencies, and may require divestiture of entire lines of business.  Further, there 
is the distinct possibility that a tougher stance on refusal to license patents may encourage firms to 
protect more of their technology as trade secrets.  In general, society benefits from patents because 
the knowledge is disclosed more effectively, and patents make technology licensing easier.  Thus a 
move towards secrecy would likely reduce social welfare. 
 
Having acknowledged the practical difficulties involved in mandating licensing, I shall ignore 
these in the next section.  The objective there is to propose a different way of thinking about the 
question of refusing to license.  But the proposed framework here is suited only to licensing of 
intellectual property and is different, therefore, from the more general analyses of “duty to deal” 
analyzed, for instance in Gilbert and Shapiro [1998] or Carlton [1999] . 
 
 

                                                 
11 This has not always been so.  As noted earlier, after World War II, Du Pont was pushed to license nylon patents and 
know-how to another producer.  Similarly, ICI had to license polyethylene patents to US firms (in addition to the 
license given to Du Pont).  My own reading of the history of the chemical industry is that these events enhanced the 
rate of innovation in the industry.  They obviously increased competition and increased consumer welfare in the short 
run as well. 
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“Disproportionate Leverage”? A suggested approach using “Stand Alone Value” 
 
The basic reason for presuming that the owner of property can dispose of an asset as he wishes is 
that to take away this right reduces the private value of the assets and impairs investment in 
creating the asset in the first instance.  This is said to apply especially to technology and related 
intangible assets.  Thus, permitting refusal to license is said to be important for preserving 
incentives to innovate, not simply for the firm in question but for all potential innovators.  
However, all innovations are not equal and neither is the protection accorded to them.  Thus, one 
might ask whether the private benefit being gained (from the innovation or from the intellectual 
asset more generally) is commensurate with the social benefit from the innovation. 
 
Robert Merges [1999] has put forward a theory of “disproportionate leverage”.  The simple idea, 
attractive in many respects, is that “small property rights” should not be used to leverage very 
large markets.  What is a “small property right” then?  Merges does not provide a definition but 
does provide a number of instances that exemplify the point.  One such case is the use of copyright 
to protect interface in game cartridge cases, where copyrights in very short sequences of computer 
code effectively permitted game cartridge sellers to prevent the sale of competing cartridges by 
“unauthorized” competitors.  Merges also provides the example of Alcatel USA, Inc. v. DGI 
Technology., Inc., where copyright in a digital phone switch operating system was sought to be 
used to prevent competitors from designing and introducing competing switches. The Lotus-
Borland case on copyrights over menu command structures is another case in point.  
 
Although most of such examples are about copyright, clearly, there is nothing special about 
copyrights.  Rather, what is important is that copyrights are property rights easily gained (with 
very little by way of requirements other than originality).  Although patents have to satisfy a 
higher threshold (namely, novelty, utility and non-obviousness), it is also true that that in the 
current times, a very substantial number of patent applications manage to do so.12  A recent study 
claims that the true probability that a patent application will result in a patent grant is above 90% 
(Quillen and Webster, 2001).  In other words, while a patent may be a “bigger” property right than 
a copyright in some sense, it does not follow that a patent can provide immunity whereas a 
copyright could not.  Thus, in the after market service cases Merges suggests that the key test is 
whether the proprietary software and other technologies are substantial enough and the service 
market small enough for a refusal to license be acceptable. 
 
How could a “small right” leverage a large market?  Isn’t the ability to leverage a large market 
itself evidence that the right in question is large?  In answering the question one gets further 
insight into the usefulness of this perspective.  Sometimes, though possibly not always, the ability 
to leverage a large market arises because the property right is owned by a firm that dominates a 
related market.  The obvious examples are well known and are usually thought of as pertaining to 
standards and network economies.  
 

                                                 
12 I have heard it suggested, and only partly in jest, that we in the United States are approaching a “registration” 
system, and a patent attorney who fails to secure a patent for his client may deserve to face charges of malpractice.  
The recent announcements about the PTO being reorganized to serve its “customers” (i.e., patent applicants) does not 
help dispel such apprehension. 
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One way of thinking about it is to ask whether the property right would be able to leverage the 
market if it were owned by someone other than a firm dominating the related market.  As a 
thought experiment, consider putting all the patents and know-how in question and spinning off a 
separate firm (owned by the same shareholders but with an independent management charged with 
maximizing the profits of the spinoff).  One can then ask – How would this firm behave? Would 
this firm refuse to license? How valuable would this firm be?13  The answers to these questions 
can prove helpful in delineating different types of situations and the welfare implications of refusal 
to license. 
 
For instance, in bio-pharmaceuticals, the independent technology firm may decide that an 
exclusive license would maximize its profits.  Further, the original firm may have the highest 
willingness to pay for the exclusive license.  This appears to be the case for patents covering new 
compounds. However, this is typically not the case for patented technologies such as databases, 
gene chips or even “targets”.  Biotech firms that have patents on such technologies typically do 
not license these exclusively.  By the same token, it is not common for pharmaceutical firms to 
patent or offer for license such input technologies.14   
 
In an after market service scenario, imagine a durable equipment producer with market power in 
the equipment market, and a related market for service and repair, where the equipment producer 
has patented software and parts.  Consider the case where the diagnostic software and patented 
parts are owned by a separate profit maximizing firm spun off from the durable equipment 
producer.  If the technology is markedly superior to alternatives, the spin off may be able to 
leverage the after service market.  Furthermore, if there are efficiency-based reasons for refusal to 
license, they would apply to the spinoff as well.  Thus, the spinoff is unlikely to license to others 
and may decide to provide the technology exclusively through its own services.  Alternatively, the 
spin off may license exclusively, perhaps even to the equipment producer itself.15   
 
However, if the technology is not markedly superior, other firms (including the firm producing the 
hardware being serviced) are likely to be able to develop other methods.  Indeed, in the extreme 
case, if the principal reason that spinoff’s intellectual property is valuable is because it 
incorporates the “interface” to the machines produced by the equipment maker, then it is likely 
that spinoff would have only limited value.  Rather than license the spinoff’s technology, the 
equipment maker may simply create a new interface and develop similar (but non-infringing) 
diagnostic software and parts.  More precisely, the costs of developing and implementing a new 
                                                 
13 The CSU v Xerox decision appears to be clear that, from a legal viewpoint, one need not, and indeed, ought not to 
inquire into the why the technology holder refuses to license.  Indeed, there are efficiency reasons for refusal to 
license (e.g., Gilbert and Shapiro []).  On the surface, this seems perfectly sensible.  Yet, if the premise of anti-trust 
law is that a firm enjoying monopoly power in a market may not engage in actions that would be permissible for a 
firm not enjoying market power, it seems necessary to understand the reasons for a refusal to license.  Only if one 
concludes that by virtue of having intellectual property, as opposed to other types of property, is intent of no 
consequence. 
14Responding to complaints about restricted access to their patented targets, a respondent from a pharmaceuticals firm 
stated: “Your competitors find out that you’ve filed against anything they might do.  They complain, ‘How can we do 
research?’ I respond, ‘It was not my intent for you to do research.’" (cited in Walsh, Arora and Cohen, 2002). 
15 A clarification: It is tempting to conclude that the spinoff would simply turn back and license to the original firm, 
defeating the purpose of the test.  But the test has two components: value of the spinoff and and its behavior.  Even if 
the original firm is the going to be the highest bidder, the price it would be willing to pay for the IPR will depend on 
how easily the original firm can develop a substitute.  The easier the substitution, the lower the price. 

 8 



interface and costs of developing non-infringing software set the limits for the value of the license.  
In this case, it is likely that the property rights leveraging the service and repair market are 
“small”. 
 
Put differently, it is worth asking why a license is needed in the first instance?  It is rare that there 
be exactly one way to achieve a particular technical result or effect.  Moreover, the history of 
innovation teaches us that these different ways usually have additional social value.  Thus, a 
license is needed if the technology in question is markedly superior or if the technology covers a 
“standard” (in the broad sense of the term).  If the latter, some, if not all, of the value derives from 
investments made by others, such as consumers.  Thus, following Merges’s analysis, it is unfair 
and possibly also inefficient to reward the standards owner.  In Intel v. Intergraph, presumably a 
great deal of the value of Intel’s know-how arose because it was not possible to design 
workstations compatible with Intel microprocessors without the know-how.  However, it is 
possible that the know-how would be valuable even beyond Intel microprocessors, and if that were 
the case, Intel would have a stronger claim.16  
 
The principal virtue of this approach is that it leads directly to cost-benefit analysis.  It requires an 
economic, not technical valuation of the patent and intellectual property.  If applied to a case 
where the firm refusing to license does not enjoy market power in a related market, the analysis 
would directly return a finding of no anti-trust concern.  If there are significant efficiency reasons 
for not licensing, these ought also to come out from an analysis of how the spun off property rights 
would be used.   
 
There are three principal types of objections from economists that I can foresee.  First, that this 
“stand-alone value of intellectual property” approach discounts complementarities.  For instance, 
might it not be the case that the hypothetical spinoff of the sort being contemplated be of limited 
value because the technology it possesses is complementary with other technologies and assets 
owned by the dominant producer?  Alternatively, though small, the property rights of the spinoff 
may be a part of a conscious strategy.  Thus, the dominant firm may have made substantial 
investment in creating a brand and a service organization, with the intellectual property being a 
small, but key, part of the strategy (e.g., Teece, 1986).  Thus, what may appear to be a “small” 
property right is so because it has been unbundled from other complementary technologies and 
assets.  There is considerable merit to this objection. The point, however, is to probe the source of 
these complementarities. When firms have significant market power, one cannot assume that 
whatever creates private value also creates social value.  Thus, for the purpose of understanding 
refusal to license, it is useful to understand, on a case-by-case basis, the source of the 
complementarities.  Clearly, doing so is difficult and expensive, but surely not impossible. 
 
The second objection is that all of this is besides the point.  The patent system exists to provide 
incentives to innovate.  These incentives are provided by the prospect of rents.  These rents would 
include rents from a variety of markets covered by the patents.  It is therefore arbitrary (at least to 
an economist) to exclude some markets ex post facto.  Thus, not allowing refusal to license will 

                                                 
16 Interestingly enough, in this case, if Intergraph had spun off a separate firm that owned the Clipper patents and 
related technology, arguably Intel would have had not basis to deny Intergraph access to its know-how.  The bundling 
between Intergraph’s workstation operations and its microprocessor technology (surely the result of historical 
accident) appears to have created much of the problem 
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reduce incentives to innovate.  This objection too has merit.  However, since this discussion is all 
predicated on a firm already having acquired substantial market power (and by extension, a 
substantial return on invention), the objection loses some of its sting. Not all of its sting to be sure, 
because surely the incentives of the dominant firm to innovate further are impaired, as are firms 
that anticipate market dominance. However, this must be balanced against the incentives of other 
firms to invest in innovation as well.  For instance, I firmly believe that the uncoupling of 
application from operating system in desktop computers (as was once contemplated by the 
government in the Microsoft case) would have encouraged greater experimentation and innovation 
in both.  Similarly, I believe that while the pressure on Du Pont and ICI to license their 
technologies may have impaired their incentives (and other firms that anticipated being similarly 
situated), it also unleashed innovation by others, including the development of complementary 
process technologies, in part by expanding the pool of producers who would be buyers of such 
complementary technology.  For instance, Union Carbide and others developed superior methods 
of producing polyethylene with improved properties,  
 
A variant on the second objection is that the patent system contemplates the grant of a temporary 
period of exclusivity in exchange for the disclosure of an invention.  Stated thus, it appears that the 
matter is settled.  But there is, as I understand it, a doctrine of “duty to deal” and a notion of 
“essential facilities” in the law, albeit not very clearly defined and somewhat controversial.  By 
implication, the property rights of a patent holder are limited (as are the rights of owners of other 
types of property).  Regardless, this objection taken literally would remove all refusals to license 
from scrutiny and my proposal is based on the premise that such an exclusion is unwarranted.  
More generally, it seems to me that the principled approaches do not take us very far (as evidenced 
by the conflicting court judgments on this issue). If so, then rather than argue about principle, it 
seems more useful to try to apply cost benefit calculus to guide policy. 
 
A third, and potentially more powerful, objection to the proposed “stand alone value” analysis is 
that it cannot be done:  We simply lack the data needed to satisfactorily carry out such an analysis.  
I do not have an adequate response to this objection, except the hope that the growth of markets 
for technology will begin to generate the sorts of data needed to make this exercise feasible.  I 
should also note that some variants of what is proposed here likely are already done when 
estimating the value of patents in infringement cases, especially where technologies have not been 
fully developed. 
 
 
Conclusion 
 
My perspective is one which stresses the importance of intellectual property rights, not only for 
providing incentives for innovation, but also for facilitating the diffusion and use of innovation.  In 
this view, intellectual property rights are a crucial ingredient trade in technology and for 
facilitating a market for technology.  This perspective also suggests that, policy action, such as 
mandatory or compulsory licensing, is both more difficult and less difficult.  It is more difficult 
because it is difficult to enforce the transfer of know-how.  It is easier because as technology itself 
becomes a tradable commodity, fixing a price for a license becomes easier.  
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In this view, there is little basis for special treatment of intellectual property in terms of immunity 
from anti-trust action.  More generally, the growing use of software, and especially embedded 
software, implies that such an exceptionalism may have undesirable and unanticipated effects.  If 
one accepts that there are situations where a refusal to license diminishes social welfare (even 
taking into account the likely beneficial impact in the form of greater incentives to innovate), then 
some structured approach seems desirable.   
 
One possible approach, suggested in this essay, builds on the idea of “disproportionate leverage”.  
The approach applies specifically to cases where a firm already enjoying market power in one 
market refuses to license intellectual property allegedly required for operating in a related market.  
The approach requires that one weigh the social value of the intellectual property in question 
against the likely social loss entailed by monopolization (or reduction of competition more 
broadly) in the market for which the license has been refused.  It further suggests that this 
valuation be carried out by analyzing the hypothetical case where the intellectual property in 
question were spun out in a separate firm with an independent management charged with 
maximizing the profits of the spinoff.  As a corollary, one would also investigate what actions the 
spinoff would take regarding the use of its intellectual property, including whether it would refuse 
to license.  
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Overview and Roadmap

• Voluntary licensing – Market for 
technology  

• IP versus other types of property: A 
transaction based perspective

• Refusal to license as “disproportionate 
leverage” – towards a cost-benefit 
framework
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Market for technology

• Increasing licensing and tech trade in 1990s
– Active or emerging tech markets in chemical processes, 

Biotechnology, Semiconductors
• Estimated size of market for technology

– $50 billion per year (royalty flows)
– $20-35 billion per year (licensing plus R&D)
– 10-15% of civilian R&D

•• Crisp and strong IPR facilitate market for tech. Crisp and strong IPR facilitate market for tech. 
•• Market for technology make pricing of tech easierMarket for technology make pricing of tech easier
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IPR are like other property rights
• Traded in markets (albeit imperfect ones). 

Therefore, pricing difficult but not impossible.

• Market power in markets for technology can be a 
concern
– Dow-Carbide
– Shell-Montedison

•• Immunizing IPR against antiImmunizing IPR against anti--trust challenge can trust challenge can 
lead to undesirable consequences in a world with lead to undesirable consequences in a world with 
lots of software (and lots of embedded software)lots of software (and lots of embedded software)
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BUT: IPR are different from a 
transaction perspective

• Unclear metes and bounds.
• Use often requires complementary know-how. 

– Access German patents after WW I  not enough for US 
firms to enter organic dyestuffs, nitrogen fixation, 
synthetic rubber.

– After WW II, patents not enough.  Need detailed plant 
tours, hire consultants and trade for know-how.
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Importance of Know-How: Policy 
Implications

• Compulsory licensing of technology likely to be 
difficult 
– Monitor know-how transfer

• Greater flexibility in contracts needed (for 
voluntary licensing)
– Know-how transfer may require bundling of patents, 

equipment and know-how
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Refusal to License:  Preliminaries
• Refusal to deal may reduce social welfare
• No special immunity to IP
• Intervene only if firm has market power

• Trade off incentives to innovate versus static 
consumer welfare. 

• Incentives for follow on and complementary 
innovation also important
– ICI licensing (due to anti-trust) of polyethylene patents 

helpful for development of process tech by UCC, others
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Refusal to License:  A Cost-Benefit 
Approach?

• Why is a license needed? Why not substitute?
• Superior technology (no duty to license) 

OR 
Leveraging existing market power / standard 
(possible intervention)

• Principle: Social benefit of innovation versus 
Private benefit  -- No disproportionate leveraging



May 1, 2002 Ashish Arora "Refusal to License" 9

Implementation

• Counterfactual analysis.
1. Spin-off IP in separate firm, with independent, profit 

maximizing management. 
2. Estimate value of  spin-off and compare with market 

being leveraged.  
3. If value of spin-off much less than market, ask if 

genuine complementarity, or leveraging. (e.g. 
Microsoft case?)

4. If leveraging, consider challenging refusal to license
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Estimating “stand alone value” (value 
of spin-off)

• Need model of strategy of hypothetical spin-off 
for exploiting IP

1. Refuse license.  Exploit itself efficiency rationale for 
refusal to license. No anti-trust action needed

2. Exclusive license (possibly to original firm) – Estimate 
price. Compare with estimated profits from market 
being leveraged.  Action may be needed

3. Non-exclusive license.   Estimate price. Compare with 
estimated profits from market being leveraged.  
Action may be needed
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Virtues of proposal

• Cost-benefit framework
• Only applies if firm has market power – no 

leveraging otherwise
• Efficiency rationale for refusal built in
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Economic Objections (all valid !) 
• Arbitrary exclusion of some benefits possibly 

contemplated by IP holder when investing.  Impair 
incentives to innovate

–– True, but only applies to firms that achieve market power True, but only applies to firms that achieve market power 
(and therefore, likely a  return)(and therefore, likely a  return)

–– True, but incentives to innovate for othersTrue, but incentives to innovate for others

• Patents contemplate monopoly – right to exclude
–– True, but this is inevitable if you want antiTrue, but this is inevitable if you want anti--trust.  Only trust.  Only 

way out of this doctrinal dead end is to surrender armsway out of this doctrinal dead end is to surrender arms
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More Economic Objections (all valid !) 
• Stand alone valuation ignores legitimate 

complementarities
–– True, but proposal includes right of firm to demonstrate True, but proposal includes right of firm to demonstrate 

this. Monopolist may bundle for nonthis. Monopolist may bundle for non--efficiency reasons.efficiency reasons.

• Stand alone valuation has problems if patents apply 
to many markets

–– True, but can carry out the analysis as if spinTrue, but can carry out the analysis as if spin--off had off had 
exclusive field of use license and rights to license ?exclusive field of use license and rights to license ?

• Too difficult to do ?
–– True, but growing market for technology offers hope of True, but growing market for technology offers hope of 

comparable market datacomparable market data



ANTITRUST LIABILITY FOR UNILATERAL REFUSALS TO LICENSE 
INTELLECTUAL PROPERTY: XEROX AND ITS CRITICS 

 
by 

 
Jonathan Gleklen1 

 

 In In re Independent Service Organizations Antitrust Litigation (CSU, L.L.C. v. 
Xerox Corp.),2 the Federal Circuit affirmed a district court decision rejecting the 
imposition of antitrust liability premised on a unilateral refusal to sell patented parts and 
license patented and copyrighted software.  This decision was controversial enough; 
however, the Federal Circuit compounded the controversy by using exceptionally broad 
language to immunize refusals to license – language addressing fact patterns that were 
not before the court.  

 There appears to be relatively broad consensus that unilateral refusals to license 
intellectual property should generally not trigger antitrust liability.  Even former FTC 
Chairman Robert Pitofsky, perhaps the most prominent critic of the Federal Circuit’s 
decision, has said that he has “no quarrel with the fundamental rule that a patent holder 
has no obligation to license or sell in the first instance.”3   

 In addition to the “exceptions” set out in the Federal Circuit’s decision in Xerox, 
various limitations on the right to refuse to license have been by the plaintiff in Xerox, by 
Chairman Pitofsky, and others (including Mark Patterson writing in this issue and 
elsewhere).  In this short paper I attempt to evaluate both the Federal Circuit’s exceptions 
to its general rule and the limitations proposed by the critics of the decision, both in the 
context of the facts of the Xerox case and general antitrust principles.  With the exception 
of the criticisms leveled by CSU, the plaintiff in Xerox, the critiques of the decision are 
not applicable given the actual facts of the case.  In other words, the Federal Circuit’s 
holding seems to stand up to criticism, even if its language does not. 

 

                                                 

1 Jonathan Gleklen is a partner at Arnold & Porter and served as counsel to Xerox in ISO 
Antitrust Litigation.  The opinions expressed in this article do not necessarily reflect the 
views of Arnold & Porter or its clients, including Xerox Corporation.  An earlier version 
of this article appeared in the Spring 2001 issue of Intellectual Property News, published 
by the Intellectual Property Committee of the ABA’s Section of Antitrust Law. 
2 203 F.3d 1322 (Fed. Cir. 2000), cert. denied 121 S. Ct. 1077 (2001). 
3 Robert Pitofsky, Challenges of the New Economy:  Issues at the Intersection of Antitrust 
and Intellectual Property (June 15, 2000), <http://www.ftc.gov/speeches/ pitofsky/ 
000615speech.htm>. 
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THE XEROX FACTS 

 Xerox is in the business of designing, manufacturing, selling, and servicing 
photocopiers and laser printers.  CSU (formerly Copier Services Unlimited) is one of a 
number of independent service organizations (“ISOs”) that compete with Xerox to 
service these copiers and printers after the initial warranty period.   

 In 1984 Xerox decided that it would sell parts used to service its copiers and 
printers to authorized resellers and service providers and to end users of its equipment, 
but that it would not sell parts directly to its competitors.  This refusal to deal was purely 
unilateral.  End users remained free to supply the parts they purchased to any service 
provider, including ISOs, and to use any service provider they desired to install the parts. 
Xerox thus never agreed with parts purchasers that they would not use ISO service, and 
indeed some parts purchasers utilized CSU’s service.  Although Xerox unilaterally 
limited the quantity of parts it would sell to any one end user to the quantity reasonably 
necessary to repair the user’s equipment, end users were free to resell the parts they 
purchased to ISOs.  

 In 1994, as part of a settlement of a class action brought by end users and ISOs, 
Xerox changed its parts policy.  Xerox agreed to sell parts directly to ISOs (including 
providing them with quantity discounts) and to license diagnostic software to copier and 
printer end users, who could utilize ISOs as their agents to order and use the software.  
Since 1994, Xerox has not refused to sell parts or license diagnostic software.  Although 
CSU has claimed that Xerox discriminated against ISOs vis a vis end users in sale and 
licensing terms (a claim that has been picked up by some critics of the Xerox decision), 
CSU introduced no evidence of such discrimination.  Rather, all ISOs and all end users 
pay the same prices (and receive the same quantity discounts).4  

 CSU opted out of the settled 1994 class action and filed its own antitrust claims 
against Xerox, challenging as antitrust violations Xerox’s past refusal to sell parts and 
license software, as well as its post-1994 pricing of parts and software.  All of CSU’s 
claims were under § 2 of the Sherman Act; CSU did not allege any tying arrangement or 
that Xerox had conspired with any other party to deny CSU parts or software.  Although 
CSU’s refusal to deal claims were based on both patented and unpatented parts; CSU and 
its experts eventually conceded that CSU’s alleged injury was attributable solely to Xerox 
refusal to sell patented parts and to license Xerox’s diagnostic software, which was 
protected by both patents and copyrights.  
                                                 

4 The sole exception to this rule was the U.S. Navy, which receives some parts at a 
somewhat larger discount as part of a unique cooperative servicing agreement, pursuant 
to which Xerox technicians service shipboard copiers while the ships are in port and 
Xerox-trained Navy technicians service the copiers while the ships are at sea.  CSU did 
not claim that it competed with the Navy’s own technicians either to service the Navy’s 
copiers or to service the copiers of others. 
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 Xerox responded to CSU’s antitrust claims by arguing that its prior unilateral 
refusal to sell patented parts and to license patented and copyrighted diagnostic software 
(and its post-settlement pricing of such items) were a lawful unilateral exercise of its 
intellectual property rights and hence could not violate § 2.  Xerox did not claim that its 
refusal to deal was in fact motivated by its intellectual property rights, but asserted that 
the existence of such IP rights immunized its conduct.  Xerox did not assert an “IP 
Defense” with regard to unpatented parts, but argued that CSU could not show it was 
actually injured by Xerox’s refusal to sell such parts.  Xerox also asserted patent and 
copyright infringement counterclaims against CSU based on CSU’s use of unlicensed 
diagnostic software and infringing parts purchased from third party parts vendors.  CSU 
did not contest either the validity of Xerox’s patents or its infringement; rather, it 
defended the infringement with a patent and copyright misuse defense based on the same 
conduct that underlay its antitrust claims – Xerox’s prior refusal to sell or license and its 
current pricing of parts and software. 

 

THE XEROX DECISIONS 

 Although the district court initially denied Xerox’s motion for summary 
judgment,5 two weeks later it reconsidered its decision and granted summary judgment to 
Xerox,6 and CSU’s motion for reconsideration of that decision was denied.7  The district 
court rejected CSU’s arguments (discussed below) that Xerox’s refusal to license was an 
unlawful attempt to leverage a “parts monopoly” into a “service monopoly” and that 
Xerox’s subjective intent underlying its refusal to deal was relevant to a determination of 
the legality of Xerox’s conduct.  Instead, the district court adopted a rule of per se 
legality for unilateral refusals to license.8 

 On appeal, the Federal Circuit affirmed.  But it purported to recognize several 
exceptions to the right of an intellectual property owner to refuse to license, holding that 
“[i]n the absence of any indication of illegal tying, fraud in the Patent and Trademark 
Office, or sham litigation, the patent holder may enforce the statutory right to exclude 

                                                 

5 In re Independent Service Orgs. Antitrust Litig., 964 F. Supp. 1454 (D. Kan. 1997). 
6 In re Independent Service Orgs. Antitrust Litig., 964 F. Supp. 1479 (D. Kan. 1997). 
7 In re Independent Service Orgs. Antitrust Litig., 989 F. Supp. 1131 (D. Kan. 1997). 
8 In re Independent Service Orgs. Antitrust Litig., 964 F. Supp. at 1490 (unilateral refusal 
to license patents); 989 F. Supp. at 1144 (unilateral refusal to license copyrights). 
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others from making, using, or selling the claimed invention free from liability under the 
antitrust laws.”9 

 

THE “GENERAL RULE” OF LEGALITY FOR UNILATERAL REFUSALS TO 
LICENSE 

 Although the 1995 DOJ/FTC Antitrust Guidelines for the Licensing of Intellectual 
Property state that “[t]he Agencies apply the same general principles to conduct 
involving intellectual property that they apply to conduct involving any other form of 
tangible or intangible property” and that intellectual property is not “particularly free 
from scrutiny under the antitrust laws,”10 every case to address the question has held that 
a unilateral refusal to license intellectual property should be treated differently from other 
unilateral refusals to deal, and most commentators appear to agree.   

 A monopolist whose monopoly is based on tangible property may, in some 
circumstances, be compelled to share that property with others.  For example, in Aspen 
Skiing Co. v. Aspen Highlands Skiing Corp.11 the Supreme Court upheld a finding that a 
defendant with monopoly power in a market for “downhill skiing services in Aspen” had 
unlawfully maintained that monopoly by refusing to permit a competitor to sell tickets 
(i.e. grant access to) the monopolist’s mountains.  In so doing, the Court held that “[t]he 
high value that we have placed on the right to refuse to deal with other firms does not 
mean that the right is unqualified.”12 

 In contrast, the Supreme Court has held the “[t]he patent laws which give a 17-
year monopoly on ‘making, using, or selling the invention’ are in pari materia with the 
antitrust laws and modify them pro tanto.”13  Accordingly, courts have consistently 
rejected the proposition that a patentee acts improperly by refusing to license competitors 
to make, use or sell its inventions or that the owner of a copyright can be compelled to 

                                                 

9 203 F.3d at 1327.  Similarly, with regard to copyrights, the Federal Circuit “reject[ed] 
CSU’s invitation to examine Xerox’s subjective motivation in asserting its right to 
exclude under the copyright laws for pretext, in the absence of any evidence that the 
copyrights were obtained by unlawful means or were used to gain monopoly power 
beyond the statutory copyright granted by Congress.”  203 F.3d at 1329. 
10 Guidelines, § 2.1. 
11 472 U.S. 585 (1985). 
12 Id. at 601. 
13 Simpson v. Union Oil Co., 377 U.S. 13, 24 (1964) 
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license others to reproduce, distribute, or perform its work.14  As the Second Circuit held 
in SCM Corp. v. Xerox Corp., “[s]imply stated, a patent holder is permitted to maintain 
his patent monopoly through conduct permissible under the patent laws.”15 

 

PROPOSED EXCEPTIONS TO THE GENERAL RULE OF LEGALITY 

1. CSU and the Ninth Circuit:  Leveraging and Bad Intent 

 CSU (the plaintiff in Xerox), following the Ninth Circuit’s decision in Image 
Technical Servs. v. Eastman Kodak Co.16, argued that the general rule of legality is 
inapplicable when an intellectual property owner’s refusal to license permits it to obtain 
or maintain a monopoly in a market other than the market for the patented product.  In 
other words, while Xerox’s patents on parts may give Xerox a right to monopolize a 
“parts market,” they do not give Xerox the right to monopolize a “service market.”  
Unlike general leveraging caselaw, however, the Ninth Circuit’s rule affords a 
“rebuttable presumption” that the refusal to license is lawful – even when more than one 

                                                 

14 With regard to patents, see generally Dawson Chem. Co. v. Rohm & Haas Co., 448 
U.S. 176, 215 (1980) (the “essence” of the patent grant is the “right to exclude others 
from profiting by the patented invention”); Zenith Radio Corp. v. Hazeltine Research, 
Inc., 395 U.S. 100, 135 (1969) (the “heart of [the patentee’s] legal monopoly” is the 
“right to invoke the State’s power to prevent others from utilizing his discovery without 
his consent”); Hartford-Empire Co. v. United States, 323 U.S. 386, 432 (1945) (“A patent 
owner is not in the position of a quasi-trustee for the public or under any obligation to see 
that the public acquires the free right to use the invention.  He has no obligation either to 
use it or to grant its use to others.”); Ethyl Gasoline Corp. v. United States, 309 U.S. 436, 
457 (1940) (holding that a patent owner has a legal “right to refuse to sell . . . [its] 
patented products”); Continental Paper Bag Co. v. Eastern Paper Bag Co., 210 U.S. 405, 
429 (1908) (holding that exclusion of competitors is “the very essence of the right 
conferred by the patent”).  With regard to copyrights, see generally Stewart v. Abend, 495 
U.S. 207, 228-29 (1990) (noting that “nothing in the copyright statutes would prevent an 
author from hoarding all of his works during the term of the copyright” and that “a 
copyright owner has the capacity arbitrarily to refuse to license one who seeks to exploit 
the work”); Fox Film Corp. v. Doyal, 286 U.S. 123, 127 (1932) (“The owner of a 
copyright, if he pleases, may refrain from vending or licensing and content himself with 
simply exercising the right to exclude others from using his property.”). 
15 645 F.2d 1195, 1204 (2nd Cir. 1981). 
16 125 F.3d 1195 (9th Cir. 1997), cert. denied, 118 S. Ct. 1560 (1998). 
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market is affected.17  This presumption will be rebut, however, where the intellectual 
property owner is “not actually motivated by protecting its intellectual property rights.”18   

 Notwithstanding the Solicitor General’s uncompelling argument that there is no 
actual conflict between the decisions of the Federal Circuit and the Ninth Circuit19, if 
CSU and the Ninth Circuit are right, the Federal Circuit’s decision is wrong.  Although 
the Federal Circuit’s decision does a weak job of making the argument; the better view is 
that the Ninth Circuit’s standard is simply wrong. 

 CSU and the Ninth Circuit based their “leveraging” exception to the right to 
refuse to license on footnote 29 in the Supreme Court’s decision in Eastman Kodak Co. v. 
Image Technical Servs., Inc., in which the Court stated that “power gained through some 
natural and legal advantage such as a patent, copyright, or business acumen can give rise 
to liability if a seller exploits his dominant position in one market to expand his empire 
into the next.” 20  But footnote 29 is not a discussion of unilateral refusals to deal.  It 
appears in the Court’s discussion of tying claims, and the footnote characterizes its 
discussion as one of Kodak’s “tying policy” and “tying in derivative aftermarkets.”  Read 
in this context, footnote 29 does nothing more than restate the well-established rule that 
tying – including tying involving intellectual property – is unlawful.  Additionally, 
footnote 29 can be characterized as dicta because the Kodak case did not involve the 
rights of intellectual property owners – the only evidence before the Court was that none 
of Kodak’s parts were patented.21  Accordingly, even the Ninth Circuit recognized that 
the Supreme Court had not “specifically address[ed] the question of antitrust liability 
based upon a unilateral refusal to deal in a patented or copyrighted product,”22 that it 
could “find no reported case in which a court has imposed antitrust liability for a 
unilateral refusal to sell or license a patent or copyright,”23 and that “[c]ourts do not 

                                                 

17 Id at 1216. 
18 Id. at 1219. 
19 See Brief of the Solicitor General as Amicus Curiae at 15, available online at 
<http://www.usdoj.gov/osg/briefs/2000/2pet/6invit/2000-0062.pet.ami.inv.pdf> 
20 504 U.S. 451, 480 n.29 (1992). 
21 See Respondent’s Brief, 1991 WL 530838 at *45 (“Kodak has produced no evidence of 
exclusive patent rights over OEM-made parts for Kodak equipment (even though such 
information was sought by interrogatory).”).  The rights of intellectual property owners 
were not discussed in the briefs or mentioned at oral argument in the Supreme Court’s 
Kodak case.  See ISO Litig., 203 F.3d at 1327; see generally 1991 WL 636270 (Kodak 
oral argument); 1991 WL 530837 (Petitioner’s Brief in Kodak); 1991 WL 530838 
(Respondent’s Brief in Kodak); 1991 WL 530839 (Petitioner’s Reply Brief in Kodak). 
22 125 F.3d at 1216. 
23 Id. at 1216. 
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generally view a monopolist’s unilateral refusal to license a patent as ‘exclusionary 
conduct.’”24   

 Notwithstanding footnote 29, this focus on the identity of the “markets” affected 
by a refusal to deal is unsupported in the caselaw.  A patent provides its owner with the 
right to exclude others from using its inventions, not just making and selling them.25  Just 
as Xerox’s patented parts are used in a “service market,” most inventions are used in 
markets other than the “market for the invention” – a patented drug is used in the market 
for treatment of a disease, and a patented fuel injection system may be used in a market 
for automobiles.  Accordingly, as the Xerox district court noted, “a single ‘patent 
monopoly’ can be used to secure multiple ‘economic monopolies,’ i.e., monopolies in 
more than one relevant antitrust market.”26  Because Xerox has the right to prevent others 
from making, selling, and using its inventions, a patent on a photocopier part could in 
theory convey an economic monopoly not only in a market for that part, but in markets 
for servicing copiers or manufacturing copiers where the part is used.  Of course, if the 
part faces competition from noninfringing substitutes, the patent “monopoly” may not 
afford any economic monopoly at all. 

 If the exclusive right to use depends on the patentee’s market share in the market 
in which the invention is used, the exclusive right to use is read out of the Patent Act.  
This is not the law; “the boundary of a patent monopoly is to be limited by the literal 
scope of the patent claims.”27  As long as a patentee does nothing more than exercise the 
rights granted by its patent – here the exclusive right to use the claimed inventions – it 
has not impermissibly expanded the scope of the patent.  Indeed, as the Supreme Court 
has recognized, the “heart of [the patentee’s] legal monopoly” is the “right to invoke the 
State’s power to prevent others from utilizing his discovery without his consent.”28  
Under this precedent, a court’s inquiry is limited to whether the patentee has done 
anything more than unilaterally refuse to permit others to use the claimed inventions.  
Where the patentee’s conduct is limited to unilaterally excluding others from making, 
using, or selling the claimed invention, it is irrelevant whether exercise of the patent 
rights conveys power in an economic market – regardless of whether the market is “for 
the invention” or some other market. 

 The Ninth Circuit held that where a patent was being used to obtain or maintain a 
monopoly in a separate market, it was appropriate to review the intellectual property 
owner’s motives underlying its refusal to deal for evidence of “pretext.”  This focus on 

                                                 

24 Id. 
25 35 U.S.C. §§ 154, 271(a). 
26 964 F. Supp. at 1488. 
27 Dawson Chemical Co. v. Rohm and Haas Co., 448 U.S. 176, 221 (1980). 
28 Zenith Radio Corp. v. Hazeltine Research, Inc., 395 U.S. 100, 135 (1969). 
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subjective intent directly conflicts with the Supreme Court’s holding in Professional Real 
Estate Investors that “to condition a copyright upon a demonstrated lack of 
anticompetitive intent would upset the notion of copyright as a ‘limited grant’ of 
‘monopoly privileges.’”29.  Indeed, in Continental Paper Bag Co. v. Eastern Paper Bag 
Co., one of its earliest discussions of the right to refuse to license, the Supreme Court 
held that it is the privilege of an intellectual property owner to refuse to license “without 
question of motive.”30   

 If an inquiry into subjective intent is permissible, no IP owner can refuse to 
license without facing discovery in an antitrust suit – and maybe a trial.  Anyone can 
allege “pretext” to survive a motion to dismiss, and can likely develop enough evidence 
to survive summary judgment.  As the Xerox district court noted:   

Under the Kodak standard, a self-serving memorandum in the files of a 
corporate executive, which states that the company is refusing to license 
its products because they are patented, apparently could be sufficient to 
protect the company’s refusal to deal from antitrust scrutiny.  On the other 
hand, a company would be subject to antitrust liability for having a 
corporate memorandum which states that the company plans to use its 
intellectual property rights to exclude competitors and achieve a 
competitive advantage in the marketplace.  The monopolist’s conduct, as 
well as the anticompetitive effect on the relevant markets, is identical in 
both circumstances.31 

2. The Federal Circuit: Tying, Fraud on the PTO, and Sham Litigation 

 The Federal Circuit identified three exceptions to the right of an intellectual 
property owner to unilaterally refuse to deal:  tying, fraud on the PTO, and sham 
litigation.  The first two are superfluous; the third is probably wrong. 

 It has long been recognized that a patentee has no right to tie the sale or license of 
its patented invention to the purchase of an unpatented item.32  But a tie is not a unilateral 
refusal to deal – it is an “agreement by a party to sell one product but only on the 
condition that the buyer also purchases a different (or tied) product, or at least agrees that 

                                                 

29 508 U.S. 49, 64 (1993). 
30 210 U.S. 405, 429 (1908). 
31 989 F. Supp. at 1141. 
32 See, e.g., Morton Salt Co. v. G.S. Suppiger Co., 314 U.S. 488, 492-94 (1941).  There 
are exceptions – not relevant here – for tying the license of a patented process to the 
purchase of nonstaple articles of commerce.  See Dawson Chemical Co. v. Rohm & Haas 
Co., 448 U.S. 176 (1980). 
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he will not purchase that product from any other supplier.”33  Perhaps the Federal Circuit 
was referring to a failed tie – where the “victim” refuses to purchase the tied product.  In 
that case there is no actual agreement, but a tying claim will still lie.34  Regardless, 
although the Federal Circuit was correct to hold that a tying arrangement involving 
intellectual property is not immune from antitrust review, its discussion of the issue in the 
context of unilateral refusals to license is simply confusing. 

 The Federal Circuit’s creation of an exception for fraud on the PTO is even more 
confusing.  Where a patent was issued as a result of such fraud it is invalid; in such a case 
there is no refusal to license intellectual property, only a refusal to deal in unpatented 
goods. 

 Finally, although there is no antitrust immunity for sham litigation,35 the Federal 
Circuit provides no reason why the presence of sham litigation should result in the loss of 
antitrust immunity for a refusal to license.  To use a hypothetical, pretend that an owner 
of a valid patent refuses to license a competitor.  Fearing an antitrust suit, and desirous of 
Federal Circuit appellate jurisdiction, the patentee files a frivolous lawsuit against the 
party it has refused to license – frivolous because the patentee knows that the defendant 
has not made, used, or sold the patented invention.  Here we have a clear case of sham 
litigation that may constitute an antitrust violation if the other requirements under 
Professional Real Estate Investors are established.  But this is quite different – and the 
damages may be quite different – from saying that the underlying refusal to license is 
now unlawful.  Just as misuse does not serve to retroactively invalidate a patent for the 
period prior to misuse,36 there is no reason why sham litigation should make unlawful 
prior conduct that was an otherwise lawful exercise of the patentee’s rights.  In the same 
way that an antitrust defendant’s other unlawful conduct will not transform legitimate 
petitioning into an unlawful sham,37 unlawful sham litigation should not deprive a 
patentee of its rights under the Patent Act. 

                                                 

33 Kodak, 504 U.S. at 461. 
34 See, e.g., Thompson v. Metropolitan Multi-List, Inc., 934 F.2d 1566, 1572 (11th Cir. 
1991). 
35 See Professional Real Estate Investors, Inc. v. Columbia Pictures Indus., Inc., 508 U.S. 
49, 56-60 (1993). 
36 This can be seen in the fact that a finding of misuse does not relieve a licensee of the 
obligation to pay royalties for the period prior to the misuse.  See, e.g., Transitron 
Electronic Corp. v. Hughes Aircraft Co., 487 F. Supp. 885, 893 (D. Mass. 1980). 
37 See, e.g. City of Columbia v. Omni Outdoor Advertising, Inc., 499 U.S. 365 (1991). 
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3. Former FTC Chairman Robert Pitofsky: Selective Licensing, Conditioned 
Licenses, Price Fixing, Patent Pools, and Fraud on Standard-Setting Organizations. 

 Chairman Pitofsky criticized the Xerox decision as “leap[ing] from the undeniable 
premise that an intellectual property holder does not have to license anyone in the first 
instance to the unjustifiable conclusions that it can select among licensees to achieve an 
anti-competitive purpose or can condition a license (for example, you receive a license 
only if you agree not to do business with my competitor) to achieve an anti-competitive 
effect.”38  The extent to which Chairman Pitofsky was actually criticizing the holding of 
Xerox, as opposed to cautioning against its extension beyond pure unilateral refusals to 
license, is not entirely clear. 

 Xerox did selectively license – it sold parts to end users, but not to ISOs.  If 
Chairman Pitofsky believes this is unlawful, it would be an attack on the holding in Xerox 
rather than simply the dicta.  But it would be a critique without any support in the 
caselaw; even the Ninth Circuit in Image Technical recognized that the distinction 
between “a selective refusal to sell” and “an absolute refusal to license . . . makes no 
difference.”39  As the Supreme Court held in United States v. United Shoe Machinery 
Co., an owner of intellectual property “necessarily has the power of granting [a license] 
to some and withholding it from others.” 40  Indeed, if selective refusals to license were 
unlawful, exclusive licenses designed to maximize the licensor’s profits – the grant of a 
license to only a single licensee to obtain “an anti-competitive purpose” – would be 
unlawful.  But that position has been rejected in the caselaw, including one case rejecting 
a challenge by the federal enforcement authorities.41  

 With regard to Chairman Pitofsky’s second criticism, however, and as noted 
above, Xerox did not condition its licenses in any way – end users were free to do 
whatever they wished with parts they purchased from Xerox.  The Federal Circuit thus 

                                                 

38 Robert Pitofsky, Antitrust and Intellectual Property: Unresolved Issues at the Heart of 
the New Economy (March 2, 2001) <http://www.ftc.gov/speeches/pitofsky/ipf301.htm>. 
39 125 F.3d at 1216.  Two other ISO cases have reached the same result.  See Service 
Training, Inc. v. Data General Corp., 963 F.2d 680, 690 (4th Cir. 1992); Advanced 
Computer Services of Michigan v. MAI Systems Corp., 845 F. Supp. 356 (E.D. Va. 1994). 
40 247 U.S. 32 (1918).  See also, e.g., E. Bement & Sons v. National Harrow Co., 186 
U.S. 70, 94 (1902) (lawful for patentee to grant license but agree to refuse to license 
others); Extractol Process Ltd. v. Hiram Walker & Sons Inc., 153 F.2d 264, 268 (7th Cir. 
1946) (“No legitimate attack can be made on the patent or patent grant because the 
patentee chooses A and B as its licensees and refuses a license to X, Y, or Z.”). 
41 See U.S. v. Studiengesellschaft Kohle, m.b.H., 670 F.2d 1122, 1137 (D.C. Cir. 1981).  
Accord, e.g, Genentech, Inc. v. Eli Lilly & Co., 998 F.2d 931, 949 (Fed. Cir. 1993). 
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did not address the legality of conditioned licenses; it certainly did not “leap . . . to the 
unjustifiable conclusion” that such conditioned licenses were lawful.   

 In an earlier speech,42 Chairman Pitofsky suggested four additional exceptions (or 
potential exceptions) to the Xerox rule: 

•  “Suppose a patent holder refuses to sell except on condition that the purchaser not 
buy from a potential competitor.  Assuming monopoly power, that could be a 
violation under Lorain Journal.43  Would a patent be an absolute defense because the 
product incorporates a patented element?” 

As noted above, this fact pattern is not present in the case because Xerox’s parts 
customers could – and did – buy service from Xerox’s service competitors.  On 
the merits of the proposed exception, if there is a true conditioned sale – a tie-in 
or tie-out – this would not be a unilateral refusal to deal, would not be captured by 
the Xerox rule, and would not be immune from antitrust scrutiny. 

A somewhat more difficult issue is raised by the Lorain Journal fact pattern – a 
true unilateral refusal to deal with potential licensees simply because they choose 
to do business with a competitor.  Although the result may be troubling, I believe 
the answer compelled by the caselaw is that the unilateral refusal to deal is lawful, 
for an IP owner may refuse to deal “without question of motive.” 44  From a policy 
perspective, the result can be justified by the chilling effect of any inquiry into 
motive upon the exercise of the lawful patent grant.  Moreover, as a practical 
matter, the line between Colgate-protected unilateral conduct and an agreement is 
difficult to maintain, and policies of the type described in the hypothetical will 
frequently be subject to antitrust scrutiny because they are not, in fact, unilateral. 

•  “Suppose an inventor licensed an important process patent to five firms in a 
traditional manufacturing sector.  One of the firms is a price-cutter.  If the inventor 
terminates the license, would Xerox preclude any investigation into motive, or into 
the possibility that termination, though unilateral, resulted from anticipation of what 
the other licensees wanted?” 

The Federal Circuit did not, of course, address anything like this issue.  But there 
would be no basis for treating termination of an intellectual property license 
differently from termination of any other distributorship.  A unilateral termination 

                                                 

42 Robert Pitofsky, Challenges of the New Economy:  Issues at the Intersection of 
Antitrust and Intellectual Property (June 15, 2000), <http://www.ftc.gov/ 
speeches/pitofsky/ 000615speech.htm> 
43 Lorain Journal Co. v. United States, 342 U.S. 143, l55 (1951). 

44 Continental Paper Bag, 210 U.S. at 429. 
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would be lawful; an agreement with the price-cutter’s competitors to terminate the 
price-cutter would be unlawful.45  Nothing in Xerox should be read to prohibit an 
investigation of the facts of the case to determine whether the termination was in 
fact unilateral. 

Where, however, the termination is in fact unilateral, the fact that the termination 
“resulted from anticipation of what other licensees wanted” would be irrelevant 
under well-established caselaw regardless of whether intellectual property or 
tangible property were involved.   

•  “Suppose two firms have entered into a patent pooling agreement in which each firm 
retains veto power over the selection of its partner’s licensees.  Would a unilateral 
refusal to license, designed to reduce competition below levels that would exist in the 
absence of the pooling agreement, be protected activity, even if the pooling 
agreement led to the refusal?” 

This hypothetical – which has nothing to do with the Xerox facts – describes not a 
unilateral refusal to license, but a concerted refusal to license in which one IP 
owner controls the IP licensing decisions of another by requiring all licensing to 
be done through the pool.  The cases recognize that such concerted refusals to 
license are unlawful.46   

•  “Suppose a patent holder knowingly misinformed a standard setting organization that 
it had no patents in a particular area, and as a result the organization developed a 
standard that required use of the patent holder’s patent.  If the patent holder refused to 
license, or would license only at exorbitant rates, would that be protected activity?” 

This hypothetical, based on the FTC’s Dell consent decree,47 again has nothing to 
do with the correctness of the Xerox holding.  Indeed, the legality of the refusal to 
license would be irrelevant in this hypothetical, for the misconduct before the 
standard-setting body could be a violation of § 2 regardless of the legality of the 
subsequent refusal to license.  The key point here is that it is the misrepresentation 
– not the patent – that created the market power.  Absent the misrepresentation, 
the patentee’s intellectual property would have been competitively irrelevant, 
because the standard would not have implicated the patent.   

                                                 

45 Compare United States v. Colgate & Co., 250 U.S. 300 (1919), with Monsanto Co. v. 
Spray-Rite Service Corp., 465 U.S. 752 (1984). 
46 See, e.g., Primetime 24 Joint Venture v. National Broadcasting Co., 219 F.3d 92, 99 
(2d Cir. 2000). 
47 In re Dell Computer Corp., 121 F.T.C. 616 (1996). 
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However, even though the legality of the refusal to license should be irrelevant, 
this case could be analogized to the case of an unlawfully acquired patent – where 
it is the unlawful acquisition, not the patent, that has resulted in the ability to 
exercise market power.  In such a circumstance, the cases recognize that “the 
subsequent exercise of the ordinarily lawful exclusionary power inherent in the 
patent would be a continuing wrong, a continuing unlawful exclusion of potential 
competitors.”48   

 In sum, although Chairman Pitofsky is troubled by the Federal Circuit’s language, 
his critiques do not appear to go to the holding of the case.  His proposed exceptions to 
the Federal Circuit’s rule are not really “exceptions” – because they do not involve 
unilateral refusals to license – or would in fact go beyond the antitrust rules that apply to 
refusals to deal in tangible property. 

4. Mark Patterson: Exploitation of the Patent Other Than In Markets Where 
The Patent Is “Useful.” 

 Mark Patterson has argued that the right to refuse to license should be limited to 
markets where the patent is “useful.” 49  To the extent that this is a critique of the holding 
in Xerox, it represents a misunderstanding of Xerox’s patents and the facts of the case.  
To the extent that Mr. Patterson is suggesting a rule of decision, it is a rule that is both 
unworkable and inconsistent with precedent. 

 Patterson suggests that Xerox’s conduct should not be immune from antitrust 
condemnation because Xerox’s economic power was not attributable to its patents.  
Antitrust liability should attach to Xerox’s refusal to sell patented parts, he argues, 
because “it was the equipment owners, not the service organizations, that benefited from 
any inventions embodied in those parts.”50  This is simply wrong.  Xerox’s patents claim 
inventions that make servicing copiers and printers easier and more effective.51  The 
claims in the patents simply support the common-sense conclusion that it is service 
                                                 

48 SCM Corp. v. Xerox Corp., 645 F.2d 1195, 1206 (2d Cir. 1981). 
49 Mark R. Patterson, When Is Property Intellectual?  The Leveraging Problem, 73 S. 
Cal. L. Rev. 1133 (2000). 
50 Id. at 1135. 
51 For example, as noted in Xerox’s brief in the Federal Circuit, Xerox’s ‘797 pressure 
roll patent notes that invention provides the advantage of “less down-time required for 
replacing pressure rolls,” i.e., the need for less frequent copier and printer service.  
Xerox’s ‘256 fuser roll patent states that the object of this invention is to provide a new 
fuser roll with a longer lasting coating, a goal that is desirable because it “is expensive to 
. . . install fuser rolls.”  Xerox’s ‘006 document handler belt patent disclosed a belt with 
“good document handling performance without requiring the intermittent or periodic 
adjustment required” by servicemen for proper operation of the prior art belt. 
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providers who benefit from Xerox’s improvements to its parts; if a part lasts twice as 
long, only half as many hours of service technician time are required.   

 Regardless of the propriety of applying Patterson’s proposed exception to the 
specific facts in Xerox, I would submit that Patterson’s rule should be rejected because it 
is both impractical and inconsistent with the Patent Act and the caselaw.  It is unworkable 
because it creates a disputed issue of fact in every case – is it the patent that has afforded 
market power, or something else?  As the example of the Xerox parts patents 
demonstrates, the source of market power may be far from obvious.  Any rule that creates 
this type of uncertainty regarding the legality of a refusal to license – just as with any rule 
that depends on market definition – substantially reduces the benefit of the right to refuse 
to license.   

 Patterson’s real concern seems to be with worthless IP tacked on to a monopoly 
product simply to create a justification for a refusal to deal – imagine a part monopolist 
who inscribed a short original poem on it its parts and justified the refusal to deal by 
asserting a refusal to sell a copyrighted work.  But the antitrust laws already have a way 
of dealing with this problem – the law of tying as applied to product improvements.  
Although courts will generally not second-guess product improvements,52 where there is 
no real improvement (as in the poetry on the part case), an unlawful tie will be found, 
resulting in the possibility of antitrust liability.  To follow the logic of the technological 
tying cases, where the patent represents a real improvement, courts should hesitate to 
condemn the refusal to license based on the possibility that the “wrong” market is being 
foreclosed as a result of the improvement. 

 Patterson also proposes an exception to the general rule of antitrust immunity for 
refusals to license that represents a far more substantial departure from established law – 
a ban on discrimination among licensees.  “[I]ntellectual property also should not allow 
owners of the property to discriminate among potential buyers or licensees if those 
buyers or licensees do not differ in their uses of the intellectual element of the 
property.”53  This is bad law and bad policy for the reasons described above.54   

 Lest there was any doubt, the 1988 Amendments to the Patent Act, Pub. L. 100-
703, codified at 35 U.S.C. § 271(d), explicitly provide: 

(d) No patent owner otherwise entitled to relief for infringement of 
contributory infringement shall be denied relief or deemed guilty of 
misuse or illegal extension of the patent right by reason of having done 

                                                 

52 See, e.g., United States v. Microsoft Corp., 147 F.3d 935 (D.C. Cir. 1998); Response of 
Carolina, Inc. v. Leasco Response, Inc., 537 F.2d 1307, 1330 (5th Cir. 1976). 
53 73 S. Cal. L. Rev. at 1135. 
54 See p. 6 and nn. 39-41. 
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one or more of the following: . . . (4) refused to license or use any rights to 
the patent . . . 
 

Patterson argues that § 271(d)(4) is inapplicable because it applies only to “complete 
refusals to license patents, not conditional or selective licensing.”55  This is a misreading 
of the plain language of the statute.   “Any rights to the patent” includes “some rights” to 
the patent; it is not limited to “all rights to the patent.”56  Notwithstanding Patterson’s 
claims to the contrary,57 the legislative history supports this reading.  In SCM v. Xerox58, 
one of the two cases that Representative Kastenmeier stated was being codified by 
§ 271(d)(4)59, the Second Circuit refused to impose antitrust liability upon Xerox based 
on a refusal to license its patents to competing manufacturers of plain paper copiers even 
though the patents had been licensed to companies that made coated paper copiers.60 

CONCLUSION 

 Criticism of the Xerox case has generally been based on the language of the 
opinion, rather than the holding.  Those who have criticized the holding rely on 
misunderstood facts, bad law, or both.  Although there is room in rare factual 
circumstances for antitrust liability where a defendant has refused to license intellectual 
property, liability should not attach in the case of the “pure” unilateral refusal to deal at 
issue in Xerox.   

                                                 

55 73 S. Cal. L. Rev. at 1151 n.81. 
56 See United States v. Gonzales, 520 U.S. 1, 4 (1997) (“Read naturally, the word ‘any’ 
has an expansive meaning, that is, ‘one or some indiscriminately of whatever kind.’”) 
(internal citation omitted). 
57 See 73 S. Cal. L. Rev. at 1151 n.81. 
58  645 F.2d 1195 (2d Cir. 1981). 
59 See 134 Cong. Rec. H10646, H10648 (Oct. 20, 1988). 
60 645 F.2d at 1197. 
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The Xerox Litigation
■ CSU opts out, challenging past refusal and current 

pricing of parts and software
■ CSU’s theory: leveraging from a parts and 

software monopoly to obtain/maintain a service 
monopoly

■ Only § 2 claims, no § 1 claims
■ Xerox counterclaims for patent and copyright 

infringement, plus trademark and state law claims
■ CSU used infringing parts
■ CSU obtained and reproduced diagnostic software 

protected by patents and copyrights
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The Xerox Issue
■ CSU concedes that Xerox’s refusal to sell patented 

parts and refusal to sell patented and copyrighted 
software is the but-for cause of its entire injury
■ No harm from refusal to sell unpatented parts

■ CSU concedes infringement of patents and copyrights
■ Remaining issues are pure questions of law:

■ Can a unilateral refusal to sell parts and license 
software covered by patents and copyrights 
constitute anticompetitive conduct under § 2?

■ Can “high” prices for IP be anticompetitive?
■ Can a refusal to sell or “high” prices be misuse?
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The Xerox Holding
■ District Court:

■ Unilateral refusals to license IP are neither 
anticompetitive under § 2 nor misuse

■ “High” prices for IP are neither anticompetitive 
under § 2 nor misuse

■ The number of markets affected by a refusal to 
license is irrelevant

■ The IP holder’s intent is irrelevant
■ The CAFC:

■ Affirmed.
■ The rest is confusing
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The CAFC’s Decision
■ It lacks citation to helpful precedent
■ It focuses on whether IP was used to obtain 

monopoly power beyond the statutory grant without 
explaining the scope of the statutory grant

■ Its “exceptions” to the right to unilaterally refuse to 
license make no sense
■ “Tying” -- this isn’t unilateral conduct
■ “Fraud on the PTO” -- then there’s no IP
■ “Sham litigation” -- no explanation of why the 

refusal to license should be unlawful, rather than 
just the sham litigation
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The Xerox Holding Is Limited

■ Chairman Pitofsky’s Concerns
■ Selective licensing:

■ Tying is not a unilateral refusal to deal, but picking your 
licensees is

■ Conditioned licenses:
■ Tying or exclusive dealing is not a unilateral refusal to 

deal
■ Price fixing:

■ This is not a unilateral refusal to deal
■ Fraud on a standard-setting organization:

■ This is not a unilateral refusal to deal
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Why The CAFC Got The Holding Right 
In Xerox

■ Compelled by Supreme Court precedent and 
consistent with every lower court decision except the 
9th Circuit’s ITS v. Kodak decision

■ Compelled by the Patent Act

■ What’s the alternative?
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Supreme Court Precedent
■ The Patent Act and Copyright Act confer a right to 

refuse to deal
■ Exclusion of competitors is “the very essence of 

the right conferred by the patent.” 
Continental Paper Bag (1908)

■ The “essence” of the patent grant is the “right to 
exclude others from profiting by the patented 
invention.” 

Dawson Chem. Co. (1980)

■ “A copyright owner has the capacity arbitrarily to 
refuse to license one who seeks to exploit the 
work.” 

Stewart v. Abend (1990)
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Supreme Court Precedent (cont.)
■ If conduct is authorized by the IP laws, it doesn’t 

violate the antitrust laws
■ “The patent laws . . . are in pari materia with the 

antitrust laws and modify them pro tanto.” 
Simpson v. Union Oil (1964)

■ “The Sherman Act was enacted to prevent 
restraints of commerce but has been interpreted as 
recognizing that patent grants were an exception.”

Precision Instrument Mfg. Co. (1945)

■ A patentee’s exercise of its right “to exclude others 
from the use of the invention . . . . is not an offense 
against the Antitrust Act.” 

United Shoe (1918)
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Lower Court Precedent
■ “Xerox’s refusal to license the [xerography] patents

. . . was permissible under the patent laws and, 
therefore, did not give rise to any liability under § 2.” 

SCM v. Xerox (2d Cir. 1981)

■ “A patent holder who lawfully acquires a patent 
cannot be held liable under § 2 for maintaining the 
monopoly power he lawfully acquired by refusing to 
license others.”

Miller Insituform (6th Cir. 1987)

■ Other ISO cases:
■ Data General (1st Cir. 1994)
■ Service & Training (4th Cir. 1992)



Slide 11

The 1988 Patent Act Amendments
No patent owner otherwise entitled to relief for infringement 

of contributory infringement shall be denied relief or 
deemed guilty of misuse or illegal extension of the patent 

right by reason of having done one or more of the following: 
. . . refused to license or use any rights to the patent . . .

35 U.S.C. § 271(d)(4)
■ Language is repetitive if antitrust claims not covered
■ Legislative history

■ DOJ opposed original 1951 legislation because it would “carve 
out an area in which the antitrust laws would not operate”

■ Sponsor of 1988 amendments cited SCM and said the 
purpose of the bill was “to codify existing law”

■ Barring misuse is pointless if the same conduct 
violates the antitrust laws



Slide 12

What’s The Alternative:  Leveraging?
■ Theory:  IP right gives the right to “monopolize” a 

single market
■ Proponents cite Kodak footnote 29

■ The problems:
■ Are they serious, or is this a special rule for ISOs?  

■ CSU said Xerox could refuse to license Kodak 
(equipment market), but not ISOs (service market)

■ Reads the right to “use” out of the Patent Act
■ IP is used in a different market than where it is made
■ Patent’s claims defines scope of right to refuse to deal

■ Every refusal to deal case becomes a market 
definition exercise; dispositive motions are hard

■ Footnote 29 is about tying in a case that did not 
address the rights of IP owners
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What’s The Alternative:  Patents are 
Property?
■ “Intent test” (e.g. Colgate, Lorain Journal) or pretext 

(ITS v. Kodak (9th Cir.))
■ Intent is meaningless -- purpose of IP is to exclude
■ Inconsistent with precedent

■ “[T]o condition a copyright upon a demonstrated lack of 
anticompetitive intent would upset the notion of copyright 
as a ‘limited grant’ of ‘monopoly privileges.’” (PRE)

■ Patentee may refuse to license “without question of 
motive” (Continental Paper Bag)

■ High cost of enforcing IP rights
■ Every infringement case is implicitly a refusal to license
■ Hard to win a motion to dismiss; bad documents bar 

summary judgment
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What’s The Alternative:  Patents are 
Property? (cont.)
■ “Essential Facilities” (Otter Tail, Terminal RR, MCI)

■ The horror, the horror
■ “A doctrine in search of limiting principles”

■ Precedent is ambiguous
■ Rejected as a matter of law in SCM, district courts in Data 

General and Servicetrends
■ Other district courts have found it inapplicable on the 

facts presented (Montgomery County Assoc. of Realtors, 
Rural Tel. Serv. Co., Corsearch)

■ Same practical problems as with intent test
■ Raises cost of enforcing IP rights
■ Hard to get rid of the claim early
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What’s The Alternative:  “Rare Cases” 
Where “Liability Is Unlikely to Frustrate 
the Objectives of the Copyright Act”
■ CAFC applied this rule to copyrights, but not patents

■ Different rules for different IP don’t make sense
■ From Data General (1st Cir.)
■ Example of unlawfully acquired IP

■ From SCM (2d Cir.)
■ But why liability for refusal to license, vs. unlawful 

acquisition?
■ Hard to think of other examples
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If Refusals To License Are Unlawful, 
So Are “High” Prices
■ CSU’s chairman testified:

We’re prepared to give [Xerox] 200 to 300 percent 
markup . . . We would ask the court to say that a 200% 
to 300% markup over an objective standard with 
respect to cost is a sufficient margin for anybody, 
including ladies’ dresses.

■ Courts must evaluate not only refusals to license, but 
offers of “unreasonable” licensing terms
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What Is an Unlawfully High Price?

■ Do we want courts policing whether the intent in 
setting a high price was to obtain that high price or to 
exclude competitors?
■ Perfectly rational for IP owner to charge a price 

equal to its “indifference price”
■ Theoretically rational for licensee to pay any fee 

less than 100% of its economic profits
■ Is either “exclusionary” or evidence of “bad intent”?

■ It is not unlawful to “make demands -- like 
respondent’s demand for 50% of gross proceeds
. . . that are so exorbitant that a negotiated 
accommodation will be impossible.” Stewart (1990)
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Corollary:  If High Prices Are Lawful, 
What Benefit From Barring Refusals?
■ High prices are not unlawful

■ “A patent empowers the owner to extract royalties 
as high as he can negotiate with the leverage of 
his monopoly.” Brulotte (1964)

■ High prices were “contemplated by Congress” and 
are “consistent with the goals of the the Copyright 
Act”  Stewart (1990)

■ If IP owners must license, and they can charge 
whatever price they want, how is the world a better 
place under a rule requiring licensing?
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The Bottom Line
■ “Decision theoretic approach”

■ How many false positives and how many false 
negatives, and what’s the cost of each?

■ Rule of per se legality suggested by:
■ Agreement that there are at most limited circumstances 

(and at the least no circumstances) in which a unilateral 
refusal to license should violate the antitrust laws

■ Cost of false positives or defending true negatives in 
transaction costs and decreased incentives for innovation

■ Modest benefits from licensing without pricing limitations
■ Antitrust laws are a “blunt instrument”

■ Treble damages and costs of litigation
■ If refusals to license are a problem, Congress 

should solve it with statutory compulsory licenses
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Examples of Refusals to License 
Intellectual Property

• All Industries
Biotech
Electronics
Digital Music

• Recent Cases -- Intel, Kodak, Xerox, Microsoft
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Other Predatory Conduct 
Associated With Refusals to License IP

• Patent Infringement Litigation/Sham Litigation
• Fraud on the PTO
• Tying 
• Coercive Reciprocity
• Marketplace Accusations of Patent Infringement
• Interference with Customers
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Legal Advice to Victims of Refusals to 
License

• Compare 
CSU v. Xerox, 203 F.3d 1322 (Fed. Cir. 2000) 
(intellectual property rights trump antitrust law)

and 
Intergraph Corp. v. Intel Corp., 195 F.3d 1346 
(Fed. Cir. 1999) (antitrust laws do not negate 
patentee’s right to exclude)

with ...



Slide 5

Legal Advice to Victims of Refusals to 
License (cont.)

Image Technical Service v. Eastman Kodak Co., 
125 F.3d 1195 (9th Cir. 1997) (patent right to 
exclude is also a presumptively valid business 
justification for a refusal to license but rebutted 
with proof that patent holder’s intent was to 
restrain competition) 
and
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U.S. v. Microsoft, 1998 WL 614485 at 15 (D.D.C. 
Sept. 14, 1998) (“copyright law does not give 
Microsoft blanket authority to license (or refuse to 
license) its intellectual property as it sees fit.”), 
affirmed, 253 F.3d 34, 63 (D.D.C. 2001) (the use 
of lawfully acquired property can give rise to tort 
liability.)

Legal Advice to Victims of Refusals to 
License (cont.)
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Kodak is the Better Rule:

• Attempts to balance two important statutory 
schemes and policies

• Comports with DOJ/FTC Guidelines for Licensing 
IP
– IP not immune from antitrust

• Eastman Kodak v. Image Technical Service, 504 
U.S. 451 (1992) return to fact based inquiry of 
“commercial realities”

• Will not “reek havoc:” Section 2 claims and 
antitrust “intent” are difficult to prove
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Kodak (cont.)

• Intellectual Property Rights Are Not Absolute!
• Equitable Defenses Defeat Patent Infringement 

Claims - estoppel, laches, unclean hands 
• Conduct which severely harms consumers should 

be on the same par
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Kodak (cont.)

• Refusal to license especially harmful when they 
involve
– Industry standards
– Network access

• No evidence that Kodak rule inhibits innovation
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Legal Advice to Victim of Refusals to 
License (cont.)

• CONCLUSION:  XEROX IS THE LAW IN ALL 
FEDERAL COURTS

• Refusals to license IP claims usually arise 
together with Patent/Copyright 
Infringement Claims

• For private plaintiffs debate about which is 
correct -- Xerox or Kodak -- is academic.



Slide 11

Plaintiffs’ Other Options

• Pursue other federal unfair competition claims if 
appropriate

• State law causes of action/State venue
• International venue - EC
• Convince DOJ/FTC to prosecute claims



Slide 12

Unfair Competition/State Tort Claims Are 
Not Preempted By Patent/Copyright Laws

• Zenith v. Exzec, 182 F.3d 1340 (Fed. Cir. 1999) 
(patent laws do not preempt federal unfair 
competition claims based upon bad faith 
marketplace statements of infringement and 
inability to design around a patent)
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Unfair Competition/State Tort Claims 
(cont.)

• Dow Chem. v. Exxon, 139 F.3d 1470, 1473 (Fed. 
Cir. 1998) (state law tortious interference claims 
based on inequitable bad faith threats)

• Lingo v. Microsoft, S.F. Superior Court (August 4, 
1999) (court denies Microsoft’s motion to dismiss 
Cartwright Act and Unfair Practices Act claims on 
copyright preemption grounds)
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Examples of State Antitrust/Unfair Competition 
Claims Which May Be Used to Attack the 

Anticompetitive Unilateral Refusal to License

•States with Sherman § 2 equivalents 
(Texas, Minnesota)

•California
 Cartwright Act

• generally does not reach unilateral conduct
• 16721.5 - refusal to deal based on 

plaintiff’s “lawful business associations”
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Examples of State Antitrust/Unfair 
Competition Claims Which May Be Used 

to Attack Anticompetitive Unilateral 
Refusals to License (cont.)

• California 
• § 17200 - “unlawful” or “unfair” business act 

or practice
• Cel-Tech v. LA Cellular, 20 Cal. 4th 163 (1999) 

- “conduct that threatens an incipient violation 
of an antitrust law or violates the policy or 
spirit of” the antitrust laws
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Good News For Plaintiffs -- California 
Courts May Be:

• Receptive to Kodak - Ninth Circuit
• Critical of formalism of Xerox, Intel
• Focused on harm to competitors as well as harm to 

competition.  See United Process Company v. 
Raychem, (Cal. Ct. Appeal 2/5/02, unpublished)
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European Commission

• IMS Health v. NDC Health
• Copyrighted software re pharmaceutical sales 

and perception data 
• Refusals to license violated Article 82
• Compulsory license

• Magill
• Copyrighted TV programming information -

duty to license
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Conclusion

• Outlook bleak for private plaintiffs in Federal 
courts

• DOJ and FTC should pursue anticompetitive 
refusals to deal to correct or limit the Xerox Rule 
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Otherwise ...

• National and International Competition Law and 
Policy may be developed by State Court Judges 
and State Attorneys General.
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IP/antitrust policy conflict?
• Image Tech v. Kodak (9th Cir. 1997)

– Refusal to deal = plaintiff’s judgment
– IP defense rejected as “pretext”

• CSU v. Xerox (Fed. Cir. 2000)
– Refusal to deal = defense judgment
– IP defense works like a charm

• Facts not identical, but pretty darn close!
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Conflict misperceives key issue
• Common view:  cases about “antitrust 

treatment of intellectual property”
• Wrong perspective, we say:

– Rather, cases about “antitrust 
treatment of price discrimination”

– Mistaken antitrust hostility forced 
true case explanations into hiding.
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The executive summary

• We should correct mistaken 
antitrust policy

• Metering often a reasonable 
procompetitive way to collect for 
use of valuable property

• Any property - not just IP.
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Refusals enabled price discrimination
• Why do firms refuse to deal?  
• Often refusals to deal enable price 

discrimination
– Price discrimination:  “reaping different 

margins from different consumers” 
– Higher service users probably have 

greater willingness to pay
– Not effective simply to raise parts prices, 

due to parts-service tradeoff.
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Price discrimination has bad rap
Cases make two suggestions:

1.  Price discrimination is evidence of market 
power
– Fortner II, 429 U.S. 610, 617 (1977)

2. Price discrimination has bad effects
– Jefferson Parish, 466 U.S. 2, 14 (1984).
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Bad rap 1 unwarranted
• Price discrimination not evidence of 

market power
• With differentiated products, most can 

discriminate
• Ability to affect own price

–That is, individual firm pricing 
discretion

– Does not imply ability to affect 
market price.
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Bad rap 2 unwarranted
• Price discrimination does not 

necessarily have social costs
• Price discrimination often can be 

good for consumers
–Increase in user base
–Increase in innovation.
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What should DOJ and FTC do?
• Clarify antitrust policy:

– “Price discrimination a valid business 
justification for refusals to deal”

– Part of normal competitive process
• Justification should be valid, whether or not IP 

involved
• Educate courts

– Intervene appropriately
– Combat Fortner and Jefferson Parish dicta in 

future cases.
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Summary

• IP / antitrust conflict is inevitable
• Economics (theory and empirics) offers little 

guidance on optimal dividing lines
– Economics does guide some clear situations

• Economics can analyze situations given legal 
rules effectively if:
– Rules are clear
– They are grounded on coherent economic 

principles
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Refusals to license can harm 
competition

• No serious dispute on this matter
– implement tying 
– foreclosure to leverage into a second market
– or to protect a monopoly in current market

• Reduction in aggregate consumer surplus 
(static welfare harm)
– price
– quality
– variety
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Refusals to license can benefit 
innovation

• Option to refuse increases expected 
return to creating (protected) IP 
– Another arrow in the quiver
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N.B. Increased monopoly return 
does not always increase overall 

innovation!
– Less noted, but true
– Static monopoly distortion sometimes reduces 

aggregate innovative effort
– Example: MS leveraging desktop OS monopoly 

into multiple other product markets (GUI, file 
management, Internet browser, disk compression, 
screen savers, audio and video playback, 
productivity software)

• Ability to leverage and exclude competition discourages 
innovation investments by other firms
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Optimal policy?

• Even if option to refuse is a net benefit to 
innovation incentives: a trade-off
– Some static harm, versus some dynamic benefit

• Where to draw the line (permit all, none, some)?
– We don’t have a theoretical answer, and none likely
– We don’t have an empirical answer either (and none 

likely)?
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Conflict is inevitable

• Both monopolization and IP protection 
are intended to advance the same 
objective: consumer welfare

• But they are two different instruments, 
and since neither requires a global 
calculation of net benefits, they will 
come into conflict
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IP should trump antitrust?

• Surely not
– “IP wins” seems to be the motto du jour
– But, unlimited incentives for innovation?

• Why not make patent lives infinite?
• Simple economics that when two instruments 

for the same goal sometimes conflict, the best 
solution will involve a balancing

• Do we consume all guns, no butter?
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Absent optimal policy, what 
can economics offer?

• Some clear cases where advice about 
policy is unambiguous

• Reasonably robust tools for analyzing 
situations whatever the rule may be (if 
it’s clear!)
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Clear cases

• Don’t intervene if firm doesn’t have market 
power
– More robust version of the failed Chicago 

school dictum
• Can get more monopoly rent by tying or leveraging
• But, generally cannot leverage new market power 

where none already exists

• Some others, but very limited in 
applicability
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Caution: Simple theories can 
be too simple

• Some economists (and Justice Scalia) 
originally believed that theory proved it 
was impossible to have aftermarket 
power with competitive foremarket

• Several later showed this was incorrect 
– Of course, there is still debate about 

whether likely harm is sufficient to justify 
intervention, but that’s a fact-based, 
empirical inquiry
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Another example: Post-Kodak 
Theory

• Post-Kodak theory
– (Ordover and Shapiro, Carlton and Waldman) 

Kodak / Xerox refusals economically equivalent to 
legally raising parts prices sufficiently, so not 
anticompetitive

– But as Klein and Wiley note, substitutability 
between parts and service labor means raising 
parts prices inefficiently distorts that choice – the 
two options are not equivalent

• (Also, probably runs afoul of Robinson-Patman because 
mfgs also sell parts to own service arm, and more 
notably to self-service organizations)
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Another example: refusals as 
price discrimination

• New example: Klein & Wiley today 
suggest refusals to license are in truth 
just cases of price discrimination and 
should be evaluated as such
– Not always true: there are several other 

profit-maximizing motivations for this 
strategy
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Economic analysis given 
imperfect rules

• Case law (e.g., Supreme Court in Kodak, DC 
Circuit in Microsoft) clear that antitrust does 
impose limits on uses of IP
– “[We have] held many times that power gained 

through some natural advantage such as a patent, 
copyright, or business acumen can give rise to 
liability if ’a seller exploits his dominant position in 
one market to expand his empire into the next.”’ 
(504 U.S. at 480 n.29)
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Case law rule: “Beyond the 
scope”

• Focus often on extending power 
“beyond the scope” of the patent (or 
copyright) grant

• If “patent scope” == “relevant antitrust 
market” then we can apply standard 
market definition analysis to determine 
whether an exclusionary act is immune 
from antitrust prosecution
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Does “scope”  == “market” 

• There is little reason to believe that “patent 
scope” is the same as “relevant antitrust 
market”

• Little guidance on what “scope” does mean
• To get scope “right” would require solving the 

initial problem: what restriction on refusals 
optimally balances consumer welfare benefits 
and costs?
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But we still need clear rules

• Absent the “right” answer, we need a 
clear answer 
– Current confusion wastes resources in 

litigation
– And discourages firms from investing and 

innovating and using possibly pro-
competitive strategies
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And we need economically 
sound rules

• Ninth Circuit ruled in Kodak that refusing to 
license IP was a presumptively pro-
competitive business justification, but 
rebuttable

• Concluded that was not Kodak’s justification
– Probably correct in that case

• Manager who created the policy said it was not a 
consideration

• Only about 65 of about 10,000 parts were patented
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But not an economically sound 
approach

• All refusals are generally to increase 
profitability

• Since the purpose of IP protection is to 
increase profitability as an incentive, 
then all refusals in general will be 
consistent with the purpose of IP 
“protection”, whether or not the firm 
says so in its decision memos
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Concluding observation

• If primary purpose of both antitrust and IP laws is 
the promotion of (economic) consumer welfare…
– …then work towards rules that are sensible in 

economic terms
• May have second best rules – optimal tradeoff not 

known…
– …but can still be clear, and economically 

coherent
• At present, “patent scope” is not economically 

coherent



WHAT TO DO ABOUT UNILATERAL REFUSALS TO LICENSE?

JEFFREY K. MACKIE-MASON

Abstract. There are well-known circumstances under which unilateral re-
fusals to license will cause harm to competition, that is, will lower consumer
welfare. However, when the strategy is profitable, refusals to license also in-
crease the returns to intellectual property, and thus limitations on them will
reduce the incentives for firms to invest in innovation. The optimal balance
between innovation incentives and protection against static monopoly harm
is not knowable to any reasonable degree of precision. Economists may be
able to identify some special cases in which the desired rule is unambiguously
knowable, but these cases will be few.

Given a policy or legal rule, economists can help interpret and apply the
rule. Analysis of recent legal statements on the treatment of refusals to license
shows that some of the current confusion and frustration in this area can be
attributed to failure to formulate the rules in terms of the economic purposes
of the underlying statutes. Some attempts to delineate a boundary between
cases in which intellectual property protection is absolute and those in which
antitrust restrictions may be imposed are based on logical or semantic distinc-
tions that are not related to the economic issues. These attempts will fail to
resolve the confusion.

1. Introduction

It is probably an exaggeration to say that there is no situation more frustrating
to more antitrust practitioners today — both economists and lawyers — than the
conflict between antitrust and intellectual property law swirling around refusals
to license intellectual property. Probably an exaggeration, but perhaps not. This
confusion over the current state of the law, and the disagreement about what the
law should be for this problem, is certainly very prominent in the minds of those
who practice antitrust analysis in high tech industries, and high tech antitrust in
turn has grabbed a dominant share of recent attention.

In this paper I argue that the conflict is inevitable: the two policies are designed
to further two different instruments toward a common economic objective, and those
instruments necessarily come into conflict. Intellectual property policy is intended
to create incentives to invest in further invention and authorship, which are expected
to raise consumer welfare. But the form of these incentives tends to induce short-
term allocative inefficiencies, which in turn lowers consumer welfare. Resolving the
two policies in order to achieve their common goal of maximizing consumer welfare
is not feasible because it requires theoretical and empirical knowledge that are well
beyond our capabilities.

The optimal balance between enhancing innovation incentives by permitting
some refusals to license, and protecting consumers from allocative inefficiency by

Date: April 22, 2002.
The author has testified as an expert economist in several of the cases discussed in this article.
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prohibiting other refusals is not likely to be found, but that is not the end of the
story. It is relatively uncontroversial that some refusals to license can cause suffi-
cient harm to competition that they should be restricted. Although any particular
policy specifying the boundary between permissible and impermissible refusals will
be somewhat arbitrary, there is still much positive work for economists and lawyers
to do. First, we can provide some limited guidance on those situations in which the
correct boundary is reasonably clear cut. Second, we can develop an economic and
legal framework in which to effectively interpret and implement the current law,
whatever it may be.

There is much work to be done: the current situation is very unsettled, result-
ing in inconsistent decisions and a high degree of uncertainty for investors, which
is likely to chill innovation efforts. In sections 3 and 4 below I discuss some of
the problems that exist for coherent economic interpretation of recent case law.
Throughout, I argue that satisfactory resolution of these challenges requires ad-
herence to the centrality of the economic purposes of the antitrust and intellectual
property laws.

2. The (not so) simple welfare economics of refusals to license

The economic effects of a refusal to license can be divided between two general
types: direct effects on current consumers, and indirect effects on future consumers.
Without much loss these may be thought of as the antitrust and innovation effects,
respectively; they can also be loosely thought of as the static and dynamic effects.
I will discuss each in turn, then discuss how taken together they determine the net
economic welfare impact of a refusal to license.

2.1. Direct effects on end consumers. Direct effects on end consumers are
the purview of traditional antitrust analysis. As a consequence of a refusal to
license, consumers may face higher prices than they would absent the refusal. Under
other circumstances, a license refusal might result in a restricted range of product
varieties, or lower product quality than would obtain absent the refusal. Each of
these results in a reduction of consumer welfare, and raises the possibility that there
might be antitrust injury.

Of course, there may be pro-competitive effects of the refusal, and generally
both economists and courts believe that pro-competitive and anti-competitive ef-
fects should be weighed against each other to determine whether the net effect on
consumers is harmful. For example, a single refusal might lead to higher product
quality, but also higher prices than in the alternative. In this situation it would not
be obvious a priori whether consumer welfare has been increased or decreased.

For example, in In re: Independent Service Organizations (CSU v. Xerox), Xerox
refused to sell its patented high-speed copier repair parts to independent service
organizations (ISOs), a policy it defended as a refusal to license the embedded
intellectual property. The ISOs complained that they were unable to effectively
compete in the provision of repair service without access to Xerox parts. They
alleged that end consumers were harmed because service prices were higher, and
the variety of service contracts available was diminished. Xerox countered that its
strategy was pro-competitive because it could ensure higher quality service as both
the manufacturer and the service provider.

It is by now well-understood that not all refusals to license are harmful to con-
sumers on balance, even when implemented by a firm that has monopoly power in a
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meaningful market. This is an example of the ambiguity associated more generally
with the consumer welfare consequences of vertical restrictions, of which refusals to
license are but one example. However, there is substantial agreement that under
certain circumstances a net harm to consumer welfare is possible.

Limiting ourselves for the moment to traditional antitrust analysis of direct ef-
fects on consumers, it is helpful to note that a refusal to license is economically
equivalent to a refusal to deal by a firm that does not have intellectual property
rights over the good or process. Certainly, without intellectual property right pro-
tections, the firm may find that there are good substitutes for its product. However,
the same may be true for protected intellectual property as well: there may be alter-
native processes or products that are desirable substitutes for the protected process
or good.1

Carlton [3] recently provided a useful summary of some circumstances under
which a refusal to deal (or license) could create a net anticompetitive harm. In one
situation a dominant firm forecloses enough of the distribution channel that a com-
petitor cannot achieve necessary economies of scale. In another situation, treated
by Whinston [8], a monopolist offers one product that is sometimes but not always a
complement to a different product in which the monopolist competes for sales with
a second firm. If the second firm needs to achieve scale economies, the monopolist
may be able to exclude its competitor by denying it customers from the group who
want the monopolist’s first product as a complement. Borenstein, MacKie-Mason
and Netz [2] show that a refusal by a monopolist to sell a complement could harm
consumer welfare even without the ancillary conditions required by Whinston, as
long as the same result cannot be implemented by a price discrimination scheme.2

In short, there is general agreement that there are various circumstances under
which a unilateral refusal to license can harm consumer welfare, and thus raise
anticompetitive concerns. For the purpose of building up the conceptual roadmap,
a simplification will be useful: refusals to license can have adverse effects on static
allocative efficiency. Although the effect of a refusal in one market may be felt in
another market, the bottom line is the same: consumers will face higher prices, less
variety or lower quality than they would absent the refusal.

2.2. Indirect effects on future consumption. Refusals to license may also have
indirect effects on the welfare of consumers in the future, through affecting the
incentives to invest in risky innovation projects. I find it useful to distinguish
between two effects on innovation incentives, which I call “local” and “global”.
Local effects are those on the firm or firms active in the particular market of interest.
Global effects are those on the innovation activities of firms in general.

Global effects on innovation incentives are more readily familiar, because these
are the core concern of intellectual property policy. Article I, Section 8 of the Con-
stitution delegates to Congress the power to grant authors and inventors exclusive
rights “to promote the progress of science and useful arts”. The logic is simple:

1As an example, witnesses in the proceedings of ITS et al. v. Kodak testified that Kodak
”image loops” functioned as a highly effective substitute for Xerox’s patented ”photoreceptor
belts”.

2Kodak maintained in ITS et al. v. Kodak that it could have achieved the same outcome as
its refusal to deal policy by raising the price on parts sufficiently. However, Kodak wanted to sell
parts to self-servicers at lower prices, and thus the Robinson-Patman Act likely prohibited this
alternative policy.
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an exclusive right to make, use or vend a patented good or process (or to copy a
copyrighted work) will tend to secure some rents for the right holder. Anticipation
of such rents will induce investment in new creation.

To the extent that refusal to license is a valuable strategy to some firms, in some
circumstances, the option to exercise this strategy raises the expected rents from
successful innovation. Thus, each individual case in which a refusal to license is
permitted has a global effect, by raising the expected rents from innovation generally
(albeit perhaps not by very much).

Local effects are the dynamic consequence of the static allocative effects I dis-
cussed in the previous subsection. A firm that employs refusal to license as a
strategy, if it succeeds, will sometimes reduce the competition it faces in one or
more markets. One consequence of reduced competition is that there may be either
more or less subsequent innovative effort in that market. There is a long economic
literature on the question of whether there is more incentive to innovate in monop-
olized or competitive markets. On the one hand, a monopoly gets to capture more
of the gains from the innovations it develops, and thus might seem to have a greater
incentive to invest. On the other hand, competitive firms may need to try harder
to innovate in order to differentiate themselves, deliver greater customer value, and
ultimately survive. Although the theories are more complicated than this, the basic
ambiguity should be evident: permitting greater consolidation of market power in
a market may increase or decrease innovative activity in that market.

As an aside, I believe that there is a notable asymmetry in how antitrust law
treats the local innovation effects. It is common for a court to view harm to
innovation as a form of antitrust injury, and thus as one of the necessary elements
for a violation.3 However, I aware of very few cases in which greater innovative
effort by a monopolist was valued sufficiently to excuse exclusionary conduct.4

2.3. What is the economically optimal policy towards refusals to license?
Refusals to license in some situations will lower the welfare of consumers in the
market or markets at issue through higher prices, less variety or lower quality.
When this happens, the corresponding increase in market power of the intellectual
property owner may lead to greater or lesser innovative effort by that firm and its
actual or potential competitors. Consumers, of course, often benefit from greater
innovative effort.5 Further, a regime which is permissive of refusals to license will
lead investors in general to expect higher average returns to risky investments in
innovation, and thus the overall level of innovation may increase (not just in the
markets directly involved).

From the preceding summary, the answer to the title of this subsection should
be obvious: the optimal policy towards refusals to license depends on the balance of
hard-to-measure benefits and hard-to-measure costs. Thus, the answer necessarily
is empirical. The tightness of the rule on refusals to license should, apparently, de-
pend on quantitative assessments of such questions as: How much static allocative

3Arguably, this was the only harm to consumers found by the court in U.S. v. Microsoft.
4As we observe the twilight years of the offspring of the once astonishing Bell Labs, do we

think it may have been a mistake to force the breakup of AT&T?
5It is important to remember, however, that more innovative effort is not always a good

thing. First, there is a socially optimal rate of innovative effort, and it is possible to overinvest
in innovation just as in anything else. Second, some firms with market power might distort the
direction of innovative effort, focusing on innovations that increase their power and profits without
necessarily increasing consumer welfare.
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inefficiency results across firms, across industries, across time? How much addi-
tional return on investment will be expected on average for a given loosening of
restrictions on refusals to license, and how much additional innovation effort will
that incremental expected return induce, and how much future consumer welfare
will that incremental investment induce?

I will be blunt: economic science is not even close to being able to do the
measurements necessary to assert with any meaningful specificity what the optimal
refusal to license policy should be. The problem is especially acute because it
is both ex ante and global in nature. That is, a significant part of the benefit
from broadly permitting refusals to license is indirect: the innovative effort induced
across all industries from increased expectations of future reward. Thus, we cannot
merely examine the data for a single industry after a refusal to license and try to
assess whether consumers were better or worse off in that instance. Rather, we
must estimate the relationship between different refusal to license policy variations
and the expected incremental rents to innovation investment, on average.

This is not a new problem. The same problem has festered for many years in a
related context: what is the optimal life for a patent? The tradeoff is essentially
the same: more years of allocative inefficiency in exchange for higher incentives to
invest in innovation. Nordhaus [5] tried valiantly to estimate the number of years
that optimally balances the two, but his work, in the end, was not much more than
illustrative. I had a similar experience in related work with Jerry Hausman [4], in
which we tried to calculate how the optimal patent life would respond to a more or
less restrictive rule on price discrimination.

This somewhat dismal assessment leaves economists with two primary roles to
play. First, we can try to nibble away at the problem, even if we cannot do sufficient
measurement to determine the policy that is optimal (on economic grounds). In
particular, we can try to delineate situations in which the anticompetitive costs of
a refusal to license unambiguously exceed, or unambiguously do not exceed, the
pro-competitive benefits from greater returns to intellectual property. Second, we
can try to clarify how to correctly analyze a given case given a particular rule as
found in the law. That is, we can try to suggest economically sensible improvements
to legal rules and their applications, or we can try to suggest economically sensible
interpretations or applications of existing rules.

Economists regularly try to carve out parts of a problem for which the policy
prescription is unambiguous. This is the tack that Carlton [3] takes in his analysis
of refusals to deal. Such analyses can be quite helpful to our understanding, and to
the design and enforcement of policy. Caution is needed, however. Most research
on competition issues by applied industrial organization economists is theoretical,
and yet many, perhaps most, of the hard questions to be resolved in specific cases
are empirical. In addition, in order to be tractable and elegant, theoretical analyses
necessarily abstract from the complexities of real cases.

One thread running through the modern history of antitrust economics has been
the pronouncement of simple, elegant, strong theoretical results that have later
fallen. For example, one of the defining pronouncements of the “Chicago School”
was that it is only possible to extract one monopoly profit, and thus that firms
could gain no more profit, nor do more harm to consumer welfare, through tying.
In the ensuing years economists have realized that there are realistic circumstances
under which tying is anticompetitive; [8] is a leading example.
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The controversy over the implications of a refusal to deal for aftermarkets is an-
other example of the risk of relying on seductively simple theories pronouncing the
“impossibility” of anticompetitive consequences from certain strategies. Economists
argued that foremarket or “systems” competition for durable goods would neces-
sarily protect aftermarket consumers, a theory that was relied on by Justice Scalia
in his Kodak dissent. However, [1], [2] demonstrated that this theory was sim-
ply incorrect on its face, and even Kodak’s expert economist acknowledged in a
scholarly publication that in this and at least three other situations aftermarkets
can be profitably monopolized [7]. The argument thenceforth, by Kodak’s experts
and by Kodak in its appeal, was that the issue was empirical. Consistent with
the Supreme Court’s holding on summary judgment, the court needed to assess
whether the case-specific facts indicated that the likely net harm was sufficient to
justify antitrust intervention.

Thus, simple proscriptions against intervention in refusal to license situations
should be viewed skeptically. Of course, there are some easy boundary cases. I
think nearly all economists would agree that a firm without market power should
not be required to license. More generally, it may be that most refusals to license
by firms with market power are harmless, or at least that the harm is less than the
benefits due to increased incentives for innovation. But simple theoretical models
cannot alone determine the truth of this proposition.

The second feasible task for economists that I described above is to help make
sense of the law as it is written, and to develop tests and principles for applying
it coherently to economic conduct. I will now pursue this goal, although within
the confines of this paper I continue to maintain a skeptical position in order to
emphasize the unhappily unsettled state of this nexus of antitrust and intellectual
property law.

3. Making economic sense of the legal boundary between IP
protection and antitrust

To say that the current case law on refusals to license intellectual property is
confusing would be a kindness. As an economist, I leave it to the lawyers to
characterize the problem in detail; see, e.g., [6]. The apparently irreconcilable
decisions of the Ninth Circuit in Kodak v. ITS et al. and the Federal Circuit in CSU
v. Xerox alone have left practitioners wringing their hands. In this section I limit
myself to some specific guidance recent courts have offered on a boundary between
legal and potentially illegal licence refusals, and raise some economic concerns with
this proposed boundary.

In 1988 Congress amended the patent law and declared that “no patent owner
shall be deemed guilty of misuse or illegal extension of the patent right by reason of
having refused to license or use any rights to the patent” (35 USC 271(d)(4)). On
its face, this language appears to be clear and unambiguous: at least for patented
intellectual property, owners may refuse to license without limit. However, this
section of the act is concerned with conduct that might invalidate a patent (“mis-
use”), and the courts have been clear that Congress did not intend to overturn prior
case law that found patent rights to be limited rights, circumscribed in part by the
antitrust laws.
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This issue was recently addressed head-on by the DC Court of Appeals in U.S. v.
Microsoft. Microsoft argued for an unlimited right to license and refuse to license
its intellectual property at will. The Court wrote:

The company claims an absolute and unfettered right to use its
intellectual property as it wishes: “If intellectual property rights
have been lawfully acquired,” it says, then “their subsequent ex-
ercise cannot give rise to antitrust liability.” Appellant’s Opening
Br. at 105. That is no more correct than the proposition that use
of one’s personal property, such as a baseball bat, cannot give rise
to tort liability. As the Federal Circuit succinctly stated: “Intellec-
tual property rights do not confer a privilege to violate the antitrust
laws.” In re Indep. Serv. Orgs. Antitrust Litig., 203 F.3d 1322,
1325 (Fed. Cir. 2000).

Although the courts agree that antitrust law does impose some restrictions on the
use (or non-use) of protected intellectual property, it is much less clear when those
restrictions apply. Indeed, the Federal Circuit, cited above as succinctly stating that
the antitrust laws restrict intellectual property rights is widely believed to have held
that Xerox’s intellectual property rights could not be limited by antitrust claims.

The courts have frequently proposed that the boundary between legal exercise of
intellectual property rights and conduct that might violate the antitrust laws should
coincide with the “scope of the patent”. For example, the Ninth Circuit quoted the
Supreme Court when it wrote in Kodak that “This basic right of exclusion does
have limits.. . . [T]he right of exclusion [does not] protect an attempt to extend a
lawful monopoly beyond the grant of a patent. See Mercoid, 320 U.S. at 665.”

There seems to be some disagreement about what the scope or extent of the
patent grant means when it comes to antitrust restrictions, but in its recent decision
the Ninth Circuit went on to write that “Section 2 of the Sherman Act condemns
exclusionary conduct that extends natural monopolies into separate markets. Much
depends, therefore, on the definition of the patent grant and the relevant market.”
This is consistent with the Supreme Court’s earlier statement in the Kodak sum-
mary judgment proceeding: “[We have] held many times that power gained through
some natural advantage such as a patent, copyright, or business acumen can give
rise to liability if ’a seller exploits his dominant position in one market to expand his
empire into the next.”’ (504 U.S. at 480 n.29, quoting Times-Picayune Publishing
Co. v. United States, 345 U.S. 594, 611, 97 L. Ed. 1277, 73 S. Ct. 872 (1953).)

The boundary implies that refusals to license find a safe harbor when exercised
within the scope of the patent grant, or within the market relevant for the patented
good or process. In Kodak the Ninth Circuit states this (albeit in language that
might permit more expansive interpretation): “We find no reported case in which
a court has imposed antitrust liability for a unilateral refusal to sell or license a
patent or copyright. Courts do not generally view a monopolist’s unilateral refusal
to license a patent as ‘exclusionary conduct.’ See Data General, 36 F.3d at 1186
(citing Miller Insituform, Inc. v. Insituform of North America, 830 F.2d 606, 609
(6th Cir. 1987) (’A patent holder who lawfully acquires a patent cannot be held
liable under Section 2 of the Sherman Act for maintaining the monopoly power he
lawfully acquired by refusing to license the patent to others’)” (125 F.3d 1195 at
1216).
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It might seem from these cases that we now have clear guidance that economists
can implement. We know how to define relevant markets for antitrust analysis;
indeed, there is perhaps more agreement on the principles of market definition
than on any other issue in the field. The economist can determine the boundaries
of the markets, and then, if the refusal to license is having an effect on competition
in a market other than its own, it will be a candidate for antitrust intervention.

In fact, I do not think the matter is so simple. Consider the following hypothet-
ical, which does not correspond to the facts of the major aftermarkets refusal to
license (or deal) cases, but is close enough to be interesting: A durable equipment
manufacturer also offers service on its equipment. In order to compete better in
the market for service it innovates on some parts to make them less costly to re-
place, and it also develops some innovative tools (say, diagnostic software) to assist
its service technicians. All of these innovations are protected by patents and/or
copyright.6 The courts have generally found that replacement parts and service
labor constitute separate markets. Does that mean a refusal to license or sell these
parts and tools would be illegal if it had an adverse effect on competition in the
service market, since the intellectual property protection does not extend beyond
the boundaries of the service market?

The Federal Circuit does not think so: It found in Xerox that because the
diagnostics at issue were developed for use in providing service, refusing to license
them to competing service providers was within the scope of the patent grant.

Economist can breathe a sigh of relief if the boundary is defined in terms of the
market for the protected intellectual property and other markets, because we know
how to define these.7 However, there does not seem to be universal agreement that
Congress meant the scope of patent or other intellectual property protection to be
identical with antitrust market boundaries. If the correct boundary for antitrust
concern is some other definition of the “scope” of the intellectual property grant,
I think we are in trouble. I am aware of no coherent economic analysis that gives
precise operational meaning to the concept of scope.

Clearly it does not make sense to say that the scope is determined by the pur-
pose for which the intellectual property was developed. In commercial settings, it
generally will be fair to say that the purpose is to make as much money as possible
through the use of the innovation!

Patterson [6] suggests a distinction on which to base a determination of patent
scope: protection against use versus use to accumulate power. He argues that
the purpose of intellectual property protection is to protect innovators against the
use of their intellectual property by others, which would reduce the returns to
the innovator. But, he further argues, protection does not extend to using the
intellectual property to coerce or otherwise obtain power in another market. Thus,
for the case of refusals to license, a refusal that serves the purpose of protecting the
firm against use of its intellectual property would be permissible, but a refusal in
order to leverage power would not.

Patterson argues this principle prohibits the refusals to license or sell parts by
Kodak, Xerox and others. The service firms, he believes, did not have any use for

6A similar example appears in [3].
7The definitions may not be easy or devoid of controversy, of course! For example, though the

courts seem persuaded that parts and service for durable equipment are separate markets, this
conclusion is quite controversial among economists.
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the intellectual property embodied in parts – they merely needed the parts that
their customers wanted, in order to provide service to the customers. The only party
using the intellectual property is the end customer (who gains the advantages of
better-functioning or lower cost parts), but the equipment manufacturers are not
trying to prevent end customers from using the intellectual property. Rather, they
are trying to gain power in a market that distributes the parts to end customers.

I am not convinced that this principle is very workable. First, I do not see
that it adequately resolves the hypothetical above, in which parts innovations are
developed precisely to improve the quality or lower the cost of service. In this case
it would seem that the independent service companies would be using the embodied
intellectual property if they obtained the parts, and thus would fall into Patterson’s
safe harbor for a refusal to license. But once these two very similar examples fall
on opposite sides of the boundary, there is a slippery slope, and it would seem
impossible to find a sufficiently operational dividing line.

More important, at least to an economist, is that neither Patterson’s proposal,
nor the notion of patent scope as it is used by the courts, has any economic ra-
tionale. This brings us back to the initial problem discussed in section 2. The
purpose of the intellectual property laws is to secure rents for innovators and au-
thors, as encouragement to undertake costly and risky investments. I am aware
of no economic argument that the correct amount of expected rent is provided if
the property right is unlimited only within the “scope” of the grant, but is limited
outside the scope. The economically optimal amount of incentive to innovate de-
pends on many things: the average likelihood of success, the average value to end
consumers that flows from new innovations, the average cost in the form of alloca-
tive inefficiencies that flows from the legal monopoly that is granted, and so forth.
There is simply no reason that a logically (or worse yet, semantically) constructed
“scope” for an unlimited right to refuse a license will even approximate the socially
optimal amount of innovation incentives.

4. Case study: Making sense of Intel

I will illustrate the issues discussed above with a discussion of issues two recent
refusal to license cases against Intel: U.S. v. Intel (the FTC case) and Intergraph
v. Intel. These cases were largely identical on the facts and allegations. The FTC
brought its case on behalf of the government, seeking injunctive relief. Among its
allegations were that Intel had refused to license some of its intellectual property
to Intergraph, a leading manufacturer of high-end graphic workstations for use in
computer-aided design work.8 The FTC settled its case and entered a consent
decree with Intel. Intergraph alleged the same illegal conduct, sought additional
injunctive restrictions, and monetary damages for lost profits.

The central allegation was that Intel refused to license or make available some of
its intellectual property unless Intergraph gave Intel a zero-royalty license to some
of its intellectual property. Intergraph believed that Intel was infringing its “Clip-
per” microprocessor patents, and had sought royalties. When Intel refused to pay
royalties, Intergraph filed a patent infringement suit. Intel allegedly retaliated by

8The FTC also alleged that Intel made very similar refusals to Digital Equipment (DEC) and
to Compaq.
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refusing to supply crucial technical information it typically provided to workstation
manufacturers, and had previously provided to Intergraph.9

Intergraph’s antitrust claims were dismissed by the Federal Circuit on proce-
dural grounds. The Federal Circuit held that Intergraph did not have standing to
sue Intel for monopolization of a microprocessor market, because Intergraph was
not a participant in that market. Quite recently Intel settled with Intergraph on
the patent infringement claims, with an agreement to pay between $300 and $550
million, along with agreements between the parties to enter various cross-licenses.

Was Intel’s refusal within the scope of its various patent grants and other intel-
lectual property protections? The intellectual property, for our purposes, related to
the design and manufacture of microprocessors. Intergraph was not in the business
of manufacturing microprocessors, and there was no indication that it was contem-
plating entering that business. Indeed, several years before it had consciously de-
cided not to manufacture its own microprocessors based on the Clipper technology,
choosing instead to design its workstations to work exclusively with Intel micropro-
cessors. The antitrust damages alleged by Intergraph were not harm to its ability to
manufacture microprocessors or compete with Intel, but profits lost because it could
no longer compete effectively in the manufacture of high-end workstations without
access to the technical information that Intel provided to Intergraph’s competitors.

Suppose we believe the scope of the intellectual property grants is equivalent to
the relevant market boundary for antitrust analysis, as suggested by Supreme Court
and the Ninth Circuit in the two Kodak proceedings. This might give Intel some
comfort: the protected intellectual property was clearly relevant to the production
of microprocessors, and the FTC and Intergraph were alleging monopolization of
microprocessors. Intel’s refusal to license seems to fall within the Insituform rule:
“A patent holder who lawfully acquires a patent cannot be held liable under Section
2 of the Sherman Act for maintaining the monopoly power he lawfully acquired by
refusing to license the patent to others” (Miller Insituform, Inc. v. Insituform of
North America, 830 F.2d 606, 609 (6th Cir. 1987)).

On the other hand, consider the facts of this particular case: Intergraph also
had presumptively valid intellectual property, and Intel was allegedly trying to
deny Intergraph the right to control its property. It is also important to remember
that although Intergraph was not and did not intend to be in the microprocessor
business, the Clipper patents did cover microprocessor technology that competed
with some of Intel’s property (indeed, Intergraph was elsewhere alleging that Intel
misappropriated Intergraph’s technology because it was superior to Intel’s). Can we
accept a definition of “scope” that permits one firm to use its intellectual property
to coerce another firm to relinquish competing intellectual property?

This conundrum is connected to the issue of the optimal balance between incen-
tives to innovate and allocative inefficiencies. Intel’s strategy of refusing to license
presumably increased the expected rents to its innovations, which has a positive
effect on the general expectation of rents to new innovation. However, its strat-
egy also lowers the expected rents to the innovations of Intergraph (and DEC and
Compaq, &c.). I do not believe that as a matter of theory it can be shown that

9This summary is extremely incomplete. Intergraph alleged that Intel was not only monop-
olizing a market for Windows-compatible microprocessors, but also a market for x86-compatible
chipsets. Intergraph also alleged that Intel engaged in various illegal acts that were not refusals
to license. These other issues are beyond the scope of this paper.
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the private returns to Intel of this strategy will necessarily be such that Intel only
implements this kind of refusal to license when the net social welfare effect on inno-
vation (combining the effect of the gain to Intel with the loss to other innovators)
is positive.

Suppose we instead adopt Patterson’s proposed criterion: that protection against
use is permissible, but a refusal in order to accumulate power is not. It appears
that Intel’s refusal to license was not to protect its intellectual property in the
design and production of microprocessors. Rather, it was to accumulate (or at
least maintain, which is essentially the same thing for antitrust purposes) power in
the microprocessor market. Thus, the Patterson criterion would oppose this refusal
to license. I do not find this apparently unambiguous result reassuring, because
it is arbitrary with respect to the economic purposes of intellectual property and
antitrust policy. That is, this rule may (sometimes) be workable, but it lacks a
principled basis.

5. Concluding remarks

The Intel cases are instructive because the issues seem stark, but their resolution
is murky. Intel was previously providing its intellectual property to Intergraph, and
never alleged that Intergraph misused that property. Thus, there is no reason to
think that Intel’s refusal was motivated by a concern for the safety of its intellectual
property. Further, Intel did not merely refuse to license. It refused to license (al-
legedly) in order to coerce Intergraph to give away its valuable intellectual property.
Despite what at first glance seems to be conduct outside the scope of the patent,
and for the purpose of accumulating economic power, not protecting its intellec-
tual property from misuse, it turns out to be very difficult to formulate a coherent
boundary between protected and unprotected refusals to license that resolves the
issues in this case.

Most important, I believe, is that any of the approaches discussed above for
resolving this conflict between intellectual property and antitrust policy, as well
as others of which I am aware, share a serious flaw: they are not grounded on
the economic purposes of the underlying policies. Intel’s strategy allegedly was
intended to increase the profitability of its microprocessor business. But this, of
course, is precisely what is intended by the intellectual property laws.

Whether the degree of enhanced profitability is too great or not simply cannot
be answered by the empirical evidence and economic theory we have available to
us today. The problem is not that economists are incapable of making a reasonable
calculation of the expected benefits to Intel relative to the expected consumer harm.
That calculation would be difficult, but within reason for qualified economist. But
it would be irrelevant to the question at the core of the conflict between intellectual
property and antitrust law. The issue is not how much ex post rent Intel receives
after it successfully innovates. The issue is the effect that an increase or decrease
in this ex post profit would have on the future, ex ante investment decisions of
other potential innovators. It is this assessment that I claim we are not able make
with any reasonable degree of precision, whether we are concerned with the rule on
refusals to license or the length a patent’s life, or any number of other issues on at
the nexus of of intellectual property and antitrust law.

My general pessimism os about how close we are to getting the rules right. I
am not so pessimistic about what we should do in the meanwhile. There is little
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disagreement that refusals to license can have sometimes substantial anticompeti-
tive effects, which is to say, cause harm to consumer welfare, if the refusing firm
has market power. It is up to Congress to set, and the courts to interpret the
restrictions to be imposed on such refusals. Congress and the courts are unlikely
to happen upon the optimal degree of restriction (or permissiveness) for the rea-
sons described above. However, whatever the political and judicial process decides,
there is reason to be optimistic that economists and lawyers can sensibly interpret
and implement the result. The reason is simple: refusals to license are essentially
equivalent to refusals to deal, and we have learned much about these strategies in
recent years. There are still unresolved questions, but the areas of disagreement
have been rapidly shrinking.

There is at least one important further lesson from the analysis above. For the
implementation of a refusal to license doctrine to be successful, it is important
that the doctrine be developed in economic terms. That is, as with other issues
in antitrust — and intellectual property — policy, the focus should be on the net
impact on consumer welfare. Further, the rules should be formulated in terms that
are amenable to economic analysis. For example, a rule that distinguishes between
refusals that have impact within and those that have impact outside the scope of
a patent will be more effectively workable if scope is defined in terms of relevant
markets. The centrality of economic principles and analysis is justified because
the primary values underlying our intellectual property and antitrust policies are
economic.
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THE CSU CASE: FACTS, FORMALISM AND THE 
INTERSECTION OF ANTITRUST AND INTELLECTUAL 

PROPERTY LAW 

A. Douglas Melamed and Ali M. Stoeppelwerth* 

INTRODUCTION 

We live in an age of innovation. Industries are being restructured, 
technologies are being transformed, and huge sums of money are being 
made, and lost, by entrepreneurs and investors. 

The law affects all of this. Not surprisingly, therefore, the age of inno-
vation has been accompanied by an almost unprecedented prominence of 
the two bodies of law that most directly affect these phenomena—antitrust 
law and intellectual property law. They are widely perceived to be in ten-
sion. 1 

Intellectual property law is said to want to create monopolies over 
products in order to encourage research and innovation. It looks at the con-
ditions of wealth creation ex ante. 

Antitrust law, by contrast, is said to be hostile to monopoly and seeks 
to maintain prices at competitive levels. In effect, it is said, antitrust law is 
concerned with conditions likely to enhance economic welfare ex post. 

This is a false conflict. It reflects an overstatement of some aspects of 
                                                                                                                 

* Mr. Melamed and Ms. Stoeppelwerth are partners at Wilmer, Cutler & Pickering in Washin g-
ton, D.C. Mr. Melamed was Acting Assistant Attorney General for Antitrust in the Clinton Administra-
tion. 

 1 See, e.g., Willard K. Tom and Joshua A. Newberg, Antitrust and Intellectual Property: From 
Separate Spheres to Unified Field , 66 ANTITRUST L.J. 167, 189-90 (1997); Donald F. Turner, Basic 
Principles in Formulating Antitrust and Misuse Constraints on the Exploitation of Intellectual Property 
Rights, 53 ANTITRUST L.J. 485, 487 (1984). 
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intellectual property law and a misstatement of antitrust law. And it leads to 
mistaken legal rulings, such as In re Independent Service Organization 
Antitrust Litigation,2 which held that a patent or copyright holder’s refusal 
to license or sell its rights is essentially immune from antitrust scrutiny. 
This article analyzes that decision, argues that it is wrong as a matter of 
both law and policy, and attempts to draw broader lessons about the inter-
section of antitrust and inte llectual property law. 

I.  THE CSU DECISION 

The facts of the case can be summarized briefly. Defendant Xerox 
manufactures, sells, and services high-volume photocopiers and laser print-
ers.3 Plaintiff CSU is an independent service organization (ISO) that com-
petes with Xerox to service Xerox machines. In 1984, Xerox decided to 
discontinue selling parts used to service its copiers and printers directly to 
ISOs unless they were also end-users of the equipment.4 End-users re-
mained free to purchase parts directly from Xerox, to supply to ISOs any 
parts they bought and to use any service provider they wished. In 1994, as 
part of the settlement of a class action brought by end-users and ISOs, 
Xerox agreed to sell parts directly to ISOs and to license its diagnostic 
software to copier and printer end-users. The end-users were then permitted 
to employ ISOs as their agents to order and use the software. CSU opted 
out of the settlement and filed its own action against Xerox, challenging 
Xerox’s previous refusal to sell parts and license software under section 2 
of the Sherman Act.5 

Xerox filed a motion for summary judgment, arguing that its unilateral 
refusals to sell patented parts and to license patented and copyrighted soft-
ware were a lawful exercise of its intellectual property rights and were 
therefore immunized from scrutiny under the antitrust laws.6 Although the 
district court initially denied Xerox’s motion, it subsequently reconsidered 
and dismissed CSU’s antitrust claim, holding that, if a patent or copyright 
is lawfully acquired, the acquirer’s refusal to sell or license its patented 
invention or copyrighted expression cannot constitute exclusionary conduct 
under section 2, even if the refusal to deal impairs competition in more than 
one market and is motivated by a desire to exclude rivals.7 

The Federal Circuit affirmed the district court’s decision. While rec-
ognizing that “[i]ntellectual property rights don’t confer a privilege to vio-

                                                                                                                 
 2 203 F.3d 1322 (Fed. Cir. 2000) (hereinafter CSU), cert. denied, 121 S. Ct. 1077 (2001). 
 3 Id. at 1324. 
 4 Id. 
 5 Id. 
6  Id. 
 7 CSU L.L.C. v. Xerox Corp., 989 F. Supp. 1131, 1139 (D. Kan. 1997). 
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late the antitrust laws,”8 the court nevertheless held that, “[i]n the absence 
of any indication of illegal tying, fraud . . . , or sham litigation, the patent 
holder may enforce the statutory right to exclude others from making, using 
or selling the claimed invention free from liability under [section 2].”9 But-
tressing this holding, in the court’s view, were (i) the fact that “[t]here is 
‘no reported case in which a court ha[s] imposed liability for a unilateral 
refusal to sell or license a patent’”10 and (ii) section 271(d) of the Patent 
Act, which provides that “‘[n]o patent owner otherwise entitled to relief 
[for patent infringement] . . . shall be denied relief or otherwise deemed 
guilty of misuse or illegal extension of the patent right by reason of his 
having . . . (4) refused to license or use any rights to the patent.’”11 

The potential implications of this decision are troubling. Read broadly, 
its holding may be interpreted as standing for the proposition that (absent 
evidence of fraud, sham litigation or concerted conduct) no antitrust claim 
may ever be asserted on the basis of a firm’s unilateral refusal to sell or 
license intellectual property. 12 Such a rule would conflict with longstanding 
precedent holding that, for purposes of antitrust analysis, intellectual prop-
erty should be treated the same as any other form of property.13 It would 
also effectively immunize from antitrust liability a dominant firm’s deci-
sion to deny rivals access to inputs or facilities they need, merely because 
those inputs or facilities contain patented or copyrighted materials, regard-
less of the competitive effect of the denial.  

II.  LEGAL BASIS FOR IMMUNITY 

Recognizing that “the antitrust laws represent a fundamental national 
economic policy,” the Supreme Court has repeatedly emphasized that “ex-
emptions from the [Sherman Act] are strictly construed and strongly disfa-

                                                                                                                 
 8 203 F.3d at 1325 (citing Intergraph Corp. v. Intel Corp., 195 F.3d 1346, 1362 (Fed. Cir. 1999)). 
 9 Id. at 1327. The court extended a similar exemption to copyright holders. See id.  at 1329. 
10 Id. at 1326 (quoting Image Technical Servs. v. Eastman Kodak Co., 125 F.3d 1195, 1216 (9th 

Cir. 1997)). 
11 Id. (quoting 35 U.S.C. § 271(d) (1999)) (emphasis in original). In justifying its conclusion on 

the copyright issue, the court acknowledged that “[t]he [Supreme] Court has not . . . directly addressed 
the antitrust implications of a unilateral refusal to sell or license copyrighted expression” but relied on 
the Fourth Circuit’s decision in Service Training, Inc. v. Data General, 963 F.2d 680, 686 (4th Cir. 
1992) (rejecting a claim of illegal tying supported only by evidence of a unilateral decision to license 
copyrighted software to some firms but not to others), and the First Circuit’s decision in Data General 
Corp. v. Grumman Systems Support Corp., 36 F.3d 1147 (1st Cir. 1994), to the effect that, absent any 
evidence that the relevant copyrights were unlawfully obtained or “used to gain monopoly power be-
yond the statutory copyright granted by Congress,” a copyright holder’s refusal to sell or license its 
works does not violate the antitrust laws. CSU, 203 F.3d at 1328-29. 

12 In its brief in the Supreme Court, the United States suggested that the decision need not be read 
so broadly and that the Court should not grant certiorari but should, instead, await further discussion of 
the issue in the lower courts. Brief of Amicus Curiae Unit ed States at 7-8, CSU, 121 S. Ct. 1077 (2001) 
(denying cert.). The United States did state, however, that it was not prepared to support the decision if 
it were read broadly. Id. at 10. 

13 See, e.g., ANTITRUST GUIDELINES FOR THE LICENSING OF INTELLECTUAL PROPERTY § 2.0 
(1995) (“[intellectual property is] essentially comparable to any other form of property.”). 
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vored.”14 Absent clear evidence that Congress intended to immunize the 
challenged conduct or that denying immunity could subject the defendants 
in a particular case to conflicting legal requirements, courts have uniformly 
rejected such defenses to antitrust liability.15 The holdings in CSU and other 
similar cases, however, have either ignored or misapplied these well-
established pr inciples.16 As explained below, nothing in the text of the Pat-
ent or Copyright Acts or their legislative history reflects a clear Congres-
sional intent to treat intellectual property differently for antitrust purposes 
from any other form of property, and there is no basis for concern that ap-
plying the antitrust laws to refusals to deal in intellectual property would 
subject intellectual property holders to inconsistent legal standards. 

No statute explicitly provides that refusals to sell or license intellectual 
property are exempt from the antitrust laws or are to be assessed under anti-
trust standards that differ from those applicable to other forms of property. 
Proponents of an antitrust immunity must therefore argue for an implied 
immunity. 

The CSU court and most of the other lower courts that have rejected 
antitrust claims based on refusals to license intellectual property point to 
language in section 154 of the Patent Act, which authorizes a patentee “to 
exclude others from making, using or selling the invention throughout the 
United States.”17 That section, however, does no more than afford patent 

                                                                                                                 
14 Square D Co. v. Niagara Frontier Tariff Bureau, 476 U.S. 409, 421 (1986). See also  Silver v. 

NYSE, 373 U.S. 341, 357 (1963) (“[i]t is a cardinal principle of construction that repeals [of the anti-
trust laws] by implication are not favored”) (quoting United States v. Borden Co., 308 U.S. 188, 198 
(1939)). 

15 See, e.g., Nat’l Gerimedical Hosp. and Gerontology Ctr. v. Blue Cross of Kansas City, 452 
U.S. 378, 388-89 (1981); Gordon v. NYSE, 422 U.S. 659, 689-90 n.14 (1975) (explaining that in United 
States v. Philadelphia Nat’l Bank, 374 U.S. 321, 350-52 (1963), “two factors pointed against antitrust 
immunity: (1) congressional intent in the [relevant] act not to immunize activities from [the] antitrust 
[laws], and (2) the lack of conflict between the Bank Merger Act and Clayton Act standards”); Strobl v. 
New York Mercantile Exch., 768 F.2d 22, 27-29 (2d Cir. 1985); S. Pac. Communications Co. v. A.T. & 
T., 740 F.2d 980, 999-1000 (D.C. Cir. 1984); Phonetele, Inc. v. A. T. & T., 664 F.2d 716, 729-30 (9th 
Cir. 1981). See also  Finnegan v. Campeau Corp., 915 F.2d 824, 829 (2d Cir. 1990) (“repeal by implica-
tion may only be found where there is a conflict between the provisions of the antitrust and [other appli-
cable] laws”). 

 
17 35 U.S.C. § 154. See, e.g., Cygnus Therapeutic Sys. v. Alza Corp., 92 F.3d 1153, 1160 (Fed 

Cir. 1996); Genentech v. Eli Lilly & Co., 998 F.2d 931, 949 (Fed Cir. 1993); Miller Insituform, Inc. v. 
Insit uform of N. Am., Inc., 830 F.2d 606, 609 (6th Cir. 1987); United States v. Westinghouse Elec. 
Corp., 648 F.2d 642, 647 (9th Cir. 1981); SCM v. Xerox Corp., 645 F.2d 1195, 1204 (2d Cir. 1981); 
Intergraph Corp. v. Intel Corp., 88 F. Supp. 2d 1288, 1292 (N.D. Ala. 2000), aff’d, 253 F.3d 695 (Fed. 
Cir. 2001); Townshend v. Rockwell Int’l Corp., No. C99-0400SBA, 2000 WL 433505, at *11 (N.D. 
Cal. March 28, 2000); Crucible v. Stora Kopparbergs Bergslags AB, 701 F. Supp. 1157, 1162 (W.D. Pa. 
1988). 

Although the rights granted to a copyright holder are narrower than those provided to a patentee, 
courts rejecting antitrust claims based on refusals to license or sell copyrighted material have similarly 
relied on language of the Copyright Act that gives copyright holders the exclusive right to distribute 
copyrighted works. See, e.g., Fox Film Corp. v. Doyle, 286 U.S. 123, 127 (1932) (referring to a copy-
right owner’s “right to exclude others from using his property”); Data Gen. Corp. v. Grumman Sys. 
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holders the same rights as those enjoyed by owners of tangible property 
under common law.18 Neither the general language in that section nor any 
other provision in either in the Patent Act or the Copyright Act compels the 
conclusion that Congress intended the exercise of those property rights to 
be exempt from the antitrust laws.19 To the contrary, the Supreme Court has 
repeatedly rejected assertions of intellectual property rights as defenses to 
conduct that would otherwise be condemned under the Sherman Act.20 

The CSU court and some commentators have also pointed to section 
271(d) of the Patent Act, which was added by amendment in 1988, as statu-
tory support for a finding of antitrust immunity. 21 On its face, however, the 
language of that section does not purport to address antitrust liability. 22 
Moreover, the legislative history of the 1988 amendment makes plain that it 
was originally conceived not as an antitrust exemption for patent holders, 
but rather as an effort to address certain judicial precedents that Congress 
thought subjected intellectual property owners to harsher treatment than 

                                                                                                                 
Support Corp., 36 F.3d 1147, 1186 (1st Cir. 1994) (interpreting 17 U.S.C. § 106 as providing that, if a 
copyright owner “pleases, [it] may refrain from vending or licensing and content [itself] with simply 
exercising the right to exclude others from using [its] property”) (citations omitted); Tricom v. Elec. 
Data Sys. Corp., 902 F. Supp. 741, 743 (E.D. Mich. 1995); Advanced Co mputer Serv. of Mich. v. MAI 
Sys. Corp., 845 F. Supp. 356, 370 (E.D. Va. 1994); Corsearch, Inc. v. Thomson & Thomson, 792 F. 
Supp. 305, 328 (S.D.N.Y. 1992). 

18 See Kaiser Aetna v. United States, 444 U.S. 164, 176 (1979) (right to exclude others is “one of 
the most essential sticks in the bundle of rights that are commonly characterized as property”); Cont’l 
Paper Bag Co. v. E. Paper Bag Co., 210 U.S. 405, 425 (1908) (“patents are property, and entitled to the 
same rights and sanctions as other property”); Consol. Fruit Jar Co. v. Wright, 94 U.S. 92, 96 (1896) 
(“A patent for an invention is as much property as a patent for land. The right rests on the same founda-
tion and is surrounded and protected by the same sanctions.”); 35 U.S.C. § 261 (“patents shall have the 
attributes of personal property”). 

19 See Turner, supra  note 1, at 485 (“A patent or copyright is a species of property whose use and 
disposition are no more immune from scrutiny under antitrust law and other public policies than other 
forms of property.”); William F. Baxter, Legal Restrictions on Exploitation of the Patent Monopoly: An 
Economic Analysis, 76 YALE L.J. 267, 276 (1966) (describing language of the Patent Act as “highly 
general”). 

20 See, e.g. , United States v. Line Material Co., 333 U.S. 287, 308 (1948); United States v. New 
Wrinkle, Inc., 342 U.S. 371, 378-79 (1952); United States v. Paramount Pictures, Inc., 334 U.S. 131 
(1948). See also Broad. Music, Inc. v. CBS, 441 U.S. 1, 19 (1979) (“the copyright laws confer no rights 
on copyright owners to fix prices among themselves or otherwise to violate the antitrust laws”). See also 
United States v. Microsoft , 253 F.3d 34, 63 (D.C. Cir. 2001) (en banc) (describing Microsoft’s argu-
ment for a broad intellectual property immunity as “border[ing] on the frivolous”). 

21 CSU, 203 F.3d1322, 1326 (Fed. Cir. 2000); PHILIP E. AREEDA & HERBERT HOVENKAMP, AN-
TITRUST LAW ¶704.2, at 123 (2001 Supp.).  

22 See Image Technical Servs. v. Eastman Kodak Co., 125 F.3d 1195, 1214 n.7 (concluding that, 
although section 271(d) “indicates Congressional intent to protect the core patent right of exclusion,” its 
language does not preclude a finding of antitrust liability); Grid Sys. Corp. v. Texas Instruments Inc., 
771 F. Supp. 1033, 1037 n.2 (N.D. Cal. 1991) (holding that, “[o]n its face, section 271(d) relates only to 
the defense of patent misuse” and that “Congress rejected an extension of this statute into the area of 
antitrust”). Far from supporting an argument for antitrust immunity, the language of section 271(d)—in 
particular, its omission of any reference to the antitrust laws—instead supports the conclusion that 
Congress must have intended not to create an antitrust exemption. In other instances, where Co ngress 
did intend to provide antitrust exemptions for intellectual property holders, it did so unambiguously. 
See, e.g., 17 U.S.C. § 115(c)(3)(B) (authorizing and immunizing joint negotiations for royalties under 
compulsory license for “mechanical” right to make and distribute records containing copyrighted musi-
cal works). 



 

6  GEO. MASON L. REV. [VOL. 10:3 

 

that afforded to owners of other forms of property.23 The bill was narrowed 
in conference by deletion of the market-power provision and restriction of 
the patent misuse provision to refusals to license and tying arrangements.24 
A review of the Congressional record discussing the 1988 amendment and 
subsequent related bills reveals a consistent Congressional intent to create a 
“level playing field”25 under the antitrust laws for all forms of property—
not to provide special treatment, or an antitrust immunity, for patent and 
copyright holders.26 

As further support for their position, proponents of the CSU decision 
                                                                                                                 

23 The original version of the bill to amend section 271(d) contained two sections. The first (sec-
tion 101) would have eliminated the presumption in antitrust cases that ownership of a copyright or 
patent creates market power. See S. REP. NO. 100-492, at 9-12 (1988) (criticizing the majority opinions 
in United States v. Loew’s, 371 U.S. 38, 44 (1962), and Jefferson Parish Hosp. Dist. No. 2 v. Hyde, 466 
U.S. 2, 16 (1984), and emphasizing that proposed section 101 would “require only that courts evaluate 
practices involving intellectual property rights under the same antitrust principles that are applied to 
practices involving other forms of property”) (emphasis added). The second (section 201) provided that 
no patent owner could be “deemed guilty of misuse or illegal extension of the patent right by reason of 
his . . . licensing practices or actions or inactions related to [the] patent, unless such [conduct] . . . vio-
late[s] the antitrust laws.” See S. REP.NO. 100-492 at 13, 17-18 (1988) (explaining that section 201 was 
designed to address the problem that, under current judicial precedents, misuse based upon “alleged 
anticompet itive extensions of the owner’s patent rights . . . may also be found where the patent owner’s 
conduct has not violated the antitrust laws, has no demonstrated anticompetitive effect and has not even 
injured the infringing party who raises misuse as a defense”). 

24 See 134 CONG.  REC. 32,471 (1988) (statement of Sen. DeConcini) (observing that, although 
“[t]he purpose of the legislation . . . remained the same throughout [the conference process],” the 
amendment ultimately enacted differed from the original bill “in two important respects: First, the 
patent misuse doctrine is no longer reformed across the board, but only as it relates to refusals to license 
or use patents, and to tying arrangements[;] [s]econd, as the misuse doctrine is applied to tying, the 
generic antitrust violation standard adopted by the Senate has been replaced by a market power test”); 
134 CONG.  REC. 32,295 (statement of Rep. Kastenmeier) (explaining that the amendment as modified 
by the House “proceeds on the basis of consensus about two categories of misuse [refusals to use or 
license and tying arrangements] that the [Judiciary] Committee concluded should not be the subject of a 
rigid per se rule”). 

25  
26 See, e.g., S. REP. NO. 100-492 at 9 (1988) (stating that the purpose behind the Senate bill to 

amend section 271(d) was “to clarify the law of patent misuse and to put intellectual property rights on 
an equal footing with other property with respect to the license, sale and other agreements concerning 
the distribution of property rights”). See also  S. REP. NO. 101-8, at 11 (1989) (in recommending passage 
of S. 270, another effort to eliminate the market power presumption in antitrust cases involving intellec-
tual property, the committee report indicates that the intended effect of the legislation is to subject 
intellectual property owners to antitrust liability “to the same extent as owners of other forms of prop-
erty”; the report emphasizes, however, that “[b]y eliminating the presumption . . ., the committee does 
not sanction anticompetitive arrangements for the distribution of, or  refusal to distribute, intellectual 
property rights and innovative products”) (emphasis added); 136 CONG. REC. 31,411 (1990) (statement 
of Sen. Leahy) (intended effect of eliminating market power presumption in section 270 was “to level 
the playing field between intellectual property rights and other property implicated in antitrust litiga-
tion”). 

Significantly, in subsequent remarks supporting passage of section 270, Senator Leahy rejected as 
“emphatically not the case” concerns that “this legislation might elevate intellectual property rights to 
too high a level of protection, rendering the owner or licensor of intellectual property rights effectively 
exempt or immune from antitrust challenge.” See 136 CONG. REC. 31,411-2 (1990) (“[t]his legislation 
does not knock antitrust plaintiffs out of the box; it merely requires them to come forward with evidence 
to sustain their market power claim”). 
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cite language in some of the Supreme Court’s older opinions that might 
suggest that a patent owner’s exclusive rights are absolute and that refusals 
to license those rights are therefore beyond the reach of the Sherman Act.27 
In United States v. United Shoe Machinery Corp., for example, the Court 
stated that a patent confers on its owner “the right to exclude others from 
the use of the invention, absolutely or on the terms the patentee chooses to 
impose” and added that the “exertion of this right within the field covered 
by the patent is not an offense against the Anti-Trust Act.”28 But the lan-
guage used in these cases reflected the Court’s contemporaneous view of 
all forms of private property, not special rules for intellectual property. 29 
Neither United Shoe Machinery nor any other of the handful of Supreme 
Court cases containing similarly broad language concerned the issue of an 
intellectual property law defense to what would otherwise be an antitrust 
violation arising out of a refusal to license or sell intellectual property. 30 
Those cases do not provide a legal basis for the CSU holding. 31 

III. POLICY BASIS FOR IMMUNITY 

Not surprisingly, CSU and similar cases pay scant attention to the le-
gal basis for an antitrust immunity and focus, instead, on notions of policy. 
These cases appear to be based on a belief that antitrust immunity is neces-
sary in order to further the objectives of the intellectual property laws—in 
particular, in order to prevent the antitrust laws from undermining the in-
centives for innovation that the intellectual property laws are intended to 
create.32 This policy concern, however, rests on an insufficiently refined 

                                                                                                                 
27  
28 247 U.S. 32, 57 (1918). 
29 See, e.g., Cont’l Paper Bag v Eastern Paper Bag Co., 210 U.S. 405, 425 (1908) (patents are 

“entitled to the same rights and sanctions as other property”). 
30 United Shoe concerned lease restrictions. See also  Cont’l Paper Bag, 210 U.S. at 423-24 (pat-

ent infringement case in which defendant challenged patentee’s non-use of the relevant patent; Court 
observed that the exclusive right of patent holders to make use or sell their inventions employs “the 
language of complete monopoly” and that “[t]here has been no qualification … of [that] right”); Bement 
v. Nat’l Harrow Co., 186 U.S. 70, 90 (1902) (challenge to exclusive dealing and resale price mainte-
nance provisions in a license agreement in which the Court said that a patent owner’s “‘title is exclu-
sive, and so clearly within the constit utional provisions in respect of private property that he is neither 
bound to use his discovery himself nor permit others to use it.’”) (citation omitted). 

31 See Marina Lao, Unilateral Refusals to Sell or License Intellectual Property and the Antitrust 
Duty to Deal, 9 CORNELL J.L. & PUB. POL’Y 193, 199 (1999) (“[t]he Supreme Court . . . has never 
directly considered the legality of unilateral refusals to license a patent where the practice is used for 
monopoly leveraging purposes”); James C. Burling, William F. Lee & Anita K. Krug, The Antitrust 
Duty to Deal and Intellectual Property Rights, 24 J. CORP . L. 527, 534 (1999) (“the intersection of 
duty-to-deal antitrust analysis and intellectual property law remains virtually uncharted territory”). 

32 See, e.g., Data Gen. Corp. v. Grumman Sys. Support Corp., 36 F.3d 1147, 1186 (1st Cir. 1994) 
(observing that “the [patent] exception is grounded in an empirical assumption that exposing patent 
activity to wider antitrust scrutiny would weaken the incentives underlying the patent system, thereby 
depriving consumers of beneficial products); SCM Corp. v. Xerox Corp., 645 F.2d 1195, 1209 (2d Cir. 
1981) (imposing antitrust liability for patentee’s refusal to license on lawfully acquired patent “would 
severely trample upon the incentives provided by our patent laws and thus undermine the entire patent 
system”); Image Technical Servs. v. Eastman Kodak, Co., 125 F.3d 1195, 1217-18 (9th Cir. 1997) 
(recognizing that “[w]ithout bounds, claims based on unilateral [refusals to deal]” by patent and copy-



 

8  GEO. MASON L. REV. [VOL. 10:3 

 

statement of the purposes of the intellectual property laws and a misunder-
standing of the antitrust laws. There is, in fact, no serious conflict between 
them. 

A. The Purported Antitrust/Intellectual Property Conflict 

The goals of the intellectual property and antitrust laws are comple-
mentary, not inconsistent. As the Federal Circuit has recognized, although 
they serve the public in different ways, both bodies of law “are aimed at 
encouraging innovation, industry and competition.”33 A reflection of anti-
trust law’s recognition of the importance of promoting innovation may be 
seen in the permissive stance it takes toward research and development 
joint ventures, as well as the more recent emphasis on “innovation markets” 
in the agencies’ enforcement guidelines.34 

The mistaken belief that there is a conflict seems to derive from two 
erroneous premises. The first is that Congress, convinced that such a re-
ward was necessary in order to induce a sufficient amount of innovation, 
intended by means of the patent and copyright laws to permit intellectual 
property holders to maximize the returns from their works.35 On its face, this 
notion is untenable; the limited duration of intellectual property (unlike 
tangible property, which can be owned in perpetuity), the patent misuse and 
copyright fair use doctrines and the well-accepted understanding that inte l-
lectual property holders have no special right to tie patented or copyright 
property to other property are just a few of the many ways in which inte l-
lectual property law makes clear that it is not intended to maximize returns 
to holders. 

The legislative history also makes this clear. Congress has repeatedly 

                                                                                                                 
right holders “will proliferate” and “[t]he cost of such suits will reduce [their] ‘incentive . . . to risk the 
often enormous costs in terms of time, research and development’“) (quoting Kewanee Oil Co. v. 
Bicron Corp., 416 U.S. 470, 480 (1974)). 

33 Atari Games Corp. v. Nintendo of Am., Inc., 897 F.2d 1572, 1576 (Fed. Cir. 1990). See also 
Intergraph Corp. v. Intel Corp., 195 F.3d 1346, 1362 (Fed. Cir. 1999) (“The patent and antitrust laws are 
complementary, the patent system serving to encourage invention and t he bringing of new products to 
market by adjusting investment-based risk and the antitrust laws serving to foster industrial compet i-
tion.”). 

34 See Turner, supra  note 1, at 485 (“Antitrust gives wide latitude to joint research and develo p-
ment among competitors, it being recognized that joint ventures will often facilitate innovations which 
no individual firm participant could attain”); Robert Pitofsky, Antitrust and Intellectual Property: Unre-
solved Issues at the Heart of the New Economy, Speech at Antitrust, Technology and Intellectual Prop-
erty Conference, University of California, Berkeley (March 2, 2001) (noting that “since the passage of 
the Sherman Act in 1890, there has been only one federal government challenge to a research joint 
venture”); ANTITRUST GUIDELINES FOR LICENSING OF INTELLECTUAL PROPERTY (1995), reprinted in  4 
Trade Reg. Rep. (CCH) ¶ 13,132. 

35 Cf. King Instruments Corp. v. Perego , 65 F.3d 941, 950 (Fed. Cir. 1995) (“[T]he Patent Act 
creates an incentive for innovation. The economic rewards during the period of exclusivity are the 
carrot. The patent owner expends resources in expectation of receiving this reward. Upon grant of the 
patent, the only limit ation on the size of the carrot should be the dictates of the marketplace.”). 
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emphasized that the rights conferred under the intellectual property laws are 
not unlimited, as well as the fact that the monopoly grant itself represents a 
compromise among competing policy interests.36 Limitations on intellectual 
property rights reflect that the purpose of those rights is to induce innova-
tion and that too much protection for intellectual property can retard inno-
vation.37 As several commentators have noted, overly broad intellectual 
property rights can retard innovation by, for example, inhibiting the devel-
opment of improvement  patents38 and derivative copyrighted works (such 
as the recent sequels to Gone With The Wind).39 It is, in short, only the be-
ginning and not the end of the analysis of an intellectual property law issue 
to note that one outcome will provide greater or lesser returns to the intel-
lectual property rights holder than another outcome. 

The second and more important mistake made by proponents of the 
CSU result is their apparent belief that the antitrust laws are hostile to law-
fully acquired monopolies and, therefore, that application of those laws will 
prevent the intended exploitation of intellectual property rights.40 There is, 

                                                                                                                 
36 See, e.g., S. REP. 100-492, at 2 (1988) (explaining that, “[b]y recognizing intellectual innova-

tions as property, the [patent and copyright] laws provide inventors, as well as authors and other artists, 
with exclusive rights to the use of their inventions and original works for a limited time” and “[t]hese 
rights enable innovators to capture some of the economic rewards of their efforts”) (emphases added); 
Stewart v. Abend, 495 U.S. 207, 228 (1990) (reviewing legislative history of Copyright Act and observ-
ing that “although dissemination of creative works is a goal of the Copyright Act, the Act creates a 
balance between the artist’s right to control the work during the time of copyright protection and the 
public’s need for access to creative works.”); Sony Corp. of Am. v. Universal City Studios, Inc., 464 
U.S. 417, 429 (1984) (“The monopoly privileges that Congress may authorize are neither unlimited nor 
primarily designed to provide a special private benefit [;] [r]ather, the limited grant is . . . intended to 
motiv ate the creative activity of authors and inventors by the provision of a special reward, and to allow 
the public access to the products of their genius after the limited period of exclusive control has ex-
pired.”). 

37 The National Commission on New Technolo gical Uses of Copyrighted Works (CONTU), es-
tablished by Congress in 1974 to study the implications of computer and other new information tech-
nologies and recommend revisions to the federal intellectual property laws, emphasized in its report the 
fundamental principle that “[c]opyright should not grant more economic power than is necessary to 
achieve the incentive to create.” See Peter S. Menell, An Epitaph for Traditional Copyright Protection 
of Network Features of Computer Software, ANTITRUST BULLETIN 651, 709 (quoting CONTU Report at 
12) (1998). 

38 See Carl Shapiro, Navigating the Patent Thicket: Cross Licenses, Patent Pools and Standard 
Setting, Remarks Before National Bureau on Economic Research Seminar: Innovation Policy and the 
Economy (Apr. 2000) (transcript available at http://www.haas.berkeley.edu/Shapiro/thicket.pdf) (“With 
cumulative innovation and multiple blocking patents, stronger patent rights can have the perverse effect 
of stifling, not encouraging, innovation.”); Joseph Stiglitz, Speech at Opening of FTC’s Hearings on 
Competition Policy in the New High-Tech, Global Marketplace, FTC STAFF REPORT 6 (1995) (“some 
people jump . . . to the conclusion that the broader the patent rights are, the better it is for innovation, 
and that isn’t always correct, because we have an innovation system in which one innovation builds on 
another. If you get monopoly rights down at the bottom, you may stifle competition that uses those 
patents later on . . . so the breadth and utilization of patent rights can be used not only to stifle compet i-
tion, but also have adverse effects in the long run on innovation”). 

39 See generally Menell, supra note 37, at 677 (arguing against interpreting the Copyright Act as 
providing protection for network features of computer software and cautioning that, “[i]n view of the 
cumulative nature of technological advancement, intellectual property law must be careful not to choke 
off secondary innovation by according excessive or unjustified protections for first generation inven-
tions.”). 

40 See, e.g., Axis v. Micafil, 870 F.2d 1105, 1111 (6th Cir. 1989) (asserting that because “[p]atent 
laws grant a monopoly for a limited time in order ‘to promote [innovation]’” while the “[a]ntitrust laws, 



 

10  GEO. MASON L. REV. [VOL. 10:3 

 

to be sure, language in older antitrust cases suggesting that even legally 
obtained monopolies are to be “tolerated, but not cherished.”41 However, at 
least since the Chicago school began to influence antitrust policy in the late 
1970’s and 1980’s, antitrust doctrine has crystallized around sound notions 
of economic analysis. It is now beyond doubt that antitrust law—whether it 
cherishes or merely tolerates monopoly—explicitly permits firms to charge 
monopoly prices and otherwise to profit from their lawfully obtained mo-
nopoly.42 It does so for the same reason that intellectual property laws create 
property rights—to create and protect ex ante incentives for entrepreneur-
ship, innovation and commercial success. That is what the antitrust laws 
mean when they say that one who gains a monopoly by “skill, foresight and 
industry” is permitted to reap the fruits of the monopoly.43 That is also why 
antitrust law explicitly permits ancillary restraints that reduce competition 
ex post if they are reasonably related to a procompetitive venture and, thus, 
are procompetitive ex ante.44 

B.  The Similar Approaches of Antitrust and Intellectual Property Law. 

The similarities of antitrust and intellectual property law run deeper. 
Intellectual property law gives rights holders ownership of the intellectual 
property.  When that property enables the owner to have monopoly power 

                                                                                                                 
on the other hand, are designed to promote and protect competition in the marketplace,” the two legal 
regimes “seek to further different and opposing policies”) (citation omitted); United States v. Westing-
house, 648 F.2d 642, 646 (9th Cir. 1981) (noting the “obvious tension” between the patent and antitrust 
laws: “[o]ne body of law creates and protects monopoly power while the other seeks to proscribe it”) 
(citations omitted). 

41 Berkey Photo v. Eastman Kodak Co., 603 F.2d 263, 273 (2d Cir. 1979) (quoting United States 
v. United Shoe Mach. Corp., 110 F. Supp. 295, 345 (D. Mass. 1953); aff’d per curiam , 347 U.S. 521 
(1954)); see also Olympia Equip. Leasing Co. v. W. Union Tel. Co., 797 F.2d 370, 375 (7th Cir. 1986) 
(discussing the evolution in opinion about the offense of monopolization); SCM v. Xerox Corp., 645 
F.2d 1195, 1205 (2d Cir. 1981) (quoting language from Berkey and observing that “[t]he tension be-
tween the objectives of preserving economic incentives to enhance competition while at the same time 
trying to contain the power a successful competitor acquires is heightened tremendously when the 
patent laws come into play”). 

42 Blue Cross & Blue Shield United of Wis. v. Marshfield Clinic, 65 F.3d 1406, (7th Cir. 1995) 
(monopolist that has acquired and maintained its monopoly by lawful means “can . . . charge any price 
that it wants, . . . for the antitrust laws are not a price-control statute”); Olympia Equip. Leasing, 797 
F.2d at 376 (“[a] monopolist has no duty to reduce its prices in order to help consumers”) (citing Berkey 
Photo , 603 F.2d at 294); USM Corp. v. SPS Technologies, Inc., 694 F.2d 505, 512-13 (7th Cir. 1982) 
(“there is no antitrust prohibition against a patent owner’s using price discrimination to maximize his 
income from the patent”). 

43 United States v. Aluminum Co. of America, 148 F.2d 416, 430 (2d Cir. 1945). 
44  See, e.g., ANTITRUST GUIDELINES FOR COLLABORATION AMONG COMPETITORS § 3.2 (2000).  

See also, e.g., Turner, supra note 1, at 486 (“it is now established antitrust law that even dominant firms 
are not only free but are encouraged to innovate and retain the fruits of their innovations even though 
innovative success may tend to perpetuate their dominant position”); Olympia Equip. Leasing, 797 F.2d 
at 375 (“[a] monopolist, no less than any other competitor, is permitted and indeed encouraged to com-
pete aggressively on the merits”) (quoting Foremost Pro Color, Inc. v. Eastman Kodak Co., 703 F.2d 
534, 544 (1983)). 
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in an antitrust market, the effect of the inte llectual property protection is to 
enable the owner to reap monopoly profits.45 An intellectual property owner 
is not free, however, to engage in efforts to extend his monopoly beyond 
the terms of the statutory grant. Thus, for example, a patentee may not tie 
patented items to unpatented goods 46 or charge royalties past the term of the 
patent.47 Such conduct is proscribed under the doctrines of patent and copy-
right misuse, and the proscription applies regardless whether the inte llectual 
property holder acts unilaterally or in concert with others48 and even though 
the rewards to the intellectual property holder might in some circumstances 
be greater if there were no such proscription. 

Antitrust pr inciples are similar. Under the antitrust laws, a firm is free 
to charge monopoly prices and earn monopoly profits, but it may not en-
gage in anticompetitive conduct to increase its market power.49 Anticom-
petitive conduct not only reduces economic welfare in  a static sense by 
enabling price increases and output reductions but also diminishes and dis-
torts innovation—precisely the harm the intellectual property laws are in-
tended to guard against. 

Although there are differing ways of articulating the notion of anti-
competitive conduct, there appears to be an emerging consensus in both the 
economics literature and judicial decisions that anticompetitive conduct is 

                                                                                                                 
45 It is sometimes said that intellectual property laws are intended to enable rights holders to earn 

monopoly profits. That  is not entirely clear. The intellectual property laws are intended to confer rights 
of ownership, but there is no a priori reason to think that those laws were intended to favor innovations 
that enable the owner to obtain monopoly power. Moreover, while it is often the case that an intellectual 
property holder can be rewarded for the innovation only if it is able to charge a price in excess of mar-
ginal cost, it is by no means clear that conferring the reward of monopoly profits is optimal as a matter 
of intellectual property law. See, e.g., Ian Ayres and Paul Klemperer, Limiting Patentees’ Market Power 
Without Reducing Innovation Incentives: The Perverse Benefits of Uncertainty and Non-Injunctive 
Remedies, 97 MICH . L. REV. 985, 987 (1999) (arguing that “unconstrained monopoly pricing is not a 
cost -justified means of rewarding patentees” on the ground that “[t]he last bit of monopoly pricing 
produces large amounts of deadweight loss for a relatively small amount of patentee profit” and is not 
necessary to induce innovation). In any event, because there is no general prohibition in the antitrust 
laws or elsewhere on a monopolist’s reaping monopoly profits, intellectual property laws predictably 
have the effect of enabling the realization of such profits, regardless whether that was their purpose. 

46 See, e.g., Zenith Radio Corp. v. Hazeltine Research, Inc., 395 U.S. 100, 136 (1969) (“[a]mong 
other restrictions upon him, [patentee] may not condition the right to use his patent on the licensee’s 
agreement to purchase, use or sell, or not to purchase, use or sell another article of commerce not within 
the scope of his patent monopoly”). 

47 See Brulotte v. Thys. Co., 379 U.S. 29, 33 (1964) (while “a patent empowers [its] owner to ex-
act royalties as high as he can negotiate with the leverage of that monopoly[,] . . . . use [of] that leverage 
to project those royalty payments beyond the life of the patent is analogous to an effort to enlarge the 
monopoly of the patent by tieing [sic] the sale or use of the patented article to the purchase or use of 
unpatented ones”); Meehan v. PPG Indus., 802 F.2d 881, 886 (7th Cir. 1986). These cases appear 
wrongly decided from the vantage point of contemporary antitrust analysis because deferring royalty 
payments probably does not constitute creation of additional market power. But even if these cases rest 
on an economic mistake, they embrace as a principle of intellectual property law that one cannot use 
intellectual property to extend the power conferred by it beyond the statutory grant. 

48 See Leitch Mfg. Co. v. Barber Co., 302 U.S. 458, 463 (1938) (reiterating “the rule [that] every 
use of a patent as a means of obtaining a limited monopoly of unpatented material is prohibited” and 
emphasizing that it “applies whatever the nature of the device [i.e., unilateral action or contract] by 
which the owner of the patent seeks to effect such unauthorized extension of the monopoly”). 

49 See Berkey Photo v. Eastman Kodak Co., 603 F.2d 263, 274 (2d Cir. 1979). 



 

12  GEO. MASON L. REV. [VOL. 10:3 

 

conduct that serves no legitimate purpose, or is itself unprofitable, and is 
undertaken in order to exclude or weaken competitors in anticipation of 
increased market power and resulting supracompetitive recoupment.50 This 
principle is, of course, entirely consistent with cases that find tie -ins and 
efforts to extend intellectual property beyond its statutory term to be a vio-
lation of the intellectual property laws.51 In other words, both the antitrust 
laws and the intellectual property laws distinguish between earning monop-
oly profits, which property owners are entitled to do, and sacrificing profits 
in order to create additional power.  

While unilateral refusals to deal are assessed under these same broad 
antitrust principles, successful challenges to unilateral refusals to deal have 
been very rare.52 For one thing, except in cases involving evasion of regula-
tion,53 unilateral refusals to deal generally do not enable the defendant to 
obtain supracompetitive profits beyond those it would otherwise be able to 

                                                                                                                 
50 See, e.g., Aspen Skiing Co. v Asp en Highlands Skiing Corp., 472 U.S. 585, 610-11 (1985); 

(upholding jury verdict for plaintiff in section 2 case because the evidence “support[ed] an inference 
that [the defendant] was not motivated by efficiency concerns and. . . was willing to sacrifice short-run 
benefits and consumer goodwill in exchange for a perceived long-run impact on its smaller rival.”); 
Advanced Health Care Servs., Inc. v. Radford Comm. Hosp., 910 F.2d 139, 148 (4th Cir. 1990) (“if a 
plaintiff shows that a defendant has harmed consumers and competition by making a short -term sacri-
fice in order to further its exclusive, anticompetitive objectives, it has shown predation”); Neumann v. 
Reinforced Earth Co., 786 F.2d 424, 427 (D.C. Cir. 1986) (“predation involves aggression against. . . 
rivals through the use of business practices that would not be considered profit maximizing except for 
the expectation that (1) actual or potential rivals will be driven from the market, or the entry of potential 
rivals blocked or delayed, so that the predator will gain or retain a market share sufficient to command 
monopoly profits, or (2) rivals will be chastened sufficiently to abandon competitive behavior the preda-
tor finds threatening to its realization of monopoly profits.”); United States v. Microso ft , 87 F. Supp. 2d 
30, 38 (D.D.C. 2000) (“If the defendant with monopoly power consciously antagonized its customers by 
making its products less attractive to them—or if it incurred other costs, such as large outlays of devel-
opment capital and forfeited opportunities to derive revenue from it —with no prospect of compensation 
other than the erection or preservation of barriers against compet ition by equally efficient firms, the 
Court may deem the defendant’s conduct ‘predatory’”), aff’d in part and rev’d in part on other grounds, 
253 F.3d 34 (D.C. Cir. 2001).  

Some cases involving alleged refusals to deal have analyzed the issues under the so -called “essen-
tial facilities doctrine,” which is typically articulated in a way that does not explicitly focus on whether 
the defendant sacrificed profits in order to create additional market power. See, e.g., MCI Communica-
tions Corp. v. AT&T, 708 F.2d 1081, 1132-33 (7th Cir. 1983), cert. denied , 464 U.S. 891 (1983). Plain-
tiffs rarely prevail under this doctrine, however; and it is, in any event, not inconsistent in substance 
with the standard articulated in text, at least in cases involving unilateral refusals to deal. 

51  See, e.g., Cite. 
52 E.g., Aspen Skiing, 472 U.S. at 601; Otter Tail Power Co. v. United States, 410 U.S. 366, 372 

(1973); Lorain Journal Co. v. United States, 342 U.S. 143, 155 (1951); MCI, 708 F.2d at 1102-03; Cf. 
Goldwasser v. Ameritech Corp., 222 F.3d 390, 397 (7th Cir. 2000) (although it may be “exceedingly 
difficult” to establish the possession-of-monopoly -power element of a section 2 case, this task “is a 
snap” compared to the challenge of proving predation or the unlawful maintenance of monopoly 
power); Data Gen. Corp. v. Grumman Sys. Support Corp., 36 F.3d 1147, 1183 (1st Cir. 1994) (“Despite 
the t heoretical possibility, there have been relatively few cases in which a unilateral refusal to deal has 
formed the basis of a successful Section 2 claim.”). 

53 See, e.g., Otter Tail Power Co. v. United States, 410 U.S. 366, 368 (1973); United States v. 
AT&T, 524 F. Supp. 1336, 1347 (D.D.C. 1981). 
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obtain.54 Further, there are often legitimate reasons for one firm’s refusal to 
deal with another; the latter may, for example, be an opportunist, untrust-
worthy with trade secrets, or an unreliable shepherd of the former’s good-
will. It is thus widely acknowledged that all firms, including monopolists, 
are ordinarily free under the antitrust laws to decide with whom and on 
what terms they will do business.55  

In addition, courts and antitrust enforcers recognize that one can pru-
dently condemn a refusal to deal only if dealing is demonstrably feasible 
and the terms on which dealing should be required can be readily ascer-
tained. 56 Thus, they have, for reasons of prudence or principle, generally 
insisted on either a prior pattern of dealing by the defendant, which can 
serve as a benchmark by which to measure the defendants’ duty to the 
plaintiff,57 or that the defendant be already subject to regulation by a gov-
ernment agency with the expertise and resources to determine appropriate 
terms of dealing and to monitor their implementation.58  

And, of course, there are the other elements that must be established 
by an antitrust claimant, such as the requirement that the defendant be 
shown to have monopoly power, or a dangerous probability of obtaining it, 
in a properly defined antitrust market.59 This obstacle should prove insuper-
able for many potential plaintiffs—particularly ISOs like CSU that usually 
will have to show that the defendant will be able to exercise monopoly 
power in a market for servicing equipment that is sold in a competitive 
market.60 
                                                                                                                 

54 Although the facts bearing on the antitrust issues in the CSU case were not developed, it ap-
pears very unlikely that the plaintiff there would have been able to prove the requisite competitive harm. 
The problem with the decision thus appears to be not the result, but the rationale. 

55 See United States v. Colgate & Co., 250 U.S. 300, 307 (1919); Serv. & Training, Inc. v. Data 
Gen. Corp., 963 F.2d 680, 686 (4th Cir. 1992). 

56 In principle, the defendant should be required to deal only at a profit -maximizing price, which 
will of course be above marginal cost. The reason is that the defendant is permitted to maximize profits 
and the antitrust offense requires proof that it chose not to do so. Cf. Berkey Photo, Inc. v. Eastman 
Kodak Co., 603 F.2d 263 (2d Cir. 1979), cert. denied, 444 U.S. 1093 (1980) (plaintiff is entitled to 
relief only from the illegal increment of defendant’s conduct, not to a competitive price). 

57 E.g., Aspen Skiing , 472 U.S. at 597. Some commentators have gone so far as to suggest that 
there can never be a duty to deal if the monopolist has not previously dealt with rivals. See Pitofsky, 
supra  note 30, at 6 (“a patent holder has no obligation to license or sell in the first instance”). 

58 See, e.g., Otter Tail Power Co. v. United States, 410 U.S. 366, 372 (1973). A duty to deal was 
also imposed in United States v. Terminal R.R. Ass’n , 224 U.S. 383, 410-11 (1912), Gamco, Inc. v. 
Providence Fruit & Produce Bldg., Inc., 194 F.2d 484, 488 (1st Cir. 1952), and Associated Press v. 
United States, 326 U.S. 1, 12-13 (1945), but those cases involved concerted action, not a unilateral 
refusal to deal by a monopolist. 

59 See Goldwasser v. Ameritech Corp., 222 F.3d 390, 397 (7th Cir. 2000) (“Few would say that 
the first element [of a Section 2 case] is easily proved: it is exceedingly difficult to prove market power, 
or monopoly power directly, and the conventional way of proving power by showing a given share of a 
properly defined relevant market can present vexin g problems as well.”). Where the product or service 
to which access has been denied is alleged to be an essential facility, the plaintiff must also demonstrate 
an inability practically or reasonably to duplicate the facility. See MCI Communications Corp. v. 
AT&T, 708 F.2d 1091, 1132-33 (7th Cir. 1983); Corsearch, Inc. v. Thompson & Thompson, 792 F. 
Supp. 305, 332-33. 

60 Unless the defendant manufacturer has a very high share of the overall equipment market, ISOs 
challenging a manufacturer’s refusal to license diagnostic software or to sell patented parts will have to 
rely on “lock-in” theory articulated in Eastman Kodak Co. v. Image Technical Servs., Inc., 504 U.S. 
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There is, in short, no serious conceptual or policy conflict between in-
tellectual property law and antitrust law—properly understood—that could 
justify an antitrust exemption for refusals to license intellectual property. 
Nor, especially in light of the infrequency of successful antitrust claims 
based on unilateral refusals to deal, is there any reason to believe that, ab-
sent an antitrust immunity, ex ante incentives for innovation would be re-
duced.61 

There is one practical concern, though, that should be noted. By con-
trast to a gas station at the only exit off the highway or a restaurant with the 
best chef in town or any of the countless other tangible assets that can cre-
ate market power, intellectual property can be replicated at virtually no 
marginal cost. Intellectual property that could be useful to a rival’s bus i-
ness—the stuff of antitrust disputes—thus invites a request for a license. 
Refusals to license might therefore more frequently be provoked, and a 
regime that permitted antitrust remedies for such refusals might be expected 
to induce unfounded lawsuits and thus to impose a tax on the legitimate 
exercise of intellectual property rights.62 If large enough, the prospect of 
that tax could diminish the kind of innovative activity the intellectual prop-
erty laws are intended to induce. 

Although there is some theoretical basis for this concern, at least ab-
sent compelling empirical support, it does not provide a sufficient basis to 
justify a special safe harbor for intellectual property. In the first place, es-
pecially given the increasing importance of network industries,63 which are 

                                                                                                                 
451, 496-97 (1992), to define the relevant market and establish monopoly power. That theory requires a 
showing that the market is characterized by high information and switching costs and that, as a result, 
customers become "locked-in" to one brand of equipment and competition in the primary equipment 
market does not discipline aftermarket pricing. Since Kodak, few plaintiffs have been successful in 
establishing market or monopoly power by this means. See, e.g., PSI Repair Servs., Inc. v. Honeywell, 
Inc., 104 F.3d 811, 821 (6th Cir. 1997); Digital Equip. Corp. v. Uniq Digital Techs., Inc.,  73 F.3d 756, 
763 (7th Cir. 1996); Allen-Myland, Inc. v. IBM Corp., 33 F.3d 194, 208 (3d Cir. 1994). But see Picker 
Int’l, Inc. v. Leavitt , 865 F. Supp. 951, 960 (D. Mass. 1994) (plaintiff presented sufficient evidence to 
create a genuine issue of fact with respect to whether the relevant market was service for Picker’s CT 
scanners). 

61 See generally, Turner, supra note 1, at 489 (explaining the “flaw in the supposition that any an-
titrust rules limiting the patentee’s reward would have a significant effect on decisio ns to embark on 
inventive activity”). See also, e.g. , F.M. SCHERER,  INNOVATION AND GROWTH :  SCHUMPETERIAN 
PERSPECTIVES 216 (1984) (“no evidence” that compulsory licensing in antitrust decrees led to reduced 
development in R&D). 

62 See Image Technical Servs. , 125 F.3d at 1217-18 (observing that “[t]he effect of [antitrust] 
claims based upon unilateral conduct on the value of intellectual property rights is a cause for serious 
concern” because “[w]ithout bounds, [such] claims . . . will proliferate” and “subject holders of patents 
and copyrights” to the “cost and risk of lawsuits based upon the effect . . . of their refusal to sell or 
license”). 

63 See generally, e.g., Allan Murray, Intellectual Property: Old Rules Don’t Apply, WALL STREET 
JOURNAL, August 23, 2001, at A1 (citing software and pharmaceuticals as examples of products “whose 
primary value lies in intellectual property” and which “drive today’s economy”); Peter S. Menell, An 
Epitaph for Traditional Copyright Protection of Network Features of Computer Software, ANTITRUST 
BULLETIN, 651, 656 (Fall-Winter 1998) (observing that modern markets in which network effects are 
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themselves obvious candidates for access demands, it is by no means clear 
that antitrust disputes about refusals to deal are especially likely to involve 
intellectual property. Moreover, while there have in the past been flurries of 
lawsuits in response to perceived changes in the law, antitrust challenges to 
refusals to deal have rarely succeeded; and the claims have rapidly subsided 
as claimants have come to understand the difficult burden they must meet. 
There is no reason to expect a different result in the intellectual property 
context. 

IV. TOWARD A SYNTHESIS 

If unilateral refusals to deal rarely violate the antitrust laws, it might 
be argued, subjecting unilateral refusals to license intellectual property to 
antitrust scrutiny is unlikely to have a big practical impact. So, one might 
ask, why the controversy? Why does the CSU decision matter? 

The answer is that it matters on several levels. In the first place, some 
unilateral refusals to deal are very anticompetitive and damaging. The 
AT&T case was, after all, a refusal to deal case.64 There is no reason to think 
that AT&T should have been permitted to engage in the conduct at issue 
there if only the interfaces used by MCI to connect with AT&T’s network 
had been patented—especially since AT&T’s market power was a result of 
its ubiquitous local network, not its interfaces.65 

Second, the line between simple refusals to deal and other kinds of ex-
clusionary conduct is hard to draw, and antitrust immunity will no doubt 
encourage firms to seek to expand the boundaries—and to do so by 
formalistic arguments that focus on how to categorize types of conduct 
rather than on their competitive affects. Lorain Journal, for example, 
involved a monopolist’s refusal to deal in order to deter customers from 
dealing with the monopolist’s rivals so that it could obtain a monopoly in 
another business.66 And, while the CSU case purported to be narrowly 
decided and to acknowledge, for example, that tie -ins involving intellectual 
property are not immune from the antitrust laws, it is by no means clear 
how its rule would treat an arrangement in the form of a unila teral 
announcement of a refusal to deal policy that effects in substance a tie in 
(e.g., a firm announces that it will license patented product A only to firms 
that also buy B from it). 
                                                                                                                 
significant “have taken on growing importance” and “include interface specifications for computer 
operating systems, protocols for Internet communication, networks of automatic teller machines for 
banking, and broadcast standards for high -definition television”). 

64 MCI Communications Corp. v. AT&T, 708 F.2d 1081, 1132-33 (7th Cir. 1983). 
65 Id. at 1133.  It has been suggested that this problem could be avoided by "distinguishing be-

tween cases in which the intellectual property right itself is the facility to which the plaintiff wants 
access and cases in which intellectual property rights exist but are incidental to the control of the facility 
itself."  H. Hovencamp, M. Janis and M. Lemley, IP and Antitrust ¶ 13.3 at 13-21 (New York 2002).  
This distinction seems on its face rather arbitrary and invites difficult line-drawing disputes in some 
cases.  It is not at all clear, for example, whether a competing manufacturer of personal computer oper-
ating systems that seeks interoperability with Windows wants access to the copyrighted software or to 
the network externalities (i.e., the universe of users and applications) available to Windows. 

66 Lorain Journal Co. v. U.S., 342 U.S. 143, 149-50 (1951). 
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Third, and perhaps most important, safe harbors distort business be-
havior. Antitrust counsel would advise an AT&T of today, for example, 
that it could immunize its anticompetitive refusal to deal from the antitrust 
laws by contriving to design its system so that firms like MCI that need 
access to its network would have to use patented or copyrighted interfaces 
that, under CSU, it may refuse to license. In that event, competition would 
be injured, and network design and innovation would be distorted and pre-
sumably diminished. In other words, the CSU decision, although intended 
to prevent the antitrust laws from reducing incentives for and thus distort-
ing innovation, could itself have the effect of both distorting innovation and 
undermining competition. 

The larger problem with CSU is that it is retrograde. For more than 
twenty years, from at least the Supreme Court’s decision in BMI67 through 
the recent unanimous en banc Court of Appeals decision in the Microsoft 
case,68 antitrust law has moved away from the rigidities of formalism and 
legal issues, in favor of a fact-based analysis that applies rigorous economic 
principles to distinguish anticompetitive from procompetitive conduct. The 
CSU decision seems oblivious to this development and to the resulting con-
vergence of antitrust and intellectual property law principles. Ironically, 
therefore, CSU in this respect disserves its own purported objective of pro-
tecting a coherent regime for the exploitation of intellectual property rights. 

Some have suggested that there might be a middle ground, a kind of 
partial immunity from the antitrust laws for intellectual property. Two such 
hybrid approaches have been suggested. Neither is sound. 

The first approach, picking up on language in patent and copyright 
misuse cases proscribing attempts to extend monopoly power beyond the 
terms of the statutory grant, asks whether the alleged injury to competition 
resulting from the refusal to deal is within the patent grant (e.g., the market 
in which patented parts are sold) or outside it (e.g., the service market, for 
which the parts are an input). In the former case, the monopolist’s conduct 
would be immune from antitrust scrutiny; in the second, ordinary antitrust 
principles would apply. 69 There are a number of problems with this pro-
                                                                                                                 

67 Broad. Music, Inc. v. CBS, 441 U.S. 1 (1979). 
68 United States v. Microsoft, 253 F.3d 34 (D.C. Cir. 2001) (en banc), cert. denied, 122 S. Ct. 350 

(2001). The court relied on a broad, fact-based analysis and rejected arguments for formalistic rules 
including, among others, safe harbors for product design and intellectual property, a per se approach to 
software tying, mechanical rules for exclusive dealing-type conduct, and special rules for proving mo-
nopoly power in dynamic industries. 

69 See, e.g., Ronald S. Katz, Janet A. Hart & Adam J. Safer, Intellectual Property v. Antitrust: A 
False Dilemma, SD 72 ALI-ABA 1 (1999) (suggesting that “[t]here is a simple formula that will ensure 
that the purposes of [the antitrust and intellectual property laws] are fulfilled[;] [w]here there is one 
market involved a patent and/or copyright holder has the exclusive right to exploit his invention[;] 
[h]owever, where two markets exist and the patent or copyright holder seeks to extend his ‘legal mo-
nopoly’ into the second market, antitrust liability is likely”); Telecomm Technical Servs., Inc. v. Sie-
mens Rolm Communications, Inc., 150 F. Supp. 2d 1365, 1369 (N.D. Ga. 2000) (indicating that, even 
after the Federal Circuit’s decision in CSU, “[t]here is still room for a particular plaintiff to show lever-
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posed compromise. First, it ignores the reality that patents are granted for 
inventions, not markets, and the difficulty of distinguishing, for market 
definition purposes, between a product and its components.70 In addition, 
such a formalistic rule could create incentives for intellectual property 
holders to avoid otherwise efficient vertical integration in order to make 
sure that they stay in the safe harbor.71 Moreover, as others have noted, this 
approach is inconsistent with the doctrine of contributory infringement.72 

The second approach focuses on whether the refusal to deal was genu-
inely intended to protect intellectual property rights or was, instead, a pre-
text for some other, anticompetitive goal. 73 It is not clear what this means. If 
it means that a refusal to deal loses its antitrust immunity if it is “anticom-
petitive” in the antitrust sense, it effectively nullifies the exemption; if it 
means “anticompetitive” in a less technical sense, then it is based on a false 
dichotomy because the very purpose of intellectual property law is to per-
mit the holder to reap the benefits of exclusive enjoyment, even if that 
means charging monopoly prices to customers and not sharing the property 
with rivals. Moreover, as the CSU court correctly noted,74 any rule that turns 
on intent and motive—rather than the economic attributes of the defen-
dant’s conduct—is inconsistent with the trend of the modern cases, which  
focus on objective evidence, rather than inferences from inevitably am-
biguous evidence of subjective intent.75  

                                                                                                                 
aging by proving that the market in which the defendant refused to deal was outside the scope of the 
patent”). 

70 See Intergraph Corp. v. Intel Corp., 88 F. Supp. 2d 1288, 1292 (N.D. Ala. 2000) (“the patent 
grant is a legal right to exclude, not a commercial product in a competitive market”); In re Indep. Serv. 
Org. Antitrust Litigation, 989 F. Supp. 1131, 1135-36 (D. Kan. 1997) (emphasizing that “[t]he scope of 
a ‘patent monopoly’ is defined by the claims of the patent, not by the limits of what a court determines 
is the most analogous antitrust market and criticizing the Ninth Circuit’s assumption in Image Technical 
Services “that a single patent . . . can be equated with a single relevant antitrust market” because were 
such a view to prevail, “[i]nventors rarely could refuse to license their products without fear that they 
had not properly defined the relevant antitrust market or considered how the relevant markets may be 
defined in the future”). 

71 Cf. Daniel L. Rubinfeld, Antitrust Enforcement in Dynamic Network Industries, ANTITRUST 
BULLETIN, 1998 WL 16568457 (observing that "a dominant firm will have a legitimate interest in 
innovating and entering into complementary product markets, since (among other things) this will 
enhance the value of [its] product" and that such integration may create real efficiencies). 

72 See, e.g. , Phillip E. Areeda & Herbert Hovenkamp, Antitrust Law ¶704.1 at 114 (2001 Supp.) 
(explaining that in Dawson Chem. Co. v. Rolhm & Haas, 448 U.S. 176 (1980), the Supreme Court 
“explicitly read the doctrine of contributory infringement broadly to permit a patentee to enforce its 
rights in a process patent even when the effect was to create a monopoly in an unpatented product to 
which the process patent applied, notwithstanding the infringement defendant’s claim that the impact 
was to extend the patentee’s monopoly from the patented process to the unpatented product”).  

73 See Image Technical Servs. , 125 F.3d at 1219 (desire to protect intellectual property rights is a 
presumptively valid business justification for refusal to license, but the presumption may be rebutted by 
evidence that the justification is a “pretext . . . to mask anticompetitive conduct”). Cf. Data Gen. Corp. 
v. Grumman Sys. Support Corp., 36 F.3d 1147, 1188 (1st Cir. 1994) (“evidence that [the defendant] 
knew that developing a ‘proprietary position’ in the area of diagnostic software would help maintain its 
monopoly in the aftermarket for service of [its] computers” was not sufficient to rebut justification in 
the face of “evidence that [Data General] set out to create a state-of-the-art diagnostic that would help to 
improve the quality of [its] service”). 

74 203 F.3d 1322, 1327-28 (Fed. Cir. 2000). 
75 See, e.g., Olympia Equip. Leasing, 797 F.2d 370, 379 (7th Cir. 1986) (“We add, what has be-
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CONCLUSION 

Although the hybrids discussed above are flawed, they suggest an im-
portant intuition—one that lies at the core of both intellectual property law 
and antitrust law. It is that one may enjoy the fruits of her lawfully obtained 
property, including whatever monopoly profits that property enables her to 
earn, but she may not sacrifice such profits strategically, by using that 
property in ways that serve no legitimate purpose (i.e., one that neither 
benefits consumers nor promotes efficiency) in order to create additional 
market power. In other words, a firm, even a monopolist, can profit from its 
property (including its intellectual property) but has no legal entitlement to 
extend its power beyond the intellectual property grant or to create addi-
tional market power.76 The CSU case erred in not recognizing this common 
intersection of intellectual property law and antitrust law, in not 
understanding how the rigorous economics and careful attention to facts of 
contemporary antitrust law ensures that it protects the legitimate interests of 
property owners, and in relying on formalistic distinctions—between intel-
lectual property and tangible property, and between refusals to deal and 
other forms of exclusionary conduct—that disserve the interests of both 
bodies of law. 

                                                                                                                 
come an antitrust commonplace, that if conduct is not objectively anticompetitive the fact that it was 
motivated by hostility to competitors . . . is irrelevant.”); Ball Mem. Hosp., Inc. v. Mutual Hosp. Ins., 
Inc., 784 F.2d 1325, 1338 (7th Cir. 1986) (“‘intent to harm rivals’ is not a useful standard in antitrust”); 
Barry Wright Corp. v. ITT Grinnell Corp., 724 F.2d 227, 232 (1st Cir. 1983) (“‘intent to harm’ without 
more offers too vague a standard in a world where executives may think no farther than ‘Let’s get more 
business,’ and long-term effects on consumers depend in large measure on competitors’ responses”). 

The intent test also appears to conflict with the Supreme Court’s holding in Professional Real Es-
tate Investors, Inc. v. Columbia Pictures Indus., Inc., 508 U.S. 49, 64 (1993), that a copyright holder’s 
intent in pursuing an infringement action is irrelevant so long as the copyright is objectively valid and 
enforceable. See Areeda & Hovenkamp, supra note __, ¶ 704.1 at 112. 

76 See generally, William F. Baxter, The Definition and Measurement of Market Power in Indus-
tries Characterized by Rapidly Developing and Changing Technologies, 53 ANTITRUST L.J. 717, 725-
26 (1984) (“The basic principle is that the owner of a technology is entitled to the expropriation of all 
the consumer surplus under the demand curve for his invention” but not to use his invention to “erect 
entry barriers” or to “suppress[] rivalry between different technologies”.) 
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COMPETITION POLICY AND INNOVATION 
 

Professor Carl Shapiro 
 

Haas School of Business 
University of California at Berkeley 

 This paper seeks to improve understanding of the links between innovation and competition 
policy. It is intended to help OECD Member countries identify ways in which they can design and 
implement policies that best promote innovation while protecting against anti-competitive behaviour. 
Special attention is given to the need for firms to co-operate during the innovation process, e.g. by forming 
joint ventures and by engaging in co-operative standard setting activities, and the special challenges such 
co-operation poses for competition policy. The paper specifically addresses competition challenges that 
arise from inter-firm co-operation that aims to commercialise inventions, diffuse innovation more broadly 
throughout the economy, or extend and elaborate on existing technology. Although the economic 
principles articulated here apply across the entire economy, the paper focuses attention on the information 
and communications technology sector, where the opportunities for innovation are considerable, where 
collaboration has proven to be a central element of industry performance, and where a number of 
prominent competition policy cases have arisen. It relies extensively on US antitrust law and case law, but 
the underlying economic principles are the same around the world. 
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POLITIQUE DE LA CONCURRENCE ET INNOVATION 
 

Professeur Carl Shapiro 
 

Haas School of Business 
University of California at Berkeley 

 Ce papier a pour objectif de contribuer à une meilleure compréhension des relations entre 
innovation et politique de la concurrence afin d’aider les pays-Membres de l’OCDE à identifier des 
orientations pour la conception et la mise en œuvre de politiques de soutien à l’innovation tout en 
restreignant les pratiques anti-concurrentielles. Une attention spéciale est portée sur les besoins de 
coopération entre firmes au cours du processus d’innovation, à travers notamment la formation de joint 
ventures ou la détermination de standards communs, ainsi que sur les enjeux posés à la politique 
concurrentielle par la coopération technologique. Dans cette perspective, ce papier discute spécifiquement 
des enjeux liés à la concurrence que soulèvent les coopérations inter-firmes ayant pour objectifs la 
commercialisation des inventions, l’accroissement de la diffusion des innovations dans l’économie, ou 
encore l’élaboration à partir de technologies existantes. Bien que les principes économiques décrits 
s’appliquent à l’ensemble des activités économiques soumises à concurrence, ce papier porte plus 
particulièrement sur le secteur des technologies de l’information et des communications au sein duquel les 
opportunités d’innovation sont considérables, les collaborations ont montré leur rôle crucial pour la 
performance industrielle, et où un nombre conséquent de problèmes liés à la politique de la concurrence 
ont été soulevés. Il se base essentiellement sur la législation anti-concurrentielle et des cas de jurisprudence 
aux Etats-Unis mais les principes économiques sous-jacents demeurent les mêmes ailleurs. 
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COMPETITION POLICY IN PERSPECTIVE 

 While competitive markets are no doubt important in fostering innovation, there should be no 
illusion that the marginal changes that Member countries might reasonably make to their competition 
policies in the foreseeable future are likely to be major drivers of economic growth or the rate of 
innovation, either by country or worldwide. Generally speaking, competition regimes are conducive to 
innovation and act gradually over time as companies learn new rules regarding licensing and collaboration, 
so dramatic effects in the short– or medium–term resulting from changes in competition policies are 
unlikely. Surely such policies as training of scientific and technical personnel, funding for basic research, 
the tax treatment of R&D expenditures, support for financial institutions that fund risky R&D activities, 
and the scope of intellectual property rights (IPRs) are more important drivers of innovation. 

 The OECD has in fact identified these and other policies (such as new types of financing and the 
reform of science-industry relationships) that support growth based on innovation, especially regarding 
information and communications technology (ICT).1 There is a substantial body of literature addressing the 
overall conditions that are conducive to innovation,2 as well as a number of studies assessing how 
commercial firms appropriate the returns from their R&D activities.3 This paper takes all of these 
considerations as background for the current discussion of competition policy.  

 Understood in context, sound competition policy can complement the primary policy instruments 
noted above. Competition policy based on economic reasoning — rather than legal formalisms — does not 
fundamentally conflict with pro-growth and pro-innovation policies in these other areas. This is even true 
where intellectual property rights and antitrust appear to be at odds. Much of this paper is devoted to the 
perceived tension between intellectual property rights and competition policy — “perceived” because there 
is not necessarily an inherent or inevitable conflict between these two areas of law and policy.4 

                                                      
1  See “Policies That Support Growth Based on Innovation and Information Technology,” Chapter 4, in A 

New Economy? The Changing Role of Innovation and Information Technology in Growth, OECD, 2000. 
2  For one recent window into this literature, see Scott Stern, Michael Porter, and Jeffrey Furman, “The 

Determinants of National Innovation Capacity”, NBER Working Paper #7876, September 2000, available 
at www.nber.org/papers/w7876, which looks at the factors driving patenting by country. This study 
suggests that the following factors determine “national innovative capacity”: R&D manpower and 
spending, extent of patent protection, openness to international trade, and funding of academic research by 
the private sector. Stern, et al find that there has been a convergence over the past 25 years among OECD 
countries in terms of their innovative capacity.  See also Richard Nelson, ed., National Innovation Systems: 
A Comparative Analysis, Oxford University Press, 1993. 

3  A recent contribution is Cohen, Wesley M., Richard R. Nelson and John Walsh, (2000) “Protecting Their 
Intellectual Assets: Appropriability Conditions and Why U.S. Manufacturing Firms Patent (Or Not),” 
National Bureau of Economic Research, Working Paper #7552, February, available at 
http://papers.nber.org/papers/w7552. See, more generally, the NBER project on Industrial Technology and 
Productivity, at http://www.nber.org/sloan. 

4  Quite a few authors have previously addressed the interaction between Competition Policy and Intellectual 
Property Rights. See especially the OECD Roundtable on Competition Policy and Intellectual Property 
Rights, on which this paper is intended to build: http://www.oecd.org/daf/clp/Roundtables/IPR00.htm. 
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 Despite the importance of competition policy, arising from the fact that competition policy 
affects the very fabric of competition and business behaviour, this paper makes no empirical assertions 
regarding the relationship between specific antitrust policies (or other regulatory policies, for that matter) 
and rates of growth by country. Competition promotes innovation, in high-tech industries as in other 
industries, and the impressive performance of the US economy over the past decade reflects that linkage, 
but the paper does not make any effort to “prove” that link. 
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THE ROLE OF COMPETITION POLICY IN THE INNOVATION PROCESS 

 Where does competition policy enter into the innovation process? Competition policy plays a 
relatively modest role in basic research. After all, a great deal of basic research does not take place at 
for-profit companies. And basic research that is conducted in the private sector, especially research 
conducted unilaterally by a single entity, is generally not constrained by competition policy. To the extent 
that competition policy limits pure research activities, such constraints arise through limits on the ability of 
two or more companies to conduct joint research. As discussed below, competition authorities around the 
world have gone out of their way to communicate that they will not stand in the way of research joint 
ventures (RJVs) and other forms of collaboration at the research stage. In the United States, for example, 
legislation was passed expressly to ease antitrust limits on RJVs and limit private damage claims to single 
(vs. treble) damages when registered research joint ventures are involved. There are virtually no examples 
of joint research activities that have been blocked on antitrust grounds. All in all, the notion that basic 
research has elements of a public good, and thus is well suited for RJVs and industry consortia, is well 
accepted in antitrust circles. In particular, collaboration is accepted as the most appropriate way to conduct 
a range of so-called “pre-competitive” research, i.e. research that can effectively be used and shared by a 
number of industry participants, serving as a common base from which firms can later compete by 
developing their own specific products. 

 Nor does competition policy directly play a very active or visible role in the process of 
invention.5 In the United States, the Federal Trade Commission (FTC)/Department of Justice (DOJ) 
Guidelines for the Licensing of Intellectual Property (“IP Guidelines”) talk about “innovation markets”, 
but this mode of analysis can quite easily be seen as involving traditional issues of potential competition. 
Two examples should illustrate this point. First, the FTC has required divestitures in several merger cases 
where the merging parties were each developing pharmaceuticals in the same therapeutic category. These 
can best be seen as traditional horizontal merger cases in which the actual market competition was several 
years away, after the completion of clinical trials and after FDA approval of the drugs in question. Second, 
the DOJ or the FTC has found problems with various defence mergers where the merging parties were seen 
to have the most advanced capabilities in the development of certain military equipment or weapons. 
Again, these cases can easily be seen as potential competition cases: in five years, when the next major 
procurement in a given area will likely take place, the US Department of Defense expects that the two 
merging parties will offer important choices that will make procurement more competitive. In these cases, 
and others, mergers have been blocked or modified based on the “capabilities” of the merging parties, or 
based on their overlap in an “innovation market.” Properly applied, this doctrine can spur innovation by 
making sure that independent research approaches are pursued and multiple paths to invention are kept 
open. 

 The impact of competition policy on innovation is more pronounced in efforts to commercialise 
new science and technology, to diffuse innovations more broadly throughout the economy (whether or not 

                                                      
5  Competition Policy can greatly influence the incentives for private firms to incur the costs necessary to 

produce inventions, but these impacts arise through rules limiting subsequent behaviour and returns during 
the commercialisation, diffusion and extensions phases of the innovation process. For example, mandatory 
licensing, discussed below, can reduce the returns to invention. 
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they are based on new science and technology), and to extend, or build upon, existing inventions. It is 
during these processes that licensing, cross-licensing, patent pools, joint ventures, alliances, and mergers 
all come into play. These are processes in which intellectual property rights are asserted and can 
dramatically affect both the return to R&D and the actual pattern of adoption of new technologies. 

 In the past several years, the United States, Canada, and Japan have all issued guidelines 
regarding licensing and intellectual property rights more generally. In the United States the “Guidelines for 
the Licensing of Intellectual Property” were issued by the DOJ and the FTC in April 1995.6 In Canada, the 
“Intellectual Property Enforcement Guidelines” were issued in 2000.7 In Japan, the “Guidelines for Patent 
and Know-How Licensing Agreements” were issued in July 1999.8 Similarly, in 1996 the EU published 
Regulation No 240/96 concerning Technology Transfer Agreements.9 These guidelines were a natural 
response to the rapidly growing significance of intellectual property as a source of competitive advantage, 
as a driver of competitive strategies, and as a key determinant of the conditions of entry into many markets. 
These various guidelines have served a very useful role in communicating to the business community the 
principles employed by competition officials in assessing a variety of business arrangements involving 
intellectual property.  

 To track the role and impact of competition policy in these areas, this paper will now look at 
several of the major categories of commercial conduct that are constrained by competition policy.10 First, it 
looks briefly at unilateral conduct by dominant firms, including refusals to license and the imposition of 
various restrictions in licenses. Next, it turns to mergers in industries experiencing rapid technological 
change. Third and most extensively, it considers various forms of collaboration, including joint ventures, 
standard setting, cross-licenses, and patent pools. 

                                                      
6  See http://www.usdoj.gov/atr/public/guidelines/ipguide.htm.  
7  See http://strategis.ic.gc.ca/SSG/ct01992e.html.  
8  See http://www.jftc.go.jp/e-page/guideli/patent99.htm  
9  See http://europa.eu.int/eur-lex/en/lif/dat/1996/en_396R0240.html. The EU is reviewing this regulation to 

assess its impact and effectiveness.  See http://europa.eu.int/comm/competition/antitrust/others/. 
10  This paper does not directly address price-fixing because the connection between classical price fixing and 

innovation is relatively indirect: competition on price for market share does stimulate firms to lower cost 
and improve quality, which fuels innovation, but this is just the general link between competition and 
innovation, nothing more direct or specific. 
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UNILATERAL CONDUCT BY DOMINANT FIRMS 

Refusals to license 

 Although this paper is focused on collaboration, the legal treatment of unilateral conduct, in 
particular refusals to license intellectual property, is also important, both as it affects the ability of firms to 
appropriate returns to R&D, and as it determines the “threat points” that apply in negotiations between, 
e.g. patent holders and would-be licensees. Put differently, in order to understand how firms negotiate 
various collaborative arrangements — from straight patent licenses to joint ventures and patent pools — 
one must first understand how competition will proceed, and how profits will be earned, if two or more 
firms fail to reach an agreement to collaborate. 

 Intellectual property rights and competition policy are often thought to be at odds. This is 
generally incorrect: both policies have the same aim, namely to stimulate innovation and the subsequent 
commercialisation of technologies that ultimately benefit consumers. But there is indeed a genuine and 
inevitable short-term trade-off between promoting innovation and diffusion: there is a perpetual temptation 
in the short-run to tilt towards greater diffusion, even if this means circumscribing intellectual property 
rights. Competitors and/or consumers will typically welcome such shifts, whose true costs are only felt in 
the longer term as they come to affect incentives to conduct R&D.11 This tension is most directly felt in the 
area of mandatory licensing of patents or copyrights. Since patents are explicitly intended to grant 
exclusive rights to new and useful inventions and thus to serve as barriers to entry, whereas copyrights 
have the narrower objective of protecting the expression of an idea but not the idea itself, the legal 
treatments of these two forms on intellectual property are distinct, and they are discussed separately below. 
For example, the “fair use” doctrine explicitly permits the limited use of copyrighted material without the 
rights holder’s permission; there is no comparable doctrine regarding patents. 

 In the United States, courts have generally been very wary of requiring firms, even dominant 
firms, to deal with their competitors. There are cases involving a duty to deal, sometimes referred to as the 
“essential facilities doctrine,” but usually the duty is only triggered by a prior course of dealing.12 One of 
the inevitable problems with imposing a duty to deal is that the courts tend to be drawn into the question of 
the terms on which the dealing must take place, i.e. the courts tend to become regulators of price and other 
terms and conditions of commercial relationships, which is hardly their comparative advantage. Likewise, 
plaintiffs seeking mandatory licenses typically argue that such licenses “will not be very costly for the 
patent holder” because the licensees are willing to pay a reasonable royalty. But this is a poor argument: 
the courts must determine what is “reasonable,” and if the so-called “reasonable royalty” indeed would 

                                                      
11  Note that any ex post strengthening of intellectual property rights already granted will tend to discourage 

diffusion without having any direct effect on innovation. For this reason, moves such as lengthening the 
term of copyright protection long after the affected works were created are undesirable. 

12  See, for example, the Supreme Court’s decision in the Aspen Skiing case, Aspen Skiing Co. vs. Aspen 
Highlands Skiing Corp., 472 U.S. 585 (1985) in which the larger ski resort was required to continue to 
offer joint tickets with its smaller rival. 
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make the patent holder whole, it should be easy for the licensee to convince the patent holder to license on 
a voluntary basis. 

Patents in the United States 

 The reluctance of US Courts to impose a duty to deal has been especially strong when intellectual 
property rights, especially patents, are involved, making mandatory licensing extremely rare. One widely 
noted exception was the Kodak case in the Ninth Circuit Court of Appeals.13 In the Kodak case, Kodak 
refused to sell spare parts to independent service organisations seeking to service Kodak micrographics 
equipment and Kodak copiers. Kodak argued on appeal that it had an absolute right to refuse to sell its 
patented parts. The Appeals Court ruled that Kodak’s assertion of patent rights was “pretextual”, and 
upheld the jury finding that Kodak’s refusal to sell these parts had been an illegal act of monopolisation of 
the service business for Kodak equipment. There should be no doubt that rulings along these lines erode 
patent rights and tend to reduce the return on conducting R&D.14  

 One reason the Kodak case has been so heavily criticised is the tortured legal standard adopted by 
the Court: a company can refuse to license if its intention was to exert its valid patent rights, but not if its 
intention was to merely get a return on its R&D investment or to exclude rivals. This standard is, in many 
ways, both economic nonsense and unworkable in practice. Many companies apply for patents precisely to 
have the right to (at least threaten to) exclude competitors (from infringing), and precisely to capture a 
return on the R&D that led to the patents. The Kodak case is a good example of legal formalisms 
triumphing over economics and common sense. 

 Fortunately, the impact of the Kodak case, unique to begin with,15 is now limited by other, 
conflicting opinions. Most notably, last year in the Xerox case, the appeals court responsible for patents, 
the Federal Circuit, issued a strongly-worded opinion granting patent holders a broad right to refuse to 
license their patents, regardless of the competitive consequences.16 The case is especially striking as it 
involved basically the same practice, and even the same markets, as the Kodak case. Xerox, like Kodak, 
refused to sell its patented parts to independent service organisations seeking to service Xerox copiers. The 
Federal Circuit ruled that Xerox had an absolute right to refuse to license its patents or sell its patented 
parts to its rivals. The Xerox Court was very clear that “absent exceptional circumstances, a patent may 
confer the right to exclude competition altogether in more than one antitrust market.” The Xerox Court 
held that the patent holder’s subjective intention in refusing to license its patent is irrelevant. 

                                                      
13  Image Technical Services, Inc. vs. Eastman Kodak Company, 125 F. 3d 1195, 1201 (9th Cir. 1997).  
14  An ironic aspect of the Kodak case is that Kodak was the entrant and challenger in the copier market, going 

against the much larger and more established Xerox. Part of Kodak’s entry strategy was to offer discounts 
on equipment and gain a return on investment in part from profit margins on parts and service. To the 
extent that imposing a mandatory duty to sell patented parts disrupts this type of entry strategy, both 
innovation and competition are adversely impacted. The author served as an expert witness for Kodak in 
this case. 

15  The Kodak court itself stated that it could find “no reported case in which a court ha[s] imposed antitrust 
liability for a unilateral refusal to sell or license a patent.” 

16  Independent Service Organisations Antitrust Litigation, US 203 F.3d 1322 (Fed.Cir. 2000). The Federal 
Circuit did make it clear that enforcement of invalid patent rights, or sham litigation using patents, could 
violate the antitrust laws. 
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Copyrights in the United States 

 The situations under which copyright owners are required to grant licenses to their copyrighted 
works are also somewhat unclear. US Courts have tended to take the view that copyrights are not 
necessarily intended to give broad market control to their owners. Fair use doctrine, which defines 
conditions under which copyrighted material can be used without the necessity of obtaining permission 
(and, thus, paying royalties) from the holder of the copyright, also can be applied. For example, in the 
famous Borland v. Lotus case, Borland sought to use certain aspects of the Lotus 1-2-3 spreadsheet 
software program to make it easier for users to switch from Lotus 1-2-3, then the dominant spreadsheet 
program, to Borland’s rival Quattro-Pro spreadsheet program. Ultimately, Borland’s use of certain aspects 
of the Lotus user interface was ruled legal under a fair use doctrine. 

 The issue of how to treat copyrighted interfaces has come up repeatedly, and will surely arise in 
the future. These cases are not so much about “mandatory licensing” of intellectual property as, rather, 
about the proper scope of intellectual property rights. One of the most extensive discussions of a unilateral 
refusal to license copyrighted software was in the Data General case in the First Circuit Court of 
Appeals.17 In this case, Data General was accused of maintaining its monopoly in the market for the 
service of Data General computers by unilaterally refusing to license certain diagnostic software to 
Grumman and other competitors. In Data General, the court established as a legal standard that “while 
exclusionary conduct can include a monopolist’s unilateral refusal to license a copyright, an author’s desire 
to exclude others from use of its copyrighted work is a presumptively valid business justification for any 
immediate harm to consumers.”  The Data General court explicitly held that while the “essential facility” 
doctrine could not be used to mandate the licensing of patents, copyright holders were not legally immune 
from challenges — and thus the potential of mandatory licensing — under this doctrine. 

Copyrights in Europe 

 Two cases indicate that owners of copyrights in Europe are more likely to be found to have acted 
anti-competitively by simply refusing to license their copyrights than would their US counterparts.18 

 The first case is the 1995 Magill case decided by the European Court of Justice.19 In Magill, a 
number of television stations in the United Kingdom and Ireland published their own weekly guides to 
their programs. When Magill attempted to publish a comprehensive weekly guide, the stations asserted 
copyright protection for their program information. The Court found these refusals illegal under 
Community law. The Court based its decision on a finding that the refusals prevented the appearance of a 
new product (the comprehensive weekly guide) for which there was potential consumer demand. Although 
the Court suggested that the facts of the Magill case were unusual and thus that the duty to license would 

                                                      
17  Data General Corp. vs. Grumman Systems Support Corp., 36 F.3d 1147 (First Circuit, 1994). 
18  These two cases are not the only ones relevant in the EU; they merely are the most visible and most recent.  

More than a decade ago the Volvo case clearly established the possibility of compulsory licensing: “the 
exercise of an exclusive right by the proprietor of a registered design in respect of car body panels may be 
prohibited by Article 86 if it involves, on the part of an undertaking holding a dominant position, certain 
abusive conduct such as the arbitrary refusal to supply spare parts to independent repairers, the fixing of 
prices for spare parts at an unfair level or a decision no longer to produce spare parts for a particular model 
even though many cars of that model are still in circulation…” See Volvo AB v. Erik Veng (U.K.) Ltd. 
(238/87), [1988] E.C.R. 6211, [1989] 4 C.M.L.R. 122, C.M.R. 14498.  

19  See the Judgment of 6 April 1995, Joined Cases C-241/ P and C-242/91 P, RTE and IPC v. Commission. 
This case grew out of a 1988 decision by the European Commission and a 1991 decision by the Court of 
First Instance. 
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only arise in exceptional circumstances, the fact is that the underlying economic pattern described was not 
exceptional in situations where a copyright holder and a potential licensee fail to agree on licensing terms. 
If the “new product” does not compete with existing products, we would expect voluntary negotiations 
over a copyright license to bear fruit. If the “new product” does compete against the copyright holder’s 
existing offerings, then a mandatory license would presumably reduce the return to the creative efforts that 
led to the copyright in the first place. A more satisfactory result would be to decline to grant copyright 
protection to mere listings of information, or, for example, for arbitrary interface specifications that do not 
reflect meaningful creative efforts.  

 The second case involves IMS Health, a world leader in providing data on pharmaceutical 
products. In March 2001 the European Commission stated its preliminary intention to require IMS Health 
to offer a license to its copyright on the data structure IMS Health uses for its data in Germany.20 
According to the European Commission, “The statement of objections concludes that the refusal in 
question is a prima facie abuse of a dominant position within the meaning of Article 82 of the European 
Treaty.”21 Since this principle is not limited to interface information, the IMS Health case again raises the 
prospect of a direct conflict between the principles of copyright protection (as a means of rewarding 
creative efforts) and competition policy as practised at the European Commission. 

 A more coherent approach might be to circumscribe copyrights — either by limiting the type of 
information subject to copyright protection or by expanding the scope of “fair use” — rather than to grant 
them more broadly and then impose mandatory licensing. This is one instance of a general rule that can be 
used for policy making: grant well defined intellectual property rights, and then let the owners of those 
rights exercise them (unilaterally) without fear of antitrust liability. If the balance needs to be struck more 
towards diffusion and less towards invention, then the intellectual property rights should be trimmed back 
rather than mandatory licensing imposed.22  Among other advantages, this approach relieves the Courts of 
the task of determining what are “reasonable” licensing fees when such licensing is mandated.  

Looking ahead 

 It seems likely that the boundary between copyright and competition policy will become more 
important in the near future, given the importance of copyright protection in the software industry and in 
the entertainment industry more generally (from music and movies to computer and video games). 
Software is surely the trickiest area, if nothing else because of the importance of software interfaces. For 
example, the disclosure of Application Program Interfaces (APIs) has been a central issue in the remedy 
phase of the Microsoft antitrust case. In the Microsoft case, APIs are the interfaces that applications use to 
call upon the operating system to obtain services from the operating system. By giving superior API 
information to its internal developers of applications, such as Microsoft Office, Microsoft has the ability to 
advantage its applications developers over third-party developers of applications. More generally, antitrust 
issues are likely to arise when software companies controlling a “platform” favour their own internal 
developers writing software that runs on that platform.  Such favouritism can occur through the selective 
disclosure of interface information, which can include the quantity, quality, and timing of such disclosure.  
                                                      
20  See European Commission announcement regarding IMS health, 14 March 2001, available at 

http://europa.eu.int/rapid/start/cgi/guesten.ksh?p_action.gettxt=gt&doc=IP/01/365|0|RAPID&lg=EN. 
21  On 26 October 2001, the Court of First Instance of the European Communities suspended the operation of 

the Commission’s decision pending its judgement on the appeal against the decision.  Further information 
about the IMS Health case can be found at: http://europa.eu.int/comm/competition/antitrust/cases/2001/ 
under “1.1 Published Decisions;” the IMS Health Decision is dated 7 March 2001. 

22  As discussed below, there are many dimensions on which IPRs can be trimmed back, not only the length or 
breadth of patent or copyright protection. 
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Similar disclosure and interface issues can arise when a dominant provider of a key piece of infrastructure 
software introduces new versions of its software and other companies claim that the new interfaces are less 
“open” than older interfaces, or are “biased” towards the original company’s complementary products. 

 There should be no illusion that mandatory licensing “only” affects a few holders of patent or 
copyrights who have acted in an exclusionary manner by refusing to license their intellectual property. 
License negotiations take place in the shadow of possible mandatory licensing — so the impact of 
mandatory licensing far exceeds the actual cases where mandatory licensing is decreed. The impact 
extends to many other licensing situations and thus affects longer-term innovation incentives. Certainly in 
the United States, where antitrust liability in private cases imposes treble damages, the awareness of the 
Kodak case in the antitrust counselling community has been considerable. Either the case will have little 
impact — if companies can simply learn to justify a refusal to license based on patents rather than return to 
R&D — or the case will have an adverse impact on innovation. 

Licensing restrictions 

 A much richer set of competition issues arises when looking at various licensing restrictions or 
conditional licenses. In the United States and the EU there remains some genuine uncertainty about the 
precise antitrust limits imposed on patent holders when they structure licenses that they choose to offer. 
While these issues potentially arise whenever intellectual property is involved, they take on added 
importance and urgency in the information technology sector for four inter-related reasons: (i) rapid 
technological change: information technology is experiencing especially rapid technological progress, so 
the returns to innovation are crucial to market performance; (ii) importance of interfaces: to deliver value 
to customers, information technology typically requires a variety of technologies or products to work in 
concert, and this in turn requires significant licensing of patents, copyrights, and trade secrets, including 
licenses to use interfaces to interoperate; (iii) complex technologies: the increased number of patents, and 
the increased propensity to patent have created a “patent thicket” that often requires firms to obtain 
multiple licenses in order to obtain the freedom to design their products and bring them to market free of 
serious patent infringement claims; and (iv) hold-up and opportunism: since no disclosure is required when 
a patent application is filed23, companies introducing new products that incorporate state-of-the-art 
technology may find that they are unwittingly infringing on patents issued after their product design 
decisions were made and significant resources were sunk in developing the new product.24 

Some general principles 

 The Federal Circuit stated in the Xerox case (cited above) that “In the absence of any indication 
of illegal tying, fraud in the Patent and Trademark Office, or sham litigation, the patent holder may enforce 
the statutory right to exclude others from making, using, or selling the claimed invention free from liability 
under the antitrust laws.” Critics have faulted the Federal Circuit for confining antitrust concerns to this 
short list of conduct. Certainly, there are provisions in patent licenses other than tying restrictions that can 
harm competition and go beyond the scope of the patent grant; for example, a requirement that licensees 
refuse to deal with the patent holder’s competitors could stifle competition. Those various restrictions are 
discussed below. 

                                                      
23  When a patent application is filed in the Unites States only, the applicant may ask the USPTO not to 

publish the application prior to granting the patent.  
24  These issues are discussed at length in Carl Shapiro, “Navigating the Patent Thicket: Cross Licenses, 

Patent Pools and Standard Setting,” in Innovation Policy and the Economy, Adam Jaffe, Joshua Lerner, and 
Scott Stern, eds., National Bureau of Economics, 2001. 
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 First, one must recognise the principle that conditional licenses can have effects on competition 
which are quite distinct, and potentially more harmful, than unconditional refusals to license. Even if one 
adopts the approach advocated above, namely that patent holders should have the right to keep their 
inventions to themselves and refuse to grant licenses, it does not follow that patent holders have free reign 
to issue restricted licenses, or to issue licenses only to entities meeting certain conditions. Tying is just one 
such restriction: the grant of a patent license conditional upon the licensee purchasing other products from 
the patent holder. As is widely recognised, tying can be a means by which the patent holder extends its 
control beyond the scope of its patent. Exclusive dealing — prohibiting the licensee from purchasing 
products from rivals — is another such method. Notice that a conditional license creates incentives for 
licensees that cannot be achieved through a simple refusal to license. In the case of exclusive dealing, the 
potential licensee faces a high price for dealing with rivals, namely an inability to practice the patented 
invention.  The greater the market power enjoyed by the patent holder, and the more attractive the license 
is to licensees, the stronger is this potentially anti-competitive incentive effect.  

 Using Microsoft as an example, while Microsoft presumably has the right to refrain from 
licensing copyrighted Windows software (obviously, this would not be a very profitable approach), 
Microsoft would face an obvious antitrust challenge were it to attempt to license Windows to computer 
OEMs conditional on their not selling any computers with Apple or Linux or Unix software. Such 
conditional licenses could impede rivals far more than a flat refusal to license Microsoft Windows. 

 Once it is recognised that conditional licensing can pose competition problems, it is immediately 
clear that such an anti-competitive aim could be achieved by selectively licensing a critical patent or 
copyright. Sticking with the Microsoft example, think of the incentives created if Microsoft selectively 
licensed Windows to computer OEMs who did not offer any Linux machines (or who did not load the 
Netscape browser on their machines). Clearly, this policy would be very similar in its effects to a policy of 
conditional licensing, especially if the licenses are fairly short-lived, so that Microsoft would decline to 
renew the license of an OEM who started selling Linux machines. The difficulty here from an enforcement 
perspective is that selective licensing is harder to detect than conditional licenses: conditional licenses by 
definition contain explicit restrictions in the actual language of the license, while selective licensing might 
only be observed by inference looking over a sample of who did, or did not, receive a license. All of these 
enforcement difficulties are worsened when the licensees are heterogeneous and when there are legitimate 
reasons for licensing terms to differ across licensees.  

 These practical enforcement problems become all the more pronounced if there are various 
qualitative features of licenses that matter a great deal commercially but are hard for enforcement 
authorities or courts to observe. For example, suppose that the timing and completeness of disclosure about 
interface information from Microsoft to a licensee, within the context of a Windows license, matters a 
great deal to the OEM (who must compete with other OEMs) but is hard for outsiders to evaluate. Then 
Microsoft could, at least in principle, give interface information more quickly, and with better explanations 
and support, to “favoured” OEMs who are loyal to Microsoft in various ways. Again, one has what 
amounts to selective licensing. The general principle is that anti-competitive behaviour can take place in 
the context of a patent or copyright license, even if one accepts the principle that rights holders can 
legitimately refrain from licensing in the first place.  

 Much of the Microsoft antitrust case in the United States can be viewed in this way: Microsoft 
gains no immunity from the fact that Microsoft Windows and Internet Explorer have copyright protection 
and Microsoft’s dealings with OEMs (and others) take place within the context of a copyright license. The 
European Commission has also acted to stop Microsoft from imposing anti-competitive restrictions in its 
licensing of Internet Explorer. In 1999, the Commission approved Microsoft’s revised Internet Explorer 
licensing agreements with Internet Service Providers (ISPs). The Commission was concerned that 
Microsoft’s original licenses would have excluded Microsoft’s rivals in the market for Internet browser 
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software. The restrictions at issue would have had the effect of raising the (opportunity) cost to ISPs of 
using browsers other than Internet Explorer. One provision Microsoft agreed to drop would have 
terminated an ISP’s license if it failed to meet certain distribution volumes and percentages for Internet 
Explorer. Another provision restricted the ability of the ISP to promote and advertise competing browser 
software. 

 “Licensing restrictions” are included here in the section on unilateral conduct by dominant firms, 
but it should be clear that licensing restrictions can also be considered as ways of governing collaboration 
between a dominant firm and its customers, suppliers, competitors, or complementors. Effectively, by 
prohibiting certain restrictions, competition policy prevents the dominant firm and its customers (in this 
example) from becoming too closely aligned through various loyalty arrangements and exclusivity 
provisions. It is important to understand that these antitrust rules are not just a matter of shifting the 
bargaining power between the dominant firm and its customers: the customers might be delighted to agree 
to exclusivity (for example) in exchange for other considerations (reduced license fees, for example, or 
other more favourable treatment). The point of the antitrust rules is that these mutually attractive deals can 
exclude rivals to the dominant firm and cement that firm’s dominant position, to the ultimate detriment of 
customers. 

 All of this suggests an important distinction between two types of licensing restrictions. This 
distinction in fact is made in the US IP Guidelines. On the one hand there are restrictions that simply limit 
the extent of the grant to use the licensor’s intellectual property. Such restrictions will not typically prevent 
competition that would have taken place in the absence of the license. On the other hand there are 
restrictions that, either explicitly or through their inevitable workings, act to limit the licensee’s ability to 
deal with the licensor’s rivals or act in other ways to limit the ability of the licensor’s rivals (which may 
include the licensee itself) to compete effectively. The latter category of restrictions is far more worrisome 
than the former. This conclusion follows from our earlier discussion about the distinction between 
unconditional and conditional refusals to license. 

Restrictions on the use of the intellectual property 

 One of the very attractive features of intellectual property is that it can be divided up in various 
ways and thus efficiently combined with complementary assets. Let me illustrate this with one of the great 
process innovations of the past half-century: the “float glass” process developed by Pilkington in the 1950s 
and 1960s which revolutionised the production of flat glass around the world. (The process involves 
floating the glass on top of molten tin; it greatly reduced the cost and improved the quality of flat glass.) 
Pilkington chose to exploit its technology, which received various patents but also enjoyed protection in 
the form of trade secrets, using different business arrangements in different parts of the world. Pilkington, 
recognising that it lacked the capital and market presence to fully exploit the float glass process all around 
the world, relied on numerous licensees and joint venture partners to accelerate the use/diffusion of its new 
technology. A typical licensee might have the right to practice the Pilkington process only in certain 
countries; a typical joint venture might be confined to a given physical facility or location. 

 Such geographic restrictions are clearly pro-competitive: the ability to employ such restrictions 
increases the return to R&D investments and improves the efficiency with which the fruits of that R&D are 
diffused. In this respect, economists do not distinguish geographic restrictions from field-of-use restrictions 
that permit patent holders to exploit their discoveries using a mixture of business arrangements in different 
areas.  Just as a patent holder may choose to exploit its invention on its own in one product market and by 
licensing in another market, a patent holder may choose to enter into a joint venture in one country or 
region and to vertically integrate and use its invention internally in another region.  After a license or joint 
venture that contains geographic restrictions is initiated, competition policy should be highly sceptical of 
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the later pleadings of a licensee to lift the geographic restriction. To illustrate, suppose that Pilkington had 
reserved the use of its float glass process in the United Kingdom to itself, but licensed PPG to use its 
process in the United States. Suppose that PPG later asserts that these restrictions protect Pilkington’s 
dominant position in the flat glass market in the United Kingdom. If competition policy were to invalidate 
the geographic restriction, the end result would be to reduce the return to innovation and discourage 
innovators like Pilkington from offering licenses at all. The key here is that the hypothetical Pilkington 
license in no way restricted PPG from competing in ways that it was capable of in the absence of the 
license. So long as this condition is met, intellectual property can be exploited using different approaches 
in different national markets without diminishing competition in any of those markets.25 

 This same reasoning also applies to field-of-use restrictions. From an economic perspective, there 
is no fundamental difference between field-of-use restrictions and geographic restrictions. Both are ways 
that the innovator can offer partial rights to licensees, presumably rights tailored to the licensee’s 
strengths. Economists widely recognise that such matching of complementary assets is highly efficient. 

 In the United States, these principles are reflected in the IP Guidelines, and are generally 
followed by the Courts: a patent holder is under no obligation to create or enable competition in the use of 
its patented technology. Great flexibility is available to patent holders to define the contours of the grant 
they offer to licensees. There is no particular reason why such grants must follow the contours of relevant 
product or geographic markets, for example. In the European Union, similar reasoning is reflected in the 
Technology Transfer Regulation, which extends a block exemption to certain licensing restrictions.26  

 Despite the Technology Transfer Regulation, holders of intellectual property rights seem to have 
somewhat less discretion under European law, in part because of the strong preference given in Europe to 
promote free trade among member countries.27 The EU and other jurisdictions should clearly recognise the 
large potential costs associated with legal rules limiting patent holders’ rights to exploit their innovations 
efficiently: reduced return to innovation, incentive to refrain from licensing at all, and incentive to engage 
in vertical integration even when licensing would be more efficient. All of this can be expected to lead to 
slower rates of innovation and more sluggish diffusion of innovations that are made. 

                                                      
25  These same principles apply to geographic restrictions in agreements between, e.g. a manufacturer holding 

a patent and its distributors.  Once one accepts the principle that innovation and diffusion are promoted by 
giving the patent holder the right to choose how to exploit its invention in different markets (geographic 
and field-of-use), this freedom should not be limited based on the vertical distribution system (vertically 
integrated ownership of distribution assets vs. reliance on independent distributors) adopted by the patent 
holder.   To do so would distort the patent holder’s choice of vertical relations with distributors. Again, the 
key distinction is between competition using the patented invention and competition with other, 
independent alternatives to the invention: while even a patent holder with monopoly power should have 
broad discretion in choosing how to assign geographic rights to distributors, it should not be permitted to 
enter into exclusive relationships with distributors that serve to exclude non-infringing rivals from 
obtaining effective distribution. 

26  See http://europa.eu.int/eur-lex/en/lif/dat/1996/en_396R0240.html. 
27  The author's understanding is that in both the US and the EU under the patent exhaustion doctrine, patent 

holders have limited ability to impose geographic restrictions on the resale of products that practice their 
patents.  The discussion here is confined to restrictions imposed directly on the geographic scope of 
operations of the licensee to the patent.  
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Restrictions outside the scope of the intellectual property 

 These same results do not apply to restrictions on licensees extending beyond the scope of the 
intellectual property being licensed. As noted above, potentially anti-competitive licensing restrictions are 
not confined merely to tying. 

 As a general rule, restrictions on the ability of the licensee to make products or use processes 
outside the patent grant can stifle competition. For example, if Pilkington had required its licensees to 
cease production of flat glass, even flat glass not produced using Pilkington’s patented process, outside 
their licensed areas, such a restriction might well have been anti-competitive.28 The general principle is that 
restrictions should not prevent competition that would have occurred in the absence of the license, and that 
any restrictions crossing this line should have a sufficient business rationale to make up for any danger of 
anti-competitive harm. Restrictions that extend beyond the term or scope of the patent, exclusive dealing 
provisions, and tying requirements all tend to fall into the potentially harmful category. 

                                                      
28  In certain cases, such restrictions are justifiable as part of protecting legitimate intellectual property rights. 

For example, Pilkington might have argued that it was hard for Pilkington to determine whether certain 
glass was indeed made using Pilkington’s patents and trade secrets, and thus that a broader ban is a 
reasonable part of a patent and trade secret license. Such justifications need to be evaluated on a case-by-
case basis. 
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MERGERS AND ACQUISITIONS IN HIGH-TECH INDUSTRIES 

 In high-tech industries, which can be defined for present purposes to be industries in which 
technology is rapidly changing, the competitive process itself especially requires that various assets be re-
combined to reflect changing market conditions. Naturally, the co-ordination of various and disparate 
assets — from brand names to patents and trade secrets to manufacturing skills to design know-how — 
implies a corresponding need for firms to engage in various collaborative activities. Several forms of 
collaboration are discussed below, but the discussion starts with one particular form of collaboration: 
mergers and acquisitions, which bring various assets under common ownership and control. Due to space 
limitations, the treatment of mergers and acquisitions offered here is abbreviated; the aim is not to provide 
a comprehensive analysis of merger enforcement policy, a large topic indeed, but rather to establish a 
comparison point for the more extended discussion of collaboration among independent entities discussed 
below.  

 As a general matter, merger enforcement in high-tech industries follows the same principles that 
apply for mergers in other industries. At least for mergers between rivals, these principles are well 
articulated in the United States in the DOJ/FTC Horizontal Merger Guidelines. Nevertheless, merger 
enforcement in high-tech industries does tend to emphasise certain aspects of the analysis that may be less 
important in less dynamic industries. The comments below address these special features of high-tech 
merger enforcement. 

 First, concerns about innovation, rather than simply prices and output, are naturally more 
important in industries where the lion’s share of consumer benefits derives from innovation and the 
resulting product improvements. While this is certainly true in such classic high-tech industries as 
computer software, microprocessors, and networking equipment, innovation is hardly an afterthought in 
many more mature or traditional industries such as chemicals, pharmaceuticals, military weapons systems, 
or medical equipment. Looking generally at the role of innovation competition in merger review, Gilbert 
and Tom report that, in the United States at least, many more merger challenges have been based on 
concerns about innovation during the 1995-1999 period than in the 1990-1994 time period.29 During 1990-
1994, only three out of 135 merger challenges (3%) alleged effects on innovation, in contrast to 49 out of 
269 merger challenges (18%) during the 1995-1999 time period.30 The overall increase in the number of 
merger challenges does not reflect a tightening of merger enforcement, but rather a sharp increase in the 
number of mergers and the value of merger activity. As shown in DOJ and FTC statistics, the percentage 
of Hart-Scott-Rodino filings that have led to more complete investigations (second requests) or to 
challenges has changed little, if at all. 

 Second, high-tech industries accentuate the usual problems associated with predicting future 
market conditions (either with or without a proposed merger). Historical market shares are likely to be less 

                                                      
29  Richard J. Gilbert and Willard K. Tom (2001), “Is Innovation King at the Antitrust Agencies? The 

Intellectual Property Guidelines Five Years Later,” Antitrust Law Journal, vol. 69, no. 1. 
30  See Tables 1 and 2 from Gilbert and Tom (2001). The FTC especially gave an emphasis to innovation 

effects in their allegations about mergers, citing innovation concerns in 36 of 148 mergers (24%) during the 
later period. 
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meaningful in rapidly changing markets than in more stable markets. For example, in the proposed merger 
between Worldcom MCI and Sprint that was blocked, the market identified for Internet backbone services 
was changing rapidly, and there was no established methodology for measuring market shares in this 
complex network context, calling the significance of market shares into question. More generally, merger 
review may require predicting the significance of new technologies and products that have had relatively 
little by way of market testing so far. This is especially hard if legal rules are posed in terms of static 
market definition: as market conditions change, so can the delineation of relevant markets for antitrust 
purposes. These concerns can arise in a number of different ways. One frequent pattern occurs when a 
company with an established position based on older technology seeks to combine with another company 
with newer technology. Does the market share of the established company overstate its future competitive 
significance? Is the newer technology really the direction in which the market is going? Perhaps customers 
will only slowly adopt the acquired firm’s technology, or even pick an alternative new technology. Another 
fact pattern involves two firms that have tried with limited success to compete using new technology 
(e.g. two e-commerce firms now under pressure) and seek to join forces. In all of these cases, predictions 
regarding the adoption of new technology are central to the merger analysis, which must be realistically 
forward looking. 

 Third, there may be considerable uncertainty about the scope and validity of intellectual property 
rights that are critical for market structure and competition. The problem of fashioning competition policy 
in the presence of uncertain intellectual property rights is discussed more generally below in the subsection 
on patent settlements. Here it is simply noted that a firm’s ability to compete in the future, or to exclude 
other firms for that matter, may depend critically on the outcome of patent litigation, which competition 
authorities may have difficulty assessing. Also, if patents or copyrights form significant entry barriers, 
remedies can quite naturally involve various licenses that enable entry. Indeed, a look at the consent 
decrees settling merger cases in the United States shows that licensing remedies are quite common.31 Here 
one of the special features of intellectual property (no rivalry in use) comes directly into play: a rival can 
be made a more effective competitor with a license even while the merged entity retains the right to 
practice the same patent or use the same copyrighted material. This leads into another fascinating set of 
issues that arise when imposing licensing remedies in merger cases: what assets besides a patent or 
copyright license (such as know-how, manufacturing facilities, or personnel) do rivals need to compete 
effectively and thus replace any competition lost due to the merger? 

                                                      
31  See Gilbert and Tom for a further discussion of many of these cases, including: Glaxo/Wellcome in 

medicines for the treatment of migraine headaches; Ciba-Geigy/Sandoz in gene therapy treatments (very 
much a case about innovation); Lockheed Martin/Northrop Grumman in military electronics systems and 
military aircraft (emphasizing innovation based on future capabilities). It should be emphasised that 
licensing as a remedy in a merger case is a far cry from mandatory licensing simply to open up markets: 
the former preserves competition consistent with existing intellectual property rights, whereas the latter 
directly impinges on existing IPRs. 
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COLLABORATION: GENERAL PRINCIPLES 

Growing need for collaboration 

 When technology is in flux, businesses must adapt to remain innovative and to deploy efficiently 
new and improved technologies. This process of adaptation is critical to the operation of a market 
economy, and ultimately is driven by competitive forces. During such times of change, the need to 
reallocate and recombine existing assets is especially important. For these fundamental reasons, we have 
been seeing a wave of mergers and acquisitions and a veritable explosion of all manner of business 
collaboration during the past five to ten years.32 On any given day, newspapers relate the day’s round of 
joint ventures, alliances, and other business partnerships. 

 History proves that combining different ideas/components is critical to harnessing a new wave of 
technology. As Hal Varian describes,33 technological revolutions such as the harnessing of electricity and 
the emergence of the automobile tend to go through a series of predictable stages: experimentation, 
capitalisation, management, hypercompetition, then consolidation. Several of these stages inevitably 
require collaboration, and thus tend to raise antitrust issues: experimentation (requiring firms to combine 
assets, people, and intellectual property from various unexpected places), management (which can include 
the formation of new entities tailored to take advantage of the new technology), and consolidation. As with 
other technology revolutions, the current collaborations, especially in the area of information technology, 
primarily involve vertical or complementary relationships, or involve firms that operate in quite different 
areas, rather than horizontal relationships between or among direct rivals. 

 The importance of working with customers, suppliers, and complementors finds support in prior 
OECD studies.34 Figure 1 of OECD report35, citing Science, Technology and Industry Outlook 2000, says 
that less than 20% of manufacturing firms consider competitors as a source of information that is “very 
important for innovation,” vs. nearly 40% for customers and nearly 40% for others firms within the firm’s 
group. 

                                                      
32  The growing importance of collaboration is also a function of changes in the corporation itself, including 

higher mobility of employees among jobs, greater decentralization of decision making in large 
organisations, and the increased use of outsourcing. Some of these changes are themselves driven by 
changes in information technology. 

33  See Hal R. Varian (2000), “The Five Habits of Highly Effective Revolutions,” Forbes, February 21 
available at http://www.forbes.com/asap/2000/0221/073.html.  

34  OECD (2001), Innovative Clusters, Paris. 

 OECD (2001), Innovative Networks, Paris. 
35  OECD (2000), Science, Technology and Industry Outlook 2000, Paris. 
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Most collaboration is not horizontal 

 Before delving into the antitrust concerns associated with various forms of collaboration, it 
should be noted that the vast majority of collaborations proceed forward without objections on the part of 
competition authorities. In that spirit, what follows should be read as indicating just where the line is 
drawn, based on identifying the elements that might make a proposed collaboration anti-competitive. It 
appears that virtually all collaborations that businesses seek to undertake are able to go forward with little 
or no restrictions based on competition policy concerns. Why? For a great many collaborations, the 
participants are not direct rivals, or at most compete in limited areas and primarily complement each other. 
When Intel works with Duracell to improve batteries in laptop computers, competition problems are 
unlikely to arise. Furthermore, even when direct rivals seek to team up, the antitrust limits on their 
activities are pretty well understood, and they can proceed forward if they put in place proper safeguards to 
preserve competition amongst themselves. 

Classification of business relationships and antitrust concerns 

 In turning to discuss various forms of collaboration, it is useful to classify firms according to 
their relationships with each other. The “Value-Net” of Brandenberger and Nalebuff provides a handy 
classification for our purposes. Taking the perspective of a single firm, other firms can be broken into four 
groups.36 First, there are competitors, who produce substitute products. Obviously, antitrust concerns are 
greatest when competitors team up, raising horizontal issues. Second, there are suppliers, who sell their 
goods or services to the firm in question. All manner of collaboration among customers and suppliers is of 
course very common. The issue with such vertical relationships is whether rivals at one level or the other 
are somehow excluded from the market. The third group is customers, who also are in a vertical 
relationship with the firm in question, just on the buying side rather than the selling side. Obviously, from a 
competition policy perspective the issues here are just the same ones that arise when buyers and sellers 
form relationships that go beyond simple spot-market transactions. The fourth group, and the least obvious, 
are firms that sell complementary products, i.e. products used in conjunction with the firm’s products to 
build valuable systems. Brandenberger and Nalebuff call firms in this groups complementors to the original 
firm. The firms’ relationship with its complementors is neither horizontal nor vertical (although it is far 
closer to vertical); we might think of it as diagonal. 

 To illustrate, consider Intel in its role as a supplier of microprocessors. Intel’s competitors 
include AMD and Sun, both also selling microprocessors. Intel’s customers include computer 
manufacturers such as Dell, Gateway, and Compaq. Intel’s suppliers include Applied Materials (which 
sells semiconductor manufacturing equipment) and suppliers of raw materials. Intel’s complementors are 
firms that supply other components to Intel’s customers, including operating systems (Microsoft), 
application software loaded onto computers by OEMs (Adobe, AOL), chipsets (VIA) and graphics chips. 
As emphasised in Co-opetition, the relationship between two companies may well have multiple aspects: 
Apple and Microsoft are competitors (both sell operating systems), complementors (Microsoft software 
and Apple software may be used together by OEMs), and Microsoft is a supplier to Apple (with Office and 
Internet Explorer for the Macintosh computer). These mixed relationships are especially challenging both 
for businesses and for competition authorities, to the extent that the firms’ business dealings in one area 
spill over and influence their dealings in other areas. 

                                                      
36  Adam Brandenberger and Barry Nalebuff, Co-opetition (1996), Doubleday, and Adam Brandenberger and 

Barry Nalebuff (1995), “The Right Game: Using Game Theory to Shape Strategy,” Harvard Business 
Review, July/August. 
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Forms of collaboration 

 An enormous variety of forms of collaboration are used routinely by businesses. The competition 
policy issues that arise for several such forms are discussed immediately below. Economists find it helpful 
to array the various forms along a spectrum ranging from full integration or ownership and control 
(mergers and acquisitions) to spot agreements between buyers and sellers to engage in specific 
transactions. Moving along the spectrum in that direction, we have: mergers and acquisitions; joint 
ventures (common ownership and control); alliances (looser agreements to co-operate that tend to cut 
across a number of business areas, implemented in each area through a specific agreement); long-term 
contracts (such as supply agreements), short-term contracts, and, finally, arms-length spot-market 
transactions. 

General concerns about competition 

 From the perspective of competition policy, the key issues in looking at any relationship is how 
the relationship affects the incentives of the parties to act in the future and how it enables or constrains the 
abilities of the parties to act in the future. 

 To illustrate, consider the announcement that Sony and AOL Time Warner had formed a 
partnership to provide AOL’s popular e-mail, instant messaging, and chat functions on Sony’s Playstation 
2 video game machine. One could consider how this agreement might affect competition either among 
video game machines (where Sony competes against Nintendo and Microsoft’s new Xbox system) or 
e-mail and instant messaging (where AOL is the clear leader in terms of users but again competes against 
Microsoft and others). If the agreement is non-exclusive, it primarily enables Sony to offer a more 
attractive system against Microsoft and Nintendo, and may also enhance the value of AOL’s instant 
messaging system by increasing usage and thus positive network effects. This is common for non-
exclusive, non-horizontal partnerships: they tend to create new products or enhance existing products, 
which is pro-competitive. What about the impact of the partnership on incentives? The partnership may 
enhance the incentives of Sony and AOL to promote their products together, which is pro-competitive; the 
partnership may reduce the incentive of either party to form another partnership, but this is a common 
result of forming a partnership and would not, of itself, indicate that the partnership was anti-competitive. 
This type of analysis reveals quickly why market structure (number of suppliers, market shares, entry 
conditions) for each product is important. 

 As a general rule, shorter-term contracts, and spot relationships are, ceteris paribus, less 
worrisome from a competition policy perspective than are mergers, joint ventures, or long-term contracts. 
But even short-term arrangements can raise concerns if they have an element of exclusivity. Exclusive 
dealing provisions are most likely to exclude competitors when employed by a dominant firm using a 
“divide and conquer” strategy against an uncoordinated set of customers, each of whom may be willing to 
agree to exclusivity in exchange for modest financial incentives. If such exclusivity provisions are widely 
used by the dominant firm in its relationships with key suppliers, customers, or complementors, survival 
may become much harder for the dominant firm’s current competitors, and entry much harder for new 
would-be rivals to the dominant firm. Such exclusivity can arise in the context of the intellectual property 
licenses used by the dominant firm, or it can occur quite apart from intellectual property.  
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COMPETITION POLICY AND COLLABORATION 

 Competition authorities have not neglected to notice the increasing role of collaboration in the 
information economy. In the United States, the FTC and the DOJ issued their “Antitrust Guidelines for 
Collaboration Among Competitors”37 in 2000. The same year, the European Commission issued 
regulations regarding specialisation agreements38 and regarding research and development agreements.39 In 
2001, the European Commission issued its complementary “Guidelines on the Applicability of Article 81 
of the EC Treaty to Horizontal Co-operation Agreements”, Official Journal C3, 06/01/2001, p. 02-30 
available at http://europa.eu.int/comm/competition/antitrust/legislation/. These are extensive documents 
that cover many of the antitrust issues arising from various forms of collaboration; there is no attempt to 
summarise them here. However, it appears that officials on both sides of the Atlantic, faced with a sharp 
increase in the number of collaborative arrangements brought to their attention, found it helpful to provide 
further clarification to the business community on how these business plans would be viewed. 

Joint ventures 

 The category of joint ventures covers a wide range of collaboration, ranging from nearly full 
mergers to quite limited and even temporary partnerships. Usually, economists reserve the term “joint 
venture” for collaborations that create a separate entity, jointly owned by the parents, that has some 
operational independence. The governance of joint ventures, the distribution of profits from joint ventures, 
the scope and lifetime of joint ventures, inter alia, varies a great deal from one venture to another. 

 Antitrust concerns tend to be minimal regarding joint ventures unless the parents are direct 
competitors. In that case, the venture may replace independent competition by the parents, or may serve as 
an information conduit to reduce competition between the parents. Ancillary restraints can also raise 
genuine antitrust questions: the parents may agree to work exclusively through the venture in a certain 
field: this can help overcome free-rider problems and generally motivate them to commit more resources 
and effort to the success of the venture, but it can also reduce competition in the markets in which the 
venture operates. Case-by-case analysis of such restraints is needed, looking at actual competitive effects. 

 The Annual Report on Competition Policy Development in the European Commission for 1999 
discusses the treatment of “full-function” joint ventures.40 The Commission notes that a joint venture might 
enable co-ordination between the parents. This doctrine was applied in the BT/AT&T case, a phase II 
merger proceeding. AT&T agreed to divest ACC, a wholly-owned subsidiary of AT&T, BT, and Telewest. 
Another good example of a joint venture studied by the European Commission was British Interactive 
Broadcasting (BiB), now known as “Open.” Open was to provide digital interactive television services in 
the United Kingdom. Classic potential competition issues arose regarding the parents, BT and BSkyB: the 

                                                      
37  See http://www.ftc.gov/os/2000/04/ftcdojguidelines.pdf.  
38  See http://europa.eu.int/eur-lex/en/lif/dat/2000/en_300R2658.html. 
39  See http://europa.eu.int/eur-lex/en/lif/dat/2000/en_300R2659.html. 
40  See http://europa.eu.int/comm/competition/annual_reports/1999.  
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Commission was concerned that both parents might have entered this market on their own had they not 
joined BiB. Undertakings to reduce barriers to entry were acceptable to the Commission. 

 The European Commission continues to gain experience with a variety of joint ventures, 
including the Shell/BASF joint venture in polypropylene and polyethylene, the Engine Alliance between 
Pratt & Whitney and General Electric in jet engines, and the KLM/Alitalia joint ventures in airlines. An 
extensive discussion of how various joint ventures have been treated in the EU is available in the European 
Commission note to the OECD Roundtable on “Competition Issue in Joint Ventures”.41 

Standard setting 

 Standard setting is an increasingly important form of co-operation or collaboration in the 
information economy. Virtually every major firm in the information and communications sector either 
participates in standard setting or at least must comply with standards promulgated by others. There are 
hundreds of official standard setting bodies throughout the world, including the International 
Telecommunications Union (ITU), the Institute of Electric and Electronic Engineers (IEEE), the American 
National Standards Institute (ANSI), the National Institute of Standards and Technology (NIST), and the 
European Telecommunications Standards Institute (ETSI), to name just a few. There are also a great many 
so-called Special Interest Groups (SIGs) that offer forums for the exchange of information about product 
specifications. 

 To be meaningful, standards must be adopted widely, if not universally. What good would a 
modem standard be if only one-quarter of the modems complied with it? (Indeed, the 56k-modem 
standards war delayed the adoption of these modems until a single standard was adopted.) Therefore, 
inevitably, standard setting sweeps in direct competitors, such as rival modem manufacturers. Worse yet, at 
least from a superficial antitrust perspective, standard setting typically involves an “agreement” among 
rivals, and thus is vulnerable to being characterised as some form of collusion. Such a view is not entirely 
erroneous, especially if rival firms agree only to make products that comply with a standard: this is in fact 
agreeing to “limit competition” in certain ways, i.e. by agreeing not to produce incompatible products. 
Obviously, standards typically benefit consumers by ensuring compatibility, but this fact does not imply 
that companies participating in standard-setting activities can use standard-setting as a smokescreen for 
engaging in price fixing or can otherwise ignore rules prohibiting collusion.  

 Standards fundamentally alter the nature of competition. If standards are put into place and 
widely adopted, competition occurs “within the market” among products adhering to those standards. 
Competition “within the market” is ongoing, driven by traditional factors such as manufacturing skills, 
ability to cut costs, marketing and distribution. Without standards, especially in markets with strong 
network effects that are likely to “tip” to a single technology or format, competition takes a very different 
form: competition “for the market” in which each firm (or coalition) attempts to gain dominance in a 
standards war. Competition “for the market” tends to be intense during the standards war but may be less 
once the war is over, at least if a single firm comes to dominate and control the winning technology and 
lacks significant ongoing pressure from other technologies.  

 Two big issues arise in establishing competition policy in the area of standard setting. First, what 
are the limits on the co-operative activity permitted as part of the standard-setting process? Second, what 

                                                      
41  DAFFE/CLP(2000)33 (PP.127.140).  See http://www.oecd.org/daf/clp/roundtables/jvent.pdf. 
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are the limits on unilateral conduct that might allow a single firm to control a standard that would 
otherwise be “open”? These are addressed in turn.42 

Co-operation or collusion? 

 The pro-competitive benefits of standards are widely recognised. There are hundreds of 
thousands of standards, and no group of companies has ever been held to have violated antitrust law simply 
by virtue of agreeing on a standard. In the United States, the legal cases testing the limits of standard-
setting have tended to be in the area of safety or performance standards rather than compatibility standards. 
These cases indicate a concern that the standard-setting process not be manipulated or structured to favour 
one firm or a group of firms over others.43  

 Beyond these concerns about process, many if not all standard-setting organisations have 
responded to antitrust concerns by limiting the topics that participating firms are permitted to discuss under 
the auspices of the organisation. In particular, many commercial issues are regarded as off limits, 
especially pricing of the products that comply with the standard. This limitation is both prudent and 
appropriate: it is hard to think of a reason why agreeing on a technical standard, which regards product 
characteristics, requires a discussion of the pricing of the resulting products. 

 Unfortunately, many standard setting bodies are so skittish about any discussions of “price” that 
they have discouraged discussions of the terms on which patents will be licensed among participating 
firms. The discussion below illustrates how this has led to problems associated with vague promises on the 
part of patent holders to license their patents essential to compliance with the standard on “fair, reasonable, 
and non-discriminatory” terms. 

 Certain other restrictions can also be entirely reasonable in the context of a standard-setting 
effort, but require study on a case-by-case basis. The most notable and obvious restriction is an agreement 
by various participants that they will only produce products that comply with the standard. Here there is an 
inevitable trade-off: such restrictions could be used unreasonably to limit competition in terms of product 
characteristics, but the commitment to the standard embodied in such an “exclusivity” pledge might be 
critical for getting the standard to be widely adopted in the first place. Competition authorities should 
evaluate such restrictions on a case-by-case basis and not attempt to invoke some per se rule, e.g. by 
characterising such agreements as “group boycotts” or “concerted refusals to deal” and thus automatically 
prohibited. 

Keeping standards “open”  

 Standards are excellent from a competition policy perspective when they assure compatibility 
(thus harnessing network effects) and enable competition (thus ensuring competitive prices and 
competition to introduce improvements that do not introduce incompatibilities). When a uniform 
specification becomes widely used, i.e. truly a “standard” rather than a mere “would-be standard,” 
compliance with that specification can become critical for market acceptance. Thus, a single firm 
controlling the standard could well have significant market power, even a dominant position. 

                                                      
42  For a more complete discussion on this point, see Carl Shapiro, “Setting Compatibility Standards: 

Co-operation or Collusion?” in Expanding the Bounds of Intellectual Property, Rochelle Dreyfuss, Diane 
Zimmerman, and Harry First, eds., 2001, Oxford University Press. 

43  See the paper noted above as well as James Anton & Dennis Yao (1995), “Standard-Setting Consortia, 
Antitrust, and High-Technology Industries,”Antitrust Law Journal 247, vol. 64, pp 247-265. 
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 For precisely this reason, companies will have an incentive to try to “hijack” an open standard 
and control it, make it proprietary. This is a form of opportunism: other suppliers, complementors, and 
consumers might well adopt a standard on the promise or expectation that it would be open. Competition 
policy issues are directly implicated when a single firm acts to gain control of a standard that was 
previously open, or that was expected to be open based on prior representations. 

 All major standard-setting bodies have rules intended to prevent this type of “hijacking” of a 
standard. The usual rules require that participants in the standard-setting process agree to make all 
intellectual property essential to compliance with the standard available either royalty-free or in exchange 
for “fair, reasonable and non-discriminatory” (FRND) royalties, which have been called “friendly” 
royalties.  

 The primary guiding principle in this area is that firms reneging on prior explicit “openness” 
commitments should be held accountable under competition law, not just contract law. To implement this 
policy principle requires a close look at the facts in each case. Just what commitment to “openness” did the 
firm make? Was reliance on that commitment important in the adoption of the standard? And has the 
standard in fact been successful, so the firm can be seen as controlling a relevant market?  

 A leading US example in which a firm was found (at least by the FTC if not a Court) to have 
violated the antitrust laws based on its attempt to control a standard is the FTC case against Dell Computer, 
announced in November 1995. The FTC alleged that Dell threatened to exercise undisclosed patent rights 
against computer companies adopting the VL-bus standard, a mechanism to transfer data instructions 
between the computer’s CPU and its peripherals such as the hard disk drive or the display screen. The 
VL-bus was used with 486 chips, but it has now been supplanted by the PCI bus. According to the FTC, 

“During the standard-setting process, VESA [Video Electronics Standard Association] 
asked its members to certify whether they had any patents, trademarks, or copyrights that 
conflicted with the proposed VL-bus standard; Dell certified that it had no such 
intellectual property rights. After VESA adopted the standard — based in part, on Dell’s 
certification — Dell sought to enforce its patent against firms planning to follow the 
standard.”44 

 The Dell case stands for the proposition that a company participating in a standard-setting 
process is subject to antitrust liability if it fails to abide by the rules associated with that process and 
thereby harms competition. Hopefully, the Dell case has sent a signal to companies that they cannot 
“hijack” a standard using intellectual property that they failed to disclose as required by the standard-
setting organisation.45  

 Another good example is the case of Motorola and the V.34 modem standard adopted by the 
International Telecommunications Union. Motorola agreed to license its patents essential to the standard 
case to all comers on “fair, reasonable, and non-discriminatory terms.” Once the standard was in place, 
Motorola then made offers that some industry participants did not regard as meeting this obligation. 
Litigation ensued between Rockwell and Motorola, in part over the question of whether “reasonable” terms 
should mean: a) the terms that Motorola could have obtained ex ante, in competition with other technology 

                                                      
44  See http://www.ftc.gov/opa/1996/9606/dell2.htm 
45  Beyond this core principle, there were two controversial issues surrounding this consent decree: a) the FTC 

did not assert that Dell acquired market power, and indeed the VL-bus never was successful; and b) the 
FTC did not assert that Dell intentionally misled VESA. Anti-competitive harm is unlikely to arise in the 
absence of significant market power and the competitive effects are not dependent on Dell’s intentions.   
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that could have been placed in the standard; or b) the terms that Motorola could extract ex post, given that 
the standard was already set and Motorola’s patents were essential to that standard.  

 These issues are best dealt with by the standard-setting bodies, or standard-setting participants, 
either by making more explicit the duties imposed on participants, or by encouraging ex ante competition 
among different holders of intellectual property rights to get their property into the standard. 
Unfortunately, antitrust concerns about “price fixing” have led at least some of these bodies to steer clear 
of such ex ante competition, on the grounds that their job is merely to set technical standards, not to get 
involved in “prices,” including the terms on which intellectual property will be made available to other 
participants. The ironic result has been to embolden some companies to seek substantial royalties after 
participating in formal standard setting. 

 More recently, in a private action, Rambus was found by a jury to have acted improperly in its 
use of patents at the Joint Electron Device Engineering Council (JEDEC), the semiconductor engineering 
standardisation body of the Electronic Industries Alliance (EIA), a trade association for the electronics 
industry.46 JEDEC rules required that participants agree to disclose any patents that might cover the 
relevant technology to the other JEDEC participants. The jury found that Rambus had committed fraud by 
not disclosing its patent applications to JEDEC, which was in the process of setting standards for DRAM, 
a form of computer memory. The plaintiff in the case, Infineon, alleged that Rambus failed to disclose 
applications for more than 30 patents that might cover the technology incorporated in the standard. 
Infineon also alleged that Rambus used its knowledge of JEDEC’s plans to rewrite patent applications so 
they could cover the technology being contemplated as a standard. Rambus asserts that it followed all of 
JEDEC’s disclosure rules. This case should serve as a reminder to standard-setting organisations to be 
extremely explicit about their disclosure (and licensing) rules, and to participants that they must fully 
comply with such rules. Certainly, a vague obligation to license essential patents on FRND terms is 
insufficient: participants should insist that patent holders either agree to royalty-free licenses or specify in 
advance the precise terms on which licenses will be offered. 

 A potentially deeper problem arises if firms choose not to participate in the standard-setting 
effort, perhaps intentionally in order not to be bound by the relevant disclosure and licensing rules. This 
appears to be an unavoidable risk facing companies participating in standard-setting: that they will pick a 
technology that will become embodied in a successful standard, only to find that a firm that did not even 
participate in the standard-setting effort is asserting its patents against products complying with the 
standard. There is little that competition policy can do to avoid this danger, although recent changes in the 
United States to require disclosure of some patent applications can help reduce the extent of the “hold-up” 
problem.47 

 Another potential danger area arises if the obligation of participants to license patents only 
extends to “essential” patents, i.e. patents necessary to implement the standard. This can create a strange 
situation in which a patent holder argues that its patent is merely a “useful feature,” not a truly “essential” 
patent. If the useful feature becomes commercially necessary, if not technically required by the patent, a 
single firm may effectively control the standard. Again, there is a risk of imposing overly sweeping or 

                                                      
46  The case was reported in the Wall Street Journal, “Rambus is Ordered by Jury to Pay USD 3.5 Million to 

Infineon Over Patents,” May 10, 2001. Information about JEDEC can be found at 
http://www.jedec.org/Home/about_jedec.htm.  

47 . The American Inventors Protection Act of 1999 requires publication of most patent applications filed on or 
after November 29, 2000. After that date, an applicant may request that an application not be published 
only if the invention has not been, and will not be, the subject of a patent application filed in a foreign 
country that requires publication of patent applications 18 months after filing (or earlier claimed priority 
date) or under the Patent Cooperation Treaty. 
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unclear requirements on participants: requiring that a broader range of patents be licensed can either 
discourage R&D (which might otherwise give individual firms a competitive advantage) or participation in 
the standard-setting process itself. Again, the best way to handle these problems is to be as explicit as 
possible at the outset as to just which technologies or patents will be considered “essential” vs. “optional” 
or “features.”  

 At least in the United States, where private antitrust actions are common, there will inevitably be 
some plaintiffs who attempt to pursue their own private interests, even when the public interest in 
competition is not served. As long as the Courts follow sound economic principles in deciding these cases, 
standard-setting efforts should not be impeded. One example of such a case is the action brought by 
MultiVideo Labs (MVL) against Intel, alleging that Intel was acting improperly with regard to the standard 
for the Universal Serial Bus (USB).48 There was no dispute that the USB was an innovation highly 
beneficial to customers: it allows a great many peripheral devices to connect more simply to personal 
computers. Intel played a leading role in developing the USB standard. MVL sought to make products that 
did not comply with the USB specifications, and when the USB standard-setting body refused to certify 
these products as compliant, MVL sued, alleging that its products were being excluded from the market for 
anti-competitive reasons. In a strong opinion, the Court ruled against MVL, finding that enforcing the 
integrity of a standard is pro-competitive. The Court noted that there was nothing preventing MVL from 
making non-compliant products and claiming that they were superior (assuming this would not be a false 
or misleading claim); MVL was simply barred from using the USB logo and falsely claiming compliance. 
The lesson here is that a standard-setting entity, even a dominant firm or a group of competitors, can act to 
deny non-compliant products from using the brand name or logo associated with the standard. 

Cross-licenses 

 Cross-licenses are mutual arrangements between or among rights holders by which each gains 
rights to make use of intellectual property owned by the other(s). For example, IBM and Motorola might 
enter into a cross-license to share their patents and/or trade secrets regarding certain technologies for the 
manufacture of semiconductors. There is no doubt that cross licenses can be a great boon to competition 
and innovation. The most attractive cross-licenses are those that give each firm considerable design 
freedom, i.e. the freedom to design and introduce new products without fear of infringing on the other 
firm’s patents, and without imposing any running royalties. For example, Intel has cross-licenses of this 
general type with a number of other major firms in the semiconductor industry.  

 One cause for concern might be that a firm agreeing to license its future patents will have 
reduced incentive to conduct R&D and obtain such patents, knowing that the cross-licensee would be able 
to practice these patents. While this concern is perfectly correct as a matter of theory, in practice it appears 
that the freedom from being held-up (having to pay royalties on patents that have not yet been issued for 
products designed without knowledge of the relevant patent applications) is far greater, so broad cross-
licenses stimulate both innovation and competition.49 In part this results from the fact that many patents 
appear to be issued covering technology that others are already practising, or independently deploying, 
before the patent is granted (and thus disclosed). As noted earlier, this suggests the need for reform of the 
patent system, a topic beyond the scope of this paper. 

                                                      
48  See MultiVideo Labs, Inc. vs. Intel Corporation, 98 Civ. 3908 (DLC), US District Court, Southern District 

of New York, 1998. The author served as an expert witness for Intel in this case. 
49  This same point applies to various “grantback” provisions in licenses, i.e. provisions under which the 

licensee agrees to make certain future patents available to the licensor.  
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 Cross-licenses can, however, be abused. The most obvious danger arises when two direct 
competitors agree to charge running royalties to each other for various patents that they hold. The effect of 
such royalties will be to raise the price of the final product, since running royalties are a marginal cost. 
While such royalties might be perfectly reasonable, e.g. if each company holds a blocking patent, 
competitors have an incentive to use such royalties as a means of effectuating a cartel or monopoly 
outcome. One possible indication of such an anti-competitive plan is an agreement by the two firms to pay 
royalties even on products that do not infringe on the other’s patents. Another red flag is the payment of 
fixed fees from firm A to firm B as part of a licensing agreement under which firm B then pays running 
royalties to firm A. This structure can raise firm B’s marginal costs, and thus prices, with the fixed fee 
from A to B compensating B for its elevated costs. Cross-licenses can be anti-competitive if they reduce 
the ability of one or both firms to compete; one firm may agree to hinder its own ability to compete either 
a) in exchange for valuable consideration, or b) in exchange for a like agreement by a rival. 

 The use of cross-licenses can also interact with the “refusal to license” issues for dominant firms 
discussed earlier. The FTC’s case against Intel was precisely such a case: the FTC alleged that Intel had 
monopoly power over microprocessors and was acting anti-competitively by refusing to license certain 
trade secrets to firms that would not enter into cross-licenses with Intel.50 As indicated earlier, since Intel 
was licensing its trade secrets only under certain conditions, this is not simply a matter of Intel exercising 
its rights not to license intellectual property. However, this issue primarily arose between Intel and its 
customers, and thus had no obvious impact on competition in the market that Intel was alleged to 
dominate. Indeed, Intel described its conduct as a pro-competitive policy of “IP for IP,” which would 
primarily have the effect of making it more difficult for companies benefiting from Intel’s patents and 
trade secrets from holding up Intel by asserting their patents against Intel. Ultimately, a settlement was 
reached between the FTC and Intel under which Intel would not withhold trade secrets from a customer in 
response to a patent suit initiated by that customer so long as that customer agreed not to seek an injunction 
against Intel for patent infringement. 

Patent pools51 

 A patent pool involves a single entity (either a new entity or one of the original patent holders) 
that licenses the patents of two or more companies to third parties as a package. Patent pools, while less 
common than cross licenses, are another natural way in which companies can combine their patents and 
thus promote diffusion, even while enhancing the returns to innovation. Generally speaking, patent pools 
are highly pro-competitive so long as they combine complementary patents and not substitute patents.52  

 The US Department of Justice has clearly articulated its policy towards patent pools/package 
licensing in a trio of business review letters regarding an MPEG patent pool and two DVD patent pools. 
The essence of this approach, which has strong support in economic theory, is that inclusion of truly 
complementary patents in a patent pool is desirable and pro-competitive, but assembly of substitute or rival 
patents in a pool can eliminate competition and lead to elevated license fees. Put differently, the key 

                                                      
50  See http://www.ftc.gov/os/1999/9908/intel.do.htm. The author served as an expert witness for Intel in this 

case. 
51  Material in this section is taken in part from Carl Shapiro, “Navigating the Patent Thicket: Cross Licenses, 

Patent Pools, and Standard-Setting,” in Innovation Policy and the Economy, Adam Jaffe, Joshua Lerner, 
and Scott Stern, eds., National Bureau of Economic Research, 2001. 

52  For a discussion of patent pools (as well as cross-licensing) reflecting the DOJ position on these issues, see 
Joel I. Klein, (1997), “Cross-Licensing and Antitrust Law,” at 
http://www.usdoj.gov/atr/public/speeches/1123.htm.  
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distinction in forming a patent pool is that between “blocking” or “essential” patents, which properly 
belong in the pool, and “substitute” or “rival” patents, which may need to remain separate. 

 In the MPEG case,53 the Department approved the creation of a pool of patents necessary to 
enable manufacturers to meet the MPEG-2 video compression technology. This pool, encompassing 
patents from Fujitsu, General Instrument, Lucent, Matsushita, Mitsubishi, Philips, Scientific-Atlanta, Sony, 
and Columbia University, permits “one-stop shopping” for makers of televisions, digital video disks and 
players, telecommunications equipment as well as cable, satellite, and broadcast television services. To 
support their formation of a patent pool, these nine patent holders conducted an extensive search to identify 
all patents essential to the MPEG-2 standard and include them in the pool. The licensing agent for the pool, 
MPEG LA, will employ an independent patent expert to determine whether a patent in the pool is in fact 
essential, and whether other patents are essential and thus suitable for inclusion in the pool. As stated by 
the Department, “the use of the independent-expert mechanism will help ensure that the portfolio will 
contain only patents that are truly essential to the MPEG-2 standard, weeding out patents that are 
competitive alternatives to each other.” 

 In the first Digital Versatile Disk (DVD) case,54 the Department approved a proposal by Philips, 
Sony, and Pioneer to jointly license patents necessary to make discs and players that comply with the 
DVD-Video and DVD-ROM standards. Again, only essential patents are to be included in the joint 
licensing program. As with the earlier CD licensing program of Sony and Philips, licenses will be offered 
by Philips, in this case on behalf of all three firms. Again, an independent patent expert will be employed 
to ensure that the license only conveys the rights to essential patents. As stated by the Department, “the 
expert will help ensure that the patent pool does not combine patents that would otherwise be competing 
with each other.” The Department subsequently approved a second joint licensing scheme relating to the 
DVD-Video and DVD-ROM standards,55 this one including patents held by Toshiba (the licensing entity), 
Hitachi, Matsushita, Mitsubishi, Time Warner, and Victor Company of Japan. Note that the effect of these 
two patent pools appears to be to reduce but not eliminate the complements problem, since there remain 
two separate pools, not just one: “two-stop shopping,” it would appear. 

 In contrast to the Department of Justice’s approval of these three patent pools, the US Federal 
Trade Commission in March 1998 challenged a patent pool formed by Summit Technology, Inc. and VisX, 
Inc. two firms that manufacture and market lasers to perform a new, and increasingly popular, vision 
correcting eye surgery, photorefractive keratectomy.56 According to the FTC: “Instead of competing with 
each other, the firms placed their competing patents in a patent pool and share the proceeds each and every 
time a Summit or VISX laser is used.” The FTC was ostensibly following the same principles employed by 
the Justice Department, namely to permit the assembly of complementary or essential patents, but not rival 
patents, into a pool. According to the FTC, the two companies agreed not to license their patents 
independently. However, the companies in this case argued vigorously that they did indeed have mutually 
blocking patents, making their pool, Pillar Point Partners, pro-competitive. In August 1998 the two 
companies settled with the FTC and agreed to lift any restrictions on each other regarding the licensing of 
their patents; ultimately, their patent pool was dissolved.57  

                                                      
53  See the June 26, 1997 press release,  http://www.usdoj.gov/atr/public/press_releases/1997/1173.htm.  
54  See the December 17, 1998 press release, http://www.usdoj.gov/atr/public/press_releases/1998/2120.htm.  
55  See the June 10, 1999 business review letter, 

http://www.usdoj.gov/atr/public/press_releases/1999/2484.htm.  
56  See the March 24, 1998 press release, http://www.ftc.gov/opa/1998/9803/eye.htm.  
57  For a description of the settlement, see the August 21, 1998 press release, 

http://www.ftc.gov/opa/1998/9808/sumvisx.htm. Despite this settlement, the FTC continued to pursue 
VisX for allegedly acquiring a key patent by inequitable conduct and fraud by omission on the U.S. Patent 
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 The Summit and VisX case raises a number of very interesting and tricky issues regarding patent 
pools and joint licensing programs. First, if Summit and VisX reasonably believed that their patents 
blocked each other at the time they formed the pool, was that sufficient to justify the formation of a pool? 
How hard were they required to look into the validity of each other’s claims before agreeing to form Pillar 
Point Partners? Second, if each firm believed it could, at considerable expense, delay, and risk, invent 
around the other’s patents, should the two firms be prohibited from forming a pool and rather forced to 
attempt to invent around each other’s patents, under the view that the consumer might thereby enjoy the 
benefits of direct competition (although the product might be delayed, or never introduced, in the absence 
of the pool)? Third, is there competitive harm in placing some potentially rival patents into the pool, 
assuming that each party in fact controls valid blocking patents, making some type of pool pro-
competitive? Fourth, can the pool be attacked on antitrust grounds based on the argument that a less 
restrictive alternative, namely a royalty-free cross-license, would have achieved the same legitimate 
purposes and created additional competition? If so, does it matter in this assessment that Summit and VisX 
agreed that the pool would license their patents to third parties, something that a cross-license would not 
permit, unless it contained rather unusual sublicensing rights? These questions, or their analogs, will 
generally be important in cases involving patent pools.  

Patent settlements 

 A final area of interest concerns the limits on patent settlements between rivals. While 
settlements are generally welcomed by the Courts, and while most licenses and cross-licenses can be 
regarded as forms of settling patent disputes, the possibility clearly exists for rivals to use the settlement 
process to restrict competition in ways not merely reflective of their valid intellectual property rights. 

 The leading US cases along these lines are the FTC’s various actions against settlements between 
branded pharmaceutical manufacturers and generic challengers.58 The typical pattern in these cases looks 
like this: a pharmaceutical manufacturer with a patented, branded drug is facing potential entry by a 
generic supplier. Generic entry would lead to a significant reduction in prices, to the benefit of consumers. 
However, the patent holder asserts that the would-be generic entrant infringes its patent, and seeks to block 
entry. Patent litigation ensues. Then a settlement is reached in which certain consideration passes from the 
patent holder to the challenger and in which an entry date for the generic supplier is negotiated. The FTC 
has generally been willing to challenge such agreements if the patent holder makes a payment to the 
challenger, on the theory that such payments effectively delay generic entry and thus lessen competition. 
This concern about an incumbent patent holder paying off would-be entrants is not confined to express 
agreements between branded pharmaceutical companies and generic entrants: a number of mergers can 
also be regarded as settlements of patent disputes that eliminate actual or potential competitors who are 
facing patent challenges from incumbents.  

 One way to balance the legitimate intellectual property rights of the settling parties with the 
interests of consumers is to adopt a competition policy that compares consumer benefits under a proposed 
settlement with consumer benefits from ongoing litigation.59 Settlements that raise consumer benefits 
(formally, consumer surplus) are considered pro-competitive. This standard explicitly recognises that some 

                                                                                                                                                                             
and Trademark Office. However, an administrative law judge subsequently dismissed this complaint; see 
the June 4, 1999 press release, http://www.ftc.gov/opa/1999/9906/visx.htm.  

58  Gilbert and Tom (2001) contains an extensive discussion of these cases. 
59  A much more complete discussion and more technical analysis of the antitrust limits to patent settlements 

is available in Carl Shapiro (2001), “Antitrust Limits to Patent Settlements;” see 
http://haas.berkeley.edu/~shapiro/settle.pdf.  
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patents are weak in the sense that the probability they will be held valid and infringed is low, and that 
holders of weak patents cannot expect to reach settlements that restrict competition as much as can holders 
of strong patents. The patent right is probabilistic, not absolute. Put differently, a patent gives its holder the 
right to try to exclude, not the absolute right to exclude.  
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CONCLUSIONS AND RECOMMENDATIONS 

 This paper has provided a framework for guiding competition policy in the areas of innovation 
and intellectual property. Based on underlying economic principles and selected cases, it suggests specific 
policy approaches to a variety of key policy issues that arise: mandatory licensing, the treatment of cross-
licenses and patent pools, and the limits on settlement of patent disputes between rivals. There is no 
systematic evidence that competition policy has impeded innovation. To the contrary, with the exception of 
cases that treat the mere refusal to license as an anti-competitive act, the cases studied on the whole show a 
respect for intellectual property rights even while delineating the limits of such rights. Hopefully, the 
various OECD countries can learn from this study, and from the practices of the other countries, in the 
realms of competition and innovation policy. 



Unilateral Refusals to License IP: 
Xerox and the Right to Exclude

Chris Sprigman
Counsel, King & Spalding (Washington D.C.)

DOJ/FTC Hearings • Washington D.C. • May 1, 2002
The Strategic Use of Licensing:  Is There Cause for 

Concern About Unilateral Refusals to Deal?



Unilateral refusals to deal vs. 
dealing on conditions

• Xerox holding probably limited to 
unilateral refusals to deal, but not clear:
– tying: it isn’t unilateral
– what about other conditions in a license? 

• exclusive dealing (especially “tie-out” 
provisions)

• non-compensatory discount structures
• grantbacks (especially exclusive or de facto 

exclusive)



Townshend v. Rockwell Int’l 
Corp.

• Suit alleging infringement of patents 
related to 56k modem technology

• Counterclaim against plaintiff and 
another counter-defendant alleging 
agreement to condition availability of 
licenses on . . . 
– cross-license
– other forms of reciprocal dealing



Townshend v. Rockwell Int’l 
Corp.

“Because a patent owner has the 
legal right to refuse to license his 
or her patent on any terms, the 
existence of a predicate condition 
to a license agreement cannot 
state an antitrust violation.”



Townshend v. Rockwell Int’l 
Corp.

• Lesser-included rights rationale
– unilateral vs. dealing on conditions
– can we separate the two reliably?

• what about when conditions are not written 
down in a license?

• is “selective licensing” properly deemed 
unilateral? (Intergraph v. Intel)  

• Counterclaim alleged an agreement!



Antitrust Immunity for Unilateral 
Refusals to Deal in IP?

• The right to exclude is the essence of 
the patent grant

• The right to exclude is also the central 
right in other forms of property

– yet other forms of property are subject to 
refusal to deal law . . .



Is Intellectual Property Just 
Property?

IP Guidelines: “[F]or the purpose of 
antitrust analysis, the Agencies regard 
intellectual property as being essentially 
comparable to any other form of 
property.”
– but the “right to exclude” incident to other forms of 

property does not include the right to monopolize



The Scope of the Right to 
Exclude

• Why might “right to exclude” incident to 
IP be special?
– It’s the only right: exclusion of competitors 

is “the very essence of the right conferred 
by the patent.” Continental Paper Bag (1908)

– Incenting innovation: more on this later . . . 



But . . .
• The right to exclude others is “one of the most 

essential sticks in the bundle of rights that are 
commonly characterized as property.” Kaiser 

Aetna v. United States (1979)

– tangible property “bundle” vs. IP stick 
• Really?  Heirs, assigns.  Right to parcel out 

access.

– the question is the length of the stick: is the 
right to exclude complete? Or qualified?



No Guidance From the Sup. Ct.
• “The patent laws . . . are in pari materia with 

the antitrust laws and modify them pro tanto.”
Simpson v. Union Oil (1964)

– English translation: “The patent laws . . . relate 
to similar subject matter as the antitrust laws and 
modify those laws to that extent.”

– Laws in pari materia should be harmonized, to 
extent possible

• The Supreme Court has done nothing more 
than pose the question



The 1988 Patent Act 
Amendments

No patent owner otherwise entitled to relief 
for infringement . . . shall be denied relief or 
deemed guilty of misuse or illegal extension 
of the patent right by reason of having done 
one or more of the following: . . . refused to 
license or use any rights to the patent . . . .
35 U.S.C. § 271(d)(4)



The 1988 Patent Act 
Amendments

• Statute does not purport to apply to 
antitrust liability

• Antitrust exemptions disfavored

• “Illegal extension” sounds like misuse: 
– defined as “broadening the physical or temporal 

scope of the patent grant with anticompetitive
effect.” Virginia Panel Corp. v. MAC Panel Co. (Fed. Cir. 1997)



The Section 2 Test
• Monopoly power, and sacrifice of profit

available through exercise of monopoly 
power in order to exclude competition
– Aspen Skiing: exclusion of rivals “on some basis 

other than efficiency”

– Judge Bork: not profit maximizing except for 
resulting reduction in competition

– Ordover/Willig: sacrifice of profits that a 
monopolist could have earned but for exclusion of 
rivals



The Section 2 Test
• Narrow

– monopoly power in a relevant market
– Π must prove profit sacrifice

• Remedies -- order to deal at what price?
– no proscription against monopoly profits
– “fair” = non-discriminatory?
– concern to protect efficient price discrimination 
– similar transactions may provide appropriate price
– likelihood of bargaining: delay remedy?



Innovation and the Right to 
Exclude

• More exclusion = more innovation?
– What about incentive for follow-on 

technologies?
– Hold-up problem
– “Small” IP rights controlling large markets 

• Innovators sufficiently sensitive that 
(marginal) refusal to deal liability will 
have effect on incentive?



The Unexpected Benefits of 
Delay and Uncertainty

• The “stationarity intuition” Ayres & Klemperer 
(1999)

– Small restrictions on the right to exclude 
will reduce the patentholder’s profit 
somewhat, but will reduce deadweight loss 
by a much greater amount.

– Refusal to deal liability: is it a candidate?
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Conclusion
• Argument that IP “right to exclude” 

definitionally rules out refusal to deal claims 
based on a contestable assumption re: scope 
of right.

• Refusal to deal liability may increase social 
welfare: favorable ratio decreased 
DWL/patentholder profit.
– Remedies: continuing concern
– Problem with remedies not materially different 

from general refusal to deal context
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 Thank you for the opportunity to speak to you today about the intersection of 

antitrust and intellectual property law and policy, and in particular to address the 

important topic of refusals to deal or refusals to license intellectual property.  My name is 

Mark Whitener, and I am Antitrust Counsel for General Electric Company.  Before 

joining GE, I served as Deputy Director of the FTC’s Bureau of Competition where I 

supervised the FTC’s non-merger enforcement in matters involving intellectual property 

and other issues.  While at the FTC I worked on the Intellectual Property Guidelines, 

which I believe continue to provide highly useful and sensible guidance in this area.  

Today I will attempt to provide the perspective of someone who believes strongly in the 

role of antitrust in the global economy, and who counsels a company that has long been 

an important contributor of innovation and technology development.  I should emphasize 

that the views I state today are my own and not necessarily those of GE. 

 

 I will begin by describing some of the difficulties that the uncertain state of the 

law governing refusals to deal creates for those who counsel intellectual property owners.  

Then I will offer my views on the proper role of antitrust in this area, including 

suggestions as to how the U.S. antitrust agencies might address this issue in a manner that 
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is consistent with both the fundamental mission of the antitrust laws and with the interests 

of innovators and the consumers who benefit from investments in innovation.  

 

 The Ninth Circuit’s decision in Image Technical Services v. Eastman Kodak Co.1 

is largely responsible for introducing uncertainty into what was previously a fairly well-

settled area of the law – the right of intellectual property owners unilaterally to refuse to 

license their IP rights to others. As my colleague Ron Myrick pointed out in his testimony 

before these hearings, the Federal Circuit’s rejection in Xerox2 of the Ninth Circuit’s 

analysis, while a positive development, does not eliminate this uncertainty, since patent 

holders that may face litigation in the Ninth Circuit must still heed that court’s analysis in 

exercising their patent rights.3  This is not merely a regional issue, of course; any firm 

operating nationally or globally is likely to be subject to the law of the Ninth Circuit, and 

therefore the Kodak decision remains a major factor in the antitrust analysis of refusals to 

license patent rights. 

 

Many commentators, including participants in today’s panel, have discussed the 

implications of the Ninth Circuit’s Kodak decision.  As I will make clear later in my 

remarks, I do not believe it is the proper role of antitrust enforcers, or courts applying the 

antitrust laws, to regulate the circumstances (much less the terms and conditions) under 

                                                 
1   125 F.3d 1195 (1997). 
 
2   In re Independent Service Organization Antitrust Litigation, 203 F.3d 1322 (Fed. Cir. 2000), cert. denied 
sub nom, CSU LLC v. Xerox Corp., 531 U.S. 1143 (2001). 
 
3   Testimony of Ronald Myrick before the FTC/DOJ Hearings on IP and Antitrust at 13-16 (March 19, 
2002) (“Myrick statement”) , available online at < 
http://www.ftc.gov/opp/intellect/020319ronmyrickpreparedtestimony.pdf>. 
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which owners of intellectual property must share that property with others.  Instead, the 

role of antitrust is properly understood as law enforcement, not regulation, applying legal 

standards that focus on prohibiting conduct that is exclusionary or collusive, and that can 

reasonably be understood and applied by businesses.  Indeed, the very confusion 

engendered by the Ninth Circuit’s ill-conceived analysis in Kodak makes this point fairly 

eloquently, because one of the many problems with trying to apply antitrust to refusals to 

deal lies in the inherent difficulty of coming up with sensible analytical standards on 

which to base such intervention.  I will focus on two aspects of the confusion – and 

resulting difficulties in antitrust counseling – that arise from the Ninth Circuit’s Kodak 

decision:  the artificial subdivision of intellectual property rights into multiple “markets” 

for purposes of determining whether a refusal to license improperly extends those rights 

from one market to another; and the misplaced analysis of subjective intent and 

“pretextual” motivations for a refusal to license.4  

 

First, despite its inability to find any reported decision where a patent or copyright 

holder’s unilateral refusal to license had been the basis for antitrust liability, the Ninth 

Circuit (in erroneous reliance on a footnote in the Supreme Court’s 1992 Kodak 

decision)5 concluded that Kodak’s parts policies had improperly extended its monopoly 

in the market for parts for its equipment into the market for copier service.  The 

fundamental error here was the conclusion that antitrust theories relating to the improper 

                                                 
4   I will not address here some other, perhaps equally important, areas where the antitrust analysis of IP 
rights has at times  gone awry, including the arbitrary equation of IP rights with market power by some 
courts and commentators, and the failure properly to define relevant markets in some cases (particularly 
those cases involving parts, services and software that are related to a primary equipment market). 
 
5  Eastman Kodak Co. v. Image Technical Services, 504 U.S. 451, 480 n.29 (1992). 
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extension of intellectual property rights from one market to another are applicable to a 

unilateral refusal to deal in patented property, where the patent rights at issue can be said 

to encompass multiple antitrust markets.  The court was not deterred by the fact that any 

power allegedly possessed by the patent owner stemmed from the same intellectual 

property regardless of which “market” was said to be affected, and that any alleged 

extension of that power resulted from the refusal to share that same common core of 

intellectual property. If the Ninth Circuit’s approach were accepted as the correct 

standard for refusals to license, then virtually any time the subject matter of a patent is 

applicable in more than one end-use in which the patent owner is active – which will 

often be the case – then  (at least where monopoly power is found or inferred in one 

market) a simple refusal to license arguably can be viewed as an unlawful extension or 

leveraging of that position from the “primary” market encompassed by the patent into 

separate “markets.” 

 

This theory of liability not only reflects a fundamental legal and analytical error, it 

poses an enormous problem for counseling, risk assessment and business planning.  

Important business decisions become subject to post hoc assessments of how many 

“markets” are encompassed by a single IP grant.  Not only should that question be 

irrelevant to the antitrust analysis of a refusal to deal, but the answer usually will be 

unknowable at the time the initial innovation is taking place.6  This makes it very difficult 

to assess up front – when crucial investment decisions are being made – how a court 

                                                 
6 See, e.g., In re ISO Antitrust Litig., 989 F. Supp. 1131, 1136 (D. Kan. 1997) (under the Ninth Circuit’s 
standard, “[i]nventors rarely could refuse to license without fear that they had not properly defined the 
relevant antitrust market or considered how the relevant markets may be defined in the future.”). 
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ultimately would evaluate key business issues such as whether a firm will be able to 

capture the full value of the technology it is developing, whether it will be forced to share 

the technology with others, and what sort of arrangements it can implement in developing 

and marketing products based on that technology.  We can debate the precise extent to 

which these uncertainties chill procompetitive investments in innovation, but it must be 

the case that aggregate investment in innovation is less when innovators face greater 

uncertainty about their ability to capture returns on that investment and greater 

restrictions in how they go about doing so.7 

 

A second problem with the Ninth Circuit’s analysis in Kodak that raises serious 

problems in antitrust counseling is the court’s conclusion that where patent rights relating 

to one market are allegedly being used to obtain a monopoly in another market, the patent 

holder must demonstrate a legitimate business justification for exercising its right under 

the patent to exclude others.  The court compounded the problem by concluding that, 

while the desire to profit from the protection of IP rights is presumed to be a legitimate 

justification, that presumption may be rebutted by evidence that such a motivation is a 

“pretext” for some other, “anticompetitive” motivation such as a “hostility to 

competition.”  The court found evidence that Kodak’s asserted IP justification was 

pretextual, including the fact that Kodak’s parts manager testified that patents “did not 

                                                 
7 See, e.g., SCM v. Xerox Corp., 645 F.2d 1195, 1206 (2d Cir. 1981) (“If the threat of treble damage 
liability for refusing to license were imbedded in the minds of potential patent holders as a likely prospect 
incident to every successful commercial exploitation of a patented invention, the efficacy of the economic 
incentives afforded by our patent system might be severely diminished.”). 
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cross [his] mind” when Kodak began its policy of selling parts only to end-users and not 

to competing service providers.8 

 

Many commentators – including some who believe that unilateral refusals to 

license should be unlawful in certain instances – have pointed out the absurdity of this 

distinction-without-a-difference between a subjective desire to “protect intellectual 

property rights” (legitimate) and a desire to “eliminate competition” (improper).  Of 

course, both characterizations describe the same fundamental business objective – to 

extract the full value of one’s IP rights by, among other things, preventing others from 

using those rights.   Legally and analytically, an inquiry into the subjective intent behind 

a refusal to license is unsound, since exclusion of competitors from using one’s patents 

“may be said to have been of the very essence of the right conferred by the patent, . . . 

without question of motive.”9  Antitrust liability should not turn on how IP owners 

express their lawful intention to exercise their right to exclude.  From a counseling 

standpoint, the Ninth Circuit’s distinction between legitimate and “pretextual” assertions 

of patent rights is both unworkable in practice and very difficult to explain to business 

people who want to know how to ensure that their activities are lawful.  As the district 

court noted in Xerox, under the Ninth Circuit’s standard in Kodak, liability can turn on 

the existence or absence of “a self-serving memorandum in the files of a corporate 

                                                 
8  125 F.3d at 1219. 
 
9   Continental Paper Bag Co. v. Eastern Paper Bag Co., 210 U.S. 405, 429 (1908). 
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executive, which states that the company is refusing to license its products because they 

are patented . . . .”10 

 

It always makes sense for business people to avoid creating documents suggesting 

a desire to harm any competitor or the competitive process, and to make clear in 

documents and discussions the positive, procompetitive benefits of business activities.  

But it is not at all clear whether business people can ever confidently stay on the right 

side of the Kodak “pretext” analysis when precisely the same motivation, and even the 

identical language, could be found to fall on either side of the line.  When the analysis of 

such motivations is treated as a question of fact for the jury in an antitrust case, IP owners 

are exposed to real-world risks of treble damages in situations where they have done 

nothing more than attempt to keep what they created.  And, perversely, the magnitude of 

that risk increases as the value of the intellectual property increases.  All else being equal, 

a more important innovation may be more likely to be portrayed as creating market 

power, as encompassing multiple end-use markets, and as something that competitors 

“need” in order to compete with the innovator.  This creates a situation where it is 

precisely those innovations offering the greatest benefits to society that are the most 

likely to be chilled. 

 

 The Federal Circuit’s decision in Xerox refuted the Ninth Circuit’s analysis in 

Kodak.  Most commentators agree that the Federal Circuit reached the right result in that 

                                                 
10   989 F. Supp. at 1141.  See also, e.g., Carl Shapiro, Competition Policy and Innovation, OECD STI 
Working Papers 2002/11, at 13 (“The Kodak  case is a good example of legal formalisms triumphing over 
economics and common sense”). 
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case, and many agree that the antitrust analysis of refusals to deal in IP rights was better 

off before the Ninth Circuit’s Kodak decision.  At the same time, the Xerox decision has 

not been received with uniform approval, so it is useful to examine the various categories 

into which much of the criticism of Xerox falls.  

 

First, of course, there are those who support a broad-based duty to share IP rights 

in various circumstances and who fundamentally disagree with the analysis in Xerox.  

Second, some object to the idea that a category of conduct such as refusals to license 

patent rights should be given “immunity” from antitrust liability.  They point to the 

principle espoused in the Intellectual Property Guidelines11 that the same basic antitrust 

principles apply to various forms of property rights and argue that any particular conduct 

should be analyzed on its own facts without the benefit of any “special protection” for 

intellectual property.  Third, some do not quarrel with the outcome in Xerox but take 

issue with the Federal Circuit’s dictum describing purported exceptions (tying, fraud on 

the patent office and sham litigation) to the right of an intellectual property owner to 

unilaterally refuse to deal, 12 and point to other situations involving refusals to deal where 

they believe antitrust liability should be imposed.13 

                                                 
11   U.S. Department of Justice and Federal Trade Commission, Antitrust Guidelines for the Licensing of 
Intellectual Property  (1995). 
 
12   203 F.3d at 1327. 
 
13  See, e.g., Robert Pitofsky, Antitrust and Intellectual Property:  Unresolved Issues at the Heart of the 
New Economy (March 2, 2001).  In his article Antitrust Liability for Unilateral Refusals to License 
Intellectual Property:  Xerox and its Critics, INTELL. PROP . NEWS. (A.B.A. Antitrust Section, Intell. Prop. 
Committee), Spring, 2001, Jon Gleklen responds to many of these points, provides a strong defense (as 
counsel to Xerox in the ISO litigation) for the fundamental soundness of the result in that case, notes that 
the dictum about “exceptions” to the right to refuse to deal is in various respects superfluous or flawed, and 
comments on former Chairman Pitofsky’s suggestions that there are other possible exceptions that the 
Federal Circuit did not address. 
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 As noted above, I disagree with the critics of Xerox in the first camp.  As for the 

third, I think it is fair to point out that the Federal Circuit’s dictum was not especially 

insightful, accurate or complete.  But if the concern about that dictum is that it meant to 

describe the full range of IP-related activities other than unilateral refusals to deal that 

might run afoul of the antitrust laws in certain circumstances, this concern seems to me 

overblown, since the court’s language did no such thing.  

 

It is the second category of criticism of Xerox noted above that I want to address:  

that antitrust and intellectual property policies are not fundamentally in opposition; 

property is property; and as a policy matter it is preferable to avoid categorical rules of 

legality or immunity, but rather to consider on a case by case basis whether particular 

conduct runs afoul of some legitimate theory of competitive harm.  This sounds like a 

flexible approach and therefore might seem reasonable at first blush, but as applied to 

unilateral refusals to deal in intellectual property, I think it is wrong, for several reasons. 

 

First, the legal and statutory arguments that were advanced in Xerox, and that are 

addressed in other statements at these hearings, establish in my view that Congress has 

indeed afforded special protection to intellectual property, so that antitrust analysis is not 

writing on a clean slate at least where patents are concerned.14  Second, critics of 

categorical legality for unilateral refusals to deal in IP point to situations where they 

                                                 
14   See, e.g., Gleklen, n.10 supra; Myrick statement at 13-16.  The Xerox decision itself is not a model of 
clarity, and the arguments in support of its holding may have been better stated by others than by the court 
itself. 
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believe liability should be imposed, but the situations they describe often involve conduct 

other than a pure refusal to deal that readily would be analyzed under a traditional 

antitrust theories relating to tying, exclusivity, or other competition- limiting conditions. 

 

Third, many of the critics of a broad right to refuse to deal fail, in my view, to 

offer a coherent analytical framework under which refusals to deal or refusals to license 

should be analyzed.  It is not enough to say that refusals to deal can be analyzed under the 

general Section 2 framework of “exclusionary” conduct.  This begs all sorts of questions.  

For example, it is widely accepted (in the United States at least) that it is not unlawful 

merely to possess monopoly power, or to exercise it by (for example) charging monopoly 

prices.  And it was fairly clear before the Ninth Circuit’s Kodak decision that unilateral 

refusals to deal in intellectual property (and indeed in other forms of property) were 

ordinarily not viewed as unlawful exclusionary conduct.  When, and why, should a 

unilateral decision not to share intellectual property be viewed as an “exclusionary” act 

rather than the mere “exercise” of monopoly power (if that) in the same category as 

supracompetitive pricing?    Moreover, critics of a broad right to refuse to deal seldom 

address a very important issue:  if an IP owner is required to share its IP rights, then on 

what terms and at what price, and who decides?  Neither courts nor, for that matter, 

antitrust authorities are particularly well-equipped to act as price regulators.15  Finally, a 

                                                 
15   Note that in Kodak the Ninth Circuit overturned an injunction requiring Kodak to sell at “reasonable” 
prices and permitted Kodak to charge “any nondiscriminatory price the market will bear.”  125 F.3d at 
1225-26.  The problems with having the courts or enforcement authorities seek to determine “reasonable” 
prices have been widely noted.  The alternative of mandating “nondiscriminatory” pricing raises other, 
equally serious concerns.  What is the proper benchmark against which a discrimination is to be measured? 
What if the IP owner charges everyone equally high, profit -maximizing prices?  And how to deal with the 
fact that, as even some proponents of liability for certain unilateral refusals to deal acknowledge, “there is 
no antitrust prohibition against a patent owner’s using price discrimination to maximize his income from 
the patent”?  USM Corp. v. SPS Technologies, 694 F.2d 505, 512-13 (7th Cir. 1982), cited in A. Douglas 
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rule of reason analysis requires a consideration of the justifications for the conduct in 

question.  How is the innovator’s legitimate (indeed, statutory) interest in capturing the 

full return on its investment in innovation taken into account, and when (and why) would 

it ever be trumped by other interests? 

 

When antitrust is properly understood as a system of law enforcement against 

specific anticompetitive conduct, and enforced according to well-established analytical 

principles, then antitrust creates no tension with the policies of the intellectual property 

laws, because fundamentally it does not call into question the right of an owner of 

intellectual (or other) property to share or refrain from sharing that property with others 

and thereby to capture the full economic value of that property.  If there is ever to be a 

policy decision that certain intellectual (or other) property must be shared with others, I 

do not believe antitrust law is the proper vehicle for such a decision, regardless of 

whether it is wielded by antitrust enforcers or by the courts at the behest of private 

litigants. 

 

 When they are founded on sound economic principles, and enforced consistently 

with those principles, the antitrust laws play an important role in preventing activities that 

harm competition and undermine efficiency.  But there is a critical element to what 

constitutes sound antitrust policy that is sometimes overlooked or ignored, and that is 

relevant to today’s discussion of refusals to deal or refusals to license intellectual 

property.  In this area in particular, it is essential to keep in mind that antitrust is 

                                                                                                                                                 
Melamed and Ali M. Stoeppelwerth, The CSU Case:  Facts, Formalism and the Intersection of Antitrust 
and Intellectual Property Law, 10:3 Geo. Mason L. Rev. 1, 10 n.42 (2002). 
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fundamentally about law enforcement – the application of laws to specific activities that 

are found to violate the law, in light of consistent and transparent standards, and therefore 

need to be prohibited – and not a system of economic regulation in which activities are 

judged for consistency with whatever policy preferences may prevail at the time. 

  

 The stated topic of today’s panel is “The Strategic Use of Licensing:  Is There 

Cause for Concern About Unilateral Refusals to Deal?”  Let me respectfully suggest that 

the relevant question where antitrust policy and enforcement is concerned is not whether 

some may have “concerns” over refusals to deal that may reflect policy preferences for 

broader diffusion of certain technologies than the IP laws afford.  Instead, the question is 

whether a refusal to share intellectual property should be viewed as an actionable offense 

under the antitrust laws.  If we leave aside hard cases that might raise line-drawing issues 

as to what constitutes a simple or “pure” refusal to share intellectual property as opposed 

to “conditional” licensing or some other conduct that might be analyzed under a different 

analytical rubric, then it seems to me that the answer is, simply, no. 

 

 The 1995 Intellectual Property Guidelines are, in my view, among the most 

successful guidelines the antitrust agencies have issued – not as groundbreaking, perhaps, 

as the Bill Baxter’s 1982 Horizontal Merger Guidelines, but important nonetheless.  

Government guidelines should seek to state the agencies’ enforcement policy in a manner 

that is clear and concise; should provide guidance to the business and legal communities 

by addressing situations tha t they confront in the real world; and should reflect a 

synthesis of current law while also helping to clarify the law in an economically sensible 
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manner when the law is uncertain or in a state of flux.  I believe the Intellectual Property 

Guidelines succeeded on all fronts, and they have received considerable, bipartisan 

praise.  Equally importantly, in my experience they are actually used by lawyers and 

business people who are engaged in the development and usage of IP rights.  Among 

other things, the Guidelines clearly and practically address how the antitrust laws apply in 

various situations that businesses frequently confront. 

 

 In particular, the Guidelines embody – both expressly and implicitly – the view 

that while there are various activities relating to intellectual property that can violate the 

antitrust laws, unilateral refusals to license are not among them.  Expressly, they point 

out that even if, in fact, a grant of intellectual property rights does confer market power 

on the IP owner, the possession of market power is not itself an offense under the 

antitrust laws, “nor does such market power impose on the intellectual property owner an 

obligation to license the use of that property to others” (Section 2.2).  The Guidelines also 

make clear that although certain restrictive licensing arrangements (like other types of 

agreements) can harm competition among competitors, “[t]he Agencies will not require 

the owner of intellectual property to create competition in its own technology” (Section 

3.1).  Implicitly, the Guidelines treat unilateral refusals to license as outside the 

prohibitions of the antitrust laws because in enumerating the various ways in which IP 

arrangements can be unlawful, nowhere do the Guidelines suggest that a unilateral refusal 

to deal is potentially actionable, much less articulate an analytical framework under 

which such a refusal would be examined and possibly challenged. 
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 Some have suggested that the Guidelines could be clearer in rejecting refusal to 

deal theories.  It has also been pointed out that the Guidelines could be read to imply that 

the language in Section 271(d) the Patent Act – which the Federal Circuit found in Xerox 

bars both misuse and antitrust claims founded on a refusal to license – only applies to the 

misuse defense.16  In addition, since the Guidelines were issued the Justice Department in 

the Clinton Administration opposed categorical protection for refusals to deal in its brief 

to the Supreme Court opposing certiorari in Xerox.17   

 

I can understand why the agencies might have wanted at that time to be careful 

not to undermine their enforcement prerogatives, or cases that were in litigation, by 

endorsing a seemingly broad “immunity” to the antitrust laws.  But special protection for 

certain activities or types of property is not the issue here.  Instead, the issue is the proper 

role of antitrust itself.  Enforcers will have plenty to do, and can have a substantial and 

beneficial impact on competition and consumers, if they investigate and challenge on 

conduct that is anticompetitive under well-accepted antitrust theories.  No meritorious 

case or legal theory would be undermined if the agencies were to clarify that “pure” 

unilateral refusals to deal in intellectual property do not violate the antitrust laws. 

 

Private litigants are another matter.  They serve, by definition, private rather than 

public interests.  The agencies, however, can play a vital role in shaping the law and 

encouraging courts to move in the right direction.  Many positive developments in 

                                                 
16  See IP Guidelines, Section 5.3 n.36. 
 
17  CSU, L.L.C. v. Xerox Corp., Brief for the United States as Amicus Curiae (Jan. 2001). 
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antitrust law have been promoted by advocacy from the federal antitrust agencies in the 

form of guidelines, litigation, amicus briefs and other policy statements.  And the 

agencies can be a positive influence not only with domestic courts but also with antitrust 

authorities and courts in other countries.  Antitrust has become a truly global issue, with 

more countries enacting laws, establishing and funding enforcement agencies and 

challenging business conduct.  Decisions in the European Union and elsewhere have 

dealt with refusals to deal in ways that may be no more persuasive than the Ninth 

Circuit’s analysis in Kodak.18  

 

I urge the FTC and the Department of Justice to finish the job that the Intellectual 

Property Guidelines started.  Make it clear, in the Guidelines and any other appropriate 

forums, that unilateral refusals to license intellectual property do not violate the antitrust 

laws and will not be challenged.  Confront other issues as needed, such as distinctions 

between “pure” and “conditional” refusals to deal.  And, of course, continue to enforce 

the law in areas relating to intellectual property and other forms of property as well, 

where there is a sound legal and economic basis to do so.  These hearings are an ideal 

way for the agencies to gather needed input and then to formulate policy statements that 

will restore coherence to this critical area of antitrust law while promoting innovation and 

competition. 

 

Thank you for the opportunity to discuss these issues with you today. 

                                                 
18   See, e.g., RTE and IPC v. Commission (“Magill”), Joined Cases C-241/P and C-242/91 P (European 
Court of Justice 1995). 
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        MS. LEVINE:  Good morning.2

        I'm Gail Levine.  I'm the Deputy Assistant General Counsel for3

Policy Studies here at the FTC, and I'm joined today by two of my4

colleagues, Robin Moore, who's an attorney in the General Counsel's5

office in Policy Studies, and by Bill Cohen, who is the Assistant General6

Counsel for Policy Studies here at the FTC in the General Counsel's7

office.8

        I would also like to introduce the representative9

from the Justice Department, Bill Stallings, and we may be10

joined as well by a representative from the United States11

PTO, Magdalen Greenlief, but I want to take a brief moment12

before we jump in to the substance today just to introduce13

our panelists.14

        I want to introduce our panelists and have themselves15

give a quick summary of what you've been doing in the patent16

area, to put your thoughts in context for us.  So let me get to our17

panelists.18

        We have with us today Tom Barnett, from Covington &19

Burling; Professor Joe Brodley from Boston University School20

of Law and an alum of my office, so we're glad to have him21

back for a short while today; Phil Proger from Jones, Day;22

Rich Feinstein, another alumni of the FTC, now of Boies,23

Schiller & Flexner.24

        We also have with us today James Egan, senior vice25
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president of Novirio Pharmaceuticals; Robert Cook from1

Drinker, Biddle & Reath; Carl Shapiro of the Haas School of2

Business, University of California at Berkley; George Cary of3

Cleary Gottlieb, and Steve Stack from Dechert.4

        Just a couple housekeeping matters for the day.5

We're going to start the day with a couple presentations by6

Steve Stack and by George Cary.  We've asked them to make7

some short presentations, just to kickoff the issues for us.8

        Steve is going to present on the cross currents of9

policy in the patent settlements area, and then George Cary is going to10

be making a presentation on some other key issues that have come up in11

the patent settlement area.12

        Then we're going to have a panel discussion.  We're13

going to open it up to the entire panel for conversation, and14

basically we'll be covering three areas.  The first area will15

be, why do firms settle patent litigation?  What are the pro-competitive,16

efficiency-oriented reasons that firms settle 17

patent litigation?18

        After that, I thought we would take a little break19

from about 10:00 to 10:15 and then we'll get into the real thorny20

questions of, When do patent settlements pose antitrust concerns, if they21

do, and finally, when does Noerr pose a defense to an antitrust challenge22

to a patent settlement?23

        With no further ado, let's turn to those PowerPoint24

presentations.  Steve, would you kick us off, please?25
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        MR. STACK:  Picking up on Gail's suggestion, my experience1

with patent settlements basically comes from the perspective of the2

patent owner, so those of you who want to ready your ad hominem3

arguments, that's where I'm coming from.  At least that's where my4

experience lies, and primarily in areas like pharmaceutical and5

chemicals.6

        I'm really going to talk about -- give a brief7

overview of some perspectives, which will just open up the8

discussion on why parties settle patent litigation, and then,9

as Gail said, I'm going to lay out some of the policies that10

are involved, and I was also asked to identify some of the11

unique antitrust issues, just lay them out to serve as a12

foundation for the further discussion.13

        So starting with why parties settle, a couple of14

reasons primarily.  First and foremost, they want to15

eliminate risk and uncertainty.  Most companies prefer not to16

entrust the fate of a key product into the unpredictable17

hands of a judge or a jury, if they can avoid it.18

        They would rather accept the compromise that gives19

them half a loaf rather than everything they want.  It makes20

business planning a lot easier, in the long run reducing risk21

probably reduces your cost of capital, so in the end they22

settle cases for the same reason they buy insurance or they23

hedge currency risks.  They want to eliminate uncertainty.24

        Also they want to obviously avoid litigation costs25
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and the fall-out from litigation.  We're talking about1

obviously the expenses of a trial, but there are other2

expenses as well or at least other costs as well.3

        We're talking about management distraction, adverse4

publicity.  The analysts, if it's an important product, will5

follow the litigation.  That tends to depress the shareholder6

value, and they want to avoid that adverse effect as well.7

        Also as they go through the course of a litigation,8

there's a dynamic factor at work.  Litigation has its ups and9

downs, battles lost and won, and as the parties go through10

that process, they may begin to question whether they're11

likely to get what they hoped to get at the outset of the12

litigation.13

        As litigation expectations shift, other things are14

shifting as well.  The market for the patented product may be15

changing.  The parties' patent portfolios may be changing.  A16

patent that's deemed to be very important at the outset of a17

litigation may, as further innovation is done by the patent18

owner, become less important.  The strategic value of the19

patent in suit, therefore, may be changing as well.20

        As a result, business solutions that might have been21

unthinkable when the complaint was filed suddenly begin to22

look a lot more attractive, and as these factors begin to23

line up, the result is often a settlement agreement, and it's24

frequently brokerage by a judge or a magistrate or a court-25
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appointed mediator.1

        Turning now to the policies that come into play.  I2

don't intend to offer my own opinion on the relevance of the3

merits of each of these, but I'm just going to lay them out4

as policies that at least deserve some consideration.5

        I'll start with the obvious one since we're in an6

antitrust forum here, and that is preserving competition.  It7

may not be quite as simple as it sounds.  As we've seen from8

the outset of these hearings, maximizing consumer welfare9

requires some balance between short-term benefits from10

competition, uninhibited by patents or unimpeded by patents,11

and long-term benefits from innovation, which may be enhanced12

by patent protection.13

        That leads to the second related policy concern, the14

effect of patent settlement rules on innovation.  The point15

here is that harsh or uncertain rules may deter settlements.16

That may lead to more uncertainty over the value of patent17

rights in general, which may in turn lead to less innovation,18

at least in those industries where patents form an important19

role in fostering innovation.20

        Another policy consideration, again central to21

antitrust, is efficiency.  Two of the most obvious22

efficiencies I've mentioned before are eliminating risk and23

avoiding legal expenses.  Here I want to suggest really a24

third one.25
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        Litigation produces a lot of information about the1

patent and about the importance of the patent.  The parties2

don't have that information in a normal licensing context.3

If you believe that better information leads to more4

efficient transactions, you might conclude that licenses5

negotiated in a settlement context are more efficient than6

licenses negotiated outside of litigation when you don't have7

that information that you get during litigation available to8

you.9

        So, to the extent that antitrust rules discourage10

settlements, they may drive the parties to do more licensing11

transactions outside of litigation before the suit is filed.12

They have less information there, and you might conclude that13

those transactions might be less efficient than the14

transactions you would get in a settlement context.15

        Another policy that comes into play obviously stems16

from the role of the courts in the patent system.  To put it17

bluntly, they're the ultimate determiners of the patent18

validity, so it is their role, along with obviously the PTO19

and the processes of the PTO, to weed out invalid patents.20

        And it's for this reason that many of the antitrust21

and patent law doctrines that you see have been shaped by an22

explicit policy of encouraging challenges to patents.23

        Settlements obviously run counter to this policy24

since they take the issue of validity away from the court, so25



10

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

again you might say that strict antitrust rules that1

discourage settlements are a good thing, a good thing because2

force more cases to trial where invalid patents can be3

eliminated, but there's also a double edge to this sword as4

well.5

        If you force patent litigation into a dual to the6

death with no exit possible, you may deter patent challengers7

from entering risk in this the first place.  The result would8

then be fewer patent challenges.9

        Last, but certainly not least, we have the judicial10

policy favoring settlement of litigation.  There are really11

two dimensions to this policy.  There's a general social12

policy that says compromise is better for the social fabric13

than a regime of what I'll call pistols for two, coffee for14

one, and far importantly, a strong need to clear the courts15

of disputes that do not need to be there.16

        I'll turn back to this policy later, but let me say17

that it's one that antitrust cannot afford to ignore because18

simply the plain reality is that judges are going to give it19

very great weight, and it's going to enter into their20

decisions whether antitrust purists would like that result or21

not.22

        Finally, let me just take a couple minutes to tee up23

some of the issues that are raised by settlements.  I'll be24

focusing here on issues that are peculiar to the settlement25
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context.  There are obviously a lot of issues that come up1

with settlement agreements that are the same as issues that2

would come up in licensing agreements and would be treated in3

the same way that they would be treated in a licensing4

context, but what I'm going to focus on are agreements where5

the settlement context adds a dimension to the problem that6

isn't there in other contexts.7

        Without a doubt, the most difficult issue in the8

settlement context, at least in my view, is what credit you9

give to the patent itself and the power of the patent to10

exclude competition.11

        Settlement agreements very often contain licenses12

that limit the licensee's activity operating within the scope13

of the patent.  They may restrict the licensee to a specific14

territory, to a specific field of use or to a particular time15

frame within the patent term.  How  you approach the16

exclusionary patent power of the patent will give you very17

different results when you consider those kinds of18

restrictions.19

        It seems to me there are basically three options.20

You can presume that the patent is valid.  You can ignore the21

patent all together, or you can treat the patent's power to22

exclude as a fact issue, something that you litigate ab initio23

in each case.24

        If you assume that the patent is going to be valid,25
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several things flow from that.  The relationship is vertical,1

not horizontal.  There's no anti-competitive effect that can2

be attributed to the settlement agreement because the3

restriction it's operating within the scope of the patent,4

and therefore there's no effect beyond the scope of the5

patent.6

        And thirdly, the 1995 IP guidelines and the case law7

analysis provides a rich source of authority for analyzing8

the licensing agreements because a great deal of it depends9

on the assumption that the patent is valid.10

        You can also ignore patent rights.  In that situation11

the parties' relationship very often, if they're competitors12

or would be competitors otherwise, is horizontal, and many of13

the common licensing restrictions could be per se illegal.  I14

mentioned before territorial restrictions, field-of-use15

restrictions and restrictions on time within the patent16

currently.17

        Finally, there's the possibility of treating the18

patent exclusionary power as a fact issue, something that the19

courts and the agencies really haven't tried to do so far, at20

least to any great degree.  The key question under this21

approach is, What do you have to prove, and how do you go22

about proving it?23

        Must the antitrust plaintiff relitigate the patent24

case and prove that the patent is, in fact, valid, which25
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would in a sense be a retroactive kind of determination?  How1

would this square with the policy that I mentioned earlier2

favoring judicial economy, or can the plaintiff prove perhaps3

from the evidence of the parties' own assessments at the time4

they entered into the settlement, that below a certain5

probability of success, the exclusionary power can be6

discounted or even ignored all together?7

        If so, is this a workable standard?  Why wouldn't you8

then apply the same analysis to ordinary licenses because9

when you think about it, a license really is a settlement10

agreement of a dispute that hasn't ripened into litigation11

yet.12

        Another issue:  what is the relevance of intent?  Can13

we use intent to separate good settlements from bad14

settlements?  The first question there is, What kind of15

intent are we talking about, an intent to exclude16

competition?  Isn't this why people get patents in the first17

place, to exclude competition?  How reliable, therefore, is18

that as a criterion?19

        How about the intent to avoid a determination of20

patent invalidity, which is a factor in some of the older21

cases?  Again isn't this always why people settle cases, to22

avoid an adverse decision?  So how reliable is this as a23

criterion that would separate a good settlement from a bad24

settlement, or are there other forms of intent that might be25
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relevant as well?1

        Next big issue, Is the per se rule appropriate in the2

settlement context?  It seems to me this raises several3

subsidiary questions.  What about the efficiencies we4

mentioned earlier?  Don't these take you out of the per se5

category?  Can we say that settlement agreements are6

anti-competitive in an overwhelming number of cases, which is7

another criterion for per se treatment?8

        If you think that the patent owner might win a9

significant number of cases that settled, then maybe10

settlements can't be illegal per se because they don't have11

that overwhelming statistical probability that they would be12

anti-competitive.13

        And finally, what about the judicial policy favoring14

settlements?  Isn't this a redeeming virtue that in and of15

itself precludes per se treatment?16

        That leads right into the next significant issue.17

How in an antitrust analysis do you factor in the judicial18

policies favoring settlement?  Is this a make weight?  Is it19

a trump card?  Is it something else?20

        One difficulty with this is it really operates21

outside the antitrust value scale.  There's no competitive22

variable coming from this policy that you can balance with23

the other competitive variables that you usually turn to in a24

rule of reason analysis.25
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        How then can you account for it since there's really1

no common unit of measurement that embraces all of these2

policies?  How do reverse payments affect the analysis,3

obviously a big issue these days?4

        As you know, reverse payments are payments that run5

from a patent-holder to the alleged infringer.  Normally you 6

would expect the payments to run the other way.  Given the7

suspicion that these payments may represent a sharing of8

monopoly rents, should they be presumed unlawful?9

        Is that presumption stronger when the amount of the10

payment exceeds any reasonable expectation that the alleged11

infringer would realize in terms of the amount of income if12

they successfully -- amount of profit if they successfully13

entered the market which they would enjoy?14

        And, finally, do settlements enjoy immunity under the15

Noerr-Pennington Doctrine?  Do they come within the principle16

that immunizes activity that's incidental to litigation, or17

is there some other basis for immunity, and does it depend on18

the scope of the court's review or court approval?19

        These are some of the issues as I see them.  I am20

sure that others will surface as the discussion proceeds, and21

I think George is going to flesh out some of the points that22

I treated rather cursorily.23

        MR. CARY:  Thank you.  Thanks, Steve.24

        My background is a little less focused than Steve's25
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has been, for good or for ill.  My background comes first1

from representing patent challengers in the high tech2

context.  I also have background at the FTC working with3

patent issues and approaching it as an enforcement agency4

might.5

        I was involved initially on behalf of generics in6

challenging some of the agreements whereby generics and7

branded pharmaceutical companies settled patent disputes in a8

way that resulted in the generics not coming to market, but9

I've also advised branded pharmaceutical companies in terms10

of what kind of settlement agreements would pass antitrust11

muster, what kind of licensing agreements would pass12

antitrust muster, so I've been on both sides of that issue,13

counseled on both sides of that issue.14

        I've also been involved in the high tech area from15

the point of view of challengers who are asserting patent16

rights against monopolists.  We represented Stack Computer,17

for example, when it was challenging Microsoft for a patent18

infringement, and I've been on the side of defendants who are19

also challengers to a monopoly position who have IP rights20

where the monopolist is in essence trying to put the21

competitor out of business by asserting IP rights against the22

smaller rival.23

        So my presentation is going to be a little less24

direct in focus than Steve's was, and I'm going to try to hit25
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the issues from both sides, from all sides, just identifying1

what the issues are and talking a little bit about why firms2

settle and what the antitrust implications of that are.3

        Again, like Steve, I'm not necessarily going to take4

any firm and fast positions.  Any position I take is going to5

offend somebody, so I'll lay them out there, and people can6

bat them down or applaud them as we go through.7

        So why do firms settle patent litigation?  They8

settle because the gains from settlement in their judgment9

outweigh the costs of settling.  That seems like a pretty10

bland and unobjectionable statement.11

        The question is, What are those gains, and how do12

those gains affect the antitrust analysis, and who's gains13

ought to be relevant in the antitrust analysis?14

        There are really several interested parties here, not15

only the plaintiff and the defendant, but there are also16

customers of each who have a vested interest in how the17

patent litigation is resolved, so I'm going to assess the18

question of what the gains from the settlement are from the19

perspective of all three of those interested parties.20

        First of all, both sides to a litigation benefit by21

reducing litigation risks and uncertainty, and as Steve22

pointed out, that can be, depending upon the value of the23

patent, a very, very important issue for the economics of the24

firm and for its position in the equity markets.25
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        An important factor that contributes to that1

significance is the all or nothing nature of patent2

litigation.  The patent holder wins and the competitor is out3

of business, or the defendant wins and the patent holder4

loses any return on whatever investment it made on the5

innovations that it's trying to vindicate.  So the stakes are6

high, and without a compromise, there is very little room for7

anything but an up or down decision.8

        The settlement will avoid litigation expense, which9

can be considerable, especially for a challenger, a10

challenger to an incumbent with market power monopolists, and11

it also distracts senior management and senior technological12

officials within the company, and the value of this cannot be13

understated.14

        If you have a high tech company, you live and you15

breathe by virtue of the innovations you're able to develop16

in the laboratory, and having important officials in the17

company off worrying about litigation and taking depositions18

and helping the lawyers, that can be a very, very expensive19

proposition, again probably more so from the perspective of a20

challenger rather than an incumbent, but it's important to21

both.22

        What does the plaintiff get from settling the23

litigation?  First and foremost, it gets compensation for the24

infringement of intellectual property from its point of view25
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as it sees it.  Some compensation is perhaps better than the1

risk of none, even though the gains of all would probably2

outweigh that, but from the point of view of a patent holder,3

they've invested in innovation.  They've come up with a4

patent, and getting return on that patent is important.5

        Oftentimes patent settlements involve sort of6

clearing the debris.  Two firms will have patent portfolios.7

Those patents portfolio pose a risk to each other.  The8

patent portfolios, therefore, are hanging over each other,9

and a patent litigation on one or more of those patents may10

result in a complete cross license, which frees both firms11

from the risk of future patent litigation, frees both firms12

to innovate in the most efficient way without worrying about13

inventing around patents, and can therefore provide values to14

the plaintiff as well, in this context I suppose to the15

defendant of clearing the underbrush.16

        Those are sort of the standard business17

justifications for intellectual property settlements.  I'm18

sure there are others, but there are also strategic19

implications that go directly to the role of antitrust in20

this context.21

        One of the benefits of patent settlements can be to22

raise the costs of the competitor firm.  It can also be to23

limit competition between the plaintiff and the defendant.24

Raising the cost could result from the structure of a license25
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that's issued, so instead of having, for example, a lump sum1

payment, you might have a royalty that's paid on sales over2

time.  That affects competition in that it might affect the3

pricing incentives of the firm, the defendant firm.4

        It limits competition by virtue of restrictions in5

the licensing agreement, which explicitly state that the6

license is good for one field of use and not for another with7

a recognition that competition without the license would be8

risky and might invite future litigation.9

        It can also limit competition by virtue of a clause10

in the settlement agreement where the patent is acknowledged,11

and the scope of the patent is defined, thereby precluding12

the defendant from entering into another area having admitted13

that the patent covers that area.14

        Finally, the plaintiff could use the patent15

settlement to leverage its legitimate monopoly by virtue of16

the patent in a particular technology into market power that17

goes to a complete product area, whether or not the patent is18

relevant or even beyond that in some cases, and this can be19

accomplished through careful and skillful crafting of the20

settlement agreement itself, so obviously the last three of21

these bullet points raise antitrust questions.22

        Finally the combination of the patent positions of23

the two firms that might be exchanged in a cross license,24

potentially an exclusive cross license, could also raise25
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barriers to entry to third-parties by creating a patent 1

thicket that deters others from trying to enter.2

        What are the gains from settlement for the3

defendant?  Well, first of all, obviously the defendant4

potentially gets to remain a competitor in the marketplace.5

That's typically the case in patent settlements, not always6

the case as we've seen in some of the pharmaceutical cases.7

        Defendants often have very, very powerful incentives8

to enter into settlement agreements, not only because it9

allows them to stay in the specific product market that's at10

issue by virtue of the patent itself, but also because11

companies oftentimes have very, very large sunk investments12

that are related to the patented technology.13

        This can be an important driver because even if the14

patent itself is not particularly valuable, the investment15

that the company has around a product that contains that16

patented technology can be quite substantial.17

        That being the case, the patent defendant would be18

quite willing to enter into quite onerous settlement19

agreements, even those that restrict its competitive freedom20

beyond what one would normally expect in a licensing21

situation if you're starting from the beginning in order to22

protect that investment.23

        One of those investments might be the good will of24

the firm with customers.  One of the fallouts of losing25
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patent litigation is a presumptive injunction against further1

infringement.2

        In that context, customers can be at risk.  Customers3

who are using the patented product that is being infringed4

could themselves be liable for infringement and therefore5

face a considerable risk that the company that is the6

original defendant in the case has to protect if it's going7

to remain in business.  It's got a goodwill investment with8

its customers, and it has to do what it can to protect those9

customers from a finding of infringement.10

        One of the cases that we have worked on recently11

involved semiconductor capital equipment, for example, where12

an entire fabrication facility might be shut down because of13

a small patent that covers one tiny piece of technology.14

That kind of a risk would put the company that supplied the15

equipment out of business because billions of dollars are at16

risk for the customers of that company.17

        Customers can benefit from settlements in a number of18

ways.  A settlement that allows the firms to continue to19

compete increases competition and allows customers greater20

choice.  It avoids disruption from the inability from using21

the infringing product which we've said can be quite22

significant.23

        Cross licenses between the patent plaintiff and the24

defendant can reduce both company's costs, spread technology25
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and expand output to the benefit of the customers, and1

consumer welfare can be enhanced relative to litigation2

alternatives by reducing risk and basically benefitting not3

only the plaintiff and defendant but also customers in that4

context.5

        So the question is, are these on balance, these6

considerations indicate that patent settlements are7

pro-competitive or anti-competitive?  Obviously the gains8

from patent settlements to litigants can be good or bad for9

customers as we've seen.  Patent settlements can be either10

anti-competitive or pro-competitive, and the real question is11

how do you tell the difference?12

        Telling the difference is obviously what we're all13

about here, and it is an extremely challenging effort from14

the point of view of the antitrust agencies.  The source of15

the problem is that patent litigation involves competitors.16

It implicates the ability of one of them to remain in the17

market.18

        Settlements often involve private agreements between19

competitors which directly implicate the extent of their20

competition going forward, so it raises all of the concerns21

that horizontal agreements would ordinarily raise, and22

antitrust has historically been quite suspicious of private23

arrangements governing competition.24

        But more than in other contexts, these kinds of25
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horizontal agreements are very hard to sort out, and the pro1

and anti-competitive elements of it are very difficult to2

balance.  It's extremely difficult for outsiders such as the3

antitrust agencies to determine what exactly is the field4

over which the patent precludes competition.5

        Uncertainty in these cases is generally high, as6

we've seen, even for the parties to be able to predict what7

the outcome of litigation will be, let alone for the8

antitrust agencies to second guess that, and to the extent9

that the uncertainty might have resulted in a competitor10

being out of the market all together, presumably any11

settlement relative to that outcome is going to be12

pro-competitive, unless it extends beyond the patent field,13

and even then weighing the benefits of keeping the firm in14

the patent field against the anti-competitive effect of15

precluding it from other fields is an extremely difficult16

calculus.17

        So the uncertainty of patent litigation, the18

uncertainty of the field over which the patent would19

effectively preclude competition and the draconian effect of20

injunctions means that the anti-competitive effects may21

outweigh by the pro-competitive effects, but coming to that22

conclusion is extremely difficult to sort out after the fact.23

        One of the big dilemmas here is that given the24

tremendous leverage that the plaintiff has, given the lack of25
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relationship between the value of the patent itself, which1

maybe in the first instance could have been easily invented2

around or was not a necessary part of the product, but once3

it's incorporated in the product, there's a huge investment4

that is made and is riding on the continued necessity of5

using that patent.6

        There is a tremendous leverage for the plaintiffs,7

even with the low probability of success, and combined with a8

presumption in favor of an injunction, what this means is9

that it's very difficult for the courts to sort out exactly10

what the value of that patent is and attribute a value to it11

rather than simply saying, You're not going to go forward and12

compete with that patent any longer.  So the defendant's13

willingness to settle given that asymmetry in cost is not a14

good proxy for consumer benefits.15

        Since the "but for" world is particularly difficult16

to divine, it is more difficult than usual for agencies to17

second guess the effects of the private arrangement.18

Nonetheless, some aspects of patent settlements can be19

identified as more likely to raise competitive concerns than20

others, and I'm going to throw these out as suggested topics21

of conversation rather than taking a position on any one of22

them.23

        Consider the following generalizations:  Settlements24

that enable continued competition are more likely to be25
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pro-competitive than settlements that preclude competition1

going forward, which raises the question about agreements2

that enable future competition in exchange for payments.3

        What happens if the settlement results in an4

agreement that the infringer can use the patent starting two5

or three years from now?  How do you balance pro and6

anti-competitive effects in that scenario?7

        Settlements that license without restriction are more8

likely to be pro-competitive than settlements that confine9

competition through ancillary constraints.  Payments from the10

infringer to the patent holder are more likely to be11

pro-competitive than payments from patent holders to the12

infringers, especially when this is coupled with delayed13

entry or other restrictions on competition going forward.14

        Cross licenses are more likely to be pro-competitive15

than patent pools, which combine in one hand the right to16

license the individual patents of the competitors.17

Nonexclusive licenses are more likely to be pro-competitive18

than exclusive licenses.  Exclusive patent licenses can19

prevent third-parties from entering and eliminates20

competition in licensing.21

        Lump sum royalty is more likely to be pro-competitive22

than an ongoing royalty based on sales.  Again, the23

assumption is that a variable payment will affect prices more24

directly than will a lump sum payment upfront.  A lump sum25
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payment upfront will more emulate the initial investment1

which is usually fixed for R&D.2

        The problem is that because these generalizations do3

not always apply, it is difficult to fashion per se rules.4

On the other hand, because of the great uncertainty and other5

limits on the agencies' ability to determine the likely6

outcome of patent litigation, with its "all or nothing"7

characteristics, it is difficult for the agencies to perform8

a rule of reason analysis, thereby creating the problem.9

        MS. LEVINE:  Thank you very much.  Thanks to both of you10

for teeing up the hard questions for us.11

        Again, let me sort of go over the ground rules.12

Please jump in at any time.  We'll toss out questions -- 13

Robin's going to throw out the opening pitch -- and14

please turn up your name tents like this if you want any one15

of us to recognize you so you have a chance to talk.  And16

don't forget, as George and Steve did so well, please17

introduce yourself and give yourself some background so we18

know the context of your thoughts this morning.19

        Robin?20

        MS. MOORE:  My first question was going to be:  Why21

do firms settle?  And focusing on the efficiencies, since both22

Steve and George gave us a number of reasons that firms might23

settle, maybe the best thing to do is open it up to the panel24

for comments and questions.25
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        (Discussion off the record.)1

        MR. COOK:  Hi.  I'm Bob Cook, and I guess for the2

last three years I've provided counseling on some of these3

issues.  Before that I was at the FTC and was involved in the4

investigations of the Digital Intel settlement and the Boston5

Scientific Ciba settlements so that's where I'm coming from.6

        And I think what came out is parties settle these for7

the same reasons they settle other lawsuits, and so it's8

efficient between the parties, and the question is whether --9

and I think Carl pointed it out in his article, whether there10

are persons who might be harmed by the settlement that make11

it not efficient in an economic sense, and that's why12

antitrust comes up.13

        You might have consumers harmed, for example, in ways14

that are cognizable under antitrust, and that comes up.15

There might be other parties too.  Settlements are not immune16

from other legal rules or regulation.17

        MS. LEVINE:  Carl?18

        PROFESSOR SHAPIRO:  Hi.  I'm Carl Shapiro.  I've19

actually been working on and writing papers on licensing20

going back about 15 years.  More recently I've been involved21

in a number of these cases involving settlements, and I've22

written a paper, economic research paper which was made23

available I believe.24

        On this question about why firms settle, I guess I25
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might suggest turning it around.  Why don't firms only1

settle?  The reason I put it that way is one of the2

principles from the law of economics, settlement generally,3

and not just in the patent area, is that since there are4

costs associated with litigation, that we would think5

typically there would be some mutual benefit of settling6

rather than incurring those costs.7

        So, in fact, the academic literature at least has8

asked, Why do we get disputes that continue, even though it's9

costly to fight it out?10

        Now, of course, you might just as well ask why don't11

we always have peace instead of war, but one of answers is12

the usual reason we don't get settlements is when both sides13

are relatively optimistic about their prospects, okay, so14

there's going to be disagreement about, I may think I have a15

70 percent of chance of winning, and you may think you have a16

50 percent chance of winning.17

        Well, those are kind of inconsistent, but we may hold18

those beliefs, and therefore we each want to pursue it.  I19

would just throw that idea into the mix, that firms20

usually -- I mean, after all, we see tons of settlements.  We21

see licenses.  We see cross licenses.22

        We see enormous numbers of settlements usually before23

there is litigation, and then we see a relatively small24

number of litigations, and those are the cases where again by25
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this basic principle, both parties are relatively optimistic,1

and so they want to go forward, and perhaps they learn more2

in the process that narrows those differences of opinion, and3

then they can settle at a later point, even if they couldn't4

settle it prior to entering into litigation.5

        PROFESSOR BRODLEY:  I'm Joe Brodley.  I'm a professor6

at Boston University Law School.  Just in response to the7

last thing, Carl, you know, if they always settle, then we8

would have to subsidize litigation because without the flow9

of litigation, we wouldn't have any law.10

        So that parties when they litigate, thank God, really11

do have differing views or opinions about settlement.12

        MS. LEVINE:  You don't want to go to a Code system?13

        PROFESSOR BRODLEY:  I think that actually runs14

through some of the topics today, which is the positive value15

that litigation contributes both through clarifying the16

law and through the deterrent effect it has on improper patents.17

        So that's getting a little bit beyond the topic right18

now, but it just seems to connect with the fact that a world in which all19

cases settled would not be what we're aiming for and is20

not a legal world I suggest.21

        MS. MOORE:  Jamie?22

        MR. EGAN:  James Egan.  I'm with Novirio23

Pharmaceuticals.  And I would like to come at this from an24

industry perspective.  I recognize the cost of litigation can25
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be considerable in these matters, but in the bio-tech and1

pharmaceutical industry, at least in my limited experience,2

litigation costs often more or less is a rounding error.3

        When you're talking about patents that deal with4

billions a year and the lawyers are costing you ten million a5

year, for some of the CEOs in this industry, that's bigger6

than the greens fees, but it's not bigger than the cost of7

gassing up the G 5.8

        It's a situation where I think it many cases the9

consumer interest gets lost out in the shuffle.  The10

activities of the legal profession, God love them, are 11

important to us, although I don't know if we should subsidize 12

them or get better laws, but the long and short of it is 13

strong patents don't get litigated against.  It's the marginal14

patents that do.15

        When you get into territories where you have two16

major players with the wherewithal and the interest to get17

into litigation, allowing them to come to a settlement and18

not have greater antitrust agency review on a regularized19

basis I think is a little bit like sending the goat out to20

guard the cabbage.21

        I think the consumer interest is best represented by22

the agencies who are the advocates.  One of the background23

areas here for me is that the business community is an24

adversary system.  That's what competition is really all25
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about, and the legal system is certainly an adversary system,1

and I don't see strong advocate consumers in most of these2

settlement negotiations.3

        It's usually after the fact.  I don't know for a fact4

whether people file Hart-Scott-Rodino disclosures when they5

reach these settlements or anything of that nature.  I don't6

know how regular the communication is to the FTC or the7

Justice Department.  I imagine litigants don't go in and ask8

the permission of the competition agencies on a regular9

basis.10

        But speaking more as a consumer, as someone who makes11

a living from a legal profession or someone that would like12

to protect patents, I was wondering whether there was any13

concern among all the citizens located here today, whether14

there's an interest in the consumer's interest in these15

settlements today.16

        MR. PROGER:  Phil Proger, and let's see.  I have17

represented patent holders in a number of industries,18

including today pharmaceutical patent holders who have been19

involved in some of these settlements, but in saying that, I20

want to round it out by saying I've been practicing antitrust21

laws for 29 years, and I'm a strong believer in our free22

market system, and antitrust is the referee of that system,23

so I think, I hope this can come out with some balance.24

        I think this is a difficult issue, and I think it is25
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a very broad issue.  You have a number of competing1

incentives.  There's the incentives and goals for the society2

to have competition.  There's the goal of society to have3

innovation through a patent and intellectual property4

protection system.  After all that's in our Constitution to5

have it, and there's the goal of having settlements and6

judicial efficiency.7

        We've talked about how, in looking at these8

settlements, your information and your knowledge changes9

through the settlement.  I think there's another factor to be10

considered here in the risk.11

        We have a very good judicial system to adjudicate12

these things, but it's not perfect, and the patent area is13

one area that particularly challenges the judiciary, and one14

reason why you have patent settlements here is because often15

the issues themselves are highly complex, highly difficult,16

take enormous resources to litigate take very long time to17

litigation, and the judicial system may not be ultimately the18

best place to properly decide that.  If you can have two19

parties that can resolve the differences in a way that of20

course is lawful, I think society benefits.21

        One point about consumers, certainly consumers22

benefit by good settlements and do not benefit by bad23

settlements, but let's remember, consumers also benefit by a24

system that rewards innovation and a system that promotes new25
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drugs, new products, new inventions, new technology.1

        MS. MOORE:  Bob?2

        MR. COOK:  I was going to respond to something that3

Jamie said, that consumers aren't represented at the table,4

and in a sense this is kind of a classic law and economics5

problem because although you might believe that if transaction6

cost were zero, that the negotiation would produce the most7

efficient results economically, in some cases you have high8

transaction costs that bring certain parties in, for example9

consumers, that don't know about the settlement, who are sort10

of atomized people out there buying things, and they can't11

be represented.12

        And so it's possible that the result would be13

inefficient with regard to those consumers, and typically14

that's where the law steps in, to impose the results that15

would have come about if transactions -- excuse me,16

transaction costs had been zero, and I think that's what17

antitrust has a role in doing with regard to these18

settlements for that kind of harm that antitrust addresses.19

        MS. MOORE:  George, did you want to say something?20

        MR. CARY:  Yes, I wanted to pick up on something that21

Carl said and something Bob just said, and that is this22

question of why cases don't settle, and the assumption that23

it either has to do with transaction costs of arriving at24

that settlement or it has something to do with optimism about25
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the patent.1

        I think there's another element, and maybe this can2

be wrapped into the optimism point, but sort of a real world3

litigation point.  There are a number of elements.  One element4

is that, as I mentioned before, this whole idea that there is5

a huge rent to be gained by the patent holder if he can put6

somebody out of business by doing a narrow patent that7

intrinsically has very little value.8

        He can extract all that sunk investment that the9

patent alleged infringer has incurred, and therefore he might10

demand that kind of a payment, and the infringer night cringe11

at having to pay that kind of a settlement fee in order to12

resolve a patent dispute where, in fact, that investment has13

very little to do with the specific patent at issue.14

        MS. LEVINE:  Can you give me -- just to flesh that15

out a bit, can you give us an example of what you have in16

mind there?17

        MR. CARY:  I'm going to tell you one that was in the18

news, and I'm not going to claim what the specific facts19

were, but it's a hypothetical.  Somebody who holds a patent20

on windshield wipers for automobiles.  The windshield wipers21

are tied into the way the car is manufactured for some22

reason, and to stop producing the cars in order to change the23

windshield wiper design might be disproportionately expensive24

relative to the value of a particular design of that25
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windshield wiper.1

        So there's a hold up opportunity there if you can2

grind the whole factory to a halt because you've got a patent3

on a windshield wiper.4

        Another element that comes into play is just the5

litigation process itself.  Typically if you're talking about6

important high tech companies, they're going to have patent7

portfolios.  I don't want to say typically but often a8

challenger is going to be reluctant to take on an incumbent9

because of a presumed perception that the incumbent might10

have deeper pockets or greater staying power.11

        The result of that might be that the incumbent sues12

first, and then there's an all out war on a portfolio of13

patents, and there might be some reluctance on the part of14

the plaintiff to settle if it gets a jump in the litigation15

process and if it can get to judgment before the other patent16

issues on the cross complaint get to judgment, and it can17

then leverage that into a disproportionate settlement.18

        So there is some gamesmanship in the litigation19

process itself, which might discourage settlements and might20

yield inefficient results well beyond the transaction costs.21

        MS. LEVINE:  Is that curable within the litigation22

process?  Is this an argument to be pitched at the Rules of 23

Civil Procedure and to judges?24

        MR. CARY:  Conceivably, yes.25
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        MS. MOORE:  Rich?1

        MR. FEINSTEIN:  I'm Rich Feinstein.  I've practiced2

antitrust law for about 25 years.  My familiarity with the3

issues that we're talking about today has been framed almost4

entirely by a three-year period that I spent at the FTC5

between 1998 and 2001 in the Health Care Shop, in the Bureau of6

Competition, where we fought pretty hard on a lot of these7

issues and sort of picked up -- to use a metaphor, sort of8

picked up a rock and shown a flashlight underneath it, and9

lots of different things went off in different directions10

presenting a lot of really interesting and complex issues.11

        I want to state for the record that although my firm12

is involved in privately litigating some of these issues, I13

have no role in any of that.  I'm of course recused from14

participating in any private litigation that is related to15

matters I worked on at the FTC, but I have continued to think16

about these issues since I left the Commission last year.17

        And I'm sure I'll have other things to say later on,18

but what I wanted to just note sort of initially was19

something that popped in my head in response to Phil's20

comment about the benefits of the patent system as a reward,21

an incentive for innovation, all of which is absolutely22

true.23

        However, I think it's worth remembering that patents24

aren't forever, and exclusivity isn't forever, and the end of25
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exclusivity is also an incentive for innovation, and to the1

extent that settlements may improperly prolong periods of2

exclusivity, they may be problematic for that reason.3

        MS. LEVINE:  I have a follow-up question.  I don't4

want to get into the nuts and bolts on the issues except how5

do you mean -- what kind of prolonging of the patent term do6

you imagine happening with patent settlement.7

        MR. FEINSTEIN:  Well, it's probably most likely to8

occur in the setting that involves the Hatch Waxman9

settlements, which as I said, to the extent I have any10

expertise in this area, it would be there, and typically11

those settlements have not involved sort of the patent on the12

compound, which would in some sense be a blocking patent.13

        It tends to be a patent on the delivery mechanism or14

sort of the bells and whistles that accompany the basic patent,15

which typically has expired.16

        In that situation there could be -- you can imagine a17

settlement which could have the effect of prolonging -- in18

effect prolonging the period of exclusivity for the product19

as a whole.20

        MS. LEVINE:  Thanks.21

        MR. BARNETT:  I'm Tom Barnett.  I'm with Covington,22

and I have advised a number of companies.  I probably should23

confess I'm a bit like Steve.  I tend to be on the patent24

holder side of the issue, so I will confess that up front,25
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largely in the pharmaceutical area, and indeed I had some1

experience with Rich when he was at the FTC on some issues2

that at least touch on this.3

        I think there's been a very good summary of the reasons why4

you settle:  the uncertainty, the cost.  What I would like to5

underscore is a lot of the dynamics of what is involved and how6

difficult it is to take into account all of the factors that come7

into play, and just two sort of examples is, Why don't people8

settle?9

        On the one hand, if you are the patent holder, you're10

defending the patent and you have somebody challenging it,11

and you settle with this plaintiff or defendant, you may well12

have a stream of 5, 10, 15, 20 companies following on, and13

you've set a precedent now, and so the cost of your14

settlement is more than just the cost of this particular15

suit.16

        Also I guess on the other side of it is why you might17

settle, if you take the example of the pharmaceutical18

industry where you've got a major compound that's a billion,19

$2 billion a year drug, and a company is trying to decide20

whether or not to settle this challenge, it's not only the21

litigation cost, it's not only management distraction.  To22

some extent it goes to the fundamental philosophy and23

business decisions of the company.  Do I have one to two years of24

this revenue coming in to fund research and development?  If25
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there's uncertainty, I may be less hesitant to make that1

investment, so the settlement that prolongs the exclusivity period2

can in fact give me the assurance that I have the funds to3

undertake a high risk venture on a new compound that may cure4

cancer.  Or do I have to retrench and look to be saving money,5

cutting back on R&D because I may lose this stream within the next6

year or two, whenever the litigation ends.  And if it ends7

adversely, and as we've seen, for some of these major8

pharmaceutical compounds, when the company loses the patent,9

the very existence of the company is at issue, and that's10

certainly something that can be quite distracting.11

        So the main point is just taking into account those12

dynamics I think is a very difficult task.13

        MS. LEVINE:  Does the length of the patent14

litigation -- is that a factor when firms are making these15

decisions?16

        MR. BARNETT:  It can be a factor in a number of ways,17

but I think -- let me put it this way.  I think the biggest18

challenge here is the uncertainty, and the longer the19

uncertainty goes on, the worse it is all around, and I mean20

it's sort of getting beyond the question, but I at least am21

interested in exploring ways in which we could reduce the22

uncertainty that these companies face on both sides of the23

equation.24

        MS. MOORE:  Phil?25
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        MR. PROGER:  Let me just note that there's another reason1

why you may see a settlement that we haven't discussed, and that2

is there may be a disparity between the parties in terms of3

their capital and their longevity, and it works both ways.4

        If you are say a start-up company and you are the5

challenger, you may not have the wherewithal to go the full6

length of the litigation, but conversely if you're the patent7

holder and the challenger doesn't have adequate resources to8

give you a remedy should you prove to win, that's a pyrrhic9

victory for you, so those incentives often affect10

settlements.11

        I also wanted to note one other thing because I12

thought George introduced something that was very important.13

We're talking about settlements here, but really we should14

step back, and it's the litigation process because he was15

talking about how litigation in and of itself could be used16

as an effective tactical way to gain competitive advantage.17

        And I'll also note when we talk about settlements,18

that's sort of a nice rubric on what we're talking about, but19

we're really not talking about settlements because there's20

nothing inherently competitive or anti-competitive with21

settlement.  It's the restrictions within agreements of22

settlements that we have to look at.23

        MS. LEVINE:  Is that really a pyrrhic victory?  You get24

something out of it, right?  You get an injunction.25
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        MR. PROGER:  No.  Let's say -- one of the things we1

haven't talked about here is the distinction between lawful2

competition and unlawful competition.  What the patent laws3

give you is not a monopoly but rather the right to exclude.4

Whether it's a monopoly or not is an antitrust issue.  But if5

you have a valid enforceable patent that somebody is6

infringing, and that someone therefore takes away legitimate7

returns that are owed to you for your innovation and8

ultimately you prevail, but if that entity is judgment-proof 9

because they have no assets, where's your remedy?  You've lost.10

Maybe your market has been destroyed and an innovator that faces11

that as all innovators broadly have to factor that into their12

R&D, to their other analysis to their decisions of whether13

they're going to proceed with the appropriate investors.14

        So from a societal standpoint, we need to be15

concerned about that.16

        PROFESSOR BRODLEY:  My comment goes back to James17

Egan's remarks.  I thought that you said something extremely18

striking.  I wonder if other people agree.  You said that19

strong patents don't get litigated and marginal patents do.20

        Now, I think that is -- I would like to know if the21

rest of you agree.  What I'm thinking is that if that's the22

case, then the losses from litigation would be a lot less23

than one might think because it's -- the biggest problem in24

patents is the invalid patent because that causes a pure social25
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loss.  So if the class of more likely invalid patents are1

the ones being litigated, I didn't take that as an inference from2

what you're describing, but it seems to me this puts it3

all in great perspective.4

        Just as long as I'm talking about this, you said the5

consumer interest isn't represented directly.  Yes, but of course6

that's where the government agencies come in.  But the main thing7

I wanted to ask is whether the other people really agree with that8

statement.9

        MS. MOORE:  I guess I'll take Tom and then Phil and10

then -- do you have a comment on that or do you have a11

different topic?12

        MR. COOK:  I have a very brief comment, and I can13

hold off on that.14

        MS. MOORE:  Okay.  Great.15

        MR. BARNETT:  I guess I certainly don't agree with16

the statement in that strong a form.  I would say that the17

patents with the greatest degree of uncertainty are most18

likely to get litigated and you combine that where the most19

is at stake, and you can imagine, again to take just the20

pharmaceutical situation, if you have a generic company21

that's looking at getting into a $2 billion a year market, a22

relatively low probability of success may make it23

worthwhile to pursue that because the reward is so high.24

        Or you have a situation where the patent is very25
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strong but the scope of the patent is unclear or uncertainty,1

and that may be what you mean by a weak patent in that2

context, but that to me doesn't say the patent is weak.3

There's just a great deal of uncertainty, and that leaves4

room for parties to disagree as to the probability of success5

as well as some of the other factors.6

        MS. MOORE:  Phil?7

        MR. PROGER:  I'll be real brief because I was going8

to say what Tom said in the Hatch Waxman context, I don't9

think that's necessarily a true statement.10

        MS. LEVINE:  How is that?11

        MR. PROGER:  Well, because under Hatch Waxman, the12

alleged infringer has very little risk because you file the13

ANDA pursuant to the statute, and that's your act of infringement,14

so as Tom pointed out you could have a very low probability of15

success against a very strong patent, but you don't have much at16

risk, and there might be an enormous reward if you could knock it17

out.18

        So you may very well want to challenge a strong19

patent that has a lot of returns.20

        MS. LEVINE:  And in the non-Hatch Waxman context?21

        MR. PROGER:  I think in the non-Hatch Waxman context,22

it's a little bit different because there you're allegedly23

infringing, and you may have a lot more at risk, and I think24

it also differs a little bit, and we failed to mention that a25
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lot of times people get sued for infringing without realizing1

that they're infringing.2

        But when you said strong patents do not get3

challenged, particularly in the Hatch Waxman context, I don't4

think that's necessarily true.5

        MR. EGAN:  I don't know anybody in my industry who's6

in the habit of challenging strong patents and doing well.7

Perhaps that's a new industry that will emerge.  I don't8

know.9

        But my guess is that if people are talking about the10

scope of the patent, my recollection from years earlier when11

I was at the Department of Justice is that basically patents 12

are an exception to the competition rule and that the public13

policy of the land is free competition.14

        If your patent isn't defensible and yet is15

established, that's in essence an injury to competition.  If16

someone has an incentive to challenge your patent, and if the17

scope of your patent is narrowed from what otherwise might be18

perceived, that is a benefit for competition.  Sure it's a19

loss to the patent holder, but it's a benefit to competition.20

        I think Hatch Waxman was brought on because there was21

certainly a perceived concern of the inadequacy of22

competition in that area.23

        I think it was the Roche Barr case that was24

one of the things that set the guideline and got an amendment25
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so that the generic industry can do research work so that1

right after a patent is off, there might be somebody entering2

the market.3

        There is a difficult interplay between regulation and4

our pharmaceutical industry and patents and the long term it takes5

to come to market and the need for long-term investment.  There's6

no question about that, but I would say that in terms of strong7

patents, if we could acknowledge that there are strong patents out8

there, many strong patents never get touched on major drugs.9

        If there is a drug -- a patent that has a10

vulnerability on a major drug, I agree with you, people would11

be more inclined to go after that, but I think that's more a12

measure of the patent than the size of the drug.  Certainly13

it's an economic element to that as well.14

        But I don't think anybody, even on a major drug, will15

go in and fight the patent that is pretty much clear on its16

face.  The generic industry is very cost-sensitive.  If there17

would be anybody it would be more on the proprietary side18

would be inclined to think in those terms.19

        I think there have been studies done on the level of20

patent validity of cases that are litigated to a final21

conclusion, and I think as you go further into it, the22

validity of the patents tend to be less and less defensible,23

but I don't know.24

        I stand to contradiction, if that's not the case25
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today perhaps the law has changed.1

        MS. MOORE:  Bob, you've been waiting a long time.2

        MR. COOK:  That's okay, I was just going to comment,3

and it's probably just as apropos now as it was when I was4

going to make it originally, that when parties are litigating5

these pleadings and arguing these cases and then settling6

these cases without thinking ahead of time they're going to7

have a settlement, that may raise antitrust issues, they8

often say things that come back to haunt them because you're9

making really statements applicable to product market issues10

because you're saying that they infringe, and you're saying11

you would have gotten all the sales that the other guy got.12

        And that's problematic then when you run into an13

antitrust review of the settlement because you may have14

foreclosed some of your issues.  That was my comment.15

        MS. MOORE:  I actually had a follow-up question to16

something you said earlier and something that George brought17

up in his presentation.  When we kicked off, Bob, I think you18

said that you settle in the IP context for the same reason19

that you settle any sort of litigation, and when George was20

making his presentation, he brought up the point that in the21

patent litigation, you're pretty much talking about an all or22

nothing gain.23

        So I would like to get the panel's reaction.  Is it24

different in the IP context?  Are the efficiencies different25
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because of that?1

        MR. COOK:  Well, I guess my point was simply that the2

efficiencies are efficiencies between the parties.3

        MS. MOORE:  Okay.4

        MR. COOK:  That is, the parties have a view of what5

the outcome of the litigation is going to be, the cost of6

pursuing it and the cost of not pursuing it and strategies7

that may implicate other litigation and how much they're8

likely to attract or appeal other litigation that in the long9

run will lead them to make a decision when and how to settle,10

and that that is not as independent of antitrust11

considerations which go to consumer value and things like12

that.13

        That was my point.14

        MS. MOORE:  Okay.  Rich?15

        MR. FEINSTEIN:  I wanted to throw one other thought16

into the mix on this little debate about strong patents and17

weak patents and which are more likely to generate18

litigation.19

        And I'm not a patent lawyer and would always defer to20

others on the distinction between a strong patent and a weak21

patent, but it does seem to me again built into the Hatch22

Waxman regulatory scheme, there's a little bit of a safeguard23

because that process begins with a certification by the ANDA24

filer that their product either does not infringe or that25
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their patent in question is invalid.1

        Now, obviously those certifications can be made in2

bad faith, but that is a bit of a safeguard, and when you add3

to that the automatic, in effect, preliminary injunction for4

30 months that follows with that if litigation is initiated,5

and the fact that that is usually the opening salvo on what6

can become a pretty expensive battle pretty quickly, it seems7

to me those are all factors that suggest that the least8

assailable patents are least likely to be challenged in that9

situation.10

        And again I say that more as a matter of logic than11

as a matter of patent expertise.12

        MS. LEVINE:  Let me see if I can throw out to the13

panel a question Professor Brodley raised in the his written14

statements, and it was a question about the data.  Have you15

all heard of any studies, any empirical evidence that shows16

what the competitive effects of patent settlements has been?17

        Maybe this is a question for our resident economists.18

        PROFESSOR BRODLEY:  I'll defer to him.19

        PROFESSOR SHAPIRO:  Well, I may be resident economist20

but I don't have a good answer.  I know there's certainly a21

bunch of empirical work about sort of the win and loss rates22

of different cases that get litigated, but in terms of the23

actual effects of settlements, it's just always seemed to me24

the big problem for the empirical work is they say, We don't25
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have a database of settlements, we just don't know what the1

universe is.2

        Again first off, and this is going to come up more3

this morning, how broad are we defining it in terms of4

settlement?  If somebody has a licensing agreement is that a5

settlement, or is it only when they get into litigation and6

then they stop, that's a settlement?  So what's the universe7

to begin with?  You could define it quite broadly.  A merger could8

be a settlement of IP litigation as well, so what's the universe9

you're talking about?10

   And is there a database?  Most of these things are private11

anyhow.  A lot of them are not HSR reportable certainly, so -- and12

I think Joel Klein a few years ago floated the idea of notification13

of settlement.14

        We don't have that so, I think there's just no good15

comprehensive databases on settlements or licensing16

arrangements for that matter, so to my knowledge at least17

it's more anecdotal and case-based that people talk about,18

Well, this settlement, the ones we've dealt with.19

        We look at the Intel Digital situation, and that was20

studied, and there was a consent order and so forth, so it's21

more case by case rather than any systematic empirical work,22

and I don't see must prospect moving beyond that given the23

data that's likely to be available.24

        PROFESSOR BRODLEY:  I don't have the answer to the question25
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you posed but let me suggest this.  We do have data on the casualty1

rate of patents that are litigated in the courts, and it used to be2

overwhelmingly rejecting patentability.3

        Today I don't know the exact data but it's like a4

third or 30 or 40 percent.  I don't know if anybody has that figure5

-- of the patents that go to the court, how many are ultimately6

invalidated.  Maybe, you know, but anyhow it's really a7

substantial percentage.8

        Now, so we do have that data set.  Is there any9

reason to think that the group of patents that are selected10

to go through litigation are not reflective of the11

totality?  You said that, Well, they're optimistic, but both12

sides are optimistic.13

        Are there any reasons to think those patents are14

different?  If not, then maybe that could be -- could supply15

some sort of a basis or an estimate for the ones we don't16

know anything about.17

        PROFESSOR SHAPIRO:  I would add I know my colleague18

Mark Lemley at the Law School of Berkley has done some work19

on tracking these win and loss rates.  That's one of the20

things we do have sort of systematic data on, and in21

particular how that changed after the creation of the Federal22

Circuit.23

        There was a shift, I can't remember the numbers,24

where I think patent holders were doing better, and then I25
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think it settled out once people understood that so you went1

back sort of to an equilibrium that was arguably more2

favorable to the patent holders as a result of the CAFC.3

        But your other question I think is an interesting4

theoretical question, whether we should infer -- whether we5

can make an inference about the things that don't get6

litigated to conclusion, the patents that don't get litigated7

to the conclusion based on the probabilities associated with8

the ones that do, and I guess if I had to guess, I would say9

we probably we could use that number, but I may be missing10

something.11

        PROFESSOR BRODLEY:  So anyway my best recollection is12

today it's about a third of the cases result in invalidation of13

the patents, so that's a working number I'll use, unless14

someone has a better one.15

        MS. LEVINE:  I think this probably is as good a time16

as any to take a break.  My apologies for promising a ten17

o'clock break and delivering at 10:20.  It's a bad move on a moderator's18

part, but the conversation was so interesting and 19

the panelists so engaged, I didn't want to cut it short.  Why20

don't we meet back here about 15 minutes from now?21

                         (Whereupon, a brief recess was22

                         taken.)23

        MS. LEVINE:  Let's get started now with some of the 24

hardest questions of the day involving patent settlements.  25
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When do these patent settlements, if ever, pose antitrust1

concerns?  What are the anti-competitive issues that lurk in2

certain kinds of patents settlements?3

        Professor Brodley, did you want to tee us off with a4

couple of thoughts on that?5

        PROFESSOR BRODLEY:  Okay.  I'll open it.  Well, I6

think the first kind of area of concern is when the7

settlements involve collateral agreements that amount to8

horizontal restraints; that is to say, they involve9

competitors or potential competitors in the technology10

market, the goods market or the R&D market, and the11

collateral restraint affects competition between them in that12

market.13

        And it's particularly sensitive if the markets14

are concentrated.  The issue then is whether these15

collateral restraints are unjustified in view of the16

efficiencies that they may create and always assuming, of17

course, that they're based on valid patents.18

        A second kind of restraint would be vertical19

restraints which ordinarily are not apt to raise grave20

issues at all, but vertical restraints where the patent21

owners, patent holders impose restrictions on competition22

among their licensees that can be injurious, that is to say,23

they might involve the fixing of output and market share, and24

that also -- those may be justifiable.25
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        They're normal, in fact, in patent arrangements.  But1

it is an area of concern when that kind of arrangement2

reflects in effect a cartelization or makes the market3

among licensees highly anti-competitive, and when the patent4

holder is actually sharing some of its rent in return for the5

agreements that create this.  Then it begins to look like6

there's a concerted arrangement to gain from cartelizing a7

licensing market.8

        And a third area is the predatory extension of patent9

rights.  This would be where a patent holder sacrifices10

present rent in order to extend its market power into another11

market or its present patent into other time periods, so this12

really is kind of form of predation which is similar to non-13

price predation outside the patent market, which is14

to say that it is a failure to maximize short run profits in15

return for anti-competitive gains later or in some other16

market.17

        I actually wasn't there yesterday, but I understand18

that Doug Melamed testified at the hearings on this issue,19

not the one we're discussing, but basically the idea of a20

similarity between what might happen in the patent field and21

what is the law in the unpatented area.22

        So those are just general comments.  Obviously we're going23

to be going into lots of details about the particular kinds24

agreements.  It seems to me that those three basic situations25
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are of an antitrust concern.1

        MS. LEVINE:  Thank you very much, and let me throw out a2

question to the panel, not only for your responses to Professor3

Brodley's thoughts because I think we can all benefit from those,4

but also whether you think whether the risk of anti-competitive5

agreements embedded within patent settlements is greater in6

an industry where R&D is a big factor.7

        It's a question that you raised in your questions to8

the FTC.  The chemical industry, agricultural industry,9

pharmaceutical industry, where industries like these where10

R&D is a key factor, are we likely to see more11

anti-competitive risks in patent settlements?12

        PROFESSOR BRODLEY:  Can I just ask?13

        MS. LEVINE:  Sure.14

        PROFESSOR BRODLEY:  The reason I asked that question15

was because if those are the areas -- pharmaceuticals,16

agriculture and chemicals -- where patents make the most17

difference in the company's profitability, then one might18

think that those are the areas where there would be the19

greatest concern about these antitrust topics.20

        MR. COOK:  Just to jump in.  I think that those are21

really the areas that are factually the most difficult, and22

this question brings us into really the facts of the23

individual cases.  In a particular case with particular24

products, how does a particular settlement affect competition25
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in light of what would have happened if these patents were1

litigated to a final resolution?2

        And the more complicated the product gets, the more3

difficult it I think gets to really answer that question, and4

these are really -- I think that question is why we're here5

and why this problem seems to be so intractable, and that6

unsatisfactory statement is my input on this subject.7

        MS. LEVINE:  We're getting a lot of those, answering8

questions with questions today.9

        MR. CARY:  I'm going to answer the question from a10

base of very little knowledge, but I'm going to throw a11

speculation out on the table and see what the response is.12

        I would guess that the risks of anti-competitive13

agreements and settlement of patent litigation would actually14

be higher in network industries, high technology electronics15

industries than it would be in chemicals, pharmaceuticals,16

agricultural I guess would be the other one, the reason being17

that it seems to me that's there a closer link to a patent in18

the chemical area where the result of that patent is that you19

have a monopoly over a particular product.  The patent goes20

to the product.  The product is out there, and there's a21

monopoly rent to be gained.22

        In the high tech area, one can speculate that you can23

leverage a patent on one aspect of a product in to market24

power with respect to a wider array of products that go25
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beyond the product implicated by that single patent by virtue1

of the network effects or portfolio effects that might flow2

from being able to preclude competition in a broader field3

simply by precluding competition in a single product area.4

        So I would say that that's a more fruitful area to5

look than the areas that you've identified.6

        MR. EGAN:  I would say that in the pharmaceutical and7

agriculture area, yes, you'll have composition of matter8

patents that tend to be relatively well designed and defined9

to a particular area.10

        If you look at Microsoft's behavior where basically11

they take a strength in one existing technology and they12

leverage that into emerging technologies and they play into13

an area of the law that's really not well addressed, I don't14

believe, by current case law, that's potential competition,15

and yet that's the area that everybody invested in on the16

margin.17

        Everybody was investing in Internet at a time when18

Microsoft was saying, I'll use my power on operating systems19

in order to develop a strong position in an emerging area.20

        I think patentability in that area may not have been21

one of the major drivers in that particular case, but if you22

look at a patent in one segment allowing you to leverage that23

power into another emerging section, that might be one of the24

areas you would look at.25
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        In our industry, in pharmaceuticals, you might see1

the interplay between formulation technologies and2

composition of matter.  You might see that same kind of thing3

in process chemistry and in chemicals and the like.  It4

really does get down to interplays between patents.  I'll5

leave it at that.6

        MR. BARNETT:  I guess I had two comments.  One, I7

think there was an earlier summary about the areas that are8

most likely to cause concern, and I think that it was a very9

good summary.10

        Whenever the settlement goes beyond the immediate11

scope of the patent dispute, I think you're most likely to12

have concerns.  If there's a dispute over a pharmaceutical13

patent and the settlement is that you will not infringe that14

patent or make any other form of this drug, whether or not it15

violates the patent, I think that's going to raise16

suspicions.17

        The second comment though is in the industries that18

you identified, the chemical, the pharmaceutical and related19

industries where patents are important to that industry20

because innovation is so important to that industry, and so21

policy changes that undermine intellectual property22

protection can actually deter innovation, and I think you, in23

those industries, may have a greater risk of harming consumer24

welfare in the long run if you're not careful.25
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        And so that it's not immediately clear to me that1

settlements are necessarily more suspect.  They may be more2

beneficial from a dynamic point of view.3

        MS. MOORE:  I have actually a two-part question that builds4

on a discussion we had earlier this morning, and that is consumers5

not being at the table or customers not being at the table when6

patent settlements are reached, and the question that I have is:7

Can we assume that the outcome that the parties are seeking8

in a settlement is necessarily the social desirable outcome,9

and how should that impact the antitrust analysis of10

settlements?11

        Carl?  Sorry, Bob was actually first.12

        MR. COOK:  I'm much more willing to listen to what13

Carl has to say than what I have to say.14

        PROFESSOR SHAPIRO:  I think we absolutely cannot15

assume that the settlements reached that, while in the joint16

interest of the settling parties, are in the broader public17

interest and in particular in the interest of customers or18

other complimenters, for example, who would have -- who would19

have an interest.20

        To the extent there are benefits associated -- of a21

settlement associated with curtailing competition, customers22

can come up short.  I mean, I'll give you an obvious23

example.24

        You may have a litigation, patent litigation between25
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two competitors, very uncertain how it's going to come out.1

There's a good chance the patent will be invalid or non-infringed,2

in which case there will be a full-fledged competition.  Customers3

will benefit.  The companies agree to merge.  They agree to merge,4

okay, obviously avoid litigation costs, eliminate the possibility5

of that competition either in the future or perhaps competition6

that's ongoing during the pendency of a litigation.7

        Let's just suppose there are no real efficiencies8

associated with the merger, to keep the hypothetical simple.9

Customers get the short end of the stick on that one, again10

assuming that these companies have let's say a large share of11

a relevant market.12

        So, in other words, if it was a merger that we would13

otherwise want to stop, the fact that it happens to be the14

settlement of the patent litigation is no trump card I would15

say for the merging parties and should give us no assurance16

that customers are not injured in fact.17

        So I just -- I would be surprised if anyone at the18

table thinks that there would be any general reason to19

believe that settlements, while in a private interest, are in20

the public interest.21

        MS. MOORE:  Bob?22

        MR. COOK:  Well, I think that's what I would have23

said if I were that smart, but I was also going to add --24

        PROFESSOR SHAPIRO:  You could have said it more25



61

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

quickly though.1

        MR. COOK:  I would have said it more quickly, but2

since the customers aren't there, there may well be customer3

or consumer concerns that simply aren't known to the parties4

settling or suppliers.5

        MS. LEVINE:  What do you have in mind?6

        MR. COOK:  Well, rather than what I have in mind, if7

you think about the dynamic process of competition and8

negotiation, you have two adversaries who are both suppliers9

of a product, say hypothetically, and they're going to try to10

work out an agreement that is value maximizing between the11

two of them.12

        They may well find certain areas of agreement that13

are agreeable to them but aren't agreeable to their mutual14

customers or their potentially mutual customers because, in15

effect, they take value from the customer and share it16

between the two.  Hypothetically, I mean, I'm not thinking17

specifics, but that's why one couldn't rely on a negotiation18

between these two parties settling the litigation to protect19

the value that would be sought by the consumers who aren't20

part of it.21

        MS. MOORE:  Steve?22

        MR. STACK:  I think it's hard to disagree with what23

Carl said.  I think the question is, therefore, what24

antitrust rules are you therefore going to impose on25
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settlements?  To the extent that you're talking about1

restrictions that fall outside the scope of the patents that2

are in litigation, we have a body of law that deals with3

that.4

        It's basically no different than the way you would5

analyze the license, and there are plenty of cases and6

guidelines in that this area.  I think the hard question is,7

What about restrictions that operate within the scope of what8

is being challenged as a patent that may be invalid, and I9

think that's the hard question.10

        And there you have to really balance some other, it11

seems to me, policies that go to certainty of patents and the12

innovation benefits that flow from it.13

        MS. MOORE:  Phil?14

        MR. PROGER:  Maybe in the spirit of the conversation15

here and with the disclaimer that I have had the judgment to16

retain Carl on matters, I'm going to the point of saying, I17

don't find it hard to disagree with him at all, at least to18

this extent.19

        I think you have to ask yourself the question, What20

public policy, what public benefit are we talking about?21

There are other public policies other than competition.22

There are public policies of encouraging settlements, so I'm23

not sure that settlements in and of themselves are plus or24

minus from a public policy standpoint.25
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        I think the issue is -- and this is where I was going1

to go, it's exactly what Steve just said, Tom earlier said,2

and I think we would all agree, that look, if your settlement3

goes beyond the scope of the relief you could have obtained4

in the litigation, I think that is a suspect area, and you5

have to look at that.  It doesn't necessarily mean it's6

unlawful, but there's a restraint, and you have to apply7

antitrust analysis.8

        The real tough question, and the question that9

everyone has difficulty with is, How do you analyze10

settlements which are within the scope of the patent11

litigation, and one of the problems I have in doing that, and12

I confess, I don't have a ready answer for this, is to some13

extent you cannot make that determination without an ultimate14

determination of the validity and enforceably of the patent,15

because when we use the rubric or terms of art in antitrust like16

horizontal restraints, in fact you don't know that.17

        If, in fact, the patent is a valid and enforceable18

patent, and the defendant is actually infringing that patent,19

then they have no right to compete with infringing products.20

That's not lawful competition.21

        So I really think the difficulty for all of us to try22

to analyze this is to figure out a process of how you23

properly bring these factors in to play and to distinguish24

between what is lawful competition versus unlawful25
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competition.1

        If I steal your goods and go out on the street and2

try to sell them, that's not lawful competition.  If I get a3

license from D.C. government to be a street vendor, that4

doesn't give me the right to sell counterfeit infringing5

goods.6

        So I think the question of whether something is7

horizontal ultimately in this area becomes a question of8

whether or not the patent is valid and enforceable, and that9

ultimately is the rub here because that I think the end10

question, the determining question is the ultimate question.11

        MS. MOORE:  How would you make that determination?12

        MR. PROGER:  Well, that raises the question of13

whether if you were in subsequent antitrust analysis or14

litigation, ultimately the court has to determine the15

adjudicate the validity of the patent and its enforceability16

and whether there was infringement, and I understand that's a17

different issue.18

        Carl and others have written about ways to analyze19

this.  My own view is I think ultimately you'll have to look20

at the nature of the restriction.  You're going to have to21

look at whether it's within the scope of the patent, and you22

may have to try some of these issues and make a23

determination.24

        MS. LEVINE:  Speaking of this going beyond the scope25
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of the patent, I should mention that we're going beyond the scope1

of today's conversation in a sense already.  Let me make a pitch2

for our next hearing.  The Department of Justice is hosting a3

session on May 14 on just the question you've raised, on how to4

wrestle with the question of patent validity and invalidity, 5

which in many senses today is the ultimate question when you're6

evaluating the patent settlement.7

        So we probably don't have time to get into the nuts8

and bolts of it all today, but please stay tuned, we will in9

another couple of weeks.10

        Professor Brodley?11

        PROFESSOR BRODLEY:  Well, I just will add a brief12

comment to what all of you have explored on this, the other13

parties not represented.  I would think another one is14

potential entrants who would enter if the patents were15

invalidated.  I don't see that they're directly represented,16

and finally, government enforcers who don't know about the17

agreements and might want to be represented.  They might want18

to take a position.19

        They're not present, and although I made the point20

before here, any general benefits that patent21

litigation confers on society such as precedents and the22

invalidation and deterrence of bad patents.23

        MS. LEVINE:  I was just going to suggest that we take24

the three name tents that are raised here before getting to25
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you, Tom, because I wanted at that point to turn to the1

question that you raised earlier, the question of whether2

going beyond the scope of the patent is an indicator of3

anti-competitive issues.4

        So, please, Carl?  I'm sorry, Bob.5

        MR. COOK:  Just bouncing off of what Professor6

Brodley said about other types of persons who might be7

affected by a patent settlement, there you have questions8

that may go, for example, to questions of antitrust standing,9

but you touched the issue of whether there may be other legal10

regimes besides the antitrust laws that are implicated by a11

patent settlement.12

        For example -- and then other persons who may be13

affected, holders of other potentially competing patents may14

be affected by it as well as potential entrants and so on and15

so forth, so it opened up really a broader issue that16

probably is well beyond this, but is the same ilk.17

        MS. MOORE:  George?18

        MR. CARY:  I wanted to just throw out contrary19

positions on both of the unobjectionable things that have20

been said.21

        First, with respect to the point that Steve made,22

yes, there is a body of law that deals with the circumstances23

outside the scope of the patent and the extent to which24

you can restrain your infringing competitor outside the scope25
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of the patent grant.1

        I would say two things about that.  One is that that2

body of law seems to be on the edges at least eroding to some3

degree, less clear than it previously was.  Second, one could4

make the case from I suppose an economic or public policy5

point of view that the argument that the courts have up until6

now pretty consistently rejected, namely, "But I wouldn't have7

licensed the patent if I hadn't gotten these out-of-the-scope8

restraints," is worthy of some pro-competitive weight.9

        The tax that you impose on licensing because the10

patent holder is unable to restrict its use outside the scope11

might be something that, in fact, is anti-competitive if, in12

fact, he would have chosen not to license in the first place,13

thereby shutting down the competitor.  The problem is that's14

again a very, very difficult judgment to make and probably an15

impossible one for the antitrust agencies to make.16

        The second problem might be that clear delineations17

of the limits of the scope and the ancillary restraints might18

be pro-competitive in the sense that it gives patent19

innovators a sense of what the value of that patent might be20

and not a false expectation of maybe greater patent value21

that otherwise might lead to inefficient investment22

decisions.23

        So that's an area where I think it's worthy of24

discussion as to whether limiting the restraints to the scope25
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of the license is, in fact, the best public policy -- I'm1

sorry, the scope of the patent is the best public policy.2

        Now, going to the other side, going to Phil's point3

about keeping it within the scope and then having the freedom4

to do what you want as long as it doesn't go beyond the5

patent grant, the problem with that is that what you're doing6

is you're converting the possibility or maybe in the way Phil7

said it the probability that you would have a monopoly by8

enforcing the patent to a certainty of a monopoly.9

        And the difference between a probability of a10

monopoly in an unlitigated patent and the certainty of a11

monopoly by private arrangement of the litigants can be quite12

a significant difference and can be quite detrimental to13

consumers.14

        So both of the kind of general rules that have been15

laid out I think have some infirmities from the point of view16

of pro-competitive or consumer welfare.17

        MS. MOORE:  Steve?18

        MR. STACK:  I just want to back Phil up on this one.19

I'll ask the question, Why shouldn't we have a rule that says20

if for those portions of your settlement that fall within the21

range of potential outcomes of the litigation itself, they22

ought to be presumed to be lawful, and I come at it for two23

basic reasons.24

        One reason is I think it's consistent with more of25
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the policies that factor into this issue, and secondly, I1

think the alternatives to that seem a lot worse to me.  I2

think a rule like that is certainly consistent with the3

presumption of patent validity that operates in patent4

law.5

        I think it's consistent with a policy that favors6

settlements.  Remember one of those policies is compromise,7

and if it falls within the range of outcomes, it is by8

definition a compromise.9

        It facilitates settlements, and it reduces the10

uncertainty that is a problem with innovation here.  It's11

consistent with the rules on licensing I think, all of which12

really are based on the assumption that the patent is valid.13

        And I think it limits the scope of the Noerr issue.14

It basically says, If you can bring a lawsuit consistent with15

Noerr, then you ought to be able to settle it within that16

range of potential outcomes.17

        What are your alternatives?  Do you retry the patent18

case later on, which obviously doesn't promote judicial19

economy, and also ends up with kind of an armchair, second20

guessing, Monday-morning-quarterback result where you may21

have won the patent case had you litigated it the first time,22

but you're mousetrapped because you've lost it in the23

antitrust case, or do you adopt some kind of probability24

approach?25
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        And I don't see that working.  I don't think that1

when you -- given the range of error that you have in any2

probability analysis, I don't think that's a workable3

solution, and how do you prove it?  Do you force the patent4

owner, for example, to waive its attorney/client privilege in5

order to be able to defend the assertion that this patent6

only had a 30 percent chance of success when the patent7

attorney says, No, it's 60 percent?8

        And at what point in time do you do that because the9

odds change as litigation proceeds, so that's where I come10

out, and that's why I come out that way.11

        MR. CARY:  Can I respond briefly to that?12

        MS. MOORE:  Sure.13

        MR. CARY:  I think Steve makes an excellent point.14

It's a bright line rule that stays within the potential range15

of the possible outcomes.  The problem is, as Steve points16

out, I think there's a real question as to whether the17

agencies can do anything other than what he just proposed.18

        You can't relitigate.  There have been a number of19

instances where I think the FTC has looked at that option.20

There was one where they actually attempted that option, not21

to great success, and going behind the patent positions and22

trying to figure out who would have won or what the odds23

were, with all due respect to the FTC, which is an agency for24

which I have immense respect, I think it's just intractable.25
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        I think it's beyond their -- the administrative1

competency of the agency to do that sort of thing, so what2

are you going to do?  You've got to set up some kind of3

bright line, and the one that Steve sets up is not a bad one.4

        Maybe there's some procedural process like a Tunney5

Act process where the court that is deciding upon whether to6

accept the settlement has the opportunity to take input from7

other interested parties.8

        Maybe that helps, maybe it doesn't help, but it's a9

very tough problem if you're going to rule of reason to10

figure out what the odds were that the patent would have been11

upheld and then to figure out whether the settlement extends12

the monopoly beyond what it should have been extended to.13

        MS. MOORE:  Jamie.14

        MR. EGAN:  One of the concerns I have here is that15

the patenting system itself is not adversarial, although16

people applying for patents will disagree with that.  Their17

examiners argue back and forth, and no third parties can get18

in there and really argue the points.19

        There is a duty of candor when you're filing a20

patent.  You're supposed to tell all, show all.  Oftentimes21

things come out when other people are looking at it that22

didn't amount to having told all and shown all.23

        If we're talking about patent settlements between two24

competitors reaching a conclusion put before a relatively25
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overburdened judge on an issue that turns as to whether1

consumer interest is being helped or hindered, when our2

entire system is based upon adversarial process, simply3

saying that the advocates of the consumer whose job it is to4

permanently do this are overburdened or incapable, I wouldn't5

leap to the conclusion that two competitors who might not6

have the best interest of the consumer at heart are better7

capable in that setting.8

        And sure, it may be more difficult, but the thing at9

stake here is the consumer competitive interest, not the10

interest of the two competitors, and if anything, there are11

laws about maintaining the competition.12

        And I recognize that patents really support13

innovation and everything else like that, but at the end of14

the day, I think competition and free commerce is the15

preferred public policy goal.16

        Patents are temporary.  They are seen as a necessary17

incentive, but they're not an absolute excuse, and once you18

have your patent, you're on notice that you must defend it,19

and I don't think it's too much of a burden for a patent20

holder to respond in an adversarial setting for the first21

time before he goes to a settlement with someone who22

represents a consumer interest.23

        MS. LEVINE:  Tom, you were raising the issue before24

about restrictions that go beyond the scope of the patent.  I25
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don't know if you have your name tent turned up to talk about1

that or to talk about the current conversation.2

        MR. BARNETT:  I can talk about that, although I will3

briefly endorse what Steve and Phil were saying.  I certainly4

agree and part of -- I guess related to the question related5

to settlements going beyond the scope of dispute, because I6

think it's administratively very difficult and probably7

unwise to try to assess the validity of the patent or second8

guess that good faith dispute, if you're looking at a9

restriction that goes beyond the scope of the dispute, you10

can assume for the sake of the analysis that the patent was11

valid, and then you apply your normal antitrust analysis.12

        It's not that going beyond the dispute is necessarily13

a problem.  If agree that I won't infringe anymore and I'll14

make the contribution to your favorite charity, it is unlikely to15

raise a concern.16

        But I guess my point is at that point I think you're17

subject to more normal antitrust analysis.  That's what the18

agencies and courts are more used to doing, and it may or may19

not be a violation of the antitrust laws.  That just depends20

on the facts of the given case.21

        MS. MOORE:  Joe?22

        PROFESSOR BRODLEY:  All right.  Well, I would want to23

reply to many of the things you said, about how24

these cases are being handled.25
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        First, I agree fully that the trying -- the retrying1

of a patent case in the antitrust arena is an undesirable and2

ultimately unwieldy undefeating means or instrument, so I3

agree with all of that.4

        But I don't think that -- I wouldn't agree that it5

then follows that as long as it's within the scope of the6

patent, that the parties should be allowed to do it.  It7

seems to me that's contrary to the way that, for instance,8

the Guidelines consider these restraints generally, which is9

they do apply a rule of reason, but it's hard.  I agree, it's10

extremely hard to apply the rule of reason.11

        What we should look for, and I don't have a formula12

to suggest all of them, but for indicators which will enable13

that solution and the courts can handle and which will14

promote the goals of both -- of the patent, innovation and15

antitrust.16

        And to say just a word more about that, so you17

start with the question, Does this arrangement involve collateral18

restraints which in the absence of patents would violate19

antitrust laws?  If you don't have that, there's no case, so20

that's the first step, so you find that, but that, of course,21

is not exceptional itself.22

        Then you look for whether there are anti-competitive23

restraints.  And then you ask in the first instance, Are24

there any kinds of presumptive criteria or indicators that25
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might be used?1

        Well, one that is being used, and as I said we'll2

come to this later, but as an example of this approach is3

reverse payments, as an indicator which can be useful, and4

another one that I gather we may discuss, is the payment of a5

trivial royalty along with certain other factors.6

        And so then you look at the degree of the collateral7

anti-competitive restraints and their necessity.  That would be8

part of the rule of reason analysis.  You look and see if there are9

anti-competitive effects, and of course, it would have to be10

afterwards, but I suppose in assessing whether they're likely to11

be, and those are often hard to establish.12

        But in certain conditions, I think they would be13

indicative coupled with, for instance, the payment of a14

trivial royalty, but it's hard to figure the anti-competitive15

effects because obviously the restraint, which would be a per se16

violation in the absence of a patent, will have effects which you17

might find are anti-competitive, so that's not enough.18

        Well, then the cases in this area have also looked to19

intent, more so than in other areas of antitrust where that is20

dropping away a good bit as a factor, so while I think intent can21

be misused, as some of you have inferred already, but I think22

we know that we can use it when effects are not clear.23

        The Supreme Court has said so on more than one24

instance, but it has to be the proper kind of intent, and the25
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kind of intent that one is talking about is not expressions1

of feelings or animosity or anything like that, but these are2

corporate documents which illustrate the likely effect of the3

transactions involved.4

        And finally, there's a business justification, so --5

well, that's unwieldy.  That's the modern rule of reason, and6

I don't see why we should give up on trying.7

        MS. LEVINE:  I want to say thank you for that very8

thorough and very helpful exposition of a lot of the9

indicators of -- indicators of what may flag anti-competitive10

issues within patent settlements.  I want to open that up to11

the panel now actually and get responses to your list.12

        I think a few of the indicators mentioned were13

restrictions that go outside the scope of the patents,14

reverse payments and of course a few others.15

        Can I get your thoughts on whether those things,16

those indicators, when you see them, do indicate any kind of17

anti-competitive concerns?18

        George?19

        MR. CARY:  Yeah.  I guess my reaction to that is that20

my sense of what Professor Brodley just described is not too21

different from what I heard Steve say in a sense.  If you22

start with a presumption that one of the likely -- or I23

shouldn't say likely.  One of the possible outcomes of the24

patent litigation is an injunction which precludes the25
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competition that we're talking about here, then you either1

have to make an assessment in the antitrust context of what2

the likelihood of that outcome is and put a probability on to3

it and then compare that probability against the restraints4

that have been imposed by the settlement, which I think is5

impossible, or you have to assume that a full stop injunction6

would have issued, and therefore there would have been no7

competition within the scope of that patent altogether.8

        If you're going beyond the scope, outside the scope9

of the patent, reverse payments, those two examples that Gail10

just listed are examples that I would argue are outside the11

scope of the possible outcomes.12

        There's not going to be a restriction on competition13

outside the scope of the patent as a result of the14

litigation.  There's not going to be a payment from the15

patent holder to the infringer as an outcome of the16

litigation, so I think Steve's rule captures those examples,17

leaving you with a question of, Are there antitrust agencies18

capable of making an assessment about the likelihood that the19

patent would have been held valid, thereby giving rise to the20

presumption that injunctive relief automatically flows.21

        MS. LEVINE:  Phil?22

        MR. PROGER:  I was -- well, one, let me just say that23

I think that we're in general agreement that it's the right24

analysis as Joe has set forth when you're outside the scope.25
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It's essentially a rule of reason analysis, and I don't think1

it is that alien to the antitrust process.2

        When you're within the scope, I think again that3

raises the difficult questions, and I don't have easy answers4

for it, and I wasn't suggesting in my earlier comment that5

it's easy to try the patent issues, but I still don't6

understand how you get around them.7

        And when you talk about reverse payments, one of the8

things that troubles me is what makes a payment reverse?  I9

don't fully understand that.  Maybe if someone could define10

that to me, that would be helpful.11

        Certainly --12

        MR. CARY:  That's easy.  It's a payment from the13

patent holder to the infringer.14

        MR. PROGER:  Why is that reverse, though?15

        MR. CARY:  Because typically it's the infringer16

that's liable for damages, not the patent holder.17

        MR. PROGER:  Why do you say typically?  Are there18

situations where it is not?19

        MR. FEINSTEIN:  Let's talk outside the patent context20

for a second.  Typically when you have a potential entrant21

and an incumbent, you would not expect the incumbent to be22

paying the potential entrant not to enter.  To me that's sort23

of the essence of the reverse payment, stated most starkly.24

        MR. PROGER:  What about when you have Hatch Waxman,25
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Rich?1

        MR. FEINSTEIN:  If anything, that may make the2

problem worse in my mind.3

        MR. PROGER:  It means just the opposite to me.  There4

you have the -- because of what Hatch Waxman does is5

essentially create a declaratory judgment process.  There you6

have the alleged infringer as the nominal defendant, really7

the plaintiff under Hatch Waxman, and the alleged infringer8

has very little at risk, and the plaintiff, the patent9

holder, has enormous risks.10

        And I'm not surprised under those circumstances that11

the party with greater risk, more at stake, might end up12

paying the party with less in a declaratory judgment context.13

        MR. FEINSTEIN:  But what is the source of that risk14

is I think the next question.  Is it the risk of competition15

on the merits or is it some other risk?16

        MR. BARNETT:  But it's more fundamental than that.17

The patent holder in that Hatch Waxman context has no claim18

for any damages against the generic company who typically19

files the paragraph 4 certification.20

        In that bargaining context, it's hard for me to21

imagine a situation where the generic company would be paying22

the patent holder anything.  You start off where the23

default -- the best that the patent holder can get is zero,24

and given that they're the only ones who have something at25
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risk here because a generic company can walk away at any1

time, you would expect any settlement to involve some flow of2

consideration from the patent holder to the generic3

challenger.4

        MR. PROGER:  Exactly.  I'm sorry.  One thing I do not5

think is helpful -- George is right, it's intractable.  I6

hear people say, Let's not try the patent issue.7

        On the other hand, I cannot believe that we want to8

set up a series of decision rules or operating rules here9

based on the percentages and likelihoods because I don't10

think how you really determine that, and I don't know how you11

make those standards, and what does that mean?12

        We have two alleged infringers.  First one goes to13

the patent holder and says, I believe I have better than a 5014

percent chance of winning, but I'm willing to settle if you15

pay me not to infringe, what do you think?  Patent holder16

says, Sure, okay?17

        Under sort of the handicapping, that looks like a18

really suspect settlement, and I would agree with people who19

say that.  The second infringer says, I'm not going to pay20

you, I'm going to trial.  You go to trial.  You go to the21

Federal Circuit, Supreme Court, patent is held as valid.22

        What was the right outcome?  Was the first settlement23

anti-competitive?  Turns out that they had no right to be in24

the market in the first place.  I mean, we all want to find a25
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rule that avoids the ultimate issue, and I would like to1

also.  I just can't figure one out.2

        MR. FEINSTEIN:  Can I -- I'm sorry?3

        MS. MOORE:  I'll let you respond, Rich, and then I4

actually have a question.5

        MR. FEINSTEIN:  I wanted to go back to what Tom said6

because maybe I'm just missing something, but it's not7

obvious to me why the potential entrant has no risk.  I mean,8

they at some point -- if there's no injunction, they have the9

opportunity to enter, and that presumably brings with it10

substantial risk.11

        MR. BARNETT:  If I could respond to that.  The way12

Hatch Waxman is set up, it's so that you're entitled to bring13

the declaratory judgment action before the expiration of the14

patent that's at issue and during the pendency, at least the15

way it typically works out, the generic company does not16

enter, does not have the right to enter, and therefore until17

you get to the end of that process, there is no prospect of18

their entering, and the patent holder has no claim for19

damages.20

        MR. FEINSTEIN:  Right, but during that part of the21

process, what's the incentive then for the incumbent to pay22

anything to the patent holder, to the generic?23

        MR. BARNETT:  The incentive?24

        MR. FEINSTEIN:  Yes, what's the pro-competitive25
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incentive?1

        MR. BARNETT:  Well, it's to avoid the uncertainty of2

the litigation.  We talk about all the reasons, and just as3

one example, knowing that I have this stream of income coming4

in as a branded pharmaceutical company, a patent holder, I5

know that I can make investment in additional research and6

development, that sort of thing.  I can continue to innovate7

within that product as well.  I mean, there are a number of8

benefits associated with it.9

        MR. FEINSTEIN:  Does it matter how much they're10

paid?11

        MR. BARNETT:  As a practical matter, I understand the12

more they're paid, the more scrutiny it will get.  It's not13

immediately clear to me that it should matter.14

        MS. LEVINE:  That's actually a good entree to a15

question we wanted to address.16

        MR. COHEN:  I see Carl's sign is up, and I know that17

you've written a bit on the situation where you have payments18

in two directions, a per unit payment coupled with a fixed19

payment.  Maybe you could explain a little bit of your20

thinking on that.21

        PROFESSOR SHAPIRO:  Okay.  I guess it seems to me in22

the context of what several people have said, we're23

looking -- we can at least try to look for indicators of the24

terms of the agreement that are I'll say highly suspect so25
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that we don't have to get this to the valuation of the patent1

strengths or weaknesses.  At least that's one approach to try2

to take to see whether that's workable.3

        So I would start with the simplest case, patent4

license, that is, I sue you.  I say you're infringing.  We5

settle.  You agree to pay me a certain amount per unit let's6

say.  I would say I think there was in the scope of your7

question.8

        That obviously is a cost to you of doing business.9

You're going to compete against me now, let's suppose, but10

you're going to have this cost.  Should we be at all11

suspicious of that agreement, just a classic licensing12

agreement?  Whether entered into before or after litigation13

ensued, I don't care.14

        I would say, no.  I would say no because there's --15

you must have a view on sort of maybe you would win, maybe16

you would lose in terms of the patent litigation.17

        You wouldn't typically agree to pay more, to pay so18

much and burden yourself with cost unless you thought, Hey,19

there's a pretty good chance you would lose, and you would20

actually be out of the market.21

        So there's no inference based on that sort of simple22

classic licensing agreement that competition has been reduced23

by this agreement in comparison with what likely would have24

come about from litigation, which I think is ultimately the25
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key question.1

        MR. COHEN:  In a very simple form, does the form of2

the arrangement matter, whether it's per unit or lump sum?3

Does that suggest anything?4

        PROFESSOR SHAPIRO:  Again if the payment is being5

made from the potential infringer to the patent holder,6

whether it's lump sum, per unit or some mixture I think does7

not matter.8

        Once we enter -- once we introduce though maybe two9

payments going in both directions, then the possibilities for10

mischief are very much present, and in particular, if I am11

the patent holder I -- if I pay you a lump sum and you pay me12

a royalty, well then that could definitely be13

anti-competitive.14

        I'm essentially paying you off in exchange for your15

agreement to burden yourself with costs or perhaps to leave16

the market for that matter, a variation on this.  You might17

not come in until later or you might agree to leave, so once18

we have the payment flow going from the patent holder, that's19

the issue, not the structure of the payments coming the other20

way.21

        MS. LEVINE:  We have a lot of tents up.  Actually22

only one.  Is this a response to --23

        MR. COOK:  It was what I was going to say but cast in24

a response to what Carl said, but which is there's this25
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discussion about the form of transaction really, what1

Professor Brodley and others have talked about going beyond2

the scope of the agreement or additional things, and in most3

cases, I think these are really just creative attempts to4

solve negotiating problems, and they're done without regard5

to antitrust issues.6

        And my suspicion is as this progresses over the7

years, people will be thinking more and more to antitrust8

implications as we go along, and so these forms of agreement9

will no longer emerge in patent settlements and, you'll have10

more things that are done to withstand antitrust scrutiny,11

taking into account the Competitor Collaboration12

Guidelines and merger laws and things like that.13

        So this may be more of a bump in the road in some14

cases than a permanent problem of patent settlements.15

        MS. MOORE:  I wanted to go back to Phil's16

hypothetical for second and ask him to respond to something17

and open it up to the rest of the panel.18

        MR. PROGER:  I knew I was going to get myself in19

trouble.  Go ahead.20

        MS. MOORE:  Well, in your hypothetical, and please21

correct me if I mischaracterize you, you have the first22

person settling with the innovator, right, patent holder,23

second person going to the market, and you have the patent24

being upheld as valid.25
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        I guess my question would be:  If you flip that, the1

second goes to trial and the patent is held invalid or not2

infringed or actually I guess it would just have to be3

invalid.  What does that do to the first agreement as far as4

an antitrust perspective?5

        MR. PROGER:  I actually think that that's a very good6

question, something that I have thought about, and you have7

to take a step back here.  This is hard because we're8

marrying two different means to promote consumer welfare, and9

the concept that the means aren't necessarily compatible isn't10

self-evident to me and at least when we talk about something11

being anti-competitive, that's the wrong place to start.12

        I mean, I'm an antitrust lawyer.  I believe in13

competition, but there is a system of intellectual property14

rights that grants you the right to exclude something that is15

infringing.  That in its very basis is anti-competitive,16

and society has made a judgment we want that.17

        And just to an earlier comment, someone has said that18

competition is the preferred public policy over intellectual19

property rights, I would like to see where that is, and I20

don't know who made that judgment.  Unfortunately, I think21

they're kind of equal, and you have to marry them.22

        So here the first thing I think you have to figure23

out is if the settlement is within the scope of what you can24

achieve in litigation, I think you have to figure out whether25
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the patent was valid.1

        Then what happens is if subsequently you determine2

that the patent -- if a patent is valid, I would say it's per3

se lawful.  Maybe that's going too far, but if the patent is4

valid and you settled within the scope of it and there's5

nothing else that is restricting, then you have the right to6

exclude, and the fact that you're going to share whatever7

returns you get I don't think is anti-competitive.8

        But the question you posed, Robin, is the most9

difficult, which is what happens if the parties -- let's set10

it up and eliminate the obvious.11

        If it is a bad faith settlement, they really didn't12

believe they had a valid patent and this is a sham, okay?13

        MS. MOORE:  Okay.14

        MR. PROGER:  And I'm not going to put Professional15

Real Estate Investors in this or that type of standard.  I'm16

just going to say, if it's a sham it's anti-competitive, we17

shouldn't protect that.18

        What do you do in a situation where the parties19

honestly believe that they have a valid settlement, reverse20

it.  I go to you and say, Look, I believe you have 90 percent21

sure that the patent is valid and enforceable, I'm22

infringing, we'll settle, and then subsequently it turns out23

that the 10 percent -- that for whatever reason it's not24

valid or not enforceable.25
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        Then I think you have to apply the Noerr concepts and1

some of the standards we do under the rule of reason and look2

to, Was it a sham?  Were the parties in effect trying to3

engage in what would otherwise be a naked restraint?4

        And I agree with Joe, that it is difficult to get5

intent here, and I don't think by intent we want to look at in6

terms of what was the intent of the parties in the sense of7

ultimately ignoring that to the exclusion of the effect.8

        But here when you're looking at this issue and9

looking at to determine whether it's a sham or not, I think10

you're going to have to look behind the curtain and see what11

the parties were trying to do here, and that gets very12

difficult.13

        MS. LEVINE:  Let me see if I can return our14

conversation to a question that's come up a little bit, but15

let's get into the thick of it now, a question of whether16

patent settlements should be reviewed, when they are17

reviewed, under the standard review of per se or rule of18

reason.19

        Are there any types of settlements that should be20

viewed under the per se rule, and on the other hand, when21

should an agreement be analyzed under the rule of reason?22

        Rich, I know your views have evolved on this, so23

you've told me.24

        MR. FEINSTEIN:  Yes, they have, and I've moved over25
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the last several years I think more to the point of view that1

there are certain settlements, and they may be the easiest2

examples.  They may be the ones where they have features that3

we all would agree are outside the scope of the patent, but4

where those features are present, I think a strong case can5

be made for a per se rule.6

        And I think it's important to remember just as -- and7

I completely agree that settlements are most of the time very8

desirable, and one of the reasons that they're very desirable9

is because they conserve judicial resources.  They conserve10

the parties' resources.  They conserve society's resources.11

        That's also why we have per se rules, for certain12

kinds of practices that are so unlikely to have any13

competitive benefits, we just agreed these should be14

prohibited, and we're going to move on, and it could be --15

it's a follow-up on what Bob said.  This could be a bump in16

the road.17

        I don't know.  I don't know how widespread the18

agreements are that have the most problematic features -- and19

they're not always necessarily settlements, let's keep that20

in mind.  Some of them are agreements that don't settle21

anything, but it may be that because of the scrutiny they've22

come under that they're not going to be -- they're not going23

to be a big problem in the future.24

        I think the study that the Commission is doing right25
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now under [Section] 6b is going to be very informative on the 1

scope of the problem and then perhaps also on the remedy, but 2

I think a persuasive case can be made when you have features that are3

very difficult to justify as efficiency enhancing or4

pro-competitive to say they are per se unlawful.5

        MS. LEVINE:  Any responses to that?6

        PROFESSOR BRODLEY:  Well, yeah, I agree, but I would7

go a little farther.  I mean, I don't know whether you would8

go this far or not, but I think the reverse payment should be9

either per se or presumptively unlawful.10

        And let me say just a word about that that replies to11

something -- some things that have been said earlier about12

the reverse payments.  The vice in the reverse payments as I13

see it, the underlying vice, is it distorts the incentives of14

the parties.15

        That is to say, before the reverse payments, you had16

two parties who were disagreeing about the validity of the17

patents or the infringement, and one party is in effect18

trying to open this to competition.19

        I don't say that's good because maybe the20

patent should be open to competition, but I say that's a21

force that works in the competitive direction.  The patent22

holder obviously wants to keep its patent and keep it closed23

to competition.24

        Now, they work that out in a settlement.  Generally25
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that may be okay, but with a reverse payment in this field is1

such that the patent holder can well afford to pay this2

challenger more than it could ever have earned by coming in3

competitively.4

        So that means that the dynamic by which we would get5

a normal, more or less market type solution is broken, and6

there's nobody left to represent the consumer interest.  The7

two of them are actually sharing the monopoly risk, so -- and8

therefore you have to go to a regulatory solution if you're9

going to allow those things to go on and look into validity and10

all that sort of thing.11

        If you make it either presumptively or per se, what12

happens?  You throw them into another kind of solution which13

would -- this has been suggested by Commissioner Leary in a14

paper recently -- by which they would have to trade in terms of the15

entry date that a generic would come in, and they could also16

negotiate the royalties.17

        Then the generic would still be in a competitive18

posture, and the generics would reflect the public interest19

in competition factored for the strength of the patents, so20

it seems to me that's the vice.21

        Now, beyond that, I haven't seen it.  The only22

indicator that I'm playing with, and I wouldn't call it a per23

se or necessarily presumptive, but at least it might be a very24

useful indicator, is the trivial royalty, but I won't go into25
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that until you want to.1

        MS. MOORE:  I actually have a question for the whole2

panel.  We've talked a lot about reverse payments today, and3

I wanted to find out if you guys are aware of these things4

existing outside of the Hatch Waxman or if the reverse5

payments -- if those comments are sort of directed at Hatch6

Waxman?7

        MS. LEVINE:  Keep your signs up for the next question8

or for the previous conversation, but I guess our question9

is:  Have you seen a reverse payment outside the Hatch Waxman10

context?  Is that a no?11

        MR. FEINSTEIN:  Well, I would just say that certainly12

outside of the time that I was at the FTC, I haven't seen13

that, and inside the time that I was at the FTC, that was14

something we were looking for and couldn't find any15

examples.16

        MS. LEVINE:  None to be offered today, right?17

Hearing none, let's move back on to the discussion.18

        Carl, you had a comment?19

        PROFESSOR SHAPIRO:  I wanted to respond to the20

question about when, if ever, per se treatment's appropriate,21

and I guess like most economists I tend to move right along22

to a rule of reason rather than per se, but I do think that23

with suitable care, certain reverse payments should be --24

I'll say like either per se or sort of a presumption that25
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they're anti-competitive.1

        What I mean by suitable care is I think first you2

want to look at the net payment that's involved, so there may3

be a more complex transaction going on so rather than just a4

naked cash payment in a reverse direction, if you have other5

consideration flowing, you would want to look at the net6

payment, and I would say you would also want to look at net7

payment in excess of what a litigation costs from the point8

of view of the patent holder, with the idea being that if the9

net payment is flowing from the patent holder and exceeds the10

amount of avoidance of litigation costs, then you ask11

yourself, What is the patent holder paying for, okay?12

        And I think a presumption -- maybe I would be13

comfortable with that, a presumption they're paying for some14

lessening of competition, and maybe that could be rebuttable,15

I guess, but that's a shortcut at least, some sort of16

shortcut rather than a full blown rule of reason which seems17

to be is probably a good idea with that fact pattern.18

        MS. LEVINE:  Steve?19

        MR. STACK:  Just again going back to the per se20

question, what are hallmarks of per se violations?  One, no21

plausible efficiencies, and, two, a statistical probability,22

a very high statistical probability that this kind of23

practice -- and it's a typology really, you don't do it24

really on a specific instance by instance basis, and I don't25
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think you have either of those in a settlement context.1

        You clearly have efficiencies, and you can't really2

say that settlements per se are going to be overwhelmingly3

anti-competitive.  I think that most of the problems that4

Rich refers to and Professor Brodley refers to can probably5

be dealt with and maybe in a very truncated basis in a rule6

of reason analysis.7

        You've got the doctrine of ancillary restraints, and8

if you can't demonstrate that you fit within that doctrine,9

you may, even for an outlying restraint, end up with10

something very close to per se.11

        I would certainly not think that you could apply the12

per se rule to any restriction that operates within the13

patent's scope.14

        MS. LEVINE:  Rich?15

        MR. FEINSTEIN:  I think I just wanted to make it16

clear that I did, in fact, agree with Professor Brodley that17

I would include substantial reverse payments in the category18

that ought to be, and I'll adopt Carl's characterization, of19

presumptively unlawful.  I mean, whether you go all the way20

to per se, I think there's a case to be made for that, and21

the paper that I guess will make it on to the web site22

explains why.23

        I don't think that any reverse payment necessarily24

puts you into a per se box or even a presumptively unlawful25



95

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

box.  I think it's got to be a payment that's large enough to1

alter the incentives of the party that's on the receiving2

end.3

        And I guess in some sense that may take you one step4

beyond sort of classic per se analysis, but I think another5

thing that we have to keep in mind here, and again I'm6

focusing this on the Hatch Waxman context, it sort of ties in7

things people have said earlier, yes, there are efficiencies8

as between those two parties, but there are some third9

parties who are not necessarily benefitting from those10

efficiencies in the context of the reverse payment.11

        MS. LEVINE:  Tom, let me call on you and ask you if12

you can take the conversation about rule of reason versus per se13

discussion -- you can certainly address reverse payments, but14

take it beyond that.  How should other practices be15

reviewed?16

        MR. BARNETT:  Well, I think -- in general I think the17

rule of reason makes the most sense, and certainly within the18

scope of the patent dispute, it's very hard for me to see,19

for the reason Steve articulated very well, why you would20

ever use the per se rule, assuming it's not a sham as Phil21

says.22

        I mean, if there's a objectively reasonable basis for23

a dispute between the parties, if they have resolved it24

within the scope of that dispute to say it is somehow -- any25
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particular practice is an agreement that you're going -- the1

challenger is going to walk away, which is presumably the2

most threatening to competition, that is still within the3

scope.  I just frankly have trouble seeing the argument for a4

per se rule within that context.5

        When you go to settlements that go beyond, I think6

Rich has a much stronger case.  I mean, if the settlement7

involves an agreement that you're going to license your8

patent and they're going to purchase a separate unrelated9

product from you, you get into tying issues, as an example,10

and if the other elements of a tying claim are met, then the11

settlement may be subject to a challenge under a per se12

analysis in that context.13

        I do think it's worthy of mention that my14

understanding of the settlements that the Commission in15

particular has gone after without exception, and I'm open to16

being corrected -- but without exception involve something17

beyond really the scope of the actual patent dispute.18

        I alluded to one earlier, that you wouldn't make the19

patented product or any other substitute, as an example, and20

I think it is telling that the cases that the Commission has21

gone after involve this sort of reaching beyond the dispute,22

and that for a pure settlement, the hard case that Phil puts23

forward, I'll be surprised if you find anyone willing to put24

a per se rule to it, and even under the rule of reason I25
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think it's a very tough case.1

        MS. LEVINE:  Phil?2

        MR. PROGER:  I think I agree with Tom.  I think that3

in the area within the scope of the patent, I think we should4

follow rule of reason.  Outside the scope of the patent, then5

while I'm generally not enamored with the per se rule to6

begin with, I think there are situations where it might7

apply.8

        Let's go back to what the rule is.  If I recall9

correctly, in BMI and in CalDen, the Supreme Court has said10

we applied per se that always or amount always injure11

competition.12

        When you're within the scope of the patent, one of13

the set of conceivable outcomes could be, as I said, if the14

patent is valid, so I don't see how we can puts as a standard15

there that that would almost or always injure competition.16

That is why I would not favor per se within the scope.17

        Outside the scope I think is a different situation,18

but we're in an era where the Supreme Court has been19

narrowing the application of the per se rule, and now to20

apply it in an area fraught with uncertainties and21

difficulties I think would be problematic.22

        MS. LEVINE:  Steve?23

        MR. STACK:  Just one point, one caveat.  When we talk24

about this distinction between using technology that's within25
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or restraints that are within and without the scope of the1

patent, it's not as easy as you might think because obviously2

one of the issues is whether the infringing product is, in3

fact, within the scope of the patent or not.4

        And when parties settle, they want to get some5

closure on that issue, and they want to get some closure6

about whether, if the alleged infringer changes this little7

aspect of the molecule, they're going to be back in court8

again or not.9

        So I think the easy case is the one that says, You10

won't sell a competing product, but there's got to be some11

play it seems to me at the margin to be able to settle those12

questions which relate to whether -- what the scope of the13

patent is.14

        You may have the benefit of the Markman decision15

which will help you there, but you may not, and even that16

decision obviously is an interlocutory one which may or may17

not be correct.18

        MS. MOORE:  Okay.  I would like to shift gears now19

and focus our panelists on when Noerr applies to a patent20

settlement, and I'm going to throw out sort of a range of21

options just to move things along, those being to a22

stipulated dismissal, to something like a consent judgment,23

something like a Tunney Act proceeding, or something, a24

threat letter followed by an agreement not to offend again.25
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        Anything between those that I've missed feel free to1

bring up to, so --2

        PROFESSOR BRODLEY:  What's the question then?3

        MS. MOORE:  The question broadly stated is:  When4

does Noerr apply?  How much judicial involvement do you need5

for Noerr to apply to settlement agreements?6

        MS. MOORE:  Tom?7

        PROFESSOR BRODLEY:  You start.8

        MR. BARNETT:  Sure, I'll jump in on what I will9

presume will be one end of the spectrum, which is to say that10

-- let me put it this way.  It's hard for me to understand11

why Noerr should not apply in virtually every instance, and12

to take as one of the examples you gave.  The example you gave,13

a pre-litigation threat letter, it's my understanding of the14

case law is that there's a fair amount of support for the15

proposition that Noerr does cover that type of activity as a16

precursor to litigation.  It involves no judicial supervision17

and presumably can lead to the recipient of the letter18

backing away and no longer seeking to compete in this area.19

        If that deserves Noerr protection, if you go ahead20

and file a suit and pursue it to some point and end up21

settling, with or without judicial supervision and approval,22

it's not clear to me why that is fundamentally different.23

        MS. MOORE:  Rich?24

        MR. FEINSTEIN:  Well, I certainly want to hear what25
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Professor Brodley has to say about this, but it seems to me1

that the logical extension of what Tom just said is that all2

settlements are immune from antitrust scrutiny, and I think3

we're past that point.4

        I don't know where you would draw the line, but what5

is particularly -- I'll start at the other end of the6

spectrum that you tossed out at me, where you have a private7

agreement followed by a stipulated dismissal of a lawsuit.8

The private agreement settled the lawsuit.  All the judge9

sees under Rule 41 is that the lawsuit is dismissed.10

        I don't see an argument for that being immune from11

antitrust scrutiny.  Obviously the battle is joined in my12

mind at least somewhere in between.  I may have more to say13

about that, but I'll let some others chime in.14

        MS. MOORE:  Joe?15

        PROFESSOR BRODLEY:  Well, I agree with what Rich16

said.  Imagine the sweep of the proposition that whatever17

imprimatur you put on the settlement, that the18

settlement then makes immune all of the agreement that19

you've reached.20

        I mean, who would follow any other course but get it21

into litigation, settle, and if you need a judicial22

signature, get the signature and now you've got immune23

transactions?  So I think that that isn't enough to make the24

legal argument entirely, but I think it's something to keep in25
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mind.1

        As far as the legal argument which is basically2

whether this involves petitioning, I think a clear3

distinction between the demand for payment and so forth,4

that's a part of the litigation -- clearly petitioning,5

that's a part of a litigation process.6

        It would be crazy to say that you can litigate but7

you can't ask for -- send a demand letter in advance, so the8

real question is really the bottom questions which is, What9

if a judge signs it or indeed the last question, What if the10

judge -- if there's approval, if the judge approves after what 11

you call close scrutiny?12

        Well, getting back to the petition.  Petitioning is13

designed to allow people to present views to the government14

and not be inhibited in any way.  If all the judge does is to15

conduct what is really a formalistic -- ministerial is too strong -16

- but a formalistic procedure, the judge will almost17

inevitably sign a settlement if both parties will agree.18

        It seems to me that that does not involve the kind of19

petitioning which assumes some sort of a presentation in20

which a decision maker is giving views on which they can act,21

so let's get to the hardest one.22

        Imagine this there's some sort of close scrutiny,23

which doesn't occur now.  That's ambiguous I think to begin24

with.  What does it mean?  The judge questions the two lawyers25
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a bit, both of whom are eagerly asking him to approve?  That1

doesn't seem to me to be petitioning in any meaningful2

sense.3

        It would only be meaningful if there's some sort of a4

hearing, some sort of a presentation.  Plus it doesn't involve5

any presentation to the judge of the interests that he ought6

to consider if he's deciding in the public interest, and where7

is he going to get the information as to how to do this?8

        So I would say that petitioning, at the least,9

involves a process in which the government decision maker is10

at least open to the presentation of competing views.  In a11

judicial situation this is usually a hearing.12

        And finally there's another doctrine that cuts on13

this, that there is precedent that says that where the14

decision maker is receiving information from consistently15

biased participants, that it's entitled to no immunity.  Now,16

they're biased in the sense that they represent only a single17

interest, and it's consistent.  That's the line of cases, Woods18

Expiration is one of them, so that also it seems to me supports the19

idea that this isn't petitioning.20

        Could it be petitioning?  Yes.  If some kind of a21

hearing is held that has some meaning, then sure, that could22

be a procedure, and the presentations and the judge's23

approval could be a -- could get you into petitioning.24

Somebody said the Tunney Act proceeding.  That would be I25
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suppose along those lines.  Whether that's something we1

should do is another matter.2

        MS. MOORE:  Okay.  I think Rich was next.3

        MR. FEINSTEIN:  I just wanted to echo in some sense4

what Joe just said.  I mean, the point I didn't get to in my5

first comment, which I suspected someone would, is exactly6

that point, the petitioning point, and I think that the7

closer you get to something that looks like the Tunney Act8

proceeding, it seems to me the stronger the argument for9

immunity becomes, but we're on a continuum.10

        And I think you have to go quite aways from where Tom11

started to get there.12

        MS. LEVINE:  Just in the interest of time, and I hate to13

do this, but I think we should probably take your comments,14

Jamie's comment and Phil's comments and then allow a little15

bit time for a very important question that our Department of16

Justice representative wants to throw out today.17

        MS. MOORE:  Are you finished, Rich?18

        MR. FEINSTEIN:  I am.  I was already done.19

        MR. MOORE:  Jamie?20

        MR. EGAN:  I agree with Professor Brodley on this.21

It's a situation where a judge is basically put to giving an22

advisory opinion without somebody who is really the advocate23

for the position of the consumer present, and for that to be24

immunity in a setting when we always rely in other settings25
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on an adversary process is pretty troubling.1

        Sure, everybody here says if you're acting in bad2

faith, nobody's ever going to agree to any of this.  On the3

other hand, allowing Noerr to cloak something like that is4

going to put a chill on trying to even investigate into those5

kind of things if you have the presumption that there's a6

Noeer benefit on it, even if entered in bad faith, and I7

don't think the courts really want that result.8

        I think there is some immunity, a full hearing, where9

all the parties and interest including consumers would have10

to be adequately represented and by their appropriate11

advocates, and that setting I think would be the competition12

law advocates in the government.13

        MS. MOORE:  Phil?14

        MR. PROGER:  I certainly do not believe that every15

private agreement that settles litigation because it's16

settling litigation now is cloaked in Noerr, and as a matter17

of fact, I think I'm a little skeptical about that overall.18

        That being said, I'm a little bit confused about the19

comments with respect to your question on a consent20

judgment.  If the question is, Does the consent judgment21

confer Noerr immunity over the private agreement, that's one22

question.23

        If the question is, Is the consent judgment immune,24

well, however that judge came to issue that order -- if the25
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judge issues an order, whether the parties put it before the1

judge or that he or she just signed it, it's an order of the2

court, and I cannot conceive a basis that that is not3

protected if the parties obey the court's order.4

        And to say that you now have to have some sort of5

Tunney Act proceeding for the judge, maybe that's the way6

Congress may want to change the law, but that's not the law7

today.  That Article III constitutional judge, he or she could8

use their own discretion.9

        One other point:  we say the judge is not informed.10

In most of these cases, this judge, he or she has been11

presiding over this proceeding for a number of years, may12

have made a number of rulings in this case, and I'm not going13

to just automatically assume that he or she really doesn't14

know what's going on.15

        MS. LEVINE:  Bill, do you want to ask our closing16

question of the day?17

        MR. STALLINGS:  I think we've heard there are18

definitely some settlements that warrant antitrust scrutiny19

and that especially consumer interest is not necessarily at20

the table at the settlement process.21

        I'm wondering how basically the agencies should get22

involved in terms of how do we get notice?  There was a23

mention earlier today about Joel Klein's proposal a few years24

ago to have some type of agency notification of settlements.25
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        It seems to me we don't have the ability normally to1

hear about these things, and the parties don't have the2

incentives.  Normally we get a competitor who complains about3

a practice, but in this case the competitor is silenced4

through the settlement.5

        So I would like to get the panel's viewpoints on6

whether there should be some type of notification system.7

        PROFESSOR BRODLEY:  I don't want to keep anybody else8

from -- okay.  Yeah, I think that there should be.  First of9

all, the most limited thing which the Department of Justice10

was engaged in at one time as an attempt was they should have11

access to the interference settlement before the PTO, which12

they don't have now, and there's a decision standing in their13

way of getting it, but I think either that should be tested --14

it was only in one circuit -- or should be tested again or that15

they should see if they can get a statutory amendment.16

        So that -- because the PTO according to Klein is17

unable really to obtain information -- the problem is that the18

settlement is supposed to include all the collateral agreements19

which, of course, is what the antitrust -- where the antitrust20

issues lie, and that the PTO has not been able to enforce21

that.  And in any event, you would want an antitrust agency22

presence when you get to the collateral agreements that might23

be anti-competitive, so that's number 1.24

        Number 2, I think that the proposals in the currently25
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pending Leahy, et al., bill, S. 754, which would require1

notification of settlements between generic and brand2

producers in the pharmaceutical industry, would be3

desirable.4

        That's passed the Senate Judiciary Committee, but5

that would be desirable legislation.  It would give us a very6

limited inroad into settlements.  And finally I think that I7

do agree with the proposal of Joel Klein, also of William8

Baxter, that there be a settlement notification procedure of9

some sort.10

        The scope would have to be narrowed.  Perhaps it11

would be only a notification of settlements of infringement12

cases, and it would still probably have to be narrower in13

certain ways, but it seems to me that would be desirable.14

        In fact, I guess that's the single most fundamental15

need in this field, which is more information about16

settlements, and these are ways of getting it.17

        MS. LEVINE:  Steve?18

        MR. STACK:  I was just going to clarify one thing.  I19

was not aware the Justice Department couldn't get access to20

that.  I think the decision was -- and I was involved in the21

case actually.  The decision was that the Justice Department22

does not have standing, but there is another sanction if the23

failure to file, if you fail to file, and that is that the24

patent is considered permanently unenforceable.  It's not25
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something you can cure.1

        But is the Department foreclosed from getting that2

information?3

        PROFESSOR BRODLEY:  According to -- we'll ask the4

Department, but according to former Attorney General Klein,5

that provision has not been able to -- it's draconian but not6

enforced, and the Department doesn't have a way of enforcing7

it if they don't have standing.8

        MR. STACK:  Well.  They don't have standing to9

enforce a violation of failing to file, but my understanding10

was that they could get access to the information, and if11

they wanted to file an antitrust trust on the agreement12

itself, that they can.13

        MS. LEVINE:  Since we're actually past the noon14

hour, let me take questions from Rich -- Rich and from Carl.15

        MR. FEINSTEIN:  Just a real brief kind of off the top16

of my head reaction.  I think I actually see both pros and17

cons to this kind of proposal.  I think that the general18

notion of disclosure could be beneficial if for no other19

reason, if it had the effect of making it less likely that20

the most egregious kind of agreements would occur in the21

first place.22

        On the other hand, I think there's some really23

practical hurdles that would have to be overcome, such as24

when do you have to make the notification?  Can you do your25
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deal while the -- before the notification has been acted on?1

What happens -- and that in turn creates resource issues for2

the agency that's reviewing it, depending upon what the3

obligations are for a review, but I think the general concept4

is one that's worth taking a look at.5

        PROFESSOR SHAPIRO:  I would pretty much second what6

Rich said.  I don't know exactly what the costs that would be7

imposed by such a rule and one limited appropriately, but it8

seems to me if it's really notification and not pre-approval9

for starters, it should be hopefully fairly low cost, and it10

could make some companies think twice before they enter into11

what might be really an anti-competitive settlement.12

        Just knowing that it would be revealed to the13

agencies, that seems to me to really have some merit, if it's14

done carefully.15

        MS. LEVINE:  All right.  Let me thank our panelists.16

I must say this has been a truly impressive array of17

panelists today, and at least for me this has been one of the18

most vigorous and informative discussions of our whole19

hearings.  It's just been wonderful.20

        Thank you very much.  The agency appreciates it, and21

the Department of Justice and PTO as well, and I think the22

public record will reflect just a wonderful morning.23

        Thank you very much.24

        (Whereupon, at 12:03 p.m., the workshop was25
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concluded.)1
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Why do firms settle patent litigation?Why do firms settle patent litigation?

•Because the gains from settlement outweigh the 
costs of settlement

•Gains to whom?

– three interested parties

– plaintiff

– defendant

– customers 
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The gains from Settlement - Both SidesThe gains from Settlement - Both Sides

•Reduces litigation risks and uncertainties 

•All or nothing nature of patent litigation 

•Avoids litigation expenses and distraction
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The gains from Settlement - PlaintiffThe gains from Settlement - Plaintiff

•Compensation for infringement of intellectual 
property rights

•Obtain intellectual property in exchange

– reduces IP risk to its own products

•Raise the costs of a competitor

• limit competition 

•Leverages patent monopoly beyond its four 
corners

•Raise barriers to entry by third parties
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The gains from Settlement -DefendantThe gains from Settlement -Defendant

•Remain a competitor in the the market

•Protect sunk investments related to patented 
technology

– examples 

•Protect customers (and goodwill) from liability for 
infringing through the use of defendant’s product
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The Gains from Settlement - CustomersThe Gains from Settlement - Customers

•Increased competition and choices

•Avoids disruption from inability to use infringing 
product

•Cross licenses can reduce costs, spread 
technology and expand output 

•Consumer welfare can be enhanced relative to 
litigation alternative
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Anti-competitive or Pro-competitive?Anti-competitive or Pro-competitive?

•The gains from patent settlements to litigants can 
be either bad or good for customers

– i.e. Patent settlements can be anti or pro-competitive.

•How can we tell the difference?
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Sources of the problemSources of the problem

•Patent litigation often involves competitors

•Patent litigation often implicates the ability of one of the 
competitors to remain in the market

•Settlements often involve private agreements between 
competitors which directly implicate the extent of their 
competition going forward

•Historically, antitrust is quite suspicious of private 
arrangements governing the rules of competition

•Indeed, in many contexts, such agreements are 
deemed per se unlawful
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Sources of the problem, cont’dSources of the problem, cont’d
•More than in other contexts, it is hard to sort out the 
anti and pro-competitive elements of patent 
settlements

– the field over which the patent precludes competition is 
difficult to determine

– uncertainty is generally high

– difficult for the agencies to sort out 

– “all or nothing” nature of patent litigation puts premium on 
settlement

– uncertainty combined with draconian effect of injunction 
means that anti-competitive effects may be outweighed by  
pro-competitive benefits
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Sources of the problem, cont’dSources of the problem, cont’d

•All or nothing scenario creates tremendous 
leverage for Plaintiffs, even with low probability of 
success

•Defendant’s willingness to settle is not necessarily 
a good proxy for consumer benefits
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Since the “But For” world is particularly 
difficult to divine, it is more difficult than 
usual for the Agencies to second guess the 
effects of the private arrangement

Nonetheless, some aspects of patent 
settlements can be identified as more likely 
to raise competitive concerns than others

Since the “But For” world is particularly 
difficult to divine, it is more difficult than 
usual for the Agencies to second guess the 
effects of the private arrangement

Nonetheless, some aspects of patent 
settlements can be identified as more likely 
to raise competitive concerns than others
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Consider the following generalizations:Consider the following generalizations:

•Settlements that enable continued competition are 
more likely to be pro-competitive than settlements 
that preclude competition going forward

– but what about agreements that enable future competition?

•Settlements that license without restriction are more 
likely to be pro-competitive than settlements that 
confine competition through ancillary restraints
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Consider the following generalizations, 
cont’d:
Consider the following generalizations, 
cont’d:

•Payments from infringer to patent holder are more  
likely to be pro-competitive than payments from 
patent holder to infringer, 

– (especially where coupled  with delayed entry or other 
restrictions on competition)

•Cross licenses (with or without “true up” payment) 
are more likely to be pro-competitive than patent 
pools

– Patent pool can create single source for previously 
competitive or substitutable technology
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Consider the following generalizations, 
cont’d:
Consider the following generalizations, 
cont’d:

•Non-exclusive license more likely to be pro-
competitive than exclusive license

– Exclusive patent cross licenses can preclude competitors, 
to benefit of plaintiff and defendant

– Eliminates competition in licensing

•Lump sum royalty is more likely to be pro-
competitive than on-going royalty based on sales

– Running royalty can raise costs and prices
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The DilemmaThe Dilemma

•Because these generalizations do not always 
apply, it is difficult to fashion per se rules

•On the other hand, because of the great 
uncertainty and other limits on the agencies’ ability 
to determine the likely outcome of patent litigation 
with its “all or nothing” characteristics, it is difficult 
for the agencies to perform a rule of reason 
analysis 
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ExampleExample

•Monopolist in 5 markets

•Nascent competition by separate firms in each

•Significant advantages in offerring all 5

•Barriers to entry in each very high

•Race to court house

•Settlement with merger ban 
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The End
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Overview

n Why do parties settle patent litigation?

n What policies come into play?

n What antitrust issues do patent 
settlements raise?
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Why Parties Settle
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Eliminate Uncertainty and Risk

n Settlements facilitate business planning

n Eliminating risk reduces capital costs
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Avoid Litigation Costs and Fall-Out

n Expenses of trial

n Management distraction

n Adverse publicity

n Depressed shareholder value
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Litigation Expectations Change

n Parties re-assess possible outcomes based 
on:

o Discovery,

o Court rulings (Markman decision, 
summary judgment),

o Court settlement pressure.
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A Sensible Business Deal Emerges

n Earlier impediments to a deal fall away:

o Market environment changes

o Strategic value of patent in suit changes

o Litigation prospects change

n Parties develop more assets worth trading 
(including new patent rights).
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What Policies Come Into Play?
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Preserving Competition

n Antitrust policy recognizes two values with 
different time horizons

o Static welfare considerations from price 
competition

o Dynamic welfare considerations from 
innovation

n Antitrust and patent goals align more 
closely
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Promoting Innovation

n Harsh or uncertain antitrust rules may 
deter settlements.

o This could undermine the value of patents 
and corresponding incentives to innovate.
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Promoting Efficiency

n Eliminate risk and uncertainty

n Avoid legal expenses

n Facilitate efficient transactions

o Better information available in settlement 
context than in pre-litigation licensing 
context.

o Antitrust rules that discourage settlements 
could lead to less efficient licensing 
transactions.



12

Weeding Out Invalid Patents

n Patent system relies on courts to 
determine patent validity. Settlements 
avoid that determination.

o Disserves patent policy and antitrust 
policy.

n BUT antitrust rules that discourage 
settlements could deter patent challengers 
from risking litigation in the first place.
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Judicial Policies Favoring 
Settlement

n Two main elements of judicial policy 
favoring  settlements:

o General social  policy favoring 
compromise of disputes

o Conserving judicial resources
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Antitrust Issues Raised By Settlements
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How Do You Factor In The 
Patent’s Power To Exclude?

n Presume the patent is valid?

n Attach no weight to the patent?

n Treat it as a fact issue?
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Presume The Patent Is Valid

n Relationship is vertical, not horizontal;

n No anti-competitive effect can be 
attributed to the settlement agreement 
(only to the patent);

n 1995 IP Guidelines and case law analysis 
applies to licensing provisions in the 
settlement agreement.
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Ignore The Patent Rights

n Parties’ relationship is horizontal.

n Many common licensing restrictions could 
be per se illegal.

o Territorial restrictions

o Field-of-use restrictions

o Time restrictions
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Treating Patent Exclusionary 
Power As A Fact Issue

n Re-litigate validity issue in the antitrust 
case?

o Inconsistent with policy of judicial economy?

n Introduce probability factors?
o Is a probability analysis workable?

o Would proof require privilege waivers?  Is this 
fair?

o Wouldn’t this approach jeopardize all licenses?
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What Is The Relevance of Intent?

n What kind of intent are we talking about?

o Intent to exclude competition?

n Isn’t this the very essence of the patent 
right?

o Intent to avoid determination of validity?

n Isn’t the very purpose of every settlement 
to avoid adverse decision?

n Can multiple settlements suggest such an 
intent?
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Is The Per Se Rule Appropriate?

n What about efficiencies from settlements?

n Are settlement agreements anti-
competitive in an overwhelming number 
of cases?

n What about over-deterrence concerns?

n Isn’t the judicial policy favoring 
settlement of litigation a “redeeming 
virtue”?
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How Do Judicial Policies 
Favoring Settlement Factor In?

n These policies operate outside of the 
antitrust value scale

o Can they be incorporated into rule-or-
reason calculus?

o Are these policies a makeweight, a trump 
card, or something else? 
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How Do Reverse Payments 
Affect The Analysis?

n Should they be presumptively unlawful?

n Does it matter whether the amount 
exceeds the recipient’s expected return 
from entry?
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Do Settlements Enjoy Noerr
Immunity?

n Does the answer depend on the scope of 
court review and/or approval?



24

Summary of Issues

n How to weigh exclusionary power of 
patent

n Relevance of intent

n Appropriateness of per se treatment

n How to weigh judicial policies favoring 
settlement

n Effect of reverse payments

n Possible Noerr immunity
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April 17, 2000 

BY FAX AND FIRST-CLASS MAIL 
Federal Trade Commission 
Office Of The Secretary 
600 Pennsylvania Ave., N.W. 
Washington, DC  20580 

 

 

Abbott Laboratories and Geneva Pharmaceuticals, Inc., File No. 981-0395 
 

Comment on Proposed Consent Order 
 
I. Introduction 

  This comment urges the Commission to clarify a number of issues raised by its 
recent enforcement actions challenging pharmaceutical patent settlements.  The Commission’s 
press release recognizes that “the appropriate parameters of permissible conduct in this area” are 
now uncertain and that “there may be market settings in which similar but less restrictive 
arrangements could be justified.”  Accordingly, the Commission has invited wide-ranging 
comment on the subject of patent settlement agreements.1 
 
 

                                                

 Understandably, the Commission’s actions and analysis are limited to the facts of 
the cases before it.  However, the proposed consent orders settling charges against Geneva 
Pharmaceuticals, Inc. and Abbott Laboratories, glossed by the Commission’s administrative 

 
1  The Commission’s March 16, 2000 Press Release states: “We anticipate that the 

development of a full factual record in the administrative proceeding, as well as the 
public comments on these consent orders, will help shape further the appropriate 
parameters of permissible conduct in this area, and guide other companies and their legal 
advisers” (emphasis added). 
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Complaint against Hoechst and Andrx, have created a climate of uncertainty about settlement 
practices and provisions that were previously thought to be lawful and frequently pro-
competitive. 

 
  The need for clarification is underscored by the Commissioners’ Statement 
accompanying the consent orders.  There the Commissioners raise the prospect of severe 
remedies, including “disgorgement of illegally obtained profits,” in future enforcement actions 
against “arrangements comparable to those addressed in the present consent orders.”  With this 
specter of huge monetary penalties looming over patent settlements, it is critically important for 
the Commission to provide more certainty about the specific features of the Abbott-Geneva and 
Hoechst-Andrx settlements that might trigger future enforcement actions, so that patent litigants 
can have a better understanding of how the Commission might analyze settlements presenting 
different facts.2 
 
II

                                                

. The Critical Allegations Underlying The Commission’s Recent Enforcement 
Actions. 

  The Commission’s two recent enforcement actions challenge agreements to settle 
patent litigation between the owner of a pioneer drug patent and the first company to file an 
Abbreviated New Drug Application (“ANDA”) to market a generic version of the patented drug 
(the “First ANDA Filer”).  The Commission’s complaints appear to center on five key facts 
present in those cases: 

 
• An agreement that the First ANDA Filer will delay commercial marketing of 

its generic version for some period of time; 
 

• Payment of a substantial amount of money from the patent owner to the First 
ANDA Filer; 

 
• An agreement that the First ANDA Filer will not market non-infringing 

products; 
 

• An agreement that the First ANDA Filer will not waive or assign the Hatch-
Waxman 180-day exclusivity, allegedly creating a “bottleneck effect” that 
prevents entry by other competitors; and 

 
 

2  Numerous other settlement agreements with first ANDA filers have been reported in the 
press, but have so far not resulted in Commission challenges.  If the Commission has 
decided that certain settlement agreements do not warrant challenge, it would be helpful 
for patent litigants and their legal advisers to understand the Commission’s analysis in 
reaching that conclusion. 
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• An agreement not to dismiss the litigation. 
 
  It is not at all clear how the Commission would view other patent settlements that 
do not involve all of these elements or that involve some or all of these elements in a different 
factual context.  What is clear is that parties trying to structure future patent settlements to avoid 
Commission challenge will find the legal and economic analysis articulated in the Commission’s 
recent actions insufficient to guide their actions.  This difficulty is compounded by assumptions 
that appear to underlie the Commission’s analysis and may run counter to accepted settlement 
practices and judicial policies.  If this is the case, the Commission should articulate these 
assumptions more clearly and present its analysis more fully. 

 
III. Summary of Comments 

  The following comments do not take a position, one way or the other, on the 
merits of the two cases brought by the Commission.  They are rather intended to point out the 
difficulties faced by companies trying to structure future settlements of patent litigation that will 
comport with the antitrust laws, the Commission’s enforcement intentions, the policies 
underlying the patent laws, and judicial policies favoring settlement of litigation.  The comment 
focuses on five areas of difficulty: 

 
• The Commission’s inadequate discussion of elimination of risk as a positive benefit 

in patent settlements. 
 

• The need to clarify the types of benefits which may be inherently suspect if received 
by the alleged infringer in a settlement. 

 
• The extent to which the Commission sees competitive concerns in settlements in 

which the alleged infringer does not any receive payment or receives payment that 
does not exceed its risk-adjusted anticipated profits. 

 
• The extent to which the Commission’s consent order, despite its literal language, 

intends to prohibit settlement of legitimate patent disputes that are not the subject of 
the litigation at hand. 

 
• The extent to which the Commission sees an antitrust difference between interim 

settlements of pending litigation and final settlements. 
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IV

A

1

                                                

. Significant Issues Requiring Commission Clarification 

. The Commission Should Expressly Recognize The Importance of 
Eliminating Risk As A Positive Benefit In Patent Settlements. 

  Settlement of patent litigation eliminates risk on both sides.  In doing so, it 
promotes more innovation and investment by the patent owner.  And in allowing the generic 
competitor who challenges a patent the flexibility to craft a litigation solution that may permit 
entry without risk, a patent settlement may also increase the likelihood of generic competition. 
 

. Importance To Patent Owner of Eliminating Risk 

  For the patent owner, a litigation settlement eliminates the risk that the patent will 
be held invalid, unenforceable, or not infringed.  Litigation is an imperfect process, with 
unpredictable results.  The vagaries of judges and juries will produce erroneous results in a 
certain percentage of cases.  Holders of strong patents will occasionally lose when in fact they 
should win.  The risk of an unjust result to the patent owner is increased by the law of collateral 
estoppel, under which the patent owner suing multiple infringers must win every case, while the 
infringers need only win once.3 
 
  The elimination of this kind of risk has potential pro-consumer benefits that 
operate directly in the short term and indirectly in the long term.  In the short term, elimination of 
risk may encourage the patent holder to devote more resources to marketing efforts, including 
efforts to educate physicians and consumers about the benefits of the product, and to developing 
improvements to the patented product.  In the long run, a legal system which discourages patent 
settlement agreements will promote uncertainty about the value of patent rights and discourage 
investment in research.4 

 
3  A finding of invalidity or unenforceability in a single case will preclude the patent owner 

from relitigating that issue against any other infringer or licensee.  See Blonder-Tongue 
Laboratories, Inc. v. Univ. of Illinois Fdn., 402 U.S. 313 (1971); Lear, Inc. v. Adkins, 395 
U.S. 653 (1969).  The infringer, on the other hand, is not bound by any adverse finding 
on those issues in a previous case in which it is not in privity with the losing party.  
Blonder-Tongue, supra.   

 
4  See generally, R. Blair & T. Cotter, “An Economic Analysis of Seller and User Liability 

In Intellectual Property Law,” 68 U.Cin.L.Rev. 1, 17-19 (1999). 
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2. Importance To Generic Competitor of Eliminating Risk 

  Eliminating risk is equally important to the generic competitor.  In addition to 
sizable litigation costs, the generic competitor faces enormous risks.  If it decides to launch its 
product prior to a final decision on the merits of the infringement suit, the generic competitor 
risks a huge potential damage exposure,5 in addition to a possible final injunction forcing the 
product off the market.  This risk is substantial even if the generic competitor wins in the district 
court.  In more than fifty cases in the last three years alone, infringers who have prevailed in the 
district court on the grounds of patent invalidity, unenforceability or non-infringement have 
suffered reversal on those issues in the court of appeals.6 
 
 

3.

 On the other hand, if the generic competitor delays launch pending a final 
decision in the litigation, it risks a long, drawn-out battle, with uncertain prospects of success.  
More importantly, a First ANDA Filer runs the risk of losing its 180-day exclusivity period if it 
does not launch following a district court decision of invalidity or non-infringement.7 
 

 Need For Clarification 

  The Commission’s abbreviated discussion of efficiencies in the Abbott-Geneva 
matter does not refer to the benefits of eliminating these kinds of risks.  The Commission may 

                                                 
5  The patent owner can recover not only lost profits, measured either by lost sales or price 

erosion, but also prejudgment interest “where necessary to afford the plaintiff full 
compensation for infringement.” General Motors Corp. v. Devex Corp., 461 U.S. 648, 
654 (1983); D. Chisum, Chisum on Patents § 20.03(1).  These damages could easily run 
into the hundreds of millions of dollars for a significant drug.  In addition, the damage 
award may be trebled, and attorney’s fees added, if the infringement is found to be 
willful.  35 U.S.C. §284.  Infringement damage awards in the hundreds of millions of 
dollars are not unprecedented.  See Polaroid Corp. v. Eastman Kodak Co.,  17 
U.S.P.Q.2d 1711 (1991) ($800 million damage award). 

 
6  See cases cited in Appendix. 
 
7  Differing case law and FDA positions have created confusion about when a First ANDA 

Filer’s 180-day exclusivity period starts.  The FDA’s current position is that it starts with 
a favorable final decision (after all appeal rights are exhausted) for ANDAs filed before 
March 30, 2000 and with a favorable district court decision for ANDAs filed after that 
date.  See fn. 19, infra.  The courts are split on the question.  Compare Granutec, Inc. v. 
Shalala, 139 F.3d 889 (4th Cir. 1998) ( 180 days runs on final decision) with Mylan 
Pharmaceuticals, Inc. v. Shalala, 81 F.Supp.2d 30 (D.D.C. Jan. 4, 2000) (180 days runs 
on district court decision). 
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have felt this was not a significant factor in the context of the interim settlement in that case.8  
On the other hand, patent settlements can be structured which eliminate risk and facilitate entry, 
although in some cases that entry may be delayed.  By remaining silent on the benefits of 
eliminating litigation risk, the Commission may be deterring certain kinds of beneficial 
settlement agreements.  It is therefore important for the Commission to articulate its views on the 
possible benefits of risk elimination in interim and final settlements. 
 
  Underlying the Commission’s discussion of efficiencies is a sense that the 
elimination of risk, if it is entitled to any consideration at all, is far less important than forcing an 
adjudication of patent rights.  The Commission’s rejection of efficiencies in Abbott-Geneva 
discredits interim settlements in part because they avoid judicial resolution of the merits.  It is 
unclear whether this was a significant element in the Commission’s analysis of interim 
settlements.  Even less clear is the extent to which the Commission views avoiding judicial 
resolution -- the very purpose of all settlements -- as a negative factor in final, as opposed to 
interim, settlements. 
 
  An enforcement stance that puts too high a premium on adjuducative resolution 
may not represent the soundest policy.  To begin with, it is clearly contrary to the strong judicial 
policy favoring settlement of litigation, and particularly patent litigation.  In the words of one 
court: 
 

Public policy strongly favors settlement of disputes without litigation.  Settlement 
is of particular value in patent litigation, the nature of which is often inordinately 
complex and time consuming.  Settlement agreements should therefore be upheld 
whenever equitable and policy considerations so permit.  By such agreements are 
the burdens of trial spared to the parties, to other litigants waiting their turn before 
over-burdened courts, and to the citizens whose taxes support the latter.  An 
amicable compromise provides the more speedy and reasonable remedy for the 
dispute.9 
 

                                                 
8  The Hoechst-Andrx settlement agreement did give Andrx an option which would have 

allowed it to sell a once-a-day diltiazem, thus eliminating the risk that if it lost the 
litigation, Andrx would have been off the market altogether until Hoechst patent expired. 

 
9  Aro Corp. v. Allied Witan Co., 531 F.2d 1368, 1372 (6th Cir. 1976); see also Bradley v. 

Chiron Corp., 136 F.3d 1317, 1322 (Fed. Cir. 1998);   Foster v. Hallco Mfg. Co.,  947 
F.2d 469, 476 (Fed. Cir. 1991); Speed Shore Corp. v. Denda, 605 F.2d 469, 473 (9th Cir. 
1979); General Tire & Rubber Co. v. Firestone Tire & Rubber Co., 349 F.Supp. 333, 
344-45 (N.D. Ohio 1972).  In this regard, one might question the Commission’s 
suggestion in the two recent cases before it that the settlement of litigation produced only 
“private benefits to both parties.”  Clearly, the conservation of judicial resources is a 
public benefit. 
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  By impelling generics to make an irrevocable, “if you file an ANDA, you must 
litigate to the bitter end” decision, such an enforcement stance might also discourage generic 
competition.  Limiting the generic competitor’s settlement options will make it difficult for the 
generic competitor to cut its losses once the litigation is underway.  This all-or-nothing wager on 
the litigation outcome effectively increases the generic competitor’s cost and risk of filing an 
ANDA and challenging the pioneer patent, and may deter some generic manufacturers from 
taking that risk. 
 
  An antitrust principle that penalizes settlements also diminishes the value of the 
patent holder’s intellectual property by running up litigation costs and increasing risk and 
uncertainty.  The long-range effect will be to decrease investment in innovation and marketing 
investment in new products and thus run counter to the principles underlying the patent and 
antitrust laws.10 
 

B. The Commission Should Clarify What Constitutes A Suspect Payment of 
Value To The Alleged Infringer. 

  The Commission’s recent enforcement actions target the payment of substantial 
amounts of money to the alleged infringer as a critical element of the asserted violation.  
Consistent with this allegation, the Abbott-Geneva consent order and the Notice of Contemplated 
Relief accompanying the Hoechst-Andrx Complaint would require notification to the 
Commission of any settlement in which the alleged infringer agrees not to market the alleged 
infringing product and receives “anything of value” from the patent owner.11  The Commission’s 
treatment of this issue raises two questions. 
 
 

                                                

 The first relates to the receipt by First ANDA Filers of non-monetary 
consideration that may be considered “something of value,” but could be pro-competitive.  An 
example would be a license under the patent that permits a generic competitor to enter at a later 
date, but still before the patent expires.  Such a license would clearly be valuable to the licensee. 

 
10  See R. Blair & T. Cotter, supra, note 4. 
 
11  The Abbott-Geneva Complaint suggests that the concern is with payments in excess of 

the First ANDA Filer’s projected profits from entry (and thus a possible sharing of 
monopoly rents attributable to exclusion of later ANDA filers).  However, the Hoechst-
Andrx complaint contained no such allegation.  The Commission might want to clarify 
whether the concern is with payments in excess of the First ANDA Filer’s expected 
return from marketing the infringing product (which may be easier to characterize as 
sharing of monopoly rents from the exclusion of others) or with payments that do not 
exceed the First ANDA Filer’s expected return (which could more easily be characterized 
as a compromise of a legitimate, disputed claim in which the alleged infringer is 
compensated for giving up the possibility that it would have defeated the claim for 
injunctive relief and been able to enter). 
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It would also confer significant efficiency and competitive benefits by eliminating the generic 
competitor’s exposure to the risk of an injunction and damages and permit competition earlier 
than if the generic competitor had lost the litigation.  The Commission’s treatment of Andrx’s 
option to take a later license in the Hoechst-Andrx complaint,12 raises the question whether the 
Commission’s negative views on the option for a deferred license are limited to the particular 
context of that agreement, or proceed from a more general hostility to deferred licenses in any 
context.  This uncertainty should be clarified, since, as discussed below, deferred licenses are 
generally lawful and may be pro-competitive. 
 
  A second issue concerns the following dilemma.  As part of an agreement to 
permit early entry by the generic at some future date within the patent term, the patent owner 
may grant a royalty-bearing license or agree to supply the generic competitor with the patented 
product or its active ingredient.  Normally, setting a low royalty rate or transfer price would be 
viewed as pro-competitive.  Consistent with this view, paragraphs 25 and 35 of the Hoechst-
Andrx Complaint suggest that high license fees in such a setting would make the generic 
competitor’s entry “competitively less significant than entry without the requirement to pay such 
fees.”  Yet if the royalty or supply is too low, the patent owner could then be charged with 
paying “something of value” to the generic competitor in the form of an indirect subsidy for 
“staying off the market.” 
 
  The proposed Abbott-Geneva consent order does not condemn outright all 
payments of value where the alleged infringer delays its product launch; it merely gives the 
Commission an opportunity to review such agreements.  As a remedy for a past violation of the 
law, this may be entirely appropriate.  But other patent litigants trying to craft settlements need 
the Commission to rectify the inconsistency in an approach which seems hostile to arrangements 
both for being too generous and for being not generous enough to the alleged infringer. 
 

C.

1.

                                                

 The Commission Should Clarify Its Position With Respect To Licenses for 
Later Entry Where The Generic Competitor Receives No Payment. 

 Absent A Hatch-Waxman “Bottleneck” Effect, Licenses For Later 
Entry Within The Patent Term Are Presumptively Lawful And Often 
Pro-Competitive. 

  One potentially pro-competitive method of settling patent litigation is to give the 
potential infringer a license to enter at some future date within the patent term.  This represents a 
compromise between the possibility that the patent owner might win, keeping the generic off the 
market altogether, and the possibility that the generic competitor might win and enter the market 
sooner. 
 

 
12  Complaint, Hoechst Marion Roussel, Inc., et al., Dkt. No. 9293, ¶¶ 25, 35 (March 16, 

2000). 
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  Regardless of the “external” effect of the Hatch-Waxman Act, in which a First 
ANDA Filer’s delayed entry could also delay entry by later-ANDA-filing generic competitors, 
such an arrangement would be pro-competitive as against the possibility that the generic 
competitor (1) would not have risked entry prior to a final court decision, or (2) may have 
entered before final resolution but then lost the litigation and been forced off the market for the 
rest of the patent term. 
 
  More importantly, such a license would generally be considered lawful under 
existing case law.  A license that allows the licensee to practice the patented art at a later date 
within the patent term, but does not restrict the licensee’s conduct outside the scope of the patent, 
is simply a license of less than all of the patent owner’s rights -- in this case of the right to 
practice the patented art for the entire life of the patent.13  As such, it operates entirely within the 
scope of the patent.  The Court of Appeals for the Federal Circuit has clearly stated that such 
restrictions cannot constitute patent misuse or an antitrust violation unless they have been 
declared per se unlawful by the Supreme Court.  As to patent misuse, the Court’s position is 
unequivocal: 
 

Should the restriction be found to be reasonably within the patent grant, i.e., that it 
relates to subject matter within the scope of the patent claims, that ends the 
[misuse] inquiry.14 
 

And if that ends the misuse inquiry, it also ends the antitrust inquiry.  Where the Federal Circuit 
determines that a patent holder’s conduct within the scope of the patent “does not amount to 
patent misuse, the same conduct cannot support a judgment that [the defendant’s] conduct 
violated the Sherman Act.”15 
 
  Following these precedents, the Federal Circuit would likely find that deferred 
licenses which operate wholly within the scope of the patent are lawful.16  If so, the only 

                                                 
13  Because (absent the Hatch-Waxman effect) the only restriction from a delayed license 

within the patent term operates wholly within the scope of the patent, it is analogous to a 
field-of-use or territorial restriction, which seldom create antitrust problems. 

 
14 Mallinckrodt, Inc. v. Medipart, Inc., 976 F.2d 700, 708 (Fed. Cir. 1992); see also B. 

Braun Medical, Inc. v. Abbott Laboratories, 124 F.3d 1419, 1426 (Fed. Cir. 1997). 
 
15  Virginia Panel Corp. v. MAC Panel Co., 133 F.3d 860, 873 (Fed. Cir. 1997), cert. denied, 

525 U.S. 815 (1997). 
 
16  Moreover, a deferred license does not necessarily mean delayed entry.  Given the length 

of time of most patent cases to get to trial, the frequency with which initial decisions 
favoring the infringer are overturned on appeal, and the ensuing time required for a 
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potential antitrust problem with settlements incorporating this type of license arrangement would 
have to stem from either (1) the fact that the license arises out of a litigation settlement in which 
validity and infringement are at issue, or (2) the Hatch-Waxman effect. 
 
  With respect to the settlement context, it is clear that the patent owner has a legal 
right to sue an infringer, so long as the suit is not “objectively baseless.”17  It would seem 
anomalous to guarantee the right to bring such a suit and then deny the ability to settle it for 
relief that does not exceed what the patent owner could have received if it had continued the suit 
and won. 
 
  As for the Hatch-Waxman effect, this occurs solely in the pharmaceutical industry 
where a marketing delay by the first ANDA filer may delay entry by later potential entrants.  For 
reasons discussed in the next section, this should not automatically condemn a deferred license 
settlement. 
 

2.

a

 Where The ANDA First ANDA Filer Receives No Payment Or Other 
Valuable Consideration, A Delayed License Should Not Be Unlawful. 

. The Critical Differences Between Settlements In Which The First 
ANDA Filer Receives Payment And Those In Which No Payment 
Is Received. 

  There is a vast difference between a settlement in which the patent owner gives 
money or other consideration to the First ANDA Filer and one in which it does not.  Where the 
First ANDA Filer receives payment or other valuable consideration and delays commercial 
marketing, the possibility exists that the payment could represent a sharing of monopoly rents 
attributable to the exclusion of other generic competitors from the market.18  This skews the First 
ANDA Filer’s incentives in a way that a settlement without such a payment would not.  Absent 
such consideration, the First ANDA Filer will agree to a settlement based solely on a risk-reward 
evaluation of the odds of winning or losing its case.  The better the odds of winning, the less 
inclined the generic will be to settle for any later entry;  the worse its odds, the more inclined it 

                                                                                                                                                             
retrial, such a license could well result in entry sooner (and with much less uncertainty) 
than if the generic competitor had successfully defended the infringement suit.   

 
17  Professional Real Estate Investors, Inc. v. Columbia Pictures Industries, 508 U.S. 49, 60-

61 (1993). 
 
18  Payment of consideration to the generic does not in every case constitute a sharing of 

monopoly rents.  It would depend on the extent to which the consideration does not 
represent payment for other legitimate benefits received by the patent owner or as partial 
compensation for the generic competitor’s giving up a percentage chance of winning the 
litigation. 
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will be to accept a license for later entry.  This is a standard compromise -- the hallmark of any 
litigation settlement -- in which the settlement falls within the range of potential outcomes.  It 
does not involve the sharing of any rents stemming from the exclusion of other competitors. 
 

b. Delay In First-Filer’s Entry Does Not Always Delay Generic 
Competition. 

  As the Commission has noted, a settlement that delays the First ANDA Filer’s 
entry into the market can operate as a “bottleneck” delaying entry by other generic competitors.  
This is accomplished by a provision in the Hatch-Waxman Act which prohibits the FDA from 
issuing its regulatory approval to later-filing generic applicants until 180 days after the earlier of 
two triggering events.  One is commercial marketing of the First ANDA Filer’s approved drug.  
The second is a “decision of a court in an action … holding the patent … invalid or not 
infringed….”  21 U.S.C. §355(j)(5)(B)(iv)(II).19 
 
 

                                                

 While a settlement which delays the First ANDA Filer’s entry prevents operation 
of the “commercial marketing” trigger, it does not prevent the “adverse court decision” trigger.  
Later ANDA filers are therefore able to trigger the 180-day exclusivity period by successfully 
litigating their own case on validity and infringement.  If the later-filer’s suit is proceeding more 
quickly than the suit against the First ANDA Filer and the later filer wins, the settlement with the 
First ANDA Filer will not cause any delay in the entry of later-ANDA-filing generic 
competitors.20  There will be no anti-competitive “bottleneck.” 
 
  The Commission might also comment on how the FDA’s proposed new rules on 
the 180-day exclusivity period would, if promulgated, affect the antitrust analysis.  Under the 

 
19  In this regard, it is worth noting the Food and Drug Administration’s recent 

announcement that for ANDAs filed after March 30 of this year it will interpret the 
Hatch-Waxman provision requiring it to issue ANDAs to subsequent filers upon a court 
decision that the patent is invalid and not infringed, as referring to a district court 
decision, rather than a final decision after all appeals are exhausted.  65 Fed. Reg. 16,922-
23 (March 30, 2000).  As to ANDAs issued prior to March 30, 2000, however, the FDA 
will adhere to its former practice of issuing subsequent ANDAs only after a final 
decision.  For ANDAs subject to the new rule, this means that the First ANDA Filer faces 
a dilemma if it wins in the district court.  If it launches immediately, it runs the risk of 
massive damages if the decision is overturned on appeal (a not infrequent phenomenon, 
see Appendix).  If it does not launch, it will lose some or all of its 180-day exclusivity.  
This would increase the incentive of the generic competitor to settle rather than litigate. 

 
20  Of course, if the later filer loses, it would never have been able to enter in the first place, 

so any delay in the “commercial marketing” trigger would have had no adverse 
competitive effect. 
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FDA proposal, when a subsequent generic has tentative approval and is prevented from entering 
only by the 180-day exclusivity period, there will be a 180-day trigger period after which the 
180-day exclusivity period will begin to run regardless of whether there has been a court 
decision or the First ANDA Filer has launched.21  The Staff has suggested that this provision 
would mitigate the “bottleneck effect,”22 but neither the Staff nor the Commission has indicated 
how it would affect the antitrust analysis. 
 

c. Possible Adverse Consequences of Effectively Forcing First 
ANDA Filers To Waive Their Exclusivity As A Settlement 
Condition. 

  The parties could eliminate the Hatch-Waxman effect of their settlement 
altogether if the First ANDA Filer agrees as part of the settlement to waive its 180-day 
exclusivity right.  While this may seem like an elegant short-term solution, the long-run 
implications of such a requirement are less clear.  Congress believed that the 180-day exclusivity 
created a valuable incentive for generic competitors to challenge pioneer patents.  Assuming 
Congress was correct, this incentive will become less effective in the future should the 
Commission begin to require a waiver of exclusivity in any settlement short of a license for 
immediate entry.23  If the effect of the Commission’s enforcement policy will in fact be to force 
the First ANDA Filer to surrender this right, the Commission should only do so after evaluating 
its effect on the incentives built into Congress’ statutory scheme. 
 

                                                 
21  64 Fed. Reg. 42873 (Aug. 6, 1999). 
 
22  “By adding another triggering event -- tentative approval for a second generic drug -- that 

is not within the control of either the first-filing ANDA applicant or the branded 
company, the Proposed Rule would reduce the ability and incentive of generic and 
branded companies to enter into agreements that can forestall generic competition.”  
“Comment of the Staff of the Bureau of Competition and of Policy Planning of the 
Federal Trade Commission,” In re: 180-day Beneric Drug Exclusivity for Abbreviated 
New Drug Applications, http://www.ftc.gov/be/v990016.htm, p. 5. 

 
23  Although one could argue that the only purpose of the incentive was to encourage generic 

competitors to litigate to final resolution, the Commission might ask itself whether the 
best model for promoting earlier generic competition is in fact one that forces the generic 
competitor to litigate to the death, with the risk of fewer generic entrants if they lose, or 
one that may promote more entry with a self-calibrating settlement mechanism that will 
produce earlier entry the stronger the generic’s case.  See discussion at pp. 10-11. 
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d. Importance of Relying On Credible Evidence To Determine The 
Probability of Generic Entry. 

  One of the key facts underlying the Commission’s competitive analysis in the two 
recent cases was its factual determination that the generic competitor would have entered earlier 
if there had been no interim settlement agreement.  While such a conclusion may have been 
warranted on the facts of those cases, in assessing the likelihood of generic entry prior in future 
cases, the Commission should distinguish between litigation posturing and real probability of 
entry.  The only credible evidence of when the generic was likely to enter is tangible steps to 
launch, not mere declarations that the alleged infringer “has a strong case” against the patent 
owner or a paragraph (iv) certification to the FDA that the generic product does not infringe a 
valid patent.  Such self-serving declarations are not credible, simply because no infringer would 
ever admit (externally or internally) to having a weak patent case, which would expose the 
infringer to treble damages for willful infringement.  See 35 U.S.C. §284. 
 

e. Summary 

  The circumstances under which the Commission should condemn a settlement 
which grants the First ANDA Filer a late license within the patent term, particularly where the 
First ANDA Filer receives no money or other suspect consideration, will depend on numerous 
variations in fact patterns and complex policy cross-currents.  To the extent possible, the 
Commission should provide guidance on how it intends to treat these complexities going 
forward.  At a minimum, it should make clear that in many of these variations, which involve 
lesser restraints than those presented in Abbott-Geneva and Hoechst-Andrx, it will not seek 
disgorgement-type relief. 
 

D. The Commission Should Clarify Its Position On Settlements Of Patent 
Disputes Outside The Context of Pending Litigation. 

  Read literally, Paragraph II.B. of the Abbott-Geneva proposed consent order 
would prohibit parties from settling genuine patent disputes before they are in litigation.  
Presumably the Commission did not intend to create such a rule, either for Abbott or Geneva or 
anyone else.  Indeed, the Analysis To Aid Public Comment (“AAPC”) suggests that the 
Commission’s concern is with agreements not to market “non-infringing” products, i.e., products 
that do not infringe any intellectual property owned by the plaintiff, not just the intellectual 
property that may be the subject of that particular litigation.24  The Commission should confirm 
that it sees nothing inherently wrong with the settlement of genuine patent disputes that are not 
currently in litigation. 

                                                 
24  This reading of the Paragraph II of the consent order finds further support in the AAPC’s 

statement that the notification procedures of Paragraph IV were intended to apply to 
“situations in which no litigation has been brought.” 
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E.

V

 The Commission Should Clarify The Apparent Distinction Being Drawn 
Between Interim Settlements And Final Settlements. 

  The Commission has devised a potential intervention mechanism for interim 
settlements, with no corresponding mechanism relating to final settlements.  The AAPC bases 
the distinction on the assumption that there is necessarily judicial involvement in an interim 
settlement, but not in a final settlement.  The basis for this assumption is unclear, since there is 
no requirement that an interim settlement which avoids the need for a preliminary injunction be 
presented to the court for approval.  The question then arises whether the Commission’s different 
treatment of interim and final settlements in the consent order stems from a belief that interim 
settlements in this context have more anti-competitive consequences than final settlements.  If 
so, the rationale for this view should be clarified for the benefit of parties entering into final 
patent settlements. 
 

. Conclusion 

  The Commission’s enforcement action against the Abbott-Geneva and Hoechst-
Andrx interim settlements, and its underlying competitive analysis, raise a number of questions 
about provisions in settlement agreements that have traditionally been viewed as lawful and 
often pro-competitive.  Additionally, the Commission has warned that it might seek massive 
monetary penalties for future settlements “comparable to those addressed” in the Abbott-Geneva 
consent orders. For the reasons discussed, the Commission has not made clear what it means by a 
settlement “comparable to those addressed” in those orders. 
 
  The threat of severe penalties for conduct which is not clearly defined puts the 
parties wanting to settle patent litigation in an untenable position.  Whether the Commission 
decides to issue a final consent order in the Abbott-Geneva matter or not, it should use the 
occasion to provide as much clarification  as possible of its competitive analysis.  At a minimum, 
it should provide more definitive guidance on the types of settlements that might warrant an 
enforcement action for substantial monetary sanctions. 
 

Respectfully submitted, 

Stephen A. Stack, Jr. 
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APPENDIX 
 
Optical Disc v. Del Mor, 2000 WL 354753 (Fed. Cir. Apr. 7, 2000) 
 Affirmed in part, reversed and remanded in part. 
 
Helifix, Ltd. v. Blok-lok, Ltd., 2000 WL 354763 (Fed. Cir. Apr. 7, 2000) 
 Affirmed in part, reversed and remanded on invalidity issue. 
 
Ransomes, Inc. v. Great Dane Power Equip., Inc., 2000 WL 347931 (Fed. Cir. Apr. 4, 2000) 
 Reversed and remanded non-infringement holding. 
 
IMS Tech., Inc. v. Haas Automation, Inc., 2000 WL 306986 (Fed. Cir. Mar. 27, 2000) 
 Remanded non-infringement holding. 
 
Clearstream Wastewater Systems v. Hydro-Action, Inc., 2000 WL 306989 (Fed. Cir. Mar. 27, 
2000) 
 Vacated and remanded non-infringement holding. 
 
Vivid Tech., Inc. v. American Science and Engineering, Inc., 200 F.3d 795 (Fed. Cir. 1999) 
 Reversed and remanded summary judgment on non-infringement. 
 
Atmel Corp. v. Info. Storage Devices, Inc., 198 F.3d 1374 (Fed. Cir. 1999) 
 Reversed invalidity holding. 
 
Georgia-Pacific Corp. v. U.S. Gypsum Co., 195 F.3d 1322 (Fed. Cir. 1999) 
 “System” claim not invalid for obviousness. 
 
Overhead Door Corp. v. Chamberlain Group, Inc., 194 F.3d 1261 (Fed. Cir. 1999) 
 Reversed in part non-infringement holding. 
 
Micro Chemical v. Great Plains Chem., 194 F.3d 1250 (Fed. Cir. 1999) 
 
Seiko Epson Corp. v. NU-KOTE Int’l., Inc., 190 F.3d 1360 (Fed. Cir. 1999) 
 Reversed invalidity holding. 
 
Nova Biomed. Corp. v. I-Stat., 1999 WL 693881 (Fed. Cir. 1999) 
 Reversed summary judgment on equivalents and remanded. 
 
Bickerstaff v. DR Shrink, Inc., 1999 WL 693884 (Fed. Cir. 1999) 
 Reversed summary judgment on non-infringement. 
 
Antonious v. Spalding & Evenflo Co., Inc., 1999 WL 777450 (Fed. Cir. 1999) 
 Affirm non-infringement, reversed invalidity. 
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Suntiger, Inc. v. Scientific Research Funding, 189 F.3d 1327 (Fed. Cir. 1999) 
 Reversed summary judgment on invalidity. 
 
Oney v. Ratliff, 182 F.3d 893 (Fed. Cir. 1999) 
 Reversed and remanded summary judgment for invalidity. 
 
Juicy Whip, Inc. v. Orange Bang, Inc., 185 F.3d 1364 (Fed. Cir. 1999) 
 Reversed and remanded summary judgment on invalidity. 
 
Hockerson-Halberstadt v. Converse, Inc., 183 F.3d 1369 (Fed. Cir. 1999) 
 Reversed and remanded invalidity holding. 
 
Smiths Indus. Med. Syst. v. Vital Signs, Inc., 183 F.3d 1347 (Fed. Cir. 1999) 
 
Burke, Inc. v. Bruno Indep. living AIDS, 183 F.3d 1334 (Fed. Cir. 1999) 
 Vacated and remanded non-infringement holding. 
 
Lenclo Racing Co. v. Jolliffe, et al. 1999 U.S. App. Lexis 14239 (Fed. Cir. June 29, 1999) 
 Affirmed in part, reversed and remanded in part. 
 
Pitney Bowes v. Hewlett Packard, 182 F.3d 1298 (Fed. Cir. 1999) 
 Vacated and remanded non-infringement holding. 
 
Scaltech, Inc. v. Retec/Tetra, 178 F.3d 1378 (Fed. Cir. 1999) 
 Vacated and remanded summary judgment on invalidity. 
 
GE v. Nintendo, 179 F.3d 1350 (Fed. Cir. 1999) 
 Reversed invalidity for anticipation. 
 
Termslogic Corp. v. Teleengineering, 1999 U.S. App Lexis 8238 (Fed. Cir. Apr. 30, 1999) 
 Vacated and remanded invalidity holding. 
 
Karlin Tech. v. Sofamol Danek Group, 177 F.3d 968 (Fed. Cir. 1999) 
 Reversed non-infringement holding and granted summary judgment for infringement. 
 
AT&T Corp. v. Excel Communications, 172 F.3d 1352 (Fed. Cir. 1999) 
 Vacated and remanded invalidity holding. 
 
Sagh Controls v. Talon, 1999 U.S. App. Lexis (Fed. Cir. Jan. 27, 1999) 
 Vacated and remanded invalidity holding. 
 
Personalized Media Communications v. U.S. I.T.C., 161 F.3d 696 (Fed. Cir. 1998) 
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 Reversed and remanded in part on invalidity and non-infringement holding. 
 
Donnelly Corp. v. Gentex Corp., 1998 U.S. App. Lexis 22382 (Fed. Cir. Sept. 11, 1998) 
 Reversed invalidity holding. 
 
Strub v. Axon Corp.,  1998 U.S. App. Lexis 20245 (Fed. Cir. Aug. 18, 1998) 
 Reversed invalidity holding. 
 
Unidynamics Corp. v. Automatic Products International LTD, 157 F.3d 1311 (Fed. Cir. 1998) 
 Affirmed in part, vacated and remanded in part non-infringement. 
 
DH Technology, Inc. v. Synergystex International, Inc., 154 F.3d 1333 (Fed. Cir. 1998) 
 Vacated and remanded issue of whether patent lapsed. 
 
Glaxo, Inc. v. Torpharm, Inc., 153 F.3d 1366 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment on non-infringement. 
 
Mantech Enviro. Corp. v. Hudson Enviro. Serv., 152 F.3d 1368 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment of non-infringement holding. 
 
State Street Bank & Trust v. Signature Financial Group, 149 F.3d 1368 (Fed. Cir. 1998) 
 Reversed and remanded invalidity holding. 
 
Akron Polymer Container Corp. v. Exxel Container, Inc., 148 F.3d 1380 (Fed. Cir. 1998) 
 Vacated and remanded judgment of unenforceability. 
 
Ranpak Corp. v. Storopack, Inc., 168 F.3d 1316 (Fed. Cir. 1998) 
 Judgment of non-infringement affirmed in part, vacated and remanded in part.  
 
Trimedyne, Inc. v. Surgical Laser Technologies, Inc., 155 F.3d 574 (Fed. Cir. 1998) 
 Summary judgment of non-infringement affirmed in part and reversed and remanded in 
 part. 
 
Ethicon Endo-Surgery, Inc. v. U.S. Surgical Corp., 149 F.3d 1309 (Fed. Cir. 1998) 
 Summary judgment of non-infringement affirmed in part and reversed and remanded in 
 part. 
 
Wanlass v. Fedders Corp., 145 F.3d 1461 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment of unenforceability. 
 
Rockwell International Corp. v. U.S., 147 F.3d 1358 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment of invalidity.  
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Solomon v. Kimberly-Clark Corp., 155 F.3d 567 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment of non-infringement. 
 
Marquip, Inc. v. Fosber America, Inc., 155 F.3d 567 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment of non-infringement. 
 
Litton Systems, Inc. v. Honeywell, Inc., 140 F.3d 1449 (Fed. Cir. 1998) 
 Vacated and remanded judgment as a matter of law on invalidity and non-infringement. 
 
Hall and WBX Partners v. FADR International, Inc., 152 F.3d 945 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment of unenforceability on equitable grounds. 
 
Derrick Manufacturing Corp. v. Southwestern Wire Cloth, Inc., 152 F.3d 944 (Fed. Cir. 1998) 
 Reversed and remanded judgment of unenforceability on equitable grounds. 
 
Monarch Knitting Machinery Corp. v. Sulzer Morat GMBH, 139 F.3d 877 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment on invalidity. 
 
Storz Instrument Co. v. Alcon Laboratories, Inc., 135 F.3d 777 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment on invalidity. 
 
Kamyr, Inc. v. Clement, 135 F.3d 775 (Fed. Cir. 1998) 
 Vacated and remanded summary judgment of non-infringement. 
 
High-Tech medical Instrumentation, Inc. v. New Image Industries, Inc., 135 F.3d 774 (Fed. Cir. 
1998) 
 Vacated and remanded summary judgment of non-infringement. 
 
Bell & Howell Document Management Products Co. v. Altek System, 132 F.3d 701 (Fed. Cir. 
1997) 
 Vacated and remanded denial of patentee’s request for preliminary injunction. 
 
Cabinet Vision v. Cabinetware, 129 F.3d 595 (Fed. Cir. 1997) 
 Vacated and remanded judgment of unenforceability on equitable grounds. 
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1. Do settlement agreements between competitors or potential
competitors in technology, goods or innovation markets
create special antitrust risks?  Are such risks more acute
when the litigation involves claims of patent invalidity or
infringement?

2. Do parties have stronger incentives to enter into
anticompetitive IP settlements than other types of
settlements?

3. What do we make of the fact that cases that have identified
anticompetitive settlements have usually involved egregious
antitrust violations, such as the Singer case?  Is this the
tip of the iceberg?

4. Should the consumer interest be systematically considered
when competitors or potential competitors enter into
settlement agreements involving infringement claims?

5. Do we have any reliable data on the competitive effects of
recent patent settlement agreements?

6. To what extent do enforcement agency have knowledge of
current settlement agreements since the agreements are
entered into privately?  Is there any effort by enforcement
agencies to monitor horizontal settlement agreements?

7. Would it be desirable to provide for a settlement
notification system such as for mergers or R&D joint
ventures?  Would such a system make sense at least for
pharmaceutical settlements, as for example contained in
S.754 (the Leahy, Kohl, Schumer & Durbin Bill)?

8. What disclosures might such a system reasonably require? 
See e.g. Robert J. Hoerner, Antitrust Pitfalls in Patent
Litigation Settlement Agreements, 8 Fed. Cir Bar J. 113,
135-39 (proposed questionnaire)



9. Do pharmaceutical settlements raise greater risks than other
types of settlements (or is it just that we know more about
them)?

10. If the problem is more acute in pharmaceuticals, is this due
solely to the existence of complex regulation, which makes
possible strategic behavior to manipulate the rules?

11. Is the risk of anticompetitive settlements greater in
industries where patents are a key R&D factor, such as
chemicals, agriculture and pharmaceuticals (Scherer
testified in 1995 FTC Hearings that these were the
industries in which patents were the most important to the
participants)?

12. Should the presumption favoring settlement agreements
generally in the law, be a larger (smaller) factor in
evaluating patent settlement agreements involving competing
patents or infringement claims?

13. Should intent be a more important element in assessing
patent settlement agreements involving competing patents or
infringement claims than for other antitrust settlements. 
Are there more objective factors that could minimize the
need for intent evidence?

14. In antitrust analysis of patent infringement settlements is
it necessary for the antitrust court to assess the validity
of the IP rights or the likelihood of non-infringement?  If
so, how is this feasiblely to be done in an antitrust case?

15. If probable validity or infringement is to be assessed,
should the estimate be quantitative and how is the
measurement to be integrated into the antitrust analysis?

16. Are there alternative proxies that could substitute for
patent validity or infringement measures in antitrust cases?

17. In the pharmaceutical cases, if reverse payments were
eliminated, would the 180-day exclusivity for the generic
entrant pose a problem?
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Introduction
n Transactions settling patent disputes may 

take various forms
u Licensing
u Joint venture
uMerger or acquisition

n These forms fall along a continuum and 
represent various complex solutions to 
various complex problems
uChoice of transactional form typically involves 

business, rather than antitrust, considerations



Merger or Acquisition May Look 
Like a Clean Way Out
n May be attractive when, for example, other 

settlement options are difficult to value
uOutcome of IP litigation may be difficult to predict
u Future revenue attributable to the IP in question 

may be difficult to predict

n Merger or acquisition may avoid problems
uAt least to some extent, value can be shared by 

both parties even if they disagree on what it is



Merger-Related Antitrust Issues 
Are Not Dispelled Just Because 
the Context Is Patent Settlement

n A merger that would otherwise be challenged will not 
get a pass simply because it is undertaken to settle  
patent litigation

n While patents do not automatically define antitrust 
product markets, products embodying specific 
patents may not appear to have effective substitutes



Examples
n DEC v. Intel: DEC alleged Intel infringed certain 

microprocessor patents
uSettlement included licensing of DEC IP to Intel 

and sale of DEC microprocessor fab to Intel
u FTC consent order involved licensing DEC 

microprocessor IP to other firms
n CVIS v. Boston Scientific: CVIS alleged BSC 

infringed certain intravascular ultrasound (IVUS) 
patents
u In settlement, BSC acquired CVIS
u FTC consent order involved licensing IVUS IP



Common Theme: IP Angle Not 
Treated As a Mitigating Factor
n DEC v. Intel
u FTC alleged horizontal anticompetitive effects in a 

market for certain microprocessors
n CVIS v. Boston Scientific
u FTC alleged horizontal anticompetitive effects in a 

market for IVUS catheters
n IP settlement context not treated as a mitigating 

factor in FTC analyses to aid public comment
n Footnote: Difficulties implementing both remedies



Practical Consideration #1

n Factual assertions in pleadings in IP litigation may 
affect the availability of arguments for use during 
antitrust review of settlement
uAllegations of infringement or harm may appear 

to support elements of an antitrust challenge
u Fed. R. Ev. 801(d)(2)



Practical Consideration #2

n The Government is not likely to undertake a merger 
challenge that would require it to assume the burden 
of proving the validity or invalidity of defendants’ IP
uExtremely difficult as a practical matter
uBut this may not be enough to avoid Federal 

Circuit jurisdiction over appeals
FPatent issues may arguably be necessary
FPatent issues may be intertwined with product 

market issues



Practical Consideration #3

n The Federal Circuit has a track record of producing 
outcomes in favor of parties raising patent arguments 
against antitrust claims
uConflicts with other circuits
uSupreme Court likely to step in eventually
uUntil then, the Federal Circuit may be viewed as 

the forum of choice for antitrust defendants
n The Government is likely to avoid presenting the 

Supreme Court with a case that does not frame the 
Patent-versus-Antitrust issues clearly



Points Made
n Merger or acquisition may present a clean way out of 

an IP dispute
n Antitrust issues do not disappear simply because a 

transaction settles an IP dispute
n Assertions in IP pleadings may limit antitrust options
n The Government is not likely to seek to prove the 

validity or invalidity of defendants’ IP
n A “Federal Circuit factor” may cause the Government 

not to press close cases in which patent issues are 
arguably “necessary”
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PRELIMINARY STATEMENT 

 
Agreements between brand name pharmaceutical companies and potential generic 

entrants that purport to settle patent litigation have been the subject of much antitrust scrutiny 

over the last several years.  These agreements, referred to as “Hatch-Waxman Agreements,” 

share several commonalities:  (1) Each occurred in the context of patent litigation between 

branded and generic pharmaceutical companies that arose under the complex regulatory 

provisions of the Hatch-Waxman Act.1  (2) Each involved substantial payments from the brand 

name incumbent to the potential generic entrant.  (3) Each involved the potential generic entrant 

agreeing to stay off the market for a defined period of time.      

Since March 2000, the Federal Trade Commission has announced three prosecutorial 

actions involving Hatch-Waxman Agreements, two of which were resolved by consent decrees,2 

and the third is pending currently in administrative litigation. 3  Similarly, two federal district 

courts have invalidated – under a per se theory – three Hatch-Waxman Agreements (both cases 

                                                 
1 Drug Price Competition and Patent Term Restoration Act of 1984, Pub. L. No. 98-417, 98 Stat. 1585 
(codified at 21 U.S.C. §§ 301-397 (2001).  The details of the Hatch-Waxman Act are beyond the scope of 
this presentation.  For a useful summary of the pertinent provisions of the Hatch-Waxman regulatory 
regime, see, e.g., Balto, “Pharmaceutical Patent Settlements:  The Antitrust Risks,” 55 Food & Drug LJ 321 
(2000).   
 
2 FTC v. Hoechst Marion Roussel, Inc., Carderm Capital L.P. and Andrx Corp., Docket No. 9293 (consent 
order issued May 8, 2001) (FTC Commission Actions:  May 11, 2001 (www.ftc.gov)) (referred to as 
“Hoechst-Andrx”); and Abbott Laboratories and Geneva Pharmaceuticals, Inc., C-3945, C-3946 (consent 
orders issued May 22, 2000) (FTC Commission Actions:  May, 26, 2000 (www.ftc.gov)) (referred to as 
“Abbott-Geneva”). 
 
3 Schering-Plough Corp. Upsher-Smith Laboratories, and American Home Products Corp., Docket No. 
9297 (complaint issued April 2, 2001) (FTC Commission Actions:  April 2, 2001 (www.ftc.gov) (referred 
to as “Schering”).  Note that, as part of this matter, American Home Products and its subsidiary ESI 
Lederle signed a consent agreement with the FTC.     
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have been appealed);4 and at least two other federal district court cases are pending that also 

involve challenges to Hatch-Waxman Agreements.5   

Taken together, these actions have identified two principal fact patterns related to Hatch-

Waxman Agreements that are particularly problematic under the antitrust laws:  (1) a brand 

manufacturer paying a potential generic to stay off the market and (2) agreements with collateral 

restraints that go well beyond any countervailing justification.  Some have argued that these 

identified problems do not render the Hatch-Waxman agreements per se unlawful because the 

agreements have two offsetting procompetitive justifications:  (1) each purports to either partially 

or fully settled patent litigation, and (2) with exception of the agreement between Abbott and 

Geneva, each has allowed for entry by the generic at a date earlier than patent expiration. 

Both the FTC and the courts have thus far limited their analysis of any one agreement to 

the facts pertaining only to that agreement.  So two fundamental questions remain unanswered 

regarding the proper antitrust analysis (per se or rule of reason) 6 to apply to variants of the 

agreements already considered:  (1) Does a per se analysis properly apply to all, some, or none of 

these agreements?  (2) If some are treated as per se unlawful and others are analyzed under the 

rule of reason, what are the factors that distinguish their analytical treatment?    

These questions are the focus of this presentation.  In the following outline, given the 

current Hatch-Waxman antitrust landscape, I propose five principles that I see as governing the 

                                                 
4 In re Cardizem CD Antitrust Litigation, 105 F. Supp. 2d 682 (E.D. Mich. 2000) (on appeal to the Sixth 
Circuit); In re Terazosin Hydrochloride Antitrust Litigation, 164 F. Supp. 2d 1340 (S.D. Fla. 2000) (on 
appeal to the Eleventh Circuit). 
 
5 Private plaintiffs have challenged the same agreements involving Schering, Upsher-Smith, and ESI 
Lederle that are at issue in the FTC case.  Suits have also been filed challenging an agreement between 
Bayer A.G. and Barr Laboratories, Inc.   A federal district court has issued a decision in this case, which 
provides a factual background of the Hatch-Waxman Agreement at issue.  See, In re Ciprofloxacin 
Hydrochloride Antitrust Litigation, 166 F. Supp. 2d. 740 (E.D.N.Y. 2001).   
 
6  In this presentation, I use the term “per se illegal” to mean conclusively unlawful.  The term “rule of 
reason” is used to indicate that a situation merits a more searching inquiry than that of a per se analysis.      
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analytical treatment of varying Hatch-Waxman Agreements.  These principles either stem from 

the explicit analytical approaches proffered by the FTC and federal courts in their treatment of 

these agreements or are, in my view, logical extensions of such analyses.  Depending on the 

outcome of the Schering case as well as the Hoechst-Andrx and Abbott-Geneva appeals pending 

in the 6th and 11th Circuits, these princ iples may ultimately be corroborated, modified, or 

rejected.   

I also set forth in the following outline a brief summary of antitrust principles applicable 

to intellectual property and summaries of existing Hatch-Waxman cases.  I conclude with some 

observations on how to minimize antitrust risks in any future Hatch-Waxman Agreement.   
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OUTLINE OF POINTS 

 
I. First Principles of Antitrust Analysis and Intellectual Property  
 

A. Intellectual property should be treated no differently than other forms of property 
under the antitrust laws. 

 
B. Licensing is generally procompetitive and will in most cases be analyzed under 

the rule of reason. 
 

C. Notwithstanding the public policy considerations that favor settlement of 
litigation, e.g., conservation of scarce judicial resources, settlements, including 
those involving patent litigation, are not immune from antitrust scrutiny. 

 
D. This is not news.  See, e.g., United States v. Singer Manufacturing Co., 374 U.S. 

174 (1963). 
 
 

II. Summary of Recent Actions Regarding Hatch-Waxman Agreements7 
 
 

A. Hoechst8-Andrx 
 

a. Key Facts: 
 

• Andrx was the first to file an Abbreviated New Drug Application 
(“ANDA”) with the FDA to market a generic version of Hoechst’s 
Cardizem CD.  As such, Andrx secured the 180-day exclusivity 
right, as provided by the Hatch Waxman Act.  Hoechst sued Andrx 
for patent infringement. 

 
• Hoechst and Andrx entered into an agreement that purported to 

settle a preliminary injunction (which Hoechst had allegedly 
threatened, but not filed) and had the following relevant 
provisions:   

 
o Andrx agreed to stay off the market from July 1998 until at 

least January 2000, when Andrx could exercise an option to 

                                                 
7 Note that these summaries are based on the facts set forth in public FTC documents (primarily complaints 
and consent decrees), as well as those in the federal court decisions.  Also note that the summaries are 
confined to only those facts  relevant to the principles addressed in the next section of this outline.  
   
8 Hoechst, which stands for Hoechst Marion Rousell, Inc., was the predecessor to Aventis Pharmaceuticals.   
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license Hoechst’s IP.  Andrx had the discretion to stay off 
the market longer, until the patent suit was finally resolved. 

 
o Until it marketed a product, Andrx was paid $40 million a 

year, starting in July 1998.  If it won the patent suit, it was 
paid retroactively another $60 million a year during the 
time in which it stayed off the market. 

 
o Andrx agreed not to relinquish its exclusivity right, 

preventing other generic competitors from entering the 
market (if their products were approvable) (“relinquishing 
restraint”).  Andrx also agreed not to market any generic 
version of Cardizem CD, even if non- infringing (“non-
infringing restraint”).     

 
b. FTC Allegation and Consent: 
 

• Allegation – The agreement as a whole, and in particular the 
relinquishing and non-infringing restraints, “constitute 
unreasonable restraints of trade in violation of Section 5” of the 
FTC Act.  This allega tion is broad enough to encompass per se 
theories. 

 
• Consent – Neither Hoechst nor Andrx can enter into an 

agreement with a relinquishing restraint or with a non- infringing 
restraint (except in certain licensing situations).  Nor can either 
party enter a partial settlement where a generic competitor is paid 
to stay off the market (except if approved by a Court and with 
notice to the FTC).   

 
c. Federal Court Decision:  
 

• Holding – The Agreement “allocates the entire U.S. market for 
Cardizem CD and its bioequivalents to [Hoechst] for the life of 
the Agreement.  Accordingly, this Court concludes that it is a 
naked horizontal market allocation . . . and thus per se illegal.”  
In re Cardizem CD Antitrust Litigation, 105 F. Supp. 2d at 705-
06. 

 
• Rejection of Justifications – Hoechst and Andrx advanced three 

procompetitive justifications for their agreement:  (1) it settled a 
preliminary injunction action, (2) protected Hoechst’s patent 
rights, and (3) allowed Andrx to come on the market earlier than 
patent expiration.  The Court rejected these because the 
agreement was broader than each purported justification and that 
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the main thrust of the Agreement was to block generic 
competition.  Id. at 705.  

 
B. Abbott-Geneva 
 

a. Key Facts: 
 

• Geneva was the first to file an ANDA to market a generic 
version of Abbott’s Hytrin.  As such, Geneva was awarded the 
180-day exclusivity right.  Abbott sued Geneva for patent 
infringement. 

 
• Abbott and Geneva entered into an agreement that purported to 

settle a preliminary injunction (which Abbott had allegedly 
threatened, but not filed.)  Under the agreement, Geneva was 
precluded from marketing its generic version of Hytrin until final 
resolution of the patent litigation and, in return, was paid $54 
million a year (for the time it stayed off the market).  Like the 
Hoechst-Andrx agreement, this agreement also included a 
relinquishing restraint and a non- infringing restraint.    

 
• Zenith also filed an ANDA to market a generic version of Hytrin.  

Zenith sued Abbott for wrongful patent listing in the FDA’s 
Orange Book, and Abbott counterclaimed alleging patent 
infringement.  The two parties fully settled their litigation.  
Under their settlement, Abbott agreed to pay Zenith $6 million a 
quarter in return for Zenith’s agreeing not to market a generic 
version of Hytrin until another generic version of Hytrin went to 
market or until the expiration of Abbott’s patents. 

 
b. FTC Allegations and Consent:   
 

• Allegation – The agreement as a whole, and in particular the 
relinquishing and non-infringing restraints, “constitute 
unreasonable restraints of trade in violation of Section 5” of the 
FTC Act.  This allegation is broad enough to encompass per se 
theories. 

 
• Consent – Neither Abbott nor Geneva can enter into an 

agreement with a relinquishing restraint or with a non- infringing 
restraint.  Nor can either party enter a partial settlement where a 
generic competitor is paid to stay off the market (except if 
approved by a Court and with notice to the FTC).     

 
c. Federal Court Decision:  The Court held that Abbott’s agreement s with 

Geneva and Zenith were illegal per se because each was “’an agreement 



 7 

between competitors at the same level of the market structure to allocate 
territories in order to minimize competition.’”  In re Terazosin 
Hydrochloride Antitrust Litigation, 164 F. Supp. 2d at 1349 (citing Topco 
Assocs., Inc., 405 U.S. 596, 608 (1972)). 

 
C. Schering  
 

a. Key Facts: 
 

• Upsher-Smith filed an ANDA to market a generic version of 
Schering’s K-Dur 20.  As such, Upsher-Smith was awarded the 
180-day exclusivity right.  Schering sued Upsher-Smith for 
patent infringement. 

 
• On the eve of trial, in June 1997, Schering and Upsher-Smith 

entered into an agreement that fully settled the parties’ patent 
litigation.  Under the agreement, Upsher-Smith was precluded 
from marketing any generic version of Schering’s K-Dur 20 until 
September 2001.  Also under the agreement, Upsher-Smith was 
paid $60 million.   

 
• ESI also filed an ANDA to market a generic version of 

Schering’s K-Dur 20 and was sued by Schering for patent 
infringement.  By January 1998 Schering and ESI had agreed to 
settle their suit under the following terms:  ESI would not market 
its generic version of K-Dur 20 until January 2004 and would 
receive up to $15 million for staying off the market (and another 
$15 million in return for several licenses).         

 
b. FTC Allegations and Consent: 

 
• Allegations – The FTC alleged that Schering’s agreements with 

both Upsher-Smith and ESI unreasonably restrained commerce 
and therefore constituted an unfair method of competition, in 
violation of Section 5 of the FTC Act.  These allegations are 
broad enough to encompass per se theories. 

 
• Consent – The FTC has settled only with ESI.  Under the terms 

of this settlement, ESI cannot enter into a Hatch-Waxman 
Agreement with a non-infringing restraint.  Nor can it enter a full 
settlement where the generic is paid to stay off the market 
(except if approved by a court and with notice to the FTC).   
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D. Bayer-Barr 
 

a. Key Facts: 
 

• Barr filed an ANDA to market a generic version of Bayer’s 
Cipro.  Bayer sued Barr for patent infringement.  

 
• Bayer and Barr entered into an agreement settling their patent 

litigation.  Under the agreement, Barr agreed not to market a 
generic version of Cipro until the patent at issue expired.  Also 
under the agreement, Bayer paid Barr an initial lump-sum 
payment of $24.55 million.  Bayer was also obligated either to 
pay Barr $25 million a year from March 1998 to December 2003 
or to permit Barr to market its generic version of Cipro under a 
license.  At least through October 2001, Bayer elected to pay 
Barr the $25 million per year.   

 
b. Court Decision:  A federal district court considering the issue of removal 

found that challenges to the agreement did not depend on whether Bayer’s 
patent was valid or infringed.  Specifically, in the suit, “the plaintiffs claim 
defendants violated state antitrust laws by depriving them of their right to 
a market in which manufacturers and distributors of generic drugs made 
their decisions about challenging patents and entering markets free from 
the influence of cash payments amounting to unreasonable restraints of 
trade.”  Id. at 749.  The resolution of this issue does not depend on 
whether a valid patent was infringed.   

 
III. Five Principles Regarding the Antitrust Analysis of Hatch-Waxman Agreements 
  

A. Any Hatch-Waxman Agreement in which a generic first-filer (with the 180-
day exclusivity right) agrees not to relinquish its exclusivity right should be 
deemed per se illegal.   

 
a. Reason for per se illegality:  Such an agreement (or a provision) has no 

countervailing justification and therefore is a naked restraint.  Moreover, it 
has the potential to cause significant anticompetitive effects, as the generic 
first-filer will be the “cork in the bottle” precluding all generic entry into a 
market. 

 
b. This provision was included in both the Hoechst-Andrx and Abbott-

Geneva agreements.   
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B. Any Hatch-Waxman Agreement in which a generic competitor agrees not to 
market any generic version of a brand-name company’s product, even a non-
infringing version, should be deemed per se illegal. 

 
a. Reason for per se illegality:  Such an agreement (or a provision) has no 

countervailing justification and therefore is a naked restraint.  If the parties 
are settling patent litigation, there is no justification for precluding a 
generic manufacturer from marketing other products that do not face a 
patent claim.  Such a naked market allocation between actual or potential 
competitors outside the scope of patent protection is per se unlawful under 
Palmer v. BRG of Georgia, Inc., 498 U.S. 46 (1990) and Topco. 

 
b. Such a provision was included in the Hoechst-Andrx, Abbott-Geneva, and 

Schering-Upsher agreements.   
 

 
C. Any Hatch-Waxman Agreement where the incumbent pays the generic more 

than nominal consideration for staying off the market should be deemed per se 
illegal.   

 
a. Reason for per se illegality:  There is only one plausible justification for a 

patent settlement agreement whereby a generic competitor agrees to stay 
off the market – the agreed upon time of generic entry reflects the actual 
merits of the brand manufacturer’s and generic entrant’s positions in the 
attendant patent litigation.  For example, if a brand manufacturer sues a 
generic for patent infringement with regard to a patent that will expire in 
10 years, and each party to the suit believes it has a 50 percent chance of 
winning, any agreement settling the suit should allow the generic entrant 
on the market in no more than 5 years.  In such an agreement, it would be 
irrational for the brand to pay the generic more than nominal consideration 
unless it was in compensation for the generic to stay off the market longer 
than the merits of its suit would otherwise dictate.  But for the payments, 
the generic would likely be on the market sooner.  The payments, then, 
bear no relationship to any plausible justification, rendering the agreement 
per se illegal. 

 
b. Allowing for nominal consideration is reasonable because it relates to the 

procompetitive justification of settling suits and saving resources.   
 
c. This is the theory Complaint Counsel is pursuing administratively in the 

Schering case.  It also appears to be the theory the plaintiffs are pursuing 
in the Ciprofloxican litigation.   

 
d. Factual issues to consider: 
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• Nominal consideration in this context means consideration that 
approximates what the parties would spend in 
prosecuting/defending their suit.  A payment is not nominal if:  
(1) it greatly exceeds the cost of litigation or (2) it provides the 
generic with enough of an incentive to stay off the market longer 
(e.g., if it approximates a substantial percentage of what the 
generic would make if it were to market its product).  In the 
Schering case, Complaint Counsel has suggested in its Proposed 
Order that $2 million would suffice as nominal consideration, at 
least in the context of that case.   

 
• Consideration need not take the form of direct payments to the 

generic to be problematic.  Payments may be masked (as is the 
theory in Schering).  Consideration may also take the form of 
something other than money provided to the generic.  It can 
include anything of value given to the generic that provides an 
incentive to stay off the market (e.g., a license to market another 
product).   

 
• Future investigations in this area could explore, in the context of 

a Hatch-Waxman Agreement, whether a generic manufacturer 
was given consideration to stay off the market.  This could 
involve examining business relationships between the two 
settling firms, including when the relationships were formed 
relative to the patent settlement, how they were formed, and the 
consideration extended both parties in each of the relationships. 

 
D. Even without a relinquishing restraint, a non- infringing restraint or payment 

of more than nominal consideration to the generic, any Hatch-Waxman 
Agreement where a generic first- filer (with the 180-day exclusivity right) 
agrees to stay off the market may be illegal if it has the actual or reasonably 
likely effect of delaying other generics from entering.  The analysis here 
would be rule of reason. 

 
a. Rationale for the rule of reason inquiry:  In this circumstance, the generic 

firm is not paid consideration and therefore the time in which it agrees to 
enter the market may approximate the merits of its position in the patent 
litigation.  Without exploring the possible anticompetitive effects of such 
an agreement, one cannot presume (as with a per se theory) that the 
agreement provided the generic an incentive to stay off the market longer 
than the merits of the patent litigation would otherwise dictate.  On a 
cautionary note, if the generic agrees to stay off the market for a 
significant amount of time and retains its exclusivity right, a presumption 
may arise that the possibility of the generic losing its right of exclusivity 
(which would happen if it lost the patent infringement suit) may have 
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given it an incentive it to stay off the market longer than the merits of the 
patent litigation would otherwise dictate.  This could be anticompetitive.   

 
b. Such an agreement would likely be closely scrutinized and possibly 

challenged if other potential generic entrants would be blocked from 
entering the market as a result of the first- filer’s exclusivity right.   

 
E. A Hatch-Waxman Agreement (without a non- infringing restraint) where the 

potential generic entrant that does not have the 180-day exclusivity right is 
allowed to enter at a date in the future (and is not paid more than nominal 
consideration) will likely not merit a challenge and, in any event, should be 
analyzed under a rule of reason.   

 
a. Rationale for the rule of reason inquiry:  Under this agreement, the 

potential generic entrant will not have an effect on third-party entrants (as 
might a generic first- filer with the exclusivity right) and will not have an 
incentive to stay off the market any longer than its position in the patent 
litigation would otherwise dictate.  This is competitively neutral. 

 
IV. Suggestions for Minimizing Legal Risks Arising from Hatch-Waxman Agreements 
 

A. Avoid substantial “reverse payments” from an incumbent to a potential generic 
entrant.   

 
B. Avoid collateral restraints in any agreement that do not reasonably relate to a 

legitimate justification for entering the agreement.  Two examples would be the 
relinquishing and non-infringing restraints discussed above.   

 
C. If a settlement agreement involves a generic first- filer with the 180-day 

exclusivity right agreeing to stay off the market for any period of time, consider 
having the generic firm relinquish its right to exclusivity.   

 
D. Seek judicial approval of a settlement agreement.  While this may be difficult in 

the context of a final settlement (as it is not clear that a court will view itself as 
having jurisdiction to approve a private agreement to dismiss a lawsuit), it is more 
feasible in the context of interim agreements.  Moreover, submission of the 
agreement for a court’s approval may, under certain circumstances, strengthen 
Noerr-Pennington defenses, provided that such approval is obtained.  If such 
approval is unavailable, consider seeking an advisory opinion from the Federal 
Trade Commission or its staff.  
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1. Introduction

Intellectual property rights are widely recognized as critical assets in many industries, especially

“high-tech” industries.  Companies like IBM, Intel, and Hewlett-Packard regard their patents and

copyrights, along with their other intangible assets such as know-how, as central elements giving

them competitive advantage.  Likewise, many software companies, from Microsoft to software

startups seeking funding from venture capitalists, recognize that copyright protection is essential

if they are to recoup their expenditures developing new software.  Put simply, patents and

copyrights are often the crown jewels in a high-tech company’s collection of assets. 1

Intellectual property rights, while by no means the only way for firms to recoup their investments

in research and development, are of increasing strategic importance in a range of industries,

including semiconductors, networking equipment, and biotechnology as well as software.2  And

now, with patents being issued for “business methods” like Amazon’s one-click shopping,

software patents are poised to have a major impact on the commercialization of the Internet. 3  To

cite one very recent example, InterTrust Technologies recently sued Microsoft for patent

                                               

* Transamerica Professor of Business Strategy, Haas School of Business, University of California at Berkeley.  I am
grateful to a number of colleagues who have provided comments on this work: Jeremy Bulow, Joseph Farrell,
Richard Gilbert, Mark Lemley, Suzanne Scotchmer, Hal Varian, and especially Michael Katz.  I also thank
conference participants at Toulouse and at Berkeley for their suggestions.
1 For simplicity, in this paper I shall typically refer to “patents” rather than “intellectual property” more generally.
Apart from differences in the legal treatment of different forms of intellectual property, virtually everything in this
paper could be applied equally to copyrights, or even trade secrets, as well as patents.
2 The increased propensity of companies to file for patents and the use of defensive patenting has been well
documented.  See, for example, Kortum and Lerner (1998), Grindley and Teece (1997), Cohen et. al. (2000), and
Hall and Ziedonis (2001).
3 Patent applications for computer-related business methods jumped from about 1000 in 1997 to over 2500 in 1999.
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infringement associated with Windows Media, software that Microsoft plans to include in the

new version of Windows, Windows XP, set to come out in August 2001.  With InterTrust

requesting an injunction to prevent Microsoft from violating the InterTrust patent, this suit, like

many others, could potentially have a dramatic impact on competition, in this case for software

that handles digital-rights management.  As is common in these disputes, the lawsuit followed

failed attempts to negotiate a license, and multiple patents are involved; InterTrust asserts that it

holds 18 U.S. patents and has filed applications for 47 others. 4

The increasing importance and number of patents and copyrights inevitably is leading to more

and more intellectual property disputes between rights holders and alleged infringers.  In fact,

since many products can potentially infringe multiple patents, the number of disputes, or the

number of licenses needed to resolve those disputes, can easily grow more than proportionately

with the number of patents.   As I have described elsewhere, more and more companies are

facing a patent thicket requiring them to obtain multiple licenses to bring their products to

market.5   No doubt the majority of intellectual property disputes are settled rather than litigated

to a final resolution.

The need to negotiate licenses or other settlements of intellectual property disputes is made even

greater because of the danger of hidden or submarine patents, which make it all too easy for a

company unintentionally to infringe on a patent that was not yet issued when the company’s

product was designed.6  Likewise, the need to resolve intellectual property disputes is arguably

made yet greater to the extent that the U.S. Patent and Trademark Office has issued “bad”

patents, i.e., patents on technology that does not in fact meet the novelty requirement.  Many

critics have charged that the PTO has had a poor understanding of prior art, especially in the

software area, and improperly issued a number of patents.7  Bad or not, there is no dispute that

                                               

4 Don Clark, “Microsoft is Sued by Tiny InterTrust in Patent Dispute,” Wall Street Journal, April 27, 2001.
5 See Shapiro (2001).  For some thoughtful proposals to reform the patent system, see Merges (1999).
6 Recent reforms to disclose some patent applications prior to the issuance of the patent should alleviate, but not
eliminate, this problem.  The ability of those applying for patents to revise their patent applications over time tends
to exacerbate this problem.
7 There are many striking examples of such “bad” patents.  For a few entertaining accounts of the problem, see
Simon Garfinkel, “Patently Absurd,” Wired, July 1994, Evan Ratliff, “Patent Upending,” Wired , June 2000, and
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the number of patents being issued is growing dramatically.  In short, a compelling case can be

made that intellectual property disputes are of increasing importance in determining just which

firms can compete in which markets, and on what terms.

A wide range of commercial arrangements involving intellectual property can be regarded as

settlements of intellectual property disputes, either literally (in the sense that litigation has been

initiated and is dropped once an agreement is reached) or effectively (because negotiation takes

place in the shadow of possible litigation).  Virtually every patent license can be viewed as a

settlement of a patent dispute: the royalty rate presumably reflects the two parties’ strengths or

weaknesses in patent litigation in conjunction with the licensee’s ability to invent around the

patent.  The same is true of cross-licenses, where net payments reflect the strength of each

party’s patent portfolio along with its commercial exposure to the other’s patents.  Mergers and

joint ventures are yet more ways to settle patent disputes.

Given the importance of patents and their licensing to innovation, and given the many

commercial arrangements that are effectively settlements of intellectual property disputes, the

legal rules governing the resolution of such disputes are of first-order importance.  This

importance is not confined to high-tech industries, much less to the software and Internet sectors,

but extends to all industries where intellectual property rights are significant.  In a very real

sense, the rules governing settlements affect what is truly meant by the patent grant itself.  In

fact, in many fast-moving industries, the rules governing patent litigation and settlements are

arguably far more important to patentees than the single variable on which economists have

traditionally focused, namely patent length.8

                                                                                                                                                      

James Gleick, “Patently Absurd,” New York Times Magazine, March 12, 2000.  See also Lerner (2000) for an in-
depth look at financial patents, including the (in)famous patent in the State Street case, a key court ruling supporting
the notion of patents on business methods.  But do not despair: there is now a web site that will help those accused
of infringing find prior art and thus invalidate the patent asserted against them.  See www.bountyquest.com.
8 The importance of patent litigation, and thus rules governing settlements, varies across industries and by type of
patent.  For a study of how the frequency of court cases varies with characteristics of patents and their owners, see
Lanjouw and Schankerman (2001).
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A number of different rules can materially affect the value of the patent grant.9  Under what

conditions can a patent holder obtain a preliminary injunction blocking another firm from

producing products that allegedly infringe the patent?  How long does patent litigation take, and

what is the state of competition during the interim period while patent validity and infringement

are being resolved in court?  How are patent damages calculated: lost profits, reasonable

royalties, or unjust enrichment/disgorgement?10  When do treble damages apply for “willful”

infringement?  What protection does the patent holder have from an infringer who is judgment-

proof, i.e., simply lacks the assets to satisfy a damages award?

My focus in this paper is on one particular class of legal rules that govern intellectual property

rights: the antitrust limits imposed on patent settlements.  The need for some basic antitrust

limits should be obvious.  Suppose that Firm A has a fairly weak and fairly narrow patent that it

is asserting against its sole rival, Firm B.  The two firms are competing vigorously, with Firm B

evidently not deterred from competing just because Firm A has sued it for infringement.

Suppose that Firm B believes that the patent likely to be invalid, but even if valid that Firm B is

not infringing, or as a final option that Firm B could easily design around the patent.  Now

imagine that Firms A and B agree to merge to resolve their patent dispute.  If the merger would

judged anti-competitive in the absence of the patent, there is no reason to believe that this one

weak patent would reverse that conclusion.  Or imagine that Firms A and B agree to a settlement

under which Firm B pays significant per-unit royalties to Firm A and Firm A makes a fixed

payment to Firm B.  Such settlements can replicate the cartel or monopoly outcome.11

                                               

9 I am not even including here the whole range of rules that determine patent validity and patent breadth, such as the
standard for novelty, the procedures by which the PTO looks for prior art, the ability of the applicant to modify its
patent application, the rules for disclosure of patent applications prior to issuance, the ability of third parties to
challenge the patent either prior to its issue or immediately upon issuance, the burden of proof in infringement
validity and infringement cases, the rules governing interferences (when multiple contemporaneous patent
applications conflict with each other), and the implementation of the doctrine of equivalents.  Patent rules in the
context of sequential innovation have been studied by Chang (1995), Scotchmer (1996) and O’Donoghue (1998)
among others.
10 See Schankerman and Scotchmer (2001) for a comparison of two liability rules, lost profits/reasonable royalties
and unjust enrichment, and a property rule, injunctions, in terms of protecting intellectual property, focusing on
research tools.
11 See, for example Michael L. Katz and Carl Shapiro, “On the Licensing of Innovations,” Rand Journal of
Economics, Winter 1985.
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Precisely because patent settlements can be anti-competitive, and because settling parties may

have an incentive to insert anti-competitive provisions into their agreements, antitrust interest in

the settlements of intellectual property disputes is very high.  The 1995 DOJ /FTC Antitrust

Guidelines for the Licensing of Intellectual Property describe generally how the agencies will

analyze various commercial agreements involving intellectual property.12  In 1997, a clear

statement of concern about settlements was voiced by then Assistant Attorney General Joel

Klein, who even floated the idea of having companies notify antitrust officials of their

settlements of patent disputes.13  More recently, senior antitrust enforcement officials have

spoken repeatedly about intellectual property rights and their role in the new economy.14

Beyond these general statements, however, we can observe a number of cases in which the

Justice Department and the Federal Trade Commission have investigated and/or challenged

settlements that they regarded as anticompetitive, or expressed views regarding the antitrust

limits on patent settlements.  I shall refer to several such cases below, but pause here to note two

examples. After Digital Equipment Corporation sued Intel for patent infringement, Intel settled

with Digital by purchasing certain assets from Digital and entering into a supply agreement with

Digital.  The FTC issued a complaint and required modifications of the settlement agreement. 15

When six companies (Toshiba, Hitachi, Matsushita, Mitsubishi, Time Warner, and JVC) sought

                                               

12 “Antitrust Guidelines for the Licensing of Intellectual Property,” Department of Justice and Federal Trade
Commission, April 6, 1995, available at http://www.usdoj.gov/atr/public/guidelines/ipguide.htm.
13 See Joel I. Klein, “Cross-Licensing and Antitrust Law,” May 2, 1997, available at
http://www.usdoj.gov/atr/public/speeches/1123.htm.   Currently, companies entering into certain exclusive licensing
arrangements must notify the government under the Hart-Scott-Rodino Act, as some exclusive licensing
arrangements have been interpreted as involving the acquisition of assets.
14 See, most recently,  FTC Chairman Pitofsky’s speech, “Antitrust and Intellectual Property: Unresolved Issues at
the Heart of the New Economy,” March 2, 2001, available at http://www.ftc.gov/speeches/pitofsky/ipf301.htm and
Deputy Assistant Attorney General Joseph Farrell’s speech, “Thoughts on Antitrust and Innovation,” January 25,
2001, available at http://www.usdoj.gov/atr/public/speeches/7402.htm.  For broader discussions of antitrust and
intellectual property, see Gilbert and Shapiro (1997) and Gilbert and Tom (2001).
15 See the FTC’s Complaint In the Matter of Digital Equipment Corporation, available at
http://www.ftc.gov/os/1998/9807/9810040cmp.htm, and the Agreement Containing Consent Order, available at
http://www.ftc.gov/os/1998/9804/9810040.agr.htm.
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to jointly license their patents necessary to the production of DVD discs and players, the DOJ

issued a business review letter approving their plan subject to certain conditions.16

Within the area of antitrust limits on settlements, the current paper is fairly ambitious.  In the

next section, I discuss generally the benefits and costs of settlements and explain more fully why

antitrust limits on settlements are unquestionably needed to prevent abuse of the settlement

process.  Then, in Section 3, I propose and develop a general rule for evaluating proposed

settlements, namely a requirement that the proposed settlement generate at least as much surplus

for consumers as they would have enjoyed had the settlement not been reached and the dispute

instead been resolved through litigation.  My proposed rule is designed to fully respect

intellectual property rights, while emphasizing that such rights are inherently uncertain or

imperfect, at least until they have successfully survived a challenge in court.  My proposed rule

is also intended to enable a wide range of settlements that can enhance efficiency and promote

competition without depriving rights holders of their legitimate returns to invention.  I prove a

very general result showing that in virtually all cases settlements exist that are better for

consumers as well as the settling parties in comparison with ongoing litigation.

The balance of the paper then applies the general rule to three different types of settlements.  For

each type of settlement, I develop some basic theory and describe some actual settlements in this

category where antitrust issues have arisen.  Section 4 handles mergers.  Section 5 covers

negotiated entry dates.  Section 6 covers patent pools.  Section 7 summarizes my conclusions and

outlines some ways in which my analysis can be extended.

Two interesting by-products of this analysis are worth noting.  First, I develop a “Patent

Competition Index” which measures of extent of competition between two parties who are

engaged in a patent dispute.  This intuitive measure tells us how large must be the efficiencies

associated with a merger (i.e., the complete elimination of competition) between the two parties

in order for such a merger to be better for consumers than ongoing litigation and competition.

Second, in various settings I am able to derive the relationship between the profits earned by the

                                               

16 See Justice Department Business Review Letter of June 10, 1999, available at
http://www.usdoj.gov:80/atr/public/busreview/2485.htm.
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patent holder and the strength of its patent, as defined by the probability that the patent will be

held valid and infringed if patent infringement is litigated to a resolution. 17  As I show below, in

a number of settings the patent holder’s expected profits are not linear in patent strength, so a

patent with a 50% chance of being upheld is not necessarily worth half as much as an ironclad

patent covering the same patent claims.

2. Benefits, Costs, and Dangers of Patent Settlements

A. Benefits and Costs of Settlements

Settlements of litigation generally are recognized to provide a number of private and social

benefits.  Private benefits include the avoidance of litigation costs and the resolution of

uncertainty.  Social benefits include savings on court costs and/or reduction of congestion in the

court system.  Social costs can include the lack of resolution of a legal issue with applicability

beyond the individual case at hand.  Generally speaking, the courts have strongly favored

settlements, if nothing else just to reduce their case load and speed up the resolution of remaining

matters.

Unlike many other settlements of litigation, settlements of patent litigation between rivals by

their very nature implicate competition, and thus tend to have effects on third parties, most

notably (but not only) customers of the litigating parties.  Patent settlements certainly can enable

the settling parties to compete more effectively with others, as when two firms with

complementary patents agree to a cross-license enabling each of them to make higher-quality

products or achieve lower production costs.  But patent settlements can also enable the settling

parties to restrict competition between themselves, to the detriment of consumers.  Consumers

may  suffer from lost rivalry, both during the interim period while patent litigation would have

continued, and perhaps in the longer term as well, at least until the patent expires.  Settlements

can deprive consumers not only of competition between the settling parties, but from other firms

as well if an invalid patent is never actually challenged.

                                               

17 Various empirical papers have attempted to measure the value of real-world patents.  See, for example, Lanjouw
(1998) and Schankerman (1998).
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B. Unconstrained Settlements and Their Dangers

Patent settlements present as especially tricky area for antitrust because of the undisputed pro-

competitive benefits that can result from a wide range of settlements, including the vast majority

of patent licenses.  Such pro-competitive settlements are by no means confined to settlements

between rivals, but certainly can include such cases.  Drawing the line between “price fixing

agreements” and “pro-competitive licensing arrangements” is not a simple matter.   But the need

to draw some line should not be in dispute.

Suppose that two rivals can settle their patent dispute with no antitrust limits.  Of course, they

still must successfully reach an agreement to settle their dispute, and this may be difficult for the

usual reasons that negotiations break down, including potentially asymmetric information (more

specifically, optimism on both sides about their prospects in litigation).  But for now let us

assume that the two firms bargain efficiently and thus reach a settlement that maximizes joint

profits.  What do such settlements look like?

It is immediately evident that such settlements could be used to eliminate competition that would

have arisen had the patent holder lost.  By eliminating such competition, monopoly profits can be

enjoyed, even if the patent was very weak, or even worthless.  There are many ways that such

settlements could be structured: (1) the patent holder could acquire the challenger, with the

purchase price set in some mutually agreeable fashion to split the gains from trade, including the

gains from eliminating competition; (2) the patent holder could make a fixed payment to the

challenger in exchange for the challenger’s agreement not to compete, either at all or in certain

product areas, geographic areas, or during some specified time period; (3) the two companies

could enter into a joint venture or other cooperative arrangement (such as a supply agreement or

co-marketing setup) whereby they both participate in the market without directly competing

against each other; or (4) the challenger could agree to pay certain per-unit royalties to the patent

holder in conjunction with a fixed payment running from the patent holder to the challenger.

The only requirements for such profit-maximizing settlements are (a) that they preserve the

monopoly power that the patentee would have had in the absence of the challenger, and (b) that

each party find it individually rational to accept the settlement rather than continue to litigate.
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A hallmark of these anti-competitive agreements is that the patent holder agrees to share its

monopoly profits with the challenger in order to induce the challenger to give up its fight.  In the

merger context this is clear: the challenger is paid the acquisition price.  A bald payment not to

compete is even more explicit (and difficult to justify).  A joint marketing program could also

explicitly share the monopoly profits with the challenger.  But note that the use of running

royalties to monopolize typically will not be acceptable to the challenger unless the challenger

also receives a fixed-fee payment (see below for the analysis of such two-part tariff schemes).

Clearly such agreements will tend to be contrary to the interests of consumers: with limits on

patent settlements, consumers will receive only the surplus available facing a monopolist.  Such

settlements can deprive consumers of the advantages that competition, or at least its prospect,

would have offered to them, during the interim period prior to the resolution of the patent dispute

and subsequently, if the patent would have been declared invalid or not infringed, or had the

challenger found a practical way to invent around the patent.

C. Patents as Partial Property Rights

It is important to bear in mind that the monopoly profits that can be (jointly) achieved through

unconstrained settlement do not merely represent the rights granted to the patentee by virtue of

having obtained the patent in the first place.  A patent is best viewed as a partial or probabilistic

property right.  What the patent grant actually gives the patent holder is the right to sue to

prevent others from infringing the patent.  Nothing in the patent grant guarantees that the patent

will be declared valid, or that the defendant in the patent suit will be found to have infringed.  In

other words, all real patents are less strong than the idealized patent grant usually imagined in

economic theory.

A real patent may prove to be less valuable than the idealized patent in several distinct ways.  (1)

The real patent may be found invalid, either in whole or in part (if certain broader claims are

declared invalid, perhaps based on prior art, but some narrower claims are upheld).  (2) The real

patent may be found not to be infringed by a given product sold or process employed by another

firm.  (3) The real patent may be relatively easy for others to invent around rather than pay

royalties or be forced to cease production.  (4) The real patentee may be unable to obtain a

preliminary injunction to prevent alleged infringement. (5) The real patentee may not be able to
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receive as a judgment all of its lost profits that result from infringement, e.g., if the infringer’s

assets are insufficient to satisfy the award.

In this paper, I shall take as given the bundle of uncertain and imperfect rights that we call a

“patent.”  These rights are typically far less valuable than would be idealized “ironclad” patent

rights.  In my view, the patent holder is not “entitled” to obtain the same level of profits, or the

same rights to exclude rivals, as would the owner of the fictionalized ironclad patent.  Therefore,

the patent holder is not “entitled” to negotiate a monopoly outcome, just because the patent

holder asserts that its patent is valid and infringed by a particular rival.  Rather, the patent

holder’s rights are calibrated according to the likelihood that the patent holder would win the

patent litigation, and the extent of exclusion that such a victory would permit.  Generally, these

rights are not as strong or as valuable as the rights of a full-fledged monopolist owning an

ironclad, blocking patent.

3. Proposed Principle: Settlement Cannot Harm Consumers

Given the obvious incentive to use settlements to replicate the monopoly outcome, and given that

the patent grant is not the same as an ironclad right to monopoly profits, antitrust limits on

settlements are clearly needed.  At the same time, a prohibition on settling patent disputes cannot

make sense: as noted earlier, virtually every patent license can be viewed as the settlement of a

patent dispute, and more generally settlements can provide many benefits not only to the settling

parties but to consumers as well.  Since many settlements are pro-competitive, in the sense that

consumers are better off under the settlement than they would be from ongoing litigation, overly

strict antitrust limits, not to mention a ban on settlements, would clearly be counterproductive.

So, we must face the complex question of how to draw the line between acceptable and

unacceptable patent settlements from an antitrust perspective.  In this paper, I propose and

explore in some depth the following simple antitrust rule: a patent settlement cannot lead to

lower expected consumer surplus than would have arisen from ongoing litigation.

I believe that this standard has much to commend itself.  In particular, I argue that this standard

balances the rights of patentees with consumer interests.  Effectively, consumers have a

“property right” to the level of competition that would have prevailed, on average, had the two
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parties litigated the patent dispute to a resolution in the courts.  So long as consumers rights to

this level of competition/benefits are respected, the two parties are permitted to negotiate more

profitable arrangements that are better than litigation for each of them as well as consumers.

My proposed standard balances the rights of patent holders with those of consumers.18  Since

patents involve “partial” or “probabilistic” property rights, as discussed above, patent holders are

not entitled to the same level of profits that would be result from an ironclad patent covering the

same patent claims.  Put differently, competition that would take place under the shadow of

patent litigation is considered entirely legitimate, even though it may wind up constituting

infringement.  Lurking behind this view are two broad assumptions worth making explicit: (1) I

take as given the intellectual property rights regime, with its necessary imperfections, such as the

granting of patents that will later be found invalid and the chance that the holder of a valid patent

may not be able to obtain an injunction to stop what turns out to be actual infringement; (2) I

take as given the damages regime associated with patent infringement, including both the rules

for calculating damages and the fact that patentees may not be able to fully collect on damage

awards in some cases, e.g., if the infringer declares bankruptcy or is beyond the Court’s reach.

My proposed standard for patent settlements also is consistent with how antitrust policy and law

treat other forms of collaboration among competitors.  A proposed merger, for example, is

usually judged to be pro-competitive if consumers are better off under the proposed merger than

they would be in the absence of the merger.  The same standard is used for joint ventures and co-

marketing arrangements between direct rivals. 19   Likewise, under the FTC/DOJ Guidelines for

the Licensing of Intellectual Property (cited above), licenses are generally regarded as pro-

competitive if they do not restrict competition that would have taken place in the absence of the

license.  Of course, in practice it may be difficult to compare consumer surplus under two

                                               

18 Antitrust enforcement (such as merger review) often uses a consumer-welfare standard rather than a total-surplus
standard.  Clearly, a short-run consumer-surplus standard is not sensible when intellectual property rights are
involved: declaring all extant intellectual property rights invalid could well maximize short-run consumer surplus,
but at the obvious expense of longer-term innovation and consumer interests.  Indeed, it is hard to articulate an
alternative standard that encourages innovation in the long-run, efficient commercial arrangements in the short-run,
and still protects consumers from cartel-like settlements.
19 For a more general discussion of the limits on collaboration, see the DOJ/FTC “Antitrust Guidelines for
Collaboration Among Competitors,” available at http://www.ftc.gov/os/2000/04/ftcdojguidelines.pdf.
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different arrangements due to imperfect information about industry conditions. 20 And antitrust

enforcement of patent settlements may well require an informed judgment as to the strength of

various patents that are at issue.

An alternative antitrust rule, less favorable to settling parties, would look not only at the effects

on consumers of their overall agreement, as I am proposing here, but also at the effects of

specific provisions in the agreement.  Under a full-blown “less restrictive alternative” approach,

an agreement would be declared anti-competitive if an alternative agreement could have been

fashioned, perhaps by removing or modifying certain provisions in the original agreement, that

would be even better for consumers than the proposed agreement.21

Clearly, taken to an extreme such an approach would not in fact respect intellectual property

rights. Consider, for example, the case of two holders of complementary, blocking patents who

agree to place their patents into a pool and license them jointly at an agreed-upon royalty rate.

As shown in Section 6 below, such a pool can easily be in consumers’ interests, in comparison,

say, with independent licensing programs by the two firms, since independent licensing runs into

                                               

20 Some of the practical issues regarding available information can be seen in the antitrust treatment of price and
output agreements between competitors.  Consider an agreement between two rivals, one much more efficient than
the other, according to which the inefficient firm will cease production and purchase its output from the efficient
firm at a pre-specified transfer price.  If the two firms have a large share of the market, this type of “tolling
agreement” or “contract manufacturing” scheme will likely be viewed with skepticism by the antitrust authorities.
This skepticism is not easily overcome, despite the obvious possibility of achieving lower production costs, even if
the two parties assert that the transfer price will be low enough so that total output will be higher than would arise in
the non-cooperative duopoly equilibrium involving these two firms.  But this skepticism derives from a lack of
confidence that consumers will in fact be better off under the proposed joint venture/tolling agreement, given its
susceptibility to abuse, not from an unwillingness to accept such agreements in principle if they indeed leave
consumers better off.  These same concerns arise with several forms of patent settlement, as I discuss below.  All of
this suggests to me that, as a practical matter, the actual degree of competition between the two parties prior to the
settlement is of paramount importance, inasmuch as it indicates the likely level of competition that would prevail (in
the near future at least, unless market conditions are known to be changing  in a significant way) in the absence of
the settlement.
21 Some support for this approach might be found in §4.2 of the DOJ/FTC Intellectual Property Guidelines (1995),
which state that “If the Agencies conclude that the restraint has, or is likely to have, an anticompetitive effect, they
will consider whether the restraint is reasonably necessary to achieve procompetitive efficiencies.”  They go on to
state “If it is clear that the parties could have achieved similar efficiencies by means that are significantly less
restrictive, then the Agencies will not give weight to the parties' efficiency claim. In making this assessment,
however, the Agencies will not engage in a search for a theoretically least restrictive alternative that is not realistic
in the practical prospective business situation faced by the parties.”   So long as the initial determination that the
agreement has anti-competitive effects is made in comparison with ongoing litigation, this approach is identical to
the one explored here.
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the problem of Cournot complements.  Just as clearly, however, consumers would be better off

(in the short run) if the two firms agreed to a royalty-free cross license, as each could then

compete independently with no licensing cost burden.  But compelling such a cross-license in

favor over the patent pool could well deprive both firms of a return on their R&D that led to their

patent.   I do not expect to resolve this debate here, which arises in other areas of antitrust; I

merely note that the standard I explore here may not be universally accepted.

A. Pareto Optimality and Gains from Settlement

I now prove a general result showing that there are invariably gains from settling a patent

dispute, even ignoring the savings associated with reduced litigation costs and uncertainty.

Consider two firms that are actual or potential competitors who are engaged in a patent dispute.

Firm #1 we will call the patent holder or the incumbent.  Firm #2 we will call the alleged

infringer, the challenger, or the entrant.  There are a number of possible outcomes of their patent

dispute, if it is litigated to completion; we index these states of the world by 1,...w N= .  For

example, one state might be that the patent is declared invalid.  A number of other states might

correspond to various levels of cost required for the challenger to invent around the patent.  This

framework is quite general: a finding of non-infringement would correspond to a zero cost of

inventing around the patent; a finding that some of the broader claims in the patent are invalid

while narrower claims are valid would correspond to lower, but still positive, costs of inventing

around the patent.  Suppose that both sides agree that the probability of state w is wθ .22

The general antitrust rule explored in this paper is that a settlement should be permitted if it

leaves consumers at least as well off as they would be, in expected value, from ongoing litigation

and resolution of the patent dispute in court.  Denote consumer surplus in state w by wS .  This is

a reduced-form that incorporates whatever duopoly (or oligopoly) solution concept applies in the

                                               

22 Obviously, the two firms may well have asymmetric beliefs about the likelihoods of the various states of the
world.  Indeed, it is mutual optimism that tends to lead to litigation rather than settlement.  The proper treatment of
asymmetric information, including possible updating of beliefs based on settlement offers, is beyond the scope of
this paper.  Unless otherwise indicated, I shall generally assume the two firms share common beliefs about the
probabilities of various outcomes in their patent dispute.  Relaxing this assumption leads to a rich area for further
research.
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various states of the world.  If resolution of the patent dispute takes time, then wS  includes

consumer surplus during the interim period while the dispute is litigated.  To the extent that

information is revealed gradually, and the firms’ behavior can adjust (e.g., to preliminary court

rulings), consumer surplus will vary somewhat with the state of the world even before that state

is fully revealed.

With these definitions, the expected consumer surplus from ongoing litigation is

1

N

w W
w

S Sθ
=

= ∑ (1)

The profits earned by firm i  in state of the world w  (in the absence of any agreement between

them) are denoted by wiπ  with joint profits in state w  given by 1 2w w wπ π π= + .  The expected

joint profits from ongoing litigation are

1

N

w W
w

π θ π
=

= ∑ (2)

Now suppose that the two parties can write detailed contacts that specify their actions in each

state of nature.  Denote their specified actions by 1 2( , )w w wx x x=  in state w .  Denote by

( )wxπ the joint profits corresponding to action wx .23   Denote by ( )wS x  the consumer surplus

associated with action wx .24  If we require that any negotiated settlement satisfy the surplus

constraint (1), the two parties will solve

1 1

max ( ) s.t. ( )
w

N N

w w w wx
w w

x S x Sθ π θ
= =

≥∑ ∑ . (3)

Since the weights on the profit and surplus functions across the states of nature are identical, the

solution to this maximization necessarily involves solving the sub-problem of

                                               

23 Note that the profit function itself is not indexed by the states of nature.  Recall that the states of nature correspond
to the outcome of the patent litigation and thus the resolution of property rights; they do not reflect the resolution of
any fundamental uncertainty about underlying cost or demand conditions.
24 Again, since the states of nature correspond to resolution of uncertainty about property rights, not demand, the
surplus function itself is not indexed by the state of the world.
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max ( ) s.t. ( )
x

x S x Sπ ≥ (4)

and then replicating this solution across all states of nature.  In other words, the firms should

negotiate a set of actions that maximizes their joint profits subject to the surplus constraint and

then follow this same set of actions regardless of how the patent litigation would have been

resolved.  Call this (constrained) optimal set of actions *x .  If the firms acted differently from *x

in any state of nature, they could do better by taking action *x  instead in that state of nature and

leaving their actions in all other states of nature unchanged.

The underlying idea here is that the two parties should efficiently product consumer surplus.

There is no reason for the two parties to introduce randomness into their actions, just because

they face initial uncertainty about the strength of the patent holder’s property rights.  The

implication is that there are always Pareto Optimal settlements available, so long as different

outcomes would have prevailed in different states of nature under litigation.25  This is a very

strong and very general “gains from settlement” theorem.

Proposition #1, Gains From Settlement: If the actions of  two rival firms engaged in a patent

dispute would vary depending upon the outcome of their patent dispute, there is always a

Pareto-Improving settlement available.  Under the profit-maximizing ex ante settlement

that leaves consumers whole, the firms’ ex post actions do not vary with the ex post

property rights of the patentee.

In fact, the more variation there would be in the outcomes under the various states of nature, the

greater are the available gains from settling the dispute.

By showing that there are always gains from settlement I do not mean to minimize various

practical considerations that come into play when antitrust authorities attempt to evaluate the

impact on consumers of patent settlements that are actually proposed.  Most notably, antitrust

authorities may have difficult determining the probabilities of the various states of the world,

                                               

25 I shall use the term “Pareto Optimal” to refer to agreements that benefit both parties to the dispute as well as
consumers as a group.  This includes agreements that benefit some consumers and harm others, so long as
consumers, taken as a group, are better off.
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particularly inasmuch as this requires a technical assessment of one or more patents and their

various claims.26

Proposition #1 has an immediate implication regarding the value of uncertain patent rights when

settlement is possible.  To illustrate what is a more general point, suppose that there are only two

outcomes of litigation: the patent holder “wins” or “loses,” with the former state yielding higher

profits for the patent holder and lower profits for the challenger.  The probability that the patent

holder “wins” will be called “patent strength.”  Now, we know (by definition) that the patent

holder’s payoff from litigation is linear in patent strength.  We also know that the gains from the

optimal permissible settlement are zero if the patent strength is either zero or unity, but positive

for intermediate values of patent strength.  Assuming that the patent holder receives some

positive fraction of the gains from the optimal settlement, the patent holder’s payoff from settling

cannot be linear in patent strength, and exceeds the linear interpolation of value in between a

worthless patent and an ironclad patent.

Proposition #2, Value of Patent is Not Linear in Patent Strength: Suppose that there are only

two outcomes of the patent litigation.  Call the probability of the outcome more favorable

to the patent holder the “patent strength,” θ .   The patent holder’s payoff under the

optimal settlement is not linear in patent strength.  A patent with strength θ  is worth more

than θ  times a patent that will receive the more favorable outcome with certainty.

B. Benefits of Optimal Settlement: Price/Quantity Examples

We can illustrate these gains from settlement more concretely when the firms are picking prices

and quantities.  In fact, for a given set of products, we know a great deal about the solution to

equation (4), since it is the dual to the standard Ramsey pricing problem.

Suppose the incumbent firm produces a single product, the demand for which is denoted by

( )x D p=  where p  is price and x  is output.  Call the monopoly price Mp  with corresponding

                                               

26 This raises an interesting legal question: settling parties often have their own assessments of patent strength that
are subject to attorney-client privilege and thus are not revealed to either the antitrust enforcement agencies or the
courts.  One possible approach is for the challenger, asserting for antitrust purposes that the patent was strong (and
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consumer surplus MS .  To keep things simple, suppose that there are only two states of the

world: either the incumbent wins the patent case and has a monopoly, or the challenger wins the

patent case and a duopoly results.  Let us suppose that the incumbent will win the patent case

with probability θ , which we call patent strength.   If the entrant wins the patent litigation, the

duopoly price will be Dp  with corresponding consumer surplus DS  and joint profits Dπ .

The expected consumer surplus if the parties do not settle is given by

(1 )M DS S Sθ θ= + − .

Call p  the price that generates surplus level S .  The optimal settlement subject to the consumer

surplus constraint involves a price of p  in all states of the world.  In other words, we must have

( ) ( ) (1 ) ( )M DS p S p S pθ θ= + − . (5)

Since '( ) ( )S p D p= − , we know that ''( ) '( ) 0S p D p= − > , so the surplus function is convex in

price.  Therefore, equation (5) implies that (1 )M Dp p pθ θ< + − .  In other words, consumers

must receive a lower price on average from settlement than they would get from litigation.  This

result follows from the fact that consumer benefits grow disproportionately as price falls.

Proposition #3, Settlement Must Lower Average Price: If the two parties to a patent dispute

sell a single homogeneous product, the price that prevails under their settlement must be

less than the average price that would result from litigation, if the settlement is to be in

consumers’ interests.

We can measure the gains from settlement if we are prepared to make some stronger

assumptions about costs, demand, and duopoly behavior.  Suppose that demand is linear,

( )D p A p= −  and marginal costs are a constant, c .   The monopoly price is ( ) / 2Mp A c= + .

                                                                                                                                                      

thus competition limited without a settlement), to waive its privilege and share its internal assessment with antitrust
enforcers.
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1. Bertrand Competition

If the firms are Bertrand competitors, then Dp c= .  The consumer surplus function is

2( ) ( ) / 2S p A p= − .  Consumer surplus under Bertrand pricing is 2( ) / 2DS A c= − .  Calculating

consumer surplus under monopoly and under duopoly, the price p  must satisfy

4 3
2

A c
p A θ−

= − − .

By construction, consumers are just as well off under the settlement as from litigation.  By how

much do profits, and thus total welfare, rise under settlement?  With litigation, total expected

profits are 
2( )

4M
A cθπ θ −

= , since there are no profits under duopoly.  With settlement, profits

are 
2( )

( ) ( ) (2 4 3 3 4)
4S

A c
p c D pπ θ θ−

= − = − + − .  The extra profits (welfare) made possible

by settlement as a fraction of the monopoly profits are given by

2 4 3 (2 4).S M

M

G
π θπ θ θ

π
−

≡ = − + −

Naturally, these gains from settlement are zero if there is no uncertainty, i.e., if θ  is zero or one.

But for intermediate levels of θ , this measure of the gains from trade is non-trivial.  For

example, if 1 /2θ = , G  equals 0.16.  In other words, one-sixth of monopoly profits can be

captured as extra profits from settlement without harming consumers.

If we assume that the patent holder and the challenger split the gains from trade associated with

the settlement, the overall payoff to the patent holder is given by / 2M MGθπ π+  which equals

(2 2 4 3 )Mπ θ θ− + − .  Note that this expression is concave in the strength of the patent, so the

patent holder’s payoff is concave in patent strength.  A patent with strength one-half is worth

more than half as much as an ironclad patent, as we know more generally from Proposition #2.

How would the optimal agreement be implemented?  Since we are assuming Bertrand pricing

competition with homogeneous products, the desired price p  can be achieved if the challenger

pays a royalty equal to (2 4 3 )
2

A c
r p c θ−

= − = − − .   Compare this with the royalty that
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would support the monopoly outcome, 
2M M

A c
r p c

−
= − = .  The “allowed” royalty as a fraction

of the monopoly royalty is given by / 2 4 3Mr r θ= − − , which is increasing and but not linear

in the strength of the patent, θ .

Given this royalty, we can ask next whether both firms would find the settlement individually

rational; put differently, is a fixed payment required to facilitate the optimal agreement, and if so

in which direction does the payment run?  This question is easy to answer given the rather stark

nature of Bertrand competition.  Without a settlement, the entrant would earn no money, even if

it wins the patent suit; for the same reason, the entrant earns no money under the license, either,

since the resulting price just equals the entrant’s costs: p c r= + .  So the entrant is indifferent to

the agreement in the absence of any fixed fees.  We know that joint profits are higher under the

agreement than under litigation, by construction, so in the absence of any fixed fees the

incumbent captures all of the gains from trade.  If we think in terms of Nash Bargaining, for

example, we would expect the incumbent and entrant to split these gains from trade, which

would imply a fixed payment running from the incumbent to the entrant.  For the reasons

discussed above, such fixed payments can be abused if antitrust enforcement agencies lack

sufficient information to directly check that consumers are not harmed by the settlement in

comparison with ongoing litigation, which may difficult if antitrust enforcers are unable to assess

patent strength.

2. Cournot Competition

Turn now to the companion case in which the firms are Cournot competitors.  This case differs

from the Bertrand case in that consumers benefit less from the possibility of successful entry, and

the entrant makes positive profits if it wins the patent suit.  I continue to assume that the entrant

is equally efficient to the incumbent (and marginal costs are constant), thus abstracting away

from issues of how to achieve production efficiency in the context of a settlement.

The Cournot Duopoly price is given by 
2

3C
A c

p
+

= .   Performing the same type of calculation

as was done above in the Bertrand case, the settlement price under Cournot competition is



Shapiro on Patent Settlements, May 1, 2001, Page 20 of 42

( )
16 7

6C
A c

p A θ−
= − − .

This outcome could be supported through a settlement in which the entrant pays per-unit

royalties sufficient that the resulting Cournot equilibrium gives this price.  If the royalty rate is

r , the resulting Cournot equilibrium price is 
2
3

A c r+ +
 .  The corresponding royalty rate is

( )
(4 16 7 )

2
A c

r θ−
= − − .

We can again ask whether the two firms would find this royalty individually rational, or more

generally what range of fixed fees would be required to make this agreement mutually

acceptable.  I focus on the challenger’s profits, to see whether a payment from the patent holder

to the challenger is needed to make settlement at the optimal royalty rate acceptable to the

challenger.  With no settlement, the challenger earns the Cournot duopoly profits if it wins the

patent suit.  Since the profits of each Cournot duopolist are given by 2
1 2 ( ) / 9C C A cπ π= = − , the

challenger’s expected profits from litigating are given by 2(1 )( ) / 9A cθ− − .  Modest calculations

show that the challenger’s profits from settling at the royalty rate r  are

2

2
( )

( 16 7 3)
9S

A cπ θ−
= − − .

The challenger’s gains from settlement are given by 2 2(1 )S Cπ θ π− − .  Substituting and

simplifying, we get the gains from settlement to the challenger as

2
2 2( ) (4 16 7 )G A c θ θ= − − − − .

Of course, there are no gains to the challenger if there is no uncertainty, i.e. if 0θ =  or 1θ = ,

because the settlement just replicates the certain outcome in these polar cases.  For all

intermediate values of  θ , the challenger is strictly better off under the settlement in the absence

of a fixed payment running in either direction.  This is important, because it implies that no fixed

payment from the patentee to the challenger is required to implement the optimal settlement.

Since it is exactly such payments that raise antitrust concerns, this is an encouraging result: the

optimal royalty should be acceptable to the challenger without the use of a fixed payment, which
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could be abused by the settling parties if antitrust enforcers lack the information (such as patent

strength) needed to check that the consumer surplus constraint is satisfied. 27

3. Rationalization of Production

In both of these cases I assumed that the two firms had constant and equal marginal costs of

production, so the mix of production between the two firms was irrelevant from the perspective

of production efficiency.  What about the case in which the two firms have, in general, different

costs as a function of output, and in which marginal costs are not constant?

If there are economies of scale in production, the optimal settlement involves one firm shutting

down.  But for this settlement to meet the consumer-surplus constraint, the other firm will

typically have to produce more than the monopoly output.  Assuming that the antitrust

authorities do not want to engage in direct regulation of the remaining firm, some type of supply

agreement is needed to insure that output is sufficiently large that consumers are not

disadvantaged.28  Such supply agreements can work well in theory, enabling competition while

taking advantage of economies of scale, but present a range of problems in practice, especially if

costs are uncertain and likely to change over time.

Even in the absence of strong scale economies, efficiency can still be promoted by rationalizing

output across the two firms, especially if one firm is considerably more efficient that the other.

Consider, for example, the case in which the patent holder is primarily a research outfit that can

engage in some manufacturing, whereas the challenger has a large, established, manufacturing

presence (for related, non-infringing products) and is far more efficient at production.  The

obvious solution here is for the challenger to obtain a license to the patent.  But some degree of

“inefficient” production by the patent holder may be needed to protect consumers from paying

monopoly prices set by the licensee.  Structuring the license with a higher fixed fee and lower

running royalties can also help insure that the resulting price is low enough to satisfy the

consumer-surplus constraint, but this solution may not be enough.

                                               

27 If such a check can reasonably be done, then efficient settlements can be further encouraged by giving the parties
greater latitude to reach settlement by using cash payments.



Shapiro on Patent Settlements, May 1, 2001, Page 22 of 42

4. Differentiated Products

In many cases the challenger offers a product that is distinct from the offerings of the patent

holder.  Clearly, efficient provision of consumer surplus may well involve preserving both

products under the terms of the settlement.  In general, if efficiency requires both products to be

produced, the two parties can use per-unit royalties and fixed-fee payments to move around their

reaction curves and thus induce a Bertrand pricing equilibrium that replicates the optimal

settlement.  However, the resulting contract may require per-unit royalties running from the

patent holder to the challenger, which tends to raise its own antitrust concerns.  (In this respect,

settling litigation in which each party is asserting patents against the other can provide more

flexibility to the settling parties.)  If such payments are prohibited, the primary tool remaining to

influence the Bertrand equilibrium is the royalty rate pay by the challenger to the patent holder.

But the fully optimal settlement may not be obtainable as an induced Bertrand equilibrium.  And

an outright merger might well not satisfy the consumer-surplus constraint, unless the merger

would generate its own efficiencies.

4. Mergers and the Patent Competition Index (PCI)

I turn now from a general discussion of the benefits from settlement to an analysis of specific

types of settlements, which occupies the remainder of this paper.  I begin in this section with the

most inclusive form of settlement, namely an outright merger between the two parties to the

patent dispute.  Two real-world examples (along with the Digital/Intel example noted earlier)

illustrate the types of mergers studied here.  The first example is the acquisition by Boston

Scientific of Cardiovascular Imaging Systems (CVIS).  Boston Scientific, a large company that

makes a range of medical equipment, was producing and selling certain imaging catheters that

CVIS, a small company, claimed infringed its patents.  To settle the dispute, Boston Scientific

acquired CVIS.  The FTC required that Boston Scientific license the CVIS patents as a condition

                                                                                                                                                      

28 These same issues come up when firms seek to merge and offer as an  antitrust “fix” a joint venture or supply
agreement to preserve competition while taking advantage of economies of scale.
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for approving the merger.29  A second, more recent example is the acquisition by Gemstar of TV

Guide.  Gemstar asserted that TV Guide’s “interactive program guides,” basically on-screen

interactive information about TV program listings, infringed Gemstar’s patents.  Gemstar offered

its own guides.  After years of litigating and competing against Gemstar, TV Guide agreed to be

acquired.  The DOJ did not challenge this merger. 30

A. The Patent Competition Index

Suppose that the two firms engaged in the patent dispute agree to merge, completely eliminating

competition.  Consumer surplus under a merger, assuming no efficiencies, is just the level from

monopoly, MS .  Expected consumer surplus from ongoing litigation has already been defined as

S , so the merger will cause a loss of consumer surplus of MS S− .

Compare this to the loss of consumer surplus that would result from a merger between these two

parties if the challenger were known not to be infringing the patent, i.e., if the challenger were

not under the cloud of possible infringement.  Call consumer surplus in the state of nature in the

which the patent is held to be valid but not infringed, DS , reflecting duopoly competition

between the two firms.31  Under these conditions, the loss of consumer surplus from a merger

would be D MS S− .  I call the ratio of these two measures of harm to consumers the “Patent

Competition Index,” which is meant to calibrate the degree of competition between the two firms

in comparison with a conventional merger without the patent component. The Patent

Competition Index (PCI) is defined as

                                               

29 See “Boston Scientific to Help Launch New Maker of Cardiac Catheter to Settle FTC Charges Over CVIS,
Scimed Acquisitions,” February 24, 1995, available at http://www.ftc.gov/opa/predawn/F95/boston.scient.htm.  See
also  http://www.ftc.gov/opa/1995/9505/boscvis.htm, announcing the license with Hewlett-Packard.  But note also
that the DOJ later sued Boston Scientific for failing to license all the patents and provide all the interface
information to H-P as required under its agreement with the FTC; http://www.ftc.gov/os/2000/10/bsccmp.htm.
30 For more information about Gemstar and its business plans, see “Henry Yuen Wants to Be Your TV Guide,”
Fortune, August 14, 2000, and “TV Guy: Will Gemstar-TV Guide’s Henry Yuen Take Control of Your TV Set?”
Business Week, March 12, 2001.
31 Note that this duopoly outcome corresponds to a valid patent for which the challenger has a zero cost of inventing
around, which is equivalent to non-infringement.  This is not, however, the most favorable possible state of nature
for consumers.  Consumers may be yet better off if the patent is held invalid, if that would lead to greater actual or
potential entry.  In fact, for precisely this reason, S  could actually exceed DS .  This situation would correspond to
a Competition Index greater than unity.
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M

D M

S S
PCI

S S
−

=
−

. (6)

If the patent is valid but the challenger would surely be found not to have infringed, then DS S=

and the Patent Competition Index is one.  If the patent is valid and totally blocks the challenger,

then MS S=  and the PCI is zero.  If the patent would certainly be found invalid, enabling more

entry, then DS S>  and the PCI is greater than unity.

Besides giving a sense of how much competition may be lost as a result of a proposed settlement

involving a full merger, the PCI also tells us how large the efficiencies associated with the

merger must be, relative to the efficiencies that would be required to justify a merger without the

patent overlay.  Call the extra consumer benefits flowing from efficiencies associated with the

merger E.  Call the minimum such benefits that would make a conventional merger attractive to

consumer DE : M D DS E S+ = .  Likewise, call minimum such benefits that would make the

proposed settlement attractive to consumer E : MS E S+ = .

Now we can take the ratio of these two efficiency measures, / DE E  to compare the efficiency

hurdle that the settlement must clear, versus a conventional merger, to be in the interests of

consumers.  Since ME S S= −  and D D ME S S= − , this ratio is precisely the Patent Competition

Index: PCI = .  In other words, the PCI can also be interpreted as the magnitude of efficiencies

required to make the settlement pro-competitive, calibrated to the efficiencies that would be

required of a conventional merger in which the challenger does not face a patent “cloud” over its

ability to compete.  I record this simple arithmetic in the form of a Proposition:

Proposition #4, Efficiencies Necessary for Consumers to Benefit from a Merger Settlement:

Suppose that a conventional merger between two firms would need to generate efficiencies

causing extra consumer surplus of E to benefit consumers.  Then a patent settlement

between these two firms must generate efficiencies causing extra consumer surplus of

PCI*E to benefit consumers, where PCI is the Patent Competition Index, from (6).

So long as there is some degree of competition between the merging parties, either prior to the

settlement or in prospect in the absence of a settlement, a merger cannot benefit consumers
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unless it generates at least some efficiencies.  In other words, the fact that there is a patent cloud

of some type hanging over the challenger reduces, but does not eliminate, the need for merger

efficiencies to offset anti-competitive effects.32

B. Calculating the Patent Competition Index

I now derive the Patent Competition Index in a several specific cases.

1. Immediate Resolution of Patent Litigation

Suppose that the patent litigation could be resolved instantly and there are only two possible

outcomes.  With probability θ , the patent holder wins, in which case the challenger is totally

blocked from the market.  With probability 1 θ− , the challenger wins, in which case the

challenger is found to not infringe the patent (but the patent is still valid).   In this simple case,

we have (1 )M DS S Sθ θ= + − , and direct calculations show that 1PCI θ= − .   In other words, the

Patent Competition Index directly tracks the weakness of the patent.

Consider a variation on this example in which the challenger winning means that the patent is

held invalid, thus leading to more competition than would arise under duopoly (with other

potential entrants still deterred to some degree by the patent).  Calling consumer surplus with the

invalid patent IS , we have (1 )M IS S Sθ θ= + − .  Suppose that patent invalidity generates a

multiple k  incremental surplus to consumers as does duopoly (in comparison with monopoly):

( )I M D MS S k S S− = − , where 1k > .  Then we have (1 )PCI k θ= − .   If the patent is not too

strong, and if invalidity generates significantly more consumer surplus than mere non-

infringement, i.e., if other firms can take advantage of the invalidity ruling, then a merger

                                               

32 An extension to this paper would be to integrate this analysis with traditional structural merger analysis based on
measures of market concentration.  The safe-harbor provisions in merger enforcement can reasonably be viewed as
indicating the magnitude of efficiencies that are credited to merging parties as a matter of course.   Presumably, a
somewhat greater increase in concentration would be permitted if the acquired firm is operating under a patent
cloud.  One could, in principle, calculate and apply new safe harbor concentration measures that permit greater
increases in concentration when PCI is lower.
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causing the patent suit to be dropped may face a higher hurdle in terms of efficiency than a plain

vanilla merger involving the same companies in which the challenger is known not to infringe. 33

Next, consider the case in which losing the patent litigation does not completely exclude the

challenger from the market but simply imposes a cost penalty on the challenger as a result of the

need to invent around the patent. 34  We can capture this in reduced form through the consumer

surplus function ( )S c , this being consumer surplus if the challenger’s cost of inventing around

the patent is c .  In terms of our earlier notation, (0) DS S= , and ( ) MS c S=  for large values of c .

Consumer surplus under litigation is thus ( ) (1 ) DS S c Sθ θ= + − .35   As above, calibrate ( )S c

according to ( ) ( )M D MS c S g S S− = − , where now 1g < .  In this case, we get (1 )PCI gθ θ= + − .

Note that in this case the Patent Competition Index is no less than g , even if the patent is

ironclad, and of course equals unity if the patent is very weak ( 0)θ ≈ .

We can always convert the Patent Competition Index to specific efficiencies that the merger

must enable, given enough structure in terms of cost and demand functions and oligopoly

behavior.  To illustrate, consider again the case with linear demand, ( )D p A p= − , constant

marginal cost for each firm of c , and Bertrand competition.  The duopoly outcome involves

price at marginal cost, in comparison with the monopoly price of ( ) / 2A c+ , so

23( ) /8D D ME S S A c= − = − .  Since we have (1 )PCI θ= − , we know that the settlement must

generate efficiencies of 2(1 ) 3(1 )( ) /8DE E A cθ θ= − = − − .  If the settlement permits a reduction

of marginal costs of ∆ , then the resulting price is ( ) / 2A c+ − ∆  and the associated efficiencies

are 
2( )

8
A c

E
− + ∆

= ∆ .  To meet the required level of efficiencies, the per-unit cost savings must

                                               

33 A complete analysis would account for the probability that another challenger would continue ahead with
litigation and prove the patent invalid.  Of course, the holder of a weak patent might settle with a series of challenger
to avoid just this outcome.
34 Inventing around could also take time.  See the next subsection for a discussion of cases in which competition
varies over time.
35 I have returned to the assumption that a victory by the challenger means that the challenger is held not to be
infringing, but leaves the patent intact.  I do not develop here the general case in which there are many possible
outcomes of the patent litigation, involving different values of c and perhaps patent invalidity as well.
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satisfy (2 ) 3(1 )
A c A c

θ∆ ∆
+ = −

− −
.  Since consumer benefits are convex in the cost saving, the

per-unit cost saving necessary if 1 /2PCI =  is more than half of the cost saving that would be

required to justify a conventional merger.

2. Delayed Resolution of Patent Litigation w/ No Interim Competition

What about the realistic case in which the patent litigation takes some time.  More precisely,

what about the case in which the settlement occurs well before the patent litigation would likely

be resolved in the courts?

In this case, we must explicitly keep track of the passage of time and recognize that competitive

conditions can change over time.  Call the date of the settlement time 0t = , and the expiration of

the patent date 1t = .  Define the interim period to be the period, [0, ]T  until the patent litigation

would be resolved in the courts.36  To keep things simple, I assume that demand conditions, and

the presence or absence of other firms, does not vary over the time interval [0,1] , and I will

assume a zero interest rate.  Relaxing these assumption would be straightforward but add

considerable complexity of the resulting expressions.

To focus on the timing and the possible differences between the interim period [0, ]T  and the

subsequent time period [ ,1]T , let me return to the case in which a victory by the challenger

would lead to a standard duopoly situation (i.e., would mean a finding of patent validity but non-

infringement).  If the challenger would choose not to compete during the interim period, 37 then

consumer surplus under litigation would be (1 )( (1 ) )M M DS TS T S Sθ θ= + − + − .  In this case, the

Competition Index is (1 )(1 )T θ− − .38  We get the same result if the challenger is not allowed to

                                               

36 In practice, this period can be broken down further.  For example, there may be preliminary rulings that cause the
parties to update their beliefs about the ultimate outcome of the resolution.  There also may be a ruling in the lower
court that is subsequently appealed.
37 For example, makers of generic drugs challenged by patent holders typically do not enter until after receiving a
favorable ruling on infringement, because their damage exposure – based on the profits lost by the maker of the
branded drug – tend to be far higher than the profits that the generic maker can earn through entry.
38 If we allowed for a positive interest rate, then the Competition Index would be somewhat lower, reflecting the fact
that the period of competition only comes after the period of monopoly.
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compete because the Court has issued a preliminary injunction ordering the challenger to cease

its possible infringement.

3. Delayed Resolution of Patent Litigation with Interim Competition

A more interesting situation arises if the challenger would choose to compete during the

pendency of the patent litigation.  For example, in the Gemstar/TV Guide merger, TV Guide

continued to offer its interactive program guides to cable companies, along with patent

indemnification, while under the threat of Gemstar’s patent suit.  If the actual level of

competition and consumer surplus during the pendency of the patent suit can be observed, the

PCI is relatively easy to calculate directly.

To study how competition is likely to play out under the shadow of patent liability, we must

specify the liability to which the challenger is potentially exposed by infringing the patent.

Clearly, such liability will tend to impede the challenger’s ability to compete effectively.  Call

the consumer surplus resulting from competition between the incumbent and the challenger

facing potential liability for infringing LS .  Then we have (1 )( (1 ) )L M DS TS T S Sθ θ= + − + − .

As above, calibrate the consumer benefits associated with the “impeded” duopoly,  LS ,

according to ( )L M L D MS S PCI S S− = −  where 1LPCI <  and where LPCI  is smaller, the stronger

is the patent and the more favorable to patent holder are the damages rules in patent infringement

cases.  With these definitions, the Competition Index turns out to be * (1 )(1 )LT PCI T θ+ − − .

Now consumers get some benefits even during the interim period, depending upon how strongly

the challenger will compete under the shadow of possible liability for infringement.

I now explore just how vigorously the challenger would compete if it decides not to withdraw

and wait, i.e., what determines the value of LPCI .  In one central case, I establish that

1LPCI θ> − , so consumer benefits during the interim period are even larger than they will be

(on average) after the patent dispute is resolved.

Of course, to analyze the challenger’s behavior, we need to specify the legal rules governing the

calculation of damages in the event the patent is subsequently found to be valid and infringed.  I
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shall work with a legal rule that awards lost profits to the patentee. 39   Denote by Mπ  the

patentee’s profits in the absence of competition from the challenger.  If the patentee’s (flow)

profits during the interim period are 1π , then the (flow) damages due are 1Mπ π− .40

To illustrate these points, I now derive the Bertrand and Cournot equilibria when the challenger

faces potential liability for infringing.  I believe that this analysis is of independent interest as it

characterizes price and quantity competition in the face of uncertainty about liability for

infringement.

Bertrand Pricing Game Between Patent Holder and Challenger

Consider the case of homogeneous goods and Bertrand competition, perhaps better thought of as

bidding competition to serve the market (or a single customer).  As is often the case, Bertrand

equilibrium with homogeneous products is quite a fragile concept.  Denote by ( )i pπ  the profits

to firm i from winning at price p .  If the two firms are equally efficient, 1 2( ) ( )p pπ π= .

I now show that an equally efficient challenger will simply not enter the market under these

conditions.  Indeed, the entrant must be much more efficient than the incumbent to make entry

profitable.  As a consequence, even a weak patent can yield monopoly profits.  This is a new

twist on the well-known fact that an entrant with even a very small fixed cost of entry will not

enter just to compete on price against an equally efficient rival.  Here, there is effectively a fixed

cost of entry, namely the expected liability costs of participating in the market.

                                               

39 I am assuming here that damages equal to lost profits, not a multiple of lost profits.  In the case of willful
infringement, damages can equal three times the lost profits.
40 Some very interesting questions regarding the treatment of mitigation in the calculation of damages are beyond
the scope of this paper.  If the patent holder could earn higher profits by adopting an alternative strategy in the face
of infringement, i.e., if the patent holder does not do its best to mitigate damages, full lost profits may not be
awarded.  As a general principle, a damages rule that only award damages that could not be avoided has the property
that the incumbent should ignore damages when setting its strategy during the interim period: damages are not
influenced by the incumbent’s actual strategy, but only by the lost profits under the incumbent’s optimal strategy.
By the same logic used below in the Cournot case, it can be shown in general that in a pure-strategy equilibrium,
there is no difference between the rule that awards actual damages and the rule that awards the minimum possible
damages (given the conduct of the infringing firm).
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If the challenger enters the market and wins at price p, then the challenger’s payoff is given by

( ) Mpπ θπ− , where Mπ  are monopoly profits.  If the challenger enters the market, bids p, and

loses to the incumbent who sets the lower price q, then the challenger’s payoff is given by

( ( ))M qθ π π− − .41  Since the expected liability costs, Mθπ , are independent of the entrant’s bid,

they do not influence bidding.  Since ( ) ( )p qπ θπ>  for values of p near to q, the challenger is

always better off undercutting the incumbent rather than losing, for any value of q that exceeds

marginal cost.42  So, given the entrant’s presence in the market, the only equilibrium is for both

firms to bid down to marginal costs.  Anticipating this outcome, an equally efficient challenger

would not choose to enter the market in the first place.

If the challenger enjoys a sufficiently large cost advantage, entry may be profitable.  In this case,

the incumbent will bid down to the lowest cost at which it can break even, so the price satisfies

1( ) 0pπ = .  Call this price *
1p .  The entrant captures profits of *

2 1( )pπ , but incurs expected

liability costs of Mθπ .  The entrant must be sufficiently more efficient than the incumbent that

the profits it can earn at the incumbent’s break-even price cover these expected liability costs.

This analysis gives quite a strong, even striking result: the patent holder can capture the full

monopoly profits, even if the patent is very weak.  Here, a key question is whether the potential

entrant can bid for business without exposing itself to liability in the event that the incumbent

meets or beats the entrant’s prices and thus wins the bidding.  But this seems even harder to do

than the corresponding strategy in the Bertrand pricing game with a fixed entry cost, where the

entrant may be able to adopt a bidding strategy that allows it to avoid incurring the fixed entry

costs if it loses the bidding.   Here, if the entrant’s bid induces a response from the incumbent,

liability for infringement will be hard to avoid.

Proposition #5, Pricing Competition in the Shadow of Liability: Suppose the patent liability

rule awards lost profits, and the two equally efficient firms compete as Bertrand rivals.

                                               

41 Here I am assuming damages equal to actual lost profits.  The result would not change if damages were equal to
the minimum possible lost profits given the entrant’s price p, namely ( )M pπ π− .
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Then the challenger will not enter the market, and the patent holder will capture the

monopoly profits, even if the patent is arbitrarily weak (θ  very small but still positive).

In this situation, since 0LPCI = , consumers receive no benefits from interim competition and

settlements look relatively attractive.

Output Game Between Patent Holder and Challenger

In the corresponding Cournot game, the firms simultaneously set outputs, resulting in a price

(and profits) during the interim period.  Then, if the challenger is found to have infringed, the

challenger owes damages to the patent holder equal to the difference between monopoly profits

and the profits actually earned by the patent holder

More formally, if the output levels are 1x  and 2x , and if the maximum profits that the incumbent

can earn facing output level 2x  by the entrant are given by 
1

*
1 2 1 1 2( ) max ( , )

x
x x xπ π= , then the

infringement damages owed to the patent holder (if infringement is found) are given by
*
1 2( )M xπ π− .  Note that this damages rule has the attractive property that it gives the incumbent

the incentive to set output to maximize profits, ignoring damages, which are independent of 1x .43

So, the incumbent operates using its normal Cournot best-response function.

However, the entrant’s behavior is definitely influenced by the prospect of infringement damages

(so long as 0θ > ).  Given 1x , the entrant’s expected profits are given by

*
2 2 2 1 2 1 2( ) ( , ) ( ( ))MV x x x xπ θ π π= − − .

                                                                                                                                                      

42 With the damages rules less generous to the patent holder, where damages equal ( )M pπ π− , the challenger still
is better off undercutting the incumbent than losing the bidding.
43 With Cournot competition, the patent holder’s best-response function is the same if the damages rule specifies
actual damages rather than just damages that could not have been avoided given the conduct of the infringing firm.
Formally, if actual damages are awarded,  given 2x , the patent holder maximizes 1 1 2 1 1 2( , ) ( ( , ))Mx x x xπ θ π π+ − ,

which is the same as just maximizing 1 1 2( , )x xπ  as the patent holder does under the stronger mitigation rules.
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Using the envelope theorem, we know that 
* *
1 2 1 1 2

2 2

( ) ( , )d x x x
dx x

π π∂
=

∂
, so the first-order equation for

2x  is given by 
* *

2 1 2 1 1 2

2 2

( , ) ( , )
0

x x x x
x x

π πθ∂ ∂
+ =

∂ ∂
.   The usual equation for the incumbent’s optimal

output applies: 
*

1 1 2

1

( , )
0

x x
x

π∂
=

∂
.

If we have linear demand, ( )D p A p= −  and constant marginal production costs of 1c  and  2c ,

then the firms’ output in the resulting Cournot equilibrium are given by * 1 2
1

2
3

A c c
x

θ
− +

=
−

 and

* 2 1 1
2

2 ( )
3

A c c A c
x

θ
θ

− + − −
=

−
, with total output of

* 1 2 12 ( )
3

A c c A c
x

θ
θ

− − − −
=

−
(7)

Naturally, when the patent is very weak, so 0θ ≈ , we get back the standard Cournot equilibrium.

When the patent is strong, so 1θ ≈ , the challenger only produces if it is more efficient that the

patent holder 2 1( )c c< .  If the challenger is not more efficient, equation (7) gives us back the

monopoly output level of the patent holder; if the challenger is more efficient, we get the

monopoly output level of the challenger.  Effectively, the challenger maximizes profits for its

lower level of costs and then compensates the patent holder for its own (lower) level of

monopoly profits.  This is one of many cases in which infringement by a more efficient firm is

optimal so long as damages are equal to lost profits, not a multiple of lost profits (as in fact can

occur for willful infringement).

Focusing now on the case in which the two firms are equally efficient, so 1 2c c c= = , the interim

output level is given by * 2
( )

3
x A c

θ
θ

−
= −

−
.  As θ  ranges from zero to one, output ranges from

2
( )

3
A c− , the Cournot output level, down to 

1
( )

2
A c− , the monopoly output level.  Since
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consumer surplus as a function of output is 2 / 2x , consumer surplus generated by competition in

the shadow of liability varies with patent strength according to 
2

2( ) 2
( )

2 3
( )L

A c
S

θθ
θ

− −
=

−
.

For any level of patent strength, expected consumer surplus is higher under interim competition

than it will be (on average) following the resolution of the patent dispute.  Expected consumer

surplus after resolution of the dispute equals 2 2(1 )
( ) ( )

8 9
A c

θ θ−
− + , since surplus under

monopoly is 2( ) / 8A c−  and surplus under Cournot competition is 22( ) / 9A c− .  Comparing

these functions, we find for all values of θ  between zero and one, consumer surplus is higher

under interim competition than it will be on average after the resolution of the patent dispute.

The Patent Competition Index during the period when the firms are competing in the shadow of

possible liability, LPCI , is not difficult to compute in this case: 29 2
(4( ) 1)

7 3LPCI
θ
θ

−
= −

−
.  Of

course, the index varies from one, when 0θ = , down to zero, when 1θ = .  But note that LPCI  is

concave, not linear, in θ , and thus exceeds the probability of non-infringement, 1 θ− , for all

interior values of θ .

Proposition #6, Competition in the Shadow of Liability: Suppose the patent liability rule

awards lost profits, and the two equally efficient firms compete as Cournot rivals.  Then

competition prior to the determination of infringement yields greater benefits to consumers

than will arise on average after the determination of infringement.

For example, when 1 /2θ = , we get 0.57PCI = .  A patent with a 50% chance of winning

generates more than 50% of the benefits to consumers from full-fledged duopoly.  The extra

benefits consumers get on average from interim competition, in comparison with subsequent

competition, are greatest when infringement is very much in doubt, i.e., when θ  is in the

neighborhood of one-half.

Proposition #6 tells us that the overall Patent Competition Index, calculated above to be

* (1 )(1 )LT PCI T θ+ − − , is increasing in the time it takes for the patent litigation to be resolved,
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T , since the 1LPCI θ> − .  This is very different from the Bertrand pricing case, in which

0LPCI =  so consumers benefit from an earlier resolution of the patent litigation.

5. Settlements Specifying A Date of Entry

One way  in which a patent and a challenger engaged in a patent dispute can settle their dispute

is to negotiate a date at which the challenger can enter the market.   Settlements of this type

between incumbent patent holders selling branded drugs and potential entrants offering generic

versions of these same drugs have been intensively scrutinized by the Federal Trade

Commission.44  These settlements have the unique feature that, under the Hatch-Waxman Act,

settling with the first generic challenger can protect an incumbent drug company from other

generic challengers as well for a specified period of time, because the first generic challenger

may enjoy exclusive rights for a period of time.  The FTC has expressed great skepticism

regarding settlements in which the incumbent makes payments to the challenger as part of a

negotiated entry date.

To keep things simple, let us suppose again that there are only two outcomes of the patent

litigation: the patent is valid and infringed with probability θ , or the patent is valid but not

infringed with probability 1 θ− .45

As above, call the date of the settlement time 0t = , the expiration of the patent date 1t = , and

denote by T  the date at which the entrant could enter if successful in the patent litigation.

Restricting attention to settlements simply involving an entry date (but no royalties), it is easy to

see which settlements leave consumers whole.

                                               

44 In March 2000, the FTC challenged settlements between Abbott and Geneva,
http://www.ftc.gov/os/2000/03/abbottcmp.htm, and between  Hoechst Marion Roussel (now Aventis) and Andrx,
http://www.ftc.gov/os/2000/03/hoechstandrxcomplaint.htm.  In April 2001, the FTC challenged settlements between
Schering-Plough and Upsher-Smith and American Home Products,
http://www.ftc.gov/os/2001/04/scheringpart3cmp.pdf.  The FTC has also launched an industrywide study of such
agreements.
45 More complex cases with patent invalidity or various costs of inventing around the patent could be handled
similarly.
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Absent any settlement, expected consumer surplus is (1 )( (1 ) )M M DS TS T S Sθ θ= + − + − , where

DS  again is consumer surplus under duopoly.  Consumers benefit from a negotiated entry date t

if and only (1 )t T Tθ< + − .  Assuming that duopoly profits are less than monopoly profits,

however, there is little reason to expect the firms to find such entry dates mutually attractive.  If

the firms are risk neutral, a reasonable assumption for large, publicly-traded firms if not

individual managers at those firms, and ignoring litigation costs, there simply are no gains from

settlement under these conditions when the only available instrument is the entry date.  Factoring

in litigation costs, there will typically be a range of mutually acceptable dates in the

neighborhood of (1 )T Tθ+ − .  To the extent that the patent holder believes the patent is stronger

than does the challenger, settlement is made even more difficult, as the patent holder will insist

on a later entry date and the challenger not agree to wait so long to enter.

In this simple model, a naked cash payment flowing from the patent holder to the challenger (in

excess of avoided litigation costs) is a clear signal that the settlement is likely to be anti-

competitive.  Presumably, the patent holder would not pay more than avoided litigation costs

unless it believed that it was buying later entry than it expects to face through the litigation

alternative.  For this reason, the FTC has a sound basis for its skepticism regarding “reverse cash

payments” from the patent holder to the challenger.  This is not to say that such payments are

necessarily anti-competitive if other factors are brought into the analysis, such as risk aversion

and asymmetric information about market conditions, as “reverse cash payments” may be

important in more complex settings for successful settlement.

Some of the settlements challenged by the FTC also involved the transfer of non-cash assets

from the challenger to the patent holder.  These side deals pose some additional, interesting

questions.  If the non-cash assets have a well-defined market value, then they can be treated

much like cash.  The proper test then involves comparing the net payment from the challenger to

the patent holder to avoided litigation costs.  A large net payment running from the patent holder

to the challenger is inherently suspicious.  A net payment running from the challenger to the

patent holder should be quite welcome to antitrust officials, although it raises a tricky question:

presumably, the challenger is paying for earlier entry than would occur (on average) from

litigation, but if this is the case, why is it mutually profitable for the firms to agree to earlier
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entry if entry dissipates joint  profits?  One benign answer is that joint profits rise with entry

because the challenger brings complementary assets to the market or because the entrant earns

more profits by taking business from other firms than it reduces the incumbent’s profits.

If the non-cash assets received by the patent holder have no well-defined market value, it

becomes necessary to estimate their value to the patent holder.  If the patent holder is receiving

more in value, as seen through its own eyes, than it is giving up, the patent holder is making no

net payment to the challenger, and there is no basis for presuming that the settlement delays

entry in comparison with litigation.

6. Patent Pools

Patent pools are another form of settling patent disputes.  Famous patent pools over the years

include the pool of sewing machine patents in the mid-19 th century and the pool of airplane

patents during World War I. 46

The recent pool involving patents for laser eye surgery, which was forced to dissolve by the

FTC, illustrates the general pattern.  Each of the two companies forming the pool, Summit

Technologies and VisX, claimed that it held patents essential to manufacture machines that

perform laser eye surgery.  Each sued the other for infringement.  To settle their dispute, Summit

and VisX placed their relevant patents into a pool, called Pillar Point Partners.  The pool then

licensed these patents as a package back to Summit and VisX as well as to third parties seeking

to sell laser eye surgery machines. The pool charged $250 for each procedure performed using

licensed machines.  The FTC charged that “in the absence of the [pool], VisX and Summit could

have and would have competed with one another in the sale or lease of …  equipment by using

their respective patents, licensing them, or both.” 47   In contrast to this case, the DOJ issued

                                               

46 See Klein (1997) for a nice discussion of the airplane patent pool.
47 See the FTC’s March 1998 complaint, available at http://www.ftc.gov/os/1998/9803/summit.cmp.htm.  Summit
and VisX later agreed to dissolve their patent pool.  See http://www.ftc.gov/os/1998/9808/d09286ana.htm.
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business review letters approving the pooling of patents necessary to make products complying

with the MPEG standard and two standards for DVDs. 48

Patent pools can easily be studied using the framework developed above.  Suppose that firm #1

and firm #2 each holds a patent that it asserts is essential to the manufacture of a given product.

If the firms are themselves manufacturers, as in the Summit/VisX case, the two firms will be

suing each other.   If the firms instead intend to license their patents to manufacturers, then both

firms will be asserting their patents against these manufacturers.  Either way, in the absence of

some agreement we have a classic and inefficient situation involving Cournot complements.

In the absence of a settlement, suppose that litigation will be resolved, as above, at date T.  Prior

to that time, let us suppose that the firms will license their patents independently.  This is the

standard Cournot complements problem, yielding consumer surplus of CS .

After the litigation is resolved, one or both patents may be declared invalid.  If each patent has

strength θ , then we have effectively three possible outcomes.  With probability 2θ , both patents

are valid and we presume that the companies would then be allowed to form a pool, leading to

the monopoly outcome, with surplus MS .  With probability 2 (1 )θ θ− , precisely one patent is

valid, in which case we again get the monopoly outcome.  With probability 2(1 )θ− , both patents

are invalid, in which case we get the perfectly competitive outcome (either via Bertrand pricing

between the two firms or through free entry of manufacturers), with consumer surplus IS .  We

know in general that I M CS S S> > .

Putting all of this together, consumer surplus from ongoing litigation is given by

2 2* (1 )( 2 (1 )) (1 )(1 )C M IS T S T S T Sθ θ θ θ= + − + − + − − .

The settlement to be evaluated is the formation of a patent pool.  Under the terms of the pool, the

two patents are licensed as a package for a specified royalty rate, r, with the license fees then

                                               

48 The 1997 MPEG case can be found at  http://www.usdoj.gov/atr/public/press_releases/1997/1173.htm.  The first
DVD pool was approved in December 1998; see  http://www.usdoj.gov/atr/public/press_releases/1998/2120.htm.
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divided up between the two firms. With the patent pool, consumers receive surplus of ( )PS r .

The pool is beneficial for consumers if ( )PS r S> .

One question to ask is whether a pool that replicates the monopoly outcome is beneficial to

consumers.  This is certainly possible, since M CS S> .  To focus on this question, suppose that

monopoly provides a fraction µ  of the incremental benefits to consumers over Cournot

complements, in comparison with perfect competition. In other words, M C
M

I C

S S
S S

µ −
≡

−
.  With this

definition, it is not hard to show that the most profitable pool, i.e., the pool replicating the

monopoly outcome, is beneficial to consumers if and only if

2(1 ) (1 )M
T

T T
µ

θ
>

+ − −
. (8)

Since competition can only arise after date T, and even then only occurs with probability
2(1 )θ− , the monopoly pool can easily raise consumer surplus, if monopoly offers even a modest

increase in surplus relative to Cournot complements.

More generally, we can define 
( )

( ) C

I C

S r S
r

S S
µ −

≡
−

.  Then the maximum acceptable royalty rate is

found by plugging ( )rµ  into equation (8).  Since (0) 1µ = , we know that a pool with a

sufficiently low royalty rate will always be beneficial to consumers.  But, as just noted, even a

pool with the monopoly royalty rate can lead to higher consumer surplus than ongoing litigation,

especially if the litigation will be protracted, so that T is large, or if the patents are strong.

Proposition #7, Royalties Charged by Patent Pools with Two Members:  Even a patent pool

that replicates the monopoly outcome can benefit consumers by replacing a Cournot

complements outcome; equation (8) is the necessary and sufficient condition for this to

occur.  More generally, putting ( )rµ into equation (8) gives the maximum royalty rate that

a pool can charge and still make consumers better off than ongoing litigation.

                                                                                                                                                      

The second DVD pool was approved in June 1999; http://www.usdoj.gov/atr/public/press_releases/1999/2484.htm.
The DOJ insisted that only “essential” patents be included in these pools.
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These same methods can also be used to evaluate the effects of pools with more than two

members.  The equations are necessarily more complex, as we need to keep track of consumer

surplus if k out of n patents are found valid, for 0,1, ,k n= K .  But the same principle articulated

in Proposition #7 applies to these larger pools: if litigation is protracted and/or the patents are

reasonably strong, even a pool replicating the monopoly outcome can be favorable for

consumers.  When this condition is met, antitrust concerns about proposed patent pools should be

greatly reduced.

7. Conclusions and Extensions

In this paper, I have proposed and explored the following simple antitrust rule governing

settlements of intellectual property disputes: a settlement cannot lead to lower expected

consumer surplus than would have arisen from ongoing litigation.  I argue that this rule respects

intellectual property rights while encouraging efficient settlements.   Under extremely general

conditions, there exists a settlement that leaves consumers better off and raises the joint profits of

the two firms engaged in the dispute.  I then apply this general test to a several types of

settlements: mergers; agreements specifying the timing of entry; and patent pools.

While this paper has covered a lot of ground, there are many more unresolved issues and

questions in this and related areas.  I close by noting a few on these outstanding questions.

First, I have focused here on situations involving a single patent, or, in the case of patent pools,

just two patents.  In many patent disputes, at least one party has a whole portfolio of patents.   It

remains to be seen how the presence of multiple patents affects my analysis.  This would have

implications for the incentives of firms to assemble, or perhaps disassemble, patent portfolios.   I

conjecture that there are diminishing returns to the number of patents held by one party. 49

Second, I have explicitly avoided introducing asymmetric information between the two parties to

an intellectual property dispute.  Asymmetric information, and resulting differences in beliefs,

are important factors that make settlement difficult.  Another rich area of exploration involves
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marrying the analysis in this paper with the extensive literature on bargaining and signaling in

the presence of asymmetric information.  Risk aversion could also be included.

Finally, I have focused my attention on a single challenger to a patent, while recognizing that

other potential competitors may benefit if a patent is held invalid or interpreted narrowly.

Another valuable extension would be to explicitly model multiple challengers, recognizing that

the patent holder may have an incentive to settle with the strongest challenger, hoping that

weaker challengers would then settle on more favorable terms.

                                                                                                                                                      

49 In fact, I am aware of a situation in which one firm spun off part of its patent portfolio so that the two entities,
each controlling essential patents for certain applications, could separately seek royalties from licensees.
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          1                    MORNING SESSION

          2                                          (9:00 a.m.)

          3               MICHAEL KATZ:  Good morning and

          4    welcome.  I'm Michael Katz.  I'm the Antitrust

          5    Division's Deputy Assistant Attorney General for

          6    Economics.  My colleagues and I are very glad

          7    that you've joined us for what we expect will be

          8    another interesting session of the hearings on

          9    competition and intellectual property law and

         10    policy in the knowledge based economy.

         11               And if that weren't long enough,

         12    this morning's session goes by the catchy title

         13    Antitrust Analysis of Specific Intellectual

         14    Property Licensing Practices:  Bundling and

         15    Temporal Extensions.

         16               Those of you who slavishly read

         17    the website will notice that we dropped out



         18    grantbacks.  We may touch upon that, but it's not

         19    going to be the focus of what we're talking about

         20    this morning.

         21               As you're all aware, these hearings

         22    are a cooperative effort.  And joining me in

                                                                   7

          1    representing the agencies this morning are David

          2    Scheffman, director of the Bureau of Economics at

          3    the Federal Trade Commission, and Edward Polk,

          4    an assistant solicitor at the U.S. Patent and

          5    Trademark Office.  I'm delighted to be here

          6    with them.

          7               We're also joined by a distinguished

          8    panel of economic and legal experts who are going

          9    to address three sets of questions.  The first

         10    set of questions is going to ask how to treat IP

         11    bundling such as package licenses.

         12               Now, of course, tying and bundling

         13    come up in many other contexts.  An important

         14    subsidiary question is whether the antitrust

         15    treatment of intellectual property bundling

         16    should differ from the analysis of other forms



         17    of bundling or the bundling of other forms of

         18    property.

         19               Specifically, I hope this morning's

         20    panelists will address what features of

         21    intellectual property are central to the analysis

         22    and/or distinguish intellectual property from

                                                                   8

          1    other forms of property.

          2               The second set of questions concerns

          3    temporal extensions.  We will address the

          4    question of whether, absent trade secret

          5    concerns, are there circumstances under which

          6    it's appropriate for licensing payments,

          7    restrictions, or agreements not to compete to

          8    extend beyond the life of the patents being

          9    licensed.

         10               And we'll also ask whether trade

         11    secrets can justify extensions beyond the life

         12    even if we think -- the panelists think -- that

         13    it may not be the case absent trade secrets.

         14               Our third set of issues is a practical

         15    one.  As for almost any licensing practice,



         16    economic theories identify procompetitive and

         17    anticompetitive effects.  How can the courts deal

         18    with the complexity of the issues both to reach

         19    the right answers and to give private parties

         20    some ability to predict how their licensing

         21    practices will be treated?

         22               Before we begin, I have to go over a

                                                                   9

          1    few housekeeping details.  For security reasons

          2    if you're not a DOJ employee, you must be

          3    escorted around the building.

          4               Antitrust Division paralegals wearing

          5    name tags highlighted in green, the ones who

          6    escorted you in, are available at the back of the

          7    room to escort you out whether you want to leave

          8    the building, go to the restroom, or go upstairs

          9    to the seventh floor which I'm told is where

         10    you'll have to go if you want your cell phone

         11    to work.

         12               Also, coffee, soda, water, and

         13    breakfast pastries are available in the back

         14    of the room, and you are to freely eat them



         15    without assistance from the paralegals.  So this

         16    morning's session is going to be a combination

         17    of presentations and discussions.

         18               We'll spend around two hours

         19    discussing IP licensing, principally bundling.

         20    Then around 11:00 we're going to take a 15-minute

         21    break and then come back for a 45-minute

         22    discussion of methods used to extend the lives

                                                                  10

          1    of patents, finishing up the session around noon.

          2               Around 1:30 these hearings will resume

          3    with a session on how the agencies should resolve

          4    uncertain or disputed patent rights in the

          5    context of an antitrust investigation.

          6               If you have any questions in the

          7    audience, please come up to me during the break

          8    and hand the questions to me in writing.  Time

          9    permitting I will pose the questions to the

         10    panelists.

         11               Now let's turn to the presentations.

         12    I'll provide only the briefest of introductions,

         13    and I refer you to today's program for the more



         14    complete biographies of the panelists that their

         15    accomplishments merit.

         16               Our first speaker is Gregory

         17    Vistnes.  He's a vice president at Charles

         18    River Associates, Washington, D.C., where he

         19    specializes in the economic analysis of antitrust

         20    and competition issues.

         21               He recently was the Deputy Director

         22    for Antitrust in the FTC's Bureau of Economics,

                                                                  11

          1    and before that he was an assistant chief in the

          2    Economic Analysis Group at the Antitrust

          3    Division.  Greg will provide us with an overview

          4    of some of the economic theories related to the

          5    analysis of IP bundling.  Greg?

          6               GREGORY VISTNES:  What I've been asked

          7    to do is give a brief overview of some of the

          8    economic theories with respect to bundling.

          9               And then what I want to do is in the

         10    time that remains after covering the entire field

         11    of bundling in I think five minutes, is talk

         12    about why IP markets are a little bit special



         13    and what is it about these theories that are

         14    potentially unique or of special interest in

         15    the field of intellectual property.

         16               Let me start out first by focusing

         17    on what are sometimes called the newer bundling

         18    theories or conglomerate theories of bundling.

         19    And in those, an article by Mike Whinston

         20    certainly provides one of the first theories.

         21    And I'll be focusing on what may be the most

         22    commonly discussed variant of Whinston's model.
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          1               What Whinston does is he starts out

          2    looking at a market with a monopolist in both

          3    markets A and B.  And the monopolist faces a

          4    problem.  The problem it faces is that it expects

          5    entry in one of these markets.  Let's call it

          6    market B.  And it's trying to dissuade that

          7    entry.

          8               Now, one way it might try to dissuade

          9    entry is to say, well, gee, if you come into

         10    my market B, I'm going to set extraordinarily

         11    aggressive prices and you'll make no money.  The



         12    problem is that's not a credible threat.  And so

         13    how does the monopolist respond?

         14               One way it can do that is through

         15    bundling.  And intuition here is by bundling one

         16    of its monopoly products to the product in market

         17    B, the one where entry is foreseen, in essence

         18    what the monopolist does is the bundle puts --

         19    it creates a hostage type situation for the

         20    monopolist.

         21               In other words, in order to continue

         22    selling its highly profitable product A where it
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          1    will remain a monopolist, the bundle forces it

          2    to continue making a lot of sales in market B.

          3               So once entry takes place, the

          4    only way it can continue to make those highly

          5    profitable market A sales is by setting a very

          6    aggressive price in market B.  In essence it's

          7    committing itself in order to sell product A to

          8    be very aggressive in product B.

          9               It's as if the bundle for the

         10    monopolist, the monopolist is holding a gun up



         11    to its head and saying, stop, don't enter or if

         12    you do I'll shoot myself.  And in this case it's

         13    a credible threat, and the entrant is actually

         14    afraid of entry because it knows of the high

         15    price.

         16               So what the bundling does here is

         17    it's a little bit different from my of the other

         18    theories in that the bundling is really just a

         19    means of achieving a different goal, that is,

         20    a means to commit to aggressive pricing.

         21               The second model is the one by

         22    Carlton & Waldman.  And what they do is look at
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          1    a monopolist.  But we'll leave it an unnamed

          2    monopolist in an operating systems market who

          3    again faces some sort of entry.

          4               And the entry it fears is competition

          5    in the operating systems market.  What they have

          6    is the way that this entry is going to take place

          7    is they fear that a browser is going to provide

          8    compatibility between software and between a

          9    future operating system.



         10               And the existing monopoly is

         11    sustainable absent a browser because the software

         12    can't achieve compatibility with the competing

         13    operating system.  So the solution to this

         14    problem again is achieved through bundling.

         15               And what the monopolist does is it

         16    introduces its own browser, bundles its operating

         17    system to the browser, and by doing so it

         18    essentially -- it creates a type of chicken

         19    and egg problem in which now with the bundled

         20    browser, the new browser -- the entrant

         21    browser -- cannot achieve compatibility with

         22    the operating system.
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          1               That means that future software can't

          2    achieve compatibility with a rival operating

          3    system.  And so again the bundling under this

          4    theory -- and I know I'm running through this

          5    awfully quickly -- but the bundling again

          6    dissuades entry into the monopoly market.

          7               It's again a little bit different

          8    from the earlier variants of bundling theory.



          9    But it's again directed at preventing entry into

         10    the monopoly market.

         11               The third class is models that are put

         12    forth by Nalebuff and these are a little bit

         13    different.  Let me first of all rather than

         14    characterize Nalebuff's model is just quickly

         15    run through the results, and then I'll try to

         16    get forth the intuitions on it.

         17               And Nalebuff's basic premises or

         18    basic results are that bundling can result in

         19    lower prices.  It can increase the profits of the

         20    bundler but in fact reduce the profits of single

         21    product rivals.

         22               And his results show that in fact with
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          1    multiproduct rivals, the first firm to bundle is

          2    going to achieve higher profits, whereas if the

          3    second firm follows suit and also bundles, that

          4    the profits of that firm actually fall.

          5               It's a model in which bundling can

          6    actually result in extraordinarily aggressive

          7    competition if all firms follow through with the



          8    bundling.  And it's also a unique model in that

          9    it's a model in which market power is not really

         10    a prerequisite to having any of the effects that

         11    Nalebuff finds.

         12               And that really is a key distinction

         13    with most of the other theories on bundling, is

         14    the distinction about do you need market power.

         15    Simple intuition in the Nalebuff model you can

         16    see with the classic pizza and beer markets.

         17               And running quickly through it, if we

         18    have four firms out there, two producers of beer,

         19    two of pizza, it's there I'm taking into account

         20    the externalities involved that if Brutus -- firm

         21    one -- lowers its price of pizza it induces

         22    demand for beer.  But he doesn't really care
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          1    because he doesn't own the beer firms.

          2               If you get the merger without

          3    bundling, all of a sudden when Brutus lowers

          4    his price of pizza he realizes that some of

          5    that spillover demand goes to now his own beer

          6    producer.



          7               And so that's a good thing.  That

          8    creates the incentive for lowering the price of

          9    pizza.  And that's a classic elimination of double

         10    marginalization.  It's a fairly classic intuition

         11    with mergers of complements.

         12               Unfortunately this merged pizza-beer

         13    firm is still recognizing that although when they

         14    lowered the price of pizza it increases demand

         15    for beer, some of which spills over to their own

         16    beer production, it's also increasing the demand

         17    for other firms' beer.

         18               And that's kind of a frustrating

         19    result.  And so bundling achieves a goal here of

         20    basically assuring that all of that spillover

         21    demand from the lower price of pizza goes

         22    directly to its own beer producer.
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          1               It's in effect saying that if you want

          2    to benefit from the lower price of pizza you need

          3    to buy my beer.  And so the bundling here can

          4    create yet another incentive to lower the price.

          5               So it's a model in which the bundling



          6    creates what a lot of folks other than Europeans

          7    might call an efficiency from the bundling.  Also

          8    one of the effects of bundling is it can just

          9    reduce demand overall for what I've called firm

         10    three and firm four.

         11               And the intuition there is that

         12    once the bundle takes place at a very low price,

         13    the only folks who are remaining interested in

         14    purchasing either the unbundled firm three pizza

         15    or the unbundled firm four beer are those people

         16    who care so little for the other product that

         17    they are willing to forgo what is really a very

         18    good deal on the bundled product.

         19               So it causes in a sense harm to the

         20    competitors by reducing their overall demand.

         21    And the last point about bundling is bundling

         22    can in fact affect differentiation of competing
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          1    products.

          2               And what I have here is just a

          3    simple illustration that if you bundle together

          4    two low quality products and two high quality



          5    products, you're in effect increasing the overall

          6    differentiation between the competing products.

          7    That increased differentiation can result in

          8    higher prices.

          9               Alternatively, if you bundle together

         10    a high and a low quality pizza and beer and the

         11    same thing with the other set, in essence your

         12    bundled products become less differentiated than

         13    they previously were.  So in that case the

         14    bundling can reduce differentiation and increase

         15    competition.

         16               So now what's special about IP

         17    markets?  And one of the differences which has

         18    been talked about is clearly there are more

         19    efficiency justifications or at least the

         20    potential for efficiency justifications with

         21    bundling, that there can often be the strong

         22    complementarities that motivate the bundling and
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          1    also issues of reducing double marginalization.

          2               Secondly, the question is:  Is there a

          3    greater anticompetitive potential from bundling?



          4    And here I want to quickly discuss, first of all,

          5    there is a greater likelihood of market power in

          6    markets with IP bundling, the market power being

          7    a prerequisite in most cases to having a bundling

          8    or a tying theory.

          9               Also, is there some notion that

         10    what may sometimes be the transitory nature of

         11    IP-based market power, does that somehow create

         12    an incentive for bundling that might not

         13    otherwise occur?

         14               And lastly, are there greater

         15    incentives to block entry in markets with IP

         16    power, as I'll say, mainly because of the nature

         17    of costs in those types of markets?

         18               So first with respect to IP and market

         19    power, I think there's at least a notion that in

         20    many cases the existence of intellectual property

         21    may in a sense convey some real market power.

         22               Certainly with a patent, depending on
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          1    how strong or how broad the scope of the patent,

          2    that may confer some real market power.  And if



          3    nothing else, does that IP power then somehow at

          4    least get you over the first hurdle of most

          5    bundling theories?

          6               Bundling theory says before we pass

          7    go, you need to show market power.  The IP may

          8    provide that.  You pass go and therefore, if

          9    nothing else, get a little more justification

         10    for concerns with bundling.

         11               Cautioning however that this market

         12    power is just a necessary condition, not a

         13    sufficient condition, you still need to go

         14    through all the other steps of assessing whether

         15    or not these bundling theories apply even once

         16    you have market power.

         17               I want to skip this last point

         18    about limited duration, just because I think

         19    I'm brushing up against time constraints, and

         20    talk about the incentives to block entry.

         21               And here the point is that with so

         22    many -- with much of intellectual property --
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          1    the nature of intellectual property products



          2    are characterized by high fixed costs and low

          3    variable costs or low marginal costs.

          4               And those industries are more subject

          5    to when competition takes place for it to be very

          6    vigorous, very fierce competition that eliminates

          7    much of the rents, again depending on how much

          8    differentiation is left.

          9               So the issue is that with IP markets

         10    is there a much stronger incentive to dissuade

         11    entry because there's so much profit effect from

         12    entry.

         13               And similarly, when entry takes place,

         14    if that results in very vigorous competition, the

         15    entrant may in fact not have that much incentive

         16    for getting in in the first place because it

         17    knows most of the profits will evaporate.

         18               Those sorts of circumstances may lead

         19    you in a situation where even if bundling doesn't

         20    have a big disincentive for the entrant, that the

         21    effect is relatively small, it may be enough to

         22    in essence be the straw that breaks the camel's
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          1    back.

          2               There are huge incentives for the

          3    incumbent to dissuade entry, and it may be

          4    relatively easy to dissuade that entry in the

          5    second place.

          6               And many of those bundling theories

          7    that I so rapidly went over are in fact focused

          8    on exactly this issue, trying to dissuade entry.

          9    So that may be one reason why the bundling

         10    theories are particularly relevant to some of

         11    the IP markets.

         12               Secondly, bundling to increase

         13    differentiation again may be important.  If

         14    the bundling markets are otherwise relatively

         15    undifferentiated, it goes back to the issue of

         16    once entry takes place there's a tremendous

         17    amount of competition eliminating most of the

         18    rents.

         19               So if bundling can achieve the

         20    increased differentiation, what I was trying to

         21    get at with those pictures of the pizza and the

         22    beer, then the bundling may in fact be a very
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          1    valuable or a very important means by which firms

          2    can try to maintain their profits.

          3               So in conclusion the theories

          4    associated with IP with respect to bundling

          5    are really the same theories that apply anywhere.

          6    But the facts with intellectual property markets

          7    are likely to be a little bit different, and they

          8    may justify a little bit more concern.

          9               There is certainly greater -- there

         10    is certainly a scope for more potential for

         11    anticompetitive bundling for the reasons we

         12    talked about.  The flip side is what we haven't

         13    talked about -- there's probably likely to be

         14    more scope for efficiencies.

         15               It's going to make it different to

         16    ultimately do the balancing.  It's also going to

         17    make it important to distinguish whether or not

         18    the bundling is motivated by efficiencies, or

         19    alternatively if the efficiencies are really more

         20    just a cloak by which to get at some sort of a

         21    per se argument on bundling.

         22               And lastly, just the caution that
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          1    ultimately the analysis needs to be fact

          2    intensive rather than what sometimes seems to be

          3    the case of more theory intensive.  Thank you.

          4               (Applause.)

          5               MICHAEL KATZ:  Thank you.  And moving

          6    right along given the schedule we have, our next

          7    speaker is Jonathan Jacobson, a partner in the

          8    antitrust practice group of Akin, Gump, Strauss,

          9    Hauer & Feld.  He has extensive experience in

         10    antitrust and commercial litigation and is

         11    co-chair of the firm's national antitrust

         12    practice.

         13               Jonathan I believe will provide an

         14    overview of the current state of legal practice

         15    and identify some difficulties that he sees with

         16    it.  Jonathan?

         17               JONATHAN JACOBSON:  I'm going to

         18    talk about the legal analysis of tying and other

         19    bundling issues.  We're told by the Supreme Court

         20    in the Jefferson Parish case that tying remains

         21    illegal per se.  The scope of the per se rule is

         22    unclear.
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          1               But certainly the Supreme Court has

          2    told us that tying remains a per se offense.  If

          3    tying really were illegal per se, if the courts

          4    uniformly applied a per se rule, it would be

          5    possible to counsel clients responsibly and

          6    clients would have a general idea of what they

          7    can do and what they can't do.

          8               The rule would be wrong for reasons

          9    that we'll explore throughout the day today.  But

         10    at least clients would be able to understand what

         11    they can and cannot do.  Unfortunately the rules

         12    are totally far from clear.  First of all, the

         13    agencies do not apply a per se rule.  Some courts

         14    do.  Some courts don't.

         15               We have a statute that applies to

         16    patents but not other forms of intellectual

         17    property.  Section 271(d) of the patent code

         18    applies a different standard to patent misuse

         19    defenses, and it's unclear whether that standard

         20    extends to antitrust violations arising out of

         21    patent based tying as well.

         22               History and economic analysis tell us
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          1    that tying can be quite harmful.  I think the

          2    greatest episode where tying was used to cause

          3    enormous social harm was back in the 1910s and

          4    the 1920s during the period where the motion

          5    picture trust having succeeded to the Edison

          6    patents on the film projector basically required

          7    everyone who was making a movie to join up with

          8    them or else they could not get their films

          9    projected and exhibited.

         10               The result was an enduring monopoly

         11    in the motion picture business, a series of

         12    antitrust proceedings that extended for decades,

         13    and problems that in the view of many have not

         14    been solved since.

         15               Certainly the Paramount decrees are

         16    still outstanding and are creating somewhat of a

         17    continued havoc in the motion picture industry

         18    even today.

         19               But the motion picture patents case

         20    and other cases where tying has been shown to be

         21    harmful aside, it certainly cannot be said that

         22    tying is almost always or always harmful, which
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          1    is the standard that the Supreme Court says in

          2    other contexts should be applied to determine

          3    whether a practice is illegal per se or not.

          4               There are often, not always, but

          5    often strong efficiency justifications for tying

          6    arrangements.  And a very good explanation of

          7    some of the efficiencies can be found in the

          8    recent en banc decision of the D.C. Circuit in

          9    the Microsoft case.

         10               The lower courts have recognized this

         11    and have found various ways of rebelling against

         12    the per se rule, creating a number of splits on

         13    very important issues.  And I'm going to quickly

         14    run through five of them.

         15               First is whether the 271(d) statute

         16    eliminates the presumption of market power only

         17    from misuse cases or whether it applies to

         18    affirmative Sherman or Clayton Act cases as well.

         19    DOJ and FTC say no.  A number of courts say no.

         20    But some courts including the Federal Circuit say

         21    yes.



         22               If 271(d) does not apply, is there

                                                                  29

          1    still a presumption of market power from the

          2    possession of a patent or copyright?  Jefferson

          3    Parish says yes.  A number of cases including the

          4    Sixth Circuit's decision in the Root case and the

          5    Abbott Labs case from the Federal Circuit say no.

          6               Another dispute:  Can you assume

          7    market power from the mere possession of a

          8    copyright?  We have a fairly recent decision in

          9    the MCA case from the Eleventh Circuit saying

         10    that Loew's, the 1962 Supreme Court decision,

         11    remains good law.

         12               We have the Root decision in the Sixth

         13    Circuit saying -- this is somewhat shocking to

         14    hear a Court of Appeals say flat out -- that the

         15    Supreme Court was just wrong and we're not going

         16    to obey what the Supreme Court has told us.

         17               Another unresolved issue is the extent

         18    to which evidence of justification is admitted.

         19    There's a clear conflict in the cases.  The Ninth

         20    Circuit says the justification is admissible.



         21    The Supreme Court has said no in a footnote in

         22    Jefferson Parish, and a number of Circuit Courts
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          1    have followed that as well.

          2               Yet another unresolved issue is

          3    whether anticompetitive effects more than sheer

          4    volume need be shown in the tied product market.

          5    Again we have a number of courts saying it's a

          6    per se offense.  You don't have to show actual

          7    harm to competition.

          8               We have a number of cases going

          9    exactly the opposite way.  So we have clear

         10    conflicts in the courts on five very important

         11    issues relating to tying and bundling.

         12               The result of this is when the client

         13    asks you about what the rules are governing

         14    bundling of intellectual property that you cannot

         15    give a clear answer.  If the client is aggressive

         16    and wants to take his or her case up to the

         17    Supreme Court, you can say absolutely, yes, go

         18    ahead and do it.

         19               Most clients are not quite that ready



         20    to spend millions of dollars on legal fees.  And

         21    the advice to them has to be the cautious advice

         22    which is, please, don't do it; the risk is too
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          1    great.

          2               How do we get these conflicts

          3    fixed?  Well, the best solution would be for

          4    the Supreme Court to address a case involving

          5    tying, involving intellectual property tying in

          6    particular, and deal with these issues once and

          7    for all.

          8               But the Supreme Court, particularly in

          9    recent years, has truly abdicated the antitrust

         10    function.  We have not seen the Supreme Court

         11    grant cert. in an antitrust case in three years.

         12    The last opportunity to take a tying case was

         13    Microsoft.  That case was turned down.

         14               The Digidyne case many years ago

         15    spawned dissent from a denial of certiorari by

         16    Justices Blackmun and White.  But still we have

         17    no answer from the Supreme Court.  There are few

         18    cases in the courts of appeals that are really



         19    eligible at this point for plenary Supreme Court

         20    review.

         21               And the prospect of a Supreme Court

         22    solution at least in the near term has to be

                                                                  32

          1    regarded as poor.  The Microsoft case I think

          2    would have been a good chance to help.  The

          3    court in that case instead carved out a platform

          4    software exception for the tying rule.

          5               Now, if you read the opinion, it's

          6    clear that the court's real problem was with the

          7    per se rule for tying, with the analysis that the

          8    Supreme Court had used in Jefferson Parish.

          9               But rather than say we disagree and,

         10    Supreme Court, you should fix the mess you've

         11    made, the D.C. Circuit instead en banc carved out

         12    a new exception, a platform software exception

         13    for the per se rule that is questionable under

         14    the Maricopa standard for per se analysis.

         15               And in any event it makes it

         16    difficult -- compounds the difficulty in giving

         17    advice to clients.  There have been a number of



         18    efforts over the years to get Congress to fix the

         19    problem.

         20               There were hearings in 1996 with a

         21    very clear statute that simply said there shall

         22    be no presumption of market power from possession
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          1    of a patent or copyright, very clean, no

          2    amendments.  It simply stated what people

          3    believed to be correct law, correct economic

          4    analysis.  The bill never got out of committee.

          5    Tad Lipsky, who's on the panel today, testified

          6    in favor of it.

          7               The Justice Department, who only a

          8    year before had joined with the FTC in issuing

          9    the 1995 guidelines which clearly say that the

         10    agencies will apply no presumption of market

         11    power from possession of a patent or copyright,

         12    nevertheless opposed the legislation on the

         13    general grounds that Justice opposes most

         14    legislation, which is that, please, Congress,

         15    stay out of antitrust and let the courts fix

         16    whatever messes they may have made.



         17               That's a general standard that has a

         18    lot to commend it.  But in this particular

         19    instance we had a very clean statute that could

         20    have helped the situation.  In any event, it

         21    wasn't passed.  There have been hearings again in

         22    November of this year in the House.  There's no
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          1    bill pending.

          2               I think the odds on getting a

          3    legislative fix to the problem are small.  If

          4    there is a legislative fix, one might speculate

          5    what might get appended to such legislation and

          6    whether that's something we really want at the

          7    end of the day.

          8               So what's the good answer?  I don't

          9    think there is a good answer.  The best solution

         10    that I can propose particularly to the Department

         11    of Justice and Federal Trade Commission is to

         12    revive the amicus programs.  Certainly Justice

         13    and FTC have been very active in their amicus

         14    programs in the past.

         15               But actively seek out cases involving



         16    bundling.  Actively seek out cases involving

         17    intellectual property bundling in particular.

         18    Get in at the District Court level.  Get in at

         19    the Circuit Court level.  Try to find a case that

         20    can be taken up to the Supreme Court.

         21               And I think that is the prospect that

         22    holds out the most hope for addressing the legal
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          1    problem that we face today.  Thank you very much.

          2               (Applause.)

          3               MICHAEL KATZ:  Thank you, Jonathan.

          4    Actually without wanting to throw cold water on

          5    that, I know wherever I go I always carry a copy

          6    of Jefferson Parish with me.

          7               And in their concurrence, Justices

          8    Brennan and Marshall actually noted or pretty

          9    strongly hinted that they thought the per se

         10    treatment was a silly way to go.

         11               But they said, look, that's what we've

         12    done for years; Congress knows we do that; if

         13    Congress wants to change it, they will, and

         14    therefore we're going to keep doing it until



         15    we're told by Congress not to, so that's at least

         16    two people's view on the division of labor

         17    between them.

         18               Let me start I guess in some sense

         19    with a ridiculous question, but that's the beauty

         20    of being a moderator.  Does anybody think that

         21    Jefferson Parish provides a sound basis for the

         22    treatment of tying?  Do we have any defenders up
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          1    on the panel?

          2               JONATHAN JACOBSON:  Let me say that

          3    the per se rule -- I'm probably one who thinks

          4    that it's less insane than others.  I think it

          5    clearly creates far too many false positives.

          6               But the number of cases in which the

          7    defendant or practitioner cannot devise ways of

          8    achieving the same efficiencies without tying is

          9    relatively small.  So the number of true false

         10    positives I think is not as egregious as most

         11    people think.

         12               Having said that, the rule plainly

         13    does not meet the standard for per se analysis,



         14    always or almost always harmful to competition,

         15    and therefore has little to commend it.

         16               MICHAEL KATZ:  Anybody else?

         17               DAVID SIBLEY:  Continuing in the same

         18    vein when you say that tying shouldn't be per se,

         19    you have to think about what the alternative is.

         20               And one important element of the

         21    alternative is how difficult and subtle would the

         22    analysis have to be in order to disentangle the
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          1    effects of tying if you really wanted to do a

          2    rule of reason approach.

          3               And I think the first presenter,

          4    Dr. Vistnes, gave us a very good idea that that

          5    analysis might have to be very subtle indeed.

          6               MICHAEL KATZ:  Let me ask a question

          7    specifically about IP.  In Jefferson Parish it

          8    talks about a presumption that if a patent has

          9    been granted that that gives the market power and

         10    raises concerns about tying and IP because the

         11    market power is there.

         12               Something Greg Vistnes didn't touch



         13    on was the fact that low marginal cost for

         14    intellectual property, even costs that could

         15    be zero if you're adding more lines on a CD,

         16    suggests that it could well be efficient just to

         17    take everything and put it out there on a bundle

         18    any way just to avoid the transactions cost.

         19               So I was wondering if people would

         20    say a little bit about do you think that these

         21    problems are bigger problems in IP or less

         22    problems.  Certainly economists, the first thing
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          1    they always say about tying is it's a mess.  So

          2    what about how is that mess relative to other

          3    forms of property?  Joe?

          4               JOSEPH FARRELL:  Well, I think tying

          5    and bundling is replete with confusion over two

          6    questions.  And although I'm sure General Katz is

          7    not confused in his own mind, the way he put it

          8    might confuse weaker minds.

          9               On the one hand in the short run

         10    static analysis of demand theory it's usually,

         11    not always, but usually true that charging a



         12    lower marginal price leads to better allocative

         13    efficiency.

         14               On the other hand -- and you can do

         15    some kinds of analyses of tying and bundling

         16    along those lines.  And perhaps the pizza and

         17    beer example is a case in point.

         18               On the other hand I think it's crucial

         19    when thinking about tying and bundling not to

         20    stop with that level of analysis and to also ask

         21    does this practice get in the way of someone who

         22    is interested in offering a better long run deal
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          1    to consumers.

          2               Now, one of the reasons I'm

          3    Mr. Rule-Of-Reason and don't like per se

          4    treatments of just about anything is that I think

          5    that's the key question to ask.  And I think it's

          6    very unhelpful usually to use a word like tying

          7    or bundling to describe a practice in coming up

          8    with an answer to that question.

          9               But I do think it's important to

         10    stress that just the fact that marginal cost is



         11    low although it's certainly very relevant for

         12    thinking about the effects of putting everything

         13    out there on a CD, I don't think it tells you the

         14    answer right away.

         15               MICHAEL KATZ:  To summarize your

         16    answer, not only do we have to deal with all the

         17    messiness of tying, but we have to deal with all

         18    the messiness of predation as well.

         19               JOSEPH FARRELL:  Unfortunately, yes.

         20               DAVID SCHEFMAN:  I'm curious about

         21    what the panelists think on one thing.  If I

         22    understood Jonathan right, he advanced the view

                                                                  40

          1    that the current state of the law although messy

          2    and even moving to per se probably wouldn't

          3    sacrifice a lot in terms of efficiencies if I

          4    understood you right.  Is that --

          5               JONATHAN JACOBSON:  I think there are

          6    a number of cases, and I think it's the vast

          7    majority of cases where the efficiencies from

          8    tying are relatively small.

          9               I do believe, for example, let's



         10    take Microsoft, that although there are clearly

         11    efficiencies in bundling the browser into the

         12    operating system, what are the efficiencies on

         13    precluding the use of alternative browsers

         14    through arrangements with OEMs, for example?

         15               I think in that kind of context the

         16    use of the per se rule albeit wrong is not as

         17    harmful as we might otherwise expect.  There are

         18    alternatives for Microsoft like telling -- like

         19    not telling Dell don't bundle Netscape into your

         20    startup screen.

         21               Having said that, the per se rule

         22    creates enormous cost in terms of firms without

                                                                  41

          1    market power and with intellectual property

          2    rights trying to figure out the best way to

          3    exploit those rights.

          4               It can have a significant deterrent

          5    effect on small firms trying to enter a market

          6    where metering-based pricing through a tying

          7    arrangement may be the best way to exploit the

          8    intellectual property rights and achieve a



          9    significant position in the market, where the

         10    rule can be quite harmful.

         11               So is the world going to end if

         12    Jefferson Parish is not overruled in the next ten

         13    minutes?  No.  Should it be overruled as soon as

         14    we can get a case there?  Yes.

         15               GREGORY SIDAK:  I wanted to make a

         16    point about intellectual property being subject

         17    to the traditional tying doctrines.  I think that

         18    an additional economic factor that needs to be

         19    considered here is the greater relative

         20    difficulty under the separate product prong of

         21    the tying test.

         22               When you're looking at products that
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          1    embody a lot of intellectual property and may be

          2    subject to continuing technological innovation or

          3    still developing consumer tastes, the very

          4    definition of the product may not be particularly

          5    fixed.  It's easier to talk about beer and pizza

          6    being separate products.

          7               But for some of these software



          8    products it may be harder.  And I can imagine the

          9    same would be true of pharmaceuticals and some

         10    other kinds of patented IP.

         11               TAD LIPSKY:  Just a short addition

         12    which actually segues from the previous two, I

         13    mean think about the implications of the last two

         14    comments.  What's really -- it's a fact that

         15    product scoping and combination decisions are

         16    ubiquitous.

         17               I mean do you buy this single serve or

         18    six pack or in a case?  Do you buy this just for

         19    plastic cups or do you buy all your picnic

         20    supplies?  This is a ubiquitous kind of decision.

         21               And if you agree with what Greg said

         22    and agree with what Jon Jacobson said about the
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          1    potential harmful effects of the tie-in doctrine

          2    on a lot of firms without any source of market

          3    power, what you're really saying is that product

          4    combination decisions like things that can be

          5    characterized as ties ought to be presumptively

          6    lawful, that there ought to be a presumption that



          7    the choice of the characteristics of your product

          8    and the combinations in which they are sold ought

          9    to constitute kind of a free fire zone where

         10    antitrust analysis and the civil court system

         11    doesn't even come into play.

         12               And so I think I agree with the spirit

         13    of both of these previous remarks, that the

         14    principal harm from the tie-in rule arguably is

         15    not that it's not the exact right analysis in

         16    that exceedingly rare set of circumstances where

         17    there might be a problem from tie-in.

         18               The real problem is that the rule is

         19    potentially applicable to an enormous range of

         20    harmless commercial decisions which nevertheless

         21    tend to attract involvement with law enforcement

         22    and the civil justice system.  And that can
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          1    impose an enormous cost and deadweight loss.

          2               MICHAEL KATZ:  We touched on a number

          3    of issues that we'll keep coming back to this

          4    morning.  But in my role as moderator I'm going

          5    to just move us ahead blindly despite having a



          6    bunch of questions I'd like to ask now because

          7    I'm sure we will come back to this.

          8               Our next speaker is Gregory Sidak who

          9    is the F. K. Weyerhaeuser Fellow in Law and

         10    Economics Emeritus at the American Enterprise

         11    Institute for Public Research and the president

         12    and chief executive officer of Criterion

         13    Economics LLC, an economic consulting firm based

         14    in Washington, D.C.

         15               I understand that Greg is going to

         16    talk about some of the difficulties associated

         17    with pricing.  If you're going to say things have

         18    to be unbundled, then you're going to have to

         19    talk about what the prices are.

         20               And I think he's going to draw on

         21    some of his considerable experience in telecom

         22    regulation to talk about what can happen when you
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          1    try to do that.

          2               GREGORY SIDAK:  Thank you.  I do want

          3    to say something very briefly about liability

          4    rules before going on to the pricing issues which



          5    I regard as more remedial in nature.

          6               I think that part of the problem that

          7    we observe in the application of traditional

          8    tying doctrine to intellectual property is that

          9    it's a square peg in a round hole because the

         10    traditional explanations for product bundling, as

         11    Greg Vistnes was pointing out earlier, don't

         12    necessarily fit some of these new kinds of

         13    strategic behavior.

         14               And I think that the Microsoft case is

         15    a good example of this.  David Sibley's theory

         16    there of partial substitutes where products that

         17    were once complements could change in their

         18    relationship, a browser could become the basis

         19    for an eventual substitute to an operating

         20    system, is a very interesting idea.

         21               Although I certainly have some

         22    critical views of the Microsoft case, I think
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          1    that the partial substitute theory of liability

          2    in a bundling context is something that should

          3    be taken seriously and is probably the most



          4    provocative theory for a new cause of action in

          5    antitrust since the raising rivals' cost

          6    literature a decade or more earlier.

          7               But that leads me to my next point.

          8    If we want to try to give some additional flesh

          9    to that theory, I think there needs to be more

         10    formal analysis by the economists of how the

         11    process occurs within consumer demand theory that

         12    a complement turns into a substitute.

         13               And I think that's something that

         14    wasn't so clearly articulated in the Microsoft

         15    case and something that I think would be useful

         16    as a matter of academic research and policy

         17    analysis.

         18               Having said that, let me turn to the

         19    remedy issue.  So much of the discussion of tying

         20    issues focuses on whether there is or is not

         21    liability.  But let's assume that you find

         22    liability.  Then what?
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          1               Presumably the rule against tying does

          2    not mean that a firm cannot offer product A and



          3    product B in a bundle.  What I understand it to

          4    mean is that product A, let's call it the tying

          5    product, has to be offered separately from

          6    product B.

          7               But presumably the firm could still

          8    offer the bundle under a different pricing

          9    regime.  Well, that then introduces the question:

         10    What is the price at which the unbundled version

         11    of product A, the tying product, what's the price

         12    at which it has to be offered in its unbundled

         13    state?

         14               Or to put it a little bit differently,

         15    if you unbundle A and B and you are now selling A

         16    separately, when is the unbundled price of A so

         17    high as to be unreasonable, as to be -- as to

         18    defeat the whole purpose of finding liability or

         19    maybe even give rise to a separate antitrust

         20    cause of action?

         21               Well, this is a question that the

         22    Supreme Court and the Federal Communications
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          1    Commission and a number of the people on this



          2    panel to my right have spent a lot of time

          3    thinking about.

          4               And in the decision that came down

          5    yesterday, Verizon Communications versus FCC, the

          6    Supreme Court upheld the pricing rule that the

          7    FCC adopted in 1996 called TELRIC, which is Total

          8    Element Long Run Incremental Cost.

          9               This is a rule that was applied to the

         10    local telephone companies when they were required

         11    under the telecom act to unbundle their networks.

         12    Simplify the facts.

         13               Suppose that the network consists of

         14    just two pieces, the local loop that goes from

         15    your home or office to the central office switch,

         16    and then everything else in the network, but we

         17    can call that the switch just for simplicity.

         18               So the question was what is the price

         19    that the incumbent must offer the unbundled loop

         20    which is the least easily duplicated piece in the

         21    network, to competitors for.  Well, the TELRIC

         22    approach was one of many different pricing rules
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          1    being considered.

          2               The other kinds of rules that are

          3    commonly discussed in a multiproduct regulated

          4    industry context are fully distributed cost

          5    pricing, Ramsey pricing, something called

          6    efficient component pricing, and more recently

          7    there's been recommendations for using real

          8    option theory to price access to networks.

          9               The idea of long run incremental cost

         10    and the TELRIC rule was to figure out what that

         11    piece of the network would cost to replicate

         12    given an efficient design of the network at this

         13    point in time looking forward, and not to focus

         14    on historical cost.

         15               So think about applying that in the

         16    tying case.  Suppose we do have a situation

         17    where liability is found, particularly in an

         18    intellectual property situation.  And the tying

         19    piece of intellectual property now has to be

         20    offered on an unbundled basis.

         21               Well, one approach to doing the

         22    pricing is a top down approach where you take
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          1    the bundled price and you subtract out the

          2    incremental cost of what was the tied product in

          3    the bundle.  And that would then give you an

          4    avoided cost approach to calculating what the

          5    unbundled price should be for product A.

          6               Another approach -- and that approach

          7    incidentally is what's used to price wholesale

          8    services in telecommunications.  The other

          9    approach is called the bottom up approach where

         10    you say what is the long run incremental cost of

         11    product A, the tying product.

         12               And this one, if you were to follow

         13    the approach that the FCC has used you would say,

         14    well, we estimate that TELRIC and we -- and that

         15    includes a competitive return to capital, and we

         16    include on top of that some contribution to the

         17    recovery of common costs of this multiproduct

         18    firm.

         19               Now, in principle the bottom up

         20    approach and the top down approach should get you

         21    to the same answer, but in practice they may not.

         22    And if they diverge in practice then there will
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          1    obviously be strategic decisions made by

          2    litigants to advocate one approach or the other.

          3               Typically the access seeker argues

          4    under a top down approach that just subtracting

          5    out the avoided cost of what had been the tied

          6    product does not take into account that there are

          7    monopoly rents being earned and it does not take

          8    into account inefficiencies that this incumbent

          9    monopolist has been able to get away with.

         10               On the other hand, the access

         11    provider, in this case the firm owning the tying

         12    product, would argue, well, there are actually

         13    additional incremental costs of unbundling my

         14    products.  That may or may not be a persuasive

         15    argument to make.

         16               But particularly in the case of

         17    intellectual property where you can add that

         18    additional piece of software to the CD-ROM at

         19    very low cost it may actually be more costly to

         20    disaggregate it.

         21               Now, I think that if we start seeing a

         22    number of cases involving intellectual property
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          1    where there are findings of liability, the TELRIC

          2    pricing approach is as likely as any to be

          3    adopted by an antitrust court because it has

          4    gotten the stamp of approval from the Supreme

          5    Court as being a reasonable approach to the

          6    pricing of unbundled elements.

          7               And it seems to me that an antitrust

          8    court that has found that a firm has -- which has

          9    been an unregulated monopolist if you will and

         10    has been found to have violated the antitrust

         11    laws, it seems to me that that court is going to

         12    be very content to apply a TELRIC model which has

         13    been applied in a regulated industry context to a

         14    firm that hasn't been found to have violated the

         15    antitrust laws and has been subject to rate

         16    regulation over a period of years and enjoyed a

         17    statutory monopoly.

         18               So I would guess that we will see

         19    pricing controversies of this sort in the future

         20    once -- if and when there are more findings of

         21    liability in this context.

         22               MICHAEL KATZ:  Thank you.
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          1               (Applause.)

          2               MICHAEL KATZ:  Our next speaker is Tad

          3    Lipsky.  He is a partner in the Washington, D.C.

          4    office of Latham & Watkins.  1981 to 1983 he

          5    served as deputy assistant attorney general

          6    under William Baxter where he supervised the

          7    preparation of the 1982 merger guidelines.

          8               Tad is going to offer some insights

          9    for improving the litigation process and judicial

         10    decision making at home.

         11               TAD LIPSKY:  Thank you, Michael.  And

         12    I also had the honor of shooting the nine no-nos

         13    in the head.  First of all let me say what a

         14    great idea these hearings are, how honored I am

         15    to be included.

         16               And it is a great pleasure to be here

         17    with friends and colleagues.  And Greg of course

         18    is a former student although it's obvious he went

         19    overboard in hitting the books after he took my

         20    course 26 years ago or 28 years ago.

         21               I also want to say for the benefit of

         22    the audience that if you picked up a copy of my
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          1    remarks from the table on your way in, you might

          2    be a little confused.  That was the just before

          3    final version.  The final version is available

          4    now on the website.

          5               And the reason it might be confusing

          6    is I want to focus on an idea conveyed by the new

          7    title of my remarks:  Amateurs in black.  The

          8    phrase actually comes from a speech that Justice

          9    Steven Breyer gave to the American Association

         10    for the Advancement of Science back a couple of

         11    years ago.

         12               And he's actually quoting from Judge

         13    Acker, but anyway, I'll explain all that in a

         14    minute.  But I want to focus my remarks

         15    completely on essentially the third question that

         16    Michael Katz posed at the beginning of these

         17    hearings:

         18               How can the courts deal with the

         19    complexity of the issues both to reach the right

         20    answers and to give private parties some ability

         21    to predict how their licensing practices will be



         22    treated?  The history of the evolution of the
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          1    per se rule, the tie-in doctrine, is very briefly

          2    summarized in my written remarks.

          3               Anybody who's interested in how we got

          4    to the situation of having a per se rule will

          5    want to read the original scholarship by Ward

          6    Bowman, both his 1957 Yale Law Journal article

          7    and his 1973 book where the whole thing is traced

          8    in lurid detail.  The per se rule under antitrust

          9    law actually originates from patent cases.

         10               But at some point the per se rule that

         11    had evolved to the point of the International

         12    Salt case in the patent field jumped the tracks

         13    in the Northern Pacific Railway case so that the

         14    source of power under the per se rule didn't need

         15    to be intellectual property anymore.  But in any

         16    event, that's what we got.

         17               But what I would like to do in my

         18    remarks is assume that all of the per se rules

         19    that have plagued the tie-in doctrine and the

         20    intellectual property area for so many years will



         21    eventually be abandoned.  And I think they will.

         22               It's true that twenty years ago no
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          1    less an authority than Donald Turner was

          2    referring to the per se rule on tie-ins as

          3    "ridiculous".  So if Donald Turner puts a

          4    shoulder to the wheel and we still can't get

          5    anywhere, I suppose there might be grounds for

          6    pessimism.

          7               But I'm going to ignore them.  I'm an

          8    optimist.  And I think that eventually the real

          9    question will be how do we actually analyze, how

         10    do we bring to bear the proper expertise to

         11    evaluate the procompetitive and anticompetitive

         12    effects of tying, bundling, exclusive grantbacks,

         13    royalty terms -- royalty provisions that go

         14    beyond the term of an intellectual property

         15    grant, all the other areas that have been subject

         16    to per se rules either under antitrust or the

         17    misuse doctrine.

         18               Now, I'm sure that the antitrust

         19    economists on this panel and in this room will be



         20    acutely aware that the Supreme Court has totally

         21    revolutionized the process of evaluating expert

         22    testimony in federal civil trials.
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          1               There are four cases beginning with

          2    a case called Daubert which I refer to as the

          3    Daubert quartet which basically completely

          4    reversed the premises about the evaluation of

          5    expert testimony.

          6               It used to be the rule was that

          7    testimony on a scientific question was subject to

          8    the so-called general acceptance test.  But that

          9    was totally changed by these four opinions

         10    starting with Daubert in 1993.

         11               The rule now is that the federal trial

         12    judge, the District Court judge must assume the

         13    position of gatekeeper and make an independent

         14    evaluation subject to review for abuse of

         15    discretion of the relevance, reliability, and

         16    fit of expert testimony.

         17               And it has pretty much totally

         18    revolutionized the way that the presentation of



         19    expert testimony goes in federal civil trials.

         20               And I think one of the remarkable

         21    things you'll find is a whole series of decisions

         22    in antitrust cases following Daubert that
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          1    reject -- where a trial judge sometimes rejects

          2    testimony or an Appellate Court -- even more

          3    embarrassing, an Appellate Court reverses a

          4    decision to admit expert testimony.

          5               And these courts are not afraid of

          6    economic credentials.  As I've pointed out, a lot

          7    of the testimony has been rejected under the

          8    Daubert rule in antitrust cases coming from

          9    people who have tenured positions at leading

         10    American universities.  And a couple of them have

         11    Nobel Prizes in economics.

         12               So the courts are not shy about

         13    exercising this discretion.  But in addition

         14    to these rulings -- I should also say it's my

         15    personal opinion that the Daubert court was

         16    actually -- actually had a precursor in antitrust

         17    law, that the origins of the Daubert rule can be



         18    found in the decisions of the Supreme Court in

         19    Matsushita and in Brooke Group versus Brown &

         20    Williamson Tobacco.

         21               Both cases hinged very critically --

         22    well, completely in the case of Zenith Radio
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          1    versus Matsushita and to a significant degree in

          2    Brooke Group on the reliability and the fit to

          3    the facts of expert testimony.

          4               I don't have time to go into that.

          5    But I see Daubert as falling very much into line

          6    with a trend that was begun in the field of

          7    antitrust.

          8               So the Supreme Court, all of those

          9    Daubert decisions, nine-zero.  The Supreme Court

         10    was unanimous that federal trial judges, District

         11    Courts need to conduct this independent

         12    evaluation.

         13               If you go over the process by which

         14    expert testimony is evaluated in federal trial, I

         15    think -- well, I wish I had time to support this

         16    but I obviously don't.  The federal trial courts



         17    I think need some incentive to improve the

         18    quality control on expert testimony.

         19               I think that is essentially the

         20    concern that lies at the heart of the Daubert

         21    quartet and the two predecessor rulings.  Justice

         22    Breyer has actually given some public addresses
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          1    on this subject.  He's spoken to the AAAS in what

          2    are referred to -- the title of my remarks is

          3    taken from a quote from that.

          4               And basically what Justice Breyer is

          5    doing is he is appealing to various organizations

          6    and institutions that can evaluate the

          7    capabilities of expert witnesses in the hope that

          8    by cooperating with the courts and cooperating

          9    with the selection of experts in the civil

         10    justice system, perhaps even by certifying

         11    experts which I think essentially is what he's

         12    trying to propose, that the quality of the expert

         13    testimony can be improved.

         14               And that is really the focus of my

         15    point.  When we get to the business of actually



         16    evaluating the pro- and anticompetitive impact of

         17    all these various patent licensing practices, we

         18    are going to need institutions superior to those

         19    that we have now to generate improvements in the

         20    quality of economic analysis.

         21               And I've outlined some things that

         22    I've thought of that might go in that direction
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          1    somewhat along the lines that Justice Breyer has

          2    been suggesting in his public speeches and to

          3    some extent also in his opinions.

          4               The National Academy of Sciences

          5    does appoint members in the category of economic

          6    science.  They are an extremely distinguished

          7    group.

          8               But the only stated criterion for

          9    membership is distinguished and continuing

         10    contributions to original research, not very

         11    specific from the standpoint of the objectives of

         12    antitrust litigation.

         13               I've also sort of poked and prodded

         14    around the American Economic Association to see



         15    if they were interested in getting into the

         16    business of determining qualifications for

         17    experts who might be called upon to testify in

         18    antitrust disputes.

         19               They are not interested.  The AEA is

         20    extremely sensitive to any activity that could be

         21    characterized as creating a professional barrier

         22    to entry.  And so they are not interested in this
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          1    little project.  That's fine.  But I think that

          2    there are some other avenues.

          3               There's of course the ability to

          4    appoint an expert that every District Court has

          5    under Rule 706(a).  Perhaps the continued

          6    implementation of the Daubert rule will lead to

          7    more frequent resort to that rule.

          8               There are other devices that have been

          9    used, the use of a particularly skilled law clerk

         10    as in Judge Wyzanski's rulings in the United Shoe

         11    Machinery cases back in the 1950s where Carl

         12    Kaysen was his law clerk, not a very happy

         13    model to use.



         14               In the Microsoft case Lawrence Lessig

         15    was employed by the trial court.  I suppose the

         16    jury is still out so to speak on whether that was

         17    a good idea or not.

         18               But I really -- my main point is that

         19    we should be encouraging some -- we should find

         20    some additional new supporting institution to

         21    improve the quality of the experts so that we

         22    can better evaluate the pro- and anticompetitive
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          1    effects for these practices when the per se rule

          2    is finally abandoned.

          3               And let me just close with a quotation

          4    from Justice Breyer which again is taken from

          5    Judge Acker.

          6               He says that unless and until there

          7    is a national register of experts on various

          8    subjects and a method by which they can be fairly

          9    compensated, the federal amateurs wearing black

         10    robes -- by which he means of course the federal

         11    trial judges -- will have to overlook their new

         12    gatekeeping function lest they assume the



         13    intolerable burden of becoming experts themselves

         14    in every discipline known to the physical and

         15    social sciences and some as yet unknown but sure

         16    to blossom.

         17               MICHAEL KATZ:  Thank you.

         18               (Applause.)

         19               MICHAEL KATZ:  Let's take a few

         20    minutes for questions here and start with the

         21    second presentation first and ask the panel to

         22    what extent do they think that there's actually
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          1    some market mechanism that's going to start

          2    working with experts.

          3               People having Daubert motions brought

          4    against them successfully, certainly the legal

          5    profession seems to keep track of who's been

          6    Dauberted.  Do you think that's going to start

          7    affecting the behavior of experts?  And will it

          8    be a good effect?

          9               TAD LIPSKY:  I think it already has.

         10    But I would rather hear from other panelists on

         11    the issue.



         12               GREGORY SIDAK:  I'm absolutely

         13    positive it has.  I've had one conversation with

         14    a famous economist who was very concerned about

         15    the implications of one of the notorious Daubert

         16    cases that Tad was alluding to.

         17               And it really changed the way he was

         18    willing to delegate certain kinds of analysis in

         19    a case to support staff.  So I think that that's

         20    clearly one implication of it.  But I think

         21    there's already been a market reaction to this.

         22    And I'm not trying to make a commercial plug for
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          1    any consulting firm.

          2               But I think the fact that many

          3    academics who wind up being expert witnesses

          4    affiliate with a firm that then has a brand name

          5    and a reputation that is at risk.  That is a kind

          6    of bonding mechanism that may be relied upon to a

          7    greater extent now as a certificate of quality.

          8               DAVID SCHEFFMAN:  I think the

          9    process -- having been an expert witness a lot --

         10    that Daubert has been largely very beneficial.



         11    And people are clearly aware and subject -- and

         12    experts can assume that they are going to be

         13    subject to Daubert challenge no matter what their

         14    credentials.

         15               The credentialing issue is really a

         16    false issue, as you can see from the Nobel Prize.

         17    There's plenty of highly credentialed people who

         18    according to the judge's opinion didn't really do

         19    the necessary work to offer expert opinions.  And

         20    so their testimony should be rejected if that's

         21    right.  It's really what's more the content.

         22               And I don't know a way to get that
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          1    other than the judge seeing what the experts are

          2    putting forward and seeing that this guy who just

          3    got on a case a month ago obviously couldn't have

          4    done enough work to offer a reasoned opinion.

          5               Obviously I think as you know in

          6    most antitrust issues there isn't metaphysical

          7    certainty in economics.  You're going to have a

          8    hopefully good economist on each side.  And I

          9    think that's beneficial rather than just having



         10    lawyers on each side.

         11               It's good to have someone bring in

         12    what's really the central content of an antitrust

         13    case and have the fact finder wrestle with

         14    different opinions.  It is a benefit to the

         15    system.  And I think Daubert is working well and

         16    is affecting the process and it will work itself

         17    out.

         18               MICHAEL KATZ:  I'll just throw in my

         19    own two cents worth.  One thing that actually

         20    strikes me as a little peculiar about the entire

         21    gatekeeper role is that it seems to be saying

         22    that the jury is not competent to evaluate what
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          1    the expert is saying about the antitrust case,

          2    which seems to me then raises a fundamental issue

          3    of what it is the jurors are competent to do in

          4    an antitrust case.

          5               If they can't judge the truthfulness

          6    of the central witness, that seems to me actually

          7    a serious question whether they can do anything

          8    useful.  But let's move on to some other topics.



          9               JOSEPH FARRELL:  Sorry.  Can I have --

         10               MICHAEL KATZ:  Sure.

         11               JOSEPH FARRELL:  I'd just say I

         12    haven't followed this issue closely.  But I have

         13    read one or two of the Daubert opinions.  And

         14    in one case I was pretty unimpressed with the

         15    judge's reasoning behind excluding the witness'

         16    testimony.

         17               So we shouldn't assume that this is

         18    going to be a very well functioning mechanism if

         19    it's mediated through penalty on being excluded

         20    as opposed to careful consideration of what the

         21    witness said and whether it made sense.

         22               GREGORY SIDAK:  I agree with that.
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          1    I think that of the three well known cases that

          2    I'm aware of, one of them was an egregious false

          3    positive.

          4               MICHAEL KATZ:  Let me then go

          5    back to what Greg was saying about seeing the

          6    possibility of TELRIC now being used in antitrust

          7    cases as ensuring that understood bundling is



          8    really taking place.  The question I have -- this

          9    may be a question for Greg or for Joe since he's

         10    now the recognized authority on TELRIC.

         11               You're allowed to gloat for one day

         12    after the Supreme Court ruling, Joe.  After that

         13    you have to go back to being your modest self.

         14    But the question is what would TELRIC mean for IP

         15    or for software.  I was wondering if either one

         16    of you could say something about what that would

         17    look like if that's the way these go.

         18               GREGORY SIDAK:  I think the first

         19    factor that would be distinguishing is the low

         20    marginal cost.  So if you're looking at the long

         21    run incremental cost of a piece of software,

         22    you're getting pretty close to a price of zero.
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          1               So obviously there's a lot of thought

          2    that has to go into whether something being

          3    added to that is monopoly rent or is it just

          4    quasi-rent, a return to the legitimate investment

          5    in product development and innovation.

          6               JOSEPH FARRELL:  Well, let's see.



          7    Yesterday I had the choice of reading the Supreme

          8    Court ruling or preparing for today, and I

          9    thought I would prepare for today.  I didn't

         10    realize that it wasn't a choice.

         11               First of all on the point Greg just

         12    made, TELRIC is meant to be long run incremental

         13    cost which includes fixed costs.  And so it would

         14    be a misimplementation of TELRIC to not include

         15    the development cost for the software.

         16               But I don't want to make too much of

         17    that because that might be heard as suggesting

         18    that you could do this well.  And I'd just like

         19    to say the Telecommunications Act is not regular

         20    antitrust law.  I don't think anybody thought it

         21    was.  There's a reason it's a separate act.

         22               It's kind of an emergency measure to
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          1    de-monopolize an industry that is extraordinarily

          2    difficult, extraordinarily difficult to

          3    de-monopolize.

          4               And when we talk about tying and

          5    bundling policy in general in antitrust, the goal



          6    I think is not to try to remove the quasi-rents

          7    that a firm legitimately has in its intellectual

          8    or other property individually.

          9               It's to try to do something about

         10    possible clever strategies by which it can

         11    increase those quasi-rents by tying things

         12    together.

         13               The goal in the Telecommunications Act

         14    was not to leave the Bells and other incumbent

         15    LECs with the full monopoly or quasi-monopoly,

         16    quasi-rents from their facilities.  And that's

         17    part of what made it so difficult.

         18               And it's part of the reason why as

         19    the act said you have to have a cost based rather

         20    than, for instance, top down or just structural

         21    remedy.

         22               So it seems to me -- I hope Greg is
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          1    wrong.  I hope that TELRIC will not be generally

          2    applied in antitrust unbundling situations

          3    because it seems to me that the

          4    Telecommunications Act and TELRIC try to do quite



          5    a lot more than we should be trying to do in

          6    antitrust unbundling cases.

          7               MICHAEL KATZ:  Joe, let me put you on

          8    the spot.  For one thing we talked earlier about

          9    marginal cost being zero.

         10               And you said -- I took your answer to

         11    be well that makes a real problem when you try to

         12    use some sort of cost floor to judge whether the

         13    behavior should be allowed under the antitrust

         14    laws or not because you get a floor of

         15    essentially zero.

         16               And I thought you were saying that

         17    that was too shortsighted a view of what should

         18    be allowed.  You're saying, I think correctly,

         19    that TELRIC would be a mess in the case of IP.

         20    Do you think it's just a mistake to try to have

         21    any sort of cost standard at all?  Or is there an

         22    alternative approach you would recommend?
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          1               JOSEPH FARRELL:  In the case of IP

          2    bundling you mean?

          3               MICHAEL KATZ:  Yes, right.



          4               JOSEPH FARRELL:  You know, this

          5    is sort of what I was going to say in any

          6    presentation but we can speed up my presentation

          7    if I say it now.  Just as a personal matter but I

          8    suspect it might be applicable to other people

          9    too, I don't know what goes on inside other

         10    people's heads.

         11               When I face an antitrust case I try to

         12    ask how does this behavior or does this behavior

         13    really get in the way of rivals or potential

         14    rivals offering a better deal in the long run.

         15    And from that point on it really becomes

         16    fundamentally situational and fact intensive.

         17               And I personally don't find it

         18    terribly helpful to throw around abstract terms

         19    like bundling and tying.  I find it's more

         20    helpful to ask suppose somebody wants to come in

         21    and offer a better product, or suppose a rival

         22    wants to cut price; how does this behavior or how
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          1    does this structure get in the way.

          2               So given that I find that initially



          3    somewhat unhelpful, I don't find it easy at all

          4    to answer a question like should there be a cost

          5    standard involved in doing it.  You'd really have

          6    to ask me at least about a particular set of

          7    facts.

          8               MICHAEL KATZ:  Well, let me do this.

          9    Let me tell people who you are and then let you

         10    talk about whatever you want for a few minutes

         11    and we'll ask you some questions about what you

         12    just said since getting you out of order -- for

         13    those of you who don't already know, Joe Farrell

         14    is a Professor of Economics at the University of

         15    California-Berkeley.

         16               He's also the Chair of the Competition

         17    Policy Center there and an Affiliate Professor of

         18    Business.  As well as being a coauthor of mine

         19    and an academic colleague, he was one of my

         20    recent -- or most recent -- predecessors as the

         21    DAAG for Economics here at the Antitrust

         22    Division.
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          1               He also was my successor as chief



          2    economist at the FCC, which is where he had the

          3    role in TELRIC and leading up to yesterday's

          4    Supreme Court decision.  So Joe is going to offer

          5    his thoughts, some additional thoughts on the

          6    economics of IP bundling and licensing and

          7    whatever else he wants to speak about.

          8               (Technical support discussion.)

          9               MICHAEL KATZ:  Apparently there was

         10    some natural order.  Originally David was simply

         11    scheduled to go first.  And I thought I would try

         12    reversing the order between Joe and David, but

         13    apparently the technical gods do not want that to

         14    happen.  So if we can we'll have David go first.

         15               (Technical support discussion.)

         16               MICHAEL KATZ:  While the overhead

         17    projector is being set up, I'll introduce David

         18    Sibley who currently holds the John Michael

         19    Stuart Centennial Professorship of Economics at

         20    the University of Texas at Austin.

         21               He's served as an economic consultant

         22    to both the U.S. Department of Justice and the
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          1    Federal Trade Commission.  And I guess we'll have

          2    to ask him whether he's ever been a consultant

          3    for the PTO.  Anyway, we're delighted he's here.

          4               And he will discuss situations in

          5    which his analysis indicates that certain

          6    unilateral licensing practice terms can be

          7    problematic.  In particular something near and

          8    dear to the hearts of all economists is whether

          9    certain functions are concave or convex.

         10               DAVID SIBLEY:  You've heard lots of

         11    seasoned advice from other people.  Here's some

         12    of the unseasoned variety from me.  This is a

         13    work in process with Simon Wilkie from Cal Tech.

         14    For those of you who like to follow comings and

         15    goings of economists in Washington, Simon is

         16    going to be the next chief economist at the FCC.

         17               Now, clearly economists talk a lot

         18    about the economic effects of contracting

         19    practices of one sort or another.  But usually

         20    the emphasis really is on what an optimally

         21    designed contract would be like or would people

         22    enter in on a certain contract.
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          1               I'll be talking about that in a way.

          2    But my concern is really more with having signed

          3    a contract, can folks get out of it efficiently.

          4    So I guess I call this efficient withdrawal from

          5    an IP contract.

          6               Suppose we have two firms that are

          7    considering licensing the current state of the

          8    art from an IP holder knowing that at some future

          9    date a new state of the art is going to arrive

         10    and there will be some IP holder that has that.

         11               Now, their choices are:  Don't

         12    license the current state of the art; go on with

         13    something kind of clunky and not very good and

         14    wait for the new IP to come along and sign with

         15    the new guy when he does come along;

         16               Or to sign a contract with the owner

         17    of the current IP, and that contract might

         18    perhaps exceed the length of time that it would

         19    take for the new contract to arrive.

         20               Now, if one does sign a contract with

         21    the current IP, then when the new one comes along

         22    a licensee might want to sort of get out of the
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          1    old contract and then sign up with the new one.

          2               Now, in a way this is a -- or should

          3    be a kind of classic IP issue.  Economists all

          4    the time talk rather blithely about new

          5    technologies coming along, and of course people

          6    sign up with the new technology.

          7               But there isn't much thought given

          8    to how long that takes; does the process of

          9    switching customers from the old one to the new

         10    one happen in a particularly good way.

         11               And that's really what my talk is

         12    going to be about.  Now, a lot of contracts

         13    whether they are IP or otherwise have abrogation

         14    clauses.  I've read a number.

         15               And a lot of them say that if you walk

         16    from a contract -- in this case an IP contract --

         17    you have to compensate the current IP holder for

         18    the direct and indirect harm caused by your

         19    withdrawing from the contract which in many cases

         20    is an unexceptional sort of idea.

         21               But there may be cases in which that

         22    leads to unexpected effects.  Suppose, for
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          1    example -- this is the only graph or anything in

          2    the least mathematical.

          3               Suppose that we have these two

          4    licensees and each licensee produces output.

          5    And there are some benefits that the current IP

          6    holder gets depending on how many units of output

          7    are produced with his particular technology.

          8               So on this axis we have units of

          9    output produced with the current IP.  And on this

         10    axis we have dollar benefits accruing to the

         11    current IP holder.  Now, the way I've drawn it,

         12    this curve rises as you might expect.

         13               That is the larger the number of units

         14    of output that embody the current IP owner's IP,

         15    the better off he is.  This could be through

         16    royalty payments, the ability to produce

         17    complementary products, perhaps advertising

         18    revenues, all kinds of things.

         19               But notice the way I've drawn it it

         20    rises at an increasing rate.  That is to say, as

         21    extra units of output are produced using the IP

         22    of the currently optimal IP owner, the better off



                                                                  79

          1    he is at an increasing rate.

          2               Now this could come about because of

          3    scale economies for example, scale economies of

          4    production or advertising scale economies or

          5    there are lots of ways it could happen.

          6               And as we'll see this actually gives

          7    rise to a problem.  I'll come back to this.

          8    We're going to assume initially that two

          9    licensees have signed contracts with the current

         10    IP holder and then a newer and better IP comes

         11    along.

         12               And I'm also going to suppose that

         13    holding fixed the other licensee, either licensee

         14    could profitably buy his way out of the old

         15    contract, i.e. pay off the current IP holder for

         16    his lost benefit and switch some or all of his

         17    output to the new technology.

         18               Now, one benchmark economists always

         19    use and which to a large extent is embodied in a

         20    lot of antitrust principles as well is economic

         21    efficiency.

         22               And in this case economic efficiency
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          1    would say that the two licensees would withdraw

          2    output from the current IP and go with the new

          3    latest and greatest IP up to the point where the

          4    marginal benefit to them of withdrawing another

          5    unit of output from the current stuff to the new

          6    stuff equals the marginal damage cost to the

          7    current IP owner.

          8               Unfortunately for the efficient

          9    functioning of this process the abrogation clause

         10    that I went over a minute ago combined with these

         11    economies of scale here gives rise to a problem.

         12               Let's suppose that you are the first

         13    IP -- or the first licensee to try to in a sense

         14    buy you out of this contract.  Well, this is the

         15    benefit to the current IP owner of having both of

         16    you guys signed up with him.

         17               Let's suppose that each licensee

         18    produces 50 units.  So the first one to withdraw

         19    has to pay the difference between this point and

         20    that point which is quite a lot.  Whereas the

         21    second one to withdraw only has to pay this much.



         22               So there's a coordination problem.
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          1    Each licensee wants to be the last to exercise

          2    the abrogation clause.  Now, this fact has some

          3    consequences.

          4               Assuming that someone does sort of

          5    test the waters, the first licensee to withdraw

          6    as I just indicated pays quite a high price but

          7    reduces the price that the second licensee has to

          8    pay.  So there's kind of a positive externality

          9    between licensees.

         10               That is, the first one confers a

         11    positive externality on the second one.  However

         12    total output withdrawn from the current IP and

         13    shifted into the new, latest, and greater IP is

         14    less than the efficient benchmark level that I

         15    talked about earlier.

         16               And furthermore, licensees wait too

         17    long to do this.  Now, I'm assuming here that

         18    each licensee has a positive rate of time

         19    discount.  So the efficient thing to do is if

         20    you're going to withdraw output do it right away.



         21    Why wait, because of time discounting.

         22               Well, in this case they wait.  And in
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          1    fact we have examples where they wait a long

          2    time.  Now, these first three bullet points are

          3    in the case where both licensees signed up.  So

          4    they are sort of waiting each other out, not

          5    wanting to go first because they would prefer to

          6    go second and pay less for bailing out.

          7               The result is they wait a long time.

          8    There is another possible outcome to this

          9    particular scenario which I didn't put on the

         10    transparency.  And that is both guys don't sign

         11    the contract.

         12               You could rationally it turns out have

         13    a situation in which one of the two licensees

         14    doesn't sign with the current IP.  He just waits

         15    for the new IP to show up and then puts all of

         16    his output into that.

         17               In that case the one who has signed

         18    clearly will withdraw right away because there's

         19    no coordination problem then.  But there's still



         20    an economic cost because the one who did not sign

         21    the contract with the current IP uses a less than

         22    currently state of the art technology and until
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          1    new IP comes along.

          2               And he only does that because of his

          3    coordination problem that I've described.  So

          4    whether one licensee signs the contract or both

          5    licensees sign the contract, there's still an

          6    economic cost.

          7               Now, some implications here.

          8    Long-term contracts can be particularly

          9    exclusionary if the owner of the current IP

         10    enjoys economies of scale in the way that I've

         11    suggested here.

         12               And the exclusion doesn't necessarily

         13    come about because of nefarious acts by the owner

         14    of the IP.  It simply comes about because of the

         15    interaction of this abrogation clause which is

         16    quite a common one and the presence of scale

         17    economies.

         18               The current IP owner doesn't actually



         19    have to do anything to make it difficult for

         20    people to switch from his technology to the new

         21    one when it comes along.  The coordination

         22    problem does that for him.
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          1               Now, when new technology arrives,

          2    the coordination problem means that a licensee

          3    doesn't buy his way out of the current IP even if

          4    it were theoretically possible for a third party

          5    who would say, Farrell, you go first and,

          6    Mr. Polk, you go second or sort of break the

          7    coordination problem that way.

          8               Even if things would work out fine

          9    with a third party refereeing who goes first,

         10    that doesn't happen here because of the

         11    individual coordination problem.

         12               Now, if the current IP owner operates

         13    under constant returns where that diagram that I

         14    went through sort of just goes up like a straight

         15    line, then we don't have a problem.  People

         16    withdraw the right amount from the current IP,

         17    put it into the new IP, and they do it



         18    right away.

         19               Now, I've tried to think about other

         20    ways of designing abrogation clauses that

         21    wouldn't give rise to these problems or wouldn't

         22    create other problems.  And it's actually not
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          1    that easy to do.

          2               A little later on in the talk I may be

          3    talking about a paper by Aghion and Bolton which

          4    is a very different paper but it involves an

          5    abrogation clause which is a liquidated damages

          6    clause.

          7               That is to say, you don't really have

          8    to pay the current IP owner in my setting the

          9    exact cost to him if you're withdrawing output.

         10    You just pay a fixed amount, liquidated damages.

         11               Now, if that's the way contracts look,

         12    that would get around all these problems.

         13    However, if you've read the Aghion and Bolton

         14    paper, it may give rise to other ones, i.e. the

         15    ones that Aghion and Bolton talked about.

         16               So I guess that's all I'll say except



         17    to re-emphasize that what makes the party go is

         18    the abrogation clause itself, not that the IP --

         19    current IP owner is doing anything bad.

         20               And I'll also I mention I guess that

         21    since Michael Katz mentioned concavity as well as

         22    convexity that if the diagram showed decreasing
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          1    returns to scale for a reason I haven't yet -- I

          2    haven't yet come up with a good story for why

          3    that would be true.

          4               But if it did, then everything happens

          5    at the right time, but it turns out then too much

          6    of what's withdrawn from the contract, because

          7    you always want to be first.  Okay.  Thanks.

          8    That's it.

          9               MICHAEL KATZ:  Thank you.

         10               (Applause.)

         11               MICHAEL KATZ:  I think all the things

         12    I said about Joe Farrell's identity are still

         13    true to the best of my knowledge.  So take it

         14    away, Joe.

         15               JOSEPH FARRELL:  It's not my fancy



         16    background to do the PowerPoint I'm happy to tell

         17    you.  There we go.  All right.  Bundling, as I

         18    said earlier, is in some sense about two

         19    questions.  And it's important not to confuse

         20    them.

         21               In the case of intellectual property

         22    bundling, it seems to me that the second question
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          1    takes on a slightly different, perhaps very

          2    different slant from what it does in generic

          3    industries.

          4               So the competitive analysis of

          5    bundling is partly about how bundling affects

          6    users' -- buyers' -- willingness to go without

          7    the product, in other words, how it affects

          8    demand.

          9               And in that part of the analysis you

         10    think about the pro-efficiency benefits of

         11    reducing the marginal price towards marginal

         12    cost.  And you perhaps also think about the

         13    effects on pricing decisions of existing firms of

         14    having the bundling.



         15               And that relates to the pizza and

         16    beer example, for example, that Greg Vistnes

         17    described.  So sort of the generic econ one

         18    alternative to buying the bundled products is you

         19    don't buy the bundled products, you, the

         20    consumer.

         21               So the second part -- now that's

         22    interesting and it's worth thinking about.
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          1    And it's relevant certainly for the antitrust

          2    analysis.  But it's not central to the antitrust

          3    analysis I think, if I can make that distinction.

          4               What I think is more antitrust-like

          5    and also at least as relevant to the antitrust

          6    analysis is what effect does this practice

          7    have on somebody else, an existing rival or a

          8    potential entrant who might be interested in in

          9    some way in offering a better deal.

         10               And can bundling be a barrier to

         11    entry?  Can it cause rivals to exit?  Can it

         12    cause rivals to raise their price and thus reduce

         13    their willingness if not their ability to offer a



         14    better deal?

         15               So in a generic bundling analysis it

         16    seems to me -- and I'm treating tying at the same

         17    time as bundling here -- you have to ask that

         18    fundamental question.  Well, of course that's

         19    true here too.

         20               But there's a particular version

         21    of that which I don't think has a very close

         22    parallel although it has some parallel in the
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          1    generic case.

          2               And that is challenging the

          3    intellectual property.  So is challenge specific

          4    to intellectual property?  It seems like it.

          5    Usually in a bundling or tying analysis you don't

          6    think about a competitor coming along and saying,

          7    well, you're selling that pizza but it's actually

          8    not your pizza.

          9               So I'm going to talk more, much more

         10    later today about incentives for challenge.  But

         11    what I want to do right now is just point out

         12    that the analysis of tying or bundling needs to



         13    deal with both the demand side effect and the

         14    competitive effect.

         15               And one of the big competitive effects

         16    in IP bundling is going to be challenge.  So now

         17    what about attaching -- by which I mean tying 

         18    and/or bundling -- intellectual property to 

         19    intellectual property or other goods?

         20               I'm not going to say anything very

         21    substantive here partly because, as I said

         22    earlier, I don't think my brain works that way in
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          1    this coming up with observations in response to

          2    these abstract nouns, but also partly because of

          3    time.

          4               But I think it is widely believed that

          5    putting together these products is apt to affect

          6    private incentives to challenge the IP.  And I'll

          7    talk about that right now.  Yes, I'll talk in a

          8    moment and then more later today about whether

          9    that's actually going to be true.

         10               But what I want to do now is to just

         11    raise very briefly a thorny issue which is in a



         12    conventional analysis we have some idea -- we

         13    have a pretty good idea actually -- what the

         14    correct incentive, economically correct incentive

         15    as Professor Sibley would put it, the

         16    economically efficient incentive is to enter and

         17    compete against an existing product.

         18               And you can ask is that incentive

         19    affected by the bundling or the tying.  In the

         20    case of challenging intellectual property, it's

         21    not so clear at all I think what the economically

         22    efficient incentive to challenge is.
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          1               There are obviously effects in

          2    this market from a successful challenge to

          3    intellectual property.  If we want to be hard

          4    nosed about it and say you've got to look in this

          5    market, well, the effects are rather dramatic and

          6    positive.

          7               Namely, you get rid of the mark-up

          8    attributable to the intellectual property.  But

          9    that's obviously not a very good analysis because

         10    the effect of challenging the IP is partly that



         11    you reduce potential innovators' expectations

         12    of how much they might collect from IP in

         13    the future.

         14               So although there's the usual question

         15    of do you use a consumer surplus standard or

         16    total surplus standard, you also I think have to

         17    look at the intellectual property incentives

         18    effects of profits.

         19               Let me skip over that one and just

         20    talk a little bit about a couple of examples.

         21    There are potential profit gains and market power

         22    gains from attaching intellectual property to
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          1    something structural that can give you long

          2    lasting market power.  Let me just mention a

          3    couple of examples.

          4               In the telephone industry one of the

          5    things that happened early in the industry was

          6    the Bell System took the patent which was

          7    primarily on the handsets, what non-phoneheads

          8    call phones, the things that sit on your desk.

          9               And when that patent expired it looked



         10    like they were not going to have any market power

         11    to speak of anymore because other people could

         12    produce these handsets in a pretty similar kind

         13    of way.

         14               And what happened instead was that the

         15    Bell System effectively attached, physically

         16    attached these handsets to a network of wiring.

         17    And of course a network of wiring is a market

         18    asset much less susceptible to rapid, small

         19    scale, and easy challenge.

         20               It's the original network effect.  In

         21    the case of Star Pagination it's not so clear

         22    that you can physically distinguish the two
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          1    goods.

          2               But it seems to be what's going on

          3    there is you have some intellectual property,

          4    namely on a rather arbitrary system of page

          5    numbering, and it gets in some sense hooked up

          6    with the network effects of attorneys wanting a

          7    common system to refer to legal documents.

          8               And so the intellectual property



          9    becomes more valuable by being incorporated in

         10    this network product.  So is all this a problem?

         11               Well, clearly in those examples, and

         12    I think in many others, structural features in

         13    the market are amplifying the rewards to the

         14    intellectual property and amplifying the short

         15    run or ex post harm to consumers from the

         16    intellectual property.

         17               If you think about the foundations of

         18    intellectual property policy you realize that

         19    what you're saying is that in some circumstances

         20    based on market structure features you're giving

         21    much more market power if you like as a reward to

         22    the innovation than in other circumstances.
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          1               Well, is that good or bad?  Economic

          2    theory answers with a resounding yes.  It is good

          3    or bad.  There may be some presumption there if

          4    you have a particularly big amplification where

          5    the network effects are a lot bigger than the

          6    network independent increase in value.  But then

          7    there's a problem.



          8               And I've referred to this elsewhere as

          9    the difference between V which is the increase in

         10    value from having the superior product available

         11    holding fixed network effects, so comparing the

         12    world versus a but-for world in which you have

         13    the same network but with the less developed

         14    technology.

         15               That I call V.  V can be a lot less

         16    than the full reward to implementing your IP and

         17    thus gaining control of a network industry which

         18    I refer to as V plus N where N is the value of

         19    the network effects themselves.

         20               And this possible presumption that I

         21    refer to in the last line but one is the idea

         22    that if N is a lot bigger than V then there's a
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          1    competitive problem here, that the market power

          2    attributable to the innovation is not

          3    commensurate with V but is perhaps a lot bigger

          4    than V.

          5               That doesn't tell us what to do.  It

          6    certainly doesn't tell us in what circumstances a



          7    feasible unbundling policy is going to be the

          8    answer to what to do.  But I think it does pose

          9    a version of the question.  That's it.

         10               (Applause.)

         11               MICHAEL KATZ:  Actually, Joe, let's

         12    start with a somewhat technical question.

         13    Your last point you were making about the

         14    amplification of the returns to IP because of

         15    various first mover advantages, what about the

         16    counterargument that says, look, if V is small,

         17    then the rivals ought to be able to do something

         18    like just lower their prices.

         19               Is there some other way of offering

         20    value?  And basically the point is, sure, someone

         21    ends up being the dominant network, but they had

         22    to compete to get there.
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          1               And so you need to have a theory that

          2    explains why a small change in a certain part of

          3    the technology early on changes the entire path

          4    of the industry, and not only that but the rents

          5    over the life of the industry change



          6    dramatically.  In a lot of cases it wouldn't

          7    actually work.

          8               JOSEPH FARRELL:  In some cases it

          9    wouldn't work that way.  That's right.  Actually

         10    let me put in a plug, not for my own work here,

         11    but for the journal that I used to edit.  In the

         12    Journal of Industrial Economics, 1992, Professor

         13    Katz and Professor Shapiro published a paper,

         14    "Product Introduction with Network

         15    Externalities."

         16               And buried in the appendix to that

         17    paper and apparently unknown as far as I can tell

         18    to both of its authors at this late date is the

         19    answer to that question.

         20               And it turns out that if you do a

         21    sophisticated, sublime, perfect analysis of this

         22    question, if the quality difference is large
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          1    enough that the superior technology will still

          2    win even after losing one day's or one cohort's

          3    or one generation's adoption, okay, and that may

          4    be a large threshold or a small threshold



          5    depending on how big a cohort is.

          6               If the quality difference is that big

          7    and that may be quite small, then the superior

          8    technology in effect doesn't have to fight for

          9    its win.  That is, the rents it gets include the

         10    network benefit.

         11               On the other hand, if you have a

         12    smaller quality difference then what Professor

         13    Katz, 2002, said is right.  And the network

         14    benefit gets dissipated from the seller's point

         15    of view or transferred to consumers through the

         16    ex ante competition.

         17               MICHAEL KATZ:  While you're correcting

         18    my economics, I'll correct your grammar.  I

         19    believe what's there is not the answer.  It's an

         20    answer.  It was in the appendix for a reason.

         21               Let me ask Professor Sibley.  You

         22    talked about the implications of your analysis.
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          1    If you could talk about the antitrust

          2    implications of your analysis or the policy

          3    implications as you see them.  I guess I'd ask



          4    about two parts to that as well.

          5               One is you were talking about if

          6    I understand correctly situations where these

          7    problems could arise in some sense innocently

          8    because the -- I take it the way you had it, if

          9    one thought about intent it was that the licensor

         10    just said, look, I want to internalize these

         11    effects; I'm being harmed if people pull off; I'm

         12    trying to internalize it, and lead to

         13    coordination problem, being completely innocent.

         14               Certainly there's also the possibility

         15    that absent the underlying economies of scale or

         16    any sort of technological reason you just say,

         17    look, I'm going to have a big penalty for pulling

         18    off because I want to try to lock people in.  I

         19    was wondering if you could address each of those

         20    situations.

         21               DAVID SIBLEY:  Sure.  I don't want

         22    whether this exists, but there is the possibility
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          1    that the current IP owner might have said the

          2    first guy to leave has to buy me a new toaster or



          3    some sort of penalty to being the first one to

          4    leave.

          5               I suppose it's -- this represents

          6    thinking beyond what I've done.  But in a court

          7    setting one might find that claimed economies of

          8    scale were sort of claimed basically to create

          9    this coordination problem and in fact may be

         10    rather slight.

         11               It could also be the case that perhaps

         12    if we wanted to look for possible malignant

         13    intent by the owner he might do things which

         14    would create those economies of scale whose only

         15    intent would be to create this particular

         16    coordination problem.

         17               Apart from a particular wrinkle on

         18    exit from contracts that I was talking about

         19    today, I should point out that a lot of contracts

         20    I've read do have other disincentives to people

         21    leaving.

         22               For example, if you were licensing a
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          1    technology to someone and you said that the basic



          2    license rate is $10 billion a unit but I'm going

          3    to give you a discount so that after the discount

          4    you'll only have to pay a tenth of a cent per

          5    unit, but of course if you abrogate the contract

          6    then retroactively we apply the original price.

          7    So that would be creating a huge sunk cost to

          8    exiting the contract.

          9               MICHAEL KATZ:  Would you see there

         10    being an antitrust prohibition of something where

         11    someone had a contract that, say, reflected the

         12    economies of scale so they really are just

         13    charging the marginal loss to them?

         14               DAVID SIBLEY:  I think I would only

         15    see an antitrust prohibition if I could think of

         16    an abrogation clause that wouldn't give rise to

         17    this problem and was otherwise a good one.

         18               MICHAEL KATZ:  Joe, you wanted to say

         19    something.

         20               JOSEPH FARRELL:  Maybe this gets to

         21    that.  You said you had done some thinking about

         22    potential other ways to do abrogation.  In the
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          1    model you described I think the abrogation

          2    penalty was calculated as if the second licensee

          3    was not going to abrogate.

          4               But then in fact he did.  So you might

          5    think that would solve it.  Actually I wonder

          6    whether that actually could make it worse if the

          7    effect of -- true effect of the first abrogation

          8    is that both parties leave.  So then in a causal

          9    sense the first party should pay the whole, not

         10    just the big half.

         11               DAVID SIBLEY:  There are these

         12    externalities between licenses.  And actually in

         13    the modeling I'm assuming that if you -- I think

         14    I said this, that if you dictated who was going

         15    to go first, they would both find it privately

         16    rational to bail the old contract.

         17               It's simply that because of this

         18    coordination problem if you leave it -- let them

         19    do it in a decentralized way -- they won't do it

         20    very efficiently.  You could also get rid of this

         21    simply by having a dictator, someone saying you

         22    go first or never mind the contracts; here's what
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          1    you pay.

          2               MICHAEL KATZ:  I have another question

          3    for Joe.  Joe is a young man.  He has not learned

          4    the lesson in life that one shouldn't mess with

          5    the moderator.  So, Joe, I'll ask you a question.

          6               It seems like you have enunciated an

          7    antitrust principle today or a policy basis which

          8    is if you see something you don't like then we'll

          9    do something about it, but you're not going to

         10    tell anybody in advance what that is.

         11               So let me ask how people would advise

         12    their clients in that world.  And obviously the

         13    serious question is you have identified some of

         14    the problems that have this sort of cost based

         15    rule that clearly has a problem.

         16               You've talked about how it makes a lot

         17    more sense to look at the specific facts, to have

         18    a welfare standard, to ask does the practice harm

         19    welfare or not.

         20               But the serious issue as you know of

         21    course is if things are that fact intensive and

         22    that detailed, is there any way for the parties
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          1    to predict what the outcome of say a Justice

          2    Department analysis would be?  How will they know

          3    what they can and can't try doing?

          4               JOSEPH FARRELL:  Yes.  I think there's

          5    no really good answer to that.  The best answer

          6    I can give is for corporate counsel or outside

          7    counsel not to ask, well, are you tying; are you

          8    not tying; is this price below cost or above

          9    cost.

         10               But to ask why are you doing this;

         11    what are the efficiencies, are there other ways

         12    to achieve the efficiencies; do you expect it to

         13    block competition.

         14               And for the advice to be based on the

         15    counsel's good -- excuse me -- on the client's

         16    good faith answers to those questions rather than

         17    on answers to what might be perhaps more

         18    mechanical questions but less relevant questions.

         19               MICHAEL KATZ:  Jonathan, could you add

         20    something?

         21               JONATHAN JACOBSON:  I think Justice

         22    Brandeis actually addressed this in the hearings
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          1    that led to the Clayton Act and the FTC Act.  And

          2    basically what he said is if you want me to tell

          3    you where the line is, I can't tell you where the

          4    line is.

          5               I can tell you how close you might

          6    approach the line so that you can be safe.  And

          7    the real policy question that raises is what is

          8    the efficiency loss between what is safe and

          9    where the ultimate line is.

         10               It's my -- this goes back to the

         11    question that David asked earlier.  It's my sense

         12    that at least in the case of bundling practices

         13    the degree of efficiency loss from not being able

         14    to tie as opposed to achieving the business

         15    objectives through some other means is rather

         16    limited.  It's real.

         17               It's particularly real in the case of

         18    the IP presumption where we're presuming market

         19    power for people that really just don't have any

         20    at all.

         21               But in general if you follow the

         22    Brandeis approach in the tying context you will
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          1    not lose an awful lot of efficiency.  You're not

          2    going to be able to tell where the line is.  But

          3    that's not as serious a problem as you may think.

          4               MICHAEL KATZ:  Greg Vistnes?

          5               GREGORY VISTNES:  I just want to

          6    follow up on what Joe was saying.  I think

          7    there's -- it's a little bit of a strange thing

          8    for an economist to be saying.

          9               But I think Joe's approach to

         10    assessing bundling problems is actually a very

         11    good one in that it's a lot easier to tell from

         12    how a firm is operating what their intent is.

         13               Are they really pursuing bundling to

         14    help themselves to make themselves more efficient

         15    competitors or is it more directed at harming the

         16    rivals?  I think a firm itself will often have

         17    a very good feel as to what this bundling is

         18    motivated or directed at.

         19               And in practice as far as, well, we

         20    have a lot of economic theories; we can try to

         21    impart them; we can try to tell does the

         22    theory work.
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          1               In practice what I've often seen is

          2    that the, quote, theory behind a case is really

          3    driven by the facts that the folks in the agency,

          4    perhaps more the attorneys than the economists,

          5    are going to be looking at the documents.

          6               The documents and the interviews, all

          7    this non-, quote, pure economic evidence will be

          8    reflecting the intent of the parties.  And if the

          9    antitrust agencies see the intent of causing harm

         10    to the rivals, I think nine out of ten times they

         11    will find a theory to buttress that sort of

         12    intent type story.

         13               It may not be a very rigorous economic

         14    theory.  But I think it's a theory that will make

         15    the attorneys sufficiently comfortable to often

         16    take that to court or at least significantly get

         17    in the affairs of the parties and make them wish

         18    they had never done it.

         19               DAVID SCHEFMAN:  Let me respond to

         20    that.  I think we clearly need more clarity on

         21    what Greg just said.  I'd add the predicate as I



         22    think he would that no agency for a long time
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          1    would pursue that sort of case on a per se --

          2    simply per se basis.

          3               They would think that they had a

          4    bona fide monopoly and a bona fide theory of

          5    anticompetitive effects.  And then intent

          6    evidence is certainly of some relevance.

          7               Jonathan, I'm curious when you talked

          8    about counseling you didn't talk about who were

          9    the likely plaintiffs here.  Bringing an

         10    antitrust case is very expensive.

         11               So I presume one of the discussions is

         12    who would be likely to mount an effort to sue us,

         13    and isn't that -- doesn't that to some extent

         14    cure the problem.  That is, if you are not

         15    forcing or you are not excluding in an overt way,

         16    you're probably not going to get sued.

         17               Now, there are instances certainly of

         18    those others where you are going to get sued

         19    where per se is inappropriate.  But doesn't that

         20    question solve a lot of the problem or not?



         21               JONATHAN JACOBSON:  Absolutely.

         22    Absolutely.  The rules on antitrust injury and
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          1    standing limit the set of plaintiffs in the

          2    outset.  The number of cases where the federal

          3    agencies get involved is very limited.

          4               Unless you're dealing with a very high

          5    profile technology or you're really stupid, you

          6    are not going to get into federal agency

          7    difficulty on most counseling situations.

          8               And the likelihood of getting sued is

          9    fairly small.  So you can be fairly aggressive.

         10    On the other hand, given the state of the law

         11    today you just can't advise a client that has an

         12    intellectual property right that it's okay to tie

         13    with a patent or copyright.  It's just too

         14    dangerous.

         15               TAD LIPSKY:  And bear in mind I think

         16    that the practical impact of these rules is not

         17    necessarily felt strictly in the counseling

         18    situation.

         19               I think the unfortunate aspect, the



         20    aspect that has elicited so much scholarly

         21    criticism over the years, is counseling in the

         22    context where you are about to bring an
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          1    infringement suit.

          2               And the question is not in the open

          3    field would you expect a Department of Justice

          4    complaint for this conduct or would you expect a

          5    private complaint attacking this conduct.

          6               The question is to what degree are you

          7    willing to put your intellectual property at risk

          8    with the notorious overbreadth of the misuse

          9    doctrine where your misuse does not necessarily

         10    have to be in connection with the behavior that

         11    you're challenging in your infringement suit.

         12               And the penalty for misuse is you're

         13    completely deprived of any ability to enforce

         14    your intellectual property.

         15               And it's just a fact that for as long

         16    as I have been a lawyer it's per se malpractice

         17    to fail to advise a client who is considering an

         18    intellectual property infringement suit that he



         19    must be prepared to litigate any manner of crazy

         20    antitrust or misuse counterclaim -- or misuse

         21    defense.

         22               MICHAEL KATZ:  Let me ask you a
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          1    question about it.  I certainly agree with what

          2    you're saying.  I have in fact been involved in

          3    litigation where that's exactly what happened.

          4    It involved package licensing.

          5               But all of that said, it seems like

          6    package licenses are actually fairly common.  And

          7    so it seems like companies in fact are not being

          8    deterred from engaging in that form of bundling.

          9    I was wondering if you could sort of respond

         10    to that.

         11               JONATHAN JACOBSON:  Michael, I think

         12    you'll find that package licenses are extremely

         13    common, but the offer is not an all or nothing

         14    offer which will take the client out of the tying

         15    situation, an element of the offense being

         16    coercion.

         17               So I think most package licensing



         18    contexts, at least that have been advised by

         19    counsel, involve an alternative other than the

         20    package license.  Now, that invariably in a close

         21    case will get you into the issues that Greg was

         22    talking about earlier, you know, what's the

                                                                 111

          1    price.

          2               But one way to package licenses and

          3    not get immediately hauled into Federal District

          4    Court is to make sure there's an alternative

          5    available.

          6               MICHAEL KATZ:  As you were saying you

          7    immediately get into instead of saying it's a

          8    coercive package you hear that it's a coercive

          9    pricing.  And you get in these endless debates

         10    about whether there are realistic alternatives

         11    or not.

         12               JONATHAN JACOBSON:  Yes, but the

         13    courts have really closed the door pretty much

         14    all the way on those claims, and the number of

         15    claims of that nature that succeed are small.

         16    They are very difficult to pursue.  And the



         17    safety net for the client is reasonably tight.

         18               MICHAEL KATZ:  So does that suggest in

         19    fact for intellectual property that bundling is

         20    in a big safe harbor and as long as you're

         21    careful to have it all realistic looking or

         22    reasonable, whatever word one wants to put to it,
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          1    for the individual prices that then you're home

          2    free?

          3               JONATHAN JACOBSON:  Maybe not all the

          4    way, but it also raises the point of what's the

          5    efficiency in really insisting that the entire

          6    package be taken as opposed to offering the

          7    ability to take lesser included of the entire

          8    package.

          9               TAD LIPSKY:  This is a comment and

         10    also a question for Jon.  For many years I think

         11    the key precedent on this bundled pricing issue

         12    has been -- for plaintiffs anyway -- the

         13    SmithKline case in the Third Circuit which now

         14    that 3M LePage's -- I think it is subject to a

         15    petition for rehearing -- I can't remember



         16    whether it has been granted.  So are you really

         17    as confident as you sound in advising clients

         18    that they are essentially home free on bundling

         19    pricing where intellectual property is involved?

         20               JONATHAN JACOBSON:  The LePage's case,

         21    whichever side you're on, is a fairly extreme

         22    case where there's also a lot of evidence that
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          1    what 3M was trying to do was basically put

          2    private label tape out of business.

          3               And the number of cases that rise to

          4    that level of potential antitrust defense again

          5    are relatively small.

          6               My point is that the difficulty of

          7    proving that the pricing bundle is sufficiently

          8    coercive to withstand a claim given the expense

          9    of bringing an antitrust case I think deters an

         10    awful lot of plaintiffs, doesn't give you a

         11    complete safety zone, but gives you a measure of

         12    comfort that you can be -- achieve your business

         13    objectives without an undue threat of being

         14    hauled into court.



         15               Can lightning strike and you'll get

         16    sued for these practices?  Absolutely.  It does

         17    happen.  It just doesn't happen that often.

         18               MICHAEL KATZ:  Let me ask a final

         19    question of the panel, and it's whether people

         20    make this distinction or not.  Some people

         21    distinguish between a tie-in and a tie-out, one

         22    being the requirement that you purchase the
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          1    product; if you want to get A from me, you also

          2    have to purchase B from me.

          3               The other requirement is it that if

          4    you want to buy A from me, you can't buy B from

          5    anyone else.

          6               And there is certainly an intuition

          7    that suggests that second one could be more of

          8    a problem, particularly if you think about

          9    something like a package license where in the one

         10    case you might say, look, you have to buy all if

         11    you take our whole package it's a low price but

         12    that gets us over transactions costs.

         13               And, Joe Farrell notwithstanding, the



         14    marginal costs of throwing the extra intellectual

         15    property is zero.  Some people think it is a very

         16    different situation than when you say, okay, you

         17    have to take our IP and guess what you have to

         18    agree not to use other people's.

         19               I wonder if people make a distinction

         20    there or not or you think that those -- either

         21    you need symmetrical treatment or they both are

         22    hard or does anyone on the panel want to jump in
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          1    on that?

          2               TAD LIPSKY:  I can jump in.  Mike, I

          3    wouldn't say my thoughts have completely spun out

          4    on this.  But I think the considerations are

          5    somewhat different.  In many respects the

          6    question of whether to impose a tie-out ought to

          7    be addressed almost in terms of merger law.

          8               If we don't want to create distorted

          9    incentives for downstream vertical integration,

         10    we're going to have to appreciate that there are

         11    a lot of valid reasons why an intellectual

         12    property owner would only want to enlist help.



         13               And whatever the purpose of the

         14    license was, whatever the purpose of the sale

         15    was, be it distribution or manufacturing or some

         16    other complementary activity or some other

         17    activity in the chain of commerce, if you will,

         18    there are going to be a lot of circumstances

         19    where the intellectual property owner should be

         20    entitled to in a sense the complete loyalty of

         21    the partners -- of the other partner.

         22               It's very similar to the rationales
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          1    you find for exclusive dealing in the ordinary

          2    vertical context apart from considerations of

          3    intellectual property, although I think the

          4    problems probably have a better relationship than

          5    is widely appreciated.

          6               There are corner solutions.  There are

          7    situations where you're basically facing a Lorain

          8    Journal type of situation.

          9               But there's also one other important

         10    problem that I think should at least be noted.

         11    And that is there is a kind of schizophrenia I



         12    think in the way that antitrust has tended to

         13    treat these kinds of relationships and the use of

         14    this kind of restriction.

         15               Picture if you will a situation where

         16    somebody has come up with a real breakthrough

         17    innovation, something that is really going to do

         18    a lot of competitive displacement in the

         19    industry.

         20               On the one hand efficiency seems to

         21    suggest that the intellectual property ought to

         22    be licensed to everybody, that the technology in
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          1    a sense ought to take over the world.

          2               But on the other hand if you go ahead

          3    and get that solution, then you're going to have

          4    cases like Microsoft where there are going to be

          5    monopolization-type allegations against the

          6    process of taking over the world.

          7               But what's the alternative?  You say,

          8    well, half the world is allowed to have this

          9    intellectual property, and the other half is not

         10    in the hopes it will preserve some potential



         11    competition and the opportunity to invent around.

         12               And I remember when the Microsoft

         13    case first started I found myself standing on a

         14    platform in Palo Alto arguing to an audience much

         15    like this one that maybe what the government

         16    ought to do is be forced to state at the outset

         17    of the case, you know, will you require that some

         18    of the hardware manufacturers be disabled from

         19    licensing the Microsoft operating system to leave

         20    them out there as a competitive fringe so that

         21    they can take Apple's operating system or some

         22    other future competitive operating system.
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          1               I think that is one of the problems

          2    at the root of the question of the legality of

          3    tie-outs.  And I don't know what the solution is,

          4    but I think it's a problem that needs to be

          5    thought about.

          6               MICHAEL KATZ:  Then we will now take a

          7    short break for about 15 minutes.  And when we

          8    come back, we will talk about patent extension.

          9               (Recess.)



         10               MICHAEL KATZ:  What we're going to

         11    do up until noon for the remainder of this

         12    morning's session is talk about patent extension.

         13               And the format is going to be that

         14    Rebecca Dick is going to make a presentation and

         15    then David Sibley and Joe Farrell are each going

         16    to have some comments from economists'

         17    perspectives on these issues as well.

         18               Rebecca practices antitrust law at

         19    Swidler Berlin where she handles both merger and

         20    civil conduct matters and specializes in the

         21    intersection between intellectual property and

         22    antitrust.
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          1               Prior to entering private practice

          2    two years ago she served for twenty years in the

          3    Antitrust Division where she held a variety of

          4    positions including director of civil non-merger

          5    enforcement.  We're very pleased to have her

          6    today.  Rebecca?

          7               REBECCA DICK:  Thank you, Michael.

          8    I'm going to touch on a number of ways in which



          9    IP holders have tried to extend the value of

         10    their rights.

         11               The variety though is infinite and

         12    as David Sibley's talk illustrated in terms of

         13    long-term contracts, that's one way.  There are

         14    many, many others.  But I would like to go

         15    through some of the main categories at least.

         16               The value of a patent or copyright can

         17    decline for either of two reasons.  Either its

         18    term expires or new competitive IP becomes

         19    available that diminishes any market power that

         20    the earlier IP may have commanded.

         21               Companies use a variety of techniques

         22    to try to extend the useful life of their
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          1    intellectual property.  But their ability to

          2    do this is really quite limited in most

          3    circumstances.

          4               Most patents and copyrights expire on

          5    time effectively and pass into the public domain

          6    or they are displaced even before that time in

          7    the marketplace by newer and better innovations.



          8               But nevertheless companies have

          9    devised a number of schemes to try to extend the

         10    useful life of their IP.  And some of the schemes

         11    have been quite inventive.  A number of them

         12    really are only applicable in a particular set of

         13    circumstances, either a particular industry or a

         14    particular regulatory scheme.

         15               One is the use of trade secrets which

         16    has no term instead of a copyright or patent.

         17    One is incentive sales schemes.  I'll discuss a

         18    couple that have been the subject of litigation

         19    recently.  Another is restrictions built in a

         20    joint venture can limit the innovation from at

         21    least certain other parties to the venture.

         22               Package or pool licenses which we've
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          1    discussed some this morning already, acquisitions

          2    under some circumstances, and Hatch-Waxman is a

          3    sort of specialized area unto itself where

          4    there's been particular problems.

          5               And finally seeking legislation, which

          6    has been popular recently.  First we can look at



          7    trade secrets.  It has no fixed term of course,

          8    and it operates entirely outside the

          9    patent/copyright regime.

         10               This was thought to be true for many

         11    years, and finally the Supreme Court said so

         12    definitively in 1974.  The benefit obviously of

         13    relying on trade secret information is that

         14    there's no expiration of the rights as long as

         15    they are not disclosed into the public domain.

         16               The Uniform Trade Secrets Act provides

         17    some guidance about what constitutes know-how and

         18    how rights to it can be enforced.  But there are

         19    variations in the various state schemes and some

         20    states haven't adopted the act in any form.

         21               Coca-Cola is really the firm that has

         22    been able to use trade secrets as successfully as
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          1    anyone.  It has protected its secret formula for

          2    over a century through the use of trade secret

          3    protection.  But it has done so at the cost of

          4    eternal vigilance really to keep that formula

          5    secret.



          6               Very few other firms have been able to

          7    protect their trade secrets to such an extent and

          8    for such a period of time.  Usually the trade

          9    secrets leak out into the public domain over

         10    time.  And this was the defendant's problem in

         11    the Pilkington case.

         12               Pilkington had once held patents on a

         13    process for making flat glass.  It was called the

         14    float process.  So you hear the case referred to

         15    either as the float glass case or the flat glass

         16    case.  Either way is correct.

         17               During the life of the patent they set

         18    up a worldwide licensing regime with exclusive

         19    territories.  Each licensee had a particular area

         20    that was exclusively theirs to practice the

         21    patent.

         22               The principal U.S. patents however on
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          1    the process had expired by the early 1980s.  And

          2    nevertheless Pilkington continued to enforce

          3    worldwide licensing schemes with exclusive

          4    territories now based solely on the licensing of



          5    know-how.

          6               The Department of Justice in 1994

          7    challenged this scheme.  Interestingly enough, it

          8    did not allege that the know-how was completely

          9    gone, that there was no secret know-how that

         10    Pilkington still held.

         11               It did allege, however, that to the

         12    extent secrets remained, they consisted of

         13    engineering solutions with no substantial value

         14    over equally efficacious engineering

         15    alternatives.

         16               Essentially the Department argued that

         17    the scheme had become -- the licensing of the

         18    know-how had simply become a device for

         19    implementing a cartel.

         20               So one of the issues when you look at

         21    a possibly anticompetitive use of trade secrets

         22    is whether or not trade secrets are genuine, is
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          1    the claim that the trade secrets are being

          2    licensed -- is that really a sham.

          3               And then a second question certainly



          4    raised by the Pilkington case is whether or not

          5    you're going to ask is the strength of secrets

          6    weighed against the anticompetitive effects of

          7    the licensing agreement.

          8               Since the Pilkington case was settled,

          9    this issue wasn't litigated.  There is no

         10    precedent for this notion of weighing the

         11    strength of the IP versus the competitive effects

         12    of the licensing scheme.

         13               There's no precedent for it in trade

         14    secret law.  There is some related precedent in

         15    copyright law which can look under certain

         16    circumstances to how thin or strong copyright

         17    rights are.

         18               And I think it's possible to develop

         19    policy arguments both for and against the notion

         20    that there should be such a weighing process.

         21    It's hard to imagine how it would be done except

         22    in extreme circumstances, and certainly how it
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          1    could be predicted in terms of counseling

          2    clients.



          3               But when you have a situation like the

          4    Pilkington case where there were -- the markets

          5    involved were enormous.  The markets both for

          6    constructing the plants to build the -- to

          7    manufacture the glass and then the markets for

          8    the glass itself, the markets were 600 million

          9    and 15 billion respectively annually.

         10               To have an international cartel of

         11    unlimited duration based on such flimsy IP is

         12    certainly something that was a competitive

         13    concern.  And I think you can certainly

         14    understand why the Division looked for a way

         15    to try to attack that.

         16               Are there other Pilkington cases out

         17    there, or is this really an unusual situation?

         18    My own view is that there are not a lot of other

         19    Pilkington cases out there.  I understand that

         20    patent holders frequently try to insert

         21    provisions for licensing of know-how in their

         22    proposed license agreements.
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          1               But where the patent has already



          2    expired its separate royalties for know-how are

          3    almost always dropped in the course of

          4    negotiations over the agreements.

          5               The next device I'd like to talk about

          6    are incentive sales agreements.  One of the cases

          7    currently in litigation involving this issue is a

          8    lawsuit against Monsanto which has held the

          9    patent on the active ingredient in the herbicide

         10    Roundup which has been an enormously successful

         11    product for them.

         12               A competing herbicide company,

         13    Chemical Products Technologies, filed a lawsuit

         14    alleging that in the waning months of the term of

         15    the patent, Monsanto went around to distributors

         16    who sell most of the herbicides that are sold.

         17    It's very hard to market allegedly to users,

         18    direct market to users in this business.

         19               So Monsanto is alleged to have gone

         20    around to distributors and offered them volume

         21    discount and rebate arrangements that spanned the

         22    period of time from the last months of the life
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          1    of the patent into the months and even years

          2    beyond the expiration of the patent.

          3               And allegedly under the incentive

          4    sales arrangements distributors could earn

          5    credits depending on the volume of Roundup they

          6    purchased.  But they wouldn't actually be paid

          7    for the credits unless they continued to buy high

          8    volumes after the expiration of the patent.

          9               And if they failed to do so during the

         10    post-patent period, they could actually forfeit

         11    some of the credits they had earned prior to

         12    expiration.

         13               There are elements of this case that

         14    are reminiscent of the LaPage's versus 3M case

         15    that was mentioned earlier this morning but with

         16    sort of an IP twist.  This litigation is in its

         17    early stages.  Not much of the issues have been

         18    addressed substantively by the court yet.

         19               And of course the issue raised

         20    directly by the case is does calculating a total

         21    discount based on purchases both pre-and post

         22    expiration improperly extend the term of the
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          1    patent.

          2               And because the court has not begun to

          3    address this, there are a number of factors you

          4    can imagine the court weighing, the existence of

          5    competing IP.

          6               If Roundup was one of five affected

          7    herbicides out there all going around trying to

          8    get dealers' loyalty, some kind of incentive

          9    sales arrangement like this might be of

         10    significantly less concern.

         11               And then just weighing the amounts,

         12    what is the amount of pre-expiration credit

         13    that's at risk if the post-expiration sales fall

         14    below volume levels.

         15               And what are those volume levels;

         16    how large are they?  And then are there any

         17    efficiencies in this licensing scheme?

         18    Presumably Monsanto will have a story to tell

         19    there that it will present.

         20               I'd like to talk next about joint

         21    venture restrictions.  Of course joint ventures

         22    frequently involve agreements between the parties
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          1    to the venture that they will not compete against

          2    the venture, that they will devote all -- in the

          3    area of industrial effort that the joint venture

          4    is pursuing, that neither party to the venture

          5    will independently compete against it, that its

          6    undivided loyalty will be devoted to the venture.

          7               And non-compete agreements often

          8    extend to IP that either is dedicated to the

          9    venture by one of the parties pre-existing IP or

         10    IP that the venture may develop on its own.

         11               But in a circumstance where the other

         12    entity to the venture is a likely competitor, and

         13    in an extreme case this could lead to competitive

         14    problems, one of which is illustrated in the

         15    Department's LSL Biotechnologies case.

         16               There was a joint venture aimed at

         17    developing a new tomato with a long shelf life.

         18    The goal was to develop a tomato that could be

         19    sold fresh in the markets in the wintertime that

         20    would taste a lot better than the tasteless

         21    rubber that's available now.

         22               The joint venture developed such
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          1    tomato, but the partners in this joint venture

          2    could not get along and the venture dissolved.

          3    But in the course of their disputes with one

          4    another during the brief life of the venture,

          5    they signed a perpetual non-compete.

          6               This was permanent.  It had no term.

          7    It continued post the termination of the joint

          8    venture and then was going to continue forever.

          9               The Department's complaint alleged

         10    that the two former partners had divided the

         11    world between them with each agreeing never to

         12    engage in the development of any type of long

         13    shelf life tomato seeds for sale or use in the

         14    other party's exclusive territory.

         15               The agreement of this kind wasn't

         16    necessary to protect against infringement because

         17    you can do DNA testing of a tomato and if one of

         18    the former partners was marketing a tomato that

         19    the other suspected infringed on the joint

         20    venture's IP they could test the tomato and get

         21    a definitive answer about their suspicions.

         22               And in any event the non-compete as
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          1    written allegedly survives the expiration of the

          2    patent on the joint venture's IP on the joint

          3    venture's tomato.

          4               The Department's complaint alleges

          5    that the party that's foreclosed from selling in

          6    the United States, developing seeds for tomatoes

          7    to be grown and sold in the United States, is one

          8    of the firms worldwide most likely to develop an

          9    effective product.

         10               It is a market in which there are very

         11    few competitors, a great deal of expertise is

         12    required, and the non-compete is having an actual

         13    effect on competition today.  The case has not

         14    fared well in the courts however.

         15               The District Court in Arizona

         16    dismissed the allegations relating to the sales

         17    of seeds in the United States for failure to

         18    properly allege the product in geographic

         19    markets, although the court did say that this

         20    part of the case was dismissed without prejudice

         21    and the court observed that it was likely that

         22    the Department could draft a complaint with
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          1    appropriate market definitions.

          2               The court dismissed with prejudice

          3    the portion of the complaint that addressed the

          4    agreement's restriction on development of seeds

          5    for use in Mexico with the notion in the

          6    complaint that the resulting tomatoes would

          7    be imported into the United States.

          8               And the court held that that provision

          9    had no direct substantial and foreseeable effect

         10    on competition on the sales of tomatoes in the

         11    United States citing the statutory standard.

         12               The Department has now asked the court

         13    to dismiss the entire case with prejudice so that

         14    it can appeal although it hasn't definitively

         15    said it will appeal.  Presumably that's what's

         16    coming next.  And that motion is pending.

         17               If you look at a joint venture

         18    agreement I'd like to emphasize that most of

         19    these non-competes are going to be perfectly

         20    legal.  One issue though to look at is is the

         21    competitive restriction really ancillary.



         22               That is, is it reasonably necessary
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          1    to effectuate the purposes of the joint venture.

          2    Are there less restrictive, effective

          3    alternatives?

          4               And is it appropriate to weigh the

          5    procompetitive effects of the venture against the

          6    anticompetitive effects of the restriction?  Is

          7    the venture very narrow in scope and the

          8    restriction enormous in scope?

          9               Turning now to package or pool

         10    licenses, as has been mentioned, it can be a very

         11    efficient means for transferring IP rights.  But

         12    it can also offer opportunities to extend IP

         13    rights, valuable IP rights.

         14               It can kind of disguise the important

         15    IP among a number of patents and make it hard for

         16    licensees to either invent around or to determine

         17    if the patent that they really need permission to

         18    practice is about to expire.

         19               One way in which a patent holder can

         20    try to extend his patent's useful life is to



         21    incorporate in a pool unnecessary but later

         22    running patents.  Assume a company obtains a
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          1    patent for a new product, develops standards for

          2    that product, and licenses the rights freely and

          3    it becomes widely used.

          4               And then as that company develops

          5    standards for later generations of the product,

          6    it incorporates newer patents that it owns with

          7    later expiration dates even though it could have

          8    chosen alternative unpatented technology.

          9               And the effect of this is to

         10    artificially extend the period of time during

         11    which it can earn royalties from the firms that

         12    use its standardized products.

         13               In the late 1990s the Department

         14    issued a series of three similar business review

         15    letters relating to patent pools.  And these

         16    letters addressed a variety of issues.  But one

         17    element of them was the Department approved the

         18    use of an independent expert to verify the

         19    essentiality of the patents in the pool.



         20               These were pools created by a number

         21    of different IP holders.  Now, the requirement of

         22    having an independent expert doesn't fully
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          1    address the problem because it examines only the

          2    necessity of the patent for making the product as

          3    the standard requires that it be made.

          4               It doesn't look at the underlying

          5    design decision.  But it does ensure that at

          6    least the patents named in the pool are necessary

          7    for making the product as designed.

          8               Another way to use patent pools is to

          9    bundle -- as I mentioned at the outset here, is

         10    to bundle important IP with other patents and

         11    then refuse to provide licensees with a list of

         12    the covered products.

         13               And this is alleged in the Echostar

         14    case against Gemstar which is currently pending.

         15    It's one of several pieces of litigation pending

         16    between those two companies.

         17               But Echostar alleges that Gemstar has

         18    many, many patents, some important, and many that



         19    are not, refuses to give licensees a list of what

         20    those patents are, and in fact even refuses to

         21    tell licensees which Gemstar affiliate holds the

         22    rights to particular patents.
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          1               And Echostar alleges that the

          2    practical effect of this is that licensees have

          3    to expect to pay royalties forever because they

          4    will never know when the patent that they really

          5    need has expired.

          6               One question in this whole area is the

          7    intractability of this issue to litigation.  Does

          8    asking the questions about which patents are

          9    included in a pool really involve courts in

         10    product and process design decisions that they

         11    are not qualified to address?  On the other hand,

         12    does not asking create an unwarranted exemption?

         13               I think one conclusion you can draw is

         14    that as a practical matter courts are only going

         15    to be willing to look at this kind of issue in

         16    fairly extreme and rare situations because it

         17    is to some extent intractable in terms of the



         18    litigation process.

         19               It's somewhat outside the scope of

         20    this talk, but several of the cases I'm

         21    mentioning here did involve in addition to the

         22    other claims, claims that the defendant had
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          1    acquired additional patents to augment or extend

          2    rights over a particular process or product.

          3               Acquisitions of IP are generally

          4    treated like other acquisitions.  If the H-S-R

          5    levels are met and it's an exclusive license,

          6    it's H-S-R reportable.  And agencies will

          7    consider what are the alternatives and the

          8    likelihood that someone could enter the market

          9    by inventing around.

         10               Both the Gemstar case that I just

         11    mentioned and the Biovail case which I'm going to

         12    mention in a moment contain claims that there was

         13    anticompetitive acquisition of patents, in the

         14    Echostar case allegedly a pattern of acquisitions

         15    of a lot of patents, and in the Biovail case

         16    allegedly anticompetitive acquisition of a single



         17    strategic patent.

         18               It's the standard merger analysis if

         19    the transaction rises to the level that it's

         20    reportable and if it involves IP for which there

         21    are few substitutes, you define the market.  You

         22    look at competitive effects, and you look at the
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          1    possibility or likelihood of entry.

          2               One of the issues that's often raised

          3    is in terms of grantbacks.  Does acquisition of

          4    improvement patents enable the patent holder to

          5    leverage expired core patents into control of

          6    later generation product standards?

          7               Again I think this is a difficult

          8    issue for the courts because as a practical

          9    matter many patent holders are unwilling to

         10    license their rights unless they get grantbacks

         11    on improvements.

         12               And if the policy goal is to encourage

         13    licensing, this is likely to be an outcome that

         14    is a cost of that policy in favor of licensing.

         15               I'd like to touch briefly on the



         16    Hatch-Waxman cases.  These really are to some

         17    extent a creation of the -- well, to a complete

         18    extent a creation of the statutory and regulatory

         19    scheme governing the marketing of generic -- new

         20    generic drugs.

         21               The Hatch-Waxman Act was intended to

         22    promote development and sale of generic drugs.
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          1    And to some extent it has been successful.  But

          2    it has been subject to manipulation by parties.

          3    And the FTC has filed what it calls two

          4    generations of cases.  There has also been

          5    some private litigation.

          6               The first generation cases involve --

          7    well, let me first summarize the statute.  No new

          8    drug can be sold without FDA approval.  Even if

          9    it's functionally similar to an already approved

         10    drug and it doesn't infringe on an existing

         11    patent, you still need FDA approval.

         12               Under the Hatch-Waxman scheme, once a

         13    generic has applied for FDA approval a patent

         14    holder can allege infringement.  And then there's



         15    a waiting period of up to 30 months while the

         16    parties litigate the infringement issue.

         17               After 30 months if it's unresolved

         18    the FDA goes ahead.  And if the litigation is

         19    resolved prior to the 30 months -- it obviously

         20    depends who wins the infringement litigation.  If

         21    the generic wins, it's free to go ahead and sell

         22    once it has FDA approval.
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          1               Then there is a second period.  Once

          2    the 30 months has passed, the generic is able to

          3    proceed and it has received FDA approval, it

          4    then as a reward for having gone through the

          5    infringement litigation in part is entitled to a

          6    180-day head start.

          7               And the economics of sales of generic

          8    drugs is that a significant part of the profits

          9    that are made are made in the days immediately

         10    after a generic is introduced in the market.  The

         11    price starts high at the patent level, at the

         12    monopoly level, and declines.

         13               But it doesn't drop in a straight



         14    line.  It drops at an angle.  And so the first

         15    generic captures a lot of the higher part of the

         16    price decline.  And so the 180-day period really

         17    does provide something of an incentive.

         18               And after the 180 days other generics

         19    that get permission can go and sell, and the

         20    price normally continues to decline

         21    significantly.

         22               In the first cases the FTC brought
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          1    against two different pharmaceutical companies,

          2    each one faced a generic that was claiming to

          3    compete with one of its leading patented drugs.

          4    Each filed infringement litigation.  Each then

          5    reached an agreement with the generic.

          6               And the terms of these agreements vary

          7    to some extent.  But in each case the generic

          8    agreed not to sell its own product until certain

          9    future events had taken place.  And in the

         10    meantime the patent holder agreed to pay the

         11    generic millions of dollars.

         12               Because the generic first in line had



         13    applied for FDA approval, it was first in line

         14    under the Hatch-Waxman scheme.  But because under

         15    these agreements it didn't start selling its

         16    product in the market, the 180-day head start

         17    period never started.

         18               So by virtue of this agreement the

         19    first in line generic and the monopoly and the

         20    patent holder were able to prevent any other

         21    generics from entering the market, not

         22    indefinitely, but for a period of potentially
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          1    many months.

          2               And the FTC in the year 2000

          3    challenged two of these arrangements.  Both cases

          4    settled, one I believe right away and the other

          5    somewhat later.  And there has since been a third

          6    case against Schering-Plough.

          7               The FTC has said that it looks

          8    for three things when it's looking at these

          9    infringement settlements in cases involving a

         10    patent holder and generic.

         11               First of all, it looks for reverse



         12    payments, payments from the patent holder to the

         13    generic.  One of the issues that's difficult for

         14    defendants to answer in this situation is why the

         15    patent holder who has claimed infringement is

         16    suddenly paying money to the alleged infringer.

         17               Normally you would expect the payments

         18    to be going the other way if there had been any

         19    merit whatsoever to the infringement claim.  And

         20    it's difficult to understand the basis on which

         21    the patent holder would be paying -- a legitimate

         22    basis on which the patent holder would be paying
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          1    the generic.

          2               And then the FTC also looks for

          3    limitations on the generic's ability to sell

          4    non-infringing products.  Typically these

          5    agreements prohibit the generic from selling so

          6    that the 180-day period will not start.

          7               And then simply the FTC looks for

          8    limits on a generic's ability to waive or assign

          9    its rights to the 180-day period which it

         10    otherwise can contract away.



         11               The second generation cases involve

         12    the FDA's Orange Book.  I'll just allude to

         13    these.  These have to do with listing of drugs

         14    in the FDA's Orange Book.  If a drug listed there

         15    has blocking potential over other drugs, the FDA

         16    will not approve it.

         17               And the FTC has recently alleged that

         18    Biovail and other companies have filed -- have

         19    knowingly filed and falsely listed products in

         20    the Orange Book to prevent generic entry.

         21               The issue of whether or not this

         22    constitutes protected conduct under the First
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          1    Amendment has been just litigated in the Southern

          2    District of New York which held that it was not

          3    protected.

          4               And FTC chairman Tim Muris has

          5    recently testified on the Hill about all of these

          6    cases.  And his testimony is on the FTC website

          7    and is very useful on this issue.

          8               And then finally I'd like to mention

          9    legislation.  Certainly the safest from an



         10    antitrust perspective way to try to extend

         11    copyrights and patent rights is to get a law

         12    passed that does that.

         13               The Disney Company recently heavily

         14    lobbied in support of the Sonny Bono Copyright

         15    Extension Act which extended rights -- certain

         16    rights for an additional twenty years.  Otherwise

         17    Donald Duck and some other familiar characters

         18    would have gone into the public domain.

         19               There is however a Constitutional

         20    issue with this statute.  It's been upheld in the

         21    District Court and Court of Appeals levels.  But

         22    cert. has been granted.
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          1               The grounds really had to do with

          2    whether or not this is rewarding original works

          3    or is it rewarding works that have already been

          4    rewarded, are no longer original, and is it

          5    really rewarding progress in the useful arts or

          6    the status quo.

          7               In terms of the future, certainly more

          8    cases to come.  And I think particularly because



          9    IP is becoming an increasingly important part of

         10    our economy, our increasingly technology driven

         11    economy, some IP has become enormously valuable.

         12               Because none of these cases have been

         13    litigated fully as yet, there really is not yet a

         14    consistent theoretical framework for analysis and

         15    we haven't seen really the full development of

         16    the kinds of defenses that I think are likely

         17    ultimately to emerge.  But I do think this will

         18    be an area for the future.  Thank you.

         19               MICHAEL KATZ:  Thank you.

         20               (Applause.)

         21               MICHAEL KATZ:  Without further ado,

         22    David Sibley has offered some comments, and I've
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          1    asked him to cut his comments down considerably.

          2    So I will apologize to him for that, but thank

          3    you for agreeing.

          4               DAVID SIBLEY:  I'll talk a bit

          5    about long-term contracts, something that Becky

          6    mentioned but not in detail.  This by the way is

          7    an issue in at least one of the Gemstar/Echostar



          8    cases.

          9               Suppose there is an incumbent and an

         10    entrant may be due in the future but an incumbent

         11    signs buyers up to contracts which extend past

         12    the point where its patent expires and entry then

         13    becomes possible.

         14               And suppose that entry involves a

         15    fixed cost or some type of economy of scale where

         16    the entrant has to sign up enough customers in

         17    order to make entry viable.

         18               Now, in this setting, a long-term

         19    exclusive contract or partially exclusive

         20    contract, by limiting the number of customers

         21    available to the entrant, might possibly be

         22    anticompetitive.
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          1               Now, this is kind of like the argument

          2    made in United Shoe and Posner and Bork and

          3    others have made the excellent counterpoint that

          4    they don't see anticompetitive harm here because

          5    in order for the incumbent to sign up a customer

          6    to a contract going past the patent expiration



          7    date presumably he would have had to give the

          8    customer a good enough deal to make it worth the

          9    customer's while to not wait.

         10               Now, this view, although it's

         11    certainly part of the truth, ignores a factor

         12    that's gotten a lot of play in the recent

         13    economics literature, the fairly recent paper

         14    by Aghion and Bolton in 1987 and the much more

         15    recent paper by Segal and Whinston in the

         16    March 2000 AER, pointing out that there are

         17    externalities between buyers which can cause

         18    problems here.

         19               That is, if I sign up to a contract

         20    perhaps as a result of a great inducement by the

         21    IP monopolist, my signing up means I am excluded

         22    from being a customer of the entrant.
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          1               Thereby my doing that, by making entry

          2    less likely, I'm imposing a negative externality,

          3    and negative effects on customers that have not

          4    been signed up.  As a result other buyers will

          5    have to accept higher prices.



          6               And a seller in fact can exploit this

          7    negative externality to extract more from other

          8    customers.  To give an example, suppose there are

          9    fifteen buyers.  The monopolist makes a profit of

         10    three dollars per buyer without entry.  The

         11    gain to a customer of having entry would be

         12    five dollars.

         13               And let's suppose that the entrant

         14    has -- let's suppose that the incumbent if he

         15    signs up five of the fifteen can exclude entry.

         16    Now, in this setting is exclusion profitable?

         17    Well, yes.

         18               The incumbent makes three dollars

         19    profit for the fifteen buyers.  That's

         20    forty-five.  He has to get five of the them to

         21    sign up for a long-term exclusive contract.  And

         22    to do that he has to pay them five dollars each
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          1    which is there prospective gain from entry.

          2               He ends up making a profit of twenty.

          3    Now, exclusion won't always be profitable.  We

          4    can cook up cases where it wouldn't.  But note in



          5    this case the five who signed long-term contracts

          6    did exactly what Posner and Bork said they should

          7    do.

          8               They got paid off enough to make it

          9    worthwhile their signing up and forgoing the

         10    possibility of dealing with the entrant.

         11    However, this buyer versus buyer externality

         12    comes into play here because the ones that didn't

         13    sign up then have to pay higher prices without

         14    this payoff as a result of the first five having

         15    signed up.

         16               Anyway, there are several papers that

         17    go over this sort of story in a general way.  And

         18    it's clear that in principle long-term contracts

         19    extending past patent expiration date can be

         20    anticompetitive.

         21               MICHAEL KATZ:  Joe?

         22               JOSEPH FARRELL:  Well, I think a lot

                                                                 150

          1    of economists wonder what the legal restriction

          2    on patent extension is all about because there's

          3    another well known paper in the economics



          4    literature by my colleagues Rich Gilbert and Carl

          5    Shapiro that argues -- they argue this in the

          6    context of intellectual property design rather

          7    than IP holder practices -- argues that it's good

          8    to have a long but small stream of royalties

          9    rather than a short and large stream of royalties

         10    because that collects the same IP rent with the

         11    same incentives for innovation but at a lower

         12    deadweight loss than the system we have.

         13               And so that I think has led a number

         14    of economists to wonder what the lawyers think

         15    they are doing coming down on patent extension.

         16               Now, David Sibley just described kind

         17    of a contrary modern view which is that there's

         18    such a thing as not just extension in the

         19    Gilbert-Shapiro sense where you're taking the

         20    same rents but over a longer period of time, but

         21    what I would call some version of leverage

         22    whereby taking them over a longer period of time

                                                                 151

          1    you actually increase the total amount that you

          2    get in an anticompetitive way.



          3               And without taking the time to give

          4    all the links, I will step to my second point

          5    which I assure you is related.

          6               Professor Shapiro more recently has

          7    suggested in the context of settlements to

          8    IP litigation that a good rule is to allow

          9    settlements if and only if they leave consumers

         10    unharmed relative to the but-for world in which

         11    the litigation continues.

         12               And from an antitrust point of view

         13    that seems like a very natural proposal.  But

         14    let me suggest a slightly different perspective

         15    coming back to this IP extension question.

         16               Suppose that you have an IP settlement

         17    of the kind perhaps attacked by the FTC.  And

         18    suppose you believe that the FTC was right that

         19    that was a nakedly anticompetitive deal ex post.

         20               That is, there were no efficiency

         21    benefits from whatever else they were doing.  It

         22    was just effectively extending the intellectual
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          1    property term from the statutory period to the



          2    statutory period plus.

          3               Well, if you treat that as of the date

          4    of agreement, which I think is what Carl's

          5    suggestion would encourage you to do, then it's

          6    basically creating an, if you like, monopoly.

          7               I think in those cases it would be a

          8    monopoly for an additional X years.  That's

          9    pretty clear I think how a competition agency

         10    ought to view that.

         11               However, there is a different way of

         12    viewing it which I hinted at in my earlier

         13    presentation.  And this perhaps relates to the

         14    questions about the Sonny Bono act.

         15               Suppose you view it not as an isolated

         16    incident unforeseen by anyone, but as an instance

         17    or the beginnings perhaps of a general tendency

         18    whereby the life of certain categories of

         19    intellectual property is extended from the

         20    existing statutory period to the statutory period

         21    plus X years.

         22               Now, if you think that's going to be
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          1    taken into account by potential innovators, then

          2    that's equivalent not just to the creation of an

          3    additional X years of some sort of monopoly.

          4    It's equivalent to Congress having made a

          5    somewhat different choice in its choice of the

          6    statutory IP period.

          7               And if that is taken into account

          8    enough to have the effects on innovation

          9    incentives as well as on ex post market power,

         10    then you're really asking would it have been bad

         11    for Congress to make that alternative choice

         12    instead.

         13               And one view is, well, Congress made

         14    the choice it did for a reason, so, yes, it would

         15    have been bad.  And I think that may be about the

         16    best view we can take although certainly easily

         17    attacked.

         18               But economists are fond of pointing

         19    out that hills are flat on top.  And so if you

         20    have a relatively modest extension of IP rights

         21    that is fully foreseen at the time of potential

         22    innovation, the overall social losses from that
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          1    extension are not measured by the ex post

          2    increase in market power.

          3               They are measured by what to an

          4    economist is at least for a modest increase a

          5    second order variation in the basic IP policy

          6    trade-off.

          7               And I don't really now how to resolve

          8    this.  I think there are elements of both the

          9    ex post X years of unnecessary monopoly, and the

         10    ex ante change in the IP policy trade-off.

         11               And I think it's going to be very

         12    important for the consumers of these hearings to

         13    develop a coherent view on whether we're doing

         14    antitrust ex post and say you have that monopoly

         15    now stop because any further monopoly is totally

         16    unjustified, or whether we're integrating it with

         17    IP policy in which case you're really looking

         18    more at that second order effect.

         19               MICHAEL KATZ:  Thank you, all three of

         20    you.  Let me -- I think we're running out of time

         21    and this is a city where it's important to have

         22    your power lunches, let me just summarize a few
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          1    things -- perhaps not as much a summary as my

          2    view on some of the economics of this issue and

          3    then just summarize the day which will be very

          4    brief indeed.

          5               The following view I think is an

          6    oversimplification.  But I think if you're going

          7    to start somewhere it is probably the right

          8    oversimplification which is a lot different than

          9    the way a lot of people think about these things.

         10               But I think it is what we've heard

         11    from the economists which is throwing extra

         12    things in a package of licenses or IP that's not

         13    needed or an agreement to extend the royalty

         14    payments beyond the life of the patent.

         15               None of those things increase the

         16    bargaining power of the patent holder vis-a-vis a

         17    single licensee.  Now, I think that's important

         18    because of an awful lot of at least complaints

         19    one hears.  And I suspect the private litigation

         20    is that a single licensee claims that somehow

         21    this has disadvantaged that licensee.

         22               They are forced to pay for things they
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          1    didn't really want or somehow this is dragging

          2    the terms out.  And while one can construct at

          3    least theoretically situations where there are

          4    problems, I think in fact those are quite

          5    delicate and fairly subtle theories.

          6               And I think what we're hearing today

          7    is the things that really matter, at least that

          8    economics would identify, are the effects on

          9    third parties.

         10               So it arises either because there 

         11    are multiple licensees and the actions of one

         12    licensee can affect the other, or because even if

         13    you have a single licensee you may still have

         14    consumers of the product that uses the patent.

         15    And they certainly can be harmed.

         16               And that's where one then gets into

         17    issues such as is intellectual property being

         18    just used as a cover or a sham for supporting a

         19    cartel.  And that also is where one could be

         20    concerned about having running royalties that

         21    extend beyond the patent.

         22               Because if what you have is the
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          1    licensor and the licensee are competitors in a

          2    downstream product market, then the fact that

          3    you're charging this running royalty is going to

          4    elevate the price to the ultimate consumers

          5    because even -- one reason is fairly obvious.

          6               The licensee of course is paying the

          7    royalty and that's a cost and that's going to

          8    tend to raise their price.

          9               But also the licensor is going

         10    to recognize, at least if it has economists

         11    somewhere nearby, that it should raise its price

         12    too because it's competing with someone to whom

         13    it's selling its intellectual property and it

         14    should take that back into account that if it

         15    wins sales away from the licensee it's actually

         16    forgoing some license revenue.

         17               So both of those effects will tend to

         18    push then both firms' prices up and consumers

         19    will be harmed.  So there are good reasons to be

         20    concerned here, and there are issues to address.

         21               But I think they typically are not the

         22    ones that are the most widely stated, the notion
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          1    that somehow the single buyer is being exploited

          2    or forced to buy things it doesn't want.

          3               And even in the case where it's

          4    said that by having the package it's either

          5    diminishing the incentives to invent around or

          6    diminishing the incentives to challenge validity

          7    or enforceability, at least work I've done and

          8    others have done suggests that actually is very

          9    delicate.

         10               I think Joe may disagree with me on

         11    how delicate it is.  I believe he skipped over a

         12    slide where he talked about that.  But it comes

         13    down to an issue of timing and commitment.  And

         14    it's far from obvious -- I think Joe probably

         15    will agree with me on that.

         16               It's far from obvious that the package

         17    licensing does have the effects that are claimed

         18    and there's really a lot more work to do there

         19    which will turn me to summary for the day.  I

         20    think we probably have agreement across the panel

         21    and the audience that these are difficult issues



         22    indeed.
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          1               There is an appreciation for the

          2    efficiency benefits of sophisticated licensing

          3    practices including bundling which has been

          4    developed over the years.

          5               And certainly the IP guidelines issued

          6    by the two agencies, you know, if nothing else

          7    they were putting down a marker to say, look,

          8    rule of reason is the way to think about these

          9    things because there clearly can be efficiency

         10    benefits.

         11               But also recognize that there can be

         12    harms.  For better or worse it seems that we're

         13    largely stuck in a world of rule of reason.  And

         14    I'll finish on an upbeat note which is to say

         15    these are difficult problems and there are

         16    certainly times when all of us have made a mess

         17    of them.  But I think there is reason to believe

         18    we are getting better at muddling through.

         19               And the thoughts of the people such as

         20    on this panel and the other panels we have had in



         21    the IP hearings I think are pushing us forward.

         22    And as I say, these are going to remain difficult
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          1    issues.

          2               But at least I think the more

          3    egregious errors are going away and we're going

          4    to be worrying about narrower and narrower

          5    issues.  So let me ask you all to join me in

          6    thanking the panelists today.  I will remind you

          7    we will reconvene with a different moderator at

          8    1:30.  Thank you.

          9               (Lunch recess.)

         10

         11

         12

         13

         14

         15

         16

         17

         18

         19



         20

         21
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          1                   AFTERNOON SESSION

          2                                          (1:30 p.m.)

          3               WILLIAM STALLINGS:  Good afternoon and

          4    welcome.  We're very glad that you have joined

          5    for what we expect will be another interesting

          6    session of these hearings.  My name is Bill

          7    Stallings.  I'm a trial attorney here at the

          8    Antitrust Division.

          9               We're here today to discuss how to

         10    handle antitrust analysis when dealing with

         11    disputed or uncertain intellectual property

         12    rights.  This subject is particularly important

         13    to the agencies as IP issues are arising in

         14    antitrust investigations with more and more

         15    frequency.

         16               As Professor Shapiro stated, a

         17    compelling case can be made that intellectual

         18    property disputes are increasingly important in



         19    determining just which firms can compete in which

         20    markets and on what terms.

         21               At the agencies we often find

         22    ourselves faced with difficult issues about
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          1    whether and how to take into account the quality,

          2    strength, or scope of underlying IP right when is

          3    making decision about a transaction's competitive

          4    effects.

          5               These issues arise from many contexts.

          6    For example, imagine a relevant market where only

          7    two firms compete.  Firm A says that its patents

          8    block the field and that its rival, firm B, is in

          9    the market only because it is illegally

         10    infringing these patents.

         11               A is suing B for infringement, which B

         12    defends by claiming that the patents are invalid

         13    or that it simply does not infringe.  Now, let's

         14    say that the two firms decide to merge.  How

         15    should the agencies analyze the competitive

         16    effects of such a transaction, especially those

         17    effects that arise from disputed patent rights?



         18               A will likely argue that competition

         19    is not lessened because the only competition

         20    taking place was illegal competition that the

         21    antitrust law should not protect.  Yet B was

         22    competing notwithstanding the infringement
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          1    allegations.  How should the agencies value

          2    such competition?

          3               As another example, patent license

          4    agreements often contain terms restricting

          5    competition between the parties.  Such restraints

          6    may as the guidelines state serve procompetitive

          7    ends by allowing the licensor to exploit its

          8    property as efficiently and effectively as

          9    possible.

         10               Yet they may also raise antitrust

         11    concerns if they harm competition that would have

         12    occurred absent the license.  How should the

         13    agencies assess competitive relationships between

         14    the parties with the strength of the underlying

         15    patents in dispute?

         16               The agencies may be concerned that the



         17    parties are agreeing to terms that fall outside

         18    the scope of the patent right or that a, quote,

         19    unquote, weak patent, if there is such a thing,

         20    is being used to justify a cartel arrangement.

         21               Definitional issues also arise in

         22    patent pooling arrangements where a key fact is
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          1    whether the pooled patents are blocking patents.

          2    This is important to ensure that the pools

          3    contain complementary IP rights and not

          4    substitute IP rights.

          5               It seems clear that a mere assertion

          6    the patents are blocking should not indemnify a

          7    combination for antitrust scrutiny.  The question

          8    though is how far must the agencies go in

          9    conducting a full scale review of scope and

         10    validity to assess antitrust risk from combining

         11    patents.

         12               In analyzing these types of

         13    transactions several common questions arise that

         14    warrant discussion today.  For example, when

         15    should parties to a license, merger, or other



         16    agreement be treated as horizontal competitors if

         17    IP rights are in dispute?

         18               How should the agencies take into

         19    account a patent's presumption of validity?

         20    Should the agencies even question the relative

         21    strength of a patent portfolio?  If so, using

         22    what standards?  What is the impact on incentives
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          1    to innovate from scrutinizing agreements

          2    involving disputed IP?

          3               How do we balance that impact

          4    against the incentives of parties to use such

          5    arrangements to achieve a potentially undeserved

          6    cartel outcome?  And finally as a matter of

          7    resources what steps should the agencies take

          8    to resolve these issues?

          9               Joining me in representing the

         10    agencies is John Hoven from the division's

         11    economic analysis group, Suzanne Michel, counsel

         12    for intellectual property at the FTC, and Edward

         13    Polk, an assistant solicitor at the U.S. Patent

         14    and Trademark Office.



         15               Now for some brief introductions of

         16    the members of our panel in order of their

         17    appearance.  I refer you to the handout that

         18    provides complete biographies.  I'll just give

         19    abbreviated ones.

         20               Doug Melamed is a partner in the

         21    Washington, D.C. office of Wilmer, Cutler &

         22    Pickering.  He serves as cochair of the firm's
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          1    antitrust and competition practice group.

          2               Prior to returning to Wilmer,

          3    he worked in the Antitrust Division for

          4    four-and-a-half years, serving first as principal

          5    deputy assistant attorney general and then as

          6    acting assistant attorney general.

          7               Joseph Kattan is a partner in Gibson,

          8    Dunn & Crutcher's Washington, D.C. office.  His

          9    practice focuses on antitrust litigation,

         10    counseling, and agency representation.

         11               Molly S. Boast is a litigation

         12    partner with Debevoise and Plimpton in New York.

         13    Ms. Boast served in the Bureau of Competition of



         14    the FTC from 1999 through 2001, first as senior

         15    deputy director and then as director.

         16               Joseph Farrell is professor

         17    of economics at the University of

         18    California-Berkeley where he's also chair of the

         19    competition policy center and an affiliate

         20    professor of business.  Professor Farrell was

         21    recently deputy assistant attorney general for

         22    economics in the Antitrust Division.
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          1               Gregory Vistnes is a vice president

          2    at Charles River Associates in Washington, D.C.

          3    where he specializes in the economic analysis of

          4    antitrust and competition issues.

          5               He recently was the deputy director

          6    for antitrust in the FTC's Bureau of Economics.

          7    Before that he was an assistant chief in the

          8    economic analysis group at the Antitrust

          9    Division.

         10               M. J. Moltenbrey is as of today a

         11    partner in the Washington, D.C. office of

         12    Freshfields, Bruckhaus Deringer.  Until March



         13    2002 she was director of civil non-merger

         14    enforcement at the U.S. Department of Justice

         15    Antitrust Division.  She was at the Antitrust

         16    Division in a number of capacities before that.

         17               Salem Katsh is a partner with

         18    Shearman & Sterling in New York where his

         19    practice involves counseling and litigating

         20    intellectual property issues.

         21               And finally Joseph Miller is an

         22    assistant professor of law at the Lewis & Clark
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          1    Law School.  He is formerly a trial attorney with

          2    the Antitrust Division where he worked on

          3    numerous cases involving the intersection of

          4    antitrust and intellectual property.

          5               Before we get started into the

          6    discussion, there are a couple of brief

          7    housekeeping details.  Our location here today in

          8    the Great Hall creates certain security concerns.

          9    The basic rule is that if you are not a DOJ

         10    employee you must be escorted around the

         11    building.



         12               Antitrust Division paralegals who are

         13    wearing name tags highlighted in green escorted

         14    you into the Great Hall and they are available at

         15    the back of the room to escort you back out of

         16    the building should you need to leave the

         17    session, to the restroom, or upstairs to the

         18    seventh floor where you can make a phone call if

         19    you need to.

         20               To compensate for the inconvenience we

         21    do have coffee, soda, and water at the back of

         22    the room.
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          1               This afternoon's session will be a

          2    combination of presentations and discussion.

          3    We will hear presentations from each of the

          4    panelists in groups of two with discussion

          5    periods following thereafter.  We'll also have a

          6    fifteen-minute break in the middle of the

          7    session.

          8               And because we want to leave plenty of

          9    time for discussion and because we have a large

         10    panel today, we have asked that each of the



         11    panelists limit their presentations to ten

         12    minutes.  Now let's turn to our first

         13    presentation from Doug Melamed.

         14               DOUGLAS MELAMED:  Thanks, Bill.  I

         15    don't know how I was selected to speak first, but

         16    I think it's probably fitting because I really

         17    have more questions than answers and more

         18    problems than solutions to talk about.

         19               My view which was I guess first

         20    implemented when I was actually acting AAG and

         21    asked M. J. Moltenbrey to chair a working group

         22    at the division to think about the intersection

                                                                 170

          1    of antitrust and intellectual property issues.

          2    For the most part those issues are not

          3    conceptually novel.

          4               That is to say, when you can assume

          5    the intellectual property to be property, I think

          6    as the guidelines say as a general matter the

          7    antitrust analysis is the same of that kind --

          8    with respect to that kind of property as it is

          9    with respect to any other kind of property,



         10    mindful of course of the particular factual

         11    differences because all antitrust investigations

         12    and inquiries obviously have to be attentive to

         13    factual differences.

         14               I know there's a dispute about whether

         15    that similarity between IP and other kinds of

         16    property really applies in the case of

         17    unconditional unilateral refusals to deal.  But

         18    with that possible exception I think it does

         19    apply.

         20               The difficult issue, the really novel

         21    issue in my view that the intellectual property

         22    poses for antitrust enforcement arises however in
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          1    the increasingly frequent circumstances in which

          2    there is a bona fide dispute about the scope or

          3    validity of the intellectual property that is

          4    material to the competitive analysis.

          5               And as Bill pointed out correctly,

          6    this can come up in a variety of ways.  It can

          7    come up in contracts, litigation settlements,

          8    joint ventures, mergers, pooling arrangements,



          9    cross license arrangements, and you name it.

         10               And it has the common feature that if

         11    the intellectual property is what the holder of

         12    the property claims it to be, then there is no

         13    lawful competition being eliminated by the

         14    horizontal agreement.

         15               If however the intellectual property

         16    is not what it is claimed to be because it has a

         17    problem of validity or a problem of scope, then

         18    under many circumstances there would be

         19    competition that could not lawfully be prohibited

         20    by the intellectual property, and if the

         21    agreement serves to eliminate that competition

         22    it obviously raises competitive questions.
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          1               The problem is exacerbated by the fact

          2    that often the parties to the agreement have an

          3    anticompetitive incentive to prevent the

          4    resolution of the underlying question or

          5    uncertainty about the intellectual property.

          6               They have that because if let's say

          7    the party who is calling into question the



          8    validity or scope of the intellectual property

          9    is somehow unusually or uniquely situations to

         10    do so, either because it has unique access to

         11    information that might enable it to challenge the

         12    patent or copyright, or because in, for example,

         13    the Hatch-Waxman circumstances, it has unique

         14    incentive by reason of being a unique opportunity

         15    to compete.

         16               Then it and the intellectual property

         17    holder have a common interest in preventing a

         18    resolution of the underlying uncertainty because

         19    if the intellectual property is found to be

         20    invalid or so narrow in scope as not to block

         21    the field, then not only the challenger but

         22    potentially numerous other challenges could
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          1    compete, and there could be no supercompetitive

          2    profits for anyone to take in that particular

          3    market.

          4               If on the other hand the intellectual

          5    property is not challenged and is deemed to be

          6    valid, there may well be supercompetitive profits



          7    to be earned, and both the putative challenger

          8    and the intellectual property holder might agree

          9    it is in their interest to share those profits

         10    and put an end to the intellectual property

         11    dispute.

         12               So I think it's a conceptually serious

         13    and difficult problem.  Based on my experience at

         14    the Division and some experience since then, I

         15    think it's one that has real impact in real

         16    markets because mergers are done where one party

         17    says the acquired firm couldn't have competed

         18    against me because of the strength of my patents,

         19    and one doesn't know if that's true.

         20               Litigation is settled.  Contracts are

         21    entered into on similar arguments and one doesn't

         22    know whether it's true.
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          1               Now, the easy case which has been

          2    the subject of the Abbott, Geneva, and

          3    Schering-Plough cases brought by the FTC is a

          4    case in which the agreement between the parties,

          5    in those cases litigation settlements, eliminates



          6    more competition than could have been lawfully

          7    prohibited even assuming the validity of the

          8    intellectual property claimed.

          9               In that case of course one could

         10    argue using analogies to traditional antitrust

         11    doctrines that the agreement is more restrictive

         12    than necessary to achieve whatever legitimate

         13    purposes one might think there is to repose and

         14    settlement of intellectual property disputes.

         15               And one could condemn the agreement

         16    on that ground without having to grapple with the

         17    hard question of was the intellectual property

         18    holder entitled by reason of his IP to prevent at

         19    least some of the competition that was prevented

         20    by the private agreement.

         21               Another case that may be easy if the

         22    facts are right is a case in which the fact
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          1    finder can comfortably conclude that in the

          2    absence of the private arrangement between the

          3    parties there would have been competition,

          4    pending some resolution of the intellectual



          5    property claimed either because the putative

          6    infringer sort of dares the IP holder to bring a

          7    lawsuit, or because in fact there is pending

          8    litigation and they would have litigated it.

          9               But in the meantime, they would have

         10    competed.  In that situation it seems to me it's

         11    fairly easy to say, gee, the agreement eliminated

         12    competition; what's the justification for that.

         13               And maybe at this point some of the

         14    ideas that Joe Miller suggested in his paper -- I

         15    don't want to steal his thunder -- come into play

         16    and that is at the very at least you put on the

         17    IP holder the burden of demonstrating something

         18    like the showing that he has to make to get a

         19    preliminary injunction with respect to the likely

         20    strength and validity of his intellectual

         21    property.

         22               Or you make the acquired firm or the
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          1    would be challenger do something akin to the

          2    failing firm defense to show that in fact there

          3    wouldn't have been competition.  But that's a



          4    dispute about the facts where the parties are

          5    really saying, no, there wouldn't have been

          6    competition in the absence of this agreement.

          7               And again if you assume that the fact

          8    finder concludes there would be competition, it

          9    seems to me there's little justification to let

         10    the parties by a private agreement eliminate that

         11    competition on the ground that maybe they were

         12    entitled to eliminate it because of the

         13    intellectual property.

         14               To state this however does not it

         15    seems to me give much comfort that there's a way

         16    to solve many of these problems because I think

         17    it's going to be an unusual case where one can

         18    prove there actually would have been competition

         19    in the absence between these parties in the

         20    absence of their agreement.

         21               For one thing, well counseled parties

         22    in most situations can avoid that by consummating
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          1    their merger or consummating their agreement

          2    before there's been a history of competition



          3    under the cloud of the IP dispute and before

          4    therefore there is a sufficient factual basis to

          5    make a confident prediction that if the IP

          6    dispute stayed clouded competition would

          7    nevertheless ensue.

          8               So the hard question -- the hard case

          9    and the likely case I think is a case where

         10    there is a private agreement that eliminates

         11    competition that one suspects might have taken

         12    place, but you can't prove it actually would have

         13    taken place, although you think that if the IP

         14    were plainly invalid it would take place, and if

         15    the IP claim were upheld of course the parties

         16    wouldn't be entitled to the competition.

         17               And there are it seems to me

         18    several unsatisfactory alternatives for dealing

         19    with this.

         20               One is simply to say let the would be

         21    antitrust plaintiff prove that the intellectual

         22    property is not in fact sufficiently valid or
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          1    properly -- the scope of it is properly construed



          2    to be sufficiently broad to entitle one of the

          3    parties legally to prevent the competition from

          4    the other party.

          5               I think that's an unsatisfactory

          6    solution because in that situation the parties

          7    who probably have the best information and the

          8    best incentive to know the truth of the matter

          9    about the underlying intellectual property would

         10    be aligned against the government.

         11               They would be the IP claimant and the

         12    putative infringer who now have a common interest

         13    to defend their agreement and argue that the IP

         14    is valid because it seems to me that you are now

         15    making an antitrust plaintiff prove not only an

         16    antitrust case but a challenge to a patent or a

         17    copyright at well.

         18               And that strikes me as raising the

         19    bar to effective antitrust enforcement very high.

         20    Another way to do it is simply to say we're going

         21    to deem the intellectual property to be valid.

         22    After all it is presumed to be valid in the case
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          1    of patents under the patent law.  End of the

          2    matter.

          3               That has the obvious disadvantage of

          4    course of allowing weak, flimsy, barely plausible

          5    intellectual property claims to escape scrutiny

          6    because the IP holder can pay off the would-be

          7    challengers with some kind of a transaction which

          8    enables them to share in the market power.

          9               And the third party like the

         10    government would not be able to challenge it.

         11    The alternative of course would be to say

         12    intellectual property is never deemed to be valid

         13    until it's upheld in a court.

         14               And the premise of this of course is

         15    that our intellectual property system as everyone

         16    knows to some extent depends on litigation for a

         17    final resolution of the validity of patents, and

         18    it assumes that the initial grant of the patent

         19    will be no more than a presumption of its

         20    validity.

         21               The problem with this of course is

         22    that it prevents legitimate settlements and
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          1    legitimate transactions whether there is an

          2    intellectual property cloud.  It probably tilts

          3    too far away from the interests of repose and

          4    efficient marketplace transactions.

          5               Let me suggest then as my final

          6    unhappy resolution of all this an approach that

          7    may help in some cases to navigate through this

          8    what I regard as a difficult conundrum.

          9               I would imagine an antitrust rule that

         10    might say that an agreement that eliminates a

         11    real prospect in a potential competition sense or

         12    in the sense of materially basing entry barriers,

         13    a real prospect of competition would be illegal

         14    even if there were a claim that the electric --

         15    that there were intellectual property that

         16    entitled the parties to eliminate their

         17    competition, if the following three conditions

         18    are met.

         19               First, the other elements of an

         20    antitrust claim are satisfied.  That is to say,

         21    there was injury to competition in the market as

         22    a whole and so forth.
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          1               Secondly, one of the parties to the

          2    transaction, the one I called here the putative

          3    infringer, is in an almost unique position to

          4    challenge the intellectual property.

          5               So the resolution not only eliminates

          6    the prospect of that they will compete, but

          7    materially reduces the likelihood that invalid

          8    intellectual property will in fact be found to

          9    be invalid.

         10               And here as I suggested earlier there

         11    might be a circumstance where someone has a

         12    unique ability to challenge it because of its

         13    position in the industry, or a unique incentive

         14    to challenge it because of its uniqueness in the

         15    potential entry sense I suppose, capacity to

         16    compete against the IP holder.

         17               And the legal analogy for that element

         18    would be the potential competition cases or

         19    vertical foreclosure cases where one basically

         20    says you can't buy off someone who's uniquely

         21    positioned to create a likelihood of competition

         22    in this marketplace.
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          1               And the third element is that you

          2    examine the agreement between them rather than

          3    the underlying IP which the premise of this

          4    proposal is the agencies aren't equipped to

          5    evaluate IP even in a probabilistic sort of

          6    Carl Shapiro-like sense.

          7               Instead you look at the agreement

          8    between the parties and you ask the question do

          9    we have reason to believe that this agreement

         10    between the parties entails a sharing of

         11    supercompetitive profits.

         12               The easy case here is where the IP

         13    holder pays the infringer to go away.  One would

         14    not expect under very unusual situations -- I'm

         15    sure Joe Farrell with some game theories can

         16    imagine.  One would not ordinarily expect in that

         17    situation at least where the payment exceeds the

         18    expected litigation or transaction costs.

         19               One would not expect to see that

         20    happen unless the IP holder were in effect

         21    acquiring insurance against the fact that its IP

         22    claim would be found to be invalid.
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          1               And ordinarily of course parties

          2    can't buy off potential competitors as insurance

          3    against their rivalry.  Now, it's easy to state

          4    in the so-called wrong way payment cases

          5    like that.

          6               It's harder to know how one would

          7    determine by examining an agreement whether it

          8    involved the sharing of supercompetitive profits

          9    from this particular market if the agreement

         10    were more complex and there were a variety of

         11    situations going ways or if it were a merger and

         12    one were trying to extract from the complete

         13    aggregation of assets the particular overlap

         14    involving the IP.

         15               But it seems to me that asking that

         16    question and focusing on that issue might at

         17    least enable the antitrust agencies to bring a

         18    coherent antitrust case in some instances without

         19    the necessity to prove -- resolve the underlying

         20    intellectual property claim.  Thank you.

         21               WILLIAM STALLINGS:  Now we'd like to

         22    hear from Joe Kattan.
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          1               JOSEPH KATTAN:  Like Doug I think

          2    that we have a problem for which we only have

          3    unsatisfactory solutions.  I think that there

          4    are solutions that are more satisfactory

          5    perhaps though then the solution -- or the

          6    non-solution -- should I just go down there?

          7               WILLIAM STALLINGS:  It would probably

          8    be easier.

          9               JOSEPH KATTAN:  But I think there are

         10    solutions that are less unsatisfactory than the

         11    ones that we've opted for as a default matter.

         12    And that's what I'd like to discuss.  So I'm

         13    going to skip the slide about the problem because

         14    I think Doug has described it.

         15               And I'll talk about the non-solution

         16    that we live with today.  And the non-solution is

         17    that we assume that any two parties that compete

         18    are legitimate competitors, and that until an

         19    injunction has been issued that stops the

         20    infringer from continuing with the infringement

         21    the two parties ought to continue to compete.



         22               And we subject them to exactly the
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          1    same antitrust analysis process to which we

          2    would submit any two parties.  And there are two

          3    rationales for that.  There is a typo there.  A

          4    is the one that should be getting enjoined,

          5    not B.

          6               There are two basic rationales for

          7    that.  One is we say, look, antitrust is already

          8    complicated enough without getting it bogged down

          9    with IP issues; the antitrust agencies don't have

         10    the expertise to deal with the complexities of IP

         11    disputes after all.

         12               A patent case may last many, many

         13    years, and how do you compress a patent case into

         14    the life span of a short antitrust case?  And

         15    this is particularly true in the context of

         16    mergers where how do you take a five-year patent

         17    case and compress it to the four or five months

         18    of the Hart-Scott-Rodino review period?

         19               And second of all, consumers should

         20    have the benefit of competition until we get the



         21    injunction.  And I guess I fundamentally disagree

         22    with those premises.
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          1               The notion that we don't have the

          2    institutional expertise and therefore shouldn't

          3    get bogged down in IP disputes reminds me of the

          4    joke about the economist who is looking for a key

          5    under a street light when in fact the key was

          6    misplaced somewhere else where it's a little

          7    bit darker.

          8               And the economist is asked why are

          9    you looking for the key here, and the answer is,

         10    well, because I can see better over here.  So the

         11    fact that we can see the antitrust issues better

         12    than the IP issues doesn't mean that we can just

         13    sidestep them.

         14               We do a lot of other things in

         15    antitrust analysis that are very complicated.  We

         16    do very complicated econometrics, particularly in

         17    merger cases in recent years.

         18               So I don't think that that's an

         19    answer.  And giving consumers the benefit of



         20    competition until final resolution of the IP

         21    dispute assumes that there is an entitlement to

         22    competition.
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          1               I think if we take the extreme case of

          2    the people who will sell you a copy of Windows XP

          3    for two dollars on the streets of Hong Kong, I

          4    think everybody would agree that that is not

          5    legitimate competition.  And that's not the

          6    competition that we ought to give consumers the

          7    benefit of until there's an injunction issued.

          8               Obviously the cases which the

          9    antitrust authorities are called to act upon are

         10    a little bit more complicated than that.  They

         11    are not as clearcut as that.

         12               But if we believe that there is a type

         13    of competition which is not legitimate because

         14    it's founded on misappropriation of somebody's

         15    trade secrets or infringement of fundamental

         16    patents -- and obviously the importance of the

         17    patent itself is another complicated factor --

         18    then I think it's a copout to say, well, let's



         19    just give consumers the benefit of competition.

         20               Now, the fact is that there are

         21    different dynamics in merger and non-merger

         22    cases.  I think in non-merger cases the parties
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          1    have a much better chance to try to turn the --

          2    or to bring the IP case into the antitrust case.

          3               I know that when we litigated the

          4    Intel case against the FTC we wanted to bring in

          5    some patent issues because the FTC was taking the

          6    position that certain patents were valid and

          7    infringed.

          8               And we ultimately got a stipulation

          9    from the FTC that we would not litigate the

         10    patent issues if they would not take the position

         11    that certain patents were valid and had been

         12    infringed.

         13               I think in merger cases it is a lot

         14    harder to force the agencies to deal with the IP

         15    issues.  You're racing against the clock.  And

         16    if the agencies don't want to deal with the IP

         17    issues and are not going to be persuaded by them,



         18    then your next stop is a District Court.

         19               And it's pretty hard to convince the

         20    District Court judge that a PI hearing under

         21    Section VII should now also be turned into a

         22    minitrial on patent issues.
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          1               But having been there, having told --

          2    clients who have said to me but they've built

          3    their business around my stolen trade secrets or

          4    on my patents, it's very frustrating to say to

          5    the client, well, I see your point, but it's very

          6    unlikely that you will be able to persuade the

          7    agencies.

          8               There is another complicating issue

          9    here because the alleged infringer isn't going to

         10    be willing to come in to say to the agency, well,

         11    I admit it; I really infringed; it's a valid

         12    patent and I know that I infringed it.

         13               They know that if the deal goes south

         14    even if there was a claim that there was

         15    intellectual property that the patent is invalid.

         16    So the parties can't even present the united



         17    front.

         18               The one practical suggestion that I

         19    have -- and it's worked once.  Who knows if the

         20    stars will ever align again for that kind of

         21    solution to work?

         22               It was where the infringing party
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          1    agreed to waive attorney-client privilege

          2    vis-a-vis the agency, let the agency look at its

          3    files, and presumably be in a case where its

          4    lawyers have told it that it infringes and the

          5    patent is invalid.

          6               And if the acquirer stipulates

          7    that it's not going to claim a waiver of the

          8    attorney-client privilege on that basis and there

          9    is no risk that a third party would claim waiver,

         10    that's potentially a way to get around this

         11    problem.  But, as I said, the stars have to align

         12    and they very seldom do.

         13               My imperfect solution is that the

         14    agencies need to get better IP capabilities.

         15    Litigate to the death can't be the only solution.



         16    It's ironic because judges just absolutely hammer

         17    litigants to settle their disputes.

         18               And then they come before the

         19    agencies, and the agencies evince hostility

         20    toward any kind of resolution that enables the

         21    parties to share in the value over which they

         22    are fighting.
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          1               And my bottom line is this.

          2    Particularly in merger cases the agencies are

          3    engaged in a predictive exercise.  And it's a

          4    predictive exercise that has many uncertain

          5    dimensions.  Bringing in predictions about the

          6    resolution of an IP dispute complicates the

          7    picture to be sure.

          8               But it certainly is something that's

          9    going to lead the agencies at least in the

         10    direction of making the right decision more

         11    often.  I'm not talking about a full-blown trial

         12    of patent cases.  I realize that is impractical.

         13               But to the extent that the cases

         14    bolster their IP capabilities, hire people who



         15    understand patent cases, who know how to litigate

         16    patent cases, know how to evaluate patent claims,

         17    part of the predictive exercise can be evaluating

         18    the strength of the patents, the strength of the

         19    infringement claims, the strength of the claims

         20    of invalidity, and reaching some prediction about

         21    how the litigation would wind up if the parties

         22    were to litigate to the death.
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          1               There are lots of other complicated

          2    issues that I have glossed over, things like not

          3    all patents where there is a determination of a

          4    valid patent that has been infringed result in an

          5    injunction.  Lots of patent cases are resolved

          6    with licenses, where the licenses have been ones

          7    with running royalties or lump sum royalties.

          8               Maybe the parties would have entered

          9    into a cross-license that would have enabled both

         10    of them to compete.  Those are all legitimate

         11    questions for the enforcement agencies to ask in

         12    questioning whether the settlement through an

         13    acquisition is the only resolution.



         14               But the current non-solution which is

         15    to say we're not even going to concern ourselves

         16    with the IP issues I think is something that

         17    needs to be looked at.  And by augmenting the

         18    agencies' resources with IP counsel, perhaps we

         19    will get a better handle on the problem than we

         20    have today.

         21               (Applause.)

         22               WILLIAM STALLINGS:  Thank you.  During
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          1    the discussion period if panelists want to make a

          2    point, just raise up your tags like that and we

          3    can recognize you.  Probably to lead it off

          4    I think that both Doug and Joe mentioned

          5    probabilities and predictive exercises.

          6               I think a lot of you know that

          7    Professor Gilbert and Professor Shapiro earlier

          8    in these hearings have put forth models trying to

          9    look at the probability of patents being held

         10    valid and the agencies relying on that type of

         11    theory.  I was wondering if there was any

         12    reaction to how such type of theories work in



         13    practice.  Doug?

         14               DOUGLAS MELAMED:  My reaction is it is

         15    probably easier to litigate a patent case and let

         16    the Judge decide than it is to determine in the

         17    absence of a decision what the probability is

         18    that the Judge will decide your way.

         19               And then in any event, I don't know

         20    how you go to a Judge and say we're asking you to

         21    make a decision about what the probabilities are

         22    as to the truth of a matter in dispute.
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          1               So I just don't see it as either

          2    really economizing on the problem here which is

          3    scarce capacity to evaluate the IP claim or as

          4    lending itself in any easy way to the normal

          5    litigation models that I think we apply in the

          6    Antitrust Department.

          7               WILLIAM STALLINGS:  Salem?

          8               SALEM KATSH:  Well, I don't have a

          9    comment on the two papers, so.

         10               WILLIAM STALLINGS:  We'll come back to

         11    you.



         12               JOSEPH FARRELL:  I think Doug

         13    obviously has a point.  It's not going to be easy

         14    to get probability based on assessment into the

         15    Judge's head or into the record if you can't get

         16    a decision.

         17               I think there are circumstances where

         18    you can get evidence about the parties' beliefs

         19    about the probabilities out of their behavior.

         20    And you can then put those probabilities into

         21    some sort of rule of reason.

         22               Sometimes you can do that.  Sometimes
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          1    you can't do that.  I suspect more often you

          2    can't.  But I don't think we should give up on

          3    the possibility you can.  But subject to that I

          4    mean I think agree with Doug's core point there.

          5               WILLIAM STALLINGS:  Are you thinking

          6    that you would look at some type of evidence of

          7    intent of what the parties subjectively --

          8               JOSEPH FARRELL:  No.  I'm thinking

          9    partly of the kind of situation that I've seen

         10    where a party continues to compete in the



         11    marketplace despite claims of infringement and

         12    is willing to indemnify its customers.

         13               Or perhaps that's not an essential

         14    element if the customers are aware of the claim.

         15    And that gives you some bound on the competitors'

         16    and/or the customers' estimate of the probability

         17    that the patent will be found to be valid and

         18    infringed.

         19               Now, whether you need to take that

         20    estimate out and plug it into a different formula

         21    or whether you can say in a qualitative way

         22    competition with indemnification is legitimate
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          1    competition, I don't know.  You have to think

          2    about that in a particular case.

          3               WILLIAM STALLINGS:  Salem?

          4               SALEM KATSH:  I just have a couple of

          5    comments on very good presentations.  One is that

          6    I think it's important in terms of settlements of

          7    litigation to distinguish between that context

          8    and the merger context.  You can prevent two

          9    ongoing companies from merging and they are left



         10    where they are.

         11               If you prevent the settlement from

         12    going through, then where are you?  The defendant

         13    in many, many cases wants to settle because he

         14    can't afford the cost of litigation, because he's

         15    not in a sufficient -- his cost of capital is too

         16    high.  He does not want to litigate.

         17               And one of the problems I see in the

         18    proposals that are being put forward is the

         19    assumption that if a settlement is found to be

         20    anticompetitive that somehow the defendant can be

         21    imposed upon to continue to fight.  And that is

         22    not -- that's not in my experience very normally
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          1    the case.

          2               In terms of Joe's mention of the

          3    attorney-client privilege, as somebody that has

          4    split his career between antitrust and patents

          5    and the last fifteen was focused on patents, I

          6    think the opinion that he mentioned, if it was

          7    an opinion by defendant's counsel that his client

          8    had a bad case, it's maybe the only such patent



          9    opinion that's been written in history.

         10               There is no such thing as a written

         11    opinion given to a putative defendant that tells

         12    him he's in a dangerous position of infringement.

         13    And the reason for that is that those opinions

         14    are always written to ward off the possibility

         15    of willful infringement.

         16               They are always written that there's

         17    no infringement, that there's no invalidity.  If

         18    they can't find a grounds for saying that it's

         19    not valid, they will leave it out of the opinion.

         20    And if they can't find anything to say, they

         21    won't say anything.

         22               JOSEPH KATTAN:  You're right.
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          1               SALEM KATSH:  So I think the prospect

          2    of finding opinions is illusory.

          3               JOSEPH KATTAN:  That was actually a

          4    real case.

          5               SALEM KATSH:  And I take it there are

          6    exceptions to every rule.  And finally I would

          7    just like to underscore that I agree that conduct



          8    evidence, conduct evidence in my experience is

          9    very probative.  And I completely disagree with

         10    the Federal Circuit's treatment of the pretext

         11    issue in the Kodak case.

         12               I think that the way a company

         13    comports itself with respect to its intellectual

         14    property rights says a lot about how it thinks

         15    about those in the ordinary course of business

         16    and how it talks to investors and how it views

         17    it in terms of its shareholders and its

         18    capital value.

         19               And when you have a flip-flop on that

         20    suddenly in the context of litigation, I think

         21    that's worth examining and may be probative.

         22               WILLIAM STALLINGS:  One thing I forgot
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          1    to mention to the panelists, if you can make sure

          2    you pull a microphone towards you, the acoustics

          3    here are not very good, and especially with some

          4    noises.  Molly?

          5               MOLLY BOAST:  I'd like to just make a

          6    practical comment in response to Joe's point



          7    about the difficulties of dealing with this in a

          8    merger context and then throw a question back

          9    to him.

         10               The practical comment is that at the

         11    Commission at least we did not turn a blind eye

         12    to the relative validity or strength of the

         13    patent -- the party's position in the patent

         14    dispute.  We did in fact usually take a look at

         15    it.  We were often unable to get a final answer.

         16               But in at least one case that I can

         17    remember we told the parties what our take on

         18    the likelihood that they would prevail was and

         19    suggested that if they disagreed with that they

         20    seek mediation and resolve their dispute and come

         21    back to us with the results.

         22               And they did that in the space of
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          1    three weeks.  And it turned out that the mediator

          2    agreed with us.  And we then went forward and,

          3    you know, that was an effective market for

          4    purposes of the merger.

          5               And I mention it simply because it



          6    might not work in every instance.  But it's at

          7    least one more approach to consider putting in

          8    your tool bag when you're dealing with a merger

          9    with disputed intellectual property rights.

         10               Moving away from the practical, the

         11    question back to Joe is that as I understand it

         12    in the case of the pirate infringer the patent

         13    holder will be made whole through the damages

         14    system.

         15               I mean that is theoretically what

         16    happens.  Why under those circumstances is it

         17    not appropriate -- what is the social cost

         18    of permitting what you label the legitimate

         19    competition if the patent holder is made whole at

         20    the end of the day in the face of the pirate?

         21               JOSEPH KATTAN:  Well, I think that the

         22    assumption that the patent holder will be made
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          1    whole at the end of the day is not necessarily a

          2    valid one.  There are lots of companies whose

          3    business is built around other people's IP and

          4    who go out of business without being able to make



          5    the other party whole.

          6               The other thing that you are avoiding

          7    is years of litigation.  And there is a social

          8    value in avoiding the years of litigation.

          9               I understand that the agencies take

         10    the position that they would -- the agencies

         11    would like certainty on the antitrust side of

         12    the ledger.  And that is something that is a

         13    legitimate consideration for an enforcement

         14    agency.

         15               On the other side of the ledger the

         16    parties themselves value certainty, the ability

         17    to go about your business knowing who your

         18    competitors are, whether you're going to have to

         19    confront this party that you think is a pirate

         20    which may or may not be a pirate, or whether

         21    you're going to have the what you thought was the

         22    twenty-year monopoly that the patent granted you,
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          1    assuming again that we are talking about a

          2    fundamental patent.

          3               There's a huge value in certainty



          4    to parties that are in the business world.  And

          5    that's what they are seeking when they enter into

          6    settlement.  That's the main driver for

          7    settlement.

          8               MOLLY BOAST:  I would have thought

          9    you might have also been concerned about reduced

         10    incentives.  If you really have a pirate and they

         11    are allowed to compete for an extended period of

         12    time, what does that do to innovation incentives

         13    over the long term?

         14               JOSEPH KATTAN:  I don't think private

         15    parties are concerned with innovation incentives.

         16    I think they are concerned with their bottom

         17    line.  So I wouldn't presume to suggest that any

         18    of my clients were concerned with preserving the

         19    incentives to innovate when they sued somebody

         20    for infringement.

         21               MOLLY BOAST:  No.  But I was talking

         22    about the social costs in the broader context.
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          1               WILLIAM STALLINGS:  Professor Farrell?

          2               JOSEPH FARRELL:  Well, let me pick up



          3    and be almost a little pedantic if I might about

          4    Joe Kattan's Windows example.  He mentioned

          5    Windows offered for two dollars on the streets of

          6    Hong Kong.  And, first of all, let me say of

          7    course I agree assuming that happens it is

          8    illegitimate competition.

          9               But I think the question for the

         10    enforcement agencies is not so much is it

         11    illegitimate competition, because that one is a

         12    case in which that's easy to see.  And there are

         13    a lot of cases where that's hard to see.

         14               So it seems to me the question might

         15    be given that you have -- you can't really

         16    condition the rule on whether it's easy to tell

         17    that this is illegitimate or not, is it okay for

         18    Microsoft if its attempts to enforce its

         19    intellectual property in other ways fail to go

         20    to these street vendors and pay them off to stop

         21    competing.

         22               That would be something that given our
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          1    knowledge of this illegitimate competition we



          2    would think I assume would be okay.  But that

          3    would raise hackles based on the extrapolation to

          4    cases in which it's a little less clear that the

          5    competition is illegitimate.

          6               And it seems to me the panel's

          7    reaction to that slightly harder case -- or let's

          8    take -- you know, I don't know what a slightly

          9    harder case still would be.

         10               But imagine that you are not quite

         11    100 percent sure that the competition is

         12    illegitimate and you see the dominant firm

         13    going to these competitors which it claims are

         14    illegitimate and doing something, let's say, that

         15    would be nakedly illegal such as paying them to

         16    shut down were it not for that.

         17               If that makes us uncomfortable, then I

         18    think it's difficult to say the rule should be,

         19    oh, you should shut down or not try to preserve

         20    that kind of competition once you step outside

         21    the street vendor hawking an illegal copy.  And

         22    I wonder if you have a reaction to that or
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          1    others do.

          2               JOSEPH KATTAN:  Yes.  They are clearly

          3    hard cases.  And the preponderance of cases are

          4    going to be difficult cases.

          5               The question is then do we just make

          6    the assumption that all competition is legitimate

          7    and that an acquisition of an alleged infringer

          8    to the extent that standard antitrust analysis

          9    fully divorced from the IP dispute would tell us

         10    it's problematic should not be allowed?

         11               Or should agencies at least internally

         12    try to make an effort to get a better handle on

         13    the parameters of the IP dispute and to try to

         14    make a cut as to whether there is a reasonable

         15    probability that the patent is valid, that it is

         16    infringed, and that the competition is, if you

         17    will, illegitimate, just as they make a

         18    prediction as to the likely effects of an

         19    increase in concentration on prices and

         20    innovation in a market?

         21               Those predictions very often turn out

         22    to be incorrect.  Much of the time they turn out
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          1    to be correct, and that's the nature of a

          2    prediction.

          3               So I don't know why you would exclude

          4    something which is fundamental to the analysis.

          5    It is a central part of the analysis.  Why would

          6    you exclude that from the analysis simply because

          7    we say, well, it's too hard to do and we don't

          8    know how to do it very well, therefore let's bury

          9    our heads in the sand?

         10               WILLIAM STALLINGS:  I think we're now

         11    going to hear a presentation from Molly Boast.

         12               MOLLY BOAST:  Thank you, Bill.  Well,

         13    this entire intersection, if you will, is an area

         14    of keen interest obviously within the Bar, but

         15    to me personally as well since the Commission's

         16    Hatch-Waxman settlement challenges were developed

         17    and brought during my tenure there.

         18               And since I've been away from the

         19    government for slightly under a year, I've had

         20    the opportunity to consider some of the arguments

         21    that were made surrounding those cases that I

         22    think have broader applicability and have finally

                                                                 207



          1    come up with some tentative thoughts.

          2               I will give myself the protection of

          3    saying that I'm not sure I even agree with what

          4    I'm about to say.  But at least for purposes of

          5    this discussion what I'd like to do is raise some

          6    of the questions that were -- that we considered

          7    internally and some of the arguments that were

          8    made to us and give you my responses as of today.

          9               And as I said, I think these are

         10    applicable outside the Hatch-Waxman context.  So

         11    the points should be considered general points

         12    unless I narrow them.

         13               The first is a question that I think

         14    can be readily disposed of, and that is do the

         15    positions that the FTC and Department of Justice

         16    guidelines for licensing intellectual property

         17    take on potential competition foreclose a

         18    challenge to parties where there is the

         19    absence of proving infringement.

         20               Section 3.3 of the guidelines is much

         21    cited, and it says for analytical purposes the

         22    agencies ordinarily will treat a relationship



                                                                 208

          1    between a licensor and licensee or between

          2    licensees as horizontal when they would have been

          3    actual or likely potential competitors in a

          4    relevant market in the absence of a license.

          5               And this is thrown up often as a

          6    statement that agencies really must go out and

          7    prove the infringement or non-infringement,

          8    validity or invalidity of the patent.

          9               First of all, this passage occurs in

         10    the guideline sections that are really addressing

         11    relationships that have both horizontal and

         12    vertical components.

         13               And the question there is how do you

         14    weigh the overall effects of these various

         15    arrangements; how do you assess the overall

         16    competitive effects.  And I don't mean to be

         17    taking the position that that language ought to

         18    have no role in looking at a purely horizontal

         19    relationship.

         20               But I certainly think that it has been

         21    given much more emphasis than what was intended

         22    when that language was included in the guidelines
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          1    just by mere placement of where the passage

          2    occurred.

          3               Secondly, the language by itself

          4    speaks to probabilities.  The section says the

          5    parties will be treated as likely potential

          6    competitors.

          7               There is no suggestion that this

          8    should impose some rule of certainty on the

          9    agencies in the guidelines themselves.  And it

         10    would be a mistake I think to elevate it to

         11    something more than that.

         12               And the third thing is the guidelines

         13    are what they purport to be.  They are

         14    guidelines.  They don't and they shouldn't trump

         15    actual facts.

         16               I think everyone who has been heard

         17    on the point at this point agrees that actual

         18    conduct, what we see in the parties' behavior,

         19    what we see in their recorded records of their

         20    behavior, is much more valuable than abstracting

         21    some -- elevating some kind of principle like

         22    this into the analysis as dispositive.
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          1               And they certainly -- the guidelines

          2    shouldn't be used to cabin prosecutorial

          3    discretion in this area, particular where

          4    there's a large potential for consumer harm.

          5               A second question that was confronted

          6    and alluded to again by others is what role in

          7    the agencies' antitrust analysis should be played

          8    by the presumptive validity of a patent.  And my

          9    answer to that is almost none.

         10               The presumption applies in

         11    infringement lawsuits.  It is a procedural

         12    device.  It is not evidentiary in the courts.

         13    It's simply a burden shifting tool and by no

         14    means provides a final answer about patent

         15    validity or not.

         16               And there is no presumption of

         17    infringement.  Even with the presumption of

         18    validity operating in its favor, the patentee

         19    still bears the ultimate burden of persuasion on

         20    infringement claims.

         21               And second suggesting somehow that



         22    this judicially derived or now statutorily
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          1    derived presumption should require the government

          2    to give some additional layer of deference to

          3    disputed IP rights when it's making an

          4    enforcement judgment really makes no sense to me.

          5               It's simply adding a layer of

          6    deference where the courts have already done

          7    that.  And that would I think unduly constrain

          8    antitrust enforcement.

          9               And I guess we are perhaps also

         10    influenced or at least I am in my view here

         11    by data that suggests that the significant

         12    proportion of issued patents are ultimately

         13    determined to be invalid in any event.

         14               So the presumption wouldn't actually

         15    apply in all instances anyway.  The third

         16    question and the issue that was confronted is

         17    can the agencies challenge a licensing

         18    arrangement that takes place within the life of

         19    the scope of the patent.

         20               Doug made the point at the beginning



         21    that the Hatch-Waxman cases were perhaps the easy

         22    cases because the conduct or at least a portion

                                                                 212

          1    of it really was outside the scope of the patent.

          2               And indeed if you look at the series

          3    of decisions that have come out in private

          4    litigation in this Hatch-Waxman context, you will

          5    see that the courts are often very focused on

          6    things like the manipulation of the exclusivity

          7    that the Hatch-Waxman statute affords.

          8               The premise of this argument that the

          9    agencies ought not to be concerned about conduct

         10    that takes place within the life and the scope of

         11    the patent is that the patent gives the power to

         12    exclude for the duration of the patent.  So

         13    anything less than that can't be anticompetitive.

         14               And the problem with this approach it

         15    seems to me is that it elevates the presumption

         16    of validity into certainty or near certainty.

         17    The power to exclude -- and this is one of the

         18    points that Professor Shapiro has made -- is

         19    really no greater than the strength and breadth



         20    of the patent itself.

         21               And that may indeed be quite

         22    uncertain.  And so for this reason I think there
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          1    ought to be little room for the argument frankly

          2    that I was pushing Joe on, that a potential

          3    infringer is competing illegally.

          4               As I understand it -- and I am not the

          5    IP lawyer that he and Salem are -- the patentee

          6    has no right to exclude an infringer who is

          7    competing unless and until the infringement is

          8    proven.  That is what the system is set up for.

          9               And I completely take his point that

         10    there are costs to the parties in terms of their

         11    need for certainty and the likelihood that they

         12    won't see this through to resolution.

         13               But I don't see in the law or on any

         14    policy basis a reason why somebody should have

         15    something greater than the power to exclude once

         16    you have proven your right to it.

         17               And finally the power to exclude gives

         18    the patentee the unilateral right to refuse to



         19    license its intellectual property but does not

         20    give it the right to insulate a horizontal

         21    agreement on the timing of entry, for example,

         22    whether that takes place within or without the
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          1    scope of the patent.

          2               It seems to me that the analytical

          3    process ought not to change even if the agreement

          4    is reached within the scope of the patent.

          5    And the fourth question is in some respects a

          6    variation on this and again one that others have

          7    alluded to:  does the antitrust plaintiff have to

          8    prove the but-for world.

          9               This is the argument of course that

         10    the plaintiff must litigate the patent case to

         11    prove that a competitive relationship existed.

         12    Or put otherwise, it must show that the agreement

         13    was more anticompetitive than the outcome of the

         14    litigation would be.

         15               Now, in the Hatch-Waxman cases this

         16    is made relatively easy because the statutory

         17    framework essentially treats the pioneer firm and



         18    the generic firm as competitors by requiring that

         19    bioequivalency be shown before the generic firm

         20    can pursue the abbreviated new drug application.

         21               Outside that context I would readily

         22    concede it can be more difficult.  But from a
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          1    litigator's point of view frankly the argument

          2    doesn't make practical sense and I don't think

          3    that courts -- they haven't and I don't think

          4    they are likely to embrace it.

          5               By definition a settlement or

          6    license means that there will be no judicial

          7    determination on a validity or infringement

          8    situation.

          9               So to impose this requirement post hoc

         10    on an antitrust plaintiff is a very circuitous

         11    judicial route to evaluating an agreement.

         12    And as I said, the courts have not done this

         13    thus far.

         14               The several decisions that have come

         15    out surrounding the pharmaceutical cases, every

         16    court that I am aware of that has been asked to



         17    address this question straight up has either

         18    rejected the argument or found another way to

         19    analyze the problem that prevented it from having

         20    to move in that direction.

         21               In a settlement context the parties

         22    often argue that the settlement in fact reflects
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          1    their assessment of litigation risk and therefore

          2    the plaintiff must prove the but-for world.  Show

          3    us why this isn't in fact appropriate given how

          4    we assess the litigation.  This is just a

          5    variation on this same point.

          6               But at least in the cases where

          7    monopoly profits are being shared I would

          8    suggest that the negotiating incentives can be

          9    sufficiently skewed that there is really no

         10    reason to assume that the settlement in fact

         11    reflects an assessment of litigation risk.

         12               It's not necessarily a proxy for that.

         13    And I think that it would be very risky to

         14    operate from that assumption and indeed the

         15    agencies haven't.



         16               This also raises of course the

         17    practical problem of how to read behind the

         18    parties' motives when internal assessments of

         19    the strengths of their patents except for Joe's

         20    waiver of attorney-client privilege are likely

         21    to be withheld under privilege claims.

         22               And this is something that in a merger
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          1    setting I think is more likely that you would

          2    counsel considering, parties considering sharing

          3    a privileged assessment.

          4               Once you are outside the merger

          5    setting I dare say it would never happen because

          6    there is almost always going to be private

          7    litigation following non-merger government

          8    litigation.  The plaintiff's bar tends not to

          9    pursue the mergers.

         10               In any event from the government's

         11    point of view I think it is also risky to think

         12    that access to counsel's opinions would

         13    necessarily give you any greater degree of

         14    certainty about the likelihood that the



         15    settlement accurately reflected the outcome of

         16    the litigation if you believe as some seem to

         17    have suggested that these opinions could be

         18    capable of manipulation.

         19               If you believe that there are

         20    anticompetitive incentives that can drive toward

         21    a settlement, why wouldn't that trickle down into

         22    positioning the opinions in the same way?
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          1               So those are my practical year old,

          2    year later thoughts on some of the tough

          3    questions we addressed, and I look forward to

          4    people's responses.

          5               WILLIAM STALLINGS:  Thank you.

          6    Professor Farrell?

          7               (Applause.)

          8               JOSEPH FARRELL:  I want to talk about

          9    an issue that came up several times this morning

         10    and that I think is central to the whole

         11    IP/antitrust issue, not by any means the only

         12    question, but I think it is a central question

         13    and it is a very difficult question.



         14               And that is the question of incentives

         15    to challenge intellectual property.  So, for

         16    example, Carl Shapiro, as someone has already

         17    mentioned this afternoon, has put forward the

         18    view I'm sure others have talked about too that

         19    intellectual property and patents in particular

         20    are not really rights to exclude; they are

         21    tickets to sue.

         22               This perhaps is particularly crucial
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          1    if we suspect as many do that there may be a lot

          2    of weak and invalid intellectual property rights

          3    granted in the sense of -- given at an earlier

          4    stage.

          5               My colleague, Mark Lemley, has a paper

          6    where he engages in some back of the envelope

          7    cost/benefit analysis and suggests that when you

          8    take into account subsequent litigation test of

          9    intellectual property, it may actually be quite

         10    rational for the initial patent examination to be

         11    relatively cursory.

         12               So all this suggests that patent



         13    challenge, intellectual property challenge and

         14    defense, and resolution is really an important

         15    part of the system, that it's completely wrong to

         16    think about it as taking place essentially at the

         17    Patent Office and after that it's just fighting.

         18               My colleague Rich Gilbert suggested

         19    earlier here that antitrust agencies might take

         20    it upon themselves to challenge intellectual

         21    property in a few cases and yet suggested that

         22    those cases should be the ones where spillovers

                                                                 220

          1    are most marked and therefore where the private

          2    incentive to challenge intellectual property is

          3    most likely to be inadequate.

          4               Following along the same idea that

          5    there may be inadequate private incentives to

          6    challenge intellectual property, Joe Miller

          7    suggests in a paper that was circulated for this

          8    meeting that perhaps there should be some kind of

          9    bounty system for successful challenge to

         10    intellectual property.

         11               So all of this is just some -- these



         12    are just some of the reasons why it seems to me

         13    that challenge is essential to understand.

         14               And just to give you a very brief --

         15    or at least my understanding of why one might

         16    well think and I tend to think that private

         17    incentives to challenge intellectual property may

         18    be badly inadequate.

         19               End users, final consumers typically

         20    benefit in the ex post sense, that is once the

         21    invention has already been made, typically

         22    benefit from a successful challenge to
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          1    intellectual property, but are relatively

          2    unlikely to be in a position to bring a

          3    challenge.

          4               More often a challenge is brought

          5    by somebody downstream from the intellectual

          6    property holder but not in fact an end user.

          7               And in those circumstances where

          8    there are a number of competing such potential

          9    licensees if one of them successfully challenges

         10    the intellectual property then the intellectual



         11    property is invalid as to all potential

         12    licensees.

         13               That as I understand it is the

         14    Supreme Court decision in the Blonder-Tongue

         15    case.  And what that means is since competition

         16    is largely a relative performance scheme that the

         17    successful challenger reaps only a part and quite

         18    possibly only a small part of the benefits.

         19               Other parts go to its rivals and

         20    perhaps the biggest parts goes to final users or

         21    to downstream participants.

         22               So even leaving aside anticompetitive
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          1    incentives to settle, there are reasons to think

          2    that incentives to challenge are a lot less than

          3    the incentive to challenge that you would think

          4    arises if you think of a single licensee who in

          5    economic incidence terms, that is really -- and

          6    not just according to the checkbook is paying the

          7    licensees.

          8               However, that does not necessarily

          9    mean as we might think that the private



         10    incentives to challenge are too low because

         11    in order to understand whether the private

         12    incentives to challenge are too low you have to

         13    not only understand whether they are lower than

         14    you might think.

         15               You also have to understand what the

         16    right incentives to challenge are.  So how would

         17    an economist set about understanding what is the

         18    correct, what is the right, what is the efficient

         19    incentive to challenge a disputable piece of

         20    intellectual property?

         21               Well, the natural way for an

         22    economist to set about thinking about incentives
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          1    to challenge is to ask what's the benefit, the

          2    net benefit from a successful challenge, because

          3    if you can say what the net benefit from a

          4    successful challenge is both to the challenger

          5    and to society as a whole, then you'll get the

          6    comparison between incentives to fight for that

          7    result.

          8               So we can certainly say that if we



          9    take an invention as given, if we take the

         10    invention as having been made, then the social

         11    gain from successfully challenging a piece of

         12    intellectual property -- and let's look at just

         13    the simple case where it's a single product, the

         14    patent does confer monopoly, and there's no

         15    cumulative investment incentives or anything

         16    like that.

         17               The social value is either you

         18    save the loss of the deadweight loss from that

         19    monopoly.  That's if you take a total surplus

         20    standard.  Or if you take a consumer surplus

         21    standard you save the deadweight loss plus the

         22    monopoly profits.
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          1               And it's possible to stop there.  And

          2    you could compare that against the benefit which

          3    any individual licensee might get privately from

          4    a successful challenge.

          5               And then I think you would find very

          6    often that the private incentive to challenge is

          7    too low.  However, my main point for today is



          8    that that may be the wrong place to stop because

          9    on the one hand you can't take the view that,

         10    look, here's this invention whether correctly

         11    patentable or not.  It's been made.

         12               The patent system has some rules for

         13    whether it's appropriate to reward that with a

         14    period of exclusivity.  And it turns out that the

         15    answer is, no, it doesn't.  It isn't appropriate.

         16    And discovering that seems like a good thing, and

         17    how good a thing.

         18               Well, you're saving this monopoly

         19    power that otherwise was being gratuitously given

         20    to the intellectual property holder.  That's one

         21    point of view.  I think it's got something to it,

         22    but I think it's not completely right.
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          1               And the other point of view that I'd

          2    like to put forward for consideration has

          3    something to it as well.  And that's the

          4    following:  that any colorable claim to

          5    intellectual property, if that's rewarded there's

          6    likely to be some effect on innovation



          7    incentives.

          8               Maybe more, maybe less.  That's going

          9    to depend on a lot of things.  But there's likely

         10    to be some effect.  And if there's some effect,

         11    then there's going to be some effect on future

         12    innovation.

         13               And that ought to be taken into

         14    account too.  So if a piece of intellectual

         15    property or a piece of asserted intellectual

         16    property is successfully challenged, on the one

         17    hand you save what you might call the overcharges

         18    for this product.

         19               On the other hand, inevitably

         20    you're going to influence future innovators'

         21    expectations to some degree about how much reward

         22    they're going to get from their innovation.
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          1               And so the second, different

          2    contracting approach -- the first approach,

          3    remember, was, well, this invention has happened,

          4    and now the question is, is the IP holder

          5    illegitimately extracting exclusivity.



          6               The second approach is to try to

          7    integrate it more with intellectual property

          8    policy as a whole and to ask not only what's the

          9    effect given the invention that's happened, but

         10    what's the effect on investors' expectations of

         11    future rewards to future innovation.

         12               And I think it's important that this

         13    has to operate through expectations.  Obviously

         14    this invention has already happened whether it

         15    was patentable or not.  So the question is if you

         16    challenge -- if you successfully challenge that

         17    and the patent is overturned what happens to

         18    future expectations.

         19               Is this challenge to intellectual

         20    property linked in the minds of future innovators

         21    to the treatment of their efforts?  And that's by

         22    the way a different question potentially from can

                                                                 227

          1    lawyers distinguish and say, no, no, this was

          2    decided on this grounds and that's not going to

          3    apply to your more legitimate invention.

          4               It seems to me that competition policy



          5    needs to take on as a job conveying to potential

          6    innovators as well as others what's going on.  So

          7    if innovators are mistaken as to the link, you

          8    know, that's something that needs to be taken

          9    into account.

         10               So what potential intellectual

         11    property is weakened by a decision that removes

         12    claimed intellectual property?

         13               So one special case which might be

         14    interesting to think about is can there be cases

         15    where there's no innovation effect, where the

         16    original approach of saying, no, the social

         17    benefit to overturning this weak intellectual

         18    property is just that you save the deadweight

         19    loss or the deadweight loss and the profits.

         20               Well, basically what you're saying

         21    here is there needs to be no spillover from this

         22    successful challenge to future innovative efforts
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          1    and thus no effect on future innovation.  This is

          2    a pretty strong condition.

          3               Invalidity or certain forms of



          4    invalidity are really not enough for this.  So

          5    suppose you take an invention that has -- where

          6    there was some contribution but not a large

          7    enough contribution to rise to the level of

          8    patentable.

          9               What does that say?  Well, it says

         10    that Congress thought or the Congress and the

         11    courts have thought that the trade-off between

         12    giving and not giving protection to this

         13    innovation should be resolved in favor of not

         14    giving it.

         15               But that doesn't mean that there's

         16    no contribution, and it doesn't mean that in

         17    thinking about a program of innovation somebody

         18    won't be influenced by the treatment of this kind

         19    of innovation.

         20               So the special case where there's no

         21    innovation effect is going to be I think fairly

         22    special.  A second, perhaps more provocative
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          1    special case is where there's a uniform

          2    innovation effect.  What do I mean by that?



          3               What I mean by that is think about

          4    a successful challenge as causing potential

          5    innovators to think, okay, the probability that I

          6    can successfully sustain intellectual property

          7    has just gone down a bit.

          8               And it's that same bit for all future

          9    potential innovators.  So of the long history of

         10    intellectual property policy and decisions, this

         11    is a part.  It fractionally reduces that

         12    probability.

         13               Now, fractionally reducing the

         14    probability that you can sustain an intellectual

         15    property claim, it turns out if you write down

         16    the economic formulae to be a lot like

         17    fractionally reducing the lifetime of

         18    intellectual property.

         19               And so just like patent extension

         20    techniques, including perhaps settlements,

         21    certain settlements, you can think of it as

         22    varying the effective lifetime away from the
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          1    statutory lifetime.



          2               In the case of successful challenges,

          3    varying it by reducing it.  In the case of

          4    successful extensions, varying it by increasing

          5    it.  So what about things that are like changing

          6    patent life?  So here is where I want to combine

          7    two of economists' favorite tools, a diagram and

          8    an assumption.

          9               I'm going to assume a diagram which

         10    actually should be over there, and then I'm going

         11    to give some thoughts by comparing what's going

         12    on to Congress's judgment.

         13               I apologize if it's not very readable.

         14    I tried to do this in PowerPoint, but I haven't

         15    yet figured out all the twists and turns in

         16    there.

         17               So in this picture on the horizontal

         18    axis I've put the effective length and strength

         19    of intellectual property.  And on the vertical

         20    axis is the total social benefit of the

         21    intellectual property system as a whole.

         22               And what I have here is an inverted
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          1    U-shaped curve.  And the goal of intellectual

          2    property policy should be to choose a length

          3    and/or strength to put us at the peak of that

          4    curve.

          5               Now, if you think about some technique

          6    of patent life extension that increases the

          7    effect of patent life from the statutory life --

          8    call it A -- to something a little longer -- call

          9    it A-prime -- if A is indeed at the peak, then

         10    A-prime by definition is lower but only a bit

         11    lower because if you're at the peak things don't

         12    fall off very quickly as you move away from the

         13    peak.

         14               It's true that if Congress had chosen

         15    too strong an intellectual property protection

         16    system so that we were not starting from A but

         17    from B here on the right of the curve where it's

         18    already falling, then extending to B-prime would

         19    be seriously bad.

         20               But it's also true that if we were on

         21    the left part of the curve starting at C where

         22    the curve is still increasing, then extending
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          1    from C to C-prime is actually good.  So what do

          2    we do given that we don't really know where we

          3    are on this curve?

          4               Well, I don't know, but in some sense

          5    it's not clear that we can do much other than

          6    assume that Congress didn't predictably get it

          7    wrong, in which case a patent extension of this

          8    kind involves a loss.

          9               But the loss is not the whole

         10    deadweight loss or deadweight loss plus profits.

         11    It's rather the trade-off between that and the

         12    increased intellectual property protection.

         13               So this, remember, is the case where

         14    we have uniform effect, not the case where we

         15    have no effect.  And of course it's not a more

         16    complicated case because I can't handle that.

         17               If we think about a successful

         18    challenge, that's running in the other direction.

         19    So a successful challenge takes us perhaps from

         20    A-prime to A, perhaps from C-prime to C, or

         21    perhaps from B-prime to B.  And depending on

         22    where we think we are on the curve, that's going
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          1    to give you different effects.

          2               So my bottom line here is in thinking

          3    about the incentive to challenge which as I say

          4    I think is a very important challenge in this

          5    intersection of antitrust and intellectual

          6    property, it's not clear that we're getting

          7    enough of the picture if we just look at the

          8    ex post effect in the market that we're

          9    talking about.

         10               It's not clear that we shouldn't try

         11    to integrate this with intellectual property

         12    policy.  Unfortunately if you do that the results

         13    are a lot less clearcut.  So let's step back and

         14    say do we really have to do that integrating.

         15               We don't have to do the integrating

         16    if we're willing to say in some rather absolute

         17    sense that we had the right intellectual property

         18    policy and so marginal extensions may be marginal

         19    but they're still bad.

         20               You don't have to do it if you think

         21    that there is no effect, as you might think if

         22    this is an unpredictable extension of patent.
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          1    Or perhaps most interestingly you don't have to

          2    think, well, all of these curves are all very

          3    well.  But they don't really deal -- and I think

          4    this is right.

          5               They don't really deal with the fact

          6    that this is not a change in overall policy.  And

          7    an increase in effective intellectual property

          8    protection as a change in overall policy might be

          9    one thing.  This is not that.

         10               It's the private parties deciding that

         11    they are going to grab more protection in this

         12    particular case.  So I think that's an appealing

         13    argument, but I also don't know -- you know,

         14    suppose it is that.  But suppose you have a

         15    pattern that allows that to happen.

         16               In what substantive way exactly is

         17    that different from policy change?  Or to put it

         18    another way, the policy change might itself be

         19    rules onsetments, on other policies that allow

         20    this kind of thing to happen.

         21               So like Doug I have a lot more

         22    questions than answers here.  It just seems to me
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          1    that, A, we need to think more about incentives

          2    to challenge.  And, B, I think it's a good idea

          3    to think about it in an integrated context rather

          4    than separately.

          5               (Applause.)

          6               WILLIAM STALLINGS:  Thank you.  I

          7    think right now we'll take a short break, and

          8    then we'll pick up on the other presentations and

          9    some more discussion after the break.  If we

         10    could, reconvene at 3:10.  Thank you.

         11               (Recess.)

         12               WILLIAM STALLINGS:  I think we'll

         13    start back up with a presentation from Greg

         14    Vistnes.

         15               GREGORY VISTNES:  Normally I don't

         16    like to speak after so many others have spoken on

         17    the same subject in a panel like this because I'm

         18    afraid they will have taken all the good

         19    questions and good issues.

         20               But fortunately on a panel talking

         21    about practical problems in IP there are

         22    certainly enough problems to go around for
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          1    everyone.  So I think there will hopefully be at

          2    least some new things for me to be talking about.

          3               What I want to talk about is -- and

          4    I've been evolving very much since I started

          5    trying to put together.  To put it in the context

          6    of what Joe was saying earlier with the economist

          7    searching around for the keys, I am very much

          8    thinking that with some of these IP problems

          9    we're very much groping around in the dark.

         10               It's just tough to find the keys out

         11    there.  And I certainly don't want to go so far

         12    as to say we should move on over to where the

         13    lamp post is just because the light is

         14    better there.

         15               But at the same time I think we need

         16    to recognize that it is so dark with some of the

         17    issues having to do with IP determination that we

         18    need to do something more in order to shed

         19    some light.

         20               And certainly I have no disagreement

         21    with Joe that anything we can do to shed light to



         22    get more expertise at the agencies to be able to
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          1    better evaluate IP issues, that's got to

          2    be better.

          3               But at the same time I think that

          4    that's going to be a pretty dim candle at the

          5    end of the day and that somehow we need to be

          6    worrying about how can we search more effectively

          7    in the dark to try to get at some of the answers

          8    for the IP issues.

          9               Clearly the uncertainty having to

         10    do with IP affects all different manners of

         11    antitrust investigations whether we're talking

         12    about patent pools, whether we're talking about

         13    mergers between firms that may or may not be

         14    rivals depending on the validity of their

         15    patents, having to do with likelihood of entry,

         16    all sorts of patent/IP type issues.

         17               What I want to be discussing and far

         18    less today than when I first started out to be

         19    advocating a move towards rules, but to be at

         20    least discussing the possibility of implementing



         21    additional rules to try to help us find some

         22    light in this dark area.
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          1               I guess my basic tenet is that having

          2    been through at least a few of these both on the

          3    side of the government and on the other side

          4    although of course still with the government's

          5    end goals is that I don't think the agencies are

          6    well situated to determine the status of IP

          7    claims.

          8               And that has nothing to do with the

          9    skills or the tenacity or the abilities of agency

         10    individuals.  But it's simply that the agencies

         11    are responsible for far too many industries to be

         12    able to build up sufficient skill in this area.

         13               I think that there far too often

         14    especially in the context of mergers substantial

         15    time constraints which preclude any significant

         16    light being shed on some of these issues.

         17               And there are obviously going to be

         18    some significant information constraints which

         19    will prevent them from coming to the best



         20    determination on IP issues.

         21               Clearly at the end of the day an

         22    agency decision is going to require some very
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          1    subjective determinations.  And as others have

          2    pointed out, everything the agencies do has some

          3    subjectivity about it.

          4               But I think looking forward in the

          5    area of patent or -- I keep calling it patent,

          6    but IP validity involves much more subjectivity

          7    than usual.  Current IP status is not always

          8    relevant even to what's going on depend on the

          9    type of case.

         10               It may be important to figure out what

         11    the parties thought at the time they entered into

         12    an agreement which could have been two or three

         13    years in the past and try to figure out

         14    information on that.  That old information

         15    will be even more difficult to do.

         16               Some of the issues regarding the

         17    agency determinations on IP status is any agency

         18    decision about status on IP is going to pose



         19    some problems.  First of all, any decision, any

         20    determination the agencies come to is very

         21    clearly going to be subject to future challenges.

         22               Any IP determinations on even private
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          1    contexts outside of the agencies coming to a

          2    decision is often subject to challenge.  It's

          3    even more likely that what the agencies do will

          4    be subject to challenge when they have to do it

          5    under such time and information constraints.

          6               Certainly once the agency makes its

          7    decision as time marches forward more information

          8    will come to light that additional information

          9    will likely affect the decisions that would be

         10    made which makes the challenge of an agency

         11    determination even more ripe.  It makes it almost

         12    certain that challenges will come about.

         13               I'm not so sure that those subsequent

         14    challenges of agency determinations on IP are

         15    necessarily good things for the agencies to the

         16    extent that their decisions on IP if they are

         17    continuously challenged and often overturned,



         18    I think that takes away a certain amount of

         19    legitimacy of the agencies when they are acting

         20    in this area, especially if they are trying to

         21    break new ground.

         22               And finally the question emerges how
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          1    will agency determinations on IP status affect

          2    any parallel litigation that's going on outside

          3    the agency context, being in private litigation

          4    or in the patent dispute.  Certainly decisions

          5    can be made on what I'm calling here expected

          6    values or probabilistic values.

          7               Basically, hey, we take the best

          8    information we have and sort of you pay your

          9    money you take your chances.  We figure that the

         10    patent validity is maybe 40 percent.

         11               And we've put it into, whether

         12    explicitly or not, some sort of a probabilistic

         13    perspective.  Yeah, we can do that.  But there's

         14    so much barrier that's going to be associated

         15    that I don't think that's going to solve many of

         16    the problems.



         17               So what I was at least thinking

         18    originally is to what extent can we be

         19    substituting rules for individual IP assessments.

         20    And clearly that's easier said than done.

         21               There are clearly certain benefits of

         22    rules.  It reduces cost; it's for everybody.
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          1    It increases certainty about the process.  It

          2    increases speed of resolution.  And hopefully it

          3    will avoid some parallel litigation of IP issues.

          4               Again there are also costs associated

          5    with implementing rules.  Sometimes you are going

          6    to get an ex post bad call.  That's clear under a

          7    per se type rule even.  You always have to admit

          8    the possibility of a bad call.

          9               The rules will generally not even

         10    utilize all the available information.  And

         11    defining rules may be very difficult given the

         12    complexity and the variety of the issues at hand.

         13               So like I said, easier said than done.

         14    There are certainly some goals that can be

         15    considered in trying to figure out how to



         16    implement a rule.

         17               And one is recognizing the rules

         18    involve significant trade-offs, basically trying

         19    to balance the harm from allowing bad conduct

         20    versus preventing the blockading of preventing

         21    good conduct.

         22               You need to balance those two types of
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          1    errors.  The other balance that's going to be is

          2    in timing of any type of decision on how the rule

          3    works in that the longer you defer a decision the

          4    greater the information that you're likely to

          5    have.  And that will more likely let you achieve

          6    a better decision.

          7               A deferred decision is not necessarily

          8    a better decision overall though.  Justice

          9    delayed is justice denied I think is the saying.

         10    The question arises is market power more likely

         11    in markets with IP.  And this goes towards how

         12    you want to be setting up a rule and what sort

         13    of things should rule be focusing on.

         14               There is a question that if you think



         15    that anticompetitive mischief is more likely,

         16    perhaps in designing a rule you want to be more

         17    conservative or more aggressive.  I'm not sure

         18    what the right adjective is.  But you want to be

         19    more inclined towards blocking behavior because

         20    you think it's simply more likely.

         21               You may want to focus on rules that

         22    somehow reduce the uncertainty associated with
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          1    IP issues.  And that is, as you think of rules

          2    having two possible end results.  One is you can

          3    either go for the grand slam and try to get the

          4    rule that gets the right answer every time or at

          5    least most of the time.

          6               Alternatively you can try to come up

          7    with rules that basically reduce the uncertainty,

          8    in essence sort of focus the area of searching

          9    underneath the street lamp.

         10               And maybe the best example I can think

         11    of here is when we're talking in the context of

         12    Hatch-Waxman cases where one of the rules is, for

         13    example, we don't like reverse payments.



         14               Well, if you implement a rule we don't

         15    like reverse payments, then one way of getting

         16    around that rule is to say, well, let's sort of

         17    cloud the whole issue by having all sorts of

         18    side payments.

         19               In other words, it won't be a payment

         20    purely to stay out, but we'll trade other sorts

         21    of licenses back and forth, just kind of muck up

         22    the whole water so you can't really tell if
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          1    there's a reverse payment.

          2               Well, the rule there if you reduce

          3    some of the uncertainty may be that in any

          4    situation where there is a patent involved and

          5    some uncertainty that a payment with respect to

          6    the patent has to be patent specific.

          7               In essence you can't muck up the water

          8    with all these other side payments.  I'm not sure

          9    that's going to be an implementable rule or a

         10    good rule, but at least it should hopefully give

         11    the concept of what I'm trying to get here.

         12               A very important point which is quite



         13    obvious is that I'm afraid often not fully taken

         14    into a context, a rule has been to resistant to

         15    gaming.  Any rule you can come up with, there are

         16    going to be some huge incentives to get around

         17    that rule.

         18               And again I'll go back to the example

         19    of a rule that says thou shalt not do reverse

         20    payments or backwards payments, whatever the

         21    language is on some of these patents in

         22    Hatch-Waxman.
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          1               Well, if that's the rule, it's fairly

          2    easy to get around by, as I said, throwing in

          3    some other parts to the bargain so it's no longer

          4    so obvious that there is a reverse payment

          5    going on.

          6               To the extent you can base your rules

          7    upon unambiguous conditions, that should be a

          8    useful guideline in trying to come up with rules,

          9    and again focus the rules on areas that are

         10    characterized by the greatest uncertainty.

         11               Go where the bang for the buck is



         12    greatest.  Try to use the rules to again -- back

         13    to the street lamp example.  Use the rules to

         14    push you to where you're then most likely to be

         15    able to find things using the candle that you

         16    have left available to you.

         17               So in summary, the agencies I think

         18    should very much try to limit their role as much

         19    as possible in determining individual IP status.

         20    Again the more they can do to figuring it out the

         21    better.  But I just don't ultimately have that

         22    much confidence they will get too far.
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          1               And then try to design rules that

          2    address the inherent uncertainty associated with

          3    markets.  Again anticipate strategic responses to

          4    any type of rule design.

          5               And then the last question -- and I

          6    certainly don't have the answer -- is will the

          7    drawbacks associated with trying to implement

          8    some of these rules be greater than the benefit

          9    of the rules themselves.  It's going to depend a

         10    lot on just exactly what the rules look like.



         11    Thank you.

         12               (Applause.)

         13               WILLIAM STALLINGS:  M. J. Moltenbrey?

         14               M. J. MOLTENBREY:  I find myself in

         15    large agreement with a fair amount of what Greg

         16    said.  But I'm going to try not to repeat it too

         17    much.  I think we've already had this afternoon

         18    a pretty good explanation of what the likely

         19    problems are that we are looking for

         20    solutions to.

         21               Since this is supposed to be a panel

         22    that focuses on the practical side of things, I'm

                                                                 248

          1    just going to make a few points about what I see

          2    as approaches that make sense for the agency

          3    drawing mostly on my experience as an enforcer

          4    and looking at some of these problems and trying

          5    to figure out where resources should go and how

          6    we should approach the problem.

          7               The first thing I want to say is

          8    that because we're looking at least in part for

          9    practical responses, there doesn't have to be a



         10    single answer.  The question whether there should

         11    be -- for example, whether there should be rules

         12    that can be applied to simplify the analysis may

         13    make sense.

         14               I don't think that -- I actually

         15    believe that there are some rules that can be

         16    applied that will simplify the analysis in some

         17    circumstances.  But I don't take from that that

         18    the agency should never undertake their own

         19    independent analysis of the IP.

         20               The basic problem that comes about

         21    here is -- the reason for the problems that we

         22    have here are that we rely -- our whole system
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          1    relies on private agreements and private

          2    negotiation and private enforcement to limit the

          3    scope of patents and to prevent them from being

          4    used anticompetitively.

          5               The problem comes up because the

          6    private incentives, the incentives of various

          7    private parties who are involved in various

          8    disputes are not aligned with those of consumers.



          9               Often times what we have in other

         10    areas of law where we have a public policy we

         11    want enforced, a private party's incentives

         12    aren't going to line up perfectly as we have a

         13    public agency that's responsible for stepping

         14    into consumers' shoes and doing the enforcement.

         15               Certainly that's what we have on the

         16    antitrust side with respect to at least certain

         17    problems.  We know that private enforcement is

         18    not going to be a substitute for public

         19    enforcement.

         20               To the extent the agencies can do it,

         21    can get the expertise, can get the resources and

         22    can challenge IP that is -- IP claims that are
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          1    unduly restrictive to competition, I think they

          2    should do that and are perhaps in the best

          3    position right now of any agency or any system we

          4    have to have someone speak on behalf of consumers

          5    and represent their interests.

          6               But recognizing that that's not an

          7    immediate and perfect solution, the next step is



          8    to think about how antitrust rules and how -- how

          9    we should analyze certain agreements among IP

         10    holders and other parties, recognizing what their

         11    private incentives are, and trying to find a way

         12    to maximize those incentives towards serving the

         13    public good and deterring use of IP for

         14    anticompetitive purposes.

         15               We talked today mostly about two

         16    different types of agreements.  One is -- two

         17    types of issues.  One is how to deal with

         18    uncertainty of IP rights in the merger context.

         19               And I'm actually not going to offer

         20    too much there.  I'm not sure that I have a lot

         21    of constructive solutions on that side.  I think

         22    it's the trickiest problem.  What I'm going to
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          1    talk about instead are agreements between parties

          2    short of merger.

          3               I think it's important to keep in

          4    mind that we tend to get distracted by this whole

          5    notion of settlements of lawsuits.  There is no

          6    particular magic about an agreement between



          7    parties being in settlement of a lawsuit in terms

          8    of what the competitive effects are, what the

          9    incentives are, and what the analysis is.

         10               If I come up with evidence that I

         11    believe -- and decide that I'm in a position to

         12    perhaps enter a market by challenging either the

         13    validity of someone's patent or the scope of the

         14    claims that they have been making and thinking

         15    that I can compete, but I go to them and say,

         16    look, I've been thinking about entering this

         17    market; I'm not sure whether I need a license or

         18    not; perhaps you'd like to give me one on really

         19    favorable terms, and they enter into a license

         20    agreement that in some way is beneficial to both

         21    parties, I'm not sure that that should be looked

         22    at any differently than if they had first either
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          1    started to manufacture the product and been sued

          2    or had gone in and sought declaratory judgment

          3    that the patent was invalid.

          4               The basic competitive issues are

          5    the same in both cases.  The fact that the one



          6    agreement might be reached in settlement of a

          7    lawsuit and the other might be reached -- the

          8    same agreement might be reached before the

          9    dispute really becomes choate doesn't seem to

         10    be that important to me.

         11               And when you think about it in those

         12    ways you understand two different things.  One,

         13    this concern comes up much more broadly than just

         14    in -- worrying about patent settlements is a

         15    broad enough topic.  But in fact the same

         16    concerns apply to almost any kind of licensing

         17    agreement or could apply to it.

         18               So we're talking about more and more

         19    types of transactions that you might worry about

         20    here.  But the second is that perhaps when you

         21    go about analyzing them we've been looking too

         22    broadly and been asking too hard of a question
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          1    about what the agreement is that we should be

          2    challenging.

          3               What I mean by that is it seems to me

          4    that people say perhaps one of the things we need



          5    to do is do we need to ask the but-for question:

          6               But for this settlement would there

          7    be competition in the end, with the notion being

          8    that -- what the agencies will then be trying to

          9    figure out is if they enjoin the settlement will

         10    ultimately this litigation be resolved in favor

         11    of the patent holder or the alleged infringer.

         12               Perhaps the but-for question we should

         13    be asking is:  But for the payment of certain

         14    incentives, but for the sharing of monopoly

         15    profits would this case be settled.

         16               And we don't have to answer the

         17    ultimate question as to how the litigation would

         18    come out.  It seems to me an appropriate rule in

         19    the context of agreements to license intellectual

         20    property or agreements not to produce potentially

         21    infringing products.

         22               That rule has to be carefully
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          1    constructed not to disincentivize settlements of

          2    litigation.

          3               We can't put the burden on alleged



          4    infringers, on potential challenges, on new

          5    entrants to require them to challenge patents, to

          6    require them to challenge validity to say, no,

          7    you're not allowed to decide you're going to duck

          8    this particular problem and not take on the

          9    burden of defending consumer interests.

         10               If you want to have a rule that

         11    says -- so that means that you don't want to

         12    ever have a rule that says you can't settle

         13    litigation; you're not allowed to get out of this

         14    litigation.

         15               The question you then want to ask is

         16    why are they getting out of this litigation.

         17    If the only reason they are getting out of the

         18    litigation is because they are being compensated

         19    with a share of monopoly profits and that but for

         20    the sharing of those monopoly profits the answer

         21    continue the plight.

         22               What the public agencies want to do
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          1    is say you can't have that payment, not you can't

          2    have that settlement.  And so what you want to do



          3    is separate those two out.

          4               I agree with Greg that that buys a

          5    whole different set of practical problems.  Yes,

          6    it is often going to be hard to determine whether

          7    or not a payment has taken place.

          8               We've had some very obvious examples,

          9    and everyone is probably learning from those even

         10    as we speak that if you're going to pay an

         11    alleged infringer not to compete with you, you

         12    better do it in more disguised terms.

         13               I don't think that having a rule that

         14    says you can't have such payments in certain

         15    circumstances solved every problem.

         16               But I do think that in many

         17    circumstances the agencies are going to be better

         18    equipped to sort out those issues than they are

         19    to sort out the full underlying IP disputes that

         20    are going on, that sitting down and looking at a

         21    division of -- you know, at what the economic

         22    terms of a particular licensing agreement is
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          1    something more within the agencies' expertise



          2    than doing the full-blown patent analysis

          3    would be.

          4               So where that leads me is that with

          5    respect to agreements that are between parties

          6    that lessen competition where you have disputed

          7    IP rights is I'd ask a series of questions.

          8               The first is:  Is this an area where

          9    we have market power?  If there's no market power

         10    involved, obviously whatever types of settlements

         11    go on we should assume are not being motivated

         12    for anticompetitive purposes and are in the

         13    public interest.

         14               The second is one that Doug mentioned:

         15    Are there relatively few challenges.  I would

         16    probably broaden that somewhat simply to point

         17    out that when you decide how many challenges are

         18    out there in a market I think it's important to

         19    bear in mind the realities of IP litigation.

         20               And even if you have multiple parties

         21    who are situated or perhaps have an incentive to

         22    perhaps challenge the validity of IP they may not
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          1    be temporally equivalent.

          2               If you have someone who's on the verge

          3    of going to trial who settles a case and there

          4    are three pending cases by -- three challenges by

          5    other parties out there but they are years away

          6    from resolution, I think there's a lot of

          7    potential harm there, notwithstanding the fact

          8    that the issues may ultimately be litigated.

          9               And so I would look not only at who

         10    is a challenger but who is a challenger in the

         11    immediate term.  And then I would look for a

         12    payment of -- a sharing of monopoly profit.

         13    One of the issues that I've toyed with a little

         14    bit -- I'm not sure that it works very well.

         15               But it's to take those thoughts and

         16    put them into some kind of legal construct and

         17    say, gee, what is the legal analysis that leads

         18    to this result.

         19               And I think there's an interesting

         20    lesson that can be learned by looking at

         21    conspiracy to monopolize a law.  If you look at

         22    the analysis of agreements under section 2, the
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          1    analysis is a little different.

          2               And I think a lot of it leads you to

          3    exactly that type of inquiry, which is do you see

          4    two parties who have an incentive to monopolize

          5    this market, and is that what this agreement is

          6    about, or is it really simply an agreement to

          7    avoid litigation.  Those are my practical

          8    thoughts on some of the issues that came up

          9    today.

         10               (Applause.)

         11               WILLIAM STALLINGS:  Well, I've heard

         12    from four panelists.  I'd like to just open

         13    up the floor for discussion based on the

         14    presentations we heard earlier, if anyone has

         15    any comments.

         16               SALEM KATSH:  I'd like to ask M. J.

         17    a question about whether the market sharing of

         18    monopoly profits would be a -- whatever, red

         19    flag, yellow flag.

         20               If one assumes that the plaintiff

         21    or the patent owner has a valid and infringed

         22    patent, why does it make a difference if he

                                                                 259



          1    decides to exploit it by sharing it with a

          2    licensee on terms and conditions that are

          3    acceptable to the patentee.

          4               He may lack some capacity.  He may not

          5    other things.  Why would that -- why is that a

          6    solution rather than a sort of circular kind of

          7    problem?

          8               M. J. MOLTENBREY:  Well, my answer

          9    would be it goes back to the question that you're

         10    asking which is -- the question is but for that

         11    payment would the licensee be challenging the

         12    scope or validity of the patent.

         13               And if the answer is yes, then the

         14    payment is not a payment to distribute the

         15    product, not a payment to produce it.  It's a

         16    payment not to challenge the validity of patent.

         17    And that's what I would enjoin.

         18               If the answer is I've chosen to share

         19    this and but for this payment I wouldn't be in a

         20    lawsuit with this person trying to prove this

         21    patent is invalid, I'd be out distributing

         22    someone else's product, then I don't think you
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          1    have any concern whatsoever about it.

          2               I don't mean to be too dismissive

          3    of the difficulties of making those factual

          4    determinations in any given context.  I just

          5    think that they may be easier determinations to

          6    make than the ultimate validity or scope of

          7    patent determinations.

          8               WILLIAM STALLINGS:  Joe Kattan?

          9               JOSEPH KATTAN:  The thing that worries

         10    me about rules is that they tend to be mechanisms

         11    by which enforcers shift the burden of proof to

         12    defendants.

         13               When the IP guidelines talk about

         14    agreements raising antitrust concerns when they

         15    eliminate or reduce competition that would have

         16    taken place in the absence of the agreement, I

         17    think they are not simply stating an enforcement

         18    policy by which the government is going to be

         19    bound in litigation.

         20               I think they are also stating the

         21    state of the law on the issue, which is that the

         22    plaintiff in an antitrust case has the burden of
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          1    showing that the agreement has created

          2    anticompetitive effects.

          3               If one wants to look at a rules regime

          4    in the IP context, one can look at the technology

          5    transfer block exemption the European Commission

          6    has adopted.

          7               And I would ask the panelists here,

          8    particularly those who have spoken about rules,

          9    whether a regime like that which to me seems

         10    unduly rigid and has a lot of results that I

         11    think most people at this table would at least in

         12    some cases question as preferable to the rule of

         13    reason approach that we use here.

         14               WILLIAM STALLINGS:  Doug?

         15               DOUGLAS MELAMED:  I have a brief

         16    comment on what Joe said and then I want to go

         17    back to answer the question that was put to M. J.

         18    in a way that probably violates the subject of

         19    this conference which is to be practical.

         20               I agree with Joe about rules.  I think

         21    that if rules, whatever that means, are going to

         22    be attractive in this area what they should be
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          1    are ideas about how to think about the facts, to

          2    draw appropriate inferences from the facts in a

          3    rule of reason context.

          4               They should not be formalistic rules

          5    for the reasons Joe has said.  But I don't think

          6    that, you know, a rule or a notion that says if

          7    you identify parties that have -- to pick up on

          8    what M. J. said, parties that have market power,

          9    there is a bona fide uncertainty about the

         10    intellectual property.

         11               And there's something fishy -- I'll

         12    come back to what that means in a minute -- about

         13    the nature of the deal between them that you

         14    can't from that infer that there is a sufficient

         15    harm to competition that you meet the

         16    requirements of the rule of reason.

         17               I don't think that's a rule.  I think

         18    that's simply a way of thinking about the facts.

         19    Now, for whatever it's worth it seems to me one

         20    way of looking at M.J.'s notion or at least my

         21    understanding of M.J.'s notion of is there market



         22    power being shared is to think of the agreement
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          1    whether it be a merger or a settlement agreement

          2    or a license agreement or whatever between the

          3    IP claimant and the putative infringer.

          4               To think of it almost as an

          5    exclusionary agreement of the type in which a

          6    party with market power either induces an input

          7    supplier not to furnish that input to anybody

          8    else -- and here the analogy would be to pursue

          9    the IP litigation in a way that reduces entry

         10    barriers to everybody, and if you strike down or

         11    reconstrue the scope of the patent.

         12               Or simply bribe them not to compete,

         13    you know, a BRI kind of case, kind of agreement.

         14    And it seems to me what you do there is you ask

         15    does this agreement have efficiency enhancing

         16    properties.  Here you'd be saying did it simply

         17    economize on litigation costs.

         18               Or you would be asking did it in fact

         19    increase the efficiency of the exploitation of

         20    the intellectual property because the licensee



         21    really is much better able to build the machine

         22    or to distribute the product or whatever it
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          1    might be.

          2               And then you ask the other question or

          3    maybe it's the default to say maybe it doesn't

          4    increase efficiency.  Maybe all it does is bribe

          5    the input supplier not to facilitate entry by

          6    others or the would be rival not to compete.

          7               And you identify that bribe by saying

          8    we don't think efficiencies could possibly

          9    explain the consideration in this contract after

         10    looking at the facts; we don't see that enhanced

         11    exploitation of the IP.  We don't see that a

         12    zillion dollars in consideration is simply

         13    avoiding litigation cost.

         14               And then you can infer if you

         15    otherwise think the defendant has market power

         16    that what he's doing is he's using some of that

         17    market power to bribe the rival of the input

         18    supplier not to facilitate or to provide

         19    competition.



         20               And by analogy to these vertical

         21    exclusionary cases or potential entry cases or

         22    market allocation cases, you can say that's an
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          1    illegal agreement.

          2               SUZANNE MICHEL:  Let me ask a

          3    question.  If one were to accept this concept

          4    that the antitrust plaintiffs might have a burden

          5    to show the but-for world, or if one were even

          6    interested in taking on the task of showing the

          7    probabilities that the patent was valid and

          8    infringed, what is the real question that we're

          9    trying to get at in that context?

         10               And by that I mean are we trying to

         11    show outcome of particular litigation?  Are we

         12    trying to show some more general -- make some

         13    more general determination of whether a

         14    particular patent is invalid from first

         15    principles, and infringed?

         16               MOLLY BOAST:  I will take a stab at

         17    that.  I think I may well be wrong, but I think

         18    it flows really from Doug's point.  And I think



         19    what you are answering there is the question of

         20    whether there's an efficiency in the agreement.

         21               That is to say, is the licensing

         22    arrangement on whatever terms, you know, more
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          1    efficient than the outcome of the litigation?

          2               SALEM KATSH:  I would answer it this

          3    way.  If you get in a position of asking that

          4    question, I think you're asking the wrong

          5    question because it can't be answered.

          6               SUZANNE MICHEL:  And by that question

          7    do you mean the question on the outcome of the

          8    particular litigation?

          9               SALEM KATSH:  Right.  The ability to

         10    quantify or on a qualitative basis assess the

         11    outcome of a patent case is impossible.  Now, you

         12    can get a feel for it.  Sure.

         13               But I think to go back to Doug's point

         14    and M.J.'s, if you have an agreement that appears

         15    clearly to be in restraint of trade whether

         16    because it falls within the category of sharing

         17    market power or otherwise is subject to some



         18    traditional antitrust principle, that is where --

         19    that is the question that should be asked it

         20    seems to me.

         21               And then I would say that although the

         22    division does have the burden of proof I think
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          1    that to say that a but-for -- I think that's more

          2    in the way of an affirmative defense than it is

          3    an element of the government's claim.

          4               And I think that in that respect this

          5    entire discussion of presuming competition to be

          6    illegal, and that's something that the defendant

          7    has to establish, is striking from my point of

          8    view.

          9               SUZANNE MICHEL:  Would you say that

         10    the but-for world then is even a viable defense

         11    if you're talking about trying to show the

         12    outcome of particular litigation?

         13               SALEM KATSH:  It's a theoretical

         14    defense.  But there are so many ins and outs with

         15    a patent you can't imagine what it's going to

         16    look like when it gets finished, and the process



         17    of going up and down and how many years it's

         18    going to take, where the industry is going to go,

         19    what other products are going to come in.

         20               Right now you have an agreement.

         21    Now, if the agreement is distributing -- private

         22    agreement distributing incentives for production
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          1    and marketing and it's being justified on the

          2    basis of the defendant is an illegal competitor,

          3    I just find that something that would be

          4    inherently suspicious to me.  And I'd want

          5    really convincing proof.

          6               WILLIAM STALLINGS:  M. J.?

          7               M. J. MOLTENBREY:  I guess I would

          8    answer the question about what is it that

          9    you're -- what is the but-for world to say it

         10    might in different circumstances be any one

         11    of those.

         12               But what happens is that your relief

         13    is different.  The relief that you are seeking

         14    and that you would be entitled to get is going to

         15    be different.



         16               I can imagine circumstances where you

         17    would be able to show -- and just to take an

         18    extreme, simple example, that a patent holder

         19    goes out and pays -- simply goes out an pays one

         20    of the few other firms that has underlying

         21    technology in the area and just walks in and says

         22    we're going to pay you a lot of money and you
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          1    agree that you'll never challenge our patents.

          2               And as long as you do that we're

          3    going to pay you a lot of money.  And if that

          4    circumstance I can imagine challenging that.

          5    There the challenge is to the payment, and it is

          6    to the agreement not to challenge.

          7               And you're not making any

          8    determination about the validity or scope of the

          9    patent.  I can imagine circumstances -- they may

         10    be rare -- where in fact you could not only as a

         11    theoretical -- on a theoretical level but on a

         12    practical level get evidence of the likely

         13    outcome of a particular case.

         14               It may be very difficult and it might



         15    depend a lot -- just to draw on some practical

         16    experience, it's a little harder to do that when

         17    you are looking at the early stages of litigation

         18    with years of discovery yet to go than it is when

         19    you're looking at a case that's been briefed on

         20    appeal and the issue that is raised on appeal is

         21    a very narrow legal one.

         22               You may very well be able to make a
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          1    determination about the likelihood of success

          2    there.  And in that case again if you challenge

          3    that the relief you're getting may well be that

          4    particular agreement.

          5               Whether or not that particular -- if

          6    it's the scope of the patent it will be whether

          7    that particular infringer is violating or not.

          8               You may also have circumstances where

          9    the only alternative is to try the entire case,

         10    to put in the evidence.  And the outcome is that

         11    the patent is invalid.  The consequences and

         12    relief that you get from that are much, much

         13    broader.  And obviously it is a much more



         14    difficult case.

         15               But I don't think there is any reason

         16    to narrow it down and say there's only one way

         17    to get at it.  I think you just -- you are

         18    challenging something slightly different and

         19    you're seeking slightly different relief in each

         20    case.

         21               SUZANNE MICHEL:  If our goal is to

         22    take on the -- or to try to show the likely
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          1    outcome of particular litigation, to what extent

          2    then do we need to get into factors like who are

          3    the lawyers and who was the judge and what were

          4    his propensities and is this really a doable

          5    thing?

          6               SALEM KATSH:  Why is this different

          7    than where the defendant raises the defense of a

          8    natural monopoly, that nobody else can exist in

          9    this market, and the defendant agrees?  Why you

         10    would put the burden on those parties to prove

         11    that, I don't see why this is any different.

         12               And you would approach that with a



         13    fair amount of skepticism.  Now, I would modify

         14    my prior remarks by saying if the patent has a

         15    history of being successfully enforced and, you

         16    know, that would be a factor.

         17               And in this connection, the so-called

         18    secondary consideration under the patent law, you

         19    know, long felt need, penicillin, breakthrough

         20    discoveries, commercial success, prior judgments,

         21    sure.  You know, that kind of case is different.

         22               But if you're talking about untested
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          1    patents, then I think you're in a very difficult

          2    situation to ask the but-for question up front.

          3               WILLIAM STALLINGS:  I recognize

          4    Ed Polk.

          5               EDWARD POLK:  I guess I agree with

          6    what was said there as far as the situation where

          7    it's just a payment itself and not so much where

          8    the underlying patent needs to be challenged.

          9               But if you have a situation where it

         10    is about the underlying patent and you are in a

         11    case where maybe but for that patent there



         12    wouldn't be a market there, it seems to me that

         13    if you are just putting in rules where you don't

         14    want to undertake that analysis you're trying to

         15    get a speedier result possibly at the cost of the

         16    truth of what really are the facts of that

         17    situation.

         18               Maybe it would be a good thing to

         19    actually go with that analysis, to come with the

         20    truthful result rather than the quick result.

         21               WILLIAM STALLINGS:  Joe Kattan?

         22               JOSEPH KATTAN:  It seems to me that to
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          1    answer your question you need to ask the ultimate

          2    question which is what is the question we're

          3    trying to answer in an antitrust case, and that

          4    is whether the agreement creates, maintains,

          5    upgrades, preserves, or -- creates or preserves

          6    market power, and not whether the agreement is

          7    contributing to efficiency.

          8               And the only way that you can

          9    determine whether the agreement is creating or

         10    maintaining market power is to look at what the



         11    but-for world would have been like.  And if in

         12    the but-for world you would not have had two

         13    parties competing with each other, I don't see

         14    how you can get to that ultimate result.

         15               Now, it just so happens that a lot

         16    of patent cases get settled after you have had

         17    a Markman hearing.  And after you have had the

         18    Markman hearing you frequently have a pretty good

         19    idea, not a dispositive idea, not something that

         20    you can take to the bank.

         21               But you have a pretty good idea of

         22    where the case is going to wind up because the
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          1    Judge has basically told you now here's how I'm

          2    going to be interpreting the claims of the

          3    patent.

          4               And once you've got the claims of the

          5    patent interpreted, the rest of it is relatively

          6    speaking fairly mechanical.  So it's a difficult

          7    issue.

          8               But I think if we begin by saying are

          9    you contributing to efficiencies, then you're



         10    saying defendant prove to me that you have had

         11    a good reason for entering into this agreement

         12    rather than, plaintiff, prove to me that this

         13    agreement creates market power, preserves market

         14    power, prevents its erosion.

         15               WILLIAM STALLINGS:  Doug?

         16               DOUGLAS MELAMED:  I think Ed's comment

         17    and maybe Joe's as well implicitly surface a

         18    critical premise in this discussion.  I say

         19    premise.  We can disagree about the premise.

         20               Both of those comments it seems to me

         21    assume the correctness of a pitch that was made

         22    by a lawyer who came before the Division when I
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          1    was there with a merger in which the acquiring

          2    firm had a passel, to say the least, of patents

          3    and bought a competitor, a firm where the two

          4    were actually competing.

          5               They claimed that one or more of all

          6    of this mess of patents entitled it to prevent

          7    the acquired firm from continuing to compete with

          8    it.  And the lawyers said, look, if the patents



          9    are valid there's no lawful competition here.  If

         10    the patents are invalid, there's no other entry

         11    barrier.  There's no competitive concern.

         12               So either way you guys should go away.

         13    And if one accepts the notion that a patent is

         14    either valid or invalid and that the matter --

         15    the increase should be as to the truth of the

         16    matter, I think there's something to that

         17    analysis.

         18               There's another way of thinking of

         19    patent law which I think has been alluded to by

         20    several people this morning but I think it ought

         21    to be surfaced.

         22               And that is that the truth of the
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          1    matter is that a patent gives you certain

          2    presumptive rights to act as if you own property.

          3    But you don't own that property until after the

          4    litigation process if any is completed and it is

          5    determined what the proper scope and validity of

          6    that patent is.

          7               And if that -- if therefore the truth



          8    of the matter is that you don't own a patent

          9    prior to the resolution of the litigation -- I

         10    mean you don't own a definitive right to exclude

         11    would-be rivals prior to the end of the

         12    litigation, then the but-for world or the truth

         13    of the matter that is pertinent might well be

         14    that there would have been competition or a

         15    likelihood of competition notwithstanding the

         16    patent claim and prior to the possible future

         17    resolution of its validity.

         18               And that competition, it seems to me

         19    if you accept the premise that the intellectual

         20    property laws do not assume either validity or

         21    invalidity but rather assume uncertainty until a

         22    resolution, that competition is competition that
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          1    the antitrust laws ought to be concerned about.

          2               WILLIAM STALLINGS:  I recognize Salem

          3    Katsh who is going to make a presentation.

          4               SALEM KATSH:  It just shows that

          5    eventually competition does induce innovation

          6    because this was done on a Macintosh and now it's



          7    being shown on a PC.

          8               I want to run through the slides

          9    because I want to make sure I pick up on the

         10    points that may not have been covered.  The first

         11    point I wanted to make -- and this goes to the

         12    question of whether we should start with a

         13    but-for test -- is to consider historically the

         14    relative importance and weight given to the

         15    patent laws and the antitrust laws.

         16               And I think to the extent the agencies

         17    are waking up to this field today, they may well

         18    benefit from looking at what was considered

         19    axiomatic law when I started practicing sometime

         20    during the pendency of the IBM/Government case.

         21    I don't want to tell you exactly how old I am.

         22               The patent clause in the Constitution
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          1    doesn't say anything about licenses.  It doesn't

          2    say anything about assignments.  All it says is

          3    that the owner shall have the exclusive right to

          4    his discoveries.

          5               The antitrust laws and the FTC act are



          6    broad based commerce laws, powers, that were

          7    enacted to regulate contracts.  The patent laws

          8    contain no provisions for balancing the relative

          9    innovative value of a patent to its competitive

         10    costs.

         11               Every patent is of equal validity once

         12    it issues from the Patent Office regardless of

         13    whether it meets the margin of patentability by

         14    an inch or by fifteen yards.

         15               The degree to which it passes the

         16    bar of patentability may be completely out of

         17    proportion to the amount of market power it

         18    lends itself to.

         19               I'm not going to read these, but if

         20    you look at the Kodak/Goodyear case of the

         21    Federal Circuit, the SEM/Xerox case, and the

         22    FTC/DOJ guidelines, you'll see a completely
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          1    different philosophy of enforcement theory.

          2               The Federal Circuit was saying it

          3    didn't matter who owned the patent.  The fact was

          4    that if the patent had not been transferred it



          5    still could have been used to exclude

          6    competition.

          7               So they were assuming a hypothetical

          8    infringement action that would have been brought

          9    that would have been successful whether or not

         10    that would in fact have been the case.

         11               I think that -- and I've tried to

         12    carefully look at the cases since these chestnuts

         13    back in the forties.  I don't think the law has

         14    changed in terms of Supreme Court pronouncements

         15    about the relative status of the antitrust laws

         16    and the patent laws.

         17               The contract which M. J. may have

         18    alluded to comes before the court.  If it does in

         19    fact lend itself to the interpretation that it's

         20    in restraint of trade, it comes -- the patent

         21    aspect is subject to that principle of general

         22    law and does not override it.
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          1               So there are many cases where the

          2    Supreme Court has struck down pooling

          3    arrangements, cross-licensing arrangements



          4    without regard to whether the patents were valid

          5    or invalid.

          6               It is true that as a matter of relief

          7    or subsequently the patents could have been

          8    enforced.  But that would have been on their own

          9    merits.  The agreements that parties reach

         10    privately should not be subject to the control of

         11    a subsidiary body of jurisprudence.

         12               Now, I used that little clip art thing

         13    to try and illustrate what to me is a practical

         14    reality that many may not completely understand.

         15    The black spider-type thing up with the little

         16    red dots, if you can make them out, going into

         17    the funnel is meant to represent the patent.

         18               Now, there's been a lot of discussion

         19    about patents conferring market power.  But in

         20    reality it's a firm that will have market power,

         21    a firm with plant, property, equipment,

         22    employees, know-how, trade secrets,
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          1    relationships, and so forth.

          2               A patent is one component of the



          3    firm's overall assets.  And it is, as has been

          4    mentioned, simply a cause of action.  One can

          5    call it a property right if one wants to, but all

          6    it means is that you can bring a lawsuit.

          7               The patent lawyers are fond of always

          8    emphasizing that a patent does not give you the

          9    right to practice your own invention because

         10    there could be a patent that blocks you.  All it

         11    gives you is a right to bring a cause of action.

         12               And the misuse doctrine to the extent

         13    it still exists -- and there's maybe something

         14    left of it -- was a doctrine that was adopted by

         15    the Supreme Court based on the fact that the

         16    patent owner was appealing to the court of equity

         17    to exclude other people.

         18               And the Court held that equitable

         19    principles -- irrespective of whether there was

         20    an antitrust violation, equitable principles came

         21    into play in terms of whether that patent would

         22    not be enforced.
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          1               I mention here that there are other



          2    situations beyond the patent case where defenses

          3    have relied upon private property rights, that

          4    the government was attempting to reallocate

          5    private wealth.

          6               And they were subject to various

          7    defenses such as ruinous competition, failing

          8    company.  There was the Fashion Originators Guild

          9    case where the owners of creative designs got

         10    together to police against pirating.

         11               All of those were struck down -- I

         12    mean that case in particular was struck down as

         13    per se illegal because it was a resort to

         14    self-help.

         15               And some of the arguments you hear

         16    about the presumptive legality and value of

         17    patents sound like similar arguments that have

         18    been treated with some skepticism by the

         19    agencies.

         20               Now, the Xerox case in the Federal

         21    Circuit has thoroughly complicated the situation

         22    confronting both the private bar and the agencies
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          1    and does present a unique opportunity for the

          2    United States as a plaintiff, or the Federal

          3    Trade Commission, to take action so that their

          4    cases will not come before the Federal Circuit

          5    for review.

          6               And I think this is a point that the

          7    Federal Circuit has basically adopted the

          8    syllogism that because the patent gives you the

          9    right to exclude, almost any condition that you

         10    attach to giving a license is immune from

         11    antitrust attack.

         12               No weighing, no attempt to look at the

         13    but-for.  The license agreement is per se valid

         14    unless you meet the requirements of Professional

         15    Real Estate and sham litigation, unless there is

         16    an enormous fraud on the Patent Office, or unless

         17    there is a tying arrangement.

         18               Why the court threw in tying

         19    arrangement I'm not sure.  It was in one portion

         20    of its opinion and it's not in many other

         21    articulations by the Federal Circuit where

         22    they've allowed only sham and fraud as the two
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          1    grounds for challenging a patent suit or a patent

          2    agreement.

          3               Think about how the Supreme Court

          4    would have treated the argument in Aspen or

          5    Lorraine Journal if in Aspen they put forward as

          6    a defense that the ski company had a patent on

          7    the chair lifts used on Highlands Mountain.

          8    Anybody who thinks that the result would have

          9    been any different I think is wrong.

         10               Aspen owned the three mountains and it

         11    was obliged to open its -- it was obliged to

         12    waive its right to sue for trespass.  That is

         13    what antitrust courts do when there are found to

         14    be serious antitrust violations even in a single

         15    firm context.

         16               In Lorraine Journal, the Journal

         17    established a policy of not carrying the

         18    advertisements of anybody who advertised with the

         19    new entrant, the radio station.  Suppose the

         20    Journal had gotten a business method patent on

         21    how it ran advertisements?

         22               So but for the infringement of the

                                                                 285



          1    patent -- in other words, they would have the

          2    absolute right to refuse to license their patent.

          3    And that would be somehow different from what

          4    they did which was to refuse to deal and share

          5    their property.

          6               Now, the antitrust laws have always

          7    had difficulty regulating single firm conduct.

          8    It's no different today than it was in the days

          9    of the IBM cases that involved access to trade

         10    secret or copyrighted interface data.

         11               The U.S. gave up on that.  The

         12    European Commission did require certain

         13    compulsory licensing of vertical integration

         14    cases where a single firm takes action that has

         15    the potential of excluding competition in the

         16    primary market because it will require other

         17    competitors to vertically integrate into two

         18    markets.

         19               In most of the Supreme Court cases

         20    involving patents -- and one of the last of the

         21    string was Blacksaw -- the Court again did not

         22    pay attention so much to the issue of patent
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          1    validity as to what the agreements were intended

          2    to do.

          3               And when the Xerox court in the

          4    Federal Circuit says it's not going to consider

          5    scienter, it's not going to consider an objective

          6    intent, it's not going to consider the memos

          7    which talk about why a firm has entered into an

          8    agreement, they are basically immunizing from

          9    antitrust examination the bread and butter of

         10    antitrust cases where one does look to motive,

         11    one does look to intent, not as Phil or Rita used

         12    to say, because the chairman of IBM has bad

         13    thoughts about destroying competition, but no.

         14               Was the company motivated to enter

         15    into this agreement because it felt that the

         16    other party was in fact violating the patents?

         17    Or does the discovery show other considerations,

         18    a fear of attack on the patents, sharing of

         19    monopoly power to buy off attack?  Those issues

         20    would appear to be out of consideration as far as

         21    the Federal Circuit is concerned.

         22               Now, on the settlement question -- and
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          1    I really wanted to get to this -- there is a big,

          2    big problem which nobody's mentioned.  And maybe

          3    I'm missing something.  But Professional Real

          4    Estate does say that if you bring a lawsuit you

          5    cannot be accused of violating the antitrust laws

          6    unless it's shown to be objectively baseless.

          7               Now, that's going to be a very hard

          8    thing to show in virtually all cases.  A

          9    settlement that is based on wanting to resolve a

         10    presumptively valid lawsuit is going to be hard

         11    to challenge it seems to me, despite whatever the

         12    settlement agreement says, if the defendant wants

         13    out of the litigation.

         14               And the court is bound to find that

         15    the litigation was proper exercise of the patent

         16    owner's First Amendment rights.  And I find this

         17    a real curve ball.  In terms of examining license

         18    agreements there could be litigation.  And then

         19    you'd be into a direct PRE situation where there

         20    is litigation, and you're in that.

         21               So I think this is an area where a

         22    lot of work and thought needs to be devoted to
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          1    overcoming that if some of these agreements are

          2    to be challenged.  Thank you very much.

          3               (Applause.)

          4               WILLIAM STALLINGS:  I'd just like to

          5    note quickly that all these presentations will be

          6    on the FTC's website I think today.  And we also

          7    have hard copy presentations of Joe Miller's

          8    paper in the back which is a good lead-in to

          9    recognizing Joe Miller.

         10               JOSEPH MILLER:  Thank you.  And thank

         11    you for inviting me to talk to you all today.  My

         12    idea is sort of that this is a good news, bad

         13    news situation when we ask what standards are we

         14    going to use when we're trying to examine the

         15    antitrust status of certain patent license

         16    settlement agreements.

         17               Let me start with the bad news.  It's

         18    good to get that out of the way first.  The bad

         19    news is that I think resort to patent law

         20    standards is at some level ineradicable.

         21               You are never going to get to a point



         22    where you can avoid entirely looking at the
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          1    merits of an underlying assertion about the

          2    scope of patent rights including validity or

          3    infringement, whichever is more important in

          4    any particular case.

          5               I think it's true from first

          6    principles.  The guidelines seem to suggest

          7    this is the case.

          8               And I think more importantly the

          9    Business Review letters that people have alluded

         10    to that have dealt with patent pool issues, all

         11    three of which emphasize the importance of the

         12    role of an independent patent expert who is going

         13    to pass on the essentiality of patents, of given

         14    patents for the pool technology, emphasizes an

         15    acknowledgement that the merits of patent claims

         16    are important at some very basic level.

         17               The good news is that patent law

         18    isn't merely a big pain in the neck for antitrust

         19    enforcement authorities.  Patent law actually I

         20    think contains sone important principles that the



         21    antitrust enforcement agencies could use to their

         22    advantage when they are examining and perhaps
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          1    then challenging certain patent license

          2    arrangements.

          3               I've thought about two in particular,

          4    but I don't mean to suggest that these are the

          5    only two.  I'm sure there are many more that

          6    people more creative and intelligent than I am

          7    will think of later.

          8               I do think it's worth spending some

          9    mental energy on this though to try and come up

         10    with as many as one can.  Let me mention the two

         11    that occurred to me.

         12               One is the presumption of validity has

         13    been alluded to many times today.  And Molly

         14    Boast quite correctly emphasized that the

         15    presumption of validity is merely a procedural

         16    device.  And it's a procedural device of somewhat

         17    limited utility.

         18               An important instance where it does

         19    not apply is when a patentee is seeking



         20    preliminarily to enjoin rather than permanently

         21    to enjoin someone from competing with them in the

         22    marketplace.

                                                                 291

          1               So when a patentee wants peremptorily

          2    to remove someone from the marketplace, they bear

          3    the burden showing that their patent will be

          4    sustained against the attacks that the defendant

          5    has signaled might be in the offing.

          6               It seems to me that the antitrust

          7    agencies can and should be able to make the case

          8    that they ought to be no worse off with respect

          9    to someone who wants peremptorily to remove a

         10    competitor with a license than they would be if

         11    the person sought peremptorily to remove a

         12    competitor with a preliminary injunction.

         13               There has also been a lot of talk

         14    today about shifting burdens.  And I sense a

         15    distaste for it in certain respects, shifting the

         16    burden onto the parties who come forward with

         17    these arrangements.

         18               But I do think they need to bear a lot



         19    more of the burden, especially if they want to

         20    forestall much more drastic measures, about which

         21    more in a moment.

         22               The other procedural principle that
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          1    I think is worth considering is the adverse

          2    inference that is drawn in patent infringement

          3    cases when a party who has been found to infringe

          4    is defending against the charge that their

          5    infringement was willful, that it was done with

          6    reckless disregard for the other person's

          7    patents.

          8               Of course, when the person's intent

          9    about the patent rights becomes an issue, the

         10    natural thing for them to rely on is advice of

         11    counsel:  I had a good faith basis for believing

         12    I didn't infringe or that the patent was invalid,

         13    therefore I did not act with reckless disregard;

         14    I acted with appropriate regard; I had good

         15    advice; it happened to be wrong, but don't sock

         16    me with treble damages.

         17               It seems to me that there is an



         18    argument to be made and it has several steps.  I

         19    would commend the paper to you for it in detail.

         20               But there is an analogy to be made

         21    here through the failing firm defense that the

         22    accused infringer who says, look, I had to give
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          1    in; I had to give my independence to the patent

          2    holder because I couldn't possibly compete

          3    lawfully, ought to be forced to disclose the good

          4    faith basis for that belief or suffer the same

          5    adverse inference, that they had no good faith

          6    basis for that belief.

          7               Now, the point has been made that

          8    these legal opinions if they are negative

          9    opinions, if they are opinions that suggest that

         10    someone would be held liable for infringement

         11    of a valid patent, that they will not be

         12    written down.

         13               My experience as a patent litigator

         14    indicates the truth of that statement that's been

         15    made by others.  It almost certainly wouldn't be

         16    written down.



         17               That doesn't mean it can't be

         18    disclosed.  Conversations I'm sure would be had.

         19    They have to be had because companies need

         20    competent legal advice on how to proceed given

         21    the circumstances they are under.

         22               And the substance of those
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          1    conversations could be relayed.  Again if someone

          2    decides they don't want to, there is always an

          3    adverse inference to draw and I would recommend

          4    heartily that it be drawn.

          5               Again, these are two procedural rules

          6    from patent law itself that I think the antitrust

          7    authorities could usefully deploy.  I'm sure

          8    there are others.

          9               But the complaint could rightly be

         10    made when one talks about these sorts of ideas

         11    that -- pick whichever cliche you like, nibbling

         12    around the edges, rearranging deck chairs on a

         13    sinking ship.

         14               And I take those criticisms to heart.

         15    I think they have great merit.  The reason that I



         16    think they have great merit is because they don't

         17    attack the fundamental structural difficulty that

         18    we're confronting that Joe Farrell has alluded

         19    to, that Doug Melamed has alluded to and I think

         20    others have as well.

         21               And that is the consequence of the

         22    legal rule that's been with us since a Supreme
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          1    Court case called Blonder-Tongue that once a

          2    patent has been held invalid as to one person

          3    it's invalid as to the rest of the world.

          4               That means that patent challenges have

          5    a public goods quality much like innovation

          6    itself.  So if we're convinced that innovation

          7    needs patents because it will be undersupplied

          8    otherwise, we're probably equally likely to be

          9    convinced that patent challenges need some sort

         10    of boost or they're likely to be undersupplied.

         11               I need to think a lot more about Joe

         12    Farrell's very, very provocative and important

         13    remarks here today about whether we can

         14    confidently state that the level of patent



         15    challenges really is below the place we need it

         16    to be according to some particular social wealth

         17    or standard.

         18               What I'm not going to wait to say

         19    though is some ideas about how we might change

         20    the law if we conclude it is below where it needs

         21    to be.  What practical things might we do?  Well,

         22    I think that at a bare minimum you would want to
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          1    even out the patent law fee shifting regime.

          2               Right now when you want to shift fees,

          3    when you want to make sure that someone who has

          4    one meritorious case gets their attorney fees

          5    compensated, it's very tilted toward the patentee

          6    who's successful and tilted very far away from

          7    the accused infringer who's successful.

          8               It seems to me that if you thought

          9    that patent challenges were being undersupplied

         10    by the current set of legal rules that's the

         11    first place you would look.  At least the legal

         12    fees, make the patentee pay them in other words,

         13    when an accused infringer successfully



         14    invalidates a patent.

         15               That would be particularly appropriate

         16    when they do so on grounds that the patentee

         17    could have avoided if he or she only took a

         18    little bit more time and care in figuring out

         19    whether the invention was patentable in the first

         20    place.

         21               But what might you do that's even more

         22    bold than that?  I think we have a laboratory for
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          1    what you might do.  It's the Hatch-Waxman Act.

          2    Now, the Hatch-Waxman Act is not popular.

          3               It's especially not popular in a room

          4    full of antitrust lawyers, for good reason,

          5    because it has a lot of pernicious aspects to it

          6    that have been manipulated with real abandon on

          7    the part of the main pharmaceutical

          8    manufacturers.

          9               But it also has this very, very

         10    interesting suggestion for a device that might

         11    work quite well.

         12               The 180-day semiexclusivity period,



         13    this is a period that allows the first person who

         14    steps up to challenge the drug patent a six-month

         15    period after they succeed where they will be able

         16    to sell into the market and their only competitor

         17    will be the name manufacturer.

         18               The other generics will have to wait.

         19    Now, the problem with this procedure as

         20    Hatch-Waxman enacted it was that it allowed the

         21    first generic to put a cork in the bottle and

         22    trap every generic behind it and sit around and

                                                                 298

          1    wait and not really even enter.

          2               If that got fixed -- and it seems that

          3    it is being fixed in some ways and might be fixed

          4    even more dramatically with some legislation

          5    that's on the Hill right now.  If that were fixed

          6    I think what we'd see is here is a bounty being

          7    paid to the first challenger and only the first

          8    challenger.

          9               Why is that important?  Because it's

         10    a benefit that they will get that their

         11    competitors, who will also reap some benefits



         12    from the invalidation of an invalid patent, will

         13    never get.

         14               So they get a reward that others won't

         15    get that's an incentive to undertake the

         16    challenge.  It's sounding a lot like the patent

         17    regime itself, right?  You reward someone in a

         18    way that won't be appropriated by people who are

         19    similarly situated.

         20               So I think we have to think seriously

         21    about bounties that we give to people who

         22    successfully challenge invalid patents.  I
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          1    propose at the end of my paper an especially

          2    outrageous bounty.  So I like to think big,

          3    right?

          4               So my outrageous bounty is that the

          5    accused infringer receive the disgorged profits,

          6    all of them, that the patentee has earned under

          7    the patent to date.

          8               This really evens the playing field

          9    considerably and it eliminates the very mechanism

         10    which people have referred to repeatedly here



         11    today, this structural defect where the patentee

         12    can co-opt the accused infringer, align its

         13    incentives with the patentee's against the

         14    public.

         15               If the accused infringer may be able

         16    to get all the profits, you offering to cut them

         17    in on a third or a half doesn't sound so great.

         18    They might decide, well, you know what, I'd

         19    rather shoot for the moon and get all your

         20    profits.

         21               And so I think we need to think about

         22    a bounty system, how that might correct this
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          1    market failure in patent challenges as a way to

          2    really attack central problems at the

          3    IP/antitrust intersection rather than sort of

          4    nibble here and nibble there with this or that

          5    procedural innovation.

          6               As useful as those might be, I think

          7    they're not nearly as satisfying as something

          8    like the bounty proposal would be.  Thanks.

          9               (Applause.)



         10               WILLIAM STALLINGS:  Some reaction out

         11    of Professor Farrell?

         12               JOSEPH FARRELL:  Well, I think if one

         13    decided to take the view that one shouldn't

         14    incorporate incentives to innovate into the

         15    calculations of the gain from overturning invalid

         16    IP -- and as I discussed, it's not clear whether

         17    one should decide that.

         18               But if one did decide that, then far

         19    from being outrageous your bounty would perhaps

         20    be inadequate because it only includes the

         21    profits and not the deadweight loss which is also

         22    harm caused by the illegitimate monopolization.
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          1               And that of course in addition to

          2    getting the incentives to bring the suit, to

          3    bring the challenge a little higher, probably

          4    only a little higher, would also make it even

          5    more impossible for someone to offer part of the

          6    profits in return.

          7               Let me take the opportunity to make a

          8    couple of general comments in response to



          9    Mr. Katsh's observations.  It seems to me that

         10    there are two fallacies floating around that he

         11    kind of mentioned I think in the spirit of

         12    attacking, but I would like to hear attacked more

         13    vigorously, and so I'll do it myself.

         14               The first is that if there's no

         15    obligation to do X, then there shouldn't be

         16    limits on how you do X.  I think this is a pretty

         17    well understood fallacy.

         18               I don't have to hire an employee, but

         19    if I do hire an employee there are limits on what

         20    I can do, even things I can do that are disclosed

         21    to potential employees up front.

         22               I don't have to enter a market, but if
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          1    I do enter a market I'm not allowed then to

          2    collude with incumbents.  There are lots of ways

          3    in which the syllogism you don't have to do X,

          4    therefore the law can't limit how you do X, is

          5    rejected.

          6               The second widespread fallacy is in

          7    dismissing too quickly intent evidence.  And this



          8    is something I think antitrust practitioners are

          9    particularly fond of.  It's certainly true that

         10    middle managers and perhaps others like to make

         11    loose statements about crushing the competition

         12    and so on.

         13               And it's certainly true that we

         14    shouldn't base antitrust enforcement on those

         15    kinds of loose statements.

         16               On the other hand, if you want to know

         17    what the real expected effects of a practice or a

         18    merger or a settlement are, I think it's likely

         19    to be pretty informative to find out the best

         20    considered opinion of those in the firm who know

         21    the most about that aspect of the business.

         22               And just because we want to throw out
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          1    cases based on these inflammatory kill the

          2    competition memos does not mean and shouldn't

          3    mean that we throw out the use of evidence about

          4    the most careful thinking within the firms, who

          5    know a lot more about it than we do.

          6               JOSEPH MILLER:  I've rarely been



          7    accused of not sufficiently aggressively stating

          8    my position.  I accept your additions.

          9               JOSEPH FARRELL:  Thank you.  I've

         10    rarely been accused by the way for those who have

         11    been here this morning of being to the right of

         12    Greg Sidak.  But he mentioned that.

         13               DOUGLAS MELAMED:  This is a

         14    small comment maybe only in the nature of a

         15    clarification about the bounty proposal.  But I

         16    wanted to note something and maybe ask a question

         17    about it.

         18               What Joe has focused on in his bounty

         19    proposal is the enhanced incentive to the

         20    challenger of the intellectual property.  But of

         21    course the bounty I take it is supposed to come

         22    from the patentee.  And therefore it imposes a
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          1    cost on the patentee.

          2               And we want to be careful I suppose

          3    that we don't by imposing sich a cost deter the

          4    patentee from engaging in socially desirable

          5    conduct.



          6               So my question or clarification is

          7    this:  I take it you do not mean by your bounty

          8    proposal to require forfeiture of all profits

          9    from the patentee's exploitation of the

         10    technology putatively covered by the patent, but

         11    rather simply those profits attributable to his

         12    now in turns out in hindsight wrongful assertion

         13    of a patent right to exclude rivals.

         14               Otherwise it seems to me that you

         15    would be deterring procompetitive conduct if your

         16    bounty is paid by the patentee rather than the

         17    Treasury.

         18               WILLIAM STALLINGS:  Joe?

         19               JOSEPH MILLER:  I think I would agree

         20    with the second characterization that the profit

         21    would be the profit attributable to the wrongful

         22    reliance on the patent.  I suspect however that
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          1    in practice that the first would be the proxy for

          2    the second.

          3               It would be difficult to disentangle

          4    the profit attributable to the misassertion of



          5    the patent from profits attributable merely to

          6    practicing the technology.

          7               The reason I went to patentee profits

          8    in the first place -- perhaps that would be

          9    helpful to lay on the table -- is a problem you

         10    confront in designing any bounty system, which is

         11    how big shall the bounty be.

         12               That's just a design problem, right?

         13    And it seems to me that fixing any sum certain --

         14    let's make it 100,000, let's make it 5,000 -- is

         15    always going to have real underinclusive and

         16    overinclusive problems.  So the better thing to

         17    do is to try and calibrate it directly to the

         18    value of the technology at issue in the case.

         19               And so that's why I think you have to

         20    go to patentee profits measured somehow.  But I

         21    accept your clarification.  And it relates in a

         22    sense to Joe Farrell's comment about whether or
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          1    not we want to include the incentive to innovate

          2    in the way we think about whether these things

          3    are over- or underencouraged.



          4               I certainly think we ought to try to

          5    incorporate the incentive to innovate in the way

          6    we think about whether these things are under or

          7    oversupplied.  I would say this however in

          8    addition, that we should also try to incorporate

          9    all ways that people can protect their

         10    investments in innovations.

         11               It is not merely the case that you

         12    have patents or copyrights or nothing at all.

         13    Many firms don't ever get any patents or have any

         14    copyrights.  What they do is they rely on their

         15    lead time in the marketplace.

         16               And there's been quite a bit of

         17    research about the different ways that firms

         18    recoup their investments in innovation.  And I

         19    think that if a bounty proposal were employed in

         20    the patent system it might reduce the amount of

         21    patent seeking but I don't think it would reduce

         22    innovation seeking that is protected by other
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          1    mechanisms.

          2               So that would also need to be part of



          3    this very complex story that we should try to

          4    work out for the reasons that you stated earlier.

          5               WILLIAM STALLINGS:  Molly?

          6               MOLLY BOAST:  This is a little off

          7    point, the bounty point.  But just as I sit and

          8    listen to this entire conversation and a fair

          9    degree of unanimity -- certainly there are people

         10    who don't agree.

         11               But there's a growing number of people

         12    that seem to share a consensus that if we let too

         13    many abstract rules get in the way we will engage

         14    in underdeterrence in antitrust enforcement in

         15    this area, or alternatively put, perhaps we're

         16    already engaging in underdeterrence.

         17               And that happens to be my own view.

         18    But I think in the search for rules and clarity

         19    and principles, that also propels us toward

         20    seeking more enforcement activity.  It is not an

         21    appropriate approach it seems to me to stumble

         22    over some of these hard questions and then not go
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          1    forward.



          2               It is better to take those to the

          3    courts.  That's where the rules get made in this

          4    system.  That's what antitrust enforcement is in

          5    this country.  It's not a regulatory regime.

          6    It's a law enforcement regime.  And we ought to

          7    be encouraging agencies to go forward.

          8               WILLIAM STALLINGS:  Salem?

          9               SALEM KATSH:  I just had one thought

         10    in listening to Professor Farrell.  I'm wondering

         11    how he deals with that.

         12               And this is the fact that before the

         13    Federal Circuit in '82 under the exact same legal

         14    standard, which is the Graham test of the Supreme

         15    Court in '65, between '65 and '82 somewhere

         16    around 70 percent of patents that came before the

         17    various Circuit Courts of Appeals were held

         18    invalid or not infringed.

         19               After 1982 again under the same legal

         20    standard the percentages have reversed.  And one

         21    of the problems I think that everybody here is

         22    confronting in terms of whether the system can be
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          1    tinkered with or whether some truly structural

          2    reform is necessary, is the question of how to

          3    deal with the uncertainty that now pervades the

          4    system when you're dealing with one court that

          5    will get every patent case if it has a discrete

          6    patent claim, and not only will it in general at

          7    the end of the day uphold 70 percent of the

          8    patents, but it will in the interim reverse

          9    almost 50 percent of the Markman determinations.

         10               Which to Joe's point prevents the

         11    parties from relying on the Markman determination

         12    to get certainty before -- because if that were a

         13    real final resolution of the claim construction

         14    in 90 percent of the cases it would have a

         15    tremendous impact, a procompetitive impact.

         16               But with the Court it's a brand-new

         17    ballgame, almost 60/40.  So it's impossible for

         18    you to tell a client, look, you've lost in the

         19    District Court; now you better fold it in.  It's

         20    quite the contrary.

         21               WILLIAM STALLINGS:  Joe, do you want

         22    to respond?
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          1               JOSEPH FARRELL:  Well, to be honest

          2    I'm not quite sure what the question is here.  I

          3    mean one thing I would say about the fraction to

          4    winners on each side is that's very apt of be a

          5    feature of the set of cases that get brought to

          6    that tribunal.

          7               And so although I assume you can infer

          8    something from a big shift like that you have to

          9    be very careful about what you're inferring; that

         10    is, you're looking at a very selective sample.

         11               I think what you're saying is

         12    settlements are made more difficult by the

         13    uncertainty that goes along with a dramatic

         14    change in policy, assuming there is such a

         15    change, and made more difficult also by the

         16    disrespect that's given to the Markman results.

         17               I think it's true there's probably

         18    discouraged settlement.  But I'm not sure what

         19    you're asking beyond that.

         20               JOSEPH MILLER:  I guess I was thinking

         21    out loud for a minute to M. J.'s point about

         22    profit sharing.  If the uncertainty is so great,
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          1    confronting both parties as to what the final

          2    outcome will be, doesn't that just complicate the

          3    antitrust enforcement decision in terms of

          4    whether the way the case is settled is a fair

          5    allocation of risk even though it may amount a

          6    certain amount of profit or power sharing?

          7               JOSEPH FARRELL:  Yes.  I think it

          8    does.  I've never been an advocate for the

          9    antitrust agencies trying to judge whether a

         10    settlement is fair.  I think one way to phrase

         11    what you're saying though is it makes it harder

         12    still to find triggers for thinking that a

         13    settlement is really a division of monopoly

         14    profits rather than a true settlement of the

         15    litigation risks.

         16               I suppose it does because it does tell

         17    you that there is a bigger spectrum of agreements

         18    that might look good to both sides if they are

         19    taking different views about uncertainty.

         20               The uncertainty in itself by the way

         21    has very little to do with difficulty of reaching

         22    settlements or any of those things.  It's



                                                                 312

          1    difference of views that makes settlements hard

          2    to reach, not sheer uncertainty.

          3               And certainly as matter of economic

          4    theory you have to ask how does the uncertainty

          5    create difference of views?  I think in practice

          6    that's less of a point than it is in theory.

          7               But I agree.  There is one tool that

          8    you might have hoped could get you somewhere in

          9    analyzing and that maybe can't get you as far as

         10    you might have hoped.  I guess I was never all

         11    that hopeful myself.

         12               WILLIAM STALLINGS:  If we can shift

         13    topics for one minute, we have heard some

         14    references to whether the Antitrust Division

         15    and the FTC have the resources to look at

         16    these issues.

         17               I'm wondering about the panel's

         18    viewpoints on whether the agencies could work

         19    with the PTO in some manner in terms of

         20    re-examination procedures or other types of

         21    mechanisms to utilize the resources there.  Joe?

         22               JOSEPH MILLER:  I think certainly in
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          1    the context of re-examination procedure -- and

          2    now we're really getting into some finer points

          3    of Patent Office administration which is what

          4    we're think about, because as I said, I think we

          5    need to as antitrust enforcement people -- or

          6    people who are involved in antitrust issues need

          7    to start thinking in a much more detailed way

          8    about substantive patent rules and procedural

          9    patent rules.

         10               And so thinking about PTO procedure is

         11    a good way to start to do that.  In the context

         12    of re-examination it is the case that the

         13    commissioner of the Patent Office is statutorily

         14    authorized to request re-examinations.

         15               In fact it might even be to direct

         16    that there be a re-examination.  I would have to

         17    go back and look.  So re-examination is not

         18    merely something that a private party can

         19    instigate.

         20               Now, it's true that the statute also

         21    creates a standard.  There has to be a, quote,

         22    substantial new question of patentability.  So
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          1    it's not like this is something you can just go

          2    do because you feel like it on a whim.  You have

          3    to have a reason to do so.

          4               But I think that if the agencies or

          5    one of the agencies went to the commissioner and

          6    said in this context there's all sorts of

          7    evidence that would suggest a substantial new

          8    question of patentability here; do you think that

          9    there is some ground for re-examination.

         10               And if in the antitrust enforcement

         11    context it seemed to be useful and beneficial to

         12    really get to the heart of the matter I don't see

         13    why you should be shy about doing so, going to

         14    the patent office and asking for just that

         15    procedure.

         16               M. J. MOLTENBREY:  I think that

         17    promise underlying that question is an assumption

         18    that the agencies' difficulties in dealing with

         19    the IP issues stem solely from a lack of patent

         20    lawyers.  I think the real situation is more

         21    complicated than that.



         22               And it goes really to what is the
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          1    question that the agencies have to answer.  And

          2    if the agency had an unlimited number of patent

          3    lawyers and made a determination on the scope and

          4    validity of the patent, how should that play into

          5    the antitrust analysis?  Does the agency's own

          6    determination become the final determination?

          7               I think the really hard question is

          8    the uncertainty of the IP rights, and in fact the

          9    nature of the IP rights and the but-for question

         10    presented.  And is it even possible to get at

         11    those questions rather than solely a lack of

         12    patent lawyers?

         13               WILLIAM STALLINGS:  Salem?

         14               SALEM KATSH:  As somebody who's cut my

         15    teeth on patent law and technology without a

         16    technical background, which is why I infuriate

         17    the patent bar so much, the Federal Trade

         18    Commission and the Antitrust Division

         19    unquestionably can come to a qualitative decision

         20    about a patent within a matter of days or a



         21    couple of weeks, having on staff appropriate

         22    patent attorneys.
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          1               You guys know industries.  You look at

          2    products.  So it's not technology that's your

          3    problem.  It's patent law.  And I know from my

          4    own background that it's very intimidating to for

          5    whatever reasons to say that you're going to have

          6    to pick up some patent law.

          7               But patent law is not rocket science.

          8    And the actual analysis of whether a claim is

          9    strong in terms of prior art, of whether it's

         10    going to get a broad or lean interpretation,

         11    whether there's going to be a strong or mixed

         12    range of equivalents, those are issues where

         13    qualitative judgment can be made, yes.

         14               A final determination on a but-for

         15    case, no.  I don't think that's something that

         16    the agencies can shoot for.  But, you know, I

         17    think that to have the expertise within the house

         18    and incorporate it in, it's just another body of

         19    law.  It's not that bizarre.



         20               M. J. MOLTENBREY:  Salem, I think an

         21    interesting question that we have been trying to

         22    get at then is:  Is in that case, that
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          1    acknowledgement that we can't get at that but-for

          2    world, is where does the antitrust analysis go

          3    from there?

          4               And that's the hard question I think

          5    when people talk about the agency not being able

          6    to come to a determination, that that's really

          7    more the heart of the matter than the inability

          8    to make the qualitative analysis that you talked

          9    about.

         10               SALEM KATSH:  But again, why is that

         11    different from being confronted with a natural

         12    monopoly defense or a failing company defense or

         13    some efficiency defense?

         14               M. J. MOLTENBREY:  Well, I think

         15    that's an interesting question in the sense that

         16    those defenses place the burden on the parties

         17    and not on the agency.

         18               And much along the lines of what Joe



         19    was talking about, the question might come down

         20    to who carries the burden because no one's going

         21    to be able to meet it anyway.  And it becomes a

         22    default rule, which may be just the answer.  I
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          1    don't know.

          2               WILLIAM STALLINGS:  Doug?

          3               DOUGLAS MELAMED:  It seems to me

          4    there's a legal problem too here.  If you accept

          5    the premise of the last couple of minutes that

          6    the but-for world that we might be having to

          7    investigate -- it involves a resolution of the

          8    question is the patent valid.

          9               If the antitrust laws require the

         10    resolution of that question, there's no way it

         11    seems to me to decide the antitrust question

         12    without resolving that question in a patent

         13    litigation because if the antitrust rule says

         14    patentee is entitled to exclude the competition

         15    if the patent is valid, then you have to make a

         16    determination.

         17               It doesn't matter what the antitrust



         18    agency thinks.  It doesn't even matter what the

         19    antitrust court thinks, unless it has proper

         20    jurisdiction over the patent issue.

         21               It seems to me that unless you want

         22    antitrust to have to resolve all those issues in
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          1    a proper patent case, that's another reason to

          2    look for decision tools, antitrust modes of

          3    analysis, that enable you to resolve a lot of

          4    competition questions without having to resolve

          5    that but-for world.

          6               WILLIAM STALLINGS:  Joe Kattan with

          7    the last comment?

          8               JOSEPH KATTAN:  I think that a very

          9    wise person said that a lot of antitrust law gets

         10    made not by litigation or doctrine these days,

         11    but by prosecutorial discretion.

         12               And in the exercise of that

         13    prosecutorial discretion, it seems to me that the

         14    agencies can make the qualitative judgments that

         15    at least in certain cases and certainly in the

         16    merger context we're not going to bring a case,



         17    which is based on a prediction of what the world

         18    would look like if the merger were to go forward

         19    or what the world would have looked like absent

         20    the agreement, when we have ability to make the

         21    qualitative judgment as to whether competition

         22    would have existed between the parties,
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          1    legitimate competition given the patent position

          2    that has been asserted.

          3               WILLIAM STALLINGS:  Well, you've heard

          4    a lot today.  The last thing, we've asked Joe

          5    Miller to try to wrap it up and put it all in

          6    context.

          7               JOSEPH MILLER:  And talk about

          8    dreaming the impossible dream.  How would we

          9    summarize this?  I think that some themes have

         10    emerged.

         11               The notion that there is a particular

         12    structural problem with the very nature of patent

         13    challenges that sets off certain dynamics and has

         14    certain conclusions, that we need to think more

         15    about and try to struggle with because that may



         16    be where the big payoffs are for increasing the

         17    amount of competition that should be taking place

         18    in the marketplace.

         19               I think the theme that figuring out

         20    what the but-for world is, how to analyze it

         21    correctly, is a daunting challenge.  You've heard

         22    a lot of different views about whether it's even
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          1    something that's necessary to do.

          2               And I'm probably at the other end of

          3    the spectrum which is I don't see how one can

          4    avoid doing it frankly.  So this is still very

          5    much a contested question.

          6               But I think what's not contested is

          7    that economic theory honed by experiences like

          8    the Hatch-Waxman Act cases are indicating to us

          9    plenty of contexts where even if we assume the

         10    patents are fully valid and fully infringed by a

         11    particular party, that the arrangement in

         12    question is anticompetitive and we need to push

         13    the forefront of that boundary, get it back as

         14    far as we can, so that we reduce the number of



         15    instances where we do have to take on the merits

         16    of the underlying patent issues.

         17               And also again, to sort of plug my own

         18    idea since I have the floor, is that we do have

         19    to start to think through on the assumption that

         20    we will not be able to eliminate the need to look

         21    at the merits of patent scope at the end of the

         22    day.  Let's assume we just will never get there
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          1    where we can eliminate it.

          2               Let's embrace the thorn, the nettle,

          3    whatever, and say, okay, let's assume we're not

          4    going to be able to and let's start talking

          5    patent law seriously.  Does this body of law have

          6    anything that will help us?  If we're going to be

          7    playing on this field let's start learning what

          8    it's like to be playing on it.

          9               And so I think that's why you've heard

         10    a number of people suggest that the agencies

         11    really could profitably invest in building some

         12    patent law expertise to try to deal with these

         13    issues in those terms as well.  That's my



         14    summary.

         15               WILLIAM STALLINGS:  Joe, thank you

         16    very much.  I'd like to thank all the panelists.

         17    I appreciate your time and effort.  Thank you all

         18    for coming.

         19               (Adjournment.)

         20
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Ways to Extend IP’s Useful Life

■ Trade secrets
■ Incentive sales agreements
■ Joint venture restrictions
■ Package or pool licenses
■ Acquisitions
■ Hatch-Waxman
■ Legislation
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Trade Secrets

■ Outside patent/copyright regime: 

❍ Kewanee Oil v. Bicron Corp.  (1974)

■ No expiration if information remains “generally unknown”

■ Example - Coca-Cola’s secret formula
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Trade Secrets

■ United States v. Pilkington (1994) (settled)
❍ Patented float process for making flat glass
❍ Worldwide licensing, with exclusive territories
❍ Principal U.S. patents expired by early 1980s
❍ Licensing of know-how continued, with exclusive territories
❍ DoJ alleged “[Pilkington’s] secret unpatented technology 

consisted largely of engineering solutions with no substantial 
value over other, equally efficacious engineering 
alternatives.”  

❍ Allegedly, now simply a cartel
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Trade Secrets - Issues

■ Sham?
■ Is strength of secrets weighed against competitive effects of 

licensing arrangement?
❍ No precedent for this approach in trade secret law 
❍ Some precedent in copyright law
❍ Policy arguments for and against it
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Incentive Sales Agreements

■ Chemical Products Technologies v. Monsanto Co. (pending)
❍ Patent on Roundup© about to expire
❍ New sales incentive agreements with herbicide dealers
❍ Allegedly, rebates earned from sales over several years, 

including pre- and post-expiration years
❍ Allegedly, if sales too low in post-expiration years, credits 

earned in pre-expiration years are forfeited
■ Sales terms reminiscent of LePage’s v. 3M (en banc review 

pending in 3rd Cir.)
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Incentive Sales Agreements - Issues

■ Does calculating a total discount based on purchases both pre-
and post-expiration of the patent improperly extend the term of 
the patent?

■ What factors are relevant?
❍ Existence of competing IP?
❍ Amount of pre-expiration credits at risk post-expiration?
❍ Amount of post-expiration purchases required to retain 

pre-expiration credits?
❍ Efficiencies in licensing scheme?  
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Joint Venture Restrictions

■ United States v. LSL Technologies (dismissed, appeal possible)
❍ Joint venture dissolved
❍ Perpetual non-compete clause survives
❍ Few competitors in market for specialized tomato seeds
❍ Clause allegedly excludes from North America one of most 

likely entrants
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Joint Venture Agreements - Issues

■ Is the competitive restriction “ancillary”?
■ Are there less restrictive, effective alternatives? 
■ Is it appropriate to weigh the procompetitive effects of the 

venture against the anticompetitive effects of the restriction? 
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Package or Pool Licenses

■ 3 DoJ business review letters
❍ MPEG - 2 (1997), DVD-Video and DVD-ROM (1998), and 

DVD-Video and DVD-ROM (1999)
❍ DoJ reviewed the offering of a package license by a number 

of entities that had developed standards for new technology
❍ DOJ cited the importance of an independent expert to 

assess the essentiality of each patent in the pool 
■ Echostar v. Gemstar (pending)
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Package and Pool Licenses - Issues

■ Are unnecessary, later-running patents included in the package 
or pool in order to extend the term of royalty payments?

❍ Does asking this question involve the courts in product and 
process design decisions they are not qualified to address?

❍ Does not asking create an unwarranted exemption?
❍ As a practical matter, is this an issue that the courts will only 

rarely be willing to examine? 
❍ Does excluding unnecessary patents address the more 

tractable aspects of the issue?      
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Acquisitions

■ FTC v. Xerox (settled); SCM v. Xerox (Xerox prevailed) 
■ Echostar v. Gemstar (pending)

❍ Allegedly, a pattern of anticompetitive acquisitions
■ FTC v. Biovail (settled)

❍ Allegedly, anticompetitive acquisition of a single, strategic 
patent 
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Aquisitions - Issues

■ If jurisdictional thresholds are met, IP licenses that are exclusive 
in any field of use are reportable under Hart-Scott-Rodino

■ Standard merger analysis 
❍ Define relevant market
❍ Identify and measure market participants - number and 

significance of sources of alternative IP
❍ Competitive effects
❍ Entry - ability to invent around
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Aquisitions - Issues

■ Additional considerations  
❍ does acquisition of improvement patents enable patent-

holder to leverage  expired core patents into control of later-
generation product standards?
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Hatch-Waxman Cases

■ Private litigation and FTC enforcement
■ 1st generation FTC cases

❍ manipulation of H-W time schedule to delay entry of 
- 1st generic’s own product
- any additional generics

❍ FTC v. Hoechst Marion Roussel (2000) (settled)
❍ FTC v. Abbott Laboratories (2000) (settled)
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Hatch-Waxman Cases

■ 2d generation FTC cases
❍ wrongful listing of patents in FDA Orange Book to delay 

generic entry
❍ FTC amicus brief on Noerr issues in In re Busirone Patent 

Litigation
- (S.D.N.Y. denied motion to dismiss) 

❍ FTC v. Biovail (2002) (settled)
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Hatch-Waxman Cases - Issues

■ Does FTC enforcement discourage de facto settlement of 
infringement litigation?

■ What conduct should be Noerr protected?
■ Is appropriate solution to amend the regulatory scheme rather 

than apply the antitrust laws?
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Legislation

■ Sony Bono Copyright Extension Act
■ Specialized legislation

❍ Hatch-Waxman gave pharmaceutical manufacturers some 
additional advantages in exchange for enabling generics to 
practice a patent, without a license, prior to expiration as 
necessary to file for FDA approval 

❍ Other
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Legislation - Issues

■ Constitutionality
❍ Eldred v. Ashcroft (cert. granted)

- Constitution enables Congress to enact legislation to 
foster the “progress of science and the useful arts” by 
protecting “original works”

- Is increasing the value of already-invented IP fostering 
future “progress”?

- Is already-invented IP an “original work”?
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Predictions

■ More cases to come
■ Development of a consistent theoretical framework for analysis 

of these claims
■ Reciprocal development of defenses

Rebecca P. Dick 
202/295-8450
rpdick@swidlaw.com



IP bundling and antitrust

Joseph Farrell
DOJ/FTC, May 2002



Alternatives to Buying
• Go without

– Substitutes
– Generic Econ 1 alternative

• Challenge
– Specific to IP?
– Or like entry effects generically?
– More on this later today

• How does bundling/tying affect these 
alternatives?



Attaching IP (to IP, other goods)
• May affect private incentives to challenge
• Right incentives?

– Consumer value ex post
– Total surplus ex post
– IP incentives of profits



Attaching IP to IP

• Private incentive to challenge single patent  
bundled with another patent
– Timing of negotiations

• Is there more incentive if not bundled?
– Can depend on timing

• What’s the right incentive?



Attaching IP to Structure

• IP, network effect, perhaps in different 
goods
– Early telephone networks
– Star pagination?

• Is this a problem?
– Structure amplifies reward to IP
– In principle can be good or bad
– Presumption: big amplification is bad?
– V and V+N
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What’s the issue?What’s the issue?
Tying is said to be illegal per se, and market power 
for purposes of the per se rule is presumed where 
the tying product involves a patent or copyright

– “It is far too late in the history of our antitrust jurisprudence 
to question the proposition that certain tying arrangements 
pose an unacceptable risk of stifling competition and 
therefore are unreasonable ‘per se.’”  Jefferson Parish, 466 
U.S. 2, 10 (1984)

– “[P]er se prohibition is appropriate if anticompetitive forcing 
is likely. For example, if the Government has granted the 
seller a patent or similar monopoly over a product, it is fair 
to presume that the inability to buy the product elsewhere 
gives the seller market power.” Id. at 16.
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What’s the issue?What’s the issue?
If the rules were that simple, they would 
be wrong, but clients could be 
counseled appropriately.
But the rules are far from clear
– DOJ/FTC don’t follow them
– Some courts don’t follow them either

But others do
– Plus, 35 U.S.C. § 271(d) applies a different 

standard to patent misuse claims
It does not apply to antitrust claims – or does it?
It does not apply to copyrights
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What’s the issue?What’s the issue?

Tying can be quite harmful
– Motion Picture Patents example

Patents over film and projectors were used to obtain control 
over all motion picture production and distribution

But tying is not “always or almost always” harmful
– The cases where it creates incremental market power are 

rare
– Tying arrangements are often supported by strong 

efficiency justifications

So the lower courts have sought out ways to rebel 
against the per se rule, leading to splits on several 
issues
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Five unresolved questionsFive unresolved questions
1.   Does 35 U.S.C. § 271(d) eliminate the 

presumption of market power from a patent 
only in misuse cases or does it apply to 
Sherman and Clayton Act cases as well?
“Section 271(d) relates only to the defense of patent misuse 
as a defense to an infringement claim.”  Grid Systems v. 
Texas Instruments, 771 F. Supp. 1033, 1037 n.2 (N.D. Cal. 
1991); accord, e.g., ITS v. Kodak, 125 F.3d 1195, 1241 n.7 
(9th Cir. 1996)

– This has been DOJ/FTC view

Under 271(d), absent market power, a party “cannot be 
guilty of either antitrust violations or patent misuse . . . .” 
Polysius v. Fuller, 709 F. Supp. 560, 576 (E.D. Pa.), aff'd
mem., 889 F.2d 1100 (Fed. Cir. 1989); see also Intergraph 
v. Intel, 195 F.3d 1346, 1362-63 (Fed. Cir. 1999)
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Five unresolved questionsFive unresolved questions

2. If 271(d) does not apply to Sherman and 
Clayton Act cases, is there a presumption 
for tying purposes of market power from the 
possession of a patent?

1. “[I]f the Government has granted the seller a patent or similar 
monopoly over a product, it is fair to presume that the inability 
to buy the product elsewhere gives the seller market power.” 
Jefferson Parish, 466 U.S. 2, 16 (1984)

2. “A patent does not of itself establish a presumption of market 
power in the antitrust sense.”  Abbott Lab. v. Brennan, 952 
F.2d 1346, 1354 (Fed. Cir. 1991)
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Five unresolved questionsFive unresolved questions
3. Can market power for tying purposes be 

presumed from possession of a copyright?
“In [United States v. Loew’s, 371 U.S. 38, 44 (1962)] , the 
Supreme Court explained that [block booking] is illegal per se 
because the licensor by virtue of its copyright is presumed to 
have ‘economic leverage sufficient to induce his customers to 
take the tied product along with the tying item.’. . .  [U]nless
and until the Supreme Court explicitly overrules [Loew’s and 
Paramount], we must adhere to the rule they establish.” MCA 
TV, Ltd. v. Public Interest Corp., 171 F.3d 1265, 1278-79 
(11th Cir. 1999)
“[W]e find the pronouncement in Loew’s to be overbroad . . . 
[and] reject any absolute presumption of market power for 
copyright or patented product . . . .” A.I. Root v. Computer 
Dynamics, 806 F.2d 673, 676 (6th Cir. 1986)
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Five unresolved questionsFive unresolved questions
4. To what extent, if at all, is evidence of 

justification admissible in a per se tying 
case?
“We have … uniformly rejected similar ‘goodwill’ defenses for 
tying arrangements, finding that the use of contractual quality 
specifications are generally sufficient to protect quality without 
the use of a tying arrangement.”  Jefferson Parish, 466 U.S. at 
25 n.42
“We have recognized that antitrust defendants may 
demonstrate a business justification for an otherwise per se 
illegal tying arrangement.”  Mozart v. Mercedes-Benz, 833 
F.2d 1342, 1348-49 (9th Cir. 1989)
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Five unresolved questionsFive unresolved questions
5. To what extent, if at all, must a plaintiff in a 

per se tying case show harm to competition 
in the tied product market?
“[A tying] arrangement violates § 1 of the Sherman Act if the seller 
has ‘appreciable economic power’ in the tying product market and if 
the arrangement affects a substantial volume of commerce in the 
tied market.”  Eastman Kodak v. ITS, 504 U.S. 451, 461 (1992). “A 
claim that a tying arrangement is illegal per se eliminates the 
requirement that the plaintiff show an actual anti-competitive effect.”  
Amey, Inc. v. Gulf Abstract & Title, 758 F.2d 1486, 1503 (5th Cir. 
1985)  
“[A] tying claim must fail absent any proof of anti-competitive effects 
in the market for the tied product.” Wells Real Estate, Inc. v. Greater 
Lowell Bd. of Realtors, 850 F.2d 803, 815 (1st Cir. 1988) 
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Where do we go from here?Where do we go from here?

So, when a client with intellectual 
property rights asks whether she can 
condition a license on the licensee’s 
agreement to take other products or 
services, what do you say? 
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Where do we go from here?Where do we go from here?

The Supreme Court appears largely to 
have abdicated the antitrust function in 
recent years.  
– The Court now hears only ~85 cases of 

all kinds per term.  
– The last antitrust case was Cal Dental in 

May 1999, 3 years ago.
– Review denials in Digidyne, Microsoft 

(direct appeal), others
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Where do we go from here?Where do we go from here?
D.C. Circuit in Microsoft missed a chance to help
– Court devised a “platform software” exception purportedly 

based on “judicial inexperience” with (and unique aspects 
of) software production, but in fact based on basic distaste 
for the per se rule

“Platform software” exception improper under Maricopa, which 
says “judicial inexperience” may spare new practices but not 
new industries from the per se rule

– Will we now see new exceptions for other “new” 
industries?

– Continues lack of certainty affecting client advice
– Why not just face up to the real problem:  the per se rule is 

far too broad and applies to too many practices that are 
beneficial to consumers
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Where do we go from here?Where do we go from here?

In an ideal world, a statutory solution would 
be preferable.  
But can we rely on Congress to focus 
legislation only on the merits of particular 
IP/antitrust issues while avoiding the twists, 
turns, and baggage that interested parties 
will (appropriately) bring to bear before any 
legislation gets passed?
– Or is the idea of a congressional solution too 

scary?
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Where do we go from here?Where do we go from here?
There is no really good answer
– One possibility is continued disobedience by the lower 

courts 
But the Supreme Court has rejected this approach many 
times.  E.g., de Quijas v. Shearson, 490 U.S. 477, 484 (1989) 

– A better approach is for courts of appeals, like Posner in 
Khan, 93 F.3d 1358 (7th Cir. 1996), rev’d, 522 U.S. 3 
(1997), to adhere to the per se rule and associated sub-
doctrines, but strongly and pointedly invite Supreme Court 
review

D.C. Circuit in Microsoft missed this opportunity

DOJ/FTC can help
– An aggressive amicus program in the lower courts, and in 

the Supreme Court, may be the best vehicle to seek 
doctrinal repair
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As appeared in the August 14, 2001 edition of the New York Law Journal.

Did the Per Se Rule on Tying Survive ‘Microsoft’?

By Jonathan M. Jacobson and Abid Qureshi
Akin, Gump, Strauss, Hauer & Feld, L.L.P.

Tying arrangements can have seriously anticompetitive effects.  Many years ago, the A.B. Dick
Company used its control of the mimeograph machine to dominate the market for mimeograph
paper,1 and patents on film projectors were used to cartelize the entire motion picture industry. 2

These actions were instrumental to the congressional decision to pass section 3 of the Clayton
Act, which governs tying of commodities.

So effective were tying arrangements in eliminating competition in these and other
instances that the Supreme Court was able to state in 1949, with apparent assurance, that “tying
agreements serve hardly any purpose beyond the suppression of competition,”3 – justifying the
per se prohibition of tying it had articulated two years earlier in International Salt Co. v. United
States.4

There was a problem, however, with the International Salt analysis.  Simply put, the
Court’s reasoning – and the per se rule for tying itself – were clearly wrong.

One of the many important aspects of the recent decision by the Court of Appeals for the
District of Columbia in United States v. Microsoft Corp.5 is its contribution to the erosion of the
per se tying rule.  In rejecting application of the per se rule to “platform software products,” the
court of appeals carved out what might be called a “technology exception” to that rule, reasoning
that, in the “pervasively innovative” platform software industry, traditional per se analysis risks
condemning ties that may be welfare enhancing and procompetitive.  In spite of the court’s
protestations to the contrary, however, the rationale it articulated for abandoning per se
condemnation applies well beyond just the software industry.

Modern Tying Standard

Judicial analysis of tying arrangements has evolved considerably since the early Supreme Court
cases applying the per se rule to tying arrangements.  Over time, courts (as well as
commentators) have increasingly recognized the many procompetitive benefits of tying, such as
improving quality, lowering costs, facilitating new entry, and increasing price competition.  In
order to allow such welfare enhancing tie-ins to escape condemnation, courts have become more
willing to undertake the type of market analysis inimical to the traditional per se rule, such as
weighing efficiency justifications and evaluating the market impact of tie-ins.6 The resulting
tying doctrine “is unique in that the courts simultaneously declare tying unlawful per se and hear
justifications as a matter of course.”7

Tying doctrine today is governed largely by the decision in Jefferson Parish Hospital
District No. 2 v. Hyde.8  The Supreme Court there unanimously upheld an arrangement in which
a hospital required its surgical patients to use the services of a firm of anesthesiologists with
whom it had an exclusive contract.  A 5-4 majority concluded that the per se rule against tying
should still apply; the four concurring justices urged abandonment of the per se label.

http://www.akingump.com/cgi-bin/Database_search/display_bio.cgi?setup_file=attorney.setup&db_id=106
http://www.akingump.com/cgi-bin/Database_search/display_bio.cgi?setup_file=attorney.setup&db_id=106
http://www.akingump.com
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Writing for the Court, Justice John Paul Stevens narrowed the scope of the per se
prohibition in two important respects.  First, the Court established as a threshold element to an
unlawful tying arrangement a showing that there is significant market power in the tying product
market, such that the power is of “the degree or the kind” that enables the seller of the tying
product to “force” customers to purchase the tied product.9

Second, the Court imported an efficiency analysis into the traditional test for determining
whether there are in fact two separate products being unlawfully tied.  In determining whether or
not there are two separate products, the Court required proof that “there is a sufficient demand
for the purchase of [the tied product] separate from [the tying product] to identify a distinct
product market in which it is efficient to offer” the two separately.10

The ‘Microsoft’ Ruling

The district court in Microsoft concluded that the bundling of Internet Explorer (the “tied”
product) with the Windows operating system (the “tying” product) was unlawful per se.  The
court of appeals reversed, holding that in tying arrangements involving “platform software
products,” the rule of reason rather than per se analysis should apply. 11

Notwithstanding its attempt to limit the force of its ruling to the platform software
industry, the court of appeals articulated a compelling rationale for discarding the per se rule
against tying altogether.  In substance, the court’s analysis demonstrates that, to identify those
tying arrangements that harm competition, a market analysis to measure net efficiencies is
indispensable, and the Jefferson Parish “demand” test provides a poor proxy to measure such
efficiencies under the guise of a per se analysis.

Microsoft’s principal defense against the tying allegation was that Windows and IE are
not in fact separate products, as required by Jefferson Parish, but rather a technologically
integrated single product much as, for example, a spell checker technologically integrated into
word processing software.  The court of appeals interpreted the Jefferson Parish separate
products analysis as a “rough proxy for whether a tying arrangement may, on balance, be
welfare-enhancing, and unsuited to per se condemnation.”12

The court also concluded, however, that this proxy was too “rough,” in that it allowed
important productive integrations to be condemned too easily as a per se unlawful tie:

Jefferson Parish does not endorse a direct inquiry into the efficiencies of a
bundle.  Rather, it proposes easy-to-administer proxies for net efficiency.
In describing the separate-products test we discuss efficiencies only to
explain the rationale behind the consumer demand inquiry.  To allow the
separate-products test to become a detailed inquiry into possible welfare
consequences would turn a screening test into the very process it is
expected to render unnecessary. 13

In defending the per se result reached in the district court, the government argued that the
Jefferson Parish separate products test was sufficient to take account of the claimed
technological benefits of integrating IE with Windows.  Because that test looks not just to the
existence of separate demand, but also to the efficiency of separately providing the two products,
the Antitrust Division argued that it would by implication capture any technological benefits of
integration by measuring whether any such benefits would be lost if IE and Windows were
provided separately.14 The court of appeals flatly rejected this contention, stating:
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If integration has efficiency benefits, these may be ignored by the
Jefferson Parish proxies.  Because one cannot be sure beneficial
integration will be protected by the other elements of the per se rule,
simple application of that rule’s separate-products test may make
consumers worse off. 15

Ultimately, the D.C Circuit found that the consumer demand and industry custom
inquiries applied in Jefferson Parish were “backward-looking and therefore systematically poor
proxies for overall efficiency in the presence of new and innovative integration.”16 In its
harshest, if somewhat veiled, criticism of Jefferson Parish, the court acknowledged that the
analytical framework of Jefferson Parish not only has the potential to ignore welfare-enhancing
efficiencies, but may in fact “make consumers worse off.”17

  The court of appeals’ dissatisfaction with Jefferson Parish was also apparent in applying
another aspect of the Jefferson Parish separate products test: examining the conduct of other
competitors in the market.  Microsoft argued that it was the only company that required non-
removal of its browser from its operating system because it alone had invested the resources to
fully integrate IE into the Windows operating system.  The court acknowledged the potential
impotence of Jefferson Parish’s separate products test in the face of new technology:
“Microsoft’s implicit argument — that in this case looking to a competitive fringe is inadequate
to evaluate fully its potentially innovative technological integration, that such a comparison is
between apples and oranges — poses a legitimate objection to the operation of Jefferson Parish’s
separate products test for the per se rule.”18

 After finding the Jefferson Parish separate products test inappropriate in the platform
software context, the circuit court next addressed the broader question of why the per se analysis
should not be applied “off the shelf” in this case.  The principal reason was what the court
claimed to be the lack of “judicial experience” with the platform software industry — especially
with regard to the “sufficiently novel” efficiency justifications Microsoft raised, such as the
claim that the bundling of IE with Windows not only benefited consumers, but also competitors,
because such a tie-in made Windows a better applications platform for third-party software.

In characterizing the industry as “pervasively innovative,” the court also expressed
concern that tying in such markets may produce efficiencies that “the Supreme Court had not
factored into the per se rule as originally conceived.”

Net Efficiency Gains

The D.C. Circuit’s considerable effort to confine its tying ruling to software ultimately fails.  Its
reasoning logically leads only to the conclusion that it was unwilling to expressly articulate:  that
the measuring of net efficiency gains of a tie-in should be a prerequisite to striking it down, and
tying therefore should always be analyzed under the rule of reason.  The following passage is
instructive:

We do not have enough empirical evidence regarding the effect of
Microsoft’s practice on the amount of consumer surplus created or
consumer choice foreclosed by the integration of added functionality into
platform software to exercise sensible judgment regarding that entire class
of behavior.19
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How, absent a full-blown market analysis, is the quantification of consumer surplus on
the one hand, or market foreclosure on the other, possible?  Substitute “widgets” for “platform
software,” and the logic is equally compelling — absent such a market analysis, courts risk
results that might ultimately make consumers worse off.

The court of appeals’ reliance on the unique aspects of software integrations and the
judiciary’s “lack of experience” with them as a justification for a “platform software” exception
to the per se rule is unconvincing. In fact, in another portion of the opinion, the circuit court
rejected Microsoft’s argument that the “technologically dynamic” aspects of the affected markets
warranted a more lenient application of monopolization doctrine than would otherwise be
applied.20

The Supreme Court has explicitly instructed that lack of judicial experience with a
particular industry — as opposed to a type of practice — does not justify carving out an
exception to an otherwise applicable per se rule.  In Arizona v. Maricopa County Medical
Society,21 the Court said that “the argument that the per se rule [against price fixing] must be
rejustified for every industry that has not been subject to significant antitrust litigation ignores
the rationale for per se rules, which in part is to avoid ‘the necessity for an incredibly
complicated and prolonged economic investigation into the entire history of the industry
involved.’”22

The Microsoft court itself acknowledged, with an apparent wink, that its reasons for
rejecting the per se rule “may at times appear to have broader force” than platform software —
although it formally cautioned against reading its decision as “setting a precedent for switching
to the rule of reason every time a court identifies an efficiency justification for a tying
arrangement.”23

The “broader force” of the court of appeals’ reasoning, however, is little tempered by
arguments that the software industry is sufficiently “novel” and unique to merit a special carve-
out from the per se rule against tying.  The court of appeals persuasively articulated the harm that
per se condemnation of tying entails, but nothing in its reasoning argues against the existence of
those same risks in traditional brick and mortar industries.

Implications

Although the court of appeals persuasively articulated why the per se rule against tying is
inconsistent with basic objectives of antitrust policy, the decision’s outcome is problematic.  By
dancing around the per se rule to avoid a harsh result in the Microsoft case, the court may be
perpetuating some of the very policy errors its decision sought to avoid.  As the Supreme Court
has said on several occasions, lower courts — even a prestigious court of appeals sitting en banc
— lack power to overrule prior Supreme Court decisions.24

A stark adherence to the per se precedents in Microsoft, however, coupled with a candid
discussion of the problems associated generally with the per se rule, might have hastened the day
when the Supreme Court will have to face up to the necessity of overruling some of its own prior
precedents.

That day will still come — eventually.  But with the disposition in Microsoft, it may not
be for years.
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Confronted with a similar anachronism, the per se rule against vertical maximum price
fixing, the U.S. Court of Appeals for the Seventh Circuit in Khan v. State Oil Co.,25 took a
different approach.  Writing for the court there, Judge Richard Posner dutifully applied the per se
rule while carefully explaining its shortcomings and requesting the Supreme Court to put it to
rest.  Within a year, the Supreme Court unanimously did just that.26

Given the case’s overall importance, the D.C. Circuit in Microsoft might have reasonably
concluded that an expeditious outcome to the case itself — rather than an invitation to certiorari
— was more in the national interest.   But if that was indeed the court’s rationale, it is difficult to
ascertain from the text of the decision.

Conclusion

So what now — especially for those of us who have to deal with the per se tying rule on a daily
basis?  Until the Supreme Court revisits its Jefferson Parish ruling, corporate counselors must
still assume that, if the per se criteria of that case are met, the client’s bundling arrangements
may be found illegal — irrespective of whatever efficiency justifications there might be.

Although the Supreme Court has recently recognized that the “categories of analysis of
anticompetitive effect are less fixed than terms like ‘per se,’ ‘quick look,’ and ‘rule of reason’
tend to make them appear,”27 the risk-averse business will have to forego a means of marketing
and distribution that might well yield substantial consumer benefits.
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Thank you for the opportunity to join respected colleagues and long-time friends to 

present views on this important issue.  Since the matters we are discussing today have been 

thoroughly aired on many occasions over the past several decades, I will place maximum 

reliance on previous contributions and focus on fresh perspectives. 

The antitrust and misuse rules applied to the practices we discuss today – tie-ins, 

bundling, grantbacks, beyond-term royalty provisions, and no-challenge clauses – have all 

evolved in roughly similar ways.  From diverse but related origins, the rules evolved toward a 

point of maximum hostility – per se illegality, or something close to it – reached in the late 

1960’s and early 1970’s.  In 1984 the state of affairs was aptly summarized as follows: 

 A study of the legal principles by which antitrust concepts are applied to the licensing of 
intellectual property reveals a set of rules which are arbitrary, formalistic, riddled with 
inconsistencies and substantively useless technicalities, and greatly in need of 
fundamental reassessment.  . . . [T]he difficulties result from the application to licensing 
situations of the rules of per se illegality used in antitrust cases, rules by which the 
commercial realities of certain transactions are rendered irrelevant in the interest of 
judicial convenience. . . . 
 
 From the standpoint of any company whose commercial posture requires reliance on 
patent or copyright licensing in order to recoup the cost of developing new technology, 
the rigidity and arbitrariness of the licensing cases is most unfortunate.  Although not 
well documented, these factors may act as a substantial deterrent to such investment.1 
 
Bowman described the road to this predicament most effectively and it would be wasted 

effort to repeat his trail-blazing scholarship in any detail.2  To take tie-in law as an example, 

Bowman locates the origin of the per se rule in cases involving the divisibility of patent rights, 

such as Henry v. A. B. Dick Co., 224 U.S. 1 (1912).  Tha t case upheld a patent license of a 

mimeograph machine conditioned on the licensee’s purchase of all unpatented supplies from the 
                                                 
1 Robert P. Taylor, “Analyzing Licensee-Licensor Relationships: The Methodology Revisited”, 
53 Antitrust L.J. 577, 578-79 (1985)(footnotes omitted). 
2 Ward S. Bowman, Jr., Patent and Antitrust Law: A Legal and Economic Appraisal (1973); see 
also, W. S. Bowman, Jr., Tying Arrangements and the Leverage Problem, 67 Yale L.J. 19 
(1957). 
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patentee.  (The precise issue was whether a competing supplier of those unpatented staples to a 

licensee was guilty of contributory infringement.)  The benign approach and the A. B. Dick case 

itself were overruled – over vigorous dissent by Justice Holmes – in Motion Picture Patents Co. 

v. Universal Film Manufacturing Co., 243 U.S. 502 (1917).  That case involved a license of a 

patented movie projector that limited the movies that the licensee could show on the projector. 

Bowman identified a concept in Justice White’s dissenting opinion in A. B. Dick, later 

adopted as the majority view in Motion Picture Patents, that is recognizable as the predecessor to 

what we would now call leverage or patent-extension theories – the concept that the rights 

inherent in a patent can be used to project effects beyond their intended scope.  White’s dissent, 

however, did not successfully articulate a coherent approach to assessing the competitive or other 

practical results of this type of conduct.  Eventually, however, hostility toward patent linkages 

took root and spread from patent law to Clayton Act3 interpretation and then back to Sherman 

Act principles.  International Salt Co. v. United States, 322 U.S. 392 (1947), announced a per se 

rule under Section 1 of the Sherman Act against the use of patents as a tying mechanism. 

Eventually, the per se rule completely jumped the patent tracks and lumbered out across 

the broad fields of antitrust in Northern Pacific Ry. Co. v. United States, 356 U.S. 1 (1958).  

Northern Pacific involved extensive landholdings rather than patent rights as the springboard for 

the tying mechanism.  Writing in 1973, Bowman characterized the situation as follows:  

 The development of the law with respect to tying practice has been a one-way street.  Its 
signpost was misdirected by Justice White in Motion Picture Patents in 1917.  His 
leveraging fallacy was received as gospel.  Were it true, as succeeding justices assumed, 
much of the subsequent law would have been unobjectionable.  But by parlaying a 
leverage fallacy with an unproved, incipient monopoly hypothesis (arising from an 
assumed identity between effect on competitors and effect on competition) the Court has 
since 1917 consistently applied faulty economics leading to the wrong answers to the 
questions it has asked. 

                                                 
3 United Shoe Machinery Corp. v. United States, 258 U.S. 451 (1922). 
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Bowman (supra) at 182.  As we saw above, Taylor was not much kinder when he wrote his 

assessment eleven years later. 

The intense focus on economic rationality characteristic of antitrust enforcement during 

the first Reagan Administration, however, encouraged the abandonment of the per se rules that 

had become common in this field.4  The reform of antitrust rules coincided with a wave of 

intellectual property changes that emerged from the same basic policy foundations.  Intellectual 

property was recognized as fundamental to innovation, and the antagonistic relationship between 

knee-jerk legal rules and the incentives for innovation were clearly recognized.  The Patent Term 

Restoration Act, the creation of the Federal Circuit and concentration there of all appellate 

jurisdiction regarding patents, the Chip Mask Work Protection Act, the National Cooperative 

Research Act, the National Cooperative Research and Production Act, the Stevenson-Wydler and 

Bayh-Dole Acts, strengthening of trademark and copyright protection and remedies, and a whole 

variety of like-minded reforms were all manifestations of a kind of Great Peace between the 

intellectual property and antitrust policy worlds that has prevailed since the 1980’s.  

Like any period of tranquility, this one has proven shakable with the inevitable passage of 

time, but the consensus regarding the need to maintain harmony between the intellectual property 

and antitrust worlds in pursuit of the shared objective of maximizing the wealth-creating 

potential of society remains largely intact.  From the perspective of today’s subject, the most 

important reality is that the forces chipping away at the per se rules are still very active.  The per 

                                                 
4 The most obvious manifestation of this shift in policy – repudiation of the “Nine No-No’s” – 
was cited in Chairman Muris’ announcement of these hearings.  Timothy J. Muris, Chairman, 
Federal Trade Commission, “Competition and Intellectual Property Policy: The Way Ahead” 
Remarks Before the American Bar Association Antitrust Section of Antitrust Law Fall Forum, 
Washington, DC, November 15, 2001, at n.3. 
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se approach to tying – described by no less an authority than Donald Turner as “ridiculous” 

almost twenty years ago 5 – is slowly eroding.  And, although the precise antitrust and misuse 

rules applicable to grant-backs, beyond-term royalty provisions and no-challenge clauses are 

often clouded, the auspices do not favor any continued use of per se rules. 

Economic rationality is enjoying a zenith or at least an apparent local maximum on the 

Supreme Court.  Almost all of the plaintiffs’ antitrust avatars are years off the Court.  Although 

the Court’s Section 2 jurisprudence – often centrally relevant to intellectual property practices – 

lags other fields of antitrust doctrine in some important dimensions 6, for the most part the Court 

is rightly suspicious of lower courts and agencies that overuse presumptions of anticompetitive 

effect.  The Court seems interested in the reality of how markets actually function, and seems to 

place some importance on the recognition of this reality as the basis for antitrust decisions.  The 

trend is amply demonstrated by the Court’s continuing rejection of decisions that rely on 

presumptions to prove anticompetitive impact in such cases as California Dental Association v. 

Federal Trade Commission, 526 U.S. 756 (1999), and State Oil Co. v. Khan, 522 U.S. 3 (1997).  

Indeed, one has to look all the way back to Arizona v. Maricopa County Medical Society, 457 

U.S. 332 (1982), to find a Supreme Court case that puts any real steam behind the idea of using 

per se rules outside the arena of classic cartel conduct. 

                                                 
5 Panel Discussion, Remarks of Donald F. Turner 53 Antitrust L. J. 523, 529 (1985).  The 
discussion cited here actually occurred at an ABA National Institute held on October 11-12, 
1984.  
6 Kenneth L. Glazer & Abbott B. Lipsky, Jr., Unilateral Refusals to Deal Under Section 2 of the 
Sherman Act, 63 Antitrust L.J. 749 (1995)(identifying need for more specific formulation than 
United States v. Grinnell Corp., 384 U.S. 563 (1966), in defining monopolizing conduct).   One 
could also identify the Court’s statements of the test for monopolization in Aspen Skiing Co. v. 
Aspen Highlands Skiing Corp., 472 U.S. 585 (1985), and in the monopolization part of Image 
Technical Services, Inc. v. Eastman Kodak Co., 504 U.S. 451 (1992) – as distinct from the tie- in 
part – as demonstrating similar weaknesses. 
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But all of this is run-of-mill commentary.  My main point simply picks up from the hope 

and perhaps the assumption that per se rules in the area of antitrust and misuse principles applied 

to intellectual property have limited shelf life.  I think it is worth addressing how we can reduce 

reliance on per se rules, in accordance with the same principles adopted in the federal agencies’ 

Antitrust Guidelines for the Licensing of Intellectual Property (1995), but I would like to base 

the discussion on an assumption that eventually the per se approach will be more-or-less 

officially abandoned judicially as well as at the agencies.  I imagine that with the D.C. Circuit’s 

decis ion in United States v. Microsoft Corp., 253 F.3d 34 (D.C. Cir.), cert. denied, 122 S. Ct. 350 

(2001), some would say that day has already arrived, but one might cite with equal justification 

Judge Patel’s decision in the Napster7 litigation as a counterexample. 

So if we are to judge these intellectual property licensing restrictions according to a rule 

of reason – or at least a rule other than a per se rule – what should the analytical principles and 

the rules of decision be?  This is an extremely challenging question, and it has been with us for a 

long time.  It involves great speculation and difficult tradeoffs between the preservation of the 

benefits of rivalry and the preservation of the benefits of intellectual property and its use, 

dissemination and exploitation.  There are no easy answers, and one of the most challenging 

parts of the issue is how to choose a decision-making structure that is most likely to produce 

objective, reasonable and correct answers. 

The balance between rivalry and protection is fundamentally a question requiring 

economic expertise.  There are disciplines within economics and econometrics that can be 

brought to bear on the empirical and theoretical issues.  And eventually the process of decision-

                                                 
7 In re: Napster Inc. Copyright Litigation, No. MDL 00-1369 MHP; C 99-5183 MHP 
Memorandum and Order (Feb. 21, 2002)(permitting discovery on copyright misuse claim). 
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making must rely on an assessment by the legal system of conflicting conclusions proposed to be 

drawn from the application of those disciplines.  For example, in any future rule-of-reason tying 

case all kinds of legitimate purposes might be proposed, and all kinds of anticompetitive effects 

might be asserted.  It is up to the expert economist, relying on a variety of quantitative tools and 

other arguments, to establish a vision of the practice, placed within its real-world context, that 

seems to accord with a particular view of the case.  I think this is what enforcement agency 

officials mean when they say that the law is important, the facts are important, the economics are 

important, but overall the issue for decision is “who has the best story.”  Increasing the 

sensitivity of our enforcement officials to sound economic arguments gives the expert a large 

role in the decision-making process, and in my opinion that is as it should be. 

Recently the law has had some important things to say about the role of experts in legal 

decision-making.  There is perhaps no area of law that has been revolutionized in recent years in 

quite the same way or to quite the same degree as the Supreme Court has revolutionized the 

consideration of expert testimony in federal trials.  The instrument of this revolution is known 

collectively as the “Daubert Quartet”8, a remarkable set of decisions and for a number of 

reasons.  First, although the Daubert rule appeared to many as a sharp departure from the 

previous law, all four of these decisions were unanimous.  Apparently not a single Supreme 

Court Justice questions the proposition that it is the duty of the trial judge to act as gatekeeper for 

testifying experts, evaluating the relevance, reliability and “fit” of their testimony.  Second, the 

Daubert Quartet has created a minor uprising in antitrust, leading in several cases to the 

                                                 
8 Daubert v. Merrell Pharmaceutical, Inc., 509 U.S. 579 (1993)(Federal Rules of Evidence, not 
common-law “general acceptance” test, govern admissibility of expert scientific testimony in 
federal trials); General Electric Co. v. Joiner, 522 U.S. 136 (1997) (standard for review of 
admission scientific evidence is abuse of discretion); Kumho Tire Co. v. Carmichael, 119 S. Ct. 
1167 (1999) (Daubert applies to all experts), and Weisgram v. Marley Co., 120 S. Ct. 1011 
(2000). 
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overturning of substantial verdicts and the rejection of economic testimony by experts with very 

uptown credentials – star-studded curricula vitae including full professorships at leading U.S. 

universities, and, in several cases, Nobel Memorial Prizes in Economics. 

Now it might be objected that none of the Daubert Quartet involved antitrust claims, and 

that the Court might apply a different set of considerations to an antitrust case if the admissibility 

of expert testimony were presented to the Court in an appropriate case.  In fact, I would argue 

that precisely the opposite is true.  I believe that the Daubert principle first emerged in several 

Supreme Court antitrust cases and was merely articulated and announced more broadly in the 

Quartet.  The first such case is Matsushita Electric Industrial Co. v. Zenith Radio Corp., 475 

U.S. 574 (1986).  The cutting issue in that case was the admissibility of expert testimony 

claiming that the evidence justified the inference that a conspiracy existed to charge low, 

predatory prices in order to drive out of business the U.S. manufacturers of consumer electronic 

products.  The Court made an independent evaluation of that testimony and proclaimed it 

implausible and therefore not worthy of credit in the balance of Rule 56.  Essentially the Court 

applied the reliability prong of the Daubert rule.  And then, in Brooke Group Ltd. v. Brown & 

Williamson Tobacco Corp., 509 U.S. 209 (1993), the Court was confronted with a Robinson-

Patman claim of “oligopolistic disciplinary pricing”, again supported by an inference based on 

the testimony of an expert economist.  Although the decision is not based entirely on the 

rejection of this testimony, the doubtful reliability and fit of that testimony contributed 

substantially to the factual rejection of the claim.  In a sense Brooke Group went farther than 

Matsushita because the legal viability of the claim was upheld, and the assertion that claims of 

oligopolistic disciplinary pricing are inherently implausible was rejected. 
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I believe the Court is telling us something very important in Matsushita, Brooke Group 

and the Daubert Quartet, namely that the institutions of litigation require some form of 

assistance when it comes to the determination of complex scientific questions.  These clearly 

include the complex questions of economic analysis required to evaluate the competitive effects 

of intellectual property licensing practices.  The application of Daubert principles by federal trial 

judges can be an important part of this effort to compensate for the institutional defects that the 

Supreme Court perceives within the litigation process.  But there are other mechanisms available 

for the purpose, and we ought to undertake a conscious search for the best ones, especially in 

light of the supreme difficulty and complexity of the various questions relevant to the evaluation 

of licensing practices. 

An obvious choice is the appointment of experts to assist the courts directly under 

Federal Rule of Evidence 706(a).  Another similar choice would be to allow or encourage judges 

to retain law clerks with particular expertise to help with specific cases or groups of cases 

involving complex scientific issues.  In the field of antitrust, however, I think the limited 

experience creates a record that must be declared mixed.  The three main examples that I am 

aware of include Judge Wyzanski’s reliance on his clerk Carl Kaysen in United States v. United 

Shoe Machinery Corp., 110 F.Supp. 295 (D.Mass. 1953), aff’d per curiam, 325 U.S. 991 (1957) 

– a decades- long litigation regarded as a disappointment in terms of its results, if not in the merit 

of the analysis.  The second example is Laurence Lessig’s role in the District Court trial of 

United States v. Microsoft Corp., which I understand was ultimately comparable to that of an 

amicus curiae.  That example, too, has received mixed reviews as a model for the evaluation of 

scientific issues in antitrust litigation.  On the other hand, it was an overflow crowd and the 

reviews won’t be digested for a long time to come. 
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But it appears to me that the use of a 706(a) expert led to a very trenchant and successful 

analysis and a sensible result in New York ex rel. Abrams v. Kraft General Foods, Inc., 862 

F.Supp. 1030 (S.D.N.Y. 1993), the “Nabisco Brands” litigation involving ready-to-eat breakfast 

cereals, including Shredded Wheat.  Our former antitrust colleague Judge Kimba Wood decided 

this case with the assistance of the venerable industrial organization economist and erstwhile 

policy czar, Dr. Alfred E. Kahn. 9  The move appears to have been supported enthusiastically by 

both parties.  The testimony that emerged from that exercise is fascinating and should be read by 

anyone who feels underexposed to balanced economic analysis in merger cases. 

Could the quality of these expert interventions be improved by relying on an 

unimpeachable source?  Justice Breyer has made some interesting observations on the 

institutional framework for the proper assessment of experts and expertise.  Speaking before the 

American Academy for the Advancement of Science, he noted (quoting from Judge Acker): 

Unless and until there is a national register of experts on various subjects and a method 
by which they can be fairly compensated, the federal amateurs wearing black robes will 
have to overlook their new gatekeeping function lest they assume the intolerable burden 
of becoming experts themselves in every discipline known to the physical and social 
sciences, and some as yet unknown but sure to blossom.10 
 
There are no bodies that appear as obvious leaders in the field of certifying the objectivity 

and quality of economic analysis.  The National Academy of Sciences appoints members in the 

field of Economic Sciences, and the list is as distinguished as they get.  Members are selected “in 

                                                 
9 I should add as a matter of full disclosure that I was briefly and happily employed as Dr. 
Kahn’s Special Assistant for Antitrust and Regulatory Reform during his stint as anti- inflation 
czar in the Carter Administration (officially Chairman of the Council on Wage and Price 
Stability). 
10 Associate Justice Stephen G. Breyer, "The Interdependence of Science and Law", Address at 
the 1998 American Association for the Advancement of Science Annual Meeting and Science 
Innovation Exposition, Philadelphia, Pennsylvania (February 16, 1998). 
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recognition of their distinguished and continuing achievements in original research.”11  I’m not 

certain, however, that this selection criterion is sufficiently specific to permit judicious selection 

of decision-makers or advisers in disputes regarding economic science occurring before courts or 

antitrust enforcement agencies.   

I have also discreetly and very unofficially sounded out the American Economic 

Association on its willingness to provide lists of experts or qualifying criteria for experts to serve 

in the capacity of neutral advisers in complex antitrust matters.  I’m sure it will warm the heart of 

every dues-paying AEA member – of which I am one – that the Association has a “certification” 

detector that immediately labels as a hostile intruder and immediately rejects any initiative 

suggesting that the Association might perform anything resembling a certification function.  The 

AEA simply doesn’t want to be associated with anything that could be characterized as a 

professional barrier to entry, other than charge annual dues.  Dues which, incidentally, are 

graduated according to the member’s stated annual personal income. 

One can envision other means of focusing appropriate expertise on these extremely 

difficult problems.  Perhaps there should be a multidisciplinary body consisting of intellectual 

property experts, technical experts and antitrust economists – all of who would, of course, be 

personally disinterested in the outcome of the specific dispute.  Such a specialized body might be 

envisioned as a court of competent jurisdiction in the case of complex antitrust matters, including 

disputes involving intellectual property licensing practices, or it might simply play an advisory 

role to existing decision-makers, whether they are antitrust enforcement authorities or 

adjudicative bodies like the Antitrust Division and the FTC, or the federal district courts. 

                                                 
11 See the “Overview” page accessible from 
http://www4.nationalacademies.org/nas/nashome.nsf/ 
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To echo the opening theme – the same theme sounded by Professor Turner in 1984 – 

none of the practices we are considering here is appropriate for per se treatment.  The auspices 

indicate that eventually, whatever the current state of the law, the per se rules applicable to 

intellectual property licensing practices will all fall.  I read the Antitrust Guidelines for the 

Licensing of Intellectual Property as a strong and welcome endorsement of this trend.  But we 

need now to focus on the practical challenges of making intelligent and efficacious decisions 

once we commit ourselves to the application of standard scientific method to disputes involving 

antitrust and intellectual property or misuse of intellectual property.  I hope these hearings will 

produce some additional focus on this vital institutional question, which has long been 

sidetracked or ignored. 



Long Term Contracts as Barriers to Entry 

Comments made by David S. Sibley, University of Texas at Austin, at the DOJ/FTC 

Hearings on Competition and Intellectual Property Law and Policy in the Knowledge-

Based Economy, May 14, 2002. 

 

The argument that long term contracts can be anti-competitive has been around ever since 

the United Shoe case and, until fairly recently, has been viewed skeptically by 

economists and lawyers.  To the notion that long term contracts exclude competitors, 

Posner, Bork and others have replied that a customer would hardly be willing to sign a 

long term contract with a monopolist unless he got at least as good a deal as he would by 

not signing, and waiting around for whatever new entry might bring.  In economic terms, 

the long- term contract must be individually rational for the buyer to sign.  Since the 

seminal 1987 paper by Aghion and Bolton, however, economists have considered another 

element in the story.  By locking himself into a long- term contract with the seller, a 

buyer reduces the size of a potential entrant’s market, thereby reducing the probability of 

entry.  As a result, other buyers will have to accept a higher price.  The seller can exploit 

this negative externality between buyers to extract consumer surplus from the others.  In 

other words, there is more to the story than individual rationality, stressed by Bork and 

Posner.  One must also take into account the externality effect of one buyer’s signing on 

the likelihood that other buyers will face a competitive alternative. 

 

Aghion and Bolton were the first to point this out and analyzed the implications of 

externalities between buyers under the assumption that the long- term contract was of a 



liquidated damages type.  This type of contract is only partly exclusionary, since a 

sufficiently efficient entrant can always set a price low enough to allow the buyer to pay 

the liquidated damages if he or she switches to the new supplier. A more recent paper, by 

Segal and Whinston, extends the analysis in other directions assuming that the seller can 

monitor and enforce a completely exclusionary contract.  A simple example based on 

their paper might runs as follows.  Suppose that there are 15 total buyers and that an 

incumbent monopolist can earn a profit of $3 if there is no entry.  The monopolist is 

currently protected by a patent, but that patent will expire in one period.  If there is entry 

after the patent expires, each buyer can gain $5. However, due to fixed costs of post-

patent entry, if the incumbent signs 5 or more customers to a long- term contract, post-

patent entry will be unprofitable; if fewer than 5 are signed up, entry will occur with 

certainty after one period.  Will exclusion be profitable for the incumbent monopolist?  If 

the incumbent signs up 5 buyers, it excludes entry, but from Bork and Posner’s individual 

rationality requirement we know that the seller will have to discount the monopoly price 

by $5 in order to get anyone to sign a long- term contract.  Having signed up these five 

buyers and excluded entry, the incumbent can charge the monopoly price to the ten 

remaining buyers and earn a profit of $3 on each.  Net profit to the seller is $20 (15x$3 – 

5x$5), so exclusion is profitable.  To see that it is not always profitable, note that if it 

takes 11 customers to exclude entry, then the profits to exclusion are minus $10.  Simple 

as it is, this example illustrates the impact of the buyer-to-buyer externality:  the five 

buyers that sign the long term contract with the incumbent are individually rational to do 

so, satisfying the Bork and Posner requirement.  However, buy signing, they help the 



incumbent to exclude post patent entry and cost the other 10 buyers $5 each.  Overall, 

consumer welfare goes down by $25 due to the long term contract. 
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Overview

• Bundling Theories
– Traditional Vertical Theories

• Ordover, Saloner & Salop (1990)
• Krattenmaker & Salop (1986)

– “Conglomerate” Theories
• Whinston (1990)
• Carlton & Waldman (1998)
• Nalebuff (2000)

• Why Are IP Markets Special?
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Bundling To Commit to An 
Aggressive Entry Response 

Whinston:
– Monopolist in markets A and B threatened by entry in market B

• Problem:  
– Threat of aggressive post-entry pricing is not credible

• Solution:  
– Monopolist bundles (high profit) product A to product B
– Bundling leaves the Monopolist’s monopoly profits in A 

“hostage” to continued sales of B
– Bundling creates a credible commitment to aggressive post-entry 

pricing as the only means of preserving profits in market A

• Caveat:  Monopolist must commit to bundling
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Bundling To Preclude Future Entry
Carlton & Waldman:

– Monopolist in OS market
– No OS competition if software only compatible with OSmono

• Problem:  
– Browsers allow future compatibility between OSentrant and 

software written to browser (not to OS)
– Compatibility creates a threat of future OS competition.

• Solution:  
– Monopolist bundles OSmono to own browser
– Monopolist makes own browser incompatible with OSentrant

– Bundle reduces or eliminates demand for rival browser
– Absent rival’s browser, no threat to future OS monopoly 
– Bundling profitability reflects monopoly of both OS & browser
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Bundling To Affect Incentives

• Nalebuff:
– Bundling can result in lower prices
– Bundling can increase profits of bundler, but reduce 

profits of single-product rivals
– With multi-product rivals, the first firm to bundle 

enjoys higher profits, while second firm’s profits fall
– Rivals may not want to offer comparable bundles

• Bundling by all firms can result in very aggressive pricing

– No “market power” test
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The Markets for Pizza and Beer 

Firm 1

Firm 4Firm 3

Firm 2

Firms set price without 
considering effect on 
demand for the 
complementary good
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A Merger Without Bundling

Firms 1 and 2 merge

Firm 4Firm 3

Merged firm lowers 
price in recognition that 
lower prices stimulate 
sales of the 
complementary product.

Merged firm does not 
capture all “spillover 
effects” from reduced 
price of complementary 
product.
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Bundling allows merged 
firm to capture ALL 
spillover effects, resulting 
in a further price reduction

Bundling can also reduce 
rivals’ demand:  Firm 3’s 
demand is limited to 
customers who love pizza, 
but care so little for beer 
that they’re unwilling to 
pay the small increment 
for the bundle.

Bundling of Pizza and Beer

Firm 4Firm 3

Bundled Product
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Bundling Can Affect Differentiation

Differentiated 
bundles and 
HIGH prices

Undifferentiated 
bundles and 
LOW prices

Vs.

Vs.

Quality:  Low + Low 

Quality:  Low + High Quality:  High + Low 

Quality:  High + High
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What’s Special About IP Markets?

• Strong Efficiency Justifications for Bundling?
– Strong complementarities?

• IP often an “input” rather than a stand-alone product
– Important double-marginalization issues?

• Greater Anticompetitive Potential From Bundling?
– Greater likelihood of market power?
– Transitory IP-based market power encourage bundling?
– Greater incentives to block entry?

• Transactions Among Rivals May Be More Common
– IP Often “Sold” To Potential Rivals
– Package licensing create scope for mischief?
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IP and Market Power
• Most Bundling Theories Require Substantial Market Power

– Does IP Provide This Market Power?

• Does Satisfaction Of The Market Power Test Provide A Basis 
For Heightened Competitive Concerns?
– Not all IP confers substantial market power
– Market power “test” is a necessary, not sufficient, condition for most 

bundling theories

• Can Limited Duration Of IP-Based Market Power Encourage 
Bundling?
– Does the “one monopoly rent” critique apply?
– Particularly relevant in markets with network effects?
– Carlton & Waldman
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Incentives to Block Entry May Be 
Higher in Markets with IP

• With High Fixed Costs and Low Marginal Costs: 
– Prices are very responsive to entry
– Entry significantly reduces the incumbent’s profits
– Entrants may have a difficult time recouping costs

• Bundling theories focusing on entry deterrence 
may be particularly relevant
– Whinston
– Carlton & Waldman
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Bundling To Increase 
Differentiation May Be Important

• Competition in Undifferentiated IP Markets Can 
Be Ferocious
– Low variable costs result in low prices
– Network effects result in ferocious competition

• Bundling Can Increase Differentiation Among 
Competing Products
– Increased Differentiation May Reduce Competition
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In Conclusion
• Intellectual Property and Bundling:

– Same theories, but different fact patterns
• Greater Potential for Anticompetitive Bundling?

– Greater incentive to discourage entry?
– Greater incentive to differentiate products?

• Greater Potential for Efficiencies?
– Efficiencies may be the real motivation for bundling
– Alternatively, efficiencies may just be an excuse

• Analysis Should Remain Fact-Intensive, Not Just 
Theory-Intensive
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Challenge Central In Modern IP

• Shapiro: IP as mere ticket to sue
– Crucial if many weak patents
– Lemley: “Rational ignorance”

• Gilbert: Agencies might challenge IP 
– where private incentive much too low

• Miller: Bounty for successful challenge?
• Pools, bundling
• Settlements



Private Incentives (Ex Post)

• End-users benefit but seldom challenge
• Relativity often reduces private incentives

– Blonder-Tongue
– Competition as relative performance scheme

• Settlements



Social Incentives

• Ex post: DWL or DWL+Π
• Ex ante: effect on future innovation
• Innovators’ expectations
• Is challenged IP linked in their minds to 

treatment of their efforts?
– “Can lawyers distinguish?”
– Publicity and competition policy

• What potential IP is weakened by a 
decision?



Special Case: No Innovation 
Effect

• No spillover from this challenge to future 
efforts

• No effect on future innovation
– Strong condition
– “Invalidity” not enough

• Social benefit of overturning (extension of) 
IP



Special Case: Uniform 
Innovation Effect

• Reduces probability of full enforcement
• Much like reducing patent life
• Analogy with patent extension

– Settlements etc



Things Like Changing Patent Life

• Assume a diagram
• Compare to Congress’s judgment
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Patent Rights Enjoy No Constitutional 
Superiority Over Antitrust Rules

• The Constitution’s Patent Clause gives the owner the 
exclusive right to his discoveries. Apart from the implicit 
right to exclusive use, it says nothing about the 
consequences of transfers, licenses or agreements
– The misuse doctrine, grounded in principles of equity, has not 

been challenged on constitutional grounds 
• The antitrust laws and the FTC Act were enacted pursuant 

to the Commerce Clause
• The patent laws contain no provisions for balancing the 

relative innovative value of a patent to competitive costs 
and benefits
– It is true that the value of many inventions cannot immediately 

be known
– Term of 20 years is arbitrary
– Federal Circuit, ostensibly applying the same Graham criteria, 

has reversed prior trends which held most patents invalid
– “There is something terribly wrong with the patent system”



SCM/Xerox (2d 
Cir. 1981)
Patent acquisitions are 
not immune from the 
antitrust laws. Surely, a §
2 violation will have 
occurred where, for 
example, the dominant 
competitor in a market 
acquires a patent 
covering a substantial 
share of the same market 
that he knows when 
added to his existing 
share will afford him 
monopoly power. 

FTC/DOJ IP Licensing 
Guidelines (1995)
Certain transfers of intellectual property 

rights are most appropriately analyzed by 
applying the principles and standards 
used to analyze mergers, particularly 
those in the 1992 Horizontal Merger 
Guidelines. The Agencies will apply a 
merger analysis to an outright sale by an 
intellectual property owner of all of its 
rights to that intellectual property and to 
a transaction in which a person obtains 
through grant, sale, or other transfer an 
exclusive license for intellectual property 
.…Such transactions may be assessed 
under section 7 of the Clayton Act, 
sections 1 and 2 of the Sherman Act, and 
section 5 of the Federal                       
Trade Commission Act.

Kodak/Goodyear 
(Fed. Cir. 1997)
Goodyear alleges injuries stemming 
from Eastman's [acquisition and] 
enforcement of the '112 patent. 
Goodyear, however, would have 
suffered these same injuries 
regardless of who had acquired and 
enforced the patent against it. 
Indeed, Goodyear would have 
suffered these same injuries if 
Zimmer had retained exclusive 
rights to the patent and had enforced 
the patent against Goodyear itself. 
The cause of Goodyear's injuries 
was not that Eastman enforced the 
'112 patent, but that the patent was 
enforced at all. These injuries, 
therefore, did not occur "by reason 
of" that which made the acquisition 
[by Eastman] allegedly 
anticompetitive. 

The Philosophical Divide: One Example



There Is No Chicken or Egg Issue
• MERCOID CORPORATION v. MID-CONTINENT INVESTMENT CO., 320 U.S.

661,666 (1944)

“The fact that the patentee has the power to refuse a license
does not enable him to enlarge the monopoly of the patent by the
expedient of attaching conditions to its use. . . . When the
patentee ties something else to his invention, he acts only by
virtue of his right as the owner of property to make contracts
concerning it and not otherwise. He then is subject to all the
limitations upon that right which the general law imposes upon
such contracts.”

• UNITED STATES v. LINE MATERIAL CO., 333 U.S. 287 (1948)

“The effort through the years has been to expand the narrow
monopoly of the patent. The Court, however, has generally been
faithful to the standard of the Constitution, has recognized
that the public interest comes first and reward to inventors
second, and has refused to let the self-interest of patentees
come into the ascendancy.”



Patents and  Market Power--In Context
• Firms, not patents, raise prices, reduce outputs, exclude 

competitors, collude and/or monopolize markets
• The scope and enforceability of a patent is a matter of 

speculation unless and until finally litigated
– A patent is a cause of action granted by the government
– A patentee gives up his property--trade secrets--for a cause 

of action that is valid against independent invention 
• Antitrust analysis traditionally has been skeptical of defenses 

based upon speculative scenarios (e.g., “ruinous 
competition” (Trenton Potteries), “failing company” defense 
(Guidelines); boycotts of alleged design pirates (FOGA))

• Where the value of a patent varies according to who holds it, 
or what other assets is is combined with, one cannot say that 
the threat to competition is simply a function of a patentee’s 
right to exclude

• All patents are not of equal merit, but are treated as such 
under the patent law

– Marginally patentable inventions may confer huge market 
power benefits 

MP



The Federal Circuit Has Made New Law
• Xerox--In addition to narrowing the types of situations in which 

antitrust rules can be applied, the court:
– Eliminated scienter as a relevant factor 
– Embraced the new/old syllogism--the patent could have been used to 

exclude; therefore, it can be licensed under any condition not itself 
illegal

– Intent or “pretext” evidence, however, may be highly relevant to a 
court’s evaluation of a patent’s value   

• The syllogism erroneously assumes the patent chicken came 
before the antitrust egg 
– Suppose, in Aspen, that Highlands’ most advanced chair lifts 

practiced a patent acquired by Ski Co.?
– Suppose, in Lorraine Journal, the newspaper used a patented 

business method for its advertisements?
– Consider Justice Scalia’s acknowledgement of section 2’s        

“special lens” test in his dissent in Kodak



Compare….
• The antitrust laws have always had difficulty regulating 

single firm conduct based on a firm’s unilateral 
development of commercial assets, tangible or intangible
– The IBM cases--interface data
– Vertical integration cases

• In most of the key Supreme Court cases involving patents, the 
focus has been on firm conduct, regardless of the presence of 
patents

– Cases cited above (Mercoid; Line Material)
– Singer--right to assign patent yields to proof of anticompetitive 

motive to exclude, by agreement, foreign competition
– Glaxo--prohibitions on bulk sales were grounded in contractual 

agreements
• Patents, held or employed independently, would not have created the 

same power engendered by agreements
– Price fixing cases--ostensibly “vertical” agreements viewed as 

possible horizontal sharing of monopoly profits
• These cases bear no relationship to the CAFC’s Xerox decision



The PRE Problem
• Objectively baseless test is said to preclude courts from 

balancing patent’s merits with competitive harm
– Immunizes court actions by companies seeking to impose huge 

uncertainty on new entrants, and to raise cost of entry
• Settlements become more difficult to regulate

– A new entrant that “succumbs” to lawsuit expense and leaves 
market or takes an onerous license

• Is alleged infringer under an antitrust obligation to litigate?
• Federal intervention?    

– PRE would presumably apply to DOJ/FTC intervention in lawsuit
– Can DOJ/FTC bar settlement, as an antitrust violation, when lawsuit itself 

was presumptively legitimate and defendant simply does not want to 
shoulder litigation costs? 

• DOJ/FTC can push courts to construe “objectively baseless” 
criterion in a manner that includes weighing of circumstances

• Licenses--mostly, are agreements settling lawsuits before they 
are brought
– Also affected by PRE
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The Problem

The evaluation of competition between parties that 
are involved in an intellectual property disputes 
depends on important assumptions about infringement 
(or misappropriation)
The characterization of the relationship between two 
parties as horizontal may depend on unresolved 
infringement issues

Is a merger horizontal?  Does a license agreement 
restrict a horizontal competitor?
Not if the competitor’s business is built around your 
patent or stolen trade secret

Antitrust institutions have not developed the capability 
to address IP issues meaningfully



The Non-Solution

Today’s non-solution is to assume that any two 
parties that compete are legitimate competitors
Even if A is infringing B’s fundamental patents, 
antitrust institutions treat them as horizontal 
competitors until A is enjoined from competing
Two basic rationales for this non-solution

1. Antitrust analysis is already complicated enough 
without encumbering it with complexities of IP 
disputes

2. Consumers should have the benefit of competition 
until a court enjoins the allegedly infringing product



The Problem With the Non-Solution

Sidestepping IP issues because they are 
complicated makes efficiency of resolution the 
highest value in antitrust analysis

Are we looking for the answer or for a shortcut?
Econometric analysis is complicated too

Giving consumers the “benefit of competition”
until final resolution of the IP dispute assumes 
an entitlement to competition that may be illegal
But there is some merit to notion that you can’t 
resolve a multi-year IP dispute within the time 
span of a short antitrust investigation



Conduct Cases Are Easier

Dynamics are different in merger and non-
merger cases

Credible threat to litigate patent dispute in non-
merger cases

In FTC v. Intel, FTC agrees to important stipulation to avoid 
litigation of patent claims

Longer time horizon
In merger cases, agencies have few incentives to 
resolve IP issues through detailed evaluation of 
evidence of infringement and validity
What do you say to the client who says “but 
they’ve built their business around our patents?”



The Practical Dilemma

In merger context, parties are over a barrel
Target wants to preserve ability to claim that patent is 
not infringed and/or is invalid if deal isn’t approved
Result is that parties can’t present a united front on 
non-horizontal nature of merger

It’s possible to get around this by giving 
reviewing agency access to alleged infringer’s 
privileged documents, but only if the stars align

Acquirer stipulates not to claim waiver on that basis
Only possible where no third party can seek 
documents 



The Agencies Need IP Capabilities

Current non-solution prevents efficient resolution 
of IP disputes

Litigate to the death cannot be the only solution
Judges pound parties to settle but antitrust agencies 
are hostile to settlements

Agencies are right to worry about getting bogged 
down in patent disputes, but only to a point
If entire analysis is based on predictions about 
competitive effects, why are predictions about 
the resolution of IP disputes off limits?



No Good Answers, But Status Quo 
Can Be Improved

Agencies can try to understand infringement 
disputes better by developing IP capabilities

If IP is important enough to hold months of hearings, 
it’s important enough for agencies to get IP expertise
More expertise can help agencies understand IP 
questions better and reduce fear of getting bogged 
down in infringement or validity disputes

With functional IP capabilities, agencies can give 
merging parties a break based on likelihood of 
infringement and validity



No Panaceas

Yes, there are other unknowns even if patent is 
valid and infringed

Would an injunction be issued?
Is a license with running royalties the likely outcome?
Would parties enter into cross-license absent the 
merger?

But an analytical structure that gives parties a 
chance to resolve some infringement disputes 
through merger is still better than the status quo
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This Bitter Has Some Sweet:  Antitrust Enforcement 
Benefits from Patent Law’s Procedural Rules  

Joseph Scott Miller∗ 

The scheduling of these joint hearings shows that antitrust lawyers know they must scrutinize at 

least some patent licenses, and that the rising tide of issued patents makes the necessity for such scrutiny 

all the more pressing.  Antitrust lawyers also worry, however, that antitrust enforcement in the area of 

patent licenses presents special difficulties – special because they appear rooted in a less familiar body of 

law (patent law) that accepts as routine the very agreements that agency lawyers want to scrutinize.  In 

my remarks here, I do three things.  First, I confirm the basis of antitrust agency fears.  Antitrust cases 

about patent license agreements do turn, at some level, on the answer to the primary patent law question – 

namely, what is the scope, if any, of the patentee’s valid right to foreclose another’s conduct?  Second, I 

suggest that, notwithstanding the first point, things are not as dire as they may seem.  Although I was, for 

a brief time, an antitrust enforcement lawyer, I have spent far more time litigating patent infringement 

cases and studying patent law.  As it turns out, some patent law rules can benefit the antitrust enforcement 

agencies by making the scrutiny or prosecution of patent license agreements more manageable.  Third, I 

encourage the agencies to take a far more active interest in exploring the merits of and vocally advocating 

for major reforms to the patent law itself.  The agencies’ valuable experiences and perspectives are 

largely missing from the public debates on patent law reform, to the continuing detriment of the 

competition law framework of which patent law is but one part. 

I.  Why Patent License Scrutiny Turns on Patent Law Rules 

Many patent licenses are, from the antitrust law perspective, entirely wholesome.  Perhaps, for 

example, the license merely clears the way for two firms to compete in the market for a product by giving 

each one access to the other’s complementary patented input.1  Other patent licenses, by contrast, plainly 

retard competition in a product or technology market without enhancing efficiency at all.  Perhaps, for 

                                                 
∗ Assistant Professor, Lewis & Clark Law School.  B.A. 1989 St. John's College; M.S. 1991, J.D. 1994 North-
western University.  I prepared this testimony while a Visiting Assistant Professor at the Northwestern University 
School of Law.  Many thanks to Jim Speta and Ed Brunet for fruitful conversations and insightful comments. 
1 See USDOJ/FTC Antitrust Guidelines for the Licensing of Intellectual Property § 5.5 (1995) (“Cross-licensing . . . 
may provide procompetitive benefits by integrating complementary technologies, reducing transaction costs, 
clearing blocking positions, and avoiding costly infringement litigation.”) (emphasis added) [hereinafter IP Guide-
lines]. 
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example, the license places one firm in control over the exploitation of two substitute technologies that 

had previously been independent – leading ultimately to higher product prices.2 

When the antitrust enforcement authorities confront license agreements that are clearly pro- or 

anti-competitive, they can readily classify the licenses and respond accordingly.  As we can all attest, 

however, life far more often presents us with facts in the mushy middle.  The patents at issue may cover 

technologies that are substitutes in some respects but complements in others,3 or the parties’ agreement 

may contain a “grant-back” clause that makes the balance of pro- and anti-competitive effects far more 

difficult to assess with confidence, or . . . and so on.  For purposes of today’s hearing, let us focus on one 

type of scenario from this mushy middle.  Consider the situation where the scope of the patent rights at 

issue is unclear to a significant degree and, thus, the parties’ relationship absent the license under review 

– primarily horizontal, primarily vertical, or hybrid? – is also unclear.4  How does one resolve that 

ambiguity about the underlying patent rights? 

The question whether the parties’ relationship (absent the license) is horizontal, vertical, or both 

is, of course, more than sport.  Indeed, the agencies’ joint IP Guidelines make the answer to this question 

a fundamental step in the antitrust inquiry: 

As with other property transfers, antitrust analysis of intellectual property licensing 
arrangements examines whether the relationship among the parties to the arrangement is 
primarily horizontal or vertical in nature, or whether it has substantial aspects of both. . . .  
For analytical purposes, the Agencies ordinarily will treat a relationship between a 
licensor and its licensees, or between licensees, as horizontal when they would have been 
actual or likely potential competitors in a relevant market in the absence of the license.5 

Similarly, each of the Antitrust Division’s three recent “business review letters” regarding proposed 

patent pools explains that its favorable evaluation turns, at least in part, on the continuing use of an 

independent patent expert to determine whether the patents in the pool actually cover essential, 

complementary technologies.6  Thus, although one can (at least for a time) defer judgment about the way 

                                                 
2 See id. at § 5.1 and Example 9; see also Joshua A. Newberg, Antitrust, Patent Pools, and the Management of 
Uncertainty, 3 ATLANTIC L.J. 1, 24-27 (2000) (describing FTC’s enforcement action against the Summit/VISX 
patent pool for photorefractive keratectomy technology). 
3 Professor Newberg suggests this may have been the case in the Summit/VISX matter.  See Newberg, Uncertainty, 
supra note 2, at 27 (“Based on the uncertain claims of the pooled patents and the designs of the similar Summit and 
VISX machines, there may well have been a nontrivial basis for Summit to believe that it could have been blocked 
by one or more of VISX’s patents and vice versa.”). 
4 I presuppose that the agency has some independent basis to believe the license agreement warrants scrutiny.  I also 
put to one side license provisions that may raise concerns even if the patent at issue is assumed to be valid and in-
fringed.  See IP Guidelines, supra note 1, at § 5.2 (resale price maintenance), § 5.3 (tying), § 5.4 (exclusive dealing). 
5 Id. at § 3.3; see also id. at Examples 5 & 6 (comparing horizontal and vertical relationships among hypothetical 
farm equipment makers who also own patents on disparate technologies). 
6 Letter from Joel Klein, Acting Assistant Attorney General for Antitrust, U.S. Dept. of Justice, to Gerrard R. 
Beeney, Sullivan & Cromwell 10 (June 26, 1997) (“The continuing role of an independent expert to assess essenti-
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the patent(s) at issue in an agreement would structure competition between the parties absent the 

agreement, any useful antitrust analysis must eventually bring this matter to ground.7  How, then, to do 

so?  How can the ambiguity about the scope of the critical patent rights be resolved? 

To a patent lawyer, the question used to frame our discussion at this afternoon’s hearing is quite 

revealing.  The FTC press release poses the question thusly:  “what standards should be used to determine 

whether the licensed intellectual property right would have foreclosed the licensee from being an actual or 

likely competitor with the licensor in the absence of the license”?8  To pose the question this way is to 

suggest that one hopes the answer may be something other than the perfectly obvious answer – namely, 

that the standards to use are the patent law rules that determine the scope of the patents in question.  Such 

hopes, however, are vain.  Economic theory honed by experience is teaching us which outward signs 

indicate that a particular license agreement warrants intense antitrust scrutiny,9 but only patent law rules 

can finally tell us whether, e.g., a licensor’s patent could truly have been used to oust a licensee from the 

market altogether (indicating a genuinely vertical relationship). 

I know this answer – that patent law standards must be used to assess the asserted foreclosure of 

the licensee absent the license – may dishearten some who soldier in the trenches of antitrust enforce-

ment.  The feared scenario runs something like this: 

Parties under investigation, knowing that the agency is not filled to the rafters with seasoned 

patent lawyers, try to shield a suspicious license agreement beneath a thicket of interrelated 

patents (each of which is dauntingly complex on its own), fairly daring the enforcement agency to 
                                                                                                                                                             
ality is an especially effective guarantor that the Portfolio patents are complements, not substitutes.”), at http://www. 
usdoj.gov/atr/public/busreview/1170.htm; Letter from Joel Klein, Assistant Attorney General for Antitrust, U.S. 
Dept. of Justice, to Gerrard Beeney, Sullivan & Cromswell 10 (Dec. 16, 1998) (“[S]o long as the patent expert 
applies this [essentiality] criterion scrupulously and independently, it is reasonable to expect that the Portfolio will 
combine complementary patent rights while not limiting competition between them and other patent rights for 
purposes of the licensed applications.”), at http://www.usdoj.gov/atr/public/busreview/2121.htm; Letter from Joel 
Klein, Assistant Attorney General for Antitrust, U.S. Dept. of Justice, to Carey Ramos, Paul Weiss Rifkind Wharton 
& Garrison 12 (June 10, 1999) (same), at http://www.usdoj.gov/atr/public/busreview/2485.htm.  
7 By “useful,” I mean “able to support either the confident closing of an investigation or the filing of an antitrust 
enforcement action.” 
8 Federal Trade Commission, FTC/DOJ Hearings to Highlight the Intersection of Antitrust and Intellectual Property 
Law 3 (Apr. 10, 2002), at http://www.ftc.gov/opa/2002/04/iplaw2.htm. 
9 See, e.g., Federal Trade Commission, Prepared Statement Before the Committee on Commerce, Science, and 
Transportation, United States Senate 8-9 (Apr. 23, 2002) (listing types of license provisions between name and 
generic drug makers that “have drawn antitrust scrutiny”), at http://www.ftc.gov/os/2002/04/pharmtestimony.htm; 
John H. Barton, Antitrust Treatment of Oligopolies with Mutually Blocking Patent Portfolios, 69 Antitrust L.J. 851 
(2002) (exploring economic model for assessing competitive effects of concentrated patent holdings in oligopoly 
markets); Richard Gilbert, The Evolution of Guidelines 11-20 (Feb. 6, 2002) (suggesting criteria to identify license 
agreements warranting devotion of enforcement resources), at http://www.ftc.gov/opp/intellect/guide1.pdf; Carl 
Shapiro, Antitrust Limits to Patent Settlements 9 (May 1, 2001) (“A hallmark of these anti-competitive [patent 
license] agreements is that the patent holder agrees to share its monopoly profits with the challenger in order to 
induce the challenger to give up its fight.”), at http://www.ftc.gov/opp/intellect/020502shapiro.pdf. 
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embark on a substantive assessment of the true scope of those patent rights.  The proponents of 

the license agreement argue that the agency must be prepared, if it files a challenge to the 

agreement, to prove as part of its case in chief either that the patents are invalid or that the 

licensee had commercially viable ways to enter the market without infringing the patents.  The 

parties’ favored cudgel here is the statutory presumption of validity that patents enjoy in routine 

infringement litigation.10  The agency takes the bait, and the investigation inevitably falters under 

the weight of the substantive patent analysis.  Although the license agreement justifiably aroused 

suspicion of harm to competition, the agency cannot reach a solid conclusion on the merits, much 

less challenge the agreement in court. 

But there is less cause for fear here than may at first appear. 

The key is realizing that patent law contains not only substantive doctrines that define the scope 

of a patent owner’s power to exclude others, but also critical procedural rules that go a long way toward 

determining the patentee’s ability to foreclose competitors in the real world.11  For example, patent law 

puts the burden on the patentee to make a strong showing of the patent’s validity before forcing the  

peremptory removal of a competitor from the market.  Other patent law procedural rules may also be used 

to advantage in antitrust enforcement; below, I describe at least one more that appears to offer help.  In 

short, although the burden of applying patent law’s substantive rules may at first taste bitter, the antitrust 

enforcement benefits from patent law’s procedural rules may prove quite sweet. 

II.  Patent Licenses as Preliminary Injunctions and Failing-Firm Exits 

Assume we are scrutinizing a patent license with one patentee and one licensee concerning one 

patent.  We can evaluate the agreement for antitrust purposes by comparing its effects to the results that 

would obtain in various “but for” worlds.  One highly relevant such world is the one that would exist if 

the parties had continued with their prior courses of conduct but without the license. 

Perhaps the parties were actually competing in a product or service market, or in a market for 

licenses to their respective technologies.  Perhaps they were not yet competing at all, although the second 
                                                 
10 See 35 U.S.C. § 282 (“A patent shall be presumed valid.  Each claim of a patent (whether in independent, 
dependent, or multiple dependent form) shall be presumed valid independently of the validity of other claims; 
dependent or multiple dependent claims shall be presumed valid even though dependent upon an invalid claim.”). 
11 Professor Shapiro, in his provocative paper exploring the merits of a “simple antitrust rule” that “a patent settle-
ment cannot lead to lower expected consumer surplus than would have arisen from ongoing litigation,” Limits, supra 
note 9, at 10, highlights the critical role that such procedural matters play in defining patent value: 

A number of different rules can materially affect the value of the patent grant.  Under what 
conditions can a patent holder obtain a preliminary injunction blocking another firm from 
producing products that allegedly infringe the patent?  How long does patent litigation take, and 
what is the state of competition during the interim period while patent validity and infringement 
are being resolved in court? 

Id. at 4 (footnote omitted). 
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party was taking concrete steps to enter the market in the near term.  In any event, in our postulated “but 

for” world without the license agreement, the patentee may yet wish to eliminate its (actual or imminent) 

competitor as an independent actor in the market.  Treating the license agreement as unavailable, we 

know that the patentee has only two options that rely on the patent right itself.  The patentee can sue on 

the patent and oust its competitor (a) temporarily, by successfully moving for a preliminary injunction 

that bars the competitor’s activity until the suit is fully resolved; or (b) permanently, by securing a 

permanent injunction upon winning the suit after a full trial on the merits of all disputed infringement and 

validity issues (including through any appeal).12 

When we compare the actual, agreement-containing world with this “but for,” agreement-lacking 

world, at least two things relevant to today’s discussion become apparent.  First, by eliminating its 

competitor as an independent actor in the market without the trouble of a full trial on the merits, the 

patentee/licensor has obtained the functional equivalent of a preliminary injunction barring the 

competitor/licensee’s conduct.  Second, to the extent that the parties defend the license from antitrust 

scrutiny by maintaining that it has not foreclosed any lawful competition, they rely, in effect, on a “failing 

firm”-type defense:  “there has been no harm to competition,” the license proponents argue, “because the 

patentee’s valid and infringed patent would sooner or later force the competitor to exit the market 

anyway.”  This defense of the license maps readily onto the failing firm defense to a merger, according to 

which, “[w]here the likely alternative to a merger is the elimination of the firm and its assets from the 

market, the merger will not violate” the antitrust laws.13 

Our larger project, of course, is to consider how best to determine whether the patent at the center 

of the agreement we are scrutinizing would have foreclosed the licensee from being an actual or likely 

competitor with the licensor in the absence of the license.  The foregoing aspects of the license agreement 

– that it is functionally a preliminary injunction against the licensee, and that it assumes the truth of a 

failing firm theory – suggest two corresponding procedural principals that should shape an antitrust 

agency’s investigation of the license, as well as any resulting challenge to the license.  First, a patentee 

should be no better off when defending the presumptive scope of its licensed patent rights to an antitrust 

agency than it would be if it were attempting to obtain a preliminary injunction against the competitor.  

Second, an antitrust agency should be no worse off when assessing the erstwhile competitor’s good faith 

basis for sacrificing its independence to the patentee than it would be if it were challenging a merger 

defended on failing firm grounds.  I consider the practical payoff of each principle in turn. 

                                                 
12 A temporary foreclosure of competition may, of course, become permanent if a successful preliminary injunction 
motion is followed by the patentee’s victory in the full trial on the merits. 
13 1 ABA SECTION OF ANTITRUST LAW, ANTITRUST DEVELOPMENTS 337 (4th ed. 1997). 
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A.  When Proving Validity is the Patentee’s Burden 

My first suggested procedural principle is that a patentee should be no better off when defending 

the presumptive scope of its licensed patent rights to an antitrust agency than it would be if it were 

attempting to obtain a preliminary injunction against the competitor.  What does this mean in practice? 

The proponents of a dubious patent license agreement may urge that, because the patent enjoys a 

statutory presumption of validity under 35 U.S.C. § 282, the agency cannot challenge a license agreement 

as anticompetitive without proving by clear and convincing evidence that the patent is invalid.  By doing 

so, these proponents both ignore the question of infringement altogether and demonstrate, as experienced 

patent litigators already know, that the statutory presumption of patent validity is repeated somewhat 

more often than it is understood.  The presumption of validity is neither a by-product of Patent Office 

infallibility nor an impregnable substantive shield against serious validity challenges; it is, instead, simply 

“a procedural device.”14  As it turns out, license proponents who would shift to the agency the burden of 

proving invalidity (or noninfringement) also clearly urge a violation of my first suggested procedural 

principle. 

When a patentee moves for a preliminary injunction in a routine patent infringement suit, it bears 

the burden of clearing the same four-part hurdle that faces essentially all preliminary injunction plaintiffs.  

Specifically, the patentee is not entitled to a preliminary injunction unless it can show “(1) a reasonable 

likelihood of success on the merits; (2) irreparable harm if an injunction is not granted; (3) a balance of 

hardships tipping in its favor; and (4) the injunction’s favorable impact on the public interest.”15  

Importantly, the patentee’s burden to show a likelihood of success on the merits extends both to questions 

of infringement and validity. 

Thus, for example, in the recent case overturning a preliminary injunction that had been granted 

to Amazon in its patent case against Barnes & Noble concerning “one click” ordering on the Web, the 

Federal Circuit explained that 

Amazon must show that, in light of the presumptions that will inhere at trial on the 
merits, (1) Amazon will likely prove that BN infringes the ’411 patent, and (2) Amazon’s 
infringement claim will likely withstand BN’s challenges to the validity and enforce-
ability of the ’411 patent.  If BN raises a substantial question concerning either infringe-
ment or validity, i.e., asserts an infringement or invalidity defense that the patentee 
cannot prove lacks substantial merit, the preliminary injunction should not issue.16 

                                                 
14 Nutrition 21 v. United States, 930 F.2d 867, 869 (Fed. Cir. 1991) (vacating preliminary injunction in patentee’s 
favor). 
15 Amazon.com, Inc. v. Barnesandnoble.com, Inc., 239 F.3d 1343, 1350 (Fed. Cir. 2001) (reversing grant of 
preliminary injunction in Amazon’s favor in a suit on its “one-click” patent). 
16 Id. at 1350-51 (citation and internal quotation omitted). 
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 Nor is the Amazon case unusual in this respect.17  In short, the patentee cannot peremptorily eliminate a 

competitor’s marketplace independence with a preliminary injunction unless it “present[s] a clear case 

supporting the validity of the patent in suit.”18 

The consequences for the proponents of a dubious patent license agreement in an antitrust 

investigation are straightforward.  Just as the patentee who wants a preliminary injunction must present a 

clear, detailed case supporting the validity and the infringement of the patent when substantial questions 

are raised on these points, so too must the proponents of what is functionally a preliminary injunction – 

the license agreement – present a clear, detailed case supporting the validity and the infringement of the 

patent when the antitrust agency shows a substantial reason to doubt either proposition.  Professor 

Shapiro is thus quite correct to observe, in his own analysis of the appropriate antitrust limits to impose 

on patent license agreements, that “the patent holder is not ‘entitled’ to negotiate a monopoly outcome 

just because the patent holder asserts that its patent is valid and infringed by a particular rival.”19 

B.  When Protecting Patent Counsel’s Opinion Warrants an Adverse Inference 

My second suggested procedural principle is that an antitrust agency should be no worse off when 

assessing the erstwhile competitor’s good faith basis for sacrificing its independence to the patentee than 

it would be if it were challenging a merger defended on failing firm grounds.  What does this mean in 

practice? 

The theory that animates the failing firm defense, articulated in the first Supreme Court case that 

recognized it, is that it “does not substantially lessen competition or restrain commerce within the 

intention of the Clayton Act” to permit a merger when confronted with 

the case of a corporation in failing circumstances, the recovery of which to a normal con-
dition was, to say the least, in gravest doubt, selling its capital to the only available 
purchaser in order to avoid what its officers fairly concluded was a more disastrous fate.20 

If the proponents of a challenged merger wish to rely on a failing firm theory, they must plead and prove 

it as an affirmative defense.  In other words, the burden is entirely on the merger proponents to prove the 

                                                 
17 See Nutrition 21, 930 F.2d at 869 (“[A]t the preliminary injunction stage, because of the extraordinary nature of 
the relief, the patentee carries the burden of showing likelihood of success on the merits with respect to the patent’s 
validity, enforceability, and infringement”) (emphasis in original, citations omitted); New England Braiding Co. v. 
A.W. Chesterton Co., 970 F.3d 878, 882 (Fed. Cir. 1992) (affirming denial of patentee’s preliminary injunction 
motion) (“the presumption [of validity] does not relieve a patentee who moves for a preliminary injunction from 
carrying the normal burden of demonstrating that it will likely succeed on all disputed liability issues at trial, even 
when the issue concerns the patent’s validity”). 
18 Amazon.com, 239 F.3d at 1359. 
19 Shapiro, Limits, supra note 9, at 10 (emphasis in original). 
20 International Shoe Co. v. FTC, 280 U.S. 291, 301, 302-03 (1930).  See also Dr. Pepper/Seven-Up Cos. v. FTC, 
991 F.2d 859, 864 (D.C. Cir. 1993) (remanding for further consideration of failing firm theory) (“the purpose of the 
Clayton Act is not served by prohibiting companies from purchasing failing competitors when there are no other 
alternatives”). 
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requisite elements of the defense.21  As a general matter, then, it seems plain that the proponents of a 

challenged patent license agreement, to the extent that they wish to rely on the merits of the patentee’s 

underlying claim to have been able to use its patent to foreclose the licensee’s independent marketplace 

conduct, should bear the burden of establishing their underlying claim as an affirmative defense (as well 

as the risk of failing to do so).  And this burden-shifting does not exhaust the value of the failing firm 

construct to antitrust enforcement in the patent license context. 

More specifically, the requisite elements of the failing firm defense are that “the company to be 

acquired is in imminent danger of failure,” the failing firm has “no realistic prospect for a successful 

reorganization,” and “there is no viable alternative purchaser that poses less anticompetitive risk.”22  The 

third element, moreover, has been operationalized in a quite practical and – for purposes of scrutinizing 

patent license arrangements – suggestive way.  Rejecting an absolutist approach, which would saddle the 

merger proponents with the difficult (if not impossible) task of proving the lack of any viable alternative 

purchaser anywhere, the courts have merely required proof of a good faith (albeit unsuccessful) effort on 

the near-failing target’s part to locate an alternative buyer, a merger with which would pose a smaller 

threat to competition.23 

How does the failing firm defense advance the antitrust analysis of a patent license agreement?  If 

we map the failing firm scenario onto the dubious patent license proponents in a more detailed way, 

treating the patentee as the acquiring firm and the licensee as the target firm, we see that the analog for 

proof of a good faith effort on the target’s part to locate an alternative buyer would be proof of a good 

faith basis for the licensee’s belief that it was certainly infringing a valid patent and thus had no viable 

alternative to sacrificing its independence to the patentee.  The licensee’s beliefs on this score are, of 

course, almost certain to have been shaped in substantial part by the legal advice that its patent counsel 

has rendered about the validity and enforceability of the licensed patent and the infringing nature of the 

licensee’s conduct.  As a result, requiring the licensee to offer proof justifying a good faith belief that it 

                                                 
21 See United States v. General Dynamics Corp., 415 U.S. 486, 507 (1974); Olin Corp. v. FTC, 986 F.2d 1295, 1305 
(9th Cir. 1993); Dr. Pepper, 991 F.2d at 864-65. 
22 1 ABA SECTION OF ANTITRUST LAW, ANTITRUST DEVELOPMENTS 339 (4th ed. 1997).  See also USDOJ/FTC 
Horizontal Merger Guidelines § 5.1 (1997) (setting form essentially the same elements) [hereinafter Merger 
Guidelines]. 
23 See General Dynamics, 415 U.S. at 507 (“A company invoking the [failing firm] defense has the burden of 
showing . . . that it tried and failed to merge with a company other than the acquiring one.”) (footnote omitted); Dr. 
Pepper, 991 F.2d at 865 (“the proponent of the acquisition must demonstrate that it has made a reasonable, good 
faith attempt to locate an alternative buyer”).  See also Merger Guidelines § 5.1 (“the allegedly failing firm . . . has 
made unsuccessful good-faith efforts to elicit reasonable alternative offers of acquisition of the assets of the failing 
firm that would both keep its tangible and intangible assets in the relevant market and pose a less severe danger to 
competition than does the proposed merger”) (footnote omitted). 
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had no alternative but to enter the license almost certainly forces the licensee to choose between asserting 

or waiving its evidentiary privilege in the substance of legal advice from its patent counsel. 

Indeed, to a patent lawyer, proof of the sort called for here sounds a great deal like the inverse of 

the proof typically relied upon to rebut an allegation that one’s patent infringement was willful – namely, 

a competent (usually written) legal opinion from one’s patent counsel that provides a good faith basis for 

believing that the patent at issue “was not infringed or was invalid or unenforceable and would be so held 

if litigated.”24  Rebutting a willfulness charge thus also typically puts a party (this time, the accused 

infringer) to the choice of asserting or waiving its evidentiary privilege in the substance of legal advice 

from its patent counsel.  And, not surprisingly, the patent law’s standard procedural response to an 

accused infringer’s refusal to proffer the substance of its patent counsel’s opinion is quite instructive here. 

The court hearing a patent infringement case cannot force the accused infringer to waive its 

privilege in a noninfringement / invalidity opinion from its patent counsel.  Nor, however, must it assume 

that the opinion provided a good faith basis for the infringer’s continuing infringement.25  Indeed, quite 

the opposite is true.  As the Federal Circuit has explained, 

[w]here the infringer fails to introduce an exculpatory opinion of counsel at trial, a court 
must be free to infer that either no opinion was obtained or, if an opinion were obtained, 
it was contrary to the infringer’s desire to initiate or continue its use of the patentee’s in-
vention.26 

A similar adverse inference seems equally appropriate in the context of antitrust agency review of a 

dubious patent license agreement.  Assuming that the proponents of the patent license agreement wish to 

rely on the merits of the patentee’s underlying claim to have been able to use its patent to foreclose the 

licensee’s independent marketplace conduct, and thus that the licensee must offer proof sufficient to 

justify a good faith belief that it was certainly infringing a valid patent and thus had no viable alternative 

to sacrificing its independence to the patentee, the antitrust agency (and any tribunal hearing an antitrust 
                                                 
24 ROBERT L. HARMON, PATENTS AND THE FEDERAL CIRCUIT § 14.2 at 807 (5th ed. 2001).  Genuine reliance on a 
competent opinion letter from patent counsel effectively neutralizes a willfulness allegation because, by definition, 
“[w]illfulness is shown when, upon consideration of the totality of the circumstances, clear and convincing evidence 
establishes that the infringer acted in disregard of the patent, that the infringer had no reasonable basis for believing 
it had a right to engage in the infringing acts.”  Electro Medical Sys. v. Cooper Life Sciences, Inc., 34 F.3d 1048, 
1056 (Fed. Cir. 1994). 
25 See L.A. Gear, Inc. v. Thom McCan Shoe Co., 988 F.2d 1117, 1126 (Fed. Cir. 1993) (reversing district court’s 
finding that infringement was not willful) (“Although a party to litigation may indeed withhold disclosure of the 
advice given by its counsel, as a privileged communication, it will not be presumed that such withheld advice was 
favorable to the party’s position.”). 
26 Fromson v. Western Litho Plate & Supply Co., 853 F.2d 1568, 1572-73 (Fed. Cir. 1988).  See also L.A. Gear, 988 
F.2d at 1126 (“We have held that the assertion of privilege with respect to infringement and validity opinions of 
counsel may support the drawing of adverse inferences.”); HARMON, supra note 24, at 814 (“An accused infringer 
has the right to assert the attorney-client privilege.  And when it refuses to produce an exculpatory opinion of 
counsel in response to a charge of willful infringement, an inference may be drawn that either no opinion was 
obtained or, if one was obtained, it was unfavorable.”). 
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challenge to the agreement) must be free to infer from the licensee’s failure to offer an opinion from 

counsel showing the licensee’s infringement of a valid patent either that no such opinion was obtained or, 

if an opinion was obtained, that it did not justify the licensee’s conclusion that it had no viable alternative 

to sacrificing its independence to the patentee. 

III.  Why Antitrust Agencies Should Champion Patent Law Reforms 

The bad news is that the merits of the patent underlying a license agreement go a long way to 

determining the lawfulness of the license’s effects on competition.  The good news is that the bad news 

does not make antitrust scrutiny of patent license agreements fruitless.  But, notwithstanding the 

foregoing discussion of some antitrust enforcement benefits that might be derived from patent law’s 

procedural rules, one could in fairness complain that I am re-arranging some deck chairs on a badly listing 

ship.  Can we right ourselves more solidly in the waves of more and more patents from increasingly 

varied technological domains?  Not until the antitrust enforcement agencies fully join the Patent Office at 

the wheel. 

Joel Klein, during his tenure as the Assistant Attorney General for the Antitrust Division, 

described the basic danger that may lurk at the heart of any patent license agreement – namely, that the 

patentee and its erstwhile challenger have cut a deal to delay rightful competition, aligning their 

anticompetitive interests against the public’s interests.  This danger results from the basic legal rule, with 

us since the Supreme Court’s decision in Blonder-Tongue Laboratories v. University of Illinois Founda-

tion, that a patent held invalid as to one is invalid as to all.27  According to Klein, “our principal concern 

is whether the patents or their owners are using the [license] arrangement to blunt competition that would 

otherwise take place – a rather-switch-than-fight strategy, if you will.”28  In other words, 

settlements are often based on considerations that lead parties to give up rights that they 
might well vindicate if they went to the mat.  And when intellectual property rights are at 
stake, the consequences of those compromises can align the settlers’ interests against the 
interests of consumers.29 

                                                 
27 402 U.S. 313 (1971).  As Professor Thomas has explained, under Blonder-Tongue “[p]atents are declared invalid 
for all purposes, not vis-à-vis a particular individual.  A prevailing opponent of a patent therefore cannot prevent 
others,” including its own competitors, “from practicing the invention claimed in the invalidated patent.”  John R. 
Thomas, Collusion and Collective Action in the Patent System: A Proposal for Patent Bounties, 2001 U. Ill. L. Rev. 
305, 333.  The drawback of this regime, from an antitrust perspective, is “that a potential [patent] opponent cannot 
appropriate the benefits of a successful charge of patent invalidity to itself,” as a result of which there are “fewer 
patent challenges than are socially optimal.”  Id. at 334. 
28 Joel Klein, Cross-Licensing and Antitrust Law, Address Before the American Intellectual Property Law 
Association 4 (May 2, 1997) (emphasis added), at http://www.usdoj.gov/atr/public/speeches/1123.htm.  
29 Id. at 3-4.  Others have made the same observation.  See, e.g., Robert J. Hoerner, Antitrust Pitfalls in Patent 
Litigation Settlement Agreements, 8 FED. CIR. B.J. 113, 114 (1998) (“When an alleged infringer decides that it is in 
his interest to settle a patent infringement litigation against him, his entire business outlook changes.  Where before 
he wanted the patent held invalid, he now may want the patent held valid so that the patent owner can assert it 
against his competitors.  Where before he wanted the patent given a narrow scope, he now may want the patent to be 
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In the face of this danger, which all patents on commercially significant technologies potentially present, 

the antitrust enforcement agencies can best promote both static and dynamic efficiency not merely by 

challenging individual anticompetitive license agreements, but also by identifying and supporting reforms 

to patent law that reduce every patentee’s ability to use the promise of a cut of monopoly rents to tame a 

fierce rival into a placid licensee. 

The antitrust agencies need not, and should not, start the process of formulating reforms from 

scratch.  Indeed, as the testimony and other writings from assorted patent law professors at these hearings 

amply demonstrate, a number of concrete and valuable reform proposals have already been made: 

• the statutory presumption of validity should be substantially weakened, if not eliminated 

outright;30 

• the fee-shifting rules should be changed to provide that a plaintiff patentee must pay the 

attorney fees of a successful accused infringer who prevails on grounds that demonstrate 

that the infringement claim should never have been brought in the first place;31 

• a bounty system could be created at the patent application stage, encouraging parties who 

know about prior art that would defeat a pending patent application to submit that prior 

art to the patent office.32 

The presumption of validity needs change because, even when correctly used only as a procedural device, 

it naïvely assumes thorough Patent Office review for patentability and, consequently, too vigorously 

guards against erroneous invalidation of theoretically valid patents.  There is also great merit in adopting 

a fee-shifting rule to cover the reasonable attorney fees of a defendant who demonstrates that the patentee 

should have avoided imposing an invalid patent on the public.  Such a fee-shifting mechanism would 

                                                                                                                                                             
given a broad scope so that it can reach the products of his competitors. . . .  And, he will want to do what he can to 
commit the patent owner to suing, and not licensing, his competition if they are arguably infringing.”); Shapiro, 
Limits, supra note 9, at 7 (“Settlements can deprive consumers not only of competition between the settling parties, 
but from other firms as well if an invalid patent is never actually challenged.”). 
30 See Jay P. Kesan, Toward a Better Informed Patent System 6 (Apr. 10, 2002) (“Eliminate [the] presumption of 
validity – [it] gives away a valuable residual right and currently [we] get very little in return.”), at 
http://www.ftc.gov/opp/intellect/020410jaypkesan.pdf; Mark A. Lemley, Rational Ignorance at the Patent Office, 
95 NW. U. L. REV. 1495, 1528-29 (2001) (“At a bare minimum, the presumption of validity should be pared back so 
that it covers only prior art references and arguments actually considered by the examiner.”).  
31 See Kesan, Better Informed, supra note 30, at 9 (“One-way, pro-defendant fee shifting if patents revoked or in-
validated based on prior art categories that could have been reasonably discovered by the patentee.”); Lemley, 
Rational Ignorance, supra note 30, at 1530-31 (“[A]ccused infringers normally won’t get attorney’s fees unless they 
can prove that the suit was filed in bad faith.  It may make sense to add some balance to the fee awards [on analogy 
to copyright law] . . . and therefore help shift some of the burden of determining validity away from accused 
infringers.”); Mark A. Lemley, Reconceiving Patents in the Age of Venture Capital, 4 J. SMALL & EMERGING BUS. 
L. 137, 146 (2000) (suggesting “a partial fee-shifting idea: grant fees to patent defendants who prevail in circum-
stances that show that the case should never have been filed”). 
32 See Thomas, Collusion, supra note 27, at 342-50 (describing in detail a proposed bounty system). 
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encourage an accused infringer with a meritorious case to stay in the fight longer (i.e., it would help the 

accused infringer to better resist the patentee’s efforts to re-align the infringer’s interests with its own), as 

well as force patent applicants further to internalize the full cost of vetting their innovations for genuine 

patentability.33 

I, for one, am skeptical that either a fee-shifting rule to benefit successful accused infringers or a 

bounty system at the application stage goes far enough in driving a wedge between patentees and the 

rivals they seek to oust or tame.  Professor Thomas’ application-stage bounty proposal does at least 

attempt, however, to overcome the collective action problem that deadens an infringer’s incentive to 

challenge an invalid patent – the same collective action problem that is the linch-pin of a patentee’s plan 

to co-opt its rival with a cut of the monopoly rent.34  Thus, my current (though still developing) view is 

that a bounty mechanism should operate at the post-issuance patent litigation stage, rather than at the pre-

issuance patent application stage. 

A litigation-stage bounty mechanism would discourage shoddy prior art searches by patent 

applicants and encourage peristence on the part of accused infringers with strong evidence of invalidity.  

Specifically, an accused infringer who succeeds in negating a patent claim on grounds that show that the 

patentee could reasonably have avoided prompting the issuance of an invalid or unenforceable patent in 

the first place (in practice, proof of invalidating printed prior art that the patentee should have found or 

should have disclosed) would receive a bounty equal to all the profits the patentee had earned that were 

attributable to the invalid patent.  The patentee would be required to disgorge those profits to the accused 

infringer as the bounty.  This bounty would be available only to the first accused infringer(s) who obtain a 

final, unappealable judgment that the patent is invalid or unenforceable.  Other parties who were, or 

would have been, accused infringers receive the benefit of unencumbered entry, but the successful patent 

attacker receives the bounty bonus. 

My proposal, which would apply to all issued patents, is akin to the 6-month semi-exclusivity 

bounty for drug patents, which is provided to the first ANDA filer under the Hatch-Waxman regime for 

promoting entry by generic drug makers.35  According to Alfred Engelberg, who served as the Generic 

Pharmaceutical Association’s patent counsel during the formulation and passage of the Hatch-Waxman 

regime in 1984, the semi-exclusivity “provision was requested by the generic drug manufacturers to 

                                                 
33 The other main component driving such internalization is the level set for patent application filing fees and patent 
maintenance fees, which are the sole source of funding for Patent Office operations. 
34 See supra notes 27-29 and accompanying text. 
35 See 21 U.S.C. § 355(j)(4)(B)(iv) (providing first ANDA filer with 6 months of semi-exclusivity).  See also Alfred 
B. Engelberg, Special Patent Provisions for Pharmaceuticals: Have They Outlived Their Usefulness?, 39 IDEA 389, 
403-04 (1999) (describes the first ANDA filer’s semi-exclusivity as both “a ‘bounty’ provision” and “a significant 
incentive to challenge patents”). 
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insure that the successful challenger of a patent would have an opportunity to recoup its litigation costs 

before other generic manufacturers could take advantage of the elimination of the patent as a barrier to 

competition.”36  In other words, the Hatch-Waxman rules recognize and attempt to address precisely the 

collective action problem described by Professor Thomas.37 

The Hatch-Waxman regime is admittedly not a popular one at the moment, especially not in a 

room filled with antitrust lawyers.  But the semi-exclusivity provision has been an excellent laboratory for 

patent law reform more generally, both for the good and the bad that it shows.  The provision has led to a 

great deal of abuse because it allowed some generic drug makers to trap other generic drug makers behind 

an insuperable barrier to entry, induced to do so by large cash payments from the threatened name drug 

maker.38  But it has also demonstrated the boon to competition when we provide market participants with 

a benefit for taking down invalid patents that they can appropriate to themselves, thus correcting the 

under-supply of patent challenges. 

Perhaps my all-profits bounty proposal is too extreme.  As I have said, it is still in the 

“development” stage.  But my goal here is not to persuade you that some specific reform proposal is right 

in all its particulars and fully worthy of your support.  Rather, my goal is to persuade you that the antitrust 

enforcement agencies cannot effectively discharge their mission to promote healthy competition in 

today’s markets without actively pressing for concrete changes to U.S. patent law that aim to break a 

patentee’s power to co-opt its rivals and thus prevent the successful validity and non-infringement 

challenges that knock down needless barriers to entry. 

                                                 
36 Engelberg, Special, supra note 35, at 403-04; see also id. at 423 (“The entire purpose of the 180-day exclusivity 
provision, at the time it was drafted, was to insure that one generic competitor would not get a free ride on the 
litigation effort of another generic competitor until the party who had borne the cost and risk of litigation had a fair 
opportunity to recover its litigation costs.”).   
37 See Thomas, Collusion, supra note 27, at 333-34. 
38 See Engelberg, Special, supra note 35, at 416-17, 423-25 (describing numerous problems caused by the structure 
of the semi-exclusivity provision). 
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          1                    MORNING SESSION

          2                                          (9:30 a.m.)

          3               WILLIAM KOLASKY:  Good morning, and

          4    welcome to everyone.  We are delighted that you

          5    have joined us for another session of our joint

          6    hearings of the Department of Justice and the

          7    Federal Trade Commission on competition and IP

          8    law and policy in the knowledge based economy.

          9               My name is Bill Kolasky, and I'm one

         10    of the Deputy Assistant Attorney Generals.  I'm

         11    responsible for international and policy matters.

         12    I'm most pleased to be joined today by Bill

         13    Kovacic, who is the General Counsel of the

         14    Federal Trade Commission.

         15               Together we will moderate three

         16    comparative law sessions, two here today in the

         17    Great Hall, and one tomorrow on Asian licensing



         18    issues at the FTC building just one block down

         19    Pennsylvania Avenue.

         20               This morning our panelists will

         21    be talking about how refusals to license

         22    intellectual property and compulsory licensing
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          1    are treated in the European Union, Canada, and

          2    Australia in comparison to how those issues are

          3    approached in the United States, a topic that we

          4    examined at some of our earlier sessions.

          5               We will examine the circumstances

          6    under which compulsory licensing of intellectual

          7    property has been required as a remedy for

          8    anticompetitive practices.

          9               One question that arises is how to

         10    set prices for such licensing.  Whether courts or

         11    agencies should be involved in determining a fair

         12    royalty rate was a hotly debated topic at our

         13    earlier sessions on U.S. law in this area.

         14               In discussing these issues today, we

         15    will explore the essential facilities doctrine,

         16    which is an important element of recent legal



         17    doctrine in Europe and is present in Canadian and

         18    Australian law as well.

         19               By contrast those of you familiar with

         20    U.S. law know that the essential facilities

         21    doctrine is in some disfavor here in the

         22    United States.
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          1               There seems to be significant

          2    agreement in the U.S. that it is difficult to

          3    justify mandating access to well defined

          4    intellectual property rights as an essential

          5    facility.

          6               As part of this discussion we will

          7    also explore whether intellectual property is

          8    fundamentally different from other types of

          9    property and therefore in need of special legal

         10    doctrines for resolving antitrust issues.

         11               We may also explore whether there are

         12    concerns not present in the United States such

         13    as EU integration concerns that affect how

         14    intellectual property rights are treated in other

         15    jurisdictions.



         16               With this brief introduction let me

         17    begin by introducing our panelists.  Joining us

         18    in representing the agencies at this morning's

         19    session is Mary Critharis, an assistant solicitor

         20    at the U.S. Patent and Trademark Office.

         21               Time constraints require that our

         22    introductions of the members of our distinguished
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          1    panel be brief.  More complete versions of their

          2    biographies are available in the prepared

          3    materials.

          4               Gwillym Allen is the senior economist

          5    and strategic policy advisor in economic policy

          6    and enforcement in the competition policy branch

          7    at the Canadian Competition Bureau.  He has

          8    drafted a number of Competition Bureau guidelines

          9    including the intellectual property enforcement

         10    guidelines.

         11               Henry Ergas is the managing director

         12    of the Network Economics Consulting Group in

         13    Australia.  He recently chaired the Australian

         14    intellectual property and competition review



         15    committee set up by the federal government in

         16    1999 to review Australia's intellectual property

         17    laws as they relate to competition policy.

         18               Ian Forrester is an executive partner

         19    at White & Case LLP in Brussels where he

         20    practices European law.  He represents the

         21    European Commission before the European courts in

         22    the well known Magill case about refusal to deal.
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          1               David Hull at the end of the table is

          2    a partner in the Brussels office of Covington &

          3    Burling.  His practice concentrates on EU

          4    competition law, representing clients before the

          5    European Commission, and advising them on all

          6    aspects of competition law.

          7               John Temple Lang is with the Brussels

          8    office of Cleary Gottlieb.  Prior to that he

          9    spent 26 years at the European Commission serving

         10    most recently as the director responsible for

         11    telecommunications and media in DG Comp.

         12               Dr. Patrick Rey is a Professor of

         13    economics at the University of Toulouse as well



         14    as research director of the Institut d'Economie

         15    Industrielle.

         16               He has researched many aspects of

         17    competition policy including the social benefits

         18    and private incentives for exclusive dealing,

         19    vertical integration, and refusals to deal.

         20               Jim Venit is currently a partner in

         21    the Brussels office of Skadden Arps.  He

         22    concentrates on European competition law
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          1    including representing multinational companies

          2    before the European Commission and proceedings

          3    under the merger regulation and Articles 81

          4    and 82.

          5               We regret that Professor Steve

          6    Anderman of Essex University in the U.K. was

          7    unable to join us today as planned because of

          8    family health problems.

          9               Before we begin we have a few

         10    administrative details I've been asked to cover.

         11    As you know, we are located in the Great Hall of

         12    the main Justice building.  And this creates



         13    certain security concerns.

         14               If you are not a DOJ employee, you

         15    must be escorted around the building.  Antitrust

         16    Division paralegals who are wearing name tags

         17    highlighted in green escorted you into the

         18    Great Hall.

         19               They were available at the back of the

         20    room to escort you out of the building should you

         21    need to leave the session, to the restroom or

         22    upstairs to the seventh floor should you need to
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          1    make a phone call.  Think of them as hall

          2    monitors.

          3               Cell phones do not work very well

          4    in this part of the building again because of

          5    security concerns.  Because leaving the building

          6    is difficult, refreshments are available in the

          7    back of the room.

          8               This morning's session will be a

          9    combination of presentations and discussions.

         10    Around 11:00 we will take a fifteen-minute break

         11    and then come back for another hour, finishing up



         12    around 12:30.

         13               The hearings will resume at 2:00 this

         14    afternoon for a three-hour discussion focusing on

         15    the EU's technology transfer block exemption

         16    regulation as well as agreements that fall

         17    outside the scope.

         18               As you are undoubtedly aware and have

         19    already observed, the acoustics in the Great Hall

         20    are less than perfect.  For those of you in the

         21    audience, if you have trouble hearing you might

         22    try moving to a different seat closer to the
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          1    podium.

          2               Our audio-visual specialist in the

          3    back of the room also has a limited number of

          4    amplification devices available.  Panelists, I

          5    request that you enunciate clearly as I'm trying

          6    to do.  Speak slowly and talk directly into the

          7    microphones.  Allow the microphones a second or

          8    two to activate before speaking into them.

          9               And finally, please do your best to

         10    stick to your presentation times as we have a



         11    large number of speakers and we want to hear

         12    everyone's views.

         13               During the discussion periods if you

         14    would like to raise a comment, make a comment, or

         15    ask a question, please turn your name tents up on

         16    end like this to signal that you would like to

         17    do so.

         18               For those of you in the audience with

         19    questions for our panel, please come and talk

         20    to either Bill or me during the break.  Time

         21    permitting we will try to pose your questions

         22    to the panelists.  Let me now turn the microphone

                                                                  14

          1    over to Bill Kovacic who I think has a few

          2    remarks to add.

          3               WILLIAM KOVACIC:  I simply want to

          4    express my appreciation to our colleagues at

          5    the Department of Justice and the Patent and

          6    Trademark Office for hosting this wonderful

          7    event.  I think all of us realize that even

          8    several decades ago it was incomprehensible that

          9    this type of hearing could take place.



         10               And it's been the extraordinary

         11    development of competition law globally and

         12    the development of a remarkable infrastructure in

         13    many countries that permits us to take advantage

         14    of a rich collection of international and

         15    comparative perspectives.

         16               And I simply want to thank this truly

         17    hall of fame panel for committing their time and

         18    in the spirit of these hearings bringing a great

         19    deal of fresh and imaginative thinking to this

         20    set of issues.  And again to express my

         21    appreciation to Bill and his colleagues for being

         22    such wonderful hosts.  Thanks, Bill.
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          1               WILLIAM KOLASKY:  Thank you, Bill.

          2    And now let's turn the mike over to Jim Venit

          3    who has the initial presentation.

          4               JAMES VENIT:  Two things before I

          5    begin.  I'm going to focus on two cases and kind

          6    of run through them very quickly because I think

          7    they crystallize what the state of European law

          8    is on enforcing licenses and intellectual



          9    property rights.

         10               But I think it's very important to

         11    realize from the start that these cases both

         12    involve copyrights.  There is no case that I'm

         13    aware of where there's ever been a license that's

         14    been required involving patent rights.

         15               And there may be good reasons for that

         16    and good reasons why these cases ended up the way

         17    they did given the nature of the rights involved.

         18    And I think that's an important way to preface

         19    the discussion.  Nature abhors a vacuum.

         20    Antitrust law abhors the monopoly.  But there are

         21    statutory monopolies that are created.

         22               And the issue of when you interfere
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          1    with that obviously becomes a complex one, not

          2    just economically but also in terms of overriding

          3    legislature.  It's easier to do that when you

          4    have some doubts about the validity of the

          5    property right in question.

          6               The first case I'm talking about is

          7    on the screen there.  It's Volvo v. Veng.  This



          8    involved body parts for side panels on

          9    automobiles.  And subsequently after the European

         10    court handed down its judgment, the United

         11    Kingdom eliminated the property right.

         12               And basically what the court in Volvo

         13    v. Veng said was that there were three situations

         14    that it could imagine clearly as illustrative of

         15    situations where it might be reasonable to

         16    override the existence of the property right.

         17               One of them was the arbitrary refusal

         18    to supply spare parts to independent repairers.

         19    The second was where excessive prices were

         20    charged.  And the third was where a decision was

         21    made to no longer produce the parts when the

         22    vehicles were still running around on the street.
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          1               And I think it's interesting just to

          2    look at those three things.  Refusing to supply

          3    and charging an excessive price would arguably be

          4    inherent in the monopoly right.

          5               Under patent law the refusal to work

          6    the patent or to continue to work the patent



          7    might be deemed as an abuse of the patent or

          8    might trigger -- if not deemed as an abuse might

          9    trigger the granting of a license.

         10               And I think it's always interesting

         11    when you look at the European court judgments on

         12    these issues to ask yourselves to what extent is

         13    the court requiring a license in a situation that

         14    would seem to come within the scope of a monopoly

         15    and to what extent is it maybe doing something

         16    that would happen under the monopoly legislation

         17    itself if the right owner did that.

         18               And I think in Volvo v. Veng two of

         19    the things clearly come within the scope of the

         20    monopoly.  The last one might arguably involve a

         21    non-exploitation that could trigger a license.

         22               The second case is the famous Magill
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          1    case which involved a very valuable listing of

          2    television programs.  And the plaintiff in that

          3    case wanted to put the television listings of

          4    three stations together into a weekly listing.

          5               And the television stations that owned



          6    the copyrights refused to grant that right.  And

          7    a license was required by the Commission.  The

          8    case was appealed.  And the Court of Justice

          9    upheld the Commission's decision and set forth

         10    four criteria which if they applied the court

         11    said could result in the granting of a license.

         12               The big debate about Magill is whether

         13    these criteria are cumulative or not.  But the

         14    four criteria were that the broadcasting

         15    companies were the only source of the

         16    information, that the refusal to grant a license

         17    prevented the appearance of a new product, that

         18    there was no justification for the refusal, and

         19    that the broadcasting companies were reserving a

         20    secondary downstream market for themselves by

         21    excluding all competition on the market.

         22               I should point out that there's
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          1    been a subsequent judgment of the Court of First

          2    Instance which has read these criteria as being

          3    non-cumulative and said either the unjustifiable

          4    refusal to grant an essential -- to grant access



          5    or grant a license to an essential input could be

          6    an abuse or the attempt to monopolize the

          7    secondary market could be an abuse.

          8               But that's only the Court of First

          9    Instance and not the Court of Justice.  Again if

         10    you look at the Magill case one could rationalize

         11    here forgetting the nature of the right and

         12    saying, well, this really involved a form of

         13    non-exploitation of a property right.

         14               And so one could make an exception in

         15    granting the license or requiring the license to

         16    be granted there.  These are basically the two

         17    leading cases.

         18               There's now a third case that the

         19    Commission has brought and which is now on appeal

         20    where the Commission basically threw out the

         21    window the secondary market characteristic and is

         22    applying or seeking to apply the Magill reasoning

                                                                  20

          1    to a situation where a right holder has refused

          2    to grant a right so it can continue to monopolize

          3    the same market that the right exists on.



          4               And some of the members of our panel

          5    are involved in that case, and I will leave it to

          6    them to banter that one around.

          7               I think in summary if one stands back

          8    from this there are a couple of things that can

          9    be said:  One, there haven't been a lot of cases;

         10    two, there's never been a case that's involved

         11    something other than a copyright; and, three,

         12    some of the court's reasoning would clearly seem

         13    to be inimical to the notion of the essential

         14    right itself.

         15               And some of its reasoning would

         16    seem to be consistent perhaps with doctrines of

         17    non-exploitation that can come up at least under

         18    patent law.  I think I'm going to stop at this

         19    point so we can allow a lot of time for

         20    discussion.

         21               One other thing that I think is worth

         22    noting, my personal view when we talk about
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          1    essential facilities is that that term is not

          2    really useful to this discussion at all.  I think



          3    it's very useful to focus on the nature of the

          4    right and the fact that these rights are

          5    statutory monopolies.

          6               Essential facilities doctrine has

          7    a very, very rich tradition and its place in

          8    analysis, but I think only when there's an

          9    essential facility.  I think when we're dealing

         10    with property rights it's much more useful to

         11    focus on statutory monopoly.  Thank you.

         12               WILLIAM KOLASKY:  Thank you, Jim.

         13    Before we turn to other speakers, are there any

         14    questions from the other panelists for Jim?  I

         15    have one if I can start off with that.

         16               In putting up the criteria in the

         17    Volvo case, one of the ones you mentioned was

         18    that the copyright holder was charging quote,

         19    unquote, excessive prices for the spare parts.

         20               I know under Article 82, as written,

         21    exploitative pricing would appear itself to be an

         22    abuse of dominance.  How widely is that actually
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          1    enforced in the European Union and its member



          2    countries, especially with respect to

          3    intellectual property rights?

          4               JAMES VENIT:  I think the answer is

          5    not at all in my experience.  The Commission has

          6    recently been complaining about termination

          7    charges for roving fees amongst cellular phone

          8    operators and has I think initiated a case

          9    against the Dutch PTT in that regard.

         10               I was once involved in a case where

         11    the Commission was considering the problem of

         12    excessive pricing by a pharmaceutical company.

         13    We convinced them to abandon that I think wisely

         14    on their part.  So this is not an area where

         15    there's been very much vigorous enforcement at

         16    all and I think for obvious reasons.

         17               WILLIAM KOLASKY:  And then the other

         18    question I had which was obviously provoked by

         19    your very opening is whether you have any

         20    speculation as to why these cases tended to

         21    involve copyrights rather than patents.

         22               JAMES VENIT:  Because they came up I
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          1    guess.  No.  There is a case where the Commission

          2    rejected a complaint that would involved

          3    licensing of patents, the Lederle case.

          4               You know, I think they came up because

          5    people wanted to have access to the rights.  I

          6    think the results came about because we had

          7    copyrights and not patents.  Beyond that it's

          8    hard to speculate as to why.

          9               WILLIAM KOLASKY:  Yes, John?

         10               JOHN TEMPLE LANG:  Jim, it's perfectly

         11    correct to say that there hasn't been a formal

         12    decision concerned with patents.  But there is a

         13    case which is referred to in my paper where the

         14    Commission took action and by consent a license

         15    of patents was given.

         16               It's the Solara case in which there

         17    was a complaint by a small Finnish television set

         18    manufacturer.  It involved a patent pool of

         19    German television transmission and receiving

         20    equipment manufacturers.

         21               The Commission took the view that

         22    the patent pool had a duty to license the new
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          1    technology for stereo transmission and reception.

          2    And the companies got the message and agreed to

          3    grant the license.  So there was no formal

          4    decision.  But there is no doubt there were

          5    patents involved.

          6               WILLIAM KOLASKY:  Ian?

          7               IAN FORRESTER:  I might offer

          8    necessarily a partial answer to your question

          9    about why the cases have touched copyright.

         10    Copyright is particularly unharmonized in the

         11    European Union.

         12               And the fifteen member states are

         13    obliged by the Berne Convention to extend

         14    copyright protection to certain things.

         15    Community legislation obliges them to extend

         16    copyright protection in the field of databases

         17    and software.

         18               But they have the right to extend

         19    copyright protection in other directions.  And I

         20    think that it's no coincidence that the Magill

         21    and IMS cases both related to copyright being

         22    involved in what would seem a surprising set of
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          1    circumstances.

          2               WILLIAM KOLASKY:  Thank you.  Jim?

          3               JAMES VENIT:  Just very briefly, on

          4    the Solara cases, one of the very, very early

          5    cases, I think one has to understand that is a

          6    horizontal case where you had a patent pool that

          7    essentially created a standard, and then there

          8    was a refusal to license a smaller competitor.

          9               To me that's a very set of different

         10    facts than unilateral conduct when one owner is

         11    acting alone in refusal to license.  And I think

         12    that's why I didn't focus on that.

         13               There is a case, the Lederle case,

         14    where the Commission said, no, we would not force

         15    a license in that case for a pharmaceutical

         16    patent.

         17               WILLIAM KOLASKY:  And that certainly

         18    is a distinction under U.S. law as well where the

         19    essential facilities doctrine has been used more

         20    widely to compel access to bottleneck facilities

         21    owned by joint ventures as opposed to individual

         22    firms.  Mary?
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          1               MARY CRITHARIS:  Yes.  I have a

          2    question for any one of the panelists.  We're

          3    talking about refusal to license.  And I wanted

          4    to know if there were any cases in Europe where

          5    there was a patent involving a patent that has

          6    not been worked.

          7               WILLIAM KOLASKY:  John?

          8               JOHN TEMPLE LANG:  There have been a

          9    number of cases that I know of under European

         10    Community law.  But there were a number of cases

         11    under national patent law.

         12               And most, but I think not all, of

         13    the national patent legislation provides for

         14    compulsory licensing for essentially public

         15    health grounds for pharmaceutical products.

         16               WILLIAM KOLASKY:  With that, a sort of

         17    introduction and overview of the European law

         18    with respect to the application of essential

         19    facilities to intellectual property, let me turn

         20    the mike over to Patrick Rey who has written a

         21    very interesting and provocative paper on

         22    vertical integration which is in the materials,
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          1    which frankly I think it would be fair to say

          2    challenges the conventional thinking with respect

          3    to vertical integration in a way perhaps that it

          4    hasn't been challenged for 15 years.  Patrick?

          5               PATRICK REY:  Thank you, Mr. Chairman.

          6    The economics of compensatory licensing

          7    correspond to vertical foreclosure concerns

          8    which also provided the basis for the so-called

          9    essential facility doctrine.

         10               I would therefore like to focus for

         11    the most part of this talk on the analysis of

         12    vertical foreclosure.  And I will at the end if

         13    time allows say a few remarks on more specific

         14    intersection between IP protection and

         15    competition policy.

         16               The general framework where vertical

         17    foreclosure can be a concern is one where some

         18    upstream good or service, sometimes referred to

         19    as a bottleneck of the essential facility, is

         20    controlled by a monopolist while the downstream

         21    and relative market is potentially more

         22    competitive.
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          1               There are some variants of this basic

          2    scenario.  In some cases the bottleneck can be an

          3    input, can be a raw material, as in commercial

          4    cell phones.  In other cases it can be a

          5    infrastructure such as a stadium, an airport,

          6    a harbor, and so forth.

          7               In other instances other than being an

          8    input it can be sold on a stand alone basis.  It

          9    can be hardware as opposed to software.  It can

         10    be operating system software as opposed to

         11    application software.  It can be original

         12    equipment as opposed to spare parts and so forth.

         13               Another distinction is whether the

         14    upstream monopolist, the bottleneck holder, is

         15    itself present or not in the downstream segment,

         16    so whether there is vertical integration or not.

         17               The concern in those situations is

         18    that the upstream monopolist may prevent or

         19    otherwise limit access to its bottleneck in order

         20    to prevent or alter, monopolize, or at least

         21    arrest the competition in the downstream market.



         22               In the traditional view the way it was
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          1    expressed is that for this concern the bottleneck

          2    owner may try to seek to leverage its market

          3    power in the upstream segment into the downstream

          4    market.  Depending on the context this

          5    monopolization could be achieved through various

          6    practices.

          7               When the bottleneck holder is itself

          8    present in the downstream market, then it can

          9    refuse to deal with other competitors, or it can

         10    choose to make its product -- its bottleneck

         11    incompatible with the good or service that is

         12    being provided by the downstream competitors.

         13               Or it may decide to charge high

         14    wholesale prices which being present doesn't --

         15    even if it charged the same price, its purely

         16    internal price, that makes a difference.

         17               Or alternatively it can engage in

         18    tying and therefore force its customers to buy

         19    its own version of the complementary good in

         20    order to have access to its bottleneck good.



         21               In the absence of vertical integration

         22    the upstream monopolist can alternatively seek
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          1    to favor one or a few of downstream competitors

          2    either through exclusive dealing or through

          3    price discrimination or through other types

          4    of discrimination such as not releasing the

          5    appropriate information, delaying supply,

          6    delaying the delivery of new and important

          7    versions of the product and so forth.

          8               This monopoly leverage concern has

          9    been criticized by the so-called Chicago school

         10    which pointed out that while the bottleneck owner

         11    clearly has some market power in the upstream

         12    segment and was therefore expected to exploit

         13    that market power, it could also act directly in

         14    the upstream segment and therefore did not need

         15    to distort downstream competition.

         16               And there were two variants of this

         17    critique which reflect the two types of models,

         18    the input model versus the stand alone model.

         19    The bottleneck as an input, used as an input,



         20    then the monopolist can simply charge a high

         21    price for this input.

         22               And to be sure, the demand for the
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          1    final good eventually is a source of profit.  But

          2    you cannot expect the monopolist to be able to

          3    have this profit twice.  There is only one profit

          4    to be made basically.  And charging a high price

          5    for the input will suffice.

          6               And therefore if the monopolist

          7    chose to not deal with some of the downstream

          8    competitors or otherwise affect competition it

          9    cannot be because it wants to leverage its

         10    upstream market power.

         11               It has to be for alternative and

         12    efficiency enhancing reasons:  protecting

         13    reputation, providing good services, and the

         14    like.  When the input is sold as a stand alone

         15    product, maybe the argument is even clearer.

         16               If the consumer needs the monopolized

         17    good or service in order to be used in

         18    combination with other goods or services, then



         19    the monopolist can simply charge the monopoly

         20    price for the good.

         21               And actually if there is more

         22    competition in the complementary segment, then
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          1    this increases the value of the monopolized good.

          2    And therefore the monopolist should welcome such

          3    competition in the complementary segment.

          4               This Chicago view has had the

          5    beneficial of effect of forcing industrial

          6    economists to reconsider the foreclosure argument

          7    and to put it in what I believe is on firmer

          8    ground.

          9               In the last ten to fifteen years we

         10    indeed have seen developments in the economic

         11    culture that account for the Chicago critique and

         12    yet provide a rationale for vertical foreclosure

         13    concerns.  There again one needs to distinguish

         14    the input mode and the stand alone mode.

         15               When the bottleneck is used as an

         16    input, then the clear idea that was first

         17    expressed by Hart & Tirole in a 1990 paper and



         18    has been followed by others since then, was that

         19    the upstream -- or is that the upstream

         20    monopolist in practice will find it difficult to

         21    fully exploit its market power without some form

         22    of exclusion.
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          1               And therefore the concern is not about

          2    extending or leveraging the monopoly power from

          3    the upstream segment into the downstream segment.

          4    The concern is simply that the monopolist will

          5    seek to distort or reduce downstream competition

          6    in order to better exploit its upstream monopoly

          7    power.

          8               I'll come back to this very shortly.

          9    If the bottleneck is used and sold directly to

         10    consumers on a stand alone basis, then there have

         11    been a couple of papers that have also pointed

         12    out the possible anticompetitive points.

         13               There is a well known paper by

         14    Whinston that shows that committing to tying

         15    might be a good way to deter entries or it could

         16    be used as an entry deterrence strategy provided



         17    that there is not not too much complementarity

         18    between one good and the other good.

         19               And more recently there was a paper

         20    by Carlton & Waldman that expressed that the

         21    upstream -- monopolist in the home market, in

         22    order to prevent entry in the home market it
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          1    might be a good idea to prevent entry in a

          2    related market in some sense.

          3               The entry in the related market,

          4    potentially a more competitive segment, may be

          5    a first step towards entry into the home market.

          6    Actually this is a variant of protecting the

          7    monopoly power of the home market but in a

          8    dynamic version of the argument.

          9               I will focus on the case where the

         10    bottleneck is used as an input which is probably

         11    the relevant case when it comes to patents and IP

         12    rights.  Let me take one example.

         13               Consider an industry where a

         14    bottleneck owner supplies an input to downstream

         15    competitors and will then transform this input



         16    into a final good on a one-on-one basis.

         17               And suppose that the way the industry

         18    works is that first each downstream competitor

         19    must order a different quantity from the

         20    monopolist which determines the level of

         21    capacity of the downstream firm in its market.

         22               And then second given those

                                                                  35

          1    capacities, given how much they have, the

          2    downstream firms compete on price.  Now, from an

          3    industry perspective it would be a good idea for

          4    the monopolist to make sure that overall the

          5    capacity remains at the monopoly level and

          6    therefore is restricted.

          7               But when its downstream firm

          8    negotiates and deals with the monopolist, the

          9    downstream firm will have an incentive to order,

         10    and the upstream monopolist will have an

         11    incentive to indeed supply quantity that is the

         12    best reaction to the overall quantity that will

         13    be put forward in the market by the others.

         14               In other words, this type of situation



         15    gives rise to a situation that really looks like

         16    what we call a Cournot situation, firms attempt

         17    to compete in a market.

         18               And we know that this will lead to a

         19    more competitive outcome than the monopoly

         20    outcome.  And if there are more competitors in

         21    the downstream market, then the outcome will be

         22    even more competitive.  And eventually all
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          1    profits may be dissipated in this way.

          2               The same problem arises in the context

          3    of franchising or licensing agreements.  A patent

          4    holder, for example, is unlikely to make much

          5    money if it cannot commit itself not to flood the

          6    market with licenses.

          7               And indeed if everyone holds a

          8    license, then downstream competition will

          9    dissipate the profits that could have been

         10    generated by the patent.

         11               There again the patent holder would

         12    like the promise that the number of licenses

         13    would be limited or that future licenses will



         14    include provisions to limit downstream

         15    competition.

         16               However, again there is a commitment

         17    problem.  Once the patent holder has granted the

         18    license, it will naturally be tempted to sell

         19    additional licenses.  And also in order to

         20    increase the value of those additional licenses

         21    it will introduce restriction on those future

         22    licenses.
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          1               Of course anticipating this or a

          2    commitment problem which depreciates the value of

          3    the first licenses, the first licensees will not

          4    be willing to pay as much as they would have for

          5    the license.

          6               To solve this commitment problem and

          7    better exploit its market power in the battle,

          8    the case owner can have one of several

          9    approaches.  First it can decide to enter itself

         10    in the downstream market.  And then when dealing

         11    with other downstream firms it will no longer

         12    incentive to free ride on its own strategy.



         13               It may still choose to deal with

         14    other downstream firms, particularly if they

         15    have a specific advantage in developing practical

         16    applications or in introducing particular

         17    customer groups.  But it will have a natural

         18    incentive to preserve and exploit any overall

         19    market power.

         20               Short of entering the market, the

         21    upstream bottleneck owner can choose to deal

         22    exclusively with some of the downstream firms,
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          1    alternately to favor some of the downstream firms

          2    over other competitors.

          3               In the context of IP rights this would

          4    amount to giving an exclusive right to one

          5    particular firm and a refusal to grant any

          6    additional licenses.

          7               Let me stress that in this context the

          8    outcome and the exclusive dealing arrangements

          9    may well be worse than vertical integration and

         10    worse I mean both from the point of view of the

         11    firm but also from the point of view of social



         12    welfare.

         13               If, for example, the upstream

         14    monopolist has a specific advantage in developing

         15    an improved version of the downstream good as

         16    Commissioner Sullivan claimed -- and I'm not

         17    saying here that the claim was correct or not.

         18    But at least the claim was there.

         19               Then it may indeed be better to have

         20    the upstream monopolist producing the downstream

         21    good itself rather than leaving the production of

         22    the downstream goods to less effective firms.
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          1               Note also that there may be a danger

          2    in basing the compensatory licensing decision on

          3    whether the monopolist, the upstream monopolist

          4    is vertically integrated in the upstream market

          5    or not.

          6               This might tilt the firm's decision

          7    in favor of granting an exclusive license rather

          8    than entering the market itself, which again may

          9    not be very efficient if the upstream firm has a

         10    comparative advantage in the development of new



         11    products.

         12               What I'm trying to stress here is that

         13    really it is important to keep in mind what would

         14    be the relevant counterfactual.  Otherwise you

         15    might well end up with the result that is the

         16    opposite of what you are looking for.

         17               Let me note two remarks on the last

         18    two lines on the slide here, the one versus two

         19    markets.  What matters for the analysis is that

         20    the upstream monopolist controls the bottleneck

         21    without access to which one cannot compete in the

         22    downstream market.
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          1               Whether there is actually a market or

          2    what someone called a market for this bottleneck

          3    is not the issue.  And indeed in the case of

          4    vertical integration the monopolist may well

          5    choose to reserve this bottleneck for its own

          6    use so that in that case there may indeed be no

          7    market for it.

          8               But it's precisely this type of

          9    situation that the foreclosure concern may be



         10    relevant.

         11               The second quick point on the new

         12    product, what is meant by new product here for

         13    the analysis or for competing product is really

         14    the fact that it's not you have a competitor that

         15    could produce a new version or improved version

         16    of the product.

         17               What matters and what is potentially

         18    beneficial, what prevents the exploitation of

         19    market power is really the fact that there is

         20    a competitor.

         21               And if a competitor simply offers the

         22    same good or competes with the same good, that's
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          1    fine.  If in actuality it's competing with an

          2    inferior good, it may still exert some

          3    competitive pressure on the upstream monopolist

          4    and therefore we will have a more competitive

          5    outcome.

          6               I have so far focused on identifying

          7    and possibly, hopefully clarifying the

          8    foreclosure concern.  I do not mean of course to



          9    give the impression that vertical integration or

         10    exclusionary practices are necessarily bad.

         11               And while they may serve

         12    anticompetitive purposes, they may also serve

         13    legitimate and efficiency enhancing purposes.

         14    For the sake of time I will not spend much time

         15    on this, and there is a lot of discussion in the

         16    written paper that has been submitted.

         17               But let me just mention that in the

         18    context of IP rights probably the most relevant

         19    line of efficiency defense lies in the need to

         20    protect new investments in R & D and innovation.

         21    And one may indeed wish to tolerate some

         22    foreclosure activity and static inefficiency as a
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          1    means to promote dynamic efficiency.

          2               This provides a good reason, for

          3    example, for being more tolerant when the

          4    bottleneck is the result of innovation as opposed

          5    to the result of increasing in terms of scale or

          6    as a result of historical accident.

          7               It is first in this context that in



          8    fact we fine tune the amount of tolerance or

          9    regulate the rate of return on that bottleneck

         10    itself.  And we know that such regulation is not

         11    an easy task even in industries where regulators

         12    have been supervising the bottleneck for years

         13    or decades.

         14               So at the very least one should be

         15    very cautious when it comes to striking the right

         16    balance between static and dynamic

         17    considerations.

         18               This brings me to the second topic I

         19    would like to briefly touch upon which is about

         20    the respective roles that IP rights and

         21    competition policy can play in achieving the

         22    adequate balance between ex ante incentives to
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          1    innovation and ex post competition.

          2               It may actually be useful to recast

          3    this in terms of competition in innovation versus

          4    competition in the product market itself.

          5               One possibility regarding the division

          6    of tasks is that the Patent Office and the



          7    competition authority could or should play the

          8    roles of advocates for respectively the

          9    protection of innovation on the one hand and the

         10    promotion of competition, product market

         11    competition on the other hand.

         12               As my rephrasing in terms of

         13    competition in innovation versus competition in

         14    product market suggests, I'm not sure that this

         15    approach is a desirable one.

         16               In addition at the moment it's not

         17    clear to see who could play the role of the judge

         18    in front of those two advocates.  Another

         19    approach consists of identifying the competitive

         20    advantages of patent offices and competition

         21    agencies.

         22               For instance, the Patent Office will
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          1    be typically in a better position to assess the

          2    importance of the investment and also the social

          3    value of the innovation, the novelty, for

          4    instance, of the innovation.

          5               Still the Patent Office will typically



          6    have to rely on uniform rules that are best

          7    designed to fit the average case but may make it

          8    difficult to fine tune the level of the rents

          9    that an innovator should get.

         10               In practice all sorts of problems call

         11    for some case-by-case analysis.  For example,

         12    lock-in problems may give an excessive reward to

         13    the first innovator and prevent the reward of

         14    other innovators that later provide alternative

         15    ways to service a need.

         16               Competition authorities are typically

         17    better suited to operate such a case-by-case

         18    analysis.  But on the other hand they are often

         19    subject to a natural tendency to place a legal

         20    weight on ex post product competition.

         21               Even sticking to the design of average

         22    standards, patent offices and competition
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          1    agencies can play complementary roles.  For

          2    example, the breadth of the patent affects both

          3    the profit of the innovator, of the patent

          4    holder, and it also affects this call for



          5    imitation.

          6               And therefore in order to both prevent

          7    inefficient imitation and at the same time

          8    avoiding giving excessive rewards to the

          9    innovator, it might be useful to complement the

         10    IP protection with antitrust enforcement.

         11               Beyond the potential risk of excessive

         12    rent expropriation by competition agencies,

         13    striking the appropriate balance between ex ante

         14    competition in innovation and ex post competition

         15    in the product market is clearly not an

         16    easy task.

         17               But I would like to mention that there

         18    is a third dimension which concerns the diffusion

         19    of innovation.  I'm not going to insist on that

         20    issue which is more relevant I think for the

         21    afternoon panel.

         22               But I would like to stress here that
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          1    facilitating the diffusion of innovation is

          2    probably a very effective way to enhance both the

          3    ex ante incentive to innovate and also the



          4    competition for future innovation.

          5               And therefore I think that this is

          6    really a key issue on which agencies should put

          7    a large emphasis when determining under which

          8    conditions technology transfers can be made.

          9               Let me conclude by stressing that

         10    from an economic perspective IP rights should be

         11    treated according to the same principle as for

         12    any other property right.  In particular IP and

         13    particularly property patents should not be

         14    confused with market power.

         15               There was the 1989 OECD report on

         16    competition policy and IP rights.  There was a

         17    survey of licenses that shows that in 27 percent

         18    of the cases the patent holder did not -- was not

         19    exposed to competition.  So there was a real

         20    market power there.

         21               But in 29 percent of the cases the

         22    patent holder was facing at least ten competitors
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          1    or there were ten substitutes in the market in

          2    which case even though there was a patent that



          3    doesn't mean that there was significant market

          4    power.

          5               So that's just a way to emphasize the

          6    fact that indeed IP rights are really a form of

          7    property rights, but that there is nothing

          8    special, nothing magic about it.

          9               That being said, in some cases clearly

         10    a patent can be a bottleneck or the essential

         11    facility in the sense that without access to this

         12    patent you cannot operate in a given market.

         13               But clearly striking the right balance

         14    between the ex ante aspect and the ex post

         15    product competition is again a very difficult

         16    exercise.

         17               And trying to identify what will be

         18    the natural duration of effective return on the

         19    investment made to achieve this -- to produce

         20    this innovation is clearly a bit tricky.

         21               And the idea of giving the -- calling

         22    in the courts and asking the courts to determine
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          1    the price is an issue that really one should deal



          2    with with caution.

          3               Now, that being said I think that

          4    on both sides of the Atlantic the institutional

          5    development doesn't look for antitrust

          6    interpretation when it is clearly wanted.

          7               And on both sides of the Atlantic,

          8    competition agencies and court, maybe someone

          9    could say that in EU the court may be more

         10    than -- the competition agencies have been quite

         11    careful in restricting intervention to

         12    exceptional circumstances where really such

         13    intervention is clearly wanted.

         14               I hope that they will continue to

         15    demonstrate the same caution, and I also hope

         16    that the economic analysis that I only briefly

         17    highlighted here will help competition agencies

         18    to determine when and how to intervene.  Thank

         19    you.

         20               WILLIAM KOLASKY:  I think you can see

         21    why I described Patrick's paper as provocative

         22    and as a challenge to our conventional thinking.
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          1               Patrick, let me ask you as a first

          2    question and we can try to get some discussion

          3    going, on page 5, your statement that an upstream

          4    monopolist cannot exercise market power without

          5    exclusion, to what extent if at all does that

          6    depend on the monopolist being able to price

          7    discriminate?

          8               Would that be true if you are in a

          9    market in which price discrimination is not

         10    possible?

         11               PATRICK REY:  We actually make in the

         12    paper the funny remark that nondiscrimination

         13    laws do facilitate a lot of exercise of market

         14    power.

         15               I mean in a good way -- what the

         16    monopolist would ideally want is to ensure that

         17    prices will remain high, quantity will remain

         18    low, and fight requests by individual downstream

         19    competitors for more quantity, better conditions,

         20    and so forth.

         21               And nondiscrimination laws are a very

         22    good and effective way for the monopolist to
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          1    commit itself not to favor one competitor against

          2    the other and resist the temptation or the

          3    pressure to provide more output or better access

          4    or better conditions.

          5               WILLIAM KOLASKY:  But I suppose

          6    I'm thinking about situations where due to

          7    the characteristics of the market price

          8    discrimination is not possible, for example,

          9    perhaps because arbitrage is easy.  Would the

         10    same be true there?  Would that have the same

         11    effect as having nondiscrimination laws?

         12               PATRICK REY:  I will have to double

         13    think about this.  My gut feeling would be that

         14    it's not exactly the same thing.  So it may not

         15    suffice to evaluate the concern.

         16               WILLIAM KOLASKY:  And I think the

         17    other question -- and I want to allow time for

         18    the other panelists -- is to what extent if at

         19    all you try to test these results empirically.

         20               That is, certainly I think many of

         21    us think that we have over time observed higher

         22    prices in markets where you have monopolists,
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          1    even though those monopolists have not engaged in

          2    exclusion.  So the question is:  Have you tried

          3    to test this proposition empirically?

          4               PATRICK REY:  To be sure there are

          5    many ways in which this can be done.  One way

          6    would simply be to develop a reputation not to

          7    discriminate and not to give in to terms and so

          8    on.  So the question is to what extent this

          9    commitment problem exists and is severe in

         10    practice.

         11               That's a very good question, and I

         12    don't think it has been on purpose.  That is,

         13    looking at this particularly there has been an

         14    interesting experience that has been made.

         15               So this remains -- I'm here referring

         16    to experimentally other than actual business case

         17    studies.  This experiment was conducted by Steve

         18    Martin and he has published a paper on this which

         19    suggests that when you do this experiment that

         20    you put players in this type of situation.  Then

         21    the commitment issue may be a problem.

         22               WILLIAM KOLASKY:  And a final
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          1    question, not seeing any flags raised, is whether

          2    you have thought about or tried to develop what

          3    if any legal rules you think should flow from the

          4    insights contained in your paper.

          5               PATRICK REY:  Well, there were some

          6    dividing lines that are suggested.  So, for

          7    example, one is when you have a bottleneck, one

          8    question you may want to start with is what is

          9    the origin of the bottleneck.

         10               Is it just there because historically

         11    there was a monopoly that was counted without --

         12    and is the conditions of the technology or the

         13    market such that it's no longer wanted but you

         14    have given -- you have to start from this

         15    situation.

         16               Is it because of economies of scale

         17    and scope?  In those cases intervention may be

         18    more warranted than cases where the battle in the

         19    case is simply the result of innovation.  So

         20    these are some ideas like this that are

         21    developed.

         22               WILLIAM KOLASKY:  Bill?
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          1               WILLIAM KOVACIC:  As the presentations

          2    have mentioned, in using an essential facilities

          3    framework there are basically three issues that

          4    a court or a tribunal has to address.

          5               It has to define what it means

          6    to be essential.  It has to identify what

          7    justifications for limits or refusing access

          8    are acceptable.

          9               And if it decides that access must be

         10    provided as Patrick has identified, it has to

         11    decide the terms on which access might be

         12    provided.

         13               And I was wondering -- if the

         14    panelists in looking at their own

         15    jurisdictions -- if there is a sense that in

         16    setting the last of these conditions, that is the

         17    price for access, are tribunals comfortable with

         18    undertaking the role of setting the access price.

         19               And are they doing it in a way, as

         20    Patrick suggested they might, taking account of

         21    incentive consequences of setting a price for

         22    access to, say, an intellectual property right?
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          1               WILLIAM KOLASKY:  Provocative

          2    question.  And hearing no immediate response --

          3    Jim?

          4               JAMES VENIT:  I'm going to duck the

          5    question a little bit.  But there's been a very

          6    interesting Commission decision in granting

          7    access to I believe involving Deutsch Post to

          8    its delivery system where the Commission used

          9    the notion of recoverable costs as one of the

         10    benchmarks in formulating the access price,

         11    which I think shows a certain amount of greater

         12    sophistication in the analysis than one might

         13    have been concerned one would get.

         14               But it's obviously a very, very

         15    difficult issue.  And particularly I think

         16    Patrick's distinction between whether you have

         17    an historical monopoly as opposed to an earned

         18    monopoly I think is very critical in determining

         19    that access price because you want to reward the

         20    earned monopoly more than you will conceivably

         21    the historical monopoly.



         22               WILLIAM KOVACIC:  Jim, many of the
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          1    formative essential facilities cases come out of

          2    an environment that might be called a regulated

          3    industries environment.

          4               And perhaps postal services fits into

          5    that model.  Do you have an intuition about the

          6    capacity of a tribunal to account for the element

          7    of risk in undertaking the innovation that

          8    generates the intellectual property right?

          9               That is, is this a dimension that

         10    is captured in the essential facilities

         11    jurisprudence, or is this something new that

         12    tribunals are going to have to confront in the

         13    future if they walk down a path that mandates

         14    access to the intellectual property right?

         15               JAMES VENIT:  I think it's going to be

         16    the latter.  They're going to have to confront it

         17    again.  I mean the Deutsch Post case involved

         18    what I would regard as a classic essential

         19    facility case.  It didn't involve IP.

         20               And so you can deal with cost elements



         21    that were in a sense more knowable.  I mean as

         22    soon as you get into rewarding the inventor for
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          1    his invention, that calculation I think is going

          2    to be much more difficult because you want to

          3    incentivize the risk involved in going into the

          4    invention.

          5               And I think that's why that latter is

          6    going to be a much more difficult judgment to

          7    make and maybe one that can't be efficiently

          8    made.

          9               WILLIAM KOLASKY:  Thank you very much,

         10    Patrick.  As I say, a very provocative paper.  It

         11    raises a lot of issues that warrant further study

         12    and research.

         13               The next presentation will be made

         14    by Gwillym Allen who is going to talk about

         15    Canadian approaches to compulsory licenses.

         16    Gwillym?

         17               GWILLYM ALLEN:  I'd like to thank

         18    the DOJ and the FTC for inviting the Canadian

         19    Competition Bureau to participate here today.



         20               This is a very important and valuable

         21    exercise in the knowledge that these and past

         22    hearings generate, informing certainly the
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          1    Canadian antitrust agencies and other

          2    practitioners throughout the world.  And the

          3    information and knowledge here has always proved

          4    and I'm certain will prove to be invaluable.

          5               I have been asked today to talk about

          6    and describe the Canadian approach to

          7    intellectual property and particularly a refusal

          8    to deal.  And this is dealt with within our

          9    intellectual property guidelines, or as we refer

         10    to them in Canada as the IPEGs.

         11               And the IPEGs are available on our

         12    website which is at competition.ic.gc.ca.  And

         13    I'll put that website up at the end.  I'll try to

         14    keep my comments short, and I won't go through my

         15    whole presentation.  The presentation is

         16    available at the back.  And I'm just going to

         17    concentrate on a few things.

         18               First of all, the intellectual



         19    property guidelines start out by the usual

         20    compulsory requirement that we acknowledge that

         21    intellectual property regimes and competition

         22    laws are complementary and they share the same
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          1    goal and that they are there to promote -- both

          2    are there to promote innovation and technological

          3    change.

          4               In developing the guidelines, there

          5    are two main points that you have to understand

          6    in Canada.  The development of the guidelines was

          7    driven primarily by the structure to the law and

          8    to some -- a lesser extent by the jurisprudence.

          9               The point to understand is that the

         10    structure of the Canadian law can be thought of

         11    as being divided into two general sections.

         12    There's what we refer to as the general

         13    provisions.  The general provisions are divided

         14    into civil provisions and criminal provisions.

         15               And as the names apply, we have

         16    criminal law and civil law.  And they deal with

         17    the traditional antitrust offenses or issues of



         18    price fixing, price discrimination, exclusive

         19    dealing, tied selling, abuse of dominance, and

         20    merger review.

         21               But we also have what is referred to

         22    as special remedies or section 32.  And I will
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          1    just jump over.

          2               The only other thing I will say about

          3    the general provisions is there is an exception

          4    in section 79 which is the abuse of dominance

          5    position which basically says that the mere

          6    exercise of an intellectual property right cannot

          7    be considered an anticompetitive act.

          8               Our abuse sections require that the

          9    firm is dominant and that the firm engages in

         10    anticompetitive acts.  And section 79(5) says

         11    that the mere exercise of an intellectual

         12    property right is not considered an -- cannot

         13    be considered an anticompetitive act.

         14               Section 32 -- and I put the whole

         15    section in the outline or in the remarks.  And I

         16    won't read the whole section.



         17               Basically section 32, the special

         18    remedies, provides the Federal Court the power to

         19    make remedial orders when it finds that the use

         20    of an intellectual property right results in an

         21    undue lessening of competition or restraint of

         22    trade.
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          1               And it has some very broad -- it has

          2    broad remedies that it can invoke including

          3    declaring any agreement or license relating to

          4    the use of the IP void, compulsory licensing,

          5    revoking a right, and any other direct action it

          6    considers.

          7               Now, with regard to the jurisprudence,

          8    Canada has very little jurisprudence with regard

          9    to the interface between intellectual property

         10    and the Competition Act.  However, we have one

         11    case which is Tele-Direct and another case in

         12    Warner.  Warner basically just quoted

         13    Tele-Direct.

         14               And basically what the jurisprudence

         15    says is what 79(5) says, which is that there has



         16    to be something more than the mere exercise of

         17    the statute -- of the intellectual property right

         18    in order for there to be found a misuse of

         19    trademark.  This was a trademark case.

         20               And basically what we did in the

         21    intellectual property guidelines is we took that

         22    concept and applied it to all the general
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          1    provisions.

          2               And what that basically meant is

          3    that we were in a situation in which we had the

          4    general provisions which said that the mere

          5    exercise of the intellectual property would not

          6    violate or raise an issue under the general

          7    provisions of the Competition Act.

          8               But under section 32 it's clear that

          9    the mere exercise of the right would raise an

         10    issue under the Competition Act which meant that

         11    from our perspective we had to define what we

         12    meant by the mere exercise of the right.

         13               And in the guidelines we defined the

         14    mere exercise of the intellectual property right



         15    as the unilateral exclusion from use.  And again

         16    we were in the situation where the general

         17    provisions and the jurisprudence basically told

         18    us that the mere exercise of a right is not

         19    anticompetitive.

         20               But under section 32 the mere exercise

         21    of the right can be anticompetitive which

         22    required that we set out in our guidelines the
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          1    definition of what we meant by the mere exercise.

          2    And the definition is the unilateral refusal and

          3    nothing more.

          4               We then defined when the general

          5    provisions would apply and when the section 32

          6    would apply.  And it allowed us to make what we

          7    referred to as the election between the general

          8    provisions and section 32.

          9               And basically in the general

         10    provisions we took our definition, the unilateral

         11    right to refuse and nothing more, and we defined

         12    basically when that did not exist.

         13               And that fell into three categories:



         14    joint or coordinated behavior because it is not

         15    unilateral, licensing because it is not a

         16    refusal, and then situations where you may have

         17    a refusal but you have something more.

         18               And with regard to section 32 then

         19    section 32 would apply to situations in which

         20    there was the competitive harm flowing directly

         21    from the exercise of the right.

         22               The only way that you could challenge
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          1    or correct the anticompetitive consequence was to

          2    challenge or address the exercise of the

          3    intellectual property right directly.

          4               So here's my diagram.  So basically we

          5    had these two situations.  There's more than the

          6    unilateral exclusion.  Then we dealt with it

          7    under the general provisions because, as I said

          8    before, it will require either joint behavior,

          9    licensing, or something more than a simple

         10    refusal.

         11               And then under section 32 it's the

         12    mere exercise or the unilateral exercise of the



         13    IP right to exclude and nothing more.  And that's

         14    when section 32 would be applied.

         15               The guidelines outlined when we would

         16    and how we would deal with section 32.  And we

         17    describe a two-step approach.  What I should

         18    mention is that we have no actual jurisprudence

         19    on section 32.

         20               But we were compelled to provide

         21    guidance on when section 32 would or would not

         22    apply.  And this is the adoption of a two-stage
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          1    approach to first try to identify when the

          2    "unduly" aspect or component of section 32

          3    would apply.

          4               And then we added a second step which

          5    we looked at 32 and asked the question that in

          6    order to ensure that 32 maintained the integrity

          7    of the complementarity between competition law --

          8    the Competition Act and competitive laws in

          9    general and the IP laws.  We added a second step.

         10               We asked this question:  whether or

         11    not invoking a remedy, i.e. forcing compulsory



         12    licensing would adversely alter incentives to

         13    invest in research and development.  And the

         14    guidelines sort of point out some of the things

         15    that we look at in trying to determine each

         16    of them.

         17               In the first case with the idea of

         18    undueness, two of the factors that we point out

         19    that we would look at and deal with would be to

         20    try to identify whether the mere exercise of the

         21    right indeed resulted in an undue lessening of

         22    competition or restraint of trade.
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          1               If the holder of the IP is dominant in

          2    the market and the IP is an essential input for

          3    firms to participate in the market.  Here is a

          4    diagram I included in the handout which tries to

          5    describe the general approach of the IPEGs.

          6               On the left-hand side is the general

          7    provisions, what will put you into the general

          8    provisions, and what particular sections.  And a

          9    traditional antitrust type of analysis would

         10    apply for each of the three categories in which



         11    the harm stems from something more than the

         12    unilateral exclusion.

         13               And the right-hand side is our

         14    description of how we would apply section 32.

         15    And I think my time is up.

         16               But because we have no jurisprudence

         17    we did provide in the guidelines a hypothetical

         18    case which is example Nine which dealt with a

         19    situation which I'm sure the Americans will find

         20    very familiar in which we describe how the Bureau

         21    would deal with this situation in which we

         22    decided that this would be a case in which we
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          1    would apply section 32.

          2               There is the website at the bottom,

          3    competition.ic.gc.ca where you can access the

          4    guidelines.  And if you have any questions, I'll

          5    be happy to answer them.

          6               WILLIAM KOVACIC:  I think all of us

          7    who are lawyers realize that one of the great

          8    inventions by lawyers in the field of the English

          9    language is the use of the word mere.  That is,



         10    the mere exercise is not unacceptable, but

         11    anything -- the interesting question is when do

         12    you tread beyond mere exercise.

         13               And I was wondering if I could just

         14    pose a couple of quick questions to Gwillym

         15    before we go on to Henry's survey of approaches

         16    in Australia.

         17               One is, Gwillym, if we think of the

         18    problem we were talking about when Jim spoke

         19    before about the issue of excessive pricing,

         20    would you say that it was contemplated in writing

         21    the guidelines that a decision by the holder of

         22    an IPR to set a price at any level it wished,
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          1    that is, assume a price of infinity, as high as

          2    it wanted, was it contemplated that there would

          3    be any notion of excessive pricing under the

          4    guidelines?

          5               GWILLYM ALLEN:  I guess the short

          6    answer is no.  We thought the majority of the

          7    cases that we are going to see are going to fall

          8    into general provisions.  They are going to be



          9    under abuse of dominance.

         10               And we do not have an exploitative

         11    or excessive pricing.  It has to engage -- the

         12    dominant firm has to engage in an anticompetitive

         13    act which does not include pricing.

         14               WILLIAM KOVACIC:  And maybe just one

         15    other quick question.  Could you maybe say a bit

         16    more about how -- if we go to the special remedy

         17    provision in the last box on the diagram you

         18    showed toward the end of the presentation, is

         19    there a thought about how the tribunal would

         20    perform the trade-off between competitive harm

         21    and possible harm to innovation incentives?

         22               GWILLYM ALLEN:  Well, we gave it a lot
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          1    of thought.  First of all I should point out that

          2    under the special remedies not only is it special

          3    in terms of what it says within the law, it's

          4    special in how it's treated by the courts.

          5               The civil provisions are referred to

          6    the competition tribunal which is a specialized

          7    court made up of judges and industry experts.



          8    The criminal provisions, as the name suggests,

          9    go to the criminal court.  Special remedies goes

         10    to the Federal Court.

         11               And the Federal Courts are there to

         12    make these -- and judges are there to make that

         13    type of trade-off between whether the private

         14    interests in the ownership of the intellectual

         15    property should be balanced and how it is to

         16    balance and should outweigh or not the public

         17    interest in free and open competition.

         18               And so the idea here was that it would

         19    go to a court where judges traditionally make

         20    these types of social/economic trade-offs instead

         21    of going to a criminal court for something that's

         22    clearly criminal, or the competition tribunal

                                                                  69

          1    which makes a decision based on pure economic

          2    efficiency grounds.

          3               So that's what we presumed was the

          4    legislative intent of why they separated it out

          5    and made it so special.

          6               WILLIAM KOLASKY:  Thank you very much,



          7    Gwillym.  Our next speaker is Henry Ergas, who's

          8    going to talk about Australian approaches to

          9    compulsory licensing.  While they are setting up

         10    Henry's slides, Henry will be the last speaker

         11    before the break.  But we have also allocated

         12    twenty minutes after his presentation for

         13    discussion.

         14               So I'm going to invite the other

         15    panelists to think about questions they may have

         16    for each other or comments they may want to make

         17    on one another's presentations so we might be

         18    able to get a little bit of a free flowing

         19    discussion going.  Thanks.

         20               HENRY ERGAS:  Thank you very much.

         21    And thank you for inviting me to participate in

         22    these hearings today.
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          1               The general issue of whether it's

          2    desirable to have some type of obligation to

          3    license intellectual property and the economic

          4    costs and benefits of any such obligation have

          5    been well set out in the written material that's



          6    available to you and in the other papers.

          7               And I won't go into them in any detail

          8    other than simply to say that there are obviously

          9    complex trade-offs involved.  The situation in

         10    Australia is in some respects complicated but in

         11    others perhaps relatively simple.

         12               We have provisions in the main

         13    intellectual property statutes that are relevant

         14    here.  And then there are also provisions in our

         15    competition law which is the Trade Practices Act.

         16               And probably the distinction between

         17    those is that the provisions in the intellectual

         18    property statutes construct obligations to

         19    license or define situations in which there is an

         20    obligation to license, whereas the provisions in

         21    the Trade Practices Act define circumstances in

         22    which the refusal to license may be in breach of
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          1    the law.

          2               Looking first at the intellectual

          3    property statutes which as I said construct some

          4    obligations to license, there is a relatively



          5    sharp contrast between the Copyright Act and the

          6    Patents Act.

          7               Of course consistent with our

          8    obligations under TRIPS we do not have any

          9    obligations to license in respect of trademarks.

         10    So the main obligations to license that are

         11    relevant -- there are others in minor IP

         12    statutes -- are under the Copyright Act and under

         13    the Patents Act.

         14               The difference is that the Copyright

         15    Act defines obligations to license in a very wide

         16    range of circumstances though those circumstances

         17    are then narrowly identified in the statute.

         18               So they are narrowly defined in

         19    the statute.  And there is a relatively sharp

         20    contrast here between the approach to copyright

         21    legislation in Australia and that in the

         22    United States.
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          1               So we have in the Copyright Act these

          2    circumstances in which either there are absolute

          3    defenses against claims of infringement or



          4    obligations to license that are statutorily

          5    administered.

          6               In contrast in the Patents Act we

          7    don't specify the circumstances in which an

          8    obligation to license may arise in any great

          9    detail.  But we do define a test and then subject

         10    individual instances to that case by case test.

         11               It's fair to say -- and I think this

         12    comes to a point that was raised earlier in the

         13    discussion -- that it is mainly in respect of the

         14    copyright legislation that the issue of the

         15    extent and implementation of the obligations to

         16    license has arisen.

         17               In my view there is a substantial

         18    economic or underlying difference between what we

         19    attempt to do in the Copyright Act and what we

         20    attempt to do in the patents situation, the

         21    Patents Act.

         22               In the Copyright Act the main
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          1    justification for the fairly extensive provisions

          2    that we have that construct an obligation to



          3    license lies in the transactions cost

          4    difficulties that would be involved in attempting

          5    to secure efficient access to copyrighted

          6    material.

          7               In other words, the provisions in the

          8    Copyright Act broadly deal with situations where

          9    the transactions costs involved would be so great

         10    in securing negotiation on an efficient basis

         11    between the owners of the right and potential

         12    users that it is more efficient to in those

         13    circumstances convert the property rule into a

         14    liability rule and construct a statutory

         15    administrator for that liability rule.

         16               In contrast in the Patents Act we're

         17    basically dealing with situations which involve

         18    market power.  And though those two go to

         19    transactions costs considerations at a quite

         20    fundamental level, they obviously are much more

         21    case by case in their nature.

         22               The Patents Act provision dates
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          1    back many years though it was reinstated in the



          2    Patents Act of 1990.  And it can be broadly seen

          3    but not exclusively seen as the ability to secure

          4    an order compelling a license in circumstances

          5    where a patent is not being worked to the

          6    interests of the Australian community.

          7               The provision itself, its precise

          8    effect is somewhat unclear as it has not been

          9    frequently tested in court.

         10               However, in the proceedings of the

         11    committee I chaired for the Commonwealth's

         12    government on the act, it was put to us with

         13    great strength by particularly the patent

         14    attorneys that the provision has a significant

         15    impact in their negotiations with rights owners.

         16               The committee recommended changes to

         17    the provision.  And in particular we recommended

         18    that the criterion be changed into a competition

         19    test that would be broadly similar to the

         20    section 32 provisions that are available in

         21    Canada.

         22               The government has recently announced
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          1    that it has accepted that recommendation insofar

          2    as it will retain the existing test it will add

          3    to it a new competition test which is currently

          4    being drafted and is expected to be tabled as an

          5    exposure draft in the course of the coming

          6    months.

          7               Moving from the IP statutes to our

          8    competition laws, as I said, the competition laws

          9    define circumstances in which a refusal to

         10    license may be a breach of the law.

         11               We are first noting at the outset that

         12    our Trade Practices Act, our general competition

         13    law, differs from that in many countries in

         14    having an explicit regime that deals separately

         15    with access to essential facilities.  And that's

         16    part 3(a) of our act.

         17               The act however in the context of

         18    part 3(a) constructs the specific exclusion of

         19    intellectual property from the scope of the part

         20    though it allows applications to be sought for

         21    access on those provisions of part 3(a) where the

         22    intellectual property is an integral but
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          1    subsidiary part of a broader service to which

          2    application is being sought.

          3               And some use has been made of a

          4    similar provision in the telecommunications

          5    access regime.  And that has actually been

          6    implemented.  Our committee was asked to review

          7    whether the exclusion of intellectual property

          8    rights from the general essential facilities

          9    regime should continue.

         10               And we concluded that there was a case

         11    for maintaining the current exclusion essentially

         12    for the reason that first the decision of the

         13    essential facilities regime was poorly suited to

         14    handle intellectual property rights.

         15               Second, we felt that to the extent to

         16    which one wanted to construct circumstances in

         17    which there were obligations to license, that was

         18    more efficiently done in the intellectual

         19    property statutes themselves.

         20               And it was in the light of that that

         21    we recommended the reform of the Patents Act and

         22    also a number of reforms which have since been
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          1    implemented to the Copyright Act.

          2               And, third, we felt that insofar as

          3    refusals are anticompetitive, then the remedies

          4    should come in the general provisions of the act

          5    rather than in the essential facilities regime.

          6               In terms of those general provisions

          7    which broadly define the circumstances in which a

          8    refusal to license may be a breach of the laws,

          9    the most relevant provision is our section 46

         10    which is loosely equivalent to your

         11    monopolization provisions in the United States or

         12    to the misuse of power provisions in the EU.

         13               And section 46 defines as a breach

         14    circumstances in which a firm that has a

         15    substantial degree of power takes advantage of

         16    that market power for a set of proscribed

         17    purposes which basically go to harming either

         18    competitors or the competitive process.

         19               The important words in respect of the

         20    section and its interpretation are the words

         21    shall not take advantage of that power.

         22               And the key issue that has arisen in
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          1    the case law is whether the mere -- and I use

          2    that term ill-advisedly I'm sure -- but the mere

          3    exercise of an IP right can be a taking advantage

          4    of market power given that the firm that lacked

          5    that power might still be in a position to

          6    exercise that right.

          7               The case law is fairly uneven in this

          8    respect.  But I think it's fair to say that since

          9    the Queensland Wire decision in our High Court it

         10    has been clear that -- at least this has been

         11    absolutely clear -- that the mere fact that the

         12    refusal or the conduct involved intellectual

         13    property in no way immunizes that conduct from

         14    the reach of the section.

         15               So the mere fact that what is at issue

         16    here is intellectual property as against other

         17    forms of property is a matter of indifference to

         18    the court in determining whether or not a breach

         19    of section 46 has arisen.

         20               And that is then apparent if you look

         21    at the decisions that are discussed in the paper

         22    that I've set out and in particular in a decision
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          1    that involves the supply by the Australian Stock

          2    Exchange of information that it generated where

          3    in that decision as in the other relevant

          4    decisions the Federal Court both at first

          5    instance and on appeal has broadly indicated that

          6    there should be no difference between the

          7    analysis of the exercise of an intellectual

          8    property right relative to the exercise of any

          9    other kind of property right in respect of

         10    liability under that section.

         11               In conclusion, we have a number of

         12    bases in the current Australian legislation that

         13    construct situations where either a license is

         14    compulsory or where the refusal to supply a

         15    license may be in breach of the legislation.

         16               I've discussed the implementation of

         17    section 46 of the Trade Practices Act.  It's

         18    worth saying that the government has just

         19    announced a review of that provision, and the

         20    issue of exactly when a breach arises will be

         21    one of the subjects of that review.

         22               Also very important at least in
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          1    Australia are the provisions that are made under

          2    our intellectual property statutes themselves.

          3    And here we are seeing very significant reform

          4    both in the Copyright Act and in the Patents Act.

          5               And if I may just say one word in

          6    conclusion, it seems to me that part of the

          7    impetus for reform of the provision in the

          8    Patents Act is that the change in the nature of

          9    patentable subject matter and of patented subject

         10    matter and in particular the growth of patenting

         11    related to software and to business methods has

         12    created at least in Australia concern that the

         13    types of provisions that we had in the Copyright

         14    Act may be rendered ineffective to the extent

         15    to which they are not paralleled by similar

         16    provisions in our patent legislation.  Thank

         17    you very much, Mr. Chairman.

         18               WILLIAM KOLASKY:  Thank you, Henry.

         19    Because we're running a little bit late, I'm

         20    not going to direct any questions to Henry

         21    specifically.  I would like to have a little



         22    bit of a discussion by the panel of the general
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          1    issues that have been raised.

          2               And I would throw out three

          3    suggestions for things we might focus on.  The

          4    first is that a number of speakers in describing

          5    the approach in their jurisdiction talked about

          6    the need to balance the adverse effect on

          7    competition of a refusal to license against the

          8    potential adverse impact on incentives to invest

          9    and innovate if compulsory licensing were to be

         10    required.

         11               And I think that that invites

         12    consideration of what the best approach is given

         13    the institutional limitations of competition

         14    agencies and courts.  That is, should that

         15    balancing be done on a case-by-case basis?

         16               Should we have strong presumptions in

         17    place going in one direction or the other?  Or

         18    should we have more akin to flat per se rules

         19    that unless a very clear set of criteria are met

         20    we will not require compulsory licensing of



         21    intellectual property rights?

         22               A second sort of broad theme that came
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          1    through is that in all of the jurisdictions one

          2    of the factors considered is whether there is a

          3    quote, unquote, legitimate business justification

          4    for the refusal to license.

          5               And again I think that invites an

          6    inquiry as to whether that is something that

          7    should be reviewed on a case-by-case basis,

          8    or whether we can deal with that through

          9    presumptions and general rules.

         10               I think in the United States decisions

         11    such as Data General it's been suggested that a

         12    refusal to license, that is a desire to keep

         13    one's own property to one's own use and not share

         14    it with rivals, is a presumptively legitimate

         15    business justification because it promotes the

         16    policy of rewarding the inventor for their

         17    efforts to innovate and invest.

         18               Is that the case in the other

         19    jurisdictions?  To what extent have the courts



         20    and agencies actually engaged in a case-by-case

         21    review of the business reasons for the refusal to

         22    license?  And then the third question really for
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          1    the entire panel is the one that I asked Patrick.

          2               And that is given his challenge to us,

          3    if you will, to the conventional wisdom with

          4    respect to vertical integration, does that argue

          5    in favor of broader competition rules in terms of

          6    granting access to bottleneck facilities

          7    including intellectual property?  And if so, what

          8    should those rules be?  Comments?  Questions?

          9    Henry?

         10               HENRY ERGAS:  I have a question with

         11    respect to per se rules versus case-by-case

         12    treatment.

         13               It's worth noting that at least in

         14    Australia we do have particularly in respect to

         15    copyright a broad number of situations in which

         16    there is a per se obligation to make third-party

         17    access available and absolute defenses against

         18    infringement.



         19               And the one that I think is most

         20    interesting that's recently enacted are the

         21    provisions that go to issues of computer or

         22    software interoperability where we have
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          1    provisions now in the copyright act that make it

          2    an absolute defense against infringement if the

          3    infringement or what would otherwise be

          4    infringement occurs only to the extent necessary

          5    to ensure that one can design programs that are

          6    interoperable.

          7               And the question that was grappled

          8    with there -- and my committee recommended in

          9    favor of this provision -- was whether you should

         10    subject interoperability issues to a case-by-case

         11    treatment where you would say in this specific

         12    case is competition materially promoted or

         13    retarded by an obligation to make access

         14    available, or whether the uncertainty,

         15    complexity, and risk, and more generally the

         16    transactions costs for those users and owners of

         17    such a case-by-case approach would be so great



         18    that it would be preferable to go with some

         19    per se type of rule.

         20               And we came to the view that an

         21    important factor making for per se requirement

         22    was first the simplicity of specifying the
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          1    circumstances in that case.  I don't believe that

          2    that's always true.

          3               And secondly if you had a

          4    case-by-case treatment and you had some type of

          5    process whereby an individual had to seek access,

          6    there would be an externality that would arise

          7    whereby one party would bear the costs of seeking

          8    that access.

          9               But the benefits of that access would

         10    flow very widely.  And so because of that we went

         11    for a per se approach which is now in the

         12    copyright act.  Thank you.

         13               WILLIAM KOLASKY:  Thank you.  That's

         14    very interesting to hear how that was dealt with

         15    in Australia.  Ian?

         16               IAN FORRESTER:  I could mention that



         17    the approach followed in Australia with respect

         18    to computer programs I think followed the

         19    European example where Article 6 I think it is

         20    of the software directive creates a legislative

         21    obligation to tolerate technical infringements

         22    of the copyright in order to pursue
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          1    interoperability.

          2               And in European legislation on other

          3    fields database protection, the patenting of

          4    biotechnological inventions, other areas, the

          5    black letter law obliging the member states to

          6    implement national legislation executing the

          7    instructions conveyed by the directive also

          8    obliges them to insert provisions guaranteeing or

          9    confirming that the rights are always exercised

         10    subject to the competition rules.

         11               So I think it may be that in Europe

         12    we see more in the form of legislative guidance

         13    lacking the richness of American jurisprudence in

         14    the form of many, many decided cases.

         15               WILLIAM KOLASKY:  Thank you.  Jim?



         16               JAMES VENIT:  The courts have been

         17    involved in the European Union.  The rule

         18    that's enunciated in Magill is that there's a

         19    presumption against the need to license.  And the

         20    exception to that is exceptional circumstances

         21    which were -- you know, the Magill court

         22    attempted to define that.
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          1               And then that's like a word mere; what

          2    is an exceptional circumstance.  But that I think

          3    is the basic approach, is a presumption against

          4    and then exceptional circumstances may override

          5    that presumption.

          6               WILLIAM KOLASKY:  And I suppose on

          7    the exceptional circumstances point in the

          8    United States the leading article on the

          9    essential facilities doctrine was Phil Areeda's

         10    1990 article entitled "An Epithet in Need of

         11    Limiting Principles" which frankly came close to

         12    putting a spike through the heart of the doctrine

         13    at least insofar as it was being applied outside

         14    of the area of regulated utilities.



         15               If you look at our case law over the

         16    last seven years, you will not find a single case

         17    in which the court imposed a duty of access that

         18    did not involve either a regulated utility or a

         19    joint venture.

         20               And that I think leads to the question

         21    of whether there is support at least on this

         22    panel and if so what you think the likelihood
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          1    is that the courts and commissions in your

          2    jurisdictions would likewise move in this

          3    direction to limit the application of the

          4    essential facilities doctrine as someone

          5    suggested to situations where the bottleneck is

          6    the result of in effect a natural monopoly, that

          7    is substantially economies of scale and scope, as

          8    opposed to the result of invention and

          9    innovation.

         10               And I would add in circumstances where

         11    the industry is regulated so that there is an

         12    expert agency that can regulate the terms of

         13    access rather than having the competition,



         14    authorities have to undertake that task.

         15               GWILLYM ALLEN:  I'm sorry.  I'm not

         16    sure.  I wasn't about to answer that question,

         17    but I was going to just return to your idea about

         18    the presumption and the balance between the

         19    adverse effect on competition versus the adverse

         20    effect on innovation.

         21               And certainly we gave that a lot of

         22    thought with regard to section 32.  And I guess
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          1    if you look at the way that we've approached it,

          2    it is that -- I guess our presumption is that we

          3    would find it very rare that we would use 32.

          4               And basically what we did was we said

          5    that we would only apply 32 in situations where

          6    it was very clear to us that the effect on

          7    innovation or the effect of issuing a remedy or

          8    issuing an order would unlikely have any real

          9    adverse effect on innovation.

         10               Now, how do you deal with that?  What

         11    we did is we said we would only do this in those

         12    very rare situations where it is very clear that



         13    there was virtually very little time, effort, or

         14    resources devoted toward something that resulted

         15    in intellectual property protection.

         16               And therefore if you took that

         17    protection away, would that adversely effect the

         18    incentives to have put time, effort, and

         19    resources?

         20               And the answer was clearly no, because

         21    although they knew when they did that that they

         22    could have gotten protection in the future or
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          1    that protection was a possibility, they didn't

          2    bother putting anything in there.

          3               So taking away the protection should

          4    indicate that there is not going to be a real

          5    adverse effect.  But how often those situations

          6    arise is probably very, very seldom.

          7               Therefore, there is this presumption

          8    that you would always -- if you were going to

          9    err, you were going to err on the side of

         10    allowing protection to stimulate innovation as

         11    opposed to on the other side.



         12               WILLIAM KOLASKY:  John?

         13               JOHN TEMPLE LANG:  Two comments.

         14    First it seems to me that there is an extremely

         15    strong argument against a case-by-case approach

         16    which is it just takes too long.  And if you're

         17    trying to encourage innovation, the last thing

         18    you want is litigation between two interested

         19    parties lasting for several years.

         20               Therefore you should try as far as

         21    you can to have general rules or at least

         22    presumptions which will deal with whatever issues
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          1    you can foresee in advance and give a resolution,

          2    good or bad, within a reasonably short time.

          3    That's my first point.  Second point is an

          4    entirely different one.

          5               It seems to me that in fact in most

          6    countries competition authorities, properly

          7    so-called competition authorities acting on the

          8    basis of pure competition law without regulatory

          9    powers are really not well placed to fix the

         10    terms, in particular the terms with regard to



         11    price of a compulsory license.

         12               They may be able to do it easily by

         13    saying it has to be done on a non-discriminatory

         14    basis.  But that will only deal with the simplest

         15    cases.

         16               And I suspect that a competition

         17    authority that is serious about imposing

         18    compulsory license -- compulsory access

         19    obligations whether or not it concerns

         20    intellectual property will find itself trying to

         21    do the job of a regulator whether it particularly

         22    wishes to do so or not and whether it has the
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          1    power to do so or not.

          2               WILLIAM KOLASKY:  I think we're almost

          3    out of time.  So let me just let David Hull who

          4    hasn't spoken yet have the final word, and then

          5    we'll resume after the break.

          6               DAVID HULL:  I just wanted to say that

          7    I agree very much with what John said, that there

          8    is a need for general principles.  I think in the

          9    EU there is a presumption against licensing.  And



         10    then that has been limited by various exceptional

         11    circumstances and developed on a case-by-case

         12    basis.

         13               And the problem with that is that that

         14    list seems to keep getting longer, and it's

         15    difficult to predict what will be next.  So it

         16    would be useful to have some principles of more

         17    general application.

         18               WILLIAM KOVACIC:  If I could just

         19    leave one thought with our panelists perhaps for

         20    the rest of the discussion this morning and going

         21    into the afternoon.

         22               I was wondering if you detect any
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          1    degree to which competition authorities

          2    implicitly or explicitly make judgments about the

          3    appropriate breadth of the intellectual property

          4    right as granted or as defined in deciding

          5    whether there has been an abuse of that right, or

          6    in deciding what kind of remedy should be

          7    provided for access.

          8               That is, do you see in any instance



          9    the tribunals in effect second-guessing statutory

         10    definitions of rights, not directly challenging

         11    them, but silently in effect saying "I think

         12    that's a terribly broad right and I know how to

         13    fix it; I'll define abuse broadly, or I'll

         14    mandate access widely?"

         15               Do you see that phenomenon at all work

         16    in the way in which tribunals are addressing

         17    cases?  Just a thought for the future discussion.

         18               WILLIAM KOLASKY:  And with that

         19    provocative question we're going to take a short

         20    fifteen-minute break.  We will resume between

         21    11:25 and 11:30.

         22               And after the break we're going to
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          1    hear a discussion of the IMS case in order to

          2    see how these principles are applied in the

          3    context of a particular case.  We're not going

          4    to relitigate the IMS case, but rather talk

          5    about the issues in the case and their broader

          6    implications.  Thanks.

          7               (Recess.)



          8               WILLIAM KOVACIC:  We're going

          9    to resume with a segment featuring three

         10    presentations that will focus to a large extent

         11    on the IMS Health case in the European Union.

         12    And to start us off will be John Temple Lang.

         13    John?

         14               JOHN TEMPLE LANG:  I have been asked

         15    to comment on the issues raised by the IMS case

         16    and to make as clear as I can which of these

         17    issues, however it may be resolved, will give

         18    rise to a principle limiting the power of the

         19    Commission to order compulsory licensing.

         20               Two introductory points:  First, I

         21    have a fairly strong impression that the

         22    Commission has not really got a policy on
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          1    compulsory licensing of intellectual property

          2    rights.  It has reacted opportunistically to the

          3    Magill case and the IMS Health case.

          4               Secondly, the main fundamental

          5    limiting principle is of course the principle

          6    stated very clearly by the Court of Justice in



          7    the Veng, Volvo, and Renault cases that in

          8    general even a dominant company has no duty to

          9    license intellectual property rights unless there

         10    is something extra, something additional to the

         11    mere refusal to license.

         12               And the question of course is what

         13    kind of additional behavior or additional effects

         14    of the behavior will qualify for compulsory

         15    licensing.

         16               The first set of issues -- I'm going

         17    to distinguish between the issues that had arisen

         18    before the IMS case and haven't been completely

         19    resolved and those which are raised for the first

         20    time by IMS.

         21               The first couple of issues concern the

         22    downstream market.  Does the company which is
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          1    dominant in the upstream market also have to be

          2    dominant in the downstream market?  Or does some

          3    lesser degree of lack of competition suffice for

          4    compulsory licensing, at least for compulsory

          5    access to an essential facility?



          6               My view is that the company must be

          7    dominant in both markets.  But the point hasn't

          8    been settled.  Secondly, it seems to me that

          9    there is an issue again giving rise I believe to

         10    a limiting principle.

         11               There must in my view be scope for

         12    added value competition in the downstream market.

         13    Otherwise the transaction costs of imposing a

         14    compulsory license are not justified.

         15               This sounds unfamiliar, but everybody

         16    in Europe accepts without thinking about it very

         17    much that you can't have an essential facility

         18    situation in a downstream market which is merely

         19    retailing or reselling a product.

         20               The explanation for that is in the

         21    absence of a possibility of providing added

         22    value.  Then there is the question what is meant
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          1    by what was said by the Court of Justice in the

          2    Magill case about a new product.

          3               Must the competitor which is seeking

          4    the license be offering a new kind of product



          5    which is not offered in the market and for which

          6    there is an unsatisfied demand?  Or is it enough

          7    to be merely one more competitor providing one

          8    more example of more or less the same kind of

          9    product that is already available?

         10               Once again the issue hasn't been

         11    resolved.  The Magill case concerned clearly a

         12    new kind of product, a comprehensive television

         13    program magazine, for which there was a clearly

         14    unsatisfied demand.

         15               Then there is an issue mentioned

         16    by Jim Venit this morning:  Are the Magill

         17    requirements monopolizing a second market and

         18    depriving consumers of a new kind of product

         19    in some sense or another?  Are these separate

         20    alternative requirements or are they cumulative?

         21               I've given some reasons in my paper

         22    to suggest that they are in fact cumulative
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          1    requirements.  But clearly the question has not

          2    yet been answered and may have to be answered or

          3    may be answered by the Community Courts in the



          4    IMS case.

          5               I think there are very important

          6    issues not yet faced and certainly not yet

          7    resolved about pricing of intellectual property

          8    licenses.

          9               I think that competition authorities

         10    in Europe at least underestimate the difficulties

         11    of determining the right level of remuneration

         12    on competition law grounds if you haven't got a

         13    basis for comparison in the particular case.

         14               In other words, if you can't simply

         15    say you gave a license already to those people;

         16    you must give another license to this plaintiff

         17    on substantially the same terms.

         18               There are very considerable

         19    difficulties about risk.  In doing this the

         20    Commission has frankly not faced these issues.

         21    It hasn't faced them -- it didn't face them in

         22    the Magill case, and it hasn't yet had to face
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          1    them in the IMS case.

          2               And I repeat what I said a moment ago



          3    before the coffee break.  I think that we will

          4    find that a lot of these pricing issues are only

          5    dealt with satisfactorily if they can be dealt

          6    with satisfactorily at all by an authority with

          7    regulatory powers and not one acting only on the

          8    basis of pure competition law.

          9               Another issue which hasn't been

         10    resolved is the question already mentioned

         11    several times this morning and raised by Bill

         12    Kolasky:  How much difference does it make in

         13    fact if the competition authority or the court

         14    believe that the copyright, because it's

         15    copyright we're talking about -- really hasn't

         16    got a very strong justification.

         17               This is often offered as a possible

         18    explanation for the Magill case.  It has been

         19    mentioned by commentators as a possible

         20    explanation of the IMS case.

         21               The fact is that the Commission and

         22    the companies that are in the case which agree
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          1    with the Commission haven't made this argument at



          2    any stage.

          3               So in my view it is not a particularly

          4    important argument unless somebody is better at

          5    doing long distance psychoanalysis of the judges

          6    and the Commission than I am.  But there may be

          7    an element of it there.

          8               Well, I said that I would point to

          9    several of the issues that have been raised for

         10    the first time in the IMS case.  I think there

         11    are basically three.

         12               The first one is can a facility become

         13    essential not because the competitors are unable

         14    to produce a rival facility of their own, but

         15    because the customers prefer the dominant

         16    company's facility and are not interested in

         17    alternatives.

         18               This is the first time as far as I am

         19    aware that it has been suggested that consumer

         20    preferences can make an essential facility when

         21    competitors can produce alternatives.

         22               And I don't think it matters for
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          1    this purpose what the customers' reasons are

          2    for preferring the existing dominant company's

          3    facility.  They may have good reasons.  They may

          4    have bad reasons.  They may have costs or

          5    convenience of changing their software to adopt

          6    to another facility.

          7               But this is I think the first time

          8    that it has been suggested that consumer

          9    preferences can make something essential that

         10    isn't otherwise essential.

         11               The second issue raised by the IMS

         12    case is I think the most fundamental one.  Can

         13    there be a violation of Article 82 if the only

         14    action of the dominant company has been the

         15    refusal to license?

         16               In other words, if there is no

         17    additional conduct, no additional element over

         18    and above the bare refusal to license, it seems

         19    to me that if the IMS decision is ultimately

         20    upheld then there has been a very big change in

         21    the basic principle mentioned at the beginning

         22    which seems to be the law more or less in Canada
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          1    and Australia and in other countries that the

          2    mere refusal -- I don't think I can avoid using

          3    the word -- the refusal to license by itself

          4    cannot be an abuse.

          5               There must be something else that

          6    makes the situation special and particularly bad

          7    in some way.

          8               If the IMS decision is right, then it

          9    seems to me that what it implies is that in some

         10    circumstances which I'll try to define in a

         11    moment a dominant company must always license if

         12    the refusal to license would lead to a monopoly.

         13               That's substantially what the

         14    Commission said in the decision.  It seems to be

         15    the gist of what the Commission is saying in its

         16    pleadings before the court.  And that is a

         17    fundamental change which would be made if the

         18    decision is ultimately upheld.

         19               The last question raised by the IMS

         20    Health is the question whether you need to -- I'm

         21    going the use the phrase, two markets.  And I

         22    think one has to be clear about this, as clear as
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          1    we can be.

          2               First of all, we are not talking about

          3    defining markets.  We are not talking about

          4    market definition for the purposes of assessing

          5    market power.

          6               We're talking only about the question

          7    whether the intellectual property right can be

          8    used for two different purposes and whether you

          9    could have a license for one of those purposes

         10    which left untouched the value of the

         11    intellectual property right for the other

         12    purpose.

         13               I think we're obliged in Europe to

         14    accept that the Court of Justice thinks that you

         15    have to have two markets.  In most at least of

         16    these cases the court has often referred to the

         17    use of market power in one market to limit

         18    competition in another market.

         19               However, I think it's important to

         20    make a couple of other points.  First, I don't

         21    think it's important whether this particular

         22    dominant company has ever granted a license of
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          1    the IP right or not.

          2               The question whether there are two

          3    separate uses for the intellectual property right

          4    is an objective one and one that doesn't depend

          5    on what the dominant company has actually done.

          6               It would be relevant however if no

          7    company in a similar position had ever granted a

          8    license and if there were good reasons for not

          9    doing so because in particular if there's only

         10    one market it normally doesn't make sense for you

         11    to grant a license of your principal competitive

         12    advantage to a competitor or a potential

         13    competitor if you're planning to stay in the

         14    market.

         15               So there are good reasons why licenses

         16    are not granted.  I think you can answer the

         17    question do you need two markets if you ask the

         18    question the other way around.

         19               Suppose you didn't need two markets.

         20    Suppose it was quite clear that in the case of

         21    a process patent which could be used only for

         22    producing one particular product you could have
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          1    an obligation to license.

          2               Suppose that the process is cheaper,

          3    produces a purer product and does so more quickly

          4    and more efficiently.

          5               If you say that only one market is

          6    necessary and you can have a compulsory license

          7    in these circumstances, it seems to me that you

          8    are saying that a dominant company if the

          9    competitive advantage is great enough to give

         10    rise in due course to a monopoly -- that's what

         11    the Commission says -- a competitive advantage

         12    which is valuable must be shared.

         13               And that is once again an extremely

         14    surprising proposition and one with enormous

         15    implications if the decision is ultimately upheld

         16    in this particular respect.

         17               I don't know whether the courts are

         18    going to uphold the IMS decision.  But if they

         19    do, it seems to me they can strike it down on one

         20    or more of these grounds and we won't know the

         21    answers to the other questions.

         22               However, it seems to me that the
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          1    courts will probably have to face all of these

          2    issues and answer them appropriately if they are

          3    going to uphold the decision in due course.

          4               WILLIAM KOVACIC:  Thank you, John.

          5    What we thought we would do because each of our

          6    three presentations in many ways are closely

          7    related here would be to hear from all of our

          8    panelists for this segment first and then go to

          9    the discussion.  So if we could, please turn to

         10    Ian's talk now.

         11               IAN FORRESTER:  About twelve, thirteen

         12    years ago I was given the delicious task of

         13    representing the Commission before the European

         14    Court in the Magill case.

         15               And even though the fees paid by the

         16    public authority are less generous than those of

         17    the private sector, I was nonetheless very

         18    pleased to have the case.

         19               And just after that I met an eminent

         20    retired member of the legal service who had

         21    always taken an interest in my career and had



         22    been terribly kind and encouraging.
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          1               And I said, well, very nice.  I've got

          2    a case for the Commission before the court.  He

          3    said, really, well, very good; what's the case?

          4    And I said Magill.  And his face changed utterly

          5    and he said that's a disgrace; I'm shocked; I

          6    very much hope you lose.

          7               And such passion is characteristic of

          8    the field of IP rights, especially when they come

          9    in contact with competition law.  The episode

         10    illustrates also that Magill at the time was

         11    regarded by many as an extremely bad and even

         12    reckless case.

         13               And now I think it is regarded perhaps

         14    as an interesting one, but not a terribly

         15    surprising one in the light of hindsight.  The

         16    next thing I'd like to say is that there have

         17    been enormous encroachments on the rights of IP

         18    holders due to the application of community law,

         19    enormous encroachments.

         20               But those encroachments have been far



         21    more significant by the application of the rules

         22    of free movement than the very small number of
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          1    decisions on compulsory licensing.

          2               And indeed the vocabulary that's used

          3    to discuss the free movement cases has almost

          4    tainted and distorted analysis in the case of

          5    competition matters.

          6               Now, the early cases related to the

          7    use of IP rights to hinder cross border trade.

          8    Classically the patentee or the trademark holder

          9    in The Netherlands could prevent the unwelcome

         10    importation of genuine goods which its affiliate

         11    had put on the market in, let's say, Germany.

         12               It could prevent their importation and

         13    sale in The Netherlands.  Now, it was clear to

         14    the European Court for whom market integration

         15    was a kind of civil religion that the use of

         16    national IP rights to prevent such importations

         17    had to be blocked.  It wasn't acceptable.

         18               The court created a theory

         19    distinguishing between certain kinds of rights,



         20    core rights and less core rights, existence and

         21    exercise.  And it said that you would retain

         22    always the core ones, but you could lose the
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          1    non-core ones.

          2               Now, that vocabulary was the technique

          3    used by the court to reach an acceptable result

          4    in the free movement of goods cases.  It has

          5    been argued and is still argued that the

          6    existence/exercise doctrine is relevant also

          7    for competition cases.

          8               I've never really believed that that

          9    was correct.  But there is still debate.  But in

         10    my view we're probably moving now to a situation

         11    where existence and exercise as a way of deciding

         12    whether or not an IP right can be removed, that

         13    that -- the use of that vocabulary is rather

         14    passing.

         15               Now, there are many cases, at least

         16    there seem to be 50 on the subject of trademarks

         17    and copyrights and patents in the context of free

         18    movement.



         19               However, in the field of compulsory

         20    licensing it is a very, very small basis.  There

         21    is Volvo v. Veng.  There is Ladbroke and Bronner

         22    which have to do with refusals to deal.
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          1               There is Magill of course.  And now

          2    there's IMS.  So I think that that is too small,

          3    too fragile, too narrow a basis of authority to

          4    make confident predictions for the future.

          5               Putting it differently, you can find

          6    better guidance about the constraints placed by

          7    community competition principles in community

          8    legislation.  And then you can glean guidance

          9    from Magill and IMS.

         10               So there have been two big cases which

         11    have aroused immense attention.  And before I say

         12    anything about them procedurally I state my

         13    thesis which is that both cases are to be

         14    understood more easily as reactions by

         15    competition enforcers to the non-harmonized state

         16    of EC copyright law.

         17               And I believe that if we were talking



         18    about mainstream, orthodox, common, whatever word

         19    you like, IP rights, it is unimaginable that the

         20    decisions taken in Magill and IMS would have been

         21    taken.

         22               Now, each of the Magill and the IMS
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          1    cases involved serious arguments as to -- and

          2    ongoing arguments as to whether the national IP

          3    rights did indeed exist.

          4               The Commission acted before there had

          5    been a final decision on the merits before the

          6    national court.  That was the case in Magill and

          7    also in IMS.

          8               In Magill the Irish High Court gave

          9    its judgment only long after the Commission

         10    decision.  And in the IMS case the Commission

         11    decision was taken in the summer of last year,

         12    and the German courts -- there have been many,

         13    many decisions, but there is no final decision on

         14    the merits.

         15               So the Commission says we are acting

         16    in order to keep the complainant alive pending --



         17    during the progress of the national litigation.

         18               Now, another procedural interesting

         19    phenomenon is in both cases the European court

         20    suspended the Commission decision as having been

         21    too bold.

         22               So we have in both cases

                                                                 112

          1    Europe-specific procedural context with a

          2    strange, I assert, national IP right being

          3    invoked successfully by the dominant enterprise

          4    in the national courts driving the complainant

          5    out of business or preventing him entering the

          6    business, and the Commission intervening to try

          7    to keep things alive while matters get

          8    sorted out.

          9               And in each case the European court

         10    has overruled the Commission's procedural

         11    intervention.

         12               Now, that seems to me intriguing and

         13    also relevant for the future because it would

         14    suggest that intrameasures cases involving

         15    licensing will be extremely difficult,



         16    conceivably impossible to reconcile with the

         17    judgments -- the orders of the precedence in the

         18    IMS and Magill cases.

         19               Now, both cases involved the

         20    Commission going absolutely to the limit of its

         21    internal consensus procedures in order to take

         22    the decision.  The Commission had to screw up its
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          1    courage and I think that it's best seen as the

          2    remedying by the application of Article 82 of a

          3    bizarre national copyright right.

          4               In Magill it seems strange that the

          5    data "Dallas 8:00, sport 9:30, news 9:00" would

          6    be regarded as a copyright or that that would be

          7    sacred.

          8               In the case of IMS it seems to me

          9    surprising, interesting, that while clearly a map

         10    of post codes for a country can be copyrighted,

         11    and although many of the post codes are just

         12    single post codes -- a number of them are joined

         13    together -- conceivably that map could and should

         14    be copyrighted.



         15               But what is more surprising is the

         16    proposition that the presentation of information,

         17    commercial information about what's going on in

         18    each of these regions on that map should also be

         19    copyrighted.

         20               That seems a surprising and bold

         21    assertion.  German courts have said it right.

         22    They said it is correct.  The battle goes on in
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          1    Germany.

          2               So I think that in each case we can

          3    see a cluster of unusual circumstances which

          4    together justify the use of Article 82.  Article

          5    82 applies to dominant enterprises the higher

          6    burdens that are required, especially high

          7    burdens imposed by the Treaty.

          8               However, we may also note that by

          9    far the great majority of cases where dominant

         10    enterprises are the subject of a complaint where

         11    the complainant requests that they be ordered to

         12    deal, by far the great majority of those

         13    complaints are rejected and deserve to be



         14    rejected.

         15               I note that a recent OFT report says

         16    answering the questions from our chairman or some

         17    of the questions from our chairman -- I found

         18    this interesting this morning.  I heard it by

         19    phone -- that an authority confronted with the

         20    request to order trading, and notably in the

         21    context of licensing, should ask itself a number

         22    of questions:
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          1               What was the investment made by the

          2    dominant company?  Is the work of trivial

          3    intrinsic value or significant?  That does seem

          4    to be a relevant consideration.  It was mentioned

          5    as relevant by the Commission in the Magill case.

          6               Is the marketplace dynamic?  Will

          7    remedies naturally emerge if we do nothing to

          8    sort out whatever problems arise?  In the IMS

          9    case I think the answer to that question would

         10    be no.

         11               What will be the impact on future

         12    innovation, future R & D if we challenge the



         13    right in this case?  Again I think that properly

         14    viewed both the IMS and the Magill cases can be

         15    regarded as specific reactions to very, very

         16    particular problems arising under national law.

         17               I think that if we're looking for

         18    mainstream criteria about the application of

         19    competition principles constraining the use of

         20    IP rights it's better to look at community

         21    legislation rather than to draw conclusions from

         22    Magill and IMS.
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          1               In the very rare cases where the

          2    Commission does consider that Article 82

          3    justifies its intervention, I think that it is

          4    almost unimaginable that a bare, mere refusal to

          5    license an important IP right of true valuable

          6    economic significance, it's unimaginable to me

          7    that the Commission would ever invoke Article 82

          8    against the refusal to license such a right.

          9               In the IMS case the Commission relied

         10    on a three-step approach.  It said Magill talks

         11    about exceptional circumstances.



         12               And then it looked at two refusal to

         13    deal cases in each of which the complainant had

         14    been unsuccessful but where the Court of Justice

         15    gave some guidance as to what the principles --

         16    what relevant principles would apply.

         17               Those are described in my paper.

         18    That's Ladbroke where a bettor shop wanted to

         19    show horse race pictures.  The European Court

         20    said, well, you don't really need horse race

         21    pictures to run the facility of a betting shop.

         22               And finally Oscar Bronner where a
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          1    free rider wanted to get benefit from a larger

          2    enterprise to describe his newspapers.  And there

          3    the advocate general and the court in Brunner

          4    both indicated very, very cautious reasons --

          5    cautious reflections which an administrative

          6    agency should go through before ordering a duty

          7    to deal.

          8               And the Commission in IMS looked at

          9    those three cases and decided that there was

         10    enough merit to justify them going ahead in the



         11    particular circumstances of the IMS case.

         12               Now, conclusions to be drawn from all

         13    this:  I believe that in the mainstream European

         14    companies and American companies and competition

         15    law enforcers are really very little different in

         16    their interest in respect for R & D and the

         17    exploitation of technological innovation.

         18               Europeans expect patent and copyright

         19    protection to be given and to be enforced.  The

         20    great majority I repeat of requests for

         21    compulsory licenses have been unsuccessful

         22    and deservedly so.
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          1               Next conclusion, the vocabulary of

          2    the European Court in analyzing competition law

          3    problems involving IP rights have been distorted

          4    by older judgments of the European Court

          5    concerning free movement of goods.  I think that

          6    that distortion is gradually being corrected.

          7               Next, there have been only two cases

          8    in which a compulsory license has been granted

          9    for a genuine -- for a refusal to license a



         10    copyright right upheld genuinely provisionally by

         11    a national court.  That's to say Magill and IMS.

         12               In neither case was the finding of an

         13    abuse based merely on refusal.  In both cases

         14    there were extra additional elements.  And I

         15    think it's very, very important that both cases

         16    involved curious, aberrant as I have called them

         17    national IP rights.

         18               Now, predictions of the end of alarm

         19    for holders for high technology companies due to

         20    the Magill and IMS cases, there were immense

         21    discussions at the time of Magill about the

         22    long-term implications.  It did not materialize.
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          1               There have been grave murmurings about

          2    the implications of IMS judgment.  I submit that

          3    those grave tidings may also not emerge.  The

          4    substantial result I think with the current

          5    situation is not alarming.

          6               So other than those two exceptional

          7    cases which I've mentioned, I think that the

          8    European law is not disturbing, shouldn't be



          9    disturbing even in the Great Hall of the

         10    Department of Justice.

         11               And I offer the observation that if

         12    Louisiana, my favorite American state, were to

         13    adopt a law whereby TV listings were eligible for

         14    copyright protection or to adopt a law whereby

         15    the post codes of the state would be eligible for

         16    copyright protection, and moreover that marketing

         17    information reflecting commercial activity in

         18    those post codes was also copyright, then I'm

         19    sure there would be screams either to the courts

         20    and we would have a solution as in the case of

         21    Festo or to the antitrust authorities.

         22               And I would have thought that the
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          1    antitrust authorities would also have been

          2    perhaps tempted to intervene if the IP right was

          3    as bizarre as I have asserted it was.  Thank you.

          4               WILLIAM KOVACIC:  Thank you, Ian.

          5    And if I could ask David to close out this

          6    trilogy of presentations on the EU jurisprudence

          7    on compulsory licensing, we can then go to a



          8    general discussion.  David?

          9               DAVID HULL:  I want to just briefly

         10    look at the IMS case from a comparative

         11    perspective.  I should start with a caveat that

         12    despite what you might infer from my southern

         13    drawl I'm an EU competition lawyer, not an

         14    American antitrust lawyer.

         15               And I don't profess to have any

         16    expertise in American antitrust.  So most of you

         17    know the American cases much better than I, and I

         18    apologize for any misstatements I may make.

         19               Just a general comment on looking at

         20    what's going on on the two sides of the Atlantic,

         21    it's interesting over here the debate on

         22    compulsory licensing in the IP field in the wake
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          1    of the Federal Circuit's decision in Xerox seems

          2    to be -- the debate seems to be have we gone too

          3    far in protecting IP rights in this context.

          4               Whereas in Europe in the wake of the

          5    IMS case the debate seems to be have we not gone

          6    far enough.



          7               In the wake of IMS there was concern

          8    I think that in the general context of this

          9    discussion going on in the wake of GE/Honeywell

         10    of the need for greater convergence among

         11    antitrust jurisdictions on how they treat various

         12    competition law problems.

         13               I think in putting the IMS case

         14    in that context there was a concern that IMS

         15    represents greater divergence, a move away from

         16    the approach to this issue in the U.S.

         17               I think that's certainly true if you

         18    look at the theory that the Commission used.  I

         19    think that it would be -- as Bill said, it would

         20    be very rare in the U.S. to use an essential

         21    facilities doctrine in this context.

         22               So in that sense IMS -- the approach
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          1    used by the Commission in IMS is much different

          2    from the approach in the U.S.  What I'd like to

          3    do briefly is look and see how the U.S. courts

          4    might come out on IMS to see if in fact the gap

          5    is as wide as it appears to be at first blush.



          6               There are three U.S. cases I'll

          7    discuss very briefly.  First there is a split in

          8    the U.S. it appears on how you deal with this

          9    issue.

         10               The Federal Circuit in the Xerox case

         11    adopted a very strict test of saying that the

         12    refusal to license would not be a violation of

         13    the antitrust rules except there were certain

         14    exceptional circumstances:  sham litigation,

         15    illegal tying, or fraud on the Patent Office, all

         16    three of which would be very difficult to show.

         17               So essentially the Federal Circuit set

         18    a very high bar to compulsory licensing.  I think

         19    if the Federal Circuit were presented with IMS,

         20    it's very likely it would not compel IMS to

         21    license its IP rights.

         22               The Ninth Circuit in the Kodak case
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          1    took a different view.  The Ninth Circuit

          2    essentially said that there's a presumption that

          3    it's okay not to license your IP rights, but it's

          4    a rebuttable presumption, and it can be rebutted



          5    by showing that the refusal to license is but a

          6    pretext for anticompetitive conduct.

          7               In that case Kodak refused to supply

          8    spare parts to independent service organizations.

          9    And the court suggested that in fact that refusal

         10    was not legitimate -- out of a legitimate concern

         11    to protect the IP rights, but was rather to

         12    exclude competition in an anticompetitive way.

         13               And it pointed out that the Kodak

         14    parts manager testified that the last thing on

         15    his mind was protecting Kodak's intellectual

         16    property right when he refused to supply the

         17    parts.

         18               I guess that means that we -- I guess

         19    in the wake of that decision there was a lot of

         20    briefing of managers about what they should say

         21    when they refused to supply parts in order to

         22    protect their markets.
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          1               How would the Ninth Circuit come out

          2    with the IMS case?  It seems to me that it's

          3    conceivable that if the Ninth Circuit looked at



          4    the facts of IMS it could find that IMS's refusal

          5    to license was a pretext.

          6               Reading between the lines when you

          7    read the Commission's decision, there seems to be

          8    a notion that IMS asserted its rights late in the

          9    game for the sole purpose of excluding a new

         10    entrant to the market.

         11               And in those circumstances I'd wonder

         12    whether the Ninth Circuit might find that that

         13    was simply a pretext for anticompetitive conduct.

         14               Finally I would mention the Dell

         15    Computer case decided by the FTC.  In that case

         16    in the context of standard setting Maurits

         17    Dolmans will talk more about this this afternoon.

         18    So I won't really go into it.

         19               But I'll simply say in this case the

         20    idea is that in the standard setting process if

         21    one of the participants doesn't disclose it has

         22    IP rights and then comes along very late in the
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          1    game and asserts its IP rights, that is

          2    considered to be anticompetitive.



          3               It's relevant to the IMS case because

          4    there is a lot -- in the Commission's decision

          5    and in the commentary on the case there's a

          6    notion that the brick structure involved in IMS

          7    is at least akin to a standard -- some sort of

          8    open standard.

          9               And IMS should be perhaps estopped

         10    from asserting its rights so late in the game.

         11    It comes along after this structure has been

         12    widely used in the industry, has been developed

         13    with the participation of customers.

         14               And it comes along and asserts its

         15    rights at the last minute.  I think the

         16    difficulty with applying this notion of estoppel

         17    in IMS in the standard setting process is IMS

         18    didn't set the standards with competitors.  It

         19    set it with its customers.

         20               So it's really different from I think

         21    a normal standards process.  But still there's

         22    this notion that perhaps this estoppel argument
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          1    would be an interesting one.



          2               My conclusions are first that I wonder

          3    if the gap between the U.S. and the EU is as

          4    great as it might appear at first blush.  I think

          5    the U.S. courts -- I don't know if they would

          6    reach the same result in IMS, but they might

          7    reach a similar result if presented with the

          8    IMS facts.

          9               I also think when I read the IMS case

         10    I come away with the impression that this is not

         11    simply -- although the theory used by the

         12    Commission makes it appear that this is simply a

         13    bare refusal to license case, it seems that the

         14    Commission is troubled by other things in

         15    this case.

         16               First of all it's troubled by the fact

         17    that perhaps the IP right is weak as Ian has

         18    suggested.  But it also seemed troubled by the

         19    fact that this is a standard that was developed

         20    in cooperation with the entire industry and was

         21    used by the entire industry until very late in

         22    the day IMS asserted its rights.
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          1               That seemed to be troubling for the

          2    Commission, but it had a hard time articulating

          3    that when it used the essential facilities

          4    doctrine.

          5               So perhaps some of the reasoning in

          6    the U.S. cases if the Commission had taken maybe

          7    the estoppel approach or some of the other the

          8    reasoning you find in the U.S. cases, it might

          9    have done a better job articulating what was

         10    truly -- what's considered to be truly the

         11    problem in this case.

         12               I'll stop there.

         13               WILLIAM KOVACIC:  Thank you, David.

         14    We have just about fifteen minutes before we

         15    break for lunch for discussion among our

         16    panelists.

         17               And we certainly have a considerable

         18    collection of topics that we could address, both

         19    the panelists' views about the underlying

         20    rationale for the IMS decision, its consistency

         21    with other national approaches for evaluating

         22    demands for access and for evaluating refusals
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          1    to deal.

          2               So again I'd simply like to invite our

          3    panelists to respond to what they have heard and

          4    perhaps for our speakers in this segment to

          5    respond to the interpretations they have heard

          6    from their colleagues.  Henry?

          7               HENRY ERGAS:  Thank you very much.

          8    I wanted to comment really on two points.  The

          9    first relates to John Temple Lang's presentation,

         10    the second in respect of a number of issues that

         11    were raised by Ian Forrester.

         12               With respect to Dr. Lang's

         13    presentation, Dr. Lang emphasized the

         14    difficulties he saw arising involved in

         15    determining appropriate prices for access to

         16    intellectual property when that access had been

         17    mandated.

         18               And I of course agree with him that

         19    the difficulties are substantial.  What I would

         20    say though is this, that we have had in Australia

         21    as in many other countries schemes or statutory

         22    licenses in respect of copyright for many years
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          1    now.

          2               And within those schemes and as part

          3    of the implementation and administration of those

          4    schemes the bodies administering them have had to

          5    determine appropriate remuneration.

          6               And indeed we now have -- for

          7    example, in respect to the copyright tribunal in

          8    Australia, we have a relatively well established

          9    way of approaching the issues involved in

         10    determining reasonable remuneration for

         11    compulsory licenses in respect of copyright.

         12               And we are extending that now to

         13    those, for example, multimedia publications or

         14    works that fall within the scope of the

         15    compulsory or statutory licensing arrangements.

         16               So while it is indeed difficult, it is

         17    not exceptional and is a problem with which our

         18    tribunals and our courts have grappled with for

         19    many years and have made I think some quite

         20    sensible decisions in seeking to address them.

         21               My second and perhaps more important

         22    point goes to the issues that were raised by Ian
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          1    Forrester in his very comprehensive discussion of

          2    the background to IMS.

          3               And Ian emphasized his view that in

          4    understanding the decisions at issue, and in

          5    particular Magill and IMS, it was important that

          6    the IP rights involved were in some respect he

          7    claimed aberrant.

          8               And it seems to me though that the

          9    reality that we face is that those rights which

         10    he believes are aberrant are by no means

         11    aberrant, and that the situation that we're

         12    dealing with is one where the scope of IP rights

         13    around the scope of subject matter that is

         14    covered by IP rights has become ever greater,

         15    particularly in the last decade.

         16               And to evidence that I would merely

         17    point to two things:  First, the reform of

         18    copyright so as to extend copyright protection

         19    both to works in digital form and perhaps even

         20    more importantly and controversially to access to

         21    works in digital form as occurs for instance in

         22    the U.S., DMCA, the Digital Millenium Copyright
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          1    Act, and as is being reflected in copyright

          2    legislation virtually throughout the world.

          3               The second trend I would point to in

          4    that respect is the de facto extension of the

          5    patent right to areas where either it previously

          6    did not exist or if it did exist it existed in

          7    very minor form.

          8               And this is especially the case with

          9    respect to material that is in digital form, most

         10    notably in respect of the business process or

         11    business method patent.

         12               This is something that really began

         13    in the United States and is now apparent if you

         14    look, for example, at the patenting statistics in

         15    Australia, New Zealand, or the EU.

         16               It has grown spectacularly since from

         17    a virtually trivial category in our patenting

         18    statistics to now one of the larger single

         19    categories of patenting in Australia.  That has

         20    really happened over a period of a very small

         21    number of years.

         22               And so what does that mean for
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          1    competition authorities?  Well, what it means

          2    is that the type of dilemma that Ian viewed as

          3    aberrant far from being aberrant is occurring

          4    across an extremely wide range of cases, in a

          5    growing range of cases.

          6               And so we face the difficult tensions

          7    as we try to adjust to the changing nature of

          8    technology and to the results of creative output

          9    which is a tension between the desire on the one

         10    hand to provide fair, effective, and enforceable

         11    intellectual property rights in respect of the

         12    output, and the reality that in so doing we both

         13    create significant new problems because of the

         14    complementary nature of much of the intellectual

         15    property at issue, the network nature of the

         16    material that it covers, and creating new scope

         17    for market power to both arise and be exercised.

         18               WILLIAM KOLASKY:  If I may, I'd like

         19    to follow up on Henry's comments by noting that

         20    I thought this is exactly the point that Henry

         21    was going to.  And that is that one of the most



         22    important things in this area as in any area is
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          1    the need to develop limiting principles.

          2               And I thought that Ian's talk and

          3    David's talk were very useful in terms of

          4    suggesting a possible limiting principle in the

          5    IMS case, namely the notion that the brick

          6    structure had become an industry standard and

          7    that there may have been some reliance on the

          8    part of customers to the notion that it might be

          9    treated as though, if you will, open source and

         10    that therefore there might be an estoppel

         11    element.

         12               It seems to me that -- I don't know

         13    whether factually that is the case in IMS.  But

         14    that certainly would seem to be a useful limiting

         15    principle.  I'm more troubled by the limiting

         16    principle suggested in the Magill case, namely

         17    that it was a new product for which there was a

         18    customer demand.

         19               And I'd like to try to put to the

         20    speakers a hypothetical.  As you know, here in



         21    the United States, and I think this was common

         22    throughout the world, we had something called

                                                                 134

          1    Napster where teenagers were able to listen to

          2    recorded music off of all labels for free.

          3               In the wake of Napster's demise there

          4    are proposed joint ventures among the various

          5    record label companies to aggregate their

          6    libraries in order to be able to provide a

          7    Napster like service for a monthly subscription

          8    fee.

          9               And their sense is that consumers,

         10    teenagers won't subscribe just to the music of a

         11    single label, that you really need to aggregate

         12    it.

         13               And so the question is applying the

         14    Magill principle could I go out and say I want to

         15    create a Napster clone aggregating the music of

         16    all labels.  It's a new product because nobody

         17    else has offered it or is able to offer it, and

         18    therefore I'm entitled to a compulsory license to

         19    Warner's and EMI's entire library of music.



         20               IAN FORRESTER:  I can offer an answer

         21    on the last one.  I think again one has to look

         22    at Magill, all the circumstances which were
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          1    present.

          2               The material in question was indeed

          3    copyrighted, but it was promotional material that

          4    was given by the broadcasting companies to

          5    hundreds, indeed thousands of periodicals which

          6    were encouraged to reproduce it on a daily basis.

          7               And the controversy related to whether

          8    it could be reproduced by Magill on a weekly

          9    basis in competition with the weekly magazines

         10    of the broadcast companies.

         11               I think that just that set of

         12    circumstances, those elements, would justify the

         13    confident rejection by the European record

         14    industry to Mr. Napster Europe who wanted to have

         15    a compulsory license with respect to information.

         16               Yes, there would indeed be a new

         17    product being offered.  But I don't think the

         18    circumstances would be exceptional enough to come



         19    within the Magill principle.

         20               WILLIAM KOVACIC:  Jim?

         21               JAMES VENIT:  The easy way out of

         22    Magill is that it's the record companies
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          1    themselves who are going to pool to be able to

          2    offer the product, and they wouldn't run into the

          3    horn of dilemma that there couldn't be the new

          4    product because the owners hadn't put it out and

          5    they were preventing someone else from doing it,

          6    which is a facile answer to the question, but I

          7    think it's relevant.

          8               The issue on the standard to me is a

          9    very different thing if one develops something

         10    that is accepted by customers as a standard as

         11    opposed to coordinating with other rivals to

         12    develop a standard which then becomes industry

         13    standard and shutting people out.

         14               One could make the argument that the

         15    IMS thing is even more disturbing because you are

         16    punishing them because they were successful.

         17               WILLIAM KOVACIC:  Patrick?



         18               PATRICK REY:  I have remarks on this

         19    and on the questions you raised before.  As you

         20    can infer from my presentation and the paper,

         21    I believe that it's fair to say that there can

         22    exist particular circumstances where vertical
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          1    foreclosure can raise legitimate antitrust

          2    concerns.

          3               And I think that this should be

          4    recognized particularly in the U.S. where the

          5    vertical foreclosure is essentially perceived as

          6    a non-issue.

          7               That being said, I'm not sure that IP

          8    rights would be the first rights, the first

          9    property rights that a competition authority

         10    should try to focus on.

         11               And indeed when the bottleneck results

         12    from innovation, then I would tend to agree with

         13    the suggestion that there should be a presumption

         14    in favor of the right holder.

         15               And clearly the dilemmas that John

         16    Temple Lang has mentioned regarding the



         17    difficulty to regulate access particularly for

         18    competition authorities and for courts -- of

         19    course the courts will have to be involved at

         20    some point.  And as the time arises the issues

         21    that are considered we do advocate for being very

         22    cautious.
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          1               I'd like to react first to the

          2    interpretation of the Magill and IMS case.  I

          3    think it is quite a realistic interpretation.

          4               But I really found it quite dangerous

          5    to try to second guess national Patent Offices

          6    and to use competition policy cases which

          7    establish generally applicable standards in

          8    order to resolve without being able to say so

          9    explicitly to try to resolve possible errors

         10    in national IP statutes.

         11               I'm not sure that this line of

         12    reasoning provides a very good approach to

         13    possible limitations or limiting principle.

         14               WILLIAM KOVACIC:  And John?

         15               JOHN TEMPLE LANG:  I just want to



         16    repeat the fact that all this theory about rights

         17    does not appear anywhere in anything that the

         18    Commission has written about the IMS case.  It's

         19    not part of the Commission's case.  Maybe they

         20    might have made it into their case, but they

         21    didn't do so.

         22               They argued the case very clearly on
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          1    the basis that an IP right may not give rise to

          2    a monopoly and that if it does give rise to a

          3    monopoly even if the monopoly is due to customer

          4    preferences and not the inability to have

          5    competitors to produce an alternative facility,

          6    then it must be licensed.

          7               That is the Commission's proposition,

          8    whether you like it or not or whether you think

          9    that another proposition might have been made.

         10    That's what the Commission is saying very clearly

         11    to the court.

         12               WILLIAM KOVACIC:  Ian, did you have a

         13    response to Patrick's comment?

         14               IAN FORRESTER:  A brief one.  I think



         15    that we should distinguish between patents and

         16    copyright rights.  In the case of patents,

         17    patents are the subject of examination and there

         18    is a very careful consideration of the merits,

         19    the technical merits of the claim and it is

         20    granted for a limited period of time.

         21               I think the situation of copyright in

         22    the unusual circumstances of these two cases can
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          1    be rather different, although I fully recognize

          2    that copyright may be absolutely crucial,

          3    absolutely vital for the protection of the heavy

          4    investment in important industries.  But that's

          5    just one small correction to Patrick.

          6               WILLIAM KOVACIC:  Gwillym?

          7               GWILLYM ALLEN:  I have two comments.

          8    One involves the breadth issue.  And indeed we

          9    had many debates about this.  And I'm just

         10    wondering is this the same issue?

         11               I mean we called it fine tuning and

         12    whether you should use antitrust enforcement to

         13    step in and try to fine tune -- use it as a fine



         14    tuning so that when you think that the breadth of

         15    an intellectual property right was too wide you

         16    have very vigorous antitrust enforcement, and

         17    when you think it's too narrow then you change

         18    your antitrust approach to the particular

         19    intellectual property law.

         20               We had long debates about this, and

         21    we decided that it was inappropriate to use

         22    enforcement mechanisms to try to fine tune the
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          1    existing intellectual property law.  We put in a

          2    section in our guidelines saying that that would

          3    not deter us from engaging in advocacy, and

          4    encourage either legislative change or when the

          5    IP laws were being reviewed to use our advocacy

          6    role to step in to provide our opinion on the

          7    appropriateness of the breadth and scope of the

          8    intellectual property law or where appropriate

          9    at least bring to the table the competitive

         10    implications of the existing law.

         11               The second comment was this idea about

         12    the de facto standard and the comments of Henry



         13    about how the sort of natural development of

         14    reality has changed the appropriateness of

         15    intellectual property and maybe it has extended

         16    it to some degree.

         17               And indeed that was the idea that

         18    we had in our application of section 32, to try

         19    to deal with that particular problem, that the

         20    situation -- and these were based on some ideas

         21    that we basically stole or borrowed from a number

         22    of academics on the idea that the architecture of
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          1    the law can change such that the objectives in

          2    the intellectual property are actually being

          3    undermined by their very use.

          4               And as a marker that that may be

          5    happening would be the effects on competition.

          6    And that may be that competition law or authority

          7    should step in and try to readjust the balance or

          8    at least put it before a court -- and in our case

          9    it's the Federal Court -- to consider the

         10    readjustment of that balance.

         11               WILLIAM KOLASKY:  Thank you very much,



         12    Gwillym.  I think that will have to be the last

         13    remark.  This is obviously a fascinating subject

         14    and we could stay here all day debating it.  But

         15    we have another session this afternoon.

         16               I want to on behalf of the Justice

         17    Department -- and I'm sure Bill would echo this

         18    on behalf of the FTC -- thank all of our speakers

         19    enormously for coming here.  They all obviously

         20    came from other countries, other continents.  I

         21    think Henry gets the prize for coming the longest

         22    distance.
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          1               But we do very much appreciate your

          2    sharing with us your perspectives on how your

          3    jurisdictions are dealing with these very

          4    difficult issues and it will very much help to

          5    inform our consideration of the issues here in

          6    the United States.  So thank you.

          7               (Applause.)

          8               WILLIAM KOLASKY:  We will resume at

          9    2:00, and as I mentioned before, I gather you

         10    need to be escorted out of the building and then



         11    find your way back here.  Thank you.

         12               (Lunch recess.)

         13

         14

         15

         16

         17

         18

         19

         20

         21

         22
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          1                   AFTERNOON SESSION

          2                                          (2:00 p.m.)

          3               WILLIAM KOLASKY:  Good afternoon.

          4    I want to welcome everyone back as we continue

          5    our discussion of international comparative

          6    issues in this next session of our joint hearings

          7    on competition and intellectual property law and

          8    policy.

          9               My name is Bill Kolasky.  I'm the



         10    International Deputy Assistant Attorney General

         11    for antitrust.  I'm happy to have with me as my

         12    co-moderator Bill Kovacic, General Counsel of

         13    the FTC, who served also as co-moderator this

         14    morning.

         15               This morning we heard from a

         16    distinguished panel about refusals to license

         17    intellectual property and compulsory licensing

         18    in the EU, Canada, and Australia.  This afternoon

         19    we will focus on the European Union's technology

         20    transfer block exemption regulation, referred to

         21    as the TTBE, as well as agreements that fall

         22    outside of its scope.

                                                                 145

          1               In the European Union, bilateral

          2    licensing of some types of intellectual property

          3    is covered by the technology block exemption

          4    which was adopted in 1996 and will expire in

          5    2006.

          6               Last year responding to criticism that

          7    the block exemption was both overly formalistic

          8    and complex and too narrow in scope, and noting



          9    that there was a need to harmonize treatment

         10    of intellectual property with other recently

         11    re-enacted regulations on vertical agreements,

         12    R & D agreements, and the like, the European

         13    Commission commenced a mid-term review of the

         14    TTBE.

         15               We're most fortunate to have with us

         16    today Dr. Kirti Mehta, a director in DG Comp,

         17    who will discuss that review process.  As part

         18    of that process, the EU solicited public comments

         19    about its proposed changes, some of which will

         20    be discussed by the panel today.

         21               We will then expand the discussion

         22    of licensing practices to address licensing
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          1    agreements that do not currently fall within

          2    the block exemption.

          3               Such agreements include multiparty

          4    licenses of intellectual property such as patent

          5    pools and cross-licenses, some of which are

          6    affected by the activities of non-governmental

          7    standard setting organizations.  With that



          8    introduction let me move on and introduce our

          9    panelists.  But before I do, Bill, do you want

         10    to add anything?

         11               WILLIAM KOVACIC:  No, Bill.

         12               WILLIAM KOLASKY:  Bill and I will be

         13    representing the Justice Department and the FTC

         14    this afternoon.  We have with us Mary Critharis,

         15    an assistant solicitor at the U.S. Patent and

         16    Trademark Office.

         17               Unfortunately I do not have time for

         18    lengthy introductions of our panelists, but more

         19    complete versions of their biographies appear in

         20    the prepared materials.

         21               As I mentioned, Dr. Mehta is a

         22    Director in DG Comp.  He is responsible for
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          1    competition policy, coordination, international

          2    affairs, and relations with other institutions.

          3    His main areas of responsibility are policy and

          4    legislative initiatives, trade and competition,

          5    and international cooperation.

          6               Fiona Carlin, to Dr. Mehta's left,



          7    is a partner with Baker & McKenzie at their

          8    European law center in Brussels where she

          9    specializes in antitrust and trade practices,

         10    EU law, and privacy.  Ms. Carlin was the

         11    rapporteur for the comments prepared by the

         12    American Chamber of Commerce on the block

         13    exemption review.

         14               Yee Wah Chin, who is at the far left

         15    and one in, is senior counsel in the Washington,

         16    D.C. office of Mintz Levin.  She was on the

         17    American Bar Association committee that commented

         18    on the block exemption review.

         19               James Leavy, next to her at the far

         20    end, practices intellectual property law as a

         21    partner at Serra, Leavy, & Cazals in Paris,

         22    France.  He has held various positions in the
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          1    Licensing Executives Society and acted as the

          2    rapporteur for its comments on the block

          3    exemption review.

          4               Peter Alexiadis is a partner in the

          5    Brussels office of Squire, Sanders & Dempsey.



          6    His practice includes advising clients on

          7    competition and regulatory law issues including

          8    IP.

          9               Next to him is Will Tom, a partner at

         10    Morgan, Lewis & Bockius here in Washington.  In

         11    the 1990s Will served as deputy director at the

         12    Bureau of Competition at the FTC.

         13               Prior to joining the FTC he worked

         14    here in this building as a counselor to the

         15    Assistant Attorney General in the Antitrust

         16    Division, and was a member of our intellectual

         17    property task force which drafted the joint

         18    DOJ/FTC IP guidelines.

         19               Next to him on the far right is

         20    Maurits Dolmans, a partner at Cleary Gottlieb

         21    in Brussels.  Mr. Dolmans' practice focuses

         22    on competition law as well as EC regulatory,
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          1    intellectual property, and court law in

          2    The Netherlands and the European Union.

          3               And last but not least, Mark Janis who

          4    is a professor of law at the University of Iowa



          5    College of Law in Iowa City.  He teaches and

          6    writes in the fields of intellectual property

          7    and antitrust.

          8               Professor Janis is coauthor of a

          9    two-volume treatise, IP and Antitrust, with

         10    Professors Herbert Hovenkamp and Mark Lemley.

         11               Before we turn to the substance of

         12    this afternoon's session, I need to go over a

         13    few administrative details, many of which are

         14    probably familiar to you.  Because we are in

         15    the Great Hall of the main Justice Department

         16    building, we are required to observe certain

         17    security procedures.

         18               If you are not a DOJ employee, you

         19    must be escorted around the building.  Antitrust

         20    paralegals who are wearing name tags highlighted

         21    in green escorted you into the Great Hall.

         22               They are available at the back of the
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          1    room to escort you out should you need to leave

          2    the session or to take you to the restroom or

          3    upstairs to the seventh floor should you need to



          4    make a phone call.  Cell phones do not work well

          5    here in the Great Hall.

          6               Because leaving the building is

          7    difficult, we have refreshments at the back of

          8    the room.  Hopefully the coffee will hold out.

          9    But if not, you might want to get up and get

         10    some now.  Like this morning's session, this

         11    afternoon's session will be a combination of

         12    presentations and discussion.

         13               Around 3:20 we will take a

         14    fifteen-minute break and then come back for

         15    another hour and a half, finishing this session

         16    around 5:00 p.m.  These hearings will resume

         17    tomorrow morning at 9:30 at the FTC, just one

         18    block down Pennsylvania Avenue with a discussion

         19    of many of these same issues from an Asian

         20    perspective.

         21               As you are no doubt already aware from

         22    this morning's session, the acoustics here in the
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          1    Great Hall are less than perfect.  Those of you

          2    in the audience, if you have trouble hearing you



          3    may want to move to a different seat.  Our

          4    audio-visual specialist in the back of the room

          5    has a limited number of amplification devices

          6    available if you would like to try one.

          7               Panelists, I would ask that you

          8    speak directly into the microphones and try to

          9    enunciate even more clearly than I'm sure you

         10    always do.  And speak perhaps a little more

         11    slowly.  Also for some reason the microphones

         12    take a second or two to activate.

         13               So after you first start it may be a

         14    second before people can hear you.  I'm going to

         15    ask the speakers to stick as closely to their

         16    presentation time as possible so that everyone

         17    has a fair opportunity to present their views

         18    and so that we have time for discussion.

         19               If there are people in the audience

         20    who have questions that you would like us to put

         21    to the panelists, please come up at the end of

         22    the session or during the break and we'd be happy
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          1    to put those questions.



          2               For the speakers if you want to

          3    offer an intervention, please raise your flag

          4    OECD-style and I will call on you.  With that

          5    introduction, let me now turn to our first

          6    presentation by Dr. Mehta from the European

          7    Commission.

          8               KIRTIKUMAR MEHTA:  Good afternoon,

          9    ladies and gentlemen.  And my special thanks

         10    to Bill Kolasky and Bill Kovacic first for the

         11    invitation to come and also the opportunity to

         12    present to you our current legislation and how

         13    we see it being reviewed.

         14               Let me first start with what the block

         15    exemption -- what it means in our situation.  As

         16    most of you are aware, Article 81(1) of the EC

         17    treaty prohibits agreements that prevent,

         18    restrict, or distort competition, and 81(3)

         19    allows for exemption for those agreements which

         20    confer sufficient benefit to outweigh the

         21    anticompetitive effects.

         22               And the Commission currently has
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          1    the exclusive power to write those exemptions

          2    and also it can provide those exemptions for

          3    categories of agreements.  And in fact the block

          4    exemption is the regulatory way we do that.  If

          5    you look at the block exemption regulation today,

          6    a number of restrictions are permitted both on

          7    licensor and on licensee.

          8               Many of these are indeed often the

          9    common situation when the licensor wants to

         10    territorially assign the license, and quite often

         11    will also have some other restrictions that are

         12    enumerated in the block exemption.  The block

         13    exemption has the advantage that it provides

         14    legal security.

         15               It means that in national courts our

         16    national competition authorities will not

         17    challenge agreements that are in line with the

         18    block exemption.  And in a way we have a

         19    situation where much of the litigations that

         20    result from those are agreements that fall

         21    outside of this block exemption.

         22               The current block exemption as was
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          1    pointed out came into force in '96.  And midway

          2    through we had put in the regulation that there

          3    would be a review.  This review has been preceded

          4    by a fact finding.

          5               And in the report on the block

          6    exemption you see that a lot of detail is given

          7    on how the block exemptions worked because we

          8    addressed this question as to people who we are

          9    told are using the block exemptions or those in

         10    the licensing field to find out whether they do

         11    use them.

         12               As you see from the report, the number

         13    of the agreements that are notified to us are

         14    actually not so many.  So the bulk of it either

         15    falls under the block exemption or the bulk of it

         16    is simply not notified to anybody.

         17               So I think that is an experience we

         18    also have, and we have looked.  In the process

         19    of our reform of Regulation 17 something like

         20    80 percent of agreements are simply not notified

         21    either to Commission or to any other competition

         22    authority.

                                                                 155



          1               The review process that we have

          2    started we hope will lead towards the end of

          3    this year to a draft proposal for certain

          4    modifications based on the consultation we've

          5    had up to now.  And we hope that we will continue

          6    to get detailed comments from those who are

          7    familiar with the block exemption.  And that

          8    will help us draft these suggestions.

          9               Let me say I think the report is quite

         10    frank on what we found in this fact finding.  And

         11    many of the comments were largely that the block

         12    exemption as it stands today is rather

         13    proscriptive.  It forces agreements into certain

         14    rather narrow straitjackets.

         15               Secondly, the scope is limited to

         16    bilateral licensing agreements and doesn't cover

         17    those between several parties.  Presumably people

         18    can do a sequence of bilateral agreements, but

         19    this is from a transaction cost point of view

         20    quite expensive and may not lead to the same

         21    results.

         22               Thirdly I think many people have
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          1    found that there is no distinction in the block

          2    exemption between licensing between competitors

          3    and licensing between non-competitors.  This is a

          4    notion which is not very well developed in the

          5    block exemption.

          6               You have certain situations where

          7    licensing between what is often competitors may

          8    be block exempted, and there is no market power

          9    threshold there at all.  The only major concern

         10    of the block exemption is precisely these

         11    territorial restrictions.  So long as they are

         12    not territorial restrictions, much is allowed.

         13               A further point that comes out is

         14    that often the block exemption is not so clear

         15    as to how the territorial restrictions, customer

         16    allocation restrictions, the field of use, side

         17    license, et cetera, are going to be treated in

         18    the block exemption.  And there is a need to make

         19    this more clear.

         20               So I think that gives you a brief

         21    overview of the main points that come out of the

         22    fact finding and which are then detailed in the
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          1    report which also gives an economic assessment

          2    of how the different articles of that -- of the

          3    block exemption are supposed to work in practice.

          4               I think that if you were to look at --

          5    and this audience perhaps is probably most

          6    interested in looking at where are the major

          7    differences in policy.  And I think in the little

          8    paper I presented you see already that I have

          9    highlighted some of these aspects.

         10               Firstly, as I say, these territorial

         11    restrictions, because these are taken in

         12    Europe -- you must remember Europe is a community

         13    that is a single market which has evolved over

         14    time.  It has been from national economies that

         15    were separated perhaps by important barriers.

         16               And hence one of the most important

         17    roles for competition policy has been to ensure

         18    that those barriers which are removed by our

         19    single market program are not re-established by

         20    agreements or anticompetitive agreements which

         21    lead to segmentation of the market.

         22               And that is something that is the
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          1    reason why we have duration limits on territorial

          2    exclusivity and the focus that is there on active

          3    and passive sales.  I think that is perhaps

          4    something which is very important.

          5               And you find it in several other areas

          6    of our competition policy.  A similar issue which

          7    is not impeding parallel trade, this is an

          8    important aspect.

          9               Secondly, we up to now have not made

         10    a distinction between horizontal licensing

         11    agreements and vertical licensing agreements.

         12    And so the distinction between licenses to

         13    competitors and non-competitors is not there.

         14               And this is something that we are

         15    certainly looking at to see whether or not that

         16    could be useful to bring it to the future block

         17    exemption.  In the report now it also mentions

         18    several issues for discussion, and perhaps I

         19    would leave you with some of these elements for

         20    reflection and comment.

         21               First is the question whether the



         22    block exemption currently covers patents, pure
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          1    patents, or know-how and only covers trademarks

          2    and other rights if they are ancillary to the

          3    main transaction.  Should we broaden this scope?

          4               I think the issue here is that if we

          5    wanted to do that we would have to change the

          6    Council Regulation which is the one we call

          7    a negative regulation.

          8               Our legislative architecture is

          9    that the Council Regulation indicates the areas

         10    in which the Commission may make a block

         11    exemption.

         12               And the existing Council Regulation

         13    limits it to essentially patents and to the

         14    know-how.  And if you were to change that, that

         15    would take a period of two to three years before

         16    we could do that.

         17               It may well be that in our proposal

         18    for Regulation 17 which currently is being

         19    discussed by Council we have put rather a broad

         20    article which says that the Commission would have



         21    the power to bring in block exemptions where they

         22    felt that they were needed.
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          1               But this article is currently --

          2    delayed in Council and it's not clear that the

          3    Council will accept that article and give this

          4    power to the Commission.

          5               Secondly, an issue that we have is

          6    that of multiple -- licensing agreements between

          7    multiple parties.  This in the current one is

          8    limited.  And even if you take the possibilities

          9    that are every joint venture, there again it's

         10    limited by a market threshold.

         11               And it is one of the questions that

         12    today we are considering, whether or not we

         13    should also allow multiple parties in license

         14    agreements.  The issue here is rather that such

         15    agreements have become quite important.  And

         16    today we have a number of them notified to us

         17    because they don't fall in the block exemption.

         18               In the future, under the reform of

         19    Regulation 17, the new procedural regulation does



         20    not foresee any notification.  It will also not

         21    foresee therefore a non-opposition procedure.

         22               So in what we would like to call the
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          1    modernized world, we shall have -- the natural

          2    question people raise is what will happen if this

          3    block exemption doesn't cover the agreements

          4    between multiple licensors or licensees.

          5               It may well be that we cover it in the

          6    block exemption.  But currently our reflections

          7    are not complete on that subject.  There is of

          8    course the alternative that in the future we

          9    would do like it is done in the U.S., a business

         10    review letter in relation to such type of

         11    agreements.

         12               They cannot be notified, but of course

         13    we could make business review letters.  In fact

         14    in the last year we have made already -- I'll

         15    give an example of a business review letter by

         16    producing one on on-site licenses which was an

         17    issue that was very controversial some ten years

         18    ago.



         19               Thirdly, the question of license

         20    agreement between non-competitors, and here

         21    without excluding other options the report

         22    proposes a framework where you will see that we
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          1    are thinking of making this distinction and to

          2    have a much more lenient regime with a shorter

          3    list of hard core articles or restrictions as

          4    regards licensing between non-competitors and a

          5    longer list of hard core and the market share

          6    threshold for licensing between competitors.

          7               This is an idea that of course has

          8    interested several people who have commented on

          9    our report.  Of course people are not happy with

         10    having a market share threshold.  And, secondly,

         11    people are not very happy with whatever

         12    definition we may come up with for competitor

         13    and hence non-competitor.

         14               Already if you look at our vertical

         15    restraints block exemption and the horizontal

         16    restraints block exemption, we have defined there

         17    what we understand to be competitor, and more



         18    important potential competitor.

         19               But this is not an area where you can

         20    say very clearly in black and white what are the

         21    situations in an exhaustive way that you are

         22    thinking of.  And quite clearly this option will
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          1    have support depending upon how we resolve these

          2    two issues.  These are I would say the most

          3    important issues.

          4               The other one which is to see how

          5    the other property rights would be dealt with.

          6    Clearly there we are currently having the review

          7    of these direct European patents.  And what the

          8    directive will have as regards certain rules on

          9    licensing will be an important element.

         10               A second point is that we are also

         11    discussing protecting software.  There once again

         12    we are not at this stage quite clear what will be

         13    the final compromise on those directives.  So

         14    that will depend on developments in those areas

         15    before we have a clear idea.

         16               I can say that up to now the



         17    consultations with our Member States have more or

         18    less shown that the enthusiasm for extending the

         19    scope to software, to other IP rights is not I

         20    would say so important.

         21               I think that too many complications

         22    come with that vis-a-vis the national laws in
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          1    those areas.  And so it's not something that we

          2    would be able to undertake in this exercise.

          3               I think I wanted to basically stop

          4    there because I think these are the main

          5    elements.  You can read the report and also the

          6    written submission of comments that I have made

          7    which goes into a bit more detail on the issues

          8    that I touched upon.  Thank you very much.

          9               WILLIAM KOLASKY:  Thank you, Kirti.

         10    Because most of the other speakers will be

         11    commenting on the block exemption report, I'm not

         12    going to ask them at this point to comment on

         13    Kirti's presentation.

         14               But if any of you have any clarifying

         15    questions that you would like to ask Kirti, we



         16    have time for you to do that before we move on to

         17    the next speaker.  In that case let's move on to

         18    Fiona Carlin who is going to give us her comments

         19    on the block exemption report.

         20               FIONA CARLIN:  Good afternoon.  I'd

         21    like to start by thanking our hosts for inviting

         22    me to speak this afternoon.  It is my pleasure to
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          1    be here.  And I'm going to probably repeat to

          2    some extent some of the points that have already

          3    been expressed by Dr. Mehta.  And I apologize for

          4    doing that from the outset.

          5               But what I thought I would do is focus

          6    primarily on how industry sees the current rules

          7    and how difficult they are to apply in practice

          8    and then give you some reaction from an industry

          9    and private practitioner side on the Commission's

         10    proposals to change.

         11               It's already been mentioned that the

         12    current block exemption entered into force on the

         13    1st of April, 1996.  That happened one year after

         14    the U.S. licensing guidelines were published.



         15    And yet there is very little policy from the U.S.

         16    guidelines that finds its way into the block

         17    exemption regulations.

         18               And if you compare the new proposals

         19    for a revised technology transfer block exemption

         20    with the American guidelines, you see how far

         21    the EU/U.S. dialogue has advanced.  And I think

         22    that's generally welcomed in Europe.
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          1               The word straitjacket has often

          2    been applied to the existing block exemption

          3    regulation.  And I will go a little bit further

          4    than that because I believe that the current

          5    rules are a minefield of quirky drafting and

          6    pitfalls for the uninitiated.

          7               So I think all in all the Commission's

          8    evaluation reports and the proposals to change

          9    the current rules have been very widely welcomed

         10    by industry and private practitioners in Europe.

         11    I'd like to say a few words about why the date

         12    2004 is important.  Two things will happen in

         13    2004, one of which Dr. Mehta has already



         14    referred to.

         15               First and foremost the EU is likely to

         16    enlarge from an existing 15 member countries to

         17    up to potentially 25 member countries, and some

         18    of those nations will join the EU it is expected

         19    in 2004.

         20               And as part of that development,

         21    the European Commission has launched this

         22    modernization debate of the competition rules

                                                                 167

          1    and Article 81 in particular.  It's proposing

          2    to abolish the individual exemption procedure.

          3               Dr. Mehta has already mentioned that

          4    a lot of license agreements don't fall within

          5    the safe harbor of the existing block exemption

          6    regulation because it's so narrowly drafted.  And

          7    yet they haven't been notified to the European

          8    Commission for exemption.

          9               But I think it's important to bear

         10    in mind that maybe one of the reasons why those

         11    agreements haven't been notified is that the

         12    parties know that there is the possibility that



         13    if their license agreement is challenged they

         14    can go to the Commission and seek an individual

         15    exemption which offers them some degree of

         16    protection.

         17               Currently an individual exemption

         18    would not apply retroactively, but it would be

         19    certainly influential in a court's discussion

         20    as to the acceptability or not of particular

         21    restraints.

         22               What's being proposed is that
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          1    individual exemption procedure will be abolished

          2    and that national courts and national competition

          3    authorities will be able for the first time to

          4    apply Article 81 in its entirety.  So the current

          5    monopoly that the Commission has in granting

          6    exemption will be abolished which will mean much

          7    more enforcement I think at the national level.

          8               So coupled with the fact that we're

          9    going to have a lot more enforcement at the

         10    national level and a lot of new authorities

         11    enforcing the new regime, industry is very



         12    concerned that any revised block exemption

         13    regulation be as clear and consistent as

         14    possible so that the enforcement environment

         15    is predictable.

         16               Whereas the current block exemption,

         17    in the Commission's own words, is so proscriptive

         18    that it tends to discourage efficient

         19    transactions and hamper the dissemination

         20    of new technologies.  The drawbacks of the

         21    current regulation are many.

         22               First of all, it applies only to
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          1    patent licenses, know-how licenses, or mixed

          2    patent and know-how licenses.  It's already

          3    been said that it only applies to bilateral

          4    agreements.  It does contain rather old rules

          5    limiting the duration of any territorial

          6    exclusivity that is conferred on licensees.

          7               And just a few words on that.  Under

          8    the current system in a pure patent license

          9    territorial exclusivity is accepted for as long

         10    as there are parallel patents in force in the



         11    territory of the licensor and the territory of

         12    the licensee.

         13               For pure know-how licenses territorial

         14    exclusivity is accepted for a period of ten years

         15    starting on the date on which the products are

         16    first put on the market anywhere in the European

         17    Union.

         18               And with regard to mixed patent and

         19    know-how licenses, territorial exclusivity is

         20    accepted for as long as there are necessary

         21    patents in force in the territories concerned

         22    or for the period of ten years or whichever of
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          1    those periods is the longest.  So that's already

          2    a complicated system to apply.

          3               One of the major drawbacks of the

          4    regulation as well is that it expressly prohibits

          5    any extension of the duration of the territorial

          6    restraints by the inclusion of any improvements.

          7    And that's a serious drawback, a disincentive to

          8    license if you like.

          9               Dr. Mehta has already outlined the



         10    main issues that the Commission is proposing to

         11    change.  And very briefly, a new block exemption

         12    will be available up to dominant thresholds for

         13    agreements between non-competitors.

         14               Agreements between competitors will be

         15    subject to a 25 percent market share threshold

         16    with quite an extensive blacklist of prohibited

         17    restraints including not only price fixing but

         18    output restraints, territorial and customer

         19    restraints.

         20               And he has mentioned the narrow

         21    definition of competitors which would exclude

         22    from the notion of competitors the situation
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          1    where one company's innovation constitutes a

          2    sweeping breakthrough so that its competitors

          3    would require access to that breakthrough to

          4    remain competitive.

          5               And it would also exclude from the

          6    notion of competitors the situation where two

          7    companies are in a blocking position.  And I

          8    think that's to be welcomed.  Industry reaction



          9    generally to the new proposals has been broadly

         10    in favor of a more liberal system that's on the

         11    table.

         12               The Commission, we're glad to see, is

         13    proposing to abandon this arbitrary ten-year

         14    duration limit on territorial restraints in

         15    know-how licenses.  We're opposed to the per se

         16    exclusion of licenses involving dominant firms.

         17    And we welcome the proposal to extend the block

         18    exemption regulation to cover a wider range of

         19    intellectual property rights.

         20               In particular at least the American

         21    Chamber of Commerce welcomes the notion of

         22    expanding the block exemption to cover software
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          1    copyright and design rights, although we don't

          2    particularly see any need to have a regulation

          3    covering pure trademark licenses or copyright

          4    contents licenses.

          5               I've mentioned that industry is

          6    broadly positive to the suggestions to narrow

          7    the definition of competitors which means that a



          8    greater range of agreements will fall within the

          9    more generous system envisaged for agreements

         10    between non-competitors.

         11               We urge a more nuanced approach to

         12    the blacklist of prohibited restraints that the

         13    Commission is proposing to insert in relation to

         14    agreements between competitors.  The Commission

         15    is proposing to prohibit as such all territorial

         16    and output restraints.

         17               And we would argue that where the

         18    licensor is below a 25 percent market share

         19    threshold and for as long as an agreement is

         20    non-reciprocal and for as long as a licensee is

         21    not restricted in the use of its own technology,

         22    perhaps in those situations the Commission could
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          1    be a little more generous or a little less

          2    suspicious of agreements between competitors.

          3               I suppose the main concern that

          4    industry has is the proliferation of market share

          5    thresholds that are being proposed.  These are

          6    the thresholds that parties will have to look at



          7    when in the future they try to determine whether

          8    or not they fall within the new block exemption

          9    safe harbor.

         10               I think industry has been

         11    very vociferous in the past in opposing the

         12    introduction of market share thresholds in

         13    licensing block exemptions.  I think this time

         14    around there's resignation to the fact that we're

         15    going to have to live with market share

         16    thresholds.

         17               However, we are asking the Commission

         18    to produce guidelines which will make our life as

         19    easy as possible in trying to apply some of these

         20    thresholds, particularly, when you are talking

         21    about tension in multiple markets, not only the

         22    product market, but the technology market
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          1    concerned as well as innovation markets in some

          2    cases.

          3               When you think about the modernization

          4    proposals and the fact that in a couple of years'

          5    time we're going to have 25 national authorities



          6    and national courts applying these rules, I think

          7    the need for clarity on market definition issues

          8    and market threshold issues becomes really

          9    paramount.

         10               I'd like to turn briefly and consider

         11    a couple of particular restrictions and look

         12    at how the current rules deal with those

         13    restrictions and what the Commission is proposing

         14    in terms of their treatment in the future.

         15               First of all, non-compete clauses, the

         16    current regulation prohibits non-compete clauses

         17    all together.  However, it does say that if the

         18    licensee chooses to compete with the licensor's

         19    technology the licensor can terminate any

         20    territorial exclusivity conferred and may stop

         21    licensing future improvements to the technology.

         22               The new rules would appear to be
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          1    much more rational in that they would permit

          2    non-compete clauses in agreements between

          3    non-competitors but continue to prohibit

          4    non-compete clauses where a license is entered



          5    into between competitors.  And we would welcome

          6    this more liberal approach.

          7               The provisions currently dealing with

          8    assignment and grantbacks of improvements are

          9    complicated to say the least.  The current

         10    regulation prohibits any obligation on the

         11    licensee to sign its improvements back to the

         12    licensor.

         13               And it does permit reciprocal license

         14    back obligations provided that such obligations

         15    are non-exclusive for as long as the improvements

         16    are not severable.

         17               And that means that if a licensee

         18    comes up with an improvement which can be

         19    exploited independently of the licensed

         20    technology, it must be free to exploit that

         21    improvement independently.

         22               And therefore it may grant the
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          1    licensor a non-exclusive license to use those

          2    improvements, but it must remain free to exploit

          3    the improvement on the market itself.



          4               This is a complicated regime.  The new

          5    rules we're told will be more generous in terms

          6    of grant back clauses.  But we're not very clear

          7    on just how generous they will be.

          8               But I will say since we have the

          9    benefit of Dr. Mehta's presence here today that

         10    when you consider in particular a licensor that

         11    has technology that maybe he licenses out to

         12    multiple licensees in different fields of use,

         13    these grant back provisions and the prohibition

         14    of assignment makes his life very difficult in

         15    terms of managing the relations with multiple

         16    licensees and making sure that the technology is

         17    exploited to its maximum.

         18               So I think there is certainly room for

         19    a more generous approach to assignment and grant

         20    back clauses.  The block exemption regulation

         21    today contains some very odd drafting on no

         22    challenge clauses.  Basically the licensor may
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          1    not prohibit the licensee from challenging the

          2    validity of the patents or know-how it has



          3    licensed.

          4               However, the licensor may terminate an

          5    agreement if the licensee disputes the validity

          6    of the underlying know-how or patents or may

          7    terminate the license of a patent if the licensee

          8    challenges that such a patent is not a necessary

          9    patent.  I'm not going to go into this in more

         10    detail.

         11               But just even comparing those two

         12    indents, the difference in language, it is not

         13    clear why in one case you can terminate the

         14    agreement and in another case you can terminate

         15    the patent license.  Drafting problems I think

         16    prevail throughout the current block exemption

         17    regulation.

         18               The Commission in its evaluation

         19    report says in any future regime they may take

         20    a slightly less restrictive approach to no

         21    challenge clauses.

         22               And they are aware of the fact that if
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          1    the licensor is a weaker party perhaps in that



          2    kind of situation a no challenge clause would be

          3    acceptable in order for the licensor to ensure

          4    that the licensee is not going to run away with

          5    its confidential know-how.  I think that's also

          6    very welcome.

          7               I think I'll just say a few words in

          8    conclusion.  Given the complexity and the narrow

          9    scope of the current regulation, industry is very

         10    generally positive towards the Commission's

         11    proposals to change.

         12               There are nonetheless pitfalls that

         13    we would urge the Commission to consider very

         14    carefully, some of the main ones being:  a very

         15    strict approach that they seem to be taking

         16    towards license agreements involving dominant

         17    companies;

         18               A very strict approach they want

         19    to take concerning all agreements between

         20    competitors; the dangers inherent in multiple

         21    market share thresholds in a decentralized

         22    enforcement system.
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          1               And therefore we would urge the

          2    Commission when it produces its draft block

          3    exemption regulation for consultation later this

          4    year to present at the same time draft guidelines

          5    which as much as possible clarify some of these

          6    issues so that we get a whole package to comment

          7    on in the hope that the new system moving forward

          8    will be more coherent and more generous to

          9    technology transfer.  Thank you very much.

         10               WILLIAM KOLASKY:  Thank you very

         11    much, Fiona.  Kirti, is there any part of Fiona's

         12    comments that you would like to respond to or any

         13    questions you may have for her?

         14               KIRTIKUMAR MEHTA:  No.  I think

         15    overall the comments are very useful.  And I

         16    think as regards the conclusions I would agree

         17    that what we are foreseeing is generally regarded

         18    as in the right direction.  This is the comments

         19    that we have had.  We realize the issue with both

         20    is defining potential competitors.

         21               Secondly, because after all you know,

         22    technology, almost everybody in that field or
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          1    related fields you could say can be on that very

          2    similar technology trajectory.  So how do you

          3    define who is the potential competitor?

          4               I think the case of very drastic

          5    innovation is a very distinct case and people

          6    can recognize that very easily.  But that is not

          7    a very common situation.  The common situations

          8    we are talking about are really incremental

          9    improvements in technology.  And hence that is

         10    an issue that we are looking at.

         11               Market definition, certainly I agree.

         12    And I think if we look at our guidelines and

         13    horizontals and R & D you see we have the market

         14    for the product.  Then there is a technology.

         15    Then there's what you might call the R & D or

         16    innovation market.  And the innovation market I

         17    must say is rather difficult to define.

         18               And very often you end up by saying,

         19    well, if there are three or four pools, well,

         20    then we will take this into account.  But why

         21    four?  Why not two?  Why not five?  I mean it is

         22    absolutely arbitrary how you go about doing it.
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          1    Nevertheless we have certainly followed this line

          2    for the R & D pools.

          3               But that is an issue that we are

          4    looking at very much.  And certainly we take to

          5    heart the comments that people have made.  I also

          6    think Fiona's comments bring out many of the

          7    elements that are already there.

          8               For example, the reason why people

          9    don't notify is because there is this possibility

         10    retroactively to come to the Commission, the

         11    possibility that of course in the future we will

         12    not have the notification system, but for the

         13    technical license we have had it right from the

         14    start for a long time.

         15               One last point which is on

         16    modernization and enlargement, I think perhaps

         17    one should not too much exaggerate that there

         18    will be many players in the enforcement.  It's

         19    true.  But the Commission still remains there at

         20    the center and will be developing policy.  Block

         21    exemption is certainly an important instrument

         22    which we will do.
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          1               In the modernization, the draft

          2    regulation, you also talked about business review

          3    letter which is an instrument we have not had up

          4    to now.  So you should look in the perspective

          5    that you have block exemption, certainly also

          6    guidelines.  We are thinking here too to develop

          7    guidelines.  What happens when the block

          8    exemption safe harbor doesn't cover you?

          9               And these business review letters I

         10    personally see as a way of dynamically keeping

         11    the guidelines up-to-date because issues in which

         12    we will do the business review type of thing are

         13    those which are not covered in block exemption,

         14    which are not covered in guidelines, and there is

         15    a specific issue that comes up for which we will

         16    make a response rather than -- a response because

         17    we think it's not covered at that point.

         18               And so I think in that respect there

         19    will be uniform application of the EU rules which

         20    of course will be another major advantage of the

         21    modernization, that you have a common set of

         22    substantive rules being applied.  And we would
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          1    like to also let our guidelines be applied also

          2    by the national authorities and by the courts.

          3               WILLIAM KOLASKY:  Thank you very much.

          4    You anticipated my next question which was going

          5    to be whether you were thinking about guidelines,

          6    and I'm pleased to hear that you are.  Yee Wah

          7    Chin is now going to offer a summary of the ABA's

          8    comments and views on the technology block

          9    exemption report.

         10               YEE WAH CHIN:  Good afternoon.  Thank

         11    you to the Antitrust Division and the Commission

         12    for inviting me to participate in these hearings.

         13    My assignment, as Bill said, is to discuss the

         14    ABA comments on the EC evaluation report on the

         15    technology transfer block exemption.

         16               I'm speaking only as a member of the

         17    working group that drafted the comments, not

         18    on behalf of the ABA or any of its sections.

         19    These comments on the TTBE report were issued

         20    jointly by the ABA sections of antitrust law,

         21    international law and practice, and the

         22    intellectual property law section.
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          1               The comments compared the EU and U.S.

          2    approaches in the IP area.  We endorse the basic

          3    thrust of the TTBE report.  And we certainly urge

          4    the Commission to apply additional flexibility

          5    and incorporate a broader scope in any future

          6    block exemptions in the IP area.

          7               Since the focus of these two days of

          8    the hearings is an international comparative law

          9    perspective, I'm going to focus on those parts of

         10    the ABA comments that are comparing the EU and

         11    the U.S.

         12               My PowerPoint actually covers all the

         13    comments, and I understand that the PowerPoint

         14    will be posted on the FTC website so that if

         15    anyone is interested they can see all of my

         16    PowerPoints which I don't expect to go through

         17    today.

         18               And in any event, the ABA comments

         19    themselves are posted on the ABA website on both

         20    the web pages of the antitrust law section and

         21    the international law section.  And I believe



         22    they will also be posted on the FTC website.  So
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          1    you can't miss them if you went looking for them.

          2               The joint comments are comments of

          3    the three ABA sections only.  They are not ABA

          4    policy, and they are not approved by the house of

          5    delegates or the board of governors of the ABA.

          6    I think I now have gotten all the categories

          7    covered.

          8               In comparing the EU and the U.S.

          9    we had six areas that particularly struck us

         10    where our differences in approach can lead to

         11    significantly different results.  First and

         12    most fundamentally is the view of the role of

         13    competition law with respect to intellectual

         14    property rights.

         15               Second is the view of market power

         16    that's in intellectual property, approaches to

         17    dominant positions and to monopolization, our

         18    characterizations of licenses, our view of

         19    vertical restraints, and certainly our very

         20    different procedural contexts that we act in.



         21               The role of competition law in the IP

         22    area, the EC report discusses the potential role
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          1    of competition law in intervening and trying to

          2    improve the balance that's provided by IPR law,

          3    the balance that is provided in the IPR law for

          4    incentives to innovate and not to overprotect or

          5    underprotect the innovator's work.

          6               As a result of this sort of urge to

          7    intervene in this way, an IPR holder might not

          8    be able to obtain maximum royalties in the EU

          9    without offending the competition law.  There

         10    is this concept there of excessive prices.  And

         11    it might be more likely that a dominant IPR

         12    holder might be subject to compulsory licenses.

         13               In comparison in the U.S. the balance

         14    of incentives to innovate is determined by

         15    Congress in the patent laws.  We don't see the

         16    antitrust law as seeking to improve in particular

         17    cases the balance that was reached by Congress in

         18    the patent law.  The IPR holder is entitled to

         19    get what royalties the market will bear.



         20               And it is very rare that we might find

         21    that somebody has an essential facility that may

         22    require compulsory licensing.  I mean it's not
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          1    that it hasn't happened, but it is certainly a

          2    rare beast.  On the other hand of course if

          3    patent rights are used as a sword instead of a

          4    shield it might violate the antitrust laws in

          5    the U.S.

          6               The EU seems to have developed a

          7    distinction for the role of competition law

          8    in the IP area by distinguishing between the

          9    granting and existence of IP rights which are

         10    granted of course by member states and still

         11    not centralized in any way.

         12               And in that area they have concluded

         13    that it is not affected by competition law,

         14    whereas the exercise of IP rights is subject to

         15    competition law.  In contrast I believe in the

         16    U.S. with Walker Process we do have the concept

         17    that if you had obtained a patent fraudulently

         18    that may be an antitrust violation.  So I think



         19    there is some difference there.

         20               In terms of the market power of

         21    intellectual property rights, there's still some

         22    indication that in the EU there is an inference
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          1    that there is a legal monopoly from IPR.  And

          2    that term is used several times in the TTBE

          3    report so that there is sort of a presumption

          4    that you have a substantial market power that

          5    can exist simply by holding some intellectual

          6    property rights.

          7               In the U.S. we now have a feeling that

          8    IPR is really just another property right.  And

          9    it is a property right -- of an exclusive right

         10    over certain technology.  So we apply the same

         11    general antitrust principles to IPR as to any

         12    other property right.  So therefore there is

         13    really no presumption of market power from merely

         14    holding certain IPR.

         15               For example, take paper clips which

         16    now are quite mundane.  There have been many

         17    patents issued over the years on paper clip



         18    designs.  And maybe the first patent on paper

         19    clips which embodied the concept of trying to

         20    clip together items with a twisted wire has a

         21    certain amount of market power.

         22               But I tend to think that the

                                                                 189

          1    one hundredth patent on paper clip design doesn't

          2    give you much except exclusive rights over the

          3    particular way you're twisting your wire to make

          4    that paper clip.  So you can also analogize it to

          5    having ownership of a factory.

          6               The market power that you have from

          7    ownership of a factory really turns on how many

          8    other factories are nearby that produce a similar

          9    product.  You may not have any market power at

         10    all, or you may have a lot if you are the only

         11    one in town with that factory.  Our view towards

         12    monopoly or dominant position is also very

         13    different.

         14               Article 82 prohibits the exploitation

         15    of market power by a dominant firm.  And again

         16    you have this concept of excessive pricing, so



         17    therefore monopoly pricing may generally be

         18    frowned upon.  Whereas in the U.S. we prohibit

         19    monopoly only if it is obtained or maintained by

         20    improper means.

         21               So therefore simply having high prices

         22    generally is not enough if you were to get those
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          1    high prices as a result of a monopoly that was

          2    gained by having a superior product on the

          3    marketplace.

          4               The combination of these differences

          5    in terms of the inferences that we draw from the

          6    mere holding of intellectual property rights and

          7    the differences in how we treat the holding of

          8    market power leads to significant differences in

          9    the treatment of IP licenses.

         10               In the EU therefore you might find

         11    more frequently that IP licenses are unacceptable

         12    for competition law reasons than in the U.S.  The

         13    characterizations of licenses is a major area

         14    that we thought was a difference.  In the EU you

         15    focus on the competitive relationship of the



         16    parties to the license.

         17               So depending on whether you are

         18    characterized as competitors or non-competitors

         19    different rules apply to you in terms of the IP

         20    license types and terms that you enter into.

         21    As we see it under the existing TTBE, you're a

         22    competitor if you manufacture competing products
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          1    or you are competing manufacturers.

          2               The proposal in the TTBE report

          3    proposes to limit the definition of competitor

          4    so that you would be a non-competitor even if you

          5    produce competing products if, one, the license

          6    involves a sweeping breakthrough so that no

          7    longer would you be competing unless you both

          8    have that breakthrough or if the licensor or

          9    licensee are in a blocking position with respect

         10    to the licensed IPR.

         11               But the focus is still primarily in

         12    terms of the characterization of the parties to

         13    the license.  The focus in the U.S. is much less

         14    on the competitive relationship of the parties,



         15    although that is not to say that if Coca-Cola and

         16    Pepsi were to enter into a license between the

         17    two of them for some IP that our agencies would

         18    not start scrutinizing it very closely indeed.

         19               But the rules that would be applied

         20    to that license would not be dictated by that

         21    competitive relationship between Coke and Pepsi

         22    per se.  I think we consider much more the nature

                                                                 192

          1    of the competition absent the license.  We

          2    consider the relationship of the parties

          3    relative to the subject matter of the license.

          4    So suppose again you take paper clips.

          5               If one of the paper clip manufacturers

          6    developed some new machine to make paper clips

          7    that really does a great job whatever design

          8    paper clip you've got, and a competing

          9    manufacturer of paper clips has basically been

         10    just buying paper clip making machines from other

         11    folks to make the design that they've got,

         12    suppose the two enter into a license where one of

         13    them gets the license to use that new machine.



         14               Well, under the EU concept if

         15    I understand correctly those two would be

         16    competitors and therefore the license would

         17    be subject to tougher rules than between

         18    non-competitors.  Whereas in the U.S. they would

         19    be considered as having a vertical license and

         20    would be subject to the more rule of reason

         21    general approach of vertical restraints analysis.

         22               Or suppose you have both paper clip
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          1    makers developing new machines on their own.

          2    Unfortunately neither of them can use their own

          3    machine without infringing on the patents of the

          4    other.

          5               In that case under the proposals in

          6    the TTBE report these two entities would not be

          7    considered competitors.  But in the U.S. a

          8    cross-license between those two in order to clear

          9    their blocking positions might be considered more

         10    of a horizontal relationship.  And it might be

         11    viewed a little more skeptically.

         12               Or suppose that you've got one paper



         13    clip maker that has found a new way to make paper

         14    clip wire very efficiently and another paper clip

         15    maker has found a new way of twisting the wire in

         16    any way you would like.  And it's best of course

         17    if you have those two in a combination and they

         18    could really make super paper clips.

         19               Well, in that case it does seem that

         20    under both EU and the U.S. approaches, under EU

         21    they would be considered non-competitors and in

         22    the U.S. it would be considered more of a
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          1    vertical license.  So therefore they would be

          2    both looked at less stringently.

          3               But the key is that in the U.S. we

          4    seem to focus much more on the vertical or the

          5    horizontal nature of the license and not on the

          6    parties.  The vertical restraints, we have

          7    differences there.  And the EU seems to apply

          8    their vertical restraints analysis to where the

          9    IP license is as between non-competitors.

         10               And the U.S. of course we apply to

         11    vertical licenses.  And the restraints that we



         12    cover are things like exclusivity, field of use,

         13    customer groups, and territories.  The EU has

         14    much more concern on intrabrand competition.

         15    They are concerned about the possibility of

         16    coordination among licensees to a licensor.

         17               And they have special concerns about

         18    territorial restrictions perhaps in light of its

         19    market integration objective.  I guess you could

         20    characterize the EU approach perhaps more like

         21    what we had in Schwinn bicycles plus the market

         22    integration imperative.  Whereas in the U.S. we
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          1    may have an approach that's guided very much by

          2    GTE/Sylvania.

          3               We focus much more on interbrand

          4    competition.  And in the vertical context we

          5    do have concerns about foreclosure of access to

          6    input, the possibility of raising rivals' costs,

          7    and certainly of course the possibility of

          8    coordination among competitors, especially if

          9    you have a network of vertical arrangements.

         10               The procedural context in which IP



         11    licenses are considered are very different

         12    between the two jurisdictions.  For IP licenses

         13    in the EU you have to analyze first how you

         14    categorize that license.  And then within the

         15    license each restriction has to fit within the

         16    exemption.

         17               And under the block exemption the

         18    restrictions are mostly questionable unless they

         19    are specifically exempted or fall into one of

         20    the categories in some way, you know, how they

         21    are treated:  if it's white listed, if it's

         22    black listed, or under gray clauses.
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          1               And then again there might be

          2    exclusions from any of the above depending on

          3    again the situation.  The block exemption covers

          4    only patents and patents with know-how licenses.

          5    And so you don't have any guidance at all really

          6    for, say, a copyright license or a peer know-how

          7    license.

          8               There is also some concern about

          9    consistency across exemptions as the TTBE report



         10    points out.  There are areas where the various

         11    exemptions that are out there now may not be

         12    fully consistent so that it might be a challenge

         13    to see where a particular arrangement actually

         14    fits within which exemption.

         15               And with modernization indeed there

         16    is a prospect of review by various member states.

         17    And in each case you've got the deal right now

         18    with the whole process of possibly individual

         19    notification and opposition possibility and

         20    possibility of withdrawal of exemption.

         21               In the U.S. our general concept

         22    is that everything is permitted unless it is
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          1    specifically prohibited.  And the IP guidelines

          2    provide safety zones outside of which rule of

          3    reason applies.  And the guidelines do provide

          4    a strong road map as to the approach that the

          5    agencies will take where there are scenarios that

          6    fall outside the safety zone.

          7               And the guidelines cover patents,

          8    copyright, and know-how.  But basically again we



          9    focus on a functional analysis and not so much of

         10    categorization of the licenses as such.  So this

         11    is a quick tour over the comparisons between the

         12    EU and the U.S. that we discuss in the ABA

         13    comments on the TTBE report.  Thank you very

         14    much.

         15               WILLIAM KOLASKY:  I don't want to

         16    get us too far behind schedule.  I do have one

         17    question for Kirti though.  I thought that one of

         18    the most provocative comments of Yee Wah was the

         19    suggestion that the EU presumes market power from

         20    the existence of IP rights, whereas in the

         21    United States we do not.

         22               And, Kirti, I wonder if you could
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          1    respond to that.  Is that true?  And if not,

          2    maybe you can give us some reassurance.

          3               KIRTIKUMAR MEHTA:  I think in the

          4    report itself -- I believe it's in point 28

          5    where certainly I think the words used are legal

          6    monopoly.  But whether it was market power or

          7    not it is a method of what are the substitutes



          8    available.  It says so in that report.

          9               So I think -- personally I think this

         10    is perhaps not such a big difference as these

         11    comments may lead you to believe.  I think some

         12    of the other comments certainly and myself I said

         13    that we have difference as regards vertical

         14    restraints.

         15               And I explained the reason for

         16    vertical restraints essentially from a

         17    competition point of view to prevent foreclosure.

         18    That is certainly something recognized here, what

         19    you call exclusive dealing.

         20               Or a second issue is of price

         21    discrimination.  This is for -- in the European

         22    context you are to look upon it as segmenting
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          1    the market.  That is quite an important issue

          2    for reasons of market integration.  And there

          3    certainly the emphasis I would say is different.

          4               WILLIAM KOLASKY:  Thank you very much.

          5    Next we will have comments from James Leavy.

          6               JAMES LEAVY:  Mr. Chairman, thank you



          7    very much for inviting me here.  I've come a long

          8    way.  It's my second day here.  It's 9:10 p.m.,

          9    and I'm getting a bit tired.  So we have three

         10    preliminary issues we have to get through before

         11    we actually reach the presentation.

         12               One is can I stay awake for the next

         13    ten minutes to make the presentation.  The second

         14    is can you stay awake for ten minutes to listen

         15    to my presentation.  And the third is in the

         16    absence of my seven-year-old son who is in bed

         17    in Paris, can I make my PowerPoint presentation

         18    work.

         19               My comments are based on the report

         20    that the Licensing Executives Society made in

         21    connection with the block exemption regulation

         22    although I'm not speaking on behalf of LES.
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          1    I'm speaking on my own behalf.

          2               Our comments on the block

          3    exemption regulation are perhaps a little bit

          4    more controversial than the comments of the

          5    American Chamber of Commerce or the American Bar



          6    Association.  And I'd like to explain to you why

          7    they are a bit more controversial and to try to

          8    justify why we've made those comments in the way

          9    we have.

         10               In order to do that we actually have

         11    to go back to basics and ask ourselves what the

         12    role of the block exemption system is in European

         13    competition law.

         14               The existence of the block exemption

         15    system is linked to the structure of European

         16    competition law and the system of obligatory

         17    notifications which have arisen out of that

         18    structure the way it has worked for the last

         19    30 years or so.

         20               Under Article 81 there's a two-step

         21    approach to the analysis of any agreement.  Under

         22    Article 81(1) you decide whether the agreement
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          1    is in principle restrictive of competition.  And

          2    that's a fairly formalistic analysis.  There's

          3    not too much economics in that the way it works

          4    now and has worked for the last 30 years.



          5    There's very little economics.

          6               Once you have passed that formalistic

          7    stage -- and that's fairly easy to get past --

          8    the burden then shifts to business to obtain an

          9    exemption under Article 81(3).  And if you can't

         10    obtain the exemption, you have a problem.

         11               And in principle under Regulation 1762

         12    you cannot get an exemption without going to the

         13    Commission and notifying the agreement.  And

         14    notifying an agreement is a very burdensome

         15    business.  It takes a long time.

         16               You have to bring a lot of information

         17    and you spend a lot of time at it.  You give

         18    the Commission a lot of information.  And your

         19    competitors know that you have notified because

         20    it is a matter of public knowledge.  So people

         21    don't like notifying agreements.  If they can

         22    avoid it, they would like to do that.
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          1               If you don't notify an agreement you

          2    should have notified, that has very serious legal

          3    consequences in Europe.  You can be fined, and



          4    your agreement is -- even if you do manage to

          5    get an exemption after you have notified it, the

          6    legal effect of that exemption is back dated only

          7    to the time when you notified.

          8               What happened before that is sort of

          9    a legal limbo.  So it's not a nice thing if you

         10    haven't notified and you should have.  The block

         11    exemption regulations, they provide a means of

         12    benefiting from this magic exemption you have

         13    to have if your agreement is restrictive of

         14    competition under the formalistic test.

         15               The block exemption gives you the

         16    benefit of the exemption without having to

         17    notify your agreements.  That's where the block

         18    exemption system arises from.  That's where it

         19    comes from.  That's what we're talking about.

         20               And block exemptions have been adopted

         21    in the past in those circumstances where the

         22    Commission feels that it has sufficient knowledge

                                                                 203

          1    about the types of agreements that are subject

          2    to the exemptions that it can say in which



          3    circumstances an agreement or a practice can

          4    benefit from the block exemption.

          5               And although it is not the official

          6    purpose of the block exemption system, the block

          7    exemption regulations in practice have become a

          8    kind of code of conduct that provides legal

          9    security for business.  If you follow the rules

         10    of the block exemption you are okay.  You don't

         11    have to notify.  Nobody will bother you.

         12               The 1996 regulation covered patent

         13    licenses, know-how licenses, and mixed licenses.

         14    Now, at the time the Commission wished to

         15    introduce a market share threshold test for

         16    extending the benefit of the block exemption

         17    to certain types of territorial and other

         18    restrictions.

         19               There was a big debate about this.

         20    It went on for several months.  It went all the

         21    way up to the Commission itself.  It became a

         22    political matter.  It was decided and discussed
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          1    at a full meeting of the Commission.



          2               It wasn't just a technical decision.

          3    And the Commission backed down.  They backed down

          4    under pressure from various business interest

          5    groups including LES and other professional

          6    groups.

          7               And therefore in its present form

          8    the block exemption regulation provides legal

          9    security to business which is based essentially

         10    on the terms of the contract.

         11               You draw up your contract.  You look

         12    at the contract.  Do we have white clauses?  Yes.

         13    Do we have black clauses?  No.  We're okay.  We

         14    don't need to go any further.  We don't need to

         15    notify.  We have security.

         16               Two things, the Commission is now

         17    evaluating the block exemption system for patents

         18    and know-how licenses.  But at the same time

         19    there is a proposal to abolish the notification

         20    system all together.  And as I say right from

         21    the beginning, the block exemption system arises

         22    because of the requirement of notifying in order
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          1    to obtain the famous exemption under 81(3).

          2               So there's some question as to

          3    what the block exemption system would do in a

          4    community competition law where there was no

          5    longer any requirement or any possibility of

          6    notifying to obtain an individual exemption.

          7               But we are interested in the fact

          8    that the competition director in general is

          9    increasingly aware of and influenced by the U.S.

         10    approach to the antitrust aspects of licensing.

         11               And this is shown in some of the

         12    comments in the Commission's evaluation report:

         13    the fact that they do make the point that IP

         14    rights are an important factor in economic

         15    development; the fact that they do say that

         16    licensing is in principle a pro-competitive

         17    activity;

         18               And the fact that they also make

         19    the point that in order to assess the likely

         20    competitive impact of a license you do have to

         21    look at things like the structure of the relevant

         22    market and the role that the companies to the
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          1    license play in that market;

          2               And the fact that, yes, it is the

          3    case that provisions in license agreements can

          4    have a different impact according to whether

          5    the agreement is made between competitors or

          6    non-competitors, at what stage they are in the

          7    market.  And so that's the Commission's suggested

          8    solution in summary.

          9               There are, in the case of licenses

         10    between non-competitors, restraints which are not

         11    related to the exploitation of the licensed IP

         12    subject to a 30 percent market share, but not

         13    including certain hard core restrictions which

         14    are always prohibited, and a dominance threshold

         15    for restraints related to the exploitation of the

         16    licensed IP, and in the case of licenses between

         17    competitors, an overall market share threshold

         18    of 25 percent and again with a hard core list of

         19    restrictions, certain things that you can not do

         20    in any case regardless of what your market share

         21    is.

         22               I'm being very quick going over this
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          1    because I think we are going to have discussion

          2    on the actual terms itself.  Now, all of this

          3    sounds very realistic in the same way that the

          4    U.S. licensing guidelines are meant to be and

          5    probably are in general terms realistic in their

          6    approach to licensing in the real economic

          7    environment.

          8               And this is the point that we do want

          9    to make very strongly to the Commission.  The

         10    block exemption is not a set of guidelines that

         11    explains official policy.

         12               The block exemption in the European

         13    competition structure as it now exists represents

         14    a set of conditions which business must

         15    absolutely satisfy in order to avoid having to

         16    make an individual notification to the Commission

         17    if their agreement is formalistically restrictive

         18    of competition.

         19               It's a very, very different context

         20    that we're operating under.  The guidelines are

         21    one thing.  Block exemption is another.  And

         22    that is in the case where the burden of proof is
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          1    essentially on business to justify a license and

          2    not on those attacking the license to justify

          3    their position.

          4               In the U.S. it's up to those attacking

          5    the license, whether it's the authorities or

          6    anybody else.  The license is prima facie okay

          7    under the antitrust laws unless you can show the

          8    contrary based on showing the impact of the

          9    license or the likely impact of the license

         10    in its real economic context.

         11               In the European context we're in a

         12    different situation.  The burden of proof passes

         13    very quickly under Article 81 to business to show

         14    why its license agreement should be and has to be

         15    exempted.  Now, in this context it's important to

         16    know that if you benefit by the block exemption

         17    that benefit is not absolute.

         18               The Commission can in individual

         19    cases move to withdraw the benefit of the block

         20    exemption so that even if you say -- you make the

         21    availability of the block exemption relatively

         22    easy you are not giving a carte blanche to
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          1    business.

          2               You are not saying that the

          3    competition authorities no longer have any

          4    control simply because a block exemption applies

          5    to a particular contract.

          6               And it's at that stage when the

          7    Commission moves to withdraw the benefit of the

          8    block exemption, it's at that stage that a set of

          9    realistic guidelines to explain the Commission's

         10    policy would be very useful and could well be

         11    appropriate because when the Commission decides

         12    to withdraw the benefit of the block exemption

         13    in effect the burden of proof passes to the

         14    Commission to show why the benefit of the block

         15    exemption should be withdrawn.

         16               So what if the centralized

         17    notification system is abolished?  It gets rid

         18    of one of the arguments, in fact the initial

         19    argument for having a block exemption in the

         20    first place because you no longer have to notify

         21    to be exempted, so why do you have the block

         22    exemption.



                                                                 210

          1               But the burden of proof resolution --

          2    reason for granting a straightforward and

          3    presumed exemption will continue to exist because

          4    the structure of Article 81 will not have changed

          5    even though the centralized notification will no

          6    longer exist.

          7               And that second reason, the burden of

          8    proof reason, will become even more valid, if you

          9    like, since the granting of the exemption which

         10    would still be necessary would be in the hands of

         11    what I'd call a myriad of national authorities

         12    rather than a single entity being the Commission.

         13               And remember again that the block

         14    exemption would not be a carte blanche, would

         15    not be an absolute benediction to a particular

         16    agreement.  The presumed exemption could always

         17    be overturned.  The Commission could withdraw it

         18    or national authorities could move to withdraw

         19    it.

         20               So our view is as long as Article 81

         21    retains its present structure and approach,



         22    that's a formalistic approach to deciding whether
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          1    an agreement is restrictive of competition, plus

          2    the necessity to justify obtaining an exemption,

          3    then we think there should be a system of

          4    presumed exemption.

          5               And they are not absolute

          6    presumptions.  They are rebuttal presumptions

          7    based on what we've called the contract, the

          8    whole contract, and nothing but the contract, and

          9    then a set of guidelines that will tell us as to

         10    the basis on which the authorities would seek to

         11    overturn a presumed exemption.

         12               And that would indicate to us what

         13    sort of things we would have to avoid in order

         14    to have the benefit of the exemption threatened.

         15               And if we can therefore make the

         16    distinction between the role of the block

         17    exemption system or the presumed exemption system

         18    and a set of guidelines as to the policy of

         19    the authorities, then I think we can have a

         20    discussion, a realistic discussion based on



         21    many of the proposals which the Commission has

         22    discussed in its evaluation report and taking

                                                                 212

          1    into account the United States' approach in the

          2    licensing guidelines as to what we could put in

          3    the block exemption or the presumed exemption

          4    regulation on the one hand and the guidelines

          5    on the other.

          6               But those would be guidelines not

          7    for enterprises to justify why they should get

          8    the exemption, but as in the United States,

          9    guidelines as to what the policy of the

         10    authorities would be where they seek to withdraw

         11    the benefit of an exemption given on the basis of

         12    an exemption regulation which is based in turn on

         13    the contract, the whole contract, and nothing but

         14    the contract.  Thank you.

         15               WILLIAM KOLASKY:  We're into our break

         16    period, but I want to ask James one question if

         17    he can give me a brief answer perhaps so we don't

         18    intrude too much on the break.

         19               With respect to what you described



         20    as the formalistic approach to Article 81 in

         21    determining whether or not an agreement is,

         22    quote, unquote, restrictive, is that inherent in
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          1    the language of Article 81(1) or is that a matter

          2    of interpretation by the courts which could be

          3    changed to move closer to the U.S. position where

          4    the plaintiff has the initial burden of showing

          5    harm to competition before the burden shifts to

          6    the defendant to show that the alleged restraint

          7    is in fact pro-competitive?

          8               As you may know, in the United States

          9    we went through that debate over the last several

         10    years which was finally resolved by the Supreme

         11    Court in the California Dental case.

         12               JAMES LEAVY:  In one sense it's not

         13    inherent -- it's only inherent to Article 81(1).

         14    But I think the presence of Article 81(3) was

         15    initially and continues to be an influence on

         16    the way in which Article 81(1) is interpreted.

         17    If you apply a rule of reason test to determine

         18    whether there is a violation of Article 81(1),



         19    why would you need Article 81(3)?

         20               I think that the presence of

         21    the structure of the article itself almost

         22    inevitably gave rise to the type of formalistic

                                                                 214

          1    interpretation of Article 81(1) and then the

          2    emphasis being placed on what you had to do in

          3    order to obtain the exemption under Article

          4    81(3).

          5               If the initial text had just stopped

          6    at 81(2), a lot of things might have been

          7    different and we might be talking about something

          8    else today other than the block exemption

          9    regulation.

         10               WILLIAM KOLASKY:  I'm sure that some

         11    of the other panelists may have comments on this

         12    issue as well.  But why don't we take our break,

         13    and when we resume Peter Alexiadis, Will Tom, and

         14    Maurits Dolmans and Mark Janis will share their

         15    views with us.  Thank you.

         16               (Recess.)

         17               WILLIAM KOLASKY:  I threw out a



         18    provocative question right before the break,

         19    but I really do want to make sure we get through

         20    all of our speakers.  So I'm going to turn

         21    immediately to Peter Alexiadis.

         22               And any of the panelists do have
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          1    further comments on the question I put to James,

          2    perhaps we could discuss that at the end of the

          3    session.  And I'm now going to turn the chair

          4    over to my co-moderator, Bill Kovacic.

          5               WILLIAM KOVACIC:  Thank you, Peter.

          6    Whenever you are ready.  Thank you.

          7               PETER ALEXIADIS:  Ladies and

          8    gentlemen, I'm pleased to be here.  And I thank

          9    the Department of Justice and the FTC for the

         10    invitation.  I'm not going to speak on behalf

         11    of humanity at large, but on behalf of myself.

         12               I have a fairly narrow topic which

         13    follows fairly naturally in the sequence of what

         14    we've heard today in the sense that it's really

         15    only realistically viable to assess what the

         16    community's response to multilateral licensing



         17    agreements is having heard all of the previous

         18    speakers.

         19               And they raise a number of interesting

         20    issues which will mean now that as I broach some

         21    of those areas they will not be new to you.

         22               I've decided to look at the fairly
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          1    vexing question of should a revised block

          2    exemption regulation have broader coverage so

          3    that it embraces all forms of multilateral

          4    licensing arrangements including patent pools,

          5    reciprocal licensing arrangements, and licenses

          6    with respect to joint ventures.

          7               As I said, you've heard a lot of

          8    the issues touched upon before by the previous

          9    speakers.  So I won't go into those.  The main

         10    issue as far as I'm concerned is as follows.

         11               I believe that in this area at least,

         12    unless I'm being overly optimistic, that there

         13    is a greater possibility of U.S. antitrust rules

         14    and the European competition rules more or less

         15    adopting a similar approach.  We're hamstrung in



         16    Europe from doing that by two major obstacles.

         17               The first one is the market

         18    integration goal which does not embrace

         19    comfortably all issues of efficiency in

         20    innovation in pursuing the goal of unifying

         21    the European Union.  And that is not an antitrust

         22    goal.  But it's a very explicit goal, and it's
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          1    one that's replete through the administrative

          2    practice and case law.

          3               And we are dealing with a structure of

          4    Article 81 which is there which we've inherited

          5    which will not go away.  And it's the heady

          6    cocktail of the way Article 81(1), 81(2), and

          7    81(3) operate which makes the European approach

          8    to these things that much more difficult to

          9    comprehend.

         10               In essence we've got an absolute

         11    prohibition up front.  And that absolute

         12    prohibition has been interpreted consistently

         13    over a number of decades in a very strict way.

         14    It is then followed by an absolute sanction of



         15    nullity should you breach Article 81(1).

         16               And then it is followed by an express

         17    power of the Commission to exempt and only the

         18    Commission to exempt should you breach Article

         19    81 (1).

         20               So consequently it leads to the

         21    difficulty that the last speaker was alluding to

         22    and particularly in the licensing field where the
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          1    hub of everything that we're talking about is

          2    enforceability because we are not talking about,

          3    as we do in a lot of other contexts, whether or

          4    not an antitrust regulator is going to be

          5    somewhat aggrieved by the anticompetitive

          6    conduct going on in the marketplace.

          7               Quite the contrary, in most licensing

          8    contexts we are concerned about whether or not

          9    the parties can enforce their agreements given

         10    what is on the record and given that those

         11    agreements will inevitably be challenged in

         12    national courts.  Again it's important to

         13    remember the way the European Union operates.



         14               And why those concerns are less

         15    appropriate for multilicensing agreements is

         16    because the level of cooperation through parts of

         17    an industry or among competitors is such that the

         18    enforceability issue becomes less important.

         19               It becomes less important because

         20    if you're going to engage in that level of

         21    cooperation once you lose trust among one

         22    the whole deal is off.  Therefore, enforceability
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          1    becomes more or less an all or nothing exercise.

          2               Whereas in a licensing context it's

          3    key that the licensee not run away with the

          4    fruits of your labor on the back of an

          5    unenforceability obligation.  So I think there

          6    we have a chance to move together as two systems.

          7    But we probably need to do it incrementally.

          8               Now, I'm just going to quickly run

          9    through some of the problem areas that we have

         10    and some of the drivers from a substantive point

         11    of view and from a procedural point of view again

         12    to give you a better context of how we should



         13    look at these issues.

         14               First and foremost as I said earlier,

         15    the intrabrand competition issues are much more

         16    important in Europe than they are in the U.S.,

         17    and they do not necessarily produce rational

         18    competition results all the time.

         19               Dr. Mehta did allude to two instances

         20    however where they can produce anticompetitive

         21    issues which even in a U.S. context would be

         22    taken into consideration even not at the height
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          1    level of concern.

          2               We do as a result of a legacy of

          3    administrative practice I believe -- and this is

          4    where I agree with the ABA commentator who wasn't

          5    speaking on behalf of the ABA, but was speaking

          6    on behalf of someone.  I do agree with her that

          7    we have probably had an overfascination with

          8    classifying competitors in terms of actual or

          9    potential or non-competitors.

         10               And that essentially, again if you

         11    look back historically, was the result of a



         12    desire by the Commission to try to overcome

         13    the difficulties of the absolute prohibition

         14    under Article 81(1).

         15               And by classifying or characterizing

         16    market actors as not direct competitors, they

         17    were able to sidestep the Article 81(1)

         18    prohibition and therefore de facto create a

         19    type of rule of reason analysis.

         20               The courts in Europe have done their

         21    job as well by trying to skate past the issue of

         22    Article 81(1) relative to Article 81(3) and
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          1    talking about the effect on competition in

          2    general of certain types of agreements.

          3               And a body of jurisprudence has

          4    developed over the course of time however in

          5    practice -- I'm speaking as a practitioner now --

          6    largely ignored except by the bravest of counsel

          7    on the continent when one is looking about legal

          8    certainty and this vexed issue of enforceability.

          9               Market definition has also proven to

         10    be a highly controversial issue as we have moved



         11    to gradually historically attempting to impose

         12    more a market based analysis on this rather than

         13    the straitjacket approach.

         14               And the difficulty has been the rather

         15    obvious one.  Namely it's difficult enough trying

         16    to configure your marketplace and your market

         17    definition at the start of the licensing

         18    agreement.  But how do you do that two, three,

         19    four, five years later, particularly when it's

         20    innovative technology?

         21               So again you're running through the

         22    bogey of this unenforceability issue right smack
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          1    dab in the middle of a licensing arrangement

          2    which was perfectly legal a few years ago.

          3               The other issue that has arisen that I

          4    find interesting from a practical point of view

          5    is the mantra of effective competition, the

          6    ability to withdraw the benefits of a block

          7    exemption should there be not effective

          8    competition in the relevant market covered by the

          9    license.



         10               And that is an interesting one as well

         11    because the doctrine of effective competition

         12    most recently is developing a standard which is

         13    no different than dominance.

         14               Therefore you should ask yourself if

         15    effective competition means dominance, why don't

         16    we say dominance, and why aren't we just

         17    concerned about market power in a licensing

         18    context and forgetting about a lot of the rest.

         19    I just believe that's food for thought.

         20               Another point that Fiona Carlin

         21    mentioned earlier was the plethora of competing

         22    market share benchmarks which are very, very
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          1    confusing to clients.  I dare not say that they

          2    are confusing to lawyers because we wouldn't have

          3    a job unless there was a degree of confusion.

          4               But they are very confusing to

          5    clients.  And it's difficult for them to

          6    tiptoe between the tulips of ten percent,

          7    twenty percent, twenty-five percent, and

          8    thirty percent at any given point of time



          9    and knowing precisely where they stand.

         10               Another point that's worth adding is

         11    that in innovative markets and particularly when

         12    we are talking about the information society type

         13    of products, it's very difficult to get comfort

         14    from a block exemption when the marketplace is

         15    changing so rapidly.  This alludes to the point I

         16    was raising earlier about the way things change.

         17               The other point that you should note

         18    is that EC competition rules outside the context

         19    of Article 81(3) are totally incapable of dealing

         20    with the evaluation of efficiencies in the way

         21    you would deal with efficiencies under your

         22    antitrust rules.
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          1               And I think that's borne out by the

          2    explicit language of Article 81(3) which is all

          3    about evaluating efficiencies.  And if it is

          4    that explicitly stated there, it doesn't exist

          5    anywhere else.

          6               And the fact that we're having a

          7    series of ongoing debates now about efficiencies



          8    in the context of the merger regulation suggests

          9    that we don't have an efficiencies doctrine.  We

         10    never have had, and we'd like to pretend that we

         11    have had.

         12               The other point to note is that people

         13    tend to forget a case called Delimitis decided

         14    quite a while ago now in the context of EC

         15    jurisprudence which made it quite clear that

         16    block exemptions are straitjackets.  That's

         17    precisely what they are, and they're nothing else

         18    but that.  And I advocate the words of Mr. Leavy

         19    in that respect.

         20               So from substance to procedure, there

         21    is a difficulty with broadening the scope of the

         22    TTBE block exemption for the simple reason that
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          1    if we were to seriously contemplate bringing

          2    multiparty licensing within its scope we would

          3    have to change the enabling regulation under

          4    which it is adopted itself.

          5               That is not an insignificant task.  I

          6    think Fiona Carlin alluded to that as well, that



          7    it is not an insignificant task which will take

          8    possibly a year if not more.  That's the way the

          9    EC works.  And not only that, it will probably

         10    require a complete re-evaluation of all other

         11    forms of multiparty cooperation in the context

         12    of all other block exemptions.

         13               So you can see that this is not an

         14    easy task.  And so I'm going to lead you straight

         15    to my conclusion, but we'll take a bit longer to

         16    get there.  Namely I would be very pleased if

         17    there was nothing in the block exemption to do

         18    with multiparty licensing all together and that

         19    it be dealt with separately.

         20               I can speak on behalf of clients to

         21    say no matter how tedious it is as an antitrust

         22    lawyer to deal with block exemptions, European
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          1    business has found it at least a point of

          2    certainty, a reference point which they can

          3    deal with.

          4               And they like that.  And anything

          5    which suggests greater flexibility on the part



          6    of antitrust regulators is good from an electric

          7    point of view.  But business doesn't quite see

          8    that in as warm and cuddly a light as

          9    practitioners would.

         10               The sink of nullity also provides in

         11    European law terms a completely different spin on

         12    your idea of a safe harbor.  Your idea of a safe

         13    harbor is a promise on behalf of the regulators

         14    to say that we're never going to take action

         15    other than in a situation which at least

         16    satisfies this criteria.

         17               Under the European system it is

         18    virtually having the opposite psychological

         19    effect exactly.  It is virtually an incitement

         20    to challenge the enforceability of agreements

         21    because they don't satisfy this criteria.

         22               And that is because of the history of
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          1    the way block exemptions have been interpreted

          2    because it's in the power of the individual

          3    parties to challenge enforceability, not in the

          4    hands of the European Commission as would be the



          5    case with the DOJ, for example.

          6               The other point to remember as well

          7    is the power of exemption lies only with the

          8    European Commission, not with the national

          9    courts, not with national competition bodies.

         10               We have had difficulties and we

         11    will continue to have difficulties with the

         12    modernization which is occurring now within the

         13    community as more power is devolved from the

         14    center to the periphery with the accession

         15    nations.

         16               As it becomes quite clear that all

         17    these new competition authorities and all these

         18    issues which will arise do not have the power of

         19    exemption.  We have a doctrine in the community

         20    which has developed separately called the

         21    doctrine of severance.

         22               And namely you're able to rip out
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          1    an offending prohibition which is prima facie

          2    anticompetitive in order that the remainder of

          3    the transaction or the agreement be held on foot.



          4               The difficulty with that has been the

          5    difficulty recognized for a number of decades

          6    now, that by doing that a national court de facto

          7    is kind of giving an exemption in many respects

          8    because Article 81(3) refers to agreements.

          9               It doesn't refer to provisions of

         10    agreements.  It agreements in totality.  In

         11    practice it has not posed a problem.  It has

         12    never posed a problem.  But the reality has been

         13    that a lot of academic writing has been spilled

         14    on that issue.

         15               Now, I propose that the way we deal

         16    with multiparty licensing agreements is by

         17    adopting a balancing test made up of three limbs

         18    because ultimately what we are seeking to do in

         19    the European Community is what you're seeking to

         20    do here.  And that is namely to weigh the risks

         21    of cooperation against the benefits of

         22    innovation.
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          1               We're probably better off by shelving

          2    the potential actual or non-competitive scenario



          3    that we've been looking at in the past and

          4    focusing more on the effects of the licenses as

          5    to whether or not fundamentally they are vertical

          6    or horizontal in nature.

          7               And I propose that we adopt a

          8    tripartite test which essentially looks at

          9    structure, conduct, and performance in evaluating

         10    those.  The structural issues will be those that

         11    will be underlying the industry in which the

         12    licensing arrangement is taking place and an

         13    evaluation of market power.

         14               Secondly, we should look at the

         15    modalities of the licenses.  And I use the word

         16    modalities because it is one of the most popular

         17    words in European Community jargon and probably

         18    means absolutely nothing to anyone here.  But we

         19    should look at the modalities of the way the

         20    licenses work.

         21               And that will help us to understand

         22    the relationship between licensor and licensee,
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          1    the relationship between the licensor and other



          2    suppliers, and the relationship between other

          3    licensees so that when we are making -- drawing

          4    conclusions about foreclosure and lack of access

          5    and so forth that they can be more or less

          6    informed by those key drivers.

          7               And thirdly, we should be quite

          8    explicit as to what are anticompetitive practices

          9    which we foresee that might stem in a worst case

         10    scenario from multilateral licensing agreements.

         11    So structure of the market.

         12               We should be looking at the underlying

         13    products that are developed, and we should be

         14    looking at the technology.  We do not as yet in

         15    Europe have your tripartite breakdown of IP

         16    markets in terms of product, technology, and

         17    innovation.  We do have products and technology

         18    however.

         19               I tend to agree with Dr. Mehta that

         20    the innovation markets approach doesn't quite sit

         21    comfortably with our administrative practice and

         22    jurisprudence today.  It's probably more relevant
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          1    in an evaluation of market power at the end of a

          2    process.  But currently it's a very unruly horse

          3    for us to ride.

          4               And I find I probably in general

          5    believe that innovation markets are very, very

          6    difficult to assess from a licensing point of

          7    view.  In terms of market power, ultimately the

          8    key issue here is whether or not the joint use of

          9    IP rights aggrandizes market power and therefore

         10    also raises barriers to entry.

         11               And quickly, evolving markets,

         12    identifying market power is arguably possibly

         13    better addressed by first identifying the likely

         14    abuses which are likely to occur.

         15               We've had a lot of historical

         16    experience under Article 81 where we have a

         17    history of abuse of configuring the market

         18    around the abuse rather than going through the

         19    analytical step of first identifying the market

         20    and then the market power.  So we work backwards

         21    as a shorthand.

         22               In terms of the modalities of the
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          1    multilateral licensing arrangements, we should

          2    be trying to determine whether in net they act

          3    as an entry facilitator, promote open standards,

          4    promote innovation, technology dissemination,

          5    lower transaction costs without raising them for

          6    others.

          7               And we probably do so by amongst other

          8    things -- and I refer to your April 17th hearings

          9    where a list of issues have arisen which I will

         10    address in a paper subsequent to this, the types

         11    of issues which should be taken into the cocktail

         12    mix.

         13               And that's namely the relative

         14    importance of blocking patents in the technology

         15    mix, the existence of so-called patent thickets,

         16    and the constant minor improvements which might

         17    be achieved through a multilateral licensing

         18    arrangement, the effects of previous

         19    anticompetitive conduct in the sector are I think

         20    highly relevant, the effects of exclusivity, the

         21    number of excluded actors from a multilateral

         22    licensing arrangement relative to the market as
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          1    a whole, and so on.

          2               Last but not least we should be

          3    clear about what anticompetitive practices we

          4    are concerned about.  Clearly de facto an actual

          5    cartel-like behavior is of primary concern.  And

          6    why do we need to identify these issues?

          7               We need to identify these issues

          8    because if we do adopt an approach which focuses

          9    on vertical and horizontal restraints we've got

         10    in community law an existing set of building

         11    blocks that we can do that consistently.

         12               And when we're looking at de facto

         13    cartel-like behavior, we can refer to the

         14    horizontal guidelines that we now have which

         15    provide industry with a lot of guidance.

         16               Secondly, we're concerned about

         17    foreclosure and raising rivals' costs as that

         18    expression has been used earlier.  And there

         19    again we have some guidance.  We have the

         20    vertical restraints guidelines, and we have a

         21    rule of thumb which talks about 30 percent of

         22    the market being foreclosed to raise issues for



                                                                 234

          1    competitors.

          2               And last but not least, we have the

          3    reduction of incentives to engage in R & D which

          4    has the result of delaying innovation.  And again

          5    we can draw on the horizontal guidelines and

          6    Article 82 jurisprudence.  And in that sense

          7    there are a lot of standardization issues which

          8    I'm sure Maurits will cover later.

          9               So what should the desired approach

         10    be in Europe which over time would start to look

         11    very much like a U.S. approach?  I will propose

         12    that we adopt guidelines for multilateral

         13    licensing.  I would propose that we exclude

         14    it from the block exemption all together.

         15               I would propose that we look at it in

         16    terms of clear, vertical, and horizontal issues

         17    and market power issues.  I propose that we

         18    identify clearly the negative effects that we

         19    might suppose could result in a worst case

         20    scenario so parties know precisely what they

         21    are getting into.

         22               And I propose as the previous speaker
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          1    said that there be no presumption of illegality

          2    at all but we talk about how the competition

          3    regulators would like to see these issues on

          4    balance so that again it becomes an issue of

          5    the parties not having to be concerned about

          6    regulation.

          7               Again because enforcement is not an

          8    issue that is unlikely to prove burdensome in

          9    this situation.  Thank you.

         10               WILLIAM KOVACIC:  Thank you, Peter.

         11    I was wondering if Will perhaps could give his

         12    presentation now since Will like Peter will be

         13    addressing in many ways multiparty licensing

         14    issues.  And following Will's presentation, we

         15    can take a few minutes to discuss the points that

         16    both have raised.

         17               WILLARD TOM:  Thank you, Bill, and

         18    thank you to both the Antitrust Division and the

         19    FTC for having me here today.  Like the previous

         20    speaker, I am not speaking on behalf of any

         21    particular organization or group.

         22               What I would like to do before I get
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          1    into the multiparty licensing issues is just make

          2    a few comments about the TTBE report itself.

          3    I think -- and it may just be my capacity

          4    for several self-delusion and my general

          5    Pollyanna-ish attitude.

          6               But I really think that it is

          7    remarkable the degree of convergence between the

          8    Commission and the U.S. authorities in just over

          9    five years since the TTBE went into effect.  And

         10    here I'm not referring simply to the TTBE report

         11    itself, but also to the wealth of material that

         12    the Commission has produced in the last few

         13    years:

         14               The 1999 amendment of Regulation 17

         15    which dispensed with the need for prior

         16    notification in the case of vertical agreements,

         17    the vertical block exemption that same year,

         18    the block exemptions for R & D agreements and

         19    specialization agreements, and the guidelines on

         20    vertical restraints in the year 2000, and the

         21    guidelines on horizontal cooperation agreements



         22    in 2001.
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          1               If you look at these documents, you

          2    will see really I think something of a sea change

          3    in approach.  And I am much less pessimistic

          4    than I think some of the previous speakers like

          5    Mr. Leavy as to the ultimate effect and the

          6    ability of businesses to function under the

          7    European approach.

          8               I think together these documents

          9    represent a huge movement away from the black,

         10    white, and grayness of prohibited, permitted, and

         11    exemptible practices and toward a regime in which

         12    the market conditions in which the practices

         13    occur play a much more important role.

         14               And in the report itself one also sees

         15    indications that Commission staff would like to

         16    see a wider scope for intellectual property

         17    owners to exploit their intellectual property

         18    including licensing exclusive rights not just to

         19    particular territories but also to particular

         20    fields of use and customer groups and so on.



         21               One also sees a trend toward applying

         22    the same basic principles to all forms of
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          1    intellectual property, not just patents and

          2    know-how but also copyrights and the like.  And

          3    chief among those principles that they would

          4    apply is a distinction between competitors and

          5    non-competitors which as we know is a key

          6    distinction in the 1995 U.S. guidelines.

          7               And finally I think the block

          8    exemption report makes clear that the distinction

          9    between competitors and non-competitors is

         10    largely defined by what would have occurred in

         11    the absence of a license which I think itself

         12    was a step forward on the U.S. side in terms of

         13    analyzing these issues.

         14               And we ought I think to step back now

         15    and again on the U.S. side and recognize that

         16    some of the problems that we may see in European

         17    approaches are not so far from issues that we

         18    have dealt with on this side of the Atlantic and

         19    continue to grapple with today.



         20               Yee Wah Chin talked about the basic

         21    rule of reason approach and the property approach

         22    taken on this side of the Atlantic that patents,
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          1    for example, confer no legal monopoly.

          2               But if you look at court decisions,

          3    you will see that phrase legal monopoly all over

          4    the place.  And sometimes it's used as a way of

          5    distinguishing it from an economic monopoly, and

          6    sometimes it's not.  Yee Wah talked about the

          7    safety zones outside of which the rule of reason

          8    applies.

          9               But of course in a couple of decisions

         10    in district courts in pharmaceutical patent

         11    settlement cases in the last couple of years

         12    we've seen a most quick and heavy handed

         13    application of the per se rule in ways that in

         14    reading commissioner's statements the agency

         15    certainly doesn't seem to have had in mind when

         16    they brought their cases.  But it's there in U.S.

         17    law.

         18               So I think on both sides there is



         19    something of a progression here and something of

         20    a struggle with some difficult issues.  So what

         21    do we make of this for what U.S. enforcers should

         22    take away from the European experience which
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          1    I gather is the principal purpose of these

          2    hearings?

          3               And I think in part you should just be

          4    very encouraged by the wide degree of acceptance

          5    of the approach that U.S. enforcement policy has

          6    gained in Europe over the last few years.

          7               And perhaps one can only hope that the

          8    U.S. courts and other U.S. agencies will be as

          9    receptive to some of these progressive ideas

         10    as our European colleagues have been.

         11               Conversely I guess the dark side of

         12    this is that the European experience does not

         13    seem to have been terribly helpful in solving the

         14    puzzles that still bedevil the U.S. authorities

         15    simply because they are very hard issues.

         16               In the U.S., for example, there are

         17    situations in patent settlement cases which I've



         18    mentioned before and also in mergers where the

         19    key question is whether there would have been

         20    competition absent a license.

         21               And the answer is that we just don't

         22    know.  And if you look at the track record over
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          1    the last several years you'll see a wide variety

          2    of approaches to that very issue.

          3               I mentioned the district courts

          4    basically take a don't ask, don't tell approach

          5    and simply skip right past the issue of whether

          6    this is a horizontal relationship and simply

          7    assume that it is.

          8               You see in some of the government

          9    cases the approach of what I call the Russian

         10    dolls.  You open up the antitrust case and inside

         11    it there is a patent case.  And you've got to dig

         12    to the bottom of the patent issues in order to

         13    know what the right antitrust answer is.

         14               And there are a number of other

         15    approaches as well which we don't have time to go

         16    into here.  I think the European counterpart in



         17    the TTBE report is the reliance on the concept of

         18    a sweeping breakthrough to identify a situation

         19    in which parties that may look like competitors

         20    are not really competitors.

         21               And there I think we're again likely

         22    to run into the problem of simply not knowing
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          1    until well after the fact.  And several of the

          2    previous speakers have mentioned to me for

          3    certainty when you're trying to put together a

          4    license, when you're trying to make investments

          5    in reliance of a particular antitrust treatment.

          6               And if you just don't know how it's

          7    going to be treated, that's going to present a

          8    problem.  But I think as the U.S. authorities

          9    have found, the desire for certainty is one

         10    thing.  But finding good ways to give it is

         11    another.  Another area of puzzlement for U.S.

         12    authorities has been the issue of patent

         13    thickets.

         14               They have played a huge role, for

         15    example, in Intel's defense of the FTC's action



         16    against it where Intel basically almost came out

         17    and said that patents were a positive hindrance

         18    not only to innovation in the semiconductor

         19    market but even to having a functioning market

         20    at all, and that the reason they flexed their

         21    muscles, if you will, was in order to cut through

         22    the patent thicket and prevent other players from
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          1    holding them up because you had hundreds if not

          2    thousands of patents reading on any product you

          3    could possibly commercialize in this market.

          4               And what did you do in that area?

          5    I think there do seem to be some different

          6    approaches in Europe.  And you've probably heard

          7    some of those approaches this morning.  I wasn't

          8    here, but I know that some of the essential

          9    facility kinds of issues were discussed.

         10               But it's not clear to me that either

         11    the U.S. authorities or the Commission would find

         12    it a satisfactory approach simply to deem the

         13    patents of Intergraph or Digital or Compaq to

         14    be essential facilities that had to be licensed



         15    royalty free to Intel.

         16               And so the puzzle that this whole

         17    patent thicket area presents -- and it still

         18    remains -- is going to be an issue that neither

         19    side is going to find terribly easy to deal with.

         20               And finally there do seem to be some

         21    key points of difference between the U.S. and EC

         22    approaches in which some of the previous speakers
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          1    have alluded to.

          2               Two in particular may be the role of

          3    market thresholds which has already been touched

          4    on, and the treatment of competition among

          5    licensees.   On market share thresholds I think

          6    there's been mention of the huge furor that

          7    erupted when the market share idea first appeared

          8    in the initial draft of the TTBE.

          9               And Caldwell -- I don't know if

         10    Caldwell is still here in the audience.  Caldwell

         11    Harrop and I went over to Brussels to appear at a

         12    public hearing while the issue was being debated.

         13    And it was during the period when the DOJ task



         14    force of which I was a member was writing our own

         15    guidelines.

         16               And I was invited to speak about the

         17    differences between the safe harbor market share

         18    provision in the U.S. guidelines and the market

         19    share provisions in the proposed block exemption.

         20               And one of the points I made was that

         21    under the kind of regime you've described today

         22    where you have a prohibition and then an
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          1    exemption, the market share plays a very

          2    different role from what it does under the

          3    safe harbor.

          4               And I think in the event the European

          5    Commission solved the problem rather neatly, that

          6    is, by taking the market share threshold out of

          7    the exemption part of the document and putting in

          8    a new withdrawal mechanism where the market share

          9    test would play a role.

         10               I think many of these problems are

         11    going to be if not disappearing entirely at least

         12    being greatly reduced in significance under



         13    modernization.

         14               I think we saw some harbingers of

         15    that in the treatment of vertical restraints and

         16    the abolition of the requirement for prior

         17    notification and the statement that the typical

         18    course would be to seek retroactive exemptions

         19    where necessary in that vertical area.

         20               And I think similar kinds of

         21    mechanisms will evolve that really make some of

         22    the more nightmarish scenarios that have been
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          1    alluded to this afternoon perhaps overblown.

          2               Just briefly on competition among

          3    licensees, I would hope that the U.S. authorities

          4    in considering the European experience would

          5    decide not to imitate the concern expressed in

          6    the TTBE report for preserving competition among

          7    licensees as an independent value.

          8               I think the U.S. guidelines took very

          9    special pains to giving the licensor freedom to

         10    create the kind of licensing arrangement that it

         11    chose to best exploit its intellectual property,



         12    just as a manufacturer has a lot of freedom to

         13    create an appropriate distribution system.

         14               And whether one chooses -- whether one

         15    as a licensor chooses multiple licensees or a

         16    single licensee, whether one chooses licensees

         17    that compete with each other versus licensees

         18    that have exclusive territories and exclusive

         19    customers or fields of use, really should be of

         20    no concern to the antitrust authorities.

         21               Let me turn for just a minute to the

         22    multiparty licensing issue.  I don't think there
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          1    is any question that multiparty licensing is

          2    becoming more important than ever in industries,

          3    particularly the kind I mentioned,

          4    semiconductors, now biotech.

          5               I mean in pharmaceuticals you used to

          6    have this model of one patent, one product, in

          7    effect the notion that the patent covered the new

          8    chemical entity, and that was what was important

          9    and would allow the innovator to earn a return on

         10    its pioneer product.



         11               Now you have in biotech situations

         12    what is very reminiscent of the patent thicket

         13    issues in electronics.  And you will probably

         14    see, I would not be surprised, biotech patent

         15    pools emerging in the near future.

         16               There are a number of complications

         17    that maybe make that less suitable than in a case

         18    of MPEG and DVD.  But I think you'll see them

         19    nonetheless.  The approach there has been

         20    actually not too dissimilar, business review

         21    letters in the U.S., individual exemptions in

         22    Europe.
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          1               Both approaches have involved

          2    comparable delays.  There is obviously a

          3    difference, and that is the business review

          4    letter is purely optional and the individual

          5    exemption is not unless you set things up so

          6    that retroactive exemptions are available.

          7               But the issue going forward as we

          8    get more experience with these kinds of pooling

          9    arrangements is how do you set up a system in



         10    which these delays will not occur, especially in

         11    fast moving industries, point one.

         12               And point two is that the issues

         13    are not limited to pooling in the context of

         14    standard setting but also situations in which

         15    more than two firms contribute both patents and

         16    complementary capabilities to a venture.  And

         17    you see partial solutions I think in the block

         18    exemptions for joint R & D and for specialization

         19    agreements.

         20               But there again you have some of these

         21    market share ceilings of 20 and 25 percent that

         22    really limit the usefulness of that approach.  So
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          1    I think there remains an issue in this multiparty

          2    licensing area that will require some work.

          3               I'm not necessarily advocating that it

          4    be part of this proposed block exemption because

          5    I recognize some of the drawbacks of delay and

          6    the need to change the underlying regulation.

          7    But it is an issue I think that ultimately will

          8    need to be addressed.  Thank you.



          9               WILLIAM KOVACIC:  Thank you, Will.

         10    Because we do want to make sure to give both

         11    Maurits and Mark a full opportunity to give their

         12    presentations and to perhaps shortchange the

         13    discussion rather than give each of them three

         14    minutes at the end to go through their talks,

         15    we're going to have both of those first.

         16               And then we'll have an extraordinarily

         17    efficient and insightful interchange at the end

         18    followed by these presentations.  So Maurits if

         19    you would, please.

         20               MAURITS DOLMANS:  Thank you very

         21    much, Will.  Thank you for inviting me.

         22    I'll be talking about the exciting world of
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          1    standardization, and in fact this is a world that

          2    can excite some people and people get very

          3    emotional about this as was remarked this

          4    morning.

          5               I'll be talking briefly about how

          6    standards organizations can deal with submarine

          7    patents.  I'll give the example of the ETSI IPR



          8    policy which is a case that happened about eight

          9    years ago.

         10               And I note that the W3C IPR policy

         11    seems to go the same way as the ETSI IPR policy.

         12    So that raises some interesting antitrust issues.

         13               I'll then discuss questions relating

         14    to non-disclosure or late disclosure or

         15    incomplete disclosure of IPRs in the context

         16    of standardization.  And there are some cases

         17    pending in Europe that might be of interest.

         18               And then finally I'll deal with

         19    licensing conditions and in what situation --

         20    how can you effectively or efficiently solve a

         21    dispute about reasonable and non-discriminatory

         22    royalties.
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          1               And if we have time maybe we'll touch

          2    on compulsory licensing in the standards context

          3    because I heard twice a question about that.  So

          4    I guess it is of interest.  So I'll touch on it.

          5               Right.  What happened in 1993 with the

          6    ETSI IPR policy?  ETSI, as some of you may know,



          7    is the formal European Telecommunications

          8    Standards Institute.  It is somewhat of an

          9    equivalent of ANSI, but geared towards

         10    telecommunications.

         11               And it has both governments as well

         12    as customers, users, and competitors in the

         13    telecommunications area as its members.  What

         14    happened was they were very worried about

         15    submarine patents.

         16               They were worried about the situation

         17    that happened here in Dell, for instance, where

         18    a standard was being developed and somebody was

         19    lurking in the background with their patent and

         20    then popped like a rabbit out of the hat when the

         21    patent is adopted -- when the standard is

         22    adopted; here is the patent; let's all of you pay
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          1    up, please.

          2               To deal with this worry they said,

          3    well, it's not only the question of let's all of

          4    you pay up, but they might also hold hostage the

          5    standards organization saying I'm not going to



          6    license; I'm going to be the only player in the

          7    standardized market.

          8               So what did ETSI do?  They imposed a

          9    requirement on all its members to license all of

         10    their essential IPRs necessary for a standard,

         11    right, unless they were withheld within 180 days

         12    from the start of standards work.

         13               This is called a license by default

         14    because what happens is standards work usually

         15    takes three years in Europe, maybe a little less

         16    long here, but it takes a long time.

         17               So if you have half a year to withhold

         18    your patents, you don't even know what the

         19    standard looks like.  You might not even know

         20    what patents you have.  You might not even be

         21    able to declare your patents because there may be

         22    pending applications.
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          1               And if you then declare what they are,

          2    what the content is of the patent application,

          3    you may actually lose your patent rights.  So

          4    this created some problems.  But it became a



          5    requirement for membership.  At least that was

          6    the proposal.

          7               And so a number of IT companies

          8    complained on Article 81 and Article 82.  They

          9    said, well, you, ETSI, you consist of a number of

         10    competitors and users; you are teaming up; you

         11    are concentrating demand under Article 81, and

         12    in fact you are dominant in the market for

         13    telecommunications standardization, and what

         14    are you doing.

         15               As a result of imposing this condition

         16    upon us, patentees, or potential patentees, you

         17    are either forcing us to accept that we have

         18    excluded and that affects our competitive

         19    position because we lose the right to influence

         20    the standards work.

         21               We lose the right, for instance, to

         22    propose technology as a standard.  We lose the
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          1    right to block a particular standard if we think

          2    that standard isn't good for industry.  And,

          3    secondly, we will not have a chance if we can't



          4    participate in the standardization work to gain

          5    experience and lead time or timely market entry.

          6               And that can be quite -- because if

          7    you know about a standard that is being

          8    developed, you can already start research and

          9    development in the implementations.  You get to

         10    market a year or two before the others.  You take

         11    the cream out of the revenues.  So it's quite

         12    important to be a member of these organizations.

         13               The Commission solved it by sending a

         14    letter to ETSI saying, well, a mandatory license

         15    default, mandatory because it was enforced by

         16    exclusion from membership, and license by default

         17    because everything is licensed unless you

         18    withhold it, reduces the incentive to compete

         19    through innovation because companies would

         20    normally want to differentiate their products.

         21               And if you can't do that because you

         22    are compelled to contribute your patents to
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          1    standards, it reduces innovation.  In addition

          2    the Commission took into account the defection



          3    of important companies that may have important

          4    technologies could affect the quality of European

          5    standardization and therefore the quality of

          6    standard compliant products.

          7               So there was a settlement reached.

          8    And this might be of interest to the W3C as well.

          9    The settlement says an IPR policy must call for

         10    essential IPR before the standard is agreed, not

         11    immediately after the start, but just before it

         12    is agreed.

         13               Each member must inform the standards

         14    body timely of any essential IPR of which it is

         15    aware, whether it is its own or a third party's.

         16    The ETSI director will then ask will you please

         17    license on fair, reasonable, and

         18    non-discriminatory terms.

         19               And if, yes, fine, no problem although

         20    we'll come later to the question of what happens

         21    if then these terms are a little higher than what

         22    the parties originally expected.
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          1               But if the license is refused, then



          2    the ETSI director will ask for an explanation, a

          3    reasoning.  If the reasoning isn't good enough,

          4    they may refer it to the European Commission for

          5    compulsory licensing.

          6               And if the Commission doesn't want to

          7    deal with that or if ETSI doesn't want to deal

          8    with the licensing request, they will withdraw

          9    the standard.  So that's the ETSI IPR policy.

         10    What we see in the W3C is there is a big debate

         11    going on especially involving the open source

         12    community about what should be the internet

         13    standardization IPR policy.

         14               And for a while there was the

         15    requirement that there is a debate between should

         16    it be royalty free licensing or should it be a

         17    royalty bearing licensing.

         18               And the April 2002 IPR policy says,

         19    well, do you want a royalty free standard and

         20    therefore we require everybody to license all

         21    essential IPR for free unless they are withheld

         22    within 60 days, not 180 days, but from
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          1    requirements document.

          2               So it is a little later in the

          3    standardization process.  But if you don't do

          4    that, you get kicked out of the standardization

          5    work.

          6               So this seems to raise the same

          7    competitive concerns in the U.S. as the ETSI IPR

          8    policy did in Europe, excluding from membership

          9    impacts to competitive position.

         10               Mandatory license by default reduces

         11    the incentive to innovate because if you can't

         12    withhold the patent then you may be less

         13    interested particularly in the internet area

         14    which can be quite important, less interested in

         15    innovation.

         16               Defection of IT firms could affect

         17    because a number of IT firms may decide to get

         18    out of the W3C.  That could affect the quality of

         19    those standards.  And my conclusion would be that

         20    the open source community should compete and not

         21    expropriate.

         22               So what do we do with submarine
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          1    patents?  Is there an alternative?  One

          2    alternative is to say we're going to boycott IPR

          3    based technology all together.  Under EC law a

          4    collective boycott raises concerns but could be

          5    justified by objective, relevant, and verifiable

          6    criteria.

          7               And I think one of the important

          8    criteria when you know that there is potentially

          9    a patent for a particular technology that's being

         10    proposed as an internet standard is not only the

         11    quality and the functionality of the technology

         12    and the cost of the license that you are involved

         13    in, but also the inherent cost in introducing

         14    IPRs in open source development work.

         15               And it is a fact that the W3C has

         16    been based on open source development work.  And

         17    there is some very interesting work done by

         18    Laurence Lessig and a person whose name I cannot

         19    pronounce -- it's in my paper -- explaining how

         20    the introduction of IPRs in the open source

         21    community will grind open source development

         22    to a halt and in fact will take away the very
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          1    competitive advantage that open source

          2    development has.

          3               So it's perfectly legitimate as long

          4    as they do it clearly and they reason it for the

          5    W3C to say we don't want to have to deal with any

          6    patents; we are going to collectively boycott any

          7    intellectual property based technology.

          8               Now, what could be a possible solution

          9    is to say, well, you have to -- if you propose

         10    a technology, if you actively propose your own

         11    technology you will be stopped from then later

         12    asserting the technology to block a patent, to

         13    block it or to charge royalties.

         14               But if a third-party technology is

         15    being proposed, or somebody who is not even a

         16    member, there should be no requirement to

         17    license.  There should be IPR searches.  And

         18    those who do not wish to contribute their

         19    technology should not be excluded from the

         20    standards work and perhaps a referral in

         21    exceptional cases.

         22               Suppose that Microsoft holds a patent
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          1    over the head of the open source community and

          2    uses that in order to reduce the incentive of the

          3    open source community to innovate.

          4               Then that might be a concern that the

          5    antitrust authorities might be interested in.

          6    Now, what do we do with non-disclosure or late

          7    disclosure, the Dell case or the Rambus case?

          8               Well, actually there is a case pending

          9    in Europe on these types of matters.  There is a

         10    case.  First of all, not all non-disclosures are

         11    in bad faith.  People can legitimately forget

         12    that they have patents.

         13               In a large, multinational company

         14    there may not be perfect communication.  There

         15    may be legitimate doubt about the scope of a

         16    particular patent claim or about the scope of a

         17    particular standards technology.

         18               And you may not figure out that your

         19    patent applies to a standard until much later

         20    after the time that you were supposed to have

         21    disclosed.  But there is a patent case like this

         22    pending in the EU.  I can't mention the party I



                                                                 261

          1    think because it's not public yet.

          2               And I don't have the full information

          3    because I only have my client's side of this

          4    thing obviously.  But this is very interesting

          5    because the firm at the time of concealment was

          6    before the standard is set.  When the standard

          7    is not set, right, the technology provider can't

          8    define dominant except perhaps in exceptional

          9    situations.

         10               So we in Europe have a problem that

         11    you wouldn't have over here in the U.S., namely

         12    that when the abuse takes place the alleged

         13    concealment unless it is in good faith, right,

         14    there is no dominance.  So Article 82 doesn't

         15    apply.  And suppose that the technology is

         16    particular to the standard, and suppose that

         17    higher royalties are charged.

         18               Then by the time that the technology

         19    provider is dominant, perhaps to consumers it is

         20    no longer relevant.  Apparently the Commission

         21    then has been thinking about saying we can't say;

         22    we can't apply Article 82 or 81 to this.  So
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          1    we'll just say to ETSI that they have to clean up

          2    their ETSI IPR policy.

          3               I think there is some possibility

          4    namely to argue that if a standard has become

          5    successful and a technology is essential for a

          6    particular standard, then the exercise of the

          7    patent in order to exact very high royalties

          8    in an environment which is standardized, where

          9    there are barriers to entry, and when there

         10    is an artificial monopoly, could be an abuse,

         11    especially if there was information available

         12    that suggests that the standard would have been

         13    changed or withdrawn had they known that the

         14    patent was actually relevant for the particular

         15    technology.

         16               Now, I know I'm getting into time

         17    trouble.  So I'm going to skip a little bit.

         18    And the rest I would suggest you can read in my

         19    paper.  But there was an interesting issue we had

         20    in Europe in another case which didn't lead to a

         21    Commission complaint.  But it is nevertheless



         22    relevant for some of the discussions we have
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          1    today.

          2               What do you do if a patent pool

          3    charges excessive royalties?  Can you regulate

          4    that situation?  Now, in Europe I would submit we

          5    can, and perhaps in the U.S. you might want to.

          6               First of all, in the standards

          7    environment when a patent pool controls the

          8    intellectual property development that's

          9    essential for a standard, there's no more

         10    competition for the market.  It's only

         11    competition in the market.

         12               There are in fact barriers to

         13    innovation.  The very existence of a standard is

         14    a barrier to innovation because it takes three

         15    years to get rid of the standard and replace it

         16    by something else.

         17               So in this exceptional situation there

         18    might be a need for a degree of price regulation

         19    or control.  Now, the best regulation is of

         20    course provided by the market.  So how do you



         21    do that, to allow standards organizations to

         22    compare technologies, not only the quality and
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          1    functionality, but also the price?

          2               In other words, allow them to do a

          3    call for proposals.  Propose your technology, and

          4    let us know how much you are going to charge.

          5               Now, in the U.S. I know this raises

          6    concerns because there are questions about

          7    whether there's collusion between the buyers in

          8    order to get a very low fee for the technology.

          9    But this is the only moment where competition

         10    still plays.

         11               There is still some intertechnology

         12    competition at this particular stage.  And it

         13    makes sense to allow competition to take place

         14    because afterwards it's clear that there is a

         15    monopoly supplier, namely the owner of the

         16    essential patents.

         17               Now, what happens if that didn't

         18    happen, if there was no ex ante competition?  So

         19    we were confronted -- this is the PC industry --



         20    confronted with very high demands for royalties

         21    by patent pools.

         22               And they were saying, well, it's one
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          1    thing for the patent pool to ask a high royalty

          2    of a device which is specifically designed to do

          3    the thing to which the patents apply.

          4               But we are a PC manufacturer.  A PC

          5    can be used for many, many different purposes.

          6    There is only one little component in a PC.  PC

          7    margins are very, very thin.  We can't support

          8    much royalties.

          9               We think that the six-and-a-half

         10    dollars you are asking for for the device is too

         11    much.  Now, how do you solve that?  Do you solve

         12    that through regulation?

         13               A better way and what we did in that

         14    particular case is the patent holders stepped out

         15    of the pool for a moment and started to sue one

         16    of the PC manufacturers and asked for injunctive

         17    relief in order to force them to the negotiating

         18    table or force the debate of six-and-a-half



         19    dollars per device.

         20               So the argument we developed is that

         21    in a patent pool situation where the patent pool

         22    has promised to license on fair, reasonable, and
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          1    non-discriminatory terms, where the exemption or

          2    business review letter has said that they have to

          3    license on fair, reasonable, and

          4    non-discriminatory terms, where they are in fact

          5    dominant because they are a dominant monopoly --

          6    they are in fact a monopolist technology provider

          7    for this particular standard, right, and where

          8    the injunction would kick out -- would mean that

          9    in the downstream market for PC manufacturing

         10    there would be an impact on competition.

         11               In these situations a patent pool

         12    shouldn't be allowed to ask for injunctive

         13    relief.  They are estopped from doing that

         14    because they have promised to license on fair,

         15    reasonable, and non-discriminatory terms.

         16               And the antitrust authority and the

         17    rest of the community has relied on that to their



         18    detriment.  And for these reasons it would be

         19    a violation of Article 82 and possibly the

         20    condition of Article 81(3) that was applied to

         21    get an exemption.

         22               It would be a violation of competition
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          1    law to ask for injunctive relief.  What you would

          2    ask for is damages.  And what are the damages?

          3    Well, damages are what you would have earned had

          4    you had fair, reasonable, and non-discriminatory

          5    terms.

          6               What does this mean?  This means the

          7    court is going to look at what the damages are,

          8    what the royalty should be.  And of course as

          9    soon as they realized that they ran to the

         10    negotiating table and settled because you don't

         11    normally want a court to settle the royalty --

         12    to set the royalties for you.

         13               So I think this is an important

         14    means for antitrust authorities to ensure

         15    that royalties are fair, reasonable, and

         16    non-discriminatory and to ensure that in



         17    situations where a patent hasn't been properly

         18    declared, where somebody simply says like Sun

         19    has done in a number of environments:  We have

         20    a patent, we're not telling you what it is, but

         21    we have a patent.

         22               You can't check the validity.  You
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          1    can't check whether it's essential.  You can't

          2    even check whether the patent really exists.  In

          3    a situation like that the patent owner shouldn't

          4    be allowed to ask for injunctive relief.

          5               Compulsory licensing for standards, is

          6    there still time for that or do you want to wait

          7    for questions?  Compulsory licensing, do you want

          8    to discuss that or do you want to wait for

          9    questions?  I have probably exceeded my time.

         10               WILLIAM KOVACIC:  Maurits, maybe we

         11    could take Mark's presentation and then use the

         12    discussion to come back.  Thank you.

         13               MAURITS DOLMANS:  Thank you very much.

         14               MARK JANIS:  Thank you.  I'm still

         15    sitting here wondering about compulsory licenses



         16    and standards.  I have to retool very quickly

         17    here.  Thank you.  I'm glad to be here.  I

         18    feel it necessary to give a disclaimer because

         19    everyone else did, and I would feel left out

         20    if I didn't.

         21               So I really am just speaking on behalf

         22    of myself, as if I would be speaking on anyone
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          1    else's behalf.  It is relevant to a point that I

          2    want to make though.  I come here as a patent law

          3    expert and an antitrust law novice.

          4               So if I do say anything untoward about

          5    antitrust law, it should not be attributed to my

          6    esteemed colleague, Professor Hovenkamp.  So that

          7    disclaimer I suppose is important.  I do want to

          8    turn the discussion a little bit to patent law.

          9               And I think Mr. Tom gave me an opening

         10    there when we talked about the Russian dolls and

         11    the notion that there might be a beautiful and

         12    elegant antitrust law doll and inside it a

         13    shocking and homely patent law doll.

         14               That's really what I want to talk



         15    about here.  And to me this takes us back I guess

         16    to the starting point of a lot of the antitrust

         17    analyses that have been talked about here and

         18    then back beyond or ahead of the starting point.

         19    And here's simply what I want to claim or what

         20    I want to plead for.

         21               And that is that antitrust regulators

         22    on both sides of the Atlantic really should take
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          1    care lest they assume away serious patent law

          2    issues that really precede antitrust analysis in

          3    certain of these areas.  And the one that comes

          4    most clearly to mind to me is the area of patent

          5    pooling and cross-licensing.

          6               So let me -- if you will indulge me

          7    for just a couple of minutes here, let me give

          8    you a little patent law talk here to explain what

          9    I mean.

         10               A simple, simple scenario where I've

         11    got a patent that has a claim to a pioneering

         12    invention, you have a patent that has a claim to

         13    an improvement invention, and we both wish to



         14    manufacture the improved product, all those are

         15    variables that are important to the story.  We

         16    think we know what may well happen.

         17               You and I will enter into a

         18    cross-licensing arrangement.  It will be a

         19    bilateral, simple cross-licensing arrangement.

         20    And we know -- and it seems very straightforward

         21    superficially at least -- we know where the

         22    antitrust analysis of that simple cross-licensing
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          1    arrangement will start.

          2               If we look at the DOJ, the U.S.

          3    guidelines, they tell us as I see them anyway to

          4    start out by asking whether the patents that are

          5    being cross-licensed are blocking or non-blocking

          6    and then go on from there.

          7               What about the European analysis?

          8    Where is the starting point there?  I'm a little

          9    less clear I would say.  It gets us into Article

         10    5.1 of the TTBE and confusion there I would say.

         11               But if you look at the evaluation

         12    report on the TTBE, it includes a lot of language



         13    that begins to look like it is very similar to

         14    U.S. standards, and other speakers have mentioned

         15    that.

         16               So there is abundant language in the

         17    evaluation report suggesting that we should pay

         18    attention to the notion, the concept of blocking

         19    positions.  It's part of the proposed definition

         20    of competitor and so forth.

         21               It seems to be the same starting

         22    point.  And it seems to be very straightforward
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          1    except to a patent lawyer I would maintain.  So I

          2    want to ask a little bit about how did we get to

          3    this starting point?  And how we get to this

          4    starting point of calling a patent blocking or

          5    non-blocking requires a very complicated patent

          6    law analysis.

          7               At least two conclusions are embodied

          8    in that label, blocking versus non-blocking,

          9    one conclusion about patent scope, and a

         10    second conclusion about patent validity and

         11    enforceability.  Ordinarily I think it would



         12    necessarily be included in the notion of

         13    blocking.

         14               And so let me just develop that just a

         15    little bit for you starting with this conclusion

         16    about patent scope.  What does that entail?

         17    Well, of course it entails interpreting the claim

         18    language of the patent.  That is simply the most

         19    controversial issue in the last five years of

         20    U.S. patent law with many variant approaches.

         21    That's the starting point.

         22               Secondly, this analysis of claim scope
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          1    might well entail an analysis of infringement at

          2    least -- and I don't really know how this

          3    purports to be done.

          4               But at least if we I guess hypothesize

          5    the product that both parties think that they

          6    want to make and then conduct an infringement

          7    analysis to see if both patents would be

          8    infringed by that product, that would be a way

          9    to ask whether these claims block or whether they

         10    overlap.



         11               But the infringement analysis

         12    is itself complicated.  It is a fact laden

         13    analysis.  It may entail inquiry into the patent

         14    law doctrine of equivalents, especially if there

         15    is a question about design-arounds which as I

         16    understand it often arises in this context.

         17               And the doctrine of equivalents I

         18    suppose is the second most volatile issue, maybe

         19    the most volatile issue.  We'll find out soon in

         20    U.S. patent law because there is a major case

         21    pending right now in front of the Supreme Court

         22    dealing with that issue.
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          1               So what do I conclude from this little

          2    bit of ranting here on the claim scope issue?

          3    First of all purely as a matter of U.S. law

          4    certainly in many of these cases reasonable minds

          5    could differ as to this conclusion of blocking,

          6    the conclusion about claim interpretation and

          7    infringement.

          8               So the idea of blocking versus

          9    non-blocking, as I see it anyway as a patent



         10    lawyer, is not a simple concept.  Secondly, again

         11    purely as a matter of U.S. law without even

         12    making any comparative analysis this distinction

         13    between blocking and non-blocking depends on

         14    application of legal standards that themselves

         15    are volatile, that change over time.

         16               So it seems to me at least in theory

         17    that one could undertake a purely proper analysis

         18    in year one and conclude that there are blocking

         19    patents involved in an arrangement, and by year

         20    five conclude that under the proper application

         21    of the then existing standards there is no

         22    blocking, particularly depending on variations
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          1    in the doctrine of equivalents there.

          2               So that's just another thing to keep

          3    in mind.  Finally a comparative observation, and

          4    that is that European law, European patent law

          5    on claim interpretation and the doctrine of

          6    equivalents, claim scope, is not necessarily

          7    harmonized with U.S. law.

          8               European law, much of this is a matter



          9    of national law.  I suppose it's also in part a

         10    matter of applying Article 69 of the EPC.  So

         11    it's sort of a mixture I suppose of European and

         12    national matters.  But you can see how

         13    differences could arise.

         14               It's clear from recent history that

         15    there is a lot of variation in approaches to

         16    matters like the doctrine of equivalents across

         17    Europe.

         18               So you would have to conclude I think

         19    or you might conclude at least looking at all

         20    of this that even if European competition law

         21    arrives at the same or very similar standards for

         22    its antitrust analysis of a patent pool or of a
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          1    cross license, this does not mean that case

          2    outcomes are necessarily going to be the same,

          3    far from it because there's so much room for

          4    differences of opinion in this threshold

          5    determination of blocking versus non-blocking.

          6               This is a very simplified rendition

          7    of the situation I think.  It can get much more



          8    complicated than that because the situation that

          9    I've given you is the simplest type of situation:

         10    two parties, one claim of one patent, and one

         11    claim of another patent.

         12               And you do have to talk in terms

         13    of claims of patent, not in terms of blocking

         14    patents.  That's really a misnomer.  It is really

         15    a matter of blocking claims.  Most patents, most

         16    all patents include multiple claims of varying

         17    scope.

         18               And so again at least in theory when

         19    you talk about claim one of one patent lying in

         20    a blocking relationship, a mutually blocking

         21    relationship with claim one of another patent,

         22    what about claim two of the first patent and its
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          1    relationship to claim one of the other patent?

          2               What about claim two of the other

          3    patent and its relationship with claim one of

          4    the first patent, and so forth and so on?

          5               And you can see that if you step

          6    through this analysis you could have not really a



          7    bunch of patents in a patent pool all of which or

          8    many of which are blocking.

          9               You could have one claim that's

         10    mutually blocking with another and another

         11    with its one-way blocking.  You could have

         12    complementary.  You could have all sorts of

         13    variations.

         14               And one wonders then how you

         15    would really evaluate that for competition law

         16    purposes.  So again the main point here is

         17    simply -- and others have written about this in

         18    the literature as well.  And the main point here

         19    is that you do have to be awfully careful about

         20    the use of this threshold determination even as a

         21    matter of U.S. law.

         22               I think there might be an insight here
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          1    for legislative policy.  I'll throw this out and

          2    see what you think about it.  Perhaps you would

          3    say given these uncertainties at least as a

          4    matter of U.S. law the blocking versus

          5    non-blocking distinction might still be useful.



          6               We might not want to discard it all

          7    together if we can't come up with anything

          8    better.  But if it's embodied as sort of a weak

          9    presumption in a document that is a set of

         10    guidelines that's rather general, maybe that's

         11    appropriate.  Maybe that's the best we can do.

         12               And perhaps that is the correct way

         13    to characterize current U.S. law.  What about

         14    European law though?  I think there may be an

         15    insight here for European law.  And that is

         16    that it might be a mistake to vest this blocking

         17    versus non-blocking distinction with sort of a

         18    talismanic significance in a very elaborate

         19    formalistic legislative document.

         20               And where does that lead me?  It

         21    probably leads me to a point of agreement with

         22    several of the other speakers who said we should
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          1    have some kind of guidance, European competition

          2    law regulation of patent pools.

          3               But it should be in the form of

          4    guidelines, not in the form of a block exemption



          5    that looks like the old style, formalistic type

          6    of block exemption.  So maybe that's an insight

          7    that flows from some patent law considerations

          8    here.

          9               I think I perhaps should stop there.

         10    I mentioned that there is another conclusion

         11    bound up in this analysis of blocking versus

         12    non-blocking.  It is the conclusion about

         13    validity and enforceability of patent rights.

         14               That bleeds over I think into other

         15    types of competition law standards as well,

         16    whether a patent is necessary, whether a patent

         17    is essential for purposes of a patent pool.

         18    I think only a valid patent would be essential,

         19    I think.  So you could see the same kind of

         20    considerations.

         21               And I think this reinforces my point

         22    that I just made earlier.  There is lots of room
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          1    for judgment and lots of room for differentiation

          2    on matters of patent validity and enforceability.

          3               Indeed the standards between U.S. and



          4    Europe are not harmonized, definitions of prior

          5    art, different approaches to eligible subject

          6    matter for business methods and maybe for

          7    software as one of the other speakers mentioned

          8    earlier.

          9               So the antitrust analysis that flows

         10    from this is not likely to be the same either

         11    even if antitrust standards themselves are the

         12    same.  So I will stop there.  I think there are

         13    other issues that are touched by this same sort

         14    of phenomenon.

         15               And compulsory licensing is one.  No

         16    challenge clauses are another.  These are issues

         17    that have to be informed by an understanding of

         18    patent law as well as competition law.  And I

         19    thank you for your attention.

         20               WILLIAM KOVACIC:  Thank you, Mark.

         21    In the few minutes we have remaining I'd like to

         22    just start by perhaps giving Kirti a couple of

                                                                 281

          1    minutes if he wishes to react to some of the

          2    comments that he's heard in this second segment.



          3               Much of the discussion has focused

          4    directly or indirectly on specific features of

          5    the EU regime as well as efforts to assess the

          6    wisdom of existing approaches.  So, Kirti, if you

          7    wanted to take a few minutes to comment on other

          8    presentations, please do.

          9               KIRTIKUMAR MEHTA:  Thank you

         10    very much.  Just briefly I think one comment

         11    on Mr. Leavy's presentation.  I think our

         12    legislation, our Article 81(1) I think the rather

         13    clear that the burden of proof for showing 81(1)

         14    violation is to the authority, the Commission if

         15    the case may be.

         16               And certainly for the parties it is

         17    to show that it meets the criteria of 81(3)

         18    and 81(3) is not something over which we have

         19    discretion.  If those conditions are met, then

         20    the agreement is compatible.

         21               I think maybe in that regard what I

         22    learned or what I understood the message was that
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          1    introducing things that could make this less



          2    clear would be a problem.

          3               I will say if you want to make a block

          4    exemption, meet the requirements of the deeds

          5    that have been put forward.  And to counteract

          6    the criticism of its primitive nature now, then

          7    I think we can only move forward by bringing it

          8    more economic thinking.

          9               And of course this will mean perhaps

         10    that sometimes you will have to face the problem

         11    of market definition and so on.  But at the end

         12    you will get a more economics based regulation.

         13               I think on the other -- there were

         14    interesting comments on multiparty licensing.

         15    As I mentioned we have ourselves looked at that

         16    issue and invited comments.  What I didn't

         17    hear is why those were in favor or what are the

         18    reasons, the positive reasons.  That would be

         19    good to know.

         20               It's true that when you come to

         21    patent pools, you know, pooling or complementary

         22    blocking patents would be good because this would
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          1    lead to lower price for consumers.  But if on the

          2    other hand you are pooling substitute patents,

          3    it's not clear what will happen.

          4               Probably the prices to consumers may

          5    rise.  So these are issues that we are going to

          6    be going into in looking at what are the benefits

          7    of patent pools or multiparty arrangements.

          8               There again we will then -- today now

          9    don't say much about royalties, but whereas we

         10    will have to look upon it because then you are

         11    looking at the incentives to innovate and so on.

         12               Similarly with the standards, very

         13    interesting paper that was made whereas we didn't

         14    get to the end of it.  But I think our policy on

         15    standards agreements, standardizing agreement is

         16    very often we ask the question to the parties

         17    that come to us as to why you think this is

         18    restrictive of competition.

         19               Often open standards activities are

         20    not restrictive competition.  And there we are

         21    not asking people to notify that.  But we

         22    certainly I am sure you will agree that our
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          1    approach is that standard competition is also --

          2    can be good for the consumer.

          3               So where that thrives, why not in but

          4    to take a policy which enables not to have a very

          5    wide interpretation of restrictive agreements.

          6    Thank you.

          7               WILLIAM KOVACIC:  Perhaps one other

          8    question, and our panelists don't necessarily

          9    have to have well formulated views on this now.

         10    But it's certainly something that we'd be glad to

         11    accept your thoughts on for the record as they

         12    occur to you.

         13               And this is a point that Will raised

         14    earlier, that is Will raised the very useful

         15    question of what should U.S. policy makers take

         16    away from the European experience, especially

         17    recent efforts to engage in a continuing

         18    assessment of the EU antitrust IP regime.

         19               I was wondering if our panelists might

         20    have other thoughts about approaches both in

         21    process or in content that U.S. policy makers

         22    given your reflection on the two regimes might
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          1    consider emulating.

          2               Any thoughts about that?  And again if

          3    that's too much to formulate at the moment, it's

          4    not your last chance to contribute.  But if you

          5    do have an immediate reflection, I'd welcome

          6    that.

          7               MAURITS DOLMANS:  Mine would be too

          8    controversial.

          9               WILLIAM KOVACIC:  We are tough enough.

         10    Please.

         11               MAURITS DOLMANS:  Don't discard all

         12    leveraging claims because I think leveraging

         13    claims can -- there are situations where

         14    leveraging is efficient.  But there are also

         15    situations where leveraging is inefficient.

         16               And the European Community is looking

         17    at the Microsoft case right now.  And I must say

         18    of course I have an ax to grind there.  But I

         19    think if you look at tying law in Europe and so

         20    forth it does make some sense in spite of what's

         21    been suggested.

         22               PETER ALEXIADIS:  I would second that.
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          1    I don't have an ax to grind yet in Microsoft, and

          2    I won't mention any particular clients, but it's

          3    my experience that leveraging is real.  It can be

          4    pro-competitive and it can be totally defensive

          5    and foreclosing.

          6               It needs to be looked at in a very

          7    skeptical fashion however because it is a very

          8    easy claim to make.  And that's the only warning

          9    I'd give.  But I think it is real whether we

         10    want to call it leveraging or some other word,

         11    Maurits.  But I still think it's real.

         12               WILLIAM KOLASKY:  Other thoughts?

         13    I simply want to express my thanks to the

         14    panelists.  It's become a very avid custom in

         15    these hearings that our participants do not

         16    simply present microwaved versions of other views

         17    but throw themselves wholeheartedly into offering

         18    a fresh perspective on these difficult issues.

         19               And we are collectively struck

         20    again -- today is good proof of it -- of just how

         21    much we've benefited from that extraordinarily

         22    thoughtful effort to shed light on these issues.
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          1               So I want to express my thanks to

          2    you for giving us the benefit of this wonderful

          3    thought and simply to mention that tomorrow we

          4    go to the Pacific Rim at 9:30 at the FTC.  Bill?

          5               WILLIAM KOLASKY:  I would echo what

          6    Bill has just said.  We really do thank you

          7    enormously for coming here and sharing your

          8    experiences and your thoughts with us.  It's

          9    obvious that we covered many, many subjects

         10    today, each of which warrants, merits a great

         11    deal more discussion.

         12               It's also clear that we do have

         13    a great deal to learn from one another's

         14    experiences.  I don't think you have to worry

         15    that we are going to jettison leveraging all

         16    together.  We just do impose certain limiting

         17    principles on the use of leveraging arguments.

         18               But what I do want to emphasize is

         19    that one of the reasons we held this session

         20    today and are holding the session tomorrow on

         21    Asia is that we do think it is important to open

         22    up a very substantial trans-Atlantic dialogue
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          1    over these types of issues because we do think

          2    that convergence is important.  And so I hope

          3    that this is not the end of our discussion, but

          4    only the beginning.

          5               WILLIAM KOVACIC:  I can only

          6    underscore as strongly as possible Bill's

          7    last comment.  One of the most exciting and

          8    encouraging developments I think has been simply

          9    the process of competition authorities and the

         10    scholarly and practicing community in a process

         11    that has not involved any binding compulsion to

         12    devote effort to advancing the electric debate.

         13               And that discourse has been

         14    extraordinarily fruitful as our panelists have

         15    observed today.  And a major reason as Bill said

         16    for these proceedings is to see that that remains

         17    front and center a key element of what the policy

         18    making community does not future.

         19               WILLIAM KOLASKY:  With that, can we

         20    give our panelists a hand?  Thank you.

         21               (Applause.)
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        1                     P R O C E E D I N G S

        2                     -    -    -    -    -

        3            MR. KOVACIC:  My name is Bill Kovacic, and I'm 

        4    the General Counsel of the Federal Trade Commission, 

        5    and with me today is Bill Kolasky, who is the Deputy 

        6    Attorney General for Antitrust, and as you know, Bill's 

        7    specialty is international affairs. 

        8            Also with us today is Mary Critharis, who is an 

        9    Attorney Adviser in the International Section of the 

       10    Patent and Trademark Office. 

       11            Today, we are going to continue the wonderful 

       12    session that we started yesterday by turning our 

       13    attention to the Pacific and to intellectual property 

       14    developments and perspectives from a number of 

       15    countries in that region. 

       16            I'd like to start by just briefly introducing 

       17    the members of the panel to you, and happily, I can do 

       18    this briefly, because for all of you internationalists, 

       19    you know who these folks are. 

       20            In alphabetical order and seated to my left is 

       21    Henry Ergas, who's the Managing Director of the Network 

       22    Economics Consulting Group.  As you heard yesterday if 

       23    you were over at the session at the Great Hall, Henry 

       24    recently chaired the Australian Intellectual Property 

       25    and Competition Review Committee, which was charged 
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        1    with reviewing Australia's intellectual property laws 

        2    as they relate to competition policy, and we are 

        3    delighted to have him back for a second round today. 

        4            To my right and second at the table is Steve 

        5    Harris, who's a partner with the Alston & Bird law firm 

        6    in Atlanta.  He is the co-chair of the ABA Antitrust 

        7    Section's International Task Force and the Section's 

        8    International Antitrust and Foreign Competition Law 

        9    Committee.  You may know him best and I think 

       10    increasingly scholars and practitioners in this area 

       11    will know him better as the editor-in-chief of the 

       12    ABA's wonderful two-volume treatise, Competition Laws 

       13    Outside the United States. 

       14            To my left is Karl Jorda, who teaches 

       15    intellectual property and industrial innovation at the 

       16    Franklin Pierce Law Center in Concord, New Hampshire, 

       17    known to this audience as one of the nation's 

       18    preeminent centers of learning and research in the 

       19    field of intellectual property.  Among other 

       20    responsibilities, Karl has headed several delegations 

       21    of U.S. patent counsel at the Japanese Patent Office 

       22    office meetings. 

       23            To my left, next to Karl, is Mr. Byungbae Kim, 

       24    who is the Competition Policy Counselor and Director 

       25    General of the Korean Fair Trade Commission.  He 
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        1    presently serves as the KFTC's spokesman and Director 

        2    General for their Office of Public Relations, and he 

        3    has headed the KFTC's Investigation Bureau, 

        4    Deregulation Task Force and its General Policy 

        5    Division. 

        6            To my right, at the end of this segment of the 

        7    table, is Mr. Masayuki Koyanagi.  He is the Director of 

        8    the Institute for Intellectual Property.  Previously he 

        9    was an Appeal Examiner on the Board of Appeals in 

       10    Japan's Patent Office, and he's also served in the 

       11    Ministry of Foreign Affairs of Japan where he handled 

       12    multilateral international property issues. 

       13            To my left at the end of the table at the 

       14    corner is Tad Lipsky, who's currently a partner at the 

       15    Latham & Watkins firm in Washington, D.C.  For ten 

       16    years, Tad served as the Chief Antitrust Counsel for 

       17    the Coca-Cola Company and literally circled the globe 

       18    working on competition policy issues for the company. 

       19            And as a foreshadowing of an event that will 

       20    take place at the Antitrust Division next month in 

       21    June, you also know Tad from his time at the Antitrust 

       22    Division two decades ago where he played a formative 

       23    role as a Deputy Assistant Attorney General at the 

       24    Antitrust Division during Bill Baxter's tenure in that 

       25    Division and had a role in the development of the 
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        1    enormously influential DOJ 1982 Merger Guidelines.  

        2            To my right at the end of the table, we are 

        3    especially delighted to welcome Dr. Len-Yu Liu, who is 

        4    a Commissioner of the Taiwan Fair Trade Commission, and 

        5    as one commission to another, we are most delighted to 

        6    have you with us today.  Dr. Liu also teaches at the 

        7    National Taipei University Law School, and I can't say 

        8    enough about the importance of having academics in 

        9    government service -- as you know, that just gives a 

       10    wonderful cast to what competition agencies can do.  

       11    And in some ways he is at home as well with his 

       12    graduate degrees in law from both Stanford and Harvard. 

       13            To my right, as part of another homecoming, 

       14    third on the table next to Steve is Josh Newberg, who 

       15    teaches law at the Robert H. Smith School of Business 

       16    at the University of Maryland.  This is, we're proud to 

       17    say at the Commission, a homecoming for Josh as well.  

       18    He served as an attorney in the Bureau of Competition 

       19    at the Commission and as an attorney-adviser to 

       20    Commissioner Ross Starek, and as you know, Josh only 

       21    recently has published one of the most useful articles 

       22    on intellectual property antitrust issues in Japan.  

       23    Welcome home. 

       24            And my final introduction for the moment is for 

       25    Mr. Toshiaki Tada, who's a senior associate in the 
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        1    Hibiya Sogo Law Offices and is presently an 

        2    international legal trainee at the Weil, Gotshal & 

        3    Manges law firm.  His practice in Japan has focused on 

        4    antitrust, and he's often handled matters at the 

        5    intersection of antitrust and intellectual property 

        6    law. 

        7            And the gentleman to my right, known to all of 

        8    you quite well, is Jim Rill, currently the co-chair of 

        9    the Antitrust Practice Group at Howrey, Simon, Arnold & 

       10    White, former Attorney General for the Antitrust 

       11    Division, and as I will say later, Jim will be offering 

       12    some perspectives on this half day segment, and I will 

       13    give a further introduction to Jim when we turn to that 

       14    part of the program. 

       15            Let me simply give you a brief description of 

       16    the format today.  In two and one-half hours, we are 

       17    going to show you the Pacific, and we will do it in 

       18    three parts.  We will begin with an examination of 

       19    policy issues in Japan.  We will then turn to 

       20    Australia, Korea and Taiwan, and again, Jim will 

       21    provide us his observations about the session we have 

       22    had for the past day and a half as a whole. 

       23            A couple of logistical notes, simply to 

       24    encourage our panelists to be sure to speak into the 

       25    microphones.  One of the most useful features of what 
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        1    the Department and the Commission have been doing with 

        2    these hearings is that we do put transcripts on the 

        3    web, we put papers on the web, and I'm struck at how 

        4    our audience at home and abroad find these materials 

        5    extremely useful.  So, to give us the collective 

        6    benefit of your thoughts for not simply the short term 

        7    but much longer and for a larger audience, please speak 

        8    into the microphones. 

        9            What we'll feature by way of format is 

       10    principal presentations and then discussions by our 

       11    colleagues here, and as you're ready to intervene with 

       12    a comment, simply turn these handsome name tents up so 

       13    Bill and I can spot you and invite your intervention. 

       14            I would like to ask Bill, Bill or Mary, if you 

       15    have any opening comments you would like to make. 

       16            MR. KOLASKY:  Just very briefly, I very much 

       17    want to thank all of our visitors, especially those who 

       18    have come here from Asia to share their experiences 

       19    with us.  We feel that we have a great deal to learn 

       20    from other jurisdictions and from the way they are 

       21    handling the same problems that we are struggling with. 

       22            When you look back at the development and 

       23    evolution of American antitrust law, you see in the 

       24    early decisions of the Supreme Court, back in the early 

       25    1900s, the Court frequently looked to the experience of 
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        1    other jurisdictions, particularly the United Kingdom, 

        2    for guidance on how to apply our antitrust laws. 

        3            In the last several decades, unfortunately, we 

        4    in the United States have I think been far too 

        5    inward-looking and too insular and have not looked 

        6    often enough to the experience of other countries to 

        7    see what we can learn from that experience.  So, I very 

        8    much welcome you here and look forward to hearing what 

        9    you have to say. 

       10            Thank you. 

       11            MR. KOVACIC:  Mary?

       12            MS. CRITHARIS:  (No response.)

       13            MR. KOVACIC:  Let's turn to our first segment.  

       14    We are going to have two principal presentations, one 

       15    by Steve Harris and one by Masayuki Koyanagi, to give 

       16    us perspectives on IP and antitrust views in Japan. 

       17            Steve, could you start us off? 

       18            MR. HARRIS:  Thank you very much for that kind 

       19    introduction.  I'm very happy to be here.  I am also 

       20    very happy to work with a net.  Professor Newberg has 

       21    written the quintessential and definitive article in 

       22    this area, so he is here and will tell me if when I go 

       23    wrong, which I do often, and Director Koyanagi, with 

       24    whom I've discussed briefly how we're going to divide 

       25    up the topic, certainly is also more than welcome to 
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        1    jump in if I go astray. 

        2            The topic of IP and competition law in Japan 

        3    starts hundreds of years ago, and I did draft a paper 

        4    that will be posted on the website that discusses a lot 

        5    of sort of historical context which I think is 

        6    extremely valuable in order to understand what the 

        7    Japanese mean when they talk about intellectual 

        8    property and what they mean when they talk about 

        9    property generally, because we too often assume that 

       10    the experiential and cultural baggage that we all bring 

       11    from our own lives to a word or to a subject applies 

       12    globally, and that is not true about anything, and it's 

       13    certainly not true about intellectual property or 

       14    notions of property. 

       15            The 1968 guidelines were the first formal 

       16    guidelines dealing with international licensing 

       17    agreements.  It was the first time that the JFTC put 

       18    into writing its views of the application of the 

       19    Antimonopoly Act to technology licensing.  The AMA or 

       20    Antimonopoly Act is the antitrust statute that was 

       21    passed during the American occupation of Japan in 1947.  

       22            The '68 guidelines take pains to note the 

       23    historical movements by 1968 away from overtly favoring 

       24    licensees, which had been a point of concern, away from 

       25    favoring Japanese firms as opposed to foreign firms, 
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        1    and away from summary condemnation of licensing 

        2    restraints and toward more of a rule of reason 

        3    approach.  While the 1968 guidelines said that, from at 

        4    least an American perspective, many did not think they 

        5    did that. 

        6            The black list of prohibited provisions still 

        7    was quite long in 1968 and included things that today 

        8    both the Japanese and others see as much less 

        9    problematic, including exclusive distribution 

       10    obligations, charging royalties on goods that don't use 

       11    the licensed technology, quality obligations regarding 

       12    the goods, prohibiting the licensee from manufacturing, 

       13    using or selling competing goods, certain grantbacks, 

       14    and all of those on the black list were condemned 

       15    categorically -- we would say per se unlawful -- and 

       16    were not subjected to an analysis of the effect, if 

       17    any, on competition. 

       18            Now, the exception to that is the geographic 

       19    restraints and restraints on export prices and output 

       20    had a sort of a footnote that said they were prohibited 

       21    only if they were of reasonable scope and if the 

       22    licensor had registered the patent in the foreign 

       23    market.  This was an attempt at comity and at avoiding 

       24    a fight over whether Japanese law was consistent with 

       25    or, in fact, interfered with foreign intellectual 
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        1    property rights. 

        2            Under the '68 guidelines, there was also a 

        3    white list, it was black and white in those days, and 

        4    the white list of exempted provisions included limiting 

        5    the license period, limiting the scope of the license, 

        6    granting the license for less than the full term of the 

        7    patent, restricting output of sales or goods, limiting 

        8    the frequency with which the licensed process may be 

        9    used, and granting separate licenses to make, use or 

       10    sell a patented invention. 

       11            Frequent criticisms often from U.S. companies 

       12    and less so but to an extent in those days U.S. 

       13    Government officials were that the guidelines applied 

       14    only to international licenses, that they did disfavor 

       15    non-Japanese licensors, despite the notes to the 

       16    contrary, and that they had a lack of transparency of 

       17    analysis, which I guess could be said about our own per 

       18    se categories as well, and a lack of predictability, 

       19    and still, again, despite the statements to the 

       20    contrary in the guidelines, had an apparent favoritism 

       21    toward the licensee, some call it paternalism. 

       22            Still, I would invite you to think of how not 

       23    so out of step these guidelines were in the long view, 

       24    if one looks at hundreds of years of history.  First of 

       25    all, the Japanese in just a few short decades, in a 
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        1    post-war economy that had been devastated and saw the 

        2    need to rebuild and approve of some depression cartels 

        3    but not to use the depression cartel mechanism 

        4    extensively, had adopted a fairly liberal and 

        5    pro-business, pro-foreign business set of guidelines 

        6    compared to what one has seen in some other countries 

        7    that are closed and that are in a developing situation. 

        8            Recall that this was roughly contemporaneous 

        9    with our infamous nine no-no's, and so at least in 

       10    comparing where Japan was in 1968 with the United 

       11    States thinking about what is or is not nefarious in 

       12    technology licensing agreements, they may have been a 

       13    step or two behind but only. 

       14            The JFTC enforcement of the guidelines, 

       15    contrary to many memories, was rather vigorous in the 

       16    1970s, less so during the 1980s, however, and we'll 

       17    talk about that.  The grantbacks were the most common 

       18    type of clause that was found to violate the AMA. 

       19            One note on grantbacks, that started a theme of 

       20    intellectual property theft or intellectual property 

       21    acquisition, unfair acquisition as seen by some U.S. 

       22    companies, in the sense that Japanese companies which 

       23    had increasingly the ability to improve technologies 

       24    that they had licensed, if they were not obligated to 

       25    grant back that technology, U.S. companies often saw 
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        1    that as problematic and as part of the hollowing out 

        2    process of the U.S. electronics and auto industries, 

        3    for example. 

        4            The next step, from 1968 to 1989, we lived with 

        5    the '68 guidelines, and in the interim, the U.S. 

        6    abandoned the nine no-no's, moving closer to the 21st 

        7    Century, and in 1989, after a great deal of pressure 

        8    from Mr. Rill and others, they adopted the 1989 

        9    guidelines which reflected important policy shifts, 

       10    including some real, tangible, textural liberalization 

       11    of their approach to the problem. 

       12            It sought to address the criticisms of 

       13    nontransparency and uncertainty through a new optional 

       14    clearance procedure for the submission of proposed 

       15    transactions.  It kept the structure of the black and 

       16    white list but added a new gray list, which is 

       17    essentially a rule of reason analysis of the 

       18    pro-competitive versus the anti-competitive effects on 

       19    competition of a particular provision. 

       20            Many provisions that were on the 1968 black 

       21    list moved to the gray list.  Those include exclusive 

       22    dealing requirements, in-term prohibitions against 

       23    dealing in competitive goods or technologies.  The 

       24    black list, however, was still not short.  It included 

       25    resale price maintenance, as it still does.  A 
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        1    post-term prohibition against handling of competing 

        2    goods or technology, though, was still on the black 

        3    list under the '89 guidelines.  Post-term restraints on 

        4    the use of technology or the requirement of a royalty 

        5    after the expiration of a patent was verboten, and the 

        6    restraints on R&D and exclusive grantbacks were still 

        7    per se unlawful. 

        8            The new gray list, though, showed some daylight 

        9    and included many provisions that came from the old 

       10    1968 black list and some that had not been addressed by 

       11    the '68 guidelines.  The gray list included exclusive 

       12    dealing, requiring the licensee to distribute through 

       13    the licensor or its designee, which had been prohibited 

       14    in the '68 guidelines.  The nonexclusive grantbacks, if 

       15    balanced in substance -- and I certainly never 

       16    understood what that meant, but I'm sure Mr. Koyanagi 

       17    will explain it -- but it gave an opportunity to argue 

       18    that a nonexclusive grantback might not harm 

       19    competition. 

       20            The gray list also included requiring the 

       21    licensee to use the licensor's trademark, restrictions 

       22    on the quality of inputs or goods embodying the 

       23    technology, input tying, royalties based on something 

       24    other than the patented goods, package licensing and so 

       25    on. 
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        1            The white list expanded, so more activities 

        2    were exempted, per se lawful, if you will, including 

        3    separate licenses to make, use or sell, time 

        4    limitations on the license, limitations to part of the 

        5    technology covered by the patent, field of use 

        6    restrictions, et cetera, and a long laundry list that I 

        7    won't read but are in the paper. 

        8            The JFTC's enforcement of the 1989 guidelines 

        9    is hard to determine.  As Professor Newberg's paper 

       10    teaches us, there is likely a lot of administrative 

       11    guidance or "gosai shido" (phonetic) that took place in 

       12    connection with a lot of these licensing agreements, 

       13    and there is no public record ever of such 

       14    administrative guidance decisions. 

       15            There are a few notable public examples, again, 

       16    from Professor Newberg's paper.  The 1990 cease and 

       17    desist order for bundling of video game software for 

       18    sale; the 1995 recommended decision against the 

       19    restraint in license that continued post-term; a 1997 

       20    cease and desist order against a trade association that 

       21    refused to license primary patents to firms seeking to 

       22    enter the market, which are principally foreign firms; 

       23    and a 1998 cease and desist order against bundling of 

       24    two software programs. 

       25            The enforcement, as I said earlier, appears to 
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        1    have decreased in the 1980s in part due to rule 

        2    changes, but also because of a stronger pro-technology 

        3    policy, and because Japan was rapidly becoming a net 

        4    exporter of technology, something many Americans still 

        5    don't know, but for well over a decade, Japan has been 

        6    a net exporter of technology, and thus its own economic 

        7    interest is very much in favor of protecting 

        8    intellectual property. 

        9            In 1999, a new set of guidelines was 

       10    promulgated by JFTC that replaced the 1989 guidelines.  

       11    It made small changes, not as dramatic as from the 1968 

       12    to the 1989 guidelines, but the same direction was 

       13    maintained.  Mr. Koyanagi is going to address the 

       14    specific provisions of the 1999 guidelines, so there, 

       15    I've set him up, have hoisted that on him, and the new 

       16    1999 guidelines maintained the white, gray and black 

       17    list but added what our friend Professor Newberg aptly 

       18    named the dark gray category, which is a very useful 

       19    appellation, which is not quite per se unlawful, but 

       20    you clearly have an extremely high burden of proof to 

       21    demonstrate that you can get away with one of these. 

       22            They include restrictions on licensee R&D, 

       23    post-term royalties, completely exclusive grantbacks, 

       24    post-expiration restraints on the use of competing 

       25    technology or goods.  And the 1999 guidelines' most 
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        1    notable change is a great reduction in the black list.  

        2    The per se category now is resale price maintenance, 

        3    direct or indirect, basically controlling the sale 

        4    prices of the licensee or controlling the resale prices 

        5    of the licensee's buyer. 

        6            Mr. Koyanagi, again, will address those other 

        7    specific provisions, except for ones I'm going to 

        8    discuss briefly dealing with Section 21. 

        9            The starting point for the discussion of how 

       10    the antitrust laws in Japan intersect with the IP laws 

       11    of Japan is what is now Section 21, what was originally 

       12    Section 23 as AMA was enacted, and that provision 

       13    reads, "The provisions of this Act shall not apply to 

       14    such acts recognizable as the exercise of rights under 

       15    the Copyright Act, the Patent Act, the Utility Model 

       16    Act, the Design Act or the Trademark Act," and some of 

       17    those in this room will think that sounds somewhat like 

       18    35 U.S.C. s.271(d).  Again, it is not read as being 

       19    that comparable. 

       20            The evolving view of the limited exemption has 

       21    focused, as good lawyers would, on the word that is the 

       22    operative word, and that is when an exercise is 

       23    legitimate and exempt or when it's illegitimate and 

       24    thus nonexempt.  What is called by some commentators 

       25    the confirmation theory boils down to the notion that 
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        1    patent rights are guaranteed rights like all other 

        2    property rights but are subject to the Antimonopoly Act 

        3    like all of the property rights, and to some in this 

        4    room that will sound like some guidelines promulgated 

        5    by another agency, the U.S. FTC and the DOJ. 

        6            The evolving view of the limited exemption also 

        7    brings into play Section 100 of the AMA that makes it 

        8    clear that the drafters envisioned the application of 

        9    the Antimonopoly Act to IP rights at least in some 

       10    circumstances.  It declares and gives power to a court 

       11    hearing an AMA case to delay that a patent or patent 

       12    license be revoked and obligates, upon such a 

       13    direction, the JPO to revoke that patent or the license 

       14    of that patent. 

       15            AMA violations that may be the basis for 

       16    revocation of a patent or license include violations of 

       17    89, which are private or unreasonable restraints of 

       18    trade, substantial restraints of competition by a trade 

       19    association, prohibited international agreements under 

       20    Section 90, and prohibited acts by trade associations. 

       21            Conceptually at least, the enforcement of AMA 

       22    violations against IP rights is also consistent with 

       23    the Japanese Patent Act's express grant of authority to 

       24    the JPO to impose compulsory licenses of patents if 

       25    it's required by the public interest.  That's actually 
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        1    Article 93 of the Patent Act. 

        2            And the grant of authority to impose compulsory 

        3    licenses under the Patent Act appears consistent with 

        4    Japan's obligations under TRIPS Article 31.  These have 

        5    been seen as a collection of tools but not as a policy 

        6    direction as to when they should be implemented. 

        7            The 1999 guidelines recognize liability for 

        8    monopolization based on the unilateral refusal to 

        9    license by a patent owner that is a monopolist in a 

       10    relevant market, which is one of the first pieces of 

       11    guidances from JFTC as to when these various tools 

       12    might be used. 

       13            Mr. Koyanagi is going to speak to the specific 

       14    application of that provision to patent pools, 

       15    cross-licensing, et cetera. 

       16            It remains unclear how these 1999 guidelines 

       17    about unilateral refusals to license may affect JFTC's 

       18    enforcement actions, but it would appear to define 

       19    certain exclusionary conduct using IP rights as 

       20    illegitimate exercises under Section 21 and thus not 

       21    exempt from the AMA. 

       22            Thank you very much for your kind attention. 

       23            MR. KOVACIC:  Thank you, Steve. 

       24            If we could turn to Mr. Koyanagi to give us a 

       25    further perspective, as Steve mentioned, on the JFTC's 
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        1    guidelines for patent and know-how licensing 

        2    agreements.

        3            MR. KOYANAGI:  Thank you very much for your 

        4    very kind introduction.  So, Mr. Harris imposed on me a 

        5    very big obligation, but I would like to just say a 

        6    brief explanation.

        7            Today, I would like to introduce Japanese 

        8    perspective on relationship between IP and antitrust.  

        9    This slide shows Section 23, now Section 21, of the 

       10    Antimonopoly Act of Japan.  As Mr. Harris mentioned, 

       11    please keep in mind, in Japan, provisions of the 

       12    Antimonopoly Act will not apply to an action deemed as 

       13    an exercise of rights under the patent law or other IP 

       14    laws, and such action would not constitute conduct in 

       15    violation of the Antimonopoly Act. 

       16            On February 15th, 1989, Japan Federal Trade 

       17    Commission announced a guideline on the regulation of 

       18    unfair trade practice concerning patent and know-how 

       19    licensing agreements.  That guideline not only served 

       20    as a basis for determining if a patent licensing 

       21    agreement falls under the category of an unfair trade 

       22    practice, but also as a basis for the examination of 

       23    the international agreements submitted to the JFTC. 

       24            On July 30th, 1999, the JFTC revised the above 

       25    guidelines.  One of the reasons is the fact that since 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       24

        1    a number of the cases of the Antimonopoly Act relating 

        2    to intellectual property rights with respect to conduct 

        3    other than unfair trade practices has been increasing 

        4    in recent years, there has been increasing demand for 

        5    the JFTC to clarify its policy with regard to such 

        6    acts, and the fact that the relationship between 

        7    patents and competition law has been clarified by the 

        8    revision of guidelines and rules in the United States 

        9    and the EU. 

       10            The new guidelines consist of four parts, and 

       11    the new guidelines mainly describe these four points.  

       12    Those are a policy on patent licensing agreements under 

       13    Section 23 of the Antimonopoly Act; the policy on 

       14    patent and know-how licensing agreements from the 

       15    standpoint of the Antimonopoly Act, Section 3; the 

       16    policy on patent and the know-how licensing agreements 

       17    from the standpoint of unfair trade practice; and the 

       18    scope of application and the consultation system. 

       19            I would like to focus on these two points.  

       20    This slide shows Section 3 of the Antimonopoly Act.  In 

       21    general, patent licensing agreements include the 

       22    licensing of patents and the payment of consideration 

       23    for such licensing.  As one of the parties is subject 

       24    to certain restrictive conditions, such as a 

       25    restriction of the geographic region, assignment of 
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        1    improved inventions, based on such agreements, 

        2    unreasonable restraints of trade do not necessarily 

        3    become a problem. 

        4            However, if, for example, competition in a 

        5    specified product market or technology market is 

        6    substantially restricted by the mutual imposition of 

        7    restrictions, such as restrictions on the sales price 

        8    of the patented product, on fields of R&D in patent 

        9    licensing agreements, such restrictions may constitute 

       10    a violation of the law as unreasonable restraints of 

       11    trade. 

       12            Specifically, in cross-licensing, multiple 

       13    licensing and patent pools, if by the mutual imposition 

       14    of restrictions on matters such as the sales price of 

       15    patent products and on the fields of R&D, there is a 

       16    substantial restriction of competition in the specified 

       17    product market or technology market, this constitutes a 

       18    violation of law as unreasonable restraints of trade. 

       19            So, as I mentioned, it is generally believed 

       20    that in Japan, there are no problems in terms of the 

       21    Antimonopoly Act with respect to actions that are 

       22    considered as the exercise of rights under the patent 

       23    law, such as restriction of geographic region or of 

       24    technology fields in the patent license agreement.  But 

       25    if, for some example, competition in the specific 
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        1    product market or technology market is substantially 

        2    restricted by the exclusion or control of business 

        3    activity of other business in connection with patent 

        4    licensing agreements, such restriction will constitute 

        5    a violation of the law as a private monopoly. 

        6            Specifically, for example, if competition is 

        7    substantially restricted in a specific product market 

        8    or technology market by the exclusion or control of 

        9    business activities of other business by action such as 

       10    patent pools, accumulation of patents, or restrictions 

       11    under license agreement, such restriction will 

       12    constitute a violation of law as a private monopoly.  

       13            This slide shows newly designated restrictive 

       14    provisions as white ones with respect to the approach 

       15    from the standpoint of unfair trade practices. 

       16            This slide shows newly designated restrictive 

       17    provisions as gray ones with respect to the approach 

       18    from the standpoint of unfair trade practices. 

       19            The next two slides show restrictive provisions 

       20    re-evaluated with respect to interference with fair 

       21    competition.  Black provisions under former guidelines 

       22    included those having a certain degree of breadth with 

       23    respect to the degree of interference with fair 

       24    competition, but in transactions with restrictive 

       25    conditions in which nonprice restrictions are the 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       27

        1    problem under the guidelines, generally interference 

        2    with fair competition is determined on an individual 

        3    basis. 

        4            Therefore, while such provisions have been 

        5    designated as gray provisions, since no rational 

        6    grounds for imposing such restrictions are normally 

        7    recognized and since their effect on competition may be 

        8    considerable, the following nonprice restrictions are 

        9    reclassified as restrictive provisions that are highly 

       10    likely to be illegal dark gray provisions. 

       11            This slide shows the latest activities of the 

       12    JFTC relating to IP and competition policy.  So, 

       13    technology standard is infrastructure in competition, 

       14    and its importance is increasing in the stream of 

       15    information technologies development, globalization of 

       16    economies and pro-patent.  Technology standard itself 

       17    is not problematic; however, some acts relating to 

       18    technology standard would conflict with competition 

       19    policy. 

       20            The software transaction importance is 

       21    increasing in business in the stream of development of 

       22    information technology.  There are strong needs to 

       23    secure fair trade in software markets. 

       24            When for hardware manufacturers and application 

       25    software manufacturers, being provided by an operating 
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        1    system software manufacturer with technical information 

        2    relating to the platform functions is necessary for 

        3    continuing business activities, if the operating system 

        4    software manufacturer in providing such technical 

        5    information to hardware manufacturers or application 

        6    software manufacturers imposes anti-competitive terms 

        7    or is discriminatory, such restrictions can prevent 

        8    hardware manufacturers and the software manufacturer 

        9    from developing product for operating systems software 

       10    that competes with its operating systems software, in 

       11    such cases, where there is a risk that fair competition 

       12    in the product market or technical markets of hardware 

       13    and applications software will be impeded, such acts 

       14    correspond to unfair trade practice and may be in 

       15    violation of the law. 

       16            In addition, in cases where the manufacturer of 

       17    operating system software that has become a de facto 

       18    standard by imposing the above-described restrictions 

       19    on hardware manufacturers or application software 

       20    manufacturers excludes or controls business activities 

       21    of other operating systems software manufacturers, 

       22    application software manufacturers and the hardware 

       23    manufacturers, thereby causing substantial restrictions 

       24    on competition in the product markets or technical 

       25    markets of operating system software, hardware and 
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        1    applications software, this corresponds to a private 

        2    monopoly and may be in violation of the law. 

        3            The JFTC considered the Antimonopoly Act from 

        4    the viewpoint primarily of unfair trade practices, 

        5    focusing on those restrictive conditions in software 

        6    licensing agreements that relate to the exercise of 

        7    rights under the copyright law and on restrictive acts 

        8    that can easily become problematic in software trades.  

        9    It should be noted that in cases where the product or 

       10    technical markets for operating systems software, 

       11    hardware or applications software are substantially 

       12    restricted through the imposition of such restrictions, 

       13    this may be a problem from the viewpoint of private 

       14    monopoly. 

       15            The JFTC holds research meetings to consider a 

       16    system relating to a patent in new fields, as well as 

       17    the operation of such a system and the exercise of 

       18    rights under it.  Main points to be considered are 

       19    analysis and study of competition policy relating to 

       20    the granting of business method patents and 

       21    biotechnology patents and the exercise of such rights. 

       22            This slide shows some concrete points at issue.  

       23    Those are obstruction of competition through wrongful 

       24    applications; restriction of competition through 

       25    dependency relationship of gene patents; reach-through 
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        1    license; refusal of license, accumulation of patents 

        2    for the purpose of stifling R&D; financial patents; and 

        3    use of patent pools. 

        4            The research committee will make a report by 

        5    the end of this June.  We will have the report in the 

        6    near future. 

        7            Thank you for your attention. 

        8            MR. KOVACIC:  Thank you very much, again, to 

        9    both of our presenters for an excellent survey of 

       10    recent developments in Japan. 

       11            As one way to begin, I was wondering if any of 

       12    our panelists might have a general comment or 

       13    observation that they would like to offer about the 

       14    presentation or specific points that they might want to 

       15    address to begin, if there was something that you might 

       16    want to add.  And if not, one particular focal point, 

       17    one thing that stands out I think from the recent 

       18    Japanese experience is the exceptional amount of effort 

       19    devoted to rethinking the framework of competition 

       20    policy controls, both research and guideline revisions, 

       21    and one key item of interest for the policy-making 

       22    community in the United States are are there particular 

       23    approaches given this fresh re-assessment of Japanese 

       24    policy that we might usefully think about considering 

       25    as models for analysis or concern in the U.S. as we go 
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        1    through our own re-assessment of the IP antitrust 

        2    regime in the United States?  

        3            In short, and maybe I offer this most for our 

        4    American discussants and panelists, have you seen 

        5    developments that stand out that you might say, these 

        6    are things that the U.S. policy-making community might 

        7    well consider and focus on in their own evaluation of 

        8    policy? 

        9            MR. NEWBERG:  I want to congratulate both 

       10    presenters.  One thing that struck me in reading the 

       11    interim report of the Study Group on Software and 

       12    Competition Policy was the extent to which it seemed to 

       13    be influenced by Microsoft's conduct and a lot of the 

       14    violations or alleged violations that came up in the 

       15    U.S. conduct case against Microsoft, and first of all, 

       16    I wanted to ask Mr. Koyanagi if that was, in fact, the 

       17    case, if that was one of the things that they were 

       18    thinking about. 

       19            The other thing along the lines of the question 

       20    that you asked, Bill, I think it's interesting the 

       21    extent to which the report tries to come up with 

       22    criteria and sort of the outlines of violations in the 

       23    area of software licensing.  Here are the kinds of 

       24    things that we're concerned with, specific types of 

       25    software licensing restraints, and to come up with an 
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        1    analysis of it.  So, I think they are useful. 

        2            MR. KOVACIC:  Mr. Koyanagi, would you like to 

        3    respond to Josh's question about the stimulus for 

        4    evaluating the policy direction? 

        5            MR. KOYANAGI:  JFTC's report in the (inaudible) 

        6    is guideline for (inaudible), so I think JFTC's 

        7    thinking over -- thinking or observation of the report 

        8    to conduct their business, but the Japanese situation 

        9    is to more aggressive application of this kind of 

       10    policy.  JFTC would therefore (inaudible) to such 

       11    issues. 

       12            MR. KOVACIC:  One thing that I think runs 

       13    throughout a number of the papers and is addressed some 

       14    in both Josh's work and in Steve's work focuses on the 

       15    mechanism for implementing policy and the way in which 

       16    matters interpreting the relevant regulatory guidance 

       17    would be applied in Japan. 

       18            Do you have predictions about the way in which 

       19    the specific policy guidance is likely to be applied 

       20    and elaborated on in an environment in which private 

       21    rights of action which feature so prominently in U.S. 

       22    practice, in many ways are driving influences, have 

       23    less of a role to play in Japan?  Do you have thoughts 

       24    about the extent to which the different mechanisms for 

       25    enforcement and policy implementation are likely to 
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        1    affect the way the framework that we've just seen is 

        2    elaborated over time? 

        3            MR. HARRIS:  Well, as I mentioned in my paper, 

        4    the -- there is a recent amendment that allows 

        5    injunctive -- an injunctive private right of action.  

        6    There is so far no decisional -- no case law resulting 

        7    from that, but there are two cases pending at least of 

        8    which I'm aware. 

        9            There is still no private right of action for 

       10    damages unless the JFTC has already concluded and 

       11    provided an adverse and final finding of a violation, 

       12    which is a very large impediment and usually 

       13    insurmountable impediment to private enforcement. 

       14            In my own view, private enforcement is a very 

       15    important tool, probably not surprising coming from a 

       16    private practitioner, but from my own view, private 

       17    enforcement is an important adjunct to government 

       18    enforcement of the antitrust laws, and especially in 

       19    light of the, you know, limited resources of JFTC or 

       20    limited resources of any government authority. 

       21            Again, we get into some discussion of cultural 

       22    differences, however, and the tendency toward consensus 

       23    and harmonization and conciliation, which anyone who's 

       24    litigated in Japan, and I have, has had to account for 

       25    and deal with and drink a lot of green tea and try to 
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        1    do what is possible, and, of course, attempt to 

        2    compromise, but it becomes frustrating from the 

        3    standpoint of those in the West who are used to trying 

        4    to hash these issues out in an adversarial system and 

        5    having the decision-maker who at the end of the day is 

        6    going to make a call of whether it's a strike or a 

        7    ball. 

        8            MR. NEWBERG:  Yeah, I think that's broadly 

        9    consistent with what I would say.  The obstacles to 

       10    private litigation in Japan do seem to be coming down 

       11    very, very gradually.  There are some cracks in the 

       12    law, but I guess I'll mix metaphors and say the pace is 

       13    glacial, and the obstacles to litigation are systemic.  

       14    They are not functions of antitrust law or doctrine.  

       15    They're functions of the civil litigation system, the 

       16    supply of lawyers, the supply of judges, the fee 

       17    structures, et cetera.  So, I wouldn't expect an 

       18    enormous amount of change in the role that private 

       19    litigation plays in the development of policy in this 

       20    area. 

       21            It does seem to me that there is more activism 

       22    and more interest and more of an inclination to provide 

       23    guidance from the JFTC.  I think that one can identify 

       24    that as a trend, and it looks like there's a commitment 

       25    to that going forward. 
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        1            MR. KOVACIC:  I was wondering if I could ask 

        2    our colleagues today who have been involved in the 

        3    formulation of Japanese policies perhaps to comment a 

        4    bit upon the relationship between the JFTC and 

        5    government institutions, policy-makers, who have been 

        6    involved in what we would call the intellectual 

        7    property community.  That is, one of our aims in the 

        8    hearings we're holding is, in fact, to teach both 

        9    communities a bit more about what they do in the sense 

       10    that at least within our own experience, each community 

       11    perhaps might benefit from a greater understanding of 

       12    how they work together, and at least an issue posed is 

       13    whether or not each regime is sufficiently attentive to 

       14    distinctive policy concerns that arise within its own 

       15    province. 

       16            I was wondering if our specialists from 

       17    overseas might comment a bit upon the nature of the 

       18    relationship between the IP and competition policy 

       19    communities and policy-makers and to what extent, for 

       20    example, competition policy issues do or do not figure 

       21    in the thinking or decision-making of the intellectual 

       22    property policy-making community. 

       23            MR. KOYANAGI:  I think in Japan, there are no 

       24    strong relationships between the IP policy-making and 

       25    competition. 
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        1            In Japan, my observation is there are no strong 

        2    relationships between competition policy-making 

        3    officials and IP policy-making officials.  And so I 

        4    would say one situation in Japan right now, there are 

        5    intellectual property strategy, the task force under 

        6    the Prime Minister in Japan, so, right now, so in 

        7    Japan, through a strong patent policy to proceed.  I 

        8    think also competition policy-making officials don't 

        9    have a strong position in the Japanese Government right 

       10    now, so there are -- I don't think strong competition 

       11    policy -- strong competition policy is not being taken 

       12    in Japan for two or three years from now, two or three 

       13    years. 

       14            MR. RILL:  Just some historic perspective on 

       15    the last question, I was I'll use the word privileged 

       16    to serve as one of the core negotiators for the 

       17    Structural Impediment Initiative talks between the 

       18    United States and Japan back in what we'll call the 

       19    first Bush Administration, and I was intrigued that it 

       20    was one of the rare occasions where the Japanese 

       21    Government appeared on the other side of the panel 

       22    representing the multiple agencies of the Japanese 

       23    Government, including the JFTC, but also the Finance 

       24    Ministry, the Foreign Ministry and the Ministry for 

       25    Trade and Industry. 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       37

        1            One of our main issues on structural 

        2    impediments was improvement in patent review, staffing, 

        3    facilitation, enhancement of quality of review to 

        4    improve what we perceived to be not full protection of 

        5    intellectual property rights.  Interestingly, the JFTC 

        6    did not get particularly involved in those aspects of 

        7    the discussion, and the discussion was mostly handled 

        8    for the Government of Japan under the rubric of 

        9    meeting. 

       10            Without being particularly pejorative about it, 

       11    while I think there was some lip service paid to our 

       12    suggestions, there was not a high priority of the 

       13    actual involvement of people who were directly involved 

       14    in intellectual property, nor was there I think any 

       15    significant result, contrasted I think with some of the 

       16    results we were able to obtain in strengthening the 

       17    JFTC as a general matter. 

       18            Could I ask a question? 

       19            MR. KOVACIC:  Absolutely.  I should emphasize 

       20    for all of our panelists, one of the rules of 

       21    engagement is that you are free to pose interrogatories 

       22    to your colleagues, so if you --

       23            MR. RILL:  I better be careful then for the 

       24    future. 

       25            MR. KOVACIC:  There is a mutual deterrence 
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        1    element to it, as Jim says, but questions you have, you 

        2    are most free to pose to colleagues. 

        3            Please, Jim. 

        4            MR. RILL:  I was particularly interested in the 

        5    comments both of Mr. Harris and Mr. Koyanagi, 

        6    particularly in the latter part of the issues that are 

        7    being raised with respect to licensing restraints in 

        8    software, they seem somewhat more aggressive areas of 

        9    inquiry than perhaps would be reflected in the 

       10    conclusions and suggestions made in our 1995 

       11    guidelines. 

       12            I am reminded of the distribution guidelines in 

       13    Japan, general distribution guidelines in Japan, which 

       14    are really significantly more aggressive than our 

       15    enforcement program, quite apart from our defunct 

       16    guidelines, our enforcement program of vertical 

       17    restraints, but unfortunately not matched by 

       18    enforcement policies and enforcement activities in 

       19    Japan. 

       20            I come back to something more basic, though, as 

       21    I see a great convergence between U.S., European and 

       22    Japanese intellectual property and antitrust interface.  

       23    Let me ask either Steve or Mr. Koyanagi, is there any 

       24    case you know of in Japan, since there are cases you 

       25    both put on the table, in which the JFTC has condemned, 
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        1    attacked, a unilateral refusal to license by a 

        2    patentee, unilateral, not a trade association case, but 

        3    a unilateral refusal to license by a patentee?  I'm not 

        4    aware of one, and I was just curious whether you might 

        5    be able to comment on that. 

        6            MR. KOYANAGI:  I think that there are no cases 

        7    on that refusal policy. 

        8            MR. RILL:  Thank you. 

        9            MR. HARRIS:  Part of the problem, Jim, as you 

       10    know -- well, not a problem, but part of the problem of 

       11    you and I understanding this and knowing of it is the 

       12    administrative guidance system, and many of these 

       13    issues are handled through that process that is not 

       14    public, that has served Japan for centuries and 

       15    resolves most of these issues.  So, whether or not JFTC 

       16    has raised it, I would not be surprised at all if it 

       17    may have been raised in administrative guidance, 

       18    especially given the outlook set forth in the 

       19    guidelines. 

       20            MR. RILL:  But as I understand it, I think it's 

       21    phrased even at the level of a warning, that there 

       22    would be some --

       23            MR. HARRIS:  No.  Of course, warnings are very 

       24    rare, too.  Any public expression is very rare through 

       25    the administrative guidance system, so I don't know the 
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        1    percentage, maybe Professor Newberg does, but a huge 

        2    percentage of issues raised by JFTC are resolved 

        3    through either informal consultation, which is even one 

        4    step below the administrative guidance, or through the 

        5    administrative guidance, both of which are nonpublic. 

        6            MR. RILL:  My point is simply that there is a 

        7    convergence here I think between the U.S. and EU and 

        8    Japanese, basic principles, that one of the basic 

        9    principles, of course, is that the unilateral holder of 

       10    a patent has a right to exploit that patent and to 

       11    refuse to deal, and I don't see Japan deviating from 

       12    that basic principle. 

       13            MR. HARRIS:  Well, I see them deviating in 

       14    terms of where they start and what their initial 

       15    outlook is, and actually EU, from the standpoint of 

       16    certainly a duty to deal rather than a right to refuse.  

       17    The analysis progresses both in the EU and the Japan 

       18    from a somewhat -- well, from a very different starting 

       19    point.  I think they tend to wind up in the same place. 

       20            They are very strongly protective of IP, and 

       21    whether you start with a duty to deal that's very 

       22    narrow and has to have a very high burden of proof as 

       23    an exception to the -- and can force you to deal, it's 

       24    almost swallowed up by the exception, or vice versa, as 

       25    we start out with the right to refuse and have a very 
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        1    narrow category of very unusual circumstances that 

        2    would present an exception to the right to refuse, I 

        3    think you get to the same point. 

        4            MR. RILL:  And a very --

        5            MR. HARRIS:  And very strong protection of IP 

        6    protection, with an exception for the truly 

        7    extraordinary case. 

        8            MR. KOVACIC:  Maybe before going to Mr. Kim's 

        9    question, if I could frame the point of this 

       10    interchange slightly differently.  We spent a lot of 

       11    time yesterday in talking about the European regime 

       12    focusing on the obligation to deal and the extent to 

       13    which, as we put it yesterday, a mere refusal to extend 

       14    a license might be actionable under the European Union 

       15    competition regime. 

       16            If I could pose the question this way, that is, 

       17    suppose you are advising a business manager in the 

       18    United States, Europe and Japan, and the question on 

       19    the table from the manager is, what risk do I face and 

       20    what complications do I confront if I decide with a 

       21    position of dominance, let's assume it's somehow 

       22    defined a dominant enterprise, simply refusing to 

       23    extend the license to someone who arguably can claim 

       24    that without the license, they cannot compete with me 

       25    in a market?
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        1            Taking those three jurisdictions, where do you 

        2    feel the most nervous about a refusal to license, where 

        3    do you feel the greatest comfort, and how would you, as 

        4    we say in the academic world, how would you explain 

        5    your answer? 

        6            MR. NEWBERG:  Well, I think in the United 

        7    States, it's still the law, and it's recently 

        8    re-affirmed, that a unilateral refusal to license 

        9    intellectual property is not an antitrust violation. 

       10            I guess in terms of nervousness, in advising a 

       11    client, I would say there's not an enormous amount of 

       12    basis for nervousness on the issue of unilateral 

       13    refusal to license, even if you have a dominant 

       14    position in the United States; some basis for 

       15    nervousness, albeit not enormous because of the lack of 

       16    private enforcement and the lack of case examples that 

       17    Jim Rill pointed out; and perhaps slightly more of a 

       18    basis for nervousness in the EU, because you have both 

       19    doctrinal basis for going after a unilateral refusal to 

       20    license as a violation, and you also have the other 

       21    policy concerns that are built into the EU competition 

       22    enforcement structure. 

       23            MR. HARRIS:  I would agree with where the 

       24    Professor comes out.  I think the market integration 

       25    aspect or policy directive undergirding the agency 
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        1    treatment and certainly Article 82, you know, informs 

        2    decisions like the Ostrabrauner (phonetic) decision, 

        3    the McGill decision, and you have, therefore, in the EU 

        4    a long and growing case law.  In fact, there's a new 

        5    case out at the end of May and another one, the 

        6    Telegraph case, that is similar and follows those 

        7    decisions that, again, starts from the position of a 

        8    duty to deal and whether there's an exception. 

        9            I personally would dust off my old essential 

       10    facilities cases if the hypothetical client that you 

       11    described walked into my office and had those three 

       12    jurisdictions in mind, because despite the distaste of 

       13    many for that doctrine, including Mr. Lipsky, who's 

       14    written an article on it, written an article on his 

       15    distaste and why we should all have a distaste for the 

       16    policy, it exists in law, and that analysis is still 

       17    good law in the United States in my view and generally 

       18    reflects the analysis and the elements of that analysis 

       19    in the EU. 

       20            And again, I'm not in the room in JFTC in which 

       21    the administrative guidance is given, but I have talked 

       22    to a number of the enforcers in JFTC and Japanese 

       23    academics, and I think that's generally the analysis, 

       24    that look, it's an attempt to balance two very 

       25    important public goods, which are intellectual 
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        1    property, which is in essence to incentivise 

        2    innovation, and competition, and as I call them in my 

        3    paper, those are the twin engines of progress.  When 

        4    one is way out of balance with the other and when 

        5    there's an intellectual property right that is blocking 

        6    a high degree of social good that can be driven by 

        7    competition in a market, you're going to have, in 

        8    essence, a decision for the good of public welfare that 

        9    is in exceptional cases only, as they said in McGill, 

       10    to require a license. 

       11            Those cases are very rare and I think will 

       12    remain very rare, but I think they exist, and the 

       13    proper policy is to undertake that analysis, not to shy 

       14    away from it simply because those cases are exceptions. 

       15            MR. KOVACIC:  Jim? 

       16            MR. RILL:  I don't disagree with much of what 

       17    Steve said.  I think that a rigid application of 

       18    whatever he perceives as the essential facilities 

       19    doctrine in making a conclusion even as to Europe would 

       20    be quite conservative, possibly overly conservative.  I 

       21    don't disagree with Josh or Steve -- with Josh in their 

       22    ranking.  I think the question presupposes a level of 

       23    anxiety, however, on the part of the counselor that may 

       24    be somewhat unduly given to trepidation. 

       25            I think that first of all, even Europe wouldn't 
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        1    go so far as to say that the application of the 

        2    essential facilities doctrine, even the Commission 

        3    wouldn't go that far, and I was taken yesterday by the 

        4    debate, the rather extended debate among those who have 

        5    actually been involved in the cases, particularly Ian 

        6    Forrester, who represented the Commission in the McGill 

        7    case, as I recall, emphasizing how narrow the approach 

        8    at the Commission was in McGill and how little 

        9    intellectual there was to the intellectual property 

       10    being claimed in McGill. 

       11            I'm not suggesting that's a good standard, but 

       12    what Ian was saying was by looking at those cases, one 

       13    will over-emphasize differences between Europe and the 

       14    United States, those cases -- and IMS, of course, is in 

       15    the courts now.  So, I think I'd probably take a 

       16    tranquilizer and be a little bit less nervous than you 

       17    are. 

       18            MR. HARRIS:  I agree.  I think you should tell 

       19    the clients to take a tranquilizer.  These are 

       20    exceptionally rare cases.  I had the great pleasure of 

       21    working with Ian Forrester for NDC, and actually he 

       22    represented NDC on the appeal in the Commission versus 

       23    Legal Services, and but I did the argument for NDC at 

       24    the EC level in that case, and they are such 

       25    exceptionally rare cases. 
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        1            One of the points is you have to work very hard 

        2    to convince the Commission, and you should, that you 

        3    have a very exceptional case and that this fits that.  

        4    I mean, they spoke to everyone in the industry.  They 

        5    spoke to everyone in the industries in other countries.  

        6    They basically had to be persuaded. 

        7            I also think one point that Ian makes is right.  

        8    It cannot be discussed in EC decisions, and this is an 

        9    interesting distinction that drives some of these 

       10    decisions, and that is the extent to which the 

       11    intellectual property is valid or valuable.  In our 

       12    court system, of course, the same judge can determine 

       13    the validity -- and often in a Walker Process or a 

       14    Handgards circumstance does -- determine the validity 

       15    or invalidity of a patent at the same time or in the 

       16    same case that he or she is determining whether or not 

       17    there's been a violation of antitrust laws. 

       18            Because the validity of IP rights in the EC is 

       19    strictly a national concern, both the EC and the EC 

       20    courts in Luxembourg have to defer to the courts.  So, 

       21    when that case started, the German courts were saying 

       22    this is a valid right.  The German Court of Appeals has 

       23    now said it is an invalid right in the IMS case.  So, 

       24    the point of departure for both the Commission and the 

       25    courts in Luxembourg is very different depending on how 
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        1    the national courts view the IP right. 

        2            MR. KOLASKY:  If I can follow up on that, after 

        3    the discussion yesterday morning, I had occasion to 

        4    have lunch with Dr. Mehta from the EC, and he had an 

        5    impressive observation, which is that one needs to look 

        6    at what happened after the decision in McGill, and what 

        7    he pointed out is that within a matter of a couple of 

        8    years, McGill was not in business. 

        9            MR. HARRIS:  It was less than a couple of 

       10    years. 

       11            MR. KOLASKY:  Yeah, and the point he was 

       12    making, of course, is that the problem with compulsory 

       13    licensing under even an essential facilities doctrine 

       14    approach is that that turns it into a public good, and 

       15    it's then very hard for anyone to make any money.  So, 

       16    I'm sort of curious, though, we focused on the EU in 

       17    this discussion, but turning back to Japan, I would be 

       18    very interested in getting Mr. Koyanagi's comments 

       19    following up on what Steve Harris was saying about the 

       20    administrative guidance system in Japan, and that is, 

       21    if someone were to come to the JFTC and make an 

       22    argument along these lines that a copyright or a patent 

       23    was essential, access to that was essential for a 

       24    company to keep in the market, under what 

       25    circumstances, if any, would you give administrative 
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        1    guidance requiring the patent or copyright holder to 

        2    license it? 

        3            MR. KOYANAGI:  Generally speaking, in the case 

        4    of intellectual property, I think essential facilities 

        5    is not applicable, because in some -- in some 

        6    technology, it is a circumvent technology situation.  

        7    So, however, in the -- operation system software have a 

        8    function, and it's -- have a very strong network 

        9    effect.  So, in that case, it is -- might be -- it 

       10    might be applicable to that essential facility, but 

       11    generally speaking, in the intellectual property case, 

       12    there are no applications of the essential facilities 

       13    in Japan. 

       14            MR. KOVACIC:  Mr. Kim, you have patiently 

       15    waited throughout this sidebar discussion.  Please. 

       16            MR. KIM:  Thank you.  I'd like to make one 

       17    comment regarding the categorization between JFTC's 

       18    1999 guidelines.  I think there are very sophisticated 

       19    categorizations which are white, black, gray or other 

       20    colors.  So, recalling my experiences in KFTC, I found 

       21    sometimes that some provisions were too sophisticated 

       22    to be applicable in actual cases. 

       23            Since the antitrust agencies are facing very 

       24    different circumstances according to cases, I wonder 

       25    whether these sophisticated categorizations did 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       49

        1    actually work when JFTC reviewed the actual cases. 

        2            Thank you. 

        3            MR. KOVACIC:  Would anyone like to comment on 

        4    that interesting question?  I think an issue for all of 

        5    us in having guidelines, when you have classification 

        6    schemes with different criteria, nominal criteria is, 

        7    of course, how well do they apply in practice and do 

        8    the nominal classification schemes provide useful 

        9    guidance in predicting what the institution will do in 

       10    practice, and, you know, perhaps experience with the 

       11    guidelines is not rich enough to permit an observation, 

       12    but do any of our colleagues have thoughts about how 

       13    the set of presumptions that are built into that 

       14    scheme -- and, of course, in the academic world, thank 

       15    God for gray, if not different shades, but always gray, 

       16    but how do -- do any of the panelists have observations 

       17    about how the classification scheme and the level of 

       18    scrutiny associated with each, in fact, is operating in 

       19    Japan? 

       20            MR. HARRIS:  Just personally, I would hate to 

       21    go back to the time even before 1968 when there were no 

       22    guidelines, and I understand Mr. Kim's question, there 

       23    are often clauses which are hard to pigeonhole, hard to 

       24    decide whether they are gray or dark gray.  It's hard 

       25    to know whether a gray clause, whether your, you know, 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       50

        1    back of the envelope -- the effects on competition 

        2    analysis is the same the JFTC would come down with, but 

        3    in the usual case of a license that you're looking at, 

        4    at least in my practice, one is not going to contact 

        5    JFTC, one is not going to initiate informal 

        6    consultation except in a major transaction, and so I 

        7    find them very useful guidelines in terms of sort of 

        8    the third rail, the truly dangerous clauses that one 

        9    wants to avoid. 

       10            Then again, one has to use one's own sense, and 

       11    it's probably culturally flawed, but one's own sense of 

       12    how the effect on competition analysis will go forward 

       13    in terms of the gray categories, and I think also 

       14    counseling with Japanese practitioners on current 

       15    outlook of the JFTC, and again, the large transaction 

       16    informal guidance itself is the proper approach, but I 

       17    would have a hard time advising my clients without the 

       18    guidelines. 

       19            MR. NEWBERG:  Yeah, I think that, coming back 

       20    to points that were made earlier, the '99 guidelines 

       21    are still very new, so there just hasn't been an 

       22    enormous amount of experience with them, and also you 

       23    have this structure where the overwhelming majority of 

       24    contacts with the agency are informal and undocumented.  

       25    So, you know, we don't know to what extent these 
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        1    categories are meaningful in those informal 

        2    interactions, because they're not recorded. 

        3            I do think, though, that the 1999 guidelines, 

        4    you know, announced very decisively, continuing and 

        5    expanding on the 1989 guidelines, that there's a 

        6    broader and broader area of restraints for which the 

        7    JFTC is open to argument, to argument about competitive 

        8    effects, and I do think that that's profoundly 

        9    important. 

       10            In the case of the dark gray category, that is 

       11    a way of saying, well, if you want to come in and make 

       12    an argument, you have to have -- you have to have a lot 

       13    more to say, you know, to justify this restraint, but 

       14    the basic principle is a larger and larger area of 

       15    licensing conduct falls into this category where the 

       16    agency is open to a searching debate, when 

       17    anti-competitive and pro-competitive effects. 

       18            MR. KOVACIC:  I just conclude this segment by 

       19    saying that in fairness to our Japanese colleagues that 

       20    if someone were to force us under oath to explain when 

       21    a quick look is quick, I would not relish that 

       22    opportunity, but it is interesting to contemplate how 

       23    the different institutions have attempted to signal, at 

       24    least in a rough way, enforcement intentions and the 

       25    methodologies that they've used to do that and the role 
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        1    that -- transparent administrative guidance plays a 

        2    crucial role in transmitting the norms that surround 

        3    the operation of those standards. 

        4            We would like to turn now to a Australia, Korea 

        5    and Taiwan, and for this segment, to give us an 

        6    overview of Australian experience and licensing 

        7    arrangements, we're going to turn to a reprise 

        8    performance by Henry Ergas, who again made a wonderful 

        9    contribution to yesterday's session and is going to 

       10    give us an overview of the Australian experience. 

       11            MR. ERGAS:  Thank you very much, and again, 

       12    it's a pleasure to participate in these hearings. 

       13            What I want to do is talk briefly about the 

       14    relationship between competition laws and the 

       15    intellectual property laws, and in particular focus on 

       16    some proposed changes to the treatment of intellectual 

       17    property in our competition law, the main competition 

       18    law in Australia being the Trade Practices Act of 1974, 

       19    and I then want to say a few words about the 

       20    implications of the reforms that are currently proposed 

       21    to the Trade Practices Act. 

       22            I should say by way of preface that a written 

       23    paper, rather lengthy written paper, is available I 

       24    believe on the website of the FTC, and I won't even 

       25    attempt to summarize it at this point but merely 
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        1    highlight a few issues that seem of greatest relevance 

        2    to the subjects being dealt with this morning. 

        3            Let me start by setting out the relationship 

        4    between the intellectual property rights established by 

        5    our intellectual property statutes and the competition 

        6    laws in Australia.  A distinctive feature of our 

        7    competition act, i.e., the Trade Practices Act, is that 

        8    it contains a section which has the effect of exempting 

        9    from certain provisions of the Act conditions imposed 

       10    in licenses and assignments insofar as those conditions 

       11    relate to the subject matter of an intellectual 

       12    property right. 

       13            The provision at issue, which is Section 51(3) 

       14    of the Act, exempts conditions of licenses and 

       15    assignments from the operation of important sections of 

       16    the Act, and the sections that are exempted are Section 

       17    45, which is our horizontal agreements section and 

       18    which includes section 45A, which is the per se 

       19    prohibition on horizontal agreements that affect price. 

       20            Also exempted is Section 47, which is the 

       21    section that deals with vertical relationships 

       22    generally and in particular with exclusive 

       23    arrangements.  There is finally an exemption provided 

       24    in respect of the provisions of Section 50, and Section 

       25    50 is the section of the Act which deals broadly with 
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        1    the acquisition or transfer of assets, so it's the 

        2    merger provision of the Act. 

        3            The sections that are not exempted under 

        4    Section 51(3) are, importantly, Section 46 of the Act 

        5    and Section 48 of the Act.  The most significant of 

        6    those in practice is Section 46 of the Act, which is 

        7    our unilateral exercise of market power provision, 

        8    roughly equivalent to a monopolization provision. 

        9            Under Section 46 of the Act, i.e., the 

       10    unilateral exercise of market power provision, there 

       11    have been a number of cases which involve material that 

       12    was covered by intellectual property.  In essence, one 

       13    can say that the mere fact that the conduct at issue in 

       14    a Section 46 case refers to or arises in relation to 

       15    material that is the subject of an intellectual 

       16    property right in no way exempts that conduct from the 

       17    effect of the section, and in particular, if I go to 

       18    the question which was raised slightly earlier in this 

       19    panel, if use is made of intellectual property in one 

       20    market through, for example, unilateral refusal to 

       21    license that property, so as to restrict competition in 

       22    another market, then there is at least a risk that the 

       23    firm would face that it would be exposed to provisions 

       24    under Section 46 of the Act. 

       25            Putting aside Section 46 and the per se retail 
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        1    price maintenance provision, though, the main other 

        2    provisions of the Act insofar as the Act deals with 

        3    anti-competitive conduct, the other major areas of the 

        4    Act are exempted by the effect of Section 51(3). 

        5            Looked at that way, Section 51(3) would appear 

        6    to be a very broad exemption, indeed, but it is safe to 

        7    say that there is considerable ambiguity as to the 

        8    precise scope of Section 51(3) because of the rather 

        9    poor drafting of the section.  Nonetheless, it does at 

       10    least contain the potential to have the effect of 

       11    exempting many possibly anti-competitive forms of 

       12    conduct from the reach of the Act. 

       13            Reflecting this, there have been two reviews of 

       14    Section 51(3) in recent years.  The first of those was 

       15    a review by the National Competition Council, which is 

       16    a statutory body that is mainly responsible for the 

       17    administration of the Competition Principles Agreement 

       18    between the Commonwealth Government, our Federal 

       19    Government, and the states.  There was a review by the 

       20    National Competition Council which recommended that 

       21    Section 51(3) be retained but substantially narrowed. 

       22            There was considerable controversy about the 

       23    recommendations of the National Competition Council 

       24    review, and so a second review was charged with 

       25    responsibility for re-assessing the desirability of 
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        1    Section 51(3).  This is the Intellectual Property and 

        2    Competition Review Committee, which was an independent 

        3    committee established by the Attorney General and by 

        4    the Minister for Industry, Science and Resources, with 

        5    the responsibility of reviewing the intellectual 

        6    property statutes and the Trade Practices Act insofar 

        7    as those affected the or touched on the interaction 

        8    between intellectual property and the overall 

        9    Commonwealth goal of promotion of competition. 

       10            That was a committee that I chaired, and the 

       11    Intellectual Property and Competition Review Committee 

       12    recommended broadly as follows with regards to Section 

       13    51(3).  The committee emphasized that in its view, it 

       14    was essential that firms be able to enter into 

       15    efficient contracts regarding intellectual property 

       16    rights, and as a result, the exercise of intellectual 

       17    property rights ought not to be subject to unnecessary 

       18    or onerous obligations except where those obligations 

       19    had a clear justification in terms of the public 

       20    interest. 

       21            At the same time, the committee recognized that 

       22    intellectual property rights shall not be capable of 

       23    being used to exceed the market power that they 

       24    directly conferred.  As a result, the committee 

       25    recommended a substantial reframing of the current 
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        1    provision, i.e., of Section 51(3).  In essence, that 

        2    reframing involves the following, which is that 

        3    conditions in license and assignments under 

        4    intellectual property statutes should be fully exposed 

        5    to the provisions of the Act insofar as those 

        6    conditions would give rise to a substantial lessening 

        7    of competition.  The Government has since announced 

        8    that it has accepted that recommendation, and 

        9    legislation is to be tabled in Parliament amending the 

       10    Trade Practices Act in the light of that 

       11    recommendation. 

       12            What is the effect of that recommendation and 

       13    of the proposed reform?  As I said, the reframing of 

       14    Section 51(3) will make conditions in licenses and 

       15    assignments subject to the provisions of the Act 

       16    insofar as those conditions have the effect or likely 

       17    effect of substantially lessening competition.  What 

       18    that means in practice is that conditions in licenses 

       19    and assignments will become subject to the provisions 

       20    of the Act, except where the breach that they would 

       21    otherwise cause is merely a per se breach. 

       22            So, a condition in a license or assignment 

       23    would not fall foul of the Act if it merely breached a 

       24    per se prohibition but where that breach did not entail 

       25    or would not give rise to or be likely to give rise to 
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        1    a substantial lessening of competition. 

        2            The associated recommendation to that was that 

        3    the ACCC, the main enforcement agency, which is the 

        4    Australian Competition and Consumer Commission, be 

        5    required to issue guidelines as to how it would assess 

        6    the substantial lessening of competition test in 

        7    respect of conditions in licenses and assignments, and 

        8    the effect of issuing those guidelines will be to 

        9    create a reasonable expectation amongst parties that 

       10    those guidelines will be adhered to, and hence, to 

       11    create a basis in administrative law should the ACCC in 

       12    practice depart from those guidelines in its 

       13    consideration of conditions in licenses or assignments. 

       14            The impact of this change will be to -- and 

       15    here there is contrast to what we were told moments ago 

       16    about Japan -- to bring a very substantial range of 

       17    conditions that are ordinarily imposed in licenses and 

       18    assignments in Australia out of a white box and into a 

       19    gray box, and so the effect will be that, whereas 

       20    previously we have had a rather narrow black box and a 

       21    very large white box, we will converge with Japan and 

       22    possibly, I would expect, other jurisdictions in having 

       23    an extremely large gray area. 

       24            It's worth saying that whilst having gray areas 

       25    may connote uncertainty among parties, and hence, act 
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        1    as an impediment to efficient commercial operation, our 

        2    Act is distinctive -- well, New Zealand mirrors this 

        3    provision -- but our Act has the feature that parties 

        4    who believe that they are entering into an agreement 

        5    for interconduct that may be in breach of the Act 

        6    because of its competition effects can nonetheless seek 

        7    authorization of that conduct where the authorization 

        8    then requires the parties to establish that there is a 

        9    public interest in the conduct that outweighs any 

       10    competitive detriment that the conduct may give rise 

       11    to. 

       12            Put simply, our Act operates through a shifting 

       13    onus of proof where in assessing whether conduct is in 

       14    breach of the competition provisions, i.e., gives rise 

       15    to or is likely to give rise to a substantial lessening 

       16    of competition, the enforcement agency bears the onus 

       17    of demonstrating that the conduct will indeed reduce 

       18    competition. 

       19            However, our Act recognizes that there may be a 

       20    trade-off between competition and efficiency, and 

       21    hence, then allows authorization of that conduct 

       22    insofar as that conduct would be more generally 

       23    desirable, so desirable, indeed, as to outweigh the 

       24    competitive detriment. 

       25            However, to secure that authorization, it is 
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        1    then the party at issue that bears the onus of 

        2    demonstrating that the efficiencies that would be 

        3    obtained, i.e., the gains or benefits to the community, 

        4    outweigh the detriment. 

        5            It's worth saying in conclusion that by this 

        6    change, we are moving towards a situation where the 

        7    mere fact that conduct involves the intellectual 

        8    property statutes will not exempt it from any of the 

        9    Act's provisions insofar as that conduct would have the 

       10    effect or likely effect of substantially lessening 

       11    competition. 

       12            It's worth noting that the committee I chaired 

       13    made a wide range of other recommendations that are 

       14    intended to give greater effect to this broad reform, 

       15    and those other recommendations go importantly to 

       16    changes in the intellectual property statutes 

       17    themselves, and the bulk of those recommendations have 

       18    been accepted by the Commonwealth Government.  Some 

       19    have already given rise to amending legislation; others 

       20    are expected to do so reasonably soon. 

       21            The ACCC, for its part, is currently developing 

       22    or at least beginning the preparatory work for the 

       23    guidelines that I mentioned a moment ago.  Importantly, 

       24    those guidelines will cover the types of questions 

       25    which I was very pleased to learn our colleagues in 
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        1    Japan as well as elsewhere are now grappling with about 

        2    software licenses, in particular. 

        3            We recognize at the same time that 

        4    anti-competitive conduct may increase efficiency, and 

        5    hence, every provision will be made to ensure that 

        6    where conduct, though anti-competitive, has public 

        7    benefits that outweigh the anti-competitive detriments, 

        8    that that conduct will be authorized in a timely and 

        9    cost-effective way. 

       10            Thank you. 

       11            MR. KOVACIC:  Thank you, Henry. 

       12            We would like now to turn to Korea, and Mr. Kim 

       13    will give us a tour of the recent Korean experience. 

       14            MR. KIM:  Thank you.  I was asked to explain 

       15    about the Korean competition policy and intellectual 

       16    property rights.  I'd like to use this handout that is 

       17    here instead of seeing the slides in front from the 

       18    screen. 

       19            In order to introduce the Korea Fair Trade 

       20    Commission laws and regulations, I will briefly explain 

       21    about fair trade laws and regulations of Korea with 

       22    regard to IPR, KFTC's 2000 guidelines on intellectual 

       23    property rights and competition policy and KFTC's 1997 

       24    notifications on the types of and criteria for 

       25    determining unfair business practices in international 
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        1    contracts. 

        2            Then finally I will go briefly through some 

        3    cases that KFTC deals with in the past, the Korea 

        4    Coca-Cola case and Proctor & Gamble case. 

        5            Since Korea has several law systems that codify 

        6    the laws or regulations which are made based on the 

        7    laws of (inaudible) law, therefore, the fair trade laws 

        8    and regulations which are made based on the law is a 

        9    very important source of law with regard to 

       10    relationship between the competition policy and IPR. 

       11            There are two types of regulations and laws 

       12    that can be applied to the case with regard to IPR.  

       13    The general provisions that can be applied not only to 

       14    the IPR-related cases but also to non-IPR-related 

       15    cases.  These are Article 3-2 of the Monopoly 

       16    Regulation in the Fair Trade Act, and Article 7, which 

       17    is about M&A, Article 19, restrictions on cartel, 

       18    Article 23, which is about unfair business practices, 

       19    and finally Article 29, which is about price fixing.  

       20    These general articles are some very general provisions 

       21    that we can find in most laws and regulations in most 

       22    countries. 

       23            The second type of provisions are directly 

       24    related to the IPR.  The paragraph 1 of Article 32 of 

       25    the Act forbids companies to enter into international 
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        1    contracts which provides for cartels, price fixing or 

        2    unfair business practices, and paragraph 2 of Article 

        3    32 says KFTC can allow the types of and criteria for 

        4    determining unfair business practices, cartel or price 

        5    fixing. 

        6            And Article 33 says that an enterprise may 

        7    request the KFTC to review the international contract.  

        8    And Article 59 defines directly the relationship 

        9    between competition policy and IPR.  I think this 

       10    article is very similar to a section of Japanese AMA:  

       11    The Article 59 says this Act shall not apply to any 

       12    acts which are deemed an exercise of rights under the 

       13    Copyright Act, Patent Act, Utility Model Act, the 

       14    Design Act and the Trademark Act, and the KFTC's 

       15    interpretation about this article is that only 

       16    regulatory use of the right is exempt from the 

       17    application of the Act, and the courts of Korea also 

       18    support KFTC's interpretation. 

       19            But there are strong arguments within the KFTC 

       20    or in economic arena that this provision should be 

       21    deleted or revised to make sure that only the proper 

       22    (inaudible) use is exempt from the application of the 

       23    Fair Trade Act. 

       24            And Article 29-(2) is about the resale price 

       25    fixing.  It says that no enterprises shall engage in 
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        1    resale price maintenance, and the remaining part, 

        2    starting from "provided" to the end, should be struck 

        3    now.  It was included by mistake.  And paragraph 2 says 

        4    that the paragraph 1 shall not be applied to 

        5    publications and some commodities. 

        6            And Article 43 of the enforcement decree of the 

        7    act says that some publications defined in the 

        8    Copyright Act would be exempted, would be exempt from 

        9    the application of the Act. 

       10            And the other important regulations regarding 

       11    the relationship between IPR and competition policy to 

       12    IPR, KFTC 1997 guidelines and KFTC 1997 notifications.  

       13    I will briefly go through these two guidelines or 

       14    notifications. 

       15            The scope of application of KFTC's 2000 

       16    guidelines is licensing, cross-licensing, pooling 

       17    agreement -- arrangement and acquisition of IPR.  With 

       18    regard to the general principle of the regulation, the 

       19    guideline says that the rule of reason will be applied 

       20    in not only the contractual arrangements but also in 

       21    competition in a related market, the duration of the 

       22    arrangement, market structure and other relevant 

       23    factors will be considered. 

       24            I think this general principle is relatively 

       25    different from the 1995 Antitrust Guidelines for the 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       65

        1    licensing of IPR issued by DOJ and the FTC, because 

        2    it's my understanding there are some clauses in the 

        3    1995 antitrust guidelines that in some cases a per se 

        4    rule will be applied, but this guideline of KFTC says 

        5    that the rule of reason analysis will be applied in 

        6    most cases. 

        7            And the guideline illustrates eight types of 

        8    unfair business practices which are tying arrangements 

        9    of raw materials, parts, manufacturing equipment, 

       10    forcing licensee to use the trademarks or designs that 

       11    are identified by the licensor, restrictions on 

       12    exporting territories or restrictions on sales 

       13    territories, restrictions on customers, restrictions on 

       14    transaction quantities, restrictions on transaction 

       15    methods and designation of sales and resale prices, and 

       16    finally restrictions on the use of competing products, 

       17    restrictions on the use of IPR after its expiration, 

       18    charging royalties on non-licensed products, tying 

       19    technology, restrictions on R&D, requiring excessive 

       20    sales promotion expenses and unfair refusal to license. 

       21            This final type of unfair business practices is 

       22    kind of a gathering of various other restraints rather 

       23    than a single type of restraint. 

       24            With regard to cross-licensing and pooling 

       25    arrangement, business competitors, the guideline says 
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        1    that Article 19, restrictions about cartel, will be 

        2    applied, and if you go to the acquisition of IPR, a 

        3    merger analysis will be applied when the IPR consists 

        4    of major parts of businesses or when the license of IPR 

        5    practically is equivalent to acquisition. 

        6            And if we talk about other characteristics of 

        7    the guideline, for each type of unfair business 

        8    practice, one or two examples of business practices 

        9    which KFTC does not consider unfair are provided for 

       10    comparison.  Types of unfair business practices are 

       11    largely similar between the 2000 guidelines and the 

       12    1997 notifications that I am going to explain later. 

       13            The general principle (inaudible) is the same 

       14    as (inaudible) rule of reason analysis.  One difference 

       15    between the two guidelines or notification is that the 

       16    scope of application for the 1997 notification is far 

       17    more extensive than the notification is for IPR 

       18    franchise contract, joint R&D agreement, import 

       19    distribution contract and joint venture agreements. 

       20            I will briefly speak about the 1997 

       21    notification.  Before 1997, a request for the review of 

       22    international contracts was mandatory.  From 1981 to 

       23    1996, there were 2,338 requests were made for the 

       24    review of international contracts.  At the end of 1996, 

       25    the requests for the review was changed into a 
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        1    voluntary one to lessen the burden on the companies and 

        2    to promote technology transfer. 

        3            Now, before closing the explanation about this 

        4    notification, there are still criticisms about this 

        5    Article 32 and Article 33 of the Act and this 1997 

        6    notifications, because many people think that these 

        7    articles and notifications are discriminatory against 

        8    international contracts, and some people say that the 

        9    general provisions in the Act can be applied, so 

       10    there's no need to maintain these articles or 

       11    notifications. 

       12            Considering those criticisms or arguments, KFTC 

       13    is now reviewing the way to delete the Articles 32 and 

       14    33 from the Act and revoke the 1997 notification. 

       15            And then I go talk about the cases that KFTC 

       16    did in the past.  I'm afraid that no specifications 

       17    will deal after the issuance of the 2000 guidelines, so 

       18    I talk about the Korea Coca-Cola case of 1997.  I think 

       19    Tad is in better position to explain about this case, 

       20    but with his permission, I'll go explain about this. 

       21            The Coca-Cola Corporation signed a merger 

       22    agreement with Bumyang in 1974.  Coca-Cola and Bumyang 

       23    revised the contract twice and extended the expiration 

       24    date to June 1st, 1996.  In order to reshape the 

       25    corporation in Korea, Coca-Cola decided to set up the 
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        1    Serabul Company, which would be in charge of 

        2    manufacturing in Korea, and Coca-Cola also decided to 

        3    change the existing bottlers to distributing companies.  

        4    For that purpose, Coca-Cola proposed that Bumyang 

        5    accept the changes or else Coca-Cola would terminate 

        6    the contract on June 1st, 1996. 

        7            During the negotiation process, Coca-Cola 

        8    extended Bumyang's right to manufacture and sell 

        9    Coca-Cola in Korea until April 1st, 1997.  Over dispute 

       10    as to the price of manufacturing assets that Coca-Cola 

       11    wanted to buy from Bumyang, Coca-Cola stopped supplying 

       12    raw materials for Coca-Cola to Bumyang as of April 1st, 

       13    1997. 

       14            Bumyang filed a complaint with KFTC contesting 

       15    that Coca-Cola practically promised to extend their 

       16    contract until the end of 1997.  I'll skip the detailed 

       17    reasons that Bumyang cited. 

       18            On August 27th, 1997, KFTC made the decision 

       19    that Coca-Cola unfairly refused to deal with Bumyang.  

       20    The KFTC decision was mainly based on the assumption 

       21    that there was a tacit agreement between Coca-Cola and 

       22    Bumyang to extend the contract until the end of 1997 

       23    and that it was unfair for Coca-Cola to unilaterally 

       24    refuse to deal considering the 23 years of transactions 

       25    between Coca-Cola and Bumyang and Bumyang's huge 
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        1    investment for the transaction and the difficulty to 

        2    find substitute suppliers for Bumyang. 

        3            The Appeals Court affirmed the KFTC's decision, 

        4    but the Supreme Court revoked the Appeals Court 

        5    decision and affirmed Coca-Cola's argument based on the 

        6    reasons that there's no circumstantial evidence of the 

        7    plan to extend the contract beyond the April 1st, 1997, 

        8    and there were other ways for Bumyang to utilize its 

        9    assets, and Coca-Cola was not in an urgent need to buy 

       10    Bumyang's assets. 

       11            I finally talk about the Proctor & Gamble case 

       12    in 1998.  The Proctor & Gamble Korea acquired a portion 

       13    of Ssangyong Paper Manufacturing Company and filed an 

       14    M&A report to KFTC. 

       15            KFTC defined the relevant market of that merger 

       16    to be the women's sanitary pad market in Korea.  The 

       17    market was shared by P&G, Yoohan Kimberly and Ssangyong 

       18    and other minor companies. 

       19            KFTC decided that the M&A of X and Y harmed 

       20    competition based on the reasons that the market share 

       21    of both amounted to 64 percent, and the market share 

       22    gap is too big compared to that of Yoohan Kimberly, and 

       23    the entry barrier was too high in terms of initial 

       24    investment and technology. 

       25            KFTC paid special attention to the volume and 
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        1    speed of innovation in the pad market.  The life cycle 

        2    of these products tended to be too short for newcomers 

        3    to constantly keep up with the leader.  The numbers of 

        4    patents that P&G had was over 300, and that of Kimberly 

        5    Clark, the parent company of Yoohan Kimberly, was over 

        6    400. 

        7            On May 25, 1998, KFTC approved the M&A with a 

        8    condition that X should sell Y's equipment and 

        9    intellectual property, which were 24 trademarks, 12 

       10    patents, six utility models, which were directly 

       11    related to the production of the sanitary pad to third 

       12    party within one year of finishing the transaction. 

       13            These are the presentations that I would make.  

       14    Before closing my presentation, I'd like to make one 

       15    additional comment.  It is my understanding that DOJ 

       16    and the FTC have a lot of expertise regarding the 

       17    relationship between competition policy and IPR, but as 

       18    you might find out during my presentation, the KFTC 

       19    does not have so much expertise, while KFTC has not had 

       20    so much cases regarding these issues, so I hope my 

       21    presentation won't be seen as kind of trying to teach 

       22    fish about the sea. 

       23            Thank you. 

       24            MR. KOVACIC:  Thank you very much. 

       25            For our final perspective for the experience at 
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        1    Taiwan, Commissioner Liu, please. 

        2            MR. LIU:  Ladies and gentlemen, it's a great 

        3    honor for Taiwan Federal Trade Commission to be invited 

        4    to attend the Asian Perspective Antitrust and 

        5    Intellectual Property Issues. 

        6            Article 45 of the Taiwan Fair Trade Law 

        7    provides that no provision of this law should apply to 

        8    any proper conduct in connection with the exercise of 

        9    rights pursuant to the provisions of a copyright law, 

       10    trademark law or patent law.  Therefore, the viewpoint 

       11    regarding intersection of antitrust and intellectual 

       12    property law of the Taiwan Federal Trade Commission is 

       13    that any proper -- any proper exercise of the 

       14    above-mentioned laws will not be considered as a 

       15    violation of Taiwan's antitrust law. 

       16            Now I'm going to focus on an important CT 

       17    product, joint patent licensing practices case which 

       18    was in violation of the Taiwan Fair Trade Law.  I am 

       19    looking forward to your comments. 

       20            Contents:  Respondents, including respondents, 

       21    industry and the relevant laws of this case, and 

       22    summary, and the issues, our investigations of this 

       23    case, and our grounds for disposition. 

       24            This case, the respondents are Philips 

       25    Electronics, a Netherlands corporation, and then two 
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        1    Japanese corporations, including Sony and Taiyo-Yuden 

        2    Corporation.  And this case is about an information 

        3    storage media production industry.  And the relevant 

        4    laws of this case is Article 10 and Article 14 of the 

        5    Taiwan Fair Trade Law. 

        6            And the effects, a summary.  To facilitate a 

        7    patent licensing to CD-R producers around the world, 

        8    the respondents adopted a joint licensing arrangement.  

        9    Sony and Taiyo Yuden first licensed their patent rights 

       10    to Philips, and Philips bundled the rights together for 

       11    licensing to other companies. 

       12            The issues of this case are as follows:  

       13    Whether the joint licensing practices were in violation 

       14    of provisions of the Fair Trade Law regarding concerted 

       15    actions, and secondly, price-setting by monopolistic 

       16    enterprises, and another issue is about joint licensing 

       17    caused such important trading information as patent 

       18    terms and contents to be unclear and was in violation 

       19    of provisions of the Federal Trade Law regarding abuse 

       20    of market position by a monopolistic enterprise. 

       21            During the investigation, we found that there 

       22    are competition relations among the respondents in 

       23    terms of patents they owned, and the respondents 

       24    adopted a joint licensing or so-called patent pool 

       25    arrangement in which a consensus was reached on 
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        1    royalties and others. 

        2            Regarding royalty, they divided the royalty 

        3    into three portions.  Philips got 60 percent of the 

        4    royalties; Sony, 25 percent; Taiyo Yuden, 15 percent.  

        5    And by this joint agreement, Sony and Taiyo Yuden give 

        6    up their individual licensing right, which forced 

        7    potential licensees having no opportunity to choose 

        8    trading partner, but turning to Philips to obtain the 

        9    Bongo (phonetic) patents. 

       10            Furthermore, regarding setting of royalties, we 

       11    found that respondents possessed overwhelming advantage 

       12    due to the patent technologies owned by them and the 

       13    joint licensing practices among them. 

       14            The licensing agreement also stipulated 

       15    royalties to be paid as 3 percent of the net selling 

       16    price with a minimum of 10 Japanese yen per licensed 

       17    product, but unfortunately, later on, CD-R prices had 

       18    fallen substantially at the time, and 10 yen was 

       19    obviously the larger figure.  Hence, royalties was up 

       20    to at least 20 or 30 percent of the selling prices. 

       21            And as to refusal of providing important 

       22    information, we found that such licensing agreements 

       23    and others during the process of negotiating patent 

       24    licensing with its CD-R producers, and during the 

       25    process of negotiating, Philips, who represented the 
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        1    three above-mentioned companies, granted nearly 200 

        2    patents to an individual firm, and Philips did not 

        3    provide individual patent licensing offer.  Instead, it 

        4    merely listed the numbers and the names of the patents 

        5    at issue in the United States and Japan. 

        6            And our grounds for disposition:  The 

        7    respondents' agreement apparently affected the market 

        8    function of supplying and demanding for CD-R patents 

        9    because of concerted acts restricting market 

       10    competition, impeding the functioning of the price 

       11    mechanisms and damaging consumer rights and interests.  

       12    The Fair Trade Law imposes a relatively strict 

       13    prohibition on concerted action. 

       14            And we also find that the respondents failed to 

       15    apply to the Federal Trade Commission for an exemption.  

       16    And the joint licensing agreement among the respondents 

       17    enabled them to obtain an overwhelming position in the 

       18    CD-R patent licensing market.  Hence, they constitute a 

       19    monopolistic enterprise under Article 5 of Taiwan 

       20    Federal Trade Law, Article 5. 

       21            And supply and demand in the market had 

       22    changed.  The respondents, who maintained their method 

       23    of calculating royalties, and failed to effectively 

       24    respond to changes in supply and demand in the market. 

       25            Article 10 of the Taiwan Federal Trade Law 
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        1    provides that monopolistic enterprises should not abuse 

        2    their market position by other acts, and while refusing 

        3    to provide the licensees with important trading 

        4    information, Philips demanded that the licensees sign 

        5    the contested licensing agreement and sought payment of 

        6    royalties. 

        7            The agreement also demanded that the licensees 

        8    withdraw any invalidation actions against the patents 

        9    at issue.  And we found out, relying on its dominant 

       10    position, Philips obviously compelled the licensees to 

       11    accept the licensing agreement. 

       12            After considering the unlawful acts' impact as 

       13    well as the respondents' motives for the violation, 

       14    benefits obtained thereby, and considerable business 

       15    scales and prominent market standing, the Taiwan 

       16    Federal Trade Commission imposed administrative fines 

       17    of NT $8 million on Philips and NT $4 million on Sony 

       18    and NT $2 million on Taiyo Yuden, and ordered the 

       19    companies to immediately cease the illegal practices. 

       20            In conclusion, I would like to point out that 

       21    in this case, we did not pay much attention to the 

       22    question of whether the royalty is too high or not.  

       23    Instead, we focused on the respondents' abuse of market 

       24    power. 

       25            Thank you. 
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        1            MR. KOVACIC:  Thank you, Commissioner, and we 

        2    have just heard some very interesting case studies from 

        3    both Korea and the case study from Taiwan. 

        4            We have some time for discussion before we turn 

        5    to Jim's summary remarks, and again, I'd like to invite 

        6    the panelists if they would like to pose questions to 

        7    our principal presenters. 

        8            MR. LIPSKY:  Okay, I've got a question, Bill.  

        9    First, I want to introduce the question by making a 

       10    comment on the subject of large gray areas.  I assume 

       11    everybody here is aware, but some of the comments 

       12    reminded me that not everybody might be aware, that in 

       13    the very lengthy development of the U.S. doctrines 

       14    about the antitrust rules that apply to intellectual 

       15    property practices and particularly intellectual 

       16    property licensing restrictions, we had a long period 

       17    when the Government, with the support of the courts, 

       18    was successfully enforcing a very rigid approach in the 

       19    form of numerous per se rules, and these rules were 

       20    encouraged not only by government prosecution but also 

       21    by the unique subsidies that the American civil justice 

       22    system has for the bringing of private antitrust suits. 

       23            I'm sure you're familiar with treble damages, 

       24    mandatory payment of successful plaintiffs' attorneys 

       25    fees, class action procedures, notice of pleading, 
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        1    precomputing -- pretrial discovery, I mean the list is 

        2    quite extensive is the reason why the American trial 

        3    lawyers are such a powerful influence on our society.  

        4    That's part of it.  So, these doctrines of per se 

        5    illegality were liberally applied in cases. 

        6            For example, a very common pattern is where an 

        7    intellectual property owner would bring an infringement 

        8    suit and be greeted with an antitrust counterclaim and 

        9    also an allegation of misuse, and the successful 

       10    establishment of an allegation of misuse would 

       11    completely deprive the intellectual property owner of 

       12    his opportunity to enforce the intellectual property 

       13    against anybody, not just the particular licensee or 

       14    alleged infringer who happened to be a litigant. 

       15            So, at precisely the moment where this policy 

       16    of aggressive prosecution under per se rules reached 

       17    its peak, I can't resist pointing out that the 

       18    productivity growth curve for the United States economy 

       19    took a distinct downward kink, which allowed many Ph.D. 

       20    theses to be written by economics students about why 

       21    that was.  Anyway, it's been alleged that there might 

       22    have been a connection.  I can't resist that. 

       23            In any event, in the early 1980s, of course, 

       24    the per se approach, which had been somewhat softening, 

       25    I might add, during the seventies, but in the early 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       78

        1    1980s, the per se approach was almost totally 

        2    abandoned, and in fact, that coincided with a number of 

        3    other intellectual property reforms; the strengthening 

        4    of trademark infringement remedies and copyright 

        5    infringement remedies; the creation of the Federal 

        6    Circuit and the consolidation of all appellate 

        7    jurisdictions for patent issues into one court; the 

        8    Stevenson, Weidler and Bidole Acts (phonetic), which 

        9    made it much easier for parties who had received 

       10    government subsidies to exploit intellectual property. 

       11            There's just a whole list of things that were 

       12    done in the 1980s, so that I think it's fair to say 

       13    that the policy presumptions on which the per se 

       14    approach had been based were totally reversed in the 

       15    1980s, and I think the, you know, the needle has not 

       16    really moved back too much from then. 

       17            There's been a very keen appreciation of the 

       18    relationship between intellectual property protection, 

       19    the rate of innovation and the ability of the economy 

       20    to grow on the one hand and the risk of either vague or 

       21    overly restrictive antitrust rules, the risk that those 

       22    rules pose to the process of innovation and indeed the 

       23    fundamental economic goals of society. 

       24            Now, believe it or not, this is all coming down 

       25    to a fairly simple question, which is as follows: 
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        1            In the United States, we now recognize I guess 

        2    what we would refer to as the chilling effect of either 

        3    vague or excessively harsh antitrust rules, and in the 

        4    presentations this morning, I was struck, Henry, by 

        5    your reference to -- I don't think you called it the 

        6    chilling effect, but I think you did refer to some 

        7    sensitivity on the part of the Australian process of 

        8    developing these guidelines and implementing these new 

        9    policies, that the Government presents itself as 

       10    willing to consider that and to give authorizations for 

       11    conduct that may appear to run afoul of the new rules, 

       12    but the Government will cooperate and the ACCC I assume 

       13    will cooperate in trying to make sure that behavior 

       14    that is pro-competitive is safe and is approved. 

       15            But my question is an institutional question, 

       16    which I guess the first question would be to the 

       17    representatives of the other countries that are 

       18    represented here, Japan and Taiwan and Korea, is there 

       19    also a recognition of this potential chilling effect of 

       20    excessively harsh antitrust rules, the overuse of per 

       21    se rules, for example, or the inability of private 

       22    parties who are subject to the rules to determine 

       23    whether their conduct would be lawful or not? 

       24            We often have a similar counseling dilemma as 

       25    antitrust lawyers here in the United States.  The 
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        1    Federal Trade Commission issues staff advisory 

        2    opinions, the Department of Justice issues business 

        3    review letters where parties are uncertain about the 

        4    legal consequences of their actions, but it's often 

        5    good to counsel those who are considering getting 

        6    advice that sometimes the Government has reasons to be 

        7    conservative in its advice, maybe to worry about the 

        8    fact that if things don't work out so well later, they 

        9    might be assigned blame for failing to apply the 

       10    standard correctly. 

       11            So, there is a kind of a conservative tendency, 

       12    not to mention the fact that once you engage with the 

       13    Government, there are all kinds of other questions.  

       14    Perhaps the subject matter of the consultation will not 

       15    as strictly confined as the private party hopes it will 

       16    be. 

       17            So, question number one is, is there a 

       18    recognition of the risk of chilling effect from 

       19    uncertainty and from overuse of per se rules or 

       20    excessively rigid rules, and finally, the question 

       21    would be, again, do any of the representatives here of 

       22    the other countries that are present, who speaks up 

       23    about the chilling effect?  Who is there in the 

       24    process, in effect, to warn about this possibility? 

       25            Is it the competition agency that is 
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        1    essentially responsible for gauging the risks of 

        2    chilling pro-competitive or innovative behavior?  Is it 

        3    a representative of the agencies that concern 

        4    themselves primarily with the intellectual property 

        5    rights, like our PTO?  Is it some other -- is it a 

        6    private party?  Is it the parties who are subject to 

        7    the regulations? 

        8            So, I've talked long enough.  Let me put those 

        9    two questions on the table. 

       10            MR. KOVACIC:  Do we have any takers for Tad's 

       11    questions?  If you would like to assess the chilling 

       12    effect of high-powered air conditioning, you are also 

       13    free to do that, too, but -- Mr. Kim and then Mr. Tada. 

       14            MR. KIM:  I'd like to make some comment with 

       15    regard to Tad's questions on some issues.  As you might 

       16    find in the KFTC's 2000 guidelines, that guideline 

       17    obviously reflects a tendency against harsh treatment 

       18    for IPRs, but when I talked with my colleagues in Korea 

       19    during the process of preparing for these hearings, my 

       20    colleagues in Korea are concerned that over-protecting 

       21    the IPR might harm the competition, especially in the 

       22    field of the patent business model.  They are really 

       23    worried about the effect. 

       24            And with regard to the second question, I guess 

       25    that in Korea, the relationship between competition 
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        1    agency and the patent office is not so close as is -- 

        2    as it is in Japan, so the warning does not usually come 

        3    in Korea.  Thank you. 

        4            MR. KOVACIC:  Mr. Tada? 

        5            MR. TADA:  Yes, about the chilling effect, with 

        6    respect to rule of reason model, I think the -- there 

        7    had been those kind of effects in Japan, because we are 

        8    also a civil law country, and the civil laws or 

        9    statutory laws are relatively detailed, but the 

       10    competition law is very vague.  So, especially at the 

       11    private sector, say that they can't understand what is 

       12    the standard.  So, that's why JFTC tries to establish 

       13    guidelines and publish it and try to make the rules 

       14    very clear. 

       15            And with respect to a per se rule, actually in 

       16    Japan, I think the clear per se rule is only about the 

       17    resale price maintenance.  Other than that, even though 

       18    price fixing and cartels we need to distinguish as 

       19    well, because we don't adopt a per se rule with respect 

       20    to cartels, and so I -- as I mentioned before, most of 

       21    the time, the private business section requires the 

       22    Government to make the rule clear. 

       23            MR. KOVACIC:  Henry? 

       24            MR. ERGAS:  In respect of the chilling effect, 

       25    let me turn to something that was emphasized in the 
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        1    report of the IP committee, and in particular, the IP 

        2    committee's report put great emphasis on the special 

        3    importance of the role of contracts and assignments of 

        4    licenses and the efficient use of intellectual 

        5    property, and the committee stressed that whilst 

        6    contracts, assignments and licenses were of 

        7    significance to efficiency in the economy generally, 

        8    they were probably of greater significant to the 

        9    efficient allocation of resources in respect to 

       10    intellectual property rights, and the committee's 

       11    report contains the fairly detailed discussion of why 

       12    that might be the case. 

       13            Without rehearsing that discussion even in 

       14    part, let me just emphasize one element in it, which is 

       15    that particularly in Australia, a very significant part 

       16    of our intellectual property is generated by public or 

       17    semi-public specialized institutions that in particular 

       18    are equivalent to your Government labs, which is what 

       19    we call the CSIRO and its associated system, or the 

       20    Commonwealth Scientific and Industrial Research 

       21    Organization, and by their status, these entities which 

       22    generate a great deal of intellectual property are not 

       23    in a position to themselves exploit it directly. 

       24            They therefore have to rely entirely on 

       25    contracts and licenses to secure efficient use of that 

                              For The Record, Inc.
                                Waldorf, Maryland
                                 (301) 870-8025



                                                                       84

        1    intellectual property, and imposing impediments that 

        2    would be unduly onerous on that process of securing 

        3    those licenses or assignments would significantly 

        4    diminish the efficiency of the Commonwealth's quite 

        5    substantial investment in research and development 

        6    which it makes both through these specialized 

        7    institutions and through university, and given the 

        8    growing role of those institutions, as well as of other 

        9    specialized, privately funded R&D-oriented institutions 

       10    in the innovation system, we were especially mindful of 

       11    the need to ensure that they could contract without 

       12    undue regulatory constraints being imposed on them. 

       13            MR. KOVACIC:  I wonder if I could pose a 

       14    question to Professor Jorda.  Hearing this 

       15    constellation of experiences from the Pacific and from 

       16    Asia most intensively, as someone who's spent a great 

       17    deal of time participating in discussions about 

       18    intellectual property regimes, from what you hear about 

       19    trends in the development of legal standards on the 

       20    competition policy side, as someone who comes at the 

       21    issues as an intellectual property scholar, do you have 

       22    general impressions about what you've heard about the 

       23    path that the Pacific nations are taking in developing 

       24    competition policy rules? 

       25            MR. JORDA:  Indeed I do, yes.  We are not -- 
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        1    excuse me, we are not talking about India today, but I 

        2    was in India recently, and my experience there is 

        3    perhaps of interest in this very context here and 

        4    explains why there is such a liberalization with 

        5    respect to antitrust enforcement, in concordance with 

        6    the appreciation of the value and importance of 

        7    intellectual property rights. 

        8            When I was in India about ten years ago and I 

        9    made pro-patent statements, I was practically 

       10    crucified, as you can imagine, you know.  It was a 

       11    small meeting at the -- WIPO meeting, and in India, 

       12    very few in attendance, and those who were in 

       13    attendance were just rapidly anti-patent. 

       14            I was there just recently, and I couldn't 

       15    believe my ears about the about-face that has taken 

       16    place in India.  Under government sponsorship, 

       17    intellectual property law is now being taught in all 

       18    institutions, academic institutions.  Intellectual 

       19    property institutes are springing up everywhere.  The 

       20    Chamber of Commerce has a slogan to the effect that 

       21    patent or perish, et cetera.  It's on everybody's lips, 

       22    a total about-face, and why? 

       23            They say now that we have intellectual property 

       24    to protect, based on such a significant shift in 

       25    attitudes, and, of course, that has been the history 
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        1    especially in Taiwan, that's another recent example, 

        2    and that was mentioned in connection with the 

        3    developments in India, and there is a relationship 

        4    between the value of intellectual property in the view 

        5    of a country and perhaps a liberalization of 

        6    enforcement and imposition of restrictions on the 

        7    exercise and exploitation of intellectual property 

        8    rights. 

        9            I was very happy to hear the presentations 

       10    today, I commend the speakers, they confirm my views, 

       11    and very positive developments indeed.  In fact, so 

       12    positive that perhaps there isn't much cause for 

       13    concern or much cause on the part of the Federal Trade 

       14    Commission, Justice Department, to take drastic steps. 

       15            MR. KOVACIC:  With that made, I want to make 

       16    sure we have time for Jim, but I have one question that 

       17    I have as a result of this discussion which I found 

       18    absolutely fascinating and following up on your 

       19    remarks. 

       20            Do you think there would be interest on the 

       21    parts of competition authorities in Asia to have a 

       22    working group on these intellectual property antitrust 

       23    issues in the new International Competition Network?  

       24    Would that be valuable so that there would be a forum 

       25    for competition authorities to get together to discuss 
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        1    these issues on a regular basis? 

        2            Please. 

        3            MR. TADA:  I think definitely, I --

        4            MR. KOVACIC:  Yes, Mr. Tada. 

        5            MR. TADA:  -- I think that would be a very 

        6    helpful thing to do, because as I think Mr. Koyanagi 

        7    mentioned in his presentation that Japanese, the JFTC 

        8    convened a study group for patenting in new areas, and  

        9    one of the members is from JPO, just an observer, but 

       10    that's a relatively new thing to do. 

       11            And also, now I think the intellectual property 

       12    side also recognizes that competition law is important.  

       13    For example, recently the Japanese patent bar -- patent 

       14    attorney examination has changed, and they adopted as a 

       15    selective subject, which includes antimonopoly law.  So 

       16    now, you know, both sides are getting together.  So, 

       17    it's a very good time to convene those kind of 

       18    meetings. 

       19            MR. KOVACIC:  Commissioner? 

       20            MR. LIU:  I think it's very valuable to have 

       21    this kind of discussion, and maybe, as you know, we 

       22    have the Microsoft case in Taiwan, and this is a hot 

       23    topic, and I think it's maybe appropriate for us to get 

       24    together to discuss your suggestions and questions.  

       25    Thank you. 
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        1            MR. KOVACIC:  Mr. Kim, please. 

        2            MR. KIM:  Okay, I think Mr. Kovacic's 

        3    suggestion is very good, and I think it would be better 

        4    if the officials from the patent offices would also 

        5    join in that international conference.  Thank you. 

        6            MR. JORDA:  And that India could be included. 

        7            MR. KOVACIC:  They need a competition authority 

        8    first. 

        9            I would like to turn to our final panelist to 

       10    attempt -- and this is a terribly unfair thing to 

       11    ask -- to offer a synthesis and views on what we've 

       12    done in the past day and a half, and the only reason 

       13    that we would make such an unfair request is that the 

       14    person who's about to provide it is equal to the task.  

       15    We wouldn't seek out just anyone to do this. 

       16            Indeed, Jim Rill is precisely the right person 

       17    to do this.  You're aware of his career in private 

       18    practice and his role as a public servant, as the head 

       19    of the Department of Justice Antitrust Division, but I 

       20    underscore one other experience of Jim's that you know 

       21    of quite well, and that is his co-chairmanship of the 

       22    ICPAC Initiative of the past decade.  It's really a 

       23    testament to the capacity of hearings, such as this 

       24    one, intellectual discussion, research and analysis, to 

       25    provide a catalyst for policy development. 
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        1            Jim's role in that, both in the creation of the 

        2    formulation of the ICPAC Initiative and the preparation 

        3    and dissemination of its results has had an influence 

        4    that greatly merits the tremendous effort that was 

        5    devoted to that undertaking, and we'd like to turn to 

        6    Jim to provide some concluding thoughts about our day 

        7    and a half of international perspectives. 

        8            Jim? 

        9            MR. RILL:  Thank you, Bill and Bill and all of 

       10    you for the patience for the concluding remarks. 

       11            During the last couple of days, I think we've 

       12    all been given clear evidence of the complexity of the 

       13    interface between antitrust and intellectual property 

       14    rights in the global scene, which if nothing else 

       15    certainly justifies the wisdom and foresight of the 

       16    Federal Trade Commission and the Department of Justice 

       17    in conducting these hearings. 

       18            It's also evident to me that complexity exists 

       19    not only among jurisdictions but within each 

       20    jurisdiction, and as the debate goes forward -- debate 

       21    in the European sense meaning polite discussion -- goes 

       22    forward, those complexities and some uncertainties 

       23    become more evident under a broad rubric of general 

       24    convergence, and I don't want to lose sight of the fact 

       25    that that broad rubric of general convergence has been 
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        1    a theme that has persisted I think throughout all of 

        2    these hearings and certainly in the past two days, and 

        3    I think the general convergence comes under a principle 

        4    that seems to be expressed by speaker after speaker, 

        5    that antitrust competition policy and intellectual 

        6    property policy are complementary, can co-exist on 

        7    reasonably friendly terms and serve a mutual objective 

        8    of progress and innovation. 

        9            I'd like to refer, I think because it sets 

       10    forth and encapsulates a sound point, a recent 

       11    statement by Assistant Attorney General Charles James, 

       12    who said, and I quote, "More than ever before in the 

       13    creation and dissemination of intellectual property is 

       14    the engine of driving economic growth and consumer 

       15    satisfaction.  Consequently, as antitrust law addresses 

       16    the competitive complications of conduct involving 

       17    intellectual property and as intellectual property 

       18    addresses the nature and scope of intellectual property 

       19    rights, we must take care to maintain proper incentives 

       20    for the innovation and creativity on which our 

       21    economies depend.  A healthy respect for intellectual 

       22    property rights will promote, not diminish, 

       23    competition."  That's the end of the quote from 

       24    Charles. 

       25            Certainly there is evidence in the last couple 
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        1    of days of convergence among those jurisdictions which 

        2    have presented here on that concept of respect for 

        3    intellectual property rights consistent with respect 

        4    for properly applied competition law.  We've heard it 

        5    from the United States, we've heard it from the 

        6    European Union, we've heard it from Japan, we've heard 

        7    it from Taiwan, we've heard it from Korea, we have 

        8    heard it throughout.  We've heard it from Australia, 

        9    and just a few moments ago, we heard it from India. 

       10            But differences do exist -- otherwise, we 

       11    wouldn't be having these hearings -- and complexities 

       12    exist which to some extent produce some threat to the 

       13    stimulus sought by intellectual property rights, some 

       14    conflicts, some confusion, and some results which could 

       15    be viewed as hostile to intellectual property rights in 

       16    the name of antitrust, and in an international setting, 

       17    these consequences have effects beyond the boundaries 

       18    of the particular jurisdiction involved, because as we 

       19    look across global commerce, we see the licensing, for 

       20    example, of intellectual property rights not being 

       21    vulcanized jurisdiction by jurisdiction, but 

       22    efficiently proceeding on a global platform, which can 

       23    be interrupted, interfered with, sometimes not without 

       24    justification of course, on different intellectual 

       25    property right and antitrust interfaces occurring with 
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        1    different standards being applied by different 

        2    countries, and of course, this particular issue, this 

        3    particular challenge is exacerbated by the fact that we 

        4    now have -- everybody has a different count -- but in 

        5    round figures 100 jurisdictions now with some form of 

        6    antitrust regulation. 

        7            Thus, there's I think a widespread call for 

        8    clarity and convergence expressed yesterday and today 

        9    of cutting across the lines of private and public 

       10    sectors, and they evoke, it seems to me, a government 

       11    response to which the speakers yesterday and today have 

       12    actually been very sensitive to.  For example, even 

       13    while the U.S. and the EU are so very close, it's not 

       14    entirely clear based on the debates of yesterday 

       15    involving Messrs. Forrester, Bennett, John Temple Lange 

       16    and Director Mehta that there aren't at least 

       17    differences that are apparent and should be 

       18    illuminated, discussed and clarified. 

       19            The equation of patent rights and market power 

       20    or lack thereof; refusals to deal in compulsory 

       21    licensing.  We had a discussion of that not only 

       22    yesterday but again this morning.  The definitional 

       23    murkiness between a U.S. standard of what is a vertical 

       24    and horizontal licensing arrangement and the EU 

       25    definition of competitive and noncompetitive or 
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        1    competitor and noncompetitor licensing arrangements; 

        2    the entire scope of vertical restraints, the subject of 

        3    Dr. Ray's presentation yesterday; and possibly the 

        4    limits to exploitation of IPR. 

        5            In other jurisdictions, while the convergence 

        6    is there, we have at least some of the same dilemmas 

        7    presented by complexity and lack of clarity.  I thought 

        8    the discussion today of, if you will, the unwritten law 

        9    of Japan was particularly -- if an unwritten law can be 

       10    illuminating -- particularly illuminating. 

       11            In Australia, we heard yesterday and today 

       12    about some application of the essential facility 

       13    doctrine and certain special rules applicable in 

       14    Australia to special industries. 

       15            We heard excellent discussions today of actual 

       16    cases from Korea, Coca-Cola and Proctor & Gamble, 

       17    refusals to deal based on prior dealings in Coca-Cola, 

       18    the Philips case in Taiwan dealing principally with 

       19    concerted action.  The nuances at the edges of and 

       20    underlying perhaps even the thrust of these cases 

       21    create enormous issues of interpretation, enormous 

       22    issues for counseling, enormous issues for 

       23    international cooperation as to illuminate the 

       24    interface across these many jurisdictions. 

       25            We're talking here about jurisdictions that are 
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        1    mature, that have developed competition policies and 

        2    developed intellectual property policies, where there's 

        3    still some lack of clarity and question as to 

        4    convergence, even within the central thrust that tends 

        5    to, I think, accept the values expressed in Charles 

        6    James' comments that I read. 

        7            So, where do we go from here?  There is a 

        8    widespread call from the private sector and expressed 

        9    with some sympathy in the public sector for more 

       10    guidelines, and so far as it goes, that's good.  The 

       11    U.S. has the 1995 guidelines; Japan, 1999 guidelines; 

       12    Korea 2000 guidelines; the EC is now considering a 

       13    report that might lead to more guidelines under 

       14    technology transfer block exemption.  When Bill Kolasky 

       15    asked Director Mehta yesterday, are you going to do 

       16    guidelines, I think he said we are going to do business 

       17    review, and I think Bill took that as a yes. 

       18            Guidelines have been recommended to the EU by 

       19    the International Chamber of Commerce, by the American 

       20    Bar Association in its massive report on these 

       21    hearings, by the American Chamber yesterday in the 

       22    remarks of the attorney who is active in developing the 

       23    American Chamber in Brussels' position on antitrust and 

       24    intellectual property.  I think that guidelines then as 

       25    a result of the testimony we've heard at these hearings 
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        1    are a salutary development, not to be rigid, not to be 

        2    locked in stone, but to be developed as progressive, 

        3    clear work in progress, one. 

        4            Two, speeches and articles.  I've heard, of 

        5    course, Director Mehta talk about business review 

        6    letters, which are a form of sub-guideline, if you 

        7    will, clarification.  With respect to speeches, we've 

        8    heard numerous references to the nine no-no's, the nine 

        9    no-no's of 1970.  How many people realize that there 

       10    was no guideline on the nine no-no's, no rule?  It was 

       11    a speech by Bruce Wilson, who was then, with all 

       12    respect, Deputy Assistant Attorney General sitting in 

       13    the chair where Bill Kolasky sits now.  I'm not 

       14    suggesting you do this again, Bill, but I recommend to 

       15    you the learning that can come out of -- I recommend to 

       16    you, the government representatives -- the learning 

       17    that can come out of more forthcoming speeches and 

       18    articles. 

       19            Just a couple of examples that I think are -- 

       20    without denigrating any other examples.  Tim Muris' 

       21    American Bar Association speech in November of last 

       22    year, and Hew Pates' George Mason article, which either 

       23    has just been published or is just about to be 

       24    published, which both constitute comprehensive reviews 

       25    of the intersection between antitrust and intellectual 
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        1    property. 

        2            I would strongly endorse a recent statement by 

        3    Bill Kolasky, a speech in London, May 17, suggesting 

        4    that the U.S./EU working group or a U.S./EU working 

        5    group comparable to the one currently working on 

        6    mergers be established to work on the intersection 

        7    between antitrust and intellectual property.  Beyond 

        8    that, there seems to be considerable justification for 

        9    other working groups, possibly on a regional basis, 

       10    possibly on a dual national basis, to discuss and work 

       11    out and clarify the intellectual property/antitrust 

       12    intersection, multinational efforts. 

       13            Some of my thoughts were anticipated, and I'm 

       14    delighted to say they were anticipated earlier in this 

       15    session, when Bill Kolasky suggested and the 

       16    representatives from Korea, Taiwan, Japan, and by 

       17    proxy, India, urged that the next tranche of topics of 

       18    the up and running International Competition Network 

       19    put on the agenda the discussion of antitrust and 

       20    intellectual property.  The round tables that the ICN's 

       21    been conducting in the merger area, the advocacy area, 

       22    I think have stimulated discussion and progress and 

       23    work that has been very, very helpful. 

       24            These round tables have included public sector 

       25    and private sector in sessions very much like this 
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        1    session where there's a free exchange of views and a 

        2    learning process that can't be really equalized or 

        3    patterned, blueprinted, in much of any other existing 

        4    forum. 

        5            I'd suggest to those who are involved in 

        6    steering the ICN that one might want to take it in 

        7    smaller chunks rather than to walk across the entire 

        8    landscape of intellectual property and antitrust, and I 

        9    would suggest opening with rather basic topics, like 

       10    the equation or not of patent or intellectual property 

       11    rights and market power, and also the status of 

       12    unilateral refusals to deal in compulsory licensing.  I 

       13    think getting into license restrictions might be more 

       14    than ICN is ready for as a first cut. 

       15            But again, I would endorse the private sector 

       16    participation as it does in the ICN and point out that 

       17    the International Chamber of Commerce, the ABA, the 

       18    U.S. Council for International Business have been very 

       19    anxious to participate, participation by people who 

       20    have actually been on these panels. 

       21            Other organizations should not be ignored.  The 

       22    OECD has produced very thoughtful reports, some you 

       23    might say at 30,000 feet.  I think of one in this 

       24    particular area prepared by Carl Shapiro that was 

       25    published by the OECD that gets into the economic 
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        1    intellectual correlation between competition policy and 

        2    intellectual property policy.  That type of work is 

        3    something that the OECD is I think well suited to 

        4    perform, and its continued performance of that kind of 

        5    work seems to be very desirable, less practical, less 

        6    round table oriented than some of the ICN work. 

        7            WTO is a little more difficult.  There is the 

        8    TRIPS agreement.  It's sort of general.  Where WTO  

        9    goes from there is hard to identify, but WTO does have 

       10    a lot of members, with a few noticeable absences at the 

       11    moment, but a lot of members, and I noticed in a recent 

       12    UNTAD (phonetic) paper, there is a recommendation that 

       13    WTO's working group on competition and trade undertake 

       14    a work in this area. 

       15            My own personal view, and this really hasn't 

       16    been discussed at these hearings, my own personal view 

       17    is that's not so desirable as perhaps a broad ICN 

       18    approach, together with the OECD higher level view. 

       19            I think the stimulus for further work and 

       20    creativity generated by these hearings has been 

       21    absolutely for my purposes illuminating and truly 

       22    superb, and I want to also express only personal 

       23    gratitude for the people who have traveled so far to 

       24    participate in these discussions, because I do think 

       25    they form the groundwork for truly useful international 
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        1    cooperation and clarity in this area, which is 

        2    obviously of enormously expanding importance to 

        3    business and legal and governmental communities. 

        4            Now, that's what I got out of it today and 

        5    yesterday.  Thank you. 

        6            MR. KOVACIC:  Thank you, Jim, and for all of 

        7    our panelists, a well-deserved round of applause.  

        8    Thank you all. 

        9            (Applause.) 

       10            MR. KOVACIC:  Let me express one other set of 

       11    things.  I'm not only grateful to the senior managers 

       12    at the Division and the Commission, folks like Bill 

       13    Cohen, Susan DeSanti and Bob Potter, who have thrown 

       14    themselves into this project so actively and 

       15    thoughtfully, but also the professional staff of the 

       16    agencies who do the extraordinary legwork that makes 

       17    this possible, and most notably Gail Levine and Robin 

       18    Moore from the FTC, but also Hillary Greene, Matthew 

       19    Bye, Mike Barnett, Justin Brown and Angela Wilson, and 

       20    from the Division, and forgive me if I haven't caught 

       21    anyone, Frances Marshall, Carolyn Galbreath and Katie 

       22    Leicht, all of whom, again, did extraordinary work 

       23    putting this together. 

       24            The reason it's so productive and useful is 

       25    that they did a wonderful job.  So, I want to thank 
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        1    them. 

        2            Bill, do you have anything? 

        3            MR. KOLASKY:   I would both echo Bill's thanks 

        4    to our panelists, who I thought were absolutely 

        5    terrific and made a real contribution, and also to the 

        6    staffs of both the FTC and the Division, who really 

        7    have done a wonderful job putting these hearings 

        8    together.  So, thank you. 

        9            MR. KOVACIC:  Thank you all again for coming.

       10            (Whereupon, at 12:08 p.m., the hearing was 

       11    concluded.)

       12    

       13    

       14    
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       17    
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        1       C E R T I F I C A T I O N   O F   R E P O R T E R

        2    DOCKET/FILE NUMBER:  P022101

        3    CASE TITLE: COMPETITION/IP WORKSHOP, PART II

        4    DATE:  MAY 23, 2002

        5    

        6            I HEREBY CERTIFY that the transcript contained 

        7    herein is a full and accurate transcript of the notes 

        8    taken by me at the hearing on the above cause before 

        9    the FEDERAL TRADE COMMISSION to the best of my 

       10    knowledge and belief.

       11    

       12                             DATED:  5/28/02

       13    

       14    

       15                                                         

       16                             SUSANNE BERGLING, RMR

       17    

       18    C E R T I F I C A T I O N   O F   P R O O F R E A D E R

       19    

       20            I HEREBY CERTIFY that I proofread the 

       21    transcript for accuracy in spelling, hyphenation, 

       22    punctuation and format.

       23    

       24                                                          

       25                             DIANE QUADE
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Canadian Intellectual Property Canadian Intellectual Property 
Enforcement Guidelines (IPEGs)Enforcement Guidelines (IPEGs)

Explain enforcement approach towards 
refusals to license IP
Design of the IPEGs

the interface between intellectual property laws & 
competition
application of the provisions of the Competition 
Act
treatment of refusals
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InterfaceInterface

IP Law - Competition Law 
Complementary
Share Common Goal
Promoting Innovation & Enhancing 
Overall Welfare
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Integrated Market ParadigmIntegrated Market Paradigm

IP creates possibility for markets for new 
processes, technologies, etc.

Competition Law extends over all 
property rights (IP included) to protect 
efficient operation of market forces
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Integrated Market ParadigmIntegrated Market Paradigm

IP Rights bring innovation into the 
Allocative Market System

Competition Laws prevent abuse of 
property rights to make the Allocative 
Market System attain fullest potential
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Basic PrinciplesBasic Principles

Competition Law Analysis in Applying to 
All Forms of Property - Treats IP as other 
Forms of Property
Right to Exclude others from using does 
not create Market Power
Licensing is viewed as Pro-competitive
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The Approach directed by the Law The Approach directed by the Law 
and Jurisprudenceand Jurisprudence

Law
General Provisions vs. Special Remedies (S32)

Jurisprudence
The mere exercise of IP is not anti-competitive
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Canadian LawCanadian Law

General Provisions
Criminal provisions
Civil provisions

Special Remedies
Section 32
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Criminal ProvisionsCriminal Provisions

Before Criminal Courts
Fines & Imprisonment
Prohibition Orders

Offenses
Conspiracy
Bid Rigging
Price Discrimination
Resale Price Maintenance
Misleading & Deceptive Marketing Practices
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Civil ProvisionsCivil Provisions

Reviewed before Competition Tribunal
Remedial Orders

Reviewable Matters
Tied Selling
Market Restriction
Exclusive Dealing
Abuse of Dominant Position

Mergers
Misleading & Deceptive Marketing Practices
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Section 79 Abuse of Dominant PositionSection 79 Abuse of Dominant Position
Subsection 79(5)Subsection 79(5)

Exception to Section 79:
For the purpose of this section, an act engaged 
in pursuant only to the exercise of any right or 
enjoyment of any interest derived under the 
Copyright Act, Industrial Design Act, Integrated 
Circuit Topography Act, Patent Act, Trade-
marks Act or any other Act of Parliament 
pertaining to intellectual or industrial property is 
not an anti-competitive act.
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Section 32Section 32
Special RemediesSpecial Remedies

32(1)  In any case where the use has been the 
exclusive rights and privileges conferred by one 
or more patents for invention, by one or more 
trade-marks, by a copyright or by a registered 
integrated circuit topography, so as to

(a) limit unduly the facilities for transporting, producing, 
manufacturing, supplying, storing or dealing in any 
article or commodity that may be a subject of trade or 
commerce,
(b) restrain or injure, unduly, trade or commerce in 
relation to any such article or commodity
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Section 32Section 32
Special RemediesSpecial Remedies

32(1)  In any case where the use has been the 
exclusive rights... 

(c) prevent, limit or lessen, unduly, the manufacture or 
production of any such article or commodity or 
unreasonably enhance the price thereof, or
(d) prevent or lessen, unduly, competition in the 
production, manufacture, purchase, barter, sale, 
transportation or supply of any such article or commodity

The Federal Court may make one or more of the 
orders referred to in subsection (2) in the 
circumstances described in that subsection
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Section 32Section 32
Special RemediesSpecial Remedies

32(2)  The Federal Court, on an information exhibited 
by the Attorney General of Canada, may, for the 
purpose of preventing any use in the manner defined 
in subsection (1) of the exclusive rights and 
privileges conferred by any patents for invention, 
trade-marks, copyrights or registered integrated 
circuit topographies relating to or affecting the 
manufacture, use or sale of any article or commodity 
that may be subject of trade or commerce, make one 
or more of the following orders:

(a) declaring void, in whole or in part, any agreement or licence 
relating to that use
(b) restraining any person from carrying out or exercising any or 
all the terms or provisions of the agreement, arrangement or 
licence;
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Section 32Section 32
Special RemediesSpecial Remedies

32(2)  The Federal Court, on an information 
exhibited by the Attorney General of Canada, ...

(c) directing the grant of licences under any such patent, 
copyright or registered integrated circuit topography to 
such persons and on such terms and conditions as the 
court may deem proper or, if the grant and other remedies 
under this section would appear insufficient to prevent that 
use, revoking the patent;
(d) directing that the registration of a trade-mark in the 
register of trade-marks or the registration of an integrated 
circuit topography in the register of topographies be 
expunged or amended; and
(e) directing that such other acts be done or omitted as the 
Court may deem necessary to prevent any such use.
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Section 32Section 32
Special RemediesSpecial Remedies

Federal Court has the power to make 
remedial orders where it finds that use 
has been made of the exclusive rights & 
privileges conferred by certain IP rights:

when such use
Unduly restrains trade or lessens 
competition
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Section 32Section 32
Special RemediesSpecial Remedies

Remedial Orders could include:
declaring any agreement or licence relating to 
the use of IP void;
ordering licensing of the right;
revoking the right;
direct such action to prevent such use (restraint 
of trade)
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JurisprudenceJurisprudence

Tele-Direct/Warner:
“(…) in the Tribunal’s view something more than 
the mere exercise of statutory rights, even 
exclusionary in effect, must be present before 
there can be a finding of misuse of a trade-mark. 
Subsection 79(5) explicitly recognizes this”

Essence of IP Rights:
IP laws grant firms acting UNILATERALLY the 
power to EXCLUDE OTHERS FROM USE of the 
holders IP.  The power to exclude is the very 
ESSENCE of IP as it is for ALL PROPERTY 
RIGHTS
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Enforcement PrinciplesEnforcement Principles

General Provisions - The Mere Exercise of 
an IP Right IS NOT AN ANTICOMPETITIVE 
ACT
Section 32 - The Mere Exercise of an IP 
Right can be ANTICOMPETITIVE

The Mere Exercise of an IP Right is the
UNILATERAL REFUSAL (EXCLUSION)

and Nothing More
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Three General CategoriesThree General Categories

General Provisions
Competitive Harm stems from something other than 

the unilateral exclusion and nothing more
Joint or Coordinated Behaviour
Licensing Practices
Something More than Refusal

Section 32
Competitive Harm stems from unilateral exercise of 

the IPR to exclude
CAN IT BE UNDUE in IP Context?
Will not invoking a special remedy adversely affect innovation 
or R&D?

Matters Outside of the Competition Act
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Does competitive harm stem from...Does competitive harm stem from...

(i) something more 
than unilateral 
exclusion?

(ii) unilateral exercise 
of the IP right to 
exclude and nothing 
else?

General 
Provisions

Section 32
Special

Remedies
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Application of Section 32Application of Section 32
Step OneStep One

Mere refusal adversely affects 
competition substantially in a market 
different or larger than subject matter of 
IP

Holder of IP is dominant in market, and 
IP is an essential input for firms participating in 
the market
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Application of Section 32Application of Section 32
Step TwoStep Two

Invoking a special remedy would not 
adversely alter incentives to invest in 
research and development
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General 
Provisions

Harm stems from something more than 
the unilateral exclusion

Harm stems from unilateral exercise of the 
IPR to exclude and nothing else

S.32 Special 
Remedies

More than Mere exercise of IPR Mere exercise of an IPR

*More than 
unilateral 
exclusion

Unilateral 
Transfer of IP

Joint Conduct 
2 or more firms 
coordinating 
their behaviour

•Conspiracy
•Bid rigging
•Joint Abuse of Dominance
•Specialization Agreement
•Mergers

•Pricing practices
•Market Restrictions

•Tying
•Exclusive dealings

•Acquisition of IPR + 
Refusals
•Termination of ongoing 
supplies + misleading

Refusal of 
IP

Relevant Market

Subject Matter of IP

Would a special remedy not 
harm incentives to innovate?

B. Is IP an 
essential input to 
participate in the 
market?

A. Is IP holder 
dominant in a 
relevant market?
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Hypothetical S.32 CaseHypothetical S.32 Case
ABACUS - first to market with spreadsheet software
Network effects exist: value increases with the number of 
compatible spreadsheets
Abacus becomes dominant
Abacus has copyright protection for words and layout of 
menu command hierarchy
CALCULATOR enters with superior product and lower 
price - no success
ABACUS refuses to grant licence to copy its menu to 
CALCULATOR
Other firms discontinue spreadsheet development 
programs
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S. 32 Case S. 32 Case -- AnalysisAnalysis

Refusal - “mere exercise” of IP right, S. 32
Step One:

Is ABACUS dominant in market?
Is ABACUS’s IP an essential input?

Yes, if market determined to be ABACUS-
compatible spreadsheets
Depends on network effects and switching 
costs
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S. 32 Case S. 32 Case -- Analysis (cont’d)Analysis (cont’d)

Step Two:
Would invoking a special remedy adversely alter R&D 
investment?

Likely not:
Facts suggest that ABACUS’s refusal could be chilling 
R&D
The choice of words and layout likely arbitrary, involved 
little innovation effort and had little value relative to 
other substitutes

A special remedy could restore incentives for 
other firms to developing competing 
compatible spreadsheet programs
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MICROSOFT IN EUROPE* 

 

 

1. Introduction 

 

Over the years the DOJ and the European Commission have worked together in a number of 

parallel cases in the information technology sector.  In the 1980s it was IBM1.  In the 1990s it 

was Microsoft2. In the 2000s it seems once again to be Microsoft. The Microsoft cases in the 

most recent round however have concerned two different types of software in relation to the 

Windows platform.  The Microsoft case in the USA involved inter alia the web browser 

market.  The Microsoft case in Europe focuses on the server market.  On 3 August 2000, the 

Commission issued a Statement of Objections after investigating a complaint by Sun 

Microsystems alleging that Microsoft was providing inadequate information about interface 

codes for Sun to equip its servers to interoperate smoothly with Microsoft’s Windows 

platform.  The Commission also alleged that Microsoft was refusing to license its software to 

Sun while at the same time giving such licenses to Sun’s rivals.3  A further statement of 

                                                 
*  Steve Anderman, Professor of Law, University of Essex, England. 
     Thanks to Professor Rudolph Peritz of New York Law School for many discussions in this field of enquiry. 
1 IBM [1984] OJ L 118/24 [1984] 2 CMLR 342. 
2 Microsoft IP (94) 643 [1994] 5 CMLR 143. 
3 IP/00/906. 



objections was issued by the Commission on 30 August 20014 which merged with the earlier 

procedure.  A statement of objections, in the Commission’s own words, is a formal step in 

European antitrust procedure and does not prejudge the final outcome.  

 

 A decision is awaited from the Commission. The facts as alleged in the case, however, offer a 

useful  hypothetical to examine the way EC competition law currently strikes a balance 

between its attempts to ensure that effective competition is maintained on markets and the 

entitlement of IP right holders to exercise their rights.  In principle in the information 

technology sector these two fields of law are often thought to be reconcilable because each in 

its own way contributes to consumer welfare and innovation5.  However, in the case law of 

the European Court of Justice, the Court of First Instance and in the decisions of the European 

Commission, it appears that at points of conflict the logic of the reward/incentive function of 

intellectual property rights tends on occasion to be subordinated to the logic of preserving 

effective competition on “markets.” 

 

In the wake of the Microsoft case in the USA, economists have frequently observed that the 

industries in the new economy have different characteristics than those in the old.  Products 

competing in the new economy, often relying on information technology and often heavily 

protected by intellectual property rights, tend to produce strong market leaders often 

achieving the position of de facto industrial standards.6 

 

                                                 
4 IP/01/1232. This statement also alleged that Microsoft may have acted illegally by incorporating its new Media 
Player produce into its Windows PC operating system. 
5 See e.g. Atari Games Corp. v. Nintendo of America, Inc., 897 F.2d 1572, 1576 (Fed. Cir. 1990). 
6 Katz, Michael L. and Shapiro, Carl.  “Antitrust in Software Markets,” in J. A. Eisenach, ed., Competition, 
innovation and the Microsoft monopoly. New York: Kluwer, 1999, pp. 29-81. 
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Yet Schmalansee and others have argued that competition in markets in the new economy 

takes the form of competition for the market rather than the traditional form of competition in 

the market.7  The point has eloquently been made that competition in high technology markets 

in which rival products can leapfrog each other either by offering greater functionality at a 

lower price or by producing the next new product offers a type of market that more closely 

corresponds to the Schumpeterian notion of “creative destruction.”8  The conclusion has also 

been drawn that although monopolies or market dominance may be inevitable in such 

markets, such concentrations of market power are inherently “fragile.”9  Indeed, on occasion, 

this argument has been combined with the point that innovation helps to create a strong 

element of self correction making such markets workably competitive even where markets 

shares are high, as they invariably tend to be and where barriers to entry are strong in part 

because of the use of intellectual property rights protection.10  It is true that one can point to 

succeeding generations of standard products disappearing and being replaced by competitors. 

 

In the European perspective, however, much of the argument that the inherent fragility of 

market leadership does away with the need for regulation of markets by the competition 

authorities has not been viewed as altogether credible.  The European Commission’s view is 

that even if creative destruction may take place eventually, there are periods where “fragile” 

market power sustains itself for years.  Even during transitional periods, the conduct of 

                                                 
7 R. Schmalensee, “Antitrust Issues in Schumpeterian Industries” 90 Am. Econ. Rev. (Papers and Proceedings) 
192 at 193 (2000) 
8 Ibid. 
9 Ibid. 
10 See e.g. Teece and Coleman, “The Meaning of Monopoly: Antitrust Analysis in High Technology” Industries, 
Antitrust Bull 801 (1998). 
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dominant undertakings with extensive market power needs to be regulated using the usual 

measures of competition policy11. 

 

Moreover, the European Commission, along with the DoJ and the FTC, has taken careful note 

that new economy industries are often based on combinations of complementary products 

rather than single products and these complementary products produce “systems effects” and 

indirect “network externalities” which entail that increases in demand for and supply of one of 

a system of two or more related products, can set off a mutually reinforcing process which 

snowballs and eventually “tips” markets in favour of one system of complementary products 

over another.  In such cases competing products can end up being ejected from the market 

irrespective of their technical superiority.  The Betamax/VHS rivalry offers a good example.12 

 

Consequently, while market dominance may ultimately be at risk owing to the process of 

competition for markets, the presence of indirect network effects resulting from 

complementary products in systems, represents a new type of competition concern 

particularly where dominance of one product in a system is shored up by an applications 

barrier or impediment to entry.  During the pre-tipping stage, there is a risk that alliances 

may be struck which unfairly affect competition on the merits and the Merger Task Force of 

the European commission has used its merger policy to prevent the acquisition of gatekeeper 

status to secondary related markets and thereby foreclose entry to such markets13.  After the 

tipping stage the Commission has accepted that the dominance of the market leader can be 

                                                 
11  See e.g. M. Monti “Barriers to Cyberspace” Kangaroo Group Brussels 18 September 2000. 
12 See e.g. W Brian Arthur, “Competing Technologies, Increasing Returns, and Lock-In by Historical Events” 99 
Econ. J. 116 (1989); but see too for a different view S. Liebowitz& S. Margolis, WINNERS,LOSERS 
&MICROSOFT< (1999) at 120-127. 
13 See e.g. S. Anderman, “EC Competition Law and Intellectual Property Rights In The New Economy” (2002, 
Antitrust Bulletin, forthcoming). 
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reinforced by an applications barrier to entry as well as the resources, including the IPR 

resources, of the incumbent firm because dominance as such is not illegal under European 

law. In such a case however, the dominant firm is subject to the limitations on abusive 

conduct in Article 82 of the Treaty.  Under Article 82 moreover the regulation of the 

conduct of dominant firms is not restricted to the market in which the firm is dominant but 

canextend to conduct in secondary dependent markets. The analysis of this legal framework 

throws much light on the way in information technology markets, as in many others, the 

entitlement of IP right holders to exercise their rights fully in accordance with intellectual 

property law gets caught  at times in the crossfire of competition concerns. As Mr Monti, the 

European Commissioner for Competition, put it in the 3 August 2000 press release on the 

Microsoft case:  

        “The Commission welcomes all genuine innovation and advances in computer 
technology wherever they come from - as highly positive developments for consumers and 
industry alike.  Effective protection of copyrights and patents is most important for 
technological progress.  However, we will not tolerate the extension of existing dominance 
into adjacent markets through the leveraging of market power by anti-competitive means 
and under the pretext of copyright protection.  All companies that want to do business in the 
European union must play by its antitrust rules and I’m determined to act for their rigorous 
enforcement.”14 

 

What precisely are those antitrust rules that all companies must play by? 

 

2. Article 82 of the European Treaty 

 

2.1 Introduction 

 

                                                 
14 See statement by M. Monti in Press Release 3 August 2000 IP/00/906. 
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Article 82 of the Treaty, the counterpart of Section 2 of the Sherman Act, regulates the 

conduct of firms which have already achieved a position of market dominance to ensure that 

they are not abusing the rules of fair competition during their period of market power.  

Achieving dominance is not itself unlawful but once a firm (or firms) achieve(s) dominance in 

a market, it has a “special responsibility” not to act abusively towards its competitors as well 

as customers, i.e. “not to hinder the maintenance or development of comopetition on markets 

which has already been weakened by the existence of a dominant firm.”15   

Article 82 prohibits a range of abuses of dominant market positions relevant to IPR owners 

such as tie ins, predatory and discriminatory pricing, refusals to supply and license.  It is 

enforced by the Directorate General Competition (DG Comp) of the European Commission 

with a power to levy a fine of up to 10% of world-wide turnover of an “undertaking,” which 

can mean an entire multinational corporation such as Microsoft. It can also make remedial 

orders including orders for compulsory licensing and compulsory access to interface 

information.  

 

  

It has long been argued by IP specialists that there should be a core or irreducible minimum 

right of exercise of each intellectual property right which in principle should be impervious to 

the measures of competition policy.  In the EC context this core has variously been 

conceptualised as the “existence” or “specific subject matter” or “essential function” of the 

intellectual property right.16  The case law of the European Court of Justice and latterly the 

Court of First Instance however indicate that such arguments have not been fully accepted 

though the point has been taken that conpetition law will not interfere with the exercise of 

                                                 
15 Michelin v Commission [1983] ECR 3461 
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IPRs in normal circumstances.  If, however, in exceptional circumstances the exercise of an 

intellectual property right conflicts with Article 82 then it may be curbed to the extent that it 

is in conflict with that Treaty provision.17  Hence to determine the full scope of the freedom to 

exercise an intellectual property right it is necessary to appreciate the detailed contours of the 

Treaty provisions as well as the IPR legislation itself. 

The cases interpreting Article 82 have recognized the legitimacy of the internal logic of 

intellectual property rights legislation but have not given the exercise of IPRs by right holders 

a complete immunity from competition measures.  The overall judicial and administrative 

view is that competition law can only act in “exceptional circumstances” to place a limit on 

the lawful exercise of intellectual rights but the flip side of that proposition is that in very 

carefully defined exceptional cases competition law can be used to curb the full exercise of an 

intellectual property right as defined by its granting legislation. 

 

2.2 Article 82 and the Exercise of Intellectual Property Rights 

 

Article 82 of the Treaty prohibits any abuse by one or more undertakings of a dominant 

position within the common market or in a substantial part of it.  The examples of abuse 

given in Article 82 include (a) unfair pricing, (c) discriminatory pricing and (d) tie-ins.  

However, Article 82 also extends to such abuses as exclusive dealing, predatory pricing, 

refusals to supply and license under Article 82(b). 

 

                                                                                                                                                         
16 See discussion in I. GOVAERE, THE USE AND ABUSE OF INTELLECTUAL PROPERTY RIGHTS IN 
EC LAW (Sweet &Maxwell 1996) 
17 See S. ANDERMAN, EC COMPETITION LAW AND INTELLECTUAL PROPERTY RIGHTS (Oxford 
University Press 1998 and 2000). 
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A finding of an abuse of refusing to supply or license, or refusing to provide full interfact 

information, abuses which are particularly applicable to IPR holders, can be based on Article 

82 (b) which declares it to be an abuse to limit “production, markets or technical 

development to the prejudice of consumers.”  It can also be based on Article 82(c) which 

provides that it can be an abuse to apply “dissimilar conditions to equivalent transactions 

with other trading parties thereby placing them at a competitive disadvantage.” 

 

Under Article 82 the competition authorities often deal with a market that has “tipped.”  

Once a market has tipped and the firm has achieved market dominance by establishing what 

is effectively a market standard, the competition concern is that the firm may use its power in 

the market to unfairly exclude competitors in the market in which it is dominant or to 

leverage its dominance improperly in a secondary dependent market.18  Hence, under Article 

82, the definition of markets is crucial to the definition of abuse in the exercise of intellectual 

property rights as well as the more traditional issue of whether the IPR holder is dominant in 

a particular market. 

 

3. Article 82 and the Concept of Dominance 

 

3.1 The Relevant Market, Dominance and IPRS 

 

Under EC law, the DG Comp of the European Commission measures dominance on a 

particular market, the “relevant market.”  A relevant market is defined by choosing a product 

                                                 
18 In either case, a dominant firm, whether the dominance is reinforced by an IPR or not, may compete on the 
merits even if such a marketing strategy results in increased levels of dominance in both markets This would 
certainly be true if the dominant firm wins custom by low but non-predatory prices reflecting efficiencies. See 
e.g. AKZO v Commission [1991] ECR 1-3359. 
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and determining whether other products are substitutable or interchangeable with that product 

and therefore within the same market.  If the relevant product is a single product say a 

banana19or a rubber tire20 or Vitamin A21 then the Commission applies a test of 

substitutability including the familiar SSNIP test as a method of determining whether other 

products are in the same market. 

 

If however a product is a complex product, such as a web browser integrated with a windows 

desktop platform or a server designed to interoperate with the Windows desktop platform or a 

commercially designed “system” consisting of component parts, there is an initial issue of 

discretion in determining whether the relevant product with which to begin the process of 

defining a market. Is the starting point for investigation, i.e. the “relevant product,” to be the 

“system”, or will each component be taken as a relevant product with which to start the 

investigation of the relevant market? 

 

To the extent that DG Comp opts to start its market definition with components as separate 

products rather than systems of products, it defines markets narrowly and naturally makes it 

easier to find dominance. The Commission’s practice of defining markets narrowly is not 

directed specifically at the IP right holders. It is part of a wider tendency to regulate essential 

infrastructures which create dependency relationships or “lock ins” in neighbouring markets.  

Its actions, as openly argued by the Commission in the Magill case22, are in part prompted by 

a desire to use Article 82 to supervise effective competition in markets in the new economy of 

information technology and telecommunications.  The Commission has also been open about 

                                                 
19 United Brands v Commission [1978] ECR 207 
20 Michelin v Commission [1983] ECR 3461 
21 Hoffman La Roche v Commission [1978] ECR 1137 
22 [1991]ECR II-485 
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the way its choice of relevant product market has been influenced by “… the nature of the 

abuse being alleged and of the particular manner in which competition is impaired in the case 

in question.”23  Although this approach could be said to be reasoning backwards and 

conflating supervision issues with jurisdictional issues, the Commission has on occasion 

appeared to define markets with a view to controlling abuse and particularly abuse by holders 

of de facto monopolies which amount to essential infrastructures or inputs for another related 

market.24  

 

3.2 Dominance and De Facto Monopoly 

 

Even if the consequence is incidental rather than intended, the fact remains that in narrowly 

defined markets IPRs can be more frequently be placed in the position of being diagnosed as 

real economic barriers to entry thereby reinforcing a finding of dominance.  This is 

particularly true where the IP protection applies to a component for which there are no 

substitutes.  A good example is offered in Volvo v Veng (UK) Ltd25 where Volvo’s design 

right over its front wing panels, a product for which form and function were inseparable, gave 

it a complete monopoly over the supply of such a product.  It can also be true where network 

externalities produce applications barriers to entry as was held by the District Court in the 

Microsoft case and would also apply to Microsoft in Europe. 

 

Criticism that in such cases the finding of dominance might be based on an arbitrary 

administrative “unbundling” of an integrated complex product by the Commission, has not 

                                                 
23 See ICI v Solvay OJ L 152/21 [1991] para 42 
24 See e.g. Hilti v Commission [1994] ECR I-667; Tetra Pak v Commission [1990] ECR II-309; see further 
discussion by John Temple Lang  “Defining Legitimate Competition: Companies Duties to Supply Competitors 
and Access to Essential Facilities” [1994] Fordham Corp. Law Inst. 245   
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necessarily discredited the finding on appeal.26  That is because the Court of First Instance 

and the European Court of Justice have allowed the Commission considerable discretion in 

narrowly defining the relevant market by its initial choice of “relevant product” as a starting 

point for investigation.  This is in deference to the Commission’s role as finder of fact.27 

 

Consequently, in the Microsoft case, the Commission will be able to operate on the 

presumption that there are three separate but complementary markets: the market for personal 

computer operating systems, the server market and the applications market and that Microsoft 

enjoys a practically undisputed market dominance in the market for personal computer 

operating systems. 

 

 

4. Article 82 and the Concept of Abuse and IPRs 

 

As mentioned, the narrow definition of “markets” under Article 82 has also influenced the 

conceptualization of abuse and this has been particularly true in the case of the exercise of 

IPRs.   

Where IPRs coincide with an essential infrastructure or input, it has been accepted by the ECJ  

that the normal exercise of IPRs is not an abuse. There must be “exceptional circumstances”.  

In Volvo, a major starting point for analyzing the interface between competition law and 

intellectual property rights, the ECJ held that although Volvo was dominant in the market for 

Volvo spare parts, it was not abusive to refuse to license other manufacturers to make spare 

                                                                                                                                                         
25 [1988] ECR 6211. 
26 See response of the ECJ to the opinion of Advocate General Jacobs in Hilti v Commission [1004] ECR I-667 
at para. 10 
27 Id. 
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parts in that market.  The exclusive right to make and sell its IP protected product right was 

the substance of the IP right and competition law would not circumscribe that right.28  

However, the Court added the important caveat that, if Volvo were to abuse that right in the 

downstream market by arbitrarily refusing to supply spare parts to independent repairers of 

Volvo cars that could be an abuse under Article 82.29  This case set the stage for different 

levels of comity for the exercise of IPRs under Article 82 depending upon the market in 

which the dominant IP right holder was operating.  

 

This tendency to differentiate the concept of abuse in relation to copyright depending on 

whether the market was primary or secondary was reinforced in the next landmark case of 

“Magill”or RTE, BBC and ITV v Commission.30  Magill was a compiler of a comprehensive 

weekly TV guide combining the contents of the three individual weekly TV guides sold 

separately by the respective TV companies.  After losing an copyright infringement action at 

the national level, Magill successfully made a complaint to the Commission on the grounds 

that the TV companies refusal to license the program listings was abusive conduct under 

Article 82 and won an order for a compulsory license of the listings material from the TV 

companies to produce the guide.  The case, a cause celebre, went to the Court of First Instance 

which affirmed the Commission’s order.  On further appeal to the ECJ, the TV companies 

were supported in their arguments by the IPO representing software makers internationally.  

The appeal resulted in a lengthy opinion by the Advocate General recommending reversal.  

The ECJ however decided that the order for a compulsory license should stand.  The Court 

held that copyright itself did not justify a refusal to license in the “exceptional circumstances” 

where there was consumer demand for the new product, where the TV companies had a de 

                                                 
28 [1988] ECR 6211 at para 8 
29 Ibid at para 9 
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facto monopoly over the listings by virtue of their scheduling of TV programs, where a 

license of the listings was an indispensable input for the comprehensive TV guide and where 

they were not themselves supplying the product to consumers.  The Court went on to say that 

an owner of de facto monopoly over a product such as TV listings for which there were no 

substitutes and which was indispensable to the provision of another product in a secondary 

market could not use its monopoly in one market to eliminate competition in the second 

market reserving that second market for itself. 

 

After Magill, the “exceptional circumstances” doctrine seemed initially as if it might extend 

to at least two different types of cases.  First, an IP right holder, who enjoyed a de facto 

monopoly of an indispensible input, and who refused to supply or license where it would have 

the effect of foreclosing access to a secondary market to, and thereby hindering, a competitor 

seeking to introduce a new product could be committing an abuse. 

 

Secondly, where a dominant firm with a de facto monopoly in the form of an indispensible 

input refuses to supply or license a competitor in a second dependent market with a view to 

reserving that secondary market for itself, that might constitute an abuse even in the absence 

of a new product by the third party.  This conclusion derived from earlier cases involving a 

cutting off of supplies and/or licenses to existing customers but its inclusion in Magill made it 

possible to regard it as extending to a refusal to supply to or possibly even license a new 

customer or competitor. There was some language in the case suggesting that these conditions 

were cumulative and not separate31 but it was not entirely clear whether this was because of 

                                                                                                                                                         
30 [1995] ECR I-743 
31 Ibid at para 57 “In the light of all those circumstances the Court of First Instance did not err in law in holding 
that the appellants conduct was an abuse of a dominant position …”. 
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the facts or was the view of the Court about the minimum requirements of the exceptional 

circumstances test more generally. 

 

The Magill case itself offered little guidance to the question of what defense the IP 

rightholder could put forward to this abuse.  In its treatment of the issue of “justification” for 

refusal to license, the ECJ in Magill made clear that the mere ownership of an IPR would not 

as such justify a refusal to license in exceptional circumstances.  It also indicated that the 

mere fact that the owner had never dealt with the competitor before was not such a 

justification.  However, it offered no guidance about the positive grounds for justification for 

a refusal to supply or license which has the effect of blocking a downstream market. 

 

The obvious contenders for justification under the reasoning of other Article 82 cases were 

where the firm seeking compulsory access was a credit risk, where there were objective 

grounds to worry about quality control and where there were health and safety risks, all sound 

commercial objections which would need to be proved to be well founded32 in the sense that 

the grounds were established as factual and that the resort to refusal was proportionate to the 

threat.33  What was apparently not built into the justification test under EC competition law 

was a positive intellectual property right justification that recognized that the reward to 

invention is exclusive exploitation in the second market as freely as in the first. 

 

 

 

 

                                                 
32 See e.g. Tetrapak Int’l SA v Commission [1996] ECR-1-5 951 para 37. 
33 See e.g., Sega and Nintendo EC Commission 1997 
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In the subsequent case law, the ECJ and the CFI made it a point to reiterate that a refusal to 

license by a dominant firm would only be abusive in the strict conditions of the exceptional 

circumstances test as articulated in Magill.  Thus, in Tierce Ladbroke v Commission,34 the 

Court of First Instance held that the Commission could properly refuse to grant a compulsory 

license of video recordings of horse races to a betting chain on the grounds that the chain 

already had a strong presence in the secondary betting market and was not attempting to 

develop a new product.  Nor was the right holder present in the secondary market or using its 

intellectual property to eliminate competition in that market. The Court of First Instance also 

implied that the Magill definition of exceptional circumstances could be read disjunctively, 

i.e. the abuse could consist of a refusal to supply which ‘ concerned a product or service 

which was either essential for the activity in question, in that there was no real or potential 

substitute or was a new product whose introduction might be prevented, despite specific, 

constant and regular potential demand on the part of customers.’35 

 

Then, in Oscar Bronner v Mediapoint36 the ECJ reiterated the importance of a proper test of 

dominance, stressing the need for it to reflect “essential facilities” criteria.  The ECJ held that 

where a newspaper proprietor asked for access to another proprietor’s home delivery service, 

a finding of abusive refusal of access using Magill as a precedent for the limits to the exercise 

of any property right, including an intellectual property right, could not be made unless (i) the 

refusal of the service in the home delivery market would be likely to eliminate all competition 

in that market on the part of the person requesting the service (ii) there was no objective 

justification for the refusal and (iii) that there was the service in itself was indispensable to 

carrying on that person’s business, inasmuch as there is no actual or potential substitute in 

                                                 
34 [1997] ECR II-923 
35 Ibid. at para. 131 (emphasis added) 
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existence for the home delivery scheme.37  The lack of substitutes had to be strictly proved 

and the test of indispensability was not be confused with mere economic non-viability owing 

to the small size of the competitor.38 

 

In IMS Health Inc v Commission,39 the issue resurfaced of whether the Magill criteria were 

cumulative or could be taken separately.  In IMS the Commission ordered a compulsory 

license of information contained in an 1860 brick structure which provided a format for 

storing regularly updated information about the sales of pharmaceutical products in Germany 

region by region. The beneficiaries of the compulsory licenses consisted of firms started inter 

alia by former senior management to market regional sales data services based on the brick 

structure.  The Commission distinguished between the brick structure, which was copyright 

protected, and the related market of regional sales data services.  It then found that the IMS 

1860 brick structure was an essential facility because it had become a market standard 

demanded by customers including the wholesalers as well as the pharmaceutical companies. It 

also found  that it was not economical for competitors in the second market to reproduce it.  It 

also found that the refusal to license was abusive because the Magill criteria, following Tierce 

Ladbroke, could be applied separately and that once the tests of essential facility and two 

markets were met, the new product rule was not an indispensable component of the test. IMS 

appealed to the Court of First Instance which stayed the order of compulsory license pending 

the result of the appeal because there was a serious doubt that the decision would be upheld 

on appeal in part because the Commission had not considered whether all conditions of 

Magill had to be met before there was an abuse and, in particular, had proceeded on the 

                                                                                                                                                         
36 Oscar Bronner GMbH & Co.KG V. Mediaprint [1998] ECR 1-7791. 
37 Ibid at para 41. 
38 Ibid at para 45. 
39 Case T-184/OIR (2001). 
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supposition that the new product requirement was not an indispensable condition of the 

exceptional circumstances test. 

 

 

4.1 The New Product Requirement and Refusals to License 

 

This view of the Court of First Instance in its interim judgement in IMS raises the possibility 

that the exceptional circumstances test could itself could be interpreted to require all three 

elements of the Magill test and therefore require that the competitor in the downstream market  

provides “follow up” innovation and does not merely replicate the IPR holder’s own product 

in the secondary market.  This interpretation would certainly be consistent with the actual 

facts of Magill.  It might also offer a basis upon which to distinguish the facts of IMS from the 

facts of Magill and thereby come to a different result in the eventual CFI judgement. 

Furthermore, it would seem at first sight to offer an intriguing reconciliation between 

competition law and intellectual property rights based on  their mutual interest in innovation. 

by stressing that “exceptional circumstances” include only cases of new products or “follow 

up” innovation and not “me too” competition.  

 

Even if the CFI were to hold in IMS that this is the case, the three conditions of Magill would 

not provide an exhaustive account of the “exceptional circumstances” in which Article 82, as 

interpreted by the European Court of Justice, will apply to exercise of intellectual property 

rights. Article 82 will also apply to cases of predatory conduct by a dominant firm when it 

uses its dominance to disrupt its supply of information or its exclusive copyright to refuse to 

license to an existing contractor/competitor in the secondary market with the purpose of 

foreclosing that market. This would be particularly true where that competitor is an 

 17 



innovating competitor.. In such a case the dominant firm would be the one with the “me too” 

product and it would be entering the market by anti-competitive means rather than 

“competition based on performance.” If the dominant firm chose performance-based 

competition it would continue to license or inform its existing customer(now competitor). As 

well as introduce its own product on the market. When the ECJ stated in Magill,” it can be an 

abuse for a dominant undertaking with a de facto monopoly to reserve for itself a secondary 

market by excluding all competition on that market by denying access to the basic 

information which was indispensable to the publication of the guide,”41 it could not have 

intended to restrict this principle solely to competitors with new products in the secondary 

market. For, that would rule out a case, such as the above, where a dominant firm refuses to 

license a firm with which it has been dealing essentially as a pretext for anticompetitive 

conduct.42  

 

The principle of  Commercial Solvents and related cases applies to new cases where a 

downstream competitor has already been established in that market, has a contractual 

relationship with a dominant firm that provides product on an upstream or indispensable input 

market and the owner of the essential infrastructure/input in the upstream market refuses to 

supply or license so that it can eliminate that competitor from the market and enter the field 

itself.  That type of predatory conduct by a dominant firm is likely to be an abuse whether or 

not the indispensable input is protected by an IP right.  The crucial point is that the dominant 

firm is not prevented from competing on the merits with the firm on the second market by 

entering that market itself. The abuse consists of using its dominance, really its monopoly of 

                                                 
41 at para 56 
42 cf DoJ/FTC Antitrust Guidelines to Intellectual Property Licensing S 3.1 n 14 
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an indispensable input or infrastructure for the purpose of eliminating the innovative 

competitor in the second market. 

 

 

In other words,   the test of exceptional circumstances must continue to include refusals to 

supply or license existing downstream operators with predatory intent, as was the case with 

Commercial Solvents, and subsequent ECJ decisions, 43even if it should be held to excludes 

cases of refusal to license new downstream competitors who are merely replicating the 

product already offered by the incumbent essential facility holder in the downstream market.  

This would mark a break with the analysis in the cases of essential facilities involving purely 

tangible property, e.g. the port/ferry cases such as Sealink44 which would use essential 

facilities analysis to require dominant firms to deal with new operators in downstream 

markets.  It would however preserve the core principle embedded in Commercial Solvents to 

the effect that it is an abuse for a dominant firm to stop supply of a dependent company 

already in the downstream market and thereby eliminate all competition in order to enter the 

field itself.45 It would also be an appropriate way of defining the exceptional circumstances in 

which Article 82 might place limits on the exercise of intellectual property rights such as 

copyright. 

 

 

                                                 
43 See e.g. Centre Belge d’Etudes de Marche(CBEM) v Telemarketing [1985] ECR 3261. See too Otter Tail in 
the USA. 
44 Sea Containers v Stena Sealink [1995] 1 CMLR 84. 
45 See e.g. Centre Belge d’Etudes de Marche (CBEM) v Telemarketing [1985] ECR 3261; see too R. Subbioto, 
“The Right to Deal with whom one pleases under EEC Competition Law:  A small Contribution to the Current 
Debate” (1992) ECLR 234. 
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4.2  Refusals to License and Supply Interface Information as Discrimination under 

Article 82(c) 

 

The facts alleged in the Microsoft case in Europe raised another important issue about the role 

of competition law in limiting the full exercise of intellectual property rights.  Microsoft’s 

refusal to license Sun was allegedly coupled with a willingness to license software to Sun’s 

rivals on a friend/enemy basis.  Similarly, Microsoft has allegedly withheld information from 

Sun which would have enabled its server to interoperate with Microsoft Windows 2000. This 

conduct allegedly discriminated in favour of Microsoft’s own server.  

 

As we have seen, Article 82(c) provides that it can be an abuse to apply dissimilar conditions 

to equivalent transactions with other trading parties thereby placing them at a competitive 

disadvantage.”  Under Article 82(c) a failure to provide access comparable to that provided by 

the dominant firm to its own subsidiary can be abusive conduct. . For example in the IBM 

case in 1984 the Commission found that by delaying disclosure of interface information on 

new IBM products while taking orders for them, IBM had created an artificial advantage for 

itself and denied its competitors an opportunity to adapt their products to the new IBM 

mainframe computers.  The Commission accepted IBM’s undertakings particularly in relation 

to interface information.46  IBM was a settlement, not a Commission Decision. Nevertheless it 

seemed to reach that settlement based on a theory that there was a duty on IBM, as a 

dominant firm with the equivalent of an essential facility, to enable producers of compatible 

products to continue to compete with IBM in secondary markets. Moreover, IBM was 

charged with discriminating between different users of IBM software and refusing to supply 

                                                 
46 IBM [1984] OJ L 118/24 2 CMLR 342. 
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certain software installation services to non-IBM central processor units. In the circumstance 

of the Microsoft in Europe case, the alleged refusal of Microsoft to license Sun and provide 

information to allow full interoperability between the Sun server and Windows 2000 could, if 

proved, also be held to amount to abusive conduct under Article 82(c) because Microsoft has 

been accused of distinguishing between Sun and other server makers.47 

 

 

 

 

4.3 Refusals to Supply Interface Information and Article 82(b) Further Thoughts 

 

  The alleged refusal, if there indeed proves to be one, to supply the interface information to 

allow Sun to be fully interoperable with the Windows platforms may have been viewed by 

Microsoft as within its copyright prerogative since Microsoft had copyright protection for its 

software and its Windows platforms.  In any case, in principle, there may be a distinction to  

draw between copyright in the source codes ofsoftware and copyright in the access codes of 

software.  Under the Computer Software Directive48 Article 6(1), software users are entitled 

to reproduce and translate a software program even without the right holder’s authorization 

when such acts are ”indispensable to obtain the information necessary to write and produce a 

new program which will be interoperable with the protected program but will be independent 

                                                 

 

47 Under 82(c),  a lower level of dominance than de facto monopoly might be enough to find 
abusive certain forms of discrimination by dominant IP right holders in downstream markets 
in favour of t.he dominant firm’s own product in the downstream market.  In that case, if the 
downstream operator has been dependent upon the dominant firm in the sense of being locked 
in and faced with heavy switching costs to change, it might be found to be abusive to 
discriminate by a firm with lower levels of dominance than market standard or tipped 
dominance in the primary market. Cf. United Brands 
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of it.”  This provision permits decompilation of a program for the limited purpose of creating 

a program which is not itself an infringement of the decompiled program.  While there are 

ambiguities in the terms used in the Directive, it is noteworthy in that it applies independently 

of a finding of dominance.  Of course if the firm owning the copyright in a program and 

refusing the interface code information or a license is dominant, Article 82 might strengthen 

the competitor’s rights under Article 6.49  This might be an even stronger case where the 

dominant right holder was itself operating in the downstream market.50  Nevertheless, this 

legislation operates essentially in the domain of copyright law rather than competition law 

 

5. The Concept of Remedies 

 

 Once the Commission finds that there has been an infringement of Article 82 it has the power 

to require the undertaking engaging in abusive conduct to bring that infringement to an end.51  

In Magill the remedy chosen by the Commission was a compulsory license on terms which 

were reasonable and non-discriminatory.  It chose this remedy only because an order to 

supply the information in the listings would not have allowed their use and therefore would 

not have ended the infringement.  The only way the Commission could be sure that Magill 

could publish the new product in the secondary market and the parties to end the infringement 

was to require a license to publish along with the supply of the listings. 

 

In the IBM case and in the first Microsoft case the Commission accepted undertakings to 

provide full interface information on a par with the subsidiary of the dominant undertaking 

                                                                                                                                                         
 
48 91/250/EEC 
49 T Vinje, “ Comment: The Final Word on Magill” (1995) 6 EIPR 297 at 302 
50 S. Anderman, EC Competition Law and Intellectual Property Rights (Clarendon, Oxford 1998 and 2000). 
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operating in a downstream market.  The purpose of that settlement was to ensure that the 

dominant firm, particularly where it operated in a downstream market adhered to the principle 

of fair and non-discriminatory treatment of competitors in that market.  Although these are 

not decisions it could still be open to the Commission in the current case of Microsoft, should 

Microsoft be found to have infringed Article 82(b) or (c), to order Microsoft to provide 

interface information sufficient to remedy the infringement. 

 

 

6. Conclusions 

 

The competition policy of the Commission under Article 82 continues to function as a second 

tier of regulation of the exercise of intellectual property rights in general and in the 

information technology field in particular.  This occurs because the commercial strategy 

chosen to exploit the IPR protected product occasionally gets caught in the crossfire of the 

measures used by competition policy to maintain competitive markets. 

 

Under Article 82, the existence of intellectual property rights is regarded as incidental to the 

market power of the undertaking in the primary market.  If the actual market power of a firm 

in one market is reinforced by an intellectual property right, as well as indirect network 

effects it will be treated as if its intangible property rights are no different than its tangible 

property rights.  The negative effect of this type of curb on innovation or the incentives to 

innovation is thought to be counterbalanced by the maintenance of access to markets by 

competitors. 

                                                                                                                                                         
51 Article 3 of Council Regulation  No. 17 
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The reason why competition law continues to be accorded priority in such cases is partly 

constitutional.  EC competition law has a central place in the Treaty whereas intellectual 

property rights are still based mainly on national law. 

 

Even if we were to reach the stage of Community wide intellectual property rights, however, 

it would be difficult to imagine a different scenario.  In the course of this relationship, EC 

competition law has evolved into a role as residual protector of the function of diffusion of 

intellectual property rights in the economy.  As we know, intellectual property rights have 

their own internal checks and balances between protection of exclusive rights and diffusion 

for follow through innovation taking the form e.g. of publishing the patent claim during the 

protected period and limiting the protected period of exclusive use to 20 years and rights of 

fair use of copyright protected matter.  Along with this internal balance within IPR legislation, 

however, EC competition law can be viewed as having assumed the role of an external 

protector of the diffusion element of innovation because of its own logic of preventing 

foreclosure of competition in markets. 
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A Introduction 

1. In Australia refusals to grant licences to work intellectual property may, in the case 

of patented subject matter, be in breach of provisions in the Patents Act 1990, and in 

the case of material that is the subject of copyright, of certain provisions of the 

Copyright Act 1968.1 Additionally, such refusals can breach the Trade Practices Act 

1974, which is Australia’s primary competition legislation.2 Although some 

exceptions to liability under the Trade Practices Act may apply when conditions of 

agreements and licences relating to intellectual property are involved, the exercise of 

intellectual property rights does not enjoy a comprehensive exemption from the 

operation of competition laws in Australia. 

2. Having said that, in Australia, as elsewhere, IP rights are a form of property. As with 

other property rights, ownership of IP confers a right of exclusion. Qualifying the 

scope for exclusion converts the property rule into a form of liability rule – that is, a 

rule that allows for access, subject to the meeting of conditions, which may go also to 

the issue of compensation. 3 

3. As a general matter, property rules are preferable to liability rules when the 

entitlement can be allocated to the party that is best placed to determine the costs 

and benefits associated with alternative uses of the resources at issue.  If transactions 

costs are reasonably low, properly-defined rights will be reallocated through trade 

into their most highly valued uses. Putting distributional consequences aside, it is 

only when transactions costs are high that liability rules are needed to ensure that 

socially efficient decisions are taken.  

4. The case for imposing liability rules has generally been clearest in respect of certain 

aspects of copyright. The high transactions costs that would be involved in 

negotiating licences for low value transactions have been a factor in the fair dealing 
                                                

1   References to the “Patents Act” or “PA” and the “Copyright Act” or “CA”are to Patents Act 1990 (Cth) 
and Copyright Act 1968 (Cth). Compulsory licensing in the Patents Act and Copyright Act are discussed 
below at ¶¶ 28-29 and ¶¶ 30-33, respectively. 

2   References to the “Trade Practices Act” or  “TPA” are to Trade Practices Act 1974 (Cth). 

3   See generally Guido Calabresi and A. Douglas Melamed “Property Rules, Liability Rules and 
Inalienability: One View of the Cathedral” 85 Harv. L. Rev. (1972) 1089. 
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exceptions provided in Australia’s copyright legislation, as well as in the scheme of 

statutory licences.4 Most recently, the copyright legislation has been changed to limit 

rights owners’ ability to prevent the development of software that inter-operates 

with software over which they hold rights.5 

5. It has generally been assumed – subject to the exceptions discussed below – that 

owners of patents and prospective users would be in a position to bargain to socially 

efficient outcomes, including in terms of licences. It has, in other words, been 

assumed that should it be value-creating on net for a licence to be granted, private 

negotiations would lead to that outcome. The transactions costs that may lead to 

“negotiation failure” in the case of copyright have not been seen as material in 

respect of patented subject matter. 

6. This assumption may need to be reconsidered in the light of change in the scope of 

patented subject matter. Briefly put, the growth of software patenting, and most 

recently, of business method patents, has imported into the patent domain some of 

the efficiency considerations that underpin the use of liability rules in the copyright 

laws. So has the patenting of genetic elements. Given these changes it is timely to 

review the desirability and possible scope of provisions that create an obligation to 

license in respect of patents.  

7. The potential social costs of obligations to license are obvious. To begin with, 

mandatory licensing may impose allocative efficiency losses if it undermines socially 

desirable price discrimination.6 Additionally, to the extent to which they reduce the 

anticipated return on resources invested in innovation, mandatory licensing 

provisions may reduce R&D to below the socially desirable level. This harms 

dynamic efficiency, which is widely recognised as the key to economic growth. 

                                                

4   Distributional concerns are also relevant to the development of these aspects of Australia’s copyright 
laws. 

5   See ss. 47B-47H of the Copyright Act, implementing the Copyright Amendment (Computer Programs) Bill 
1999. 

6   On the potential allocative efficiency of price discrimination in respect of innovations, see Jerry 
Hausman and Jeffrey MacKie-Mason “Price Discrimination and Patent Policy” 19 Rand J. of Economics 
(1988) 253. 
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8. At the same time, mandatory licensing may create social gains. When the 

transactions costs involved in negotiating to efficient licences are high – for example, 

because they would involve a multiplicity of parties, creating the potential for free-

rider and hold-out problems – the ability to seek such a licence may facilitate the 

negotiation process and provide a remedy should it fail. As well as being a potential 

remedy to negotiating failure, mandatory licensing may be an effective sanction for 

instances in which intellectual property rights are abused – for instance, by being 

used to seek market power above and beyond that inherent in the grant of the right.  

Knowledge that such a penalty may be imposed can itself help secure compliance 

with the intellectual property laws and the competition laws.  

9. The key question then is how best to maximise social welfare, keeping in mind that 

there are some situations in which compulsory licensing may be part of a necessary 

balance. 

B Australian law on the compulsory licensing of intellectual property 

10. In Australia, provisions that can compel compulsory licensing are contained first, in 

the IP laws themselves, which define the scope of and limits on the property rights at 

issue, and second, in the Trade Practices Act. Putting aside common law rights in 

respect of trade secrets, the intellectual property laws and the Trade Practices Act are 

Commonwealth statutes, with a status equivalent to federal laws in the United 

States.  

11. As regards the intellectual property statutes, sections 133-135 of the Patents Act  

contain a general provision regarding compulsory licensing, while the Copyright Act 

contains a number of specific rules regarding access to copyright material. In 

compliance with Australia’s obligations under TRIPs, there are no compulsory 

licensing provisions relating to trademarks. 

12. At a more general, economy-wide level, the Trade Practices Act contains a number of 

provisions that might be used to compel licensing of intellectual property, as well as 

of other forms of property rights. The relevant provisions include: 

• Section 46, which targets the misuse of market power;  

• Section 45, which targets collusive behaviour; and  
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• Sections 4D and 47, which concern exclusionary provisions and exclusive 
dealing. 

• Finally, Part IIIA, which provides a general access regime, exempts 
intellectual property. 

13. Section 51(3) TPA provides some exceptions to the restrictive trade practices 

provisions, although not to liability under section 46, or under section 48 (which 

establishes a per se prohibition on resale price maintenance). 

14. I will begin by considering the relevant provisions in the intellectual property 

legislation and then turn to the provisions in the Trade Practices Act. 

The copyright and patent laws 

15. Before going on to discuss compulsory licensing provisions under the Patents Act, it 

should be noted briefly that Australian copyright and patent laws take very different 

approaches to evaluating when such licences are appropriate. Whereas the Patent 

Act contains a single, broad provision allowing for orders compelling licensing, the 

Copyright Act  contains a number of distinct rules that apply in very specific 

circumstances. Some of these circumstances relate to the recording of musical works  

(ss. 54-64 CA), the broadcasting of sound recordings (ss. 108-109 CA), the recording 

or filming of works for ephemeral broadcasts (ss. 47(3), 70(3), 107(3) CA), copying of 

literary works by educational institutions or by institutions assisting persons with 

intellectual or reading disabilities (ss. 135ZJ-135ZM, 135ZP, 135ZS, 135A-135ZA CA), 

and the Crown use of copyright (s. 183 CA). Each rule provides its own standards for 

requiring and implementing licensing and permitted use, instead of applying a case-

by-case test, as under the Patents Act. 

16. As noted above, there are efficiency justifications for at least some of these 

provisions. These relate to the transactions costs that would be incurred in securing 

licences for low-value uses and for composite uses.  There is also a lively debate as to 

whether these justifications remain given developments in information technology. 

The Government, through the amendments it has made to the Copyright Act to 

accommodate digitalisation, has clearly signalled its view that the case for these 

provisions remains intact. This is consistent with the recommendations of the 

Intellectual Property and Competition Policy Review Committee (the “IPCRC” or the 
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“Committee”), which in September 2001 delivered its report to the Australian 

Government on the interaction of intellectual property and competition laws.7 

17. Taking that as given, a current issue of concern is with the growing use of contract to 

displace or qualify limitations on the rights of copyright owners. This is a matter 

currently being reviewed by the Copyright Law Review Committee, and may call for 

further amendment to the Copyright Act.  

18. With respect to patents, Section 133 of the Patents Act  provides that an order 

compelling licensing may be awarded if a Federal Court is satisfied that  

“(a) the reasonable requirements of the public with respect to the patented 
invention have not been satisfied; and 

(b) the patentee has given no satisfactory reason for failing to exploit the 
patent.” 

The crux of this provision is the phrase “reasonable requirements of the public”, 

which depends on a whether Australian industry is unfairly prejudiced, or demand 

in Australia for the patented product is not “reasonably met”, because of the patent 

holder’s failure to manufacture the patented product or process in sufficient volume, 

or to grant licences on reasonable terms. 

19. It should be noted that the extent of this provision’s impact is unclear, as it has not 

been effectively tested in court. As a result, its real value may be in forcing inter-

party negotiations, and, more specifically, in strengthening the bargaining position of 

potential licencees. This view was put with some strength by patent attorneys in the 

Submissions made to the Intellectual Property and Competition Review Committee. 

20. However, as the Committee noted, this provision seems poorly aligned with the 

goals of the system. The Committee’s main recommendations were to replace the 

current criteria with a competition-based test, and for applications for licences to go 

to the Australian Competition Tribunal in the first instance, with rights of appeal to 

the full Federal Court. The Government has approved the adoption of a competition 

                                                

7   Intellectual Property and Competition Report Committee, Review of Intellectual Property legislation under 
the Competition Principles Agreement (Final Report, Sept. 2001), http://www.ipcr.gov.au/. I chaired the 
Committee. 
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test in addition to but not in replacement of the current test, and has rejected the 

proposal to involve the Tribunal in the process. 

21. As a result, it is expected that the Government will table a Bill amending the Patents 

Act to create scope for applications to be made to the Federal Court seeking a 

mandatory licence under that Act, on narrowly defined competition grounds and 

subject to fair and reasonable remuneration of the right-owners.8 

Trade Practices Act 1974 

22. While the IP statutes define the scope and limits of intellectual property rights, the 

Trade Practices Act imposes restrictions on the extent to which property rights of any 

kind may be exercised in manners which harm competition. 

23. Two parts of the Trade Practices Act are relevant. One is Part IIIA, which establishes 

a third-party access regime. The other is Part IV, which concerns restrictive trade 

practices generally. 

24. Loosely put, Part IIIA is intended to allow parties to seek access to ‘essential 

facilities’, that is to facilities that cannot be economically duplicated, are required for 

competition in a dependent market, and where access can be provided without risk 

to health or safety. Access to intellectual property is explicitly excluded from the 

scope of Part IIIA TPA, except to the extent that property is an integral but 

subsidiary part of a broader, non-exempt service to which access is sought (ss. 44B, 

44F, 44H TPA).    

25. The Intellectual Property and Competition Policy Review Committee commented on 

this exclusion. The Committee noted that although there is little statutory guidance 

as to the precise purpose of this exception, there is nonetheless a strong case for its 

existence. The Committee noted that the design of Part IIIA and of Part XIC of the 

Trade Practices Act (which establishes a third-party access regime in the 
                                                

8   The IPCRC recommended that s. 133(2) PA be amended to include an order requiring a compulsory 
licence to be made if and only all of the following conditions are met: (a) access to the patented 
invention is required for competition in the (relevant) market; (b) there is a public interest in enhanced 
competition in that market; (c) reasonable requirements for such access have not been met; (d) the order 
will have the effect of allowing these reasonable requirements to be better met; and (e) the order will not 
compromise the legitimate interests of the patent owner, including that owner’s right to share in the 
return society obtains from the owner’s invention, and to benefit from any successi ve invention, made 
within the patent term, that relies on the patent. IPCRC  (Final Report, Sept. 2001), 17, 162-163. 
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telecommunications industry), are poorly suited to handle intellectual property 

rights, which do not fit well into the “facility” and “service” concepts underpinning 

these provisions. In so far as refusals to license are anti-competitive, the Committee 

noted that remedies are to some extent provided for in the general provisions of 

Trade Practices Act. Moreover, the intellectual property statutes themselves can and 

in part do provide for third-party access, and to the degree to which greater rights of 

third-party access to intellectual property are desirable, should be reviewed in this 

light. The Government has accepted the Committee’s recommendation that the 

exclusion of intellectual property rights from the scope of Part IIIA should be 

retained. 

26. Looking to Part IV of the Trade Practices Act, which covers restrictive trade 

practices, section 46 provides a potentially powerful compulsory licensing tool. 

Section 46, which targets the misuse of substantial market power, essentially 

prohibits the use of that power in order to  

• Eliminate or substantially damage a competitor, 

• Prevent the entry of another person (which includes a corporate entity) into 
that market or any other market; or  

• Deter or prevent a person from engaging in competitive conduct in that or 
any other market. 

27. Establishing liability under the section requires showing that the conduct at issue 

involved the “taking advantage” of substantial market power, which broadly means 

that the conduct would not or could not have been entered into by a party that 

lacked that market power.9 Although there is some disagreement as to whether the 

exercise of an intellectual property right can itself constitute “taking advantage” of 

market power, the more important point is that the mere fact that a refusal to supply 

involves intellectual property will not immunise conduct from section 46. 

28. Some case law suggests that exercising intellectual property rights within their 

statutory limits will not breach section 46. For example, in Australasian Performing 

Right Association Ltd v Ceridale Pty Ltd, the Federal Court held that the Australasian 
                                                

9   This test has no moral connotation in Australian law. Queensland Wire Industries Pty Ltd v The Broken Hill 
Pty Co Ltd (1989) 167 CLR 177, 194, 202 (High Ct). 
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Performing Right Association (or “APRA”), which is the licensing agency for the 

public performance of copyrighted music, had not  “taken advantage” of its 

considerable market power in refusing to grant such a licence.10 In that case, APRA 

refused to grant a licence to allow music to be played at a nightclub, until back fees 

owed to APRA were paid. The court held that APRA was simply exercising an 

“extraneous legal right”, namely to prevent “unauthorised use of its material and the 

integrity of its licensing system”, and thus did not violate section 46.  

29. In another Federal Court case, Broderbund Software Inc v Computermate Products 

(Australia) Pty Ltd, Broderbund sought to terminate the unlawful parallel importation 

of “Where in the World is Carmen Sandiego?” educational software into Australia.11 

In response to a counter-claim alleging that Broderbund had breached section 46, the 

question of “taking advantage” was never considered, as the court was unable to 

find that Broderbund possessed a substantial degree of market power. Nevertheless, 

the court did suggest that even if such power had been established, Broderbund had 

not done more than was necessary to enforce its copyright as permitted by law. 

30. However, High Court jurisprudence on section 46 provides strong authority that 

misuse of market power may compel licensing of intellectual property. In Queensland 

Wire Industries Pty Ltd v The Broken Hill Pty Co Ltd, the High Court of Australia found 

that BHP held substantial market power in the Australian steel industry, without 

which it would not have been able to withhold supply of a particular steel product to 

Queensland Wire.12 BHP thus “took advantage” of its market power and breached 

section 46 of the Trade Practices Act. The primary question posed in their analysis 

was whether BHP would have refused to supply Queensland Wire in the absence of 

such market power. 

31. Based on this holding, it appears that section 46 may require intellectual property 

licensing if a firm takes advantage of market power created by intellectual property 

                                                

10   Australasian Performing Right Association Ltd v Ceridale Pty Ltd (1991) ATPR¶ 41-074 (Fed Ct). 

11   Broderbund Software Inc v Computermate Products (Australia) Pty Ltd (1992) ATPR ¶ 41-155 (Fed Ct). 

12   Queensland Wire Industries Pty Ltd v The Broken Hill Pty Co Ltd (1989) 167 CLR 177 (High Ct). 
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rights, even though those rights themselves provide their owner with the ability to 

license, or refuse to license, as desired. 

32. Following on this conclusion, the interaction of section 46 and treatment of 

informational assets under the Copyright Act is uncertain. In 1995, the Australian 

Competition and Consumer Commission (known as the “ACCC”) asserted that the 

refusal by the Commonwealth Bureau of Meteorology to supply basic meteorological 

information to a competitor breached section 46. In a settlement, the Bureau agreed 

to give direct access to the competitor, and established a general access policy and a 

model licence agreement.  

33. In another dispute, Telstra had given legally enforceable undertakings to the ACCC, 

ensuring third-party access to its business telephone directory data, at a particular 

price. Although Telstra had noted that the price levels in the undertakings were 

much lower than what Telstra had first proposed, the ACCC maintained that Telstra 

would breach section 46 if it refused to supply the information on reasonable terms. 

It is interesting to note that the recent case of Telstra Corporation Ltd v Desktop 

Marketing Systems Pty Ltd established copyright in such telephone directories (though 

that decision is likely to be appealed to the High Court).13 Combined with its 

undertakings to the ACCC, the result of this development is that Telstra might be 

compelled to license copyrighted material, which would not have been required 

under the Copyright Act itself. 

34. Finally, in the case of Pont Data Australia Pty Ltd v ASX Operations Pty Ltd, the 

Australian Stock Exchange was held to have breached section 46, as a result of 

restricting the use of electronic stock exchange dealings information supplied to Pont 

Data.14 No intellectual property issues were invoked in this case. The Federal Court, 

in coming to its decision, treated the property rights at issue as no different from 

other forms of property. The interim remedy imposed by the court was a licence at 

marginal cost, i.e., zero. 

                                                

13   Telstra Corporation Ltd v Desktop Marketing Systems Pty Ltd [2001] FCA 612 (Fed Ct). 

14   Pont Data Australia Pty Ltd v ASX Operations Pty Ltd (1990) 21 FCR 385 (Fed Ct, per Wilcox J), (1990) 27 
FCR 460  (Full Fed Ct) (appeal ordered to stand over for further hearing on a date to be fixed). 
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35. In short, section 46 can provide a remedy for situations in which firms that have a 

significant degree of market power refuse to license intellectual property with the 

purpose of harming the competitive process. 

36. It is relevant to note that the Government recently established a review of the 

provisions of Part IV of the Trade Practices Act, which may lead to changes in section 

46. In particular, the ACCC has proposed that the current purpose test be replaced or 

paralleled by an “effects” test, in which liability would be established if it were 

shown that the conduct had the effect or likely effect of harming the competitive 

process. 

C Conclusions 

37. In conclusion, under Australian law there are a number of possible bases for 

compelling intellectual property licensing. The most significant of these is probably 

section 46 of the Trade Practices Act, although it has also been argued that the 

Patents Act provisions have considerable value as incentives to reach voluntary 

licensing agreements. The relationship between competition law and intellectual 

property rights is still at issue in Australia, and the treatment of intellectual property 

under the Trade Practices Act deserves, and will undoubtedly receive, further 

consideration and resolution. 
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Overview

Relationship between competition and IP laws
Proposed changes to treatment of IP in Trade Practices Act 1974
Implications of these reforms



IPRs and competition – generally 

IPRs are rights to exclude
• Prevent supply of perfect substitutes
• Reflects view that creators must be able to appropriate some 

social gain of creation to invest in creative effort
IPRs reflect balancing between social benefit and exclusive right
Incentive provided by IPRs provides stimulus to dynamic 

competition, i.e., competition through innovation
Right to exclude may also distort competition 
• Competition policy should respond to these instances



IPRs and competition – Australia 
Section 51(3) of Trade Practices Act 1974
• Exempts conditions of licenses and assignments from certain provisions of 

TPA, to extent those conditions relate to IPR subject matter 
Areas of exemption:
• S. 45: collusive conduct
• S. 45A: contracts, arrangements, or understandings regarding price
• S. 47: exclusive dealing
• S. 50: acquisitions resulting in substantial lessening of competition
• S. 50A: acquisition outside Australia of controlling interest in a 

corporation, which would lead to substantial lessening of competition
Not exempted: s. 46 (abuse of market power), s. 48 (retail price maintenance)
Ambiguity as to scope of s. 51(3) and lack of case law



Recent reviews and proposals

Section 51(3) TPA reviewed by 
• National Competition Council: recommended that s. 51(3) be 

retained but substantially narrowed
• Intellectual Property and Competition Review Committee:

– Essential that firms able to enter into efficient contracts regarding IPRs
– But IPRs should not be capable of being used to exceed market power 

directly conferred
– Recommended that s. 51(3) be re-framed

• Conditions regarding IPRs in license and contract arrangements should be 
subject to ‘substantial lessening of competition’ test

– Government response: accepted addition of competition test 



Implications of reform
Section 51(3) TPA reforms require considering whether conditions relating to

IPRs have (likely) effect of substantially lessening competition
Areas affected:
• Horizontal agreements; mergers and acquisitions
• Vertical agreements
• Resale price maintenance
• Assessment of competitive effects of conditions relating to IPRs
Under Australian competition laws, competitive impacts considered 

separately from wider effects on efficiency
Authorisation: provides mechanism for parties to seek permission for conduct 

otherwise in breach of TPA
Presumption that competition is socially desirable



Conclusions

Mere fact that conduct involves imposing conditions in relation 
to IPRs, should not exempt conduct from competition laws, 
when (likely) effect is to substantially lessen competition

What might otherwise be anti-competitive conduct may increase
efficiency and rivalry with respect to IPRs

Important to ensure that competition laws do not deter 
potentially beneficial conduct
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Compulsory licensing in Europe: a rare cure to aberrant national intellectual property 
rights? 

 

The early days – intellectual property clouded by free trade concerns 

In the early days of European law, intellectual property rights were an inconvenience for the 
achievement of the Treaty’s prime competition law goal, which was market integration. Intellectual 
property rights were seen as the way by which companies might partition the common market to 
prevent free movement of goods between the 6 (and latterly the 9) Member States.  The concern was 
not baseless, but resolving it required considerable encroachments on classical IP privileges.  IP rights in 
Europe are territorial; so far there has been full harmonisation only in the area of Community trademarks 
(legislation on a Community patent is pending).  Companies sought to use IP rights to prevent parallel 
trade in genuine products either to protect higher prices in the country where prices were higher, or to 
protect their territory in situations where the rights to sell a product had been divided among unrelated 
parties.  Significant encroachments have been made by European law on the entitlements of IP 
rightholders because of free movement of goods, arguably more than because of competition law. 

Thus the “abuse” of IP rights as an instrument of territorial division was one concern of policy-makers.  
Another, which is today more controversial in classical competition law, is the “abusive” use of IP rights 
by a “dominant” company.  As we shall see, the disparate nature of Europe’s IP rights (and the 
surprising privileges they can confer) has been critical in permitting the development of European 
competition law in this field. 

                                                 
1  Queen’s Counsel, Visiting Professor, University of Glasgow; White & Case, Brussels.  Mr. Forrester was an 

advocate in both the Magill and IMS cases referred to herein before the European Courts.  He thanks 
Andrea Gagliardi, James Killick and Mark Powell for their valuable contributions to this paper.  The opinions 
expressed are wholly personal.  This paper was revised and finalized on June 21, 2002, for the EU Committee 
of the American Chamber of Commerce seminar on EU Competition Policy between Reform and 
Internationalization. 
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On both sides of the Atlantic authors and advocates have presented intellectual property rights as 
sacred, and as such immune from the reach of the competition rules. In fact, significant encroachments 
due to European Community law have occurred upon all manner of property rights.  And, in Europe, 
the encroachments upon the benefits accorded to IP rightholders have been attributable to market 
integration and competition policies.  Both strands of the law should be remembered. 

The first phenomenon is illustrated by the early cases of Sirena v Eda2 and Hag 3. In Sirena, the rights to 
use a trademark to a particular cosmetic had been sold by a US company to different companies in Italy 
and Germany before the entry into force of the Treaty of Rome. The Italian company applied for an 
injunction to prevent imports of the German cream into Italy. The European Court was asked for its 
advice on whether the agreement to split the trade mark rights could infringe Article 85 and whether the 
use of the trade mark to block imports could be abusive under Article 86.  The Court ruled that Article 
85 applies if the effects of the agreement to partition the common market were still in force, irrespective 
of the circumstance that the agreement between the Italian and the German owners and the American 
company were separate.4  The judgment5 contains a passage exemplifying the suspicion which the Court 
had of trademark rights:  

“The exercise of a trade-mark right is particularly apt to lead to a partitioning of 
markets, and thus to impair the free movement of goods between states which is 
essential to the common market. Moreover, a trade-mark is distinguishable in this 
context from other rights of industrial and commercial property, inasmuch as the 
interests protected by the latter are usually more important, and merit a higher 
degree of protection, than the interests protected by an ordinary trade-mark.” 

The ruling never really answered the question of when the use of a trademark right was abusive under 
Article 86 (although it did not rule this out).  The Sirena judgment is now ignored, an early judicial error 
in which the Court muddled what subsequently became clear. 

In Hag, the ownership of a trademark on a famous German coffee brand, “Hag”, had been split 
between Germany and the Benelux as a result of expropriation of enemy property in the Second World 
War.  The German company tried to sell its coffee in Luxembourg but imports were blocked by the 
Benelux rightholder on the grounds that they infringed its Luxembourg trademark.  The Court could not 
apply Article 85 since there was no “agreement” between competing companies giving rise to the 
discrepancy.  It therefore decided to apply the Treaty’s rules on free movement (Articles 30-36, now 
Articles 28-30) to condemn the use of national trademark rights in this case, as having the effect of 
partitioning the common market.   
                                                 
2  Sirena S.r.l. v Eda S.r.l. and others, Case 40-70, [1971] ECR 0069. 

3  Van Zuylen Freres v Hag AG, Case 192/73, [1974] ECR 731. 

4  Paragraphs 11-12. 

5  Paragraph 7. 
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The Court reasoned as follows: 

“The exercise of a trade mark right tends to contribute to the partitioning off of 
the markets and thus to affect the free movement of goods between Member 
States, all the more so since - unlike other rights of industrial and commercial 
property - it is not subject to limitations in point of time.” 

“Accordingly, one cannot allow the holder of a trade mark to rely upon the 
exclusiveness of a trade mark right - which may be the consequence of the 
territorial limitation of national legislations - with a view to prohibiting the 
marketing in a Member State of goods legally produced in another Member State 
under an identical trade mark having the same origin.”6 (emphasis added) 

Thus, in the Court’s view, the common origin of the “Hag” trademark justified the application of the 
Treaty’s rules on free movement to prevent the Luxembourg owner of the Hag trademark from blocking 
imports of “Hag” coffee manufactured by a different company in Germany.  As a result, different coffees 
from different producers were sold under the same brand.  (The Court feebly suggested that using 
national flags as labels would be a way of alerting consumers to the differing flavours of the competing 
versions of HAG coffee.)  The Hag case shows the zeal of the Court in the 1970s to hinder any use of 
IP rights to thwart a Community goal.  (The zeal tide subsequently ebbed, as we shall see.) 

The law was therefore clear: the use of an IP right to hinder cross border trade in genuine goods, even if 
done unilaterally, was to be viewed sceptically.  It was challengeable, in the absence of an agreement, 
not under the competition rules, but under the rules on free movement of goods.  There was a problem 
for the Court, to define and rationalise its theory.  IP rights were created by national law and could not 
be abolished by Community law.  How could the conflict be reconciled? 

In the Centrafarm cases7, the Court developed its jurisprudence on the overlap between intellectual 
property rights and free movement of goods. It developed a theoretical distinction between the 
“existence” of an IP right and its “exercise” (although the existence v. exercise dichotomy had been used 
by the Court already in the golden oldie Etablissements Consten and Grundig v Commission8). The 
existence of a right was protected and immune from challenge under the rules on free movement of 
goods; whereas the exercise of a right was not.  The notion of core rights was developed in these cases: 
European law could not derogate from, or take away from, the specific subject matter, the very core of 
the intellectual property right, but it could affect adjoining or ancillary rights.  

                                                 
6  Paragraphs 11-12. 

7  Centrafarm v Winthrop, Case 16-74, [1974] ECR 1183; Centrafarm v Sterling Drug,  Case 15-74, [1974] ECR 
1147. 

8  Cases 56 and 58/64, [1966] ECR 429.  
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The specific subject matter of a patent right was found to be the following9: 

“In relation to patents, the specific subject matter of the industrial property is the 
guarantee that the patentee, to reward the creative effort of the inventor, has the 
exclusive right to use an invention with a view to manufacturing industrial 
products and putting them into circulation for the first time, either directly or by 
the grant of licences to third parties, as well as the right to oppose 
infringements.” 

This meant that once a patent holder put his product on the Community market for the first time, then he 
had benefited from the patent (whose existence was therefore respected) and Community law could 
prevent that patent holder from using the patent to prevent parallel trade. Once the patented invention 
was voluntarily put on the market in one Member State, then the patent holder could not object to an 
arbitrageur (commonly called a parallel trader) buying the product in that Member State and reselling it 
in another one.  This was, applied Community-wide, the now-familiar principle of exhaustion, which 
dates back to 1871 in Belgian law. A similar technique was applied to the specific subject matter of a 
trademark right10 to ensure that trade marks could not be used to partition the common market.  The 
principle of exhaustion was applied also in cases where the Member State in question granted 
inadequate protection to the patented invention.11 

The focus in these early cases was on ensuring that companies could not use IP rights to prevent free 
movement of goods. For this reason, early judgments such as Sirena v Eda and Hag gave a very low 
value to trademark rights, an error which the Court of Justice has since corrected12. The Centrafarm 
cases recognized the need for IP rights, but found a way to grant them a measure of respect, while 
giving priority to free movement of goods.  

                                                 
9  Sterling Drug at §9. 

10  Winthrop at §8: “In relation to trade marks, the specific subject-matter of the industrial property is the 
guarantee that the owner of the trade mark has the exclusive right to use that trade mark, for the purpose 
of putting products protected by the trade mark into circulation for the first time, and is therefore 
intended to protect him against competitors wishing to take advantage of the status and reputation of the 
trade mark by selling products illegally bearing that trade mark.” 

11  Merck v Stephar, Case 187/80, [1981] ECR 2063; Merck v Primecrown, Case 267 and 268/95, [1996] ECR I-
6285. 

12  See in particular Advocate General Jacobs in SA CNL-SUCAL NV v HAG GF AG (‘Hag II’), Case C-10/89, 
[1990] ECR I-3711, at §§16-20 (“an unduly negative attitude”); confirmed by the Court in the same case at 
§13: “Trade mark rights are, it should be noted, an essential element in the system of undistorted 
competition which the Treaty seeks to establish and maintain. Under such a system, an undertaking must 
be in a position to keep its customers by virtue of the quality of its products and services, something which 
is possible only if there are distinctive marks which enable customers to identify those products and 
services. For the trade mark to be able to fulfil this role, it must offer a guarantee that all goods bearing it 
have been produced under the control of a single undertaking which is accountable for their quality.” 
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I conclude this section by noting that IP rights, although nominally respected by the Treaty, were subject 
to significant constraints to pursue Community law goals, and that the encroachments necessary for 
market integration purposes were justified intellectually by distinguishing two clusters of rights, the core 
or essential rights, and the peripheral or ancillary rights whose exercise can be constrained.  More 
specifically, it would be wrong to analyse the IMS and Magill decisions as being the first to introduce 
big encroachments upon the privileges of IP rightholders. 

The IBM undertaking – a “pure” competition approach and a unique solution 

In this section, I will describe the very contentious evolution of the law concerning the application of the 
competition rules applicable to computer software in the IBM case from 1980 to 1991, an evolution 
which went in parallel with developments affecting other sectors. 

On 1 August 1984, the Commission accepted a so-called unilateral undertaking from IBM to provide 
other computer manufacturers with the technical interface information needed to permit competitive 
products to be used with IBM's then most powerful range of computers, the System/370. The 
Commission thereupon suspended the proceedings under Article 82 which it had initiated against IBM 
in December 1980.13  This was the first use of Article 86 (now Article 82) to limit the exercise of 
copyright by a dominant player.  It brought to an end an exceptionally acrimonious dispute between the 
European Commission and IBM and IBM’s allies, and avoided the necessity ot address the merits of 
the Commission’s much-criticised Statement of Objections against IBM. 

IBM agreed to provide interface information to software developers by specific benchmark dates, such 
as “as soon . . . as such interfaces had become reasonably stable but in any event no later than the date 
of general availability” and to announce changes to an existing interface that would make System/370 
products attaching to such existing interface inoperable “sufficiently in advance of general availability”. 
That information would be provided either through established documentation and related materials 
(such as source code) or through some other adequate means, including newly prepared documents 
containing only the interface information.  Any company that was doing business in the EC and 
developing relevant products, including U.S. and Japanese companies, could ask IBM for such interface 
information. IBM would charge reasonable and non discriminatory fees for the information. 

IBM was required to support international standards for open system interconnection for products, 
systems, and networks of different manufacturers. In addition to signing the Undertaking, IBM agreed to 
a system of oversight that required the company (i) to meet with DG Comp every year to “take stock of 
the implementation of the Undertaking and its effects,” and (ii) to present DG Comp with an annual 
report describing in detail “IBM's response to each question or request received under the terms of the 
Undertaking.” IBM would also discuss the outcome of these cases with DG Comp.  

After five years, the company could have ended this arrangement.  But IBM seemed to recognize that 
the EC process had created a new level of comfort for companies that made third-party products for 

                                                 
13  IBM Proceedings, [1984] CMLR 255. 
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the IBM mainframe platform and, in the eyes of some observers at least, helped protect IBM from 
potential liabilities. Thus, IBM voluntarily permitted the agreement to run for 11 years - six more than 
the minimum requirement.   

The IBM Undertaking constituted a very heavy remedy for any IP holder whose rights are valuable.  
IBM had developed its dominant standard System/370 thanks to its own financial and creative efforts.  
Nonetheless, the Commission relied on the competition rules to ensure that compatible software could 
be developed by any third party and not only by IBM’s licensees or partners.   

This case is particularly relevant in network industries.  It was largely forgotten until Microsoft’s control 
over personal computer operating systems came under the scrutiny of competition authorities on both 
sides of the Atlantic.  However, it influenced Community legislation, in that the notion of interoperability 
has been subsequently incorporated into EU copyright legislation on computer programs.  It was 
disputed whether reproduction of the program in order to discern information about its interfaces (not in 
order to copy the program but, for example, to make another program which would attach to it) 
constituted a breach of copyright.  Article 6 of Council Directive 91/250 (“the Software Directive”) on 
the legal protection of computer programs14 allows reproduction of the code and translation of its forms 
(also referred as decompilation) when these “are indispensable to obtain the information necessary to 
achieve the interoperability of an independently created computer program”.  

Decompilation does not require authorisation from the rightholder.  However, it must be performed by 
“the licensee or by another person having a right to use a copy of a program, or on their behalf by a 
person authorised to do so” (Article 6.1(a)) and authorisation from the rightholder is required when, 
inter alia, the interface information is used “for the development, production or marketing of a 
computer program substantially similar in its expression, or for any other act which infringes copyright” 
(Article 6.2(c)). 

Contrary to the IBM Undertaking, the Directive does not prohibit software companies controlling a 
dominant technology either denying access to interface information or announcing changes to an existing 
interface that would make third parties’ software no longer interoperable.  Delayed or discriminatory 
access to interface information may eliminate competition from third party developers to the advantage 
of products licensed or developed by the company controlling the dominant standard.  The Directive 
applies to all computer programs, without distinguishing between dominant standards and compatible 
applications.  It states the general law, not the special principles which may be relevant under Article 82, 
which applies a higher standard of pro-competitive conduct to dominant enterprises. 

In addition, it is unsettled whether Article 6 may be invoked by companies to develop a product 
competing with the decompiled program.  Article 6 refers to interoperability with “other programs”, 
without distinguishing between programs competing or not competing with the decompiled program.  
No software developer has yet claimed (so far as has been reported) that the decompiled program 
constitutes a sort of “essential facility” for developers who wish to create not an attaching program but a 

                                                 
14  Council Directive 91/250/EEC on the legal protection of computer programs, OJ L 1991 122/42. 
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competing program.  It might be argued that the notion of interoperability should not apply in these 
cases, since the manufacturer of the competing program acts as a “free rider” to benefit from the 
network effects generated by the company which has been the first mover in the market.  However, this 
issue has never been litigated before the Commission.   

So far, the notion of interoperability has been applied only to computer programs subject to copyright.  
However, following the availability of patent protection to computer programs under certain EU 
jurisdictions (notably the UK), this notion could perhaps be extended to such patented inventions.  
Indeed, it might be argued that a 20-year monopoly over interface information is sufficient to discourage 
third parties from developing innovative software which may be competing with complementary 
software developed by or in partnership with the company having a monopoly over a dominant 
software.  The case law on computer programs (experience is perhaps a better word, as there is a 
notable shortage of published fully-reasoned, technically-persuasive decisions which have been tested 
on appeal) suggests that, in contrast to other IP areas, the European Commission has been ready to 
demand concessions to ensure interoperability between a dominant software and third parties’ 
interoperable products.  Some of the Commission findings in the IBM case have clearly influenced 
Community legislation in the areas of computer software and database.  This issue is at the core of 
pending Commission investigations.15  

Volvo v Veng16 – competition law and licensing of IP rights - was the door shut or ajar? 

Early cases did not analyse the relationship between IP rights and competition law in fields unrelated to 
parallel imports or other distribution issues.  None of the cases gave any indication as to whether 
reliance on IP rights could be abusive or whether the refusal to license IP rights could be abusive.  
Moreover, there was no indication as to whether the notion of core (specific subject matter) and non-
core (mere exercise) rights applied only to free movement cases, or whether this analysis also applied to 
competition cases. These uncertainties persisted in the minds of many for several years, until the Court 
of Justice decided the Volvo v Veng  case; and have persisted since then. 

Volvo v Veng was the first case in which the Court considered whether a refusal to license an IP right 
could be abusive. The case concerned the front wings of Volvo 200 cars (on which Volvo held a 
registered design), which in effect gave a monopoly in a utilitarian three-dimensional shape which 
presented no patentable features. Veng imported these products, manufactured without authority from 
Volvo, and markets them in the United Kingdom. Volvo instituted proceedings against Veng for 
infringement of its exclusive rights.  There are two famous paragraphs in the judgment17:  

                                                 
15  See Commission Press Releases IP/00/906 and IP/01/1232 (Microsoft) and the article, EC confirms ending 

Intel investigation, Meller, Computerworld,  February 5, 2002 (Intel). 

16  AB Volvo v Erik Veng (UK) Ltd, Case 238/87, [1988] ECR 6211.  

17  Paragraphs 8 and 9. 
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“8.  It must also be emphasized that the right of the proprietor of a protected 
design to prevent third parties from manufacturing and selling or importing, 
without its consent, products incorporating the design constitutes the very 
subject-matter of his exclusive right. It follows that an obligation imposed upon 
the proprietor of a protected design to grant to third parties, even in return for a 
reasonable royalty, a licence for the supply of products incorporating the design 
would lead to the proprietor thereof being deprived of the substance of his 
exclusive right, and that a refusal to grant such a licence cannot in itself 
constitute an abuse of a dominant position.” 

However: 

“9.  It must however be noted that the exercise of an exclusive right by the 
proprietor of a registered design in respect of car body panels may be prohibited 
by Article 86 if it involves, on the part of an undertaking holding a dominant 
position, certain abusive conduct such as the arbitrary refusal to supply spare 
parts to independent repairers, the fixing of prices for spare parts at an unfair 
level or a decision no longer to produce spare parts for a particular model even 
though many cars of that model are still in circulation, provided that such 
conduct is liable to affect trade between Member States.” 

The Court found that no such conduct was present in the instant case, and therefore answered the case 
in the following terms:  

“The refusal by the proprietor of a registered design in respect of body panels to 
grant to third parties, even in return for reasonable royalties, a licence for the 
supply of parts incorporating the design cannot in itself be regarded as an abuse 
of a dominant position within the meaning of Article 86.” 

The Court’s ruling cannot be criticized.  Veng wanted to copy Volvo’s design to make cheaper spare 
parts for Volvo cars.  Veng had no intention to innovate.  It was merely trying to “free ride” on Volvo’s 
efforts to develop an original design for its cars.  The underlying national IP right was not an aberration 
even if utilitarian decision rights are inherently less valuable and less honoured than patents. 

After this judgment, many asked whether the Court had intended to close the door and to prevent 
companies from relying on competition law to attack a refusal to license an IP right. But the fact that it 
had expressly said that an abuse could be present in some circumstances (even though they were absent 
in the particular case), led many commentators to believe that the Court wished to leave the door open 
to argument along those lines in future cases.  Could a “bare” refusal to license be abusive?  Possibly, 
though probably not unless other elements were present.  This was the approach which the Courts 
followed in a celebrated case about television magazines. 
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Magill18 – the door was in fact ajar and competition law can constrain the exercise of IP rights 

Broadcasters in the UK and Ireland issued lists of their future programme times to every newspaper 
publisher in the UK and Ireland, with permission (indeed encouragement) to publish these times free of 
charge on a daily basis (the lists could be published two days at a time on weekends).  Reproduction of 
the times on a weekly basis was forbidden in order to avoid competition with the broadcasters’ own 
weekly guides.  The broadcasters collectively enjoined Magill from publishing a multi-channel guide 
showing all three broadcasters’ programmes side-by-side.  During the interlocutory proceedings in 
Ireland and before a judgment by the Irish courts on the merits, the Commission decided to act on 
Magill’s complaint of abuse of dominant position, and ordered the broadcasters to begin negotiations 
with Magill for a royalty-bearing licence. 

The decision, taken in one of the year-end bursts of table-clearing decision-making which used to 
characterise DG IV behaviour, was fiercely controversial inside the Commission and sharply criticized 
by many commentators.  Scepticism was voiced by, notably, President Koopmans of the European 
Court of Justice (at interim measures) and Advocate General Gulman several years later (on appeal 
from the Court of First Instance).  There were requests to intervene in the appellate proceedings from 
industrial associations, and indeed the European Court of Justice heard written and oral argument from 
“Intellectual Property Owners Inc.”, an American-based association of enterprises valuing IP rights, 
about the apprehended dangers of the decision.19 

The parties defending the decision relied on the broad terms of Article 86 (now Article 82), and above 
all on the strange factual situation.  The critics relied on the uncertainties created by the decision for any 
future exploiter of IP rights.  The Court of First Instance produced an extremely robust judgment, 
finding in favour of the Commission on every one of the challenges made by the three broadcasting 
companies, but containing some language that seemed problematic: 

“However, while it is plain that the exercise of the exclusive right to reproduce a 
protected work is not in itself an abuse, that does not apply when, in light of the 
details of each individual case, it is apparent that that right is exercised in such 
ways and circumstances as in fact to pursue an aim manifestly contrary to the 
objectives of Article 86 ”20 

This seemed to avoid a number of questions, and to be circular or at least confusing, by suggesting that 
whereas acting “contrary to the objectives of Article 86” in refusing to license so as to  exploit a 
                                                 
18  Radio Telefis Eireann (RTE) and Independent Television Publications Ltd (ITP) v Commission, Joined cases 

C-241/91 P and C-242/91 P, [1995] ECR I-0743, on appeal from RTE v Commission, Case T-69/89, [1991] ECR 
II-0485 and ITP v Commission, Case T-76/89, [1991] ECR II-0575.  

19  Another group, representing a different constituency of large corporations concerned about the dangers 
posed to innovation and competition by the use of copyright over utilitarian material, also applied to 
intervene but too late to be admitted. 

20  Case T-69/89, RTE v. Commission, paragraph 71. 
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dominant position, was an abuse, refusing to license an exclusive right was not an abuse even if engaged 
in by a dominant company.  Paragraph 73 was clearer: 

“Conduct of that type – characterized by preventing the production and 
marketing of a new product, for which there is potential consumer demand, on the 
ancillary market of television magazines and thereby excluding all competition 
from that market solely in order to secure the applicant’s monopoly – clearly goes 
beyond what is necessary to fulfil the essential function of the copyright as 
permitted in Community law.” 

And the result (paragraph 73) was: 

“The applicant’s conduct cannot, therefore, be covered in Community law by the 
protection conferred by its copyright in the programme listings.” 

The appeal of the Court of First Instance judgment before all the judges of the European Court of 
Justice  involved a robust clash of fundamental principles.  Despite these intense legal debates, one of 
the judges at the final hearing before the European Court of Justice said that he had not even considered 
oral argument necessary to reach his own conclusion about the merits of the case. 

The Magill case made it clear that the Court had intended to leave the door ajar in Volvo v Veng and 
that a refusal to license an IP right could, in the very particular circumstances of that case, constitute an 
abuse. The Court explicitly rejected the “immunity” argument advanced by the copyrightholders in 
Magill: 

“With regard to the issue of abuse, the arguments of the appellants and IPO 
wrongly presuppose that where the conduct of an undertaking in a dominant 
position consists of the exercise of a right classified by national law as 
"copyright", such conduct can never be reviewed in relation to Article 86 of the 
Treaty.” 

“Admittedly, in the absence of Community standardization or harmonization of 
laws, determination of the conditions and procedures for granting protection of 
an intellectual property right is a matter for national rules. Further, the exclusive 
right of reproduction forms part of the author' s rights, so that refusal to grant a 
licence, even if it is the act of an undertaking holding a dominant position, cannot 
in itself constitute abuse of a dominant position (judgment in Case 238/87 Volvo, 
cited above.” 

“However, it is also clear from that judgment (paragraph 9) that the exercise of 
an exclusive right by the proprietor may, in exceptional circumstances, involve 
abusive conduct.” 
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The Court agreed with the Commission that “exceptional circumstances” were present21.  In my view, 
the Court was impressed, and correctly so, by the combination of several factors.  First, the 
rightholders’ refusal to license necessarily prevented the appearance of a new product, a comprehensive 
weekly guide, which the broadcasters did not offer, for which there was no substitute and for which 
there was a potential consumer demand.  To be fully informed about forthcoming programmes, the 
viewer in Ireland would need to buy three weekly guides.  The reason the broadcasters declined the 
proffered royalties was to ensure that each of them retained a valuable monopoly which would end if a 
new kind of product emerged.  Article 86(b) prohibits abuses consisting in “limiting production, 
markets or technical development to the prejudice of consumers”. 

There was also an element of discrimination in that the same TV listings were given away for free to 
newspapers who published TV listings on a daily basis.  Thus, the BBC (for example – the same 
applied to RTE and to ITN) was the sole source of listings as to its own programmes and used its 
copyright over such material to prevent the emergence of a weekly magazine competing with its own 
single-channel guide, “Radio Times”.  One reason offered for the two UK companies’ attack on an Irish 
broadcaster was the risk of cross-border trade, in that multi-channel guides would enter the UK from 
Ireland: not a very attractive theory.  The Court found that there was no justification for the refusal to 
license either in the activity of television broadcasting or in that of publishing television magazines.  

There was debate over whether the decision had correctly defined the relevant markets and had 
correctly found the broadcasters to be in a dominant position.  If it was the case that there were 
separate markets for listings and for daily publications and for weekly television guides, the invocation of 
copyright over listings, where the broadcasters of course had a monopoly, had the consequential effect 
of obtaining a monopoly on the downstream market for weekly guides.  The broadcasters replied that 
they preferred to be the sole source of how their programmes were presented on a weekly basis.  They 
said that they licensed generously the reproduction – on a daily basis – of the copyright material.  
Opposing parties asserted that the TV companies had reserved to themselves the “after market” of 
weekly television guides by excluding all competition on that market since they denied access to the 
basic information which was the raw material indispensable for the compilation of such a guide. 

I submit that we cannot find one single factor which led the Commission to condemn the broadcasters 
and the European Court to uphold that decision.  The combination of downstream monopolisation, 
discrimination, and prevention of the emergence of a new product was certainly potent.  Probably the 
most impressive factor among these for the antitrust theorists was the use of a right in one sector to 
retain a monopoly in another sector, but this is not enough alone to explain the case.  The remarkable 
facts were extremely important.  The order in which TV programmes are to be shown during the 
forthcoming week is not something with intrinsic artistic value.  The material was advertising for 
upcoming programmes, and its reproduction was encouraged by the broadcasters, who widely 
distributed it free-of-charge in the hope that it would be printed in daily newspapers.  In a number of 
Member States, specific legislation covered the rights and duties of broadcasters and publishers of 
television times, and in no other Member State did monopoly guides still exist.  It does seem strange that 
                                                 
21  At paragraphs 51-56. 
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a list of programmes and dates and hours would be eligible for copyright protection in the sense that the 
broadcasting rightholder could prevent anyone else revealing in writing the titles, dates and times of its 
forthcoming programmes.  However, Ladner J. of the Irish High Court found that copyright did subsist 
in the material, after the Commission Decision, after the interim measures hearing, but before the Court 
of First Instance hearing. 

Many Member States did not recognize copyright in TV listings. This factor distinguishes European law 
from US law: there is still a wide variation between EU Member States in relation to when IP rights can 
be obtained, and the rights attached to them.  This is particularly the case as to copyright.  Member 
States are obliged by the Berne Convention to grant copyright protection in certain circumstances, but 
are free to grant protection in circumstances not contemplated by the Berne Convention.  English law 
grants protection to compilations as a reward for the “sweat of the brow” expended by the compiler.  
The Software Directive remedied the state of the law in Germany, where the so-called Inkasso 
judgment had suggested that the existing German copyright law did not adequately protect computer 
programs which lacked originality. 

It was argued, in my view unconvincingly, that the Commission was legislating in a field where it lacked 
the competence to do so, by condemning a country’s IP laws.  The better view, in my submission, 
would be that the Commission was challenging he application of Irish law in a manner and in 
circumstances which completely eliminated competition at the instance of dominant players. 

The low intrinsic value of the right was not expressly mentioned in the Magill case by the Courts22 (their 
role is not to comment on the appropriateness of national copyright rules).  It was commented on by the 
Commission and defended by the broadcasters.  It was, however, clearly part of the equation, part of 
the “exceptional circumstances”.  Despite Magill, it would only be in the rarest of circumstances that the 
European Commission and Courts would have even considered ordering the licensing of a genuinely 
innovative patent or copyright in which a company had invested significant sums in R&D. 

Standardisation and IP rights falling within the standard 

Another topic which is relevant to compulsory licensing, although identifying the relevance may require a 
moment’s reflection, is standard setting.  This topic is specifically relevant to the IMS case, about which 
there has been much commentary.  Members of an industry or a trade association gather to agree on the 
technical standards which will govern their future commercial activity.  What happens if that standard 
(the shape of a plug, a piece of software code, the process by which a modem and a piece of remote 
equipment make their handshake) is covered by a patent or a copyright owned by one member? 

                                                 
22  Although Advocate General Jacobs said the following in his Opinion in the Oscar Bronner case (see below) 

at §63: “the provision of copyright protection for programme listings was difficult to justify in terms of 
rewarding or providing an incentive for creative effort.” 
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The Commission’s Guidelines on horizontal agreements23 deal with standard setting in the context of 
Article 81.  The Guidelines developed a number of principles that companies should follow in all 
standard setting procedures in order to ensure compatibility with Article 81.  Standards should not limit 
innovation.  The Commission says that it will examine the effects of standard-setting on innovation on a 
case-by-case basis.24  Participation in standard setting should be open to all, unless such participation 
leads to inefficiency or unless some other mechanism exists for the collective representation of all 
interests.25  Finally, standards which exclude actual or potential competitors are contrary to Article 
81(1) and will not be exempted if third parties cannot access the standard on fair, reasonable and non-
discriminatory terms.26 

Although the Commission Guidelines do not specifically refer to standard setting involving IP rights, they 
would nevertheless apply to such cases by analogy.  One of the critical issues in standard setting 
involving IP rights is the non-disclosure of proprietary technology (patent, patent applications, copyright, 
sui generis rights) to industry standard-setting groups.   

This issue was examined by the FTC in the Dell Computer case.27  In that case, the standard setting 
body established a rule requiring disclosure of any IP rights needed to practise a proposed standard.  
The standard setting participants came up with a new product which quickly became widely used and 
commercially successful.  After the standard was adopted and new products based on the standard 
entered the market, Dell began to assert that these products infringed its patent, despite having twice 
certified during the standards development process that it had no intellectual property rights.  If Dell had 
provided information on its patent claim up front, the participants could have made an informed choice 
whether to avoid the Dell technology and opt instead for a technology without any IP conflicts.  The 
FTC alleged that Dell’s belated assertion of IP rights was an unfair method of competition in violation of 
US antitrust law.  Dell agreed to a consent order, under which it would not assert its patent rights 
against the standard. 

A similar issue was addressed by the European Telecommunications Standardisation Institute (“ETSI”) 
in its policy rules on IPR, which received approval from the Commission.28  These rules required ETSI 
members (including the largest national telecommunication operators) to use "reasonable efforts" to 

                                                 
23    Commission Notice on Guidelines on the applicability of Article 81 of the EC Treaty to horizontal 

cooperation agreements, OJ 2001 C 3/2. 

24  Paragraph 170. 

25  Paragraph 172. 

26  Paragraphs 174-175. 

27  Dell Computer Co., C-3658  (May 20, 1996) (consent order, Commissioner Azcuenaga dissenting), 121 F.T.C. 
616. 

28  1995 OJ C 76/5, 25th Report on Competition Policy (1995), pp131-132. 
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inform ETSI in a timely manner when they became aware of IPRs in a given standard being developed.  
If the member was unwilling to grant licences, ETSI was to seek a viable alternative technology which 
would not be blocked by that IPR; if no viable technology was found, work on that standard would 
cease.  Members would merely be required to explain in writing their reasons for refusing to license the 
IPR in question, and the explanation would be sent to, inter alios, the Commission.  If ETSI itself 
became aware of IPRs in a particular standard, it would ask whether the owner (member or non-
member) was prepared to grant irrevocable non-exclusive licences on fair, reasonable and non-
discriminatory terms and conditions. A refusal would give rise to further consultations, possibly 
culminating in the non-recognition of the standard in question, to the extent it had already been adopted. 
The Commission approved ETSI’s policy on the basis that it did not involve a restriction of competition. 
It approved ETSI’s efforts to prevent one company from hijacking a standard. 

In light of these cases, companies involved in the standard setting process should be encouraged to 
disclose up front any exclusive right to the technology which will eventually form the basis of the 
standard (similarly to ETSI’s IPR policy).  It is possible that the Commission, similarly to the FTC in 
Dell, would apply Article 82 to prevent companies from hijacking an open standard through a tardily-
asserted IP right claim.  In addition, if the standard is assigned to a body participated in by members of 
the industry, Article 82 may apply to a refusal to grant third parties access to the standard.29 

An unsettled issue is whether the Commission guidelines on horizontal agreements should also apply to 
standard setting between a company and the members of the industry in the downstream market.  Once 
the standard is adopted, the industry will have difficulty switching to an alternative standard, since 
switching costs may be too high and represent an insurmountable barrier to entry for a new competing 
standard to be developed  (the so-called “lock-in” effect).  In addition, the company controlling the 
standard may invoke IP rights to protect its products from competition, ultimately to the detriment of 
future product innovation.  As a matter of policy, Article 82 may be available to afford competitors 
access to the standard.  We may expect this to be more likely if the company did not reveal the 
existence of its IP rights at an early stage during the standard setting process. 

The relevance of these standard-setting precedents to the IMS case lies in the disputed circumstances of 
the drawing up of a map based on German postal codes some 14 years ago.  In large towns and cities, 
the zone or “brick” is often one single postal code (about 500 out of 1860).  Sometimes two postcodes 
are aggregated to form one zone or brick for purposes of gathering sales data and reporting thereon to 
pharmaceutical clients (about 400 out of 1860).  In  areas where the population is less dense and where 

                                                 
29  See the IGR Stereo Television case, Eleventh Report on Competition Policy, 198, paragraph  94, where two 

German TV companies set up a body which obtained patents on inventions needed for the manufacture of a 
converter for television set which could receive stereo transmissions.   In 1980, this body assigned these 
rights to IGR, whose members included all the firms making colour TV sets in Germany.  IGR granted licences 
to its members, but decided to license non-members for only a limited number of sets.  IGR invoked the 
patents to prevent Salora, a Finnish manufacturer already operating on the German market, from meeting 
orders for such sets. Salora complained to the Commission, which obliged IGR to open up its licence scheme 
to third parties.  The Commission considered IGR as a monopoly for the benefit of its members, contrary to 
the competition rules. 
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pharmacies are few in number, several postal codes are aggregated to form one zone or brick.  In some 
cases, the physical geography of the area dictated which postcodes should be aggregated.  Data privacy 
reasons make it necessary to ensure that there are several pharmacies within every individual brick. 

It is alleged that IMS convoked members of the pharmaceutical industry in Germany to meetings to 
decide collectively the best way of aggregating the areas bounded by postcodes, with the intention of 
using the areas thus defined as zones (or “bricks”) for the gathering and reporting of deliveries of 
pharmaceutical products to pharmacies in each zone.  Among the many questions presented was 
whether copyright, if it existed in the map, was owned by IMS as the scribe and coordinator of the 
meetings, or by all participants.  Was IMS hijacking for its exclusive use a standard which had been 
drawn up by industry members on the basis that it would be an open standard? 

The IMS litigation, which presented numerous interesting questions under Article 82, not just in a 
standard-setting context, is described in greater detail below. 

The Database Directive 

Several items of Community legislation creating IP rights have also confirmed that IP rights remain 
subject to the competition rules.  As explained above, I have always been sceptical about the 
proposition that IP rights enjoyed some sort of immunity under the competition rules, or  - differently 
phrased - that the “specific subject matter” or “core” of the IP right could never be touched by the 
competition rules.  This distinction, much relied upon in free movement cases, is not in my submission a 
reliable guide in modern law for deciding whether and how Article 82 may be applicable.  The inclusion, 
in new legislation creating or harmonising national IP rights, of a reference to the competition rules 
serves mainly for the avoidance of doubt.  What Community law has created, Community law can in 
principle constrain in exceptional circumstances. 

Directive 96/9/EC harmonised the copyright protection of databases and introduced a 15 year sui 
generis right to protect the contents of a database against improper extraction.  One of the aims of the 
Directive was to harmonise the originality criterion to enable more works to benefit from copyright 
protection.  In particular, the Commission considered that the originality criterion under German 
copyright law - which previously required a work to have qualitative or aesthetic merits before qualifying 
for protection - was unduly burdensome.  The legislation was alert to the dangers presented by the 
possible misuse of the harmonised copyright and newly-created sui generis right.  It introduced an 
explicit competition law safeguard.  Recital 43 states that:  

“in the interest of competition between suppliers of information products and 
services, protection by the sui generis right must not be afforded in such a way 
as to facilitate abuses of a dominant position, in particular as regards the 
creation and distribution of new products and services which have an 
intellectual, documentary, technical, economic or commercial added value; 
whereas therefore the provision of this Directive are without prejudice to the 
application of Community or national competition rules.”   
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In addition, Article 13 subjects the Directive provisions to the “laws on restrictive practices 
and unfair competition”. 

Thus any rightholder who chooses to invoke copyright or sui generis rights based on the Directive 
knows that competition law can limit that right.  It was indeed argued during the IMS case that the 
advent of the Database Directive conferred upon IMS an unexpected windfall in that it was given more 
possibility to claim protection for its map dividingGermany into 1,860 zones, but that this windfall was, 
however, subject to the constraints of the competition rules. 

Similar language can also be found in EU legislation concerning plant variety rights,30 biotechnological 
inventions31 and design.32 Draft legislation on a Community patent33 includes provisions on compulsory 
licensing (Article 21).  The explanatory memorandum to the proposal explains that the “system of 
compulsory licenses is designed to provide guarantees against abuses of the rights conferred by 
the patent.  It is based on the requirements of Article 5 of the Paris Convention on the protection 
of industrial property and on the more recent requirements referred to in Article 27(1) and 
Article 31 of the TRIPS Agreement.”  In particular, the Commission may grant compulsory licensing 
of a Community patent inter alia: 

(i) when licensing is needed to use a second patent involving an important technical 
advance of considerable economic significance in relation to the invention claimed in 
the first patent, subject to an obligation to cross-license; 

(ii) in times of crisis or extreme urgency, or to remedy a practice determined after 
judicial or administrative process to be anticompetitive. 

According to Article 21(5) of the draft proposal, a licence may be granted under (i) or (ii) only if the 
proposed user has made efforts to obtain authorisation from the patent holder on reasonable 
commercial terms and conditions, but such efforts have not been successful within a reasonable period 
of time.  However, the Commission may derogate from this condition in situations under (ii). 

A compulsory licence must be non-exclusive, and may be cancelled when the circumstances which led 
to its granting cease to exist and are unlikely to recur. Member States may not grant compulsory 
licences in respect of a Community patent. (Article 22) 

                                                 
30  Council Regulation 2100/94 on Community Plant Variety Rights, OJ 1994 L 227/1. 

31  Directive 98/44/EC of the European Parliament and of the Council on the legal protection of biotechnological 
inventions, 0J L 213/13. 

32  Directive on the Legal Protection of Designs 98/71/EC OJ 1998 L 289/28 and Regulation on the Legal 
Protection of Industrial Designs and Models (not yet published). 

33  Proposal for a Council Regulation on the Community Patent, COM(2000) 412 final, August 1, 2000, OJ C 337 
E/278, November 28, 2000. 
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The reservation in the above EU legislation ensures that the competition rules can intervene in 
exceptional circumstances like Magill.  

The evolution of the law in refusal to deal cases 

After Magill there were a number of cases relating to refusals to deal and “essential facilities”.  Initially, 
the cases concerned subjects such as access by a ferry company to port facilities which were owned by 
its competitor on the particular route34. Given that it would be impossible for the competing transport 
company to build a second port, the unjustified refusal to allow access to the port was considered 
abusive.  By contrast, if a reasonable owner of the facility who had no interest in the downstream 
operations would have grounds to refuse to grant access, then there would be no abuse under Article 
82 if the dominant player were to refuse access.  The application of the doctrine to physical assets 
which are said to be essential for the conduct of a business involving an element of public service is, on 
both sides of the Atlantic, a part of normal competition enforcement.  However, we should note that 
although there have been a number of Commission decisions on such essential facilities, the European 
Courts have not pronounced explicitly on whether the doctrine forms part of EC competition law.  I 
submit that the outcome of the cases on access to harbour facilities would not be different in the two 
continents.  In the Ladbroke case35, an attempt was made to extend this line of authority to IP rights. 

Ladbroke, which operates betting shops in which punters bet on horse races, brought the Commission 
before the European Court of Firstance for having refused Ladbroke’s demand that the Commission 
should issue a decision compelling a compulsory licence by its French competitor, the Pari Mutuel 
International.  Ladbroke requested PMI to grant a licence to Ladbroke betting shops of its copyright on 
televised pictures and sound commentaries of French horse races.  It relied on Magill to argue that 
without access to the televised pictures and sound commentaries it was unable to compete on the horse-
race betting market.  The Commission refused to pursue the complaint for various reasons.  It would 
have been useful to have access to the pictures, but it was not essential.  The Court of First Instance 
rejected Ladbroke’s appeal against the Commission’s negative decision, while describing Magill as 
follows36:  

“The refusal to supply the applicant could not fall within the prohibition laid 
down by Article 86 unless it concerned a product or service which was either 
essential for the exercise of the activity in question, in that there was no real or 
potential substitute, or was a new product whose introduction might be 
prevented, despite specific, constant and regular potential demand on the part of 
consumers (see in that connection Joined Cases C-241/91 P and C-242/91 P RTE 
and ITP v Commission [1995] ECR I-743, paragraphs 52, 53 and 54).” 

                                                 
34  See e.g. B&I Line v Sealink Harbours and Stena Sealink, Commission Decision of June 11, 1995, [1992] 5 

CMLR 255.  

35  Tiercé Ladbroke SA v Commission, Case T-504/93, [1997] ECR II-0923. 

36  Paragraph 131. 
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The Ladbroke judgment can be read as suggesting that there may be a duty to license either where 
access is essential or where the refusal will block the emergence of a new product, and perhaps also 
that once a licence has been granted to someone by the dominant player, subsequent refusals may be of 
doubtful legality (the latter point can also be deduced from Magill).  Alternatively, the Court may have 
been saying that, in any event, the matter did not need to be further considered as the access was not 
indispensable.  

The “essential facilities” doctrine was assessed by the European Court of Justice in Oscar Bronner37.  
Mr. Bronner, the owner of a small daily newspaper company, brought an action against Mediaprint, the 
dominant daily newspaper company in Austria seeking access to Mediaprint’s nation-wide home 
delivery scheme (having had a request to this effect refused).  He claimed that Mediaprint’s refusal was 
contrary to Article 82.  The Advocate General offered a number of valuable observations, cautioning 
against a too great readiness to compel enterprises to deal against their will.  The European Court 
held38: 

“…it would still be necessary, for the Magill judgment to be effectively relied 
upon in order to plead the existence of an abuse within the meaning of Article 86 
of the Treaty in a situation such as that which forms the subject-matter of the first 
question, not only that the refusal of the service comprised in home delivery be 
likely to eliminate all competition in the daily newspaper market on the part of the 
person requesting the service and that such refusal be incapable of being 
objectively justified, but also that the service in itself be indispensable to carrying 
on that person's business, inasmuch as there is no actual or potential substitute in 
existence for that home-delivery scheme.” 

The Court continued: 

“Moreover, it does not appear that there are any technical, legal or even 
economic obstacles capable of making it impossible, or even unreasonably 
difficult, for any other publisher of daily newspapers to establish, alone or in 
cooperation with other publishers, its own nationwide home-delivery scheme and 
use it to distribute its own daily newspapers. 

It should be emphasised in that respect that, in order to demonstrate that the 
creation of such a system is not a realistic potential alternative and that access to 
the existing system is therefore indispensable, it is not enough to argue that it is 
not economically viable by reason of the small circulation of the daily newspaper 
or newspapers to be distributed. 

                                                 
37  Oscar Bronner v Mediaprint, Case C-7/97, [1998] ECR I-7791. 

38  At paragraph 41. 
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For such access to be capable of being regarded as indispensable, it would be 
necessary at the very least to establish, as the Advocate General has pointed out 
at point 68 of his Opinion, that it is not economically viable to create a second 
home-delivery scheme for the distribution of daily newspapers with a circulation 
comparable to that of the daily newspapers distributed by the existing scheme.” 

The indispensability test is not subjective (could Bronner replicate the network?), but objective (could a 
company with the same size as Mediaprint replicate the network?). It is not material that a newspaper 
with a low circulation would not find it economic to establish a nation-wide distribution system. The 
complainant would need to show not just that it would be useful, profitable or highly desirable to use the 
other’s asset, but that the market could not sustain a competing system at all. 

The Oscar Bronner judgment clarifies that under Article 82, a company should not lightly be required to 
assist its competitor.  The mere facts that one enterprise is very big and has juicy assets and that the 
complainant would greatly benefit from being allowed to use them do not suffice for the invocation of 
Article 82.  As Advocate-General Jacobs points out in his much-noted opinion, levelling the playing field 
by regularly allowing competitors to use what they do not own can in fact harm the competitive process 
and consumer interests39.  There has indeed been no judgment which casts doubt on the widely 
accepted notion that the Magill doctrine is available only in exceptional cases. 

Bronner is thus authority for the proposition that the legal consequences and opportunities applicable to 
the dependent company will be quite different if it is truly facing extinction as a result of a refusal to gain 
access to the assets of another, as opposed merely to being inconvenienced by being denied access to 
them.  It also offers, in the opinion of Advocate General Jacobs, useful cautions to quell over-
exuberance.  In Bronner as in Ladbroke, Court clarified why competition law did not impose a duty to 
deal, rather than clarifying when a duty to deal could be imposed.  But the three cases – Magill, 
Ladbroke and Oscar Bronner – constitute a triptych which indicates the circumstances in which the law 
may be invoked under Article 82 to condemn abuses by dominant players who are accused of infringing 
Article 82(b).  I submit that Magill is to be regarded as the richer precedent because it involved a 
Commission decision (for a licence), an order of the President of the European Court of Justice 
(against), a judgment of the five judges of the European Court of First Instance (for), an Advocate 
General’s opinion (against), and a judgment of the whole bench of the European Court of Justice (for).  
The facts could hardly be disputed, and every possible shade of opinion had been heard.  The tricky 
questions arising out of Ladbroke and Bronner were not whether the complaining enterprises deserved 
to prevail – that was not very difficult – but whether the European Courts, when explaining by reference 
to certain factors why they should not prevail, were also indicating that if those factors had been 
different, a complaint would have been more successful.   The case on everyone’s lips is, of course, 
IMS/NDC. 

                                                 
39  See Advocate General Jacobs in the Bronner case at §57, §69. 
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NDC v IMS40 

The IMS decision was the first time since the Magill case that the Magill doctrine was applied, 12 years 
after that landmark initiative.  IMS is the world leader in gathering and supplying data on deliveries to 
pharmacies by wholesalers of pharmaceuticals and prescription sales. On the German market a 
geographic format for presenting this data had been developed by IMS and its customers (the 
pharmaceutical companies) and had become the de facto industry standard described above.  This 
structure divides the map of Germany into 1860 zones or “bricks” consisting of postcodes, by reference 
to which marketing data describing deliveries, prices and volumes in those zones is compiled and 
analysed.  When significant competitors appeared on the German market, IMS relied on copyright to 
prevent them operating.  The competitors challenged before the German courts the use of copyright to 
prevent them competing41, and also complained to the Commission.  NDC was the most prominent 
complainant. 

As in Magill, the Commission’s intervention in IMS was requested to moderate the otherwise fatal 
consequences of a dominant player’s successfully invoking at an interlocutory stage an improbable 
national IP right.  The decision’s operative part was suspended by the Court President at interim 
measures; the Magill decision suffered the same fate. 

The Commission found that there was no real or practical possibility for companies wishing to offer 
pharmaceutical sales data in Germany to employ any convention for ascribing sales data geographically 
other than the convention used by IMS.  In order to supply usable marketing data to customers, that 
data had to describe sales in geographic zones as their customers delineated them.  There were no 
actual or potential substitutes or alternatives to reporting sales along the same geographic lines as the 
map of postcodes as arranged by IMS, which IMS was successfully claiming constituted a breach of its 
copyright. The Commission found that IMS’s bringing of copyright infringement actions was an abuse of 
its dominant position. The Commission considered that the litigation was likely to eliminate all 
competition, and that the refusal to grant a licence lacked objective justification. The Commission 
adopted an interim measures decision requiring IMS to embark on the process of negotiating a fee-
generating licence over the copyright on its brick structure.  (IMS was no stranger to competition law 
controversy, having already granted, as part of an antitrust settlement in the UK, a perpetual royalty-free 
licence there over a system comparable to the one it used successfully in Germany.) 

                                                 
40  Commission Decision of 3 July 2001, not yet formally published but available on the internet at: 

http://europa.eu.int/comm/competition/antitrust/cases/decisions/38044/en.pdf.  

41  The validity, indeed the existence,  of the copyright which IMS invokes is also the subject of challenges.  
IMS had a number of early victories; NDC has had recent success.  As of May 2002, there has been no final 
judgment on the merits of the dispute, most of the national litigation having concerned interim measures.  
The Commission Decision was issued before NDC’s victory on appeal in Germany, and IMS’s victory on 
other interlocutory points.  The German litigation proceeds concerning such questions as the scope of the 
copyright protection, whether the copyright was held jointly by IMS and members of the pharmaceutical 
industry in Germany, and whether the so called brick structure is indeed an industry standard.  Unusually for 
the German court tradition, sworn testimony has been received from a number of witnesses, indicating the 
intensity of the factual disputes. 
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The decision did not state explicitly that the 1860 brick structure was an essential facility, although 
essential facilities questions were obviously under discussion, and although some critics of the decision 
have done so on the basis that it departed from essential facility principles.  The Commission’s legal 
analysis relied on the three leading cases:42 

- First, it relied on Magill to state that compulsory licensing may be requested under 
“exceptional circumstances”; 

- Second, it relied on Ladbroke to state that “exceptional circumstances” may be 
present where access concerns a product or service which is essential for the exercise 
of the activity in question; 

- Third, it determined whether the circumstances of the case satisfied the Oscar 
Bronner test, in order to decide whether access to a product or service is essential.  
These are: 

(i) the refusal to access the facility is likely to eliminate all competition in the 
relevant market; 

(ii) such refusal is not capable of being objectively justified; and 

(iii) the facility itself is indispensable to carrying on business, inasmuch as 
there is no actual or potential substitute in existence for that facility. 

As noted above, IMS won an interim injunction to have the Decision suspended until judgment in the 
main action43. In granting the suspension of the effectiveness of the operative part of the Decision, the 
President of the Court of First Instance voiced doubts about the Commission’s non-cumulative 
interpretation of the conditions regarded as constituting 'exceptional circumstances’ in Magill.  In 
particular, he was concerned that the Commission did not regard it as necessary that the refusal to 
license should prevent the emergence of a new product or service for which there is potential consumer 
demand on a market separate from that where the licensor is dominant.  He also expressed concern that 
a compulsory licence might create doubts among rightholders.  The merits of the controversy are likely 
to be resolved by the Court of First Instance when it gives judgment in the main action, or by the Court 
of Justice, should it give judgment first in parallel proceedings involving a reference from the Frankfurt 
Oberlandesgericht about whether copyright rights should indeed exist in the circumstances.  

There was much debate about whether the situation of the complainants against IMS could be 
compared to the situation of Magill.  The IMS and Magill cases seemed, at least to this advocate, highly 

                                                 
42  Paragraphs 63-73. 

43  Case T-184/01R, IMS v Commission, order of 26 October 2001, available on the internet at 
http://europa.eu.int/jurisp/cgi-bin/form.pl?lang=en, just confirmed by the President of the European Court of 
Justice. 



 

 
6/21/2002 4:20 PM (2K) 
BRUSSELS 66442 v1 [1f9m01!.DOC]  -22-  

 

comparable.  First, as with Magill, the subject matter of the right, namely the use of postal code 
boundaries as the boundaries of areas for reporting market data, is “difficult to justify in terms of 
rewarding or providing an incentive for creative effort” (in the words of Advocate General Jacobs 
in Bronner).  It is clear that a map can enjoy copyright protection, but it is not clear (at least to my 
sceptical eyes) why conveying information about commercial activities in individual zones on that map 
should be a breach of copyright in the map, especially when the zones’ frontiers are nothing more than 
postal codes’ frontiers.  Second, there was an element of discrimination: IMS gave the rights to the 
1860 structure away to other companies, such as map-makers, with which it was not in competition (as 
did the broadcast companies in Magill).  Third, as in Magill, the Commission found that the refusal to 
license would eliminate all competition.  Fourth, an additional factor present in the IMS case, but not in 
Magill, was that the 1860 brick structure was an industry standard which when created by IMS and its 
customers was an open standard, but on which IMS subsequently sought to rely to exclude competition. 
IMS could be said to have appropriated an open standard44. 

However, there were some differences between the two cases.  The Commission did not assert that a 
wholly new product would have emerged as a result of the granting of the licence.  The complainants 
said their products were delivered by different technology, captured more data, covered returned 
products as well as delivered products.  However, these differences did not amount to a “new” product.  
Better, cheaper, faster, more user-friendly, but not fundamentally different in nature to that of IMS.  On 
the other hand, it was argued that the posture of the complainant NDC was superior to that of the 
complainant Magill in that NDC wanted to procure, pay for, compile, edit and deliver marketing 
information it had acquired on the open market, whereas Magill was in one sense a free-rider which 
wished to present, albeit in a different format, data drawn up with skill and effort by the three 
broadcasters. 

There was much debate about whether the IMS/NDC controversy related to one market or two 
markets, a controversy which I submit is not crucial.  The IMS camp argues that essential facilities cases 
have involved using a monopoly over an asset in one market (the port) to obtain advantage in another 
market (ferry services).  The broadcasters used their monopoly over how the TV listings were 
reproduced to secure a monopoly on the market for weekly guides, a separate market.  However, there 
are responses to these arguments.  Neither of the European Courts or the Commission has ever stated 
that the Magill doctrine must be limited to two-market situations.  The essence of the objectionable 
conduct is not using an advantage in one market to capture another market, but rather abusing a 
dominant position by extinguishing competition in the presence of exceptional circumstances, and limiting 
markets to the prejudice of consumers.45 

                                                 
44  In this respect there are some similarities with the Dell case in the USA, mentioned above at footnote 26. 

45 Moreover, it is not obvious that only one market is involved in the IMS/NDC saga: the making of a map 
aggregating postal codes in a convenient way is one activity, while the procuring from wholesalers of 
reliable data, processing that data and delivering it in a manner which is useful to the pharmaceutical 
industry can be said to be another. 
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Similarly, in the course of Magill, a lot of creativity was devoted to showing the presence or absence of 
the three special circumstances contemplated by the ECJ in Volvo v Veng as possibly justifying a 
compulsory licence.  In retrospect, most of this effort was a waste of time.  Every Article 82 case is 
different.  Slotting one situation into criteria drawn up to analyse a completely different situation is 
unlikely to be helpful. 

I have had the privilege of being involved as an advocate in both Magill and IMS.  Both cases involved 
the Commission summoning up its courage and building internal procedural consensus, amid sharp 
criticism, to take a very rare step.  Each involved the surprising use of a national IP right, where the 
national law was disputed and where if the initial court interlocutory victories remained undisturbed, 
there would be the elimination of a competitor and – more to the point – competition. 

The result in both cases would have been the same in US law, in that a US court would not have been 
likely to recognise the existence of alleged copyright.  It would not have been necessary for antitrust law 
to remedy a surprising lower court judgment because an American court would not have found that the 
aggregation of five post codes into a single area conferred copyright over marketing data describing 
sales in that area; but if a court (in the 51st state or Louisiana, which has a unique legal pedigree) were to 
render a judgment along the lines of the Irish or German courts in Magill or IMS, then antitrust or 
“misuse” of copyright arguments would surely be made. 

The very point of Article 82 is to impose special pro-competitive burdens on dominant players, and 
Article 82(b) in particular describes as an abuse “limiting markets to the prejudice of consumers”.  The 
totality of the circumstances which will determine whether the Article can be invoked.  It is vain to 
pretend that every European IP right is equally precious, equally sacrosanct, equally deserving of 
immunity or tolerant treatment under the competition rules.  In both Magill and IMS there was a clear 
imbalance between the creative effort of the rightholder and the economic advantages flowing from its 
exercise of the right.  EC competition law is fact driven, and takes notice of such imbalances.  The 
Magill decision and the IMS decision were greeted with a chorus of concern to the effect that imposing 
a compulsory licence on any holder of an IP right betokened grave dangers for all IP rights.  Those fears 
were exaggerated, I submit, in 1989 and are exaggerated now.  If the rights in question were patents or 
crucial software, which were the result of years of expensive R&D in a technology-driven industry, I am 
confident the Commission would not have reached the same conclusion.  However, it is reasonable for 
any operator, dominant or not, to operate in a legally stable and predictable environment.  It is clearly 
not a light matter to encroach upon an economically valuable right which has been judicially upheld.  
IMS was no stranger to antitrust controversy about its practices, and did enjoy a near-monopoly, but 
any party can fairly wish to have notice of when it will be at legal risk.  Whether IMS means that no 
rightholder can sleep easily in his bed because the Commission is uncaged again, and is roaming the 
world in search of plunder, or whether IMS is a one-off remedying of erroneous interlocutory decisions 
in national courts, the possibly dominant enterprise is entitled to be able to plan its affairs.  I support 
recent reflections in the UK which have suggested that before taking action to impose a compulsory 
licence, an authority should consider such questions as: 

• Was the work of trivial value or of significance?  What was the investment by the dominant 
company? 
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• Is the market dynamic?  If so, will it take care of distortions flowing from the refusal to license?  If 
not, is compulsory licensing the only plausible means of creating some movement in the 
marketplace? 

• What will be the impact on future innovation and R&D activities if the use of the IP right were to 
be challenged in this case?  What signal will the competition enforcer give to the marketplace if it 
compels a licence? 

Merely asserting that the refusal to license lacks objective justification does not greatly advance matters.  
Declining royalty income may sometimes reflect a hope to reap monopoly profits after competition has 
been extinguished, but it may reflect a benign pro-competitive business strategy.  It would also be 
proper to reflect on whether the refusal to license is explicable economically. 

Professor Pitofsky refers to “anticompetitive animus”, the pursuit of monopolization activities with the 
goal of harming or excluding rivals whose activities could present a competition threat.  John Temple 
Lang has vividly described the same notion orally (and perhaps in writing, though I do not have a 
citation if so) as a “dog-in-the-manger attitude”.  I have called this element “moral misconduct”, to 
connote the use of a right in an offensive manner.  Elements supporting such an accusation will be 
discriminatory behaviour, invocation of the right against foes but not friends, invocation of the right only 
once the unwelcome competitor materialises, and similar circumstances. 

Every one of these cases will give rise to extremely difficult and controversial definitions.  Every new 
decision is said to be in several ways either less bold or more bold than its predecessor.  There will 
never be an uncontroversial compulsory licence.  The essential facilities doctrine has not yet been 
confirmed as part of competition law by judgments of the European Courts.  The IMS decision does 
not state explicitly that it is based on the essential facilities doctrine.  It is not necessary for that doctrine 
to form part of European law for a compulsory licence to be granted.  We cannot avoid looking at the 
entire context and taking an undogmatic look at reality. 

It is remarkable that both Commission decisions granting compulsory licensing, Magill and IMS, were 
suspended in interim measures by the European Courts.  This shows that compulsory licensing measures 
are likely to take time to be effective, since they will certainly be appealed before the Courts, and the 
licensing terms and conditions will be subject to prolonged negotiations between the parties.  Generally, 
a company will not have sufficient resources to wait two-and-half-years – the average time to get a 
response from European Courts on the merits of a Commission decision – to know whether it can do 
business without infringing the IP rights of a dominant company. 

I also consider it highly indicative that in both Magill and IMS the action was taken in response to the 
inconsistent exercise of a most improbable intellectual property right.  It would be unimaginable to me 
that a truly innovative piece of technology (a pharmaceutical patent or novel software code, for 
example) would be treated in such a manner.  Thus the Magill and IMS cases can be seen as remedies 
to aberrations in the application of national copyright laws. 

Conclusions 
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1. European companies are no different from American companies: they each invest large sums in 
invention and R&D.  Europe must resist dilution via competition law or otherwise of the value of the 
fruits of such R&D.  European artists, authors and scientists engage in the same creative thought as their 
American counterparts.  Europeans expect patent and copyright protection to be given for their 
creativity.  They do not expect that their rights will be limited, other than in the most exceptional of 
circumstances.  In European law it is only in the rarest and most extraordinary factual circumstances that 
a rightholder who seeks to rely on his IP rights will be accused of abusing a dominant position. 

2. Predictions of dire consequences for IP rightholders due to the uncertainties created by 
Commission decisions have not been borne out in practice.  In substantive result I think the current 
situation is thus far not alarming.  Other than those exceptional cases, which I think are in large measure 
corrective action by competition authorities to aberrant national copyright cases, compulsory licensing of 
IP rights on competition grounds is almost unknown in European law.  These cases probably represent 
a corrective reaction by competition authorities to a national right covering questionable or doubtful 
subject matter, coupled with discriminatory use of the IP right, to prevent competition from emerging or 
to prevent the emergence of a stronger or equal competitor after having allowed a small measure of 
competition. 

3. Intellectual property rights have presented systemic policy and political problems for the 
European Union, particularly in that they have been used as a mechanism for hindering cross border 
trade between EU Member States, less problems having been created by the use of Article 82 to 
prevent their abusive invocation. 

4. There have been only two cases in which the European Commission has actually found there to 
be an abuse of a dominant position when an IP rightholder refused to license his IP right.  In neither case 
was the finding of an abuse of a dominant position based on the mere refusal to license.  In each Article 
82 case there will be an element of moral misconduct intended to eliminate competition.  In both cases 
there were additional circumstances over and above the refusal to license.  It can be argued whether 
those circumstances were enough.  But in any event, European competition policy on compulsory 
licences must be discerned from a tiny number of cases.  It is not surprising that every new case is 
fiercely controversial. 

5. Both cases involved national IP rights which are unique to the national legal system in terms of 
the subject matter of IP protection, and not generally regarded on a global basis as mainstream IP 
subject matter. 

6.   The great majority of requests for obligations to deal fail, and deserve to fail, on both sides of 
the Atlantic.  Most demands for a licence fail, and deserve to, either because the requested concession 
is not really indispensable or can be procured elsewhere, or because the circumstances otherwise do 
not warrant such a step. 

 

Brussels, June 21, 2002 
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Despite the growing consensus that the intellectual property and
antitrust laws serve the common purpose of promoting innovation
and enhancing consumer welfare,1 a ‘field of dissonance’ still remains
at the interface of intellectual property monopolies and antitrust mar-
kets.2 Competition authorities, courts and legislatures in various
jurisdictions, including the United States and the European Union,
are currently struggling to harmonise these two complementary, yet
often conflicting, legal regimes. One of the most delicate and con-
tentious issues in this area is the extent to which competition law can
be used to force compulsory licensing of intellectual property rights.

In IMS Health,3 the European Commission articulated its latest
position on the obligations of intellectual property owners to license
their rights to third parties, including competitors. Though tailored
to the peculiar circumstances of that case, the decision in IMS Health
raises significant concerns for intellectual property owners because
the Commission expanded third parties’ rights of access to propri-
etary information under Article 82. Moreover, IMS Health demon-
strates the stark differences between the European Union and United
States with respect to the compulsory licensing of intellectual
property.  

Background

IMS, headquartered in the United States and a major supplier of mar-
keting data to pharmaceutical and other healthcare companies, oper-
ates in more than 100 countries, including Germany, the largest
European pharmaceutical market. Among its services, IMS collects
data on pharmaceutical sales from wholesalers to pharmacies, bro-
ken down into local geographic segments known as ‘bricks’. Over
several decades of collaboration with the German pharmaceutical
industry, IMS developed a brick structure for Germany in which
postal districts were aggregated to create a total of 1,860 distinct
reporting districts, each containing a comparable number of phar-
macies – the ‘1860 brick structure’. The concept behind the brick
structure is to partition Germany into the maximum number of geo-
graphical units that permits data collection without the ability to
match the data to a specific pharmacy, which would contravene Ger-
man data protection rules. These rules stipulate that each ‘brick’ must
contain at least three pharmacies and, as a practical matter, a brick
typically includes four or more pharmacies to avoid modification of
the structure each time a pharmacy goes out of business.

IMS collects and sells regional data services formated in the 1860
brick structure, which developed into the de facto industry standard
for sales data collection and analysis. It is widely used, for example,
by German pharmaceutical companies to analyse sales trends, mea-
sure market shares, and gauge the performance of sales representa-
tives. According to the Commission, “[t]he 1860 brick structure is
a ‘common’ language for communicating information between all
players in the pharmaceutical industry . . . .”. 4

Invoking its copyright on its brick structure, IMS successfully
sued in German courts to enjoin competitors from marketing data

services using the same or similar reporting formats. Simultaneously,
IMS refused to license the 1860 brick structure to competitors. One
competitor, NDC Health, then filed a formal complaint with the
Commission, arguing – with some support from pharmaceutical
companies – that it could not effectively compete in the German mar-
ket unless it was able to aggregate data in a format consistent with
the 1860 brick structure. If aggregated in some other manner, the
data would not serve the customers’ needs and be unmarketable.
Thus, it argued, IMS had a dominant position and its refusal to
license the 1860 brick structure was an abuse of that dominant posi-
tion in violation of Article 82.

The Commission’s decision

Before ordering interim measures, the Commission had to determine
whether a strong prima facie case existed that IMS had abused a
dominant position.  The Commission defined the relevant market as
the market for “German regional sales data services” and found that
IMS, by virtue of its large market share, occupied a dominant posi-
tion in this market.

The competitor’s complaint was based on the essential facilities
doctrine, which provides that “a company which has a dominant
position in the provision of facilities which are essential for the sup-
ply of goods or services abuses its dominant position where, with-
out objective justification, it refuses access to those facilities”.5

Though neither the ECJ nor the CFI has ever explicitly referred to
the essential facilities doctrine, the Commission stated that the ECJ,
in Oscar Bronner,6 established that a firm violates Article 82 where
(i) “the refusal of access to the facility is likely to eliminate all com-
petition in the relevant market;” (ii) “such refusal is not capable of
being objectively justified; and” (iii) “the facility itself is indispens-
able to carrying on business, inasmuch as there is no actual or poten-
tial substitute in existence for that facility”.7 With respect to licensing
intellectual property, the Commission noted that the “right of the
proprietor of an intellectual property to prevent third parties from
manufacturing and selling or importing, without its consent, prod-
ucts incorporating its right constitutes the very subject-matter of his
exclusive right”.8 In “exceptional circumstances,” however, “a
refusal to grant a license may constitute abusive conduct in itself.”9

In assessing these requirements in light of IMS’s refusal to license
its copyright, the Commission, apparently combining the first and
third elements of the essential facilities test, found that “use of the
1860 brick structure is indispensable to carrying on business on the
relevant market; there is no actual or potential substitute for it”.10

The 1860 brick structure, in part because of the role played by the
German pharmaceutical industry in its development, was the “de
facto industry standard”. The pharmaceutical companies were
“‘locked in’ to this standard such that to switch away from it to buy
sales data formatted in a non-compatible structure, whilst theoreti-
cally possible, would [have been] a unviable economic proposi-
tion”.11 Pharmaceutical companies could not use a data services



provider implementing another brick structure because only the 1860
brick structure provided for comparability and compatibility of data,
use of current software and maintenance of current sales relation-
ships with doctors and employment contracts with sales representa-
tives. The technical constraints of using certain standard information
(eg postal codes, geographic boundaries) and legal constraints of Ger-
man data protection law and IMS’s copyright apparently precluded
competitors from creating alternatives to the 1860 brick structure.

The Commission found that no objective justification authorised
IMS’s refusal to license the 1860 brick structure. The competitor’s
infringement, and legal challenge to the validity, of IMS’s copyright
were not sufficient justification because the 1860 brick structure was
indispensable to compete on the relevant market and granting the
competitor a licence “would not . . . impact on the question under
German law of whether a copyright exists or not, and if so, who
owns it”.12 The competitor’s offer of a nominal sum for a licence and
the criminal allegations against its officials for theft of information
from IMS did not justify IMS’s refusal to license because IMS made
no counter-offer for license royalties and was “to address any per-
ceived harm [from] alleged criminal behaviour through appropriate
lawful means, and not by attempting to eliminate competition in the
relevant market”.13

The Commission concluded that “exceptional circumstances”
were present such that IMS’s refusal to license its copyright on the
1860 brick structure constituted a prima facie case of an abuse of a
dominant position in violation of Article 82. Since a likelihood of
serious and irreparable harm and intolerable damage to the public
interest established an urgent need for protective measures, the Com-
mission ordered IMS to license on a non-discriminatory basis the
1860 brick structure to its two competitors in the relevant market.
The Commission further mandated that the compulsory licence pro-
vide for a “reasonable” royalty, which, failing mutual agreement by
the parties, would be established by an independent expert. The CFI,
in an order highly critical of the Commission’s analysis and reason-
ing, has stayed implementation of these interim measures pending
its review.14

Analysis of the Commission’s Decision

Extension of the ‘essential facilities’ doctrine
The Commission, in IMS Health, continues to expand the reach of
the essential facilities doctrine as it applies to intellectual property
rights. For example, an issue left open after Magill15 was whether a
finding of “exceptional circumstances” required both that the intel-
lectual property rights had to be linked to essential inputs for sec-
ondary markets and that a new product had to be introduced in that
market for which there was significant demand which was not met
by the rightholder. The ECJ ordered compulsory licensing in Magill
primarily because the dominant firms’ refusal to license their copy-
rights precluded another firm from offering a new product, a com-
prehensive weekly television guide, in a downstream market. In IMS
Health, the Commission, marshalling principles from prior prece-
dents on compulsory licensing and monopoly leveraging into its
essential facilities rubric, answered this question in the negative and,
by so doing, greatly expanded the scope of Article 82.

With respect to the ‘new product’ requirement for exceptional
circumstances, the Commission flatly stated that “there is no require-
ment for a refusal to supply to prevent the emergence of a new prod-
uct in order to be abusive”.16 The Commission based its conclusion
on Ladbroke, where the CFI stated that the “refusal to supply the
applicant could not fall within the prohibition laid down by Article
86 unless it concerned a product or service which was either essen-
tial for the exercise of the activity in question, in that there was no
real or potential substitute, or was a new product whose introduc-
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tion might be prevented, despite specific, constant and regular poten-
tial demand on the part of consumers”.17

Reliance, however, on this passage from Ladbroke to dismiss the
new product requirement is precarious. Unlike the ECJ in Magill, the
CFI in Ladbroke did not find an abuse of a dominant position, pri-
marily because the dominant firms were not present on the relevant
market and the intellectual property at issue was not indispensable
for competition on that market.18 The CFI’s comments on the ‘new
product’ requirement represent, at best, an alternative holding for its
conclusion, and, more likely, dicta. The Commission should not
abrogate a crucial rationale for the ECJ’s holding in Magill without
a more rigorous consideration of the economic effects of compul-
sory licensing and, in particular, its potentially chilling effect on
innovation.

In IMS Health, the Commission also dismissed any requirement
under the essential facilities doctrine that the dominant firm’s refusal
to grant access must enable it to restrict competition on a second,
typically downstream, market. The Commission relied on Magill for
its conclusion,  emphasising that, in both Magill and IMS Health,
the dominant firm refused access to an input indispensable for an
undertaking to compete on a market (the 1860 brick structure in
IMS Health, the television listings in Magill), and completely ignored
the importance of the existence of two markets to the ECJ’s holding
in Magill. By reading the requirement of a second market out of Mag-
ill, the Commission distorts Magill to support its result in IMS Health
and expands the circumstances in which the licensing of intellectual
property may be compelled.

In addition, Magill concerned not only an undertaking in a dom-
inant position, but broadcasters which were the sole suppliers of the
information on the TV programmes as only they could decide on
and know about their programming in advance. The broadcasters
in fact only released on a daily basis the listings of programmes to
daily newspapers and refused to communicate to publishers of
weekly magazines the TV programmes for a week. Access to the
information was thus vital in Magill, while the access to the regional
medical data is not so much the issue in IMS Health; rather, it is the
right to use a format developed over several years to present this
information to pharmaceutical companies. Competitors in the mar-
ket for data services can develop other formats, and have developed
other segmentation structures in the past. In Magill, the publishers
trying to compete with the weekly magazines put on the market by
the broadcasters could in no way develop and invent the listings of
the programmes. For this reason as well, IMS Health goes further
than Magill.

Divergence from US case law on compulsory licensing of
intellectual property rights
The IMS Health decision contrasts sharply with the treatment of
compulsory licensing of intellectual property in the United States.
The test for compulsory licensing in the United States is linguistically
similar to the one espoused in Europe; that is, a holder of an intel-
lectual property right has no duty to license third parties absent
“exceptional situations.”19 The circumstances constituting “excep-
tional situations” are much narrower in the United States, however,
than they are in Europe.  

Recently, the United States Court of Appeals for the Federal Cir-
cuit, the appeals court with exclusive jurisdiction over patents, held
that the only “exceptional situations” justifying compulsory licens-
ing of intellectual property rights were those where the holder (i)
acquired the right through knowing and willful fraud, (ii) sought to
gain a monopoly in a market beyond the scope of the right, or (iii)
attempted to exert its monopoly through a “sham” infringement law-
suit (ie an objectively baseless suit motivated by a desire to impose
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collateral, anti-competitive injury rather than to obtain a justifiable
legal remedy).20  The Ninth Circuit, but not the Federal Circuit, also
requires compulsory licensing where the intellectual property owner’s
refusal to license is a mere pretext to mask anticompetitive conduct.21

Absent these exceptional circumstances, a holder of an intellectual
property right need not license third parties even if the result is the
exclusion of competition in more than one market22 – an outcome
not permitted under IMS Health.

The US competition authorities also would rarely if ever con-
sider compulsory licensing to be justified. The DoJ/FTC Guidelines
state that they “will not require the owner of intellectual property to
create competition in its own technology”,23 and indeed voluntary
licence agreements will be treated as horizontal in nature only if the
licence is between actual or potential competitors. And, a licensee
will be considered as a potential competitor only “if there is evidence
that entry by that firm is reasonably probable in the absence of the
licensing arrangement”.24  Thus, in the United States, absent very nar-
row circumstances, a refusal to license intellectual property rights in
no way justifies compulsory licensing as a competition law remedy.

In light of the current emphasis on harmonising international
competition and intellectual property laws, the Commission’s deci-
sion in IMS Health is troubling because it moves the Commission
further from the United States’s position on compulsory licensing.
While disagreements are inevitable between the two jurisdictions,
expanding the policy divide in this area should be done only after
careful analysis and thorough dialogue with industry participants.
The decision in IMS Health contains little discussion of the harmful
effects compulsory licensing may have on innovation to the detri-
ment of consumers. The Commission here may have taken a quan-
tum leap where a more incremental approach would seem preferable.

Practical effects 
The practical effects of IMS Health may be limited by its facts. The
Commission itself stressed that its decision rested on the “extremely
specific” circumstances in which the 1860 brick structure was devel-
oped into a de facto industry standard, namely through a collabo-
ration over several years between IMS and the pharmaceutical
industry.25 Moreover, IMS was in effect a sole supplier and the pace
of technical progress in its market was at best sluggish. The 1860
brick structure arguably involved much less creative input and inno-
vation than most intellectual property. This may well be a rare fact
pattern that limits the significance of the ruling.

A firm with a valuable intellectual property portfolio should not,

however, rely solely on factual differences to distinguish itself from
IMS Health since the unusual facts of Magill did not prevent the
Commission from using that case to extend the essential facilities
doctrine further into the realm of intellectual property rights. Rather,
a firm with a dominant position in the relevant market must be pre-
pared to demonstrate its economic justification for refusing to license
third parties. Even then, the paucity of guidance from the Commis-
sion and the courts on what constitutes an “objective justification”
for a refusal to license makes a complaint under Article 82 a very
real threat.

The economic ramifications of the compulsory license remedy
enhance the danger of this threat. The Commission in IMS Health
only granted IMS a “reasonable” royalty and noted that compulsory
licensing would not cause the firm to suffer an “unreasonable loss
of income.”26 The Commission’s comments reflect a lack of appre-
ciation for the costs of, and motivation for, creative endeavours. For
instance, suppose a firm invests in several R&D projects, but only
one produces a marketable result, which the firm protects through
intellectual property rights. The firm then tries to extract monopoly
profits from the single result based on its intellectual property rights
to achieve a reasonable return on its total R&D investment. If the
firm is limited by a compulsory licensing regime to a “reasonable
royalty”, however defined, on the single marketable product, then
its ability to cover the costs of, let alone profit from, its R&D efforts
is substantially impaired and its motivation to innovate is substan-
tially undercut. Thus, the Commission’s embrace of compulsory
licensing may have the unwanted long-term effect of discouraging
R&D investment.

The decision in IMS Health arouses concern that the Commis-
sion may be losing sight of the fact that strong intellectual property
rights are consistent, and not incompatible, with competitive mar-
kets and antitrust principles. Intellectual property rights ensure that
new markets develop, and foster therefore a dynamic notion of com-
petition. The emergence of new markets can only occur if rights own-
ers are guaranteed that they can recoup their investment by
controlling their licensing decisions.

Only time will determine the significance of IMS Health to intel-
lectual property stakeholders. Until further guidance is given by the
CFI and ECJ, firms should be wary of the Commission’s increasingly
aggressive use of the essential facilities doctrine and be prepared to
provide economic justifications for their licensing decisions.

Finally, apart from the substantive competition issues related to
compulsory licensing and essential facilities, IMS Health raises other
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important issues that are, unfortunately. beyond the scope of this
article. For instance, the Commission’s decision may be inconsistent
with the European Union’s international obligations under the TRIPs
agreement. In addition, IMS Health may give rise to unusual proce-
dural issues. Simultaneous with the Commission’s consideration of
the case,  litigation has proceeded before various German courts with
one court ruling in favour of IMS, and another asking the ECJ for a
preliminary ruling on certain questions. The differences in opinion
between the Commission and the German courts, and the resolution
of these differences, raise numerous questions that are particularly
intriguing in light of the Commission’s proposal to decentralise the
application of the competition rules.

Notes

1 See United States Department of Justice and Federal Trade Comm’n
Antitrust Guidelines for the Licensing of Intellectual Property § 1.0
(1995) (‘DoJ/FTC Guidelines’).

2 Image Technical Serv. Inc v Eastman Kodak Co, 125 F.3d 1195, 1217
(9th Cir. 1997).

3 NDC Health/IMS Health, Case COMP D3/38.044 (Interim Measures),
July 3 2001.

4 Id. at ¶89.
5 Id. at ¶ 63.
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US/EU:  Divergence?US/EU:  Divergence?
At first glance …At first glance …

EU ApproachEU Approach
–– Prior to IMS, “exceptional Prior to IMS, “exceptional 

circumstances”involved elements of either circumstances”involved elements of either 
monopoly leveraging monopoly leveraging (e.g(e.g. using control over . using control over 
TV listing to stifle competition in TV listing to stifle competition in 
comprehensive weekly TV guides; refusing to comprehensive weekly TV guides; refusing to 
provide spare parts to independent repairers), or provide spare parts to independent repairers), or 
change in course of dealing (decision to no change in course of dealing (decision to no 
longer produce spare parts for a model still in longer produce spare parts for a model still in 
circulation).circulation).



EU Approach (cont.)EU Approach (cont.)

According to the European Commission’s According to the European Commission’s 
approach in approach in IMSIMS, “exceptional , “exceptional 
circumstances” also include ownership of circumstances” also include ownership of 
essential facility.essential facility.

Unilateral refusal to license IP right that Unilateral refusal to license IP right that 
constitutes an essential facility is, without constitutes an essential facility is, without 
more, abusive.more, abusive.



U.S. ApproachU.S. Approach

Strict Approach of Strict Approach of Xerox Xerox (Federal Circuit)(Federal Circuit)
“In the absence of any indication of illegal tying, “In the absence of any indication of illegal tying, 

fraud in the Patent and Trademark Office, or fraud in the Patent and Trademark Office, or 
sham litigation, the patent holder may enforce sham litigation, the patent holder may enforce 
the statutory right to exclude others from the statutory right to exclude others from 
making, using, or selling the claimed invention making, using, or selling the claimed invention 
free from liability under the antitrust laws.”free from liability under the antitrust laws.”



U.S. Approach (cont.)U.S. Approach (cont.)

The Pretext Exception The Pretext Exception ---- KodakKodak (9(9thth Circuit)Circuit)
IP owner may refuse to license IP right except IP owner may refuse to license IP right except 

where the refusal is a pretext to mask where the refusal is a pretext to mask 
anticompetitive conduct.anticompetitive conduct.

Abuse of Standards Setting Process Abuse of Standards Setting Process –– Dell Dell 
Computer Computer (FTC)(FTC)
Late assertion of IP rights in standards Late assertion of IP rights in standards 
setting process is anticompetitive.setting process is anticompetitive.



How Would IMS Come Out in How Would IMS Come Out in 
the United States?the United States?

Under Under XeroxXerox, no license., no license.
Under Under Kodak, Kodak, possible that court would possible that court would 
order license on grounds that order license on grounds that IMS’sIMS’s
assertion of its IP rights was a mere pretext assertion of its IP rights was a mere pretext 
for excluding NDC from the market.for excluding NDC from the market.
Under Under DellDell, possible abuse of the standard , possible abuse of the standard 
setting process if facts show that IMS setting process if facts show that IMS 
belatedly asserted its rights once a serious belatedly asserted its rights once a serious 
competitor appeared. competitor appeared. 



ConclusionsConclusions

Divergence in theory, but not necessarily Divergence in theory, but not necessarily 
results.results.
European Commission seems to be trying to European Commission seems to be trying to 
shoehorn cases into existing theory shoehorn cases into existing theory ---- often often 
a poor fit, leaving impression that its a poor fit, leaving impression that its 
decisions may be motivated by other decisions may be motivated by other 
concerns that are not articulated.concerns that are not articulated.
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After the Introductory Summary, this paper is in two parts.  Part I summarises the principles 
of European antitrust law on compulsory licensing, in particular of intellectual property 
rights, as they have been generally understood.  As there are so few European cases involving 
intellectual property rights, the underlying rules on essential facilities are explained here.  It 
will be seen that these are broadly similar to US antitrust rules on essential facilities.  This 
Part explains the reasons for the legal principles more fully than would normally be 
necessary, because some of them have been called in question in Europe. 
 
Part II describes the decision of the European Commission in the IMS Health case which, if it 
is upheld by the European Community Courts, would substantially alter a number of the 
existing principles. 
 

*  *  *  *  * 
 
Summary 
 
Normally, it is pro-competitive to allow companies to keep for their own exclusive use assets 
which they have acquired or constructed.  It is also, in general, pro-competitive to expect other 
companies to acquire or build corresponding assets for their own use, if they need them to 
compete. 
 
However, under European Community antitrust law (as under US law) there is an exception to 
this general rule.  Where a dominant company owns or controls something access to which is 
essential to enable its competitors to compete, it may be pro-competitive to oblige the company 
in question to give access to a competitor, if its refusal to do so has sufficiently serious effects on 
competition.  This obligation arises only if the competitor cannot obtain the goods or services in 
question elsewhere and cannot build or invent them itself, and if the owner has no legitimate 
business justification for the refusal.  The self-interest of the company in avoiding competition 
on the “downstream” market for which access is needed is not a justification. 
 
In other words, the exception applies when only "downstream" competition is possible, and 
when that is possible only if access to the facility is given. 
 
The basic rationale of this principle is that one competitor in a downstream market must not be 
able to get control over the only source of supply of an input which is essential in that market, 
and monopolise the market by shutting off supply to its rivals. 
 
In European antitrust law, the following rules are fairly clear (some doubtful points are discussed 
below): 
 
There is a duty under Article 82 of the European Community Treaty to contract on strictly non-
discriminatory terms when all the following conditions are met: 
 
 (1) a company is dominant on the market for the supply of a product or service 

which is essential for competitors operating on a second market; 
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 (2) there is no other actual or possible source of the essential product or service: 
competitors could not produce it themselves; 



 
 (3) objectively, competitors cannot operate on the second market without access to 

the product or service; 
 
 (4) the company is also dominant on the second market and a refusal to supply the 

product or service would confirm or strengthen its dominance there; 
 
 (5) there is scope for substantial competition on the second market, that is, it is not 

merely simple resale or distribution of products or services; and 
 
 (6) there is no objective justification for refusal to contract. 
 
When a licence of an intellectual property right is asked for, the refusal to licence is unlawful 
only if the effect of a refusal would be exploitative or anti-competitive in some way not merely 
resulting from the refusal to licence itself.  There must be some seriously undesirable element in 
the situation in addition to the natural result of the refusal to licence.  This usually is, and perhaps 
must be, some specific loss caused to parties other than the competitors which may be excluded 
from the market by the intellectual property right. 
 
 
Intellectual property rights:  the principal situations summarised 
 
 

A. If there is only one market, and the dominant enterprise uses its intellectual 
property right in that market, no compulsory licence could be ordered. 

 
B.   If there is only one market, and the dominant company does not use its IP 

right, no licence can be ordered under competition law  (a compulsory licence 
might be possible under patent law).  
There might be an exception if the dominant company had bought the IP right 
and then used it to suppress competition in order to protect an existing product 
of its own which was not protected by that particular IP right, at least if there 
was an unsatisfied demand for a new kind of product to which the unused IP 
right related. 

 
C. If there are two markets, and the vertically integrated dominant company does 

not use its IP right in the downstream market, there is no duty to licence.  This 
is because, if the dominant company is not in the downstream market, it has 
no duty to licence (Ladbroke judgment).  If it is in the downstream market, but 
is not using the IP right, that shows that the IP right is not "essential". This 
conclusion treats the downstream market in the same way as the single market 
referred to at para B above.  However, if the effect of the refusal to licence is 
that nobody can produce in the downstream market, this may be unlawful if 
the effect is to force buyers to buy the dominant company’s product in the 
upstream market. 
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D. If there are two markets, and the dominant company uses the IP right in both 
(e.g. for a component or raw material, and for an end-product containing the 



component as an essential feature), there can be no compulsory licence, 
apparently no matter how great the value added is in the downstream market, 
except in specific cases:   

 
(i)  if by refusing the licence the dominant company is both monopolising 

the existing downstream market and preventing users getting a new 
kind of product for which there is an unsatisfied demand, then a 
licence may be ordered (Magill judgment); or 

 
(ii)  it seems reasonable to say that if the dominant company had previously 

given licences, and had let its licensees build up downstream activities 
on that basis, it could not then change its mind and terminate their 
licences, so that it could integrate forward without competition  
(cp. Commercial Solvents judgment, which however did not involve 
intellectual property rights).  If the dominant company bought the IP 
right after the downstream market had grown up on the basis of 
licences granted by another company, the result would be the same; or 

 
(iii)  if the dominant company is refusing to licence and is charging prices 

which are so high as to be “unfair” and contrary to Article 82.  (This 
would not be an antitrust violation under U.S. law).  This might occur 
even if the dominant company had not got a 100% market share; or 

 
(iv) if the dominant company is refusing to supply or licence the 

production of spare parts needed for the repair services market.  This 
was said to be unlawful, in Volvo v. Veng. 
If this is correct, it implies that monopolising a distinct second market 
may be unlawful even when intellectual property rights are used, and 
that the two grounds given in Magill are alternatives and not 
cumulative.  Of course, people who need spare parts to be available for 
the repair of their equipment always suffer some loss if the supply of 
spare parts is not on a competitive basis, but in this situation, unlike 
Magill, there is no other loss caused specifically to end users.  If this 
view expressed in Volvo v. Veng is correct, the second market would 
have to be distinct from the primary market.  It would be sufficiently 
distinct if a compulsory licence could be ordered for that market 
without affecting the value of the dominant company’s activities on the 
upstream market. 

 
The alternative and probably better view is that when intellectual property rights are involved 
the requirements of Magill are cumulative, because a vertically integrated dominant company 
is entitled to use its IP right in any market to which the intellectual property right applies, but 
the right does not entitle it simultaneously to commit a distinct abuse against consumers.  
There is no clear basis in antitrust law for saying that an intellectual property right can be 
used to monopolise one kind of market but not another kind.  If the requirements of Magill 
are not cumulative, it is hard to see what difference intellectual property rights would make, 
and the Court of Justice in Magill clearly thought that they do make a difference. 
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In all cases in which there may be a duty to grant a licence of an intellectual property right, 
refusal may be justified for specific reasons. 
 
As already mentioned, in essential facility cases not involving intellectual property rights, 
two separate markets are always necessary. 
 
 

PART I 
 

 
Compulsory licensing in European antitrust law 
 
The European Commission has stated its understanding of the general essential facility principle 
as follows: 
 
 "An undertaking which occupies a dominant position in the provision of an essential 

facility and itself uses that facility (i.e. a facility or infrastructure, without access to which 
competitors cannot provide services to their customers), and which refuses other 
companies access to that facility without objective justification or grants access to 
competitors only on terms less favourable than those which it gives its own services, 
infringes Article 86 if the other conditions of that Article are met.  An undertaking in a 
dominant position may not discriminate in favour of its own activities in a related market. 
 The owner of an essential facility which uses its power in one market in order to protect 
or strengthen its position in another related market, in particular, by refusing to grant 
access to a competitor, or by granting access on less favourable terms than those of its 
own services, and thus imposing a competitive disadvantage on its competitor, infringes 
Article 86... 2 

 
There must always be some reason why a company which is in business to make money refuses 
to sell or licence something to someone who is willing to pay for it. 
 
In European Community law, questions about the duty to contract with competitors arise in two 
kinds of cases: 
 

2  This quotation is from the Commission's decision in Sea Containers-Stena Sealink, O.J. No L 15/8, 
18 January, 1994. 

 For a summary of all the cases up to 1994 and a detailed discussion, see Temple Lang, Defining 
legitimate competition: companies' duties to supply competitors, and access to essential facilities, and 
Venit and Kallaugher, Essential facilities: a comparative approach, both in Hawk (ed.), 1994 Fordham 
Corporate Law Institute (1995), pp. 245-313 and pp. 315-344 respectively; Slot, General Report for the 
XIX FIDE Congress, Helsinki, 2000, on Community law including competition law affecting 
networks; Temple Lang, The principle of essential facilities and its consequences in European 
Community competition law (1996, Regulatory Policy Institute, Oxford); Temple Lang, The principle 
of essential facilities in European Community competition law – the position since Bronner, Journal of 
Network Industries (2000) 375-405. 

 The Telecommunications Access Notice (O.J. No. C 265/2, August 22 1998) is based on the same 
principle.  
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- when the company is in a dominant position in the upstream market (Article 82). 
 The legal basis for a finding that Article 82 has been infringed may be either 
Article 82(b), which prohibits a dominant company from limiting the production, 
markets or technical development of its competitors3, or Article 82(c) which 
prohibits discrimination; and 

- when two or more companies join together to establish a production unit or other 
arrangement which they all use, and which gives them an advantage over their 
competitors (Article 81). 

 
In European antitrust law, an “essential facility” may be a product such as a raw material, an 
intellectual property right, a service, information, infrastructure or access to a physical place such 
as a harbour or an airport4.  It may also be a part of a telecommunications network.  It is 
convenient to refer to all these as "facilities", although it is the Commission, not the Court of 
Justice which has used the phrase "essential facility".  The principle now called "essential 
facilities" has been applied in Europe in a variety of different industries5. 
 
If a duty to give access or to licence arises, it is a duty to give access on non-discriminatory 
terms, that is, on terms corresponding to those given to the owner company's downstream 

3  Joined cases 40-48/73 Suiker Unie [1975] ECR 1663, pp. 1983, 2004: Commission decision British 
Telecommunications, O.J. No L 360/36, December 21 1982, para. 34: Notice on the application of the 
competition rules to access agreements in the telecommunications sector, O.J. No C 265/2. August 22, 
1998, para. 88.  Case 85/76 Hoffmann La Roche [1979] ECR 461 and Case 322/81 Michelin [1983] 
ECR 3461 should be regarded as based on Article 82(b).  When the Court describes a particular type of 
conduct as contrary to Article 86, it often does not say which paragraph it is contrary to, either because 
it is often contrary to more than one, or because the list is not exhaustive: joined cases C-395/96P, 
Compagnie Maritime Belge, March 16, 2000, paras. 112 ff. 

4 Advocate General Jacobs in case C-7/97 Bronner v. Mediaset [1998] ECR I-7791 at 7806-7807. 
5  The phrase "essential facilities" was first used by the Commission in its decision in the B&I - Sealink case, 

1992 5 CMLR 255, and in its decision in Sea Containers - Stena Sealink O.J. No L 15/8, 1994, quoted 
above.  In those decisions however the Commission referred to a series of judgments of the European 
Court of Justice which are regarded as being based on the same or similar, legal principles beginning with 
joined Cases 6 and 7/73, Commercial Solvents, 1974 ECR 223.  In addition to the recent judgments 
mentioned in the text, and to the Article 81 cases listed later, there have also been several other judgments 
and decisions which are based on the same principle: Case 311/84 Telemarketing [1985] ECR 3261: C-
271/90 Spain v. Commission (Telecommunications services) [1992] ECR I-5833, para. 36 

 Port of Rødby, O.J. No L 55/52, 26 February, 1994. 
 ACI - Channel Tunnel O.J. No L 224/28, 30 August, 1994. 
 Night Services, O.J. No L 259/20, 7 October, 1994; annulled, Cases T-374/94, European Night Services, 

[1998] ECR II 3141. 
 Eurotunnel, O.J. No L 354/66, 31 December, 1994. 
 Ijsselcentrale, O.J. No  L 28/32, 2 February, 1991: see 1992 ECR II 2417. 
 Irish Continental Group CCI Morlaix-Port of Roscoff, EC Commission, Twenty-fifth Competition Policy 

Report (1996), para. 43. 
 Port of Elsinore, May 1996, Commission press release, IP/96/456. 
 Cases C-241/91 P and C-242/91 RTE and Independent Television [1995] ECR I-743. 

The Commission in its Guidelines on the application of EEC competition rules in the 
Telecommunication sector (O.J. No C 233/2, September 6 1991) said that refusal to provide reserved 
services (i.e. services for which a telecommunications company still has a monopoly) would be unlawful 
when it would make it impossible or difficult for competitors to provide non-reserved services.  In this 
industry companies often need access to the networks of the main national telecom operators, and the 
essential facilities principle is therefore important.   
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operations or, if there are no such operations, on terms sufficient to comply with the 
requirements of Article 82(c).  There is never a duty to provide access at a loss. 
 
 
Compulsory licensing of intellectual property rights under European antitrust law 
– the cases 
 
The question of compulsory licensing of intellectual property rights has arisen very seldom in 
European antitrust law. 
 
The first case was Salora v. IGR Stereo Television6.  German manufacturers of television 
transmission and receiving equipment had pooled their patents for a stereo television system, and 
their system was approved by the German authorities.  They licensed themselves to produce TV 
sets, but refused to licence Salora, a small Finnish company, until after most viewers would have 
bought new sets.  Salora complained, and the Commission ordered the German companies to 
grant Salora an immediate licence without quantity limits.  No formal decision was adopted. 
 
The first leading cases are Volvo v. Veng and CICRA v. Renault7.  Car manufacturers owned the 
intellectual property (design) right for body parts for their cars.  They refused to licence 
independent parts producers to imitate their designs.  The Court of Justice ruled that the freedom 
of the owner of an intellectual property right to refuse to licence was the core subject matter of 
the exclusive right, and that the refusal in itself could not be an abuse of a dominant position 
which would be contrary to Article 82.  The Court added that the refusal to licence could be an 
abuse only if there was some additional element, such as the refusal to supply spare parts to 
independent repairers, or stopping sales of spare parts for models still in widespread use, or 
charging excessive prices for the spare parts. 
 
The next leading case was Magill8, the television programs case.  The television companies in 
Britain and Ireland refused to give lists of their next weeks’ television programs to an 
independent weekly TV magazine called Magill, which wanted to publish all the programs on all 
the channels for each day.  The Court of Justice confirmed that in the absence of “exceptional 
circumstances”, the refusal to licence an intellectual property right is lawful.  However, the 
television companies were ordered to give Magill the information, although they had argued that 
their program schedules were copyright.  The Court gave three reasons for ordering disclosure:  
 

- the information was indispensable for the production of a comprehensive TV 
program guide, a new type of product for which there was a clear and unsatisfied 
consumer demand; 

- the TV companies, by refusing to provide essential information, were 
monopolising the separate market for TV program magazines; and 

- there was no objective justification for the refusal. 
 

6  European Commission, Eleventh Competition Policy Report (1981) p. 63. 
7  Volvo v. Veng, Case 238/87, [1988] ECR 6211; Case 53/87, CICRA v. Renault, [1988] ECR 6039. 
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8  Case C-241/91P, RTE and ITP v. Commission, [1995] ECR I 743. 



Points to note are: 
 

- what Magill magazine needed was the information.  If it had been possible to 
provide the information without infringing the copyright in the program 
schedules, no copyright licence would have been needed; 

- the Court did not say whether the two conditions for a compulsory license 
(preventing the sale of a new kind of product for which there was an unsatisfied 
demand, and monopolising a secondary market) were independent or 
cumulative9; 

- the copyrighted information was simply a list of programs and times, of no 
literary or artistic value. 

 
In Ladbroke10, it was claimed that French horse racecourses were unlawfully refusing to give a 
copyright licence to Ladbroke to transmit live pictures of French races in its betting shops in 
Belgium.  The Court said the refusal was lawful, for two reasons.  First, the French racecourses 
were not present on the separate Belgian market, so they could not be discriminating in favour of 
their own operations on that market.  Second, Ladbroke was already on the Belgian market, and 
therefore live pictures could not be essential to do business on that market.   
 
The most recent important judgment (although it is not concerned with intellectual property) is 
Bronner11.  A newspaper publisher had the only home delivery service which covered the whole 
of Austria.  It refused to provide delivery services for a competing newspaper.  The Court said 
that the refusal would be unlawful only if it would eliminate all competition by the plaintiff, 
without objective justification, and if the service was indispensable because there was no actual 
or potential substitute.  The Court said there were alternatives to home delivery, and nothing 
made it impossible to develop a competing home delivery system.  The plaintiff had not shown 
that it would be uneconomic for competitors, acting jointly if necessary, to set up a second 
system on a scale similar to the existing system.  The conclusion is not surprising, but the case is 
important because Advocate General Jacobs discussed “essential facilities” at length. 
 
 
 
When is a facility “essential”? 
 
The test of whether a facility is essential is whether normally efficient competitors could develop 
or obtain or get access to an alternative facility. 
 
The test of indispensability is objective, and not based on the needs of the particular company 
requesting access. The Court in the Bronner judgment (paras. 44-46) said there were no obstacles 
making it impossible "for any other publisher of daily newspapers to establish, alone or in 
cooperation with other publishers, its own nation-wide home-delivery scheme".  It would not be 

9 See Case T-184/01R, IMS Health v. Commission, Order dated Oct. 26, 2001, para. 104.  This question 
is considered below. 

10  Case T-504/93, Ladbroke, 1997 ECR II 923: on appeal, case C-300/97P. 
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11  Case C-7/97, Bronner v. Mediaprint [1998] ECR I 7791; see also joined cases T-374/94 and others, 
European Night Services, [1998] ECR II 3141. 



enough for the plaintiff to show that it is not economically viable for a newspaper with a small 
circulation: it would have to be shown that it was not economically viable for anyone to set up a 
distribution system of comparable size.  These are substantive and objective tests. 
 
The fact that the competitor seeking access is small, or inefficient for some reason, or especially 
vulnerable, or is particularly determined or well-financed, should not alter the legal duty to grant 
access, if any such duty arises in the circumstances.  The dominant company could not assess the 
special needs of the competitor, but it can be expected to know what is objectively necessary in a 
market on which it is active.  There is no duty to subsidise a competitor, and there is no duty to 
compensate for inefficiency or weakness. 
 
This was the view taken, without explanation, by the Advocate General in Bronner12: 
 
 "the test applied is an objective one, concerning competitors in general.  

Thus a particular competitor cannot plead that it is particularly 
vulnerable". 

 
Since the test is objective, the question is not whether it is indispensable for one particular 
company's business, but for all competitors in its position.   
 
A facility may be indispensable if no alternative can physically be created.  But the question 
whether it is enough if it would be uneconomic to develop an alternative is more difficult.  The 
Court in Bronner said: 
 

- other "less advantageous" systems for distributing newspapers (post, sale at 
newsagents) were available (para. 43); 

- no obstacle prevented one or more publishers launching a nation-wide home 
delivery scheme.  In other words, competitors' initial lack of economies of scale 
does not make the facility "essential" (para.44); 

- the competitor's small circulation does not make access to a nation-wide facility 
"essential" (para. 45); 

12 1998 ECR I, at p. 7809.  See also pp. 7813-14.  See also Case T-374/94 European Night Services 
[1998] ECR II-3141, para. 209 ("… no viable alternatives…"). 

   
9 April 19, 2002

 

 The requirements that there should be only one facility and that the company must be dominant on the 
market for the supply of the facility are not necessarily equivalent.  A company could be dominant 
even if there was a second facility, and there might be only one facility of a given kind even if there 
were some other kinds of facilities or other ways for customers to achieve the same result.  There may 
be cases in which two jointly dominant companies each own a facility.  See joined cases C-395/96P 
Compagnie Maritime Belge, judgment dated March 16, 2000, paras. 36-45.  The Commission’s 
Telecommunications Access Notice (O.J. No C 265/2, August 22, 1998, footnote 67) says access is 
compulsory if it is needed by all except exceptional competitors.  On the questions of how a duty to 
supply may apply to jointly dominant companies, see Temple Lang, Some current problems of 
applying Article 82 EC, in Baudenbacher (ed.), Neueste Entwicklungen im Europäischen und 
Internationalen Kartellrecht, (Helbing & Lichtenhahn, 2000) 57-96, at 81-83; Temple Lang, 
Oligopolies and joint dominance in Community antitrust law, in Hawk (ed.), 2001 Fordham Corporate 
Law Institute (2002, forthcoming). 



- to make the facility essential, one would have to prove "at the very least" that it 
was not economically viable to create a second delivery scheme with a 
comparable circulation (para 46.), i.e. with comparable economies of scale. 

 
The Advocate General in Bronner said the principle applies: 
 

- "for example where duplication of the facility is impossible or extremely difficult 
owing to physical, geographical or legal constraints or is highly undesirable for 
reasons of public policy.  It is not sufficient that the undertaking's control over a 
facility should give it a competitive advantage.  I do not rule out the possibility 
that the cost of duplicating a facility might alone constitute an insuperable barrier 
to entry… if the cost of duplicating the facility alone is the barrier to entry, it 
must be such as to deter any prudent undertaking from entering the market…."13. 

 
This seems to be substantially the same as the view that a facility is essential if without it there 
would be an insurmountable barrier to entry for competitors, or if without access competitors 
would be subject to a serious, permanent and inescapable handicap which would make their 
activities uneconomic (not merely less profitable)14.  It would not make the facility "essential" to 
show merely that the dominant company had reached a threshold at which there were economies 
of scale.  
 
Access to a facility is not essential if actual or potential downstream competitors, either alone or 
in combination, could build their own facility and would not permanently and inescapably be 
subject to a serious economic handicap by comparison with the existing facility.  Competitors 
may need to "invent around" a patent.  EU law obliges antitrust authorities to assess the objective 
impossibility of developing a second facility. 
 
In other words, although applying an essential facility principle always involves an assessment of 
what competitors could do in the future, it does not involve assessing whether or not they will do 
it.  If they could build a second facility on an economic basis, access will not be ordered.  
Competition on the basis of separate facilities is always preferred when it is possible. 
 
In the case of an intellectual property right, competitors of course cannot develop their own 
identical rights.  But the question is whether they could develop their own facility or intellectual 
property right which they could use instead of the right which they claim is essential.  Usually 
they can: an intellectual property right does not necessarily give market power.  Even a patent 
can be “invented around”15. 
 
 

13 1998 ECR I, at pp. 7813-7814.  The phrase "any prudent undertaking" implies a "rational investor" 
test. 

14 Temple Lang, Defining legitimate competition: companies' duties to supply competitors, and access to 
essential facilities, in Hawk (ed.), 1994 Fordham Corporate Law Institute (1995), 245-313. 
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15 Under the European Council Regulation on Community Design, Reg. 6/2002, OJ No. L-3/1,  
January 5 2002 Article 8, there is no design right in features of a product which must be reproduced in 
their exact form and dimensions to allow the product to be mechanically connected to or placed in, 
around or against another product so that either product can function. 



The need for two markets 
 
In essential facility cases, there are two, related markets involved: the market for the supply of 
access to the facility in question, and the market for the goods or services for the production of 
which access is needed.  A simple example is a car ferry which needs access to a harbour at each 
end of its proposed route.  The market for supplying harbour services to car ferry companies is 
distinct from the market for car ferry services themselves, in which the buyers are owners and 
drivers of lorries and cars.  The market for which access is needed is usually (but not necessarily) 
a “downstream” market, and it is convenient to refer to it as such.  (Similar but not identical 
issues arise in connection with horizontally integrated companies producing two or more 
products which need to work together: these issues are not discussed in this paper).   
 
The essential facility principle applies only when there are two distinct markets involved, and 
the product or service sold in one market (an “upstream” market) is a necessary input for the 
production of goods or services in the second (“downstream”) market.  There are strong 
reasons why the doctrine should be limited to two-market situations.  The rationale for 
sharing essential facilities does not apply when there is only one market.  The effect of 
applying the doctrine in single-market situations would be anti-competitive, and the possible 
benefits of doing so would be very small. 
 
The basis for the essential facility principle is that if a facility supplied on one market is a 
truly essential input for the production of goods or services in a downstream market, then a 
competitor which has or obtains control of that facility would not be legitimately competing 
“on the merits” (that is, by offering better goods or lower prices) on the downstream market if 
it restricts access to the facility, or cuts off access to its competitors in that market.  Such 
conduct harms competition and ultimately consumers. 
 
It is only where there is a downstream market in which competition is absent or substantially 
lacking that the competition benefits of requiring access to private assets outweigh the 
damage to the incentive to invest, innovate, and develop the asset that would result from 
granting access (not only with regard to the owner of the facility to which access is requested, 
but to other developers and investors).  The owner of the facility is allowed to profit from the 
market on which the facility is sold (otherwise there would be no incentive to create it), but it 
may not have the right to use it to monopolise a second, separate market.16 
 
Every situation in which the essential facilities principle has been said to apply in EC law 
concerned two distinct markets, whether the input was a raw material,17 access to a harbour,18 
or information about next week's television programs.19 
 

16  See Areeda & Hovenkamp, Antitrust Law (1996) Vol. III A ¶ 773.c. 
17  Joint cases 6/73 and 7/73 Instituto Chemioterapico Italiano S.p.A. and Commercial Solvents 

Corporation v. Commission [1974] ECR 223 (market for a raw material and for derivatives of that 
material). 

18  Sea Containers v. Stena Sealink, OJ 1994 L 15/8 (market for port services and for ferry services). 
19  Joined cases C-241/91 P and C-242/91 P Radio Telefis Eireann (RTE) and Independent Television 

Publications Ltd (ITP) v. Commission [1995] ECR I-743 (market for TV listings and for weekly TV 
guides). 
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In order to establish whether two markets are necessary for the principle to apply, imagine a 
situation in which there is clearly only one market, where a vital element is essential in order 
to produce or sell in that market: in other words, the essential element is not something that 
could be bought by competitors in that market (since if it could, there would be two markets). 
If the essential element is necessary but has never been otherwise available, it must be 
something that has been developed by one or more competitors in the relevant market, and 
which is or has become necessary because it gives its owner an advantage (whether a better 
product or a cheaper process) which makes its owner's price or product unbeatable.  In other 
words, in a single-market situation, whatever the details, something that is “necessary” to 
compete in that market can only be a competitive advantage, whether great or small.20 
 
In assessing whether the essential facility principle could be applied to a competitive 
advantage in a one-market situation, the underlying principle must be that no one should be 
compelled to deal unless this significantly improves competition, since discouraging 
desirable behaviour would be anti-competitive.21  Accordingly, if a competitive advantage, 
developed or invented by one competitor, was so unbeatable that companies which did not 
share it could not sell their products, it would be irrational if competition law, which is 
intended to promote the search for better products and cheaper processes, required the 
advantage to be shared.   
 
Sharing an important competitive advantage on one market is an entirely different thing from 
ensuring access to an essential input which is, or was, available on a separate market.  This 
distinction is fundamental: there is nothing pro-competitive in a competitor gaining exclusive 
control over the market for the supply of an input which is necessary for competition in a 
second related market.  The essential facility principle applies in two-market situations 
because a competitor in the downstream market that gains control of a necessary input is not 
offering a better or a cheaper product in the downstream market, but only getting power to 
harm consumers in that market by shutting out its competitors. 
 
It is inherently pro-competitive, on the other hand, to allow competitors to develop or invent 
their own competitive advantages in the markets in which they are operating.  If competitors 
were required to share competitive advantages that are important enough, competition would 
be discouraged, not promoted.22  A legitimate competitive advantage on a single market, even 
a decisive advantage, should therefore not be defined as an “essential facility.”23  This was 
explained by Advocate General Jacobs in Bronner:  
 

20  An element which is a “necessary” competitive advantage in a one-market situation may be inherently 
capable of being sold or marketed.  However, if neither it nor any similar element has ever been 
marketed, there is no separate market.  Most things could be sold or marketed if their owners wished to 
do so, but that does not make them into markets. 

21  Areeda & Hovenkamp, Antitrust Law (1996) Vol. IIIA ¶ 773.a. 
22  Areeda points out that “It is perfectly clear that the concept of monopolisation requires some element 

of impropriety; it has to be monopoly power coupled not with building the best mousetrap, but 
monopoly power coupled with some impropriety in its achievement or maintenance.”  Areeda, 
“Essential Facilities: an epithet in need of limiting principles,” 58 Antitrust L. Jour., 841, at 846. 

23  Turnbull, “Barriers to Entry, Article 86 EC and the Abuse of a Dominant Position: an economic 
critique of European Community competition law,” [1996] 2 ECLR, 96, at 101.   
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“In the long term it is generally pro-competitive and in the interest of consumers to 
allow a company to retain for its own use facilities which it has developed for the 
purpose of its business. For example, if access to a production, purchasing or 
distribution facility were allowed too easily there would be no incentive for a 
competitor to develop competing facilities.  Thus while competition was increased in 
the short term it would be reduced in the long term.  Moreover, the incentive for a 
dominant undertaking to invest in efficient facilities would be reduced if its 
competitors were, upon request, able to share the benefits.  Thus the mere fact that by 
retaining a facility for its own use a dominant undertaking retains an advantage over a 
competitor cannot justify requiring access to it.”24 

It might be claimed that it was worthwhile to compel sharing of advantages, if it promoted 
competition between the companies sharing the most important advantages.  This would be 
mistaken, for two reasons.  First, sharing a competitive advantage would discourage 
competition if companies knew that, if they developed or invented competitive advantages 
which were valuable enough, they would have to share them with their competitors.25  
Second, when and if competitors did obtain the right to share the advantage, they would be 
sharing the same advantage with its owner and with a number of other competitors, all of 
which would have an equal right to it, on the same terms.  Unless therefore the owner was 
required to subsidise its competitors by charging them a low rate of royalty, consumers 
would be unlikely to derive any significant benefit from it.  Areeda in his article on essential 
facilities concluded that:   
 

“No one should be forced to deal unless doing so is likely substantially to improve 
competition in the marketplace by reducing price or by increasing output or 
innovation.  Such an improvement is unlikely…when the plaintiff merely substitutes 
itself for the monopolist or shares the monopolist’s gains.”26 

It is clear that two markets are a pre-requisite when intellectual property rights are said to be 
“essential facilities.”  This was the situation in the Magill case: the copyright arose 
incidentally out of broadcasting television programs, and copyright was claimed only as a 
reason for refusing to provide the program information which was necessary for a 
comprehensive TV viewers’ magazine.  The clearest way of explaining this is to say that if a 
licence could be given for an input in a separate market, and this can be done without 
affecting the right owner’s statutory monopoly in the market to which the right primarily and 
directly relates, a compulsory licence may be ordered if the other requirements of the 
essential facilities principle are met.  The “market to which the right primarily relates” would 
include all the markets for which the intellectual property right was developed or in which it 
would directly apply.  The distinction seems to be between an intellectual property right 
insofar as it applies to all or the greater part of the markets to which it primarily relates, and a 
right insofar as it applies to one input in a market otherwise outside the scope of the IPR.  
This distinction can be applied only if the two markets are clearly distinct.   

24  Advocate General Jacobs in Bronner, ibid., ¶ 57.  See also in ¶ 65 of the same Opinion. 
25  Korah, “Patents and Antitrust,” [1997] IPQ No. 4 395, at 406.  See also Bishop and Overd, Essential 

Facilities: the rising tide (1998) Eur. Competition L. Rev. 183. 
26  Areeda, Essential facilities: an epithet on need of limiting principles, 58 Antitrust L.J. 841, at p. 852. 
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The examples given by the Court in the Volvo and Renault cases show that it would be 
unlawful to refuse to licence the manufacture of spare parts (one market) in order to force 
users to abandon their old products and buy new ones (the second market).  They also 
suggest that it would be illegal to refuse to supply or to licence the production of spare parts 
which are a necessary input in the repair market, if the result was that the right owner could 
monopolise the repair and maintenance market.   
 
Intellectual property, in contrast with most property, could be copied cheaply, easily, and 
rapidly.  Since society considers the promotion of intellectual creation an important goal, 
intellectual property is protected by statutory monopoly rights, which provide a reward for 
initiative and investment in intellectual creation.  Consequently, it is only when the 
intellectual property right holder uses the rights for a purpose which goes beyond their 
essential function, and seeks exclusivity in a market separate from that to which the 
intellectual property primarily relates, that anti-competitive conduct arises, and the essential 
facility doctrine can apply.   
 
 
The effect of the refusal on the downstream market 
 
The essential facilities principle applies only when the refusal has a substantial effect on 
competition in the downstream market.  It seems that it applies only if a refusal to licence anyone 
would eliminate competition entirely on that market. 
 
The practice of the European Commission is that, if the company is dominant not only in the 
market for the supply of access to the facility but also in the downstream market, a refusal to give 
access can be illegal even if it does not eliminate the plaintiff entirely, if the refusal has a 
sufficiently substantial effect on competition in the downstream market. 
 
 
Several comments are useful: 
 

- it would be impossible to justify the application of the essential facility principle 
if the refusal to supply had little effect on competition in the downstream market. 
 Since antitrust law protects competition, not competitors, the principle should 
not apply merely because competition from one competitor is eliminated, if the 
downstream market is competitive without it.  (However, in practice, a dominant 
company with spare capacity is not likely to refuse access unless the refusal 
benefits it in some way, which is likely to be by substantially reducing 
competition downstream.).  The test therefore is whether refusal to supply all 
competitors, if such a refusal occurred, would have a substantial effect on 
competition; 

 
- it would be unsatisfactory if a duty arose only if the refusal in question would 

eliminate or prevent all competition: a duopoly often provides little effective 
competition, especially when the two companies are using the same facility, the 
cost of which might represent a substantial proportion of their total costs; 
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- in all of the European antitrust cases so far, the refusal was considered to have a 
substantial effect on competition, the downstream market was uncompetitive, and 
the plaintiff was treated as a member of a class, so that a refusal to grant any 
licences would have meant that competition was eliminated; 

 
- in intellectual property cases, if the "additional" element which makes the refusal 

to licence unlawful is that consumers are denied a new kind of product for which 
there is an unsatisfied demand, there is by definition no competition in the supply 
of that product (though that product need not constitute a separate market).  If the 
"extra" element is that the dominant company is reserving to itself the separate 
downstream market "by excluding all competition on that market", by definition 
there is no competition in that market unless access is ordered; 

 
- The test probably is whether there is a dominant position in the downstream 

market: in other words, the company must be dominant in both markets (or would 
be able to become so as a result of the refusal of any licences27).  If so, a refusal 
to supply which creates or strengthens that position is unlawful because (if access 
to the facility is indispensable) the refusal limits the production of a competitor, 
contrary to Article 82(b).  If the refusal does not prejudice consumers, because 
there is effective competition without it and the competitor which has been 
refused access was not planning to offer a new kind of product or service, Article 
82(b) does not apply, though there may be a question of discrimination, under 
Article 82(c). 

 
 
 
 
There must be inherent scope for competition in the downstream market   
 
There is another pre-requisite for applying the essential facilities principle, which has not been 
brought out by the case-law so far.  To justify imposing a duty to contract, there must be 
substantial scope for added-value competition in the downstream market for which access is 
required.  This is important because it explains the generally accepted view that access to a 
product for mere distribution or re-sale, without substantial added-value services, can never be an 
essential facility. 
 
Even where all the other requirements for the application of the essential facilities doctrine 
are met, it is only when the characteristics of the downstream market allow for substantial 
pro-competitive benefits for consumers that the doctrine should apply.  To justify imposing a 
legal duty to contract, there must be substantial pro-competitive benefits for consumers to be 

27  In theory, if a company was able to suppress competition on the downstream market by cutting off 
supplies, it would already be dominant even if it had not in fact behaved in that way.  However, if there 
is competition on that market even though all competitors are using the same facility, in practice it is 
unlikely that the company controlling the facility would refuse access to one more if there was capacity 
available.  The Commission's Telecommunications Access Notice (O.J. No C 265/2, August 22, 1998, 
para. 91) says that it is an abuse if the dominant company "fails to satisfy demand on an existing 
service or product market, blocks the emergence of a potential new service or product, or impedes 
competition on an existing or potential service or product market" (emphasis supplied). 
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obtained in the downstream market.  This is not merely because of the transaction costs of 
imposing such a duty, and determining what the terms and conditions of access should be, 
although these transaction costs may be considerable.28  It is also because, as explained, it is 
normally pro-competitive to allow even a dominant company to keep for its own use assets 
which it has acquired or developed.  
 
Any potential benefits for competition can only be in the downstream market.  In that market, 
if access to the essential facility is given on non-discriminatory terms, all the competitors to 
which access has been granted will be using the same facility at the same cost.  The dominant 
company will also be using the same facility, although the net cost to it will be different, 
because it will have paid all the costs of developing or buying the facility, but will also 
receive royalties or other payment, however calculated, from its competitors.  Competition 
will therefore be promoted only if there is inherently scope on that market for significant 
added-value services and genuine product differentiation between companies all using the 
same facility.  
 
If, on the other hand, companies, all of which are using the same facility, can do little more 
than sell the result to consumers with substantially the same services and price (which will be 
governed by the payment which the competitors have to make to the owner of the facility), 
little has been achieved.29  It is generally accepted that the essential facilities principle does 
not apply when the downstream market is merely resale: there is not enough scope for 
increasing competition to justify applying the principle.  But this also means that in other 
situations where there is little scope for increasing competition, the principle should not 
apply either. 
 
The essential facility principle should be used only if imposing a duty on the vertically-
integrated dominant company to contract can achieve enough competitive benefits to 
outweigh the costs and risks involved30.  The special rules relating to “price squeeze” cases, 
set out in the Commission’s Notice on Access agreements in the Telecommunications sector, 
also implicitly assume that there is sufficient scope for downstream competition to justify 
antitrust intervention31.   
 

28  Werder, “The Law and Economics of the Essential Facility Doctrine,” 32 Saint Louis University L. 
Jour., 433, at 462-463. 

29  An example of a regulatory obligation on a firm to share its inputs with a rival, which leaves scope for 
competition in added-value can be found in Article 6(1) of the EC Software Directive.  Such a solution 
leaves a considerable amount of competition in added-value, as competitors are not given permission 
to replicate the original product.  Instead, the Directive only ensures interoperability, thus allowing 
different applications that will differ in function and artistic design, while sharing the same interfaces 
(Council Directive 91/250/EEC).   

30  Temple Lang, “The principle of essential facilities in European Community competition law – the 
position since Bronner,” ibid., 379-380. 

31  How much scope there must be for packaging, ripening, added-value services or adding supplementary 
products to justify imposing a duty to give access to an essential facility does not need to be discussed 
here: the principle that there must be substantial scope, and the principle that mere resale or simple 
distribution is not enough, are clear. 
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The principle that the essential facilities doctrine should only apply where there is substantial 
scope for competition in added-value also prevents its application to one-market situations.  
If the essential facilities doctrine could apply in one-market situations, the result would be 
that, if a competitive advantage was important enough, it would have to be shared with a 
number of competitors (or with the number of competitors that the capacity of the supposed 
essential facility allows)32.  As a result, all competitors which sell the same product would 
then sell it using the same advantage on the same terms, with little scope for competition in 
added-value.  “Competition” means circumstances tending toward innovation, increased 
output, and reduced prices, not merely the existence of rivalry33.  For example, there can be 
many kinds of ferry services using the same port (services to different destinations, using 
different vessels, transporting cars, cargo, or passengers, providing high speed or luxury 
services, etc.)  Therefore, sharing the same port allows competition in added-value.  But if a 
company developed an advantage relating to a particular service, and it was obliged to share 
it with all its competitors providing that service, there would be less competition in that 
service market. Merely changing the number of competitors on the market does not enhance 
competition34.  In one-market situations it is particularly likely that compulsory sharing 
would reduce or eliminate the scope for competition, because that is essentially what it would 
be intended to do.   
 
If it was seriously suggested that, when competition creates what seems to be an unbeatable 
competitive advantage, it should be shared compulsorily with competitors, even if no 
effective competition would result, the law would be more open than it has ever previously 
been to the criticism that it would be protecting competitors, not competition. 
 
 
When the dominant company is not present on the downstream market 
 
In most essential facilities cases, the dominant company is vertically integrated and has activities 
on the downstream market for which access to the facility is necessary.  As already mentioned, 
the legal position when the dominant company is not present on the downstream market was 
considered in Ladbroke35.  In this case, Ladbroke argued that the French horse racetrack owners 
had a duty under Article 82 to grant Ladbroke a copyright licence of the right to retransmit, to its 
betting shops in Belgium, live televised pictures of races in France.  The Court of First Instance 
held that the relevant market was Belgium.  The racetrack owners had granted no licences for 
Belgium, and were not present on the Belgian market.  There was therefore no discrimination 
against Ladbroke and the French firms were not protecting their own downstream operations.  
The Court also distinguished the Magill judgment on the grounds that Ladbroke was already 
active in the Belgian market for which it claimed to need the pictures. Article 86 would apply 
only if the pictures were essential to betting shops in Belgium (which they plainly were not), or 
the refusal prevented a new product from being offered, despite a potential demand. 
 

32  If the facility was software, there would be no capacity limits, and the number of competitors which 
would be entitled to access would be unlimited. 

33  Areeda & Hovenkamp, ibid., ¶ 773.a. 

34  Lipsky and Sidak, Essential Facilities, 51 Stanford L. Rev. (1999) 1187, at p. 1214.  
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It seems therefore that if the dominant company is not present on the downstream market for 
which access to the facility is said to be essential, the essential facility principle does not apply.  
That is the view of the Commission, stated at the beginning of this paper.  It is true at least in 
intellectual property cases such as Ladbroke. 
 
 
Intellectual property rights and compulsory licensing under the essential facility principle 
 
A company which owns a patent or other intellectual property right is not necessarily in a 
dominant position and does not necessarily have market power, because the product or process to 
which the right applies may not constitute a market separate from other products. 
 
The basic principle in European antitrust law is that a dominant company which owns an 
intellectual property right is not obliged, merely because it is dominant, to licence the right.  
Mere refusal to grant a licence of an intellectual property right is not unlawful under Article 82.  
It is unlawful only if it is combined with some additional "abusive” element36. 
 
So a refusal by a dominant company to licence an intellectual property right may be contrary to 
Article 82 where: 
 

- the refusal is combined with refusal by the dominant company both to produce 
and to allow others to produce, a product e.g., a spare part for one of its old 
products, so that users will be forced to stop using that product and to buy its new 
product37; 

- a company owns the intellectual property right for a desirable new product and 
neither uses it nor licences it, to protect its existing products from competition.  In 
the Magill case38, television stations prevented the emergence of a single weekly 
magazine giving viewers details of all the main television stations' programmes. 
The Community Courts considered that although the single multi-station 
magazine would be in competition with the existing single-station magazines, it 
was a new and desirable type of product for which there was an obvious 
unsatisfied demand; 

- the refusal leads to the dominant company unjustifiably refusing to supply 
companies who need parts for the repair services market39; or  

36  See Temple Lang, Abuse of Dominant positions in European Community law, present and future: some 
aspects, in Hawk (ed.), Fifth Annual Fordham Corporate Law Institute (1979) pp. 25-83.  The phrase 
"abusive conduct" was used in Case C-241/91P RTE and ITP [1995] ECR I, at p. 823 but now seems less 
appropriate. 

37  Under the “spare parts” clause in Article 8 of the EC Regulation 6/2002 on Community designs, OJ 
No. L-3/1, January 5, 2002, a Community design right cannot be obtained in features of the appearance 
of a product which are solely dictated by its technical function, or in features which must necessarily 
be reproduced in their exact form and dimensions to permit the product to be mechanically connected 
to another product to perform its function. 

38 Case C-241/91P RTE and ITP [1995] ECR I-743. 
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- the refusal is combined with prices charged by the dominant company for its 
products which are so excessively high as to be "unfair" and prohibited by Article 
82. 

 
When the essential facility principle applies, it is usually because by refusing to licence the 
intellectual property right the dominant company is not merely using the right in the market for 
the product or service with which the right is primarily concerned, but is using it to obtain 
leverage or to protect itself from competition in another, distinct, market.  In other words, 
Community law allows a dominant company to use intellectual property rights in the market for 
which the law primarily intends them to be used, but does not regard them as justifying cutting 
off an input which is essential on any other market, if that would otherwise be unlawful.  This 
rule allows the dominant company to refuse to licence on the market with which the intellectual 
property right is primarily concerned.  The more clearly distinct the two markets are, and the 
greater the restriction of competition on the second market which results from the refusal to 
supply, the stronger the argument for compulsory licensing.  In the case of essential facilities, the 
remedy for a violation of Article 82 caused by refusal to licence intellectual property rights 
would be a compulsory licence of the rights involved, and not merely the termination of the 
"extra", abusive, behaviour.  The crucial test usually is whether a compulsory license to allow the 
licensee to operate in the downstream market could be granted without affecting the right of the 
IPR owner to maintain its exclusive right in the distinct upstream market. 
 
The grant of intellectual property rights involves a balancing of the public interest in free 
competition with providing an incentive for research and development and for creativity.  
Any application of the essential facilities doctrine should not be inconsistent with the 
exclusivity which is intended to preserve the incentive to create.  If the essential facilities 
doctrine could be used to impose a duty to licence intellectual property rights to competitors 
on the market to which the rights primarily relate (if the firm is dominant, and the rights 

[1994] ECR II-755, at paras. 114-116: Cases C 241/91, 242/91 RTE and ITV [1995] ECR I-743.  These 
cases show that in cases not involving intellectual property rights, using power in one market to 
strengthen the dominant company’s position in a related market by lessening or eliminating competition in 
the second market is usually unlawful.  The RTE case raised a considerable amount of controversy, in 
spite of the fact that the Commission, the Court of First Instance and the Court of Justice all agreed on the 
result.   

 This controversy was apparently due to two things:  
 (i) some critics seemed to be unaware of the Court's earlier case-law, and to object to the idea that 

competition law could ever limit the exercise of intellectual property rights; and  
 (ii) the second criticism was a more technical one, based on the facts of the case, and clearly expressed in 

a long, careful opinion of Advocate General Gulmann.  This was based on the argument that although the 
broadcasting companies' dominant positions were in TV broadcasting, the copyright was in the lists of 
programmes, which was precisely what the Magill magazine wanted to obtain.  The Courts brushed this 
argument aside, saying merely that the companies were using their dominant position in the TV market to 
monopolise a separate market for TV magazines, and implicitly treating the copyright in the programme 
list as incidental to the TV monopoly rather than copyright in an independent work. 

 It is worth mentioning that the IGR Stereo Television case, above, was treated as an Article 85 case by the 
Commission, and that the Commission was willing to order compulsory licensing by the patent pool if that 
had proved necessary. 
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create a sufficiently important competitive advantage), it would have the most profound 
implications, both for competition law and for intellectual property40. 
 
The Community Courts have said that if a dominant company was obliged to licence any 
important intellectual property right which it owned, it would be deprived of much of the 
value of the rights, since even generous royalties are not adequate compensation for the loss 
of the strategic freedom to use the rights in the way thought most profitable in the long 
term41.  Compulsory licensing would convert intellectual property from an important 
competitive asset into a mere income-generating financial investment, and would deprive the 
owner of the power to use the rights for its own industrial or commercial needs.  It would 
also, if the law frequently required compulsory licensing, deprive dominant or near-dominant 
companies of most of their incentives for obtaining intellectual property42.  The value of 
intellectual property would be lessened and the purpose for which intellectual property was 
intended would be defeated43.  
 
If the essential facilities doctrine prohibited the refusal to licence valuable intellectual 
property rights in the market to which they directly relate, an abuse of a dominant position 
would be found in a large number of cases of refusals to licence intellectual property44.  If a 

40  See concerning copyright, Case 158/86 Warner Brothers Inc. and Metronome Video ApS v. Erik Viuff 
Christiansen [1988] ECR 2605 ¶¶ 12-13; and concerning patents, Case 19/84 Pharmon B.V. v. Hoechst 
AG [1985] ECR 2281 ¶ 26.  

41  In Volvo, the ECJ stated: “It follows that an obligation imposed upon the proprietor of a protected 
design to grant to third parties, even in return for a reasonable royalty, a licence for the supply of 
products incorporating the design would lead to the proprietor thereof being deprived of the substance 
of his exclusive right” (Case 238/87 AB Volvo v. Erik Veng (UK) Ltd [1988] ECR 6211, ¶ 8). 

 
42  Cornish describes this as follows: “It can certainly be argued that this fencing off of intangible subject-

matter fulfils an economic function equivalent to that of ownership of physical property, because 
otherwise the incentive to optimise the value of the information will be impaired or destroyed.  Those 
who would be innovators will wait instead to be imitators and the dynamic processes which would 
have generated new ideas will disappear; in the end there will be little or nothing different to imitate.”  
Cornish, Intellectual Property: Patents, Copyright, Trade Marks and Allied Rights, 4th ed., London 
1999, 35. 

43  The Commission has reached the same conclusion in a case concerning a request for compulsory 
licensing of intellectual property in the market to which it primarily relates:  “it is highly doubtful 
whether one could impose an obligation upon a dominant firm (in an eventual EC bulk intermediate 
Hep B market), as a remedy to ensure the maintenance of effective competition in the national Hep B 
markets, to share its intellectual property rights with third parties to allow them to develop, produce 
and market the same products (i.e. multivalent containing the Hep B antigen) which the alleged 
dominant firm was also seeking to develop, produce and market” (Complaint by Lederle-Praxis 
Biologicals, XXIV Competition Report, point 353). 
For completeness another possibility, not yet established in European antitrust law, should be 
mentioned.  It corresponds essentially to the Dell Computer case, 121 F.T.C. 616, as determined by the 
FTC.  If a dominant company knowingly allowed a standard to be developed which infringed its IPR, 
(in particular if it took an active part in developing the standard) and did not disclose the existence of 
the relevant IPR until after the standard had been adopted, it would probably be acting contrary to Art. 
82 and the remedy might be a compulsory licence of the relevant IPR to users of the standard.  Such 
conduct would also be contrary to e.g. the European Telecommunication Standards Institute (ETSI) 
rules on IPRs: European Commission, 25th Competition Policy Report (1995) pp. 131-132. 

44  Venit and Kallaugher, “Essential Facilities: a comparative law approach,” in Hawk (ed.), Fordham 
Corporate Law Institute, International Antitrust Law & Policy (1995), 337. 
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competitor could claim that an intellectual property right is an essential facility merely 
because it involves a clear competitive advantage, no owner of intellectual property rights 
could be sure of enforcing valuable rights, since any intellectual property might have that 
effect45.  Moreover, the essential facilities doctrine, if applied in a single market situation, 
would weaken intellectual property rights precisely when this result is least defensible: the 
more an invention was unique, valuable, and difficult to duplicate, the greater would be the 
obligation to share it46. 
 
The situation is materially different where the owner of intellectual property rights in one 
market (the “upstream” market in the terminology used here) is able to use these rights to 
foreclose competition in another market.  In such case, the dominant company is not merely 
using the essence of the intellectual property rights (“the essential function” in the language 
of the Court of First Instance in Magill47), namely the power to refuse to licence the rights in 
the market to which they relate.  There is therefore an anticompetitive element distinct from 
the mere refusal to licence, and in Volvo v. Veng it was said that this additional element 
makes it legitimate (provided that the other conditions for applying the essential facility 
principle are met) to say that the appropriate remedy for the monopolisation of the 
downstream market is a compulsory licence of the intellectual property rights for the 
purposes of the downstream market48.  Even if there has been additional conduct constituting 
the abuse which is contrary to Article 82, the remedy is not compulsory licensing in the 
market to which the rights primarily relate, but only a compulsory licence sufficient to 
prevent the dominant company from monopolising the second market.  The dominant 
company remains free to refuse to licence its competitors on the upstream market. 
 
If this statement in Volvo v. Veng is correct, it would follow that in Magill it would have been 
unlawful for the broadcasting companies to monopolise the weekly TV magazine market, 
even if they had not also been depriving consumers of a new kind of product for which there 
was an unsatisfied demand.  In other words, the findings in Magill should be regarded as 
alternatives, and not cumulative.  This would make necessary criteria for distinguishing 
separate downstream markets.  However, the better view seems to be that the Magill findings 
are cumulative, since it is hard to see why antitrust law should allow the use of an intellectual 
property right to monopolise one kind of market and not another kind. 
 
In Volvo and Renault the Court of Justice also mentioned another situation in which there 
may be an abuse, contrary to Article 82, because the dominant company had charged 
excessively high prices, and this abuse was linked to a refusal to licence intellectual property 
rights49.  This situation is also consistent with the principle that a refusal to licence by itself 

45  Reasoning along these lines brought the court to reject an essential facilities claim in the U.K.  Case 
CH 1997 P No 4100 and CH 1997 P No 4101 Philips Electronics NV v. Ingman Limited (t/a 
Diskexpress), May 13, 1998. 

46  Lipsky and Sidak, “Essential Facilities,” 51 Stanford L. Rev. (1999), 1187, at 1219.  This leads the 
authors to conclude that essential facilities principles should not apply to intellectual property under 
US law. 

47  Case T-69/89 Radio Telefis Eireann v. Commission [1991] ECR II-485, ¶ 71.   
48  Temple Lang, “Defining Legitimate Competition: companies’ duties to supply competitors and access 

to essential facilities,” ibid., 519. 
49  Volvo, ibid. 
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cannot be an abuse, and that if there is a violation of Article 82, it lies in another, separate, 
abusive element.  But this situation is the only one envisaged by the Community Courts in 
which the refusal to licence and the separate abuse would concern the same market. There are 
two explanations.  The first is that in the case of excessive pricing, the violation of EC antitrust 
law is not the refusal to licence, but the excessive price, and the compulsory licence, if one is 
appropriate, is simply the most effective remedy.  (In all other cases it is the refusal to licence 
which is the essence of the violation, even though refusal to licence an IPR cannot be a violation 
unless there is some additional element).  The second explanation is that this is the only one of 
the hypothetical abuses in Volvo and Renault which is an "exploitative" abuse as distinct 
from an "anti-competitive" or "exclusionary" abuse50.  The abuse of excessive pricing (which 
is not a violation of Section 2 of the Sherman Act) is committed against buyers, while anti-
competitive abuses are committed, in effect, against competition and against competitors.  In 
all cases in which the additional abuse is an anti-competitive one, the compulsory licence 
would concern a different market or at least a different category of goods from that to which 
the intellectual property rights primarily relate51. 
 
 
Justifications for denying access to essential facilities 
 
The basic principle is that if a reasonable owner of the facility who had no interest in any 
downstream operation would have a substantial interest, acting rationally, for refusing access, the 
owner is entitled to do so. 
 
So an owner may refuse access: 
 
 1) if giving access to the applicant would reduce the efficiency of the downstream 

users or licensees, including ultimate users, or 
 
 2) would reduce the efficiency or value of the facility or intellectual property right, 

or 
 
 3) would cause the facility or IPR to be used uneconomically, or at a lower price 

than the owner could otherwise obtain52, or for a purpose wholly different from 
its current use; 

 
 4) would interfere with the improvement, expansion or development of the facility 

or IPR, or 
 

50  In Magill, depriving viewers of a comprehensive weekly TV magazine, and thereby obliging them to 
buy several single-station magazines, was also exploitative. 

51  If excessive prices contrary to Article 82(a) are charged for patented goods, a compulsory licence of 
the patent would be a market-based remedy, more effective, and easier to apply than continuing price 
supervision by a competition authority.   
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 5) would interfere with technical or safety or efficiency standards, e.g. by causing 
undue congestion, or by causing compatibility problems in the operation of 
software. 

 
 6) if the owner can show genuine and objective advantages of vertical (or 

horizontal) integration which could not be achieved by reasonably close 
cooperation with an independent company, that might justify refusal.  The 
advantages would have to be substantial enough to outweigh the anti-competitive 
effects of refusal.  Normally, the dominant company should put its competitors 
out of the market by competing on the merits, not by refusing access.  A 
dominant company cannot justify a refusal to give access by claiming to be more 
efficient than its competitors: it is not well-placed to judge, a dominant company 
should not be allowed to decide the lawfulness of its own conduct, and the 
competitor, when put under pressure, might be able to become more efficient. 

 
 7) if the company seeking access was not creditworthy or has not got the 

professional and technical skills needed to share the facility. 
 
 8) if there is no spare capacity available, that may be (but is not necessarily) a 

justification.  This is not an issue likely to arise with IPRs.  In general the owner's 
obligation is to provide access on a non-discriminatory basis up to the optimum 
or maximum number of users, determined objectively.  So it can refuse access to 
a user who would be "one too many".  Also, the current capacity of the facility 
might have been intended as a constraint on competition in the downstream 
market53 and the new entrant might be willing to pay to create extra capacity. 

 
Intellectual property rights are not always a sufficient reason for refusing access but, as explained 
above, might be a sufficient reason. 
 
The owner may be able to justify differential treatment to encourage new entrants by giving them 
low initial charges, or to oblige new entrants to make an appropriate contribution to capital costs, 
or to deal with particular categories of users. 
 
In times of shortage, traditional customers and those with long-term contracts may be given a 
preference.  Long term agreements may be a justification for refusing access, provided that they 
are not themselves unduly restrictive (by being of too great duration, taking into account the 
investment being made on the basis of the agreement by either or both parties, and whether this 
expenditure led to an increase in the capacity of the facility).  So if the existing facility is fully 
used, a new entrant may have to wait until one of the existing contracts comes to an end. 
 
If a user has financed some extra capacity, it is entitled to some priority.  It is easier to defend 
such a priority if there has been an open invitation to tender at the time when finance was 
provided. 
 

   
23 April 19, 2002

 

53 Lipsky and Sidak, Essential Facilities, 51 Stanford Law Review (1999), 1187-1248, at pp. 1221-1222. 



Where the owner of the facility needs to justify an otherwise unlawful refusal to licence, it may 
be necessary to balance the anticompetitive effects of the refusal against the suggested 
justification. 
 
 
Multicompany situations 
 
In Europe, the essential facilities principle is usually thought of in connection with monopolies.  
However, similar economic issues arise when two or more companies make arrangements to 
establish joint or reciprocal operations54.  In these circumstances third parties may find that they 
cannot do business with the companies involved, or that they can do so only on less favourable 
terms than those obtained by the parties or by the joint venture.  The question then arises whether 
the parties should be entitled to refuse to contract with third parties, or entitled to give third 
parties less favourable terms than they give to one another. 
 
In a variety of different situations involving joint operations, the parties may be prohibited from 
discriminating in favour of the joint venture (or of one another) if discrimination would impose a 
significant handicap on competitors55. 
 

54 See Temple Lang, International joint ventures under Community law, in Hawk (ed.), 1999 Fordham 
Corporate Law Institute (2000). 

55  In the following cases, among others, the Commission imposed or took note of duties or accepted 
undertakings not to discriminate against non-parties: 

 IGR Stereo Television-Salora, EC Eleventh Competition Policy Report (1981) p 63; Amadeus-Sabre, see 
for the text Temple Lang, Air Transport in the EEC-Community Antitrust Law Aspects, in Hawk (ed.), 
1991 Fordham Corporate Law Institute (1992), ch. 15 pp. 317-322. 

 DHL International, EC Commission Twenty-first Report on Competition Policy (1991), para. 88. 
 Eirpage, O.J. No L 306/22, 7 November 1991, para. 20. 
 Infonet, Twenty-second Report on Competition Policy (1993), p. 416. 
 EBU-Eurovision, O.J. No L 179/23, 22 July 1993, Art. 2. 
 BT-MCI, O.J. No L 223/36, 27 August 1994, para. 57 
 ACI, O.J. No L 224/28, 30 August 1994, Art. 2. 
 European Night Services, O.J. No L 259/20, 4 October 1994, Art. 2. 
 Gas Interconnector, Commission's Twenty-fifth Competition Policy Report (1996), para. 82. 
 Atlas-Phoenix-Global One, O.J. No L 239/23, L 235/57, 1996. 
 Unisource-Uniworld, O.J. No L 318/1 and L 318/24, 1997. 
 British Interactive Broadcasting, O.J. No L 312/1, 1999. 
 NC/Canal+/CDPQ/Bank America, M.1327, decision dated Dec. 3, 1998. 
 Allied Signal/Honeywell, M.1601, OJ No. L-152/1, June 7, 2001, para. 128. 
 Air Liquide/BOC, M.1630, decision dated January 18, 2000, para. 296. 
 Vivendi/Canal+/Seagram, M.2050, decision dated Oct. 13, 2000. 
 Vodafone Airtouch/Mannesmann, M.1795, decision dated April 12, 2000, paras. 58-59. 
 BSkyB/Kirch PayTV, JV.37, March 21, 2000, paras. 92-94. 
 In Nordic Satellite Distribution, O.J. No L 53/20, 2nd March 1996 the parties were willing to  

give an undertaking not to discriminate, but the agreement was ultimately prohibited.  (Similar 
undertakings were also offered in MSG Media Service, O.J. No L 364/1, 31st December 1994 and in 
Bertelsmann/Kirsch/Premiere and Deutsche Telekom/BetaResearch, O.J. No L 53/1 and L 53/31, 1999.)  
This is because a merger which creates a dominant position contrary to Reg. 4064/89 cannot be made 
lawful merely by assurances that it will not abuse its dominance. 
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Although the underlying economic problems under Article 81 are similar to those in cases under  
Article 82, there are certain obvious legal differences: 
 
 - the Articles are differently worded, so the legal basis appears to be different; 
 - the crucial criteria seem to be different (under Article 81(3), it is usually the 

fourth requirement, summarised below); 
 - in Article 81 cases, the parties are usually giving themselves the benefit of the 

facility, so it is the discrimination principle which applies and not necessarily the 
duty to contract; and 

 - in Article 81 cases, the standard of comparison for the duty to give non-
discriminatory access is available: it is what the parties themselves have obtained. 

 
Any multicompany or joint venture arrangement which substantially restricts competition needs 
to comply with the four requirements of Art. 81(3) EC.  In the case of arrangements involving 
control of an important facility, the crucial legal requirement is usually the fourth, which says 
that restrictive agreements must not enable the parties to eliminate competition in respect of a 
substantial part of the goods or services concerned.  So joint ventures and similar arrangements 
are usually required to grant competitors access on non-discriminatory terms when the parties 
would otherwise be in a position to eliminate competition in respect of a "substantial" part of the 
products concerned, either by refusing to supply competitors or by supplying them only on 
substantially less favourable terms.  This is a lower threshold than when the essential facility 
principle applies to a single dominant company, because a single dominant company normally 
has no duty to supply if there is even one alternative source available. 
 
Whether such a duty should be imposed depends, among other things, on the combined market 
shares of the parents and the joint venture in both the relevant markets, on any other advantages 
which they have (especially if they might amount to dominance), on the extent of the 
disadvantage imposed on competitors (the extent of foreclosure), the extent to which competitors 
need to cooperate with the parties and are thus dependent on satisfactory cooperation from them, 
what alternatives, if any, are available to competitors, whether membership in the arrangement is 
freely open to competitors, and on any justification which may be available for denying the 
benefit of the arrangement to non-parties, or for modifying the terms offered to them.  A duty 
may be imposed even if the parties are not controlling a facility which is so essential that non-
parties could not do business without it.   
 
Access on non-discriminatory terms may of course involve the competitor complying with all 
reasonable criteria or requirements or making an appropriate contribution to the joint operations: 
there is never a duty to provide better terms to non-parties than to parties.  It is also relevant to 
know whether the parties could share with competitors the same services on the same terms 
without lessening the benefits of the arrangement to themselves (apart of course from the fact 
that they would no longer have that particular advantage over their competitor).  It is always 
relevant to ask whether the benefits of the arrangements are obtained primarily by the parties, or 
whether benefits are obtained directly by consumers as well, as e.g. in the case of airlines 
computerised reservation systems and interlining arrangements, banks' cheque clearing facilities, 
and telephone companies' reciprocal use of their networks.  The duty to grant access arises only 
if without it the market would not be competitive, e.g., there would be too few companies which 
did not suffer from a significant handicap as a result of being denied access to the joint 
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arrangement.  It is also relevant how far the joint arrangement reduces competition between the 
parties to it, and how far (if at all) it would be possible, satisfactory and pro-competitive for 
competitors not involved in the joint operation to set up a rival one of their own which would do 
substantially the same things in the same geographical area, in competition with the first joint 
operation. 
 
In deciding whether there should be a duty to grant access, different considerations arise in 
different kinds of multicompany situations: 
 
 - reciprocal cooperation between competitors may be essential to carry out the 

operations in question, as in the case of banks' cheque clearing systems and 
airlines' interlining arrangements.  Such arrangements have network effects (they 
are better the more participants there are).  If all technically necessary 
requirements are fulfilled, exclusion would be hard to justify, as it would create a 
category of second-class competitors; 

 - where a joint operation is needed to provide a service for all the participants, 
which could not be provided otherwise because of e.g. insufficient economies of 
scale.  This raises issues about the capacity of the joint operation, and whether 
another group of competitors could jointly set up an economically efficient rival. 
Because an arrangement which reduces costs is pro-competitive and does not 
impose any handicap on competitors, or deny them the possibility of cutting costs 
in the same or any other way, there is normally no duty to give access to 
competitors; 

 - cases in which an essential facility has been developed by one company primarily 
for its own use, and ownership is later shared with other companies using it.  
These cases are often a subset of the situations in which the joint venture owning 
the essential facility is in a dominant position, and the fact that the users are also 
shareholders does not significantly alter the legal or economic position (except of 
course that it creates both the temptation and the opportunity to discriminate); 

- cases in which a consortium of users or buyers have joined together to get control 
of an important source of supply, from which they had previously bought but 
which none of them had previously owned, controlled or developed.  In such 
cases the right of third parties to get access is likely to be clear, as otherwise the 
arrangement would be similar to a collective boycott; 

- when competitors have set up a pool of patents, in particular if the patents are 
complementary, so that the combination cannot be duplicated or invented around, 
and in particular if the patents constitute a de facto standard, they are obliged to 
licence all the patents needed by non-parties to compete21); 

- in a network industry, if a consortium sets up a joint venture which will use all of 
the facilities owned by the parties in different geographical areas, and it would be 
difficult or impossible for any other competitor or consortium to set up a similar 
network of facilities in all the same areas.  Such a situation arises in 
telecommunications, and in rail transport.  In such circumstances competitors 
would normally have a right of access under Art. 81, quite apart from any sector 
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56 IGR Stereo Television-Salora, European Commission Eleventh Competition Policy Report (1981) p 63: 
Case C-241/91P RTE and ITP [1995] ECR I-743. 



specific measures, at least if the areas in the Community to which the network in 
question controls access are "substantial". 

 
To summarise, therefore, when competitors together create, own or operate an important facility 
access to which is essential for the competitiveness of the market and of non-participant 
competitors, and where admission of non-participants is compatible with the legitimate purposes 
of the joint arrangement, the participants are likely to be obliged to grant access to competitors 
on non-discriminatory terms, under Article 81. 
 
It will be seen that in multicompany and joint venture cases almost all the same kinds of 
problems arise as in the case of single-firm ownership of an essential facility.  It may be 
necessary to ensure that access is available to other competitors, to enable them to do business 
without a serious handicap.  On the other hand, it may be significantly pro-competitive to allow 
the parties to keep for themselves the benefits which their joint investment or their joint 
ingenuity have obtained for them.  The important difference concerns transaction costs: in a 
multicompany situation there are already agreements between the companies involved, and it is 
therefore not usually difficult to determine what non-discriminatory terms for a competitor 
would mean.  The transaction costs of a duty to contract are much less in Article 81 cases.  This 
makes the duty more likely to arise. 
 
 
The question of payment 
 
Apart from the need to allow for different degrees of risk, to say that payment must be on a 
non-discriminatory basis is normally an adequate and self-explanatory approach when a 
standard of comparison is available.  Even in the case of a vertically integrated dominant 
company without separately incorporated companies, it should be possible in theory 
(although it might be difficult in practice) by cost accounting to calculate an arms’-length 
transfer price between the upstream and the downstream markets.  However, this would be 
impossible if there is no distinct upstream and downstream markets.  Also, the Commission 
has never dealt with the question of how to decide what rate of payment is fair and 
reasonable when there is no standard of comparison because no licensor has ever given a 
comparable licence; in Magill the Commission did not try to decide what rate of royalty 
would be appropriate, and simply ordered the parties to agree on a reasonable rate. 

 
 
 

PART II 
 
 
Since the judgment of the Court of Justice in the Magill TV programs case in 1995, the 
European antitrust law principles were generally regarded as well-settled and clear in most 
respects.  However, in 2001 the Commission adopted a decision in IMS Health, which put a 
number of these principles into question57. 
 

57  OJ No. L-59/18, February 28, 2002. 
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There are several reasons why it is difficult to write about this decision. It is at present sub 
judice, on appeal in the Court of First Instance58.  Several issues which are essentially the 
same as those in the Court of First Instance have been raised in a case referred by the German 
courts to the Court of Justice, which is also sub judice59.  The decision is an interim measures 
(interlocutory) decision, and therefore not as fully considered and explained as a final 
decision normally would be. The Commission seems to have changed its legal position, and it 
is not clear that it has understood or accepted the implications of what it seems to be saying.  
Last, my law firm, Cleary Gottlieb Steen and Hamilton, is representing IMS Health in both 
Community Courts. 
 
IMS Health provides pharmaceutical companies with information on sales of pharmaceutical 
products in Germany, among other countries. This information is used, in particular, as the 
basis for paying sales representatives.  Since these representatives talk to doctors and not to 
patients or pharmacists, and since patients who get prescriptions from doctors may buy the 
prescribed drugs from pharmacies where they live or work and not from pharmacies in the 
neighbourhood of the doctor, collecting and presenting the information in a way that best 
allows the pharmaceutical companies to measure the effectiveness of their sales 
representatives is complex and difficult. European data privacy laws do not permit sales data 
to be presented in a way which would allow readers to identify the sales of any individual 
pharmacist.  IMS Health solved this problem by producing a map of Germany divided into 
areas, called "bricks", drawn so as to group together in each area as far as possible a full 
range of specialist doctors and the pharmacists to whom their patients are likely to go, to 
have prescriptions made up.  IMS Health then collects sales data from wholesalers which sell 
to the pharmacists, and supplies the data to pharmaceutical companies on the basis of each 
area or "brick".  These bricks are then used as the basis of the representatives’ sales 
territories. 
 
When it appeared that competitors of IMS Health were using the brick structure which IMS 
had developed, (in which Germany was divided into 1860 bricks), IMS sued for copyright 
infringement, and the German courts accepted that the map of 1860 bricks was copyright.  
The competitors complained to the European Commission, arguing that, in effect, the use of 
IMS's brick structure was essential for them to supply sales information to pharmaceutical 
companies.  The Commission, by an interim measures decision in July 2001, ordered IMS to 
grant a copyright licence to its two competitors.  IMS appealed against this decision, and in 
October 2001 the decision was suspended by Order of the President of the Court of First 
Instance60.  
 
This Order says that a judge should “normally treat with circumspection a Commission 
decision imposing, by way of interim measures … an obligation … to licence the use of [an] 
intellectual property right … The Commission’s provisional conclusion that the prevention of 
the emergence of a new product or service for which there is a potential consumer demand is 
not an indispensable part of the notion of “exceptional circumstances” developed by the 

58  Case T-184/01, IMS Health v. Commission. 
59  Case C-418/01, IMS Health v. NDC Health. 
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60  Case T-184/01R, Order dated October 26, 2001.  See Schwarze, Der Schutz des geistigen Eigentums 
im europäischen Weltbewerbsrecht, Europäische Zeitschrift für Wirtschaftsrecht  3/2002, 75-81. 



Court of Justice in Magill constitutes, at first sight, an extensive interpretation of that notion 
…”  The Order added that the requirements in Magill may be cumulative.  
 
Also in 2001, the German courts, which had concluded that European antitrust law did not 
entitle the competitors to copyright licences or prevent IMS from claiming its rights under 
copyright law, referred to the Court of Justice several questions intended to resolve the 
conflict between the judgments of the German courts and the decision adopted by the 
Commission. 
 
In April 2002 the President of the European Court of Justice dismissed an appeal against the 
Order of October 2001, substantially confirming all the findings made in the earlier Order.  
 
On the legal issues, the Commission now emphasises that pharmaceutical companies helped 
IMS Health to develop its 1860 structure (though they do not own the copyright jointly and 
they never agreed to use it or to treat it as an industry standard) and that they have good 
reasons for not wanting to switch from the 1860 structure.  Even on this basis, the 
Commission’s decision against IMS Health goes further than the Magill television programs 
case in several respects61: 
 

1. The Commission says that a licence of the IMS Health copyright is an "essential 
facility" merely because pharmaceutical companies do not want to use any brick 
structure except the IMS 1860 structure, although competitors can develop their 
own "brick" structures or maps. 

2. Apart from the refusal to licence the copyright, there is no additional element or 
conduct by IMS which could be unlawful. 

3. The Commission says that the "exceptional circumstance" which justifies a 
compulsory licence is that, since customers want to use only the IMS copyright, if 
there is no compulsory licence, there is no competition. 

4. The Commission says that there is no need for two separate markets in 
compulsory licence or essential facility cases: it is enough if there are separate 
stages of production, and that any distinct input, or apparently any intellectual 
property right, could be an essential facility if it is valuable enough, even if it is of 
a kind which has never previously been marketed or licensed by any company. 

5. The Commission says that it is enough if the proposed licensees would offer 
substantially the same product or service as the intellectual property owner, and 
that they do not need to offer a new kind of product or service for which there is 
an unsatisfied demand. 
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61  Other differences include the facts that in Magill, the information about next week’s programs was 
owned by the TV companies, in IMS Health the sales data was freely available from wholesalers; in 
Magill, nobody could produce a substitute for the program list, while in IMS Health the plaintiff had 
produced their own brick structures; in Magill, the TV companies had discriminated, because they had 
given program information to daily newspapers and foreign magazines, but IMS Health had never 
licensed its brick structure to a competitor except when it sold a business; in Magill, the TV stations 
could make a profit from supplying valuable information while still allowing a comprehensive 
magazine to start up; licensing in Magill did not affect the core of the TV companies’ copyright, they 
still needed to produce program listings; the plaintiff in Magill had not infringed copyright rights; 
Magill was a final decision, not an interim measures decision. 



 
 
Taken together these principles62 would apparently imply that:  
 

- customer preferences, if strong enough, can make a competitive advantage 
into an essential facility which the dominant owner must share with rivals; 

- a monopoly or near-monopoly position can be made the subject of compulsory 
intellectual property licensing, even if no abuse has been committed; 

- a compulsory licence can be ordered to oblige a dominant company to share 
its principal competitive advantage with its competitors; and 

- a refusal to licence an intellectual property right, without more, is prohibited 
by European antitrust law if the right is so valuable that it leads to a monopoly 
or near-monopoly. 

 
In short, there are a number of very surprising and controversial features of the Commission's 
decision.  It seems reasonable to say that it seems likely that it will be struck down. 
 
The IMS Health decision shows how easily the principle of compulsory licensing of 
intellectual property rights can be applied in a way which would seriously discourage 
innovation and competition, even when applied by an antitrust authority previously regarded 
as having sound judgment. 
 
If the Community Courts in due course were to uphold the validity of the Commission's 
decision, whatever the precise grounds might be on which the Courts would base such a 
judgment, European antitrust law would have gone much further than the Magill television 
programs case in the direction of compulsory licensing and towards reducing the value of 
intellectual property rights. 
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62  The IMS Health decision is also open to the objection that it would be impossible to determine a 
satisfactory rate of royalty for the licence envisaged by the Commission, but this question was not dealt 
with in the decision. 
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Abstract

The paper provides an overv iew of the theory of access to an essential facility in an

unregulated environment. It considers a wide array of contexts: possibility of bypass

of the bottleneck facility, upstream vs downstream location of this facility, and di�erent

exclusionary activ ities such as vertical integration and exclusive dealing. It identi�es a

number of robust conclusions as to the social and private desirab ility of foreclosure. The

common carrier policy of forcing the bottleneck to op erate upstream is shown to lower

consumer prices. In contrast, we show that nondiscrim ination laws can be detrimental

and that the imputation ru le (ECPR) is often ine�ective in a deregulated environment.

Besides the normative analysis of foreclosure, the pap er also develops insights for business

strategy, as when it analyses the recent AT&T divestiture in terms of foreclosure theory.

Keywords : Essential facility, foreclosure , vertical integration, antitrust.

JEL numbers : D4, K21, L42.



1 I n t r o d u c t i o n

This pap er provides a framework for the analysis of the rationale as well as the costs and

bene�ts of market foreclosure. According to the received de�nition, foreclosure refers to

any dominant �rm 's practice that den ies prop er access to an essential input it produces to

some users of th is input, with the intent of extending monopoly power from one segment

of the market (the bottleneck segment) to the other (the potentially competitive segment).

The excluded �rms on the competitive segment are then said to be �squeezed� or to be

su� ering a secondary line injury. Essentiality means that the dominant �rm 's product

cannot cheaply be duplicated by users who are den ied access to it. Examples of essential

facilit ies or bottlenecks to which competition law has been applied include a stadium, a

railroad bridge or station , a harbor, a power transm ission or a local telecommunications

network , and a computer reservation system.1 The foreclosure or essential facility doctrine

states that the owner of such an essential facility has an incentive to monopolize comple-

mentary or downstream segments as well. This doctrine was �rst discussed in the US in

Terminal Railroad Association v. U.S . (1912), in which a set of railroads formed a joint

venture owning a key bridge across the Mississipp i River and the approaches and terminal

in Saint Louis and excluded nonmember competitors. The Supreme Court ru led that this

practice was a violation of the Sherman Act. A version of the do ctrine was invoked by

the Europ ean Court of Justice in the celebrated United Brands (1978) decision , in which

it held that United Brands Corporation enjoyed substantial market power in the banana

market in Europ e and engaged in exc lusionary practices in related markets (distribution ,

rip en ing).2

Foreclosure can take several forms. It can be complete , as in the case of a refusal to

deal or of an extravagant price for access to the essential facility (�constructive re fusal�),

or partial, as when the bottleneck owner favors some downstream �rms (p erhaps, its

subsid iary) to the detriment of other competitors who still have (lim ited) access to the

essential facility. It can also be performed in various ways:

� The bottleneck owner can integrate vertical ly with one or several �rms in the com-

plementary segment. For example, computer reservations systems were develop ed by

ma jor airlines. Before the Civ il Aeronautics Board (CAB )'s 1984 famous decision , it was

perce ived that smaller airlines, esp ecially those comp eting head to head with the inte -

1Extensive legal discussions of foreclosure can be found in Areeda (1981) and, especially, Hancher
(1995).

2More recently still, the Queensland Wire case (which involved vertical integration and a vertical
price squeeze) is perhaps the �rst such Australian case in 1989. The Clear case provides an example of
application of the doctrine in New Zealand, in which Telecom's network is the essential facility.
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grated �rms, had to pay a high price for access to the reservation systems and received

poor disp lay of their �ights on the travel agent's sc reen (a key competitive disadvantage

given that most travel agents do not browse much through screen disp lays). The CAB

attempted to impose equal access in price and quality to what are perceived to be essen-

tial facilit ie s, namely computer reservation systems.3 Note that the CAB did not call for

the ma jor airlines' divestiture of their computer reservation systems. In contrast, in the

same year, US courts forced AT&T to divest its regional op erating companies (known

as the RBOCs). Other examples of forced vertical separation include the UK brew ing

industry, in which , follow ing an investigation by the Monopoly and Mergers Commission

in 1989, the �ma jors� were instructed to divest pubs, an essential facility,4 and the British

rail system , in which restructuring creates a separate provider of access, Railtrack.

The integrated �rm can refuse to deal with potential competitors. Related ly, it may

engage in tie-ins and re fuse to unbundle, thereby denying access to the essential facility.

For example, in Port of Genoa (1991), the Europ ean Court of Justice held that the harbor

is an essential fac ility and that its use should not be reserved to the undertaking managing

it.5 A number of cases involve the requirement by a durable good manufacturer with

market power that repairs, maintenance or spare parts be provided by the manufacturer.6

� In the presence of economies of scop e or scale generated by the coop eration be-

tween �rms in the same market, a dominant group of �rms may put its competitors at a

disadvantage by refusing to cooperate . Famous cases include Aspen Skying Co. v. Aspen

Highlands Skying Co (1985), in which the common owners of three mountains on the

site �rst o� ered a low percentage and then discontinued the All-A sp en ski passes which

enabled sk iers to use these mountains as well a fourth one indep endently owned; and As-

sociated Press v. United States (1945), in which members of the newspapers coop erative

could block membership by competing newspapers. Such cases have obvious implications

for network industries.7

3Similarly in 1988, the European Commission imposed a �ne on Sabena for denying access to its
computer reservation system to the price-cutting airline London European.

4Snyder (1994) performs an event study analysis of this industry and provides some evidence of
noncompetitive behavior.

5A related case is the Sealink decision (1992), where the same company operated ferry services and
controlled the harbor.

6See e.g. in Europe, Hugin v. Commission (1979), in which a manufacturer refused to supply spare
parts for its cash machines and the Commission held that the manufacturer had a dominant position on
its own spare parts. A recent and hotly debated case in the US is Kodak, who refused to sell replacement
parts for photocopiers to owners unless the latter agreed not to use independent service organizations
(see Borenstein et al (1995) and Shapiro (1995) for a discussion of this case).

7For example, Otter Tail Power Co v. United States (1973) established a (controversial) duty for a
vertically integrated power company to supply other companies. In Aer Lingus (1992), the European
Commission condemned Aer Lingus for refusing to interline (a technique enabling the marketing of single
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� Short of integration , the bottleneck owner can grant exclusivity to a subset of �rms

on the complementary segment, and thus de facto exclude their rivals. For example, the

Court held that the exclusive rights granted to Avis and Hertz for the op eration from

the Auckland airport te rm inal build ing by Auckland Regional Authority violated sections

27 and 36 of the New Zealand Commerce Act. Sim ilarly, the Europ ean Commission has

investigated the 65 year contract between Eurotunnel on the one side, and British Rail

and SNCF on the other side, allocating the entire capacity to the latter two companies.

� Another instrument in the �forecloser� 's toolbox is second-and th ird-degree price

discrim ination . Third-degree discrimination consists in charging di�erent (cost-adjusted)

prices to di� erent customers. It generalizes exclusivity arrangements by favoring some

customers over the others, but gives the bottleneck owner some �exibility in serving

discrim inated-against customers. Even if outright th ird-degree price discrim ination is

prohib ited , the bottleneck owner may be able to duplicate it in an apparently anonymous

way, that is through second-degree price discrimination. For example, a loyalty program

o� ered to all or rebates based on the rate of growth of purchases may target sp eci�c

customers even though they formally are available to all customers. Sim ilarly, substantial

price discounts may allow the survival of on ly a few customers; for instance, a large

enough �xed (that is, consumption indep endent) fee transforms a potentially competitive

downstream industry into a natural monopoly industry. Such considerations (b esides

many others) played a role in the process of enacting the Robinson-Patman Act in the

US in 1936.8 There was in particular a concern that indep endent wholesalers or retailers

might not be able to compete with powerfu l chains buying their supplie s at favorable

prices.

For all its prominence in competition law , the notion of foreclosure until recently

had poor intellec tual foundations. Indeed , the intellectual impetus in the late seventies

(re� ected in the American antitrust practice of the eighties) cast serious doubt about its

validity. In particular, the Chicago School, led , in this instance , by Bork (1978) and Posner

(1976), thought that the whole concept resu lted from a confusion about the exercise of

monopoly power. It argued that a bottleneck monopolist cou ld earn monopoly pro�t on

the corresponding segment, but cou ld not extend its market power to related segments;

for example, in the absence of e� ciency gains, vertical integration could not increase the

pro�tab ility of the merging �rms. Relatedly, it questioned the rationale for excluding

tickets for combined �ights) with British Midland.
8Interestingly, in Ho�man La Roche, the European Court upheld the Commission's condemnation of

purchasing agreements or loyalty rebates while asserting the company's right to o�er volume discounts
as long as they are extended to all customers.
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downstream customers, who could be the source of extra monopoly pro�ts. The Chicago

School view has had the bene�cial e� ect of forcing industrial economists to reconsider the

foreclosure argument and to put it, we be lieve, on �rmer ground.

The ob jective of th is pap er is threefold . First, it summarizes recent developments in

the analysis of foreclosure in the context of a uni�ed framework. Second, it extends the

existing literature by considering new modes of competition and by studying the impact

of various forms of competition policy. In so doing, it develops a critical view of what,

we feel, are misgu ided or insu� cient policy interventions. Third, it bu ilds a preliminary

checklist of exclusionary complaints and bottleneck defenses, which may be useful for

th inking about foreclosure.

We should also explain what we will not do. First, we will by and large ignore predatory

behavior to focus on exclusionary practices. To some extent th is choice is for convenience,

but it also re� ects, admitted ly excessively, the fact that exclusionary practices are more

common that predatory behaviors. It bears emphasizing, though, that an exclusionary

practice aims at increasing the perp etrator's pro�t while predatory actions in contrast are

pro�t-reducing behaviors that are intended to a� ect the competitors' pro�tab ility, with

the ultimate goal of inducing their exit.9

Second, we abstract from the closely related access issues in regulated industries. In

such industries, price controls and explicit or implicit earn ings schemes often create in-

centives for regulated �rms to engage in practices such as cross-subsid ie s and degradation

of interconnection quality (or delays in interconnecting) that are arguably of lesser impor-

tance in an unregulated environment. Of course, to the extent that competition policy

looks into the regu latory toolbox for possib le remedies, some of the most salient issues in

the regulatory context may gain prom inence in the antitrust environment.

Third, we focus on the leverage (or rather, as we wil l see, the restoration) of mar-

ket power . We will for example not discuss alternative theories of foreclosure based on

bargain ing power.10 Other �nonleverage� theories of exclusion include price discrim ina-

tion (where, say, the complementary and potentially competitive product is used as a

counting device: see, e.g. Bowman (1957)), the avoidance of �multiprincipal externali-

ties� (Bernheim-Whinston (1992), Martimort (1996)), the extraction of the entrants' rents

(Aghion-Bolton (1987), Spier-W hinston (1995)), and favoritism (in which the bottleneck

segment favors a subsid iary in the procurement of the complementary good, because it

has sup erior information about the subsid iary or because it internalizes part of its rent).

9Note that, in Europe, a refusal to deal was assessed in Commercial Solvents (1974) from the point of
view of the elimination of competitors, while, starting with United Brands (1978), the European Court
of Justice no longer required that the refusal to deal may lead to the competitors' exit.

10On this, see Hart-Tirole (1990) and especially, Bolton-Whinston (1993).
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We will also not cover Whinston (1990)'s theory of entry deterrence through tie-ins, that

act as commitments for tough behavior in the competitive market; th is theory is unrelated

to the issue of access to a bottleneck and applies qu ite generally even if the goods are not

complements.11

The paper is organized as follow s: Section 2 brie� y discusses several antitrust reme-

dies. Section 3 provides an informal overv iew of the argument. Section 4 develops the

conceptual framework and identi�es the rationale for foreclosure . It also examines the

impact of policies such as nondisc rimination laws and �common carrie r� typ e policie s.

Section 5 and 6 apply the foreclosure argument to an analysis of vertical mergers and ex-

clusive contracts, resp ectively. Section 7 shows that the logic of foreclosure may actually

induce bottleneck owners not to integrate vertically. Section 8 studies possible de fenses

for exclusionary behaviors. And section 9 conc ludes.

2 E n v i s i o n e d r e m e d i e s

Assuming that the intellectual argument underly ing the rationale for and the detrimental

impact of foreclosure is compelling, one must still design an informationally feasible policy

that either reduces the incentive to exc lude or impedes the impact of forec losure, and verify

that the cure has no strongly undesirab le side-e� ect.

A number of remedies have been considered by competition law practitioners. While

we clearly should not restrict ourselves to the existing set of policies and should attempt

to design better ones, it is usefu l to review the most prom inent ones. It is convenient to

group existing policies into �ve categories:

� Structural polic ie s. Structural policies such as divestitures and line of business

restrictions are often considered in last resort, as they may involve substantial transaction

costs of disentangling activities and may jeopard ize the bene�ts of integration. Yet, in

sp ec i�c instances (as for the AT&T 1984 divestiture) policy makers may come to the

conclusions that it is hard to design prop er rules of access for the integrated bottleneck,

and that other methods of foreclosure can be prevented under vertical separation.

Note that milder forms of vertical separation are sometimes considered ; for instance ,

antitrust authorities may demand that the essential facility be commonly owned by all

users, with the provision that new entrants be able to purchase shares and membership

11Other entry deterrence theories include Aghion-Bolton (1987) and Rasmussen-Ramseyer-Wiley
(1991), which rely on scale economies and buyers' miscoordination, and Comanor-Rey (1995), which
relies on the preservation of industry rents. See also Caillaud-Rey (1995) for a review of the strategic
commitment e�ects of vertical arrangements.
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into the network �at a reasonable price� (as in the Associated Press case mentioned above).

The joint ownersh ip of an essential facility by competitors must then be granted an

exemption from certain antitrust provisions (as is done for example for certain typ es

of R&D joint ventures).

� Access price control. In the trad ition of fully distributed cost regu lation of access

in regulated industries, antitrust authorities sometimes compare the price of access with

some measure of its cost. The princ ip le of such a comparison was for example accepted by

the Europ ean Court in United Brands (1978), although it did not apply it in the sp eci�c

instance. As is well known, the measurement of marginal cost is a di� cult empirical

matter, while the allocation of common costs among product lines has weak theoretical

underp inn ings. Clearly, the antitrust authorities lack the exp ertise and the sta� to conduct

extensive cost studies; at best can one put the onus of proving overpricing on the excluded

competitors, who may well have better cost information that the authorities.

� Access quantity control. Instead of trying to de�ne a �right� access price, the author-

ities sometimes focus on the quantity of access. For example, follow ing an investigation

of the Eurotunnel exclusivity contract mentioned above, the Europ ean Commission asked

that 25% of each op erator (B ritish Rail, SNCF)'s capacity be allocated to new entrants

for passenger and freight serv ices.

� Price linkages. Antitrust authorities often try to use other prices � for access or

retail goods � as benchmarks for the access price.

A famous ru le, variously called the E� cient Component Pricing Rule (ECPR), the

Baumol-W illig ru le, the imputation ru le, the parity princ ip le, and (p erhaps confusingly)

the nondiscrimination ru le , links the integrated monopolist's access and retail prices.

Namely, the access price charged to competitors should not exceed the price charged by

the integrated �rm on the competitive segment minus the incremental cost of that �rm

on the competitive segment. For example , the ICC has expressed a preference for the use

of ECPR in railroad disputes in the US.

There are also various forms of mandated linkages between access charges. The bot-

tleneck �rm may be forced to o�er the same tari� s to all users, or even to charge a single

per-unit price. Or, it may be required to charge a price of access not exceeding the price

charged for �nal use of the bottleneck segment (for example , the access charge for the

local telephone network may not be allowed to exceed the price of local calls for residential

or business consumers).

Last, there may be mandated linkages between several �rms' access price s, as in the
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case of recipro city in access charges for two competing telecommunications networks (each

network being an essential facility for the other).

� �Common Carrier� policies . By this expression , we mean the policy of turn ing

the vertical structure of the industry upside down. It might appear that in a comple-

mentary goods industry, lab elling one segment the �upstream segment� and the other the

�downstream segment� is purely semantic. The analysis of this pap er shows that it is not,

because the downstream �rms not only purchase goods (inputs) from the complementary

segment but also are the ones who interact with the �nal consumers. Later, we will ask

whether, in presence of di�erential competitiveness of the two segments, it is desirab le

to locate the more competitive segment upstream or downstream . The relevance of th is

question is illustrated (in a regu latory context) by Order 436 which created a structure

that allow s US gas producers to directly sign contracts with the gas customers (and pur-

chase access from the pip elines bottleneck) rather than staying mere suppliers of inputs

to pip elines packaging a bundle of production and transport to �nal customers.

� Disclosure requirements . Another tool in the policymaker's box is the requirement

that contracts for intermediate goods be made public , with the hope that more �trans-

parency� in supply contracts will promote downstream competition. Note that trans-

parency is not equivalent to the prohib ition of access price discrimination among buyers.

A disclosure requirement does not preclude di� erent tari� s for di� erent buyers.

3 I n f o r m a l o v e r v i e w o f t h e a r g u m e n t s a n d m a i n in -

s i g h t s

Consider the follow ing quintessential bottleneck situation : An upstream monopolist, the

bottleneck owner, produces a key input for downstream use. There is potential compe-

tition in the downstream segment, but it can develop only if competitors have prop er

access to the essential input. The foreclosure do ctrine states that in this situation the

bottleneck owner has an incentive to restrict or deny access to the intermediate product

to some or most of its potential buyers, and thereby to favor a downstream indep endent

�rm or a downstream a� liate. This doctrine maintains that foreclosure aims at extending

the bottleneck's monopoly power to the downstream segment. The thrust of the Chicago

School critique of th is doctrine is that there is on ly one �nal product market and therefore

on ly one monopoly power to be exploited, and that it is not obvious how the upstream

monopolist cou ld further extend its monopoly power.

The reconciliation of the foreclosure doctrine and the Chicago School is based on the
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observation that an upstream monopolist in general cannot fully exert its monopoly power

without engaging in exclusionary practices. This fact is little acknow ledged except in the

sp ec i�c contexts of patent licensing and of franchising. A patentholder is the owner of

an essential facility, namely a technology that can be used as an input in productive

processes. The patentholder is un likely to make much money if it cannot commit not

to �ood the market with licenses; for, if everyone holds a license, intense downstream

competition destroys the pro�t created by the upstream monopoly position . Therefore,

a patentholder would like to prom ise that the number of licenses is limited. There is

however a commitment problem: Once the patentholder has granted n licenses, it is then

tempted to sell further licenses. It thereby depreciates the value of the ex isting n lic enses.

Such expropriation is ex post pro�table for the licensor, but reduces its ex ante pro�t.

A sim ilar point can be made for franchising. Franchisees are unlikely to pay much to

franchisors if they do not have the guarantee that competitors will not set shop at their

doorsteps.

A bottleneck owner faces a commitment problem sim ilar to that of a durable-good

monopolist: Once he has contracted with a downstream �rm for access to its essential

facility, he has an incentive to provide access to other �rms as well, even though those

�rms will compete with the �rst one and reduce its pro�ts. This opportunistic behavior

ex ante reduces the bottleneck owner's pro�t (in the example just given , the �rst �rm

is willing to pay and buy less). There is thus a strong analogy with Coase's durable

good analysis. As is well-known, a durable-good monopolist in general does not make

the monopoly pro�t because it �creates its own competition �: By selling more of the

durable good at some date, it depreciates the value of units sold at earlier dates; the

prosp ect of further sales in turn makes early buyers wary of expropriation and makes

them reluctant to purchase. The analogy with the durable-good model also extends to

the means of restoring monop oly power: vertical integration , exclusive dealing, retail price

�oor, reputation of the monopolist not to expropriate, and so forth .

The licensing and franchising examples involve binary decisions for input transfe r

(grant or not a license or franch ising agreement). But the commitment problem is very

general and extends to situations in which downstream �rms purchase variab le amounts

of the essential input. It is then not surprising that the loss of monopoly power asso ci-

ated with the commitment problem is more severe , the more competitive the downstream

segment.12 This proposition has two facets. First, the upstream bottleneck's pro�t is

12In a recent debate in France on producers-distributors relationships, some have advocated that the
tough competition observed in the French retail market (which appears to be much tougher than in
neighboring countries, and in part due to the presence of large chains of independent retailers) generates
�too much� destructive competition among their suppliers.
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smaller, the larger the number of downstream �rms. Second, for a given number of down-

stream �rms, the upstream pro�t is smaller, the more substitutab le are the downstream

units.

Bottlenecks are rarely pure bottlenecks. They most often compete with infe rior goods

or serv ices. In the presence of such bypass opportunities, an upstream bottleneck owner

must face both the commitment problem and the threat of second sourcing by the down-

stream �rms. A couple of interesting insights resu lt from this extension of the basic

framework. First, a vertically integrated �rm controlling the bottleneck in general may

want to supply a lim ited but positive amount of the essential input to the downstream

a� liate's competitors, who would otherw ise purchase the inferior good. The prosp ect of

productive ine� ciency creates scop e for pro�table external sales by the bottleneck owner.

Second, and related ly, bypass possibilities create a distinction between two ways of restor-

ing monopoly power, vertical integration and exclusive dealing. While exclusive dealing

do es not enable the bottleneck owner to supply several downstream �rms, vertical inte-

gration in contrast provides enough �exib ility to supply nona� liates and yet favor the

a� liate.

Our analysis has three broad policy implications. First, it does matter whether the

more competitive of two complementary segments lie s upstream or downstream. We

show that prices are lower when the bottleneck owner lies upstream . This resu lt is robust

to the existence of bypass opportunities, and to the vertical structure of the industry

(indep endent or vertically integrated bottleneck). Intu itively, an upstream bottleneck

location has two bene�ts from a social welfare point of view . First, it creates a commitment

problem not encountered by a downstream monopolist and thus reduces monopoly power.

Second, in the presence of bypass opportunities, an upstream location of the bottleneck

prevents productive ine� ciency by creating a stage of comp etition that eliminates inferior

substitutes. Our analysis thus supports common carrier policies.

The second policy implication is that nondiscrim ination laws may have the perverse

e�ect of restoring the monopoly power that they are supposed to �ght. When an upstream

bottleneck practices foreclosure by discriminating among competitors, it is tempting to

impose a requirement that all competitors be o� ered the same commercial conditions.

Nondiscrim ination ru les however bene�t the upstream bottleneck because, by forc ing it

to sell further units at the same high price as the initial ones, they help the bottleneck

commit not to �ood the market. A nondiscrimination law is thus a misguided policy in

th is situation .

The third policy implication is that ECPR (which was designed for a regulated envi-

ronment, but is also used in antitrust contexts) often has little bite in the unregulated
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environment. As pointed out by William Baumol in testimonies, ECPR only provides a

link between access and �nal price s and is there fore on ly a partial ru le. Moreover, the

higher the �nal price, the higher the access price can be. In an unregulated environment,

an integrated �rm with upstream market power can thus exercise its market power by

setting a high price for the �nal good and, at the same time, set a high access charge to

prevent other �rms in the competitive segment from becoming e�ective competitors.

Our analysis has also implications for business strategy. Interestingly, while the de-

sire to foreclose in general motivates vertical integration , it may alternatively call for

divestiture. For example, we develop a rationale for the recent divestiture of AT&T

manufacturing arm that is related to the o� cial justi�cation of this divestiture. With

the impending competition in te lecommunications between AT&T and the RBOCs, the

latter, who are ma jor buyers of AT&T equipment, would have been concerned that the

AT&T manufacturing arm would exclude them in order to favor its telecommunication

a� liate. The RBOCs might therefore have turned to alternative manufacturers. We

provide necessary and su� cient conditions under which th is smaller-customer-base e� ect

dominates the foreclosure e� ect, and thus divestiture is preferred to vertical integration.

Last, we conclude the paper with a rev iew and a brief assessment of e� ciency defenses

for foreclosure activities, and with a discussion of the research agenda.

4 T h e r a t i o n a l e f o r f o r e c l o s u r e

As discussed in the introduction , the motivation for foreclosure is the desire to extend or

protect market power. We analyze th is rationale using the simplest framework .

4 .1 A s im p le fr a m e w o r k

An upstream �rm, U; is a monopoly producer of an intermediate product. It supplies at

marginal cost c two undi� erentiated downstream �rms, D1 and D2 (see Figure 1).
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We will refer to the upstream segment as the �bottleneck segment� or the �essential facil-

ity� and to the downstream segment as the �competitive segment� (although it need not

be perfectly competitive). The downstream �rms transform the intermediate product into

an homogenous �nal one, on a one-for-one basis and at zero marginal cost. They compete

in the �nal goods market, characterized by a decreasing, concave, inverse demand func-

tion p = P (q). Let Qm, pm, and �m denote the whole vertical structure's or industry's

monopoly output, price, and pro�t:

Qm = arg max
q
f(P (q)� c)qg;

pm = P (Qm);

�m = (pm � c)Qm:

The interaction between the �rms is mode lled accord ing to the follow ing timing:

� Stage 1: U o� ers each Di a tari� Ti(:); Di then orders a quantity of intermediate

product, qi and pays Ti(qi) accord ingly.

� Stage 2: D1 and D2 transform the intermediate product into the �nal good, observe

each other's output and set the ir price s for the �nal good.

This timing re� ects a situation in which the supplier produces to order before the �nal

consumers formulate the ir demand. The downstream �rms are capac ity constrained by

their previous orders when they market the �nal product. Alternatively, the transforma-

tion activity is su� ciently time consuming that a downstream �rm cannot quickly reorder

more intermediate good and transform it if its �nal demand is unexp ectedly high , or re-

duce its order if its �nal demand is disappointingly low. In the Appendix, we discuss
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the case in which �nal consumers are patient enough and the production cycle is fast

enough that the downstream �rms produce to order. Technically, the di� erence between

these two modes of production resembles the distinction beween Cournot and Bertrand

competition.

We focus on perfect Bayesian equilibria. Given the quantities purchased in the �rst

stage , the downstream �rms play in the second stage a standard Bertrand-Edgeworth

game of price competition with capacity constraints. For simplicity, we assume that the

marginal cost c is su� ciently large relative to the downstream marginal cost (zero) that

if the downstream �rms have purchased quantities q1 and q2 in the viable range, they

�nd it optimal to transform all un its of intermediate product into �nal good and to set

their price at P (q1+q2).13 The second stage can then be summarized by Cournot revenue

functions P (q1+ q2)qi: As for the �rst stage, several cases can be distinguished , accord ing

to whether the tari� o� ered to one downstream �rm is observed by the other or not.

4.1.1 Commitment, observability and cred ibility

Let us �rst consider, as a benchmark, the case where both tari� s o� ered by U are observed

by both D1 and D2. In that case, U can fully exert its monopoly power and get the entire

monopoly pro�t (see for example Mathewson-W inter (1984) and Perry-Porter (1989)).

For example, U can achieve th is resu lt by o� ering (qi; Ti) = (Qm=2; pmQm=2):14 both D1

and D2 accept this contract and together se ll the monopoly quantity, Qm, at the monopoly

price pm.15 In th is world, there is no rationale for foreclosure. The upstream monopolist

can preserve its monopoly power without exclud ing one of the competitors.

O� ering those contracts may however not be cred ib le if the contracts are secret or can

be privately renegotiated . Suppose for example that U and D2 have agreed to q2 = Qm=2;

U and D1 would then have an incentive to agree to the quantity, q1; that maximizes their

joint pro�t, i.e.:

q1 = argmax
q
f[P (Qm=2 + q)� c]qg

= RC(Qm=2)

> Qm=2 ;

13See Tirole (1988, chap. 5) for more detail.
14Since U has perfect information on D1 and D2 it can actually dictate their quantity choices -subject

to their participation constraint- via adequately designed tari�s of the form �(qi; Ti)�: T (q) = Ti if q = qi
and +1 otherwise. Since U moreover makes take-it-or-leave-it o�ers, it can set Ti so as to extract Di's
entire pro�t.

15Although downstream �rms are symmetric, an asymmetric allocation of the monopoly output between
them would do as well.
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where RC denotes the standard Cournot reaction function , and the last inequality comes

from �1 < (RC)0 < 0 (whenever quantities are positive).16 Hence, U has an incentive

to convince D1 secretly to buy more than Qm=2. Antic ipating th is, �rm D2 would turn

down the monopolist's o� er.

4.1.2 Secret contracts

From now on, we consider the game where in the �rst stage , U o�ers secret contracts

(that is, Di observes the contract it is o� ered, but not the contract o� ered to Dj). In the

game so de�ned, U is sub ject to the temptation just describ ed and thus faces a cred ibility

problem . The contracts actually o� ered by U in equilibrium , as well as the responses from

D1 and D2; will dep end on the nature of each downstream �rm's conjectures about the

contract o� ered to its rival. Since there is considerab le leeway in sp ecifying those beliefs,

there are actually many perfect Bayesian equilibria, but, as we will see, one equilibrium

stands out as the only plausible one and we will therefore focus on th is equ ilibrium.

To illustrate the role of conjectures, suppose that D1 and D2 assume that U makes

the same o� er (even unexpected ones) to both of them . Then it is cred ible for U to o�er

(q1; T1) = (q2; T2) = (Qm=2; pmQm=2) : Exp ecting that any o� er it receives is also made

to its rival, Di refuses to pay more than P (2q)q for any quantity q; U thus maximizes

(P (2q)� c)2q and chooses q = Qm=2. Hence, under such a symmetry assumption on the

�rms' conjectures, U does not su� er from any loss of cred ibility.

This symmetry assumption , which concerns unexp ected o� ers (i.e ., out-of-equilibrium

ones) as well as exp ected ones, is not however very appealing. It is more plausible to

assume that, when a �rm receives an unexpected o� er it does not revise its beliefs about

the o�er made to its rival. Secrecy together with upstream production on order implies

that, from the point of view of the upstream monopolist , D1 and D2 form two completely

separate markets (of course, D1 and D2 themselves perceive a strong interdep endency).

Thus the monopolist has no incentive to change his o� er to Dj when it alters Di's contract.

Such conjectures are called passive or market-by-market-bargaining conjectures.17

16q̂ = RC(q) is de�ned by: P (q̂+q)�c+q̂P 0(q̂+q) = 0, and thus RC0 (q) = �(P 0 +qP 00)=(2P 0 +qP 00) 2
(�1; 0) since P (:) is assumed to be decreasing and concave. Hence: qm � R(qm=2) = R(0)�R(qm=2) <
qm=2; implying R(qm=2) > qm=2. Note also that the assumption of a concave demand function is made
only for convenience. Even if it does not hold, a revealed preference argument shows that variations in
reactions are strictly lower than variations in outputs.

17Conjectures can be passive only if the downstream units have perfect information about the bottle-
neck's marginal cost; for, assume that the bottleneck has private information about this marginal cost.
The tari� o�ered to D1, say, then signals information about the marginal cost; for example, a two-part
tari� with a low marginal price may reveal a low marginal cost and therefore signal that D2 is also o�ered
a tari� with a low marginal cost and will produce a high quantity. Thus, when the bottleneck has private
information about its marginal cost, the downstream �rms' conjectures can no longer be �passive�. But
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Under passive conjectures, Di , regardless of the contract o� er it receives from U ,

exp ects Dj to produce the candidate equilibrium quantity, qj; and is thus willing to pay

up to P (q + qj)q for any given quantity q. U , who extracts all of Di's exp ected pro�t by

making a take-it-or-leave-it o�er, o� ers to supply qi so as to maxim ize the joint pro�t in

their bilateral relationsh ip , namely :

qi = arg max
q
f(P (q + qj)� c)qg

� RC(qj):

Hence, under passive conjectures the equilibrium is unique and characterized by the

Cournot quantitie s, price and pro�ts:

q1 = q2 = qC where qC = RC(qC) > Qm=2 ;

p1 = p2 = pC = P (2qC) < pm ;

�U = (pC � c)2qC = 2�C < �m:

This resu lt, due to Hart and Tirole (1990), and further analyzed by McAfee and

Schwartz (1994) highlights the commitment problem faced by the supplier. Even though

it is in a monopoly position , its inability to credib ly commit itself gives room for oppor-

tunistic behavior and prevents it from achiev ing the monopoly outcome.

As already mentioned , th is outcome is closely related to the phenomenon underlying

the Coasian conjecture on the pricing policy of a durable good monopolist.18 If the

monopolist can commit to future prices, it can obtain the monopoly pro�t by committing

itse lf to never set its price below the monopoly level. However, once all sales have taken

place (in the �rst period), it has an incentive to lower its price and exploit the residual

demand. If the monop olist cannot commit itself on its future pricing policy, the buyers

then delay their purchase in order to bene�t from lower future price s, and the pro�t is

reduced .

Suppose more generally that there are n identical downstream competitors. Then, by

the same argument, the passive conjectures equilibrium is symmetric and satis�es

q = RC((n� 1)q);

they may still re�ect the fact that the bottleneck bargains �market-by-market�, that is attempts to max-
imize its pro�t in any given intermediate market (where an �intermediate market� corresponds to a Di)
without internalizing the impact of the contract on the other market, since its pro�ts in the two markets
are unrelated. A lack of transparency of the bottleneck's cost may nevertheless improve the bottleneck's
commitment ability. [We are grateful to Lucy White for this point.]

18See Coase (1972), as well as Tirole (1988, chapter 1) for an overview.
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where q is the output per downstream �rm. Thus, the commitment problem becomes

more severe , the larger the number of downstream �rms. Indeed , the retail price on the

competitive segment tends to marginal cost c and the industry pro�t tends to zero as the

number of �rms tends to in�nity. Thus, we would exp ect bottleneck owners to be keener to

foreclose access to the essential facility, the more competitive the downstream industry.

The analogy with the durable good model again is obvious. There, the monopolist's

commitment problem increases with the number of periods of sale s. Indeed , and th is

is Coase's famous conjecture, the monopolist's pro�t vanishes as opportunities to revise

prices become more and more frequent.

Adding downstream �rms is one way of increasing the intensity of downstream compe-

tition . Another relevant impact of competition on the extent of the commitment problem

is obtained by varying the degree of dowsntream product di� erentiation . Let us, for the

sake of this exerc ise only, depart from the perfect substitutes assumption and allow the two

downstream �rms to produce di� erentiated products. Under our assumptions Bertrand-

Edgeworth competition with capac ities q1 and q2 yields retail price s p1 = P1(q1; q2) and

p2 = P2(q2; q1). The equilibrium of the overall game is stil l the Cournot equilibrium of

the simpler game in which the downstream �rms face marginal cost c. If, as we would

normally exp ect, the ratio of Cournot industry pro�t over monopoly pro�t increases with

the degree of di�erentiation, the incentive to restore monopoly power is stronger, the more

substitutable the downstream products.

� Restoring monopoly power . In contrast with conventional wisdom, foreclosure here

aims at reestablishing rather than extending market power: In order to exert its market

power the upstream monopolist has an incentive to alter the structure of the downstream

market. For example, exclud ing all downstream �rms but one elim inates the �Coasian

pricing� problem and restores U 's ab ility to sustain the monopoly price; exclusive dealing

thus is a straightforward way to extend U 's monopoly position to the downstream market.

Alternatively, U may want to integrate downwards with one of the downstream �rms,

in order to elim inate the temptation of opportunism and cred ib ly commit itself to reduce

supplies to downstream �rms. For, suppose that the upstream �rm internalizes the pro�t

of its downstream a� liate, and that it supplie s the monopoly quantity Qm to this a� liate

and denies access to the bottleneck good to nonintegrated downstream �rms. The inte-

grated �rm then receives the monop oly pro�t �m. Any deviation to supply nonintegrated

producers can only result in a lower industry pro�t, and therefore in a lower pro�t for the

integrated �rm .19

19Again, there is an analogy with Coase's durable good model. A standard way for a durable-good
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The bottleneck monopolist may conceive still other ways of preserving the monopoly

pro�t. For instance , a market-w ide resale price maintenance (RPM ), in the form of

a price �oor, together with a return option20 would obviously solve the commitment

problem . [As we will see, price ceilings can also help solve this problem in some instances.]

Alternatively, allow ing tari� s to be contingent on both �rms' outputs is another such

instrument: A contract of the form �qi = Qm=2, Ti = pmQm=2, together with a he fty

penalty paid by the supplier to the buyer if the buyer's competitor is de livered a higher

quantity, and thus produces a higher quantity" solves the opportunism problem . The tari�

Ti(qi; qj) = P (qi+qj)qi is another possib ility: By capturing all realized downstream pro�ts,

th is tari� � which in e� ect mim icks vertical integration � internalizes all externalities

and prevents opportunism.21 Sim ilarly, Di's contract cou ld be based on Di's revenue,

if observable, rather than Di's input: A contract of the form �give back (almost) all of

your revenue� also elim inates the risk of opportunistic behavior: When dealing with Dj ,

U then takes into account the impact of his o�er on Di's revenue, and thus is no longer

tempted to �expropriate� th is revenue.

Recalling the various ways in which a durable -good monopolist can restore his com-

mitment power22 suggests several other commitment policies for the bottleneck owner. In

an oft rep eated relationsh ip, the bottleneck owner may build a reputation with D1, say,

for practicing �implicit exclusive dealing�. That is, the bottleneck owner may sacri�ce

short-term pro�t by not supplying D2 in order to build a reputation and extract high

payments from D1 in the future, in the same way a durable-good monopolist may gain

by refraining from �ooding the market. In another analogy with the durable-good mode l,

the bottleneck owner gains from fac ing a (publicly observed) tight capacity constraint (or

more generally from producing under decreasing returns to scale ). The downstream �rms

are then somewhat protected against expropriation by the capacity constraint.23 Some of

these analogies with the durable-good model are listed in Table 1.

monopolist of restoring commitment power is to refrain from selling. A durable-good monopolist who
leases the good assumes ownership of existing units and thus is not tempted to expropriate the owners of
previous production by �ooding the market (it would expropriate itself), in the same way the integrated
bottleneck owner is not tempted to expropriate its a�liate by supplying other downstream �rms.

20The possibility for downstream units to return the wares at the marginal wholesale price is in general
needed for obtaining the monopoly solution. Suppose that c = 0, and that when both sellers charge the
same price but supply more than the demand at this price, the rationing follows a proportional rule (so,
sellers sell an amount proportional to what they bring to the market). Let the upstream �rm supply
qm=2 to each downstream �rm and impose price �oor pm. Then the upstream �rm can supply some more
units at a low incremental price to one of the sellers, thus expropriating the other seller.

21The contract may o�er a small discount for the particular choice qi = Qm=2, in order to help
downstream �rms to coordinate on the desired outcome.

22On this, see Tirole (1988, p84�86).
23Obviously, it may also help the upstream �rm if the downstream �rms face a capacity constraint.
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EXCLUSIONARY BEHAVIOR ANALOGUE FOR THE

DURABLE-GOOD MONOPOLIST

Exclusive dealing Destruction of production unit

Pro�t sharing / Leasing

vertical integration

Retail price �oor Most favored nation clause

Reputation for implicit Reputation for not

exc lusive dealing �ooding the market

Limitation of Lim itation of

productive capacity productive capacity

Table 1

4 .2 P o l ic y im p l ic a t io n s

The previous subsection has presented the basic motivation for foreclosure and stressed the

strong analogy with the Coasian pricing problem. We now derive some policy implications.

4.2.1 Upstream versus downstream bottlenecks

The �Coasian pricing problem� is more likely to arise when bottlenecks are at more up-

stream levels, that is, when they have to supply (competing) intermediaries to reach �nal

consumers. To see this, consider the more general framework, where two complementary

goods, 1 and 2; must be combined together to form the �nal good (on a one-to-one basis:

one unit of good 1 plus one unit of good 2 produces one unit of �nal good), good 1 being

produced by a monopolist M (at constant marginal cost c) whereas good 2 is produced

by two competing �rms C1 and C2 (at no cost). In the case of telecommunications, for

example, good 1 can correspond to the local wired segment and good 2 to the mobile

segment. To stick to the previous framework, we denote by p = P (q) the inverse demand

for the �nal good.
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The case where M is �upstream� (F igure 2a) is formally equivalent to the one analyzed

ab ove: M sells good 1 to C1 and C2; who combine it with good 2 to provide consumers

with the �nal good. If M can make secret o� ers to both C1 and C2; then opportunism

prevents M from fully exerting its monopoly power. The upstream monopolist obtains

the Cournot pro�t.

If instead M is �downstream� (that is, C1 and C2 supply M , who then deals directly

with consumers, as in Figure 2b), the situation is completely di� erent: Be ing at the in-

terface with consumers, M is naturally inclined to �internalize� any negative externality

between C1 and C2; and is thus induced to maintain monopoly prices. Assuming M can

still make take-it-or-leave-it o� ers to both C1 and C2; M can now at the same time extract

all pro�ts from them and charge the monopoly price to �nal consumers.24 Hence, from

either the consumers' or total welfare persp ective, it is preferab le to put the more com-

petitive segment downstream . For example, in the above mentioned telecommunications

example, it is preferable to let consumers deal directly with the competing mobile op era-

tors who then buy access from the �xed link op erator. This idea may provide a rationale

for the U.S . gas reform (order 436)25 and the �common carrier� concept, although some

caution must be exerted in view of the regu latory constraints in those industries.

24Does this result depend on the assumption that the monopolist has all the bargaining power? Consider
for example the opposite extreme: The upstream competitors make take-it-or-leave-it contract o�ers Ti(qi)
to the downstream monopolist. This situation has been analyzed in depth by the literature on �supply
functions equilibria� (e.g., Back-Zender (1993), Bernheim-Whinston (1986, 1992), Green-Newbery (1992),
and Klemperer-Meyer (1989)). As is well-known, supply function games have multiple equilibria (see e.g.
Back-Zender (1993) and Bernheim-Whinston (1992)). On the other hand, it is possible to select among
di�erentiable equilibria by introducing enough uncertainty (Klemperer-Meyer (1989)). This selection
yields the same Bertrand competition outcome (Ti(qi) = 0 for all qi) as for the polar distribution of
bargaining powers.

25Before the reform, pipelines (the bottleneck) sold gas to customers (distribution companies, large
industrial customers) and purchased their gas internally or from independent producers who had no
direct access to customers. Since the reform, producers can purchase access from pipelines and intereact
directly with customers.
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4.2.2 Non-d isc rimination laws

Non-d iscrimination laws are often motivated by the protection of �nal consumers against

abuses of dominant positions. It is well-known that in other contexts such non-d isc rimi-

nation laws may have ambiguous e� ects, since they may favor some consumers to the

detriment of others. But it should be stre ssed that, in the context describ ed above,

such laws have a very perverse e� ect, adversely a� ecting all consumers and total welfare.

They eliminate opportunistic behavior and allow the bottleneck owner to fully exercise

its monopoly power!

To see th is, consider the basic (Cournot) framework presented above, and assume that

U is re stricted to o� er the same tari� to both D1 and D2:

� Stage 1: U o� ers the same tari� T (�) to both D1 and D2; Di then orders a quantity

of intermediate product, qi and pays T (qi) accord ingly.

� Stage 2: D1 and D2 transform the intermediate product into �nal good, observe

each other's output and set the ir price s for the �nal good.

Note that th is game is played under complete information at each point of time. Thus

there is no scop e for opportunistic behavior from U: Formally, the situation is the same as

with secret o� ers but �symmetric� belie fs, and in equilibrium U gets the entire monopoly
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pro�t. An example of optimal tari� is T (q) = F + wq; with F and w such that:

qC(w) = Qm=2

F = (pm � w)Qm=2;

where qC(w) denotes the Cournot equilibrium quantity (p er �rm) when �rms' unit cost

is w :

qC(w) = q̂ such that q̂ = arg max
q
f(P (q + q̂)� w)qg:

In other words, the marginal transfer price w is set so as to lead to the desired monopoly

price and quantities, and F is used to extract Di's pro�t. Hence, if the upstream �rm

cannot discrim inate between the two downstream �rms (but can still o� er a non-linear

tari� , or at least requ ire a �uniform� franch ise fee), it can fully exert its market power

and maintain the monopoly price: Non-discrim ination laws thus reduce consumer surplus

and total welfare by enabling the monopolist to commit.

To obtain the monopoly pro�t, the upstream monopoly can alternatively o� er the

follow ing nondiscrim inatory two-part tari� :

T (qi) = �m + cqi:

That is, the wholesale price is equal to marginal cost and the �xed fee equal to the

monopoly pro�t. It is then an equilibrium for D1 to sign an agreement and for D2 to

turn it down.26 The competitive sector then makes no pro�t, and the upstream monop-

olist obtains the monopoly pro�t by monopolizing the downstream sector. Note that the

�xed fee de facto transforms a potential ly competitive downstream industry into a natural

monopoly (increasing returns to scale) industry . Price discounts, an instance of second-

degree price discrim ination , are here a perfect substitute for the prohibited th ird-degree

price discrimination. It is also interesting to note that such foreclosure ideas partly under-

lied the rationale for the 1936 Robinson-Patman Act in the US, although considerations

such as di� erential access to backward integration (not to mention intense lobbying) were

relevant as well.

Note, last, that if U is restricted to use linear prices, then the outcome is even worse

for consumers and economic welfare, as well as for the monopolist, who still can com-

mit but cannot prevent double marginalization . When the above game is modi�ed by

restricting the tari� T (�) to be of the form T (q) = wq; the unique equilibrium yields

w > (qC)�1(Qm=2) and p > pm; Q < Qm. 27

26To be certain, there is a coordination problem here. But this problem is readily solved if U contacts
one of the downstream �rms �rst.

27Formally, w is set so as to maximize (P (2qC(w)) � w)2qC(w) � (P (Q) � w(Q))Q, where w(Q) �
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5 T h e r e s t o r a t i o n o f m o n o p o l y p o w e r : v e r t i c a l in t e g r a -

t i o n

As we observed , vertical integration helps the upstream monopolist U to circumvent its

commitment problem and to (credib ly) maintain monopoly prices (H art-T irole (1990)).

Suppose that U integrate with D1 as in Figure 3b the upstream monopolist, if it receives

D1's pro�t, internalizes the impact of sales to D2 on the pro�tability of units supplied

to its subsidiary. Consequently, the �expropriation� prob lem disappears and U restricts

supplies to D2 as is consistent with the exercise of market power. We �rst analyze in

detail the forec losure e� ect of vertical integration under the possib ility of bypass and then

derive some policy implications.
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5 .1 Ve r t ic a l in t e g r a t io n an d by p a s s o f th e b o t t l e n e c k se g m e n t

In the simple framework above, vertical integration leads to the complete exclusion of

the nonintegrated downstream �rm. This is clearly an extreme consequence, relying in

particu lar on the absence of alternative potential supplier for D2: We show however that

the same logic holds, even when there ex ists a (le ss e� cient) second source for D2. The

new feature is then that the vertically integrated �rm may supply its competitor on the

donwstream segment, a sometimes realistic outcome.

(qC)�1(Q=2) is decreasing in Q; which results in a total quantity Q < Qm: An increase in Q is less
pro�table for the upstream monopolist than in the monopoly case, because the monopolist's margin,
P (Q)�w(Q), corresponds to a �ctitious demand function with slope P 0�w0 > P 0. That is, the endogenous
wholesale price makes the demand function less elastic and leads to a price above the monopoly price.
To put it yet another way, the upstream monopolist does not take into account the fact that a decrease
of output a�ects the downstream pro�ts as well as its own (variable) pro�t.
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We generalize the model by introducing a second supplie r, Û , with higher unit cost28

ĉ > c. The timing is now as follows:

� Stage 1: U and Û both secretly o� er each Di a tari� , Ti(�) and T̂i(�); each Di then

orders a quantity of intermediate product to each supplier, qi and q̂i; and pays Ti(qi),

T̂i(q̂i), accord ingly.

� Stage 2: D1 and D2 transform the intermediate product into �nal good, observe

each other's output and set the ir price s for the �nal good.

In the absence of integration (Figure 4a), U , being more e� cient, ends up supply ing

both D1 and D2, although at a lower price than before due to the potential competition

from Û : More prec isely (see Hart-T irole (1990) for a formal proof ), U supplies as before

qC to both downstream �rms, but for a payment equal to �C �maxqf(P (q + qC)� ĉ)qg;
since each downstream �rm can alternatively buy from Û , who is willing to supply them

at any price p̂ � ĉ: That is, the introduction of the alternative supplier does not a� ect

�nal prices and quantities or the organization of production , but it alters the split of the

pro�t between U and the downstream �rms.
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If U and D1 integrate (Figure 4b), however, they again have an incentive to restrict

supplies to D2 as much as possib le; however, D2 can turn to Û and buy R̂C (q1) �
28We assume that the suppliers' costs are known. Hart and Tirole (1990) allow more generally the

costs to be drawn from (possibly asymmetric) distributions. They show that U has more incentive to
integrate vertically than Û if the distribution of c dominates that of ĉ in the sense of �rst-order stochastic
dominance.
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argmaxqf[P (q+q1)� ĉ]qg. Consequently, in equilibrium U still supplies both downstream

�rms (and Û does not sell), but the equilibrium quantitie s fqC1 ; qC2 g correspond to the

�asymmetric� Cournot duopoly with costs c and ĉ; characterized by:

qC1 = RC(qC2 ) and qC2 = R̂C(qC1 );

where R̂C(q1) � arg max
q
f[(P (q + q1)� ĉ]qg.

Hence, vertical integration between U and D1 still leads to a reduction in the supply

to D2, who now faces a higher opportunity cost (ĉ instead of c). This new con�guration

entails a reduction of aggregate production as �1 < RC0(q) < 0 and R̂C(q) < RC(q) imply

2qC < qC1 + qC2 (see Figure 5); although q1 increases, it increases less than q2 decreases.

Note however that production e� ciency is maintained : Although U wants to reduce q2 as

much as possib le, it still prefers to supply qC2 rather than letting Û supply it. Denoting

by �C1 and �C2 the corresponding Cournot pro�ts, the equilibrium pro�ts are given by:

�U+D1
= �C1 + (ĉ� c)qC2

�D2
= �C2 :

-
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C : Cournot equilibrium (c1 = c2 = c)

A : Asymmetric Cournot equilibrium (c1 = c < c2 = ĉ)
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Hence, D2 is hurt by vertical integration , while U � D1's aggregate pro�t is higher,

since industry pro�t is higher.29 Vertical integration thus bene�ts the integrated �rms

and hurts the nonintegrated one. Although it maintains production e� ciency, it lowers

consumer surp lus and total welfare. Furthermore , the higher the cost of bypassing the

bottleneck producer, the larger the negative impacts on consumers and welfare .30 Last,

it is interesting to note that vertical integration is more attractive, the less competitive

the bypass opportunity (the higher ĉ is).31

5 .2 P o l ic y im p l ic a t io n s

Since vertical integration can lead to foreclosure and have a negative impact on welfare,

it is natural to ask which typ e of policy, short of structural separation , might nullify or

at least limit those negative impacts on consumers and total welfare.

5.2.1 Upstream versus downstream bottleneck

We noted that, in the absence of vertical integration , it is socially desirable to ensure that

the most competitive segment of the market has access to �nal consumers. This is still

the case under vertical integration as we now show .

Let us �rst consider the no bypass case, with a monopolist M in one segment (good 1)

and a competitive duopoly (C1 and C2) in the other segment (good 2): Integration between

M and, say, C1; then leads to the perfect monopoly outcome even if the competitive

segment is downstream (see the above analysis). In that case, whether the competitive

segment (good 2) or the monopolistic one (good 1) is downstream does not matter (that

is, given vertical integration between M and C1, which segment is at the interface with

consumers is irrelevant; however, M and C1 only have an incentive to integrate if the

bottleneck is upstream because a downstream bottleneck do es not face the commitment

problem).

29The aggregate quantity is now lower, and lies between Qm and QC = 2qC (and qC1 + qC2 = Qm for ĉ
su�ciently large), and production e�ciency is maintained.

30Note that Û or D2 cannot gain by ��ghting back� and integrating themselves. In equilibrium, D2

gets actually exactly as much as it would being integrated with Û . For more general situations, in which
�bandwaggoning� may occur, see Hart-Tirole (1990).

31Thus, the motivation for foreclosure is again preservation of an existingmarket power in a segment. In
Ordover et al (1990), an upstream �rm has no such market power as it faces an equally e�cient supplier.
Yet, it is shown that such a �rm may have an incentive to integrate vertically if (i) it can commit to limit
its supplies to the downstream rivals and hence to expose them to the upstream competitor's market
power thus created, and (ii) the upstream competitor can charge only linear prices so that its exercise
of market power on the nonintegrated downstream �rm operates through a high wholesale price rather
than a high �xed fee.
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In the richer framework with possib le bypass of the bottleneck segment, however, whether

th is bottleneck is upstream or downstream again matters. The idea is that, when the bot-

tleneck is downstream , then the less e� cient alternative supplie r cannot be shut down,

which results in productive ine� ciency. To see th is, assume that there is now an alter-

native, but infe rior supplier, M̂ , for good 1. If the segment for good 1 is upstream, then

formally the situation is the same as the one describ ed in the previous subsection : The

outcome is the asymmetric Cournot outcome fq1 = RC(q2); q2 = R̂C(q1)g, but production

is e� cient (M supplies both C1 and C2): If instead good 1 is downstream (that is, M and

M̂ deal directly with �nal consumers), then , whether M is integrated or not with D1;

both M and M̂ have access to good 2 at marginal cost (zero), and M chooses to o�er

q1 = RC(q2), whereas M̂ o� ers q2 = R̂C(q1). As a result, the equilibrium quantities and

prices are the same in both cases and correspond to the asymmetric Cournot duopoly, but

production is organized ine� ciently (qC2 is produced by the ine� cient alte rnative supplier

M̂ , entailing a social loss (ĉ � c)qC2 ). [Note that M , if located downstream , is indi� er-

ent between integrating upstreams with C1 and remaining unintegrated .] Furthermore,

whether the bottleneck is integretated or not, it is again socially desirab le to have the

most competitive segment (good 2) downstream, i.e. at the interface with �nal consumers .

Table 2 summarizes the equilibrium allo cation.

No bypass (w ithout M̂ ) Bypass (w ith M̂ )

BU

BD

V I

M

M

NI

C

M

BU

BD

V I

AC

AC

NI

C

AC
IP IP

&�
�

� �

&

Table 2

Vertical Integration (V I) or No Integration (NI)
Bottleneck Upstream (BU) or Downstream (BD)
M : pure Monopoly outcome

C : Cournot equilibrium (c1 = c2 = c)
AC : Asymmetric Cournot equilibrium (c1 = c ; c2 = ĉ)

IP : Ine� cient Production (loss (ĉ� c)qC2 )
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5.2.2 ECPR

We now show that ECPR may not prec lude or impose any constraint on foreclosure in our

framework. That is, assuming that vertical integration between the upstream bottleneck

and a downstream �rm has taken place, the equilibrium outcome in the absence of ECPR

does satisfy ECPR in a range of circumstances. Let us assume in a �rst step that bypass

of the bottleneck is infeasib le. Assume that U and D1 are vertically integrated . Then, as

seen above, the integrated �rm U � D1 de facto excludes D2 and charges the monopoly

price, pm; in the �nal good market. Assuming as above that downstream unit costs are

zero, ECPR requires that D2 be given access to the good supplied by U at an access price

w2 � pm � 0 = pm.

But ECPR clearly does not help D2 to enter the market e� ectively. Suppose that the

integrated �rm sets a linear access charge w2 = pm, and that it produces q1 = Qm in

equilibrium. Buying q2 units of intermediate good at that price pm and transforming (at

no cost) th is intermediate good into �nal good yields:

[P (Qm + q2)� w2]q2 < [P (Qm)� w2]q2 = 0:

D2 has thus no viable activity under ECPR.

Second, consider the case where there is an alternative, less e� cient supplier for the

intermediate good (Û ; with unit cost ĉ > c). In that case, the integrated �rm U � D1

produces qC
1
> qC whereas the nonintegrated one , D2; buys the intermediate good at

w2 = ĉ and produces qC2 < qC; note that the equilibrium price for the �nal good, p̂C �
P (qC1 + qC2 ), is necessarily higher than D2's marginal cost, ĉ. Since p̂C > ĉ and w2 = ĉ in

the range where the threat of bypass is a constraint for the upstream monopolist, ECPR

is again satis�ed by the foreclosure outcome.

We conclude that, with or without the possib ility of bypass, ECPR has no bite . The

problem of course is not that ECPR is �wrong� per se, but rather that it is exp ected to

perform a function it was not designed for.32

6 R e s t o r i n g m o n o p o l y p o w e r : e x c l u s i v e d e a l i n g

The previous section rev iewed the dominant �rm' s incentives to vertically integrate in

order to extend their market power. When used for that purpose, vertical integration

gives rise to foreclosure and thus generates a social cost (vertical integration may also

32See, e.g. Baumol et al (1995) for a discussion of the facts that ECPR is only a partial rule, and that
ECPR, even when it is optimal in the presence of other well-calibrated instruments, cannot achieve the
optimum in the absence of these other instruments.
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yield social bene�ts, which we discuss in the next section). To evaluate the social costs

and bene�ts of preventing vertical integration, however, it may be necessary to investigate

the alternative means availab le to dominant �rms for implementing foreclosure and the

relative costs of these means. One such means is exclusive dealing agreements.

6 .1 B a s ic fr a m e w o r k : e x c lu s iv e d e a l in g as a su b s t i t u t e fo r ve r t i c a l

in t e g r a t io n

Consider for example the basic framework, in which an upstream monopolist, U , sells

to two downstream �rms, D1 and D2. Vertical integration with , say, D1; then allow s U

to monop olize the entire industry in the Cournot case . Consequently, D2 is de facto

excluded from the market. Assuming now that vertical integration is proh ib ited , the

upstream monopolist U can nevertheless achieve the same outcome by sign ing an exclusive

agreement with D1: By committing not to sell to D2; U eliminates the risk of opportunism

in an arguably more straightforward way than by integrating vertically. Hence, in this

simple framework, an exclusive dealing arrangement is a perfect substitute for vertical

integration. In particular, a policy that would prevent vertical mergers would have no

e�ect if exclusive dealing were allowed.

Because it introduces a somewhat abrupt constraint, exclusive dealing may actually be

private ly and socially less desirab le than vertical integration . This is for example the case

if there is some room for other upstream or downstream �rms under vertical integration ,

as we now demonstrate.

6 .2 E x c lu s iv e d e a lin g ge n e r a t e s p r o d u c t io n in e� c ie n c y in th e p r e s -

e n c e o f by p a s s

Consider �rst the case where there is an alte rnative, less e� cient supplier, Û ; with higher

cost than U : ĉ > c. Although vertical integration with D1 does not allow U to monopolize

the entire industry, it nevertheless entails some foreclosure of D2 and leads to a reduction

of total output. However, in th is context, the most e� cient supplier, U; still supplies both

downstream �rms D1 and D2 : U indeed do es not want D2 to buy from its rival (and in

equilibrium, U supplies D2 exactly the amount that D2 would have bought from Û). In

contrast, an exclusive agreement with D1 would lead to the same reduction in output, but

would moreover introduce an additional e� ciency loss, since in that case D2 would have

to buy from Û (the additional welfare loss is equal to the loss in pro�t, namely (ĉ� c)qC2 ).
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6 .3 E x c lu s iv e d e a l in g an d d ow n s t r e a m p r o d u c t d i� e r e n t ia t io n

Consider now the case where there is no alternative supplier, but there are two down-

stream �rms producing di� erentiated products, which are su� ciently valuable that an

integrated monopoly would choose to produce both. In that case, vertical integration of

the bottleneck with D1 may not lead to the entire monopolization of the industry (see

previous section), but in general maintains D2 alive. That is, the integrated �rm U �D1

may want to supply D2, although in a discriminatory way, rather than forcing D2 com-

pletely out of the market. In contrast, an exclusive agreement with D1 would lead de

facto to the exclusion of D2; and might thus result in yet another ine� ciency and welfare

loss.

6 .4 D is c u s s io n

Note that absent incentive e� ects, exc lusive dealing yields less pro�t to U than vertical

integration in the two situations analyzed above (possibility of bypassing the bottleneck

segment, di� erentiation in the competitive segment). Overall, ruling out vertical mergers

but not exclusive dealing arrangements forces U to choose a soc ially less desirab le outcome.

In the �rst case , an exclusive dealing arrangement between the e� cient upstream supplier

and one of the downstream �rms forces the other downstream �rm(s) to sw itch to an

alternative, less e� cient supplier. In the second case, the exc lusive dealing arrangement

de facto excludes rival downstream �rms and thus reduces the choice o� ered to �nal

consumers, in contrast to what happens under vertical integration .

This raises an important issue for policy design: There is no point forb idd ing one

practice (e.g., vertical integration) if it leads the �rms to adopt practices (e.g., exclusive

agreements) that are even less desirable from all (�rms' and consumers') persp ectives.

7 P r i v a t e in c e n t i v e s n o t t o e x c l u d e

We have emphasized the bottleneck's incentive to use various foreclosure strategies to

preserve its market power. This section investigates whether the foreclosure activ ity can

back�re on the bottleneck.

7 .1 T h e p r o t e c t io n o f d ow n s t r e am sp e c i� c in v e s tm e n t : T h e 19 9 5

AT & T d iv e s t i t u r e

Interestingly, the foreclosure logic may imply that a bottleneck owner may in some circum-

stances want to refrain from integrating vertically. To understand th is, recall that under
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vertical integration , the excluded rivals on the competitive segment su� er a secondary

line injury. Anticipating th is, they may refrain from investing in assets that are sp eci�c

to their relationship with the bottleneck owner, as these have low value if their �rms have

lim ited access to the essential input. This in turn may hurt the upstream bottleneck,

which has a smaller industrial base downstream. And the indep endent downstream �rms

may start investing in assets that are sp ec i�c to other upstream �rms (Û) rather than to

the bottleneck (U).

These ideas shed light on AT&T's 1995 voluntary divestiture of its manufacturing

arm, AT&T (now Lucent) Technology. One must recall that until recently, AT&T and

the RBOCs, who are ma jor purchasers of AT&T made equipment, hard ly competed in the

�nal good markets. With AT&T's slow entry into the Intralata and the local te lecommu-

nications markets and with the pending revision of the Modi�cation of Final Judgement,

that would allow the RBOCs to enter the long distance market, competition between

AT&T and the RBOCs on the �nal good markets is likely to become substantial. Conse-

quently, the RBOCs may be concerned about a possible foreclosure by AT&T Technology

whenever such exclusion would favor the telecommunication branch of AT&T. There is

thus a possibility that in a situation of vertical integration and increased product compe-

tition , the RBOCs turn more and more to alternative and noncompeting manufacturers

such as Northern Telecom, Alcatel, Siemens, or the Japanese manufacturers. The very

threat of foreclosure may thus substantially hurt AT&T's manufacturing arm, and the

short-term gain from forec losure may be more than o� set by a long-term loss of manu-

facturing market share .

Let us formalize th is argument in an extended version of the foreclosure model. There

are two upstream �rms (manufacturers): U with unit cost c, and Û with unit cost ĉ > c ;

U can be thought of as being AT&T Technology and Û as being a rival manufacturer, as

we will be primarily interested in those segments in which AT&T Technology has some

competitive advantage and therefore foreclosure may occur. There are two downstream

�rms D1 and D2, both with unit cost 0; we will th ink of D1 as being the telecommunica-

tions services branch of AT&T and D2 as being the RBOCs. Last, there are two markets:

market A (long distance) and market B (local).

Recall our basic argument: The integrated �rm U � D1 may want to divest when

the competition between D1 and D2 gets more intense because D2 then becomes more

concerned about forec losure and wants to sever or at least limit its relationsh ip with U .

We model this idea in an very simple alb e it extreme way: We start from a situation of

line-of-business restric tions in which D1 is in market A only and D2 is in market B only.

Then line-of-business re strictions are lifted and D1 and D2 compete head-to-head in both
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markets. To formalize the idea that D2 makes technological decisions (choice of standard ,

learn ing by using, etc.) that will in the future make purchases from U or Û more desirable,

we assume that D2 makes ex ante a costless, but irreversible choice between U and Û .

That is, D2 ex post can purchase from a single supplier. This assumption is much stronger

than needed , but models the basic idea in a very straightforward way. We also assume,

without loss of generality, that D1 picks U as its supplier.

The timing is as follow s:

� Stage 1: U and D1 decide whether they stay integrated or sp lit.

� Stage 2: D2 makes a technological choice that determ ines its supplier (U or Û ).

� Stage 3: U and D1 secretly agree on a tari� T1(�). Simultaneously and also secretly,

with probability �, the supplier chosen by D2 at stage 2 makes a take-it-or-leave-it

o� er T2(�) to D2; with probability 1 � �, D2 makes a take-it-or-leave-it o� er T2(�)
to this supplier. Then, the downstream �rms order quantities from their suppliers

and pay accord ing to the agreed upon tari� s.

� Stage 4: D1 and D2 transform the intermediate product into the �nal goods. In case

of line-of-business restrictions, each downstream �rm sells the output in its own turf

(markets A and B, resp ectively). In case of head-to-head competition , D1 and D2

observe each other's output in each market and set their price s for the �nal good in

each market.

This tim ing calls for some comments. The last two stages are standard , except that

we here have two �nal markets. Also, we introduce a more evenly distributed bargaining

power: D2 obtains on average a fraction 1� � of the pro�t made in its re lationship with

the se lected supplier (the same can be assumed for D1, but th is is irrelevant). We had

earlier assumed that � = 1, so D2 never got any pro�t when facing a single supplier;

we could maintain this assumption but �nd it more elegant to introduce some sharing of

pro�t so that D2 not be ind i�erent as to its choice of technology at stage 2.

We now analyze th is game.

� Line-of-business restrictions .

Under line-of-business restric tions, D1 and D2 are monopolists in their resp ective

markets. At stage 2, D2 selects U as its supplie r, as

(1� �)�mB (c) > (1 � �)�mB (ĉ);
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where �mB (~c) is the monopoly pro�t in market B for unit cost ~c. Thus, the RBOCs turn

to AT&T Technology if the latter has a competitive advantage .

Note also that, under line-of-business restrictions, vertical integration between U and

D1 has no impact on markets as foreclosure is not an issue .33

� Head-to-head competition .

Let us now assume that D1 and D2 are in both markets. If U and D1 are vertical ly in-

tegrated , then from section 5.1.1, we know that if D2 selects U at stage 2, D2 is completely

foreclosed from both downstream markets at stage 3. It then makes zero pro�t. By con-

trast, when selecting the ine� cient supplie r Û , D2 makes a stric tly positive pro�t as long

as Û is not to o ine� cient, that is as long as ĉ is below the monopoly price for cost c in at

least one of the markets. This formalizes the notion that the nonintegrated downstream

�rm is likely to sw itch supplie r when competition is introduced and the former supplie r

remains vertically integrated . Note that such sw itching generates production ine� ciency.

Let �Ci (c; ĉ) denote the Cournot pro�t in market i = A;B of a �rm with marginal cost

c facing a �rm with marginal cost ĉ; and let

�C(c; ĉ) � �CA(c; ĉ) + �CB(c; ĉ)

be the overall pro�t.34 This is the pro�t made by the integrated �rm U � D1 under

head-to-head competition .

Let us now assume vertical separation of U and D1. Then, for the same reason as

under line-of-business restrictions, D2 selec ts U at stage 2 as:

(1� �)�C(c; c) > (1 � �)�C(ĉ; c):

The aggregate pro�t of U and D1 is then (1 + �)�C(c; c). We thus conclude that it is in

the interest of U and D1 to split if and only if:

(1 + �)�C(c; c) > �C(c; ĉ):

This condition admits a simple interpretation : Vertical integration resu lts in foreclosure

and in a �ight of the nonintegrated �rm to the rival manufacturer. Foreclosure has a

bene�c ial impact on the merging �rms' pro�t but the loss of a downstream consumer is

costly if U has some bargain ing power in negotiations, that is if � > 0. For ĉ large, the

foreclosure e� ect dominates.35 Conversely, the smaller-customer-base e�ect dominates for

33A U �D1 merger could however be motivated by (unmodelled) e�ciency considerations.
34�Ci (c; ĉ) should be replaced with �mi (c) if ĉ � pmi (c).
35For example, if ĉ � max(pmA (c); p

m
B (c)), then �C (c; ĉ) = �m(c) = �mA (c) + �mB (c) > 2�C(c; c).
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ĉ close to c. More generally, the condition above shows that U and D1 want to remain

integrated if and only if the foreclosure e� ect is su� ciently strong, that is if and only if

the rival upstream �rm is su� ciently ine� cient.36

7 .2 P r o t e c t in g u p s t r e a m in v e s tm e n t th r o u g h d o w n s t r e a m co m -

p e t i t io n

Chemla (1995) develops the (W illiamsonian) argument that downstream competition pro-

tects the bottleneck's investment against expropriation in a situation in which the down-

stream �rms have nonnegligible bargain ing power. There is then a general tradeo� be-

tween foreclosing competition downstream so as to exploit monopoly power and preserv ing

competition there in order to protect upstream rents.

The thrust of his analysis is as follow s: A bottleneck owner U faces n identical down-

stream �rms D1; � � � ;Dn. Consider the Cournot set up, except that the bargain ing power

is sp lit more even ly:

� Stage 1: U picks the number of downstream �rms m � n that are potentially active

later on . For example, it communicates its technical sp ec i�cations to m �rms and

these sp eci�cations are ind isp ensable due to compatib ility requirements. Without

these sp eci�cations a downstream �rm starts development �to o late � and cannot

compete at stages 2 and 3.

� Stage 2: With probability �, U makes secret take-it-or-leave-it o� ers Ti(�) to each Di

(in the subgroup selec ted at stage 1). With probability 1��, all Di's make (separate)

take-it-or-leave-it o�ers Ti(�) to U . Di then orders a quantity of intermediate product

qi and pays Ti(qi) accordingly.

� Stage 3: The Di's that were selected at stage 1 transform the intermediate product

into the �nal good, observe each other's output and set their prices for the �nal

36We have assumed that D2 has the same bargaining power (1 � �) vis--vis U and Û . A new e�ect
appears if D2 has more bargaining power with Û , say because Û is competitive, than with U . Then, due
to di�erential bargaining positions, under head-to-head competition a divestiture may not su�ce for U
to keep D2 as a customer. For example, if Û is a competitive fringe producing at cost ĉ, D2 buys from
an unintegrated U if and only if (1 � �)�C(c; c) > �C(ĉ; c) It is easy to show that there exists � such
that it is optimal for U �D1 to divest (for that �) if and only if

2�C(c; c) > �C (c; ĉ) + �C(ĉ; c):

This condition is the necessary and su�cient condition for the existence of franchise-fee (no-royalty)
licensing in a Cournot duopoly (the �rm with cost c licenses its technology to its rival with initial cost
ĉ for a franchise fee). It holds if ĉ is close to c and does not hold for large ĉ's (Katz-Shapiro (1985)), a
conclusion in line with that obtained in the text.
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good.

Chemla further assumes that the bottleneck's cost C(Q) is strictly convex rather than

linear. The role of th is assumption will become apparent shortly. The intuition for his

resu lts can be grasp ed from looking at the two polar cases of bargain ing power. When

� = 1, the bottleneck has the entire bargaining power, and is only limited by the Coasian

commitment problem . To commit not to supply beyond the monopoly output at stage 2,

U optimally selects m = 1, that is forecloses the market. When � = 0, the downstream

�rms have all the bargain ing power. Under linear costs, they would entirely extract the

bottleneck's rent at stage 2. This is not so under decreasing returns to scale in the

provision of the essential input, as long as m � 2. In order for an o� er by Di to be

accepted by U , Di's payment must be at least equal to the incremental cost of qi, and

therefore each downstream �rm must pay its incremental cost (c lose to the marginal cost

for m large), leaving a rent to the bottleneck owner (as inframarginal costs are lower than

incremental costs under decreasing returns to scale). Thus a bottleneck owner may not

want to engage in exclusionary practices when contracts are incomplete, in the sense that

the bottleneck owner cannot contract on price when se lec ting the number m of buyers,

and when the bottleneck owner has limited bargain ing power against the remain ing buyers

of the essential input.

In th is bargaining power story the upstream bottleneck has a motivation not to fore-

close, namely the transfer of bargaining power. But th is motivation is unrelated to so cial

concerns, and it has actually too little incentive from a social viewpoint not to foreclose.

Chemla also considers a second variation of the basic framework, in which U chooses

some noncontractible investment e in marketing or design , that shifts the demand curve

p = P (Q; e) upwards: @P=@e > 0. This industry sp eci�c investment is chosen between

stage 1 and stage 2 in the tim ing above and is observed by the downstream �rms. Picking

m > 1 protects somewhat the upstream �rm against expropriation of the bene�ts of its

investment when bargain ing power lie s downstream . That is, downstream competition

at stage 2 gives the bottleneck owner an incentive to invest that would not exist if there

were a single downstream �rm, m = 1, who would impose a payment exactly equal to the

bottleneck cost. Chemla shows that the bottleneck investment increases with the number

of competing downstream �rms m. This gives the upstream bottleneck a second incentive

not to foreclose, which �ts with the so cial concern of protecting investments.
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8 P o t e n t i a l d e f e n c e s f o r e x c l u s i o n a r y b e h a v i o r s

Vertical integration and foreclosure may have social merit in some instances. For example,

unrestrained competition may sometimes lead to excessive entry and duplication of �xed

costs, and vertical foreclosure may help reducing this excessive entry. Also, vertical inte-

gration may help the upstream and downstream �rms to ach ieve a better coordination ,

for example by provid ing better incentives to monitor �rms' e�orts; foreclosure then is an

undesired byproduct of a usefu l institution . We examine these issues in turn .

8 .1 E x c e s s iv e en t r y

Consider the same basic Cournot framework as before , except that there is now a large

number of potential �rms, D1; D2; ..., for the production of the downstream good, and

that in the �rst stage, after U 's contract o� er, each downstream �rm Di chooses whether

to enter (and accept the contract), in which case it has to pay a �xed cost f; or not. [This

�xed cost is a technological production cost and do es not include the �xed fee associated

with a two-part tari� for the intermediate good.]

As earlier, under passive conjectures, the upstream �rm o� ers each Di an e� cient

bilateral contract, which can be thought of as a two-part tari� with a marginal access

price equal to marginal cost c. All downstream �rms produce the same homogenous good,

so that e� ciency considerations would dictate to have only one downstream entry. Of

course , if entry is observable and contracts can be made contingent on the number of

active �rms, then U cou ld perfectly monitor the number of active �rms �and achieve the

entire monopolization of the industry by allow ing only one active �rm downstream. To

capture the risk of excessive entry, we assume that each downstream �rm does not observe

its competitors' entry decisions. There is then excess entry whenever more than one �rm

is active in equilibrium.

Let us denote by �C (n) and QC(n) = nqC(n) the per �rm gross pro�t and the total

output in the standard (Cournot) oligopolistic equ ilibrium with n active �rms:

�c(n) = max
q
f[P ((n� 1)qC(n) + q)� c]qg:

And let us de�ne:

�̂(n) = max
q
f[P (QC(n) + q)� c]qg:

In words, �̂(n) is the maximum pro�t gross of the �xed cost a nonentering downstream

�rm can attain if it enters, assuming that there are already n active �rms, o� ering the

output corresponding to the standard n-�rm oligopolistic equ ilibrium . The functions

�C(�) and �̂C(�) are decreasing.
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In the absence of vertical integration , a necessary and su� cient condition for an equi-

librium with n active downstream �rms is:

�C (n) � f � b� (n) :

There may be several such equilibria. The optimal number of entrants for the industry,

i.e. for U who in equilibrium recovers all pro�ts through the �xed fee, maxim izes total

Cournot net pro�t n[�C(n)� f ] in the relevant range de�ned above. Since total Cournot

gross pro�t, n�C(n), is decreasing in n, so is total Cournot net pro�t. So the industry

optimum has nb entrants such that �̂ (nb) = f; and the lowest industry pro�t is reached

for nw entrants such that �C (nw) = f ; th is latte r equ ilibrium corresponds to the standard

free entry equilibrium and yie lds zero pro�ts to all �rms.

Under vertical integration , U forecloses the downstream market: As a resu lt the num-

ber of active downstream �rms is equal to the one that is desirable from the point of view

of productive e� ciency (ni = 1); but the price is the monopoly one. For example, in

the linear demand case ( P (Q) = d �Q), nw = (d � c) =
p
f � 1; nb = (d� c) =2

p
f � 1;

and QC (n) = (n= (n+ 1)) (d � c). If in the absence of forec losure the �rms end up in

the �worst� equilibrium (from their point of view , but also from the point of view of

the duplication of �xed costs), then forec losure is socially desirab le when the parameter

(d� c) =
p
f lies between 2 and 6. We conclude that if the duplication of the �xed cost

is particu larly harmful, vertical integration may yield a socially better outcome than no

integration.37 Note however that the valid ity of this argument may be di� cult to assess

in practice, since the characterization of the so cially optimal number of �rms is generally

a complex matter.

8 .2 B r o a d e r d i s c u s s io n o f d e fe n c e s

Section 8.1 examined one social rationale for forec losure, namely the avoidance of �xed

cost duplication . There are a number of other e� ciency de fenses or �legitimate business

justi�cations� for foreclosure . We content ourselves with listing them because a carefu l

analysis of these defenses would require introducing ideas that are somewhat orthogonal

to the main thrust of th is pap er.

37See Vickers (1995) for a related analysis of the the relative cost and bene�ts of vertical integration
in the context of a regulated upstream monopolist. There again, vertical integration leads to a higher
(regulated) access price (it is more di�cult to extract the information from the integrated �rm, hence the
incentive scheme must be more high-powered, resulting in a higher access charge) but less duplication
of �xed cost (because of foreclosure). Vickers' model is staged in a regulatory context in which (i) the
regulator controls the �rm's price but not pro�t, (ii) the regulator operates direct transfers to the �rm
and (iii) the regulator has no statutory power to regulate entry in the related market.
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� Forb earance as a reward to innovation . The antitrust authorities may wish to refrain

from prosecuting foreclosure activ ities because they feel that the monopoly thus obtained

compensates the bottleneck for its investment or innovative activ ity. For example, one

might imagine that no prosp ective licensee would want to pay for the use of a new tech-

nology if she knew that the licensor cou ld ��ood the market� with sim ilar licensees. A

sim ilar argument can be made for franchises.

The e� ciency defense is here identical to that underly ing the patent system . In both

cases soc ie ty is willing to tolerate static ine� ciency, such as monopoly pric ing, in order

to promote dynamic e� ciency. The same issue as for patents then arises: To what extent

is forb erarance an optimal mechanism for provid ing innovators with a rent? This pap er

has shed some, but incomplete, light on this issue by comparing the e� ciency of various

ways of foreclosing markets (e.g., vertical integration vs exclusive dealing).

This e� ciency defence provides a key to the analysis of when antitrust authorities may

want to force access to a bottleneck. It would not be serious to mandate competitors'

access to each and every asp ect of a �rm 's activity on an unbundled basis. As illustrated

in the Microsoft case as well as in the telecommunications industry, one must be carefu l in

de�ning which bundles competitors are entitled to have access to (all the more as Microsoft

relentlessly expands the de�nition of an op erating system and that telecommunications

networks and products evolve rap id ly). Furthermore, as recognized in Aspen , one cannot

impose a general duty to deal with competitors. Our discussion suggests one plausib le

divid ing line to answer the question of when it is most desirab le to force access: Is the

origin of the bottleneck increasing returns to scale or scop e (as in the case of a bridge,

a stadium, or a news agency) or an historical accident? Or do es the bottleneck resu lt

from a prev ious innovative strategy? Intervention to avoid foreclosure and consequently

to reduce the bottleneck pro�t seems more warranted in the former than in the latter

case.

� Monitoring bene�ts of vertical integration . Bene�ts of vertical integration are often

mentioned as e� ciency defences. For example, control of a supplier by one of the buyers

may put someone in charge of making sure that the technological choices of the supplier

are in the best interest of the buyers. To be certain , the integrated buyer may then use its

control right over the supplier to engage in nonprice foreclosure, for instance by insisting

on technological sp eci�cations that are biased in its favor. And, as in this pap er, it may

overcharge the buyers while keeping an internal transfer price equal to marginal cost and

thus practice price foreclosure. These foreclosure practices are then seen as an undesirab le

byproduct of an otherw ise desirab le activ ity, namely monitoring.
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� Costly divestitures. Antitrust en forcers and regulators are often reluctant to force

vertical separation because of the disruptive cost of disentangling deep ly intertw ined ac-

tivities. That is, even if they would have prohib ited the merger of two vertically -related

�rms, they do not force the two to divest when faced with the fait accompli of vertical

integration.

� Costly expansion of capacity or change of standards in order to provide access . We

have assumed that the cost of supplying competitors of a vertically integrated �rm is the

same as the cost of internal purchases. In practice , the �rst may exceed the second, either

because the competitors are new entrants and decreasing returns to scale upstream make

marginal units more costly to supply than inframarginal ones, or because there is a genuine

asymmetry between the costs of supplying the downstream a� liate and its competitors.

In essence, th is e� ciency defence amounts to saying that there is no foreclosure because

discrim ination among competitors is cost-based.

� Fear of being asso ciated with inferior downstream partners who might hurt the

�rm's reputation . We have assumed that the only negative externality of supply by a

downstream �rm on the other downstream �rms and thus ind irectly on the upstream bot-

tleneck is price mediated . That is, donwstream entry depresses the �nal price and thus

the industry pro�t; but it increases so cial welfare. There may be some other negative

externalitie s on the upstream �rm that are less soc ially desirable. In particular misb e-

havior by a downstream �rm may spoil the reputation of other downstream �rms and of

the upstream bottleneck. This argument, which relie s on the existence of monitoring of

the downstream �rms, is often invoked for example in a franch ising context, and used to

justify stric t quality controls.

� Concern about the downstream �rms' credit worth iness . We have assumed that

each downstream �rm i is ab le to commit to make the payment Ti(qi) corresponding to

its order. In some cases, the upstream �rm may be concerned about incurring a trade

cred it risk and may legitimately refuse to supply on cred it a buyer that is on the brink of

bankruptcy.

� Free-rid ing by the downstream units on the marketing exp enses of the upstream

�rm . This argument states that the upstream �rm must be able to recoup marketing

exp enses that will beneift downstream units. It is related to the discussion of Chemla's

work in section 7.2 and also to the argument of forb earance as a reward to investment.

� Creamskimming and other Ramsey arguments linked with the recovery of joint
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costs. We have several times discussed the possib ility that foreclosure enable the upstream

bottleneck to recoup its investment or �xed cost. This argument was made in level; that is,

we wondered whether overall pro�t of the upstream bottleneck is su� cient to compensate

the bottleneck for its investment. But even if the overall pro�t o� sets the investment cost,

one must wonder whether the structure of pro�ts is e� cient.

Consider the following straightforward extension of the basic framework: The bottle-

neck owner serves two unrelated , rather than one, downstream markets.38 The elasticity

of demand in market 1 exceeds that in market 2. Both pro�tab ility and so cial welfare

considerations then dictate that the �nal price be smaller in market 1 than in market 2,

that is p1 < p2. In other words, upstream investment costs should optimally be recouped

by overcharging market 2 re lative to market 1. Suppose now that market 1 is se rved by

a downstream monop olist or duopoly while market 2 has a large number of downstream

�rms. In the absence of foreclosure, a high price is charged in market 1 while consumers

pay the industry marginal cost in market 2 due to the Coase problem . The recovery of

the upstream investment cost thus has the wrong structure of relative prices in the two

markets. A better structure is obtained by allowing foreclosure in the second market while

forb idd ing it in the �rst, alb eit at the cost of increased monopoly power.

� Universal service . It is sometimes argued that universal serv ice ob ligations imposed

by the regulator or the law should be compensated by a greater leniency vis-a-vis fore -

closing behaviors (see, e.g., the Corbeau dec ision in Europ e). This argument is simply a

variant of the general argument that �xed costs must be recouped by market power in

some market. And again one must wonder whether foreclosure is the most e� cient means

of creating market power.39

9 C o n c l u s i o n

The paper has provided an overv iew of the theory of access to an essential facility in an

unregulated environment. It has considered a wide array of contexts: possib ility of bypass

of the bottleneck facility, upstream vs downstream location of this facility, and di�erent

exclusionary activities such as vertical integration and exclusive dealing. It identi�es

a number of robust conclusions as to the social and private desirab ility of foreclosure.

38The following argument builds on considerations that usually arise in a regulatory context (in par-
ticular in the telecommunications industry), but are here transposed and adapted to a deregulated
environment.

39There is a further debate as to whether universal service should be �nanced through mark-ups on
speci�c segments, as opposed to the policy of creating a competitively neutral universal service fund
�nancing universal service through industry-wide taxes.
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The common carrier policy of forcing the bottleneck to op erate upstream was shown to

lower consumer prices. In contrast, we have shown that nondiscrimination laws can be

detrimental and that the imputation ru le (ECPR) is often ine� ective in a deregu lated

environment.

Besides the normative analysis of foreclosure, the pap er has also develop ed insights for

business strategy, as when it analyses the recent AT&T divestiture in terms of foreclosure

theory.

While we have tried to provide a comprehensive treatment with in the con�nes of the

top ic of this pap er, it would be desirab le to broaden the scop e of analysis in several direc-

tions. First, we have focused attention to conventional antitrust instruments (divestiture,

common carrier, nondiscrimination , ECPR). It would be worth thinking about innovative

tests of foreclosure and means of preventing it. Second, we have hinted at some consid-

erations calling for a milder antitrust treatment of exclusionary behavior, for instance as

when the bottleneck resu lts from innovation or investment rather than returns to scale or

scop e or historical accident. One should conduct a much more systematic investigation

along those lines. Third , more complex essential facility issues will arise in the future,

and corresponding theoretical frameworks should be develop ed. For example, a situation

with competing networks such as telecommunications networks, involves a two-sided bot-

tleneck problem , as each network needs access to its rivals' customers.40 We leave these

and other fascinating issues for further research .

40See La�ont et al (1996a,b) for an analysis of telecommunications networks competition in a deregu-
lated environment.
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A p p e n d i x : D o w n s t r e a m � r m s o r d e r t h e in t e r m e d i a t e

g o o d a f t e r t a k i n g c o n s u m e r s ' o r d e r s

In th is pap er, downstream competition has been mode lled in a Cournot, or more precisely

in a Bertrand-Edgeworth way. It should however be clear that the commitment problem

describ ed above is robust to the nature of downstream competition . This Appendix notes

however that a formalization � la Bertrand� rather than � la Bertrand-Edgeworth� is

by no means straightforward and has not been prop erly addressed in the literature. This

stems from the fact that passive conjectures (which , recall, are the natural conjectures in

the Bertrand-Edgeworth tim ing are no longer natural in the context of Bertrand compe-

tition . Besides, there ex ists no equilibrium under passive conjectures when the goods are

su� ciently substitutable, as we now demonstrate.

Let us assume that downstream �rms produce di� erentiated goods, with symmetric

�nal demands Di(p1; p2) = D(pi; pj), and change the timing as follows:

� Stage 1: U secretly o� ers each Di a tari� Ti(qi).

� Stage 2: D1 and D2 simultaneously set their prices, p1 and p2, and then order q1

and q2 so as to satisfy demand (consumers observe both prices and choose freely

between D1 and D2).

Assuming passive conjectures,41 Di exp ects Dj to set the same equilibrium price pj ,

regardless of the contract Di is o� ered by U . Hence, given this exp ected price pj; when

facing a tari� Ti(qi), Di chooses pi so as to maxim ize piD(pi ; pj)�Ti(D(pi ; pj)). Assume

that U can only charge two-part tari� s:

Ti(qi) = Fi + wiqi:

Di's �rst-order condition is:

(pi � wi)@1D(pi; pj) +D(pi; pj) = 0; (A .1)

which de�nes a reaction function ~RB(pj ; wi) that is increasing in wi (�B � stands for

�Bertrand competition �). Given the candidate equilibrium price pj , U will then �choose�

41Note that the passivity of conjectures is less appealing than in the setting where upstream production
leads demand realizations. In particular, suppose that the upstream monopolist has incomplete informa-
tion about each of the downstream �rms' pro�t functions. Then, it is hard to extract the downstream
�rms' pro�ts through �xed fees and under reasonable assumptions, the optimal wholesale price then
exceeds marginal cost. In that case, a change in the contract o�ered to Di under passive conjectures
induces the monopolist to change his contract toDj , casting some doubt on the general validity of passive
conjectures.
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Di's price so as to maxim ize their aggregate pro�t:

(pi � c)D(pi; pj) + (wj � c)D(pj ; pi):

This price pi is characterized by:

(pi � c)@1D(pi; pj) +D(pi; pj) + (wj � c)@2D(pj ; pi) = 0: (A .2)

Combin ing (A:1) and (A:2) yields:

(wi � c)@1D(�) + (wj � c)@2D(�) = 0: (A .3)

Conditions (A:3), where @iD(�) is evaluated at the Nash equilibrium retail prices,

provide a system of two equations with two unknowns, the wholesale prices. A full rank

argument then implies w1 = w2 = c : The equilibrium marginal transfer price equals the

marginal cost. This in turn implies that a candidate equilibrium (for passive conjectures)

must yield the Bertrand price and pro�t (w ith RB(p) � ~RB(p; c)):

p1 = p2 = pB < pm such that pB � RB(pB)

�U = 2�B < �m:

The reader may �nd th is result, due to O'B rien and Sha� er (1992),42 surprising for the

follow ing reason. The presumption under passive conjectures is that the downstream com-

petitors wage whatever form of competition is re levant, internalizing exactly the marginal

cost of upstream production . There is an extra twist under Bertrand competition , though:

Because orders lag price setting, a change in the wholesale price wi charged to a down-

stream competitor i a�ects its �nal price pi and thus the pro�t (wj � c)D(pj ; pi) made

on downstream competitor j. But th is ind irect e�ect (which does not ex ist when orders

are placed before demand is realized) vanishes exactly when wi = c, that is when the

wholesale price is equal to marginal cost.

Let us now show that, if demands are symmetric and the cross-price elasticity is at least

one half of the own-price elastic ity, there ex ists no passive conjectures equilibrium . [Note

that in the Hotelling case, the cross-price elasticity is equal to the own-price elasticity at

a symmetric equ ilibrium . More generally what is needed for the reasoning below is that

there is enough substitutability between the two products.]

With passive conjectures, the upstream �rm's pro�t can be written as �i(wi; wj) +

�j(wj ; wi) where

42They moreover show that the Bertrand equilibrium is still the unique candidate equilibrium, even
when U can o�er general nonlinear tari�s.
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�i(wi; wj) = (pri (wi)� wi)D (pri (wi); pj) + (wi � c)D
�
pri (wi); prj(wj)

�
;

and �j is de�ned analogously. Fix ing anticipated equilibrium prices (th is is the passive

conjectures assumption), pri (wi) is de�ned by

pri (wi) = arg max(pi �wi)D(pi; p
e
j):

Using the �rst-order condition for pri (�), it is easy to show that at the candidate

equilibrium (wi = c),

@2�i
@w2

i

=
@Di

@pi

dpri
dwi

;
@2�i

@wi@wj

=
@Di

@pj

dprj
dwj

;
@2�i
@w2

j

= 0:

And so, the Hessian of �i + �j is sem i-de�nite negative on ly if

� @Di

@pi
> 2

@Di

@pj

(using the symmetry of the candidate equilibrium).

� Vertical integration

The thorny issue of conjectures does not arise in the case of vertical integration since

the nonintegrated unit knows that the integrated one purchases at marginal cost, and by

construction the integrated downstream �rm knows the tari� o� ered to the other one.

a) No possib le bypass of the bottleneck supplier.

Consider �rst the case without alternative supplier for the intermediate good. Let us

now assume that U and D1 merge . Through the choice of the marginal transfer price to

D2, w2, U generates for D2 a response to its exp ected price pe1 given by:

pr2(w2; p
e
1) = arg max

p2
(p2 � w2)D(p2; p

e
1):

[This is the same reaction curve as previously, but we now explicit the rival's exp ected

price.]

Conversely, given a transfer price w2 and an expected retail price pe2, U � D1's optimal

response is given by:

pr1(w2; p
e
2) = argmax

p1
f(p1 � c)D(p1; p

e
2) + (w2 � c)D(pe2; p1)g :

Hence, a marginal transfer price w2 generates a conditional equ ilibrium (p̂1(w2); p̂2(w2))

given by: p1 = pr1(w2; p2) and p2 = pr2(w2; p1). The optimal transfer price then maxim izes

(p̂1(w2)� c)D (p̂1(w2); p̂2(w2)) + (p̂2(w2)� c)D (p̂2(w2); p̂1(w2)) :
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Assuming the retail prices are strategic complements, both p̂1 and p̂2 increase with

w2. Moreover, the curve F � (p̂1(w2); p̂2(w2))w2
of feasible price pairs goes through

the Bertrand equilibrium point (for w2 = c), and never crosses the curve p1 = Rm(p2)

(p1(w2) = Rm(p2(w2)) � arg max
p1

(p1 � c)D(p1; p2(w2)) + (p2(w2)� c)D(p2(w2); p1) would

require p2(w2) = w2, which is impossib le). Moreover, as w2 go es to +1 (which amounts

to exclusive dealing with D1), p2(w2) goes to +1 too (since p2(w2) > w2). Hence the

curve F crosses the curve p2 = Rm
2 (p1) to the left of the monopoly point M (see Figure

6).
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It is clear that, starting from B (w2 = c), a small increase in w2, which increases both

prices p̂1 and p̂2, strictly increases U �D1's aggregate pro�t. Hence vertical integration

yields w2 > c. The point I which represents the optimal pair of prices (p�1; p
�

2) actually

lies above the curve p2 = Rm(p1). To see th is, evaluate the impact of a slight increase in
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w2, starting from the value w2 such that p̂2 = Rm(p̂1(w2)):

d

dw2

((p̂1(w2)� c)D(p̂1(w2); p̂2(w2)) + (p̂2(w2)� c)D(p̂2(w2); p̂1(w2)))

=
d

dw2

((p̂1(w2)� c)D(p̂1(w2); p2) + (p2 � c)D(p2; p̂1(w2))) jp2 = p̂2(w2)

= (p̂2(w2)�w2)D2(p̂2(w2); p̂1(w2))
dp̂1
dw2

> 0;

where the �rst equality stems from p̂2 = Rm(p̂1). Note �nally that the equilibrium prices

satisfy w2 > c and p�2 > p�1 (since I lies to the right of p1 = Rm(p2) and above p2 = Rm(p1).)

In that sense, vertical integration does lead to foreclosure: The unintegrated �rm D2 faces

a higher marginal transfe r price and sets a higher price than its rival. Foreclosure in general

is incomplete, however, when the two downstream �rms are di� erentiated : In that case,

vertical integration yields more pro�t than exclusive dealing (which would correspond

here to w2 =1.)

b) Possible bypass of the bottleneck supplier .

Let us now introduce upstream an alternative supplier Û with marginal cost ĉ � c.

The timing is as follow s:

� Stage 1: U and Û secretly o� er each Di a tari� , Ti(qi) and T̂i(q̂i);

� Stage 2: D1 and D2 simultaneously set their prices, p1 and p2; and then choose

between the two suppliers and order so as to satisfy demand.

We assume that U and D1 are integrated , and so it is common know ledge that D1 can

purchase from U at marginal cost c. As before, by adjusting the marginal transfe r price

to D2,w2, U can generate the same pair of retail prices (p̂1(w2); p̂2(w2)) as in the absence

of bypass, provided that D2 does not turn to Û rather than to U . To ensure that this is

indeed the case, the integrated �rm must abandon a pro�t equal to

max
p

(p� ĉ)D(p; p1):

to D2. So, the integrated �rm must choose (p̂1 ; p̂2) � (p̂1(w2) ; p̂2(w2)) so as to maxim ize

(p̂1 � c)D(p̂1 ; p̂2) + (p̂2 � c)D(p̂2 ; p̂1)�max
p

(p� ĉ)D(p; p̂1): (A .4)

Now , by choosing w2 = c, the integrated �rm would generate (p̂1 ; p̂2) = (pB; pB).

But then , a small increase in w2 increases both p̂1 above RB(p̂2) = pB and p̂2 above
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RB(p̂1) = pB , and thus increases the integrated �rm 's pro�t. Equilibrium prices are

however lower than in the absence of bypass.43

� Upstream versus downstream bottleneck . When the bottleneck lie s downstream in

the no bypass case , it purchases the two di� erentiated goods produced by C1 and C2 at

marginal transfer price equal to marginal cost, regard le ss of the structure of integration.

It therefore ach ieves the monopoly outcome. In the presence of bypass opportunities,

that is when an ine� cient producer of good 1, M̂ , competes on the downstream segment,

both M and M̂ sell both di� erentiated goods in the case of nonintegration ; if the cost

di� erential, ĉ� c , between them is not too large, M undercuts slightly M̂ on each of the

two products, and thus p1 = p2 = ĉ.

Next, assume that C1 and M merge. C1 then no longer supplie s M̂ . And, again

assuming that ĉ � c is not to o large, the integrated �rm slightly undercuts M̂ when

distributing good 2: p2 = ĉ. So, the integrated �rm chooses p1 so as to maximize

(p1 � c)D(p1 ; ĉ) + (ĉ� c)D(ĉ; p1):

Equilibrium prices are there fore p1 = Rm(ĉ) and p2 = ĉ. Vertical integration forecloses

M̂ 's access to good 1 and raises the price of that good. Note also that, un like in the

Cournot case, there is never productive ine� ciency, as M undercuts M̂ and therefore

avoids ine� cient production by the latte r.

An important result for the Cournot case was that welfare is higher when the more

competitive segment is downstream. This result carrie s over to the Bertrand case when

U and C1 merge.

43Fix the optimal p2 and rewrite the objective function as

(p1 � c)D(p1 ; p2) + ^(p1 ; p2 ; ĉ):

Note that @2 ^ =@p1@ĉ > 0, and so, by revealed preference the optimal p1 is increasing in ĉ. So this
solution is lowest for ĉ = c. Next, let �p2 denote the solution to max(p� c)D(p; p1), with (see the previous
footnote ) �p2 < p2. And consider the objective function for ĉ = c:

(p1 � c)D(p1 ; p2) + ^(p1 ; p2 ; c):

When ^ = 0, p1 = RB(p2). So we need to study the impact of ^ on the optimal choice of p1. Note that

^(p1 ; �p2; c) = 0 and that @2^=@p1@p2 = (p2�c)
@2D

@p1@p2
+

@D

@p1
. Thus unless the cross-partial derivative

of D is very negative, @2 ^ =@p1@p2 > 0, and by revealed preference, the optimal p1, given p2, satis�es:
p1 > RB(p2). This a fortiori holds for ĉ > c.
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OUTLINE

• Vertical foreclosure and the Essential Facility doctrine

• IP rights and competition policy



2

• Framework

I. VERTICAL FORECLOSURE

M
“upstream”

monopoly segment

M/C C
“downstream”

complementary, potentially 

competitive segment
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• Conventional wisdom
upstream monopolist restricts downstream competition by limiting

access to its upstream good, with the aim to extend  its market power from 

the monopolized segment to the complementary segment

vertical integration  + refusal to deal /incompatibility / 

high wholesale prices / tie-ins...

no vertical integration, but exclusive dealing, price discrimination…

I. VERTICAL FORECLOSURE
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I. VERTICAL FORECLOSURE

• Chicago critique (Posner 1976, Bork 1978, …)

Bottleneck good is

an input into the downstream    

production process
sold on a stand-alone basis (and 

complementary with other good)

“Only one profit: how can 

bottleneck owner earn 

more than one profit?”

“Competition in downstream market 

makes upstream product more attractive; 

thus M has no incentive to reduce 

competition in downstream market.”
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I. VERTICAL FORECLOSURE

• Response to Chicago critique

bottleneck is an input: restore, rather than extend market power

(Hart-Tirole 1990, McAfee-Schwartz 1994, Rey-Tirole 1997, ...)

Upstream monopolist cannot exercise monopoly power without exclusion

bottleneck sold as a stand-alone good: 

- leverage market power into an independent market (Whinston 1990)

(requires commitment to bundling)

- prevents entry in monopolized markets by deterring entry in adjacent 

complementary markets (Carlton-Waldman 2000)
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I. VERTICAL FORECLOSURE

• Example 1: “Cournot competition”
Suppose

1) each downstream firm orders from the monopolist

2) downstream firms compete in prices for the final customers

→ it is optimal for each downstream firm to order and for the monopolist to supply a 

quantity that is the “best reaction” to the production by the other downstream firms.

→ yields “Cournot” outcome (quantity competition); as number of competitors 

increases, price goes down to cost (competitive pricing, no market power)

• Example 2: licensing
Value of first license decreases when awarding additional licenses

Value of licenses goes down to zero as number of competing licensees increases
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I. VERTICAL FORECLOSURE

• Incentives to restore market power

Vertical integration

“refuse first license”

Exclusive contracts

“refuse second license”

M

M C2

M

C1 C2
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I. VERTICAL FORECLOSURE

• Remarks
Vertical integration / exclusive dealing

Partial exclusion

Upstream / Downstream bottleneck

M

C1 C2

Customers

C1 C2

M

Customers

One / Two markets

“New” product / additional competitor
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I. VERTICAL FORECLOSURE

• Efficiency defenses

benefits from vertical integration

cost of increasing capacity 

protection of reputation 

investment and innovation 

Regulation of access to bottleneck segment 

=  regulation of rate of return on that segment
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II. IP AND COMPETITION POLICY

• The “long-term” view 
– ex ante incentives / ex post competition

competition in product markets, competition in innovation markets
– division of tasks

• “advocates” (“judge”?)
• comparative advantage

– patent system: investment (non obviousness), social value (novelty)
problems: multiple paths, lock-in → same social value but different rents

– competition policy: natural impulse to expropriate inventor

• complementarity
– profit affected by patent breadth and antitrust
– but patent breadth also affects imitation → needs both tools
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II. IP AND COMPETITION POLICY

• Technology diffusion
– competition policy also affects the diffusion of technology
– affects both ex ante incentives and future innovation

• IP and market power
– OECD 1989 report on CP and IPR

• survey of licensors
• no close substitutes: 27%
• >10 substitutes: 29%

– when IP is “essential facility”
• rate of return regulation requires fine economic analysis

– social cost of excessively high and excessively small rents
– scope for “efficiency” (investment, innovation) defence
– uncertainty, multiple paths, lock in

• courts’ involvement in access pricing
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** May 2002 2

Volvo v VengVolvo v Veng, The ECJ 1988 , The ECJ 1988 ((continuedcontinued))

• However, the ECJ held that a refusal to license might be abusive if 
combined with other conduct, provided such conduct is liable to affect 
trade between Member States.  As examples of such conduct it listed:

The arbitrary refusal to supply spare parts to independent repairers;

The fixing of prices for spare parts at an unfair level; or

A decision no longer to produce spare parts for a particular model 
even though many cars of that model are still in circulation.



** May 2002 3

MagillMagill, The ECJ, 1995 , The ECJ, 1995 (Continued)(Continued)

the broadcasting companies were the only sources of the    
basic information needed for the weekly TV guide;

the refusal to supply this information prevented the 
appearance of a new product which the broadcasting 
companies did not offer and for which there was demand;

there was no justification for the refusal;

the broadcasting companies reserved to themselves the 
secondary market of weekly TV guides by excluding all 
competition on the market.



** May 2002 4

SummarySummary
• The existence of an intellectual property right is not sufficient to 

establish the existence of a dominant position.

• The duty to supply that applies to dominant companies cannot be 
extended automatically to the duty to license IPRs. 

• The reasoning in Volvo v. Veng with regard to unfair pricing and 
refusal to supply independent third parties is arguably inconsistent 
with the legal monopoly conferred by an IPR.  

• Whilst there has not yet been an application of  Volvo  v. Veng
insofar as excessive pricing is concerned, in Magill the CFI did 
specifically liken Magill to the (i) arbitrary refusal to supply 
independent traders; and (ii) the decision to stop producing a 
product for which there was still demand.
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SummarySummary
• In the wake of Magill, it would appear that the duty to license 

applies only in situations where the refusal would prevent the 
emergence of a new product, which would typically appear in a 
two market scenario. 

• In Ladbroke, the Court confused matters by suggesting that (i)  
there may be a duty to license either where access is essential
or where the introduction of a new product may be prevented; 
and (ii) a dominant firm must license everybody once it has 
licensed  somebody.
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SummarySummary

• The Commission's treatment of an IPR as an essential 
facility in IMS may be objected to on the ground that such an 
approach would vitiate IPSs in any case where the IPR had a 
blocking effect.  The order of the President of the Court in 
IMS casts doubt on such an application of the essential 
facilities doctrine.

• The EU cases appear to reflect some underlying concern 
with a legislative issue  -- the legitimacy of granting certain 
forms of IPR protection.
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Position Paper on the Commission’s Review of the Technology 
Transfer Block Exemption, Regulation 240/96  
 
 
Executive Summary 
 
The EU Committee welcomes the Commission's proposals to overhaul the TTBE in the 
short-term.  It concurs with the Commission's analysis that the current rules are too 
narrow in scope and its approach too prescriptive and formalistic.  We support the 
conceptual approach which would treat agreements between non-competitors more 
generously than agreements between competitors.  We agree that consistency with the 
vertical restraints block exemption is appropriate in relation to restraints not related to 
the exploitation of the IPRs.   
 
We take issue with the proposal to exclude from the scope of a new block exemption, 
license agreements where the licensor is dominant.  We urge the Commission to 
publish draft guidelines at the same time it issues a draft regulation for public 
consultation.  In particular, the guidelines should provide as much comfort as possible 
in relation to issues arising from the various market share thresholds incorporated in the 
Commission's proposals for change.  This is one area which is likely to cause legal 
uncertainty sufficient to act as a disincentive to technology transfer.   
 
The EU Committee is, in principle, in favor of extending a new regulation to include 
copyright in software and design rights for as long as such extension does not 
significantly delay the adoption of a new regime.  We are also in favor of developing a 
more flexible approach to multiparty agreements in guidelines rather than in the block 
exemption itself so as not to delay the adoption of a more user friendly and flexible 
block exemption regulation. 
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May 6, 2002 
 
 
EU Committee Position Paper on the Commission’s Review of the 
Technology Transfer Block Exemption, Regulation 240/96  
 
1. INTRODUCTION 
 
The European Commission published a mid-term “Evaluation Report” in December 
2001 in which it proposes to replace the technology transfer block exemption (“TTBE”) 
with a less prescriptive regulation covering a wider range of agreements in line with the 
recent block exemptions on vertical and horizontal agreements.  It seems likely that a 
revised regulation will be on the statute books by 2004, although the TTBE does not 
expire until 31 March 2006. 
 
The EU Committee welcomes the Commission’s proposal to overhaul the TTBE in the 
short-term. 
 
 
2. PROPOSED CONCEPTUAL APPROACH  
 
The EU Committee concurs with the analysis that the TTBE is too narrow in scope, its 
provisions are sometimes unclear, and its approach too prescriptive and formalistic.   
 
The Commission is proposing to distinguish between agreements between competitors 
and agreements between non-competitors, and between restraints that directly concern 
the exploitation of the intellectual property rights (“IPRs”), and those which do not.   
 
According to the Commission, a new block exemption would also adopt a more 
“nuanced” approach to pools, cross-licenses and joint ventures. 
 
2.1 Licenses between Non-Competitors 
 
In relation to agreements between non-competitors, the Commission envisages a 
regime structured along the following lines: 
 
Ø restraints related to exploitation of IPRs (e.g., exclusive territorial, customer and 

field of use restraints) would be covered up to a dominance threshold, assuming 
the agreement falls within Article 81(1) in the first place  

 
Ø restraints not related to exploitation of IPRs (e.g., non-compete, tying) would be 

treated in the same way as in the vertical restraints block exemption which 
regulates distribution agreements, in other words, they would be subject to a 
30% market share threshold 
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Ø there would be a limited hardcore list of prohibited restraints focusing on price-
fixing and possibly the restriction on passive sales which the TTBE currently 
permits for a period of five years 

 
Ø severable restraints may be included subject to conditions (e.g., no challenge 

clauses, grant-backs of improvements). 
 
The EU Committee supports the overall approach proposed. 
 
A more liberal regime up to a dominance threshold is appropriate for agreements 
between non-competitors.  Consistency with the vertical restraints block exemption is 
appropriate in relation to restraints not related to the exploitation of the IPRs.  As 
further discussed below, we urge the Commission to take a more liberal approach to no 
challenge and grant-back clauses.  
 
The Commission proposes to exclude from a revised block exemption, license 
agreements where the licensor is dominant.  Accompanying guidelines would identify 
licensing situations which do not fall under Article 81(1).  The EU Committee strongly 
urges the Commission to circulate draft Guidelines at the same time as a draft 
regulation so as to encourage an informed debate on the entirety of the proposed new 
approach. 
 
Dominant companies ought to be free to avail themselves of the general rules embodied 
in a revised block exemption.  Otherwise, they can be expected to exploit their 
technology themselves rather than engage in licensing with the risk of challenge, fines, 
etc., especially given the additional uncertainty that is bound to prevail in the envisaged 
decentralised enforcement system.  As dominant companies are frequently highly 
innovative, due to their resource base, their exclusion from a revised block exemption 
would be directly counter to the facilitation of technology transfer in the EU. 
 
2.2 Licenses between Competitors 
 
The Evaluation Report notes that agreements between competitors can result in a cartel-
like allocation of markets or customers, especially where an exclusive license is 
reciprocal or extends to non-licensed competing products.  Consequently, the 
Commission envisages a regime along the following lines: 
 
Ø a new block exemption would be applicable up to a market share threshold of 

25% 
 
Ø a broader list of hard-core prohibited restraints would include price-fixing, 

limitation of output or sales, and the allocation of territories or customers. 
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2.2.1 Definition of “Competitors” 
 
The Commission is proposing to introduce a “more realistic” definition of competitors 
so that parties to a license will be regarded as being in a vertical relationship, and hence 
subject to the more generous rules for non-competitors, where: 
 
Ø the licensor does not exploit the technology itself (i.e., the licensor is only 

present on the relevant technology market and the licensee is not present on that 
market) 

 
Ø the licensor is present on both the technology and product markets, but the 

licensee is present on neither 
 
Ø the licensor and licensee produce competing products but the licensed 

manufacturing process or patented product is such a sweeping breakthrough that 
there would no longer be any competition between the parties absent the license 

 
Ø IPRs owned by the licensor and licensee are in a mutually blocking position. 

 
The last two scenarios are viewed as horizontal relationships under the current TTBE.   
 
A narrower definition of “competitors” is appropriate.  We would however welcome 
further guidance and practical examples on what the Commission considers would be a 
“sweeping breakthrough” or a “mutually blocking position”.  A great many patents 
concern incremental improvements to existing products/technologies; presumably 
improvements made by a licensee in an otherwise vertical agreement will not re-qualify 
that relationship as horizontal.  For example, a licensee might suggest improvements to 
a licensed product in relation to a specific application.  The improved product might 
qualify for patent protection only in relation to that application, perhaps entitling the 
licensee to joint ownership of the new patent.  How would such a relationship be 
qualified? 
 
2.2.2 25% Market-Share Threshold 
 
Past attempts to introduce market share thresholds in the TTBE have been opposed due 
to the difficulty in defining the relevant market when it comes to innovation markets.  
These concerns remain valid today. 
 
In this respect, the Evaluation Report notes that market definition difficulties are 
unlikely to arise where the IPR concerns only a small improvement on existing 
technologies or products, since the relevant market will be the existing technology or 
product markets affected. 
 
However, where the IPR concerns a major improvement or breakthrough on existing 
technologies or products, the Report merely states that “it has to be investigated” 
whether the analysis may require the delineation of markets for R&D (innovation 
markets) and whether other indicators of market power could be used. 
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A 25% market-share ceiling will inevitably give rise to much legal uncertainty unless 
the Commission provides very clear guidance on how markets are to be identified and 
market-share quantified.  In technology markets, is market share to be measured as a 
percentage of total licensing income?  How does one measure potential competition?  
Defining innovation markets often requires evidence that is not in the public domain.  
These types of issues must be addressed in some detail if a new block exemption 
regime is to provide sufficient legal certainty as a necessary incentive to license. 
 
2.2.3 Prohibited Restraints 
 
The EU Committee urges the Commission to adopt a more nuanced approach in 
relation to the restraints that would not be permitted in agreements between 
competitors.  If a licensor falls below the 25% market-share, if the agreement is non-
reciprocal, and if the licensee is not restricted in terms of what it can do with its own 
technology, it is not clear why output restraints and territorial/customer restrictions 
should be blacklisted.  In such circumstances, if licenses between competitors risked 
giving rise to coordination, for example, in an oligopolistic market, the Commission 
would be free to withdraw the benefit of the block exemption. 
 
2.3 Multiparty Licenses, Cross-Licensing, Pools and Joint Ventures 
 
Multiparty license programs, pools and license packages are excluded from the TTBE.  
Yet the Evaluation Report recognizes that they are likely to be pro-competitive when 
between non-competing undertakings, especially when they cover only essential IPRs. 
 
The Evaluation Report promises a more coherent set of rules distinguishing between 
such arrangements depending on whether the parties are competitors or non-
competitors.  However, unfortunately, there is little detail in the Evaluation Report as 
how to such agreements would be regulated.  The EU Committee supports a more 
generous approach to agreements between non-competitors. 
 
Inclusion of multiparty license agreements in a block exemption will require Council 
amendment of Regulation 19 which is likely to delay adoption of a new regulation by a 
year.  The alternative is to cover multiparty licenses only in explanatory guidelines.  
The EU Committee takes the view that the adoption of a new block exemption which 
no longer contains the artificial constraints that currently act as a disincentive to 
technology transfer should be an urgent priority.  For this reason, the EU Committee 
would support a block exemption covering only bilateral agreements, provided the 
Commission were to publish draft Guidelines for consultation well in advance of the 
new regime’s entry into force.  The Guidelines should provide for a reasonable level of 
legal certainty.  
 
In relation to joint ventures between competitors, the TTBE covers licensing up to a  
20% market share if the joint venture is limited to production and 10% if it includes 
distribution.  These thresholds are likely to be revised upwards to reflect the higher 
thresholds of the new specialization and R&D block exemptions and this is welcomed. 
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2.4 Broader Range of IPRs 
 
A new block exemption could be extended beyond patents and know-how to include 
other IPRs such as copyright in software and design rights.  In particular, the 
Evaluation Report highlights the current uncertainty surrounding software licenses.   
 
The EU Committee is of the view that a new block exemption could usefully include 
copyright in software and design rights, for as long as this does not unduly delay the 
adoption of the new TTBE. We are concerned that any further extension to include 
copyright in content, trademarks etc. could result in an overly complex block 
exemption regulation. 
 
3. MARKET SHARE THRESHOLDS 
 
The Evaluation Report is silent on the practical effects of the proposed multiple market 
share thresholds.  Under the new regime, it appears that those drafting and negotiating 
licences would have to have regard to the following potentially applicable market share 
thresholds: 
 
 10% - vertical de minimis 
 15% - horizontal de minimis 
 20%/25% - specialisation/R&D/joint venture licences 
 25% - licences between competitors 
 30% - clauses unrelated to IPR exploitation 
 dominance - no exemption 
 
The EU Committee stresses that the proliferation of market share thresholds which are 
inherently difficult to apply in any but the most straightforward of cases, significantly 
reduces clarity and legal certainty and will increase the cost and duration of licensing 
negotiations. 
 
This may undermine the incentive to innovate and to disseminate innovation which is 
stated to underlie the review exercise and likely replacement of the existing regime.  
 
 
4. SPECIFIC RESTRAINTS 
 
4.1 Exclusivity Issues 
 
To the extent that non-exclusive licenses are capable of falling within Article 81(1), 
they are likely to be included in the scope of a revised block exemption.  The EU 
Committee welcomes this proposal. 
 
The TTBE permits exclusive know-how licenses up to a maximum duration of 10 
years, even if the original know-how is improved during this period.  The Evaluation 
Report suggests alignment with the vertical restraints block exemption where ancillary 
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licenses of know-how are exempted without any duration limit.  The EU Committee 
would welcome the deletion of this arbitrary duration limit from the TTBE. 
 
The TTBE permits territorial exclusivity but excludes field of use exclusivity.  
However, territorial exclusivity coupled with a field of use is permitted.  Customer 
allocation is black-listed in an agreement between competitors, and grey-listed in an 
agreement between non-competitors.  The Evaluation Report recognises that these 
distinctions are unjustified since exclusivity provisions have similar effects regardless 
of whether they are linked to a territory, customer group or field of use. 
 
The EU Committee supports the Commission’s proposal to include territorial and 
customer restrictions in agreements between non-competitors within the scope of a new 
block exemption to the extent they fall within Article 81(1). 
 
The Evaluation Report states that the TTBE does not address foreclosure and interbrand 
competition problems resulting from exclusive licenses between competitors.  The 
block exemption is likely to be amended to prohibit exclusivity restraints in agreements 
between competitors.  As mentioned at Section 2.2.3 above, the EU Committee urges 
the Commission to take a more liberal view of such agreements provided certain 
conditions are met. 
 
4.2 Output Restrictions and Site Licenses 
 
The TTBE permits field of use restraints, “own use licenses” and “second supplier 
licenses”.  Quantity restraints are otherwise blacklisted. 
 
The Evaluation Report points out that site licenses are problematic where the license is 
limited to a plant with a specified nameplate capacity amounting to an output 
restriction.  The Commission asks whether such output restraints should be treated 
differently depending on whether the agreement is between competitors or not. 
 
Site licenses are a common phenomenon in the petrochemical and refining sectors and 
are often concluded between competing companies.  In industries where the location of 
sites is regulated by geographical and environmental regulatory factors and where 
licenses represent long-term commitments and major investments, licensors must be 
able to continue to impose restrictions in site licenses if this way of doing business is to 
continue.   
 
See our comments on agreements between competitors at 2.2.3 above. 
 
4.3 Non-Compete Obligations 
 
The TTBE prohibits non-compete obligations, although the licensor may terminate 
exclusivity and stop licensing improvements to a licensee that begins to compete.   
 
In line with the vertical restraints block exemption, the Evaluation Report contemplates 
permitting an obligation on the licensee not to use a competing technology or use or 
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sell competing goods in agreements between non-competitors below a 30% market 
share threshold, except perhaps if the restraint extends to R&D since this would 
indicate that the parties may in fact be competitors. 
 
The EU Committee welcomes this approach.  However, it believes that below a 30% 
threshold, the non-compete should be valid for the entire term of the license agreement.  
The limitation at Article 5(a) of the vertical restraints block exemption which requires a 
non-compete obligation to be expressly renewed every 5 years, would not be 
appropriate in a licensing context. 
 
4.4 Tying 
 
The TTBE grey-lists tying unless it is necessary for a technically proper exploitation of 
the licensed technology. 
 
The vertical restraints block exemption permits tying up to a threshold of 30%.  The 
Commission asks for comments on whether this approach would also be appropriate in 
the context of a revised TTBE. 
 
The EU Committee is of the view that an approach in line with the vertical restraints 
block exemption is appropriate. 
 
4.5 Grant-Backs 
 
The TTBE excludes non-reciprocal or exclusive grantbacks for severable 
improvements.  The Evaluation Report queries whether it is necessary to exclude non-
reciprocal and certain exclusive obligations from a new block exemption. 
 
The EU Committee is of the view that where a licensor’s technology has multiple uses 
and is licensed to multiple licensees for exploitation in separate fields of use, the 
licensor’s management of such licenses – and the dissemination of improvements to 
licensees – would be greatly facilitated if improvements were assigned to the licensor.  
At the very least, the licensor should be able to require the licensee to grant it a non-
reciprocal exclusive license for non-severable improvements for an unlimited period in 
time, and non-reciprocal but non-exclusive license for severable improvements. 
 
4.6 No-Challenge Clauses 
 
No challenge clauses are currently grey-listed, although termination is possible if the 
licensee challenges the validity of the licensed IPRs. The recent R&D block exemption 
also excludes no-challenge clauses from its scope but also allows for termination in the 
event of challenge.   
 
The Evaluation Report recognizes that no challenge clauses can facilitate the 
dissemination of technology, especially where the licensor is the smaller party and fears 
that the licensee would challenge the validity of its patent or the confidentiality of its 
know-how once divulged.   
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The EU Committee is of the view that no-challenge clauses would give smaller 
licensors a greater level of comfort and could contribute to the greater dissemination of 
new technologies.  Below a dominance level, such restriction should be permitted.   
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This appears to be in line with the U.S. licensing guidelines which recognise that the 
fact that IPRs may in some cases be misappropriated more easily then other forms of 
property may justify the use of some restrictions that may be anti-competitive in other 
contexts. 
 

* * * * * 
 
The EU Committee welcomes the Evaluation Report and looks forward to a continued 
dialogue with the Commission on the form and scope of a new licensing regime. 
 

* * * 
 
The EU Committee of the American Chamber of Commerce is keen to contribute to a 
constructive dialogue on this important issue. We would be delighted to provide 
additional material should you require any clarification or further information. The EU 
Committee is the key organization in Europe representing the views of European 
companies of American parentage. Its member companies are drawn from a broad 
cross-section of the European business community and typically are present in most 
Member States of the European Union 
 

* * * 
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European Law Centre

Regulation 240/96 - TTBE

• entered into force on 1 April 1996
• expires on 31 March 2006
• narrow in scope – “straitjacket”
• Commission’s Evaluation Report 

proposes overhaul by 2004

2



European Law Centre

Importance of Current Review

• 2004 – modernization/enlargement
no individual exemption procedure
more enforcement at national level
up to 10 new Member States

• clear and consistent rules are a precondition for 
predictable enforcement

• TTBE “…may discourage efficient transactions 
and hamper dissemination of new technologies”
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Drawbacks of Regulation 240/96

• limited scope - patent/know-how licenses
- between two parties
- other IPRs covered if ancillary
- territorial exclusivity subject to 

duration limits
- inclusion of improvements 

cannot extend period of 
territorial exclusivity

4



European Law Centre

Envisaged System

• agreements between non-competitors

– BE up to dominance regarding exploitation of IPRs
– BE up to 30% for other restraints
– limited blacklist (price-fixing, passive sales)

• agreements between competitors

– BE up to 25% 
– longer blacklist (output restraints, 

territorial/customer restraints)

• narrower definition of competitors (sweeping 
breakthrough/blocking position)
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European Law Centre

Industry Reaction

welcomes more liberal system for 
agreements between non-competitors
abandonment of 10 year duration limit on 
exclusive know-how licenses
opposes exclusion of licenses involving 
dominant firms
extension to copyright in software and 
design rights
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Industry Reaction cont.

narrower definition of competitors
(?) urges more nuanced approach to 

territorial/output restraints in agreements 
between competitors, where: 
– licensor is below 25% 
– agreement is non-reciprocal
– licensee is not restricted as to its own 

technology
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European Law Centre

Market Share Thresholds

• 10% - horizontal de minimis
• 15% - vertical de minimis
• 25% - licenses between competitors
• 30% - restraints unrelated to IPR 

exploitation
• dominance - no block exemption

markets: products/technology/innovation
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European Law Centre

Non-Compete

• TTBE 
but licensor can terminate exclusivity 
and stop licensing improvements

• new rules

agreements between non-competitors 
(30%)

agreements between competitors
9
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Grant Backs

• TTBE
non-reciprocal 
exclusive if severable improvements

• new rules
more generous
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No Challenge

• TTBE 
but licensor may: 
– terminate the agreement if licensee disputes 

validity of know-how or patents

– terminate the license of a patent if licensee 
alleges that such patent is not “necessary”

• new rules
if licensor is weaker party and fears 
expropriation?
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European Law Centre

Tying

• TTBE 
unless necessary for technically 
proper exploitation

• new rules 
up to 30%
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European Law Centre

Conclusion

• broadly positive reaction to proposals

• strict approach to dominance/ 
agreements between competitors

• market-share thresholds create legal 
uncertainty

• clear guidelines needed
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Joint Comments of the American Bar Association’s 
Section of Antitrust Law, 

Section of International Law and Practice 
and Section of Intellectual Property Law 

on the Commission Evaluation Report 
on the Transfer of Technology Block Exemption 

Regulation No. 240/96 
Technology Transfer Agreements Under Article 81 

 
The Section of Antitrust Law, the Section of International Law and Practice, and 

the Section of Intellectual Property Law (collectively, the “Sections”) of the American 
Bar Association welcome the opportunity to respond to the request of the European 
Commission for comments on the Commission Evaluation Report on the Transfer of 
Technology Block Exemption Regulation No. 240/96; Technology Transfer Agreements 
Under Article 81 (the “TTBE Report” or the “Report”).1  The views expressed herein are 
being presented jointly on behalf of the Sections.  They have not been approved by the 
House of Delegates or the Board of Governors of the American Bar Association and, 
accordingly, should not be construed as representing the policy of the American Bar 
Association. 

 
The membership of the Sections includes over 44,000 lawyers, most of whom are 

based in the United States.  Given the increasingly global nature of business and in 
particular the worldwide provision of products and services that constitute or depend 
upon new technologies and the long history of competition law in the United States, the 
Sections have substantial familiarity with legal and economic analyses of the potential 
competitive effects of transfers of technology.  These comments offer a perspective based 
upon the experience in the United States in the fields of antitrust and intellectual property 
law.  The Sections hope and intend that these comments, from our perspective as U.S. 
practitioners and grounded in the historical development of U.S. antitrust law and 
practice regarding similar issues, will assist the Commission in its evaluation of current 
Regulation No. 240/96 (the “TTBE”) and contemplated approaches to improving the 
methodology for the application of Article 81(3) to technology transfer agreements. 

 
The Sections commend the Commission for undertaking a comprehensive review 

of its policies and practices in this important area.  The Sections welcome the TTBE 
Report’s proposal to shift from a legalistic to a more economic and effects-based 
analysis.  In particular, the Sections believe that the proposal that competition law 
scrutiny be focused primarily on inter-brand competition issues and possible efficiencies 
created by certain licensing agreements is supported by most modern economics thought. 

 
The Sections also support the TTBE Report’s broad reassessment of the 

application of the TTBE to assignments, licenses and other agreements concerning 
                                                 
1  The full text of the English version of TTBE Report is set forth at 

http://europa.eu.int/comm/competition/antitrust/technology_transfer/en.pdf. 
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intellectual property rights (IPRs) that are ancillary to vertical agreements, specialization 
agreements and research and development (R&D) agreements, consistent with Regs. Nos. 
2790/1999, 2658/2000 and 2659/2000.  The Sections believe that the comprehensive 
review of the scope of the TTBE offers the Commission an opportunity to develop a 
simpler and broader block exemption for technology licensing agreements that is not only 
consistent with recently adopted regulations, but also further aligns EC law with the 
overarching goal of promoting consumer welfare (including the consumer benefits of 
innovation). 

 
Moreover, the Sections applaud the Commission’s contemplated expansion of the 

scope of the TTBE beyond its current application to certain exclusive licensing 
agreements between only two parties, regarding only pure or mixed patent and know-how 
licenses used solely for the purposes of manufacture, use and commercialization.  The 
current narrow scope of the TTBE is understandable, given its origins in former 
Regulations Nos. 2349/84 and 556/89, creating block exemptions for licenses of know-
how and patents, respectively.  The proliferation of new technologies and the rapid 
spread of technologies throughout the world during the past twenty years, and the 
concomitant development of novel distribution and licensing regimes, many of which 
encompass IPR or licensing structures that fall outside the current scope of the TTBE, 
further demonstrate the timeliness of the Commission’s reassessment of the exemption. 

 
For the foregoing reasons, the Sections welcome the TTBE Report’s proposed 

more lenient and economics-based approach to licensing agreements between “non-
competitors” and regard the proposals set forth in the Report as constituting important 
progress that will serve all three of main objectives of the TTBE.2  Without discounting 
the importance of the Report’s proposals, in the Sections’ view, those proposals do not 
address several important shortcomings of the current TTBE, and the Sections encourage 
the Commission to consider even broader reassessment of Reg. 240/96 at this important 
juncture in the development of EC competition law. 

 
The Sections also support in principle the Commission’s proposed future block 

exemption regarding licenses between “competitors,” excepting licenses that violate an 
appropriate hardcore list of restrictions and subject to guidelines providing appropriate 
consideration of market share ceilings and considerations such as possible efficiencies 
promoted by such licenses. 

 
The issues that the Sections believe bear further consideration by the Commission 

are summarized in the Executive Summary, below.  Following the Executive Summary, 
we set out the Sections’ detailed comments on the Commission’s specific proposals. 

 

                                                 
2  As recited in ¶ 10 of the TTBE Report, those objectives are:  (1) “to simplify the rules governing licensing 
agreements . . . so as to ‘encourage the dissemination of technical knowledge in the Community and to promote the 
manufacture of technically more sophisticated products;’” (2) “to guarantee effective competition in technologically 
new or improved products;” and (3) “to create a favourable legal environment for companies investing in the EU, by 
providing them with legal certainty and by reducing the administrative burden resulting from individual notifications.” 
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Executive Summary 
 
General Approach to the Antitrust–Intellectual Property Intersection.   While 

there remains disagreement about the application of the antitrust laws to specific conduct 
by holders of IPRs, under U.S. antitrust law, IPRs are treated as property rights, and do 
not automatically confer monopoly power.  The analysis of the antitrust-IP interface 
under EC law, proceeding as it does from the presumption that IPR law confers a “legal 
monopoly” on IPR holders,3 is contrary to the current state of U.S. law and the Antitrust 
Guidelines for the Licensing of Intellectual Property, issued by the Department of Justice 
(DOJ) and Federal Trade Commission (FTC) (the “IP Guidelines” or the “Guidelines”). 4  
Under the Guidelines, there is no such presumption that IPRs confer monopoly power.  
The Guidelines also support broader recognition of the generally pro-competitive and 
efficiency-enhancing effects of licensing of IPR, including cross-licenses.  While the 
Sections do not consider the IP Guidelines to be either a comprehensive or perfect 
statement of the appropriate antitrust analysis of intellectual property licenses, the 
Sections support the basic thrust of the Guidelines and believe that the IP Guidelines and 
the experiences of the Sections’ membership with the Guidelines provide useful 
precedents. 

 
Reliance on Market Share Measures.   While the U.S. antitrust agencies continue 

to use market share measures, such as the Herfindahl-Hirschman Index (HHI), as a tool in 
analyzing market concentration that may be created by proposed mergers and 
acquisitions,5 the HHI and similar tools of quantitative analysis are used in conjunction 
with more qualitative market analyses that take into account efficiencies (including 
dynamic efficiencies) and other competitive circumstances in a given industry.  There is a 
perception that EU markets are defined more narrowly, and perhaps more rigidly, than in 
the U.S.  The Sections oppose any presumption of illegality of licenses, or restrictive 
clauses therein, based solely on market share thresholds.  We encourage consideration of 
a more flexible review of such agreements, consistent with the approach described in the 
IP Guidelines.  Subject to the adoption of this flexible approach and subject to the 
detailed comments made below, the Sections generally support the TTBE Report’s 
proposed application of stated market share thresholds to certain kinds of agreements and 
restraints, to make such thresholds consistent with those applied to similar agreements 
and restraints under Regulations Nos. 2658/2000, 2659/2000 and 2790/1999. 

 
Monopolization versus Abuse of Dominant Position.   The divergence in practice 

between the EC and the U.S. in the determination of whether a particular technology 
license is anti-competitive stems in part from the difference in the fundamental elements 
between violations of Article 82 and Section 2 of the Sherman Act.  A monopolization 

                                                 
3  TTBE Report ¶ 28. 
 
4  4 Trade Reg. Rep. (CCH) ¶ 13,132 (April 6, 1995), available at 
http://www.usdoj.gov/atr/public/guidelines/ipguide.htm. 
 
5  Department of Justice and Federal Trade Commission Horizontal Merger Guidelines, issued April 2, 1992, § 
1.5 (Revised April 8, 1997), 4 Trade Reg. Rep. (CCH) ¶ 13,200, available at http://www.ftc.gov/bc/docs/horizmer.htm. 
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violation under Section 2 requires proof of both the possession of monopoly power and 
the willful acquisition of that power, as distinguished from growth or development as a 
consequence of a superior product, business acumen or historic accident.  In contrast, 
Article 82 is often said to prohibit mere exploitation of market power by a dominant firm, 
including, for example, excessive pricing.  The Sections respectfully submit that this 
aspect of EC law, coupled with the presumption of monopoly power (or dominance), 
leads to condemnation of technology licenses that are competitively neutral, or that may 
even stimulate competition. 

 
Horizontal versus Vertical Characterization.   The Sections submit that there 

remain substantial differences between U.S. and EC practice in the characterization of 
certain IP licensing agreements.  The consequences of these characterizations are often 
significant.  In contrast to EC practice, which emphasizes the potential competitive 
relationship between the parties, the IP Guidelines recognize that IP licenses even 
between competitors are often properly analyzed as “vertical” licenses, such as instances 
in which one competitor licenses “far superior” technology to another competitor, or 
where the competitor is unable or unlikely to develop a competing technology without 
the license.  In the Sections’ view, and under the IP Guidelines ¶ 3.3, the analysis should 
turn on whether the license agreement substantially reduces competition that would have 
existed in the absence of the license.  In fact, the Report (¶ 186) also considers the 
possibility of guidelines that focus on “the situation that would characterise the market 
absent the license.”  The Sections would welcome such guidelines. 

 
Scope of the TTBE.   As stated above, the Sections regard the Commission’s 

current reassessment of the TTBE, coupled with the burgeoning of technology and 
technology licenses, as creating an opportunity to extend the block exemption to a 
number of additional types of licenses and restrictions in the ways we discuss below.  
Those include:  non-exclusive licenses; exclusive licenses; multi-party licenses; cross-
licensing and bilateral pools; tying arrangements; grant-back clauses; output restrictions; 
site licenses; non-compete clauses; no-challenge clauses; and customer restrictions, field-
of-use restrictions, and territorial restrictions. 

 
Territorial Restrictions.   The Sections are mindful of the importance of the goal 

of market integration in the development of EC competition law.  We respectfully 
submit, however, that in the current state of the highly integrated European market, 
placing severe limits on the ability of licensors to impose such restrictions on technology 
licensees may disserve both consumer welfare and the completion of the integration of 
the market.  Absent the ability to impose such restrictions, many licensors will often be 
unable to provide sufficient incentive to licensees to make the investments necessary to 
exploit the licensed technology in many markets. 

 
General Guidance on Procedural Approach Post-Reform and Post-

Modernization; Ensuring Consistency.   Firms doing business in the European Union 
need early, clear guidance on how the EC and the member states intend to enforce the 
TTBE following reform.  Need for procedural clarity and uniformity is particularly 
important in light of the proposed modernization, and decentralization of the application 
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of Articles 81 and 82.  To avoid renationalization of competition policy, or 
discriminatory application of EC competition law by national authorities, the 
Commission should promulgate clear procedural rules and transparent substantive 
guidelines for the application of the TTBE throughout the Community. 

 
Comments 

 
Part I— 

General Approach to the Antitrust – Intellectual Property Intersection 
 
A. The Report’s Characterization of the Relationship 

Between IPR Policy and Competition Policy 
 
 The TTBE Report starts from the proposition that the “relationship between IPR 
policy and competition policy is a longstanding topic of debate in economic and legal 
circles.”  The Report states that it is recognized that “it is not easy to marry the 
innovation bride and the competition groom and some have argued that such a marriage 
will unavoidably lead to divorce.”  (¶ 27). 
 
 The TTBE Report takes the position that “IPR laws grant certain monopoly 
rights” to innovators and that competition law may “take away what IPR law is 
providing.”  (¶ 28).  The Report suggests that this is only an “apparent source of conflict” 
since “at the highest level” IPR and competition laws are complementary because they 
both “aim at promoting consumer welfare.”  According to the Report, IPR laws promote 
technical progress by striking a balance between over- and under-protection of 
innovators’ efforts, to ensure a sufficient reward for the innovator to elicit creative or 
inventive effort while not delaying follow-on innovation or leading to unnecessarily long 
periods of high prices.  (¶ 29).  The Report concludes that “the relevant question is 
therefore not one of conflict but of complementarity and possibly adjustment in the 
individual case,” suggesting that the question for competition policy is whether it should 
“intervene and try to improve the balance produced by IPR law?”  (¶ 32).  This 
conclusion rests upon the Report’s assertion that there is agreement that “competition 
policy has to play its normal role where IPR rights are used to produce an anticompetitive 
effect beyond the exploitation of the IPR rights,” but that there is no agreement as to 
“what extent competition policy should interfere with the exploitation of IPR rights in 
individual cases.”  (¶¶ 34-35). 

 
B. Shifting Approaches to the Antitrust -  

Intellectual Property Interface:  
The Current U.S. Perspective  

 
 The TTBE Report discusses EC competition policy in the field of IPR (¶¶ 36-45), 
U.S. competition policy in the field of IPR (¶¶ 46-53), and offers a comparison between 
the EC and U.S. approaches (¶¶ 54-58).  The Sections believe that the TTBE Report’s 
characterization of the nature of IPR policy and antitrust policy fails to capture accurately 
in all respects current U.S. law and policy regarding these issues.  A fuller understanding 
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of current U.S. law and policy, and their evolution, supports broadening of the TTBE, 
even beyond the proposals in the Report 
 

The historical view in the United States was that there is an inherent conflict 
between the intellectual property laws which were said to grant a “monopoly” to the 
intellectual property owner and the antitrust laws which were said to prevent the creation 
or enhancement of monopoly power.  One leading case reasoned: 
 

“While the antitrust laws proscribe unreasonable restraints of competition, 
the patent laws reward the inventor with a temporary monopoly that 
insulates him from competitive exploitation of his patented art . . . [T]he 
patent and antitrust laws necessarily clash. . . . [T]he primary purpose of 
the antitrust laws – to preserve competition – can be frustrated, albeit 
temporarily, by a holder’s exercise of the patent’s inherent exclusionary 
power during its term.”6 

 
 
 The view that patents were monopolies conferring market power to the detriment 
of competition led to restrictive views of the antitrust permissibility of intellectual 
property licensing practices, which culminated in the DOJ Antitrust Division enunciating 
guidelines during the 1970s that became known as the “Nine No-No’s.”7  These No-No’s 
are not dissimilar from practices prohibited under the TTBE. 
 

The Nine No-Nos frowned upon: 
 

(1) requiring a licensee to purchase unpatented materials; 
 
(2) requiring a licensee to assign future patents; 
 
(3) restricting a purchaser of a patented product in the resale of the product; 
 
(4) restricting a licensee’s ability to deal in products or services not within the scope 
of the patent; 
 
(5) a patent holder agreeing with a licensee not to grant future licenses to others 
without licensee’s consent; 
 
(6) mandatory package licensing; 
 

                                                 
6  SCM Corp. v. Xerox Corp., 645 F.2d 1195, 1203 (2d Cir. 1981), cert. denied, 455 U.S. 1016 
(1982). 
 
7  In a September 21, 1972 address, Bruce B. Wilson, then Deputy Assistant Attorney General, Antitrust 
Division, noted that the Department of Justice’s nine rules had “quickly [become] known as the nine no-no’s.”  Bruce 
B. Wilson, Address Before Michigan State Bar Antitrust Section and Patent Trademark and Copyright Section 
(September 21, 1972), partial text reprinted in 4 Trade Reg. Rep. (CCH) ¶ 13,125. 
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(7) royalties on the total sales price of products containing unpatented items; 
 
(8) restricting a licensee’s sale of products made by use of the patented process; and 
 
(9) requiring a licensee to adhere to any price with respect to the licensee’s sale of the 
licensed product.8 

 
By 1975, however, the Antitrust Division was beginning to acknowledge that the 

Nine No-No’s would not always be given “wooden application."9  Following an internal 
reappraisal, the then Deputy Assistant Attorney General, Antitrust Division, Ky Ewing, 
announced a significant modification of antitrust policy with respect to patent licensing 
on May 5, 1979.10  The general approach of the Nine No-No’s, and much of the specific 
guidelines it enunciated, were repudiated in the United States, in the early 1980s.11 
 
 The view that the two legal regimes are in conflict follows from the mistaken 
presumption that the intellectual property laws create monopolies.  The prevailing view 
in the U.S. is that the IP laws confer property rights in the form of exclusive rights over 
technology, that may or may not give rise to monopoly power.  A particular patent may 
offer one of several competing technological solutions and confer no market power on its 
owner, or it may offer the only solution and give its owner significant market power.  In 
this respect, intellectual property rights are no different than real property rights, such as 
those conferring ownership of a manufacturing plant or a mine, which may be one of 
many competing plants or mines, or which may be the sole plant producing a product or 
sole source of some mineral and may therefore confer monopoly power to the extent 
there are no substitutes. 
 
 The modern view in the United States, as articulated in recent cases and most 
commentary, is that intellectual property laws generally authorize owners of IPRs to 
exclude others from using that property, and do not necessarily create monopoly power.  
The two legal regimes have the same ultimate objectives:  promoting economic progress 
and consumer welfare.  The two legal regimes also employ broadly consistent means.  
The antitrust laws, by protecting competition as it is understood in its fullest dynamic 
sense, also promote innovation.  That is, “possession of unchallenged economic power 
                                                 
8  See Bruce B. Wilson, Patent and Know-How License Agreements: Field of Use, Territorial, Price and 
Quantity Restrictions, in Antitrust Primer: Patents, Franchising, Treble Damage Suits 11, 12-14 (1970) cited in Sheila 
F. Anthony, Antitrust and Intellectual Property Law: From Adversaries to Partners, 28 AIPLA Quarterly Journal 1 
(Winter 2000); Bruce B. Wilson, Address Before Michigan State Bar Antitrust Section and Patent, Trademark and 
Copyright Section (September 21, 1972), partial text reprinted in 4 Trade Reg. Rep. (CCH) ¶ 13,125. 
 
9  See Bruce Wilson, “Dep’t of Justice Luncheon Speech Law on Licensing Practices: Myth or Reality?” (Jan. 
21, 1975). 
 
10  Ky P. Ewing, Deputy Assistant Attorney General, Antitrust Division, Antitrust Enforcement and the Patent 
Laws: It is as Craftsmen that We Get Our Satisfactions and Our Own Pay, Address Before the San Francisco Patent 
Law Association (May 5, 1979), reprinted in 4 Trade Reg. Rep. (CCH) ¶ 13,128, at 20,717. 
 
11  Abbott B. Lipsky, Jr., Current Antitrust Division Views on Patent Licensing Practices, 50 Antitrust L.J. 515 
(1981).  See Roger Andewelt, The Antitrust Division’s Perspective on Intellectual Property Protection and Licensing – 
The Past, the Present and Future (July 16, 1985). 
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deadens initiative, discourages thrift and depresses energy; . . . immunity from 
competition is a narcotic, and rivalry is a stimulant, to industrial progress.”12  Similarly, 
intellectual property laws also stimulate competition, because innovation is the single 
most significant source of competition.  The dynamic effects of innovation quickly 
outweigh even significant static inefficiencies. 
  

As articulated in one leading case: 
 

“[W]hen [a] patented product is so successful that it creates its own 
economic market or consumes a large section of an existing market, the 
aims and objectives of patent and antitrust laws may seem, at first glance, 
wholly at odds.  However, the two bodies of law are actually 
complementary, as both are aimed at encouraging innovation, industry 
and competition.” 

 
“[There is a] fine line between actions protecting the legitimate interests of 
a patent owner and antitrust law violations.  On the one hand, the patent 
owner must be allowed to protect the property right given to him under the 
patent laws.  On the other hand, a patent owner may not take the property 
right granted by a patent and use it to extend his power in the marketplace 
improperly, i.e. beyond the limits of what Congress intended to give in the 
patent laws.  The fact that a patent is obtained does not wholly insulate the 
patent owner from the antitrust laws.” 

 
“When a patent owner uses his patent rights not only as a shield to protect 
his invention, but as a sword to eviscerate competition unfairly, that owner 
may be found to have abused the grant and become liable for antitrust 
violations.”13 

 
 
 In addition, one fundamental area in which U.S. policy is founded on different 
principles than those suggested by the Report as being seriously considered, if not 
prevailing, in the European Union, is the role that competition policy plays with respect 
to the balance produced by IPR law and the exploitation of IPRs in individual cases.  (¶¶ 
32, 35).  In the United States, antitrust law does not seek to “improve the balance” 
produced by IP law.  Under the U.S. Constitution, these judgments are left to the 
legislature.  The judgment of the legislature is final regarding the appropriate balance, as 
embodied in the IP law, of incentives for initial innovation, publication of innovations to 
foster follow-on innovations, and price competition.  It is not considered appropriate, in 
the U.S., for antitrust enforcement agencies or the courts to attempt to improve the 

                                                 
12  United States v. Aluminum Co. of America, 148 F.2d 416, 427 (2d Cir. 1945) (Hand, J.). 
 
13  Atari Games Corp. v. Nintendo of America. Inc., 897 F.2d 1572, 1576 (Fed. Cir. 1990) (emphasis 
added). 
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balance set by Congress by limiting IPRs in particular cases where some party believes 
that there is over-protection. 
 

That is not to say that there is not ongoing tension at the intersection of antitrust and 
intellectual property law in the United States.  Issues continue to arise in this area, there is 
substantial litigation, and continued debate, as reflected in cases such as Intergraph Corp. 
v. Intel Corp.,14 and In re Independent Service Organization Antitrust Litig. (CSU, LLC v. 
Xerox Corp.),15 as well as the ongoing hearings being conducted jointly by the U.S. 
Federal Trade Commission and Department of Justice on “Competition and Intellectual 
Property Law and Policy in the Knowledge-Based Economy.”16  The Sections welcome 
the Commission’s continuing participation in the ongoing analysis of the antitrust-IP 
interface. 
 
C.  Fundamental Principles of the IP Guidelines 

 
The IP Guidelines, adopted in 1995, articulate a coherent policy approach and 

state the U.S. government’s enforcement intentions regarding the application of the 
antitrust laws to intellectual property licensing.  While the Sections may not agree fully 
with every detail of the IP Guidelines, we believe that the Guidelines and the experience 
under the Guidelines, provide valuable precedent. 

 
The IP Guidelines, by their terms, apply to “the licensing of intellectual property 

protected by patent, copyright, and trade secret law, and of know-how,” but not to 
trademark licensing.  The Guidelines follow the modern view of the antitrust/intellectual 
property interface: 
 

“The intellectual property laws and antitrust laws share the common 
purpose of promoting innovation and enhancing consumer welfare.  The 
intellectual property laws provide incentives for innovation and its 
dissemination and commercialization by establishing enforceable property 
rights for the creators of new and useful products, more efficient 
processes, and original works of expression. . . . The antitrust laws 
promote innovation and consumer welfare by prohibiting certain actions 
that may harm competition with respect to either existing ways or new 
ways of serving consumers.” 

 
IP Guidelines ¶ 1.0. 
 

                                                 
14  195 F.3d 1346 (Fed. Cir. 1999). 
 
15  203 F.3d 1322 (Fed. Cir. 2000), cert. denied, 121 S. Ct. 1077 (2001). 
 
16  See also T. Muris, Competition and Intellectual Property Policy: The Way Ahead, Remarks 
Before the ABA Antitrust Section Fall Forum (Nov. 15, 2001); R. Pitofsky, Antitrust and Intellectual 
Property: Unresolved Issues at the Heart of the New Economy, Remarks Before the Antitrust, Technology 
and Intellectual Property Conference (March 2, 2001). 
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 As the TTBE Report notes, there are a number of fundamental guiding 
principles underlying the Guidelines.  First, the U.S. agencies apply the same general 
antitrust principles to conduct involving intellectual property as to conduct involving any 
other form of tangible or intangible property.  IP Guidelines ¶ 2.1.  This principle has 
been reinforced by the U.S. courts, most recently in United States v. Microsoft Corp.,17 
where the Court of Appeals for the D.C. Circuit reiterated that “‘Intellectual property 
rights do not confer a privilege to violate the antitrust laws.’  In re Indep. Serv. Orgs. 
Antitrust Litig., 203 F.3d 1322, 1325 (Fed. Cir. 2000).” 
 
 Second, the U.S. antitrust enforcement authorities will not presume that 
intellectual property necessarily confers market power despite the fact that courts 
historically have presumed that intellectual property gives an intellectual property owner 
a legal monopoly and market power.  IP Guidelines ¶ 2.2.  While there is some case law 
to the contrary on this point, the U.S. House of Representatives Judiciary Committee 
Subcommittee on the Courts, the Internet and Intellectual Property held a hearing on 
November 8, 2001 to address “Market Power and Intellectual Property Litigation.”  
Legislation is likely to be introduced which would make it clear that, in any action in 
which the conduct of an owner, licensor, licensee, or other holder of an intellectual 
property right is alleged to be in violation of the antitrust laws, such right shall not be 
presumed to define a market, to establish a market, or to establish monopoly power.  The 
American Bar Association House of Delegates has long endorsed such potential 
legislation in principle.18 
 
 The Sections submit that the lack of any presumption that IPRs confer market 
power is consistent with modern economic theory and fosters the protection of consumer 
welfare by requiring examination of whether, under specific market conditions, an IPR 
holder has market power and whether a license of such an IPR could have 
anticompetitive consequences. 
 
 Third, the U.S. antitrust enforcement agencies recognize that intellectual property 
licensing and cross-licensing can lead to integration with complementary factors of 

                                                 
17  253 F.3d 34, 63 (D.C. Cir.), cert. denied, 122 S. Ct. 350 (2001). 
 
18  In 1990, the House of Delegates of the American Bar Association adopted a policy position, which was 
reaffirmed in 2000, in support of H.R. 469, 101st Cong., a bill to provide that intellectual property rights shall not be 
presumed to define a market or to establish market power in actions under the antitrust laws.  The ABA resolution 
states: "BE IT RESOLVED, That the American Bar Association favors in principle legislation such as H.R. 469, 101st 
Cong., 1st Sess. (1989) (Fish) and S. 270, 101st Cong., 1st Sess. (1989) (Leahy) which provides that intellectual 
property rights shall not be presumed to define a market or to establish market power in actions under the antitrust 
laws; RESOLVED, That the Association recommends such legislation cover specifically the licensing of or refusal to 
license such rights."  See testimony of Norman P. Rosen in "Intellectual Property Antitrust Protection Act of 1989," 
Hearing on H.R. 469 Before the Subcommittee on Economic and Commercial Law of the House Judiciary Committee, 
101st Cong., 2nd Sess., 59-70.  In 1996, the ABA testified in support of H.R. 2674, which had essentially the same 
provisions as H.R. 469.  See testimony of John R. Kirk, Jr., "Intellectual Property Antitrust Protection Act of 1995," 
Hearing Before the Committee on the Judiciary, House of Representatives, Serial No. 75, 104th Congress, May 14, 
1996.  Most recently, Charles P. Baker testified on November 8, 2001 before the Subcommittee on Courts, The Internet 
and Intellectual Property of the U.S. House Judiciary Committee on "Market Power and Intellectual Property 
Litigation" in support of similar legislation. 
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production and more efficient exploitation of the intellectual property, and are typically 
pro-competitive.  IP Guidelines ¶ 2.3.  Thus, U.S. law recognizes that restrictions in 
licenses may allow intellectual property owners to efficiently and effectively exploit their 
intellectual property, by, for example, protecting against free-riding, and may thus serve 
procompetitive ends.  Restrictions may provide intellectual property owners with the 
incentive to invest in commercialization and distribution of products and to develop 
additional applications for their intellectual property.  IP Guidelines ¶ 2.3. 
 
 These principles, together with the characterization of licenses as “horizontal” or 
“vertical” and consideration of whether the effect is to diminish competition that would 
have existed absent the license, guide U.S. antitrust analysis of IP licenses.  IP Guidelines 
¶¶ 3.1, 3.3.  Contrary to the suggestion in the TTBE Report, U.S. law does not respect the 
right of the holder of intellectual property rights “to fully exploit it” by imposing in a 
licensing agreement the restrictions necessary to obtain the full benefit of the intellectual 
property right.  (¶ 46).  While there is case law in the United States that might support the 
idea that a holder of intellectual property has the “right” to obtain monopoly profits, those 
cases reflect the older view of intellectual property as granting “lawful monopolies” 
rather than the more modern view that intellectual property is like other types of property 
in that it grants its holder the right to exclude others, but not necessarily any market 
power.  In any event, U.S. law recognizes that the owner of IP may generally exact 
royalties as high as can be negotiated.19  In this respect, the Sections understand that U.S. 
law may differ from the law in the EU. 
 
 The TTBE Report suggests that if a licensor has a patent on the process of 
manufacturing but not on the product manufactured by the licensee, then fixing the 
licensee’s sales price of the product is illegal price fixing.  (¶ 47).  The TTBE Report also 
suggests that restrictions concerning pricing may be a “rightful way[] of the licensor to 
try to maximise his income from the IPR” and suggests that the IP Guidelines provide 
that “the owner of a product patent may fix in a license to manufacture the licensee’s first 
sales price of the patented product.”  (¶ 54).  In fact, while there is old case law that holds 
that an owner of a patent may condition a single license to manufacture under that patent 
on the fixing of the first sale price of the product produced under that manufacturing 
license, United States v. General Electric Co.,20 that decision has been narrowly 
construed.  And in other arrangements, the IP Guidelines take the clear position that the 
DOJ and FTC “will enforce the per se rule against resale price maintenance in the 
intellectual property context.”  IP Guidelines ¶ 5.2.  The Sections believe that the IP 
Guidelines’ approach, tempered by the U.S. Supreme Court’s ruling in State Oil Co. v. 
Khan,21 applying the rule of reason to maximum resale price fixing, guides current 
counseling on this issue in the United States. 
 

                                                 
19  Brulotte v. Thys, 379 U.S. 29 (1964). 
 
20  272 U.S. 476 (1926). 
 
21  522 U.S. 3 (1997). 
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 The TTBE Report questions the fact that the IP Guidelines “seem largely to 
ignore the competition consequences” of the possibility that the relationship between 
licensees is horizontal by having “a very lenient policy towards territorial restraints as 
long as the licensor and licensee are not competitors.”  (¶ 55, n. 29).  However, in the 
Sections’ view, supported by U.S. judicial precedent and reflected in the IP Guidelines, 
so long as such agreements are between the licensor and licensee, and do not reflect a 
horizontal cartel among the licensees that is imposed upon the licensor, then such 
agreements are appropriately treated as vertical, even if the licensees are horizontal 
competitors. 
 

Part II— 
Strong Reliance on Market Definitions: 

Flexibility of Analysis of Market Structures 
 
A. The TTBE Report’s Proposed Use of Rigid Market Share Tests: 
 The Difficulty of Market Definition 
 

The Sections submit that, while market share tests are useful indicators, they 
suffer from various shortcomings.  In our view, any presumption of illegality based solely 
on market share tests, particularly in the context of intellectual property, disserves the 
goals of innovation and consumer welfare. The Commission’s proposals to use a 
dominance threshold for license restrictions “related to exploitation” for licenses between 
“non-competitors,”22 and a 30% market share threshold for other restrictions between 
“non-competitors,” raise the issue of how “dominance” is defined and how markets are 
defined for purposes of share measurement. Even seasoned experts often disagree on 
market definitions, thus limiting the utility of this proposed approach. 

 
In its Guidelines on Horizontal Cooperation, the Commission identifies three 

possible relevant markets in the case of R&D agreements:  product markets, technology 
markets, and “innovation markets.”  Market definition is especially difficult with regard 
to “R&D/innovation markets,” and with regard to product and service markets in which 
the influence of innovation is expected to be material.  The Sections encourage the 
Commission to consider the adoption of a more flexible approach to market definitions in 
the application of the TTBE and greater caution in defining “innovation markets.” 
 
 More specifically, the Sections respectfully suggest that the Commission give due 
account to the fact that, in the case of new technologies that represent significant 
breakthroughs, market shares may be very high until a competing technology comes onto 
the market.  Second, the Commission should note that definition of the market might 
become a particularly speculative exercise as the focus moves away from existing 
products towards R&D activities.  In this regard, we would urge the Commission not to 
place undue reliance on the approach it adopted with regard to market definition in the 
context of R&D agreements. 

                                                 
22  As we noted in the Executive Summary and discussed in more detail later in these comments, there is also the 
issue of whether the distinction between “non-competitor” and “competitor” is the crucial one. 
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B. Markets Affected: The Theoretical Framework 
 
 The U.S. antitrust authorities believe there are three different theoretical markets 
that may be impacted by any licensing arrangement. 
 

“If a licensing arrangement may adversely affect competition to develop 
new or improved goods or processes, the Agencies will analyze such an 
impact either as a separate competitive effect in relevant goods or 
technology markets, or as a competitive effect in a separate innovation 
market.” 

 
IP Guidelines ¶ 3.2.3 (emphasis added). 
 
 Goods markets comprise goods or services and are the markets with which 
antitrust has been traditionally concerned, such as markets for pharmaceuticals, computer 
chips, or computer services.  An intellectual property arrangement may affect 
competition in the sale of goods by restricting the licensee’s rights to sell or use specified 
goods.  A licensing arrangement may also affect competition in markets for final goods, 
or intermediate, upstream, goods that are used in conjunction with the intellectual 
property to manufacture a final product, by restricting competition that would have 
existed absent the agreement.  IP Guidelines ¶ 3.2.1. 
 
 Technology Markets are markets in which companies compete in the licensing of 
intellectual property. 
 

“Technology markets consist of the intellectual property that is licensed 
(the ‘licensed technology’) and its close substitutes -- that is, the 
technologies or goods that are close enough substitutes significantly to 
constrain the exercise of market power with respect to the intellectual 
property that is licensed.” 

 
“When rights to intellectual property are marketed separately from the 
products in which they are used, the Agencies may rely on technology 
markets to analyze . . . competitive effects. . . .” 

 
IP Guidelines ¶ 3.2.2.23 
 
 “Innovation markets,” sometimes called research and development or R&D 
markets, are markets in which firms compete in research and development, and are the 
most controversial.  The Guidelines explain: 
 

                                                 
23  See, e.g., United States v. Pilkington plc, Civ. No. 94-345 TUC-WDB (D. Ariz. May 25, 1994); 
Montedison S.p.A., 119 F.T.C. 676 (1995). 
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“A licensing arrangement may have competitive effects on innovation that 
cannot be adequately addressed through the analysis of goods or 
technology markets.  For example, the arrangement may affect the 
development of goods that do not yet exist.  Alternatively the arrangement 
may affect the development of new or improved goods or processes in 
geographic markets where there is no actual or likely potential 
competition in the relevant goods.” 

 
IP Guidelines ¶ 3.2.3 (emphasis added).  The Sections have doubts as to whether the 
concept of “innovation markets” reflects sound policy,24 and believe that the concept may 
be prone to abuse.  We urge the Commission to apply this concept cautiously. 
 
C. Application of Flexible Analysis to Specific Proposed  

Uses of Market Share Tests in a Revised TTBE 
 
 1. Joint Ventures Between “Competitors” 
 

The Report concludes (¶ 138) that it is necessary to reconsider the market share 
thresholds in the TTBE regarding licensing agreements relating to a joint venture 
between “competitors” in light of the changes in market share thresholds introduced in 
the new block exemptions Regulations No. 2658/2000 and No. 2659/2000. 

As discussed above, the Sections believe that market share thresholds should be 
incorporated into a more flexible analysis that examines other factors as well.  That being 
said, the Sections agree that it is sound policy to have the market thresholds be consistent 
across block exemptions regarding such closely related subject matter.  The reasons 
supporting particular market share thresholds in Regulations No. 2658/2000 and No. 
2659/2000 also support similar thresholds in a block exemption regarding licenses in 
joint ventures between “competitors.”  The Sections note below (Part II.C.2, Part IV), 
however, that the definition of “competitors” that applies in this context is very 
important. 

2. Proposed Block Exemption for Licenses Between “Competitors” 

The Report proposes a block exemption regarding licenses between “competitors” 
that would apply to situations involving market shares up to 25%, and would contain a 
hardcore list of restrictions that would not be eligible for exemption.  (¶¶ 187-188).  The 
Report also suggests that the exemption may contain a list of conditions that would 
exclude certain restraints from the coverage of the block exemption.  Such a new block 
exemption would create coherence with Regulation 2659/2000. 

                                                 
24  See, e.g., ABA Section of Antitrust Law, Comments on the "Antitrust Guidelines for 
Collaborations Among Competitors" Issued in Draft on October 1, 1999 by the Federal Trade Commission 
and U.S. Department of Justice at p. 16 (February 2000), available at 
http://www.abanet.org/antitrust/collaborations.html. 
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The Sections support the goal of coherence with Regulation 2659/2000.  We also 
agree with a more nuanced approach toward pooling arrangements, cross licensing 
agreements, license agreements relating to joint ventures and restraints that do not relate 
directly to the exploitation of the IPR itself (however the restraints are defined).  The 
Sections support the principle of limiting the prescriptive character of the new regulation 
and concentrating on a limited hardcore list (¶178). 

The Sections urge the Commission to pursue a future block exemption in this area 
that will apply also to multi-party arrangements.  To the extent such an exemption is not 
possible without amendment of Council Regulation No. 19/65, the Sections encourage 
the Commission to seek such an amendment, while in the meantime issuing guidelines 
for multi-party arrangements that are consistent with the approach toward bilateral 
agreements. 

As discussed in further detail below, a fundamental issue in such a future block 
exemption is what types of parties will be considered “competitors” that will be covered 
by the exemption.  For example, if a patent holder grants a license to a party that would 
otherwise be unable to enter the market, and retains the right to practice the patent, so that 
both patent holder and licensee will be market participants using that technology, should 
the license agreement be considered one between “competitors” covered by such a future 
block exemption?  Or should such a license agreement be covered by a future block 
exemption between “non-competitors”?  Or, suppose the parties hold complementary or 
blocking patents, so that neither have been able to enter the market because they either do 
not have all the technology needed or do not have patent clearance.  A license between 
these parties will enable them to enter the market and compete with each other.  Should 
such a license be considered one between “competitors” or “non-competitors”?  Or 
suppose that the parties are competitors in the market place, but hold complementary or 
blocking patents for the next generation products?  Therefore, the Sections suggest that a 
more useful approach is to categorize the licenses themselves as “vertical” or 
“horizontal,” not to consider initially the nature of the parties as “competitors” or “non-
competitors,” and to provide block exemptions of differing scopes to the different types 
of licenses. 

In arrangements where more than a single IPR is involved, such as in the case of 
cross-licenses and pools, the Sections consider an important threshold issue to be the 
relationships among the IPRs involved.  For example, if the IPRs involved are not 
complementary or blocking, then there are the fundamental questions of whether there 
should be any cross-license or pool at all, and whether the arrangement is a pretext for an 
anti-competitive restraint.  Moreover, even if some of the IPRs are complementary or 
blocking, but others involved are redundant or substitutes, there may be an issue of 
whether the underlying IPR scope of the agreement is appropriate.  The context of the 
arrangements, such as the settlement of litigation or a merger, should also be part of the 
analysis. 

For arrangements that include only either complementary or blocking IPRs, the 
Sections support a future block exemption that is limited by a market share threshold up 
to 25% and contains a hardcore list for restrictions which directly or indirectly fix prices 
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or limit output or sales.  However, the Sections believe that, in such arrangements, certain 
exclusivity provisions, including the allocation of territories or customers, may have 
efficiency-enhancing and pro-competitive effects and that, therefore, the allocation of 
territories or customers should not be included in a hardcore list.  In this respect the 
Sections do not believe that less protection to territorial restraints between “competitors” 
in exclusive licensing agreements is appropriate.  Such restrictions might more 
appropriately be treated in the manner in which Article 4 of the current TTBE treats 
certain agreements.  The Sections agree that a list of conditions that would exclude 
certain restraints from the coverage of the block exemption might be appropriate, but are 
unclear as to what such conditions might be. 

In this instance, as in others, as discussed in greater detail below, the Sections 
support the issuance of guidelines to clarify competition policy in situations involving 
market shares greater than the thresholds provided in the block exemption regulation. 

3. Proposed Block Exemption for Licenses Between “Non-Competitors” 

The TTBE Report considers a future block exemption for licensing agreements 
between “non-competitors” that is far broader in scope than the existing TTBE.  The 
Sections support such a broader exemption, subject to our reservations (discussed below) 
regarding the categorization of “non-competitors.” 

 
Of paramount concern in the approach proposed in the TTBE Report is the 

determination of whether a particular licensing agreement is between “competitors” or 
“non-competitors” that is covered by the proposed exemption.  The Report notes the 
broad definition of “competitors” in Article 10(17) of the TTBE (¶ 43), and then sets 
forth the Commission's view of what constitutes “vertical” licensing agreements (¶ 125): 
 

- The licensor does not exploit the technology itself, i.e. he is present 
only in the relevant technology market, and the licensee does not operate 
as a supplier in the relevant technology market.  In that situation, the 
parties operate, for the purposes of the agreement, at different levels of the 
economic process and are therefore in a purely vertical relationship. 
 
- The licensor does exploit its technology, i.e. he is present on both 
the relevant technology and product market, while the licensee does not 
operate in either market.  Also in this situation, the license does not 
remove any competition which could have taken place between the 
licensor and the licensee absent the license. 
 
- The licensor and the licensee were producing competing products 
before the innovation but the licensed manufacturing process or patent 
product represents such a sweeping breakthrough that there would no 
longer be any competition between them absent the license.  This situation 
may also be regarded as vertical in nature. 
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- The IPRs owned by the licensor and the licensee are in a mutual 
blocking position. 

 
As noted in the TTBE Report (¶ 126), the TTBE treats the third and fourth 

examples as being “horizontal” in nature.  The re-assignment of the latter two categories 
to the “vertical” class represents a significant narrowing of the definition of “competitor” 
when compared to the definition currently contained in the TTBE.  The Sections support 
such a narrowing of the definition of “competitor” in principle, subject to our concerns 
over the use of the categorizations of “competitor” and “non-competitor.”  The Sections 
submit that an analysis of the competitive interplay, vel non, between the technologies, is 
preferable to a rigid rule regarding this issue. 

 
For example, one issue raised by the third category concerns what is meant be a 

“sweeping breakthrough.”  It may be difficult for the parties to know in advance whether 
a given technology represents a “sweeping breakthrough,” particularly when the 
technology has yet to be exploited on the market.  In the Sections’ view, the fact that a 
process or product appears to be a sweeping breakthrough is a relevant and important 
factor in the analysis, but the key question remains whether the old technology continues 
to be competitive with the breakthrough.  The similar test of “far superior” in the IP 
Guidelines has raised similar questions in the United States. 
 
 Moreover, with regard to the fourth category, the Sections respectfully question 
whether this would be meaningful in practice.  In the majority of cases, a mutual blocking 
position would suggest that the licensor and licensee are competitors as it is likely that 
their technologies overlap.  In some cases, however, they may have mutual blocking 
positions because of the complementary relationship of the two technologies, i.e. each is 
essential for the operation of the other.  In such cases, mutual blocking positions are not 
necessarily indicative of a competitive relationship. 
 

Under the approach proposed in the TTBE Report, the specific treatment for 
licensing agreements between “non-competitors” would depend on whether the restraints 
relate to the exploitation of the licensed IPR.  It is clear that restraints that relate to the 
exploitation of the licensed IPR include territorial, customer, and field of use restrictions, 
and that restraints that do not relate to the exploitation of the licensed IPR include tying.  
How other types of restrictive clauses would be categorized is unclear.  The Sections 
submit that the Commission should clarify the types of practices and clauses that will be 
regarded as related to the exploitation of licensed IPR and those that will be regarded as 
not related to the exploitation of licensed IPR, and the basis for such a classification 
leading to distinctive treatments under the competition laws.  In all cases, if market share 
thresholds and dominance thresholds are adopted, the Sections agree with the Report that 
the withdrawal mechanism should be maintained. 
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a. Restraints that do not relate to  
the exploitation of the licensed IPR 

 
Subject to further clarification regarding the scope of restraints that relate to the 

exploitation of licensed IPR versus restraints that do not relate to the exploitation of 
licensed IPR and to further clarification of the basis for any distinction in treatment 
between these two categories of restraints, the Sections believe that there is substantial 
merit in treating tying arrangements and restraints that are analogous to tying 
arrangements concerning IPR in the same manner as such restraints are treated in the 
block exemption for vertical agreements.  We believe that this is a significant step in the 
right direction.  Such restraints would be subject to:  (i) a thirty percent (30%) market 
share threshold; (ii) certain hardcore restrictions; and (iii) certain conditions.  The 
Sections urge a more flexible approach to market definition, as discussed above.  As 
noted in the TTBE Report, for restraints that do not relate to the exploitation of the 
licensed IPR, this approach would “create coherence" with the block exemption for 
vertical agreements, a consistency that the Sections regard as an important goal. 

 
According to the TTBE Report, compared to the current TTBE, the proposed 

exemption would exempt restraints currently in the “black” or “grey” lists up to the 
specified market share.  Again the Sections would support such a market share approach, 
subject to it being applied in a flexible manner, as discussed above.  The Sections do not 
support the alternative discussed in the Report, under which those restraints would simply 
not be covered in the new exemption. 
 

b. Restraints that relate to 
the exploitation of the licensed IPR 

 
The TTBE Report notes that the block exemption for restraints that relate to the 

exploitation of the licensed IPR could include a limited hardcore list composed of certain 
pricing restrictions and possibly certain territorial restraints.  The block exemption could 
also contain conditions under which certain restraints would be excluded, which are 
referred to as “severability.”  The Sections are unclear as to what such “conditions” might 
be that could trigger exclusion, and urge the Commission to clarify this area if it should 
adopt a block exemption incorporating them. 

 
The TTBE Report suggests that restraints that relate to the exploitation of the 

licensed IPR, such as territorial, customer and field of use restraints, would be subjected 
to a dominance threshold under the proposal presented in the Report.   The Report 
reasons that a dominance threshold would be necessary for restraints that relate to the 
exploitation of the licensed IPR, because of the requirement in Article 81(3), and "to take 
account of possible foreclosure risks."  (¶ 186).  The dominance threshold would only 
apply to restraints covered by the broad scope of Article 81(1). 

 
The Sections support a “dominance” threshold approach, subject to the need to 

provide for flexible market definition analysis, as discussed above.  However, the 
Sections do not believe that this “dominance” threshold should necessarily differ from the 
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market share threshold that will be applied to other types of restraints, because, based on 
our analysis presented here, we do not believe that a distinction in treatment of restraints 
based on a distinction of their “relationship” to the exploitation of the licensed IPR is a 
valid one. 

 
A more limited "hardcore" list would be provided in such an exemption, based on 

the hardcore list in the vertical block exemption, that also takes into account “the specific 
characteristics of licence agreements."  (¶ 186).  The TTBE Report is considering no 
longer regarding as per se illegal “quantity restrictions, certain customer restrictions and 
maximum and recommended prices."  (¶ 186).  The Sections support the creation of a 
clearly defined, more limited “hardcore” list based on the vertical block exemption, and 
provision for taking into account the specific characteristics of license agreements.  The 
Sections also support the removal of certain customer restrictions, as well as maximum 
and recommended prices, from the hardcore list. 

 
 

Part III— 
Monopolization Versus Abuse of Dominant Position: 

Fundamental Statutory Differences 
 
 The Sections submit that important differences between the U.S. and EU 
approach to assessment of anticompetitive effects generally, and the appraisal of such 
effects in technology transfers in particular, flow in part from differences in statutory 
language and construction.  In the United States, what is condemned is the act of 
“monopolization,” while in Europe, what is condemned is “abuse of a dominant 
position.” 
 

The offense of monopolization under U.S. law requires both the possession of 
monopoly power and “the willful acquisition . . . of that power as distinguished from 
growth or development as a consequence of a superior product, business acumen or 
historic accident.”25  It is not sufficient to demonstrate that a firm obtained a monopoly 
position if it did so through “. . . superior skill, foresight, and industry.”26  While antitrust 
law abhors monopoly power because of the danger that it will lead to higher prices, lower 
output, poorer quality, and less innovation, it is recognized that a firm that competes 
through lower prices, higher output, better quality or more innovation may well thereby 
achieve or maintain a monopoly.  It is fundamental under U.S. antitrust law that “[t]he 
successful competitor, having been urged to compete, must not be turned upon when he 
wins.”27 

 

                                                 
25  United States v. Grinnell Corp., 384 U.S. 563, 570-71 (1966). 
 
26  United States v. Aluminum Co. of America, 148 F.2d 416, 430 (2d Cir. 1945). 
 
27  Id. 
 

 
WDC 311924v9 

19



In the context of IP licenses, U.S. antitrust law recognizes that a patent or other 
IPR may convey monopoly power, but that the mere existence of such power resulting 
purely from IPR that is properly acquired, without other conduct, is not per se suspect 
and is not a basis for antitrust enforcement.  The simple possession of market power, 
whether derived from IPRs or otherwise, does not ipso facto violate the antitrust laws.  
Instead, the same analysis under the antitrust laws is applied to the acquisition, 
maintenance or exercise of monopoly power, whether or not IPRs are involved.  
Therefore, where there is monopoly power derived from the IPR, restrictive clauses in 
licenses of such IPR should be viewed with caution.  However, care must also be taken to 
ensure that innovation is not discouraged in developing standards for restrictions in such 
licenses.  And when there is no monopoly power derived from the IPR, and the license of 
such IPR is a “vertical” one, then there is little cause for concern generally from 
restrictive clauses in such licenses.  The approach in the IP Guidelines is generally that 
restraints in “vertical” licenses should be treated as vertical restraints generally; those in 
contexts of little market power generally raise few concerns while those in contexts of 
market power may require closer scrutiny but may nonetheless often be inoffensive. 
 
 In the Sections’ view, greater clarification of what conduct constitutes an “abuse” 
of a dominant position would be beneficial, especially in “innovation markets,” where 
first-movers may gain a dominant position by virtue of the introduction of new 
technology to a given market. 
 

Part IV— 
Horizontal versus Vertical Characterization 

 
 The U.S. approach to intellectual property licensing flows directly from its 
analysis as to whether in a given situation the licensing arrangement is horizontal or 
vertical, and from its approaches to horizontal and vertical restraints.  The distinction 
between horizontal and vertical relationships is significant in the analysis of intellectual 
property licensing restrictions.  While a license between firms with competing technology 
would be considered horizontal, most intellectual property licenses are considered 
vertical.  The IP Guidelines recognize that even among direct competitors, the intellectual 
property relationship may be vertical.  For instance, if technology protected by the 
intellectual property is “far superior” to a competitor’s technology and the competitor is 
not likely to develop a competing technology in the absence of the license, the 
relationship may be considered vertical.  IP Guidelines, Example 5. 
 
 Competitive concerns may arise where an arrangement harms competition among 
entities that would have been actual or likely potential competitors in the absence of the 
license.  Antitrust concerns are far less likely where licenses do not interfere with 
competition that would likely have taken place absent the license.  IP Guidelines ¶ 3.1.  A 
license between horizontal competitors may raise competitive concerns because it may be 
used to conceal collusive behavior such as an agreement to allocate markets.  More 
generally, restrictions in licenses among competitors may increase the likelihood of 
coordinated interaction in the market.  It would not be correct, however, to suggest that 
the IP Guidelines “are mainly worried about sham license arrangements intended to cloak 
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a cartel.”  (¶ 50).  The risk of such behavior depends upon market structure, including 
concentration, barriers to entry, and other market characteristics that bear upon the ability 
of market participants to collectively exercise market power.  IP Guidelines ¶ 4.1.1. 
 
 The IP Guidelines establish two safe harbors or “safety zones” for “horizontal” 
intellectual property licenses.  The agencies will not, absent extraordinary circumstances, 
challenge a restraint in an intellectual property license agreement if the restraint is not 
one that is “facially anticompetitive” and normally warrants per se treatment (such as 
price fixing or market allocation), if: 
 

•  the parties to the license collectively have a market share of 20 percent or less 
in each of the relevant markets affected by the restraint.  IP Guidelines ¶ 4.3; 
 

 or 
 

•  for purposes of technology or “innovation” market analysis where market data 
is unavailable or does not accurately represent competitive significance, there 
are four or more independent entities that are not parties to the license that 
compete in the respective technology or “innovation” markets. 

 
The more recent joint venture guidelines provide a slightly wider safety zone for research 
and development competition analyzed in terms of “innovation markets”: 

 
“Absent extraordinary circumstances, the Agencies do not challenge a 
competitor collaboration on the basis of effects on competition in an 
innovation market where three or more independently controlled 
research efforts in addition to those of the collaboration possess the 
required specialized assets or characteristics and the incentive to engage 
in R&D that is a close substitute for the R&D activity of the 
collaboration.” 

 
DOJ/FTC Antitrust Guidelines for Collaborations Among Competitors, 4 Trade Reg. 
Rep. (CCH) ¶ 13,161 (April 2000). 
 
 Where a license is vertical, rather than horizontal, the principal concerns are that 
the license may foreclose access to a necessary input or raise rivals’ costs or may 
facilitate coordination among competitors.  IP Guidelines ¶ 4.1.1. 
 

In sum, the Sections submit that differences in the identification of the relevant 
relationship and their characterization for antitrust analysis as “vertical” or “horizontal” 
persist between U.S. and EC practice, frequently leading to significant consequences.  
The Sections commend to the Commission the approach adopted in the IP Guidelines, 
which recognize that IP licenses between horizontal competitors are often properly 
analyzed as vertical licenses, and the potential competitive effects of a license in a given 
market and the relationships among the IPRs involved, not the fact that the licensor and 
licensee may compete, should inform the characterization decision.  The key question 
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under U.S. analysis is whether the licensing agreement eliminates competition that would 
have existed in the absence of the license.  The TTBE Report in fact notes (¶186) that 
such a question is crucial in analyzing at least some licenses. 
 

Part V— 
Broadening the Scope of the Exemption Under the TTBE 

 
 As noted above, the Sections generally support the TTBE Report’s proposed 
broadening of the coverage of the block exemption for technology licenses.  As discussed 
in detail below, the Sections not only support the expansion of the exemption specifically 
proposed in the Report, but others as well. 
 
A. Non-Exclusive Licenses 
 
 The Sections support the extension of the scope of the TTBE to include non-
exclusive licenses.  Such licenses rarely raise competition concerns, and their exclusion 
from the TTBE creates an unnecessary administrative burden for those who decide to 
notify their agreements to the Commission for approval, and undesirable uncertainty for 
those who do not. 
 
B. Exclusive Licenses 
 
 The Sections support the suggestion made in the TTBE Report to revise the 
approach towards exclusive licenses to include not only those where the exclusivity is 
linked to a territory, but also where it is linked to a specific field of use or customer 
group.  (¶ 117).  In all three cases, exclusivity serves to protect the licensee against 
competition from the licensor or other licensees, enhancing its incentive to accept and 
exploit a license.  Similarly, in all three cases, an exclusive license allows the licensor to 
retain residual rights outside the scope of the license, which it could exploit itself or 
license to other licensees. 
 
 For the reasons set forth in the TTBE Report and subject to the points set forth in 
the section of these comments regarding the proposed block exemption for licenses 
between “non-competitors,” above, the Sections agree with an approach that would treat 
exclusive licenses differently according to whether they are entered into by “competitors” 
as opposed to “non-competitors.”  (¶¶ 121-131).  Clearly, a critical issue in this respect 
will be where to draw the line between “competitors” and “non-competitors.” 
 
C. Multi-Party Licenses 
 

The TTBE Report notes that the TTBE covers only bilateral license agreements.  
However, multi-party licenses have become increasingly important for industry.  (¶¶ 132-
135).  The Report notes that multi-party licenses may be pro-competitive or anti-
competitive, depending on the circumstances.  It asks whether, and to what extent, multi-
party licensing agreements should be covered by a revised block exemption. 
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The Sections agree with the TTBE Report that multi-party licenses are significant 
factors in the market place, and that they are often pro-competitive.  (¶ 133).  They also 
believe that the omission of such licenses from the TTBE may have limited the 
usefulness of the TTBE and have increased the burden on the Commission and parties 
with notifications of agreements that are clearly pro-competitive. 

The Sections support a revised block exemption that covers multi-party licensing 
agreements.  The TTBE was intended to encourage the dissemination of knowledge and 
innovation, promote competition, and stimulate investment in the EU marketplace.  The 
Sections believe that including multi-party agreements in a future block exemption is 
consistent with these goals. 

Fundamentally, there are no analytical reasons not to extend coverage of the 
TTBE to multi-party licenses.  Whether more than two parties are involved in an 
arrangement is not dispositive to the analysis of the competitive effects of the 
arrangement.  The key questions that must be answered regarding the competitive impact 
of a license do not turn so much on the number of parties or even perhaps the nature of 
the parties involved, as on the type of agreement at issue and on the relationships among 
the technologies that are the subjects of the licenses. 

Efficiency-enhancing and pro-competitive effects are likely when a licensing 
arrangement brings together complementary inputs or clear blocking positions.  This is 
the case whether it is a bilateral or a multi-party license.  Similarly, agreements that 
require cross licenses at minimal cost or on an exclusive basis may have anti-competitive 
effects whether or not they are bilateral or multi-party agreements.  Moreover, licenses 
that cover mainly competing technologies, i.e., technologies that are substitutes for each 
other, may have anti-competitive effects or enable anti-competitive conduct such as price 
fixing.  (¶ 134).  However, the Sections are unclear on what the TTBE Report 
contemplated in commenting that multi-party licenses involving “non-competitors” may 
have anti-competitive effects.28  In any event, the potential anti-competitive impact of all 
such agreements is not based on their multi-party versus bilateral status. 

Therefore, the Sections support covering multi-party licenses in the same manner 
as bilateral licenses are covered, in any revised block exemption.  There is no reason for 
the Commission to treat multi-party licenses fundamentally differently from bilateral 
licenses.  The Sections recognize that a block exemption addressing multi-party licenses 
may require an amendment to Council Regulation No. 19/65.  It is certainly desirable to 
have the Commission’s position regarding multi-party licenses be established with the 
same authority as its position on bilateral licenses.  We encourage the Commission to 

                                                 
28  It is true that a license pool may grant an exclusive license to a third party of all the technology in the pool, 
thus perhaps giving the third party market power as a result of exclusive access to this pooled technology that the 
licensee’s competitors lack.  However, this is a function of how the pool is operated vis-à-vis third parties, and not a 
function of the creation of the pool itself.  It is also true that a patent pool may make it more difficult for others who are 
not members of the pool or who do not have access to the technology in the pool to enter a market in which the pooled 
technology competes.  In those situations, the “outsiders” may need to accumulate a comparable technology portfolio 
before being able to enter the market.  Again, this effect is more the result of the nature of the license and the parties 
rather than the number of parties. 
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seek such an amendment to the Council Regulation to achieve that authority.  However, 
in the meantime, the Sections see no reason for the Commission not to offer guidance in 
this area in Commission guidelines. 

D. Cross-Licensing and Bilateral Pools 
 

The TTBE Report notes that the TTBE treats bilateral pools involving “non-
competitors” more severely than cross-licenses between “non-competitors,” and covers 
cross-licensing and pooling arrangements between “competitors” only if the parties are 
not subject to any territorial restrictions.  (¶¶ 136-137).  The Report asks whether this 
differentiation between cross-licenses and bilateral pools between “non-competitors” and 
this singling out of geographic restrictions is justified. 

Initially, the Sections note that parties may hold non-competing, complementary 
technology, but be competitors.  In those circumstances, it may actually be the cross-
license or bilateral pool that enabled the parties to become competitors.  Therefore, in the 
context of cross-licenses and pools, the relationships of the technologies involved in the 
arrangement may be more important in the competition analysis than the relationship of 
the parties as competitors or non-competitors.  An arrangement involving complementary 
technologies may need to be viewed differently than an arrangement involving blocking 
patents or rival/competing patents, and agreements regarding blocking patents may need 
to be considered separately from those regarding rival patents.  These issues are discussed 
in greater detail above. 

The Sections agree that whenever two or more intellectual property rights owners 
license each other or jointly license third parties under their respective intellectual 
property rights, such agreements may be termed “patent pools” or “cross-licenses” 
without material analytical distinctions.  Therefore, we agree that the more severe 
treatment of bilateral pools under the TTBE is unjustified. 

Moreover, we believe that pools, particularly bilateral pools, and cross-licenses 
involving non-competing technologies should be covered by a block exemption, even if 
exclusive territories are granted in the arrangements.  For example, in the context of 
purely two-party cross-licenses or pools that involve only complementary patents, it is 
unclear in what circumstances the grant of exclusive territories to the parties in the cross 
license or to third parties by the pool would give rise to anti-competitive effects that 
would consistently outweigh any efficiencies or pro-competitive effects.  In any event, 
the Sections agree that there is little basis to emphasize this one aspect of territorial 
restrictions over other provisions in the arrangements that may have comparable 
competitive effects. 

E. Tying 
 
The Sections welcome the significant movement shown in the TTBE Report in 

considering efficiencies resulting from tying as well as the anticompetitive effects and the 
proposal to extend the TTBE to tying in licensing agreements between “non-
competitors,” provided that the licensor's market share does not exceed thirty percent 
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(30%).  (¶¶ 161-164).  While there may be debate over the appropriate market share 
threshold, and subject to the need to apply a flexible approach to market definition as 
discussed above, this proposed approach is, in the Sections’ view, the wiser one. 
 

As noted in the TTBE Report, historically the Commission and the European 
Court of Justice have taken a negative view of licensing of a patent conditioned upon the 
licensee's agreement to purchase non-patented products without considering possible 
efficiencies resulting from tying.  The Report refers to the European Court of Justice's 
1996 decision in Windsurfing, which upheld a Commission decision condemning such a 
license, and then provides the basis for greater flexibility.  The Report notes that 
European Court of Justice in its Windsurfing decision held that "'the obligation arbitrarily 
placed on the licensee only to sell the patented product in conjunction with a product 
outside the scope of the patent [was not] indispensable to the exploitation of the patent' 
and, for that reason, fell under Article 81(1)."29  The Report then reasons that since the 
decision did not discuss the applicability of Article 81(3), the decision "does not 
prejudice" considering possible efficiencies resulting from tying under Article 81(3). 
 

The Sections agree with the observation in the TTBE Report that the "net 
competitive effects of tying generally depend on the degree of market power that the 
licensor has in the relevant technology and product markets."  The Report notes that 
"tying may be harmful when a licensor with market power uses this restraint to extend 
this power from the tying product market to the tied product market, so as to foreclose 
rivals in the second market or to obtain supra-competitive prices."  (¶ 162). 
 

After noting that the block exemption for vertical agreements, Reg. No. 
2790/1999, "exempts tying between non-competitors up to a 30% market share 
threshold," the TTBE Report suggests that "tying" between “non-competitors” be 
removed from the grey list and included in a block exemption with a market share 
threshold.  (¶ 164).  The Sections believe that such a block exemption would be a 
significant improvement.  The Commission should provide additional guidance for 
determining whether a particular tying restraint where the market share threshold is 
exceeded would be condemned under EU competition law. 
 
F. Grant-Back Clauses 
 

The Sections welcome the significant movement shown in the TTBE Report's 
proposal to extend the TTBE to non-reciprocal and certain exclusive grant-back clauses.  
(¶¶ 165-168).  Non-exclusive reciprocal grant-back obligations between licensor and 
licensee are currently covered by the TTBE, but non-reciprocal grant-back obligations on 
the licensee and exclusive grant-backs for severable improvements are on the “grey” list.  
The Report notes such clauses may "promote innovation and subsequent licensing of the 
results of the innovation" or "harm competition if they reduce significantly the licensee's 
incentive to invest in improving the licensed technology."  The Sections believe that non-
exclusive, non-reciprocal grant-back obligations should be covered by an exemption, and 

                                                 
29  Case 193/83, ECJ Report 1986, p. 611. 
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that certain types of exclusive non-reciprocal grant-backs should also be considered for 
coverage under a block exemption. 
 
G. Output Restrictions 
 
 The Sections support an approach that exempts output restrictions between “non-
competitors,” but not those between “competitors.”  In this regard, the TTBE Report 
suggests that quantity restrictions agreed between “non-competitors” may restrict 
competition by reducing the incentive of licensees to compete with each other.  (¶ 149).  
This concern seems misplaced in that, without the license, there would have been no 
competition between licensees in the first place. 
 
H. Site Licenses 
 
 For the same reasons as relates to output restrictions, the Sections support an 
approach that exempts site licenses between “non-competitors,” but not as between 
“competitors.”  (¶¶ 152-153). 
 
I. Non-Compete Clauses 
 
 The Sections support the exemption of a non-compete obligation imposed on a 
licensee in the context of an agreement between “non-competitors” so long as such an 
obligation would not result in significant foreclosure effects.  A non-compete can have a 
positive effect on competition because a licensor might be unwilling to license its 
technology if it did not have adequate assurance that its “technology would not benefit 
the production and commercialisation of competing products.”  (¶ 157).  The effect of a 
non-compete clause is that the licensee would be committed to exploiting the licensor’s 
technology rather than that of a rival.  This assurance would seem to be more important 
in the case of technology transfers than in the case of some other kinds of vertical 
agreements because the licensee is often required to make significant investments in 
machinery and equipment needed to exploit the licensed technology. The non-compete 
clause offers the licensor some assurance that the licensee will be devoting its scarce 
capital resources to exploiting the licensor’s technology and not that of a competitor.  In 
addition, if a licensee is allowed to use a competing technology, this creates a risk that the 
licensee could use its knowledge of the licensed technology to become a competitor of 
the licensor or benefit a competitor of the licensor. 
 
 The exemption of non-compete obligations between “non-competitors” would 
also result in a more coherent treatment of these obligations.  Under the current TTBE, 
non-compete obligations are black-listed, but it is permissible for the licensor to require 
the licensee to produce a minimum quantity of the licensed product and to use its best 
endeavors to exploit the licensed technology.  If these latter obligations are included in an 
agreement between “competitors” and have the effect of a non-compete, the Commission 
is empowered to withdraw the benefit of the block exemption, but, otherwise, they are 
permissible.  As a practical matter, this means that, in agreements between “non-
competitors,” licensors can use minimum quantity and best endeavors obligations to 
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achieve virtually the same effect that they could achieve with a straightforward non-
compete obligation.  This creates the anomalous situation whereby the TTBE permits 
licensors to do indirectly what they cannot do directly. 
 
 The Sections believe that non-compete provisions should be exempted for the 
term of the agreement.  Under Regulation 2790/1999, non-compete obligations are 
exempted for a period of five years.  The Vertical Restraints Guidelines, however, 
recognize that non-compete obligations are justified for the life of the agreement in the 
case of transfers of know-how on the grounds that, once the know-how is transferred, it 
cannot be taken back and the licensor may not want it to be used by or for its competitors.  
The Sections also respectfully submit that non-compete obligations that extend beyond 
the term of a license should not be included in a hard-core list of restrictive practices. 
 
 The TTBE Report suggests that there may be less justification for a non-compete 
obligation with respect to R&D activities than with respect to the use of a competitor’s 
technology or the distribution of competing products.  The Sections believe that a non-
compete obligation imposed on a “non-competitor” licensee with respect to R&D 
activities in the field unconnected with that of the licensed technology would not be 
justified because this would harm innovation and would not give rise to offsetting 
efficiencies.  In contrast, a non-compete obligation with respect to R&D activities in a 
connected field would seem to be justified on the grounds that it would oblige the “non-
competitor” licensee to concentrate its activities within the field on exploiting the 
licensed technology and it would minimize the risk of the licensee misappropriating the 
licensor’s technology.  Moreover, it is questionable whether a restriction on the licensee’s 
R&D activities in a field connected to that of the licensed technology would harm 
innovation because, as the licensee would not be a “competitor,” it would seem much less 
likely to be undertaking significant research in the field covered by the license when 
compared to competitors already active in the field. 
 
 The Sections believe that non-compete obligations contained in agreements 
between “competitors” should not be exempted, subject to our concerns relating to how 
“competitors” are defined.  Such obligations between “competitors” not only limit 
competition on product markets, but could stifle innovation, and should continue to be 
regarded as hard-core non-exempt clauses. 
 
J. No-Challenge Clauses 
 
 On balance, the Sections believe that the positive effects of no-challenge clauses 
outweigh any negative effects that they may have, and, accordingly, they should be 
exempted under a revised TTBE.  As recognized in the TTBE Report, no-challenge 
clauses may have negative effects on competition in that they could allow licensors to 
charge royalties for IPRs that are invalid, thus leading to higher prices for the licensed 
products.  Licensees are often in the best position to challenge the validity of the licensed 
technology, and allowing licensees to challenge invalid IPRs could enhance competition 
in the market. 
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 No-challenge clauses also have pro-competitive effects.  In particular, they could 
encourage licensors to license their technology in the first place because they will no 
longer need to be concerned about the risk of challenges from the licensee.  As noted in 
the Report, smaller licensors dealing with large licensees may be particularly concerned 
about this risk.  The smaller licensor may not have the resources to engage in protracted 
litigation to protect its IP rights. 
 
 When considered in the overall context of today’s economy, the removal of the 
protection offered to licensors by no-challenge clauses could have a chilling effect on 
innovation and the dissemination of technology that would seem to outweigh concerns 
over licensors using no-challenge clauses to protect invalid IPRs.  The scenario of the 
small licensor and the large licensee is becoming much more common, and the inability 
of licensees to protect themselves in such situations may discourage them from licensing 
their technology or from investing in research and development activities at all.  
Moreover, preventing the licensee from challenging the validity of the licensed 
technology does not mean that such challenges will not be mounted by competitors or 
other third parties.  In fact, licensees often do not have any interest in challenging the 
licensed technology because the licensed IPRs may serve to protect the licensee from 
competition in its market. 
 
 We do not believe that the approach to no-challenge clauses adopted in the R&D 
Block Exemption Regulation of allowing the licensor to terminate the license in the event 
of a challenge adequately addresses the licensor’s concern over possible challenges.  
While such a clause may discourage frivolous challenges by licensees, it does not protect 
the licensor who has given the licensee access to its technology only to find that the 
licensee turns around and uses its knowledge of the licensed technology to mount a 
challenge to its validity.  From this perspective, once the licensor grants the license, the 
damage is largely done.  
 
K. Customer Restrictions and Field-of-Use Restrictions 
 
 As noted in Parts II.C.3 and V.B, above, and subject to the points made therein, 
the Sections support the extension of the TTBE to cover customer restrictions and field-
of-use restrictions. 
 

Part VI— 
Territorial Restrictions 

 
 In addition to the broader question of whether a revised TTBE should cover field 
of use and customer restrictions in addition to territorial restrictions, the Report raises the 
question of whether the treatment of territorial restrictions should be revised.  The 
Sections support the continued inclusion of territorial restrictions within a revised TTBE, 
and address these restrictions in a separate part of these comments because of the 
Commission’s historically strong aversion to such clauses. 
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The Sections acknowledge the historical importance of the Commission’s 
concerns regarding such restrictions, in light of the duty to integrate the market.  
Respectfully, the Sections submit that integration has progressed sufficiently, and the 
permissibility of territorial restrictions is so often necessary to provide appropriate 
incentives to the spread of new technologies and products incorporating such 
technologies, that the general disfavor with which such clauses have been viewed under 
EC competition law is no longer appropriate. 
 

Under the current TTBE, the licensor may prevent a licensee from actively 
seeking customers in territories reserved for other licensees, and from making so-called 
“passive” sales -- i.e. sales in response to unsolicited requests from customers located in 
territories allocated to other licensees -- for a period no longer than five years from the 
date the licensed product was first put on the EU market by one of the licensees.  The 
Report notes that this restriction on passive sales is out of line with the approach adopted 
by the Commission in the field of vertical restraints because Regulation 2790/1999 does 
not allow any restriction to be placed on passive sales. 
 
 The Sections recognize, as do the IP Guidelines, that “intellectual property may in 
some cases be misappropriated more easily than other forms of property.”  Therefore, 
while the antitrust principles that apply to a licensor’s grant of various forms of 
exclusivity to and among its licensees should in general be similar to those that apply to 
comparable vertical restraints outside the licensing context, restrictions that might be 
anticompetitive in other contexts may indeed be justified in intellectual property 
licenses.30  The Sections would not support bringing the treatment of licenses in this 
respect in line with the approach adopted by the Commission relative to vertical 
restraints. 
 

More broadly, the Sections urge the Commission to provide to IP licenses 
consistent treatment across territorial, field of use and customer restrictions and other 
vertical non-price restraints, both in scope and in duration. 
 

Part VII— 
Procedural Rules and Substantive Guidelines 

 
The Sections respectfully submit that the proposed revisions to the TTBE, 

coupled with the contemplated modernization of the application of Articles 81 and 82, are 
likely to create significant burdens on firms doing business in the Community, both 
administratively and in becoming familiar with the changes in the law.31  The Sections 
request that the Commission consider the adoption of detailed procedural rules for the 
application of the new TTBE, and transparent substantive criteria and guidelines for its 
application. 

                                                 
30  See IP Guidelines § 4.1.2.  However, the Sections are not suggesting that territorial restrictions or other 
vertical restraints, outside the IP context, should be excluded from any block exemption. 
 
31  As the Report noted (¶ 81), most comments received in response to the Commission’s questionnaire indicated 
that the adoption of guidelines would be welcomed. 
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The Sections note that the Commission has adopted Guidelines accompanying 

Commission Regulation No. 2790/1999 for vertical agreements, No. 2658/2000 for 
specialization agreements and No. 2659/2000 for R&D agreements.  The Report suggests 
(¶178) that the new competition rules for licensing agreements also could take the form 
of a block exemption coupled with guidelines.  We urge the Commission to adopt this 
approach.  The need for procedural clarity and uniformity is particularly acute in light of 
the proposed modernization, and decentralization of the application of Articles 81 and 82.  
To avoid renationalization of competition policy,32 the Commission should promulgate 
clear procedural rules and transparent substantive guidelines for the application of the 
TTBE throughout the Community. 

 
Some of the topics that would be particularly helpful to business people and 

practitioners to have covered in guidelines include: (1) multi-party licenses; (2) situations 
where market shares involved exceed the thresholds covered by the block exemption, 
particularly where a dominant position might be involved along with tying or exclusivity 
provisions; and (3) restraints that will no longer be per se illegal, such as quantity 
restrictions, customer restrictions, maximum and recommended prices, and territorial 
restraints.  To the extent a block exemption covering a particular topic, such as multi-
party agreements, cannot be achieved without amendment of a Council Regulation, then 
it is even more important that guidelines be issued to provide transparency as to 
Commission policy and analytic approach. 
 
 

Conclusion 
 

 The Sections again thank the Commission for providing this opportunity to 
comment on the TTBE Report.  We would be pleased to respond to any questions the 
Commission may have regarding these comments, or to provide any additional comments 
or information that may be of assistance to the Commission. 

                                                 
32 We note and agree entirely with the statement in the Commission’s press release of September 27, 2000, 
IP/00/1064, that “as the European Parliament has stated on many occasions, greater decentralization must under no 
circumstances lead to any renationalisation of competition policy. . . .” 

 
WDC 311924v9 

30



UNILATERAL TECHNOLOGY SUPPRESSION:
APPROPRIATE ANTITRUST AND

PATENT LAW REMEDIES

Yee Wah Chin*

This article reviews some of the antitrust and patent law remedies for
improper unilateral suppression of technology and considers what the
appropriate remedy under these laws should be, if any, in the particular
context of the refusal both to use and to permit others to use patent
rights.1 It concludes that there is little reason to change the current law:
a patent holder that is the inventor or the employer of the inventor is
free simply to withhold the patented technology from the marketplace,
while a patent holder that acquired its know-how by acquisition, assign-
ment, or license may be subject to antitrust challenge if it has accumu-
lated market power along with the patent rights and withholds that
technology from the marketplace in a manner that unreasonably
restrains competition.

I. CURRENT LAW

Presently, there is little remedy under the patent laws if the only activity
by a holder of rights to some technology is to withhold the technology
from the marketplace by not developing it and not licensing others to
develop it. The crux of the rights granted under the patent law is “the
right to exclude others from making, using, offering for sale, or selling
the invention . . . or importing the invention . . . from using, offering

*Member of the New York Bar. The author appreciates very much the comments of
the editors on the drafts of this article.

1 Technology may also be suppressed unilaterally by other methods, such as by the
acquisition or enforcement of intellectual property rights to prevent the use of other
technology, and by developing or using technology in ways that retard the development
of other technology. These other unilateral methods of suppressing technology and
multilateral methods of suppressing technology (such as standard-setting and product-
certification processes, patent pools, and joint research and development efforts) may be
much more common than unilateral suppression of technology by the refusal both to use
and to permit others to use patent rights. The extent of any remedy under the antitrust
or the patent laws for these types of activities is beyond the scope of this article.
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for sale or selling . . . or importing . . . products made by the invented
process . . . .”2 Thus, the patent law makes it clear that “[n]o patent
owner otherwise entitled to relief for infringement or contributory
infringement of a patent shall be denied relief or deemed guilty of
misuse or illegal extension of the patent right by reason of his having
. . . refused to license or use any rights to the patent . . . .”3

The antitrust laws have also generally been inhospitable to claims that
a holder has improperly withheld the technology from the marketplace.
The Supreme Court in Continental Paper Bag Co. v. Eastern Paper Bag Co.4

found that it was not unreasonable for a patent owner to use existing
equipment embodying old technology rather than to build new machines
using new patents, and that it was also not unreasonable for the patent
owner to refuse to license others to use its new patents. The Court stated:

As to the suggestion that competitors were excluded from the use of
the new patent, we answer that such exclusion may be said to have been
of the very essence of the right conferred by the patent, as it is the
privilege of any owner of property to use or not use it, without question
of motive.5

In Hartford-Empire Co. v. United States 6 the Supreme Court confirmed
that an inventor of technology should be permitted to patent the inven-
tion even if there is an intent not to use the invention and not to license
others to use it. The Court observed:

A patent owner is not in the position of a quasi-trustee for the public
or under any obligation to see that the public acquires the free right
to use the invention. He has no obligation either to use it or to grant
its use to others. If he discloses the invention in his application so that
it will come into the public domain at the end of the 17 year period
of exclusive right he has fulfilled the only obligation imposed by the
statute. This has been settled doctrine since at least 1896.7

2 35 U.S.C. § 154.
3 35 U.S.C. § 271(d).
4 210 U.S. 405, 425–30 (1908).
5 Id. at 429 (citation omitted; emphasis added).
6 323 U.S. 386, 432–33, clarified, 324 U.S. 570 (1945).
7 Id. at 432–33 (citation and footnote omitted); see also Standard Oil Co. v. United

States, 283 U.S. 163, 179 (1931) (cross licenses and royalty pool to settle conflicting
patent claims that created disincentives for additional licenses did not create monopoly
or unreasonably restrain competition); United States v. United Shoe Mach. Corp., 247
U.S. 32, 57–58 (1918) (leases that restrict use of lessor’s patents not antitrust violation);
United States v. Westinghouse Elec. Corp., 648 F.2d 642, 647 (9th Cir. 1981) (doing “no
more than to license some of its patents and refuse to license others” not antitrust violation);
Cataphote Corp. v. DeSoto Chem. Coatings, Inc., 450 F.2d 769, 774 (9th Cir. 1971) (“A
patentee has the untrammeled right to suppress his patent or to grant an exclusive or
nonexclusive license.”); Montgomery Co. Ass’n of Realtors, Inc. v. Realty Photo Master
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A patent holder’s privilege simply to refuse to use or license its inven-
tion applies generally even where the patent holder may have, as a result
of the patent or otherwise, monopoly power in a market.8 The “mere
accumulation of patents, no matter how many, is not in and of itself
illegal” under the patent or antitrust laws.9 “[T]he procurement of a
patent . . . will not violate § 2 even where it is likely that the patent
monopoly will evolve into an economic monopoly.”10 The powers
“granted under a valid patent are not powers on which plaintiff may rely
to establish monopolization.”11

Accordingly, if the technological know-how is legitimately obtained,
there is no antitrust violation if the holder of the know-how refuses to
license the technology to competitors, even if that know-how enabled
the holder to acquire monopoly power.12 Otherwise, the “imposition of
a duty to license might serve to chill the very kind of innovative process
that led to [the technology owner’s] cost advantage.”13 To be sure, the
refusal by a monopolist to license its patented technology may give rise

Corp., 878 F. Supp. 804, 816–17 (D. Md. 1995) (refusal to permit non-member of realtors’
association to copy database not antitrust violation), aff’d, 91 F.3d 132 (4th Cir. 1996);
Tricom, Inc. v. Electronic Data Sys. Corp., 902 F. Supp. 741, 743–44 (E.D. Mich. 1995)
(refusal to license software not impermissible refusal to deal); E.I. du Pont de Nemours
& Co., 96 F.T.C. 653, 705 (1980) (refusal to license to competitors advanced, significantly
less costly, technology to make titanium dioxide pigments, reserving technology for own
use, not antitrust violation).

8 See, e.g., Data Gen. Corp. v. Grumman Sys. Support Corp., 36 F.3d 1147 (1st Cir. 1994);
SCM Corp. v. Xerox Corp., 645 F.2d 1195 (2d Cir. 1981); Corsearch, Inc. v. Thomson &
Thomson, Inc., 792 F. Supp. 305 (S.D.N.Y. 1992); Chisholm-Ryder Co., Inc. v. Mecca Bros.,
Inc., 1983-1 Trade Cas. (CCH) ¶ 65,406 (W.D.N.Y. 1982), aff’d, 746 F.2d 1489 (Fed. Cir.
1984); GAF Corp. v. Eastman Kodak Co., 519 F. Supp. 1203, 1233 (S.D.N.Y. 1981). The
Court in Continental Paper Bag and Hartford-Empire did not specifically find that the patent
holder had monopoly power, but may have been operating under the assumption then
prevailing that patents automatically convey monopoly power.

9 Automatic Radio Mfg. Co. v. Hazeltine Research, Inc., 339 U.S. 827, 834 (1950).
However, if a patent was obtained by fraud on the Patent Office and then attempts are
made to enforce it, there may be both patent misuse and antitrust violations. Walker
Process Equip., Inc. v. Food Mach. & Chem. Corp., 382 U.S. 172 (1965). Similarly, if it
was known at the time an infringement action was brought that the patent being enforced
was invalid, there is a possible antitrust violation. E.g., Handgards, Inc. v. Ethicon, Inc.,
601 F.2d 986 (9th Cir. 1979).

10 SCM, 645 F.2d at 1206.
11 United States v. E.I. du Pont de Nemours & Co., 118 F. Supp. 41, 214 (D. Del. 1953),

aff’d, 351 U.S. 377 (1956). See, e.g., Cole v. Hughes Tool Co., 215 F.2d 924, 934, 937 (10th
Cir. 1954); United States v. Aluminum Co. of Am., 148 F.2d 416 (2d Cir. 1945).

12 See, e.g., California Computer Prods., Inc. v. IBM Corp., 613 F.2d 727, 744 (9th Cir.
1979); Berkey Photo, Inc. v. Eastman Kodak Co., 603 F.2d 263, 283–84 (2d Cir. 1979);
ILC Peripherals Leasing Corp. v. IBM, 458 F. Supp. 423, 436–37 (N.D. Cal. 1978), aff’d
per curiam sub nom. Memorex Corp. v. IBM, 636 F.2d 1188 (9th Cir. 1980).

13 E.I. du Pont de Nemours & Co., 96 F.T.C. at 748.
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only to a rebuttable presumption that such refusal is proper,14 but no
case has been found that holds that a patent holder’s desire to prevent
its monopoly from being eroded by technology that it has developed is
an illegitimate business justification.

The patent holder’s privilege simply not to license is consistent with
the prevailing approach to refusals to deal in non-intellectual property
contexts. It has long been held that a mere refusal to deal is permissible
under the antitrust laws, even by monopolists. “In the absence of any
purpose to create or maintain a monopoly, the [Sherman] act does not
restrict the long-recognized right of trader or manufacturer engaged
in an entirely private business, freely to exercise his own independent
discretion as to parties with whom he will deal.”15 Where there is a
legitimate business purpose, even refusals by those with a monopoly
position or a unique product have been upheld.16 “Even a firm with
monopoly power ordinarily has no duty to deal with a competitor.”17

Nonetheless, “[b]ecause of a monopolist’s special position the antitrust
laws impose what may be characterized as affirmative duties. These duties

14 See, e.g., Eastman Kodak Co. v. Image Technical Servs., Inc., 125 F.3d 1195 (9th Cir.
1997); Data Gen. Corp. v. Grumman Sys. Support Corp., 36 F.3d, 1147, 1187–89 (1st
Cir. 1994).

15 United States v. Colgate & Co., 250 U.S. 300, 307 (1919).
16 See, e.g., Drinkwine v. Federated Publications, 780 F.2d 735, 740 (9th Cir. 1985)

(newspaper not required to carry advertising inserts of rival who did not pay bills); Paschall
v. Kansas City Star Co., 727 F.2d 692, 704 (8th Cir. 1984) (en banc) (newspaper publisher’s
forward integration into distribution upheld); Official Airline Guides, Inc. v. F.T.C., 630
F.2d 920, 927–28 (2d Cir. 1980) (refusal of airline flight schedules publisher to include
commuter airlines connecting flight schedules not FTC Act § 5 violation); Homefinders
of Am., Inc. v. Providence Journal Co., 621 F.2d 441, 443 (1st Cir. 1980) (monopolist
newspaper may refuse to deal with advertiser that may lower newspaper’s advertising
standards with misleading advertising); Berkey Photo, 603 F.2d at 284 (monopolist may
refuse to sell for a valid business reason); Sargent-Welch Scientific Co. v. Ventron Corp.,
567 F.2d 701, 712 (7th Cir. 1977) (distributor’s poor performance proper basis for termina-
tion by monopolist); Universal Brands, Inc. v. Philip Morris, Inc., 546 F.2d 30 (5th Cir.
1977); International Rys. of Cent. Am. v. United Brands Co., 532 F.2d 231 (2d Cir. 1976)
(monopsonist not required to maintain unprofitable business for benefit of supplier);
Venzie Corp. v. United States Mineral Prods. Co., 521 F.2d 1309, 1314–16 (3d Cir. 1975);
WeatherWise Co. v. Aeroquip Corp., 468 F.2d 716, 718 (5th Cir. 1972) (sole source could
refuse to sell to unqualified buyer); J.H. Westerbeke v. Onan, 580 F. Supp. at 1189–90
(not use of monopoly power to terminate ineffective distributor); American Can Co. v.
A.B. Dick Co., 1983-2 Trade Cas. (CCH) ¶ 65,751, at 69,833 (S.D.N.Y. 1983) (even monopo-
list may terminate unsatisfactory distributor); America’s Best Cinema Corp. v. Fort Wayne
Newspapers, 347 F. Supp. 328, 333 (N.D. Ind. 1972) (newspaper refusal to advertise
pornographic films not antitrust violation).

17 Healthco Int’l, Inc. v. A-dec, Inc., 1989-2 Trade Cas. (CCH) ¶ 68,703 at 61,692 (D.
Mass. 1989). See also, Olympia Equip. Leasing Co. v. Western Union Tel. Co., 797 F.2d
370, 379 (7th Cir. 1986) (“Refusing to act as your competitor’s sales agent is not an
unnatural practice engaged in only by firms bent on monopolization.”); Oahu Gas Serv.,
Inc. v. Pacific Resources Inc., 838 F.2d 360 (9th Cir. 1988) (not providing a source of
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are not absolute, however; they arise only when there is no justification
for refusing to aid a competitor.”18 One possible approach to challenge
refusals to license technology is the essential facilities doctrine.19 This
doctrine should be equally applicable to intangibles as well as tangibles.20

However, “a better mousetrap is not necessarily an essential facility.”21

Moreover, the cases where the essential facilities doctrine has been
asserted successfully are relatively rare, generally with distinctive fact
situations.22 And, an entity controlling an essential facility is unlikely to

supply to competitor by not extending capacity of plant to make product for competitor
not antitrust violation).

18 Oahu Gas, 838 F.2d at 368. See also Eastman Kodak Co. v. Image Technical Servs., Inc.,
504 U.S. 451 (1992).

19 See United States v. Terminal R.R. Ass’n, 224 U.S. 383 (1912); MCI Communications
Corp. v. AT&T, 708 F.2d 1081, 1132 (7th Cir. 1983). The essential facilities doctrine comes
into play when (1) an entity with monopoly power in one market, which is an input, or
a distribution channel, for another market; (2) is also a competitor in that second market;
and (3) uses that monopoly power against competitors in that second market by denying
access to the monopolized input, or output. In order to prove a claim under that theory,
the claimant must show that: (1) the know-how owner controls the essential facility;
(2) the competitor seeking access cannot practically duplicate the facility; (3) the owner
denied the competitor access to the facility; and (4) it would have been feasible for the
owner to provide access to the facility. See id. at 1132; Montgomery Co. Ass’n of Realtors,
Inc. v. Realty Photo Master Corp., 878 F. Supp. 804, 817 (D. Md. 1995).

20 BellSouth Adver. & Publ’g Corp. v. Donnelley Info. Publ’g, Inc., 719 F. Supp. 1551,
1565–66 (S.D. Fla. 1988), rev’d on other grounds, 999 F.2d 1436 (11th Cir. 1993).

21 Data Gen. Corp. v. Grumman Sys. Support Corp., 761 F. Supp. 185 (D. Mass. 1991),
aff’d, 36 F.3d 1147 (1st Cir. 1994).

22 Compare Terminal R.R. Ass’n, 224 U.S. 383 (only railroad terminal in city with capacity
must provide reasonable access to competitors of owners because it is essential to competi-
tors’ ability to compete); Fishman v. Estate of Wirtz, 807 F.2d 520, 539–40 (7th Cir. 1986)
(stadium essential where cost of building new stadium for sports team unreasonable in
light of cost of acquiring team); MCI Communications, 708 F.2d at 1132 (AT&T improperly
denied connection to its network to MCI, which was essential for MCI to compete), with
Alaska Airlines, Inc. v. United Airlines, Inc., 948 F.2d 536, 544–46 (9th Cir. 1991) (no
essential facility claim where denial of access only imposed financial burden on competitors,
not “eliminate” them); Illinois ex rel. Burris v. Panhandle E. Pipe Line Co., 935 F.2d 1469
(7th Cir. 1991) (pipeline access not essential because competitors could interconnect with
other pipelines and construct new ones); McKenzie v. Mercy Hosp., 854 F.2d 365, 370
(10th Cir. 1988) (access to hospital not essential facility for physician who can treat majority
of patients in his clinic); Flip Side Prods. v. Jam Prods., 843 F.2d 1024, 1034 (7th Cir.
1988) (not essential facility where alternate rock concert arenas available); Oahu Gas Serv.,
838 F.2d at 369 n.4 (no essential facility where there was monopoly power in sale of
propane in Hawaii, but no monopoly power in supply of propane to Hawaii for resale);
City of Anaheim v. Southern Cal. Edison Co., 1990-2 Trade Cas. (CCH) ¶ 69,246 at
64,909–11 (C.D. Cal. 1990) (transmission line that will provide lower price for power not
essential facility), aff’d, 955 F.2d 1373 (9th Cir. 1992); Soap Opera Now, Inc. v. Network
Publ’g Co., 737 F. Supp. 1338, 1348–49 (S.D.N.Y. 1990) (magazine advertising space not
essential facility to reach target audience when competitors do not all advertise in that
magazine); Twin Labs. v. Weider Health & Fitness, 720 F. Supp. 31, 34 (S.D.N.Y. 1989)
(facility not essential if can be replicated with reasonable investment), aff’d, 900 F.2d 566
(2d Cir. 1990); Driscoll v. City of N.Y., 650 F. Supp. 1522, 1529 (S.D.N.Y. 1987) (municipal
pier not essential facility where private ones are available).
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reap improper competitive advantage from withholding that facility from
others unless it is itself getting the benefit of that facility, which, in the
case of technology, means that the marketplace is getting the benefit of
that technology (even if from only the holder of the know-how), and
the technology is not suppressed.23 Indeed, it may be difficult to argue
that an essential facility exists if the holder of the technology can get
along without it while also withholding it from competitors. There are
thus substantial hurdles for a plaintiff arguing an essential facilities case
in the context of unilateral suppression of technology from the market-
place.

The treatment under the antitrust laws of situations involving the
acquisition of market power by the accumulation of rights through
invention may be contrasted with the approach in situations where market
power was obtained through the purposeful acquisition of patent rights.
The latter may be vulnerable to attack under Section 2 of the Sherman
Act and/or Section 7 of the Clayton Act.24 There may be a Section 2
claim, for example, where “the dominant competitor in a market acquires
a patent covering a substantial share of the same market that [it] knows
when added to [its] existing share will afford [it] monopoly power.”25

This distinction between invention and acquisition is exemplified by
Kobe, Inc. v. Dempsey Pump Co., where the court found that the acquisition,
non-use, and enforcement of “every important patent” in the field with
a purpose to exclude competition, together with other anticompetitive
acts, constituted a violation of Section 2.26 In Kobe the patent holder was

23 See, e.g., Image Technical Servs., Inc. v. Eastman Kodak Co., 125 F.3d 1195 (9th Cir.
1997) (patented or copyrighted replacement parts withheld from competitors were used
by owner); Data Gen. Corp. v. Grumman Sys. Support Corp., 36 F.3d 1147 (1st Cir. 1994)
(refusal to license to competitor internally developed diagnostic software to service its
computers). Of course, in those situations antitrust violations may be, and have been,
found under other theories.

24 Patents and copyrights, and exclusive licenses of patents and copyrights, are “assets”
for purposes of § 7. See, e.g., Crucible, Inc. v. Stora Kopparbergs Bergslags AB, 701 F.
Supp. 1157, 1162–63 (W.D. Pa. 1988); SCM Corp. v. Xerox Corp., 463 F. Supp. 983 (D.
Conn. 1978), remanded on other grounds, 599 F.2d 32 (2d Cir. 1979); In re Yarn Process
Patent Validity & Antitrust Litig., 398 F. Supp. 31, 35 (S.D. Fla. 1974), aff’d in part and
rev’d in part, 541 F.2d 1127 (5th Cir. 1976); Dole Valve Co. v. Perfection Bar Equip., Inc.,
311 F. Supp. 459, 463 (N.D. Ill. 1970); United States v. Lever Bros., 216 F. Supp. 887, 889
(S.D.N.Y. 1963); United States v. Columbia Pictures Corp., 189 F. Supp. 153, 181–82
(S.D.N.Y. 1960).

25 SCM, 645 F.2d at 1205; see also Kaspar Wire Works v. K-Jack Eng’g Co., 70 F.3d 129
(table; unpublished disposition), 1995 WL 662674, *4, 1995 U.S. App. LEXIS 33145, *11
(Fed. Cir. 1995).

26 198 F.2d 416, 423–27 (10th Cir. 1952). See also United States v. Singer Mfg. Co., 374
U.S. 174 (1963); United States v. United States Gypsum Co., 333 U.S. 364 (1948); Hartford-
Empire, 323 U.S. 386; United States v. Besser Mfg. Co., 96 F. Supp. 304 (E.D. Mich. 1951),
aff’d, 343 U.S. 444 (1952); United States v. General Elec. Co., 82 F. Supp. 753, 816 (D.N.J.
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found to have a plan to acquire all present and future patents in an
entire industry and warehouse them, to obtain covenants not to compete
from the sellers of the patents, to threaten suits against all who dealt
with possible infringers, and to publicize the infringement suits. This
course of conduct resulted in “a complete monopoly of the business
relating to hydraulic pumps for oil wells.”27

The distinction between invention and acquisition is also apparent
from the actions of the federal antitrust enforcement agencies. The
agencies have required divestiture and licensing in acquisitions resulting
in the aggregation of intellectual property that the agencies believed
may have anticompetitive effects.28 The agencies have not hesitated to

1949); United States v. Vehicular Parking, Ltd., 54 F. Supp. 828, 839–40 (D. Del.), modified,
56 F. Supp. 297 (D. Del. 1944), modified, 61 F. Supp. 656 (D. Del. 1945); Stewart-Warner
Corp. v. Staley, 42 F. Supp. 140, 146 (W.D. Pa. 1941).

27 198 F.2d at 422.
28 See, e.g., Ciba Geigy Ltd., Dkt. C-3725, 62 Fed. Reg. 65,706 (Notice, Dec. 15, 1997)

(required non-exclusive license of certain patent rights to third party for HIV-tk gene
therapy products and in gene therapy area generally, sublicense (or conversion of exclusive
rights to non-exclusive) rights to Factor VIII gene for hemophilia gene therapy products,
and prohibited future acquisition of exclusive rights in intellectual property in area of
chemoresistance gene therapy products); United States v. Raytheon Co., 1997 WL 811048
(D.D.C. Nov. 6, 1997) (final judgment) (required divestiture of radar component business
to avoid anticompetitive impact on chips for radar systems in acquisition of Texas Instru-
ments’ Defense Systems and Electronics Unit); United States v. Raytheon Co., 1997 WL
669646 (D.D.C. Oct. 22, 1997) (Competitive Impact Statement), 62 Fed. Reg. 60,267
(Notice, Nov. 2, 1997) (required divestiture of electro-optical and infrared sensor business
in connection with acquisition of Hughes Aircraft Co.); Cadence Design Sys., Inc., Dkt.
C-3761 (Decision and Order, Aug. 7, 1997), 62 Fed. Reg. 26,790 (Notice, May 15, 1997)
(required to allow developers of commercial integrated circuit routing tools to participate
in program to enable developers to develop and sell interfaces to Cadence layout tools
and environments); Autodesk, Inc., Dkt. C-3756 (Decision and Order, June 18, 1997), 62
Fed. Reg. 16,814 (Notice, Apr. 8, 1997) (divestiture of computer-aided design technology,
with reacquisition banned); Mahle GmbH, Dkt. C-3746 (Decision and Order, June 4,
1997), 62 Fed. Reg. 10,566 (Notice, Mar. 7, 1997) (divestiture of large-bore, two-piece
pistons for high-output diesel and natural gas engines); American Home Prods. Corp.,
Dkt. C-3740 (Decision and Order, May 16, 1997) (divestiture of U.S. and Canadian rights
to vaccines and requirement to supply buyer pending FDA manufacturing approval);
Cooperative Computing Inc., FTC File No. 971-0013 (Feb. 1997) (divestiture of electronic
automotive aftermarket parts catalog through exclusive, royalty-free perpetual license);
Montedison, S.p.A., Dkt. C-3580, 5 Trade Reg. Rep. (CCH) ¶ 23,749 (1995) (divestiture
of assets including intellectual property where merger of polyolefins businesses into joint
venture would reduce incentives to innovate and to license polypropylene technology);
Glaxo plc, Dkt. C-3586, 5 Trade Reg. Rep. (CCH) ¶ 23,784 (1995) (divestiture of assets
including intellectual property where acquisition would adversely affect research and
development of drug to control migraine headaches); Wright Med. Tech., Dkt. C-3564,
1995 FTC LEXIS 70 (1995) (licensing of technology required where acquisition would
adversely affect research and development of orthopedic implants for use in human hand);
Sensormatic Elecs. Corp., Dkt. No. C-3572, 5 Trade Reg. Rep. (CCH) ¶ 23,742 (1995)
(acquirer precluded from obtaining technology where acquisition would adversely affect
research and development of types of disposable package labels); Silicon Graphics, Inc.,
Dkt. C-3626, 5 Trade Reg. Rep. (CCH) ¶ 23,838 (1995) (acquirer of graphics software
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seek relief in both patent and non-patent situations even years after the
consummation of the acquisitions.29

On the other hand, even where a patent holder has engaged in anti-
competitive activity in connection with an acquisition, the courts have
not been sympathetic to the antitrust claims of sellers of patent rights
against the buyers. In McDonald v. Johnson & Johnson,30 for example,
plaintiffs claimed that Johnson & Johnson had monopoly power in the
relevant market and willfully failed to commercialize intellectual property
acquired from the plaintiffs with the intent and result of injuring compe-
tition in that market. As a result, the contingent compensation the
plaintiffs were to receive in connection with the sale was reduced. The
Eighth Circuit concluded that whatever competitive injury to the market-
place resulted from Johnson & Johnson’s actions after the purchase was
not competitive injury to the plaintiffs, and vacated and remanded the
antitrust judgment with directions to dismiss the antitrust claims. How-
ever, the plaintiffs were not left without redress. They received contract
damages of $5.7 million, while a fraud verdict of $6.275 million was
remanded for reconsideration in connection with possible punitive
damages.

Similarly, in Alling v. Universal Manufacturing Corp.31 the inventor was
found not to be an appropriate antitrust plaintiff. That case involved an
oligopolist that acquired a patent license from an inventor for what
was to be the next generation of a product—fluorescent light ballast.
However, the oligopolist was making an excellent profit on its existing
energy-inefficient product—an electro-magnetic, carbon core ballast—

firms required to port software to competitor); Dow Chem. Co., Dkt. 3533, 5 Trade Reg.
Rep. (CCH) ¶ 23,623 (1994) (licensing of technology to new entrant required, together
with supply of product made by technology until entrant able to manufacture and sell
independently); American Home Prods. Corp., 59 Fed. Reg. 60,807 (1994) (Proposed
Consent Decree Agreement with Analysis to Aid Public Comment) (same); Sulzer Ltd.,
59 Fed. Reg. 51,983 (1994) (Proposed Consent Decree Agreement with Analysis to Aid
Public Comment) (divestiture required of intellectual property relating to manufacture
of aluminum polyester powder used to improve aircraft engine performance); Adobe Sys.,
Inc., Dkt. C-3536 (1994), 5 Trade Reg. Rep. (CCH) ¶ 23,643 (divestiture required of
professional illustration software in merger between only two providers of such programs).

29 See, e.g., Dow Chem. Co., Dkt. 3533 (1994), 5 Trade Reg. Rep. (CCH) ¶ 23,623 (relief
sought after early termination of the waiting period granted under the Hart-Scott-Rodino
Antitrust Improvements Act); Red Apple Cos., 59 Fed. Reg. 65,364 (1994) (Proposed
Consent Agreement with Analysis to Aid Public Comment) (relief sought after series of
acquisitions between 1991 and 1993); Kiwi Brands, Inc., Dkt. C-3523 (1994), 5 Trade Reg.
Rep. ¶ 23,628 (relief sought for 1987 and 1991 acquisitions); Medical Clinic v. Dominican
Santa Cruz Hosp., 58 Fed. Reg. 14,573 (1993) (Proposed Consent Agreement with Analysis
to Aid Public Comment) (challenge to 1990 acquisition).

30 722 F.2d 1370 (8th Cir. 1983).
31 5 Cal. App. 4th 1412, 7 Cal. Rptr. 2d 718 (Ct. App. 1992).
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and did not want to invest in developing the inventor’s energy-saving
electronic ballast until it had to. The licensee also did not want its few
competitors to have this new technology or to introduce comparable,
albeit possibly more expensive, new technology. Therefore, the licensee
took the license from the inventor and shelved the invention for years.
It also threatened its competitors that if they introduced their next
generation products, it would introduce the invention it had licensed,
which was better than its competitors’ next generation innovations.

As in McDonald, the plaintiffs in Alling obtained no redress under the
antitrust claims, although they recovered substantial damages on fraud
claims—$26 million in the first trial,32 and $96 million in January 1997
after a second trial. The licensee was found to have entered into the
license agreement, promising to commercialize the invention, without
any good-faith intent to do so.33

The state of the law may thus be summarized as follows: Inventors
may accumulate as many patents as they can invent, and may generally
refuse both to use and to license the use of their own inventions even
if that maintains a monopoly position. However, an entity that controls
a patent by acquisition, assignment or license, and that uses the market
power of that patent to restrict competition, may be subject to challenge
under the antitrust laws, but not by the inventor, seller, assignor, or
licensor of that patent.

II. THE APPROPRIATE REMEDY FOR UNILATERAL
SUPPRESSION OF TECHNOLOGY

The appropriate remedy for unilateral technology suppression under
the U.S. laws must be considered in the context of the United States’
policies toward innovation. The importance of intellectual property in
the U.S. scheme is clear from the fact that Article I, Section 8 of the
Constitution provides that “Congress shall have Power . . . To promote
the Progress of Science and useful Arts, by securing for limited Times
to Authors and Inventors the exclusive Right to their respective Writings
and Discoveries.” The purpose of granting patents is to promote inven-

32 Id. at 1432–33.
33 This result was obtained even though there was also significant evidence that the

invention required substantial development before it could be commercialized and that
the licensee had invested significant sums in trying to commercialize it. The invention
was in fact licensed to at least two other licensees that had tried unsuccessfully to develop
a commercially defect-free product before it was finally licensed to the licensee in the
lawsuit. Moreover, there were indications that the licensor had not fully disclosed to the
final licensee the history of difficulties the invention had had in earlier development
efforts. Id. at 1419–29.
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tion, and patents are to provide inventors with the exclusive rights to
their discoveries.

The U.S. approach may be compared with that of jurisdictions, such
as some of the Member States of the European Union, which require a
patentee to either use the invention or license its use by others. In those
jurisdictions, the patentee may be subject to revocation of the patent or
to compulsory license of the technology to others if the invention is not
used within a certain period of time.34

It might be similarly argued in the United States that someone who
acquires a patent right should be required to use it so that the public
receives its benefits, because the purpose of the patent system is to
encourage innovation for the public good. However, this approach is
contrary to the basic philosophy of the U.S. patent system.35 Moreover,
all patented inventions are dedicated to the public domain at the end
of the patent term. Therefore, whether or not a holder of patent rights
exploits the invention during the term of the patent, the invention will
be in the public domain eventually, and the public will benefit. If the
patent holder chooses not to exercise the patent during its term and to
forgo the (monopoly) profits during the period of patent exclusivity, it
is doubtful that it should be saved willy-nilly from a perhaps unintelli-
gent decision.

Furthermore, if a patent holder is required to use the patent or lose
it, the decision may simply be not to patent the invention, but to keep
it a trade secret and decide at leisure if and when to use it. In that case,
the invention may never benefit the public at all. Another perverse result
that may follow from a requirement that a patent holder use or license
arises in the case of inventors who do not have the wherewithal to bring
their inventions to market. In that event, such a requirement may place
the inventor at the mercy of licensees who know that the inventor must
license the invention on some terms soon or lose the patent entirely.
Such an outcome would quite likely discourage innovation. A similar
perverse result may also follow if exclusive licensees, which are in effect
stepping into the shoes of the patent holder, are also required to adhere
to some legal standard of “use or lose.” If all exclusive licensees are

34 See, e.g., Centrafarm B.V. v. Sterling Drug, Inc., Case 15/74, [1974] E.C.R. 1147, [1974]
2 C.M.L.R. 480, [1974 Transfer Binder] Common Mkt. Rep. (CCH) ¶ 8246.

35 U.S. Constitution, art. I, § 8; 35 U.S.C. § 271(d); Dawson Chem. Co. v. Rohm &
Haas Co., 448 U.S. 176, 215 (1980) (“Compulsory licensing is a rarity in our patent system,
and we decline to manufacture such a requirement out of § 271(d).”); Hartford-Empire Co.,
323 U.S. at 432–33.
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required to exploit a license, beyond the good-faith requirement under
contracts, then there may be a disincentive to seek a license. This may
result in inventors being unable to obtain licensees with the resources
to bring the invention to market. The cure may be worse than the
perceived disease.

The policy question of the appropriate remedy under the antitrust
laws for unilateral suppression of technology should be considered in
light of two distinctions. The first distinction is between patented technol-
ogy and unpatented technology. The second distinction is between a
holder of patent rights who is also the inventor or the employer of the
inventor, and a holder of patent rights who obtained those rights by
acquisition, assignment, or license.

As to the first distinction, it is not practical to require that unpatented
technology be used or licensed, because its existence may never be
known. Even if the existence of a trade secret is known, the argument
for compelling the use of trade secrets is even weaker than that for
compelling the use of patents. A patent holder has the legal right to
exclude competitors, while a trade secret owner can exclude others only
so long as the trade secret remains secret; the lesser degree of legal
protection for trade secrets provides less justification to compel its use
by the owner or its disclosure to others for development. An inventor
has a fundamental choice, to seek or not to seek a patent. A patent
has a limited life of twenty years. If the inventor can maintain the
confidentiality of the invention and still exploit it, then it may make
sense not to patent it. It may make sense to take the risk of trying to
control the invention indefinitely by treating it as an unpatented trade
secret. The choice not to patent may be a particularly sensible one where
the invention may have questionable patentability, and the inventor
therefore does not want to take the risk of applying unsuccessfully for
a patent and then having the invention dedicated to the public domain
when the application is rejected. The Coca-Cola formula may be the
most famous example of an unpatented trade secret.

With respect to the unilateral suppression of patented technology, the
law appropriately distinguishes between two very different types of patent
holders. In the current scheme under U.S. law, the precedents distinguish
between patent rights acquired as a result of work done by the patent
holder (or its employees) and rights obtained as a result of acquisitions,
assignments, or licenses. An accumulation accomplished by internal
growth may be unobjectionable, while accumulation by acquisition,
assignment, or license may be challenged under Section 7 of the Clayton
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Act, which bars acquisitions “the effect of [which] may be substantially
to lessen competition, or to tend to create a monopoly,”36 or under
Section 2 of the Sherman Act. Any indication that the acquirer of the
patent rights intended to warehouse the patents to obtain or maintain
market power would be a factor in any such challenge.

It is appropriate that different standards regarding technology suppres-
sion should be applied to the inventor, who has created a new technology,
than to the non-inventor, that has reached its position by trading in and
not by creating know-how. In the first case, the holder of patent rights
who is also the inventor or the employer of the inventor, is dealing with
the fruits of his or her own labor. In the second case, the holder of
patent rights is dealing with the fruits of the labor of others.37 As a
general rule, we tolerate monopoly obtained by “superior skill, foresight
and industry”38 but not by acquisition.

It might be argued, then, that an antitrust remedy should also be
available to the inventor in cases like McDonald and Alling. However, the
results in those two cases do not support any change in the law so as to
provide an antitrust claim to an inventor who transferred rights to a
patent and who may have received less compensation than contemplated
as a result of the transferee’s arguably anticompetitive failure to exploit
the patent. This can be seen by considering the possible results if the
inventor prevailed on an antitrust claim. Such an outcome may require
an oligopolist to use the technology that it received and thus to entrench
itself further into monopoly, a perverse result under the antitrust laws.
Similarly, there appears to be little basis under antitrust policy to provide
injunctive relief to an inventor against a transferee, requiring termination
of the license, rescission of the assignment, or divestiture of the technol-
ogy, because any harm to the inventor would occur only if the monopolist
fails to exploit the license.

In summary, if the unilateral suppression of technology by a holder
of patent rights who is not the inventor results in an impermissible
restriction on competition, the current law may provide remedies under
either Section 7 of the Clayton Act or Section 2 of the Sherman Act.
Appropriate private plaintiffs have brought such antitrust challenges,
and the federal antitrust agencies have not hesitated to challenge acquisi-
tions that raise the specter of technology suppression. The fact that the
inventor may not be an appropriate antitrust plaintiff in such situations

36 15 U.S.C. § 18.
37 Of course, there may be situations that do not fall readily into the two categories,

such as some types of joint ventures.
38 United States v. Aluminum Co. of Am., 148 F.2d 416, 432 (2d Cir. 1945).
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does not require a change in the law. Those plaintiffs have other adequate
remedies. Not every bad act should be punished by antitrust treble
damages. Finally, there are sound policy reasons why inventors should
have generally unfettered ability under the antitrust laws to choose to
practice or not to practice their patents.
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1 INTRODUCTION

(1) Under Article 12 of Regulation n° 240/96, the Commission is required to carry out
regular assessments of the application of the Transfer of Technology Block Exemption
Regulation (hereafter the 'TTBE'), and in particular of the non-opposition procedure provided
for in Article 4 of that regulation.1 To this end, the Commission is required to draw up a
report to assess whether any adaptation of the TTBE would be desirable. This report contains
such assessment and is asking for comments thereon from third parties (industry, consumer
associations, etc.).

(2) Several arguments plead for a comprehensive reassessment of the Commission's
policy in the field of technology transfer agreements.

(3) The TTBE is form-based and follows a legalistic approach similar to the one followed
in the past by the Commission in the field of vertical and horizontal agreements. The TTBE is
rather narrow in scope as it only covers certain types of exclusive licensing agreements. The
benefit of the block exemption depends on a large number of complex formal requirements to
be found in lists of 'white', �grey� and �black� clauses. Its focus is mainly on intra-brand
competition and market integration. This raises the question whether the TTBE has imposed
on industry a straitjacket forcing companies unduly to enter into agreements limiting their
effectiveness and possibly limiting the competitiveness of the European industry.

(4) The recent reforms of the EC competition rules in the field of vertical and horizontal
agreements have signified a shift from a legalistic and form-based approach to a more
economic and effects-based approach, focussing more on inter-brand competition issues and
on the analysis of possible efficiencies of certain restrictions. This was accomplished amongst
others by the use of market share thresholds, the elimination of lists of white and grey clauses
in the relevant Block Exemption Regulations and by the formulation of Guidelines.2

(5) These reforms have also touched upon IPR issues. In particular, Regulation n°
2790/1999 (Block exemption for vertical restraints) covers assignments or licences of
intellectual property rights which are ancillary to vertical agreements, subject to the specific
rules set out in that Regulation (see Article 2 par. 3). Furthermore, under Regulation
2658/2000, the rules applicable to specialisation agreements also apply to ancillary
intellectual property rights provisions. Finally, Regulation n° 2659/2000 sets out new rules
concerning the development and joint exploitation of intellectual property rights resulting
from R&D agreements. These new rules have modified the Commission�s approach in
relation to IPR issues. It is therefore necessary to carry out an in-depth review of the TTBE to
see if there exist inconsistencies between the TTBE and these more recent Block Exemption
Regulations.

                                                
1 Commission Regulation (EC) 240/96 on the application of Article 81(3) of the Treaty to certain

categories of technology transfer agreements, OJ L 031, 9.12.1996, p. 2-13.
2 Respectively Commission Regulation n° 2790/1999 for vertical agreements (OJ L 336 of 29.12.1999),

n° 2658/2000 for specialisation agreements and n° 2659/2000 for R&D agreements (both OJ L 304 of
5.12.2000) and the accompanying Guidelines on Vertical Restraints (OJ C 291 of 13.10.2000) and
Guidelines on the applicability of Article 81 of the EC Treaty to horizontal co-operation agreements (OJ
C 3 of 6.1.2001).
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(6) The need for a wide reassessment of the TTBE is further strengthened by the current
reform of Regulation 17.3 It is proposed within that reform that national authorities and
national courts obtain the power to apply Article 81(3) of the Treaty directly. Clear and
coherent rules are a basic pre-condition for ensuring predictable application.

(7) The reform of Regulation 17 requires in particular also to look at the opposition
procedure contained in the TTBE. This concerns the so-called 'grey' clauses that fall outside
the scope of the block exemption and for which the TTBE offers a quick look facility based
on a simplified notification procedure. As it is proposed in the reform of Regulation 17 to
abolish the notification system, it is clear that also the opposition procedure will have to be
abolished and that the 'grey' clauses must either be covered by the block exemption or treated
as hardcore. This implies a comprehensive review of the current policy approach to
technology licensing.

(8) In the light of the foregoing, the aim of this report is to submit for public consultation
an analysis of the present legal and factual situation and to put forward policy proposals
designed to lead to:

- a simpler and possibly wider block exemption for technology licensing agreements,
and

- a block exemption which is consistent with the new competition rules recently adopted
and other recent policy developments.

2 MAIN FEATURES OF THE TTBE

(9) When adopting the TTBE in 1996, the Commission acknowledged that the economic
development of the Community and its ability to draw abreast of its competitors in the rest of
the world depended on the capacity of industry to devise new technologies and to disseminate
them in the Community. Hence, the TTBE was designed to play a pivotal role in the
development of innovation within the EU economy and in contributing to the competitiveness
of businesses operating in the Community.

(10) In essence, the TTBE aimed at striking a balance between three main objectives. The
first objective was to simplify the rules governing licensing agreements by combining the
preceding block exemptions on know-how4 and patent licensing5 into one single regulation,
so as to "encourage the dissemination of technical knowledge in the Community and to
promote the manufacture of technically more sophisticated products" (Recital 3). The second
objective was to guarantee effective competition in technologically new or improved
products. The third aim was to create a favourable legal environment for companies investing
in the EU, by providing them with legal certainty and by reducing the administrative burden
resulting from individual notifications under Article 81(3).

(11) In order to reconcile the above-mentioned objectives, the TTBE reserves the benefit of
the block exemption to licensing agreements complying with a number of formal

                                                
3 Proposal for a Council Regulation on the implementation of the rules on competition laid down in

Articles 81 ands 82 of the Treaty, OJ C 365 E, 19.12.2000, p. 284 - 296.
4 Commission Regulation (EEC) n° 2349/84 of 23 July 1984
5 Commission Regulation (EEC) n° 556/89 of 30 November 1988
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requirements. Firstly, the TTBE only covers the specific types of agreements defined in
Article 1, thereby keeping the exemption within relatively narrow limits. Secondly, it relies on
the assumption that any restriction overstepping the boundaries of the patent subject matter is
potentially caught by Article 81(1). Thirdly, the TTBE regulates contractual arrangements by
setting out three categories of clauses: (i) those that generally would not violate Article 81(1)
but the legality of which is clarified by the block exemption (�white clauses�); (ii) those that
violate Article 81(1) and the inclusion of which would bring the entire agreement outside the
scope of the block exemption ('black clauses�) and (iii) those which are neither exempted nor
expressly excluded and the assessment of which requires a case by case analysis (�grey
clauses�). For the latter category the TTBE provides for an opposition procedure whereby the
Commission must establish, within a specified period of time, whether the notified agreement
may benefit from the block exemption (see Article 4). In addition, Article 7 allows the
Commission to withdraw the benefit of the block exemption in respect of agreements having
effects incompatible with the conditions of Article 81(3). Pursuant to Article 7(1), this may
happen in particular when the licensee�s market share exceeds 40%.

2.1 The scope of the TTBE

(12) The TTBE block exempts certain exclusive licensing agreements entered into between
only two parties for the purposes of manufacture, use and commercialisation (Articles 1.1 and
10(10)). The TTBE only applies if the licensee himself manufactures the licensed goods or
provides the licensed services, or has them manufactured or provided for his account (Recital
8). This excludes agreements solely for the purposes of sale (distribution agreements).6

(13) As regards the type of IPR, the TTBE applies only to pure or mixed patent and know-
how licenses. Other IPRs (in particular trademarks, design rights and copyright, especially
software protection) are covered to the extent that �such additional licensing [�] contains
only ancillary provisions� (Recital 6, see also Articles 1.1 and 5.1(4)).

(14) As regards the type of agreement, the TTBE covers certain exclusive licenses whereby
the licensor undertakes not to appoint other licensees and/or not to exploit the licensed
technology himself in the licensed territory, and/or the licensee agrees not to exploit the
licensed technology in the territories reserved to the licensor (Articles 1.1(1), 1.1(2) and
1.1(3)). Furthermore, the TTBE exempts, under certain conditions, agreements granting the
exclusive licensee a protection against active and passive sales from licensees established in
other territories (Articles 1.1(4), 1.1(5) and 1.1(6))7.

(15) Licence agreements that do not abide by this model are left uncovered and may benefit
from Article 81(3) only upon individual examination following notification.

(16) In particular, Article 5 expressly excludes from the benefit of the block exemption the
following types of licensing arrangements:

(a) "agreements between members of a patent or know-how pool which relate to the
pooled technologies" (Article 5.1(1)), except where the parties are subject to no territorial

                                                
6 IPR provisions that are ancillary to distribution agreements are however, as explained in the

introduction, covered by Regulation 2790/1999.
7 In addition, Article 1 covers under certain conditions also two specific types of agreement, i.e. patent or

know-how licenses obliging the licensee to commercialise the licensed products exclusively under the
licensor's trademark (Article 1.1(7)) and the so-called 'use licenses' (Article 1.1(8)).
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restriction with regard to the manufacture, use or putting on the market of the licensed
products or to the use of the pooled technologies (Article 5.2(2));

b) cross-licensing arrangements between parties which are "competitors in relation to the
products" covered by the licences (Article 5.1(3)), except where the parties are subject to no
territorial restriction with regard to the manufacture, use or putting on the market of the
licensed products or to the use of the licensed technologies (Article 5.2(2));

(c) licensing agreements between competing undertakings holding interests in a joint
venture and relating to the activities of the joint venture (Article 5.1(2)), with the exception of
those licensing agreements entered into between one of the parties and the joint venture where
the aggregate market share of the participating companies does not exceed 20% - if only joint
production is provided - or 10% - if the JV agreement covers also joint distribution (Article
5.2(1)). These latter thresholds correspond with the market share thresholds of the previous
block exemption regulations on specialisation and R&D agreements.8

2.2 Rules applying to specific restraints

(17) Territorial restrictions. The TTBE covers under Article 1.1 restrictions preventing the
licensor and the licensee from exploiting the licensed technology in each other�s exclusive
territories. The term �exploitation� includes any use of the licensed technology, and in
particular production in, as well as active and passive sales of the licensed products into, each
other�s territories (Article 10(10)). It should be observed that these provisions cover both
agreements between non competitors and agreements between companies which compete on
the same licensed product or technology market before the grant of the license. Furthermore,
territorial restrictions designed to protect a licensee against active and passive sales by other
licensees are also covered (Articles 1.1(4), 1.1(5) and 1.1(6)).

(18) The exemption of these territorial restrictions is subject to certain duration limits that
differ according to the type of agreement and depending on whether the restriction concerns
licensor-licensee protection or licensee-licensee protection. In case of licensor-licensee
protection in patent licences, the exemption applies as long as the licensed product is
protected by parallel patents in the relevant territories (Article 1.2). In case of licensor-
licensee protection in know-how licences the exemption is applicable for a maximum period
of 10 years from the date when the licensed product is first put on the market by any of the
licensees (Article 1.3). For licensee-licensee protection, the TTBE limits the exemption of
restrictions on passive sales to �a period not exceeding 5 years from the date when the
licensed product is first put on the market within the common market by one of the licensees"
(Articles 1.2 and 1.3), both for patent and know-how licences. Agreements providing for
territorial restrictions exceeding the above-mentioned periods are blacklisted (Article 3(7)).
Finally, Article 3(3) excludes from the block exemption agreements containing restrictions
which prevent third parties from engaging in parallel trade.

(19) Customer allocation. Article 3(4) of the TTBE blacklists clauses whereby the parties
directly or indirectly allocate customers within the same technological field of use or the same
product market if the parties are competitors for the contract products. Furthermore, Recital

                                                
8 Commission Regulation (EEC) n° 417/85 and Commission Regulation (EEC) n° 418/85. These

Regulations have been replaced by Commission Regulation 2658/2000 and Commission Regulation
2659/2000 (see footnote 2). The new Regulations contain higher market share thresholds of 20 % and
25 %.
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23 provides that �such restrictions between undertakings that are not competitors remain
subject to the opposition procedure�, that is to say they are treated as grey clauses.9

(20) Field of use. Obligations restricting the exploitation of the licensed technology to one
or more technical fields or to one or more product markets are generally regarded as not
falling within Article 81(1).

(21) Output restrictions. Article 3(5) of the TTBE provides that the exemption shall not
apply where "the quantity of the licensed products one party may manufacture or sell or the
number of operations exploiting the licensed technology he may carry out are subject to
limitations". This general exclusion from the block exemption is subject to two exceptions.
The first one concerns the so-called 'use licences', where the licensee may only produce the
licensed products for incorporation into its own products and for resale as spare parts for its
own products (Article 1.1(8)). The second exception covers those situations where the licence
is granted only for the purposes of providing a particular customer with a second source of
supply (Article 2.1(13)). The ratio legis underlying these two exceptions is that quantity
restrictions in 'use licences' or in 'second supplier' licences fall outside Article 81(1) as the
purpose of such agreements "is not to create an independent supplier on the market" (Recital
23). In addition, Article 2.1(12) and Recital (24) contain provisions regulating the so-called
�site licences�, i.e. licences limiting the exploitation of the licensed technology to a specified
production site.

(22) Price restrictions. Any direct or indirect price restrictions are excluded from the
benefit of the block exemption (Article 3(1)).

(23) Non-compete obligations. Article 3(2) of the TTBE prohibits all obligations
preventing one party �from competing with the other party, with undertakings connected with
the other party or with other undertakings in respect of research and development, production,
use or distribution of competing products". However, Article 2.1(18) allows �a reservation by
the licensor of the right to terminate the exclusivity granted to the licensee, and to stop
licensing improvements to him [�] and to require the licensee to prove that the licensed
know-how is not being used for the production of products or the provision of services other
than those licensed", should the licensee decide to deal with competing products or
technologies. In addition, obligations on the licensee "to pay a minimum royalty or to produce
a minimum quantity" (Article 2.1(9)) or "to use his best endeavours to manufacture and
market the licensed product" (Article 2.1(17)) are block exempted.

(24) Tying. Under Article 4(2)(a), tying is defined as an obligation on the licensee �to
accept [�] further licences or to procure goods or services which are not necessary for a
technically satisfactory exploitation of the licensed technology or for ensuring [�] quality
standards�. The TTBE qualifies such restrictions as �grey clauses� falling under Article 81(1).
Their exemption requires notification, eventually under the opposition procedure.
Furthermore, Article 2.1(5) provides that tying is covered by the block exemption if it
concerns goods or services and insofar as the tied goods or services are �necessary� for a
technically proper exploitation of the licensed technology or for ensuring that the licensed
product complies with minimum quality standards.

                                                
9 This means that customer restrictions lead to the loss of the block exemption for the whole agreement if

the licence is between competitors, while the benefit of the block exemption is lost only in respect of
these restrictions when the licence is between non-competitors.
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(25) Grant-backs. Article 3(6) of the TTBE black-lists any obligation on the licensee to
assign (i.e. sell his IPR relating to) any improvements or new applications of the licensed
technology to the licensor. Article 2.1(4) white lists the obligation imposed on the licensee to
grant the licensor a licence relating to such improvements or new applications on condition
that, if these improvements are severable from the licensed technology, the license is non-
exclusive and that the licensor accepts the reciprocal obligation to license out his own
improvements to the licensee. Non-reciprocal grant-back licences and exclusive grant-back
licences relating to severable improvements are neither exempted nor expressly condemned
by the TTBE, but fall within the grey area of provisions requiring individual exemption. The
difference is that while a clause requiring a straightforward assignment of the IPR brings the
whole agreement outside the scope of the TTBE, the latter type of grant-backs implies the loss
of the block exemption only in respect of the specific clause at issue.

(26) No-challenge clauses. Pursuant to Article 4, clauses prohibiting the licensee from
contesting the secrecy or the substantiality of the licensed know-how or from challenging the
validity of the licensed patents are regarded as 'grey clauses' requiring notification under the
opposition procedure. Article 2.1(15), however, allows the licensor to terminate the
agreement if the licensee would challenge the validity of the licensed IPR.

3 GENERAL PRINCIPLES APPLYING TO IPR POLICIES AND COMPETITION POLICIES

(27) The relationship between IPR policy and competition policy is a longstanding topic of
debate in economic and legal circles. It is recognised that it is not easy to marry the
innovation bride and the competition groom and some have argued that such a marriage will
unavoidably lead to divorce. The main source of conflict usually mentioned is the possibly
conflicting aims of IPR law and competition law. In this chapter this alleged source of conflict
is dealt with before it is analysed how in practice IPR and competition policies are married in
the EU and in the US.

3.1 Conflicting aims of IPR law and competition law?

(28) Recognising that early copying of an innovation and free riding on an innovator�s
efforts would undermine the incentive to innovate, IPR laws grant certain monopoly rights to
the innovators. The intellectual property laws give the innovator the right to exclude others
from exploiting  the innovation. The legal monopoly which IPR law confers on the property
right owner may, depending on the availability of substitutes in the relevant market, in turn
lead to market power and even monopoly as defined under competition law. This has given
rise to the alleged source of conflict mentioned above, as competition law would take away
what IPR law is providing.

(29) However, in principle this is only an apparent source of conflict. At the highest level
of analysis IPR and competition law are complementary because they both aim at promoting
consumer welfare. The objective of IPR laws is to promote technical progress to the ultimate
benefit of the consumers. This is done by striking the right balance between over- and under-
protection of innovators� efforts. The aim is not to promote the individual innovator�s welfare.
The property right provided by IPR laws is awarded to try to ensure a sufficient reward for the
innovator to elicit its creative or inventive effort while not delaying follow-on innovation or
leading to unnecessary long periods of high prices for the consumers. A delay in follow-on
innovation may result when the innovation consists of improvement on earlier ideas that have
been granted patent protection already. Unnecessary long periods of high prices will result
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when the innovation allows the IPR holder to obtain market power in the antitrust market(s)
where the IPR is exploited and where the IPR protects this monopoly position longer than is
required to elicit the innovative effort.

(30) In order to correctly strike the balance between under- and over-protecting innovators�
efforts, intellectual property rights differ from and are usually less absolute than �normal�
property rights: they are often limited in duration (patents, copyright), strictly limited in scope
(copyright, trade mark), not protected against parallel creation by others (copyright, know
how) or lose their value once they become public (know how).10

(31) Competition policy aims at promoting consumer welfare by protecting competition as
the driving force of efficient markets, providing the best quality products at the lowest prices.

(32) The relevant question is therefore not one of conflict but of complementarity and
possibly adjustment in the individual case. To what extent should competition policy
intervene and try to improve the balance produced by IPR law? On this question some general
lines of agreement but also some marked differences exist between different jurisdictions.

(33) There is agreement on the positive role competition policy may play in forming IPR
law (�competition advocacy�). Competition policy expertise should prove useful in helping to
decide on issues like the correct scope and duration to be awarded under IPR law, i.e. in
deciding ex-ante on the balance to be found in IPR law.

(34) There is also agreement that competition policy has to play its normal role where IPR
rights are used to produce an anti-competitive effect beyond the exploitation of the IPR rights.
For instance, the conditioning of licensing on the purchase of a non-patented product (tying)
or on the imposition of a non-compete obligation is to be dealt with under competition law.
There is also general agreement that in such cases competition policy must take account of
specific IPR characteristics in order to properly protect dynamic efficiency. For instance, a
non-compete obligation may be required to protect the confidentiality of the know how
transferred or to prevent the know how benefiting competitors of the licensor.

(35) There is however no agreement as to what extent competition policy should interfere
with the exploitation of IPR rights in individual cases. This is true both for the exploitation
and licensing by dominant and non-dominant companies. It is here that marked differences
exist between the EU and US approach. In general EC competition policy has placed more
limits on the exploitation of IPR rights than US competition policy.

3.2 EC competition policy in the field of IPR

(36) It is already difficult inside one jurisdiction to define the respective roles of IPR and
competition policy. In the EU the difficulty is increased by the fact that the granting of IPRs is

                                                
10 It is questionable whether trademarks should be dealt with here. As remarked by Pitofsky, trade marks

�involve an economic tradeoff with different implications for antitrust law. The economic purpose of
trademark law is not in general to encourage innovation and creativity, but instead to reduce consumer
search costs by identifying the source of the goods, and thereby incidentally to encourage quality by
protecting reputation�. R. Pitofsky, Antitrust and Intellectual Property: Unresolved Issues at the Heart
of the New Economy, Antitrust, Technology and Intellectual Property Conference, University of
California, March 2001. It however also needs to be recognised that trademarks are often licensed
together with other IPRs such as know how and patents.
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still largely done nationally.11 On the one hand Article 295 (former Article 222) EC Treaty
requires the Community to respect national systems of property ownership and Article 30
(former Article 36) EC Treaty provides a specific exception from the free movement
provisions of the Treaty where they conflict with national IPRs. On the other hand the Court
has also stressed the need to protect the fundamental principles of free movement and
competition within the Community. For that reason the Court has developed the distinction
between the grant or existence of the IPR, which can not be affected by the rules of free
movement and competition, and its exercise, which can be affected by these other provisions
of the EC Treaty.

(37) For instance, in Consten-Grundig the Court found that Articles 30 and 295 �do not
exclude any influence whatever of Community law on the exercise of national IPRs. Article
36 (now 30) � cannot limit the field of application of Article 85 (now 81).�12 In relation to
Article 295 the Court made it clear that �the contested (Commission) decision to refrain from
using rights under national trade mark law in order to set an obstacle in the way of parallel
imports does not affect the grant of those rights but only limits their exercise to the extent
necessary to give effect to the prohibition under Article 85(1) (now 81(1)).�13

(38) In the context of the distinction between existence and exercise of an IPR the concept
of the �specific subject matter� of the IPR has been elaborated by the Court. The specific
subject matter is the core package of rights that make up the IPR itself. According to some the
normal use of an IPR, to ensure for the right holder the benefit of the specific subject matter
of that right, is regarded as preserving the existence of the right and can not be overruled by
the competition provisions of the Treaty.14 Specific subject matter and existence are thus
overlapping concepts, although it is not always clear how the notions of �normal use� and
�benefit� are to be applied in concrete cases. Others claim that the existence only covers the
authority of Member States to determine the conditions for granting IPRs. According to this
view the use of the IPR to ensure the benefit of the specific subject matter of that right can in
principle be scrutinised under the competition provisions, however it may fall outside the
competition provisions for other reasons such as objective justification.15

(39) For assessment purposes it is important to note that the Court and the Commission
have always narrowly defined the specific subject matter.16 It is clear that the possession of an

                                                
11 This is slowly changing as EC legislation is giving rise to new or harmonised IPRs throughout the EU.

This legislation covers in particular trade marks (Council Directive n° 89/104 of 21.12.1988), rental and
lending rights (Council Directive n° 92/100 of 16.11.1992), the harmonisation of the term of protection
of copyright (Council Directive n° 93/98 of 29.10.1993), satellite broadcasting and cable retransmission
rights (Council Directive n° 93/83 of 27.9.1993), the legal protection of databases (EP and Council
Directive n° 96/9 of 11.3.1996), biotechnological inventions (EP and Council Directive n° 98/44 of
6.7.1998) and designs (EP and Council Directive n° 98/71 of 13.10.1998). New legislation that is in the
process of being adopted includes a proposed Directive on the harmonisation of certain aspects of
copyright and related rights in the information Society and a proposed Directive on the protection of
inventions by utility models. In addition, the Commission has recently adopted a proposal for a Council
Regulation on the Community patent. (COM (2000) 412 final).

12 Consten Grundig v. Commission [1966] ECR 299, p. 346. See also Parke Davis v. Probel [1968] ECR
55 and Deutsche Grammophon [1971] ECR 1147.

13 See previous footnote.
14 K. Coates & J. Finnegan, Intellectual Property, chapter 8, paragraph 8.27, in J. Faull & A. Nikpay, The

EC Law of Competition, 1999
15 S.D. Anderman, EC Competition Law and Intellectual Property Rights, 1998, chapter 2.
16 For the purposes of Community law, the specific subject matter of a patent has been defined by the ECJ

in the Centrafarm BV v. Sterling Drug case as being « to ensure to the holder, so as to recompense the
creative effort of the inventor, the exclusive right to utilise an invention with a view to manufacture and
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IPR gives the owner the right to license and ask royalties. However, the Court and the
Commission have always considered that the conditions of the licence may fall under Articles
81 and 82.

(40) For instance, under Article 82 it is foreseen that the conditions of a licence may not
discriminate between licensees and that the imposed royalties may not be excessive. In the
Magill judgement by the ECJ it has even been established that a dominant company may
under certain conditions be forced to grant a licence to a third party.17

(41) Case law and the TTBE have also made it clear that conditions contained in a license
agreement may fall within Article 81(1). This applies to conditions that affect competition in
general, both intra-brand competition and inter-brand competition. For instance, in the list of
black clauses in the TTBE one finds inter-brand related clauses like non-compete obligations
and intra-brand related clauses like territorial restraints of an excessively long duration and
price restrictions related to the sale of the licensed product.18

(42) The TTBE does not make a clear distinction according to whether the licensing
agreement is concluded between competitors or between non-competitors and does not
contain a coherent approach towards agreements between competitors (see also section 5.1).
The TTBE applies a clause-based approach to non-reciprocal and cross licence agreements
between competitors, making coverage dependent on the agreements (not) containing certain
clauses. But the TTBE covers licence agreements between competitors relating to the
activities of a joint venture only below certain market share thresholds (see section 2.1 of this
report).

(43) The TTBE is also not sufficiently clear on when companies are considered to be
competitors. �Competing manufacturers or manufacturers of competing products� are defined
in the TTBE (Article 10(17)) as �manufacturers who sell products which, in view of their
characteristics, price and intended use, are considered by users to be interchangeable or
substitutable for the licensed products.� This provision has been generally interpreted and
applied as defining competitors rather widely. Parties to a license agreement that were
competitors before the innovation are still considered to be competitors even when the
licensed manufacturing process or patented product is such a sweeping breakthrough that
there would no longer be any competition absent the licence.

(44) The interplay between IPR law and EC competition law is most complex in the area of
territorial restrictions. To determine whether a restriction on the licensee to actively or
passively sell the licensed products in the licensor�s or other licensees� territories may fall

                                                                                                                                                        
first putting into circulation of industrial products either directly or by the grant of licenses to third
parties, as well as the right to oppose any infringement ». Know-how does not enjoy a specific legal
protection but owners of know-how may protect it through the general law on confidentiality. While
there is no single definition of the specific subject matter of copyright, the case-law has highlighted a
number of typical elements such as the right to decide on the first placing of a work on the market
(Gema case), the right to require fees for public performance (Coditel II case) and the right to rent out a
work (Warner Brother v Christiansen case). See also judgements of 22.9.1998, case C-61/87, Egmont
Film and of 28.4.1998, case C-200/96, Metronome.

17 Joined Cases C-241/91P and C-242/91P Radio Telefis Eireann (RTE) and Independent Television
Publications Ltd (ITP) v Commission [1995] ECR I-74. This report will not go into further detail of the
application of Article 82 to IPRs.

18 It needs to be stressed that it is not always possible to distinguish between intra-brand and inter-brand
competition restrictions. For instance it is generally recognised that RPM may have an effect on both
intra-brand and inter-brand competition.
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within Article 81(1), a further question needs to be addressed concerning the exhaustion of
the IPR. A licensee can object to import of the licensed product into its territory when the
product was put on the market without the licensor�s consent. This applies to exports into the
licensee�s territory by third party producers or traders that have put the product on the market
without the licensor�s consent. It does not apply to export by third party traders which
obtained the product from other licensees or from the licensor and thus with the latter�s
consent. It does also not apply to exports by other licensees or the licensor, because also in
that case the product is put on the market with the licensor�s consent. The extent to which a
licensing agreement can limit the active or passive sales by the licensor or the licensee into
each other�s or other licensees� territories has thus to be dealt with under Article 81.

(45) In conclusion, the EC competition policy approach towards licensing agreements does
recognise the existence of the monopoly granted by IPR law, but this does not mean that the
exercise or exploitation of that monopoly may not be scrutinised under the competition rules.
Licensor and licensees are separate undertakings and are also treated as such. The competition
rules do not accept just any restriction that helps the licensor to realise the maximum profit
from its monopoly. For instance, while it is clear that to obtain the full monopoly profit the
licensor may want to impose restrictions on the licensees concerning their pricing, their output
or the territories into which or the customers to whom the licensees may sell the licensed
product, such restrictions may fall foul of the EC competition rules.

3.3 US competition policy in the field of IPR

(46) The US approach, as laid out in the Antitrust Guidelines for the Licensing of
Intellectual Property issued by the DOJ and FTC (�US Guidelines�), is different from the EU
approach.19 The US Guidelines embody three general principles: (a) for the purpose of
competition policy analysis intellectual property is regarded as any other form of property; (b)
it is not presumed that intellectual property creates market power; and (c) licensing is
generally considered to be pro-competitive.20 Competition concerns may arise when the
licensing agreement restricts competition between companies that would have been actual or
likely potential competitors in the absence of the license (companies in a horizontal
relationship).21 The owner of intellectual property will not be required to create competition in
its own technology and should therefore in principle be free to impose those restrictions in a
licensing agreement which allow him to do what he could also have done on his own. The US
approach does not only recognise the existence of the monopoly granted by IPR law, but also
respects in general the right of the holder of the IPR to fully exploit it by imposing in a
licensing agreement the restrictions necessary to obtain the full benefit of the IPR.

(47) The limitations imposed by competition policy on the freedom of the licensor are
twofold. Firstly, competition policy may interfere when the restrictions in the licensing
agreement apply to non-patented products or processes. For instance, if the licensor has a
patent on the process of manufacturing but not on the product manufactured by the licensee,
then fixing the licensee�s sales price of the product is treated as illegal vertical price fixing
under the competition rules.22 Similarly, when the licensing agreement imposes a non-

                                                
19 Antitrust Guidelines for the Licensing of Intellectual Property, U.S. Department of Justice and the

Federal Trade Commission, April 1995.
20 US Guidelines, section 2.0.
21 US Guidelines, section 3.1.
22 See W.K. Tom, Background Note, p. 38, Roundtable on Competition Policy and Intellectual Property

Rights, Committee on Competition Law and Policy, OECD, October 1997, and N. T. Gallini & M.
Trebilcock, Intellectual Property Rights and Competition Policy: A Framework for Analysis of
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compete clause on the licensee preventing the latter from producing or selling competing
products, this is treated as in any other vertical agreement. The same applies to the tying of
the licensing agreement to the purchase by the licensee of another good or service.

(48) Secondly and more importantly, competition policy may interfere when the licensing
harms competition between companies that would have been actual or potential competitors
in the absence of the agreement. In such a case, if the licensing agreement has negative effects
on prices/quantities/ qualities of goods or services on current or future markets this is dealt
with under the US competition rules. This does in the first place concern situations where also
without the licensing the licensor and licensee would be actual or potential competitors, i.e.
licensor and licensee are already and continue to be in a horizontal competitive relationship.
Secondly, it also concerns licensing agreements that, for instance through a non-
compete/exclusive dealing clause, exclude competitors of the licensor (foreclosure effect).
Thirdly, it could in principle also concern licensing agreements where the licensees are in a
horizontal competitive relationship.23

(49) In practice, the US Guidelines only deal with the first two situations. As concerns non-
compete clauses it has already been indicated that these can be attacked under the US antitrust
rules as such clauses do not concern the exploitation of the IPR itself but concern other
products or processes outside the scope of the IPR. The main competition concern is whether
competitors of the licensor are foreclosed from the market.

(50) As concerns the situation where the licensor and licensee would also be actual or
potential competitors on the markets in question without the licensing agreement, the US
Guidelines are mainly worried about sham license arrangements intended to cloak a cartel.
For instance, if the licensed manufacturing process or patented product does not represent an
economic improvement over the available existing technologies or non-patented products and
the patent is not a blocking patent, then the licence agreement will in general not involve a
useful transfer of technology and will not lead to an efficiency-enhancing integration of
economic activity.24 The agreement will be challenged under the per se rule if it leads to price
fixing, allocation of markets or customers, a reduction of output or certain group boycotts.

(51) If no such facially anti-competitive per se restraints are contained in a licensing
agreement between competitors, the agreement will normally not be challenged if �the
licensor and its licensees collectively account for no more than twenty percent of each
relevant market significantly affected by the restraint.�25 Above this safety zone of 20% the
rule of reason applies. In that case it will first be established whether the restraint has, or is
likely to have, an anti-competitive effect. If such is the conclusion, it will be considered
whether the restraint is reasonably necessary to achieve pro-competitive efficiencies. It will be
established whether there are ��practical and significantly less restrictive alternatives�. If it
is clear that the parties could have achieved similar efficiencies by means that are
significantly less restrictive, then the Agencies will not give weight to the parties� efficiency

                                                                                                                                                        
Economic and Legal Issues, p. 339 and 344-345, Roundtable on Competition Policy and Intellectual
Property Rights, Committee on Competition Law and Policy, OECD, October 1997.

23 US Guidelines, sections 3.1, 3.3 and 4.1.
24 US Guidelines, section 3.4, example 7. See also the FTC�s challenge of a patent pool between Summit

Technology and VISX (FTC Dkt. No. 9286 (February 23, 1999), Agreement Containing Consent Order
to Cease and Desist; and the FTC�s Analysis to Aid Public Comment) and the DOJ�s Business Review
Letters concerning the MPEG and DVD patent pools (Business Review Letters from Joel I. Klein to
Garrad R. Beeney, respectively of June 26, 1997, and December 16, 1998).

25 US Guidelines, section 4.3.



16

claim. In making this assessment, however, the Agencies will not engage in a search for a
theoretically least restrictive alternative that is not realistic in the practical prospective
business situation faced by the parties�� If the restraint is reasonably necessary, the
Agencies will balance the pro-competitive efficiencies and the anti-competitive effects to
determine the probable net effect on competition in each relevant market.�26

(52) Parties to a licence agreement that were competitors before the innovation are not
considered to be competitors anymore where the licensed manufacturing process or patented
product is such a sweeping breakthrough that there would no longer be any competition
absent the licence. The safety zone and the rule of reason approach above the 20% market
share threshold are therefore in particular relevant for those licensing agreements where the
licensed manufacturing process or patented product does represent only a limited economic
improvement over the available existing technologies or non-patented products. In such a
case, if there is a horizontal competitive relationship between the parties absent the licence, it
becomes relevant to measure the collective market share of the parties, to look at the necessity
of the restraints and balance the positive and negative effects.27

(53) For application of the 20% market share threshold it is necessary to establish whether
the negative effects of the licence are only felt on product markets or whether the licence has
also effects on technology markets or on competition in research and development. In the
former case the market shares only need to be established on the relevant product markets. In
the latter case market shares for the relevant technology or innovation markets have also to be
established. If in the latter case market share data are unavailable or do not accurately
represent competitive significance, the safety zone will be established by looking at the
number of independent competing technologies or research entities with the required
specialised assets. If the restraint is not facially anti-competitive and there are four or more
competing technologies or research entities in addition to the parties to the licence agreement,
then the agreement falls within the safety zone.

3.4 A comparison

(54) The US approach makes a clear distinction between licensing agreements entered into
between competitors versus agreements between non-competitors and draws policy
conclusions from this distinction. The US approach treats very leniently restrictions that
concern the exploitation of the IPR itself when the licensor and licensee are not actual or
potential competitors. In such a situation it is considered that restrictions concerning the
licensee�s territory, output, field of use and under certain circumstances even pricing are
rightful ways of the licensor to try to maximise his income from the IPR. This fits in with the
more lenient current approach of the US towards vertical agreements between non-
competitors in general, except where it concerns price fixing. While in general vertical price
fixing is a per se restriction under US competition law and the US Guidelines state that this
also holds in case a licensor of an intellectual property right in a product fixes a licensee�s
resale price of that product, the US Guidelines also make it clear that the owner of a product
patent may fix in a license to manufacture the licensee�s first sales price of the patented
product.28

                                                
26 US Guidelines, section 4.2.
27 W. Tom, p.27-28.
28 This tension probably explains why this freedom to fix the licensee�s price has been limited in various

court judgements: see Tom, p. 38; Gallini & Trebilcock, p. 339; the US Guidelines, section 5.2.
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(55) The stricter EU approach towards restrictions concerning the exploitation of the IPR
itself when contained in agreements between non-competitors reflects the higher importance
EC competition policy attaches to intra-brand restrictions in general and territorial restrictions
in particular. It is considered important to protect intra-brand competition as distribution costs
make up a substantial part of the end price of most products and competition between
distributors may help to reduce these costs. It is also a recognition of the fact that the licensees
may be in a horizontal competitive relationship.29 Territorial restrictions are paid more
attention in particular because of the additional market integration objective which EC
competition policy has.30

(56) There are less marked policy differences as regards restrictions that do not concern the
exploitation of the IPR itself, such as non-compete obligations and tying. Both the US and EC
competition rules are applied to such restrictions. In the US, the market power of the parties
and the competitive structure of the relevant antitrust market are taken into account under the
rule of reason approach. While the same is done in the EU for vertical agreements in general
under Block Exemption Regulation 2790/99 and the Guidelines on Vertical Restraints, the
TTBE puts such restrictions in the black and in the grey lists.

(57) There are again more marked policy differences as regards licensing agreements
between competitors. The US policy applies a market share threshold for its safety zone for
all licence agreements between competitors, where the TTBE does so only for licence
agreements relating to joint ventures. Other licence agreements between competitors are often
excluded from coverage by the TTBE by applying a clause-based approach. Also, the US
policy applies a narrower definition as to when companies are considered to be competitors.

(58) In summary, the US approach puts more limits on the possibilities of competition
policy to intervene against licence agreements between non-competitors. It thereby gives a
somewhat wider assurance that the licensor can exploit its IPR when the licensing takes place
between non-competitors. If it is assumed that IPR laws are striking the right balance between
over- and under-protection of innovators� efforts, such approach helps to stimulate
innovation. That assumption may however not be correct for all cases. Also, the difference
with the EU approach should not be exaggerated as EC competition policy allows in many
instances the same intra-brand restrictions, but keeps the possibility under specific
circumstances to intervene where considered necessary. Lastly, the US approach is more
coherent where it concerns licence agreements between competitors.

4. FACT-FINDING ON THE IMPLEMENTATION OF THE TTBE

(59) The Commission has carried out a fact-finding so as to gain a better understanding of
the manner in which the current rules have operated since their adoption. A questionnaire was
sent to industry and consumer associations, certain research-intensive companies, specialised
organisations and law firms. In addition, the experience acquired by the Commission in the
practical implementation of the TTBE was examined. Finally, the competition authorities of
the Member States were asked to provide information on their current practice in the area of
IPR licensing agreements. The results of this fact-finding are summarised below.

                                                
29 The US Guidelines, while recognising the possibility that the relationship between licensees is

horizontal, seem to largely ignore the competition consequences of this by having a very lenient policy
towards territorial restraints as long as the licensor and licensee are not competitors.

30 Guidelines on Vertical Restraints, point 7.
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4.1 Interested parties' comments

(60) The questionnaire sent to interested parties was designed to acquire factual
information covering both the main aspects and emerging new features of technology
licensing activities, as well as the perception by third parties of the operation of the TTBE.
Replies were received from individual companies representing a cross-section of industry
sectors (e.g. electronics, mechanical engineering, automotive, pharmaceutical, healthcare,
chemical and foodstuffs), as well as from industry associations, specialised organisations and
law firms. 31

4.1.1 Comments on current licensing activities

(61) A majority of comments indicate that licensing activities within industry have changed
significantly over the last 10 years, both qualitatively and quantitatively. Such an evolution
seems to be particularly noticeable in certain sectors (e.g. electronics, medical technologies,
new materials, bio-computing, nanotechnology).

(62) In quantitative terms, most comments underline that in general firms license out their
technologies more often today than in the past. This seems to concern both a widening of the
range of technologies licensed and an increase in the number of licences granted for the same
technology. The need to compensate high costs of patent portfolios through licensing
revenues is mentioned as one of the reasons explaining such a trend. Furthermore, certain
parties indicate that activities related to obtaining licences (licensing-in) has become more
important given a greater need for new technological products and lacking in-house
developments.

(63) This increase in licensing activities seems to go in parallel with a general rise of
companies� investments in R&D projects. R&D expenditures vary considerably across
different industry sectors. For most of the companies who replied to the questionnaire they
represent 5% to 10% of their annual total turnover. In certain sectors (e.g. pharmaceutical,
healthcare) they tend to be significantly higher. Although royalty earnings generally represent
a small fraction of companies� annual total turnover (1% or less), they provide nevertheless a
significant contribution to the recovery of investments in R &D.

(64) Furthermore, it should be noted that certain companies have recently built up more
structured patenting strategies, in response to the increased importance of IPR ownership and
licensing to maintain a market position . While the traditional use of IPRs was to prevent
competitors from using proprietary innovation, their use has now expanded to encompass
more diverse commercial strategies. These include blocking whole areas to competition
(blocking strategies) and use of patents to create industry standards. As many companies
increasingly view their IPRs as tradable capital assets, management of IPRs and patent
portfolios now tend to form an important part of commercial strategies. In this connection,
some commentators consider that there is a trend for knowledge to become less publicly
available and more being protected by IPRs.

(65) One organisation is of the opinion that there is, on the contrary, a general decrease in
licensing activities within the Community, although there is a rise in licensing by educational

                                                
31 Out of 150 questionnaires sent, the Commission received replies from roughly 1/4 of the addressees,

either directly or indirectly through industry associations. Although the replies may not constitute a
representative sample, the information received provided useful indications for the preparation of this
Report and the public consultation which will take place after publication.
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bodies. Such a fall off would reflect changes such as the move of manufacturing and research
to markets overseas. At the same time, public research organisations and higher educational
institutions seem to realise that the information they formerly placed in the public domain
may have a value and are accordingly seeking to protect it where possible and to manage the
resulting IP through 'spin-out' companies.

(66) Virtually all comments seem to indicate that, compared with licensing, an outright
selling of IPR remains a residual option for IPR holders. Some observers suggest that
assignments would represent roughly 20% of the overall transactions relating to IPRs, the
remaining 80% being represented by licensing. Royalty income lower than the cost of
maintaining and protecting the IPR, low likelihood of market success and market exit by the
IPR holder are the main reasons why companies would choose to assign rather than license
their IPR.

(67) From a qualitative viewpoint, most comments indicate that both the nature and types
of licensing arrangements have considerably evolved during recent years. In particular, it is
emphasised that more joint collaborative efforts and more complex licensing arrangements
are now required in order to keep pace with the greater complexity of new technologies.
These often stem from multidisciplinary knowledge and approaches, which require companies
to collaborate in order to take advantage of complementary skills owned by other companies
or public research organisations. Thus, for instance, package-licensing programmes,
technology pools and cross-licensing have become more frequent, also in view of a
proliferation of blocking patents spread over many owners internationally.

(68) Furthermore, licensing activities seem to have become more global during the recent
years. In particular, the trend of globalisation and the resulting changes in companies'
commercial strategies have also affected the field of R&D. Large companies which already
for many years had manufacturing facilities spread across countries are now also becoming
more international in their research activities. In addition, some important 'world projects'
(e.g. the international space station, the human genome project, medical research, ocean and
climatic research, energy and telecommunications) all involve considerable international
collaboration.

(69) As regards the type of IPR, patents and know-how are generally considered as the
most relevant in licensing arrangements. Copyright licenses are often referred to as important,
especially for software programmes and for computer implemented inventions. Design
licenses are regarded as important for certain sectors, less for others. Trademarks are often
only ancillary to know-how licenses or to distribution or manufacturing agreements.

(70) The replies received by the Commission also show a certain evolution as regards the
reasons that may determine an IPR holder to grant a license or a manufacturer to obtain a
license. As for IPR holders, there are the classic justifications for licensing such as the entry
into a new product market or the opportunity to combine complementary production skills,
especially when the licensor lacks production assets. In addition, licensors are increasingly
placing weight on the possibility to create through licensing a new industry standard, to
organise a technology pool or package licenses, to clear blocking positions and settling
disputes resulting from overlapping patents. Insufficient knowledge of local market
conditions or lack of distribution or marketing capabilities seem to be regarded as less
important for the grant of a licence. Some comments also indicate that licensing-out activities
are related to the objective of achieving economies of scale or scope, or maintaining a market
position for own technology, or sharing the risks connected with its exploitation.
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(71) As for licensees, the strongest incentive to take out a licence seems to be to join
complementary skills with an IPR holder whose technology can permit the licensee to enter a
new product market or maintain a competitive position while reducing his costs. This is
especially true when the licensee has its own development blocked by third parties' IPRs or
finds that own development is more costly than outsourcing the technology from third parties.
Actual or potential litigation about overlapping patent claims and the opportunity to clear
blocking positions are often quoted as important factors.32 Certain comments indicate that
licensing-in activities may be also related to the creation of a new industry standard, the
organisation of a patent pool or to the achievement of economies of scale or scope.

(72) Furthermore, IPR holders seem generally more inclined to grant licences to non-
competing companies so as to avoid strengthening their competitors, except when licensing is
designed to solve actual or potential disputes over conflicting patent claims. On the contrary,
for licensees the type of partner seems to be less relevant, their incentives stem more from the
nature of the licensed technology than from the competitive position of the originator.

(73) Finally, as regards the nature of the investments currently involved in licensing
transactions, the comments received suggest that the costs supported by licensors which are
specific to granting the license (i.e. excluding the incurred R&D costs), mainly relate to the
protection of the licensed technology (litigation against infringements, etc.) and to its
successive improvements and training of personnel. Licensees' costs include royalty payments
and investments designed to improve the licensed technology, market and advertise the
licensed products and, to a lesser extent, to service customers, train distributors or replace
physical production assets.

4.1.2 Comments on the TTBE

(74) Interested parties were also asked to provide comments concerning the operation of
the TTBE. The questions were of a general nature and essentially aimed at:

- identifying difficulties and advantages experienced by industry in the application of
the TTBE,

- assessing whether the basic policy objectives underpinning the TTBE (i.e.
development and wide dissemination of innovation throughout the Community while
protecting effective competition in technologically new or improved products) were fulfilled
in practice, and

- ascertaining whether the current Commission approach to technology licensing should
be reviewed.

The questionnaire also focused on specific issues relating to individual provisions of the
TTBE. The views expressed in reply to these specific questions are taken into account in
section 5 of the present report. In general, the vast majority of comments highlight that,
despite certain advantages, the TTBE presents a number of major shortcomings.

(75) On the one hand, all commentators recognise that the TTBE has the advantage of
being broader in scope and easier to apply than the preceding block exemptions on know-how
and patent licensing. Some also express the view that, being very specific on what is not

                                                
32 IPRs are considered to be in a mutual blocking position if the holders can not exploit their own IPR

without infringing the other�s IPR.
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allowed (i.e. a comprehensive black list), the TTBE has the merit of providing legal certainty.
Some also emphasise that the absence of market share thresholds facilitates the application of
the block exemption. Finally, it has also been observed that the TTBE is sometimes used as a
guideline.

(76) On the other hand, the criticism levelled against the current approach focuses on the
following aspects:

- The TTBE is perceived as being too formalistic and rigid. This has become
particularly apparent when compared with the new generation of block exemptions in the
field of vertical restraints and horizontal co-operation agreements. In particular, the structure
of the TTBE is considered too complex. In addition, the lists of exempted clauses, white-
listed clauses, blacklisted clauses and exclusions are having the effect of forcing companies
into a legal straitjacket which may discourage dissemination of technologies or deter more
efficient transactions. It is also considered unclear how the scope of application of the TTBE
interfaces with Regulations n° 2658/2000 on specialisation agreements, 2659/2000 on R&D
agreements and 2790/1999 on vertical agreements.

- Certain provisions are considered overly detailed and often confusing, with the result
that there are sometimes doubts as to the application of the exemption. In particular, the
interpretation of certain basic concepts seems unclear. For instance, the TTBE does not
clearly distinguish between �improvement� of the licensed technology and �new� technology
entailing an essential leap forward, with the result that the duration limits imposed by the
TTBE on license agreements are difficult to apply. Another example is the definition of
know-how, which is not the same as in the new vertical and horizontal block exemptions. The
same is observed in relation to the definition of �competitor�, which is not in line with more
recent legislation.

- The TTBE is too narrow in scope and does not cover some common licensing
practices, so that many agreements need to be notified to the Commission. In particular, as the
Regulation does not cover licences involving more than two parties, multilateral technology
pools and multiparty package licences involving companies owning complementary IPRs are
excluded from the benefit of the block exemption. Also, the fact that the Regulation covers
non-patent IPRs such as copyright, design rights and trademarks only when they are ancillary
to a patent licence puts many agreements, particularly copyright licences of software, in a
situation of legal uncertainty. In this respect, some commentators indicate that they often refer
to the TTBE as a guideline for assessing non-patent licensing agreements under Article 81.

- The current rules are too focused on territorial exclusivity clauses. In addition, they
exclude certain common licensing arrangements from the benefit of the block exemption
without sound economic justification. In particular, some commentators argue that the TTBE
contains too long a list of restraints (e.g. non compete obligations, tying, quantity restrictions
including site licences, certain forms of grant-backs) which are presumed illegal or are
regarded as highly suspect even when the parties lack market power and are in a vertical
relationship.

- The usefulness of the opposition procedure under Article 4 of the TTBE is doubtful. In
general companies seem reluctant to avail themselves of this possibility because they prefer
not to disclose their arrangements, because the situations to which such a procedure may
apply are not always clearly specified, or to avoid the administrative burden of a notification.
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(77) In accordance with the foregoing, a majority of comments suggest that the TTBE
fulfils its purported objectives only to a limited extent.

(78) Where the parties manage to shape their agreements so as to fit into the framework of
the block exemption, the legal certainty provided to them by the Regulation has a positive
impact on the development and dissemination of technology. However, given its formalistic
and prescriptive character, it is also argued that the current rules do not encourage new forms
of licensing (e.g. multiparty package licences, licensing to joint ventures) and new approaches
to technology transfer (e.g. non-compete obligations to protect know-how transferred to the
licensee, bundling of an IPR licence with the supply of non patented products). The lack of
clarity of the Regulation acts also as a disincentive to licensing. Some commentators observe
that the long list of hardcore restraints currently provided for in the TTBE is the result of an
approach that does not take sufficient account of the parties' market power and inter-brand
competition. It is argued that a more economic-based approach could lead to a less rigid
regime for licensing agreements and, therefore, to a wider dissemination of technology.

(79) While the prescriptive approach of the TTBE was clearly intended to protect effective
competition, it is not sure that it has fully achieved that objective. On the one hand it is
observed that compliance with the terms of the Regulation acts as a straitjacket on the
contracting parties and as a disincentive to the dissemination of new technologies. As a result,
it may hinder or retard market entry by new competitors. On the other hand, some
commentators consider that, as the TTBE does not take account of the parties� market power
and the competitive relationship between the licensor and licensee, it may cover restrictions
benefiting powerful or even dominant firms, to the detriment of customers and small and
medium sized companies.

(80) In conclusion, the replies sent in response to the Commission�s questionnaire are
generally supportive of an in-depth review of the TTBE.

(81) In this respect, most comments insist on the need to proceed with a radical
simplification and clarification of the current rules along the lines set out by the new block
exemptions for vertical restraints and horizontal co-operation agreements. This would imply,
in particular, the adoption of a new block exemption covering a wider range of licensing
agreements, the rejection of the white and grey list approach (together with the related
opposition procedure) and a shortening of the current list of hardcore restrictions. Moreover,
the adoption of specific guidelines clarifying certain key issues would be welcomed.

(82) Many comments point out, however, that the introduction of a market share threshold
would backlash on innovation and licensing because the safe harbour would cease to be
available if and when the licensed invention would become a success in the market. This is
considered to be especially true if a market share threshold would be applied to technology
markets as opposed to actual product markets. Defining relevant markets and calculating
market shares would raise specific difficulties in the field of technology licensing. The same
commentators add that issues of market power are sufficiently addressed under Article 82 and
by the corresponding ECJ case law. Reference is made in particular to the Tetrapak
judgement.33 By contrast, other comments consider that at present the Commission�s
approach to technology licensing takes insufficient account of issues of market power and
inter-brand competition and emphasise that these two issues are fundamental to a proper
assessment of the impact of such agreements on competition.

                                                
33 Tetra Pak v Commission [1990] ECR II-309.
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(83) Finally, it is suggested that other IPRs, including copyrights, design rights and
trademarks, should be covered by one umbrella block exemption on condition that a more
flexible approach would be adopted. Such an extension would be in the interests of legal
certainty and would improve consistency across the field of IPR licensing. This view is
opposed by other commentators who consider that issues of commercial practice and public
policy involved in licensing of non-software literary work, of artistic works, of brands, and of
databases are very different from those involved in technology transfer.

4.2 The Commission�s enforcement practice

4.2.1 Statistics

(84) During the period from 1996 to 2000, the Commission registered approximately 140
new cases concerning the application of Article 81 and/or Article 82 to practices involving the
exercise of IPRs.

(85) This figure includes all cases the centre of gravity of which was either the licensing of
IPRs between undertakings for the purposes of manufacturing goods or services, or an alleged
abusive behaviour by the IPR holder or its licensees. It does not include however those cases
where the licensing of IPRs did not constitute the primary object of the practice (i.e. certain
vertical agreements such as franchising and specialisation agreements) or concerned the
development and joint exploitation of IPRs resulting from R&D agreements.

(86) If compared with the 5-year period from 1991 to 1995, during which the number of
new IPR cases did not exceed 120, the Commission�s relevant workload showed an increase
of about 16%.

(87) Considering that approximately 2020 new cases concerning the application of Article
81 and 82 were opened during the period from 1996 to 2000, the above-mentioned category
of IPR cases represented around 7% of the Commission�s total workload in the field of
antitrust.

(88) A breakdown by type of IPR shows that the majority of the cases opened during the
last 5 years concerned patent and/or know-how licences (56%). Cases of which the primary
object was the exercise or licensing of copyrights represented about 22% of all IPR cases.
This group includes procedures relating to content licences (e.g. mechanical reproduction of
music works), performing rights (e.g. broadcasting licences, agreements involving collecting
societies) and copyright-based transfers of technologies (e.g. software licences, computer
implemented inventions). Trademark licences for the purposes of manufacturing represented
approximately 19% of all IPR cases. Within this group, roughly half of the procedures
concerned pure trademark licences and the other half related to transactions where a
trademark was licensed in connection with know-how. Finally, the remaining 3% were made
up of cases concerning other types of IPR (in particular, licenses of design rights and access
to protected databases).

(89) As regards the origin of the procedures, the vast majority of cases originated from
notifications concerning the application of Article 81 (75%), while the remaining part (25%)
was the result of complaints or ex-officio proceedings involving the application of both
Articles 81 and 82.

(90) Rare have been the instances where the notifying parties have availed themselves of
the opposition procedure provided for in Article 4 of the TTBE. In fact, the application of this
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procedure was requested in only 5% of all notifications concerning patent and/or know-how
licences. In addition, the Commission has never applied the withdrawal procedure under
Article 7 of the TTBE.

4.2.2 Issues raised in notifications

(91) Looking at the reasons that made the parties notify their agreements, the following can
be observed.

(92) Firstly, a large number of notifications concerned licensing agreements that for
various reasons did not come within the scope of the TTBE. This occurred for instance when:

- the licence had as its primary object IPRs other than a patent or know-how, or

- the agreement was entered into between more than two parties (e.g. pooling
arrangements, licence packages, multiparty licensing programmes), or

- the agreement was structured in a manner which did not fit into the form defined in
Article 1 of the TTBE (e.g. non-exclusive licences), or

- the parties agreed on more complex types of co-operation (e.g. licenses of IPRs in the
context of the creation of a joint venture, licensing connected with co-marketing activities).

(93) Secondly, notifications were also frequently made when the parties were uncertain as
regards the applicability of the block exemption or the interpretation of its clauses. It is for
instance considered difficult to assess whether trademark provisions in manufacturing
agreements involving the transfer of know-how are ancillary or not. Questions have also been
raised in relation to the coverage by the TTBE of agreements limiting the licensee�s activity
to the development of a product and excluding manufacturing activities. The current rules
have also created problems of interpretation in relation to certain arrangements containing
grant-back provisions, export bans or restrictions limiting the exploitation of the licensed
technology to certain specified production units (so-called �site licenses�). Furthermore, in
cases of agreements settling disputes about alleged patent infringements, the parties have
chosen to notify so as to avoid any possible doubt as to the legality of their transaction.

(94) Thirdly, a significant proportion of notifications concerned agreements containing
clauses not expressly exempted (grey clauses). Relevant examples include agreements
containing conditions on royalty payments or field-of-use restrictions not fitting into the
wording of the TTBE, as well as customer allocation clauses, no-challenge and tying
provisions.

(95) Fourthly, in some cases the parties sought to obtain an individual exemption for
agreements containing clauses expressly excluded from the block exemption (e.g. black
clauses such as non-compete obligations, resale price maintenance on the licensed products,
territorial exclusivity exceeding the time limits provided for in Article 1 of the TTBE).

(96) An analysis of the notifications dealt with by the Commission during the reference
period shows that the vast majority was cleared by comfort letter without further action.
Formal decisions were adopted only in very few cases, which related to non-exclusive
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licences imposing export bans on the licensees34, licensing arrangements forming part of joint
venture agreements35 and exclusive licences of broadcasting rights.36

(97) Certain cases were given publicity either through the publication of a notice pursuant
to Article 19(3) of Regulation 17 or through press releases in view of their economic
importance or their significance for competition policy.37 Only a limited number of
notifications gave rise to competition concerns and were cleared by the Commission
following modifications to the original agreements.38

4.2.3 Issues raised in complaints and ex-officio procedures

(98) Looking at the competition issues raised in the context of complaints and ex-officio
proceedings dealt with by the Commission during the reference period, the following can be
observed.

(99) As regards the application of Article 81, the most recurrent issues include:

- arrangements restricting horizontal competition between actual or potential
competitors; these situations cover in particular alleged market sharing between competing
IPR holders through cross-licensing agreements or multiparty licensing programmes;

- agreements restricting the licensee's ability to compete with the licensor in areas not
directly related to the licensed IPR (e.g. royalty payments extending over products
manufactured by the licensee on the basis of his own technology);

- agreements foreclosing competing IPR holders on the market for the licensed
products, including attempts to monopolise a sector through agreements setting a new
industry standard;

- exclusive licences foreclosing suppliers competing with the licensee on the market for
the licensed products;

                                                
34 Decision of 14 December 1998 in the case Sicasov, OJ n ° L 4 of 8.1.1999.
35 Decision of 14 September 1999 in the case General Electric Aircraft Engines/Pratt & Whitney, OJ n°

L58 of 3.3.2000, decision of 17 July 1996 in the case Phoenix/Global One, OJ n° L 239 of 19.9.1996
and decision of 15 September 1999 in the case British Interactive Broadcasting/Open, OJ n° L 312 of
6.12.1999.

36 Decision of 3 March 1999 in the case Télévision par satellite, OJ n° L 90 of 2.4.1999.
37 See in particular the following cases: MPEG-2, which concerned a licensing program for patents

essential to implementing an industry standard for transmitting and storing video signals (IP/98/1155 of
18.12.1998); DVD, which concerned the creation of a patent portfolio licence giving access to essential
patents on digital versatile disc technology (IP/00/1135 of 9.10.2000); IBOS, concerning a multiparty
licence for the use of a technology linking the informatic systems of various banks (Competition Report
1996, p. 145); Michelin/Continental, involving a trademark license connected with the creation of a
joint venture (Competition Report 1997, p. 140).

38 See in particular the following cases: Canon/Kodak, involving a co-operation between competitors for
the creation of an industry standard based on a new advanced photographic technology (OJ C 330 of
1.11.1997 and Competition Report 1998, p. 147); Sony, concerning a network of licensing agreements
allowing the licensor to restrict the licensees' ability to compete in the market for products (video
games) compatible with its equipment (video game consoles) (Competition Report 1998, p. 159); Hydro
Texaco Holdings/Preem, concerning a licence for a lubricating oil production technology agreed in the
context of (but not ancillary to) the creation of a joint venture (Competition Report 1997, p. 131);
Pripps/Tuborg, relating to a trademark and know-how licence for the production of beer between two
competitors (Competition Report 1998, p. 161).
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- agreements setting production quotas or limiting the exploitation of the licensed
technology to a specified production site;

- agreements restricting imports and/or exports by the licensees, or hindering parallel
trade;

- patent pools or similar forms of IPR licence packages, particularly in relation to pools
covering non-essential patents or providing for extensive grant-back obligations on the
members.

(100) As regards the application of Article 8239, the most recurrent issues include:

- unilateral refusals to license with a view to excluding competitors from downstream or
neighbouring markets or preventing competitors from manufacturing products compatible
with the IPR holder's dominant product/equipment;

- attempts by a dominant firm to extend its dominance into downstream or neighbouring
markets through abusive licensing practices (e.g. leveraging, tying practices);

- excessive pricing or discriminatory conditions in IPR licences;

- manipulation of standard-setting via late claims of essential IPRs ;

- imposition of no-challenge clauses to prevent licensees from asserting their own IPRs;

- systematic filing of blocking patents;

- vexatory patent infringement litigation;

- abuses of rights directed to hinder or retard market entry by manufacturers of generic
products (sector of pharmaceuticals).

(101) An analysis of the complaints and ex-officio proceedings closed during the reference
period shows that, in a number of cases, these have led to in-depth investigations under
Article 81 followed by a modification of the agreements concerned40 or to the application of
remedies under Article 82.41 In other cases, ex-officio procedures were simply dropped or the

                                                
39 The present Report only deals with issues relating to the application of Article 81 to IPR licenses.

Reference to Article 82 is made because complaints and ex-officio procedures often involve the
application of both provisions.

40 See in particular the following cases: Microsoft Internet Explorer Licensing, where the issue was the
foreclosure of the market for internet browser software to competitors caused by non-compete and
quantity forcing obligations on the licensees (Competition Report 1999, p. 162); Sega and Nintendo,
where remedies were imposed in order to ensure competition in the supply of products compatible with
the licensor's equipment (Competition Report 1997, p. 148); Microsoft/Santa Cruz Operation, where
objections were raised against obligations restricting the licensee's ability to exploit his own technology
to compete with the licensor in the provision of operating systems for workstations and servers
(Competition Report 1997, p. 140).

41 See in particular the following cases: decision of 3 July 2001 in the case NDC/IMS (interim measures)
concerning a refusal to license a copyrighted grid (map) of Germany used to present regional
pharmaceutical sales data which was regarded as standard by the pharmaceutical industry (not yet
published; by Order of 26 October 2001 the President of the CFI suspended the execution of this
decision until such time as the Court has given judgment in the main action); ITT/Belgacom, concerning
excessive pricing and discriminatory conditions for the access to protected data (Competition Report
1997, p. 164).
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complaints withdrawn after a preliminary investigation. Other cases led to the adoption of
decisions rejecting the complaints.42

4.2.4 Concluding remarks

(102) Several indications emerging from the analysis of the Commission�s practice match
with the comments made by interested parties in the context of the fact-finding exercise.

(103) Despite the improvement brought to the previous block exemptions concerning patent
and know-how licences, the TTBE has not succeeded to curb the number of IPR related
notifications. The fact that a large majority of notifications did not raise any serious
competition concerns means that the Commission enforcement activities and resources have
been devoted more to secure legal certainty for companies than to protect competition. This
can in part be attributed to the narrow scope of application of the current TTBE, which seems
increasingly inadequate to reflect the complexity of modern licensing arrangements (e.g.
pooling arrangements), as well as to the uncertainty and ambiguities surrounding the
interpretation of certain provisions. In addition, the white and grey clauses approach
underpinning the TTBE, and the resulting strait-jacket imposed on industry, may have had the
effect of either constraining the parties into less suitable and possibly less efficient contractual
arrangements or forcing them to bear the administrative costs of a notification. Furthermore,
the Commission cleared a number of agreements containing certain black listed or grey listed
restrictions (e.g. non-compete obligations, tying), mostly in view of the relatively weak
presence of the parties on the market. This seems to indicate that the TTBE is not sufficiently
accurate in identifying what restrictions should be regarded as hardcore, which may
eventually deter efficient licensing agreements.

(104) However, the above analysis also shows that certain cases, mostly brought to the
Commission attention by complainants, have unveiled problematic issues, particularly when
licensing agreements were entered into between competitors with market power or when
powerful licensors or licensees imposed restraints unrelated with the licensed IPR.
Furthermore, in exceptional cases, the exclusivity attached to an IPR was overridden by
competition rules with a view to preventing abuses of a dominant position. These indications
suggest that any possible review of the TTBE must carefully consider such competition risks.

4.3 Competition policy of the Member States in the field of IPR

(105) As indicated above, the Commission invited the competition authorities of the
Member States to provide information as to their current practice in the area of technology
transfer and intellectual property licensing agreements.

(106) In response, some national competition authorities indicated the existence, in their
respective Member States, of specific national competition rules applying to technology
transfer agreements, including block exemptions similar to the TTBE. Other Member States
have not adopted any special legislation but follow a case by case approach.

                                                
42 See in particular: Microleader/Microsoft, raising the issue of non exhaustion of a copyright on software

programmes imported from third countries (Competition Report 1998, p.178); Info-Lab/Ricoh, where
the existence of a dominant position held by the holder of a design right on an after-market was not
considered proven (Competition Report 1999, p. 169); M6/European Broadcasting Union and Canal
Satellite, where the complainants challenged certain exclusive licences of broadcasting rights under
Article 81 (Competition Report 1999, p. 167 and 168); Vickers/Rolls-Royce, concerning restrictions on
sublicensing in the framework of a trademark licence (Competition Report 1998, p. 168).
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(107) Notwithstanding the specificity of different national laws, most national competition
authorities have pointed out that, in general, the assessment of IPR licensing agreements
under national competition rules is coherent with Community competition rules and with the
practice developed by the Commission. However, a number of distinctive features have also
been pointed out.

(108) One difference is that the single market objective, which is relevant under Community
competition rules, does not normally play a role at national level.

(109) Certain national competition authorities have also emphasised that their analysis of
technology transfer agreements takes account of economic factors such as the parties� market
power. While such an analysis is not based on the presumption that IPR ownership
necessarily creates market power, due attention is paid however to the market share of the
parties on the licensed product market and to the existing level of inter-brand competition.

(110) Another important feature in the law and practice of certain Member States concerns
the different approach followed in respect of agreements between non-competitors (vertical
agreements) and agreements between competitors (horizontal agreements). In these Member
States, for instance, territorial exclusivity and no challenge provisions are generally allowed if
contained in technology transfer agreements between non-competitors.

(111) Other Member States have indicated that technology transfer agreements have only a
marginal importance within their enforcement practice.

5. ISSUES TO BE REVIEWED

(112) The Commission�s fact-finding has revealed dissatisfaction among economic actors
for the manner in which the TTBE has operated in practice. The scope of application of the
TTBE appears to be too narrow, its provisions sometimes unclear and its approach too
prescriptive and formalistic. Providing industry with a substantially improved legal
framework and ensuring at the same time an adequate level of protection of competition
requires a comprehensive and balanced review of the main competition issues involved in
technology transfer agreements. The purpose of the present section is to re-assess the main
aspects of the TTBE and to invite interested parties to comment thereupon. As in section 2
above, the following analysis will distinguish between issues relating to the scope of the
TTBE (section 5.1) and issues relating to specific restraints (section 5.2).

5.1 The scope of the TTBE

(113) As has already been observed, the TTBE only covers a specific type of licences, i.e.
pure or mixed patent and know-how exclusive licensing agreements which are entered into
between two undertakings. The scope of the Regulation is therefore defined both by the type
of IPR and by the form of the agreement.

5.1.1 Types of IPR

(114) The fact that non-patent IPRs, namely copyright, design rights and trademarks, are
covered by the TTBE only when they are ancillary to patent and know-how licences seems to
have created uncertainty and doubts as to the Commission's approach. In particular, it has



29

been pointed out that, as a single licence often includes a complex package of IPRs, it may be
difficult in concrete cases to determine what is the preponderant element of the licence43. It
has also been observed that, while the Commission is generally inclined to treat copyright
licences in the same way as patent licenses44, it has never clearly stated that all the principles
applying to patents are also applicable to copyright.

(115) This issue is of particular importance for the software industry which, like many other
industries, depends upon a chain of copyright licences for manufacture and distribution. In
this respect, it should be recalled that agreements under which hard copies of software are
supplied for resale and where the reseller does not acquire a licence to any rights over the
software but only has the right to resell the hard copies fall within the scope of Regulation n°
2790/1999. Under such distribution agreements the licence of the software only takes place
between the copyright owner and the user of the software. This may take the form of a
�shrink-wrap� licence, i.e. a set of conditions included in the package of the hard copy which
the end user is deemed to accept by opening the package. However, other arrangements do not
fall within the scope of any block exemption. These arrangements may include distribution
licenses whereby the distributor duplicates the software and provides the physical medium on
which the program is stored, as well as the so-called �value-added licences� whereby the
software producer allows the licensee to modify the software for particular purposes (e.g.
creation of a local language version). This situation has been criticised by some commentators
who have pointed out that the lack of certainty in this area is regrettable in the light of the
economic importance of software products.

5.1.2 Non-exclusive licences

(116) Unproblematic agreements are sometimes subject to the administrative burden of a
notification simply because they do not fit into the model provided in Article 1 of the TTBE.
As was the case in the Sicasov decision45, even non-exclusive licences may require
notification and may benefit from Article 81(3) only upon individual examination.

5.1.3 Exclusive licences

(117) The TTBE covers under Article 1 only one type of exclusive licence, i.e. a licence
where the licensee is granted territorial exclusivity. This consists in the licensor granting the
exclusive right to use its technology for a period of time to only one company within a
territory, which normally also implies that the licensor will not exploit himself the technology
in the licensed territory. The TTBE does not cover exclusive licences where the exclusivity is
linked not to a territory but to a specified field of use or customer group. In fact, licence
conditions limiting the licensee's activity to a certain field of use are exempted under Article 2
only if contained in agreements complying with the conditions of Article 1 (i.e. in licences
providing for territorial exclusivity). Moreover, customer exclusivity is blacklisted under
Article 3 if agreed between competitors, and treated as a grey clause if agreed between non-
competitors (Recital 23). In this respect, the following remarks can be made.

(118) In general, exclusivity provisions in licensing agreements are used to define the scope
of exploitation of the licensed IPR between the parties. The object of such provisions is

                                                

43 For instance, in a number of notified agreements, know-how and trademark licenses were closely
interconnected and equally important for the parties to the arrangement.

44 See 12th Report on Competition Policy, point 88.
45 Decision of 14 December 1998 in the case Sicasov, OJ n ° L 4 of 8.1.1999.
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twofold. On the one hand, they confer the licensee the right of exclusively exploiting the
licensed technology by excluding parallel exploitation by the licensor or third parties. On the
other hand, they enable the licensor to retain residual exclusive rights by prohibiting the
exploitation of his IPR by the licensee beyond the scope of the licence. The scope of the
licence may be determined by reference to a territory, customer group (e.g. so-called 'second
supplier' licences, etc.) or a field of use. The latter may embrace various concepts including a
specific technical field of application of the technology (e.g. exploitation limited to a specific
product), a product market or a specific activity of the licensee (e.g. exploitation limited to
production for in-house consumption).

(119) Exclusivity provisions have in general similar positive and negative effects on
competition regardless of whether they are linked to a territory or a customer group. In all
cases these provisions have in common that they restrict both the licensee's ability to exploit
the technology outside the scope of the licence and the licensor's ability to exploit his IPR
within the scope of the licence.

(120) As long as the licence does not contain restrictions unconnected with the exploitation
of the licensed IPR, exclusive licences are generally efficiency enhancing. If the IPR holder
does not have the assets for the production or distribution of the licensed products, it is more
efficient to license to someone who does. Furthermore, exclusivity may be necessary in order
to safeguard the specific investments to be made by the licensee against free-riding and to
solve a possible hold-up problem. It should also be observed that the grant of exclusive rights
generally creates the necessary incentives for both parties to invest in further improvements,
which enhances follow-on innovation.

(121) As regards the potential negative effects on competition, it is necessary to distinguish
between agreements where the parties are in a vertical relationship and agreements entered
into between competitors.

(122) If the parties to the agreement are in a vertical relationship, i.e. are non-competitors,
exclusive licences as defined above, and absent other restrictions, have generally no
significant negative effect and fall outside Article 81(1)46. In fact, in such a case, a situation of
no licensing (i.e. no exploitation or self-exploitation of the technology by the licensor) would
be worse for competition than the situation resulting from the grant of an exclusive licence.
Exclusivity provisions in licensing agreements between non-competitors may raise
competition concerns in two circumstances.

(123) Firstly, when the licence affects competition between the licensees. In this respect it
should be recalled that in the Nungesser47 judgement, which concerned the grant of an
exclusive plant breeders' licence between non-competitors, the Court held that "the grant of an
open exclusive license, that is to say a license which does not affect the position of third
parties such as parallel importers and licensees for other territories is not in itself
incompatible with Article 85(1) - now 81(1) - of the Treaty" (italic added). This implies that
territorial or customer restrictions between licensees may fall under Article 81(1) (see below
at point 5.2.1).

                                                
46 This is in line with the ECJ case law which has established that, in principle, open exclusive licenses

between non competitors do not fall under Article 81(1). See Nungesser (LC) KG and Kurt Eisele v
Commission [1982] ECR 2015.

47 Nungesser (LC) KG and Kurt Eisele v Commission [1982] ECR 2015.
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(124) Secondly, when the licensee holds significant market power on the market for the
licensed products and exclusivity provisions strengthen his market position. This may in
particular occur when an undertaking holds a dominant position in a product market and takes
out an exclusive licence for a technology, with the result that other undertakings are prevented
from competing on the same market. Such a foreclosure risk was acknowledged by the ECJ in
Tetra Pak I48. The policy choice made in the TTBE was to exempt exclusive licences
irrespective of the parties' market share. Thus, pursuant to the current rules, such foreclosure
problem can be addressed under Article 81 only through the withdrawal of the block
exemption.

(125) In this connection, it is important to specify the circumstances in which the parties to a
licensing agreement may be regarded as being in a vertical relationship. Four situations can be
distinguished in this respect:

- The licensor does not exploit the technology itself, i.e. he is present only in the
relevant technology market, and the licensee does not operate as a supplier in the relevant
technology market. In that situation, the parties operate, for the purposes of the agreement, at
different levels of the economic process and are therefore in a purely vertical relationship.

- The licensor does exploit its technology, i.e. he is present on both the relevant
technology and product market, while the licensee does not operate in either market. Also in
this situation, the licence does not remove any competition which could have taken place
between the licensor and the licensee absent the licence.

- The licensor and the licensee were producing competing products before the
innovation but the licensed manufacturing process or patent product represents such a
sweeping breakthrough that there would no longer be any competition between them absent
the licence. This situation may also be regarded as vertical in nature.

- The IPRs owned by the licensor and the licensee are in a mutual blocking position.

(126) As explained in section 3 above, the definition of competing undertakings contained in
the TTBE takes account of the first and second situation but treats the third and fourth as
being horizontal in nature.

(127) If the parties are in a horizontal relationship, i.e. if the licence prevents competition
that could have taken place between the licensor and the licensee absent the licence, exclusive
licences between competitors may give rise to a number of specific issues, in addition to the
competition concerns mentioned above.

(128) Firstly, exclusivity will often lead to the allocation of markets or customers, especially
when the exclusive licensing is reciprocal or the exclusivity extends also into non-licensed
competing products. Such market sharing is normally blacklisted.

                                                
48 Tetra Pak v. Commission [1990] ECR II-309. In that case, Tetra Pak was in fact in a competitive

relationship with its licensor (BTG) on the technology market for sterile food-packaging processes
because, before the licence, it owned already a competing technology. However, despite this difference,
the foreclosure problem which was at the centre of the Court's judgement could also arise when the
licensee does not own proprietary technology (and therefore is not in a competitive relationship with its
licensor) but enters into exclusive licensing agreements covering substitutable technologies.
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(129) Secondly, under certain conditions, in particular in case of licensing to a joint venture
and in case of non-reciprocal licensing, the exclusivity may lead to a loss of inter-brand
competition and may in particular restrict competition on innovation markets by reducing the
incentive of the licensee to invest in further R&D for its own technology. However, such
agreements may also lead to efficiencies. To assess whether the negative effects on
competition may be outweighed by the efficiencies the market power of the parties and the
structure of the markets affected by the agreement need to be taken into account.

(130) While the above analysis regarding licensing between non-competitors and between
competitors is coherent with the economic approach adopted by the Commission in the area
of vertical restraints and horizontal co-operation agreements, it is however at odds with the
more formalistic approach underpinning the TTBE. In this respect, the following may be
observed:

(a) The TTBE covers, under Article 1, only territorial exclusivity and does not block
exempt licenses where exclusive rights are granted to the licensee in respect of a customer
group or field of use. Such a narrow scope of application of the TTBE may constitute for
companies a reason of legal uncertainty and, if the agreement is between non-competitors,
may be regarded as incoherent with a more economic and effect-based policy approach.
However, if the agreement is between competitors, the current coverage by block exemption
of territorial exclusivity may take insufficient account of possible market sharing risks.

(b) The TTBE covers exclusive licences of know-how only for a maximum period of 10
years "from the date when the licensed product is first put on the market by one of the
licensees" (Article 1.3). In addition, it blacklists any exclusivity provision the duration of
which would exceed 10 years even when the original know-how has been improved during
that period (Article 3(7)). This approach may appear overcautious if compared with the one
followed under Regulation n° 2790, where ancillary licences of know-how in the context of
exclusive distribution agreements are exempted without duration limit. Furthermore, treating
long-term exclusive know-how licences as hardcore restrictions of competition may
effectively deter companies from entering into efficient transactions that could have fostered
dissemination of new technologies.

(c) The TTBE is applied with a wide definition of the concept of 'competing
undertakings'. A more realistic definition of 'competing undertakings' could substantially
reduce the number of licence agreements falling outside the block exemption because of the
market share thresholds of 10% and 20% in Article 5. Moreover, Article 5.1(3) excludes from
the block exemption certain exclusive cross-licensing arrangements even when the agreement
would be necessary to solve blocking positions resulting from overlapping patent claims.
Also, certain agreements involving the introduction of break-through technologies are treated
as agreements between competitors while, by adopting a more narrow definition of
competitors, they could be regarded as vertical in nature and be more widely covered by the
block exemption.

(d) The TTBE does not take into account all the markets that can be affected by exclusive
licences. The TTBE does not address in an efficient way possible foreclosure problems and
inter-brand competition concerns resulting from exclusive licences between competitors.

(131) In conclusion, the foregoing analysis raises the question of whether Regulation n°
240/96 should be adapted or replaced so as to take better into account all the relevant
economic factors and strike a better balance between pro- and anti-competitive effects of
exclusive licensing agreements.
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5.1.4 Multiparty licences

(132) As the TTBE only covers bilateral licence agreements, a significant number of more
complex arrangements, such as licensing programmes, multilateral pools and licence
packages fall outside its scope. Furthermore, as has been observed above in Section 4, such
arrangements have become increasingly important for industry, given the growing complexity
of new technologies. As a result, the Commission has frequently received notifications
concerning this type of agreements.

(133) In this respect, it can be observed that multiparty licences, including multilateral
pools, may be pro-competitive when they involve non-competing undertakings. In particular,
they may allow the parties to bring together complementary inputs, reduce transaction costs
(for instance by creating one-stop shopping for a technology package), clear blocking
positions and avoid costly infringement litigation. Such efficiency-enhancing and pro-
competitive effects are most likely when the pool covers only essential IPRs, i.e. every patent
contributed to the pool is necessary for the realisation of the new technology. However,
multiparty licensing between non-competitors may also have anti-competitive effects, in
particular foreclosure on the innovation or product markets. Furthermore, where an agreement
requires the members to grant licences to each other for current and future technology at
minimal cost or on an exclusive basis, the parties may have reduced incentives to engage in
R&D as each of them can free ride on the accomplishments of other pool members.

(134) Multiparty licensing may have serious anti-competitive effects when it covers mainly
competing technologies, i.e. when entered into between companies which would have
competed on the relevant technology or product market in the absence of the pooling
arrangement . For instance, joint marketing of pooled IPR may allow competitors to
collectively fix the prices of their products or technology to third parties and deter new entry.
It may also discourage the members of the pool from engaging in research and development,
thus retarding innovation.

(135) Having regard to the efficiency enhancing factors and potential anti-competitive
effects, the question is open as to whether, and to what extent, multiparty licensing
agreements should be covered by a revised block exemption. It should be observed that, as
Council Regulation n°19/65 does not enable the Commission to cover by block exemption
licensing agreements between more than two parties, an extension of the scope of the TTBE
in this regard would require an amendment to the Council Regulation. An alternative would
be to treat the agreements at issue only in the context of future Commission Guidelines.

5.1.5 Cross-licensing and bilateral pools

(136) Two issues can be raised in this connection. Firstly, criticism has been levelled against
the TTBE on the ground that it applies different rules to these similar arrangements. In fact,
the TTBE covers bilateral technology pools between non-competitors only if the parties are
not subject to territorial restrictions, while cross-licensing between non-competitors is
exempted even if the parties grant each other exclusive territories. As bilateral pools and
cross-licensing between non-competitors are usually agreed for similar reasons and produce
substantially similar efficiency enhancing effects, the more severe treatment of bilateral pools
under the current TTBE has been considered unjustified.

(137) Secondly, cross-licensing and pooling arrangements between competitors are covered
by the TTBE if the parties are not subject to any territorial restrictions with regard to the
manufacture, use or putting on the market of the licensed products or pooled technologies.
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However, it has been observed that by establishing this rule the TTBE puts the emphasis on
one specific concern (sharing of geographic markets) while it neglects other possible anti-
competitive effects (e.g. co-ordination of price/output decisions), as well as possible
efficiencies (e.g. solving blocking positions).

5.1.6 Joint ventures between competitors

(138) Licensing agreements relating to the activities of a joint venture between competitors
are covered by the TTBE up to a 20% market share threshold if the licence is limited to
production or up to 10% if the licence includes distribution. These thresholds were fixed in
view of the corresponding thresholds provided for in Regulations n° 417 on specialisation
agreements and n° 418 on R&D agreements. In view of the changes introduced with the
adoption of the two new block exemption Regulations n° 2658/2000 and n° 2659/2000, which
have in particular raised the thresholds for exemption to respectively 20% and 25%, it is
necessary to reconsider the aforesaid provisions of the TTBE.

5.2 Issues relating to specific restraints

5.2.1 Territorial and customer restrictions

(139) In the Nungesser judgement, the ECJ observed that Article 81(1) applies to the so-
called �closed licences�, i.e. licences containing territorial restrictions affecting the position of
third parties. The notion of closed license covers both an agreement prohibiting sales by a
licensee to customers who would export the licensed product into a territory exclusively
allocated to other licensees or reserved to the licensor, and an agreement restricting sales by
licensees into each others territories.

(140) Article 3(3) of the TTBE blacklists the first type of restriction (i.e. not to sell within
the territory for export), while Articles 1.1(4), 1.1(5) and 1.1(6) block-exempt the second (i.e.
restriction on active and passive sales by the licensees into each others territories). As regards
restrictions on passive sales by a licensee into the territories licensed to other licensees, the
TTBE limits the exemption to �a period not exceeding 5 years from the date when the
licensed product is first put on the market within the common market by one of the licensees"
(Articles 1.2 and 1.3, italics added).

(141) It should be noted that this exemption of a restriction on passive sales is not coherent
with the policy followed by the Commission in the field of vertical restraints. In fact, Article
4(b) of Regulation n° 2790 qualifies as hardcore any restriction of passive sales in the context
of exclusive distribution agreements. It should also be observed that the application of Article
81(1) to a restriction of passive sales in the context of IPR licensing agreements can not be
discarded on the basis of the so-called exhaustion theory. In fact, sales made in response to
unsolicited orders imply that the buyer searches and purchases the product in the licensee�s
territory, which leads to the exhaustion of the licensed IPR even if such intellectual property
is based on national law. Furthermore, from an economic viewpoint, it could be questioned
whether the investments generally sustained by licensees for the use of the licensed
technology is of such a nature and magnitude as to justify a wider protection against free-
riding from other licensees than for distributors in general. The Commission invites interested
parties to provide information and comments in relation to this issue, so as to assess whether
the solution adopted by the TTBE needs to be reviewed.
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(142) Contrary to territorial restrictions, customer restrictions are excluded from the benefit
of the TTBE. In fact, customer allocation is blacklisted if agreed between competitors (Article
3(4)) and classified as a grey clause if agreed between non-competitors.

(143) As has been observed above, when the parties are in a vertical relationship, territorial
exclusivity and customer exclusivity produce similar positive effects (i.e. solving free-riding
and hold-up problems) and in general produce similar negative effects (i.e. foreclosure and
facilitating market partitioning). This would suggest that territorial and customer restrictions
should be subject to similar rules. In this respect, the TTBE does not follow a systematic and
coherent approach.

(144) The policy followed by the Commission in the field of vertical (distribution)
agreements is based on the assumption that there is no substantial difference as to the effects
that territorial and customer restraints may have on competition. As a result, Regulation n°
2790 brings both types of restrictions under the same set of rules and block-exempts certain
territorial and customer restrictions if the agreement is between non-competing undertakings.

(145) These remarks may lead to the conclusion that, if the licence is between non-
competitors, the exclusion of customer restrictions from the TTBE may appear overcautious
and may skew the enforcement towards over-deterrence.

5.2.2 Output restrictions and site licences

(146) The TTBE starts from the premise that "the licensor is entitled to transfer the
technology only for a limited purpose" (Recital 22) without infringing Article 81(1). This
principle is the corollary of the licensor's exclusive rights protected by intellectual property
laws. However, the TTBE acknowledges this principle only in relation to certain clauses, such
as those limiting the licence to a particular technological field of use or a specific product
market, as well as in relation to quantity restrictions if provided for in 'use licences' or in
'second supplier' licences. It does not extend however its application to quantity restrictions in
general, which are blacklisted under Article 3(4).

(147) However, if the licensor may legitimately grant a licence only for a limited purpose, it
may be argued that quantity restrictions may generally constitute a legitimate way to limit the
purpose of the licence. Such restrictions may be justified in fact by economic considerations.
For instance, if the licensor's current production capacity is below demand, it may be more
efficient for him to license his technology to another firm instead of creating himself extra-
production capacity. The licensor will however only do so if he can ensure that the total
production of the product in question does not exceed his profit maximising level. In such a
case, quantity restrictions may be an essential precondition for the grant of the licence and
may ultimately facilitate (rather than hinder) an increase in total output.

(148) An efficiency-enhancing outcome is more likely when the parties are not competitors.
In fact, in such a case, quantity limitations cannot restrict competition between the parties, as
the licensee, absent the licence, would not be on the market altogether. Such limitations do
not therefore result in a decrease of total output and do not restrict inter-brand competition.

(149) Quantity restrictions agreed between non-competitors may however restrict
competition by reducing the incentive of licensees to compete with each other. The TTBE
also considers that quantity restrictions may have the same effect as export bans (Recital 24),
although some commentators have contested the likelihood of such an effect since the
agreement does not prevent the licensee from selling across the border.
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(150) On the other hand, when the licensing agreement is between competitors, quantity
restrictions may have serious anti-competitive effects as the switch to the new technology
generally causes the licensee either to give up his own production process or to refrain from
investing in extra-capacity for production facilities based on his own technology. Thus,
production quotas agreed in licensing agreements between competitors may easily lead to a
straightforward output restriction. In addition, if quantity restrictions cover also other
substitutable products manufactured by the licensee on the basis of his own technology, the
agreement amounts to a sham cartel.

(151) In the light of the foregoing, interested parties are invited to provide comments as to
whether, or to what extent, quantity restrictions should continue to be regarded, in the light of
a more economic approach, as hardcore restrictions.

(152) Specific issues arise in relation to site licences.49 A site licence can be defined as a
licence whereby the licensor provides the licensee with all the technology required to
construct, operate and maintain a production facility located on a particular site. In some cases
the licensee is entitled to expand the capacity of the licensed facility or obtain a licence for a
further facility on normal commercial terms, in which cases the site licence does not give rise
to an output restriction. In some cases, however, the licence is limited to a plant with a
specified name plate capacity, amounting to an output restriction.

(153) The question is whether the above distinction between agreements between
competitors and non-competitors should apply also to site licences that amount to an output
restriction.

5.2.3 Non-compete obligations

(154) Article 3(2) of the TTBE prohibits all obligations preventing one party �from
competing with the other party, with undertakings connected with the other party or with
other undertakings in respect of research and development, production, use or distribution of
competing products". Therefore, the TTBE treats all types of non-compete obligations as
hardcore restrictions, regardless of the competitive relationship between the parties and their
position on the relevant markets. Moreover, the TTBE does not distinguish between
restrictions affecting the licensee's ability to carry out independent R&D, to use third parties'
or his own competing technology, or to distribute competing products.

(155) A look at the past Commission�s practice concerning IPR cases shows that non
compete obligations have generally been forbidden.50 The ECJ case-law, however, is more
balanced. For instance, in the case Kai Ottung v. Klee & Weilbach the Court found that non-
compete obligations �may depending on the economic context in which the agreement was
concluded, restrict competition within the meaning of Article 85(1)� (italic added).51

(156) A first distinction to be made is whether the licensing is between competitors or
between non-competitors. Non-compete obligations in licence agreements between
competitors risk to enhance collusion by for instance foreclosing third parties technology

                                                
49 Site licenses provoked attention in particular when, in April 1997, based on a complaint lodged by

Repsol Quimica, the Commission issued a statement of objections in relation to an agreement between
Arco Chemical and Repsol which prevented the latter from expanding its existent capacities through a
new production site in Spain.

50 See AOIP/Beyrard of 2.12.1975 and Vassen/Morris of 10.1.1979.
51 Case 320/87, ECJ Report 1989, p. 1177.
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from the market, limiting independent R&D by the parties or increasing similarity between
the parties adopting the same technology.

(157) In practice, however, non-compete obligations may be more often used in licence
agreements between non-competitors. In the latter case, the main possible negative effect is
foreclosure of third parties' technologies or products from the market. This negative effect
depends, amongst other things, on the market power of the licensor, other entry barriers to the
market, the duration of the agreement and possible cumulative effect of similar agreements.
The main positive effect from non-compete obligations is that these may help to overcome
free-riding problems. In particular, a licensor could refrain from licensing if he was not sure
that his know-how or technology would not benefit the production and commercialisation of
competing products.

(158) By analogy with Regulation n° 2790, which covers licensing of IPRs ancillary to
distribution (e.g. franchising), it could be assumed that when, in licences between non-
competitors, the licensor�s market share does not exceed a certain threshold, restrictions
imposed on the licensee not to use competing technology or not to use or sell competing
products are not likely to create a significant foreclosure effect on either the technology or
product market. Hence, contrary to the current approach, they could generally be covered by
the block exemption.

(159) When the licensor restricts the licensee from carrying out competing R&D it may be
less obvious that the licensing agreement is between non-competitors. Also, the efficiency
justifications may be less strong and the risk of retarding innovation may be more important.
This risk increases when the obligation not to compete in respect of R&D covers or affects
technological fields unconnected with the licence.

(160) These issues are closely related to the debate concerning the use of market share
thresholds in the context of technology transfer. Interested parties should comment on the
extent to which non-compete obligations should be block exempted.

5.2.4 Tying

(161) In the past, the Commission has generally taken a negative stand in respect of tying
where it concerned non-patented products supplied by the licensor directly52 or by
undertakings designated by the licensor53. In the Windsurfing judgement54, the ECJ upheld a
Commission decision condemning a licensing agreement whereby the licensor made the
licensing of a patent (covering rigs for sailing boards) conditional upon the acceptance by the
licensee of an obligation to purchase, use and sell only boards previously authorised by the
licensor. In this case, the scope of the licensor's patent did not cover the tied products (i.e. the
boards to be used with the rigs). Given the circumstances, the ECJ held that "the obligation
arbitrarily placed on the licensee only to sell the patented product in conjunction with a
product outside the scope of the patent [was not] indispensable to the exploitation of the
patent" and, for that reason, fell under Article 81(1). The Court, however, did not enter the
discussion concerning the applicability of Article 81(3) to such an obligation. Hence, the ECJ
case law does not prejudice the possibility to take into account, under Article 81(3), possible
efficiencies resulting from tying.

                                                
52 See for instance the Commission's decision of 10.1.1979 in Vassen/Morris case.
53 See for instance the Commission's decision of 26.7.1988 in Velcro/Aplix case.
54 Case 193/83, ECJ Report 1986, p. 611.
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(162) The net competitive effects of tying generally depend on the degree of market power
that the licensor has in the relevant technology and product markets. Thus, tying may be
harmful when a licensor with market power uses this restraint to extend this power from the
tying product market to the tied product market, so as to foreclose rivals in the second market
or to obtain supra-competitive prices. A similar reasoning could apply when tying is used to
force the licensee to accept other licences.

(163) While the TTBE is silent as regards possible efficiencies arising from joint production
or joint distribution or quality standardisation, it should be recalled that the Commission's
approach to tying has considerably changed following its policy review in the field of vertical
restraints. In particular, Regulation n° 2790 block exempts tying between non-competitors up
to a 30% market share threshold.

(164) This raises the question of whether the TTBE should be reviewed with a view to
removing tying between non-competitors from its �grey� limbo by block exempting it up to a
certain market share threshold, in line with the rules applicable to vertical restraints. Interested
parties comments are welcomed.

5.2.5 Grant-backs

(165) As has been indicated in section 2.2, non-exclusive reciprocal grant-back obligations
between licensor and licensee are covered by the TTBE while non-reciprocal grant-back
obligations on the licensee or exclusive grant backs for severable improvements are not
exempted by the TTBE and are treated as a grey clause.

(166) In economic terms, grant-backs may enable the parties to share the risks and costs of
further innovation based on the licensed technology, which may promote innovation and
subsequent licensing of the results of the innovation. On the other hand, grant-backs may
harm competition if they reduce significantly the licensee's incentive to invest in improving
the licensed technology. Compared with an exclusive grant-back, a non-exclusive term is
generally unlikely to have anti-competitive effects. Exclusive grant-backs, instead, may affect
the ex-ante incentives of the licensee to undertake innovation on the licensed technology.

(167) It is questionable to what extent the exclusion of non-reciprocal obligations from the
block exemption is indispensable to protect the licensee�s ex-ante incentive to innovate.

(168) The TTBE should therefore be reviewed so as to clarify whether non-reciprocal and
certain exclusive grant-backs may benefit from a block exemption.

5.2.6 No-challenge clauses

(169) In the perspective of the suppression of the notification system the legal treatment of
no-challenge provisions, which are currently classified by the TTBE as grey clause, needs to
be reassessed.

(170) In order to justify a possible extension of the block exemption to this type of
restrictions, it can be argued that no-challenge clauses may in certain circumstances facilitate
the grant of a licence and the dissemination of the technology. An example might be the
prospective grant of a license by a small technology company to a larger firm, where the SME
could fear that the licensee would absorb the know-how and then challenge the validity of the
patent. By contrast it can also be argued that if the licensed patent is effectively invalid, or the
licensed know-how is not substantial and secret, no-challenge clauses may have significant
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anti-competitive effects without any benefit. They may lead to higher prices for the licensed
product as the licensee remains subject to royalty payments. They may also prevent the
licensee from competing with the licensor. This may be the case for instance where the
licensee would be prevented from challenging the validity of IPRs unconnected with the
license.

(171) The ECJ case law appears not yet fully developed on this specific issue. In Bayer v.
Süllhöfer the ECJ established that "a no-challenge clause included in a patent licensing
agreement may, in the light of the legal and economic context, restrict competition within the
meaning of Article 85 (1) of the EEC Treaty" (italic added).55 The Court added that it is in
particular necessary "to verify whether, given the positions held by the undertakings
concerned on the market for the products in question, the clause is of such a nature as to
restrict competition to an appreciable extent".56 However, in its earlier Windsurfing
judgement, the ECJ has stated that "such a clause clearly does not fall within the specific
subject-matter of the patent� and violates Article 81(1).57

(172) In addition, it should be recalled that Commission Regulation n° 2659/2000 does not
cover R&D agreements where the parties are prevented from challenging the validity of the
relevant IPRs, without prejudice however �to the possibility to provide for termination of the
research and development agreement in the event of one of the parties challenging the validity
of such intellectual property rights�.58

(173) Interested parties� are asked to comment on the appropriateness to apply in a future
block exemption for licensing agreements an approach similar to the one followed in
Regulation n° 2659/2000.

6. CONCLUSIONS AND OPTIONS FOR THE FUTURE

(174) The preliminary assessment of the TTBE contained in this report shows strong reasons
to undertake an in-depth review of the TTBE.

(175) Firstly, the TTBE is generally considered overly formalistic and too complex and in
addition too narrow in scope. It does not cover a number of licensing arrangements that do not
pose great risks to competition and this problem seems to increase with new trends in
licensing. In some cases, by imposing on companies an unnecessary compliance burden and
forcing industry into a legal straitjacket, the TTBE may skew enforcement towards over-
deterrence, which may have a negative impact on dynamic efficiency.

(176) Secondly, it does not seem to place sufficient weight on inter-brand issues and does
not follow a consistent approach as regards the competitive relationship between licensors and
licensees. It thereby may cover certain licensing arrangements that do not deserve coverage
because they may work to the detriment of competition and result in a reduction of dynamic
and allocative efficiency.

                                                
55 Case 65/86, judgement of 27.091988, ECR 1988, p. 5249, point 16.
56 Id., point 19.
57 Case 193/83, judgement of 25.2.1986, ECR 1986, p. 611, points 92 and 93.
58 Regulation n0 2659/2000, Article 5.
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(177) Lastly, the TTBE is out of line with the recent reforms concerning vertical and
horizontal agreements, which affects the coherence of Community competition policy and the
predictability of the rules.

(178) The Commission may therefore have to devise new competition rules for licensing
agreements. This could take the form of a wide, umbrella-type block exemption regulation in
combination with a set of Guidelines. The scope of the new block exemption regulation will
need to cover a wider array of patent and know-how agreements than the TTBE, but it will
also be necessary to investigate the appropriateness to include other IPR agreements, in
particular copyright licensing agreements. Alignment will be sought with the new type of
block exemption regulations by limiting the prescriptive character of the new regulation and
by concentrating on a limited hardcore list.

(179) It will also need to be considered to what extent the coverage of such a wide block
exemption needs to be limited by the use of market share thresholds or some other threshold
in order to effectively protect competition and innovation. A point of departure in this respect
will be that a high market share or market power may not have to be perceived negatively as it
will often be the result of successful innovative activity and it is this activity that needs to be
protected. However, it is also true that most negative effects on competition arise in situations
where licensor or licensees have a certain level of market power and where thus a general
block exemption may be less appropriate. In addition the following can be remarked:

- it is more appropriate to work with market share thresholds for restraints that do not
relate to the exploitation of the licensed IPR than for restraints that do relate to the licensed
IPR;

- as regards restraints that do relate to the licensed IPR, it is more appropriate to work
with market share thresholds for licensing between competitors than for licensing between
non-competitors;

- it is not appropriate to cover licensing by dominant companies by a block exemption,
as anti-competitive agreements of dominant companies can in principle not be exempted.
However, in guidelines it could be explained in which situations licensing restrictions do not
fall under Article 81(1).

(180) In certain licensing situations it may be more difficult than usual to define markets and
identify market shares. This may not be the case where the IPR concerns only a small
improvement on existing technologies or products, in which case the existing product or
technology markets affected by the licensing agreement will be the relevant markets.
However, it may be the case where the IPR concerns a major improvement or breakthrough
on existing technologies or products. For such situations it has to be investigated whether the
analysis may require the delineation of markets for research and development (innovation
markets) and whether other indicators of market power could be used.

(181) The Commission will have to consider whether it is thought necessary that the future
block exemption regulation covers also multiparty licensing. If so, this will require an
amendment of Council Regulation 19/65 which currently only allows coverage of licensing
agreements between two parties.

(182) Without excluding other possible options that should also be discussed, the
Commission is submitting to public consultation the following framework for a future regime.
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(183) The first and main distinction to be made is that of licensing between competitors and
between non-competitors. The Commission will have to consider how in practice this
distinction can and should be made. As a starting point for discussion, reference is made to
the comments above in points 125 and 126.

(184) As far as licensing between non-competitors is concerned the future block exemption:

- could treat restraints that do not relate to the exploitation of the licensed IPR, such as
non-compete and tying, in the same way as Regulation 2790/99 (30% market share threshold,
certain hardcore restrictions and certain conditions);

- could limit the coverage of restraints that relate to the exploitation of the licensed IPR,
such as territorial, customer and field of use restraints, with a dominance threshold. The block
exemption would include a limited hardcore list, in particular concerning pricing restrictions
and possibly certain territorial restraints. It may also contain conditions which would exclude
certain restraints from the coverage of the block exemption (severability);

- Below the market share threshold and the dominance threshold, the withdrawal
mechanism would be maintained.

(185) For the restraints that do not relate to the exploitation of the licensed IPR, such a
treatment would create coherence with Block Exemption Regulation 2790/99. Compared with
the TTBE, it would mean that certain restraints currently in the black or grey lists would be
exempted up to a certain market share threshold. The alternative would be not to cover such
restraints as is currently the case under the TTBE.

(186) For restraints that relate to the exploitation of the licensed IPR, such as territorial,
customer and field of use exclusivity, the dominance threshold would not only be necessary in
view of the last condition of Article 81(3), but would also be appropriate to take account of
possible foreclosure risks. Such a threshold would only apply in case the agreement falls
under Article 81(1) in the first place, for instance in case of foreclosure. A set of
accompanying guidelines could describe in which situations exclusive licenses would be
unlikely to fall under Article 81(1), having regard in particular to the situation that would
characterise the market absent the license. Also, a more limited hardcore list would apply so
that certain restraints would no longer be per se illegal: this could include quantity
restrictions, certain customer restrictions and maximum and recommended prices. A more
nuanced approach would be required for territorial restraints. The hardcore list, while basing
itself on Block Exemption Regulation 2790/99, must take account of the specific
characteristics of licence agreements.

(187) As far as licensing between competitors is concerned, the future block exemption:

- could be limited by a market share threshold up to 25%;

- would contain a hardcore list for restrictions which directly or indirectly:

- fix prices

- limit output or sales

- allocate territories or customers;
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- may have to contain a list of conditions which would exclude certain restraints from
the coverage of the block exemption (severability).

(188) This would create coherence with Block Exemption Regulation 2659/2000. Compared
with the TTBE this would mean a more nuanced approach for pooling arrangements, cross
licensing agreements, licence agreements concerning joint ventures and for restraints that do
not concern the exploitation of the IPR itself, such as non-compete and tying. These are
restrictions which are presently either excluded from the TTBE or blacklisted. It would
justifiably provide less protection to territorial restraints between competitors in exclusive
licensing agreements.

(189) Above the mentioned thresholds, guidelines would have to clarify competition policy,
with appropriate references to the existing Guidelines on Horizontal Co-operation and
Guidelines on Vertical Restraints.

(190) In reviewing the current rules and devising a future regime, account has to be taken of
the fact that innovation in new products and new technologies are the ultimate source of
substantial and major competition over time. Undue emphasis on short-term allocative
efficiency may therefore create a socially unfavourable trade-off between static and dynamic
efficiency.

(191) As regards the timeframe for this review, it should be observed that, although the
TTBE is designed to remain in force until 31 March 2006, it may be necessary to change or
replace the TTBE before that date. In particular, in view of the Commission proposals for the
modernisation of Regulation n° 17, the grey list approach and the related opposition
procedure under the TTBE risk becoming obsolete. The rules on technology transfer
agreements will then need to be adjusted to the new legal environment so as to ensure the
greatest possible transparency in policy and consistency between competition legislative
instruments covering IPR issues.

(192) In order to identify the most appropriate solution for a future regime the Commission
is inviting third parties to provide their comments, in particular on the above framework.
Observations should be sent by 26.04.2002:

By post, to the following address:

European Commission
Office: J 70  -  5/93
Directorate-General for Competition
B-1049 Brussels
Belgium

By electronic mail, to the following address:
comp-technology-transfer@cec.eu.int

This Report is also available on the World Wide Web, in all the official languages of the
Community, at the following address:
http://comm/competition/antitrust/technology_transfer/

Confidentiality: in case your comments may not be disclosed to third parties, please indicate
this clearly.
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M E R G E R S  A N D  A C Q U I S I T I O N S

3

R ecent actions by the Federal Trade
Commission (FTC) highlight the question of the
appropriate antitrust standard for certain types

of settlements of intellectual property disputes, settle-
ments in which the apparent dominant rights holder
pays a potential entrant who agrees not to compete with
the rights holder. This article examines that issue in the
context of two hypothetical settlements and three recent
FTC actions. Additional actions, brought by state gov-
ernments and private parties based on the situations
addressed in the FTC actions, and apparently similar
situations, are cited for further consideration.1 In some
instances, the courts found the alleged agreements per
se illegal under the antitrust laws.

2

The FTC actions arose in the distinctive context of the
Hatch-Waxman Act, but there is no reason to limit the
logic that the Commission appears to have applied in
those cases to that particular context. The
Commission’s logic appears applicable to settlements
of all intellectual property disputes where the rights
holder makes payments to the alleged infringer—i.e.,
where the money seems to move in the “wrong” direc-
tion—and, in fact, there are some indications that the
FTC staff is now exploring such a broad rule.

In a recent speech, Commissioner Thomas B. Leary
focused on the impact that the merits of the underlying
patent litigation should have on the antitrust view of set-
tlements of pharmaceutical patent disputes.3

Pharmaceutical patents are not intrinsically different
from any other type of patent, and Commissioner Leary
did not identify as material in his analysis any aspects
unique to pharmaceutical patents.

This article analyzes the considerations that should
inform the appropriate standard under which such
agreements should be judged, proposes a standard,

and identifies factors counsel should consider in advis-
ing clients in similar contexts.

HYPOTHETICAL SETTLEMENTS

Case 1
Patent holder P1 has a very strong patent that still has

15 years left on its 20-year term. P1 has been selling its
patented product and getting $10 million in profits on
$30 million in sales monthly. Generic competitor G1
announces that it will introduce a competing product
the following month. Based on past experience in the
industry, P1 expects that its monthly profits will drop to
around $3 million, and monthly sales to around $10 mil-
lion, after G1 introduces its product. G1 will receive
gross monthly profits of around $1.5 million on about
$10 million in gross monthly sales of its product.

The total number of units of the competing products
that will be sold by P1 and G1 together will be the same
as the total sold by P1 alone. However, P1 does not plan
to lower its unit price, while G1 expects to sell its prod-
uct at half the price of P1’s product. G1’s costs are lower
than P1’s, but its profit margin is also lower since it can-
not command the brand name premium that P1 does.
These relative figures are consistent with the experience
in the pharmaceuticals industry.4

P1 believes that G1’s product infringes its patent and
notifies G1 of that claim. G1 brings an action for a
declaratory judgment that P1’s patent is invalid and that,
in any event, G1’s product doesn’t infringe P1’s patent.
P1 counters with a patent infringement claim against G1
and seeks a preliminary injunction to prevent G1 from
introducing its competing product. The court denies a
preliminary injunction on the basis that if G1 is ultimate-
ly found to have infringed P1’s patent, P1 may collect
royalties on all infringing sales, and instructs the parties
to commence discovery and prepare for trial.

P1 estimates that it will take at least three years and
$10 million in legal fees to prepare for trial and to try the
case. P1 is fairly confident that it will prevail at trial.
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However, during the three years of litigation, P1 will be
losing $7 million in profits monthly that it would otherwise
make without G1’s competition, and the time and
resources of many of its senior business and technical
staff will be diverted by the demands of litigation. While
P1 could recover royalties from G1’s sales if G1 were
found to be infringing on P1’s patent, those royalties on
G1’s anticipated $10 million in gross monthly sales are
unlikely to exceed $1 million monthly.

Therefore, P1 and G1 reach an agreement that pro-
vides the following:

1. The parties will continue to litigate the issues of P1’s
patent’s validity and G1’s alleged infringement
through final appeal;

2. G1 will not to introduce its competing product into
the market place for the shorter of five years or until
final appeal of the case;

3. P1 will pay G1 $2 million monthly for the shorter of
five years or until final appeal of the case.

Case 2
Patent holder P2 has a questionable patent that has

only five years left on its 20-year term. P2 has been sell-
ing its patented product and getting $10 million in prof-
its on $30 million in sales monthly. Generic competitor
G2 announces that it will introduce a competing prod-
uct the following month. As in Case 1, P2 expects that
its monthly profits will drop to around $3 million, and
monthly sales to around $10 million after G2 introduces
its product, while G2 will receive gross monthly profits of
around $1.5 million on about $10 million in gross month-
ly sales of its product.

P2 believes that G2’s product infringes its patent and
notifies G2 of that claim. G2 brings an action for a
declaratory judgment that P2’s patent is invalid and that,
in any event, G2’s product doesn’t infringe P2’s patent.
P2 responds with a patent infringement claim against
G2 and seeks a preliminary injunction to prevent G2
from introducing its competing product. The court
denies a preliminary injunction on the basis that if G2 is
ultimately found to have infringed P2’s patent, P2 may
collect royalties on all infringing sales, and instructs the
parties to commence discovery and prepare for trial.

P2 estimates that it will take at least three years and
$10 million in legal fees to prepare for trial and to try the
case. However, it is uncertain that it will prevail at trial.

Moreover, during the three years of litigation, P2 will be
losing $7 million in profits monthly that it would otherwise
make without G2’s competition, and the time and
resources of many of its senior business and technical
staff will be diverted by the demands of litigation. While
P2 could recover royalties from G2’s sales if G2 were
found to be infringing on P2’s patent, those royalties on
G2’s anticipated $10 million in gross monthly sales are
unlikely to exceed $1 million monthly. Moreover, by the
time the litigation is resolved, there will be little if any time
remaining on the term of P2’s patent.

Therefore, P2 and G2 reached an agreement providing
that . . .
.
1. The parties will withdraw their respective claims, with

prejudice; 
2. G1 will not to introduce competing product into the

market place for five years; 
3. P1 will pay G1 $2 million monthly for those five years.

Analysis
How should these two settlements be viewed under

the antitrust laws?
The staff of the Federal Trade Commission appears to

favor the view that any payment by a patent or other
intellectual property right holder to an alleged infringer,
in connection with which the infringer withdraws from
the market, is an unreasonable restraint of trade in vio-
lation of the antitrust laws. In fact, one Commissioner
has stated that he is “tempted to support a presumption
that reverse payments are illegal.”5 The motivation for
considering such a test is apparently at least in part to
avoid burdensome, fact-specific inquiries into patent
issues while removing from dominant firms the ability
and incentive to buy off nascent rivals. “The ques-
tion…is whether there is some proxy test…to decide
present cases and provide prospective guidance, with-
out a burdensome, fact-specific inquiry into issues of
patent validity and infringement.”6

However, in Case 1, the patent holder has a strong
patent that still has 15 years in its term, while in Case 2,
the patent holder has a questionable patent that has
only five years left in its term. And in Case 2, the patent
holder receives the benefit of the full term of its patent
without having the merits decided by court, while in
Case 1, the patent holder still faces the risk, however
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slight, of having its patent invalidated and losing the
benefit of the remaining term of the patent.

Should these two situations be considered equally
illegal? Would a broad proscription against “reverse
payments” in fact prevent only (or primarily) anti-com-
petitive outcomes?

THE FTC ACTIONS

The Hatch-Waxman Act
The recent FTC actions arose in the distinctive con-

text of the Hatch-Waxman Act, otherwise known as the
Drug Price Competition and Patent Term Restoration
Act of 1984.7 In a prime demonstration of the law of
unintended consequences, this act created an incen-
tive structure that may have increased the market par-
ticipants’ motivation to act anti-competitively, and
heightened the FTC’s interest in the situations. However,
while these idiosyncrasies highlight the issues, they do
not affect the core question considered in this article:
what is the appropriate antitrust analysis of settlements
of patent or other intellectual property rights disputes in
which the rights holder pays the alleged infringer and
the alleged infringer withdraws from the market?

The Hatch-Waxman Act was intended to encourage
the introduction of generic alternatives to brand name
pharmaceutical products by creating the Abbreviated
New Drug Application (ANDA) process, under which
generic drug makers need not satisfy the strict require-
ments of a New Drug Application before being permitted
to sell their products. From the competition perspective,
the Hatch-Waxman Act has these interesting attributes:

• So long as a generic drug applicant certifies [in a
“Paragraph IV (¶4) certification”] that it is not infring-
ing any patent of the branded drug or that the brand-
ed drug’s patent is invalid, the ANDA can proceed
and be approved by the Food and Drug
Administration if the other criteria for approval are met.

• The branded drug maker can challenge that certifi-
cation by suing for patent infringement. Once that
suit is filed, the generic applicant may not sell its
drug until the earlier of 30 months or the final resolu-
tion of the lawsuit.

• Upon approval by the FDA of the first generic drug
applicant’s application, that applicant has an 180-day
exclusivity against all other generics that made the

same ¶4 certification, running from the earlier of the
first day it actually markets the drug or the date of a
court decision holding that the patent under the ¶4
certification is invalid or not infringed. Consequently,
where there is no court decision against the patent
under ¶4 certification, all later generic drug appli-
cants cannot enter the market for the first six months
that the first generic is in the market.

Therefore, the branded drug maker has every incen-
tive to sue the first successful generic drug applicant for
infringement, regardless of the merits of the claim, so
long as its patent has not expired, because while the
suit is pending, or up to 30 months, no generic drug by
any manufacturer can go on the market. Moreover, the
value of this delay to the branded firm (and hence the
size of its incentive to ward off the first generic) can be
seen in the large sums paid by the branded maker to
the generic maker in the settlements of these types of
cases, and in the fact that the branded maker can lose
70 percent of its sales in the first six months of the intro-
duction of a generic version. At the same time, the first
generic to be approved has the ability to exclude all
other generics for several months, and might be able to
sell that ability to the branded drug maker.

Abbott-Geneva
Abbott Laboratories Inc. is the maker of Hytrin, a

hypertension and prostate drug with about $540 mil-
lion in U.S. sales annually. In January 1993, Geneva
Pharmaceuticals filed an ANDA for the tablet form of a
generic alternative to Hytrin. In December 1995,
Geneva filed an ANDA for the capsule form of a
generic alternative. In April 1996, Geneva filed its ¶4
certification that Abbott’s patents were not valid and
that Geneva’s alternatives did not infringe Abbott’s
patents. In June 1996, Abbott filed suit alleging that
Geneva’s tablet product infringed its patents, some-
how omitting Geneva’s capsule formulation.
Therefore, the 30-month Hatch-Waxman stay that
would end in December 1998 applied only to
Geneva’s ANDA for its tablet formulation.

In April 1998, the ANDA for Geneva’s capsule formu-
lation was approved, and Geneva informed Abbott that
it would launch that product. Abbott estimated that it
would lose about $185 million, or 70 percent of its sales
of Hytrin, in the first six months of such a launch.
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At that time, the parties reached a confidential
agreement that was not disclosed to the court, under
which Geneva agreed . . .

1. Not to market its generic alternatives until the earli-
er of the final resolution of the patent infringement
lawsuit or the entry into the market of another gener-
ic version of Hytrin;

2. Not to forfeit or transfer its 180-day exclusivity,
assuming it had the ability to do so.

In return, Abbott agreed . . .

1. To pay Geneva $4.5 million monthly until the feder-
al district court decided the case;

2. If Geneva prevailed before the district court, to
place $4.5 million monthly in escrow pending the
final disposition of the case, after which the prevail-
ing party would receive the escrowed sums.

There is some indication that Abbott’s payments were
estimated to exceed Geneva’s likely profits from sales
of its generic products.

The parties continued to litigate the case, and in
September 1998 Geneva won summary judgment on
the claim that Abbott’s patent was invalid. Geneva did
not enter the market and Abbott continued to make
payments, now into escrow, while the case was
appealed to the Federal Circuit. The Federal Circuit
affirmed the trial court decision in July 1999. The par-
ties maintained the status quo pending U.S. Supreme
Court review.

Shortly thereafter, the FTC’s investigation of the confi-
dential pre-trial agreement became known. Geneva
terminated the agreement and entered the market in
August 1999. In the meantime, at least one other gener-
ic manufacturer had filed an ANDA that was approved,
but was prevented from entering the market because
of Geneva’s 180-day exclusivity.

The settlement that was reached with the FTC8 in
March 2000 provided that . . .

1. Geneva would waive its 180-day exclusivity for the
tablet formulation;

2. The parties would not enter into such agreements in
litigation without express court approval;

3. The parties would notify the FTC of such agreements.

The FTC indicated that it might seek disgorgement in
future prosecutions of this type.

Aventis-Andrx
In September 1995, Andrx Corp. filed the first ANDA for

a generic alternative to Cardizem CD, Hoechst’s leading
hypertension and angina medication with U.S. sales of
over $700 million annually. Andrx thus became eligible for
the 180-day exclusivity period under Hatch-Waxman.
Hoechst AG (a predecessor to Aventis SA) filed a patent
infringement suit against Andrx that started the 30-month
stay of FDA approval, which would end in July 1998.
Hoechst apparently forecast that a generic substitute
such as Andrx’s product would cause it to lose about 40
percent of its Cardizem sales in the first year.

An agreement was reached in September 1997 that
did not end the action, but provided that . . .

1. Andrx would not market its product after its ANDA
was approved in July 1998 at the end of the 30-
month Hatch-Waxman stay;

2. Andrx would not forfeit or transfer its 180-day exclu-
sivity;

3. Andrx would not market any non-infringing generic
that it may develop.

In return, Hoechst would pay Andrx…

1. Ten million dollars per quarter beginning from the
time the ANDA was approved;

2. An additional $60 million annually beginning July
1998 until the lawsuit was finally decided.

The agreement did not settle the case and end the
Hatch-Waxman 30-month stay of FDA approval, but did
provide an incentive for Hoechst to prosecute and end
the case after the 30 months by more than doubling its
payments to Andrx at that point.

The FTC investigated and brought an administrative
proceeding against Aventis and Andrx.9 The settlement
that became final in May 2001…

1. Barred agreements that restricted relinquishing the
180-day exclusivity right or restricted entry into the
market of a non-infringing product;

2. Required approval by the court and notice to the
FTC of interim settlements of patent litigation involv-
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ing payments to the generic manufacturer and the
generic manufacturer temporarily refraining from
marketing its product;

3. Provided notice to the FTC of similar agreements in
other contexts.

The FTC stated in its Analysis of the proposed con-
sent order that the agreement between Hoechst and
Andrx did not appear to have delayed the entry of a
generic version of Cardizem into the market.10

Schering-Plough - Upsher-Smith - American
Home Products

Schering-Plough Corporation makes K-Dur 20, a
prescription potassium chloride supplement used to
treat low potassium levels, with annual sales of over
$220 million. Upsher-Smith Laboratories filed an ANDA
for a generic version of K-Dur 20 in August 1995 and
submitted a ¶4 certification. Schering sued Upsher-
Smith in December 1995 for patent infringement, trig-
gering the 30-month Hatch-Waxman stay that would
end in May 1998.

In June 1997, Schering and Upsher-Smith settled the
litigation, and Upsher-Smith agreed…

1. Not to enter the market until September 2001 with
any version of K-Dur 20, infringing or non-infringing;

2. To license Schering to market five Upsher-Smith
products.

In return, Schering agreed to pay Upsher-Smith $60
million.

Following the settlement, Schering never sold four of
the five products licensed from Upsher-Smith and sold
only minimal amounts of the fifth, without expectations
of making further sales. Upsher-Smith’s ANDA was
approved in November 1998, but Upsher-Smith did not
begin marketing its products, so that its 180-day exclu-
sivity did not begin to run, and no other generic could
enter the market.

In December 1995, the ESI Lederle, Incorporated
division of American Home Products Corporation filed
an ANDA for its generic alternative to K-Dur 20 along
with a ¶4 certification. Schering sued ESI in February
1996 for patent infringement, triggering the 30-month
stay that would end in August 1998.

In January 1998, Schering, American Home Products
and ESI reached an agreement under which AHP and
ESI agreed…

1. Not to market their versions of K-Dur 20, infringing or
non-infringing, until January 2004;

2. Not to market more than one generic version
between January 2004 and September 2006;

3. Not to support any study of the bioequivalence to K-
Dur 20 of any product until September 2006 when
the K-Dur 20 patent expires;

4. To license to Schering two generic products that ESI
was developing.

In return, Schering was to pay ESI up to $30 million in
lump sums and in installments over seven years.

Following the agreement, Schering made no sales of
the products it licensed from ESI. ESI received tentative
approval of its ANDA in May 1999, but is not eligible for
final approval until Upsher-Smith’s 180-day exclusivity
expires.

The FTC filed an administrative complaint against
Schering, Upsher-Smith and American Home Products
in April 2001.11 In the meantime, Andrx filed an ANDA for
its generic alternative.

ESTABLISHING A LEGAL STANDARD
WHERE THE RIGHTS HOLDER PAYS
FOR A NON-COMPETE

The FTC staff and some courts have apparently taken
the position that these types of agreements to resolve
patent disputes are per se illegal.12 FTC staff have com-
mented at ABA programs that they have great skepti-
cism toward such agreements and are unlikely to sub-
ject them to full rule of reason analysis. They have
apparently concluded that there has been a violation of
the antitrust laws if…

1. An intellectual property rights holder who occupies
its market position in substantial part because of its
rights pays an alleged infringer;

2. The alleged infringer then withholds its product from
the market.

Certainly a simple agreement whereby a monopolist
offers to share some of its monopoly profits with a poten-
tial competitor in return for the competitor’s withdrawal
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from the market constitutes, at the least, monopolization
or the allocation of the market between competitors that
offends the antitrust laws. But what if the agreement is
more complex, such as one that also settles a dispute
over the scope and validity of intellectual property
rights? A consideration of the fact patterns in Case 1
and Case 2 indicates that a per se approach may be
simplistic and does not take full account of the intellec-
tual property policies implicated.

Simplicity and minimizing burden are worthy goals,
but they should not be pursued at the cost of the poli-
cies underlying intellectual property rights. “Bright-line”
tests may also create serious distortions and imbal-
ances in the marketplace and in the incentives to mar-
ket participants. Fact-specific inquiries cannot always
be avoided, and in fact have been at the core of the
development of antitrust jurisprudence.

Case 1 Analysis
In Case 1, once the case is fully litigated, the likeli-

hood is that P1’s patent will be upheld, G1 will be found
to have infringed the patent, and P1 will be able to
enforce the patent for the remainder of its term. In that
case, if the final decision is reached in five years (after
trial and appeals), then P1 will be able to prevent G1 from
selling its generic alternative for 10 years thereafter, until
P1’s patent expires. From that perspective, the agree-
ment that was reached does not change the competitive
landscape in five years from what it might otherwise be.

The difference is that, under the agreement, for the
next five years G1 will not sell in the market, while if there
were no agreement, G1 would be in the market while
the litigation proceeds to trial and appeals. Consumers
lose the benefit of G1’s competition for the five years, or
less, that the agreement requires G1 to abstain from the
market. However, if the patent were valid and G1 would
be infringing it with its generic alternative, then it could
be argued that due regard for intellectual property val-
ues dictates that G1’s presence during the litigation
should be viewed as a windfall to consumers and not
something to be protected by the antitrust laws.

It may be argued that G1’s presence is a benefit that the
patent laws expressly intend to withhold, by providing the
patent holder the right to exclude infringers from the mar-
ket place. In fact, it might be argued that the agreement
was a means by which P1 could fully maintain the value
of its patent until it is vindicated. Of course, if P1 ultimate-

ly loses on its patent claim, then consumers have irre-
trievably lost the benefit of five years of G1’s competition.

From the parties’ perspective, the agreement in Case
1 might make excellent economic sense, involving a
weighing of litigation risks and costs and the value of
the patent. For P1, the agreement enables it to retain $5
million in monthly profits that it might otherwise lose dur-
ing the five years that it may take to vindicate its patent.
Without G1 in the market, P1 makes $10 million in
monthly profits; with G1’s competition, P1 expects only
$3 million in monthly profits, perhaps augmented by $1
million in royalties from G1. A monthly payment to G1 of
$2 million enables P1 to retain $5 million of the $7 million
in monthly profits that might otherwise be lost.

P1 would still incur the $10 million legal fees and three
or more years of uncertainty and disruption, but those
costs are likely to result in P1 retaining the full benefits
of the significant number of years remaining on its
patent. For G1, the agreement enables it to receive pure
profits of $2 million monthly, more than the $1.5 million
G1 is estimated to receive if it enters the market.

Case 2 Analysis
In contrast, in Case 2, the likelihood is that P2’s patent

claims will not withstand scrutiny. The effect of the
agreement is to enable P2 to receive the full benefits of
its patent for the remaining five years of the life of the
patent, without incurring $10 million in legal fees and at
least three years of uncertainty and disruption. If the
patent were ultimately found enforceable against G2,
then the agreement not only made excellent economic
sense for both parties, but also did not change the com-
petitive landscape from what it would have been.

On the other hand, if there were no agreement and the
patent were found not to be enforceable against G2 three
years later at the end of the trial, then consumers would
have had the benefit of G2’s competition during that time.
In that case, it could be argued that the agreement made
excellent economic sense for the parties, but at the same
time, and in contrast to Case 1, enabled P2 to enjoy a
patent that it was not entitled to and deprived consumers
of the benefits of G2’s competition that would otherwise
be available and not precluded by the patent law.

Cases 1 and 2 may be extreme examples. However,
they demonstrate that a full analysis would consider the
nature of the intellectual property claims involved and
the specific terms of the agreement between the par-
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ties, beyond provisions for payments and abstention from
the marketplace, before reaching any conclusions as to
whether the conduct was, on balance, anticompetitive.
Failure to conduct such a full analysis may mean giving
short shrift to the policies embodied in the intellectual
property law. But would a complete competition analysis
of that sort be impossibly subjective or unwieldy?

Reviewing the Three FTC Actions
More realistically, a review of the publicly known facts

of the three FTC actions also highlights these issues.
In the Abbott-Geneva case, if Abbott’s patent were not

ruled invalid on summary judgment but were sustained
and Geneva were found to have infringed the patent, then
the agreement Abbott and Geneva reached might not
have any anticompetitive effect beyond that contemplat-
ed by the patent law. In that scenario, a monthly payment
of $4.5 million by Abbott to protect over $30 million of
monthly sales while the patent issues are litigated is not
an act against economic self-interest that necessarily
arouses suspicions of cartel behavior. Abbott had esti-
mated that it would lose about $185 million of sales in the
first six months of the introduction of a generic alternative.

Similarly, if Aventis were eventually found to have a
valid patent that was infringed by Andrx, then the agree-
ment might not result in a competitive situation that is
different from what it should be. Moreover, in that event,
an agreement to pay Andrx over $3 million monthly to
protect about $30 million of monthly sales while the
patent issues are being litigated may make excellent
economic sense without affecting competition in any
way not contemplated by the patent law. Hoechst had
apparently projected that it would lose about 40 percent
of its $700 million in annual sales in the first year of sales
of a generic alternative. From that perspective, the 150
percent increase in the payments to Andrx after July
1998 is arguably also appropriate, as an incentive to
Hoechst to prosecute the litigation to conclusion.

Schering-Plough’s calculus was somewhat more
complex. There were agreements with both the first and
the second filers of ANDAs. Moreover, unlike the Abbott
and Hoechst agreements, Schering-Plough’s agree-
ments with Upsher-Smith and ESI settled the lawsuits
and therefore spared its patent from scrutiny, possibly
until the patent expired in September 2006. Under the
two agreements, until September 2001, Schering would
have no generic competition. Between September 2001

and January 2004, Schering would face competition only
from Upsher-Smith. After January 2004, it would face
competition from both Upsher-Smith and ESI.

Schering might be viewed as having paid Upsher-
Smith $60 million to protect the majority of the almost
$900 million in sales it expected to make over four
years. The June 1997 agreement with Upsher-Smith
provided that Upsher-Smith would not enter the market
until September 2001. Schering’s annual sales of K-Dur 20
exceeded $220 million. Schering might also be viewed as
having agreed to pay ESI $30 million to protect some sig-
nificant percentage of its annual sales over eight years.
The January 1998 agreement with ESI provided that ESI
will not market any generic alternative until January 2004,
and will market only one alternative between January 2004
and September 2006, when the patent expires.

Again, if the litigations had proceeded, Schering-
Plough’s patent was upheld, and Upsher-Smith and ESI
were both found to have infringed the patent, then the
payments by Schering may have made good econom-
ic sense and the agreements might arguably not have
changed the competitive landscape beyond that con-
templated by the patent law. In fact, it might be argued
that the agreements enabled more competition than
might have otherwise existed by permitting the entry of
Upsher-Smith’s and ESI’s products in the face of
Schering’s patent claims. On the other hand, the facts
that the agreements settled the lawsuits and that
Schering agreed not to contest the eventual entry into
the market by both Upsher-Smith and ESI might reflect
a lack of confidence in the patent.

Evaluation of the Results
In short, it could be argued that the agreements in all

five cases reviewed may have benefited consumers,
injured them, or had no effect at all, depending on the
validity of the patent claims involved and the specific
terms of the agreements. In all the cases, if the patents
were valid and the generic competition had infringed
the patents, then the agreements might not have put
consumers in any worse a position than they would
have been without the agreements. In fact, in the case
of Schering-Plough, if the patent were valid and were
infringed by Upsher-Smith and ESI, the agreements
permitted generic competition before the expiration of
the patent, sooner than otherwise would have been the
case, and thus may have benefited consumers. On the
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other hand, if the patents were invalid or were not
infringed, then the agreements may have deprived con-
sumers of the benefits of generic alternatives that they
might otherwise have been entitled to during the terms
of the agreements.

Noerr-Pennington Analogy
An evaluation of the interplay between the

exclusionary policies embodied in the patent law
and the competitive playing field sought by the antitrust
law suggests that some analog of the test established
by the Supreme Court in the Noerr-Pennington area in
Professional Real Estate Investors, Inc. v. Columbia
Pictures Indus.13 may be appropriate in this context. In
Professional Real Estate Investors, the Supreme Court
held that even after all the other elements of a violation
of Section 2 of the Sherman Act have been estab-
lished, a lawsuit for copyright infringement is protected
by Noerr-Pennington and is not an antitrust violation
unless it can also be shown that…

1. The claim was objectively baseless, that no reason-
able litigant could have expected success on the
merits;

2. The party making the meritless infringement claim
had the intent to use the litigation to handicap the
other party competitively regardless of the outcome
of the lawsuit.

Once these two elements are shown, the lawsuit is no
longer protected against antitrust claims, but must still
be shown to be an antitrust violation.

To label a settlement agreement in which the intellec-
tual property rights holder pays the alleged infringer a
per se offense would be to ignore important Noerr-
Pennington and intellectual property policies. If an
infringement claim is protected under Professional Real
Estate Investors and thus under Noerr-Pennington,
then without greater experience with such settlements
and without fuller consideration of the terms of the set-
tlement, the ability to settle the claim should not be
restricted by a per se rule. Otherwise, such a per se
rule may unduly chill the exercise of the right protected
under Noerr-Pennington to bring the infringement
claim. This is especially the case where the agreement
may not have changed the competitive landscape sig-
nificantly from what it would be if the patent or other

intellectual property were found enforceable and were
enforced.

There may very well be situations when such agree-
ments violate the antitrust laws. For example, there may
be more skepticism about an agreement resolving an
infringement claim that has a reasonable but not sub-
stantial likelihood of success. Thus, to the extent there
may be greater doubt about Schering-Plough’s patent,
there may be greater skepticism about the propriety of
the agreements it reached with Upsher-Smith and ESI.
However, acceptability under the antitrust laws should
not be determined by nothing more than the existence
of payments by the rights holder to the alleged infringer
and the delayed entry into the market by the alleged
infringer. The underlying infringement claim must also
be considered. In fact, Commissioner Leary recognized
that “the problem is that the ultimate impact of a phar-
maceutical patent settlement is really dependent on the
merits of the underlying patent litigation.”14

A PROPOSED TEST

The appropriate test of the legality under the antitrust
laws of such arrangements settling intellectual property
disputes should not be a per se test. The test should
take into consideration the following objective factors:

1. The validity of the intellectual property claims;
2. The specific terms of the agreement.

In particular,

(a) if before the litigation commenced an objective
view of the intellectual property infringement
claim indicated that there was an objectively rea-
sonable probability that the claim would be
upheld and that there was infringement so that

(b) the infringement claim is protected under
Professional Real Estate Investors (tracking the
Supreme Court’s reasoning that, “[i]f an objective
litigant could conclude that the suit is reasonably
calculated to elicit a favorable outcome, the suit
is immunized under Noerr, and an antitrust claim
premised on the sham exception must fail”15),

then an agreement involving a payment by the rights
holder to the alleged infringer that . . .
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• makes economic sense in light of the revenues,
costs, and profits involved and

• may facilitate the resolution of the litigation (analo-
gous to the Supreme Court’s view that a plaintiff
“must show that the inference of conspiracy is rea-
sonable in light of the competing inferences of inde-
pendent action or collusive action that could not
have harmed [it]”16),
should not be considered a per se violation of the
antitrust law but should be considered more likely to
be reasonable than not.

Such a test does not consider amorphous subjective
issues such as the parties’ intent in entering the agree-
ment. It will require scrutiny of the infringement claims
involved, but under an “objectively baseless” test anal-
ogous to that established by the Supreme Court in
Professional Real Estate Investors. The Court explained
“the lawsuit must be objectively baseless in the sense
that no reasonable litigant could realistically expect
success on the merits.”17 This test is more complex than
a simple per se bar of all agreements where the intel-
lectual property rights owner pays the alleged infringer
to abstain from the market. However, a simple test
would not give proper due to the substantial policy of
intellectual property rights. The proposed test provides
a balance between the policies embodied in the intel-

lectual property and antitrust laws by setting forth two
objective factors to be considered, while avoiding the
morass of determining subjective intent.

SOME CONSIDERATIONS

In advising clients, counsel may do well to keep in
mind the following factors:

• The strength and remaining term of the intellectual
property rights involved. The more questionable an
intellectual property right or infringement claim is,
the more cautious a client should be in considering
an agreement in which the rights holder pays the
alleged infringer and the alleged infringer abstains
from the market. The remaining term of the intellec-
tual property rights also should be considered in
determining the duration of any agreement.

• The time and resources that will need to be diverted
if the claims are fully litigated. If the client is consid-
ering such an agreement, then the litigation risks
and costs should be carefully analyzed.

• The amount of revenues and profits that may be lost
under various litigation and market scenarios. The
economics of any agreements should be analyzed
in the context of these scenarios.

1. See, e.g., In re Ciprofloxacin Hydrochloride Antitrust Litigation, 2001 U.S.
Dist. Lexis 15386 (E.D. N.Y. 2001) (Cipro); Report on Form 10-Q for period
ended September 30, 2000 of Barr Laboratories Inc. (Tamoxifen); American
Bioscience, Inc. v. Bristol-Myers Squibb Company, 2000 U.S. Dist. Lexis 21067
(C.D. Cal. 2000) (Taxol); In re Cardizem CD Antitrust Litigation, 105 F. Supp.
2d 618 (E.D. Mich. 2000) (Cardizem); Andrx Pharmaceuticals, Inc. v. Biovail
Corp., 256 F.3d 799 (D.C. Cir. 2001) (Cardizem).

2. See, e.g., In re Cardizem CD Antitrust Litigation, 105 F. Supp. 2d 682, 685
(E.D. Mich. 2000).

3. See prepared remarks of Thomas B. Leary, Commissioner, “Antitrust
Issues in the Settlement of Pharmaceutical Patent Disputes, Part II,” Remarks
before the American Bar Association Antitrust Healthcare Program,
Washington, D.C., (May 17, 2001), www.ftc.gov/speeches/leary.htm.

4. See, e.g., Leary, May 17, 2001, Part I.B.

5. Leary, May 17, 2001, at IV.

6. See, e.g., Leary, May 17, 2001, at I.B.

7. Pub. L. 98-417, 98 Stat. 1585 (1984), 21 U.S.C. §355.

8. In re Abbott Laboratories, FTC, Dkt. No. 9273 (March 16, 2000), CCH
Trade Reg. Rep. [1997-2001 Transfer Binder] ¶24,715.

9. In re Hoechst Marion Roussel, Inc., FTC, File No. 981-0368 (filed March 16,
2000), CCH Trade Reg. Rep. [1997-2001 Transfer Binder] ¶24,715.

10. In re Hoechst Marion Roussel, Inc., FTC, Dkt. No. 9293 (April 2, 2001).

11. In the matter of Schering-Plough Corp., FTC, Dkt. No. 9297 (filed April 2,
2001).

12. See, e.g., Complaint in In the matter of Schering-Plough Corp.; In re
Cardizem CD Antitrust Litigation, 105 F. Supp. 2d 682. See also, Leary, May
17, 2001, at IV.

13. 508 U.S. 49, 60-61 (1993).

14. Leary, May 17, 2001.

15. 508 U.S. at 60 (footnote omitted).
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Abstract.  This paper discusses the application of European competition law to 
standardization activities and associated IPR Policies and licensing arrangements.  It briefly 
discusses the objectives of standardization activities in Europe and contains a general 
introduction into relevant principles of EC competition law.  This is followed by a review of 
principles and antitrust case law relating to (1) restrictions on membership and access to the 
standardization process;  (2) possible spill-over effects;  (3) standard depth and 
overstandardization;  (4) selection of technology for standards;  (5) access to standards 
information and essential IPRs;  (6) IPR Policies, and problems associated with non-
disclosure, late disclosure, or incomplete disclosure of essential patents;  (7) compulsory 
licensing of essential IPRs under Articles 81(3) (ex Article 85(3)) and 82 (ex Article 86) EC, 
and disputes concerning royalties and licensing terms in a standards environment.  Some 
standards for standards appear at the end. 

1. Sources of standards in Europe 

While this paper concentrates on private standard-setting organizations (“SSO”), standards 
may be developed by a number of sources, and precedents relating to one category may be 
relevant to others also: 
 

•  single-firm de facto standards2 
 

•  multi-firm commercial standards, developed by trade associations or ad-hoc 
standards organizations, often leading to a patent pool3 
 

                                                 
1  Paper for American Bar Association, Section of Antitrust law, Spring meeting 2002, Session on Trade 

Associations, Washington DC, April 26, 2002, and for the Joint Department of Justice Antitrust 
Division/Federal Trade EC Commission hearings on Competition and Intellectual Property Law and 
Policy in the Knowledge-Based Economy, Session on Comparative Law Topics:  Licensing of 
Intellectual Property in Other Jurisdictions, Washington DC, May 22, 2002. 

2  Cases include, e.g., 1984 IBM Undertaking, Press release IP/84/291, [1984] 3 CMLR 255; Decca 
Navigator System, OJ 1989 L 43/27;  and the currently pending European Microsoft cases (concerning 
client-to-server OS, OS to middleware, and server-to-server OS interoperability).   According to the EC 
Commission, IMS Health would be another example, although this is disputed.  IMS Health, EC 
Commission interim measures decision of July 3, 2001, OJ No L 59, 28.2.2002, p. 18;  suspended:  
Case T-184/01R, orders of August 10, 2001 and October 26, 2001, in IMS Health Inc. against the EC 
Commission of the European Communities; suspension confirmed by the ECJ April 22, 2002;  
Reference to the ECJ:  Case C-418/01, IMS Health v. NDC Health.   

 

3  Cases include, e.g., X-Open Group, OJ No L 35, 6.2.1986, p. 36; Philips Matsushita D2B, OJ No C 
220, 23.8.1991, p. 2;  Philips Matsushita DCC, OJ No C 333, 17.12.1992, p. 2;  Philips VCR, OJ No L 
47, 18.1.1978, p. 42;  APS (Advanced Photographic System), EC Commission press release IP/98/353 
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•  formal commercial standards bodies with mixed membership;4 
 

•  government standards5   
 
2. Objectives of European standardization activities 

When analyzing the competitive impact of a standards agreement and the availability of an 
exemption under Article 81(3) EC, European antitrust authorities will keep in mind that 
standards have several benefits, some of which may differ from US policy objectives.  

(a)   Market integration   

In the European Economic Area, market integration is an important policy objective.  Article 
28 (ex Article 30) of the EC Treaty provides for the free movement of goods that were legally 
marketed elsewhere in the Community.  Under Article 30 (ex Article 36) EC and the case law 
of the Court of Justice following Cassis de Dijon, however, individual Member States may 
bar marketing and imports of products that do not meet specifications that are necessary to 
protect mandatory requirements such as safety, consumer protection, or the integrity of 
telecommunications networks. 

Where such permissible national standards differ, and especially where they are 
incompatible, trade between Member States is restricted.  To eliminate these restrictions, it 
may be necessary to set European standards, recognized in all Member States and replacing 
incompatible national standards.6  Standards developed by private SSOs may have similar 
beneficial effects, and formal or Government standards may be prepared within private SSOs. 

 
of April 15, 1998, MPEG-2, [1998] OJ No C 229/19, followed by EC Commission press release 
IP/98/1155;  and DVD, EC Commission press release IP/00/1135.  See also MPEG-2, Department of 
Justice, Antitrust Division Letter of 26 June 1997, available at 
http://www.usdoj.gov/atr/public/busreview/1170.htm;  DVD, Department of Justice, Antitrust Division 
Letter of 16 December 1998, available at http://www.usdoj.gov/atr/public/busreview/2121.htm.  On 
patent pools See also Antitrust Guidelines for the Licensing of Intellectual Property, issued by the U.S. 
Department of Justice and the Federal Trade EC Commission, April 6, 1995. Available at 
http://www.usdoj.gov/atr/public/guidelines/ipguide.htm. 

4  Cases include, e.g., ETSI IPR Undertaking (settled, not published), ETSI/DVSI (complaint rejected, not 
published). 

5  CEN, ISO, Cenelec, IEC, CCITT, and national standards bodies recognized under Directive 98/34 of 
June 22, 1998, on technical standards and regulations, OJ No L 204, 21.7.1998, p. 37.  There are no 
competition cases, but these bodies are subject to Article 86 EC (ex Article 90), and could be subject to 
Articles 10 (ex Article 5) juncto 81 and 82 of the EC Treaty (ex Articles 85 and 86 EC).See, for 
instance, Case 18/88, RTT v. GB-INNO-BM.  Thus, Member States must ensure that competition in the 
EC is not distorted. 

 

6  While in the past such standards were promulgated by EC Council Directives regulating all relevant 
details, harmonization directives now tend to set out the essential requirements to be met, and mandate 
the European Telecommunications Standards Institute (“ETSI”), CEN, or Cenelec to develop the 
functional or design specifications to meet these requirements.  Certain standards bodies such as ETSI 
include private firms, and agreements in that context are subject to scrutiny under Articles 81 and 82 
EC. 
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(b)   Economic efficiencies 

Other beneficial effects of standardization, which underlie many commercial standardization 
arrangements, are product interoperability and compatibility reducing barriers to entry, 
rationalization of production, economies of scale, creation of network effects needed for the 
introduction of new technologies, creation of unified platforms for development of new 
products, and R&D efficiencies.7  Standardization may also allows opportunities for small 
and medium enterprises. In Europe, the GSM standard for portable telecommunications is 
often cited as a model for beneficial standardization. 

3. General introduction of European antitrust law relevant for standards 

(a) Article 81 EC   

Article 81(1) of the EC Treaty prohibits agreements or arrangements between undertakings 
that may affect trade between EC Member States and that have as their object or effect the 
prevention, restriction, or distortion of competition within the common market.  The 
restriction of competition must be appreciable. Article 81(2) EC provides that restrictions in 
such agreements are automatically void.8  Article 81(3) EC permits the EC Commission of 
the European Communities (the “EC Commission”) to exempt restrictive agreements that 
might otherwise be prohibited, if  

(a) they foster technical or economic progress,  

(b) are indispensable to achieve such progress,  

(c) benefit consumers, and  

(d) do not completely exclude competition.   

Broad exemptions under Article 81(3) are contained in block exemption regulations.9  
Standardization will therefore often be automatically exempted if the joint market share is 
less than 25% and the agreement meets the conditions of the joint R&D block exemption 
regulation.10   If the standardization concerns an entirely new product, or a product in which 

 
7  See study by Swann for the UK Department of Trade and Industry on “The Economics of 

Standardization” available  at http://www.dti.gov.uk/strd/fundingo.htm#swannrep. 

8 If under applicable contract law the restrictive terms of the contract are severable, only the restrictive 
terms are void. 

9  Block exemptions that may be relevant for standardization are Regulation 2659/2000 of November 29, 
2000, on joint R&D Agreements, OJ No L 304, 5.12.2000, p. 7. 

10  “Research and development” is defined as “the acquisition of know-how relating to products… and the 
carrying out of theoretical analysis, systematic study or experimentation, including experimental 
production, technical testing of product or processes, the establishment of the necessary facilities and 
the obtaining of intellectual property rights for the results” (Article2(4)).  This is broad enough to 
encompass many standardization programs. 
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none of the participating companies compete, the block exemption is available even above 
the 25% ceiling for the duration of the standard setting and seven years thereafter.11 

Until the introduction of the “modernization” of European antitrust law, expected in 2004, 
standardization and pooling may also be exempted by individual exemption decisions or 
comfort letters following a formal notification process.12 

(b) The Guidelines on Horizontal Agreements   

The EC Commission has recently adopted Guidelines on the applicability of Article 81 of the 
EC Treaty to horizontal cooperation agreements.13  These include general principles 
applicable to standardization agreements, defined for the purpose of the Guidelines on 
Horizontal Agreements as agreements which have as their primary objective the definition of 
technical or quality requirements with which current or future products, production processes 
or methods may comply.14  Similar principles may apply to the terms of access to a particular 
quality or compliance mark. 

According to the Guidelines on Horizontal Agreements, standards that have only “negligible 
coverage of the relevant market” are not caught by Article 81, so long as they remain de 
minimis, and the associated agreements do not include per se violations such as price fixing 
or output restrictions.15  A joint market share threshold of less than 10% can be used as a rule 
of thumb.16 

Standardization agreements involving firms with a joint market share above 10% may still 
escape Article 81(1) if they are based on non-discriminatory, open and transparent 
procedures, provided that such agreements: 

 
11  Joint R&D Block Exemption, above, Article 4(1). 

12  For the modernization proposals, eliminating the notification process and ex ante review, and instead 
empowering national courts and competition authorities to apply Article 81(3) directly, see “Proposal 
for a Council Regulation on the implementation of the rules on competition laid down in Articles 81 
and 82 of the Treaty and amending Regulations (EEC) No 1017/68, (EEC) No 1988/74, (EEC) No 
4056/86 and (EEC) No 3975/87,” Brussels, 27.9.2000, COM(2000) 582 final. 

13  Guidelines on the applicability of Article 81 of the EC Treaty to horizontal cooperation agreements, OJ 
2001 C 3, p. 2, para 159. 

14  Guidelines on Horizontal Agreements, para. 159.  Standardization may involve joint research and 
development.  

15  Guidelines on Horizontal Agreements, para. 164.   

16  See EC Commission Notice on Agreements of Minor Importance, OJ No C 368, 22.12.2001, p. 13.  
The threshold for the enforcement of EC competition law with respect to horizontal agreements 
between competitors is a joint market share of 10%.   Several markets could be relevant for the analysis 
of standards agreements including (a) the products being standardized or to be replaced by the 
standardized product;  (b) the service market for standardization;  (c) the service market for testing and 
certification; (d) the market for technology necessary for the implementation of the standard;  and (e) 
innovation markets. 
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(a) do not oblige manufacturers to comply with the standard, or  

(b) if they do mandate compliance) are “parts of a wider agreement to ensure 
compatibility of products”.17   

Conversely, standards agreements would likely be prohibited if they “use a standard as a 
means amongst other parts of a broader restrictive agreement aimed at excluding actual or 
potential competitors.”18 

Article 81(1) EC may, in addition, prohibit standardization agreements that limit product 
differentiation by discouraging or eliminating innovation, or giving competitors control over 
each other’s production or innovation.19  This applies in particular to agreements that prevent 
the participants or third parties from developing alternative standards or selling products that 
do not comply with the standards, or that prevent certain manufacturers from implementing 
the standard.20    

Even if a standardization agreement restricts competition, it may benefit from an exemption 
under Article 81(3) EC.21  The EC Commission made it clear that it: 

“generally takes a positive approach towards agreements that promote economic 
interpenetration in the common market or encourage the development of new markets 
and improved supply conditions.”22  

This positive attitude is dependent on a finding that an appreciable proportion of the industry 
is involved in the setting of the standard in a transparent manner,23 and that the agreements 
contain no restrictions of competition that are not indispensable to achieve the reasonable 
objectives of the standard, such as unnecessary restrictions on innovation.24  Moreover, the 

 
17  Ibid., para 163. 

18  Guidelines on Horizontal Agreements, para. 165. 

19  Guidelines on Horizontal Agreements, para. 166. 

20  Guidelines on Horizontal Agreements, para. 167. 

21  In the case of standardization agreements and vertical agreements, if issues arise, notification can be 
made, and exemption can be issued with retroactive effect.  See Article 4(2)(3)(a) of Regulation 17/62, 
which provides that the EC Commission may grant exemptions for agreements that have as their “sole” 
object the development of uniform application of standards or types, even if these agreements have not 
been notified.  The same applies for license agreements, see Article 4(2)(a) of Regulation 17/62 as 
amended by Council Regulation (EC) No 1216/1999 of 10 June 1999 amending Regulation No 17, OJ 
1999 L 148/5.   Regulation 17/62 will be superseded by a new directive that will very likely eliminate 
the possibility of notifying agreement for ex ante exemption.   

22  Guidelines on Horizontal Agreements, para. 169. 

23  Guidelines on Horizontal Agreements, para. 169.  
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necessary information to apply the standards must available to those wishing to enter the 
market.25   

(c) Article 82 EC   

Article 82 EC bans abuses of a dominant position in a substantial part of the common market.  
The threshold question for the application of this article is the existence of a dominant 
position. Article 82 EC would in most cases not apply to the trade association developing the 
standard (although standards bodies could be found dominant in the service markets for 
standardization, and testing and certification).  Should the standard become successful, 
however, manufacturers of compliant products may become dependent on the underlying 
technology.  If the technology provider is found dominant, Article 82 EC would impose 
certain limitations on the exercise of its IPRs or contractual rights.  In particular, dominant 
technology suppliers must not exercise their rights in a discriminatory fashion or with a view 
to creating or maintaining barriers to entry in a downstream market (the market for compliant 
products).   

Technology suppliers with a dominant position must not engage in excessive pricing, 
discrimination, exclusionary practices, or retaliation against competitors.  They may be required 
to license IPRs against their will, but only in exceptional circumstances.26  The EC Commission 
has indicated that if a standard had been adopted, implemented, and made mandatory by a 
Community instrument, a refusal to license the technology necessary to use the standard would 
raise serious questions under Article 82 EC.27  This does not, however, apply to technology that 
is not “essential” for a standard, even if that technology gives the user a competitive advantage 
in the standardized environment.  

4. Competition issues 

The Guidelines on Horizontal Agreements are a mere introduction, and do not provide a full 
overview of antitrust law as applied to SSOs.  A number of competition concerns arise in 
connection with multilateral standardization, which can be grouped as follows: 

1. Restrictions on access to the standardization process (and requirements to 
license future IPRs as a condition for participation);28 

 
24  Guidelines on Horizontal Agreements, para. 173.  The EC Commission recognizes in its Guidelines on 

Horizontal Agreements (para. 171) that it may be necessary in some cases to select a particular 
technology as a platform or framework for a standard, provided that the choice is justifiable and made 
through an open process.  

25  Guidelines on Horizontal Agreements on Horizontal Agreements, para 169.  

26  Magill, above.  The EC Commission and the European Courts are currently considering possible 
compulsory licensing in the controversial IMS Health case (above;  see John Temple Lang’s and Frank 
Fine’s presentations for today’s hearings). 

27   EC Commission Communication on IPRs and Standardization, COM 92/445, October 22, 1992, para. 
5.1.11. 

 

28  X-Open, above, ETSI IPR Undertaking, above. 
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2.  Spill-over effects (“horse-trading”, information exchange, platform for 

collusion);29 
 
3. Reduction of product differentiation (overstandardization);30 
 
4. open and objective selection of technology (and possible misuse of IP policy 

to influence technology choice);31 
 
5. Access to quality mark;  entrusting specific bodies with exclusive rights to test 

compliance with the standard;32 
 
6. Access to standards information and essential IPRs;33 
 
7. IPR Policies, and access to technology needed to comply with standards.34  

 
4.1 Open access to the standardization process 

(a) Principle:  wide industry participation required   

The EC Commission’s positive attitude towards standards agreements is dependent on a 
finding that “an appreciable proportion of the industry is involved in the setting of the 
standard in a transparent manner.”35  There are several reasons.   

First, the benefits of standardization may not be achieved if the group is too small to create 
the network effect that a standard needs in order to succeed.  If so, the benefits of 
standardization may not outweigh the risk of information exchange and spill-over.  

Second, the EC Commission is concerned to maintain equality of opportunity in standardized 
markets.  Participants in the standardization process have the opportunity to influence the 
direction of the standard (include their own technology or exclude their competitors’), obtain 
in-depth experience with the standards, and have advance information allowing them to 
obtain a lead start in implementation.  This affects competition.  Firms often vie with each 

                                                 
29  DVSI/ETSI, above. 

30  Philips VCR, above, ETSI/DVSI, above. 

31  ETSI/DVSI, above. 

32  Guidelines on Horizontal Cooperation, para. 167. 

33  X/Open, above, ETSI IPR Policy, above, IGR Stereo TV/Salora, 11th EC Competition Policy Report, 
1981, p. 63. 

34  ETSI IPR Undertaking, various patent pool cases; Magill and IMS, above. 

35  Guidelines on Horizontal Agreements on Horizontal Cooperation, above, para 169. 
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other to have their technology included in a standard, in order to minimize their cost and 
maximize efficiencies of scale and scope (especially if they also make complementary 
products).  If they succeed, they not only limit their own cost, but may also raise their rivals’ 
costs, to the extent the latter have to switch to a new technology and abandon their own 
solution.  The greater the chances of success of the standard, and the wider its potential fields 
of application, the more important it is to allow “equality of opportunity” in the standards 
setting process.   

Finally, collective boycott arrangement excluding particular (groups of) firms can be 
inefficient because they limit the available pool of knowledge and technology and thus risk 
creating lower-quality standards.   

 (b) Limitations on admission   

Commercial standards groups have an incentive to broaden their membership so as to achieve 
network effects, but are not always required to admit everyone.   

First, small groups of firms may prepare standards en petit comite by entering into joint R&D 
agreements in the pre-standardization phase, so as to present a joint solution for adoption as a 
standard.  If the joint market share is less than 10% or the parties are not competitors at all, 
the agreement is de minimis and permissible even if the conditions of the Joint R&D block 
exemption are not met.36  If the parties have explicitly agreed not to admit outsiders, the 
arrangements may still be automatically exempted if the joint market share is less than 25% 
and the agreement meets the conditions of the joint R&D block exemption regulation, or if 
the participants do not compete in the area, for instance, if the product is new.37   

Limitations on membership of groups with larger market share may be exempted under 
Article 81(3) EC if the selection criteria are necessary, objective, and relevant, and exclusion 
decisions can be appealed to a neutral panel or court.  The EC Commission exempted 
membership restrictions in X/Open on the grounds that the development of standards for a 
common application environment were beneficial for competition, and that restriction of 
membership was necessary for practical and logistical reasons, considering that the standards 
group might become bogged down if all industry members were admitted.38   

(c) Burdensome conditions for admission   
 

36  Guidelines on Horizontal Agreements, para. 164.  See also Notice on Agreements of Minor 
Importance. 

37  See above. 

38  X/Open Group, EC Commission Decision 87/69, OJ 1987, L 35, p. 36 (membership subject to majority 
decision, and limited to major manufacturers with UNIX expertise and a European presence).  See also 
Guidelines on Horizontal Agreements, para. 172, suggesting that the parties must demonstrate that full 
openness entails “important inefficiencies” and that parties should provide for the “collective 
representation of interests”. An essential element in the EC Commission’s decision was that the 
negative effect on competition was reduced by the group’s professed aim of making the results of the 
cooperation available “as widely and quickly as possible.”  The EC Commission also noted that 
members were not obligated to implement the standard or to refrain from implementing other 
standards. 
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The more influential the standards body, the more carefully membership criteria are 
scrutinized.  Important standards organizations such as ETSI39 cannot leverage their position 
to extract unreasonable and unnecessary concessions from their membership, and 
membership conditions themselves must not lead to restriction of competition.  Thus, for 
instance, obligations to share information must remain limited to what is reasonably 
necessary and directly related to the standards work, and standards organizations should 
avoid membership conditions that impose general obligations to license IPRs for standards 
that the IPR holder does not support.40   

4.2 Spill-over effects (information exchange, commercial collusion, collective 
boycotts and market allocation)  

I refer to the presentations by Charles Stark and Richard Wainwright at the ABA Spring 
meeting.  Briefly, standards agreements would likely be prohibited if they “use a standard as 
a means amongst other parts of a broader restrictive agreement aimed at excluding actual or 
potential competitors.”41  An early case was a system for equipment approval by a central 
heating trade association in Belgium.42  The trade association members agreed to buy only 
equipment approved by the Accreditation Committee.  That Committee consisted of Belgian 
firms that approved only Belgian products, and refused to approve imported products that 
also met the standards.  This led to reduced imports without justification, in violation of 
Article 81(1) EC.   

An exchange of technical information and market data on user requirements is inherent in the 
standardization effort.  It need not affect competition, so long as it does not concern prices, 
customers, market position, production plans, or other sensitive market information 
concerning the products of the parties.43  Standards groups should adopt antitrust compliance 
guidelines and procedures to ensure that their organization is not used as a platform for 
collusion.   

                                                 
39  ETSI is the European Telecommunication Standards Institute.  It was created by the CEPT following a 

recommendation of the EC Commission in its 1987 Green Paper on the development of the common 
market for telecommunications services and equipment for the purpose of establishment of common 
European standards in the telecommunications sector.  Contrary to the CEPT, which only had 
Government members, ETSI’s members are administrative bodies, public network operators, 
manufactures, users and others.   ETSI is the only EEA-wide organization to develop technical 
standards for telecommunications equipment and services.  It is officially recognized as such by the EC 
and the EC Commission delegates to ETSI the task of developing European telecommunications 
standards.  The standards adopted by ETSI are of both legal and practical importance. 

40  See, for instance, open letter from the EC Commission of February 1994, stating preliminary views on 
a complaint brought against ETSI, not published, and discussed in more detail below. 

41  Guidelines on Horizontal Agreements, para. 165. 

42  1972 OJ No L 264, p.22. 

43  In certain cases, however, the Joint R&D Block Exemption may be available for joint exploitation 
arrangements, as discussed above. 
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4.3 Risk of overstandardization:  reduction of product diversity and abuse of 
buying power 

Standardization reduces technological variety, and may stifle competition through 
innovation.44  Consumers may be deprived of a particular product, attribute, or quality that 
they may want.  If a standard is binding legally or de facto, what is left is competition by 
imitation, essentially on grounds of price and image, and perhaps some competition on 
secondary product characteristics.  Even price competition may be diminished, because 
reduction of product diversity creates cost commonalities and facilitates collusion or parallel 
pricing.  Standardization is therefore prohibited by Article 81(1)(b) to the extent that it 
hinders innovation, freezes a particular stage of technical development, or blocks the network 
access of some users or service providers.   

The degree of anticompetitive effect is analyzed on a case-by-case basis,45 but will in general 
depend on: 

•  the market share of the participants (see above);   

•  any exclusivity agreed upon between the parties or that may naturally flow from 
the desire to reduce costs, to the extent it results in appreciable foreclosure of 
outlets for competing technology or standards; 

•  the standardization depth, to the extent that it prescribes not only functional 
specifications, but also design specifications.  The effect on competition is greater 
if all product characteristics, or the core of the product, are subjected to 
standardization. 

(a)   Exclusion of alternative compliant technologies   

Standards agreements must not reduce product diversity any more than is reasonably 
necessary to achieve the legitimate objectives of the standards.46   

For instance, when Philips and Sony entered into a agreement with other VCR producers “on 
uniform application of technical standards for the VCR system”, they agreed on a royalty-free 
cross-license of patents for the purpose of compatibility of cassettes with recorders from 
different vendors, but provided “unlike the usual type of agreements on standards, for the 
adoption of the complete system of one of the parties (Philips) by the other parties”.47  No 
other systems were allowed.  Moreover, no change could be made to the Philips system 
without the consent of all parties.  In spite of the improved interoperability of cassettes with 
                                                 
44  Guidelines on Horizontal Agreements, para. 22 (if standards agreements have negative effects “these 

are likely to be on innovation or the variety of products.  They may also give rise to foreclosure 
problems.”) 

45  Guidelines on Horizontal Agreements, para. 170. 

46  Guidelines on Horizontal Agreements, para. 167. 

47  Philips VCR, above, para. 9. 
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video machines of different producers, the EC Commission refused exemption on the ground 
that:  

“compliance with the VCR standards led to the exclusion of other, perhaps better, 
systems.  Such an exclusion was particularly serious in view of the pre-eminent 
market position enjoyed by Philips [para. 29]. ... 

[R]estrictions were imposed upon the parties which were not indispensable to the 
attainment of these improvements.  The compatibility of VCR video cassettes with the 
machines made by other manufacturers would have been ensured even if the latter 
had to accept no more than an obligation to observe the VCR standards when 
manufacturing VCR equipment” [para. 31]. 

(b)   design specifications vs. functional specifications   

Unfortunately, the EC Commission is neither well equipped nor does it appear to be ready to 
apply the same principles as vigorously to formal standards organizations.  When ETSI 
developed the standards for private digital mobile radio communication (TETRA), different 
technology providers vied to have their technology used as the basis for the standardized 
voice coder/decoder (“codec”).  The main choice was between the algorithm and high-level 
software specifications of US firm DVSI that could be implemented in various ways, and the 
bit-specific software program of France’s Thomson Electronics that would exclude all choice 
of implementation and freeze further development.   

Even though objective tests consistently showed the DVSI algorithm resulted in better quality 
products, ETSI selected the latter because DVSI refused to place its software implementation 
in source code form in the public domain – although the use of its software was not part of 
the specification of the standard, and DVSI was willing to license its code on fair, reasonable 
and non-discriminatory (“FRAND”) terms and conditions to implementers who did not want 
to write their own code.48  In these circumstance, the ETSI members arguably misused their 
collective technology buying power to force DVSI to make its software public, and to punish 
it with foreclose when DVSI refused to give in to this pressure.  The result was selection of 
lesser-quality Thomson technology.49   

 
48 The ETSI Dispute Resolution Report specified: “The standardization bodies are frequently accused of 

‘over-standardizing’, and with justification.  Here we have placed ourselves in a position that we are 
selecting a single manufacturer’s technology (...), rather than making a consensus between TC 
participants on a common technology. ... I am obliged to ask why it was necessary to publish within the 
standard the detailed information when DVSI made the offer to publicly provide about 100-150 pages 
of specifications for the TETRA codec that could be considered as sufficient information from a 
standards point of view and make the very detailed information (C-source code) available against 
undertakings, against the background of the company’s business success being dependent upon the 
retention of its trade secrets.”  For more details on this case, see Dolmans, “Restrictions on Innovation” 
in [1998] Antitrust Law Journal 455.  

49  DVSI pointed out that there were indications of possible collusion, but no disclosure or discovery 
proceedings existed in Europe, and the EC Commission did not investigate whether Thomson and 
others might have illegally coordinated their vote with a view to exclude DVSI.   
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The EC Commission refused to intervene on the ground that a bit-specific standard allowed 
better testing, development of compatible products, and type approval in this instance.  At the 
same time, the EC Commission in its letter closing the case stated that: 

“It is, of course, clear that overstandardization can have extremely negative effects on 
market development and competition:  my services have already indicated to ETSI 
that ETSI should carefully examine standards and standards procedures in light of 
any potential impact on competition.” 

The Guidelines on Horizontal Agreements suggest in paras. 171 and 173 that: 

“In some cases, it would be necessary for the benefit of consumers or the economy at 
large to have only one technological solution.  However, this standard must be set on 
a non-discriminatory basis.  Ideally, standards should be technology neutral. … 

Agreements on standards should cover no more than what is necessary to ensure their 
aims, whether this is technical compatibility or a certain level of quality.  For 
instance, it should be very clearly demonstrated why it is indispensable to the 
emergence of the economic benefits that an agreement to disseminate a standard in 
an industry where only one competitor offers an alternative should oblige the parties 
to the agreement to boycott the alternative.” 

In practice, it may be possible to meet the objectives of standardization while maintaining a 
degree of product variety, by using functional specifications as opposed to design 
specifications that freeze implementation.   

4.4 Open and objective selection of technology  

Standardization activities may give rise to a temptation to engage in “horse-trading”.  
Members may have invested in a particular technology or may have an interest in limiting the 
cost and time of adapting their product lines to a new standard.  There have been allegations, 
including in the DVSI case (above), that firms obstruct adoption of competing technologies, 
or strike deals to support each others’ complementary technologies for a standard.   

Para. 169 of the Guidelines on Horizontal Agreements states briefly that standards should be 
set “in a transparent manner”.  Para. 171 of the Guidelines on Horizontal Agreements adds: 

“In some cases, it would be necessary for the benefit of consumers or the economy at 
large to have only one technological solution.  However, this standard must be set on 
a non-discriminatory basis.  Ideally, standards should be technology neutral. …In any 
event, it must be justifiable why one standard is chosen over another.” 

 

This seems inadequate guidance.  To allow full and workable competition between 
technologies in the standardization process, and to ensure that the benefits of standardization 
are maximized so that they outweigh the restriction on innovation, the selection process of 
standards should be based on objective, relevant, qualitative and verifiable criteria.  Equal 
treatment should be ensured regardless of the origin of the technology.  Selection tests should 
be conducted in a fair, open and verifiable manner, by persons or entities that have no direct 
interest in the outcome, with a possibility of appeal to an independent body. 
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4.5 Open access to the standardization results and information 

An essential consideration for exemption of a standardization arrangement is that the results 
be publicly available to all who wish to evaluate or implement the standard, as soon as 
reasonably possible.  The Guidelines on Horizontal Agreements confirm that: 

“the necessary information to apply the standard must be available to those wishing 
to enter the market”50 

Standards organization should therefore publish this information and often make it available 
on their website, or by references to other publicly available sources.  Similarly, technology 
contributors are required to make their technology available to all who wish to implement the 
standard.   

No distinction can be made between insiders and outsiders, contributors or non-
contributors.51  An exception can be made, however, for owners of essential IPRs who refuse 
to license these IPRs on FRAND terms and conditions.  In patent pool agreements for 
standardized technology the EC Commission has accepted Termination Clauses that permit 
the pool members to withhold or terminate licenses from Essential IPR owners who hold up 
the implementation of the standard.52  

The requirement of publication should not be interpreted as requiring IPR owners whose 
technology is included in a standard to place their technology in the public domain.  The 
Guidelines on Horizontal Agreements specify that all that is needed is third-party access “ on 
fair, reasonable and non-discriminatory terms.”53 

This leads to some of the most thorny current issues in the standards world:  what IPR 
disclosure policies are appropriate in a standards context?  Can standards bodies or antitrust 
authorities impose compulsory licenses on members or outsiders?  Should standards bodies 
avoid technology protected by IPRs?  What are permissible licensing conditions?  

                                                 
50  Guidelines on Horizontal Agreements, para. 169. See also X/Open, above;  EC Commission 

Communication on IPRs and Standardization, COM 92/445, October 22, 1992, para. 6.2.1.1.and 2.  This 
requirement does not apply to joint R&D that does not have the pretension to create an industry standard, 
and that meets the conditions of the Joint R&D Block Exemption, above. 

51  When ETSI proposed an IPR Undertaking that would have allowed ETSI members to withhold licenses 
to other members who refused to sign the Undertaking, the EC Commission objected to any “general 
policy or commitment to exclude non-members/non-signatories from access to IPRs necessary for 
manufacturing equipment in compliance with ETSI standards.”  It warned that:  “It should be clear that 
any discriminatory treatment by ETSI members vis-à-vis non-members ... could give rise to ad hoc 
action under the competition rules”.  February 1994 letter to ETSI and CBEMA 

52  See, for instance, EC Commission comfort letters in MPEG-II, IP/98/1155 and DVD, IP/00/1135.  See 
also the FTC decision In the Matter of Intel Corporation, Docket 9288, U.S. Federal Trade EC 
Commission Complaint, available at http://www.ftc.gov/os/1998/9806/intelfin.cmp.htm and the 
settlement at http://www.ftc.gov/os/1999/9903/d09288intelagreement.htm.  

53  Guidelines on Horizontal Agreements, para 174;  1992 EC Commission Communication on IPRs and 
Standardization, para. 6.2.1.2. 

 

http://www.ftc.gov/os/1998/9806/intelfin.cmp.htm
http://www.ftc.gov/os/1999/9903/d09288intelagreement.htm


  -14- 
 

4.6 IPR Policies and standards 

(a) Obligations to license as a condition for SSO membership (ETSI IPR 
Policy) 

Most IPR holders are in fact ready to license their IPRs for a standard, because it creates a 
market for their technology.  For example, Members of the Digital Video Broadcasting 
(“DVB”) consortium undertake in paragraph 14.2 of the Statutes of the DVB Project that they 
are:  

“willing to grant or cause the grant of non-exclusive, non-transferable, world-wide 
licenses on fair, reasonable and non-discriminatory terms and conditions under any 
[Essential IPRs which it has the free right to grant or cause the grant] for use in or 
[manufacture] of equipment fully complying with such specification to any third party 
which has or will submit an equivalent undertaking with respect to any relevant IPRs 
it may have or obtain with respect to such specification.”   

While this looks like a compulsory license, private groups like DVB tend to adopt standards 
by unanimity, and compulsory licenses are avoided if the IPR owner can object to inclusion 
of its technology in a standard.  Moreover, the IPR Policy allows for an “opt-out” under 
Article 14.3:   

“A Member shall have the right up until the time of final adoption as a standard by a 
recognised standards body of a specification approved by the Steering Board to 
declare to the DVB Steering Board that it will not make available licences under an 
IPR that was subject to the undertaking for licensing pursuant to article 14.2 above, 
only in the exceptional circumstances that the Member can demonstrate that a major 
business interest will be seriously jeopardised”  54   

Article 81 EC does not allows a standards body to force members to make licenses available 
against their will.  In the case concerning the ETSI IPR Undertaking, ETSI members 
expressed concern that “submarine” patents would surface after many years of work on a 
standard, allowing the patent owner to block the standard or charge excessive royalties for 
standard-compliant products.  In March of 1993, ETSI adopted a draft IPR Undertaking 
requiring its members to license all technology necessary for a standard, unless the IPR 
holder expressly reserved the right not to license an identified IPR within 180 days from the 
date the standard development was begun.  (This was called a “license by default” system).  
Acceptance of the IPR Policy would become a condition for membership in ETSI, which in 
turn entailed various advantages such as the ability to influence standards and obtain advance 
information and experience. 

A number of IT companies within ETSI expressed concern about the commercial uncertainty 
of having to commit to the licensing of unknown IPRs (even future IPRs) for standards that 

                                                 
54  For a further description on how the DVB IPR Policy has evolved to include arbitration provisions and 

the fostering of licensing, see Carter Eltzroth, “IPR Policy of the DVB Project”, 2001, supplied to the 
DoJ. 
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did not yet exist.  They also complained of the competitive disadvantage they would suffer if 
they were excluded from ETSI.  In preliminary position, the EC Commission stated: 

“The “license by default system”.  ... an undertaking pursuant to which IPR holders 
are deprived of their freedom to decide whether or not to grant licenses on their 
existing and future technology is restrictive of competition:  it amounts to a mutual 
renunciation of gaining competitive advantages thanks to technical efforts and 
thereby deprives the participants of the incentive to develop new technologies. ... 

... Exemption under Article [81](3) could not be contemplated if the lack of 
information [on the precise technological content of the standard before the public 
enquiry stage] makes it technically unfeasible to identify and withhold IPR.  If it is 
technically possible, but financially burdensome to carry out meaningful searches, an 
exemption under Article [81](3) could, however, be contemplated. ...” 55 

In this light, ETSI abandoned the IPR Undertaking.  The current version of the IPR policy 
requires each member of ETSI to use reasonable endeavors to inform ETSI “timely” of IPRs 
of which it becomes aware that are “essential” for an ETSI standard (i.e., where equipment 
complying with the standard could not be made without infringing that IPR).56  This covers 
not only the member’s own IPR, but also third party IPRs of which the member is aware.  
When an “essential” IPR relating to a particular standard is notified, ETSI’s Director must 
request the owner to grant a license on fair, reasonable and non-discriminatory terms.57   

Any ETSI member not wishing to license an IPR in respect of a standard is required to 
reconsider and explain its position if no viable alternative technology is available for the 
standard that is blocked by that IPR.58  It is not, however, forced to license the IPR.  If a third 
party refuses to license an essential IPR, the Director of ETSI is requested to review the issue 
and may coordinate submission of a competition complaint to the EC Commission by the 
General Assembly of ETSI (possibly on the basis of Magill, see below).59  If this is 
unsuccessful, the standard will have to be reviewed. 

                                                 
55  Open letter from the EC Commission of February 1994, stating preliminary views on a complaint 

brought against ETSI, not published. 

56  ETSI IPR Policy, Annex 6 to the ETSI Rules of Procedure, Article 4.  There is no obligation to conduct 
patent searches. 

57  ETSI IPR Policy, Article 6. 

58  ETSI IPR Policy, Article 8. 

59  The EC Commission granted negative clearance for ETSI’s interim IPR policy.  Because the Policy no 
longer contains an element of compulsion, no further issues arise under Articles 81 or 82.  See OJ 1995 
No C 76, p. 5, and 25th Report on Competition Policy 1995, pp. 131-132.  The new ETSI IPR Policy 
follows the principles of the 1992 EC Commission Communication on Standards and IPRs, which 
concluded that standards should be withdrawn if essential IPRs were unavailable and that IPR owners 
should do their best to disclose the existence of IPRs timely.  It opposed compulsory licensing.  
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(b) Should SSOs avoid IPRs (collective boycott)  

Because of the possible costs of royalties, the question arises whether standards bodies should 
avoid IP-protected technology altogether.  This is a controversial issue especially in the 
Internet environment.  The World-Wide Web Consortium proposed an IPR Policy in the fall 
of 2001 that would have allowed IP owners to charge RAND royalties for technologies 
incorporated in W3C standards.  Until now, W3C standards were royalty-free. 

In April 2002, the W3C backtracked:  there was so much criticism from the open source 
community that W3C returned to a goal of “royalty-free” standard.  According to Article 2 of 
the proposed Royalty-Free Patent Policy (working draft of February 26, 2002): 

“As a condition of participating in a Working Group, each W3C Member and invited 
expert agrees to make any Essential Claims it controls available on [royalty-free] RF 
terms, as defined in this policy.  With the exception of the provisions of section 2.2 
below, this licensing commitment is binding on participants for the life of the patents 
in question, regardless of changes in participation status or W3C Membership. 

Specific patents may be excluded from the RF licensing commitment by a participant 
who seeks to remain in the Working Group only if that participant discloses specific 
patents that will not be licensed on RF terms within 60 days after the publication of 
the Working Group's requirements document. A participant who excludes patents may 
continue to participate in the Working Group.” 

This appears to be a legally binding commitment, and a condition for further participation in 
the standards process.  The ETSI IPR Policy case discussed above suggests that this could 
raise problems under EC competition law if participation in W3C conveys competitive 
advantages.  IPR owners may in fact have an interest in making their technology available for 
free, since it expands their market and thus increases their ability to derive revenues from 
derivative services, but that should be a voluntary decision.60   

W3C is possibly dominant in Internet standard setting.  A ban on IPRs and the exercise of 
power as the Internet SSO to force royalty-free licensing of IPRs could discourage 
innovation, and by limiting the pool of available technologies, might result in the selection of 
second-class technology as Internet standards.  EC competition law, to the extent applicable, 
suggests that the open source movement should compete on the merits with the IPR 
community.  A collective decision to boycott IPRs can only be adopted on objective, relevant 
and proportional grounds, i.e., an evaluation of quality and total cost.  Quality includes the 
technology itself as well as the possible benefits of open-source vs. IP based development.61  
                                                 
60  In the words of the GNU General Public License of the Open Source Foundation, “it is up to the 

author/donor to decide if he or she is willing to distribute software through any other system and a 
licensee cannot impose that choice.”  http://www.gnu.org/copyleft/gpl.html 

61  See Yochai Benkler’s fascinating paper, “Coase’s Penguin, or, Linux and the Nature of the Firm”, 
October 2001, available at http://arxiv.org/ftp/cs/papers/0109/0109077.pdf, who suggests that open 
source development benefits from a competitive advantage over traditional IP-based innovation, in that 
it fosters wide participation in the innovation and is more effective in matching the best available 
human capital to the best available information outputs.   

 

http://www.gnu.org/copyleft/gpl.html
http://arxiv.org/ftp/cs/papers/0109/0109077.pdf
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The cost would include not only the possible royalties, but also the impact that inclusion of a 
IPR protected technology could have on the future availability of open source technology and 
the success of the standard.  The open source community exists by virtue of the absence of 
IPRs, and assertion of IPRs in this context could cause open source innovation to grind to a 
halt.62  It would seem legitimate for an SSO to take this into account as a cost of including 
IPRs.  Assuming membership is competitively important, the W3C should properly reason 
this decision, and evaluate whether less restrictive means than a complete boycott are 
available – for instance, possibly allowing IPR owners to charge for certain end-uses that do 
not hamper the open-source development process.   

It would be one thing for an IPR Policy to require those who actively contribute technology to 
promise not to charge for that technology (or to inform the group of possible FRAND terms 
within a reasonable deadline), and another to exclude IPR owners altogether from the SSO 
because another member has proposed a technology on which it appears to have IPRs.  A 
proper balance might be struck by, and an exemption under Article 81(3) might be available 
for, an IPR Policy that: 

(i) requires a member who actively contributes technology to commit to making 
any essential IPR claimed by it available free of royalties, unless within a 
reasonable deadline (a) the technology is withdrawn or (b) notice is given that 
royalties will be charged for certain uses, and what terms will apply, in which 
case the choice of technology may be revisited; 

(ii) arranges for regular reasonable patent searches; 

(iii) if an IPR is discovered that was not contributed by the IPR owner, provides 
for the SSO to request the IPR owner to take a position within a reasonable 
deadline, with possible review by courts or antitrust authorities in case a 
license is refused and no viable alternative technology is available; 

(iv) does not exclude from the SSO a member who does not wish to contribute its 
IPR for free. 

The questions arise (a) what to do in case of incomplete disclosure, late disclosure, or non-
disclosure;  (b) in what conditions a compulsory license may be imposed under competition 
law;  (c) what are the permissible terms and conditions of such a compulsory license. 

 
62  See Lawrence Lessig, “The Architecture of Innovation”, available at 

www.law.duke.edu/pd/papers/lessig.pdf;  Yochai Benkler, “Coase’s Penguin, or, Linux and the Nature 
of the Firm”, October 2001, above. 

 

http://www.law.duke.edu/pd/papers/lessig.pdf
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(c) SSO member’s failure to disclose, and late IPR disclosure 

The EC Commission is currently investigating whether an SSO member’s late disclosure of 
patents in a standards environment could give rise to antitrust liability.63   

IPR owners are not always willing or able to provide timely disclosure of the existence of a 
potentially essential IPR during the early stages of the definition of a standard, and may not 
timely disclose even after the standard has been defined.  This may be a matter of pure 
oversight, the simple inability to be aware of all relevant information within a large, 
multinational organization, or a lack of full understanding of the intimate details of a 
particular standard, which may be very complex.  There may be legitimate doubt about the 
scope of a patent claim or its essentiality for the standard.64  Finally, there are cases of 
deliberate concealment of patents, which in the US have led to the Dell Computer65 and 
Rambus v. Infineon cases. 66 

Not all IPR Policies require disclosure in all cases.  The DVB Project, for instance, requires 
disclosure only if a member is unwilling or unable to license on FRAND terms.  To date, no 
such notices have been given. 

If two or more firms conspire to conceal the existence of an essential patent of which all of 
them are aware, liability likely exist under Article 81 EC.  The very fact that the parties saw a 
need to hide the patent suggests that disclosure would have influenced the direction of the 
standards development.  Article 81 EC applies not only to agreements that have as their 
“effect” the restriction of competition, but also agreements whose “object” is the “prevention, 
restriction or distortion of competition within the common market.”  Unless the parties have 
objective and proportional grounds to agree not to disclose the existence of a patent, which 
will be difficult to justify, Article 81 EC would normally apply. 

 
63  The brief discussion of this non-public case below is provisional, since no findings have been made and 

the case is still in its preliminary stages.  The author represents one of the parties under investigation 
and has had no access to any facts gathered by complainants or other parties. 

64  The fact that patent application is unpublished may not be objective justification to conceal the 
existence of an application.  In that case, the member should at least announce that an application is 
pending. 

65  In Dell Computer, the US FTC found that Dell had encouraged adoption of the VESA local bus 
standard, while deliberately concealing the existence of a blocking patent and actually stating 
positively that it had no such IPRs.  Dell eventually agreed to a consent decree not to assert its patents.  
Dell Computer, 121 F.T.C. 616, and http://www.ftc.gov/opa/9606/dell2htm.   

 

66  In Rambus v. Infineon, Rambus sued Infineon for patent infringement.  Infineon successfully 
counterclaimed on the basis of fraud, pointing out that in the early 1990s, Rambus used its membership 
of the Joint Electron Device Engineering Council (JEDEC), which sets industry wide standards for 
memory chips, to promote a Synchronous DRAM standard while at the same time amending its patent 
applications to cover the JEDEC SDRAM specifications.  Rambus’s business plan was to breach the 
JEDEC IPR policy, which requires declaration of known essential patents, because declaration would 
likely have resulted in a different standard designed to avoid the patent. After 1996, Rambus withdrew 
from JEDEC, but used a “mole” to obtain further information on the standard development.  In May 
2001, Rambus' infringement claims were rejected, followed by a jury verdict in favor of Infineon, and 
an order to pay Infineon’s attorney fees to the tune of $7 million. Rambus was permanently barred 
from suing Infineon for patent infringement.  

http://www.ftc.gov/opa/9606/dell2htm
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In the particular case being investigated, there appears to be no evidence of collusion or 
violation of an IPR Policy.  The alleged patent owner eventually disclosed the existence of a 
patent, initially without identifying it, but indicated that it will license on FRAND terms.  
Antitrust liability in these circumstances requires a finding of both (i) dominance, and (ii) 
abuse.   

(i) Dominance.  Before adoption of a standard, the SSO could normally modify 
the specification so as to avoid particular patents as and when the SSO becomes aware 
of the patents.  This means that at the moment of the concealment, the IPR owner may 
not be dominant and may not be caught by Article 82 EC.  This does not, however, 
mean that the IPR owner escapes scot-free:  Even if Article 82 does not apply at the 
time of the concealment, it may apply to IPR enforcement following concealment.  
The more complex the standard and the more advanced the development work and 
implementation, the greater the switching costs for the SSO and the implementers, 
and the greater the chance of a finding of dominance, especially after a standard is 
adopted.  The EC Commission has taken the position that: 

“A longer term benefit will probably accrue to the manufacturer who voluntarily 
licenses his technology to become a standard, since his market share will 
eventually grow significantly in respect of the rights for which he receives 
royalty payments even if he is no longer the sole manufacturer of the product 
itself, and even if the royalty rate which he receives is less than that which he 
would have obtained from a licensee on the open market”.67 

Once a standard is adopted, and (a) the standard is de facto or de jure mandatory or 
(b) standard-compliant products represent more than 40% of the downstream market, 
the provider of an essential patent is likely to be found dominant in its technology 
market.  If at that stage it enforces or continues to enforce its patent rights, the 
question arises whether that constitutes an abuse. 

(ii) Abuse.  Of course, no liability can exist if a firm was in good faith, and upon 
late disclosure decides to take the high road and license the patent royalty-free.  For 
example, IBM recently agreed to license royalty-free a late-disclosed patent on the 
Electronic Business XML web standard created by a United Nations organization and 
by the Organization for the Advancement of Structured Information Standards 
(OASIS). 

On the other end of the spectrum:  Article 82 would likely apply if a dominant firm, 
who participated in the SSO, were to enforce an intentionally concealed patent to 
evict competitors from a standardized product market or exact excessive royalties 
(especially if it is active downstream and raises its rivals’ costs in the process).  The 

 
67  EC Commission Communication on IPRs and Standardization, para. 2.1.8.  See also the EC Commission’s 

Open letter to ETSI and CBEMA, dated February 1994, concerning the ETSI IPR Policy: “Once an 
essential technology is included with the agreement of the IPR holder in a standard, particularly one 
that is made mandatory pursuant to Community legislation, the owner of the IPR relating to that 
technology occupies in most if not all situations a dominant position ... vis-à-vis manufacturers 
requiring licenses on that IPR in order to be able to participate in the market for the equipment in 
question.” 

 



  -20- 
 

                                                

abuse consists of the enforcement of a dominant upstream position in order to 
monopolize a downstream market that would not have been vulnerable to 
monopolization but for the patentee’s concealment of the essential patent.  The 
standard was created in reliance on the legitimate expectation that no essential patent 
applied, which expectation was in fact created by the patent owner.  This argument is 
particularly powerful if there is evidence that the SSO members would have designed 
around the patent had they been aware of it.  Excessive pricing may be an additional 
cause of action under Article 82(a) EC.  Recent case law of the Court of Justice 
indicates that a patent owner would in such circumstances probably be deprived of its 
rights to enforce the patent altogether.68  Although EC law does not prohibit the 
creation of a dominant position, the Dell Computer and Rambus v. Infineon cases 
would likely lead to the same result. 

Enforcement of patents that were inadvertently not disclosed, or disclosed late but in 
good faith, should not a priori constitute an abuse.  European antitrust authorities and 
courts would, however, review demands for royalties or damages with skepticism in 
such a situation, and may refuse damages altogether if there is evidence that the SSO 
could and would have avoided the patent had the patent been disclosed in time.  
Article 82(a) EC prohibits a dominant firm from “imposing unfair purchase prices… 
or other unfair trading conditions.”  Whether a royalty is “fair” depends not only on 
the value derived by the licensee, but also whether the licensees were placed in a 
position to avoid or reduce the cost by modifying the standard. If they were not, and 
this is attributable to the patent owner’s negligence or inaction, royalties would likely 
be limited to:  

•  what the licensor would have been able to charge in a competitive environment in 
the absence of the standard, taking into account any impact that the absence of the 
standard would have had on total demand and on the licensee’s market share, if 
there is evidence that the standard would have been abandoned;   

•  nothing or a small amount, if the licensee can prove with sufficient degree of 
probability that the standard could and would have been redesigned to avoid the 
patent altogether, and would have achieved the same success;  and 

•  normal RAND terms if the patent holder can show with a sufficient degree of 
probability that its negligence its had no impact on the technology choice. 

Patent owners should avoid demands for injunctive relief as a means to exclude 
competitors from the market, or to force prospective licensees to the negotiating table 
and extract excessive royalties, as this would likely be regarded as an abuse and a 
violation of the conditions for exemption of the standard agreement (see more detailed 
discussion below). 

It should be noted that competition law is not the only available cause of action.  An 
SSO or prospective licensee could rely on other claims, depending on applicable law, 

 
68  See Micro Leader Business, Case T-198/98, judgment of December 16, 1999 (appeal from the decision 

to reject Micro Leader’s complaint against Microsoft) suggesting a European IPR abuse theory. 
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including contract or promissory estoppel (or venire contra actum proprium theories 
in civil law countries) if an IPR Policy applies, patent abuse, or unfair competition 
and general tort theories (which can be quite broad in certain European jurisdictions). 

(d) Incomplete IPR disclosure by an SSO member 

Even if an IPR is disclosed in time, some patentees do not identify their patents.  It may be, 
for instance, that the patent application has not yet been published, in which case the IPR 
owner has a legitimate interest in withholding detailed information, so as not to jeopardize 
the patent grant.  The difficulty is that in these circumstances, it is impossible to verify the 
validity and relevance of a patent, or the need to design around it.  Incomplete disclosure 
could in certain cases therefore have a impact on competition: 

(i) Refusal to license an unidentified patent.  Incomplete disclosure combined 
with a refusal to license (or a demand for excessive terms) may be part of a strategy 
designed to influence the SSO’s technology choice.  In response to the incomplete 
disclosure, the SSO might feel compelled to modify or withdraw the standard.  This 
could affect competition to the extent: 

•  it results in a lower quality standard;  

•  it drives the SSO towards a different technology to which other essential IPRs 
apply for which implementers have to pay;  or  

•  the cause the SSO to abandon the standard altogether, thus depriving 
consumers from the benefits of standardization.   

These effects are particularly offensive if it is discovered later that the patent does not 
exist, is invalid, or did not read on the initial standard design at all. 

The problem is that no EC antitrust cause of action is available unless the firm is 
involved in collusion (in which case Article 81 EC applies), is dominant in a relevant 
market at the moment of making the incomplete disclosure (in which case Article 82 
EC applies), or becomes dominant afterwards (possibly as a result of the SSO 
decision to switch to a different technology or to abandon the standard).   

An example of a firm using patent disclosures to influence an SSO’s technology 
choice – although in that case the patents were identified, there may have been 
justifications, and the dispute was eventually settled – is the dispute in the late 1990’s 
between Ericsson and Qualcomm.  Qualcomm reportedly threatened to use its CDMA 
patents, which it claimed were valid and essential, to block ETSI’s proposed UMTS 
third-generation wireless communications standard.  Qualcomm may have had 
justification for its position, but attempted to use its CDMA patent claims to force 
ETSI towards an alternative Qualcomm-owned CDMA-based standard.69   

 

 

69  The dispute was settled on March 25, 1999 with a royalty-bearing cross-license of blocking patents 
with the right to sublicense, and an agreement jointly to support a worldwide CDMA standard (with 
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As indicated above, if no cause of action is available under Articles 81 or 82, an SSO 
or prospective licensee might still be able to rely on other claims, including contract 
or promissory estoppel if an IPR Policy applies, or unfair competition and general tort 
theories.   

(ii) Promise to license an unidentified patent on FRAND terms.  Incomplete 
disclosure combined with a promise to license on FRAND terms should normally not 
give rise to liability – unless (i) the discloser knows the patent to be invalid or non-
essential and (ii) uses the disclosure successfully to influence technology choice or to 
torpedo the standard.  

As indicated above, incomplete disclosure hampers the SSO’s ability to verify the 
validity or essentiality of the claimed patent.  This should normally not be a problem.  
Implementers who doubt the validity or applicability of the patents, can state their 
willingness to pay FRAND for any essential patents owned by the discloser, invite the 
latter to identify these patents, and if it refuses to do so, explain that they believe no 
royalties are due in the absence of sufficient information confirming that it in fact 
owns any patents reading on Implementations.70  The discloser can respond by 
bringing suit to collect royalties, in which case it will have to disclose the patents, and 
the Implementer can challenge validity or applicability.  The patentee should, 
however, refrain from requesting injunctive relief against Implementers who 
challenge the validity or applicability of the patents, or the level of the royalty 
because:   

(a) it is estopped from demanding an injunction against Implementers who have 
declared that they are prepared to pay FRAND royalties, since it has publicly 
stated that it is willing to license any patents it has on such terms, and  

(b) a demand for injunctive relief would raise competition problems under Articles 82 
EC in a standardized environment, or breach the conditions for exemption of the 
standard agreement (or associated patent pool) under Article 81(3) EC.   

Accordingly, the patentee should limit itself to an action for damages (lost profits).  
Injunctions to exclude the Implementer from the market should be permissible only if 
the Implementer indicates it will refuse to sign FRAND license agreement regardless 
of a finding of validity and applicability of the patents, or breaches material 
provisions. 

If one or more Implementers take this approach, the patentee must at some stage take 
a decision whether to insist on execution of patent licenses.  In accordance with 
Article 82 and the conditions for exemption under Article 81(3) EC, the patentee is 
obliged to avoid discrimination.  It must either require each and every Implementer to 

 
FRAND licensing of essential patents)  Ericsson bought Qualcomm’s terrestrial CDMA wireless 
infrastructure business. 

70  Licensees who wish to take this approach may wish to pay royalties in escrow pending litigation in 
order to demonstrate their good faith.  
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pay a FRAND royalty, or relinquish the right to royalties altogether.  Pursuant to 
Articles 81(3) and 82, as applied in a standardized environment, the patentee cannot at 
the same time refrain from enforcing its rights against certain Implementers while 
continuing to extract consideration from others, since this would tilt the playing field. 

4.7 Compulsory licenses and standards 

If a standardization body and the IPR owner discover a blocking IPR after finalization of a 
standard, market forces would normally ensure that a license would be granted.  The licensor 
might be tempted to demand a high royalty, but should take care not to impose excessive 
terms, since the standard could be withdrawn.  There may be situations, however, where the 
IPR owner refuses to license third parties.  If so, compulsory licenses may be available in 
three circumstances:   

(a) if the IPR owner is a member of the SSO, the readiness to license is a condition for 
exemption under Article 81(3) EC of a standards agreement or patent pool containing 
restrictive provisions, even in the absence of dominance,  

(b) if the IPR owner is a member of the SSO, the readiness to license is a condition for 
exemption of a de facto standards arrangements between jointly dominant firms, even 
in the absence of any restrictive provisions;  and  

(c) in exceptional circumstances under Article 82 EC, a compulsory license can be 
imposed on members or non-members alike, if a refusal to license results in an abuse 
of dominance. 

(a) Third-party licensing by SSO members as a condition for ad hoc exemption.   

As discussed, Article 81(1) EC may apply to standardization agreements that compel 
compliance or reduce innovation by giving competitors control over each other’s product 
development.71   

If the standards agreement falls under the block exemption regulation for joint R&D 
agreements (which requires that the parties meet certain conditions and that their joint 
relevant market share not exceed 25%), no requirement to license third parties exists.72  

If the market share is higher or the agreement does not meet the conditions of the block 
exemption, a restrictive standards agreement may still benefit from an individual exemption 
under Article 81(3) EC if it is indispensable to foster technical or economic progress, 
provided that it benefits consumers and does not eliminate competition.  The last condition 
cannot normally be met without licensing of essential patents to third parties.  Standards 
agreements and patent pools often benefit from positive feedback mechanisms (network 
effects) such as interoperability or reputation that reinforce the members’ market position.  

                                                 
71  Guidelines on Horizontal Agreements, para. 166 

72  Regulation 2659/2000 of November 29, 2000, on joint R&D Agreements, OJ No L 304, 5.12.2000, p. 
7. 
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They may eventually displace other technologies, foreclosing competitors who have no 
access to the IPRs needed to implement the standard.73   

For this reason, the EC Commission made it very clear in X/Open that a policy of enabling 
third parties to implement the specifications was crucial for its ad hoc exemption decision.  It 
confirmed this in the Guidelines on Horizontal Agreements.74  Where blocking IPRs apply, 
however, publication of specifications is not enough.  This suggests that to benefit from 
Article 81(3) EC, participants in a restrictive standards agreement may have to agree not only 
to publish the specifications, but also to license blocking IPRs on FRAND terms (unless the 
joint R&D block exemption is available).  If the parties want to deviate from this principle, it 
is up to them to demonstrate that restrictions on the use of or access to the standard provide 
economic benefits that could not be achieved otherwise.75  

Whether third parties would have a direct right of action to demand a compulsory license is 
not clear.  The EC Commission and the courts could find the standardization (and the 
restrictive provisions) illegal and unenforceable, and the courts may award damages, but may 
not be able to impose a positive obligation to license.  The EC Commission cannot compel 
action the omission of which is not in itself an infringement.76    

(b)  Non-restrictive standard agreement between jointly dominant firms.  

If the standard is (i) based on non-discriminatory, open and transparent procedures, (ii) does 
not oblige manufacturers to comply with the standard, or (if compliance is mandatory) is 

 
73  In X/Open, the EC Commission explained that lead time (delay in third party access) may also result in 

the elimination of competition.  The lead time advantage is “different in nature from the competitive 
advantage which the participants in a research and development project naturally hope to get over 
their competitors by offering a new product on the market;  they hope that their new product will result 
in a demand from users but their competitors are not prevented from developing a competing product, 
whereas in the present case non-members wanting to implement the standard cannot do so before the 
standard becomes publicly available and, therefore, are placed in a situation of dependence on the 
members’ definitions and the publication thereof.”  X/Open Group, above, para. 32. 

74  Guidelines on Horizontal Agreements, para 169.  

75  Guidelines on Horizontal Agreements, para. 169. 

76  1984 ECR 1129, Ford I, para. 19-24.  Thus, the EC Commission cannot force firms to enter into a 
contract to remedy an infringement of Article 81 EC (see also Case T-24/90, Automec Srl v. EC 
Commission [1992] 5 C.M.L.R. 431, at paras. 51 and 52, (“There cannot be held to be any justification 
for such a restriction on freedom of contract where several remedies exist for bringing an infringement 
to an end. … Consequently, the EC Commission undoubtedly has the power to find that an 
infringement exists and to order the parties concerned to bring it to an end, but it is not for the EC 
Commission to impose upon the parties its own choice from among all the various potential courses of 
action which are in conformity with the Treaty.”)).  This principle is limited to Article 81 EC, and does 
not apply to remedies for violation of Article 82 (Cases C-241 and 242/91 P, RTE and ITP v. EC 
Commission, above).  If the technology owner is in a dominant position, a compulsory license may be 
available under Article 82 EC.  National tort law or unfair competition law may provide additional 
relief. 
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“part of a wider agreement to ensure compatibility of products”;77 (iii) does not prohibit non-
compliant products;  and (iv) does not include collective boycott provisions or per se 
restrictions of competition, Article 81 would normally not apply.  In such a case, the EC 
Commission can impose conditions for exemption only if the standard is so successful that 
foreclosure effects appear even in the absence of restrictive provisions.78  The EC 
Commission proposes to use a joint dominance test:  

“Private standardization by jointly dominant companies:  “There will be clearly a 
point at which the specification of a private standard by a group of firms that are 
jointly dominant is likely to lead to the creation of a de facto industry standard.  The 
main concern will then be to ensure that these standards are as open as possible and 
applied in a clear and non-discriminatory manner.  To avoid elimination of 
competition in the relevant market(s), access to the standard must be possible for 
third parties on fair, reasonable and non-discriminatory terms.” 79 

To the extent that private organizations or groups of companies set a standard or 
their proprietary technology becomes a de facto standard, then competition will be 
eliminated if third parties are foreclosed from access to this standard.”80   

The EC Commission may therefore use the last condition of Article 81(3) as a lever to obtain 
an open licensing policy by successful private standard bodies even in the absence of 
restrictive provisions.   

As explained, it is unclear whether third parties would have a direct right of action to demand 
a compulsory license, since there is case-law indicating that the EC Commission cannot 
compel action the omission of which is not itself an infringement.81  Nevertheless, where the 
standard is already implemented in the market and successful enough to have become a de 
facto industry standard, the EC Commission may be able to impose a compulsory license 
under the “effet utile” doctrine, arguing that this is the only effective way to restore 

 
77  Ibid., para 163.  This normally applies to standards adopted by recognized standards bodies based on 

non-discriminatory, open and transparent procedures. 

78  See, for instance, Advanced Photographic System (jointly developed by Kodak, Fuji, Canon, Minolta 
and Nikon), EC Commission press release IP/98/353 of April 15, 1998 (EC Commission extracted 
commitment to grant licenses to third parties two years before introduction of the APS system, and well 
before the end of its development, as well as a promise to provide know-how and technical assistance).  
The APS standard may have failed because of restrictive application of competition rules, preventing 
joint branding and joint marketing. 

79  Guidelines on Horizontal Agreements, para. 174. 

80  Guidelines on Horizontal Agreements, para. 175. 

81  1984 ECR 1129, Ford I, para. 19-24. 
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conditions of competition.82  Moreover, a compulsory license may be available under Article 
82 EC. 

(c)  Refusal to license by dominant company.   

As explained, under certain IPR Polices such as ETSI’s, if a third party refuses to license an 
essential IPR, a competition complaint may be filed with the EC Commission seeking a 
compulsory license.  Under Article 82 EC, compulsory licenses are available only if the IPR 
owner is in a dominant position, which is likely to be the case if the IPR is essential.83 

Whether technology providers acquire a dominant position in the market for the supply of 
technology needed for the implementation of a standard is a matter of fact, depending on a 
number of factors such as the nature of the standard (mandatory or not), the degree to which 
the standard is or can be expected to be adopted by the market participants, the level of 
competition between compliant and non-compliant products, the number of compliant 
products incorporating competitive technology, and the countervailing power of the users.  In 
most cases, however, suppliers of essential proprietary technology incorporated in successful 
standards will be deemed to have a dominant position. 

(i) Compulsory licensing under Magill.  In Magill, the Court of Justice held that a 
compulsory license can be imposed under Article 82 in exceptional circumstances only, in 
essence, when an intellectual property right is used as an instrument to achieve an abusive 
result that cannot be justified by the “specific subject matter” and “essential function” of the 
intellectual property right.84  This principle should be carefully applied, especially where 
standardization is still under way (in which case the IPR owner may not be found per se 
dominant).  Examples of exceptional situations include the following: 

•  Discrimination.  Article 82(c) prohibits discrimination by dominant companies.  
Accordingly, a dominant licensor cannot withhold a license from certain producers of 

 
82  Schermers/Waelbroeck, Judicial Protection in the European Union, 6th ed., 2001, para. 40 ff, citing 

extensive case-law.  Thus, for instance, the EC Commission is entitled to issue interim measures even 
though Regulation 17/62 contains no such powers, if such measures are the only way to preserve the 
useful effect of a final EC Commission decision.  See Case 792/79, Camera Care v. EC Commission, 
1980 ECR 119. 

83  EC Commission Communication on IPRs and Standardization, para. 2.1.8 (quoted above).  See also the EC 
Commission’s Open letter to ETSI and CBEMA, dated February 1994, concerning the ETSI IPR 
Policy: “Once an essential technology is included with the agreement of the IPR holder in a standard, 
particularly one that is made mandatory pursuant to Community legislation, the owner of the IPR 
relating to that technology occupies in most if not all situations a dominant position ... vis-à-vis 
manufacturers requiring licenses on that IPR in order to be able to participate in the market for the 
equipment in question.” 

84  Decision 89/205/EEC, Magill TV Guide, OJ 1989, No L 78, p. 43;  appealed to the Court of First 
Instance, Cases T-69/89, 70/89 and 76/89 [1991] ECR II-485, 535 and 575;  further appeal to the 
European Court of Justice Cases C-2441 and 242/91, [1995] ECR I-743.  See also Volvo v. Veng, Case 
238/87, [1988] ECR 6211, ¶ 9;  Consorzio Italiano Della Componentistica Di Ricambio Per 
Autoveicoli (CICRA) and Maxicar v. Renault, Case 53/87, [1988] ECR 6039, ¶¶ 15-16;  Micro Leader 
Business, Case T-198/98, judgment of December 16, 1999. 
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standards-compliant products if it has already given a license to others.  A discriminatory 
refusal may be justified by objective and proportional considerations, such as a refusal or 
inability to pay royalties. 

•  Withdrawal of license.  Dominant firms cannot cut off licenses from a competitor with a 
view to taking over the latter’s position in a downstream market for the standardized 
product.85  

•  Legitimate reliance.  Although there is no direct precedent, Article 82 would likely 
prohibit a dominant company from refusing a license if it has through its statements, 
action, or inaction knowingly induced third parties to make investments in the 
development of a standard in legitimate reliance on the future availability of a license.  
An example would be a company that gave and subsequently withdrew a commitment to 
license a particular IPR, or a firm that voted for a standard knowing that it had a blocking 
patent without disclosing it (see discussion above).  

•  Refusal to meet customer demand for a new product.  Under Article 82(b) EC, a 
dominant company must not limit product innovation by depriving customers of a new 
product or an existing product with significant new functionality (e.g., interoperable 
equipment) for which there is  “a specific, constant, and regular pattern of potential 
demand”.  In Magill, the EC Commission decided and the Court of Justice confirmed that 
a refusal to license in such circumstances is an abuse if the effect of the refusal was to 
“exclude all competition” on the downstream market.  This may apply, for instance, to a 
blocking IPR necessary for an interoperability standard.86 

The “abuse of rights” approach adopted by the Court in Magill would require the balancing 
of various interests:  that of the user community, that of the competing equipment 
manufacturer, that of the IPR owner (in connection with justification), and the interest of 
society at large.  There should be no compulsory license if improved competition or 
interoperability does not outweigh the disadvantage of reduced incentive to innovate.  The 
EC Commission stated in 1992: 

“Although it could be argued that consumers would benefit in the short term if 
intellectual property rights were compulsively licensed to serve as the basis of 
standards, in the long term, investment in research and development in the 
standardized industrial sectors would dry up within the Community.  Non-Community 
entities with extensive research activities would be encouraged to keep their 

 
85  Joined Cases 6 & 7-73, Commercial Solvents 1974 ECR 223; Case 311/B4, CBEM v. CNT and IPB 

(Telemarketing), [1985] ECR 3261. 

86  This principle also applies to single-firm standards.  The EC Commission is currently investigating 
whether to require Microsoft to license certain information necessary for third-party products to 
interoperate with Microsoft client and workgroup server operating systems, and middleware.  It is 
argued that by depriving third parties of this information, the latter are unable to develop interoperating 
systems with additional functionality or quality.   
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technology out of Community markets, while low cost manufacturing centres outside 
the Community would benefit from cheap licenses to use Community technology.”87 

In Magill, the society’s interests in innovation were arguably not affected, since the program 
information was a mere by-product of the main activity, and a compulsory license therefore 
did not discourage the development of the program information in the future.  Similarly, the 
balance of interest would be against a compulsory license if:  

(i) it is possible to meet the objective of the proposed standard otherwise 
without prohibitive expense, for instance, if the standard can be redesigned 
without prohibitive delay or expense;  

(ii) Is the IPR is not essential for the standard.  This would be the case if there 
is another technically effective way to implement the standard, for instance 
by designing around the patent; 

(iii) the benefits of the standard do not outweigh the negative impact of 
compulsory license on innovation; 

(iv) the IPR owner has a valid justification to withhold a license (e.g., 
insufficient return on investment). 

(ii) The IMS case and the essential facility doctrine.  In the recent IMS Health decision, 
the EC Commission used the essential facilities doctrine as a basis for a compulsory license, 
significantly extending past case law.88  For the first time, the EC Commission ordered a 
compulsory license in the absence of any indication of any abusive conduct.  The mere 
refusal to license an intellectual property right was considered abusive, although (a) there was 
no indication that the refusal to license was instrumental in, or buttressed, another abuse, and 
(b) the prospective beneficiaries of the compulsory license merely wanted to market a copy, 
without innovation or improvements. The essence of the Decision is set out in ¶ 70, which 
provides that: 

"The criteria for the establishment of abuse under Article 82 in cases relating to the 
exercise of a property right, as further clarified by the Court in Bronner, are 
whether (a) the refusal of access to the facility is likely to eliminate all competition 
in the relevant market;  (b) such refusal is not capable of being objectively justified;  
and (c) the facility itself is indispensable to carrying on business, inasmuch as there 
is no actual or potential substitute for existence for that facility."   

There is no reference in this paragraph to there being a "exceptional situation", as required by 
the Magill case for compulsory licensing.  It is suggested elsewhere (¶ 180), however, that 
the EC Commission does in fact consider the situation exceptional because of the three 
factors mentioned above in combination with the consideration that customers gave input in 

 
87  EC Commission Communication on IPRs and Standardization, COM 92/445, October 22, 1992, para. 

5.1.15. 

 

88  IMS Health, EC Commission decision of July 3, 2001, Case COMP D3/38.044 (interim measures);  
suspended:  Case T-184/01, orders of August 10, 2001 and October 26, 2001, in IMS Health Inc. 
against the EC Commission of the European Communities;  http://europa.eu.int/eur-
lex/en/dat/2001/c_303/c_30320011027en00190020.pdf;  suspension confirmed April 22, 2002. 
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the development of the 1860 Brick Structure, which led to what the Decision finds is a de 
facto industry standard:  

“The EC Commission considers that there are ‘exceptional circumstances’ in this 
case within the meaning of the phrase used by the ECJ in Magill (paragraph 50) 
read in conjunction with the Ladbroke and Bronner cases. IMS has created, in 
collaboration with the pharmaceutical industry over a long period of time, a brick 
structure which has become the de facto industry standard for the presentation of 
regional data services and which the Frankfurt Court has found is its intellectual 
property right. IMS is now excluding all competition from the market for regional 
data services by refusing, without objective justification, to license this structure to 
competitors. As clarified in the Ladbroke judgement, there is no requirement for a 
refusal to supply to prevent the emergence of a new product in order to be abusive.” 

Thus, the Decision appears to rest on three pillars:  (i) that, as a matter of fact, customers 
gave significant input into the development of the 1860 Brick Structure; (ii) the 1860 Brick 
Structure has become the de facto industry standard; and (iii) IMS Health’s competitors 
cannot compete with IMS Health unless they are permitted to use the 1860 Brick Structure. 
The Court of Justice suspended the EC Commission’s decision on the ground that the 
argument that  a compulsory license could only be granted if the refusal to grant the licence 
“prevent[s] the appearance of a new product on a market separate from that on which the 
undertaking in question is dominant constitutes a serious legal question that merits full 
consideration by the Court of First Instance in the main action” (paragraph 105 of the order).  
If the EC Commission’s approach is eventually upheld, it could become difficult to refuse 
licenses of essential IPRs, even if the IPR owner did not participate in the SSO and did not 
engage in any abuse, and even if the objective is not to innovate further, but to market 
products identical to those already marketed by the IPR owner.  This proposition strikes at the 
heart of intellectual property, and it is questionable whether this is in the public interest. 

(d)   What are FRAND terms, and how to resolve royalty disputes? 

From the perspective of EC competition law, “fair and reasonable terms” mean that the 
consideration extracted in exchange for the license must be justifiable, rational, and not 
exploitative.  “Non-discriminatory terms” means that all similarly situated licensees and 
licensors must have access to the technology on the same terms and conditions, so as to 
enable them to compete on a level playing field.  Deviation from the non-discrimination 
principle is allowed only if there is an objective justification and the difference in treatment is 
proportionate to the difference in circumstances.   

(i) Level of royalties.  There is little case law relevant for the question what level of 
royalties would be appropriate.  The EC Commission has carefully avoided this issue in its 
compulsory license cases, requiring the parties to negotiate to reach agreement.89  Little 
guidance is found in the case-law relating to Article 82(a) EC, which prohibits “unfair” 
pricing, i.e., a royalty so excessive that it bears no reasonable relation to the economic value 

 
89  See, for instance, IMS Health, EC Commission decision of July 3, 2001, Case COMP D3/38.044 

(interim measures, suspended). 
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of the licensed IPR.90  The Court in United Brands explained that this must be determined 
objectively.  There are several methods (some briefly described below), most of which are 
not particularly useful in the IPR context.  An added complication is that standards often 
require access to large packages of essential patents, and compliance with a standard could 
become prohibitively expensive if a full royalty were charged for each of them.91 
 

(a) Cost-based pricing.  A royalty might be based on the historical total fixed and 
variable cost of development, production, and marketing of the technology.  
Several difficulties arise, however.  First, it is notoriously difficult to calculate 
the total historical cost of an IPR.92  More important, a cost based analysis 
ignores the value of the sparks of imagination that may represent the essence of 
the innovation.  Cost-based pricing also ignores risk, which is especially high in 
high technology or other sectors relying on expensive R&D.  An ex post 
analysis ignoring development risk and the value of “inspiration” would not give 
the right incentives for innovation.   
 
For these reasons, historic cost or replacement cost are probably not an 
appropriate valuation tool for IPRs.93  IPR owners should at least be allowed to 
allocate the costs (including the cost of capital) of unsuccessful projects to 
successful projects in the same sector, and obtain compensation for the value 
added by inspiration.  Finally, adjustments should be made if as a result of 
standardization, the market expands, the price per unit decreases, and the IPR 
owner’s market share decreases.  The effect if market expansion may be so 
strong as to make licensing at a low royalty more attractive than using the IPR 
to torpedo the standard.   
 

(b) Same firm price comparison.  A second method would be to compare the 
royalties to those charged for other IPRs by the same firm in a competitive 
environment, and if the differences are appreciable, impose on the IPR owner 
the burden to justify the difference.  The comparison must be done on a 
consistent basis, i.e., involving the same quality and volumes, and ensuring that 

 
90  Cf. General Motors ([1975] ECR 1367) and United Brands ([1978] ECR 207).  The Court indicated in the 

latter case that “it is for the EC Commission to prove that the applicants charged unfair prices.”  The EC 
Commission normally passes the burden of prima facie proof on to the complainant. 

91  The MPEG-LA pool includes more than 300 patents.  For further discussion of the economic theory of 
the “complements”, see Shapiro, “Navigating the Patent Thicket:  Cross Licenses, Patent Pools and 
Standard Setting,” March 2001, available at http://haas.berkeley.edu/~shapiro/thicket.pdf, p. 4. 

92  This is even more of a problem if courts or authorities were to attempt to second-guess historic costs, 
for instance, by using Forward-Looking Long-Run Average Incremental Cost (“LRIC”) as a basis.  
LRIC seeks to calculate the replacement cost of the assets, and attempts to approximate the working of 
a competitive market where players cannot simply pass on their historic or embedded costs of 
technology development to the user, but must lower prices in response to efficient new entrants.  See 
EC Commission Communication on interconnection pricing in a liberalised telecommunications 
market, OJ No C 84, March 19,1998, p. 3 ff.  This system is counterfactual and therefore unreliable 
especially in an innovation context, and discourages further investments. 

 

93  Cf. in a different circumstance, Newark Morning Ledger Company v. United States, 945 F.2d 555 (3d 
Cir. 1991) (No. 90-5637), cert. granted, Newark Morning Ledger Co. v. United States, 503 U.S. 970 
(1992) (No. 91-1135), and rev'd, Newark Morning Ledger Co. v. United States, 507 U.S. 546 (1993) 
(No. 91-1135).   
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the lowest price on which the comparison is based is not loss-making.94  This is, 
again, difficult in the case of IPRs, which are by definition unique.  Again, 
adjustments should be made for the consequences of standardization. 
 

(c) Market based pricing.  The method under (b) is unhelpful if the dominant firm 
charges similar royalties for all of its IPRs or the transactions are not 
comparable.  A solution might be to review royalties realized by other firms for 
comparable licenses in competitive markets conditions.95  This approach raises 
the difficulties of (b) above, but in addition requires adjustments for volume, 
quality and product differences, overhead differences, whether or not the 
product is standardized, and commercial policy differences.   
 
Some experts suggest that “rules of thumb” can be derived from industry 
practice, suggesting that royalties for packages of essential patents should be no 
more than, say, 1% per patent with a maximum of 5% of the sales price of a 
standard-compliant product.  Others value packages of essential patents at 15% 
to 25% of the net revenues or net profit derived from the sale of 
implementations.  The results may differ in different industry sectors.  Royalties 
should probably be less if the IP is not essential from the consumer’s 
perspective, if substantial value is added, or if the technology is integrated in a 
system providing a range of services or functions not covered by the IPR.96   
 

(d) Profit comparison.  Perhaps the most difficult approach is the one suggested by 
the UK Office of Fair Trading.  It takes the position that “[a]n undertaking’s 
prices in a particular market can be regarded as excessive if they allow the 
undertaking to sustain profits higher than it could expect to earn in a 
competitive market.”97  This seems to require not only a calculation of profits 
(and therefore a comparison of costs and prices as in method (a) above), but also 
a consistent comparison between the profits on the dominated market and a 
competitive market.  This could be done either by a comparison along the lines 
of (b) or (c) above, with the difficulties that entails, or a comparison of the 
actual profit with the risk-adjusted minimum return on investment that 
shareholders require before investing in a business serving that market.98   

 

 
94  United Brands, above, para. 244 (bananas were sold at a loss in Ireland for a limited period in order to 

obtain market access, and the EC Commission use of Irish prices as the basis for the comparison was 
therefore arbitrary).   

95  Cf. Case 30/87, Bodson, ECR 1988, p. 2507 § 31 (“a comparison between the prices charged by the 
group of undertakings which hold concessions and prices charged elsewhere”). 

96  It is for this reason that the PC industry refused to pay MPEG-LA the same amount for DVD 
functionality in PCs as MPEG-LA was able to charge DVD player producers. 

97  “Assessment of Individual Agreements and Conduct”, The Competition Act 1998, Office of Fair 
Trading Guidelines, OFT 414, September 1999, para. 2.7. 

 

98  OFT 414, above, para. 2.14.  See also the cases recently decided by the Dutch competition authority 
NMa relying on WACC calculations, described by Eric Pijnacker Hordijk, “Excessive Pricing under 
E.C. Competition Law:  An Update in the Light of “Dutch Developments””, 28th Annual Fordham 
Conference on International Antitrust Law and Policy, October 26, 2001. 
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(e) Efficient Component Pricing Rule.  The “ECPR” was first adopted in Clear v. 
New Zealand Telecom and confirmed on appeal by the Privy Council of the 
English House of Lords.99  Although originally designed for 
telecommunications interconnection pricing, it might be of use in compulsory 
licensing for standards.  According to the ECPR, the supplier of a product 
component should not be forced by government intervention to receive for it 
less than the price that makes that supplier indifferent as to whether the other 
components of the final product are provided by itself or others.  At that price 
level, there is less risk of discouraging further innovation.  Thus, the royalty 
could be set at the sum of : 

 
(a) the marginal cost of providing the technology (presumably minimal),  
(b) minus the benefit derived from the use of the licensed technology in the 

standard (the increased opportunity that the IPR owner derives from 
market expansion resulting from standardization, e.g., the expected 
revenue increase from sales of compliant products by the IPR owner 
itself),  

(c) plus the opportunity cost to the IPR owner of licensing the IPR (lost 
profits), equal to the revenues from the next-best use in a non-standardized 
environment,  

(d) minus the marginal cost of the next-best use, to the extent avoided 
 

This price would normally reward the IPR owner for its innovation, and at the 
same time allows opportunity for licensees to compete with the licensor on 
efficiency and quality of implementation, and addition of new functionality.  
An adjustment may have to be made, if the royalty rate does not cover costs.   

 
(ii) Disputes and injunctive relief pending settlement.  The best way to avoid disputes is 
to invite active competition for the contribution of technology to a standard.100  Most 
European SSOs do not appear to get involved in pricing – although there are instances of 
SSOs such as the DVB Project ensuring that terms and conditions are known before final 
decisions are adopted.  At the technology selection stage, technologies compete on quality 
and functionality, and there appears to be no reason not to allow them to compete on price as 
well.  The SSO may have some buying power, but at this stage, there is at least some scope 
for competition, because the users are not yet locked in.  

Implementers who doubt the fairness of a proposed royalty after adoption of a standard, 
should be able to challenge the royalty without the risk of being foreclosed from market 
access during the challenge.  Owners of essential IPRs for de facto or de jure standards – and 

                                                 
99  Telecom Corporation of New Zealand Limited v. Clear Communications Limited, Auckland High 

Court, [1992] 5 TCLR 166;  Privy Council, [1995] 1 NZLR 385.  The “Efficient Component Pricing 
Rule” is also known as the “Baumol/Willig” rule, after the highly regarded industrial economists who 
developed it, or the “parity rule”.  See Baumol, Ordover and Willig, “Parity Pricing and Its Critics:  A 
Necessary Condition for Efficiency in the Provision of Bottleneck Services to Competitors”, [1997] 14 
Yale J.on Reg. 145.  

100  See also Shapiro, “Navigating the Patent Thicket”, above, p. 26. 
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especially those who have committed to FRAND licensing in order to obtain an exemption 
under Article 81(3) EC – should limit themselves to suits for damages and refrain from 
requesting injunctive relief against implementers.  As explained above, requests for 
injunctive relief would be inconsistent with their promise to license.  It would also create 
concerns under Article 82 EC – taking into account that the owner of essential IPRs has 
disproportional power in a standardized environment where inter-technology competition is 
very limited.  Producers of compliant products have no alternative, and the threat of 
injunctive relief would be inconsistent with the principle of equality of arms.  Injunctive 
relief risks significantly reducing competition pending the litigation (which may be lengthy as 
a result of challenges to the validity and applicability of the patent), to the detriment of 
consumers.  Injunctions to exclude the Implementer from the market should therefore be 
permissible only if the Implementer indicates it will refuse to sign FRAND license agreement 
regardless of a finding of validity and applicability of the patents, or breaches material 
provisions.   

Experience suggests that when deprived of the ability to obtain injunctive relief, IPR owners 
will normally negotiate so as not to leave the royalty setting to the vicissitudes of litigation. 
 
(iii) Cross-licenses.  Essential IPR owners may request cross-licenses as alternative 
consideration from implementers who do not wish to pay royalties.  It has been argued in at 
least one EU standardization dispute that (a) competition law does not allow a provision 
requiring licensees to cross-license the essential IPR owner and other licensees for free, and 
that (b) a royalty-free cross-license to the essential IPR and all other licensees would in effect 
prevent or inhibit the creation of a patent pool, because owners of essential patents who sign 
the Reciprocal Patent License are prevented from charging fair, reasonable, and non-
discriminatory royalties for their patents.   

No antitrust concern arose, because in the particular case, the licensees had the alternative of 
signing a royalty-bearing license if they wished to avoid the cross-license.  In any event, a 
licensor of an Essential Patent is not required to license them to competitors who themselves 
refuse to make their Essential Patents available on FRAND terms.101  If it could not withhold 
its license in such circumstances, the latter, if they prevailed, would be able to take advantage 
of the standardization to control the market for Implementations while maintaining barriers to 
entry.  The cross-license should, however, be limited to essential IPRs, and not cover 
additional non-essential improvements (unless a FRAND royalty-bearing license is made 
available as an alternative).102 

5. SUMMARY AND CONCLUSION:  Some standards for standards 

1. Openness.  The greater the competitive advantage derived from participation in 
standardization, the more open a standards group must be. 

                                                 
101  MPEG-II, EC Commission press release IP/98/1155 and DVD, EC Commission press release 

IP/00/1135. 

102  For the possibility of obtaining royalty-bearing grant-back licenses, see Article 2(1)(4) of the 
Technology Transfer Block Exemption Regulation. 
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2. No burdensome membership conditions.  Especially in case of formal standards 

organizations, no obligations to share technology or other unreasonably burdensome 
conditions should be imposed as a condition for membership.  Standard license 
agreements should be fair for both licensees and licensors. 

3. Open access.  The results of standardization should be made generally available to 
members and outsiders alike, on a non-discriminatory basis, as soon as reasonably 
possible. 

4. Legitimate objectives.  Standards should be avoided unless necessary for (and 
reasonably related to) legitimate objectives that qualify as essential requirements. 

5. Reduce foreclosure.  Especially in case of manufacturers controlling large market 
shares or in case of de facto or de jure mandatory standards, standardization must not 
be exclusive and must not prevent the use of additional technology, or the 
development of competing standards.  

6. Avoid design specifications.  To ensure maximum competition on quality and product 
differentiation, standardization depth (or the fixing of design specifications or 
freezing of implementation technology) must be limited to what is indispensable and 
proportionate in light of the standard’s objective. 

7. Fair technology selection procedures.  The selection of technology for a standard 
should be based on objective, relevant, qualitative, and verifiable criteria. The total 
costs of a technology may be a ground for rejection.  Equal treatment should be 
ensured regardless of the origin of the technology.  Selection tests should be 
conducted in a fair, open and verifiable manner, by persons or entities that have no 
direct interest in the outcome.  There should be a possibility of appeal to an 
independent body.   

8. Limit exchange of information.  Exchange of information should be limited to what 
is necessary to develop the standard.  Implement standard antitrust compliance 
procedures to avoid spill-over. 

9. Avoid unnecessary compulsory licenses.  Compulsory licensing should be limited to 
cases where: 

(a) the standardization body incurred expenses, legitimately relying on the 
expectation, induced by the IPR owner, that a license would be available on 
fair reasonable and non-discriminatory terms and conditions;  or 

(b) the license is necessary for the development of a new product for which 
there is “a specific, constant, and regular pattern of potential demand”, which 
cannot be developed without standardization and without access to the IPR, 
and where the interests of the IPR owner and innovation do not outweigh 
those of standardization. 

 

10. License the results on fair, reasonable and non-discriminatory terms.  If standards 
are essential for market access, and IPRs are essential for compliance with the 
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standards, then the licensors must avoid any of the following potentially abusive 
licensing practices:   

•  discriminating pricing (including bilateral deals between licensors) for IPRs 
that are “essential” for compliance with the standard, thus distorting the level 
playing field in the downstream market;  

•  cross-subsidisation of activities in the downstream market, using royalties to 
gain a competitive advantage;  

•  price squeezing by imposition of royalty rates that do not leave an adequate 
margin for competitors;   

•  excessive royalties for the IPRs;  predatory pricing in the downstream market, 
and tying of essential IPR to technology or products that are not essential to 
comply with the standard;  and 

•  Litigation to obtain injunctive relief (as opposed to damages) against non-
licensed users of essential IPRs who have declared a willingness to agree on 
fair, reasonable and non-discriminatory terms and conditions, unless the user 
is in breach of the license agreement or not in good faith. 

The EC Commission’s case-law and practice in the context of essential facilities 
suggests that licensors of patents that are essential for compliance with a de jure or de 
facto mandatory should ensure separate accounting for their downstream 
manufacturing of standard-compliant products, so as to be able to demonstrate that 
they do not give competitive advantages to their own manufacturing divisions that 
they withhold from outsiders.  
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not (yet) dominant:  no antitrust remedy?
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– Incomplete disclosure can be legitimate (applications)

– hinders check of validity, essentiality, and design-around

– could influence quality or direction of standard or sink standard

•EU law:  remedy available only if competitive impact and

– collusion or

– firm is dominant at time of concealment/enforcement

•no problem if promise to license at FRAND terms?

– Implementers can sit tight and force IP owner to sue for damages
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3.  RAND disputes
Eliminating injunctive relief?

3.  RAND disputes
Eliminating injunctive relief?

•competition “for” market now “in” market, with innovation 
barriers:  requires a degree of price regulation/control?

• Best way to resolve disputes/set prices:  allow SSOs to foster  inter-
technology price/quality competition ex ante

• Ex post, IP owner/pool should not be able to sue for injunction against
user who is prepared to license-in at FRAND

– injunction distorts competition downstream;  inconsistent with 
declaration (estoppel) or conditions under 81(3)

– IP owner to limit itself to damage claim at FRAND terms

– encourages negotiated settlement

•If not settled:  court to fix fee (cost based, ECPR, WACC?)
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4.  Compulsory license for standards?4.  Compulsory license for standards?

•Only in exceptional circumstances where exercise 
is instrument for abuse

– IP concealed to torpedo patent or to obtain dominance 

– refusal to license or excessive price/terms

– New functionality for which clear demand, not met by 
other suppliers (Magill) and if standard objective 
outweighs disincentive for innovation

•Not:  in IMS circumstances (pure clone, no added 
value, not real standard)
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ConclusionConclusion

•IPR Policies:  avoid compulsory license 

– limit license by default to firms who actively contribute technology

– arrange patent searches, and design around unavailable IPRs

– do not exclude members who do not contribute IPRs for free

• Non-disclosure/Late disclosure

– IP enforcement after concealment could be abuse, especially if 
proof that standard would have been changed/withdrawn, or if 
royalties excessive

•FRAND disputes/validity/essentiality challenges:

– eliminate injunctive relief?
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This document presents the initial comments of the European Committee of Licensing 
Executives Society International (LESI) on the Commission Evaluation Report on the 
Transfer of Technology Block Exemption Regulation n° 240/96 (the “Evaluation Report”). 
 
LESI, which has 11 000 members worldwide (more than 3 500 in Europe) is the largest 
professional organisation in the intellectual property area. Its members come mainly from 
business: other members work in universities, the public sector and as consultants or 
attorneys. 
 
The present document has been prepared in response to the Commission’s request for 
comments on the Evaluation Report. Because of the short period of time available, it has not 
been possible to complete all consultations necessary to make an official statement on behalf 
of LES International. It is therefore a statement made solely on behalf of the European 
Committee. 
 
The Committee notes with satisfaction the statements made in the Evaluation Report 
concerning the contribution of intellectual property rights (IPRs), and more specifically the 
licensing of IPRs, to economic progress, including the contribution of IPR licensing to 
increasing competition. The Committee also welcomes the desire, manifested in the 
Evaluation Report, of simplifying the 1996 Technology Transfer Block Exemption (“TTBE”). 
 
 
1.  General Considerations – the Commission’s Approach 
 

In reviewing the Evaluation Report, the Committee notes that two principal 
considerations underlie the Commission’s analysis and proposals: 

(i) that the terms of the TTBE be consistent with a proper economic analysis of the 
effect of technology transfers in the relevant market – with particular emphasis 
on whether a license agreement is made between competitors or non-
competitors; and 

(ii) that the terms of the TTBE be coherent with the recent approach of the 
Commission towards block exemptions, including those dealing with vertical 
restraints, research and development agreements and specialisation agreements, 
in which the market shares of the parties involved are considered to be a major 
relevant factor in considering whether and on what terms an agreement should 
benefit from a block exemption. 
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2. General Considerations – the Committee’s Approach 
 

The Committee believes that another factor namely the structure of Article 81 of the 
Treaty, is of greater importance than those mentioned above in deciding on the proper 
approach to a block exemption for technology transfers. 
 

2.1 Burden of Proof and Market Shares 
 

 
Under Article 81, as interpreted by the European Court and the Commission, the 
determination of whether there is a violation of Article 81(1) is, and has to be, essentially 
a formal matter : does an agreement contain restrictions which could restrict 
competition, and which might affect trade between member States ? If such a finding is 
made, and this does not require any significant economic analysis, the burden of proof 
shifts to the enterprises to demonstrate why an exemption should be granted under 
Article 81(3), failing which the agreement is null and void, as provided for in Article 
81(2). 
 
This situation is fundamentally different from that faced by enterprises in the United 
States. 
 
In the US antitrust system (and assuming that the agreement does not contain any 
clauses which are per se illegal), the burden of proof is always on the authorities, or 
those challenging the agreement, to show that, in its proper economic context, the 
agreement significantly affects competition. 
 
Because of the absence of market share thresholds in nearly all cases, the effect of the 
current TTBE, where enterprises conform to its terms by including only white and no 
black clauses, is in effect to reverse the normal burden of proof on enterprises under 
Article 81. The burden of proof falls on the Commission, should it seek to withdraw the 
benefit of the block exemption in an individual case, and, in such circumstances, market 
shares and other tools of economic analysis are relevant. In its present form, it could be 
said that the TTBE brings the European competition approach to licensing agreements 
very close to the US approach. 
 
This meets the needs of enterprises for legal security while ensuring that the public 
policy interest in effective competition can be pursued. 
 
The need for legal security, in the context of the structure of Article 81 will become even 
greater if the current notification system is replaced by decentralised control of 
agreements at national level.  
 
Introducing market share thresholds as a condition for benefiting by the TTBE (whether 
for licenses between competitors or between non-competitors) means that the block 
exemption will not perform all its essential functions since it places the burden of proof, 
in terms of economic analysis, back on enterprises seeking to have an agreement 
approved rather than placing it on those seeking to challenge the agreement. The 
Committee believes that in Europe, as in the U.S., licensing agreements which do not 
contain certain “hardcore” restrictions should be in all cases considered as prima facie 
legal from a competition view-point (i.e, benefit from the Block Exemption) and that the 
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burden of proving otherwise should rest in all cases with those seeking to challenge such 
agreements (including the Commission, where it proposes to withdraw the benefit of the 
block exemption in individual cases). 
 
 

2.2 Technology transfer agreements and distribution agreements are different 
 

In a distribution agreement, the grantor authorises another person to resell its products 
and, in order to further such sales efforts, the grantor may incidentally provide the 
distributor with a trade mark license. 
 
In a patent or know-how license agreement one party provides another with access to, 
and the right to use, an intangible asset whose value to society lies in its being properly 
exploited and whose value to the grantor lies precisely in the control which the grantor 
is able to exercise, by law or by contract, on such access and right of use. Particularly in 
the case of unpatented know-how but also in the case of patents, the grantor’s control 
over its asset will only be effective to the extent its license agreements are enforceable. In 
addition, patent or know-how licenses will generally require a greater investment effort 
on behalf of the licensee in both production and distribution that would be the case with 
distributors. 
 
A distribution agreement which violates competition requirements and therefore fails 
for lack of enforceability can in most cases be readjusted without major harm to the 
parties. If a patent or know-how license fails for unenforceability because it does not 
meet competition requirements, irreparable harm may well be caused to the grantor’s 
ability to control and exploit what is, after all, its property and, in many cases, its most 
valuable property. The need for legal security is therefore much greater in the case of 
patent and technology license agreements than it might be in the case of distribution 
agreements. 
 
As already mentioned in paragraph 2.1 above, the present TTBE, by not including 
market share thresholds except in very limited circumstances, protects the interests of 
both parties to license agreements by in effect shifting the burden of proof to those 
challenging the compatibility of an agreement with competition law requirements while 
ensuring that the presence of white clauses and the absence of black clauses can meet the 
basic needs of licensor and licensee. 
 

2.3 Licenses between competitors and those between non competitors 
 

The Evaluation Report states that the impact of a license agreement on competition may 
well be different according to whether the parties to the agreement are competitors or 
not and, referring to US policy in this matter, suggests that more stringent requirements 
be required of agreements between competitors than those between non competitors. 
 
The Committee sees merit in this approach – provided however that the TTBE continues 
to place the burden of proof on those seeking to challenge the compatibility of the 
license agreement with competition requirements and such burden is not placed on 
enterprises to show compatibility. In this view, the different treatment of licences 
between competitors and licences between non-competitors would not arise as a basis 
for obtaining the benefit of the block exemption but rather where it is sought to 
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withdraw the benefit of the block exemption based, at least partly, on economic 
considerations. 
 
 

3. General Considerations – Committee’s suggestions 
 

For the reasons indicated above, the Committee suggests that the benefit of the TTBE be 
extended, as at present, to all patent, know-how and mixed licenses, exclusively on the 
basis of the terms of the relevant agreement and without reference to the position of the 
parties on the market or vis-à-vis each other. Such economic considerations would be 
relevant where it is sought to withdraw the benefit of the block exemption on an 
individual basis and, in such case, the tests to be applied such as market shares and the 
distinctions to be made (such as, for example, licenses between competitors and licenses 
between non-competitors) could well be set out in more detail in the Block Exemption 
Regulation itself. However, the Committee believes that this aspect could be better dealt 
with in a set of guidelines similar to the US Antitrust Guidelines for Licensing 
Operations – the more so since by retaining the TTBE without market share or similar 
economic tests, the European Antitrust authorities would be in essentially the same 
position as their US counterparts as far as the crucial burden of proof issue is concerned. 
 
 

4. Specific issues 
 

In addition to the matters discussed above, the Evaluation Report raises a number of 
specific issues and asks for views on the proper treatment in the TTBE of a number of 
clauses usually or frequently found in technology licensing agreements. 
 
The Committee will not address all of those issues and clauses here: it has not been 
possible to solicit a wide enough range of views from within LES in the time available to 
us. However, the Committee will seek to present the Commission with its views on all of 
these issues in the very near future. 
 
At this stage, the Committee wishes to make the following points: 
 

4.1 Extending the TTBE to other IPRs 
 

Although at first sight, the suggestion in the Evaluation Report that the TTBE be 
extended to other IPR’s, including trade marks and copyright (particularly in software), 
might seem attractive, the Committee recommends that very careful consideration be 
given to this question before a decision is made to broaden the scope o the TTBE. 
 
Because of the structure of Article 81 of the Treaty, the fact of including a particular 
activity or agreement within the scope of a block exemption agreement carries the 
implication that such activity or agreement can be in itself restrictive of competition. 
 
Where licenses of software are given as part of a patent or know-how license the 
software portion should, like the rest of the subject-matter of the license, be covered by 
the TTBE. However, the vast majority of “stand-alone” software licenses have no actual 
or potential effects on competition. They simply provide the licensee with a tool for 
doing what the licensee wants to do with the software, limited only by the software’s 
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own technical capabilities and subject only to such restrictions as are consistent with the 
owner’s IP interest in an easily-copyable product. 
 
The Committee believes that such pure software licenses do not, in principle, come 
within the purview of competition law and would not favour their inclusion in a 
competition block exemption. 
 
In the case of trade mark licenses, the Committee notes that such licenses are often 
granted as part of a patent or know-how license, a distribution agreement or a franchise 
agreement or a combination of such arrangements. Such agreements are themselves the 
subject matter of competition rules, including block exemptions, and the Committee 
believes this is sufficient. 
 

4.2 Site licenses 
 

The Committee recognises that site licenses, which are frequently employed in the 
chemicals sector and some similar sectors requiring a huge fixed investment in plant and 
machinery, could raise competition issues. 
 
The Committee believes that rather than being blacklisted, site licenses which do not 
restrict output should be allowed while those which restrict output should be subject to 
economic analysis where it is sought to withdraw the benefit of the block exemption. 
 

4.3 Tying Clauses 
 
The Committee believes that the role of tying clauses in patent and technology licenses is 
different to the role they play in distribution agreements and the approach to such 
clauses in the TBBE should not necessary be similar to the approach taken in the vertical 
agreements block exemption. Tying which is justified for proper technical exploitation of 
the licensed patent or know-how should not be challenged. More extensive tying 
requirements could be subject to economic analysis in the context of a move to withdraw 
the benefit if the block exemption in individual cases. 
 

4.4 “No Challenge” Clauses 
 
The Committee would favour an approach which distinguishes between those 
circumstances where “no challenge” clauses are difficult to justify on competition 
grounds from those, such as settlement arrangements in IP disputes, where such clauses 
can be an integral part of an arrangement which is pro-competitive.  
 

4.5 Multiparty licenses 
 

The Committee favours extending the scope of the TTBE to cover multiparty licenses, 
but would urge that the provisions dealing with such licenses be as simple as possible.  
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5. Conclusion 
 
The Committee believes that while the current TTBE needs to be clarified and simplified, 
it does fulfil, in its present form, the basic need of enterprises for legal security while 
enabling the Commission to challenge agreements which it considers should not benefit 
by the exemption. This is achieved by making the benefit of the block exemption 
available on the basis of the content of each contract and without reference to outside 
circumstances such as market share or the relationship of the parties to each other. 
 
These outside circumstances could be relevant, and be the subject of a set of guidelines, 
to indicate when and in what circumstances the Commission would seek to withdraw 
the benefit of the block exemption in  individual cases. 
 
This structure of an internally autonomous block exemption plus guidelines for 
challenging the benefit of the block exemption would place European enterprises in a 
position relatively similar to that prevailing in the US, and would become particularly 
useful if the current system of compulsory notification to the Commission were to be 
replaced, as proposed by the Commission itself, by decentralised control exercised by 
national courts or authorities. 

 
The Committee hopes that its observations will be helpful to the Commission and will 
be pleased to participate in any future stages of the Commission’s review of the TTBE.  
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-- What is the role What is the role of of the the block exemption ?block exemption ?

. . linkedlinked to structure of EU to structure of EU competition law andcompetition law and
obligatoryobligatory notifications notifications 

. EU . EU competition law competition law : Article 81: Article 81
-- aa twotwo--step approachstep approach
-- importance of Article 81 (3) exemptions importance of Article 81 (3) exemptions 
-- in in principleprinciple, no exemption, no exemption without without 

notificationnotification
-- failurefailure toto notifynotify hashas serious legal serious legal 

consequencesconsequences
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-- block exemption block exemption regulations provide regulations provide a a means means of of 
benefiting from benefiting from an exemption an exemption without havingwithout having to to 
notify notify agreementsagreements

-- block exemptionblock exemption regulations adopted when regulations adopted when 
Commission Commission is satisfied that itis satisfied that it hashas sufficient sufficient 
knowledgeknowledge

-- althoughalthough not officialnot official purposepurpose, block exemption, block exemption
regulations becomeregulations become aa kindkind of «of « code ofcode of conductconduct »»
providing legal securityproviding legal security
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-- TheThe 19961996 Regulation coversRegulation covers patent licences, knowpatent licences, know--howhow

licenceslicences andand mixed licencesmixed licences

-- Commission Commission wishedwished toto introduceintroduce aa marketmarket--shareshare «« thresholdthreshold »»

forfor extending the benefitextending the benefit ofof thethe exemption to certainexemption to certain

territorialterritorial and otherand other restrictionsrestrictions

-- BackedBacked downdown following representations fromfollowing representations from LESLES and and 

other professionalother professional groupsgroups

-- ThereforeTherefore, in, in its present formits present form,, the Regulation providesthe Regulation provides

legal security based essentiallylegal security based essentially onon the termsthe terms ofof the the 

contract contract 
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-- RegulationRegulation in force for 10in force for 10 yearsyears butbut evaluationevaluation
afterafter 44 yearsyears ofof operation operation 

-- Commission Commission proposalproposal toto abolish theabolish the notificationnotification
systemsystem calls intocalls into questionquestion existingexisting block exemptionblock exemption
regulationsregulations

-- DG DG Competition increasingly awareCompetition increasingly aware of,of, andand
influencedinfluenced by, USby, US approachapproach to antitrust aspects ofto antitrust aspects of
licensing licensing 
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-- SeveralSeveral aspectsaspects highlightedhighlighted in in Commission’s evaluationCommission’s evaluation
documentdocument

. IP. IP rightsrights importantimportant factorfactor inin economic development economic development 

. In. In orderorder toto properly assess the likely competitive properly assess the likely competitive 
impact of a licence, impact of a licence, it isit is important to knowimportant to know the   the   
structure of structure of thethe relevantrelevant marketmarket –– including market including market 
shares shares 

. Provisions in licence agreements. Provisions in licence agreements cancan have have differentdifferent
impact impact accordingaccording toto whether thewhether the parties to parties to thethe
licence agreement are or are not licence agreement are or are not competitorscompetitors

.. Licensing isLicensing is, in, in principleprinciple, pro, pro--competitivecompetitive
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Commission’s suggestedCommission’s suggested solution solution 

-- licenceslicences betweenbetween nonnon--competitors competitors 
.. restraintsrestraints notnot relatedrelated to exploitation of to exploitation of licensed licensed 
IP IP subjectsubject to 30 %to 30 % market sharemarket share, but not , but not includingincluding
«« hardcorehardcore » restrictions» restrictions

. . restraints relatedrestraints related to exploitation of to exploitation of licensed licensed 
IP IP subjectsubject to a dominance to a dominance thresholdthreshold

. objective : to. objective : to ensure coherence with Regulation ensure coherence with Regulation 
2790/99  on vertical2790/99  on vertical restraintsrestraints

. but. but specialspecial provisions on : provisions on : 
-- territorial,territorial, fieldfield of use, of use, customer restraints customer restraints 
-- hardcore list hardcore list 
((pricing and somepricing and some territorialterritorial restraintsrestraints))
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Commission’s suggestedCommission’s suggested solution solution 

. . Hardcore listHardcore list of restrictionsof restrictions
-- priceprice fixingfixing
-- limitinglimiting output or sales output or sales 
-- allocating territoriesallocating territories oror

customerscustomers
-- possiblepossible severabilityseverability of certainof certain

types oftypes of restraints restraints 

-- licenses between competitors licenses between competitors 
.. Market share thresholdMarket share threshold of 25 %of 25 %



Serra Leavy & Cazals 9

This sounds « realistic » in the way that the US 
guidelines are meant to be realistic

where

The burden of proof is essentially on business to justify a
license and not on those attacking the license to justify their
position

It represents conditions which businesses must absolutely 
satisfy to avoid individual notification

The Block Exemption is not a set of guidelines 
explaining official policy

BUT
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The benefit of the block exemption is not absolute.

The Commission can in individual cases move to
withdraw the benefit of the block exemption.

At that stage « realistic » guidelines to explain the 
Commission’s policy could well be appropriate.

Because a Commission decision to withdraw the benefit of
the block exemption, if challenged, puts the burden of 
proof on the Commission.

NOTE :
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What What if if the centralizedthe centralized notification system notification system is is 
abolished abolished ??

- it gets rid of the « avoidance of notification » reason 
for a straightforward block exemption

- but the « burden of proof » reason for granting a
straightforward « presumed » exemption will 
continue to exist

- the more so since the granting of exemption would 
be in the hands of a myriad of national authorities

- the presumed exemption would not be absolute and 
could be overturned
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-- as long as Article 81 as long as Article 81 retains its present retains its present structure structure and and 
approachapproach

. a «. a « blockblock » or » or presumed presumed exemption exemption based based on «on « the the 
contractcontract, , the whole contract and nothing the whole contract and nothing but but the the 
contractcontract »»

-- on on that basis we can discuss what should be that basis we can discuss what should be in in the the 
«« blockblock » or «» or « presumedpresumed » exemption » exemption and what should and what should 
bebe in in the guidelinesthe guidelines

.. guidelinesguidelines as toas to the basisthe basis onon which the authorities would which the authorities would 
seekseek toto overturn the presumedoverturn the presumed exemptionexemption
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Introduction 
 
The topic of this session is the competition policy approach in other jurisdictions, in 
particular the EU, towards licensing of IP. I would therefore like to present to you the 
review that the Commission has recently started of the Technology Transfer Block 
Exemption Regulation (hereafter ‘TTBE’).1 
 
The TTBE, for those unfamiliar with it, is the main EU antitrust Regulation dealing 
with licensing agreements. Article 81(1) of the EC Treaty prohibits agreements that 
prevent, restrict or distort competition. Article 81(3) allows for exemption of those 
agreements which confer sufficient benefits to outweigh the anti-competitive effects. 
The Commission can provide such exemption for an agreement in an individual 
decision after notification. But the Commission can also provide such exemption for a 
whole group or certain category of agreements. These group or block exemptions are 
provided in block exemption regulations, one of which is the TTBE. The TTBE block 
exempts certain pure or mixed patent and know-how licenses for the purposes of 
manufacture, use and commercialisation (Articles 1 and 10 TTBE). A block 
exemption provides a presumption of legality to the agreements covered by it. This 
presumption stands up in court and also protects against the application of national 
competition law and block exemption regulations are therefore an important 
instrument of legal certainty. The block exemption may be withdrawn for an 
individual agreement if it is considered that the agreement does not fulfil all the 
conditions of Article 81(3). But such withdrawal can only have effect for the future 
(ex nunc) and can only be done by the Commission and, under certain conditions, by 
national competition authorities.2 
 
While the TTBE expires in 2006 the Commission adopted on 20 December 2001 a 
mid-term review report (hereafter ‘the Report’).3 This Report represents the start of a 
thorough review of our policy towards intellectual property licensing agreements. The 
publication of the Report kicked off a public consultation process and my services are 
currently examining written comments on the Report. After examination of these 
comments the Commission may propose a first draft of new competition rules for the 
application of Article 81 to licensing agreements by the end of 2002. After proper 
consultation of Member States, the European Parliament, industry, consumer 
associations and other interested parties on these draft rules the Commission will 
adopt the new rules, which can however not be expected before the end of 2003. 
 
The review of the TTBE is a further step in the modernisation of our anti trust rules. 
This modernisation started with a review of vertical distribution agreements, later 
followed by a review of horizontal co-operation agreements, in particular R&D and 
specialisation agreements. These reviews have led to a new generation of block 

                                                 
1  Commission Regulation (EC) 240/96 on the application of Article 81(3) of the Treaty to certain categories of 

technology transfer agreements, OJ L 31, 9.12.1996, p.2-13. 

2  The possibility for a national competition authority to withdraw certain block exemption regulations, including 
the TTBE, was created in 1999 by Council Regulation 1215/1999, OJ L 148, 15-6-1999, p.1-4 (see in 
particular Article 1(4)). 

3  The Report is published as a COM document with the reference COM(2001) 786 and is also available on the 
internet at the following address: http://europa.eu.int/comm/competition/antitrust/technology_transfer/  
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exemption regulations and guidelines, less legalistic and clause oriented and instead 
based on a more economic approach of anti-trust issues.4 In the current TTBE the 
benefit of the block exemption depends on a large number of complex formal 
requirements found in lists of ‘white’, ‘grey’ and ‘black’ clauses, working as a 
straitjacket for industry by defining positively what is covered by the block 
exemption. The new generation of block exemption regulations has done away with 
this prescriptive ‘white’ list approach. They provide more flexibility by concentrating 
on identifying what is not covered by the block exemption in (shorter) black/hardcore 
lists. These hardcore restrictions are not only not covered by the block exemption but 
are also unlikely to be exempted individually. By making that all other (undefined) 
restrictions are covered below a certain market share threshold these regulations 
provide flexible safe harbours. 
 
But there are also other reasons why it is a good time to reconsider our views on the 
interaction between competition law and IPR law and on the application of 
competition law to the licensing of IPRs. Technology transfer activities have 
considerably evolved during recent years. It seems that more joint efforts and more 
complex licensing arrangements are now required to keep pace with the greater 
complexity of new technologies. In addition, licensing activities have become more 
global. 
 
It is therefore not surprising that not only we are reconsidering our policy, but that 
also on this side of the Atlantic the same is done. We follow with particular interest 
these FTC/DOJ hearings on “Competition and Intellectual Property Law and Policy in 
the Knowledge-based Economy”. Our respective reviews will give us an excellent 
opportunity to learn from each others’ experiences and where appropriate to promote 
convergence. 
 

Basic findings of the Report 
 
Before adopting its Report, the Commission carried out a preliminary fact-finding that 
has shown that industry would be favourable to a review of the TTBE and insists on 
the need to proceed with a simplification and clarification of the current rules. 
 
The Report finds that by using criteria relating more to the form of the agreement than 
the actual effects on the market, the TTBE entails four main shortcomings:  
- Firstly, the TTBE is too prescriptive and seems to work as a straitjacket, which may 

discourage efficient transactions and hamper dissemination of new technologies. 
- Secondly, the TTBE only covers certain patent and know-how licensing 

agreements. This narrow scope of application of the TTBE seems increasingly 
inadequate to deal with the complexity of modern licensing arrangements (e.g. 
pooling arrangements, software licenses involving copyright). 

- Thirdly, a number of restraints are currently presumed illegal or excluded from the 
block exemption without a good economic justification. This concerns in particular 

                                                 
4  Respectively Commission Regulation n° 2790/1999 for vertical agreements (OJ L 336 of 29.12.1999), n° 

2658/2000 for specialisation agreements and n° 2659/2000 for R&D agreements (both OJ L 304 of 5.12.2000) 
and the accompanying Guidelines on Vertical Restraints (OJ C 291 of 13.10.2000) and Guidelines on the 
applicability of Article 81 of the EC Treaty to horizontal co-operation agreements (OJ C 3 of 6.1.2001). 
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certain restrictions extending beyond the scope of the licensed IPR, for instance 
non-compete obligations (exclusive dealing as you would say) and tying. In terms 
of economic analysis, such restraints may be efficiency enhancing or anti-
competitive depending on the competitive relationship between the parties, the 
market structure and the parties’ market power. 

- Fourthly, by concentrating on the form of the agreement the TTBE extends the 
benefit of the block exemption to situations which cannot always be presumed to 
fulfil the conditions of Article 81(3), either because the contracting parties are 
competitors or because they hold a strong position on the market. For instance, the 
grant of an exclusive license can have serious foreclosure effects when an exclusive 
license is granted to a dominant producer which prevents other companies gaining 
access to technology that might foster their market entry. 

 
In addition the Report provides a critical analysis of the application and the policy 
approach underpinning the TTBE. It discusses in some detail how the TTBE applies 
to certain restraints such as territorial restrictions, customer restrictions, field of use 
and output restrictions, acknowledging a lack of clarity of the TTBE itself and a lack 
of consistency with the new generation of block exemption regulations. For instance, 
the Report observes that, when the parties to an agreement are in a vertical 
relationship, territorial restrictions and customer restrictions imposed on the licensees 
may produce similar positive effects (i.e. solving free riding and hold-up problems) 
and may produce similar negative effects (i.e. foreclosure and facilitating market 
partitioning). While this would suggest that territorial restrictions and customer 
restrictions should be subject to similar treatment, the TTBE covers (to a certain 
extent) territorial restrictions and excludes from its coverage customer restrictions. 
The Report raises also more specific issues such as the treatment of software licensing 
agreements and licensing pools which have become increasingly important for the 
development and dissemination of new technologies. 
 

The role of competition policy 
 

The Report points toward a policy approach stressing the complementary role of 
competition and innovation policies. At the highest level of analysis IPR and 
competition law are complementary because they both aim at promoting consumer 
welfare. The objective of IPR laws is to promote technical progress to the ultimate 
benefit of the consumers. This is done by trying to strike the right balance between 
over- and under-protection of innovators’ efforts. The aim is not to promote the 
individual innovator’s welfare. The property right provided by IPR laws is awarded to 
try to ensure a sufficient reward for the innovator to elicit its creative or inventive effort 
while not delaying follow-on innovation or leading to unnecessary long periods of high 
prices for the consumers. Unnecessary long periods of high prices will result when the 
innovation allows the IPR holder to obtain market power in the antitrust market(s) 
where the IPR is exploited and where the IPR protects this market power position 
longer than is required to elicit the innovative effort. Competition policy aims at 
promoting consumer welfare by protecting competition as the driving force of efficient 
markets and innovation, providing the best quality products at the lowest prices. 
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The relevant question is therefore not one of conflict but of complementarity and 
possibly adjustment in the individual case. To what extent should competition policy 
intervene and try to improve the balance produced by IPR law? On this question some 
general lines of agreement but also some marked differences exist between different 
jurisdictions. 
 
There is agreement on the positive role, be it a small role, competition policy may 
play in forming IPR law (“competition advocacy”). Competition policy expertise 
should prove useful in helping to decide on issues like the correct scope and duration 
to be awarded under IPR law, i.e. in deciding ex-ante on the balance to be found in 
IPR law. An efficient competition policy like an effective IPR policy has every 
interest to keep scope and duration limited to the minimum necessary to elicit the 
inventors’ efforts. 
 
There is also agreement that competition policy has to play its normal role where IPR 
rights are used to produce an anti-competitive effect beyond the exploitation of the 
IPR rights, that is where the restrictions do not concern the exploitation of the IPR 
itself. For instance, the conditioning of licensing on the purchase of a non-patented 
product (tying) or on the imposition of a non-compete obligation (exclusive dealing) 
is to be dealt with under competition law. There is also general agreement that in such 
cases competition policy must take account of specific IPR characteristics in order to 
properly protect dynamic efficiency. For instance, a non-compete obligation may be 
required to protect the confidentiality of the know how transferred or to prevent the 
know how benefiting competitors of the licensor. 
 
There is however less agreement as to what extent competition policy should interfere 
with the exploitation of IPR rights. This is true both for the exploitation and licensing 
by dominant and non-dominant companies. It is here that marked differences exist 
between the EU and US approach. As far as these differences concern compulsory 
licensing by dominant companies under Article 82, this is dealt with in another 
session of these hearings. Given the topic of this session this paper will only concern 
itself, like the Report, with the evaluation under Article 81 of restrictions in licensing 
agreements. 
 
There is no question of principle: both in the US and the EU the competition rules can 
in principle apply to (restrictions in) licensing agreements. In the US this was 
evidenced in the past by the Nine-No-No’s and currently by the principle underlying 
the US Antitrust Guidelines for the Licensing of Intellectual Property to treat IPRs 
like other property rights. In the EU it has been the Court of Justice of the European 
Communities which has always stressed the need to protect the fundamental 
principles of free movement and competition in the Community. It developed the 
distinction between the grant or existence of the IPR, which can not be affected by the 
rules of free movement and competition, and its exercise or exploitation, which can be 
affected by the free movement and competition provisions of the EC Treaty.5 The 
TTBE follows the Court in this distinction. 
 

                                                 
5  Consten Grundig v. Commission [1966] ECR 299, p. 346. See also Parke Davis v. Probel [1968] 

ECR 55 and Deutsche Grammophon [1971] ECR 1147. 
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The relevant question is to what extent competition policy should intervene against 
restrictions in licensing agreements. As described in the Report in a comparison 
between the competition policy approach to licensing in the EU and the US, in 
general EC competition policy places more limits on the exploitation of IPR rights 
than US competition policy. The comparison points out the main differences but also 
the growing convergence. 
 
The stricter EU approach concerns in particular restrictions concerning the exploitation 
of the IPR itself when contained in licensing agreements between non-competitors. A 
similar policy difference between the EU and the US is found in relation to vertical 
distribution agreements in general. The difference reflects the higher importance EC 
competition policy attaches to ‘intra-brand’ restrictions in general and territorial 
restrictions in particular.6 Territorial restrictions are paid more attention because of the 
additional market integration objective which EC competition policy has. In general, 
the protection of intra-brand competition is considered important as distribution costs 
make up a substantial part of the end price of most products and competition between 
distributors may help to reduce these costs. It is considered that intra-brand restrictions 
such as RPM but also territorial and customer allocation may hinder competition to the 
detriment of consumers. It is also a recognition of the fact that the licensees may be in a 
horizontal competitive relationship. The Report proposes to harmonise the EU approach 
to licensing between non-competitors with the EU approach to vertical agreements in 
general as laid down in Block Exemption Regulation 2790/99 for vertical agreements. 
This would subscribe to the general principle that also underlies the US Antitrust 
Guidelines for the Licensing of Intellectual Property, to treat IPRs like other property 
rights. 

 

The US Guidelines have led in general to a lenient policy towards intra-brand restraints 
in licensing agreements where the licensor and licensee are not competitors. While 
recognising the possibility that the relationship between licensees may be horizontal 
(§3.3) and that “licensees that are competitors may find it easier to co-ordinate their 
pricing if they are subject to common restraints in licenses with a common 
licensor…”(§4.1.1), the Guidelines do not seem to give much weight to such 
competition consequences. The Guidelines emphasise in various places (see for 
instance §2.3 - example 1, §3.1 and §3.3) that antitrust concerns can only arise when the 
licensing arrangement harms competition between companies that would have been 
competitors in the absence of the license. The test whether companies would have been 
competitors in the absence of the license can for most cases be broken down in three 
parts. The first part concerns the relationship between licensor and licensee, which is 
also used to classify the agreement as horizontal or vertical in nature. The second 
concerns the relationship between licensor and competing suppliers of technology (the 
issue of foreclosure). The third and most difficult part to apply concerns the relationship 
between licensees, where the answer depends on their access to competing technologies 
and products. In practice, as an enforcement choice, the test may therefore often be 
applied by concentrating only on the first two parts. As far as intra-brand restrictions are 
concerned this would narrow the test to the question whether licensor and licensee are 
                                                 
6  It is good to remember that what are usually described as ‘intra-brand’ restrictions can have also effects on 

‘inter-brand’ competition. For instance, RPM does not only exclude intra-brand price competition but may also 
facilitate horizontal collusion between manufacturers or distributors. 
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in a horizontal relationship and, if not, asking whether the licensor could in principle 
have achieved the same restrictions through vertical integration. In contrast to this 
lenient approach the US Guidelines are however strict where it concerns intra-brand 
pricing restrictions, where, with certain narrow exceptions, it is said that the per se rule 
will be enforced against RPM also in the intellectual property context. 

 

Some issues for discussion 
 
The Report invites comments on a number of issues: 
 
- Should the scope of the TTBE, which only applies to patents and know-how, be 

widened to cover also copyright, design rights and trademarks? This issue is of 
particular importance for a number of sectors including the software industry, 
which depends upon a chain of copyright licences for manufacture and distribution. 

 
- Should a revised block exemption also cover licensing agreements between more 

than two companies such as licensing pools? Such arrangements have become 
increasingly important for industry, given the growing complexity of new 
technologies. In this respect, it can be observed that multiparty licences may be 
efficiency enhancing and pro-competitive, in particular where without all the 
patents contributed to the pool the exploitation of the new technology would not be 
possible. However, multiparty licenses may also have serious anti-competitive 
effects, especially when the agreement covers competitive technologies or where it 
requires the members to grant licences to each other for current and future 
technology at minimal cost or on an exclusive basis. In such circumstances, 
multiparty agreements may disguise a cartel, lead to foreclosure or reduce the 
parties' incentives to engage in R&D thereby delaying innovation. 

 
- Should a revised block exemption adopt a more lenient approach to licensing 

agreements between non-competitors? Without excluding other possible options, the 
Report proposes a framework for a future regime where a clear distinction would be 
made in respect of licensing between competitors and between non-competitors. In 
fact, it is generally acknowledged that if the parties to an agreement are in a vertical 
relationship, i.e. are not competitors, exclusive licences are generally efficiency 
enhancing and pro-competitive. For instance, if the IPR holder does not have the 
assets for the production or distribution of the licensed products, it is more efficient 
to license to someone who does have these assets. The exclusivity may be necessary 
to protect the licensee against free riding on his investments or to create the 
necessary incentives for both parties to invest in further improvements.  

 
 In the light of this, it is proposed that, as far as licensing between non-competitors is 

concerned, the future block exemption could cover restraints that do relate to the 
exploitation of the licensed IPR, such as territorial, customer and field of use 
restraints, subject only to a dominance threshold. Furthermore, it could cover 
restraints that do not relate to the exploitation of the licensed IPR, such as non-
compete and tying, below a 30% market share threshold as Block Exemption 
Regulation 2790/99 does for vertical distribution agreements. The block exemption 
would include a limited hardcore list, in particular concerning pricing restrictions 
and possibly certain territorial restraints. It may also contain conditions which would 
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exclude certain restraints from the coverage of the block exemption (severability). It 
should be underlined that, for the restraints that do not relate to the exploitation of 
the licensed IPR (e.g. non-compete obligations, tying), such a treatment would create 
coherence with Block Exemption Regulation 2790/99.  

 
 Compared with the TTBE, this would mean that certain restraints currently in the 

black or grey lists would be exempted up to a certain market share threshold. For 
restraints that relate to the exploitation of the licensed IPR (e.g. exclusive licenses 
and territorial restraints), the dominance threshold would only apply in case the 
restrictions fall within Article 81(1) in the first place, for instance in case of 
foreclosure. Also, as more limited hardcore list would apply certain restraints would 
no longer be per se illegal: this could allow coverage of quantity restrictions, certain 
customer restrictions and maximum and recommended prices. The hardcore list, 
while basing itself on Block Exemption Regulation 2790/99 for vertical agreements, 
should take account of the specific characteristics of licence agreements. 

 
- Should a future block exemption adopt a more prudent approach to licensing 

agreements between competitors? Agreements between competitors may give rise 
to a number of competition concerns if the licence prevents competition that could 
have taken place between the licensor and the licensee absent the licence. On the 
one hand, exclusive licences will often lead to market sharing through the 
allocation of territories or customers, especially when the licence is reciprocal or 
the exclusivity extends also into non-licensed competing products. Production 
quotas agreed in licensing agreements between competitors may easily lead to a 
straightforward output restriction. On the other hand, under certain conditions, in 
particular in the case of licensing to a joint venture and in case of non-reciprocal 
licensing, the exclusivity may not only lead to a loss of inter-brand competition but 
also to efficiencies. To assess whether the negative effects on competition may be 
outweighed by the efficiencies, the market power of the parties and the structure of 
the markets affected by the agreement need to be taken into account. 

 
 In the light of this, the Report proposes that, as far as licensing between competitors 

is concerned, the future block exemption could be limited by a market share 
threshold of up to 25%. In addition, it would contain a hardcore list for restrictions 
which directly or indirectly fix prices, limit output or sales, or allocate territories or 
customers and may have to contain a list of conditions which would exclude certain 
restraints from the coverage of the block exemption (severability). This would create 
coherence with Block Exemption Regulation 2659/2000 for R&D agreements. 
Compared with the TTBE this would mean a more nuanced approach for pooling 
arrangements, cross licensing agreements, licence agreements concerning joint 
ventures and for restraints that do not concern the exploitation of the IPR itself, such 
as non-compete and tying. These are restrictions which are presently either excluded 
from the TTBE or blacklisted. It would justifiably provide less protection to 
territorial restraints between competitors in exclusive licensing agreements. 

 
 Above the mentioned thresholds it is proposed that guidelines will clarify 

competition policy, with appropriate references to the existing Guidelines on 
Horizontal Co-operation and Guidelines on Vertical Restraints. 
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Conclusion 
 
While being open to all suggestions the Report outlines the above-mentioned possible 
framework for a new policy. It proposes to replace the current Regulation with a wide, 
umbrella-type block exemption regulation in combination with a set of guidelines. 
The scope of the new block exemption regulation would cover a wider array of patent 
and know-how agreements than the current Regulation. The question is also raised as 
to the appropriateness to include other IPR agreements, in particular copyright 
licensing agreements. Alignment is sought with the approach followed in the block 
exemption regulations for vertical and horizontal agreements by limiting the 
prescriptive character of the new regulation and by concentrating on a limited 
hardcore list and using similar market share thresholds to define safe harbours. It is 
suggested that a clear distinction should be made between licensing between 
competitors and between non-competitors. 
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Overview

Relationship between competition and IP laws
Proposed changes to treatment of IP in Trade Practices Act 1974
Implications of these reforms



IPRs and competition – generally 

IPRs are rights to exclude
• Prevent supply of perfect substitutes
• Reflects view that creators must be able to appropriate some 

social gain of creation to invest in creative effort
IPRs reflect balancing between social benefit and exclusive right
Incentive provided by IPRs provides stimulus to dynamic 

competition, i.e., competition through innovation
Right to exclude may also distort competition 
• Competition policy should respond to these instances



IPRs and competition – Australia 
Section 51(3) of Trade Practices Act 1974
• Exempts conditions of licenses and assignments from certain provisions of 

TPA, to extent those conditions relate to IPR subject matter 
Areas of exemption:
• S. 45: collusive conduct
• S. 45A: contracts, arrangements, or understandings regarding price
• S. 47: exclusive dealing
• S. 50: acquisitions resulting in substantial lessening of competition
• S. 50A: acquisition outside Australia of controlling interest in a 

corporation, which would lead to substantial lessening of competition
Not exempted: s. 46 (abuse of market power), s. 48 (retail price maintenance)
Ambiguity as to scope of s. 51(3) and lack of case law



Recent reviews and proposals

Section 51(3) TPA reviewed by 
• National Competition Council: recommended that s. 51(3) be 

retained but substantially narrowed
• Intellectual Property and Competition Review Committee:

– Essential that firms able to enter into efficient contracts regarding IPRs
– But IPRs should not be capable of being used to exceed market power 

directly conferred
– Recommended that s. 51(3) be re-framed

• Conditions regarding IPRs in license and contract arrangements should be 
subject to ‘substantial lessening of competition’ test

– Government response: accepted addition of competition test 



Implications of reform
Section 51(3) TPA reforms require considering whether conditions relating to

IPRs have (likely) effect of substantially lessening competition
Areas affected:
• Horizontal agreements; mergers and acquisitions
• Vertical agreements
• Resale price maintenance
• Assessment of competitive effects of conditions relating to IPRs
Under Australian competition laws, competitive impacts considered 

separately from wider effects on efficiency
Authorisation: provides mechanism for parties to seek permission for conduct 

otherwise in breach of TPA
Presumption that competition is socially desirable



Conclusions

Mere fact that conduct involves imposing conditions in relation 
to IPRs, should not exempt conduct from competition laws, 
when (likely) effect is to substantially lessen competition

What might otherwise be anti-competitive conduct may increase
efficiency and rivalry with respect to IPRs

Important to ensure that competition laws do not deter 
potentially beneficial conduct
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JFTC’s 1968 Guidelines
for International Licensing Agreements

• First explanation of JFTC views on application 
of the AMA to technology licensing



1968 Guidelines

• Notes historical movements by 1968:
- away from overtly favoring licensees,

toward greater neutrality
- away from favoring Japanese firms
- away from summary condemnation

of licensing restraints and toward
case-by-case analysis of competitive
effects



1968 Guidelines

• “Black list” of prohibited provisions
included
- territorial restrictions on licensee’s

exports
- restrictions on licensee’s export 

prices or quantities
- tying
- exclusive distribution obligations



1968 Guidelines

• “Black list” of prohibited provisions
included
- resale price maintenance
- charging royalties on goods not using 

the licensed technology
- quality obligations re goods 

embodying the licensed technology



1968 Guidelines

• “Black list” of prohibited provisions
included those
- prohibiting licensee from 

manufacturing, using, or selling
competing goods

- prohibiting licensee from using 
competing technology



1968 Guidelines

• “Black list” of prohibited provisions
included
- grantbacks, i.e.requiring licensee to

notify licensor of improvements, or to
assign improvements to licensor

- quality restrictions on inputs, or of
goods embodying the licensed
technology



1968 Guidelines

• Provisions on the prohibited black list were 
condemned categorically

• No analysis of case-specific competitive effects 
(or lack thereof)



1968 Guidelines

• Despite being on the black list, geographic restraints and 
restraints on export prices, output, etc., were not 
prohibited if they were “of reasonable scope” and 
licensor:
- had registered the patent in the 

foreign market
- was selling the patented goods 

in the foreign market, or
- had granted an exclusive license to a

third party to sell patented goods in 
that foreign market



1968 Guidelines

• “White list” of exempted provisions
included
- limiting license period
- limiting scope of license

(including field of use restrictions)
- granting license for less than 

the full term of the patent
- restricting output or sales of goods



1968 Guidelines

• “White list” of exempted provisions
included

- limiting frequency with which 
licensed process may be used

- granting separate licenses to make, 
use or sell a patented invention 



1968 Guidelines

• Frequent criticisms:
- guidelines applied only to international 

licenses 
- disfavored non-Japanese licensors

during period (1968 to 1989) 
of very active “importing” of 
technology into Japan through 
licensing from foreign companies



1968 Guidelines

• Frequent criticisms:

- lack of transparency of analysis
- lack of predictability
- apparent favoritism toward licensee



1968 Guidelines

• Still, not so out of step
• Recall they were roughly contemporaneous 

with the U.S. discussion of the “Nine No-
No’s”



1968 Guidelines

• JFTC Enforcement of Guidelines:
- vigorous in 1970s
- less so during 1980s
- grantbacks were the most common 

type of clause found to violate
the AMA



JFTC’s 1989 Guidelines for the 
Regulation of Unfair Trade 

Practices with Respect to Patent 
and Know-How Licensing

• Replaced 1968 Guidelines
• Reflected important policy shifts, including 

announced application of same policies to 
foreign and domestic IP licenses



1989 Guidelines

• Sought to address criticisms re non-transparency 
and uncertainty through a new optional 
“clearance” procedure for the submission to the 
JFTC of proposed international transactions prior 
to execution



1989 Guidelines

• Kept structure of black list and white list
• Added new rule-of-reason grey list
• Many provisions on 1968 black list moved to 

grey list, including:
- exclusive dealing requirements
- in-term prohibitions against dealing 

in competitive goods and technologies



1989 Guidelines

• 1989 black list continued to include:
- resale price maintenance

(direct or indirect)
- post-term prohibition against handling 

competing goods or technology
- post-term restraints on use of 

technology or requirement of 
royalty after expiration of patent



1989 Guidelines

• 1989 black list continued to include:

- restraints on R&D by licensee

- exclusive grantbacks



1989 Guidelines

• The new grey list included many provisions on the 
old 1968 black list and some not addressed by the 
1968 Guidelines, including:
- exclusive dealing (prohibiting

licensee from dealing in
competing goods or technology)

- requiring licensee to distribute through 
licensor or its designee



1989 Guidelines

• Grey list included:
- non-exclusive grantbacks 

(if “balanced in substance”)
- requiring licensee to use licensor’s

trademark
- restrictions on quality of inputs or goods

embodying the technology
- input tying 



1989 Guidelines

• Grey list included:
- royalties based on something other than 

the patented goods
- package licensing (unless required to 

ensure patent was effective)
- unfair termination provisions
- prohibiting licensee from contesting

validity of patent



1989 Guidelines

• Expanded white list included:
- separate licenses to make, use or sell
- time limitations on license
- limitations to part of technology covered 

by the patent
- field of use restrictions
- required minimum production,

minimum sales volume or minimum 
use of patented process



1989 Guidelines

• Expanded white list included:
- non-exclusive grantback requirements 

(where obligations are roughly equal
- quality standards, if defined narrowly
- input tying, if necessary for

effectiveness of patent  
- basing royalties on sales or production
- requiring payment of royalties 

post-term



1989 Guidelines

• Expanded white list included:
- package licensing, if needed to 

make patent effective
- right of licensor to terminate license 

if licensee challenges validity of 
patent

- requiring licensee to use best efforts



1989 Guidelines

• JFTC Enforcement of Guidelines:

- difficult to determine 
(use of administrative guidance; 
and aggregate format of data in 
JFTC Annual Reports



1989 Guidelines

• JFTC Enforcement of Guidelines --
Notable public examples:
- 1990 cease and desist order for bundling

of video game software for sale with
other software, as unfair trade practice
(AMA § 19)



1989 Guidelines

• JFTC Enforcement of Guidelines --
Notable public examples:
- 1995 recommended decision against 

restraint in license that continued 
post-term, as dealing on restrictive 
terms, unfair trade practice 
(AMA § 19)



1989 Guidelines

• JFTC Enforcement of Guidelines --
Notable public examples:
- 1997 cease and desist order against 

trade association refusing to 
license “primary” patents to 
firms seeking to enter market, 
as monopolization 
(AMA § 2)



1989 Guidelines

• JFTC Enforcement of Guidelines --
Notable public examples:
- 1998 cease and desist order against

bundling of two software programs, as 
unfair trade practice
(AMA § 19)



1989 Guidelines

• JFTC Enforcement of Guidelines:
- appears to have decreased in 1980s
- in part likely due to rule changes 

that reduced the number of 
international agreements required to 
be filed with JFTC

- stronger pro-technology policy



JFTC’s 1999 Guidelines for 
Patent and Know-How Licensing 

Agreements Under the 
Antimonopoly Act

• Replaced 1989 Guidelines
• Less dramatic changes than the changes in the 

1989 Guidelines
• Changes in same direction of liberalization



JFTC’s 1999 Guidelines for 
Patent and Know-How Licensing 

Agreements Under the 
Antimonopoly Act

• Mr. Koyanagi will address specific provisions of 
1999 Guidelines



1999 Guidelines

• White, grey and black lists, plus what Prof. 
Newberg aptly named the “dark grey” 
category (rule of reason, but highly 
suspect), including: 
- restrictions on licensee R&D
- post-term royalties
- completely exclusive grantbacks
- post-expiration restraints on use of

competing or technology



1999 Guidelines

• Very short black list
- resale price maintenance

(direct and indirect)



JFTC’s 1999 Guidelines for 
Patent and Know-How Licensing 

Agreements Under the 
Antimonopoly Act

• Mr. Koyanagi will address other specific 
provisions of the 1999 Guidelines
(with the exception of its provisions that 
bear directly on Section 21)



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• “The provisions of this Act shall not apply to 
such acts recognizable as the exercise of rights 
under the Copyright Act, the Patent Act, the 
Utility Model Act, the Design Act or the 
Trademark Act.” 



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• When is an exercise of an IP right 
a “legitimate” (exempt) exercise, 
and when is it an illegitimate 
(non-exempt) exercise?



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• The “Confirmation Theory”:
- patent rights are guaranteed rights 

like all other property rights, but
- are subject to the AMA 



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• Section 100 of the AMA provides that, 
for certain AMA offenses, a court may:
- declare that a patent or patent license 

be revoked, 
- following which the JPO shall revoke 

the patent or license



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• AMA violations that may be the basis 
for revocation of a patent or license include 
violations of AMA § 89:
- private or unreasonable restraint of

trade, or 
- substantial restraint of competition

by a trade association



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• AMA violations that may be the basis 
for revocation of a patent or license include
violations of AMA § 90:
- prohibited international agreements
- prohibited acts by trade association



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• Conceptually, enforcement of AMA violations 
against IP rights is consistent with the Patent 
Act’s express grant of authority to the JPO to 
impose compulsory licenses of patents  if 
required by the public interest
(Patent Act § art. 93)



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• The Patent Act grant of authority to impose 
compulsory licenses appears consistent with the 
general provisions of TRIPs art. 31, regarding the 
use of compulsory licenses as a remedy for 
practices that have been determined to be 
anticompetitive by legal process



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• 1999 Guidelines recognize liability for 
monopolization based on the unilateral refusal to 
license, by a patent owner that is a monopolist in 
a relevant market 



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• Mr. Koyanagi will speak to the specific 
application of that provision to patent pools, 
cross-licensing, etc.  



The Evolving View of AMA Limited 
Exemption for Exercise of IP Rights

• It remains unclear how the 1999 Guidelines 
provisions regarding unilateral refusals to license 
may affect the JFTC’s enforcement actions, but it 
would appear to define certain exclusionary 
conduct using IP rights as “illegitimate” 
exercises under Section 21, and thus not exempt 
from the AMA.



Thank you.
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Relationship between IP Acts and 
the Antimonopoly Act in Japan

Section 23 (now 21) of the Antimonopoly Act

“The provisions of this Act shall not apply to such acts 
recognizable as the exercise of rights under the 
Copyright Act, the Patent Act, the Utility Model, the 
Design Act or the Trademark Act.”
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Giudeline for Patent and Know-How 
Licensing Agreement

JFTC published the Giudeline (Feb. 15, 1989)

JFTC revised the Guideline (Jul 30, 1999)
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New Giudeline for Patent and Know-How 
Licensing Agreement (1999)
u The policy on patent licensing agreements under 

Section 23 of the Antimonopoly Act
u The policy on patent and know-how licensing 

agreements from the standpoint of the Antimonopoly 
Act, Section 3 

u The policy on patent and know-how licensing 
agreements from the standpoint of unfair trade 
practice

u The scope of application and the consultation system
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Policy on Patent and Know-How Licensing 
Agreements from Standpoint of 
the Antimonopoly Act, Section 3

Section 3 of the Antimonopoly Act

“No entrepreneur shall effect private monopolization or 
unreasonable restraints of trade.”
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Policy on Patent and Know-How Licensing 
Agreements from Standpoint of
the Antimonopoly Act, Section 3 (Contin.)

u Unreasonable restraints of trade
u cross licensing
u multiple licensing 
u patent pools
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Policy on Patent and Know-How Licensing 
Agreements from Standpoint of
the Antimonopoly Act, Section 3 (Contin.)

u Private monopolies
u patent pools
u accumulation of patents
u restrictions under licensing agreements
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Policy on Patent and Know-How Licensing 
Agreements from Standpoint of Unfair Trade 
Practice

u Newly designated restrictive provisions as 
white ones

u granting licenses separately in categories such manufacturing, 
use and sales with regard to know-how 

u restrictions of geographic region with regard to know-how
u restrictions of R & D activities with third parties in order to 

prevent diversions of know-how
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Policy on Patent and Know-How Licensing 
Agreements from Standpoint of  Unfair 
Trade Practice (Contin.)

u Newly designated restrictive provisions as 
gray ones

u restrictions of geographic regions (where the rights have been 
exhausted but the sales region is restricted)

u obligations not to assert the licensee’s patent rights
u restrictions on maximum production quantity
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Policy on Patent and Know-How Licensing 
Agreements from Standpoint of  Unfair 
Trade Practice (Contin.)
u Restrictive provisions changed from gray to white
u obligation to notify knowledge and experience obtained

u Restrictive provisions changed from black to dark-
gray

u restrictions on use of technology and obligations to pay a 
royalty after expiration of patent rights
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Policy on Patent and Know-How Licensing 
Agreements from Standpoint of  Unfair 
Trade Practice (Contin.)
u Restrictive provisions changed from black to dark-

gray (contin.)

u restrictions on R & D activities 
u obligations to assign rights and grant exclusive 

licenses for improvement inventions
u restrictions on manufacture or use of competing 

goods and on employing  competing technology
u restrictions on sales of competing goods
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The Latest Development

u Report on relationship between technology standard 
and competition policy (July 25, 2001)

u Report on relationship between software and 
antimonopoly act (March 20, 2002)

u Research committee relating to patents and 
competition policy (in progress)
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Report on Relationship between Technology 
Standard and Competition Policy
u Issues before technology standard is established
u Refusal of participation in forum

u Issues after technology standard is established
u Refusal of license
u Refusal of providing technical information
u Royalty
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Report on relationship between software 
and antimonopoly act
u Antimonopoly act and the providing of technical 

information for platform software
u Refusal of providing technical information
u Accumulation of technology

u Antimonopoly act and software licensing agreements
u Restrictions relating to reproduction
u Restrictions on modification
u Prohibitions against reverse engineering
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Research committee relating to patents and 
competition policy in New Fields

u Main points to be considered

u analysis and study of competition policy relating to 
the granting of business method patents and 
biotechnology patents and the exercise of such 
rights 
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Research committee relating to patents and 
competition policy in New Fields (Contin.)

u Obstruction of competition through wrongful 
applications

u Restriction of competition through dependency 
relationship of gene patents

u Reach-through license
u Refusal of license, accumulation of patents, etc., for 

the purpose of stifling R & D
u Financial patents
u Use of patent pools
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Thank you
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Respondents:

• Koninklijke Philips Electronics , 
N.V. (the Netherlands)

• Sony Corporation (Japan)
• Taiyo-Yuden Co., Ltd. (Japan)
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Industry

Information Storage Media 
Production Industry
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Relevant Laws:

• Articles 10(1)(ii)
• 10(1)(iv) 
• 14
of the Fair Trade Law
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Summary
• To facilitate patent licensing to CD-R 

producers around the world, the respondents 
adopted a joint licensing arrangement

• Sony and Taiyo-Yuden first licensed their 
patent rights to Philips 

• Philips bundled the rights together for 
licensing to other companies 
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Issues

• the joint licensing practices were in violation of 
provisions of the Fair Trade Law (FTL) regarding 
concerted actions

• price setting by monopolistic enterprises
• joint licensing caused such important trading 

information as patent terms and contents to be 
unclear and was in violation of provisions of the 
FTL regarding abuse of market position by a 
monopolistic enterprise 
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Investigations of TFTC
• (1)competition relations among 

the respondents:  
• the respondents adopted a joint 

licensing or "patent pool" 
arrangement in which a consensus 
was reached on royalties and 
others 
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Investigations of TFTC

• (2)setting of royalties : 
• respondents possessed an 

overwhelming advantage due to 
the patent technologies owned by 
them and the joint licensing 
practices among them
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Investigations of TFTC
• the licensing agreement stipulated royalties

to be paid as “3 % of the net selling price 
with a minimum of 10 Yen [per licensed 
product].”

• CD-R prices had fallen substantially at the 
time, 10 Yen was obviously the larger 
figure. Hence royalties was up to at least 20 
or 30 % of the selling prices. 
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Investigations of TFTC
• (3) refusal of providing important information :
• such as licensing agreements and others 
• during the process of negotiating, Philips, who 

represented the three above-mentioned companies, 
granted nearly 200 patents to an individual firm. 
Philips did not provide individual patent licensing 
offer; instead, it merely listed the numbers and 
names of the patents at issue in the U.S. and Japan. 
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Grounds for Disposition 
• (1) the respondents' agreement apparently affected 

the market function of supplying and demanding 
for CD-R patent 

• because of concerted act's restricting market 
competition, impeding the functioning of price 
mechanisms and damaging consumer rights and 
interests, the FTL imposes a relatively strict 
prohibition on concerted action 

• The respondents failed to apply to the FTC for an 
exemption 
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Grounds for Disposition 
• (2) the joint licensing agreement among the 

respondents enabled them to obtain an 
overwhelming position in the CD-R patent licensing 
market; hence they constitute monopolistic 
enterprises under Article 5 of the FTL 

• supply and demand in the market had changed, the 
respondents, who maintained their method of 
calculating royalties, and failed to effectively 
respond to changes in supply and demand in the 
market 
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Grounds for Disposition 
• (3) § 10(1)(iv) of the FTL provides that monopolistic 

enterprises shall not abuse their market position by other 
acts

• While refusing to provide the licensees with important 
trading information, Philips demanded that the licensees 
signed the contested licensing agreement, and sought 
payment of royalties 

• the agreement also demanded that the licensees withdraw 
any invalidation actions against the patents at issue 

• Relying on its dominant position Philips obviously 
compelled the licensees to accept the licensing agreement 
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Grounds for Disposition 
• (4)After considering the unlawful acts' impact, as 

well as the respondents' motives for the violation, 
benefits obtained thereby, and considerable 
business scales and prominent market standing, 
the TFTC imposed administrative fines of NT$ 8 
million on Philips, NT$ 4 million on Sony, and 
NT$ 2 million on Taiyo Yuden, and ordered the 
companies to immediately cease the illegal 
practices 
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Japan Fair Trade Commission 2002 Study Group 
 on "Patents in New Areas and Competition Policy" 

 

• Announcement of Study Group (March 22, 2002) 
  

• Minutes of First Meeting (March 27, 2002) 
  

• Minutes of Second Meeting (April 26, 2002) 
  

• Minutes of Third Meeting (May 31, 2002) 
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Re: Study Group concerning Patent in New Area and Competition 
Policy (Interim Translation) 

March 22, 2002 
Japan Fair Trade Commission 

In order to examine the issues of competition policy related to patent in new area such 
as business method patent and biotech patent, JFTC established a study group which 
consists of experts indicated below.  

1. Issues 

As represented by "business method patent" and "biotech patent", scope of the patent 
subject matter has tendency to expand through the advancement of technology and the 
pro-patent policy. The expansion of protection has been also pursued in the area of 
enforcement by the revision of damage compensation system against infringement and 
reinforcement of criminal penalty etc.  

On one hand, patent system plays an important role for facilitating innovations and 
technology competition. On the other hand, however, in case that scope of patent 
protection is too broad, it has a dimension to discourage competitive or posterior R&D 
and to impede the competition of innovation or technology development and the 
dissemination of technologies.  

From the recognition stated above, [the study group] will discuss aspects of the system 
of patent in new area, its administration and its enforcement from the standpoint of 
competition policy. 

2. Members 

See attachment 

[Izumi - Assistant Professor of Tokushima University 
Okada - Assistant Professor of Hitotsubashi University 
Kuranaga - Manager of IP Center of Nippon Telephone and Telegram 
Samejima - Attorney at Law and Patent 
Sumikura - Assistant Professor of Seisaku Kenkyu Graduate University 
Takigawa - Professor of Kansai University 
Tanaka - Assistant Professor of Kobe Gaigo University 
Hinuki - Professor of Hokkaido University 
Hirai - Attorney at Law and Patent 
Yamada - Manger of Legal Division of Dai-Nippon Seiyaku 
Minami - JPO (Observer)] 
 

3. Main Items 
(1) Analysis and discussion of issues regarding grant and exercise of business 
method patent and biotech patent from competition policy perspective 

  
(i) Issues related to grant of patent 
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- Issues concerning broadness of the scope, ambiguity and non-substitutability 
  
(ii) Issues regarding enforcement of the right 
  
- Impediments to R&D incentives created by unjust enforcement 
  
(2) Measures, from competition policy perspective, to respond issues indicated 
above (1) 

  
(i) From Antimonopoly Law perspective 
  
(ii) How the patent system administration should be, etc 
.  

4. Schedule 
 
Starting from Wednesday, March 27 of this year, the group will hold meeting 
approximately once a month. The group plans to produce a report this June. 
 
(Note): Brackets are remarks of translator (Toshiaki Tada) 
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Minutes of 1st Meeting of Study Group 
Concerning Patent in New Area and Competition Policy 

(Interim Translation) 

1. Time/Date: 3:00-5:00 p.m., Wednesday, March 27, 2002 
2. Place: Conference Room 1 of Secretariat of JFTC 
3. Topic: Analysis of current situation as to grant and exercise of business method 

patent and biotech patent 
4. Summaries: [Translations as to logistics of this study group are omitted.]  

Regarding the expansion of the scope of the patent protection 

• With respect to business method patent, I do not have a feeling that subject 
matter of the patent has expanded. Rather, what is happening, I think, is that the 
ideas which had already existed has merely become patent by IT (information 
technology). 
  

• Problem related to the scope of the business method patent protection is not 
whether the scope of the subject matter has expanded, but rather broadness of 
its claims. 
  

• With respect to biotech patents such as gene patents, they are in the line with 
existing subject matter of the patent too. There is doubt whether it can be said 
that scope of the subject matter has been expanded. 
  

• However, with respect to patents related to biotech, there is an aspect that the 
scope of the patent subject matter has broadened after the comparative research 
was conducted by tripartite conference among Japan, U.S. and Europe patent 
specialists. 

Regarding business method patent 

• The substance of the business method patent has not changed from the one 
which we had in the past. However, [the type of applicant has changed: i.e.,] in 
the past, the sellers of systems such as computer manufacturers mainly filed 
patent, but nowadays, providers of the net-business service file [business 
method] patents. 
  

• While the business method patent can be filed by individuals or venture 
cooperation with small investment, there are cases where it can broadly affect 
end-users including consumers. 
  

• With respect to business method patent, due to the small amount of 
accumulation of prior art, broader claims are inevitably granted. In addition, there 
is a possibility that patents that possess ground for invalidation is granted. 
However, I assume that these problems are transitional. 
  

• Although it is said that business method patents possess broader right, it is not 
always true. In addition, since it is easy to circumvent the [patented] technology 
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[with respect to business method], "one-winner" phenomenon is unlikely to 
happen. 

Regarding patents related to biotech 

• Different from machine area, in pharmaceutical area, it is difficult to avoid refusal 
to license by resorting cross-licensing [negotiation] because one or a few patents 
relates to each pharmaceutical. There is a possibility that downstream R&D 
would suffer from tremendous damage if a patent like gene patent, which 
belongs to upstream part of R&D, is acquired and the holder refuses to 
license.(1) 
  

• Cases where a patent has a dependent relationship with the patent that belongs 
to the upstream is especially problematic. In such cases, entities that possess 
dependent patent may be compelled to agree to unwilling [licensing] contract. 
When the license is refused, counter measures such as compulsory license are 
necessary. 
  

• When a patent that is related to research tools is licensed to researchers, cases 
are conceivable where the patent holder request researchers to submit their 
results of R&D. This kind of license agreements is problematic. 
  

• There is an opinion that it is problematic for university to patent its research result 
and license it to a cooperation exclusively. But, since there are areas where 
innovations develop by exclusive licensing [practices], we need to analyze the 
issue area by area according to the technology. 

(Note): Brackets and footnote are remarks of translator (Toshiaki Tada). 
 
1. The words "upstream" and "downstream" is not clear. It can be assumed, however, that 
patent/invention at upstream level means basic, pioneer or master patents/inventions which are 
necessary for improved, posterior inventions to be reduced to practice. Likewise, it can be assumed 
that patent/invention at the downstream level indicates the patent/invention that has dependent 
relationship with the prior basic inventions. 
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Minutes of 2nd Meeting of Study Group 
Concerning Patent in New Area and Competition Policy 

(Interim Translation) 

1. Time/Date: 2:00-4:00 p.m., Friday, April 26, 2002 
2. Place: Conference Room 1 of Secretariat Division of JFTC 
3. Topic: Conceivable issues related to business method patents and biotech 

patents 
4. Summaries: As follows: 

 
Regarding Overall 

• If we conceive, too broadly, the possibility of antimonopoly violation in connection 
with exercise of patent, we make too much interference with business. 
Especially, more attention is required in applying "abuse of dominant bargaining 
position" clause because the violation of this clause tends to be interpreted 
broadly.(1) 

Regarding an excessive issue of patent infringement warning notices 

• In the case where a patent holder issues warnings of patent infringement without 
positive proof, the problem gets more serious when the infringement warning 
notices are issued against not only the alleged infringer but also third parties who 
have transactions with the alleged infringer. 

Regarding technology transfer organization 

• What is Technology transfer organizations to universities is just as what is patent 
divisions to corporations. Technology transfer organizations do not enclose the 
technology transfer business relating research results created by universities or 
do not exclude other entities from transferring technologies produced by 
universities. [Therefore,] the case would be extremely rare where the business 
activities of technology transfer organization raise issues from competition policy 
perspective.  

Regarding compulsory license system 

• In order to facilitate active R&D in genome pharmaceutical area and link it to the 
creation of new medicine, it is important to have prior patent licensed to junior 
applicant [applicant who filed related patent later] under reasonable conditions 
when the later patent is a dependent invention. It is essential to invoke 
compulsory license system for the dependent invention, under section 92 of 
[Japanese] Patent Law, as a remedy, if the negotiation between prior [senior] 
patent holders and posterior [junior] patent holder breaks down.(2) 
  

• Since invocation of compulsory license system has tremendous effect on 
incentive of innovation, it should be limited to the case where substantial issue 
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exists in connection with competition policy.  
  

• Under the Japan-US agreement in 1994, the compulsory license system is not 
supposed to be invoked except for redressing the practice determined to be 
anticompetitive.(3) It is difficult to say that a refusal to license is problematic from 
Antimonopoly Law perspective merely because [the junior patent] is dependent 
invention. 
  

• Though the compulsory license system has never been invoked, the existence of 
compulsory license system itself can be a big weapon for potential licensee for 
negotiations.  
  

• The actual situation of pharmaceutical manufacturers is that they hesitate to 
enter into areas where the issue of dependent relationship between prior 
invention and posterior invention tends to arise. It has some meaning to sort out 
the thoughts [on this issue] from competition policy standpoint before problems 
actually occur.  

Regarding exercise of patent which has ground for invalidation 

• With respect to the exercise of the patent which has an obvious ground for 
invalidation, it is possible to apply Antimonopoly Law and treat it as an abuse of 
right without having trial for invalidation [at JPO]. However, I doubt if this kind of 
case actually occurs. 
  

• When an injunction of [patent] infringement is filed, [the defendant usually] files a 
trial for invalidation [with JPO]. However, ground for invalidation is "gray" [not 
obvious] in most cases. [Accordingly,] in ordinary license business, parties 
negotiate on the premise [that the ground for invalidation is not obvious] and 
settle the case. 
  

• In many cases, the parties are driven by the desire to resolve the dispute without 
bearing costs, rather than the desire to treat the invalid patent as valid one. At 
the stage where invalidity [of the patent] has not yet determined, the cases are 
very limited to which Antimonopoly Law applies.  

(Note): Brackets and footnotes are remarks of translator (Toshiaki Tada) 
 
1. JFTC designates "Abuse of Dominant Bargaining Position" as one of the unfair trade practices. 
JFTC Notificaiton No.15 provides that; "Taking any act specified in one of the following items, unjustly 
in the light of the normal business practices, by making use of one's dominant bargaining position over 
the other party [would constitutes unfair trade practice]: (i) Causing the said party in continuous 
transaction to purchase a commodity or service other than the one involved in the said transaction; (ii) 
Causing the said party in continuous transaction to provide for oneself money, service or other 
economics benefits; (iii) Setting or changing transaction terms in a way disadvantageous to the said 
party; (iv) Other than any act coming under the preceding three items, imposing disadvantage on the 
said party regarding terms or execution of transaction; or (v) Causing a company which is one's other 
transacting party to follow one's officers of the said company…."  
2. Section 92 of Japanese Patent Law provides that a non-exclusive license may be compulsorily 
established by statutory procedure and that arbitration decision of the Commissioner of the JPO as to 
compulsory license may be granted in the case that a patented invention is a dependent invention.  
3. After the U.S. revived the Super 301 of the Trade Act in 1994, the U.S. criticized Japan that its IP 
protection was insufficient. One of the specific critics was against the compulsory license system for 
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dependent inventions. In the same year, Japan and the U.S. entered into an agreement, Section 3 of 
which provided that, on and after July 1, 1995, JPO and USPTO would not grant arbitration decision of 
compulsory license for dependent inventions except for the correction of conduct determined to be 
anticompetitive under judicial/administrative procedure or the permission for public, non-commercial 
use.  
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Minutes of 3rd Meeting of Study Group 
Concerning Patent in New Area and Competition Policy 

(Interim Translation) 

1. Time/Date: 2:00-4:00 p.m., Friday, May 31, 2002 
2. Place: Conference Room 2 of Secretariat Division of JFTC 
3. Topic: Discussion regarding preliminary draft of the report 
4. Summaries:  

(1) Discussion as to the topic above is as follows: 
 
Regarding overall 

• As for the report, it would be better for us to make distinction between the 
problems concerning the patent in new area such as IT (information technology) 
and biotechnology, and the problems which are relating to all patents and which 
have been traditionally indicated. 
  

• Under the Japan-US agreement in 1994, compulsory license system as to 
dependent invention, provided in the Section 92 of Patent Law, is not supposed 
to be invoked except for redressing the practice determined to be 
"anticompetitive." The report will be very valuable if the thoughts of Antimonopoly 
Law on this matter can be sorted out.  

Regarding business method patent 

• Can't we indicate that "doctrine of equivalents" should be prudently applied to the 
patent, such as business method patent, of which claim construction tends to be 
broad? 
  

• With respect to present perception about business method patent, we should 
point out not only the fact that difficulties and adverse effects have not yet been 
actualized, but also a possibility that a patent with extremely broad claim or a 
patent with ground for invalidation may be granted.  

Regarding patent related to biotech 

• Even if there is a dependent relationship between two patents, such as upstream 
gene patent and patent related to downstream R&D, it would be extremely rare 
case where refusal to license the prior application [senior] patent constitutes 
violation of Antimonopoly Law. 
  

• As for the issues from Antimonopoly Law perspective, the problem relating to 
license condition is more general than refusal to license.  
  

• Concerning the use of compulsory license system, it is important to secure 
balance between incentive for prior art development.  
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• The patent pool of biotech patent has an aspect of facilitating technology 
development. [Accordingly,] we should refer more to such aspect.  

(2) Next meeting time/date is from 2:00 p.m., on Tuesday, June 18th.  
 
(Note): A bracket is remark of translator (Toshiaki Tada) 
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                       P R O C E E D I N G S1

        MS. GREENE:  Good morning.  On behalf of the2

Federal Trade Commission and the Department of Justice,3

it's my pleasure to welcome you to the first of two days4

on Federal Circuit jurisprudence.5

        Previously, we discussed how patent law6

implicates a complex cast of institutional characters,7

including the Federal Circuit, the PTO and Congress.8

Today's focus will be primarily on the Federal Circuit's9

affect on the substantive trends and analysis of patent10

law.  Tomorrow, the focus will be largely on antitrust11

law, choice of law and jurisdictional issues.12

        Before moving into the substance of why we're13

here today, let me do some brief introductions.  My name14

is Hillary Greene, and I'm in the General Counsel's15

Office here at the FTC, and the Project Director for16

IP.17

        To my right is Bill Cohen, who is the Assistant18

General Counsel for Policy Studies in the Office of the19

General Counsel.20

        To his right we have Francis Marshall, who's an21

attorney at the U.S. Department of Justice, who's headed22

up their team on these joint hearings.23

        Then to my left we have Ed Polk, whose children24

are safely off to school, and who is an Associate Solicitor25
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for the PTO and who has been a repeat performer.  Thank1

you for joining us again.2

        Obviously, we're all here because of today's3

extraordinary panelists.  Many, if not all of you,4

don't really need an introduction because your5

reputations precede you.  But it's been our sense that6

once we get done with the introductions, the moderators7

lose complete control, so I'm going to just line up all8

the panelists in a row and just run through introducing9

them very briefly.10

        We have Dan Burk, who is Julius E. Davis11

Professor of Law at the University of Minnesota, where12

he holds appointments at both the law school and the13

center for bioethics.  He is an internationally14

prominent authority on the law of IP, specializing in15

areas of cyberlaw and biotechnology.  He teaches courses16

in copyright, patent, biotech law and is the author of17

numerous papers on the legal and societal impact of new18

technologies.19

        Then we have Rochelle Dreyfuss, who is the20

Pauline Newman Professor of Law at New York University.21

Her research and teaching interests include intellectual22

property, privacy and the relationship between science23

and the law.24

        Prior to entering the legal profession, she25
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spent several years as a research chemist.  She is1

currently a member of the National Academy of Sciences2

Committee on Intellectual Property Rights in the3

Knowledge-Based Economy.  Most importantly for my4

completely selfish purposes, she is a consultant to5

the Federal Trade Commission for these hearings.6

        So I think you should work under the assumption7

that if something went well, she might have had8

something to do with it, and if it didn't go well, it's9

because we didn't ask her or we didn't listen, so full10

disclosure.11

        Next we have John Duffy, who is an Associate12

Professor of Law at William & Mary School of Law, where13

he teaches and writes in the fields of patents and14

administrative law.  He is a registered patent attorney15

and he has written a new case book on patent law, we are16

looking forward to seeing it.  It's called Patent Law17

and Policy, and the co-author is Rob Merges.18

        I guess more importantly, you are a brand new19

dad yet again.  So I'm grateful for you joining us.20

        Now, we have, fortunately, Steve Kunin, who we21

didn't think we would get this morning, but we're22

delighted to have.  He's the Deputy Commissioner for23

Patent Examination Policy at the U.S. Patent and24

Trademark Office.  He's served in this capacity since25



7

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

November of 1994.1

        In this capacity, he participates in the2

establishment of patent policy for various patent3

organizations under the Commissioner of Patents,4

including changes in patent practice, revision of the5

Rules of Practice and Procedures, and establishment6

of examination priorities and classification of7

technological arts.8

        Next we have Mike Scherer, who is the Aetna9

Professor Emeritus at the John F. Kennedy School of10

Government at Harvard University.  I'm sure that the11

high point of his distinguished career was from 197412

to '76, when he was here at the FTC as the chief13

economist.14

        Obviously he's done a few other things since15

then, while pursuing his research specialities in16

industrial economics and the economics of technological17

change.  He's written far too many things to mention18

so just let me say this:  When I was trying to convince19

Professor Scherer to join us, I tried to sweet talk him.20

My line was something like:  But you have to come here,21

it's your fault that we're having these hearings.  His22

response was, Don't blame me.23

        So I've gone back, and I've done research, and24

I think, in fact, a lot of the blame does lie with you25
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in terms of creating some of the intellectual foundation,1

which has shaped much of today's inquiry.  Invariably,2

when people talk about seminal pieces dealing with the3

relationship between innovation, IP and competition,4

your works are mentioned.5

        Next, will be Gerry Sobel.  I'm going to hold6

off introducing him until he joins us later today.7

        We also have Herb Wamsley, who has been the8

Executive Director for the Intellectual Property Owners9

Association since 1983.  The IPO is a trade association10

that serves approximately a hundred large companies,11

along with small businesses, universities and individuals12

who own patents, trademarks, copyrights and trade secrets.13

        In 2001 he was named by Legal Times as one of14

the 22 individuals who are making a difference in the15

way intellectual property is protected today.16

        Two things characterize today's panelists.17

Obviously, one is their incredible caliber.  We've18

really gotten the best of the nation's scholars and19

practitioners.  The second thing, what really amazes20

me, is they were all willing to come to Washington,21

D.C., during the summer.  I'm grateful for that.22

        Just let me say that I realize that the trip23

here was not easy for a lot of reasons, ranging from24

having newborn children at home, to people having to cut25
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vacations short, as well as just the rigors of travel,1

so I'm very grateful that you all took the time to be2

here.3

        With it clear that I'm grateful that you all4

are here, let me explain how we want to put you to5

work.6

        We've conducted more than I think it's 30 public7

hearings in the six months since our hearings first8

began back in February.  What we need to do is continue9

on with the process of integrating what we have10

learned, and while that sounds a bit pat, it really11

speaks a lot to what we are seeking today.12

        What we hope to do today is to bring together13

two powerful themes which have been running throughout14

the hearings.  One is looking at sort of the15

institutional dimension, typified by the Federal16

Circuit.  The other of which is the role of social17

science, mainly economics.18

        To grossly oversimplify, what we need to do is19

systematically understand what the Federal Circuit has20

been doing.  By that we mean identify the substantive21

trends, and then we want to normatively assess those22

trends, and economic analysis provides one mechanism23

for doing so, and that's what we have planned just for24

the morning.25
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        Then in the afternoon, we're going to revisit1

these general themes, but within the context of several2

specific examples, and how the development of patent law3

and economic analysis fit together is exemplified by4

questions such as whether the placement and weight, the5

legal presumptions or burdens applied in granting or6

litigating patents, reflects proper assessments of the7

trade-offs that adhere in the patent system.8

        With that as a brief intro, I want to turn the9

floor over to Herb Wamsley, who will give a brief10

presentation laying out some of the trends.11

        MR. WAMSLEY:  Thank you.  I appreciate the12

opportunity to be here.13

        What we're talking about in this session is14

substantive trends and analysis.  I'm going to be15

talking more about trends and less about analysis.  But16

to get things started off, we thought it might be17

helpful to hear my perspective, at least, on what's been18

happening at the Federal Circuit recently.  By recently,19

I'm using the period of about the past five years.20

        I'm not a professor.  I have not written so21

widely as some of the others.  I picked the past five22

years because, in our association, one of my advocations23

is to read all of the Federal Circuit cases as they come24

down and do a very brief one paragraph summary of each25
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case.  I've been doing that for five years, and I have1

read about 750 precedential patent and trademark2

opinions of the Federal Circuit during that time.3

        Looking at those cases, I came up with five4

trends that I would like to go over with you as to what5

I see is happening in the court, in a general way,6

without getting into too many technical details.  The7

first four of those, I will go through pretty quickly.8

The fifth one, I'll talk about a little bit more.9

        The five trends that I have discerned in the10

past five years of Federal Circuit cases are:  One, the11

Federal Circuit has issued more antitrust opinions that12

have attracted attention.  Two, the Federal Circuit has13

attempted to narrow the doctrine of equivalents.  Three,14

the court has published a very large number of opinions15

on patent claim construction.  That has been their most16

popular single topic recently.  Fourth, the court has17

issued fewer fraud and inequitable misconduct opinions18

in the past five years than in the previous times.19

Finally, in a line of recent cases, perhaps still20

emerging, the court appears to be imposing a greater21

evidentiary burden on the U.S. Patent and Trademark22

Office to explain its finding of obviousness.23

        Deputy Commissioner Kunin may have more to talk24

about on that topic and others later, but let me briefly25
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run through the five trends.1

        More antitrust opinions that have attracted2

attention.  Actually, the number of opinions in the3

antitrust area out of the Federal Circuit is a pretty4

small, when you compare it with their patent opinions5

and may be smaller after the very recent by the United6

States Supreme Court in the Holmes Group case having to7

do with jurisdiction, which is more of a topic for8

tomorrow, but the court has decided a number of cases9

that have attracted attention.10

        In '97, they decided the Virginia Panel11

Corporation case, which overruled a lower court finding12

of a Sherman 2 Act violation involving threats to13

enforce a patent.  Also in '97, they decided a case14

having to do with post-sale restrictions and said those15

were not necessarily improper.16

        In '98, they decided en banc the Nobel Pharma17

case, which had to do with choice of law.  In that case18

they also decided, under the facts of that case, that19

bringing a suit on an invalid patent that was invalid20

because of an intentional failure to disclose the best21

mode was not an antitrust violation.22

        In the Bard case, in 1998, they decided that23

there was an antitrust violation in the situation where24

the patent owner had redesigned a biopsy gun to prevent25
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competitors' needles being used with the gun.1

        Finally, it is the last two perhaps that attracted2

the most commentary.  The Intergraph Corporation case in3

1998 overturned a preliminary injunction preventing4

Intel Corporation from cutting off benefits to a5

customer that had sued it for patent infringement.6

The CSU versus Xerox case, decided in 2000, where the7

Federal Circuit, splitting with the 9th Circuit, held8

Xerox Corporation could refuse to sell patented parts9

used in servicing copying machines.10

        The trend there is that, while I'm not sure that11

the number of cases decided in this five-year period12

involving antitrust issues was larger than in some13

earlier five-year periods, these cases attracted more14

attention.15

        The narrowing of the doctrine of equivalents.16

It became apparent, at least as early as 1995, that a17

number of judges on the court felt that the doctrine18

of equivalents in patent cases was out of control.19

They felt that the doctrine was interpreted much too20

broadly.  Some seemed to want to do away with the21

doctrine of equivalents, which has its basis in the22

line of Supreme Court cases.  The 1950 Graver Tank case23

was the one most frequently cited before the recent24

cases.25
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        In the Graver Tank case, it was the function-1

way-result formulation of the test they used.  Basically,2

the cases had decided that if your patent is not3

literally infringed, you can still have an infringement4

under the doctrine of equivalents, if the differences5

between your claim and the accused your device are6

insubstantial.7

        Some of the judges of the court seemed to call8

that law into question in dissenting and concurring9

opinions.  The Hilton Davis case in 1995, a little10

more than five years ago, was an en banc opinion11

with several dissents and concurrences.  That case12

went to the Supreme Court, and it was decided in 199713

under the name of Warner-Jenkinson Corporation v.14

Hilton Davis Chemical Company.  The Supreme Court15

confirmed the continued applicability of the Graver16

Tank case and, in my judgment, provided little new17

guidance.18

        Since the Warner-Jenkinson case by the Supreme19

Court, I believe there has continued to be a trend in20

Federal Circuit opinions to interpret the doctrine of21

equivalents narrowly.  The case that recently has22

received a lot of publicity is the Festo case.  It was23

decided by the Supreme Court this year, overruling the24

Federal Circuit and rejecting the so-called complete bar25
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rule that the Federal Circuit had formulated for a1

situation where the claims of a patent have been amended2

during the prosecution in the Patent and Trademark3

Office.4

        The Supreme Court instead has adopted a rule5

that the patent owner has the burden of proving that the6

amendment made in the Patent and Trademark Office did7

not surrender the full scope of the patent or the claim8

beyond the literal meaning.9

        I believe the Federal Circuit still is intending10

to interpret the doctrine of equivalents narrowly, and11

the very recent Cooper Cameron Corporation case this12

year, they took a strict interpretation of the all13

elements rule.  That's the rule that doesn't allow14

elimination of a claim interpretation entirely when15

applying the doctrine of equivalents.16

        Another important case, again this year, is the17

Johnson & Johnston case.  An en banc opinion by the18

Federal Circuit several weeks ago, in which the court19

held that there is no doctrine of equivalents for20

disclosed but unclaimed subject matter.21

        A third trend is the very large number of22

published opinions on patent claim construction.  Patent23

claim construction, of course, has always been something24

that the Courts have struggled with.  Patent owners and25
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businesses, competitors of patent owners are generally1

seeking certainty.  They're seeking precise information2

on the coverage of patents.3

        I think the trend over the last five years4

started with the Markman decision by the United States5

Supreme Court in '97, in which they affirmed the Federal6

Circuit on the proposition that construction of patent7

claims is exclusively within the province of the court.8

        Since the Markman case in '97, the court seems9

to have made an effort to expound on claim construction10

rules in a large number of precedential opinions.  I've11

seen many opinions where there seems to be nothing else12

about the case that's notable, and perhaps there is no13

new rule of law, but the court has elected to declare14

the opinion a precedential opinion rather than15

unpublished, non-precedential because the opinion goes16

into the facts of the case, explains at some length how17

the Federal Circuit arrived at its construction of the18

patent claims.19

        An important case was the Vitronics case in which20

the court, the Federal Circuit perhaps first laid down21

clearly the rule that in construing the claim, you have22

to look first to the so-called intrinsic evidence.  That23

evidence is the language of the claim itself, the24

specification of the patent, the written description25
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that is, and the prosecution history in the Patent and1

Trademark Office that is of record.  You look at the2

extrinsic evidence only if the intrinsic evidence3

doesn't give you clear guidance.4

        The court, even this year, has continued to5

publish a great many or quite a number of cases6

expounding on claim construction rules.  For example,7

in the Beckson Marine case this year, they dealt with8

the issue of whether limitations from the specification9

patent had been improperly imported into the claim to10

narrow the claim beyond the ordinary language of the11

claim.  This is an issue that's come up in a number of12

cases, and one in which some commentators have said that13

the court has not been entirely consistent.14

        In the Marketing International case, also this15

year, they dealt with the issue of whether a statement16

of intended use in the preamble of the patent claim is a17

limitation in the claim.  In that case, they decided18

that the statement of intended use in the preamble was19

not a limitation that narrowed the claim.20

        Then in the CCS Fitness case this year, they21

dealt with the common issue of whether words in the22

claim are to be given their ordinary meaning or a23

specialized meaning that may be discerned from the24

evidence.  In the CCS Fitness case they were dealing25
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with the claim term "member," and they stressed that a1

term in the claim will be presumed to have its ordinary2

meaning, and that's the rule they followed.3

        There are a number of other cases, but in order4

to keep moving along, my fourth trend, which I don't5

have very much to say about, is that there are fewer6

fraud and inequitable conduct opinions of the court in7

the past five years.  If you go back to the time when8

the Federal Court was created in 1982, allegations of9

fraud and inequitable product in patent cases were10

rampant.11

        The most common type of fact situation in those12

cases would be where the accused infringer alleged that13

the owner of the patent had improperly withheld14

information, relevant prior art, from the Patent and15

Trademark Office during the prosecution of the patent16

application, and because of this inequitable conduct,17

the patent should be held unenforceable.  In one early18

case in the Federal Circuit, the court called the19

allegations of fraud and inequitable conduct a plague on20

the patent system.21

        Many commentators agree it has become a practice22

to include boilerplate allegations of fraud and23

inequitable conduct by defendants in nearly every patent24

infringement case.  Now, the trend that I perceive is25
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that there are noticeably fewer opinions by the Federal1

Circuit in the past five years even dealing with this2

issue.3

        There are still opinions.  For example, in the4

Aptix Corporation case this year, the court, in a split5

panel opinion, decided that fraud by the inventor during6

one patent suit does not render the patent unenforceable7

in other litigation.  They relied on an old Supreme8

Court case in 1933, the Keystone case.9

        In another fraud case this year, Semiconductor10

Energy Laboratory, the court found an inventor guilty of11

inequitable conduct for submitting misleading partial12

translations.  Actually that case, the Semiconductor Energy13

Laboratory case, was in 2000, and there was another case14

this year on misleading partial translations going the15

other way.16

        So the cases are still coming up.  I would17

speculate that the court, over the years, has clarified18

the law as far as the requirements for materiality and19

intent in fraud and inequitable conduct cases, and we20

don't see as many people raising complaints of that21

nature now, and that's not a hot issue.22

        My final trend, the greater evidentiary burden23

on the Patent and Trademark Office to explain findings24

of obviousness.  Now, obviousness, of course, Section25
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103 of the Patent Act is really the heart of the patent1

law, the requirement that if the invention sought to be2

patented is different from the prior art, that you can3

only get a patent if the differences would not be4

obvious to one of ordinary skill in the art.5

        The seminal case is the Graham case, the Graham6

opinion of the Supreme Court in 1966.  The Graham court7

said that decisions on obviousness and nonobviousness8

are to be based on factual findings.  The Supreme Court9

said that the decision maker has to assess the scope and10

content of the prior art, determine the differences11

between the prior art and the claimed invention, and12

assess the level of ordinary skill of those in the art.13

        Now, I'll mention briefly three recent opinions14

of the Court that perhaps are evidence of a trend.  In15

the In re. Kotzab case in 2000, the court overruled the16

U.S. Patent and Trademark Office Board of Appeals in a17

decision where the Board had rejected Kotzab's claims as18

obvious.19

        The invention there was that Kotzab used a20

single temperature sensor to control a number of21

valves.  The prior art showed using more than one22

sensor.  The Patent and Trademark Office rejected the23

claims as obvious.  There was a single piece of prior24

art here.  The Federal Circuit decided that there was25
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not sufficient evidence coming up to the Federal Circuit1

from the PTO of obviousness.2

        They approached the case from the requirement3

that they had enunciated in some earlier cases, that the4

obviousness standard has to include an assessment of5

whether there is a motivation, a motivation to modify6

the prior art reference or references to obtain the7

claimed invention.8

        The requirement for motivation was not new to9

the Kotzab cases.  But, it appeared to me, that this10

perhaps was the beginning of a line of cases requiring11

more specific evidence in the Patent and Trademark12

Office, more specific evidence of what the motivation is13

for combining the references in order to sustain a14

Section 103 obviousness rejection.15

        The next case was the In re. Zurko case, which16

had returned, after being at the Supreme Court, on the17

issue of whether the Federal Circuit was using the18

proper deference standard in deciding appeals to the19

Patent and Trademark Office.20

        Before the Zurko case, which the Supreme Court21

opinion is Dickinson v. Zurko, before that case, the22

Federal Circuit had applied the clearly erroneous test,23

the Supreme Court ruled that the Federal Circuit was24

bound by the Administrative Procedure Act.  The Zurko25
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case then came back to the Federal Circuit.1

        In the meantime in another case, the Federal2

Circuit had decided that they would interpret or that3

they would follow the APA by using a substantial4

evidence test.5

        Now, in the Zurko case, having to do with my6

emerging trend, the question was substantial evidence7

from the Patent and Trademark Office of whether a claim8

for a method of creating a more secure computer9

environment was obvious.10

        There were two prior art references in that11

case.  According to the Federal Circuit, the US PTO12

misread the references, and the Patent and Trademark13

Office Board of Appeals failed to point to concrete14

evidence in the record of any motivation for one skilled15

in the art to combine the references to obtain the16

claimed invention.17

        This year, the very recent In re. Lee case in18

January, similar issue.  Again, the Federal Circuit said19

that the PTO had not provided the necessary evidence of20

motivation.  They rejected the Board's statement that it21

would have been common knowledge and common sense to22

combine the references.  They said that the Patent and23

Trademark Office must set forth the rationale for why24

one would combine references to find the invention25



23

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

obvious.1

        Now, I'm almost at the end of my dissertation.2

Mike, could we have my one slide?3

        The question I raise is:  What is the meaning of4

this trend of requiring of a higher evidentiary bar, if5

you will, requiring more evidence from the Patent and6

Trademark Office, and is that having an affect on the7

Patent and Trademark Office?8

        Now, I don't know if you can all see this slide,9

but I plotted information that I obtained from the10

Patent and Trademark Office on the percentage of cases11

that the Patent and Trademark Office Board is affirming,12

the percentage of cases in which they affirm the13

examiners, over the period from 1980 to 2002, and the14

percentage of cases in which the Board reversed the15

examiner.16

        These numbers don't add up to 100 percent for a17

few reasons, but the lines show a dramatic drop in the18

number of cases in which the PTO Board affirmed the19

examiners, starting in around 1999.20

        Now, does this have anything to do with what's21

going on at the Federal Circuit?  I'll leave that for22

possibly more discussion later in the day, but I think23

there possibly is a connection here between the Federal24

Circuit decisions and what's going on in the Patent and25
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Trademark Office.1

        One possible explanation is that the Board has2

begun applying the higher evidentiary standard of the3

Kotzab, Zurko and Lee cases, the examiners are not4

applying that standard yet, and a lot of them are being5

overruled by the Board.  Very, very few of these cases6

actually go to the court.  It's expensive to take ex7

parte cases to the court.  It's hard to do a meaningful8

statistical analysis of appeals, I think, from the PTO9

to the court.10

        The number of cases at the Board, however, is11

much larger.  We're talking about cases in the thousands12

per year, but there are other explanations.  The Patent13

and Trademark Office has, in recent years, hired a great14

number of new and inexperienced examiners as a result of15

the explosion in patent filings.16

        Of course, there's the question of whether the17

Federal Circuit law is correct, if that is a new line of18

law.  I think there are arguments pro and con there.  By19

raising the evidentiary bar, the Federal Circuit has not20

necessarily made the obvious standard softer or weaker.21

The Federal Circuit perhaps is just trying to require22

the Patent and Trademark Office to put the evidence on23

the record, make a reviewable record, bring more24

certainty to this important decision making in the25
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obviousness area.1

        I won't speculate further on that because I have2

gone over my time.  Thank you for listening to my3

perception of the trends.4

        MS. GREENE:  Thank you very much, and sorry for5

having to start us off a bit late today, so in response6

to your five trends, which thank you very much for laying7

out for us, I know that there's lots of people that have8

lots of comments to make based on them, so I'm just going9

to throw out five general questions, and then I would10

like everybody just to just chime in as they see fit.11

First of which is obviously what, if any, additional12

trends do people want to be note as being most important?13

        You prefaced it by saying you were going to14

focus on the previous five years, and, of course, you15

actually went back further than that.  But I'm curious as16

to whether there are any trends that emerged,17

particularly in the early days of the Federal Circuit,18

that are of particular importance and that we don't want19

to miss?20

        The second question is:  To what extent, if at21

all, are these trends emerging in ways that are, in some22

way, industry specific?  How do you figure in the fact23

that, in theory, you have a one-size-fits-all system24

with the fact that industries have different25
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characteristics?1

        Also, you alluded, at the end, that you had2

some statistics, and you said it's hard sometimes to3

get a full sense of what the statistics reveal because4

there's all kinds of gaps and that type of thing.  So5

I just want to throw out:  How do we know what we know6

in terms of gathering the empirical evidence and what7

can we do to better identify the trends?8

        Lastly, also you alluded to, at the end, the9

institutional dimension that we had touched on briefly10

at the beginning.  You have the PTO and the Federal11

Circuit, and basically I'm just curious as to what is it12

about the institution of the Federal Circuit that13

results in these decisions coming out this way?14

Obviously, we want to focus on the obviousness test when15

discussing that.16

        Any initial comments?17

        PROFESSOR DREYFUSS:  As you see the Federal18

Circuit basically making it easier to get a patent19

because of the changes in the standard of obviousness,20

do you see the court explaining why it's doing what it's21

doing at all?22

        MR. WAMSLEY:  Well, I'm reverting to just being23

another panelist now.  I think in the recent cases, the24

Federal Circuit has put it more in terms of needing to25
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have the evidence in the record.  I don't think the1

court opinions are addressing whether they're trying to2

raise or lower the obviousness standard.3

        MS. DREYFUSS:  I'm thinking about the biotech4

cases rather than the ones that you were talking about,5

the biotech cases.6

        MS. GREENE:  Housekeeping.  If you want to make7

a comment, just turn your table tent up and jump in.8

Steve?9

        MR. KUNIN:  I think Rochelle does raise a good10

point.  One of the clear trends, which I think we do11

see, is as you pointed out, Hillary, that there is a12

tendency to have some industry specific components.13

        It's my observation that what the court has14

done, especially in this interface between 11215

requirements and 103, in the field of biotechnology,16

in particular, what they have done is they've made it17

fairly easy to pass muster under Section 103.18

        A couple cases, I'll name three cases in19

particular, which I think are representative of that20

trend:  the In re. Bard case, In re. Dual and In re.21

Bell, where the requirements for showing obviousness is22

structural similarity as well as motivation.  The reason23

I raise those cases is because our foreign counterparts24

have essentially just the opposite standard of25
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patentability on showing inventive step in those very1

similar type of fact patterns.2

        Conversely, with cases like Fiers vs. Revel,3

Regents of California and Eli Lily, and the most recent4

case, Enzo v. Gen-Probe, the Federal Circuit has5

created a very substantial 112 first paragraph6

requirement, particularly with respect to biotech cases.7

That has created essentially this whole new body of law8

as against original claims and has essentially, I think,9

made it more difficult for applicants, in preparing10

their cases, to meet the requirements of 112 first11

paragraph, whereas on the standard of showing what is12

patentable under Section 103, I think it is easier to13

establish that something is nonobvious, particularly in14

the biotech field.15

        I think we see a clear trend in that area of16

industry specific changes in the standard.17

        MS. GREENE:  Dan?18

        PROFESSOR BURK:  I wanted to follow-up on those19

comments by Rochelle and by Stephen and then come back20

and ask maybe a little bit different question of are21

Herb Wamsley.22

        I think the trends that they're talking about23

are correct.  If you think about it, the Federal Circuit24

has a series of policy levers it can use to modulate25
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the scope of protection for a given industry.  So, as1

Stephen has just described to you, for example, they have2

lowered the bar pretty clearly in biotech for the3

obviousness standard, making it relatively easy to get a4

patent.  At the same time, they seem to be using section5

112 to narrow the ability to get a patent.  So that the6

rule seems to be, in biotech, everybody gets a patent,7

but nobody gets a very broad one.8

        (Discussion off the record.)9

        PROFESSOR BURK:  So the rule seem to be in10

biotech, everybody gets a patent, but no one gets a very11

broad one.12

        In other industries, I'm going to suggest this13

afternoon talking more about 112 the trend seems to be14

different.  I have mentioned in some of these hearings15

before, for example in software, the rule seems to be16

very few people get a patent, but if you get one it's17

an really extremely broad one.18

        We may be identifying a number of these policy19

levers as we're talking here.  They can use the doctrine20

of equivalents to modulate scope.  They can use21

contributory infringement, as Judge Rich pointed out22

many years ago, to modulate the scope of patents.  So23

the question really is, are they using the right tools24

for any given industry for what they're going about doing?25
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        So, I think those comments are correct, and part1

of the inquiry may be, is it good to use 103 in one2

case, or is it better to use 112, or is it better to use3

the doctrine of equivalents, or use something else for4

that given type of technology?5

        The other question that sort of struck me, as6

Herb was talking, and I wonder if he would mention this,7

I'm trying to think back what the five-year cut off8

would be for some cases.  Since one of my current9

obsessions is patent misuse, I'm guessing that you're10

lumping patent misuse cases in with your antitrust11

cases.  Because it seemed to me there was sort of a12

clear hostility to the misuse claim and quibbling away13

at it in the Federal Circuit, if I'm thinking about the14

right five years here.15

        MR. WAMSLEY:  Well, on that, I think several16

commentators have perceived a hostility to the misuse17

claim.  As to whether that is really a difference in law18

or trend in any way or whether it's some dicta that19

appeared in some cases, it was hard to tell.20

        MS. GREENE:  All right.  Glynn?21

        PROFESSOR LUNNEY:  I'm going to be talking this22

afternoon about some of these trends as well, certainly23

on obviousness and some of the other issues.  But let me24

just say that I think everyone agrees that the Federal25
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Circuit -- part of the reason it was created in 1982 was1

to render patents somewhat more enforceable than they2

had been before.3

        I think there was some perceived hostility among4

the circuit courts towards patents.  I think there was5

one circuit that hadn't held a patent valid and upheld a6

patent as valid in something like 50 or 60 years.  So the7

Courts were very suspicious of patents, and the Federal8

Circuit was created, in large part, to replace that9

suspicion with a forum that was at least neutral, if not10

somewhat in favor of patents.  I think the Federal11

Circuit has lived up to that reputation, and we're12

seeing some of that.13

        Now, one of the themes I think that the Federal14

Circuit is trying to pursue in trying to make patents15

less of a monopoly right presumptively and desirable16

and more an ordinary property right is to maybe have a17

system where you have presumptive validity.  So it's18

relatively easy to get a patent for your particular19

invention, whatever you contribute, but the scope of20

the patent is going to be narrow to your contribution.21

So I think that there are themes behind some of these22

trends that we need to be focusing on, and I think23

that may be one of them.24

        MS. GREENE:  It's so nice of you to speak, even25
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though I didn't even bother to introduce you.  Is that1

right?  Glynn Lunney, Professor of Law, Tulane Law2

School.  Anything else you can add?3

        PROFESSOR LUNNEY:  I don't want to give my talk4

away, or else no one will come this afternoon.5

        MS. GREENE:  I'm sorry for skipping over you.6

One of the things that I want to try to do, as we7

keep going, is to sort of tease out, what Herb did was8

very clearly describe what he perceives the trends to9

be.  Then you have a second level of analysis, which10

we're clearly getting into which is to understand the11

trends, which goes to what Rochelle said, which is,12

to what extent is the court articulating the rationale13

behind why they are doing what they are doing.14

        Then we need to get into sort of the third15

level, which would be to normatively assess what we16

think of that.  That's where we're going to try to17

integrate economics and see what that can bring to the18

mix, and on that note, Professor Scherer?19

        PROFESSOR SCHERER:  I guess my formal statement20

will be later in the day, but let me take out a couple21

of pieces from it and give myself more time later on22

perhaps.23

        MS. GREENE:  Absolutely.24

        PROFESSOR SCHERER:  Trends that have happened.25
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One is, statistically it used to be, before the Federal1

Circuit came into existence, about two-thirds of patents2

that were litigated were found either invalid or not3

infringed or both.  Two-thirds of the cases, the patent4

holder lost.  That has nearly reversed since the Federal5

Circuit.6

        Second, the Federal Circuit imposed new7

standards for inferring damages, essentially an8

opportunity cost standard of damages, which has led to9

extremely high damage awards in a substantial number of10

cases.  And, I guess I'll leave this out of my testimony11

this afternoon, but it has made inventing somewhat like12

dancing through a mine field, in which there are so many13

patents out there, and their validity is so uncertain14

and their power is so uncertain, that you run a very15

substantial risk of treading on one and having a leg16

blown off.  This is a detriment to innovation, all17

else equal.18

        Now, why did this happen?  Let me just take one19

other piece out of my testimony.  First of all, I was20

told by a member of the Judiciary Committee Staff at the21

time that the Federal Circuit was created that the22

Congress had no intention, whatsoever, of changing the23

substance of patent law.24

        To be sure, they wanted more equality among the25
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various appellate courts by creating one, but they did1

not have in mind to change the substance of patent law.2

But in creating a court like this, Congress ignored one3

of the best known pieces of wisdom that had been4

accumulated over the years by political scientists:5

        Let me just quote from the classic book by6

Marver Bernstein, Regulating Business by Independent7

Commission, 1955, pages 116 to 117. "While technology is8

often needed for the adjudication of disputes, there are9

grave objections to giving judicial power into the hands10

of specialists, whose outlook is confined to a single11

field.  The worst defect of our domestic tribunals is12

the opportunity they provide for narrow, professional13

instincts and group habits, to insert themselves without14

let or hindrance, and the main disadvantage of such15

tribunals is the domination of the judicial process by16

petty loyalties and outworn traditions, which17

predetermine the conclusion and render an impartial18

investigation impossible."19

        I think that in creating this kind of specialist20

court, Congress ignored this wisdom accumulated by21

political scientists and that led to changes in the22

substance of patent laws that could, I'll comment on this23

more later, be dangerous.24

        MS. GREENE:  Steve?25
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        MR. KUNIN:  While I think you have a nice list1

of questions, I think that we might also, if we have2

the opportunity and the time to do so, want to explore3

a little bit on the subject of judicial activism.4

        MS. GREENE:  Go right ahead.5

        MR. KUNIN:  I think in part and I'll go back to6

Herb's use of referring to a lot of commentary that has7

occurred on the court in the development of some of the8

case law.  I think to follow on what Professor Scherer9

had just said, in terms of the aspect of the expert10

court and what happens with an expert court, speaking a11

little bit parochially, I think we see that there's a12

very great tension between, for example, the Patent and13

Trademark Office and the Federal Circuit on matters of14

appeals because of the fact that you're dealing with15

issues such as deference.16

        You're dealing with issues in terms of17

questions, as Herb was raising, in terms of fact-finding18

and the extent to which you are required, like a19

district court judge, to do express fact-finding by20

having witnesses and developing a record.  Or, whether21

for example, the prior art speaks for itself, together22

with the knowledge and level of skill in the art where23

people, who have at least ordinary skill in the art, are24

able to bring to bear certain amount of official notice25



36

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

in terms of the technical line of reasoning and how things1

work in the real world, and adding that component to any2

kind of documentary evidence when one is doing the fact-3

finding to get, as Herb indicated, the substantial4

evidence requirement met, In re. Guard Side, in order5

for deference to be given on fact-finding.6

        I think what happens, a little bit, is that7

maybe we see a high amount of flipping of decisions,8

either from the Federal Circuit flipping the decision of9

the district court judge or flipping the decision of the10

three judge panel of the Board of Patent Appeals and11

Inferences.  It's interesting, I think, that sometimes12

you have flipping of two kinds.13

        First, it has to do with independent fact-14

finding where the court is acting in the role of a15

district court judge in terms of making its own16

independent findings of fact and not acting strictly as17

an appellate court; and it's done that even with respect18

to cases that have come out of our Board of Patent19

Appeals and Inferences.  I think maybe Ed knows the name20

of the case, I think it's In re. Ruberson which is the21

case where, actually, astonishingly the court went22

out and did its own prior art search at a review of a23

Board decision in making a patentability determination.24

        So you've got that component of the independent25
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fact-finding, and, in fact, I think you have the other1

component, which I think was mentioned by Herb, is maybe2

the Supreme Court got it wrong in Markman, because when3

you make claim construction a matter of law, it seems4

very nice when you're thinking about taking certain5

decisions out of the hands of juries and leaving it in6

the hands of judges.7

        But then if you get into situations where claim8

construction is the name of the game and you don't know9

what the claim means until the Federal Circuit tells you10

what it means, it's, I think, a fairly disruptive11

process in terms of having to get to summary judgment12

and having to get the case in the hands of the Fed13

Circuit to know whether you win or lose.  And it forces,14

I think, a problem from the standpoint of lessening the15

authority of the district court judges.16

        So I think there's probably, within the aspect17

of the trends here is a trend, at least I would put on18

the table for the panelists, as to whether they agree or19

disagree with the fact there seems to be an increased20

judicial activism.21

        MS. GREENE:  Do you have a question?22

        MR. POLK:  No.  Actually Steve took the point I23

was going to raise, and probably getting back to what24

Herb said about the Sang Su Lee case, I agree the25
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Federal Circuit has required a lot more express, on the1

record fact-finding, but the question is:  Is that a wise2

decision as where the Board of Examiner could not take3

their own knowledge and combine it with a piece of prior4

reference and say:  Yes, this is based on my knowledge as5

a skilled artisan.  It would be easy to take this6

reference and combine it to get this particular7

invention that the person is trying to patent.8

        So again the question would be:  Should there be9

some more deference to the knowledge of the examiner of10

the Board without having to go find the prior reference11

that says something that they would already know in and12

of itself?13

        MR. COHEN:  Ed, just a reminder to Ed and14

everybody else to speak into the mikes for the benefit15

of our transcript.16

        MS. GREENE:  Glynn?17

        PROFESSOR LUNNEY:  I was just going to make the18

point when we're talking about judicial activism, that I19

think there's also a distinct trend of the Federal20

Circuit seeing itself as perhaps somewhat less21

restrained by Supreme Court decision-making than the22

other circuit courts around the country.23

        I think stakes were set fairly in the evolution24

from Parker v. Fluke to Diamond v. Deere.  The Federal25
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Circuit seems to have the sense that if it just sticks1

with a position long enough, the Supreme Court will2

eventually tire of taking cases on cert. and reversing3

summarily, and will finally decide that -- maybe4

the Federal Circuit wasn't so wrong to begin with.5

        So we've seen a lot of decisions recently where6

the Federal Circuit has been reversed by the Supreme7

Court.  And I think there's a real question of how8

willing or, certainly I don't think there's any9

eagerness on the part of the Federal Circuit, but10

whether there's even a willingness to actually implement11

the Supreme Court's directive according to not only its12

strict holding but the spirit as well.13

        MS. GREENE:  Dan?14

        PROFESSOR BURK:  There's a lot on the table.  I15

wanted to, I guess, start by going back to the earlier16

discussion about the Federal Circuit as having been17

given this mandate to sort of either improve patent law18

or harmonize patent law.  That's certainly the19

conventional wisdom, and Rochelle wrote the classic20

article many years ago about the dangers of specialty21

courts.22

        It's an evolving institution, and it's a23

maturing institution, and it's not entirely clear to me24

that what we might have said 10 or 15 years ago about25
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the court is necessarily true today.1

        Certainly, the judges that I've talked to don't2

like to see themselves as specialists, and they'll3

quickly remind you of all the other things that the4

Federal Circuit does besides patent law.  There's5

been a fair amount of personnel turnover on the court,6

and the newer judges are not necessarily from the7

culture of the patent bar.8

        So if you look particularly at some of the9

empirical work that's been done, looking at Federal10

Circuit decisions, in fact by Mark Lemley and John11

Allison, it may not necessarily be true, sort of our12

conventional view of the Federal Circuit and the judges13

in the Federal Circuit, as to how they're going to14

decide things today as opposed to say 20 years ago.  So15

that's something we might question or something we might16

think about a little bit.17

        To the extent that they do have this feeling18

that they need to harmonize or uphold patents, if you're19

in that position and you're aware that you're creating20

this mine field that Professor Scherer was talking21

about, one of the things that you might think about is:22

Well, if I have to create more patents or uphold more23

patents, how can I do that without creating such a24

dangerous mine field or stifling innovation?25
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        That brings me back to your comment about1

different industries, whether you can use different2

policy levers and different industries to either make3

the mines less explosive or space them farther apart or4

otherwise adapt what you feel you've been asked to do to5

a particular industry, which is part of the reason I6

asked about misuse.  Because at the same time as we've7

seen the sort of whittling away of patent misuse in the8

Federal Circuit, there's been a renaissance of misuse in9

the other circuits with regard to copyright law to10

apparently cut back on certain trends and expansion of11

copyright.12

        If we're not using misuse as a policy lever to13

do that in patent law anymore, which was done for14

many years, then what's playing in that role -- if15

anything?  Is some other policy lever used to play16

that role?  So, that's another thing we might think17

about.18

        Finally, this question about claims19

interpretation.  One of the things that struck me for20

many years is the, I guess, very underdeveloped, almost21

naive analysis and approach to claims interpretation22

and patent law as opposed to other types of textual23

interpretation of the law.24

        There's very robust case law and very robust25
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analysis of interpretation of contracts, interpretation1

of statutes.  I get a lot of this from my colleagues at2

University of Minnesota, like Dan Farber, who are very3

involved in constitutional interpretation, and we4

haven't had much of that in patent law, and we haven't5

drawn on that body of experience in patent law.6

        I think it may partly be because we haven't had7

sort of a unified court we could look at.  It seems sort8

of easy to do this for constitutional law because you9

sort of look at the Supreme Court and say, Well, what10

does Justice Scalia do, what does Justice Breyer do and11

so on.12

        For a long time we couldn't do that in patent13

law.  Now we have a unified court, and we're beginning14

to see the beginning of emergence of not only this trend15

towards articulating some ideas about patent16

interpretation but also some analysis.  People like17

Craig Nard and John Thomas here at Georgetown University18

are starting to think about, Well, what are the19

predilections of certain judges on the Federal Circuit20

towards interpretation?  What kind of canons of21

construction are being used and what type of22

interpretive methods are being used?23

        So I think that's still in its infancy, but I24

think Herb's right, we're beginning to see more of that25
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from the court.  I think we'll see that develop, and1

that seems to me to be a positive thing actually because2

we've been sort of doing it for a long time without3

thinking about it very much or articulating what we were4

doing, and I think it's good to have it out in the open.5

        MS. GREENE:  John?6

        PROFESSOR DUFFY:  Yes.  I just wanted to say one7

of the key questions I think was identified by Professor8

Scherer, which is the question of whether the court does9

suffer from some sort of institutional bias?  Indeed,10

that actually made it into the Supreme Court.  The11

concurring opinion of Justice Stevens actually talked12

about the new rule of jurisdiction as perhaps actually13

serving as a salutary check on an institutional bias in14

the Federal Circuit.15

        I think that there's something to be said about16

that, but there's also something else that's going on17

here because a lot of what we're talking about this18

morning or one of the trends that was identified by Herb19

Wamsley is that the PTO is getting reversed.  The PTO is20

a specialized agency.  If you believe in the theory21

of agency capture, which is the theory, which has22

generally agency capture has been brought out against23

specialized agencies like the ICC, the former ICC, the24

FCC.25
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        You would think that a court would be less1

likely to be captured, perhaps.  Because the judges there2

are insulated much more completely from political3

influence and from further career aspirations.  Maybe4

that's not true, but you would at least the PTO to be5

captured too.  Sorry Mr. Steve Kunin, but, at least under6

the theory, you would expect that the PTO would be7

captured.  And here we have the PTO trying to deny8

applicant patents and the Federal Circuit reversing, so9

I think maybe something else is going on there.10

        Part of it might be an accretion of power11

towards the Federal Circuit.  If you look at the Markman12

decision and you look at the decisions, a lot of what13

the Federal Circuit is trying to do is turn a lot of14

issues into legal issues, which, of course, then get de15

novo review at the Federal Circuit.  Strengthening16

record requirements at the PTO also pushes decisional17

power up to the Federal Circuit, which might be, I18

think, part of a more subtle bias of a specialized19

appellate court.20

        The other trend, you asked about trends that we21

should consider here.  I think it is important to look,22

not just at the Federal Circuit, but at the Federal23

Circuit's relationship to the Supreme Court.24

        In the first decade of the Federal Circuit's25
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existence, depending upon how you count decisions, there1

were either two or three cases, depending upon what you2

count as a patent case, that the Supreme Court granted3

cert. on, and one of those was summarily reversed, which4

means that there was no argument, no oral argument in the5

case.  It was just done on the cert. petition, highly6

unusual thing for the Supreme Court to do, and they7

basically said to the Federal Circuit:  We're not sure8

what you did, go back and take a look at this.  So,9

anyway, two to three cases.10

        In the next decade, there were 9 to 10 cases,11

again depending on how you actually count what12

constitutes a patent case, and in the last term, there13

were three cases.14

        So in fact we've seen an acceleration of Supreme15

Court review over this.  I actually think the Supreme16

Court is getting back into the business of the patent.17

If you look at the cases that the Supreme Court is18

taking, they often deal with process issues.  It's not19

just like Markman where you're dealing with the20

allocation of power between judges and juries.21

        It's not just Zurko, which explicitly deals with22

the allocation of power between the PTO and the standard23

of review that will be used for the Federal Circuit.  It24

also includes all the doctrine of equivalents cases, too,25



46

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

I think, which really do deal with the allocation of power1

ultimately between a jury -- which gets much more freedom2

than doctrine of equivalents cases -- and the courts,3

meaning especially the Federal Circuit, which get more4

power in literal infringement interpretation issues.5

        So, I think that this is a very significant trend,6

and it remains to be seen how the Supreme Court is going7

to -- or how the relationship between the Supreme Court,8

a generalist entity -- is going to play out with the9

Federal Circuit.  But, I think the Supreme Court is10

actually taking more attention.11

        In some of the comments I'll have later, I'll12

actually suggest areas where I think the Supreme13

Court's jurisdiction could be successfully invoked and14

usefully invoked, too.15

        MS. GREENE:  Why don't we turn to Rochelle, and16

then we'll have Professor Scherer give his presentation.17

        PROFESSOR DREYFUSS:  I want to endorse the18

previous comment.  I think it is very important to ask19

the question:  why does the Federal Circuit seem to be20

suffering some of these specialization problems?  And it21

is important to separate courts from Commissions because22

there is not the revolving door problem.23

        The people who are appointed in the first place24

do not necessarily have the same kind of expertise or25
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sort of industry expertise.  They come from a variety of1

walks of life, but there are problems with2

specialization.  I think it is worth pointing out how3

the problems that might be there play out in the cases4

because that's how you could correct the problem.5

        One, I think, is this notion of not seeing the6

area of patent law in a broader context.  I think7

part of what Dan Burk was asking about misuse and this8

trend about the antitrust cases really shows you that9

the Federal Circuit isn't really seeing patent law as10

part of a whole panoply of tools that are used to11

promote innovation.  So, that sort of contextual problem,12

I think, is something that needs to be thought about.13

        The second is the problem of the self-14

consciousness about adjudication.  I think because the15

court very rarely has to justify itself to its sister16

regional circuits, there is less of a tendency to17

explain what it's doing.  It says what it's doing, but18

it doesn't explain what it's doing.  So we've got lots of19

theories about what's going on, public policy levers and20

stuff like that.  That's great.  And if the court were21

really doing that.  Then we could debate the question of22

whether, as Dan said, they're using the right policy lever23

for the right industry, but they don't ever talk about it.24

        Other courts have to talk about it because25
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they're in an interchange.  Maybe John's right that1

as the Supreme Court starts granting cert. on more2

issues, including more substantive issues, they'll feel3

the need to do that even without having the kind of4

percolation and cross pollination from other courts.5

        But I doubt it.  I think it's very hard to have to6

explain yourself or very unlikely that you're going to7

explain yourself if you don't have other courts to do it.8

        I think there's an interesting little irony that9

came up.  Here we have the Federal Circuit saying that10

the PTO has to provide more evidence of what they're11

doing and, yet, the Federal Circuit itself takes judicial12

notice of anything it feels like taking judicial notice13

of.  So there's a certain lack of self-consciousness in14

the way that they're thinking about their decisions and15

also a lack of self-consciousness in the way that they16

think about how their decisions impact the lower courts.17

        So you see a lot of courts of appeals actually18

thinking about the question:  How is this decision going19

to play out at trial?  You rarely see the Federal20

Circuit doing that.  That might, in part, have to do21

with the fact that there is no hierarchically related22

court, so there aren't judges in the elevator saying,23

Hey, this Markman thing is a real problem, why don't you24

take interlocutory appeal on some of these issues?25
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Because they don't see trial courts the way that other1

courts of appeals do, so I think lack of self-2

consciousness.3

        The third thing is kind of out of the4

mainstream.  I mean, they are not in sort of the5

mainstream of thinking about issues of law.  I thought6

the remedies point that Mike made was such an important7

point, I really never thought about the fact that the8

Federal Circuit almost never talks about these remedy9

questions.10

        Rite-Hite had a whole huge en banc on it, and11

you have seen very little repercussions of all of those12

questions coming through the court.  Yet, remedies is13

a big issue in a lot of areas.  Other Courts talk about14

remedies all the time.  And here the Federal Circuit has15

rarely done it.16

        The language interpretation point I thought also17

was an important point, but notice who Dan was quoting18

as talking about language, Craig Nard, other law19

professors, not the Federal Circuit itself.  Whereas in20

other courts, again, the courts themselves talk about21

these questions, cite to things that deal with these22

issues of plain meaning, legislative intent.  All of23

those questions do come up in other circuits, and this24

court rarely mentions them.25
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        Having academia do it is great, but having the1

court do it is a lot more important.2

        MS. GREENE:  Professor Scherer?3

        PROFESSOR SCHERER:  Could we take a three-minute4

break before we start?5

        MS. GREENE:  We can take a five-minute break.6

        PROFESSOR SCHERER:  All I want is three.7

                         (Whereupon, a brief recess was8

                         taken.)9

        MS. GREENE:  We're going to start up again.10

Dan, until they fix your mike, you're just going to have11

to yell.  Let's proceed with Professor Scherer.  Thank12

you.13

        PROFESSOR SCHERER:  Thank you.  Being at these14

hearings reminds me of the testimony of Judge Learned15

Hand before the Senate's O'Mahoney committee hearings in16

1956.  Let me quote Judge Hand:17

        "You can find -- I have been at the job nearly18

fifty years -- there are two schools, and the one school19

beats the air and says without the patent system, the20

whole of American industry would never have been21

developed.... and the other says it is nothing but a22

beastly method..... No one really knows.  Each side is23

beating the air."24

        I, too, have been at the job nearly 50 years,25
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having written my senior thesis at the University of1

Michigan in 1954 on the atomic energy patent laws.  What2

I want to say first is that a lot has changed since the3

O'Mahoney committee hearings took place during the late4

1950s.  We know infinitely more about the patent5

system's operation now than we did a half-century ago.6

We don't have to beat the air anymore.7

        But something else has changed.  Congress has8

become much less responsive to the emerging knowledge9

about the patent system.  It has had nothing like the10

O'Mahoney committee hearings since then.  But, despite11

closing its ears to what we have learned, it has passed12

important legislation affecting the patent system, and13

the Courts have done similarly.14

        So let me try to summarize.  What have we actually15

learned?  Let me hit some of the highlights.16

        Perhaps most important, a solid body of17

evidence, based on five major surveys, has accumulated,18

showing that patent protection is unnecessary and19

unimportant as an incentive to investment in 20

corporate research and development in a wide-array 21

of cases.22

        Alternative stimuli to such investment are:  the23

natural time lag an innovator enjoys, the brand image24

advantage firms known as innovators enjoy.  This is a25
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phenomena first illuminated by Federal Trade Commission1

researchers Ron Bond and David Lean in 1977.  A third2

stimulus is the possibility of keeping important deals3

of an innovation secret; a fourth, the need for4

imitators to invest nearly as much in R&D as the first5

mover; the fifth and very, very important emphasized in6

the new book by William Bavmol, among others, the fact7

that in many oligopolistic industries, firms find8

themselves on the treadmill.  They must either innovate9

or lose ground.  A final, not the only one, but my10

final stimulus is the advantages firms with well-11

established marketing channels have over rivals who12

are less well-positioned.13

        This does not mean that non-patent stimuli are14

always sufficient to induce investment.  We have also15

identified cases in which the protection of patents is16

important to investment in research and development.17

The most important such case occurs when required R&D18

outlays are high relative to the size of the potential19

market, but imitation can be quick and easy, that is,20

with imitator R&D costs much lower than those incurred21

by the innovator.22

        The classic examples are pharmaceuticals, with23

their huge clinical testing costs, and perhaps also24

software.  Although it must be recognized that much25
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software innovation does not require huge R&D costs, and1

many software innovators are willing to write programs2

for the sheer creative joy of the activity.3

        Patent protection may also be important to4

small, new firms without reliable internal cash flow and5

lacking well-developed channels of distribution.  Much6

of the American economy's recent dynamism is7

attributable to such newcomer enterprises.  Although it8

must be recognized that the successful ones, the9

minority, one in five, one in ten, morph rapidly into10

the kind of larger enterprise that must innovate or11

atrophy even without patent protection.12

        We know from reading the weekly Patent Gazette13

and from research by Cecil Quillen who's here, among14

others, that the inventive content of the average U.S.15

patent is quite low.  Much lower, it would appear from16

Cecil's work, than the quality of comparable German17

patents.18

        To see how standards have been relaxed, I would19

recommend as remedial reading the letters indexed under20

the word "patents" by the first U.S. patent examiner,21

Thomas Jefferson.  Those letters, especially those to22

Oliver Evans, can be found in the Jefferson encyclopedia.23

You would see Jefferson imposed a high standard of24

invention.25
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        There's no recognition, whatsoever, in patent1

law of a large body of social science research that2

shows that under certain conditions, inventions become3

literally inevitable.  Indeed, if opposite, the law has4

gone off in a direction contrary to this insight over5

obviousness.  That is to say, an index of inventiveness6

is viewed as the fact that an invention has commercial7

value.  When it has commercial value, that's a stimulus8

to inventors, and sooner or later they're going to9

invent with or without the patent.10

        We know that -- and I'm repeating now a point I11

made earlier, and I'll just shorten it -- the consequences12

of infringing a patent that is determined to be valid have13

skyrocketed, increasing substantially the risks of14

bringing a new product to market.15

        We know that innovation has become more complex16

and more science-based and that the time lags between17

basic discovery and practical implementation have18

shortened.  Therefore, the sequencing of patented19

inventions over time, what Suzanne Scotchmer has called20

the standing on giants' shoulders phenomenon, has21

accrued much greater importance than it had in the past.22

        In particular, one or more early basic patents23

can retard or bar innovation by a downstream inventor or24

developer, slowing down the pace of technological25
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advance, instead of accelerating it, as was the original1

intent of patent systems.  Those are some things we2

know.3

        The FTC is to be commended for holding these4

hearings, which should make it clear what is known about5

the patent system's functioning.  The question remains,6

What next?  Let me make a few suggestions.7

        First, it would be useful for the FTC to8

exercise its traditional sunlight role, which is the9

reason why President Wilson recommended its creation in10

the first place, informing Congress of what it has11

learned through this investigation.  That will require12

some lobbying.  You have to induce Congress to open its13

ears, but I think the Commission is capable of doing14

that.15

        Second, I do not believe it is possible without16

significant procedural changes to upgrade the quality of17

the average issued patent.  To move in that direction, I18

strongly recommend that Congress enact into law an19

opposition system that will allow those who have better20

information than Patent Office examiners to challenge21

patents at an early, pre-litigation stage, that is to22

say, shortly after publication of application for those23

applications now subject to publication, shortly after24

issue for the remainder.25
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        Congress should address explicitly the1

court-made law encompassed by the doctrine of2

equivalents.  That's a very technical subject, and I'll3

just leave it at that.  A lot is happening, as we've4

seen, with the Supreme Court entering into the picture.5

        A particularly pressing problem is the6

possibility that technological progress can be impeded7

when one patent, or a whole cluster of patents, perhaps8

held by different assignees, are essential precursors to9

the commercialization of a technology.  I have analyzed10

such cases at length in my paper, "The Economics of11

Human Genome Patents," of which the Commission staff12

has a copy.13

        Stalemates can develop in such cases in two14

ways.  First, when a basic patent has little commercial15

value in its own right, for example, a sequence of the16

human genome, but can block a downstream's commercial17

innovation, bargaining stalemates can emerge.18

Especially, as my recent research with Dietmar Harhoff19

and others has shown, when technological and especially20

market uncertainty leads to widely varying estimates of21

the upstream blocking patent's value.22

        Second, many inventions may depend upon numerous23

upstream patents, each of whose assignees attempts to24

collect his or her little royalty.  The problem here is25
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like the problem Germany faced during the 18th and early1

19th Century, when dozens of robber-barons attempted to2

collect tolls on passage along the Rhine River past3

their particular collection points.4

        This sounds like a trivial little instance, but5

as a matter of fact, as a result of the pyramided tolls,6

passage through the Rhine was severely impeded, holding7

back the economic development of Germany until the8

logjam was cleared away by a treaty in 1831.  It's from9

that period on that German economic development starts10

and the opening up of the Rhine was a major contributor.11

        To break such patent logjams, compulsory12

arbitration provisions should be provided in the patent13

law, to be invoked when negotiations over patent14

licenses are stalemated for more than six months.  The15

law should specify that the benefit of the doubt is to be16

resolved in favor of rapid technological progress17

with no more than reasonable compensation to be paid.18

        These days at least, since many blocking patents19

stem from basic research supported by federal government20

funds, the law should specify that in breaking any such21

blockages, the prior role of public funds should be22

given heavy emphasis in the determination of appropriate23

compensation.24

        Finally, the Federal Trade Commission can25
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contribute to minimizing such blockages on a case-by-1

case basis.  The consent settlement reached in the Intel2

case is one example, and I might note that the3

Commission, in this instance, proceeded in a quite4

different way than the appellate court for the Federal5

Circuit proceeded in the Intergraph case.6

        Intergraph's case, viewed in a narrow way, was a7

bad case.  It should have been thrown out, even though8

Intergraph has been shown since then to hold patents for9

which Intel appears to have been willing to pay about10

$170 million.  But it's clear in the semiconductor11

industry that there were huge blockages of patents that12

were retarding innovation, and the FTC's settlement of13

that case opened up the way to continuing innovation,14

without giving special preference to one powerful firm.15

        The required licensing of key biotech patents in16

the settlement of the Ciba-Geigy-Sandoz merger filing is17

another example of what the FTC can do to prevent18

logjams.19

        Well, these are some ideas I have, and with20

that, I'll conclude my formal testimony.21

        MS. GREENE:  Thank you very much.  I greatly22

appreciate that and you've put a lot on the table.23

You've discussed this before and your articulation24

previously was -- you talked about this gulf between25
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the analytical findings between social science and1

policy-making.2

        So I'm curious as to what do we do now to reduce3

that gulf further, and what are the biggest4

impediments?5

        PROFESSOR SCHERER:  By we, you mean the Federal6

Trade Commission?7

        MS. GREENE:  For starters, yes.8

        PROFESSOR SCHERER:  Yeah.  The FTC has great9

respect on Capitol Hill.  And it also has people that10

know how to talk to the members of staff on Capitol11

Hill and get their interest.  It should make clear12

that it has useful things to say to the Congress and13

try to get some hearings started, like those that the14

O'Mahoney Committee held in the late 1950s.15

        Those hearings produced a set of documents roughly16

a foot wide on a shelf of books -- the state of17

the art was very primitive now.  You, the FTC, have to18

get Congress to open up its ears and listen to the19

problems.20

        MS. GREENE:  Fantastic.  One other idea 21

I'll just throw out that's been mentioned in other 22

sessions is the role of the agencies and amicus 23

briefs, so I'll just add that to the mix and turn 24

to Glynn.25
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        PROFESSOR LUNNEY:  I wanted to open up sort of1

an avenue of discussion generally with a specific2

question about one of your proposals about compulsory3

arbitration, either under the FTC or outside, within the4

formal structure of the patent law itself.  I wanted you5

to address, if you could, whether you thought that would6

be consistent with the provision Article 31 of the7

TRIPS Accord, limiting the situations where compulsory8

licenses are available.  I think the semiconductor9

industry is excluded altogether from a compulsory10

license provision under Article 31 of TRIPS.  Then if11

you can maybe address a little more generally how we've12

ceded perhaps a bit of our own jurisdiction within the13

United States by virtue of this and other treaties in14

terms of modifying the patent law as we see fit, and15

if you think there are any potential issues there we16

need to focus on. 17

        PROFESSOR SCHERER:  Actually, I had Article 3118

in mind when I made this suggestion.  My suggestion19

is not quite the same as Article 31, because Article 3120

allows a government to mandate licensing when21

negotiations have stalemated.22

        My proposal would go more broadly and allow23

private parties to ask for arbitration when negotiations24

have stalemated.  So what I have suggested goes beyond25
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Article 31 of TRIPS but certainly was influenced by the1

fact that it exists.2

        There is an extension also to Article 31 when3

it's a matter of national interest, a national health4

emergency, for example, the failure of negotiations5

clause can be waived, and this is the kind of situation6

into which a government agency could intervene and7

indeed has recently in the Cipro case.8

        We were threatening to invoke Article 31 of9

TRIPS to get Bayer to make available either larger10

quantities of Cipro at lower prices in response to the11

Anthrax scare, or to take on additional licensees who12

could increase what appeared to be a restricted supply.13

        Using TRIPS Accord generally, I really run into14

difficulties here because I become a two armed15

economist, on the one hand and on the other hand.16

This is real torture.  We're worried about the high prices17

of pharmaceuticals.18

        On the one hand, the federal government has the19

power to invoke compulsory licensing in national health20

emergency cases, and it could use that power.21

        On the other hand, I'm very well aware that the22

flow of profits into the drug industry, the more profits23

flow in, the more R&D you get, and the more new drug24

chemical and biological entities you have coming out of25
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this horn of plenty.  These two directions are1

conflicting with one another.2

        All I can say is one needs to do it carefully3

and judiciously.4

        MS. GREENE:  Rochelle?5

        MS. DREYFUSS:  I was struck by your point about6

stacking patents and questions of uncertainty in7

evaluating upstream patents.  Everybody has said that8

that's a problem from a theoretical viewpoint.  Becky9

Eisenberg has some anecdotal evidence that it's a10

problem, but every social scientist that's actually11

looked for examples of it has run into a wall.12

         Wesley Cohen tried to do a study.  I think13

he started off thinking this was a problem, and he14

was just going to document the size of it.  He couldn't15

find the problem, and I'm curious whether you have any16

theories on why it is that people are having such a hard17

time actually finding this problem in the genetics area?18

        PROFESSOR SCHERER:  In the genetics area19

specifically?20

        PROFESSOR DREYFUSS:  That's what people have been21

specifically looking for.  Wesley Cohen and a couple of22

other people also, Dan might know, have really been looking23

to try to evaluate it, scope it out and figure out exactly24

where it's happening.  Individual people will say, yes, who25
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are having problems, but nobody has been able to document1

it.2

        PROFESSOR SCHERER:  Well, in genetics3

specifically, I guess there are two answers.  Number 1,4

a lot of the basic patents in this area are held by5

universities.  Those universities have fairly strong6

incentives to see their essentially still not-yet-useful7

patented technology get into commercial utilization.8

        They do that sometimes through nonexclusive9

licenses.  There were several hundred licenses of the10

Cohen-Bayer patents issued.  They do it in a lot of11

cases through exclusive licenses.  The new -- I take the12

drug, I can't think of its name now -- but the anti-13

inflammatory, the Vioxin like drugs.  The basic patents14

on those drugs are held by the University of Rochester15

which has then licensed them out and is taking substantial16

royalties. 17

        So there are incentives for the upstream patent18

holders to reach deals.  They're perhaps more inclined to19

strike a deal than the private holder may be.  So that's20

one answer.21

        The second answer is, my daughter is a22

microbiologist, and running her labs costs an awful lot23

of money because she is paying toll to the owners of a24

lot of upstream method patents and vector patents, and25
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so the cost of the research she does are increased.  The1

people are quite willing to license her, either sell the2

stuff to her at high prices or license it to her at a3

price.  But there is a price, and that price does, I4

don't know how much, but it does slow down biological5

research.6

        MS. GREENE:  Herb?7

        MR. WAMSLEY:  I would like to comment on two or8

three of the points that Mike made.9

        First of all, on the O'Mahoney hearings long10

ago, I'm almost old enough to have been there for those,11

but I have seen the voluminous records of those hearings12

and the very scholarly nature of them and the great13

amount of statistical evidence that was brought forth.14

        I think that the Congress does deal with15

intellectual property matters in a different way today.16

Clearly times have changed I think as you indicated, but I17

think today, one thing that has changed is that there's18

a great deal more lobbying by the private sector19

interests on intellectual property issues than I believe20

was the case at the time of the O'Mahoney hearings, and21

I'll review that I represent those interests or some of22

them.23

        I think the way it works today, Congress often24

makes changes in intellectual property law that are25
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urged on by those who are doing the lobbying, and that1

gets to what kind of changes they've been making.2

Generally speaking, they've been strengthening IP3

protection, including patent protection, over the last4

decade or two in response to the lobbying.5

        I think that's because many of the companies and6

the industries who are doing the lobbying perceive that7

stronger patent rights are in their economic interest,8

and with respect to compulsory licensing, of course, the9

drug industry and other industries, who are doing the10

lobbying, don't perceive that compulsory licensing would11

be in their interest.12

        Now, on the question of patent oppositions that13

you mentioned -- which is something that is under more14

discussion right now, I believe, in Congress and the15

government and the industry than it has been in several16

years -- there appears to be a lot of support for that.17

Various degrees of various kinds of opposition bills are18

now pending in Congress.19

        There's one bill that has been already passed by20

both Houses of Congress in different forms and could21

become law this year that could have a noticeable affect22

on the Court of Appeals for the Federal Circuit, getting23

back to the heart of what we're discussing today, and24

that bill that may pass creates a right of appeal to the25
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Federal Circuit and the inter partes option proceedings1

that were set up in '99 under the American Inventors2

Protection Act.3

        If we have these appeals going to the Federal4

Circuit by opposers of patents, people who are not5

asking the Federal Circuit to approve the patent but6

people who are asking the Federal Circuit to invalidate7

the patent, you may see a substantial number of those8

appeals that may give the Federal Circuit more exposure9

to a different set of customers, if you will, that they10

don't hear quite so much today.  That could have an11

effect perhaps on the Federal Circuit.12

        Now, finally, we talked about mine fields that13

are out there and all the patents that are being issued,14

all the narrow patents.  I think you can find quite a15

bit of support for that among companies that are large16

patent holders today because those companies that are large17

patent holders are also manufacturers.  They18

tend to look at the patenting system from both sides,19

depending on the situation they're in.20

        So I think you can find a lot of agreement about21

too many patent mine fields being out there.  I think22

it's a subject for a lot of discussion as to how much23

the Federal Circuit has had to do with cleaning those24

mine fields.  There are so many other factors.25
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        There's the Patent and Trademark Office, my good1

friend Steve Kunin, who has the responsibility for2

issuing the patents.  There are many things that can be3

done in the way of better training, more resources at the4

Patent and Trademark Office, improvements in5

legislation, and so I would say, Mike, you've covered6

some very important issues.  I don't think the Federal7

Circuit necessarily has been responsible for some of the8

things.9

        PROFESSOR SCHERER:  Let me just address two of10

those points.  First lobbying in Washington?  I feel11

like the French police commissioner in Casablanca, I'm12

shocked, shocked, shocked.13

        Oliver Evans, two and a half centuries ago,14

inventor Oliver Evans had Thomas Jefferson's ear.  15

He was lobbying Jefferson, but Jefferson didn't 16

take any guff.  He was his own man.  He made 17

an independent judgment on the claims that Oliver 18

Evans was presenting. I think we need somehow to get 19

some balance here.20

        Let me give an example.  I was working for21

Pfizer back in the late 1950s and following things very22

closely.  At that time, the Department of Defense was23

procuring large quantities of tetracycline and other24

drugs from Italian vendors, using its right to25
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essentially ignore the patents existing on those drugs1

and getting a lower price.2

        All of a sudden it stopped, and I had wondered3

for decades why it did stop.  A little bit of research4

finally gave me the answer.  Proceeding through several5

different statutes, I finally found that there had been6

an appropriations or foreign aid act amendment put on7

saying that, from now on, the government will not buy8

any drugs in contravention of existing U.S. patents.9

        How did it get there?  It was introduced as an10

amendment by a congressman from Indianapolis, one that11

you might call the Eli Lilly amendment, in House of12

Representatives that seemed to have about 30 people on13

the floor at the time.  There was just a tiny bit of14

debate.  The conference committee didn't address the15

issue.  All of a sudden the basic national policy16

gets changed in an extremely obscure way, unless you17

track what actually happened. 18

        Now, on opposition, let me give another19

anecdote.  I worked for Dell Computer about a decade20

ago.  Texas Instruments had succeeded against several21

smaller firms and was now going on to Dell, which they 22

thought was a weak firm, but they made a mistake.  Dell23

mounted a substantial opposition effort when Texas24

Instruments claimed that Dell was infringing a submarine25
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patent that Texas Instruments had received that defined1

the concept of a personal computer.  That patent had2

been issued and gone through the process.3

        What Dell, by investing a substantial amount of4

money, found was that two years before Texas Instruments5

filed its patent, which covered the basic concept of a6

personal computer, an electronics engineer had filed a7

full description of this same invention in an8

electronics industry magazine.9

        Now, there's almost no way a patent examiner10

under the existing system is going to know about that11

prior literature unless the patent applicant is stupid12

enough to put that prior reference to the literature in13

the patent specifications.  But, when you have an14

opposition procedure, those people who have information15

that is not within the domain of the patent examiner16

will bring that information forward and get the job done17

properly.18

        That's where I think its great possibilities19

lie.20

        MS. GREENE:  Steve?21

        MR. KUNIN:  I had a couple of comments,22

principally directed to some of the points that23

Professor Scherer made and also to follow on with some24

of the observations on Herb Wamsley's comments.25
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        I'm sure many of you are quite aware that at the1

early part of last month, we published our 21st Century2

strategic plan.  one component of that strategic plan3

is our intent to introduce, in the next Congress, a4

piece of legislation to establish a post-grant review5

system.6

        We also believe that the current post-grant7

system that exists, principally the inter partes8

reexamination system that was created in the American9

Vendors Protection Act, since we've only had four10

requests filed under that act, shows that it does have11

as many probably traps in it as any other kind of mine12

field that makes it somewhat unappetizing to use.13

        I would observe, however, that under the14

American Inventors Protection Act, in the area dealing15

with 18-month publication, Congress did look at the16

question of pre-grant opposition and specifically chose17

to legislate against pre-grant opposition after 18

publication.19

        I believe that history has shown, in other20

countries that had pre-grant opposition, that it was a21

form of applicant harassment.  Especially in an22

environment where patent term adjustment is available23

for delays in the grant of the patent, that it, I think,24

produces the most undesirable outcomes in terms of25
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harassing applicants.  Then, even if they survive the1

harassment, they end up with very long patents, 25, 302

year, 35 year, 40 year patents, which I don't think is3

good for society.4

        As far as the aspect of patents, more patents,5

there are many elements in our 21st Century6

strategic plan, which we believe, should we get the7

resources to be able to implement them, will8

substantially enhance the ability of us to issue quality9

patents in a timely manner.10

        There's a large number of initiatives dealing11

with the quality of the people hired, their training,12

development, supervision, review of cases and the like.13

We do believe that that is important consideration14

in terms of having more reliable patents, regardless of15

how many do get granted in any particular year.16

        The final point that I would like to make is17

that it's interesting from the standpoint of quality and18

standards of patentability that, unlike the European 19

Patent Office, where there is no right to judicial20

review of decisions from the EPO.  In the EPO,21

essentially the examiner's decision can be appealed to22

a Technical Board of Appeals, and in a very unusual23

circumstance, there's an enlarged board that might24

reconsider the Technical Board's decision, but after25
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that, you're just out of luck.1

        I mean, basically if the EPO says it doesn't2

like your application, you don't get a patent.3

Whereas, in the United States, as you've seen from4

the perspective of Herb's chart, you get this kind of5

ripple effect where if the Fed Circuit says that won't6

pass muster, then the Board adopts that standard, and7

they apply to the Examiner's cases, and then you have8

that ripple effect from the standpoint of impact on9

standard of patentability.10

        I think there's an interesting aspect going back11

to the kind of authority that we have.  Certainly the12

Federal Circuit in the Merck v. Kessler case 13

has indicated that Congress has not given the 14

Patent and Trademark Office substantive rulemaking15

authority.  We only have interpretive rulemaking 16

authority.17

        So, for example, we can't write a standard for18

determining whether the nonobviousness standard has been19

met.  Writing that kind of rule, which in essence says: 20

This is must you do to satisfy the requirement for21

patentability under nonobviousness, is a substantial22

rulemaking type of authority, which would be under23

notice and comment type of rulemaking, but we don't have24

that kind of authority.25
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        In fact, what we can do is write procedural1

rules, and what we also do is we use notice and comment2

for producing what we call examination guidelines.3

Of course it's interesting when we produce examination4

guidelines is that sometimes the court decides that when5

they like them, they use them as part of the reasons for6

deciding a case.  Sometimes the court decides that since7

they don't have force and effective law, they can ignore8

them.  Sometimes the court, in a majority and a9

dissenting view, both take the guidelines and select10

different parts of our guidelines to support their11

position.12

        So, in essence, I think getting back to sort of13

this increased certainty, if Congress perhaps were to14

give the Patent and Trademark Office substantive15

rulemaking authority and we were to exercise that16

appropriately, I think that also would have a17

substantial impact on standard setting, norm setting and18

the implications of what happens in terms of the number19

and breadth of patents that issue.20

        MS. GREEN:  Yes.21

        PROFESSOR SCHERER:  Let me just say one word22

about opposition in foreign jurisdictions.  Germany, for23

example, has an opposition system, and Dietmar Harhoff,24

Katrin Vopel and I have done a study of a large number,25
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about a thousand, German patents.  We have determined1

the economic value of each one, and then we have found,2

in subsequent analyses, that the single most powerful3

explainer of a patent's value is the fact, if true, that4

the patent has come successfully through a patent5

opposition procedure.6

        Now, what is that statistical result telling7

us?  It's telling us, first of all, that the oppositions8

are focused on the potentially economically important9

patents.  You don't oppose every patent.  You oppose10

only those patents that are going to be economically11

important.  Number 2, it's telling us that once a12

patent has successfully gone through opposition, it has,13

in effect, reached the gold standard.  It now does14

exactly what patents are supposed to do, exclude15

competitors from imitating the invention.16

        MS. GREENE:  I'm trying to tie in all of our17

themes of the economic analysis and the trends in the18

Federal Circuit.  I actually wanted to reintroduce a19

quote that Rochelle Dreyfuss had written a half a dozen20

years ago.  "Despite the fact that economics is equally21

pertinent to patent law," and she's referring to in22

contrast to antitrust law, "the judges of the Federal23

Circuit, with some exceptions, have displayed little24

inclination to keep abreast of developments in economic25



75

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

theory."1

        I was curious as to whether or not that remains2

equally as true today?3

        PROFESSOR DREYFUSS:  I'm being called on?4

        MS. GREENE:  No, you haven't been called on.5

What was I thinking?6

        PROFESSOR DREYFUSS:  At the time that I wrote7

that article, I did what Herb did, which was read every8

single case that came out in the first ten years.  I9

have not done that in the last ten years.  I did it for10

about two more years.11

        MS. GREENE:  You had other things to do, right?12

        PROFESSOR DREYFUSS:  Yes, so I think it's a13

really interesting question of how much the Federal14

Circuit really is keeping abreast of those things.15

        I've been trying to nail down the question of16

how much the Federal Circuit relies on non-case law17

things, law review articles and such.  The anecdotal18

evidence is that they're not looking at that stuff very19

much.  I'm having a hard time trying to actually do it20

empirically, although we talked about this, I've been21

trying.22

        The raw numbers look like they don't look at23

this kind of material very much, and from time to time24

the Federal Circuit Judges have said that they don't25
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understand why people cite this material.  They're just1

citing cases.  They're not making policy, which goes2

into my point of sort of this lack of self-consciousness3

about the role of courts and what courts do.4

        So my guess is it hasn't changed very much, but5

Herb can probably speak to it more because he actually6

has read the cases.7

        MR. WAMSLEY:  Reading them was one thing.8

Remembering them all is another.  I think that in recent9

cases you don't see many citations to things other than10

court cases.  You don't see many citations to economic11

journals, law review articles or whatever.12

        At the risk of pronouncing another trend, I13

think there probably has been a trend toward shorter14

opinions by the Federal Circuit in the last five years.15

At the time when the Federal Circuit was established,16

and Chief Judge Markey was a dominant figure who was17

writing a lot of lengthy opinions, maybe not citing18

things other than case law so much, but certainly in19

lengthy citation filled cases opinions expounding on the20

broad areas of law, going way beyond what needed to be21

decided.22

        Now, this perceived trend toward shorter23

opinions today could be bad or good.  We don't know 24

what the court is reading because they aren't telling 25
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us if they're reading things beyond what they're 1

citing.2

        On the other hand, the courts I believe are3

doing a good job today of deciding the cases quickly.4

They have a lot of cases, and they publish more than, I5

think, about a 120 precedential patent and trademark6

cases today, not counting all their other jurisdiction.7

And, the average case right now is being decided in less8

than a year.9

        MS. GREENE:  It seems that what we're seeing10

then emerging is the trend, to use that loaded word,11

that there's not a lot of nor does there seem to be an12

increasing amount of sort of self-conscious inclusion of13

economic analysis within the Federal Circuit.  So here we14

are, in theory we can then impose some kind of economic15

analysis on what is being done, even if that is not16

explicitly taken in account by the court.17

        I'm just curious, in setting up for the18

afternoon session, what are the limitations of imposing19

that kind of critique on the court's decisions and what20

are potential pitfalls.  Dan is smirking.21

        PROFESSOR BURK:  I just remembered, and I'm sure22

Professor Scherer knows the old story about the drunk23

searching for his car keys under the street light, and24

someone comes along and says, Can I help you?  They25
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look for awhile, and they don't find the car keys, he1

says, well, can you remember sort of where you lost2

them?  He said, yes, down the street.  Then he says,3

Well, why are you looking here?  And he says, Because4

the light is better.5

        PROFESSOR SCHERER:  That's no drunk.  That's a6

drunk economist.7

        PROFESSOR BURK:  Exactly.  Over the years, I'm8

actually looking at something right now:  when you9

have something that's not traded in markets so you can't10

really look at how people value it by the price they pay11

to market, you go to other sorts of attempts to measure12

it like contingent valuation and so on.  Economists will13

tell you, and we all agree that economics just kind of14

breaks down because we don't really know how people15

value that.  We don't really know what kind of policy we16

ought to have for that.17

        So one of the clear limitations is if what18

you're looking at isn't traded in a market and you're19

going to try and measure what it is worth some other20

way, most of what we have right now in terms of economic21

theory is not going to be terribly helpful.  If it is 22

traded in market, then I'm as much an amateur economist23

as any law professor.  But a lot of things we're probably24

going to want to think about are not going to be25
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necessarily amenable to the kinds of analysis that are1

readily available.2

        MR. SOBEL:  I would like to take a step back to3

earlier discussion.4

        MS. GREENE:  Absolutely.  Hello, Gerry.  How are5

you?6

        MR. SOBEL:  Hi.  How are you doing?7

        MS. GREENE:  We now have been joined by our last8

panelist, Gerry Sobel, who cut short his vacation to9

join us and I'm grateful.  I'll just say real fast10

before your comment:  chairman of the patent group at11

Kaye Scholer and a partner in the litigation12

department.  He's tried and litigated many complex cases13

in over 30 years of practice.14

        What can I say, lots of landmark jury trials,15

member of the Advisory Committee of the Engelberg IP16

Institute at NYU and an Adjunct Associate Professor.17

        Yes, your comment.18

        MR. SOBEL:  I didn't think my comment was going19

to elicit that very kind introduction.20

        You asked about the extent of economic analysis21

in Federal Circuit cases, and why don't I say what I've22

observed is there, and we can decide later if that's23

economic analysis.24

        What is there is a discussion, and I've written25
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a little bit about this and hope to speak a little bit1

about it this afternoon, is an assessment of what's good2

for competitors and to that extent what's good for3

competition and discussion of the notice function of4

patents.  For example, to make it easier for competitors5

to design around if they know the precise boundaries,6

the idea goes they can operate very close to the lawful7

scope of the patent.8

        And there's discussion, a little bit of9

discussion, not much, of the incentive to invent that10

the patent reward provides.  In Festo, where each judge11

almost wrote his own opinion, there was more discussion12

than unusual of this kind of thing.  Some of the13

judges said:  Well, we like the idea that competitors is14

the better word, that competitors can design around more15

easily and they'll operate in places where they16

wouldn't, for example, if the doctrine of equivalents in17

that case was more obscure, more uncertain.18

        Other judges said:  Well, we'll be deterring19

innovation.  The most ambitious opinion in this20

regard was from Judge Newman where she did look at the 21

economic literature, but the economic literature that22

exists is approximately what is in Mike's book, and it23

says approximately -- well, innovation is a great24

thing.  Robert Solo got the Nobel Prize for his paper25
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showing that innovation is the most important source of1

growth, contrary to what had been believed about2

intensifying capital and using less labor, but that's3

old news, and then it's improved on that.  It doesn't4

go much beyond that, and you won't find that except from5

Judge Newman.  So that is where it stands.6

        The Supreme Court, I might say, when it got the7

issue pointed out that the Supreme Court itself had8

always preferred the incentive to invent in considering9

the doctrine of equivalents rather than insisting on a10

literal reading of claims which would be better for11

competitors, and it comes back to that in Festo, but12

very cryptically and says:  We're not going to abolish13

the doctrine of equivalents because we still think it's14

a good thing in terms of the incentive to invent and the15

patent award that promotes that, to have some protection16

-- it didn't use this word, some protection of the essence17

of the invention of substance over form and then it18

proceeded, and we can discuss this later, to circumscribe19

the doctrine of equivalents any way.20

        The Supreme Court's reference to competition was21

a paragraph or two, and I don't remember any citation of22

economic papers.23

        MS. GREENE:  Dan?24

        PROFESSOR BURK:  I should qualify this by saying25
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that I'm like Rochelle, I have not done a systematic1

reading of the last five years of cases the way that2

Gerry has or I mean that Herb has.3

        I see the kinds of things that are being talked4

about.  The references in Federal Circuit cases that I5

have looked at to inventing around an innovation, but it6

all seems to be folk wisdom, with the notable exception7

of Judge Newman, who takes an active interest in the8

outside literature.9

        So my sense is that this is not sort of looking10

at the growing by even empirical evidence or looking at11

the sort of rigorous theoretical models that are12

available.  To the extent there is a concern about this,13

it seems to be, as I say, folk wisdom.14

        The real cipher here is, of course, the clerks15

because the majority of federal judges and probably16

state judges sort of rely on the revolving door of17

clerks coming out of law school to bring new ideas into18

their chambers.  I have to assume some of that is19

going on law in the Federal Circuit, but if the Judges20

aren't receptive to what the clerks are bringing in, 21

then it may never appear in opinions.22

        So maybe what we really need to do is take a23

poll of Federal Circuit clerks to see what they're24

bringing in to chambers.25
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        MS. GREENE:  Rochelle?1

        PROFESSOR DREYFUSS:  Just to add on to Gerry's2

discussion of Festo, what's interesting with the 3

Supreme Court opinion is the Supreme Court does not use4

economic evidence, but they do think about linguistics.5

They talk about how language is used and what's the 6

capacity of language to capture actual meaning, and 7

that's actually a really stark contrast to the Federal8

Circuit.9

        With all of those opinions in Festo, there was10

very little discussion of what we can really expect11

people to be able to talk about, their cutting edge12

technology at the time that they apply for their patent13

and capture that in language.  So it's a different social14

science, and do you call linguistics social science, but15

it's a different field, which the Federal Circuit is16

also apparently ignoring.17

        It's useful I think to compare what the Federal18

Circuit is doing to the odd case that Judge Posner19

decides or Judge Easterbrook decides, and they don't get20

a lot of patent cases anymore, but Easterbrook in21

particular has sat as a district court judge a few22

times.  You see immediately in those cases, I don't23

actually agree with a lot of what they do, but an24

attempt to bring economic analysis to it, so I think25
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there's sort of a useful analogy there or useful1

comparison there on what's going on.2

        Dan just made a point, what did you say at the3

end?4

        PROFESSOR BURK:  Something about maybe we need5

to poll federal clerks.6

        PROFESSOR DREYFUSS:  Yes, I think there's7

another body of crowd that needs to be looked at, and8

that's the bar.  I think that the Supreme Court tends to9

look at things that the lawyers in the case tell them to10

look at.  Maybe it's the law clerks that are doing it11

first, but the law clerks aren't sort of finding12

things.  They're just looking at what is cited in the13

briefs.14

        I have a feeling that the briefs of the Federal15

Circuit cases aren't providing this material.  I have16

not done that study.  It would be useful to do it, but I17

don't think you see it even in the briefs.  If that's18

because the Federal Circuit isn't amenable to it and so19

it's a waste of time to put it into your brief or20

whether it's not in the briefs, therefore, the Federal21

Circuit is not looking at it -- is sort of this22

chicken and egg problem, but I think it's also in the23

way that these cases are framed for the court.24

        MS. GREENE:  Glynn?25
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        PROFESSOR LUNNEY:  I actually was going to make1

a very similar point.  Maybe I'll expand on Rochelle's2

point about what's in the briefs I think is incredibly3

important.  I think that for an attorney who gets a4

case and has a relatively short time to actually brief a5

case and a rather severe page limitation -- to actually6

go into detail into the economics, having litigated many7

or a fair number of cases myself, it's just impossible.8

        Indeed, it makes your case look weaker because9

if the judge pens up the case and the brief and the10

first thing they see is some discussion of the economics11

literature, they'll think:  Well, this person has no case12

law support, so they clearly had to resort to the last13

refuge of the desperate, which is the economics14

literature.15

        I think that's a very serious consideration.16

It's in part why an executive branch body, whether it be17

the PTO, the Department of Justice or the Federal Trade18

Commission, with better access to longer hearings, with19

voluminous transcripts, might be the better forum for a20

kind of discussion of the economics than some sort of21

policy recommendation, whether that be a study that22

then could be cited, an authoritative study, some sort23

of policy decision. 24

        I'm familiar with the Merck case that Steve25
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Kunin mentioned.  Actually I was one of the litigators1

in that case.  But I actually think that that does leave2

some room for to the PTO still to get some deference on3

certain issues, including issues that might be4

considered issues of law.5

        That is a more hospitable forum for the6

economics than the case law.  I agree with you that7

if you look at those briefs, certainly the briefs that I8

wrote when I was ligating and that the other sides9

wrote, you won't see a lot of the citations.  Maybe10

antitrust is a very, I think, rare area because there11

are few decided cases.  Cases decided tend to be rare,12

and everybody knows that there are very few constraints13

of statute, very few limitations, and the judges really14

are policy makers.15

        The last point I'll just say is that, of course,16

it is actually a good thing that the judge's instincts17

are not to look too much at the economics literature18

because they're not experts in economics.  Judge Posner19

and Judge Easterbrook are exceptions to the rule, and I20

think that actually a court, as an institution, would21

have a great deal of problem actually understanding the22

economics literature in the time frame that cases are23

brought before it and in the adversary context.24

        MS. GREENE:  Well, it seems that the gulf25



87

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

between analytical findings and policy making that1

Professor Scherer pointed out continues to exist.  I2

hope that we've begun to tease out some of the contours3

of why that gulf exists as an institutional matter.4

This afternoon we're going to look at ways in which,5

perhaps, we can begin to bridge that gulf within specific6

contexts.  What we'll do now is actually break for7

lunch, and then we will resume at 1:30 p.m.8

(Whereupon, a lunch recess was9

taken at 12:05 p.m.)10
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                    AFTERNOON SESSION1

                   (Resumed at 1:30 p.m.)2

3
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P R O C E E D I N G S1

        MR. COHEN:  I assume we'll be joined by2

everybody as we move forward.3

        This morning our discussion was designed to be4

fairly global in nature.  We heard discussion regarding5

some of the overall trends in Federal Circuit6

jurisprudence, and we considered, in general terms, the7

extent that economic and policy considerations have8

played in the Federal Circuit's thinking.9

        This afternoon what we'll do is we're going to10

shift from the general to the specific.  And what I would11

like to do is proceed factor by factor through some of12

the key patentability criteria to see where the Federal13

Circuit has taken the doctrines and where economic14

policy considerations might suggest possibilities for15

further development.16

        We'll devote most of our time to obviousness,17

description and enablement, claim interpretation and18

equivalents, and I would hope at the end to pick up some19

of your thoughts on the Federal Circuit's role in20

shaping some of the evidentiary practices, the clear and21

convincing evidence standard and perhaps the patent22

applicant's duty of candor.23

        We have the good fortune to have retained the24

same set of panelists -- although they're not all seated25
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at the moment -- who participated in our morning session,1

and that permits me to jump right in without further2

introductions.3

        I think that Herb this morning referred to 4

Section 103 and its obviousness inquiry as "the heart of5

patent law," so let's begin by going right to that6

heart.  We're going to start with two presentations7

focusing on the obviousness inquiry.8

        Let's start with Glynn Lunney, author of an9

intriguing article on the topic, that he will help lead10

us through with the magic of some slides.11

        PROFESSOR LUNNEY:  Thank you.  My name is Glynn12

Lunney.  This discussion today is based largely on an13

article, "E-Obviousness," that I presented at George14

Washington University a couple years ago.  It's in15

published form at the Michigan Journal of16

Telecommunications and Technology.17

        It concerned, at the time I initially presented18

it, principally the obviousness issue, where is it,19

where did it start, where are we now and why are we20

there.  And what I'm going to do in the presentation is,21

I hope, try to walk through all three of the issues that22

Hillary has identified for us today, that is, what are23

the trends in the area, give a positive or descriptive24

account of why the trends are what they are, what has25
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the Federal Circuit done, and then third try to give an1

economic analysis that may cast a light on whether we're2

at the right place on the obviousness issue.3

        The first thing I did in setting up the 4

presentation is I went back through patent cases for the5

last 60 years, not all of them but a lot of them, and6

came across different issues to try and get a sense for7

how patent jurisprudence has changed at the appellate8

level.9

        This quote is something I came across in that10

research, and it's something certainly that suggests11

what a lot of current commentators and attorneys feel12

has become the Federal Circuit's practice.  "Appealing13

from a decree adjudging the patent valid, but not14

infringed, plaintiffs are here... [complaining] of the15

decree as another in that long and growing list of judgments16

in patent infringement suits which, finding the patent17

valid but not infringed, keep the promise of the patent18

to the ear while they break it to the hope...."19

        Certainly one theme that emerged from my20

research is that the Federal Circuit seems to have a21

strong presumption that a patent is going to be valid22

but has a very narrow infringement doctrine, so it was23

interesting to me that I found this not in a Federal24

Circuit case but in a Fifth Circuit case from 1946.25
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        I think that it's a useful reminder that not1

everything that we think of as new is necessarily new.2

These may be cycles that we've seen before, issues that3

we've seen before, and so certainly it bears looking at4

how things have gone, not only over the last four or5

five years, but over the last 50 to 60 years.6

        So I looked at cases, taking six time periods7

from the pre-Federal-Circuit era.  You can see on the8

slide they start in 1944 and then range up until9

1981-'82.  I realize, of course, that the Federal10

Circuit was created in 1982, but it didn't actually11

start rendering any patent infringement decisions until12

1983 and really got into the groove in 1984.13

        So we have six time periods from 1982 and before,14

the pre-Federal-Circuit era, and then five time periods15

from 1984 on, where I read all of the cases involving16

litigated patents.  These are infringement cases.  So17

not appeals from USPTO denials.  Moreover, they're18

utility patents, so anything about plants or designs19

has been excluded.20

        This is what I found.  In the pre-Federal-21

Circuit era, patents were held invalid, where invalidity22

was addressed in the opinion at the appellate level,23

between say 46 and 62 percent of the time.24

        Now, keep in mind that these are appealed cases,25
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and there's a self-selection bias that's going on.  Not1

many patent attorneys are going to take cases on appeal2

where they're certain to lose.  Not many patent3

attorneys are going to take appeals where they're 4

certain to win.  You would expect in those cases some5

type of settlement to be reached.6

        So you would expect this number to hover around7

50 percent.  And then after the Federal Circuit came on8

board, we have a range in 1984-'85, starting about 409

percent and falling off sharply in '94-'95, only 2510

percent in that year held invalid, up to 62 percent in11

'96-'97 and then going from there.12

        I went ahead and averaged the numbers for the13

samples I chose.  On average 56 percent of the patents14

were held invalid before the advent of the Federal15

Circuit in the time period I looked at; after the16

Federal Circuit came on board, about 49 percent.17

        Now, this doesn't really tell us very much about18

patent litigation, as I said, because you can expect19

patent attorneys to decide to take patent appeals only20

in close cases or typically only in close cases.  We21

should expect about a 50 percent validity rate, and22

that's about what we get.  The 56 percent is plus or23

minus essentially indistinguishable, statistically24

indistinguishable from the 49 percent.25
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        One thing that was interesting to me here is1

that a second thing we're looking for in patent2

litigation is certainty.  We want parties to be able to3

predict how the court is going to come out based upon 4

the legal rules, and there's a lot more variability in5

the outcomes in the post-Federal-Circuit era.  In the6

pre-Federal-Circuit era, the invalidity rate ranged from7

46 to 62 percent, so plus or minus 10 percent of the8

average.9

        In contrast in the post-Federal-Circuit era it10

ranged from 25 percent to 62 percent, plus or minus 2411

percent from the average, so a lot more variability12

suggests a lot less predictability.  Part of that may be13

a new court, but I think part of that is something more.14

        The second issue I wanted to look at is what15

role does obviousness play.  It's been described as the16

heart of the patent system in one sense, the real bar,17

if you will, in terms of getting a patent.18

        In the pre-Federal-Circuit era, that was clearly19

true.  Between 66 and 80 percent of those patents that20

were held invalid were held invalid because of21

obviousness.  In contrast in the Federal Circuit era,22

only between 20 and 50 percent of those patents held23

invalid were held invalid because of obviousness.24

        So this is not telling us about the pro-patent25
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bias of the Federal Circuit or anything of that sort.1

These are the patents that were held invalid, how2

important was obviousness as a means for invalidating3

the patent?  Its importance is certainly diminished,4

dropping from an average of roughly 73 percent in the5

pre-Federal-Circuit era as a basis for holding a patent6

invalid to 33 percent, after the advent of the Federal7

Circuit.8

        Moreover, this doesn't really tell the whole9

story because in the pre-Federal-Circuit era, another10

thing that became clear was invalidity was almost always11

addressed.  If you look at the number of cases in which12

invalidity was not addressed in the pre-Federal-Circuit13

era, let me just skip over to the averages slide here,14

roughly 20 percent of the cases did not address validity15

at all.16

        There were a couple reasons that came to light17

for this.  First, sometimes a defendant chose not to18

challenge the validity of the patent for some reason or19

another, admitted its validity.  Second, sometimes it20

was an appellate reversal of a summary judgment, and the21

court said something, "Well, there are fact issues with22

regard to validity," reversed the summary judgment, but23

did not itself rule on the validity of the patent.24

        Third, in some of the cases, the court said25
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"Well, it's so clearly non-infringing that we won't1

bother to discuss the validity of the patent," but that2

was a fairly rare result.  Only 20 percent of the cases,3

for all of those various reasons, was invalidity not4

addressed.5

        In contrast, with the advent of the Federal6

Circuit, that average shot up quite high.  In 60 percent7

of the appellate cases that were decided since 1984 for8

the sample periods I looked at, invalidity was simply9

not addressed, and the predominant reason among that was10

because the patent was found to be not infringed as a11

matter of law.12

        So those were my initial results.  So the question13

came to mind, Well, why has obviousness diminished and14

why is invalidity not being addressed in the cases?  And15

in thinking about that, some of the reasons are clear.16

In terms of the obviousness standard itself, the Federal17

Circuit has certainly changed that in two important18

respects:  One, increasing the importance of so-called19

secondary considerations, or as the Federal Circuit20

prefers, objective evidence of non-obviousness, and21

second, it's changed the rules with respect to22

combination patents, requiring some suggestion or23

motivation in the prior art for combining elements from24

different prior art before you can find a patent to be25
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invalid because of obviousness.1

        Those two doctrinal changes have certainly been2

important, but I think something more is going on, and3

what I have called it is the "simply property4

perspective."  It was articulated first by Chief Judge5

Markey in 1983, April 1983, at a speech at the6

University of Chicago and subsequently made its way into7

Federal Circuit jurisprudence very early on.8

        "A patent, under the statute, is property.9

Nowhere in any statute is a patent described as a10

monopoly.  The patent right is but the right to exclude11

others, the very definition of 'property.'"12

        So by taking patents outside the rubric of13

monopoly and putting them into the rubric of property,14

you've not only changed the names -- and unlike Juliet I15

think names matter a great deal, so what you call a16

thing will influence how we perceive it -- it seemed to17

shift the court's perspective on the desirability of18

patents altogether.19

        Under the traditional perspective, historical20

perspective, patents were monopoly, but they are21

monopolies we tolerate because of the incentives they22

supposedly create for desirable innovation.  So it's a23

matter of balancing the deadweight loss from the monopoly24

versus the incentives for innovation.25
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        Under that approach, obviousness has a very1

sensible meaning and purpose.  What you want to do is2

weed out those inventions which would not be disclosed3

or devised but for the inducement of a patent, as the4

court explained in the Graham versus John Deere case.5

        In contrast, under the simply property6

perspective, there is no monopoly.  There is no7

deadweight loss.  The higher prices that a patent holder8

for a valuable patent can charge is nothing more than9

the higher prices that a New York property owner can10

charge for land in New York.  It's simply a reflection11

that some property is more valuable than others.  It's12

not a monopoly at all.13

        In the absence of any deadweight loss, the cost/14

benefit balance shifts dramatically in favor of15

patents.  There would be then no cost in a sense to16

granting patents, except perhaps some transition costs17

arising from blocking patents, perhaps some things of18

that sort.19

        In the absence of the deadweight loss, you end20

up with something like a presumptive entitlement to a21

patent.  If your contribution is new, even if it's only22

a slight advance, well, you're entitled to a patent, but23

you're entitled only to a patent with respect to your24

contribution.25
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        So in terms of the trend, it looks like non-1

obviousness has become important.  In a positive or2

descriptive sense, it looks like the simply property3

perspective may have played some role in that. And then4

the third step that I took is to look at an economic5

model to see if we can make any sense of that as a6

normative decision or choice.7

        Here I'm a little more skeptical than my share8

about how much help economics can be in this area.  If9

you ask an economist what's the interest rate going to10

be in six months, and you gave them a hundred million11

dollars to figure that out, they would spend the hundred12

million dollars and they would come back to you and say,13

"Well, my best estimate of what the interest rate will be14

in six months is for you to look in the paper and see15

what the interest rate is today, and that's my best16

guess."17

        That would be the best that economics could do18

today.  The best that we could do is tell you to look at19

the paper today, same interest rate in six months.  So to20

think that economics can tell us very much over any sort21

of long-term period about what the effects of having a22

patent system or having a particular element, pulling a23

particular policy lever within the patent system, is I24

think asking a bit more than maybe what economics is25
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capable of today.1

        Nevertheless, I tried to set up an economic2

model.  And I think economics is useful today as a story,3

as a parable, telling us something we may not otherwise4

see, and if it holds together and makes sense, then5

maybe we should put weight to it.  But we should not be6

quick to leap on to economic analysis simply because a7

model can be developed that generates a certain result8

because I can tell you that almost any model can be9

developed to generate almost any result.10

        So it's a question of whether the model and its11

assumptions are plausible, a good story.  So here's the12

story I told.13

        Let's say that we have two sets of investments14

that people are considering investing resources in.  We15

have Set 1.  We have Set 2.  We have five choices in16

each, and obviously a profit-motivated person is going17

to invest in the more valuable choices.  But we have what18

we might think of as the social value, what's the19

invention worth to the society as a whole, and then we20

also have a private value, the private return.  So those21

are one thing we need to keep in mind.22

        Second, if we're going to talk about a property23

system allocating resources, what we should be thinking24

about is constrained resources.  We only have so much.25
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That's why we have to allocate it among the available1

investments.  So here the resource constraint is we only2

have enough of this creativity, whatever it might be, to3

do four of these investments.  So the question is, which4

ones should we do?5

        Well, from a social perspective it's clear.  We6

want to pick 1A, 1B, 2A and 2B.  Those are the most7

valuable social uses of the resources.8

        But what happens in the real world?  In the9

real world, there might well be differences between the10

Set 1 private returns and the Set 2 private returns.  If11

for one reason or another, Set 2 investments are easier12

to copy, have a shorter natural lead time or things of13

that sort, they're not going to be able to capture all14

of the social value.  So I put up some numbers suggesting15

slightly lower returns for the Set 2 investments.16

        On the other hand, Set 1 may be slightly more17

difficult to copy or imitate.  It might have a slightly18

longer natural lead time period.  And so again you don't19

capture the full social value, but you get a little more20

of it than you would with a Set 2 investment.21

        So then the question is:  Now we have enough22

resources for four of these investments, where are23

private, profit-motivated firms going to invest in?24

Well, the highest private return is by investing in 1A,25
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1B, 1C and 1D.  1D, even though it had a much lower1

social value than 2A, has a higher private return.  So2

that's where the resources would go in the absence of3

any patent protection for either Set 1 or Set 24

investments.5

        What if we gave a patent to the Set 26

investments only?  Well, a patent would give you a7

slightly longer lead time period, make it slightly more8

difficult to work around and come up with a competitive9

substitute, so the private return is going to get bumped10

up a little bit, again not up to the full social value,11

we're not going to get close to that, but we might get12

bumped up a little bit.  And here I suggest that we're13

going to bump it up, make it essentially equivalent to14

the Set 1 investments.15

        Now when our private firms, acting for16

themselves, profit-motivated, decide where to invest17

their resources, it's going to be in 1A, 2A, 1B and 2B, the18

social optimum.  That's where we want the19

resources to be granted.20

        Now, the question we need to know in terms of21

obviousness is -- this is a type of weeding out approach,22

as Graham put it.  Here we're giving patents only to the23

Set 2 investments because they're the set of investments24

that would not be devised but for the inducement of a25
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patent.1

        Well, what if we go with a low standard of2

obviousness and give patents for both?  They're all3

inventions.  They're all socially desirable.  Well, I4

don't know if they're inventions.  They're all new.5

They're all socially desirable.6

        If we give patents to both, the Set 2 returns7

remain the same as they were in case 2, same return8

because same situation.  But now the Set 1 investments9

have a little bit longer lead time period, a little more10

expensive to work around because they have patents too11

now, so we bump up their private returns again by an12

arbitrary amount.  And what's a private, profit-motivated13

firm going to do now?14

        Well, the profit-maximizing set of investments15

here are again 1A through 1D, and so by giving patents16

to both by having a low standard of obviousness, we're17

going to recreate the very misallocation of resources18

the patent system was meant to solve.19

        So the question is:  Which patent standard20

should we have, a high or low standard for obviousness?21

It seems clear to me that this economic model, as22

simple as it is, suggests that Graham was right.  We23

should try and weed out and give a patent only to those24

inventions that would not have been devised but for the25
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inducement of a patent.1

        Now, how do we do that?  Well, I think as2

Professor Scherer did say, we do know some of the things3

that suggest when invention is not likely in the absence4

of a patent.  And one of those things, let's see if I can5

get to it, is the creative investment fraction.  That is,6

where you have a large R&D investment in the product or7

process that you've invented relative to the market8

price of the invention, and if you combine that with9

sort of ease of copying by copying competitors, those10

are the types of factual situations that together11

suggest that the innovation would not likely occur, it12

may occur, but not likely to occur in the absence of a13

patent.  And that might be a more useful approach to the14

obviousness issue:  Look directly at whether the15

circumstances present are those that suggest that a16

patent is, if not absolutely necessary, at least we're17

in the range of inventions where a patent is likely to18

be necessary to ensure the invention, the innovation,19

the disclosure at issue.20

        So that's my presentation.  I'm trying to keep21

within the time limits.22

        MR. COHEN:  We're going to follow this with a23

second presentation.  This one from John Duffy, who will24

give us a few additional perspectives on the obviousness25
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issue.1

        PROFESSOR DUFFY:  Well, I'm going to talk a2

little bit about what I think the economics of the3

nonobviousness doctrine are and a little bit more about4

the legal process, and I think you'll find that some of5

what I say very much complements what Professor Lunney6

has already said.7

        The first point I want to make is I actually8

think one way to think about innovation, particularly9

from the FTC standpoint, an agency that deals with10

regulated industries and antitrust all the time, is to11

try and actually think of it very similar to other12

industries that are afflicted with natural monopoly13

tendencies.14

        Like a traditional natural monopoly, innovation15

has a high fixed cost -- that's the cost of producing the16

relevant information -- and, at least in some industries, a17

low marginal cost.  As Professor Scherer mentioned, one18

good example is the pharmaceutical industry.  Low19

marginal cost, that's the cost of using the information20

each additional time.  You could say it can vary21

somewhat.  It can be the cost of transmitting the22

information or using it a second or third time.  I think23

it's low.  It may in some cases be equivalent to a zero24

marginal cost.25
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        So again innovation is a natural monopoly.  It1

looks a lot like a traditional natural monopoly because2

it has this feature of declining average cost,3

continuously declining average cost.  I must note here4

that, first of all, these are actual uses of the5

information.  They're not the products that are6

produced.7

        You can think of a firm that is, let's say,8

producing widgets.  And into that firm, one factor of9

production is electricity, which might be a declining10

cost industry.  Another product that is flowing into11

that firm is information, and it is separate from, I12

think you can think of it as separate from the actual13

widgets that are coming out the other end of it.  So14

these are the actual uses.15

        I want to make this one point clear:  A lot of16

times in the intellectual property literature, we see17

the term non-rival consumption, and I think that's18

really equivalent and should be made equivalent to a19

zero marginal cost.  In other words, using the20

information another time has a zero marginal or zero or21

close to zero marginal cost each additional time.  And I22

think that at least builds a bridge between the standard23

academic literature or the standard terminology in the24

intellectual property literature versus the regulated25
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industries or maybe the antitrust literature that maybe1

some of the regulators at the FTC might be more familiar2

with.3

        Let me go to my next slide here.  The reasons to4

regulate I think are very much the same.  Like a natural5

monopoly, production by a single firm is optimal.  Also6

we have the theory of destructive competition, which is7

also in our natural monopoly literature.8

        In the natural monopoly literature, we often see9

the theory of destructive competition, that if there was10

not government regulation, competition would drive price11

to marginal cost so that the fixed cost could never be12

recovered by firms.  And that would be destructive of the13

firms of the industry, and as a result firms would no14

longer invest in that industry.15

        I think that that is the same theory in16

intellectual property law.  For a variety of reasons I17

think it is more plausible in intellectual property law,18

certainly in some industries, that without regulation19

people just will not invest in innovation because they20

know that after they innovate, the price will be pushed21

down to marginal cost, and they'll never be able to22

recover their research and development cost.23

        The regulatory technique is a temporally limited24

exclusive franchise, which is very similar actually to25
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the way we regulated -- the way this country and other1

countries regulated natural monopoly in, for example,2

the 18th and 19th Century bridge regulation.  And3

actually Professor Lunney and some judges on the Federal4

Circuit have drawn this distinction between property and5

exclusive franchises.6

        I don't think there's as much riding on that as7

maybe some of the judges on the Federal Circuit think.8

In fact, actually one of the interesting features of the9

19th Century bridge regulation is you got this exclusive10

franchise to build this natural monopoly good, a large11

bridge that had large sunk costs and very, very low or12

zero marginal cost.  You've got an exclusive franchise.13

You could charge the tolls during that.14

        One thing is that after your 30 or 40 year15

exclusive franchise expired, one interesting thing is16

not only did you lose your exclusive franchise, actually17

if you go back and look at these franchises, you lost18

your bridge.  The bridge was no longer yours.  The19

physical property actually became part of the state.  So20

to the extent that we think there's something radically21

different between physical property and intellectual22

property, I don't think that that's necessarily true.23

        Now, what's the role of the nonobviousness24

doctrine?  I think this very much complements what25
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Professor Lunney has already said.  I think it assures1

that the fixed costs of producing the relevant2

innovation are, in fact, substantial.  In other words,3

it's assuring that this industry that we're going to4

give an exclusive franchise is in fact a natural5

monopoly industry.6

        So you could say what's a nonobviousness7

doctrine doing?  It's making sure that the innovation,8

the relevant innovation is more like something like, I9

don't know what you would say is a natural monopoly,10

maybe something like local telephone service rather than11

long distance telephone service.12

        Now, it can be considered, it's oftentimes13

called a non-triviality requirement.  But the key here,14

and let me go to my next slide, is that it's technical15

triviality that we're measuring here.  The key question16

for nonobviousness to me has always been, Why not permit17

trivial patents?18

        I think that's an important question to answer19

because in another area of law, the utility doctrine in20

patent law, the courts have long adopted a stance in21

most areas that simply says, "We don't care if something22

is more or less useful than what is out there.  We'll23

let the market decide that."  If something is an utter24

triviality, if it's worthless -- as an example to my25
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students I always give the cooking chickens with a1

cyclotron, which is a very expensive machine used for2

research -- you can get a patent on that.  It's useful3

because it cooks chicken, but whether it will succeed in the4

marketplace, we don't know and we don't care.  5

So why don't we take that approach with the6

nonobviousness doctrine?  I think there are two answers, and7

they're quite different in terms of effect of what we think8

the doctrine should look like.  9

One is a profusion of paltry patents.  In10

other words, you just have thousands and thousands of11

these patents, a swarm of patents out there.  Each patent12

individually does not impose significant output constraints,13

but collectively they're very expensive to search and14

license, and as Professor Scherer said, they may be a mine15

field.  They generate a great deal of litigation due to16

accidental infringements.  You're trying to manufacture17

something.  You step on a patent.  You blow your leg off.18

That's, I think, one reason.19

        I think another reason is, and I think this may20

actually be at least as significant and sometimes21

overlooked, are the really economically significant22

patents.  And the key here to realize is that technical23

triviality does not at all equal economic triviality.24

You can have an extraordinarily valuable patent that is25
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technically trivial, so that a patent on an obvious1

development can impose significant output constraints.2

        Now, I have what I think is a poster child for3

this branch of the nonobviousness doctrine.  It's a very4

important historical case.  It didn't generate a really5

great appellate opinion, so it's not in the case books6

very often, but it's the case of the Selden patent.7

This is a patent on the automobile.  It was filed by an8

inventor who was an amateur tinkerer in automobiles,9

but the gentleman's real skill was he was a patent10

attorney.11

        He actually got this patent through the Patent12

Office, and this is the claim language.  Actually I cut13

and pasted the claim language here.  It's a combination14

with a road locomotive.  I'm just thinking about my car15

that I drove up here from Williamsburg to Washington.  I16

have a road locomotive.  It has running gear, propelling17

wheels, steering wheel.  It's a liquid hydrocarbon gas18

engine of the compression type, which means my cylinders19

compress the gas before ignition.  I have a fuel tank.20

I have a power shaft.  I have a clutch, and I have a21

carriage that conveys me up here.22

        This claim covers my car.  It covers almost23

every car that's on the road.  Indeed I think the only24

type of car and truck it wouldn't cover is -- I don't25



112

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

think it covers the rotary engine cars because it1

requires cylinders, but every other car it covers.2

        I'm not sure whether it covers diesel engines.3

I'm not sure about that, but anyway, it covers a lot of4

cars.  I thought here I would throw in a drawing.  My5

car doesn't look like that at all, I promise, but the6

claim language does cover my car, even though this is an7

expired patent.8

        The points from the Selden experience is, first,9

to recognize quite frankly that Selden's combination may10

very well have been novel at the time he made it.11

That's debatable, but gasoline engines were relatively12

new at the time, and he might have been the first one to13

mount one on a car.14

        If he wasn't the first one to mount one on a15

car, then there clearly was somebody else who was the16

first person to mount one on a car, and if that person17

were just as sophisticated with the patent law or18

willing to game the patent system as much, we would have19

the same problem presented.20

        Nonetheless, we can think it's novel and still21

think the development itself was trivial.  We know this,22

I think, for many reasons.  Many individuals23

independently thought to use gasoline engines for cars24

as soon as the gasoline engine was developed.  Of25
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course, you might think it's trivial that any new form of1

engine that's output is measured in horsepower, is2

one of the things you might think of doing with it is3

replacing a horse with it.  This patent does impose an4

unnecessary output constraint, which I think is one bad5

effect of it.  6

   Another key point to recognize about the7

nonobviousness doctrine is that it is not pro-inventor -- a8

lax nonobviousness doctrine -- because it can decrease the9

royalties to other inventors, to people who really did10

invent.  Selden did demand substantial royalties, in the11

hundreds of thousands of dollars, before his patent was12

narrowed to the effect of declaring it invalid, although13

it had only one year left to go.  That meant to some14

extent he was raising prices and perhaps depriving other15

people who had patents on various pieces of new car16

technology from some of their rightful royalties.17

        Now, I think that the non-obviousness or the18

obviousness inquiry has to, in each case, answer the19

question, Why does a valuable novelty appear?  Again20

we're dealing with valuable novelties, not trivial21

novelties, and I think the car is a valuable novelty.  I22

think in each case there are two possible explanations.23

One is the inventor's intellectual contribution.  The24

second is exogenous forces, technological change I think25
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being I think the most important thing for a court to1

consider.2

        The Selden case:  The reason the car with a3

gasoline engine first appeared at around the time Selden4

was doing his work was not because Selden was a5

brilliant individual.  It was because the gasoline6

engine was new.  Similarly for one rather famous patent,7

the so-called One Click patent that's owned by8

Amazon.com, you might say why is that?  If that's such a9

valuable commercial device, why is it that it appeared right10

around 1995?11

        The answer might very well be, well, the12

Internet really took off at that time, and businesses13

came onto the Internet at that time, and then you have14

an explanation.15

        Another possibility is a regulatory change.16

Actually the case that I cite there I think is a case17

where the Federal Circuit got the right answer, did18

declare a patent obvious, and they had a basic reason.19

Actually it was a combination of a common cold drug with20

ibuprofen in a single tablet, and that had never been21

done before.  And it was very successful commercially,22

combining ibuprofen with a common cold remedy.23

        Why?  Why did it happen in the late 1980s?  The24

case arose later but the patent was in the 1980s.  Why25
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did it happen?  It was a regulatory change.  Ibuprofen1

became an over-the-counter drug, and as soon as that2

happened, some firm decided it would be a good time to3

actually combine in a single tablet the over-the-counter4

cold drug with ibuprofen.5

        Another possibility is market change, for6

example, changed costs of materials, which I think can7

explain one of the most famous cases, Hotchkiss versus8

Greenwood, or perhaps increased labor cost, Sakraida 9

versus Ag Pro.  For those of you that are familiar with10

that opinion, it looks a lot like this is a patent on11

simply increased uses of capital in the farming industry,12

rather than any technical insight.13

        I won't go through the historical development of14

the obviousness doctrine.  I think the only important15

thing to recognize here is that it is relatively16

recent.  It wasn't codified until a half century ago,17

and it took a century to develop.  In part actually this18

historical development, I think, reinforces the reasons19

why novelties appear.20

        If you're in a relatively static society, then21

if a novelty -- if somebody comes up with something22

that's really valuable and very new, it might very well23

be because of the intellectual efforts of that24

individual.  Where society is not static, where25
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there's constantly new technologies arising, then it may1

be the case that these exogenous changes are accounting2

for the formation of new combinations, rather than3

intellectual effort.4

        I want to switch gears now slightly to the legal5

process.  The main case, as Herb Wamsley said in the6

morning, is Graham versus John Deere.  It has three7

primary factors, which courts and the Patent and8

Trademark Office are required to make findings on before9

they rule on obviousness, and then the secondary factors,10

or objective evidence, as the Federal Circuit says.  The11

other important part about Graham is that it did hold that12

obviousness is a question of law.13

        The important thing to recognize about Graham is14

that if you look through these primary factors, they15

sort of leave you off at the very point you think the16

analysis should start.  You make the finding about17

what's in the prior art, you identify the differences,18

and you identify what the level of skill is in the art.  But19

then the decision in Graham really doesn't tell you20

what to do.21

        You've got this gap.  In every case you've22

identified a gap between what's in the prior art and23

this invention, this claimed invention.  And Graham, you24

can read the opinion time and time again, it doesn't25
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tell you how to judge whether the gap is sufficient for1

a patent.2

        So they identify the relevant question, but they3

don't really tell you how to answer that question,4

except perhaps with the secondary factors.  Except the5

Court says that these are subtests; they're not the6

primary tests of patentability -- that's what the Supreme7

Court has said -- and they may tip the scales of8

patentability.  So one of the key problems with Graham9

versus John Deere is that it does not give guidance to10

the lower courts as to how they're to evaluate this.11

        The Federal Circuit has supplied a metric for12

evaluating this question.  I think the key policy issue13

is whether it's the right metric.  To establish a prima14

facie case of obviousness, the decision maker, either15

the Patent Office or the judges in a lower court or at16

the Federal Circuit, have to identify some suggestion,17

teaching or motivation to combine references.18

        The PTO at the agency level bears the burden of19

establishing this, although it does receive or it20

supposedly, at least according to case law, receives21

deference in interpreting what the references teach.22

        Secondary considerations I think are important.23

The Federal Circuit may have made them more important,24

but they're still I think less important than this25
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suggestion test, which has become extremely important.1

        Now, here are the features that I think really2

favor findings of nonobviousness, in other words, favor3

or tip the scales in favor of nonobviousness.  First,4

putting the burden on the PTO.  That's not in the5

Supreme Court's jurisprudence.  That's a feature of6

Federal Circuit jurisprudence.  The suggestion test,7

again not in the Supreme Court's jurisprudence, only a8

feature of the Federal Circuit's jurisprudence.  An9

increased importance of the secondary factors, especially10

commercial success, another feature of the Federal Circuit.11

And then I think this is one more factor, which12

is the strong presumption of validity for issued patents.13

Clear and convincing evidence is required to overcome an14

issued patent, even if the PTO did not consider the relevant15

prior art.  The presumption of validity continues even if16

the PTO didn't find the right prior art.17

        Now, of course to those points, I think there18

are some counterpoints in the case law.  One is that the19

Federal Circuit has allowed for implicit suggestions in20

the case law.  In other words, the motivation can come21

not from any particular documentary evidence, but from22

the nature of the problem to be solved as well as other23

articulations of this feature of the doctrine.24

        In a way, this could be extremely powerful25
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because supposedly the Federal Circuit says it will1

defer to the PTO in interpreting the prior art.  I'm2

sure Steve Kunin will say that that's not really true,3

but at least you might think that you could imagine4

perhaps a different court applying the exact same5

precedents and the exact same case law and deferring to6

the PTO quite a bit because the PTO would come up and7

say, "There's an implicit suggestion to combine in this8

case law," and the Federal Circuit saying, "We defer to9

the PTO in interpreting the prior art, that's a question10

of fact," and affirming the judgment.11

        So I think it's a point in the case law.  I12

think it's fair to say that that's not perhaps the feel13

of the case law, but nonetheless, this is a way -- if14

the case law were to shift in favor of more findings of15

obviousness, this is one way to do it.16

        Another way is the commercial success nexus.17

One of the key features of commercial success, which is18

an objective criterion of patent validity, many people19

have noted, including Professor Lunney and others, 20

that if you say commercial success weighs in favor 21

of patent validity, you effectively eliminate the22

application of obviousness doctrine to situations 23

like the Selden patent, things where in fact actually 24

the patent has commercial value, which tend to be all25
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litigated cases.1

        There is a counterpoint in the Federal Circuit2

case law.  The Federal Circuit says that in fact a3

nexus is required between the invention, in other words,4

the inventive contribution of the inventor in the case,5

and the commercial success.6

        Finally, as a counterpoint to the prior point,7

the Federal Circuit has said the failure of the PTO to8

find relevant prior art, while not removing the9

presumption of validity, does weaken issued patents.  It10

partially discharges the burden on the party challenging11

a patent.12

        If we were looking for suggested changes in this13

case law, I think that, first of all, the Federal14

Circuit case law, which has several novelties in it, and15

the Supreme Court itself has not looked at this issue in16

over a quarter century -- there are several issues that17

could be appealed to the Supreme Court.  And that would18

just take Executive Branch action, action by the19

Department of Justice and the Patent and Trademark20

Office in actually seeking certiorari.21

        One is the suggestion test.  The entire test,22

not even the levels of deference, but the entire test is23

not in Supreme Court precedent.  And indeed if you look24

at Supreme Court cases, there's no doubt in my mind that25
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most Supreme Court opinions that had a finding of1

obviousness would fail the suggestion test, that in fact2

the Supreme Court did not identify any suggested3

combination in the prior art when it did its analysis.4

        Commercial success:  I think one way to limit5

commercial success as a secondary factor is to try to6

limit commercial success to situations where the7

patentee can prove that no exogenous changes account for8

success and perhaps putting some burden on the patentee9

to prove that exogenous changes like other technological10

changes or market changes are not responsible for the11

appearance of the novelty in the market.12

        The final is the presumption of validity.  I13

think again the Supreme Court has not said that the14

presumption of validity continues even when the PTO has15

not considered the relevant prior art.  And that would be16

something that I think the Supreme Court would probably17

be open to that kind of argument.18

        Greater use of reexamination:  We've talked about19

that.  That's equivalent to an opposition, a post-grant20

opposition procedure.21

        Finally, a sort of change, which no one will22

like, but this is sort of an idea that I have, which is23

instead of having the PTO have a monopoly on the24

examination system, instead actually authorize private25
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firms to examine the prior art.  They would have to be1

paid by the inventor.  Some firms, as long as you tied2

the presumption that the patent was entitled to in3

litigation, tied to the degree or the integrity of the4

examination, there wouldn't necessarily have to be a5

problem, and you might actually get more rigorous6

examinations.7

        It would be at least interesting to see how the8

market would shake out.  You might have some firms that9

just issue patents on a registration basis.  Those10

patents might have a presumption of -- with no presumption11

or even a presumption of invalidity, on the theory that12

you've just gotten your patent registered, you've done13

nothing so far, so if you're going to bring this into14

litigation, you have a heavy burden to prove that you15

are entitled to a patent.16

        On the other hand, some firms might actually17

have a gold standard.  In other words, they actually18

might base their reputation and their business model on19

examining patents very rigorously and making it clear20

that once they've examined a patent, it's really a great21

patent.  And that could actually be something that could22

come into evidence in the future of litigation.23

        Less promising avenues I think are to seek a24

Supreme Court ruling that requires greater deference to25
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the PTO's obviousness determinations.  As much as I'm a1

fan of administrative law, and I've written in that area,2

and I think these rules with deference sometimes make a3

difference, I really think it's going to be to some4

extent hard for it to make a difference, to make a5

Supreme Court ruling that just tweaks the level of6

deference to the PTO make a difference on the ground in7

the real world, in part because I think the Supreme8

Court already did this in the Zurko case, and on remand9

the Federal Circuit was still able to overturn the PTO10

in Zurko.11

        This is my final point, relying on patent scope12

doctrines:  Maybe we can talk about this in the question-13

and-answer period.  I think that this is a less14

promising avenue than the nonobviousness doctrine to try15

and limit economically significant patents that have16

little technical merit, in part because you still need17

to have an inquiry into technical merit.  You still need18

the tools in your litigation or your legal process to19

evaluate whether something has technical merit.20

        The legal tools for limiting patent scope, I21

think, are actually not as well developed as the tools22

for limiting the obviousness inquiry.  But I can talk a23

little bit more about why I think that's so.24

        Thank you.  I think that's the last slide.25
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Yes.1

        MR. COHEN:  I would like to thank both of you,2

outstanding presentations.  Let's open this up to some3

discussion.  And perhaps we can again start with the4

general and then move on with the more specific.5

        Let's start with the principles that we heard6

articulated first.  I think I heard from both of you a7

bit of a recognition of the significance of a "but for" 8

test here as an underlying principle.  Maybe we can get9

some comments from people whether this really ought to10

be the yardstick against which we're measuring11

obviousness determinations, and if so, if it is, some12

comments on how Federal Circuit thinking has applied13

this yardstick.14

        Anybody want to begin?15

        MR. SOBEL:  I would like to make a comment which16

I think relates to the first thing you said.17

        Both Professor Lunney and Professor Duffy I18

think said that we want patents, this certainly from19

Professor Lunney, to induce inventions that wouldn't20

otherwise be made.  And then that was explained further,21

so if you have a large R&D expenditure in making the22

invention, we need a patent in order to induce that23

effort and that expenditure.24

        And the way Professor Duffy put it, if I heard25
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it correctly, is that we had a high fixed cost -- in1

making his analogy to a natural monopoly -- we had a high2

fixed cost in the patented invention and a low cost for3

use of the information, slight.  And I wanted to observe4

that if I heard those two comments, which are about the5

same, correctly, that it sometimes happens that the cost6

of discovery is small, and what then often happens is you7

need a very large expenditure to develop8

it into something useful, something saleable, a product.9

        So to take an example that was involved in10

xerography, which is a case that I tried in SCM v. Xerox and11

that example, also I mentioned Mike's book before, for12

whatever reason Mike chose to put that in his chapter on13

patents:  Chester Carlson invented dry printing or14

xerography pretty much in his kitchen, between the New15

York public library where he did his thinking and16

reading and his kitchen.  Very primitive.  It didn't cost17

much.  Quite ingenious.18

        Yet to make that useful, there were a few years19

when there wasn't a lot of development activity, but he20

did this work in 1936.  There was some time lost in the21

war.  And it took until 1960 to develop a saleable22

product.  And there had to be a lot of other inventions23

made, and a lot of technological development that was24

not patentable, but there was a lot of it that was25
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patentable.  So that you could think of the development1

process, using that as an example, and I used this at2

the trial, as an inverted funnel.3

        So there may be great ingenuity at the bottom of4

the funnel, but it didn't cost much.  But as you progress5

towards what was called the 914 copier, the first office6

dry copier, plain paper copier, the expenses got greater7

and greater.  While this may not be inconsistent with8

what was said, I think it supplements what was said.  If9

you didn't have patents, that investment would not have10

been made.11

        The Haloid Company, to choose that example12

again -- and this was part of our defense against Section 213

claims -- the Haloid Company wouldn't have made the14

investment without the patents.  That exclusivity was15

necessary to encourage that work, so I think that kind16

of amplifies what was said.17

        MR. COHEN:  Let's try Mike Scherer on this.18

        PROFESSOR SCHERER:  Let me come directly to19

Gerry's point.  That's quite general.  That kind of20

phenomena happens very commonly.  In the book a bunch of21

us did in 1958, we give the case of nylon.  And if my22

memory is roughly correct, DuPont had the basic nylon23

polymer after an expenditure of about $200,000, but24

before you actually had a product that could be used in25
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garments, in fabrics, it was about $10 million research1

and development.2

        There's a further complication along the same3

line which would lead me to go to the bottom line and4

say, you cannot decide these costs-of-development5

questions in the context of a specific patent6

application.  You must look at it in terms of a general7

technological field.8

          Pharmaceuticals, about which I think Gerry9

knows something, a lot in fact, is an example of the10

molecule.  When you get an interesting molecule, you11

patent it, and then about that time you start going into12

clinical trials.  And of the molecules that go in the13

clinical trials, 23 percent on average emerge as14

approved new drugs.  77 percent drop out for one reason15

or another.16

        So then you've already had an attrition process17

during the clinical trials, which are very, very18

expensive.  Then you get the product on the market, and19

Henry Grabowski's work shows that only about 33 percent20

of the products that go onto the market cover their21

average R&D costs, including the prorated costs of22

failures.  And so here is more attrition.23

        If you look at a particular drug, you might24

conclude, Hey, this particular drug costs very little.25



128

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

You put in 15 million for clinical tests, and, wow,1

they're making a billion dollars of profits a year.  But 2

you have to look at the larger picture of the many3

failures.  And therefore you can only proceed general4

technological class by general technological class,5

if you were to try to devise some such standard of6

inventiveness and obviousness.7

        Let me just make a very small second point.  I8

was shocked, shocked, shocked to learn that the9

appellate court for the Federal Circuit is drawing this10

distinction between property, which is innocuous, and11

monopoly, which has all these bad effects.  I think they12

should be chained and drawn into a classroom to study13

the economics of company towns in the 19th Century, where14

all the property was owned by a company.  Transportation15

was very expensive.  The distance to the next general16

store might be a five mile walk, ten mile walk.17

        The company owned the general store.  It owned18

all the other facilities, simply owned them, that's all,19

property.  And yet they had tremendous monopoly power20

over the lives of those who lived in the company town.21

        MR. COHEN:  Let's try Dan and then Stephen.22

        PROFESSOR BURK:  What I really want to ask John23

Duffy is whether he thinks there's a new line of24

business for Arthur Andersen in intellectual property25
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examinations, but I won't ask that.1

        PROFESSOR DUFFY:  You're right, that I've chosen2

the word "audit."  It's probably not the right word to3

choose.4

        PROFESSOR BURK:  Anyway, I may end up sort of5

restating what Gerry Sobel said in different6

terminology.  But I guess the thing that's surprising7

about both presentations, which I liked very much the8

presentations, but typically the economic analysis of9

obviousness, as done by Rob Merges and Karen Boyd and a10

number of other people say more or less what we've been11

hearing, which is that it's about risk, and it's about12

the risk of innovation rather than the risk of13

invention, that invention happens anyway or may not need14

much stimulus.  But the question then becomes, Do we have15

some very mechanistic type of incentive to get people to16

overcome the risk of development, of bringing the thing17

to market.  And the suggestion again being that, as18

Professor Scherer just said, that may go by industry or19

that may go by technology, which means that you may have20

differential approaches to obviousness by technology or21

by industrial sector.22

        Maybe I missed it, but I didn't really hear the23

discussion of innovation or risk or incentive to develop24

in the presentations.  Maybe that's what was meant by25
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technical complexity versus economic importance, but I1

didn't hear that, so I would be curious to hear whether2

that was part of the presentation and I missed it or if3

it's a different approach.4

        MR. COHEN:  Let's hold, Steve, and give Glynn5

and John an opportunity to answer briefly.6

        PROFESSOR LUNNEY:  I won't speak for John, but7

I'm pretty sure he probably had the same perspective I8

did.  Whenever you give presentations, things you spell9

out in a lot more detail in your article get shortened.  And10

certainly I'm not considering the creative11

investment fraction when I talked about that invention12

cost.  I was focusing not just on the moment of13

invention, if you will, but the innovation costs14

involved as well.15

        The question really is whether we should have an16

obviousness standard that tries to limit patents to17

those things that would not otherwise have been devised18

or introduced.19

        I think certainly that type of standard, however20

you may phrase it in particular cases, is going to want21

to think about risk, is going to want to think about22

innovation.  But on the other hand if we don't want an23

obviousness standard that serves to weed out and limit24

patents to those things that would not have otherwise25
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been created or induced, then we don't need to worry1

about those things because we're going to give it as2

long as it's essentially new anyhow.3

        So I guess my point was if we can all agree that4

we need a standard that serves to weed out, then we can5

get down to the details of working out what a standard6

like that would look like, but it doesn't seem to me7

that the Federal Circuit right now is worrying too much8

about weeding out patents that would have been created9

in any event.10

        MR. COHEN:  John, did you respond to directly?11

        PROFESSOR DUFFY:  I do have a small response12

probably on the basis of all three comments, and I think13

there's two important caveats.  One is the risk factor,14

which is no doubt very important when you're trying to15

figure out what the cost of an innovation is.16

        It's not the cost of the particular person who17

invented it because after all, you could have someone18

like Chester Carlson who was out there, who actually was19

looking for a better way to reproduce papers.  And20

actually he choose a very unpromising technology because21

he actually knew, I'm sure you're more familiar with the22

facts than I am, but he actually said that he didn't23

look into photographic mechanisms because he knew Kodak24

was looking into that.25
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        So he went into an unpromising field and put his1

resources in that because it was very risky that2

anything would be uncovered of value.  And indeed even on3

the eve of the 914 copier, you can go back and you can4

look at Fortune Magazine and say there is this new5

company called Haloid in New York that's coming out with6

this crazy thing, and it's incredibly risky and they7

hope to be able to fit into this very competitive8

market, and it seems extremely risky that they'll9

actually make money.  Of course, within a couple years10

profits were raining into the firm.  11

So I think you do have to take into account risk.12

And you also have to recognize that thousands of13

investigators might be looking into a problem, many of whom14

will be unsuccessful, and you have to include the cost of15

reaching the one innovation.  You have to include all the16

failures in figuring out that cost, and that is a very17

important caveat in determining what you think the cost is,18

whereas I don't think the cost of developing the car, of19

actually putting the gasoline engine on the carriage with20

the running gears, was subject to the potential of failure21

or subject to much risk.22

        Everybody seemed to know that if you got a new23

engine of any kind, you would put on a carriage.  That's24

the first thing that people did with just about any kind25
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of engine, put it on a carriage with some gears and see1

how it works.  So the first point is risk.  I totally2

agree that that should be included in the calculus.3

        The second point I think really goes to what4

your theory of the patent system is.  Whether you think5

the patent system is to encourage investment prior to6

the granting of the patent or after the granting of the7

patent.  Prior to the investment of the patent is8

traditionally the reward or incentive theory.  After the9

granting of the patent is traditionally known as the10

prospect theory and named by Edmund Kitch of Chicago and11

Virginia law schools.12

        I think that there's something to be said for13

that, but I don't think it's the standard theory of the14

patent system, that what we really want to do is grant15

a patent and then encourage investment afterwards, that16

that's the main function of the patent system.  If you17

really did believe that, you would say the18

nonobviousness doctrine doesn't make any sense because19

that's what Kitch said.20

        Kitch said if you believe in my theory, you21

don't want an obviousness doctrine.  And I think that22

that's right, if you really believe it's to make23

investments afterwards.  You just want to basically give24

a patent out to any new technological prospect with no25



134

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

filter for obviousness.  And then you could say, well,1

maybe what's wrong with the Selden patent is not that he2

got the patent but maybe some other games that he played3

with the patent system, rather than the fact that he got4

a patent.  And maybe he should have been able to5

monopolize the car industry.  He might have led to6

greater development of cars.7

        So anyway, I think that's a very fundamental8

question about whether you think it's before or after9

that we want to encourage the investment.  Specifically10

with the Xerox case, a lot of the investment was after11

the initial patents, the pioneering patents, were12

granted.  And it's true that the pioneering patents13

expired about a year after the 914 copier was put on the14

market, so what really kept things off the market were15

the follow-on patents.  And that investment, the16

follow-on investment, can be protected by the follow-on17

patents.18

        MR. COHEN:  Steve, you've been patient.  Let me19

turn to you, and I'll also throw out to you and to20

anyone else who wants to comment, the suggestion test.21

Has this been a problem, or is it an advance?  Any reactions22

on that as well?23

        MR. KUNIN:  Good segue, Bill.  I wanted to24

provide some observations on the presentations that were25
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made.  I think it's interesting, as it was already1

mentioned, that in a limited time in making a2

presentation, you have to take your best shots, 3

and you leave a lot on the sideline, but I think it's4

important since we're talking about standards of5

nonobviousness to kind of take a little bit more 6

of an historical perspective to show that over 7

the history of our patent system, there's been a lot of8

experimentation.9

        Way back in the early days of the patent system,10

we had the chicanery of the Flash of Genius Test.  And of11

course subsequent to that, we had, as was mentioned,12

Hotchkiss versus Greenwood, which was more of a13

stabilizing influence.  And of course we had in 1952 a14

codification of the case law to really include15

specifically a Section 103.16

        So there was this history of having a novelty17

standard, then sort of a common law standard of18

nonobviousness, but in 1952 we had a codification of19

nonobviousness as a condition of patentability.  And,20

yes, the Supreme Court in Graham v. John Deere laid out21

some tests, but I do agree that, in fact, the important22

aspect of the glue of 103 was really missing from Graham23

v. John Deere.24

        I think we saw a bit of the problem with that in25
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going back in terms of the experimentation with cases1

like Anderson's-Black Rock, which reached back to the old2

A&P/Supermarket case.  And I think what that did during3

the period of at least the 1970s and before the Federal4

Circuit occurred, and this I think in terms of some of5

the graphs showing invalidity in circuit courts or6

district courts, there was a lot of invalidity.  Why?7

Because the test was synergism.  If you couldn't show8

synergism, you couldn't meet the nonobviousness9

standard.10

        And of course like Flash of Genius, that was11

also considered to be a form of chicanery and an12

inappropriate standard.  And there was then sort of an13

evolution, if you will, back to I think you would say14

more objectivity, and of course this kind of goes15

through a line of cases.16

        One of my favorite historical cases is In re.17

Winslow.  This, for those of you who don't remember,18

Winslow is the inventor who has the patents on the walls19

around him, and then sees that there's two documents20

that provide an indication of what the way to solve a21

particular problem that exists in the prior art would22

be.  And it's the "Aha" test.23

        Then later I think we found, even in the early24

genesis of the Federal Circuit, that in cases like In25
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re Keller in the early '80s that once again did reach1

back to cases like In re McLaughlin, there was this2

suggestion, but it was, What would be the collective3

suggestions based upon what would be presumed to be4

familiar to a person of ordinary skill in the art?5

        Once again, this would permit one to look at6

documents themselves and look at the information from7

the perspective of one of ordinary skill in the art,8

whether the suggestions might be express, implicit or9

inherent.  But you would glean the level of skill in the10

art, and you would glean the information principally11

from the reference documents, but also with some level12

of technical knowledge and skill.13

        But I think what we find now is that not only must14

there be a suggestion, it seems like there must be an15

express motivation.  It's almost that if you don't have16

the glue expressly leading you all the way, there isn't17

any basis to establish something would have been18

obvious.19

        You have to connect the dots I think very, very20

clearly from what is in the prior art.  Or obviously from21

a standpoint of when you're in litigation, you have the22

opportunity to have some expert testimony on the23

science, which is I think helpful to district court24

judges, but is not available in the ex parte types of25
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proceedings that are in front of the Office.1

        I would say that some of the suggestions in2

terms of corrective mechanisms are ones that I think3

many authors have written about.  One I think is, as4

opposed to eliminating a presumption of validity, to5

change the clear and convincing evidence standard to,6

let's say, a preponderance of the evidence, perhaps being,7

let's say, a little bit more realistic from the8

standpoint of permitting the presumption to be rebutted.9

And then there also have been some authors who have10

indicated that if there was a really effective patent11

correction mechanism, whether it's inter partes reexam12

or post grant, or the like, that maybe if your real effect13

is to provide a filter so that only the important14

patents are the ones that need to be dealt with, then15

you would essentially say no presumption of validity16

until they went through some kind of a reexamination.  So17

that you would have sort of the gold seal or the gold18

standard of approval since you went through two19

gauntlets to get the patent confirmed and reconfirmed,20

and then you would get a presumption of validity,21

recognizing that that second type of gauntlet, if it's22

inter partes in nature, provides an opportunity to have23

a greater richness in the consideration.24

        MR. COHEN:  Herb?25
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        MR. WAMSLEY:  I agree that the presentations by1

Professor Lunney and Professor Duffy were excellent.  I2

think there was a great deal there that I would judge3

everybody on the panel could agree on.4

        Now, these hearings are grappling with the5

questions about how to improve a system that's been6

around for a long time.  Somebody said this morning a7

lot of these questions are not new.  8

Professor Duffy, the example of the Selden patent9

in 1895 is an interesting one.  According to Ford Motor10

Company at least, that patent was what in recent times has11

been called a submarine patent, which is another problem12

with the patent system that's maybe beyond what we have time13

to talk about today.  But as I understand it, Mr. Selden was14

a very clever patent attorney, and he kept his invention15

bottled up for something like ten years.  Then after16

manufacturers had started investing, he sprung the17

patent on them.  The litigation went on for years.18

        You know, I suspect everybody on this panel19

agrees that we should have a reasonably high obviousness20

test, one that finds nonobvious only inventions that21

wouldn't have been made otherwise or for which there's22

some incentive needed.  I think we're grappling with23

what a standard should be, and as a part of this24

question is whether the Federal Circuit has really25
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changed things much.1

        Now, another thing that's not new, and I would2

like to read a couple of sentences from the Graham v.3

Deere opinion of the Supreme Court in 1966.  The Court4

said: "While we have focused attention on the5

appropriate standard to be applied by the courts, it6

must be remembered that the primary responsibility for7

sifting out unpatentable material lies in the Patent8

Office.  To await litigation is -- for all practical9

purposes -- to debilitate the patent system."10

        Now, Professor Duffy, I think you said some of11

us would hate a couple of the ideas you put up there,12

and you're right.  I for one hate the one about13

different kinds of examination by different authorities14

some of which would be --15

        PROFESSOR DUFFY:  That's just a free market16

statement.17

        MR. WAMSLEY:  It would be a very weak18

system.  We have to remember the interest of the19

stakeholders who are the competitors of the patent20

owners and their interest in having certainty at an21

early stage about what the patent rights are in their22

industry.  And if you don't have a system where the Patent23

and Trademark Office is doing a full examination of24

every case and applying an appropriate obviousness25
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standard, you don't get the unpatentable material sifted1

out, and you leave uncertainty.2

        MR. COHEN:  Rochelle?3

        PROFESSOR DREYFUSS:  A couple things.  I really4

like the discussion on technological advances versus the5

risk of development, and I liked both of your6

presentations too, but I was little bit surprised by7

the last thing you said, John, where you said well, if8

you really were worried about the risk of development,9

then you would just get rid of the nonobviousness standard10

entirely.  And I wonder why that would be the case.11

        Why wouldn't we just have a different kind of12

method of weeding out?  Why wouldn't we perhaps use a13

standard that doesn't look at the particular14

technological advance, which in actual fact is only a15

proxy for this other question of what are the risks of16

development, and why not look directly at the risk of17

development?18

        I think a lot of the watering down on19

nonobviousness has come in the chemical field.  And the20

reason it has come in the chemical field is because21

chemistry, speaking as a chemist, is a very mature field,22

theoretically.  So that as a matter of fact, as a23

theoretical matter, there's nothing that's going to be24

nonobvious because as a theoretical matter, you can kind25
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of figure out what an awful lot of molecules are going to1

do based upon their structure.  And there's enough2

synthetic chemistry out that that once you figure out3

the structure, it's not all that hard to build the4

molecule.5

        So you see the court sort of creating these new6

tests in order to keep chemical molecules patentable.  And7

the reason that they're doing that is because of the8

risk of development problem that Mike brought up, that a9

molecule might be easy to create, but it's awfully hard10

to get it to market, especially if it's subject to some11

kind of a clearance procedure.12

        So I wonder whether we shouldn't be thinking13

bigger and thinking about whether or not we have the14

right test for obviousness rather than simply discarding15

it, if you kind of believe as I do, that Ed Kitch had a16

lot going for what he said in his article.17

        Then the second thing, to speak directly to18

Bill's questions on suggestion tests and on secondary19

considerations, and I hate to sound like a broken20

record, there are institutional considerations in that21

too.  I think part of the reason the Federal Circuit22

likes the secondary considerations is because they think23

it's easier for the district court to apply, or they24

think it will sort of stop the district court from25
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automatically saying, "Hey, cool, I could have done that."1

       So the question is partly whether or not we put2

expertise at the right level.  We put expertise at the3

appellate level, but that means that you've got to have4

all of these drivers to get questions up to the Court of5

Appeals.  So you make things questions of law so that the6

court can review them de novo.  And things that you can't7

make questions of law, you have to make into such simple8

fact questions that even a district judge who is very9

technologically illiterate will be able to answer them.10

        So to the extent you see problems on the11

suggestion test or the secondary consideration test, it12

might have a little bit of something to do with13

institutional design and not merely a question of what14

the court actually thinks is right.15

        MR. COHEN:  I wonder about the secondary factors16

test, in particular, the commercial success test, where17

one element seems to be that there be a nexus between18

the commercial success and what was invented, the19

inventiveness of that.  That seems like a fairly difficult20

thing to establish.  How has the Federal Circuit, or the21

District Courts to begin with, gone about trying to --22

how successful have they been?23

        PROFESSOR DREYFUSS:  That was actually my last24

question, which was to John again on his idea of25
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putting a burden on the patentee to rule out exogenous1

developments.  It's always hard to prove something that2

is not true, so I think the nexus test is kind of a way3

of having you prove a positive rather than having you4

disprove a negative.5

        PROFESSOR DUFFY:  If I can just comment on that6

last point.7

        MR. COHEN:  Go ahead.8

        PROFESSOR DUFFY:  I'm not sure it's hard to9

prove a negative in this case actually.  One thing you10

could prove is that the starting materials had been11

available for a decade.12

        PROFESSOR DREYFUSS:  You're putting the burden13

on the patentee.  The patentee has to prove that certain14

materials weren't available for a decade.15

        PROFESSOR DUFFY:  No, I think the burden on16

the patentee, you would have to say, is the starting17

materials were available and no one else did it.  In18

other words, actually a really good case, the case I19

really like and actually is in the new case book I have,20

is I put in the whole A&P case because I think it's a21

wonderful case.  And I think it is a case where the22

Supreme Court got it wrong, because if you actually look23

at the facts which were in the lower court opinion, the24

starting materials, the fact that this was an incredibly25
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simple invention actually cuts very much in favor of the1

patentee.2

        The Supreme Court seemed to be impressed that3

this was a piece of wood that anybody could create, and4

that in fact makes it look more like it's nonobvious.5

The lower court detailed not only is this a very simple6

invention, it's basically the precursor to a modern7

conveyer belt at a supermarket.  This was just a wooden8

frame that the checker would pull down towards the9

checkout spot.  But the lower court said that the10

self-serve store had been in existence for two decades,11

since the Piggly Wiggly first was created, and that was12

uncontested, and that this had been a problem, the sort13

of bunching up of people at the checkout counter had14

been a problem for those two decades, it had recently15

intensified, but that it was a problem for about two16

decades.17

        There was this one inventor who came up with a18

solution using absolutely common materials, pieces of19

wood and nails, which are around for centuries, and20

instantaneously that's copied by everybody else, and it21

solves the problem.  It allows the substitution of this22

device for more checkers essentially.  23

So I think there are many cases where in fact you24

would be able to prove that in fact the materials were25
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common materials.  There wasn't an exogenous change.1

        In many cases I think you won't.  Price Line's2

patent on the reverse auction on the Internet.  I think3

you could say, Well, what has caused that to be patented4

now?  Well, maybe it's the Internet.  Same thing with5

the One Click patent.6

        So I'm not sure that you can't prove this,7

because it's not really proving a negative.  It's8

proving whether the problem existed for a long time and9

whether the materials to solve that problem were in10

existence, but for the intellectual component.11

        PROFESSOR DREYFUSS:  I agree with you on the A&P12

case.  They also thought we didn't like gadgets, and in13

fact we love gadgets.14

PROFESSOR DUFFY:  Right, right.15

        MR. COHEN:  We have two signs up here.  Let's16

take Dan and then Glynn and then a short break.17

        PROFESSOR BURK:  I wanted to come first back18

around to the innovation versus invention question that19

has been floating around.  One of the things that John20

Duffy said in response to my earlier comment was that21

one of the breaking points might be whether you think22

it's important to calibrate your nonobviousness standard23

before getting the patent versus after getting a patent,24

which I agree is Ed Kitch's focus and one place you25
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might look.1

        I think what I was really talking about and I2

think Gerry Sobel was talking about was a different3

breaking point, which is before invention versus after4

invention.  And again my bias, like Rochelle's, might be5

the fact that I'm from biotechnology and from the6

chemical area where you can very easily generate new or7

novel creations, but then figuring out what they do and8

getting them in the market is the expensive point.9

        So at the point where you have the invention in10

hand and the persons then say, now is it worth getting a11

patent on, let alone trying to take it to market, you may12

want to lower the bar or modulate the bar of13

nonobviousness to make that anticipated value different14

depending on what industry you're in.15

        Now, that goes back to Professor Scherer's point16

about creating blanket rules for different industries,17

which is a version of what we call the rules versus18

standards problem, which may be what we're talking19

about.  In other words, there's a certain cost of20

creating a different rule for every industry or every21

different situation on a case-by-case basis, so we tend22

to avoid that cost by creating broadly applicable23

standards.  But then the cost is that it's not going to24

fit the various cases very well.25
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        So you have to balance off the cost of having a1

standard that doesn't fit your situation very well and2

generates some social disutility versus the cost of3

continually going back to somewhere -- the court, the4

Patent Office, or Congress -- to create a different rule for5

every new technology that comes along.  And part of the6

problem you're going to see in nonobviousness is trying7

to figure out those two different standards or having a8

broad standard versus a lot of individual little rules.9

        MR. COHEN:  We can develop that a little bit10

further after we throw in description and enablement.  Let's11

have Glynn have the last word before the break.12

        PROFESSOR LUNNEY:  The last word, I always look13

forward to that.  I want to say two things.  One is on14

this nexus between commercial success and15

nonobviousness.  The standard before the Federal Circuit16

was somewhat tighter.  You had to show causation, that the17

causation was due to the technological advance.  Under18

the nexus test that the Federal Circuit has applied, it's19

much looser.  As long as the patented invention is20

incorporated into a successful product, that seems to21

be enough.  Even historically for example, if you could22

show a very heavy marketing effort, heavy advertising, a23

large company with good distribution, you would mitigate the24

claimed causation, but under the Federal Circuit those25
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factors are not enough to eliminate a nexus.1

        The second is this notion of risk, and I think2

we need to be careful about cause and effect here.  The3

level of risk in the pharmaceutical industry, in any4

industry, the level of failure that is funded, that is5

tolerated in the industry, is not determined in the6

abstract.  It is a function of the patent protection7

provided.8

        If you provide more protection, the successes9

will pay for a greater deal of research and a larger10

number of failures.  So more patent protection means a11

lower success rate.  So we need to be very careful how we12

approach those issues because if you say, "Well, a low13

success rates means you need more patent protection," the14

more patent protection you get, the more research you're15

going to fund, and the more the success rate is going to16

fall because you're going to have a larger funding of17

failures that you can afford.18

        PROFESSOR BURK:  A success rate, you're saying19

looking at the industry as a whole.20

        PROFESSOR LUNNEY:  At the industry as a whole, yes.21

        MR. COHEN:  Let's break until 3:10.  That gives22

us about eight or nine minutes or so.23

                         (Whereupon, a brief recess was24

                         taken.)25
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        MR. COHEN:  We're going to Dan Burk who will be1

talking about description and enablement.2

        PROFESSOR BURK:  I was asked to say a word or3

three about some of the Section 112 doctrines that we4

have been making reference to off and on during the day.  So5

this presentation is part tutorial, since those are6

sometimes less well known than the obviousness standard7

that we've been talking about.  And I'm going to use the8

T word, the trend word, towards the end of the9

presentation to try and point out what I think are some10

trends in Federal Circuit jurisprudence.11

        Hopefully I've kept this short enough that we'll12

have mostly time for discussion since that seems to be13

the most productive part of what we've been doing today,14

I think so far.15

        So first a few words about the enablement16

doctrine.  We typically think of this as being part of17

the bargain, the quid pro quo, between the inventor and18

the public, the idea being that we'll give you an19

exclusive right if you will disclose to the public how20

to make and use your invention.  And then after 20 years21

or so, the patent will expire, and that information will22

become part of the public domain for anyone who wants to23

use.24

        So what we're talking about, when we talk about25
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the Section 112 doctrines, enablement and then written1

description, which I'll get to in a moment, is not so2

much a characteristic of the invention such as we've3

been talking about with obviousness or we might talk4

about with novelty or some of the other patentability5

requirements that are actually part of the invention6

characteristics, but has a lot to do with the document,7

with the actual patent application and later published8

patent that is filed by the inventor.9

        It needs to reveal in that document how to make10

and use the invention.  And the catch phrase that comes11

up is that the person of ordinary skill in the art12

should be able to make and use the invention without13

"undue experimentation," quote, unquote, by looking at this14

document that the inventor has provided us with.  15

And there's a relationship between this disclosure16

that takes place and how much the inventor can claim. Since17

this is part of the bargain with the public, the more you18

disclose to us, the more we'll allow you to claim under your19

exclusive right.  The less you tell us, the less you20

disclose to us, the less we're going to allow you to claim21

as part of your invention.22

        Now, there are some areas where, in order to make23

this disclosure, how to make and use the invention,24

text just doesn't work well.  We talked earlier today25
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about the inadequacy of language in some situations.  And1

the classic example here is when Congress decided to2

create a new form of intellectual property back in the3

'30s called the plant patent.  It's awfully hard to4

describe a new variety of a plant, of asexually5

reproducing plant, well enough to meet the requirements6

of disclosure in the patent statute.7

        So Congress said, "Fine, you can put a picture of8

the plant in the patent instead, and that will be your9

disclosure."  And so plant patents as a consequence are a10

lot of fun to look at because most of them are11

ornamental varieties of plants, and you get to see lots12

of pictures of pretty flowers and so on.13

        We have a similar problem that developed after14

the Chakrabarty case, particularly when biotechnology15

entered the mainstream of patent law subject matter,16

that when dealing with biological materials and17

microorganisms and even multi-cellular organisms, again,18

it's awfully difficult in many cases to tell someone how19

to make and use those materials, which may be quite20

unique.  And so the alternative was developed that you21

could publicly deposit samples of those materials in22

order to enable those of ordinary skill to make and use your23

invention.24

        Even if you couldn't tell them how to make it or25
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how to get the materials, you could make it available to1

them through public repositories, and those are both2

aspects of enablement that I will come back to in a3

minute as being important as part of the trends in the4

Federal Circuit.5

        Now, enablement also shows up in a number of6

other odd places or unusual but important places in the7

patent law besides simply the disclosure made by the8

inventor.  We've talked about the inventor's obligation,9

but enablement also shows up in helping us to define10

what is relevant prior art in cases.11

        So, for example, if a piece of prior art might12

prevent you from getting a patent, part of the standard13

is that the disclosure in that prior art has to be14

enabling, so that the public already has the invention in15

their possession, and what you're giving us is not16

anything that the public didn't already have.17

        The Federal Circuit has increasingly used18

enablement as an important part of the invention19

standard, particularly conception.  There are a number20

of cases now talking about the importance that if an21

inventor has fully conceived of the invention, that the22

enablement standard is part of that, that you should be able23

to enable somebody to make and use an invention that you24

fully conceived of.25
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        So the standard has been exported into some1

other parts of patent law, and that also is important in2

thinking about some of what has happened in recent3

trends.4

        The enablement is measured, as I said a moment ago,5

with regard to this mythical person, sometimes called6

the PHOSITA, a person having ordinary skill in the art,7

who is envisioned as a common user of the technology,8

someone who is not very imaginative.  So the legal standard9

then is, have you enabled this imaginary, legally fictional10

person to make and use the technology, a little bit like11

fictional people we see in other parts of law, the12

reasonably prudent person.  And that standard has also been13

exported to other parts of patent law, and as we'll see in14

a moment, it's important to some trends in the Federal15

Circuit.16

        Let me suggest one of the places where these17

trends seem to come together and which goes back a18

little bit to a discussion we had a few minutes ago19

about certain industrial sectors or certain20

technological sectors and whether you create a rule21

specific for that type of technology or whether you have22

a wider blanket standard that covers many areas of23

technology.24

        If we look at the computer software cases the25
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Federal Circuit has been dealing with in the past few1

years, with regard to the enablement standard, the2

Federal Circuit keeps telling us that very little3

disclosure is necessary for computer software.  And so4

when we look at these patents, the Federal Circuit has5

told us you don't need to give us the code that goes6

with the software.  You don't need to give us a flow7

chart.  You just need to tell us what the software does,8

just give us a functional disclosure, tell us what it9

does.10

        Then the Federal Circuit has said pretty much11

anybody of ordinary skill could then write that program.  So12

the assumption seems to be in the area of computer13

software, that the PHOSITA, the person having ordinary14

skill, is a person of extraordinary skill or someone who15

simple having been told what a piece of software is16

supposed to do can very quickly go in and write that17

code, without being told very much more, that they would18

be able to do that.19

        We can have a discussion about whether that's20

really true.  If you've done any coding, there tend to21

be bugs and other problems that maybe that the Federal22

Circuit doesn't fully appreciate what goes on.  But there23

seems to be a legal standard evolving here of what24

constitutes ordinary skill and what would need to be25
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disclosed that is unique to computer software and is a1

relatively low standard for disclosure.2

        This is in contrast to another area that we've3

mentioned a couple times today, the biotechnology area.  And4

I think it was Stephen Kunin who mentioned some5

cases earlier today like Fiers v. Revel, where the6

Federal Circuit is telling us, No, we need to see code.7

We need to see the sequence of a DNA molecule or the8

structure of another molecule.9

        Apparently the presumption here is that the10

PHOSITA, the person having ordinary skill in the art, is11

extraordinarily dense, that they cannot come up with12

this on their own having been told only the function of13

the particular molecule, and so you really need to14

literally spell it out for them in the patent, which is15

quite a contrast to the software area.  And so we may be16

seeing evolving standards in different areas of17

technology with regard to enablement.18

        How about written description?  Related to19

enablement but distinctly different, especially in20

recent years, it's actually sort of a historical21

artifact.  There was a time before we came up with the22

idea of having claims in patents when the description23

provided by the inventor in disclosing the invention24

told you what was being claimed.  And so rather than25
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having separate claims, the written description served1

functions that we would today say are served in the2

claims portion of a patent, putting the public on notice3

as to what they should avoid so as not to step on one of4

these land mines that we talked about.5

        At one time the written description told the6

public what was off limits, what they should avoid in7

order not to infringe, and what the metes and bounds of8

the patent rights were, the invention that the inventor9

was going to have rights in.10

        These things we would tend to think now are11

covered in the function of the claims in the patent12

document, so there's some question as to what the13

written description requirement really does anymore.  And14

we've been given a number of justifications by the15

Federal Circuit and by its predecessor court.16

        One thing that clearly is done by the written17

description requirement is that it curtails so-called18

new matter problems, that if you're relying on a19

previously filed application and a continuation20

situation or a continuation in part situation, that we21

know what it was you were talking about in that earlier22

application by the description that's there.  And if you23

want to rely on that for a filing date or rely on that24

disclosure later on, if you vary from that, we assume25
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you're now talking about a new invention, and you need1

to start over.2

        So it prevents sort of the changing or3

metamorphosis of the discussion of the invention4

happening as these documents are filed with the patent5

office.6

        It's also been suggested that the written7

description requirement sort of keeps the inventor8

honest, that we know that the inventor really did invent9

this because they're able to give us this detailed10

description.  And the underlying assumption here seems to11

be that if you hadn't actually invented this, you12

wouldn't be able to describe it in enough detail to meet13

this requirement.14

        Now, note that I say "has the invention in hand"15

in quotation marks because you don't have to actually16

build the invention in order to get a patent on it.  If17

you sufficiently envision the invention so that you can18

give us an enabling and working written description, you19

can file a so-called "paper patent" without having to ever20

build it.21

        Again, the conception of the invention has to be22

sufficiently detailed to meet this requirement, so we23

know that you really did invent it, whether it's a paper24

patent or whether it's a patent that you actually reduce25
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to practice in the physical manner.1

        What a number of commentators have noted is that2

by retaining this written description requirement, it3

may do these things.  It may curtail new matter.  It may4

keep the inventor honest.  It may make sure the inventor5

really has invented what she says that she has.  But it6

really acts as a sort of super-enablement requirement7

that not only do you have to enable somebody of ordinary8

skill to make and use the invention, but you have to9

give us this detailed description on top of that, so10

that we're doing something a little bit beyond11

enablement in putting this into the hands of the public12

in this document.13

        Now, for a long time or for various periods of14

time, no one paid all that much attention to the written15

description requirement after we developed the idea of16

having claims.  It was sort of there in the statute and in17

a lot of cases was not paid much attention to.  18

But it became very popular in the chemical arts.19

Again going back to something Rochelle Dreyfuss said20

earlier, it's had this much more vigorous history21

in chemistry of being important than elsewhere and seems22

to have been reinvigorated recently by the Federal23

Circuit, certainly in the chemical and biotechnological24

arts, and maybe outside of that as well.25
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        One thing, one trend, using the T word, that the1

Federal Circuit seems to be using this for, is as a tool2

to limit claim scope.  And we have some cases where the3

Federal Circuit says, "Well, you have claimed some4

embodiments of the invention that you didn't describe,5

and so we're going to limit your claims or even6

invalidate your claims in some situations because you7

didn't give us a description.  Even though you enabled8

them, you're claiming too broadly to be commensurate9

with your written description requirement, so we can use10

that to kind of check your ability to claim broadly."11

        In biotechnology, again, this seems to have been12

taken to an extreme.  There was some mention of this13

this morning where the Federal Circuit seems to be14

saying, "Well, you need to give us a very detailed15

description of the structure of the molecule, and in the16

case of genomic types of patents, DNA, that means the17

nucleotide sequence, not only to enable one of ordinary18

skill, but even when one of ordinary skill would be19

enabled, you haven't properly described the molecule20

unless you've given us this detailed sequence."21

        This shows up especially in cases where people22

have found and have characterized DNA sequences that23

might be fairly common, perhaps with slight variations,24

in other species, and are trying to claim not only the25
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particular molecule that they found but also other1

similar molecules, a genus of molecules.  And the2

Federal Circuit has said, "Well, we're not going to allow3

you to do that because you haven't described all of4

these molecules.  You have one of them or a few of5

them.  You've told us how to get more of them, and you6

told us that the others would be very similar to the one7

that you have, but you haven't given us a description of8

them."9

        The sort of pinnacle of this trend was also10

mentioned by Stephen Kunin this morning, the Enzo case,11

going back to the practice that I mentioned before of12

depositing biological materials, which has been the13

practice for some time now in order to enable people to14

have the starting materials to practice certain15

inventions.16

        We now have a case where, following this trend17

in written description, the Federal Circuit has said,18

"Well, it's fine to deposit materials for purposes of19

enablement, you might be enabling people to practice the20

invention by making the materials available.  But you21

haven't described them, and so deposit will not suffice22

for written description."23

        I think that was a rude shock to people holding24

quite a number of biotechnology patents who thought that25
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by depositing materials, they were okay under Section1

112, and now we learn that, no, they failed the written2

description requirement.3

        So that's my round-up of where I think the4

Federal Circuit has been going with written description,5

with enablement, and I look forward to some questions6

and discussion about the policy and the economics behind7

it.8

        MR. COHEN:  Before we proceed with that9

discussion and questioning, let's take our final10

presentation of the day, which comes from Gerry Sobel.11

        MR. SOBEL:  Thank you, a lot of wonderful12

presentations.  I'm delighted to be here.  I have to say13

that my comments do not represent the views of my law14

firm or any clients.  And I have to mention that I wrote15

a paper that touches on the subject of my remarks today,16

and it's in the University of Virginia Journal of Law17

and Technology spring '02 issue.18

        My topic is the development of the doctrine of19

equivalents at the Federal Circuit, and a subject that20

came up this morning, its relationship to economic21

policy and, more precisely here, competition policy.  So22

a word about where we came from on the doctrine of23

equivalents and the trend, a word that was mentioned a24

few times, and what the bias is or the way the Federal25
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Circuit thinks about this issue is.1

        So the doctrine of equivalents started in the2

19th Century.  And just to be absolutely clear what we're3

talking about, I can give you the simple facts of the4

Winans case.  It was a coal railroad car, and the claim5

talked about a conical shape.  And the accused railroad6

car was an octagonal shape.  And the Supreme Court said,7

"Well, yeah, it isn't conical but it infringes because8

we're going to look through the form to the substance."9

        We can jump forward to the Graver Tank case in10

1950, where the Supreme Court told us a little more about11

the doctrine of equivalents.  It said you look for12

substantially the same way, function and result in13

the accused thing, same that is, of course, as the14

claim.  And there were some strong statements of policy15

in Graver Tank, where the Supreme Court said that we're16

going to favor the patentee over the interest of accused17

infringers in clear notice of what's covered by the18

patent.19

        In fact, the Supreme Court talked about20

unscrupulous copyists, fraud on the patent.  They used21

strong language.  And that's the setting in which the22

Federal Circuit is created in 1982.  And what did the23

Federal Circuit do?  Very quickly, it started out in24

sync with Graver Tank, and even more so.  It said, "We're25
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going to look at the claims a whole.  We're going to1

look at the accused device and consider whether it's2

enough like the claim as a whole to infringe by3

equivalency, even though, of course, there is no literal4

infringement."5

        That view prevailed for a few years in the first6

half of the '80s.  And then in 1987, in PennWalt and Perkin-7

Elmer, the Federal Circuit got on the track that8

it's been on since then.  It said, "We're going to narrow9

this doctrine."  It didn't use those words, but that's10

what it did.  And it did that by saying, "We need an11

equivalent for every element of the claim, so we're not12

going to look at it as a whole anymore.  That's gone.13

We have to find an equivalent for every element.  We14

have to start, of course, by figuring out what the15

elements are, but it's every limitation essentially in16

the claim."17

        There was another notion expressed that recurred18

in Perkin-Elmer in '87.  We're concerned about erasing19

claim limitations, reaching people who would infringe by20

the doctrine of equivalents but ignoring some claim21

limitation.  That all-elements test was mitigated in a22

couple of decisions.23

        It said, "Well, you can have two features of an24

accused device doing the job of one claim element or you25
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could have one for two or you could change the location."1

And the element didn't have to be in exactly the same2

place in the claim and the accused device.3

        The next major step was an effort to largely do4

away with the doctrine of equivalents.  And the vehicle5

was what the Federal Circuit said in a couple of cases6

was the specific exclusion doctrine.  If it's somehow7

necessary to the claim and it isn't in the accused8

device, it is specifically excluded by the claim, and9

there can't be infringement under the doctrine of10

equivalents.11

        This proved to be a dead end, actually in a case12

I argued, and the Federal Circuit abandoned it in an13

Ethicon Endo-Surgery case, where they said, "Well, we14

can't distinguish something that's specifically excluded15

from everything that's omitted by the literal language16

of the claim."17

        In other words, they couldn't tell which was18

which, and if you treated everything that wasn't19

literally claimed as specifically excluded, obviously20

there would be no doctrine of equivalents.  And that was21

inconsistent with the court's own precedent, not to22

mention the Supreme Court.23

        Warner-Jenkinson came along, another effort to24

chop down the doctrine of equivalents.  This time it was25
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the en banc questions that said, Well, maybe this should1

be a judge issue, not a jury issue.  Maybe this should2

be equitable.  Maybe it should be limited to intentional3

copying, another avenue for limiting the doctrine.4

        The Federal Circuit majority kept the same rules5

as before; in other words, the movers for the change in6

the doctrine of equivalents couldn't muster a majority,7

and Graver Tank was pretty much affirmed.  They said,8

"We're not going to take it away from the jury.  It's not9

limited to intentional copying."  And I'll say a word10

about prosecution estoppel separately in that case and11

otherwise.12

        The Supreme Court got the case, and it pretty13

much started out by saying that we decline the14

invitation to speak the death of the doctrine of15

equivalents.  And they said we recognize that the16

doctrine conflicts with the notice function of being17

precise about what is claimed so that the competitors18

and the public can know what's covered and what's not19

covered.  But they said we're going to follow in20

substance Graver Tank.21

        The Federal Circuit had said, in struggling with22

the test, you look for substantial or insubstantial23

differences to find equivalents infringement.  And the24

Supreme Court said pretty much the same thing, but25
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that's not the only test.  And it didn't say what other1

test might exist.  It endorsed the all-elements rule,2

which, as I said, the Federal Circuit had been applying by3

then for many years.4

        There's another notion in the Federal Circuit5

cases that just became important in Festo.  And that is6

this notion of foreseeability.  If the applicant for7

patent could foresee the embodiment that later turns out8

to be the accused device, he should have claimed it, she9

should have claimed it.  They didn't claim it, tough10

luck.11

        That's what foreseeability is.  And the Federal12

Circuit in 1995, the Pall case, said that is not the13

rule, that's not the law, it's not controlling.  And then14

in the Sage case in 1997, it appears as dictum:  Shouldn't15

the doctrine of equivalents be limited to16

things that are not foreseeable at the time of the17

prosecution?  And I should note that that would have18

conflicted -- it was dictum but it would have conflicted19

with Graver Tank, where the accused equivalent was20

actually mentioned in the patent specification, so21

obviously it was foreseeable.  Yet it wasn't claimed,22

and in fact that was a plus in finding infringement in23

equivalents according to the Supreme Court.  But there's24

that dictum in Sage.25
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        Now to turn to prosecution history estoppel,1

foreseeability has become very important in the last few2

months in the Festo case.  Prosecution estoppel is an3

integral part of the equivalency doctrine and of course4

says, and I'm going to try to explain these terms, that5

when an applicant for patent has narrowed his claims in6

the course of prosecution, he or she may have abandoned7

what was surrendered.8

        I should mention that that interestingly comes9

from Supreme Court law also in the same year as Winans.10

There's a Shepard case that says you can't capture in11

arguing an infringement case what you gave up in12

prosecution.  And then it was applied to the doctrine of13

equivalents by the Supreme Court in 1942 in Exhibit14

Supply.15

        To get to the Federal Circuit, one issue that16

was presented to it was, Is estoppel limited to17

overcoming prior art rejections or does it apply to the18

subjects of the talk, the excellent talk we just heard19

about Section 112 enablement and written description20

issues also?21

        The Federal Circuit at first held, "No, there's22

no estoppel if you make a change in your claim for 11223

reasons," and that persisted for some time.  The Federal24

Circuit did narrow equivalents by broadening estoppel25
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when it said that there isn't estoppel, prior art1

rejection or no, if there's an unmistakable assertion2

of a position, whatever that is, and they found it3

sometime.4

        Then there was a debate of the Federal Circuit5

beginning in the '80s that continued for a long time on6

whether, as the court called it in the Hughes case, you7

applied estoppel in a wooden application, as it said,8

and just said, "Well, if the claim was narrowed, whatever9

ground was surrendered is gone," or, later on, and the10

debate continued right into the Festo case, is there a11

flexible bar?  Do you do a close examination to see -- even12

if the applicant gave up more ground than was absolutely13

required or if it gave up more ground than was14

absolutely required to overcome the prior art, perhaps15

it could recapture some of that ground in equivalents.16

        And the formulations of the Federal Circuit, for17

example, in the Litton case in the late '90s, said, and this18

was a remand, "Go back and see what was covered by the19

prior art, and we're going to find an estoppel for that20

plus trivial variations and not more, even though it was21

technically given up" -- I don't want to use the word22

abandoned -- "given up and not claimed after the claim was23

narrowed."24

        In the Supreme Court in Warner-Jenkinson in25
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1995 -- well, why don't I start with the Federal1

Circuit.  The Federal Circuit is applying a flexible2

bar, and when that gets to the Supreme Court, the3

Supreme Court doesn't dispute that, and in fact remands4

to see what the reasons were for amending the claim and5

whether they give rise to estoppel.6

        The Supreme Court was not clear on whether these7

estoppels were limited to prior art or indeed extended8

to Section 112.  And the new thing the Supreme Court did9

was to create a rebuttable presumption that if there is10

an amendment, a narrowing amendment, it's for reasons11

relating to patentability and that invokes an estoppel.  And12

it's up to the applicant, according to the Warner-13

Jenkinson presumption, to overcome that.14

        Then comes the very interesting Festo case.15

Again the Federal Circuit is struggling with equivalency16

and, I submit, how to narrow it.  This time the avenue is17

estoppel, and they hold if a claim has been narrowed for18

any reason relating to patentability, it's a complete19

bar to equivalents for the element that was narrowed,20

and remember we're doing an element by element analysis21

still, but you don't do a close examination at what had22

to be surrendered to overcome the rejections.  You23

don't look at reasons.24

        The discussion is over if there has been a25



171

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

narrowing for that element.  And you might say that what1

was done was to adopt what the Federal Circuit had2

called a wooden rule in 1985 or so in the Hughes case.3

        What effect did this have?  Pretty dramatic4

because, as some of the opinions pointed out, there are5

comparatively few claims that are not narrowed in6

prosecution, so one or more elements in each of those7

patent claims was disqualified as a candidate for8

coverage including in equivalents.9

        So the Supreme Court gets this and disagrees10

with the Federal Circuit.  And I'll come back to this11

morning's question about the extent of economic analysis12

and competition in a moment, but the Supreme Court said,13

"No, there is a flexible bar, it's not a complete bar.14

We don't agree with the Federal Circuit."15

        The Supreme Court did look at the interest of16

competitors in the clearly defined claim scope and the17

fact that they like to design around and said, however,18

looking at Winans and looking at Graver Tank and19

looking at Warner-Jenkinson, each time the Court20

considered the doctrine, it said, "We're going to keep21

it.  We're not going to abolish it because of the notice22

function."23

        That's what it did here.  And the Supreme Court24

quoted and rejected Justice Black's dissent in Graver25
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Tank, where he expressed his unhappiness with the1

doctrine of equivalents, so we're not going to follow2

that.3

        The Supreme Court did circumscribe equivalents4

in its own way, and I think Rochelle Dreyfuss mentioned5

that it adopted another branch of sociology.  It looked6

at the difficulty language has in expressing new7

technology, the difficulty in describing in claims what8

the invention actually is, and it said, "We're going to9

give the patent applicant a break for that, and if the10

equivalents are unforeseeable at the time of the11

application, you can cover them."12

        If a person of ordinary skill, and you heard a13

lot about him or her in the last talk, could not be14

expected to include that in the claim, then it's15

covered.  You can cover it with equivalents.  And then16

they had a couple of more categories that would be17

okay:  if it bears no more than a tangential18

relationship to the equivalent in question, it's hard to19

know exactly what that means, or if there's some other20

reason suggesting that the patentee could not reasonably21

be expected to describe the substantial substitute.22

        So there's a few opportunities to avoid an23

estoppel where there has been a narrowing and the ground24

was actually surrendered, but if you don't fit these,25
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the Supreme Court says, you are estopped.  And that of1

course circumscribes when you can get infringement2

coverage by equivalent.3

        The Supreme Court said again there's a4

rebuttable presumption that the patentee is estopped,5

and it's up to the patentee to overcome that.6

        Why don't I say something about a hypothesis I7

have, and I'll close with that.  Before I do that, I8

want to answer Hillary Greene's comment about the extent9

of Federal Circuit consideration of economics.  And I10

covered it this morning a little bit, but the most11

discussion of competition and a little bit of economics12

that the Federal Circuit has done is in the Festo13

opinions.  And there are two views, to oversimplify a14

little bit.15

        One, the majority's view in the Federal Circuit,16

no longer the majority after the Supreme Court or no17

longer the prevailing view after the Supreme Court.18

I'll just read you a few words here and there: 19

". . .technological advances that would have lain in the20

unknown, undefined zone around the literal terms of a21

narrowed claim. . . will not go wasted and undeveloped due22

to fear of litigation."23

        So that's the Federal Circuit's point of view.24

They're looking at competitors, and this is good for25
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competitors because there's less of a deterrent to1

operate at the edge of the literal patent claim.2

        Judge Michel said in dissent, well, there was a3

comment about biotechnology, if you change one4

nucleotide and there's been a narrowing, it's very easy5

to make a therapeutically equivalent DNA sequence6

sometimes, and easily avoid the claim.  And the same7

thing could be said about amino acid sequences and was8

said by Judge Michel.9

        He was critical, calling that and other such10

changes trivial changes to attempt to get outside the11

literal meaning.  The idea is you look at the12

prosecution.  You look at what element was changed in13

the prosecution, and you make a small change in that,14

and then you, according to the now reversed Federal15

Circuit decision, can't cover that with equivalents.16

        Judge Rader in dissent talked about his concern17

for free riding and discouraging breakthrough advances18

and said equivalents should at least cover after-arising19

technique, meaning new developments, the transistors20

compared to the vacuum tube.21

        Finally, Judge Newman in dissent, as I said22

earlier, was more ambitious in talking about this and23

talked about the difference in risk-taking between the24

innovator and the imitator, her words, the risk of25
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commercial success in the case of the innovator, the1

risk of failure, unfulfilled expectations, obsolescence,2

regulation, technological failure -- those are the words3

in the decision -- and the imitator bears none of these4

risks.5

        There was a mention, just to use Chester Carlson6

because it's such a good illustration, Professor Duffy7

talked about Carlson avoiding photography, really silver8

halide photography.  Because Carlson was a smart9

guy -- in fact, he was a patent attorney -- he didn't want10

to run into Kodak's presumably dominant patent position.  I11

think that's what Professor Duffy meant.12

        So what Judge Newman said, not about that13

particular thing, but she talked about encouraging14

leapfrogging advances.  In other words, if you can't15

operate at the edge of the patent claim, you have to16

move to a more unknown field, and you're likely to do17

something, either fail or do something dramatically18

different.  So you're encouraging that kind of invention19

and innovation instead of close imitation and what20

someone would call and some of the dissenters in Festo21

called free riding.  And that's what Carlson22

accomplished.23

        To push the metaphor, even after Haloid had24

developed the machine, the 914, it was so concerned about25
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its ability to market it that it offered it to IBM.  And1

IBM turned it down because it misread the market2

opportunity.  It wasn't thought that people would want3

to make copies.  But as soon as they introduced the4

machine, everybody learned that people loved to make5

copies, and it was a fantastic success.  But market6

success is one of the things that Judge Newman7

identified.8

        What the Federal Circuit is concerned with, the9

majority anyway, in Festo, and it comes up in Markman and10

the cases after that, Vitronics, it's concerned about11

the accused infringer.  It's concerned about improving12

the situation of those who would closely, why don't I13

say, design around the patent by giving them notice.  And14

it doesn't ever mention, except in these dissents, but15

before that it didn't mention, say in Markman and16

Vitronics, the function that patents have to promote17

competition.  When you have an innovation like, to use18

xerography again, the plain paper copier, to take this19

phrase, it sweeps away everything else, carbon paper,20

wet copying, thermofax.  It's all gone.21

        I mean, it's the most dramatic kind of22

competition.  And somebody said, Professor Lunney said,23

there's no deadweight loss from things that are new, so24

the argument is that social welfare is greatly improved25
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when you have a whole new copier industry that didn't1

exist before.2

        MR. COHEN:  Gerry, to give us a chance to have3

some discussion, I'll ask you to wrap up in the next4

couple minutes.5

        MR. SOBEL:  Thank you.  I'll wrap up now.  The6

short of the matter is that this view of competition is7

something like the Black/Douglas view that was applied8

in antitrust and also in patent matters.  Patents are a9

special exception to a general scheme of competition.10

You have to limit them.  Black and Douglas were the11

origins of the Flash of Creative Genius test.  Black and12

Douglas dissented in Graver Tank.13

        Well, Black and Douglas had the same view of14

competition.  They didn't look at the incentive to15

create new innovations.  And antitrust has gone way16

beyond that.  The Antitrust Division rejected that view in17

the '80s.  It reversed its position that the so-called18

no-nos were not permissible.  Those were ways of restricting19

licenses typically.  GTE was decided, which was critical20

of free riding and allowed vertical restrictions where21

they had been barred before in the Schwinn case.22

        The Federal Circuit has liberalized patent23

misuse and some of the antitrust rules.  And that is an24

analogy, I submit, for the Federal Circuit to change its25
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calculus and give some thought at least for the majority1

to the pro-competitive function of innovation.2

        Thanks.3

        MR. COHEN:  Thank you.  We've tied together two4

presentations here, one involving description and5

enablement, and one involving equivalents.  They're6

really not as disparate as that may seem, from one7

perspective at least.  And what I would like to do is, I8

would like to start the discussion with a very general9

point drawn from one of our earlier sessions.10

        Suzanne Scotchmer, when she was here, talked11

about two types of issues, one being the patentability12

step, which she saw as arising out of the obviousness13

inquiry -- how far you have to go ahead to get your own14

new patent -- and on the other hand, the issue of breadth,15

leading breadth, which both could come from description16

and enablement, be affected by that; it could be17

affected by claims interpretation; it could be18

affected by equivalents -- everything that goes into how19

broad the initial patent is and its ability to exclude20

others, where you fall within infringement.21

        What we heard from her was the view that as a22

competition agency, we perhaps may be more interested in23

the breadth issues, which could lead directly to market24

power, as opposed to the obviousness issues, which would25
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tend to lead to a proliferation of patents if done1

incorrectly.2

        I'm wondering if any of you would like to3

comment on this.  You're not all antitrust lawyers, but4

some of you may have some thoughts on competition.  And I5

see Mike Scherer's sign is up, and he obviously has much6

to say on competition issues.7

        PROFESSOR SCHERER:  Well, I think breadth is8

more than a question of a single patent.  Breadth can9

actually be a portfolio of patents, each narrow but10

together encompassing a field.  And that raises the11

competition policy issues of the Xerox case, which has12

come up twice now.13

        The FTC's Xerox case, not the SCM versus Xerox,14

but the FTC's case, which was a case for curious15

historical reasons that basically I had to decide16

whether to recommend the settlement that we had17

negotiated with Xerox to the Commission or not.  And I18

must say it was the scariest decision I've ever made in19

my life, including the decision to get married.  Here we20

go on one hand versus on the other hand.21

        On one hand, especially as an academic, I22

considered xerography one of the greatest inventions of23

the 20th Century.  It ranks right next to spell check,24

on which IBM by the way had a very successful patent.  A25
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really great invention.  And Chester Carlson did all the1

kinds of things for which the patent system was2

designed.  Just did not want to interfere with this3

rewarding process.  So that was one aspect of it.4

        On the other hand, the 914 copier had come out5

in 1959, and we are now into, as I recall, that case was6

settled in 1975, 16 years later.  In one more year, the7

statutory life of a patent expires.  And here is Xerox8

with a portfolio of one or two thousand patents on every9

imaginable variant of plain paper xerographic copying.  And10

it just appeared from the situation that by amassing11

this continuing portfolio of improvement patents, Xerox was12

going to monopolize the industry, not for 17 years, but13

forever.14

        That was, it seemed to me, the reason why the FTC15

had to or should act.  It didn't have to act, but it16

should act and approve the compulsory licensing17

settlement that Xerox agreed to.  As I say, that18

trade-off decision, and it was a trade-off type19

decision, was the hardest I've ever had to make.20

        I frequently think about it in hindsight and21

ask, "Was it the right decision?"  And the more evidence I22

see, the more convinced I am that this was the right23

decision.  Because while the best evidence is a book by24

the subsequent CEO of Xerox, his name was Kerns, K E R N25



181

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

S -- the book was entitled Prophets in the Dark, P R O P1

H E T S, not I T S.  And what Kerns says essentially is2

that, "Wow, with our monopoly position we had grown fat3

and happy and complacent.  And it was only when those4

Japanese entered the market with all their newfangled,5

lightweight copiers that we learned (A) that it was6

possible greatly to increase the reliability of our7

copiers, which is a source of considerable concern to8

consumers, and (B) that we could improve our production9

processes greatly and reduce the cost of making copiers."10

        So it seems to me that opening this up to new11

ideas, fresh ideas was the right thing to do.  The tough12

trade-off question is when.  And at least in my view,13

given that we have had a 17 year statutory patent life,14

it seemed to be around 17 years was the time to open up15

the windows, not Microsoft's Windows.16

        MR. COHEN:  Glynn.17

        MR. LUNNEY:  Dan, it struck me when you were18

doing your presentation when you put historical19

artifact up next to description, I was thinking to20

myself, that may have been true up to about three years21

ago, but with the provisional patent application, the22

description in a sense can serve as the claims at least23

for some limited purposes.  So I was curious if you would24

address that.25
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        Then in terms of the doctrine of equivalents, I1

guess my question here is:  Are we talking about the2

substantive scope of the patent?  That is, are we trying3

to use the doctrine of equivalents to make the patent4

broader or make it narrower in a substantive sense?  Or5

are we using the doctrine of equivalents simply as a6

procedural tool, that is, that there is a given scope to7

the patent that you would be entitled to and if you knew8

or had a perfect handle on the language that you could9

use to describe that scope, we would have given you that10

patent to begin with, so it's simply a procedural device to11

give you the scope of the patent to which you were entitled12

if your language had been perfect?  I think historically13

the doctrine of equivalents has been broadened or14

narrowed as a substantive device designed to govern the15

breadth of the patent statute.  I fear, or my concern is,16

it's increasingly become simply a procedural question of17

what are the limits of patent prosecution.18

        To that extent, I would share Mike Scherer's19

worry that what's going to happen is instead of just20

having patents that are valid but narrow -- that's good on21

an individual patent basis, but once you get hundreds or22

thousands of patents put together, you end up with the23

same breadth again, but now they're all going to be24

presumptively valid in a very strong way rather than the25
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older approach in that sense.1

        I guess in that light, Gerry, my recollection of2

Graver Tank is a little different than yours.  My3

recollection was that the patent did originally have a4

claim that covered the earth metal silicate welding5

flux, but that the earth metal silicate welding flux6

claim got knocked out at the district court because it7

failed the enablement doctrine.8

        Some earth metal silicates would work as a9

welding flux, some would not, and so that claim was10

struck out.  They were left with the alkaline earth11

metal silicate claim, and, I forget which one it was, the12

manganese silicate or the magnesium silicate, which was13

not an alkaline earth metal, was therefore outside its14

literal scope.15

        So you had a claim that went through the Patent16

Office.  They got a claim that would have covered the17

infringing device literally, and then that claim is18

struck for lack of enablement, even though the specific19

-- I think it was the manganese earth metal, the20

manganese silicate was in the description.  And so it was21

a curious case in that way, sort of taking it away with22

one hand, and the claim was struck down, but then giving23

it back at least by making the equivalent alkaline.24

        MR. SOBEL:  I don't remember the basis of the25
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rejection.  Otherwise you're right.1

        MR. COHEN:  Let's get John's comments.2

        PROFESSOR DUFFY:  Well, one thing I think is3

interesting about the afternoon presentations is these4

are areas that the Court of Appeals for the Federal5

Circuit has actually not been favorable to patentees.6

Both the written description requirement, as Dan said,7

was the reinvigoration, that was a surprise to many8

patentees and not a welcome surprise, and the narrowing9

of the doctrine of equivalents for the last few years10

has also not been something that patentees as a whole11

have embraced warmly.12

        So I think it does show that the Federal13

Circuit, while it may have some institutional biases,14

its institutional biases are much more complex than15

simply saying they're pro-inventor or pro-patentee16

biases.17

        One possible thing to unify this, unify18

nonobviousness and later this afternoon's presentations,19

is it really does come down to a vision of what the20

patent system should be about.  If you really believe21

the patent system is mainly about broad pioneering22

inventions like Alexandria Graham Bell's patent or the23

Wright brothers' patent on the stabilization system for24

aircraft, then you probably don't think that you should25
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worry about written description requirements very much,1

as long as the inventors have enabled it.  And you2

probably do believe in a broad doctrine of equivalents3

and a relatively stringent nonobviousness standard, a4

relatively high standard for actually getting these5

patents.  When you get them, they'll be generously6

interpreted, but it's hard to get them.7

        The path that the court seems to be pursuing is8

coherent if you think of patents as being rather small.9

If you think of the nonobviousness requirement as very10

modest, patents can issue, but when they do issue, we11

try and hold them to fairly technical rules.  We enforce12

the written description requirement quite vigorously,13

and we also enforce the literal claim language.  So I14

think in that sense there's a coherence to the case law15

that we're seeing.16

        I actually in the earlier presentation said that I17

don't think that the limitations on patent scope are enough.18

I think it's important to think about the limitations on19

patent scope, but I wanted to elaborate on this.  The legal20

tools for limiting patents through the nonobviousness21

doctrine I think are better developed, and that that is a22

more fruitful way for an agency concerned with competition23

policy to evaluate the patent system, or at least it's a24

first cut.  It's something that should be done because, this25
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is the main problem, with the claim scope doctrines, you1

still have to evaluate the technical merit.2

        That's part of Scotchmer's proposals too.  You3

still have to try to evaluate how meritorious is 4

the relevant invention in order to adjust claims, 5

in order to adjust patent scope to fit the relevant6

contribution.  And that is the hardest problem in the7

nonobviousness doctrine, to figure out whether it 8

meets some sort of substantial nonobviousness in order 9

to grant a patent.10

        So I think that the claim scope, patent scope11

doctrines are useful to think about, but in many cases,12

I think you first have to think about nonobviousness13

doctrine.  14

   And also many of the doctrines -- if you take15

the Selden patent for example, many of the doctrines16

that might limit patent scope don't really seem to be17

able to limit that.  You could try doctrine of18

equivalents.  It wouldn't work.  You could try interpreting19

the language fairly narrowly.  That doesn't really work20

because the language is drafted so broadly and so21

capaciously.  You could try the written description22

requirement.  Maybe you could argue that would work, but I23

think even that, given current precedent, would be quite24

hard.25
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        MR. COHEN:  Let's give Dan a chance to respond.  And1

perhaps let me throw on the table the further issue2

of the inter-industry or inter-technology differences --3

to what extent these are inevitable as the patent law4

evolves, to what extent they're desirable, and to what5

extent we ought actively to be thinking about them in6

one way or in one direction or another in order to try7

to get an optimal result.8

        PROFESSOR BURK:  I think that's actually a part9

of what concerned me about John's comments, which is10

that I don't think that, particularly from a11

technological sector standpoint, that cases are nearly as12

coherent as he's suggesting.13

        He gave a description of one sector, which was14

really biotechnology.  But if you look at software, as I15

mentioned very briefly before, the situation was exactly16

the opposite.  There's no enforcement of written17

description.  There's no enforcement of enablement.  And18

although we don't have any very good nonobviousness19

cases, the Federal Circuit has hinted several times that20

the flipside of not requiring much enablement or written21

description is that most of these things are going to be22

considered obvious.23

        One of ordinary skill can easily write this24

program just being having been told what the functions25
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should be.  The flipside of that is, the person of1

ordinary skill doesn't need very much to combine the2

prior art references in order to come up with the same3

thing.4

                         (Whereupon, a brief recess was5

                         taken.)6

        (Pause in the proceedings.)7

        MR. COHEN:  We can continue.8

        PROFESSOR BURK:  So at least in certain areas9

the description that John is giving us doesn't match10

what the Federal Circuit has been doing.11

        What concerned me about that is something12

Rochelle mentioned, which is maybe that hard cases are13

bringing bad patent law or that the outlying or unusual14

technologies are driving the development of certain15

doctrines.  And I agree with her that that's clearly been16

the case in nonobviousness.17

        I think it's becoming the case in the Section18

112 area.  It's not clear to what extent the Federal19

Circuit is going to take its written description20

jurisprudence from biotechnology and try to apply it to21

other technologies, but certainly they haven't done that22

yet to software so far.23

        So we're seeing evolving, I think sort of sector-24

specific application of these doctrines.  And the25
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question then is whether they've got the right cocktail1

of approaches in those particular sections, which brings2

me to your question.3

        I think I'm going to both agree and disagree4

with Suzanne Scotchmer.  I do think that the FTC ought5

to be concerned with questions of scope, patent scope,6

but I'm not sure that you can cabin it as neatly as7

Suzanne did.  And John again has pointed to that.8

        If you look at a very traditional patent issue9

that the FTC would be interested in, which we mentioned a10

couple times today, misuse, that has traditionally been11

a constraint on licensing and in particular the12

contributory infringement doctrine, which is a question13

of patent scope.  We add these additional rights in14

unpatented items, related items, onto the patent grant and15

effectively expand the rights of the patent holder.  To16

avoid expanding them too far we created doctrines like17

misuse to hold that in.18

        Well, Gerry Sobel has described something very19

similar going on when we're talking about the doctrine20

of equivalents.  We've added on some additional rights21

to the patent holder by equivalents beyond what would be22

supported by the literal language of the patent.  Is23

there anything that sort of holds that in check?24

        Well, prosecution history estoppel is one thing25
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that holds it in check.  We've also been told by the1

Federal Circuit in Wilson Sporting Goods and some other2

cases that the nonobviousness doctrine is something that3

helps to hold doctrine of equivalents in check.4

        We can look at some other areas of patent law5

where we would modulate the scope of the patent holder's6

rights either by sort of a positive grant of new rights7

outside of the primary rights that the patent holder is8

given, but there are other doctrines that try to contain9

that within some sort of reasonable bounds.10

        So when you're thinking about questions of11

scope, you can't limit yourself simply to things that12

are obviously questions of scope, like Section 112.13

Nonobviousness helps to define the scope of patents.14

Doctrine of equivalents, as you pointed out, helps15

define scope of patents.  But there are a number of other16

things that are involved in scope that you might not17

initially think are.  And so I don't think you can ignore18

those other doctrines.19

        MR. COHEN:  Steve?20

        MR. KUNIN:  I too take issue with the notion21

that patents should be easy to obtain but difficult to22

enforce.  I think it's the appropriate role of the23

Patent and Trademark Office to be a gate keeper and that24

in fact as part of being a gate keeper, it's important25
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for us to be able to have a very strong role in the norm1

setting process.2

        I also take, I guess, some issue with the notion3

that it's good for our system to have different4

standards in different industry sectors.  I think it's5

really more desirable to have one patent law that's6

applicable to all technologies, including written7

description.8

        In fact, we have been very careful in fashioning9

our examination guidelines on utility and written10

description and even providing training examples to11

recognize the fact that there isn't anything12

specifically written into the statutes that says, "For13

this area of technology, 103 is to be applied this way;14

for this area of technology, 112, first paragraph, is to15

be applied in a different way."16

        I do feel that there is, however, certainly a17

difference when you look at the way software patents are18

handled in the court, as against biotechnology.  As it19

was mentioned, there are many cases -- the Fonar case,20

Hayes Microcomputer, Robotic Vision, are all good21

examples -- where mere functional description was adequate,22

not only for enablement but also to meet best mode23

requirements, which indicates that there's even a24

suggestion that providing program listings for software25
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cases really is not desirable when, in fact, in the past1

there was a concern before Fonar that you had to do it2

to meet best mode requirements.3

        So we have a situation now where we have things4

like genomic material is being deposited, and then we've5

got cases like Enzo that throw into some question, but6

on the other hand, in the software area, there's not a7

requirement to submit program listings.  And these both8

are coding types of inventions.9

        So I think this at some point will probably sort10

itself out as the law develops.  But I think we'll find11

interestingly that there has been sort of this12

historical aspect in the law from the standpoint of13

predictable versus unpredictable technologies, and based14

upon that, the way in which the standards are applied15

are applied with that bias in mind.16

        I mean, when we look, for example, in terms of17

enablement and we look at the In re Wands factors, you18

look at things like whether it would require undue19

experimentation because of the unpredictability of the20

technology.  And I think we find, as software inventions21

become more complicated, that it's not so ready a22

situation where just because you know the function you23

necessarily know how to write the code and how to make24

the code interoperate in a way that you actually can25
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produce the requisite functionality.1

        So I think we'll see to some degree the fact2

that maybe there will be more of a convergence as the3

law continues to evolve.  But it seems as though that4

each time this comes out, it seems to come out to some5

degree in enforcement proceedings which then sends some6

signals in terms of whether these issues actually should7

be handled on a more antecedent basis in the patent-granting8

process.9

        It's our view that it should be done that way,10

and that it is really our gate-keeping function to deal11

with all those conditions of patentability before12

patents are granted.13

        MR. COHEN:  I'm going to take Herb next.  But as14

we do so, I think maybe the rest of you might think15

about a follow-up question, which is how do the courts, or16

how does the PTO in its initial assessment, go about17

determining what's undue with regard to experimentation,18

and how could this perhaps be shaped in ways that might19

lead to a more optimal result in enablement?20

        Why don't we get Herb's comments on what's come21

to this point first, though?22

        MR. WAMSLEY:  I was just going to comment on a23

few comments made around the table and sort of sum up a24

few things said today.  I have to think about your last25
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question.  I don't know if I can answer that one now.1

        I wanted to highlight what John Duffy said2

a while ago, that the Federal Circuit has not been the3

patent owner's court, at least in recent years.  I think4

if we stand back and look at what the Federal Circuit5

has been doing as a whole in recent years, it has not been6

particularly favorable to patent owners.7

        Now, that doesn't mean that they have things8

right exactly.  I don't particularly think there's a9

problem with the court being a specialist court.  The10

majority of the 12 judges don't come from the patent11

field.  Ironically, perhaps, some of the judges who have12

been trying to narrow the doctrine of equivalents, for13

example, have been ones who did come from the patent14

field.  So it's not the patent court.15

        Now, I think what the Federal Trade Commission16

and the Department of Justice obviously are going to do,17

when you write your report, you're going to try to18

recommend the proper balance of a lot of things.  Or, as19

Dan said, you have to get the cocktail right, and20

there's a mix of things here.21

        Personally I think the things I would emphasize22

as being important in that mix, a whole bunch of things23

that were mentioned here, is maybe a little tightening24

up of the obviousness test.  The Federal Circuit may not25
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have that quite right, but I think it's a question of1

clarification or modification, particularly of the2

suggestion test.3

        I think that in this cocktail mix, legal4

certainty, certainty for the competitors, is something5

that's always got to be kept in mind.  If you have a6

cocktail that has more legal certainty to it, you're7

going to have less litigation, and less litigation is8

consistent with competition policy and innovation9

policy.10

        The way I look at it, patents should be fairly11

hard to get.  But I think it does make sense to look at12

the patent rights as property rights and exclusive13

rights, and I don't like the compulsory licensing14

philosophy.15

        That's how I would sum up the cocktail.16

        MR. COHEN:  We're at 4:30.  What I would like to17

do is if anybody has reactions to the undue18

experimentation question, go ahead and give them, or if19

anybody has any closing thoughts that they would like to20

be sure to get in before we're done for the day.21

Steve?22

        MR. KUNIN:  I'll be very quick on the undue23

experimentation.  Basically within the Office, typically24

finding non-patent literature or patents that, say non-25
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patent literatures typically, that don't qualify as prior1

art because they relate to things that occurred sometime2

after the date of the invention, you get indications of what3

people tried to do and failed to do.  And therefore there's4

actually documentary evidence that can be found that is used5

in the process of determining whether some things are undue6

experimentation.7

        MR. COHEN:  Rochelle?8

        PROFESSOR DREYFUSS:  Yeah.  I think as you're9

thinking about recommendations to make, it's also10

important to keep in mind the dynamic nature of the11

patent system.  So, for example, on Suzanne's suggestion12

that you think about scope, it's not going to do any13

good to just narrow scope because patent people will14

just get more patents, and you'll just have a lot of15

patents that are going to cover the same area, which was,16

I think, Mike's point about sort of a thicket of patents17

or a portfolio of patents.18

        So the question then is would you rather see one19

patent or would you rather have people looking through a20

bunch of patents to decide whether or not they have21

freedom of operation?  I think probably looking at one is22

better than looking at many.23

        So the obviousness question and the scope24

question are just totally, intimately related.  I think25



197

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

they're related in the way that John said, what's the1

system for, but I also think they're related to the2

question of what is an economically viable, useful3

property right to own.  And I think the economically4

useful right to own is a somewhat broader patent, but on5

a bigger advance, rather than lots of tiny little patents6

on not very much advances.7

        I think that's better both for competitors and8

for the patentee, and I think it's exactly the opposite9

from the direction which the Federal Circuit has been10

moving.  So sort of making that case I think would be a11

really important case to make.12

        On undue experimentation, I don't know how much13

that has to do with competition questions frankly, so I14

don't know whether you need to worry about that.15

        The other thing is also the trade-off between16

patents and trade secrets, which we haven't talked about17

at all.  If you make it really hard to get a patent,18

then people are going to go to the trade secrecy system,19

and the effect is, what's the effect of that going to20

be?21

        MR. COHEN:  Dan?22

        PROFESSOR BURK:  Rochelle talked about the23

dynamic nature of the patent system.  I want to put in a24

word for the dynamic nature of technology, because25
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someone said a moment ago that undue experimentation is1

in the cases intimately linked to the idea of inherently2

unpredictable arts, that there's certain areas of3

technology that are sort of so mysterious and4

unpredictable that we're going to treat them5

differently.6

        The thing that concerns me here is enshrining7

certain findings of fact from one period of time as a8

legal standard, so that it carries forward even after the9

technology has changed.10

        I suspect, for example, that that's something11

that's happened in biotechnology and maybe in certain12

chemical areas, that at one time when those industries13

were immature, the courts looked at them and they said,14

"Oh, well, it's very hard to predict what's going to15

happen with this sort of wet stuff, and so there might16

be a lot of experimentation required if you don't give17

us a lot of information."18

        That then turns into a legal standard, that19

we're going to treat these as inherently unpredictable.20

Meanwhile the technology matures.  People who practice21

in that art know very well how to find a molecule, an22

antibody, or how to extract a DNA molecule or whatever,23

and yet the courts continue to treat this as something24

that we have to be careful about for undue25
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experimentation purposes because of a finding that was1

made when the technology was immature.2

        MR. COHEN:  Okay.  I see one more sign up.3

We'll give John Duffy the last word for the afternoon4

and for the whole day.5

        PROFESSOR DUFFY:  Well, I don't know if I6

deserve that, but I just wanted to say that I said7

earlier that the Federal Circuit, if we're thinking8

about institutional bias, which I think is an important9

question because the Federal Circuit is an experiment.  It's10

only been around for two decades.  It's useful to11

keep evaluating the experiment.12

        Dan said that the technology is dynamic.  The13

legal technology is also very dynamic here.  Claims are14

only a hundred years old or a hundred and a half years15

old.  These are things that we are developing.16

        If there is a bias here, that might be17

worrisome.  I don't know if it really exists, but if18

Professor Scherer is right, that there is an19

institutional bias of a specialty court, it may be20

something to worry about that might line up some of21

these things.  It's not so much pro-patentee, but really22

a bias that's the bias of lawyers.23

        What would a lawyer want, a patent lawyer want?24

A patent lawyer would want a lot of patents and a lot of25
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technical rules because that generates litigation, and1

that generates attorneys' fees, and every patent, every2

industry, even where there's very little technical3

advance, has to pay tribute to the patent bar.4

        I'm not sure that exists.  I'm not convinced of5

that.  But if you wanted to line up some of these things,6

low nonobviousness doctrine, reinvigoration at least in7

some fields of these fairly technical rules, literal8

claims, right?9

        The whole point of the doctrine of equivalents10

is and what the Federal Circuit is saying is you need to11

draft your claims better.  You need to pay your patent12

attorneys more, so if you get rid of the doctrine of13

equivalents, what do you need?  You need to be very14

careful about literal drafting of your claims.  You15

better hire a very, very good patent attorney.16

        So that's something to worry about in this17

overarching dimension in terms of what exactly is18

possible biases of a specialized institution.19

        MR. COHEN:  Okay.  I want to thank all of you20

for just a very fruitful session.  And we have a special21

way of ending the day today, and we're going to have a22

short gathering here in the room to honor Mike Scherer's23

presence and welcome him back to the FTC.24

        You're all invited to join us.  And once again25
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thank you all so much for your time and your effort1

today.2

        (Time noted: 4:37 p.m.)3

               -    -    -    -    -4
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Patent Disclosure Doctrines

Enablement and Written Description



Enablement

• Quid pro quo
– patent exchanged for disclosure
– how to make and use invention
– undue experimentation
– commensurate with claims

• Textual Inadequacy
– pictures
– accessible deposit



Enablement

• Ubiquitous Standard
– inventor’s obligation
– relevant prior art
– conception and invention

• PHOSITA
– person having ordinary skill
– common user of technology



Enablement

• Computer Software
– little disclosure
– functional disclosure
– extraordinarily skilled PHOSITA

• Technological Specificity
– biotechnology
– extraordinarily dense PHOSITA



Written Description

• Historical Artifact
– pre-claim practice
– defined protected invention
– public notice



Written Description

• Modern Justifications
– curtails “new matter”
– keeps inventor honest
– has invention “in hand”

• “Super-enablement” effect



Written Description

• Reinvigorated
– Limit Claim Scope
– embodiments not described

• Biotechnology
– molecular description
– generic claims
– enabling deposit inadequate



Thank You

Questions and Comments Welcome



Nonobviousness: The Economics 
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Innovation as Natural Monopoly
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• Like a traditional natural monopoly, innovation has high 
fixed costs (the cost of producing the information) and low 
marginal costs (the cost of using the information each 
additional time). 
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Innovation as Natural Monopoly

• Like a traditional natural monopoly, the market for 
innovation exhibits declining average costs. 

• “Nonrival Consumption” = Zero Marginal Cost

0
10
20
30
40
50
60
70
80
90

100

1st Use 2nd Use 3rd Use 4th Use 5th Use

Average Cost



7/12/2002 © 2002  John F. Duffy

Innovation as Natural Monopoly

• Reasons to Regulate:
– Production by single firm is optimal. 
– Destructive Competition: Without regulation, 

competition will push price down to MC, so that fixed 
costs of production cannot be recovered.  

• Regulatory Technique: Temporally Limited 
Exclusive Franchise
– Similar to 18th and 19th Century Bridge Regulation.
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Role of the Nonobviousness Doctrine

• The doctrine assures that the fixed costs of 
producing the relevant innovation are in fact 
substantial.  In other words, the doctrine insures 
that the production of the innovation is a natural 
monopoly.

• It can be considered a nontriviality requirement, 
where triviality is measured by technical difficulty. 
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Why not permit trivial patents?

• Profusion of Paltry Patents: 
– Each patent individually will not impose significant 

output constraints, but ...
– Collectively they may be expensive to search and 

license and
– May generate a great deal of litigation due to accidental 

infringements.

• Economically Significant Patents:
– Technical Triviality ≠ Economic Triviality
– Thus, a patent on an obvious development may impose 

significant output constraints.
– Possibly the more important reason for the doctrine.
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Poster Child for Nonobviousness: 
The Selden Patent

• Selden’s patent claimed:  
• The combination with a road-locomotive, 

» provided with suitable running gear including a 
propelling wheel and steering mechanism, 

• of a liquid hydrocarbon gas-engine of the compression 
type, comprising one or more power cylinders, 

• a suitable liquid_fuel receptacle, 
• a power shaft connected with and arranged to run 

faster than the propelling wheel
• an intermediate clutch or disconnecting device, and
• a suitable carriage body adapted to the conveyance of 

persons or goods. 

• Covers nearly every car on the road. 
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Points from the Selden Experience

• Selden’s combination may have been novel.
– Gasoline engines were relatively new. 
– Selden may have been the first to mount one on a car.

• Development was trivial. 
– Many individuals independently thought to use gasoline 

engines for cars.  

• Economic effects: 
– Imposes an unnecessary output constraint. 
– Decreases royalties to inventors: Thus, a lax 

nonobviousness doctrine is not necessarily pro-
inventor.
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The Obviousness Inquiry

• Why does a valuable novelty appear? 
• Two possible explanations:

1. Inventor’s intellectual contribution.
2. Exogenous forces.

» Technological change (Selden Case; possibly the “one-click 
patent”). 

» Regulatory change (Richardson-Vicks Inc. v. Upjohn Co., 122 
F.3d 1476, 44 U.S.P.Q.2D (BNA) 1181 (Fed. Cir. 1997). 

» Market change: Increased labor costs (Sakraida v. Ag Pro, Inc., 
425 U.S. 273 (1976)); changed costs of materials (possibly 
Hotchkiss v. Greenwood, 52 U.S. 248 (1851)). 
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Historical Development of Obviousness

• First case in 1851 (various precursors).  
• Part of the “invention” requirement until 1952.
• Codified as a separate doctrine in 1952.
• Relatively recent development of the 

doctrine is consistent with theory: 
– Obviousness become more important as pace of 

exogenous change quickens.  
– Where society is relatively static, valuable new 

developments are most likely attributable to the 
energies of the inventor.  
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Analysis from Graham v. John Deere

• Three Primary Factors:
– Scope and Content of the Prior Art
– Differences between the Prior Art and the Invention
– Level of Ordinary Skill in the Pertinent Art

• “Secondary” Factors:
– Commercial Success
– Long Felt Need 
– Failure of Others
– etc. (copying by others, unexpected results)

• Obviousness is a Question of Law
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Difficulties with the Graham Analysis

• The primary factors merely identify the 
relevant question. 
– They identify the “gap” between the prior art 

and the invention but provide no guidance for 
evaluating the significance of the gap.

• The importance of the secondary factors is 
unclear. 
– “more susceptible of judicial treatment”
– “subtests” to “tip the scales of patentability”



7/12/2002 © 2002  John F. Duffy

Federal Circuit’s Obviousness Test

• Prima Facie Case
– evidence of a “suggestion, teaching, or 

motivation” to combine or otherwise modify 
the prior art reference to produce the invention

– PTO bears the burden of establishing
– PTO receives deference in interpreting 

references

• Secondary Considerations
– can be used to rebut a prima facie case 
– required part of the analysis
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Features of the Federal Circuit’s Caselaw
Favoring Findings of Nonobviousness

• Prima Facie Burden on the PTO 
• Suggestion Test
• Increased Importance of Secondary Factors 

(especially commercial success)
• Strong Presumption of Validity for Issued 

Patents (“clear & convincing” evidence 
required even if the PTO did not consider 
the relevant prior art)
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Counterpoints in the Caselaw
• Implicit Suggestions

– e.g. motivation to modify prior art may come 
from “the nature of the problem to be solved”

– Deference to PTO in interpreting prior art

• The Commercial Success Nexus
– “nexus” required between invention and the 

commercial success

• Failure of PTO to Find Relevant Prior Art 
Weakens Issued Patents
– Identifying new prior art “partially discharges” 

the burden on a party challenging a patent
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Possible Changes

• Seek to Supreme Court Review of Certain 
Key Points of Federal Circuit Caselaw
– Suggestion Test -- Eliminate or restrict.
– Commercial Success -- Limit to situations 

where patentee can prove that no exogenous 
changes account for success

– Presumption of Validity -- Presumption could 
be eliminated where challenger demonstrates 
that the PTO did not have relevant prior art. 

• Greater Use of Reexamination for 
Significant Patents
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Possible Changes

• Competition in Technology Audits 
– PTO monopoly on examination may not be 

necessary.
– Litigation presumption should be keyed to 

degree of the examination. 
– Registration firms (patents without a 

presumption, or with a presumption of 
invalidity).  

– “Gold Standard” firms
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Less Promising Avenues

• Seek a Supreme Court ruling that requires 
greater deference to the PTO’s obviousness 
determinations. 
– S.Ct. itself has repeatedly held obviousness to 

be an issue of law. 
– Zurko (1999) gave the PTO greater deference 

but has changed little.

• Rely mainly on “patent scope” doctrines
– Inquiry into technical merit still needed.
– Legal tools better developed for obviousness 

inquiries. 



Patents, the Federal Circuit, and the 
Simply Property Perspective

Glynn S. Lunney, Jr.
Tulane University School of Law



A New Day in Patents?

“Appealing from a decree adjudging the 
patent valid, but not infringed, plaintiffs are 
here . . . [complaining] of the decree as 
another in that long and growing list of 
judgments in patent infringement suits 
which, finding the patent valid but not 
infringed, keep the promise of the patent to 
the ear while they break it to the hope . . . .”



Matthews v. Koolvent Metal Owning Co.,
158 F.2d 37, 38 (5th Cir. 1946)

“Appealing from a decree adjudging the 
patent valid, but not infringed, plaintiffs are 
here . . . [complaining] of the decree as 
another in that long and growing list of 
judgments in patent infringement suits 
which, finding the patent valid but not 
infringed, keep the promise of the patent to 
the ear while they break it to the hope . . . .”
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Obviousness as Basis for Invalidity
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Obviousness as Basis for Invalidity
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Invalidity Not Addressed
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0

20

40

60

80

100

1944-
1946

1955-
1957

1964-
1965

1966-
1967

1975-
1976

1981-
1982

1984-
1985

1994-
1995

1996-
1997

1998-
1999

2000-
2001

60%

20%



The Simply Property Perspective

A patent, under the statute, is property.  35  
U.S.C. § 261.  Nowhere in any statute is a 
patent described as a monopoly.  The patent 
right is but the right to exclude others, the 
very definition of “property.”

Carl Schenck, A.G. v. Nortron Corp., 713 
F.2d 782, 786 n.3 (Fed. Cir. 1983)



Nonobviousness & Perspective

• Traditional Perspective: Balance of 
Incentives and Deadweight Loss

• “The inherent problem was to develop 
some means of weeding out those 
inventions which would not be disclosed or 
devised but for the inducement of a patent.”



Nonobviousness & Perspective

• Simply Property Perspective: No 
Monopoly; No Deadweight Losses

• Cost-Benefit Balance Shifts Sharply in 
Favor of Patents

• Presumptive Entitlement to Patent



Nonobviousness & Perspective

• Traditional Perspective: High Standard for 
Nonobviousness

• Property Perspective: Low Standard for 
Nonobviousness



Investment Choices Available

Set 1 Set 2 Social Value
1-A 2-A 10
1-B 2-B 8.75
1-C 2-C 7.5
1-D 2-D 6.25
1-E 2-E 5
Resource Constraint: Four Investments Only



Necessary Assumption

• Some desirable innovation will occur even 
without the expectation of receiving a 
patent

• Some desirable innovation will not occur 
without such an expectation

• Use Sets 1 and 2 to reflect this assumption



Case 1: No Patent

Set 1 Priv. Ret. Set 2 Priv. Ret.
1-A 6 2-A 5
1-B 5.75 2-B 4.75
1-C 5.5 2-C 4.5
1-D 5.25 2-D 4.25
1-E 5 2-E 4



Case 2: Patents for Set 2 Only

Set 1 Priv. Ret. Set 2 Priv. Ret.
1-A 6 2-A 6
1-B 5.75 2-B 5.75
1-C 5.5 2-C 5.5
1-D 5.25 2-D 5.25
1-E 5 2-E 5



Case 3: Patents for Both

Set 1 Priv. Ret. Set 2 Priv. Ret.
1-A 7 2-A 6
1-B 6.75 2-B 5.75
1-C 6.5 2-C 5.5
1-D 6.25 2-D 5.25
1-E 6 2-E 5



Conclusion from Model

• Case 2 Represents a High (or “Weeding 
Out”) Standard of Nonobviousness

• Case 3 Represents a Low Standard of 
Nonobviousness

• High Standard of Nonobviousness Preferred



The Model’s Perspective

• In reaching this conclusion, model does not 
rely on any notion of monopoly or 
deadweight losses

• Simply focuses on how our choice of a 
nonobviousness standard likely affects the 
allocation of scarce resources



Next Step: Define Obviousness

• Distinguishing Set 2 and Set 1 Investments

• Identify Reason(s) Why Some Desirable 
Innovation Occurs Without Patents While 
Other Desirable Innovation Will Not



Possible Key:

The Creative Investment Fraction
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        1                      P R O C E E D I N G S

        2                      -   -   -   -   -   -

        3            MS. GREENE:  We'll unfortunately have to proceed 

        4    without one of our panelists.  I'm sure Bhaskar will be 

        5    here shortly. 

        6            First of all, thank you for joining us.  It's a 

        7    real honor for us to have you all here.  Today is in 

        8    some ways a combination of many of the panels that we've 

        9    had throughout the course of the hearings over the past 

       10    four months.  We are going to be looking at basically 

       11    what was one of the critical actors throughout the whole 

       12    hearings, that is to say the Federal Circuit.  We're 

       13    going to be looking at, among other things, the impact 

       14    that it has on antitrust law. 

       15            And one of the things that characterizes the 

       16    panel is obviously not only the incredible caliber of 

       17    the guests that we have here today, but also your 

       18    number.  Much to my chagrin, because of the number of 

       19    panelists, I've actually taken the liberty of putting 

       20    together a little time line so we can keep things 

       21    flowing.  We have so much to cover.  Not only do we have 

       22    a lot of topics that we up here have thought about in 

       23    terms of things we want to cover, but also the countless 

       24    things which you all have brought to our attention as 

       25    still additional topics that we need to consider. 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025
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        1            So, if you would stick to the time frame as much 

        2    as possible, I would greatly appreciate it.  

        3    Additionally, we have a very kind attorney, Mike 

        4    Barnett, who is sitting in the front row, who is an 

        5    attorney in the Office of the General Counsel.  He has 

        6    agreed to hold up a sign that will tell you that you 

        7    have three minutes left, and then no minutes left.  And 

        8    we'll try that, because as I said, I've had the honor of 

        9    speaking to each of you and I know that you have lots of 

       10    points to make and I really don't want to end in a 

       11    position where some folks don't have the opportunity to 

       12    speak. 

       13            So, with no further ado, let me just go ahead 

       14    and briefly do the introductions, because I think most 

       15    of the cast of characters is well known here, and we can 

       16    take it from there.  My name is Hillary Greene, I am the 

       17    Project Director for IP in the Office of the General 

       18    Counsel here at the FTC. 

       19            To my right is Suzanne Michel, who is the 

       20    Counsel for Intellectual Property at the FTC, and she is 

       21    in the Bureau of Competition, but I like jokingly 

       22    telling people that she is an honorary member of the 

       23    General Counsel's Office, because she has just been an 

       24    absolutely amazing resource throughout the entire length 

       25    of the hearings, and in the many, many months preceding 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025
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        1    them.  So, I think we need to give you the credit you 

        2    are due. 

        3            We have to her right, Frances Marshall, an 

        4    attorney from the Department of Justice, who is heading 

        5    up the effort for that agency.  To my left we have Ray 

        6    Chen who is an Associate Solicitor at the PTO and who is 

        7    reprising his role and we're glad to have you back. 

        8            Very briefly let me go around and introduce 

        9    today's panelists.  First, Charles Baker is a partner at 

       10    Fitzpatrick, Cella, Harper & Scinto in New York, where 

       11    he has been lead trial counsel and extensively involved 

       12    in all aspects of patent litigation.  He is currently 

       13    Chair of the IP Section of the ABA, and he has been a 

       14    member of the boards of directors of the American 

       15    Intellectual Property Law Association and the New York 

       16    Intellectual Property Law Association.  And he is, 

       17    despite all of those affiliations, here in his 

       18    individual capacity. 

       19            We next have Bhaskar, who is actually a former 

       20    staff member here at the Federal Trade Commission.  He 

       21    is coming in from Massachusetts, so I'll hold off 

       22    introducing him formally until he gets here. 

       23            Next we have Roxanne Busey, who is a partner in 

       24    the Chicago office of Gardner, Carton & Douglas, where 

       25    her practice includes antitrust litigation and 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025
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        1    counseling.  She is the current Chair of the ABA Section 

        2    of Antitrust Law, she served on the Special Task Force 

        3    on Competition Policy to the Clinton Transition Team and 

        4    she has testified before the FTC on joint ventures and 

        5    efficiencies and global competition. 

        6            Next we have Rochelle Dreyfuss, who is the 

        7    Pauline Newman Professor of Law at NYU where her 

        8    research and teaching interests include intellectual 

        9    property, privacy and the relationship between science 

       10    and law.  She is currently a member of the National 

       11    Academy of Sciences Committee on Intellectual Rights in 

       12    the Knowledge-Based Economy and she has worked as a 

       13    consultant to the Federal Trade Commission and the 

       14    Department of Justice throughout the course of these 

       15    hearings.  We appreciate you being here today and 

       16    yesterday as well.  I think of her as basically being 

       17    our expert on the Federal Circuit, when in doubt, ask 

       18    Rochelle. 

       19            Next we have George Gordon, a partner in the 

       20    litigation department and a member of the antitrust 

       21    practice group at Dechert in Philadelphia, Pennsylvania.  

       22    His antitrust practice concentrates on intellectual 

       23    property, antitrust litigation and counseling.  He is 

       24    active in the ABA's Antitrust Section and is the 

       25    in-coming cochair of the Section's Intellectual Property 
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        1    Committee. 

        2            Next we have Bob Hoerner, who is a retired 

        3    partner from Jones Day.  At Jones Day in Cleveland, his 

        4    practice consisted principally of antitrust litigation 

        5    and counseling, and patent litigation and licensing.  

        6    Prior to becoming a partner at Jones Day, he was the 

        7    Chief of the Evaluation Section in the Antitrust 

        8    Division at the Department of Justice.  He has lectured 

        9    and written on antitrust topics, particularly, 

       10    principally in the patent misuse and patent antitrust 

       11    fields. 

       12            Next we have Jim Kobak, who is a partner with 

       13    Hughes, Hubbard & Reed in the firm's New York office 

       14    where he leads the firm's antitrust section and 

       15    concentrates much of his practice in antitrust and 

       16    intellectual property.  He is a former chair of the 

       17    Intellectual Property Committee of the ABA Section of 

       18    Antitrust Law.  In addition to authoring articles and 

       19    serving on drafting and editing committees for several 

       20    ABA Antitrust Section publications, he has edited the 

       21    ABA Handbook, Intellectual Property Misuse, Licensing 

       22    and Litigation. 

       23            Next we have Steve Kunin, and Steve Kunin is the 

       24    Deputy Commissioner for Patent Examination and Policy at 

       25    the PTO and he has served in this capacity since 
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        1    November of 1994.  In his capacity, he participates in 

        2    the establishment of patent policy for the various 

        3    patent organizations, under the Commissioner of Patents, 

        4    including changes in patent practice, revision of the 

        5    rules of practice and procedures, and the establishment 

        6    of examining priorities and classification of 

        7    technological arts. 

        8            Next we have Cecil Quillen, who is a currently a 

        9    senior advisor with the Cornerstone Research Group, an 

       10    economic consulting firm.  He is former general counsel 

       11    at Eastman Kodak where he was senior vice president and 

       12    a member of the board of directors from '86 to '92.  He 

       13    has spoken and written on innovation in the U.S. patent 

       14    system extensively. 

       15            Next we have Bob Taylor.  Bob Taylor is the 

       16    managing partner of the Silicon Valley office of Howrey, 

       17    Simon, Arnold & White, where he specializes in patent 

       18    and antitrust litigation and the related fields of law.  

       19    He is a former chair of the Antitrust Section of the 

       20    ABA, and he was also a member of the Advisory Commission 

       21    on Patent Law Reform whose report was presented to the 

       22    U.S. Secretary of Commerce in 1992, proposing changes in 

       23    the patent laws. 

       24            Lastly, we have Matt Weil, who is a partner in 

       25    the Irvine office of McDermott, Will & Emory where he 
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        1    specializes in intellectual property litigation and 

        2    counseling.  He has been a director of the Orange County 

        3    Patent Law Association since '98 and he is a frequent 

        4    author and speaker on intellectual property issues. 

        5            Unfortunately, Ms. Azcuenaga was unable to join 

        6    us today.  But we hope to be able to get her input -- as 

        7    the input of all of the public -- through other ways, 

        8    such as submitting comments.  Additionally, Mark Banner 

        9    was unable to join us, which is unfortunate.  But we are 

       10    absolutely delighted to have Bob Taylor who has agreed 

       11    to come in his stead and speak on behalf of the ABA's IP 

       12    section.

       13            Okay, and with no further ado, I would like to 

       14    actually just turn to Roxanne, to start us off. 

       15            MS. BUSEY:  Thank you, Hillary.  I am pleased to 

       16    be here in my capacity as Chair of the ABA Antitrust 

       17    Section.  I have to say that these views are being 

       18    presented on behalf of the Antitrust Section only, and 

       19    have not been approved by the House of Delegates or the 

       20    Board of Governors of the American Bar Association, and 

       21    therefore should not be construed as representing the 

       22    position of the ABA. 

       23            I believe that you have received in advance our 

       24    written testimony.  Today I would just like to highlight 

       25    some of the points that we made in our written 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                        10

        1    testimony. 

        2            I guess the first thing that I would like to do 

        3    is to applaud the joint action here by the agencies in 

        4    holding these particular hearings.  As many of you know, 

        5    this was one of the -- not a specific hearing, but the 

        6    concept of looking into antitrust and intellectual 

        7    property issues was one of the recommendations of our 

        8    transition report to the Bush II administration.  We 

        9    felt this was an area that needed further review and it 

       10    was an area that was very important to the economy. 

       11            We felt, and/or I think we do feel that these 

       12    public hearings are a very useful tool for the agencies 

       13    to explore criticisms of their own enforcement theories, 

       14    as well as subjects that may warrant enforcement outside 

       15    of the context of any particular case.  We have noted 

       16    that the hearings have unearthed some very interesting 

       17    information that we think will be useful to the agencies 

       18    and to the intellectual property and antitrust 

       19    communities as antitrust intellectual property policy is 

       20    developed. 

       21            In the time that has been allotted to me, I 

       22    would like to talk briefly about the changing 

       23    relationship between intellectual property and antitrust 

       24    law, then talk briefly about the 1995 guidelines and 

       25    some things that we would recommend be changed or added, 
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        1    and then end by briefly bringing to your attention the 

        2    publication that the antitrust section did with respect 

        3    to the Federal Circuit, which I assume will be the 

        4    primary focus of the discussions today. 

        5            In terms of the relationship between the 

        6    antitrust and intellectual property law, I think that 

        7    most agree that both of these laws have provided an 

        8    important framework for the preservation and expansion 

        9    of a competitive free-market economy.  The intellectual 

       10    property laws encourage innovation, and clearly the 

       11    antitrust laws do as well.  They have as a secondary 

       12    purpose the efficient utilization of resources and the 

       13    promotion of consumer welfare. 

       14            Nevertheless, the courts have long struggled to 

       15    reconcile antitrust enforcement with the statutory right 

       16    to exclude under patent and copyright law.  In going 

       17    back to the 1970s, I think we can all remember when 

       18    there were "Nine No-Nos" that were espoused by the 

       19    agencies and violation of those resulted in something 

       20    that was illegal per se. 

       21            Fortunately, those "Nine No-Nos" were revoked, 

       22    at least in part.  Unfortunately, there are some who now 

       23    believe that there are no no-nos, so to speak, and that 

       24    all of these practices are, per se, lawful. 

       25            I think today most recognize that absent 
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        1    evidence of a naked restraint, most practices should 

        2    generally be analyzed under the rule of reason.  

        3    Therefore, the moderating view is that there is a 

        4    reconciliation and a balancing between the rights of 

        5    intellectual property owners and the antitrust laws. 

        6            I would also note that both laws have 

        7    Constitutional authorization, both come from Article 1, 

        8    Section 8.  The reference in the Constitution to patents 

        9    is a little bit more specific, it authorizes Congress to 

       10    promote the progress of science and useful arts by 

       11    securing for limited times to authors and inventors the 

       12    exclusive right to their respective writings and 

       13    discoveries.  The clause pertaining to antitrust is from 

       14    the Constitution's authorization to Congress to regulate 

       15    commerce among the several states. 

       16            The Supreme Court has characterized the 

       17    antitrust laws as the Magna Carta of free enterprise, 

       18    stating, "They are as important to the preservation of 

       19    economic freedom and our free enterprise system as the 

       20    Bill of Rights is to the protection of our fundamental 

       21    personal freedoms." 

       22            Issues at the interface of antitrust and 

       23    intellectual property are best resolved when each field 

       24    has due respect for the other.  The antitrust lawyers 

       25    must recognize and appreciate the legitimacy of 
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        1    intellectual property, the presumption of validity 

        2    afforded to intellectual property rights and the right 

        3    of intellectual property owners unilaterally to exclude 

        4    others from utilizing such property. 

        5            At the same time, intellectual property law must 

        6    remember that representations to the Patent Office, 

        7    certain restrictions and licensing agreements, 

        8    cross-licensing and patent pools, patent acquisitions, 

        9    patent settlements, and the use and intellectual 

       10    property in standard-setting may have antitrust 

       11    implications. 

       12            Former FTC Chairman Pitofsky has suggested that 

       13    there is a trade-off between intellectual property and 

       14    antitrust and has expressed concern that the balance has 

       15    tipped to give intellectual property inappropriate 

       16    weight.  So, the question is how to determine whether 

       17    this is true, what to look at.  I think it would be 

       18    appropriate to look at the 1995 Guidelines, it would be 

       19    appropriate to look at enforcement actions, although the 

       20    section has not done that, and it would also be 

       21    appropriate to look at the role of the Federal Circuit. 

       22            With respect to the 1995 IP Guidelines, there 

       23    are three fundamental principles that are articulated 

       24    there that the section endorses.  First of all, one 

       25    should apply the same general antitrust principles to 
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        1    conduct involving intellectual property as to conduct 

        2    involving any other form of tangible or intangible 

        3    property, while at the same time recognizing that 

        4    intellectual property has unique characteristics. 

        5            Secondly, the IP Guidelines explain that one 

        6    should not presume that intellectual property 

        7    necessarily confers market power, despite the fact that 

        8    courts historically presumed that intellectual property 

        9    rights give an intellectual property owner a legal 

       10    monopoly and market power.  The ABA has taken such a 

       11    position and Charlie Baker, I think, has given testimony 

       12    to support this as well. 

       13            And thirdly, the IP Guidelines recognize that 

       14    generally licensing is procompetitive, but also 

       15    recognize that competitive concerns may arise where 

       16    licensing arrangements harm competition among entities 

       17    that would have been actual or likely potential 

       18    competitors in the absence of the license. 

       19            And we would also like to note that at the time 

       20    the IP Guidelines came out, the Intellectual Property 

       21    and Antitrust Sections submitted comments on these 

       22    guidelines.  Some of the changes that we proposed were 

       23    incorporated into the guidelines, others were not; and 

       24    this testimony is not really intended to change anything 

       25    that was said with respect to those guidelines at that 
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        1    time. 

        2            I think in terms of proposed changes, one thing 

        3    that the Antitrust Section would encourage is more 

        4    guidance.  Not necessarily in the form of guidelines, 

        5    but more guidance with respect to a number of issues.  

        6    Again, they are stated in the written testimony, but 

        7    they are:  If and when an intellectual property owner 

        8    may have a duty to deal or license?  Whether 

        9    intellectual property may be an essential facility?  

       10    Disclosure in licensing obligations of firms involved in 

       11    standard-setting, and the appropriate analysis of 

       12    intellectual property settlement agreements. 

       13            While we don't expect clarity or perfect clarity 

       14    in these areas, we do think that greater guidance would 

       15    be helpful to eliminate uncertainty. 

       16            With respect to the guidelines themselves, we 

       17    have a couple of specific comments.  One is that the 

       18    safe harbors in the IP Guidelines are inconsistent 

       19    with -- I'm sorry, one of the safe harbors in the IP 

       20    Guidelines is inconsistent with the safe harbor in the 

       21    April 2000 Antitrust Guidelines for Collaboration Among 

       22    Competitors.  In the IP Guidelines, there is a 

       23    requirement in terms of determining reasonableness that 

       24    there be four or more independent entities that are not 

       25    parties to the license that compete in the respective 
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        1    technology or innovation market.  In the Antitrust 

        2    Guidelines for Collaborations Among Competitors, there 

        3    is a requirement of three or more, and we would request 

        4    some clarification there. 

        5            Secondly, we note that under the IP Guidelines, 

        6    the safety zone analysis may be applied not only at the 

        7    time of the license grant, but also at a later date.  We 

        8    note the policy tension between ex-ante and ex-post 

        9    enhancements to enforcement and we suggest that that 

       10    might be an area for further consideration. 

       11            And finally, the section has previously 

       12    suggested and we continue to believe that an antitrust 

       13    safety zone for restraints and licensing arrangements 

       14    more permissive than the current 20 percent market share 

       15    safety zone is appropriate for licensing between parties 

       16    in purely vertical relationships.  Both judicial 

       17    precedent and the federal agency's own policy statements 

       18    and other contexts support adoption of a 35 percent 

       19    threshold for potential market power concerns. 

       20            Finally, let me just say a word about the 

       21    Federal Circuit report that we had prepared and 

       22    submitted to you separately.  The section had asked the 

       23    Intellectual Property Committee of our section, which is 

       24    currently chaired by Howard Morse, to look into the role 

       25    and scope of the Federal Circuit.  This was before the 
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        1    hearings was announced, and sparked, in part, by the 

        2    amicus brief of the United States opposing certiorari in 

        3    the Xerox case, where it was suggested that the Supreme 

        4    Court allow the difficult issues in that case to 

        5    percolate further in the Court of Appeals. 

        6            The report that we have prepared really is 

        7    divided into three sections, and I would commend it to 

        8    you.  It was distributed separately to the hearings, but 

        9    it's also available on our website.  The first section 

       10    provides quite a detailed review of the overview of the 

       11    history of the creation of the Federal Circuit, and I 

       12    think pretty well captures the tension that there was 

       13    when the Federal Circuit was created. 

       14            It can be argued, from the legislative history, 

       15    that Congress contemplated that the Federal Circuit 

       16    would have some role, perhaps some significant role, in 

       17    shaping antitrust law, in particular where antitrust 

       18    claims are based on patent prosecution practices or 

       19    certain types of licensing practices.  But Congress also 

       20    expected the court to zealously guard against the 

       21    expansion of that role beyond areas implicating the 

       22    development of patent law. 

       23            The second section of the report talks about the 

       24    current state of the law on Federal Circuit 

       25    jurisdiction.  It begins by analyzing the Supreme 
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        1    Court's decision in Christianson, and it does include 

        2    reference to the Supreme Court's decision in Holmes 

        3    versus Vornado, which I am sure people will be talking 

        4    about at some length.  It does not really get into what 

        5    are the implications in Holmes versus Vornado.  I think 

        6    we all need to consider that, and I'm sure there will be 

        7    a great deal of speculation about that. 

        8            The third and final section explores the 

        9    development of the Federal Circuit's choice of law rules 

       10    in antitrust cases, both before and after Nobelpharma, 

       11    and, interestingly enough, it concludes that the choice 

       12    of law rules has over the years tended to be more the 

       13    choice of the Federal Circuit than of regional circuits, 

       14    but then it goes on to ask the -- I think the important 

       15    question, so what difference has that made?  Has the 

       16    decisions of the Federal Circuit on antitrust/ 

       17    intellectual property issues been within the mainstream 

       18    of antitrust law?  The conclusion that the paper comes 

       19    to is that looking at the cases, that there are really 

       20    no significant indications in deviation from the 

       21    mainstream of antitrust analysis. 

       22            It cites three cases in particular for careful 

       23    review.  It suggests that some of the dicta in those 

       24    cases may be overbroad, and not in the mainstream, but 

       25    that the holdings are pretty much within the mainstream. 
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        1    It concludes by saying that the Federal Circuit does 

        2    have a significant impact on the development of 

        3    antitrust law. 

        4            Finally, I would like to say that there are 

        5    other publications that the antitrust section has done 

        6    on the issue of the intersection of intellectual and 

        7    property law.  There have been comments submitted on the 

        8    IP Guidelines, these are submitted jointly with the IP 

        9    section, I think I made reference to that.  There is 

       10    also a publication that we have that talks about the IP 

       11    Guidelines. 

       12            In addition to the comments on market power 

       13    legislation, which I referred to, there are two other 

       14    things that were prepared this year that might be of 

       15    interest to the agencies as they pursue this endeavor.  

       16    One is the publication on the Economics of Innovation, a 

       17    survey.  The other is the comments that the IP and 

       18    Antitrust Sections and International Section, also 

       19    submitted to the EC's Evaluation Report of the Transfer 

       20    of Technology Block Exemption, that might also be of 

       21    interest to you. 

       22            On behalf of the Antitrust Section, I would like 

       23    to thank you again for the opportunity to participate in 

       24    these hearings. 

       25            MS. GREENE:  Thank you so much. 
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        1            Bob?  Oh, and please speak into the microphone 

        2    to make our court reporter happy. 

        3            MR. TAYLOR:  All right.  I am Bob Taylor and I 

        4    am appearing here as a spokesman for the Intellectual 

        5    Property Law Section of the ABA, in place of Mark 

        6    Banner, who was originally scheduled for this slot.  

        7    It's a privilege to be here, although I'm sorry that 

        8    Mark is ill. 

        9            I also have to make on behalf of the IP Law 

       10    Section the same disclaimer that Roxanne made on behalf 

       11    of the Antitrust Section.  We are speaking only as a 

       12    section, and not as the ABA, and since I practice 

       13    actively in this area, I also need to state that what I 

       14    am about to say is my own views and those of the IP Law 

       15    Section, not necessarily those of my firm or its 

       16    clients. 

       17            The IP Law Section has chosen to address certain 

       18    issues related to the Federal Circuit and we have put in 

       19    a statement of our position with respect to that.  I 

       20    thought I would take my time this morning and address 

       21    two of the three themes that are in our statement.  The 

       22    statement covers, actually, three themes:  Jurisdiction 

       23    of the Federal Circuit, choice of law decisions by the 

       24    Federal Circuit in resolving non-patent issues, and 

       25    then, finally, the deference that the Federal Circuit 
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        1    has been and is paying to principles of competition law 

        2    in connection with the way in which it defines the 

        3    patent law right. 

        4            I am going to talk to the last two of those 

        5    issues, I know a number of other people are going to be 

        6    talking to the jurisdiction issues, the Vornado case 

        7    particularly and some of its implications. 

        8            I think it is safe to say that many 

        9    practitioners in the patent community have been troubled 

       10    by some of the writings that have been critical of the 

       11    Federal Circuit.  Those who practice before that court 

       12    have been impressed largely with the quality of the 

       13    decision-making, the quality of the analysis, and the 

       14    thoughtfulness of the judges in approaching their work. 

       15            Defining patent law has been an enormously 

       16    complex and difficult task, and it is important to 

       17    remember the fact that the Federal Circuit was not 

       18    created in a vacuum.  If you turn the clock back to 

       19    1980, there were significant problems faced by a patent 

       20    owner in trying to commercialize its patent property.  

       21    We had 10 or 11, I don't remember when the 11th Circuit 

       22    came into being, but we had all of the regional circuits 

       23    that were hearing cases from district courts.  It was 

       24    not uncommon for two or more of the regional circuits to 

       25    differ with respect to the same patent. 
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        1            There are some examples.  I think Professor 

        2    Dreyfuss, in one of her articles, flags a couple of 

        3    cases in which different courts dealing with the same 

        4    patent reached different conclusions.  It was certainly 

        5    the case that every one of the circuits had its own 

        6    particular fingerprint as to how it would handle patent 

        7    cases.  The American Patent Law Association, a 

        8    predecessor of the AIPLA actually kept statistics on the 

        9    circuits, and for a patent owner about to litigate a 

       10    patent, you could go to those statistics and see what 

       11    your batting average was likely to be on cases regarding 

       12    valid and infringed. 

       13            The Fifth, Sixth and Seventh Circuits were 

       14    attractive places for a patent owner to be, the First, 

       15    Second and Third circuits were very unattractive places, 

       16    and the other circuits fell sort of in between.  That 

       17    was the environment in which the Federal Circuit was 

       18    created.  It was a general perception of Congress that 

       19    if the patent system was going to achieve its full 

       20    potential, as an incentive to innovation, that something 

       21    needed to be directed, and the Federal Circuit was the 

       22    response to that need. 

       23            The Federal Circuit is -- has -- if you have 

       24    followed the evolution of the Federal Circuit, 

       25    particularly with respect to its deference to the 
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        1    regional circuits, you find that it has been remarkably 

        2    willing to define its own role as one confined to Title 

        3    35.  Very early in its history the Federal Circuit noted 

        4    that it would use the law of the regional circuit where 

        5    it made sense to do so, and that it would confine the 

        6    creation of a separate body of law to those issues that 

        7    were essential to a uniform application of Title 35. 

        8            Specifically, early in its existence, the 

        9    Federal Circuit singled out antitrust as one of those 

       10    issues where it planned to use the law of the regional 

       11    circuits.  More recently, as Roxanne pointed out, and as 

       12    a number of commentators have pointed out, the Federal 

       13    Circuit has decided to create its own uniform body of 

       14    jurisprudence with respect to at least many of the 

       15    issues that are defining the interface between 

       16    intellectual property law and antitrust law.  One of the 

       17    points that's made in the IP Section statement is that 

       18    the justification for that really can be found in the 

       19    passage of some 20 years. 

       20            Twenty years ago, when the Federal Circuit was 

       21    created, the recent jurisprudence on patents and 

       22    antitrust lay in the regional circuits.  Virtually every 

       23    regional circuit had a rich body of law, many 

       24    intellectual property practitioners probably disagreed 

       25    with a lot of it, and indeed most economists, I think, 
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        1    disagreed with a lot of it.  Much of it was derived from 

        2    the concepts of the nine no-nos that had been 

        3    articulated by the Department of Justice quite 

        4    vigorously from the late '60s on, but every circuit did 

        5    have this body of law, and the Federal Circuit had 

        6    little or no experience of its own.

        7            Without belaboring the point, I want to just 

        8    remind you all, though, that antitrust in the period 

        9    since 1982 has gone through a truly remarkable 

       10    transformation.  I sat down last night and tried to 

       11    tick-off just some of the cases and I made a short list:  

       12    Copperweld, Spectrum Sports, Monsanto, Sharp, Kahn, 

       13    Cargill, Associated General Contractors.  All have been 

       14    decided since the Federal Circuit was created and those 

       15    cases, by any measure, have made antitrust law today 

       16    unrecognizable to someone who let their subscription to 

       17    U.S. Reports expire in 1982. 

       18            In 1982, the Circuit Court, the regional 

       19    circuits were just coming to grips with Illinois Brick, 

       20    Sylvania and Brunswick, which also modified enormously 

       21    the rights of private plaintiffs to pursue antitrust 

       22    theories in Federal Court.  And then finally, remember 

       23    that Dawson versus Rohm & Haas, SCM versus Xerox, United 

       24    States versus Studiengesellschaft also in that time 

       25    frame were redefining in a major way the relationship 
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        1    between patent law and antitrust law. 

        2            That was the environment in 1982.  At that point 

        3    in time, it may have made sense for the Federal Circuit 

        4    to look to regional circuit law.  Today, 20 years later, 

        5    virtually all of the jurisprudence defining the 

        6    interface between patents and antitrust, because those 

        7    issues come up primarily in patent cases, virtually all 

        8    of that jurisprudence has had to come from the Federal 

        9    Circuit in an effort to apply regional circuit law. 

       10            It is against that backdrop and that fact, that 

       11    I think one finds legitimate reason why the Circuit has 

       12    decided to create its own body of law.  The body of law 

       13    residing in the regional circuits is hopelessly out of 

       14    date.  You may still, for example, find old cases in the 

       15    regional circuits that have never been overruled, in 

       16    which antitrust violations involving patents are 

       17    predicated on something such as vertical restraints of 

       18    trade, which you may recall were, per se, illegal 

       19    between 1967 when the Supreme Court decided Schwinn, and 

       20    1978, when it decided Sylvania.  Those old cases have 

       21    never -- there just hasn't been enough volume of 

       22    litigation on these points to have caused them to be 

       23    overruled. 

       24            I commend to the two agencies, if you haven't 

       25    already done it, a reading of Judge Posner's decision a 
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        1    couple of weeks ago in Scheiber versus Dolby 

        2    Laboratories, in which he is dealing with a license 

        3    agreement that Dolby Labs has moved to set aside because 

        4    it called for royalty payments that, although originally 

        5    contracted for at the suggestion of Dolby Labs, were to 

        6    extend over a period beyond the expiration of some of 

        7    the patents. 

        8            Judge Posner bemoans the fact that Brulotte 

        9    versus Thys, a 1964 Supreme Court decision in this area, 

       10    is still the only Supreme Court law on the books.  He 

       11    finds the Seventh Circuit constrained to apply the 

       12    Brulotte case, even though modern economics and modern 

       13    views of patent law would suggest that it is no longer a 

       14    law that even the Supreme Court would follow.  But since 

       15    it's the most recent pronouncement of the Supreme Court, 

       16    it is the one that he is constrained to apply. 

       17            Let me close out that portion of our paper and 

       18    turn now to the subject of competition law as a 

       19    backdrop.  Many of the speakers that have written 

       20    recently on the interface between patents and antitrust.  

       21    Indeed, many of the speakers that have appeared during 

       22    these hearings have noted the desirability for balance 

       23    between patents and antitrust. 

       24            It's very difficult to speak in the abstract 

       25    against the reasonable concept of being balanced, but 
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        1    I've never been quite certain what that means when you 

        2    talk about patents and antitrust.  It seems to me that a 

        3    great deal of the reconciliation of patents and 

        4    antitrust has to start from the nature of the patent 

        5    system we've decided to have. 

        6            The decision to have a patent system is the 

        7    starting point, and we've defined the patent right in 

        8    terms of exclusivity.  It is exclusive for a limited 

        9    period of time, and that exclusivity operates as an 

       10    incentive for innovation. 

       11            Now, you can debate as a matter of economics the 

       12    wisdom of having a patent system.  Most of the debates 

       13    that have taken place, however, have come down in favor 

       14    of having one.  But once you have a patent system, and 

       15    once you create the exclusive right, it seems to me that 

       16    a lot of the mechanisms of antitrust have to be set 

       17    aside in favor of that exclusivity. 

       18            If, for example, you examine the intent of a 

       19    patent owner, as many antitrust analyses would do, 

       20    you're very likely to find that the patent owner does 

       21    intend to have a monopoly.  That's what the patent 

       22    system allows the patent owner to have, and indeed, 

       23    patent damages predicated on price erosion are 

       24    situations where the patent owner is actually saying to 

       25    the court, properly and lawfully, I am entitled to 
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        1    monopoly profits because the law has given me a lawful 

        2    exclusive right. 

        3            So, I urge you to bear in mind that it is the 

        4    nature of the right to a very large extent that should 

        5    define the patent antitrust interface.  There is a 

        6    powerful backdrop, however, of competition law that is 

        7    used by the courts to define the patent right.  It goes 

        8    clear back to the Constitutional provisions that create 

        9    the patent and the copyright system as well.  That 

       10    they're created for a limited purpose, to promote the 

       11    progress of science and the useful arts.  And against 

       12    that backdrop, those Constitutional provisions make 

       13    their way into a number of judicial decisions over the 

       14    years. 

       15            I commend the decision in Graham versus John 

       16    Deere where the Supreme Court, in analyzing what 

       17    constitutes an invention, what constitutes obviousness 

       18    under Section 103 of the Patent Code, starts with the 

       19    premise that the patent system was created against a 

       20    backdrop of competition.  You find this backdrop of 

       21    competition threading its way throughout both copyright 

       22    law and antitrust law.  I'm sorry, both copyright law 

       23    and patent law. 

       24            The doctrines, for example, in copyright law:  

       25    The idea expression dichotomy, the practice of the 
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        1    courts to create fair use under copyrights, the manner 

        2    in which the Federal Circuit has sought clear and bright 

        3    lines around the patent right, all of these are carried 

        4    out in the name of protecting the process of 

        5    competition. 

        6            Thank you. 

        7            MS. GREENE:  Thank you very much.  A lot of 

        8    information already on the table and we've barely 

        9    started.  I want to give you all just two or three 

       10    minutes to respond to anything that we've heard in the 

       11    presentations thus far.  We'll keep to the side the 

       12    jurisdictional and the choice of law issues that we're 

       13    going to be getting to later, and let me just open it up 

       14    for comments.  If you have comments, turn up your table 

       15    tent, and then we'll just be throwing out random 

       16    questions. 

       17            One thing that I just want to flag is your 

       18    articulation of that patent law might result in -- this 

       19    is to Bob -- the mechanisms of antitrust law needing to 

       20    be set aside.  I think that's a very interesting 

       21    articulation, and I don't know whether I'm getting 

       22    caught up in linguistics.  Yesterday one of the things 

       23    that we discussed repeatedly was sort of linguistic 

       24    traps.  At what point are they just sort of everybody 

       25    likes to play with words, and at what point are they 
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        1    really the results of some interesting ideas?

        2            So one thing I just hope we consider throughout 

        3    is the extent to which you are actually setting aside 

        4    antitrust law or antitrust principles or the extent to 

        5    which antitrust law evaluates a given situation and does 

        6    not see an antitrust problem with it.  I think that the 

        7    result may ultimately be inaction or lack of 

        8    enforcement, but I think that the motivation or the 

        9    analysis might be different. 

       10            So with that just as my own personal interest, 

       11    let me throw it open to questions and comments. 

       12            MS. MICHEL:  Let me ask a question along those 

       13    lines.  When we're talking about the interface of 

       14    intellectual property and antitrust, my sense is that 

       15    the antitrust lawyers will sometimes come at it as this 

       16    is an antitrust question, and the patent lawyers come at 

       17    it with a sense of this is about the definition of the 

       18    right to exclude and it is, therefore, a patent 

       19    question. 

       20            Does anyone else have that experience or sense?  

       21    Exactly how should we -- or any suggestions -- ought to 

       22    approach the question?  Because I think that fundamental 

       23    dichotomy underlies even some questions about choice of 

       24    law, what law the Federal Circuit ought to apply, and 

       25    even to what extent the Federal Circuit should be 
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        1    involved in these issues. 

        2            MR. TAYLOR:  Do you want me to try to answer 

        3    that? 

        4            MS. MICHEL:  Yeah. 

        5            MR. TAYLOR:  I've spent about 30 years thinking 

        6    about that question.  I've come to the conclusion that 

        7    the best way to think about it is to take one of those 

        8    optical puzzles where if you look at it for a while, 

        9    it's a dog lying down, and if you look at it for a while 

       10    longer, it's a man standing up.  And you can switch it 

       11    back and forth.  And I don't say that as facetiously as 

       12    it might have sounded. 

       13            There is a tremendous dimension of the place you 

       14    start that leads you to an outcome in this whole area of 

       15    interface questions.  It happens at the market power 

       16    definition question, it happens at the legitimate scope 

       17    of the patent or copyright in terms of whether it can 

       18    affect commerce beyond just the patent claims. 

       19            In the early days of defining this body of law, 

       20    and I use probably the best example that one can find is 

       21    the Mercoid case.  The Supreme Court looked precisely at 

       22    the claims of the patent and concluded that they were 

       23    drawn to a furnace system, and the defendant was not 

       24    selling a furnace system, the defendant was selling only 

       25    a thermostat which had no use other than a furnace 
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        1    system, but it was selling not something precisely 

        2    claimed.  The Supreme Court decided that, in that 

        3    circumstance, the patent owner had used his patent to 

        4    affect commerce outside the precise scope of the right, 

        5    and, therefore, that was unlawful. 

        6            Somewhere between Mercoid and Data General 

        7    versus Grumman, which is a First Circuit case involving 

        8    a copyright on diagnostic software that was used to 

        9    promote the service business of maintaining computers, 

       10    and where there wasn't even a serious question raised as 

       11    to whether it was unlawful to use the copyright outside 

       12    the precise scope of what was protected.  Somewhere 

       13    between those two decisions we started looking at it 

       14    differently, but I will tell you, I can't define the 

       15    point in time when that occurred. 

       16            MS. BUSEY:  Suzanne, I would just like to 

       17    comment on that.  I think actually Bob is correct and 

       18    you are correct, it does depend on where your 

       19    perspective is.  First of all, I would like to say that 

       20    it's important to have hearings like this when both 

       21    perspectives are presented so there can be more 

       22    appreciation for the other's point of view. 

       23            Secondly, I would like to say I don't know that 

       24    intellectual property law is different from other 

       25    regulations that antitrust lawyers have to deal with.  
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        1    Antitrust laws work around lots of different principles, 

        2    and one of them is the rights that are given to 

        3    intellectual property owners, but there are lots of 

        4    other statutory schemes that have to be taken into 

        5    account when you're dealing with antitrust issues.  The 

        6    same thing can be said, perhaps, when you're looking at 

        7    an issue that involves the FERC.  Do we come from 

        8    different points of view?  Of course we do, but that's 

        9    the challenge -- to reconcile these two bodies of law 

       10    appropriately. 

       11            I guess I would note that we did make one 

       12    reference from the ruling of the Federal Circuit in our 

       13    report, where ultimately you have to come out, 

       14    regardless of where your perspectives are, and that is 

       15    simply, and I would quote, "Intellectual property rights 

       16    do not confer a privilege to violate the antitrust 

       17    laws." 

       18            So, there has to be some reconciliation.  If you 

       19    start with a perspective that favors one over the other, 

       20    you need to bring it into the appropriate balance at the 

       21    appropriate time, and that's what the courts have 

       22    struggled with, and I think appropriately should 

       23    struggle with. 

       24            I would also draw an analogy to the creation of 

       25    the Federal Circuit.  There was clearly, and Bob made 
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        1    reference to this, there was clearly a problem, and the 

        2    solution that was proposed and was adopted was a Federal 

        3    Circuit.  But now you have a specialty court, in a 

        4    system that really doesn't have specialty courts.  

        5    That's fine, but you've got to figure out how do you 

        6    deal with that court, then.  It raises all kinds of 

        7    problems, even though it solves some problems, and maybe 

        8    that's justification for it.  I'm certainly not 

        9    proposing that anything be done to change that, but now 

       10    you do have other things you have to take into account, 

       11    because it is different, and it does create some other 

       12    issues that have to be addressed. 

       13            So, I would just encourage, I mean to the extent 

       14    we can have people like Bob Taylor and others who are 

       15    here that practice in both areas, that's got to be the 

       16    best. 

       17            MS. GREENE:  Great.  We're going to turn to our 

       18    next presentation, but before we do that, it's my 

       19    pleasure to introduce an old friend of mine and former 

       20    colleague, R. Bhaskar.  R. Bhaskar has just joined us a 

       21    few minutes late.  He is a Senior Research Fellow at 

       22    Harvard Business School, he has been there since 

       23    September of 2001.  Prior to arriving at Harvard, 

       24    Bhaskar was on the legal staff here at the Federal Trade 

       25    Commission where he was concerned with the intersection 
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        1    between information technology and compliance with 

        2    antitrust law.  He has a Bachelor's of Engineering 

        3    degree in mechanical engineering from the National 

        4    Institute of Engineering at Mysore, then a Ph.D. in 

        5    system sciences from Carnegie Mellon, and then a JD from 

        6    Yale.  We are delighted to have you here.  While you are 

        7    at Harvard, for which you abandoned the FTC I might add, 

        8    your research interest is aimed at applying and 

        9    developing methods of computer science and law to 

       10    problems that significantly have political and technical 

       11    dimensions. 

       12            And with that rather bitter, but kind-hearted 

       13    introduction, let me turn now to Charlie. 

       14            MR. BAKER:  Thank you, Hillary, and I see that 

       15    we're already behind, so I will try and speak for less 

       16    than ten minutes. 

       17            MS. GREENE:  Okay. 

       18            MR. BAKER:  Thank you for the opportunity to 

       19    testify at these important hearings.  While you 

       20    mentioned some of the organizations that I am associated 

       21    with or have been associated with, the views expressed 

       22    today are my own, not those of my firm or the IP Law 

       23    Section or the ABA. 

       24            And this morning I want to focus on three 

       25    topics.  By way of background relative to these 
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        1    hearings, I want to touch briefly on the overall subject 

        2    of whether competition in IP law is different in a 

        3    knowledge-based economy.  Then I want to talk briefly 

        4    about the topic of this panel -- jurisdiction of the 

        5    Court of Appeals and the Federal Circuit and here I may 

        6    spend some time on the Holmes versus Vornado case, since 

        7    nobody has mentioned that yet. 

        8            Finally I want to review the jurisprudence of 

        9    the Federal Circuit.  I think you'll find I have 

       10    essentially the same thing to say as has already been 

       11    said, that it seems to me the Federal Circuit is 

       12    comporting with the Congressional intent to bring about 

       13    uniformity in the mainstream of current law at the 

       14    patent antitrust interface. 

       15            The reasons that are argued for exclusive rights 

       16    and interventions in creative works are the same, it 

       17    seems to me, in the knowledge-based economy as they are 

       18    in any other.  The exclusive rights created by patent 

       19    law, copyright law, trademark law, are not so important 

       20    for people like inventors, it seems to me, as they are 

       21    for investors.  The investor who could invest in real 

       22    estate could invest in old plants, or could invest in 

       23    new plants and make new jobs. 

       24            Just suppose you're on the board of a large 

       25    chemical company, and they've got in the lab a new 
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        1    fiber, and they've got in the plant a fiber they've been 

        2    making for 20 years.  They have to make a decision, are 

        3    we going to spend $500 million to build a new plant to 

        4    make this new fiber, or are we going to spend that money 

        5    to improve our old plants and sell our old fiber better?  

        6            They make that decision, in part, based upon 

        7    their patents and their intellectual property.  I'm 

        8    going to speak mainly about the real world, because 

        9    that's what I know about the most, and I think that that 

       10    kind of thing -- that encouragement to invest -- is 

       11    appropriate just as much in a knowledge-based economy as 

       12    it is in what you might say our older economy. 

       13            For example, one of the issues presented by 

       14    these hearings is whether or not the subject matter of 

       15    patent grants should be changed.  It seems to me that if 

       16    you start to draw distinctions like whether business 

       17    methods should be patented or not, then you get into 

       18    several practical problems.  

       19            First of all, where you draw the line between 

       20    what's a business method and what's not.  You say it's 

       21    not a business method if you include a form in the 

       22    claim, and therefore it's patentable.  These kinds of 

       23    distinctions are silly. 

       24            But more to the substance, if a method of doing 

       25    business is novel and not obvious, and you would like to 
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        1    encourage investment to develop that method of doing 

        2    business and make its benefits available to all, it 

        3    seems to me that you should include it within the patent 

        4    system. 

        5            Another issue that sometimes perplexes me as a 

        6    practical person is the theoretician's talk about 

        7    blocking patents.  In the real world, those seldom 

        8    arise.  It's true that when a pioneer invention is made, 

        9    no one else but the inventor can use it.  At that stage, 

       10    however, much development remains to be done and there 

       11    are not many people who want to use it. 

       12            I have in mind Chester Carlson's development of 

       13    xerography.  He had a hard time finding anybody to 

       14    invest in that.  IBM turned him down, RCA turned him 

       15    down, he finally found a small company in upstate New 

       16    York who would spend some money on him.  After 

       17    technology develops, blocking patents seldom arise 

       18    because there are ways to work around the patent claimed 

       19    technology.  

       20            Bob has already spoken at length very well and 

       21    the paper's kind of even better about the reason for 

       22    uniform appellate review for patent matters.  It seems 

       23    to me that the same reasoning applies just as much to 

       24    matters of the patent -- antitrust interface.  There's 

       25    legislative history support for that, which is where the 
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        1    Senate report refers to the patent claims involving 

        2    patent misuse being before the Court of Appeals for the 

        3    Federal Circuit. 

        4            There was a recent case which everyone is 

        5    talking about called Holmes versus Vornado.  In that 

        6    case, the Supreme Court apparently narrowed the Federal 

        7    Circuit's jurisdiction, though the extent of that 

        8    narrowing is not yet clear.  In that case the Supreme 

        9    Court held that the Federal Circuit lacked jurisdiction 

       10    over an appeal when the complaint raised no claim 

       11    arising under the patent laws, but the answer included a 

       12    compulsory patent law counterclaim. 

       13            According to Chief Judge Mayer of the Federal 

       14    Circuit, as reported in the National Law Journal, Holmes 

       15    is likely to limit the availability of the Federal 

       16    Circuit review and permit forum shopping.  Both results 

       17    may return the state of the law to that existing before 

       18    the Federal Circuit's creation. 

       19            I don't necessarily share the Chief Judge's 

       20    belief that the Federal Circuit docket will be 

       21    substantially reduced as a result of Holmes versus 

       22    Vornado.  Justice Scalia's decision in that case 

       23    referred to the Christianson versus Colt decision that's 

       24    referred to on page 15 of my paper, and it's got an 

       25    alternative basis in it, which I don't think people have 
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        1    focused on yet.  Let me read it for you:  "The 

        2    plaintiff's well-pleaded complaint must establish either 

        3    that the federal patent law creates the cause of action 

        4    or that the plaintiff's right to relief necessarily 

        5    depends on resolution of substantial question of federal 

        6    patent law." 

        7            So, it seems to me that that arguably includes 

        8    Walker Process and Handgards claims, and Lewellyn's 

        9    claims for unenforceability under 271(d).  It's even 

       10    been speculated by the -- I believe it's in your report, 

       11    Jim, although my recollection may be fuzzy on that, that 

       12    appeals from cases like the recent FTC decision in 

       13    Schering-Plough might abide to the CAFC under 

       14    Christianson, but that we can abide by the event. 

       15            The people who say that Holmes versus Vornado, 

       16    is going to change, will have an impact upon the Federal 

       17    Circuit's case load refer to the decision just on July 

       18    2nd.  In that telecomm case in which the court 

       19    transferred an appeal that had been pending in the 

       20    Federal Circuit since the year 2000 to the 11th Circuit.  

       21    I think, if you analyze that, you'll find out that's not 

       22    going to be an important case in the patents area, 

       23    because there the antitrust defendant attempted to 

       24    justify its refusing a deal based upon trade secrets 

       25    rather than patents. 
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        1            What if the defendant had asserted that his 

        2    conduct was exempt under 271(d)(4), because the 

        3    equipment was covered by a valid expired patents -- 

        4    unexpired patents, would the Federal Circuit have 

        5    transferred the case back to the other circuit on that 

        6    case?  I don't know, that's another thing to be 

        7    determined. 

        8            Now, in my paper I address a couple of areas of 

        9    law where it seems to me the Federal Circuit is 

       10    complying with the mainstream of patent law, and I won't 

       11    go into those in detail.  I will say, though, that it 

       12    seems to me from reviewing the various cases that the 

       13    different panels of the Federal Circuit almost 

       14    universally have pushed the antitrust envelope in the 

       15    same direction, but apparently based upon the 

       16    recognition that the court's primary mission is to 

       17    provide uniformity and predictability in the application 

       18    of patent law. 

       19            It, therefore, seems to me that anyone seeking a 

       20    predictable result in these patent law/antitrust law 

       21    interface areas will consider ensuring that the appeal 

       22    can be taken to the Federal Circuit. 

       23            Thank you. 

       24            MS. GREENE:  Thank you.  Now let's turn to 

       25    George. 
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        1            MR. GORDON:  May I approach the podium?  

        2            MS. GREENE:  Please, yes. 

        3            MR. GORDON:  Let's see if I can get this thing 

        4    to work.  Let me thank the agencies for giving me the 

        5    opportunity to express my views here and note that, like 

        6    the other panelist's today, the views are mine, they are 

        7    not those of my firm, Dechert or its clients. 

        8            I'm going to try to be quick to get us as close 

        9    to back on schedule as possible. 

       10            I would like to talk and cover three principle 

       11    areas this morning with respect to Federal Circuit 

       12    jurisdiction.  The first, briefly, I want to talk about 

       13    how it is antitrust claims have gotten themselves before 

       14    the Federal Circuit, because I think that is the source 

       15    of some of the discomfort or concern from certain 

       16    members of the antitrust bar about the development of 

       17    any appellate jurisprudence by the Federal Circuit. 

       18            Secondly, I want to talk about where the law 

       19    stands vis-a-vis the Congressional mandate.  Then, 

       20    finally just touch on at least my views on some of the 

       21    implications of all this for the development of 

       22    antitrust law. 

       23            Antitrust issues come before the Federal Circuit 

       24    in a variety of different scenarios, given the breadth 

       25    of arising under jurisdiction.  Arising under 
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        1    jurisdiction, as Charlie alluded to, requires either 

        2    that the claim be a creature of federal patent law or 

        3    the second prong of the test under Christianson that the 

        4    claim include a right to relief that requires the 

        5    resolution of a substantial question of patent law. 

        6            Given that, there are really three primary 

        7    scenarios in which an antitrust claim can come before 

        8    the Federal Circuit.  The vast majority of antitrust 

        9    claims have come before the Federal Circuit in the 

       10    context of antitrust counterclaims to patent cases. 

       11            In that situation, given the existing statute, 

       12    and the legislative history, Federal Circuit 

       13    jurisdiction is fairly unassailable.  There are also 

       14    situations where the antitrust claims come to the 

       15    Federal Circuit joined or consolidated with patent 

       16    claims, for example, an antitrust claim that might be 

       17    combined with a declaratory judgment action on validity 

       18    or infringement.  Again, under the statute as written, 

       19    pretty noncontroversial for the Federal Circuit to 

       20    assert jurisdiction. 

       21            Antitrust claims can also come under 

       22    Christianson's second prong.  That has not yet been 

       23    really a source of appellate court jurisdiction over 

       24    antitrust claims, but I think, as I'll mention in a 

       25    moment, that may change. 
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        1            As Charlie mentioned, one way that antitrust 

        2    claims can no longer come before the Federal Circuit is 

        3    because a patent claim is pled in the counterclaim, 

        4    after there were not a decision.  I think one of the 

        5    facts that has led to some of the concern by members of 

        6    the antitrust bar with respect to Federal Circuit 

        7    appellate jurisdiction is that the court can hear 

        8    antitrust issues and has heard antitrust issues even 

        9    when there is no longer a patent claim involved in the 

       10    case. 

       11            There have been cases where the Federal Circuit 

       12    has considered nonpatent issues where the patent claims 

       13    were dismissed with prejudice by stipulation, where 

       14    patent claims have been separated for trial.  It's 

       15    raised a question among a number of members of antitrust 

       16    bars of whether or not in that situation, particularly 

       17    where the patent claims have been dismissed and/or are 

       18    not being appealed, whether it really furthers the 

       19    purpose and the goals of creating the Federal Circuit to 

       20    create uniformity in patent law for the court to be 

       21    ruling on and consider antitrust issues in that context. 

       22            Moving forward, in terms of the paths that 

       23    antitrust issues might take in the future to get to the 

       24    Federal Circuit, I think we may see a lot more activity 

       25    regarding Christianson's second prong.  The court has in 
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        1    the fairly recent past expanded its jurisdiction under 

        2    that prong, both in the context of claims based on the 

        3    bridge of a license agreement, and claims based on state 

        4    tort laws where the claim is premised on false 

        5    statements regarding patent rights. 

        6            There are a number of cases that are in the 

        7    trial courts now that I think will give the court an 

        8    opportunity to clarify how it is Christianson's second 

        9    prong is going to apply to antitrust claims.  For 

       10    example, there are quite a few cases -- just quickly, 

       11    last night I was making a listing and came up with at 

       12    least a dozen in the pharmaceutical context where 

       13    private parties and purchaser classes had brought 

       14    antitrust claims against pharmaceutical companies based 

       15    on claims of sham litigation, Walker Process theories, 

       16    allegations of unlawful settlement agreements, akin to 

       17    the Schering-Plough situation. 

       18            A number of those cases raise interesting 

       19    questions with respect to whether or not the plaintiff's 

       20    right to relief requires the substantial resolution of a 

       21    patent issue.  I think the sham litigation, fraud on the 

       22    PTO cases may present easier cases for Federal Circuit 

       23    jurisdiction.  More interesting questions may be posed 

       24    by the cases where the claims really are based on either 

       25    largely unlawful patent listings in the FDA Orange Book 
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        1    or in where the claims are based on allegedly unlawful 

        2    patent settlements. 

        3            One can easily imagine a number of other 

        4    scenarios, including cases related to patent pooling, 

        5    merger enforcement cases, where the right to relief may 

        6    turn on questions related to whether or not the 

        7    participants are horizontal competitors, which in turn 

        8    might require the resolution of a substantial question 

        9    of patent law with respect to the parties' intellectual 

       10    property portfolios. 

       11            Briefly, where does this all leave us with 

       12    respect to the Federal Circuit's mandate from Congress?  

       13    There's a little question that the Congress -- which was 

       14    attempting to create or achieve a balancing act in 

       15    creating the court -- the Congress did anticipate the 

       16    court would consider antitrust issues.  I think there 

       17    had been some commentators that have mentioned that the 

       18    Federal Circuit has no business or no place developing 

       19    antitrust law.  I'm not sure that's really supported by 

       20    the legislative history, but it's also true that 

       21    Congress expected the court to guard zealously against 

       22    unwarranted expansion of that jurisdiction. 

       23            The critics of the court tend to focus on the 

       24    legislative history, the snippets of legislative history 

       25    that speak to plaintiff's trying to grab jurisdiction in 
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        1    the Federal Circuit by attaching patent claims to 

        2    antitrust claims.  But, it's fairly clear from the 

        3    legislative history that what Congress was really 

        4    interested in there is whether or not plaintiffs were 

        5    trying to attach or parties were trying to attach 

        6    trivial patent issues to substantial patent claims. 

        7            And while there do remain, I think, possible 

        8    areas of tension post-Vornado, the fact is that from the 

        9    perspective development of antitrust law, I'm not sure 

       10    that any of these issues really have affected the 

       11    antitrust claims that have been considered by the court.  

       12    So, I think, you know, the fact is that most of the 

       13    court's antitrust appeals have fallen fairly clearly 

       14    within its jurisdiction. 

       15            Briefly, just turning to implications, maybe 

       16    some of which we can take up during the discussion 

       17    period, probably the primary area of debate has been to 

       18    what extent has the Federal Circuit undermined antitrust 

       19    principles or elevated patent principles at the expense 

       20    of antitrust principles?  Critics often point to the 

       21    record of antitrust claims in the Federal Circuit, which 

       22    is quite poor. 

       23            The fact is that, when you look at the cases, 

       24    the evidence that there is any animus towards antitrust 

       25    principles in the Federal Circuit is not overwhelming.  
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        1    There's a very strong argument that the holdings have 

        2    been in the mainstream of antitrust law.  In fact, there 

        3    are certainly examples of situations such as the court's 

        4    decision in Nobelpharma, in C. R. Bard, where the courts 

        5    have upheld verdicts on behalf of antitrust claimants on 

        6    theories that have more often than not failed in other 

        7    circuits. 

        8            Much of the debate, I think it is true, has been 

        9    driven by dicta and not actual results, and really dicta 

       10    in a handful of cases, particularly CSU and Intergraph, 

       11    but to point out that the debate is driven by dicta is 

       12    not to diminish it.  The fact is that Federal Circuit 

       13    dicta does have an impact.  The Supreme Court does not 

       14    often review Federal Circuit antitrust decisions.  In 

       15    fact, I don't know that it has ever reviewed a Federal 

       16    Circuit antitrust decision, and lower courts pick up on 

       17    the dicta.  In the Townsend case, in the Papst case, 

       18    lower courts picked up on dicta from the Federal Circuit 

       19    and applied it in the cases before them. 

       20            So, there is a real concern, I think, among 

       21    members of the antitrust bar that concentrating 

       22    decision-making power in one circuit, even where that 

       23    circuit gets it right on the results, can skew or have 

       24    an adverse effect on the development of antitrust law. 

       25            Finally, let me just mention briefly, I think 
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        1    the other area of debate and concern among members of 

        2    the antitrust bar from my view is the question of the 

        3    goals of uniformity versus the benefits of "percolation" 

        4    of issues in the regional circuits.  That debate has, I 

        5    think, manifested itself most clearly and recently over 

        6    the debate of the impact of Vornado. 

        7            Many who looked to uniformity as being the 

        8    appropriate goal here are bemoaning the decision, while 

        9    those who, like Justice Stevens, see the opportunity for 

       10    some debate among the circuits as being a good thing, 

       11    have lauded it.  And I think this really points out a 

       12    key institutional question on which the statutes are not 

       13    clear and the legislative history is not clear, and that 

       14    is:  Who should be deciding this question of how the 

       15    patent laws and antitrust laws interrelate? 

       16            I think it's fairly -- it's one thing to say the 

       17    Federal Circuit is -- should be deciding issues with 

       18    respect to patent law doctrine.  It's another thing to 

       19    say the Federal Circuit should be the only circuit 

       20    deciding issues with respect to the relationship between 

       21    patent law and antitrust law and how the patent law fits 

       22    into the wider mosaic of rights and obligations in our 

       23    legal system. 

       24            In terms of the impact on the agencies, I think 

       25    it's two-fold.  Obviously enforcement actions and many 
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        1    more enforcement actions have focused on IP-related 

        2    issues that are brought in the district courts may find 

        3    themselves before the Federal Circuit as they wind their 

        4    way through the courts.  I have even heard it argued 

        5    that under 15 U.S.C. 45(c) there might be situations 

        6    where administrative actions and orders from the FTC 

        7    could be appealed in the proper circumstances to the 

        8    Federal Circuit.  But regardless of the appellate forum, 

        9    even after Vornado, it's pretty clear that the Federal 

       10    Circuit is going to have a significant role in shaping 

       11    antitrust law, and that regardless of the appellate 

       12    forum, that Federal Circuit precedents are likely to 

       13    carry significant weight with many of the courts in 

       14    which the agencies litigate. 

       15            Thank you. 

       16            MS. GREENE:  Thank you very much.  Still more 

       17    information to add to the table, which is already 

       18    overflowing and it's 11:10.  Does anybody have any 

       19    comments that they would like to make straight-away?  

       20            One of the things that we might start talking 

       21    about is are there any additional perspectives on 

       22    questions about the origins of the Federal Circuit or 

       23    legislative history, or questions -- statements about 

       24    that before we move on to looking at more of the 

       25    jurisdictional questions? 
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        1            (No response.)

        2            MS. MICHEL:  Let me, then, start with a 

        3    question.  I've always wanted to get a little deeper 

        4    into this concept of uniformity, and the Federal Circuit 

        5    being created in order to give more uniformity to patent 

        6    law.  I was wondering about your perspectives on exactly 

        7    what that means.  And I can think of two things that it 

        8    might mean, and it might mean others besides. 

        9            One would be that when we talk about uniformity, 

       10    we're talking about uniformity of legal rules and less 

       11    so about the application of the facts to those legal 

       12    rules.  I think that's important because, if that's what 

       13    we mean, we can achieve that with a lower percentage of 

       14    patent cases going to the Federal Circuit.  But if what 

       15    we mean is more predictability, as I think Mr. Baker 

       16    referred to, and what you really want is one court of 

       17    appeals deciding as many patent cases as possible, well 

       18    that might lead us to another place. 

       19            Could I get your perspectives on what is the 

       20    goal here, or are there any other goals that might be 

       21    possible in that debate? 

       22            MR. QUILLEN:  Not to address the goals, but to 

       23    talk just a bit about uncertainty and predictability.  

       24    The fact of the matter is that prior to the Federal 

       25    Circuit, there was little difficulty in predicting the 
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        1    outcome of a patent infringement case, particularly on 

        2    validity issues. 

        3            There were some differences between the circuits 

        4    in outcomes, as reported in Gloria Konig's book.  One of 

        5    these days I hope to find the time to do an analysis and 

        6    see whether the differences, in fact, have any 

        7    statistical meaning. 

        8            Since the advent of the Federal Circuit, we have 

        9    introduced extreme uncertainty into the evaluation of 

       10    the validity issue.  The mandated consideration of 

       11    secondary factors, coupled with the instruction that the 

       12    way to resolve the issue is to consider the evidence 

       13    collectively, has left us in the position where we know 

       14    from the statistics something on the order of 60 percent 

       15    of the patents in which there are validity decisions in 

       16    the Federal Circuit will be upheld as contrasted with 

       17    the 67 percent that were found invalid prior to the 

       18    Federal Circuit.  But the ability to decide which ones 

       19    are going to be valid and which are not has been 

       20    substantially diminished.  This, of course, was 

       21    illustrated in our Polaroid case, where we were adjudged 

       22    to have applied a patent clearance process that was a 

       23    model for what the law requires, and yet we were wrong 

       24    as to 60 percent of the patents that were litigated. 

       25            So, one needs to think about the differences 
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        1    between predictability, uncertainty, what you mean.  The 

        2    changes that we have made have resulted in a higher 

        3    percentage of litigated patents being held valid at the 

        4    Federal Circuit level, but substantially less ability to 

        5    predict outcomes. 

        6            The effect of the uncertainty, the inability to 

        7    predict outcomes manifested itself in increased capital 

        8    costs for innovation investments.  So, it's not 

        9    something that is cost free to society. 

       10            MS. GREENE:  Yes? 

       11            MR. HOERNER:  If I might speak briefly to what 

       12    Bob Taylor said about the patent system.  It is true 

       13    that what was written in the Constitution is a granted 

       14    authority, but that was against a backdrop of practices 

       15    by the King of England who would grant unlimited 

       16    monopolies to necessaries and to things that had already 

       17    been invented. 

       18            So, in many senses, the grant of authority to 

       19    issue patents in the Constitution was for the purpose of 

       20    limiting what we could do.  You could only grant a 

       21    patent for limited times, and only to inventors, echoed 

       22    in many respects the statute of monopolies that was 

       23    passed by the legislature of England back in 1624. 

       24            My experience in 35 years, which of course is 

       25    limited to clients I worked for, suggests that most of 
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        1    the companies that I know anything about would engage in 

        2    research and development about at the same level they do 

        3    now, whether there was a patent system or not.  Because 

        4    they have to keep up with their competition, they have 

        5    to maintain products that will be bought by customers 

        6    rather than buying their competitors' products. 

        7            I think that the value of a patent is very often 

        8    to start-up companies who need financing.  I think 

        9    people who grant venture capital want to see a patent, 

       10    and only incidentally, although it's very important, 

       11    when you have it, only incidentally in trying to keep 

       12    your competitors' products out of the market. 

       13            So, I think that a patent system is important, 

       14    but it's important because it allows the little start-up 

       15    companies, the folks with big ideas but small monies, to 

       16    get a foothold in commerce and to develop the kinds of 

       17    things that, for example, Xerox finally did. 

       18            MS. GREENE:  Steve? 

       19            MR. KUNIN:  This may be a little repetitive from 

       20    what was covered yesterday, but I think it's worth 

       21    repeating in view of the question that was raised in 

       22    terms of what is uniformity and consistency all about.  

       23    Yesterday, it was mentioned that one aspect of promoting 

       24    uniformity and consistency right now seems to be focused 

       25    intensely on claim construction because depending upon 
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        1    claim construction, many times that will determine the 

        2    outcome of the case. 

        3            One of the problems is that it appears that you 

        4    don't know what the claim means until the Federal 

        5    Circuit tells you, because there's a lot of flipping of 

        6    the District Court's claim interpretation, and that what 

        7    appears to be the case now is that there is a large body 

        8    of judge-made law on how to properly interpret claims. 

        9            The question, I think, to some degree, is 

       10    whether while in the interest of coming up with certain 

       11    rules on how to interpret claims as to whether actually 

       12    the Federal Circuit has been consistent in the way in 

       13    which they've been applying those judge-made rules. 

       14            So, I think to some extent if after Markman, 

       15    since claim interpretation is a matter of law, so that 

       16    any circuit judge can say, well, the district court 

       17    judge, you know, can do what he or she saw fit, but 

       18    since this is a de novo determination, I can turn 

       19    everything around by how, you know, the claims get 

       20    interpreted. 

       21            So, I think to a large degree, one aspect of 

       22    this, if going back to yesterday in terms of trends, it 

       23    appeared that a trend that came out of the discussion 

       24    yesterday was that there seems to be a lot of focus on 

       25    rules for interpreting claims as a trend in the build-up 
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        1    of body of Federal Circuit case law. 

        2            MS. MICHEL:  Was your point, let me see if I'm 

        3    understanding, that this is the kind of area where the 

        4    application of legal rules to facts is so intertwined 

        5    and that it's not, let me ask you, is it fair to talk 

        6    about having uniformity of legal rules as being some 

        7    kind of a separate idea, or do we really need to get 

        8    beyond that and think more about how the legal rules are 

        9    applied to the facts in this peculiar area of patent 

       10    law? 

       11            MR. KUNIN:  Well, to me the short answer is 

       12    there have been historically in patent law a certain 

       13    number of rules that have existed.  Those rules are the 

       14    ones which, to some degree, are stated as first 

       15    principles and then you look to the facts of the case as 

       16    to whether the rule is to be followed as a general rule 

       17    or is there an exception to the rule.  I'll just lay out 

       18    a couple of quick examples so that what I'm saying is 

       19    not too vague. 

       20            The first aspect is there's been a large body of 

       21    law with respect to how to interpret preambles in 

       22    claims, as to whether the preamble serves as a 

       23    limitation on the claim.  There's real old case law, 

       24    Kropa v. Robie, that says if it has to breathe life and 

       25    meaning into the claim, then there has to be considered 
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        1    limitation on the claim. 

        2            There's been a whole body of law with respect to 

        3    transition clauses.  So, is this an open claim versus a 

        4    closed claim?  It's fairly easy when you've got words 

        5    like "comprising" and "consisting of" or "consisting 

        6    essentially of," because that's been developed over a 

        7    long period of time.  But then you get words like 

        8    "having" or "including" and you find out that you find 

        9    that the court has said, well, sometimes it's 

       10    open-ended, sometimes it's closed-ended.  It depends on 

       11    the facts of the case. 

       12            And then you get obviously into certain rules 

       13    with respect to the body of the claim and rules such as:  

       14    Broadest reasonable interpretation of the claim, the 

       15    statutory considerations of 112, sixth paragraph, which 

       16    bring central claiming into a peripheral claiming 

       17    system, and other kinds of considerations. 

       18            So, first I think there's sort of a normative 

       19    setting basis in terms of how you structurally go 

       20    through a claim, and make certain at least initial 

       21    determinations using certain rules.  But then you have 

       22    to go into the specifics, because, for example, if 

       23    you're going to say, what is the broadest reasonable 

       24    interpretation of a particular limitation in a claim or 

       25    element or term, then you go back and say, for example, 
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        1    here's a rule, has the definition of this term been 

        2    especially defined in the written description?  The 

        3    applicant is his or her own lexicographer. 

        4            Therefore, in this case, you can't use the 

        5    ordinary meaning of the term, you must use a specialized 

        6    meaning of the term, because the applicant has created a 

        7    definition. 

        8            Well, in that particular situation, first you 

        9    have a rule, and then you look in the facts of the case 

       10    to determine whether, indeed, there's a special meaning 

       11    there that's applied.  If so, then you follow the rule. 

       12            So, I think to a large degree my comment was 

       13    because I think Markman had a very significant impact 

       14    with respect to the normative process of determining 

       15    what are the metes and bounds of the protection, and 

       16    that is essentially strictly a matter of law, then 

       17    you've got to set up certain rules to go through that 

       18    process, and then once you know the rules, you can apply 

       19    them to the facts of the case. 

       20            Therefore, I think what we're finding is if  

       21    district court judges are going to be educated, and 

       22    those who write applications are going to be educated to 

       23    improve predictability, as Cecil was mentioning, then 

       24    you better understand what these rules are, so that you 

       25    can write the claims in accordance with the rules so 
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        1    that they will be interpreted consistently with those 

        2    rules, and then at the end of the day you'll get greater 

        3    predictability.  But the real rub is whether you have a 

        4    court actually being consistent.  I think part of the 

        5    problem is we see to some degree panel-by-panel, or 

        6    case-by-case, that it's very hard to reconcile that the 

        7    rules are actually consistent or that the application 

        8    has been consistent. 

        9            MS. GREENE:  Jim? 

       10            MR. KOBAK:  I've got two or three, I'm afraid 

       11    somewhat random observations, but first of all, I just 

       12    want to clarify the record.  Charlie referred to the 

       13    report as my report, it's really the report on the 

       14    Federal Circuit of the Antitrust Section, and it's 

       15    really George Gordon who was head of the task force that 

       16    prepared it.  So, I just want the record to be clear on 

       17    that. 

       18            First of all, on the question that you asked 

       19    about uniformity, I think that you tend to focus a lot 

       20    on questions of validity and enforceability and so 

       21    forth, but I think there are other areas where having 

       22    one court has been very important, and one that I would 

       23    point to is the area of remedies -- the ability to get 

       24    injunctions, damages.  I think the law in those areas 

       25    has been changed very profoundly by the Federal Circuit. 
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        1            I think there's much more clarity and 

        2    predictability about what the rules are that might apply 

        3    to a certain situation.  I think that's had a tremendous 

        4    impact on patent litigation because it gives people many 

        5    more incentives to litigate their patents than might 

        6    have existed 15 or 20 years ago.  So, that shouldn't be 

        7    lost sight of. 

        8            Charlie and others have referred to the effect 

        9    of patents on not only innovation, but also investment.  

       10    I think there's a third part of it that shouldn't be 

       11    lost sight of, which is licensing.  Without having a 

       12    patent system, having a trade secret system or something 

       13    like that, it can be very difficult to have people 

       14    efficiently transfer information from the inventor or 

       15    even the investor to maybe the company or entity that's 

       16    best able to exploit and develop it. 

       17            And it seems to me it's a good thing for society 

       18    not only that inventions are made as a theoretical 

       19    matter, but that they actually are developed 

       20    commercially and gotten distributed effectively and 

       21    gotten into the hands of consumers and people that we 

       22    want to protect, both under the patent laws and the 

       23    antitrust laws. 

       24            Whether patents are actually necessary to 

       25    encourage innovation is, I think, even though I'm an 
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        1    antitrust lawyer, really not a subject that is an 

        2    appropriate subject for antitrust.  I think antitrust 

        3    has to take the patent laws at more or less as it finds 

        4    them.  I think that means that you have, as Bob Taylor 

        5    said, the right to exclude, which to my way of thinking 

        6    is a very fundamental aspect of a patent that antitrust 

        7    should be very, very loath to interfere with. 

        8            And, therefore, I'm not sure how I would come 

        9    out on a really pure refusal to license question, but -- 

       10    and I think that probably everybody these days would 

       11    agree that just saying, well, someone has done something 

       12    outside the scope of their patent shouldn't be an 

       13    antitrust violation in itself.  Maybe it could be a 

       14    misuse in some circumstances, because there's really 

       15    kind of a separate basis for that. 

       16            But I don't think -- I guess I differ with Bob 

       17    in that I think that antitrust has tools for looking at 

       18    restrictions that are put in licenses or other kinds of 

       19    restrictions, even if somebody has gone outside the 

       20    right to exclude, and I'm fairly confident that most of 

       21    the regional circuits can do a reasonable job of 

       22    applying law if there's bad precedent in their circuit, 

       23    I think that they look in other places. 

       24            If you look at the Kodak case, you may disagree 

       25    or not disagree with the way that case came out, but 
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        1    certainly the Ninth Circuit didn't just look to Ninth 

        2    circuit law.  It looked to Supreme Court precedent, it 

        3    looked to precedent in other circuits, it looked to 

        4    precedent in the Federal Circuit itself, the Atari case.  

        5    So, I think you can depend on the regional circuits to 

        6    do a reasonable job of balancing antitrust with patent 

        7    principles. 

        8            I'm going to get to this more in my remarks, but 

        9    I think that in an ideal world, you might have a choice 

       10    of law rule that said when there's really a patent issue 

       11    that's involved in the antitrust issue, a real specific 

       12    patent issue like validity or scope of the patent, and 

       13    that's necessary to decide the antitrust issue, the 

       14    Federal Circuit law would apply to that because they're 

       15    likely to get the case anyway.  But once you get outside 

       16    of that area and you don't have a question like that, at 

       17    that point you're just talking about general patent 

       18    policy versus general antitrust policy, and I don't see 

       19    why the regional circuits aren't in at least as good if 

       20    not a better position to decide issues like that. 

       21            MS. GREENE:  The gray area to which you just 

       22    alluded is something that you're going to get to later, 

       23    and we really do need to explore it. 

       24            Charlie, did you want to respond? 

       25            MR. BAKER:  I just wanted to go back to Michel's 
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        1    question.  I won't take long. 

        2            When I was speaking about uniformity, I was 

        3    speaking about uniformity and structure, so that now we 

        4    have all appeals going to the same appellate court.  So 

        5    you don't have as much forum shopping within district 

        6    court, you don't have courthouse games played.  And 

        7    lawyers, while they might spend more time trying to 

        8    figure out what's going to happen when they get to this 

        9    single court of appeals, depending on which panel they 

       10    get -- as Steve mentioned.  And they don't know that 

       11    until the morning the appeal is argued. 

       12            They don't spend as much time saying:  Are we 

       13    going to sue on this side of the Missouri, in the Eighth 

       14    Circuit, or is it on that side of the Missouri in some 

       15    other circuit?  So, there's no question that that degree 

       16    of uniformity is helpful in some ways. 

       17            MS. GREENE:  Bhaskar? 

       18            MR. BHASKAR:  In the Joy of Cooking there's a 

       19    really great description of the difference between 

       20    uniformity and consistency, and I found that a 

       21    meaningful point to start today.  It seems to me that 

       22    although there are questions about legal process that 

       23    are uniform.  For me, uniformity has always meant two 

       24    kinds of things.  I speak now as an unbalanced computer 

       25    scientist.  That is, there is a question of uniformity 
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        1    of discipline, so that one of the questions is in 1980, 

        2    should computer science patents have been considered 

        3    differently from, say, drug patents or chemistry 

        4    patents?  I'm prepared to argue that, in fact, there was 

        5    such a need for uniformity and distinguishing between 

        6    different disciplines. 

        7            However, an established discipline is different 

        8    from what was then considered an emerging discipline, 

        9    like computer science. 

       10            The second kind of uniformity it seems to me is 

       11    the institutional uniformity, particularly with regard 

       12    to international questions. 

       13            Among the various mailing lists, I regularly get 

       14    something called IP Health, which is -- as it turns out 

       15    on IP Health.  The bulk of the people who write there 

       16    are people who live in the United States, and the bulk 

       17    of the issues there are international issues.  The 

       18    proposition that I offer, not necessarily particularly 

       19    enamored of it, but I think I would like to understand 

       20    it, is that perhaps what we now have that we didn't have 

       21    in 1980 is a complex institutional structure, the WTO, 

       22    the WIPO, different kinds of remedies by different 

       23    regional and international groups.  So, it seems to me 

       24    that maybe that's an issue:  The Federal Circuit was 

       25    created at the dawn of a particular era, and now maybe 
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        1    it's not the dawn anymore. 

        2            MS. MICHEL:  Let me move on to another topic 

        3    that George raised, and this is the topic of the Federal 

        4    Circuit exercising jurisdiction over an appeal when 

        5    there are no longer any patent issues remaining in the 

        6    case and the concern that that raises.  I would like to 

        7    get your comments on, first of all, is that a concern 

        8    and why?  Second, is it driven by the statute?  Do we 

        9    want a different system?  If so, what do we need to do 

       10    to get there? 

       11            George, to what extent -- I'm sorry. 

       12            MR. TAYLOR:  Go ahead with George. 

       13            MS. MICHEL:  George, can you expand at all on 

       14    what the Federal Circuit's views of this question are, 

       15    or its ability to exercise jurisdiction over cases when 

       16    no patent issues remain? 

       17            MR. GORDON:  Sure.  I think first the question 

       18    of you have to start with the statute, as you mentioned.  

       19    I think, to a large extent, the answer to the question 

       20    is driven by the statute.  The statute provides pretty 

       21    clearly for "arising under" jurisdiction.  The Supreme 

       22    Court has told us that that means you have to look to 

       23    the well-pleaded complaint, and there's many statements 

       24    in Federal Circuit cases that suggest the Court looks to 

       25    the complaint as filed, and jurisdiction is set as of 
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        1    the time of the filing of the complaint. 

        2            The theory that I think the courts applied in 

        3    the context is you have to define how the patent issues 

        4    get out of the case.  If the patent claims are withdrawn 

        5    voluntarily in the case, there's Federal Circuit 

        6    precedent suggesting that the court would not have 

        7    jurisdiction in that situation.  But if the claims are 

        8    dismissed with prejudice, even if they're dismissed by 

        9    stipulation, there's authority suggesting that 

       10    jurisdiction would attach.  The theory in some of the 

       11    cases seems to be that a dismissal operates as an 

       12    adjudication on the merits. 

       13            So, it doesn't really change the nature of the 

       14    case the plaintiff is bringing, it's just simply an 

       15    adjudication of the patent issues.  So, therefore, it's 

       16    still properly the case "arises under" the patent laws. 

       17            If it's a problem, if it is indeed a problem, to 

       18    fix it probably would require some legislative fix.  I 

       19    think it's been suggested that one way to kind of take a 

       20    different look at Federal Circuit jurisdiction would be 

       21    to look at it from the perspective of the case as 

       22    actually litigated.  Look at the case not at the time 

       23    that it's filed, but at the time it's ripe for appeal.  

       24    Look at which issues are being appealed and what 

       25    remains. 
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        1            One other thing that can be done, I think, on 

        2    this issue -- and Congress invited this in the 

        3    legislative history -- is for district courts to 

        4    exercise more discretion in severing patent and 

        5    antitrust claims, issuing partial final judgments under 

        6    54(b).  It's not clear how the Federal Circuit, whether 

        7    or not the Federal Circuit would consider a partial 

        8    final judgment sufficient to decline to exercise 

        9    jurisdiction. 

       10            For example, if you had a partial final judgment 

       11    on a non-patent issue, in a patent claim, there are some 

       12    authority from the Ninth circuit suggesting that in that 

       13    situation, the appeal should go to the regional circuit.  

       14    But short of legislative fixes, there may be ways for 

       15    the district courts to operate to use some of the 

       16    procedural tools at their disposal. 

       17            MS. GREENE:  Bob? 

       18            MR. TAYLOR:  I guess the way that Suzanne framed 

       19    the question was whether there's a concern in having 

       20    Federal Circuit adjudicate these non-patent issues.  I 

       21    guess I would simply remind you that the Federal Circuit 

       22    is an Article 3 court, they typically apply the law of 

       23    the regional circuit, they sit just like the regional 

       24    circuit would sit, and I don't know that anyone can make 

       25    a case for the proposition that you're going to get a 
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        1    significantly different quality of adjudication or 

        2    quality of analysis in the Federal Circuit.  The court 

        3    sits frequently with people from other courts sitting by 

        4    designation.  The court has been pretty good about 

        5    bringing in trial judges, for example, to sit with it by 

        6    designation. 

        7            So, I don't think it matters.  It seems to me 

        8    that the question is very similar to the question that 

        9    arises when a state law cause of action is joined to a 

       10    federal cause of action, which for one reason or another 

       11    is fully adjudicated, leaving only the state issues to 

       12    have to be resolved by one of the regional circuits, it 

       13    happens all the time, and I don't think anyone is 

       14    troubled by it. 

       15            MS. GREENE:  Matt?

       16            MR. WEIL:  Well, we're getting toward the end of 

       17    this period, so I am going to accuse Bob of reading 

       18    notes over my shoulder. 

       19            The problem really is what does the court do 

       20    with that case which lies outside the mainstream of its 

       21    jurisdiction once it gets there?  The question is:  Is 

       22    the court going to apply its own law or is it going to 

       23    look to regional circuits?

       24            So just foreshadowing my own comments later in 

       25    the afternoon, I think when you ask the question is 
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        1    there a problem, as Bob has just said, if the court 

        2    exercises its capacity to look to other circuits and 

        3    adopt and apply their laws, or even to formulate an 

        4    approach consistent with the regional circuit, the 

        5    answer is going to be no, that's not a problem.  The 

        6    question is when the court reaches out and says, now 

        7    this is swept within our particular jurisdiction, and 

        8    we're not only going to entertain the question, but also 

        9    apply our own law to it, then you have at least a 

       10    theoretical question of whether that's at odds with the 

       11    way our system is in other ways structured. 

       12            MS. GREENE:  Okay.  You all get to vote.  I'm 

       13    looking at Bill when I say this, we can either take a 

       14    five-minute break or just continue on through to 12:30?  

       15    It's up to you all, I say we just continue. 

       16            Okay, George? 

       17            MR. GORDON:  Just to respond briefly to Bob's 

       18    comment, I don't disagree that there's no reason to 

       19    believe that the quality of judging on the Federal 

       20    Circuit is any different than the judging you get on the 

       21    regional circuits.  I think the issue again goes back to 

       22    the institutional question of the fact that there's a 

       23    concentration of decision-making authority in the 

       24    Federal Circuit.  The fact that you have antitrust 

       25    issues going up there when there's no patent issues 
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        1    just, I think, exacerbates that issue, particularly in 

        2    the context where you have obviously a trend in the 

        3    court to applying its own law to more and more antitrust 

        4    issues.  Not only issues related to Walker Process, but 

        5    also now refusals to deal. 

        6            What this does is it deprives the regional 

        7    circuits of the opportunity to develop views and express 

        8    views on some of these topics.  It deprives, I think, 

        9    the system of the benefit of getting a multiplicity of 

       10    views on some of these issues.  So, it's not a problem 

       11    with the Federal Circuit per se, as a federal circuit 

       12    hearing these issues, it's a problem that we have one 

       13    court hearing these issues.  I think that's the concern 

       14    that many in the industry have expressed. 

       15            MS. GREENE:  Cecil? 

       16            MR. QUILLEN:  Without intending to sound 

       17    critical of the Federal Circuit or suggest that you get 

       18    a lesser quality adjudication there, it is a specialist 

       19    court.  It does have a limited jurisdiction.  When it 

       20    reviews antitrust cases, it's an unusual thing for the 

       21    Federal Circuit.  Whereas the regional courts of appeals 

       22    have much broader jurisdiction, the breadth and 

       23    experience that the judges bring to their work is 

       24    considerably broader than the breadth of experience that 

       25    happens at the Federal Circuit. 
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        1            That might or might not result in a lower 

        2    quality adjudication.  I express no view on that 

        3    subject. 

        4            MS. GREENE:  Nothing is noted, then. 

        5            (Laughter.)

        6            MS. GREENE:  Rochelle? 

        7            MS. DREYFUSS:  I have a question.  Do people 

        8    think it's at all helpful for the Federal Circuit to be 

        9    seeing more antitrust cases?  I think for two reasons 

       10    one might say yes.  One is that they are inevitably 

       11    going to have some of them and having a few more in some 

       12    other context, not just ones that sort of come up in 

       13    very specific patent cases some might argue would be 

       14    helpful. 

       15            The second is actually addressed to Bob Taylor, 

       16    you mentioned the fact that all of these intellectual 

       17    property laws have their own ways of dealing with 

       18    competition.  I wonder whether there are not some 

       19    spillovers so that seeing more antitrust cases actually 

       20    has an influence on the way that the court thinks that a 

       21    patent is used or some of the other areas and whether 

       22    people have feelings about that. 

       23            MS. GREENE:  Bob? 

       24            MR. TAYLOR:  Yeah, I do think that the Federal 

       25    Circuit, because there has been something of a 
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        1    re-assertion of antitrust, if you will, in the last few 

        2    years, that had lain somewhat less active for a period 

        3    of time.  I think the Federal Circuit will be seeing 

        4    more antitrust cases, and I think with the opportunity 

        5    to study those antitrust cases, you will see that court 

        6    develops very much along the same lines as the regional 

        7    circuits have with respect to their antitrust 

        8    jurisprudence, which goes back way, way longer than the 

        9    20 years that the Federal Circuit has sat there. 

       10            I find an interesting decision to be the C. R. 

       11    Bard versus M3 case, where the panel affirmed the 

       12    finding of an antitrust violation arising out of a 

       13    design decision by C.R. Bard.  In the denial of the 

       14    petition for rehearing in that case, Judge Gajarsa takes 

       15    special note of the fact that don't read too much into 

       16    this decision because we didn't have a fully developed 

       17    record here.  That to my mind is precisely the kind of 

       18    cautionary note that reflects this growing experience 

       19    with antitrust. 

       20            I said earlier that I think some of the 

       21    questions, or many of the antitrust questions do get 

       22    resolved out of simply recognizing the exclusionary 

       23    power of a patent, the exclusionary right that attends a 

       24    patent.  But I didn't mean to suggest, and a couple of 

       25    other commentators have made the point, I did not mean 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                        73

        1    to suggest that there will not be many, many serious 

        2    antitrust questions that do get presented to that court, 

        3    and I think it is going to have to develop the 

        4    expertise, but I think it is, in fact, doing it. 

        5            MS. GREENE:  Jim? 

        6            MR. KOBAK:  If you take the Xerox case, you have 

        7    the Federal Circuit applying its law to the refusal to 

        8    deal question involving patents, yet in the same case, 

        9    you have a copyright or copyrights and essentially the 

       10    same question, and then the court has to say, well now 

       11    we're looking at the Tenth -- I guess it was the Tenth 

       12    Circuit -- rather than our own law, yet, of course, they 

       13    come out their own way. 

       14            But that suggests to me that regional circuits 

       15    might have experience in areas beyond patents that the 

       16    Federal Circuit wouldn't see so much of, and that it 

       17    might be better for the Federal Circuit to look to that 

       18    body of law rather than to try to develop their own. 

       19            Having said that, I think before the Federal 

       20    Circuit changed its choice of law rule in Nobelpharma, 

       21    it was at least in theory looking at regional circuit 

       22    law, yet it would sometimes find that there wasn't so 

       23    much law in any particular circuit, so it would have to 

       24    do some kind of effort of synthesizing and assimilating 

       25    law from all over the place.  It seems to me that's what 
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        1    will happen in the future, but I guess if I were drawing 

        2    on a clean slate, I would say that it might be better to 

        3    have the regional circuits, because they can look at 

        4    refusal to deal licensing questions involving patents, 

        5    but they can also get experience in other areas to 

        6    perhaps a greater extent than the Federal Circuit would. 

        7            MS. GREENE:  Charlie, the moment passed for your 

        8    comment? 

        9            MR. BAKER:  It did. 

       10            MS. GREENE:  Roxanne? 

       11            MS. BUSEY:  I just wanted to make an observation 

       12    and again show maybe a little different perspective 

       13    between the intellectual property bar and the antitrust 

       14    bar.  The intellectual property bar has obviously 

       15    supported the Federal Circuit in the belief that a 

       16    single court for determining patent issues is 

       17    appropriate.  I would be very surprised if the antitrust 

       18    bar would ever want a single court, whether it's the 

       19    Federal Circuit or not, to be deciding antitrust cases.  

       20    The antitrust bar, I think, supports percolation and 

       21    multiple jurisdictions.  Knowing all of the problems 

       22    associated with that, they would rather have those 

       23    problems than the problems you might have if you had a 

       24    single antitrust court. 

       25            MS. GREENE:  Bhaskar? 
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        1            MR. BHASKAR:  I guess I want to repeat what 

        2    Cecil and Roxanne just said, only not so well.  It seems 

        3    to me that we are stuck with this really odd situation.  

        4    If, as I am childishly hoping, we find out that the 

        5    WorldCom situation or the Enron partnerships involved 

        6    substantial fraudulent manipulation of patent 

        7    applications, patent claims, and so on, things that 

        8    involved ownership questions, things that involved claim 

        9    construction questions.  I would be really interested in 

       10    seeing how the law gets applied, and where the cases end 

       11    up, because there will be questions of claim 

       12    construction. 

       13            The second thing that I do think is that we seem 

       14    to be in this odd situation of saying we don't need -- 

       15    we don't have science courts, so we don't have 

       16    specialists, judges or anything, except immigration 

       17    judges in the administrative sphere, and then we say, 

       18    when we have something that seems to require a 

       19    specialist's understanding, like Judge Jones did in the 

       20    Reston Plant cases, you appoint a master or you appoint 

       21    a group that says this is how we're going to try and 

       22    understand this special question. 

       23            It seems to me that if we're going to sort of go 

       24    after these things, I have always wondered how come we 

       25    don't see more use of masters in the Federal Circuit 
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        1    where you should see that more than once issues come up 

        2    that people outside of some arcane discipline or the 

        3    other might not feel quite up-to-date.

        4            MS. GREENE:  Charlie? 

        5            MR. BAKER:  I wanted to comment on Roxanne's 

        6    talking about the single court for the antitrust bar and 

        7    the IP bar.  First of all, the IP section of the ABA 

        8    didn't want the Court of Appeals for the Federal 

        9    Circuit, they would prefer more of a diversity of views.  

       10    The ABA was out-voted, if it had any vote at all. 

       11            On the other hand, one of the factors which led 

       12    to it was the fact that in those days, the Supreme Court 

       13    was taking virtually no patent cases.  Would your answer 

       14    be the same if you had no antitrust cases going to the 

       15    Supreme Court and then --

       16            MS. BUSEY:  We have very few.  Very few. 

       17            MR. BAKER:  Maybe you're getting there, I don't 

       18    know. 

       19            MS. GREENE:  Cecil?  Then we're going to turn to 

       20    Bob. 

       21            MR. QUILLEN:  The comment that the Supreme Court 

       22    had taken no patent cases is part of the mythology that 

       23    surrounds the Federal Circuit.  The Supreme Court 

       24    decided Graham and Adams in 1966, I believe, and 

       25    subsequently has taken at least three cases involving 
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        1    section 103 reiterating each time the high standard for 

        2    patentability that was promulgated in Graham and Adams. 

        3            So, this was a slander on the Supreme Court that 

        4    was propagated by somebody during the course of the 

        5    legislative debate.

        6            MS. GREENE:  Well, okay.  Bob?  We're going to 

        7    add yet one more issue to the table, Bob is going to 

        8    talk about patent misuse, and even though when it comes 

        9    to patent misuse we don't have any burning 

       10    jurisdictional question as to whether or not that would 

       11    fall within the purview of the Federal Circuit, there 

       12    are certainly questions being raised by the development 

       13    of the doctrine now that it's ensconced within that 

       14    circuit. 

       15            MR. HOERNER:  Thank you, Hillary. 

       16            I suppose I have to begin with the usual 

       17    disclaimer that I speak for myself and not for my former 

       18    firm, Jones Day Reavis & Pogue and not from my clients 

       19    past and I hope, from the standpoint of my pension, 

       20    future. 

       21            The topic assigned to me for these hearings is 

       22    patent misuse.  I am sure that most of you are generally 

       23    familiar with the doctrine.  If not, its history and 

       24    antecedents can be found in a monograph, Intellectual 

       25    Property Misuse:  Licensing and Litigation.  The types 
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        1    of practice held to be or evaluated as possibly being 

        2    patent misuse are cataloged in a 1991 article which I 

        3    wrote which appears in 59 Antitrust Law Journal 

        4    entitled, Patent Misuse:  Portents for the 1990s. 

        5            Actually, however, it may well be that this 

        6    topic is an anachronism.  In a series of cases beginning 

        7    in 1988, the Federal Circuit appears to have effectively 

        8    abolished the doctrine at least as it concerns so-called 

        9    extension of the monopoly misuse.  A decision less than 

       10    a month ago by the Seventh Circuit, which Bob Taylor 

       11    adverted to, by Judge Posner, gives promise, however, 

       12    that the Supreme Court may revisit the doctrine, so we 

       13    shall have to wait and see.

       14            Any discussion of patent misuse must begin with 

       15    an appreciation that a patents grant only the right to 

       16    exclude anyone without authority from practicing the 

       17    claims of the patent.  The patent does not authorize its 

       18    owner to make or use or sell anything.  This right to 

       19    exclude is enforced only by "civil action or 

       20    infringement of a patent." 

       21            Patent misuse renders the patent unenforceable 

       22    until purge.  Having in mind that patents grant only the 

       23    right to exclude, which can only be enforced in Federal 

       24    Court, a holding of unenforceability by reason of patent 

       25    misuse totally and completely destroys the patent right 
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        1    until purge.  No wonder, then, that patent misuse and 

        2    the permissible bases for finding patent misuse have 

        3    created controversy for over half a century. 

        4            The "misuse of the patent" doctrine originated 

        5    by name in a 1942 case, Morton Salt versus G. S. 

        6    Suppiger Co.  There Morton Salt sued a direct infringer 

        7    of its patent covering a canning machine.  Morton 

        8    required its licensees, which did not include Suppiger, 

        9    to use salt tablets purchased from Morton.  While the 

       10    Supreme Court expressed concern that Morton might be 

       11    using the patent code as a means of restraining 

       12    competition in salt tablets, it refused to consider 

       13    whether Morton's licensing practices violated Section 3 

       14    of the Clayton Act, since it considered that Morton's 

       15    licensing program was, in any event, contrary to public 

       16    policy. 

       17            What public policy?  The public policy which 

       18    includes invention within the granted monopoly excludes 

       19    from it all that is not embraced in the invention.  It 

       20    equally forbids the use of the patent to secure an 

       21    exclusive right or limited monopoly not granted by the 

       22    Patent Office. 

       23            The decision did not rest on an anticompetitive 

       24    effect of Morton's practices, or on an actual or 

       25    incipient supposed monopoly on salt tablets, and thus 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                        80

        1    had little to do either with economics or with 

        2    antitrust.  It rested on the fact that Morton was trying 

        3    to exclude its licensees from engaging in salt tablet 

        4    commerce when salt tablets were not included in its 

        5    claims. 

        6            Here is where the controversy with respect to 

        7    patent misuse arises:  Many practitioners, law and/or 

        8    economics professors, government antitrust enforcers, 

        9    and even judges, think that patent misuse is a sort of 

       10    junior level anticompetitive practice which didn't make 

       11    the antitrust violation big leagues and so is awarded 

       12    only patent misuse nomenclature as a consolation prize. 

       13            They feel, however, that the possible results of 

       14    a finding of the patent misuse -- unenforceability until 

       15    purge; standing not required; competitive injury not 

       16    required; vague contours of the doctrine based, as it 

       17    was, in part on the doctrine of unclean hands; 

       18    permissible assertion of patent misuse by an infringer 

       19    who suggested the infringing clause, which was the 

       20    situation in Judge Posner's recent case; patent 

       21    expiration before purge or, worse, before the patent 

       22    owner even recognizes that the purge is necessary, et 

       23    cetera -- are so draconian that, despite Morton Salt, 

       24    patent misuse should be limited to use of the patent to 

       25    violate the antitrust laws. 
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        1            The Supreme Court back in 1918 said that if a 

        2    patent is "worth the price, whether of dollars or 

        3    conditions, the world will seek it."  Why, therefore, 

        4    can a patentee not demand consideration from its 

        5    licensees broader than the scope of his right to 

        6    exclude, if the licensee is willing to exceed to the 

        7    patentee's demand, and the patentee judges that the 

        8    terms will not violate the antitrust laws?  In my view, 

        9    that is where the battle should be fought. 

       10            Set out in the end notes are several, I think 

       11    there are 11, licensing demands which might be 

       12    considered patent misuse.  Assuming they would not 

       13    violate the antitrust laws, are they practices which 

       14    should be permissible?  If permissible, they will likely 

       15    be utilized.  Will innovation be furthered or 

       16    suppressed, if they are?  I leave the questions raised 

       17    by these demands for each of you to ponder. 

       18            In the series of patent misuse cases referred to 

       19    above, the Federal Circuit has said that patent misuse 

       20    can only rest on a restraint of competition determined 

       21    under the rule of reason in an appropriately defined 

       22    relevant market.  Since the rule of reason typically 

       23    requires a finding of substantial market power, I 

       24    construe these cases as abolishing extension of the 

       25    monopoly misuse and limiting the doctrine to use of a 
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        1    patent to violate the antitrust laws. 

        2            It is for that reason that I suggested that 

        3    patent misuse, at least of the extension of the monopoly 

        4    type, may have become an anachronism.  The Federal 

        5    Circuit cases suggest that the larger question is not 

        6    what license terms should be considered patent misuse, 

        7    but whether there should be a patent misuse doctrine at 

        8    all. 

        9            The Supreme Court did not require the Terminal 

       10    Railway Association to allow traffic to pass without 

       11    charge over its bridge after it violated the antitrust 

       12    laws.  I might add that Northern Pacific was not 

       13    required to let people drive their trains down its 

       14    tracks free of charge after it had found to violate the 

       15    antitrust laws. 

       16            The Supreme Court in Terminal Railway 

       17    Association said instead that "one of the fundamental 

       18    purposes of the statute, 15 U.S.C., section 2, is to 

       19    protect, not destroy, the rights of property." 

       20            The Supreme Court has never approved forfeiture, 

       21    dedication, or royalty-free licensing in a government 

       22    antitrust decree.  A patent is granted as of right, once 

       23    a novel and useful invention is disclosed and enabled.  

       24    If a court takes away the patent owner's rights to 

       25    enforce the patent, the patentee nevertheless has no way 
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        1    to retract his disclosure.  Neither the antitrust laws 

        2    nor the patent laws expressly permit forfeiture of a 

        3    patent because of the antitrust violation.  Title 35 

        4    only states what cannot be found misuse, not what is 

        5    misuse. 

        6            So, courts that created this judge-made doctrine 

        7    can surely uncreate it.  Why should a private party be 

        8    entitled to relief not available to the government if it 

        9    proves an antitrust violation?  On the other hand, the 

       10    statement in Morton Salt that the "public policy which 

       11    includes invention within the granted monopoly excludes 

       12    from it all that is not embraced in the invention" has 

       13    considerable staying power, allowing licensing 

       14    stratagems which expand the patent owner's right to 

       15    exclude beyond its proper scope, whether in terms of 

       16    substantive coverage, duration, geographic coverage, or 

       17    level of distribution could be thought to distort what 

       18    is a carefully balanced patent system. 

       19            On balance, I would support continuation of the 

       20    doctrine if properly limited, but the issue is close, 

       21    and others may reasonably differ. 

       22            Before closing, I would like to address one more 

       23    point.  Does activity within 35 U.S.C., section 

       24    271(d)(4) and (5) enjoy protection from a finding of 

       25    antitrust violation?  In a law review article reviewing 
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        1    the legislative history of 271(d), which consisted of 

        2    hearings in 1948, 1949 and 1951, I conclude that it 

        3    clearly does.  That article is entitled, "Is Activity 

        4    within the Subsections of 35 U.S.C. Section 271(d) 

        5    Protected from a Finding of Antitrust Violation," that 

        6    appeared in the April 1992 issue of the Journal of the 

        7    Patent & Trademark Office Society. 

        8            Unless "illegal extension of the patent right" 

        9    in 271(d) means no more than misuse as also used in 

       10    271(d), which would make it redundant, not a favored 

       11    tenant of statutory construction, the text of 271(d) 

       12    also requires that conclusion. 

       13            Since the late Judge Giles Rich was the 

       14    architect of 271(d), and the dominant player in the 

       15    hearings, I took the liberty of writing to ask whether 

       16    he thought I had reached a sound conclusion.  His 

       17    response was that "you seem to have correctly 

       18    interpreted the hearings on the contributory revision 

       19    bills."  My article is attached as appendix C to the 

       20    statement, my letter to Judge Rich as appendix C-1, and 

       21    his response as appendix C-2. 

       22            I shall, of course, be pleased to answer any 

       23    questions during the roundtable portion of these 

       24    hearings, and I thank you all very much. 

       25            MS. GREENE:  Thank you very much for that 
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        1    presentation.  Excellent presentation, and I just want 

        2    to add, as a housekeeping note, that we have a few extra 

        3    copies of your presentation that are on the back table 

        4    that you were kind enough to bring.  More importantly, 

        5    we're going to have everybody's presentations in total 

        6    up on the web very shortly.  We'll have their slide 

        7    presentations up, any articles that they submit, the 

        8    papers to which Roxanne referred, all of those things 

        9    will begin being posted today after the hearings, and as 

       10    they come in to us. 

       11            Are there any responses either to Bob's 

       12    interpretation of patent misuse and its evolution?  I 

       13    also want to put back on the table, because I would like 

       14    to continue the discussion that we had before the 

       15    presentation about jurisdiction, the issue of the FTC's 

       16    administrative actions being appealed. 

       17            Charlie said that question can "abide" for a 

       18    while, I think was your word. 

       19            MR. BAKER:  Gordon seems to have studied it more 

       20    than I have.

       21            MS. GREENE:  I know, so I am curious for both of 

       22    your impressions, and also to bring in Bob's 

       23    presentation. 

       24            MR. GORDON:  Well, I guess --

       25            MS. GREENE:  What are your preliminary thoughts?  
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        1    How is that for putting you on the spot? 

        2            MR. GORDON:  15 U.S.C. 45(c), which is the 

        3    statutory provision that provides for appeals of FTC 

        4    orders, speaks in terms really of geography.  This isn't 

        5    surprising, because it was written before the Federal 

        6    Circuit was created.  Many have argued that if you look 

        7    at the text of that, for that reason, FTC orders ought 

        8    not to be properly appealed to the Federal Circuit. 

        9            I have heard it argued -- without adopting the 

       10    argument, or disavowing the argument at the moment -- 

       11    that one should look at the geographic coverage of the 

       12    Federal Circuit to be nation-wide.  Therefore, in terms 

       13    of applying 45(c), and looking to where the allegedly 

       14    offending practice had an effect, or where the business, 

       15    or where the respondent does business, one should 

       16    consider the Federal Circuit to encompass the entire 

       17    United States. 

       18            So, that's the argument I have heard, although I 

       19    have also heard very strong arguments to the contrary.  

       20    Forty-five U.S.C. was meant and intended to allow for 

       21    appeals of the commission or as to the appropriate 

       22    regional circuits, and not to the Federal Circuit, and 

       23    45 U.S.C. -- 45(c), rather, was not amended on the 

       24    creation of the Federal Circuit, and so therefore 

       25    shouldn't be read to allow for jurisdiction in the 
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        1    Federal Circuit. 

        2            MR. HOERNER:  I might raise one question about 

        3    my own presentation.  In 35 U.S.C., section 271(d), 

        4    includes as one of the things that you can do and not be 

        5    accused -- not be found guilty of misuse or illegal 

        6    extension of the patent right, (4), refuse to license or 

        7    use any of the rights of the patent. 

        8            I would be interested to know what the feelings 

        9    of the group are on whether that means simply a naked 

       10    refusal to license, period, or whether it can include a 

       11    refusal to license on conditions:  I refuse to license 

       12    you unless you agree to fix prices with me.  I refuse to 

       13    license you unless you agree not to send your licensed 

       14    product to Brazil, where I have no patents.  I refuse to 

       15    permit license unless you pay me royalties for 30 years. 

       16            If it means more than just a flat refusal to 

       17    license, it seems that it would swallow up all of misuse 

       18    law and a large part of antitrust law.  I wonder if any 

       19    of you have thought of that question and have a view on 

       20    it. 

       21            MS. GREENE:  I know, Bob, your tent is already 

       22    up, so why don't you either respond to that or make your 

       23    prior --

       24            MR. TAYLOR:  It's difficult to respond to that, 

       25    because it is one of those many open questions that one 
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        1    finds in trying to apply section 271 to the real world. 

        2            I actually wanted to put a question to Bob.  You 

        3    mentioned that the misuse cases have really sort of come 

        4    to an end largely as a practical matter.  Perhaps one of 

        5    the explanations for it, and I would like your views on 

        6    this, is that in 1988, when Congress inserted (d)(4) and 

        7    (d)(5) into title 271, and implemented a market power 

        8    screen, which was more or less contemporaneous with the 

        9    evolution of market power screens generally in antitrust 

       10    law, typical being the Northwest Stationers case, didn't 

       11    that as a practical matter really spell the end of most 

       12    of the conduct that made its way into the judicial 

       13    system as a misuse claim? 

       14            MR. HOERNER:  Well, I would say it certainly did 

       15    as to subsection 5, which dealt with tying and has the 

       16    market power screen in it.  There is no market power 

       17    screen in 4, which I just adverted to, and almost all of 

       18    the misuse cases don't address the question of market 

       19    power or relevant market at all.  That's one of the 

       20    criticisms, or objections to the misuse doctrine, that 

       21    it sort of hangs there in the area without being tied to 

       22    the reality of the case, and doesn't require market 

       23    power. 

       24            In Morton Salt, there was no suggestion that 

       25    Morton Salt had market power in the machines for canning 
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        1    vegetables that dropped salt tablets in them.  You just 

        2    don't know.  I don't know.  I think most of the cases 

        3    don't address that question.  So, I would not say that 

        4    it did. 

        5            I would say this:  There is a case out in 

        6    California where a federal judge said that, well, we 

        7    don't think that these 4 and 5 apply here because the 

        8    Congress originally tried to say, in general, that a 

        9    patent doesn't convey market power, and it refused to 

       10    pass that.  But the issue there is what did 271(d), 

       11    which was passed in 1952, mean as to whether it covered 

       12    antitrust violations as well as misuse?  I think it's 

       13    very clear you have to look at the opening language of 

       14    271(d) to determine whether all of the subsections give 

       15    you protection against a finding of an antitrust 

       16    violation and not just a finding of misuse. 

       17            MS. GREENE:  Jim? 

       18            MR. KOBAK:  I just have a couple of comments.  

       19    First of all, if you really want to get to the origins 

       20    of misuse, there's this long dissenting opinion by the 

       21    first Justice White in Henry v. A. B. Dick back in 1917.  

       22    I am very proud of myself because I just went back and 

       23    read it and looked it up and so forth.  It is very 

       24    interesting, and it does develop, and there was kind of 

       25    an alternate strain to explain the misuse doctrine, 
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        1    which really has nothing to do with antitrust.  But it 

        2    was based on the theory that a patent gives you very 

        3    limited claims -- you go in and somebody makes an 

        4    examination, and then if you come along and insist on 

        5    license terms that go along with maybe including things 

        6    that they had to give up in the examination process, 

        7    it's kind of a distortion of the system to allow that. 

        8            That's really something that's not 

        9    antitrust-based, and I don't think one should completely 

       10    lose sight of that background, whether or not one agrees 

       11    with it or not. 

       12            On the 271(d) question, particularly the last 

       13    question about whether refusal to license would also 

       14    embrace all kinds of restrictions on that right, I think 

       15    that it's pretty clear, as I recall the legislative 

       16    history, that there was a whole laundry list of 

       17    restrictions that were part of the bill that were 

       18    supposed to all be -- were all going to be said not to 

       19    be misuse or not to be misuse without a showing of 

       20    market power.  They all got dropped out of the bill 

       21    except tying.  So, that to me means that the only kind 

       22    of restriction Congress really meant to exempt was 

       23    tying. 

       24            The final point that I would make is that I 

       25    think we would all agree that rightly or wrongly misuse 
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        1    has largely dried up in the patent context, but one 

        2    place where it's really booming, so to speak, is in 

        3    copyright litigation.  There are a lot of cases now that 

        4    are starting to say if you're using this in an 

        5    anticompetitive way or in a way that seems to be 

        6    contrary to the goal of stimulating new expression, even 

        7    though we can't find something is in the antitrust 

        8    situation because it's not market power, it can be a 

        9    copyright misuse. 

       10            So, in some ways I would think if you wanted to 

       11    focus on anything, it might actually be more interesting 

       12    as the patent doctrine development is, the place where 

       13    it might actually have more future significance is 

       14    probably its use in the copyright context where the 

       15    courts are just now starting to grapple with it.  Some 

       16    of them are, I think, taking a very, very broad view of 

       17    how the misuse doctrine should be applied. 

       18            MS. MICHEL:  To get off that track just for a 

       19    second and then come back to it and back to the question 

       20    of Federal Circuit jurisdiction over decisions of the 

       21    FTC.  Does anyone have any suggestion of where in the 

       22    Federal Circuit's jurisdictional statute you might find 

       23    support for Federal Circuit jurisdiction over FTC 

       24    decisions? 

       25            (No response.)

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                        92

        1            MS. MICHEL:  No takers, okay. 

        2            MR. GORDON:  Excuse me, I'm not sure if you look 

        3    at the statute itself, there is any specific reference 

        4    to jurisdiction over FTC orders.  The thing of it is 

        5    that there's no mention in, I guess, 1291 or 1292 either 

        6    in terms of the jurisdiction of the regional circuits to 

        7    jurisdiction over FTC orders.  That's why I come back to 

        8    15 U.S.C. 45(c), that's really, I think, the authority 

        9    with respect to the effect of statutory jurisdiction 

       10    over FTC orders.  

       11            MS. MICHEL:  But in the sense of the Federal 

       12    Circuit as being a court of limited and specific 

       13    jurisdiction, do you have any opinion on whether or not 

       14    it would be necessary to find a source of Federal 

       15    Circuit jurisdiction in its own statute before the court 

       16    could exercise that jurisdiction? 

       17            MR. HOERNER:  I would think so. 

       18            MR. WEIL:  Let me throw the question back to 

       19    somebody who could help me as a complete neophyte in 

       20    that licensing situation.  What has been the experience 

       21    so far?  Has anyone tried to take appeals to the Federal 

       22    Circuit from the Commission? 

       23            MS. GREENE:  Any thoughts? 

       24            MS. MICHEL:  Or does anyone recall the situation 

       25    following the Commission -- it was not a Commission 
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        1    decision, but ALJ decision following the VISX/Summit 

        2    case?  I don't remember exactly the situation, but were 

        3    there any lobbying efforts on this issue, specifically? 

        4            (No response.)

        5            MS. GREENE:  Okay.  Howard, would you like to 

        6    say something? 

        7            MR. MORSE:  No.  I'm not a participant.  I'm in 

        8    the audience today. 

        9            MS. GREENE:  I know, but you're close enough to 

       10    the group. 

       11            One of the points that George brought up in his 

       12    presentation was "arising under" jurisdiction, and he 

       13    talked about the second prong of the Christianson test 

       14    over right to relief must depend on the resolution of a 

       15    substantial question of patent law.  I'm curious if 

       16    anybody has any interesting hypotheticals or examples 

       17    where answering that question would be more challenging 

       18    or where the answer would be less clear?

       19            MR. GORDON:  Well, I think one example is 

       20    brought up by the cases involving allegedly unlawful 

       21    patent settlements.  One of the issues that's been 

       22    litigated in those cases is the question of:  Whether or 

       23    not, to prevail, the plaintiff must show that the 

       24    alleged infringer could have entered earlier but for the 

       25    settlement, and in doing so, must prove that the alleged 
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        1    infringer would have prevailed at trial.  This obviously 

        2    would raise questions of the validity of infringement, 

        3    enforceability, et cetera. 

        4            This has actually been litigated and has come up 

        5    in the context of cases that have been filed in the 

        6    Cipro litigation in state court, and then the defendants 

        7    had it removed the Federal Court on the theory that the 

        8    plaintiff's right to relief requires resolution of the 

        9    patent claims for the reasons I had mentioned earlier.  

       10    Most of the courts concerned and most of the Federal 

       11    Courts concerned have sent the cases back to state 

       12    court.  However at least one court has, because of the 

       13    way the case was pled in the Cooney v. Barr Labs case, 

       14    accepted Federal Court jurisdiction over the claim. 

       15            So, I think in terms of the cases that are out 

       16    there, now that I'm aware of, anyway, that those are 

       17    really the cases that present, I think, the most 

       18    interesting question that are kind of in a gray area 

       19    with respect to jurisdiction.  As opposed to the sham 

       20    litigation and Walker Process claims, in which I think 

       21    the question is a little easier. 

       22            MS. GREENE:  Matt? 

       23            MR. WEIL:  I litigated a case that settled 

       24    before it got to trial, an attorney malpractice case, in 

       25    which the case would have turned on very interesting 
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        1    questions of patent law, and we could not figure out a 

        2    way on God's green Earth to get it in front of the 

        3    Federal Circuit.  At that time, at least, there was no 

        4    precedent that we could point to that would have -- even 

        5    though we were in the district court on diversity, would 

        6    have gotten us there. 

        7            So, I think there are other cases where the 

        8    rubric is either state law or jurisdiction completely 

        9    alien to the patent law, but that patent law is really 

       10    embedded in it.  Those cases don't seem to make their 

       11    way to the Federal Circuit. 

       12            MS. GREENE:  Cecil? 

       13            MR. QUILLEN:  From my prior life, it was not at 

       14    all unusual for a breach of a patent license lawsuit to 

       15    be brought in state court, and for the defense to be 

       16    that the patents you were seeking to enforce are 

       17    invalid.  So, if you were not in a position to remove, 

       18    you were parked in state court and the state court the 

       19    case was tried in and was going to have to resolve 

       20    issues of validity and infringement. 

       21            So, patent issues have been in a lot of 

       22    different courts through the years. 

       23            MR. TAYLOR:  Which actually prompts a question 

       24    that I would have for George, why would you treat the 

       25    settlement situation any differently than the patent 
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        1    license cases that Cecil was talking about?  It's 

        2    basically the same issue.  You have to resolve questions 

        3    of patent validity and patent infringement regularly in 

        4    connection with contract disputes over licenses, and 

        5    those are never federal questions, and then the Federal 

        6    Circuit has actually declined jurisdiction in some of 

        7    those cases. 

        8            MR. GORDON:  Well, that is true.  I think 

        9    there's actually some fairly recent case law where the 

       10    Federal Circuit has suggested that actually it may have 

       11    jurisdiction over breach of license agreement cases.  In 

       12    the U.S. Valves -- I think is the name of the company, 

       13    it's cited in the task force report -- where the case 

       14    was transferred to the Federal Circuit by the regional 

       15    circuit, and although the Federal Circuit was bound 

       16    under Christianson to accept that transfer, it did 

       17    mention in passing that it thought that it actually 

       18    should have jurisdiction over the case.  So, I think the 

       19    Federal Circuit is maybe evolving on the question of 

       20    breach of license agreements. 

       21            The theory on the settlement agreement cases, 

       22    the theory that the courts have grabbed onto that have 

       23    sent the cases back to state court is basically that 

       24    there is, at least in theory, an alternative basis for 

       25    relief in those cases without resolving the patent 
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        1    infringement issues:  The plaintiffs can show that, 

        2    perhaps, the parties could have -- the infringer could 

        3    have entered earlier because the parties would have 

        4    entered into some less restrictive licensing arrangement 

        5    or, perhaps, the alleged infringer would have entered 

        6    even with the pendency of the infringement litigation. 

        7            So, there would have been earlier entry, even if 

        8    the infringer hadn't won the infringement litigation.  

        9    So, they found other ways around the issue, which might 

       10    not be applicable to the license agreement, or in 

       11    license agreement cases. 

       12            MS. MICHEL:  A lot of the commentary we received 

       13    recently about Federal Circuit jurisdiction in the 

       14    antitrust area made statements along the lines of the 

       15    expanding jurisdiction and expansion of Federal Circuit 

       16    jurisdiction.  I'm hoping that we can impact that 

       17    statement a little bit and get a handle on what we mean. 

       18            Is there a sense out there that the 

       19    jurisdictional analysis has changed somewhat?  Or is 

       20    what's going on is we're seeing just more and different 

       21    kinds of cases and wrestling with them and realizing 

       22    that the statute sends more cases to the Federal Circuit 

       23    than maybe it did or did not contemplate? 

       24            MR. KOBAK:  I'll take a stab.  I think in the 

       25    Nobelpharma case, the Federal Circuit had this Walker 
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        1    Process sham litigation question, and at that time it 

        2    was looking to regional circuit law.  It had to look for 

        3    Ninth Circuit law on what fraud was and it ended up 

        4    saying:  Gee, the Ninth Circuit has this rule that an 

        5    omission isn't fraud, but an affirmative statement is, 

        6    which didn't seem to make a lot of sense, given the 

        7    policies and the facts involved. 

        8            So, when it took the case en banc and applied 

        9    its own choice of law, it didn't have to follow that 

       10    distinction and probably made a more sensible decision.  

       11    I kind of think that around that time it began to see 

       12    similar issues, for instance in the state law context, 

       13    where again there would be questions of if this guy is 

       14    making a statement that's actionable, it has to be 

       15    because he's saying the patent's enforceable and it's 

       16    not enforceable or infringed when it's not infringed, 

       17    and there's no way that anybody can decide that unless 

       18    they apply patent law. 

       19            So, therefore, there's a whole world of cases 

       20    that we ought to be getting.  I think from that, they've 

       21    even gone on and found procedural issues that are 

       22    related with those substantive issues, so they've 

       23    sometimes applied their law to those as well. 

       24            So, I think there has been an expansion.  I 

       25    think a lot of it has been dictated by questions of 
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        1    patent law that maybe, originally, you wouldn't perceive 

        2    as necessarily being implicated in these cases, but over 

        3    time you realize that it is.  On real patent-related 

        4    questions, it maybe makes more sense for the Federal 

        5    Circuit to apply its law rather than having to look at a 

        6    circuit where there's no law on point or it's very 

        7    sparse or it doesn't really seem to answer the question.  

        8    So, I think that's how it evolved, and that's my 

        9    personal view.  

       10            MS. DREYFUSS:  Was your question about choice or 

       11    really about jurisdiction? 

       12            MS. MICHEL:  The statements you read tend to be 

       13    more about jurisdiction, but I think Jim raises an 

       14    excellent point that when people make those statements, 

       15    they may be also thinking about choice of law. 

       16            MS. DREYFUSS:  My question is whether they're 

       17    intertwined.  I mean given that the Federal Circuit now 

       18    does do choice of law more, are people sort of shopping 

       19    for the Federal Circuit?  I think that's sort of one of 

       20    the worrisome questions is whether knowing that the 

       21    Federal Circuit will apply its own law rather than 

       22    regional law are people actively trying to frame their 

       23    cases so that they get to the Federal Circuit and is 

       24    that why we're seeing more an expansion of the 

       25    jurisdiction. 
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        1            MS. GREENE:  George?  Excellent question. 

        2            MR. GORDON:  Jim, if you have a specific 

        3    response. 

        4            MR. KOBAK:  I suspect that's the case, but I 

        5    can't prove it. 

        6            MS. DREYFUSS:  It's implicit in what you said, 

        7    but I just wanted to make sure I understood it. 

        8            MR. GORDON:  With respect to the question of 

        9    whether the jurisdiction's been expanding.  My sense is 

       10    that it's not expanding in the sense that the court is 

       11    changing its law on jurisdiction, with the single 

       12    exception of I think of the jurisdiction over breach of 

       13    contract cases in which there may be a change.  As Bob 

       14    mentioned, there was plenty of case law in the past 

       15    where the court has suggested that it does not have 

       16    jurisdiction over those cases, and that may be changing.  

       17    But I think what might be meant by standing is it's 

       18    simply expanding in the sense that new situations are 

       19    arising in which the court is asserting jurisdiction so 

       20    that boundaries are expanding, although not necessarily 

       21    because the court's changing its previous precedent. 

       22            MR. TAYLOR:  I think largely I agree with what 

       23    Jim just said, but there's an additional wrinkle here.  

       24    The Federal Circuit did, some long time ago, for a 

       25    period of years ago, start taking these counterclaim 
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        1    cases where the counterclaim was set under section 1338 

        2    in the district court, and that has ended with Vornado. 

        3            So, at least some of the concerns that I've seen 

        4    written and expressed about expanded jurisdiction may go 

        5    by the boards with the Vornado ruling, but in addition 

        6    the Federal Circuit.  The jurisdiction of the court 

        7    itself has really not been changed, and the Federal 

        8    Circuit has been the primary court in defining its own 

        9    jurisdiction.  But fortunately, the regional circuits 

       10    have recognized that it doesn't make a lot of sense to 

       11    have 12 different courts trying to articulate rules for 

       12    establishing the jurisdiction of what is the Federal 

       13    Circuit.  But I think their jurisdiction is fairly 

       14    stable. 

       15            MS. GREENE:  Thank you.  Are there any last 

       16    comments?  We have a minute or two left before we break 

       17    for lunch, and in particular if anybody has additional 

       18    comments on the Holmes case.  We've heard various 

       19    perspectives on it, including practical questions of 

       20    what will be the ultimate impact of the case in terms of 

       21    sheer numbers?  We've had folks raise the question of 

       22    you have had circuits in which there has been a sort of 

       23    paucity of certain issues because they've gone to the 

       24    Federal Circuit, are they now going to go back out to 

       25    the regional circuits?  How will those circuits deal 
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        1    with the issues? 

        2            Bob? 

        3            MR. HOERNER:  I would comment only that I think 

        4    the case raises Justice Scalia's well-recognized 

        5    tendency to look at the words used and not try to worry 

        6    about anything else, what the purpose of the Federal 

        7    Circuit is, and he said arising under means arising 

        8    under and we have to scrutinize arising under and, by 

        9    God, arising under means arising under.  And that was 

       10    the end of it.  I think that illustrates better than any 

       11    case that I know of this tendency of Justice Scalia to 

       12    look at the words and take the words at face value. 

       13            MS. GREENE:  I don't know, maybe that will 

       14    result in a revisiting of the legislation.  In any 

       15    event, thank you all very much.  We are now out of time 

       16    and starting again at 2:00 p.m. promptly, at which time 

       17    we will be joined by Judge Ellis, who will be opening up 

       18    the session by giving us some remarks.  Thank you all 

       19    very much, see you at 2:00. 

       20            (Whereupon, at 12:30 p.m., a lunch recess was 

       21    taken.)

       22    

       23    

       24    

       25    
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        1                   AFTERNOON SESSION

        2                                (2:00 p.m.)

        3            MR. KOVACIC:  I'm Bill Kovacic and I'm the 

        4    General Counsel of the Federal Trade Commission.  On 

        5    behalf of the Department of Justice Antitrust Division 

        6    and the Commission, I want to welcome you back to the 

        7    resumption of the hearings this afternoon.  We're not 

        8    only extraordinarily grateful to all of our participants 

        9    for the magnificent contributions they've made to this 

       10    undertaking since we began it early this year, but 

       11    especially grateful to the panelists who graced our 

       12    building yesterday and indeed today. 

       13            This afternoon, I have the special pleasure of 

       14    introducing the remarks of Judge Ellis.  In the 15 years 

       15    in which I've taught in law schools in the Washington 

       16    area, I've come to know of Judge Ellis' work by, among 

       17    other sources, the fact that his has become one of the 

       18    most coveted clerkships in the Federal Courts in the 

       19    United States, and extraordinarily so among graduates of 

       20    law schools in this area. 

       21            It is a remarkable achievement in the eyes of 

       22    our students and certainly in the eyes of the practicing 

       23    community to be able to say that you are an Ellis clerk.  

       24    From the beginning of my time in teaching, which 

       25    coincided roughly with his ascent to the federal bench 
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        1    15 years ago to the present, I've been struck in talking 

        2    to students and practitioners in the area to get a sense 

        3    that his is truly a special presence in the Federal 

        4    Courts. 

        5            Among his other achievements, in addition to his 

        6    routine work on the court, he has become one of the most 

        7    influential and thoughtful scholars dealing with the 

        8    operation of the patent system and its administration.  

        9    He has published extensively in the field, indeed in a 

       10    way that makes those of us who are academics full-time a 

       11    bit ashamed of lack of productivity.  Indeed, not only 

       12    has he done a great deal of work in the area, he has 

       13    been called upon in a great number of instances to 

       14    testify on issues in association with the intellectual 

       15    property issue, among recent examples his testimony to 

       16    the National Academies Conference on the operation of 

       17    the patent system in which he examined the 

       18    administration of the patent system and the operation of 

       19    the Federal Circuit. 

       20            It's obvious from these reasons why we are so 

       21    delighted to have him here today to share his thoughts 

       22    with us.  Simply a bit of further background, before 

       23    coming to the bench, he was a partner at Hunton & 

       24    Williams, and had served in the U.S. Navy as a Naval 

       25    aviator, and dealing with these issues is certainly like 
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        1    landing an airplane on an aircraft carrier at night, we 

        2    haven't quite brought it onto the deck, but we hope to 

        3    do so in one full piece for our future take-off as well. 

        4            Judge Ellis earned a bachelor's degree in 

        5    engineering at Princeton University, as you know, 

        6    certainly not for this audience, we have many who have 

        7    concurred this, but for those of us who spent most of 

        8    their life running away from mathematics and the 

        9    sciences, those of us who are lawyers are greatly 

       10    impressed with Judge Ellis and others who have concurred 

       11    that apprehension. 

       12            You are aware that there is a modern thriller 

       13    now in the movies about how lawyers threatened with 

       14    mathematics and other elements of the sciences are 

       15    driven to dismay, the title of the thriller is:  The 

       16    Fear of All Sums.  For those of us who have been 

       17    frightened of the technical skills again, greatly 

       18    impressed with those who have mastered both of the 

       19    disciplines. 

       20            Judge Ellis also received his law degree from 

       21    Harvard and a diploma of law from Magdalen College at 

       22    Oxford University.  So, once again, we're enormously 

       23    grateful to Judge Ellis for sharing his thoughts with us 

       24    today.  Thank you. 

       25            (Applause.)
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        1            JUDGE ELLIS:  Thank you.  I thank the General 

        2    Counsel for such an extravagant introduction.  I'll say 

        3    just two things about it.  One is that in terms of 

        4    flying off aircraft carriers at night, our flights were 

        5    usually anywhere from an hour to three hours, depending 

        6    on in-flight refueling, so we describe those experiences 

        7    in terms that I hope you won't find apt to what I am 

        8    doing today, long periods of boredom interspersed with 

        9    moments of stark terror.  I hope there won't be any 

       10    moments of stark terror, but I can't promise you there 

       11    won't be boredom. 

       12            And while I was extravagantly described as a 

       13    scholar of the system, I'm not.  I wish I were and I 

       14    will continue to try to be; but the real scholars are 

       15    the folks that you've already had testify and will have 

       16    testifying. 

       17            I was reluctant to come today, because I was 

       18    unsure that I had much of significance to add.  I 

       19    continue to be unsure of it, but I'm going to plow ahead 

       20    anyway and I hope that, at least, what I say might 

       21    provoke some questions.  The major thesis that I have to 

       22    advance today is quite straightforward, and it's hardly 

       23    revolutionary, and I would suspect that most veteran 

       24    observers of the patent scene have come away with the 

       25    same impression. 
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        1            It is simply put that the escalating, 

        2    skyrocketing patent litigation costs, beginning in the  

        3    '70s and '80s and then into the '90s and continuing 

        4    today, have distorted the patent markets.  In essence, 

        5    it's my observation that -- and it's an observation that 

        6    I hope one day a real scholar will undertake to verify 

        7    empirically -- but it's my observation that escalating 

        8    costs associated with patent litigation of infringement 

        9    and validity issues discourage challenges to patents, 

       10    thereby equating the entry barriers for presumptively 

       11    valid but weak patents with the entry barriers typically 

       12    associated with strong or judicially tested patents. 

       13            Let me put some flesh on the bones of that.  In 

       14    essence, strong patents, of course, are a category that 

       15    I label as referring to those patents that have already 

       16    successfully passed judicial muster or, because of their 

       17    intrinsic strength, are clearly valid.  Using entry 

       18    barriers, the height of them as a metaphor -- generally 

       19    the height of an entry barrier may be said -- to be 

       20    equal to a royalty rate responsive to a number of market 

       21    factors, including, for example, the cost of product or 

       22    technology that competes with the patented product or 

       23    technology that is outside the scope of the patent. 

       24            One factor that isn't part of the analysis, or 

       25    part of the entry barrier equation for so-called strong 
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        1    or judicially tested patents is uncertainty over the 

        2    patent's validity.  Of course, this factor does play an 

        3    important role in the height of entry barriers for 

        4    patents that are only presumptively valid and haven't 

        5    run the litigation gauntlet or aren't inherently strong 

        6    because they're pioneer patents or the like. 

        7            So, these high litigation costs, as I see it, 

        8    deter potential competitors from entering the market and 

        9    challenging the patent.  And if they're high enough, in 

       10    a particular interest, that is litigation costs are high 

       11    enough in a particular interest -- instance, then the 

       12    entry barriers associated with these untested and only 

       13    presumptively valid patents may be raised at least to 

       14    the level of those associated with the category of 

       15    strong patents. 

       16            It is fair, I think, to ask whether this is bad, 

       17    and it's almost a rhetorical question.  The answer is 

       18    fairly clearly yes.  Inherent in our patent system is 

       19    that some patents will be improvidently granted.  That's 

       20    why we have a system for testing patents in litigation.  

       21    I'm not sure we ever contemplated how many would get 

       22    through.  Particularly protected by what I'm going to 

       23    come back to in a few moments, the presumption of 

       24    validity by statute, followed by the judicially created 

       25    clear and convincing test. 
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        1            In any event, the patent office's filter, I 

        2    think, for filtering out weak or unworthy patents seems 

        3    to me, and this is just an intuitive observation, it's 

        4    not a quantitative or a qualitative observation, and 

        5    it's something that needs to be empirically 

        6    investigated, but it seems to me that this filter is 

        7    becoming more porous, and there are some studies which 

        8    suggest that may be so. 

        9            Exacerbating the situation is what I think some 

       10    scholars would argue is the trivialization of the 

       11    unobviousness requirement, and the increasing 

       12    significance, for example, of the external factors to 

       13    support unobviousness, such as commercial success and so 

       14    forth. 

       15            There is some good bit of scholarly work on 

       16    this, I think Professor Lemley has done some excellent 

       17    empirical work, Professor Thomas is beginning some, and 

       18    I think Professor Merges once did some as well.  But in 

       19    any event, the bottom line is that it's too common to 

       20    dispute that a frequent scenario is a potential 

       21    competitor faced with an infringement suit and having a 

       22    fairly good position on validity, and indeed maybe even 

       23    infringement, but the costs of litigation are such that 

       24    the punitive infringer is unwilling to undertake that 

       25    expense, and then the result is the risk that invalid 
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        1    patents will pollute the market. 

        2            Now, whether that's, in fact, occurring or not, 

        3    I say is an empirical question.  I believe that it is, 

        4    and if it is, that's a pernicious effect of the high 

        5    cost of patent litigation.  Because the patent system, 

        6    it seems to me, contemplates not only that litigation 

        7    will eliminate improvidently issued patents, but also 

        8    that competitors would not be artificially discouraged 

        9    from marketing a product or using a process that is as 

       10    close to the border to the patent scope as technology 

       11    and law permit.  High litigation costs are just such an 

       12    artificial disincentive, I think, and such costs have 

       13    the essential effect of improperly expanding a patent's 

       14    boundaries. 

       15            Now, as I said, these are my intuitive views, 

       16    based on some years of experience in patent cases, but 

       17    it really is something that needs to be empirically 

       18    investigated.  I'm not even sure how it would be done, 

       19    but I think that people like Professor Lemley and Thomas 

       20    and others who are now getting into more and more 

       21    empirical work will -- are worthy, certainly, of 

       22    attempting this difficult problem. 

       23            But assuming for a moment that I'm correct, it's 

       24    worth asking what we can do about it.  In a small way, 

       25    the Eastern District of Virginia helps, I think, by 
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        1    using an expedited docket, for all cases, patent cases 

        2    are no exception.  Everything goes from birth to death 

        3    in six to seven months, regardless of nature or 

        4    dimension.  There may even be, as I look around here, 

        5    and see the various substantial degree of experienced 

        6    lawyers, I think we have the means of the bar here and I 

        7    would expect that some of you have had the experience of 

        8    a patent case in the Eastern District of Virginia, and 

        9    it does end relatively quickly. 

       10            That means that the costs won't be great, as 

       11    great as they might otherwise be.  Because as we all 

       12    know, if you take identical case and you try it in six 

       13    months, and try it in two years, it will cost you much, 

       14    much more to litigate the one that's tried in two years 

       15    than the twin that's tried in six to eight months.  Work 

       16    expands to fill time allotted, and lawyers bill on the 

       17    basis of hours devoted to the case.  You don't need to 

       18    empirically verify that, I would be willing to bet large 

       19    sums of money on that.  Indeed I've verified it 

       20    empirically, because I was a trial lawyer, and I did it. 

       21            So, I think expedited dockets are a good thing.  

       22    The big expense in docket litigation is discovery.  I 

       23    liken discovery, generally, and certainly in many patent 

       24    cases, to a black hole.  It is something into which 

       25    endless resources can be thrown and it gives off no 
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        1    light.  You get very little bang for your buck in 

        2    discovery. 

        3            I think one of the extreme cases was a case in 

        4    which I participated in the mid-'70s, a patent antitrust 

        5    case.  We took the deposition of several executives of 

        6    one of the major companies, which happened to be a 

        7    European company, and as it happened, these particular 

        8    executives just happened to be on the French Riviera.  

        9    So, we were there for nine weeks deposing these three 

       10    individuals.  I think you can draw your own conclusions, 

       11    but I certainly thought it was a good idea then.  On 

       12    reflection, perhaps not, but in any event, discovery is 

       13    one of the major problems in all litigation, not just 

       14    patent litigation. 

       15            Another problem that has been, I think, lessened 

       16    a good bit is the presence of juries.  Markman, of 

       17    course, was a watershed event in patent litigation.  

       18    Prior to Markman, of course, most patent cases could be 

       19    summarily described as the inventor and a couple of 

       20    experts and some other people testifying about their 

       21    opinion as to what the patent covered and whether or not 

       22    it was unobvious, and the two experts generally would 

       23    square off. 

       24            Judges never had, even though they -- judges 

       25    typically were heard to say they disliked patent cases, 
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        1    they never really had to engage the technology, because 

        2    all they had to do is put on competing experts.  So it 

        3    was a very different environment before Markman.  After 

        4    Markman, where judges, of course, must engage the 

        5    technology, and judges themselves must decide the 

        6    boundaries of the claims, the meaning of the claim and 

        7    therefore the boundaries of what the monopoly is granted 

        8    for, that takes some uncertainty out of it, and that's 

        9    reduced some patent litigation costs, and it's taken an 

       10    issue away from the jury that I think was appropriate to 

       11    do. 

       12            Markman has had an enormous effect on patent 

       13    litigation, and that's another fact that could be 

       14    empirically studied with some profit.  But I'm about as 

       15    big a fan of juries as you will find.  I always 

       16    preferred a jury trial.  It was not even permitted in my 

       17    old firm to ever give up a jury.  That was considered 

       18    heresy.  You never waived a jury. 

       19            I remember one of the exceptions to that was an 

       20    occasional patent case, but juries were sparingly used 

       21    in the '70s.  Not that frequently in patent cases.  In 

       22    the '60s, when I first saw patent cases, they were 

       23    rarely, if ever, used.  Fewer than 10 percent of all 

       24    patent cases, I'm sure the figures are in Schwartz's 

       25    book, and I believe there are roughly fewer than ten or 
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        1    less than 10 percent of the patent cases were tried to a 

        2    jury in the '60s or '70s, and at some point in the '70s 

        3    it grew and in the '80s it grew, and at this point I 

        4    would be willing to say that it's between 85 and 95 

        5    percent are to a jury. 

        6            Now, I'm satisfied that juries do a wonderful 

        7    job in all cases, including patent cases.  But there is 

        8    a category of patent cases that is I think beyond what 

        9    juries want to engage, typical juries. 

       10            As an example, I had a case some years ago, I 

       11    don't know whether any of the lawyers who are here were 

       12    in it, but it was a case involving two very large 

       13    companies involving 24 patents for transistor circuitry.  

       14    The thought that I would have a jury for two weeks or 

       15    three weeks, we don't have cases that last longer than 

       16    that, but that's a pretty long case in the Eastern 

       17    District, but nobody could pay attention.  No average 

       18    juror would pay attention to transistor circuitry 

       19    testimony for two or three weeks. 

       20            And so there is a category of patent cases that 

       21    really aren't suitable for juries.  The biggest problem 

       22    with a jury in my view is not that this little category 

       23    of cases.  For most cases, juries do it and do it very 

       24    well.  The biggest problem you have is, of course, the 

       25    globalization.  It's hard to harmonize our system with 
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        1    other systems in the face of a jury.  The jury really 

        2    adds a factor that is a real problem for lots of other 

        3    countries when they are trying to -- I mean it's easy to 

        4    change things like first to file or first to invent, 

        5    those sorts of things aren't difficult, and they're not 

        6    world class issues.  It can be done. 

        7            The jury would be a difficult issue, but it 

        8    could be done pretty easily, by simply withdrawing 

        9    jurisdiction for patent cases from Federal Courts and do 

       10    it all administratively.  That could be done.  It's done 

       11    that way in other countries.  I'm not suggesting that 

       12    I'm in favor of something like that, but I am suggesting 

       13    that what I see in the future is a real issue arising 

       14    about what is to be done with a jury in the American 

       15    system so that it can be harmonized to systems as our 

       16    patent system becomes global. 

       17            There is one other issue that I want to raise 

       18    that distorts patent markets, and it, too, arises 

       19    because of the costs of litigation.  That is 

       20    settlements, and the risk that settlements may violate 

       21    the antitrust laws.  This is an issue that also needs 

       22    empirical investigation and empirical study. 

       23            It is frequently the case in patent 

       24    litigation -- let me strike frequently, because that 

       25    assumes I've done the empirical work.  It's my 
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        1    experience in many patent cases that there will be a 

        2    strong argument, one side thinks, on validity.  Yet they 

        3    will ultimately settle and take a license.  Sometimes 

        4    such an agreement would violate the antitrust laws, 

        5    because if you agree with somebody to exploit a patent 

        6    that you have every reason to believe is invalid, I 

        7    mean, we could hypothesize all sorts of situations.  You 

        8    do have an antitrust situation.  I always caution 

        9    lawyers settling cases that they need to look at that, 

       10    and then I always make clear, you also need to think 

       11    carefully about whether you show the court the 

       12    settlement.  That's not required.  Parties can settle 

       13    cases on any basis they want to and merely ask the court 

       14    to dismiss the matter as settled, agreed, with 

       15    prejudice, and it's gone. 

       16            So, I point out the hazards, talk to them about 

       17    it, and then say, there may be some reasons why and some 

       18    circumstances it might be worth your having the court 

       19    participate in some way, and my experience is that that 

       20    has never occurred.  They don't want the court to see 

       21    the agreement.  This is because many of these are 

       22    probably close questions. 

       23            Indeed, the case that I told you about that 

       24    involved the depositions on the French Riviera was a 

       25    case that resulted from a settlement agreement growing 
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        1    out of patent litigation and a worldwide agreement on 

        2    using each other's patents.  That agreement was ginned 

        3    up by two of the finest law firms in the country, and 

        4    then it gave rise to a litigation that lasted for a 

        5    while.  So that's an example of settlements that can 

        6    violate the antitrust laws and thereby disrupt or 

        7    distort patent markets. 

        8            Now, finally, I want to raise another issue on 

        9    this distortion of patent markets, and that is the 

       10    presumption of validity, which as you all know is 

       11    statutory.  And it's judicial manifestation is the clear 

       12    and convincing burden.  For good or ill, what has 

       13    evolved in patent litigation is a standard technique 

       14    used by patentees when they try patent cases to take 

       15    advantage of this.  They will have the Patent & 

       16    Trademark Office prepare a nice blue ribbon to tie 

       17    around the certified copy of the patent and they will 

       18    ask for an instruction, not just on clear and 

       19    convincing, but they typically ask for an instruction 

       20    that there's a presumption of validity.  I have some 

       21    doubts about whether such an instruction is appropriate, 

       22    other than just clear and convincing.  But, in any 

       23    event, it's frequently done.  It happens all the time.  

       24    If you'll read Federal Circuit cases, there's not a peep 

       25    about that sort of thing. 
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        1            There is, in my view, some in coherence in the 

        2    presumption of validity clear and convincing scheme.  

        3    Let me see if I can describe it to you.  There are some 

        4    of you here that know more about this than I, and 

        5    perhaps you can put some flesh on these bones.  But as I 

        6    understand it, in a prior art rejection in the Patent 

        7    Office, examiners identify and disclose to the applicant 

        8    the legal reasoning that a claim's subject matter fails 

        9    to satisfy either the novelty or the nonobviousness 

       10    requirements. 

       11            This is a so-called case of prima facie 

       12    unpatentability, and it results in an allocation of 

       13    proof burdens in the prosecution process.  If you look 

       14    at the Piasecki case at 745 F.2d 1468, that's described 

       15    there.  Essentially it means that the Patent & Trademark 

       16    Office has the burden of coming forward with proof 

       17    establishing that the subject matters anticipated are 

       18    obvious; and if it does, then the production burden 

       19    shifts to the applicant to rebut the prima facie case.  

       20    And when the applicant does so, the patentability of the 

       21    claimed invention is determined on the basis of the 

       22    entire record by a preponderance of the evidence.  I 

       23    think the MPEP will say so. 

       24            So, isn't it odd that you can go through a 

       25    process like that, the patent examiner then lets it go 
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        1    by a preponderance of the evidence, and it arrives at 

        2    court with a blue ribbon, a statutory presumption, and a 

        3    clear and convincing burden on the other side.  In 

        4    addition, into the calculus or into this equation, throw 

        5    this fact in:  Professor Lemley went out and tried to 

        6    ascertain how much time examiners really spend on these 

        7    matters.  I've forgotten which area of technology he 

        8    looked at, and I've forgotten the precise quantitative 

        9    result, but it was something on the order of -- in a 

       10    particular area that he studied -- you were talking 

       11    about six to eight hours of average time for an examiner 

       12    on an application. 

       13            And at the end of that, presumably if there's 

       14    some dispute, then as I said, it could be done on the 

       15    basis of a preponderance of the evidence.  There's a 

       16    case at 977 F.2d 1445, that I think helps to illustrate 

       17    that. 

       18            Well, those briefly are the remarks I have.  

       19    Essentially, patent litigation expenses, I think, are a 

       20    serious disruptive factor in the entry barriers that 

       21    operate in connection with certain kinds of patents.  

       22    That is they discourage challenge of those patents, 

       23    whereas the system contemplates that those patents will 

       24    be challenged and found out there rather than at the 

       25    examination in the PTO.  And it isn't happening, because 
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        1    of patent litigation expenses, and it isn't happening 

        2    because of things like the clear and convincing burden 

        3    that flows from the process. 

        4            I would be delighted to answer any questions.  I 

        5    hope that if there are any scholars present that I have 

        6    encouraged real scholars, not people like me who just 

        7    look and make observations, but real scholars who roll 

        8    up their sleeves and look at it empirically and 

        9    analytically and come up with thoughtful statements of 

       10    it, I hope that I have encouraged you to look at some of 

       11    these issues, and perhaps write us about it.  I would be 

       12    delighted to see that and to be told that I was wrong.  

       13    Because even if I am wrong, I'm sure that such studies 

       14    will discover lots of other interesting things that we 

       15    should know. 

       16            Thank you. 

       17            (Applause.)

       18            MS. GREENE:  Unfortunately Judge Ellis will not 

       19    be able to join us for the afternoon, but let's just 

       20    take a moment to have any questions for him.  He has 

       21    graciously agreed to answer. 

       22            Yes, Steve, who is Deputy Commissioner at the 

       23    PTO. 

       24            MR. KUNIN:  I do have one question for the 

       25    judge, but I would also like to maybe clarify the record 
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        1    in terms of the statistical information.  For all 

        2    technologies, the average examiner has about 20 hours 

        3    for a case, for the most complex cases, it can be 

        4    something like 35 hours.  The six to eight hours I can 

        5    only equate to the amount of search time that examiners 

        6    have in probably the more complex areas, but for the 

        7    entire examination period, the amount of time is much 

        8    more substantial. 

        9            My question that I have for the judge is I found 

       10    it quite intriguing from the perspective of your 

       11    observation that in the international perspective, one 

       12    way of getting around an issue dealing with the American 

       13    system of using jury trials might be to establish some 

       14    kind of administrative proceeding which would include, I 

       15    presume, at least most importantly the question of 

       16    validity as well as potentially enforceability.  One 

       17    thing that we've been contemplating introducing into 

       18    Congress is a form of a post-grant review system of an 

       19    inter-partes nature, basically on any condition of 

       20    patentability, which could be introduced roughly nine 

       21    months after a patent issues or within four months after 

       22    an individual would be accused of infringement or 

       23    threatened by infringement. 

       24            My question is, with respect to establishing 

       25    that kind of inter-partes post-grant review proceeding, 
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        1    do you believe that that might be beneficial in sorting 

        2    out the aspect of strengthening patents through some 

        3    administrative mechanism before they get into court 

        4    proceeding? 

        5            JUDGE ELLIS:  In general, I would think that 

        6    anything you can do to ensure that what makes it through 

        7    is valid would be helpful.  Because once it's through, 

        8    then you're in litigation.  So, I know that Professor 

        9    Thomas has advocated recently in the Berkeley Technology 

       10    Journal that there be some participation by -- that it 

       11    not be ex parte anymore.  That it not just proceed with 

       12    the applicant, in other words.  At some stage. 

       13            And I think all of those things are worth 

       14    exploring.  As far as withdrawing the jurisdiction and 

       15    having -- I think validity is clearly the one, 

       16    infringement can still be done in court, but you could 

       17    do validity, as they do in other countries, Japan, and I 

       18    think Germany, you could do validity administratively, 

       19    and then you could do infringement judicially or in 

       20    litigation.  That might work, although I've never seen 

       21    an agency yet move as quickly as some courts, and so you 

       22    might have a problem there.  And I think there would be 

       23    a lot of opposition. 

       24            As far as the figures, I'm glad to have that 

       25    correction, but I do think that -- I know you all have 
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        1    reviewed Professor Lemley's work, and it was six to 

        2    eight hours, I just don't remember which area.  So, it's 

        3    been out for some time, I don't recall whether it's in 

        4    the Texas Law Review or one of the others, but he did 

        5    come up with a time for a category that made some -- I 

        6    mean it wasn't a category of mechanical -- simple 

        7    mechanical devices, I don't think, but I could be wrong 

        8    about that.  But in any event, even 35 hours for 

        9    something fairly complex is probably not enough, 

       10    particularly in the areas that we're coming to now. 

       11            You know, as I see it, and again, I've never 

       12    been a patent examiner, I haven't even had a tour of all 

       13    of your spaces.  I have talked to a lot of patent 

       14    examiners, who took classes with Professor Thomas, and I 

       15    appeared at the classes, and I chat with them.  And as I 

       16    discuss things with them, I'm struck by how much they 

       17    rely on, (A), what the parties submit as prior art, and 

       18    (B), their searches for prior art in the resources of 

       19    the PTO. 

       20            A lot of prior art, in areas that we are now 

       21    coming to deal with more and more often, isn't found in 

       22    those locations.  A lot of prior art isn't going to be 

       23    prior patents, and it isn't going to be in the usual 

       24    places.  And so I think I would be interested, for 

       25    example, if that issue were studied.  That's also, I 
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        1    think, an issue that empirically should be looked into 

        2    as the extent to which validity issues are increasingly 

        3    decided, not just on matters not brought to the 

        4    attention, that's a routine matter in most litigations, 

        5    is the punitive infringer is always bringing up prior 

        6    art that wasn't cited to the Patent Office, and then 

        7    goes for an instruction that it's entitled to less 

        8    deference for that reason.  But it would be interesting 

        9    to know if these new areas of technology where the prior 

       10    art takes a lot of different new forms, is being 

       11    adequately brought to the attention of the Patent 

       12    Office. 

       13            The final thing I wanted to answer or say is 

       14    that I am heartened that the Federal Circuit has taken 

       15    what I think is a new look at inequitable conduct before 

       16    the Patent Office.  There is a lot of dicta in Federal 

       17    Circuit opinions about -- it's usually frivolously 

       18    asserted and so on and so forth, and that's certainly 

       19    true, but there are valid cases of inequitable conduct 

       20    where people deliberately refrain from disclosing things 

       21    they know about from the patent examiner.  And the 

       22    Federal Circuit, in my view, since it's affirmed me 

       23    twice on summary judgments I've granted on that issue, I 

       24    think has taken a -- and that's essential to our system.  

       25    If we don't punish people for not being straight with 
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        1    the Patent Office, we're making a terrible mistake. 

        2            But did I answer your question?  I think yes, 

        3    administratively it could be done, it ought to be done 

        4    prior to the issuance of the patent.  You were thinking 

        5    about after the issuance, weren't you?  Re-examination, 

        6    something of that sort?  Well, that's already done, 

        7    isn't it? 

        8            MR. KUNIN:  May I? 

        9            MS. GREENE:  Oh, absolutely. 

       10            MR. KUNIN:  Just I guess some brief comments. 

       11            Under the American Inventor's Protection Act of 

       12    1999, there was established a new inter-party's 

       13    re-examination system.  That law, number one, coupled 

       14    with the 18-month publication provision legislatively 

       15    created a prohibition against establishing a pre-grant 

       16    opposition or protest system in the United States after 

       17    publication. 

       18            So, that's, in part, why at this point we've 

       19    discussed only post-grant as opposed to pre-grant, since 

       20    Congress spoke recently against pre-grant.  The 

       21    post-grant inter-partes in its existence has had only 

       22    four takers, and there's been a substantial amount of 

       23    criticism.  Recently you will see that there's a bill 

       24    making its way through Congress to actually improve the 

       25    inter-partes re-exam, particularly to give the third 
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        1    party a right of appeal to the courts, which is now not 

        2    available. 

        3            Quickly a couple of other points.  We do provide 

        4    a very substantial amount of access to non-patent 

        5    literature, particularly in the fields of emerging 

        6    technology, and especially with the rise of the whole 

        7    phenomenon of business method patents.  There's been a 

        8    very substantial amount of investment, not only in use 

        9    of the Internet, but commercial database access as well, 

       10    which I guess leads me to a follow-up question, if I 

       11    could ask it of you, Judge, and that is whether you 

       12    might favor, in principle, having some kind of a 

       13    requirement on applicants to do a mandatory information 

       14    disclosure statements to sort of, you know, do some of 

       15    the balance, if you will, in terms of responsibility for 

       16    getting the best art in front of the examiner. 

       17            JUDGE ELLIS:  Yes, and I think that, too, was 

       18    recently put forth.  I've forgotten whether that was 

       19    Professor Thomas or somebody else.  I think that's a 

       20    good idea, and in return for that, you get the 

       21    presumption and you get the clear and convincing, and if 

       22    you don't do that, then maybe all you get is 

       23    preponderance. 

       24            So, I think there are lots of ways to do that.  

       25    I think that's a good idea.  I don't mean to say that 
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        1    the Patent & Trademark Office is remiss in anything it 

        2    did.  I just think we live in a world of technology 

        3    where it's unrealistic to expect that a patent examiner 

        4    is going to be able to search resources and come up with 

        5    all of the prior art.  And so we need to find ways to 

        6    supplement that. 

        7            MS. GREENE:  Any further questions for the 

        8    judge? 

        9            (No response.)

       10            MS. GREENE:  Well, thank you so much for your 

       11    time.  We're grateful that you were able to participate. 

       12            JUDGE ELLIS:  Thank you. 

       13            MS. GREENE:  And now we'll continue on now that 

       14    you've highlighted a bunch of additional issues that we 

       15    need to be considering, as if we didn't have enough.  

       16    So, let's turn back to our scheduled presentations and 

       17    turn to Jim Kobak. 

       18            MR. KOBAK:  Thank you.  And I appreciate the 

       19    opportunity to be here today.  I've already, I think, 

       20    made a few of my views known during the morning 

       21    comments, so I will try not to repeat myself too often. 

       22            I submitted a paper on my kind of preliminary 

       23    thoughts about some of the things that were not okay 

       24    might mean, and one of the things that I would like to 

       25    discuss briefly today is that topic.  I would also like 
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        1    to very briefly express a few views on the antitrust 

        2    jurisprudence of the Federal Circuit.  Finally I would 

        3    like to conclude with a few ideas about what a choice of 

        4    law rule might be for antitrust cases, given the 

        5    circumstances in which we find ourselves after 

        6    Christianson and Vornado. 

        7            First of all, on the effect of Vornado, I think 

        8    one of the consequences of the case will be that there 

        9    will be occasional races to the court house, because 

       10    whoever -- the complaint is going to determine 

       11    jurisdiction, if there has to be a compulsory 

       12    counterclaim to that complaint, it's going to go to 

       13    whatever court house jurisdiction because of the 

       14    complaint.  And that means that there would be a premium 

       15    on the antitrust plaintiffs who if they want to avoid 

       16    the Federal Circuit trying to file their case first, 

       17    because then everything would get appealed to the 

       18    regional circuit. 

       19            It also cuts the other way, because you can also 

       20    have a situation now where the regional circuits, as 

       21    Justice Stevens noted in Vornado, will actually be 

       22    deciding some patent issues when they arise in 

       23    counterclaims that previously would have been handled 

       24    exclusively by the federal jurisdiction. 

       25            Now, is this an important thing?  I'm not sure I 
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        1    know the answer to that.  I'm not sure that I foresee 

        2    that there will be a lot of additional races to the 

        3    courthouse.  I think we already have races to the 

        4    courthouse for reasons having nothing to do with the 

        5    jurisdiction of the Court of Appeals that will hear the 

        6    case.  Sometimes it's just convenience, sometimes one 

        7    might want to go, or avoid a court that acts as promptly 

        8    as Judge Ellis' court for tactical reasons.  So, this 

        9    isn't really a phenomenon that's going to be new to 

       10    patent law. 

       11            I think, as we discussed a little bit this 

       12    morning, there will be cases where even though something 

       13    is pleaded as an antitrust case, there will be 

       14    jurisdiction under the second prong of Christianson, if 

       15    that there are issues that have to be resolved, 

       16    necessarily have to be dealt with that are patent 

       17    issues, and as long as those issues are in the case and 

       18    there are no alternative theories, which wouldn't 

       19    involve patent issues, the Federal Circuit will still 

       20    have jurisdiction under the "arising under" test. 

       21            So, there will be some of those cases, and I 

       22    think Nobelpharma and Walker Process cases are probably 

       23    classic illustrations of them.  There will probably be 

       24    others where validity or scope of patent is definitely 

       25    an issue as part of the antitrust claim. 
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        1            I think you will see some change of the 

        2    pleadings in some cases.  I could certainly see if you 

        3    wanted to get your antitrust case to your regional 

        4    circuit, you might try to plead it in a certain way to 

        5    avoid the second prong of Christianson.  I think you 

        6    probably would not now include a declaratory judgment of 

        7    patent invalidity, which, you know, frequently was done 

        8    before Vornado.  Again, whether that will happen often, 

        9    how significant it is, I'm not sure. 

       10            Another thing I think we'll see is increased 

       11    importance of a compulsory counterclaim rule, rule 13(a) 

       12    of the Federal Rules of Civil Procedure, because if 

       13    something is a compulsory counterclaim, you're going to 

       14    have to plead it.  If it's not a compulsory 

       15    counterclaim, you can plead it if you want, but you can 

       16    also save it and plead it at a later date, and in that 

       17    way, you won't necessarily subject yourself to federal 

       18    circuit jurisdiction. 

       19            This is a very complicated question, because 

       20    there is language, and the Mercoid case seems to be our 

       21    favorite whipping boy today, that basically said patent 

       22    law and antitrust law derived from separate sources are 

       23    independent of one another.  So an antitrust claim of 

       24    any kind can never be a counterclaim to a patent 

       25    infringement action. 
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        1            Now, that doesn't seem to make a lot of sense, 

        2    if you look at rule 13.  Usually the way the courts deal 

        3    with rule 13 is to say:  Is there some factual overlap 

        4    between what's alleged in the complaint and what's 

        5    alleged in the counterclaim and is there a logical 

        6    relationship between those two things?

        7            So, the situation we have now, as far as I can 

        8    figure out, is that some circuits still say:  Well, 

        9    we're bound by Mercoid, until that's reversed.  Some 

       10    circuits say:  We should limit Mercoid to its facts, and 

       11    the facts of Mercoid were a licensing agreement and 

       12    price-fixing agreement and things like that, and not 

       13    really an attack on the validity and the enforcement of 

       14    the patent, per se.  So, in the kind of case that 

       15    Mercoid itself involved, we'll find the counterclaim 

       16    permissive, but in other kinds of cases, it might be 

       17    compulsory. 

       18            And then another difficult issue that you have 

       19    in these cases, is even though the claim might be 

       20    theoretically compulsory, there are apt to be arguments 

       21    that at the time one is required to plead, the claim 

       22    isn't right, if it involves enforcement of a patent or 

       23    you don't know enough to be able to plead Walker Process 

       24    fraud or something like that with particularity until 

       25    there's been discovery in the patent cases. 
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        1            So, there are a lot of issues.  I think, again, 

        2    it seems like an inevitable conclusion that the Federal 

        3    Circuit would get counterclaims involving Walker Process 

        4    issues and Nobelpharma issues, but I think they would 

        5    get most of those cases under arising under jurisdiction 

        6    anyway. 

        7            Now, let me turn for a minute to the 

        8    antitrust -- and I know we spent a lot of time on this 

        9    this morning.  It's not going to be any secret to you.  

       10    I think that basically the results that the court has 

       11    reached in cases like Nobelpharma and Bard, as George 

       12    pointed out this morning, are perfect examples, are 

       13    probably not only mainstream antitrust jurisprudence, 

       14    but are some of the few cases that you can find that 

       15    have actually sustained liability at the appellate 

       16    division on the bad faith enforcement theory or on a 

       17    predatory design change theory. 

       18            On the other hand, as we've also discussed 

       19    today, there is some sweeping very unnuanced dicta in 

       20    some of those cases, and in the Xerox case and the 

       21    Intergraph case, which seems to go beyond, at least what 

       22    many of us would think would be a real balanced 

       23    description, I guess you could say, of black letter law.  

       24    And, you know, you can argue that that's dicta and you 

       25    should not just rely on dicta in cases, you should look 
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        1    at the actual holdings of the cases, but the fact of the 

        2    matter is that people cite dicta in briefs, and 

        3    sometimes lower courts do rely on it.  So, I think it's 

        4    a problem. 

        5            Another area that -- and I guess this will build 

        6    on some of what Judge Ellis said.  The Federal Circuit 

        7    has placed a lot of emphasis and a lot of antitrust 

        8    cases as well as other cases on the presumption of 

        9    validity of the patent.  It's also said that whenever 

       10    you have a patent case, whether it's an antitrust case 

       11    or a Lanham Act or a state law case where what's alleged 

       12    are bad faith threats or notices to the trade about 

       13    enforcing a patent, that between the fact that there's a 

       14    provision in the patent law that allows a patent owner 

       15    to notify people may require them, for damage purposes, 

       16    to notify people of potential infringement, and the 

       17    presumption of validity. 

       18            These claims, although they can be made, require 

       19    proof of bad faith under a very high, clear and 

       20    convincing type standard.  I question, I guess, whether 

       21    that is necessarily the correct balance.  There seems to 

       22    be a presumption or an assumption by the Federal Circuit 

       23    that patent policy of notifying people is more important 

       24    than the state law on fair competition principles or the 

       25    antitrust principles that might be involved or the 
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        1    Lanham Act principles that might be involved.  I'm not 

        2    sure that that's necessarily the right answer to that 

        3    question, although it clearly is a possible answer. 

        4            After considering Vornado, as I think I 

        5    mentioned this morning, I've kind of come around to a 

        6    view that maybe one way that would make sense to 

        7    approach choice of law issues would be to say that when 

        8    you have an arising under type issue, an issue, and even 

        9    though it's an antitrust case and an antitrust issue, 

       10    but one that necessarily involves looking at and 

       11    determining real questions of patent law, those ought to 

       12    be questions where federal circuit law applies 

       13    exclusively, whether the case is -- and most of those 

       14    cases will be in the Federal Circuit, although I suppose 

       15    it's possible that some now may still be in regional 

       16    circuits. 

       17            But it seems to me that, as I mentioned with 

       18    respect to Nobelpharma, you'll actually have a situation 

       19    where the Federal Circuit will hear some of these cases 

       20    repeatedly and will be able to develop a doctrine and a 

       21    body of law that's easy to follow and relatively 

       22    comprehensive and is able to deal with the circumstances 

       23    that arise.  It seems to me, indeed, that if 

       24    legitimately related to the patent jurisdiction, and as 

       25    Judge Ellis said, it's important that people behave 
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        1    correctly before the Patent Office and that they be 

        2    punished if they committed inequitable conduct.  The 

        3    court ought to consider what the standards of behavior 

        4    are before the Patent Office, it seems to me ought to be 

        5    the Federal Circuit, because they are going to be the 

        6    ones to see that issue time after time. 

        7            I don't think that standard works as well when 

        8    you're talking about refusals to deal or licensing 

        9    questions.  As I said this morning, I think other 

       10    circuits are going to have perhaps a better developed 

       11    body of law or at least in a position where they may 

       12    have a better developed body of law and the subjects 

       13    like that involving not just patents, but other things, 

       14    like copyrights and other closely related types of 

       15    rights. 

       16            I guess I disagree a little bit with what Bob 

       17    Taylor said about other circuits not necessarily having 

       18    recent case law, because I think you do have the 

       19    Microsoft case, in the D.C. Circuit, dealing with a lot 

       20    of the -- even though it's not a patent case, a lot of 

       21    the kinds of issues that could arise from a patent 

       22    antitrust case.  You have the Alcatel case in one of the 

       23    circuits, dealing with misuse, but on a kind of 

       24    antitrust theory.  You have Judge Posner's case.  I know 

       25    there's a PrimeTime case in the Second Circuit involving 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                       136

        1    licensing of copyright. 

        2            So, there are other cases that are percolating 

        3    in the other circuits that involve the antitrust issues 

        4    of the type that might be involved.  And I think if it's 

        5    just a question -- if what we're saying is we have to 

        6    balance antitrust and patent policy, as I said this 

        7    morning, I don't see why the law from the regional 

        8    circuits can't be counted on to do that in a reasonable 

        9    fashion, and perhaps from the point of view of judges to 

       10    have a little bit broader jurisdictions until they see 

       11    these matters in contexts other than solely as they're 

       12    related to patents. 

       13            MS. GREENE:  Comments, yes?  Cecil? 

       14            MR. QUILLEN:  A choice of law question.  Under 

       15    Vornado, we're going to end up with occasionally issues 

       16    of validity and infringement being litigated in district 

       17    courts and presumably appealed to regional courts of 

       18    appeal.  The Federal Circuit has not followed Graham 

       19    versus John Deere and Adams, nor has it followed any of 

       20    the subsequent Supreme Court cases, Adams, Rolling Rock 

       21    Bock, Dann V. Johnston, Secreta [phonetic].  When these 

       22    cases show up in a district court, it's going to be 

       23    appealed to the original Court of Appeals, are they 

       24    going to follow federal circuit law or are they going to 

       25    follow the Supreme Court and the law that existed in 
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        1    their region, and that's the question. 

        2            MS. GREENE:  Answers?  Responses? 

        3            MR. QUILLEN:  I don't know the answer.  But to 

        4    me an even more fascinating question than what antitrust 

        5    law is the Federal Circuit going to apply, it's what 

        6    patent law are the regional circuits going to apply?

        7            MS. GREENE:  Bob, yes? 

        8            MR. TAYLOR:  If I could have the microphone. 

        9            I think that is actually not only an interesting 

       10    question, but it is one that is going to get massaged 

       11    very carefully by the patent owner who has been sued, 

       12    and who finds itself with the option of filing a 

       13    counterclaim or filing a separate lawsuit, presumably 

       14    the federal lawsuit heading to the Federal Circuit, the 

       15    counterclaim patent case heading to one of the regional 

       16    circuits, and an opportunity, at least, to argue to the 

       17    regional circuit that the law should be something other 

       18    than what the Federal Circuit says it is on a patent 

       19    issue. 

       20            And there will be lots of issues, not just the 

       21    obviousness questions under Graham versus John Deere and 

       22    its progeny, but there will be -- the Federal Circuit 

       23    has been pretty tough on patent owners on written 

       24    description, for example, on section 112-6 and its 

       25    application. 
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        1            So, there's going to be, unless the Congress 

        2    decides to change the result in Vornado, I think there's 

        3    going to be a fair amount of forum shopping by patent 

        4    owners. 

        5            One of the things that Jim said provides, also, 

        6    a fairly interesting wrinkle on this.  I think everyone 

        7    is assuming that in the aftermath of Vornado, you may 

        8    see filed some cases under Walker Process and 

        9    Handguards, starting out as a garden variety antitrust 

       10    case that will at least possibly end up in the Federal 

       11    Circuit because of the pending patent question there. 

       12            There's an interesting wrinkle on that that I 

       13    have run into in a couple of cases of my own, and that's 

       14    the question of whether, without a patent lawsuit filed 

       15    initially, whether a plaintiff has standing or can show 

       16    antitrust injury sufficient to sustain a Handgards or a 

       17    Walker Process case?  I know there's at least one Ninth 

       18    Circuit case that affirmed a dismissal of the Walker 

       19    Process case premised on threats to enforce and not the 

       20    actual filing of a lawsuit. 

       21            So, that really does tend to complicate the 

       22    analysis of this whole question.

       23            MS. MICHEL:  On the question of what law 

       24    regional circuits should apply to patent questions:  Is 

       25    there any argument that the regional circuits should 
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        1    apply Federal Circuit law in the same way that the 

        2    Federal Circuit should apply regional circuit law on 

        3    non-patent questions?  Do you think there will be good 

        4    data at some point?

        5            MR. KOBAK:  I would say yes, but I think the 

        6    question that somebody raised is what is the law?  If 

        7    you've got it seems like the Federal Circuit has said X 

        8    and the Regional Circuit has said Y, they are more bound 

        9    maybe by the Supreme Court than they are by the other 

       10    circuit.  I think in theory they ought to be applying 

       11    the Federal Circuit law just as if they were in the 

       12    Federal Circuit. 

       13            MS. MICHEL:  From a practical or pragmatic point 

       14    of view, how likely do you think it might be that the 

       15    regional circuits delve into those questions rather than 

       16    simply accept the latest statement by the Federal 

       17    Circuit on a legal issue? 

       18            MR. QUILLEN:  I don't think they're going to be 

       19    able to avoid it.  Somebody is going to be arguing that 

       20    the Supreme Court pronounces the law and that you should 

       21    follow the Supreme Court law; because it's going to be 

       22    more favorable to at least one of the parties in the 

       23    lawsuit.  So that this is going to be one of the early 

       24    issues that gets placed by the first district court that 

       25    has one of these cases. 
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        1            MR. KOBAK:  But one of the corollaries of that 

        2    is at least this issue will surface.  Perhaps, then, the 

        3    Supreme Court will see that there is a split in the 

        4    circuits or a difference in the way the courts are 

        5    following its precedent, and actually take a few of 

        6    these cases.  So, that could be one of the advantages of 

        7    having jurisdiction in more than one court. 

        8            MS. GREENE:  Yes, Bob? 

        9            MR. TAYLOR:  But my guess is that not very many 

       10    panels of busy courts of appeals are going to want to 

       11    strike off on their own after 20 years of the Federal 

       12    Circuit a specialized court with tremendous experience 

       13    in the area of patents today, in today's economy.  I 

       14    just don't envision very many.  There will undoubtedly 

       15    be some, because judges come from the basic population 

       16    of lawyers and lawyers tend to be fairly head strong 

       17    people, and undoubtedly there will be some, but I don't 

       18    envision this to be a major issue. 

       19            MS. GREENE:  Actually if we could turn to our 

       20    next presentation by Matthew. 

       21            MR. WEIL:  Well, Ms. Greene, I want to thank 

       22    you, the FTC, the DOJ for having me here today.  I feel 

       23    a little outclassed by a panel of such distinguished 

       24    and, if I may say, more experienced in some ways 

       25    practitioners.  But I think I've stuck my neck out in 
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        1    the past with a series of articles that at least came to 

        2    Ms. Greene's attention, and so I want to turn to some of 

        3    those and some of the issues raised in them. 

        4            For reasons that have been nearly universally 

        5    proclaimed throughout these proceedings, I think we can 

        6    take it as a given that technological innovation is a 

        7    major, perhaps the major engine of this country's 

        8    economic success, and as much as anything else that 

        9    success has secured a position of global leadership.  So 

       10    it's difficult to underestimate the issues that we're 

       11    grappling with here.  For reasons others have expressed 

       12    more eloquently and more authoritatively than I -- and 

       13    I, too, believe the United States patent system and the 

       14    protections it provides us play an important role in 

       15    promoting that success. 

       16            But I'm glad to be here today to talk about a 

       17    particular element of that system that is near and dear 

       18    to my heart, and I say it's near and dear for several 

       19    reasons.  First, at McDermott in Irvine, California, 

       20    where I practice, I'm one of six partners in the irvine 

       21    office who devote their full professional attention to 

       22    these issues.  Second, as a member of the Board of 

       23    Directors for the Orange County Patent Law Association, 

       24    which is sort of like a mini-regional AIPLA, it takes up 

       25    time in my spare time.  And then third, as I've kind of 
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        1    alluded to, I've made it kind of a hobby of giving 

        2    critical attention to the court and its jurisprudence. 

        3            So, for all those reasons, as an advocate and as 

        4    a colleague of my -- of other practitioners in my area, 

        5    and as a critical observer, I've taken a keen interest 

        6    in the Federal Circuit and its workings.  And with that 

        7    background in mind, I want to touch on three general 

        8    topics here today. 

        9            I want to summarize first briefly those three 

       10    articles that I wrote with a friend of mine, a former 

       11    partner of mine -- a current partner of Bob's, by the 

       12    way -- Bill Rooklidge at Howrey Simon, and the debate we 

       13    tried to spark with those articles. 

       14            Second I want to update them a little bit since 

       15    it's been a couple of years since we finished our little 

       16    triptych.  Third I want to tie our observations about 

       17    what we pulled out of those articles, if I can, with a 

       18    word or two about the nexus of patent and antitrust 

       19    jurisdiction. 

       20            So, back in '98-'99 and 2000, Bill Rooklidge and 

       21    I addressed three distinct but interrelated aspects of 

       22    Federal Circuit jurisprudence.  In a first article 

       23    called "Stare Undecisis," the sometimes rough treatment 

       24    of precedent in Federal Circuit decision-making which 

       25    came out in 1998 in the Journal of the Patent & 
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        1    Trademark Office Society.  We looked at the doctrine 

        2    stare decisis as it's applied by the Federal Circuit.  

        3    As I'm sure everyone here knows, stare decisis is the 

        4    principle that once a decision has been made by a court, 

        5    subsequent panels of that same court, subsequent courts, 

        6    will follow and apply that decision in cases with 

        7    materially similar facts. 

        8            As Oliver Wendell Holmes observed, this sort of 

        9    principle allows court opinions to serve as what he 

       10    called "prophecies of what courts will do in the 

       11    future." 

       12            Under the version of stare decisis adopted 

       13    explicitly adopted by the Federal Circuit early on in 

       14    one of its early opinions, the court precedent as set 

       15    out by any three-judge panel is binding and subsequent 

       16    panels must go by that precedent unless or until it's 

       17    overturned by the entire court sitting in bank. 

       18            We playfully entitled the article, "Stare 

       19    Undecisis" because it examines ways in which the Federal 

       20    Circuit could be said to have overlooked or side-stepped 

       21    the precedent announced in prior case opinions of its 

       22    own, and failing to give those cases their full stare 

       23    decisis effect. 

       24            We argued in this article that this practice 

       25    created or exaggerated conflicts among various decisions 
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        1    of the Federal Circuit, and led to less certainty in 

        2    Federal Circuit decision-making. 

        3            The second article, "Judicial Hyperactivity:   

        4    The Federal Circuit's Discomfort with its Appellate 

        5    Role," was published in early 2000 in the Berkeley 

        6    Technology Law Journal.  This article discussed another 

        7    bedrock tradition of American jurisprudence, mainly the 

        8    specialized role appellate courts have in our judicial 

        9    system, and the restrictions that prevent them from 

       10    becoming mini-trial courts, retrying the cases that are 

       11    presented to them on appeal. 

       12            The "Judicial Hyperactivity" article looked at 

       13    the tendency of the Federal Circuit in certain 

       14    circumstances to reach beyond its role as an appellate 

       15    court to make independent findings of fact, even to 

       16    undertake its own fact investigations, rather than 

       17    simply reviewing the record or the case presented to it. 

       18            The article also looked at ways in which the 

       19    Federal Circuit from time to time stepped out of its 

       20    role as arbiter -- as decision makers -- and became 

       21    advocates, deciding cases on grounds never actually even 

       22    presented by litigants. 

       23            We argued that this inclination on the part of 

       24    the Federal Circuit, like the inclination to overlook 

       25    conflict in its own precedent, undermined the goal of 
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        1    certainty and predictability in its decision making. 

        2            Then finally in late 2000, we published an 

        3    article in the Santa Clara Law Review entitled:  En Banc 

        4    Review, Horror Pleni, and the Resolution of the Patent 

        5    Law Conflict."  For the title of this article, we stole 

        6    from a term coined by Carl Lewellyn, Horror Pleni, which 

        7    means literally a fear of the pleni or fear of the 

        8    group.  We referred to what we viewed as reticence on 

        9    the part of the Federal Circuit to use the most 

       10    important tool at its disposal to tackle intra-circuit 

       11    conflict, namely the tool of en banc review, or review 

       12    by the entire court. 

       13            Now, while we acknowledge and it's certainly 

       14    beyond dispute that en banc review is very time 

       15    consuming and draws immensely on the resources of the 

       16    court, and while we acknowledge that that can be 

       17    inefficient, we argued that it was the best way to 

       18    resolve apparent conflicts in court precedent and 

       19    promote greater certainty and predictability of the 

       20    patent law. 

       21            As an aside, I will note that of the primary 

       22    conflicts in patent law that we -- in Federal Circuit 

       23    law that we pointed to in the first article was a 

       24    conflict between the Maxwell v.  Baker case and the YBM 

       25    Magnex case.  It was at the expense of my own client, 
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        1    Johnson & Johnston Associates that the court took us up 

        2    on our invitation and reversed the case that we had won 

        3    in the district court, resolving that conflict, and so I 

        4    think to the greater good.  But I hasten to add now what 

        5    I should have said in the beginning, I speak only for 

        6    myself now and not for my firm or for my clients. 

        7            So, these articles that I am discussing were 

        8    written three and four years ago.  Since then, some of 

        9    the problems we sought to raise for discussion and 

       10    consideration have, in fact, become less problematic, 

       11    all goes to the dismay of one or another litigant, I'm 

       12    sure. 

       13            If we were writing those articles today, we 

       14    would have less to take exception with.  For example, in 

       15    the area of intra-circuit conflicts, which the court has 

       16    taken considerable strides towards reducing.  On the 

       17    other hand, new concerns have arisen in the way the 

       18    Federal Circuit asserts and exercises its jurisdiction. 

       19            Now these four years have shown, I think, that 

       20    the Court could be in some ways more activist than we 

       21    had seen in the past.  More willing to assert its 

       22    jurisdiction and sweep new issues into its gambit of 

       23    control. 

       24            There is continuing uncertainty about the scope 

       25    of the Federal Circuit's jurisdiction and the reach of 
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        1    its own laws for this reason.  The Federal Circuit 

        2    remains prone under certain circumstances to overstep 

        3    the role defined for it by statute, and by Supreme Court 

        4    precedent. 

        5            And I wanted to touch particularly on one way in 

        6    which we have seen the Federal Circuit challenge these 

        7    boundaries, and it is an issue others have touched on 

        8    today.  I think there has been a discernible trend in 

        9    recent years for the Federal Circuit to apply its own 

       10    laws rather than the laws of regional circuits to more 

       11    and more questions. 

       12            We have seen this creeping -- I'll call it 

       13    Federal Circuitization of the law in relatively 

       14    unessential areas, like procedural rules bearing on the 

       15    resolution of patent law issues.   But as the subject of 

       16    this discussion here really highlights, we have also 

       17    seen it in what I think are quite substantive and 

       18    important arenas, the most dramatic of which is 

       19    represented by the Nobelpharma case, in which the court 

       20    dramatically expanded, I think, its jurisdiction over 

       21    questions of antitrust law. 

       22            In Nobelpharma, the Federal Circuit announced in 

       23    words that may have been a little ill-advised, that 

       24    whether the conduct in prosecution of a patent is 

       25    sufficient to strip a patentee of its immunity from the 
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        1    antitrust laws, is a question that involves the Federal 

        2    Circuit's exclusive jurisdiction. 

        3            Incidentally, it was a departure from the 

        4    court's prior precedent to make the statement that it 

        5    required just the sort of inbound growth that we had 

        6    urged the court to do in one of our articles.  I don't 

        7    mean to imply that it was following our suggestion, but 

        8    we do get some points for corrections, perhaps. 

        9            In Nobelpharma, the Circuit Court reasoned that 

       10    most cases of antitrust claims arising out of the 

       11    prosecution of a patent would lie within its appellate 

       12    jurisdiction anyway, and that the Federal Circuit was 

       13    justified in applying its law for the laudable aim of 

       14    developing uniformity in an important area of antitrust 

       15    law. 

       16            Almost immediately the Federal Circuit was 

       17    called upon to clarify the scope of the sweeping 

       18    pronouncement it had made in Nobelpharma.  In an 

       19    unpublished opinion just a few weeks later entitled, In 

       20    re: Film Tech Corp., the court had made it clear that it 

       21    did not intend to suggest that it had exclusive 

       22    jurisdiction to decide antitrust claims arising out of 

       23    fraud in the Patent Office, but rather that it was going 

       24    to apply its law to those cases that happened to come 

       25    before it. 
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        1            Some commentators and speakers here today, in 

        2    fact, have looked at Nobelpharma and the cases which 

        3    have followed it and noted that the Federal Circuit has 

        4    done a good job crafting its own antitrust law that is 

        5    largely in accord with the mainstream of antitrust law 

        6    developed in the various regional circuits.  However, 

        7    while the Federal Circuit may have done in its foray in 

        8    antitrust law, I think it's impossible to object to the 

        9    Nobelpharma opinion on principle alone.  Even if the 

       10    Federal Circuit appears to be getting it right in this 

       11    particular area of the law, it has done so in a way that 

       12    suddenly erodes the boundaries between the Federal 

       13    Circuit's jurisdiction and the jurisdiction reserved to 

       14    the regional circuits. 

       15            In this regard, the Federal Circuit's rationale 

       16    for carving out a piece of the antitrust law as its 

       17    particular domain, I think was simply too powerful.  

       18    There are probably other areas of law that arise only in 

       19    connection or often in connection with patent litigation 

       20    that could certainly use more uniformity.  For example, 

       21    there is considerable variation in how states treat 

       22    contract laws for the assignment of patent rights.  Like 

       23    the antitrust nexus identified in Nobelpharma, this is 

       24    certainly an area in which uniformity could streamline 

       25    the application of patent laws, but that is clearly not 
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        1    an area where the Federal Circuit is permitted to apply 

        2    its own laws. 

        3            In any event, it is an area where the Federal 

        4    Circuit has to date consistently ruled that regional 

        5    circuit and state law control.  The Federal Circuit was 

        6    not formed to bring uniformity to the laws generally, 

        7    its mandate is to bring uniformity to the patent law, 

        8    and as to core concepts and rules, it has largely done 

        9    that, by reaching further out of its core area of 

       10    concern and beyond its core jurisdiction, the court 

       11    challenges the balance between two competing values, 

       12    uniformity and diversity. 

       13            In accordance with the basic federalist values 

       14    underlying our system of government, the system of 

       15    multiple circuits has evolved as a way to permit or even 

       16    encourage competition among the circuits, in a sense, in 

       17    the development of the law.  The diversity among the 

       18    circuits moderated and guided by the Supreme Court, when 

       19    it sees a need to resolve conflicting approaches, is 

       20    something that ensures both progress and stability in 

       21    our laws.  By applying its own law rather than the law 

       22    of the regional circuits to particular antitrust issues, 

       23    the Federal Circuit chips away at that diversity. 

       24            I want to join Bob in putting these comments in 

       25    perspective.  The Federal Circuit which was formed in 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                       151

        1    the 1980s for the reason and with the mandate of 

        2    bringing uniformity and consistency to the patent laws 

        3    has done an incredibly good job in doing that in many 

        4    areas.  It has consistently in the past and still today 

        5    continues to move in the direction of fulfilling its 

        6    fundamental mandate. 

        7            Practitioners and the district courts have a 

        8    growing, elaborate and I think largely consistent and 

        9    sensible body of law to which they may now look in 

       10    counseling clients and deciding cases.  But we should be 

       11    weary about letting the Federal Circuit declare its own 

       12    monopolies over areas of law such as antitrust.  In the 

       13    development of antitrust laws, as in other areas, 

       14    competition can be a good thing. 

       15            Thank you. 

       16            MS. GREENE:  Thank you very much, and let's 

       17    pause for just a moment, I do realize that we have two 

       18    more presentations left, as well as Professor Dreyfuss 

       19    is going to give us some additional comments, but let's 

       20    pause for a minute and look at some of the choice of law 

       21    issues. 

       22            Anybody want to make any responses based on the 

       23    presentations? 

       24            (No response.)

       25            MS. GREENE:  Okay, Suzanne? 
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        1            MS. MICHEL:  Let me start here, with a question, 

        2    do you think that the overriding concept when the 

        3    Federal Circuit is deciding what law to apply, what is 

        4    that concept, and is it whether or not the question 

        5    presented is a patent question?  If that is the 

        6    overriding concept, is it always so straightforward to 

        7    decide what's a patent question and does anyone have any 

        8    commentary on how we might wrestle with the sticky 

        9    issues at the interface of antitrust and IP?  I think, 

       10    in particular, my line of questioning here might take us 

       11    back to a very early exchange early this morning with 

       12    Bob Taylor about do we define some of these questions as 

       13    antitrust questions or patent questions, and that might 

       14    depend on where you're starting from. 

       15            In particular, there's a license question that I 

       16    think a patent lawyer might say yes, that is a patent 

       17    question, because whether or not I have the right to 

       18    refuse to license based on my patent is determined by 

       19    the scope of my patent and not by antitrust law. 

       20            MR. TAYLOR:  I think it's also, though, 

       21    determined by provisions in Title 35 such as 271(d).  I 

       22    mean, there is a statutory construction question that 

       23    has to be faced, and a refusal to deal in a case where 

       24    the defendant is arguing that this does fall within the 

       25    protections of 271(d).  There are obviously arguments 
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        1    that 271(d) was intended to apply only to patent misuse 

        2    and shouldn't be applied to the analysis of an antitrust 

        3    question, but most serious scholars, I think, have come 

        4    to the conclusion that if that's the law, it really is 

        5    not a very intelligent construction of the law, even 

        6    though there have been some courts that have held that. 

        7            So, it seems to me that certainly the antitrust 

        8    questions governing the manner in which you may 

        9    commercialize a patent without running afoul of the 

       10    misuse concepts, the manner in which you can assert a 

       11    patent where the patent is ultimately determined to be 

       12    invalid and the whole breach of the Walker Process and 

       13    the Handgards cases, those questions are awfully 

       14    difficult to separate from what's necessary for uniform 

       15    construction of Title 35, in my mind. 

       16            MS. GREENE:  George? 

       17            MR. GORDON:  I think, Suzanne, your question, 

       18    you put your finger on, as you did this morning, a 

       19    really fundamental question lying at the intersection 

       20    between antitrust law and patent law, and the 

       21    interpretation of the CAFC case. 

       22            In thinking about this, and I throw this out 

       23    there for consideration, I wonder if there's not a line 

       24    that could be drawn based on the idea behind the second 

       25    prong of the arising under jurisdiction test, which is, 
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        1    resolution of a substantial question of patent law.  

        2    Because it seems to me that maybe if you look at cases 

        3    like Nobelpharma and sham litigation cases, they're the 

        4    cases, the cause of action, the non-patent cause of 

        5    action, whether it be antitrust or otherwise, does 

        6    require resolution at a substantial question of patent 

        7    law. 

        8            When you're talking about the cases related to 

        9    refusal to deal, such as Xerox, I mean in my mind, I 

       10    think they turn more on the question of whether patent 

       11    law trumps other causes of action and less on the 

       12    question of resolving a question of patent law.  That's 

       13    the area where I really wonder whether or not we're 

       14    better off having multiplicity of views and having an 

       15    opportunity for other circuits to take up that question, 

       16    because it does involve competing sets of values. 

       17            MS. GREENE:  Matt? 

       18            MR. WEIL:  I guess just to build on that, the 

       19    value of the multiplicity of views should provide some 

       20    impetus in a Federal Circuit kind of setting where they 

       21    really do call the shots.  They're getting the cases and 

       22    they're deciding themselves whether their law or another 

       23    law is going to apply.  They ought to be bending over 

       24    backwards, I think, to look for ways to draw analogies 

       25    to other areas of law, to closely related to the figure 
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        1    and ground that Bob talked about, they ought to look for 

        2    that ground and call on those principles, whenever they 

        3    can.  It helps stitch them into the fabric of the law 

        4    better, keeps them from becoming a rule unto themselves, 

        5    and immunizes them from the kind of criticism that they 

        6    might otherwise draw. 

        7            MS. GREENE:  Cecil, why don't you -- you were 

        8    sort of inching to give your comments. 

        9            MR. QUILLEN:  Well, I have to --

       10            MS. GREENE:  Put it all together. 

       11            MR. QUILLEN:  I'm not sure how to put it all 

       12    together, because it really follows more closely to 

       13    Judge Ellis' comments than the intervening comments.  

       14    Like everybody else, the views expressed are mine and 

       15    mine alone, based on some 30-odd years of having done 

       16    this sort of stuff, and they certainly should not be 

       17    attributed to either Cornerstone Research or the Eastman 

       18    Kodak Company. 

       19            I start with some assertions, some of which can 

       20    actually be documented and supported in the materials 

       21    you were kind -- the Commission and the Department were 

       22    kind enough to include in the comments section.  So if 

       23    there are people who want to know whether I had anything 

       24    to back up what I'm about to say, I would refer you to 

       25    the comments section where my views are expressed ad 
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        1    nauseam, and with a measured degree of cynicism. 

        2            I start with an assertion that for innovators, 

        3    that is to say people who introduce new products or new 

        4    processes, who commercialize these, dealing with the 

        5    patent system is an important function.  The way 

        6    innovators deal with the patent system, so far as I 

        7    know, is that they seek patent applications on the 

        8    inventions that they might expect to commercialize.  And 

        9    we can have great debates about how serious your 

       10    intention has to be. 

       11            The purpose for seeking these patents is to 

       12    preempt others from getting patents that might prevent 

       13    you from commercializing your invention, and thus turn 

       14    to waste all of the money that you spent on it. 

       15            The Federal Circuit came along in 1982, and 

       16    promptly lowered the standards for patentability that 

       17    were applied in the United States, and in addition 

       18    introduced uncertainty into the valuation of patents and 

       19    the determination of patent validity and invalidity 

       20    issues under the nonobviousness question that had not 

       21    existed before. 

       22            The initial quantification was that prior to the 

       23    Federal Circuit, something like two-thirds of the 

       24    patents in which there were validity decisions were held 

       25    invalid and following the Federal Circuit the initial 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                       157

        1    quantification was that only about one-third of the 

        2    patents were held invalid by the Federal Circuit.  Mark 

        3    Lemley and John Allison had a more recent paper out that 

        4    would put the number at about 60 percent, depending upon 

        5    how you read it. 

        6            Now, what did innovators do?  They responded.  

        7    In the years before the formation of the Federal 

        8    Circuit, the Patent Office received about 100,000 patent 

        9    applications a year.  Following the Federal Circuit, the 

       10    line took off and started north, and by the year 2000, 

       11    they received nearly 300,000 patent applications.  So, 

       12    tripling the number of the patent applications that were 

       13    filed between 1983 and the year 2000. 

       14            In the same interval, the Patent Office 

       15    acceptance rate, and there are different ways of 

       16    measuring this, the paper that Harvey Lipson [phonetic] 

       17    and I did is available in the comments section that 

       18    looked at the 1993 through 1998 time period, I believe 

       19    it was.  We have another one coming out that takes us 

       20    back to 1980, which will appear in the August 2002 issue 

       21    of the Bar Journal.  But the acceptance rate measured by 

       22    what we've called "allowance percentage" went from about 

       23    60 percent in 1982 to something like 90 percent by the 

       24    year 2000. 

       25            Another measure is the grant rate, which is the 
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        1    number that is published by the Patent Office on the 

        2    trilateral website.  This went from something like 80 

        3    percent in 1980 to just shy of 100 percent in the year 

        4    2000. 

        5            Now, I understand from Steve that the Patent & 

        6    Trademark Office is going to rework our figures and see 

        7    if they can come to different numbers and they expect to 

        8    publish theirs.  But the point is that the standards for 

        9    patentability if the Federal Circuit were lowered, the 

       10    immediate response of innovators was to file drastically 

       11    more patent applications in their effort to preempt 

       12    others so that they could bring their products to market 

       13    without interference from others' patents, and the 

       14    number of patents granted, which went from about 60,000 

       15    in 1983 to more than 160,000 in the year 2000, what Carl 

       16    Shapiro has described as a patent thicket, in which Mr. 

       17    Muris in his speech indicated that it was something that 

       18    innovators had to hack their way through in order to 

       19    commercialize their inventions. 

       20            The long and the short of it is that the 

       21    lowering of the standards for patentability and the 

       22    building of the patent thicket had increased costs for 

       23    innovators who choose to bring their products to market.  

       24    And I am not an economist, but I do think that I have 

       25    learned that if you increase the cost of something, you 
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        1    get less of it and it costs you more.  I believe that's 

        2    the way the demand curve works. 

        3            The additional uncertainties that had been 

        4    introduced by those in question considering the evidence 

        5    collectively as opposed to a series of questions that 

        6    can be answered yes and no has its bearing on cost of 

        7    capital for innovation investments.  The example I use, 

        8    which I'm sure the economists would tell me is not quite 

        9    right, is our Polaroid case, where a judgment for $905 

       10    million was announced against the Kodak Company, 

       11    eliminating the uncertainty, and the following day, our 

       12    market value went up by $921 million.  So, we felt like 

       13    we had a pretty good day's work.  The company was worth 

       14    $920 billion more to the shareholders after we suffered 

       15    a $905 million judgment.  But the uncertainty 

       16    disappeared, and some element of that change was a 

       17    result in the elimination of the uncertainty. 

       18            I have a solution.  I don't know that anybody 

       19    else would adopt my solution, but I think we need to 

       20    restore the higher standards for patentability that 

       21    existed prior to the advent of the Federal Circuit.  If 

       22    the regional courts of appeal could be relied on to 

       23    follow the Supreme Court, and their well-developed 

       24    precedent under Graham versus John Deere, and Adams, and 

       25    the other cases that I mentioned, the quickest way to 
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        1    restore the standards for patentability that once 

        2    existed would be to restore appellate jurisdiction in 

        3    patent cases to the regional courts of appeal. 

        4            I think this fall we will have an opportunity to 

        5    discuss whether that's a good idea or not, because there 

        6    undoubtedly will be legislative proposals to undo the 

        7    Vornado case, and if you're going to debate in Congress 

        8    what is the appropriate jurisdiction of the Federal 

        9    Circuit, maybe you ought to debate in Congress what is 

       10    the appropriate jurisdiction of the Federal Circuit. 

       11            There are a couple of other issues that I think 

       12    are not quite in the mainstream of this.  One of the 

       13    papers that's available in the comments section of the 

       14    hearings is a paper by Dr. Vincent O'Brien of the Law 

       15    and Economics Consulting Group, and Vince has gone 

       16    through and done what I guess he calls it an economic 

       17    analysis, the title of it is "Economics and Patent 

       18    Damages."  It's been published in the University of 

       19    Baltimore Intellectual Property Law Journal, and Vince 

       20    demonstrates the absence of economic thinking that 

       21    governs patent damages law in the Federal Circuit. 

       22            And given the inability to get around stare 

       23    decisis, if you will, I don't know how you fix patent 

       24    damages law in the Federal Circuit, because the district 

       25    courts follow the law pronounced in the Federal Circuit, 
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        1    and it takes a very brave district court judge to decide 

        2    that the Federal Circuit which is going to hear his 

        3    appeal doesn't know what it's talking about and you 

        4    ought to rule against them. 

        5            So, one way of correcting the erroneous damages 

        6    law would be to have the appellate system reversed so 

        7    that it goes back to the regional courts of appeal, 

        8    which I have every confidence that over time would 

        9    correct the economic errors. 

       10            Final point which, again, is a stray one, but 

       11    was suggested in part by Mike Scherer when he was here 

       12    yesterday, is the Federal Circuit seems to me not to 

       13    give due credit to competition as a driver of 

       14    innovation. 

       15            And Hillary knows that I've already recommended 

       16    that the Commission needs and the people working on this 

       17    need to pay great attention to a new book by Will 

       18    Baumol, an economist at NYU and Princeton, and the title 

       19    of his book is The Free Markets Innovation Issue.  And 

       20    the essential thesis of Will's book is that in oligopoly 

       21    markets, which happens to be the kinds of markets that 

       22    we live in, the free market by placing the oligopolist 

       23    in a position of competing on innovation, is what drives 

       24    innovation, and the innovation, in fact, is routinized.  

       25    Those of us who work in industry where we have 
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        1    established research laboratories, I think can 

        2    understand what Will is talking about. 

        3            Bob made reference to it this morning, the R&D 

        4    and the investments are going to be made, whether you 

        5    get a patent or not.  And Will would not exclude the 

        6    usefulness or importance of the patent system to 

        7    fostering innovation, but I think he would urge that you 

        8    not overlook the fact that competition is a powerful, 

        9    powerful driver for innovation. 

       10            Final point I would make is that the debate 

       11    about patents in the Federal Circuit.  The debaters, if 

       12    you will, frequently pass in the night, and the defense 

       13    is raised as if the challengers were trying to destroy 

       14    the patent system, and I think that's not the case.  

       15    Certainly the people that I talk to and the people who 

       16    share my view, I've spent a professional lifetime making 

       17    a living at it, so I've got to have some affection for 

       18    it.  Our system is dysfunctional, it doesn't work well, 

       19    we need to fix it so it can do the job that it should 

       20    do. 

       21            Thank you. 

       22            MS. GREENE:  Thank you.  Still more added to the 

       23    table, and what I would like to do is to have Bhaskar 

       24    give his presentation, and then we'll have an 

       25    opportunity after that to hear Professor Dreyfuss' 
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        1    comments.  Then I would like everybody on the panel to 

        2    have an opportunity to either respond to the additional 

        3    presentations or make whatever points you've been unable 

        4    to make. 

        5            MR. BHASKAR:  I am going to talk from here, I 

        6    think I can get this going, sort of. 

        7            You know, I came here thinking that I knew 

        8    something, and as has happened to me many times --

        9            MS. GREENE:  Can you speak into the microphone? 

       10            MR. BHASKAR:  Sure.  I said that I came here 

       11    thinking that I knew something and had something to say.  

       12    But as has happened to me many times, I'm finding out 

       13    that I do not know anywhere near as much as I had 

       14    thought, let alone even as little as I would like. 

       15            So, what I have to say will sound naive and a 

       16    bit of a hash of, you know, picking and choosing from 

       17    different things that I have been hearing all day.  And 

       18    I want to start off by thinking to myself and saying it, 

       19    that one century's solution is sometimes another 

       20    century's problem. 

       21            The patent system was essentially invented at 

       22    the time when one of the greatest wealth transfers was 

       23    happening in human history.  Agricultural wealth, land 

       24    and wealth was getting transformed into industrial 

       25    wealth, and the patent system was basically an invention 
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        1    of the people for the change to industrial wealth.  The 

        2    patent system was fought by the reactionaries at the 

        3    time, and it has survived so far. 

        4            And I will say something that's totally banal 

        5    and trivial, you're going to pick up the Boston Herald 

        6    and you can no doubt read it in its wise editorials.  

        7    But the thing is, I think we are altogether birds of 

        8    another kind -- we are starting through another kind of 

        9    transfer of wealth, a different species all together, 

       10    and this is computational property. 

       11            And I think what we are talking about, and the 

       12    new difficulties that we seem to be having in the last 

       13    15 or 20 years have to do with the fact that this 

       14    transfer is taking place.  Like it or not, we have a 

       15    whole set of issues to resolve, and I do not believe 

       16    that it is possible to do this anywhere as simply or as 

       17    elegantly as the Founding Fathers did by inventing a 

       18    patent system. 

       19            So, I sort of want to say the problem before us 

       20    -- in terms of understanding the conflict between 

       21    antitrust law and intellectual property law -- is, I 

       22    believe, a very, very difficult problem.  I do not 

       23    believe that there is a simple answer to this.  And I 

       24    also come to this somewhat with a -- somewhat eccentric 

       25    set of perspectives. 
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        1            Sometimes I think like a computer scientist.  I 

        2    received my first email address I think in the fall of 

        3    1973, and somehow programming has been my life in one 

        4    form or another.  And the thing is, the problems of the 

        5    programming profession, the problems of the science of 

        6    programming has been sort of the -- how would I say 

        7    it -- the fruit fly for all these experiments that we 

        8    have been talking about, whether it's creating the 

        9    Federal Circuit, or the draft Intellectual Property 

       10    Antitrust Protection Act -- Antitrust and International 

       11    Property Protection Act I think it was, I don't think it 

       12    ever got through, but they produced a beautiful report. 

       13            The thing is that having the computer program 

       14    and having it go from being a toy to being one of the 

       15    most fundamental engines of wealth is a very big deal.  

       16    One way to know that it is a very big deal is to realize 

       17    that now it's been a fairly big engine of fraud in 

       18    recent months and years.  That, to me, proves that it's, 

       19    in fact, an engine of wealth.  So, having said that, it 

       20    seems to me it's really important to try and understand 

       21    scientific and technical realities. 

       22            The second thing that I do want to say, what 

       23    people call the economic perspective is to recognize 

       24    that there is a fundamental conflict in the public 

       25    purpose.  This fundamental conflict in the public 
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        1    purpose cannot be easily done away with by changing 

        2    procedures, by switching from jury verdicts to judicial 

        3    determination or any of those things.  Fundamental 

        4    questions like this in our system are resolved through 

        5    public debate, perhaps corrupt public debate, but 

        6    definitely public debate. 

        7            Lastly, the question of uniformity, which was 

        8    both in the statute creating the Federal Circuit, and 

        9    the draft bill before the Jack Brooks Committee in 1980, 

       10    '81 -- I think it was in the '80 to '82 Congress, both 

       11    of them mentioned uniformity a lot, and I think 

       12    uniformity is important.  I'm all for uniformity, and 

       13    I'm even for balance.  But I think that uniformity is a 

       14    management matter when it comes to the Federal Circuit. 

       15            I do not believe that it's either a -- I do not 

       16    believe it's a public policy question.  I think that to 

       17    understand -- to say that there is a need for uniformity 

       18    is a kind of docket management, but I don't see this as 

       19    rising to the level of a public policy question. 

       20            The second set of things I want to say is that 

       21    obviously it needs an empirical approach.  You know, one 

       22    of the things that I will share about computer science 

       23    is that to say in computer science that a finding is 

       24    empirical is to be abusive.  And you say it's not, you 

       25    know, the best findings are not based on facts, they're 
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        1    based on derivations on mathematics, on theory, and here 

        2    I realize I'm not using that sense, I'm saying that we 

        3    need more facts.  We have a lot of facts, but the point 

        4    is that we still do not have enough data about patent 

        5    issuance, about the Federal Circuit, and so on. 

        6            You know, the last conference I was at on 

        7    patents in D.C. was at the National Academy of Sciences, 

        8    and one of the speakers there got a really wonderful 

        9    laugh, he was the envy of any speaker, by pulling out a 

       10    patent which was maybe a year or so old, and all of us 

       11    being sort of the super ego of the patent examiner, 

       12    could say that that was an invalid patent, and we 

       13    laughed. 

       14            And the thing is I actually have back in my 

       15    office, and I will show you when you visit me, a 

       16    beautiful book by Dover, you know, published in the '40s 

       17    or '50s, it's a slim book, and it has patent -- it's a 

       18    book of patents, and one of the patents in it is a 

       19    patent of how two trains can avoid an accident, by 

       20    running into one another.  You see what happens is that 

       21    these trains have these beautiful spring-loaded things 

       22    in front of the engine for each of them, and then the 

       23    patent says they run into one another, the spring is 

       24    compressed, and they ride harmlessly over one another, 

       25    it says. 
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        1            I bring this up because it's childish amusement 

        2    for me, for a lot of times, I can always read it and 

        3    laugh.  The thing is that was a long time ago, in 1935, 

        4    and there are always patents, any bureaucracy, that are 

        5    always mistakes.  I am not comfortable saying that the 

        6    patent system that we have should be judged through the 

        7    worst cases, but I do believe that there is a problem; 

        8    but the problem is a problem of reconciling these two 

        9    public purposes, not necessarily of blaming it on one 

       10    bureaucracy or another. 

       11            And by when I say another, I'm thinking of 

       12    either the Patent Office or the Federal Circuit, or have 

       13    certain administrative constraints, and those are what 

       14    it seems to me work. 

       15            So, I suggest that it's an incommensurable 

       16    problem, and Justice Scalia in a case in 1998 wrote, 

       17    asked whatever the question was at issue, he says it's 

       18    like asking whether a line is longer or a rock is 

       19    heavier.  I want to say that much of the conflict 

       20    between patent law and antitrust law is like that.  It's 

       21    not at all easy to compare them. 

       22            Furthermore, the consumer welfare approach to 

       23    antitrust law, to patent law is not at all -- I mean, 

       24    even though I don't agree with it, even if it were, the 

       25    point is that the mathematics of it don't -- the 
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        1    consumer welfare models are simply inadequate for 

        2    dealing with any of these things. 

        3            So, now this is the part where I do not know how 

        4    I would proceed.  So, let me offer these, I might have 

        5    changed them if I had had the opportunity today, but I 

        6    sort of went through the exercise of saying, what 

        7    questions would I like students in a course to answer if 

        8    it was a course on antitrust law and intellectual 

        9    property law.  And I will leave those for you. 

       10            And then finally, the question of is the 

       11    question of uniformity as important now as it seemed in 

       12    1981?  Is the need for stable computational property 

       13    regimes trumped by the need for inter-patent uniformity?  

       14    Have we now learned enough from the Federal Circuit 

       15    experiment to proceed to beta test the next version?  

       16    Those are all questions that I would like exercised. 

       17            Thanks. 

       18            MS. GREENE:  Okay, you will all have five 

       19    minutes to write down your answers to the questions, and 

       20    then Professor Dreyfuss will grade us.  But if you can 

       21    proceed, Professor Dreyfuss. 

       22            MS. DREYFUSS:  Hillary had asked me to provide 

       23    some reflections on the discussion, and this is my 

       24    penance of not doing a presentation of my own.  It's a 

       25    particularly draconian punishment, given first of all 
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        1    the wide range and insightful input that I have to 

        2    reflect upon, and also I have been here for two days, so 

        3    actually I have twice as much to reflect on than what 

        4    you might think.  So, thanks a lot, Hillary. 

        5            But anyway, the hearings over these last two 

        6    days have addressed many difficult questions on the 

        7    interface of patent/antitrust law today and various 

        8    doctrines of patent law yesterday.  But I take it the 

        9    main question for these two days is not so much the 

       10    substance of the law as institutional design.  There are 

       11    a lot of actors here.  There's the PTO, there's the 

       12    Justice Department, the FTC, and most particularly the 

       13    courts, the CAFC, the regional circuits, the district 

       14    courts, the state courts.  The real question that we 

       15    have is what arrangement of authority is most conducive 

       16    to getting all of these difficult questions answered 

       17    correctly in a way that's most responsive to the needs 

       18    of the economy under our best understanding of 

       19    economics, and that's most faithful to the goals of 

       20    promoting the progress of science and enhancing consumer 

       21    welfare?

       22            But one feature of that design is certainly the 

       23    rules on jurisdiction.  And I think that there's general 

       24    agreement around the table of the Federal Circuit has 

       25    expanded its authority over the years and that expansion 
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        1    may now be cut back by the Vornado decision.  How much 

        2    is going to depend on how manipulatable the pleading 

        3    rules or, and I think Jim Kobak gave us a nice 

        4    discussion of rule 13(a), and it's really going to 

        5    depend a lot on what's considered compulsory and what's 

        6    considered permissive. 

        7            The real question, though, of course is whether 

        8    the Federal Circuit's jurisdiction should be broader or 

        9    narrower.  One thing that struck me on that issue is the 

       10    stark difference between yesterday's conversation and 

       11    today's conversation.  Yesterday's conversation was 

       12    mostly law professors and it was almost all law 

       13    professors and economics professors, and they expressed 

       14    quite a lot of dissatisfaction with the --

       15            MS. GREENE:  And Steve.

       16            MS. DREYFUSS:  Yes, and Steve, yes.  Steve's 

       17    everything. 

       18            And people expressed a certain amount of 

       19    dissatisfaction with the court.  Today we've had mostly 

       20    practitioners, and Steve, and I'm appalled that people 

       21    seem fairly happy, or at least when I wrote this at 

       22    lunch, people seemed fairly happy, and one small 

       23    vignette was remedies.  This morning somebody pointed 

       24    out that the court has really done a lot on remedies and 

       25    it's really great because it gives people more incentive 
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        1    to litigate.  Yesterday everybody said just the 

        2    opposite, inventing is like dancing through a mine 

        3    field, Mike Scherer said, because the court's been so 

        4    generous with remedies that now, you know, if you happen 

        5    to step on somebody's patent, you get your leg blown 

        6    off. 

        7            So, there's really been a big difference in the 

        8    way that people have thought about the court.  And my 

        9    question is sort of, why that difference?  Well, one is 

       10    maybe people have practiced before the court are less 

       11    inclined to criticize it on the public record, or maybe 

       12    it's academics can't help but grade people all the time, 

       13    as you've just pointed out.  But I think there's 

       14    probably more serious answers than that. 

       15            One answer, and here I disagree with what 

       16    Bhaskar just said.  I think that many of you feel the 

       17    importance of uniformity, that your clients need 

       18    uniformity and predictability, and you think you can get 

       19    more of it out of the Federal Circuit.  And on the 

       20    question of what does uniformity mean, I think in the 

       21    context of the Federal Circuit, it's not the legal 

       22    rules, it's the outcome of the legal rules, and I think 

       23    it for a couple of reasons. 

       24            One is that the notion of creating an expert 

       25    court was in order to apply the law to technical facts 
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        1    in cases in which the outcomes are very fact dependent.  

        2    And so that's why I think it's about outcome.  And also 

        3    I think a major goal was to avoid forum shopping, and I 

        4    think it's the outcomes that affect forum shopping and 

        5    not the rules. 

        6            Well, if that's the case, if uniformity is so 

        7    important, then I would take it that people would think 

        8    that the jurisdiction of the court should be broad 

        9    enough to include most patent questions that arise, and 

       10    that we should be arguing for a change in Vornado, and 

       11    even in expansion of Federal District Court jurisdiction 

       12    to include cases in which a patent appears as a 

       13    counterclaim. 

       14            So, also cases in which over licensing disputes 

       15    in which the patent is the thing that's being licensed. 

       16    That would eliminate the potential for forum shopping, 

       17    it would bring all the cases to the federal -- to the 

       18    CAFC, we wouldn't have races to the court house, we 

       19    wouldn't have these artful pleading problems that might 

       20    arise now.  So, if it really is about uniformity, then I 

       21    think that the recommendation would be to change 

       22    Vornado. 

       23            Now, academics were very concerned about the 

       24    content, and I actually don't think that that concern 

       25    about content was entirely missing today.  People 
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        1    expressed satisfaction with the CAFC's holdings, but 

        2    we've heard things like sweeping unnuanced dicta, and 

        3    people talking about how holdings in the mainstream, 

        4    this dicta is probably going to start trickling into the 

        5    case law, and that that might be a problem. 

        6            Also this afternoon, people loosened up a little 

        7    bit, not wild, stare undecisis Federal Circuit activism, 

        8    we heard from Cecil Quillen about uncertainty and 

        9    unpredictability in the court and from Judge Ellis as 

       10    well.  Yesterday, of course, there was a lot of talk 

       11    about the content of decisions. 

       12            This notion of obviousness standard being so 

       13    easy to meet, coupled with the very, very narrowing 

       14    scope of patents means that everyone gets a patent, but 

       15    the patent doesn't cover very much.  That would be an 

       16    okay rule, people said yesterday, if that were really 

       17    the best system, but the court never really looks at 

       18    that question of whether that's a better system or 

       19    whether the thicket of rights that's being created isn't 

       20    a really hard thing to work through and we wouldn't be 

       21    better off with fewer rights, but stronger rights. 

       22            In other words, people said yesterday that there 

       23    was kind of a lack of reference to what the economics of 

       24    the situation is turning into, and a lack of reference 

       25    to what economists would say about that.  There was talk 
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        1    yesterday about Festo, and the court's willingness to 

        2    have a very inflexible rule on prosecution history 

        3    estoppel, a rule as to no consideration or sort of 

        4    linguistics and what can language possibly capture, 

        5    simply that the Supreme Court did apply to that case. 

        6            Also things about interlocutory appeal, the lack 

        7    of interlocutory appeal after the Markman decisions, and 

        8    the court's unwillingness to pay close attention to the 

        9    ramification of its own decision in terms of how people 

       10    actually prosecute their cases through courts.  Well, if 

       11    that's the worry, if the concern is that the content is 

       12    really wrong, then of course limiting the court's 

       13    jurisdiction does make a lot of sense. 

       14            Roxanne Busey said this morning that the 

       15    antitrust bar would not have wanted a specialized court, 

       16    and I think Charles Baker accurately captured the 

       17    feeling of a lot of lawyers at that time as well.  In 

       18    that case Vornado is really a pretty good decision, 

       19    because it will take a lot of these interface questions 

       20    and bring them to the several circuits and it will also 

       21    bring more patent law questions into the regional 

       22    circuits, that will give greater intuitive change into 

       23    patent law questions. 

       24            It might mean that the Federal Circuit will have 

       25    to explain its decisions a little bit better, which 
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        1    would require them to think more about the ramifications 

        2    of its decisions, and sort of maybe get into the 

        3    mainstream on some procedural issues, also. 

        4            It would also create splits between the 

        5    circuits, as somebody pointed out, and that might lead 

        6    to the Supreme Court to grant review on substantive 

        7    patent law questions, something that it's basically not 

        8    been willing to do.  It's granted cert. on some Federal 

        9    Circuit questions, but not on very many substantive 

       10    patent law questions. 

       11            But there is the on the other hand aspect to 

       12    this.  To the extent you think the CAFC's decisions are 

       13    bad, or not very adequately reasoned, then exposing them 

       14    to a broad of context of innovation law and competition 

       15    issues more generally would actually be a good thing and 

       16    would improve the decision making in the Federal 

       17    Circuit.  If they saw more competition issues than maybe 

       18    they would be thinking more about the misuse doctrine, 

       19    they might want to revive it.  So, stripping the court 

       20    of authority in antitrust cases also has its downsides. 

       21            Now, the second institutional design issue that 

       22    we talked about was choice of law, and here I have to 

       23    say, I was just utterly surprised by the entire 

       24    discussion that we had today.  I guess if you wanted me 

       25    to say something controversial, this would be it.  This 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                       177

        1    notion of federal circuit law or regional circuit law, 

        2    this came out of Judge Markey's head.  This was not in 

        3    the statute, Markey made this up.  He made it up because 

        4    he wanted, I think he was worried that a specialized 

        5    court wasn't going to be well received.  The last few 

        6    experiments with specialization had been terrible flops, 

        7    the Commerce Court was one example, but there were lots 

        8    of other examples as well. 

        9            He thought that this would be a way to sort of 

       10    slip the Federal Circuit in.  But there's no such thing 

       11    as regional law.  I mean when we think about conflicts 

       12    of law, we're used to thinking about conflicts of law.  

       13    We think about a car accident between somebody from 

       14    Massachusetts and somebody in New Jersey and it occurs 

       15    in New York and the question is whose law applies or, 

       16    you know, something between somebody in France and 

       17    somebody in Germany and it all occurs in Japan, whose 

       18    law applies?

       19            But France and Germany and Japan and 

       20    Massachusetts, New York, even I'm told New Jersey, these 

       21    are all sovereigns.  These people have sovereign -- 

       22    these entities have sovereign authority.  That's why 

       23    there's choice of law questions, because these 

       24    sovereigns make up law. 

       25            So, there is a choice of law issue.  But just as 
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        1    Brandeis said in its hearing against Tompkins, law does 

        2    not exist with some definite authority behind it.  The 

        3    Ninth Circuit is not a sovereign.  The CAFC is not a 

        4    sovereign.  These are not sovereigns.  They're all 

        5    interpreting U.S. law.  U.S. is the sovereign in this 

        6    instant. 

        7            Of course you could have a rule that said that 

        8    each circuit has to defer to the interpretations of U.S. 

        9    law, by other circuits, but that issue was specifically 

       10    taken up at the time of the Edwards Act.  The Edwards 

       11    Act is what created the regional circuits, until then 

       12    you went from the district court to the Supreme Court.  

       13    At that time, the issue came up, should one circuit 

       14    defer to another circuit's law?  And Congress said no.  

       15    The reason they said no is actually for reasons that 

       16    we've been talking about here, because percolation would 

       17    be a good thing.  That the circuits each ought to 

       18    interpret law, that law ought to percolate among the 

       19    circuits, and then if you need a uniform law, it should 

       20    go to the Supreme Court. 

       21            So, percolation was seen as an outgrowth of each 

       22    circuit defining its own law, not circuits using each 

       23    other's law.  That was not the system that was devised.  

       24    When the CAFC came in, nothing about the Edwards Act was 

       25    changed, and so I think Congress' assumption at the time 
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        1    was that the CAFC would make up its own law. 

        2            Markey did this weird thing.  He had this weird 

        3    image of the Janice looking in the different directions 

        4    and all of that, and it might have made some sense if 

        5    the Holmes decision came out differently.  Now that we 

        6    know, now that you know that at the time the case is 

        7    filed which circuit the case is going to go to, there's 

        8    absolutely no reason for the Federal Circuit to apply 

        9    another circuit's law. 

       10            If you were deciding who was going to hear the 

       11    appeal at the time that the case was appealed, then 

       12    there would be a problem, because the district court 

       13    wouldn't know what law to apply until the appeal was 

       14    ready to be filed.  But now you know at the beginning 

       15    where the appeal is going to go to, there's absolutely 

       16    no reason to have these different circuit laws.  If you 

       17    want percolation, if you want federal values, which is 

       18    Matt Weil's term, then what you really want is for each 

       19    court to make up its own law.  Of course that would also 

       20    eliminate the problem of other regional circuits going 

       21    to apply for Federal Circuit law at the time that they 

       22    hear patent cases. 

       23            That's not the scheme that we have for there to 

       24    be deference, and I think that that scheme that we do 

       25    have has worked out awfully well over the years and that 
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        1    we probably shouldn't change it.  So, I am very puzzled 

        2    by this idea of CAFC law and Ninth Circuit law, et 

        3    cetera. 

        4            Now, I think that a little bit of this concern 

        5    about the CAFC making up its own law is actually code 

        6    for people not being all that happy with the quality of 

        7    the court's decision making.  Maybe you all don't want 

        8    to say it and you're not as willing to say it as 

        9    academics are, and if that's the real concern, then 

       10    these hearings are great, it really will give the FTC an 

       11    opportunity to think about this question of 

       12    institutional design and there are, of course, lots of 

       13    ways to change the institutional design. 

       14            Yesterday we talked about giving the PTO genuine 

       15    rule-making authority, today we talked about making the 

       16    PTO the trier of fact and giving it juries, maybe ending 

       17    this experiment, over the Federal Circuit as you just 

       18    suggested, moving the expertise to the trial level is 

       19    another possibility, instead of having a trial -- 

       20    expertise at the appellate level, having it at the trial 

       21    level. 

       22            There's also the possibility of changing the 

       23    venue rules so that you could concentrate all patent 

       24    cases in just a few circuits, for example, Judge Ellis' 

       25    court and maybe three or four or five others around the 
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        1    country so that district courts got some expertise but 

        2    there were still generalist courts, and then of course 

        3    there would have been new legislative ideas that people 

        4    have proposed, changing the presumption of validity, 

        5    changing the secondary considerations legislatively, an 

        6    opposition proceeding and many other possible 

        7    legislative changes. 

        8            So, I really look forward to what you guys come 

        9    up with.  You've got a wonderful set of issues on your 

       10    plate. 

       11            MS. GREENE:  We do indeed.  Thank you for those 

       12    insights and I want to just basically throw open the 

       13    table to let anybody who can make additional comments 

       14    that they wanted to make that they have not been able to 

       15    make. 

       16            Steve? 

       17            MR. KUNIN:  My comment is actually a carry-over 

       18    from yesterday, but I didn't have a chance to say it, 

       19    but I'm going to take advantage of the shoehorn that 

       20    Charlie Baker provided when he gave his presentation, 

       21    and briefly touched on the subject of blocking patents. 

       22            I think that there's a phenomenon that is 

       23    overlooked and perhaps because the big brouhaha seemed 

       24    to have passed because of some changes in their law.  

       25    Back in the 1980s, there was a big problem with Japan 
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        1    and it was under the general heading of patent flooding.  

        2    There was a very famous case involving a U.S. company 

        3    called Fusion Technologies, and basically what was going 

        4    on was as follows:  Because Japan had a system of 

        5    publication at 18 months of unexamined applications, it 

        6    would provide competitors of applicants, particularly 

        7    domestic competitors, to build a fence around the 

        8    originator's patent, and therefore block further 

        9    innovation by the originator by putting together 

       10    applications that were merely incremental changes over 

       11    the basic technology and just file hundreds, if not 

       12    thousands of cases to put a fence around the basic 

       13    patent so that the inventor essentially who came up with 

       14    the originally technology, in this particular case I 

       15    think Fusion Technologies was in the electric lamp 

       16    technology, but the gist of it was that coupled with the 

       17    dependent patent system -- and if you don't know what 

       18    the dependent patent system is, in Japan they had a 

       19    dependant patent system which said that you filed an 

       20    improvement patent, it automatically gave you a right to 

       21    use the patent from the basic invention. 

       22            So, what happened to Fusion Technologies was 

       23    Fusion got a whole number of people who were willing to 

       24    take licenses, for what, a very short period of time, 

       25    because what would happen is after they got -- the 
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        1    competitor got the license and got advantage of the 

        2    basic technology and a little bit of know-how, then they 

        3    take the license for a very short period of time, and 

        4    then they dump it, because they would then improve upon 

        5    it, and of course since there's a big fence around the 

        6    basic patent, there was no room to maneuver by the 

        7    originator.  And there was basically total freedom to 

        8    operate by the downstream innovators. 

        9            And essentially this led to actually 

       10    Congressional investigations in the United States, and a 

       11    seeking basically for trade sanctions to be taken by the 

       12    United States against Japan, based upon this patent 

       13    flooding phenomenon. 

       14            So, I just raise that sort of a historical note, 

       15    because most of what you hear here is the whole notion 

       16    of patent blocking, where what you're talking about is 

       17    how the originator prevents the improvement patents 

       18    innovators from being able to bring technology to 

       19    market, because they have this problem of stacked 

       20    royalties or having to pay tribute to one or more early 

       21    originators before they can compete in the marketplace. 

       22            And while I think there's empirical evidence and 

       23    studies and lots of papers written on that, I think for 

       24    the record it ought to be stated that there's the flip 

       25    side of this, too, that should not go unrecognized. 
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        1            The other quick note is, as Cecil indicated, we 

        2    have gone through the data that he used and will publish 

        3    papers to show that the asserted allowance rates are 

        4    quite overstated, that some of the assumptions are 

        5    incorrect, and also the analysis that shows in terms of 

        6    comparative allowance rates with Japan and Europe also 

        7    our use of the same data will show that, in fact, our 

        8    allowance rates are a lot lower than our counterparts.  

        9    We are going to have that data published fairly soon. 

       10            MS. GREENE:  Thank you.  Yes? 

       11            MR. HOERNER:  As I listened to the presentations 

       12    yesterday afternoon and today, and I tried to take an 

       13    overview of an overview of an overview.  I got more and 

       14    more pessimistic, and I ended up with a very Hobbesian 

       15    conclusion.  It seems to me that one could draw the 

       16    conclusion from all of this testimony that the patent 

       17    system has become so complex and cumbersome that the 

       18    very process it is designed to foster, which is 

       19    innovation, is hindered.  Too many patents are being 

       20    granted on too many minor inventions which patents and 

       21    the processes for enforcing them clog the system, vastly 

       22    increasing cost.  If this is the problem, I have no idea 

       23    what the appropriate remedies are. 

       24            MS. GREENE:  Okay.  Anybody else?  I would like 

       25    to end on a happier note. 
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        1            Yes, Charlie? 

        2            MR. BAKER:  I just have one thought about 

        3    Rochelle's, or a couple of thoughts perhaps.  She 

        4    mentioned that it seemed like some people thought the 

        5    system was great and some people thought the system 

        6    wasn't.  My view is that I came looking at this in terms 

        7    of the overall purpose of these to decide whether this 

        8    system should be changed because they've got a change in 

        9    technology importance, information technology.  And in 

       10    that view, maybe I'm just too practical, but I'm not 

       11    going to listen to the theorists or the people who can 

       12    cite a bad example, as you recognized.  You shouldn't 

       13    throw something out because of a bad example. 

       14            I don't see any great impetus to change the 

       15    system.  Now, if you want tomorrow to have a debate on 

       16    how we can improve the system, that is to -- I don't 

       17    want to change it for a new -- the differences in 

       18    technology, you want to have a new debate tomorrow, or 

       19    on litigation costs, that's fine.  If you want to have a 

       20    debate about how we improve the quality of the members 

       21    of the Court of Appeals of the Federal Circuit, 

       22    certainly that needs to be dealt with. 

       23            I mean, it's obvious if you have a court that 

       24    says you have to live within 50 miles of the court, 

       25    you're excluding a lot of qualified people from being on 
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        1    that court.  Is that a good applicant?  That's something 

        2    I didn't address in my topic, but if the issue is the 

        3    quality of the decisions coming out of the Federal 

        4    Circuit, that's at least one thing that you might 

        5    consider. 

        6            So, that to me explains the overall difference, 

        7    and what I've heard.  I think that it's perhaps somewhat 

        8    a question of half full or half empty and it's not only 

        9    a question of what are you focusing on, you're focusing 

       10    on extreme issues and how you want to tinker with it to 

       11    improve it or whether you want to radicalize it. 

       12            MR. HOERNER:  I didn't say you should. 

       13            MR. BAKER:  I didn't say you should either. 

       14            MS. GREENE:  Yes, Bob? 

       15            MR. TAYLOR:  A couple of points.  One, and I 

       16    thought that --

       17            MS. GREENE:  Can you give him the microphone, 

       18    please? 

       19            MR. TAYLOR:  A couple of points.  One, I thought 

       20    that Bhaskar's point about consumer welfare being a 

       21    difficult equation to reconcile is an extraordinarily 

       22    important one.  I think that the difference between 

       23    consumer welfare as used as the touchstone for 

       24    traditional antitrust analysis as it's being done today, 

       25    and consumer welfare in the context of intellectual 
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        1    property are quite different and we need to keep in mind 

        2    that the primary difference is the time frame. 

        3            Traditional antitrust, while it does attempt to 

        4    balance short-term consumer welfare with long-term 

        5    consumer welfare, still tends to focus on the fairly 

        6    immediate impact of a particular trade practice in terms 

        7    of assessing its legality.  Patents almost by 

        8    definition, intellectual property, by definition, rarely 

        9    is going to enhance consumer welfare in the short-term.  

       10    If you just think about the mechanism of enforcing a 

       11    patent or copyright, you are essentially removing a 

       12    competitor from the marketplace, and depending on the 

       13    market conditions, that may be completely benign as to 

       14    consumer welfare, but it's certainly not going to 

       15    enhance it. 

       16            And it often will not be benign.  A patent owner 

       17    will often be asserting any patent case where the patent 

       18    owner is claiming lost profits.  It is a market in which 

       19    there is probably going to be a short-term negative 

       20    impact on consumer welfare.  The patent system is 

       21    justified because the long-term consumer welfare gain is 

       22    thought to outweigh the short-term consumer welfare 

       23    loss, and of course that gets you into very difficult 

       24    theoretical discussions of discount rates and the 

       25    calculation of benefit to society which becomes a 
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        1    terribly imponderable problem. 

        2            And so with that, I think that's a perceptive 

        3    observation on his part, and one that I think you all 

        4    need to keep in mind as you decide where we go from 

        5    here. 

        6            The second point is Rochelle's observation that 

        7    there is no law for the regional circuits.  Having 

        8    signed a brief back at the time of the JS&A versus Atari 

        9    case when I was grappling with the very real problem of 

       10    what is the Federal Circuit going to do in terms of 

       11    procedural rules, the qualification of experts for 

       12    patent cases, and a lot of the other mundane stuff that 

       13    doesn't really relate to Title 35, district judges 

       14    sitting in California were quite accustomed to applying 

       15    a whole panoply of rules emanating from the Ninth 

       16    Circuit, and what I've always thought of as Ninth 

       17    Circuit law is just the rules that the courts in the 

       18    Ninth Circuit have gotten used to using. 

       19            And except for Teka [phonetic], which I was sort 

       20    of surprised by the concurring opinion of judge -- 

       21    Justice Stevens, in the Vornado case, because I had 

       22    forgotten Teka, except for Teka, the Court of Appeals 

       23    for the Federal Circuit is really unique.  We just have 

       24    never created a situation where cases can go in two 

       25    different directions from the same district court to 

                               For The Record, Inc.
                                Waldorf, Maryland
                                  (301) 870-8025



                                                                       189

        1    different circuit courts. 

        2            So, notwithstanding the legal theory about 

        3    whether circuits actually have their own law, I never 

        4    thought about it until I heard you say it, and I 

        5    understand the point, but I would suggest to you that 

        6    there are clearly rules that make up what looks very 

        7    much like the fabric of law, and they're different 

        8    circuit to circuit, and there's no need to reconcile 

        9    them. 

       10            MS. DREYFUSS:  Look at real choice of law, and 

       11    when you're doing a real choice of law thing, which I'm 

       12    sure you've done, you're looking at where the incident 

       13    actually occurred, where the parties lived, who's got 

       14    the greatest interest, you're not looking at what court 

       15    happens to be litigating the case, except, you know, on 

       16    procedural issues and which forum of law applies. 

       17            So, maybe you want to do it.  It's not choice of 

       18    law and traditional choice of law way of doing it, and 

       19    that's why traditional choice of law analysis is never 

       20    going to help you decide any of these questions.  So, 

       21    you're quite right, maybe for practical reasons you want 

       22    to do something like that, but then on new questions 

       23    that come up, it should be that same practicum that is 

       24    the way that you answer it.  And not through choice of 

       25    law analysis, because that's not geared to anything 
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        1    that's going on in this. 

        2            I mean, you can litigate a case in California in 

        3    which the corporation is a California -- the defendant 

        4    is a California corporation, but the infringement 

        5    occurred in Tennessee, you're not going to go apply 

        6    Sixth Circuit law, you're still going to apply Ninth 

        7    Circuit law. 

        8            MR. TAYLOR:  Yeah, it may be that the 

        9    nomenclature that was selected to deal with a completely 

       10    new problem wasn't as carefully selected as might have 

       11    been.  But I think the concept is at least a 

       12    fundamentally important and accurate one that the 

       13    Federal Circuit does have to be mindful of the practices 

       14    of the region from which a case emanates. 

       15            MS. DREYFUSS:  And I mean, some cases may -- but 

       16    I mean that still doesn't go to the question of whether 

       17    the other circuit should be applying Federal Circuit's 

       18    law when they're doing a patent case.  It's different 

       19    considerations, that's all I'm saying. 

       20            MS. GREENE:  Anybody else? 

       21            (No response.)

       22            MS. GREENE:  Okay, I'll just then make one or 

       23    two very brief comments.  First of all, Bob brought up 

       24    something that here we are, you know, at day 30 of the 

       25    hearings and you're harkening back to one of the 
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        1    discussions very early on, on February 27th in the 

        2    afternoon, actually, and because Bob had a very 

        3    interesting and valuable exchange with Commissioner 

        4    Leary, excuse me, during that hearing in which they 

        5    started to grapple with some of the ways in which patent 

        6    law versus antitrust law deal with sort of the long-term 

        7    and the short-term and that type of thing, and it's 

        8    interesting that it's, you know, sort of -- it arises 

        9    yet again.  I guess just shows that it's a fundamental 

       10    question that we need to get a handle on. 

       11            The other point I wanted to make is Charlie was 

       12    talking about sort of his sense of what the goals of the 

       13    hearings are, and I think that one of the things that 

       14    happens when you have something of this length is that 

       15    you get perhaps a slightly different snapshot of what's 

       16    happening, depending on which day or even which session 

       17    you attend.  So I would just sort of harken back to our 

       18    good old Federal Register notice that talks about how 

       19    we're focusing on the implications of antitrust and 

       20    patent law in policy for innovation and other aspects of 

       21    consumer welfare, and we really are looking at 

       22    changes -- we are looking to understand, period, and 

       23    that includes changes short of some sort of radical 

       24    change, but rather incremental change, or even not 

       25    necessarily change, just to understand what it is that 
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        1    we are currently working with. 

        2            And last but certainly not least, let me just 

        3    thank you all so much for having attended today.  

        4    Absolutely incredible panel.  Thank you very much, and I 

        5    had asked Susan DeSanti, who is our Deputy General 

        6    Counsel for Policy Studies, what should I say at the end 

        7    of the session, and her response was, "Stay Tuned."  So, 

        8    in terms of stay tuned, let me just say on behalf of 

        9    myself and all of my colleagues, Frances at the 

       10    Department of Justice, thank you all very much. 

       11            Lastly, you've heard a lot about public comments 

       12    on the record, and let me just say, we have a section of 

       13    our website which is public comments, and all of the 

       14    presentations people give today will be up on the 

       15    website, but if any of you have additional papers that 

       16    you've written that you think you want put in the 

       17    record, please email them to us, we'll have them up on 

       18    the web.  It's a very effective way to not only get the 

       19    information to us, but also have it accessible to any of 

       20    the people who are looking at the hearings. 

       21            MR. QUILLEN:  And if you know of papers written 

       22    by others that should be posted on the website, don't be 

       23    bashful about sending them along either with or without 

       24    permission. 

       25            MS. GREENE:  But we'll only post them with 
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        1    permission.  Thank you very much. 

        2            (Whereupon, at 4:20 p.m., the hearing was 

        3    adjourned.)

        4                   -    -    -    -    -
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Mr. Chairman, members of the Federal Trade Commission and Officials of

Department of Justice:

Thank you for the opportunity to testify during these important hearings. 

Examining the interface between patent law and antitrust law is always a

worthwhile exercise, and it is particularly important when we perceive basic

changes in our economy and our technology, as we do now with the increasing

importance of information technology.

My name is Charles Baker.  I am a partner in New York City office of the

intellectual property law firm, Fitzpatrick, Cella, Harper & Scinto.  In addition, I

am Chair of the Section of Intellectual Property Law of the American Bar

Association.  The Section has 21,000 members and contributes in significant ways

to the development of intellectual property law in the United States and in the

world.  In addition to providing information to the Executive Branch of the US

government, as Mr. Taylor is doing here today on behalf of the Section, our

members and committees study US and international IP laws, and the Section

provides its comments in the form of Congressional testimony, amicus briefs,

attendance at conferences that draft international treaties, and in many other ways.

Many of the submissions by the IP Law Section relate to the interface

between IP and antitrust law.  To cite two recent examples, I testified on behalf of

the Section in October, 2001 before the Committee on the Judiciary of the U.S.
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House in favor of legislation that would prohibit market power presumptions

based on intellectual property in antitrust actions, and in April of this year the IP

Law Section joined with the ABA’s Antitrust Section and its International Law

Section to provide comments to the European Community Commission’s Report

concerning block exemptions in its regulations on technology transfers.

I am here today, however, in my personal capacity.  The views expressed are

my own -- not those of my firm or the IP Law Section or the ABA.

This morning I want to focus on three subjects:

1. By way of background relative to the subject of these hearings, I want

to touch briefly on whether competition and IP law should differ in a knowledge-

based economy from what they are in any other economy.  Based on my personal

experience with large and small patent owners over many years, it seems to me

that the most important purpose of these laws, both IP and antitrust, is to

encourage investors to invest in new technologies, even though they could choose

to invest in real estate or in established businesses.  Therefore, I see no reason that

IP or antitrust law should be different in a knowledge-based economy.

2. Then I will address the topic of this panel -- the Jurisdiction of the

Court of Appeals for the Federal Circuit.  We all know that Congress created the

Federal Circuit to promote uniformity in the patent law.  It is also plain that
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Congress intended this uniformity to extend to the interface between patent law

and antitrust law.  In this context I will discuss the recent Supreme Court decision

in Holmes v. Vornado, decided June 3, 2002.  While not an antitrust law case, it

suggests that some cases that in the past might have gone to the Court of Appeals

for the Federal Circuit will now go to the regional circuits.  There are questions

about whether this opportunity for deviation from uniformity is desirable or

consistent with Congressional intent.

3. Finally, I would like to review the jurisprudence the Federal Circuit

has developed with respect to competition law.  It seems to me the Federal Circuit

has comported with Congressional intent in bringing about uniformity in the

mainstream of current law at the patent/antitrust interface.

Encouraging Investment and Promoting
Competition in a Knowledge-Based Economy

The reasons that argue for exclusive rights in inventions and creative works

are the same in a knowledge-based economy as they are in any other.  The

exclusive rights created by the patent law, copyright law and trademark law make

it easier to transfer technology or rights in other creative works through

assignment and license.  As a consequence, investors are encouraged to invest in
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them, rather than in something like real estate, and new jobs are created in new

industries.  Also, technologies and other IP rights tend to move into the hands of

those who can best develop and use them to compete effectively.  The principal

alternative to patents - - trade secrets - - would reduce the incentives for disclosure

and transfer, resulting in less use of innovations, and less building on one

invention to create further inventive benefits.  

Also, a system built mainly on trade secrets would likely favor big

businesses, which would be more able to maintain their markets through sheer

size.  Small and new firms, however, would find it difficult in a trade-secret-only

system to obtain a competitive advantage by innovating because larger firms have

more resources to reverse engineer and imitate technology.  The existence of

exclusive rights in inventions is essential for small, new firms to compete against

large, entrenched firms.

The exclusivity arising from the patent grant, like the exclusivity arising

from the ownership of prime real property, may enable the owner to charge a

higher price.  In the case of the patent grant, however, the period of exclusivity is

limited, and that limited exclusivity results solely from the patentee's disclosure to

the public, which informs even his competitors about what he is doing.  The

exclusivity is also limited in practice because usually the scope of patent claims do



1/ See SCM Corp. v. Xerox Corp., 645 F.2d 1195, 1203 (2d Cir. 1981),
cert. denied, 455 U.S. 1016 (1982) (“[T]he patent and antitrust laws
necessarily clash. . . . [T]he primary purpose of the antitrust laws -- to
preserve competition -- can be frustrated, albeit temporarily, by a holder’s
exercise of the patent’s inherent exclusionary power during its term.”).
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not cover all relevant products in a market.  As a practical matter, alternatives and

reasonably interchangeable substitutes almost always exists. 

In preparation for these hearings some people have suggested there are

“tensions” between “antitrust and IP doctrines” and questioned whether “the right

balance” has been achieved in particular areas of the interface between the two. 

The patent policy contemplated by the framers of the Constitution unquestionably

promotes and aids competition, and there is no need to “balance” any “tensions”

between IP law and patent law as properly perceived.  The creation of property

rights in inventions encourages investment in the development of new competitive

technologies.  Without those rights, there would be less competition.

At one time there was a view that a conflict existed between the intellectual

property laws, which were said to grant a “monopoly” to the intellectual property

owner, and the antitrust laws, which were said to prevent the creation or

enhancement of monopoly power.1/  The prevailing view today, however, is that

the IP laws confer property rights in the form of exclusive rights over technology

or other creative works.  These may or may not give rise to monopoly power.  A



2/ Atari Games Corp. v. Nintendo of America, Inc., 897 F.2d 1572, 1576
(Fed. Cir. 1990), citing Loctite Corp. v. Ultraseal Ltd., 781 F.2d 861, 876-
77 (Fed. Cir. 1985).

- 6 -

particular patent may offer one of several competing technological solutions and

confer no market power on its owner, or it may offer the only solution and give its

owner significant market power. 

Thus, intellectual property law and antitrust law are consistent because they

have the same ultimate objectives of promoting economic progress and consumer

welfare.  As explained in one leading case,2/

“[W]hen [a] patented product is so successful that it
creates its own economic market or consumes a large
section of an existing market, the aims and objectives of
patent and antitrust laws may seem, at first glance,
wholly at odds.  However, the two bodies of law are
actually complementary, as both are aimed at
encouraging innovation, industry and competition.” 

Another of the “general issues” for these hearings relates to the roles of

“competition law” and patent law in “fostering initial and follow-on innovation.” 

It seems to me that patent rights should be treated the same under competition law

regardless of the timing or break-through nature of an invention. 

First, Congress created no second class utility patent.  The importance of

any patent is already built into it by the patent examining process.  Its breadth is

determined by the content of its disclosure and the degree to which that disclosure
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represents an improvement over the prior art.  To the extent some difference exists

between “initial” and “follow-on” patents, that difference will be reflected in the

scope of the claims that will issue. 

Second, who is to say where “initial” innovation ends and “follow-on”

innovation begins?  These are differences that theoreticians may like to talk about,

but they have little relevance to the real world.  There are many examples of a

seemingly small innovation, created late in a development project, that makes

everything that went before it practical.  

Third, casting doubt on the quality of exclusive rights would create

confusion and destroy the value of those rights.  Should the person who owns real

property in the middle of a town that is 100 years old have different or lesser rights

from the owner of property in the middle of a new town?  The properties may have

different values, but they are the same kind of property.

Another “general issue” on the agenda for these hearings is “what should be

the standards for assessing the anti-trust significance of a unilateral refusal to

deal.”  At present Congress has made no qualification on the right of an owner of

intellectual property to refuse to use or sell something within the scope of its

issued claims.  Indeed, Section 271(d)(4) of the Patent Code explicitly reaffirms

that right.



- 8 -

Another issue presented for the hearings is whether the standard for

patentability is too low.  The main reason given for this concern is the greatly

increasing number of patents being issued.  The numbers are going up, however,

not because the standard for patentability is too low, but because more money is

being spent on research.  For example, as former Commissioner Gerry

Mossinghoff pointed out in his February 6, 2002 statement in these hearings, R&D

expenditures in the pharmaceutical industry have increased more than ten-fold in

the last twenty years, but the number of patents issued has risen at only 1/3 that

rate.  His numbers were $2.3 billion for R&D in 1981 (2,017 patents), and $30

billion in 2001 (6,751 patents).  Hence, there is no reason to “raise the bar” for

patent issuance.  More than that, the patentability standard -- “non-obviousness” --

has stood the test of time.  Written into the law fifty years ago as a codification of

the main body of moderate case law at the time, in the last 20 years it has had the

benefit of uniform interpretation by the Court of Appears for the Federal Circuit. 

This extensive use argues that we have the correct standard.  Even if it were not

the very best standard, change would create uncertainty and confusion.

Another issue is whether the subject matter of patents should be limited

(e.g., whether business methods should be excluded).  There are several reasons to

refuse to treat different areas of invention differently.  First, and again as a
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practical matter, there would be substantial problems in deciding where to draw

the line between patentable and unpatentable technology.  For example, certain

methods of doing business might be stated in terms of performing research steps;

or the patent claims might include nearly trivial tangible items, like an order form,

to remove the patent from the category of business methods.  More to the

substance, if a method of doing business is novel and non-obvious, should we not

as a country want to encourage investment to develop it and make its benefits

available to all of us?  The issuance of a couple of high-profile, potentially overly

broad business method patents should not cause us to miss the benefits of proper

patents.

Some submissions in these hearings by theoretical economists show a

general failure to appreciate the real world.  An example is the concern of some

over so-called “blocking patents.”  In the real world, these seldom arise.  It is true

that when a pioneer invention is made, no one else but the inventor can use it.  At

that stage, however, much development remains to be done, there is still

competition from the old technology, and the costs of development are high, so

few if any are interested in the unproven invention.  For example, when Chester

Carlson discovered xerography, he had a hard time finding anyone to invest in it. 



3/ Hearings on H.R. 6033, H.R. 6934, H.R. 3806 and H.R. 2414 before
the Subcommittee on Courts, Civil Liberties and Administration of Justice,
House Committee on the Judiciary, page 797, 96th Cong., 2d Sess. (1980).
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After a technology has developed, blocking patents also seldom occur because

there are ways to work around the narrow patents of a mature technology.

Uniform Appellate Review for Patent Matters

Turning to specific topic of today’s panel, with the support of both the

Carter and then the Reagan administrations, Congress created the Court of

Appeals for the Federal Circuit to be (i) a centralized national court whose

jurisdiction would include exclusive appellate jurisdiction over patent-related

cases; and (ii) a “vehicle for ensuring a more uniform interpretation of the patent

laws, thus contributing meaningfully and positively to predicting the strength of

patents.”3/  As Gerry Mossinghoff points out in his February 6, 2002 statement,

quoting successful businessman and Secretary of Commerce Malcolm Baldrige,

businessmen can deal with adversity, but they cannot handle uncertainty.



4/   See H.R. Rep. No. 97-312, at 23-24 (1981).

5/   Id. (emphasis added).

6/   S. Rep. No. 97-275, at 6 (1981).
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Jurisdiction Over Matters of the Patent/Antitrust
Law Interface

In order to achieve uniformity in patent law, Federal Circuit jurisdiction is

subject-based, rather than geography-based.  Section 1295(a)(1) provides that the

Federal Circuit has jurisdiction over cases in which the district court’s jurisdiction

was based in “whole or in part” on the patent laws of the United States.4/  The

statute thus grants the Federal Circuit jurisdiction over many non-patent issues, as

long as part of the original district court jurisdiction was based in patent law.  The

House Report envisioned that the Federal Circuit may hear a variety of issues

including “misuse, fraud, inequitable conduct, violations of the antitrust laws,

breach of trade secret agreements, unfair competition, and such common law

claims as unjust enrichment.”5/  Similarly, the Senate Report assauged the critics of

specialized courts by stating that the Federal Circuit judges “will have no lack of

exposure to a broad variety of legal problems” and that “the subject matter of the

new court will be sufficiently mixed to prevent any special interest from

dominating it.”6/    



7/   Id.

8/   Id. at 37-38 (Letter of Oct. 19, 1981, from William James Weller,
Leg. Affairs Officer).
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On the other hand, Congress did not want the assertion of specious patent

claims in the lower court to create jurisdiction in the Federal Circuit.  “If, for

example, a patent claim is manipulatively joined to an antitrust action but severed

or dismissed before final decision of the antitrust claim, jurisdiction over the

appeal should not be changed by this Act but should rest with the regional court of

appeals.”7/

As the Senate Report makes plain, when a substantial patent claim and a

related antitrust claim appear in the same case, the appeal should go to the Federal

Circuit:

Allegations of patent-misuse type of antitrust
violations do not change the nature of the case from one
in which jurisdiction was based on section 1338 of title
28. . . .  As indicated, the issues raised are patent issues
merely couched in antitrust terms.  No difficulty would
occur in the appeal of those cases to the Court of
Appeals for the Federal Circuit.  Indeed, maximum
achievement of a major goal of the bill, the provision of
reliability and uniformity in the rules to be applied in
patent cases, would require direction of the appeal in
those cases to the Court of Appeals for the Federal
Circuit.8/

 



9/ Anne M. Maher, “The Holmes Decision,” The National Law Journal,
July 8, 2002, which discusses of Holmes and its implications.  Ms. Maher
suggests that the Supreme Court, having admonished the Federal Circuit for
upsetting expectations in its Festo decision (see 122 S.Ct. 1831 (2002)),
may itself have effected in Holmes a more “seismic” change in patent law.
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Thus, Congress’s intent seems clear: at least when the antitrust claims are of

the “patent misuse” variety or otherwise present a patent policy issue that would

benefit from uniformity, the Federal Circuit should have appellate jurisdiction.

Uncertainties Created by Holmes v. Vornado

The recent Supreme Court case Holmes v. Vornado, 122 S.Ct. 1889 (2002),

however, has apparently narrowed the Federal Circuit’s jurisdiction, though the

extent of the narrowing is not yet clear.  In that case the Supreme Court held that

the Federal Circuit lacked jurisdiction over an appeal when the complaint raised

no claim arising under the patent laws, but the answer included a compulsory

patent law counterclaim.  According to Chief Judge H. Robert Mayer of the

Federal Circuit, as reported in the National Law Journal, Holmes is likely to limit

the availability of Federal Court review and permit forum shopping, and both

results may return the state of patent law to that existing before the Federal

Circuit’s creation, a situation in which diversity in the application of the patent

laws reduced the value of patents.9/  This decision may be a particular concern to



10/ Telcomm Technical Services v. Siemens Rolm Communications, Inc.
(Fed. Cir. July 2, 2002), a case based on refusal to deal in goods protected
by trade secrets. 
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litigants in cases involving patent as well as antitrust issues.  For example, in In re

Innotron Diagnostics, 800 F.2d 1077, 1080 (Fed. Cir. 1986), the Court

consolidated an antitrust suit with a patent infringement action.  The Federal

Circuit retained appellate jurisdiction in that case, but after Holmes the result

might likely be different.  As a recent example, on July 2, 2002 the Federal Circuit

transferred to the Eleventh Circuit an appeal filed in 2000 because jurisdiction in

the Federal Circuit was predicated on a patent infringement counterclaim.10/

From this it follows that Holmes may introduce conflicts in substantive law

at the patent/antitrust interface that the public thought the Federal Circuit had

settled.  Post-Holmes, the regional circuits may decide to apply Federal Circuit

patent/antitrust law precedent to their cases, or they may decide to rely on their

own circuits’ pre-1982 patent law precedent in view of any Supreme Court

precedent since 1982.  If a regional circuit follows its own precedent, law at the

patent/antitrust interface may vary between the circuits, creating unpredictability

and forum shopping, which would be contrary to Congress’s major objective in

creating the Federal Circuit.



11/ 486 U.S. 800, 809 (1988).

12/ Query whether the result in Telcomm, supra, would have been
different if the refusal to deal were based on goods protected by patents.

13/ See Nobelpharma AB v. Implant Innovations, 141 F.3d 1059, 1067-68
(Fed. Cir. 1998), also cf. In re Independent Service Organizations Antitrust
Litigation, 203 F.3d 1322, 1325 (2000) (treatment of patent issues and
copyrights issues).

- 15 -

The impact of Holmes may be moderated, however, by the passage in

Holmes (page 4 of the slip opinion) where Justice Scalia quotes from Christianson

v. Colt Industries Operating Corp.11/ for the preposition that the Federal Circuit

may have jurisdiction, even though the plaintiff’s claim is not created by patent

law, if plaintiff’s right to relief necessarily depends on a substantial question of

patent law.  Justice Scalia said, 

“The plaintiff’s well pleaded complaint must ‘establish
either that federal patent law creates the cause of action
or that the plaintiff’s right to relief necessarily depends
on resolution of a substantial question of federal patent
law . . . .’”12/ 

Choice of Law at the Interface and Competition
Policy Perspectives in the Federal Circuit

On antitrust issues, where the Federal Circuit perceives a patent policy issue

that would benefit from uniformity, it follows its own precedent, but otherwise it

will follow precedent of the circuit court of appeals for the region for the trial

court in the particular case,13/ 



14/ Windsurfing Int’l Inc. v. AMF Inc., 828 F.2d 755 (1987).

15/ Judge Posner’s recent decision in Scheiber v. Dolby Laboratories,
Inc., 2002 U.S. App. LEXIS 11878 (7th Cir., June 17, 2002), questions
Brulotte v. Thys Co., 379 U.S. 29 (1964), on modern economic reasoning. 
Query whether this will lead the Supreme Court to bring that decision up-to-
date.   

16/ 203 F.2d 1322 (Fed. Cir. 2000), cited with approval in Schering-
Plough Corp. v. Upsher-Smith (FTC, June 27, 2002) (Chappell, A.L.J.),
slip. op. at 104.  
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In those situations where the Federal Circuit has applied its own antitrust

law -- that is, where it intersects with the patent law -- the Court has done so

relatively consistently and within the mainstream of current antitrust analysis.  Its

different panels almost universally have pushed the envelope in the same

direction, apparently based upon recognition that the Court’s primary mission is to

provide uniformity and predictability in the application of patent law.

For example, in the Federal Circuit the analysis employed for finding

misuse of a patent look to the economic effect of patentees’ use of their patents. 

This began in Windsurfing14/ with Chief Judge Markey’s endorsement of Judge

Posner’s economic reasoning in USM Corp. v. SPS Technols., Inc., 694 F.2d 505,

510-14 (7th Cir. 1982).15/

As another example, in In re Independent Service Organizations Antitrust

Litigation,16/ the Federal Circuit found support for the patentee’s right to exclude

with impunity in Congressional enactment of Section 271(d)(4) of the Patent



17/ 141 F.3d 1059 (Fed. Cir. 1998).

18/ Walker Process Equipment, Inc. v. Food Machinery & Chemical
Corp., 382 U.S. 172 (1965).  

19/ Handgards, Inc. v. Ethicon, Inc., 601 F.2d 986 (9th Cir. 1979)
(Handgards I); Handgards, Inc. v. Ethicon, Inc., 743 F.2d 1282 (9th Cir.
1984) (Handgards II).

20/ Professional Real Estate Investors, Inc. v. Columbia Pictures Indus.,
508 U.S. 49 (1993).
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Code.  The Federal Circuit arguably concluded that, to the extent Section

271(d)(4) defines conduct that cannot support unenforceability, that determination

should preclude any attempt to ground an antitrust violation upon the same

conduct.  

In Nobelpharma,17/ the Federal Circuit applied its own law to settle

authoritatively that a Sherman Act Section 2 violation can be predicted upon

omissions as well as upon affirmative misrepresentations made to the PTO.  This

relatively narrow and not unexpected ruling is in many ways typical of the Court’s

handling of Walker Process18/ and Handgards19/ determinations that are an adjunct

to its steady diet of infringement litigation.  That case load requires frequent and

careful application of the Supreme Court’s PRE20/ standard.



21/ In re Independent Service Organizations, 203 F.3d 1322, 1325
(2000); Abbott Labs. v. Brennan, 952 F.2d 1346, 1354 (Fed. Cir. 1991),
cert. denied, 505 U.S. 1205 (1992).

22/ Antitrust Guidelines for the Licensing of Intellectual Property issued
by the U.S. Department of Justice and Federal Trade Commission § 2.2,
1995 WL 229332 (April 6, 1995).
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The Federal Circuit has also rejected a market power presumption for

intellectual property in the antitrust context,21/ joining with several regional

circuits and two federal antitrust enforcement agencies -- the U.S. Department of

Justice Antitrust Division and the Federal Trade Commission -- which have

rejected the presumption.  The Guidelines for the Licensing of Intellectual

Property provide:

The Agencies will not presume that a patent,
copyright, or trade secret necessarily confers market
power upon its owner.  Although the intellectual
property right confers the power to exclude with respect
to the specific product, process, or work in question,
there will often be sufficient actual or potential close
substitutes for such product, process, or work to prevent
the exercise of market power.22/

As the analysis in In re Independent Service Organizations makes

clear, as long as a patent owner does not exercise power beyond the scope of the

patent coverage (for example, by tie-ins, by extensions in time or by price fixing in

licenses), the owner may dominate the market covered by the patent, even if that is

a relevant product market for antitrust purposes.  By the grant of market



- 19 -

NY_MAIN 273733 v 1

exclusivity to the patent owner, the public obtains disclosure of the patent owner’s

improvements and encourages investment in developing that improvement to

make it available to the public.  Only when the patent owner seeks to exercise that

power beyond the patent coverage does the owner run afoul of the antitrust laws. 

As the Federal Circuit explained, a patent holder has the “right” to refuse to sell or

license in markets within the scope of the statutory patent grant.

“Xerox’s refusal to sell its patent parts [does not exceed]
the scope of the patent grant . . . .  Therefore, our inquiry
is at an end.  Xerox was under no obligation to sell or
license its patent parts and did not violate the antitrust
laws by refusing to do so.”  203 F.3d at 1328.

In sum, one seeking a predictable result in these areas will consider ensuring

that the appeal can be taken to the Federal Circuit.



Antitrust law in the Federal 
Circuit

Conflict in the public purpose



Perspectives on the public 
purpose

• Accommodating scientific and technical 

realities

• The economic perspective: monopoly 

busting versus monopoly creating

• Managerial desires: uniformity



The conflict is fundamental

• It needs an empirical approach (already 
available)

• More theory, esp. political and social theory
• A political dimension is inevitable



Theoretical perspective

• Incommensurable problem
– there may possibly be reason but certainly no rule
– As Justice Scalia wrote a long time ago, “…like asking 

whether a line is longer than a rock is heavy”
– Consumer welfare here is not a simple, single-valued, 

maximizable function; its logical and mathematical 
properties are technically speaking, pathological.



Theoretical perspective

• Possible exam questions in a graduate seminar 
might be:
1. Is the Federal Circuit a patent-holder exercising its 

legitimate rights or an anti-competitive monopoly?
2. Is its choice of law subject to an unilateral refusal to 

deal analysis or a compulsory licensing analysis?
3. Since the circuit-conflict mechanism is not available, 

who should decide questions 1 and 2?



The political dimension
1. Is the question of uniformity as important now 

as it seemed in 1981?
2. Is the need for stable computational property 

regimes trumped by the need for inter-patent 
uniformity?

3. Have we now learned enough from the Federal 
Circuit experiment to proceed to beta-test the 
next version?

1.No
2.No
3.Yes









































 
 
 
 
 
 
 
 
 
 

REPORT ON THE 
UNITED STATES COURT OF APPEALS FOR 

THE FEDERAL CIRCUIT 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Section of Antitrust Law 
American Bar Association 

July, 2002 
 

 



 

 
 
 
 
 
 
 
 
 
 

REPORT ON THE 
UNITED STATES COURT OF APPEALS FOR 

THE FEDERAL CIRCUIT 
 
 
 
 
 
 
 
 
 

Section of Antitrust Law 
American Bar Association 

July, 2002 
 
 
 
 
 
 
 

Task Force: 
 George G. Gordon, Chair 
 James B. Kobak, Jr. 
 Suzanne T. Michel 
 Harvey I. Saferstein 
 Scott A. Stempel 
 
Intellectual Property 

Committee: 
 M. Howard Morse, Chair 

 

 
  



 

PREFACE 

 As chair of the Section of Antitrust Law, I am pleased to offer this Report on the United 

States Court of Appeals for the Federal Circuit.  The Task Force has produced an even-handed 

discussion of the role of the Federal Circuit, a topic that often engenders controversy.  The Report 

is not offered in support of any position.  It is offered in the belief, which was endorsed by the 

Council of the Section of Antitrust Law, that a publication of this type will increase the 

knowledge of all those interested in the Federal Circuit and its antitrust rulings.   

 The Report details the formation of the Federal Circuit and Congress’ vision for that 

court, traces the reach of the court’s appellate jurisdiction through the Supreme Court’s June 2002 

decision in Holmes v. Vornado, and identifies the key areas where the Federal Circuit has 

developed its own law rather than follow the law of the regional circuits. 

 The Federal Circuit stands at an important place near the crossroads of antitrust law and 

intellectual property law.  This comprehensive history will provide a reference source for all 

participants in the discussion over the past and future role of the Federal Circuit. 

 The Section is indebted to the members of the Task Force for their many hours of hard 

work.  To George Gordon, who chaired the Task Force, James Kobak, Suzanne Michel, Harvey 

Saferstein, and Scott Stempel, who served on the Task Force, Will Tom, who reviewed the Task 

Force’s report, and Howard Morse, the Chair of the Intellectual Property Committee, who formed 

the Task Force and shepherded the Task Force’s report from beginning to end, the Section 

expresses its appreciation. 

 

Roxane C. Busey 
Chair, 2001-2002 
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Introduction and Summary Overview1 

 Few areas of antitrust law have sparked as much intense debate as the interface between 

antitrust and intellectual property.  Among the areas of current controversy are the conditions 

under which intellectual property holders may refuse to license rivals, the terms under which 

parties may settle patent infringement litigation and how intellectual property assets should be 

treated in the context of merger analysis.  These and other intellectual property-antitrust issues are 

merely the most recent manifestations of a long-standing debate on the appropriate relationship 

between these two areas of law.  At one end of the spectrum is a view that antitrust rules should 

never interfere with the ability of intellectual property owners to do what they want with their 

property.  At the other end is a view that antitrust law should be employed to circumscribe the 

scope of an inherently anticompetitive bundle of rights.  Most courts, commentators and 

practitioners fall somewhere along a spectrum between these two extremes.  Indeed, the more 

recent trend in the courts, and at the agencies, is to treat intellectual property as similar to other 

forms of property and not view it as conferring a monopoly or any special privileges under the 

antitrust laws. 

 The Court of Appeals for the Federal Circuit (“CAFC” or “Federal Circuit”) has become 

an important participant in this long-running intellectual property-antitrust debate.  The Federal 

Circuit’s importance in this area of the law has increased significantly as a result of the court’s 

recent jurisprudence on its own jurisdiction and choice of law rules.  The Intellectual Property 

Committee of the ABA’s Antitrust Section established a Task Force to study the consequences of 

these developments in Federal Circuit law for antitrust law.  When Federal Trade Commission 

                                                 
1  The Task Force wishes to acknowledge the invaluable contributions of Alison Donahue 

Kehner, Hima Mallampati and Noel Paladin-Tripp in preparing this Report. 

  



 

Chairman Timothy J. Muris identified the “Federal Circuit’s substantive impact on competition 

law” as one of the topics that the Federal Trade Commission and the Department of Justice would 

consider during the agencies’ hearings on intellectual property - antitrust issues,2 the Task Force 

began to prepare this Report for submission in connection the hearings.  Our hope is that the 

Report will contribute to the agencies’ efforts to assess the significance and consequences of the 

Federal Circuit’s increasing role in shaping antitrust law. 

 The idea behind the Task Force’s study of the role of the Federal Circuit in developing 

antitrust law was sparked in large part by a statement in the amicus curiae brief of the United 

States opposing certiorari in CSU, LLC v. Xerox Corp., 203 F.3d 1322 (Fed.Cir. 2000), 

suggesting that “the Court allow the[] difficult issues [in that case] to percolate further in the 

Courts of Appeals.”  There was a perception among some observers that -- given the Federal 

Circuit’s expanding view with respect to its own jurisdiction -- regional courts of appeals might 

never consider the patent-antitrust issues raised in CSU and other cases.  That is, rather than 

percolate in the various courts of appeals, future cases would likely all be heard by the Federal 

Circuit.  Given the limited number of cases that the Supreme Court reviews, particularly with the 

absence of a circuit court split, instead, the Federal Circuit may be as a practical matter the court 

of last resort and may set antitrust policy at the antitrust-intellectual property interface.  Indeed, to 

date, the Supreme Court has reviewed no Federal Circuit decisions involving antitrust issues, 

highlighting the Federal Circuit’s importance in developing antitrust law. 

 During the course of the Task Force’s work, the Supreme Court granted certiorari and 

addressed the scope of the Federal Circuit’s jurisdiction in Holmes Group, Inc. v. Vornado Air 

Circulation Sys. Inc., 122 S. Ct. 1889 (2002) .  In Holmes, the Court held that the Federal Circuit 

                                                 
2  Prepared Remarks of Chairman Timothy J. Muris before the American Bar Association, 

Antitrust Section Fall Forum, Washington DC, November 15, 2001. 
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does not have jurisdiction over appeals  in cases in which the patent claim is raised in a 

counterclaim as opposed to the complaint.  While that case did not involve an antitrust claim, its 

effect on the Federal Circuit’s role in the development of antitrust law is potentially significant.  

Because it is so recent, however, the effect of this holding on the Federal Circuit’s role in the 

development of antitrust law remains to be seen.   

 This Report is primarily intended to educate and inform the agencies and the bar 

regarding the development of the Federal Circuit law on jurisdiction and choice of law.  To that 

end, the Task Force Report is organized in three sections.  The first section provides an overview 

of the history of the creation of the Federal Circuit, including the legislative history regarding 

Congress’ intent in creating the court.  The legislative history reveals that Congress intended the 

Federal Circuit’s jurisdiction to be narrowly circumscribed, but also anticipated that, in certain 

circumstances, the court would consider appeals related to antitrust issues.  From the legislative 

history, it can be argued that Congress contemplated that the Federal Circuit might have some 

role in shaping antitrust law -- in particular where antitrust claims are based on patent prosecution 

practices or certain types of licensing practices -- but that Congress also expected the court to 

zealously guard against the expansion of that role beyond areas implicating the development of 

patent law. 

 The second section summarizes the current state of the law on Federal Circuit 

jurisdiction.  It begins by examining the Supreme Court’s decision in Christianson v. Colt 

Industries Operating Corp., 486 U.S. 800 (1988), and then looks at the Federal Circuit cases 

related to its appellate jurisdiction over certain cases in the following circumstances: (1) where 

there is a patent claim combined with a non-patent claim or counterclaim; (2) where a patent 

claim was raised as a counterclaim in a non-patent case; (3) where patent claims were dismissed 

or withdrawn; (4) where patent claims and non-patent claims were separated for trial under Fed. 
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R. Civ. P. 41(b); and (5) where a partial final judgment under Fed. R. Civ. P. 54(b) was entered.  

Section II also discusses jurisdictional issues in cases involving non-patent claims that necessarily 

depend upon the resolution of a substantial question of patent law, such as cases involving 

contract disputes relating to patents and false statements regarding patent rights.  The section 

concludes with a discussion of the Federal Circuit’s jurisdiction to review orders of the Federal 

Trade Commission. 

 The third and final section explores the development of the Federal Circuit’s choice of 

law rules in antitrust cases (and the Federal Circuit’s antitrust jurisprudence) both before and after 

Nobelpharma AB v. Implant Innovations, Inc., 141 F.3d 1059, 1068 (Fed. Cir. 1998), in which the 

court held that it would apply its own law to “an antitrust claim premised on stripping a patentee 

of its immunity from the antitrust laws.”  In examining the pre-Nobelpharma cases, the Report 

discusses the fact that the Federal Circuit had the opportunity to “make” antitrust law long before 

its decision in Nobelpharma.  In particular, it focuses on Federal Circuit cases in which there was 

no regional circuit law on the particular issue, and cases in which the court simply followed its 

own precedent rather than applied the law of the regional circuit.  In addition, the section also 

discusses antitrust claimants’ relatively poor record before the Federal Circuit and whether that 

record reveals an antipathy toward antitrust principles or simply the weakness of the antitrust 

theories involved.  The third section concludes with an analysis of the Federal Circuit’s treatment 

of antitrust issues after Nobelpharma and reviews a number of decisions that flesh out the court’s 

view of antitrust law and its ability to apply its own law to key issues, including C.R. Bard, Inc. v. 

M3 Systems, Inc., 157 F.3d 1340 (Fed. Cir. 1998), Midwest Industries, Inc. v. Karavan Trailers, 

Inc., 175 F.3d 1356 (Fed. Cir. 1999), Intergraph Corp. v. Intel Corp., 195 F.3d 1346 (Fed. Cir. 

1999), and CSU v. Xerox, 203 F.3d 1322 (Fed. Cir. 2000). 
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 Whether or not one agrees with the outcome of these cases, one thing is clear: the Federal 

Circuit is having an impact on the development of antitrust law.  That impact is the result of the 

combined effect of the court’s expanding view of its own jurisdiction and its decision to develop 

a body of Federal Circuit antitrust law on patent-antitrust issues.  While the Supreme Court in 

Holmes may have limited the Federal Circuit’s jurisdiction, the Federal Circuit’s influence on the 

development of antitrust law will undoubtedly continue to be significant. 
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Discussion 

I

A

                                                

. The Creation of the Court of Appeals for the Federal Circuit 

. The Predecessors Of The Federal Circuit 

 In 1982, Congress passed the Federal Courts Improvement Act (“FCIA”).  Among other 

important changes to the federal court system, the FCIA created a new court--the United States 

Court of Appeals for the Federal Circuit.3  As described by the Honorable Howard T. Markey, 

former Chief Judge of the CAFC, the court “rose from the ashes of two former courts”--“the 127 

year old United States Court of Claims and the 73 year old United States Court of Customs and 

Patent Appeals [CCPA].”4 

 Prior to the merger of these two courts into the CAFC, the primary responsibility of the 

CCPA was to decide appeals from decisions of the Patent and Trademark Office concerning 

applications for patents and trademark registrations.5  The CCPA also had jurisdiction over 

appeals from decisions of the Court of International Trade (formerly the Customs Court), which 

related primarily to actions against the federal government under the Tariff Act, and appeals from 

the United States International Trade Commission.  The Court of Claims, in turn, primarily 

exercised jurisdiction over a variety of types of claims brought against the United States for 

 
3   Federal Courts Improvement Act of 1982, Pub. L. No. 97-164, 96 Stat. 25 (1982).  

Additionally, the FCIA created the Claims Court from the trial division of the former 
Court of Claims, created modernized procedures for that court, authorized the transfer of 
cases and appeals between federal courts to cure jurisdictional defects, provided a 
uniform interest rate on judgments, and made several reforms in the administration of 
federal courts. See id.; see also Charles W. Adams, The Court of Appeals for the Federal 
Circuit:  More than a National Patent Court, 49 Mo. L. Rev. 43, 44 (1984) (describing 
other aspects of FCIA).   

4   United States Judicial Conference Committee on the Bicentennial of the Constitution of 
the United States, United States Court of Appeals for the Federal Circuit:  A History 
1982-1990, at 1 (1991) [hereinafter “History of the CAFC”].   

5   John B. Pegram, Should There Be a U.S. Trial Court with a Specialization in Patent 
 Litigation?, 82 J. Pat. & Trademark Off. Soc'y 765, 770-71 (2000). 
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compensation, including actions seeking compensation for use or manufacture of a patented 

invention by or for the United States.6 

 Although the CAFC inherited the jurisdiction of the United States Court of Claims and 

the CCPA, its jurisdictional grant was broader than that of its predecessor courts.  As one of its 

new responsibilities, Congress granted the CAFC jurisdiction over appeals from final decisions of 

the federal district courts in patent cases where the trial court’s jurisdiction “was based, in whole 

or in part,” on 28 U.S.C. § 1338.7  Thus, Congress granted the newly created CAFC exclusive 

appellate jurisdiction over patent cases that were previously heard by the regional circuit courts of 

appeals.   

 This grant of exclusive appellate jurisdiction limited by subject matter rather than 

geography was, by far, the most significant and controversial aspect of the FCIA.  Indeed, long 

before Congress created the CAFC in 1982, the idea of creating a specialized court of appeals 

with nationwide jurisdiction was the subject of much debate among legislators, jurists and 

members of the bar.  As one commentator noted at the passage of the FCIA in 1982, “the idea of 

a single court for patent cases is far from a new idea.”8 

                                                 
6  Id.; see also Lionel M. Lavenue, Survey of Government Contract Cases in the United 

States Court of Appeals for the Federal Circuit:  1997 in Review, 47 Am. U. L. Rev. 
1393, 1489 n.24 (1998) (noting that Congress first created Court of Claims in 1855 to 
provide a forum in which a party could sue the United States on a contract claim).  

 
7   28 U.S.C. § 1295(a)(1). 

8  Jack Q. Lever, Jr., The New Court of Appeals for the Federal Circuit  (Part I), J. of 
Patent Off. Soc’y 178, 186 (Apr. 1982). 
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B

                                                

. The Early Thinking On A National Court Of Appeals 

 The CAFC’s modern roots can be traced to the early 1970’s,9 when it became apparent to 

many that the Supreme Court’s overcrowded docket made it impossible for the Court to hear and 

resolve many important cases involving inter-circuit conflicts.  In 1971, Chief Justice Burger 

appointed a study group -- the “Freund Committee” -- to consider the problems caused by the 

Supreme Court’s growing caseload and to propose possible reform measures.10  The Committee 

ultimately proposed that Congress create a National Court of Appeals that would be responsible 

for screening all petitions for certiorari, approving certain cases for Supreme Court review, 

deciding certain cases involving inter-circuit conflicts, and denying review in the remainder of 

cases.11  Among alternatives to forming a National Court of Appeals, the Committee considered 

but rejected creating specialized courts of appeal to eliminate congestion of the Supreme Court’s 

docket.12   

 Although Congress ultimately did not act on the Committee’s controversial 

recommendations, its findings sparked further interest in the problems inherent in the structure of 

the federal court system.  In 1972, Congress created the Commission on Revision of the 

Appellate System (hereinafter “the Hruska Commission”) and empowered it to “study the 

structure and internal procedures of the Federal courts of appeal system” and to issue a report to 

 
9  For a recent historical overview of the Federal Circuit tracing its history back to 1887, see 

Paul M. Janicke, To Be Or Not To Be: The Long Gestation Of The U.S. Court Of Appeals 
For The Federal Circuit (1887-1982), 69 Antitrust L.J. 645 (2002). 

10   The Committee was named after its chairman, Professor Paul A. Freund of Harvard Law 
School.  History of the CAFC, supra note 4, at 3. 

11    Id.; Federal Judicial Center, Report of the Study Group on the Caseload of the Supreme 
Court, 57 F.R.D. 573, 590-95, 611 (1972). 

12  Notably, the Freund Committee did not address specifically the idea of a specialized 
patent court.  Lever, supra note 8, at 187, n.33. 
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Congress.13  The Hruska Commission found that the then-current structure of the federal court 

system and the overcrowded Supreme Court docket caused inter-circuit conflicts and virtually no 

opportunity to provide national uniformity in many complex areas of the law.14  It specifically 

noted that in the area of patent law, “the lack of definitive declaration of national law,” and the 

resultant forum shopping, was “particularly acute.”15  Based on the results of a survey of patent 

attorneys, the Commission’s patent consultants concluded:   

 Our collective experience over the 20 years or so each of us has been 
active in the field led us to believe that the lack of uniformity in 
decisions on patent-related issues has been a widespread and continuing 
fact of life.  This study merely confirms our judgment that it has been 
and continues to be a problem.  The inevitable consequence of this fact is 
that patent owners and alleged infringers spend inordinate amounts of 
time, effort and money jockeying for a post position in the right court for 
the right issues. . . . Patentees now scramble to get into the 5th, 6th and 7th 
Circuits since the courts there are not too inhospitable to patents whereas 
infringers scramble to get anywhere but these circuits. Such forum 
shopping not only increases litigation costs inordinately and decreases 
one’s ability to advise clients, it demeans the entire judicial process and 
the patent system as well.   

 It is our view that the principal cause of circuit-to-circuit deviations in 
the patent field stems from a lack of guidance and monitoring by a single 
court whose judgments are nationally binding. . . . The Supreme Court is 
simply just too busy to perform anything even resembling a monitoring 
function on patent-related issues.16   

                                                 
13   Pub. L. No. 92-489, 86 Stat 807, amended by Pub. L. No. 93-420, 88 Stat. 1153.   

14   Comm’n on Revision of the Federal Court Appellate System, Structure and Internal 
Procedures:  Recommendation for Change, 67 F.R.D. 195 (1975). 

15   Id. at 220.  The Commission studied other areas of the law, including antitrust, but the 
problems identified in the area of patent law were most acute. 

16  Id. at 370.  The Commission’s patent law consultants were Professor James B. Gambrell 
of New York University Law School and Donald R. Dunner, Esq., of Washington, D.C. 
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  Ultimately, the Commission proposed that a generalized National Court of Appeals could 

correct the legal uncertainty created by inter-circuit conflicts and fill the void left by the Supreme 

Court’s inaction in the “complex field” of patent law.17 

  The Hruska Commission also considered an alternative proposal to form a specialized 

court of patent appeals to eliminate the lack of uniformity in the patent law and the opportunity 

for forum shopping.  It determined, however, that specialized courts “would not be a desirable 

solution either to the problems of the national law or . . . to the problems of regional court 

caseloads.”18  The Commission noted the perceived disadvantages to forming a specialized patent 

court, including the lack of regional influence in complex matters, the potential for judges to 

become subject to “tunnel vision” because of the narrow range of cases heard, and the possibility 

that jurists would “impose their own views of policy even where the scope of review under the 

applicable law is supposed to be more limited.”19  Although most disagreed with the Hruska 

Commission’s proposal to establish another tier of federal appellate review, the report’s findings 

raised awareness of the problems created by the lack of uniformity in the application of the patent 

laws.20   

                                                 
17  Id.  The Hruska Commission also appointed consultants to study, inter alia, the field of 

antitrust law and to report whether problems with uncertainty in that area of the law 
existed.  The antitrust consultant reported “a consensus that uncertainty and inter-circuit 
conflict do not significantly affect antitrust cases as distinguished from other categories 
of legal controversies.”  Id. at 371. 

18  Id. at 234. 

19  Id. at 235.  The Hruska Commission cited other downsides to forming a specialized court, 
including the possibility that there would be a reduced incentive to produce a thorough 
and persuasive opinion, the possibility that the court would lack the prestige associated 
with regional circuits, and the fact that the advantages of decision-making by generalist 
judges would diminish.  Id. 

20  See History of the CAFC, supra note 4, at 4.   
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 The next significant step toward the creation of the CAFC came in 1978, when the Justice 

Department issued a memorandum from the Office for the Improvements in the Administration of 

Justice (“OIAJ”).21   Drawing on the previous studies on the subject, the memorandum proposed 

for the first time the creation of a specialized court of appeals that would be on the same level as 

the regional courts of appeals by merging the Court of Claims and the CCPA.22  The 

memorandum proposed that the new court of appeals would retain the appellate jurisdiction of its 

predecessor courts, and would also exercise exclusive appellate jurisdiction in civil tax, 

environmental and patent cases.   

 It also proposed that, unlike the regional circuits, the jurisdiction of the newly created 

court of appeals would be limited by subject matter rather than geography.  The Justice 

Department eventually modified its proposal to eliminate the CAFC’s exclusive jurisdiction in tax 

and environmental cases.  In February 1979, President Carter appeared before Congress and 

announced his support for legislation to create the CAFC.23 

C

                                                

. The Legislation And Congressional Debates 

 During 1979, the Senate and House of Representatives responded to the Carter 

Administration’s proposal and considered legislation regarding the formation of the CAFC.  

Senate bills S. 677 and S. 678 proposed the creation of an additional court of appeals that would 

 
21   The OIAJ was created during the Carter administration by Attorney General Griffin B. 

Bell.  

22   Adams, supra note 3, at 60.  The OIAJ developed its proposal by considering the 
criticisms of the reports by the Hruska Commission and the Freund Committee.  
Specifically, the OIAJ’s proposal sought to, inter alia, avoid the creation of a fourth tier 
to the federal judicial system, avoid undue specialization of judges, maintain the prestige 
of other courts, preserve the availability of Supreme Court review, and minimize 
jurisdictional disputes.  Id.  

23   History of the CAFC, supra note 4, at 5; see also Lever, supra note 8, at 192 n.42 (citing 
125 Cong. Rec. H. 911, daily ed.). 
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exercise exclusive jurisdiction over patent and trademark appeals.24  After hearing extensive 

testimony on the subject, the Senate Subcommittee on Courts revised the bills and reintroduced S. 

1477, which was similar in most respects to S. 677 and S. 678 except that it eliminated the 

previous grant of exclusive jurisdiction over trademark appeals.25  Similarly, members of the 

House of Representatives introduced H.R. 3806, which also proposed the formation of the 

CAFC.26  While the Senate and House conference committee reached a compromise between S. 

1477 and H.R. 3806, the compromise version ultimately was withdrawn because of a proposal to 

add an unrelated amendment to the bill.27 

 The following year, legislators again introduced bills into the Senate and House of 

Representatives to establish the CAFC.  The Senate Subcommittee on the Courts held extensive 

hearings on S. 21, which contained substantially the same provisions as S. 1477 from the previous 

year.28  Similarly, the House Subcommittee on the Courts held hearings on the House’s 

counterpart to S. 21, H.R. 4482.29  Interested parties presented virtually the same testimony and 

arguments at the hearings before both houses of Congress.  Additionally, many of the witnesses 

had offered their views in connection with previous proposed legislation and the studies 

performed by the Hruska Commission and the Freund Committee.    

                                                 
24   The Judicial Improvement Act of 1979, S. 677, 96th Cong. (1979); S. 678, 96th Cong. 

(1979); see also Lever, supra note 8, at 192. 

25   S. 1477, 96th Cong. (1979); see also Lever, supra note 8, at 194. 

26   Court of Appeals for the Federal Circuit, H.R. 3806, 96th Cong. (1979); see also Lever, 
supra note 8, at 195. 

27   Lever, supra note 8, at 195-96 & n.51; History of CAFC, supra note 4, at 6. 

28   S. 21, 97th Cong. (1981). 

29   H.R. 4482, 97th Cong. (1981). 
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 Testimony during the Senate and House hearings focused on the problems created by the 

differences between the various regional circuits’ application of patent law, the risks of 

establishing a specialized court of appeals and, in particular, the extent to which a specialized 

patent court would have jurisdiction over non-patent issues, including antitrust issues.  Relying 

extensively on the Hruska Commission report, supporters of the legislation observed that the 

inter-circuit conflicts greatly increased the expense of litigation because of the forum shopping 

that occurred.30  They also noted the more fundamental concern that the lack of uniformity in the 

application of the patent laws impacted business planning, as patent holders could not determine 

with any reasonable degree of certainty the extent of their legal rights in an invention because the 

scope of those rights depended, in large part, on geography.31  By centralizing patent appeals, 

supporters believed that business planning would become easier “as more stable and predicable 

patent law is introduced.”32   

 Based on the evidence presented, the House Report declared that the central purpose of 

the legislation was “to reduce the widespread lack of uniformity and uncertainty of legal doctrine 

that exist in the administration of patent law.”33  Similarly, the Senate Report noted the “special 

need for uniformity” in the area of patent law and stated that the FCIA “provides a new forum for 

                                                 
30   E.g., H.R. Rep. No. 97-312, at 21-22 (1981) [hereinafter “House Report”]. 

31  Id.  In this regard, Former Secretary of Commerce Philip M. Klutznick testified that 
“[d]ecisions to file patent applications and to invest in commercializing inventions would 
be improved meaningfully as a result of the greater uniformity and reliability made 
possible.”  Id.; see also History of the CAFC, supra note 4 at 11 (noting that “if an 
inventor could not be sure that his patent rights would be respected in the marketplace, or 
enforced in the courts, he was deprived of important incentives to research and 
development”). 

32    House Report, supra note 30, at 23. 

33   Id.  The House Report also noted the additional advantage that the CAFC would reduce 
the workload of the regional circuits, although “case management was not the primary 
goal of the legislation.”  Id.  
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the definitive adjudication of selected categories of cases.”34  Notably, however, the Senate 

Report clearly indicated that the Judiciary Committee did not intend for the CAFC’s jurisdiction 

to extend beyond the subject matter for which it was created.  The Report stated that “[t]he 

committee has determined that an adequate showing has been made for nationwide subject matter 

jurisdiction in the areas of patent and claims court appeals.  It must be understood, however, that 

it is not the committee’s judgment that broader subject matter jurisdiction is intended for this 

court.”35 

 Opponents of the legislation argued primarily that the creation of a specialized court was 

not an appropriate solution to the problems associated with patent litigation.36  Citing the 

criticisms voiced in the Hruska report, many argued that: (1) judges in a specialized court would 

take “too limited a view toward the development of the law,” i.e., develop “tunnel vision” that 

would decrease development of new ideas; (2) judges would impose their own views of policy; 

(3) there would be a reduced incentive to produce persuasive and thorough opinions; (4) regional 

influence would be diluted; (5) judges could be influenced more readily by special interest groups 

and become “pro-patent” or “anti-patent,” with limited opportunities to correct any such bias 

because the decision-making power would be centralized; and (6) the creation of a specialized 

                                                 
34   S. Rep. No. 97-275 at 4 (1981), 1982 U.S.C.A.A.N. 30, 44-45 [hereinafter “Senate 

Report”]. 

35    Id.  

36   E.g., id. at 40-41 (additional views of Senator Max Baucus on the FCIA).  Opponents 
also questioned whether the problems of forum shopping and inter-circuit conflict were 
as serious as the proponents of the legislation had claimed.  E.g., House Report, supra 
note 30, at 147 (Dissenting Views of F. James Sensenberger) (stating that “[p]roponents 
of H.R. 4482 have not demonstrated persuasively that there is a serious problem with 
conflicts between the circuits in those areas of substantive law that would be assigned to 
this new court”); Lever, supra note 8, at 200-01. 
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court would “remov[e] [the] patent system from legal mainstream.”37  Interestingly, echoes of this 

criticism can be heard in Justice Stevens’ concurrence in Holmes: 

An occasional conflict in decisions may be useful in identifying 
questions that merit this Court’s attention.  Moreover, occasional 
decisions by courts with broader jurisdiction will provide an antidote 
to the risk that the specialized court may develop an institutional bias.  

Holmes, 122 S. Ct. at 1898. 

 The House Report responded to these concerns as follows: 

 By combining the jurisdiction of the two existing courts along with 
certain limited grants of new jurisdiction, the bill creates a new 
intermediate appellate court markedly less specialized than either of 
its predecessors and provides the judges of the new court with a 
breadth of jurisdiction that rivals in variety that of the regional courts 
of appeals.  The proposed new court is not a “specialized court.”  Its 
jurisdiction is not limited to one type of case, or even to two or three 
types of cases.  Rather, it has a varied docket spanning a broad range 
of legal issues and types of cases.  It will handle all patent appeals and 
some agency appeals, as well as all other matters that are now 
considered by the CCPA or the Court of Claims. . . . The CCPA 
decides patent and customs cases from several sources, and those 
cases often include allegations of defenses of “misuse, fraud, 
inequitable conduct, violations of the antitrust laws, breach of trade 
secret agreements, unfair competition, and such common law claims 
as unjust enrichment.”38 

 
The Senate Report offered a similar reply to those criticisms, adding that “[t]he judges will have 

no lack of exposure to a broad variety of legal problems, . . . [and] the subject matter of the new 

court will be sufficiently mixed to prevent any special interest from dominating it.”39 

                                                 
37   Lever, supra note 8, at 203-04 & nn.72, 73 (citing various portions of legislative history 

of H.R. 3806, H.R. 2405, S. 677 and S. 678). 

38   House Report, supra note 30, at 19 (quoting statement submitted to Hruska Commission, 
May 20, 1974) (internal footnotes omitted).  

39   Senate Report, supra note 34, at 6. 
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 Opponents of the legislation also voiced objection to the scope of the court’s appellate 

jurisdiction over patent cases in the district courts.  Section 1295(a)(1), as enacted, provides that 

“the United States Court of Appeals for the Federal Circuit shall have exclusive jurisdiction--. . . 

of an appeal from a final decision of a district court of the United States . . . if the jurisdiction of 

that court was based, in whole or in part, on section 1338 of this title . . . .”40  Thus, the CAFC’s 

appellate jurisdiction under § 1295(a)(1) is defined in relation to the district court’s subject matter 

jurisdiction over the entire action.41   

 Many believed the CAFC’s jurisdictional grant was overly broad, and that the language 

could be construed to mean that the CAFC would exercise jurisdiction over any case in which a 

patent issue was raised by any party.  Rather than attempting to formulate specific rules for 

determining the boundaries of the CAFC’s jurisdiction in various situations, Congress left it to 

the court to develop its own standards on a case-by-case basis.  Nevertheless, the Senate and 

House Reports provided general guidance on the issue.  The Senate Report stated: 

Concern has been expressed that the [CAFC] will appropriate for 
itself elements of Federal law under its section 1295(a)(1) grant 
of jurisdiction.  It has been argued that a jurisdictional grant to 
the new court to consider appeals from a district court when 
jurisdiction was based “in whole or in part,” on section 1338 of 
title 28 (which confers on the district courts original jurisdiction 
of any civil action arising under an act of Congress relating to 
patents . . .) is too broad and that specious patent claims will be 
tied, for example, to substantial antitrust claims in order to 
create jurisdiction under 28 U.S.C. § 1338.  This is a substantial 
requirement.  Immaterial, inferential and frivolous allegations of 
patent questions will not create jurisdiction in the lower court, 
and therefore there will be no jurisdiction over these questions in 
the appellate court.  As stated above, it is a canon of construction 

                                                 
40   28 U.S.C. § 1295(a)(1). 

41   As the House Report explains:  “if the district court has jurisdiction . . . on the ground 
that the case arises under the patent law, the appeal in that case[] will go” to the CAFC.  
House Report, supra note 30, at 23-24. 
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that courts strictly construe their jurisdiction.  Therefore, the 
committee is confident that the present language will not pose 
undue difficulties. 

 
This measure . . . is not intended to create forum shopping 
opportunities between the Federal Circuit and the regional courts 
of appeals on other claims.  Thus, for example, mere joinder of 
a patent claim in a case whose gravamen is antitrust should not 
be permitted to avail a plaintiff of the jurisdiction of the 
Federal Circuit in avoidance of the traditional jurisdiction and 
governing legal interpretations of a regional court of appeals.  
Federal District judges are encouraged to use their authority 
under Federal Rules of Civil Procedure, see Rules 13(i), 16, 
20(b), 42(b), 54(b), to ensure the integrity of the jurisdiction of 
the federal court of appeals by separating final decisions on 
claims involving substantial antitrust issues from trivial patent 
claims, counterclaims, cross-claims, or third party claims 
raised to manipulate appellate jurisdiction. 

 
The Committee intends for the jurisdictional language to be 
construed in accordance with the objectives of the Act and these 
concerns. If, for example, a patent claim is manipulatively 
joined to an antitrust action but severed or dismissed before 
final decision of the antitrust claim, jurisdiction over the 
appeal should not be changed by this Act but should rest with 
the regional court of appeals.42 

 
 The House Report responded similarly, adding: 

 Should questions legitimately arise respecting ancillary and 
pendent claims and for the direction of appeals in particular 
cases, the Committee expects the courts to establish, as they have 
in similar situations, jurisdictional guidelines respecting such 
cases.  Whatever form such guidelines for particular cases may 
take, the proposal would continue to provide a consistent 
jurisprudence and a uniform body of patent law created over 
time by the Court of Appeals for the Federal Circuit, . . . or the 
Supreme Court.        

 Paragraph (1) of new section 1295(a) gives the Court of Appeals 
for the Federal Circuit jurisdiction of any appeal in which the 
trial court jurisdiction was based, in whole or in part, on section 
1338 of title 28. . . . Cases will be within the jurisdiction of the 
Court of Appeals for the Federal Circuit in the same sense that 
cases are said to “arise under” federal law for purposes of federal 

                                                 
42   Senate Report, supra note 34, at 19-20 (emphasis added).   
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question jurisdiction.  Contrast Coastal States Marketing Inc. v. 
New England Petroleum Corp, 604 F.2d 179 (2d Cir. 1979).43 

 Opponents of the legislation specifically raised concerns relating to the CAFC’s appellate 

jurisdiction over antitrust cases.  In addressing the potential jurisdictional issues that might arise 

from the interplay of antitrust and patent claims in a single case, commentary in the Senate 

Report stated: 

[C]ertain specific problems may be anticipated, but so too can 
their remedies.  At the pleading stage, a defendant charged with 

                                                 
43   House Report, supra note 30, at 41.  Courts and commentators have interpreted the 

House Report as indicating that Congress intended to adopt an “arising under” approach 
to jurisdiction in which an entire case would be appealable to the CAFC if a claim 
pleaded in the complaint arose under the patent laws.  E.g., Handgards, Inc. v. Ethicon, 
Inc., 743 F.2d 1282, 1286 n.3 (9th Cir. 1984), cert. denied, 469 U.S. 1190 (1985); Hon. 
Jon O. Newman, Tails and Dogs:  Patent and Antitrust Appeals in the Court of Appeals 
for the Federal Circuit, 10 Am. Pat. L.A.Q.J. 237 (1982).  The jurisdictional approach 
taken in Coastal States, which is cited in the legislative history, was termed “issue” 
jurisdiction.  If Congress had chosen to adopt the “issue jurisdiction” approach, only 
issues related to patent claims could have been appealed to the CAFC.   Judge Newman’s 
article, however, suggests that, consistent with the legislative history, district courts could 
and should exercise their ability to sever patent and non-patent claims for appellate 
purposes, thus achieving similar results as if Congress had adopted issue jurisdiction for 
the CAFC.  Judge Newman argues that district courts should “generous[ly]” use their 
ability to sever patent and non-patent claims under Rule 42(b) to ensure against forum 
shopping and to allow antitrust issues in patent cases to be appealed to the regional 
circuits.  Judge Newman explains: 

 First, as the legislative history makes clear, manipulation of the 
jurisdiction of the CAFC is to be avoided, and severance of non-patent 
issues provides a useful technique not only for guarding against such 
abuse, but also for eliminating even disputes about manipulation, such as 
whether the antitrust claim is really the gravamen of the case.  Second, 
though the CAFC will doubtless have the competence to adjudicate all 
issues presented to it, including antitrust issues joined with other patent 
issues, the orderly development of the law will be better served by 
leaving antitrust issues with the regional courts of appeals, so that 
lawyers and district judges within the various circuits can conduct 
antitrust litigation in light of the procedural and substantive nuances of 
antitrust law that exist in each of the circuits.  The purpose of the Act is 
to promote uniformity as to patent law; it is not to create duality as to 
antitrust law. 

 Newman, supra, at 241. 

 - 18 - 



 

patent infringement often includes a defense and counterclaim 
described as based on violation by the plaintiff patent-owner of 
the antitrust laws.  That alleged violation is a court-created gloss 
on the antitrust laws.  It is of a particular nature, namely, a 
“misuse” of the patent (enforcing a patent known to be invalid, 
obtained by fraud, etc; requiring a patent licensee to accept 
unwanted licenses under other patents; extending a patent 
licensee’s royalty obligation beyond expiration of the patent).  
Though couched in antitrust terms, the issues are patent issues.  
They are not those involved in a suit based on the Sherman or 
Clayton Acts (relevant market; conspiracy to fix prices; refusal 
to deal; commercial favoritism).  

 
Allegations of patent-misuse type of antitrust violations do not 
change the nature of the case from one in which jurisdiction 
was based on section 1338 of title 28. . . . As indicated, the 
issues raised are patent issues merely couched in antitrust 
terms.  No difficulty would occur in the appeal of those cases to 
the Court of Appeals for the Federal Circuit.  Indeed, maximum 
achievement of a major goal of the bill, the provision of 
reliability and uniformity in the rules to be applied in patent case, 
would require direction of the appeal in those cases to the Court 
of Appeals for the Federal Circuit.44 

 
 Despite the significant amount of debate that took place over the years preceding the 

formation of the CAFC, the proponents of the concept of a specialized appellate court for patent 

cases prevailed.  On November 18, 1981, the House passed H.R. 4482, and on December 8, 1981, 

the Senate passed S. 1700.45   Shortly thereafter, in March 1982, Congress worked out minor 

differences in their versions of the legislation and submitted a revised bill for the president’s 

signature.  President Reagan signed the FCIA into law on April 2, 1982.46  

                                                 
44  House Report, App. B., supra note 30, at 37 (Letter of Oct. 19, 1981, from Williams 

James Weller, Leg. Affairs Officer to Sen. Robert Dole, Chairman, Subcommittee. on 
Courts, Committee on the Judiciary, United States Senate) (emphasis added). 

45   Lever, supra note 8, at 196-97. 

46   Id.; see also History of the CAFC, supra note 4, at 7-8.  
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D

                                                

. Has The Federal Circuit Gone Beyond Its Legislative Mandate? 

 Some commentators have questioned whether or not the Federal Circuit has now assumed 

a role in developing antitrust law that goes beyond that intended by Congress.  For example, 

Professor James B. Gambrell, a proponent of the creation of the Federal Circuit, has expressed his 

view that the court’s “job is to develop uniformity and consistency in the patent law, not in every 

law relating to patents.”47  In another article analyzing Federal Circuit rulings on competition 

issues, James B. Kobak, Jr., questioned “whether Congress ever expected the Federal Circuit to 

have the institutional competence to not only to make broad pronouncements about antitrust 

policy but also to assert that those pronouncements supplant the views of other circuits.”48  Other 

commentators have asserted broadly that “Congress never intended the Federal Circuit to 

influence the development of antitrust law.”49 

 The legislative history discussed above makes it clear that the stated goal of Congress in 

creating the court was to achieve uniformity in the interpretation and development of patent law.  

Congress intended the role of the Federal Circuit to be tightly circumscribed and did not intend 

that role to expand beyond patent law without “serious future evaluation” and “new legislation.”50  

Thus, it could be (and has been) argued that Congress intended that antitrust law should develop 

in line with the “governing legal interpretations of a regional court of appeals.”   

 
47  James B. Gambrell, The Evolving Interplay of Patent Rights and Antitrust Restraints in 

the Federal Circuit, 9 Tex. Intell. Prop. L.J. 137, 146 (Winter 2001). 

48  James B. Kobak, Jr., The Federal Circuit as a Competition Law Court, 83 J. of the Patent 
and Trademark Off. Soc’y 527, 542 (Aug. 2001). 

49  Ronald S. Katz and Adam J. Safer, In Ruling on Antitrust, Does Fed. Circuit Overstep?, 
Nat’l L.J. Oct. 16, 200, at C20; see also, Ronald S. Katz and Adam J. Safer, Should One 
Patent Court Be Making Antitrust Law For The Whole Country?, 69 Antitrust L.J. 687 
(2002). 

50  Senate Report, supra note 34, at 4. 
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 On the other hand, there are arguments to the contrary that are worth considering.  The 

antitrust laws can play a powerful role in shaping the scope of patent rights.  Indeed, this notion is 

implicit in the manner in which certain critics of the Federal Circuit’s recent antitrust 

jurisprudence have referred (with favor) to “patent rights being circumscribed by core antitrust 

principles.”51  A holding that particular actions in the prosecution of a patent, or the manner in 

which it was used after issuance, violates the antitrust laws may be tantamount to holding that the 

patent does not give its owner the right to engage in such conduct.  An antitrust rule that requires 

a patent holder to license its technology to a rival in particular circumstances could be viewed as 

saying that the patent does not confer the right to exclude in those circumstances.  Viewed in this 

way, the development of the law on the circumstances in which the rights of a patent holder must 

give way to antitrust principles is arguably relevant to Congress’ concern regarding “the 

widespread lack of uniformity and uncertainty of legal doctrine that exists in the administration of 

patent law.”52   

 Moreover, although some have criticized the Federal Circuit for going beyond its 

legislative mandate, the legislative history does not appear to support the view expressed by some 

commentators that Congress never intended the Federal Circuit to influence the development of 

antitrust law.  The portions of the legislative history typically cited to support this position refer 

specifically to the joinder of “frivolous” or “specious” patent claims to “substantial” antitrust 

claims as a manner to manipulate the jurisdictional rules.53  However, the cases in which the 

Federal Circuit has decided antitrust issues do not appear to have involved a frivolous or trivial 

patent claim joined with an antitrust issue merely to influence the path of the appeal.  In addition, 

                                                 
51  Gambrell, supra. note 47, at 139. 

52  House Report, supra note 30, at 23. 

53  Senate Report, supra note 34, at 19-20. 
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as explained above, certain comments in the legislative history explicitly recognize that certain 

types of antitrust issues “though couched in antitrust terms . . .  are patent issues.”54 

 The legislative history offers some support for both critics and supporters of the CAFC’s 

antitrust jurisprudence.  Although Congress intended to circumscribe tightly the role of the 

CAFC, it explicitly recognized that the Court would have occasion to consider and rule upon 

particular types of antitrust issues at least where they arose in a patent infringement lawsuit.  At 

the same time, however, it encouraged district courts to use their procedural powers to sever and 

separate claims so as “to ensure the integrity of the jurisdiction of the federal court of appeals.”  

Thus, although Congress appears to have intended the CAFC to have a limited role in developing 

law on specific types of antitrust issues (particularly when based on the prosecution of a patent or 

certain licensing provisions), it also expected the court -- and the district courts -- to guard 

carefully against expanding the scope of that role into antitrust issues that were not closely linked 

to serious and substantial questions of patent law. 

 The following sections will explore how the Federal Circuit has struggled with this 

legislative mandate in ruling on issues related to its appellate jurisdiction, its choice of law rules 

and substantive antitrust law. 

II

A

                                                

. The Development of the Law on the Jurisdiction of the Court of Appeals for the 
 Federal Circuit over Non-Patent Issues 

. The Statutory Framework 

The Federal Circuit’s jurisdiction over cases raising antitrust and other non-patent issues 

is based on 28 U.S.C. § 1295(a)(1).  As previously mentioned, that statute gives the court 

“exclusive jurisdiction of an appeal from a final decision of a district court . . . if the jurisdiction 

of that court was based, in whole or in part, on section 1338 of this title [except for copyright and 

 
54 House Report, supra note 30, at 37.    
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trademark cases].”  Section 1338 of 28 U.S.C. gives the federal district courts original jurisdiction 

over “civil actions arising under any Acts of Congress relating to patents . . .  .”  Thus, these two 

statutes give the Federal Circuit exclusive appellate jurisdiction over cases in which the district 

court’s jurisdiction was based “in whole or in part” upon a claim “arising under” any federal 

statute relating to patents.   

When an appeal in a case meeting this description presents an antitrust issue, or, indeed, 

any non-patent issue, the Federal Circuit will necessarily decide the issue, either by applying its 

own law or that of the regional circuit from which the case arose.  Indeed, in addition to antitrust 

issues, the Federal Circuit has decided issues arising in other areas of the law as well, including 

unfair competition and FDA law.  

B. The Well-Pleaded Complaint Rule and Federal Circuit Jurisdiction: 
 Christianson v. Colt Industries Operating Corporation 

 
he starting point of any analysis of the law on Federal Circuit jurisdiction is the Supreme 

Court’s decision in Christianson v. Colt Industries Operating Corp., 486 U.S. 800 (1988), 

although the Court has added to its body of law on Federal Circuit jurisdiction in its recent 

decision in Holmes.  In Christianson, the Supreme Court held that, in determining whether or not 

a case arises under patent law for jurisdictional purposes, a court must apply the same well-

pleaded complaint rule that is applied for purposes of determining federal jurisdiction generally.   

Christianson was a former employee of Colt Industries, the manufacturer of the M16 

rifle.  Christianson sold M16 parts based on Colt’s waiver of certain proprietary rights.  Colt 

named Christianson as a defendant in a patent infringement suit, notified Christianson’s 

customers that he was misappropriating Colt’s trade secrets, and urged those customers to refuse 

to purchase parts from him.  After Colt dismissed its infringement claims against him, 

Christianson filed a complaint alleging only antitrust and tort violations.  Colt asserted in defense 
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that its conduct was justified by a need to protect its trade secrets and filed counterclaims alleging 

misappropriation of M16 specifications.  486 U.S. at 804-06. 

Christianson moved for summary judgment, arguing that Colt’s patents covering the M16 

had expired and had, in any event, been invalid because they failed to include information 

required under 35 U.S.C. § 112.55  Christianson argued that because Colt benefited from the 

protections of invalid patents, Colt could not now claim trade secret protection for information 

that it should have included in the patents.  The district court relied on Christianson’s patent-

based theory in awarding him summary judgment on his antitrust and tort claims.  Id. at 806. 

Colt appealed to the Federal Circuit and a jurisdictional ping-pong match followed.  The 

Federal Circuit transferred the case to the Seventh Circuit on the theory that its appellate 

jurisdiction is defined solely by the complaint, which had no basis in the patent statutes.  

Christianson v. Colt Indus. Operating Corp., 822 F.2d 1544, 1549 (Fed. Cir. 1987), vacated, 480 

U.S. 800 (1988).  The Seventh Circuit, raising the jurisdiction issue sua sponte, disagreed with 

the Federal Circuit, calling its  decision “clearly wrong,” and transferred the case back to the 

Federal Circuit.  Christianson v. Colt Indus. Operating Corp., 798 F.2d 1051, 1057-60 (7th Cir. 

1986), rev’d in part and vacated in part, 822 F.2d 1544 (Fed. Cir. 1987), vacated 486 U.S. 800 

(1988).  The Federal Circuit continued to maintain that it lacked jurisdiction and stated that the 

Seventh Circuit exhibited “a monumental misunderstanding of the patent jurisdiction granted this 

court.”  822 F.2d at 1547.  It decided the case anyway, “in the interest of justice.”  822 F.2d at 

1559.   

                                                 
55  That section requires that a patent provide sufficient information to enable a person 

skilled in the art to make and use the claimed invention and that the patent disclose the 
“best mode” of doing so. 
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The Supreme Court defined the jurisdictional issue as whether the case was one “arising 

under” a federal patent statute as required by 28 U.S.C § 1338.  According to the Court, 

“linguistic consistency” demanded that it interpret the term “arising under” in section 1338 as it 

interpreted the identical term in the general federal-question provision, 28 U.S.C. § 1331.  Section 

1331 gives the federal district courts jurisdiction over all actions “arising under the Constitution, 

laws, or treaties of the United States.”  486 U.S. at 807-08; see also H.R. Rep. No. 97-312 at 41 

(cases fall within the Federal Circuit’s patent jurisdiction “in the same sense that cases are said to 

‘arise under’ federal law for purposes of federal question jurisdiction”).   

The Court stated that because federal-question jurisdiction depended on the well-pleaded 

complaint rule, so would the Federal Circuit’s jurisdiction.  Under the well-pleaded complaint 

rule, the existence of federal subject matter jurisdiction is based exclusively on a review of the 

plaintiffs’ complaint.  If a cause of action pleaded in the complaint was created by federal law or 

if the plaintiffs’ claim for relief requires resolution of a substantial question of federal law, the 

plaintiffs’ claim is said to “arise under” federal law for purposes of subject matter jurisdiction.  

Thus, the Court held that section 1338 jurisdiction, and, therefore, the Federal Circuit’s 

jurisdiction, extended “only to those cases in which a well-pleaded complaint establishes either 

[1] that federal patent law creates the cause of action or [2] that the plaintiff’s right to relief 

necessarily depends on resolution of a substantial question of federal patent law, in that patent 

law is a necessary element of one of the well-pleaded claims.”  Id. at 809 (numbering added). 

In analyzing the case before it, the Court determined that Christianson’s complaint 

clearly failed the first alternative prong:  federal patent law did not create his cause of action.  The 

Court cautioned that a case raising a federal patent-law defense does not “arise under” patent law, 

even if the complaint anticipates that defense and even if both parties admit that the defense is the 

only question at issue in the case.  Id. at 809. 
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The Court also determined that Christianson’s complaint failed the second alternative 

prong: his right to relief did not “necessarily depend on resolution of a substantial question of 

patent law.”  The Court cautioned that a claim supported by alternative theories in the complaint 

does not “arise under” patent law unless patent law is essential to each of those theories.  Id. at 

810.  The monopolization theory on which Christianson prevailed in district court and for which 

the patent issues were arguably essential, was only one of several monopolization theories 

presented in the complaint.  Because alternative, non-patent theories might support the 

monopolization claim, the claim did not “arise under” federal patent law.  Id. at 812.  The Court 

also rejected Colt’s argument that Federal Circuit jurisdiction should depend on the case as 

litigated.  The Court reasoned that even if such an analysis, rather than the well-pleaded 

complaint rule, would further Congress’ goal of creating uniformity in patent doctrine, the 

jurisdictional statutes and their reliance on the “arising under” language clearly prohibited this 

result.  Id. at 813-14. 

Finally, the Court guarded against another jurisdictional “ping-pong” match by providing 

that law of the case principles apply to a court’s transfer decision based on jurisdiction.  The first 

appellate court to rule on whether a case should be reviewed by a regional circuit or by the 

Federal Circuit establishes the law of the case on that issue.  If the first appellate court transfers 

the case on jurisdictional grounds, the receiving court may not transfer it back.  Id. at 816-18.56   

                                                 
56  This latter point raises an interesting potential for a split among the circuit courts on the 

scope of the Federal Circuit’s jurisdiction.  Either a regional circuit or the Federal Circuit 
may make the initial determination of whether a complaint “arises under” the patent laws 
and the case’s proper appellate path.  U.S. Valves, Inc. v. Dray, 190 F.3d  811, 813 n.5 
(7th Cir. 1999);  Scherbatskoy v. Halliburton Co., 125 F.3d 288, 290-91 (5th Cir. 1997);  
Smith v. Orr, 855 F.2d 1544, 1547 (Fed. Cir. 1988).  Thus, the party that notices the 
appeal and chooses the appellate court necessarily chooses the court that will address the 
issue of appellate jurisdiction.  Because the receiving court may not second-guess the 
original court’s jurisdictional analysis, the receiving court need not agree with that 
analysis before addressing the merits of the case.  The different circuits may espouse 
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1

                                                                                                                                                

. Jurisdiction Based “In Whole or In Part” on the Patent Laws 

Under Christianson, when a patent claim is present in a case under the well-pleaded 

complaint rule, the district court’s jurisdiction arises under the patent laws and the Federal Circuit 

will have exclusive jurisdiction over appeals related to antitrust or other non-patent issues based 

on the “in whole or in part” language of 28 U.S.C. § 1295(a)(1).  This remains true even when 

patent issues are no longer in the case.  The Federal Circuit has stated that “the path of appeal is 

determined by the basis of jurisdiction in the district court, and is not controlled by the district 

court’s decision or the substance of the issues that are appealed.”  Abbott Lab. v. Brennan, 952 

F.2d 1346, 1349 (Fed. Cir. 1991), cert. denied, 505 U.S. 1205 (1992); In re BBC Int’l Ltd., 99 

F.3d 811 (7th Cir. 1996) (“[T]he nature of the issue does not matter.  If the district court’s 

jurisdiction rests on a patent claim, then an appeal from an entirely non-patent disposition goes to 

the Federal Circuit.”).   

The circuit courts have developed the scope of the Federal Circuit’s jurisdiction in a 

variety of cases in which patent claims are present in the same case as antitrust and other non-

patent claims.  The jurisdictional issues have arisen in a number of contexts -- including where 

patent claims are combined with non-patent claims, patent issues are raised in a counterclaim, the 

patent claims are dismissed prior to the appeal, the patent and non-patent claims are separated, 

and where the district court issues a partial judgment covering only the non-patent claims.  These 

various scenarios are discussed below. 

. Patent Claim Combined with Non-Patent Claim or    
   Counterclaim 

 
different interpretations of the jurisdictional statutes. A split is not inevitable, however.  
Regional circuit decisions often look to the Federal Circuit for guidance on the scope of 
the Federal Circuit’s jurisdiction.  See, e.g. U.S. Valves, Inc., 190 F.3d at 814 (discussing 
Hunter Douglas, Inc. v. Harmonic Design, 153 F.3d 1318 (Fed. Cir. 1998)). 
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The “in whole or in part” language of section 1295 operates to give the Federal Circuit 

jurisdiction over non-patent issues in a variety of situations, such as when a plaintiff asserts both 

patent and non-patent claims, a defendant asserts a non-patent counterclaim in a patent case, or 

when a patent case is consolidated with a non-patent case.  Several cases illustrate these points. 

In Atari, Inc. v. JS & A Group, Inc., 747 F.2d 1422 (Fed. Cir. 1984) (en banc), for 

example, Atari sued JS&A for patent infringement, copyright infringement and state law claims 

of deceptive trade practices based on JS&A’s sale of a product called the “Prom Blaster.”  The 

district court issued a preliminary injunction on the copyright infringement claim without ruling 

on any patent issue and JS&A appealed to the Federal Circuit.  The Federal Circuit asserted 

jurisdiction over the copyright appeal because Atari’s patent infringement claim based the district 

court’s jurisdiction, at least in part, on 28 U.S.C. § 1338.  Id. at 1431-32.57   

Similarly, in U.S. Philips Corp. v. Windmere Corp., 861 F.2d 695 (Fed. Cir. 1988), cert. 

denied, 490 U.S. 1068 (1989), the plaintiff charged patent infringement and the defendant 

counterclaimed for antitrust violations.  The Federal Circuit held that it had jurisdiction over a 

certified appeal of a directed verdict on the antitrust counterclaim, even though the appeal 

presented no questions under the patent laws.  Id.; see also Technicon Instr. Corp. v. Alpkem 

Corp., 866 F.2d  417, 419-20 (Fed. Cir. 1989) (accepting jurisdiction over antitrust claim that had 

been stayed pending resolution of patent claim where appeal of patent claim was completed); 

Korody-Colyer Corp. v. Gen. Motors Corp., 828 F.2d 1572, 1574 (Fed. Cir. 1987) (same). 

Subsequent procedural events -- such as the consolidation of cases -- may also bring non-

patent claims within the jurisdiction of the Federal Circuit even where those claims as originally 

filed did not arise under the patent laws.  In Interpart Corp. v. Imos Italia, 777 F.2d 678 (Fed.Cir. 

                                                 
57  An in-depth discussion of this case is provided below at section II.C.4. 
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1985), the Federal Circuit asserted jurisdiction over Lanham Act and state unfair competition 

claims that were originally filed alone, but later consolidated with a patent case.  The court 

reasoned that when the nonpatent and patent claims were consolidated, they became one “case” 

and the district court’s jurisdiction was then based “in part” on section 1338.  Id. at 680-81.  The 

Federal Circuit will similarly have jurisdiction over an appeal from an antitrust case consolidated 

with a patent case.  E.g., In re Innotron Diagnostics, 800 F.2d 1077, 1079-80 (Fed. Cir. 1986); 

see also Eaton Corp. v. Appliance Valves Corp., 790 F.2d 874, 876 n.3 (Fed. Cir. 1986) (when 

plaintiff amends complaint to add patent claims to non-patent claims, he triggers the district 

court’s section 1338 jurisdiction and, therefore, Federal Circuit jurisdiction); Cygnus Therapeutic 

Systems v. ALZA Corp., 92 F.3d 1153, 1158 (Fed. Cir. 1996) (asserting jurisdiction over antitrust 

issue in case where plaintiff sought declaratory judgment of patent invalidity and alleged antitrust 

claims). 

2

                                                

. Patent Claim Raised as a Counterclaim in a Non-Patent Case 

In some cases, the plaintiff raises only non-patent claims in its complaint, but the 

defendant raises a counterclaim for patent infringement.  This was the situation, for example, in 

CSU, LLC v. Xerox, 203 F.2d 1322 (Fed. Cir. 2000), in which Xerox asserted a patent 

infringement counterclaim in response to CSU’s antitrust claim and the Federal Circuit 

considered the appeal of the district court’s grant of summary judgment against CSU on its 

antitrust claims.58  In Holmes Group, Inc. v. Vornado Air Circulation Systems, Inc., 122 S. Ct. 

 
58 Although important, CSU is a rare antitrust case from a jurisdictional perspective.  More 

typically, antitrust claims are asserted as counterclaims in patent infringement actions, 
rather than the other way around.  In fact, CSU appears to be the only published case 
appealed directly to the Federal Circuit in which the court’s jurisdiction over antitrust 
issues was based solely on a patent infringement counterclaim.  But see Xeta, Inc. v. Atex, 
Inc., 825 F.2d 604, 608 (1st Cir. 1987) (transferring appeal from denial of preliminary 
injunction to Federal Circuit on the grounds that the presence of a patent counterclaim 
meant that the district court’s jurisdiction was based in part on §1338).  The only other 
case that presents a similar, but distinguishable, situation is Atari Games Corp. v. 
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1889 (2002), however, the Supreme Court earlier this month held that the Federal Circuit does 

not have jurisdiction over appeals in cases such as CSU. 

Prior to Holmes, the Federal Circuit held that a compulsory counterclaim was as effective 

as a complaint in triggering the Federal Circuit’s jurisdiction, and the regional circuits had agreed.  

Aerojet-General Corp. v. Machine Tool Works, 895 F.2d 736, 742 (Fed. Cir. 1990) (en banc);  see 

also U.S. Valves, Inc. v. Dray, 190 F.3d 811, 813 n. 6 (7th Cir. 1999) (“Our analysis does not 

change when the possible basis for Federal Circuit jurisdiction resides in a counterclaim.”);  Xeta, 

Inc. v. Atex, Inc., 825 F.2d 604, 608 (1st Cir. 1987) (transferring appeal from denial of  

preliminary injunction against antitrust violations to Federal Circuit on grounds a patent 

counterclaim based the district court’s jurisdiction in part on section 1338).   

In 1999, the Federal Circuit extended its reach beyond cases involving compulsory 

counterclaims to those including permissive counterclaims in DSC Communications Corp. v. 

Pulse Communications, Inc., 170 F.3d 1354 (Fed. Cir.), cert. denied, 528 U.S. 923 (1999).  The 

court held that any counterclaim, even if permissive, raising a substantial question of patent law, 

supported its appellate jurisdiction.  The court acknowledged that Aerojet did not decide the issue 

of whether permissive counterclaims triggered its jurisdiction, but tersely explained, “we see no 

sufficient basis in the language or purpose of section 1295(a)(1) to distinguish between 

compulsory and permissive counterclaims.”  Id. at 1359. 

                                                                                                                                                 
Nintendo of America, 897 F.2d 1572, 1574 (Fed. Cir. 1990), in which the district court 
consolidated the antitrust and unfair competition claims filed by Atari with the later-filed 
infringement action by Nintendo.  CSU also was unusual in that, on appeal, no issue was 
presented with respect to interpretation of the patent claims or their application to the 
activities of the excluded market participants.  Often such an issue might arise on appeal, 
particularly in a refusal to deal context, and it could be seen as justifying jurisdiction 
based on Christianson’s second prong.   
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Even before the Supreme Court’s decision in Holmes, which settled the issue, the case for 

Federal Circuit jurisdiction was more difficult in actions in which the patent issues are raised only 

in a counterclaim than in cases in which the plaintiffs’ complaint raises claims under the patent 

laws that are also joined with non-patent claims.  The Federal Circuit’s analysis in Aerojet 

illuminates some of these difficulties.  In January 1987, Aerojet sued Machine Tool Works in 

federal district court for unfair competition, interference with prospective advantage and false 

representation under the Lanham Act, and a declaratory judgment that it had misappropriated 

trade secrets.  The sole claim set forth in Aerojet’s complaint was the allegation that Machine 

Tool Works made knowingly false representations that Aerojet’s ammunition was based on trade 

secrets misappropriated from Machine Tool Works.  Machine Tool Works answered and 

counterclaimed for breach of contract, unfair competition, trade secret misappropriation, false 

representation under the Lanham Act and patent infringement.  The parties agreed that the 

counterclaims were compulsory.  Id. at 737-38.   

In an en banc opinion, the Federal Circuit held that a nonfrivolous, compulsory 

counterclaim for patent infringement gave it jurisdiction over any appeal of the case.  The court 

explained: 

It would seem at best incongruous to hold that we have appellate 
jurisdiction when a well-pleaded patent infringement claim is the 
basis of a pleading labeled ‘complaint’ but not when the identical 
well-pleaded claim is the basis of a pleading labeled 
‘counterclaim.’  The distinctions between complaints and 
counterclaims can be important in other contexts, but can have 
no meaningful role in governing the direction of the appeal under 
the unique statute that created this court when the counterclaim 
arises under the patent laws. 

Id. at 742.  The Federal Circuit acknowledged Christianson’s holding that its jurisdiction must be 

determined by application of the well-pleaded complaint rule but cautioned that “it should be 

remembered that the phrase ‘well-pleaded complaint’ is merely the name of the rule, not a 
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statement of a principle of law.”  Id. at 741, 743.  The court also acknowledged, albeit only in a 

footnote, that a counterclaim for patent infringement does not satisfy the “well-pleaded complaint 

rule” as traditionally understood and, therefore, a counterclaim will not support removal from 

state to federal court.  Id. at 739 n. 4 (citing Rath Packing Co. v. Becker, 530 F.2d 1295, 1303 (9th 

Cir. 1975), aff’d on other grounds sub nom, Jones v. Rath Packing Co., 430 U.S. 519 (1977)).  

Nevertheless, in apparent conflict with Christianson, the court held that it could exercise 

appellate jurisdiction over a case based entirely on the assertion of a counterclaim based on patent 

law. 

 The court in Aerojet relied on two principal arguments to avoid the application of the 

well-pleaded complaint rule.  First, the court explained that federal courts have repeatedly 

retained jurisdiction and adjudicated a federal counterclaim having its own jurisdictional basis 

even when the court had no jurisdiction over the complaint or the plaintiff had voluntarily 

dismissed the complaint.  Id. at 742-743 (collecting cases);  see, e.g., Rengo Co. v. Molins Mach. 

Co., 657 F.2d 535, 539 (3d Cir.), cert. denied, 454 U.S. 1055 (1981) (“A jurisdictional defect in 

the complaint will not preclude adjudication of a counterclaim over which the court has an 

independent basis of [federal] jurisdiction”).59  Second, the court concluded that disregarding 

compulsory counterclaims for patent infringement in determining its jurisdiction would disserve 

Congress’ intent in creating the court to achieve greater uniformity in patent claims.  Aerojet, 895 

F.2d at 744 (“Congress did not mention the ‘well-pleaded complaint rule’ as such and no warrant 

                                                 
59  The court justified its decision to rely on this line of cases rather those cases requiring 

that only the complaint, and not a counterclaim, be examined in analyzing the well-
pleaded complaint rule on the grounds that the latter cases arose in the removal contest.  
According to the Court, removal raised the potential for serious federal-state conflicts 
that do not exist in the context of simply deciding to which federal appellate court an 
appeal must be directed.  Id. at 743-44. 
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exists for reading that judicially created device into the statute when doing so would defeat the 

congressional purpose.”).  Id. 

The Supreme Court recently definitively answered  the question of whether patent 

counterclaims trigger Federal Circuit jurisdiction in Holmes Group Inc. v. Vornado Air 

Circulation Systems, Inc., 122 S. Ct. 1889 (2002).  Holmes and Vornado sell household fans.  

Vornado accused Holmes of infringing its trade dress based on the design of its fan.  In response, 

Holmes sued in federal district court alleging a Lanham Act claim (15 U.S.C. § 1125(a)), 

declaratory judgment of non-liability for trade dress infringement under the Lanham Act and 

various state law claims.  Vornado filed a compulsory counterclaim for patent infringement.  The 

district court entered summary judgment for Holmes on the Lanham Act claim on the grounds 

that Vornado was collaterally estopped from asserting trade dress protection in the fans by an 

earlier decision in the case, Vornado Air Circulation Sys., Inc. v. Duracraft Corp., 58 F.3d 1498 

(10th Cir. 1995).60  On the parties’ joint motion, the district court entered a partial final judgment 

under Fed. R.Civ. P. 54(b), making the trade dress issue immediately appealable, and stayed the 

patent issues.  

Vornado appealed to the Federal Circuit on the basis that its infringement counterclaim 

gave that court jurisdiction.  Holmes, in turn, argued the court lacked jurisdiction.  The Federal 

Circuit entered an unpublished two paragraph per curiam order vacating the district court’s 

judgment and remanding the case for reconsideration of whether the “change in the law” 

exception to collateral estoppel applied in view of the Supreme Court's decision concerning trade 

dress issues in Traffix Devices v. Marketing Displays, Inc., 121 S. Ct. 1255 (2001).  The Federal 

Circuit’s order did not address its jurisdiction.  Holmes Group Inc. v. Vornado Air Circulation 

                                                 
60 The district court’s opinion may be found at 93 F. Supp. 2d 1140 (Kan. 2000), vacated, 

No. 00-1286, 2001 WL 712760 (Fed. Cir. June 5, 2001), vacated, 122 S. Ct. 1896 (2002).  
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Sys., Inc., No. 00-1286, 2001 WL 712760 (Fed. Cir. June 5, 2001), , vacated, 122 S. Ct. 1896 

(2002).  In response to Holmes’s Petition for Certiorari, the Supreme Court accepted two of the 

issues it raised: 

Does 28 U.S.C. § 1295(a)(1) divest regional Circuits of 
jurisdiction to decide appeals of final decisions of district courts 
in cases wherein the well-pleaded complaint of the prevailing 
plaintiff does not allege any claim arising under federal patent 
law? 
 
Did the Court of Appeals for the Federal Circuit err in 
concluding that this action “arises under” federal patent law for 
purposes of 28 U.S.C. §§ 1295(a)(1) and 1338(a)? 
 

Pet. for Writ of Cert. at ii, Holmes Group Inc. v. Vornado Air Circulation Sys., Inc., (U.S. 2001) 

(No. 01-408).61   

 The Supreme Court’s decision answers these questions quite clearly -- Section 1295(a)(1) 

requires that the plaintiff’s complaint allege a claim arising under federal patent law in order to 

                                                 
61  On these points, Holmes argued that the Federal Circuit’s exercise of jurisdiction based 

on a counterclaim violates the well-pleaded complaint rule, which, according to Holmes, 
requires the court to look only to the claims in the plaintiff’s complaint for jurisdictional 
purposes.  In support of this argument, Holmes cited to cases from the Fifth, Seventh and 
Ninth Circuits holding that a counterclaim does not affect whether or not a claim arises 
under federal law for removal purposes.  See Metro Ford Truck Sales, Inc. v. Ford Motor 
Co., 145 F.3d 320, 326-27 (5th Cir. 1998); FDIC v. Elefant, 790 F.2d 661, 667 (7th Cir. 
1986); Takeda v. Northwestern Nat’l Life Ins. Co., 765 F.2d 815, 822 (9th Cir. 1985).  
Vornado, on the other hand, defended the Federal Circuit’s decision in Aerojet and relied 
on cases (cited in Aerojet) holding that a federal counterclaim can support federal 
jurisdiction when the plaintiff’s claims have been dismissed.  See Aerojet, 895 F.2d at 
742-43.  In its decision, the Supreme Court stated that the latter line of cases have nothing 
to do with the well-pleaded complaint rule or “arising under” jurisdiction.  Holmes, 122 
S.Ct. at 1895 n.4. 

 Interestingly, the Supreme Court declined to hear one of the questions presented 
by Holmes: 

Does 28 U.S.C. § 1295(a)(1) divest regional Circuits of jurisdiction to 
decide appeals of final decisions of non-patent claims, where 
judgment is entered pursuant to Fed. R. Civ. P. 54(b) and is not based, 
in whole or in part, on 28 U.S.C. § 1338(a)? 
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trigger Federal Circuit jurisdiction.  Holmes, 122 S. Ct. at 1893.  The Supreme Court held that the 

Federal Circuit erred in asserting jurisdiction in Holmes because the patent claim was alleged in a 

counterclaim, not the complaint.  The Court “decline[d] to transfer the longstanding well-pleaded 

complaint rule into the ‘well-pleaded complaint -- or -- counterclaim rule’ urged by respondent.”  

Id.   The Court also rejected the notion that the phrase “arising under” should be interpreted 

differently in ascertaining Federal Circuit jurisdiction than in ascertaining original jurisdiction of 

a district court.  Relying in large part on its prior opinion in Christianson, the Court stated that 

“‘linguistic consistency’ requires us to apply the same test to determine whether a case arises 

under § 1338 as under § 1331”  Id. at 1898.  It explained that, “‘as appropriately adapted to § 

1338(a),’ the well-pleaded complaint rule provides that whether a case ‘arises under’ patent law 

‘must be determined from what necessarily appears in the plaintiff’s statement of his own claim 

in the bill or declaration.”  Id. 

 In that context, Justice Scalia, writing for the majority, rejected respondent’s view that 

effectuating Congress’ goal of “ensuring patent-law uniformity” in interpreting the statutory 

language required conferring exclusive jurisdiction in the Federal Circuit where a patent claim is 

raised.  Rather, he characterized the Court’s task as a fairly straightforward matter of statutory 

interpretation:  “Our task here is not to determine what would further Congress’ goal of ensuring 

patent-law uniformity, but to determine what the words of the statute must fairly be understood to 

mean.”  Id. at 1895.  The decision goes on to state that “[i]t would be an unprecedented feat of 

interpretative necromancy to say that § 1338(a)’s ‘arising under’ language means one thing (the 

well-pleaded complaint rule) in its own right, but something quite different (respondent’s 

complaint-or-counterclaim rule) when referred to by § 1295(a)(1).”  Id. at 1895. 

 Under the holding in Holmes, cases such as CSU -- in which jurisdiction over the antitrust 

issues is based on a patent counterclaim -- will not be heard by the Federal Circuit.  
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Consequently, there is now more of a chance that patent-antitrust issues will be considered and 

decided upon by regional courts of appeals as well as by the Federal Circuit.  Moreover, Holmes 

eliminates one possible motivation for an antitrust defendant to file a patent counterclaim -- to 

affect the jurisdictional path of the appeal (although it leaves open the possibility that a separately 

filed patent claim which is consolidated with an antitrust claim will trigger Federal Circuit 

jurisdiction).   

 At the same time, the decision may lead some to rush to court with patent or antitrust 

claims in order to secure or avoid Federal Circuit jurisdiction.  Some may also express concern 

that the decision may lead to substantive splits in patent law interpretation.  While it remains to be 

seen whether that will occur, it is also possible that the regional circuits will defer to Federal 

Circuit precedent in ruling on patent issues. 

. Patent Claims Dismissed Or Withdrawn 3

 Occasionally, a case will present claims arising under the patent laws when initially filed, 

but prior to an appeal, the patent claims are withdrawn or dismissed.  Under CAFC precedent, the 

jurisdictional consequences of a dismissal depends on whether it was voluntary and whether or 

not it is with or without prejudice. 

An amendment to the complaint or counterclaim voluntarily removing all patent claims 

from the case may divest the Federal Circuit of jurisdiction over the remaining non-patent claims.  

In Gronholz v. Sears, Roebuck & Co., 836 F.2d 515 (Fed. Cir. 1987), the plaintiff’s voluntary 

dismissal of his patent claim without prejudice under Fed. R. Civ. P. 41(a) left only unfair 

competition claims in the case.  The Federal Circuit held that the action was no longer one 

“arising under” the patent laws.  Id. at 518.  The voluntary dismissal acted as an amendment of 

the complaint under Rule 15.  Id.  The Federal Circuit extended this rationale to involuntary 

dismissals without prejudice under Rule 41(b) in Nilssen v. Motorola, Inc., 203 F.3d 782 (Fed. 
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Cir. 2000), in which the court transferred an appeal of non-patent claims to the Seventh Circuit 

because the district court had dismissed the patent claims without prejudice to expedite the non-

patent claims (although the plaintiff refiled the patent claims in a separate action).62  Id. at 785. 

Despite the Federal Circuit’s ruling in Nilssen, the jurisdictional effect of an involuntary 

dismissal of patent claims without prejudice remains unclear, particularly where -- as in Nilssen -- 

the dismissed patent claim is based on the same operative facts as the non-patent claims and has 

been refiled as a separate action.  After the transfer, the Seventh Circuit was “restive” about its 

jurisdiction but the law of the case doctrine prohibited it from reviewing the Federal Circuit’s 

decision.  Nilssen v. Motorola, 255 F.3d 410, 411 (7th Cir. 2001).  The Seventh Circuit, however, 

found (in its words) a way “to pull victory from the jaws of defeat,” and to ensure that any future 

appeal would lie solely with the Federal Circuit.  It vacated the judgment of the district court on 

the state law claims and remanded with instructions to consolidate the state law proceeding with 

the now-separate patent infringement action.  Id. at 414-15.  The Seventh Circuit determined that 

Nilssen’s state law and patent claims presented only one claim for relief based on “one nucleus of 

operative facts.”  Id. at 414.  The court explained: 

It makes no sense to send patent law theories to the Federal 
Circuit and state law theories to the regional circuit when only 
one “claim” is involved, and one circuit’s decision may have 
preclusive effect on issues within the scope of the other’s 
jurisdiction.  Avoiding claim-splitting (with the waste of judicial 
resources and the potential for inconsistent appellate decisions) 
is why § 1295(a)(1) provides that, if jurisdiction is based on 
§ 1338 even in part, then the Federal Circuit resolves all issues 
on appeal. 

 

                                                 
62  Similarly, an order vacating the consolidation of patent and non-patent actions requires 

that any appeal of the non-patent action will be heard by the regional circuit court of 
appeals.  Tank Insulation Int’l, Inc. v. Insultherm, Inc., 104 F.3d 83, 85 (5th Cir. 1997) 
(recognizing that regional circuit court of appeals would hear appeal of antitrust claim 
where district court vacated order consolidating patent and antitrust actions). 
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Id.  

The Federal Circuit has explicitly distinguished such dismissals with prejudice from those 

without prejudice for purposes of determining its jurisdiction.  See Nilssen, 203 F.3d at 785.  In 

Zenith Electrics Corp. v. Exzec, Inc., 182 F.3d 1340 (Fed. Cir. 1999), for example, the plaintiff 

asserted Lanham Act and patent claims, but the parties stipulated to dismissal with prejudice of 

the patent claims prior to appeal.  The Federal Circuit asserted jurisdiction over the district court’s 

decision regarding the non-patent claims.  The court held that a dismissal with prejudice of the 

patent claims operates as an adjudication on the merits of those claims, which does not divest the 

court of jurisdiction.  Id. at 1346.63   

 The Seventh Circuit appeared to follow a similar line of reasoning in Unique Concepts, 

Inc. v. Manual, 930 F.2d 573 (7th Cir. 1991), where it transferred an appeal of a non-patent, 

permissive counterclaim to the Federal Circuit despite the fact that the patent infringement claim 

had been dismissed by the district court.  Although the dismissal was voluntary and without 

prejudice, the district court granted it only on the condition that the plaintiff execute a covenant 

not to refile the patent claim.  Based on the plaintiff’s execution of the covenant not to sue, the 

district court entered a final judgment covering “all claims and counterclaims.”  Id. at 574.  The 

Seventh Circuit held that the case remained one based “in part” on the patent statutes on the 

grounds that the district court’s judgment both awarded defamation damages and dismissed the 

patent claim.  Id. at  575.64 

                                                 
63 This may not be the case where the patent claims were dismissed without objection and 
 made only a fleeting “transient appearance” in the claim.  See Schwarzkopf Dev. Corp. v. 
 TI-Coating, Inc., 800 F.2d 240, 245 (Fed. Cir. 1986) (holding that the “transient 
 appearance” of patent infringement counterclaims, followed by their dismissal without 
 objection, could not provide the basis for Federal Circuit jurisdiction). 
 
64 The court did not discuss Gronholz, 836 F.2d 515, in which the Federal Circuit held that 

a plaintiff’s voluntary dismissal of his patent claim without prejudice transformed the 
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4.

                                                                                                                                                

 Separated Claims under Rule 42(b) 

 The CAFC has held that separating patent and non-patent claims for trial under Fed. R. 

Civ. P. 42(b)65 is a procedural matter that will not divest the Federal Circuit of jurisdiction over 

the non-patent claims.  Atari, Inc. v. JS & A Group, Inc., 747 F.2d 1422 (Fed. Cir. 1984) (en 

banc).  In Atari, the district court issued a preliminary injunction on Atari’s copyright 

infringement claim and granted Atari’s motion under Fed. R. Civ. P. 13(i) and 42(b) to separate 

the patent count for trial.  Id. at 1424.  Atari’s stated intention was to direct JS & A’s appeal of 

the preliminary injunction to the Seventh Circuit, rather than the Federal Circuit.  Id. at 1425.  JS 

& A nevertheless appealed the preliminary injunction on the copyright claim to the Federal 

Circuit.   

The Federal Circuit held that it had jurisdiction over the non-patent claim, despite the fact 

that it had been separated from the patent claims, because jurisdiction is determined at the time a 

 
action into one that was no longer “arising under” the patent laws.  Unlike Gronholz, 
however, the district court in Unique Concepts entered one final judgment on both patent 
and non-patent claims as opposed to dismissing the patent claims before the final 
judgment on the non-patent claims.  As the Seventh Circuit explained, because § 
1295(a)(1) gives the Federal Circuit “exclusive jurisdiction of an appeal from a final 
decision of a district court,” if jurisdiction to enter the final judgment came, in part, from 
a well-pleaded complaint under § 1338, § 1295(a)(1) directs the appeal to the Federal 
Circuit.  Unique Concepts, 930 F.2d at 575.  The Seventh Circuit also seemed motivated 
by practical concerns, stating that “All appeals from a single judgment ought to go to one 
court, facilitating efficient briefing and decision.”  Id.  Moreover, in Unique Concepts, 
the plaintiff signed a covenant not to refile the patent claims although the court did not 
discuss whether it considered dismissal of the patent claims conditioned on a such a 
convenant to be, in effect, a dismissal with prejudice. 

65   A district court may order separate trials of patent and non-patent claims under Fed. R. 
Civ. P. 42(b), which states:  

 “The court, in furtherance of convenience or to avoid prejudice, 
or when separate trials will be conducive to expedition and 
economy, may order a separate trial of any claim, cross-claim, 
counterclaim, or third-party claim, or of any separate issue. . . .” 
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complaint is filed.  “The criteria for jurisdiction of the district court over a case are determined at 

the time the complaint is filed and a subsequent event, such as the present separation order, that 

does not alter those criteria, cannot oust the appellate court of its potential jurisdiction over 

appeals from final decisions in that case.”  Id. at 1431-32 (emphasis in original).  According to 

the court, the effect of ordering separate trials under Rule 42(b) was procedural, not substantive, 

and had no effect on jurisdiction.  Id. at 1430-31.  The court explained that, in rejecting “issue 

jurisdiction” and opting for “arising under” jurisdiction for the Federal Circuit, Congress intended 

to “(a) to avoid bifurcation of appeals; (b) to avoid specialization of th[e] court; (c) to avoid 

forum shopping in non-patent issues of law;  and (d) to discourage appropriation by the court of 

areas of law not assigned to it.”  Id. at 1435.   

The Federal Circuit in Atari recognized the possible perception of tension between its 

holding and the legislative history encouraging district courts to use their authority under the 

Federal Rules “to ensure the integrity of the jurisdiction of the Federal Court of Appeals” by 

separating antitrust and patent claims in certain situations.66  The court distinguished those 

portions of the legislative history by stating that they applied only to trivial patent claims raised to 

manipulate appellate jurisdiction.  Id. at 1434.  The court stated that “such claims do not create 

jurisdiction” in any event.  Id. at 1434 n.9 (citing Healy v. Sea Gull Specialty Co., 237 U.S. 479 

(1915)).    

5. Partial Judgments under Rule 54(b) 

In Atari, Inc. v. JS & A Group, Inc., 747 F.2d 1422, 1431 (Fed. Cir. 1984) (en banc), the 

court cited the fact that Atari’s claims would normally lead to one final judgment, 

                                                 
66  See supra at I.A.- D. 

  (discussing the legislative history). 
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notwithstanding the separation order, to support its holding that they therefore remained part of 

one case arising under the patent laws.  This point raises the issue of whether a partial final 

judgment on non-patent claims under Rule 54(b)67 would oust the Federal Circuit of jurisdiction 

over the non-patent issues when a case originally involves both patent and non-patent claims.  

The point remains unsettled. 

In Unique Concepts, Inc. v. Manual, 930 F.2d 573 (7th Cir. 1991), in which the district 

court entered a single judgment covering patent and non-patent claims, the Seventh Circuit left 

open the possibility that a partial final judgment of the non-patent claims under Rule 54(b) might 

have required an appeal to the regional circuit.  Although the court did not decide the issue, it 

stated, “[i]f the district judge had used Fed.R.Civ.P. 54(b) to separate the [state-law] claims from 

the patent claims, then [plaintiff] would have a better argument.  That final decision really would 

depend wholly on § 1332 [for jurisdiction].”  930 F.2d at 575.   

The Ninth Circuit addressed the fact pattern posited in Unique Concepts, dismissed 

patent claims and an appealed partial final judgment on the merits of non-patent claims, in 

Denbicare U.S.A. v. Toys “R” Us, Inc., 84 F.3d 1143 (9th Cir.), cert. denied, 519 U.S. 873 

(1996).  The Ninth Circuit asserted jurisdiction over the appeal of the non-patent issues.  The 

plaintiff, Denbicare, originally alleged patent, copyright and trademark infringement, unfair 

competition, breach of contract and tortious bad-faith denial of contract, but subsequently 

                                                 
67  Fed. R. Civ. P. 54(b), entitled “Judgment Upon Multiple Claims or Involving Multiple 

Parties” states: 

 When more than one claim for relief is presented in an action, whether as a 
claim, counterclaim, cross-claim, or third-party claim, or when multiple parties 
are involved, the court may direct the entry of final judgment as to one or more 
but fewer than all of the claims or parties only upon an express determination that 
there is no just reason for delay upon an express direction for the entry of 
judgment. 
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voluntarily moved to dismiss its patent claims with prejudice.  Toys, the defendant, opposed the 

amendment and amended its answer to add a counterclaim seeking a declaratory judgment that 

Denbicare’s patents were invalid.  The district court dismissed the counterclaim on the grounds 

that Toys lacked a reasonable apprehension of suit.  Id. at 1146.  The trial court eventually 

entered a partial final judgment under Rule 54(b) against Denbicare on the copyright, trademark, 

unfair competition and tortious denial of contract claims in order to allow the plaintiff to appeal 

those rulings.  The trial of the remaining contract issues was stayed.  Id. at 1146-47.   

The Ninth Circuit held that it had jurisdiction over the appeal of the non-patent issues.  In 

so holding, the court relied heavily on the legislative history of § 1295, particularly the Senate 

Judiciary Committee Report, which encouraged judges to use their authority under Rule 54(b) to 

separate final decisions involving substantial antitrust claims from trivial patent claims.  Id. at 

1148 (quoting S.Rep. No. 97-275 20 (1981), reprinted in 1982 U.S.C.C.A.N. 11, 30 (hereinafter 

“Senate Report”).68  The Denbicare court did not find that the patent claim was trivial or 

manipulatively joined, a point emphasized by the Federal Circuit when it discussed this passage 

of the legislative history in Atari.  747 F.2d at 1434.  Nevertheless, it held that the district court's 

use of Rule 54(b) to separate the nonpatent claims for partial final judgment, and its own 

assertion of jurisdiction, fit within the scope of the Congress’ intent in creating the Federal 

Circuit.69 

                                                 
68  See supra at I.A. -D.  (discussing legislative history). 

69 Another interpretation of § 1295, proposed by the Seventh Circuit, also arguably supports 
the Ninth Circuit’s holding in Denbicare.  In Unique Concepts, the Seventh Circuit read 
the language of § 1295 to require an analysis of the source of the district court’s 
jurisdiction to enter the final judgment appealed in determining the appeal route.  930 
F.2d at 575.  Under this analysis, a district court’s jurisdiction to enter a partial final 
judgment on only non-patent claims does not arise under the patent laws and any appeal 
would go to the regional circuit.  Even if a court were to accept this analysis, however, it 
is likely to view skeptically any attempt to separate factually related claims and direct 
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 The Federal Circuit has not directly discussed the jurisdictional effect of partial 

judgments under Rule 54(b), but several statements suggest that it would look to the complaint, 

not the final judgment, to establish jurisdiction.  For instance, as noted above, in Atari the court 

stated that jurisdiction is determined at the time the complaint is filed.  747 F.2d at 1431-32 

(emphasis in original); see also Zenith Elecs. Corp., 182 F.3d at 1346 (looking to the complaint, 

not the final judgment, in analyzing its jurisdiction: “Because the complaint contained patent 

infringement claims, the district court’s jurisdiction arose under 28 U.S.C. § 1338(a).  This 

established the path of appeal, giving exclusive jurisdiction in this court pursuant to 28 U.S.C. §§ 

1292(c) and 1295(a)(1)”).70  But see Holmes, 122 U.S. at 1896 (Stevens, J., concurring) (“It is 

important to note the general rule, however, that the jurisdiction of the court of appeals is not 

‘fixed’ until the notice of appeal is filed.”).   

                                                                                                                                                 
their appeals to two different appellate courts.  See Nilssen, 255 F.3d at 414 (“Avoiding 
claim-splitting (with the waste of judicial resources and the potential for inconsistent 
appellate decisions) is why § 1295(a)(1) provides that, if jurisdiction is based on § 1338 
even in part, then the Federal Circuit resolves all issues on appeal.”); Unique Concepts, 
30 F.2d at 575 (“Facts intermingle even when jurisdictional bases do not. . . . One court 
ought to review the entire imbroglio.”).  The analysis might be more justifiable and 
successful when the patent claims are no longer relevant to the case.  See, e.g. Unique 
Concepts, 930 F.2d at 575 (patent claims were dismissed with covenant not to refile). 

 

70 Similarly, in Holmes Group Inc. v. Vornado Air Circulation Systems, Inc., the district 
court entered a partial final judgment under Fed. R.Civ. P. 54(b), making the trade dress 
issue immediately appealable, and stayed the patent issues.  No. 99-1499 slip op. (D. 
Kan. June 12, 2000) (unreported).  Holmes argued that the Federal Circuit did not have 
jurisdiction over the appeal, in part, because the judgment appealed pertained only to the 
trade dress issues.  The Federal Circuit did not address the point and the Supreme Court 
did not grant certiorari on that issue.   See 122 S.Ct. 510 (U.S. Nov. 8, 2001) (No. 01-
408) (order granting certiorari).  The Holmes situation, however, is not directly analogous 
to the Denbicare case.  In Holmes, the patent claims were stayed and remained pending 
in the district court.  In that sense, the district court’s jurisdiction continued to be based in 
part on section 1338.  In contrast, in Denbicare, the patent claims had been dismissed 
from the case, although that dismissal could still be appealed.  Denbicare, 84 F.3d 1143.  
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D

1

. Non-Patent Claims that Necessarily Depend upon Resolution of a   
  Substantial Question of Patent Law 

The discussion in the previous sections focused on cases in which Federal Circuit 

jurisdiction over the non-patent issues depended on whether the case included a patent claim 

under the well-pleaded complaint rule.  Even in cases in which there is admittedly no patent 

claim, however, the Federal Circuit may have jurisdiction under the second prong of the 

Christianson test: whether a “plaintiff’s right to relief necessarily depends on resolution of a 

substantial question of federal patent law.” Christianson, 486 U.S. at 809.  The Federal Circuit 

has stated that it views Christianson’s second prong as “lenient.”  U.S. Valves, Inc. v. Dray, 212 

F.3d 1368, 1372 (Fed. Cir. 2000) (“Christianson sets a lenient standard for jurisdiction under 28 

U.S.C. §1338(a).”).  The consequence of this view is that the Federal Circuit, and perhaps the 

regional circuits that concur, will give the Federal Circuit exclusive jurisdiction over a range of 

issues related to causes of actions that are not created by federal patent law. 

. Contract Disputes Related To Patents 

 A long line of cases holds that a patent owner’s claim for breach of a patent license is 

created by state contract law.  Courts have held that such claims do not typically arise under the 

patent laws even when the existence of contract liability requires resolution of patent issues such 

as validity and infringement.  See Donald S. Chisum,  Chisum on Patents:  A Treatise on the Law 

of Patentability, Validity and Infringement § 21.02[1] (2001) (collecting cases).  For instance, in 

Ballard Medical Products v. Wright, 823 F.2d 527, 531 (Fed. Cir. 1987), the Federal Circuit held 

that a breach of license suit by an exclusive licensee against the licensor did not arise under the 

patent laws within the meaning of 28 U.S.C. § 1338, and the Federal Circuit had no jurisdiction 

over the appeal.  See also Schwarzkopf Dev. Corp. v. TI-Coating, Inc., 800 F.2d 240, 244 (Fed. 

Cir. 1986) (“The complaint in the case at bar is for failure to pay royalties due under an existing 
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patent license agreement.  Such a suit has consistently been viewed as one arising out of state 

contract law, not ‘arising under’ the patent law.”). 

The Supreme Court has recognized that a patentee often has the option of pleading a 

licensing case as either one for breach of contract or one for patent infringement.  Luckett v. 

Delpark, Inc., 270 U.S. 496, 511 (1926).  “But when the patentee exercises his choice and bases 

his action on the contract and seeks remedies there under, he may not give the case a double 

aspect, so to speak, and make it a patent case conditioned on his securing equitable relief as to the 

contract.”  Id.  The Federal Circuit has looked to the fact that a complaint alleging breach of a 

patent license sought infringement damages in concluding that the plaintiff pleaded the case as 

one for patent infringement.  Kunkel v. Topmaster Int’l, Inc., 906 F.2d 693 (Fed. Cir. 1990);  Air 

Prods. and Chems., Inc. v. Reichhld Chems., Inc., 755 F.2d 1559 (Fed. Cir. 1985). But see Jim 

Arnold Corp. v. Hydrotech Sys., Inc., 109 F.3d 1567 (Fed. Cir.) (patentee seeking revision of 

assignment did not invoke Federal Circuit jurisdiction where grounds for recession did not 

implicate any aspect of patent law, even though complaint alleged that defendants infringed 

patents because assignments were void), cert. denied sub nom, Baker Hughes, Inc. v. Jim Arnold 

Corp., 522 U.S. 933 (1997). 

 In two more recent cases, however, courts have held that licensing disputes arise under 

the patent law, based on Christianson’s second prong.  In Scherbatskoy v. Halliburton Co., 125 

F.3d 288 (5th Cir. 1997), the plaintiffs alleged that Halliburton breached a patent license 

agreement by failing to pay additional royalties after acquiring a new company, which, plaintiffs 

alleged, infringed the patents.  The Fifth Circuit transferred the case to the Federal Circuit on the 

grounds that plaintiffs’ case necessarily required resolution of a substantial question of patent 

law, namely whether the new company infringed the licensed patents.  Id. at 291.  The court cited 
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Kunkel without discussion of that case or any case holding that a licensing dispute does not arise 

under the patent laws.  Id.  

Similarly, in U.S. Valves, Inc. v. Dray, 190 F.3d 811 (7th Cir. 1999), the Seventh Circuit 

transferred an appeal concerning breach of a patent license to the Federal Circuit.  Dray patented 

an internal piston valve and exclusively licensed the patent to U.S. Valves.  When Dray and U.S. 

Valves had a falling out, Dray began selling internal piston valves, admittedly covered by the 

patent, and a second type called “sliding ring valves.”  Dray contended that U.S. Valves’ actions 

breached the license and resulted in termination of the agreement.  The district court disagreed 

and found that Dray’s sale of valves violated the exclusive license.  Id. at 812.  Both parties 

appealed to the Seventh Circuit, but Dray asked that the case be transferred to the Federal Circuit.  

Dray argued that a determination of whether his sale of the sliding ring valves violated the 

agreement required a determination of whether those valves infringed the licensed patents.  Id. at 

812-13.  The Seventh Circuit agreed, explaining that “[w]hether Dray breached the exclusivity 

provision of the license agreement depends on whether he sold valves which infringed on the 

licensed patents.”  Id. at 814.  Although the Federal Circuit was bound by the law of the case 

doctrine to accept jurisdiction, it also opined on its ability to decide the case and the court adopted 

the analysis of the Seventh Circuit.  U.S. Valves, Inc. v. Dray, 212 F.3d 1368, 1372 (Fed. Cir. 

2000).   

2. False Statements Regarding Patent Rights 

In two recent cases, the Federal Circuit asserted jurisdiction over cases in which the cause 

of action was created by state tort law but which the court determined “necessarily required 

resolution of a substantial question of patent law” and, therefore, arose under § 1338.  These 

cases present an interesting wrinkle in that § 1338 gives exclusive jurisdiction to the federal 
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district courts.  Therefore, the Federal Circuit’s holding may oust the state courts’ jurisdiction to 

hear these state law claims. 

In Additive Controls & Measurement Sys., Inc. v. Flowdata, Inc., 986 F.2d 476 (Fed. Cir. 

1993), the Federal Circuit found federal jurisdiction over a state law business disparagement 

claim.  Flowdata stated to Additive’s customers, falsely in Additive’s view, that it was infringing 

Flowdata's patent.  To establish a business disparagement claim under Texas law, Additive was 

required to prove the falsity of Flowdata's statement, which in turn required it to prove that it did 

not infringe the patent.  Id. at 478.  The Federal Circuit held that Additive’s claim thus necessarily 

required resolution of a substantial question of patent law and, therefore, the claim arose under 28 

U.S.C. § 1338(a).  Id.71 

Similarly, in Hunter Douglas v. Harmonic Design, Inc., 153 F.3d 1318 (Fed.Cir.1998), 

the Federal Circuit asserted jurisdiction over another case alleging violation of state tort law.   

The plaintiff, Hunter Douglas, accused the patentee and its licensees of committing an injurious 

falsehood by asserting that they held exclusive rights to make and sell products covered by 

patents.  Hunter Douglas contended that the statements were false because the patents were 

invalid and unenforceable.  Id. at 1329.   Federal patent law clearly did not create this cause of 

action and so the Federal Circuit examined whether the claim required resolution of a substantial 

question of patent law.   

                                                 
71  The court distinguished American Well Works Co. v. Layne & Bowler Co. 241 U.S. 257 

(1916), in which the Supreme Court held that a state law business disparagement claim 
based on false accusations of patent infringement arose under state, not federal law.  
Under the Massachusetts law at issue in that case, a plaintiff could recover for business 
disparagement without proving the falsity of defendant’s accusations of patent 
infringement.  The law required the defendant to prove the truth of its statements, making 
that truth a defense, rather than part of the plaintiff’s case.  Additive Controls, 986 F.2d at 
478-79. 
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The court held that it did and, therefore, determined that the case arose under the patent 

laws.  The court reasoned that a required element of the state law claim, a falsity, necessarily 

depended on a question of federal patent law, namely whether the patents at issue were invalid or 

unenforceable.  Id.  All of the theories on which Hunter Douglas could prevail on this count 

required resolving these questions of federal patent law.  Id.   The court further concluded that the 

questions of federal patent law presented, validity and enforceability, were “substantial” enough 

to raise a “substantial question of patent law” and convey section 1338(a) jurisdiction in the 

district court and appellate jurisdiction under section 1295.  Id. at 1329-30.   

3.

                                                

 Jurisdiction Over Federal Trade Commission Matters 

 It is not clear how any “expansion” of Federal Circuit jurisdiction under Christianson’s 

second prong will affect the Commission’s intellectual property-antitrust matters.  On the one 

hand, an argument can be made that, because § 1295(a) only allows the Federal Circuit to hear 

appeals “from a final decision of a district court,” and because 15 U.S.C. § 45(c) provides that 

appeals from Commission orders may be taken to the regional circuit courts of appeals, § 1295(a) 

cannot confer jurisdiction to the CAFC over orders from the Commission.72  On the other hand, 

an argument could be made that the language of § 45(c) does not compel the conclusion that the 

regional circuits have exclusive jurisdiction over appeals from orders of the Commission.  

Although § 45(c) is written in terms of geography, it does not indicate that such jurisdiction is 

exclusive of the CAFC; in fact, that provision was enacted prior to the creation of the Federal 

Circuit.  Thus, it is not surprising that § 45(c) confers appellate jurisdiction by reference to the 

 
72  See Stempel & Terzaken, supra note 54, at 733-34 (concluding that Federal Circuit 

probably does not have jurisdiction to consider appeals from FTC orders although each of 
the FTC cases has a counterpart private action pending in federal district court that could 
be subject to a Federal Circuit appeal). 
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“circuit where the method of competition or the act or practice in question was used or where 

such person, partnership, or corporation resides or carries on business.”  Id.    

 Even if the Federal Circuit could not consider appeals from Commission orders, the law 

developed by the court would still have an effect on the Commission’s matters.  First, any case 

which the Commission decides to pursue in a district court may be appealable to the Federal 

Circuit so long as it meets the test under Christianson.  Second, the greater the number of 

antitrust issues that are heard on appeal by the Federal Circuit, the greater the court’s influence as 

a source of antitrust precedent for regional circuits to rely upon.  For example, the Federal 

Circuit’s influence would been seen in appeals of Commission orders in administrative actions 

involving patent-antitrust issues.73  Thus, even if the Commission’s matters must be appealed to a 

regional circuit, it may feel the impact of the Federal Circuit’s developing antitrust jurisprudence.   

III

A

                                                

. The Development of The Federal Circuit’s Choice Of Law Rules 

. The Federal Circuit’s Decision In Nobelpharma 

 Prior to 1998, the Federal Circuit had steadfastly held that antitrust matters that came to 

the Court were to be decided according to the law of the relevant regional circuit court.74  In a trio 

 
73  For example, see In the matter of Biovail Corp., 011-0094 (Compl. and Consent Decree 
 filed Apr. 23, 2002). 
 
74  This is consistent with the choice of law applied to other non-patent issues at the time.  

E.g., Payless Shoesource, Inc. v. Reebok Int’l Ltd., 998 F.2d 985, 998 (Fed. Cir. 1993) 
(applying regional circuit law to trademark issue); Bandag, Inc. v. Al Bolser’s Tire 
Stores, Inc., 750 F.2d 903, 909 (Fed. Cir. 1984) (same); e.g., Cable Elec. Prods., Inc. v. 
Genmark, Inc., 770 F.2d 1015, 1033 (Fed. Cir. 1985) (applying regional circuit law to 
preemption issue); Interpart Corp. v. Italia, 777 F.2d 678 (Fed. Cir. 1985) (same); see 
also, e.g., Atari Games Corp. v. Nintendo of Am., Inc., 897 F.2d 1572, 1575 (Fed. Cir. 
1990) (Federal Circuit applied Ninth Circuit law to determine elements of a request for a 
preliminary injunction); Atari Corp v. Seagate Tech., 847 F.2d 826 (Fed. Cir. 1988) 
(applying regional circuit law to issue regarding disqualification of an attorney); Molins 
PLC v. Quigg, 837 F.2d 1064, 1066 (Fed. Cir. 1988) (applying the law of the D.C. Circuit 
on issues related to the ripeness doctrine); Sun Studs, Inc. v. Applied Theory Assoc., Inc., 
772 F.2d 1557, 1561,1563 (Fed. Cir. 1985) (applying Ninth Circuit law in determining 
the invalidity of a settlement agreement and in determining the standards governing 
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of cases -- Atari, Inc. v. J.S. & A. Group, Inc., 747 F.2d 1422 (Fed. Cir. 1984), Loctite Corp. v. 

Ultraseal Ltd., 781 F.2d 861 (Fed. Cir. 1985), and Cygnus Therapeutic Systems v. ALZA Corp., 

92 F.3d 1153 (Fed. Cir. 1996) -- the Federal Circuit stated that "[w]e must approach a federal 

antitrust claim as would a court of appeals in the circuit of the district court whose judgment we 

review." 781 F.2d at 875. 

 However, years after the court was created, in March 1998, the Federal Circuit overruled 

its prior decisions and held that it would apply its own law, not circuit law, when antitrust claims 

were based on allegations that conduct in the procurement or enforcement of a patent is sufficient 

to strip a patentee of “its immunity from the antitrust laws.”75  In Nobelpharma AB v. Implant 

Innovations, Inc., 141 F. 3d 1059 (Fed. Cir. 1998), the Federal Circuit, in an opinion by Judge 

Lourie, ruled en banc that Federal Circuit law controlled an antitrust counterclaim based upon the 

Supreme Court’s decision in Walker Process Equipment, Inc. v. Food Machinery & Chemical 

Corp.:76  

[A]n antitrust claim premised on stripping a patentee of its 
immunity from the antitrust laws is typically raised as a 
counterclaim by a defendant in a patent infringement suit. . . . 
Because most cases involving these issues will therefore be 

                                                                                                                                                 
disqualification of counsel); Panduit Corp. v. All States Plastic Mfg., 744 F.2d 1564, 
1575 (Fed. Cir. 1984), (Federal Circuit should apply regional circuit law to all procedural 
issues not unique to patent cases), overruled in part on other grounds by Richardson-
Merrell, Inc. v. Koller, 472 U.S. 424, 432 (1985).  But see Viam Corp. v. Iowa Export-
Import Trading Co., 84 F.3d 424, 428 (Fed. Cir. 1996) (applying Federal Circuit law to 
questions of personal jurisdiction); Akro Corp. v. Luker, 45 F.3d 1541, 1543 (Fed. Cir.), 
cert. denied, 526 U.S. 1112 (1995) (same). 

75  The Federal Circuit’s choice of words in this regard is interesting.  The reference to a 
patentee’s “immunity from the antitrust laws” could be interpreted as reflecting a 
particular perspective on the relationship between patent law and antitrust principles. 

76  382 U.S. 172 (1965).  In Walker Process, the Supreme Court held that enforcement of a 
patent procured by fraud on the Patent Office may violate Section 2 of the Sherman Act, 
provided all other elements to establish a Section 2 monopolization charge are proved.  
Id. at 177. 
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appealed to this court, we conclude that we should decide these 
issues as a matter of Federal Circuit law, rather than rely on 
various regional precedents.   

Id. at 1068. 

 The Federal Circuit’s rationale was fairly simple and was based on its charter to provide 

uniformity in the law applied to patent issues: 

We arrive at this conclusion because we are in the best position 
to create a uniform body of federal law on this subject and 
thereby avoid the ‘danger’ of confusion [that] might be enhanced 
if this court were to embark on an effort to interpret the laws of 
the regional circuits. . . . Accordingly, we hereby change our 
precedent and hold that whether conduct in procuring or 
enforcing a patent is sufficient to strip a patentee of its immunity 
from the antitrust laws is to be decided as a question of Federal 
Circuit law.   
 

Id.  The court, however, did not go as far as it might have in Nobelpharma.  First, its new rule 

was limited to cases that were based on alleged misconduct in the procurement or enforcement of 

a patent (and did not cover other types of conduct, such as the refusal to license -- as will be 

discussed below, that came later).  The court also limited the scope of its new rule, explaining that 

it would “continue to apply the law of the appropriate regional circuit to issues involving other 

elements of antitrust law such as relevant market, market power, damages, etc., as those issues are 

not unique to patent law . . . ."  Id.  

 In Nobelpharma, the court opened the door to the creation of a new body of Federal 

Circuit antitrust law.  To analyze the impact of this departure from the court’s prior precedent on 

antitrust law, it is necessary to review how the court reached this point and where it has gone 

since Nobelpharma.  The following sections review the development of the Federal Circuit’s 

choice of law principles prior to the Nobelpharma decision and how that law has developed since 

the decision.  A review of these cases is interesting not only from the perspective of 
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understanding the Federal Circuit’s views on choice of law issues, but from the perspective of 

understanding the court’s substantive antitrust jurisprudence as well.   

B

1

. The Federal Circuit’s Approach to Antitrust Issues Prior to    
  Nobelpharma 

A few points can be noted from a review of the Federal Circuit’s pre-Nobelpharma case 

law that bear on the significance of the court’s decision to develop its own body of antitrust law.   

•  First, even before Nobelpharma, while the Federal Circuit was purporting to apply 
regional circuit law on antitrust issues, the court was developing, articulating and 
applying its own views on the proper relationship between the antitrust laws and the 
patent laws.  The court, for instance, emphasized the importance of patent rights and 
expressed a desire to minimize the use of antitrust law to “thwart” efforts to enforce those 
rights.  E.g., Loctite Corp. v. Ultraseal Ltd., 781 F.2d 861, 876-77 (Fed. Cir. 1985) 
(“[T]he treble damage threat of antitrust liability should not be used to thwart good faith 
efforts at patent enforcement”) overruled in part by Nobelpharma AB v. Implant 
Innovations, Inc., 141 F.3d 1059 (Fed. Cir. 1998) (en banc).   

 
•  Second, the Federal Circuit had opportunities even before Nobelpharma to “make law” 

on antitrust issues in cases in which there was no controlling authority in the regional 
circuit.  In such cases, the court looked to the law in other circuits, and its own 
precedents, to support its holdings.   

 
•  Third, with rare exception, the Federal Circuit typically held against the party asserting 

an antitrust claim.  It is not clear, however, whether this fact says much about the court’s 
view of antitrust principles or is only an indication of the weakness of the antitrust claims 
involved.   

 
. The Federal Circuit’s Developing Views On The Proper   

   Relationship Between The Antitrust Laws And Patent Rights 

One of the earliest cases in which the Federal Circuit considered an antitrust issue was 

American Hoist & Derrick Co. v. Sowa & Sons, Inc., 725 F.2d 1350 (Fed. Cir. 1984), where the 

court -- applying Ninth Circuit law -- considered, among other things, the antitrust claimant’s 

argument that defining a “relevant market is not a necessary element of a Section 2 Sherman Act 

violation under established Ninth Circuit law.” Id. at 1365.  The Federal Circuit flatly disagreed 

and applied Ninth Circuit precedent holding that proof of a relevant market is required to 

establish a violation of Section 2 of the Sherman Act based on the enforcement of a patent.  Id. at 
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1366 (noting that “the Ninth Circuit itself has acknowledged that proof of relevant market is 

essential” in proving a Sherman Act violation).77  In addition, the Federal Circuit relied on the 

Supreme Court’s holding in Walker Process that in a case involving alleged monopolization or 

attempted monopolization under Section 2 of the Sherman Act, it is “necessary to appraise the 

exclusionary power of the illegal patent in terms of the relevant market for the product involved.”  

Id. (citing Walker Process, 382 U.S. at 177).   

From an antitrust perspective, there is nothing particularly novel about the American 

Hoist decision.  It is in accord with the law of the Ninth Circuit, and many others, at the time.  In 

its opinion, however, the Federal Circuit took the opportunity to express its views on the 

relationship between the antitrust laws and patent rights in a manner that could be interpreted as 

favoring the protection of patent rights: 

The patent system, which antedated the Sherman Act by a 
century, is not an “exception” to the antitrust laws, and patent 
rights are not legal monopolies in the antitrust sense of that 
word. Accordingly, if a patent is held to have been obtained 
illegally, it is not properly said, ipso facto, that it was all along 
an illegal monopoly and, thus, that its procurement and 
attempted enforcement was a per se violation of the antitrust 
laws. A holding that monopoly analysis should end in favor of 
liability on a determination of fraud, without more, would signal 
a fundamental misunderstanding of the substance and purposes 
of both patent and the antitrust laws. 
 

                                                 
77  The Federal Circuit, citing Lessig v. Tidewater Oil Co., 327 F.2d 459 (9th Cir.), cert. 

denied, 377 U.S. 993 (1964) acknowledged that there was Ninth Circuit authority that 
had been cited for the proposition that “proof of relevant market is dispensable in 
‘attempt’ cases.”  Am. Hoist, 725 F.2d at 1366.  The court observed, however, that Lessig 
“was decided prior to Walker Process Equipment, Inc. v. Food Machinery & Chemical 
Corp.,” and relied on post-Walker Process decisions in which, according to the Federal 
Circuit, “the Ninth Circuit itself [] acknowledged that proof of relevant market is 
essential.”  Id. at 1366-67.  The post-Walker Process case law relied upon by the Federal 
Circuit involved claims based on the alleged fraudulent procurement or bad faith 
enforcement of a patent.  Thus, the Federal Circuit was plainly of the view that, as of 
American Hoist, the Ninth Circuit’s decision in Lessig was not good law at least with 
respect to cases based on the alleged fraudulent procurement or bad faith enforcement of 
a patent. 
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Am. Hoist, 725 F.2d at 1367; see also The Antitrust Counterattack in Patent Infringement 

Litigation, Antitrust Practice Handbook Series, at 206 (1994).  The Federal Circuit also held that 

specific intent, which is a higher standard than gross negligence or recklessness, is an 

“indispensable element” in an attempt to monopolize claim based on fraud.  Am. Hoist, 725 F.2d  

at 1368.  At the very least, it was clear from the American Hoist case that, consistent with a view 

emphasizing respect for the patent system, the Federal Circuit would not pass lightly over an 

antitrust-claimant’s burden of proving each element of its claim simply because the patent-holder 

obtained its patent by fraud. 

Soon after American Hoist, the Federal Circuit took another opportunity to express its 

views on the relationship between antitrust and patents in Loctite.  That case involved, among 

other things, the Federal Circuit’s review of the dismissal of a counterclaim alleging bad faith 

enforcement of a patent based on the patentee’s alleged knowledge that the defendant did not 

infringe the relevant patent.  In the context of holding that a “clear and convincing evidence 

standard” ought to apply to an antirust claim based on allegations of bad faith enforcement, the 

court emphasized in dicta the merits of the patent system, noting that it is rooted in the 

Constitution and serves the same underlying goal as the antitrust law -- to promote competition: 

The patent system, which is rooted in the United States 
Constitution (Art. I, § 8, cl. 8), serves a very positive function in 
our system of competition, i.e., "the encouragement of 
investment based risk."  By so doing, it "encourages innovation 
and its fruits: new jobs and new industries, new consumer goods 
and trade benefits."  In that sense, therefore, and because the 
underlying goal of the antitrust laws is to promote competition 
… the patent and antitrust laws are complementary. 
Consequently, the treble damage threat of antitrust liability 
should not be used to thwart good faith efforts at patent 
enforcement. 
 

Id. at 876-77 (citations omitted). 
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In Atari Games Corp. v. Nintendo of America, 897 F.2d 1572 (Fed. Cir. 1990), on appeal 

from the Northern District of California, the Federal Circuit reviewed the district court’s entry of 

a preliminary injunction prohibiting Nintendo from filing contributory infringement suits against 

Atari’s customers, retailers, distributors and dealers.  Id. at 1574.  The Federal Circuit expressed 

its view that a preliminary injunction takes on “special significance” when it involves patent 

rights and antitrust violations because an injunction granted without an adequate factual basis can 

offend the public policies underlying both the patent and antitrust laws.  Id. at 1576-77.  In 

discussing the interplay between patent rights and antitrust law, the Federal Circuit referred to a 

hodgepodge of Ninth Circuit law, other regional circuit law, its own case law, and Supreme Court 

precedent.  Id. at 1576-78.  Relying on its earlier decision in Loctite, the Federal Circuit stated 

that the patent laws and antitrust laws are complementary since both are aimed at encouraging 

innovation, industry, and competition.  Id. at 1576.   

The Federal Circuit held, however, that a patent holder is not insulated from antitrust 

laws merely because it possesses a patent. Id. (citing United States v. Line Material Co., 333 U.S. 

287, 308 (1948); Miller Insituform v. Insituform of N.A., Inc., 830 F.2d 606, 608 (6th Cir. 1987), 

cert. denied, 484 U.S. 1064 (1988); United States v. Westinghouse Elec. Corp, 648 F.2d 642, 647 

(9th Cir. 1981)).  In language that seems to foreshadow the later controversial dicta in CSU  v. 

Xerox, 203 F.3d 1322 (Fed. Cir. 2000), the court identified four situations in which patent owners 

may incur antitrust liability:  (i) for enforcement of a patent known to be obtained through fraud 

(citing Walker Process, 382 U.S. 172), (ii) for enforcement of a patent known to be invalid (citing 

Handguards, Inc. v. Ethicon, Inc., 601 F.2d 986 (9th Cir. 1979), cert. denied, 444 U.S. 1025 

(1980)), (iii) where a patent license compels the purchase of unpatented goods (citing Morton Salt 

Co. v. G.S. Suppiger Co., 314 U.S. 488 (1942)), or (iv) where there is an overall scheme to use 

 - 55 - 



 

the patent to violate antitrust laws (citing Kobe v. Dempsey Pump Co., 198 F.2d 416 (10th Cir.), 

cert. denied, 244 U.S. 837 (1952)).  Id. at 1567-77. 

In Virginia Panel Corp. v. MAC Panel Co., 133 F.3d 860 (Fed. Cir. 1997), the Federal 

Circuit again appeared to express a preference for the enforcement of patent rights over antitrust 

law.  In that case, the plaintiff alleged that the defendant infringed its patent and the defendant 

counterclaimed by arguing patent misuse and antitrust violations.  Id. at 862.  In two separate 

decisions, the district court (the Western District of Virginia) held that the defendant infringed the 

patent owned by the plaintiff, and that the plaintiff engaged in patent misuse and violated the 

antitrust laws.  Id. (citing Virginia Panel Corp. v. MAC Panel Co., 887 F. Supp. 880 (W.D. Va. 

1995) and Virginia Panel Corp. v. MAC Panel Co., Civ. A. No. 93-0006-H, 1996 WL 335381 

(W.D. Va. May 29, 1996)).   

In deciding to apply Fourth Circuit law to the antitrust claim in Virginia Panel, the 

Federal Circuit reiterated that “[w]hen reviewing a district court’s judgment involving federal 

antitrust law, we apply the law of the regional circuit in which that district court sits.”  Id. at 872.  

To show an antitrust violation, Fourth Circuit law required a causal connection between the 

alleged antitrust violation and the damages claimed.  Id. (citing Metrix Warehouse, Inc. v. 

Daimler-Benz Aktiengesellschaft, 828 F.2d 1033, 1043-44 (4th Cir.), cert. denied, 486 U.S. 1017 

(1988)).  It nonetheless could be argued that Judge Lourie’s opinion for the panel again stressed 

an apparent preference for patent rights over antitrust law when it stated: 

The antitrust laws do not preclude patentees from putting 
suspected infringers on notice of suspected infringement. . . .  
Rather, they are designed to promote competition to the 
advantage of consumers, not for the protection of competitors. . . 
. . Thus, a patentee may lawfully police a market that is 
effectively defined by its patent. Similarly, the antitrust laws are 
not designed to penalize an individual who lawfully obtains a 
government procurement contract, even if the award of that 
contract dramatically and necessarily altered a two-supplier 
market. While the district court and the jury viewed [plaintiff’s] 
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aggressive conduct as anti-competitive and as the cause of 
[defendant’s] market losses, [plaintiff’s] enforcement of the 
patent rights was not unlawful. 

 
Id. at 873-74 (citations and footnote omitted).  The Federal Circuit reversed the district court’s 

finding of an antitrust violation under Section 2 of the Sherman Act, holding that the evidence did 

not even support a patent misuse claim and therefore could not amount to an antitrust violation.  

Id. at 873.  

 Thus, prior to its decision in Nobelpharma, the Federal Circuit expressed views regarding 

the overarching relationship between antitrust principles and patent rights.  Moreover, although 

the court was bound by its own law to apply the law of the regional circuits to antitrust issues, 

those views must have necessarily informed its interpretation and application of regional circuit 

law.  Indeed, prior to Nobelpharma, the Federal Circuit had many opportunities to give effect to 

its views on the proper role of antitrust law in circumscribing patent rights in cases, like those 

discussed below, in which there was an absence of clear regional circuit law on point. 

2

a

. The Federal Circuit Had The Opportunity To “Make”   
   Antitrust Law Even Prior To Nobelpharma 

In many, if not most, of the pre-Nobelpharma cases dealing with antitrust or misuse 

issues, the Federal Circuit had some discretion in crafting the appropriate legal rule because there 

was no clear authority in the regional circuit (although in some of these cases, the Federal Circuit 

simply made no mention at all of regional circuit law) or because they involved a patent misuse 

defense.  Thus, even prior to Nobelpharma, the court had a fair degree of leeway to give effect to 

its views on patent-antitrust issues. 

. Pre-Nobelpharma Cases in which No Clear Regional   
    Circuit Law Existed and/or in which the Federal Circuit  
    Applied Its Own Precedent 

One of the first examples of the Federal Circuit’s discretion in ruling on antitrust issues is 

its decision in Loctite Corporation v. Ultraseal Ltd., 781 F.2d 861 (Fed. Cir. 1985).  That case 
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involved, among other things, the Federal Circuit’s review of the dismissal of a counterclaim 

alleging bad faith enforcement of a patent based on the patentee’s alleged knowledge that the 

defendant did not infringe the relevant patent.  On the choice of law issue, the Federal Circuit 

held that it must “approach a federal antitrust claim as would a court of appeals in the circuit of 

the district whose judgment we review.” Loctite Corp., 781 F.2d at 875.  Consequently, the court 

stated that Seventh Circuit antitrust law would apply and that it would look to applicable law 

from other regional circuits for guidance especially in unexplored areas of the law.  Id. at 875.   

On one of the key issues in the appeal -- the district court’s holding that the defendant 

had to prove bad faith enforcement by “clear and convincing” evidence -- there was no clear 

Seventh Circuit authority.  The district court had relied on the Ninth Circuit’s decision in 

Handgards, Inc. v. Ethicon, Inc, 601 F.2d 986 (9th Cir. 1979), applying a clear and convincing 

evidence standard to allegations of bad faith enforcement based on the patentee’s alleged 

knowledge that the patents were invalid.  Id. at 876.  In holding in Loctite that “clear and 

convincing” was the appropriate standard for a case alleging bad faith allegations of infringement, 

the Federal Circuit also looked to the Ninth Circuit’s decision in Handgards, reasoning that 

because a patentee’s infringement action is presumptively in good faith, that presumption can 

only be rebutted by a showing of clear and convincing evidence.78  Moreover, the court, as did the 

Ninth Circuit, reasoned that a “preponderance of the evidence” standard would chill legitimate 

patent enforcement suits because of the fear of treble damage awards.  Id.  According to the 

Federal Circuit, the Seventh Circuit would similarly decline to apply the preponderance of the 

                                                 
78 The Handgards decision was not directly on point.  The Handgards court’s use of the 

clear and convincing standard was based in part on the presumption of validity of a patent 
that is expressly within the patent statute.  The question in Loctite was whether the 
patentee had a good faith belief that the patent was infringed, not that it might have been 
invalid.  No statutory presumption applies to the patentee’s belief that the patent was 
infringed. 
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evidence standard in this context.  Id. (noting “[w]e decline [to apply the preponderance of the 

evidence standard advocated by the defendant], and more importantly, we believe the Court of 

Appeals for the Seventh Circuit would decline to do so.”). 

Another early example of the Federal Circuit’s enunciating antitrust rules can be seen in 

the development of the law on whether inequitable conduct in the prosecution of a patent could 

satisfy the fraud element of a Walker Process claim.  In the first of a line of cases on this issue, 

Argus Chemical Corp. v. Fibre Glass-Evercoat Co., 812 F.2d 1381 (Fed. Cir. 1987), the court 

appeared to adhere to the law of the relevant regional circuit (the Ninth), citing to a number of 

Ninth Circuit precedents in holding that inequitable conduct cannot satisfy the Walker Process 

requirement for “intentional fraud” on the Patent Office.  Id. at 1384-85 (holding that “[t]here is 

no reason to believe that the Ninth Circuit would depart from [the intentional fraud] standard and 

sanction a Walker Process claim based upon inequitable conduct”).79   

However, in its next decision on this very same issue, Allen Archery, Inc. v. Browning 

Manufacturing Co., 819 F.2d 1087 (Fed. Cir. 1987), the Federal Circuit appeared to ignore the 

application of regional circuit law (the Tenth) and rely only on its opinion in Argus Chemical.  

One of the defendant’s counterclaims in Allen Archery (which had been rejected by the district 

court) involved allegations that the plaintiff violated Section 2 of the Sherman Act by obtaining 

                                                 
79  In Argus, the Federal Circuit also rejected the antitrust claimant’s additional antitrust 

theory that the patentee monopolized and attempted to monopolize the relevant market by 
bringing an infringement suit in bad faith.  812 F.2d at 1385.  Applying the regional 
circuit law of the Handgards decisions to this case, the Federal Circuit provided that “to 
prevail in an antitrust claim based upon enforcement of an invalid or unenforceable 
patent, the litigant must establish that the patentee acted in bad faith in enforcing the 
patent because he knew that the patent was invalid.”  Id. at 1386 (citing Handgards, Inc. 
v. Ethicon, Inc., 601 F.2d 986 (1979), and Handgards, Inc. v. Ethicon, Inc., 743 F.2d 
1282 (1984)).  The Federal Circuit held that the antitrust claimant had not made a 
sufficient evidentiary showing of bad faith.  Id. at 1386.  The court noted that the only 
evidence offered to support the bad faith claim was a letter from another competitor that 
the patents were invalid because of an alleged prior sale. Id.  The court held that such a 
letter by an accused infringer “cannot be turned into evidence that the patentee knew that 
the patent was invalid when it instituted an infringement suit.”  Id.    
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the relevant patent through inequitable conduct.  Id. at 1098.  In rejecting this claim, the Federal 

Circuit first found that the proofs did not demonstrate that the plaintiff engaged in inequitable 

conduct.  It further stated that, in any event, under its decision in Argus Chemical, an allegation of 

inequitable conduct does not establish a violation of the Sherman Act.  In support of this latter 

conclusion, the Federal Circuit provided no substantive analysis.  Instead, it simply cited its 

previous decision in Argus Chemical, a case decided under Ninth Circuit law, without discussing 

or attempting to apply Tenth Circuit law.  Judge Friedman, who wrote the opinions in both Allen 

Archery and Argus Chemical, did not mention this point and seems to have treated Argus 

Chemical as controlling rather than searching for relevant regional circuit law on this antitrust 

issue.80   

The Federal Circuit in Allen Archery also affirmed the district court’s finding that the 

patentee did not engage in inequitable conduct.  Again applying Federal Circuit -- without 

mentioning Tenth Circuit -- precedent, the court found that the antitrust claimant failed to prove 

by clear and convincing evidence that the patentee had misrepresented or failed to disclose 

material information to the PTO in the prosecution of the patent, and failed to prove that any such 

misrepresentation was intentional.  Id. at 1094-95 (citing  N.V. Akzo, Aramide Maatschapij v. E.I. 

du Pont de Nemours & Co., 810 F.2d 1148, 1153 (Fed. Cir. 1987), J.P. Stevens & Co. v. Lex Tex, 

Ltd., 747 F.2d 1553, 1559-60 (Fed. Cir. 1984), cert. denied, 474 U.S.  822 (1985), Orthopedic 

Equip. Co. v. All Orthopedic Appliances, 707 F.2d 1376, 1383 (Fed. Cir. 1983)).   

                                                 
80  There were other occasions prior to Nobelpharma in which the Federal Circuit did not 

rely upon regional circuit law.  For example, in Indium Corporation of America v. Semi-
Alloys, Inc., 781 F.2d 879 (Fed. Cir. 1985)), cert. denied, 479 U.S. 820 (1986), the 
Federal Circuit made no reference to any regional circuit law in deciding an issue related 
to antitrust standing.  Instead, the court looked only to Supreme Court precedent in 
holding that an antitrust claimant who alleged that the patent holder procured its patents 
by fraud lacked standing because it failed to present evidence that it was prepared to enter 
the market or that the patentee enforced the relevant patents against it.  Id. at 882. 
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The Federal Circuit once again appeared to rely on its own precedents in connection with 

a Walker Process claim in FMC Corp. v. Manitowoc Co. 835 F.2d 1411 (Fed. Cir. 1987).  In that 

case, the District Court for the Northern District of Illinois upheld the validity of a patent for 

heavy lift cranes, found that the patent was not infringed, and found no inequitable conduct nor 

any antitrust violations.  Id. at 1412.  The antitrust claimant appealed the district court’s judgment 

with respect to its Walker Process claim and its general Sherman Act Section 2 claim.  In 

discussing the Walker Process claim, the Federal Circuit found that since the antitrust claimant 

did not establish inequitable conduct on the patentee’s part, it had failed to establish its greater 

burden of proving fraud under Walker Process. In so holding, the court relied on its earlier 

decisions regarding the distinction between inequitable conduct and the type of fraud required in 

a Walker Process claim, including those in Argus Chemical, 812 F.2d at 1384-85 and American 

Hoist, 725 F.2d at 1368. Id. at 1417-18. 

Similarly, in Genentech, Inc. v. Eli Lilly & Co. 998 F.2d 931 (Fed. Cir. 1993), the Federal 

Circuit did not discuss regional circuit law in commenting on the antitrust consequences of an 

exclusive licensing arrangement.  In that case, Genentech brought suit against the Regents of the 

University of California (the University) and Eli Lilly & Co. in the District Court for the Southern 

District of Indiana claiming, among other things, that the defendants violated Sections 1 and 2 of 

the Sherman Act when they conspired, through their licensing activities, to exclude Genentech 

from the human growth hormone market.  Id. at 948.  With respect to the defendants’ licensing 

arrangements, the Federal Circuit broadly held that “Genentech has not pled facts which if proved 

constitute violation of the antitrust laws.” Id. at 949.  The court reasoned that a grant of an 

exclusive license is a lawful right to exclude under the Patent Act, and the University’s right to 

select its licensees is not a restraint of trade. Id. at 949 (“The patenting and licensing of the results 

of University research is not a violation of antitrust principles, and the grant of an exclusive 
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license is a lawful incident of the right to exclude provided by the Patent Act.  The University's 

right to select its licensees, the decision to grant exclusive or non-exclusive licenses or to sue for 

infringement, and the pursuit of optimum royalty income, are not of themselves acts in restraint 

of trade.”).  In so holding and affirming the district court’s dismissal of the antitrust claim 

pursuant to Rule 12(b)(6), the Federal Circuit did not mention regional circuit law at all.  Id. at 

949.81   

Again, in Carroll Touch, Inc. v. Electro Mechanical Systems, Inc., 15 F.3d 1573 (Fed. 

Cir. 1993), the Federal Circuit similarly did not consider the substantive antitrust law of the 

regional circuit in an appeal on an antitrust issue.  In that case, the Federal Circuit considered, 

inter alia, an appeal from a dismissal of an antitrust counterclaim based on allegations that the 

patent infringement claim constituted “sham litigation” such that the patent holder’s conduct 

violated the antitrust laws.  The district court granted summary judgment to the patent holder on 

this issue, finding that the antitrust claimant failed to establish a genuine issue of material fact.  In 

discussing whether the sham litigation exception applied, such that there could be antitrust 

liability, the Federal Circuit cited its decision in Loctite, and stated that “[w]e must approach a 

federal antitrust claim as would a court of appeals in the circuit of the district court whose 

judgment we review.”  15 F.3d at 1583.   

Although the court stated that it would look to Seventh Circuit law in deciding whether 

the antitrust counterclaim was properly dismissed, its analysis of the substantive antitrust issue 

did not rest upon principles developed in the Seventh Circuit.  Rather, it referred to Seventh 

Circuit cases setting forth standard summary judgment principles, and then concluded, based on 

Supreme Court antitrust precedent, that the antitrust claimant failed to satisfy the objective prong 

                                                 
81  The court also held that the sovereign immunity doctrine did not bar Genentech’s state 

law counterclaims and defenses and other antitrust counterclaims and defenses (to the 
extent not based on the licensing activities).  Genentech, 998 F.2d at 947-48. 
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of the two-part definition of “sham litigation.”  The Court’s reference to substantive antitrust law 

appeared in a footnote, where it cited its decision in Loctite in support of its conclusion that it was 

not necessary to consider the patent holder’s subjective intent in instituting the patent suit.  Id. at 

1583 n.10. 

The Federal Circuit clarified its pre-Nobelpharma approach to regional circuit antitrust 

law in Nobelpharma AB v. Implant Innovations, Inc, 129 F.3d 1463 (Fed. Cir. 1997) 

(“Nobelpharma I”), withdrawn, 141 F.3d 1059 (Fed. Cir. 1998) (en banc), the predecessor to the 

1998 en banc decision.  As an assignee of a dental implant patent, Nobelpharma brought a patent 

infringement suit in the district court against Implant Innovations, which counterclaimed by 

alleging antitrust violations by Nobelpharma.  After a jury returned a verdict that Nobelpharma 

violated antitrust laws by bringing suit against Implant Innovations, Nobelpharma sought a 

judgment as a matter of law or in the alternative a new trial under Federal Rule of Civil Procedure 

50(b).  The district court rejected both motions.  Id. at 1469.  The Federal Circuit held that the 

District Court erred in denying the motion for judgment as a matter of law.  Id. at 1470.   

In reaching its conclusion concerning the antitrust claim, the Federal Circuit explained 

that it would apply Seventh Circuit law if the law was clear concerning when a patentee may 

incur antitrust liability for enforcing its patent. Id. at 1470.  Absent such clear law, however, the 

court turned to Supreme Court precedent and other regional circuit law to determine how the 

Seventh Circuit would decide the issue.  Id.  The Federal Circuit concluded that there was no 

evidence to prove that the “patent was obtained by fraud”, i.e. knowingly false statements, 

required under a Walker Process counterclaim.  Id. at 1472.  The Federal Circuit again stated that 

evidence of inequitable conduct does not necessarily support a claim of antitrust liability under 

Walker Process.  Id. at 1473.  Relying on what it determined to be regional circuit law, though 

citing cases from several circuits, the Federal Circuit panel concluded that failure to disclose is 
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not fraud under Walker Process, since in the panel’s view there was a clear distinction between 

omissions, which would not constitute fraud under Walker Process, and affirmative 

misrepresentations, which would constitute fraud.  Id. at 1472-73. 

In addition, the court found that Nobelpharma’s infringement suit was not objectively 

baseless and therefore not a sham.  Id. at 1474.  In a part of the opinion later withdrawn, the panel 

stated that inequitable conduct could never support a bad faith litigation claim because 

inequitable conduct requires a balancing of materiality and intent, the outcome of which could not 

be known conclusively prior to trial.82  Although it purported to apply regional circuit law, one 

could argue that the court’s decision again was influenced by its views of the relationship 

between antitrust law and patent rights.  Indeed, the court stated that imposing antitrust liability 

on Nobelpharma would “thwart its entitlement to test the validity and scope of its patent.”  Id. at 

1474.   

b

                                                

. The Federal Circuit’s Application of Its Law in Cases  
    Involving the Patent Misuse Defense 

One area in which the Federal Circuit, even prior to Nobelpharma, ruled on antitrust-

related issues without necessarily relying on regional circuit law is the application of the patent 

misuse defense.  Although the Federal Circuit has not specifically discussed choice of law issues 

in patent misuse cases, it has cited Supreme Court cases and cases from various circuits but has 

not purported to follow the law of the regional circuit involved.  From its method of analysis in 

these cases, it appears that the Federal Circuit has assumed its law would apply, as the patent 

misuse issue is bound up with enforcement of patent rights.  As discussed below, one could argue 

that application of the patent misuse doctrine is one area in which the Federal Circuit has 

 
82  See James B. Kobak, Jr., The Doctrine That Will Not Die: Nobelpharma, Walker Process, 

and the Patent-Antitrust Counterclaim, 13 Antitrust 47, 48 (1998). 
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curtailed the use of antitrust principles which might otherwise limit the manner in which a patent 

holder can use its intellectual property. 

Patent misuse is an affirmative defense raised by an alleged infringer to avoid liability in 

an infringement action, and has traditionally been asserted in two situations: (i) where a patent 

has allegedly been used to violate the antitrust laws, and (ii) where a patentee has allegedly 

attempted to use the patent in a manner designed to extend its scope.83  The Federal Circuit, 

however, has tended to merge patent misuse and antitrust principles, virtually limiting misuse to 

situations in which the patent has been used to violate the antitrust laws.   

The Federal Circuit first began to equate misuse with an antitrust violation in 

Windsurfing International, Inc. v. AMF, Inc., 782 F.2d 995 (Fed. Cir.), cert denied, 477 U.S. 905 

(1986).  In that case, the district court found that Windsurfing had engaged in patent misuse by 

inserting a provision in the patent license agreement that required the licensee to acknowledge the 

validity of registered trademarks and to avoid their use.  Id. at 1001.  The Federal Circuit, 

however, reversed the District Court’s decision, holding that to sustain a misuse defense based on 

conduct not held to be per se anticompetitive by the Supreme Court, “a factual determination 

must reveal that the overall effect of the license tends to restrain competition unlawfully in an 

appropriately defined relevant market.”  Id. at 1001-02.   

The Federal Circuit went on to observe that a license agreement provision which required 

the licensee to acknowledge the validity of registered trademarks and to avoid their use does not 

unlawfully restrain competition in an appropriately defined relevant market and therefore does 

not constitute patent misuse. Id. at 1002.  In fact, the Federal Circuit went so far as to state that 

                                                 
83. The Antitrust Counterattack in Patent Infringement Litigation, Antitrust Practice 

Handbook Series, at 48-49 (1994); George Gordon & Robert J. Hoerner, Overview and 
Historical Development of the Misuse Doctrine, ABA Section of Antitrust Law, 
Intellectual Property Misuse: Licensing and Litigation, at 1 (2000) [hereinafter 
“Licensing and Litigation”]. 
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“[r]ecent economic analysis questions the rationale behind holding any licensing practice per se 

anticompetitive.”  Id. at 1002 n.9 (citing USM Corp. v. SPS Techn., Inc., 694 F.2d 505, 510-14 

(7th Cir. 1982), cert denied, 462 U.S. 1107 (1983)).  As one commentator has observed, the 

Federal Circuit’s holding in Windsurfing “clearly takes issue with Supreme Court precedent, and 

suggests that no licensing practice should be deemed misuse unless it violates an antitrust-type 

rule of reason.”  James B. Kobak, Jr., The Federal Circuit as a Competition Law Court, J. of the 

Patent and Trademark Off. Soc’y 527, 544 (Aug. 2001); see also Licensing and Litigation, supra,  

at 23.   

In Senza-Gel Corp. v. Seiffhart, 803 F.2d 661 (Fed. Cir. 1986), the Federal Circuit 

retreated slightly from its position in Windsurfing.  Senza-Gel required the user of its process 

patent to lease its “macerator” machine as well. The district court found that Senza-Gel’s tying 

practice was misuse but certified for appeal the elements of misuse in a tying context.  Id. at 664.  

In its determination of the elements of misuse in a tying context, the district court conspicuously 

left out any requirement of market power in the tying product.  See Licensing and Litigation, 

supra at 24.   

On interlocutory appeal, the Federal Circuit stated with some apparent reluctance that 

Supreme Court precedent required the court to recognize some per se categories of misuse: 

Commentators and courts have questioned the rationale 
appearing in Supreme Court opinions dealing with misuse in 
view of recent economic theory and Supreme Court decisions in 
non-misuse contexts. We are bound, however, to adhere to 
existing Supreme Court guidance in the area until otherwise 
directed by Congress or by the Supreme Court.  

Senza-Gel Corp., 803 F.2d at 665 n.5.  The Federal Circuit went on to discuss the interplay of 

patent misuse and antitrust law by providing that certain conduct “may constitute patent misuse 

without rising to the level of an antitrust violation.” Id. at 668 (citing Zenith Radio Corp. v. 

Hazeltine Research, Inc., 395 U.S. 100, 140 (1969)).  The court stated: 
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The law of patent misuse in licensing need not look to consumer 
demand (which may be non-existent) but need look only to the 
nature of the claimed invention as the basis for determining 
whether a product is a necessary concomitant of the invention or 
an entirely separate product. The law of antitrust violation, 
tailored for situations that may or may nor involve a patent, 
looks to consumer demand test for determining product 
separability.  

Id. at 670 n.14.  In rendering its decision to affirm summary judgment on the patent misuse 

defense, the Federal Circuit held that tying the patented process to the lease of an unpatented 

machine constituted misuse and thereby rendered the patent unenforceable.  Id. at 668-69.   

 At the same time, the Federal Circuit affirmed the district court’s denial of summary 

judgment with respect to the antitrust claim.  Id at 679.  Relying on Ninth Circuit and Supreme 

Court precedent, the Federal Circuit held that the issue of whether there are separate products for 

purposes of a tying claim centered around the character of the demand for the items.  Id. at 670 

(citing Jefferson Parish Hosp. Dist. No.2 v. Hyde, 466 U.S. 2, 19 (1984) (stating that “the answer 

to the question whether two products are involved turns not on the functional relationship 

between them, but rather on the character of the demand for the two items”)); Drinkwine v. 

Federated Publ’ns, Inc., 780 F.2d 735, 741 (9th Cir.), cert. denied, 475 U.S. 1087 (1986) (noting 

that separability is “a question of character of demand”); Digidyne Corp. v. Data Gen. Corp., 734 

F.2d 1336, 1339 (9th Cir. 1984), cert. denied, 473 U.S. 908 (1985) (noting that separability is 

established by demand for tied product).  Thus, the court held that the separate product analysis 

for misuse purposes is distinct from the separate product analysis for antitrust purposes, that latter 

requiring an examination of “consumer behavior (market demand).”  Id. at 670. 

The Federal Circuit returned to the Windsurfing approach in Mallinckrodt, Inc. v. 

MediPart, Inc., 976 F.2d 700 (Fed. Cir. 1992).  In that case, the patentee included a “single use 

only” restriction on a label affixed to a medical device created to diagnose and treat respiratory 

ailments.  Mallinckrodt sued MediPart for infringing the label license since MediPart sterilized 

 - 67 - 



 

used devices and sent them back to hospitals for reuse.  MediPart argued that the right to bring an 

infringement suit was exhausted due to the sale of the device.  The district court granted summary 

judgment in MediPart’s favor. 

The Federal Circuit used the case as a vehicle to limit further the misuse defense.84  The 

Federal Circuit held that patent rights were not exhausted when a patented article was sold with 

conditions on its use, and that such conditions could be enforced through an infringement suit.  

Mallinckrodt, 976 F.2d. at 706.  It also ruled on the merits of a misuse defense based on the resale 

condition, an issue that was not argued before the district court or the Federal Circuit.  The 

Federal Circuit held that the threshold inquiry for patent misuse purposes is whether the 

challenged conduct “is reasonable within the patent grant, or whether the patentee has ventured 

beyond the patent grant and into behavior having an anticompetitive effect not justifiable under 

the rule of reason.”  Id. at 708.  Under the Mallinckrodt test, antitrust principles do not come into 

play unless the conduct is outside the scope of the patent grant.  Even if the conduct is beyond the 

scope of the patent, however, its effects must still be analyzed under the antitrust rule of reason.  

Id.   

In effect, the two-pronged test set forth in Mallinckrodt created a “scope of the patent” 

screen for courts to apply before even beginning a competitive effects inquiry.  The Federal 

Circuit appeared to apply the test in this manner in both Virginia Panel Corp. v. MAC Panel Co., 

133 F.3d 860 (Fed. Cir. 1997), cert denied, 525 U.S. 815 (1998), and in B. Braun Medical Inc., v. 

Abbott Laboratories, 124 F.3d 1419 (Fed. Cir. 1997).  In Virginia Panel, the Federal Circuit 

rejected the claim that threats to enforce patents constitute misuse because such conduct falls 

within the legitimate rights of the patentee. 114 F.3d at 869-70.  In B. Braun, the Federal Circuit 

                                                 
84 .   See James B. Kobak, Jr., Some Thoughts About the CAFC’s Mallinckrodt Decision, 75 J. 

Patent Trademark Off. Soc’y 550 (1993). 
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remanded the district court’s judgment finding patent misuse for a determination of whether the 

use restrictions at issue exceeded the scope of the patent grant.  124 F.3d at 1426.  Similarly, in 

Engel Industries, Inc. v. Lockformer Co., 96 F.3d 1398 (Fed. Cir. 1996), the Federal Circuit 

rejected a claim of misuse based on a license requiring royalty payments predicated on sales of 

unpatented components that the licensee had the option of purchasing from the patent owner.  Id. 

at 1408.  The Federal Circuit relied on the facts that the purchase of the unpatented goods was 

voluntary and that the license was not conditioned on the purchase of the those items.  Id. at 

1408-09.  Finally, the court also reasoned that threats to enforce patents do not constitute misuse.  

Id. at 1408.    

3

                                                

. The Federal Circuit Rarely Ruled in Favor of Parties 
 Asserting Antitrust Claims 

A review of the Federal Circuit cases involving antitrust issues confirms that antitrust 

claimants did not fare well on appeal.   In all but two of the cases before Nobelpharma, the 

Federal Circuit ruled against the party claiming an antitrust violation and/or patent misuse.85  

Given the Federal Circuit’s pronouncements regarding the relationship between patent rights and 

antitrust law, some might jump to a quick conclusion based on antitrust claimants’ dismal 

 
85  In Senza-Gel, the court affirmed summary judgment in favor of the alleged infringement 

on the patent misuse defense, but also affirmed the denial of summary judgment on the 
related antitrust claim.  The other decision is U.S. Phillips v. Windmere Corp., 861 F.2d 
695 (Fed. Cir. 1988) in which the Federal Circuit reversed the grant of a directed verdict 
against an antitrust claimant.  The Federal Circuit held that the district court took too 
narrow a view of the evidence in support of the allegation that the patentee willfully 
maintained its monopoly in the rotary shaver market and found that the antitrust claimant 
presented sufficient evidence of predatory pricing to preclude a directed verdict on that 
issue.  Id. at 703.  Again relying on Supreme Court precedent, the Federal Circuit noted 
that “[e]vidence that a firm holding 90 percent of a market that has substantial entry 
barriers drastically slashes its prices in response to the competition of a new entrant, for 
the purpose and with the effect of eliminating that entrant, is sufficient to show 
monopolization, in violation of section 2 of the Sherman Act.”  Id. at 704 (citing Aspen 
Skiing Co. v. Aspen Highlands Skiing Corp., 472 U.S. 585, 610-611 (1985); Am. Tobacco 
Co. v. United States, 328 U.S. 781 (1946)).  Judge Newman, however, wrote a vigorous 
dissent, in which Chief Judge Markey joined. 
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appellate record in the Federal Circuit.  It is not clear, however, that the results necessarily reflect 

hostility to antitrust principles as opposed to the weakness of the antitrust claims in the cases 

before the court. 

Indeed, a review of the Federal Circuit decisions before Nobelpharma reveals very few 

surprises.  For the most part, the court’s application of antitrust principles, even where there was 

no guiding regional circuit law, appears to have been consistent with mainstream antitrust law.86  

There are no cases in which it is clear that a regional circuit would have come to a different result.  

For example, the Federal Circuit’s repeated holdings that inequitable conduct is insufficient to 

satisfy the elements of a Walker Process claim are consistent with the language of the Walker 

Process decision itself, which required “intentional fraud,” and with the law of the Ninth Circuit 

at the time (the law which the Federal Circuit was applying in Argus Chemical).   

Similarly, there is nothing particularly surprising about the Federal Circuit’s other 

antitrust holdings during this time period: that an antitrust claimant must prove a relevant market 

to prevail on a Section 2 claim (American Hoist), that specific intent requires something more 

than recklessness or negligence (American Hoist), that clear and convincing evidence is necessary 

to prevail on a bad faith litigation claim (Loctite),87 that an antitrust claimant who had not been 

sued by the patentee did not have standing to assert a Walker Process claim (Indium), that there is 

nothing inherently unlawful about an exclusive licensing arrangement (Genentech), and that there 

must be some effort at enforcement before a patent can serve as a basis for an antitrust claim 

                                                 
86  See Peter M. Boyle, Penelope M. Lister and J. Clayton Everett, Jr., Antitrust Law At The 

Federal Circuit: Red Light Or Green Light At The IP-Antitrust Intersection, 69 Antitrust 
L.J. 739, 741 (2002) (concluding that “the Federal Circuit’s holdings in antitrust cases 
find ample support in mainstream antitrust principles and cannot be characterized as a 
patent court’s efforts to thwart the antitrust laws”).”).  

87  While the issue in Loctite was somewhat different than that in Handguards as discussed 
above, it seems likely that most courts would agree with the Federal Circuit’s resolution 
of it. 
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(Cygnus Therapeutic Sys.  v. Alza Corp., 92 F.3d 1153, 1159 (Fed. Cir. 1996), overruled on other 

grounds, Nobelpharma AB v. Implant Innovations, 141 F.3d 1059 (Fed. Cir. 1998) (en banc)). 

There are perhaps three possible exceptions to this general observation.  First, in Atari, 

the Federal Circuit seemed to use fairly limited language to describe the four situations in which a 

patentee might violate the antitrust laws.  It is not at all clear, however, from the language of the 

decision that the court meant the list to be exhaustive.  Second, in Nobelpharma I, the court held 

that omissions could not provide the basis for a Walker Process claim.  One can easily imagine 

the regional circuits coming out differently on that question, as did the Federal Circuit itself (en 

banc) in Nobelpharma II.  Finally, the Federal Circuit’s patent misuse decisions have 

significantly raised the hurdle for using antitrust-type principles, through a misuse defense, to 

limit the manner in which a patent is used, and it is not clear that other courts would necessarily 

have reached the same result as the Federal Circuit did in Engle or would conclude that threats to 

enforce patent rights could never constitute a misuse. 

C. The Federal Circuit’s Treatment Of Antitrust Issues after    
  Nobelpharma. 

 Interestingly, the court in Nobelpharma II reversed not only its choice of law precedent, 

but also its conclusion in the case before it that an omission could not form the basis for a Walker 

Process claim.  The court explained that “we arrive at this conclusion because a fraudulent 

omission can be just as reprehensible as a fraudulent misrepresentation.”  141 F.3d at 1070.  

Although the court emphasized the distinction between inequitable conduct and Walker Process 

fraud, it concluded that a reasonable jury could have found that the patentee in that case engaged 

in fraud sufficient to support a claim under Walker Process.  Id. at 1073.   

 Since the March 1998 decision by the Federal Circuit in Nobelpharma, the court has 

rendered a number of decisions that flesh out its view of antitrust law, as well as its choice of law 
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rules.  Some of these recent decisions are also among the Federal Circuit’s most controversial.  In 

them, the court expanded the issues to which it applied its own law beyond the patent prosecution 

issues in Nobelpharma to antitrust issues involving “predatory” product development, 

preemption, and refusals to deal.   

 The Federal Circuit’s first post-Nobelpharma antitrust decision, In re FilmTec Corp., No. 

548, 1998 WL 398431, 155 F.3d 573 (Fed. Cir. 1998) (unpublished), was the court’s third 

opinion in that contentious battle.  In that case, the Federal Circuit refused to extend its ruling in 

Nobelpharma to cover jurisdiction as well as choice of law.  The appeal arose when FilmTec 

sought a petition for a writ of mandamus to reverse the district court's denial of a summary 

judgment motion in Hydranautics' antitrust action against FilmTec (which did not involve any 

patent claims at all).  FilmTec asserted that the Federal Circuit had jurisdiction to decide its 

mandamus petition, arguing (among other things) that, based on Nobelpharma, the Federal 

Circuit had exclusive jurisdiction to determine whether a patentee “should be stripped of 

immunity from antitrust laws.”  The court rejected this argument, explaining that its 

Nobelpharma decision related to choice of law, not jurisdiction.   

 In C.R. Bard, Inc. v. M3 Systems, Inc., 157 F.3d 1340 (Fed. Cir.), reh’g en banc den., 161 

F.3d 1380 (Fed. Cir. 1998), cert. denied,  526 U.S. 1130 (1999), the Federal Circuit, among other 

things, returned to the proof necessary in a Walker Process claim.  Relying on Walker Process 

and its own precedents, the Federal Circuit emphasized once again the rigorous standard of fraud 

necessary to prevail on such a claim in contrast to the lesser standard under an inequitable 

conduct defense.88  Id. at 1364-65.  After reviewing the evidence, the court reversed the jury’s 

verdict that Bard violated the antitrust laws under Walker Process, finding that there had been no 

                                                 
88  On this same point, see also In re Spalding Sports Worldwide, Inc., 203 F.2d 800, 807 

(Fed. Cir. 2000). 
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fraudulent conduct.  The court also considered whether or not the infringement suit was a sham.  

The court stated that neither an unsuccessful suit, nor enforcing a patent that “falls to invalidity” 

subjects the patentee to antitrust liability.  Id. at 1368-69.  The court found that the evidence that 

Bard “knew” its patents were not infringed (which consisted of testimony from one engineer who 

said that other employees told him one of the relevant patents was not infringed) was insufficient 

to support a claim of sham litigation.89  Id.  The court also held that this conduct could not support 

the jury’s finding that Bard had engaged in patent misuse.  Id. at 1371-73.90   

 The court’s holding on the Walker Process claim and its ruling on the sham litigation 

claim did not represent significant departures from pre-Nobelpharma law or mainstream antitrust 

jurisprudence (although it is significant that the Federal Circuit was willing to review the 

evidence in such detail in reversing jury verdicts on those claims).  However, its ruling on the 

final basis for the antitrust claims was more controversial, albeit in a manner favoring the antitrust 

claimant, M3.  In addition to its Walker Process and sham litigation claims, M3 alleged that Bard 

attempted to monopolize the relevant market for biopsy needles by modifying its patented biopsy 

gun for no reason other than to render M3’s needle’s incompatible.  A divided panel (per Judge 

                                                 
89  See also Glass Equip. Dev. Inc. v. Besten, Inc., 174 F.3d 1337, 1343-44 (Fed. Cir. 1999) 

(a lawsuit to enforce patent rights is exempt from the antitrust laws unless the patent was 
obtained by fraud or the lawsuit is a sham). 

90  The court again expressed a very limited view of the scope of the misuse defense: 

 M3 Systems did not propose any of the classic grounds of patent 
misuse, such as tying or enforced package licensing or price 
restraints or extended royalty terms …, but generally urged the view 
that Bard’s actions, even if not illegal, were an improper use of 
patents.  Although the law should not condone wrongful 
commercial activity, the body of misuse law and precedent need not 
be enlarged into an open-ended pitfall for patent-supported 
commerce. 

 Id. at 1373. 
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Bryson, joined by Chief Judge Mayer) affirmed the jury’s verdict in favor of M3, although it 

vacated the damage award because it did “not provide clear guidance as to the proper allocation 

of damages due to the injury suffered by M3 in the injury replacement needle market” (the only 

injury for which the court allowed recovery on the antitrust claims).  Id. at 1382.  Judges Mayer 

and Bryson held that the evidence supported the jury’s conclusion that Bard had modified its 

biopsy gun for predatory reasons, “i.e., for the purpose of injuring competitors in the replacement 

needle market, rather than for improving the operation of the gun.”  Id. at 1382.   

 Interestingly, on this issue -- which has no necessary connection to patent rights -- the 

Federal Circuit did not mention the law of the regional circuit (the Seventh).  Instead, for the 

proposition that M3 could base an antitrust claim on a showing that “Bard made a change in its 

Biopty gun for predatory reasons,” the court cited a decision from the Northern District of 

California.  In re IBM Peripheral EDP Device Antitrust Litig., 481 F. Supp. 969, 1002 (N.D. Cal. 

1979). 

 The impact of the Bard decision may be limited.  As characterized by the majority, the 

case presented a fairly stark set of facts with respect to Bard’s motivation for modifying the gun.  

In their ruling, for example, Chief Judge Mayer and Judge Bryson relied on specific internal Bard 

documents showing that the modifications had a detrimental effect on the gun’s performance, 

which they said had not been contradicted.  Moreover, in concurring in the decision to deny a 

rehearing, Judge Gajarsa explained that the precedential value of this decision is limited by virtue 

of the manner in which the issues were argued on appeal: 

Given these facts, the patent bar may, at first glance, be alarmed 
that the majority opinion opens the floodgates with respect to a 
new antitrust cause of action. However, it is important for the bar 
to note that the only argument Bard made on appeal regarding 
the antitrust violation was directed to the sufficiency of the 
evidence on this issue. Bard did not argue to this court that 

 - 74 - 



 

modification of a patented product within the scope of the claims 
by a patentee cannot, as a matter of law, constitute an antitrust 
violation. Nor did Bard challenge the jury instructions. See C.R. 
Bard, 157 F.3d at 1382 ("Because Bard did not challenge the 
court's instructions ... the legal sufficiency of the jury charge on 
the antitrust issues is not properly before us on appeal.") In light 
of our limited review of jury findings, the majority affirmed the 
jury verdict based on its determination that there was substantial 
evidence to support the verdict. See id. at 1383. 

Consequently, this case does not establish or endorse a new 
antitrust theory. The majority opinion turns solely on Bard's 
argument regarding the sufficiency of the evidence and its 
failure to challenge the propriety of the jury instructions. The 
question of whether or not a cause of action premised upon the 
antitrust laws exists when a patentee redesigns a patented 
product within the scope of the patent claims, awaits another 
day. 

C.R. Bard, Inc. v. M3 Sys., Inc., 161 F.3d 1380 (Fed. Cir. 1998) (denial of petition for reh’g en 

banc) (Gajarsa, J., with Clevenger, J., concurring) (emphasis added).91 

                                                 
91  The issue of antitrust liability predicated on product design was discussed recently by the 

Court of Appeals for the District of Columbia in United States v. Microsoft Corp., 234 
F.3d 34 (D.C. Cir.), cert. denied, 122 S.Ct. 350 (2001).  There the plaintiffs claimed, inter 
alia, that Microsoft unlawfully maintained a monopoly in the PC operating system 
market in violation of § 2 of the Sherman Act.  In particular, plaintiffs claimed that 
Microsoft engaged in exclusionary acts to maintain its monopoly, including, inter alia, its 
method of integration of its “Internet Explorer” (“IE”) product into its “Windows” 
product.  The D.C. Circuit agreed with the District Court’s conclusion that two of the 
three technological changes Microsoft made to “weld” IE to Windows constituted 
exclusionary conduct with an anticompetitive effect sufficient to sustain a § 2 
monopolization violation.  Those changes were (1) excluding IE from the “Add/Remove 
Programs” utility; and (2) commingling code related to browsing and other code in the 
same files, so that any attempt to delete the files containing IE would, at the same time, 
cripple the entire operating system.  The court observed that, as a general rule, “courts are 
properly very skeptical about claims that competition has been harmed by a dominant 
firm’s product design changes” but also stated that design changes are not “per se 
lawful.”  Id. at 65.  The court found that these two innovations had an actionable 
anticompetitive effect because they significantly reduced the usage of rivals’ products.  
Id. at 65-66.  It also concluded that Microsoft offered no argument that its conduct 
achieved any “integrative benefits,” and presented no evidence that its conduct served a 
purpose other than protecting its operating system monopoly.  Id.  Nevertheless, the court 
of appeals reversed the District Court’s determination that the third technological change-
-causing Windows to override the user’s choice of a default browser  --violated § 2, 
because Microsoft presented valid technological reasons for the innovation that Plaintiffs 
did not attempt to rebut.  Id. at 67.  Thus, the court’s discussion of the “purpose” of 
Microsoft’s product designs, while not couched as an analysis of Microsoft’s 
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 The Federal Circuit extended its approach to choice of law articulated in Nobelpharma in 

Midwest Indus., Inc. v. Karavan Trailers, Inc., 175 F.3d 1356 (Fed. Cir.), cert. denied, 528 U.S. 

1019 (1999).  Overruling prior precedents, the court decided that it would apply its own law to 

questions of whether federal and state causes of action were preempted by patent law.  The court 

reiterated that its choice of law rules were designed to further the goal of promoting “uniformity 

in the law with regard to subject matter within [its] exclusive appellate jurisdiction.”  Id. at 1359.  

The court reasoned that “cases such as Pro-Mold and Nobelpharma make clear that our 

responsibility as the tribunal having sole appellate responsibility for the development of patent 

law requires that we do more than simply apply our law to questions of substantive patent law.”  

Id. at 1360; see Pro-Mold and Tool Co. v. Great Lakes Plastics, Inc., 75 F.3d 1568, 1574 (Fed. 

Cir. 1996) (applying Federal Circuit precedent in deciding whether alleged inequitable conduct in 

prosecution of patent application constitutes unfair competition because the question “clearly 

does impact our exclusive jurisdiction”); see also Zenith Elec. Corp. v. Exzec, Inc, 182 F.3d 1340, 

1351-56 (Fed. Cir. 1999) (applying Federal Circuit law in holding that Lanham Act and state tort 

law claims based on patentee’s statements that a rival’s product infringed the relevant patents 

were not preempted by patent laws or antitrust laws but that the rival must prove that statements 

were made in bad faith).92   

                                                                                                                                                 
“motivation” in implementing the design changes, focused upon Microsoft’s 
technological justifications (or lack thereof) in assessing Plaintiffs’ monopolization 
claim.  The court’s findings at least confirm that there are certain product innovations that 
are not immune to antitrust challenges.  See also Caldera, Inc. v. Microsoft Corp., 72 
F.Supp. 2d 1295, 1312-13 (D. Utah 1999) (rejecting argument that an antitrust plaintiff 
must prove that an allegedly predatory design change had no purpose other than to 
restrain competition and citing with favor a standard requiring that plaintiffs merely show 
that “the design choice is unreasonably restrictive of competition”). 

92  The holding in Zenith Electronics is consistent with Dow Chemical Co. v. Exxon Corp., 
139 F.3d 1470 (Fed. Cir. 1998), cert. denied, 525 U.S. 1138 (1999) and Hunter Douglas, 
Inc. v. Harmonic Design, Inc., 153 F.3d 1318 (Fed. Cir. 1998), overruled in part by 
Midwest Indus. Inc., 175 F.3d at 1356, in which the court held that state law claims of 
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 Two of the Federal Circuit’s recent antitrust decisions -- Intergraph Corp. v. Intel Corp., 

195 F.3d 1346 (Fed. Cir. 1999), and CSU v. Xerox, 203 F.3d 1322 (Fed. Cir. 2000)93 -- are also 

two of its most controversial.  Both of these cases involved, albeit in different ways, a patentee’s 

right to deny rivals access to its intellectual property.  Some have argued that the Federal Circuit 

went too far in limiting the role of antitrust principles in governing the use of patents.94  On the 

other hand, others have argued that in neither case did the Federal Circuit go beyond Congress’ 

admonition in 35 U.S.C. §271(d)(4) that a patent holder cannot be deemed guilty of misuse or an 

illegal extension of the patent simply by virtue of refusing to license.95  Moreover, it is not clear 

that either case would have come out any differently if the court had been applying its pre-

Nobelpharma rule of looking to the law of the regional circuits.   

                                                                                                                                                 
unfair competition or tortious interference based on publicizing or asserting its patents in 
the marketplace are not preempted by patent law so long as the patentee is alleged to have 
acted in bad faith.  One district court, however, has expressed disagreement with it and 
with the Federal Circuit’s conclusion that it has exclusive jurisdiction.  Spotless Enters. 
Inc. v. Carlisle Plastics, Inc., 56 F. Supp.2d 274 (E.D.N.Y. 1999). 

93 The full citation to the Xerox case is In re Indep. Serv. Orgs. Antitrust Litig, 203 F.3d 
1322 (Fed. Cir. 2000). 

94 E.g., Challenges of the New Economy:  Issues at the Intersection of Antitrust and 
Intellectual Property, remarks at the American Antitrust Institute’s Conference:  An 
Agenda for Antitrust in the 21st Century (June 15, 2000) 
<http://www.ftc.gov/speeches/pitofsky/000615speech.htm>; see also, e.g., Katz & Safer, 
supra note 49, at 687 (“A potential and unintended effect of the creation of the Federal 
Circuit is that the delicate balance maintained for many years between intellectual 
property law and antitrust law may have been tipped decisively in favor of intellectual 
property”), Kathryn Lutton & Richard Lutton, At the Intersection of Antitrust and 
Intellectual Property:  Lessons from Integraph v. Intel and CSX v. Xerox,  10 Fed. 
Circuit B.J. 129, (2000) (noting controversy). 

95  E.g., Melvin A. Schwarz, Balancing IP Rights and Competition: The Search for a 
Coherent Policy Continues, Global Competition Rev. (Apr./May 2001); Jonathan 
Gleklen, Antitrust Liability for Unilateral Refusals to License Intellectual Property:  
Xerox and Its Critics, Antitrust and Intellectual Property (ABA Antitrust Law Sec.), Spr. 
2001, at 11, 16-18. 
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 In Intergraph, Intel had designated Intergraph, which made computer work stations, as a 

"strategic customer" and provided Intergraph with various benefits, including materials and 

patented products.  In 1997, Intergraph sued Intel for infringement of patents covering an 

Intergraph microprocessor, the “Clipper microprocessor.”  Intel stopped providing Intergraph 

with what Intel characterized as the “special” benefits.  The district court granted Intergraph’s 

motion for a preliminary injunction, prohibiting Intel from cutting off the special  benefits. 

The Federal Circuit rejected each of the six theories on which the district court had relied 

(essential facilities and refusals to deal; leveraging and tying; coercive reciprocity; conspiracy; 

improper use of intellectual property; and retaliatory enforcement of non-disclosure agreements).  

Two conclusions were central to the Federal Circuit’s rulings: (1) that Intel and Intergraph did not 

compete in any relevant market and, thus, Intel did not engage in conduct that had the requisite 

effects on competition in any market in which the two companies operated;96 and (2) that Intel 

had the right to refuse to grant Intergraph access to its intellectual property and proprietary 

information.  See e.g., 195 F.2d at 1352-56, 1358-59, 1360-62.   

With respect to the access to intellectual property, the Federal Circuit rejected the district 

court’s reading of the Ninth Circuit’s decision in Image Technical Services Inc. v. Eastman 

Kodak Co., 125 F.3d 1195 (9th Cir. 1997), cert. denied, 423 U.S. 1094 (1998), as standing for the 

idea that a refusal to license intellectual property can be unlawful exclusionary conduct.  Id. at 

1362.  Instead, the Federal Circuit emphasized the Ninth Circuit’s observation that it had found 

“no reported case in which a court had imposed antitrust liability for a unilateral refusal to sell or 

                                                 
96  For example, Intergraph alleged that Intel had monopoly power in two microprocessor 

markets but also alleged that the effect of Intel’s conduct was felt in the separate markets 
for computer work stations and graphics subsystems, in which there was no evidence that 
Intel really competed let alone had market power of any sort.  One district court has noted 
that the Federal Circuit apparently ignored the concept of technology markets articulated 
in the FTC’s Antitrust Guidelines for the Licensing of Intellectual Property.   
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license a patent or copyright.”  Id.  The Federal Circuit also cited other authority from the Second, 

Sixth and Ninth Circuits, as well as the Antitrust Guidelines for the Licensing of Intellectual 

Property (1995), for the proposition that the antitrust laws do not impose an obligation to license 

the use of intellectual property to others.  Id. at 1362-63. 

Although the Federal Circuit was relatively dismissive of Intergraph’s claims, it is 

interesting to note that the Federal Trade Commission found sufficient grounds to file a complaint 

against Intel based on similar facts (and additional facts involving other computer manufacturers).  

See In the Matter of Intel Corporation, Docket No. 9288.  Intel and the Commission settled that 

action.   

 In CSU v. Xerox, 203 F.3d 1322 (Fed. Cir. 2000), the Federal Circuit considered directly 

the antitrust consequences of an alleged monopolist’s refusal to license intellectual property to a 

rival.  In that case, CSU, an independent service organization, filed suit alleging that Xerox 

violated the Sherman Act by refusing to sell copier parts to CSU and by refusing to provide other 

materials, including software and copyrighted manuals.  Xerox counterclaimed for patent and 

copyright infringement.  The District Court for the District of Kansas entered summary judgment 

for Xerox on the antitrust claims. 

 With respect to choice of law, the Federal Circuit applied its law in reviewing the district 

court's grant of summary judgment on CSU's antitrust claims arising from the refusal to sell 

patented parts, but applied Tenth Circuit law in reviewing the antitrust claims based on Xerox's 

refusal to sell or license its copyrighted manuals and software.  The court’s application of Federal 

Circuit law to an antitrust claim based on the refusal to license went beyond Nobelpharma, in 

which the court stated its intention to develop a body of law relating to antitrust claims based on 
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the prosecution and enforcement of patents.97  The Federal Circuit’s opinion does not appear to 

acknowledge this extension of Nobelpharma and the court’s explanation of the grounds for its 

application of Federal Circuit law to the refusal to license issues in CSU is conclusory: 

We apply our own law, not regional circuit law, to resolve issues that clearly 
involve our exclusive jurisdiction. See Pro-Mold & Tool Co. v. Great Lakes 
Plastics, Inc., 75 F.3d 1568, 1574-75, 37 USPQ2d 1626, 1631 (Fed.Cir.1996). 
"Whether conduct in procuring or enforcing a patent is sufficient to strip a 
patentee of its immunity from the antitrust laws is to be decided as a question of 
Federal Circuit law." Nobelpharma, 141 F.3d at 1068, 46 USPQ2d at 1104; see 
Midwest Indus., Inc. v. Karavan Trailers, Inc., 175 F.3d 1356, 1360, 50 USPQ2d 
1672, 1676 (Fed.Cir.1999) (en banc in relevant part) ("Pro-Mold and 
Nobelpharma make clear that our responsibility as the tribunal having sole 
appellate responsibility for the development of patent law requires that we do 
more than simply apply our law to questions of substantive patent law. In order 
to fulfill our obligation of promoting uniformity in the field of patent law, it is 
equally important to apply our construction of patent law to the questions 
whether and to what extent patent law preempts or conflicts with other causes of 
action.").  The district court's grant of summary judgment as to CSU's antitrust 
claims arising from Xerox's refusal to sell its patented parts is therefore reviewed 
as a matter of Federal Circuit law, while consideration of the antitrust claim 
based on Xerox's refusal to sell or license its copyrighted manuals and software is 
under Tenth Circuit law. 

 As to the merits of the antitrust claim, the court held that absent exceptional 

circumstances, a patent confers the right to exclude competition altogether in more than one 

antitrust market.  Rather than attempting to harmonize its decision with the Ninth Circuit’s Kodak 

decision, as it had done in Intel, the Federal Circuit specifically disavowed Kodak, stating that the 

Ninth Circuit’s "logic requires an evaluation of the patentee's subjective motivation for refusing 

to sell or license its patented products for pretext.  We decline to follow [Kodak].”  Id. at 1326.  

The court went on to state that "[w]e see no more reason to inquire into the subjective motivation 

of Xerox in refusing to sell or license its patented works than we found in evaluating the 

subjective motivation of a patentee in bringing suit to enforce that same right.”  Id.  "  Because it 

                                                 
97  The court also arguably applied its own, as opposed to regional circuit law, to issues in 

Bard and Intel that did not involve the procurement or enforcement of patents.  Those 
cases, however, contain no analysis or discussion of the choice of law issue. 
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concluded that Xerox’s refusal to sell patented parts did not exceed the scope of the patent grant, 

the court held that “our inquiry is at an end.”  Id. at 1328.  

 The Federal Circuit expressed its view that the patentee’s right to exclude is not without 

limits.  Id. at 1326.  However, it then went on to define only three circumstances in which a 

refusal to license a rival might result in antitrust liability:  illegal tying, fraud in the Patent and 

Trademark Office or sham litigation.  Id. at 1327.  In broad language, the court proclaimed that: 

In the absence of any indication of illegal tying, fraud in the 
Patent and Trademark Office, or sham litigation, the patent 
holder may enforce the statutory right to exclude others from 
making, using, or selling the claimed invention free from 
liability under the antitrust laws. 

Id.  This aspect of its decision has generated a good deal of controversy. 

 As for the copyright claim, the Federal Circuit, purporting to base its decision on how the 

Tenth Circuit would view the issue, concluded that it would follow the First Circuit’s holding in 

Data General.  In that case, the First Circuit refused to examine Data General’s subjective 

motivation in asserting its right to exclude in the absence of any evidence that the relevant 

copyrights were obtained by unlawful means or were used to gain monopoly power beyond the 

statutory copyright granted by Congress.  Thus, it affirmed the district court’s grant of summary 

judgment.  The court’s treatment of the copyright claim supports the proposition that, regardless 

of whether the Federal Circuit applied its own law or that of the regional circuit (the Tenth 

Circuit) on the antitrust claims, the result likely would have been the same in CSU.   

 The same, of course, would not necessarily be true if CSU had been appealed from a 

court within a different circuit, e.g. the Ninth Circuit.  If that were the case, the Federal Circuit’s 

decision to apply its own law to the patent-antitrust issues might well lead to an entirely different 

outcome as compared to the result if Ninth Circuit law were applied.  The analysis becomes even 

more complicated when one considers the antitrust claims based on the refusal to license 
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copyrights if CSU were appealed from a court in the Ninth Circuit.  In that situation, the Federal 

Circuit would have been forced to apply Ninth Circuit law, in light of Kodak, to the copyright-

based antitrust claims and its own law to the patent-based antitrust claims.  It is not too hard to 

imagine a set of circumstances in which the Federal Circuit could come to a different result when 

analyzing the antitrust consequences of a defendant’s refusal to license a patent (applying its own 

law) and a defendant’s refusal to license a copyright (applying the law of the regional circuit). 

 In CSU, the Federal Circuit only had jurisdiction because Xerox filed a patent 

counterclaim.  Given that the holding in Holmes is likely to mean that regional circuits will be 

addressing patent claims to a greater degree than before, the question arises whether other circuits 

will feel bound to follow Federal Circuit precedent on an issue such as the duty to license.  It 

should also be observed that the context of CSU was somewhat unusual in that no issue of 

whether the patents were infringed was presented.  This issue would often be hotly contested both 

in the district court and on appeal, and this circumstance might affect appellate jurisdiction. 

 As noted above, many have pointed to the Federal Circuit’s decision in the CSU case as 

an example of the court’s hostility to antitrust principles, particularly as compared to the Ninth 

Circuit’s decision in Image Technical Services, Inc. v. Eastman Kodak Co, 125 F.3d 1195 (9th 

Cir. 1997).  One of the most vocal critics of the Federal Circuit’s decision has been former FTC 

Chairman Pitofsky.98  Chairman Pitofsky expressed concern that, applied broadly, the Federal 

Circuit’s dicta in Xerox could be applied to legitimize other types of conduct that courts 

(including the Supreme Court) have previously condemned.  Specifically, he questioned whether, 

under CSU, a patent holder would be allowed (1) to refuse to sell or license except on condition 

that the purchaser/licensee not deal with a potential competitor; (2) to terminate a licensee 

                                                 
98  E.g., Pitofsky remarks, supra note 94; see also, e.g., Katz and Safer, supra note 49 , at 

705-08 (arguing that CSU is contrary to other judicial and administrative authorities). 
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because it was a price cutter where the termination was motivated by anticipation of what other 

licensees wanted; (3) to refuse to license a rival as the result of a patent pooling arrangement in 

which participants retain veto power over licensees; and (4) to refuse to license rivals under a 

patent necessary to meet an industry standard when the patent holder had failed to disclose the 

existence of the patent when asked by the standard setting body.  Chairman Pitofsky opined that 

Xerox was among recent decisions that have upset the “traditional balance” between antitrust 

principles and intellectual property rights. 

 With respect to Chairman Pitofsky’s specific examples, it has been argued that the 

conduct he pointed to would be condemned even under the CSU standard either because it is a 

form of tying (example 1), it is collusive (example 3) or it involves conduct falling outside of the 

scope of the patent (example 4).99  Moreover, the court’s decision in CSU arguably is within the 

mainstream of antitrust law.100  Indeed, a number of appellate courts, including the Ninth Circuit 

before Kodak, have held that a refusal to license intellectual property, without more, cannot as a 

matter of law form the basis for an antitrust violation.101  Even the Ninth Circuit in Kodak 

                                                 
99 Schwarz, supra note 95; Jonathan Gleklen, supra note 95 at 16-18.  Moreover, one would 

argue that example 2, which involves unilateral termination of a licensee, would not give 
rise to antitrust liability under the principles of Monsanto v. Spray-Rite Serv. Corp., 465 
U.S. 752 (1984). 

100  Boyle, Lister & Everett, supra note 86, at 747 (concluding that the holding in CSU “finds 
support in orthodox antitrust principles” but noting that the court’s reasoning is murky 
and its support thin on critical points). 

101 See Cygnus Therapeutic Sys. v. Alza Corp., 92 F.3d 1153, 1160 (Fed. Cir. 1996) (patentee 
"under no obligation to license"); Service & Training, Inc. v. Data Gen. Corp., 963 F.2d 
680, 686 (4th Cir. 1992) (applying a rebuttable presumption and finding that Data General 
had no duty to license diagnostic software to an independent service organization); Miller 
Instuform v. Insituform of N. Am., 830 F.2d 606, 609 (6th Cir. 1987) (refusing to license 
cannot be a § 2 violation); SCM Corp. v. Xerox Corp., 645 F.2d 1195, 1209 (2d Cir. 
1981) (liability for refusal to license would “severely trample upon the incentives 
provided by our patent laws”); United States v. Westinghouse Elec. Corp., 648 F.2d 642, 
647 (9th Cir. 1981) (“right to … refuse to license at all, is ‘the untrammeled right’ of the 
patentee”); W.L. Gore & Assocs. v. Carlisle Corp., 529 F.2d 614, 623 (3d Cir. 1976) 
(“right to refuse to license is the essence of the patent holder's right”). 

 - 83 - 



 

acknowledged that it could find no case in which an antitrust violation had been based simply on 

the refusal to license a patent.  Kodak, 125 F.3d at 1195. 

 Moreover, in refusing to allow antitrust liability to be based on a refusal to license, some 

have argued that the Federal Circuit was going no farther than Congress in 35 U.S.C. § 271(d)(4), 

which provides that “[n]o patent owner otherwise entitled to relief for infringement or 

contributory infringement shall be denied relief or deemed guilty of misuse or illegal extension of 

the patent right by reason of his having … refused to license or use any rights to the patent.”  

Some courts, including the Ninth Circuit, have held that § 271(d)(4) only applies in the context of 

a patent misuse defense and does not bar antitrust claims based on a refusal to license.  See 

Kodak, 125 F.2d at 1214 n. 7; see also Grid Sys. Inc. v. Texas Instr. Inc., 771 F. Supp. 1033, 1037 

(N.D. Cal. 1991).  Others, however, have held that such a narrow interpretation of § 271(d)(4) is 

inconsistent with the plain language of the statute, which prohibits not only a misuse defense but 

any finding that the patent owner has illegally extended its patent right based solely on a refusal 

to license.  In re Indep. Servs. Orgs. Antitrust Litig., 989 F. Supp. 1131 (D. Kan. 1997) (holding 

that the Ninth Circuit’s limited interpretation of 271(d)(4) “is contrary to the statutory language 

and legislative history of the amendment”); see also III Areeda & Hovenkamp, Antitrust Law, ¶ 

709(b) at 220 (2d ed. 2002) ("To interpret the highly general and older language of the Sherman 

or Clayton Acts inconsistently with the highly specific and newer language of the Patent Act 

would frustrate Congress's intentions to protect the refusal to license.")   

 Nevertheless, there is a risk that the court’s opinion in CSU -- particularly when 

combined with its dictum that appears to elevate the importance of patent rights over antitrust 

principles -- might be applied too broadly by district courts.  One such example, as pointed out by 

Chairman Pitofsky, is Townshend v. Rockwell Int’l Corp., 2000-1 Trade Cases ¶ 72,890 (N.D. 

Cal. 2000), a case in which the district court applied CSU to preclude any inquiry into conditions 
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imposed on patent licensees.  Those conditions included a requirement that, if competitors wanted 

to license patents covering an industry standard (which was allegedly obtained by fraud on the 

trade association), they would have to license their technology to the licensor (a reciprocal 

dealing requirement).   

 Relying on the Federal Circuit’s decision in CSU, the Townsend court concluded that 

because “a patent owner has the right to refuse to license his or her patents on any terms, the 

existence of a predicate condition to a license agreement cannot state an antitrust violation.”  

Stated in that way, the holding in Townsend appears to be an overly expansive reading of CSU.  

Indeed, the Federal Circuit in CSU did not absolve any “predicate condition” to a license from 

potential antitrust scrutiny or state (even in dicta) that a patent owner has the right to refuse to 

license “on any terms.”  To the contrary, the Federal Circuit itself recognized the principle that 

“[t]he patentee’s right to exclude, however, is not without limit.”  203 F.3d at 1325. 

 In any event, noting that the Townsend  court may have misapplied CSU does not change 

the fact that it directly relied on the Federal Circuit’s opinion for its holding.  Thus, whether or 

not the actual holding in CSU is sufficiently expansive to create a broad grant of immunity for 

patent owners’ licensing activities, the dicta in CSU may be susceptible to potential 

misinterpretation by lower courts. 

Conclusion 

 Regardless of which side one takes in the debate over the court’s holdings in Intel and 

CSU and the implications of those and other Federal Circuit decisions, a few things can be noted 

from a review of the case law discussed above: (1) the Federal Circuit has already played an 

important role in the development of patent-antitrust law; (2) the significance of the court’s role 

in this area has increased dramatically in the last few years; and (3) that increase has been a 
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combined result of the widening scope of the Federal Circuit’s jurisdiction and its decision to 

develop a body of Federal Circuit law on (an increasing) number of patent-antitrust issues.   

 Whether the court’s role in this area will continue to expand depends in large part on the 

developing law with respect to the scope of its jurisdiction.  The more patent-antitrust issues that 

are subject to review by the Federal Circuit, the fewer opportunities that regional circuits will 

have to make law on these issues.  It is too early to tell how the Supreme Court’s decision in the 

Holmes case will affect the number of antitrust issues considered by the Federal Circuit.  Even if 

Holmes has a significant impact in that regard, however, it is likely that  the court will continue to 

play an important  role in future development of the law at the antitrust-intellectual property 

interface.
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The Breadth of 
Federal Circuit Jurisdiction

n “Arising under” jurisdiction 

o Patent law must create the claim; or

o The right to relief must depend on the 
resolution of a substantial question of 
patent law

n If jurisdiction attaches, it applies to all 
issues in a case -- not issue specific
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The Breadth of 
Federal Circuit Jurisdiction

n The Federal Circuit may consider 
antitrust issues in a variety of scenarios

o Antitrust counterclaim in patent case

o Antitrust claim joined or consolidated 
with patent claims

o Antitrust claim requiring the resolution 
of a question of patent law
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The Breadth of 
Federal Circuit Jurisdiction

n Holmes Group, Inc. v. Vornado Air 
Circulation Sys. Inc. (2002)

o Antitrust issues can no longer be 
appealed to the Federal Circuit if the 
sole basis for jurisdiction is found in a 
counterclaim
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The Breadth of 
Federal Circuit Jurisdiction

n Under Federal Circuit law, the court 
may consider antitrust issues even if no 
patent issues are appealed or remain in 
the case

o Stipulated dismissal with prejudice may 
not divest court of jurisdiction

o Separating patent claims for trial may 
not divest court of jurisdiction 
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The Breadth of 
Federal Circuit Jurisdiction

n Federal Circuit jurisdiction under 
Christianson’s second prong

o Claims based on the breach of a license 
agreement may trigger jurisdiction

o State tort claims based on false 
statements regarding patent rights may
trigger jurisdiction
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The Implications of 
Federal Circuit Jurisdiction

n Horizon issue: litigation over appeals 
under Christianson’s second prong

o Large number of private actions 

n alleging unlawful patent settlements, 
sham litigation, fraud on the PTO and 
unlawful patent listings with the FDA

o Do claims require proof of patent’s 
scope, validity and/or infringement?
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Federal Circuit Jurisdiction 
and Congressional Intent

n The Federal Circuit was created to 
achieve uniformity in patent law

n The balancing act:

o Congress anticipated that the court 
would consider antitrust issues

o Congress expected the court to guard 
against unwarranted expansion of its 
jurisdictional reach
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Federal Circuit Jurisdiction 
and Congressional Intent

n The “joinder of a patent claim in a case 
whose gravamen is antitrust should not 
be permitted to avail a plaintiff of the 
jurisdiction of the Federal Circuit … ” 
(Senate Report at 19-20)

o Trial courts encouraged to separate final 
decisions on “trivial” patent claims 
from “substantial” antitrust issues  
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Federal Circuit Jurisdiction 
and Congressional Intent

n Remaining areas of possible tension, 
post-Vornado

o Jurisdiction triggered by joinder or 
consolidation of patent claims with 
antitrust claims

o The effect of a stipulated dismissal of 
patent claims with prejudice
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The Implications of 
Federal Circuit Jurisdiction

n The court has considered a relatively 
large number of appeals involving 
antitrust issues 

o Rulings cover issues at the heart of the 
patent-antitrust interface

o Likely to continue even after Vornado

n Patent counterclaims have triggered 
jurisdiction in very few antitrust cases  
(CSU and Telcomm [7/2/2002])
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The Implications of 
Federal Circuit Jurisdiction

n Effect on the antitrust/patent balance?

o The record of antitrust claimants in the 
Federal Circuit is poor

o Good argument that holdings are in the 
mainstream of antitrust law

o Nobelpharma, C.R. Bard upheld  
verdicts for antitrust claimants
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The Implications of 
Federal Circuit Jurisdiction

n Much of the debate has been driven by 
dicta, not actual results

o CSU v. Xerox

o Intergraph v. Intel

n Federal Circuit dicta has an impact

o Townshend v. Rockwell Int’l Corp.

o Pabst Licensing, GMBH Patent Litig. 
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The Implications of 
Federal Circuit Jurisdiction

n Uniformity v. diminished opportunity 
for “percolation”

o Impact of Vornado

n Chaos/forum shopping?

n Multiple views on how patent laws fit 
into wider mosaic?

n Institutional question: who should 
decide the “balance” question?
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The Implications of 
Federal Circuit Jurisdiction

n What is the impact on the Agencies?

o Could Federal Circuit be the appellate 
forum for enforcement actions?

n Cases filed in district court v. 
administrative actions

o Regardless of the appellate forum, 
Federal Circuit precedents are likely to 
carry weight with some courts
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INNOVATION AND STANDARDS FOR PATENTABILITY 
 
The standards for patentability prescribed by the Supreme Court in Graham v. John 
Deere,  U.S. v. Adams, and subsequent Supreme Court cases, and followed by the 
regional courts of appeals prior to the advent of the Federal Circuit, have not been 
followed by the Federal Circuit.  Rather, the standards for patentability applied by the 
Federal Circuit have been lowered and made less certain than those prescribed by the 
Supreme Court and previously followed by the regional courts of appeals.   
 
The regional courts of appeals, following the higher and more certain Supreme Court 
standards, had found about 2/3 of litigated patents invalid. The Federal Circuit, however, 
applying its lowered and less certain standards for patentability, has, in recent years, 
found about 60-65% of litigated patents to be valid, and only about 35-40% to be invalid, 
notwithstanding that the application acceptance rate in the PTO, corrected for continuing 
applications, has risen from about 60-70% prior to the Federal Circuit to over 90% in 
2000.1   
 
A common, perhaps universal, strategy for innovators is to seek patents on their 
patentable inventions they expect to use commercially so as to preempt competitors or 
others from obtaining patents on such inventions.  To the extent the innovators are 
successful in getting such patents they prevent their competitors or others from doing so, 
and enhance their freedom to go forward and commercialize their own work without 
interference from others' patents.   
 

                                                 
* Mr. Quillen is the former General Counsel of Eastman Kodak Company where he was a Senior Vice 
President and member of the Board of Directors.  He is presently a Senior Advisor at Cornerstone 
Research, an economic consulting firm.  Mr. Quillen previously gave testimony in these Hearings on 
March 19, 2002.  That testimony is available from the Schedule of Hearings section of the website for these 
FTC/DOJ IP Hearings.   
 
1 These PTO acceptance numbers are reported in the forthcoming paper Continuing Patent Applications 
and Performance of the U.S. Patent and Trademark Office – Extended, by Cecil D. Quillen, Jr., Ogden H. 
Webster, and Richard Eichmann, to be published in the August 2002 issue of The Federal Circuit Bar 
Journal, and were set forth in charts included with my March 19, 2002 testimony in these Hearings.  For 
information on acceptance rates at the USPTO for its fiscal years 1993-1998, see Quillen and Webster, 
Continuing Patent Applications and Performance of the U.S. Patent Office, Federal Circuit Bar Journal, 
Vol. 11, No. 1 (August 2001), pp. 1-21, available from the Public Comments section of the FTC/DOJ IP 
Hearings Website.   
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The consequence of the Federal Circuit's lowered and less certain standards is that 
innovators can no longer rely on the courts to protect them from patent harm.  Instead, 
because of the lowered and less certain standards, innovators must engage in "self help" 
and themselves file more patent applications than they otherwise would, and bear the 
additional costs of doing so, in their effort to avoid patent harm by preempting others 
who might seek to obtain patents that could frustrate their ability to commercialize their 
innovations.2   
 
The effect on application filings has been dramatic.  Prior to the Federal Circuit in 1982 
total U.S. application filings had been level at about 100,000 per year for several years, of 
which about 85-90,000 were original applications that did not claim the filing date of an 
earlier U.S. patent application, and the remainder, about 10-15,000 were continuing 
applications.  The numbers began rising following formation of the Federal Circuit, and 
by 2000 the total number of application filings had about tripled to nearly 300,000 per 
year.  The number of original applications in 2000 was nearly 230,000.3   
 
Over this same period, i.e., from the advent of the Federal Circuit in 1982 to 2000, the 
acceptance rate at the PTO, corrected for continuing applications, rose from about 60-
70% prior to the Federal Circuit to more than 90% in 2000.  Because of the increased 
filings in response to the Federal Circuit's lowered and less certain standards, and the 
declining rigor of PTO examination, the number of applications allowed and patents 
granted has grown from about 60,000 per year in 1982, prior to the Federal Circuit, to 
more than 165,000 in 2000.4   
 
This drastic increase in the number of patents granted is the "patent thicket" described by 
Carl Shapiro and referred to by Chairman Muris in his November 15, 2001 ABA speech.5  
And it is this "patent thicket" through which innovators must "hack their way" in order to 
commercialize their innovations.   
 
The Federal Circuit's lowered and less certain standards, and the declining rigor of PTO 
examinations, have caused increased costs for innovators, both increased out-of-pocket 
costs for more filings, prosecutions, litigations, licensing, etc., and increased cost of 
capital for innovation investments because of the increased uncertainties.  The almost 
certain result of increased costs for innovators and innovation investments is that we have 
less innovation and it costs us more.   
                                                 
2 The reasoning process that compels innovators to file more preemptive patent applications as a 
consequence of the lowered standards is depicted in Charts 1 and 2 accompanying my 1992 ABA 
presentation Innovation and the United States Patent System Today, available from the Public Comments 
section of the website for these FTC/DOJ IP Hearings.   
 
3 Charts depicting these application filings are included with my March 19, 2002 testimony in these 
Hearings.  The numbers (and charts) are in the forthcoming Continuing Patent Applications and 
Performance of the U.S. Patent and Trademark Office – Extended.  See footnote 1.   
 
4 Charts depicting these application allowances and patent grants are also included with my March 19, 2002 
testimony.  The numbers (and charts) are also in the forthcoming Continuing Patent Applications and 
Performance of the U.S. Patent and Trademark Office – Extended.  See footnote 1.   
 
5 Chairman Muris' speech is available from the website for these FTC/DOJ IP Hearings.   
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Restoration of the higher and more certain standards for patentability that existed before 
the advent of the Federal Circuit so that innovators can once again rely on the courts to 
protect them from patent harm is the key to undoing the damage caused by the Federal 
Circuit's lowered and less certain standards for patentability.  And the quickest way to do 
that is to restore appellate jurisdiction in patent infringement cases to the regional courts 
of appeals, which can be expected to adhere to the higher and more certain standards for 
patentability prescribed by the Supreme Court and previously followed by them.6  It 
would also be useful to abolish entirely the nonstatutory secondary factors as potential 
indicators of patentability so as to eliminate a major source of uncertainty, and to 
simplify and reduce the costs of any patent litigation that might occur.   
 
Restoration of appellate jurisdiction in patent infringement cases to the regional courts of 
appeals would have the additional advantage of returning our patent system to the same 
self-correcting structure that governs other areas of American law in which neither a 
regional court of appeals nor the district courts within that region are constrained by stare 
decisis by a decision of another regional court of appeals, and issues which have been 
decided by one of the regional courts of appeals can be reconsidered on their merits when 
they subsequently arise in another region.  Eventually, if the regional circuit courts 
disagree, the Supreme Court can take a case that presents the issue as to which the 
circuits have split, and resolve the matter confident that all sides of the issue have been 
debated time and again, and that it will hear the most compelling arguments on both sides 
of the question, and have a reasonable opportunity for reaching the right result.   
 
A second part of the solution is to insist that the PTO adhere to the restored higher 
standards for patentability.  This will necessarily require abolition of continuing 
applications (except possibly for divisional applications filed pursuant to a requirement 
for restriction, but only to the extent required by international treaties).  As a consequence 
patent applicants would no longer be able to avoid final decisions as to the patentability 
of their applications and restart the examination process all over again by filing a new 
application claiming benefit of the filing date of an earlier application, and the Patent 
Office would no longer be unable to rid itself of determined applicants except by 
allowing their applications, which should enhance the quality of issued patents.  Such 
abolition would have the additional advantage of eliminating the rework that applicants 
impose on the PTO through continuing applications (about 1/4 of the PTO's current 
examination workload) and enable the PTO to apply the freed-up examination resources 
to the more thorough examination of original applications, which should also enhance the 
quality of issued patents.7   
                                                 
6 Chester Carlson and the development and commercialization of plain paper xerographic copying were 
invoked numerous times during the July 10-11, 2002 Hearings on behalf of preserving the current status 
quo for the patent system.  It is worth remembering that the invention, patenting, and commercialization of 
xerography all took place before the advent of the Federal Circuit and during the era when standards for 
patentability were high, and appeals from district court decisions in patent infringement cases were heard 
by the regional courts of appeals.  One must wonder whether Mr. Carlson and Haloid could have "hacked 
their way" through today's "patent thicket." 
   
7 A comprehensive proposal for restoration and reform of the U.S. patent system is set forth in my paper, 
Proposal for the Simplification and Reform of the United States Patent System, 21 AIPLA Q. J. 189 (1993), 
available from the Public Comments section of the website for these FTC/DOJ IP Hearings. 
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PATENT DAMAGES AND APPELLATE CORRECTION 
 
Dr. Vincent E. O'Brien, in his article Economics and Key Patent Damages Cases, 
published in the University of Baltimore Intellectual Property Law Journal8 and available 
from the Comments Section of the website for these Hearings, points out that much of 
Federal Circuit damages law is based on unsound economic principles and frequently 
results in excessive damages awards.  Dr. O'Brien notes that the possibility of excessive 
damages leads to more litigation than would otherwise be the case, and that would-be 
innovators may refrain from commercializing their innovations for fear of the possibility 
of excessive damages, or may even pay license fees under questionable patents to avoid 
such a possibility.   
 
Because there is no forum in which alternative views can develop free from the 
constraints of stare decisis, the likelihood for correction of the economically unsound 
Federal Circuit damages law is quite low.9  Restoration of appellate jurisdiction in patent 
cases to the regional courts of appeals, which have more experience in the broader issues 
of economic policy than the Federal Circuit, would enable the development of patent 
damages law free of the constraints of stare decisis, which should, in due course, enable 
the courts, including the Supreme Court, if necessary, to conform patent damages law to 
sound economic principles.   
 
 

THE PATENT THICKET AND THE PATENT INCENTIVE 
 
One possible consequence of the thickening of the "patent thicket" because of the 
lowered and less certain standards for patentability in the courts and the PTO is that an 
innovator whose invention/innovation is patented will nonetheless find it necessary to 
bargain away his/her patent rights in order to obtain licenses that might be needed from 
others in order to commercialize his/her invention/innovation.  In such circumstances the 
inventor/innovator could have no expectation of monopoly profits as a result of a patent 
on his/her invention, and the patent system would have provided no incentive for the 
invention/innovation.   
 
This may well be the case in the computer and semiconductor industries, and possibly 
others characterized by complex products and processes, where extensive field-of-use 
cross licensing of existing and future patents is common and apparently necessary.  Such 
industries are characterized by "patent races" in which the best one can hope for is a 
stalemate so that those who might block your innovation will themselves need licenses 
under your patents.  Higher standards, by reducing the numbers of patents available, 
                                                                                                                                                 
 
8 O'Brien, Economics and Key Patent Damages Cases, Univ. of Balt. Int. Prop. Law J., Vol. 9, No. 1 (Fall 
2000), pp. 1-28.  
 
9 The only correction of which I am aware occurred when Judge Easterbrook, sitting by designation, 
refused to follow the Federal Circuit after it reversed him, and reentered his earlier judgment.  Grain 
Processing v. American Maize, 44 USPQ2nd 1782 (DC NInd 1997).  The Federal Circuit, in the 
subsequent appeal, reversed itself and affirmed Judge Easterbrook despite having previously reversed him.  
Grain Processing v. American Maize, 51 USPQ2nd 1556 (Fed. Cir. 1999).  
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would reduce the costs the patent system imposes on such industries, although "patent 
races" to achieve stalemate would almost certainly continue, albeit at reduced costs to 
those in the race, with the consequence that there should be more innovation in such 
industries and it would cost us less.    
 
 

INNOVATION AND COMPETITION 
 
An important question is the relationship between competition and monopoly as 
stimulants for invention and innovation.  "The Free-Market Innovation Machine," a 
recent book by Professor Baumol of Princeton and NYU, suggests that the main driver of 
innovation in free-market economies (such as ours) is competition between large firms 
(oligopolists) driven by the need to at least maintain parity with competitors, that many 
(perhaps most) of these firms have "routinized" innovation so that it is simply another 
investment that does not require enhanced returns, and that it is such firms and such 
innovation competition that is responsible for the remarkable economic growth that 
characterizes free-market economies.  Obviously such innovation does not depend on or 
require the prospect of a patent monopoly, and would proceed in any event, driven by the 
need to at least maintain parity with competitors.  Otherwise, failure to innovate would 
result in falling behind and losing the competitive innovation race.10   
 
The lowered and less certain standards for patentability imposed by the Federal Circuit 
have made it necessary for such innovators to seek more patents, and bear the costs of 
doing so, with the consequence that their innovation costs have been increased.  Higher 
standards, by reducing the numbers of patents available, would reduce the costs our 
patent system imposes on innovation, which should result in more, and less costly, 
innovations. 
 

                                                 
10 In this regard, see footnote 4 of my Proposal for the Simplification and Reform of the United States 
Patent System, referred to in footnote 7 of these notes.  
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 I appreciate the opportunity to present these views on behalf of the Section of 

Intellectual Property Law of the American Bar Association. My name is Robert P. Taylor, and 

I am the managing partner of the Silicon Valley Office of the law firm of Howrey Simon 

Arnold & White, LLP in Menlo Park, California. The views expressed have not been approved 

by the House of Delegates or Board of Governors of the American Bar Association, and should 

not be construed as representing the views of the Association, nor do they represent the views 

of my law firm or any of its clients. 

 
I. Jurisdiction and choice of law issues  

Several commentators have questioned efforts by the Federal Circuit to define its own 

jurisdiction and to bring uniformity to the legal issues that affect patent cases and the 

commercial exploitation of patents.  A related concern is whether the Federal Circuit acts 

appropriately in creating its own jurisprudence, rather than relying on the jurisprudence of the 

regional circuits, in deciding legal issues that are peripheral to the interpretation of Title 35.  A 

few commentators have been especially critical of a series of decisions through which the 

Federal Circuit has begun to formulate its own case law for resolving issues at the interface of 

patent law and antitrust law instead of following the court’s original approach that sought to 

discern and apply the law of the regional circuit on such issues.1 

                                                 
1  See e.g., Ronald S. Katz and Adam J. Safer, Should One Patent Court Be Making Antitrust Law for the 
Whole Country?, 69 Antitrust L.J. 687 (2002) ; Peter M. Boyle, Penelope M. Lister and J. Clayton Everett, Jr., 
Antitrust Law at the Federal Circuit:  Red Light or Green Light at the IP- Antitrust Intersection, 69 Antitrust L.J.  
739 (2002).  
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Properly understood, the Federal Circuit’s effo rts on both fronts have been largely 

consistent with its Congressional mandate to bring uniformity to the process by which patent 

rights are defined and enforced.  Equally important, the thrust of the criticism does not appear 

to stem from dissatisfaction with the end results in particular cases, which have been largely 

consistent with the results that would obtain in any of the regional circuits.  Rather, the 

criticism expresses disagreement with dicta in some Federal Circuit cases, and concern  that 

this appellate court, whose primary mission is addressed to patents and the construction of Title 

35, has been able – on its own –  to expand that role in areas not absolutely essential to its 

primary mission.  These two points, jurisdiction and choice of law, are inextricably intertwined 

as a practical matter, but should be examined independently for clarity. 

Worth noting at the outset is that the Federal Circuit is unique in federal jurisprudence.  

There are no other situations in which appeals from a given dis trict court can move in different 

directions, depending upon the jurisdictional basis for the underlying case in the lower court.  

Congress created the Federal Circuit in an express effort to eliminate the costly and damaging 

impact of widely varying results in patent infringement cases, depending upon which circuit 

court of appeals would ultimately hear an appeal from a judgement in the district court.   

It is apparent from the legislative history of the enabling act that Congress intended that 

to have this single court of appeals deal with all of the issues that are raised by a well-pleaded 

Complaint in such cases.  Indeed, one of the prime reasons for the Federal Circuit was a 

procedural problem.  Prior to the creation of the Federal Circuit, a race to the courthouse and 

an expensive venue fight in many if not most important cases preceded any effort to get at the 

merits.2  This practice was driven directly by widely varying attitudes among the regional 

circuits as to whether patents were desirable economic institutions, worthy of enforcement 

because they fostered investment and risk taking, or dreadful monopolies left over from the 

1800s before there was a Sherman Act.   

Whatever may have been the underlying rationale of the various circuits in their 

appro ach to patents, patent owners had one set of preferred courts and patent defendants had a 

                                                 
2  See Atari, Inc. v. JS & A Group, Inc. , 747 F.2d 1422, 1437 (Fed. Cir. 1984) (en banc), overruled on other 
grounds in Nobelpharma AB v. Implant Innovations, Inc., 141 F.3d 1059 (Fed. Cir. 1998) (quoting congressional 
reports to show that the vesting of exclusive jurisdiction in the Federal Circuit was intended to alleviate “the 
serious problems of forums [sic] shopping among the regional courts of appeals on patent claims”).  
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mutually exclusive set of preferred courts.  The result was enormously wasteful and 

undermined the economic importance of patents in fundamental ways.  The most important of 

patents, for example, could be placed in jeopardy merely by asserting invalidity in one of the 

circuits known to be hostile to patent enforcement, thereby intimidating many patent owners 

into relinquishing patent rights at a mere fraction of their actual market value.  Anyone today 

who advocates diversity among the circuits as desirable in this arena needs to understand the 

history that led to the Federal Circuit and the problems that Congress was trying to alleviate.  

The court was not created in a vacuum. 

The Federal Circuit’s basic jurisdiction is defined as exclusive for cases in which 

jurisdiction in the lower court is based “in whole or in part” on section 1338(a) of Title 28, the 

federal procedure statute that gives district courts jurisdiction over cases involving patent 

infringement.  For cases brought as ordinary patent infringement cases, there is no jurisdiction 

problem or controversy as to the proper jurisdictional path for the appeal.  Thus, where there is 

a non -frivolous patent cause of action stated in the complaint, the statutory mandate seems 

clear that the Federal Circuit has exclusive jurisdiction over the appeal from any part of the 

case, even if the particular issue being dealt with on appeal has nothing to do with a patent.3   

Less clearly dictated by the enabling statute are the appellate paths for the myriad 

variations in which the original complaint in the district court does not assert a patent 

infringement cause of action, as such, but where the need to interpret a patent is essential for 

the cause of action that is stated.  A plaintiff may assert, for example, that conduct by the 

defendant to inform customers of a patent that was obtained by fraud or is otherwise known to 

be invalid constitutes unfair competition or a violation of the Sherman Act.  Irrespective of 

what is ultimately determined to be the proper appellate path in these various situations, there 

is no reason to have a different rule in each of the eleven regional circuits for the various 

situations, and in general both the Federal Circuit and the regional circuits have recognized 

this. In short, while the Supreme Court is the ultimate arbiter, the determination of appellate 

jurisdiction is generally ceded to the Federal Circuit in the first instance. 

                                                 
3  As early as 1986, in the Innotron case, the Ninth Circuit declined jurisdiction over an appeal of a non-
patent procedural issue in a patent case in favor of the Federal Circuit.  This result is normal and uninteresting 
today.  In re Innotron Diagnostics, 800 F.2d 1077 (Fed. Cir 1986). 
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In many of these cases, the Federal Circuit has been willing to assume appellate 

jurisdiction, based on the language in the enabling statute, “in whole or in part.”  The Federal 

Circuit’s primary rationale for doing so flows from the underlying reasons for creating that 

court in the first instance –  uniformity in the law that determines the scope and legal impact of 

patent rights.  Furthermore, if it appears that the Federal Circuit is taking a more expansive role 

today than it might have taken in the 1980s in these various situations, one might legitimately 

attribute the change to the accretion of experience over the now twenty years that the court has 

been at it.4 

The jurisdiction of the Federal Circuit in connection with the many cases that are not 

filed as garden variety patent cases has also been the subject of Supreme Court review.  Of 

particular importance at this juncture is another case, recently decided by the Supreme Court, 

that has resolved many, but unfortunately not all of these jurisdictional issues.  In Holmes v. 

Vornado, the Supreme Court held the Federal Circuit cannot assert jurisdiction over patent 

counterclaims where the complaint does not allege a patent law claim. 5    The Court de-

emphasized its role in determining what would further Congress’ goal of patent law 

uniformity, highlighting instead preservation of plaintiff’s choice of forum and fair, consistent 

statutory interpretation.6  Providing further insight into the Court’s view of Federal Circuit 

jurisdiction, Justice Steven’s concurrence suggested that decisions by regional courts “will 

provide an antidote to the risk that the specialized court may develop an institutional bias” and 

that “[a]n occasional conflict [between the Federal and regional circuits in patent] decisions 

may be useful in identifying questions that merit this court’s attention.”  Finally, the Court 

rejected the issue based or “actually adjudicated” conception of Federal Circuit jurisdiction 

articulated in Justice Ginsburg’s concurrence.  While this precedential decision settles 

significant jurisdictional issues, it necessarily raises different questions.  Significantly, may a 

                                                 
4  A recent analysis of the Federal Circuit’s jurisdiction worth noting is an article  by Scott A. Stempel and 
John Terzaken entitled “Casting a Long IP Shadow Over Antitrust Jurisprudence: The Federal Circuit’s 
Expanding Jurisdictional Reach”,  69 ANTITRUST LAW JOURNAL 711 (2002).  The authors conclude, on 
balance, that the Federal Circuit’s approach to defining its jurisdiction is largely consistent with its statutory 
mandate, even though in some respects it fails to discourage the very type of forum shopping that the court was 
created to avoid.  
  
5  No. 01 -408, slip op. at 3-8, 535 U.S.___ (June 3, 2002).  
 
6  Section 1338(a) granting Federal Circuit jurisdiction uses the same operative language “arising under” as 
section 28 U.S.C. 1331, which governs federal court jurisdiction, thus invoking the well-pleaded complaint rule.  
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patent claim be filed as a separate action in federal court while a separate antitrust action is 

pending, or must the patent claim be dismissed for nonjoinder?  If so, to the extent that regional 

circuit interpretation and application of patent law differ, such variance will create incentives 

for plaintiffs to race to file in order to engage in the forum shopping that the creation of a 

single patent court of appeals was intended to eliminate.   

More controversial than the jurisdictional issues has been the gradual movement by the 

Federal Circuit to develop its own unique set of rules for resolving issues that are peripheral to 

a straight construction of Title 35.  Of particular concern are the decisions of the court in 

Nobelpharma (1998), Intergraph v. Intel (1999), and Xerox (2000).7  In each of those cases, the 

court resolved antitrust issues arising from patent ownership, exploitation or enforcement by 

det ermining and applying its own rules rather than making an effort to discern what the law of 

the circuit in which the district court was located might have been.  This became controversial, 

in part, because the court departed from its own practice in earlier years of trying to apply the 

law of the regional circuit.8 

However, the decision in each of those cases was consistent with regional circuit law.  

In Nobelpharma , the Federal Circuit held that enforcement of a patent that the jury found to be 

procured by fraud, given proper market conditions, was properly the basis for finding a 

violation of Section 2 of the Sherman Act.9  Reviewing all of the decisions of all twelve circuit 

courts of appeals, it is apparent that only a handful have ever affirmed an award  for a plaintiff 

in that setting, but in light of the nature of the conduct found by the jury, it is also apparent that 

the ruling was correct. 

                                                                                                                                                          
 

7  Nobelpharma AB v. Implant Innovations, Inc., 141 F.3d 1059 (Fed. Cir. 1998); Intergraph Corp. v. Intel 
Corp., 1195 F.3d 1346 (Fed. Cir. 1999); CSU L.L.C. v Xerox Corp., 203 F.3d 1322 (Fed. Cir. 2000).  
 
8  See e.g., Atari, Inc. v. JS & A Group, Inc. , 747 F.2d 1422, 1429 (Fed. Cir. 1984) (en banc) ), overruled in 
part, Nobelpharma AB v. Implant Innovations, 141 F.3d 1059 (Fed. Cir. 1998) (applying Seventh Circuit law to 
copyright infringement actions); Panduit Corp. v. All States Plastic Manufacturing Co., 744 F.2d 1564 (Fed. Cir. 
1984), overruled in part,  Nobelpharma AB v. Implant Innovations, 141 F.3d 1059 (Fed. Cir. 1998) (holding that 
region circuit law applied to an appeal from an order disqualifying a firm).  
 
9  The original panel decision would have gone the other way.  Based on a powerful dissent by Judge 
Plager, the panel recalled its first opinion and held that enforcement was in fact a violation of the antitrust laws.  
An analysis of the two opinions and the procedure itself shows the sensitivity of the Federal Circuit to the 
legitimate needs of the antitrust laws and the need to preserve the competitive process, where appropriate.  
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In Intergraph, the Federal Circuit dissolved a preliminary injunction that required Intel 

to continue disclosing intellectual property to a company that was suing Intel and certain of its 

customers for patent infringement and that did not want to enter into a cross license with Intel 

for the property involved.  The Federal Circuit applied the law of the Eleventh Circuit to the 

standards for obtaining preliminary injunction.   

In Xerox, the Federal Circuit affirmed a holding by the district court that Xerox’s policy 

of not selling patented spare parts to companies that competed with Xerox in the service 

business was not unlawful.  The court relied on the well established principle that the United 

States, unlike certain other countries in the world, does not impose compulsory licensing 

obligations on the owners of intellectual property, a principle traceable to the earliest days of 

patent law and articulated most recently in the Supreme Court’s decision in Dawson v. Rohm & 

Haas.10   

In the early days of the Federal Circuit, the recent experience with issues involving the 

interface of patents and antitrust law lay with the regional circuits.  That is no longer true.  The 

law of the regional circuits on issues involving patents, because they come up typically in 

patent infringement cases, is no longer developing as it once did.  And during that same twenty 

year period, much of antitrust law –   not just the portion pertaining to patents and other forms 

of intellectual property, but all of antitrust –  has gone through a major transformation.  

Commencing in the late 1970s, and continuing to the present, the Supreme Court and th e lower 

courts have made a steady effort to rationalize antitrust with contemporary economics.11  Per se 

rules have largely been abandoned, or at least confined to the clearest of cases.  Market 

analysis has been refined and has become central to nearly every antitrust case.  Competitive 

effects and diminished output have become the touchstones for enforcement.   

                                                 
10   Dawson Chemical Co. v. Rohm & Haas Co.,  448 U.S. 176 (1980). Some commentators view Xerox 
as inconsistent with the 9th Circuit's decision in  Image Technical Services Inc. v. Eastman Kodak Co., 
125 F.3d 1195 (9th Cir. 1997), cert. denied, 423 U.S. 1094 (1998).  
 
11   See e.g., SCM v. Xerox Corp., 645 F.2d 1195 (2d Cir. 1981) (holding that acquisition of patents, even if 
carried out with intent of achieving a future monopoly, did not violate the Sherman Act as long as such monopoly 
did not exist at time of acquisition); Dawson Chemical Co. v. Rohm & Haas Co.,  448 U.S. 176 (1980) (holding no 
misuse where owner licensed its patented process only to customers of an unpatented chemical necessary to 
practice the process).  
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  Since it is the Federal Circuit, and not the regional circuits, that is likely to continue to 

hear the bulk of cases that present patent issues, it seems appropriate for that court to create a 

body of law that is internally consistent and for the regional circuits courts to recognize the 

special role that Congress has created for the Federal Circuit in guiding the enforcement and 

use of patents. The Federal Circuit has more contemporary experience with that exercise than 

do all of the regional circuits combined, and the Supreme Court seems more than willing to 

consider the implications of what the Federal Circuit is doing, when appropriate.12  

II.  Scope and Types of Patents 

The Hearing Notice raises issues concerning the scope and types of patents being 

issued.  The U.S. Supreme Court and the Federal Circuit have broadly construed the type of 

subject matter eligible for patenting.  This has had a positive effect on the U.S. economy. 

For example, in Diamond v. Chakrabarty the Supreme Court determined that 

biotechnology inventions are eligible for patent protection.   447 U.S. 303, 309 (1980).  

Without patent protection, the venture capital which has been critical in fostering the 

biotechnology industry would not have been available.  This entire industry, in which the 

United States is the clear leader, would have languished.  

More recently, the Federal Circuit, following the mandate of Chakrabarty for broad 

interpretation of what subject matter is eligible for patenting, determined that business methods 

also are patentable subject matter.  State Street Bank & Trust Co. v. Signature Financial 

Group, Inc., 149 F.3d 1368 (Fed. Cir. 1998), cert denied __ U.S. __ (1999).  The limited 

collection of business method prior art available to Patent Examiners in some subject areas 

initially caused some difficulties.  However, business methods patents, once through the 

growing pains of infancy, should enable the United States to maintain and increase its 

leadership in information technology. 

Turning now to the scope of patents -- in Markman, the Federal Circuit held that 

determining the scope of patent claims is an issue for the judge, not for the jury.  Markman v. 

                                                 
12   Often unnoticed on this point is that the Supreme Court has no way of finding a conflict in the circuits for 
much of what the Federal Circuit does.  Accordingly, the Court often is motivat ed by a powerful dissent in the 
Federal Circuit to review the case.  Examples include Morton Int'l, Inc. v. Cardinal Chemical Co., 959 F.2d 948  
(Fed. Cir. 1992), Hilton Davis Chemical Co. v. Warner-Jenkinson Co., Inc., 62 F.3d 1512 (Fed. Cir. 1995), Festo 
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Westview Instruments, Inc.  52 F.3d 967 (Fed. Cir. 1995) (en banc), aff’d 517 U.S. 370 (1996).  

Markman and its progeny have provided  increased certainty as to the boundary of the patent 

right. This fosters competition by enhancing a competitor’s ability to design  around the claims 

of a patent. 

At the same time, the Federal Circuit  has narrowed, not broadened, the scope of 

patents.  Through a series of decisions, the Federal Circuit has held that a patent claim cannot 

be broader than the invention  described in th e specification at the time the application was 

filed.  See, e.g. Gentry Gallery, Inc. v. Berkshire Corp., 134 F.3d 1473 (Fed. Cir. 1998) 

(finding invalidity for failure to satisfy the written description requirement of 

35 U.S.C. § 112, ¶1 because “claims may be no broader than the supporting disclosure.”); 

Netword, LLC v. Centraal Corp., 242 F.3d 1347 (Fed. Cir. 2001) (finding no infringement 

because the claims cannot “enlarge what is patented beyond what the inventor has described as 

the invention.”); Bell Atlantic Network Services, Inc. v. Covad Communications Group, Inc., 

262 F.3d 1258 (Fed. Cir. 2001) (finding no infringement because “the specification may define 

claim terms ‘by implication’ such that the meaning may be found in or ascertained by a 

reading” of the specification). 

The Federal Circuit is still defining the boundaries of this increased emphasis on the 

role of the specification in interpreting the scope of claims; but there can be no doubt that the 

result has been a narrowing, not a broadening, of claim scope in comparison with historic 

standards, and that competition thereby has been enhanced. 

  

 

                                                                                                                                                          
Corp. v. Shoketsu Kinzoku Kogyo Kabushiki Co., Ltd., 72 F.3d 857 (Fed. Cir. 1995), Markman  v. Westview 
Instruments, Inc., 52 F.3d 967 (Fed. Cir. 1995).  
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I. Introduction 

Mr. Chairman, officials of the Department of Justice and 

members of the Federal Trade Commission: my name is Matthew Weil, and 

I am a partner with the law firm of McDermott, Will and Emery, based in 

McDermott’s Irvine, California, offices.  I want to thank you all for giving 

me the chance to testify her today on a topic near to my heart and, I hope, 

relevant to these interesting and important proceedings.   

For reasons that have been nearly universally proclaimed 

throughout these proceedings, we can take it as a given that technological 

innovation is a major--perhaps the major--engine of this country’s economic 

success.  As much as anything else, that success has secured our position of 

global leadership.  For reasons others have discussed more eloquently and 

more authoritatively, I too believe the United States’ system of patent 

protection has played an important role in promoting that technological 

innovation and fueling that economic success. 

And for at least the last twenty years, the development and 

maintenance of the United States’ patent system has been guided and 

promoted by the United States Court of Appeals for the Federal Circuit.  

And that is something I do know a little about.  How that Court interprets 

and applies the patent laws--and, indeed, sometimes, appears to rewrite 
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important parts of the patent laws--has a decisive impact on how the patent 

laws are viewed by lawyers and their clients.  When it does its job well, the 

Federal Circuit promotes the vitality and dynamism of technological 

innovation.  When it missteps, the result can deter such innovation.   

I say the topic of Federal Circuit decision-making is near to my 

heart for several reasons.  First, I am one of six partners in McDermott’s 

Irvine office who dedicate themselves full time to intellectual properly 

matters.  Second, I am a member of the board of directors and, presently, 

also Secretary, of the Orange County Patent Law Association.  The Orange 

County Patent Law Association is a professional organization of members of 

the bar from all areas of intellectual property.  The Association is dedicated 

to organizing, serving and educating members of the intellectual property 

law community in Orange County.  Third, and finally, I have made critical 

observation of the Federal Circuit and the patent law something of a hobby, 

too.  Together with my friend and former partner, Bill Rooklidge, I had the 

opportunity a couple of years ago to write a series of articles on the 

workings of the Federal Circuit Court of Appeals and, in particular, how that 

Court handles precedent and conflicts within the circuit itself.  Since that 

time, I have kept my hand in publishing as a member of the Editorial Board 

of the AIPLA Quarterly Journal, published every three months by George 
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Washington University Law School and the American Intellectual Property 

Law Association. 

In all of those capacities--as advocate, as colleague to other 

intellectual property law practitioners, and as critical observer--I take a keen 

interest in the pronouncements of the Federal Circuit, and an equally keen 

interest in its workings.  And with that background in mind, I want to touch 

on three general topics here today.  First, I want to summarize briefly the 

issues raised in the three articles I co-authored with Mr. Rooklidge.  Second, 

I want to update those articles, suggesting ways in which the Court has 

continued to make progress, and ways in which it still has challenges ahead 

of it.  Third, I want to tie these observations more directly to the overarching 

theme of these hearings with a word or two about how the features of 

Federal Circuit decision-making that Mr. Rooklidge and I examined play 

themselves out at the nexus of patent and antitrust jurisprudence. 

II. The Articles 

The articles Mr. Rooklidge and I authored in 1998, 1999 and 

2000, addressed three distinct but interrelated aspects of Federal Circuit 

jurisprudence.   
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The first article--called “Stare Decisis: The Sometimes Rough 

Treatment of Precedent in Federal Circuit Decision-Making”--came out in 

late 1998 in the Journal of the Patent and Trademark Office Society.  The 

doctrine of stare decisis (which is Latin for, roughly, “to stand by what has 

been decided”) is a principle that forms the foundation of most of American 

jurisprudence.  Under the doctrine of stare decisis, once a decision on a 

certain set of facts has been made, courts will apply that same decision in 

subsequent cases with materially similar facts.  As Oliver Wendyll Holmes 

observed, this allows court opinions to serve as “prophesies of what courts 

will do.”  Under the version of stare decisis explicitly adopted by the 

Federal Circuit, the Court’s own precedent--as set out in the opinion of any 

three-judge panel--is binding and must be followed by subsequent panels 

unless and until overturned by the entire court, sitting in banc. 

We playfully entitled this first article Stare Undecisis, because 

it examined ways in which the Federal Circuit could be said to have 

overlooked or sidestepped the precedent announced in prior case opinions, 

failing to give those cases their full stare decisis effect.  We argued in this 

article that this practice created or aggravated conflicts among various 

decisions of the Federal Circuit body and led to less certainty in Federal 

Circuit decision-making. 
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The second article, “Judicial Hyperactivity: The Federal 

Circuit’s Discomfort with its Appellate Role,” was published in early 2000 

in the Berkeley Technology Law Journal.  This artic le discussed another 

bedrock tradition of American jurisprudence: namely the specialized role of 

appellate courts in our judicial system.  In the American system, appellate 

court review of the decisions of trial courts and juries is very restricted.  

Appellate courts are supposed to review only the record of the proceedings 

as developed by the trial court, and they are supposed to review that record 

only for legal error and, in some circumstances, clear factual error.  

Appellate Courts are not supposed to act like trial courts in their own right.   

The Judicial Hyperactivity article looked at the tendency of the 

Federal Circuit in certain circumstances to reach beyond its role as an 

appellate court to make independent findings of fact, even undertake its own 

fact investigations, rather than simply reviewing the record of case presented 

on appeal.  The article also looked at ways in which the Federal Circuit, 

from time to time, stepped into the role of advocate, deciding cases on 

grounds never presented by the litigants.  We argued that this inclination on 

the part of the Federal Circuit--like the inclination to overlook conflict in its 

own precedent--undermined the goal of certainty and predictability in 

Federal Circuit decision-making. 
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Finally, in late 2000, Mr. Rooklidge and I published an article 

in the Santa Clara Law Review entitled “En Banc Review, Horror Pleni, and 

the Resolution of Patent Law Conflicts.”  For the title of this article we 

reached back into our Latin dictionary and borrowed the term coined by Karl 

Llewellyn: horror pleni, which means literally “fear of the plenum,” or 

group.  Mr. Rooklidge and I used the term to refer to what we viewed as 

reticence on the part of the Federal Circuit to use the most important tool at 

its disposal to tackle intra-circuit conflict: the tool of in banc review, or 

review by the entire court.  As I noted earlier, in banc review is the only 

legitimate way for the Federal Circuit to overturn its own precedent.  The 

Horror Pleni article discussed the need for the Court to resolve its 

conflicting precedents by more active use of in banc review.  While 

acknowledging that in banc review can be inefficient, we argued that is the 

best way to resolve apparent conflicts in Court precedent and promote 

greater certainty and predictability in the patent law. 

III. Update of Articles 

These articles I have been discussing were written three and 

four years ago, and since then some of the problems Mr. Rooklidge and I 

sought to raise for discussion and consideration have, in fact, become less 

problematic.  If we were writing those articles today, we would have less to 
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take exception with, for example, in the area of intra-circuit conflicts, which 

the Court has taken considerable strides toward reducing, in part through the 

use of in banc decisions.  On the other hand, new concerns have arisen in the 

way the Federal Circuit asserts and exercises its jurisdiction.  These four 

years have shown the court to be in some ways more activist than we had 

seen in the past, more willing to assert its jurisdiction and sweep new issues 

into its ambit of control.   

There is continued uncertainty about the scope of the Federal 

Circuit’s jurisdiction and the reach of its own law.  The Federal Circuit 

remains prone under certain circumstances to overstep the role defined for it 

by statute and by Supreme Court precedent.  In particular, we have seen the 

Federal Circuit challenge these boundaries in at least two discernable ways.   

One way in which the Federal Circuit continues to expand its 

influence is its tendency to second-guess the district courts, re-trying key 

aspects of cases that come before it.  Since we first started writing our 

articles, one fact of patent litigation life has become even more pronounced.  

The so-called “Markman hearing,” in which the district court construes the 

meaning of disputed patent language, has taken on greater and greater 

significance in patent litigation.  Indeed, in the Northern District of 

California, where I am involved in a number of patent cases, the district 
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court has developed a special set of rules to govern a process stretching over 

several months in which the parties must exchange information, meet and 

confer, and assist the court in teeing up the question of claim construction.  

Despite all of the effort that goes into this exercise in the district court, it is 

my experience that litigants, their lawyers, and even the judges nearly 

universally believe that the chances that a district court claim construction 

will be reversed by the Federal Circuit are extremely high.  Indeed, at one 

point nearly fifty percent of the Markman claim construction decisions 

appealed to the Federal Circuit were being reversed or modified by that 

Court.  

There is nothing inherently improper in this.  Because claim 

construction is a question of law, the Federal Circuit’s review of district 

court claim construction is de novo, which is to say, it is allowed to do it 

“from scratch.”  There have been cases, however, in which the Federal 

Circuit has then gone on to resolve a case based on its new claim 

construction, acting more like a trial court than an appellate court.  It has 

gotten to the point now that I have heard district judges wonder aloud why 

they bother conducting patent trials at all since the matter will so often be 

“re-tried” by the Federal Circuit.   
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A second trend--discernable in recent years as it was earlier--is 

a tendency for the Federal Circuit to apply its own laws rather than the laws 

of the regional circuits to more and more questions.  We have seem most of 

this creeping “federal-circuitization” of the law in relatively unsexy areas, 

such as the procedural rules bearing on the resolution of patent law issues.  

In at least one instance, however, the Federal Circuit has sought to expand 

the application of its particular law into an area of obvious substantive legal 

importance.  That is the area of antitrust jurisprudence to which I will turn 

now. 

IV.  Nexus 

The Federal Circuit derives its special jurisdiction from sections 

1295 and 1338 of Title 28 of the United States Code.  Read together, these 

sections confer upon the Federal Circuit exclusive jurisdiction over appeals 

from any district court of cases in which the district court’s original 

jurisdiction arose “under any Act of Congress relating to patents.”  In 

deciding cases before it, the Federal Circuit is supposed to apply its own law 

to substantive questions “arising out of the patent laws,” while it is supposed 

the apply the law of the regional circuit from which the case arose to 

procedural matters and substantive matters not central to its own patent 

jurisprudence.   



-11- 

In the last few years, the Court has staked out a fairly expansive 

definition of the scope of its jurisdiction over questions of antitrust law.  In 

Nobelpharma AB v. Implant Innovations, Inc., 141 F.3d 1059 (Fed. Cir. 

1998), for example, the Federal Circuit announced that “whether conduct in 

the prosecution of a patent is sufficient to strip a patentee of its immunity 

from the antitrust laws” is a question the involves the Federal Circuit’s 

exclusive jurisdiction.  Incidentally, this was a departure from the Court’s 

prior precedent and required an in banc vote of the entire Court to adopt this 

position.  In Nobelpharma, the Federal Circuit reasoned that most cases of 

antitrust claims arising out of the prosecution of a patent would lie within its 

appellate jurisdiction anyway.  The Federal Circuit justified its decision to 

apply its own law to this question as being necessary to develop uniformity 

in this important area of antitrust law. 

Almost immediately, the Federal Circuit was called upon to 

clarify the scope of the sweeping pronouncement it made in Nobelpharma.  

In an unpublished opinion entitled In re Filmtec Corp., 155 F.3d 573 (Fed. 

Cir. July 7, 1998) [available at 1998 U.S. App. LEXIS 17322], the Court 

made it clear that it had not intended a suggest it had exclusive jurisdiction to 

decide antitrust claims arising out of fraud on the Patent Office.  Rather, the 
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Court pointed out that such claims often arise in cases over which it does 

have exclusive jurisdiction.   

Some commentators have looked at Nobelpharma and the cases 

which have followed it and noted that the Federal Circuit has done a good 

job crafting its own antitrust law that is largely in accord with the better 

reasoned antitrust law developed in the various regional circuits.  However 

well the Federal Circuit may have done in its foray into antitrust law, 

though, I think it is possible to object to the Nobelpharma opinion on 

principle alone.  Even if the Federal Circuit appears to be “getting it right” in 

this particular area of the law, it has done so in a way the subtly erodes the 

boundary between the Federal Circuit’s jurisdiction and the jurisdiction 

reserved to the other courts of appeal.   

In this regard, the Federal Circuit’s rationale for carving out a 

piece of antitrust law as its particular domain was simply too powerful.  

There are probably other areas of law that arise only in connection with 

patent litigation that could similarly use more “uniformity.”  For example, 

there is considerable variation in how different states’ contract laws treat a 

contract for the assignment of patent rights.  Like the antitrust nexus 

identified in Nobelpharma, this is certainly an area in which uniformity 

would streamline the application of the patent laws.  But that is clearly not 
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an area where the Federal Circuit is permitted to apply its own laws.  In any 

event, it is an area in which the Federal Circuit has, to date, has consistently 

ruled that regional circuit and state law control.     

The court was not formed to bring uniformity to the law 

generally.  It was formed to bring uniformity the patent law.  And as to core 

concepts and rules, it has largely done that.  By reaching further and further 

out from its core area of concern (and jurisdiction), the Court changes the 

balance between two competing values: uniformity and diversity.  In 

accordance with basic federalist values underlying our system of 

government, echoed in the pro-competition bent of our antitrust laws, the 

system of multiple circuit courts was devised--in a sense--to permit, or even 

encourage, competition among the circuits in the development of the law.  

The diversity among the circuits, moderated and guided by the Supreme 

Court when it sees a need to resolve conflicting approaches, is something 

that insures the dynamism and stability of our own judicial system.  By 

applying its own law rather than the law of the regional circuits to particular 

antitrust issues, the Federal Circuit chips away at that diversity. 

There is no question the Federal Circuit was intended to have 

jurisdiction over antitrust questions when such questions arise, in particular 

cases, in the context of patent cases, but it does not necessarily follow that 
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the Federal Circuit should create and apply its own law rather than the law 

of a regional circuit.  In fact, until June of this year, I would have said that 

the clarification offered in the Filmtec case was a clear admission of that the 

Federal Circuit should not be applying its own law to antitrust questions 

precisely because those questions do not automatically give rise to appeals 

that end up in the Federal Circuit.  In June, however, the Supreme Court’s 

decision in Holmes Group, Inc. v. Vornado Air Circulation Systems, Inc. 

may have upset that line of reasoning.   

I will not dwell on Holmes at length except to say that what we 

once thought a fairly obvious proposition--that the Federal Circuit has 

exclusive jurisdiction over cases in which patent issues arise--turns out not 

to be true.  We now know that the Court has exclusive jurisdiction only 

when those patent claims are evident in the well-pleaded complaint.  Where 

they arise solely by means of a counterclaim, issues arising under the patent 

laws may well end up being decided by one of the regional circuits, which 

have not seen questions of this sort for over twenty years now. 

V. Conclusion 

The Federal Circuit was formed in the early 80s for the reason 

and with the mandate to bring uniformity and consistency to the patent laws.  

In my view, it has consistently in the past, and still today, continues to move 
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in the direction of fulfilling that mandate.  Practitioners and the District 

Courts have a growing, elaborate, and largely consistent and sensible body 

of law to which they may look in counseling clients and deciding cases.  The 

evils of forum-dependent outcomes have been somewhat mitigated.  Though 

variation among forums and jurisdictions, especially as to procedure, can 

still influence outcomes, they are not outcome determinative.  Enhanced 

uniformity brings more predictability and enhanced use of a system which is 

good for innovation while at the same time permitting competition by those 

who can be more certain of the “metes and bounds” of issued patents leave 

off.  These values alone, however, do not justify unchecked expansion of 

Federal Circuit jurisdiction over other areas of law, such as antitrust law.  

Indeed, in the development of antitrust law, as in other areas, competition 

can be a good thing. 
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                    P R O C E E D I N G S1

        MS. GREENE:  We have so much to cover that we're2

going to start straight away, even though one of our3

panelists is not with us.  I'm sure he's making his way4

from the airport.5

        Good morning, and welcome to today's panel on6

patent quality and institutional issues.  My name is7

Hillary Greene, and I'm joined by Susan DeSanti and Bill8

Cohen, and we are from the Federal Trade Commission's9

Office of the General Counsel.10

        I'm sitting here, and I'm looking at Todd11

Dickinson, and I am thinking wasn't it just yesterday12

that you were here giving the key note address?13

        MR. DICKINSON:  It seems like it.14

        MS. GREENE:  It does seem like that.  Even15

though it seems like that, it was in fact about nine16

months ago, and from our perspective here, that was17

actually 30 sessions ago and over 150 panelists ago, and18

what we are here to do during these three days of 19

roundtable discussions is to better understand and perhaps20

synthesize the business, economic and legal testimony 21

that's taken place over the course of the hearings.22

        In terms of today's panelists, we're grateful23

that you all are here, and you are all obviously far too24

accomplished for me to begin to introduce you in any25
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meaningful way, so I'm going to give two sentences on1

each, and then I direct everybody in the audience to the2

packets that we have out front, which contains their3

bios and gives lots of insight into what they've done,4

and I also ask the panelists not to be bashful.  Lots of5

you have specific experience on these issues and just6

bring to our attention what that specifically is.7

        Let me start now with Dr. Scott Chambers, who's8

an attorney with the D.C. office of Arnold and Porter.9

Before joining Arnold and Porter, he was an Associate10

Solicitor at the PTO where he handled general legal11

matters and appeals from the agency to the Court of12

Appeals for the Federal Circuit and district courts in13

matters involving biotech, chemistry and14

pharmaceuticals.15

        We then have Q. Todd Dickinson, who is a Partner16

at Howrey and Simon, and prior to joining Howrey, he was17

the Under Secretary of Commerce for Intellectual18

Property and the Director of the U.S. PTO.19

        Next we have James --20

        MR. DICKINSON:  Arnold gets very cranky if you21

don't say Howrey, Simon, Arnold and White.22

        MS. GREENE:  Did you get that?  James Gambrell23

who is a consultant on IP matters and also teaches at24

the University of Texas School of Law.  He has over 4025
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years of experience as an economics instructor,1

engineer, trial lawyer, professor, expert witness,2

government advisor, and that includes a role as Special3

Assistant to the Commissioner of Patents and Director of4

the Office of Legislative Planning in the PTO in the5

early 60s.6

        To his right, we have Melvin Garner, who is the7

Second Vice President of the AIPLA and a member of the8

New York City firm of Darby and Darby.9

        Next we have Dr. Jay Kesan who is an Associate10

Professor of Law at the University of Illinois College of11

Law.  Processor Kesan teaches and writes extensively in12

the areas of patent law, intellectual property, law and13

regulation of cyberspace and law and economics.  He is a14

registered patent attorney and previously practiced law.15

        Next we have Jeff Kushan, who is a Partner at16

Sidley, Austin, Brown and Wood.  He is a former Biotech17

Patent Examiner, and he developed the examination18

standards for biotech and software inventions -- the19

examination guidelines, sorry.20

        Next we have Dr. Jonathan Levin.  He is an21

Assistant Professor of Economics at Stanford University,22

and he is currently a National Fellow at the Hoover23

Institution.24

        Next we have Dr. Nancy Linck, Vice President and25
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General Counsel and Secretary at Guilford1

Pharmaceuticals in Baltimore, Maryland.  She, prior to2

joining Guilford, was the Solicitor at the U.S. PTO for3

four years.4

        Next we have Dr. Stephen Merrill, and he is the5

Executive Director of the National Academy's Board of6

Science Technology and Economic Policy since its7

formation in 1991, and the STEP Program is currently in8

the midst of a project, which I will defer to you to9

explain as you see fit.10

        Next we have Bob Taylor, who is the Managing11

Partner of the Silicon Valley of Howrey, Simon, Arnold12

and White, LLP, and he is the former Chair of the13

Antitrust Section of the ABA and a member of the14

Advisory Commission on Patent Law Reform.15

        And we have just been joined by Dr. R. Bhaskar,16

who is a Senior Research Fellow at Harvard Business17

School.  Bhaskar is also an alum of our offices, and18

before arriving at Harvard, he was on the legal staff19

here where he was concerned with issues at the20

intersection between info technology and antitrust law.21

        So thank you all for joining us.  We're22

delighted you're here, and an additional point, the23

Department of Justice will not be participating in 24

today's sessions of these joint hearings on Competition 25



9

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

and Intellectual Property Law and Policy in the Knowledge- 1

Based Economy.  The Department will resume its 2

participation in these hearings at the November 6 session.3

        Now, the agenda for today is pretty simple, and4

that is for us to ask a lot of tough questions.  These5

are the questions that have emerged from the hearings,6

so we're just reflecting back what you have all been7

asking one another.  And to give you all still more work,8

I need for you to ask one another questions as well as9

attempt to answer the ones we ask.10

        In terms of logistics, we will be addressing11

four topics, two in the morning, two in the afternoon12

with roughly, but not quite equal time devoted to each.13

We'll have a lunch break from 12:30 to 2:00 and two14

very, very short breaks at about 11:15 and one shortly15

before three, and we will have two more panelists16

joining us for the afternoon session, and I'll introduce17

them at that time.18

        Transcripts will be going up on the web from19

today's hearing.  As the panelists all know, today we20

will not be having any formal presentations, either21

powerpoints, that type of thing, but the panelists and22

everybody else are invited to submit comments to the23

hearings through November 6.24

        Today we want to address or further address, I25
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should say, four general topics, and those are patent1

quality with a special focus on access to prior art,2

re-examination/post-grant review.  Third one is3

litigation, and the fourth is economic and competition4

policy considerations, what we're calling as shorthand5

institutional issues.6

        These are self-evidently important in terms of7

the broader functioning of our patent system and its8

consequences for competition.  They also implicate many9

of the broader issues underlining our inquiry.  For10

example, the issue of PTO access to prior art brings to11

the floor that sometimes the best patent system may mean12

accepting a certain amount of error.13

        And with regard to re-examine/post-grant review,14

it goes further to the question of how, when, and at what15

cost to address potentially invalid patents, and16

with any procedure, it's something that could be gamed17

or misused in some way.18

        Litigation underscores, among other things, the19

way burdens and presumptions are established and the way20

they sort of fall out between the institutions.  21

Obviously we'll focus in part on presumption of validity, 22

clear and convincing evidence.23

        Lastly, we have economic and competition policy24

considerations.  And these considerations are what25
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animate all of what we are looking for in these topics,1

the economic and competition policy concerns, but what2

we want to do in this last section is sort of focus in3

on the institutional components, sort of make it4

somewhat more concrete.5

        So let's start with both our first question and6

the question that's going to run throughout the entire7

day, and that is:  what are the competitive concerns8

raised by the issuance of invalid or potentially invalid9

patents?  There are a lot of proposals on the table10

about this, and there are probably advantages or11

disadvantages to them in how they'll address the12

competitive concerns.13

        We're going to raise lots of questions14

throughout today's roundtable, but these are the two15

things that will be the touchstone for the inquiry,16

which is:  what are the competitive concerns raised by17

the invalid patents?  And what are the advantages or18

disadvantages and potential ways to address them?19

        One last note to sort of put us in sync with our20

next roundtable, on October 30 we'll be having a roundtable, 21

and at least for this morning's sessions, what we22

wanted to do was to assume that the substantive23

standards, such as obviousness, can be taken as a given24

and don't raise competitive concerns.  And that would25



12

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

then enable us to focus more on the implications of the1

procedures surrounding the grant of patents.2

        That constraint is going to be loosened,3

obviously, over the course of the day and entirely in the4

afternoon, particularly when we address the5

institutional issues.  And then next Wednesday, we are6

going to directly tackle some of the competitive issues7

raised by substantive patentability standards.8

        So with no further adieu, let me just repeat our9

first question and underlying question.  What are some10

of the competitive concerns raised by the issuance or11

potential issuance of invalid patents?  When you want to12

speak, just turn up your table tents so that we know to13

call on you, and let me turn it over to you all.14

        MR. DICKINSON:  Maybe we should start out with a15

legal point, that the U.S. PTO doesn't issue invalid16

patents.  All patents which the U.S. PTO issues are17

presumed to be valid.  Whether, again, they are later18

found to be invalid or art is derived or provided to the19

office during our say re-exam, at which questions arise20

to a previously issued patent, would affect that.21

        But again, taking the point that you made, I think22

the big challenge obviously, the big competitive concern23

is that invalid or patents which were later held to be24

invalid during the period between their issuance and25
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that holding, they may indeed affect competition in ways1

that distort the competition or are anti-competitive.2

        So I presume the overall question here is to3

say:  what can we do to improve the quality of patents4

and the patent procedures inside the U.S. PTO to5

minimize the number of patents which might fall in that6

category?7

        MS. DESANTI:  Yes, and I think, Todd, it would8

be very helpful if you would start us off.  You9

undertook a number of initiatives when you were heading10

up the PTO, and I think it would be good for all of us11

to have that perspective starting off of the many12

initiatives you've already taken.13

        So if you could give us some description of14

that, that would be helpful.15

        MR. DICKINSON:  I won't take complete credit.16

There are at least three of my former colleagues from17

the office here on this panel who had an enormous role18

in that as well, so hopefully they'll all chime in.19

        The challenge of quality management inside the20

office has several components, I think.  One is measuring,21

and what the metrics are, that the office and others can22

use to determine the level of quality that's being23

achieved.  There is a very elaborate quality control24

mechanism inside the office that's been in place for25
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some time.1

        It has been reviewed many times, Inspector2

General of the Department of Commerce has looked at it a3

number of times.  It comes in for its fair share of4

criticism, but there is a formal and traditional5

mechanism.  But, because of concerns that were raised,6

particularly in some very high profile evolving areas,7

such as business method patents, we undertook8

initiatives to improve the quality very specifically in9

those areas.10

        I don't think it necessarily means that some are11

better than others, but the particular initiative which12

has gotten a lot of visibility is the so-called second13

review or the second set of eyes, where an additional14

senior level examiner reviews the examination of15

patents in class 705 where a number, if not most of the16

business method patents reside.  And it's been, I think,17

enough of a success that my successor, Under Secretary18

Rogan, has indicated that he would like to expand that19

program, and I think that would be a particularly good20

initiative.21

        It points out the other big challenge in quality22

management, which is resource allocation.  The office23

has been traditionally strapped for resources.  The fees24

which it derives are ones which are calibrated to the25



15

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

cost of what the service is, and the Congress and1

successive administrations have chosen to divert some of2

that revenue away, and that can only have a negative3

impact on quality.4

        The office does a very good job, in my opinion,5

with the resources that they have.  This is not a6

matter, I don't think, of moving from really terrible to7

good.  I think it's an issue of moving from very good to8

even better.9

        MS. GREENE:  Mel?10

        MR. GARNER:  One of the things that I would like11

to point out is that while invalid patents clearly have12

a negative economic effect, some of it is secret, that13

is, companies behind closed doors look at a patent,14

assume it's valid and will take action based on the15

assumption that it's valid.16

        But, in many instances they have company counsel17

review something, review a patent, and may decide that18

it's not valid and go ahead with their normal business19

plans, assuming that they can defeat it and they've20

already got their plans in order if they do get a21

challenge.22

        I think that by and large, the number of invalid23

patents that have a significant economic impact is24

relatively small.  There are tons of patents that are25
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issued that never have any economic impact whatsoever.1

They merely add to the collection of knowledge in the2

world, and the few cases where a patent does have a3

significant economic impact, there's motivation for4

people to find the prior art to defeat that patent, and5

sometimes it's not a full-blown litigation.6

        I have had a number of cases in which we've been7

able to find prior art, we've shown it to the8

plaintiff, and the plaintiff has stopped the case.  So9

while I think it's a goal of everyone to increase the10

level of the validity of patents, it's not a crisis11

situation that I think we're in.12

        MS. GREENE:  All right.  Let me turn to Nancy13

and also just throw out that I would love for additional14

people to comment on how you've characterized the15

calculus of a company facing patents out there and16

whether or not they're valid or invalid and how they17

make their business decisions.  Dr. Linck?18

        DR. LINCK:  Thank you.  I would like to19

follow-up on what Todd said about quality and the20

examination in the office.  As I've testified before, I21

really think the examination that we get, the first22

round, is more than adequate, and since I have testified23

to that point, the PTO has proposed its 21st Century24

Strategic Plan, which puts a lot of emphasis on25
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improving quality, but at a very high price.1

        They have also proposed a budget -- and I'm not2

against increasing the fees to the office.  I think that3

needs to happen to some degree -- but the budget they're4

proposing is huge, and I think it's going to put a huge5

burden on companies who want to get meaningful patents,6

and of course in my industry, the drug industry, patent7

protection is everything.8

        We would not have proprietary drug companies9

without strong patent protection.  So, paying double or10

triple the fees to get those patents that we need will,11

in fact, burden my company and will, in fact, probably12

end up in us filing less patents than we need to, to13

adequately protect our inventions.14

        As I've also testified before, I think the15

answer is a strong post-grant/re-examination and perhaps16

opposition system.  I won't go into that right now17

because I know that's question number two, but I would18

really rather see the focus there, than on a great19

emphasis on increasing the quality for every patent20

that's examined.21

        I think as Mel said, most of the patents that22

issue are valid.  They aren't challenged.  It's a very,23

very small number that are invalid, and yes, they can24

play havoc with the system.  With respect to my own25
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company, I have had a number of patents put before me1

that I believe are invalid that we have to find some way2

to deal with.3

        If, in fact, the re-examination system, and I4

think we're close, was strong enough, I certainly would5

use re-examination to challenge those patents, but it's6

difficult to know what to do when you are being7

challenged with an invalid patent or patents.8

        Thank you.9

        MS. GREENE:  Jim?10

        MR. GAMBRELL:  I think one of the first11

problems, as Todd suggested, there are no invalid12

patents issued.  In fact, there are many invalid patents13

issued, and I'm sure Mr. Dickinson recognizes that as14

well as I do.  And the in terrorem effect of a patent that15

shouldn't have issued could be substantial, particularly16

on small businesses.17

        It doesn't bother a large company because they18

handle potential infringements every day -- but we're19

trenching into the fourth question of what the20

obviousness standard is.  But, the patent office issues21

some patents that they should be ashamed of issuing, and22

in fact, how to swallow a pill, how to properly put, how23

to properly swing a child in a swing and these kind of24

patents have a presumption of validity.25
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        Unfortunately, the reason a lot of them are1

issued is because the CAFC insists that unless they find2

an express reference, they are foreclosed from3

refusing a patent, and indeed these should be subject to4

the common sense of nearly anybody in the industry that5

they're silly, stupid patents and should have never seen6

the light of day.7

        I think the biggest problem though, is one that8

perhaps Dr. Linck refers to, I'm not sure we know that9

you have to have patents in order for intellectual10

property growth to happen and economic growth.  We take11

that as a given, but I'm not at all sure that drug12

companies, for example, would not innovate and would not13

research if they had less rights.14

        The fact is we haven't ever tested that.  We have15

an article of faith that patents are directly related to16

economic growth and progress, and if we don't have a17

strong patent system, our entire technological18

foundation is going to go down the drain.19

        I think that's a serious assumption and one that20

we have not yet really fully anticipated or evaluated.21

        MS. GREENE:  Jon?22

        MR. LEVIN:  I'll chime in with an economic view 23

on the first question.24

        So I think Mel makes a very good point, that25
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there's relatively few patents that have economic1

significance that might be invalid relative to perhaps2

the patents that Jim is talking about, which don't3

really have economic significance.  But in the cases4

where there is a real question of validity that is5

debatable among the different sides, potential6

infringers and the patent holder, it seems that there's7

at least three potentially significant economic costs.8

        The first of those is litigation, and as I'm9

sure all of you know, there are many studies showing 10

that litigation costs are very high for patenting firms.11

        The second is just the idea that a firm that's12

granted an invalid patent, if they are able to extract13

licensing fees, because that's in some sense an unjust14

enrichment, that's distorting the incentive system that15

the patent system has been established to provide in the16

first place.17

        Then finally, it has a negative incentive effect18

on follow-on research and development because firms, 19

if they're unsure if they will be infringing on that patent 20

or whether they'll be able to get that patent invalidated, 21

either they may be deterred by the prospect of having to 22

pay a large settlement fee to license, or they may be deterred 23

by the prospect of litigation, and so that's going to have a24

deleterious effect on R&D, and that seems like a25
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potentially serious economic problem.1

        MS. GREENE:  Jeff?2

        MR. KUSHAN:  It's always good to hear a few3

other views between the time you put up your sign and4

the time you speak.5

        MS. GREENE:  You could have been first.6

        MR. KUSHAN:  No, no, no.  I think I'm much7

happier where I am.8

        MS. GREENE:  We were waiting.9

        MR. KUSHAN:  I think Todd and Nancy's points10

about the resources PTO has to do the work they have is11

kind of the symptom that we need to focus on as a primary12

issue in terms of quality.13

        You look at the landscape in front of the PTO, 14

it's got a very tough business to run.  You have an15

insane budget office, not us, not the patent office, but16

the Congress and the OMB, who basically, in an17

unpredictable way, take a large chunk of their budget and18

throw it away, so the ability to plan is just not19

there.  That impact is huge.20

        The planning part is particularly important21

because if you look at the patent office as a very large22

widget factory where you have a number of employees, you23

have a number of inputs of applications coming in, a24

number of outputs, presumably valid patents, you have to25



22

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

design systems within the constraints that you've got as1

far as examiners, salary, all these other variables.2

        Nancy and I have spent many years looking at how3

to, kind of, essentially design flows of work through the4

PTO core to produce a high preponderance of success and5

validity.  So you have examination standards that look to6

make certain decisions easier for the examiner so they7

can reach the right output, which is a valid patent.8

        At the end of the day, some of the thinking that9

you see expressed in this big Strategic Plan is very10

healthy for the system to figure out how it can process11

more patents more efficiently, essentially less time per12

case with the same threshold of confidence, of validity,13

that they made the right decision.  So that's a big area14

of work.15

        Now, as far as the impact, I mean, it's not16

little companies that have pain and suffering when you17

get hit with an invalid patent.  Big companies hate them18

too, and it's a bigger risk for a bigger company because19

you have a bigger financial exposure.20

        Threshold many companies see, especially once21

they get to a certain size, for harassment by an invalid22

patent is much greater than with respect to the23

threshold of pain that can be inflicted on a small24

company because there's a lot more money a big company25
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has.  So I wouldn't diminish the negative effect of1

invalid patents on big companies versus little2

companies.  I mean, it's felt everywhere.3

        I'm also a realist.  I mean, doing business in4

today's world has a transactional cost.  The5

transactional cost that most people face on legitimate6

questions of validity is fair.  You pay a patent7

attorney a relatively nominal amount of money to do an8

assessment of the validity of the patent.  That is a9

fair transactional cost for doing business in a10

multimillion dollar market.  It's part and parcel of11

what you're going to do.12

        I think the thing that is frustrating is when13

you see these patents which come out, which are true14

aberrations, they're not issues of gray areas of15

obviousness, they're why did this patent issue 27 16

years after it was filed and why did it come out with 17

claims that dominate the industry now?18

        There's no exemplification.  There's nothing19

there to support the claims.  Those aberrations are20

probably the thing that cause the most attention among21

companies and probably catch the attention of the public22

sector, and notwithstanding the stupid patents that Jim23

mentioned -- I'm not particularly concerned about stupid24

patents being issued by the patent office.25
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        If you have 300,000 cases coming in and 175,0001

coming out, the fact that you can issue a patent in 19922

on a paper clip is probably a risk we can take.  That's3

not, I think, the proper focus of concern.  The proper4

focus of concern are those patents that come out that5

are outside the gray area for the patent validity6

assessments of obviousness, enablement, a written7

description.8

        Like Nancy, I'm gravitating to what I think is9

the obvious solution, which is an outlet to fix those10

invalid patents without the risk of massive liability11

for patent infringement, which is re-exam or some kind of12

post-grant challenge.13

        If you look at the two variables that could14

probably have the biggest impact on making everybody15

happier, as far as the output, we need better systems16

that let examiners get to the right answer faster than17

what they do now, and second, we need the re-exam18

challenge or the post-grant challenge to take care of19

clearly invalid patents that you can fairly challenge20

through an administrative proceeding.21

        The gray area of patents where it is a judgment22

call on whether it's obvious or not, those probably are23

always going to go back to the courts.  I don't see why24

we shouldn't use the courts to do the tough calls on25
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valid patents.1

        The easy calls should go back to the patent2

office, and there should be a procedure which doesn't3

punish and just totally tilt the scales against the4

party challenging the patent, which is what we have in5

our system now -- so to get the ball rolling.6

        MS. GREENE:  Jay.7

        MR. KESAN:  Just a couple additional points.  I8

think at the outset, we don't have good empirical data9

on the social costs of bad patents.  It's not something10

that we have a lot of empirical insight on.11

        Nevertheless, I think there are a number of12

social costs of bad patents that have been mentioned,13

and they can be significant.  When I sort of look at bad14

patents, to me the concern is not so much the ridiculous15

bad patents that you can simply turn around and say, sue16

me, I'm not going to give you a dime.17

        The real issue is overbroad claims.  To me, the18

issue is granting claims commensurate with exactly what19

was invented, and that's where the real anti-competitive20

effect comes in.21

        If I invent a bucket with a handle and a spout,22

as long as I can get a claim on the bucket itself,23

that's fine.  If there's no prior art, that's fine, there's 24

nothing wrong with that.  But if the bucket is25
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known and the lid is known and the only thing that I've1

come up with is the spout added on to the bucket with a2

handle, then the claim should reflect that.3

        If the claims don't reflect that, and I instead4

get a claim on a bucket, then there's a huge5

anti-competitive concern because now anyone who wants to6

improve on the bucket certainly has to come to you.7

You've got all kinds of people designing around things8

that you never hear about, that you never know about,9

and you've got a whole massive amount of opportunistic10

licensing behavior that's possible here.11

        There's a serious cost differential between12

getting a patent and between taking a patent down.  It13

cost 25 to $50,000 to get a patent.  That's being very14

generous, and even to initiate the litigation, it takes15

about $300,000.  Let's set aside full blown trial.16

Let's set aside all that.  Just simply to start talking17

and have some basic discovery of the prior art, very18

soon you're talking hundreds of thousands of dollars.19

        So that kind of cost differential, I mean, any20

economist understands, and I think that was part of the21

point that Jon was trying to make, and that is, when you22

have that kind of cost differential, then you have all23

kinds of opportunistic behavior that becomes possible.24

        Even then if you do have a kind of transaction,25
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third parties are absolutely not involved.  In other1

words, when you've worked out some kind of a licensing2

deal, third parties don't know.  It's only this one3

person who may have good prior art.4

        As far as giving more resources to the PTO goes,5

I think what we're really dealing with here is6

specialized and localized knowledge, and I'm not7

necessarily convinced that simply giving 5 or 10 or 208

more hours for patent prosecution is necessarily going9

to do it.  I think there are other ways of bringing10

people in the know, who are similarly situated as the11

patentee, and want to bring those people in.12

        As far as, should we even have a patent system13

or not, it seems to me that when you're dealing with14

high tech, you're dealing with a very basic economic15

reality, and that is that you have very high fixed costs16

and very low variable costs.  It costs a lot of money to17

produce the first pill of something.  It costs a lot of18

money to produce the very first CD of Windows 2000 and19

it costs two bucks to produce the next CD.20

        As long as you have that kind of economics,21

someone has got to pay for that first CD, and I22

don't think anybody is sort of arguing about that.  We23

can sort of say, well, there's other ways of paying for24

it, we don't need a patent system.  There are other ways25
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of paying for it, but perhaps this is a situation where1

we have path dependence, where basically everyone is2

driving on one side of the road, and it doesn't matter.3

No one is going to change now at this point.  It's very4

costly to change.5

        I'll leave it at that.6

        MS. GREENE:  Okay.  A lot of additional ideas7

have been added to the table.  This concept of sort of8

localized knowledge and how you make sure the proper9

knowledge gets to the PTO I think was underlying, in10

part, what you're saying.  So one of the things I want to11

throw out is:  do the current procedures secure adequate12

access to the materials necessary to examine patent13

applications?  One of the questions that's often raised is14

prior art.  There are lots of proposals currently15

floating about addressing prior art issues.  So let me16

add that to the mix and now turn to Scott.17

        MR. CHAMBERS:  Well, I was going to mention just18

for a moment some of the things that Jay brought up, and19

talking about broad claims, it's often true that when20

you are facing a patent, you're going to say that the21

claims in that particular patent are far too broad, but22

in fact the system usually works out quite well in23

limiting those claims.24

        The way it works out is that the examiner is25
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generally charged with taking the broadest reasonable1

interpretation of the claims, and when they are an2

experienced examiner, they can come up with some pretty3

broad interpretations that pull in art that clearly4

forces the limitation of the claim, and that limitation5

then provides a prosecution history.6

        So I'm not so sure that the system doesn't7

permit, or doesn't have within it the ability to deal8

with these broad claims, provided you have an9

experienced examining core.10

        In terms of the localized knowledge, that does11

seem to be a problem in certain areas, especially when12

you're expanding in an area that has not seen patents in13

quite a long time, or never saw them, such as when they14

started to issue patents in the software area.  There15

was not very much patent literature in that area, and16

for a patent office that's used to dealing with patents,17

it's very hard to go into periodicals sometimes and get18

that kind of information.19

        When that issue originally came up, I think we20

were actually faced with a number of problems.  Some of21

the institutions or some of the companies were willing22

to provide us with databases or willing to provide us23

with information, but we couldn't promise to secure that24

information from FOIA, so that if they were going to25
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provide it to the Patent and Trademark Office, they were1

basically going to provide it to everyone, and that can2

make some concern.  If you have labored to create this3

database, you don't necessarily want to turn it all over4

to your competitors.5

        In terms of what Jim has said about patents,6

that there are really no studies that show the value, I7

could not disagree less.  I think that just the8

indication that the cost of research is so great and9

that there is no way to stop the free rider policy,10

suggests that you've got to have some way to protect the11

investment as increased costs for research -- or as12

research increases in cost, you have to have additional13

ways to deal with people who are going to try and take14

that information or take the fruits of that.15

        I have told clients in the past in certain16

situations not to bother pursuing certain areas or17

certain products because they couldn't assure me, or I18

couldn't assure them, that they were going to have a19

clear ownership right.20

        So I think that the value of patents really21

can't be disputed.  There are a certain number of22

problems that come out from a large number of patents23

getting issued that may seem to be too broad, but I24

think the system has within it the ability to deal with25
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that, if we allow that system to work and have a pretty1

experienced patenting core.2

        Often people look historically at the patenting3

core, and if you look at the period say 1970 to 1985,4

you find that you had a relatively small patenting core,5

and that they stayed there a long time.  I think in6

1970, that there was about a thousand examiners, and by7

1980, there were about 860, that it had actually8

decreased.9

        As a result, these examiners were quite familiar10

with the field, and they had an institutional knowledge11

for particular narrow areas that was just truly12

amazing.  They could actually tell you where to go, that13

it would be the third patent on the shoe that would deal14

with the particular problem that you were having, and15

that is all lost when examiners don't stay around.16

        MS. GREENE:  Right.  Are there any other changes17

that you noticed in the examination approach?18

        MR. CHAMBERS:  Actually, I think that there is a19

difference in the way that the young examiners look on20

patents, that when I was starting out as a patent21

examiner there was a feeling that you were protecting22

the public from bad patents, and so that one of the23

things you wanted to do was make sure that the claims24

were narrow, make sure that the claims were valid, and25
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you paid special attention to that.1

        I don't know that the examiners view their role2

as protecting the public anymore.  I think more often3

than not they view their role as protecting the4

customer.  And the customer, according to the patent5

office, is the individual filing for a patent.  It seems6

like a pretty classic instance of agency capture.7

        MS. GREENE:  Steve?8

        MR. MERRILL:  In many of these questions, it9

seems to me important to ask, with respect, for example,10

to Jonathan's enumeration of possible costs, what's11

changed?  Is there reason to be more concerned?  And12

that's also in relationship to whether one believes the13

quality of examination has improved or deteriorated or14

remained the same.15

        What's changed, I mean by that what's changed in16

the use of patents.  And I would suggest that there's a17

growing amount of evidence that the extent of defensive18

patenting and aggressive licensing suggests that the19

potential social costs are of greater concern than they20

were before, that assertion of patents is much more frequent21

than was the case before, that a number of companies22

have learned that it is lucrative, if not predictable,23

to aggressively license patents, and therefore the24

potential costs are probably greater than they have been25
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in the past.1

        MS. GREENE:  Bob?2

        MR. TAYLOR:  One way of looking at the patent3

system, looking at patents as a whole, is that what they4

really are is simply the legal recording of property5

rights based on investments in technology that have been6

previously made.7

        The patent isn't the property as much as it is8

just a recordation of the property.  And when I hear9

remarks like Steve just made, commenting on the fact that10

the agency in recent years has, in fact, become more11

user friendly for the patent owner, I think that's12

probably true.  But, I also think that that's a natural13

outgrowth of what has gone on for the last 25 years, and14

that's that we came to a realization somewhere in the15

mid 70s and early 80s that the patent system might be16

important, that the fact that other countries were 17

achieving technological superiority in areas where the United 18

States had been dominant for years and years and years, and 19

much of it being done using technology developed in the 20

United States, we began to take a hard look at the importance 21

of this whole system.22

        I don't think it's a fair comparison to look at23

the cost of getting a patent and compare it to the cost24

of litigation and say, therefore, the system is out-of-whack.  25
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The cost to the patent owner, when a patent goes1

into litigation, often are as much or more than the cost2

to the party being sued.3

        The reason there's a great deal more resources4

going into patent litigation today, to my mind, is a5

reflection simply of the fact that patents, as an6

entity, have acquired a vastly greater amount of7

economic significance.  And my guess is -- I don't have8

any data on this -- but my guess is the amount of money9

that changes hands as a result of licensing, far exceeds10

the amount of money that's spent on patent litigation.11

        Patent litigation is a very thin slice of what12

goes on within this system, and technological property13

has become the most important economic asset of the14

United States economy.  So you would expect there to be15

some transaction costs in administering a property16

system.  These are difficult property rights.  They're17

not like real estate boundaries where you can send a18

surveyor out to drive stakes in the ground and draw19

straight lines and say, that's a property boundary.20

        These are very difficult property boundaries to21

draw, and there is inherently a transaction cost that22

goes with them.  But I think that on balance, when you23

look at the impact of this system, you get a much more24

complete picture by focusing on the total value of the25
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information and technology that's changing hands as a1

result.2

        MS. GREENE:  Bhaskar?3

        MR. BHASKAR:  Good morning.  I want to begin by4

thanking Susan DeSanti and Hillary Greene and Bill Cohen5

for inviting me --6

        MS. GREENE:  On behalf of the court reporter,7

speak into the mic.  Thank you.8

        MR. BHASKAR:  I want to begin by thanking you9

for inviting me, and as I've been listening to this10

discussion, it's just fascinating to see how many11

different points of view there can be about the subject12

of concern, and how little the points of view, however13

valid or important they are, necessarily have to do with14

one another.15

        The sort of thing I'm thinking about is I find16

Bob's comment, just a moment ago, about the nature of17

technological property extremely persuasive.  I think18

that we have a patent system that's approximately 20019

years old and was designed to facilitate the transfer of20

agricultural wealth to industrial wealth.  And it seems21

to me that what we are watching is, of necessity, the22

collapse of one kind of system and the development of a23

new system that will facilitate the transfer or creation24

of wealth in a new domain, the informational domain.25
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        I will actually put almost all new technologies,1

electronic, biological, genetic -- all of those things,2

I would put them in the information category, and I3

think one of the things we have to ask is, what is the4

public purpose?  I don't know what the public purpose is5

in the patent office, and so I want to pose a question6

as a way of understanding this and a question to any of7

you.8

        What is a good patent?9

        MS. GREENE:  Jeff?10

        MR. KUSHAN:  Actually, kind of as you suffer11

through the process of trying to figure out what patent12

quality is, I mean, if you look at, just over the last13

ten years, if the patent that was issued ten years ago14

is measured against today's standards for written15

description, enablement and other criteria, it's very --16

it may die.  It was perfectly valid back then, and so17

that area of quality is, I think, never going to be easy18

to measure.19

        I take a much more simplistic perspective, maybe20

almost a transactional perspective to quality which is,21

I want to know what happened inside the patent office,22

which means that the file wrapper that gets produced,23

nine times out of ten, is cryptic.  We can pick up any24

case you look at today, and you'll see vigorous25
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rejections put out in the first office action, and then1

a seemingly incoherent response comes in, and then the2

rejections go away.3

        You look at this patent and you say, what was in4

the mind of the patent examiner when they issued this5

patent?  I mean, this is certainly kind of a somewhat6

comical perspective on it, but there are many patents7

out there which don't tell the story:  what happened?  What 8

were the variables that were in the mind of the9

examiner when they issued the patent?10

        If you look at what the core standards are11

focused on, so much now it is what the patent examiner12

had in his mind when they granted the patent:  what was13

the representation of the office?  And what was the14

representation of the applicant to the office that15

induced the patent grant?16

        Estoppel variables under Festo, written17

description, characterization of the invention by the18

applicant, these standards that seem to be out there are19

calling for a more informative file wrapper.  So I guess20

at the end of the day, quality in my mind is going to be21

a better documented file wrapper that can give a better22

picture of what happened inside the PTO.23

        Maybe that's a fairly low threshold to set for24

quality, but at least it would allow us, as a consumer25
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of this product evaluating the patent, to get a better1

insight of what the likelihood is that a broad claim is2

going to survive or fall, and it's difficult because to3

produce that more informative file wrapper, will require4

more examiner time.  So we have to figure out how to5

reconcile that conflict.6

        MS. GREENE:  So we have the conflict or the7

confluence of questions of quality and transaction8

costs, and I just wanted to sort of throw out on the9

table as an additional point for consideration:  do the10

current procedures provide the PTO adequate access to what 11

they need in order to recently examine the patent applications?12

        I'll further throw out sort of the specifics of13

some of the things that we heard are questions of whether14

there should be some obligation of the patent applicant15

to search documents in their possession?  Whether or not16

there should be some requirement of discussion of17

relevance on the part of the patent applicant regarding18

the prior art?  So let me just add that to the mix19

and turn to Mel.20

        MR. GAMBRELL:  Let me comment on that.  Let me21

clarify one point.  I'm not against the patent system.22

It seems to me the important point is to decide how much23

exclusivity you need to give to people by virtue of24

intellectual property in order to increase technological25
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growth, recognizing the expense of that, the other side1

of that, is an injury to competition.2

        The antitrust principle for years was how little3

or how much do we have to give to an intellectual4

property right in order to bring forth that invention5

and that development.  And I think the emphasis has6

shifted now to believing intellectual property is a7

desirable result in its own right, and we quit looking8

at:  what do you have to give in order to bring it out?9

        It's a hard choice, of course, because after the10

fact, we're looking at existing inventions, and they're11

not going to be affected by any policy we set out, but12

we're trying to judge on that basis what to do for the13

future.14

        Now, I personally think that the patent office,15

in general, does a pretty good job if they have the best16

art, and in fact one of the insanities of our patent17

system is we give deference to patents because they're18

not ever invalid, even if the best art wasn't in front19

of the patent office.  And how an examiner can make an20

intelligent decision with one hand tied behind him is21

hard to imagine.22

        Yet the courts continue to say there is a23

presumption of a validity, clear and convincing24

evidence, and what that tells a jury is, man, this is25
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important, this man or this woman has made a fantastic1

invention, and unless we find something devastating2

effective against it, we're going to affirm it.3

        That makes sense.  In the first place, it4

belittles the patent office and the job it does.  Way5

back in the 60s when I was at NYU, one of my students6

did a Ph.D. thesis on whether there was a standard of7

invention in the courts that was quite different than in8

the patent office, and in fact Ms. Koenig found there9

wasn't any difference when you're talking about prior10

art.  There was no statistically significant11

difference.12

        The court was absolutely sure it was, but, in13

fact, there wasn't, and I think that's why we need14

research on how much rights do we give patent owners and15

patent creators in order to bring forth their16

inventions, and at the same time not unduly restrict17

competition.18

        I think we've quit looking at that.  We've sort19

of considered now that all patents are good, and some20

are better.  Now, obviously I think some incentive is21

necessary to bring forth inventions and cover the cost22

of developing them and bringing them into commercial23

existence.  But the question of how much and how long is24

a question that we deal with more in emotion than we25
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deal with in fact.  And I sometimes think that neither side 1

really wants to do much research on it for fear that it 2

will come out some way differently than what they presupposed 3

it would be.4

        Nobody is quite as sure of the facts as a person5

that's uninformed, and as the king in the King and I6

said aptly, "what we need to do is to decide where that7

line is."  The Federal Circuit, for example, pretends to8

look at patents from the standpoint of the scope of the9

patent and ignores the impact it has on the competitive10

process, and I think that that's looking at the wrong end of11

the gun.  12

   I think we need to decide how much we need to13

give people in order to get the development and not give14

them anymore than that, and I think we tend to quit15

thinking about it, and I'm not worried about worthless16

patents.  I don't disagree with the point that they17

don't create a great problem, but let me tell you, I've18

tried enough lawsuits and handled enough cases for19

litigants on both sides of the fence to recognize that20

the threat of a patent suit is a substantial threat,21

whether you're large or small.22

        I think it's important that we do give the23

examiners better access to art and do have an24

opportunity to see that they raise the standard as to25
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where they draw the line between an exclusive grant and1

a rejection.2

        MS. GREENE:  Thank you.  Mel?3

        MR. GARNER:  The first thing I want to say is4

that those brilliant comments were from Professor5

Gambrell and not from me, just so the record is clear.6

        Actually so many interesting points have been7

made that I sort of have a little short laundry list of8

comments I want to make.  One of them is actually to9

Jonathan because he said something that I've heard a lot10

of economists say, and I don't know that it's right or11

wrong, but I want to provoke a thought about it.12

        That is, the point that an invalid patent13

somehow prevents the development in an industry.  I14

think that if you parse that concept, if that15

were true, then any patent would prevent the development16

of a particular area of commerce.  And I think that the17

experience that we've had over the last 200 years is18

that that doesn't happen.19

        I'll give you an example from my own life, I take 20

blood pressure medicine.  Surely somebody was the first to 21

invent a blood pressure medication. That didn't stop the 22

development of blood pressure medications.  What it did is 23

provoke other people to find other ways of accomplishing 24

that function, and the end result is that there's now 25
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probably dozens and dozens of blood pressure medications 1

that work in dozens of different ways.2

        The first guy, or first person, to do that3

essentially provoked this explosion of technological4

development.  So the economists should perhaps think that5

maybe it really doesn't have that effect because that6

assumption is that people have such a lack of genius,7

that once somebody does it, there's no way around it, 8

there's no better way to do it.  In fact, if there's a9

lot of money to be made, people will find another way to10

do it.  People will find improvements.  They will do11

whatever they need to do to get into that marketplace.12

        The other point I want to make is just how13

flexible the patent system is.  Many of the things that14

were complained of a few years ago are being addressed15

in current legislation, changes in patent office rules.16

For example, if you went back ten years ago, examiners17

had only manual searches available to them.18

        Now, every examiner from their desk can search19

hundreds of databases for information to help them in an20

examination process.  So, rather than having the examiner21

with a hand tied behind them in terms of getting prior22

art, the patent office, on its own, has made facilities23

available to examiners so that they can examine better.24

They can get additional pieces of prior art.25
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        Another maybe hopefully thought provoking1

concept is that even the issuance of invalid patents2

acts as a way of bringing out hidden prior art.  If3

someone applies for a patent, they will disclose4

whatever their invention is.  Now, there could be in5

somebody's desk drawer prior art that would invalidate6

that, but it's in their desk drawer, and it's not out in7

the public.8

        The issuance of this patent essentially brings9

that information to the floor.  If that patent becomes10

economically available, people will find it in the desk11

drawer and will invalidate the patent, but in the12

meantime, that patent itself has now disclosed13

information that was previously hidden.  So the patent14

system essentially has this additional good benefit that15

it can bring.16

        When you come to the issue of overly broad17

claims, I think you're in the gray area that Jeff was18

talking about.  Your overly broad claims are my too19

narrow claims.  The patentee always thinks his claims20

ought to be broader, the defendant always thinks they21

should be narrower.  It's an issue.22

        Basically the patent office does not try to23

grant the broadest patent.  They try to grant a narrow24

patent that's limited to what's been disclosed, as well25
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as what the prior art shows.  So the system itself tends1

to be limited to what can be demonstrated to be the true2

scope that you should have.  They will make mistakes, 3

this is work being done by human beings, but4

nevertheless, the system is geared toward doing that.5

        Over the years the patent system has made some6

small changes, some large changes, to accommodate new7

things.  Whenever there's a new kind of technology8

introduced, there is always a lack of prior art that's9

easy to find.  And new patents that issue after, and the10

first hundred patents that come in, become the prior art11

against what everything else is judged against.  And so12

the patent system has a way, on its own, of making13

subtle corrections to take care of those situations.14

        One final point is, I believe it's for next --15

on the 30th, your discussion where you talk about the16

difference between the way the patent office treats DNA17

code versus computer code.  They treat them differently,18

which shows how complex the system is.  The system19

itself has taken into consideration that these are20

different kind of technologies, that our knowledge of21

the effect of a computer code versus the effect of a DNA22

sequence is taken into consideration in the system.23

        So I think that the 200 years of experience has24

made this a very finely tuned system, which it itself can25
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adjust to changing conditions.1

        MS. GREENE:  Thank you.  Todd.2

        MR. DICKINSON:  A couple points.  First of all,3

with regard to the issue of databases generally and the4

availability of art, this is again a resource issue, but5

I want to support what several folks have said, the6

office has invested a rather extraordinary amount of its7

resources, particularly in recent years, to build up8

its database collection, particularly in the digitally9

accessed databases.10

        So the office has access to more data and more11

prior art than it's ever had before.  That could be12

probably a good thing and a bad thing because the time13

needed to sift through that is often a big issue, and14

the complexity of the databases and the searching15

mechanisms are difficult, but we have also specialized16

libraries and a lot of very specialized librarians who17

work in this area.  So there is, I think, a healthy18

ability to make sure that the best prior art that all of19

us can get access to is there, but there are and need to20

be other mechanisms.21

        Now, there are several challenges in this.  One,22

there are current proposals to out source -- in the 21st23

Century Plan -- there are several proposals to out source24

the searching functions, and they're being robustly25
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debated within the IP community at the moment, and1

there's a fair amount of skepticism, but I think that2

will be another interesting piece to see how it plays3

out.4

        Another issue -- it kind of plays5

off of what Jay said, Professor Kesan said a little6

awhile ago -- is the lack of empirical studies, external7

studies, of quality measures.  There is sort of a8

presumption, I think, that patent quality is, I think9

someone used the word deteriorating earlier, that sort10

of thing.  I don't know whether that's the case or not.11

        On the one hand I'm worried that it might be.  12

On the other hand, I'm worried that we're infected by what 13

you might call the "good-old-day syndrome", that everything 14

was always better in the good-old-days and things are not 15

so good today.  And there's, at the moment, not a lot of 16

good studies to determine empirically, whether there is 17

actually a fall off in quality or not.  It's mostly 18

anecdotal.  It doesn't mean that all that anecdotal art 19

can't collectively add up to something.20

        I want to address a few more mechanisms which the 21

office has or is attempting to deal with this quality 22

issue and putting it in place, but again the constraints 23

that effect it.  We had, when I was there, a very elaborate 24

reengineering project which was an attempt to try to 25
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reengineer how the process actually worked from the ground up.1

        Eventually the funding for it just dried up, and2

much of what was developed there was not able to be3

effectively utilized.  One of the things also that we4

did when I was there was centralize the quality control5

function, to bring it all together in one place and have6

one senior sort of quality control czar who reported7

directly to the Commissioner's office, independent of the8

examining core.9

        I admire much in the 21st Century Plan.  One of10

the things that troubles me the most though, what appears 11

to be, the core seems to be getting its way again, and the12

proposal is to decentralize that function.  It may13

have already occurred, and I think that's a bit of a14

challenge.15

        Two more points, one, the constant pressure16

though on the office to issue patents is very strong.  I17

had calls from members of Congress to issue particular18

patents, for example, when I was there, which we resisted19

very effectively I must add.  But there's a very strong20

case that people make about why their patent and not my patent.21

About two weeks ago, the patent office issued what will22

be this year's version of the other patents which Jim was23

going through, which I think, with all due respect to24

Professor Gambrell, you really shouldn't let the tail25
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wag the dog in picking out individual so-called bad1

patents and then deny, to be honest, the Commissioner the2

opportunity to deal with those through re-exam.  The3

congress did deny the Commissioner ability to re-exam on4

grounds other than art grounds.5

        But they issued a patent on the treating of6

angina I believe or some heart disease by drinking or7

ingesting lime juice.  Now, what was interesting about8

the debate was not only that that was thought to be an9

odd patent and kind of off, but there was a robust10

online debate from biotech practitioners complaining11

that:  how come I can't get my patents issued out of the12

office where I have to provide a constant and voluminous13

record of information, in vitro studies, et cetera, and14

suddenly we can get this lime juice patent out the door?  15

And I think that's an interesting thing to consider as16

well.17

        Finally, you mentioned a very important issue,18

which I think we really need to talk about head on, and19

it won't necessarily make me popular with my colleagues20

in the bar now, but that's the issue of the obligation21

of the applicant and their attorneys to disclose art to22

the office.23

        You touched on this a minute ago, Hillary.  We24

have a rule.  It's been in place a number of years.25
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It's strengthened over vigorous opposition a little bit1

over the years.  It's called Rule 56.  It requires that2

anybody who's involved in the application process,3

including the inventor and their attorneys or agents,4

submit the best art or the most material art they're5

aware of to the office.  I don't know if those6

in the industry or not in the industry can appreciate7

how that gets parsed, and the significant resistance to8

that particular rule and any enhancement of that rule.9

        I'll give you a good example.  The 21st Century10

Strategic Plan when it was announced, provided for11

something what was called euphemistically the Mandatory12

IDs.  It basically dealt with the issue you mentioned a13

minute ago of requiring searching and then requiring a14

disclosure of those search results.15

        I'm here to tell you today that that rule is16

dead on arrival, any enhancement of that rule.  The bar17

has successfully beaten that back.  They beat it back18

when I conducted a hearing on the same issue, and I19

think we have to deal with some of the reality of that.20

        I'm not going to say the bar is doing it just21

for the bar's sake.  I think one of the real challenges22

the bar has in this regard is the concern about the23

impact on their practice, the very tangible, pragmatic24

concern about the malpractice issues that they will25
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draft.1

        They will submit art, describe what that art is2

about today, and then in a decade from now, they'll be3

called to account for that in ways that will have real4

significant impact on their practice and their5

livelihood.  So I think that one other thing that should6

be looked at is whether we can try to lay off some of7

that exposure and incent greater disclosure by the8

applicant and their attorneys to the office.9

        MS. GREENE:  Thank you.  Bob?10

        MR. TAYLOR:  I had a couple of reactions to the11

discussion about patent quality that I think are12

important, and it actually is a follow on thought from13

one that Nancy Linck put out when we first started this14

session.15

        There's a cost associated with achieving patent16

quality in the patent office.  I think everyone would17

like to sit in the office and make the best possible use18

of the resources that it has to develop prior art, to19

probe the applicant with respect to those enablement issues 20

that are often uniquely within the possession of the applicant.21

        I agree with the observation that where the22

patent office has the most relevant prior art, they do a23

pretty good job with analyzing claims and limiting the claims24

to a proper scope, but because the vast number, the vast25
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majority of patents really don't have a great deal of1

economic significance, we can lose sight of or we can2

certainly get very distorted in our allocation of3

resources if we go after patent quality at the patent4

office too vigorously.5

        We have a market-based system.  Because it's a6

market-based system, the value of a patent that gets7

into litigation or even patents that get into licensing8

negotiations will precipitate a market driven quality9

analysis.  The amount of money, for example, that I, in10

representing a defendant, will spend in trying to11

develop prior art, is directly related to the damages and12

the economic importance to my client.  And so the market13

mechanisms themselves right now are in place to achieve14

quality at a level commensurate with value, and I think15

that's the way the system should work.16

        I think any other effort to pour more resources17

into patent quality that's not going to have any18

economic importance is probably going to be wasted19

money.20

        I would also like to address this Rule 5621

question because one of the questions I know that is on22

the agenda for today, and perhaps for later sessions, has23

to do with this notion of imposing upon an applicant a24

burden to go out and do additional searching beyond25
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what's already done.1

        In my experience many, if not most, patent2

applicants do a search right now, and they do it because3

the implications of Rule 56, as it's administered in the4

courts, essentially requires it.  When a patent lawyer5

writes a patent application, he or she has to inquire of6

the applicant, of the inventor, what prior art they have,7

what other information that might be germane to the8

patent or the application in the patent office because9

they're required to make that available and because they10

know that if they don't press the inventor for that11

information and the patent gets into litigation and the12

information comes out in discovery, it's going to create13

an inference at least, if not a relatively hard set of14

facts, on which the patent will be made unenforceable15

for inequitable conduct.16

        So there is already in place a great deal of17

searching that goes on by patent applicants for the18

information that the patent office needs.19

        Now, it is in fact, it's a limited search, but 20

if you start trying to expand the concept of that search 21

beyond the inventor and the patent lawyer and the other 22

people in a company involved in the patenting process, I 23

think you will just generate an enormous amount of 24

uncertainty that will add to the cost of litigation, and 25
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I don't think will further the disclosure of prior art.1

        MR. COHEN:  Just to clarify the point, in a2

large research establishment, does this requirement to3

ask the inventor go beyond the inventor himself to4

everybody working for the firm, or is it just limited?5

        MR. TAYLOR:  No, it's normally limited to the6

inventor.7

        MR. COHEN:  Okay.8

        MR. TAYLOR:  That's exactly the point that I'm9

making.  If you expand it beyond the inventor, it10

becomes very difficult to define in any useful way for11

the courts or anyone else to inquire into whether that12

obligation is met.  In companies, the discovery process13

in litigation reaches out to thousands of people within14

an organization.15

        MS. GREENE:  Nancy?16

        DR. LINCK:  Applicants want valid patents.17

There may be exceptions, but for the most part18

applicants want a valid patent, and the way you get a19

valid patent is to have the office review the most20

relevant prior art.  The inventor oftentimes will have21

the best command of the prior art, but we're a small22

company.  We always search beforehand.  You have to23

search to draft a good patent application.24

        I think Rule 56 gets in the way frankly.  I25
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don't think it helps because we would be happy to do a1

search.  We would be happy to describe, to the best of2

our ability, how those references relate to the claims.3

        The fear is Rule 56.  Rule 56 also ends up4

having applicants dump huge piles of prior art on the5

office because they're scarred of Rule 56, not because6

they think all those references are relevant to the7

claims.  Rule 56 has worked havoc on our system.  I8

believe we're the only country in the world that has a9

Rule 56.  We ought to get rid of it.10

        It also ups the cost of litigation.  If you're11

worried about this differential that drives people to12

license, rather than litigate against a patent, get rid13

of Rule 56.  Jeff talked about the file wrappers,14

prosecution histories.  Frankly, I think we should get15

rid of the prosecution histories.16

        It runs up the cost of litigation.  It's an17

unfair system because examiners vary in what they18

record.  The entire prosecution history is not19

recorded.  Applicants go in, they have interviews, the20

interviews are not recorded.21

        Just take the patent like a contract, and22

determine what a patent means and what property the23

patent covers.  That will cut down the cost of24

litigation.  Our system really is one that greatly25
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increases the litigation burden, but I would strongly1

recommend that we get rid of Rule 56.2

        It was, I believe, put in place to catch the few,3

I think very few, applicants that know about a reference4

and purposely withhold the reference from the office so5

that they can get their claims allowed.6

        I don't know what they do with them.  I guess7

then they go around and threaten people with their8

invalid patents, but that's not 99 percent or more,9

probably more, of your patent applicants.  So why have we10

burdened our system the way we have?11

        MS. GREENE:  Great.  Jay, and what I think I'll12

do is try to run through everybody who currently have13

their table tent up, see if my colleagues have any14

further questions, and then we'll take a very fast break15

and then come back.  Jay?16

        MR. KESAN:  I want to make three points related17

to the comments that just preceded.  First, when you're18

thinking about how the market responds to a patent --19

        MR. DICKINSON:  You need a mic, Jay.20

        MR. KESAN:  -- and you're looking at market21

based solutions and so on, there are two things that are22

important.  One is there are legitimate wealth transfers23

that are contemplated by the patent system, and there24

are wealth transfers that are not contemplated by25
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the patent system.  In other words, if you have a valid1

patent, then certainly you should be able to license it,2

enforce it and so on.  But if you don't have a valid3

patent, but you happen to take advantage of cost4

differentials in the system to say, well, it's okay,5

I'll get a cheap license, that is not a wealth transfer6

that's contemplated by the patent system, and that's7

opportunistic licensing.8

        Similarly, we're talking about when we have9

a patent which then becomes the basis for supra-competitive 10

pricing, which shouldn't be the case, then again we have 11

economic consequences.  That should be a market for pens or 12

pencils.  That should not be a market where you have 13

supra-competitive opportunities.14

        The basic assumption of our patent system is,15

and I think Mr. Garner's exactly right, there are costs16

and benefits to every patent that is issued.  When you17

have a patent that is issued, you certainly have18

opportunities:  you create incentives to design around,19

you certainly create disincentives also for downstream20

innovations, and economists understand this.21

        Economists understand that when you have a22

patent on something, you have reduced a cost of23

producing whatever it is; people who are dying are now24

living, and so on and so forth.  So there is an increase25
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in consumer surplus when you have patented innovation,1

and you offset that against dead weight losses, which is2

the loss due to the supra-competitive price.3

        In other words, if something should have4

actually cost $5, because of a patent it's going to cost5

$10, that means the people that could pay 6, 7, 8 and 96

are not going to get that product, and that's fine.  We7

understand that.  We say, well, that is the cost of the8

system and then we've got R&D costs and we've got costs for9

designing around, and that could be both a plus and a10

minus, and so we understand that every time there is a11

patent, you have this sort of trade-off.12

        However, when you have a bad patent, then you13

have an entirely different situation where if something14

that should not have been granted was granted, you don't15

have those positive benefits, and you're only left with16

a lot of the negative things.  And I think that is one of17

the key issues here.18

        I completely agree that market-based solutions19

are very sensible, except that we should be careful20

about informational asymmetries, and we should be21

careful about transaction costs.22

        The second point I wanted to make was with23

respect to the prior art.  I think -- something that24

now sort of at least there is a very good agreement on,25
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and that is, when you have well established1

traditional technologies, the patent office does a very2

good job.  We don't hear of crazy automobile patents or3

we don't hear about crazy compressor patents.  These are4

well established technologies where there's a lot of5

patented prior art.6

        The real question really is in emerging7

technologies where there is a lot of non patent prior8

art, but here I want to add one other point, and that is9

that the structure of a lot of these emerging industries10

are such that, just because you have made patent11

protection available to them, does not mean they're12

going to seek patent protection.13

        In other words, for any foreseeable future, I14

don't see the software industry -- which, understand I'm15

very familiar with from my technical background -- I16

don't see a huge clamor in the software industry to go17

and get patents because they get appropriate returns18

from innovation by doing other things, like they depend 19

on externalities, they complementary bundle sales and 20

services, they do, basically, innovate in a downstream 21

fashion with multiple versions of the same technology, 22

and there's a lot of prior art in software handbooks.  23

They know that we can put it all out there.24

        It doesn't mean that I am not going to be able25
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to reduce competition and create barriers to entry.  I1

don't need a patent for that.  There are other ways that2

I can do it.  So there's a lot of non patent prior art3

out there.  And so saying that it's going to be really4

easy to -- now that we've sort of opened the doors for 5

software patents automatically -- the prior art is going 6

to get in there, I'm not so sure.7

        The third point I want to make is there is a8

real difference between information and knowledge.  To9

put it facetiously, as I often tell my graduate research10

assistants, there's a difference between hitting the11

print button and thinking you've done research and12

between actually reading what is in there.  And I think13

that's one of the real problems with a lot of prior art14

that is dumped on the patent office.15

        It means you have a whole bunch of references16

that are thrown over the fence.  It doesn't mean that17

you've actually met the issue, which is, how exactly is18

this related to the claims at issue.  If, for example,19

in the world of software, we have different20

terminologies used by different people for the same21

thing, they're talking about the same thing.  But, if you22

simply look at a piece of prior art, you won't know that23

necessarily.  People in the know and people who are24

actually developing that kind of software know that.25
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        So to me, when we're talking about: is the1

patent office in the know?  Does the patent office have2

access to prior art and so on?  To me the real issue is,3

does it have access to knowledge?  Just simply saying I have4

more databases, et cetera, doesn't necessarily help.  In5

1982 the University of Michigan developed this huge6

project to set up this software database, and it's just7

languishing, and no one really uses a heck of a lot of8

that.9

        To me, when we're talking about IDS and we're10

talking about prior art disclosures, I think we have to11

look at it in the context of two things that go on.  One12

is, there is solid empirical information now available13

that says that your patent is basically bulletproof14

against any piece of prior art that is listed in a PTO15

form 1449.16

        Every patent attorney I know encourages the17

inventor to submit everything, turn everything over.18

Why?  Because when you get that little signature on that19

form district court judges absolutely think, well the20

patent office is considering this so there's nothing new21

about this, why should I invalidate the patent based on22

this?23

        As a matter of fact, in the latest data that was24

published by John Allison and Mark Lemley, their numbers25
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were something like close to 90 percent.  In other1

words, disclosed prior art is never relied on by the2

courts.3

        So to me, that is the critical question, and so4

if we're going to have that kind of deference, if we're5

going to have that kind of treatment to a bunch of6

references that are listed, and indeed there's every7

incentive to list 200 of them, then are we going to ask8

the question:  what is in those references?  Has that9

really been imbibed by the examiner?  Aren't we better10

off with a system where we say, listen, there's only six11

prior art references here that are really on point with12

respect to the claims at issue?13

        If we describe those six prior art references14

properly, then it's perfectly okay to defer to that.  So15

to me I think we can go two ways, one is we can have16

expanded disclosure, and then we can have various kinds17

of deference to that, and that makes sense.18

        Otherwise, we just simply stop this charade, where19

we have a whole bunch of references that are tossed over20

the fence, and simply we're told that we have to defer21

to that in litigation.  Let's agree that what is done is22

just a list that's put out there, and so let's not have23

any kind of presumptions or let's not have any kind of24

deference to that.25
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        MS. GREENE:  We're going to be getting into1

presumptions and that type of thing later on.  Let me2

turn to Scott.3

        MR. CHAMBERS:  I would like to address first4

this disclosure aspect, and the idea that we would force5

someone to do a search themselves, means that you're6

going to be actually hurting larger industries or larger7

companies more than you're hurting the small inventor.8

        You're going to have to have situations where9

you would have the ability in litigation then, to10

discover at all points in IBM -- if the suit was against11

IBM -- throughout that particular company.  That creates a12

tremendous burden if you're going to have the company13

have to come forward and to do the search.14

        I think that there was a time in the PTO when15

you had to give a rough synopsis of what the reference16

was, and they got rid of that, and they got rid of it17

for a very good reason.  It is just too expensive to18

have a patent attorney go through these things and, one,19

understand what they mean, and also make sure he has20

characterized it properly.21

        As Jay said, it's fine to have something when22

it's described properly.  Well, what's proper when I am23

quickly reading through a reference and trying to tell24

the examiner what it's all about?  And what is proper25
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when I have hired an expert, who has quite a bit of1

experience, to go through that reference and find out2

how this was a mischaracterization?  Those are two3

different things.4

        I can find an expert that can show why what you5

said was an incredible mischaracterization, and you have6

just pulled the wool over the eyes of the examiner, and7

that's a problem.8

        In terms of Rule 56, while it is true that the9

United States is the only country that seems to have a10

rule like this at this time, it's also true that we're11

the only country that does ex parte prosecution and12

doesn't have a real opposition system.  So that you can13

have situations where people step up and they say14

whatever they want because it's just you and the15

examiner, and then later on the examiner, who may not be16

legally trained, in fact, it would be highly unusual to17

find that he was legally trained, and may not be 18

currently up to date with the technology, he could19

easily be fooled by this.20

        That brings me to the third point, which is the21

prosecution history.  And while I've heard people talk22

about getting rid of prosecution history, I certainly23

don't agree with that.  There are a number of reasons.24

The first is the prosecution history freezes in time25
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what the people were talking about perhaps1

inefficiently, but it does give an idea about what was2

said.3

        If you didn't have that frozen snapshot, you4

might find, in an ex parte prosecution, that the5

attorney was cutting it a little too close, maybe saying6

something that was slightly misleading, and there is no7

way to show that that was done if you're not going to8

look at the prosecution history.9

        In addition, keeping the prosecution history as10

a valuable commodity, and saving it and referring to it,11

forces the attorney to take more time at looking at12

certain things.  An attorney is not going to step13

forward and say, well, this reference means X, Y and Z14

when he hasn't read it.  He'll actually get into it and15

try to understand it.  Why should he bother wasting the 16

client's money if it's not going to actually be on the 17

record?18

        And the final thing is that in those countries where 19

the prosecution history is not a major part of interpreting 20

the scope of the claim, they also have opposition systems.  21

So that, gee, I don't know what this term means, I 22

wonder if the examiner said anything about it.  We can23

go to the prosecution history.  In an opposition system24

you can say, well, let's see what another company did to25
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that, and if no other company's had a problem with it,1

well, it gets put out.2

        While Nancy Linck was Solicitor at the patent3

office, they tried or they came up with the idea of4

recording interviews, which is often a concern for5

prosecution history.  There seemed to be very little6

interest or very little support for that within the7

Patent and Trademark Office, as well as very little8

support with the Patent and Trademark Office's9

customers.10

        I think part of the reason is there are two11

types of attorneys in this patent business.  There are12

litigation attorneys, and there are prosecution13

attorneys.  Prosecution attorneys do their best work14

when they get patents, and if you're going to record the15

interview, you may well interrupt some of that give-and-take 16

that goes on for obtaining a patent.17

        That might be a good idea, at least we would18

know what was said.  But for right now, there are costs19

considerations, especially with money being diverted20

from the PTO, that would preclude any kind of recording21

of the interviews, and there's an unwillingness on the22

part of the agency, as well as those who prosecute, to23

have what they are willing to say and communicate to24

each other preserved forever.25
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        MS. GREENE:  Jim?1

        MR. GAMBRELL:  I think this speaks well for2

eliminating the recording of this operation today.  It3

seems to me two or three things I would like to say.  In4

the first place, if an attorney has a number of5

references and he doesn't have time to analyze them and6

tell the patent office what he thinks their main point7

is, how in the world do we believe that a patent8

examiner is going to do so when he's limited to about 169

hours, on an average, for every patent application?10

        Nobody should put the burden on the patent11

office totally if, in fact, it's there.  I think that12

any time you submit prior art, and I routinely recommend13

doing it, that you ought to indicate what are the most14

relevant references.  I've seen re-examinations where15

there are three and four pages of references cited,16

including memorandas involved in the litigation.17

        There's no way in the world that an examiner18

sitting on a re-examination is going to go through 27519

references which are on very arcane subjects and be able20

to testify with a straight face that he knows that X, Y,21

Zs were not relevant.  It's a joke, and indeed, if he has to 22

tell the patent office examiner which ones are most relevant 23

and what they generally show, it would be exceedingly24

helpful to the patent examiner, I should think, and it25
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seems to me it ought to be required.1

        Now, one of the comments that has been made is2

that there are a huge numbers of patents that have no3

economic value.  We know they issue, and nobody really4

takes them seriously.  That seems like an awful good5

argument for having a registration system, in part, so6

that all of those patents can be diverted to automatic7

registration after they apparently have passed the tests8

in the patent office of the disclosure and the fee and9

the drawings and so forth.  And then we could devote the10

attention of the patent examiners to those people who11

have inventions that they think are more than just12

routine ego satisfaction processes and products.13

        So I would suggest that maybe that's one way to14

improve the quality or to give the examiner more time to15

deal with important patents and inventions, and less time16

to spend on the junk stuff that comes through.  That may17

help them on their disposal rates, but it doesn't18

necessarily help the public anywhere else.19

        I would like to spend a minute to talk about20

Rule 56.  I happen to be a person who thinks that when21

it was revised, it wasn't strengthened.  In fact, the22

bar went to great lengths to try to put an objective "but23

for" test on the theory that nobody would intentionally24

mislead an examiner as to what the art was or what was25



69

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

in the background.1

        I wish that were true.  Gosh, I wish it were2

true, but let me tell you, I've been involved in a lot3

of lawsuits, both as a litigator and as an expert4

witness, and I'm afraid my colleagues are not always5

honest.  And indeed, where they lack honesty, inventors and6

corporate executives lack even more honesty.7

        The fact is that, sad to say, a lot of people 8

will misrepresent if they can get away with it.  If we 9

eliminated Rule 56, that would be the most disastrous 10

thing to the patent system that I can imagine.11

        To bring it into disrepute, I think what Nancy12

wants to do is give the inventor the blank check.  I13

don't believe that all inventors are honest, and I think14

that a lot of the litigation that has occurred involving15

important inventions indicate that people that are16

researchers at universities can be just as dishonest as17

anybody else if there's money on the other end of the18

line, and unfortunately lawyers are no different.19

        We want to win for our clients, and there are a20

lot of lawyers that cut corners and will do dishonest21

things if they think they can get away with it.  We are22

amazed now at the problems in the accounting industry.23

I'm not surprised.  When big money is involved it's very24

difficult to expect everybody to be honest when they do25



70

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

it.1

        MS. GREENE:  Right.2

        MR. GAMBRELL:  I think that it is important that3

we keep the rule, and indeed and in fact I think we4

ought to strengthen it.5

        MS. GREENE:  Thank you.  Mel.6

        MR. GARNER:  I also agree that Rule 56 should7

stay in place or at least something of that type which8

requires an applicant to disclose relevant information9

to the patent office.  I mean, there's no reason not to10

have a rule like that.11

        Some of the difficulties come from the judicial12

interpretations of that and the way it can be13

manipulated in litigation, and that maybe there ought to14

be some rules that would guard against that.  But the15

information that's disclosed by the applicant, I don't16

believe, should include a requirement that the applicant17

describe the relevance of the reference.18

        Number one, there is this huge danger that you'll19

make a mistake in the characterization of the reference,20

and as a result, it will be invalidated or held21

unenforceable for that reason.22

        The second thing is that you've heard statements23

that there are hundreds of references thrown over the24

fence.  That is extremely rare.  In the garden variety25
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case, you don't get hundreds of references, you get1

five to ten references, and there's no reason why the2

examiner can't look at those five to ten references and3

make a decision as to whether they relate to the4

information that's in the patent application.5

        If you require a comment on it by the applicant,6

somebody's going to have to pay for that.  The attorney7

is not going to do it for free.  Nancy's in-house8

counsel won't do it for free.  Somebody has to sit down9

and write something about each and every one of these10

things, and that's a cost, a cost that has to be11

duplicated by the examiner because the examiner's under12

an obligation to make their own independent judgment.13

So why would you double the cost in order to have14

somebody look at a reasonable number of references?15

        The other point I want to make is that, with16

respect to prosecution history, the one place that you17

really never know what's going on is when there's a18

personal interview with the examiner.  That one little19

sheet does not make up for an hour and a half discussion20

that you had with the examiner, and that's where most of21

the confusion is because the case is rejected, there's22

an interview, it's allowed, and you don't know what23

happened.24

        One of the things that is a possible thought is25
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that you could require examiners to give reasons for1

allowance, that they can put in the final allowance2

document a sentence or two saying, what is it that3

convinced them to allow this case, and then you would4

have something to shoot at.5

        The concept of registration, I think, is also6

totally off based.  No one files a patent application7

assuming it's going to not have economic value.  The8

only reason you file it is because you think it's going9

to happen, but it's a bet on the future, and many of10

those bets, probably the vast majority of those bets11

prove useless.12

        When you go to a patent office, the reason you13

want a patent is because you think it's going to have14

economic value, and the only way you find out is that15

when you get in the marketplace you find out it doesn't.  16

So I think our registration process is just not the way17

to go.18

        Finally, there was comment about a post-grant 19

opposition.  I think that the U.S. is moving very close 20

to that situation now.21

        MS. GREENE:  We're going to be getting to that.22

        MR. GARNER:  So I think that's sort of an23

example of the fact that within the patent community,24

when difficulties are recognized, efforts are made to25
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make corrections that will take care of that.1

        One final comment, and maybe it's provocative,2

is that actually bad patents do serve some good3

purpose.  As long as that bad patent doesn't have4

economic influence, it acts as a way of putting5

knowledge in a well-categorized database of information.6

        So as long as it's not stopping somebody from7

doing something, you've actually taken information that8

was maybe hidden somewhere and put it in a place where9

people can find it, and that bad patent can be used as10

prior art against a later attempt to get a patent.11

        MS. GREENE:  Quickly to Jeff, and then after12

Jeff comments on this whole round of discussion, we'll13

switch to re-examine and post-grant review.14

        MR. KUSHAN:  I wanted to touch on this scenario15

of too many references coming in and actually getting to16

an efficient way of getting to the references that17

should be considered by the examiner, in front of the18

examiner.19

        I think people have recognized that20

there are some unintended consequences of Rule 56, but21

overall it is providing the right kind of impetus to22

disclose.  We want a system where there's going to be a23

forthcoming approach to engagement with the examiner24

about prosecution, during prosecution.25
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        We should also keep in mind that what the courts1

think inequitable conduct is, isn't limited to Rule 56.  2

So you may change the rule, and you may still get your3

patent held unenforceable because the court is going to4

look at your behavior with some, but not total deference5

to what the PTO says the standard should be.  So it's not6

a matter of just tweaking or twisting Rule 56.7

        There's always going to be, I think, in our system8

that potential for unenforceability findings by the9

court, and that's a healthy impetus for disclosure.  I10

think the challenge is that we know for a fact that with the11

standard in a conservative interpretation of standard,12

patent applicants are going to put more information in13

than less.14

        We also know, as people have clearly pointed15

out, that when an attorney is asked to characterize16

something on day one during the middle of a prosecution,17

that is going to be -- you know $20 million later -- is 18

going to be a very different story.19

        And given that cost, it doesn't really add that20

much value to the examiner's ability to find the one21

reference that if he reads the reference, he'll22

understand why that should be read.23

        The third variable I think we should appreciate24

is that when we have rules that say to the applicant,25
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not in a specific manner but in a general manner, give1

the patent office everything you have, versus having an2

examiner say, what does this mean?  I mean, the3

examiner's statement to an applicant is a very powerful4

tool because the response to the examiner is very5

specific to the facts that are laid on the table, and6

that is a very powerful tool for inducing commentary7

back from the applicant, much more so than this blanket8

statement saying, show me what you think is relevant.  So 9

kind of distilling this down into, how do you bridge the gap?  10

Or how do you shrink the time for the examiner to get to 11

the right issues?12

        One of the things that I've been trying to think13

through is, if you were to invest a little bit of time14

before substantive examination begins where perhaps a15

more senior examiner essentially frames issues and16

induces some kind of specific disclosure from the17

applicant; you send in 75 references, could you tell me18

the page number of those references that I should pay19

attention to, you know?  That doesn't require self shooting 20

in the head type of action by the applicant to point to one 21

versus the other.  It's responsive to a demand, and that's22

going to give you have a very accurate -- you'll spend a23

little time to make sure you send it in.  You don't make24

the applicant describe why, but just point to where I25



76

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

should look.  That's an efficiency step which may be1

good.2

        It also is unfair to expect that applicants file3

stuff voluntarily.  I mean, you're in a quandary as an4

applicant.  You want to put everything in5

comprehensively, and you know that every time you try to be6

helpful on your own, it's going to be punished because7

it's going to be twisted into a different story.8

        So maybe the answer is to get some kind of9

staged examination where there's a preliminary10

interview, preliminary communication, which frames the11

issue that really needs to be focused on early in the12

process.  That may yield a lot of benefits downstream.13

        You have to look at the big picture and say, can14

we afford to invest that initial step?  And I certainly15

want to conclude with one very brief comment.  We're16

having this wonderful question assuming every single17

patent application is the same.  We're talking about18

apples and oranges all over the place here.19

        There are some really complicated cases.  Maybe20

you take some specialized procedures for those21

complicated cases.  An examiner that Scott and I and22

Nancy have all seen before is the examiner that knows23

every single patent in his art, and he gets a claim, and24

in ten minutes he'll know whether that's novel and25



77

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

nonobvious.  You don't need to have anything but that1

examiner get the case and examine it.2

        You don't need to apply these elaborate3

procedures to every single case.  So we need to really4

have the gradations and a little bit more granularity5

put into our system, but some of the stuff should be6

appreciated on those tensions that you just can't7

reconcile.8

        MS. GREENE:  I assume, Todd, you're saying9

short --10

        MR. DICKINSON:  One area for study, maybe11

additional study, that you may wish to consider is the12

effect of some new rules that get right to the point13

Jeff was talking about, two in particular.14

        One is the new Rule 99, which says that -- this 15

is in the post-publication era.  We publish patent16

applications at 18 months, at least the vast majority of17

them now -- the opportunity exists for prior art to be18

submitted to the office by third parties.19

        We're not talking about the applicants and their20

attorneys, we're talking about third-parties.  My21

understanding is that that rule is not being used much22

at all, which is very interesting, given the fact that it23

was very strongly opposed, and there's actually a24

provision of the statute that says no opposition while25
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the case is pending.  But it provides a mechanism for1

sending art in.  So studying why that may or may not be2

being used I think is good.3

        We also put a rule in, over the very strong4

objection of the bar, that allows just for what Jeff was5

mentioning, namely, that the examiner now has the6

opportunity, an increased opportunity, to turn the7

question around on the applicant and inquire of the8

applicant why they did something, is there more art that9

they're aware of, to make a more advocative process.  I10

don't know whether that's being used more or not, and it11

would be valuable I think for you to study whether --12

        MR. KUSHAN:  No time credit.13

        MR. DICKINSON:  That's a good point.  The14

examiners don't get time credit, which will lead to my15

third and final point.16

        If you want to do one thing to enhance quality,17

get examiners additional time, that's 13 to 1518

million dollars per hour.  Somebody has to come up with19

that money.20

        MS. GREENE:  Okay.  Great.  We're nominally21

falling behind schedule, but the information's too good22

basically to speed it up, so let's proceed now into the23

re-examination/post-grant review.  Having spoken to a lot24

of you beforehand, I know there are lots of folks25
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chomping to get at these issues.1

        In terms of background, many of the panelists2

testified that delaying the resolution of patent3

validity issues until resolution of court litigation4

impedes competition, and several of them urge that third5

parties want to see an expanded opportunity to seek6

re-examination/post-grant review patents issued.7

        Would a greater availability of either of these8

offer an earlier resolution of the patent validity9

issues?  And if so, how would the competition be10

affected?   Nancy?  Nancy, it was a race to see which one11

got their table tent up first.12

        DR. LINCK:  Actually I have a very short answer13

to your question, but I thought I would kick it off14

since it's a topic near and dear to my heart.15

        MS. GREENE:  Oh, absolutely.16

        DR. LINCK:  Of course the question was, greater17

availability of re-examination or post-grant review18

offered.  Obviously, that's the whole purpose of a19

post-grant opposition or re-examination, to be able to20

resolve validity issues.21

        I tend to favor the re-examination because I22

think the most significant issues with respect to23

validity and the ones that the PTO handles best are24

those relating to prior art.  Your second question, you25



80

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

had a second question, didn't you, Hillary?1

        MS. GREENE:  How is competition going to be2

affected?3

        DR. LINCK:  Well, we've been talking about the4

impact of bad patents on competition, thus the ability5

to eliminate bad patents earlier is going to have a6

positive effect on competition.  Competitors will, if we7

have a meaningful re-examination or post-grant8

opposition, have the ability to challenge patents and9

move into that field and commercialize competing10

products.11

        MS. GREENE:  Right.  My question also applies12

more broadly in the sense of, there are lots of proposals13

out on the table as to how these changes could be made14

specifically.  So I'm curious about whether there's sort15

of a differential effect between them in terms of the16

affect they would have on competition?  And also, one of17

the points that's come up from time to time, are18

questions of how the system could in some way be gamed19

or used to undermine competition?20

        So you're welcome to either address those right21

now, or address them as we discuss various specific22

reform proposals.23

        DR. LINCK:  However you prefer.  I will address24

the gaming issue.  One of the concerns why re-examination25
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was limited in the first place and why the legislation1

that was introduced in the early 1990s passed with2

severe limitation, most of which have now been fixed,3

was because of the concern that competitors would4

challenge valid patents and harass the patentee through5

a long re-examination procedure.6

        There had been oppositions -- what was the7

system that was in place?8

        MR. KUSHAN:  Dan Amendments back in the 70s.9

        DR. LINCK:  Thanks, Jeff, where the system --10

        MS. GREENE:  I didn't hear that.11

        DR. LINCK:  The Dan Amendments which provided a12

reissue, an interpartes reissue system, and that was13

abused, and therefore those that were familiar with the14

abuse of the reissue system were concerned that the15

re-examination system, to the extent it was interpartes,16

would also be abused.17

        I think then after eight or so years, it was18

determined that, in fact, the system was not being abused19

and had been too limited initially, and that's why the20

legislation was introduced in the early 1990s, to give21

third parties a better opportunity to participate.22

        Some say re-examination doesn't go far enough,23

and that may be the case.  I think I've been24

characterized as an opponent to an opposition system,25
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and I'm really not an opponent.  I would just like to1

see a meaningful interpartes re-exam be given a fair2

try.  3

   And now that we have the right to appeal to the4

Federal Circuit and now that Portola Packaging, which was a5

nightmare for the system, has been legislatively6

overruled.  If we can fix the last piece, and that is the7

estoppel provision that's in the present legislation,8

where the minute that you file a re-examination you are9

estopped later on from raising any issue you either10

raised or could have raised.  As the legislation was11

first envisioned, estoppel would have kicked in at the12

time that the third-party appealed to the Federal13

Circuit.14

        The group that worked on that felt it was fair,15

once a party had entered the Federal Court system, to be16

estopped, but prior to that time, as long as it was an17

administrative procedure, we didn't believe that18

estoppel should kick in.  So at least that piece needs to19

be fixed.20

        Then we need to give that system a chance to21

work.  My company certainly will use it, probably will22

use it now with the appeal right and Portola Packaging23

overruled, but the removal of the estoppel provision24

would really help.25
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        The opposition system as proposed serves very1

different purposes.  For one thing, it would be limited2

to 12 months after a patent issues.  Oftentimes you3

aren't even aware that a patent is a problem until much4

longer after the patent issues.  So you need to keep the5

re-examination system as well.6

        In fact, I'm very concerned that the PTO has7

proposed getting rid of a re-examination system, that we8

fought for ten years to put in place, when it serves a9

very different purpose.10

        I'm also a little concerned about how well the11

PTO is equipped to handle an opposition system that12

would address many issues that the PTO, except for a13

very small group of administrative patent judges, don't14

deal with very well, that require the taking of15

testimony, depositions.  It also would be very16

burdensome on the office, and I'm not sure how much17

return you get just by adding issues such as 112 issues,18

best mode issues.19

        I don't believe they're proposing Rule 56, but20

certainly I'm open minded to adding that kind of system,21

if we feel we still need it after giving re-examination a22

try.  I frankly don't think it will be in place any time23

soon.24

        Thank you.25
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        MS. GREENE:  Thank you.  Jay?1

        MR. KESAN:  I think the whole discussion of2

re-examines and opposition does tie into the fundamental3

issue which is how you get access to the prior art.4

We admit the limitations of a system where we simply5

rely just on the examiner and his ability to read the6

prior art.  We admit that that simply doesn't work.7

That's why we've gone down the path of first trying to8

get prior art from the patentee.9

        We've got these disclosure rules.  We've got all10

these other rules because we admit that there is an11

information asymmetry.  The patentee does know more than12

the examiner, so the next question to ask is, if we13

don't like the kind of disclosures we get from the14

patentee because we think it's too burdensome, because15

we think attorneys are going to spend time having these16

disclosures, so on and so forth, then we need to sort of17

think about who are the other people who are similarly18

situated like the patentee?  And they are third parties,19

who are probably working in the same field.  So it makes20

eminent sense to have some kind of re-examination or21

opposition system.22

        And of course the 21st Century Strategic23

Plan focuses on that.  To me, there are really a couple24

of other things going on here, and that is if you look25
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at the 21st Century Plan Strategic Plan, it actually1

reduces examination burdens by actually delaying2

examination, by reducing the number of examiners that3

are going to added on.  There's a whole bunch of other4

things that are being proposed there, which actually5

makes it even more important that we bring third-parties6

into the picture or parties who are interested in or who7

are materially affected by the grant of a patent.8

        We really want to bring them into the action9

early on in the process.  Even if they end up getting a10

license for the patent, they ought to be empowered to11

challenge certain claims.  They ought to have a real tool12

where they can say, listen, maybe not everything about13

this patent is valid and we want to be able to14

effectively challenge whole or parts or all the claims.15

        I completely agree with what Dr. Linck said,16

which is the estoppel provision is the reason why the17

re-exam is just totally useless, and I think that what18

we've seen so far proves that, and the empirical data19

that I've got from talking to Mr. Kunin in the patent office20

certainly suggests that what we have is basically21

nonworking re-exam policy.22

        I do think that the time limitations that exist23

in oppositions can be problematic.  I mean, having any24

kind of one-year or two-year limit can be problematic.25
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There are a couple of other things that are problematic.1

The second thing is that there should be some sort of2

isolation between the initial grant decision and between3

the people who are decision makers further down.4

        We recognize that there are serious issues often5

referred to by behavioral economists as cognitive dissonance, 6

which is once you're committed to a particular outcome, then7

you're going to want to justify the same outcome over8

and over again.  So you really need to have certain kinds9

of barriers put in so that the person who was reviewing10

it, whether it's an administrative opposition judge or11

some other kind of judge, is not in any way committed to12

the previous decision.13

        The third point related to oppositions and14

re-exams is that if we decide to follow what other15

countries are doing or at least rely on what other16

countries are doing in oppositions, we have to be really17

careful because I am uncomfortable with the current18

status of European oppositions where there's very little19

opportunity for judicial review of a lot of these20

oppositions.21

        The appeal board is a very limited thing, as22

everyone who sort of has done this knows, if you23

participated in, and there's very little judicial review24

of EPO oppositions.  And I think I would like us to25
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preserve a lot of these opportunities to review these1

options in court.2

        MS. GREENE:  Well, you've both put lots more on3

the table, and to sort of flag things that are of4

particular interest to us are:  what are the competitive5

consequences of the system, both as they exist, as they6

are proposed in terms of reform?7

        And you've all sort of introduced ideas of8

broadening the topics that would be available for9

consideration.  You've also mentioned questions of10

changing time limitations and also questions of who the11

decision makers are, so with that, let me just12

continue.13

        Todd?14

        MR. DICKINSON:  Well, I think the answer to the15

competitive question is that by the kinds of16

enhancements to the re-exam system, and I'll include17

opposition in that too in the general topic, you will18

provide the opportunity I think very much more19

efficiently and effectively for competitors to interact20

with that process than they can now.21

        So you will, I presume, if you improve the 22

re-examine/opposition system, you'll improve competition 23

because there will be a mechanism available to improve 24

also the quality of patents that issue, which is, I think 25
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also by extension, obviously a very good thing.1

        A couple of points.  What's the break on that2

now?  That seems like such a no brainer, and we'll3

probably get a generalized agreement around the table4

here, I'm almost certain, that enhancing that system,5

improving that system is a good thing.6

        There's actually a very strong political wind7

that blows against that.  When various of the8

enhancements and improvements that Nancy was speaking to9

were before Congress, several Congresses in a row10

recently, it was a very strong movement against that,11

particularly from the independent inventor community,12

and I think it's important to understand why that was13

there.14

        They are very concerned -- and I'm very close to15

that community -- that that system, whatever the system is, 16

will be used by large entities to basically impede their 17

ability to use their patents.  They'll be tied up, there 18

will be abuses, and they won't be able to effectively 19

fight that.20

        I don't think we need to debate, though it would 21

be interesting, a lot of the nuances of these various proposals 22

today, but I think whatever system for enhancements proposed 23

needs to account for that particular issue, and some of them 24

do.25
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        Also, with all due respect to my friends in that1

community, there are among them those who would like to2

be able to have that piece of paper in their hand and3

say to that big company, you want to prove this is4

invalid, fine, spend $5 million and sue me.  I don't5

want to have the ability for that big company, or my6

small competitor, to go into the office and spend $50,0007

on their party's re-exam.  They would like a higher8

barrier to entry, and that is perhaps a natural thing.  But, 9

that doesn't mean it's a good thing.  And I think the10

opportunity for, again, improving the re-exam/opposition 11

system is very important to encouraging the quality of 12

patents and important to encouraging competition.13

        Again another thing about re-exam that's14

important to remember, some folks think the re-exam15

system is the mechanism by which we can overturn bad16

patents.  The statistics, I think I've got them right,17

on only a very small minority of re-exams are all claims18

cancelled.  I think it's something in the order of 1019

percent.20

        Mostly what the re-exam system provides for is21

the ability to refine and narrow issued patents down,22

which is probably something that needs to be23

acknowledged.24

        There are also some other options that should25
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perhaps be considered.  One judge on the CAFC, Judge1

Newman, has proposed that, as a counterweight to2

litigation, we move to something similar to the Japanese3

system where, if validity is an issue, and in almost4

every case validity and infringement are issues, but the5

validity piece of that litigation should come back to6

the patent office and that the validity should be7

determined in the office first before the Federal Courts8

deal with that issue.9

        Now, that's controversial I think in some ways10

because people say, well, the office has not necessarily11

proven itself capable of doing a lot of things, so why12

should we have such an important thing now be in the13

office?14

        I think that can be addressed, again, through15

resources, through trained judges.  We have plenty of16

examples where administrative judges take testimony,17

hear evidence and make those kind of decisions every day18

in other agencies.  I think they could do it in this19

case too potentially.20

        We need to really start -- I would certainly21

disagree with Nancy -- we need to expand the grounds for22

re-examination.  That is its own political challenge.  I23

tried to get a rule in, a very simple modification of24

the rule, that would allow a commissioner to order25
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re-exam, director to order re-exam because they can order1

them too, to be able to do it on 112 grounds, to clean2

up the stick patent and this patent or that patent are3

embarrassing frankly.4

        One particular congressman, very nice guy, said,5

no way are we going to do that.  So there's a political6

will that runs against that kind of thing.7

        One other solution which is often proposed is8

perhaps having the presumption of validity not kick in9

until some year in the future, similar to the trademark10

system where it doesn't become incontestable until after11

five years, that you might start with no presumption and12

then put in a presumption over time.13

        Just some comments.14

        MS. GREENE:  Jonathan?15

        MR. LEVIN:  First I'll just say that I agree16

very much with what Jay and Todd said about the positive17

effects as it relates to disclosure, that having some18

kind of expanded opposition system or re-examination19

seems to allow parties who really do have precisely the 20

right motivation to bring forth prior art, to do so in 21

an expedited way.  So that seems like a very good market- 22

based approach to the production of information or knowledge 23

to enhance the patent office.24

        I've done some research on patent oppositions over 25
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the last year, and one of the things that has come out of 1

that research was that to capture significant economic 2

welfare gains from an opposition system, it's really 3

important to keep the costs low.  And it's quite intuitive 4

why that would be the case because, first of all, if the 5

costs are high, people won't use them, and if the costs 6

are sort of low enough that people will use them but still 7

high, you're just going to be creating a lot of new 8

oppositions that are going to lead to a lot of new costs.9

        You should think about the costs broadly in the10

sort of broadest economic sense of cost, not just the actual11

financial costs of going through the process, but the12

delay costs and the sort of dragging out of hearings.13

For example, the European system -- their current system,14

it takes quite a long time to get through the opposition15

process, about three years on average.  So we might be16

weary of introducing that opposition system in the U.S.17

that would introduce that kind of delay into the18

application system.19

        It strikes me that a lot of the specific20

proposals that Todd was maybe talking about that are in21

the Strategic Plan have to do with precisely this22

trade-off of keeping costs down versus providing a more23

thorough system.  So I'm interested to hear what a lot of24

you have to say who have had more hands-on experience25
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with this, some of the specific proposals, in particular1

things like:  what are the grounds for opposition?  Is it 2

anything relating to validity, or just some of the validity 3

issue, things you can challenge validity on?  How many 4

hearings should you have?  Should there be appeals?  How 5

much discovery should there be?  And all these things seem 6

to come down to this trade off between, do we want a very 7

thorough process or do we want one that's really expedited 8

and quite cheap?9

        The last thing, just to follow-up on Nancy and10

Jay's point about putting a limit on the length of time,11

and I'll just mention one reason why it might make sense12

to have a limited length of time, although I'm not sure13

that I think this is a compelling reason to limit the14

length of time, which is that if you do have a deadline,15

although some firms might miss the deadline to file an16

opposition and then sort of miss their window of17

opportunity, you then do provide a strong motivation for18

firms that are aware of the patent, and I know they want19

to launch an opposition, to do it soon.20

        Then you capture one of the main benefits,21

economic benefits, of the opposition which is to resolve22

uncertainties sooner and clarify emerging areas of23

technology where standards of patentability and exactly24

what's patentable or not is unclear.  So that would be25
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one potential argument in favor of a time limit on an1

opposition system.2

        MS. GREENE:  Steve?3

        MR. MERRILL:  Well, first of all, a point of4

information to anyone that's of interest.  The academy5

project that I direct has commissioned I think the first6

serious comparison of re-examination in the United States7

and opposition in Europe with a great deal of empirical8

data, so it's available on our web site.  It's not in9

final form, but it's close to final, so if anyone is10

interested, I would be happy to give the reference to11

it.  It was done by a group at Berkeley and one in Munich.12

        It, among other things, shows that the European13

opposition system has not been subject to the fears or14

concerns of the independent inventor community in the15

United States.  Now, I don't necessarily think that's16

going to be convincing to them, but it does show that17

small entities have fared as well as large entities in18

European oppositions.19

        However, one very significant problem with20

European oppositions has been the length of time it21

takes, and there appear to be no firm and hard time22

limits in any of the process of European opposition, and23

if they're going to take as long as Jonathan implied, if24

they're going to take as long as litigation would, then25
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the costs mount and the savings, in terms of early1

resolution, is not achieved.2

        I'm not sure we can't solve that problem in3

designing an American system.4

        I would like, however, to take Hillary's point5

early in the day and say that we can ask each other6

questions because I would like to press Nancy, and7

perhaps others, a little bit on their preference for8

enhanced re-examination versus opposition.9

        I can understand a political argument, political10

feasibility argument.  I can understand a practical11

argument of absorbing and testing modifications before12

jumping to a more ambitious system, but I have a little13

trouble understanding the arguments on the merits, and14

particularly the argument that most of the problem with15

patents is in the prior art, and the suggestion that the16

PTO is most capable of dealing with prior art questions17

rather than other elements of examination.18

        And the third question I would like to press her19

on is whether it's unthinkable to have an open-ended, in20

terms of time limit, opposition system?21

        DR. LINCK:  That was a lot of questions.  Let's22

see what I can do.  You may have to prompt me from time23

to time.24

        I think you asked first about enhanced re-exam25
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versus opposition, and I don't have strong feelings one1

way or the other.  I want to see a procedure that's2

going to be valuable soon.  That troubles me about the3

opposition.  We first introduced re-examination4

legislation more than ten years ago, and we don't have5

all of the pieces yet.6

        I want to see a system that's quite inexpensive7

and is fast.  And I didn't mean to say the office doesn't8

handle other issues, they do handle 112 issues quite9

well.  However, I'm concerned that issues like 112,10

issues like best mode, Rule 56 -- what are the others11

they're looking at? -- those typically are not issues that12

patents are held unvalid over.  There are the rare cases13

where that happens, but it's primarily prior art, obviousness 14

and novelty are the main issues.15

        For my purposes, I wouldn't care if you added16

112 issues to re-examination.  I would hate to see it go17

any further because the more issues you put in, the less18

likely you're going to get the procedure taken care of19

in a fast or timely, economically -- what's the word20

I'm looking for, help -- feasible, thank you, time21

span.22

        I don't see any problem with having both the23

re-examination system that we will have if we can get rid24

of the estoppel piece, and also have an opposition system25
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that is limited in time.  I don't see a problem with1

permitting an open-ended challenge based on prior art.2

        There's a lot of resistance to an opposition3

system that would be permitted indefinitely.  I think I4

would be very surprised to see that kind of a system be5

put into place.  I would be surprised to see an6

opposition system be put into place very quickly.  So7

it's not really opposition to an opposition system.8

        I don't think I've gotten all of your questions.9

        MR. MERRILL:  No.  On the length of time issue,10

I understand it's not likely, but is it objectionable on11

the merits to think of an opposition system that's12

open-ended for the life of the patent?13

        MR. KUSHAN:  I'm chomping at the bit.14

        DR. LINCK:  Jeff is anxious to answer that15

question, so why don't we let him answer that.  I am16

concerned a little bit about the burden on the office of17

an opposition system.  While I know that the interference18

ALJs feel they can turn the interference group into a19

post-grant opposition group, we spend a lot of money on20

interferences right now.21

        It's a very small piece of the action over in22

the Patent and Trademark Office, and do we want to shift23

that heavy burden on the system to oppositions?  Now,24

perhaps we can make it pay for itself through fees25
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imposed on third parties, but again, if it gets too1

expensive, then third parties are going to want to go2

into court.  So I think you have to balance those costs.3

        MR. DICKINSON:  Interpartes re-exam right now,4

with bills and statute that put it into place required that 5

the fees be set to equate to the costs, and that's why 6

you have an 8,000 dollar initial filing fee for a7

third-party interpartes re-exam.  I think you're exactly8

right about that.  I think you have to watch that cost.9

        DR. LINCK:  That may deter people from using10

it.11

        MR. DICKINSON:  I think that's what they12

contemplated when they put that provision in the bill.13

        DR. LINCK:  Before I turn it over to Jeff, let14

me make one comment on a statistic that was raised, and15

I've heard it raised over and over again at these16

meetings, and that is how little the interpartes17

re-examination system has been used, and I do think18

there's problems with it, a lot less today than there19

was initially, but you've got to bear in mind that the20

only patents that could be put into interpartes21

re-examination were patents that were filed after22

November 1999.23

        If it takes three years to examine the24

application in the first place, they would not have even25
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issued until 2002, so all of the re-exams would have had1

to have been roughly after 2002.  So it's not surprising2

that we see a very small number, and I think that3

statistic has been relied on heavily.4

        MR. DICKINSON:  Budgeted for 150 per year.5

        DR. LINCK:  Starting in?6

        MR. DICKINSON:  Full speed when we get five7

years out, three years out.8

        MS. GREENE:  Jeff?9

        MR. KUSHAN:  I'm going to answer one thing, and10

if I can, I would like to kind of go back a bit.  If you11

look at the different issues that could be raised in a12

post-grant challenge, some issues are going to be13

granted upon a fairly stable challenge basis, i.e., prior14

art.  A piece of prior art ten years after the grant of15

a patent is going to say pretty much the same thing it16

said at the date of the grant of the patent.17

        So a system which says, compare the claims to18

this piece of objective art, is essentially a fair thing19

to do at any point during the life of the patent when you20

go to issues which are not so simple like 112 issues, 21

like utility --22

        MS. GREENE:  Lack of simplicity is because it's23

not documentary?24

        MR. KUSHAN:  Well, it's not documentary, but the25
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things that existed, the perception that people had as1

to what was enabled in 1980 are vastly different from2

what would be enabled in 2000.  So 15 years after the3

patent grant, everything's changed as to the thing that4

you're measuring, and so I think it's fundamentally5

unfair to have an open-ended process for these variable6

factors of patentability.7

        So it makes sense for those issues like 112,8

other than, best mode -- hopefully we'll get rid of best9

mode altogether -- but best mode should not be part of any10

type of post-grant challenge procedure.  The 112 written11

description and enablement issues, fairly speaking,12

should be open for a few years after the patent grant13

for review.14

        If they're going to be a basis for killing the15

patent, then I think it's fairer to the patent owner, in16

particular, to have those issues go into a litigation17

environment where there's really a fair vetting of the18

evidence and the potential and challenge option for19

measuring witnesses and testimony and things of that20

nature.  So as far as over time, those issues are going21

to become less appropriate for the PTO to take up.22

        Now, kind of backing up, I've always envisioned23

a post-grant challenge to be a beneficial thing if it24

taps what the PTO does well, or should I say does better25
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than juries in courts could do.  And in that sense, you1

kind of look at the things that PTO examiners do very2

well or the PTO knows how to do well, that's not the3

entire scope of issues that are relevant in a patent4

case.  All these issues -- unenforceability, certainly 5

not, subjective inquires on best mode, PTO doesn't check 6

best mode unless it's so blatant that you can't miss it, 7

so best mode shouldn't be in there, Rule 56, why would 8

you even -- I mean, these are things which the PTO --9

are not mainstream examiner issues.  Obviousness, 10

novelty, written description, enablement, that's what 11

you should have post-grant.12

        I'm not all together a fan of utility because13

utility ultimately is a yes/no question, and most of the14

utility issues that are going to be impacting on the15

claim scope are going to be properly raised under 112.16

        MR. DICKINSON:  You have your bio hat on when17

you say that.18

        MR. KUSHAN:  Yes, I do.19

        DR. LINCK:  Besides if it's not useful, it20

doesn't have any value anyway.21

        MR. KUSHAN:  Right.  Just in terms of hitting22

the mainstream issues that are going to deliver some23

benefit, I think you have to focus the challenge24

procedure on those four main issues.25
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        Now, going into the opposition versus re-exam1

camp, I think the experience we've had in getting2

diversion out of the PTO makes me very weary of setting3

up a resource intensive procedure that would require a4

lot of resources to run fairly and to keep everybody's5

interest protected in the PTO net, so I know that's not6

a --7

        MR. LEVIN:  Could you just clarify the8

distinction between opposition and re-exam?  What exactly 9

are you distinguishing between?10

        MR. KUSHAN:  Let's kind of go to what's on the11

table, which is the PTO's proposed establishing12

essentially an opposition unit where you will have13

procedures for challenging patents that have -- like an14

interference judge running a litigation like procedure,15

meaning that they will take oral testimony, they will16

hear witnesses, they will allow discovery, they will do 17

this whole kind of full type of evidentiary inquiries that 18

you would have in a court, almost full, but basically run 19

it like you would have in front of a judge.20

        MR. LEVIN:  So you mean the distinction as in21

the Strategic Plan?22

        MR. KUSHAN:  Right, and the re-exam, in contrast,23

is where you don't have that full range of things.  It's24

documentary.  Basically, you don't have oral hearings, you 25
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don't get discovery; it's things you write down on1

paper.2

        MR. LEVIN:  Thanks for clarifying.3

        MR. KUSHAN:  In fairness, I think everybody4

would love to have a real post-grant/opposition5

challenge procedure where you could have a very vigorous6

alternative to district courts.  That's, I think,7

ultimately going to be make-believe.  We'll never get8

the resources and all the other things worked out to9

make it really work that way.10

        And I think the experience of any companies in the11

European system, you become specialists in opposition12

proceedings.  If you're a famous company, a number of13

your patents that get challenged are out of proportion14

to what the commercial impact or the validity issues15

are, and it just becomes just a big drag on your ability16

to take your patent portfolio and use it fairly.17

        That goes to two points I'm going to close18

with.  One is, I think we always have to maintain some19

kind of a speed bump into the process, some sort of20

threshold inquiry that is objective that the PTO makes21

before you can start one of these proceedings.22

Otherwise, it is just fair game for harassment.23

        If I can just log anything into the PTO and that24

starts a proceeding, that is not what we need.  We don't25
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need that kind of procedure.  We need something where1

there's going to be a threshold inquiry, and after2

you've met that threshold for legitimacy for the3

proceeding, then you have a very vigorous proceeding.4

        MR. COHEN:  Are you thinking of something like a5

substantial issue of patentability or something else?6

        MR. KUSHAN:  I think you could take either that7

standard or using something that the PTO might be able to8

comprehend, like the prima facie standard for obviousness9

or some other standard like that, but that there would be,10

before the proceeding starts, a fair inquiry, and an11

objective inquiry by the offices to say you, all right,12

you met the threshold, let's start the proceeding.13

        MR. DICKINSON:  We do that 90 percent of the14

time -- a little over 90 percent of the time the office15

today finds a substantial new issue and grants16

patentability.17

        MR. KUSHAN:  So that kind of thing should be18

preserved, and it should be, because we need a little19

bit of a break on virtually anything coming in.  That's20

a competitive issue too, because you can have people21

harassing you constantly if you don't have that kind of22

threshold.23

        I think ultimately, like Nancy has said, and24

it's absolutely true, the way that they set the thing25
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up, the thing that came out of the legislative process,1

that became interpartes re-exam, and we still don't have2

the bill signed, so any day now it will be signed by the3

President, and then those two things will be fixed.  But4

the estoppel thing, it's just toxic.  Why risk it?  I5

think until that's fixed, you're just not going to see6

any assessment of the interpartes proceeding.7

        The 112 issues I think fairly should be put in8

there.  I think in a lot of the discussions I've been9

in, you need to put a time limit on it, maybe two to10

three years, and that would be a fair limit.11

        Finally, I think some of the criteria of12

patentability that are going to be based on subjective13

or oral testimony on sale bar issues, if you can't14

document the basis of invalidity, it may not be15

appropriate to throw that thing into the PTO if you're16

not going to make a full blown setting where you can17

cross-examine the witness who has given that testimony.18

        That goes to a trade-off we've got to make in the19

system.  If you want to have a system that has a fairly20

high throughput and it's fairly simple and fast, you're21

going to exclude the things that require evaluation of22

witness testimony and other types of discovery to happen23

inside the PTO.24

        If you're going to have procedures that have25
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those options available, discovery and oral witnesses,1

you're going to start to lose the distinction between2

litigation in a federal court and litigation before the3

PTO.  And so I get to the point where Nancy is, if you4

look at all these complex variables, the thing that5

seems to be the best thing to do now is to take the6

re-exam system, remove the estoppel effect, or make it a7

natural estoppel -- what you get just by saying things to8

an agency and then going into court and trying to say9

something different -- but take that, fix it, give it 11210

authority and get that thing through.11

        Then if we see the extra 180 million dollars12

that we need to run an opposition unit coming out of the13

Congress, and this is where I'll put on my cynical hat,14

if we get that out of the Justice Department, if we take15

it away from embassy security and we get that $18016

million instead of them, then we can think about funding17

a real opposition group.18

        Let's be practical, we're stuck in Commerce,19

State, Justice, Appropriations, we're stuck in their20

camp.  If we get the money, they don't.  So that's not21

insignificant as far as a political burden.22

        MS. GREENE:  Thank you.  Jim?23

        MR. GAMBRELL:  I have two or three comments.24

They're fairly short.  I think we're talking about25
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oppositions and re-examinations to the point where1

they're going to be more expensive than litigation, and2

they're not going to solve half the problems that are3

needed to be solved in terms of ultimately deciding4

whether the patent is valid, infringed, not inequitably5

obtained and their damages awarded and so forth.6

        I think if we're going to be cosmetic, I'm7

seriously of the view that re-examination is an expensive8

tool which does not work very well, and we might just as9

well leave it to the courts.10

        What it does more than anything else is allows a11

patentee to have two opportunities to refine the scope12

of his claims, and as a result, he will not lose them in13

litigation since he has revived them.  He's had another14

office action, as it were, another chance to amend them15

and strengthen them and all to the disadvantage of16

requiring him to be careful the first time, to be sure17

they cover only what he has claimed and what he can18

support.19

        The biggest question, it seems to me a problem20

here, is that we don't have disclosure as to what21

happens in litigation.  The tendency of all courts to22

put secrecy orders on the results of litigation so that23

the public doesn't have the benefit of knowing what24

happened really and what documents were available and so25
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forth, makes a re-examination or an opposition beneficial1

in a way because it says at least it will then become a2

public document, and the public can have the opportunity3

to see what went on in the contest between the parties.4

        Now, when you get into litigation, there's a5

secrecy order put on.  The protective order continues6

past the litigation, and persons who are potentially7

interested in knowing what happened in that litigation8

and what the limitations and so forth were, are faced9

with a blank wall because they can't obtain the10

documents because all the parties want to put it under11

seal.12

        Even if they settle the litigation, they all put13

it under seal, and the court that has the temerity to14

suggest that it ought to be a public record is promptly15

criticized, at least usually by both parties, and yet16

the public needs to know what went on in those17

litigations.  And the burden ought to be on the litigant,18

once he files a lawsuit, that he has to recognize that19

what he is putting before the court is going to be put20

before the public ultimately, and if he's not willing to21

do that, then maybe he shouldn't bring the lawsuit in22

the first place.23

        There's far too much secrecy in what goes on,24

and it doesn't benefit the public, and one advantage of25
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a re-examination and opposition proceeding is that it1

would be more public, just like a reissue proceeding, so2

that everybody has an opportunity to see what the3

arguments were and what's presented and how it's4

presented and what art is available.5

        I think the re-examination is going to be a6

mistake.  I think the biggest problem we have is to try7

to bolster disclosures of what happens in litigation,8

and I think most of these proposals are going to create9

a lot of expense, and they're not going to cut down,10

overall, on the expense of litigation.11

        What we need to do is -- the litigation is perhaps12

inefficient, but it discloses all the facts, and it gets13

to the ultimate question of validity, 112, best mode and14

everything else in the context of opposition, and by a15

defendant who is trying to bring out the best evidence,16

that's the best way to test a patent.17

        I think most of these are superficial efforts to18

make the public feel that we're doing something useful,19

when it will turn out that that's really not very20

helpful.21

        MS. GREENE:  Mel?22

        MR. GARNER:  One of the things I can say that23

will save a little bit of time is that I agree almost24

totally with Jeff as to the scope of what should go on25
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in a re-examination.1

        I just want to make a couple of points about2

additional benefits.  I think that if you have a3

re-examination process which is essentially limited to4

those subject matters, it will more often be done by5

typical prosecution counsel, both outside and in-house6

counsel, and quite frankly they cost less than7

sophisticated trial counsel.8

        To the extent you migrate the process into an9

opposition that looks very much like a litigation,10

you're going to bring in litigators.  You're going to11

bring in the top gun litigators to do this, and it's12

going to cost just as much as a litigation.  I've seen13

it similarly in arbitrations, where arbitration is14

supposed to save you money, but when you bring the15

litigators in, it costs just as much as regular16

litigation.17

        The other thing is that the trier of fact will18

be better.  If you have a re-exam being conducted by19

examiners in the patent office as the judges, they20

already have a technical background.  They already have21

experience in exactly this field, and the issues will be22

refined.  You don't have to teach them the technology23

the way you would a judge or a jury.  You would simply24

get right to the issues, and it's likely that the25
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process will be faster.1

        I had some experience with a European2

opposition.  In my case, I'm not sure this is a rule,3

most of it was documentary.  It was references that were4

cited.  Yes, there was an oral hearing, but it was not5

something that required a sophisticated counsel.6

        Essentially you made a short presentation, you7

answered questions from the judges, and that was it.  We8

actually went up on appeal, and it was a similar kind of9

process.  One thing that was amazing to me was that the10

decisions were rendered from the bench.  They would go11

away for a half hour and come back and tell you what the12

decision was.  And in my case, they had decided that the 13

claims were too broad, and they allowed us to sit there 14

and amend our claims and present them to them, and they 15

went back behind closed doors and came back and said, 16

yeah, those are okay, and it got through.  So it was  17

a very efficient process when we actually got there, but 18

the whole process took three years.19

        One item where I do disagree with Jeff and with20

Nancy is the estoppel issue.  I think that once you have21

started this process, you have established that you have22

a right to be there, and if you get a decision on the23

merits, be it from the examiner, that estoppel ought to24

kick in.  If you don't do that, you can game the system.25
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        MR. KUSHAN:  That's what we agree with.  The1

issues that are actually presented and addressed in the2

proceeding obviously should create and will create an3

estoppel.  I think the concern has been raised or could4

have raised as the standard, and there are a lot of5

issues that you will elect not to present to the PTO6

because you know that they will require some explanation7

beyond what's in the reference.  And so that's the line8

we were drawing.9

        MR. GARNER:  I think if the estoppel applies to10

the kind of subject maybe that Jeff has limited, then11

that would be fine, and you should be able to withdraw12

your re-examination request up to the point where someone13

comes down with a decision.  But, if it's limited to those14

issues which are fairly being contested and you get a15

decision, then either you appeal or you take the16

estoppel.  That's my view.17

        MS. GREENE:  Let's just run through the people18

that are left very, very quickly because this will cut19

into the lunch time that you all have.  I don't know.20

Does that count or not?21

        Bhaskar?22

        MR. BHASKAR:  I've been hearing a lot of23

discussions about patents processing in the patent24

office, and it seems to me that the question of what is25
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a good patent is open.  To my way of thinking a good1

patent application is not necessarily a good patent.2

        Speedy resolution of a patent through the patent3

office is not necessarily the public purpose.  I do not4

know whether the public purpose is to maximize the5

number of patents, minimize the number of patents or6

something else all together.7

        It seems to me that, in the rush to bring8

economics into the patent office and to the9

consideration of patents, what I think we're missing is10

that it's a public purpose, and the public purpose is to11

promote innovation in a certain way and to perhaps get12

involved with the transfer of wealth or the creation of13

wealth of a new species.14

        Somehow or the other, I'm just completely15

puzzled at the distinction between patents and patent16

applications.  I mean, I do not believe that somebody17

who applies for a patent is a customer of the patent18

office.  I do not believe that a discussion about patent19

policy can proceed atomistically patent by patent.20

        I think we have to decide what things are we21

going to patent and what things are going to be part of22

the patent board.  I cannot imagine any organization in23

the world, public or private, that has the kind of24

throughput that the patent office has, and then we say25
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it's not doing its job, it's not possible.  I do not know.  1

I mean, the Indian trains I think have probably as much 2

throughput.  That's the level we're talking about, and I 3

think unless we deal with this at this managerial level 4

first by saying, look, we are going to exclude some 5

things out -- wheelbarrow patents now are things that 6

we can safely leave to the private sector -- that sort of 7

thing it seems to me unless we can think about that really8

fundamentally, it seems to me many other discussions may9

be moot.  I just don't see the point.10

        MS. GREENE:  Bob?11

        MR. TAYLOR:  Let me address a couple of remarks12

that Jim Gambrell and Mel made a few minutes ago.  It's13

important to recognize that the decision of a company to14

start a re-examination proceeding, in the past under the15

old law, under the current law and going forward, will16

always be a strategic decision, and it will often have17

its roots in how the lawyers for a potential defendant,18

a challenger, view the likelihood of improving their lot19

by going that route or improving their lot by staying20

in court.21

        That decision gets made all the time today.22

Very rarely does a defendant start a lengthy patent23

litigation or even enter into serious discussions about24

licensing a key patent without asking the question:  am I25
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better off by going to the patent office and starting a1

re-examination proceeding?2

        The reason the system isn't used more today than3

it is I suspect is going to hold true, even if you make4

changes regarding the estoppel effect.  There is an5

estoppel effect when you start a re-examination6

proceeding because you've taken a step to challenge the7

bona fides of a patent, and whatever the particular8

legal rules are, it carries a factual implication that9

is unique to the defendant.10

        So defendants perceive there to be an estoppel11

effect, and unless you actually enacted a law that said12

that is inadmissible into evidence, somehow it's going13

to get before the judge or before the trier of fact, so14

that effect is there no matter what the statute might15

say or no matter what the rules of the patent office16

might say.17

        There's another aspect of this too.  There are18

factual tensions between the position that a patent19

owner will take with respect to defending against a20

claim of obviousness and defending against a claim of21

enablement or best mode.  In both cases they're being22

forced to take a position with respect to what others of23

ordinary skill at the time the patent application was24

filed might have known or been able to do or would have25
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construed to be inherent in a particular description.1

        Yet in one case it's the patent owner wants to2

argue that people of ordinary skill didn't know,3

wouldn't have seen something, and in the other case the4

patent owner will want to argue exactly the reverse, and5

trial lawyers know that.6

        So the decision to separate validity, and7

particularly obviousness, and hand that over to the8

patent office and retain some of the other validity9

issues, has implications for the way in which you prepare10

cases for trial, and those are very hard to get rid of.11

        In Section 112 issues, some of the Section 11212

issues are easily dealt with on the objective facts that13

would be in front of the patent office or can be found14

in the file history.  Whether, for example, there is a15

written description, it's not likely to be one that16

requires references to the files of the patent17

applicant.18

        But, enablement, for example, there are many19

situations, I've been in several cases within the last20

four or five years in which the patent applicant, after21

filing the patent application, continued to experiment22

with the technology.  Those are private experiments23

conducted very secretly, yet they had enormous relevance to24

the question of whether that patent was enabling of the25
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scope of the patent claims that the patent office1

ultimately issued.  And to get to that kind of information, 2

I just don't see that happening in the context of a patent 3

office proceeding.  I may be completely wrong about that, 4

but my perception is that that's not going to happen.5

        Jim talks about the confidentiality rules.6

There is indeed a confidentiality fight that goes on7

today at the beginning of almost every piece of patent8

litigation.  The person who is relinquishing sensitive9

technology to the litigation process wants in place a10

vigorous protective order that will prevent competitors11

from having access to their most sensitive and latest12

information on research.13

        You won't want the other side, frequently the14

engineers and even the in-house lawyers for the other15

side, having access to that.  And litigants are going to16

continue to fight about that, and if the patent office17

intends to get into those kind of issues with respect to18

either or both parties in an interpartes kind of19

proceeding, I think it's going to have to take some20

steps to protect the confidentiality of the21

information.22

        The ITC routinely -- on the day that an ITC case23

is filed, a protective order is issued, and the24

information disclosed to that agency is protected very25
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carefully.1

        MS. GREENE:  Thank you.2

        MR. DICKINSON:  Can I ask my partner a quick3

question following up?4

        MS. GREENE:  I don't know what quick means.5

        MR. DICKINSON:  The interpartes re-exam provided6

for something which has happened occasionally in7

litigation, namely that the district court judge can8

stay of the litigation and refer the patent back to the9

office for re-examination.10

        How do you feel about being able to do that,11

encouraging the district courts to doing that more than12

they're doing it now?13

        MR. TAYLOR:  There are a number of mechanisms14

the district courts have used and can use to deal with15

some of the complex, technical issues that come up in16

patent cases.  That's one.  There will certainly be17

circumstances where that would be a useful thing for the18

judge to do, as long as what's being referred to the19

patent office is a fully framed issue.20

        But, it often happens that this comes up in the21

context of a case where there's ongoing discovery, where22

new prior art is constantly being searched for and23

occasionally being developed, where there's continuing24

discovery into enablement issues.25
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        I think there are other probably more effective1

mechanisms than just stopping a piece of litigation cold2

and asking the patent office to take a second look at3

something, unless it's a very specific question.4

        MS. GREENE:  Now, we're actually starting to5

bleed into the subjects for this afternoon which6

includes litigation, so what I'm going to do is just7

take down Steve and Jay, and then you all will get to8

start off when we return at two o'clock.  Fair enough?9

          (Whereupon, a lunch recess was taken at 12:4510

p.m.)11
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                    AFTERNOON SESSION1

                   (Resumed at 2:00 p.m.)2

        MS. GREENE:  Thank you all for joining us again,3

and we have two additional participants in the4

afternoon.  We have Brian Kahin, who is the Director for5

the Center for Information Policy at the University of6

Maryland and a Visiting Professor in the College of7

Information Studies with appointments also in the School8

of Public Affairs, and the R. H. Smith School of9

Business, and he's currently conducting research on10

economic and social implications of information11

technology, and among his prior posts, was as a Senior12

Policy Analyst at the White House Office of Science and13

Technology Policy in the late 1990s.14

        We also are being joined by Jay Thomas, and he15

is a Professor at Georgetown Law Center, a patent16

professor who has published numerous articles on17

intellectual property law, including in Boston College,18

Illinois and UCLA law reviews most recently, and he also19

has his very own text case book, right?  "The World20

According to Jay," and he also served as a law clerk to21

Chief Judge Helen Nies of the Federal Circuit.22

        We were discussing this morning the sort of23

broad question of patent quality and then specifically24

within the context of access to prior art and re-exam/post-25
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grant review.  We had two more folks that wanted to1

make points, and they both swore to me they wrote them2

down and can make them now.3

        Let's start off with Jay.  I know we're picking4

up sort of cold.5

        (Discussion off the record.)6

        MR. KESAN:  This comment was animated by several7

points that were made by various people.  It's really8

important to decide, a priori, what is the purpose of a 9

revocation system, and I've used the word revocation as an 10

umbrella term for re-exam, opposition, all those things.11

        If the purpose of a revocation system is to12

improve examination and to fix errors and to better13

inform the patent office so that you end up with patents14

that are commensurate with innovation, then that15

automatically means that you have one kind of revocation16

system.17

        If you're sort of on the other extreme, if you're18

looking for an alternative to district court litigation19

or it's going to become a sort of an ITC type of model,20

I think, at least in my view, that doesn't make sense.  It21

doesn't make sense to have a whole lot of discovery22

hearings and so on, and you have to think about23

institutional competency.  And here it seems it makes sense 24

to me that you focus on 102, 103 issues, and even 112.  I'm 25
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not sure the patent office is the right forum to deal with 1

112 type issues.  If you're just dealing with pure prior 2

art type issues it makes sense to do that in a 3

revocation proceeding.4

        For some of the reasons that Professor Levin had5

commented, it does make a lot of sense to have a short6

time period, but not so short as in six months or a7

year, but perhaps a little bit longer than that, and one8

of the reasons for doing that is also to ensure that9

certainty is brought into the system.10

        In other words, you want to draw a clear line11

between acquisition and enforcement and you want to say,12

well, acquisition of the patent ride is over and the train 13

has left the station and there is certainty.  And in one of 14

the studies that was sponsored by Mr. Merrill in the Munich 15

group, one of the things they show is, one of the best 16

predictors of the value of a patent is that it has survived 17

the opposition process.18

        So it makes a lot of economic sense to signal to19

the marketplace and say, listen, this is a good patent,20

and so unnecessarily dragging on this process of opposition21

for several years and so on doesn't make a lot of sense.22

        I do want to just make one small clarification.23

In Japan they started out -- they did have a process where24

they sent the validity decisions to the PTO or the JPO25
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rather, but now they actually have validity1

determinations that can be made by the courts there now,2

and actually the number of filings in the court have3

increased.4

        I spent some time this last summer at the JPO,5

and they told me that they are thinking of collapsing6

their process.  Basically they had a process where they7

had an invalidation trial, and they had an opposition,8

and they were both a nullity proceeding and a9

invalidation, and they want to collapse both the10

processes and have one opposition for a fixed period of11

time and then have subsequent proceedings in the courts.12

        MS. GREENE:  Thank you.  Steve?13

        MR. MERRILL:  Just a footnote to the re-exam/14

opposition discussion.  40 percent of re-exams are owner15

initiated, or patent holder initiated, which suggests16

that, at the least, that we need to retain a re-exam17

system, but it would also be interesting to know more18

about both motivation and results in those cases.19

        My understanding is that very few are revoked, but 20

a large number are amended, and so that in itself may be 21

a significant or not trivial quality control mechanism.22

        MS. GREENE:  Brian?23

        MR. KAHIN:  I would just like to say something24

since I did sit through the morning.25
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        MS. GREENE:  As penance.  No, kidding.  Thank1

you, Brian.2

        MR. KAHIN:  This is reward enough.3

        MS. GREENE:  It is a reward, thank you.  Of4

course.5

        MR. KAHIN:  I want to say I was struck by how6

process-focused the discussion was and that there was7

really no suggestion that we try to calibrate how big a8

problem do we have here.  And I want to pick up on9

testimony that the IPO presented back last spring in10

which they suggested that it would be worthwhile to track11

changes and the confidence level of specific industries12

in the validity of patents granted as indicated by poles13

conducted by the PTO or an independent organization.14

        That raises I think some very important issues.15

It may result in some information that, in fact,16

empirical economists already believe, that patents17

impact different industries very differently.  And, of18

course, this gets us into the problems of questions of19

fine tuning, but my own feeling about the quality20

problem is that it's a lot worse in software and21

business methods and it's probably pretty good in22

pharmaceuticals, and that's why Nancy Linck is pretty23

happy with things.24

        Then I also wanted to add, I was very intrigued25
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by Mel Garner's suggestion that the patent system has1

adapted to treat computer code and DNA code differently,2

and I think that's quite remarkable that the system has3

adapted to get ourselves out of our TRIPS obligations.4

        I'm all for that because I think the5

nondiscrimination provision in TRIPS which is, of course,6

nondiscrimination against technology, not people, is7

profoundly misguided because it discourages empirical8

understanding of how the patent system actually works.9

        MS. GREENE:  Anybody want to respond?  Yes,10

Mel?11

        MR. GARNER:  Thank you.  The way that the system12

adapted was not by ignoring TRIPS, but by looking at the13

underlying science.  Computer code was created by human14

beings to run in machines created by human beings, so we15

understand very well what a series of code is going to16

do in a particular machine.  That's why you don't have17

to put the code in your patent application because the18

patent office is smart enough to understand that.19

        When it comes to DNA, we didn't create it, and20

the thing it runs in we didn't create either, and the21

level of certainty about what's going to happen is very22

small, so in response the patent office makes you put in23

details about that DNA sequence to make up for the fact24

that people don't understand it.25
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        So what I'm saying is that the fact that the PTO1

understands the technology and the law allows them to2

make these kind of fine distinctions that is probably3

best made at that level, as opposed to some external4

source coming in and saying that we're going to treat5

all things differently in some particular way.6

        MS. GREENE:  Yes?7

        MR. DICKINSON:  A brief follow-up comment on8

what Brian said.  I have thought a lot about this and9

have spoken about it because it is one of the bigger10

tensions I think in the area, and I think a lot of what11

Brian said about the need to differentiate, or the12

possible need to differentiate among technologies, is a13

rationale discussion point.14

        The challenge I think, at the end of the day, is15

balancing that off with where you do draw those lines.  16

What is a software patent as opposed to a manufacturing17

process patent as opposed to something else?  How do you18

put them in the categories to get the differentiation?19

And I'm not sure anyone has come up with a particularly20

compelling way to do that yet necessarily.  That doesn't21

mean it can't be done.22

        How do you deal with the political issue in the23

United States, for example, that say someone becomes24

Chairman of the Senate Judiciary Committee who happens25
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to represent an area with a lot of pharmaceutical1

companies, and suddenly you have a strong push for2

longer protection for pharmaceutical patents than for3

anything else or vice-versa in software?4

        So I think there are challenges to doing it.5

That doesn't mean it should be off the table and free6

from discussion.7

        MS. GREENE:  Scott?8

        MR. CHAMBERS:  I was going to say that, yeah, I9

agree with Todd that it's almost impossible to draw lines10

in that you don't really understand where a particular11

invention is going to be developed until much later.  So12

drawing the lines has to be done at the time of filing,13

and this decision as to what its scope, is going to wait14

until it's actually been litigated.15

        I think that the reason there's a difference16

between the way the patent office treats software and17

the way the patent office treats sequences is that18

doesn't come down to some conscious choice by the Patent19

and Trademark Office.  Software is very difficult to20

search.  You can't search it very effectively, even if21

you have that particular code, because there are a lot22

of different ways you can do it, whereas when the office23

started to get into biotechnology, searching methods24

were available and they were pretty straightforward.25
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        So that's really the reason they see a1

difference there.  When you look at how a software2

patent is frequently claimed, what you find is it's3

claimed in a very functional manner.  You would have4

difficulty getting away with that if you were in the5

biotechnology area because it's easy to search, or6

straightforward to search for the sequence and you7

wouldn't find the examiner was willing to accept your8

ideas as to what the function was.9

        As a matter of fact, there is certainly some10

Supreme Court case law suggesting that functionality, at11

the point of novelty, is going to raise issues of12

written description.  So I'm not so sure that it was a13

conscious choice.14

        MS. GREENE:  Mel?15

        MR. GARNER:  Actually I disagree with that a16

little bit.  It's very easy to search functionality.17

You can do word searches through lots of patents.  A18

major part of my practice is the prosecution of software19

patents.  I get very good rejections with patents based20

on patents, sometimes based on non patent prior art,21

because the examiners can go into their databases and22

search the terms which are reflected in my claim because23

the claims are written functionally.24

        Just a little bit aside, I think the professor25
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from Harvard said things such as wheelbarrows shouldn't1

be patented, that they should essentially be left to2

their own devices.  Of course that's not the law, but I3

have a practical example.  I bought a snow shovel this4

past year, which you would say, well, shovels have been 5

around since the beginning of time, but this shovel has a 6

little curve in it, and it turns out because of that 7

little curve, you don't get a pain in your back.  So I 8

don't see that we should automatically eliminate any 9

kind of technology, as simple as it might seem, because 10

someone may just come up with a new innovation.  And what 11

we should really do is look to what the quality of the 12

innovation is, as opposed to what the subject matter is.13

        MR. DICKINSON:  I want to do one quick cute14

story I suppose.  I was accused once when I was in the15

office -- someone made a big to do about the fact that the16

patent office actually issued a patent on the wheel, and17

we went back and looked at that, and it turns out that18

about every week I think there are probably five to ten19

patents on new wheels that issued from the Patent and20

Trademark Office.21

        MS. GREENE:  Bhaskar, do you want to respond?22

Microphone.23

        MR. BHASKAR:  Of course.  Not to defend, I think24

I may be even familiar with the patent that you are25
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describing, and if I'm right, it actually may well1

belong to a friend of mine, and it's a patent -- as it2

happens the engineering of snow shovels is something 3

that I have discussed in great length, and4

you're right, there's a lot of scope for a novelty,5

including devices that would eliminate snow all6

together.7

        The thing is that what I do want to say is that8

it's not that there shouldn't be innovation or it's not that9

innovations about wheelbarrows shouldn't be protected or10

anything like that.  It is a question of what the public 11

purpose is.  I want to suggest that it's state of the art12

science, state of the art engineering that should be13

most relevant to the public purpose, and something else14

can make it through, of course, but the burden ought to15

be on science and technology and what the government is16

able to do, because the patent examiner is somebody who17

is implementing public policy and serving the public18

purpose.19

        I just want to say, of course subject matter20

determinations are very, very difficult, and yet I think21

we need to understand what portions of this we can22

really afford.  I mean, if an hour of patent examiner23

time costs $15 million, that's an interesting24

difficulty.  It's a constraint, and we ought to ask:  how25
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best do we use it, wheelbarrows or recombinant DNA? 1

        MS. GREENE:  Thank you.  Very quickly to Jeff2

and Brian, and then we're going to switch to our next3

topic.4

        MR. KUSHAN:  I can be very quick.  One of the5

things that always is difficult is everybody has these6

over generalized notions of what our patent system is7

supposed to do, and everybody loosely connects the8

patent system as a way of inducing innovation.9

        Well, if you kind of go through a bit more of10

this in a mechanistic way, what the patent system11

requires is disclosure.  Disclosure pushes information12

flows out into the sector, and you have the bank shot13

benefit of probably more innovation happening.14

        In the real world, people get patents so that15

they can get exclusivity in the market for their16

technology, and it boils down to a very simple thing:  17

can you exploit exclusivity to a commercial advantage?18

        If you can't, you're not going to waste money on19

a patent, and if the patent, for example, in the software20

area takes five years to get, and a lot of things have a21

cycle time of less than five years, you get a lot of22

frustrated inventors who can't use the patent system for23

that purpose.24

        But beautifully, in the system itself, if the25
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technology has been superseded and the patent is1

actually corresponding to the invention pretty well, if2

no one is using your patented technology, the fact that3

you have a thousand year term isn't going to make any4

difference because it's not being relevant.5

        That's where, at the end of the day, the desire6

many have to sit there as this grand puppeteer to tune7

every last aspect of the patent system and match some8

economic model is just pointless.  You make some bright9

lines; 20 years, everything can be patented, three10

basic tests, and let's hope that that basic set of rules11

produces what we want, which is information flowing into12

the public sector instead of being held as trade secret.13

Then, make sure that these rights that come out, which are14

the incidence of patents, are precise enough in terms of15

their relationship to the innovation, that you don't have16

distortions caused by too broad rights being handed to17

people who don't make that kind of contribution.18

        I tend to be infuriating to everybody in the19

patent economic business because I'm way too practical,20

but having lived through so many efforts to tweak little21

things, it's just so frustrating to get anything done in22

the grand scheme of business, that I try to think of how23

do we do the things that might have a better impact.24

        MR. DICKINSON:  That thousand year term, by the25
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way, is copyright, not patents.1

        MS. GREENE:  Brian?2

        MR. KAHIN:  Picking up on another item from this3

morning, but which sort of builds on what Jeff said as4

well, I have a lot of problems with this mythical notion5

that patents are actually transferring knowledge out6

into the public and away from trade secrets, and again I7

think this is something that varies from technology to8

technology.9

        I think it probably works fairly well in10

pharmaceuticals and probably works pretty miserably in11

software.  You heard Bradford Friedman testify the12

information that comes out of the system is so bad for13

software that you can't even use it for competitive14

intelligence, let alone informed technology.15

        Then looking at this very interesting 13 to 1516

million dollar an hour, I think that was your figure17

Jeff or Todd, what do you get for that?  If you put in18

an extra hour on average into the patents, how many bad19

patents do you knock out?  I would also suspect that20

varies considerably from industry to industry.21

        The depth of determinacy that you get in22

software because of the prior art issues we talked about23

is probably pretty great compared to pharmaceuticals.24

        MR. DICKINSON:  I'm not sure it's necessarily a25



134

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

matter of knocking out bad patents.  I think it's a1

matter of making the patent better.  I think you get a2

more comprehensive examination in the vast majority of3

those cases and presumably a narrow set of claims or a4

more artfully crafted set of claims at the end of the5

day, which is to the better, but I don't think you're6

really knocking out bad patents, but you're getting7

higher quality patents I think.8

        MR. KAHIN:  Well, you do both.9

        MR. DICKINSON:  That's true.10

        MS. GREENE:  Jon.11

        MR. LEVIN:  I want to follow-up on what Jeff12

said.  Actually I couldn't agree more with what you13

said.  I think that you're exactly right to say that the14

role where economic analysis comes into patent policy15

shouldn't necessarily be in trying to have an exact fine16

tune model of the chemical products industry and the17

biotechnology industry and then tailoring it to very18

specific decisions.19

        Economics doesn't do well, probably wouldn't do20

well there.  Where it does well is in thinking about the21

broad principle of what are the big trade-offs in length22

of patent term and the big trade-offs in how you set up23

some of these things, and I don't think we get any24

argument from most economists, or at least not from this25
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economist, on your point.1

        MR. DICKINSON:  But you're not an empirical2

economist.3

        MR. KAHIN:  I'm sometimes an empirical4

economist, so.....5

        MS. GREENE:  With regard to the role that6

economic analysis can play in terms of informing either7

the broader principles or specific applications,8

we're going to turn to that towards the end of the9

program, but now let's quickly jump in to the next topic,10

which is litigation.11

        In keeping with the approach that we've taken12

previously, I just want to throw out three facts and13

then have you all explain sort of what the practical14

effect of them is.  Also, there's lots of proposed15

changes to the system, et cetera, swirling around, and16

I'm just curious as to what you think about them,17

particularly in terms of what the competitive18

implications of the different changes would be.19

        The first one is one we talked about a fair20

amount this morning, which is a presumption of validity.21

        The second one is the clear and convincing22

evidence standard, and the third one is the treble23

damage award available for willful infringement.24

        Mel?25
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        MR. GARNER:  My view is that the standards are1

proper the way they are and the way the courts have2

enforced them.  With respect to the presumption of3

validity, that presumption is that the patent will be4

valid over those things that the patent office looked5

at.6

        If you come forward with prior art that was not7

previously considered, generally the courts say that the8

presumption all but disappears, so essentially the court9

is now going to make a determination because there's no10

presumption that the examiner would have allowed the11

claims had he known about this prior art, which is newly12

developed.13

        Also, because the patent office itself is the14

governmental agency which is sort of neutral and has15

determined that this patent should be allowed, for an16

interested third-party, the defendant, to come forward17

he should do more than show a preponderance.  He should18

show by clear evidence that the decision that was made19

by the patent office is incorrect.20

        The third thing which is the triple damages for21

willful infringement, that's left to the sound22

discretion of the trial judge who has heard all the23

evidence.  He doesn't have to automatically grant it, he 24

could make it zero.  And there should be some sort of25
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deterrent for those who would infringe a patent1

willfully without a good defense to keep them from doing2

that or keeping them from doing that in a situation3

where they don't have a good defense because otherwise,4

there's no reason for them to settle, because if they're5

going to have the same result whether they got a good6

defense or not, they might as well fight.  You never know, 7

you could be lucky.  The other side could have bad counsel 8

or something like that.  So I think all three of those 9

things are precisely where they should be.10

        MS. GREENE:  Jay?11

        MR. THOMAS:  I believe the presumption of12

validity is set too high based on what happens at the13

patent office.  The fact is the patent officer will14

resolve issues based on a preponderance standard.  Any15

applicant who presents an application to the office is16

presumed to be entitled to the application, and the17

examiner will attempt to overcome that presumption18

simply by a preponderance of the evidence.19

        There are very few standards that are weighed by20

an examiner that are not accomplished through the21

presumption, by again through a mere preponderance.22

There doesn't seem to be much reason to magically graft23

a higher civil standard of clear and convincing based on24

what examiners actually do.  That's also something25
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that's been done by the courts.  The statute does not1

speak to the appropriate burden of proof.2

        I guess I'm sort of torn on this because I think3

effectively we have to ask whether this is more than a 4

burden shifting mechanism.  If we have a presumption of 5

validity, is it really doing just anything more than shifting 6

the burden?7

        The burden is probably properly upon an accused8

infringer to unseat the patent.  The question is whether9

it really matters to courts or juries whether it's a10

mere preponderance or clear and convincing.11

        To the extent we think it matters, plainly it's12

set too high, because examiners aren't weighing these13

evidentiary matters on clear and convincing.  They're14

merely weighing it on preponderance.15

        As far as willful infringement damages, treble16

damages, my belief is that this should not be part of17

the patent law, and this is also mistaken policy, and18

the fact is, most accused infringers are going to pay19

more than they've earned because usually the patentee20

will have higher -- usually the profits, for example, of21

the generic drug company will be smaller than that of22

the brand name pharmaceutical because they usually will23

charge a lower price.24

        So the fact is that since they have to pay not25
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what they earned -- patent damages are not a discordant1

measure, they're a legal compensation -- they have to pay2

more in straight damages than they possibly have3

earned.4

        I think the in terrorem effect upon willful5

infringement and all the facts and circumstances,6

judgments made by trial courts, lead to an incredible7

amount of commercial uncertainty, and I believe the U.S.8

is isolated.  We simply stand alone on this.  There are9

no other major patent granting jurisdictions that award10

on -- damages, and it's a poor policy.11

        MR. COHEN:  Just to follow-up on that, in12

focusing on the effects of the willfulness possibility,13

do you find that it impedes the efforts of firms in14

their planning to avoid running into patent mines?  Do15

you find that it impedes the ability of firms to profit16

from the disclosures that patents are supposed to be17

generating?18

        MR. THOMAS:  I can only convey to you what I've19

heard, but taking industry at its word, a lot of20

people, particularly in software, say that we simply21

don't consult patents because we're fearful of enhanced22

liability, which would of course cut down the23

information disclosure functions.24

        Others are scared off of launching products.25
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For example, we have a Hatch-Waxman Act with a 30-month FDA1

exclusivity period, and of course that's been subject to2

a lot of debate right now about whether there should be3

just one period of FDA 30-month stay or whether there4

ought to be multiple ones.5

        I don't think it really matters.  The fact is6

few generics launch after the 30 months even though7

they're entitled to do so because they're afraid of8

willful infringement of damages.9

        I think their fears are overstated quite10

frankly.  I think their legal analysis is not always11

that well put, but the extent that we believe them and12

the extent that we think we're losing the management 13

competition because of this effect, again I think it's a 14

poor policy.15

        MS. GREENE:  Jeff jumped the cue because you16

were already going towards the question of the17

disclosure and the impact.  Go ahead.18

        MR. KUSHAN:  I look at the justification for the19

presumption of validity maybe a little bit differently.20

In my mind the presumption is there on the premise that21

you have done an examination.  It would make sense in22

our system, if we were more of a registration system, to23

not attach that type of presumption.24

        I know in other regimes you don't see this type25
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of equations set forth.  Many other countries have1

examination systems but don't have an explicit statutory2

presumption, but at least in the U.S. regime, I guess3

the theory is that you've done a thorough examination,4

and that the patent that comes out of that examination,5

how it generates its entitlement to the presumption of6

validity, is not measured by what standards the examiners7

use in judging the question of nonobvious or enablement8

or written description.9

        That inquiry is one which presumably lends10

itself to these objectively measurable factors and then11

some subjectivity, but the net effect is that you have12

an examination that is complete and thorough, and at the13

end of that you have a patent.14

        Because we've invested $1.3 billion a year doing15

that, then the things that come out of that patent16

office presumably should get some standing to deter17

people from infringing patents.18

        The presumption is one deterrent to patent19

infringement, and obviously the willfulness theory has20

always been out there and is traditionally justified as21

being a deterring infringement.22

        We want the public to not infringe patents while23

they're in force; a valid patent, you don't want24

infringements, so you have these measures which scare25
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people away from infringement.1

        I guess the question that ultimately comes into2

play is really, in those circumstances where you don't3

have a logical entitlement to that presumption, for4

example, if you don't have art that's been considered5

during an examination, which is clearly relevant to a6

claim, how do we step down that presumption so that you7

have more of a PTO like evaluation in the first instance8

of that claim?9

        At the end of the day, does that mean you amend10

the statutory presumption of validity?  I don't know.11

I'm too poisoned in my view of trying to have logical12

stances reflected in the patent law.  We always come up13

with logical, well crafted laws, and we give them to14

Congress and we get the AIPA.15

        So we could devise something which would be a16

pretty well-tuned depression of the presumption of17

validity in an instance of new prior art, and it would18

be handed to Congress, and then the generic drug19

industry would come in and say, let's make it easy,20

let's just say no presumption, and that's much more21

understandable and appealing so you get that standard.22

        So I guess we've got to balance some of these23

very legitimate lack of entitlement scenarios against24

what we can actually get through the Congress.25
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        MR. DICKINSON:  What do you think of these1

additional questions here though, Jeff, about whether2

you could parse it a little, that you give the3

presumption only when it's gone through re-exam, there4

are additional disclosures, a period of time has5

passed?6

        MR. KUSHAN:  Well, I guess we're stealing their7

--8

        MR. DICKINSON:  She told us to ask questions.9

        MS. GREENE:  No, thanks for helping.  So your10

question, let me just back up.  So, Todd, you were11

basically asking about whether or not we should limit12

the presumption if you've had some sort of heightened13

disclosure requirement or some post-grant review or 14

something like that?15

        MR. DICKINSON:  Certainly an incentive to use16

those procedures even more.17

        MR. KUSHAN:  But at the same time, that's not18

fair to the patent that went through and had a thorough19

examination and has no question of validity, which is20

going to be the other 300,000 patents.21

        MR. DICKINSON:  That's an answer.  What about22

the passage of time question?23

        MR. KUSHAN:  Passage in time, I mean people can24

see -- what was that, the in-line skate didn't really hit25
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commercial significance until about ten years after the1

patent expired.  Does that mean the patent was really2

super valid and expired?  I don't know.3

        There is a reliance concept that, I guess, you want 4

to try to draw into this, which is that after some amount of5

time, you as a patent owner shouldn't fear easy6

invalidation of your patent especially in --7

        MR. DICKINSON:  You want to be more heavily8

invested at that point.9

        MR. KUSHAN:  Especially like in the10

pharmaceutical industry or things like that where you11

have a lot of money spent on the assumption that you12

have a pretty clean patent picture in front of you.13

        MR. COHEN:  Let me throw one more thing on the14

table.  It's all part of the same discussion.  I was15

struck this morning hearing that there were some aspects16

of the patent inquiry that people felt maybe wouldn't17

work so well, even in an opposition system because the PTO18

doesn't do very well from its nature in examining those19

aspects of the patentability.20

        And yet, when you get to court, there is a21

presumption, and there is a clear and convincing22

evidence standard as to all the aspects.23

        MR. KUSHAN:  That is a very valid point, like on24

the issues of on sale activity.  I mean, PTO examiners25
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typically won't discover that type of information, and1

you're right, you still get a pretty steep hurdle in2

front of the party who wants to challenge on that rather3

than validity.4

        MS. GREENE:  Jay?5

        MR. KESAN:  I just wanted to pick up on a couple6

of things that were mentioned.  I think the real7

underlying concern is, when you talk about prior art that8

was considered and you want a presumption of validity9

with respect to what was considered, the question is, how10

do you determine that?  How do you determine what art was really11

considered?  It makes sense to me that if a complete and12

thorough examination with respect to that prior art were13

considered, then that was considered by the examiner, it14

makes sense to have a presumption of validity.15

        What we have now, however, is an overbroad16

presumption of validity.  That's why linking the17

presumption of validity to something like surviving18

post-grant review or linking presumption of validity to19

some heightened disclosure standard, where you say if20

you, as an option, or if you choose to disclose the most21

relevant prior art, then I will grant you a presumption22

with respect to that, sort of incentivising that kind of23

a disclosure, it makes sense to sort of tie it and make24

it specific.25
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        It makes absolutely no sense to have a1

presumption of validity for a whole bunch of things that2

are listed in a form.  It doesn't make a lot of sense to3

have a presumption of validity against things that the4

PTO by its own regulations says we don't consider.5

        So it seems to me that what we're really talking6

about here is we're talking about the statute and the7

reality.  And the reality is that there are certain8

practices that are followed, and there are certain9

things that are done and having a presumption of10

validity for that makes sense, and it also makes sense11

to use the presumption of validity as a carrot, as a12

carrot for enhanced disclosures, as a carrot for going13

through post-grant review and so on.  It should not be14

automatic.15

        MS. GREENE:  Scott?16

        MR. CHAMBERS:  I was going to say that it seems17

as though the presumption of validity can be very18

important when you're trying to get a preliminary19

injunction, that without that presumption of validity,20

it's going to be an uphill battle.  So I can't see it21

would be a benefit to get rid of that presumption.22

        I wanted mostly to talk about Jay's idea,23

Jay Thomas' point about willfulness, and it's been my24

experience that, although a lot of people ask for25
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trebling of damages, it's not that often it really gets1

trebled.  It's really only imposing on the accused2

infringer the requirement that he's going to go out and3

get a good opinion of counsel showing why his product4

doesn't infringe or why that particular patent is5

invalid.6

        It's not something that it's really going to7

stifle the industry.  It's more that he's going to have8

to do his homework.  It is something that's necessary9

though, because without the ability to treble damages or10

without the ability to get enhanced damages, you're11

going to have to have the patent holder quantify his12

damages, and sometimes that's not too easy to do,13

especially if the market is developing or if he does not14

have the same capacity he would have had, had the15

competitor not come on the market.16

        So it really assists the patent holder in the17

sense of making somebody who's going to challenge18

through infringement his rights, go out and get a good19

opinion of counsel, and also he's not the individual20

who's going to have to be ultimately concerned with21

showing each and every penny that he's lost by this22

infringement.23

        MS. GREENE:  James?24

        MR. GAMBRELL:  There have been a number of25
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points made, and let me start with the last one.  It1

seems to me the idea of a presumption of validity to2

help a preliminary injunction motion is an ill-formed3

idea and should not have any particular relevance to the4

question of preliminary injunction.5

        I think Jon is quite correct about what an6

examiner does is he weights whether it's more probable7

one way or the other as to issue that patent.  He's not8

making an informed judgment.  The courts have overall9

said frequently he's not an expert in the field.  He's10

an informed person, but he's not an expert, and he's11

trying to decide whether there's more probable evidence12

to justify him issuing the patent than not.13

        So it seems to me the presumption of validity14

should be much lower, and certainly should be non15

existent when the best art is not before the office.16

        I think on the treble damages, I tend to take a17

middle ground I suppose.  I think there are two filters18

on getting treble damages for willful infringement.19

Not only do you have to get the jury or the district20

court to hold willfulness, but then they exercise their21

discretion as to whether or not they're going to award22

treble damages.23

        And then you go to the next filter, which is the24

Federal Circuit, and frequently they don't agree with25
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the district court who has awarded willful1

infringement.  They virtually never will send it back on2

a willful infringement determination where no willful3

damages are awarded, so you really have a pretty good 4

couple of filters.5

        I suggest though, better than treble damages for6

willful infringement, would be to give the plaintiff his7

actual damages that he can establish and prove, and if8

there's truly willful infringement, award him attorney9

fees for having persisted in this case against a defendant 10

who has violated basic premise and reasonableness by 11

saying, I'm going to defend against this patent even 12

though it's crystal clear or should have been crystal 13

clear to me that I had no business doing it.14

        That way you award him the actual cost of having15

gone through the process, the patentee, but you don't16

reward him with three times the damages, which have no17

correlation between what his inconvenience was and what18

his reward is if he gets treble damages.19

        Now, on the standard, it seems to me that -- I'm not20

troubled by the standard generally, except for the fact21

that the examiners have no ability to exercise their22

independent judgment in cases which were marginal at23

best.24

        It's true that patents may not be harmful if25
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they're issued and never get infringed, but there's a1

lot of cases where patents of very great unimportance2

are asserted against individuals, and realistically a3

lawyer is going to tell his client, look, it's better to4

pay 10 or 15 or $20,000, than to embark on the defense of5

a lawsuit, even though you think you can win it hands6

down, because your chances of getting attorneys fees are7

very slight.  It has to be a major, major infraction by8

a patentee before a defendant will ever get attorney9

fees.10

        So it seems to me that presumption of validity11

ought to be certainly eliminated in most cases, why the12

judge should reach any different decision than give13

consideration to the fact that the examiners have14

allowed this patent to issue, but let them make a15

judgment on a preponderance as to whether or not it is or is16

not.17

        Juries particularly don't understand it when you18

tell them there's a clear and convincing level of proof,19

even though you add to that point, well, of course if20

the material wasn't before the office, you can come and21

vitiate that requirement a little more easily.22

        That's a nuance that most jurors don't23

understand, and I've interviewed a lot of juries after24

they've come to a decision, and uniformly, they don't25
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understand that.  They see the seal on the patent, they1

hear clear and convincing, and their likelihood of going2

for the defendant is much slighter than it is for the3

patentee, even though, in fact, logic would tell you that4

as frequently, they ought to go for the defendant as for5

the plaintiff.  I think the field should be a little6

more level particularly, at least, where the best art7

hasn't been presented in the patent office.8

        The best way to do that is to free the jury or9

free the judge to make an informed decision giving10

consideration to the fact that examiners came to this11

conclusion, but not being denominated or nominated to12

require clear and convincing evidence because that13

sounds like something very close to criminal14

responsibility when a jury hears it, and even to a15

judge, they tend to defer to it more.16

        MS. GREENE:  Nancy?17

        DR. LINCK:  I'm really disturbed by what I'm18

hearing.  I really think our system is working very19

well.  Maybe it's because I'm in the drug business, but20

I don't think that's true.  I was a partner in a law21

firm before I went to the Patent and Trademark Office.22

I've worked in the software area in the office.23

        The presumption, as Jay Thomas mentioned, is24

really a burden shifting device to put the burden on the25
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challenger.  The clear and convincing evidence standard1

is higher than preponderance of the evidence, but it's not2

like beyond a reasonable doubt.3

        I think juries are well capable of understanding4

different burdens, just as well as judges are, just as5

well as we at this table are.  Why do we want to give no6

value essentially to having patent applications examined7

in the Patent and Trademark Office?8

        I've heard a lot of discussion about, well, in9

this situation we'll give a preponderance of the10

evidence standard.  This one we'll give we say11

presumption of validity, but I'll say clear and12

convincing evidence because I think that's really what13

we're talking about.14

        And in this situation where the applicant has come15

forward with the best art, I guess we'll start with a16

clear and convincing evidence standard, but if the17

defendant comes forward and establishes that this isn't18

the best art, however you establish that, then in fact19

we're going to shift the burden and make it a20

preponderance of the evidence standard.21

        As a user of the system, again I'm worried about22

complicating litigation to do this.  It sounds to me23

like terribly complicated.  I could be wrong, but I24

don't see what's wrong with the system as it's working25
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today.  There are a few bad patents.  We've talked1

earlier about how to tackle bad patents in the office.2

        If you go for re-exam, there is no presumption,3

there is no clear and convincing evidence standard, so4

you don't have to worry about it in that case, but once5

you're in the courts with a patent that has, in fact,6

been examined in the Patent and Trademark Office, what7

is the problem with having the burden than be a little8

more than preponderance of evidence?  I just don't get9

it.10

        MS. GREENE:  Let Jim respond and then --11

        MR. GAMBRELL:  Let me make one quick comment.12

Most presumptions, the presumption of validity being an13

exception, evaporate.  Once evidence is presented on the14

other side of that preponderance, it goes away, and it's15

up to the question of the two parties to establish who's16

entitled to relief.17

        This is a rather unusual situation where a18

presumption has an everlasting life, and that just19

doesn't make sense in our law, and it certainly is anti-20

defendant in its effect.21

        MS. DESANTI:  Excuse me.  Can you just explain22

why it is that this has an everlasting life?23

        MR. GAMBRELL:  Because when a judge hands a jury24

an instruction and says that, it has to be established by 25
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clear and convincing evidence that this patent is invalid 1

for lack of written description or best mode or enablement 2

or prior art or inventorship or frequently numerous other 3

elements under 35 USC, the jurors hear clear and 4

convincing evidence, and I don't care how good the art 5

is before the office versus outside the office for the 6

court, I think they're inclined to believe that they 7

really have to lean over backwards to hold that patent 8

invalid or unenforceable.9

        I think that's a burden that shouldn't be placed10

on them because once the defendant offers credible11

evidence that would neutralize the validity or12

enforcement of that patent, the patentee ought to be on13

his own to have to establish that that patent is worth14

being continued, and I just think that overall it's an15

unfair burden.16

        It's never disappeared because you always have17

to explain in those instructions that the clear and18

convincing burden is there, and it never disappears.  It19

may be reduced in its intensity, but I think that's a20

feeling that's hard to articulate to somebody that's21

listening to it and looking at it from a patentee's22

standpoint.23

        MS. GREENE:  Jay?24

        MR. THOMAS:  If you think that patent litigation25
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is too complicated or at least simplicity is a goal,1

then that's a major reason to get rid of willful2

infringement as a factor of patent law.3

        First, we've heard that it supposedly incents4

opinion of counsel to guide accused infringers, but in5

fact, it's pretty commonly known in the patent bar that6

most of the opinions produced by counsel are commonly7

known as non-infringement and invalidity opinions8

because that's inevitably the advice that they give.9

        So I don't think we're getting a lot of quality10

advice from counsel.  In fact, I think we're getting11

sort of pats on the back that, you might as well12

continue and here's your shield from the triple damages.13

        So it certainly incents our economy to the14

extent that it encourages patent attorney opinions.  Whether15

it actually guides commercial behavior, I think it16

remains to be shown.17

        Willful infringement also leads to a lot of18

satellite litigation because it makes us evaluate these19

opinions, and it leads to complexities in litigation20

that are not worth the benefit of the opinions.21

        It also requires litigants to either waive22

attorney/client privilege or to seek new counsel, and in23

general I think it's basically not worth the low24

benefits we get.  As far as we don't want people to25
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infringe, that's the purpose of willful infringement, we 1

don't want people to infringe; that's simply not the case.  2

In fact, patent statute is alone among the trademark, 3

copyright, the federal intellectual property statutes, in 4

not having a criminal component to infringement.  It's 5

distinct from the other intellectual property statutes 6

on that point.7

        Patent infringement is sort of like a breach in8

contract law.  We don't penalize people for breaching9

contracts.  They're free to walk out of the deal, and in10

fact we think that's more efficient that sometimes they11

do because they compensate the other contracting party12

and move on to a deal that's better.  That gets the good13

to the individual in our society who values it the14

best.15

        Similarly we may not want people infringing16

patents I suppose, but what we do want are competitors17

who are incented to rid the public of the odious nature18

of improvidently granted proprietary rights.  And in fact,19

accused infringers are the only ones who are able to20

bring challenges before the courts.21

        So in fact, we don't want to disincent people22

from infringing, we want to encourage competition by23

having a lot of interested parties who are able to24

challenge patents.  So to the extent willful infringement25
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detracts from all of those competition policies, again I1

think it's just not worth the minimal goals that we get2

or benefits we get.3

        Thank you.4

        MR. COHEN:  We just noticed that you said that5

accused infringers are the only ones able to bring this6

before the courts.  That raises the issue of standing to7

challenge patent validity.  Is there anybody who would8

like to comment on that?  I would like to throw that9

issue out in general.10

        MR. DICKINSON:  There's one other wrinkle.  We11

said this morning the director has the opportunity to12

order re-exams in the office.13

        MR. COHEN:  Right.14

        DR. LINCK:  Third-parties do as well.15

        MR. THOMAS:  But they don't get access to the16

judicial forum, and they're not able to employ the full17

gamut of invalidity arguments before that forum.18

        MR. KUSHAN:  But again we're kind of treating19

everything as a single thing, and we need to slice20

things up a bit differently.21

        MR. DICKINSON:  I certainly hope that you --22

        MS. GREENE:  I'm going to let a couple people23

jump in here.  Bob?24

        MR. DICKINSON:  I want to make sure Professor25
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Thomas' cynicism about the integrity of his colleagues1

of the bar doesn't rub off on his students.2

        MR. TAYLOR:  Did you call on me?  I understand3

the arguments that are made in favor of differentiating4

criminal behavior in the patent system from the5

copyright system.  To some extent, this has something to6

do with the criminal component of mens rea.7

        There certainly are many situations where people8

innocently infringe patents.  There are not quite so9

many that people innocently infringe copyrights, and I10

think the breach of contract analogy is not a particularly 11

apt one because there are certainly some contracts that 12

we certainly don't want people breaching.13

        We don't want insurance companies breaching14

their contracts, and at least in some states you get15

punitive damages if you're the victim of an insurance16

company breaching a contract.  So once again you get a17

wide range of circumstances to which we are applying a18

single set of legal rules.19

        The law cuts with a dull knife.  Litigation is a20

kind of a one size fits all process in many respects,21

and above everything else we have to create a perception of 22

fairness or a perception of evenness and equality, not 23

even necessarily fairness.24

        I look on the presumption of validity as a25
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procedural device.  Now, I recognize that you will see1

an occasional decision, particularly from the Federal2

Circuit, where the presumption gets extolled in terms3

that make it something different and perhaps more4

compelling than a procedural device, but as a practical5

matter, in litigation, I can't think of any case that6

I've ever been in, and I've been in dozens of these7

cases, where the presumption of validity made very much8

difference in terms of the outcome, and particularly on9

validity.10

        There is something to be said for the reaction11

that juries have to a United States patent and that red12

ribbon.  For reasons that I've never understood -- and13

I've talked to dozens and dozens of lawyers about this14

and we all have somewhat the same reaction -- for15

mysterious reasons, United States juries assign a level16

of credibility to the United States Patent Office that17

they don't accord to any other agency in the federal18

government or any state government or any private19

institution.20

        It's beyond me, but he has a patent on his21

invention.  To some extent I think it has to do with22

the fact that inventors are part of the American folk23

lore.  To some extent I think it just has to do with a24

long-standing perception by the public that the patent25
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system serves a good purpose and that rewarding people1

for inventions is a worthy public purpose, but it2

certainly exists, and I don't think the presumption of3

validity has much to do with it.4

        I share the concerns about the doctrine of5

willful infringement.  To some extent I share the6

perceptions that Professor Thomas asserts.  I'm not sure7

it's a great idea to have lawyers in the business of8

generating what they know at the time they're generating9

it will ultimately turn out to be evidence.10

        That creates a spiral between the lawyers who11

write the opinions and the trial lawyers who go after12

them on cross examination, and with each passing13

generation, the sophistication of that spiral gets14

greater.  But there still is a fundamental policy15

question as to whether that type of evidence ought to be16

the thing primarily that we rely on.17

        The Federal Circuit has made it clear that in18

its view, the issue of willful infringement ought19

primarily to turn on the question of the sanctity of the20

legal opinion that the company gets and whether it21

legitimately relied on.  That is a policy question that22

generally ought to be on the table for discussion.23

        I don't think though, that we need or we can24

advisedly eliminate some kind of sanction imposed upon25
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the company that thumbs its nose at another company's1

patents.  I represent and am in the middle of right now2

a lawsuit in which my client is a small company that3

invests 20 percent of its net revenues in research and4

technology, and that company lives for its patents.  It5

could not exist if its patents weren't protected.6

        It has had more than one occasion where one of7

the Fortune 500s simply decided, made a conscious8

decision that it was cheaper to infringe even and pay 9

treble damages, than to take a license because we want 10

that property, it's convenient for us to have it and 11

it doesn't matter that it's yours.12

        I think we have to have some mechanisms in the13

patent law to discourage that kind of conduct.14

        MS. GREENE:  I'm going to turn now to Brian and15

just sort of reemphasize our curiosity in finding out16

what is the practical implications of the fear of a17

finding of willfulness on the ability of folks in the18

economy to make use of these patents, to make full use19

of them in terms of the disclosure function.  Brian?20

        MR. KAHIN:  You want me to answer that21

specifically?22

        MS. GREENE:  No, I'm just putting it out on the23

table.24

        MR. KAHIN:  I will anyway, but first I want to25
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respond to Nancy's comment.  It's very easy for these1

discussions to generate into testimonials about the2

system is working or that it's not working, and the3

reason this becomes so fruitless is we really need some4

kind of objective standard as to how well it's working,5

and again I say it's working a lot better in some areas6

than it is working in others.7

        This goes then, to get back into the standard of8

validity, this is again a quality issue.  It may be9

justified in some areas, but it doesn't appear to be10

justified in other areas.11

        And, Todd, to your point about the cynicism,12

about the integrity of the bar, I certainly see a lot of it13

out in the field among technologists in Silicon Valley,14

so it is something that does need to be worried about.15

        Then finally on this, going to the question of16

what is the effect on the disclosure function, I have17

asked counsel or, in fact, developers in software18

companies:  as a matter of habit, do you look at software19

patents?  What's your policy?  And I find almost uniformly20

there's an internal policy against looking at software21

patents -- maybe this is to save out-house counsel fees22

because you need to have out-of-house counsel to give a23

validity opinion.  And on the presumption of validity,24

this too operates in my experience as a barrier to the25
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disclosure function.1

        I was general counsel for the Interactive Multi2

Media Association when we were dealing with the3

Compton's new media patent, and the Commissioner4

undertook to re-exam that himself.  We were out in5

front pushing for this, and he asked our help in getting6

prior art from the industry.  So we put out a notice, but I7

had to clear this notice with patent counsel.  And they told 8

us, and this was patent counsel from different member companies, 9

you must be careful because you don't want to simply ask 10

for prior art.  You've got to make it clear to people that 11

that prior art may become part of the file, and it will 12

inhibit them from using that prior art in litigation.13

        So we had to put that in this request for prior14

art, and as a result of that, we got almost nothing, and15

the Commissioner complained to us.16

        MS. GREENE:  Right, Mel?17

        MR. GARNER:  On the issue of the presumption of18

validity, essentially what the argument seems to be on19

the other side is that somehow a federal district judge20

or a jury of laymen should make this decision and that21

the examiner, who is trained in the technology, who22

works at it five days a week, six or seven hours a day,23

somehow his judgment in a close question should be24

overthrown in favor of a preponderance standard by25
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people who don't understand the technology and who don't1

work in the field and who don't know the prior art.2

        I think that's ridiculous.  I think the reason3

the presumption is there is because a person, of all the4

people who are going to look at this, that is most5

qualified to do it is the examiner in a patent office.  6

So why shouldn't there be a presumption that he did 7

the right thing and came to the right conclusion?8

        Just because a judge says a patent is invalid9

doesn't mean that in an objective sense it is.  It means10

that that's the opinion this untrained person came to,11

given the evidence presented in a litigated situation in12

which the quality of the counsel that put on the13

argument may be more persuasive than in fact the basic14

scientific evidence.15

        So I think that when you look at it, there's a16

good reason for the presumption, and that good reason is17

that we have paid over a billion dollars a year to the18

patent office to make these decisions.  The people they19

picked to make the decisions are more qualified, at least20

on paper, than the people who would do it in the court21

system.22

        The other thing about the opinion of counsel -- a23

major portion of my practice again is doing opinions -- I24

would never write an opinion that I couldn't stand up25
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behind.  Why would I do that?  I'm going to be deposed1

on this opinion.  People do not write paper opinions2

that they're not willing to stand up and stand behind.3

        I've been deposed probably three or four times4

and testified at trial on opinions that I've written.5

What happens is, if I look at the situation and determine6

that you don't have a good defense, you don't get an7

opinion.  You just don't write those opinions.  So if8

you've got a written opinion which will defend you from9

willfulness, it's because there's a good faith belief10

that you have a defense.11

        So I think it's almost to the point where any12

company that goes into court and doesn't have a good13

faith opinion of counsel ought to be willing to take the14

risk of getting multiple damages because otherwise, that15

means you're there without having figured out a good way16

to defend yourself.17

        The third thing, which is actually something I18

want to complement Scott on, while we were having lunch19

he came up with an idea, and I just added a little tweak20

to it, and that is with respect to making sure prior art21

gets before the examiner, one of the problems examiners22

have is they don't have enough time to look at it.23

        If you were to tweak the system such that an24

examiner would get an additional amount of time to25
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review a case for every piece of prior art over a1

certain amount, that would give him more time to do it,2

but of course that would cost more money.  Then what you3

could do is you could charge the applicant extra money,4

so if you submit more than ten references, you've got to5

pay to submit those references, and you can then get6

yourself a discount say of 50 percent if you not only7

submit the references, but you tell me why they're8

relevant and where in them the relevance is.  So that way9

you could incentivise people to disclose prior art and10

from an economic perspective.11

        The final point I want to make, I'm sorry, is it12

Brian at the end?  I represent some computer software13

people.  Believe me, it's a tough sell to computer14

software people to go in patenting a system.  They15

basically don't believe in it as a matter of principle.16

They don't believe in patents.17

        They believe that technology is moving so fast18

that patents aren't really valuable, and it's only when19

their company gets sued by somebody else who owns a20

patent that they wake up and see the light.21

        The story that you told is actually very22

telling.  You said you went out to the industry and23

asked them for prior art that they could cite and they24

were warned that that may lose their ability to use that in 25
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a later lawsuit.1

        Well, shouldn't they be willing to put that on2

the line if they think this patent is invalid?  Why3

should they be holding it in their back pocket for some4

litigation down the line?  Why not put it in -- if you5

really are going to say in public that the Compton6

patent or any other patent is invalid, then why don't7

you stand behind your words and put that prior art into8

the patent office and get it challenged?9

        MR. KAHIN:  The simple answer is they didn't10

trust the patent office.11

        MR. GARNER:  I think the real answer is that a12

lot of people are willing to say things in public about13

how bad the system is, how weak the patents are, and14

when they're asked to put their money where their mouth15

is, they back down.16

        MR. KAHIN:  I think there may be some of that17

true too, but I think the concern was it would go back18

before the same examiner and would come out19

strengthened.20

        MS. GREENE:  Yes?21

        MR. DICKINSON:  Which is a good reason why I22

changed that rule while I was there too, and now in23

re-exam it does not go before the same examiner any24

longer because the system does continue to need the kind25
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of fine tuning and the office hopefully has an1

opportunity to make those fine tunings.2

        Mel said most everything I was going to say with3

regard to -- and I was a little, more than a little4

harsh with Professor Thomas, and I apologize for that --5

about how the reality of the system works in opinion6

writing.7

        If you have sought an opinion from outside8

counsel, you write it if you're going to support the9

position you want, and if you can't support the10

position, you tell them orally, and then they swallow11

hard and figure out what they're going to do about it,12

and that I think leads to --13

        MR. GAMBRELL:  Then they find another lawyer14

from a perfectly good firm that will write them the15

opinion they want.16

        MR. DICKINSON:  I'm not sure that's the case.17

I've written a lot of opinions, and I've given a lot of18

oral opinions.19

        MR. GAMBRELL:  I have too, and I've looked at a20

lot of others.21

        MR. DICKINSON:  I know you have.  We could22

debate this a real long time, but it's also a function23

of the fact that that's the way the courts, the CAFC in24

particular, sort of sets up the system.  It's a little25
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Kabuki like the way they set up the system, and maybe1

that could use a little more review at that level, as2

opposed to the level of the opinion writer.3

        MR. GAMBRELL:  Consider the fact that in patent4

litigation, inevitably both sides will have a technical5

expert.  We're not talking about patent experts now.  And6

each one of them will have qualifications from their7

elbow clear up around their shoulder to their other arm,8

and in fact, they're taking diametrically opposed9

positions, and frequently a judge will tell you later,10

how do I decide between these two experts which one's11

telling it like it is?12

        The same thing is true of opinions.  You can get13

an opinion from a legitimate lawyer on nearly anything14

if you want to.  Now, you may not agree and I may not15

agree on a given opinion and I won't give it, but I can16

assure you they will find someone who has all the17

credentials and who will go through all the motions and18

come to the conclusion that there's no infringement.19

        MR. DICKINSON:  I wanted to finish one20

additional point with regard to what Brian said, and21

that's with regard to -- again, I find myself very much22

in agreement with Mel.  I've given plenty of speeches in23

this regard.24

        The people who criticize the system need to put25
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up or shut up.  They need to overcome and resist their1

litigators telling them, don't give your best art to the2

office because that's the way the system I think works3

best and most efficiently and cheapest is if we start to4

use these mechanisms like post-grant review.5

        If we don't get over this hurdle of getting art6

to the office, we'll just never get there.  One other7

slight piece.  I think we need to -- I would encourage8

you to study whether we should encourage the director to9

order more director ordered re-exams.10

        I studied this question when I first came in as11

director and was surprised that the office did not have12

a set of protocols at that point.  I developed a set of13

protocols for director ordered re-exams, but the office14

is institutionally biased against it.  They just do not15

want to do it.16

        I had to overcome that in a couple of instances17

to try to get more of those initiated, and I think the18

director's office could do a lot more of those and help19

out the integrity of the system.20

        MS. GREENE:  Right.  Now, you mentioned the word21

institutional bias, which is interesting because our22

last topic is about institutional issues.  However, we23

do have four folks who want to make comments on this24

issue before we move on.  So if you can make them25
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quickly, then we can put our fourth issue on the table,1

get into that, and then we'll have time at the end for2

people to make comments with regard to any of the issues3

that they couldn't make.4

        Jeff?5

        MR. KUSHAN:  Like Todd has said, Mel's comments6

are I think true.  I just add to the point that, first7

of all, that comment from Jim is condemning litigation8

generally.  I mean, experts in litigation are not unique9

to patent cases, and so you're not speaking of the10

unique problem to the U.S. litigation environment.11

        MR. GAMBRELL:  Absolutely not.  You're right.12

        MR. KUSHAN:  So the second thing is I found,13

like Mel, if I'm not willing to sit up and get grilled14

for a couple days in front of people about what I would 15

say in an opinion, I'm not going to put it on paper.  16

I'm not going to give that opinion.  And the person who 17

will is going to look bad in court.  A good patent lawyer 18

should be able to steer that person because they're 19

having to have to twist their logic around to get the 20

answer they want.21

        Finally, the last point is, going back to Jay's22

comment, this may be a theological point, but if you23

assume that you're dealing with valid patents, the24

theory that our nation is aimed at making copiers25
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instead of having a patent system which says, if you1

want to play in the area of this technology, you make2

another invention to compete with the invention, compete3

on technology, compete on innovation, that's how I've4

always perceived the patent system, to be promoting that5

end, not a system which says copiers, people who want to6

make the exact same thing as the innovator, is what we7

are all about, we want to make sure we have as many8

challenges to patents and kill off as many valid patents9

as possible so we can have copies of the thing that the10

first innovator made.11

        The conceptual basis that justifies this12

presumption validity is that if you have a valid patent,13

and that's the "if" that we have to fight over, and that's14

where we look at re-exam to clear the invalid patents or15

other mechanisms to clear the invalid patents.  But for the16

core that's left of valid patents that have been17

examined, that presumption of validity says, if you want18

to play in this area, you're going to make another19

invention, you're not going to make the exact20

invention.  So maybe it's a theological point, but I think that21

is a pretty powerful thing to keep in mind given our22

innovation culture.23

        MS. GREENE:  Now, we have the litigation issue,24

Kabuki theater and theology, and let me turn to Jay,25
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Jay Thomas.1

        DR. LINCK:  This one is first.2

        MS. GREENE:  Okay.3

        DR. LINCK:  I moved the mic because he was4

speaking and he just finished.5

        MS. GREENE:  I defer to you.6

        MR. KESAN:  I want to make a couple real quick7

points.  First I want to sort of try and make sure the8

issue was really met.  Brian's point was that companies 9

don't want to turn art over because that's going to prevent 10

them from using that in court, regardless of whether a 11

patent examiner who is competent considers it or not.12

        That is the point.  The point is in our current13

rules -- Mr. Garner's point is exactly correct -- if you14

have a competent person actually consider that piece of15

prior art, then it's okay to have some kind of16

presumption of validity with respect to that.  But, when17

you simply have a bunch of art that's turned over,18

regardless of whether it's considered or not and then19

you have some sort of presumption attached to that, that20

sort of doesn't make a lot of sense because right now21

all you have is you can turn over 10 references, 20 22

references, 50 references, but the moment you've got a 23

signature, you're all set, and that's the point.24

        The second thing I wanted to say was as far as25
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opinion of counsel goes, I think one of the issues that1

was not mentioned is the negative inference issue, and 2

that is that nowadays the Federal Circuit requires that 3

if you have an opinion of counsel --4

        (Discussion off the record.)5

        MR. KESAN:   The real issue is the Federal6

Circuit requires that when you have an opinion of7

counsel and you don't turn it over, it requires that the8

jury be allowed to make a negative inference based on9

that, and that is a real disincentive to sort of have an10

honest opinion because that's why you have this sort of11

papering over and this sort of dance going on because12

you have this sort of spoliation inference which really13

hurts you.14

        Another point I wanted to make was my real15

concern is that the existence of willful damages16

actually puts pressure on us focusing on the issue of17

compensatory damages to the fullest extent possible.  In18

other words, I'm not talking about reasonable royalty19

now, I'm talking about lost profits, and to the20

extent that we don't properly focus on fully21

compensating the patentee for everything from -- in a22

two seller market it's very simple, and it's just a23

patentee and the infringer.24

        We don't properly focus on price erosion, overall 25
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price erosion, not just market share, and we don't focus on 1

what is really going on, the fact that you have willful 2

damages sort of prevents us from looking at a very 3

important piece of the puzzle, which is making sure the 4

patentee is really made whole, which is what is required by 5

the statute.6

        The final point I wanted to make was that -- and Brian7

has made this point a couple of times, I just wanted to8

pick up on it -- and that is that the reason why software9

patents are not relied on by the industry is also in10

part because they contain so little useful information.11

        The enablement requirements are so poorly12

policed for software patents that there is no real13

meaningful disclosure.  Part of this is because of what14

the Federal Circuit has done.  We would like to think15

patent law is not policy specific, but in reality it16

is.  We have utility guidelines separate for17

biotechnology patents.  We have examination guidelines separate 18

for computer inventions.  We have biotechnology and software19

being very differently for obviousness and enablement by20

the Federal Circuit.  This is going on, and so it makes21

sense for us to police the enablement requirements.  It22

makes sense for us to require and mandate the use of23

things like representational languages, which is the way24

software programmers speak to each other, and mandate25
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that those things be disclosed in the specification.1

        MS. GREENE:  Scott.2

        MR. CHAMBERS:  I would like to address a couple3

of issues.  The first is sending art into the office,4

and I would almost always recommend to my client it not5

get sent in.  There's a couple reasons for that.  The6

first is, for almost all patents out there, it's going to7

be ex parte prosecution.8

        So that once I send it in, I may get to see what9

the other side says about it, but these things like10

examiner interviews and statements that spin that11

particular art in a certain direction, I'm going to12

have no input into that.13

        Now, with this interpartes re-examination, maybe14

that will change, but still, I'm not going to be able to15

have a deposition where I can hand this to the inventor16

and parse through it and ask him certain points about it.  17

So I would much rather have that piece of prior art in18

my back pocket waiting for some district court19

litigation than hand it over to the office.20

        In terms of the question about going out and21

getting an opinion of counsel, it's certainly true that22

you can get a lot of different quality opinions of23

counsel, but if you look at some of the cases like24

Cellpro, you see that, gee, if that opinion of counsel25
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doesn't measure up, you're going to be in real trouble.1

        Finally, one of the things that Brian suggested2

was that because individuals in the computer arts don't3

look at patents, that that somehow suggests that the 4

disclosure function of patents is not really working.  5

But, that suggests that the disclosure function6

of patents is just for that single document.7

        The other way to look at patents is that once I8

have a patent on file, once I have filed something, I9

can go out and tell the world about it.  It's that10

disclosure function that the patent system promotes, not11

just four or five years after you file it there will be12

a piece of paper that describes it, it's also that once13

I got it on file, I can tell the world.14

        MS. GREENE:  Jay?15

        MR. THOMAS:  Thank you.  I certainly, on the16

opinion of counsel, didn't mean to state -- and if I did17

state, I misspoke and overstated my case -- that the18

patent bar is full of connivers that are going to19

cynically dish out any kind of opinion.  If I said 20

that, I misspoke and I should also forward an apology.  21

But, I do believe the patent law has reached the stage 22

of uncertainty where issues like obviousness, written 23

description, equivalency, lend themselves to a variety 24

of interpretations under very difficult and complex 25
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factual settings.1

        I do think, on the margins, there are some client2

pressures that tend to push attorneys one way, again on the3

margins.  I'm not saying that every opinion is not worth4

having, but again if every opinion is an opinion of5

invalidity and not of infringement, what is the worth of6

garnering opinions?7

        Again I think your comments are quite right,8

except the assumption of validity is quite a big one.9

If we assume the patents are all valid, yeah, we don't10

want infringers.  We can't assume that, and11

experience suggests that in fact many patents are12

improvidently granted.13

        Also, just a very brief theology point, I think14

we must remember that certainly outside our circle of15

patent-related individuals, everyone else is going to16

view the patent system as a limited exception to the17

privilege to compete.  We simply can't imply that competitors, 18

in order to participate in our market, must innovate.  The 19

patent system is not drawn to make everyone an innovator, 20

and that's not a ticket to entry into the market.21

        I'm amused by the Patent and Trademark Office's22

Strategic Plan which says, we're looking at other23

systems to see what the best practices are and we're24

going to borrow those.25
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        Well, that's the privilege to compete but to the1

extent the patent system intrudes upon that, it's a2

limited one, and I'm sure the patent office is pretty3

happy that a lot of the techniques it seems are best4

practices for patent examination have not been subject5

to proprietary interests.  Thank you.6

        MS. GREENE:  I'm going to switch now to our7

fourth topic, which is the assimilation of economic and8

competition policy considerations, and we are curious,9

throughout this entire session brought out by Jon Levin,10

among others, the role of economic analysis and patent11

law.12

        We want to focus on:  should there be and are13

there appropriate ways for patent law to take into14

account economic welfare and competition concerns?  And,15

moving along that path in terms of specifics, is there a16

role for antitrust enforcement agencies to play with17

regard to amicus briefs?  And also, would conferring18

substantive rulemaking authority on the PTO potentially19

give greater play to those considerations?20

        Okay.  Bob?21

        MR. TAYLOR:  There are many places where the22

patent system needs to draw on competition and23

competition principles, and indeed I suggest to you that24

it does and it has going clear back to the constitutional 25
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origins of the patent laws.1

        You recall the patent clause and the copyright2

clause got into the constitution largely based on the3

experience of the British in connection with the statute4

of monopolies and prior behaviors of the kings of5

England in that respect, and we've always framed the6

patent system against the backdrop of competition.7

        It finds expression in all sorts of patent law8

doctrines, particularly of late.  The whole concept of the9

Markman hearing was an effort by the Federal Circuit, a10

very considered effort after several years of letting11

juries construe patent claims, in recognition that from12

a standpoint of good competition policy, it makes sense13

for the public to be able to discern objectively the 14

scope of the patent claim without having to wait until 15

the patent claim is handed over to a jury and without 16

having to be at risk of different juries construing the 17

same patent claim in different ways.18

        I may have tried the last case where the jury19

got to construe the patent claims, and they got them20

completely wrong, leading to something that I was never21

really able to correct on appeal because the economics22

of having been held to infringe kind of overran my23

client and they ended up having to settle the case.  I24

felt very poignantly the significance of that process25
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where we didn't do it quite so objectively.1

        The Festo decision by the Federal Circuit, the2

Federal Circuit has actually been more willing to draw3

bright, clear lines around the patent property than has the4

Supreme Court, both in Hilton Davis and again in Festo,5

where you saw the Federal Circuit trying to limit the6

Doctrine of Equivalents and the Supreme Court saying,7

well, we understand of the policy reasons for confining8

it, but we think you've over done it.9

        With respect to whether there's a role for the10

antitrust enforcement agencies in this area, I would urge 11

you to do it with some considerable care, but there 12

certainly are issues where the government can and has 13

filed briefs.14

        Indeed I think the best of the briefs filed in15

the Festo case was the one filed by the Solicitor16

General in the Department of Justice, and it found I17

think as much expression in the final opinion of the18

Supreme Court in Festo as did any of the briefs of the19

parties.20

        So there is a role there to play.  I think you21

have to look and -- let me say this a slightly different22

way.  I think you have to recognize that there are23

already built into the rules of the patent system a good24

deal of points at which the Federal Circuit and the lower25
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courts are already recognizing competitive principles.1

        MS. GREENE:  Bhaskar?2

        MR. BHASKAR:  I've been realizing that my focus3

throughout today has been a bit different -- I learned4

within five times.5

        I realize that my focus today and my interest6

has been a little bit different than many of the7

panelists have chosen to pursue, and so for the purposes8

of simply making it, so to speak, on the record, I want9

to say a couple things about my sense of where I think10

we are headed.11

        First of all, I think that innovation in science12

and technology is growing at some enormous rate, and we13

see no process anywhere within sight of its slowing14

down.15

        Given that, I have to believe that the patent16

office's business under the current scheme of property rights17

will increase forever.  Given that, it seems to me it's18

the first principle of public management to say, how do19

we reduce the throughput of the patent office or indeed20

of the INS or anything else?  How do we reduce21

throughput has to be part of responsible public22

management.23

        Secondly, it seems to me that we've been24

thinking about patents in a purely atomic sense.  That25
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is to say, each patent sort of hangs out by itself, and1

we think about the merits of the patent, of that patent,2

of the processes to which the patent has been subject to3

and so on.  But, I will suggest that the public purpose is4

not to have a good patent system, but the public purpose5

is to identify what is a good patent and then create a6

system, however imperfect, that produces those kinds of7

patents.8

        It seems to me that equating efficiency and9

process with a good patenting system would be a10

tremendous abdication of responsibility.11

        My introduction to patents, not counting a12

chemical glass making experience in 1961, happened at13

IBM research in the early 90s, and I came to realize14

that one of IBM's big reward from having so many patents15

each year was the licensing revenue, which is basically16

gravy.  It's expense free revenue, and in those days17

in a $60 billion company, it was about $6 billion a18

year.  It's a non-trivial amount of money.19

        The second thing is that we quickly came to20

realize that a patent was not, as many people thought, a21

road to advancement in the Watson Research Center, that22

a patent was part of a portfolio, and to the extent that23

it was valuable and as one of IBM's lawyers put it at24

the time, to the extent that they could intimidate the25
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people from Hitachi, he said at the licensing1

discussions, that's what we want.2

        So it seems to me that discussions of portfolio3

are exceedingly important, and to say that there are4

discussions of portfolio then leads me to one other5

thing.6

        We've been thinking that the best patent is one7

that is best drafted and one where the claims are the8

most artful, where they're narrowly drawn, and I think9

that that sort of makes sense.  A good paper is one10

where the themes are narrowly written.  A good11

experiment is one where things are tight, but perhaps12

that's not the right way to think about patents.13

        Originally -- patents were kind of broadly14

construed, and we've had those kinds of experiments.15

For example, the Korean Television Industry, they didn't16

call them patents, but they are the same thing.  I'll be17

done in just a couple of minutes.18

        The thing I want to say is that now we have19

three purposes of the patent system, unlike what we had20

when this particular patent system was invented.  First,21

that we believe that there is a liberal right to a22

patent, that is, I invent something, I'm an American, I23

need my patent, okay.  Charleton Heston won't take it away 24

from my bare hands.25
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        The second thing is that the patent system, it1

seems to me, has a clear international component.  We2

think of our patent system and other company's patent3

systems as very much part of our international4

activities, and so that's completely our -- purpose5

it seems to me.6

        Finally there is this purpose which I suggest is7

the most important one of all which is simply not part8

of our debate so far, which is to facilitate the9

creation and growth of a new species of wealth,10

information wealth on the web, biological wealth and so11

on, so that's what I wanted to say.12

        MS. GREENE:  Steve.13

        MR. MERRILL:  Without answering your two14

specific questions, I wanted to repeat the point I made15

earlier this morning that I think, in thinking about this16

issue, it's important to consider what's changed and17

whether that is positive or negative.18

        By that I mean is there good analysis out there19

that is worth using, that is relevant, and that may not be20

finding its way into the policy process or the21

examination process or the judicial process.  And I think22

the answer to that is, yeah, we're beginning to see a23

good deal of policy and administrative relevant24

research.  It's very spotty.  One would have to say overall25
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it's meager, but compared to the period in which Rick1

Levin and Dick Nelson were beginning to work on patent2

use in different industries, it's blossomed one would3

have to say.4

        It can only be encouraged by a receptivity of5

the administrative process and the judicial process to6

using it.  I think we've had a positive role in the7

academy in encouraging it by making it relevant to8

policy discussions in Washington and providing an9

audience for it.10

        Now, on the other hand, the question I think11

important to ask is whether the receptivity is the same12

or greater or less, and it's useful certainly to compare13

this to other areas of law, like antitrust.  But, it's also14

good to compare over time, and I only have a couple of15

data points, and others may have other impressions, but16

my impression is that the environment for it has17

deteriorated.18

        One reason is that the patent office, which once19

had a very fairly robust in-house analytical capability,20

has a very limited in-house analytical capability now.  21

And the other factor which we've been told repeatedly is22

that the advent of the Federal Circuit has made the23

judicial process less receptive to exterior analysis,24

whether economic or even legal scholarship.25
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        I don't know whether that's true, but that is a1

frequent allegation compared not only to the Supreme2

Court, but also to the regional circuit courts, that they3

are simply not interested except on an individual basis4

in having amicus briefs.  They're not interested in5

having economic research or legal scholarships cited in6

briefs.7

        MS. GREENE:  Todd.8

        MR. DICKINSON:  Let me follow-up a little on9

that, and also maybe attempt to address the specific10

questions that you've asked in this, relative to the11

PTO.12

        First of all, Steve and the STEP Board should be13

congratulated for the studies they are undertaking14

because they are very valuable towards bolstering what15

is a fairly modest amount of record in that area.16

        They yield interesting results.  One that I was17

particularly struck by was the fact that in the18

pharmaceutical industry, there is a de facto research19

tool exemption.  There's a lot of discussion about20

whether there should be one or not, and there's a paper21

that says pharmaceutical companies, for the first time22

on paper they say, they don't basically sue universities23

and they don't sue nonprofit researchers, and that's an24

interesting I think point that comes out.25



188

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

        MR. MERRILL:  That was before the decision three1

weeks ago.2

        MR. DICKINSON:  There's a point.  He's also3

correct in his understanding of the current staffing at4

the PTO in terms of issues like analysis, and there's5

one economist on staff, for example, in the office, and6

I'm not sure they ever had more.  I'm not sure whether there 7

was a deterioration, but the office doesn't necessarily see 8

it as a priority in the sense of budget allocation.9

        I think if you asked them, and they had the10

discretionary dollars, they probably would think that11

would be a very nice thing to have, but in tight12

budgetary times, that kind of economic analysis policy13

shop is just -- it's a luxury they probably can't or14

don't feel they can afford.  I don't know if that's the15

right answer, but I think that's the current state of16

affairs.17

        You asked how we can provide for ongoing and18

effective dialogue between the antitrust agencies and19

the PTO.  I think by doing it I think principally.  I had20

one rather good, rather extended discussion, meeting21

with Assistant Attorney Melamed when I was in office22

and, it was an efficient one.  I think they should be23

done more routinely, and I think it can provide a very24

effective dialogue.  It can head off problems.25
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        Part of that dialogue was about the contentiousness1

around the CSU versus Xerox case and some other things,2

but I think that dialogue is always, always beneficial.3

        You asked whether conferring substantive4

rulemaking authority would be a good thing or not.5

That's an interesting question.  I think in large part6

the PTO probably thinks they have substantive rulemaking7

or at least in the way they exercise certain of their8

activities, they have given a de facto rulemaking some9

presence.10

        Solicitor Linck, Dr. Linck when she was there is11

probably responsible as any for the guidelines,12

processes which I think were under Commissioner Lehman13

and Solicitor Linck's tenure used in ways that really I14

think advanced that.15

        I used to get into debates on software patents16

with several folks, one of whom, Professor Lessig by name,17

continues to charge, I'm putting it in his words, that we 18

take these steps of issuing software patents without any 19

public discussion whether that's a good thing or not.  20

I had to remind him that I think the office had three 21

or four hearings during the '90s about software patents 22

and whether they were a good thing or not and whether or 23

not the software guidelines, software examination 24

guidelines, were appropriate or not.25
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        So there is a certain level of rulemaking that1

occurs which would be characterized I think as2

substance.  Should it go beyond that?  Should the3

office, for example, craft rules around prosecution4

latches or around other things?  They have done some of5

that too, but it's at a much more granular level in6

certain of the art units, and some of it filters up to7

guidelines and then on up to rulemaking, but it may not8

be as cohesive or as comprehensive as you mean it to be,9

and they could probably benefit by studying it more if10

they had a few more dollars.11

        MS. GREENE:  Brian.12

        MR. KAHIN:  I think there are a couple of big13

conceptual problems here, one of which is embodied in14

our discussion which has been, I said earlier, process-15

focused and focused at the independent patents.  So I16

want to agree with your point, that the real action is17

at the portfolio level, and in fact there's a lot of18

action at the international level which we haven't begun19

to discuss.20

        A large part of the problem is the way that the PTO 21

has defined its own mission and defined its own corporate22

objectives, which have been very much this customer-23

orientation and explicitly expansionist policy.  It's24

cast itself as an advocacy agency, and this has been25
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pulled back a little in the current administration, but1

then you still see things like -- let me respond to your2

concerns about Lessig because what I see going on in3

WIPO now in which the U.S., presumably with a policy4

developed by the patent office -- which isn't on the web5

site, even the comments to the WIPO hearing are only6

privately posted on the web site.  You can't find them with 7

a search -- is taking a very strong unilateralist 8

position that every country in the world should require 9

business method patents.  Not only that, it's threatened 10

to walk out of these negotiations on substantive patent 11

law for the Substantive Patent Law Treaty.12

        So this exemplifies what I think of as the worst13

excesses of the patent office's policy development in the14

past.  They go off on their own, sort of out of public15

site, and do this advocacy policy development thing that16

has no empirical grounding whatsoever.  So we've got a17

problem there.18

        We've got a problem in that in this area, the19

lawyers and economists don't talk to each other, and20

that's partly because much of the economists' work, this21

is not all the lawyers' fault, the economists do tend to22

think in terms of abstract models that don't apply very23

well to the realities of the patent system, and in fact24

few of them understand the practical and strategic25
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dimensions of the patent system.1

        The empirical work that has been done is very2

valuable, but it doesn't get us very far, and it3

certainly hasn't focused on the software and business4

method areas that are the most problematic, and I've had5

discussions with Steve about the academy's work, which I6

feel is overly focused on existing data.7

        There's this tendency to look at what the patent8

office is doing and then looking at what the courts are9

doing because that's where the data is.  So there's no10

understanding of the important stuff, which is what goes11

on out there in the real world in between.12

        We don't have a grasp on licensing.  We don't13

know how much licensing is really transfer of knowledge,14

in which one company sees what another company is doing,15

like it is and wants to do the same thing or how much of16

it is settlement of the litigation.17

        We see an awful lot of cross licensing going18

on.  How do you treat that?  Do you count that the way 19

you do advertising bartering on the web?  Is that the real 20

volume of activity going on there?21

        We don't have a systematic perspective -- not22

only do we not have a portfolio-level perspective,23

although you heard something about that in the hearing --24

but we don't have a sort of an ecological perspective25
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of what really happens to the system when you get this1

ubiquitous mutual infringement, when you get all these2

patents colliding with each other.3

        The market has developed mechanisms to deal with4

that by ignoring it and doing these cross-licensing5

deals and patent pooling when it gets more focused.  But,6

there's basically really fundamental epistemological7

problems.  You see this in Michel's speech to the8

meeting in Berkeley in March when he basically says,9

we're talking to ourselves all the time, we're not10

getting any empirical data to make decisions as in11

Festo.12

        Let me stop there.  I could go on forever.13

        MS. GREENE:  Well, you've brought to head a14

bunch of really important issues including:  what are the15

ways in which we can heighten the transparency of the16

policy making, which is then a way by which you can17

gauge whether or not these economic and legal issues are18

being fully considered?  If not, are there additional19

ways that you can sort of have access into the system or20

are there sort of structural approaches, structural21

dimensions of the system that do not allow those22

arguments to be heard or heard in a meaningful way?23

        Let's turn to Jay now to begin answering those24

questions.25
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        MR. KESAN:  I'm not so sure I can answer that1

specific question, however.2

        MS. GREENE:  Make your points.  I was just3

throwing that on the table.4

        MR. KESAN:  Although I will try at the end.  I5

think Brian is exactly correct, and there is not a lot6

of attention that has been paid to creating original7

data sets, to looking at specific issues in different8

industries and to try and understand what is really9

going on.10

        To me the patent system has an aspirational goal, 11

and the aspirational goal is that we tolerate some ex post 12

deviation from competition because we believe that has 13

some ex ante incentives, and we tolerate that because 14

we believe that that is overall going to be good for 15

society, and that's a very basic assumption.16

        That's a perfectly reasonable assumption to17

make, except that the actual structures of all the18

different industries are quite different.  And how exactly19

they appropriate reward from innovation in that industry,20

going beyond patents, is quite different.21

        So in other words, for example, if you are in22

the world of software, you may be appropriating benefits23

from your innovation in different ways.  It's not24

entirely patent driven.  Maybe it's patent driven in25
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certain areas in pharmaceuticals, but then again, it's1

not patent driven in certain areas like perhaps bio2

informatics, and it's certainly not patent driven in3

areas like agriculture biotechnology, where until now it4

was largely not considered to be within the purview of5

patent protection.  And then we had other legal regimes 6

like the Plant Variety Protection Act and so on.  7

        So it seems to me that it makes sense to look at 8

these things in an industry specific way, to try to 9

really understand what is the role of patents in these 10

various sectors and to try and see -- the corollary to 11

that is to try and then see if patent policy and 12

patent rulemaking can then be tweaked to make sure that 13

we have the right kind of economic welfare being 14

promoted and the right kind of competition policy in 15

each of those sectors, and it only makes sense that 16

we do that.17

        Let me throw this one thing out which is, 18

as far as institutional challenges go, it seems to me 19

at least based on anecdotal evidence, there are lots 20

of instances where people say there is just one21

or two or three patents in these industries that are22

sort of locking everything up and making life difficult23

and so on, and they actually happen to be -- if they're24

valid patents, it's perfectly fine, it's great.25
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        We, after all, have a patent system to reward1

that kind of progress, sort of decimal point progress.  2

But, the question is, if it is not a valid patent and3

there is a real effect by this, it seems to me that an4

agency like the FTC ought to be in a position to sort of 5

solve this collective action problem or to solve this6

coordination problem between all these parties that are7

all affected.  And I realize that this is seeking new8

statutes and standing requirements and so on, but it 9

seems to me to make sense then to have somebody step in and10

essentially solve the collective action problem and 11

challenge the invalid patent.  It seems to make sense to me.12

        As far as the PTO's rulemaking ability goes, I13

think they're doing that.  I don't care what the Kessler14

case says and what the Federal Circuit has said about15

only procedural rulemaking and so on and so forth.  It's16

happening.17

        MS. GREENE:  I was going to remind folks that18

one of the issues we have on the table is the amicus19

role for the agencies, and Jay obviously has expanded20

that exponentially.  We are going to run over by a21

few minutes, and obviously when people need to leave,22

they can just do so, but I wanted to make sure that23

everybody has a chance to get their comments in and on24

the record.  Jim?25
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        MR. GAMBRELL:  I certainly sympathize with and1

agree with the idea of a more active role by the Federal 2

Trade Commission and Department of Justice.  It seems to 3

me somehow they have to have a standing to sue and 4

clarify the validity or invalidity for patents that do 5

stand in this substantially important cross road which 6

has just been mentioned.  But, I come back to the point 7

I made a long time ago earlier today, it seems to me 8

that there are two ways of looking at the interrelationship 9

between patent protection and competition, and we seem 10

to have gotten far away from the idea that the rule of 11

law in this country is competition, and the exception 12

to the competition is patent protection where it's clearly13

justified and where it doesn't unduly harm the14

competitive effort.15

        Patents have, through the patent office and16

patent lawyers and AIPLA and ABA section, have gotten to 17

the point where the glorification is of the patent protection,18

with apologizes to you, Mel.  You're here only19

officially, but since I'm a member of it, I suppose I20

can speak at least as one participant -- but it seems to 21

me we ought to be looking at this and saying, how much 22

protection do we need?  For example, we've talked here over 23

and over, a number of speakers including Brian have pointed 24

out that in the software area, development blossoms and 25
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explodes without patent protection, and for a long time, 1

there was no patent protection in software, and somehow 2

it didn't interfere with the explosion and development 3

of new and increasingly creative ideas.4

        In the same area, there are other places --5

while I know Judge Rich has said we've always given6

business patents, the fact is until a few years ago,7

until State Street was decided, a great many of us8

thought that probably we didn't really grant patents on9

business methods.  And the fact is it didn't harm the10

business method industry to not be given specific patent11

protection in these areas.12

        I think we ought to be examining, where do we13

need to give patent protection in order to bring forth14

the creations and the developments and economic growth15

and technological progress that we need, instead of just16

saying that one size fits all, and therefore we're going17

to give great protection and raise presumptions and18

clear and convincing standards and this, that and the19

other, when we're far out of proportion to what ought to20

be the guiding principle, and that's competition.21

        MS. GREENE:  Thank you.  Jon?  And among the22

things that Jim had mentioned was this sort of potential23

divergence between the social and private incentives to24

challenge patents, sort of potentially invalid patents,25
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so can you address that as well.1

        MR. LEVIN:  I want to come to one of his other2

points first.3

        MS. GREENE:  Absolutely.4

        MR. LEVIN:  So it seems to me that several5

people now have raised the issue -- it's been6

raised a couple times -- of how different -- across 7

industries there are big differences in the competitive 8

conditions, and also in appropriability, and so, in 9

software, for example, it's not clear that patents play 10

a huge role in appropriating the returns for R&D, but in11

pharmaceuticals, clearly things are different.  And there 12

are a number of extremely good empirical academic studies 13

on precisely this, not the least of which by another 14

economist Levin.15

        So you might think that this would actually be a16

terrific role for the FTC to play in coming in and17

trying to inform, for example, how should the patent18

office deal with a particular industry, biotechnology or19

business methods.20

        I think the one thing that's difficult about21

that is that the market power conditions in an industry22

or the appropriability in the industry, these are not23

immutable laws of nature.  These are things that change24

over time, and in substance.  Where economic analysis does25
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best, say in something like antitrust, is in looking at1

how are things now, and typically empirical studies can2

do a great job in assessing that.3

        And, where it's harder is saying: where are things4

going to go, and particularly where things are changing.  5

Anything the patent office is dealing with is just, by 6

definition, an industry where there's tremendous change 7

going on.  There's a lot of R&D going on, and so that's 8

where it's hardest to use an empirical snapshot of what's 9

going on now and then project forward.  So I10

think while there's a role, I think that's the11

limitation.12

        If I can come to your second point, where I13

think economic analysis can be extremely useful is in14

thinking about the broader institutional questions of15

how do we set up the rules of the patent office or,16

for example, to take this issue of re-examination:  17

what are the strategic incentives caused by different 18

re-examination rules?  What are the likely economic 19

welfare consequences?  Who's going to have an incentive 20

to do what if we structure the rules one way or the other?21

        For example, Hillary just mentioned this22

question of in the re-examination process, is there a23

sufficient incentive for people to come forward with24

prior art?  Do people internalize the social value of an25
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invalid patent actual being invalidated, and perhaps1

not?  Economics have a lot to say about those kind of2

concerns, so I think that's potentially one important3

role for FTC, basically what you're doing now.4

        MS. GREENE:  Mel.5

        MR. GARNER:  Actually I have two points.  One is6

to disagree to a certain extent with Brian and Jim about7

the effect of patents in the software industry.  I know8

that the patent office is currently awash in patent9

applications that have been filed, so much so that10

they're not getting examined.  So to say the software 11

industry is not making use of them, would seem to 12

cause me to question why there are so many applications 13

on file.14

        Next is sort of a general comment which is that if15

you are representing a software company, and they have a16

piece of software that will fit in a web browser, you17

better have a patent or someone is going to eat your18

lunch.  They're going to take it away from you in a19

minute, and I think maybe that's where the antitrust20

people can best operate to make the major web browser21

companies behave themselves, but if you had a patent,22

you can cause them to behave themselves anyway.23

        The other thing, turning it around, we're almost24

at the end of the day, and actually I would like to ask25
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maybe Hillary a question, and essentially it's this:1

Item number 6 here suggests that the PTO.2

        MS. GREENE:  I'm sorry?3

        MR. GARNER:  Item number 6 suggests that the4

Commissioner be given some substantive rulemaking power5

to take into consideration economic concerns.  Those6

of us who are sort of in the patent community when the7

Federal Trade Commission and the Antitrust Department of8

the Justice Department starts looking our way, our9

tentacles go up and we start being a little concerned10

about what it is you're going to do.11

        So maybe you can give me an example of what kind12

of rule a Commissioner might make that would take13

economic factors into consideration.14

        MS. GREENE:  Actually let me back up.  What he's15

referring to is we sort of discussed some general16

questions that we were using to shape today's dialogue, and 17

it's not meant to suggest that that is necessarily 18

something that could be done.19

        What we have heard, though, throughout the20

hearings are sort of two strands of thought.  One of21

which is sort of that there might be ways in which the22

economic analysis could be taken into account.  Then,23

the other strand of thought, which I think was promoted24

in part by the PTO, or at least thrown out on to the25
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table, is the possibility of substantive rulemaking for1

the PTO.2

        So what you see here is us basically throwing3

out:  to what extent would those two things dovetail?4

        MR. COHEN:  I think you'll see in the prior5

transcripts a number of references from PTO panelists to6

the subject of substantive rulemaking, and if you look7

at them, I think you'll get the best information that8

anybody has on what's being thought of.9

        MR. GARNER:  It's sort of curious that the10

Commissioner would make a rule perhaps that said, in11

this particular industry I've decided I'm not going to12

grant patents because that would have an13

anti-competitive effect or something.14

        It sort of really strains your understanding to15

figure out an agency whose primary job is to grant16

patents to new, useful and unobvious ideas, then17

turns around and says, but now I'm going to look at the18

overall effect of the economy of that and sort of change19

the rule going forward with that.20

        MS. DESANTI:  Let me speak to this issue from an21

antitrust perspective.  One of the things that has22

happened in antitrust in the last 20 years is the23

incorporation of economics.  Economics is really the24

fundamental basis of antitrust law to a much larger25
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extent now than it was say in 1974.1

        That has really given antitrust law an2

appreciation for the free riding and appropriability3

concerns that animate patent law as well.  Those4

concerns are now subsumed within antitrust analysis.5

        Within the Rule of Reason in antitrust analysis,6

when you're looking at what might be a legitimate7

business justification for a particular type of conduct,8

you look at whether it might be designed to prevent free9

riding and preserve appropriability in appropriate ways.10

        So that's just an example of how we see, in our11

doctrine, an incorporation of various of the values that12

are in the patent law, and the question is, since these13

two doctrines do intersect in particular cases and as14

some have articulated, the question is:  are you going to15

use the exclusive right to encourage the innovation?  Or,16

are you going to assume the competitive process itself17

is going to encourage the innovation and you're going to18

have appropriability through other means other than19

patents?20

        So there is this close relationship, so our21

question is really:  is there anyway to think about,22

within the construct of patent law, some of the issues23

that animate competition law and policy?  I think Bob24

Taylor, who unfortunately doesn't seem to be here at the25
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moment -- Bob Taylor was speaking to that issue in terms1

of saying, well, when you are thinking about making sure2

that the boundary line around the property is clear,3

that's one of the ways in which you take into account4

the fact that it's not like when you have a patent5

there's no countervailing benefit that you lose.6

        There is something that may be lost, recognizing7

that not all patents create market power, et cetera, et8

cetera.  There is something that may be lost on the9

other side, and that's competition, and the forces of10

competition may provide benefits to society, including11

innovation.  So that's a long winded answer, but that's12

what animates our question.13

        MS. GREENE:  Scott?14

        MR. CHAMBERS:  I was just going to point out15

that what we already know is that the Patent and16

Trademark Office doesn't have any substantive rulemaking17

authority.  So, at least in the realm of deciding what18

additional stuff or what additional technology are going19

to be patented, what happens is that the technology in20

the Federal Circuit drives it to start looking at these21

issues.22

        In the instance of software, about the time that23

the patent office started to look at software patenting,24

there were two ways you could implement a lot of25
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different inventions.  You could have a hardware circuit1

or you could simply use software to reprogram your2

computer.3

        The idea that you would be granting patents for4

the hardware, which have been granted in electrical5

engineering areas for quite some time, and that you6

couldn't protect it because somebody could circumvent it7

so easily with software, just didn't make any sense.8

        At the same time, the Federal Circuit kept9

striking down the Patent and Trademark Office's position10

when it was taking one of these cases up.  The11

consequence is not that the Patent and Trademark Office12

expanded in this area, they were dragged kicking and13

screaming in this area.14

        The Patent and Trademark Office has to defer to15

the Federal Circuit and so when they say something is16

patentable, they have to follow it.  If there's going to17

be economic analysis done, it's not something that can18

be done effectively at the Patent and Trademark Office19

for substantive rulemaking.20

        That said, there is a certain amount of policy21

that's done when the Patent and Trademark Office goes22

into rulemaking.  You can't make prospective23

determinations very effectively as to what's going to be24

patentable and what is not going to be patentable25
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without having some form of policy decision.1

        From the standpoint of the government agencies2

having more input into this, they are perfectly free to3

comment when Federal Register Notices come out.  They're4

perfectly free to give their input to Department of Justice 5

for amicus briefs, and they certainly have the ability to 6

look at these issues and put in their economic thoughts.7

        Finally, from the standpoint of the economic8

effect or the fact whether or not the patent office has9

the ability to take economic effects into account, I10

think that we see that they have in many cases.  The11

idea that you're going to use a second pair of eyes to12

look at business method patents, that came about because13

people were concerned with it.  So, the Patent and14

Trademark Office is doing actually a reasonably good job15

of implementing these and taking a look.16

        MS. GREENE:  We'll have our last three17

comments.  Jeff?18

        MR. KUSHAN:  Not speaking as a former examiner19

the idea of having things other than novelty, 20

nonobviousness, written description and enablement 21

would be on my list of things to measure.  I can't envision 22

how you would bring into a patent, by patent granting 23

system some kind of externality of economic conditions 24

that would influence the process.25
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        Obviously, you would have to look at the1

capacity to bring those factors into the PTO, is really2

at a very macroscopic level, and at that level rules3

aren't relevant.  This isn't a rulemaking issue.4

        The rulemaking that the PTO cares about is5

rulemaking that relate to examination procedures.  To6

some level I think some of the debates you've been7

engineering over the last year are showing that8

there are some specific problems that you pull out and9

look at and try to solve.10

        One of them is the claim breadth or11

inappropriate claim breadth based on disclosures.  These12

types of things are very good things to tackle, and to13

the extent that you come up with systems that get14

integrated into examination practices, great, I think15

that's a healthy process.16

        Going in and trying to make the examination17

process on a case-by-case basis more complicated is18

terrifying to me, and that actually will lead to my last19

comment, which was kind of prompted by Brian's comment20

over in the WIPO process.21

        I was at this meeting where the PTO said, knock22

it off or we're going to go home.  It wasn't business23

method patents they are talking about.  It was in response24

to about 65 developing countries saying, well, we want25
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to deny patents on transgenic plants, we want to deny1

patents on drugs, we want to deny patents on a whole2

laundry list of things, and let's redefine microorganism3

to exclude cell lines and all the things that the4

biotech industry currently makes.5

        So it was a very broad ranging attack saying,6

let's inject into this patent standards exercise a7

decision that all the developing countries of the world8

can essentially pick and choose which patents they want9

to grant on a case-by-case basis.10

        As a trade policy matter, that's very11

objectionable because it's basically saying, this is12

great, we can use American innovation without having to13

deal with the overhead of the patent system.14

        I don't believe in that type of an approach.  I15

think it would be nice to get in very large developing16

entry matters protection that lets us compete on17

innovation where we have an advantage, and I want to see18

that type of standard developed.19

        But in all fairness to the PTO, they ran Federal20

Register Notices, they went out and they published all21

these documents six to ten weeks before the meetings22

when they come out, they get all the comments in, and23

that's what they base their opinions on.24

        So I think that comment unfairly casts the25
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posture of the PTO in the international sector as being1

one of shoving things down the throats of the world, and2

from what I can tell the world's not opening its mouth.3

        It isn't going to happen any time soon, so I4

think you can sleep well for the next decade or so.5

I'll leave it at that.6

        I value my opportunity to participate today.7

        MS. GREENE:  Thank you.  You've brought up an8

important point which we have sort of scattered9

throughout the record as well, in terms of, when you have10

a particular consideration:  how is that this could11

possibly be implemented at a broad policy level?  And,12

what are the implications, if anything, for sort of an13

individual examiner in teasing out the distinction that14

that consideration plays depending upon the level that15

you're looking at?  And let me turn to Brian and then16

Todd will have the last word.17

        MR. KAHIN:  I just looked at the draft report of18

that meeting that was published the other day, and I19

read it differently than you do, and certainly what I20

was hearing in Europe, comports more with my version than21

yours.22

        The point I want to make specifically in23

response to what you said is, yes, they did go through24

this process, but the comments weren't publicly visible25
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and there was no public analysis, and there's no public1

position.  So it's only the few that know about it,2

namely the patent organizations that were in Geneva or3

wherever it was, and understand what position the U.S.4

is taking.5

        To respond to your question specifically about6

the FTC role, which I didn't get to before I got carried7

away last time, is that I don't think you should get8

involved in particular patent cases, and I think the9

mechanism for commissioner re-examination -- I was very10

intrigued with what Todd was suggesting and I can think11

of ways that that could be formalized, so in fact if12

there is a huge uprising of outrage from the industry,13

that that's something that's best taken care of directly14

within the PTO.15

        But, it's more this long-term calibration, and in16

response to Jonathan, I think the important thing here17

is monitoring because without monitoring, we're getting some18

of that here, we wouldn't be aware of these epi-phenomenon 19

that go on at the portfolio level, that go on20

at the system level.21

        And the European Commission, as part of its22

draft directive, proposed directive on software, is23

undertaking to do a monitoring process.  They've built24

that into the proposal.  They should do a base line25
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before they implement the directive, but they at least1

do have it there.2

        MS. GREENE:  Jim is going to sneak in and Todd,3

and then that's really it.4

        MR. GAMBRELL:  I want to repeat something very5

similar, and then I'll tell you why.  I had a client in6

Western Geophysical years ago, the CEO of the case, of7

the company, every time he sat down to a negotiation8

with other companies, he would walk into the conference9

room and instead of sitting on one side of the table with10

all of his fellow employees, he would go over and sit11

right in the middle of the other side and say, now let's12

talk about these issues.13

        I suggest this only to remark that one of the14

things that might help the patent antitrust interface15

most is if, in fact, someone like Professor Pitofsky,16

for example, were made commissioner of patents so17

somebody was looking at it from the standpoint of how18

they interact.19

        Now, that's putting him on the other side of the20

table, but it would force a serious question of where21

the patent system is going, and how it ought to get22

there.23

        MS. GREENE:  Todd.24

        MR. DICKINSON:  Thank you very much for the25
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opportunity to go last.  I really do appreciate it.  I1

think I would agree with you on that last point, that2

if I got to be the chairman of the FTC, and my partner3

Mr. Muris.4

        MR. GAMBRELL:  That might be very good, Todd.5

        MR. DICKINSON:  Well, it might be.  I'm not sure6

I'm about to that talent.  That's a good one.  Let me7

give a couple clean ups and then maybe a general8

comment.9

        I would support Brian and generally oppose Jim10

on the issue of whether the FTC and the DOJ should have11

the independent right to sue to invalidate patents,12

without a lot more study.  I just know what all the13

implications are of that.  It's very dramatic, and I14

think it would be very difficult to implement15

politically, but as a general rule I think it would16

probably tip many balances in ways that give rise to17

unforeseen consequences.18

        As far as the amicus brief role, I think that's19

a good one.  It exists today because the government has20

to have just one brief coming out of the DOJ that all21

has to come together at one point.  We do that.22

        Another good example of that would be the CSU23

versus Xerox case where an amicus brief was filed24

opposing the Supreme Court granting cert. and now with a 25
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lot of tussling.  We know all very well how much tussling 1

there was inside the administration, but again we did 2

come out with one point of view, and that's probably the 3

best way to deal with that.4

        With regard to Brian and the process in Geneva,5

I think he's generally right that there should be more6

transparency in terms of what did occur, and I'm curious7

as to why that doesn't happen, and I sit in that process8

as well on behalf of the ABA, and I may ask just that9

question, because I thought it was.10

        One answer may be that, at least as far as the11

negotiation goes, having done this, the United States12

takes its treaty negotiation responsibility very13

seriously at the diplomatic level.  They don't always14

make it as transparent as people would like or need 15

because it's a treaty function as opposed to the 16

substantive aspects of the issue at hand.17

        Finally, as far as the processes that the PTO18

does have that may be de facto rulemaking, for example19

the guidelines process, I guess you have to be careful20

what you ask for, but I've been mildly critical of the21

antitrust agencies and sort of might encourage them to22

participate in that process.23

        NIH, to take another governmental agency for24

example, participated very aggressively in the25
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redrafting of the utility guidelines.  And so the1

opportunity, at least assuming your agency 2

would allow you to do that, exists, and that may 3

be an appropriate first place to start and see how 4

that plays out.5

        Finally let me thank you all, and thank both6

agencies, both FTC and Department of Justice, for 7

giving us all the opportunity to vet this and for 8

such a thorough really deliberate and ongoing process.9

        As Hillary said, it seems like just yesterday,10

but when you reflect on it, it has been a very long time11

with an enormous body of information which will be12

almost invaluable going forward, so thank you all for13

that.14

        MS. GREENE:  Thank you all, and my last little15

point is I misspoke at the beginning.  The period for16

which you can send in written comments to the record is17

November 15, not November 6, so if any of you want to18

write up anything that you've said today or want to19

supplement what you said today, just be aware that that20

time exists.21

        Thank you all so much for your time.  We 22

greatly appreciate it.23

        (Whereupon, at 4:40 p.m. the workshop was24

concluded.)25
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         1                     P R O C E E D I N G S

         2                     -    -    -    -    -

         3            MR. WILLIAM COHEN:  Good morning.  Welcome to 

         4    today's panel on Competition, Economic, and Business 

         5    Perspectives on Substantive Law Issues.  My name is 

         6    Bill Cohen, and I'm an Assistant General Counsel here 

         7    at the Federal Trade Commission, and to my left is 

         8    Susan DeSanti.  She's the Deputy General Counsel for 

         9    Policy Studies.  To my right is Hillary Greene, the 

        10    Project Director for Intellectual Property. 

        11            The hearing groups we began back in February 

        12    have now nearly come to their close.  Today is the last 

        13    day directly focused on patent issues, and the hearings 

        14    will end with one more roundtable on November the 6th.  

        15    The Department of Justice will not be participating in 

        16    today's session of the Joint Hearings on Competition 

        17    and Intellectual Property Law and Policy in the 

        18    Knowledge-Based Economy.  The Department will resume 

        19    its participation in these hearings at the November 6th 

        20    session. 

        21            Today's session will use the roundtable format.  

        22    We will spend our time entirely in discussion without 

        23    formal presentations.  We're fortunate to have a truly 

        24    outstanding set of panelists who are willing to share 

        25    their insights with us.  Full biographies are available 
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         1    in a booklet on the table out in front of the room.  

         2    What I'd like to do is just hit a few of the highlights 

         3    for each of you.  I'll try to do this alphabetically. 

         4            Mark Banner -- right there, okay -- 

         5    concentrates on litigation of patent, trademark and 

         6    copyright cases at the law firm of Banner & Witcoff.  

         7    He is Chairman of the American Bar Association's 

         8    Intellectual Property Law Section. 

         9            Robert Barr, right here, two seats down from 

        10    Mr. Banner is the Vice President for Intellectual 

        11    Property and Worldwide Patent Counsel for Cisco Systems 

        12    in San Jose, California, where he's responsible for all 

        13    patent prosecution, licensing and litigation.  He 

        14    started Cisco's patent program in 1994 and has since 

        15    built a portfolio of over 700 issued patents. 

        16            Margaret Boulware is a Shareholder in Jenkins & 

        17    Gilchrist in Houston, Texas.  Her intellectual property 

        18    practice includes patents with an emphasis in chemistry 

        19    and biotechnology.  She also has expertise in 

        20    trademark, copyright and licensing matters, 

        21    particularly in internet and e-commerce areas.  She was 

        22    appointed by the Secretary of Commerce to serve as the 

        23    Chair of the Patent Public Advisory Committee, and she 

        24    is participating today on behalf of the American 

        25    Intellectual Property Law Association. 
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         1            Wesley Cohen at the far end here has just 

         2    joined the faculty of the Fuqua School of Business, 

         3    Duke University, as Professor of Economics and 

         4    Management after teaching at Carnegie Melon University 

         5    for 20 years.  He is also a Research Associate of the 

         6    National Bureau of Economic Research.  Professor 

         7    Cohen's research has mainly focused on the economic and 

         8    technological change in research and development. 

         9            John Duffy is an Associate Professor of Law at 

        10    the William & Mary School of law.  He teaches and 

        11    writes in the fields of patents and administrative law.  

        12    He is a registered patent attorney and the co-author, 

        13    with Robert Merges, of a case book on patent law.  Am I 

        14    correct, he's full professor?  You have had a number of 

        15    promotions during the course of these long hearings.     

        16            Brian Kahin directs the Center for Information 

        17    Policy at the University of Maryland.  He's a Visiting 

        18    Professor in the College of Information Studies with 

        19    affiliate faculty appointments in the School of Public 

        20    Affairs and the R. A. Smith School of Business. 

        21            Edmund Kitch, on this side, is the Joseph M. 

        22    Hartfield Professor of Law at the University of 

        23    Virginia School of Law.  His scholarly and teaching 

        24    interests include agencies, corporations, securities, 

        25    antitrust, industrial and intellectual property, 
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         1    economic regulation and legal and economic history, and 

         2    he has written some seminal articles regarding the 

         3    patent system. 

         4            Steve Merrill has been Executive Director of 

         5    the National Academy's Board on Science, Technology and 

         6    Economic Policy, the STEP Board, since its formation in 

         7    1991.  They have the sponsorship of a growing number of 

         8    federal government agencies, foundations, multinational 

         9    corporations in various sectors and international 

        10    institutions.  He has developed the STEP program into 

        11    an important discussion forum and authoritative voice 

        12    on technology, research and development and other 

        13    microeconomic policies. 

        14            Gerald Mossinghoff is a former Assistant 

        15    Secretary of Commerce and Commissioner of Patents and 

        16    Trademarks and the former President of the 

        17    Pharmaceutical Research and Manufacturers of America.  

        18    He has served as United States Ambassador to the 

        19    Diplomatic Conference on Revision of the Paris 

        20    Convention and as Chairman of the General Assembly of 

        21    the United Nations World Intellectual Property 

        22    Organization.  He is now Senior Counsel to Oblon, 

        23    Spivak, McClelland, Maier & Neustadt, and also serves 

        24    as a Visiting Professor of intellectual property at the 

        25    George Washington University Law School. 
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         1            Ron Myrick, back on this side, is the Chief 

         2    Intellectual Property Counsel for General Electric and 

         3    the President of Monogram Licensing, Inc.  He is also 

         4    the President-Elect of the American Intellectual 

         5    Property Law Association and the Immediate Past 

         6    President of the Intellectual Property Owners 

         7    Association. 

         8            James Pooley is a Partner at Milbank, Tweed, 

         9    Hadley & McCloy's intellectual property group in the 

        10    Palo Alto office.  Mr. Pooley specializes in the 

        11    litigation and trial of patents, trade secret and 

        12    complex technology-related litigation in state and 

        13    federal courts and before the International Trade 

        14    Commission. 

        15            And Robert Stoner is a Vice President of 

        16    Economists Inc. and a former Deputy Assistant Director 

        17    for Antitrust in the Bureau of Economics at the FTC.  

        18    He has testified in a number of antitrust cases and 

        19    before a variety of governmental agencies, and in 

        20    particular, has recently submitted testimony in an ITC 

        21    Section 337 proceeding involving patent licensing. 

        22            Many of our panelists are good enough to join 

        23    us for a second and in some instances even a third 

        24    time, I think.  We're very, very grateful to have such 

        25    an outstanding panel. 
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         1            Last week we had a roundtable to address some 

         2    of the competitive issues raised by patent quality and 

         3    the procedures employed in prosecuting and litigating 

         4    patents.  Today we're going to shift our emphasis over 

         5    to the implications for competition and innovation of 

         6    substantive patent doctrines.  We will address four 

         7    topics, roughly two in the morning and two in the 

         8    afternoon, though we will break between noon and 2:00. 

         9            We will begin with some discussion of the goals 

        10    that underlie the patent system and the extent to which 

        11    consideration of those goals works its way into the 

        12    questions of substantive patent policy. 

        13            Then we will turn to non-obviousness, the 

        14    doctrines that some of our panelists have described as 

        15    the heart of the patent system.  We will address some 

        16    of the issues that go to the theory of non-obviousness 

        17    and then some of the more practical issues being raised 

        18    in today's prosecution and litigation regarding those 

        19    doctrines. 

        20            In the afternoon, we will turn to doctrines 

        21    that focus directly on patent breadth.  I expect some 

        22    discussion of enablement, written descriptions and best 

        23    mode, as well as the claim-broadening potential 

        24    associated with the use of continuations.  And finally, 

        25    we will end with a discussion of patenting in the 
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         1    context of research and research tools, trying to 

         2    identify any special considerations that might 

         3    contribute to our understanding of competitive 

         4    implications. 

         5            During the day, Hillary and I will have some 

         6    questions for you to guide the discussion.  When you 

         7    would like to speak, let me ask that you tilt your name 

         8    tent up on its side so that we know you would like to 

         9    be recognized, and then we will recognize you.  With 

        10    that, let's begin with our first topic. 

        11            We are going to start by discussing economic 

        12    goals, and I guess the first question is a setup 

        13    question to get a broad view.  What are the goals of 

        14    the patent system?  To what extent do the courts and 

        15    the PTO, when considering policy choices, consider the 

        16    likely impact on innovation or economic welfare?  Or 

        17    stated a little differently, what role does economic 

        18    analysis play in the patent system? 

        19            Does anybody want to start us off?  Bob?

        20            MR. STONER:  Yeah, just by way of background, 

        21    I'd like to say that I don't really think you can look 

        22    at this effect of the patent system on welfare and 

        23    innovation in a vacuum and that it's very important not 

        24    only to look at the direct effects of the patent system 

        25    on innovation through helping appropriability or 
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         1    through disclosure, but also to look at the feedback 

         2    effect, that the patent system and given 

         3    appropriability also has implications for market 

         4    structure, for affecting ease of entry or potentially 

         5    erecting entry barriers, those effects, the market 

         6    structure and ease of entry, feedback on innovation. 

         7            So, one has to take account both of these 

         8    direct effects of the patent system on innovation and 

         9    the indirect effects through market structure and ease 

        10    of entry, in trying to analyze the overall welfare 

        11    effects of the patent system. 

        12            MR. WILLIAM COHEN:  Gerry? 

        13            MR. MOSSINGHOFF:  I would say that I believe 

        14    economic goals are important to look at, particularly 

        15    for the Federal Trade Commission, to look at economic 

        16    goals, but everyone should recognize that that's a very 

        17    low level view of what the patent system does.  The 

        18    economic goals are just a minor part of the goals of 

        19    the patent system.  Despite the progress we've made, 

        20    people are still very hungry:  they don't have 

        21    sufficient food, they still have diseases that can be 

        22    cured, there are diseases that cannot be cured.  Our 

        23    whole quality of life, whole quality of human progress, 

        24    in my opinion depends on incentives such as those 

        25    provided by the patent system, and economic goals are a 
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         1    part of it and probably an important part of it, but 

         2    certainly not the overriding part.  The overriding part 

         3    is human progress, and I believe the patent system has 

         4    served very, very well in harnessing human creativity 

         5    to achieve human progress.  And that should be the view 

         6    at 35,000 feet. 

         7            My second comment on your comment would be 

         8    that, when you talk about does the U.S. PTO and do the 

         9    courts keep these economic goals in mind when they work 

        10    in the patent system, I would submit that the main 

        11    policy maker in the patent system is neither the U.S. 

        12    PTO nor the courts, it's the United States Congress.  

        13    And they're the ones who I think have kept these goals 

        14    very clearly in mind in their enactment of the patent 

        15    system in 1790 on through the current changes that are 

        16    being made to the patent system. 

        17            So, I'm a conservative -- known to be a 

        18    conservative -- but I don't think administrative bodies 

        19    spend a lot of time worrying about broad policies.  

        20    They're there to effect, as effectively as possible, 

        21    the policies that have been established for them by the 

        22    United States Congress. 

        23            MR. WILLIAM COHEN:  Wes?

        24            DR. WESLEY COHEN:  A couple of reactions to 

        25    Gerry's suggestions. 
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         1            One, I don't think we should become confused 

         2    semantically, okay?  I would agree that the goal for 

         3    the patent system is indeed human progress.  Taking the 

         4    position of an economist, I would say that economists 

         5    would claim that those are economic goals.  So, to the 

         6    extent, you know, that those are reflected in social 

         7    welfare, economists are concerned with social welfare.  

         8    So, I don't think there's the kind of divide that you 

         9    suggest between economic goals and the goals of 

        10    progress and innovation. 

        11            As an economist, I've been preoccupied for 

        12    almost a couple of decades with innovation.  I see 

        13    that, you know, and indeed other economists see that as 

        14    the main source of growth in social welfare over time. 

        15            The second more specific point, does the U.S. 

        16    PTO and do the courts keep these goals in mind?  And 

        17    Gerry's suggestion that, well, perhaps less so, but 

        18    it's really Congress that you need to worry about and 

        19    the nature of the legislation, statutes and their 

        20    conception, indeed, we so see the goals of science and 

        21    technical advance clearly articulated in the 

        22    Constitution itself.  And I think that's what you were 

        23    referring to. 

        24            I have a question, though.  Let's put aside, so 

        25    we don't kind of worry about this semantic divide, the 
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         1    economic goals, but just the goal of innovation, of 

         2    progress, if you will.  And I have a question to the 

         3    panel.  In the course of the work of the National 

         4    Academy's Committee on Intellectual Property Rights in 

         5    a Knowledge-Based Economy, in which I've participated, 

         6    something rather striking has come up, which is that 

         7    the courts, in particular, and to some extent even the 

         8    U.S. PTO, but particularly the courts, do not seem to 

         9    see as their first order mission when they think about 

        10    cases and decisions to consider, the implications of 

        11    those decisions for progress, for innovation, in a 

        12    forward-looking way. 

        13            That's just my broad impression, and I'd be 

        14    curious if that's a misimpression and if others have 

        15    complementary or other views, and if that's not the 

        16    case, is that a sensible situation?  Is that the 

        17    situation that could even be remedied given our current 

        18    institutional setting? 

        19            MR. WILLIAM COHEN:  Let's try Jim Pooley.  We 

        20    have broadened the question slightly, and that's where 

        21    I was heading.  There are really two separate questions 

        22    here.  To what extent are these considerations 

        23    currently being taken into account?  And to what extent 

        24    should they be taken into account?  Maybe any thoughts 

        25    on either of them. 
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         1            MR. POOLEY:  Yeah, well, you know, I also have 

         2    spent a great deal of time with Wes and the work of the 

         3    National Academy's Committee.  And, I suppose as a 

         4    practitioner, it hasn't struck me as that unusual to 

         5    observe that the courts and especially the PTO don't 

         6    consider it a central part of their mission to resolve 

         7    questions of economics in the way that the questions of 

         8    economics have been designed here. 

         9            Certainly it seems to me that the courts 

        10    recognize, and we can find evidence of that in many of 

        11    the reported opinions, that there's a certain tension 

        12    that exists between the grant of intellectual property 

        13    rights, and patents in particular on the one hand, and 

        14    certain other broadly stated economic notions of 

        15    monopolies and so forth on the other. 

        16            But beyond that, it seems that certainly the 

        17    PTO, whose primary job it is to enforce the law as 

        18    written by Congress, where I agree with Gerry, that the 

        19    real balancing of economic issues and the outcomes of 

        20    the various standards is done, the PTO's job is to take 

        21    those standards and apply them with their expertise.  

        22    And their expertise is not in observing and 

        23    formulating, you know, economic policy, it's in 

        24    determining whether a purported invention meets the 

        25    standards of the patent statute.  And I think the 
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         1    structure and mission of the PTO doesn't properly 

         2    include economic issues of the sort that we've been 

         3    talking about here.  I think the same might be said for 

         4    most of the trial court determinations. 

         5            Now, at the Federal Circuit level, there 

         6    probably is a lot more room for input on economic 

         7    issues.  I know that there have been some judges that 

         8    have expressed, you know, an interest or even some 

         9    frustration in not getting more information in 

        10    briefing, but they have to take the cases the way that 

        11    they are presented to them.  And, there is the other 

        12    issue of how one, if you think it's a good idea that 

        13    judges of the Federal Circuit take into account these 

        14    kinds of issues, how you get it in front of them and 

        15    how you get a broad enough array of opinions to make it 

        16    useful and perhaps not dangerous. 

        17            So, I think if we're thinking about 

        18    interjecting these kinds of economic issues in the way 

        19    that they've been defined here into the system, we have 

        20    to tread very, very carefully.  And, keep in mind that 

        21    the job of the PTO and the job of the courts is pretty 

        22    focused and probably ought to be pretty focused. 

        23            MR. WILLIAM COHEN:  I see Mark's sign is up. 

        24            MR. BANNER:  Actually, Jim just said a lot of 

        25    what I would have said.  I remind you of the rule 
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         1    change that took place some years ago in baseball where 

         2    the home plate umpire would make a call of a strike or 

         3    a ball, but in certain circumstances, when the batter 

         4    went around, to a certain degree, there could be an 

         5    appeal over to the first base umpire to see if that's a 

         6    strike or a ball.  Those people do what they're told to 

         7    do, what the rules are given to them.  And I think in 

         8    this context, the rules that have been articulated are 

         9    rules articulated by the Congress. 

        10            The Constitution, as Gerry said, says that 

        11    Congress may provide exclusive rights in order to 

        12    promote progress in the useful arts.  It doesn't have 

        13    to; it may.  It chose to many years ago, and it said, 

        14    here are the rules. 

        15            I don't see it unusual to see Congress set the 

        16    rules and the agency and the PTO try to apply the rules 

        17    and the courts try to apply the rules.  I agree with 

        18    Jim's observation that some Federal Circuit judges want 

        19    to see more emphasis on and explanation of the economic 

        20    impact, and I think that they might take that into 

        21    consideration should they get that.  But ultimately, I 

        22    think even the Federal Circuit and even the judges that 

        23    clamor for that the most will come back to the 

        24    statutory standards of patentability.  And if there's 

        25    fixes to be made, that's where the fixes are, down the 
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         1    hall at Congress, not up in the Federal Circuit, 

         2    certainly not in the trial court, and most definitely 

         3    not at the Patent & Trademark Office. 

         4            One brief comment about the semantic divide, I 

         5    tend to agree with Professor Cohen that the difference 

         6    between focusing on progress in the useful arts and 

         7    economic welfare are often very congruent.  Going at a 

         8    heading of 360 and a heading of 355 degrees is often 

         9    very congruent, especially at the beginning.  But, I 

        10    think we need to keep our eye on the actual rules and 

        11    the actual goal and the actual terminology of the 

        12    Constitution, and that is progress in the useful arts, 

        13    which might occasionally be disparate from economic 

        14    goals.  But, as long as you keep your eye on the ball, 

        15    I think by and large, they will be congruent, but there 

        16    may be points of disparity. 

        17            MR. WILLIAM COHEN:  When there are such points, 

        18    can the economic goals be taken into account? 

        19            MR. BANNER:  Well, ultimately I think what you 

        20    take into account, if you're talking about what the 

        21    Patent Office does and what the courts do, I think the 

        22    things they take into account are the things that 

        23    Congress said to take into account, the standards of 

        24    patentability, and only in very minor ways do they 

        25    include economic goals and progress.  This is to 
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         1    promote progress issues. 

         2            There are ways in which, you know, it is 

         3    inherent that it's intended to promote progress, and it 

         4    is inherent that it is intended to intend economic 

         5    welfare for the nation, which presumably will also 

         6    provide welfare to consumers, as well as to industry.  

         7    But, I think generally you take into account what the 

         8    Congress says you will take into account. 

         9            MR. WILLIAM COHEN:  Let me just add, for some 

        10    reason our stenographer does not seem to have arrived 

        11    -- is coming soon.  The session is being taped, and we 

        12    will prepare the transcript based on the taping until 

        13    the stenographer is here. 

        14            MS. GREENE:  No, she is here and transcribing, 

        15    but from outside. 

        16            MR. WILLIAM COHEN:  Oh, from outside, okay, 

        17    okay. 

        18            Hillary, do you have a question? 

        19            MS. GREENE:  I'm just curious the extent to 

        20    which the economic analysis -- this is for Mark -- 

        21    whether or not economic analysis could be used to 

        22    inform the ways in which those noneconomic goals are 

        23    achieved.  Is it instrumental to achieve the end, as 

        24    opposed to defining the endpoint? 

        25            MR. BANNER:  I think in some ways it is, and I 
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         1    think in some ways -- and I note one of the topics is 

         2    obviousness -- economic analysis is part and parcel of 

         3    the equation that currently exists in patentability and 

         4    validity of an issued patent.  And, in those areas, in 

         5    particular, I think the law is not particularly well 

         6    developed.  Perhaps we will get to that later on, but 

         7    particularly as it comes to the nexus requirement of 

         8    commercial success and so forth, I think there's a lot 

         9    of room to grow and analysis there. 

        10            Obviously you have economic analysis and 

        11    economic goals, when you make substantive decisions 

        12    about what are the appropriate measures of damages for 

        13    a patent case.  Even under the statutory standards, 

        14    there's an awful lot of flexibility in the way those 

        15    are being applied.  I know that's not part of our 

        16    topic, but I think the economic analysis of those 

        17    issues has been woefully neglected by the courts and by 

        18    litigants.  But ultimately, I think there are lots of 

        19    analytical tools, including economic goals, that go 

        20    into figuring out things, such as, is the patent system 

        21    the way we want it? 

        22            When we talk about progress in the useful arts, 

        23    economic analysis goes into it, and do we want to 

        24    change it?  Do we think it serves its goal?  Clearly 

        25    economic analysis plays a part in that. 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                       19

         1            MR. WILLIAM COHEN:  Brian Kahin has had his 

         2    sign up for some time and has been patient. 

         3            MR. KAHIN:  I would caution against putting too 

         4    much credence in congressional intent here.  If we go 

         5    back and read Judge Rich's own account of the Patent 

         6    Act of 1952, we find out that Congress didn't really do 

         7    much of anything except to put its trust into the 

         8    patent lawyers that were drafting the Act.  And, it's 

         9    quite remarkable, given his perspective on that, how we 

        10    got a decision like State Street out of the 1952 Act. 

        11            I want to say more generally that the reason we 

        12    don't have an economic framework is because it's pretty 

        13    hard to connect the kinds of very focused processes or 

        14    particularity-oriented decision-making that goes on in 

        15    the legal system with the macro perspective that one 

        16    would want to be able to answer the question:  doesn't 

        17    the patent system, in fact, contribute to progress in 

        18    science and the useful arts?  And what could be done to 

        19    make it contribute more positively? 

        20            I think there's not only a lack of framework 

        21    here, as we discussed before, that the Patent Office 

        22    does not employ, but the only time it has employed 

        23    economists is to get a sense of its own labor needs out 

        24    into the future.  But I think it's worse than this, 

        25    that there's a fundamental hostility to research, and 
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         1    we see this in the disappearance of the study of 

         2    business method patents from the American Inventors 

         3    Protection Act.  You simply can't see any realistic 

         4    engagement from Congress or the PTO in any sort of 

         5    economic framework. 

         6            Just to pick on Meg here, since you're close 

         7    enough to defend yourself, in last year's report of the 

         8    Patent Public Advisory Committee, they came out with 

         9    this remarkable statement, that conservative economic 

        10    estimates say that two-thirds of the value of America's 

        11    corporations is in intellectual property.  Now, that 

        12    was a misstatement.  It should have said intellectual 

        13    capital, not intellectual property.  Intellectual 

        14    property is a particular subset of intellectual 

        15    capital, but the fact that that statement could be 

        16    made, when presumably the committee had at its 

        17    resources a staff from the Patent Office to check these 

        18    -- and this was an undocumented statement -- is pretty 

        19    exemplary of the problem. 

        20            MR. WILLIAM COHEN:  Ronald Myrick. 

        21            MR. MYRICK:  Thank you, and just a comment, 

        22    initially I'm here in my capacity personally, not for 

        23    General Electric nor for the AIPLA.  We have other 

        24    representatives here. 

        25            The question of goals for the system and who's 
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         1    supposed to take these into account is an interesting 

         2    one, because goals itself is something that remains 

         3    relatively unarticulated.  What is the goal of the 

         4    patent system?  We say it's progress, and I think 

         5    that's exactly correct, because the Constitution 

         6    mandates that. 

         7            Does that progress reflect itself in all 

         8    economic areas or does it reflect itself in improving 

         9    health care?  It reflects itself, I think, in the 

        10    overall enhancement of the economy for the entire 

        11    public of the United States.  And when you make it that 

        12    broad, you're dealing with some pretty amorphous 

        13    things. 

        14            That brings us, then, to who handles amorphous 

        15    decisions in the United States?  Is it the PTO?  Well, 

        16    to some degree, but not at that level.  Is it the FTC?  

        17    To some degree, but again, not at that level.  Is it 

        18    with the DOJ?  Again, to some degree, but not at that 

        19    level.  It's the Congress. 

        20            Now, I've heard some remarks about the 

        21    ineptitude -- pardon me, I shouldn't say it that way -- 

        22    the lack of the Congress' focus on exactly what it is 

        23    doing with this.  Well, I personally question whether 

        24    that's really correct.  Having been involved, as all of 

        25    us have I think around this room, in trying to get 
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         1    legislation through the Congress, which takes years, 

         2    none of it goes too easily.  It takes years because the 

         3    Congress, I think earnestly, generally speaking, tries, 

         4    in my opinion, to deal with the conflicting viewpoints 

         5    of so many people in the population. 

         6            The AIPA, which is the most recent I think 

         7    signed enactment -- there are more that I think may be 

         8    signed soon, I hope they will be signed soon -- was a 

         9    struggle that was amended time and time and time again 

        10    during its process because of the efforts, earnest 

        11    efforts, on the part of the Congress to handle the 

        12    conflicting interests it was being presented with.  So, 

        13    to say that it doesn't take into account all that 

        14    should be taken into account I think is just flat 

        15    wrong. 

        16            The reality is in the last 20 years or so, the 

        17    Congress has amended the patent statute seven times to 

        18    increase the exclusivity of the right.  Now, did they 

        19    do that because they were misinformed all of those 

        20    times?  I don't think so. 

        21            Now, if you ask who should take policy into 

        22    account, I think we can't dismiss the courts, because 

        23    the courts do.  The Supreme Court certainly does.  But 

        24    it's also the district courts.  When they fashion 

        25    equitable relief and they weigh the balances and so 
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         1    forth -- we saw it in the Cellpro case, which was 

         2    testified to earlier in these hearings -- they do 

         3    fashion based upon some consideration of policy goals 

         4    and so on. 

         5            Admittedly, however, they are in a situation 

         6    where they are supposed to be focusing on the interests 

         7    of the specific parties, so they shouldn't go too far 

         8    with that.  But, I think they do, in fact, take those 

         9    interests into account. 

        10            Should the PTO take policy interests into 

        11    account?  Admittedly, they have to administer the law 

        12    that they're given, but at the same time, the PTO is an 

        13    advocate for change.  Right now, the PTO is engaged in 

        14    a mighty effort to change the system.  And what has the 

        15    Bar has been telling the PTO?  The Bar has been telling 

        16    the PTO, as you consider these changes that you're 

        17    focusing on, that you've made, some of them quite 

        18    radical and some of them quite substantial changes, 

        19    make sure that they're good for the entire economy, not 

        20    just for those people who get patents, but also those 

        21    who face them, and you, PTO, are the major proponent 

        22    behind these changes, so you need to make sure that 

        23    what you're doing is good for the system, not just for 

        24    patent users, not for patent owners who acquire 

        25    patents. 
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         1            So, who do I think should make all these 

         2    determinations?  Yes, I think that all of these 

         3    players, in their respective areas of relevance, should 

         4    be making policy-like decisions, but the fundamental 

         5    policy rests with the Congress. 

         6            Now, the question I would have is this:  who is 

         7    it that is smart enough to make all these judgments?  

         8    Well, I think the Congress works -- and pardon me for 

         9    borrowing something from economics about which I know 

        10    so little, my apology -- but I think it works on an 

        11    invisible-hand type of theory, that it makes lots of 

        12    assumptions that overall, in the main, if they make 

        13    these changes to the law or if they establish a law, as 

        14    it stands today, and in the main the economy will, by 

        15    virtue of probably the law of large numbers, letting 

        16    all these things happen, letting the system work and 

        17    run, it will work itself out and improve over time. 

        18            The fact is, the innovation economy of the 

        19    United States is quite healthy, healthier than any 

        20    other in the world.  How do you attribute that?  To 

        21    what do you attribute that?  Is it attributable totally 

        22    to the patent system?  Certainly not.  But what was the 

        23    function of the patent system in the first place?  It 

        24    was to not incentivise the behavior of invention, that 

        25    is going to happen.  It was to incentivise the 
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         1    disclosure of those inventions in a way that provides a 

         2    return on the investment in the first place. 

         3            I think that's exactly what has been missed in 

         4    many of the testimonies I've read and that have 

         5    appeared before this group.  The focus on a disclosure 

         6    and on making sure that the public knows these 

         7    inventions and what's in them -- we will get to some of 

         8    them later on today when we talk about the sufficiency 

         9    of this -- but that's really what the patent system is 

        10    all about.  And, we do that by getting people to make 

        11    all these disclosures and spend all this money on 

        12    patent applications by giving them some hope of a 

        13    reward. 

        14            There's certainly no guarantee of that reward.  

        15    How many patents actually ultimately produce the 

        16    significant reward that the inventors hope for when 

        17    they file and spend the money on it?  I don't know, but 

        18    I don't think it's 100 percent.  I think it's somewhat 

        19    less. 

        20            MR. WILLIAM COHEN:  Okay, I am going to go to 

        21    Meg and Bob Barr.  Before doing that, let me throw out 

        22    one more aspect of this, which I don't know if you're 

        23    going to want to address, but some people at the table 

        24    may. 

        25            To the degree that we do get into consideration 
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         1    of policy goals here, how should they be articulated?  

         2    Is it the advance in innovation?  Is it something 

         3    broader than that which takes into account potential 

         4    market effects, something such as economic welfare?  If 

         5    it's economic welfare, is it total social welfare or is 

         6    it consumer welfare, that is consumer surplus alone?  

         7    That's on the table as well. 

         8            Let's go to Meg, because I know we had an issue 

         9    raised that went in your direction. 

        10            MS. BOULWARE:  It sure did, and I'm happy to 

        11    respond to it. 

        12            First of all, I want to just mention that I was 

        13    president of the AIPLA when the AIPA was going through 

        14    Congress, and I want to echo some of the comments that 

        15    have been placed on the table.  One of the things that 

        16    some of us found frustrating but, in the long run is 

        17    the best thing for the system, is during the AIPA, 

        18    there was no group that was not listened to, and I'm 

        19    talking about small inventors, universities, large 

        20    corporations, small corporations.  And I am certainly 

        21    not going to tread into the economic arena, but I can 

        22    tell you from my personal experience of spending many, 

        23    many hours working on the AIPA that the Congress, that 

        24    I believe is the proper body to forge our policy, 

        25    certainly had input from every source imaginable.  And 
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         1    I think that's the right way to do it. 

         2            Now, the other thing I'd like to say is that 

         3    one of the things that the AIPA did was, for the Patent 

         4    Public Advisory Committee, we are mandated to have 25 

         5    percent of our membership representing small inventors, 

         6    universities and not-for-profits, which we do, and we 

         7    have some very good representatives.  And I just want 

         8    to tell Professor Kahin they all signed off on the 

         9    report, not just me, and we had consensus on the 

        10    report.  So, we thought, at least from our perspective, 

        11    whether you want to call it intellectual property or 

        12    intellectual capital, that it certainly is a 

        13    substantial part of the innovation that we see in the 

        14    business today. 

        15            So, I just wanted to be able to have an 

        16    opportunity to respond. 

        17            MR. WILLIAM COHEN:  Bob Barr has been waiting 

        18    patiently. 

        19            MR. BARR:  Thank you. 

        20            From where I sit inside a high-tech company 

        21    that is also sometimes referred to as a bellwether of 

        22    the economy, it's all about economics, certainly all 

        23    about money.  There are many levels of economics, and I 

        24    am not trained in economics.  I have learned a lot from 

        25    these hearings and the STEP hearings about economics.  
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         1    The only economic work I ever did was in something 

         2    called discrete choice analysis.  So the way I view 

         3    it -- and I want to make sure it's on the table, I 

         4    think it has been, but I want to keep it there -- is 

         5    that an innovator, an inventor faces two issues:  can I 

         6    get a patent?  And am I infringing anyone else's 

         7    patent? 

         8            They are both economic issues, I think, but the 

         9    second one is a huge economic issue.  The first one is 

        10    unfortunately really easy to answer.  Yeah.  And the 

        11    second one is almost impossible, and I want to make 

        12    sure that as we proceed we keep that in mind.  When we 

        13    look at obviousness and disclosure issues and scope of 

        14    claims, it's a good chance to talk about those things.  

        15    But, the risk management issues, economic issues 

        16    involved in determining whether an innovator has 

        17    freedom to innovate and to know the consequences of 

        18    that innovation in an economic sense are a major 

        19    problem. 

        20            MR. WILLIAM COHEN:  How about Professor Cohen?

        21            DR. WESLEY COHEN:  A couple of reflections on 

        22    the prior points. 

        23            One -- and I think your follow-up question, 

        24    Bill, gets to this -- is how should policy goals be 

        25    articulated?  Is it innovation, the economics 
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         1    associated with innovation, or is it more broadly 

         2    social welfare, including in particular consumer 

         3    welfare? 

         4            While I suggested, as Mark indicated, that 

         5    innovation and notions of economic goals are congruent, 

         6    there are places at least that the literature would 

         7    suggest -- although I think the literature draws the 

         8    line historically too sharply -- that there may be 

         9    domains where those goals are not congruent.  That is, 

        10    the goal of innovation and the goal of social welfare, 

        11    particularly consumer welfare, in that you have what's 

        12    in the literature referred to as the Schumpeterian 

        13    trade-off, essentially the notion that you need large 

        14    monopolistic firms to innovate -- and we can all 

        15    disagree with that and I disagree with that -- but 

        16    there are elements of truth buried in there.  At the 

        17    same time, then, what comes with that is the cost then 

        18    of monopoly-like pricing, which detracts from consumer 

        19    welfare. 

        20            Now, if you buy those assumptions and that 

        21    argument, then those goals cease to be congruent.  In 

        22    certain settings, that sort of trade-off may be 

        23    evident, though again, I think it's been historically 

        24    overdrawn, and my own research in this area would 

        25    suggest the same. 
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         1            So, I think things get interesting and a little 

         2    bit more contentious then, when we have that lack of 

         3    congruence.  And then it really does become, you know, 

         4    who is to sort of be the fair broker here in some sense 

         5    to pit one goal versus the other?  And I have no 

         6    suggestion -- I mean, that really speaks to issues of 

         7    several institutions in the U.S. other than perhaps the 

         8    Supreme Court itself.  I don't see any obvious venue 

         9    outside of the courts at least where that might be. 

        10            Now, the question of, you know, hey, it's the 

        11    Congress that makes statutes and then the courts and 

        12    PTOs interpret, well, we know that in the making of all 

        13    statutes, there's an enormous amount of latitude, and 

        14    where you come down in that domain of flexibility can 

        15    have enormous consequences for the pace of innovation 

        16    and for economics, either considered narrowly or 

        17    broadly. 

        18            Clearly, the recent Festo decision going one 

        19    way or the other would have had some substantial 

        20    consequences for innovation.  Even in the PTO, absent 

        21    the courts, there as well they can exercise a fair bit 

        22    of latitude with important consequences for innovation 

        23    and economic welfare. 

        24            Consider, for example, their revision of the 

        25    utility guidelines in biotech patents, that may be 
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         1    having an important effect there.  So, while I would 

         2    surely agree that Congress should be attentive to these 

         3    broader issues, I would disagree that, you know, they 

         4    lay out the statutes, that provides the marching 

         5    orders, and everybody just follows thereupon and should 

         6    not worry about consequences for either innovation or 

         7    economics from that point on. 

         8            Finally, are we going to talk about the issue 

         9    of disclosure later on that was raised by Mr. Myrick? 

        10            MR. WILLIAM COHEN:  I think it will probably 

        11    come up in the context of enablement and written 

        12    description. 

        13            DR. WESLEY COHEN:  Okay, because I have some 

        14    research and so on that might speak to the disclosure 

        15    role of patents in the U.S., and U.S. versus other 

        16    international settings and so on.  So, I'll hold on 

        17    that until then. 

        18            MR. WILLIAM COHEN:  Let's try John Duffy. 

        19            MR. DUFFY:  Thank you. 

        20            I just want to say that, in fact, actually, one 

        21    of the questions that you're asking is whether economic 

        22    goals should be considered in the institutions below 

        23    the Congress.  I think we can all agree that at some 

        24    level, Congress, in exercising its delegated powers, 

        25    delegated from the Constitution, can consider 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                       32

         1    economics.  Whether, in fact, it does consider 

         2    economics is maybe a separate question. 

         3            But the question of whether the other 

         4    institutions, like the courts and the Patent Office, 

         5    should consider economic goals, is in part governed by 

         6    Congress' own decisions.  Congress not only makes 

         7    decisions about what economic goals or what legal goals 

         8    to pursue, it also makes decisions about which 

         9    institutions will be making the decisions, which 

        10    institutions will have delegation of power.  In the 

        11    patent system, unlike some other areas of economic 

        12    regulation, the delegations are I think much more 

        13    narrow. 

        14            The courts do not have a Sherman Act at their 

        15    disposal, which most commentators who have looked at 

        16    the Sherman Act -- it's an extraordinarily short 

        17    statute -- have recognized that as effectively 

        18    delegating power to the courts to come up with some 

        19    common law of antitrust.  Well, that is an enormous 

        20    delegation of power to the courts, and therefore, the 

        21    courts are going to be the chief policy-makers in that 

        22    field.  And there are some ambiguities in the Patent 

        23    Act, but it is much more detailed in terms of giving 

        24    the courts the marching orders than the Sherman Act, as 

        25    just a comparison. 
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         1            The Patent Office is another agency to examine.   

         2    You can compare the Patent Office with New Deal and 

         3    progressive era agencies, which typically do have, for 

         4    example, one legal difference.  Typically New Deal and 

         5    progressive era agencies have rulemaking powers, very 

         6    broad rulemaking powers, which are explicit delegations 

         7    of power by the Congress to the agency with the 

         8    expectation that the agency will hire economists and 

         9    lawyers and experts, technical experts, and try and 

        10    actually formulate policy. 

        11            The Patent Office, which was originally created 

        12    in roughly its modern form in 1836, lacks a rulemaking 

        13    power.  That has had specific implications in that the 

        14    courts have told the agency that it won't be given 

        15    deference on its policy-making decisions. 

        16            So, I think Congress, to some extent, has 

        17    limited the ability of the legal actors below it to 

        18    make economic decisions, surely not precluding it, but 

        19    definitely limiting it, much more so than in other 

        20    fields.  So, if we don't see attorneys making direct 

        21    economic arguments to the courts in the patent area 

        22    where we do see that in the antitrust area, we 

        23    shouldn't be so surprised, because there's a different 

        24    level of power in the courts in these two different 

        25    fields. 
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         1            In fact, actually, the other point is, given 

         2    the detail that does exist in the patent system, the 

         3    courts, in fact, I think don't really look very much at 

         4    economic analysis.  The Festo case was mentioned, and 

         5    the Festo decision, you can go through and read all the 

         6    briefs to the Festo case, and I have.  There are a lot 

         7    of them.  There aren't very many economic reports cited 

         8    in there.  If you look at the Supreme Court's opinion, 

         9    they cite about a half dozen of their own precedents 

        10    decided over the course of about 150 years on the 

        11    doctrine of equivalents, prosecution history estoppel.  

        12    They don't cite much else.  They certainly don't cite 

        13    any economic analysis. 

        14            Indeed, they explicitly say that their view, 

        15    their vision of their job, the court's own vision of 

        16    its job is to leave it to the Congress to make 

        17    decisions to depart, that they were just going to 

        18    essentially stay the course, stay what they saw as the 

        19    precedent, try and keep stability in the system and 

        20    leave change to the Congress. 

        21            The final point is, of course, if we want to 

        22    have the courts or the PTO or Congress look at 

        23    economics, we have to be able to point to some areas of 

        24    consensus in the economic field, and they are somewhat 

        25    lacking.  One area that I've particularly studied is, 
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         1    you know, just a very basic question about, what should 

         2    be the optimal length of a patent term?  Well, in the 

         3    literature, the literature has a range.  It goes from 

         4    six months to infinity, which is a pretty broad range, 

         5    and those are published in peer-reviewed papers -- from 

         6    six months to infinity.  So, that's a pretty broad 

         7    range actually.  If Congress was going to choose in 

         8    there and say we are going to try to follow economic 

         9    analysis, they have got pretty large latitude. 

        10            MR. WILLIAM COHEN:  Okay, we're going to need 

        11    at some point to move on to the obviousness discussion.  

        12    I want to get all these signs that are currently up, 

        13    though, in, and then we will make the break, and if 

        14    somebody sneaks a sign up in the next few seconds, I 

        15    won't notice it. 

        16            Let's try Steve Merrill. 

        17            MR. MERRILL:  Well, the point was just made 

        18    that I was about to make, which is this question I 

        19    think deserves some consideration of what the state of 

        20    the art is, and the state of the art is pretty 

        21    elementary. 

        22            One thing we do know, from the work of Wes and 

        23    others, is that there's no macro answer to this 

        24    question of what the economic impact is, that it's 

        25    likely to vary tremendously among technologies, and 
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         1    therefore over time, as new technologies become subject 

         2    to patenting. 

         3            It's particularly deficient in looking at how 

         4    patents are used, and particularly how patent 

         5    portfolios are used, because there's extremely limited 

         6    publicly available data.  It's much more extensive on 

         7    questions, for example, of litigation, but there's 

         8    quite a vast area it seems to me that was mentioned 

         9    earlier. 

        10            For example, with regard to the strategic plan, 

        11    there are a host of proposals in the strategic plan 

        12    that are subject to or that are amenable to economic 

        13    analysis, indeed, amenable to experimentation, and 

        14    that's, it seems to me, an area that ought to be 

        15    pursued. 

        16            MR. WILLIAM COHEN:  We have an economist here 

        17    with his sign up, Bob Stoner. 

        18            MR. STONER:  Yeah, the point was made that, 

        19    where there are conflicting goals, like between 

        20    innovativeness, let's say on the one hand, and static 

        21    efficiency, losses from high prices, on the other, that 

        22    it's difficult to choose or pick one goal and that 

        23    maybe it's not clear how one would do that.  But, it's 

        24    also clear to me that one can make decisions about 

        25    innovation policy and patent policy, taking into 
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         1    account that there might be other effects or other 

         2    goals that society has that could be impacted by that 

         3    decision. 

         4            For example, you would want to then implement 

         5    patent policy in such a way that, recognizing the 

         6    importance of what patent policy is doing, that it 

         7    doesn't take too great a toll, for example, on 

         8    short-run static efficiency and that there may be ways 

         9    of implementing the patent policy that would lower the 

        10    toll that was taken.  For example, on things that we 

        11    will talk about later, you know, trying to make sure 

        12    that patents are granted in situations where, without 

        13    restoring the appropriability and hoped-for innovation 

        14    wouldn't occur, or using the patent system less 

        15    intensively when there are relatively few alternatives 

        16    to the invention and the economic distortion of giving 

        17    exclusivity or monopoly would be particularly high, or 

        18    using the patent system less intensively when network 

        19    effects already give a certain degree of protection and 

        20    incremental monopoly power. 

        21            So, those would be suggestions for not 

        22    choosing, you know, one goal versus another, but simply 

        23    taking into account, in how one implements the patent 

        24    system, taking into account other goals that in some 

        25    cases might be conflicting. 
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         1            MS. DeSANTI:  Bob, can I just ask you a 

         2    follow-up question going back to your earlier comment 

         3    distinguishing between the direct effects of the patent 

         4    system and the feedback effects?  Obviously if you're 

         5    looking at feedback effects, such as effects on market 

         6    structure and ease of entry, those can have static 

         7    price effects, but would you also include in there -- 

         8    do you mean to include -- effects on innovation? 

         9            MR. STONER:  Yes, I do, and as a matter of 

        10    fact, that's a very good point, because I was thinking 

        11    the way I described that, maybe it was unclear.  I 

        12    mean, in how you implement the patent system, it seems 

        13    that you should definitely take into account what I 

        14    call the feedback effects on innovation, because the 

        15    goal of the patent system is to increase 

        16    appropriability, increase disclosure, with the idea 

        17    that innovation would be enhanced.  And certainly you 

        18    would want to take into account feedback effects which 

        19    directly relate to that very goal, innovation. 

        20            The static effect issue is a little bit 

        21    different, because that's another goal that really the 

        22    patent laws are not really asked to look at.  It's a 

        23    conflicting goal in some sense, and so there would be 

        24    some different questions with respect to how 

        25    implementation of patents should take into account that 
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         1    particular goal. 

         2            MR. WILLIAM COHEN:  Okay, Brian. 

         3            MR. KAHIN:  I wanted to react to what I thought 

         4    was an overly romanticized account of the politics 

         5    leading to the American Inventors Protection Act.  I 

         6    think it was not a true exercise in pluralistic 

         7    democracy.  It was basically a confrontation between 

         8    two distinct interest groups.  It was a bipolar 

         9    struggle between the patent establishment on the one 

        10    hand, and the independent inventor/university community 

        11    on the other hand, and it generated a lot of noise, a 

        12    lot of rhetoric and was not informed by any kind of 

        13    economic analysis except for the particular issue, 

        14    which was how do you manage the transaction costs in 

        15    front of the system?

        16            This is a problem that economists are pretty 

        17    oblivious to.  I mean, economists have for years 

        18    focused on static efficiency.  It's been hard enough to 

        19    get them to understand dynamic efficiency, and they 

        20    haven't made it to understanding the transaction costs 

        21    of the system and what that does to the behavior of the 

        22    participants. 

        23            Also, to respond -- I think this was something 

        24    that Ron said -- on the institutional orientation, 

        25    there is not an even balance between those facing 
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         1    patents and those that have them.  For the past number 

         2    of years, the PTO has been institutionally predisposed 

         3    to people getting patents, not those facing them, and 

         4    neither the Bar nor the parties affected nor Congress 

         5    have been able to overcome that. 

         6            MR. WILLIAM COHEN:  Ron Myrick? 

         7            MR. MYRICK:  I did sneak mine up, didn't I? 

         8            MR. WILLIAM COHEN:  Yeah. 

         9            MR. MYRICK:  On that last point, I am going to 

        10    agree with Brian.  When the PPAC first was formed, one 

        11    of the things that PPAC first commented on was the -- 

        12    what was it, the goal or -- the mission statement to 

        13    help our customers get patents.  And we immediately 

        14    suggested that that be amended substantially, because 

        15    that is not the mission of the Patent Office.  Nor is 

        16    it the mission of the Patent Office to sell poor 

        17    quality patents at profit for the United States 

        18    Treasury.  So, there is a considerable amount with 

        19    which I agree with Brian on that point. 

        20            But I would say this, I get lost in feedback 

        21    effects and so forth, forgive me for that, but I think 

        22    there is a feedback effect, if you call it that, in the 

        23    fact that exclusivity is good, in my mind.  I've seen 

        24    many instances where the fact of exclusivity forced 

        25    innovation. 
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         1            Now, it may have been true that if exclusivity 

         2    were not there, there would have been many more people 

         3    producing the same thing at a cheaper price.  But, in 

         4    the end, the reason we have an innovation economy, or 

         5    part of the reason -- I won't say the only reason -- 

         6    but one of the reasons we have an innovation economy 

         7    that's been successful is that people are constantly 

         8    incentivised to find another way, and they very 

         9    frequently do find another way, and in many instances 

        10    it's a better way or it leads to a better way. 

        11            That's why I'm talking about this 

        12    invisible-hand concept, because no one is smart enough 

        13    to make the determination of what patent is going to 

        14    lead to true innovation down the road.  Nobody is that 

        15    smart.  I certainly would say that I've never met such 

        16    a person. 

        17            If one were to consider Galileo's telescope and 

        18    how it was perceived at the time it was developed, had 

        19    it been a patentable subject matter at the time, it 

        20    could not have been patented under a premise that it 

        21    was something that would lead to good innovation, 

        22    because in fact, at that time, that innovation was not 

        23    sought.  Yet where did it take us? 

        24            So, my point is simply this -- maybe I'm 

        25    bringing in a social issue.  Whether that's correct or 
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         1    not is not the point -- the point is that the 

         2    brilliance of the best minds at the time said no to 

         3    that, and not because they were evil or whatever; they 

         4    couldn't foresee where it was going to go, whatever. 

         5            We are in the same situation today with all 

         6    manner of things.  A patent on the vacuum tube would 

         7    have prevented anybody from making vacuum tubes, that's 

         8    true, but it certainly forced the production of the 

         9    transistor, and so on and so on.  This goes on 

        10    throughout our economy.  So, if that's a feedback 

        11    effect, I think it's a good one. 

        12            MR. WILLIAM COHEN:  Let's end this part of the 

        13    discussion with Mark Banner, Jim Pooley and Wes Cohen. 

        14            MR. BANNER:  Just very briefly, I want to agree 

        15    that all of the agencies we talked about and the 

        16    Congress, they all have a particular role in 

        17    implementing and considering policy.  But, as Ron 

        18    alluded to earlier, and he just said this explicitly, 

        19    the size of that role I think is different. 

        20            I don't want to imply that the courts don't 

        21    think about policy at all.  They do.  They have to, 

        22    especially in those areas that are left free or left to 

        23    be interpreted by the statute.  But, they aren't 

        24    unfettered, and they aren't the same as other agencies, 

        25    as John Duffy pointed out, they aren't as broad. 
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         1            I made the comment about the first base umpire 

         2    because the first base umpire has a role in balls and 

         3    strikes, but it's a rather narrow role.  The third base 

         4    umpire, for I guess a left-handed batter has a similar 

         5    role.  The second base umpire doesn't have a role, 

         6    period, end of story, in balls and strikes. 

         7            Because the patent statute is more developed, 

         8    if you will, than some other statutes, I think the need 

         9    to go to congressional intent is much more restricted 

        10    than it would be in other types of laws.  By and large, 

        11    congressional words, the words of the statute, in many, 

        12    many instances are going to be the most informative way 

        13    of interpreting the patent statutes, and congressional 

        14    intent is many times not needed.  So, I agree with you.  

        15    I don't think congressional intent usually helps very 

        16    much. 

        17            My final point is, we talk about, is it good?  

        18    Is it bad?  Does it help welfare?  Well, we've talked 

        19    about consumer welfare, we've talked about total social 

        20    welfare, and I think we've also brought in the concept 

        21    of national welfare, because I think social welfare can 

        22    go well beyond our boundaries.  And, ultimately, I 

        23    would suggest that total social welfare and national 

        24    welfare are the two more overriding concerns.  Consumer 

        25    welfare -- and all of these terms are somewhat 
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         1    amorphous -- but consumer welfare frequently means, 

         2    does it cost less.  And that isn't always good for the 

         3    country, and it isn't always good in total for the 

         4    system.  Shirts made by prisoners may cost less, but 

         5    I'm not so sure that that wouldn't contribute to social 

         6    welfare.  And those types of issues I think we should 

         7    be careful of, which welfare are we talking about. 

         8            MR. WILLIAM COHEN:  Jim Pooley. 

         9            MR. POOLEY:  Yeah, in listening to this 

        10    discussion, one of the things that strikes me is that, 

        11    you know, the abstract notion of whether or not we 

        12    should take economic issues into account here is so 

        13    beguiling it seems rather obvious.  But, it doesn't 

        14    seem helpful to me that we approach the question by 

        15    doing things like counting how many references there 

        16    are to papers by economists in court decisions. 

        17            You know, let's remember that the PTO does most 

        18    of what it does -- apart from the advocacy function 

        19    that Ron properly pointed out -- on behalf of an 

        20    individual inventor who is trying to get a patent.  The 

        21    public is not involved in what goes on in those 

        22    decisions.  The courts make their decisions based on 

        23    the interests of the parties that are in front of them, 

        24    and occasionally they take the interests of the public 

        25    into account in deciding something like an injunction, 
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         1    but it's fairly narrow, like the interest in having a 

         2    particular product available. 

         3            The courts don't -- in deciding the application 

         4    of obviousness principles -- don't look to feedback 

         5    effects and prospect theories and that sort of thing.  

         6    And frankly, I don't think they should.  I mean, as 

         7    we've heard, as John pointed out, one of the realities 

         8    of the economic landscape -- and I'm not an economist, 

         9    I've gained an enormous respect for economists and the 

        10    work that they do in the last couple years -- but it 

        11    seems apparent that a lot of this is theory, and there 

        12    is a great deal of disagreement, and much of the 

        13    empirical research is self-selected and, you know, 

        14    comes up with rather vague measurements of the sort 

        15    that we've heard referred to here. 

        16            The right place for those kinds of inputs is 

        17    the institutions that have the broadest possible 

        18    constituency and the greatest opportunity for comment 

        19    by the public.  And that's the Congress.  So, you know, 

        20    I think all of these issues are terrific.  The economic 

        21    issues should be examined, but where they intersect 

        22    with the highest policy issues, those are things that 

        23    are properly for Congress as the appropriate 

        24    institution. 

        25            MR. WILLIAM COHEN:  Okay, we are going to let 
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         1    an economist have the final word on this subject. 

         2            DR. WESLEY COHEN:  Two points.  One, just a 

         3    simple clarifying point:  I did not mean to suggest 

         4    before that it was "just hard to make a decision where 

         5    there's a trade-off between static efficiency versus 

         6    dynamic efficiency and innovation."  It may be hard, 

         7    but it's a trade-off, and one makes that decision on 

         8    the basis of -- at least from an economic perspective 

         9    -- total social welfare, though assessing that 

        10    implication, as you know all too well, Bob, often can 

        11    be a tough call. 

        12            Then that gets to Jim's point and some of what 

        13    Steve had said before.  Sure, as someone who has worked 

        14    a lot empirically in this area as an economist, I would 

        15    agree that there's a lot of theory out there.  One 

        16    might even call it kind of a logically based 

        17    conjecture, but things can go either way.  Is there a 

        18    need, sure, for a lot more empirical study?  

        19    Absolutely.  The theory, per se, is only a rough guide 

        20    to what you might want to start to study and understand 

        21    empirically.  And absolutely, there's a lot more work 

        22    to be done.  And answers may eventuate of the sort 

        23    that, well, policies do have different effects in 

        24    different domains and different industries and 

        25    different technologies, but that doesn't mean, then, 
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         1    that we can't understand those in those settings and 

         2    try to conceivably develop policies appropriately or at 

         3    least monitor the impacts of policy decisions 

         4    appropriately. 

         5            For economic input to Congress, sure, that 

         6    would be fine, but I was just saying that it has always 

         7    surprised me, getting back to my earlier comment, the 

         8    degree to which attention -- not just economics, but to 

         9    really, as Gerry put it before, the fundamental notion 

        10    of the objective of progress or innovation, the degree 

        11    to which that does not seemingly inform decision-making 

        12    on the part, particularly of the courts, that as John 

        13    I'm sure rightly put, that there is less latitude in 

        14    that setting than other policy domains like antitrust, 

        15    but on the other hand, there's still a fair bit in many 

        16    instances. 

        17            MR. WILLIAM COHEN:  Okay, let's move now from 

        18    the very global goals question and start looking at 

        19    individual aspects of the patenting system.  We'll turn 

        20    to obviousness.  Of course, our touchstone as an 

        21    antitrust agency here is always competitive 

        22    consequences.  Maybe a place to start would be to get 

        23    any thoughts or points that you'd like to emphasize as 

        24    to what are the competitive consequences and the 

        25    impacts on innovation that flow from the way that the 
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         1    obviousness standard is interpreted and applied.

         2            Let's start with Gerry Mossinghoff. 

         3            MR. MOSSINGHOFF:  Well, I would stand on my 

         4    statement back in February, it doesn't seem like it was 

         5    quite that long ago, but I looked at the date on it, it 

         6    was February 6th.  I pointed out the fact that I think 

         7    what the Congress did in 1952 was really a magnificent 

         8    invention of its own, and that is to move away from 

         9    this concept of "invention," quote unquote.  When the 

        10    Supreme Court mentioned invention, particularly 

        11    Justices Douglas and Blackman, when they mentioned 

        12    invention, it was awfully hard to tell whether they 

        13    didn't think it was non-obvious or whether it was not 

        14    the kind of thing to be patented or maybe because of 

        15    economic reasons they didn't want to give the patent 

        16    any enforcement capability.  But nevertheless, moving 

        17    away from that concept and clearly and crisply 

        18    distinguishing between the types of things that can be 

        19    patented and are now covered in Section 101, versus the 

        20    obviousness standard in Section 103, was a very great 

        21    step forward.  My own view is that the obviousness test 

        22    has worked very well for three reasons. 

        23            One, it was a good invention at the time it was 

        24    done in 1952.  Two, the Supreme Court's Graham decision 

        25    was a very good decision in my view, very useful 
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         1    utilitarian decision, and particularly since you have 

         2    cases on both sides in the trilogy.  You had the Adams 

         3    v. U.S. side where a patent was upheld, among other 

         4    things, for what are called sometimes secondary 

         5    reasons.  And then finally, the creation of the Federal 

         6    Circuit Court of Appeals, where by my count there are 

         7    more than 700 cases interpreting it and involving 

         8    virtually the whole spectrum of science and technology. 

         9            It's used abroad.  I'm not sure whether they 

        10    have copied it, but they call it something different, 

        11    they call it inventive step or inventive height, but it 

        12    is used abroad.  I don't think any international 

        13    practitioner thinks that the standard used in the 

        14    European Patent Office, for example, works any better.  

        15    I think most feel it's virtually the same kind of test 

        16    that you apply.  And the word "obviousness," obviously, 

        17    can be changed to clever, outstanding.  I mean it's one 

        18    of these things, you know it when you see it, when you 

        19    go through it. 

        20            Just one last comment, that my guess is it 

        21    probably dominates at least three-fourths of patent 

        22    professional time dealing with Section 103.  It's hard 

        23    to put numbers on that, but it's a great majority of 

        24    the time.  Rarely do you have a knock-out, and if you 

        25    do, it goes away immediately.  The test is applied in 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                       50

         1    the Patent Office by examiners, and I think it's 

         2    working very well. 

         3            As the Supreme Court pointed out in Graham, 

         4    it's very much like the reasonable man standing on the 

         5    corner, or the reasonable person standing on the 

         6    corner, that's a matter of interpretation.  But, in 

         7    Graham the Supreme Court said that obviously the courts 

         8    are capable of doing that, courts and juries are 

         9    capable of dealing with that kind of a standard.  And, 

        10    they specifically cite the tort standard that's used in 

        11    the United States. 

        12            So, I think there was some idea that maybe we 

        13    ought to change it, and I think that would be unwise in 

        14    the extreme and would be totally unsuccessful.  I don't 

        15    think Congress could even consider seriously changing 

        16    Section 103.  And then you get down to case-by-case, 

        17    and I think it's working very well. 

        18            MR. WILLIAM COHEN:  I see Professor Kitch's 

        19    sign is up.

        20            DR. KITCH:  I just wanted to comment on a theme 

        21    that has been heard a number of places in the hearings, 

        22    which was the notion that the test of non-obviousness 

        23    really should be a "but for" test, that is but for the 

        24    patent system, would this invention have been made? 

        25            I think as a matter of metatheory, that's the 
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         1    right thing to think about, that is, we want patents to 

         2    go forward and innovations that would not have 

         3    otherwise appeared.  If the innovation would have been 

         4    available at the same time and on the same terms to 

         5    society if there was no patent, then giving a patent to 

         6    that innovation has a lot of obvious social costs:  The 

         7    application costs, the administration costs, the costs 

         8    on others who have to cope with the existence of that 

         9    set of legal rights, litigation costs, the impact on 

        10    the market where the patent exists. 

        11            The problem, however, is that kind of thinking 

        12    lends itself to thinking that you could apply a test 

        13    like that on a retail basis, that is, you could look at 

        14    each innovation and ask as to the particular innovation 

        15    whether or not the incentive and structure of the 

        16    patent system was necessary for it to appear.  And, I 

        17    think that question is one that cannot be answered on a 

        18    case-by-case basis. 

        19            You may, in fact, see people who are very good 

        20    in innovation and do it so easily and so intuitively 

        21    that it appears that their activity is cost-free.  

        22    However, what you're seeing is someone who is a very 

        23    low-cost and very efficient innovator, and those are 

        24    the very people that you don't want to exclude from the 

        25    system. 
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         1            So, to the extent you're using a "but for" 

         2    inquiry, you really need to ask it about a class, a 

         3    whole class of inventions.  I think that's what the 

         4    non-obviousness test is trying to do.  It is trying to 

         5    draw a line between a class of inventions, where some 

         6    real inputs are required to depart from the tried and 

         7    true and the known and the understood and do something 

         8    different -- that class of innovations from really fake 

         9    innovations, imposter innovations, which although they 

        10    claim to be inventions are, in fact, something that 

        11    everybody has known how to do, and known how to do for 

        12    a long time, and society is getting nothing for the 

        13    innovation. 

        14            So, the critical test focuses our attention, 

        15    asks us to inquire, what do people who know something 

        16    about this area, people skilled in the art, what did 

        17    they know?  And, did they know enough so that it would 

        18    have been obvious to them to come up with this 

        19    innovation?  It's I think a pretty common sense kind of 

        20    class distinction and one that points the inquiry in 

        21    the right direction, although in specific factual 

        22    contexts, it, of course, can be quite difficult to 

        23    apply and involves a good deal of judgment. 

        24            MR. WILLIAM COHEN:  You've actually answered my 

        25    question and the next two questions that I would have 
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         1    had.  That's wonderful.  We have, I can see, at least 

         2    three issues that have been thrown out, and I think we 

         3    should try to separate them and yet get information on 

         4    all three. 

         5            One is the likely competitive effects of 

         6    obviousness.  Then Professor Kitch introduced the 

         7    so-called "but for" thinking, the thinking that as an 

         8    organizing principle, patents perhaps should be issued 

         9    if, but only if, they're necessary for the innovation.  

        10    The question there is, is that a sensible principle to 

        11    begin with?  And then the third issue which I heard 

        12    from Professor Kitch is, is that a practical test?  

        13    Could it ever be applied in a sensible fashion?  These 

        14    are all different elements.  Let's try to get at any of 

        15    them. 

        16            Bob Barr? 

        17            MR. BARR:  Let me try to tie them together.  I 

        18    think the "but for" test is a good policy goal.  I 

        19    think the obviousness standard is a good standard.  I 

        20    think the application of it has failed miserably, and I 

        21    can prove it. 

        22            I can prove it because I know a lot of people 

        23    who are very skilled in the art, and I would tell them 

        24    that's what they are, they work for my company.  But, 

        25    by definition, some of them must be of ordinary skill 
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         1    in the art, if that means average, and they 

         2    independently invent things every day, or they 

         3    independently come up with things every day that have 

         4    been patented in the name of non-obviousness. 

         5            In other words, someone decided at the Patent 

         6    Office, I guess -- well, I know -- at the Patent 

         7    Office -- what I mean there is, the Patent Office 

         8    decided under the guidelines given to them by the 

         9    Federal Circuit that to issue this patent, because it 

        10    would not be obvious to a person of ordinary skill in 

        11    the art -- ordinary skill in the art at the time the 

        12    invention was made -- and yet maybe the next day a 

        13    person of ordinary skill in the art makes the same 

        14    invention.  So, I think that disproves it. 

        15            If you want further evidence, invite some 

        16    engineers into the room and discuss patents with them, 

        17    show them patents, tell them what's patented.  I think 

        18    the application of the standard has failed.  I think we 

        19    can go into that and I know we are going to, but I 

        20    think I can prove it. 

        21            DR. KITCH:  In the Patent Office or in the 

        22    courts as well? 

        23            MR. BARR:  Well, in my opinion, it then takes 

        24    us to the issue of what the Federal Circuit has done to 

        25    the Patent Office, what strictures they have put on the 
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         1    Patent Office.  I guess they are not represented here 

         2    to speak for themselves, so I guess I'll speak for them 

         3    a little bit, but they are told that they have to allow 

         4    a patent unless they can point to express motivation to 

         5    combine, express or implied in the prior art.  As Cecil 

         6    Quillen points out, that treats the person of ordinary 

         7    skill in the art as a literalist.  All that person can 

         8    do is look at what's already there and what motivation 

         9    is already there and take that and move forward.  So, 

        10    the Patent Office, under that rule, has to issue 

        11    patents that even the examiner might feel are obvious. 

        12            MR. WILLIAM COHEN:  Let's hold in abeyance some 

        13    of the Federal Circuit and PTO issues and "suggestion 

        14    tests."  We'll get to that. 

        15            Jim Pooley. 

        16            MR. POOLEY:  Actually, I think part of my 

        17    remarks may touch on that, too --

        18            MR. WILLIAM COHEN:  Okay, go ahead. 

        19            MR. POOLEY:  -- but I think all of these things 

        20    are connected. 

        21            MR. WILLIAM COHEN:  Yeah. 

        22            MR. POOLEY:  The "but for" standard strikes me 

        23    as a useful analytic tool to sort of check our 

        24    direction in a policy sense, but not a particularly 

        25    useful standard for measuring specific inventions.  In 
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         1    that respect, I think I absolutely agree with Gerry 

         2    that the standard that's been developed under 103 

         3    actually works quite well, among lawyers, and actually 

         4    it works reasonably well at the PTO, notwithstanding 

         5    what Bob just said.  You know, we may need more 

         6    tweaking on the notion of inherency to help us through, 

         7    but as a structure for judging whether a particular 

         8    invention is worthy of the patent grant in relation to 

         9    the prior art, it's a very good standard. 

        10            The problem that I see is the -- and this is 

        11    where it affects competition -- the problem is in the 

        12    enforcement system, because the way in which 

        13    obviousness is actually applied in the courts is known 

        14    by everyone who does transactions.  And, the inherent 

        15    unpredictability -- some would use even stronger 

        16    words -- that is represented by the way in which we 

        17    actually apply obviousness, and the way that the 

        18    secondary factors mentioned in Graham have been 

        19    transmuted into objective factors that are required to 

        20    be considered, not by judges and lawyers who are 

        21    talking about the policy issues or the formulation of 

        22    obviousness, but by jurors who have, in the process of 

        23    trying to do their job, been overwhelmed by the fact 

        24    that they are to determine the scope and content of the 

        25    prior art, and now they see coming at them an issue 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                       57

         1    that they really can get their arms around. 

         2            It's the commercial success of the product.  

         3    Oh, by the way, they're also supposed to make neat 

         4    divisions about whether or not the patented feature is 

         5    really the cause of the commercial success, but I can 

         6    just tell you that the story line of commercial success 

         7    will swamp everything else.  You know, everyone who 

         8    engages in transactions over patents knows this, and 

         9    knows that at the end of the day, if you don't engage 

        10    in whatever the transaction is, you will have to face 

        11    that kind of circumstance in court and, you know, with 

        12    some others that are tied to the difficulties involved 

        13    in dealing with jurors applying that sort of standard. 

        14            So, to the extent that those kinds of issues 

        15    can be applied perhaps outside the court system with, 

        16    for example, an opposition system that really works, we 

        17    might be able to improve the effect of this standard on 

        18    the market, if you will. 

        19            MR. WILLIAM COHEN:  Bob Stoner. 

        20            MR. STONER:  Yes --

        21            MS. GREENE:  Bob, could you please turn the 

        22    microphone so we make sure that you're actually getting 

        23    transcribed? 

        24            MR. STONER:  Sure. 

        25            MS. GREENE:  Thanks. 
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         1            MR. STONER:  As has been suggested, an 

         2    important reason to be concerned about the obviousness 

         3    standard is that if you have too easy a standard of 

         4    patentability and you grant all kinds of obvious 

         5    patents, even if individually each of these patents is 

         6    of dubious importance and is relatively narrow, their 

         7    cumulative effect, I think, could be to put up a patent 

         8    thicket, or a web of patents, that in effect has some 

         9    breadth and some ability to impede competitors.  Such 

        10    breadth, however, is not the breadth that one may 

        11    deliberately be trying to selectively build into the 

        12    patent system to assure appropriability, but rather, 

        13    the careless breadth that comes from overly permissive 

        14    patent standards that promote defensive patenting and 

        15    large patent portfolios. 

        16            If one takes this view, then I think it becomes 

        17    very important, or most important, to reform the 

        18    obviousness standard not in relation to trying to turn 

        19    it into some sort of a "but for" method test that has 

        20    been indicated, but rather, to fashion a much more 

        21    practical sieve to separate the wheat from the chaff in 

        22    the patent space. 

        23            I'm not that familiar on a first name basis 

        24    with the Federal Circuit decisions, but from what I've 

        25    read in the record here, it seems that there is some 
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         1    consensus that this seems to be opposite to the 

         2    direction that the Federal Circuit is currently moving.  

         3    So, I would just throw that out. 

         4            MR. WILLIAM COHEN:  Ron Myrick? 

         5            MR. MYRICK:  Thank you, a couple of thoughts on 

         6    what was just said. 

         7            I think the obviousness standard itself, in the 

         8    abstract, is fine.  To some degree, I'm not totally 

         9    sanguine about how it's applied.  But on balance, I 

        10    think most of the patents that come out of the Office 

        11    are valid.  We test a lot of them, and we conclude that 

        12    a lot of them are valid, and we react accordingly 

        13    because we avoid them. 

        14            I think carrying that further, bad patents that 

        15    shouldn't have been issued by the Patent Office I think 

        16    are, in fact, a drag on the economy, although I don't 

        17    know how much of a drag.  Many of those patents that 

        18    are really bad are never going to get pushed by anybody 

        19    against anybody else, because they're not going to be 

        20    particularly useful -- swing patents and things like 

        21    that.  But, I don't know how much they're a drag 

        22    because you have to ignore the fact that they did a lot 

        23    of disclosure, and they provided that disclosure, and 

        24    to witness the fact that software patents disclose an 

        25    enormous amount that would never see the light of day 
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         1    but for the fact that those patents were filed and 

         2    issued. 

         3            Now, maybe they should not have been issued in 

         4    some instances, but the reality is so much software is 

         5    published only in object form:  unreadable, unusable.  

         6    But for the fact that that information is disclosed in 

         7    the patent that reflects that software, that 

         8    information is unavailable. 

         9            So, I'm not so sure I know how this thing cuts.  

        10    Whether the disclosure offsets the fact that some 

        11    patents come out that shouldn't have been issued, I 

        12    don't know.  I think, though, a "but for" test is 

        13    unworkable.  I think saying patents only should be 

        14    issued when they're necessary for innovation, who in 

        15    the world knows that?  This goes back to my earlier 

        16    remarks.  There is no one that is smart enough to know 

        17    that and no process that's workable enough to make it 

        18    function in the real world. 

        19            Finally, with regard to an opposition system -- 

        20    will we come back to that? 

        21            MR. WILLIAM COHEN:  No, not directly.  That was 

        22    a --

        23            MR. MYRICK:  One comment on that. 

        24            MR. WILLIAM COHEN:  Yeah. 

        25            MR. MYRICK:  An opposition system is fine, as 
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         1    far as it goes, but sometimes it goes too far, because 

         2    frankly, unless you carefully construct an opposition 

         3    system -- and I don't know of any that's been 

         4    adequately constructed for this purpose -- the 

         5    opponents paint big targets on themselves when they 

         6    oppose a patent of another.  It happens in Europe all 

         7    the time. 

         8            So, to say that the opposition system is going 

         9    to fix the problems of issuing bad patents in the 

        10    Patent Office isn't realistic, because people are not 

        11    going to go paint those targets on themselves.  You 

        12    know, it's a rare thing when I am going to allow 

        13    anybody to oppose another person's patent, unless I 

        14    don't care.  Well, if I don't care, I'm not going to 

        15    spend the money.  If I do care, I'm certainly not going 

        16    to tell somebody how much I care by opposing that 

        17    patent. 

        18            So, that's not a necessarily good solution to 

        19    this problem.  I think the issue of concern mostly is 

        20    how -- and we're not reaching that at this point -- how 

        21    the standard is applied in the PTO, pursuant to the 

        22    Federal Circuit decisions.  That's a different issue 

        23    from the standard itself.  The standard is a good 

        24    standard. 

        25            MR. WILLIAM COHEN:  John Duffy. 
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         1            MR. DUFFY:  Yes, I just want to begin by 

         2    saying, even though you want to temporarily kick off 

         3    the issue between how the Federal Circuit has applied 

         4    the standard of obviousness, it is important to note 

         5    here that this is an area where the FTC, and 

         6    particularly the Department of Justice, has some real 

         7    power.  This is an area where economic analysis -- this 

         8    is one of the margins where economic analysis can be 

         9    important and which your decisions about these issues 

        10    can make a difference, because the Federal Circuit case 

        11    law and the so-called "suggestion" or "motivation test" 

        12    is fairly permissive.  I think many people would agree 

        13    on that. 

        14            That law does not grow out of Supreme Court 

        15    precedent, and indeed many Supreme Court precedents -- 

        16    they are quite old now -- but the post-1952 Supreme 

        17    Court precedents seem inconsistent with the "suggestion 

        18    test".  If the Department of Justice were to file a 

        19    petition for certiorari in a case where the Federal 

        20    Circuit has reversed the PTO, it's likely to be 

        21    granted.  Or, if the Department of Justice were to, as 

        22    an amicus, suggest that the Supreme Court take 

        23    certiorari in a non-obviousness case, there's a 

        24    substantial probability that the Supreme Court would 

        25    take the case, and I think there's also a substantial 
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         1    probability that the Supreme Court might actually 

         2    unsettle the law.  So, if you think that a broad view 

         3    of -- pardon me, if the "suggestion test," which takes 

         4    a fairly confined view of what things will be 

         5    considered obvious, if you think that's good policy, 

         6    then you would oppose granting cert.  If you think it's 

         7    bad policy, you would seek Supreme Court review, 

         8    because I think you could probably get it overturned or 

         9    at least much more likely to get the Supreme Court to 

        10    overturn it than the Federal Circuit to reverse course. 

        11            I think there are two issues.  I think 

        12    non-obviousness is a good test, but I think applied 

        13    properly, which is, of course, the key.  There are two, 

        14    I think, economic effects associated with the 

        15    non-obviousness doctrine.  One is to prevent a sort of 

        16    thicket of trivial patents, which has already been 

        17    mentioned.  The reason that's bad is because it really 

        18    doesn't satisfy the "but for" test. 

        19            I mean, in fact, actually, the cost of 

        20    generating the patents is significant, probably leads 

        21    to perhaps anti-competitive behavior, but it also leads 

        22    to a lot of money just being expropriated for 

        23    attorneys' fees, which may not be particularly 

        24    wealth-maximizing. 

        25            But remember that the obvious patents -- if 
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         1    there are obvious patents out there -- they are not 

         2    only just economically trivial patents.  When we say 

         3    that obviousness is a triviality standard, we're 

         4    talking about technical triviality, and some patents 

         5    can be technically trivial and economically enormously 

         6    important. 

         7            I actually in my presentation this summer, I 

         8    gave as one example the Selden patent on the 

         9    automobile, an immensely broad patent, which still 

        10    covers virtually every car on the road if it were in 

        11    effect as it was drafted.  But, one could also think 

        12    that it was a trivial patent, technically trivial, and 

        13    that the combination of the various features into an 

        14    automobile was something that everybody who was skilled 

        15    in the art could have easily done at the time, and 

        16    Selden just happened to be the first, or happened to be 

        17    the first to make it to the Patent Office. 

        18            So, I think there are two reasons to have a 

        19    non-obviousness doctrine.  One, to prevent the 

        20    proliferation of paltry patents.  The other is to 

        21    prevent some technically trivial patents which might 

        22    have large economic effects, and the Selden patent is 

        23    one. 

        24            The one-click patent, Amazon one-click patent, 

        25    might be another example which perhaps doesn't have 
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         1    enormous economic consequences, but did seem to have 

         2    significant economic consequences, at least it was 

         3    significant enough for one firm to care enough about it 

         4    to spend a lot of money litigating the issue.  And, 

         5    that might give you something that is trivial and that 

         6    is not produced by any technical leap of imagination, 

         7    but simply appears in the nineties because of the 

         8    advent of the new technology, which Amazon itself did 

         9    not create. 

        10            MR. WILLIAM COHEN:  Meg?

        11            MS. BOULWARE:  Professor Duffy touched on a 

        12    point I just wanted to make briefly, and that is that 

        13    the obviousness standard is a threshold, and that's a 

        14    threshold for patentability.  And it seems to me that 

        15    when I've participated in discussions of this nature, 

        16    it is the patents that kind of cluster around that low 

        17    threshold where the people perceive the problems.  

        18    Professor Duffy said trivial, these are the patents 

        19    that just made it over the threshold.  There seems to 

        20    be much more time viewing those low threshold patents  

        21    than the standard itself, which I think is a good 

        22    standard, and the patents that are way beyond that 

        23    threshold, patents on Nobel Prize winning technology 

        24    and the like. 

        25            As far as the patents that are on the low end 
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         1    of the threshold, from a practical standpoint that I 

         2    look at them in my day-to-day practice, the low 

         3    threshold patents to me, generally we can deal with 

         4    them, innovating around them, winding through them, so 

         5    that our clients can continue to innovate without the 

         6    problem of infringement issues. 

         7            And I couldn't leave the mic without saying 

         8    that it was not a romantic situation with the AIPA.  

         9    I've been romanced, and that wasn't it. 

        10            MR. WILLIAM COHEN:  I'd like to throw one more 

        11    aspect of the question on the table, and then we'll 

        12    open it up and move into some of the litigation issues 

        13    as well.  But, we have heard different views at 

        14    different times as to the types of conduct that the 

        15    obviousness standard is trying to provide incentives 

        16    for. 

        17            Is it trying to provide a reward for the 

        18    invention, to make sure that you get a patent and an 

        19    opportunity to exclude in settings where you have 

        20    inventors, and create incentives for future inventors?  

        21    Is it supposed to go beyond that and take you into 

        22    incentives to develop an invention that has already 

        23    been made?  This takes us into issues of the prospect 

        24    theory. 

        25            We have had quite a bit of discussion about 
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         1    this.  We had a panel this summer when John Duffy was 

         2    there, but we didn't have Professor Kitch available at 

         3    that time.  I wonder if there is anything you would 

         4    like to contribute on that aspect of the discussion as 

         5    well. 

         6            DR. KITCH:  Well, it all depends whether you're 

         7    kind of asking a question about academic theory or 

         8    whether you're asking a question of positive fact about 

         9    what the patent system, as it operates on the ground, 

        10    does.  And, it seems to me if you're looking at the 

        11    patent system as it operates on the ground, it does 

        12    some of both.  In fact, it depends very much on the 

        13    particular patent and how it's configured in relation 

        14    to the technology and so on, but you see both effects 

        15    at work. 

        16            MR. WILLIAM COHEN:  We are well into the 

        17    obviousness discussion.  Let's lift the restrictions 

        18    that I'd temporarily placed on talking about some of 

        19    the practical application issues.  Two in particular I 

        20    think we want to be sure that people express their 

        21    views on. 

        22            We have already heard about the operation of 

        23    the "suggestion test," some of the questions that have 

        24    arisen as to the need to point to a particular piece of 

        25    prior art before combining references.  We would like 
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         1    views on that.  A further issue could be, and we have 

         2    heard it touched on as well, the commercial success 

         3    factor, the operation of the secondary factors, 

         4    potential difficulties in trying to sort out and make 

         5    effective the connection between the commercial success 

         6    of a product and the invention that's at issue. 

         7            If any of you would like to comment on the 

         8    obviousness questions to this point or these more 

         9    practical litigation-related questions, feel free now.  

        10    I see Gerry Mossinghoff's sign is up. 

        11            MR. MOSSINGHOFF:  Bill, just to address the 

        12    topic that you raised, when you get to something like 

        13    the "but for" test, either directly or indirectly, I 

        14    think it has to be noted that it is very 

        15    technology-specific, certainly in the pharmaceutical 

        16    industry, where I did have the privilege of 

        17    representing them for quite a while.  There, nobody can 

        18    question whether you are going to spend $800 million to 

        19    develop a drug which is approved by the FDA, full 

        20    disclosure to everyone, which could be copied for a 

        21    tiny fraction of that, $2 or $3 million. 

        22            There is no question that a CEO would have to 

        23    take leave of his or her senses to want to invest that 

        24    kind of money in the development of a drug, and a 

        25    shareholder would clearly be crazy to invest in that 
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         1    company to do so.  So, there, I think every drug that 

         2    comes out in the biotech and pharmaceutical area, the 

         3    "but for" test is almost prima facie established. 

         4            I think there are other industries, other 

         5    technologies, where that may not be anywhere near as 

         6    clear.  So, I think you really can't answer it in a 

         7    sweeping way.  You have to get down to the technology 

         8    by technology. 

         9            I know this is a patent panel, but one of my 

        10    closest allies in international work when I was head of 

        11    Pharma was the Motion Picture Association, because they 

        12    have the exact same problems -- for hundreds of 

        13    millions of dollars, develop a full-length movie which 

        14    could be copied for a tiny, tiny fraction of that.  So, 

        15    I think you really do need to look at the specific 

        16    technology. 

        17            Next, I think I would say that the -- and I 

        18    think it's in line with what Jim said about the 

        19    secondary test for obviousness.  I would submit that 

        20    it's secondary only in a temporal sense, and not in a 

        21    hierarchical sense.  I don't think it's necessarily 

        22    below the standard that you would apply, I think it 

        23    follows the standard that you would apply.  And I think 

        24    secondary has a dual meaning, and I would say it has a 

        25    temporal meaning, rather than a hierarchical meaning. 
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         1            It also, I think, is symptomatic of the jury 

         2    system.  Juries are asked to consider exquisite 

         3    computer architecture or biotechnology inventions, and 

         4    their eyes are pretty well ready to be glazed over, and 

         5    all of a sudden somebody comes up with sales of an 

         6    invention, what they were before or after, and it's 

         7    something they understand.  The average juror can get 

         8    their arms around that conceptually. 

         9            I really believe that it kind of goes -- the 

        10    emphasis placed on the so-called secondary 

        11    considerations I think is symptomatic of the fact that 

        12    we have lay jurors who, in many technologies, really 

        13    can't get down to the technology-specific issues and 

        14    are left with things they can understand:  sales 

        15    increases over a period of time. 

        16            MR. WILLIAM COHEN:  Mark Banner? 

        17            MR. BANNER:  The original question you asked 

        18    dealt with what are the likely competitive effects of 

        19    obviousness, and I would answer that by saying that the 

        20    way obviousness is applied has resulted in greater 

        21    competition.  The primary reason for that is something 

        22    that Ron mentioned about the disclosure requirement of 

        23    the patent system in general and, in fact, making that 

        24    standard, disclose to the world what they're doing, and 

        25    companies like Ron's can make appropriate decisions 
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         1    about which patents to avoid.  And when they do that, 

         2    they don't decide to go out of business and refund 

         3    shareholder money.  They design around by and large, 

         4    and that is in my view a great stimulus to competition. 

         5            The next set of questions really went to 

         6    whether there's another standard that could be either 

         7    drafted onto, or substituted for, the current 

         8    application of the obviousness standard.  Now, if I had 

         9    to grade, as a professor, the obviousness standard as 

        10    applied over the past nearly 50 years and certainly 

        11    since Graham v. Deere, I would probably give it a 

        12    B-plus.  It's good, but it's not perfect. 

        13            The "but for" test, which --

        14            UNIDENTIFIED SPEAKER:  That's an average grade. 

        15            MR. BANNER:  Is that an average grade? 

        16            MR. DUFFY:  At UVA. 

        17            MR. BANNER:  At Georgetown, they don't let me 

        18    give grades sometimes that I want to give, which I 

        19    would give to the "but for" test, which would probably 

        20    get a D.  I would probably have to go see the dean and 

        21    make all kinds of pleading as to why I would give a D, 

        22    because apparently that's no longer permissible.  But, 

        23    in any event -- a separate set of hearings -- in any 

        24    event, the reason for it probably goes mostly, in my 

        25    mind, to the practicality of it. 
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         1            As a practical matter, you would be going to 

         2    something even more difficult to apply by a judge or 

         3    jury than the current obviousness standard.  I suggest 

         4    that if you just read the court decisions or the jury 

         5    instructions that are given by courts to juries, you 

         6    can almost understand the obviousness standard, almost.  

         7    So, I think it's probably a better standard even as 

         8    applied. 

         9            There are areas where it needs to be enhanced.  

        10    I think one of them I alluded to earlier, the whole 

        11    idea of commercial success, which juries can get their 

        12    arms around.  And judges are no different in my mind, 

        13    in my experience at least, than juries.  They like that 

        14    stuff.  They understand that stuff. 

        15            But commercial success too often misses the 

        16    point.  And, much as I try to promote -- as a patentee, 

        17    I talk about commercial success -- I at least try to 

        18    find a nexus, an honest to goodness economic nexus, not 

        19    just between the gizmo, but between the claims, because 

        20    I know a good defendant will come up and say it was as 

        21    successful as some other thing that didn't have the 

        22    claim you mentioned. 

        23            I actually won a case on that exact point, by 

        24    pointing out the difference between the claimed 

        25    invention and the reason customers bought a particular 
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         1    product.  I don't think, at least patent trial lawyers, 

         2    have focused on that issue enough.  I think it's an 

         3    area for great judicial development, because I just 

         4    don't think the nexus requirement is an area where 

         5    there's been enough thought given.  That all starts in 

         6    the courts, what the litigants present it.  So I think 

         7    that's an area where there has to be some additional 

         8    work. 

         9            The other area that I think needs some 

        10    additional work is the motivation question that came 

        11    up, and what is the PTO being told to do and what is 

        12    the Federal Circuit doing.  And I suggest that's an 

        13    area that, while there are bad patents out there, well, 

        14    there's occasionally a decision that may not rise to 

        15    the level of being stellar.  There's a case out of the 

        16    Federal Circuit, In re: Dembiczak or something, I can 

        17    never pronounce it.  It had to do with Halloween 

        18    decorations that were made out of plastic -- basically 

        19    plastic garbage bags painted orange with a happy face 

        20    on them.

        21            MR. WILLIAM COHEN:  I've been trying to learn 

        22    to say Dembiczak, as well. 

        23            MR. BANNER:  Oh, okay.  I was there when that 

        24    case was argued, because I had a case slightly before 

        25    it, and I wanted to see John Whelan argue in the 
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         1    Federal Circuit.  And he argued that case.  

         2    Essentially, there must have been 50 references in the 

         3    PTO, but not in the record of that case, where there 

         4    was a motivation to combine a happy face with a 

         5    pumpkin-colored garbage bag, but they weren't in the 

         6    record.  That patent never did issue, as I understand 

         7    it. 

         8            So, I think it was a bad case based on the 

         9    peculiar facts of the case, but I do think it's being 

        10    fairly aggressively applied, and sometimes overly 

        11    aggressively applied.  So, I think the law needs to be 

        12    developed in that regard. 

        13            Motivation is something that I think the law -- 

        14    there being implicit motivation or knowledge of 

        15    motivation of those of skill in the art, ordinary skill 

        16    in the art -- will have to come out I think in further 

        17    cases, but I think literally, if you restrict this to a 

        18    literalism approach, you are going to end up with too 

        19    narrow a view of what it takes to find a patent not 

        20    patentable for obviousness in the PTO or invalid for 

        21    obviousness in the courts. 

        22            One reason why I think the obviousness standard 

        23    isn't always being well applied by the PTO, 

        24    particularly in some arts, particularly in some 

        25    technologies, and that has to do with resources -- 
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         1    resources not only of time and people and hours within 

         2    which to examine the patent, but just the prior art. 

         3            There are some industries where a great deal of 

         4    the prior art is not the kind of prior art that 

         5    traditionally has been available to the examiner, at 

         6    least equally available in the search records of the 

         7    PTO.  And, in those particular industries, at least 

         8    when I've litigated cases in those industries, I have 

         9    had to go look for prior art well outside the PTO, in 

        10    such things as, you know, user lists, usernet lists on 

        11    the web, and such things as technical papers presented 

        12    in areas where there's no examiners and certainly no 

        13    filing in the PTO. 

        14            But, I think there are areas where you get an 

        15    awful lot of patents issued that would not meet -- even 

        16    with the examiners we have -- would not meet the 

        17    obviousness standard if the examiner had the facility, 

        18    had the prior art right in front of him or her.  That 

        19    is a particular problem that I think the business 

        20    community, as well as the patent community, need to 

        21    address, in part through funding of the PTO and in part 

        22    through the resources that are available to the PTO.

        23            MR. WILLIAM COHEN:  Let's try Brian Kahin. 

        24            MR. KAHIN:  Well, I am going to suggest a 

        25    totally radical approach to the non-obviousness issue, 
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         1    which is actually also very on the ground, and it will 

         2    anticipate this discussion on disclosure, which 

         3    unfortunately I will not be around for.  I appreciate 

         4    Bob Barr's bringing in the sort of forgotten party 

         5    here, the engineers, who are the ones that we actually 

         6    look to to create the stuff. 

         7            I think that a very practical test, and 

         8    unfortunately there is so much noise in the system 

         9    because of the willful infringement problems and other 

        10    things that inhibit the flow of information, you could 

        11    not apply this right away, but the really practical 

        12    test on obviousness would be, do engineers actually 

        13    read patents?  Is there enough value in the patents to 

        14    make them worth reading given all the opportunity 

        15    costs, given all the costs in finding them and given 

        16    the alternatives in other sources of information? 

        17            The empirical literature -- Wes can certainly 

        18    speak to this more than I can, and most of what I've 

        19    seen comes out of Europe -- suggests that patents are 

        20    considered very low as a source of information in most 

        21    industries, pharmaceuticals and chemicals probably 

        22    being an exception.  Of course, part of this is that 

        23    patents are not written really to disclose information, 

        24    except what information has to be disclosed to make 

        25    them legally enforceable. 
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         1            So, there's a real fundamental, and 

         2    epistemological problem in the patent system that 

         3    hasn't been confronted.  But, if you had a standard 

         4    that encouraged people to read patents, and 

         5    unfortunately, because the PHOSITA standard is 

         6    essentially a standard based on mediocrity.  So, we 

         7    have a standard based on mediocrity, ordinary skill in 

         8    the art, and what everybody recognizes, including the 

         9    PTO, is a knowledge economy. 

        10            MR. WILLIAM COHEN:  Are you suggesting a higher 

        11    standard, like expert skill in the art or --

        12            MR. KAHIN:  Oh, I think we have to have a much 

        13    higher standard, yes.  I'm not offering a particular 

        14    formulation, but I think that the test is, is the 

        15    standard high enough so that patents will actually be 

        16    read and that the disclosure function will be fulfilled 

        17    as a practical matter, not by lawyers, but by the 

        18    people who innovate?

        19            MR. WILLIAM COHEN:  Wes Cohen? 

        20            DR. WESLEY COHEN:  Regarding a point that Bill 

        21    and Bob Stoner and John and others point out regarding 

        22    the potential of patents subject to a low application 

        23    of the non-obviousness standard would lend itself to 

        24    patent thickets, I think there's a point regarding that 

        25    that we shouldn't lose sight of which is, what patents 
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         1    do, in a very immediate way, is confer the standing to 

         2    sue.  That can have competitive implications when there 

         3    are not perfect capital markets supporting investment 

         4    in legal resources.  Than immediately you have a 

         5    differential between large firms able to sue, and 

         6    perhaps smaller firms and possibly prospective 

         7    entrants, also small firms but not necessarily, who may 

         8    not have the access to the legal resources, which can 

         9    be just daunting and considerable. 

        10            So, just in that immediate way, even apart from 

        11    the creation of a patent thicket, but I think again, 

        12    it's that standing to sue that kind of is part of the 

        13    fabric of a notion of a thicket, but it's a separable 

        14    issue, can have considerable consequences for market 

        15    entry, for example, no less ability of a smaller 

        16    incumbent to ultimately compete with a larger one. 

        17            MR. WILLIAM COHEN:  Bob Barr. 

        18            MR. BARR:  Yeah, let me just start there, the 

        19    practical consequences of having to fight a patent in 

        20    court, I'll just estimate somewhere between $3 and $5 

        21    million, and you might lose.  So you're at great risk, 

        22    and you're spending a lot of money.  So, let's not 

        23    minimize that. 

        24            You know, the other aspects of the impacts of 

        25    patents that I just have to speak to, even if I do come 
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         1    from another planet, the idea that we can identify 

         2    patents that are problematic and design around them and 

         3    invalidate obvious patents and so on, that's just -- 

         4    it's even worse than impractical; it's impossible.  To 

         5    know that a patent is pending, even if it's published, 

         6    and that somebody's intentionally trying to draft 

         7    claims on your product, and then to have them assert 

         8    the patent against you after it issues, after you have 

         9    designed something -- and maybe not just after it 

        10    issues, but a little while after it's issued to make 

        11    sure you've sold a lot of the product, so you have got 

        12    back damage problems, and then you have got problems of 

        13    changing the design -- I mean, this is the hold-up, 

        14    this is the counterpart of the thicket, is the hold-up 

        15    in the literature that I've looked at.  And that's a 

        16    good name for it, because when you get held up, it's 

        17    pretty expensive to go to court. 

        18            Just a couple of other points.  On the 

        19    disclosure issue, something to think about, first of 

        20    all, no, engineers don't read patents.  They find them 

        21    hard to read.  They find it hard to locate patents of 

        22    interest.  I have encouraged them to do that.  We have 

        23    cross-licenses with companies, and I like to think of 

        24    them as technology transfer, but I can't get people to 

        25    do that.  It seems the only time they read patents is 
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         1    when they write e-mail to each other in an unprivileged 

         2    communication saying, oh, wow, this one's a problem. 

         3            And another thing on the disclosure point, 

         4    please be aware that people in corporate patent 

         5    practice -- many that I've talked to -- in part, in 

         6    evaluating what to patent, we look at what we call 

         7    detectability.  Can we keep this a trade secret?  

         8    What's the point of patenting something that we're 

         9    going to disclose and then make available to others and 

        10    then they will be able to infringe it and we won't 

        11    know?  We can't detect it.  So, we don't patent trade 

        12    secrets. 

        13            If something can be kept secret, we try to keep 

        14    it secret.  This is even in Silicon Valley, where 

        15    everyone eats at the same restaurants and talks about 

        16    intellectual property.  But, even at the risk of losing 

        17    your trade secrets, it's not always a good idea to 

        18    patent them.  What I'm saying is, many of us 

        19    intentionally look at that aspect and say, well, let's 

        20    not patent something if we're going to be disclosing it 

        21    and not know if it's infringed. 

        22            Frankly, there are too many patents out there.  

        23    So, in addition to the problem -- at least in my field, 

        24    I speak for the electronics industry, an industry that 

        25    I've worked in for 20 years -- that there are too many 
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         1    patents to be able to even locate which ones are 

         2    problematic.  I used to say only IBM does clearance 

         3    searches -- maybe GE does now, I'd be interested in 

         4    hearing about that -- but IBM tells me even they don't 

         5    do clearance searches anymore. 

         6            One reason for that is because of the 

         7    willfulness problem, that if you go out and start 

         8    looking for trouble and you find a patent -- and even 

         9    if you put it over in this pile here, say, oh, this 

        10    one's not a problem, later on that can come back to 

        11    haunt you -- and then you do find them, as I said, it 

        12    can be prohibitive to design around. 

        13            Lastly, be aware of what's happening out there 

        14    right now.  There are several companies entering -- 

        15    there are two businesses growing.  One is mining 

        16    portfolios for companies that need revenue.  Well, a 

        17    lot of people need revenue these days, and few of us 

        18    have it, so people are mining portfolios to go look for 

        19    patents that even the patent holder didn't know they 

        20    had, didn't know was valuable.  It's hard to believe 

        21    that a patent contributed to the body of knowledge if 

        22    even the patent holder didn't know about it.  But, the 

        23    idea that some of these patents lie dormant and are not 

        24    a problem, just because they're on the low end of the 

        25    threshold, no, they're the biggest problems, because 
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         1    people are actually looking for them these days. 

         2            The other is that people are going around 

         3    buying up patents from distressed companies and dying 

         4    companies.  I mean, I'm offered those a lot, and I'm 

         5    looking at them.  So, a lot of patents that might 

         6    otherwise die a peaceful death are quite alive.  For 

         7    those companies that have revenues, it's a problem. 

         8            Thank you. 

         9            MS. GREENE:  Does Ron or anybody else want to 

        10    comment on Bob's observation that the companies really 

        11    don't have the ability or the incentive or the will to 

        12    sort of track and follow the publications that come out 

        13    or the actual patents that are issued, even if it is 

        14    within, I don't know, a narrow area?  Does it vary from 

        15    industry to industry?  Ron?

        16            MR. MYRICK:  I'm not hear speaking for General 

        17    Electric today, so I'll mention a company that I have 

        18    some connection with and just let it go at that. 

        19            That particular company does, in fact, 

        20    encourage avoidance.  In fact, it's part of that 

        21    company's policy to avoid infringement of everybody 

        22    else's patents.  So, there's been significant training 

        23    on vehicles for searching for patents that would be 

        24    apposite to a particular new product.  In fact, every 

        25    product that gets sent out the door gets checked, and 
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         1    avoidance is a prerequisite. 

         2            This is just a given, because the cost of 

         3    ignorance is too high.  Long runners that are out 

         4    there, for which there is a latent patent problem that 

         5    only appears after you've produced a million units, but 

         6    perhaps there was a marking on the product that was 

         7    being produced by the opponent, and so there's damages 

         8    sitting right there running, it's just too big a risk.  

         9    So much so, in fact, there is a significant effort. 

        10            As far as engineers reading patents, they 

        11    certainly do.  In fact, tools are provided to them so 

        12    that they can find the ones that they need to find.  

        13    They don't read them, you know, just for bedtime 

        14    reading, but it's part of the job. 

        15            But I appreciate the problem.  I appreciate the 

        16    issue.  I personally don't subscribe to everything 

        17    that's been discussed here, but I think we're going to 

        18    have to break for lunch, so I don't want to have to 

        19    spend too much time at this point.  I think it may come 

        20    up later on, but I reserve some further comments on 

        21    this subject, but I did want to respond to your 

        22    question. 

        23            MR. WILLIAM COHEN:  Okay, we've got the last 

        24    two signs.  Let's take Wes Cohen and give Jim Pooley 

        25    the final word this time. 
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         1            DR. WESLEY COHEN:  Yeah, just on the issue of 

         2    the role of patents in disclosure, I've done some 

         3    research on that.  We received survey responses from, 

         4    oh, about 1500 R&D lab managers from across the U.S. 

         5    manufacturing sector some years ago -- mind you, this 

         6    predates the revision of the patent law to provide for 

         7    publication after 18 months for those firms that are 

         8    not also filing overseas -- but in any event, what's 

         9    the upshot there? 

        10            In the U.S., patents provide disclosure of 

        11    considerable less significance than other means of 

        12    disclosing or providing for flows of information across 

        13    firms, like publications, like meetings, like what we 

        14    called informal information exchange.  And we did the 

        15    same survey for Japan, and we found an interesting 

        16    contrast, which is, patents are extremely important in 

        17    Japan, much more so than the U.S., at least in a 

        18    relative sense, for promoting those information flows 

        19    across rivals. 

        20            By the way, I don't want to say then that 

        21    patents, as a means of disclosure, is unimportant in 

        22    the U.S.  That might still have a -- and I'll speak to 

        23    that in a moment -- an effect, but it's relatively less 

        24    important than, say, in Japan.  But then for the 

        25    effect, we have actually just finished an analysis of 
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         1    the impact of -- well, to put it simply -- patenting on 

         2    R&D activity across the U.S. manufacturing sector, that 

         3    we are just now touching up prior to the submission.  

         4    And we tried pretty hard, though I think our measures 

         5    were deficient, to find an effect of information flows 

         6    due to patent disclosures on the kinds of relationships 

         7    that we were looking at there in that evaluation.  And 

         8    it did not show up. 

         9            Now, we are going to actually do the same 

        10    analysis for Japan, and given our other more 

        11    descriptive exercise in Japan, I would imagine or hope 

        12    that it would show up there.  But again, there are all 

        13    kinds of caveats and qualifications associated with 

        14    measurement error and so on, but we did not see a 

        15    clear, robust impact of disclosure.  That's not to say 

        16    that it's not often important in particular settings 

        17    and so on, but this is a fairly coarse aggregate 

        18    exercise, and in that context, we did not see it. 

        19            MR. WILLIAM COHEN:  Getting harder to knock 

        20    down the final signs than I thought.  I think Ron had a 

        21    further thought. 

        22            MR. MYRICK:  I did want to make one thought 

        23    before we go to lunch so that perhaps we can have this 

        24    discussion afterwards.  That was just one of the 

        25    concerns that Bob has mentioned, and I think it's a 
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         1    very valid one, is the aberrational behaviors that are 

         2    caused by the willfulness standard.  So, if we want to 

         3    talk about something that should be adjusted and to 

         4    eliminate some aberrational behaviors, we could talk 

         5    about that one. 

         6            MR. WILLIAM COHEN:  Ed, and then Jim. 

         7            DR. KITCH:  Well, I was just, Professor Cohen, 

         8    wondering if you had looked at the question as to what 

         9    kind of informal information flows, through meetings 

        10    and -- would occur between firms in a world without a 

        11    patent system. 

        12            DR. WESLEY COHEN:  Yeah, that's a good question 

        13    in the sense that the question that Professor Kitch is 

        14    posing is, well, do patents provide for the disclosure 

        15    of information via conferences, via even informal 

        16    conversations, et cetera?  Do companies, you know, say, 

        17    okay, we can only do these other kinds of things by 

        18    virtue of product protection?  Just to keep it brief, 

        19    we considered that to the extent that our limited data 

        20    -- permit, and I think the paper that's coming out will 

        21    have a footnote to that effect. 

        22            Frankly, we did not -- again, the evidence is 

        23    indirect, and this concern has been raised before, but 

        24    we don't see patenting activity as, in any sense, a 

        25    kind of key to a green light in enough instances for 
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         1    that to really have an effect.  That's not to say that 

         2    companies don't say, hey, before you go out and present 

         3    this on occasion, we better make sure it's patented.  

         4    You know, I would not deny that, but again, I'm talking 

         5    about aggregate data and overall trends. 

         6            MR. WILLIAM COHEN:  Jim? 

         7            MR. POOLEY:  Very briefly, I would just 

         8    reinforce the usefulness of discussing the effect of 

         9    the willfulness issue, because indeed, in our 

        10    observation, there are many industries and companies 

        11    that specifically avoid looking at patents, which is 

        12    terribly ironic.  But beyond that, especially it seems 

        13    to me in emerging markets, the kind of review and 

        14    examination that a company needs to do is sometimes 

        15    either beyond its resources or appears to be an 

        16    impossible task because new patents keep popping up all 

        17    the time. 

        18            The basic idea is that somebody participating 

        19    in an emerging market, you know, takes on an enormous 

        20    amount of risk specifically because of patents, because 

        21    they don't know what they're going to need in order to 

        22    operate freely in the area.  And, you know, if you talk 

        23    to many of them, they would say to you, if only we 

        24    could know and be able to approach the people who had 

        25    these rights and be able to get them resolved, you know  
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         1    at once, boy, it would make life a lot simpler.  You 

         2    know, in that observation, I think there's a lot of 

         3    issues that deserve attention. 

         4            MR. WILLIAM COHEN:  Okay, let's take our lunch 

         5    break, and we'll return at 2:00. 

         6            (Whereupon, at 12:15 p.m., a lunch recess was 

         7    taken.)

         8    

         9    
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         1                       AFTERNOON SESSION

         2                          (2:00 p.m.)

         3            MR. WILLIAM COHEN:  We're ready to begin our 

         4    afternoon session.  We have the same set of panelists 

         5    as we had this morning with one exception.  Jay Thomas 

         6    has replaced Brian Kahin.  Jay is a professor of law at 

         7    the Georgetown University Law Center, another person 

         8    who, during the course of these law hearings, has moved 

         9    from an associate professorship to a full professor- 

        10    ship, along with John Duffy.  So, congratulations to 

        11    both. 

        12            Professor Thomas has published numerous 

        13    articles on intellectual property law, most recently in 

        14    the Boston College, Illinois and UCLA Law Reviews.  He 

        15    has co-authored a patent law case book and a treatise 

        16    on intellectual property, and we're very glad to have 

        17    him join us. 

        18            Moving into the afternoon session, I think the 

        19    place that we should head for is the next big topic 

        20    area, which is that of patent breadth.  Throughout the 

        21    hearings, we've heard from some of the panelists, and 

        22    particularly some of the business panelists at various 

        23    times, concerns that unjustifiably broad patents could 

        24    deter research and development that otherwise would 

        25    take place.  And, I guess perhaps the place to start on 
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         1    the patent breadth issue, before we plunge into 

         2    enablement and written description and best mode and 

         3    continuations, perhaps the place to start is with a 

         4    question, again, what are the potential competitive 

         5    consequences, including effects on innovation, of 

         6    overly broad or unduly narrow patents? 

         7            Would anybody like to take the first stab at 

         8    this?  Okay, Bob. 

         9            MR. BARR:  I was just thinking about the 

        10    example we heard earlier from Ron about the vacuum tube 

        11    and the transistor, and I'm not sure what the reality 

        12    of that was, whether there was or wasn't a patent on 

        13    the vacuum tube, but I could imagine a 

        14    means-plus-function claim on the vacuum tube that would 

        15    cover a transistor and that would take a full jury 

        16    trial to resolve.  So, I think on the one hand, while 

        17    it's true that patents encourage design-around and 

        18    leap-frogging and new thinking, broad patents have the 

        19    danger of cutting that off, and even with the narrowing 

        20    of means plus function claiming, a lot of the patents 

        21    that we see raise issues of fact that you really don't 

        22    know the answers to until you go in front of a jury. 

        23            MR. WILLIAM COHEN:  Wes? 

        24            DR. WESLEY COHEN:  Okay, a couple things.  One 

        25    thing, in my own work and working with others and so 
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         1    on, something has become -- this refers to something 

         2    that Steve was talking about before.  Breadth can 

         3    actually have an impact, considerable impact, on the 

         4    way patents are actually used.  And what I mean by that 

         5    is in our prior research, my collaborators, Dick 

         6    Nelson, John Walsh, a number of others and myself, 

         7    essentially were able to -- simplifying a complex -- 

         8    invariably complex world -- find a few different 

         9    patterns in the way that patents tend to get used, and 

        10    they distinguish between what we call complex versus 

        11    discrete product industries. 

        12            Essentially complex product industries are the 

        13    sorts of industries where you see the patent 

        14    portfolios, patent thickets, where it takes a lot of 

        15    patents, or there are a lot of patentable elements, 

        16    associated with the commercializable product that 

        17    necessarily impose a lot of mutual dependence across 

        18    patent holders that will often lead to the kinds of 

        19    massive or broad cross-licensing that we see.  Whereas 

        20    in other industries, chemicals, to some extent drugs -- 

        21    although the ground may be shifting here a bit in some 

        22    areas -- it takes relatively fewer patents, okay, to 

        23    cover a commercializable product, and then patents end 

        24    up getting used in a different way, more in the way 

        25    that at least economists have conventionally thought of 
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         1    them being used.  I had talked about this in the prior 

         2    hearing. 

         3            So, breadth, what does breadth really do?  

         4    Well, the greater the breadth, okay, the fewer the 

         5    patents in many instances you need to cover a 

         6    prospective product.  So broader patents can have the 

         7    effect of essentially reducing the number of patents 

         8    that you need -- within limits -- to cover a product, 

         9    and that might shift you into one of these sorts of 

        10    uses versus another.  Then you have to think about, 

        11    well, what are the implications for innovation and 

        12    competition, okay, of being in one regime, call this 

        13    the simple and discrete product industry regime, versus 

        14    the complex one.  And, there we talked a bit about 

        15    particularly some of the competitive implications of 

        16    patent thickets.  That's one thought on breadth. 

        17            Indeed, in Japan, for example, everything is a 

        18    complex product industry per our research.  Even in 

        19    chemical industries in Japan, they use patents in the 

        20    way that they get used in electronics in this country, 

        21    because there tend to be fewer claims, their claims 

        22    tend to be much more narrowly interpreted as compared 

        23    to U.S. patents. 

        24            MR. WILLIAM COHEN:  Before you go on to your 

        25    second thought, just on this one, are there some 
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         1    industries where the point you're making may have more 

         2    relevance than in others?  I'm thinking particularly of 

         3    situations we have heard in semiconductors where there 

         4    could just be tens and tens of thousands of patents. 

         5            DR. WESLEY COHEN:  Right, right. 

         6            MR. WILLIAM COHEN:  Is changing the breadth 

         7    there going to --

         8            DR. WESLEY COHEN:  No, I don't think you have, 

         9    if you will, a tilting effect, but you can have it -- 

        10    it may have implications in industries like biotech, I 

        11    mean, to the degree that -- and pharma, to the degree 

        12    that you're moving toward a regime where there are more 

        13    patentable elements associated with any final product, 

        14    that sort of industry can be pushed to starting to 

        15    resemble a little bit this complex product sort of 

        16    industry.  So, yes, it has I think more bite in some 

        17    settings than others. 

        18            The second thing regarding breadth is obviously 

        19    on an issue that Professor Kitch has written 

        20    extensively about, which is the question of cumulative 

        21    technology industries, that is, where technology tends 

        22    to build on prior technology in a fundamental way.  And 

        23    then the question is there, as well, when you talk 

        24    about patent breadth, consider the breadth of 

        25    particularly pioneering patents in those domains and 
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         1    the implications of narrower or wider breadth for 

         2    follow-on inventions and competitive conditions. 

         3            Now, that might open up a whole new domain, but 

         4    there, you can really get into some difficult issues.  

         5    We just completed -- we think we completed -- a draft 

         6    of a paper for the National Academy's STEP Board titled 

         7    "The Patenting and Licensing of Research Tools in 

         8    Biomedical Innovation," and there we tried to consider 

         9    the questions of, well, do we have what's known as an 

        10    anti-commons problem, and then we also considered the 

        11    question of do we have a problem of access to upstream 

        12    invention restricting subsequent development in 

        13    biomedical invention, and that's where the issue of 

        14    breadth comes in. 

        15            And, in fact, while we find no horrendous 

        16    problems emerging in that area, we see some significant 

        17    potential for problems and I think that's illustrated 

        18    perhaps by Geron's patents in the area of embryonic 

        19    stem cell research, where Geron wants to sort of keep 

        20    these patents, restrict them to its own use for 

        21    specific cell types.  In a negotiation with NIH and so 

        22    on, they kind of restricted the number of domains, but 

        23    even the domains that were left to them were fairly 

        24    broad and important.  And there I wouldn't necessarily 

        25    be sanguine about the prospects for Geron licensing 
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         1    these things broadly, if past behavior is any 

         2    indication though, there is a prospect there that the 

         3    science may bypass them in some sense.  But again, if 

         4    that science wasn't running around, we might have a 

         5    problem there.  So, thank you. 

         6            MR. WILLIAM COHEN:  Ron Myrick? 

         7            MR. MYRICK:  Just a few thoughts. 

         8            First, just to clarify the record, I didn't 

         9    intend to say that there was, in fact, a patent on the 

        10    vacuum tube that stopped things.  It would have done 

        11    so, but the point that's being made here -- we have got 

        12    several little issues here. 

        13            First, the issue you posited was undue breadth.  

        14    Well, undue breadth equals invalidity, so the issue is 

        15    what's due breadth, okay?  And I think that's a 

        16    complicated question.  It may be an industry-specific 

        17    thing, and I think we'll talk about that more probably 

        18    in the afternoon.  But, I would give you another 

        19    theoretical comment, and that is that the most valuable 

        20    patent is the narrowest patent that's actually 

        21    infringed.  And why is that?  Because if you have a 

        22    really truly broad patent that is questionable, you are 

        23    going to be very loath to put that on the block and 

        24    subject it to all the vagaries of adversarial 

        25    proceedings.  If you have a narrow patent that's 
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         1    actually infringed, you have no fear of that, because 

         2    you're going to be able to go out there and say, by 

         3    golly, I'm after you, and I've got a patent here that's 

         4    got 35 limitations.  You go find the prior art that's 

         5    going to go invalidate that thing. 

         6            So, people who really, really have an intention 

         7    to use their patents appropriately, I think, cast their 

         8    claims at an appropriate level where they're useful, 

         9    not at a level where they've got this undue breadth 

        10    virtually equating to invalidity, because then they 

        11    will never be able to put that patent to a test.  

        12    Again, this is the real practical world that I'm 

        13    dealing with, or trying at least to deal with. 

        14            You raised also the issue of undue narrowness.  

        15    Now, that's really a problem, and we're certainly 

        16    finding lots of narrow patents coming out of the 

        17    interpretations of the Federal Circuit and the recent 

        18    changes in Festo, which may or may not help, I don't 

        19    know, but we're getting lots of narrowness.  So, I 

        20    don't think there's any shortage of narrowness in 

        21    patents and the interpretation in terms of scope as 

        22    they go through the Federal Circuit. 

        23            As regards this whole business of thickets, I 

        24    first suggest that there is no definition here as to 

        25    what a thicket is, and it's being used broadly as a 
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         1    term of art without really agreement among anybody as 

         2    to what it means.  But, I can say this to you, if it 

         3    just means there's lots of patents out there, okay, 

         4    fine, there are lots of patents, but there have been 

         5    lots of patents for a long time and lots of art areas 

         6    where, for example, IBM makes $1.7 billion net in a 

         7    field that has lots of patents, and they have got a 

         8    strategy that allows them to make all that money off 

         9    those licenses to those patents.  It may be a complex 

        10    technology, but be that as it may, they live in the 

        11    world of the greatest patent thicket, if there be such, 

        12    and they do a very good job of it. 

        13            But, I would say this, here's another issue, if 

        14    you want to tackle something of interest, tackle this 

        15    one, tackle the fact that the Patent Office often 

        16    requires restriction requirements that proliferate the 

        17    number of patents when, in fact, one true inventive 

        18    concept is involved.  And yet, because of the way the 

        19    Patent Office is funded, and that is off of fees for 

        20    patent applications filed and fees for patents issued 

        21    and maintained, there is every incentive for the PTO to 

        22    divide patents into a thousand pieces and get those 

        23    thousand pieces issued, because they all take a filing 

        24    fee and they all take a maintenance fee or several 

        25    maintenance fees. 
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         1            So, I think the thicket issue is far, far more 

         2    complicated than just glibly using a term that seems to 

         3    imply there are just too bloody many patents.  There's 

         4    a lot that goes into that issue of how it is we end up 

         5    with so many patents. 

         6            Thank you. 

         7            MR. WILLIAM COHEN:  We heard a little bit about 

         8    IBM, and I'm just wondering, we have someone in the 

         9    industry here with Bob Barr.  Do you have any comments 

        10    on what you were hearing there? 

        11            MR. BARR:  Well, I'd ask whether that's a good 

        12    thing for anyone but IBM, that they generate all that 

        13    licensing revenue, and I won't answer that, I'll just 

        14    ask it. 

        15            I do think that there is a problem with the 

        16    thicket and the number of patents, because it's one of 

        17    the reasons that an innovator has a major problem 

        18    trying to figure out what patents he requires licenses 

        19    on, and I'll just put it that way, what patent licenses 

        20    are required for him to go forward or what things he 

        21    can't do -- I'll try not to use infringement but to 

        22    understand the landscape, the more that's out there, 

        23    the bigger the problem.  That's one of the problems I 

        24    also referred to earlier, the secrecy of pending 

        25    applications, and in addition to the quantity and the 
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         1    difficulty of understanding what claims will issue.  

         2    But what it comes down to for me, since I'm concerned 

         3    with innovators understanding the cost of innovating 

         4    and the risks, is not so much patent breadth and 

         5    breadth of claims, because within one patent you can 

         6    have broad and narrow claims, but predictability.  It's 

         7    the one area -- I don't feel this way about 

         8    obviousness -- but it's one area where I think we have 

         9    to recognize that these are treated like property 

        10    rights, and the boundaries should be just as clear as 

        11    the metes and bounds around your house. 

        12            MR. WILLIAM COHEN:  Bob Stoner.

        13            MR. STONER:  Yes, I'd just like to make a 

        14    comment about a concern about broad patents.  And, it 

        15    seems to me that the debate regarding the 

        16    justifiability of very broad patents on upstream 

        17    pioneer innovations it seems to me to be as much as 

        18    anything about the nature of the innovation process 

        19    itself, about the stage at which the costs and the 

        20    risks of innovation are likely to be the greatest and 

        21    where appropriability can make the greatest 

        22    contribution to innovation.  It seems that there are at 

        23    least a couple of ways to characterize the innovation 

        24    process, and the description regarding broad patents is 

        25    different in each of these settings. 
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         1            On the one hand, there's a situation where the 

         2    initial innovative act is expensive and time-consuming 

         3    and unlikely to occur on its own, and the follow-on 

         4    innovations, by contrast, occur rather predictably and 

         5    quickly and inexpensively from that act.  In this type 

         6    of world, it seems like the key to the process of 

         7    unlocking innovation may be to give as much patent 

         8    breadth as possible to the initial innovator and to try 

         9    to induce the large outlays of capital and time that 

        10    are necessary to bring forth this initial innovation, 

        11    because the innovation wouldn't otherwise be 

        12    forthcoming. 

        13            Broad patents in this context will assure 

        14    upstream appropriability, and downstream innovations 

        15    won't unnecessarily be inhibited, because in this 

        16    predictable setting that I am hypothesizing, efficient 

        17    ex ante licensing will be more likely to occur. 

        18            On the other hand, there's the situation where 

        19    the cost of initial discovery is small or is 

        20    exogenously occurring, and the real time, cost, risk, 

        21    unpredictability, if you will, comes in developing the 

        22    initial invention into something commercially viable, 

        23    and often in these kinds of settings, there are 

        24    multiple failures along the road to commercial 

        25    development. 
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         1            In this type of situation, it would seem that 

         2    broad patents for the initial innovator are less 

         3    necessary for the initial invention and may be likely 

         4    to block follow-on innovation.  So, what's necessary in 

         5    this situation is for broader patents for the follow-on 

         6    innovator to offset some of the downstream risks and 

         7    costs. 

         8            So, in conclusion, then, I guess to the extent 

         9    that each of these paradigms of the innovation process 

        10    is representative of particular industries, it seems 

        11    that we have to determine patent breadth with some 

        12    flexibility and cognizance of these differences, even 

        13    if we don't actually apply different standards to these 

        14    industries. 

        15            MR. WILLIAM COHEN:  Let me throw into the mix 

        16    of the discussion the enablement doctrine and some of 

        17    the aspects of that, particularly undue experimentation 

        18    and predictability of the art, which I know we've been 

        19    talking about.  I think we heard from Rob Merges a 

        20    similar idea, sort of making the point that, to the 

        21    degree the art is unpredictable, follow-on innovation 

        22    is likely to be more costly, and you would want a 

        23    greater piece of the pie to go to the follow-on 

        24    innovator, and that perhaps the enablement doctrine, 

        25    based on the art, might be generally getting us in the 
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         1    right direction. 

         2            Does anyone have thoughts that go to this, as 

         3    well as the other issues that have been put on the 

         4    table?  Let's start with Jim Pooley. 

         5            MR. POOLEY:  I don't have a response to that 

         6    one yet, maybe if I think about it a little more, but I 

         7    did want to make just a couple of comments, one 

         8    following on Ron's. 

         9            I certainly agree that those who secure a broad 

        10    patent may be nervous about putting it into enforcement 

        11    for fear of its being attacked, and it's conceivable 

        12    that that could introduce some discipline into the 

        13    process of claiming.  But, I also have to observe that, 

        14    at least in what I've been seeing recently, many, many 

        15    people, especially those that are motivated to acquire 

        16    or develop patents for the purpose of asserting them, 

        17    and some of them because they're licensing companies of 

        18    the kind that Bob described that go out and acquire 

        19    patents, will actually work them over if they're still 

        20    in the Office and in trying to expand as many claims as 

        21    possible on the theory that they will be saved in the 

        22    end either by dependent claims, and they will have many 

        23    of those, or simply by the presumption -- the 

        24    presumption of validity and the in terrorem effect of 

        25    simply having the patent and asserting it and getting 
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         1    some sort of a settlement. 

         2            Then I just wanted to comment on what Professor 

         3    Stoner said, and perhaps I'm not understanding it 

         4    thoroughly, but it strikes me as something that ought 

         5    to concern us if we're looking at trying to identify 

         6    the breadth of an enforceable invention by putting into 

         7    the calculus how much investment was made in creating 

         8    it.  That sounds like a potentially mischievous 

         9    direction to be going in, that the breadth of the 

        10    invention certainly should be considered in the context 

        11    of the particular industry and the particular art, but 

        12    fortuitous discoveries of a broadly applicable 

        13    pioneering invention ought to, it seems to me, have the 

        14    same level of protection as ones that take someone a 

        15    long time to put together. 

        16            MR. WILLIAM COHEN:  Jay? 

        17            MR. THOMAS:  Thank you.  I also have just some 

        18    brief comments on some of the things I've heard 

        19    previously. 

        20            First, I don't think it's that appropriate to 

        21    speak to broad or narrow patents for the reasons that 

        22    were just identified.  In fact, patentees don't have to 

        23    select between broad and narrow patents.  They can have 

        24    very broad claims, medium-sized claims and many narrow 

        25    claims within one patent.  And so, in fact, they don't 
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         1    have to make such a choice.  All the claims can be 

         2    asserted at the same time with the enablement doctrine 

         3    potentially with different applicability.  So, it is 

         4    not as if you're ever forced to say, well, I've got to 

         5    go in with a broad claim or I worry about this broad 

         6    claim. 

         7            In fact, you can seek a re-issue application 

         8    and get many narrow claims.  Many sound firms will 

         9    maintain continuation applications at the Office and 

        10    simply get narrow claims on the fly as they need to 

        11    present a tight seal against accused infringement.  So, 

        12    in fact, we're not ever putting patentees to a hard 

        13    choice between narrow and broad patents.  They can have 

        14    as many narrow or broad claims as they wish.  So, to 

        15    me, that's not a very realistic distinction. 

        16            Also, the Festo case certainly is bringing 

        17    narrow claim interpretations, and I think the Federal 

        18    Circuit is very animated by the fact that it wants to 

        19    achieve commercial certainty so that competitors can 

        20    read claims and know how they can design around.  But, 

        21    I think what's forgotten in this mix is, again, that 

        22    inventors, firms, can obtain many patents, many narrow 

        23    patents, instead of just one broad one.  So, in fact, 

        24    the goal I'm not sure is entirely being achieved. 

        25            It's true that certainly for the body of 
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         1    existing patents, there will be some unsettled 

         2    expectations, but prospectively, firms will simply 

         3    obtain many claims instead of one, seeking tighter 

         4    claiming, and take more advantage of continuation 

         5    practice.  The difficulty to this approach, although it 

         6    makes patents easier to read individually, you know, 

         7    prospectively, it puts a great burden on innovative 

         8    industry and on patent administration, because firms 

         9    have to prepare and the patent administration has to 

        10    process many more claims, many more patents, than they 

        11    had to before.  So, those create a lot of difficulties. 

        12            I think one thing I'd be interested in learning 

        13    from the Commission, or one contribution you might 

        14    make, is to identify to the patent courts and the 

        15    patent bar what hooks exist in the patent law that we 

        16    can implement competition policy through.  The 

        17    copyright law seems to have fair use, notions, it's got 

        18    a merger doctrine, much more concern, for example, 

        19    about interoperability.  There are existing notions 

        20    within the copyright world that can take advantage of 

        21    economic learning and decide what is the most efficient 

        22    market.  But, in patent law, I think because it's 

        23    regarded on many more formal distinctions, and I think 

        24    the current structure of patent common law making 

        25    doesn't promote innovation in patent law.  It tends to 
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         1    sequester these notions.  I think enablement, written 

         2    description, reverse doctrine of equivalents, these 

         3    present potential statutory hooks that have so far been 

         4    unexplored that could be used. 

         5            I think a great starting point for this 

         6    discussion is actually Professor Duffy's and Professor 

         7    Merges' case book.  If you've read the wonderful 

         8    materials they've put together, especially the example 

         9    of the fuzz ball, which I guess I'll leave for another 

        10    to explain, but it suggests, again, to what extent 

        11    should we allow these broad claims that are minimally 

        12    enabled, to capture later innovation.  And I admire Mr. 

        13    Stoner's earlier comments, I think these are the 

        14    statutory hooks through which we can implement some of 

        15    these policies.  The question is, how do we sort of get 

        16    from the policy into the formalities of the patent law? 

        17            Thank you. 

        18            MR. WILLIAM COHEN:  I see Ron Myrick's sign up, 

        19    but before we get to him, if you want to talk about the 

        20    fuzz ball, I'd be fascinated in hearing about it. 

        21            MR. THOMAS:  I didn't mean to set you off.  I 

        22    must say, I used a competing case book, but I did use 

        23    that example, so I hope you'll forgive me for lifting 

        24    that, but I thought it was terrific. 

        25            MR. DUFFY:  You, of course, use your own case 
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         1    book, which is a fine case book, but if you want a 

         2    complimentary copy of my case book, if you want to 

         3    consider switching, I'd be thrilled. 

         4            The theory of the -- this is just the basic 

         5    concept of when enablement is tested.  Enablement is 

         6    tested as of the time of invention.  At that time, the 

         7    art can be not well developed so that you could say, I 

         8    can claim, I've invented a fuzz ball, and this is a new 

         9    thing, and I've made one fuzz ball, which is made of 

        10    material A, and that's the only material we know of 

        11    that can make these things.  So, I can at that time 

        12    claim all fuzz balls, because, of course, I have 

        13    enabled everything that we know of as a fuzz ball. 

        14            Then later in time, somebody invents another 

        15    material which can be used to make this product, and at 

        16    that time, it will be considered infringing, because 

        17    the infringement inquiry goes to an analysis of the 

        18    claims and the product at the time the product is 

        19    produced, and it also can be considered to have been 

        20    enabled, even though it wouldn't have allowed you to 

        21    build the exact product at the time it was filed.  I 

        22    think the fuzz ball is sort of -- it's in the case 

        23    book -- a fanciful example. 

        24            A real world example would be the Wright 

        25    Brothers patent, which actually was subject, as many of 
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         1    you know, was subject to -- became a very famous case 

         2    of blocking patents, because the Wright Brothers patent 

         3    was actually not on the airplane, it was on a 

         4    stabilization system for stabilizing the aircraft.  

         5    Prior art aircraft tended to crash into the ground 

         6    almost immediately.  So, what you needed was a 

         7    stabilization system, and that was their real 

         8    contribution to the art.  And, it's the stabilization 

         9    system that's still used on all -- as far as I know -- 

        10    all aircraft, certainly all commercial aircraft, maybe 

        11    there are some military aircraft I don't know about.  

        12    But it's basically the idea of stabilizing, using -- 

        13    they actually said disbanding or distorting of a 

        14    portion of the wing on their aircraft, and they 

        15    described how you do that in order to achieve 

        16    stability, a very useful technique that was improved by 

        17    Glenn Curtis' invention of the aero log, the flap, the 

        18    wing flap.  And, basically after that invention, any 

        19    commercially viable aircraft needed both the Wright 

        20    Brothers technology -- needed to actually use the type 

        21    of stabilization that they talked about -- and needed 

        22    wing flaps in order to make commercially viable 

        23    aircraft. 

        24            The Wrights were actually considered to 

        25    encompass Curtis' technology, though Curtis separately 
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         1    had a patent.  So, you might say, well, how did the 

         2    Wright Brothers enable these later versions of 

         3    aircraft, because they didn't have wing flaps?  The 

         4    answer is that they enabled every type of aircraft that 

         5    was then known, which was very primitive aircrafts.  

         6    Then, of course, when you look at the infringement, you 

         7    look at their claims, which were drafted quite broadly.  

         8    And actually it didn't say warping wing, it just said 

         9    orienting a portion of the wing in a slightly different 

        10    direction from the other part of the wing, which the 

        11    courts held that encompassed the concept of a flap as 

        12    well as the actual technique that they used, which was 

        13    actually to bend their wing, to warp their wing. 

        14            So, it created a very significant problem of 

        15    blocking patents, because both Curtis had a patent and 

        16    Wright had a patent, and they blocked each other.  In 

        17    fact, actually, as the United States entered World War 

        18    I, the United States Government basically twisted their 

        19    arm to agree to a patent pool so that aircraft could be 

        20    made. 

        21            So, that is a basic problem, the temporal 

        22    problem of looking at enablement at the time of the 

        23    invention, looking at infringement at the time the 

        24    infringing product is developed.  It's nothing more 

        25    really than the blocking patents problem. 
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         1            I think actually patent breadth is often talked 

         2    about in terms of enablement.  I think it's important 

         3    to realize that there's also the non-obviousness as a 

         4    major component of patent breadth.  And, if you have a 

         5    weak non-obviousness doctrine, that means that even if 

         6    you have a sort of significant invention, you run the 

         7    risk of having other inventors come up with numerous, 

         8    small improvement patents to your basic technology. 

         9            If one were to say, in the extreme, the 

        10    non-obviousness doctrine is weaker or nearly 

        11    nonexistent, then these improvement patents have two 

        12    major effects.  One, they divide the royalties between 

        13    the first inventor and the later inventors.  So, to 

        14    some extent the non-obviousness doctrine is implicated 

        15    here.  And, if you think a sort of weak non-obviousness 

        16    doctrine which creates more patents is inventor 

        17    friendly, you have to realize that that's not entirely 

        18    true because the first inventor, who perhaps did the 

        19    hard work, who discovered what would be called the hard 

        20    principle in the 19th Century, is going to have to 

        21    split royalties with the improvers who are coming on 

        22    and filing improvement patents. 

        23            The other effect, which is often overlooked, is 

        24    that the improvement patent also, even if they are 

        25    obvious improvements and we are willing to grant 
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         1    patents for relatively trivial patents, it will extend 

         2    out the flow of royalties that will go to that 

         3    technology.  So that if I patent the laser today, and 

         4    then there are 15 improvement patents filed over the 

         5    next ten years, my royalties might actually extend 30 

         6    years into the future, rather than just 20 years into 

         7    the future. 

         8            So, that's an important effect to remember 

         9    about patent breadth.  It's not just about shifting 

        10    around the allocation of royalties, it's also about 

        11    extending out the royalties into the future. 

        12            MR. WILLIAM COHEN:  Ron, you took your thing 

        13    down? 

        14            MR. MYRICK:  No, having been recognized, I saw 

        15    no reason to keep it up. 

        16            Just a couple of points, and I really want to 

        17    hear what Gerry has to say about the Wright Brothers -- 

        18    you've got to tell us about --

        19            MR. MOSSINGHOFF:  I wasn't there. 

        20            MR. MYRICK:  But the discussion that's been had 

        21    so far has I think now begun to focus on what due 

        22    breadth is, ignoring undue breadth.  Due breadth is, I 

        23    think, tightly pinned up with this or connected with 

        24    this enablement issue.  But, I am going to ask one 

        25    other question perhaps to put on the table, and maybe 
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         1    it's for this afternoon's later discussion, I don't 

         2    know, and that is, would the concerns that are 

         3    expressed about upstream patents versus downstream 

         4    patents and so forth be addressed at all or improved at 

         5    all if there were developed a law of experimental use 

         6    as an exception to infringement?  Is that going to be 

         7    discussed today? 

         8            MR. WILLIAM COHEN:  That will be a major topic 

         9    of the last session, the research and --

        10            MR. MYRICK:  Well, yeah, that's the session --

        11            MR. WILLIAM COHEN:  Yeah, the last topic for 

        12    this session. 

        13            MR. MYRICK:  Because it seems to me, that 

        14    addresses most of the concerns I've heard about the 

        15    upstream versus downstream as far as stopping 

        16    innovation is concerned. 

        17            Now, commercialization of innovation is 

        18    something else.  I'll stop there. 

        19            MR. WILLIAM COHEN:  Gerry? 

        20            MR. MOSSINGHOFF:  Just a couple comments. 

        21            I totally agree with what Ron said earlier 

        22    about the due and undue breadth.  If somebody says 

        23    that -- I think the statement used here, unjustifiably 

        24    broad patents, I know what an unjustifiably broad 

        25    patent is.  It's one that, one, shouldn't have been 
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         1    granted, and two, will be held invalid when somebody is 

         2    trying to enforce it. 

         3            In addition to the enablement, there are three 

         4    things that kind of bear in upon what you get.  There's 

         5    a rhyming maxim that Judge Rich used to use, and that 

         6    is, "The claim is the name of the game," and that 

         7    really is true.  You're really talking about patent 

         8    claims.  You're not talking about patents.  You're 

         9    talking about what claims 1 or 38 in the patent, that's 

        10    key. 

        11            In addition to the enablement, there's prior 

        12    art, and broad patents are subject to the prior art 

        13    that the Patent Office finds, and perhaps more 

        14    importantly, they are subject in their own due to prior 

        15    art that an ambitious defendant will find and also the 

        16    written description requirement.  That bears very 

        17    heavily I think on the breadth of the claims, and 

        18    particularly so in what you could either characterize 

        19    as the unpredictable arts, some people just call it the 

        20    chemical/pharmaceutical/biotechnology arts, where in 

        21    the other side, in the mechanical/electrical, the 

        22    general rule is, you can claim as broad as the traffic 

        23    will bear. 

        24            You show me a circuit diagram, and I used to be 

        25    able to tell you whether it will work or not, and you 
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         1    show a mechanical engineer a gear box or a turbine 

         2    engine, and he or she will tell you whether it works or 

         3    not, whereas in the chemical or unpredictable area, one 

         4    alloy may work to do something and the second alloy may 

         5    totally fail.  So we disclose one, and you can't claim 

         6    broader than the one you disclose unless your written 

         7    description requirement is established. 

         8            So, I think that's an important distinction or 

         9    an important thing bearing in on breadth of claims.  

        10    Enablement, prior art, obviousness used with the prior 

        11    art and written description, all bear upon that.  If it 

        12    survives those areas, it's not an undue -- it may be an 

        13    industry-dominating patent, like the transistor patent 

        14    or the microchip patent.  It may dominate industry.  

        15    The answer is great, we now have a really neat new 

        16    invention and a really neat new industry that's going 

        17    to eventually form out of this. 

        18            Finally, a footnote on the Wright Brothers, the 

        19    associated --

        20            MR. DUFFY:  I knew you would have something 

        21    about that. 

        22            MR. MOSSINGHOFF:  Well, since we're in a 

        23    semi-antitrust environment here, the patent pool that 

        24    John mentions of the Manufacturers Aircraft 

        25    Association, if you fast forward about 60 years, it was 
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         1    held to be an antitrust violation and broken up at the 

         2    request of the Department of Justice Antitrust 

         3    Division. 

         4            MR. DUFFY:  The Government just changed its 

         5    mind. 

         6            MR. MOSSINGHOFF:  Different Government. 

         7            MR. DUFFY:  Different government, that's true. 

         8            MR. WILLIAM COHEN:  Now, let's open things up 

         9    to cover both enablement and written description, and I 

        10    thought one way to approach these issues would be much 

        11    along the lines of what Gerry was just talking about, 

        12    recognition of the fact that although we have the same 

        13    standards across the board, in application, they may 

        14    turn out a bit differently, depending upon the 

        15    predictability of the art, the interpretation of 

        16    PHOSITA in a particular context. 

        17            I guess perhaps, again, the place to start 

        18    would be to ask what you see as the competitive 

        19    consequences of the choices that are made in 

        20    interpreting these issues from industry to industry.  

        21    For example, in biotech, we hear that you often have to 

        22    give quite complete descriptions.  In computer 

        23    software, we sometimes hear that you don't need to 

        24    reveal underlying code.  

        25            Also within an industry, at different stages, 
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         1    you could ask the same kind of question.  We heard at 

         2    one point in the hearings the thought that as you move 

         3    downstream from basic research to end products, the 

         4    process becomes more predictable, and therefore, what's 

         5    required to enable can vary between the basic-research 

         6    and the end-product settings. 

         7            Would anyone care to delve into the contrasts 

         8    that can be laid out?  Professor Cohen? 

         9            DR. WESLEY COHEN:  Just to return to the theme 

        10    that I had mentioned a moment ago, that in our own 

        11    research, again, our work that we've done, we've seen 

        12    that patents are used in different ways across 

        13    different settings.  And, something that certainly 

        14    conditions that is essentially what we might think of 

        15    as the number of patents per commercializable product.  

        16    And Jay Thomas I think brings up a very good point 

        17    there and, indeed, as does Ron, that to some extent 

        18    that number is endogenous with respect to the patenting 

        19    strategy of the firms involved, but that endogeneity 

        20    notwithstanding, I think we can draw broad 

        21    distinctions. 

        22            Then I think that the issue really becomes one 

        23    for agencies like the FTC in the sense of, well, if 

        24    we're concerned about competitive implications, perhaps 

        25    these different ways that patents get used, different 
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         1    systematic patterns across industries might provide 

         2    some guidance to you folks, right, in what you might 

         3    look for, okay, in terms of particularly competitive 

         4    implications, and I think that's really the key.  I 

         5    don't see it so much that then patent law should be 

         6    tailored to different industries and different 

         7    settings. 

         8            I think there's not been great experience with 

         9    kind of sui generis treatments in the world of IP, 

        10    though we have observed attempts.  So, you know, it 

        11    should provide you some guidance about what to look for 

        12    if it is broad and so on, in the courts or in 

        13    interpreting enablement, written description issues 

        14    more or less broadly in a particular domain, like 

        15    biotech, for example, versus software, then what might 

        16    be the logic to that about the competitive implications 

        17    and therefore the kinds of behaviors that you might 

        18    want to attend to. 

        19            MR. WILLIAM COHEN:  Meg? 

        20            MS. BOULWARE:  Well, I turned my sign up so I 

        21    would be half-cocked and be recognized here just at the 

        22    time that Wes was mentioning what I was going to say, 

        23    and that was that tailoring patent laws to different 

        24    industries I think is not a good idea, and Wes said it 

        25    very well.  So, I'm not going to say anything more, but 
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         1    we were going to discuss written description, 

         2    enablement and best mode, and one of the things I would 

         3    like to put on the table is whether best mode is 

         4    serving an interest of U.S. patent law at this time.  

         5    Do we need best mode? 

         6            We were discussing that during the lunch break, 

         7    and I'd like to hear from the collective wisdom at the 

         8    table, because it seems to me one of the reasons it's 

         9    included as a statutory requirement is you don't want 

        10    the patentee to hide the secret sauce.  You don't want 

        11    them to keep the secret sauce a trade secret, and you 

        12    want to make sure that they've got the best mode in the 

        13    written description.  And, there's been a lot of 

        14    discussion in the United States because best mode is 

        15    unique to the United States, I believe, I don't think 

        16    there's any other system that has best mode, and it 

        17    contributes to litigation quite a bit, often I dare say 

        18    as a red herring, as an attack to a patent, and I'd 

        19    like to hear if there are others who have comments 

        20    regarding best mode. 

        21            MR. WILLIAM COHEN:  Let's go ahead and have a 

        22    best mode discussion, and keep in mind the issues that 

        23    are still outstanding on enablement and written 

        24    description.  After we're done with best mode, I'll see 

        25    if anybody wants to return with any further points on 
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         1    those. 

         2            Ron? 

         3            MR. MYRICK:  I do want to return to that issue 

         4    about how much description is in software, but we will 

         5    come back to that later. 

         6            On best mode, best mode is perhaps truly unique 

         7    to the United States, but I really have a concern about 

         8    changing it, and here's why.  We have seen recently an 

         9    attack on the constitutionality of the extension of 

        10    patent -- copyright term in the Eldred and an attack, 

        11    in fact, upon the ability of the Congress to pass a law 

        12    which seemed to be within clearly its purview.  Whether 

        13    or not that will -- we will be guided by what the 

        14    Supreme Court ultimately decides in Eldred, but having 

        15    seen that and having heard in the past few months 

        16    efforts to remove best mode from our statute, I have a 

        17    concern that, as easily as one could mount an argument 

        18    that 70 years is not a limited term and 50 years is, 

        19    one could easily mount also an argument that it is 

        20    implicit in the constitutional bases for the patent law 

        21    that the inventor disclose the best way he knows to 

        22    practice the invention in order to justify the award 

        23    he's going to receive of exclusivity.   

        24            In fact, best mode was not added to the statute 

        25    until 30-40 years ago, I've forgotten exactly when, but 
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         1    having put it in the statute, the concern I have is 

         2    that we take it back out of the statute, and now we 

         3    work for ten years before a case comes to the Supreme 

         4    Court without having a best mode statute, without 

         5    having best mode in our situation, and now the Supreme 

         6    Court hears that attack, a la Eldred, and says, ah, 

         7    yes, au contraire, it's improvident that you did not 

         8    disclose the best mode you knew of practicing the 

         9    invention.  You have not kept faith with the public in 

        10    getting your exclusivity.  All patents that don't 

        11    satisfy best mode are invalid.  And we will have a 

        12    whole half generation of patents that will be thrown 

        13    into a cocked hat with all matter of additional 

        14    litigation.  So, while many of the bar associations are 

        15    considering an effort to remove best mode, I think we 

        16    have to do it with great caution that, in fact, we may 

        17    create more uncertainty than we already have about best 

        18    mode.  Now, that's my basic position on best mode. 

        19            As far as operationally, best mode does not 

        20    present any problem. 

        21            MR. WILLIAM COHEN:  Wes, are you up for best 

        22    mode or --

        23            DR. WESLEY COHEN:  No, no, no. 

        24            MR. WILLIAM COHEN:  Anybody else on the best 

        25    mode area? 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                      121

         1            Yes? 

         2            MR. BANNER:  I do come to best mode from the 

         3    litigation perspective, and I do agree that it can 

         4    introduce a great deal of additional cost to both sides 

         5    in the litigation context.  But, of the $3 to $5 

         6    million that Bob was saying is the going rate, it's 

         7    probably a smaller number than that, because it is a 

         8    very discrete inquiry, and Ron mentioned operationally, 

         9    he doesn't have a problem with it. 

        10            As a litigation aspect, except in cases where 

        11    you have very complex inventive entities, teams of 

        12    people, best mode, at least in my practice, has not 

        13    been too difficult to evaluate in the overall context, 

        14    at least as compared to claim breadth, which is 

        15    completely unpredictable, claim construction, and some 

        16    obviousness issues, which are very difficult to 

        17    predict. 

        18            Best mode is one of those things that I find 

        19    you get a little information on, and then you decide 

        20    whether it's a red herring, because you really don't 

        21    want to press it too far if it's just a waste of your 

        22    time and energy, because it also loses your credibility 

        23    and, the most basic of qualities, the attention span of 

        24    the trier of fact. 

        25            MR. WILLIAM COHEN:  Jim, I know you've got some 
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         1    thoughts on best mode.  Are you happy with the 

         2    discussion where it is or do you want to add anything? 

         3            MR. POOLEY:  I don't think there's anything 

         4    particularly useful to add.  Among the people that we 

         5    have talked to about it, clearly best mode, although it 

         6    interjects issues of state of mind into the process 

         7    which always increases unpredictability and to a 

         8    certain extent expense, because we're focusing on what 

         9    it was that the inventor had in mind, as what he 

        10    thought was the best or she thought was the best mode 

        11    at the time, yes, as Mark has observed, most 

        12    practitioners see this as a lesser problem than, for 

        13    example, willfulness, which was raised earlier, which 

        14    is almost universally, you know -- not universally 

        15    condemned, but certainly there is a universal concern. 

        16            MR. WILLIAM COHEN:  Let's use that as our segue 

        17    back to enablement and description, the thought being 

        18    here to talk a little bit about the value of the 

        19    disclosure.  This is something we had started into a 

        20    bit this morning, and from there we can move into the 

        21    roles of the willfulness doctrine in affecting the 

        22    value of the disclosures. 

        23            Would anybody like to start us off on 

        24    disclosures?  Wes? 

        25            DR. WESLEY COHEN:  If I can just speak briefly, 
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         1    add a little bit more detail to our research that I 

         2    reported on previously, why, for example, do 

         3    disclosures seem to have more of an effect in Japan 

         4    than in the United States, okay?  I think when you 

         5    think about disclosures and their impact, you need to 

         6    put disclosures in the context of a broader incentive 

         7    structure, that what is the incentive of other firms to 

         8    really examine in detail the patents of firms, of their 

         9    rivals and so on?  We heard a bit about this, that 

        10    engineers, you know, don't really worry about other 

        11    patents. 

        12            In Japan, the incentives were much stronger, 

        13    which is back when we originally administered our 

        14    survey, you had what was called a pre-grant opposition 

        15    system, which meant that opposition to an application 

        16    could be brought even prior and much prior to the grant 

        17    of any patent, and that was the restricted time for 

        18    that, and that was a firm's best shot in Japan at 

        19    essentially getting a rival's patent thrown out, okay?  

        20    That's incentives.  That provides very strong 

        21    incentives to be looking very quickly and closely at 

        22    rival patents. 

        23            Also, there you had a priority with first to 

        24    file rather than first to invent, which also had the 

        25    effect of getting patents filed sooner, and then they 
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         1    had an 18-month rule before we did, and so that even 

         2    got them issued sooner. 

         3            But in any event, my main point is that it's 

         4    not simply a matter of what's in the patent, but what 

         5    are the incentives on the part of other firms and 

         6    engineers and so on to really look at it carefully.  

         7    And our sense is that at least drove, at least as much 

         8    the disclosure impact of patents as what was actually 

         9    contained in the substance. 

        10            MR. WILLIAM COHEN:  Gerry? 

        11            MR. MOSSINGHOFF:  I would just comment on the 

        12    enablement.  The issue was raised in the two-page sheet 

        13    you turned on about why you don't have to disclose 

        14    source code in a computer software application.  And I 

        15    agree totally with Wes and with Margaret, that to have 

        16    some kind of a requirement that you do would be 

        17    contrary to general patent law.  General patent law 

        18    says you have to enable someone skilled in the art to 

        19    make or use it.  Many times, just a detailed flow 

        20    diagram would give an ordinary programmer the ability 

        21    to use C-Plus-Plus or whatever the programmer wants to 

        22    use to write the program. 

        23            So, I don't think there would be any support 

        24    for a provision that says, somehow for software patents 

        25    you have to disclose the source code any more than for 
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         1    a lathe you would have to disclose the exact tolerances 

         2    that it would be machined by, or with a pharmaceutical 

         3    you would have to disclose the pharmaceutics involved.  

         4    That's never required, not required in other arts, as 

         5    long as you enable one skilled in the art to make and 

         6    use the invention.  I think that's exactly the same 

         7    test that should be applied in a software invention. 

         8            MR. WILLIAM COHEN:  Ron. 

         9            MR. MYRICK:  Thank you. 

        10            On the issue of willfulness, I've already 

        11    stated my position earlier today.  I think it's a 

        12    terrible deterrent to the use of the patent system to 

        13    its full extent.  I honestly cannot see what purpose it 

        14    serves.  One could analogize it to the deterrent to 

        15    violation effect that is achieved by the treble damages 

        16    in the antitrust laws, but that's a different kind of 

        17    situation. 

        18            In this situation, patent laws or the patent 

        19    system is intended to serve another purpose, and that 

        20    is education, disclosure, advancement of the arts and 

        21    so forth.  And, it is perverse to make it less 

        22    desirable that people read what it is the public's 

        23    paying for.  So, it is beyond me how it is that ever 

        24    got into the system, and it is beyond me still why it's 

        25    still there, but that leads to a couple of other 
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         1    thoughts. 

         2            Assuming you're willing to take the risk of 

         3    knowing something about what the patents are of your 

         4    opponent or of your competitors, there is a definite 

         5    incentive to acquire that knowledge and to use it.  

         6    Again, I re-emphasize the fact that if you have large 

         7    running product lines and you prefer ignorance, you 

         8    risk terrible embarrassment, damage to the trademark, 

         9    damage of all manner of issues.  So, it is far, far 

        10    better, if you're willing to take the risk on this 

        11    willfulness thing, to avoid that by staying abreast of 

        12    what's going on in the patent field and avoiding those 

        13    patents and inventing around and so forth.  You 

        14    actually can learn that's beneficial. 

        15            But that leads to another issue that's 

        16    presently alive in the patent reform strategic plan, 

        17    and that is deferral.  It is antithetical to a system 

        18    which is intended to disseminate information rapidly 

        19    and then also to disseminate the innovation that comes 

        20    from that rapidly, to have a system that also defers 

        21    prosecution, defers examination and so forth.  So, one 

        22    of the reasons that the Bar has been so adamant in 

        23    opposing deferral -- not universally, by the way, I'm 

        24    speaking for myself personally -- deferral of 

        25    examination is because it builds in even more delay in 
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         1    the system in determining what it is that will actually 

         2    be patented, what those claims will actually say in the 

         3    future, and therefore, what it is you actually have to 

         4    avoid. 

         5            So, I would emphasize, then, that these things 

         6    are all tied together.  Getting rid of willfulness is 

         7    goodness because it helps to disseminate the 

         8    information.  Having the Office make its decisions 

         9    rapidly is goodness.  Publishing all applications is 

        10    goodness, and so forth, to make the system really 

        11    function as it's supposed to and provide the incentives 

        12    that you're looking for. 

        13            Thank you. 

        14            MS. DeSANTI:  Yeah, I just want to ask if 

        15    there's anybody at the table today who would like to 

        16    defend the willfulness requirement.  We find so few 

        17    areas of consensus. 

        18            MR. BANNER:  I won't defend it, but I have seen 

        19    numerous instances where despite a finding of 

        20    willfulness, a district court judge -- willfulness by a 

        21    judge, the district court judge -- despite a finding of 

        22    willfulness by a jury, the district court judge did the 

        23    right thing and did not enhance damages, and the only 

        24    practical impact of willfulness is the in terrorem 

        25    effect of the fear of treble damages, which is a 
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         1    reasonable fear, especially when you're representing a 

         2    defendant. 

         3            But I have not seen it have as bad an impact as 

         4    it could have, but by the same token, I agree with Ron 

         5    to the extent I'm not sure it has as significant a 

         6    positive effect as perhaps treble damages has in the 

         7    antitrust laws.  So if that's a defense, that's the 

         8    best I can offer. 

         9            MS. DeSANTI:  Jim? 

        10            MR. POOLEY:  I think it's true what Mark says, 

        11    that there aren't that many judges that actually take a 

        12    finding of willful infringement and then enhance 

        13    damages, so that the fear is a fear in the abstract.  

        14    Nevertheless, it's a fear that animates decisions 

        15    earlier in the process, including transactional 

        16    decisions before litigation, and it also animates 

        17    decisions, as Ron has pointed out already, in some 

        18    industries not to look at some patents at all, as we've 

        19    discussed. 

        20            There is also the cost in the litigation itself 

        21    of all these collateral issues relating to having to 

        22    obtain opinions, and the cottage industry that's grown 

        23    up around that, and the rules created by the courts, 

        24    creating presumptions that if one doesn't get an 

        25    opinion, there's a good reason why, and there's a 
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         1    negative reason there, and all of the issues around the 

         2    attorney-client privilege scope and so forth.  In 

         3    short, it's a very, very high cost in the actual 

         4    processing of litigation. 

         5            So, in the end, I think the justification for 

         6    it is to put a cost on infringing, so that it's not 

         7    just, well, I may as well infringe, because if they 

         8    don't catch me, then I'm Scot-free, and you can go 

         9    through that calculation.  But, given what Bob has 

        10    observed, which is correct, about the average cost of 

        11    litigation, you know, one would only go knowingly into 

        12    infringement having made a pretty hard calculation to 

        13    begin with. 

        14            MR. BANNER:  Can I follow up on that? 

        15            MS. DeSANTI:  Yeah, Mark and then John. 

        16            MR. BANNER:  I agree entirely.  I think most 

        17    judges, the smartest judges who deal with enhancing 

        18    damages don't deny enhanced damages, they just give you 

        19    10 percent.  Then they know they won't get reversed.  I 

        20    think a major difficulty with willfulness 

        21    determinations is those transactional costs that are 

        22    just built in, not only to the decision-making process 

        23    and the cottage industry of opinions, but also to the 

        24    trial management issues, to the unseemly impact of 

        25    calling every lawyer in the world as a witness and just 
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         1    generally to the disqualification which was -- there's 

         2    all kinds of things, and I'm not sure they are costs 

         3    that are justified by this benefit of deterring 

         4    infringement. 

         5            I think there's an awful lot of good deterrents 

         6    for infringement to begin with, one of which is the 

         7    fact that the low end may be reasonable royalties, but 

         8    there's always the possibility of injunction, and the 

         9    high end is a damages theory that is limited only by 

        10    the creativity and sincerity of very highly skilled 

        11    economists. 

        12            MR. WILLIAM COHEN:  Let me ask is there some 

        13    way to vary the threshold which could trigger the 

        14    treble damage exposure, to preserve incentives to avoid 

        15    infringement.  For example, rather than triggering it 

        16    merely from having notice about a patent, by trying to 

        17    find out what's out there in the field, what if the 

        18    requirement would be that you were given notice by the 

        19    patentee?  Are there other thresholds that could be 

        20    used with better results? 

        21            MR. POOLEY:  If I could respond to that, I 

        22    think there are other thresholds that could be used 

        23    like that, for example, but not with substantially 

        24    better results, because most of the cost would still 

        25    remain.  Most of the consequences that we've been 
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         1    talking about, even with a notice system, an express 

         2    notice system, would remain. 

         3            I mean, one of the issues that's been thrown 

         4    out in this context is to replace, if we do away with 

         5    willfulness, perhaps replace it with a lower bar on the 

         6    recovery of attorneys' fees, you know, as another 

         7    disincentive.  You can tweak the system a number of 

         8    different ways. 

         9            MR. WILLIAM COHEN:  John? 

        10            MR. DUFFY:  I just think that if you want to 

        11    approach the issue of willful or treble damages in 

        12    patent litigation, you should look generally to the 

        13    theories as to why we enhance damages or apply punitive 

        14    damages in any kind of litigation.  There's a fairly 

        15    extensive, long economics literature on that. 

        16            I think the general theory is that one very 

        17    good reason why you want to enhance damages is, you 

        18    definitely want to enhance damages if you think there's 

        19    a category of cases where, in some instances, the 

        20    guilty party gets away.  Then you need to have treble 

        21    damages or multiples of the actual damages when you do 

        22    actually catch the person. 

        23            So, one important variable to figure out when 

        24    you are deciding whether you should have multiple 

        25    damages or punitive damages -- multiple damages is just 
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         1    a class of punitive damages -- is to decide whether or 

         2    not it was likely that this person was likely to get 

         3    away with their infringement, with there being perhaps 

         4    two issues there.  One, whether they could hide the 

         5    infringement in some fashion, which I think is 

         6    important.  The other is, of course, whether they could 

         7    in some fashion strong-arm the other party. 

         8            There's a small inventor who has a patent and a 

         9    company says, well, you can sue us, but we are going to 

        10    drain you of all your capital before you can actually 

        11    complete the litigation.  Then if you think that's a 

        12    realistic story, then that might be another situation 

        13    where you think that treble damages or willful damages 

        14    are appropriate when, in fact, actually people are 

        15    successful in bringing the guilty party to heel. 

        16            So, that literature that exists for general 

        17    punitive damages should be considered, and I think in 

        18    many instances it's not applicable to the patent 

        19    context.  In many instances where there's patent 

        20    infringement, it's going to be adjudicated.  The 

        21    parties are actually going to litigate it, and 

        22    therefore, the number of cases where the infringement 

        23    won't be caught, won't be remedied if it, in fact, is 

        24    infringement, are relatively small. 

        25            The other variable is, of course, the integrity 
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         1    of the patents at issue before the Patent Office.  

         2    There is a legal presumption of validity, and academics 

         3    have talked about whether or not that makes sense.  

         4    Actually, Jay Thomas has talked about that.  Obviously, 

         5    to the extent you throw willfulness on there, you're 

         6    demanding more from your Patent Office.  You're 

         7    demanding that the patents that issue from it not only 

         8    are going to get this legal presumption of validity, 

         9    but that you really do have to avoid every patent. 

        10            You really do have to worry about avoiding 

        11    patents because they're supposed to be fairly rigorous 

        12    documents, and you can't just come into litigation and 

        13    say, well, I knew the opponent had a patent, but so 

        14    what, lots of patents issue from the Patent Office, 

        15    lots of patents get held invalid.  That's not 

        16    sufficient under current law, but perhaps that should 

        17    be.  Perhaps if we think that the Patent Office is 

        18    nonperforming, it doesn't have enough resources or 

        19    technologies to perform well, then stripping away 

        20    willful damages makes more sense. 

        21            MR. WILLIAM COHEN:  Gerry? 

        22            MR. MOSSINGHOFF:  I'll just comment on that, I 

        23    was personally involved in several cases where 

        24    willfulness was alleged -- it's in the word processor, 

        25    so when you push the button for complaint, you get the 
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         1    willfulness paragraph -- and there's a real dilemma on 

         2    the part of the alleged infringer where a host of 

         3    patents are called to the infringer's attention, and 

         4    they have a patent attorney who looks at it, and they 

         5    say, well, this obviously doesn't have an A, B and C, 

         6    and that's required in all the claims, sets it aside.  

         7    That may be precisely the one that causes the problem.  

         8    He did not get an opinion on it. 

         9            I mean, so it really is -- there's a dilemma on 

        10    the part of potential infringers that I think ought to 

        11    be avoided.  I fully support the abolition of 

        12    willfulness, even though several of my cases will go 

        13    away. 

        14            MR. WILLIAM COHEN:  Okay, I see three signs up.  

        15    Let's try to get them, and at that point, we are 

        16    probably going to move into continuations and finish 

        17    this portion of the day.  Let's try Steve Merrill. 

        18            MR. MERRILL:  I'm going to change the subject. 

        19            MR. WILLIAM COHEN:  Well, let's finish up this 

        20    one.  Tell us what your subject's going to be, and we 

        21    will see where it fits. 

        22            MR. MERRILL:  I was going to get back to the 

        23    question, Wes' question of whether there's something 

        24    problematic about the content of patents and 

        25    disclosures as distinct from incentives to consult with 
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         1    one another. 

         2            MR. WILLIAM COHEN:  Okay, let's take you up 

         3    last in this section. 

         4            MS. DeSANTI:  I'd just like to ask Bob Barr to 

         5    speak to the issue, and also, Bob, I'd be interested in 

         6    the extent -- you had talked earlier about the patent 

         7    thicket problem.  Could you talk about willfulness as 

         8    it relates to that patent thicket problem and the 

         9    extent to which, if you got rid of willfulness, would 

        10    it ameliorate your problem, if so, to what extent? 

        11            MR. BARR:  Yes, thank you, that's exactly what 

        12    I wanted to address, because I'm once again the 

        13    contrarian, in this case maybe in a surprising 

        14    direction. 

        15            Changing the willfulness standard to where you 

        16    have to be notified, logically that does help the 

        17    problem of patent clearances, wanting to do patent 

        18    clearances and patent searches.  So, you raised that 

        19    question, Bill, and I just wanted to answer it that 

        20    way. 

        21            There are certainly all these other issues with 

        22    willfulness that -- I don't disagree with those 

        23    issues -- but the most important issue to me is getting 

        24    rid of it or at least changing it to the point where 

        25    doing a patent search does not subject you to the risk 
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         1    of willfulness, because that really makes it impossible 

         2    in my mind to do, because everything -- you know, 

         3    you're at the risk for each one, you have to get an 

         4    opinion and so on. 

         5            So, I think it does help that.  But then that 

         6    gives me the opportunity to return to that just for a 

         7    moment, the idea that infringement can be avoided, 

         8    because I -- and maybe this is something for people to 

         9    teach me offline, but I don't see what can be done 

        10    about the following problems in addition to the -- 

        11    well, now I am going to look at every issued patent and 

        12    spend all the money, but I don't have to worry about 

        13    willfulness.  That's fine. 

        14            Then I've got the issues of uncertain scope of 

        15    issued patents, which I brought up and which was just 

        16    raised in the context of willfulness, where you go 

        17    through all the patents -- and I have had this 

        18    experience, as have others -- you go through a stack of 

        19    patents, say, well, these are not a problem, these are 

        20    a problem, these are in the middle, but it's the stuff 

        21    from this stack that you didn't think it was a problem 

        22    that comes back to haunt you later. 

        23            So, that to me is just an issue of claim 

        24    uncertainty and the incentives for litigating or for 

        25    demanding damages, less than $3 to $5 million, that 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                      137

         1    some people find a good way to make a living.  So, the 

         2    point is that you still have claim uncertainty, and I'm 

         3    not sure of all the ways to fix it, but we have 

         4    discussed some of them today. 

         5            Then you have the unpublished patents, and to 

         6    the extent you have the published patents, you have an 

         7    even bigger problem of claim scope uncertainty to deal 

         8    with. 

         9            Lastly, at the risk of repeating something I 

        10    said earlier, at least in my business, I think it is 

        11    very difficult even to -- you know the date a patent 

        12    issues, and you look at it, and you go, oh, that's a 

        13    problem, you're looking at a design-around effort or, 

        14    excuse me, an effort to change things and to avoid that 

        15    patent or to invalidate it, which if doable -- or let's 

        16    say it's not doable.  Let's say you decide it's valid 

        17    and you have to change your product.  When we start 

        18    changing our routers to avoid that patent, don't send 

        19    any e-mails for a while, because it's not going to get 

        20    there until we fix the problem. 

        21            So, please don't underestimate the problem of 

        22    redesigning the product, and some of the literature in 

        23    this area spells it out better than I can, that you are 

        24    kind of trapped, and that's when you're held up. 

        25            Lastly, one word that hasn't been mentioned 
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         1    today -- and I'm not going to go home without it, 

         2    because it's right here -- standards.  There are some 

         3    patents you can't avoid. 

         4            Thank you. 

         5            MR. WILLIAM COHEN:  Ron.

         6            MR. MYRICK:  Thank you. 

         7            As it respects standards, I think that's 

         8    exactly correct, but most internet providers require 

         9    them to be licensed under reasonable terms, so 

        10    hopefully that solves most of the problems, and we 

        11    won't go into that further. 

        12            Now, with regard to the transaction costs, I 

        13    think those are the ones we're talking about here.  

        14    Implicit in having a willfulness standard, is all the 

        15    transaction costs that get you to trial.  You're 

        16    sitting there in your office and you get a letter, and 

        17    now you have got to do something about it, and whether 

        18    that case ever sees the light of day, you still have 

        19    got the cost of dealing with that letter or of a patent 

        20    you're filing on your own or whatever. 

        21            As far as incentives are concerned, injunctive 

        22    relief is enough.  That's enough to incent me to do 

        23    whatever is necessary just to prevent that exact same 

        24    situation that Gerry talked about -- pardon me, that 

        25    Bob talked about. 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                      139

         1            I would distinguish, though, one thing, and 

         2    that is treble damages should be distinguished from 

         3    attorneys' fees.  Those are two different things, and 

         4    they should be handled potentially differently.  So, 

         5    when we talk about willfulness, we're talking about 

         6    perhaps dealing with both of them in the same way -- I 

         7    wouldn't deal with both of them in the same way 

         8    necessarily -- and that will address the issue of 

         9    having the big boy who is going to drain the little guy 

        10    of all his resources.  I think it could be possible to 

        11    still get his attorneys' fees in appropriate 

        12    situations.  I think that's another issue for another 

        13    day and another discussion. 

        14            Thank you. 

        15            MR. WILLIAM COHEN:  Let's hear from Steve 

        16    Merrill, and then we are going to have to deal with 

        17    continuation between now and 3:30, because we do need 

        18    to get into the research tools and research issues.  We 

        19    have got a couple panelists who have to catch planes, 

        20    and we want to hear from them before they have to go. 

        21            MR. MERRILL:  Well, Bob has asked -- I am 

        22    simply asking the question, which is, we have had a lot 

        23    of discussion about incentives and disincentives for 

        24    consulting patents, less discussion about whether the 

        25    content of patents is problematic in terms of 
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         1    disclosure, and the principal example that was thrown 

         2    out in the advanced material was in software, and Gerry 

         3    just dismissed that as the lack of underlying code.  

         4    So, I am wondering if there is a problem, and if there 

         5    is, whether it is more pronounced in software than 

         6    other areas. 

         7            MR. WILLIAM COHEN:  Well, we have heard views 

         8    from a number of panelists throughout the sessions on 

         9    that.  Is anybody here who particularly wants to take 

        10    that on?  Otherwise, we will just have to go with our 

        11    record in its entirety. 

        12            Okay, Ron Myrick. 

        13            MR. MYRICK:  I'll just treat it for a second. 

        14            When we all started down this path of patenting 

        15    software, and we were going through mental steps and 

        16    all these other things back 20 or 25 years ago, we did 

        17    have to file code at that time, at least there were 

        18    many of us who thought we did.  I was at Bell 

        19    Laboratories at that point, and we were filing code.  

        20    We were doing everything under the sun to make sure 

        21    that we had sufficient disclosures and so forth.  We 

        22    didn't know what they were. 

        23            I think with the maturity of the industry and 

        24    with the maturity of the profession, we evolved away 

        25    from that to a point where it's probably true today 
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         1    that most programmers can take flow charts and 

         2    implement the flow chart if the flow chart reaches the 

         3    point of novelty.  And, I think the issue is, do you 

         4    have any steps in that flow chart which are themselves 

         5    requiring experimentation to implement.  Most flow 

         6    charts I see don't, they are relatively good.  But, I 

         7    think that the mere fact that some flow charts might 

         8    have steps in there that are too gross and actually 

         9    require some development and experimentation and so 

        10    forth to produce a particular implementation, that 

        11    doesn't mean you have to do it for all.  That doesn't 

        12    mean you have to change the standard for all patent 

        13    applications in that area. 

        14            What that means is that particular patent 

        15    application is defective, and the law on that is pretty 

        16    clear.  You have got to teach, and if you didn't teach, 

        17    bingo, you didn't make it.  Nothing stands for the 

        18    principle you have to disclose the code.  Frankly 

        19    spoken, disclosing the code may be the best way to 

        20    obscure the invention.  I mean, frankly, if you're 

        21    looking at 500,000 lines of code, who in the world 

        22    wants to do with the patent applications on software, 

        23    what they have done to biotech patent applications, 

        24    start filing those with disks?  So, I don't really see 

        25    that there's a problem there that needs to be 
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         1    materially addressed by systemic change.  Applying the 

         2    law as it stands to patent applications as they arrive 

         3    and are or are not sufficient of and by themselves, 

         4    should be sufficient for the handling of the problem. 

         5            MR. WILLIAM COHEN:  Let's let Bob Barr respond 

         6    on that. 

         7            MR. BARR:  I'll just be very quick on that. 

         8            I disagree on the need for disclosure, but I do 

         9    want to raise in passing the issue of means-plus- 

        10    function claims in trying to understand the scope of 

        11    the means-plus-function claim when you're only looking 

        12    at a flow chart.  I don't think the courts have figured 

        13    that out yet -- maybe I'm a few weeks behind.  I don't 

        14    know that code would help, but in theory, it would. 

        15            MR. WILLIAM COHEN:  We have got a few minutes 

        16    to talk about continuations, and the issue here is that 

        17    some panelists throughout the hearings have indicated 

        18    that continuation practice could raise competitive 

        19    concerns based on patent breadth.  They contend that 

        20    some patent applicants have used continuations to 

        21    expand the breadth of the original claims after markets 

        22    have developed and competitors become exposed to what 

        23    are described as hold-ups. 

        24            I'll throw out three questions, and we can take 

        25    views on any of them.  Are these matters of competitive 
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         1    concern?  What are the patent applicant's legitimate 

         2    needs to broaden claims after the application was 

         3    filed?  And what would be the likely consequences of 

         4    imposing time limits or other restrictions on 

         5    broadening claims through continuations? 

         6            I see a few signs up here.  Why don't we start 

         7    with Gerry and work our way down. 

         8            MR. MOSSINGHOFF:  I'll just say that one thing 

         9    I think people here could agree with is that there 

        10    ought to be some data and there are no good data now on 

        11    continuations.  There's a lot of speculation.  There 

        12    was an article -- we had a presentation from a former 

        13    general counsel of Kodak that said something like 80 

        14    percent of the cases were continuations.  That's not 

        15    true.  I think the article is actually published in 

        16    the -- was it the AIPLA Quarterly Journal?  No -- oh, 

        17    the Federal Circuit Bar Journal.  I think those numbers 

        18    are not valid, but I don't have any numbers to say 

        19    there are.  No one kept data. 

        20            Now there should be data.  With the 20-year 

        21    time of filing, there ought to be very definite data at 

        22    the PTO on how many continuations there are, because 

        23    they expire based on the expiration date of the patent, 

        24    and they ought to be able to break it down both with 

        25    continuations in part and continuations.  So, I think 
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         1    one of the things I would urge is that the PTO put this 

         2    data out in some reasonable form, which I don't believe 

         3    they do now on continuations. 

         4            Secondly, there has grown up in several cases 

         5    I've been personally involved in, an issue of laches, 

         6    and that is going to -- it's all over the place now.  

         7    People are now talking about prosecution laches, 

         8    rejuvinated obviously by the Lemelson case, and so that 

         9    is going to be a break until we start getting some 

        10    closure on what that law is, that's going to be a break 

        11    on these continuing applications, because there could 

        12    be laches on when you thought your claim ends.  Five 

        13    years seems to be kind of the magic number that defense 

        14    attorneys are using. 

        15            Then finally, several people have said, what do 

        16    we do post-Festo?  Whichever way Festo comes out, it's 

        17    not going to be all that significant, post-Festo, what 

        18    do we do.  And, I think a lot of prosecuting attorneys 

        19    say what we do post-Festo is keep a continuation 

        20    pending until we see exactly what our competitor comes 

        21    up with, and then we'll nail him or her with literal 

        22    infringement, and we won't have to worry about doctrine 

        23    of equivalents.  So, Festo, if it did anything, it 

        24    certainly increased the desire to keep a continuation 

        25    pending until you find out what your competitor is 
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         1    actually doing, and you don't have to worry about 

         2    doctrine of equivalents. 

         3            So, those are just kind of random thoughts.  At 

         4    this point, I would put myself down as a hard-line 

         5    neutral on the issue of continuations. 

         6            MR. WILLIAM COHEN:  Bob Stoner? 

         7            MR. STONER:  Yeah, I just observed that the 

         8    issues that come to the fore in analyzing continuation, 

         9    i.e., was there a strategic attempt to tailor claims to 

        10    what has developed in the market and use this to 

        11    submarine later developments, but that inquiry is very 

        12    much the same as the inquiry that the antitrust 

        13    agencies have used in looking at analyzing Dell-type 

        14    issues, that is, whether firms have strategically 

        15    misled standards-setting bodies into adopting a 

        16    standard that infringes one of their claims and whether 

        17    this has had an anti-competitive effect. 

        18            In fact, it would seem possible to use 

        19    continuations to spring a new patent claim on firms 

        20    that are producing products pursuant to a standard 

        21    where no disclosure to the standards-setting body was 

        22    necessary at the time that the standard was adopted.  

        23    And thus, it seems to me that continuations could 

        24    conceivably undercut the antitrust agency's ability to 

        25    deal with behavior, such as that alleged in Dell.  And, 
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         1    if this is true, then there may be some need for 

         2    coordination between the antitrust agencies and the 

         3    patent authorities in dealing with strategic 

         4    manipulation of continuation. 

         5            MR. WILLIAM COHEN:  Bob Barr. 

         6            MR. BARR:  Let me start with the legitimate use 

         7    of continuations.  One legitimate use that comes to 

         8    mind that we use, and of course, we say the best patent 

         9    is a pending patent, and, you know, sometimes you've 

        10    missed your own product, or your attorneys have in 

        11    their haste to put limitations in, that the Patent 

        12    Office will allow the patent for.  So, sometimes I'll 

        13    use a continuation once I know a little bit more about 

        14    our product, can actually put in different limitations 

        15    and get that done. 

        16            But that said, it should be clear from my 

        17    previous comments, and all day, that one of my great 

        18    concerns is being out there with a product while 

        19    somebody else has a pending patent that I don't know is 

        20    about to cover my product, and the difficulties that 

        21    that causes for our attempts to innovate.  So, 

        22    certainly the continuation practice, as it exists, 

        23    increases the likelihood that someone will do that. 

        24            Maybe it comes down to what you think of 

        25    Lemelson.  You know, my alma mater made him a hero for 
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         1    a certain sum of money.  I can't afford it, so I -- 

         2    but, you know, maybe it does, and I'll take this 

         3    opportunity to get my last word maybe. 

         4            Gaming the system is wrong, and I don't see 

         5    anything in creating patents that you will license for 

         6    revenue to people who unsuspectingly infringe your 

         7    patent.  I don't see anything there that promotes 

         8    innovation or that does anything good except for the 

         9    people who get the revenue.  And, I think that the 

        10    extent of gaming the system is a lot more than anyone 

        11    wants to talk about.  I think that patents have an 

        12    extremely useful role to play in our business and 

        13    everybody else's, to protect our R&D, but there has to 

        14    be a better balance between that and what I really 

        15    would call gaming the system. 

        16            Thank you. 

        17            MR. WILLIAM COHEN:  I'm going to do something a 

        18    little bit strange.  I see that we have three signs up 

        19    right now.  I am going to write your names down, and 

        20    we're going to return to this at the end of the 

        21    session.  Hold in your minds anything you want to say.  

        22    We'll see if you still want to go into it. 

        23            We need to shift over to the research issues 

        24    just to get an opportunity for a couple people who 

        25    would otherwise have to leave and I know may wish to 
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         1    talk about this.  So, we will return to continuations 

         2    at the very end.  We'll continue it at the very end. 

         3            The last topic we want to take a little bit of 

         4    input on is research and research tool issues.  I would 

         5    divide it normally into two sections.  First, to talk 

         6    about the research tools.  I understand Professor Cohen 

         7    may have things that may flow from one to the other, so 

         8    I am not going to limit the discussion at this point, 

         9    but the thought is that some panelists have expressed 

        10    concern about the effect of the patent system on basic 

        11    research and the applicability of patents to research 

        12    tools used for additional research rather than for 

        13    final commercial applications.  I know you've done some 

        14    work on research tools.  You've also dealt with the 

        15    difficult problem of defining them.  And we'd like to 

        16    hear what your research has led you to. 

        17            DR. WESLEY COHEN:  Thank you, Bill. 

        18            This is research done under the auspices of the 

        19    STEP Board, the National Academy of Sciences and the 

        20    Committee on Intellectual Property, was done in 

        21    collaboration with John Walsh and Ashish Arora. 

        22            The object of the study was to consider the 

        23    impact of patenting and licensing of research tools on 

        24    biomedical innovations.  So, the impact of patenting 

        25    and licensing research tools actually on research 
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         1    itself in the area of biomedicine. 

         2            A couple of concerns have been raised in the 

         3    literature, at least we distinguish between two 

         4    concerns.  One concern falls under the rubric of what's 

         5    called the anti-commons, where there's a concern of a 

         6    proliferation of fragmentation of property rights 

         7    associated with a particular commercializable 

         8    biomedical product, and that concern became more 

         9    salient once gene fragments, SSNIPs and ESTs and so on 

        10    became patentable. 

        11            In that area, we have actually -- and this 

        12    speaks to a broader issue that I'll mention in a 

        13    moment.  The concerns that were quite legitimate and 

        14    raised previously, particularly by Heller and 

        15    Eisenberg, we have found after conducting 70 interviews 

        16    of folks in industry, the academy, government and so 

        17    on, that those concerns have gone largely unrealized.  

        18    Why they have gone unrealized is an interesting point. 

        19            We have basically found parties in universities 

        20    and -- well, there are a variety of working solutions, 

        21    as we call them, that's gotten around there, and partly 

        22    it's been these working solutions have taken off in the 

        23    form of infringement, okay?   It goes on in firms as 

        24    well as universities, but people are just a little bit 

        25    more public about it in universities. 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                      150

         1            That comes to the second concern which has been 

         2    raised, which -- sometimes these things are lumped 

         3    together, but I choose to distinguish them -- which is 

         4    the issue of -- particularly salient in the context of 

         5    cumulative development, a field which develops 

         6    cumulatively as is the case with biomedicine, where 

         7    it's not a matter of having a lot of property rights.  

         8    It could be just one patent that can block 

         9    subsequent -- and it might not just be improvement, it 

        10    might be subsequent basic research that requires access 

        11    to some offspring IP. 

        12            There again, the same working solution has been 

        13    used, which is -- and this isn't the only one, there 

        14    are other work-arounds and so on, but often, again, 

        15    particularly academics get around this by infringing.  

        16    And by the way, I want to -- though I realize that I've 

        17    skipped over a critical point that you asked:  How do 

        18    we define research tools?  And what are some examples 

        19    of research tools?  Let me roll back a moment and 

        20    address that. 

        21            Essentially it is a pretty amorphous notion.  

        22    And, we defined it appropriately as any tangible or 

        23    informational input into the process of discovering a 

        24    drug or any other medical therapy or method of 

        25    diagnosing disease.  Okay, that's pretty broad, but the 
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         1    notion of research tool is quite broad.  What are 

         2    examples?  Examples could include targets, like target 

         3    receptors that might be implicated in disease.  It 

         4    could be PCR, an example of another one, microarrays, 

         5    Crelox and the Onco-Mouse technology that was 

         6    developed.  These are all instances of research tools. 

         7            Now, returning to the point of where we think 

         8    it may be a problem, I return to the issue of Geron and 

         9    their patent position on embryotic stem cell research.  

        10    You can break up research tools into several 

        11    categories.  You can think of some which are nonrival 

        12    in use, okay, like the Onco-Mouse technology or 

        13    combinatorial libraries and largely PCR, and those 

        14    which are rival in use, and by that we mean, is this a 

        15    patent which has fairly clear market implications, and 

        16    will one party's use of that IP diminish another 

        17    party's use with respect to the profitability and 

        18    market impact of the use of that IP.

        19            We don't see a big problem with access, even to 

        20    upstream foundational IP when it's nonrival, because 

        21    it's in the interests of the patent holder to have this 

        22    sort of technology used as widely and broadly as 

        23    possible, to provide licensing terms that promote that 

        24    and, though we find some departures even from that 

        25    practice, though typically not -- it's when you have 
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         1    the rival-in-use problem, the foundational discovery, 

         2    upstream discovery, that may well be rival in use.  And 

         3    that's the example, again, of Geron. 

         4            I don't think the problem is enormous thus far, 

         5    but I think the potential for any problem is indeed 

         6    there.  Also, I should mention, on a question that was 

         7    identified in the list of questions that were 

         8    distributed to us.  We may have an emergent problem 

         9    here with the -- we were talking about it over lunch -- 

        10    with the recent Federal Circuit decision which, in a 

        11    very public way, has now narrowed what was already an 

        12    extraordinarily narrow statutory research exemption.  

        13    And, the fact that this may now become very, very 

        14    public, the work-around solution that I talked about, 

        15    which is informal, if you will, but nonetheless 

        16    infringement, may not be as viable, particularly on the 

        17    part of universities. 

        18            There may be a chilling effect now in 

        19    university settings, and I think that that potential is 

        20    there, and that's a concern.  It's hard to know which 

        21    way that will go. 

        22            And then finally, I just want to add, because I 

        23    want to just keep it brief, a lot of these discussions, 

        24    say, for example, the proposal of the anti-commons a 

        25    few years ago and discussions of the implications of 
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         1    broad pioneering patents and so on, often they take the 

         2    form of conjectures, and then conjectures sometimes, 

         3    and often, substantiated by particular stories and 

         4    anecdotes, by history, if you will, historical 

         5    anecdotes.  In many of these cases, we have to get 

         6    beyond raising these conjectures.  Some of these 

         7    conjectures actually can be fairly alarming, okay, and 

         8    justifiably so. 

         9            What I'm doing here is putting a plug in for my 

        10    business, which is research.  And the suggestion that 

        11    in light of conjectures and concerns that get raised in 

        12    these settings, there is a clear need to go beyond 

        13    that, to go even beyond the salient exemplar of a 

        14    conjecture, and to try to develop some broad systematic 

        15    basis for evaluating the importance of those 

        16    possibilities in practice.  And for that, perhaps the 

        17    FTC can serve a useful purpose in encouraging research, 

        18    empirical study, in fairly systematic ways at the 

        19    interface between a particular intellectual property 

        20    and competition policy. 

        21            For that, it would be useful to have certain 

        22    research infrastructures put in place regarding the 

        23    collection of just basic data and information on R&D 

        24    and business activities upon which particular studies 

        25    can then build and focus more precisely on, you know, 
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         1    the question of conjecture of the moment. 

         2            MR. WILLIAM COHEN:  Meg?  Before you begin, two 

         3    questions that I want to try to get at is, any help you 

         4    can give us as to what are research tools?  How you 

         5    separate them from other products, what are their 

         6    distinguishing characteristics?  And secondly, after 

         7    you've helped us define them, do they raise special 

         8    concerns for competition and innovation policy? 

         9            MS. BOULWARE:  The question of what is a 

        10    research tool, it's a term that I think Professor Cohen 

        11    and I can say really doesn't have a definition.  I 

        12    think it means different things to different people, 

        13    and the National Academy of Sciences is trying to 

        14    fashion a definition for a research tool that they want 

        15    to look into. 

        16            When this was brought up, I looked at what the 

        17    National Institutes of Health defines as a research 

        18    tool, and their term -- they call it a unique research 

        19    resource or a research tool is used in the broadest 

        20    sense to embrace the full range of tools that 

        21    scientists use in the laboratory, including cell lines, 

        22    monoclone antibodies, reagents, animal models, run 

        23    factors combinatorial chemistry and DNA libraries, 

        24    clones and cloning tools, such as PCR, methods, 

        25    laboratory equipment and machines.  Databases and 
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         1    materials subject to copyright, such as software, are 

         2    also research tools in many contexts.  So, I think the 

         3    point is it's really hard to draw a bright line on 

         4    where a research tool is. 

         5            Now, the reason that I went to the NIH 

         6    guidelines is because this discussion involving policy, 

         7    including the different branches of the Government and 

         8    different agencies, I think is particularly relevant to 

         9    research tools, because we have a government agency, 

        10    the NIH, that has looked at the patenting of this type 

        11    of technology very seriously, and I think very 

        12    carefully, and has guidelines for recipients of NIH 

        13    money, and that's a lot of money in basic research in 

        14    the biotech area.  I ought to know the right number of 

        15    billions of dollars, but I don't right off the top of 

        16    my head. 

        17            But at any rate, this was something that was 

        18    thought through by our Government and Bayh-Dole the 

        19    Bayh-Dole Act.  And there is a policy issue and a 

        20    policy implementation, I think, that could in many 

        21    instances foster our creativity on innovation, because 

        22    according to the NIH guidelines, those institutions who 

        23    receive money and get patents on what is called a 

        24    unique research tool, is guided to make that available 

        25    on a commercial basis -- on a nonexclusive commercial 
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         1    basis. 

         2            This is a pretty big carrot and stick.  And one 

         3    of the things that -- and these guidelines went into 

         4    effect in 2000, so it takes a little while to keep 

         5    things rolling.  But, in my practice, we review a lot 

         6    of research tool patents, and more and more are being 

         7    issued.  And I couldn't guess the number, but I'm going 

         8    to guess that the majority of them were funded by NIH 

         9    dollars.  And according to the guidelines, those 

        10    institutions receiving the money who also have private 

        11    contributions and private collaborations are to let the 

        12    private donors of money to the research institutions 

        13    know that these guidelines are out there, and that the 

        14    research tools are to be made available, and where the 

        15    subject invention -- I'm reading from the NIH 

        16    guidelines -- is useful primarily as a research tool, 

        17    inappropriate licensing practices are likely to thwart, 

        18    rather than promote utilization, commercialization and 

        19    public availability of the invention. 

        20            My assumption is that when you're applying for 

        21    an NIH grant, you would have as part of your 

        22    application process, your compliance with the 

        23    guidelines.  And I think that's going to free up -- 

        24    well, it should make available for reasonable 

        25    commercialization on a nonexclusive basis a number of 
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         1    research tools that are very important for 

         2    pharmaceuticals. 

         3            Now, why are biotech patents different?  Well, 

         4    they're different because they involve drug 

         5    development, and that saves lives or improves quality 

         6    of life.  It's not making a better cell phone, which is 

         7    important, or a better computer, which is important, 

         8    but it's life.  It's life, and these issues tend to 

         9    have, justifiably, more emotion around them, and I 

        10    think that that's one of the reasons, when I was 

        11    looking at -- you know, we've got very broad 

        12    discussions here, and then we get down to research 

        13    tools, and that is a very small part of a growing 

        14    biotech industry. 

        15            I think what has happened, as Professor Cohen 

        16    may be alluding to, is that in the economic bubble or 

        17    boom, there might have been unrealistic expectations of 

        18    compensations for the discovery of certain of these 

        19    research tools, even some of these research tools that 

        20    were funded by NIH money.  And, I think the economists 

        21    around the table should be able to help me with the 

        22    norms, that once you have an unreasonable economic 

        23    idea, you sometimes adjust your thinking.  What I'm 

        24    hoping to see is that more of these research tools are 

        25    going to be made available, because that's the way 
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         1    they're going to make money.  I mean, they are not 

         2    going to get any money asking for a large price and not 

         3    getting a nickel.  That doesn't get you anywhere. 

         4            Now, one of the areas that we are dealing with 

         5    right now is there are private industries who have 

         6    discovered a particular gene and they have, I'm sure, 

         7    expended significant resources discovering this 

         8    specific gene that is important for a specific disease.  

         9    And they have gotten a patent on it, and they are going 

        10    to use it, and they are not going to license it.  That 

        11    is the way the patent system has been going pretty much 

        12    for many years.  And patents do expire, and at some 

        13    point in time, all of these genes are going to be 

        14    available in the public domain.  We're at the infancy 

        15    to adolescent stage of the biotech business, and these 

        16    things will be rolling into the public domain. 

        17            Now, one thing I would like to mention on 

        18    disclosure vis-a-vis biotech patents, the Federal 

        19    Circuit is looking at written description and 

        20    enablement very closely in the biotech area.  And, the 

        21    supporting information to get a valid patent in the 

        22    biotech area does include putting out in the public 

        23    domain the gene sequences and the protein sequences and 

        24    the assays, et cetera.  So, not that they wouldn't have 

        25    been in the literature already, because there's a lot 
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         1    of non-patent literature in the biotech area, but the 

         2    patent literature in the biotech area is very 

         3    significant, it is looked at every day. 

         4            I have spoken enough, Bill, on biotech.  

         5    Thanks. 

         6            MR. WILLIAM COHEN:  Okay.  Anybody else on 

         7    research tools?  Yes, John. 

         8            MR. DUFFY:  I agree exactly with what Wes Cohen 

         9    said, that we do need more empirical work in this area.  

        10    And, one thing that you might look at, is look at the 

        11    law of other countries, in particular, because some of 

        12    them have recognized a much broader research exemption.  

        13    That might help you define exactly what should be, or 

        14    what at least other nations have defined as a research 

        15    exemption. 

        16            The other thing to look at is to actually 

        17    figure out whether the U.S. law is a drag on research.  

        18    You might want to see if there's any flow of research 

        19    overseas, in other words, companies or firms relocating 

        20    their research wings to countries where they do have a 

        21    research exemption. 

        22            DR. WESLEY COHEN:  We had found some movement 

        23    overseas. 

        24            MR. DUFFY:  It is very significant to see that, 

        25    because then that does say -- that's something that you 
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         1    can point to and suggest that there is a difference in 

         2    law here, and it does mean that research is being 

         3    affected, the difference in the law is affecting it. 

         4            Now of course, that doesn't actually tell you 

         5    whether it's a good thing to have the research 

         6    exemption, because what you might actually think is 

         7    that, of course firms are going to go overseas if they 

         8    want to do this research, but the arguments in favor of 

         9    not having a research exemption -- which perhaps 

        10    Professor Kitch would defend, I'm not totally sure 

        11    about that -- but if you believe that you should not 

        12    have a research exemption, the theory would be that the 

        13    basic invention would not be invented unless you're 

        14    guaranteed exclusivity and you can coordinate future 

        15    research downstream. 

        16            So, but at least looking at flows of research 

        17    overseas, you should see if there is an effect, and 

        18    then the next question is, what lesson should we draw 

        19    from that?

        20            MR. WILLIAM COHEN:  Can we broaden a bit to 

        21    research in general -- I think we do want to talk about 

        22    research exemptions or experimental use defenses and 

        23    particularly any comments people want to make on the 

        24    Madey v. Duke University case, a number of signs up 

        25    here.  Wes is about to leave when we come to Duke 
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         1    University, but that's understood --

         2            DR. WESLEY COHEN:  Well, I'm new to Duke 

         3    University, but it's a slippery -- research exemption 

         4    has come up at length at the Academy committee 

         5    meetings.  It's a very slippery slope.  The difficulty 

         6    is when you talk about a research exemption, which is 

         7    already on the books exceedingly narrow, and the Madey 

         8    v. Duke has just made it all the more narrow by 

         9    essentially taking off the table, in essence, anything 

        10    that's done in a university, because it is part of the 

        11    business of a university, unless you do it on your own 

        12    in your attic, you know, or as Jim was saying, for 

        13    amusement or idle curiosity or something of that sort. 

        14            But getting back to the point, the research 

        15    exemption, even as it stood kind of a little less 

        16    narrowly conceived, turned on the question of 

        17    commercial intent, at least that was the prior 

        18    understanding, and even that's a terribly slippery 

        19    concept.  We actually looked at the exemption of other 

        20    countries, and one of the committee members put a list 

        21    together briefly that, statutory characterization for 

        22    the basis of such exemptions overseas, they didn't 

        23    really provide -- yes, there's more latitude, but it 

        24    didn't really make the problem go away. 

        25            The Madey v. Duke, I think the story's not 
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         1    over.  I think my understanding is that Duke is not 

         2    going to stop here, but what they do subsequently -- I 

         3    think it's one of my assignments to actually call up a 

         4    couple of people and find out what they're going to be 

         5    doing -- but it is not transparent.  And, I think the 

         6    effect of the case, if it stands, is not really to make 

         7    the statute more narrow.  I don't think that that's 

         8    going to be the key effect, okay? 

         9            I think the key effect will be making the 

        10    statute more visible, and so that folks who are de 

        11    facto infringing, who thought they weren't before, were 

        12    in saying, oh, I qualify under the research exemption, 

        13    now, because of the light that's shining on this we'll 

        14    know that they are, in fact, infringing.  And more to 

        15    the point, the university administrations will know, or 

        16    have some broad sense.  And then the question is:  will 

        17    the administrations then tighten restrictions?  Will 

        18    technology transfer and licensing offices then begin to 

        19    serve sort of a policing function in the Academy?  To 

        20    some extent they already do, but only when somebody 

        21    comes to them and says I want to patent this.  Then 

        22    they go around at that point and look to see if there 

        23    are other patents in the area, as opposed to knowing 

        24    whether the research in their research itself were 

        25    already infringing. 
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         1            So, that's the concern that I have right now, 

         2    will there be this sort of chilling effect, 

         3    particularly in the Academy and particularly where this 

         4    has been most salient as an issue, which is the area of 

         5    biomedical research?  And there it's an empirical 

         6    question.  So, you know, the possibilities are there, 

         7    but I'm not sure how it's going to turn out.  Certainly 

         8    it's an issue of immediate concern. 

         9            MR. WILLIAM COHEN:  Let's hear from Professor 

        10    Kitch. 

        11            DR. KITCH:  Well, I'm sure everyone knows about 

        12    this, but Becky Eisenberg had a piece in the University 

        13    of Chicago Law Review in 1989 discussing the research 

        14    exemption, and it was quite a good piece, and I was 

        15    quite sympathetic to it.  And she was sympathetic to 

        16    the problem of researchers.  It's the same Eisenberg 

        17    who wrote the Eisenberg and Heller piece. 

        18            But she brought out a basic dilemma which I 

        19    think occurs to everyone who thinks carefully about the 

        20    problem.  And that was, well, a lot of equipment and 

        21    devices that are used by researchers are provided by 

        22    commercial firms who develop them because of the 

        23    incentives in the marketplace.  A lot of the fancy 

        24    machines to be found in laboratories are available 

        25    because they're produced on a mass basis by a single 
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         1    manufacturer who has produced them, and it would be 

         2    impossible for the researchers to create, independently 

         3    and separately in their labs, all of that equipment and 

         4    machinery. 

         5            So, she pointed out that if you had a research 

         6    exemption that said when you use a patented device in 

         7    research, that it was not infringing, that there would 

         8    be no incentive left for firms to generate equipment 

         9    for these markets.  And so she concluded in that 

        10    article that whatever the scope of a possible research 

        11    exemption, it couldn't just simply apply across the 

        12    board to use by researchers, any device or whatever. 

        13            Now, that brings me to the Madey case, and I 

        14    would just like to offer another reading of the Madey 

        15    case which is -- I think has a kind of different tilt 

        16    to it than that offered by Professor Cohen. 

        17            First of all, of course, it's an extremely odd 

        18    case.  It involves a custom-built machine by a member 

        19    of the faculty on the premises of Duke University.  

        20    Now, if you moved it to kind of a different context, 

        21    and if Professor Madey had had an instrument, a 

        22    company, building the machines for sale to Duke and the 

        23    machine had been built by the company with the patent 

        24    rights that Madey had, and Duke had purchased the 

        25    machine for use in the laboratory, then one would 
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         1    presume that they would have acquired, along with the 

         2    machine, an either express or implied license to make 

         3    use of the machine in the laboratory.  Certainly if 

         4    they paid money for the machine but didn't get the 

         5    intellectual property rights to enable them to use it, 

         6    somebody made a mistake. 

         7            Well, in this context, I assume that nobody 

         8    ever bothered to negotiate the terms and conditions 

         9    under which Madey was building the machine.  And, the 

        10    issue of what rights he might have implicitly 

        11    transferred has not yet been litigated in this case. 

        12            The University seems to be very unwisely trying 

        13    to go in and sort of get an easy, early win by 

        14    asserting a research exemption position, which was 

        15    basically, well, if it happens at a university, what we 

        16    do is research, and that's very important, and 

        17    therefore, it doesn't infringe.  For the reasons that 

        18    Eisenberg it seems to me spells out quite clearly, that 

        19    kind of very broad position it seems to me is simply a 

        20    nonstarter.  And I'm sure that very much put the Court 

        21    in a frame of mind to dismiss the defense out of hand. 

        22            I think it's very unfortunate that Duke took 

        23    that position, and those of us who have studied 

        24    litigation know that you can get really very damaging 

        25    results by taking unwise and thoughtless positions. 
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         1            I don't get any leverage out of the courts 

         2    saying that the defense is narrow.  I'm always 

         3    frustrated when the judges tell me that something is 

         4    narrow or broad.  I always want to say narrow or broad 

         5    in relation to what?  And since we really don't know 

         6    what the dimensions of this defense are in the first 

         7    place, the fact that it's narrow, in relation to what I 

         8    don't know. 

         9            Finally, I think you should realize the facts 

        10    of the Madey case are basically the same ones that 

        11    bothered Eisenberg, that is, a patent on a machine to 

        12    be used for a certain kind of research procedure and 

        13    the very kind of patent on which she concluded that the 

        14    research exemption should not apply. 

        15            So, I'm left completely uncertain as to how the 

        16    Federal Circuit would deal with the question if it were 

        17    faced with a more appealing and more targeted assertion 

        18    of a research defense.  And so I don't get a strong 

        19    sort of set of conclusions from the case of a future 

        20    likely direction of the Federal Circuit. 

        21            MR. WILLIAM COHEN:  Taking you up specifically 

        22    on your reference to a more targeted assertion, I would 

        23    like to go back to the definition which we raised 

        24    earlier on.  What if instead of talking about a machine 

        25    used in research, we were talking about something like 
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         1    a target in biotech, which could be patented, something 

         2    which would never be sold in commerce directly, but is 

         3    useful for further research.  Does that change the 

         4    analysis? 

         5            DR. KITCH:  Well, the only thinking that I 

         6    personally have to offer, and I'm glad to know that 

         7    Steve and his group are working on this definition of 

         8    the problem, which I think is a real hard problem, is 

         9    it does seem to me clear -- it seems to me clear, it 

        10    may not be clear to anyone else -- that everyone ought 

        11    to be able to do work related to the subject matter of 

        12    the claims, insofar as they're proceeding to understand 

        13    how the patented subject matter works, to understand 

        14    the science or technology behind the subject matter and 

        15    to sort of get the full disclosure from the patent, and 

        16    in the process, verify whether or not the patent is 

        17    valid, because if they attempt to follow the teaching 

        18    of the patent and can't make it work, you've learned 

        19    something very important about the patent. 

        20            Now, exactly how far beyond that a research 

        21    exemption could go and how it could be defined, I 

        22    really don't have the answer. 

        23            MR. WILLIAM COHEN:  Gerry? 

        24            MR. MOSSINGHOFF:  I'm sorry Wesley had to 

        25    leave.  I was going to congratulate him on the amount 
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         1    of business he came up with at this meeting today.  And 

         2    I had comments exactly in line with Professor Kitch, he 

         3    did it more eloquently than I could, but this looked 

         4    like a pretty sticky employment case kind of thing.  

         5    And, it was certainly the big pharma and the 

         6    established biotechnology companies don't go around 

         7    suing universities.  That's not part of the deal.  So, 

         8    I think that part of the problem is you can't get a 

         9    real problem here.  I think this is a really unique set 

        10    of facts involving a claimant firing and things like 

        11    that that would not be -- certainly not be there if 

        12    Pfizer or Merck or somebody had the patent.  They are 

        13    not going to sue a university.  So, I don't think it's 

        14    guidance for much of anything.  I think it's a good 

        15    case, I like the case, but I don't think it's a guide 

        16    to anything. 

        17            Finally, I think in the studies that John 

        18    recommended about environment, my experience is that -- 

        19    as indicated by Wall Street Journal articles about once 

        20    every two or three months -- is that for academia and 

        21    for companies, the institutional and intellectual 

        22    property environment in the United States for 

        23    biomedical experimentation is the envy of the world.  

        24    Everyone looks at the United States as being the 

        25    absolute leader.  With NIH and the university systems 
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         1    we have and the IP systems we have and the 

         2    patentability rules, we're the envy of the world. 

         3            So, in any study that's done, I would think it 

         4    would, at the end of the day, document that fact, that 

         5    we are -- forgetting the little researchers, this 

         6    issue, the Duke case, forgetting that -- we are the 

         7    envy of the world in biomedical research and 

         8    development, both academic and industrial. 

         9            MR. WILLIAM COHEN:  Let's try Steve and then 

        10    we'll go back to Meg. 

        11            MR. MERRILL:  I was just going to say, I'm not 

        12    quite so sanguine about the effects of this case, 

        13    because I think increasingly universities are suing 

        14    companies and companies are going to be suing 

        15    universities or threatening to do so, as 

        16    universities -- as the distinction erodes further it 

        17    can only erode further.  But, I did want to second what 

        18    Ed said about -- my understanding from our informal 

        19    survey is research exemptions abroad are precisely of 

        20    the nature he described; namely, they are exemptions 

        21    for research on the patented item itself and how it 

        22    works, not on its use to derive some other product.  

        23    So, I don't think that that's either an incentive to go 

        24    abroad, nor is it a solution to our problem, if there 

        25    is a problem here. 
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         1            MR. WILLIAM COHEN:  Meg? 

         2            MS. BOULWARE:  I did want to mention one other 

         3    area of the law that's developing in the research tool 

         4    usage for pharmaceutical development, and that is an 

         5    exemption under 271(e), which allows an act not to be 

         6    an infringement if it's done solely -- I'm trying to 

         7    read the statute -- for uses reasonably related to the 

         8    development and submission of information under the 

         9    federal law which regulates the manufacture, use, sale 

        10    of drugs or veterinary biological products.  This is a 

        11    Roche v. Bolar amendment.  And, there is at least one 

        12    case currently going through the courts, Hausey v. 

        13    Abbott, it's in the District of Delaware, and I believe 

        14    there was a dismissal filed by -- Bristol Myers is one 

        15    of the companies that's involved in it -- under Rule 12 

        16    saying that there's no infringement.  That case is 

        17    going to be working its way through, and there is some 

        18    school of thought that if you are using one of these 

        19    research tools, and your ultimate goal is to have a 

        20    drug that you would submit to the FDA, that that would 

        21    be an exception to infringement.  And that case is 

        22    making its way. 

        23            MR. WILLIAM COHEN:  All right.  John? 

        24            MR. DUFFY:  I think there are three different 

        25    kinds of research exemptions -- okay, two.  I'm wrong 
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         1    about that, I suppose.  Well, I think there's three, 

         2    but I may be incorrect. 

         3            The first is research to see how or if -- if or 

         4    how the technology works, which I think is the kind of 

         5    research that Professor Kitch was discussing, and I 

         6    agree with Professor Kitch, that one, it's hard to see 

         7    why the law should not allow that.  Two, it's hard to 

         8    see why actually a patentee would not allow that.  If 

         9    somebody comes to a patentee and says I want to test 

        10    your device because I'm thinking of licensing it or I 

        11    want to understand how it works, and the patentee says, 

        12    no, you can't do that, but I'd like to license you 

        13    anyway, one would have to question why the licensor 

        14    wants you to buy essentially a pig in a poke, why they 

        15    won't let you figure out whether, in fact, the 

        16    invention works as it's claimed.  So, that I think 

        17    is -- it's hard to see why the law wouldn't allow that, 

        18    and I do believe the Duke University case doesn't go to 

        19    that issue. 

        20            That first issue is allowed overseas, but 

        21    again, it's hard to see why research would migrate 

        22    overseas just to merely see if the technology works, 

        23    because patentees should encourage people to confirm 

        24    their results. 

        25            The second I think is much more sticky, is the 
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         1    research on the claimed technology to improve it, with 

         2    the goal being that you are going to claim new 

         3    intellectual property, which will create a blocking 

         4    patent situation.  Now, I think that if you subscribe 

         5    to a prospect-type theory, you would hesitate to grant 

         6    such a research exemption.  I'll take notice that Ed 

         7    Kitch is nodding, so I think that that's right, and I 

         8    think that the prospect theory article actually does 

         9    take that position. 

        10            I think foreign exemptions do allow that kind 

        11    of research, and that would be an incentive to locate 

        12    research wings overseas, because if you were in the 

        13    United States, the broad pioneer technology holder 

        14    would say, no, I don't want you to engage in that kind 

        15    of improvement research, we're doing that.  We don't 

        16    want you racing with us to do the improvement research.  

        17    We want to do it.  We're going to do it here in the 

        18    United States, and we want to stop you.  We want 

        19    injunctions against you doing that kind of research, 

        20    because we know that if you do succeed in getting an 

        21    improvement, you can certainly file an improvement 

        22    patent application in the United States.  That won't be 

        23    considered an act of infringement, never has been.  

        24    It's expressly allowed under the statute.  Then we are 

        25    going to have to negotiate the split of royalties over 
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         1    the improved product. 

         2            That I think is the crucial policy issue, and I 

         3    think it is allowed overseas.  I think it does give an 

         4    incentive for research to migrate overseas.  I think if 

         5    you believe in a prospect theory, you would not allow 

         6    that kind of exemption, but overseas, one does. 

         7            The third one is using merely a tool in 

         8    research.  So, for example, if I'm investigating new 

         9    types of dyes and I'm using a certain type of laser 

        10    that I've purchased or I've constructed, I don't care 

        11    at all about laser technology.  I'm interested in 

        12    working on dyes or on something else. 

        13            In that situation, Eisenberg and the foreign 

        14    research exemptions would not extend, would not 

        15    protect, would consider that kind of use infringement.  

        16    So, I think that the third possibility, just using it 

        17    as a research tool, is not allowed under any law and 

        18    not allowed by the commentators.  I think it's that 

        19    middle ground that, in fact, actually holds the sort of 

        20    significant policy issue. 

        21            And as far as my conclusion, I'm sort of an 

        22    open mind, actually.  I think it's a hard question 

        23    about follow-on research, whether it should be allowed.  

        24    It seems to me that our patent system does actually try 

        25    to encourage continued races for improvement, which 
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         1    means that perhaps the research exemption for improvers 

         2    would be consistent with the overall thrust of our 

         3    patent system.  Certainly other legal systems seem to 

         4    allow that, and de facto, there is a research exemption 

         5    like that in U.S. law.  It's called Europe.  If you 

         6    don't like U.S. law, you simply put your research wing 

         7    overseas, and then you can file U.S. patents on the 

         8    improvements that you discover overseas. 

         9            MR. WILLIAM COHEN:  Anybody -- oh, Steve. 

        10            MR. STONER:  Can I just say one thing? 

        11            MR. WILLIAM COHEN:  Yes. 

        12            MR. STONER:  On research tools, in addition to 

        13    the problems associated with defining research tools, 

        14    which people have talked about, in determining how the 

        15    exemption would be applied, it seems to me there is the 

        16    additional problem that I think has been alluded to, of 

        17    trying to distinguish situations where it would indeed 

        18    be wise to give a broad research patent. 

        19            For example, the hearings previous to this have 

        20    pointed out that there are major costs and 

        21    uncertainties associated with downstream 

        22    commercialization that sometimes are as great or 

        23    greater than what are associated with getting the 

        24    initial upstream invention in the first place.  And in 

        25    those cases, it seems to me that granting such a broad 
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         1    upstream patent and having that upstream patent, in a 

         2    sense, manage the downstream flow of innovations could 

         3    easily lead to a situation where you got less 

         4    commercialization, less quick commercialization 

         5    downstream. 

         6            MR. WILLIAM COHEN:  Meg. 

         7            MS. BOULWARE:  I wish Professor Cohen was here.  

         8    I've got another study for him. 

         9            MR. DUFFY:  Well, I'll take it. 

        10            MS. BOULWARE:  Okay, very good.  I've got a 

        11    taker. 

        12            One of the very -- well, it was a broad patent, 

        13    the PCR patent, which is the patent that was used to 

        14    replicate identical strands of DNA, which is used -- we 

        15    all know after the O.J. case -- and it's used in many, 

        16    many, many areas.  That invention was made by a 

        17    scientist, Kary Mullis, at Cetus, and you did have Bob 

        18    Blackburn from Chiron here earlier, and they acquired 

        19    Cetus, and from a biotech standpoint, it was a very 

        20    broad patent developed by a private company, and at 

        21    least to my way of thinking, I would like to know -- 

        22    you know, perhaps the same can be said of this 

        23    particular patent, it was really proliferated.  And, I 

        24    think the owners of that technology found that putting 

        25    that technology out in the marketplace and having 
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         1    others use it was economically beneficial to everyone, 

         2    and also beneficial from a technology standpoint to 

         3    everyone. 

         4            The other broad patent that people mention in 

         5    the biotech area is a kind of broader patent on gene 

         6    splicing, and Stanford made, I don't know how much 

         7    money on that, nonexclusively licensed it to virtually 

         8    everybody that would come and ask for a license.  These 

         9    are two very basic biotech patents that have I think 

        10    contributed very favorably to the economy, to research, 

        11    to innovation, et cetera, and would be good test 

        12    targets to look at, if you will, or good test cases to 

        13    look at. 

        14            I have had my sign up, but Gerry made the 

        15    points from the biotechnology area and the 

        16    pharmaceutical area -- this country has got to be doing 

        17    something right, because we are the leaders so far, and 

        18    away from any other country.  We are doing something 

        19    right here, but thanks. 

        20            MR. WILLIAM COHEN:  Okay, unless I see further 

        21    signs on the research issue, we have a few minutes left 

        22    before our scheduled closing time.  I did cut off a few 

        23    people who were interested in making a contribution on 

        24    the topic of continuation.  Bob Stoner and Gerry and 

        25    Ron all had their signs up at that point.  I'll give 
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         1    each of you a chance to do that.  And I'll also give 

         2    anybody at the table a chance to make any closing 

         3    statements or get at any points that you weren't able 

         4    to fit within the confines of our artificial divisions 

         5    of the discussion. 

         6            Should we start with Bob? 

         7            MR. STONER:  I think my time was up, because I 

         8    just spoke. 

         9            MR. WILLIAM COHEN:  Okay.  How about Ron? 

        10            MR. MYRICK:  Okay, just a few more remarks 

        11    about continuation.  I don't think I actually 

        12    intervened on that issue yet, so I do think the 

        13    continuation practice we have today is not good.  It's 

        14    out of control.  I think the fact that it's almost 

        15    malpractice for an outside law firm to let your patents 

        16    issue without keeping the case pending, is a sad 

        17    statement on the system. 

        18            At the same time, there is no easy solution.  

        19    The Patent Office has proposed a number of solutions in 

        20    its strategic plan, and they were roundly trounced by 

        21    the Bar because of the excessive costs of some of them.  

        22    The Bar is still wrestling with this, because I think 

        23    the Bar now recognizes, well, that there needs to be a 

        24    solution. 

        25            But as you look at continuation practice, don't 
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         1    ignore divisional practice, because divisional practice 

         2    is equally distorted.  Now, one can file an application 

         3    and have the Office force a whole raft of divisions and 

         4    proceed on them seriatim, and the laches defense won't 

         5    apply, because the claims would have all been sitting 

         6    there.  And they can sit there for years.  So, while 

         7    there is hope that the laches defense arising out of 

         8    Lemelson and the more recent case -- I can never 

         9    remember its name -- while the laches defense has some 

        10    hope of helping to fix the continuation problem, it 

        11    won't fix the divisional problem where people will 

        12    rapidly learn to game the system by filing cases that 

        13    are quite omnibus and knowing full well that the Patent 

        14    Office's propensity for restriction, excessive 

        15    restriction perhaps, depending upon your viewpoint, and 

        16    then allowing those cases to be proceeded over years 

        17    and years and years, with all the same disclosure base 

        18    so they can be adjusted along the way and so forth. 

        19            I would also add one more thing, that the 

        20    Office has an emerging issue as well, with regard to 

        21    something called "reasons for allowance".  Now, 

        22    "reasons for allowance" -- we've been conducting a Six 

        23    Sigma quality study on "reasons for allowance".  And 

        24    we'll be publishing the data on this, which says that 

        25    in not an insignificant number of cases, the reasons 
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         1    for allowance that are being put in the record after 

         2    the closing of the record are erroneous, and it's not 

         3    quite clear why. 

         4            The problem is that the experience we've seen 

         5    in a number of cases, five of my firms have studied 

         6    this issue for us and are preparing an approach to 

         7    handle this.  The reason is that, in some instances, 

         8    and this is not a general indictment, just in some 

         9    instances and in some art areas -- the reasons that are 

        10    stated in the final document, that is, the reasons for 

        11    allowance document, don't comport with what happened 

        12    during the prosecution and are not there necessarily 

        13    because there was an oral interview, which maybe would 

        14    be a reasonable reason for them to be there, but 

        15    rather, a reverting to arguments made by the examiner 

        16    before the case was allowed and which the applicant had 

        17    thought had been given up by the examiner to get 

        18    closure and to get the case through its allowance 

        19    phase. 

        20            The problem with it is that the law -- the 

        21    rules have been changed to reflect what the Federal 

        22    Circuit had determined to be the law, that if you don't 

        23    comment on these things, you get a negative inference, 

        24    and so you're forced to comment upon them.  But, in 

        25    being forced to comment upon them, that does not fix 
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         1    the problem, because the record has now been 

         2    permanently tainted with this poor "reasons for 

         3    allowance". 

         4            Now, why do I bring that up?  It's because it 

         5    is another vehicle by which examiners who are too 

         6    strapped for time, find a way to close prosecution and 

         7    then hopefully they think they're doing a public 

         8    service perhaps by going back and retrieving what was 

         9    given up during their closing of the prosecution.  And, 

        10    if that truly pans out to be the case, continuation may 

        11    be the only solution you have, although in this case, 

        12    I'm not sure a continuation solves it, because the 

        13    record has been tainted already. 

        14            So, there is no easy solution to continuation 

        15    practice, and if you ask what I would propose to solve 

        16    it, I don't honestly know, except maybe perhaps 

        17    developing some kind of intervening rights or some such 

        18    thing that would protect the later entrant in the 

        19    marketplace against these patents that show up so 

        20    tardily.  And there I completely agree with Bob, this 

        21    is an exceedingly troublesome thing, because the 

        22    marketplace develops and then the applicant can 

        23    continue to develop his patent applications to capture 

        24    what was never in his mind, was never truly his, 

        25    shouldn't be -- there is perhaps some undue breadth. 
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         1            So, I think that that's a serious problem for 

         2    which we don't have an immediate solution, unless it be 

         3    something, for example, like an intervening rights 

         4    doctrine. 

         5            That's all I have to say, thank you. 

         6            MR. WILLIAM COHEN:  Gerry, you had your sign up 

         7    previously on this.  Do you want to say anything on 

         8    continuations or --

         9            MR. MOSSINGHOFF:  It was so important I forgot 

        10    it. 

        11            MR. WILLIAM COHEN:  Okay, let's try Mark. 

        12            MR. BANNER:  While sitting here, the question 

        13    kept coming back to my mind, and I put it on my notes, 

        14    it says Bob's Q-2, Bob Barr's second question that he 

        15    posed at the very beginning.  The second question was, 

        16    am I infringing?  And he said the answer is almost 

        17    always impossible to answer.  And that, I think, is one 

        18    of the largest unjustifiable costs on the competition, 

        19    or drains on competition, posed by the current state of 

        20    the intellectual property law. 

        21            I believe, it is my view at least, that it is 

        22    impossible to answer, not so much because of the 

        23    breadth of patents or because of the number of patents 

        24    and the thicket of patents or even because of the 

        25    unknowability of these continuation patents, which I 
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         1    agree is a problem.  I think the biggest problem is the 

         2    unpredictability that surrounds the scope of the 

         3    claims, which is a direct result of the Markman 

         4    decision and its application by the Federal Circuit. 

         5            That is where I think the majority of those 

         6    patents are in this third pile we've talked about.  

         7    When the patents come in to the counsel, whether it's 

         8    inside or outside, and they say, well, these are 

         9    clearly a problem, these are the ones we have to look 

        10    at, and these are just so stupid I am going to put them 

        11    over here because they're really not a problem.  That 

        12    third pile does come up an awful lot later down the 

        13    line in litigation.  And, I think it comes up because 

        14    there is an industry of buying patents or acquiring 

        15    them in other ways or just representing people who own 

        16    them where nobody reasonably would ever think they 

        17    would be of such a scope or could be interpreted to be 

        18    infringed by the particular product. 

        19            Whether that's actual companies that do this or 

        20    contingent fee lawyers that do this, there is, in my 

        21    view, an increasing number of patents that are being 

        22    asserted as a result of the uncertainty that surrounds 

        23    claim scope.  And, it is precisely because you don't 

        24    know whether those patents are going to have a 

        25    particular claim scope until after the Federal Circuit 
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         1    rules on the question, that gives the opportunity to 

         2    form this drain on our system. 

         3            I don't have an answer to this problem.  I 

         4    raise the question, and the question I raise is, has 

         5    Markman worked as intended, or has the law of 

         6    unintended consequences come into play?  Are we better 

         7    off now than we were before Markman, and is it good?  

         8    Is it good for the country?  Is it good for our 

         9    industry?  Is it good for the consumer?  Is it good for 

        10    the patent system?  This is an area where I think there 

        11    needs to be significant academic, association and 

        12    agency study to see the impact on competition. 

        13            MR. WILLIAM COHEN:  Jay? 

        14            MR. THOMAS:  Given the lateness of the hour and 

        15    there's another commentator, I'll try to speak quite 

        16    quickly.  I certainly observe the demand for empirical 

        17    work here at this table, at our roundtable.  And, I 

        18    also note that this is a hot trend in patent law 

        19    scholarship right now.  But, I would caution the FTC 

        20    not to be over-enchanted with empirical work and to 

        21    think that empirical work is a predicate for policy 

        22    judgment.  My view of such posture is a prescription 

        23    for paralysis.  Empirical work can present some small 

        24    pieces of the puzzle, but ultimately economists have 

        25    not told us so much that's incredibly useful about the 
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         1    innovation experience. 

         2            I think there remains room in patent law, just 

         3    as there are in every other area of the law, for sound 

         4    judgment and reliance upon our experience.  So, 

         5    certainly make use of economic studies, empirical work, 

         6    but I don't think you need to have to solely rely upon 

         7    them in coming to conclusions. 

         8            I would also note with regard to claim scope, 

         9    just back to that very briefly, Professor Duffy rightly 

        10    noted Section 103 is also part of this puzzle in 

        11    addition to enablement and written description.  I 

        12    would also note statutory subject matter has been a 

        13    major determinant of claim scope.  It is no coincidence 

        14    that the recent ambitions of the patent system for 

        15    software, business method and post-industrial 

        16    inventions takes the patent system out of the 

        17    traditional hardware and apparatus framework that has 

        18    traditionally been the ambit of this field, and it's 

        19    when you reach that point, you get to the patent claims 

        20    that are almost self-enabling, because, in fact, they 

        21    are very abstract, they deal with behavioral protocols.  

        22    There is no hardware.  Description of the behavior is 

        23    enough.  I think that goes back to Steve's point that 

        24    was raised but not much discussed.  There's one reason 

        25    people don't look at it that much, it's because there's 
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         1    not that much worth learning from them in many fields. 

         2            Thank you. 

         3            MR. WILLIAM COHEN:  Ron. 

         4            MR. MYRICK:  I think Bob was up first. 

         5            MR. WILLIAM COHEN:  Okay. 

         6            MR. BARR:  Thanks, because I don't really have 

         7    something worthy of the last word, and I hope you do, 

         8    but because I just couldn't resist on the Markman 

         9    question. 

        10            Just for the record, I thought it would work.  

        11    I thought it would help expedite litigation, and I 

        12    thought it made sense, I thought it would help 

        13    encourage settlement.  In my experience, it hasn't 

        14    worked.  It's increased the cost of litigation 

        15    substantially and has not led to settlements.  And even 

        16    stranger, and I'm not sure why because theoretically 

        17    this shouldn't have happened, but looking at claims in 

        18    the abstract, independent of the accused device, has in 

        19    my experience, in my reading of cases, has produced 

        20    some very strange results and results that would not 

        21    have been predicted.  And in that, they take away the 

        22    idea of looking at what did the applicant invent, and 

        23    did this person use it.  So, I think it's a problem. 

        24            MR. WILLIAM COHEN:  Ron. 

        25            MR. MYRICK:  Thank you. 

                               For The Record, Inc.
                                 Waldorf, Maryland
                                  (301) 870-8025



                                                                      186

         1            I think I've been following this today, and I 

         2    would say this, perhaps carrying on with some comments 

         3    that were just made.  I think what we've done is we've 

         4    highlighted a number of problems in the system.  And at 

         5    the same time, I'm not sure that we have identified 

         6    enough of the solutions that require us to dictate new 

         7    policy at this point in many of those areas.  In some 

         8    areas, such as willfulness, I think we did. 

         9            But I would say this, with regard to the 

        10    comment with regard to subject matter, I think we have 

        11    to be careful about moving too quickly to remedy things 

        12    where the problem is not well defined.  Frankly spoken, 

        13    I don't have any particular concern about the subject 

        14    matter situation as it sits today.  We are going 

        15    through a maturation process with regard to some of 

        16    these new subject matters, and we did that with regard 

        17    to software 25 years ago.  There was all a matter of 

        18    waiting and gnashing your teeth, the world was going to 

        19    come to an end if the software patents didn't -- well, 

        20    it didn't come to an end, and it's doing very well. 

        21            As far as behaviors and so forth, I understand 

        22    the concern.  At the same time, I think there's a 

        23    solution to that.  And, I think the Europeans have gone 

        24    too far with that solution.  The Japanese are doing a 

        25    better job with it and that's approaching it from a 
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         1    realistic perspective of a technical content aspect to 

         2    an application or to a claim.  How far that goes, I 

         3    don't know.  We have got to grow up a little bit more 

         4    in this whole technology to be able to understand what 

         5    is the right solution.  I think the Europeans have it 

         6    wrong.  I think the Japanese might have it right, but 

         7    I'm not sure. 

         8            The point is, I think the strength of our 

         9    system is that we do allow it to grow, we do allow it 

        10    to adapt and so forth.  And, I still firmly believe 

        11    that most of the changes that we've talked about today 

        12    should be done in the Congress and not by the antitrust 

        13    laws. 

        14            MR. WILLIAM COHEN:  Thank you, and a much 

        15    broader thanks to all of you.  That was an extremely 

        16    useful panel.  I want to thank you for having borne 

        17    with us through this long process of a full day, and 

        18    again, for giving me a little bit of leeway to try to 

        19    channel the discussion in ways that I think we could 

        20    cover an awful lot of ground in the most effective way.  

        21    I just want to thank you all. 

        22            Before leaving, I want to point out one further 

        23    point.  The record in the proceedings will stay open 

        24    until November the 15th.  If any of you want to say 

        25    anything further in writing and submit written 
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         1    comments, we certainly encourage that and would love to 

         2    see them. 

         3            Steve? 

         4            MR. MERRILL:  Two quick questions.  What do you 

         5    contemplate happening on November 6th, and what do you 

         6    contemplate is the product of this whole effort? 

         7            MS. DeSANTI:  Let me take the first question 

         8    first.  November 6th is going to be a discussion in the 

         9    morning of a problem that was actually raised out in 

        10    Berkeley in connection with standard settings.  One of 

        11    the issues that was raised was whether firms would be 

        12    able to negotiate royalty fees ex ante to avoid the 

        13    potential for hold-up problems once the standard has 

        14    been set, without violating the antitrust laws or 

        15    whether there was a price fixing issue there.  And so 

        16    that discussion will address that issue and try to 

        17    parse when and when not to set royalty fees ex ante. 

        18            In the afternoon, we'll be talking about 

        19    grant-backs, portfolio cross-licensing, nonassertion 

        20    clauses and reach-through royalties.  Those are topics 

        21    where we've had some discussion before but not a lot, 

        22    and this is in the nature of sort of making a 

        23    comparison among those different approaches to clearing 

        24    the patent thicket, to try to understand possible 

        25    competitive effects among the different types of 
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         1    approaches. 

         2            In terms of the ultimate product, the Chairman 

         3    of the FTC has said from the beginning there will be a 

         4    report.  I am quite sure there will be a report.  When 

         5    that report will issue, I'm less certain.  You know, in 

         6    the best of all possible worlds, it would be nice to 

         7    have something in the spring, but I'm not issuing any 

         8    guarantee. 

         9            As you all know, there's been a wealth of 

        10    information put forward on this record.  There's a 

        11    lot to assimilate, and we are working on that, but, 

        12    you know, especially as you get farther into these 

        13    records, you can often find yourself sort of 

        14    overwhelmed by the wealth of information that's there.  

        15    So, we're not making any guarantees, but there will be 

        16    a report. 

        17            MR. WILLIAM COHEN:  Thank you once again.

        18            (Whereupon, at 4:35 p.m., the hearing was 

        19    concluded.)

        20    

        21    

        22    

        23    

        24    

        25    
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P R O C E E D I N G S1

-    -    -    -    -2

STANDARD SETTING ORGANIZATIONS3

MS. GALBREATH:  If we could begin, good4

morning.  Welcome to the DOJ and FTC joint hearings on5

Competition and Intellectual Property Law and Policy in6

the Knowledge-Based Economy.  We are here this morning7

for the third roundtable discussion.  My name is Carolyn8

Galbreath.  I'm an attorney in the Division's San9

Francisco Office.10

Joining me to take on the moderating duties11

this morning are Tor Winston, he's an economist in the12

Division's Economics Advisory Group, and Gail Levine. 13

Gail is Deputy Assistant General Counsel for Policy14

Studies here at the FTC.15

We'd like to welcome you all this morning to16

this panel.  We are going to be taking two issues today. 17

This morning we'll look at standard setting18

organizations:  evaluating anticompetitive risks of19

negotiating intellectual property and licensing terms and20

conditions before a standard is set.  Although our21

discussion could go much longer than two hours, we will22

limit it to that amount of time and we will end as close23

to 11:30 this morning as possible.24

This afternoon, the hearings will resume at25
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2:00 and there will be a roundtable discussion of1

relationship among competitors and incentives to compete2

and particularly, we will be looking at cross-licensing3

of patent portfolios, grantbacks, reach-through royalties4

and non-assertion clauses.5

Since our time is limited, we are not going to6

be taking any breaks this morning.  If there are no other7

housekeeping details, I think we'll begin.8

On April 18th, our hearings devoted a day to9

competitive issues that arise when standards are10

promulgated that incorporate intellectual property.  The11

joint hearings have explored in depth the broad-based12

pro-competitive and innovation enhancing aspects of13

collaborative or de jure standard setting.  But as the IP14

guidelines aptly note, intellectual property is neither15

particularly free from scrutiny under the antitrust laws16

nor particularly suspect under them.17

In April, we explored whether standards based18

upon intellectual property may permit the intellectual19

property owner to exercise competitive hold-up either by20

failing to disclose IP during the standard setting21

process or by imposing onerous licensing terms on IP once22

it has been selected as a standard.  23

We heard testimony that the causes and effects24

of non-disclosure and licensing hold-up present25
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difficulties, both practical and legal, for standards1

groups, practitioners, intellectual property holders and2

antitrust enforcers, and one aspect of hold-up, whether3

ex ante discussion and negotiation of licensing terms4

within standards organizations would run afoul of the5

antitrust law seems to merit more focused scrutiny.  It6

is to that that we turn our attention today.  7

And I'd like to turn now to Tor Winston and ask8

him to introduce our panelists.9

MR. WINSTON:  To help us navigate this10

analytical and legal thicket, we've assembled a group of11

distinguished panelists and I'd like to briefly introduce12

them.13

We have Joseph Farrell, who is the Professor of14

Economics at University of California, Berkeley; Joe15

Kattan, who is a partner at Gibson, Dunn & Crutcher;16

Scott Peterson, who is Corporate Counsel for Hewlett-17

Packard Company and Chair of the ANSI Patent Committee;18

Carl Shapiro, the Transamerica Professor of Business19

Strategy at the Haas School of Business, University of20

California, Berkeley; Earle Thompson, who is the21

Intellectual Asset Manager and Senior Counsel at Texas22

Instruments; and Paul Vishny, who is a member of D'Ancona23

& Pflaum and General Counsel of the Telecommunications24

Industry Association.25
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As a preface to our discussion today, we1

thought we'd have our panelists give a brief background2

in terms of their background with the standard setting3

issues and how they became engaged in the topic for4

discussion today, the multilateral ex ante discussions of5

licensing terms within standard setting bodies.6

So, maybe if we can just go around the room.  I7

don't know who would like to start.  Go ahead, Scott.8

MR. PETERSON:  I became involved by being asked9

to give advice on intellectual property issues that came10

up in the context of particular standard setting11

activities and that evolved over a period of years to12

where I was increasingly involved in the policy aspects13

within HP of standard setting.  So, I come at this as an14

intellectual property attorney who has had the challenge15

of advising a particular participant in these kind of16

activities, and I want to make just a footnote, I'm not17

here in my capacity as Chair of the ANSI Patent Group.18

I'm speaking solely on behalf of HP.19

MR. KATTAN:  My practice is very heavily20

oriented toward technology, and throughout the time I've21

been in private practice, I've been involved in advising22

clients on a broad range of issues having to do with23

standard setting and also with a phenomenon that exists24

in the computer industry that is something short of the25
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kind of formal standard setting that people generally1

think of in terms of standard setting organizations. 2

These are things that are called SIG or special interest3

groups, that are a lot more formal and, at least4

historically, have typically involved royalty-free5

licensing or reciprocal royalty-free licensing where the6

basic proposition is, if you want to get a license on a7

royalty-free basis from everybody else who is signing on8

to the standard, you also agree to grant a reciprocal9

license.10

So, I've been involved in advising people on a11

broad range of issues having to do with both these kind12

of informal SIGs as well as the formal standard setting.13

MR. FARRELL:  I'm Joe Farrell.  I'm an14

economist and I've been working on the economics of15

compatibility and standards since the early 1980s.  At16

first, thinking primarily about de facto standards,17

bandwagon effects and the like, and then in the mid or18

late '80s, getting interested in formal standards as19

well.  The feature of the formal standards process that20

emerged from my discussions with participants and from21

just thinking about the problem as an economist was22

primarily the role of vested interests in creating23

bargaining delays in adoption of formal standards, and I24

view that as kind of a cousin to hold-up because the more25
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prospect for hold-up there is, the stronger the vested1

interest, the more likely bargaining delays.2

My interest in this topic, I guess, was3

enriched, shall we say, when I was asked to advise4

Mitsubishi in the Wang-Mitsubishi litigation on SIMMS. 5

So, I've been interested in this for quite a while.  My6

general perspective, as you will probably hear, is one of7

considerable concern about these problems.  So, perhaps8

that will help make this a feisty discussion.9

MR. VISHNY:  I became involved in the standard10

setting process as General Counsel to TIA, the11

Telecommunications Industry Association.  In my practice,12

among other things, I represent several trade13

associations, which are involved in various aspects and14

are concerned with issues that are similar to the ones15

we're going to discuss, even when they're not involved in16

standard setting activities.17

TIA was actually formed not a terribly long18

time ago, about 12 years ago with the coming together of19

two other trade associations, one of which I represented20

since 1979.  TIA has approximately 2,000 people who work21

regularly on engineering committees in the formulation of22

standards in the telecommunications field, and in the23

capacity as their General Counsel, I've been called upon24

to give advice whenever problems -- the kind of problems25



9

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

we're going to discuss -- have arisen.  They've been1

extremely infrequent and that increases my interest.  The2

infrequency of the problem increases the interest in kind3

of a direct proportion to the subject matter of this4

discussion.5

MR. THOMPSON:  I sort of backed into handling6

the standards at Texas Instruments.  I'm responsible for7

all of our standards organizations worldwide, our legal8

aspects of participation, and one of the things that --9

we had a teleconference on all of this and Scott Peterson10

had raised an interesting issue with me.  It was a11

perspective issue.  Scott and I don't necessarily see12

eye-to-eye, which I think will come out some today, but13

it may be because of the way we look at things a little14

bit differently.15

You know, from a licensing standpoint, I really16

view the history of TI as three sort of eras, and17

basically, it was the pre-'85 kind of era in which most18

of the semiconductor companies -- and I'm only going to19

talk about semiconductor licensing today.  We've done20

some others, but I'll just leave it at that.  The general21

feeling was that in the industry it was cross-licensing,22

basically royalty-free, and it was portfolios.  You23

didn't worry about standards, particularly.24

Yes, you did standards because you were selling25
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jelly bean parts and they had to all go on the PC boards1

the same way, but there were not a whole lot of things2

other than that.  Systems were very complex and the3

system integrators were the ones that were dealing with4

system level issues.5

Some of that changed around '85, and the reason6

being is there were a lot of new entrants into the field7

that were wanting to play the game without having spent8

the R&D.  In other words, in some cases, it became a9

national priority for some countries to be in the10

semiconductor industry and there were massive infusions11

of cash, and since we were -- the people that were in it12

had already made large investments, you know, there's an13

inherent competitive advantage.14

So, in the mid-'80s, things changed a little15

bit to where we just tried to level the playing field. 16

There was still the same cross-licensing, it was still17

basically the portfolio.  You weren't so much concerned18

about the standards issues because you never looked at19

them.  Those weren't part of your licensing strategy. 20

You didn't worry about that.  But you did look at how21

much exposure somebody had and, you know, money exchanged22

hands.23

The present generation is a little bit24

different.  Again, we're going through another25
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metamorphosis in the industry.  We're looking at most of1

the IP that we used to not have to worry about, it was2

the system integrators' IP, is now moving onboard our3

chips.  We're no longer just a semiconductor company.  We4

sell software along with that, the support tools.  We5

provide reference designs.  Basically, the end product is6

basically wrap some plastic around it, put a display on7

it and some batteries and you're ready to go.8

Well, that exposes a whole different level of9

exposure for the semiconductor company.  Now, all that10

system level stuff that we used to not have to worry11

about because we sold parts that the system integrator12

put together, all that's migrating down to a single chip. 13

We're having to take on the system level responsibility.14

The consequence, we've looked very closely at15

how do we need to change, whether there is something to16

the ex ante discussions of licensing terms in order to17

figure out how we handle the indemnification issues. 18

I'll tell you my bias right up front.  Having looked at19

this issue for about seven years as far as the changing20

world that we're in, my response is still, I don't think21

it's necessary.22

MR. SHAPIRO:  Good morning, I'm Carl Shapiro. 23

I'm an economist out at UC, Berkeley.  I've been studying24

standards and network effects, compatibility, inter-25
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connection issues for about 20 years.  Like Joe,1

actually, I also really starting thinking in terms of2

competitive moves preemption, decisions about whether to3

inter-connect or make your products compatible with4

another company's and seeing how that played out in the5

marketplace, but then over time recognizing, learning and6

focusing more on some of the formal standard setting,7

which I like to think of in terms of a pre-competitive8

phase, where companies would get together and essentially9

decide specifications or standards and then go out and10

compete in the marketplace, sort of a pre-competitive and11

then a competitive phase.12

Over the last five or ten years, I guess my13

interest has grown as it's become clear how important for14

at least a number of industries the standard setting15

activities are.  I think a lot of the companies I talk to16

indicate, yes, there's more and more people devoted to17

it, both engineers and business folks thinking about18

standard setting.  Then I've become involved in a number19

of cases surrounding -- as an expert witness or20

consultant -- where some of the specific problems that21

we're going to talk about today have 22

come up and then I've learned, again, probably over a23

decade -- appreciated, I guess, the critical role of24

intellectual property.  That is kind of woven together25
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with other things I've been studying and working on1

regarding the patent thicket, the increasing number of2

patents, the fact that patents often are not applications3

or pending patents may not be visible.  So, these sort of4

complex of problems that arises not just in standards5

associated with patents can come particularly into this6

arena we're talking about today.7

So, that brings us right to the hold-up, the8

sort of patent thicket, and how important those things9

are when there may be a large number of technologies and10

patented technologies that could read potentially on a11

given specification or standard.12

MR. WINSTON:  Thank you very much.  We clearly13

have a lot of experience and various perspectives and14

opinions represented here in the panel.15

I wanted to just remind people to please speak16

directly into the microphone, as Carl did an excellent17

job of doing.  And I guess for our discussion today, we'd18

like to break things down into sort of three main areas19

of discussion.  The first part, we'll talk about whether20

hold-up occurs and more about how much hold-up occurs and21

how we can identify those cases.  In the second section22

then, we'll talk about whether these multilateral ex ante23

discussions may be useful in mitigating hold-up where it24

might occur and the relating antitrust issues there.  And25
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then in the third section, we'll talk more about other1

mechanisms that might be able to be used to mitigate2

hold-up where it occurs, other mechanisms that may not3

raise such antitrust issues.4

So, moving on to the first section of the5

discussion today, ascertaining the existence and scope of6

hold-up in standard setting organizations and for the7

purpose of this discussion, I think we'd like to assume8

that we have a standard setting organization that9

requires a commitment to RAND, to reasonable and non-10

discriminatory licensing terms.  And what we'd like to11

explore are what potential remains for hold-up once a12

company has committed to RAND, identify the potential13

causes of hold-up and try to assess how much hold-up may14

be occurring.15

Before we launch into that, Carl Shapiro has16

agreed to give us a brief definition of hold-up just so17

that we all know what we're talking about, that we're on18

a common ground here.  For the record, too, he’ll give us19

a definition of what we're talking about with ex ante and20

ex post in this context.21

MR. SHAPIRO:  I'm glad I get to give the22

official definition.  I guess I'm going to be stuck with23

this for a long time.24

(Laughter.)25
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MR. SHAPIRO:  Hold-up, I think, is associated1

with commitments or the expenditures of sunk costs.  Let2

me do it by way of example.  I was involved in a case3

relating to modems.  Ex ante, we would refer to the4

situation before the group of companies have fixed or set5

a standard or committed to it.  Ex post, after such a6

commitment.  7

Ex ante, there may be, in that case apparently8

were, a number of choices of different technologies or9

specifications to build into the standard.  Ex post,10

there then may be certain essential patents that are11

needed, technologies or patents that are needed to comply12

with the standard.  So, the notion of hold-up would be13

that ex post there are very few choices, and a company14

that controls an essential patent is in a very strong15

bargaining position to extract royalties or other16

concessions from people who want to comply with the17

standard.  18

Ex ante, the bargaining positions are very19

different because, let's suppose, there would be maybe20

lots of choices rather than what later would become the21

essential patent.  In addition to the word "hold-up,"22

opportunism is a word that's commonly used in the23

relevant economics literature, at least, which is on24

transaction cost economics, the notion that somebody25
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might wait, perhaps, until commitments were made and then1

seek to extract a high royalty or might try to steer2

things in a direction so that they would have an3

essential patent but not have made a firm commitment ex4

ante on the terms on which it would be licensed.5

MR. WINSTON:  Thank you.  For the first part of6

this portion of the discussion, I'd like to throw out7

some general questions and have people respond. 8

Hopefully the conversation will just steer itself from9

there. 10

For this first part, if we could talk about, in11

practical terms, how does an IP holder hold up the12

potential licensees for a standard, the licensees that13

may want to adopt a standard?  And what sort of14

investments are licensees making in adopting standards15

that may be held up?16

MR. THOMPSON:  I guess I'll take the first17

whack at this.  Interestingly, where I see most of the18

hold-up coming from is from a fair bit of fear,19

uncertainty and doubt in that somebody -- you know, the20

rumor will start that somebody has IP in this area and21

the engineers, who are the ones that are at these22

conferences, tend to get very concerned because they've23

heard, oh, this could be a big problem.24

From a practical standpoint and what I see in25
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my industry and what I basically advise the engineers1

that we have that go to these things -- we don't send2

business people, we don't send lawyers -- is don't worry3

so much about what the IP is that is going into the4

standard or who has it.  To some extent, we'll sort that5

out at the end.  For one thing, you don't know what the6

IP is going to be.  Most of these standards move fairly7

rapidly.  It takes much longer to get through the patent8

office.  So, yes, somebody might say, yes, I've got some9

IP in there.  10

Sometimes the reason they're doing that is for11

the counter-reason, it's not actually for extracting a12

royalty, but to drive the technology in a different13

direction.  That technology may well be something that14

he's got ready to go into production, and so, it's much15

better to go drive somebody in the direction of where16

he's already got a product or about to have a product17

than into this other area, and the way of doing it is to18

confuse it by saying, gee, I've got IP in this area.19

You can play this street on both sides.  You20

can game it either way.  As a consequence, I generally21

tend to tell our people to pretty much ignore that.  At22

the end of the day, what I have to look at is go and try23

to figure out what's the likelihood that I'm going to24

have to be hit on a standard.  Note that -- you know,25
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this goes back to the perspective issue.  1

When I do out-licensing, I do not even look at2

standards.  In fact, the one thing I don't like is having3

a patent that covers the standard, which is sort of a4

different view than most people.  And the reason for that5

is I don't have much bargaining leverage then.  I'm6

limited to, in most cases, a RAND situation.  I do not go7

in immediately for an injunction, which is where you have8

the maximum leverage.  My ideal thing is to have9

something that's used, it's very good to have and it's10

not a standard.11

On the other hand, where I do worry about it12

from the standard, is coming in.  If there are other13

players that are at the table that are large companies14

such as myself, I can look at that and go, fine, I can15

work out a cross-license with them on a portfolio basis. 16

I am not interested in licensing just that standard.  On17

the other hand, if it is an individual, I look at that18

and go, well, that may be a tax on the industry, and I19

you know, it doesn't hurt me any worse than anybody else. 20

Sometimes that gets gamed like some of the modem cases.  21

There you will see that game because what22

everybody thought was happening was a large company --23

and this was an ex ante discussion.  A large company put24

up, here's our rate.  Everybody looked at it and said,25
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it's a large company, fine, we can cross-license.  And at1

the end of the day, that wound up going back to an2

individual with no exposure, and a certain -- Southern3

California District Court said, gee, because they had put4

that out in front, that's good evidence that wasn't the5

least bit anticompetitive.  Totally missed what the issue6

was.  The issue was the fact that you thought it was a7

large company, you could do a portfolio cross-license,8

not a license for that individual thing, and it wound up9

being an individual, no exposure.10

So, it's a very difficult way of looking at it. 11

That's kind of my approach.12

MR. KATTAN:  It seems to me that the issue of13

hold-up has to be looked at in a context in which there14

are alternatives or alternative technologies or15

alternative patents that could read on a standard, such16

that the value of a particular patent is affected greatly17

by whether or not it's incorporated to a standard, where18

if it's not chosen into a standard, it has little value19

or perhaps no value at all, but if it gets incorporated20

into a standard, it has very significant value.21

So, the question becomes, is there a problem of22

a hold-up where a technology is adopted that, unbeknownst23

to the industry that's adopting it, infringes a patent24

that was not disclosed, or is subject to RAND royalties,25
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which is a somewhat amorphous term because you have to1

look at the custom of the industry to figure out what's2

reasonable and non-discriminatory, where if there would3

have been a contest among people who -- or companies that4

have competing technologies, you might have had a lower5

royalty rate result.6

I think that if you define the problem that7

way, hold-up does occur.  The big question is how often8

does it occur and how often does it occur within the9

standard setting body because there are very good10

examples where the party exercising the hold-up did not11

participate in standard setting and, therefore, really12

didn't have any obligation to disclose anything, didn't13

have an obligation to make patents available on14

reasonable and non-discriminatory terms.15

That latter problem is just a practical16

problem.  It's really not a legal issue.  Nobody can17

really do anything about it.18

I've talked to a lot of people who work in19

standard setting groups and have asked how often has it20

been that somebody has come in and said, choose my21

technology, the other guys aren't telling you what22

they're going to charge, I'm disclosing to you right here23

and now what I'm going to charge and it's a pittance, go24

with me?  And that is a context where the antitrust25
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concerns about joint discussions, that we've seen in1

cases like Addamax or Soundview, simply don't come up2

because anybody is free to come in and say, choose me. 3

There's a concern about legal exposure, it's4

about the competitors who are participating in the5

standard setting discussing, whether or not the terms6

that are being offered are reasonable, and we can talk7

about whether that ought to be an antitrust concern.8

Anyway, the answer to that question is, yes, it9

has happened, but it doesn't happen very often.  And to10

me, that suggests that maybe the problem is not as11

pervasive as some people might think.  I think that the12

problem does exist, but companies that are engaged in a13

contest to have their technology chosen have the14

opportunity to go in and say, choose me and here are the15

terms, I'm putting my cards on the table, choose me, and16

that doesn't happen very often.  It does happen. 17

Virtually everybody I've talked to has said, yes, I18

remember in such and such a case that happened.  But19

that's far from the norm.20

MR. VISHNY:  I don't know if you're going in21

order.  I think what Joe has said would be a good time22

for somebody who represents a trade association, as such,23

to say something about hold-up.24

I guess you can think of hold-up in several25
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ways.  You can think of hold-up as being related to time. 1

You know, you hold up the adoption of a standard or you2

hold up licensing for a period of time in order to3

extract a fee that you might not otherwise be able to4

extract.  That would be hold-up.5

I suppose that in every standard setting6

activity there is a measure of hold-up.  In this sense, I7

mean, hold-up can be 10 minutes and it could be 10 months8

or it can be one week because there are always delays9

that arise in any process when two people have to come10

together and carry on commercial negotiations.  I don't11

think anyone can attribute anything harmful, bad,12

anticompetitive or wrong in the mere existence of some13

delay that relates to the fact that somebody has14

something that somebody else wants.15

In terms of what actually happens in the16

standard setting process, for TIA's standpoint, where we17

have over 600 standards adopted, we have not even -- we18

could not count the number of controversies we've had19

over patents on one hand.  I've seen problems come up20

from time to time and they simply get resolved, and they21

tend to get resolved in a period of delay that is not22

extreme, not harmful and not difficult.23

I've asked some other colleagues in the field24

what their experience has been in terms of patent-related25
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problems that arise out of the adoption of standards.  I1

know that, for example, in the question of what is a2

reasonable -- RAND terms, that ANSI has said that they3

have not had any complaints of controversies arising out4

of RAND.  A representative of IEEE told me that they have5

had no complaints.  A representative of ATIS told me that6

they have had no complaints.  So, I guess when I say that7

we have had less than a handful of complaints, we have 8

more than others, and what we have is indeed9

insignificant.  We have not seen this as a practical10

problem.11

MR. SHAPIRO:  Yeah, I guess I differ a little12

bit from what Paul just said in terms of timing and 13

how -- the question was, what are the sources of hold-up. 14

I think there are two.  One is timing.  It relates to15

timing, but it's not what Paul said.  I mean, of course16

things are already slow.  One of the problems with17

standard setting is it's slow because it requires18

consensus and so on and so forth, but I think that19

relates to -- and, of course, people say, look, this20

bargaining, there's nothing wrong with that, that takes21

time.  But the problem is, if people hide their22

intellectual property and then the process proceeds and a23

standard is set, and then they reveal it, it's not like24

the whole group can then quickly change course.  25
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So, there's a sense of commitment once a1

consensus has been reached that is hard to deal with.  It2

takes a long time to shift to a new standard when the bad3

news arrives that somebody wants to hold up the group.4

MR. VISHNY:  I was not trying to say that time5

is the only indicator of hold-up.  I agree that if6

somebody is sitting in the audience hiding intellectual7

property, then raising it for the purpose of attracting a8

very large royalty, that would be a problem.  What I'm9

trying to say in that context, it's simply not the kind10

of problem we have seen at TIA in the 600 some standards,11

and it's not the kind of problem that my colleagues that12

I've spoken to have seen in the course of their standard13

formulation activities.  I don't know whether it ever14

exists, but I don't know that it's possible to address15

every kind of problem that could conceivably arise in16

every kind of circumstance.17

I think, for example, of the whole concept of18

ex ante negotiations, that people coming together in the19

context of a standard setting committee talking about20

their prices, I think of other trade associations I'm21

involved with, for example, that don't set standards or22

you have competitors who come together to sell a product,23

and I suppose if I walked in the room one day and said,24

you know what, folks, it's going to be okay today to talk25
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about prices, there might be a large scale fainting that1

would arise from the audience.  It kind of assumes that2

there is one kind of product that should be singled out3

called intellectual property and there should be4

discussions permitted, which in other contexts are5

generally considered to be, per se, unlawful.6

MR. WINSTON:  If I could just interject one7

thing and then we'll move on to Joe.  For the purpose of8

this discussion we're assuming that the intellectual9

property has been disclosed and there has been a10

commitment to license on RAND terms.  I think we're11

talking very much about sort of the fee hold-up that you12

mentioned earlier, Paul.13

MR. VISHNY:  Well, we have, from time to time,14

had people make commitments to RAND or people say they're15

not sure they're going to make commitments to RAND.  I'm16

simply trying to say that we have sensed no practical17

problem in the area.18

MR. FARRELL:  Well, I think -- let me jump in19

there if I can.  Trying to get back to the question that20

we're supposed to be discussing which, as I understand21

it, is how much hold-up is there.  It seems to me pretty22

clear that to the extent these standards organizations23

have a role, it's because coordinating on choosing a24

standard is difficult, and the fact that they often take25
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a long time and have trouble coordinating on standard1

pretty much, I think, implies that they're going to take2

a long time and have trouble coordinating on a switch to3

something else if the so-called RAND doesn't look so4

reasonable to them.5

So, it seems to me that economic logic says,6

pretty firmly, based on that level of description of the7

situation, there's the prospect for problems happening8

quite a lot.  And yet, I think we need to take very9

seriously what Paul Vishny had said, which is, you know,10

there's a remarkable lack of complaints about these11

problems.12

So, how can we understand that?  Well, one13

possibility is there are mechanisms going on that make14

things work out a lot better than my capsule description15

says.  Another possibility is that excessively high16

royalties, in the sense that Carl sketched out, do get17

charged but there's not a lot of complaining about that. 18

So, let's think about that for a moment.  Is that19

possible?20

Well, what would be the point of complaining? 21

You'd have to think about what happens if somebody does22

complain.  I think it's also relevant to observe that to23

the extent that the people paying royalties are competing24

against each other and are all -- or believe that they're25
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all paying roughly the same royalty, there's a lot of1

pass-through, so it's the final consumer rather than2

these competitors who end up paying.  3

So, it seems to me that if one is going to take4

the position that things seem to work out okay, I think5

we owe it to consumers to delve a little deeper than just6

saying we don't get a lot of complaints.  That's7

certainly important evidence to look at, but I think it's8

worth taking seriously the possibility, and I wouldn't9

push it much harder than that, that the reason we don't10

get complaints is that the people who are ultimately11

harmed are not the people who are in the wrong.12

So, I think, you know, if we're right that the13

obvious way of describing the economics suggests that14

there might well be a lot of hold-up, and if we're right15

that there aren't a lot of complaints, then I think we16

really need to look deeper and say, okay, are there17

institutions such as this mutual assured destruction or18

portfolio cross-licensing that in practice pretty much19

take care of the problem and how do they do that and when20

do they break down and in what circumstances might they21

tend to break down more and so on?22

Or is it that high royalties get charged, but23

nobody has both the information and the forum and the24

incentive to complain about it and it's not clear what25
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happens if complaints do get lodged or what is going on? 1

I don't think we should just start by saying there's2

obviously a problem, and I don't think we should just3

start by saying there's obviously not a problem.4

MR. PETERSON:  So, I think it's important to5

keep in mind that hold-up is not a binary thing.  It's6

something that's a matter of degree.  There may be many7

cases which don't rise to the extraordinary level that8

they get a high visibility of attention.  The degree to9

which a particular patent obtains added leverage by10

becoming essential to a standard varies quite a bit and11

the extent to which someone exploits that varies quite a12

bit.  I think there are many cases where those who are13

implementing and who ultimately do get licenses, their14

goal at the end of the day, of course, is to participate15

in the marketplace.  They're going to try to solve that16

problem.  17

And most of the time, they will solve it by18

obtaining some sort of a license, and they may be19

troubled by the restrictions that are imposed on them as20

a result of the license, the extra grants that they may21

have given up or the costs, but at the end of the day,22

they're going to move on.  They're not going to come back23

to the SDO and complain.  The SDOs have made it very24

clear that they don't want to hear about this stuff. 25
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SDOs are not forums in which one goes for a resolution of1

what RAND is, and they've made it quite clear.  2

Joe Kattan was mentioning the “choose me”3

concept earlier.  Why is it that people don't do that4

more frequently?  Well, in fact, there is an established,5

I would say, almost culture, that suggests that that is6

not acceptable practice because, in fact, when people7

participate in an SDO, certainly the more formalized8

ones, they're discouraged from even thinking about those9

things.  So, the idea that someone would go to the table10

and say, listen, we think this alternative is the one11

that should be selected over that because, in fact, the12

patent owner has offered very favorable terms, I think,13

is a kind of discussion which has been quite frequently14

discouraged.15

So, you know, that would be a nice behavior to16

have.  I think it's, in fact, a behavior that we don't17

have because people are discouraged from having it.18

MS. LEVINE:  Scott, can I ask you a follow-up19

question on that and on the work that standard setting20

organizations do?  Is it possible that standard setting21

organizations could sort of solve the hold-up problem, or22

at least help prevent it, with rules like disclosure23

rules?  I guess if that's true, is there a market cure24

possible?  If an SSO lacked disclosure rules, for25
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example, or other rules that could cure hold-up, would it1

simply lose members, members that would flock to another2

standard setting organization that had those kind of3

rules?4

MR. PETERSON:  I think at the present there's a5

sufficient disincentive for SDOs to adopt rules that6

address this issue more aggressively.  There's such a7

disincentive for the SDO to do that that I think there8

isn't a lot of competition in that regard.  I think that,9

to a degree, we see some of that possibly in that less10

formal forums do, in fact, adopt more aggressive rules11

and I think, to a degree, have been taking some business12

away from SDOs, to some degree.13

But on the other hand, there remains an14

important role for the more formalized forums because15

they serve the needs of having much broader participation16

and much more extended consideration.  And so, for some17

kinds of standards, that's important, and yet, for those18

kinds of bodies, I think there's just a tremendous19

hesitation to adopt more aggressive rules because I get20

the sense that they find themselves dragged into a battle21

that they don't want -- they feel neither skilled nor22

interested in participating in.  So, whether or not the23

loss of business is enough to drive the change of rules,24

I tend to be skeptical.25
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MR. THOMPSON:  Let me go back a little bit to1

something Joe was talking about earlier.  You were2

talking about, you know, it takes a long time to develop3

these standards.  Sometimes it does, sometimes it4

doesn't.  Usually the reason it does is because they're5

developing the technology as they're developing the6

standard.  Hence, you know, having a bake-off of7

technology on a regular basis or anything like that where8

you say, okay, here's my technology and here's its price,9

and the next guy going, here's my technology and here's10

its price.  From a practical standpoint, it doesn't work11

very well because you're constantly having to make12

different choices in there, and gee, if I had known this,13

I would have gone back and done something else.14

That's assuming that you even know at the end15

of the day whether or not you're going to have a patent16

on it.  In most cases, because of the time delay, you17

have no idea whether, A, there's going to be a patent18

that covers it; or B, just because there's a patent on19

that specific implementation doesn't mean there's not 5020

other patents that cover it, and that's where you21

generally have your problem.  That is particularly true22

in my industry.  It's impossible to build a semiconductor23

device that doesn't infringe 20 other people's patents. 24

You can't do it.  Even if you come up with a new widget,25



32

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

you're going to use somebody else's technology that's out1

there that may or may not be part of it.  Frankly, I'd2

rather deal with the people I know in the room, you know,3

deal with them later on than try to carefully steer4

around their technology, because then I'm going to design5

it squarely into somebody else's IP who wasn't part of6

it.  That happens a fair bit.7

MR. FARRELL:  Can I interrupt for a moment? 8

Where is this going?  You say the choice among9

technologies is time-consuming and difficult, but I'm not10

sure how it's made a lot more so by including some11

commitments about licensing terms at the same time.12

MR. THOMPSON:  The problem is, the commitments13

that you make on the licensing has absolutely no bearing14

to what you're actually going to wind up with at the end15

of the day.  And you've got a lot of engineers now16

worrying about -- 17

MR. FARRELL:  So, you're saying there's no18

mechanism to make a real commitment.19

MR. THOMPSON:  Right.  There's no mechanism in20

there because you don't know what your IP is going to be. 21

It may or may not cover what you wind up with then in the22

standard.  You say, fine, I'll announce that I'll license23

this for 2 percent.  Well, A, it depends on what 224

percent means.  Is that 2 percent of the chip, 2 percent25
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of the system price, 2 percent of every time the consumer1

uses it?  Well, that doesn't help a whole lot because2

everybody's presupposing what's going to happen in the3

future.4

You also don't know, at the end of the day, if5

you've got anything there, and thirdly, there may well be6

other things you have to trade with that.  And so, it7

winds up not being a practical discussion.  And if I8

start having to do this -- you know, now I've got to have9

business people in meetings.  I've got to have licensing10

people talking about, gee, what are they going to do. 11

You know, our licensing people are rare beasts because12

they're, first of all, an engineer, secondly, an13

attorney, and they're able to handle both worlds.  And14

thirdly, they have to be a business person.  That's a15

rare breed.  I don't have those to go around for 30016

different standards consortia or standards bodies that17

I'm in.18

It's a very real cost to me to even consider19

doing that, and that is going to be a major hold-up in20

and of itself, trying to have these people available and21

to factor that in.22

MR. WINSTON:  I think that we've gotten on to a 23

more practical consideration of, how would things like ex24

ante discussions actually be implemented.  For the25
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purpose of this first part of the discussion, we'd like1

to stick with the idea that maybe there isn't -- hold-up2

while acknowledging that it's difficult to make these3

commitments up front and there may be practical reasons4

and other reasons why there may be difficulties there.5

Returning to a few points, a lot of this6

discussion has talked about hold-up in terms of fees --7

royalty fees, higher royalty fees.  Are there other8

mechanisms for hold-up?  Are there other ways that a9

company might be held up rather than just a higher fee?10

MR. VISHNY:  I think it's important to say that11

looking at the licensing process as relating to fees, and12

to fees only, is terribly simplistic.  The process is13

complex.  Fees are an aspect of licensing.  What your14

proposed licensee has to give back may be worth a great15

deal and may have nothing to do with royalties.  It could16

be cross-licensing.  There can be territorial discussions17

that have to take place.  There can be international18

implications, particularly in the world we now all occupy19

today.  There are field of use kinds of restrictions.20

You may be interested in other products, as21

Earle said before, that have nothing to do with the22

standard under discussion.  It simply is not that simple23

to discuss licensing and to relate it only to royalties. 24

To do so just flies in the face of business reality.25
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MR. KATTAN:  I think I would agree to the1

extent that there is a problem that people identify in2

which -- in circumstances in which there may be a3

participant in the standard setting process who may be4

championing an alternative standard or indeed a5

proprietary standard and tries to hold up the process6

literally in a temporal sense, to delay the adoption of a7

standard by raising all sorts of technical objections and8

trying to slow down the process.9

Again, I don't necessarily see that as an10

antitrust issue, but it is a problem that people do11

encounter in standard setting.  That's one of the reasons12

that people sometimes tend to gravitate toward the SIGs13

that I talked about earlier, because those types of14

organizations tend to be less encumbered by the kind of15

procedure that would allow somebody to hold up the16

process.17

MR. THOMPSON:  I think it's, you know, similar18

to what Joe and Scott were talking about here.  I think a19

very real issue there -- and it's one of the reasons the20

consortia or SIGs, who you're talking to, came about, is21

a lot of times it's a way for a company to push its22

proprietary technology.  And in that situation, yes, it's23

very practical to talk about what the economics are going24

to be ahead of time.  Because you know where the IP is. 25
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This person has probably developed it and now they're1

trying to get in implementers of it to further that2

technology.  And everybody looks at it and says, is this3

a good business deal or not and understands what it is. 4

It makes sense in some of those environments to allow5

that.6

But what really happens in there is it's7

basically set from the beginning.  It's not a mutual8

discussion over what the price is going to be.  The9

company that's pitching in its technology is the one10

that's going to tell you what it's going to be.  You11

know, here's what I'm going to charge, and gee, everybody12

else, you know, I want to grantback or I want everybody13

else to be royalty-free, the way in practice most of14

those work today.15

And they work fairly well.  I mean, there's16

nothing wrong with that.  But that's already developed17

technology.  Most of the other standards -- and the18

reason I go back to the timing and not knowing what it is19

is you are developing the technology as you are20

developing the standard.  That's not the case in many of21

the proprietary systems.  22

MR. KATTAN:  I would just take exception to the23

notion that the SIGs involve proprietary technologies.  I24

think they encompass a wide variety of technologies, some25
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in the state of development, some of which have been1

developed.  But it's not a mechanism for just one company2

to push its agenda.  I don't think that's right.3

MR. THOMPSON:  There are several different4

types of those, and yes, there are SIGs that operate just5

like a more formal SDO, have similar policies and those6

are carefully negotiated policies.  I know because I7

negotiated about two of those a week.  On the other hand,8

you know, there are other consortia that are set up9

specifically to push proprietary technology, two10

different things.11

MR. PETERSON:  I want to say something about12

this complexity of license terms issue.  In this problem13

of licensing a patent that's essential to a standard,14

fairness among those who are going to participate in the15

marketplace, I think, is of particular concern.  And, at16

least, fees are a way to more readily make something, I17

think, fair or at least understand fairness.  The18

opportunity for -- although people may enter into very19

complex bilateral agreements when licensing patents20

generally -- when that's the way a patent is licensed --21

if that was the only way a patent was licensed for22

practice of a standard, there's all kinds of opportunity23

for anticompetitive effects to go relatively hidden in24

these other terms.  25
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I mean, so, for example, the grantbacks or non-1

assert provisions have very widely varying effects2

depending on the portfolios of the people that are3

signing up, whereas fees are something that at least are4

measurable and can be -- so, although I think, in5

general, licensing can be very complicated, I think that6

people should be free to enter into those complicated7

licenses.8

On the other hand, we should not assume that9

that's the kind of license which ought to be the baseline10

for the availability of a patent that's essential to a11

standard.12

MR. VISHNY:  But I can't imagine imposing the13

kind of license you think is proper or I think is proper,14

calling it a baseline and kind of limiting to either15

discussions or the activity.16

MR. SHAPIRO:  But I don't think anybody's17

talking about putting some sort of standardized form on18

these arrangements.  That's more a matter of identifying19

up front what the terms are going to be.  I think your20

point, Paul, that there's a whole variety of terms, just21

I think shows why that sort of fair, reasonable and non-22

discriminatory language is very vague.  23

I mean, what's non-discriminatory?  Is it non-24

discriminatory to require a broad grantback or cross-25
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license?  That makes a huge -- as you just pointed out,1

that's hugely different for one company versus another,2

depending on what they would have to give back.  3

What's non-discriminatory?  If you have a fixed4

fee versus a per unit fee?  Very large versus small5

companies?  What do we mean by that?  Reasonable, of6

course, there's not going to be any good benchmark for7

that.  Some patents are great and deserve a lot.  Others8

are minuscule.  You know, what's reasonable for one would9

not be reasonable for another.  10

So, I guess I'm partly echoing Joe's point that11

-- at least to an economist -- and believe me, I'm12

listening to you about how often these problems really13

surface.  I know cases where they are litigated and big14

disputes.  It just seems there's a lot of running room15

between different interpretations of fair, reasonable and16

non-discriminatory when we've got complex terms and17

conditions that are integral to the whole process.18

MR. FARRELL:  Let me say a couple of things,19

actually.  On the issue of complexity, I'm sure that's20

right.  It's not clear to me that -- I'm not sure if21

we're still meant to be discussing is there hold-up and22

how much or whether we've gone on to the other topics. 23

But if we're discussing is there hold-up and if so how24

much, it seems to me the core point is the extent to25
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which an IP holder acquires additional bargaining power1

through the SDO having completed its -- or gone a certain2

distance in its standard option process.  And the exact3

form in which that bargaining power is then exercised may4

not be tremendously important for the central point.5

But let me make a rather fundamental point6

about reasonable and non-discriminatory.  I mean, my7

instinct is much the same as Carl's, which is that it's8

going to be very difficult to specify even what that9

means.  But I also think my understanding, at least, of10

reasonable and non-discriminatory is that it's some kind11

of an attempt to put a cap on opportunism or hold-up. 12

But I think it's not so obvious that that's the effect13

it's always going to have.  14

Suppose you could define what reasonable and15

non-discriminatory means, or more precisely, suppose you16

could define what non-discriminatory means and you have a17

hard time saying what reasonable means.  It seems to me18

you would be flirting with what I would identify as the19

worst case for this kind of hold-up problem; namely,20

vigorous competition in implementation of any possible21

standard, so that the pass-through effect I was22

mentioning before is at its strongest.  Final demand for23

the standardized product, is inelastic; in other words,24

very little competition against the standard.  A slow and25
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cumbersome processes, for whatever reason, of adopting1

the standards so that escaping to something else might be2

difficult and not very tempting.  And a well-enforced,3

non-discrimination rule which contributes to this pass-4

through issue without a well-enforced royalty-free or --5

"reasonable" provision.6

And it seems to me that perspective says you're7

looking at something a little different from what I8

thought I heard Scott identify, which is there is an9

important issue of fairness among the intermediate good10

customers, the adopters of this technology who then11

compete downstream in the market.12

From a consumer point of view, the issue may13

not be so much parity or fairness among them as what's14

the pass-through, and the pass-through may actually be15

pretty strong where there's a lot of competition in16

implementation of the standard, and a lot of commonality17

in the marginal royalty rate.18

So, I wonder whether -- you know, we have been19

talking as if reasonable and non-discriminatory is our20

protection against problems, and the difficulty might be21

with its definition of enforcement.  That may be true. 22

It may be true some of the time.  I don't know how to23

think about this.  But I can certainly see a story in24

which it's actually part of the problem.25
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MS. GALBREATH:  Joe, I really appreciate all of1

your comments and they are ones that we are going to get2

back to.  But in the interim, I think what we would like3

to do is to get to the antitrust issues that really are4

the core of what we are looking at today, and then get5

the RAND issues at the end of our discussion.  So, I6

really do hope that we will get back to what you've said7

and get some comments and feedback on that.8

Before we get there, however, for this part of9

the discussion, we are going to try to assume that10

licensing hold-up exists, that a standard has been set,11

that it includes intellectual property, and that the12

potential for licensing hold-up, in whatever form it13

might come in, and, obviously, the fee issue is one of14

those forms, but Scott has alluded to other types of15

hold-ups as well in the licensing process.16

There are, obviously, mechanisms that could be17

used to deal with that hold-up, and among them are the ex18

ante discussions, multilateral discussion of terms within19

the organization.  We've heard in our previous hearings20

that a lot of bilateral discussions may be taking place21

outside of standards organizations.  What we're looking22

at here today is those multilateral licensing23

discussions.24

The question before us, then, is to what extent25
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should those ex ante, multilateral discussions be of1

concern from an antitrust point of view.  Obviously, as2

antitrust enforcers and as practitioners, our ears perk3

up a little bit when we hear about horizontal competitors4

or potential horizontal competitors discussing market5

terms, price, inputs, allocation of markets, that kind of6

thing. 7

Should per se rules apply?  Should the rule of8

reason be before us?  And what are the various pros and9

cons to the approaches that we should be taking to those10

issues as we are looking at what we think people should11

be doing in the organizations?12

So, with that, I'd like to throw the discussion13

really open to the panel, and if we could, first, for a14

moment, talk a bit about the potential for per se15

concern, if there is one. 16

MR. VISHNY:  Well, I certainly think there's a17

potential for a per se concern from a legal standpoint. 18

I mean, I see -- just because it's impossible to discuss19

one aspect without some reference to the other.  I20

remember a class I once took in theology when the21

professor said -- he broke down the problems that he saw22

in something in three forms.  He said there was a legal23

problem, there was a practical problem and there was a24

moral problem.  I'm totally incompetent to discuss the25
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moral problem about this, but I see both a legal problem1

and a practical problem.2

From the standpoint of an organization3

administering the standard setting process, I shudder to4

think that we would ask our working group chairs to try5

and define the rule of reason.  I don't know that there's6

any lawyer who would want to trust that to the people who7

chair our committees, not because they are incompetent8

people, not because they are unfair people, but because9

they are unskilled and not prepared for the task.10

Are there potential legal problems in a group11

of purchasers of technology coming together to discuss12

the terms on which they will purchase the technology? 13

You can also ask, is there any problem in any case where14

a group of purchasers come together in order to discuss15

the terms on which they will purchase a product?  Is16

there a difference between this product and every other17

product in life?  And I would suggest there is no18

necessary difference between this product.  It's19

different, of course, but I can't say that it is20

necessarily different from every other product in life. 21

I was thinking to myself that if buyers come22

together to discuss this, the buyers could come together23

and collude to fix the prices down, to lower the prices,24

to the harm of the producer, which might benefit the25
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consumer in terms of the pass-through of a lower price.1

But the buyers might come together and collude2

to fix prices higher and even agree on end product prices3

to the harm of consumer in that setting because the4

spillover effects are at least, I would suggest, as5

likely as any other effect.  Buyers could collude to6

exclude the best technology which may not be price-7

related, but certainly would be to the harm of consumers8

in a non-price way, and cross-licensing discussions, for9

example, where a group of buyers come together and talk10

about licensing of all kinds of, perhaps even11

competitive, technology could lead to a fixed agreement12

on the setting of prices for license technology as well. 13

In other words, the buyer's cartel, in a case like that,14

could be converted into a seller's cartel.15

I think there are those possibilities, at16

least, in this discussion.17

MR. KATTAN:  I think there's a fundamental18

difference between a buyer's cartel and a standard19

setting organization in that the act of the standard20

setting very often creates the demand for the technology,21

or if you want to call it product, that is being22

purchased, which demand otherwise might not exist at all.23

The incorporation of a technology into a24

standard can, at least in the context where there are25
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reasonable alternatives that are available to the1

standard setting body, create the demand for that product2

or for that patent.  And in that context, to talk about3

per se liability is to disregard the integrative effort4

that takes place in developing the standard and in5

creating the demand for the technology.6

I don't know if it's proper protocol, but Gail7

Levine wrote a wonderful article on B2B exchanges in8

which she discussed this very problem.  So, I don't think9

that it's appropriate to talk about per se liability when10

what you're effectively doing here is potentially11

creating market power that otherwise would not exist and12

then seeking to have a discussion that would constrain13

the market power that you've created.  14

Whether or not standards organizations take15

advantage of a more relaxed legal rule, I don't know.  I16

tend to think that most will not.  But they ought to have17

the opportunity to do so, at least in those circumstances18

where it's their actions that is -- their action that is19

creating the demand.20

MR. VISHNY:  I'm not trying to suggest that21

there is always a per se liability involved in any kind22

of a discussion and I'm not trying to say that there are23

always antitrust risks in every discussion, but I do say24

there are, at least, antitrust concerns in every25
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discussion because of the potential there for other kinds1

of discussion, as well, and other consequences.2

MR. FARRELL:  Well, I think there are a couple3

of things here.  I mean, one is a concern that if you4

stop telling the human participants in the standards5

organizations, don't discuss business matters, then maybe6

we'll get temptation to collude on prices downstream,7

maybe we'll get temptation to do various bad things8

because we're in this smoke-filled room.9

I personally am a bit skeptical of that.  I10

mean, it seems to me -- I don't see why it should be so11

much harder to tell participants -- instead of telling12

them don't talk about prices and business matters, tell13

them, don't talk about selling prices, don't talk about14

market allocation, talk about trying to implement the15

best technology available as cheaply as possible.  But,16

you know, that's a practical issue on which other people17

may have different opinions or more experience than me.  18

It seems to me then -- I kind of like Scott19

Peterson's discussion of the buyer monopsony issue.  The20

traditional monopsony issue of reducing the quantity21

through depressing the price seems to me probably doesn't22

arise.  Something that does arise, I think in principle,23

is under-rewarding -- the potential for under-rewarding24

the innovator of the best available technology by25



48

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

essentially executing a form of price squeeze and saying1

we'd like to adopt your best technology, but we'll give2

you a dollar for it rather than the X dollars that it's3

worth relative to the next best alternative.4

They could squeeze relative to the appropriate,5

that is, ex ante reward as well as relative to the6

inflated ex post opportunistic reward.  So, the question7

then becomes how likely is that kind of -- is that kind8

coordinated buyer opportunism?  I think it's hard to say.9

My instinct is probably not that likely partly10

because of this pass-through issue, which suggests that11

where you have competing producers acting as the12

negotiator on behalf of consumers, as it were, they have13

an incentive not to bargain necessarily all that hard. 14

But that's going to vary.  It seems to me in principle,15

this could be a concern.  It's going to be a question of16

trying to judge how often and how large a concern it is,17

relative to the other concerns.18

I mean, I don't think we should allow ourselves19

to stop with the observation that this could be a20

concern.  I think we have to try somehow to weigh it21

against the other concerns that we're talking about.22

MS. GALBREATH:  Scott?23

MR. PETERSON:  I think that people take cost24

into consideration when they're selecting standards all25
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the time.  I think it's routine to consider that this1

alternative will be more costly to implement than that2

alternative.  I think taking cost into consideration is3

commonplace.  However, this particular cost is one that4

is somehow specifically excluded from the discussion and5

consideration, and I find that curious and I think6

unhelpful to the end of selecting the right standard.  To7

suggest that people don't take cost into consideration, I8

think, that's just not my observation of the kinds of9

standards that I see.  10

I mean, it doesn't come in -- this is a case11

where the cost has particular kinds of business terms12

associated with it and, therefore, has gotten special13

treatment in the sense of being excluded from the14

discussion and otherwise, I just find it curious that15

it's excluded when, in fact, other costs are considered.16

MS. GALBREATH:  Scott, could I follow up on17

that and ask, is it in your experience, and the18

experience of the rest of the panelists, because the19

consideration of cost -- and by that I take it you mean20

all of the various terms and conditions of the license --21

is something that people are negotiating bilaterally or22

is it because costs are apparent as a part of the23

standard setting organization?  And is there a24

distinction between that and what we as antitrust25
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enforcers think about in terms of price where you're1

talking about price fixing?  Is that a distinction with a2

difference or not?3

MR. PETERSON:  I'm talking about the concern4

that one selecting the standard ought to have is how5

expensive is it going to be for them and others to6

implement this, and there are dollars that are associated7

with that.  I don't know what the term would be that one8

associates with that, okay?  9

So, I think of it as inputs to this, and I10

think of that as cost.  So, the costs associated with11

that are considerations.  You might have a standard that12

might require 10 times as many components and therefore,13

is more costly, and that's clearly contemplated in the14

consideration.  If you have, as Joe was mentioning15

earlier, the “choose me” opportunity where something was16

clearly put on the table with a, yes, there's a patent17

that's associated with this, the licensing terms will be18

the following, people could take that into consideration. 19

There is too little of that happening both20

because the information is generally not available21

because the discussion stops at RAND without any further22

detail, and to the extent that could play into the23

conversation that the participants have among themselves,24

there are, oftentimes, specific admonitions that they25
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should not take that into consideration.1

MR. THOMPSON:  I think there is nothing that2

prohibits somebody from making a unilateral declaration,3

here's what I'm willing to ante up my technology for.  4

MR. PETERSON:  I think there are forums in5

which that's specifically discouraged.6

MR. THOMPSON:  Yes.7

MR. PETERSON:  The aggressive participant,8

perhaps, could do so, but I think -- for example, the9

IEEE, I think, is very concerned about that and has10

resisted being even in receipt of detailed terms.  I11

recall an affair -- this was outside the U.S. -- but ECMA12

(phonetic), some specific experience with them where they13

didn't want to see these or have anything to do with14

them, notwithstanding the fact that the others who would15

be actively considering this as it came up for vote, this16

would be information that would be valuable to them.17

MR. THOMPSON:  I question the value of it, and18

it goes back to what I said earlier.  You know, you make19

a declaration, here's what my costs are, here's what I'm20

going to extract.  Well, that's not necessarily what your21

royalty is going to be.  There's all sorts of other terms22

in there.  It depends on who it is.  If the person has23

absolutely nothing to trade, yes, it may be an upper24

limit, but that also is not what -- if everybody thinks,25
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oh, okay, here's what this technology costs, that is also1

not true because you're liable to have four other people2

come knock on your door as well.3

So, from a practical standpoint, you know, that4

information does very little good for me.  I look at who5

is in that general area and I have to go look at -- you6

know, balance entire portfolios against whoever is there,7

what my costs might be, what's the potential for8

litigation, how strong do I think their patents are going9

to be, that kind of thing, and it all goes into a fairly10

complex modeling.11

MR. VISHNY:  I don't have the benefit of12

sitting in on working group meetings at TIA or anywhere13

else.  But from what I'm told, what I hear, is that14

discussions -- private discussions outside of the setting15

take place all the time, particularly when some16

disclosure, however preliminary, is made and a claim of17

IP, people sit and talk.  They want to know what's18

involved.  They approach them and they even begin their19

negotiations, which are sometimes concluded, sometimes20

not concluded because you can have applications pending,21

you don't know if a patent is going to issue.  There is22

so much that is unknown during the course of that23

process.  To treat it as if it were a conclusive24

arrangement at that point is, again, an impractical25
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thing.1

MR. PETERSON:  But do we want to foster that2

kind of behavior?  I'm not sure that that actually is3

more desirable.  That these private discussions among4

some of the individual participants is necessarily more5

pro-competitive than having some sort of discussion that6

a broader range of people can participate in.  I see all7

kinds of opportunity for participants to cut their8

private deals on the side, and that isn't necessarily9

desirable either.10

So, there are challenges associated with11

managing people's behavior.  I don't think that pressing12

the evaluation of this to bilateral discussions outside13

eliminates the problem.  I think it's susceptible of a14

different category of problems.15

MR. SHAPIRO:  It seems to me there's pretty16

clear consensus that there is a chill on these sort of17

discussions currently resulting from antitrust fears.  I18

mean, you said that people would faint in the room if19

they could talk about prices or commercial terms.  Okay,20

that's very chilly.21

I think that the agencies can really make a22

difference here by clarifying things so that that chill23

is not so broad or deep.  This, I think, kind of is going24

to trickle.  You know, if the agencies can say things25
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then these standard setting organizations can modify some1

of their rules which are, in turn, making companies very2

uneasy about engaging in these discussions, and tends to3

channel some of the discussion offline to bilateral4

rather than multilateral conversations, which raises a5

whole bunch of other tricky issues.  I tend to be with6

you, Scott, that I'd rather have it be up front where7

people say, look, here are my terms and conditions, you8

know, for the group.9

Now, okay, it is collective talking about --10

you know, you could worry about the buyer's cartel11

problem.  I guess I would not start there or with some12

sort of per se view, which I understand antitrust lawyers13

might tend to start with that, I would suggest a rather14

different approach which is presumption that the attempt15

to achieve lower costs is pro-competitive.  Okay, now16

there's probably ways to rebut that.  You know, I haven't17

thought through all these rules.  But that's very18

different than sort of a per se, you know, if you're19

talking about this stuff, that's a cartel, we end the20

inquiry, okay?  I mean, we're fundamentally talking about21

attempts to get lower costs and that's a good thing.  22

As Joe has pointed out, there may not be enough23

incentives in the system for the participants to do that24

because of pass-through issues.  So, we want to encourage25
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that and sort of a recognition and maybe statement from1

the agencies, yeah, lower costs, that's a good thing,2

that's pro-competitive and we do think those will tend to3

be passed through to final consumers who are ultimately4

kind of -- you know, who are interested in it.5

MS. LEVINE:  Carl, just a clarification6

question.  Are you talking about lower costs to the firms7

who are collectively buying the intellectual property?8

MR. SHAPIRO:  Yeah, lower costs ultimately to9

implement the standard and produce products, as a result,10

making sure there's no hold-up, that the royalty costs11

would be lower and, therefore, the marginal cost of the12

product is lower and hopefully downstream that will lead13

to lower consumer prices.14

So, I would start there and nowhere near sort15

of a per se rule when we're talking about trying to16

prevent hold-up.17

MS. GALBREATH:  Carl has brought us really to18

the point that we wanted to go next, which was the pro-19

competitive or potential pro-competitive aspects of this20

and to a point that Joe made a while ago about the pass-21

through.  The question that I would pose to the panel is22

if there are pro-competitive efficiencies from such23

negotiations, would those pro-competitive efficiencies be24

passed through to consumers?  And, how could we ensure25
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that they would be?1

We've talked a lot about the possibility of2

collusion in the last few minutes.  Obviously, the flip3

side of that is exclusion.  And so, to begin with, we've4

heard about how people do or don't participate.  I think5

that's an issue.  And then the issue of pass-through. 6

So, I'll throw it open to the panel.  Joe Kattan, I'll7

turn to you.8

MR. KATTAN:  Let me just say one thing about9

pass-through where I have to disagree with Joe and Carl. 10

Their position is royalties are passed through;11

therefore, companies don't have an incentive to complain12

because it's no skin off their back.  In fact, royalties13

are passed through by some companies and not by others14

because some companies that participate in standard15

setting, particularly in the semiconductor industry, have16

very broad cross-licenses.  They don't have to pay17

royalties on a standard where the patent is held by18

somebody with whom they have a cross-license.  Other19

companies don't and they have to pay royalties.  So,20

those companies do have an incentive to complain because21

their cost position, relative to people who are cross-22

licensed, is higher.  23

So, I think that there is something to be taken24

away.  I don't know how much, but there is something to25
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be taken away from the notion that complaints are not as1

frequent as one might suggest.2

Now, suppose if you had an antitrust rule that3

said that you are allowed, in the context of a standard4

setting, to discuss the terms under which patents would5

be licensed, or at least that there's a strong6

presumption that that's pro-competitive, is the position7

that Carl advocated and I tend to agree with, would it8

make a difference?9

I'm not convinced how big a difference it would10

make because I think some standard setting organizations11

are very, very comfortable having the antitrust12

restrictions.  13

If you look at the comments that were filed14

with regard to the FTC's Dell consent order, standard15

setting organizations said, oh, my God, are you, FTC,16

trying to impose on our process a duty of disclosure?  If17

you do that, it's going to drive away a lot of the18

companies that have IP.  So, if you give them that19

latitude to engage in discussions, to allow disclosures,20

indeed to require disclosures of IP positions, it is not21

clear to me how many will take advantage of it and what22

difference it will make.  But clearly to the extent that23

people do want to take advantage of it and have24

discussions that result in lower royalties, I think at25
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least in the context of the industries that I'm familiar1

with, you will have a pass-through to consumers because2

the entire semiconductor industry is built around selling3

you something that you already have.  By convincing you4

to buy something that you already have because the new5

version is just so much cooler.6

MR. THOMPSON:  Well, that's the PC industry.7

MR. KATTAN:  And price considerations drive8

everything.  I mean, that's why we see these $299 PCs.9

MR. THOMPSON:  Let me address the pass-through10

and the cross-licenses.  At the beginning this morning,11

when I was going through the history of where licensing12

had come from in TI, the situation that would be most13

analogous was in the pre-'85 time frame where everybody14

basically cross-licensed for very little money.  You15

know, the consumer benefitted greatly, or seemed to,16

until companies started going out of business because17

other people were coming in without having to have spent18

the R&D.  You know, yes, it's a new generation.  Yes,19

they have things to contribute in the future, but you20

lose a lot at the same time.  That was why there was a21

period after '85 where it was leveling off the field, and22

that's where royalties started being charged for that23

same technology.24

Yes, that got passed on to the consumer, but25
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the consumer benefitted because now even the people who1

wanted to now play in this field were desperately trying2

to make new inventions of their own so that they could3

bring their royalty levels back down and that actually4

encouraged innovation on both sides.  So, you know, the5

consumer, ultimately, benefitted.6

Technology hasn't stagnated.  That's the reason7

the PC industry can keep selling you a new computer every8

couple years.  Sorry, Scott.9

MS. GALBREATH:  Joe.10

MR. FARRELL:  I think the topic has come up a11

couple of times, but we haven't really focused on it. 12

There are two dichotomies in the way that royalty is --13

or terms, in general, for licensing might be negotiated. 14

One is ex ante versus ex post and the other is15

multilateral or joint negotiation versus bilateral16

negotiation.  The RAND rules seem to try to make it more17

multilateral and less bilateral.  The kind of first order18

concern about hold-up that at least some of us started19

out with suggests that there's a problem with doing it ex20

post multilaterally versus ex ante.21

The bilateral discussions that Scott was22

suggesting might be sometimes frowned upon and sometimes23

problematic are a way of doing it ex ante but24

bilaterally.  And it seems to me there are some real25
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questions, questions that I don't actually know the1

answer to.  What happens if you do bilateral ex ante2

negotiation?  Well, you don't have the hold-up problem3

due to the commitment or sunk costs.  You have this4

strange negotiation where presumably the parties who are5

perceived to be pivotal in the standards process get very6

good terms, and parties who are not perceived to be7

pivotal get much less good terms.  And then you have to8

think through, well, that generates some reward for the9

innovator and it generates perhaps a rather asymmetric or10

ex post lopsided market structure downstream.  Is that a11

good way of doing things?  It's not clear to me whether12

that's a good way of doing things.13

So, do you want to deal with those problems,14

which, as I said here, I don't really see how to analyze15

very convincingly, or do you want to deal with the16

problems generated by joint negotiation, in which case it17

seems to me again, you know, still sort of where we18

started.  Logic suggests that ex ante is kind of better19

than ex post to the extent that you can do it, and Earle,20

I'm sure, has a good point that it's hard, perhaps, to21

make these commitments, but you can try, and to the22

extent that it doesn't generate smoke-filled room23

problems or technology monopsony problems, which my24

inclination is not to worry too much about that, but I25
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could be wrong about that.1

MR. VISHNY:  I have one concern, I guess.  I2

realize it's very hard to explain and, perhaps,3

impossible to explain.  First of all, I think RAND rules4

tend to be -- give rise to bilateral discussions rather5

than multilateral.  RAND rules may impose on the6

discussions kind of a common culture, if you will.7

MR. FARRELL:  That's what I meant.8

MR. VISHNY:  But the discussions tend to be9

bilateral.  Secondly, there is -- I don't know if I can10

even define it, but there is reason, I think, to state11

that RAND rules impose a kind of culture over the entire12

standard setting process which works, and that the13

exclusion of commercial negotiations during the process14

itself also works.  At least that's the experience we15

certainly have at TIA.  16

The evidence that it works is the absence of17

problems because we have highly competitive companies. 18

We have companies who go at each other with great19

strength, with great vigor and with an awful lot of20

ambition, and that's justified and, in fact, it's what we21

want, I think, in our society and in our own culture.22

The RAND rules act as an inhibitor in the23

entire process of negotiations.  There is the feeling24

that somewhere out there there is somebody who can25
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ultimately judge the imposition of terms that might prove1

to be after the fact, if you will -- and that's what2

happens whenever you go to court, it's after the fact --3

that might prove you wrong.  I think it has its effect,4

which is shown in actual practice.5

Now, one can theorize that the actual practice6

doesn't disclose what is, in fact, taking place and that7

maybe something else is taking place, but that remains a8

maybe and not a certainty and a maybe which I think does9

not justify remedial action at this point.10

MR. SHAPIRO:  Well, are you saying you tend to11

prefer the R part of RAND without the ND?12

MR. VISHNY:  No, no, I prefer both.  But non-13

discriminatory, for example, doesn't mean sameness.  It14

doesn't mean without difference.  It means something else15

and I'm not sure I'm capable of defining it.  We often16

talk in life about not being able to define something but17

recognizing it when it exists.  That may be a foolish18

truism, but it sort of works.  I don't think we have19

problems with that. 20

I've seen people raise licensing issues that21

troubled me because I wondered whether they were22

reasonable or not reasonable, discriminatory or not23

discriminatory.  I mean, reasonable is one thing. 24

Discriminatory means somehow you discriminate between or25
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among different licensees.  When do you discriminate?  Is1

every difference a discrimination?  I think not.2

MR. KATTAN:  Let me throw a fire bomb.  If the3

multilateral discussion of price is an antitrust evil,4

why is it okay -- I guess I'm addressing this to Paul --5

to even agree that the price should be reasonable?  I6

mean, the Supreme Court said in Socony Vacuum that you7

can't even agree on reasonable prices.  8

So, once we start from the premise that it's9

okay to talk about some price, haven't we really crossed10

the threshold and made a decision that in the context of11

standard setting, in the context in which the demand for12

a patent may be the product of the collective decision-13

making, it ought to be permissible to discuss the price14

under which the patent will be licensed.15

MR. SHAPIRO:  Or you could point out since16

reasonable is so vague, it doesn't amount to anything.17

MR. FARRELL:  I think that raises a real18

concern.  If Paul doesn't quite know what reasonable and19

non-discriminatory means probably there are few, if any20

people, who really do know what it means.  But then21

wouldn't you necessarily expect either that the rule is22

having no effect or that there ought to be arguments all23

the time?  So, I'm puzzled about what's going on there.24

MR. VISHNY:  Of one thing I am certain and25
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that's the people who are negotiating for the1

establishment for the creation of a standard don't know2

what reasonable and non-discriminatory mean.  But I'm3

really trying to say, in other words, it's something that4

Earle said, and that is that the people who populate5

these committees are not the people who are skilled at or6

who carry on commercial negotiations and imposing that7

task on them is probably impossible.  8

At TIA, for example, we have an intellectual9

property working group that meets from time to time10

looking at our policies and our standards which are11

consistent with those of ANSI -- we try to keep them12

consistent, we think they are -- at all times.  But we13

come across a great deal of difficulty when we talk14

about: who is it who sits in the room?  What is it that15

that person knows?  What is it that that person is in 16

the position to disclose at any given time?  To what can17

that person commit?  And we have a great deal of18

difficulty in trying to find it.  I think that becomes19

even more complex when you go beyond the technological20

terms of the standard setting process and into the21

commercial terms.22

MR. THOMPSON:  One other point on is RAND an23

empty term and what is it you've really agreed to.  One24

thing I mentioned earlier is I'd much rather have a25
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patent that's not part of a standard, and it's because1

when I commit to RAND licensing, I just gave up my2

injunctive power for a while, and that's a big difference3

and a big lever.  I have to know what scope of commitment4

that I have made up front, and that's a very big deal. 5

That's one of the reasons I agreed every type of6

consortia, SIG agreement or whatever, to know what that7

scope is that I'm giving up potentially.8

MR. SHAPIRO:  I want to take exception, Paul. 9

I mean, it seems to me you said something about we10

shouldn't impose the requirement that people have to11

discuss these terms and conditions, and, Earle, you said,12

oh, it would be so costly because you'd have to send all13

these lawyers, I guess, are worth more than engineers or14

something like that.  I don't know exactly.15

MR. VISHNY:  You don't want to be so foolish as16

to send a bunch of lawyers.17

MR. SHAPIRO:  Well, fine, or licensing --18

business people who know about licensing.  I don't think19

anybody here is talking about imposing any such20

requirement.  We're talking about removing a bar or21

taking away a chill.  If all the companies say, look, I22

can't send the licensing people, they're busy doing other23

things, don't send them, nobody's making you send them. 24

We're just saying if you want to, and if you think it's25
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important, then you won't be prohibited from doing so.1

So, I think that's just a red herring.  I don't2

buy that at all.3

MR. VISHNY:  I think what you say is, if you4

want to, it won't be prohibited, provided you do it in a5

way that's not antitrusty, right?  Is that what you say? 6

Or do you say that if you want to, it's not prohibited7

and you can do it on any basis you want?  Is that what8

you say?  And if not, what do you say?  I have a lot of9

difficulty with that.10

MS. GALBREATH:  One thing that we discussed in11

the earlier session having to do with standards was the12

fact that some of the organizations that we're familiar13

with have gotten around to this question of RAND terms or14

licensing terms by really requiring a commitment to open15

or royalty-free licenses.  And I'm wondering if anybody16

has any comments about that as a fix to this problem.  I17

know it's one that we have explored, but is that18

something that we should be thinking about as we're19

throwing the rest of these issues into the mix?20

MR. FARRELL:  Well, I think that raises the21

technology monopsony concern much more sharply than ex22

ante negotiation, for example, would.  I also think that23

the way these things are often structured, they're as24

duties on member participants.  And to the extent that25
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that might create an incentive not to join, it seems like1

that could be a real concern.  2

Now, again, coming back to Carl's observation,3

nobody, I take it, is suggesting that that be a required4

rule for all SDOs.  So, if an SDO is very worried about5

non-participation, it might choose not to adopt a policy6

like that.  So, to some extent, that's self-regulating. 7

But I don't think we've really thought through the extent8

to which that's true.9

MR. KATTAN:  Let me disagree with Joe because I10

think he's beginning from a faulty factual premise.  The11

way that the organizations that provide for royalty-free12

licensing work is not by requiring members to commit up13

front to royalty-free licensing.  It is rather by14

agreeing that there will be a license, which will be15

royalty-free.  If you want to take advantage of the16

license and get a royalty-free license from all the other17

members who agree to sign that license, then you have to18

agree to give them a reciprocal license.  So, it doesn't19

create a monopsony problem, it gives you a choice.  What20

is more valuable to me?  Getting a royalty-free license21

from everybody else or paying everybody else the22

royalties that they may ask for and at the same time23

charging royalties for my patents.  So, it's24

fundamentally different from the kind of hold-up that I25
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think Joe is talking about.1

MR. THOMPSON:  I would have to strongly2

disagree.  There are some organizations that operate that3

way.  The vast majority of them do not operate that way,4

that are royalty-free.  It is a commitment the day you5

sign that thing that any patents you have will be6

royalty-free.  In some cases it goes so far as to give a7

third party the right to license your patents for you,8

and that's a particular problem.  9

In my corporation, we have certain policies and10

procedures and that kind of group requires very, very11

high level signatures within the management chain.  I see12

those.  I've got one on my desk right now I'm writing the13

routing memo for.  So, it is not just the ones that say,14

gee, if you want to participate and enjoy the fruits of15

this at the end of the day, then you need to grant the16

license.  Most of the ones I see start from the very17

beginning.18

MS. LEVINE:  Joe -- 19

MR. SHAPIRO:  I don't understand the20

difference.  If everybody says they'll be royalty-free,21

then it's reciprocal anyhow.  So, it just seems -- I'm22

not sure where we're going here.  Plus by the way, Joe,23

if I think I've got really cool stuff and you guys don't24

have much, it's still a big concession, perhaps, to say25
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I'll offer my royalty for your piece of whatever, may 1

not appeal to me much.  So, it's not symmetric,2

necessarily, if we start with different technology3

positions.4

MR. KATTAN:  But if you think that your5

technology position is better than that of everybody else6

and the value of what you're getting in return from7

everybody else is not as great as what you've got to8

offer, you don't sign.  It's not an agreement that says9

you must license your IP on royalty-free terms.  It just10

says, if you want to get a royalty-free license from11

everybody else, you've got to cross-license them on12

reciprocal terms.13

MR. SHAPIRO:  I guess it would be helpful if14

you could participate without signing.  That's a15

question, whether you can't even participate, then you've16

got a stronger situation where even to come to the table,17

you have to give up any claims.  That gets more into the18

-- that's the area where, I think, as Joe said, you might19

really worry about monopsony power.20

MR. FARRELL:  Well, I think that was the ETSI21

story and I think I hear Earle saying that's not22

uncommon.23

MR. THOMPSON:  That is not uncommon in the24

industry.  There are frequently -- even if you want to25
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just hear what's going on, you have to agree that it will1

be a royalty-free license.  2

MR. KATTAN:  So -- 3

MR. THOMPSON:  Where you really get a problem4

is in the -- sometimes what you will see being set up is5

that that is, for all practical purposes, the buyer of6

the technology, who may actually have developed something7

there, but they are the ultimate buyer, it's setting up a8

consortia or whatever, and if you want to participate in9

this in order to sell to this buyer, you are agreeing10

that it's going to be a royalty-free.  That lowers the11

buyer's costs significantly.12

Now, what does it do as far as whether or not13

you participate in it?  You have to make a decision at14

that point, are you going to want that business and is15

giving up your IP worth it?  In some cases, the answer16

will be yes.  It's a business call.  But that situation17

does very much exist.18

MR. PETERSON:  So, I think that this idea of19

royalty-free licensing is, in fact, implemented in a lot20

of different ways, as is illustrated here.  21

MS. GALBREATH:  I think so.22

MR. PETERSON:  And that's my experience, that23

it actually is implemented in a variety of different24

ways.  I don't think it is a solution to anything in25
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particular.  There is the concept of we would like maybe1

to have free licenses here as something that might become2

implemented in some kind of a larger plan or policy.  It3

can be implemented in a variety of different ways.  Its4

utility, I think, varies quite radically from technology5

or type of standard to another. 6

So, I think there are some for which the7

likelihood that there is an essential patent that you --8

or a patent to which the standard really would need to9

have a license for some reason, there's some standards10

for which that's a much lower probability than others,11

and for some, where this patent landscape is loosely12

populated, shall we say, in the sense of likelihood of13

patents that you're really going to need to be essential,14

you have a higher -- that would be one indication that15

maybe there's a higher probability that you should strive16

for something that is actually RF because in a sense what17

you're doing is you're trying to look possibly for the18

unpatented solution or if there are patented solutions,19

if it turns out that there are unpatented alternatives,20

it may be that the proponent of that may be just as happy21

to grant a free license.22

So, I think there are some patent situations,23

there are some kinds of technologies where it plays a24

very useful role and people focus on it, and yet, there25
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are others where that makes no sense at all.  You truly1

want to compensate the patent holders and foster2

innovation in that way, but it depends on the technology3

as to the role that it plays in the standard.4

MS. GALBREATH:  We are closely approaching what5

will be the end of our time, and so I'd like to focus us6

back to a couple of issues as we end the morning.  One of7

those has to do with the question of whether ex ante8

discussion would really chill innovation.  We've touched9

on that and I'm wondering, given the range of opinion10

here, if the antitrust agencies were to give some kind of11

guidance in some form or another and ex ante licensing12

terms were more actively discussed, would that chill13

participation in standard setting organizations or chill14

innovation by people who might otherwise give their15

technology over to a standard?16

So, if we could go there.  And then after that,17

we should really proceed to the question of reasonable18

and non-discriminatory and spend a little bit of time19

there before we end the morning.20

MR. FARRELL:  A quick attempt at an answer to21

your question, Carolyn.  So, Earle's view is that ex ante22

negotiations are pretty much meaningless because there's23

no way to make a commitment.  I assume that sometimes,24

maybe often is true.  But in those cases, of course, it25
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doesn't really matter what rule you have because if you1

have a rule that says they're forbidden, it has the same2

consequences as if you have a rule that says they're3

allowed, if they are meaningless.4

So, we've got to focus on the cases where it5

does mean something.  It seems to me then, in terms of6

the framework that Scott laid out in his written7

submission and that Carl and I have talked about, and8

others have talked about, ex ante makes good sense9

provided -- and now this is sort of using the stripped10

down economic theory of the situation -- provided that11

the standards body doesn't take an aggressive negotiating12

position, but rather says, let's ex ante compare the13

terms that are being offered by the different technology14

proponents and we'll choose the best one.  That way, the15

technology proponent with the best technology can get to16

choose a RAND corresponding to its technological17

advantage which is, broadly speaking, the right reward18

for that innovation.19

Now, whether there's a good way to implement20

that in practical terms without allowing too much -- and21

maybe it's not an issue but maybe it is an issue --22

without allowing too much of the, well, we're the23

standards body, we have the power, we'll give you a24

dollar for your patented technology.  It seems to me25
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that's the core issue.  1

And then a much deeper question, which has been2

raised several times, I raised a few minutes ago, again,3

what's the real interplay between ex ante versus ex post4

and the coordinated versus bilateral discussions?  I5

think that one is really a hard question scientifically,6

as well as policy-wise.7

MR. KATTAN:  It seems to me that if you allow8

ex ante discussions, the market is pretty much going to9

decide whether that's an efficient solution or not, in10

that if it is an efficient solution people will use it11

and those who feel that they're not getting sufficient12

value for their IP will make what Earle said was a13

business decision whether or not to participate.14

Obviously, if companies choose not to15

participate, standard setting organizations will not make16

use of the freedom that they are given because they will17

see that it's causing key players to avoid participation18

in the process and actually creating a situation which19

there's less information rather than more information. 20

To the extent that it delays their deliberations because21

people get hung up talking about price rather than22

technology, again, the organizations will have to make a23

choice, is this the path in which we want to go?24

So, I think if you allow people to do what, I25
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think, many around this table agree is desirable, the1

market will pretty much decide whether that's an2

efficient solution.  And it may not be a one-size fits3

all solution, it may be a solution that works for some4

standard setting, it doesn't work for others.  My gut5

feeling is that in the overwhelming of cases, the SSOs6

will choose not to make use of the freedom that they're7

given if you lift the antitrust restrictions.  But to the8

extent that some do and it results in negotiated9

royalties, I think that's all for the good.10

MS. GALBREATH:  Certainly, from the rule of11

reason perspective we look for innovation enhancement or12

some kind of efficiencies that are passed on to13

consumers, and so, those obviously would be things that14

we would be interested in hearing more about as we go on15

and finish up the morning.16

We should turn now to what reasonable and non-17

discriminatory means.  We've had a little bit of a18

preface to that and I'd like to go back there for a few19

minutes.  In particular, I noted that in the recent20

Microsoft decision that we, at least, had one or two21

lines from the judge who indicated that reasonableness is22

an objective standard, a quotation from a Supreme Court23

case from 1992.  24

I'm wondering if that is the case or if that's25
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the consensus around this table, that reasonableness is1

an objective standard, and if it is, what would be the2

indicia of reasonableness if we're looking at RAND?  And3

then going to the flipside of that, what does non-4

discriminatory mean?5

MR. SHAPIRO:  Well, far be it from me to6

overturn the Supreme Court, but come on.  Would you agree7

to buy a house and we'll figure out the reasonable terms8

later after we move in?  I mean, it just doesn't work,9

okay?10

Now, it may work because of reputation or it11

may work because in some cases there are a lot of close12

examples that give a clear benchmark, but it's -- I don't13

know what objective means.  I mean, to the economist,14

it's just asking for trouble, I guess, put it that way.  15

Now, again, I'm hearing -- you know, there's16

some, I guess, lack of -- we're not sure how often this17

is really a problem.  We've heard that there's not a lot18

of big complaints.  We know there are some number of19

cases where it really gets litigated and it's a big20

dispute.  I know that from personal experience.  Other21

people do, too.  But, you know, lawyers may like the term22

"reasonable," but I think economists less so.23

Non-discriminatory -- I mean, I mentioned this24

earlier, maybe I'll slightly repeat myself.  You know,25
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it's really not clear what that means.  That's something1

we're more familiar with in terms of, you know, price2

discrimination and, you know, I've seen situations where3

the small companies, the small licensees or producers4

will say, well, you know, it's really discriminatory that5

everybody pays the same fixed fee because I don't spread6

that out over very many units.  Of course, the big guys7

say, well, it's really discriminatory I have to pay more8

in total because it's per unit.  So, what do we mean9

there?10

Again, grantbacks -- and this does not just11

come up in standard setting.  It was discriminatory to12

ask everybody to give some sort of cross-license for13

stuff that reads on the standard when some people have a14

lot of IP, other people don't.  15

I'm not going to give you some definition. 16

There are economic definitions of discrimination.  My17

point is simpler, which is, these terms don't have enough18

precision unless we either -- specific standard setting19

bodies define them.  I don't think we should be defining20

them uniformly for all standard setting organizations. 21

But, we should allow them to do so themselves so they're22

meaningful in a context that works within the companies23

and technologies with which they deal.24

MR. VISHNY:  Well, I'm burdened by the fact25
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that I'm a lawyer.  But, you know, when something like1

the U.N. convention and the International Sale of Goods2

or other codes say that if two parties to a transaction3

fail to set a price, it should be a reasonable price, and4

the world manages to live with that.  Not only judges,5

but business people manage to live with that.  They know6

there is potential for conflict, but they manage to live7

with it.  8

Is it therefore necessary to define it with9

precision?  I think not.  I think there is good policy10

behind the acceptance of the word "reasonable" in certain11

settings.  And I can understand why an economist would12

have difficulty with it.  It lacks a certain precision13

clearly.  But it's used and it's used by reference to14

community standards, to standards in an industry, to the15

going rate, if you will, to how something is traded at a16

particular time on the market.  But it can ultimately be17

defined.  18

Do I think an agency should define it?  I19

really think not because I think what is reasonable and20

what is not reasonable will vary in many cases in many21

different ways.22

MR. SHAPIRO:  I agree with that.23

MR. VISHNY:  Good.  24

MR. SHAPIRO:  We have an agreement on the25
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panel?1

MR. VISHNY:  I understand the difficulty.2

MR. PETERSON:  The example that you gave,3

though, about the use of reasonableness, that's an4

exception case.  That's applying this loose term in the5

case of exceptions.  Here, we're talking about6

reasonableness as being the way that business is done and7

I think that that's quite different.8

MR. VISHNY:  I think it's not more exceptional9

than the way business is done because we've had as little10

trouble with it in the standard setting arena than we11

have in other commercial transactions.12

MR. FARRELL:  But aren't we talking here not13

about whether reasonable sometimes work, but about14

whether it would be okay for a set of parties to a15

transaction to define things more precisely?  And if you16

look at the world of ordinary commerce, sometimes people17

will leave prices undefined, but very often they will18

nail down exactly what the price is.  I think we're19

talking here about whether it's okay for people in this20

context to do that, not about whether reasonable ever21

works.22

MR. VISHNY:  I don't think I would want to say23

that it's never okay for people to sit down and do that. 24

I don't even believe that that's the issue.  I think I25
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would support, in our context, in the standard setting1

with which I'm familiar, I would strongly support the2

rule that we have because anything else is so highly3

unworkable and impractical in that setting.  I can't4

speak for others.5

MR. KATTAN:  You know, to my knowledge, there6

have been only two cases in which a company has sued7

somebody and said, you promised to license me under8

reasonable and non-discriminatory terms and your terms9

are unreasonable.  There could be two possibilities here,10

maybe more than two, but then I'm not sure which they11

are.  12

One is that the term "reasonable" works13

reasonably well and that's why people haven't taken a14

shot at suing somebody, or at least asserting it as a15

defense, you know, an estoppel defense.16

The other possibility is that the term is just17

so amorphous and has such wide latitude that people say18

it's not worth my time.  And I'm not sure which it is,19

but the paucity of lawsuits that have been brought,20

particularly given that one of them was quite successful,21

suggests to me that maybe the problem is not as pervasive22

as one might think.23

MR. THOMPSON:  I have to agree with that, also. 24

I don't think the problem is very pervasive.  If a25
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royalty, at some point, is not considered reasonable by a1

company, they make a choice at that point, you know, from2

a practical standpoint.  They decide, okay, I won't be in3

this business or I will pay the price today and find some4

way of getting it down in the future or changing the5

standard, and that happens a fair bit.  You find6

standards come and go over time for a variety of reasons,7

not necessarily because it's better but because the cost8

of implementing it because of the royalty may have been9

higher.  That's where a lot of these special interest10

groups that Joe has talked about come from.11

You have competing things right now.  For your12

wireless laptops, you know, there's about four or five13

different competing standards.  Each one of those would14

work.  Which one will win in the end?  I don't know.  But15

some of that is based on the royalty rate, some of it's16

based on the implementations.17

I don't really think that, you know, while RAND18

is a very uncomfortable sound in many respects, in19

practice, it hasn't worked out to be that big a problem.20

MS. GALBREATH:  Before we finish what I'd like21

to do is turn it over to the panel and if they have any22

questions of one another, it would be a good time to get23

those questions out, and I guess lacking that, what we24

would like to do is go around and give each of our25
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panelists an opportunity just to sum up what they feel1

have been the most important and salient points of the2

morning.3

MR. KATTAN:  Let me just raise one question4

because I see Danny Weitzner in the room.  His5

organization has a policy, as I understand it, that says6

we're not going to incorporate anything that's patented7

into a standard, and that's, in a sense, a policy that8

says we're not going to pay anything for a technology9

even if that technology has merit.  I think that people10

are generally comfortable that that policy, which if I11

wanted to use pejorative antitrust terms I could come up12

with terms like "boycott" and whatever, it's a reasonable13

one.  14

And I've never heard a suggestion that that15

kind of policy -- if we're going to try to go for the16

lowest cost alternative, which means we're not going to17

take anything which is patented, is a reasonable one.18

MR. FARRELL:  What was -- I think the ASSE case19

said that wasn't reasonable.20

MR. KATTAN:  Well, no.  What the ASSE cases21

basically said is that if you have a policy that doesn't22

enable somebody to comply with a standard because -- the23

ASSE case was an exclusion case rather than a collusion24

case.  It was not a compatibility standard.  Somebody25
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said, I want my product to be certified as safe, and the1

ASSE said, we're sorry, you have a patent on it, we're2

not going to certify it.  That was exclusion, not3

collusion.4

MR. VISHNY:  But it's still an antitrust5

concern, the exclusion, or can be.6

MR. KATTAN:  Yes.  But the context of those7

organizations that say we are trying to adopt8

compatibility standards, which is really what we've been9

talking about today rather than safety standards that do10

not require us to pay any royalties.  So, if anybody's11

got a patent, we're not interested unless we can have it12

for free.  Is that a problem?  I don't think anybody --13

well, I guess I'll pose it as a question.  Does anybody14

think that's a problem?  I don't, and if that's not a15

problem, then why is it that discussing the terms under16

which you would license becomes a problem?17

MR. WEITZNER:  Could I, just for the record,18

say we are considering such a policy.  We have not yet19

finally adopted such a policy.  But thank you for raising20

the question.21

MS. LEVINE:  For the record, that speaker was22

Danny Weitzner of the W3C.23

MS. GALBREATH:  Do any of our panelists have24

anything more to say about that?25
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(No response.)1

MS. GALBREATH:  Then, perhaps, Scott, if you2

would like to begin summing up and we'll just let people3

go in whatever order they wish.4

MR. PETERSON:  I just have one, not really a5

sum-up, but sort of one point to make, and that is we've6

struggled a little over what's reasonable, what would be7

discriminatory and so forth, and also, what's the8

likelihood that there will actually be pass-throughs to9

customers, what's the likelihood that there will be some10

collusive effect that will result in agreement on larger11

fees that ultimately get passed through.12

In my view, the best way to attack all of these13

nettlesome problems is to have broader participation in14

the group that is looking at and considering and involved15

in these licensing negotiations or whatever the process16

is.  The broader participation will likely shed light on17

what is or isn't discriminatory because you will have18

those people potentially at the table raising the19

concerns about whether, in this context, that kind of an20

arrangement is going to have a terrible effect on some21

particular participant.  22

The pass-through -- we were talking earlier23

about the difference between perhaps the established24

players and those who may be new entrants or sitting out25
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on the fringe, and those are the ones whose participation1

can work to cause the collective result to be a better2

one than might otherwise have been.  So, exposure to this3

broader audience, shedding light on it in a collective4

sense rather than having it go on in a more ad hoc5

fashion, I think, has benefits for a number of the6

different troublesome issues that we've been talking7

about.8

MR. SHAPIRO:  I guess I do come out after our9

discussion this morning really continuing to believe10

strongly that it's desirable to kind of shed sunlight on11

these processes and let people know what they're getting12

into when they're picking a technology so they can manage13

their costs, which we know is important, not to impose14

any rules on particular standard setting organizations,15

but to give them the latitude and variety.  Various forms16

will arise and, hopefully, the agencies can do something,17

again, to remove that antitrust chill.18

Now, how big a problem is it?  I mean, that's19

been lurking here all along.  I guess my view is I don't20

really know.  I mean, I hear people who are very21

experienced saying it's not a real common problem.  It22

clearly comes up sometimes.  I don't see any reason not23

to clarify things so we can avoid whatever the number of24

cases are where people have been deterred or chilled from25
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talking about these things and problems have arisen.1

I guess in that sense, I would draw a parallel2

to the discussion 10, 15 years ago about cooperative3

research ventures, and there was this long discussion,4

gee, are the antitrust laws preventing people from5

getting together and doing cooperative R&D, and some6

people said it wasn't a problem, other people said it was7

a problem and per se, and legislation was passed and I8

don't know that it made a big difference, but it seemed9

to me it helped because to the extent people were worried10

about it unnecessarily, those concerns were alleviated. 11

And we could do something similar here to let people have12

these discussions if they choose to do so.13

MR. THOMPSON:  Going back to basically the last14

question which was, you know, is there a chilling effect15

by having this.  Probably the answer is, at the moment,16

would be no.  If you were allowing ex ante discussions,17

is there a chilling effect on it?  Maybe not.  But by the18

same token, there may be.  And the reason why there may19

be is that, you know, from a corporate standpoint, I'm20

not wanting to have my engineers going in there.  21

Now, as Carl had said, well, it's your choice,22

you either make the decision you can go do that or not,23

well, very quickly, it then becomes, well, we're not even24

going to let you in the committee until you tell us25
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everything that's going on and you get sort of an1

inherent peer pressure there where all of a sudden,2

whether you like it or not, you're going to find out that3

your people are there and you're going to have to do that4

or you're not going to play in the business at all.  That5

is what bothers me.6

At some point, you know, it's either going to7

add to my cost, which, by the way, gets passed on to the8

consumer at some point, or it's going to be we don't9

participate in certain groups.  To me, it's a major10

longer term concern and I'm not sure if the thing that11

we're trying to fix, which doesn't seem to be a real12

problem, is worth presenting another problem down the13

road.14

MR. VISHNY:  I'm grateful for the opportunity15

by way of being able to come here and exchange views.  I,16

myself, have learned a lot and it's important to learn17

where you differ, obviously, and why.  18

I think from our standpoint -- you know,19

there's the old joke that -- it's not a joke, that if it20

ain't broke, don't fix it.  I don't accept that because21

obviously something not broken can be improved upon,22

whether or not it needs fixing.  I don't see that23

allowing ex ante discussions in the context of our24

standards development groups will improve anything or fix25
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anything.  1

I think the process works, it works well, it2

works as efficiently as human beings can work.  I3

acknowledge that we have delays.  I don't think the4

delays, in general, are related to the problem we've been5

discussing at all.  Unfortunately, they're there, but not6

because of this.7

Also, I would not be in favor of a statement8

that any discussion is automatically a violation of the9

antitrust rule and exposes you to risk.  I don't think10

that's necessarily true, but I wouldn't be willing, in11

advance, to lay down the precise circumstances under12

which it would and would not.  I think that's a call13

that's exceedingly difficult and one which the judges14

might not accept some day, and after all, they will have15

the final say.16

MR. KATTAN:  I think it's important to17

emphasize a point that Carl made earlier, which is we're18

not talking about imposing anything on standard setting19

organizations.  What we're talking about is giving them20

freedom to make a decision as to whether to allow21

discussions of licensing terms.  Some undoubtedly will22

decide not to.  Others might decide to do that and if23

they see people like Earle walking out, decide that24

that's too high a cost to pay, I think the market is25
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going to sort that out.1

Now, the point that Paul made about judges, I2

think, is an important one because it really speaks to3

how big a difference you can make.  I would certainly4

agree with Carl that the rule that you ought to5

articulate is one that says rule of reason with some kind6

of presumption that ex ante discussions are legitimate7

and pro-competitive.  Whether that makes a difference, I8

don't know.9

Scott's company was involved in a case that was10

a rule of reason case, Addamax v. Open Software11

Foundation, that case lasted -- 12

MR. PETERSON:  Multiple times.13

MR. KATTAN:  And that case lasted how many14

years, Scott?  Five or six years, and the cost of -- 15

MR. PETERSON:  The residue goes on to this day.16

MR. KATTAN:  So, the fear of being embroiled17

even in a rule of reason case, I think, is there. 18

Certainly those companies that don't want to have the19

discussions take place, for whatever reason, maybe they20

are more -- their IP halves who would like to collect21

more royalties, are going to play into that fear.22

So, you can make a difference, I'm just not23

sure how big a difference you can make.24

MS. GALBREATH:  Joe?25
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MR. FARRELL:  Well, I think I've actually made1

my main points in the course of our discussion.  I mean,2

I think analytically we need to distinguish carefully,3

perhaps more carefully than we always have, between ex4

ante versus ex post and bilateral versus multilateral5

discussions, and the role of RAND in that as imposing6

some, perhaps, nebulous degree of uniformity, which I7

take to be somewhat akin to multilateral or joint8

negotiations, is a bit of a mystery.  What will happen if9

you allow or have primarily ex ante but primarily10

bilateral discussions?  Perhaps we already have that.  11

One would expect to find some parties have very12

advantageous deals and other parties having less13

advantageous deals.  Is that a good outcome, is that a14

bad outcome?  I think that's going to depend on some15

features of the market that may be difficult to see.  16

And this pass-through issue strikes me as17

perhaps a pretty big one or sometimes probably a pretty18

big one which says that the participants, the direct19

technology buyers, may not actually be functioning very20

well as agents for the end user.  Obviously, one can21

overstate that.  I entirely take Joe's point that if22

there are some people with royalty-free cross-licenses,23

then that point gets a lot weaker.24

So, it seems to me those are the main things25
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that come out.  I can also offer to finish it up on a1

lighter note, if you'd like that.  But people should2

probably say their serious things first.3

MS. GALBREATH:  Well, I will just say thank you4

to all the panelists this morning for taking the time in5

coming and I will let you have the last word.6

MR. FARRELL:  Okay.  Well, we've been 7

talking -- I've noticed that nobody has used the term,8

but I think at some level we've been talking about9

submarine patents and the like, and there's actually a10

dispute which is perhaps illuminated by thinking about11

the word "submarine."  Those of you who know me well know12

that I enjoy messing around with words.  So, I'd like to13

just take a minute to take a look at the word "submarine"14

in a slightly unusual way.15

Now, if you look at the word "submarine" it's16

obvious that the last three letters are just kind of a17

suffix, so I think we can dispense with those.  Now, what18

are we left with?  We're left with this rather strange-19

looking word "submar" and sometimes in this kind of20

endeavor when you can't make a lot of sense out of21

something, it helps to look at it the other way around.22

So, let's look at it the other way around.23

(Laughter.)24

MR. FARRELL:  Coincidence?  I think so.25
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(Laughter.)1

MS. GALBREATH:  Thank you all very much for2

coming and participating with us this morning, and join3

us again this afternoon at 2:00, please.4

(Whereupon, at 11:46 a.m., the morning session5

was concluded.)6
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AFTERNOON SESSION1

(2:00 p.m.)2

MR. SCHEFFMAN:  Welcome.  This is the final3

session of the FTC-DOJ hearings on Competition and4

Intellectual Property Law and Policy in a Knowledge-Based5

Economy.  I'm David Scheffman from the Bureau of6

Economics.  I'm joined by Frances Marshall from DOJ, Gail7

Levine and Sarah Mathias from the FTC Office of General8

Counsel.9

Let me say, since I've done no work at all in10

these hearings other than appear in this thing, the11

people who did this at the FTC and DOJ really deserve a12

tremendous amount of credit.  This is probably the most13

important set of hearings that have ever occurred on this14

topic that are available, as they are transcribed, on the15

web page.  It's greatly contributed to learning, in16

general, and to those of us enforcers and practitioners.  17

So, this is the end of a process that began18

nine months ago.  There, of course, will be a report19

sometime next year which will be a lot of work, again, by20

these people to put together and synthesize what we've21

learned from the hearings.22

For today's panelists, I want to compliment,23

also, the panelists today and all the other panelists24

that have contributed to these hearings, which obviously25
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have been the critical sub-stand of input.  There are1

biographies available for the people.  I'm sure the2

audience knows all the people, but I'll give them a short3

bio.  4

Michelle Burtis is a Director with the5

consulting company, LECG, and the firm's Practice6

Director for Mergers and Acquisitions.  Her practices7

include consulting and litigation experience in antitrust8

and intellectual property issues.9

Joe Farrell, of course, is Professor of10

Economics at UC, Berkeley.  He's also Chair of the11

Competition Policy Center and Affiliate Professor of12

Business.  Of course, Joe was one of the many alumni of13

the DOJ and FTC here as former Deputy Assistant Attorney14

General for DOJ.15

Jeffery Fromm has practiced as an IP attorney16

for over 20 years with a focus on computing and imaging17

technologies over the last several years.  In August of18

this year, he retired from H-P and is now in private19

practice.  Jeff has a long-running involvement with20

intellectual property issues that arise in open systems21

and consortia, clearly a very important issue for the22

discussion today, and frequently advises on strategic23

alliances, acquisitions and spin-offs.24

Mike McFalls is an associate at Jones, Day,25
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where he focuses on antitrust issues, on merger and non-1

merger matters, and biotech, pharmaceuticals,2

diagnostics, defense, consumer products, and other3

matters.  Mike is an alum of the FTC where he was in the4

Office of Policy Planning in 1997 to 2000 and also was an5

Attorney Advisory to FTC Chairman Bob Pitofsky.6

Barbara McGarey serves as Chief Counsel to the7

NIH, the National Institutes of Health.  Barbara has8

extensive legal expertise on the funding and regulation9

of the biomedical research enterprise, having served as10

General Counsel to the NIH Foundation, Deputy Director of11

the NIH Office of Technology Transfer, and as a litigator12

with the Department of Justice representing the U.S. Food13

and Drug Administration.14

Janusz Ordover, of course, is Professor of15

Economics and former Director of the Masters in Economics16

Program at NYU.  Janusz is yet another alum former Deputy17

Assistant Attorney General for Economics in the Antitrust18

Division.19

Rick Rule is a partner at Fried, Frank and head20

of the firm's antitrust practice.  Rick's practice21

focuses on providing antitrust advice, structuring joint22

ventures, representing corporations before DOJ and FTC in23

the EU.  Rick, of course, was Assistant Attorney General24

at the Department of Antitrust at the Department of25
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Justice.1

Carl Shapiro is Transamerica Professor of2

Business Strategy at the Haas School of Business at UC,3

Berkeley, Senior Consultant to CRA, Charles River4

Associates.  Carl, of course, was also a Deputy Assistant5

Attorney General for Economics for the Department of6

Justice.7

The agenda in these final panels are to clarify8

some issues that have arisen earlier in the hearings. 9

So, it will be questions asked by the people at the table10

here and interchange and discussion by the panelists.  As11

a procedural matter, at least what we'll start -- see how12

well-behaved you are, but we'd encourage you to turn your13

-- we'd say tent, but turn your name thing on its end if14

you want to speak, and then we'll see whether that's15

really necessary or not.16

We're going to discuss four general topics17

today, portfolio cross-licensing, grantbacks and non-18

assertion clauses, reach-through licensing agreements,19

and issues related to non-vertically integrated IP20

holders.21

So, I'm going to start with some general22

questions about portfolio cross-licensing and I'm23

interested in this general issue on all the topics, which24

is, definitionally, what is it we're talking about, which25
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is not so ambiguous in portfolio cross-licensing, but is1

in some of these others, we'll see if we have agreement2

on what it is we're actually talking about3

definitionally, and then what is the business purpose of4

the practices we're talking about and what do we know5

about the usage of such practices.6

So, starting out with portfolio cross-7

licensing, I put to the panel:  what is the business8

purpose behind portfolio cross-licensing?  In what sort9

of industries does this practice arise?  Is this practice10

becoming more or less common?  Does it occur between11

vertically integrated firms, between rivals?  That's the12

questions I would put to the panel to start off talking13

about portfolio cross-licensing.  So, who would like to14

begin addressing these general issues?15

Carl, since you've written about these issues,16

do you want to start?17

MR. SHAPIRO:  Well, sure.  First off, I think18

it's -- in part, I think there's a pretty clear consensus19

or understanding that portfolio cross-licenses are widely20

used in certain industries, semiconductors, perhaps,21

being the best example.22

Just to define it and make sure we know what23

we're talking about then, you know, particularly between24

some of the large companies in that industry, whether25
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it's Texas Instruments or Hewlett-Packard or Intel or1

IBM, licenses that go both ways, include a large number2

of patents, maybe some carve-outs, maybe not, maybe some3

field of use restrictions or something, maybe not, but4

pretty broad, and typically apply not just to patents5

that have been issued but patents that will be issued6

through or applied for through a certain date.  So, just7

in terms of getting on the table what we're talking8

about. 9

I mean, my view, I guess to maybe start the10

discussion is, you know, certainly if you're talking11

about cross-licensing patents that have already been12

applied for or issued on royalty-free terms, it's a13

wonderful thing from a competitive point of view.  This14

kind of allows companies freedom to design their products15

and manufacture their products without royalty burdens in16

a marginal cost sense.17

And so, it can lead to improved product quality18

and lower costs and less basically patent cloud and so19

forth.  I think that's sort of unambiguous, very20

straightforward, including patents that haven't yet been21

issued for some period of time, potentially could raise22

some issues because you could say, well, if I do some R&D23

and I come up with this patent, I've got to license it to24

you, maybe my competitor.  You might be worried that that25
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would reduce the incentives to innovate a bit because it1

would be shared.  2

I think, again, certainly in semiconductors,3

it's pretty clear that that's not been the effect, I4

would say.  And that because of the lags in patenting,5

because of the patent thicket problems, the pro-6

competitive advantages of knowing that you have this sort7

of patent freedom, at least vis-a-vis a cross-licensing8

partner, outweigh any possible concerns about stifling or9

deterring innovation.  Maybe other people don't agree10

with that, but that's my position anyhow.  That's what I11

think I've observed.12

So, at least before you get to royalty bearing13

issues, there's a lot to be said, in a pro-competitive14

sense, for these type of portfolio cross-licenses.15

MR. SCHEFFMAN:  Jeffery, I wonder with your16

experience working for a major high tech company whether17

you could share with us your perspective, the business18

perspective about cross-licensing and the pluses and19

minuses from a business perspective.20

MR. FROMM:  I certainly agree with Carl.  I21

think, amongst major corporations, it's pervasive in22

certain industries, not just the integrated circuit23

business, but the computing business generally has a lot24

-- most companies participate in some sort of broad25



100

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

portfolio cross-licensing.  I think the business aspect1

is -- certainly, within many corporations, H-P being one,2

the number one criteria for getting patents is to provide3

design freedom.  Because of the mutually assured4

destruction problem, in other words, evaluating other5

people's portfolios for the first time is an interesting6

exercise when you're looking at five or 10,000 patents. 7

But that's typically what you find.  In any group of five8

or 10,000 patents, I'm reasonably certain that I can find9

an infringing patent of mine of somebody else's product10

and vice versa.11

Whether I can find 100 or 200 such things is12

also not difficult.  So, I think in that context where13

you've got a business to run and the leverage isn't14

really in getting the patents but in providing a15

mechanism to -- a company like H-P is really in the16

business of selling products and competing in product17

sales, providing products to customers, and not18

necessarily in competing on technology, although19

technology -- I mean, it's a technology business, so 20

it -- you know, it's certainly an aspect of it.21

So, fighting over whether my patent is better22

than your patent is a lot less interesting to most23

business managers than fighting over whether my personal24

computer is better than your handheld personal computer. 25
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And that's the business they're in.1

So, I think it's imperative for the health of2

the industry that certain broad cross-licensing continue. 3

Usually, there's not a problem.  Like I say, as Carl4

said, most of them are forward going.  Many of them are5

not.  Some are, some aren't.  Some industries participate6

in what we call capture periods, capture patents that7

will issue or capture patents that will be filed in the8

next three to five years.  It's rare that they go further9

than that, mainly because economics change.  10

My experience, as far as carve-outs, is carve-11

outs are very common amongst many companies because there12

are a lot of them in multiple businesses.  In general,13

the way those carve-outs kind of go is it's carve-outs14

for businesses that the other company is not in yet, but15

that they might want to get into so that the carve-out is16

designed so that it doesn't enable the other company to17

use your patents against you in a business that you are18

already in and they are not in.  That's kind of how the19

carve-outs typically are arranged.20

So, usually the carve-outs don't attack the21

core businesses where they're competitors.  So, if H-P22

and IBM, for example, were to be interested, they23

certainly wouldn't carve out -- personal computers24

wouldn't be a carve-out because that would be senseless. 25
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Why would you do such a thing because ultimately both1

companies are in the PC business?  But usually the carve-2

outs are fairly broad field of use carve-outs with the3

idea that you still have some patent power that you can4

exercise against the other party if they decide to go5

into a business that you're in and they're not in.6

Usually, it's pretty balanced.  Sometimes7

there's balancing payments.  Usually the balancing8

payments tend to be just cash, frequently one-time9

payments of cash, sometimes significant amounts of cash. 10

Once again, ongoing royalties on broad cross-licenses, I11

guess I've never seen one of those.  I guess they12

probably do have them, but it's usually someone will do13

an analysis that my portfolio is bigger than your14

portfolio today and you owe me X million dollars.  And15

time will pass, it will be four years from now and the16

capture period will expire and then they get to17

renegotiate.18

But the objective during that four-year period19

was to prevent any continuing litigation over the patent20

portfolios during that period so people would be able to21

design products and ship them without the threat of22

injunctions primarily.23

MR. SCHEFFMAN:  Thanks, Jeffery.  Joe, do you24

have a comment?25
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MR. FARRELL:  Yeah.  Well, let me try to be a1

little provocative here.  I'd like to suggest that maybe2

we can view a forward-going portfolio cross-license3

partly in the light of a private intellectual property4

policy, that is to say two firms or a bunch of firms get5

together and decide that notwithstanding all the well-6

acknowledged advantages of intellectual property, it's7

actually more pain and inefficiency and trouble than it's8

worth.  They'd rather have the design freedom than have9

the incremental incentive to innovate.  They'd rather10

have the freedom from submarines and nasty surprises and11

marginal royalties than have the incremental incentive to12

innovate.13

First of all, I find this a helpful way of14

looking at broad forward-looking licensing practices that15

kind of developing a private intellectual property policy16

has between the parties.  I think one can look at it as17

so often in either an optimistic or a pessimistic way. 18

The optimistic way says in circumstances and in19

industries where those trade-offs suggest that maybe it's20

better to have a weaker intellectual property regime, lo21

and behold, the market works and people can negotiate22

their way to exactly that.  You don't have to change the23

law, you don't have to have an industry-specific law or24

enforcement policy in the courts or anything.  That's the25
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optimistic view.1

The pessimistic view is, look, our intellectual2

property policy is so messed up, so dysfunctional that3

people actually go to the trouble of negotiating around4

it because you lose your design freedom, you have all5

kinds of trouble if you allow the default court-enforced6

intellectual property policy to govern what actually7

happens in the industry.  And I think there's a certain8

amount of truth to both the optimistic view and the9

pessimistic view.  To me, that's a way to frame the10

issues that helps provoke concern and maybe thought.11

MS. MATHIAS:  I have a question.  We've talked12

about how beneficial portfolio cross-licensing is,13

typically in the semiconductor industry, but there are a14

wide variety of industries where patents are employed15

outside as semiconductors.  What are some of the factors16

that we might want to consider where the portfolio cross-17

licensing and other industries, where there may not be18

quite as much overlapping, that we should look to and19

think about in our analysis?20

MR. ORDOVER:  Just to pick on what Joe said and21

maybe as an answer to the question that you posed, it22

strikes me that it's important to figure out what the23

objective here is.  I think it's obvious that if you want24

to stimulate current product competition then cross-25
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licensing is an obviously very effective way to minimize1

some of the dangers for firms making sunk investments. 2

In many industries, those are significant, and certainly3

for semiconductors, they're potentially huge.4

I think that on the negative side there's the5

question of disincentives for future R&D.  To me, the6

main question then really becomes as to the scope or the7

number of firms amongst which these cross-licenses have8

been exchanged.  I mean, in Japan, which I studied long 9

ago, it seemed that these cross-licenses for broad10

portfolio patents had a way of making it very hard for11

new firms to come in and overcome the patent thicket, a12

concept that Carl so beautifully described in his13

writings, because they had very little to negotiate.14

The idea in Japan, at least when it still was a15

fearsome worldwide competitor as opposed to a pushover16

nowadays, it seems that the way it all worked was for the17

leading firms in the industry, whether they were18

semiconductor firms or automotive firms or whatnot, was19

to agglomerate huge portfolios which they were swapping20

with each other, but which they were unwilling to trade21

with the outside players.  22

So, from my perspective, the concern really23

would have to be whether or not these portfolios fence24

off would-be entrants while creating the design freedom25
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and innovative capabilities for the existing firms.  That1

is, what is the effect on those firms actually trying to2

come into the industry?  Are they going to be3

disadvantaged?  Will they have something to counter4

balance the absence of their own portfolios, such as some5

other benefits, assets, complimentary assets that they6

can bring to the table?  7

What is the universe of firms that are engaged8

in cross-licensing relative to the potentially, perhaps9

unknowable, but significant universe of firms that could10

be challenging the primacy of the incumbents?  And in11

some cases, that is the right kind of a question to ask12

from my perspective.  I don't know whether semiconductors13

is one of them, but in, for example, software design for14

various types of televisions, that has become a concern15

to the players in these cross-licensing activities,16

whether compulsory or forced, who are really the only17

group of firms capable of innovating, going forward, and18

therefore, they were in a club and there is nobody else19

that could join.20

So, I would really look at the question of the21

outside universe as can they come in, can they compete,22

what do they have to offer, can we predict that, or is it23

just too uncertain to the point of being really24

unknowable, and therefore, should not be factored into25
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the analysis of a particular set of arrangements?1

MS. MATHIAS:  Jeff?2

MR. FROMM:  I think we actually can predict it3

and I think we have experience with what actually happens4

and I think it's maybe useful to talk about people who5

are newcomers who don't have the portfolios.  I think for6

two reasons, the actual effect today is what happens when7

a newcomer comes in -- well, first of all, let me say8

that I know of very few companies that wouldn't license9

their patents, at least amongst American companies. 10

That's not to say that there aren't some patents or some11

key technologies, especially in the chemical industry12

where there's one patent on one drug.  That's a different13

kind of a universe.  14

But, I think, in general, in many other15

industries, for example, in the computing business, in16

the IC business, the willingness to license anybody for17

the right price is pervasive, mainly because people can't18

afford to walk away from the cash. 19

So, I guess I think we've seen -- competition20

has gotten so strong that people have such a desire to21

get more cash to fund their next generation products with22

R&D that I think that we do know what will happen if Joe23

Doe, who has no patents, wants to come to Hewlett-Packard24

and license a patent.  H-P will license it to them.  They25
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may not like the rate because they want something for1

nothing, and that's always an interesting discussion. 2

But, very rarely would it be cases, such as the ones you3

discussed in Japan, where a group of large corporations4

would just refuse to license newcomers.  That's been my5

experience.6

Now, as far as the disincentive, I think that7

actually turns out to be -- patent broad cross-licensing8

tends to be an incentive because what it does -- to9

future R&D because it's the small companies that have to10

be -- I think big companies, let's assume they're11

spending 7 to 10 percent of their gross for R&D.  What12

they have to protect themselves against is somebody13

coming along and not spending anything towards R&D.  So,14

they want to be sure that the small company that is just15

starting in the industry is spending its 7 to 10 percent16

and getting its few patents.  So, although you're a17

company like H-P, you may have 20,000 patents.  A small18

company with only one or two patents is just as dangerous19

just because of the way the patent system functions.20

So, I think the way this actually works is21

because of the potential for the cashflows to work back22

and forth that encourages small companies to get their23

own patents and do their own R&D investment.  That's been24

my experience.  Usually there's one hit on a small25
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company.  They take one hit for $10 million and then they1

very quickly start finding their own patents on their own2

R&D.  So, they only have to pay it once.3

MS. MATHIAS:  I have a quick follow-up question4

for Jeff and then we'll go to Joe.  Do you ever see or5

had you ever seen exclusive cross-portfolio licensing6

going on?  Was that -- 7

MR. FROMM:  I've never seen that.  I've never8

seen any broad exclusive patent licensing.  I just don't9

know of any companies that do that.  Certainly, not in10

the IC businesses, not in the computing businesses. 11

There's always -- there might be one or two patents even12

out of 10 or 20,000 that are exclusively licensed but I13

don't know of any broad exclusive licensing.14

MS. MATHIAS:  Joe?15

MR. FARRELL:  Well, coming back from Janusz's16

point, I mean, I think I agree with Janusz that one might17

worry about an insider's club of cross-licensing that is18

not open to new members.  But I think it's worth pausing19

a moment to ask ourselves why we would worry about that. 20

After all, the traditional IP analysis, I think, would21

say I have a patent that is, by assumption, broad enough22

to keep others out of the industry.  I choose to license23

it to some but not all competitors.  Presumably, that's24

not more restrictive than choosing to keep it completely25
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to myself.  And so, why would we worry?  1

I think the answer to the question actually2

goes quite deeply to the foundations of this whole set of3

issues, and that is, it seems to me we worry not because4

this is a bad thing conditional on having a totally5

legitimate, in all senses, broad patent.  I think we6

worry because it's a compromising of what we see as a7

desirable and necessary safety valve against over-issuing8

of patents.  In other words, if you really thought that9

the insiders had done things that warranted giving them10

temporary monopoly on that IP -- I use the word11

"monopoly" not in the antitrust sense here -- then you12

wouldn't worry about that kind of thing.  13

The only reason you worry about it -- and I14

believe we'll come to this later -- that it's the same15

reason that perhaps we should worry about non-vertically16

integrated IP holders, is that those practices or those17

structures weaken -- I'm not sure this is the right18

metaphor -- weaken the safety valve.  And so, I think you19

can't properly understand these concerns if you're20

thinking about the intellectual property as being, in all21

senses, valid and deserved.  I think you have to22

incorporate in your thinking at least the possibility23

that this is bad IP before you can understand why or24

before you might start to think that there's a problem25
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with some of these things.1

MS. MATHIAS:  Carl?2

MR. SHAPIRO:  I also wanted to pick up on the3

issue of whether broad portfolio cross-licenses among4

large incumbent firms would somehow keep out little firms5

or entrants who are very small.  It seems to me one way6

they might, I suppose, is because the two companies or7

multiple companies who are engaging in these cross-8

licenses have the design freedom and the freedom from9

paying royalties and therefore, can make better, cheaper10

products.  We wouldn't usually call that a barrier to11

entry, okay?  So, that doesn't seem like anything to12

worry about much less attack.  So, that doesn't trouble13

me.14

I agree with what Joe said.  I suppose one15

other way to think about it is there are advantages of16

being a large firm.  So, think about sort of economies of17

scale or diseconomies of scale in terms of doing R&D and18

patenting and so forth.  And, actually, I think this is19

picking up on some of what Jeff said.  20

Given we have this patent thicket, at least in21

some industries, and all these patents and one product22

can possibly infringe many, many patents, there's an23

argument, actually, that there are diseconomies of scale. 24

That is, if I have 10 patents that I can assert against25
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you, I'm in a stronger position than if I just had one,1

but not 10 times as strong, in some sense.  2

So, actually, companies that may be an3

outsider, who've got one patent and less exposure in4

terms of their revenues when they sit down to negotiate,5

may have a strategic advantage, not disadvantage.  And I6

think we're going to talk about that when we talk about7

non-vertically integrated firms as well.  I think there8

are reasons to be concerned, actually, particularly given9

that patents are opaque and they take a long time to10

issue and so forth.  Again, it's not so much outsiders or11

small firms are at a disadvantage, but rather large firms12

could get held up.13

MR. SCHEFFMAN:  Well, what about -- I'm curious14

about small firms being held up.  There's not much in the15

news these days -- in the '80s and '90s, we had a lot of16

stories of what I call the Silicon Valley hold-up, that17

is a large firm with a big portfolio goes arguably to a18

small firm and says, I want your technology and I've got19

a zillion patents here, I'm sure there's something you20

infringe.  So, you might find it in your interest to21

essentially give me your technology.  22

Was that a problem?  Is it a problem?  Is it23

growing or shrinking or. . .24

MR. FROMM:  There are some problems like that25
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every now and then, not so much in the patent business. 1

We're talking general -- not just patents, but IP rights2

generally.  I mean, the Microsoft license agreement3

provides mechanisms to get back patent licenses that4

probably they couldn't get but for the fact that they5

have a strong copyright and trade secret position –6

So, the problem does exist that people do7

essentially say, well, I have my -- I haven't seen very8

much in the way of the problem that you talked about,9

which is about a 20-year-old problem.  I don't know why10

it seems to have disappeared, but it does.11

MS. MATHIAS:  Janusz?12

MR. ORDOVER:  First of all, I don't want to be13

understood as saying that I think these issues are major14

problems -- I am all in favor of substantial cross-15

licensing activities.  I think they are decidedly16

beneficial.  I think that the question really, in terms17

of formulating public policy, is how these activities18

affect or impinge upon, if at all, the next wave of R&D. 19

I mean, what has been done is done.  It's good to be able20

to share it.  We know that it's good to share existing IP21

in many ways.  22

The reason I brought up these "small firms,"23

which do not have to be small necessarily in terms of24

their market capitalization, but in terms of perhaps25
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their portfolio of knowledge within a particular area1

where there are potential competitors, where the question2

really arises of whether or not these cross-licensing3

strategies have the effect of stimulating or retarding4

the next waves of R&D competition.  5

And I think to the extent that they have a6

stimulating effect, then they add more to the benefits7

than just simply making it more competitive in the8

current environment.  Adapting a more static perspective9

fails to capture these benefits.  And one would want to10

know a little bit more about how cross-licensing can11

retard the next waves of R&D competition.  Then, of12

course, they raise these kinds of concerns of the folks13

here, that DOJ and FTC are well-equipped to think about.14

So, my point really was that we need to worry15

mostly about the dynamic effects, as Joe pointed.  How16

strongly do we feel about these portfolios of patents? 17

Do we always come to believe that they are just totally18

valid, totally penetrable and therefore, creating the19

kind of exclusion or market power that IP bestows or is20

there certain concern that perhaps there is weakness in21

the margins of those patents or other types of IP?  22

So, I'm really focusing on the dynamic aspects23

in terms of thinking about these licenses.  I think they24

are generally pro-competitive, but they cannot -- it's25
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not like they all are per se pro-competitive.  One can1

use that term.2

MS. MATHIAS:  Rick, we're going to go to you3

next, but I had a quick question I wanted to throw out as4

well as we haven't really focused on the consumers and5

whether or not these portfolio cross-licensings pass on a6

benefit to the consumers or not.  So, I wanted to throw7

that out and see what. . . 8

MR. RULE:  Before I deal with that, I guess -- 9

MS. MATHIAS:  And you don't have to deal with10

that if -- I know you had another comment.11

MR. RULE:  Sure.  The one comment I wanted to12

make is -- and I want to raise some old economy issues,13

but I wanted to first address Dave's question about hold-14

up.15

It strikes me that one of the reasons not to be16

terribly concerned is if the cross-license is simply a17

substitute for other consideration.  I mean, if you have18

an asset that has a certain value and the counter-party19

to the transaction can either pay you cash or they can20

give you access to their technology, since our system21

works on the proposition that if you have an asset, you22

are entitled to basically reap its value in terms of the23

price you'd set.  I don't think you would be terribly24

concerned -- at least this group -- should be terribly25
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concerned about one company obtaining consideration in1

the form of a license.  I don't think that, in and of2

itself, is a problem.3

I do think, though -- I mean, you know, cross-4

licensing in the high tech industry is somewhat5

different.  Back in the '80s, in particular, and I guess6

in the early '90s when you didn't have the sort of patent7

thicket issue, the notion that Janusz raised was a8

concern and people were often most focused on cross-9

licensing in the context of patent pools.  10

In the context of patent pools, and generally11

sort of the legal approach to those issues, the question,12

at least when some of us thought about it in the '80s,13

was not so much the sharing of the technology that14

occurred, but it was the restrictions that went along15

with it.  And to some extent, that goes to Janusz's point16

of who else you let share, and there are certain17

doctrines under the antitrust laws that addressed that. 18

The other is to what extent -- how far does19

that sharing go and where does it cross the legitimate20

line?  And there are obviously a lot of patent pools, at21

least in the case law, where the technology was not that22

significant but it was a mechanism for coordinating 23

other activity.  For example, by requiring payment of24

royalties that then would get redistributed and having an25
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effect on price.  And I think there are unique problems1

in the high tech industry because of the various points2

that Carl and others have made.  But I do think that, you3

know, potentially the big issue is -- and this really4

goes to consumers in many ways -- are the restrictions5

that come along with the cross-licensing and the pooling6

and I see Mike nodding his head.  Maybe that's something7

that appeals to us lawyers more than the economists.  8

But it is something that oftentimes, at least,9

as lawyers, when they look at these problems, are10

particularly concerned about as opposed to the question11

of whether to enter into that agreement, per se.12

MR. SCHEFFMAN:  Okay, we have a lot of things13

to cover, so I want to move to the next topic, which is14

grantbacks and non-assertion clauses.  Now, this is an15

area -- as some of the others were -- I think it's16

actually particularly important for us to be sure that we17

understand what we mean by these, by grantbacks and non-18

assertion clauses and how they differ or are similar.19

I wonder, Mike, could you start us off with20

that?21

MR. McFALLS:  Sure.  I think the basic22

definition of a grantback is it's a licensing provision23

in which a licensee agrees to license back, in some form24

or other, some IP which may or may not be related to the25
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initial IP licensed, for some period of time, in some or1

all parts of the world.  And I think that there's a lot2

of variety here, and the variations that you see in the3

provisions play a significant role from an economic4

perspective and less so from a legal perspective in5

evaluating what the likely effect of a grantback could be6

or would be.7

So, you could have royalty-free grantbacks or8

you could have royalty-bearing ones.  As I said, you9

could have unlimited grantbacks with respect to10

geographic scope or you could have territorial and11

national restrictions.  You could have unlimited fields12

of use in which to apply, if you're the licensor,13

whatever innovations come back to you, or you could be14

restricted to the scope of the IP that you're licensing.15

Also, grantbacks may grant the initial licensor16

a right to actually sub-license the invention back and17

you'll often see that perhaps in patent pools where the18

initial licensor maybe has a dominant or pioneering set19

of patents and wants to coordinate licensing among a20

bunch of licensees for a variety of economic incentives21

that may or may not be pro-competitive, but probably22

often are pro-competitive.23

And exclusive or non-exclusive, the grantback24

can say, you, as licensor, have the exclusive right to25
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practice, make, use and sell the invention.  Not even the1

initial licensee will practice it or it can be completely2

non-exclusive whereby the licensee can go out and license3

this invention, subsequently developed, to somebody else. 4

And one thing I forgot to mention at the5

outset, usually these apply to perspective inventions. 6

If all we're talking about are existing patents that a7

licensee may have, then it's probably more accurate to8

characterize, although certainly not necessary from an9

analytical point of view, these as cross-licenses between10

a dominant patent holder and somebody who has some11

improvements on it that they've already patented.  12

So, I hope that's a useful landscape.  The13

variations don't afford us much of a common vocabulary. 14

But they are some of the distinctions worth talking15

about.16

MS. BURTIS:  And, Mike, do you equate an17

exclusive grantback with an assignable grantback?  Are18

those two things the same?19

MR. McFALLS:  They can be.  I mean, it can be20

exclusive between the licensor and the licensee if it's21

assignable or assigned.  It's akin to an acquisition. 22

So, you have one instead of two being able to practice23

the invention.24

MR. SCHEFFMAN:  Jeff, could you tell us briefly25
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what your understanding from the use of these in1

business, the extent of usage, types of industries and2

types of agreements?3

MR. FROMM:  Yeah, I think that grantbacks --4

and I'll lump them together with non-asserts because in a5

patent or a technology licensing perspective, in many6

cases, they're very similar. Amongst vertically7

integrated companies, it's very common to have8

grantbacks.  And I've never found a difficulty with them9

except when the grantback is larger in scope than the10

forward-going license or longer in duration than the11

forward going license, that's when the problem starts to12

become difficult to handle either from a legal13

perspective, that is, from a negotiating perspective as14

attorneys or from a business perspective.15

So, I think that they're pretty common.  I16

think most license agreements have some mechanism -- most17

forward-going license agreements -- many of them anyway,18

certainly the majority that I've ever done or know about,19

have some form of grantback, at least to improvements. 20

So, I think it's reasonably pervasive in the industry.21

MS. LEVINE:  Jeff or maybe Mike, can I ask you22

to help us to understand what a non-assertion clause is23

and then to explain for us how they are similar to24

grantbacks and how they're different?25
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MR. McFALLS:  My understanding of non-assertion1

clauses, and I've seen them principally in the2

biotechnology field, is it's a way -- a convenient way3

for people to be able to effectively give comfort to4

somebody they would otherwise license.  But they can't do5

so, otherwise they might come into conflict with other6

licensing relationships they might have.7

So, instead of licensing somebody, you'll give8

them a non-assert if you, for instance, face exclusive9

restrictions in another licensing agreement and somebody10

has not drafted the exclusivity broadly enough to prevent11

you from giving a non-assert.  Also, you can avoid MFN12

provisions this way that may appear in other licenses. 13

They're actually very pro-competitive from that point of14

view, especially when, after negotiating your initial15

licensing relationships, you soon discover that other16

people have potentially catastrophic patent blocks on you17

in very high cost industries to enter.18

So, people, quite often, will enter these as a19

way of giving comfort and consideration for getting20

something in return.  Essentially you're saying, instead21

of giving somebody an affirmative grant, you give them22

perhaps a broader grant and say, within this field, just23

as within a license, I'm not going to see you on patents24

that I have today.  And unlike grantbacks, it can be25
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limited sort of as a technical term to patents that you1

have today or pending applications.2

You may want to limit a non-assert -- and some3

people do where the scope and direction of innovation and4

value of future innovations are unclear.  To protect5

themselves, they may just limit it to what they have6

today and protect their future efforts and investments7

and come back and negotiate it later.  But a lot of8

people are uneasy with that because the other side, of9

course, if they're going to get in this field, may want10

some broader assurances than that, that they can remain11

in it and won't have to come back to the table and12

renegotiate.13

MS. LEVINE:  Can you give us an example or two14

of some of the specific occurrences of non-assertion15

clauses?  You mentioned that they're used when there's16

another contract with an MFN clause or an exclusivity17

provision.  Surely it shows up in other contexts than18

those.19

MR. FROMM:  I've only read about it, I haven't20

counseled in it.  I've been on the other side of an21

industry in which it was alleged that there was at least22

a tacit agreement because of mutually assured destruction23

not to sue each other for patent infringement, which is a24

fairly broad non-assert.  But my understanding is25
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incomplete in that context because we subsequently1

learned that there are also a variety of collective2

rights organizations in those industries in which people3

exchange consideration in the form of money payments and4

actual cross-licensing agreements.5

MR. FROMM:  The distinction -- by the way, I've6

seen the attempt to call grantbacks non-assertions to get7

around MFN and I can show you a few court cases where the8

courts said "bullshit."9

(Laughter.)10

MR. FROMM:  So, I'm not -- that's a legal11

theory.  But most of the non-asserts that I've seen, as12

opposed to grantbacks, are when there's a difference in13

kind of the IP right being licensed.  The grantbacks,14

typically if I'm licensing a patent out, I'll get a15

grantback of a patent license.  If I'm licensing a16

copyright, I might get a grantback of a copyright right. 17

Whereas, if I'm licensing out the copyright right, a18

grantback of a patent right seems kind of weird.  I mean,19

it just doesn't match up.  So, in that context, it's20

easier to draft the agreements and conceptualize them21

that the return IP is in the form of a non-assert.  22

So, if the license out is a copyright and the23

non-assert comes back as a non-assert of patents, that's24

the context that I think it almost has to exist in25
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because of the difference in the nature of patents and1

copyrights or patents and trade secrets.2

MS. LEVINE:  That suggests for us -- and I want3

to ask you in a moment what your experience is with non-4

assertion clauses because I know you've had extensive5

experience with them, but does that question suggest that6

there really isn't an analytical difference between a7

grantback and a non-assertion clause?8

MR. FROMM:  I've certainly felt that way, and9

every time I've been -- certainly when you sit down and10

actually analyze the words, there's a difference, but I11

think the effects are the same.  Outside of the context12

of exclusive licensing, I mean, certainly in the non-13

exclusive field, I can't see any difference in the14

effect.15

MS. LEVINE:  So, that's to say a non-exclusive16

grantback has the same economic effect as a non-exclusive17

assertion clause?  Is that what you're saying?18

MR. FROMM:  Yes, yes, as far as I can tell.  I19

mean, the economists can show us a difference, but I20

can't see any difference when I negotiate the agreements.21

MS. LEVINE:  Carl, just for the record, I saw22

your head shaking there.  So, is that a head shake of23

agreement with this statement or disagreement?24

MR. SHAPIRO:  I guess there may be legal25
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differences of note, but there don't seem to be1

significant economic differences.  Of course, I was2

really shaking my head because Joe Farrell was shaking3

his head.  And Joe is always right.4

(Laughter.)5

MS. LEVINE:  I missed that.  Well, Joe, what6

was your view?7

MR. FARRELL:  Well, this whole discussion is8

striking me somewhat in the light of different verbiage9

for two things that differ from each other but are the10

same across these categories.  One is we give each other,11

let's say, particularly royalty-free permission to use12

one another's IP, that already exists.  And the other is13

we do the same thing for IP that doesn't yet exist, and14

those raise somewhat separate questions, I think.15

The first kind is, hey, this is a cross-license16

relative to the traditional intellectual property17

benchmark if everybody keeps their inventions to18

themselves, and anything less restrictive than that is19

good.  This is great, right?  20

It gets at what Sarah was saying about, we21

haven't talked enough about consumers.  Consumers are22

implicit in that statement that this is great.23

Then any questions along the lines that Janusz24

raised about, well, what if it's only to some insiders,25
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well, the traditional analysis would say, hey, anything1

is better than nothing and the benchmark is nothing, so2

anything is better.  And then I had my concern about,3

well, perhaps you really need to evaluate this in the4

context of, are you blocking a safety value that ideally5

shouldn't have to be there at all, but, in fact, does6

have to be there.7

And then the forward-looking ones raise the8

issues that, again, Janusz pinpointed which is, what does9

this do to incentives for future innovation?  Now, it10

seems to me if you have firms who jointly lack11

significant market power reaching agreements on a12

forward-looking basis, then I would put that in the box13

that I suggested, that I sketched out earlier, that14

they've decided that the default IP policy is15

dysfunctional and they're going to work around it, and16

you can take either an optimistic or a pessimistic view17

of that.18

If, on the other hand, they do jointly have19

market power, then potentially you need to worry that20

they've decided that the incentives for innovation21

created by the default system may be good for consumers,22

but very bad for them, and so that's where you'd get into23

some hard core antitrust concerns, difficult ones, but24

hard core ones.25
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MS. LEVINE:  Rick, thank you for your patience.1

MR. RULE:  I'm nothing if not patient.  I guess2

I would draw a -- and again, I suppose I'm looking at it3

more from a lawyer's point of view and maybe an antitrust4

lawyer's point of view.  The way I've always kind of5

understood grantbacks -- and I think this is something6

Joe was getting at -- is as something that develops in7

the future and comes back to the original grantor.  A8

cross-license would be existing rights or rights that9

could also come into existence later on, basically being10

exchanged between parties.11

I think non-asserts cover both.  They can be12

both forward-looking and they can with respect to13

existing portfolios.  14

And so, to me, a non-assert is broader.  I15

would agree that so far as I can tell, legally or16

economically, it's a little hard to see what the17

difference in effect of a non-assert or a non-exclusive18

grantback in a situation, if a non-assert applies to19

future created or future arising intellectual property.  20

There are reasons, though, that you might21

choose to go the non-assert route rather than a licensing22

route, whether it's a grantback or a cross-license, and23

that is, for example, if one company is entering into a24

license with another of what is potentially a valuable25
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product, maybe a new product, and that company is going1

to enter into those agreements with a number of different2

companies, it may seek a non-assert with respect to the3

company that is licensing the product.  4

With respect to that company's existing patents5

and, perhaps, future patents that relate to the product,6

that is, the initial product that's being licensed,7

because the initial licensor is concerned that this new8

product could go out there, a licensee could take it,9

knowing at the time that it took it that maybe it had10

patents that essentially could block that product, it11

could be asserted against that product.  But if there's12

not something like a non-assert, there's a risk that the13

licensee takes the product, the product develops14

significantly, there are a lot of sales, there are a lot15

of third parties who get involved, and then that licensee16

asserts a claim against the licensed product.17

So, in a way, there is -- a non-assert can be a18

guarantee to the licensor of the first product that any19

intellectual property issue that exists at that time will20

be surfaced by the licensee, because presumably if the21

licensee is going to give a non-assert, they have an22

incentive -- they're giving up a right that they think is23

valuable to identify that to the licensor and say, hey, I24

need to be compensated in this agreement as a result of25
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that.  So, it facilitates some bargaining.  It also, I1

think, lowers some of the transaction costs that2

otherwise exist.  3

It also, if you have a non-assert, although4

this, I think you can deal with in a grantback as well,5

and is dealt with in a grantback, is it encourages the6

licensor of the original product to essentially provide7

information and details that otherwise might be used by8

the licensee to develop a blocking patent position or9

something in the future, again, like a grantback10

situation.  A non-assert protects the original licensor11

against that happening by giving the information.  That,12

I would say, is pro-competitive because it, in fact,13

encourages that exchange of information.14

And then, finally, it seems to me that if15

you're in the first licensor's position, you may be16

concerned about the third parties to whom you sell your17

product or license otherwise.  And to some extent, if you18

generally engage in an effort to get non-asserts, you are19

protecting those other third parties because if you write20

the non-assert correctly, the non-assert can run not just21

to the licensor, but also those who license from the22

licensor, and you protect them against the hold-up23

problem of a patent issue that existed at the time of the24

original licensing, but that is sort of held back to sort25
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of spring on an unsuspecting licensor, but also other1

groups of licensees and hold them up.2

MS. LEVINE:  You’re talking about a3

contributory infringement problem?4

MR. RULE:  Right, or it could be direct5

infringement because let’s say that the other licensees6

take my product and then use it in some way or resell it7

in some way, and arguably, if my product incorporated8

intellectual property that infringed the licensee’s, then9

he could assert it against those sellers.  There’s also10

some more complex issues, as I understand it, but I don’t11

claim to fully understand them, that sometimes are not --12

you know, if I license you, my technology may not13

directly infringe yours.  But when used together with14

something else, like another device, may actually create15

an infringement that then some third party may run afoul16

of and, again, a non-assert can kind of protect in those17

situations.18

MS. MATHIAS:  I’d like to throw a question out19

Janusz I noticed you had your tent turned up, so don’t20

feel like you need to answer it, but I also wanted to21

keep the ball moving.  Joe mentioned, I believe, that22

what we partly need to be looking at is the market power23

of the people entering the grantbacks and non-asserts and24

how they come into play.  And my question is, at what25
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point are we looking at their market power?  Are we1

looking at it when they enter the agreement or are we2

looking at it later in the future when the agreement goes3

into effect and they start maybe getting market power4

that they didn’t have originally when they were beginning5

the licensing?6

Joe, your tent’s up, so I’ll actually -- 7

MR. FARRELL:  Good question.  I think my first8

answer would be at the time that they enter into the9

agreement.  I guess an exception would be if it’s10

foreseeable that they’re going to have more market power. 11

But if it’s just something that happens and it wasn’t12

particularly foreseen, or it was foreseen only as a13

possibility but not as something predictable, then I’d14

say you probably shouldn’t look at that, you should look15

at basically what they could see when they entered into16

the agreement.17

Let me focus on this question of market power18

for a moment because it’s -- I think it’s quite a19

powerful technique.  We’ve been talking, I think, 20

about -- largely about horizontal competitors, cross-21

licensing so that they can produce and compete.  And22

there, as I said, I think one screen would be, do the23

firms entering into this agreement jointly have market24

power?  25
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As so often is the case, there’s almost a1

duality or a flipping when you move to vertically related2

entities.  I think this may have been part of what Rick3

was getting at.  I don’t know whether Rick had in mind4

the Intergraph case, but some of the things he was saying5

maybe go to that.6

If you have a firm with very strong market7

power, who is applying a grantback or a non-assert or8

some other private IP policy to innovations complimentary9

with its very strong market position, then just as in the10

case where horizontal competitors lack joint market11

power, this firm plausibly, according to some version of12

the one monopoly rent theorem, or as I prefer to call it,13

the internalization of complimentary efficiencies, this14

firm, with the lock on the market, may well have the15

right incentives for efficient behavior in the16

compliment.  And so, that would be a second case where17

thinking about incentives and the market structure would18

give you some reassurance about the likely purpose and19

likely effect of these agreements.20

Now, you know, ice has its cracks and21

exceptions and I’ll be happy to send you a paper on that22

if you want, but I think it’s a useful starting point.23

MS. MATHIAS:  Janusz?24

MR. ORDOVER:  I just want to, for a moment, go25
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back to these grantbacks and non-assertion provisions. 1

Maybe it’s all legal mumbo-jumbo for me, but I always2

thought when I first learned about these grantbacks in3

school, that their purpose of it was to address the4

difficulties in writing complete contracts or the5

reasonably effective contracts related to the transfer of6

intellectual property.  7

So, I can give you a piece of IP and it could8

be valuable, it could be less valuable, who the hell9

knows what you’re going to do it with it, you’re gaining10

certain things -- information which is hard to pin down11

in terms of its complementarity with whatever assets you12

may have now or in the future.  And therefore, in order13

to sort of facilitate licensing downstream, I think a14

grantback may be a useful way for the original licensor15

to get some value later on where the initial contract may16

be hard to write.17

Now, whether that still remains one of the18

rationale for that kind of arrangement, I just don’t19

know.  From the way the discussion went on, it seems that20

there is many, many other aspects to it.  21

Now, I think that the non-assertion claim seems22

to be driven by what, again, we all have identified as a23

potential concern, about running into an IP wall that you24

may not have predicted would exist instead of giving each25
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other a certain degree of assurance that what has been1

rightfully transferred to you or what I have received2

from you will not then trigger, further down the road,3

some kind of potentially costly litigation, debilitating4

litigation.5

I think that from the standard -- well, Carl6

said that maybe there's not that much of a difference.  I7

try to put them in slightly distinct boxes, and that is,8

the grantback being a solution to potentially complex9

contractual licensing, whereas relying on these non-10

assertions may be sort of a risk-reducing kind of11

arrangement.  12

Now, I have a question to Joe, and that is,13

when you talk about market power as an analytical tool,14

where is that power to be assessed?  I agree with you15

that it’s sort of a temporal issue, it’s current,16

something that matters.  But is it your control over IP17

or is it your control over the products that already18

embody the IP?  And I think one can reach different19

conclusions as to whether this private solution to the IP20

issue, the public IP issue is, in fact, pro-competitive21

or anticompetitive.  So, I think that it may behoove us22

to talk a little bit as we proceed about where this23

market power ought to be measured.  At the product level,24

the likely future control.  25
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I mean, the IP licensing guidelines and the1

merger guidelines, all these talk about different2

markets.  It will be interesting to figure out where3

exactly we should focus our attention when we talk about4

the market power filter.5

MR. FARRELL:  Yeah, I agree.  That’s a good6

question, and I haven’t thought about it enough.  But I7

would say to the extent that we’re worried about the8

impact on future innovation, which I think is the core9

worry, as you identified, presumably the market is the10

innovation market, and I know some people don’t like that11

phrase, but you can translate that, of course, into12

product market terms if you want.13

MR. ORDOVER:  I think future innovation market14

is a very good concept.  I don’t understand why people15

have taken such umbrage to it.  16

MS. LEVINE:  Let me see if I can shift gears a17

little bit to talk about non-assertion clauses by18

themselves instead of contrasting them to other19

creatures.  Talk about whether they can enhance20

competition or impede it and their effects on innovation21

as well.  Jeff, maybe I can start with you -- not just22

because your tent is up already and you’ve been wanting23

to speak for a while, but also because I know you’ve got24

concerns about the scope of a non-assertion clause and25
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what it can mean for competition and innovation, for that1

matter.2

MR. FROMM:  Right, and I totally agree with Joe3

that it can play in the market power concept.  The only4

problem I have is market power is so very difficult to5

measure until the Supreme Court has spoken.6

But I think you’re right that non-assertion7

clauses or grantbacks, for that matter, can -- that are8

broader in scope or broader in duration than the forward-9

going license are a problem because it would tend,10

especially if the -- let’s take the extreme where there’s11

a non-assertion provision, which, in order to get a12

forward-going license to one patent I have to forgive,13

for all time, any -- you know, I have to give you back --14

agree not to assert any of my patents against you or any15

of your customers or any of my competitors for all time.  16

I mean, we can write a non-assertion provision. 17

There are some license agreements floating around in the18

industry that look exactly or very similar to what I just19

quoted.  Now, that can’t help but be a disincentive to20

the licensee, the grantor of the non-assert, to further21

innovate because essentially what it’s done is it’s22

eliminated the patent thicket, that’s for sure.  23

And I guess that bothers me because it -- I24

guess what I would propose is that there should be some25
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sort of heightened scrutiny toward such non-assertion1

clauses which are more extensive in either scope or2

duration than the forward-going license.  That there3

might be an indication -- the fact that such a non-assert4

even exists, it’s maybe an indication that there is5

market power by the original grantor.  It’s not proof of6

it, but people wouldn’t generally agree to it unless7

there were something going on.  So, I think there ought8

to be heightened scrutiny whenever there is a strong -- a9

significant difference in the grantback or the non-10

assertion provisions in the forward-going licenses.11

MS. LEVINE:  Okay.  Rick?12

MR. RULE:  The point I would make is I think13

any of these provisions, whether they’re grantbacks or14

non-assertions, really almost everything we’re talking15

about or will be talking about, can be abused and they16

can be correctly used, and I would simply say that the17

antitrust laws generally have appropriate tools for18

analyzing those sorts of issues.  I mean, I think it19

would be problematic if you saw a company insisting on a20

non-assert in exchange for a license that was a non-21

assert that was not only unlimited temporally, but22

unlimited in terms of geographic or product scope.  23

And I think it would -- that’s not to say those24

deals don’t get cut, but I think if an antitrust lawyer25
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looked at it, an antitrust lawyer probably would be1

somewhat troubled by a provision like that.  And it does2

seem to me that -- you know, to harken back to an old,3

but important, antitrust doctrine of ancillary4

restraints, I think if you apply the notion of reasonable5

scope and duration and reasonable necessity or connection6

to whatever is being licensed, that is a way, I think, to7

constrain the scope of non-asserts to their appropriate8

limits.  But I agree, you can abuse anything and you can9

certainly abuse a non-assert if it’s way too broad and10

it’s unconnected to the underlying licensed technology.11

MS. LEVINE:  Michael?12

MR. McFALLS:  I was with the front end of what13

Rick was saying, which is I think antitrust has plenty of14

tools in the tool kit to deal with something like this. 15

But I don’t think ancillary restraint is really the16

answer because it’s hard to see exactly what the17

restriction on competition is if you simply have a mutual18

non-assert or even a one-way non-assert.  I mean, I would19

think the ancillary restraints is more appropriate for a20

restriction on price or territories that could arise21

between people who might compete in the absence of a22

cross-license or something like that.23

But in terms of looking at, say, a completely24

over-broad, non-assert in a commercial sense, I mean, the25
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way you’d analyze it is say, what are the effects likely1

to be on perspective innovation from the person giving up2

the non-assert, and why is it significant in a3

competitive sense that somebody else will be able to4

function without the fear of infringing in another5

product market?6

I mean, intuitively, at a very broad level, it7

doesn’t seem to have an exclusionary or collusive effect8

on its face, and I think the focus, again, has to return9

to what’s the actual effect going to be on the grantor of10

a non-assert's incentive to innovate, and are they an11

important innovator in the product market in which that12

entry could occur, and are you going to lose product13

differentiation or value to consumers at the end of this14

long road.  As a practical matter, that’s what an15

antitrust case would look like in one of those16

provisions, just as it might with a grantback clause. 17

Otherwise, we have the field of patent misuse to deal18

with things like this and infringement suits.19

MS. LEVINE:  Joe, do you agree?20

MR. FARRELL:  Only somewhat.  I thought I was21

going to comment on Jeff’s comment, but actually let me22

comment on Mike’s comment instead because it’s a little23

closer to what I wanted to say.  And by the way, I hope24

when you write the report or transcript, it will be25
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hypertext because there are lots of links going all over1

the place here.2

(Laughter.)3

MR. FARRELL:  So, Mike, as I understood his4

comment, was suggesting you would look at the likely5

effects in the product market, you would look at the6

likely effects in the innovation market, and that might7

be a fine thing to do, but it strikes me it’s probably8

going to be hard.  And a complimentary technique which I9

think hews more closely to the economics and also to this10

private intellectual property policy box that I’m pushing11

around would be to ask the question, not what are the12

effects in the product market, what are the effects in13

the innovation market, how do we weigh them, which is14

going to be difficult, but to say, all these things are15

trade-offs.  The off-the-shelf, default IP policy is a16

trade-off, and any private IP policy that you see people17

implement amongst themselves is a trade-off. 18

And then you’d ask the question, how credible19

is it -- and you might demand a fair degree of20

credibility or -- I don’t know -- how credible is it that21

these parties have really seriously wrong incentives in22

making that trade-off.  And you can, perhaps, get23

somewhere on that inquiry by thinking about the market24

structure issues and questions of market power and25
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complementarities and so on without some of the detailed1

information that you might need in order to do the2

separate product market and innovation market inquiries.3

I’m not suggesting you shouldn’t do the latter,4

I think you should use all the tools available and all5

the information available, but I think it’s useful to6

have the structural approach as well as the more detailed7

approach.8

MS. LEVINE:  Rick?9

MR. RULE:  The only point I would make is,10

again, not to offend the principles of antitrust law, but11

I agree with Joe.  I mean, the problem -- if you’re12

advising a client who is entering into a provision like13

this, they’re not very happy if you tell them weight14

effects in different markets.  At least mine aren’t, I15

don’t know.16

So, one of the benefits of a doctrine like the17

ancillary restraints doctrine is it’s at least a one-18

offer, a heuristic kind of approach that doesn’t directly19

try to measure those things, but establishes certain20

rules that are administrable and are somewhat easy to21

understand and apply at the time you’re doing an22

agreement and essentially decide some things, because I23

do think that it would ultimately be relevant in a24

balancing of the relevant effects and doing a structural25
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analysis to analyze what the scope is, what the duration1

is.  All of those things really do, if you think about2

it, play into it.  3

And one of the benefits of the way the doctrine4

has developed over time is it incorporates those notions5

and it provides a mechanism for folks at the time, in the6

field, to basically make some of those decisions.  I7

don’t disagree that ultimately looking at market8

structure and trying to analyze effects is ultimately the9

goal, but I do think that all antitrust rules and all10

antitrust policies have to be measured against how11

effective they are practically in accomplishing those12

results because of information problems that we confront,13

not only at the time we license things, but also,14

frankly, when you get to court.15

MR. FROMM:  I just want to say one other thing. 16

I think there’s a timing problem with antitrust rules,17

which is by the time -- I agree with Rick that if you saw18

a grantback of the type that I hypothesized in the19

extreme that antitrust counsel would advise you against20

putting that in there.  But I would also point out that21

the licensor’s antitrust counsel -- he could find22

antitrust counsel that would say, sure, that’s fine.  By23

the time the case, in the unlikely event that it ever got24

to court, by the time that happens, it’s 10 years down25
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the stream or it’s five years down the stream and a lot1

of water’s gone under the bridge.  2

So, I think as far as this session is3

concerned, I think it’s useful to contemplate what kind4

of rules we might promulgate or the government might5

promulgate or suggest as to how you would run your6

activity, and that’s the reason why I tend to not focus7

so much on definitions of market power, because, as you8

said, if you try to talk to your client about market9

power, they just roll their eyes and what the heck does10

that mean.  11

But I think if you focus on the -- and maybe12

it’s a patent misuse question of, is the grantback or is13

the non-assert provision significantly more extensive14

than the forward-going.  That should be your threshold15

question.  That’s my preference that the government would16

say that anything that goes beyond that -- and I don’t17

mean trivially beyond that but significantly beyond that,18

that ought to raise big red flags, because ultimately19

it’s saying that there really is market power.  20

Now, where that line is drawn, who knows?  Like21

I say, the Supreme Court will tell us some day on any22

given set of facts, but I think from a competitive23

perspective, which we’re trying to encourage competition24

in the innovation markets, and I like Joe’s innovation25



144

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

market concept.  I think that that’s the market we should1

be focusing on and we want to provide guidelines for2

people who are trying to do the right thing, and people3

are trying to do the right thing all the time.  It’s4

sometimes people get overzealous.  Often you get5

overzealous if you’ve got a monopoly position.  Why not?6

MR. ORDOVER:  That’s the only time it’s fun.7

MR. FROMM:   Well, that’s the only time you can8

really make a lot of money.  You know, you’ve got to have9

an illegal drug or something that’s a monopoly, you know.10

MS. LEVINE:  Any response to Jeff’s plea for11

workable rules?12

MR. ORDOVER:  No, I think I agree because I13

would say that while these slogans, you know, ancillary14

restraint doctrine and all that, they all are very15

valuable, but I presume if two lawyers across this table16

were to apply the same doctrine to a particular set of17

facts, unless they colluded ex ante, would probably reach18

or could reach different answers as to whether or not19

this is really ancillary to a particular licensing20

setting or an attempt to reach a contractually21

satisfactorily resolution to whatever issue is present.  22

So, I think it would be very important if, at23

some point, one can actually come to some agreement as to24

what the shortcuts might be, not necessarily the sort --25
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the merger guidelines offer you a set of shortcuts.  But1

what are the things that one should look at?  And2

perhaps, is the grantback beyond the duration of the3

license?  I mean, that seems to be an obvious thing to4

look at.  Why would you want to go past that or why5

should you?  I know why you’d want to, but why should6

you? 7

Question, is it a grantback relating to8

products that are only marginally related to the initial9

licensed out technology?  You can ask that.  You can ask10

whether or not it involves -- is the grantback exclusive11

or not, the usual stuff like that.  12

So, it would be nice to have a list of these13

kinds of things that both economists and lawyers can14

agree upon as being red flags or as being green lights. 15

And I think that we are, really at this stage, still16

looking for answers.  I read the other day the Areeda and17

Hovenkamp discussion of that issue which seems fairly18

straightforwardly uninteresting.  But, you know, just19

simple in my way, given just our conversations.  But they20

do offer something simple and maybe that’s a plus.  I21

think that we are looking for something richer than what22

they are suggesting.  On the other hand, there’s always a23

virtue in simplicity.24

MS. LEVINE:  Rick, do you have a response to25
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those red flags?1

MR. RULE:  Yeah, a couple of points I would2

say.  First, there has yet to be a perfect legal rule3

that is understood and beyond dispute when you get two4

lawyers together.  5

MR. ORDOVER:  Or two economists.6

MR. RULE:  Otherwise, you’d put us out of7

business and we wouldn’t want that.  So, the fact that8

there are disputes and two lawyers can basically take the9

same rule and come to different conclusions and argue10

those conclusions, I don’t think is necessarily a11

condemnation of a particular rule.  I mean, you know, the12

merger guidelines are a perfect example of that, and I13

think any sort of expectation or hope on the part of the14

FTC or the Department of Justice that you’re going to15

develop those rules this time around, I think you16

probably ought to set your objectives a little lower.17

The second point I would make is that -- I18

mean, personally, I find approaches like -- and I use19

ancillary restraints because of reasonable necessity, but20

there are other ways that one can explicate that.  I21

think at least the attempt that we made back in the ‘80s22

was in the now defunct International Guidelines of ‘89. 23

But if you look at that you’ll see a general sort of24

approach to evaluating restrictions in intellectual25
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property licenses.  But it’s more, in the antitrust1

vernacular, a rule of reason as opposed to per se.2

And the concern I would have about what my good3

friend Janusz just said is that it reminds me of the Nine4

No-Nos from the early ‘70s.  I think those of us old5

enough to remember those Nine No-Nos in those days6

recognize that they were far more problematic, generated7

far more uncertainty, generated far most cost, I think,8

to the system than did a kind of a rule of reason9

approach that we’ve evolved to in the interim.10

I would also argue that -- and I’ll just make11

this point quickly -- I think it’s probably wrong to say,12

well, that’s not an antitrust problem, let’s just look at13

it under the misuse doctrine.  I would refer anyone14

interested in the topic to a speech that I still think is15

probably the best ever given by the late Roger Andewelt16

when he was a deputy in the Antitrust Division, who17

basically pointed out that the misuse doctrine is18

essentially an antitrust doctrine, and it kind of got19

perverted along the way into a very bizarre doctrine. 20

And Roger really was sort of one of the first to advocate21

bringing misuse back to its antitrust roots, and he22

actually was pretty successful in that because the23

Federal Circuit, in many ways, kind of followed him along24

and I think had a lot of respect for him when he was a25
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judge on the lower court there.1

So, I’ve, at least in my mind, since knowing2

Roger, never really distinguished between misuse and3

antitrust.  I think they really are largely the same and4

you can’t really say, well, we don’t have to worry about5

it because misuse will deal with it because, I think,6

generally they are two peas in the same pod.7

MR. SCHEFFMAN:  We have to move on to the next8

session, but I would like to ask a cosmic question which9

is at least -- I mean, we did have some clarity with the10

Nine No-Nos, but as to what policy was, I think we all11

agree that was the wrong policy.  Now, is the policy12

right now, that is, how often is it in your experience13

that businesses are not able to do things that you think14

are probably okay but they’re not willing to take the15

risk?  Or alternatively, how much is it free-for-all and16

they’re doing lots of stuff that probably is not okay17

because who knows what the standard is and there’s18

actually not a lot of enforcement activity?19

MR. ORDOVER:  How could we judge that?  I mean,20

I think that this goes back to the discussion we had21

many, many years ago about the need for some joint22

venture guidelines because somehow the U.S. firms were23

panicked when locked into this complete inability to24

enter into efficient arrangements with their competitors 25
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or whatever the term is for people who are both1

competitors and collaborators -- because there was no2

clarity.3

There’s never been any proof that somehow the4

U.S. firms found the environment so confining as not to5

be able to exploit whatever was out there.  6

I think that, you know, the cosmic question is7

almost impossible to answer, but I would say that, first8

of all, I think nobody would advocate going back to -- I9

didn’t advocate going back to the Nine No-Nos, at least I10

wouldn’t, but I would like to look at maybe 15 yes-yeses11

and I think that there is a quite different intellectual12

approach.  So, maybe that’s a better way to think of it13

from my perspective anyway, or at least what can be a14

yes, what are the things that make a no into a yes or a15

yes into a no.  One way, whichever way it is.16

The issue really comes about from the fact that17

the intellectual property doctrine is evolving18

potentially separately, at least in the courts, from19

antitrust doctrine, and I think that the shifting winds20

between the primacy of a short-term competition-based21

view of what it is that public policy ought to promote22

versus the now perhaps ascendant view that we should23

favor investment in intellectual property and give24

extensive intellectual property rights.  The lack of25
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synchronicity is creating the kind of problems that we1

all are trying to grapple with.  2

So, I don’t believe that one can resolve these3

issues in any other way other than to try to figure out4

whether there is the scope or is the room for somehow5

rebalancing these two potentially separate flows of6

current intellectual analysis of the issues.  I mean, it7

seemed clear that when nobody cared very much about8

intellectual property many, many years ago things were9

relatively simple.  Antitrust was the obvious focus and10

things were bad because they seemed like restraints that11

one should not invoke.  Once you begin to understand how12

important it is to create incentives for R&D, for13

exploitation of intellectual property, you begin to14

wonder, well, how far can it all go.  15

And I think we are, again, at this crossroads16

because of the patent thicket that Carl talked about, it17

built up and extends, very broad coverage of patents, and18

all of a sudden, it turns out to be that huge portions of19

potentially important space are being foreclosed20

legitimately by this kind of public policy towards21

intellectual property.22

MR. SCHEFFMAN:  I do want you to think about my23

cosmic question because it’s important, at the end I’m24

going to ask it again and see if everyone’s got an25
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answer.  You may have an answer now, but we have to go on1

to a different topic.  But in the final wrap-up, I2

certainly intend to ask it again.3

But our next topic in moving along, because4

we’re running behind schedule, is reach-through licensing5

agreements.  This is something that I know that a number6

of people are concerned in, the NIH, in particular.  So,7

I wonder if Barbara, if you could start us off talking8

about what you -- again, definitionally what you9

understand, in your view a reach-through licensing10

agreement to be and what you see as the issues.11

MS. McGAREY:  Sure.  Actually, it’s a good12

segue because I wanted to, partly to comment on -- before13

we leave grantbacks because in our view, grantbacks can14

have a reach-through connotation.  So, it’s a bit of a15

segue.16

But in the biomedical field, we do see17

grantback requests quite a bit and it is a way of -- when18

you made the point, is it a way of valuing the19

technology?  We very much see that.  It is a way of20

valuing the technology where the owner of, in most cases,21

a research tool doesn’t exactly know how to value it or22

potentially wants to get it into the hands of many, many23

different researchers.  So, instead of valuing it at a24

financial level we’ll say, well, I’ll take a grantback of25
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an option to an exclusive license, and then they see1

their tool all over the country in labs, and when there’s2

innovation, that’s how they get their value.3

So, to us, in our world, we would consider that4

a reach-through.  So, to then start the new session, we5

would consider a reach-through to be any provision that6

really requires a continuing relationship with the7

provider of a material or the licensor.  And I should8

say, we don’t always see it in a licensing context.  We9

deal with material transfer agreements and sometimes very10

informal letter agreements.  It’s not always a license11

situation.  But very often the tool is patented.12

So, we would consider a reach-through to be13

either a request for a portion of royalties if, in fact,14

we make an innovation with a tool and license it and get15

future royalties, even restrictions on what we can do16

with new intellectual property that may arise out of use17

of the tool.  So, for example, unreasonable requests to18

review what we might publish or what results we might19

publish, requests to restrain perhaps negative results. 20

We view all of those as reach-throughs.  I can tell from21

the discussion this morning that’s a different22

definition, perhaps, than in the antitrust world.  23

But our concern with these types of requests is24

in the biomedical research enterprise, when a provider of25
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a tool who may have that tool patented requests a1

continuing relationship, it really serves to restrain2

future innovation.  It can result in a pile-up of3

royalties so that it could actually prevent a product4

from coming to market, because usually in the biomedical5

research context, you’re talking about research that’s6

going on at the very beginning stages and a product is7

maybe 7, 10, 12 years down the road.  And if you are8

combining multiple tools to get to future intellectual9

property, you’ve got stack-ups of royalties if the reach-10

through is actually a royalty.  11

But mostly in the context that we see it, our12

scientists are reluctant or we’re reluctant to allow our13

scientists to agree to these provisions in order to use a14

tool, because in our view, it’s really a patent owner is15

trying to get, by contract, what they could not get16

through their patent rights, because typically the patent17

on the tool is not -- the tool is not going to show up in18

the final product.  The tool is not going to be a19

component of the final product.  And so, it’s a way for a20

patent owner to really extend rights that the patent21

system has not really given them.  22

And in our view, perhaps parochially, we feel23

that we provide the innovation.  We’re using a tool, but24

really the intellectual property comes from the25
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scientific innovation.  So, for us, it really acts as a1

restraint on innovation.2

So, let’s see, did I define what we think of as3

a reach-through?4

MS. SCHEFFMAN:  Thank you.  Michelle, what do5

you see the economics here?6

MS. BURTIS:  Well, I was wondering actually7

first, does NIH have a problem with paying?  I mean, the8

restrictions, I can understand why you would have a9

problem with that and how it might dampen further10

innovation.  But do you, as an alternative, just pay some11

lump sum for the research tool?12

MS. McGAREY:  Well, we’d rather -- yes.  I13

mean, I think that -- and I realize I’m probably not14

speaking for universities because I think in some context15

universities would rather agree to a grantback or a16

reach-through of some type, depending on what the tool17

is, rather than pay out of their research budget.18

But from our point of view, a broad enabling19

tool should be available on the market as something you20

can buy versus something that requires you to get a21

research partner.22

MS. BURTIS:  Well, typically, people have liked23

reach-through agreements because then it’s a way to24

efficiently price because – 25
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MS. McGAREY:  Right.1

MS. BURTIS:  -- if, you know, whatever is2

commercialized never has a market, then the person who3

has bought the tool ends up paying a very little amount4

for the tool.  On the other hand, it’s just sort of a way5

for everybody to share the risks.  I think that’s6

probably why they’ve become much more popular.7

MS. McGAREY:  Um-hum.8

MR. FROMM:  Can I just put on my patent hat for9

just a second about reach-throughs?10

MS. McGAREY:  Um-hum.11

MR. FROMM:  I think we have to understand that12

reach-throughs are clearly getting royalties on13

unpatented items, but if the person who wrote -- I mean,14

that’s what we mean by reach-throughs.15

MS. McGAREY:  Right, okay.16

MR. FROMM:  Right.  I mean, the ultimate tool17

is noninfringed by the resultant products that people are18

seeking royalties on.19

MS. McGAREY:  Right.20

MR. FROMM:  That’s not to say that the21

patentee, the original patent applicant, could not have22

written his patent differently to have gotten claims if23

they were novel to the resultant products.24

MS. McGAREY:  Yes.25
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MR. FROMM:  Now, the problem that you have is1

they’re not novel.2

MS. McGAREY:  Right.3

MR. FROMM:  And that’s the reason why he didn’t4

do it.5

MS. McGAREY:  Right.6

MR. FROMM:  So, now, is he getting royalties on7

things that he didn’t get a patent to, that patent claims8

don’t read on or define a problem, but he couldn’t have9

gotten those patent claims and I think there’s something10

sort of weird to saying that by contract, not only -- as11

you point out, not only are we getting something that he12

couldn’t have got, but the patent office has probably13

already ruled he’s not entitled to.14

MS. BURTIS:  But would you agree he’s entitled15

to a fee?16

MR. FROMM:  Of course.  But it’s the same17

problem -- 18

MS. BURTIS:  I mean, it’s just a way to19

structure the fee.20

MR. FROMM:  Hey, I want a fee, too.  But if I21

have a patent on a voltameter, should I be able to get a22

fee for every car that’s tested with that voltameter? 23

That’s an absurd thing.24

MS. BURTIS:  Well, if your voltameter is a25
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great product, then yes, you should get a big fee.  But1

if it turns out your voltameter doesn’t work very well,2

then that fee will end up -- if it’s a reach-through3

royalty, will be very low.4

MR. FROMM:  So, you’re just arguing that I can5

structure any royalty agreement, for any tool, any way I6

want and it should be legal?7

MS. BURTIS:  Yeah.  I mean, it doesn’t8

necessarily have to be intellectual property, I guess.9

MR. FROMM:  I just think that --10

MS. BURTIS:  It’s just a way to pay.11

MR. FROMM:  I’m not saying that there should be12

a per se illegality to it --13

MS. BURTIS:  That’s good.14

MR. FROMM:  -- any more than there should be a15

per se illegality to getting royalties past the16

expiration of a patent or a per se rule against17

grantbacks that are more extensive.  I’m not arguing for18

Nine No-Nos or any per se rules here.  I’m just saying19

that we ought to look at those kinds of things very20

carefully because once again, it’s a heightened scrutiny21

kind of a question, that if I’m going to get royalties on22

unpatented items, there is -- what I’m getting, I’m using23

the leverage of my patented tool to change the economics24

of the downstream markets, the things that I didn’t25
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invent.1

MS. BURTIS:  There are agreements where people2

get royalties in terms of some payment on things that are3

not intellectual property, though.4

MS. LEVINE:  Barbara?5

MS. McGAREY:  Well, from our point of view,6

whether it’s legal or not, it comes down to something7

that we’re not willing to let our scientists agree to8

that and what happens in a practical sense is that tools9

are not available and science -- I mean, if you had a10

scientist here they would say, oh, it’s completely stop-11

science.  But by that they mean it’s delayed a year or12

two in terms of getting the tools they need.  They have13

to either make them themselves in their labs, you know,14

enter into a collaborative relationship to get one which15

they didn’t necessarily want.  16

So, it fosters a big delay, and in biomedicine,17

that’s just a huge deal because biomedicine is traveling18

very quickly.  And so, it means that certain tools are,19

perhaps, completely unavailable or just worked around and20

the cost is time.21

MR. SCHEFFMAN:  Is NIH a little bit different? 22

I’m, as many others here, a faculty member on a23

university with a very big medical center, Vanderbilt,24

and I think their position is changing because they see25
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this as a profit center of intellectual property they1

will create and they like to get reach-through royalties2

because that’s the way of maximizing the value of3

intellectual property.4

MS. McGAREY:  Well, in terms of them importing5

research tools into their science, they don’t like them6

necessarily, although sometimes it’s a way to get free7

tools, and if they don’t see anything new coming out of8

the research, then they’re willing to go ahead and give9

the option rights.  In other words, you say, well, you10

know, probably nothing commercial is going to come of11

this research, which is famous last words for scientists,12

but then they’re willing to give the reach-through.13

In your situation, you’re probably talking14

about technology that they’re trying to license out.15

MR. SCHEFFMAN:  Things they create for the16

purpose of not just research, but trying to make money17

for the medical center.18

MS. McGAREY:  Well, yeah.  I should have said19

in the beginning, I think in the context of reach-20

through, I think we’re talking about broad enabling tools21

that are not destined to be products themselves one day22

because when you’re licensing out a product, there’s a23

whole different scheme, or licensing out even a tool that24

you’re licensing to a company that’s going to produce it25
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as a product and sell it, then, again, you know, you have1

sort of a more standard licensing arrangement versus2

reach-through.3

I don’t think too many universities use reach-4

through for their tools.  Well, for one thing, hopefully5

they don’t if they’re NIH-funded because our policies are6

against that.  Maybe they do.  But it’s mostly something7

that companies do, small companies in particular,8

because, again, it’s an issue of value or companies that9

are sort of in the middle in terms of they want the10

grantback rights so that they can license those out.  11

I mean, a good example is if a scientist is12

using a computer array technology to try to find disease13

genes and you find a disease gene.  If that array14

technology has a reach-through or a grantback, the15

company may be a technology company.  They’re not going16

to commercially develop a disease gene, but they’re going17

to turn around and sub-license it to a pharmaceutical18

company for lots of money.  So, it’s a way of getting19

value for your tool.20

MS. LEVINE:  Let me see if I can introduce a21

wrinkle into this and get your thoughts on it and on the22

comments you wanted to make originally, and then turn it23

to Frances who I know has an important antitrust-oriented24

question to this whole conversation.25
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I wanted to just introduce this wrinkle. 1

Imagine that the licensor of the patented material, like2

the cell line or whatever, has an in-house researcher who3

also wants to use that patented material.  The firm, that4

university is licensing, through a reach-through royalty5

agreement, the cell line to an outside researcher, but6

also has an inside in-house researcher who also wants to7

use the material.  Does a situation like that, which I8

gather from Barbara, is that right, that actually does9

occur?10

MS. McGAREY:  Yes, very frequently because11

usually these are non-exclusive arrangements.  Usually.12

MS. LEVINE:  So, if that is the case, then,13

does that introduce a horizontal aspect to the problem14

we’ve been discussing?15

MR. SHAPIRO:  Well, I’ll try to get to that. 16

But first of all, you’ve raised the question of whether17

these reach-through agreements slow down science18

innovation.  That seems to be very important,19

particularly in a rapidly moving field.  I guess one view20

would be if the PTO is issuing a lot of patents that are21

too broad, they shouldn't be and that's gumming up a lot22

of stuff.  I'll set that aside.  It may be true.23

But given the intellectual property rights that24

have been issued, it's not surprising people would like25
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to get a return on the patents they've got and I would1

not particularly expect reach-through royalty licensing2

arrangements to slow things down unless you have a rule3

that prevents them.  Then, if you won't let your4

scientists pay me for my IP, well, why should I give it5

to them for free?  I'll exploit it myself.6

So, the rules may be slowing things down, but7

not the reach-through licenses.   Actually, they're8

prohibition.9

More generally, I guess I'd like to get into10

the next -- and this is partly in response to some of the11

things you said, Jeff.  What I think is correct and maybe12

an important economic point, there's concern, I've heard,13

maybe outrage, even, that somebody might seek royalties14

for products beyond the scope of the patent, just like15

they might seek royalties beyond the lifetime of the16

patent, which seems to me the law sort of takes a dim17

view of these sort of things.  With economics, it's not18

nearly so unfavorable.  In fact, there's basically some19

theorems that spreading out royalties over a larger brace20

and a lower rate could be better.  21

So, I have a question when I hear those sort of22

stories.  Why did anybody agree to pay royalties on23

something that wasn't infringing?  And I would think24

normally the answer is, well, they got a lower rate on25
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the stuff that was infringing.  Maybe you have another1

answer, okay?  2

MR. FROMM:  That's not the normal case.3

MR. SHAPIRO:  But I don't claim to understand4

it.  So, I just want to know why.5

MR. FROMM:  Sometimes licensors and licensees6

do agree to royalties that run past the lifetime of a7

patent for exactly economic reasons, that they need to8

reduce the royalty rate to compete with some other9

product to keep the cost of the end user product down and10

those kinds of things.  That does happen.  But just as11

often it happens because the licensor has market power,12

has real market power and they've got the ultimate tool13

that allows you to produce a product that -- in other14

words, it's not that the royalty rate is lower, it's the15

royalty rate is the same.  It's just they get to extend16

it for 50 years instead of 20.17

MR. SHAPIRO:  Well -- 18

MR. FROMM:  I know from an economic perspective19

the question is what is the right royalty rate.  But I'm20

saying that happens as well.21

MS. BURTIS:  It would probably be higher for22

the regular term, though, than it is for over the 50-year23

period.24

MR. FROMM:  No -- well, like I say, both of25
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those events happen.  Both of those events happen.1

MR. SHAPIRO:  I guess I would be skeptical of2

the notion that I could charge you a royalty rate, the3

same royalty rate, and then just get a broader scope with4

the same intellectual property.  I mean, that doesn't5

sound like I would normally think of bargaining working6

out, whatever the degree of market power is.  7

And finally, since you raised this last8

question, it seems to me if you're vertically integrated9

and you're letting your own researchers or downstream10

folks use a tool with no charge, let's say, but you still11

want to charge other people, I mean, and that is a12

classic sort of vertical situation where you might be13

less inclined to license it outside to the extent you've14

got downstream interest, I'm not sure what we can do15

about that short of imposing some sort of duty to deal,16

which I would not get to very easily.  I don't think17

you'd want to have a non-discrimination rule necessarily18

and if you give it free internally, you have to give it19

for free externally.  But that might be worth looking at.20

A starting way to view it is, that's nice. 21

Efficiency is associated with vertical integration, but22

it might annoy the third parties who are feeling they're23

at a disadvantage.24

MR. FARRELL:  Well, I was going to say sort of25
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what Carl said, but let me say it more pugnaciously. 1

Coming back to the interchange a few minutes ago between2

Michelle and Jeff, so the question is why this horror at3

royalties being charged on things that are not in the4

patent, either because they are not products that5

infringe the patent or because they're something too far6

down the road. 7

Carl and Rich Gilbert published a paper about a8

decade ago where they show that the least distorting way9

to raise a certain amount of reward for innovation is to10

have an infinitely long-lived but relatively weak patent.11

One can go beyond that and say that the least12

distorting way to raise a certain amount of money for an13

innovator is to have Ramsey taxes on all goods, whether14

or not related in the least to the innovation and whether15

produced using the innovation or not.  Those Ramsey taxes16

will presumably be perpetual and very, very low.17

So, what's wrong with this picture?  Well, one18

thing that's wrong with this picture is, who sets these19

royalty rates?  If you're allowed to set it on everything20

and you're allowed to include non-users of the21

technology, then you have an awful lot of power, so we22

have this ad hoc structure or maybe a natural structure23

where people can just say no and go away and not pay you24

anything.25
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So, then the question is, the bargaining is,1

the default outcome is, you don't get to use the2

intellectual property and then you're trying to negotiate3

something that's bilaterally efficient, in other words,4

least distorting from the point of view of the two5

parties jointly with that default outcome to govern6

basically the bargaining positions.7

Now, I think it's pretty clear in these8

bilateral problems, as opposed to the full Ramsey, that9

there are externalities from these agreements.  And10

therefore, it's not the case, as it would be with a fully11

Ramsey set-up that efficiency is served by allowing full12

flexibility.  But I also don't think it's at all clear,13

from an economic point of view, that you'd want to limit14

them the way that Jeff's intuition or that the law on15

patent extension limits them.16

So, it seems to me a sensible starting point17

for policy is to not worry too much about the structure18

of on what goods these things are levied, to worry about19

there being a genuine option to walk away where that's an20

issue, and to worry about any effects on future21

innovation, and that brings us back to our discussion on22

grantbacks and the like.23

So, that would be my perspective on this rate24

structure issue for royalties.25
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MS. LEVINE:  Frances?1

MS. MARSHALL:  My question really goes to this2

issue of what's the anticompetitive element here that3

antitrust authorities should be concerned about.  We have4

heard a lot in these hearings about the effects on5

innovation of these sort of reach-through royalty6

agreements, particularly when they are stacked, when7

there's more than one research tool that's being used. 8

But if we assume that the research tool is validly9

patented and that the owner of that patent has the10

accompanying right to exclude, and can choose whom to11

license and to whom not to license, is there anything12

here that we should be concerned about from an antitrust13

perspective with respect to reach-through royalty14

arrangements?15

MR. ORDOVER:  It's hard to say what it would16

be.  I know of a case in which there is actually a17

research tool -- I don't want to disclose what it is, but18

there is a way of involving some genetic testing in which19

-- it turns out it is very difficult to collect a royalty20

on the use because it's very widespread, it's hard to21

monitor who is doing how much of it.  It's in the labs,22

it's in the universities, some people can do it in their23

home, actually on the stove, all kinds of stuff.  I mean,24

it's true.  They call it home brew.25
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So, you know, you have a problem for an1

intellectual property which is actually essential to a2

lot of stuff, and yet, monitoring its usage and3

therefore, collecting the value is almost impossible.  4

So, what do you do?  Well, one thing you can do5

is perhaps try to collect the royalty on equipment that6

can perform the test.  So, maybe measuring voltage is a7

brilliant idea, but how can you figure out who is8

measuring how much voltage and how often.  But maybe you9

can try to say, hey, every time you buy a voltmeter,10

you're going to pay me 10 bucks.  That seems like a11

fairly reasonable thing.12

So, from my perspective, I would say that the13

issue is really, you know, how important is it for us to14

believe that the people who do contribute very important15

intellectual property to society should be entitled to16

some return, even though the only way to collect that17

return seems to be by putting a levy on the product that18

doesn't seem to fall within the scope of the particular19

patent, and these kinds of doctrines which say, well, you20

know, if the product can be used only for that purpose,21

maybe it's not so bad, but if it can be used for three22

other purposes, then it's horrible and you shouldn't be23

allowed to do that, makes absolutely no economic sense to24

me.  I mean, as Joe talked about the Ramsey or some kind25
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of an efficient tax.1

So, really, again, we're going back to the2

question of whether or not these kinds of taxes that go3

beyond the actual license collection mechanisms, that go4

beyond the patent at issue, are really distortionary, and5

to my view, they are not distortionary if they don't, in6

any form or fashion, for example, prohibit entry into the7

exploitation of the underlying intellectual property with8

the tools or with the products on which the levy is being9

imposed.  So, if anybody can get into the voltmeter10

business and just has to pay some kind of a royalty,11

what's the big deal?12

If you say, okay, you pay me the royalty and I13

will not -- but I'm only going to allow you to be the14

licensed -- the one that's going to be in compliance with15

my intellectual property, I think that begins to create a16

problem.  Whether you are using that intellectual17

property actually diminishes competition downstream as18

opposed to somewhere else.19

MR. SCHEFFMAN:  Thanks, Janusz.  I want to give20

Barbara and Rick a chance to comment.  We are really21

late, so we have to move to the next topic, but we want22

to hear your comments on this.23

MS. McGAREY:  I'll talk fast.  Well, NIH is as24

outspoken as we can be.  We certainly don't like reach-25
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through, we don't agree to it, we don't like our grantees1

to agree to it, but I don't think I can say that it's2

anticompetitive or it's something that the Federal Trade3

Commission or the Department of Justice needs to look at4

because in my experience with this, I mean, this sort of5

concern started in the early '90s and I think it's6

something that the marketplace takes care of, perhaps,7

very painfully.  I mean, we don't like it.  Sure, we'd8

love somebody to solve this problem for us, but the9

market really does solve it, because what happens is if a10

recipient does not like the terms, they don't engage in11

the terms.  12

And, you know, from the standpoint of13

biomedical research, maybe it's a problem, but in terms14

of anticompetitiveness, I can't really say that it is15

because we've had many examples where we've simply said16

no or we continued to negotiate and we've negotiated the17

reach-through out or not, or our scientists have simply18

designed a better mouse and that -- I think really the19

market takes care of it because there are not too many --20

I don't know, I can't think of an example where this21

problem, as painful as it was, that ultimately what I22

would call market forces didn't work this out.23

MR. RULE:  It strikes me that this is24

essentially a throwback issue.  I mean, Brulotte v. Thys,25
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which is the rule that prevents royalties beyond the life1

of the patent, is sort of a part of a general notion that2

was resonant in patent antitrust law in the '50s, '60s,3

and to some extent, '70s, that if there was something4

inappropriate about getting some benefit or value beyond5

the scope of the patent, whatever the heck that meant,6

and so, there were a bunch of anti-tying doctrines,7

Brulotte v. Thys was an example of that.  But I would8

have thought that generally there has been an increasing9

recognition.  10

I would even argue in the case law that the11

benefit of mechanisms -- and it sounds like reach-through12

royalties are one of them for metering, which is another13

way that we antitrust lawyers think about it, of14

essentially capturing the value created by intellectual15

property is a good thing.  It tends to disseminate16

technology broader oftentimes than a single price because17

certain people can't afford it because it's difficult to18

evaluate how much it's going to be worth over time, and19

generally, the treatment of the antitrust laws has been20

favorable to that.  It doesn't seem to me that it's a21

criticism to say, well, gee, that may reflect monopoly22

power.  That's true, but then again, that's what patent23

protection, intellectual property protection is all24

about.25
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Since it's an idea, it's information, it's zero1

marginal cost and it's got a positive marginal cost and2

therefore, a positive marginal value, you would expect3

somebody to be able to reap a reward and, again, I've4

never heard any argument as to how somebody can obtain a5

royalty that exceeds the value to the licensee of6

whatever it gets.  I mean, that's the absolute constraint7

on what they're going to pay.  And the antitrust issue, I8

think today, is one of excluding people from the market. 9

I think for the reasons the economists have said,10

generally, these kind of devices typically, it seems to11

me, actually expand the scope and the dissemination of12

the technology rather than restrict it, and so, if13

anything, these are really largely a non-event from an14

antitrust standpoint.  There may be other reasons for15

them, but I don't think antitrust really has a valid16

basis for attacking.17

MR. SCHEFFMAN:  Short comment, Joe?18

MR. FARRELL:  Yeah.  I mean, I'm not sure that19

I would agree with the focus on: is the IP holder getting20

too much money?  It seems to me a more important issue21

is, does the structure of these continuing payment22

streams, for example, discourage appropriate challenge23

and litigation of the patents by specifying that payments24

continue even if the patent were to be found invalid or25



173

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

the product non-infringing?1

Incentives to challenge, we know, are2

problematic in any case because of the pass-through3

problem that I was talking about earlier.  Similarly,4

with incentives to settle, we know how problematic that5

is.  And it seems to me many more problems lurk in that6

sort of area than in the possibility that some IP holder7

is getting too much money.8

MR. SCHEFFMAN:  Thanks, Joe.  Okay, the final9

topic is kind of an interesting topic because things have10

changed so much with respect to this, which has certainly11

parties that engage just in research and not in the12

sordid activity of producing goods used to be considered13

very good, as opposed to suspicious folks who produce14

goods in technology and then license it to other folks. 15

But now they're increasingly concerned about the16

licensing practices of entities that only do research and17

create intellectual property and license that. 18

What are the issues there?  Are there bona fide19

issues here?  Joe?20

MR. FARRELL:  Yes.  I like the way you set it21

up and I think maybe it's no coincidence that the view22

has changed, and what else has been changing at the same23

time is the extent to which intellectual property24

protection is readily given on innovations that, at least25
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according to some smart and informed observers, maybe1

should never be given so much protection.2

So, I propose that we should think about the3

non-vertically integrated IP holders issue in the4

following way.  If the IP were fully legitimate in all5

possible senses, then the fact that you're not vertically6

integrated doesn't let you extract more than the value of7

your technology, so there's really no problem.8

However, coming back to something that I think9

I was saying earlier in a slightly different context.  If10

what's going on is you have a system where there's too11

many IP rights being granted and the market has developed12

a safety valve in the form of cross-licensing and similar13

things that rely on vertical integration and production,14

then having a non-vertically integrated IP holder15

represents a blockage at the safety valve.  And if your16

world view is one in which the safety valve is not17

needed, in other words, you intellectually truly presume18

that the intellectual property is valid and infringed,19

then I don't think you can do a good job of understanding20

the concerns about non-vertically integrated IP holders.21

It seems to me the right way to understand it,22

from all I've read and heard, is that cross-licensing and23

being able to threaten the other guy the way he's24

threatening you are a safety valve that helps the system25



175

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

deal with patents that should never have been issued, and1

then having non-vertically integrated IP holders blocks2

or gums up that safety valve.3

MR. ORDOVER:  I just want to ask a question of4

Joe.  How does one know whether the IP should or should5

not have been issued?  I mean, what's the standard -- I6

can understand a certain unease with extremely broad7

patents to things that we believe should be somewhat in8

the public domain, but -- 9

MR. FARRELL:  I don't propose to evaluate any10

particular piece of IP, if that's what you're asking. 11

I'm saying, if we believe, as I think there's every12

reason to believe, that a lot of pieces of paper with the13

word "patent" on them come out that shouldn't come out. 14

I don't have to identify which they are in order to say15

we probably need a safety valve to prevent that doing a16

lot of competitive harm.17

MR. SHAPIRO:  I guess I want to mostly second18

what Joe said.  I mean, just from my experience with a19

number of industries and companies, there's real fear by20

particularly some of the large companies of the patent21

holder who kind of appears after significant sunk22

investments have been made, is totally an IP shop or23

somebody who purchased the patent from somebody else not24

in the industry, and there's virtually no way -- you25
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can't fight back very easily, okay? 1

Now, again, as Joe said, if the patent is2

totally legitimate, you know, tough luck, you know, pay3

up, I guess.  But if you think, maybe there's problems4

because it was submarine or it was delayed or there's5

hold-up or it was too broad, then you say this is kind of6

the horror story where somebody who can seek injunctive7

relief against a large revenue stream that may give8

returns way out of proportion to any real innovation.9

You know, I've even seen a situation where a10

portfolio was split up and some patents split off to a11

third party who had no other commercial interests, so12

they could assert it most aggressively against other13

industry players.  So, I think it's a real, real issue. 14

Unless you are totally calm about what the PTO is doing,15

this is something to worry about.  16

MR. FROMM:  I just wanted to say one thing. 17

There's a -- Joe and Carl apparently believe that it's a18

PTO problem.  That's not been my experience.  I mean,19

there are patents that we all know that get issued and20

that's what the process is all about, but I think there's21

another aspect to it, which is when you're evaluating a22

patent that's been granted, there's this presumption of23

validity and I can read words and you can read words in24

the claims and we can then decide that we don't believe25
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that we're talking about the same thing.1

It's not the PTO that caused that, it's just2

the way the system functions.  In other words, the patent3

claims, which are archaic at best, aren't as precise4

about what they cover as anybody would wish.  That's just5

the way the system is, it's always been that way and it6

probably will be that way even if the PTO were to crank7

down the rules on what it allowed.8

So, what that ends up meaning, as a potential9

licensee facing one of these problems, is that you can't10

agree what the words mean.  So, you might very well agree11

that the patent is valid if it was granted, if it only12

covered what it was that it was examined on.  But often,13

that's not what the patentee is arguing.  He's arguing14

it's covering something that it was never examined on. 15

Is that the Patent Office's problem?  Well -- 16

MR. ORDOVER:  I think that there's been a big17

change in the ratio of these patent claims that are being18

upheld in the courts.  It's not only a PTO problem, but I19

think that 30 years or 40 years ago, if you were to go to20

court and try to challenge somebody's infringement of21

your legitimate patent -- 22

MR. FROMM:  Prior to 1981.23

MR. ORDOVER:  '81, yes.  Let's say the24

likelihood of winning would have been 25, 30, 35 percent,25
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now it's close to 85 to 90 percent.  I think that's a big1

deal.  The PTO does presumably what they do, although not2

necessarily always that well.  But it's the pendulum that3

I talked about a little earlier on which we are now in a4

regime in which intellectual property is sacrosanct to a5

large extent and that, of course, gives these kinds of6

strategic powers to firms whose IP may be very, very weak7

or not substantially valuable.  But then it goes back to8

something that someone else said.9

If this IP is so valueless, how come it can10

create all that mischief?  So, you've got to have the11

reconcile on these things but maybe that’s for another12

day.13

MR. SHAPIRO:  Just to clarify.  I think -- by14

the way, my colleague, Mark Lemley, looked at some of the15

data on this and I believe what he found was that after16

the CAFC was set up, then the patent holders were doing17

better in terms of these statistics for a while.  But18

then, of course, people adjusted in terms of which cases19

got brought and returned to -- I don't know if it was20

50/50 or whatever it was, but sort of with a different21

recognition of what the underlying property rights were. 22

So, that's a little different than what you said.23

MS. BURTIS:  I guess that was my question, too,24

is I don't -- as much as you may not like it, why isn't25
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this just a situation where the perspective licensee1

evaluates the strength of the patent and attacks it if2

they don't want what the licensor -- you know, the patent3

holder is asking for.  I don't see why this is bad from a4

societal standpoint.5

MR. FROMM:  Well, it's because of the sunk6

investment problem that Carl mentioned.7

MS. BURTIS:  Well, that's due diligence.8

MR. FARRELL:  Only partly because of that.9

MS. BURTIS:  That gives that patent holder more10

power and everyone might not like it, but why is -- I11

still don't understand, why is that not a legitimate12

patent that can't be asserted?13

MR. FROMM:  Well, maybe the question is, why is14

that a problem?  I think the simple answer is when you15

have -- we had a conference call earlier that talked16

about two different kinds of non-vertically integrated17

organizations, research corporations that actually do --18

what I call Fab-less (phonetic) companies, Fab-less19

organizations, NIH, UC-Berkeley, Stanford.  I mean,20

they're not vertically integrated but they really do21

research.  And so, any dollars that they get on licensing22

presumably flow back into research.23

So, in that sense, if they can extract high24

royalties from some third party that flows to researchers25
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at NIH or wherever, that benefits society in about the1

same way as if it were kept by the ultimate licensee.  2

But the situation is different when you're3

talking about the non-vertically integrated organization4

which is not a research company, which is purely a5

licensing entity.  What does it do with the cash?  So,6

every dollar you take away from a research entity is --7

well, we can quantify it.  For every $250,000 you take8

away from a company like H-P, that's one engineer you9

fire.  It's that simple.  That's the economic realty10

today.  Now, at NIH the numbers may be different, but the11

ultimate result is the same.  So, the question is, is12

there a difference economically?  Is there something13

wrong with extracting money from a research-doing14

organization and giving it to the guy so he can buy15

another BMW?  Somehow that bothers me.16

MS. LEVINE:  Joe, do you have a response to the17

BMW point?18

MR. FARRELL:  Yeah.  I don't favor kind of19

trying to track the money and assuming that20

mechanistically money flowing into certain hands gets21

spent on research at the margin, money flowing into other22

hands doesn't lead to research.  I'm sure there's some23

truth to that, but there's also a lot of truth to the24

idea that people evaluate the profitability of research25
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plans and will do them if they're profitable or if1

they're not profitable, so flow of funds may make less2

difference at the margin.3

But I wanted to come back to what Barbara was4

asking which is, so if a patent holder of possibly a5

slightly weak patent gets more money, is that a big6

problem?  And that's kind of what Jeff was responding to.7

I have a different response, which is, yes, it8

is, and the system that we have is one where, as I9

understand it, you apply for a patent, you get a piece of10

paper that tells you -- patent -- out of the patent11

office, if you're at all lucky, and then that's not the12

end of the process.  The process continues with your13

attempting to assert it and demand royalties or cease and14

desist from infringing my patent or whatever from others,15

and if they think your patent is weak, then they're16

supposed to be able to challenge it and if it is judged17

weak by the court, it's overturned.18

The incentives to challenge, particularly in an19

environment where the IP holder is licensing a number of20

competing entities at comparable terms, the incentives to21

challenge, I think, are predictively too weak.  If you22

have contracts or other practices and arrangements that23

further weaken those incentives, then what you get is a24

system where this ex post scrutiny of these so-called25
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patents, which was too weak originally, is even weaker,1

and so you get more of these what I will tendentiously2

call monopoly mark-ups, and that's bad.3

MS. MATHIAS:  Mike?4

MR. McFALLS:  Yeah.  I'm largely in agreement5

with where I think Barbara is, which is many of these are6

legally self-correcting problems to a large extent.  If7

people are competently counseled and engaging the costs8

that they expect in patent litigation and the likelihood9

of being enjoined at the end of the day, but it should10

illuminate these practices, the practices of some11

companies that may come under scrutiny in some industries12

that relate to licensing because it may illuminate very13

compelling justifications, upper broad cross-licensing,14

portfolio cross-licensing in industries like15

microprocessors.  16

That said, if we step back for a second and17

look at some other industries, I don't think that there's18

much question that as a competitive matter, it may be19

very useful to have a university with the Cohen-Boyer20

patents, jointly owned and jointly licensed to numerous21

people, having different incentives than somebody who is22

vertically integrated and may not have the most23

incentives to license people who are going to compete24

with it in the downstream products.25
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Just as we assume that people don't like1

creating competition against themselves, and therefore,2

generally don't require unilateral licensing to occur --3

compulsory licensing -- we also tend to think that people4

who are vertically integrated will have less of an5

incentive to license, unless, of course, they're faced6

with mutual assured destruction.7

So, when we speak very broadly about non-8

vertically integrated patent holders, I think outside of9

some industries the record is more positive, even if10

there are Lemelsons out there.11

MS. MATHIAS:  Just as a follow-on question to12

the non-vertically integrated companies, under what13

circumstances -- I mean, we've talked about the pros and14

the cons of these, but under what circumstances would the15

agencies need to investigate or have any concern about16

this or is it just something that is beyond what we can17

do?18

MR. McFALLS:  If I could hop in right away on19

that.  The second part of the questions that you included20

sort of had an underlying premise that there are firms21

out there that buy up a series of patents which may be22

complements in a broad sense, but which may confer some23

greater element of market power than any patent24

individually would or the patents disbursed among several25
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different firms.  I think there you have literally a1

statutory hook for looking at that practice beyond just2

what would otherwise be a Noerr-protected right to3

enforce your patents, which is what precedes patent4

enforcement, which is Section 7, Acquisition of Patents5

and Exclusive Licenses.  6

And if it is the case that in the absence of7

the acquisition, the previous owners of the patents would8

have licensed them more broadly or at lower rates, which9

may be very difficult to investigate or prove, but may be10

worth looking at, and then what you have after the11

acquisition is higher licensing fees, for instance.  That12

like say the Ciba-Sandoz consent may be worth your time13

and consideration.14

MR. SCHEFFMAN:  Well, I'll go back to what I15

said to begin with.  It is funny that -- a lot of what I16

heard about the concern about the IP houses used to be17

exactly the concern about big companies with big18

portfolios getting spurious patents and exerting them19

against their competitors or excluding.  There was a20

whole Congressional hearing about that, about alleging21

that that's what Japanese companies do.  But it's22

interesting that the focus has changed.  Maybe there's23

not a problem on the former sort anymore.24

Anyway, we're at the wrap-up.  I'll ask the25
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cosmic question -- let me say, again, where I think we1

are.  We have had enforcement in the areas over the last2

10 years in the areas involving standards and3

intellectual property and Hatch-Waxman.  Those are sort4

of garden variety antitrust, don't raise overly complex5

IP issues.  6

At the same time, the Nine No-Nos have gone7

away in that enforcement program and the law has been8

much more relaxed with respect to what it allows in9

licensing practices.  Have we got the balance right?  If10

you were an enforcer, should we be devoting a lot more11

attention to looking at licensing practices beyond those12

involving standards and sorts of things, these general13

issues, cross-licensing, grantbacks, those sort of14

things, or will private enforcement take care of it or is15

the market working it out?16

MR. SHAPIRO:  Maybe I'll start since I'm going17

to have to rush out, actually.  I think your cosmic18

question, it's really too much to ask.  I think we can19

really see where we are on the overall balancing of too20

lax versus too tight.  21

I think it's also a false goal to try to have a22

precise list of Nine No-Nos -- or how many yes-yeses did23

you want, Janusz?  Twenty-three?24

MR. ORDOVER:  An unbounded number.25
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MR. SHAPIRO:  Look, obviously, when the IP1

guidelines sought to address these things in a guideline2

fashion rather than an enumeration of this is okay or3

that's not okay.  I would hope the hearings overall would4

give an opportunity to at least say something about5

issues that weren't fully addressed in the guidelines.  I6

don't think that they need to be wholesale rewritten but,7

you know, there's more issues, things that have come up.8

I mean, I guess I feel the balance is9

reasonable.  It's hard to tell from the DOJ and FTC cases10

because there's not that many cases, you know, that are11

publicly sort of we know exactly what's going on.  I12

mean, I could go back and criticize the FTC Intel case13

again, but I've already had a sub-career doing that.14

One thing you might do, for example, is to15

weigh in more on private cases.  In a way, sort of16

competition advocacy to say, you know, maybe not17

necessarily which side is right or wrong, but kind of how18

the agencies would address these sort of issues.  So, you19

can sort of be active in that way so we can get a sense20

of the balance.  I don't feel anything is out of whack,21

but it's a little hard to tell because it really is fact-22

based and we need specific cases.  We don't have that23

many.24

MR. SCHEFFMAN:  Rick?25
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MR. RULE:  I guess I would say that the balance1

seems -- I think it's impossible to say that there's a2

perfect balance and that we've got it right now as3

opposed to five years or ten years ago.  I'd like to4

think that maybe, you know, about 14 years ago we had it5

right.6

(Laughter.)7

MR. RULE:  And it's changed a little since8

then.  But I think it's hard to say.  I think we are9

probably closer to the right place than we were at the10

time of the Nine No-Nos.  I think the approach is a11

little more sensible and sensitive and economically-12

based.  13

I think, also, if you look at what has happened14

over the last 10 years, I think the courts have done an15

all right job in terms of weeding out good claims versus16

bad claims.  I think there was a time when the pendulum17

could have swung back in a way that was potentially18

problematic, but I think the courts have done a pretty19

good job of preventing that.  20

So, what's hard, though, to say is, are there a21

lot of licensing practices out there that ought to be22

challenged but that aren't?  You know, it's difficult for23

a practitioner to say that because normally if you're24

advising your client to do something, you don't think25
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it's a problem and you think it's a travesty of justice1

if anybody actually does challenge it.  So, you know, the2

fact that my clients aren't being challenged right and3

left, I think, means that you're getting it right.4

So, I think that it has moved back.  I think,5

as much as I hate to admit it, part of it has to do with6

the fact that people like Janusz and Carl and Joe and7

you, Dave, are more involved in the process than8

economists were 30 years ago, and I think that's made a 9

difference.  And generally, I think it's made a10

difference because folks have moved to a rule of reason. 11

So, there are always opportunities to fine tune at the12

margin, but I think they are marginal issues as opposed13

to really significant ones as have existed at various14

times in the life of the antitrust laws.15

MR. SCHEFFMAN:  Janusz?16

MR. ORDOVER:  A quick comment.  Of course, I17

agree that it's impossible to find the right balance of18

those.  Obviously, Rick was close.  But I think that19

really the issue goes to the point that Joe made, and20

that is whether or not there is private under-21

enforcement.  22

If there is a substantial degree of private23

under-enforcement, and indeed, most of these cases do24

impinge on business activities of individual firms or25
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groups of firms, whether it's a standard setting1

circumstance or infringement or whatnot, if there is this2

huge problem of under-enforcement, which there may or may3

not be, I just don't know.  Then, obviously there ought4

to be more involvement from the FTC and the DOJ because,5

after all, they are the ones who try to internalize that6

externality and deal with it both from the standpoint of7

forcing an individual case, but also signaling to the8

outside world, which I think is extremely valuable, where9

it is that the regulators believe the balance ought to be10

struck.  11

I do think that given the amount of time that12

has been devoted by the FTC and DOJ to these hearings, 13

the second release of the IP licensing guidelines would14

be a welcomed output at the end of the day.  I think15

there is a lot of learning that has come since that time16

and there are many hard questions that were posed vis-a-17

vis the guidelines, and I think that perhaps that may be18

a useful way to implement the knowledge that has been19

gained by these very fine hearings.20

MS. LEVINE:  Any other final comments?21

MR. FROMM:  I totally agree with Rick that --22

you know, it's difficult to know if you have found the23

right balance.  But I think the agencies do the24

industries a lot of good when -- for example, we have the25



190

For The Record, Inc.
Waldorf, Maryland

(301)870-8025

Dell consent decree, that is a tremendously positive1

thing in the industry.  It short circuits a lot of2

discussion.  It assists in speeding innovation because it3

gives you a guideline about where the limits are.  4

Attorneys are good at trying to push the limits5

for their clients, that's what we do for a living, and6

it's nice to be able to say, well, at least we have this7

guidepost, you know, one concerning Dell.  We don't have8

very many of them.  9

And so, to the extent that the agencies find10

the right vehicle, either through consent decrees,11

through becoming amicus or whatever they may do, I think12

it is a tremendous benefit for the industry as a whole13

and aids competition, even if it only short circuits the14

discussion and shortens the period of time while people15

are arguing what the licenses are, so they can get on16

with the kinds of things that Barbara was talking about,17

getting the tools in use, getting the technology in18

valuable hands.  That is a tremendous thing.19

And I'm certainly not arguing for the Nine No-20

Nos, so we do have to be very careful.  But I think we21

may have -- the government has a role here which is to22

speak on what makes sense most of the time, and -- I23

mean, that's the way I read the Dell consent decree,24

which is, well, you know, if you do these things, you've25
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stepped over the line.  Maybe it's hard to find the right1

case, but I think it's valuable for you to keep looking.2

MR. McFALLS:  Just if I could add one thing.  I3

think the guidelines are fine as is.  The cases have been4

appropriate, and from what I've seen, the investigations5

have been of significant issues that are raised by6

ambiguities in the guidelines that redrafting will not7

fix.  What will fix the ambiguities that exist in the8

guidelines, especially in cross-licensing restrictions9

and settlements, are having adjudications in front of the10

Commission and also in the appellate courts, and I think11

that's the way that this field was reconceptualized in12

the late '70s and early '80s, and that's what's going to13

happen now.14

MS. LEVINE:  Well, thank you for all your15

comments today, from all of you panelists.  You know that16

you have been our grand finale.  This is the final day of17

public hearings in the nine-month process of our18

intellectual property interest hearings and I'm pleased19

that we ended with a bang.  Thank you very much for your20

comments, not just today, but for our returning21

panelists, for your comments on previous days.  We've22

collected a wealth of information through these23

intellectual property interest hearings and now it's time24

for us to do our job in synthesizing the information.25
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But we couldn't have done it without you 1

and we're very grateful to you for it.  Thank you very2

much.3

MR. SCHEFFMAN:  Just a second.  Let me add one4

more thing because she's here.  Certainly, the most5

important person in this whole enterprise of nine months6

is here -- back there, I think -- Susan DeSanti, and I7

want to thank her, again, for a splendid effort.8

MS. MARSHALL:  I'd like to add that the record9

for the hearing is going to be open until November 15th,10

next Friday, so that if you have anything you'd like to11

add on paper, please send it in.12

(Whereupon, at 4:20 p.m., the hearing was13

concluded.)14
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The world of standards setting and patents is changing.1 I want to report on what I see, why 
things are changing, where I think the intersection of standards setting and patents is headed, and 
why attention should be paid to patents while standards are being set. 

There are standards of various types, and not all standards play the same role.2 My perspective is 
that of a participant in the information technology (“IT”) industry. My comments will focus on 
interoperability standards, which play a vital role in fostering growth in many IT markets.  

Cooperate on Standards. Compete on Implementations. 
The IT industry produces products that form complex, interconnected and interdependent 
systems. Interoperability adds critical value to IT products, as is reflected in the network 
economics that is so characteristic of these systems. Although interoperable products can provide 
great value for customers, that value may not be realized unless standards exist to foster the 
availability of a network of related, interoperable products; many innovative products might 
never have existed without standards. As a result, HP’s longstanding approach has been to 
cooperate on standards and compete on implementations. 

Cooperate on standards. The use of common protocols and interfaces can expand markets for 
networks of products that implement those protocols and interfaces. 

Compete on implementations. Producers compete by innovating on top of the standardized 
functions. Although the functional characteristics specified in the standard may be the same in all 
products, innovation builds on those points of commonality (such as by implementing those 
characteristics with innovative techniques and by adding innovative features to products that 
incorporate the standardized elements). 

                                                 
1 Although in this paper I focus on patents, in the broader topic of intellectual property and standards setting, change 
is not limited to patents. For example, there are issues brewing concerning copyright in relation to those standards 
where literal code from the standard needs to be incorporated into implementations of the standard, such as is the 
case with some XML-based standards. 
2 One very different topic is that of safety standards. 
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Formulation of Patent Policy for Development of Standards is 
an Exercise in Balance 
Formulation of a policy for how to address the interplay between patents and standards is not a 
simple maximization exercise -- it requires balancing among a variety of interests: 

• standards development organizations (“SDOs”) 
• participants  in the standards development process (companies and individuals) 
• patent owners 
• users of standards (implementers) 
• customers (ultimate consumers) 

These interests sometimes have competing concerns and other times share concerns, although 
often with differing priorities. The following are some examples of the concerns to factor into a 
patent policy: liability; complexity, speed, and effectiveness of the standardization process; 
control over use of patent rights (including whether rights are used, and if so what the 
compensation or other implications might be); burden on participants; competitive implications 
of resulting solutions, and impact on innovativeness and cost. 

Like many companies, HP finds itself in many of these roles (patent owner, implementer, 
participant, consumer). HP invests in technology innovation and develops a large patent portfolio 
that reflects this investment. HP is a very large user of standards; it builds products that operate 
according to a multitude of standards, including products that will be successful only if there is 
market-wide acceptance of the standards to which they conform. HP’s own operations rely on 
many products and services that depend on standards. Given this degree of importance to HP’s 
business, HP has long been an active participant in the process of developing standards and has a 
strong interest in patent policies that foster success of standards.  

Diversity in Standards Development Forums 
Standards in the IT industry are developed in a wide range of types of forums. This range can be 
illustrated by considering three regions of the range: promoters groups, consortia, and SDOs. At 
the SDO end are the long-lived more formal forums. At the other end are the short-lived 
promoters groups formed to launch initial versions of one or a small family of standards. The 
SDOs excel in breadth of participation; the promoters groups often act more quickly. An 
intermediate balance in this speed/participation trade-off is found in consortia. 

This variety of forums is valuable. Marketplace dynamics may call for particularly expedited 
processes in some instances but may value longer, more deliberate incubation periods in other 
instances. Some standards may affect the competitive opportunities of more classes of parties 
and in more fundamental ways than will be the case with some other standards, thus calling for 
different kinds or degrees of participation. Some standards may be based on emerging 
technologies that entail joint development of the technology in question, thus looking more like 
what could be called a “joint production venture” than a traditional standard-setting process, or a 
hybrid of both kinds of undertakings, and thus calling for different degrees of tolerance for 
development efforts driven by one or a small number of firms. 
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There Should be Variety in Patent Policies 
The variety in characteristics of technologies, markets, business situations, and standards 
development forums should lead to variety in patent policies. 

There is a wide range of the extent to which technical solutions vary in “performance”. This 
variation is sometimes due to variation in the nature of the constraints in the problem area. This 
affects the likelihood that a patented solution will offer significant advantage over alternatives. 
Often a protocol can be implemented in many ways that have similar performance; on the other 
hand, for example, where the degree of data compression is critical, it may be important to use 
one of the more well-refined algorithms. 

The complexity and other implications of licensing vary depending on the industry and on 
product characteristics. For example, consider the differences between the situation where only a 
small number of companies need to implement the standard3 and the situation where success of 
the standard depends on implementation by a very large number of different implementers. Also, 
the state of existing licensing or cross-licensing arrangements among the expected implementers 
(keeping in mind the possibility of new entrants) can also affect the degree of benefit in 
considering the licensing implications as a part of the standard setting process.  

The following contrasting examples illustrate the need for different types of standard-setting 
rules, and the need to pay close attention to patents in some cases but less so in other cases: 

Case A: Success of standard A depends on its implementation in products from hundreds of 
different sources; some of these are products that are distributed without charging any fee 
and for which the producer has essentially a zero marginal cost (as with many electronically 
distributed software products). 

Case B: Success of standard B depends on adoption by only a handful of manufacturers who 
will make the component embodying the standard (a component that will then be used in 
other products), where all of the component manufacturers already have established 
licensing arrangements; the standard is implemented in products with significant unit 
manufacturing cost. 

In Case A, the impact that any royalties would have on product economics is more dramatic; in 
addition, the transaction costs of licensing are significantly higher than in Case B. This suggests 
a greater value in attending to patent issues in Case A than in Case B. 

Essential Patents 
In talking about patents and standards, the focus is on what have come to be known as “essential 
patents”, since they have the most direct impact on standards. In general terms, essential patents 
are those to which one will need a license in order to implement the standard in products.4 These 
essential patents are distinguished from other patents that, although possibly useful in 

                                                 
3 For example, some standards are implemented in components that are then incorporated into other products so that, 
although the standard is incorporated into products from many different companies, the components with the 
standardized features may be supplied by a small group of implementers. 
4 Actually, the focus should be at a slightly finer level of granularity: essential claims, rather than patents. Also, note 
that determination of “essentiality” to a standard can involve a variety of nuances beyond the discussion here. 



 

23-Oct-2002 - Peterson 4 Consideration of Patents during the Setting of Standards 

implementing the standard, are not patents to which one must have a license, such as because of 
the availability of alternative ways of implementing the functions specified in the standard.5  

Because a license to an essential patent is (by definition) essential to practicing the standard, that 
license can have significant impact on the competitive viability of participation of many parties 
who may seek to participate in markets for products that depend on the standard (flowing from 
timing, cost, and other factors associated with obtaining the necessary license). 

Tools for Considering Patents in Development of Standards 
How might a standards development forum “take patents into consideration” when developing a 
standard? I find it useful to think of the tools (the rules that a standards development forum 
might use) for such consideration as falling into several categories: 

• endorsement thresholds 
• disclosure of essential patents 
• licensing commitments 
• disclosure of license terms 

Endorsement Threshold. Many forums use a rule under which the forum will not endorse or 
publish a standard for which the forum is aware of an essential patent unless certain conditions 
are met. Most frequently, the condition is an indication by the patent owner of a willingness to 
offer licenses on reasonable and non-discriminatory (“RAND”) terms. I refer to such rules as 
endorsement thresholds. Variables include: the licensing commitment that the forum might 
expect as a condition; and retraction (or not) of previously endorsed standards when an essential 
patent is identified after adoption of the standard. Note that, in the case of an endorsement 
threshold, the obligation or requirement is imposed on the forum, not on the patent owner; the 
patent owner has no obligation to make a licensing commitment. 

Disclosure of Essential Patents. Various approaches have been taken to encouraging or 
requiring timely identification of essential patents. Variables include: scope of knowledge 
triggering the disclosure (whether, for example, any search or other inquiry beyond the 
individual participant’s own awareness may be expected -- most commonly not requiring a 
search); nature of the disclosed information (whether, for example, it includes only issued 
patents or also pending patent applications, often making a distinction between published and 
unpublished applications); and point or points in time when disclosure is to be made (e.g., early 
in the process, shortly before balloting, or at several different stages). 

Licensing Commitments. In some forums, participants agree to commit to certain licensing 
terms with respect to essential patents they might hold. This tool is commonly used in promoters 
groups, and is used less widely as one moves toward the SDO end of the range of types of 
standards development forums. Variables include: who undertakes the licensing obligation (for 
example, whether the obligation is undertaken only by those participating in the development of 
the particular standard, or is undertaken by broader classes of interested parties); license terms to 
which the commitment is made (is a fee permitted? are particular terms specified? or is this a 
more generalized commitment?); to what patents does the obligation extend (already issued 
patents, future patents based on then-pending applications). 

                                                 
5 The concept of essential patents is also important in discussions of standards-related patent pools. 
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Disclosure of License Terms. Rather than expecting commitment to particular license terms, a 
forum might encourage or require that the terms under which essential patents will be licensed 
are disclosed. Variables include: the level of detail of the terms to be disclosed; what “required” 
means (such as a condition of participation in development of the standard, or as a condition of 
the forum’s endorsement of the standard). In factoring into the consideration of a proposed 
standard the implications of the required license, it may be appropriate to have an iterative 
process where license terms are disclosed, implications considered, and revised terms disclosed 
and considered; in its most extended form this could amount to a kind of license negotiation, as 
discussed further below. 

None of these tools represents “the solution”. The goal is one of balance, where different forums 
may strike different balances. To achieve its particular balance of interests, a forum’s patent 
policy will typically configure two or more of these tools and rely on that combination, rather 
than rely on one tool. 

License Terms Categorized 
In considering the implications that a license to an essential patent may have on a standard, I 
have found it useful to group license terms into the following categories: 
(A) scope of the grant: essential claims; for the purpose of implementing the standard. 
(B) reciprocal license: not just any grantback, but the same license as the licensor is offering 
(such as limited to essential claims), possibly including a commitment to offer licenses to others. 
(C) administrative terms: customary, non-substantive terms such as choice of law. 
(D) fees. 
(E) other compensation: beyond any fees and the reciprocal license listed above, such as a 
broader grantback or requiring use of licensor’s products or services. 
(F) control terms: licensor-defined requirements imposed on implementations, such as technical 
requirements (beyond that specified in the standard), or requirements on how implementations 
are to be licensed or distributed. 
(G) patent non-assert conditions. 
(H) anything else. 

The first three categories are to be expected in most cases. 

Fees may or may not be required, depending on the situation. The extent to which standards 
developers should seek to find free solutions is context-dependent, and is a significant matter of 
debate in some forums.  

In general, the last four categories should be empty. Terms in these categories should be treated 
with skepticism and given careful scrutiny, based on the full context of the particular standard. 
Because of the tight connection between a standard and the license for any patents essential to it, 
control terms, non-fee compensation, and patent non-assert provisions are particularly 
susceptible to being anticompetitive. As the other categories are generally adequate to do the job, 
anything in the catchall category at the end should be carefully considered.  
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Ex Ante Consideration of License Terms 
The time at which license terms for an essential patent are determined can have very significant 
implications, with the most dramatic difference being between the situation before (“ex ante”) 
and the situation after (“ex post”) the standard is set.  

Traditionally, determination of license terms has been left until after the standard was set, when 
implementers were beginning to build products that met the standard. Typically, a statement by 
the patent owner of a willingness to offer licenses on RAND terms was all that was expected of 
the patent holder prior to the setting of the standard. 

Yet, a commitment to offer a license on terms that are merely specified as “RAND” is not an 
adequate safeguard against abusive use of a patent that has become essential to a standard. The 
value of a patent is so dependent on the specific case (including both the particulars of the 
invention and of the context in which it is to be used) that different parties could have wildly 
different views of what RAND should mean in the context of any given standard or market 
environment. In particular, what a patent holder considers to be a “reasonable” royalty rate will 
inevitably be considerably higher than what licensees believe such a rate to be, particularly at the 
ex post stage when the patent holder has the added leverage flowing from the lock-in effect of 
the industry adoption of the standard, referred to below as ‘Y’. 

As a result, I have long advocated increased attention to license terms before a standard is set. 
Such ex ante consideration of license terms (1) facilitates factoring the patent license 
implications into the decision on selection of the best standard, and (2) reduces the risk of 
anticompetitive implications of selecting a standard that requires a license for which the terms 
have yet to be set.6 Moving issues to ex ante consideration should operate to reduce the extent to 
which litigation is needed to resolve issues relating to patents and standards: ex ante, there are 
more options (both in technical decisions and in other business options for resolving the issues); 
ex post, more has become locked-in. 

Some participants in standards development activities have refused to permit license terms to be 
taken into consideration in the selection of a standard because of a concern about antitrust risks. 
However, this reflects what I believe to be a misapprehension of such risk. In fact, ex ante 
consideration of license terms is fundamentally procompetitive, as it forecloses opportunistic 
holdup situations that are all too easy to arise when a patent holder’s view of “reasonable” 
license terms remains secret until after a standard has been adopted. Clarification of this risk 
issue could facilitate use of ex ante consideration to help make better choices in selecting 
standards and to reduce the potential for ex post adverse impact of essential patents. 

Antitrust concerns should not inhibit experimentation with various means of considering patent 
license terms during a standard-setting process, including multilateral negotiation processes, 
because risks are outweighed by distinctly procompetitive benefits of the sort that render such 
activity eminently defensible under the antitrust laws. 

Risks 

Some have expressed the concern that collective ex ante consideration of license terms could be 
challenged as “buyer price-fixing” or a “buyers’ cartel.” This concern is unfounded. Price-fixing 
                                                 
6 See, for example, my statement submitted for the FTC/DoJ hearing on April 18, 2002, which is published at 
<http://www.ftc.gov/opp/intellect/020418scottkpeterson.pdf>.  
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and cartel appellations are reserved for naked kinds of collusive activity devoid of any valid 
business justification.  

Collective consideration of terms for licenses (i) for use in implementing a standard that the 
parties are jointly producing (ii) of patents that would be essential to that contemplated standard 
would be an activity intimately connected to and supportive of the participants’ entirely lawful 
undertaking to fashion a standard designed to grow a market that will be open to all comers on a 
level playing field.7 Such license negotiation activity is the same in purpose and effect as various 
kinds of negotiation activity the parties to a joint production or technology development venture 
engage in when acquiring an input into the new product or technology they are creating. 
Antitrust’s permissive rule of reason applies to these kinds of situations.8 

Even under the rule of reason, concerted buying activity can give rise to “oligopsony” concerns. 
A necessary condition to anticompetitive oligopsony effects, however, is a reduction in the 
quantity of purchases, thereby reducing upstream output.9 Collective ex ante consideration of 
license terms in the standard-setting context may well result in royalties that are lower than what 
they would be if unilaterally specified at the ex post stage, but there will be no reduction in the 
quantity of licenses sought and issued. Indeed, lower royalties can only increase the number of 
applicants and ultimate competitors in the affected product markets, an output-enhancing effect.  

Could collective negotiation reduce “just rewards” from a patent holder’s innovation investment 
and thereby anticompetitively reduce innovation incentives? This would appear highly 
implausible under any proper definition of a patent holder’s just rewards. One could think of X 
as representing the value or leverage that the patent provides in a competitive environment when 
routes other than adoption of the standard to which that patent would be essential remain open. 
However, once there has been agreement on selection of a particular standard that requires use of 
that patent, the value or leverage that the patent provides is increased to X+Y. X is related to the 
inventive contribution of the patent. Y is related to the collective action of the standards setting 
activity. As the value of a patent is highly context dependent, X and Y are not readily susceptible 
of determination in the abstract. Instead, the value is best determined by conducting negotiation 
at the appropriate stage. Ex ante consideration of license terms is most likely to approximate X, 
while ex post consideration is most likely to result in X+Y. 

One anticompetitive risk that should be considered is the possibility of “spillover” effects -- 
exchange of information on or discussions about impermissible matters such as the parties’ 
expected product prices, product development plans, or marketing strategies. Those developing 
standards already have extensive experience managing this risk.  

                                                 
7 Note that, because the licensing considered here is for implementation of the standard, licensing of the same 
patents for other purposes can remain left to individual bi-lateral negotiations. 
8 See, e.g., Addamax Corp. v. Open Software Foundation, 152 F.3d 48 (1st Cir. 1988), affirming dismissal of an 
antitrust challenge to OSF, a consortium to develop a new industry-standard operating system platform for which the 
parties negotiated terms for the purchase of a security software input with competing suppliers. The Court of 
Appeals saw OSF as a “venture . . . producing a new product” with “potential for a productive contribution to the 
economy . . . .” Id. at 52. 
9 See G. Levine, “B2Bs, E-Commerce & The All-Or-Nothing Deal,” 28 Rutgers Computer & Technology Law 
Journal 305 (2002). 
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Benefits 

The fundamental and entirely procompetitive business justification supporting ex ante 
consideration of license terms is protection of all participants -- indeed nonparticipating but 
future new entrants in affected markets as well -- from ex post holdup by the party whose patent 
becomes essential to implement the standard. Absent ex ante agreement on terms, the standard-
setting process may artificially hand the patent holder market or monopoly power that the patent 
by itself would not confer, enabling the patent owner to impose royalties that may bear little 
relation to the value of the patented aspect, and impose other anticompetitive conditions such as 
overbroad grantbacks and non-assert provisions. Excessive license royalties and other terms 
reflecting ex post artificial market power raise barriers to entry into affected markets, raise 
product costs and thereby raise product prices.  

Anticompetitive effects may well be exacerbated by broad cross-licenses between major 
incumbents and the patent holder; in that event, the competitive disadvantage of 
supracompetitive royalties could be overwhelming to smaller rivals and could block new entry 
altogether. Conversely, ex ante consideration in connection with an open contest between 
competing solutions for the proposed standard can be expected to generate competitive license 
terms that enable new entry and maximally open competition in affected markets, avoiding 
supracompetitive product prices and creating an environment in which innovation rivalry can 
flourish.  

In short, avoidance of the exercise of the “Y” leverage discussed above is a procompetitive 
benefit that can be achieved by ex ante consideration of license terms. 

Indeed, one could argue that standards setting participants act irresponsibly in fashioning 
standards that incorporate patented technology without taking account in the course of the 
standard-setting process itself of the potential for anticompetitive effects if the patent holder 
subsequently imposes anticompetitive terms. The Supreme Court’s antitrust jurisprudence on 
standard-setting activities has consistently admonished SDOs and SDO participants to adopt 
safeguards against misuse of a standard by any participant that will be a position to employ it in 
an anticompetitive manner.10 For all of the reasons already mentioned, ex ante consideration of 
license terms qualifies as precisely the kind of safeguard envisioned and encouraged by those 
decisions. 

Process 
There will be challenges in incorporating greater consideration of patent issues into processes for 
developing standards. For example, consideration of patent issues requires expertise that is not 
part of the background of those who are typically most directly involved in the standards setting 
activities. I see these process challenges as being attacked incrementally -- starting with those 
situations where the patent issues are likely to have the greatest impact, and then moving forward 
as appropriate.  

I have seen the creation of a diverse array of standard development forums to meet the specific 
needs of particular standards situations. In a sense, there is an active, competitive market among 

                                                 
10 See Allied Tube & Conduit Corp. v. Indian Head, Inc., 486 U.S. 492, 500, 509 (1988); American Society of 
Mechanical Engineers v. Hydrolevel Corp., 456 U.S. 556, 571 (1982); Radiant Burner, Inc. v. Peoples Gas Light & 
Coke Co., 364 U.S. 656 (1961). 
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standards setting forums, within which the developers of standards have demonstrated an ability 
to innovate in the processes for accomplishing their goals. From this experience, I am confident 
that standards developers will meet the challenges associated with factoring patent 
considerations more fully into their processes. 

Hot Topic. Why now? 
Standards and patents -- a hot topic these days. Why now? 

Recent years have seen heightened recognition of the value of intellectual property. This is 
reflected in more aggressive enforcement of patent rights. For example, there is a broader, more 
intense interest in patent licensing as a direct revenue opportunity, and there is greater attention 
being paid to the competitive advantages that can be obtained from patent rights. Thus, when 
competitors sit down to cooperate on development of standards, it is understood that there is 
more at stake than might have been the case in the past. This has been particularly evident in the 
IT industry. With increased opportunistic use of patent rights to obtain competitive advantage, it 
is becoming less prudent to rely on expectations of ex post cooperative licensing. 

Guidelines? 
Given the widely acknowledged need for flexibility to handle the great variety of standards 
setting situations, prescriptive guidelines seem undesirable. 

However, the agencies could offer useful guidance in their final report on the hearings record on 
how they see patent-related behavior to relate to antitrust risk. I see particular value in agency 
guidance on the both risks and benefits associated with ex ante consideration of essential patents, 
as mentioned above. Such guidance could remove the impediment that uncertainty about the risk 
creates -- an impediment to behavior that is actually procompetitive. 

View of the Future 
I anticipate a future in which greater attention will be paid to the interplay between standards and 
patents that are essential to those standards. This will include a greater interest in understanding 
the implications that patents hold for success of standards to which they are essential, and 
therefore a greater interest in factoring patent licensing considerations into the judgments that 
lead to selection of standards. Less frequently will statements limited to a willingness to offer a 
license on unspecified “reasonable and non-discriminatory” terms be the end of the 
consideration.  

The extent of this attention will vary from standard to standard. The likelihood that essential 
patents will have significant impact on the success of any particular standard depends on a 
variety of factors. Many standards simply do not implicate patents. In some cases, those 
developing the standard might conclude that, although patented technologies may be involved, 
established licensing practices among the anticipated implementers are such that the standards 
developers can afford to devote a relatively low level of attention to these issues. But, in yet 
other cases, the terms for licenses to essential patents can have dramatic impact on success of a 
standard, and the standards developers may choose to pay careful attention to the implications of 
required patent licenses.  
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This will not eliminate all ex post patent issues; there is no effective way to identify all essential 
patents in advance. But this additional advance planning -- thoughtful, timely consideration of 
the important issue of patent licensing -- will make a positive contribution to the success of 
standards. This will be good for standards and good for the procompetitive, market-enlarging 
benefits that standards can offer.  
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